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Foreword

ProrEssorR BUTTERS’ book on inventory accounting and
policies is the first volume in the general study of the
Effects of Federal Taxation on Business, conducted through
the Harvard Graduate School of Business Administration
and financed by a grant from the Merrill Foundation for
Advancement of Financial Knowledge. The entire project
has been divided into a series of separate but related topics,
each of which is being developed by one or more of the in-
dividual participants.

The subjects of the separate volumes do not in any sense
cover the full range of the effects of federal taxation on busi-
ness. Each has appeared to present an important and man-
ageable area for research. We believe that more substantial
results can be achieved in determining the effects of taxation
on business, and through business on the national economy,
by this limited approach than by a thinner coverage on a more
all-inclusive investigation.

The most significant contributions of the study probably
will be in the area of the direct effects of taxes on the decisions
of business executives and investors in business enterprise.
These direct effects will be emphasized more than the indirect
economic effects of ‘tax policies on, for example, aggregate
levels of consumption and investment. This is not to say that
the project will ignore general economic analysis; on the
contrary, every effort will be made to interpret and present
the immediate direct results as we find them in terms of their
general economic and fiscal significance.

With reference to methodology, the distinctive character-
istic of this project is the heavy emphasis placed on field in-
vestigations. Extensive field inquiries are being made of
business managers, tax lawyers and accountants, investment
counselling and banking firms, individual investors, and
representatives of the Bureau of Internal Revenue. Within
the limits of the time available, a large number of business
situations are being examined in detail to trace through vari-
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Foreword

ous tax effects. The purpose of the study is to determine and
analyze the effects of taxes; we do not propose as part of this
study to develop another tax program or make formal recom-
mendations for changes in tax legislation.

In the entire tax research project we are concerned to ex-
plore both the theoretically probable results of federal taxa-
tion, on the assumption that business decisions are made
logically and with full knowledge of all relevant factors, and
the actual results as nearly as we can determine them. Dif-
ferences between the theoretical and actual effects may arise
for many reasons. In any given business problem, the tax
factor under consideration may be only a minor one as com-
pared with other dominant ones and hence play only a neg-
ligible role or even be ignored intentionally. Also, the tax
factor may not be fully or correctly understood by all those
participating in the decision. The human element, variable
in these matters as in others, makes unreliable or at least im-
probable any presumptions of uniform reaction to tax con-
siderations. Individual reactions also may be expected to
change over time in many respects as people become accus-
tomed to various aspects of our tax structure and as new gen-
erations grow up without earlier personal experience of con-
ditions of relatively low taxation.

Since our objective is to inject reality into the discussions of
the effects of taxation, we have from the first had to recognize
that in some areas we might have to be content with findings
that did no more than refute current dogmas, popular or
sophisticated, without being able to present any evidence of
systematic behavior. Even such negative results, if they rep-
resented reality, seemed in anticipation to be worth while,
though not particularly satisfying intellectually. It is too
soon to know in how many parts of our studies we may have
to be satisfied with such limited results.

The other separate studies currently in progress are:

The Effects of Taxation on Individual Savings and Investment
Policies — Professor Lynn L. Bollinger and Mr. Lawrence E.
Thompson

The Effects of Taxation on Management Incentives — Professor
Thomas H. Sanders

[vi]
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The Effects of Taxation on Corporate Compensation and Re-
tirement Plans — Professor Challis A. Hall, Jr.

The Effects of Taxation on Mergers — Professors John Lintner,
William L. Cary and J. Keith Butters

The Effects of Taxation on Depreciation Policy under High
Replacement Cost — Professor E. Cary Brown

The Effects of Taxation on Corporate Financial Policy —
Professor Dan T. Smith

A concluding volume, by Professors Smith and Butters, will
integrate the individual studies as well as present certain new
material which has not been included in any of the preceding
work.

The appearance of this volume as the first in the series to be
published is the result of the author’s earlier availability rather
than any decision that inventories called for first emphasis.
The subject is, however, especially appropriate for the com-
bination of theoretical and statistical analysis with field in-
quiry which is the basic approach in the entire tax research
program. The book represents a balanced combination of
these different aspects of research. Though other studies will
deal with topics of more widespread popular appeal and per-
haps with more immediate implications for tax policy, we take
great satisfaction in starting the series with this example of
thoughtful, scholarly inquiry in the field of taxation.

Taxation has been a major factor influencing inventory
accounting procedures in many industries since the last-in
first-out method was authorized in 1938 and liberalized in
1939. To a much lesser degree, the inventory accounting
procedures induced by taxation have significantly affected
the inventory procurement policies of some companies. This
last influence is only one of many indirect effects of these re-
vised inventory procedures.

Economists, lawyers, public finance experts, and even
most businessmen have traditionally considered inventory
accounting a subject of proper concern only to professional
accountants. The authorization of last-in first-out account-
ing, coinciding as it did with the start of the war period when
substantial price rises and increased taxes could be foreseen,
made the subject one of widespread but by no means general
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interest. The effect of inventory profits on postwar data on
national income and business profits has created a fairly gen-
eral awareness of the subject among those who should be
concerned. That confusion persists, however, even among
businessmen directly involved, is one of the findings of the
field inquiries — a conclusion which may surprise those who
tacitly assume that all management decisions are made on
enlightened grounds.

Here, as elsewhere, the realities about the influence of
taxation depend on how people actually think, not on how
they might be expected to think by dispassionate analysts.
The chapter on the reasons for using or refraining from using
the last-in first-out method shows the great variety of con-
siderations that lie behind management decisions on this sub-
ject. The variety is no less on other types of decisions to be
covered in other volumes of this study.

Though inventory profits have been much discussed in
recent years, accountants have not agreed as to their nature,
nor has there been much knowledge about the extent of use
of the last-in first-out method. Professor Butters thus has not
been able to start from established positions on these matters.
His analysis in these areas accounts for a substantial part of
the book and adds to its interest and value.

Though this book is part of the series arising from the tax
research program, it is, like the volumes to follow it, the prod-
uct of the individual author. Consistent with its general
policy, the Harvard Graduate School of Business Administra-
tion provides facilities and opportunities for research but does
not assume any institutional responsibility for the findings.

Because of the many areas upon which the research im-
pinges, the Advisory Committee was established to secure the
counsel of individuals with a wide range of viewpoints and
specialized professional competence. We gratefully acknowl-
edge the assistance of the members of the Committee in con-
sulting with us in the planning and conduct of the project and
in reviewing this manuscript. In making this acknowledg-
ment, it must be strongly emphasized that the function of the
Committee is purely advisory and that its members have no
individual or collective responsibility for the final products.
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In view of the major nature of each of the individual studies
in the tax research program, we have from the first planned
to have as the principal participants individuals who could
properly operate only as independent, though collaborating,
authors. The director-staff organization which is perhaps
typical in large research projects has not seemed appropriate
here. The Director and Associate Director of the program
have had the responsibility for developing the plans for the
general study, selecting the individual authors, and maintain-
ing a close continuing consultation with them.

In this first foreword we wish to make several general re-
marks of appreciation applicable to the project as a whole.
All those concerned with the study are deeply grateful to the
Merrill Foundation for Advancement of Financial Knowledge
for its generous grants of $225,000, which have enabled the
study to proceed without continuing negotiations and con-
cern about financing.

In the formative stage of this program, Professor W. L.
Crum, now of the University of California, gave continuing
helpful counsel.

We should like to take this opportunity to express our
gratitude for the advice and enthusiastic encouragement of
Mr. Albert J. Browning in the early development and plan-
ning of the work. By his untimely death the Advisory Com-
mittee lost a valuable member.

No project of this size would have been undertaken or car-
ried through without the sincere interest of the Dean and the
Director of Research of the School. We deeply appreciate
the many ways in which both Dean Donald K. David and
Professor Melvin T. Copeland have given us their warm-
hearted support and have been readily available for discussion,
friendly advice, and wise counsel.

Dan TrarOOP SMITH
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Preface

THE relationship of this volume to the rest of the Tax Project
need not be discussed here, since it is adequately explained in
Professor Smith’s Foreword. Likewise, the purpose and
major conclusions are covered in the Foreword and in Chap-
ter I. But, inasmuch as the early chapters contain no sum-
mary statement of the data used in the study, a brief statement
on this point is in order.

In addition to the general literature on inventory problems,
three main sources of data have been used: (1) aggregate na-
tional income and profits statistics, (2) the financial statements
of individual corporations taken mainly from annual stock-
holder reports or investment manuals, and (3) extensive field
interviews with business executives, accountants, Treasury
officials, and other informed individuals. The first two sources,
which are well known, need not be described in detail;
statistical and sampling problems encountered in their use are
discussed at appropriate points in the text. The scope and
nature of the field work, on which the conclusions of Chapter
IV and several later chapters rest, are outlined in the Note to
Chapter IV. :

In any empirical study such as this, so many obligations
are incurred that it would be hopeless to try to acknowledge
all of them individually. I can therefore only express my
general but sincere thanks to the many individuals whom
Mr. Niland and I have interviewed during the course of the
study. Without exception we have been graciously received.

Specific acknowledgment is due the individuals who have
read the manuscript in preliminary form. Messrs. George D.
Bailey, Roy D. Blough, Erwin N. Griswold, David L. Luke,
Jr., and Charles E. Spencer of our Advisory Committee have
read the manuscript and offered very helpful suggestions
ranging all the way from the scope and organization of the
study as a whole to the form of citations in specific footnotes.
While Professor Alvin H. Hansen, the sixth member of our
Advisory Committee, was unable to read the manuscript be-
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cause of conflicting commitments, he has discussed with me
the general problems covered on various occasions before and
during the present project.

Among my colleagues on the Tax Project, Professors
Thomas H. Sanders, E. Cary Brown, John Lintner, and Dan
T. Smith have read part or all of the manuscript. Professors
Lintner and Smith, in particular, have frequently offered
valuable counsel at difficult stages in the writing process.

Among my colleagues at the Business School, Professors
Charles A. Bliss, Russell H. Hassler, Howard T. Lewis, Mal-
colm P. McNair, and Ross G. Walker, though not officially
associated with the Tax Project, have carefully reviewed part
or all of the manuscript at my request. Dr. Melvin T. Cope-
land, Director of Research at the Business School, has also
read the manuscript and has held himself available for con-
sultation at all times. Professor Robert Amory, Jr., of the
Harvard Law School, Mr. Richard S. Claire of Arthur Ander-
sen & Co., Mr. R. W. Jefferson of Price, Waterhouse & Co.,
and Dr. Louis Shere, Professor of Economics and Di-
rector of Tax Research at Indiana University, have also
reviewed the manuscript, as have several of my friends in vari-
ous government offices. To all these individuals I am deeply
indebted.

I wish also to express my gratitude to Misses Virginia
Jenness, Grace Lindfors, Rita Nickerson, and Esther Love
and her staff for assistance in the compilation of the statistical
data; to Misses Marjorie Willard and Marie Driscoll for
secretarial help; and to Misses Ruth Norton and Jananne
Morse for editing the volume and preparing it for press. Much
of the nervous strain attendant to any such study as this has
been removed by the able and cheerful cooperation of all
these individuals, to whom I express my thanks.

Finally, a special word of appreciation is due Mr. Powell
Niland who made a large portion of the field interviews and
has participated actively in all phases of the study except the
actual drafting of the final manuscript. Much of the informa-
tion in the volume is the direct outgrowth of his endeavors.

As in all research publications of the Harvard Business
School, final and complete responsibility for the study and its
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conclusions are borne by the author. While the counsel and
assistance of the above individuals have added tremendously
to the quality of the study, they bear no responsibility for its
statement of facts, judgments, or conclusions.

J. KerrH BuTTERS
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CHAPTER 1

Introduction and Major Conclusions

Tax requirements with respect to inventory valuation have
raised major problems for business managements in recent
years; many of these problems will continue to be pressing in
years to come. The same tax requirements have had far-
reaching economic effects on the entire economy — effects
which have not been generally recognized. This monograph
therefore discusses the problem of inventory valuation with a
dual objective: that of pointing out its implications for individ-
ual business managements and that of appraising its over-all
economic significance.

