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"If a surgeon practiced blood-letting today
as a cure for an infection, the public and the medical
profession would be aroused at the failure to use
modern methods, Yet, this same public, and the
account ing profession generally, permit business
profits to be measured without consideration of
current economic facts--just because it has always

been done that way in the past.®

J. W, March
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CHAPIER I
PROBIEMS ARISING FROM CHANGING PRICES

When prices change significantly, conventional accounting
reports tend to become inaccurate and misleading. Those who use
the reports are likely to be misled, Adjustments for price changes
cannot readily be made by the reader oi financial statements
becanse of the limited information available to him,

Inflation. One of the major problems of accounting, clearly
evidenced in the last decade, is the preparation of useful reports
when prices change. The problem is, of course, a part of the
larger one of unstable price levels in general, Cconomists and
peoliticians have faced this problem for centuries, and have often
classified price changes into cyclical and secular movements, Such

a dichotomy has been found to be misleading.l

An examination of the statistics dealing with price changes
prior to World War I indicates price changes have been large in
amount, and varied in directions. The Consumer Price Index remained
relatively stable during the period 1913-1915 but rose sharply
during the war years and the subsequent two years. In 1921 the

J'J. A. Estey, Business Cycles (New York: Prentice-Hall, Inc.,

1941), Chapter 1.
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Index decreased approximately nine points and then remained relatively
stable through the 1920's, Prices dropped severely in the 1930's and
remained at a low level until the inflationary impact of wWorld War II
affected the price indices. From 1940 to 1948 prices were on an
upward trend, A slight decrease occurred in 1949, but then the
upward trend contimied through 1956, Using the past as a guide,
it is reasonable to expect similar change in the future, |

Accountants in this country have been unwilling or unable to
deal aﬁequateiy with this situation to date. Therefore, the problem
of this thesis ls to analyze the effects of a rising price level on
financial statements bys:

1. Reviewing the problems arising from changing prices,

2. Serutinizing present accounting theory applicable
to presentation of financial data,

3. Studying proposed theories of price level modifica-
tions of financial statements, and

L. Proposing procedures that will enable accountants

to prepare financial statements that will be more signifi-

cant, comparable, and accurate during periods of changing

m’man

Because of the unprecedented inflation of the past decade and
the projected long-term upward trend in prices, the emphasis in this
study has been placed on the elimination of illusory gains from
financial statements. However, this does not minimize the importance

of adjusting financial statements when prices turn downward. One

2_4@»43:, Table I.
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reason why this problem has not been previously solved is that the

interest subsides when prices turn downward, 3

Non-accounting problems, The effects of inflation upon

individuals and businesses vary because some prices move more
rapidly than others, People with fixed or lagging incomes, such as
pensions or annuities, are hurt during inflation, Likewise the
creditor, who receives back a certain number of dollars and finds
them less valuable than those he lent, is also hurt, The debtor,
however, finds it steadily easier to meet his payments. The Iﬁ:te
of the wage earner varies depending on his particular position,

The real income of some have increased, whereas others have found
their real income to be lower,

Those receiving dividends are in a somewhat better position
in the upswing, but often find the rate of increase in dividends to
be less than the rate of increase in pricea.h The aforementioned
problems are directly associated with the instability of the monetary
unit.> Such problems are difficult to isolate because monetary
policy in recent years has been directed to a number of social or

3Thonaa H. Sanders, "Inflation and Accounting," Harvard
Business Review (May-dune, 1952), p. 50,

h\d. A. Paton, "How Have Stockholders Been Faring?," Michigan
Business Review, (May, 1952), pp. 37-L2.

Si’brcival F. Brundage, "Price level Changes--Effect on
Income," Journal of Accountancy (February, 1952), p. 190,







political objectives, such as low interest rates on government
debt and maintenance of full employment. Stability of the monetary
unit has not been a major purpose of national policy.6 "One reason
why money does unpleasant things to us is that our minds become
obsessed by monetary illusions, Through long practice and custom
we have come to believe that money provides an invarisble measure

of value."7

Various shortcomings of conventional accounting reports.

Three objections to accounting practices were made by H. W. Sweeney

in his book Stabilized Acconntigg.a Although this bodck was published

in 1936, Sweeney's objections broadly summarize today's shortcomings
of accounting reports. The objections are:

1. The probable objective of business is to obtain
consumption goods, not merely dollars.

2, Measurements are not made with a constant unit,
since the dollar fliuctuates in value,

3. Reports do not reveal gains and losses arising
solely from changes in the value of the dollar,

These objections center around the fact that the dollar of
today is different than the dollar of past years. Mr. Spacek,

managing partner of a national accounting firm, states: "Under the

6ijdo 5 Pe 193.