Although inconspicuous in character — and overlooked by
many businessmen — recent (1938 and 1939) changes in the
tax requirements with respect to allowable methods of inven-
tory valuation have been for many companies the determining
factor influencing management policies in this area. The
valuation placed on inventories is of general importance be-
cause it directly affects the amount of net income reported by
a company. Differences of millions of dollars in the profits
reported by numerous companies can be traced directly to
changes in their inventory valuation procedures.

Basic AccounNTING CONCEPTS

For readers not familiar with inventory accounting a brief
explanation of the inventory methods most frequently dis-
cussed in this book needs to be presented at the outset to make
the following discussion intelligible. In an accounting sense,
the amount at which inventories are valued affects the net
income reported by a company through the determination of
its cost of goods sold. The higher the value placed on the end-
ing inventory, the lower will be the costs of inventory goods
assigned to sales of the current year.

(1]



Inventory Accounting and Policies

It is not a simple matter to decide what valuation should be
placed on inventories. Decisions must be made as to which
inventory goods out of all those handled during the year are
assumed to be on hand and what value should be placed on
them. Since the inventories of most companies are inter-
mingled so that the goods on hand cannot easily be identified
with specific invoices, some arbitrary rule of thumb must be
adopted. In times of fluctuating prices the rule adopted is of
critical importance, since different procedures in common use
yield widely diverse valuations for the same physical invento-
ries.

Historically, the most common procedure has been to as-
sume that inventory goods are sold (or used up in manufac-
ture) approximately in the order in which they were acquired.
Under this assumption (usually designated as first-in first-out
or “Fifo”) the cost of the earliest inventory goods acquired is
charged against sales and the ending inventory is deemed to be
composed of the most recent goods purchased. The ending
inventory is typically valued at the cost of these goods or at
market as of the end of the year, whichever is lower. Fre-
quently, average cost, determined in a variety of ways, is used
rather than Fifo cost, but broadly speaking the results for our
purposes are not greatly affected by this choice. Under this
general family of procedures inventories are ordinarily valued
at price levels prevailing at or near the time when the accounts
are closed; the time lag will depend on the rate of inventory
turnover and whether the inventories are valued at market,
Fifo cost, or average cost. Correspondingly, sales of the cur-
rent period will be charged in part with the cost of goods
acquired in earlier periods, and the cost of the most recently
acquired goods will be carried forward to the next accounting
period.

For our purposes the important characteristic of this general
procedure is that in periods of rising prices it will show larger
profits, as compared with alternative procedures, because a
higher value will be placed on ending inventories than on the
same quantity of physical inventories held at the beginning of
the year. Profits measured by the increase in value placed on
a constant volume of physical inventories have been commonly

(2]



Introduction and Major Conclusions

designated as “paper profits” or “inventory profits”; the term,
inventory profits, is so used in the present study.! Some writers have
gone so far as to label inventory profits as “fictitious profits”
which should be totally excluded in computing net income;
indeed, many of the recent shifts in business practice have
been made with precisely this objective in mind.

Those who prefer to exclude inventory profits from net
income contend that they do not represent disposable cash but
rather unrealized (and oftentimes unrealizable) gains. Hence,
they point out, it is quite misleading to inflate (or overstate)
profits when prices are rising by placing higher values on
equivalent physical inventories and then to magnify losses (or
understate profits) by writing down the values of the same
quantity of inventories when prices fall. As one prominent
writer has stated:

These inventory profits may be called unrealized inventory
profits — that is, profits represented by unsold inventories
rather than cash. In fact, to a going concern, most of the in-
ventory profits are not only unrealized but they are also un-
realizable if the concern is to continue in business. Even though
inventories are constantly being turned over, a certain quantity
of inventories is a part of the capital equipment of the business.
Increases or decreases in inventory values are analogous in every
essential to unrealized capital gains or losses. Inventory prof-
its, as here defined, cannot be converted into cash profits with-
out a net liquidation of inventories.?

1 We have adopted the phrase “inventory profits” as a label for this concept
with some hesitancy because it raises two terminological difficulties. First, other
concepts have been labeled inventory profits so that the term does not have a
precise and universally accepted meaning. Secondly, it may seem confusing to
call an increase in inventory values caused by rising costs an “inventory progt,”
especially since such increases are usually identified for the purpose of eliminat-
ing them from reported profits. A phrase which did not label the costs to be so
eliminated by the word “profit”’ would be less confusing.

Despite these difficulties we have decided to accept the common use of the
phrase, inventory profits, to designate the increase in the value placed on a
constant physical inventory on account of the acquisition of higher cost inventory
units. We use this concept repeatedly and must identify it by a descriptive
phrase. This explanation and a consistent use of the phrase in this study are
relied on to minimize the unavoidable terminological difficulty in this area.
Problems concerning the appropriate definition of inventory profits are discussed
in more detail in Chapter VI, pages 141-143.

2 H. B. Arthur, “Inventory Profits in the Business Cycle,” dmerican Economic
Review, March, 1938, p. 28.
(3]
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Various procedures have been developed to exclude inven-
tory profits and losses from income. Among them are the
normal-stock (or base-stock) method, the last-in first-out
method, and a more or less formalized use of inventory re-
serves for inventory price fluctuations. The first two of these
methods directly affect the amount of net income reported by
maintaining inventories at a fixed valuation to the extent that
the same quantities are held at the beginning and end of the
year. The third method uses a reserve account to adjust in-
come computed according to the traditional lower-of-cost-or-
market method (with cost determined either by the first-in
first-out or average-cost rule) in order to earmark inventory
profits and losses.

Each of these three methods is discussed in later chapters,
but this introductory statement outlines only the last-in first-
out (“Lifo”) method, since it is by far the most commonly
used today and can be taken as broadly typical of this family
of methods. As a matter of fact, throughout the book con-
trasts drawn between the Fifo and Lifo methods actually ap-
ply to the two families of methods; they should be so inter-
preted except where the terms Fifo and Lifo are clearly used in
a restricted sense.

The Lifo method reverses the Fifo procedure. Inventory
stocks are assumed to be exhausted by sales in the inverse
order of their acquisition. Sales are thereby charged with the
aggregate cost of the most recent inventory costs incurred, up
to the quantity sold. If inventory goods are purchhsed in the
same quantities as they are sold, this method of computing the
cost of goods sold will usually approximate current replace-
ment costs. It will also leave the major portion of inventory
stocks untouched for accounting purposes and valued at the
acquisition cost of some prior period.

As compared with Fifo, Lifo will ordinarily show a smaller
profit when prices are rising and a larger profit when prices
are falling. If inventory quantities remain constant, the dif-
ference in profits will be approximately equal to the amount of
inventory profits or losses included in income under the Fifo
procedure. Fluctuations in inventory quantities, however,
destroy this relationship, especially if they involve large liqui-

[4]
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dations of Lifo inventories. Under the strict Lifo method,
liquidated inventories are costed at their book values which
often bear little relationship to current price levels. Hence,
unless a reserve is set up out of income for the replacement of
liquidated inventories, Lifo does not fully achieve the goal of
matching current revenues with current costs. But even when
inventory quantities vary it does tend to bring reported
profits more nearly in line with disposable profits, since in-
ventory liquidations (unless temporary in character) do free
cash for other uses.

Until 1938 and 1939, the tax law as interpreted by the
courts and the Treasury did not recognize the use of Lifo and
related methods. Before 1938 the Treasury regulations re-
quired that the cost or lower-of-cost-or-market methods be
used, with cost being determined on a Fifo basis in the absence
of specific identification of the goods on hand. In practice,
though, the revenue agents generally were much more lenient,
freely allowing a variety of methods, especially those based on
some form of average costs, provided that the taxpayer fol-
lowed a consistent practice. Ordinarily Lifo and related
methods were disallowed, although one of the surprising find-
ings of our field inquiry is that for tax purposes some compa-
nies actually used variations of Lifo for part of or all their
inventories before 1938, or thereafter, without fulfilling the
statutory requirement of formally electing Lifo.

OuTtLINE OF STUuDY AND MAjorR CONCLUSIONS

The book is divided into two main parts: Chapters II-VI
attempt to answer major policy questions in the area of in-
ventory accounting while Chapters VII-XII examine various
technical problems having to do with inventories. Various
inventory methods are discussed, but major emphasis is placed
on Lifo. One reason for the slight attention which we have
given to traditional inventory methods is that taxes have had
very little effect on them. Traditional procedures were de-
veloped for business accounting and taken over with few
changes for purposes of measuring taxable income.

[5]
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In contrast, since 1939 few management decisions on Lifo
have been made without reference to their tax effects. Deci-
sions as to whether to use Lifo, how to apply it, and even as to
the industries in which the method constitutes acceptable ac-
counting practice, have been dominated by tax considera-
tions. It would be difficult to cite other instances in which
management decisions on matters of broad policy and general
economic significance have been more strongly influenced by
tax requirements. Another reason for an extensive discussion
of Lifo is that a number of issues in the application of the
method are as yet unresolved, and information on many
others is very scarce.

Stated very briefly, the first part of this book (Chapters
II-VI) attempts to answer the following four questions:

(1) Are inventory profits worth bothering about?

(2) What is business doing about them?

(3) What is the general economic significance of different inven-
tory methods?

(4) How are different inventory methods related to general
concepts of profits?

The Importance of Inventory Profits

To anyone doubtful as to the importance of inventory prof-
its, the statistics presented in Chapter II should provide a
convincing answer. They show that inventory profits and
losses are very large in years of rapid price changes, fre-
quently amounting to several billion dollars for all corpora-
tions. Furthermore, for individual industries and enterprises
inventory profits are, of course, relatively much more im-
portant than the data for all corporations indicate. In ap-
praising the size of inventory profits in Chapter II, three main
sources of data have been analyzed: statistics on corporate
profits compiled by the Department of Commerce; data com-
piled by the Treasury from tax returns; and illustrative data
for individual companies which we have gathered from finan-
cial statements or by direct inquiries addressed to company
managements.

[6]
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What Business s Doing about Inventory Profits®

We have approached this question in two ways.

First, we have compiled extensive data on the current use
of Lifo because the decision as to whether to use Lifo has been
the main way in which income reporting has been affected by
the concern of management over inventory profits. We have
had to compile this information ourselves because no adequate
statistical analyses of the extent to which Lifo is used had
previously been published. In an effort to fill this gap, we
have collected sample data designed to show: the approxi-
mate amount of inventories on Lifo as of the end of 1947; the
concentration of the use of Lifo by industries and by size of
company; and the years in which Lifo has been adopted.
These data are summarized in Chapter III. Additional in-
formation on Lifo is reported in Appendix A for nearly 200
Lifo companies, identified by name and classified by industry
and size class. While the data in the appendix may not in-
terest the casual reader, the information there reported is
essential to any thorough-going financial analysis of the com-
panies and industries concerned. These statistical data have
been gathered from annual stockholder reports and invest-
ment manuals, supplemented in some instances by visits to the
companies involved.

It would be pointless to try to summarize this mass of in-
formation in a few words. Suffice it to say that Lifo invento-
ries no longer can be brushed aside as of negligible importance.
At the end of 1947, Lifo inventories held by manufacturing
companies amounted to nearly $3 billion, stated at their book
value, or to about 109, of total manufacturing inventories.
Restated in terms of 1947 prices this figure would be much
larger, amounting to perhaps $4.5 billion or even more.
Moreover, the use of Lifo is concentrated in a limited range of
industries and among large companies so that its relative
importance is much greater in some areas of the economy than
might be inferred from these aggregate estimates.

3Once again, the reader should be reminded of the definition of inventory
profits which we are using (see page 3) and the purpose of our study. Our
emphasis is essentially that of financial accounting and of the effects of various
financial accounting policies, for business or tax purposes, on management de-

(Footnote continued on next page)
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The second approach which we have taken to the question
— What has business done about inventory profits? — has
been to examine the considerations affecting management de-
cisions on the adoption of Lifo (Chapter IV). The only way
to get information on this difficult problem has been to talk to
the people who made the decisions or who watched them
made. We have therefore conducted an extensive series of
interviews with businessmen, accountants, government offi-
cials, and others closely associated with management deci-
sions on Lifo. The scope of this field work, on which parts of
the later chapters are also based, is described in detail in the
Note to Chapter IV.

Perhaps the outstanding conclusion of our field work on
management considerations on Lifo is the complexity and mul-
tiplicity of the issues which must be taken into account before
an intelligent decision can be made. The scope of these issues
can be only sketchily indicated here.

Undoubtedly the opportunity to reduce tax liabilities has
been by far the most powerful motivation leading to the wide-
spread adoption of Lifo during the past decade. The combina-
tion of sharply rising prices and high excess profits taxes gave
managements in many industries a strong tax incentive to
shift to Lifo during the early war years. The large postwar
price increases caused some companies to make the shift as
late as 1946 and 1947, though the risk of ultimate tax penalties
was then greater because of the height to which grice levels
had already risen.

In general, the opportunities for tax savings from the use of
Lifo depend on the combined effects of the following factors:
(1) the course of future price movements, (2) fluctuations in
tax rates and changes in the tax structure, (3) variations in the
amounts and kinds of physical inventories held at the end of
each taxable year, (4) the relative stability of income from
sources other than inventory profits and losses, and (5) the
existence in the tax law of averaging devices such as loss carry-
backs and carry-overs. The interaction of these factors, how-

cisions and on the national economy. Unless these facts are kept in mind the
concentration of this section on Lifo might seem badly out of balance to some
readers, €.g., those interested mainly in inventory procurement policies.
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ever, is too complex for a statement of their effects to be com-
pressed into this brief summary.

While tax incentives have been the controlling motivation
in the decisions of most managements that have adopted Lifo
in the last ten years, account has been taken of numerous
other considerations. A few companies used Lifo or related
methods such as base-stock for many years before the tax law
recognized Lifo. Their decisions were motivated mainly by
the belief that such methods would give a more meaningful
statement of income for management and stockholder pur-
poses. Many executives who recalled the severe inventory
losses of 1920 and 1921 were also anxious to provide a ‘“cush-
ion” to protect themselves from the necessity of reporting
similar losses in the event of a price collapse at the end of
World War II. They saw in the availability of Lifo an op-
portunity to accomplish this objective and at the same time to
make substantial tax savings.

Apart from uncertainties as to the ultimate tax benefits to
be derived from Lifo, the major reasons causing some manage-
ments to refrain from electing it can only be listed. In many
industries inventory profits and losses are so small that the
problem quite properly was not given serious attention by
management. But in other industries in which the problem
was important numerous companies simply allowed the mat-
ter to be settled by default — at least until prices had risen to
the point where the possibility of benefiting taxwise from
electing Lifo appeared highly dubious.

In part, the failure of many managements to give serious
thought to Lifo in the early war years can be attributed to the
specialized character of the problem, to the heavy burden of
other pressures on management during these years, to the
prevailing accounting opinion that Lifo was appropriate for
only a narrow range of industries, and to the early administra-
tive interpretations of the Treasury which favored a narrow
application of the method. Another reason for the hesitancy
on the part of many managements to shift to Lifo was the be-
lief that the administrative burden of operating the method
would be unduly troublesome. Financial considerations, such
as the unfavorable effect which Lifo would have on immediate
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profit showings and the restrictions which it might impose on
dividend distributions, also caused some companies to refrain
from shifting to it. All these matters are discussed at length
in Chapter IV.

Economic Significance of Different Inventory Methods

From a broad social viewpoint the most important question
in the whole area of inventory methods is whether methods
which include inventory profits and losses in income, or those
which exclude them, promote a greater degree of stability in
our national economy. Unfortunately, we have not been
able to pursue this important question to the point where it
can be definitely answered. Some relevant material has been
gathered in our field work but most of Chapter V, which deals
with this question, is written at a more tentative and theoreti-
cal level than the rest of the volume. One reason for this ten-
tative treatment is that we hope to pursue the analysis of some
matters covered in this chapter further in later monographs.
Another is that the problems in this area by their very nature
are much more intangible and difficult to appraise than those
discussed in other chapters.

Briefly the topics dealt with in Chapter V are the effects of
different inventory methods on the expectations of business
management; the working capital position of business; divi-
dend policies; wage policies; inventory procurement policies;
and (very sketchily) plant and equipment acquisitiops and pric-
ing decisions.

If any meaningful summary statement can be made, it is
that in economic terms the case for including or excluding
inventory profits from income rests on the effects of these
policies on (1) business and investor expectations and (2) the
cash position of business. The inclusion of inventory profits
and losses in income tends to produce excesses of business
optimism in times of rising prices and unwarranted business
pessimism in times of falling prices. On the other hand, the
fact that taxes must be paid on inventory profits if they are
included in income tends to put business in a tighter cash posi-
tion in times of rising prices as compared with the situation if
inventory profits are excluded from income. Similarly, if in-
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ventory losses are allowed as deductions in the determination
of taxable income, business will have smaller tax liabilities and
be in a freer cash position in years of falling prices.

As a general statement, these “psychological” and ‘“‘cash”
effects tend to work in opposite directions. For policy pur-
poses, a decision must be made as to the relative weight to be
attached to each of them. The issue is exceedingly complex,
and our conclusion is admittedly tentative and based on
highly incomplete evidence. For what it is worth, however,
we believe that, so far as economic effects are concerned, it
would be wise to adopt a concept of income which excludes
the distorting effects of inventory profits and losses. While we
recognize the importance of a counter-cyclical national fiscal
policy, we believe such a policy can be better implemented by
other means than relying on a concept of income which exag-
gerates the extremes of business and investor expectations and
which causes profits data to be subject to easy misinterpreta-
tion by the public.

Inventory Aspects of General Concepts of Profits

The bearing of methods of inventory valuation on general
concepts of profits is discussed first with respect to business
profits and then, less elaborately, with respect to taxable in-
come and national income¢ measurements.

Several criteria have frequently been used in deciding how
inventories should be valued in measuring business profits.
Perhaps the oldest of these is that in deciding which in-
ventories are regarded as remaining on hand at the end
of an accounting period, the order in which goods actually
flow through the enterprise should govern the accounting
rule (e.g., Fifo, Lifo, or average-cost) to be followed. In recent
years, however, a criterion more widely accepted by account-
ants is that the choice of inventory methods should be made
mainly with reference to the relationship which cost and sell-
ing prices bear to each other. A third criterion which has
received enthusiastic support from some accountants and
businessmen is that inventory methods should be used which
tend to bring stated profits more nearly into line with the dis-
posable cash arising from operations. A closely related crite-

[11]



Inventory Accounting and Policies

rion which has received strong support on account of the large
war and postwar price rises is that sales and cost prices should
be stated in terms of the same, i.e., the current, price level.

These four criteria are discussed at considerable length in
Chapter VI and to some extent in later chapters. Our gen-
eral conclusion is that for the broad purposes of financial re-
porting the disposable-cash and current-cost criteria applied
to inventory accounting have great merit in industries where a
large and continuing investment in inventories must be main-
tained to support effective operations.

Essentially the same conclusion is reached in the discussion
of taxable income. To the extent that inventories considered
as a unit represent a necessary continuing investment to a
firm, changes in the value placed on a constant physical vol-
ume of inventories can be likened to unrealized capital gains
on fixed assets and appropriately be excluded from taxable
income until the inventories are liquidated. The Lifo method
in essence accomplishes this exclusion.

Similarly, it is essential to the proper measurement of na-
tional income that inventories on hand at the beginning and
end of the year be valued at the same price level. Otherwise
the objective of national income accounting, namely, the
measurement of the volume of goods and services produced in
a given year, would be obscured by the element of price in-
flation or deflation which would be introduced by valuing be-
ginning and ending inventories at differing price levels.

Descriptive and Technical Material of Chapters VII-XII

As already indicated, Chapters VII-XII deal mainly with
descriptive material and technical questions rather than with
the broad policy matters treated in the first six chapters.:
Chapter VII describes the traditional lower-of-cost-or-market
method as employed for tax purposes and in business account-
ing. Since tax practice has largely taken over business ac-
counting procedures, so far as this method is concerned, the
chapter contains relatively few illustrations of situations in
which tax considerations are of major importance.

In contrast to the lower-of-cost-or-market method, proce-
dures used by most companies in applying Lifo have been
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dominated by tax requirements. These procedures and the
problems arising from them are discussed at length in Chap-
ters VIII-X.

Special attention is given in Chapter VIII to the methods
used in pooling or grouping goods into categories in the ap-
plication of Lifo. The most thorny administrative problems
in applying Lifo have arisen in this area, both for the Treasury
and for taxpayers. Since the regulations deal with this prob-
lem only in general terms, most of our information on the de-
tailed procedures followed has been obtained from field inter-
views. Among a number of unresolved problems in this area
the most important probably are the status of the ‘“dollar-
value” method as applied to inventories valued on a cost basis
and the status of the retailers’ claim for the right to elect Lifo
retroactively to 1941.

A number of taxpayers not on the retail method have used
methods of inventory grouping closely similar to the price-
index procedures employed by department stores on Lifo.
While the Treasury has not officially ruled on the acceptabil-
ity of these practices, the trend of Treasury policy, reinforced
by recent court decisions, would seem to point to eventual
Treasury recognition of the dollar-value procedure in non-
retail applications.

As for the retailers’ claim for a retroactive application of
Lifo, which is taken up in Chapter X, our conclusion is that
the public interest would not be served if the Treasury or
Congress were to grant this privilege on a broad scale. There
may, however, be a small number of companies with valid
claims for relief.

Problems arising from the liquidation of Lifo inventories
are discussed in detail in Chapter IX. Among the topics cov-
ered are the wartime relief provision for involuntarily liqui-
dated inventories, analogous problems which will arise for tax
purposes in connection with peacetime liquidations of Lifo
inventories, and various problems in financial reporting cre-
ated by fluctuations in Lifo inventory holdings. Problems in
connection with interim financial reports and seasonal fluctua-
tions in Lifo inventories are covered under the last mentioned
heading. All these problems are too technical and detailed
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for conclusions with respect to them to be stated in a paragraph
or two.

Chapter XI analyzes two variants of Lifo, the normal-stock
and inventory-reserve methods. While these methods are not
recognized for tax purposes, they are still used in varying de-
grees in business accounting. Finally, Chapter XII summa-
rizes problems in the measurement of national income created
by the increasing use of Lifo. Many of the problems arising
at the level of the individual business enterprise have their
counterparts in the measurement of national income and ag-
gregate corporate profits. Once again, however, the issues
discussed in the last two chapters are so technical that they
defy a brief and simple summary statement.
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CHAPTER I1

Quantitative Importance of Inventory Profits

THE importance of the problems discussed in this book depends
largely on the quantitative effect of different inventory pro-
cedures on the size of corporate profits.! If this effect is small,
the debate as to the merits of various methods of inventory
valuation cannot be regarded as of great practical significance
— however interesting the conceptual issues may be. On the
other hand, if the magnitudes are large, or potentially large,
the problem is inevitably of major importance both to the
managements and owners of individual business enterprises
and to the economy as a whole.

Information with respect to the size of inventory profits can
be derived from various sources of which the national income
and business profits data published by the Department of
Commerce, Statistics of Income (compiled by the Treasury
Department from tax returns), and the financial reports of
individual companies are the most helpful. These three
sources will be examined in turn.

DEPARTMENT OF COMMERCE ESTIMATES

The Department of Commerce data on corporate profits
provide the most comprehensive information on the aggregate
size of inventory profits and losses for the economy. The
Department publishes estimates of total corporate profits
based on data reported by corporations on tax returns and in
their published statements and also an inventory valuation ad-
Justment which estimates the amount of inventory profits and
losses contained in the corporate profits figure. While the

!'The problem of inventory profits is not, of course, limited to corporations.
Adequate data on business profits are available, however, only for corporations.
Moreover, economic activity in most of the industrial areas in which inventory
profits are important is carried on mainly under the corporate form of organiza-
tion — merchandising is the chief exception to this statement. For both these
reasons the statistical analysis of this chapter is limited to corporate data.
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Commerce estimates are necessarily subject to important
statistical qualifications, they are adequate to indicate the
general magnitude of inventory profits and losses.? In specific
terms the Department’s inventory valuation adjustment is
designed to measure the portion of the change in the book
value of corporate inventories in any given year which is
attributable to the change in the unit prices at which the be-
ginning and ending inventories are valued.? With the effect
of price fluctuations thus identified, the physical increase or
decrease in the quantity of goods held can be estimated; this
is the measurement needed for national income computa-
tions. On an aggregate basis the Commerce adjustment is
approximately equivalent to our definition of inventory profits
and losses applied to individual companies.