7}bid. » Po 194: Direct quotation from Wesley Mitchell,

s e e

8H. W, Sweeney, Stabilized Accounting (New York:  Harper

Brothers, 1936), Chapter L.
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accounting principles accepted today there is no way of accounting
truthfully for what every normal person knows is fundamental asbout
inflat ion=~that today's dollar is substantially different from a
1930 or a 1940 dollar."’ The problem is analagous to the one
accountants face in preparation of statements of foreign subsidiaries,
They would not think of combining francs and dollars, yet in domestic
reports they do combine dollars of quite different values., This
practice makes the statements less meaningful, and valid comparisons
over a period of time become impossible. ‘

Changes in accounting reports, Little has been done in the

United States in practice to modify conventional financial state~
ments., There is frequent reference to the problem by corporation
presidents in anmual reports when they are faced with the task of
explaining misleading financial statements--especially low dividends
in view of record profits.1® The reluctance to change conventional
accounting reports is related to the argument advanced by many that

: 9leonard Spacek, "The Elusive Truth of Business Profi,”
The Arthur Andersen Chronicle. (December, 1956), p. 28.

mAn excellent cxample of the concern many corporation presi-

dents have over the misleading financial statements they present to
the stockholders is the Yearly Report to Sto&mara-mé, of The
Reece Corporation. Mr., F. A. Heece compares re profits to
profits adjusted for the inmuing price level., Graphic presenta-
tion is included iliustrating the impact of inflation on profits
and dividends.
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the changes in prices have been too small to warrant adjuatment.n
This point of view implies that a sufficient change in prices
would render the monetary measure of income of little use, In
other words, given major price changes such as those in some
foreign countries, the historical cost basis of accounting would
have to be asbandoned, This is exactly what happened in many :
Furopean countries following World Wars I and II. These cm.ntrias
experienced inflation much greater than ours,

Kristensson found that the wholesale price index in Sweden
moved from 100 in 1913 to 340 in 1918,1% They partially corrected
for this by adjusting the depreciation from the cost basis to
recognize the inflated current price level,

Sweeney noticed in his study the inflation in Germany was
so staggering that a method of deflation was used, based on the
gold mark of an earlier base pe:t'incl.:l‘3

The experiences of France between 1937 and 1948, when prices

rose ten times, are interesting., Kennedy reports that when the

nAmrican Accounting Association, "Accounting Concepts and

Standards Underlying Corporation Financial Statements, 1948 Revision,"
Accounting Review. (October, 1948), pp. 39-Ll.

R. Kristensson, "The Consequences of Errors in Accounting
Due to Igflatim—-lf)lh—l?lB," Economic History (February, 19L0),
PP- 371"' 3-

BH. W. Sweeney, "How Inflation Affects Balance Sheets,"

Accounting Review (December, 193L), pp. 104=16,
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government passed legislation allowing higher depreciation rates,
“ithe revised statements came as a shock to owners and management
who had been paying taxes and dividends 'out of capital'.” He
further states that although France's attempt to legislate a
solution was only partially successiul, it was des:!rd:h.n‘

The replacement cost theory is accepted in Holland and

Belgium as a direct result of extreme inmtion.ls

Consideration of dbjections to changes, The objections to

changes in financial statements must be‘mny and powerful, since
1little has been accomplished in spite of a recognized inflation
and the experience of foreign countries. Ubjectors to change are
found in all fislds of business in addition to the accounting
field, since a change in reporting really involves recognizing a
different concept of income. A survey conducted a few years ago
of security malysts revealed a majority of the analysts to be of
this opinion: “Since the analysts and nearly everyone else still
think in terms of dollars (i.e., today's dollar--a dollar is a dollar)
the attempt to adjust the dollar via index numbers or some pseudo-
replacement values merely oifers a fuzzy concept instead of a

mme Kennedy, "Revaluation of Fixed Assets in France,"

The Accountant. (December 11, 1948), pp. L69=70.

lsBernard He levy, "Accounting Practices in Belgium--Its
Iﬂplsigﬁm for Americans,” Journal of Accountancy (April, 19L9),
PPe 320=3,







workable, signiiicant eomapt.m

The American Institute of Accountants maintains a position
of not changing conventional accounting reports. The Institute
recommends that information to stockholders, employees, and the
general public regarding the changing price lewvel be giwven in
supplementary financial whduies, explanations or footnotes,
The Institute believes the immediate problem can and should be
met by financial menagement. However, the opinion is qualified
by stating:s %Should inflation proceed so far that original
dollar costs lose their practical significance, it might become
necessary to restate all assets in terms of the depreciated
currency, as has been done in some countries®l’ The quest ion
imnediately arises in reply to this statement as to when dollar
costs lose their practical significance,

An objection to changes in financial reporting that is
commonly made goes beyond the statements ol corporations to the
small businessman, Accounts are kept; profits are computed, and
policy decisions are made by several hundred thousand individual
businessmen, their bookkeepers and their clerks. Host of them

mcw]u T. Hormgren, “Security Analysts and the Price

Level," Accounting Review (Octcber, 1955), PP. 575-58L (A study
based on)a sarvey of [iity-ome security analysts in New York and
Chicagoe

17&neri,cm Institute of Accountants, Restatement and Revision

of Accounting Research Bulletins. (New York: American Institute of

Ree 8, s chapter 1X, p. 69.







would have great difficulty in understanding and applying the
principles of measuring cost expirations in terms of hypothetical
parchasing power. The problems in measurement and judgment they
now face would be magnified many times over.l® However, difficulty
with these problems should not prevent the consideration of

ad justed reports that might be more useful than the conventional

type reports,

Reasons wly adjusted reports might be more useful. Financial

statements that report the results of "real® profits, rather than
monetary profits, would probably serve management, investors, labor,
government agencies and the entire economy in a more accurate and
informative way.

Management recognizes the problem of price level changes in
regard to financial statements., On several occasions, management
has attempted to publish financial statements showing real-economic
profits. Their efforts were blocked by the Securities and Exchange
Commission supported by a majority of the practicing accountants,

Many investors have purchased stock in corporations in
recent years based on the reported profits, Mr. Spacek questions

these investors by asking: "Are Industrial Common Stocks Selling

mE. Be Wilcox, "The Case Against Price-level Adjustments in
Income Determination,” Journal of Accountancy (Decesber, 1950),
PPe ,493"5050
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on Fictitious Farnings?>’ He claims the stocks are.selling on
fictitious earnings and points out the overstatement of reported
income, the dissipation of capital through taxes and income, and
the provable over-pricing of stock in major industries. The high
level of profits reported by conventional accounting practices has
exerted an important influence on the pattern of national wage
increases and has aided labor demands for public and political
support, Current literature is full of data that illustrates
the continuing wage increases'spiraling effect on inflztion.zo

Government agencies have been deeply concerned with Llhe
damaging effects of inflation., Perhaps they have not apprecﬁted
the direct rélationahip of misleading financial statements to
cyclical fluctuations, or, more definite action would have been
taken to modify financlal statemenis published for use by the
general public. Charging unrealistic past costs against current
revenue overstates profits in periods of rising and high prices,
thereby artificially stimulating business expansion and prices.
Conversely, in declining and low prices, income has been substan-
tially understated by charging unrealistic past high costs against

current low income. Satisfactory business operation is notu

whomrd Spacek, "Are Industrial Common Stocks Selling on
Fic*gitious Earnings? The Arthur Andersen Chronicle (April, 1956),
Pe 30 '

208“511!93’ Pl'oritﬂ“F&ct_?_r Fable, OP. s_é-_t'.’ Ps 31.







reported by conventional financial statements in such periods;
incorrect reporting thereby prolongs a depression.21
The subsequent chapters will present the problems set forth
in this chapter, the necessity for a worksble solution, and the
impact of financial statements reflecting the economic facts of
business operation, Weston's suggestion should be kept in mind:

*Relevant approximation is to be preferred to cbsoletle prec:t:s.’:.on."22

21
Rufus Wixon, et. al., Accountants'Handbook (New York:

The Ronald Press, 1956), pp. 18<=27.

22J. Fred Weston, Book Review of "Changing Concepts of
Busggzaa Income,” American Economic Review (September, 1952),
Pe .