The inventory valuation adjustment thus computed is neg-
ative in years of rising prices and positive in years of declining
prices. The negative figure in years of rising prices indicates
that in these years profits as originally reported must be ad-
justed downward to eliminate inventory profits; similarly,
in years of falling prices the positive adjustment indicates that
profits must be increased (or losses reduced) to eliminate the
inventory losses.

As Table 1 shows, the magnitude of the inventory valuation
adjustment is often very large. In seven of the years since
1929 the adjustment has exceeded $2 billion; in 1946 and 1947
it exceeded $5 billion. The significance of these amounts
becomes more apparent when they are compared with the level
of corporate profits. In a year of sharp price declines such as
1930, the exclusion of inventory losses in the measurement of

2 In strict terms, the Department of Commerce estimate applies mainly to the
non-Lifo segment of the economy. Inventories recognized to be on Lifo are
segregated by the Department for special treatment in the computation of its
inventory valuation adjustment. This segregation is necessary since the use of
Lifo itself eliminates the effect of price fluctuations on inventory values under
most circumstances.

3 The Department also publishes an inventory valuation adjustment for certain
noncorporate inventories, but these inventories are not included within the scope
of the present discussion.

4 Inasmuch as the purpose of this chapter is to give an over-all impression of
the magnitude of inventory profits and losses in various industries and under
various price conditions, technical problems concerning the definition and com-

putation of the Department’s inventor¥ valuation adjustment are not taken up
at this point but rather in Chapter XII.
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CHART 1. DATA oN CORPORATE PROFITS, 1929-1948
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corporate profits would have raised corporate profits before
income taxes from $3.g3 billion to double this amount, or
$6.6 billion. On the other hand, in 1946, a year of substantial
price increases, corporate profits before taxes amounted to
$21.8 billion as reported; with inventory profits excluded,
however, they were $16.8 billion. As Chapter V indicates,
differences of this magnitude in the presumed level of corpo-
rate profits have important repercussions on a variety of busi-
ness decisions and on the policies of government officials and
labor union leaders.

If the inventory valuation adjustment is compared with
estimates of corporate profits after taxes or with undistributed cor-
porate profits, its relative magnitude appears even greater. In
1946, for instance, inventory profits as estimated by the De-
partment of Commerce amounted to 239, of corporate profits
before taxes, to 399, of corporate profits after taxes, and to
69% of undistributed corporate profits. The corresponding
figures for 1947 are 179, 28%, and 45%, respectively; the
1947 percentages are smaller because of the higher absolute
level of corporate profits in 1947.%

In dollar terms, corporate profits after taxes in 1946
amounted to $12.8 billion or to $7.8 billion, depending on the
treatment of the inventory adjustment. The corresponding
figures for 1947 are $18.1 billion and $13.0 billion, respec-
tively.8 The force — indeed, the accuracy — of many state-
ments with reference to the height of corporate profits or the
adequacy of corporate retained earnings is greatly affected by
the concept of profits which is used; this point is developed in
more detail in Chapter V.

Clearly, if the inventory adjustment is large in relation to
corporate profits for the economy as a whole, it will be even
larger for the industries in which inventory profits and losses
are concentrated. Any attempt to ascertain the importance
of inventory profits in various industries is, however, beset

8 According to estimates made by the Council of Economic Advisers and the
Department of Commerce the corresponding figures for 1948 will be 10%, 1.6%,
and 25%, respectively. The 1948 percentages are substantially lower than either
1946 or 1947 both because unadjusted profits were higher and because the
inventory valuation adjustment was smaller. . .

¢ Estimated figures for 1948 are $20.8 billion and $17.5 billion, respectively.
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with many difficulties. The relationship will vary from year
to year depending on price fluctuations and shifts in inventory
holdings; moreover, an attempt to express the relationship
statistically encounters mechanical difficulties. Nevertheless,
Table 2, cautiously interpreted, presents useful information
with respect to the importance of inventory profits in various

industries.
TABLE 2. INVENTORY VALUATION ADJUSTMENT
(Dollar figures
1930 1933
Industrial Groups Amount Y, of Total ~ Amount % of Total
All corporations $3,260 100.0% —$2,143 —100.0%
Mining 122 3.7 - 67 — 3.1
Contract construction 30 0.9 — 22 — 1.0
Manufacturing 2,215 68.0 —1,340 —62.5
Food and kindred prod. 372 11.4 —208 - 9.7
Tobacco 15 0.5 + 10 + o.5
Textile-mill products 372 11.4 —368 —~17.2
Apparel, etc. 64 2.0 - 72 - 3.4
Lumber & timber basic prod. 59 1.8 — 66 - 3.1
Furniture & finished lumber 41 1.3 - 54 — 2.5
Paper and allied prod. 22 0.7 - 37 — 1.7
Printing and publishing 15 0.5 - 5 — 0.2
Chemicals and allied prod. 102 3.1 — 30 - 1.4
Petroleum and coal prod. 341 10.5 —121 - 5.6
Rubber products 92 2.8 — 52 - 2.4
Leather and leather prod. 87 2.7 - 79 - 3.7
Stone, clay, and glass prod. 8 0.2 — 25 - 1.2
Iron, steel, and their prod. 161 4.9 — 53 — 2.5
Nonferrous metals and prod. 153 4.7 —109 - 5.1
Machinery (except electrical) 122 3.7 - 22 - 1.0
Electrical machinery 36 I.1 - 6 — 0.3
Transp. equip. (except autos) 14 0.4 - 2 — o.1
Autos and auto equipment 75 2.3 - 10 — 0.5
Miscellaneous 64 2.0 — 31 — 1.4
Trade 804 24.7 —627 —29.3
Wholesale 432 13.3 —281 —13.1
Retail trade and auto services 372 11.4 —346 —16.2
Transportation 5‘3) 1.6 - 52 - 2.
Com. and public utilities 3 I.1 - 35 -1,

Source: Basic data from U.S. Department of Commerce: For 1930, 1933,
and 1941, National Income Supplement to Survey of Current Business, July, 1947, p. 34;
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This table shows for selected years the dollar amount of the
inventory adjustment classified by industrial groups and the
percentage relationship of the adjustment for each group to
that for the entire corporate economy. Data are presented for
one year of sharp price declines (1930) and for four years of
substantial price rises (1933, 1941, 1946, and 1947). Although
the relationship varies from year to year, approximately two-

FOR SELECTED YEARS, BY INDUSTRIAL GROUPS
in millions)
1941 1946 1947
Amount % of Total  Amount % of Total  Amount % of Total

—$2,617 —100.0% —$5,028 —100.0% —$5,075 —-100.0%
- 17 — 0.7 — 81 - 1.6 — 8o - 1.6
— 14 — 0.5 — 25 — 0.5 - 32 - 0.6

— 1,654 —63.2 —3,018 —60.0 —3,250 —64.0
—360 -13.8 —651 —13.0 —507 —10.0
— 8o - 3.1 —118 — 2.3 — 95 - 1.9
—286 —10.9 —277 - 5.5 —-lgg - 2.7
— 82 — 3.1 —157 - 3.1 — 82 - 1.6
— 32 — 1.2 — 28 — 0.6 — 84 - 1.9
— 45 - 1.7 — 62 - 1.2 —218 - 4.3
— 27 — 1.0 — 68 - 1.4 —125 — 2.5
— 16 — 0.6 — 61 — 1.2 — 68 - 1.3
—252 — 9.6 —267 — 5.3 —246 — 4.8
—139 - 53 - 79 - 1.6 —164 — 3.2
— 28 — 1.1 -5 — 0.1 + 63 + 1.2
— 30 - I.1 —107 — 2.1 —105 - 2,1
— I - 0.7 — 46 — 0.9 - 54 - I.1
- 3 — 1.5 —300 — 6.0 —453 - 8.9
- 11 — 0.4 —130 — 2.6 -197 - 3.9
- 58 — 2.2 —226 — 4.5 —236 — 4.6
— 25 - 1.0 —131 — 2.6 —148 - 2.9
- 27 - 1.0 - 81 - 1.6 — 88 - 1.7
— 51 - 2.0 —106 — 2.1 —106 - 2.1
- 50 - 1.9 -118 - 2.3 —198 - 3.9
—882 —33.7 —1,683 —33.5 —1,381 —27.2
—483 —18.5 —848 —16.9 -8 —15.5
—399 —15.2 —835 —16.6 —59 —11.7
— 30 — 1.1 —142 - 2.8 —203 - 4.0
- 20 — 0.8 - 79 — 1.6 —129 - 2.6

for 1946 and 1947, Survey of Current Business, July, 1948, p. 21.
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thirds of the total adjustment regularly applies to manufac-
turers’ inventories and one-third to one-fourth to merchandise
inventories. Within manufacturing the relationship varies
so much from year to year that no simple summary statement
can be made, except to point out this variation.

StaTistics oF INcoME DATA

A second means of gauging the quantitative importance of
inventory profits is provided by Statistics of Income data. From
these data it is possible to estimate the size of inventory profits
in various industries, given any specified price change, by
determining the relationship of inventories to an appropriate
measure of the magnitude of the industry.

Two appropriate ratios which indicate the probable impor-
tance of inventory profits or losses in an industry, given a
specified price change, are inventories to net worth and inven-
tories to total assets. In industries in which these ratios are
high, inventory profits and losses may safely be assumed to be
potentially of great importance; the reverse statement holds
for industries in which these ratios are relatively small.
Tables 3 and 4 present these ratios for industrial groups in
manufacturing and trade for the years 1938-1942. Within the
manufacturing group inventory profits (losses) are potentially
large in relation to net worth or total assets in such industries
as apparel and leather; they are less likely to be large, other
things being equal, in printing and publishing, petroleum and
coal products, and stone, clay, and glass products. Inventories
typically are relatively large for trade corporations; under
usual inventory valuation methods substantial price changes
would have marked effects on inventory values in relation to
either of the above benchmarks.

Several important qualifications must, however, be made
to the preceding paragraphs.

First, these tables show only the potential importance of
inventory profits (losses). These profits will be experienced
in fact only in proportion to the extent of the price changes
that actually occur. Industries for which the above ratios are
largest may actually have relatively small inventory profits and
losses because the prices of their inventories tend to be rela-
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tively stable. Other industries in which the relative size of
inventories is smaller may show larger inventory profits be-
cause of widely fluctuating inventory prices. Petroleum
refiners, for instance, may have much larger inventory profits
and losses in relation to other industries than would be antici-
pated from Tables 3 and 4.

Secondly, as with any presentation of industrial aggregates,
wide variation must be expected within the various groups —
especially, when heterogeneous companies are combined into
a single group. To illustrate, meat packers typically have
higher ratios of inventories to net worth or total assets than
the average ratios for the foods group, and many petroleum
companies have much higher ratios than those shown for the
petroleum and coal products group.

Thirdly, inventories may be large in relation to net worth or
total assets without being large in relation to total net income
under normal price fluctuations. This situation occurs when
sales markups are very large in relation to inventory costs,
when inventory turnover is rapid, and when relatively small
investments in tangible assets are required to maintain the
enterprise. Some of the trade groups undoubtedly fall in this
category.

Subject to these qualifications, Table 5 provides another
crude but revealing method of indicating the potential impor-
tance of inventory profits and losses; it shows the effect of
different degrees of price change upon the profit rate of indus-
tries based on the ratios of inventories to net worth shown in
Table 3. A 20%, change in the prices at which representative
inventory goods for manufacturing as a whole were valued,
for instance, would result in a reported profit or loss of 5.8%
on net worth. For the apparel and leather industries, the rate
of inventory profit under similar assumptions would be from
10% to 12%. Similar results would be reported for many
trade groups.

By comparing these hypothetical illustrations with the cus-
tomary concept of a normal profit rate and with known price
fluctuations in the past decade — or probable fluctuations in
the future — the importance of inventory profits becomes
clear. Under the recent excess profits tax, for instance, a
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TaBLE 5. PoTtENTIAL EFFECT OF PRICE CHANGES
ON Prorir RATES OF MANUFACTURING AND TRADE

(Based on 1938-1942 data)
Invmt? Profit Rates on Net Worth

with Percentage Price Changes of :
Industrial Groups 10% 20% 50% 100%,
Total manufacturing 2.9% 5.8% 14.6% 29.1%
Food and kindred products 3.0 6.0 15.1 30.2
Beverages 3.8 7.5 18. 37.7
Tobacco 7.2 14.8 35. 71.5
Textile-mill products 3.8 7. 19.1 g8.2
Apparel and products made from
fabrics 5.8 11.6 29.0 58.0
Leather and products 5.3 10.5 26.4 52.7
Rubber products 3.6 7.2 18.1 36.1
Lumber and timber basic products 2.2 4.3 10.9 21.7
Furniture and finished lumber 3.8 7.5 18.8 37.
Paper and allied products 2.0 3.9 9.8 Ig.g
Printing and publishing 1.2 2.4 6.0 12.0
Chemicals and allied products 2.2 4.4 I1.1 22.1
Petroleum and coal products 1.5 2.9 7.3 14.5
Stone, clay, and glass products 1.9 3.8 9.6 19.2
Iron, steel, and their products 3.3 6.6 16.5 32.9
Nonferrous metals and products 3.0 6.0 15.1 30.2
Electrical machinery and equipment 3.8 7.6 19.1 38.1
Machinery (except transp. and elec.) 3.4 6.8 17.1 34.1
Automobiles & auto equip. (exceptelec.) 2.5 5.1 12.7 25.3
Transportation equip. (except autos) 4.5 9.0 22.6 45.2
Other manufacturing 3.5 7.0 17.5 35.0
Manufacturing not allocable 3.5 7.1 17.% 35.3
Total trade 4.7 9.5 23.7 47.5
Wholesale trade 5.2 10.4 25.2, 51.8
Total retail trade 4.5 9.1 22.6° 45.3

Source: Computed from Table 3.

corporation might easily have been liable for excess profits
taxes solely because of inventory profits. Price rises confront-
ing some companies in 1941, for instance, were more than
sufficient to create inventory profits larger than their excess
profits credits.

The above statistical evidence, however, must be inter-
preted with caution. The analysis assumes that as inventory
goods turn over inventory valuations are responsive to price
changes. For tax purposes in years before 1938, at least, this
assumption is realistic for most industries. Methods of inven-
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tory valuation recognized for tax purposes before 1938
ordinarily introduced, with some time lags, such a responsive-
ness into inventory valuations.” But with the tax recognition
of Lifo, this assumption is becoming progressively less real-
istic, though still valid for most industries. A second qualifica-
tion is that the above generalizations implicitly assume that
the ratio of inventories to net worth, or to total assets, was
typical during the period 1938-1942. This assumption is
reasonably conservative. Inventories, in general, have in-
creased substantially during recent years, probably at least as
rapidly as net worth; hence, averages based largely on prewar
years should not be low in terms of current data. But they
might be high in comparison with some future depression year.

FinaNcIAL ReEporTs oF INDivibuar CoMPANIES

Financial reports of specific business enterprises are the
third and most direct source of information on the effect of
different methods of inventory valuation on corporate profits.
But an attempt to measure the size of inventory profits by
reference to corporate reports immediately encounters a very
serious practical difficulty; very few corporate reports sys-
tematically disclose the magnitude of inventory gains and
losses. The instances cited below are therefore of necessity
merely illustrative in character.

First, the experience of Swift & Company, which over the
years has stressed the effect of price fluctuations on its business
operations, is reported as an illustration of a company with
extremely large inventory profits and losses. The experience
of department stores from 1941 through 1947 is then sum-
marized to illustrate an industry in which price fluctuations
are characteristically much less violent. Finally, to give a
broader industrial coverage, the effect on income and inven-
tory valuations of shifting to Lifo is shown for 27 companies in
1041, a year of substantial price increases.

Inventory profits and losses are especially large in the meat

7 In practice, these time lags are probably greater (especially in periods of rising
prices) than one would conclude by a theoretical analysis of inventory methods
in common use. One accounting reviewer of this study, for instance, stressed the

tendency of many managements to allow standard costs to lag behind actual
costs in times of rising prices.
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packing industry because of the large inventories held by the
packers and the wide fluctuations in meat prices. In an at-
tempt to isolate the effect of price fluctuations on its profits
Swift & Company beginning in 1933 set up as an appropria-
tion from net income a “reserve for inventory price declines.”
The approximate size of inventory profits and losses for this
company therefore can be indicated. Table 6 presents these
data.

Since the amount of profits or losses credited or charged to
the inventory reserve account was determined by a decision

TaBLE 6. NET INCcOME BEFORE TAxEs oF Swirr & Com-
pANY, WiTH AND WITHOUT ADJUSTMENTS IN RESERVE
FOR INVENTORY PROFITS AND LOSSES: 1933-1941
(Fiscal year ending approximately October 30; figures in thousands)
Net Income before Taxes

Before Inventory After Inventory Adjustments
Reserve Reserve in Inventory
Year Adjustment Adjustment Reserve Account
1933 $12,137 $ 7,870 $§ 4,267
1934 14,491 7,991 6,500
193 17,277 11,277 6,000
193 14,510 14,510
1937 10,973 10,973 ‘e
1938 —2,983 8,017 ~ 11,000
1939 12,403 12,403 ees
1940 14,1 14,104 cee
xgzx 4;,2?5 * 24,6?6* 20,650 *

* In 1941 the adjustment resulting from the adoption of Lifo i§ not strictly

a reserve adjustment.
Source: Swift & Company, Year Books, 1933-1941.

of the directors in conference and not by a detailed calculation
such as a thoroughgoing application of the Lifo method, the
data of Table 6 (except for 1941) may not properly be inter-
preted as measuring precisely the size of inventory profits.
Indeed, the company may very well have understated rather
than overstated the actual amount of inventory profits in
determining the size of credits and charges to the inventory
reserve account. In the meat packing industry the concurrent
spread between the prices of raw materials and finished prod-
ucts upon which profits depend is usually less on rising than
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on falling markets; for this reason the directors may have con-
sidered it neither necessary nor desirable to regard all inven-
tory profits as unexpendable and hence to establish a reserve
equal to the entire amount. This policy would tend to show
smaller profits in prosperous times with rising prices than in
times of general recession and falling prices. Thus, although
the data of Table 6 do not measure inventory profits and losses
precisely, a very substantial proportion of stated profits in
1933, 1934, 1935, and 1041 was undoubtedly inventory
profits, and the entire loss shown in 1938 — indeed, probably
more than this — was an inventory loss.

The Swift management has called the problem of inventory
profits and losses to the attention of its stockholders on nu-
merous occasions; for instance, President Holmes commented
as follows in 1938:

I hope that one day our revenue laws will recognize for tax
purposes a definition of income which will exclude inventory
gains and losses from taxable net income. Such a move on the
part of the Federal Government would be definitely in the inter-
est of greater stability in business.?

This wish was granted in 1939 when the use of Lifo was
authorized for tax purposes. Swift adopted the method for
slightly more than 50% of its domestic product inventories for
the year ending November 1, 1941, commenting in its Year
Book:

...at the close of the current fiscal year, November 1, 1941,
the inventories of raw materials, goods in process and finished
goods in these lines of product, aggregating $53,515,208, have
been valued on the “last-in, first-out’” method on the basis of
their unit values at January 1, 1941, to the extent of the quan-
tities on hand January 1, 1941, and excess quantities on
basis of cost of latest acquisitions. The remainder of the
domestic inventories at November 1, 1941, aggregating
$46,933,204 has been priced as in the past, that is, products
where cost was not ascertainable at approximate market
prices, allowing for the estimated selling expenses; other prod-
ucts and ingredients and supplies at the lower of cost or mar-
ket. ...

8 Swift & Company, Year Book, 1938, p. 5.
[29]
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These methods of valuation . .. have the effect of reducing
the total value of the consolidated inventories at November 1,
1941, $20,650,347 below what it would have been had the
method of pricing used in past years been followed and the net
profits after income and excess profits taxes, approximately
$7,000,000 below what they would have been had the method
of pricing inventories used in past years been followed.?

When Lifo was used for only slightly over 50%, of the com-
pany’s domestic product inventories for 10 months during the
fiscal year ending November 1, 1941, net income before taxes
was $24.6 million; income and excess profits taxes, $8.0 mil-
lion; and net income after taxes, $16.6 million.l® On the
former basis of inventory valuation these figures would have
been $45.3 million, $21.7 million, and $23.6 million, respec-
tively. In other words, Swift’s net income before taxes would
have been nearly twice as large if the old method of inventory
valuation had been continued; its income and excess profits
taxes over two and one-half times the liabilities under Lifo;
and its net income after taxes about 409, larger.!!

Since 1941 Lifo has largely, though by no means com-
pletely, eliminated inventory profits and losses from Swift’s
net income. But the company, following generally accepted
accounting practices, has not reported the amount of its net
income computed under its former accounting procedures
except for 1941, the year in which Lifo was first used; hence
Table 6 cannot be carried beyond 1941. ,

The reasons for Swift’s unusually large inventory profits and
losses are the large inventories which it must keep on hand and
the extremely wide price fluctuations in the products which
it handles. Table 7 illustrates the range of these fluctuations
by presenting the percentage increase in selected government
price indexes from December, 1940, to October, 1941; they
range from 20%, to about 40%, except for cottonseed which
increased by over 100%,. The Department of Labor indexes

9 Swift & Company, Year Book, 1941, p. 11. In 1942, Swift put other segments
of its inventory on Lifo.

10 Lifo was adopted as of January 1, 1941, rather than at the beginning of the

company’s fiscal year, because Swift files its income tax return on a calendar-year

basis.
1 The data reported in this paragraph have been taken from the 1941 Year Book

or computed from data there presented.
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TABLE 7. PERCENTAGE PRICE INCREASES
oF SELECTED ComMopITy Groups: OCTOBER, 1941,
OVER DECEMBER, 1940

% Increase
October, 1941,
. December October over
Price Index 1940 1941 December, 1940
U.S. Department of Agriculture
Index of Prices Received by
Farmers (1909-1914=100):
Combined Index 1ox 139 38%
Selected Components:
Chicken and Eggs 122 146 20
Cottonseed 107 226 I
Dairy Products 128 145 13
Meat Animals 11 157 41
U.S. Department of Labor Index
of Wholesale Prices (1926 =100):
Livestock and Poultry 73 95 30
Meats 77 94 22
Hides and Skins 99 113 14

Source: U.S. Department of Commerce, Survey of Current Business (except for
Cottonseed which was computed from U.S. Department of Agriculture, Crops
and Markets and Index Numbers of Prices Received by Farmers, 1910-1943).

show smaller price rises than the Department of Agriculture
indexes because the Labor indexes include some processed
goods.

So far as the size of inventory profits and losses is concerned,
Swift is not cited as a typical case, but rather as an illustration
of unusually severe inventory fluctuations. For the vast ma-
jority of companies inventory profits and losses are much
smaller in relation to other components of profits.

Department stores, the only industry for which we have
been able to determine the effect of Lifo on net income over a
period of years, provide an interesting contrast with Swift,
since the average price fluctuations affecting department store
inventories have been much less pronounced than those con-
fronting Swift. So far as we have been able to determine, ap-
proximately 45 companies operating department and specialty
stores adopted Lifo for a large part of their inventories in 1941,
although the legality of the method for department stores
remained in doubt until 1947. Partly because of this doubt
department store records have been kept in a manner that per-
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mitted income to be computed with and without the Lifo
adjustment; some companies have actually published double
sets of net income and inventory figures.

With the assistance of the School’s Bureau of Business Re-
search we have been able to secure net income and inventory
data for the period from January 31, 1941, to January 31,

TasLE 8. Errecr or Liro on 18 CoMPANIES
OPERATING DEPARTMENT STORES*: 1941-1947

(Dollar figures in thousands)

() (2 ® (9
Lower- i Eed}tftionl‘.
of-Cost- rising from Lifo
Yeart or-Market Lifo Amount Percentage
Method Method () — (2 (3 + fl)
NET INCOME BEFORE TAXES
1941 $ 37,310 $ 30,935 $ 6,375 17.1%
1942 0,339 44,032 6,307 12.5
1043 4,443 61,580 2,863 4.4
1944 +78,853 75,509 3,344 4.2
104 79,742 77,037 2,705 3.
194/ 01,084 82,092 9,892 10.
1947 76,570 66,276 10,294 13.4
Total $479,241 $437,461 $41,780 8.7
FEDERAL INCOME AND EXCESS PROFITS TAXES
1041 $ 17,905 $ 14,076 $ 3,829 21.4%
1942 33,635 28,449 5,186 15.4
1943 44,495 42,472 2,023 4.5
1044 54,683 52,030 2,653 4-9
1945 54,381 52,676 1,705 3.1
1946 36,322 32,511 3,811 10.5
1947 29,991 26,033 3,958 13.2
Total $271,412 $248,247 $23,165 8.5
NET INCOME AFTER TAXES
1941 $ 19,405 $ 16,859 $ 2,546 xg.l%
1942 I ,704. 15,504 1,120 .7
1943 19,948 19,108 840 4.2
1944 24,1 go 23,478 692 2.9
194 25,3601 24,361 1,000 3.9
104 5(5),662 49,581 6,081 10.
1947 46,579 40,243 6,336 13.
Total $207,829 - $189,214 $18,615 9.0

*In each of these firms sales of departments on Lifo constituted at least 75%
of total sales.

tFiscal year ended January 31 of year following; one firm closed its books
July 31 of year following.