CHAPTER IIX
BUSINESS INCOME DETERINAT ION

Huch has been written in regard to the proper deteraination
of buginess income, Bhainna income is usually thought of as an
increase in capitai.l However, beyond this point of agreement,
there is a wide range oi disagreement, How should business income
be valned? Presently, business income is valued in accordance
with generally accepted accounting principles,

Most accounting principles are merely practical conventions,
The frequently uaed phrase *in conformity with generally accepted

accounting principles® is vague, broad in scope, and is used
emphat ically, A search for these principles reveals that there
is no list to which we may turn., By reading the publications of
the American Institute of Accountants and the American Accounting
Association, textbooks, and current periodicals, one becomes aware
of fairly uniform underlying concepis, These, however, are subject
to varied applications in practice,

Upon analyzing accounting concepts, the fact is evident that
the concepts are not "principles® in a sense oi fundamental truths,

laaus L. Dohr, "Limitations on the Usefulness oi Price

level Adjustuments," Accounting Review (April, 1955), p. 202,
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The basic concepts of accounting may be considered postulates, i.e.,
necessary assumptions or conditions upon which the structure of
accounting is bnilt_-.z These concepts change very infrequently.,
Accounting concepts are sound if they pass the final tests "Will
the application of the principle produce accounting information
that is most likely to lead to correct dechiﬂns."B The convent ions
of historical cost, cost valuation, the stable monetary unit, and
the matching of historical costs and realized revenues, are the
ones which concern this study., When prices change, they are the
conventions responsible for many of the effects mentioned in
Chapter I, These conventions alsc Play a part in the calculation
of business income, and are basic in the recovery-of-invested~cosgt
concepts discussed below.

daﬂned.h For purposes of this study the concepts of income have
been arranged in four groups; two are monetary concepts and two

2
Rufus Wixon, et al., Accountants! Handbook (New York:
The Ronald Press, 1956), pp. 1-1h,

4. J. Graham, The Effect of Changing Price levels Upon
the Determination and Interpretation of Income,® Account ing
Reviaw. (Jﬂmﬂry’ 19h9); Pe mc

ht)nta comuon element is present, however, in almost all

definitions of income. This is the idea that income is concerned
with some measure of goods, services, or valuable property rights
coming into existence or possession during a period as additional
and available for use without depleting a formerly existing stock
of goods or property rights,






i
are real concepts, These may also be classified as recovery-of=-
investuent concepts or as maintenance~of-sarning-power concepts
as follmzs

1, Maintenance of monetary earning power,

2, Recovery of monetary investment,

+ HMaintenance of real earning power, and

L. Recovery of real investment,

The four types are briefly described in the following
paragraphs.

1. The first concept is based on the prewise that
the money value of a business is the sum of its future
net earnings discounted to the present, using an approxi-
mate rate of interest, Business income is the monetary
increase in the value or‘m assets (allowance being made
for additional proprietary investment), Income represents
the total amount of money the concern might distribute
during a period and maintain the same earning power in
dollars, This concept is in harmony with current economic
theory,

2., The recovery of monetary investment concept of
income coincides with methods generally used by accountants
today. Assets are valued at their historigal cost (less

Snamld A. Corbin presented these concepts in a doctoral

dissertation submitted to the University of calitomia in 1952,
Excerpts of the dissertation were published in the Accounting
Review (April, 1953), p. 6L.







estimated allocation of cost write-offs), or at net
realizable valne when this is below historical cost.
Two important problems arise under this generally
accepted method of accounting; namely, when is revenue
realized, and how should asset values be allocated
against these ms? Revernue is usually recognized
when a sale or legal accrual of income takes place; it
is measured in current monetary tex-m.6 The allocation
of asset cost to revenue is not as widely agreed upon |
as the recognition of revenue., However, it is usually
considered as an allocation of cost, not of asset
va]aa.tian.7 Business income represents the total
amount of money which could be distributed without
impairing the dollar invested in the business.

3. The concept of maintenance of real earning power
involves taking into account changes in the value of the
dollar, This would be done first by adjusting future
receipts and disbursements for future changes in
parchasing power (measured in current dollars) before

6H$xm, ops ¢it., pp. 1-16,

7Lnerican Institute of Accountants, "Accounting Research
Bulletin #22," Report of Cummittee on Terminology, (May, 19kb),
p. 179.
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discount ing them to the present. Such a procedure is
presently impossible since we cannot forecast the movement
of prices, Business income is the amount of money the
firm could distribute and still maintain the same earning
power in dollars of constant purchasing power.