SoURCE: Bureau of Business Research, Harvard Business School.
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CHART 2. EFfrecT oF Liro METHOD ON NET INCOME AND

LIFQ BASIS

MARKET BASIS
NET INCOME BEFORE TAXES

TaAx Provisions oF 18 CoMpaNiEs OPERATING
) cosT-oR-

DEPARTMENT AND SPECIALTY STORES, 1941-1947
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Quantitative Importance of Inventory Profits

1948, from 18 companies with more than %5%, of their in-
ventories on Lifo.!? Additional data for inventories have been
obtained from seven other Lifo companies, but some are less
than 75% on Lifo. Questionnaires were sent to 46 companies
known to have used Lifo; usable replies were received in the
number indicated. While no statistical tests have been made
as to the representativeness of our sample, there can be little
doubt that these data are adequate to illustrate the effect of

TABLE 10. FREQUENCY DISTRIBUTION OF PERCENTAGE
Repuctions IN NET INcOME ARISING FROM LiFo
FOR 18 CoMPANIES OPERATING DEPARTMENT STORES¥

Number of Companies

1941-1947,t

Percentage Reduction Inclusive 1941t 19461 19471
NET INCOME BEFORE TAXES

0% —under 4% 2 o I o

4 - 8 9 o 6 5

8 - 12 3 2 5 3
12 - 16 4 4 5 4
16 - 20 o 6 o 4
20 - 24 o 3 o o
24 - 28 o o o I
28 - and over o 3t 1f i
Total 18 18 18 18

NET INCOME AFTER TAXES

0% —under 4% o o ‘ o

4 - 8 1 3 7 5

8 - 12 4 5 4 3
12 - 16 3 3 5 4
16 - 20 o 3 o 3
20 - 2g o o o I
24 - 2 o 2 o I
28 - and over o 2% 1} 1}
Total 18 18 18 18

*In each of these firms sales of departments on Lifo constituted at least 75%
of total sales.

tFiscal year ended January 31 of year following; one firm closed its books
July 31 of year following.

gln each of the individual years there were one or more firms for which the
reduction in net income was more than 28%,. For net income before taxes for
1941, there were reductions of 35.5%, 38.4%, and 40.6%; for 1946, 42.0%; and
for 1947, 56.2%. For net income after taxes for 1941, there were reductions of
34.1% and 37.7%; for 1946, 44.0%; and for 1947, 55.1%.

Source: Bureau of Business Research, Harvard Business School.

12 Almost all these companies had go% or more of their inventories on Lifo.
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Quantitative Importance of Inventory Profits

Lifo on the profit and financial position of department stores
during the past seven years.!?

During the period 1941-1947, net income before taxes for
the 18 stores submitting complete data was reduced by 8.7%,
by Lifo (Table 8 and Chart 2); the annual reduction in income
ranged from 4.2% in 1945 to 17.1%, in 1941, a year in which
department store prices rose about 15%, (Table g). Net in-

CHarT 3. EFrFECT OF LIFO METHOD ON INVENTORY
VaruaTions oF 18 CoMPANIES OPERATING
DEPARTMENT STORES, 1940-1947

END = OF - YEAR INVENTORY
B COST-OR-MARKET BASIS LIFO BASIS

MILLIONS

$150

[F1) 3

N

™E
N

SO

(4]

1940 1944 1942 1943 1944 9
FISCAL YEAR ENDING JANUARY 31 OF YEAR FOLLOWING

>
@
&
>
@
g
~

Source: Table 11, p. 36.

3The term department stores is here used in a general sense to include specialty
stores not considered department stores in the strict sense by those in the trade.
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Inventory Accounting and Policies

come after taxes for the same stores was reduced by 9.0%, with
the annual reduction ranging from 4.2% in 1943 to 13.6%, in
1947. Percentage reductions in tax payments were of com-
parable size: 8.5% for the seven-year period, with an annual
range from 3.1% in 1945 to 21.4% in 1941.

Frequency distributions showing the percentage reduction
in net income before and after taxes for the seven-year period
and for the years of largest price change, 1941, 1946, and
1947, are given in Table 10. Individual companies show a
rather wide range of percentage reductions in net income, both
for the seven-year period and for particular years. This dis-
persion can probably be attributed to variations in the types
of inventories held by different companies and to different
fluctuations in the physical inventories held.

As of January 31, 1948, the aggregate inventories of the 18
companies cited above were 2%7.2%, smaller on a Lifo basis
than on lower of cost or market (Table 11). The reduc-
tions in inventories for individual companies for the seven-
year period range between 9.3% and 35.9% for the 18 com-
panies submitting complete data (Table 12).

In industries other than department stores detailed data as
to the quantitative effect of Lifo are scarce. For 1941, how-
ever, when a large number of companies shifted to Lifo, more
information is available. Table 13 shows the effect of Lifo on
inventories, on net income before and after taxes, and on
taxes for a representative group of 27 companies in 1941. An
examination of this table illustrates the great diversity in the
effect of Lifo on the net income and inventories of these com-
panies. This diversity is explained by a variety of factors,
including the percentage of inventories to which Lifo is ap-
plied, the relative importance of inventory costs, especially of
material costs, to companies in different industries, and price
fluctuations during the year.

Some guide as to the bearing of these factors may be ob-
tained from Tables 13 and 14. Table 13 shows the percentage
of inventories on Lifo in 1941 for those companies disclosing
this information; the range is all the way from 10%, to 100%
(or nearly 100%,). As expected, companies with only a small
percentage of their inventories on Lifo tend to show relatively
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Quantitative Importance of Inventory Profits

TABLE 12. FREQUENCY DISTRIBUTION OF CUMULATIVE
RepucTIONS IN INVENTORY VALUATION ARISING FROM
Liro ror 18 CoMPANIES OPERATING DEPARTMENT STORES

Cumulative Per-

centage Reduction
in Inventories:

1940-1947* Number of Companies{
0% — under 4% o
4 - 8 o
8 - 12 I

12 - 16 o
16 - 20 6
20 - 24 2
24 - 28 3
28 - 32 4
32 - 36 2

Total 18

*Fiscal year ended January 31 of year following; one firm closed its books
July 31 of year following.

1In each of these firms sales of departments on Lifo constituted at least 75%
of total sales.

Sourck: Bureau of Business Research, Harvard Business School.

small reductions in inventories and income on account of Lifo
(e.g., The National Supply Company and the Carnation Com-
pany), while companies with most of their inventories on Lifo
tend to show larger reductions (e.g., petroleum companies and
The Kendall Company). The effect of price changes is
crudely indicated by Table 14, which presents the percentage
change in wholesale prices for selected commodities from the
last quarter of 1940 to the last quarter of 1941. The Kendall
Company and meat packers show relatively large reductions
in inventories and income, partly because of the pronounced
price rises in cotton and meat, whereas the effect of Lifo is
much smaller for, say, companies with metal and lumber in-
ventories. Other similar comparisons can be made from
Tables 13 and 14, but they need not be spelled out in detail.

SUMMARY

Inventory profits and losses for the corporate economy as a
whole are very large in years of substantial price changes.
The Department of Commerce inventory valuation adjust-
ment has exceeded $2 billion in seven years since 1929, and in
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Inventory Accounting and Policies

TasLe 13. ErFect oF LiFo oN 27 MANUFACTURING
CoMpPANIES ADOPTING LIFO IN 1941

Reduction from Lifo as Yp of Figure on
Non-Lifo Basis

Company

Carnation Co.
Libby McNeill & Libby

Armour & Co.
John Morrell & Co.
Swift & Co.

Wilson & Co., Inc.

Kendall Co.
International Shoe Co.

A. C. Lawrence Leather Co.

Melville Shoe Corp.
Ohio Leather Co.

Gen. Tire & Rubber Co.
Weyerhaeuser Timb. Co.

Kimberly-Clark Corp.
Mead Corp.

Atlas Powder Co.
Glidden Co.

W. H. Barber Co.
Humble Oil & Refin. Co.
Standard Qil Co. (Ky.)
Stand. Oil Co. (Ohio)

Republic Steel Corp.
U.S. Steel Corp.

American Rad. & Stand.
San. Corp.
Cranc Co.
National Supply Co.
Amer. Brake Shoe Co.
s Before special charges

% of Total
Inventories

on Lifo

10.8%
46.0

14.7
27-9,
53-3
13-5

83.4

85.7
75.0%

Inventories

S ® UCE®D GEEs

.
N e O =N O RO

-

2O SEAS ot W=

.....
©h SOh o

o
. Gw

59

2.8%
8

Net Income
before
Taxes

7.3%
8.5
19.4
46.2
45
19.3
42.6
3.8
5.8
4.4
3.6

2
2
I
2

15-3

®
®

oA
-~ oW

N

—

-
O OhWwWO
oo LN

o
L

1.0

7.9

Net Income
after
Taxes Taxes

10.3%  4-5%
10.1 5.7
17.6 20.1°
61.5 39.2
63.1 23.6‘
36.2 .9
55.2 21.6
42.8 13.9
27. 24.9
24.1 7.0
33.6 19.4
19.6 11.3
12.0 5.2
.3 1.3°
gs 2
.1 2.2
38.4 13.1
31.6 1.9
6.5 3.2
21.%7 8.2
13.6°% 6.5
7-2 5:5
8.3 3.5
7-9 3.8
8.8 4.3
1.7 0.5
10.9 4.6

° Includes

d Estimated

b 07, of domestic inventories on Lifo.
effect of adopting method similar to Lifo for Canadian subsidiary.

from description of products on Lifo. ° Estimated using average tax rate of
72%. ! Note to bal. sheet: “Inventories . . . priced [at] lower of cost (last-in

first-out principle) or market.”

mainder with minor exceptions on Lifo.
SourcEe: Annual Stockholder Reports.
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Quantitative Importance of Inventory Profits

TABLE 14. PERCENTAGE PRICE INCREASES
oF SELECTED CoMMoDITIES: OCTOBER-DECEMBER, 1941,
OVER OCTOBER-DECEMBER, 1040
Percentage Increase:

Last Quarter, 1941,
over

Commodity Last Quarter, 1940
Grains 0
Fruit and Vegetables 26%
Meat Animals 37
Cotton bg
Hides, Packers 11
Rubber (Ribbed Smoked Sheets) 12
Pulp, Sulphite 7
Wholesale Chemical and Allied Products 17
Crude Petroleum 16
Wholesale Gasoline 33
Coke 31
Pig Iron (Valley) . 4
Tin 3
Zinc 12
Copper )
Steel (Composite, Finished) o

Source: Computed from U.S. Department of Commerce, Survey of Current
Business; and U.S. Department of Agriculture, Crops and Markets.

1946 and 1947 it exceeded $5 billion. This adjustment can
be accepted as an approximation of the size of inventory
profits and losses for the non-Lifo segment of the corporate
economy.

The size of inventory profits varies greatly from company
to company and industry to industry. In general, the most
important factors determining the relative size of inventory
profits and losses are: the size of inventories in relation to net
worth or total assets; the relationship of inventory costs (es-
pecially material costs) to selling prices; and the degree of
fluctuation in inventory prices. In an industry such as meat
packing in which inventories are large relative to other assets,
sales markups are relatively low, and price fluctuations are
wide, inventory profits and losses (if not removed from income)
often dominate the cyclical flow of reported profits. In other
industries in which these conditions do not hold, fluctuations
in inventory prices have a negligible effect on reported profits.
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CHAPTER III

Extent of Use of Lifo

MosT companies value their inventories by methods which
reflect price fluctuations in inventory values, and hence in
income, with time lags usually not exceeding a few months.
The chief exceptions are the companies which value their
inventories on Lifo and, to a much lesser degree, on other
related methods. As Chapter II has shown, the method of
inventory valuation employed may determine whether inven-
tory profits are large or small, or even whether a sizable loss
or profit is reported. Any significant attempt to compare the
profit performance of different companies or of different seg-
ments of the economy must therefore inquire into the proce-
dures employed in valuing inventories.

The critical question is the extent to which the Lifo method
is used. Until 1939 it probably was safe to assume that the
use of Lifo was negligible, except in very restricted areas of
the economy — chiefly petroleum refining, tanning, and the
processing of nonferrous metals. Since 1939, however, the
method is known to have spread widely, as to both the number
of compames employing it and the industrial areas in which
it is apphed Little precise information is avallable however,
concerning the extent of its current use.

Several recent studies give some indication of the degree to
which corporations have shifted from traditional methods of
inventory valuation to Lifo. The National City Bank, for
instance, reported in 1947 that:

An increasing number of companies have obtained permission
from the Commissioner of Internal Revenue to adopt this
method [Lifo] for tax returns, and of the 100 largest American
manufacturing corporations, based upon volume of sales last
year, 36, representing 38 per cent of the total sales of the group,
use LIFO in whole or in part. The remaining 64 value inven-
tories on the general basis of “cost or market whichever lower,”

[42]



Extent of Use of Lifo

with various modifications and with special inventory reserves
in a number of cases.!

A survey of 525 corporate reports by the American Institute
of Accountants, covering fiscal years ending within the period
July, 1946, through June, 1947, reported that %5 of these
companies used Lifo in whole or in part.? A year later g2
of these 525 companies were reported to be using Lifo.3

While these studies indicate that Lifo can no longer be
regarded as of negligible importance, they do not show in
detail the extent and distribution of its use. This information
is needed for many economic analyses, especially for estimates
of the significance of national income and profits data. Like-
wise the businessman, banker, financial analyst, or investor
cannot appraise the profit performance of companies in many
industries without knowledge as to their inventory valuation
procedures.

The objective of this chapter is to present this information.
The chapter examines variations in the use of Lifo from in-
dustry to industry and among different size classes of corpo-
rations. Appendix A presents supplementary information on
the use of Lifo by most large manufacturing companies known
to have adopted the method. As a necessary preliminary,
however, the first section of the chapter discusses the degree
to which corporations have disclosed their inventory valua-
tion practices. The problems encountered in assembling data
on Lifo inventories and in appraising the reliability of such
data can be understood only with this background informa-
tion.

DEGREE OF DiscLOSURE OF INVENTORY METHODS

Unsatisfactory corporate reporting recently has been
roundly criticized by many accounting authorities. For

1 The National City Bank of New York, Monthly Letter on Economic Conditions,

May, 1947, p. 54.
’)l,\’mg;}ilag I?'?étitutc of Accountants, Accounting Survey of 525 Corporate Reports,
1948, p. 15.

9;} Anr':erifc‘,an Institute of Accountants, Accounting Trends in Corporate Reports,
1949, p. 23. This volume reports that 79 rather than 75 companies actually
had been on Lifo in the previous year but that four of these companies had not
disclosed their use of Lifo. It is, of course, possible that still other companies
were using Lifo without disclosing this fact.
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instance, Mr. George D. Bailey, the recently retired president
of the American Institute of Accountants, stated in the opening
paragraph of the 1948 Dickinson lectures:

By and large, the present reporting of corporation activity
and corporation income is not satisfactory. It is not satisfactory
either to the corporations or to the public. The corporations
are trying to find better ways of telling about themselves so
that there will be a better understanding of corporate workings
and a better understanding of corporate profits. The public
still finds the information inadequate and unconvincing —
insufficient for its purposes. This is not good; and if the condi-
tion is allowed to continue, it could constitute a serious threat
to our American system of free enterprise. This is a strong
statement, but I do not think it exaggerates.*

With special reference to inventories Mr. Carman G.
Blough, Director of Research of the American Institute of
Accountants, comments in his column in the JFournal of
Accountancy on the Institute’s Accounting Survey:

The startling thing about this study was the large number
of companies that did not mention the method or methods
which they follow in determining inventory cost. It may be
a valid assumption that most of the companies that did not
indicate a method followed the Fifo or perhaps the “average
cost” method and assumed that the reader would make that
assumption if no description were included. The reader may
possibly judge the reasonableness of this assumption on the
basis of his own experience. i

It should be understood that many of the companies listed
in the summary as mentioning the use of Lifo did not apply
Lifo to their entire inventory. For example, John Morrell &
Co. and Rath Packing Company in the meat packing industry
inventoried on the Lifo basis only pork products (including
live hogs). Swift & Company, on the other hand, indicated
that all but a small portion of its products were inventoried on
the Lifo basis. In the textile field, Bigelow-Sanford Carpet
Company, Inc. said it used Lifo for material costs. Burlington
Mills Corporation applied it to less than $1,000,000 of over
$32,000,000 total inventory, and Dwight Manufacturing Com-
pany applied it to raw cotton and cotton content of work in

4 George D. Bailey, “Problems in Reporting Corporation Income,” Harvard
Business Review, September, 1948, p. 513.
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process and finished goods. Cannon Mills Company, on the
other hand, was completely on the Lifo basis.

Even if, in order to determine the extent to which Lifo
companies had cushioned themselves against rising prices, the
reports of each individual company were examined, it would
be unlikely that any valid conclusions on this point could be
made. In making any such determination it would be impor-
tant to know when the individual companies started to use
Lifo. This information is only infrequently mentioned except
in the year when the method is adopted, and, furthermore,
very few companies mentioning the use of Lifo specify the
portion of their total inventory to which the method is applied.®

A few additional illustrations of inadequate corporate
reporting in the area of inventory valuation will help point
up the difficulties encountered in preparing statistical esti-
mates of the use of different inventory methods. Some cor-
porations report no information whatsoever as to the basis on
which inventories are valued; among large companies the
Aluminum Company of America and The Great Atlantic and
Pacific Tea Company are cases in point.® While a complete
lack of reference in annual reports to the basis of inventory
valuation is exceptional, numerous other companies state
that their inventories are valued at cost, or at lower of cost or
market, but they do not report how “cost” or “market” is
defined. The American Institute survey for years ending
during the period from July, 1946, through June, 1947, indi-
cates that 549 of the companies examined did not report
the method used in determining cost, and 809, did not tell
how market values were established. (Some 169, of the
Institute sample, however, valued inventories at cost, and
hence presumably did not employ market values at all.)

Failure to disclose the definition of cost would not be of
critical importance if it reasonably could be assumed that cost
means Fifo, average, or some related cost concept; differences
in valuation large enough to distort balance sheets and income
statements seriously would not occur frequently under such

§ Carman G. Blough (editor), “Current Accounting Problems — Use of Lifo
by Industry Groups,” Journal of Accountancy, July, 1948, pp. 68-69.

¢ Neither is required to submit annual reports to the Securities and Exchange
Commission, and neither has filed stock cxchange listing applications; hence
information is not available from these sources.
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circumstances. But, when cost may mean Lifo as well as
Fifo or any intermediate method of valuation (including
standard costs lagging well behind swiftly advancing prices),
the simple statement that inventories are valued at lower of
cost or market is not very helpful.

While cost ordinarily does not mean Lifo cost unless so
stated, occasionally a Lifo company merely describes its inven-
tory valuation method as lower of cost or market. The annual
reports of the Union Carbide and Carbon Corporation, 1943-
1947, for instance, carry the item, ‘“Inventories (cost or mar-
ket, whichever lower),” without further comment in the
financial statements or notes thereto as to the valuation proce-
dure. But the 1942 annual report indicates that Lifo was
used “with respect to all inventories, other than supplies, of
United States subsidiaries,” and the accountants’ certificates,
1943-1947, report no change in inventory valuation proce-
dures.

Another difficult problem of interpretation is presented by
companies which report inventories at less than market, not
in excess of lower of cost or market, not in excess of cost, or
some similar phrasing; 18 such companies were included in
the Institute’s sample. Some companies which have so de-
scribed their inventory procedures are known to have been
essentially on a normal-stock or Lifo basis for at least part of
their inventories.” A leading accountant, when asked as to
the meaning of such “less than” descriptions, commented to
the author that the companies so describing their inventory
methods probably have secret reserves not disclosed in their
balance sheets.

7 For instance, in 1937, The Atlantic Refining Company’s annual report showed
crude and refined oils valued ““at lower than market.” = A footnote to the 1938
statement, however, disclosed the company had adopted Lifo January 1, 1933,
although no report from 1933 through 1937 had disclosed the fact. Again,
annual reports of Sun Oil Company from 1933 through 1941 make no mention
that the company is using Lifo, although the 1932 report stated that “During
the year we changed our system of handling our oil stocks on the books of the
Company, whereby current productions [sic] and sales largely absorbed the
inventory price fluctuations due to crude price changes.” ~Also, form 10-K
filed with the Securities and Exchange Commission for 1935 stated, “The
Crude Oil taken out of stock for shipment or that used in plants is taken from
the most recent purchases.” The auditor’s certificates, 1933-1941, make no

mention of any change in the principles applied in valuing inventories, thereby
indicating that the same procedures were used throughout the period.
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Other examples of ‘“less than” methods are the Singer
Manufacturing Company with inventories stated as “less
reserve, at values not in excess of cost” without disclosing the
size of the reserve, and the General Electric Company which
describes its valuation procedures as follows:

... They [inventories] are valued, in accordance with long
established practice, at the lower of cost (which does not include
certain indirect manufacturing expenses) or market, less re-
serves. Inventory reserves make provision for possible losses
on inactive and excess stocks, for possible price declines, and
for unrealized intercompany profits.®

The size of the reserve is not disclosed in reports to stockholders,
but information reported to the Securities and Exchange
Commission shows that it ranged from $23.9 million in 1939 to
$94.2 million in 1947, amounting to about 209, of the inventory
figure reported to stockholders during most years 1939-1947.

In passing, it should be noted that additional difficulties are
encountered in compiling statistical data on inventories when
one has to rely on secondary sources such as Moody’s Indus-
irials. Moody’s does not report the method of inventory valua-
tion used by many small and medium-size companies. For
example, no information on inventory methods is reported
for 12 of the 30 domestic companies classified as manu-
facturers of Lumber and Wood Products; these 12 companies
were excluded from the sample. Likewise, the sample of 73
petroleum companies excludes on the same grounds 36 addi-
tional companies which were otherwise eligible. Most of
these companies probably do not disclose their inventory
methods, but occasionally at least AMoody’s fails to report in-
formation that has been disclosed. Of special importance for
our study are instances in which Moody’s fails to report the use
of Lifo by companies which disclose its use in annual reports
or prospectuses.’ Such instances, fortunately, appear to occur
relatively infrequently.

8 Annual Report for Year Ended December 31, 1948.

? To illustrate, the 1948 edition does not mention that The Atlantic Refining
Company uses Lifo, although a footnote in the company’s annual report states
that Lifo has been used since 1933. Moody’s does not show that the North-
western Leather Company uses Lifo, but a 1945 prospectus reveals that the

(Footnote continued on next page)
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Even when the use of Lifo is clearly reported, the extent of
its use is often not disclosed. A company’s entire inventory
may be on Lifo; the principle may be applied only to certain
components of cost (such as raw materials and the raw mate-
rial content of work in process and finished goods, as distinct
from labor and overhead); or only to certain raw materials
(such as cotton, but not rayon or wool); or only to specific
divisions of a company (such as a subsidiary which adopted
Lifo before it was acquired by the parent company). Some
corporations systematically disclose the extent of their use of
Lifo, but many others present vague and inconclusive state-
ments in their annual reports. Outstanding examples of
unusually complete disclosure include the Standard Oil Com-
pany of California, the California Packing Corporation, and
the American Radiator & Standard Sanitary Corporation.
Standard Oil of California, after indicating that crude oil
and products are on a Lifo basis, states in a footnote to its
balance sheet:

At December 31, 1947, inventories of these stocks were
24,597,561 barrels valued at $43,938,389, an average of $1.79
per barrel. At December 31, 1946 inventories of 24,060,530
barrels were valued at $36,230,129, an average of $1.51 per
barrel. The higher average inventory rate in 1947 was due
mainly to an increase in the proportion of higher cost products
carried in inventory.!°

company had adopted it in 1941. Similarly, Atlas Plywood Corporation is
revealed to be on Lifo by its 1944 auditor’s certificate and a 194y prospectus,
but the use of Lifo is not mentioned by Moody’s or, for that matter, in the com-
pany’s annual reports to stockholders, except as indicated above. The com-
pany’s published financial statements, including 1944, contain no description
whatsoever as to how inventories are valued.