L. The last concept to be considered attempis to
measure asset cost and expirations of cost in terms of
their purchasing power. Revenues are determined as in
concept number two above, Expenses allocated to these
revenues are measured as the amounts necessary to recover
the services from the assets which have been used,
measured by the same dollars that measure the revenues
realized. Business income, therefore, represents the
amount of money the firm could distribute without impair-
ing the purchasing power of the dollar invested in the
business,

The concept of business income which should determine the

accounting conventions (and not vice-versa) “to produce accounting

information that is most likely to lead to correct decisions,"

8

would be that of Recovery of Real Investment, This concept, in

other words, provides that instead of returning only the original

mnumber of dollars invested, it would return those dollars increased

BGra!nn, Op. cit., p. 18.
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by the effect of the rise in price level,

The concept of maintenance of real earning power (listnd
as number three of the preceding discussion) might becoms the
more correct concept of business income in the future, It will
become more correct when sufficient knowledge is obtained to ;
enable one to forecast movements of the price level,

Review of solutions offered to measure business incaue

when prices change.

Earmark, segregate retained earmings. When adjustments

are made for the increasing price level in todsy's financial
statements, a common adjustment is an appropriation of
retained earnings. This ad justment is a management decision
and earmarks a portion of the retained earnings for the
replacement of the plant, thus restricting that portion of
retained earnings from the payment of dividends, This
solution does overcome a shortcoming of convent ional
accounting because it records in the accounts a provision
for replacement of plant. However, income continues to
be overstated since "most corporations count the rise in
the. cost of replacing plant and equipment as proﬁts.‘g

Use parenthetical statements and footnotes., A pioneering

9Snmr He Slichter, Testimony before the Joint Committee on
thz §cme Report of the msmmt, (washington, D. C., m:tnr 6, .
15h8 ).
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step in recognising price level changes in financial state-
ments is the use of parenthetical statements or footnotes,
MNr. Morrison, partner of Arthur Andersen & Company, states:
"Basically, our Firm position is that price level adjust-
ments should be rellected in the accounts and in the
financial statements, e recognize; however, that the time
for general application for this has not arrived. Therefore,
we might suggest to clients who ask our views on this
quest ionnairel® that for the present we believe it would be
desirable to give the price level effect on income and
financial statements in an appropriate tootnote.‘u This
opinion seems to be widely held by the proponents of price
level adjustments,

Rely on supplementary comments by company officials,
The president's letter accompanying annnal financial state-

ments sometimes discusses the effect of the changing price
level. OSuch letters are often contained in the steel
corporations' annual npm-u.u

0
X The questionnaire referred to by Mr., Horrison was prepared

by the American Ingtitute of Certified Public Accountants querying
presidents of several corporations on the present methods of report-
ing to their shareholders. The Appendix contains this questionnaire.

nnr. Russell Horrison, letter to partners and managers of
Arthur Andersen & Company, (August 19, 1957).

_{_ﬂi%malt:mpug,mam 1956, p. 8. United
States Stee eport , s PPe 25=28,
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An objection often raised to this type of disclosure is that

the laymen should not have to, and wost of them could not,
evaluate the effect of alternate methods of presenting
financial statements,

Adopt Last-in First-ocut inventory cost method. This
method of costing the inventory more nearly matches eurnnt
costs and revenues in the income statements, The advocates
of l.Ii'()J'3 claim it is a hedge against inflation because only
"normal income appears on the income statement and specula-
tive profits, caused by the increase in the price level, are
eliminated from that npm.n While LIFO does not entirely
eliminate the effects of inflation from income determination,
it is a step in the right direction and has been a partial
answer to the effect of inflation on financial reporting.

The LIFO method, for example, has its justification
for tax and accounting in the fact that it yields a deduc~-
tion for "cost of goods sold" that approximates the cost of
replacing the product sold. It is clear, in a real economic
sense, that there is no difference between the amount of

capital used up in a particular situation and the amount it

n&n abbreviation used by accountants describing the Last~in
First-out inventory cost method, The abbreviation is formed by the
first letter of each word, ;

n‘iamo W. Suocjanen, "LIFO as a Spur to Inflation-=the Bccent
Experience of Copper," Accounting Review (Jammary, 1957), p. k2.
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would take to replace what has been used up,’>

Cost of replacing the product sold is the concept of
measurement used in determining the amount of capital used
up when the product is sold, This concept is proper since
the approximate cost of replacing the capital used can be
ascertained at the time the capital is used up. Therefore,
there is no need to measure the capital used by the use of
a price level index, However, as will be explained in
Chapter III, the replacement cost of a long-term asset
camnot be logically used as a e asure of the capital that
is used up. A price level index is more appropriate for
long~term assets,

In order for the LIFO method to produce the desired
matching of current costs with current revenues, the inven-
tory quantity at year end must not be below the quantity at
the beginning of the year, This point is termed the base
point, When the inventory gquantity does go below the base
point it is usually decreased by an over-balance of strong
demand, When this happens there is usually an attempt to
build inventory to base point to avoid excessive taxes on

incorrectly stated prut:l:t.16 when demand for inventory

15,'%11 P, Trumbull, ®Price-level Depreciation and Replace-

ment Cost," Accounting Review (April, 1958), p. 28.

mﬂ.’ Pe Mo
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stockpiling is added to existing consumption requirements
during inflation, there is pressure forcing prices upward,
Such a policy tends to "store" rather than use a part of
the inventory; therefore, the entire economy is hurt from
the non-utilization of needed resources, |

The LIFO method is usually considered to be desirsble
in partially eliminating the effect of the rising price
level in determination of income. However, it is wise
to consider how LIFO can supplement the effects of the
rising price level,

LIFO and similar cost-of-goods-sold methods are the
only widespread application of price-level accounting now
in effect in the United States,

Depreciate on replacement cost, If income be regarded

as that which may be withdrawn without reducing capital
investment, and capital investment be regarded as physical
rather than monetary, it seems logical to conclude that
provision for plant replacement should be made by charges
to income by basing depreciation on replacement M.‘n
This reasoning was a strong factor in the *Chrysler Formula®
and the "Steel Formuls® of 1947.

HMen Backer, editor, Handbock of Hodern Accounting

Theory (New York: Prentice-Hall, Inc., 1955), Ps 202, Also,
see Chapter III for discussion of "replacement cost."
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The Chrysler Corporation decided that the cost of acguiring
plant and equipment at the high costs of 1947 was justified
only because of exceptional market possibilities for the
ensuing few years, Accordingly, Chrysler elected to
amortize over a short period the portion of such costs
which were in excess of prewar levels.

United States Steel Corporation computed depreciation
charges on an estimate of plant replacenmeni cost, which
was, of course, considerably higher than historical monetary
cost.

E. I. duPont de Hemours & Coupany was of the opinion in
1947 that amortization of excessive postwar construction
costs over a five year period was a proper charge in deter-
mining net incame for the period and reflected such a
charge in its financial statements filed with the Securities
ard Exchange Comaission in the annmal Form 10-K report.

However, the Securities and Exchange Commissionl® would
not accept the annual Form 10K reports submitted by the
three aforementioned coapanies which contained financial
statements reflecting the departure from the conventional
depreciation methods. Earle C, King, Chief Accountant of

I-as:e "Role of the Securities and Exchange Comaission,” in

Appendix,
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the Securities and Exchange Commission in 1947, stateds
“The Securities and Exchange Commission has not approved
any departure from presently generally accepted accounting
procedures and have no intention of doing so until we are
convinced that the minority has a better case than has been
presented to date, This appears to be the position of the
American Institute of Accountants which I trust will prevail,"l?
He added that he finds no basis for reconciling the procedure
followed by United States Steel, Chrysler, or duPont. |

Fach of the aforementioned companies reluctantly filed
amended reports to comply with the Securities and Exchange
Commission's requirements, Depreciation was computed on
the basis of the original cost incurred in all of the
amended reports although an accelerated depreciation method
of some type was nlod.zo

Internal Revenue Service of the United States Treasury
allows deduction for depreciabion only on the basis of
original cost. The accelerated depreciation provisions of
the 1954 Code were not in effect in 19!;7.21 Therefore, the

deprec lation methods originally used by the aiorementioned

B&aﬂa, C. King, "Current Accounting Problems," An address

before Hichigan Annual Accounting Conference, Ann Arbor, HMichigan,

1948,

2% acker, op. cit., p. 263.

2};'8“ ‘Section 167 of the Internal Revenue Code, 195h.







companies were not allowed for tax deductions,

Bulletin #33 issued by the American Institute of ‘
Accomtants®? supperted the Security sl Exshangs Cosslssicn’s
refusal to accept any departure from generally accepted
accounting procedures. ". . . consideration of radical
changes in accepted accounting procedure should not be
undertaken, at least until a stable price level would
make it practicable for business as a whole to make the
change at the same ti.‘.zs

The "replacement theory" has received much attention
and consideration in recent years. Those who oppose the
theory always argue that because of the advancement of
technology the efficiency of modern equipment far exceeds
that of the equipment it is replacing. Therefore, the
additional cost to replace the equipment should not be
charged against current income,

Conclusion, The aforementioned ways of measuring
business income when prices change do not exhaust the
solutions that have been offered, These methods are among