1 Standard Oil Company of California, Annual Report for Year Ending December
31, 1947, p. 18.

The California Packing Corporation presents the following breakdown in its
annual report for the year ended February 29, 1948:

Cost, on the basis of “last-in, first-out” $22,256,062
Lower of cost or market, on the basis of
“first-in, first-out” 3,778,958
Reserve for unrealized inventory losses
based on market valuations (180,000)
$25,855,020
Materials and supplies, at the lower of cost
or market 10,478,645
$36,333,665
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Most Lifo companies do not report anything like this amount
of detail in their recurring annual reports.*  Many companies
simply state that certain inventories are on Lifo without reveal-
ing their nature or amount. Even when the value of Lifo in-
ventories is disclosed, serious uncertainties remain. The price
levels at which Lifo inventories are carried and their relation
to current replacement costs are seldom disclosed; indeed,
relatively few companies mention in their annual reports the
date when Lifo was originally adopted. Even when this date
is known, reliable estimates cannot be made of the current
costs of Lifo inventories. Large errors are almost unavoidable
in such estimates because Lifo inventories of identical goods,
built up over a period of years, may be carried at widely differ-
ent prices; the problem is further complicated by changes in
the “mix” of Lifo products which take place over time. As
William Blackie has remarked:

[Lifo values] are . . . comprised of a heterogeneous collection
of first-in costs as of a variety of earlier dates which, since it
represents neither recent original cost nor replacement market
—nor any other acceptable criterion of valuation — has no
interpretable significance. In so far as it destroys the homo-
geneity of the underlying computations, the device, therefore,
seriously impairs, even if it does not wholly destroy, the purposes
of making a determination of the financial position.1?

Accountants are not in agreement as to the proper remedy
for this situation. Some accountants, especially those not
sympathetic to the expansion of Lifo, contend that companies
on Lifo should be required to disclose in their balance sheets
the replacement costs of their Lifo inventories; in the last year
or two several Lifo companies have reported the current cost

As a third illustration of unusually complete reporting, the American Radiator
& Standard Sanitary Corporation has shown the percentage or the dollar value of
its Lifo inventories for every year since Lifo was adopted in 1941; in 1947 the re-
placement cost of these inventories was also shown.

11 Reporting is usually more complete in the first year on Lifo. The auditors’
certificate ordinarily discloses the aggregate effect of Lifo on ending inventory
values and sometimes the value of Lifo inventories. When new public financing
is undertaken prospectuses approved by the Securities and Exchange Commission
generally include a detailed statement on inventory valuation policies.

2 William Blackie, “What Is Accounting Accounting For — Now?” N.4.C.4,

Bulletin, July 1, 1948, p. 1355.
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of their Lifo inventories. Other accountants believe that the
burdens placed on the reporting corporations by such a
requirement would be disproportionate to the benefits derived
from it.®* We are not in a position to pass judgment on this
highly technical question. But it is perfectly clear that many
companies could greatly improve the disclosure of their inven-
tory valuation procedures without encountering any severe
clerical or administrative burdens.

ExXTENT TO WHIcH Liro 18 Usebp

Data Analyzed

Subject to the limitations of corporate disclosure, we
have attempted to determine as carefully as possible the
extent to which various inventory methods, especially Lifo,
are currently employed. To this end, two samples of corpora-
tions have been analyzed, one large sample covering a broad
range of industrial activities and a second set of smaller
samples covering industries in which Lifo is known to be in
fairly common use. While the primary objective in gathering
these samples has been to determine the extent to which Lifo
is employed, they serve incidentally to illustrate further the
lack of uniformity in practice and in reporting pointed out in
the preceding pages.

Sample 1

Our first sample is similar in composition to that of the
Institute except that inventory data have also been tabulated.!
The data were drawn from Moody’s Industrials, 1947 edition,®
which contains reports for the fiscal year, 1946. Data were
compiled for all domestic manufacturing, mining, and mer-
chandising companies for which Moody’s gives complete finan-
cial summaries covering more than two years; by this proce-
dure a reasonably good cross section of the nation’s largest

BFor emphatic statements of differing points of view on this problem see
Journal of Accountancy, letter from J. Harold Stewart, August, 1948, pp. 158-159,
and the sharp interchange between Anson Herrick and Maurice E. Peloubet,
December, 1948, pp. 492-495.

“The compilation of this sample was begun before the Institute’s study was

released, else we should not have undertaken it.
16 Moody’s Manual of Investments, American and Foreign (Industrial Securities).
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companies in these industries has been included in the sample.
Since the sample is presented only to illustrate the range of
variation in the use of Lifo among major industrial groups,
and not as a basis of a careful statistical analysis, more refined
sampling techniques did not seem necessary. Reliance on
Moody’s as a source of information involves some risk of error
as noted above; but, since only large companies are included
in this sample, probably few Lifo companies have been errone-
ously classified.

Of the 475 companies included in the sample, 85 valued
part of or all their inventories on Lifo; these 85 held inven-
tories valued at $3.1 billion out of a total of $13.4 billion
reported by all 475 companies (Table 15).1% Seven companies
which are known to employ the normal-stock method, with
inventories of $171 million, were excluded from the Lifo
group, although for many purposes they should be classified
with the Lifo companies. The sample provides no basis for
estimating what proportion of the total inventories of $3.1
billion held by Lifo companies actually was valued on Lifo, a
point which is investigated in detail in our second set of
samples.

On an industrial basis, at least for the companies in Sample
I, Lifo is especially important in the following industries: meat
packing, textiles and apparel, leather and its products, lumber
and basic timber products, paper and allied products, petro-
leumn, iron and steel companies, and nonferrous metals (proces-
sors and miners). It is also frequently used by department
stores and manufacturers of chemicals and allied products
and foods (other than meat packers) and beverages, although
not to the same extent as in the first group of industries. Very
little use of Lifo is reported by companies in other industries.

Sample 11

Our second set of samples, designated as Sample II, has
been collected in an effort to obtain more detailed data for
the industries in which Lifo is known to be important and also
a more complete tabulation of Lifo companies in other indus-

18Two or three companies which reported a negligible use of Lifo have been
excluded from the Lifo figures.
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Extent of Use of Lifo

tries. The remainder of this chapter, including all estimates
of the aggregate dollar volume of Lifo inventories, is based
exclusively on Sample II data. Where possible we have
gathered sufficient data to estimate the inventories actually
on Lifo (as distinct from the total inventories held by Lifo
companies) and also the extent to which Lifo has been adopted
by different size classes of companies in these industries. We
have also tried to gather sufficient information to be able to
estimate the value of the total Lifo inventories in the economy
as of the end of 1947, but such estimates must be recognized
as containing considerable margins of error. While a mini-
mum figure for Lifo inventories can be determined with reason-
able precision, we have no basis for estimating at all accu-
rately the Lifo inventories not included in our sample.

Samples have been collected for the following industries in
which Lifo is widely used: petroleum, iron and steel, food
except meat packers, meat packers, textiles, nonferrous metals,
chemicals, paper and pulp, leather and shoes, and lumber
and wood products. Additional data are also presented for
miscellaneous manufacturing companies and department
stores known to be on Lifo. The coverage of the industry
samples is undoubtedly uneven; some (e.g., meat packers,
iron and steel, and petroleum), we believe, include most Lifo
inventories in the industry because of the dominance of a
relatively few large companies, while others (e.g., leather and
shoes, and textiles) may be substantially less complete in their
coverage.!

The ten industry samples have been compiled as follows.
The companies included in each sample have been selected
from industry lists contained in Moody’s Industrials except for
the iron and steel sample which was based on Standard and
Poor’s Industry Survey. The entire list of domestic companies
appearing in these sources was included except for companies
for which no information on methods of inventory valuation
was reported. Where possible the financial data for the
companies in the samples were obtained from stockholder

17 The data for Sample II are for the year 1947, while Sample I data are for
1946. The choice of the year was governed by the availability of data when
the samples were collected.
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reports and prospectuses, but occasional reliance on Moody’s
was necessary, especially for small companies.

Several biases are evident from the method of selection of
Sample II.

First, large companies are better represented than small
companies. Most companies with assets of over $50 million
are included, but the coverage of smaller companies is less
complete. Any use of the samples to estimate industrial or
national totals of Lifo inventories would have to make adjust-
ment for this fact.

A second source of bias is that closely held companies are
less likely to be listed in Moody’s than widely held companies.
The chief effect of this influence, however, is to reinforce the
tendency of Sample II to include a more complete representa-
tion of large than small companies; no bias other than this is
apparent.

A third possible bias is that the use of Lifo may be under-
estimated to the extent that we have had to rely on Moody’s
rather than annual reports. As indicated elsewhere, Moody’s
does not always report the use of Lifo, but this qualification
appears to be minor. It is more likely to affect small than
large companies since we have relied more heavily on Moody’s
for the data of small companies and errors are more probable
in the reports on small companies.

SumMmary StaTEMENT ON UskE or Liro
SuowN By SamprLe II Data

The following main conclusions stand out from the ten
industry samples summarized in Tables 16 and 17, supple-
mented by the special estimates for miscellaneous manu-
facturing companies and department stores.

(1) Dollar value of Lifo inventories. In the aggregate we
estimate that the Lifo inventories held by manufacturing
companies in Sample II totaled $2.5 billion, stated at their
book value as of the end of 1947. This sum amounted to 9%
of the national total of $28 billion for all manufacturers’ in-
ventories at the end of 1947.1® If allowance is made for the in-

8Some of the inventories in Sample II, especially those held by petroleum and
nonferrous metals companies, are more properly classified as mining and
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TABLE 16. SELECTED SUMMARY DATA FrROM SamprLe II

(Dollar figures in millions)

. % of Total % 0
Inventories Invefr'ttorie: E:Zmafted
End of 1947 of Lifo Lifo
Estimated  Companies Inventories
Lifo to Total  to Total
Total Total Inventories Inventories Inventories

All Lifo of Lifo of All of All
Industry* Companies panies  Companies Cu,{; jes G f; jes
Petroleum $1,679 $1,159 $770 69.0% 45.9%
Iron and steel 999 634 475 63.5 47.5
Food (except meat
packers) 1,914 534 245 27.9 12.8
Meat packers 475 400 130 84.2 27.4
Textiles 577 414 165 71.8 28.6
Nonferrous metals 573 331 155 57.8 27.1
Chemicals 747 324 125 43.4 16.
Paper and pulp 404 164 75 40.6 18.
Leather and shoes 197 74 44 37.6 22.3
Lumber and wood 65 34 17 52.3 26.2
Total: ten industries  $7,630 $4,068 $2,201 53.3 28.8
Miscellaneous manu-
facturing com-
panies 563 563 275 100.0 48.8
Total manufactur-
ing companies $8,193 $4,631 $2,476 56.5 30.2
Department and
specialty stores 283 251
Total: all industries $4,914 $2,727

* The coverage of these industries is described in the text.

complete coverage of Sample 1 and for the differences in price levels at
which Lifo and non-Lifo inventories are valued, it seems safe to
assume that, stated in 1947 prices, at least 13% of total manufac-
turers’ inventories were on Lifo; the actual figure might have been as
high as 17%. Since few companies have shifted to Lifo after
1947, this estimate may safely be applied to current inventory
data. The concentration of Lifo inventories within the in-
dustries in which the method is widely used is, of course, much
higher. For the most part, also, the goods on Lifo are subject
to especially wide price fluctuations, so that for many pur-
producing inventories rather than as manufacturing inventories. Since the
total inventories of companies engaged primarily in mining and producing are
a very small percentage of total manufacturers’ inventories, however, the above
percentages would not be significantly changed if they were in terms of a denom-

inator including all mining and extractive inventories as well as manufacturing
inventories.
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