Zzthe American Institute of Accountanis changed its name in
1957 to American Institute of Certified Public Accountants,

2360.:1\'&,00 on Accounting Procedure, Restatemeni and Revision
of Accounting Research Bulletins (New Yorks ~hmerican Institute of
Acc Sy 135):' Pe m
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the solutions proposed most frequently. Fach method provides
more useful income statements than if no recognition had been
given to the changing price level. However, none of the
methods are entirely satisfactory. The subsequent chapters
of this thesis will illustrate more emphatically the short-
comings of some of these solutions, other possible solutions,
and the urgent need for a true measure of business income,

The Certified Public Accountant's responsibility in certify-

ing reports of business income. The C. P, A. rvenders his opinion

in regard to the financial statements of a business in one brief
paragraph. The public relies on this opinion and accepts the

method of determination of income to be correct; also, that the
resulting figure of net income represents the results of operations
for the period covered by the financial statements, HMajor decisions
affecting many people and many phases of the economy are based on
the certified financial statement. These decisions are made by
business management, Mholdcn, employee union leaders, govern-
ment agencies, and many financial institutions. The prdblem of
accounting truthfully for business profits is, therefore, of vital
concern to today's, and tomorrow's, oconw.zh

Every C. P, A.'s opinion, except those for railroads, states

%lamlrd Spacek, "The Elusive Truth of Business Profits,"
The Arthar M rsen Chronicle. (Deceiber, 1956), p. 22,
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that the accampanying statement of income fairly presents the
results of operations for the period under review. Income state-
ments cannot fairly present the results of operations without
recognizing changing economic conditions--the changing price level.
Recognized "generally accepted accounting principles" do not permit
statements to show the effect of the changing price level because
they are based on the concept of recovery of monetary mveatmnt.zs
The accounting profession has been guilty of tolerating the misuse
of the conventional words "fairly presents."

Overstatement of business profits in accounting reports is
not a theoretical problem, It is far more than a statistical
presentation pz'cb].em.26 The evil roots of inflation might well

be buried beneath misleading reports of business income,.

zsChlp‘ber IT.

26Ieona.rd Spacek, "Inflation in Business," An address before

the Cincinnati Control of the Controllers Institute of America,
(Cincinnati, Ohio, September 10, 1957).







CHAPIER III
TODAY'S FINANCIAL STATEMENTS--USEFUL FACTS OR FICTION

A decade ago a handful of executives of a few leading
companies tried to set up warning signs in their corporate »
accounting to alert shareowners, employees, custamers and othex;a
to the fact that inflation had distorted conventional bookkeeping,
However, the American Institute of Accountants said, ", . . these
are deviations from accepted principles of accounting. The
Securities and Exchange Commission agreed with the Institute.

Now, experience has proven these enlightened executives to be

carrect.“]'

Todal'_g financial statements. Past costs are useful to

management only in the determination of current or probable future
costs and are used by good management solely for this purpoae.z
However, today's financial statements do not recognize the signi-
ficant difference between past and current costs, but bli.n&ly
aggregate them and report the resulting "facts" to the users of the

financial statements. Sumner H. Slichter said before the Joint

1y, s. Rukeyser, "Inflation, Accounting," New York Journal
American, November 5, 195k

2pufus Wixen, et al., Accountants' Handoook (New York: The
Ronald Press Company, 1956), Pp.
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Comuit tee on the Economic Report of the President, Washington, D. C.,
December 6, 1948: "During the last three years American corporations
have overstated their profits by approximately $16.L4 billion. This
is the amount by which reported statements of profits exaggerated
the amount of income available to pay dividends, to expand plant,
to increase wages, or to reduce prices.

"There are two principal inaccuracies in reports of profits,
One arises from the fact that most corporations still insist on
counting a rise in the cost of replacing inventories as profits,
The other is that most corporations count the rise in the cost of
replacing plant and equipment as profit.s."3

A substantial amount of inventory appreciation, arising from
the higher replacement costs which have prevailed, has been included
in profit, In only two years of the 1947-1956 period were there any
inventory losses, while aggregate net gains reached seventeen billion
do].'Lars.h This book gain was taxed as profits resulting in less
tangible funds for business, Had the current higher replacement
costs been recognized in computing profits, the fictitious book gain
would not have caused the factual reduction of tangible funds,

3sumer H, Slichter, Testimony before the Joint Committee on
the Economic Report of the President, Washington, D. C., December 6,
1948,

bjew England Letter (Boston: The First National Bank of
Boston, Mare R
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Dr. Simon Kuznets comments: "The distorting influence of
business accounting practices on any measure of business uvm%s,-
and hence national income produced, is considerable. Of the |
various sources of distortion, the changing valuation of inven=-
tories appears, for recent years, to have had the largest quanti-
tative effect on business savings and national income produced'.t‘s
The Last-in First-out method of costing inventory eliminates most
inventory appreciation in the computation of profits,

George May, prominent accountant and business consultant,
would limit adjustments to reflect realistic income reports to two
items, The two items are inventory and plant.6 The recording of
depreciation on the basis of historical cost rather than current
price levels is one of the most serious problems facing us todqy.7
Its importance is due to the fact that it is £_1x_9_g_ once the
invested dollar is cammitted to the plant; also, it is varisble
with the national economy and the value of the dollar.

Price level depreciation. Before proceeding further, the

term "price level depreciation" should be clarified, There is a

SHenry B. Arthur, "Inventory Profits in the Business Cycle,"
American Economic Review (March, 1948), p. 33.

6Norton Backer, editor, Handbook of Modern Accounting Theory
(New York: Prentice-Hall, Inc., 1955), P. 200,

"Marvin Johnson, "Misstated Costs and Misleading Profits,®
The Arthur Andersen Chronicle (December, 1957), p. 16.
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difference between price level depreciation and replacement cost
depreciation,

"Depreciation is the decline in plant capital during a !
given interval resulting from the expiration of service content
or remaining useful li.fe."8 Depreciation policy is not ralnva_n:t
to the cost of replacing specific plant assets, It is relevang
Lo the current cost of replacing the capital that was used up dnr-
ing the period., Therefore, depreciation policy is not directly
related to the subsequent expenditure for replacing the fully
depreciated, worn-out plant asset.

Management has the responsibility to reinvest the funds
recouped through the depreciaiion charge against revenues, If
these funds represent the capital that was used up in the period
in terms of current purchasing power, then management is charged
with the responsibility to invest depreciation iunds in such a
manner as to avoid further dilution through inflation. They may,
or may nol, replace the capital asset that has been exhausted of
its productive services,

Accampanying FIGURE II of the Appendix is an explanation
of the method used by United States Steel Corporation in estimat ing
the deficiency in reported depreciation of $90) million since 1940,

8Wende11 Trumoull, "Price-level Depreciation and Replacement
Cost," Accounting Review (April, 1958), p. 26,
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This method is based on the price level depreciation theory and is
concerned with recovering the buying power originally expended,‘
not of specifically replacing the worn-out capital asset.

Replacement cost may be correct terminology if the replace=-
ment referred to is that of replacing capital used up and not aj
replacing specific asse‘hs.9 h'hen one relates replacement to a
specific asset the factor of technology becomes important. The
new capital asset that replaces the one that was exhausted would
probably be technically improved to produce more efficiently, If
the depreciation charges on the old asset were related to the
purchase price of the new asset a factor of obsolescence would be
inclnded; obsolescence should not be misnamed depreciation., Such
a misnomer might occur, however, if "replacement cost" were related

to replacing specific assets.

Overstated income statements, Capital is the cornerstone of

our economic and political way of life, This is a basic fact,
Nevertheless, capital is being cannibalized by paying taxes (and

to a lesser extent dividends) on overstated profits which thereby
weakens our system of free enterprise., For example, assume two

companies were identical with the exception that Company A purchased
its plant and facilities in 1940 and Company B in 1956. Assume

9
Wixon, op. cit., pp. 18-26,
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further that income before deduction for depreciation was the same

for both companies and that the price level in 1956 was twice that

of 1940,

Company A Company B

Income before deduction for

depreciation $ 100,000 $ 100,000

Less: Depreciation charges

based on historical cost 10, 000 20,000
Net income before taxes $ 90,000 ¢$ 80,000
Corporate federal income tax

at 1956 rates 41,300 36,100
Net income after taxes 48,700 43,900
Reservation of income necessary

to maintain capital originally

invested 10,000 None

Available to stockholders $ 38,700 $ Bl&

The difference of $5,200 in the amount available to stockholders

between the two companies is explained by the taxation of that

portion of income which represents a recovery of the higher cost

of capital assets, or in other words a tax on capital. Management

of Company A would recognize that the allowed depreciation charges

were not adequate to maintain the purchasing power of the dollars

originally invested in depreciable assets.

Therefore, a reservation

of income is necessary to maintain the capital originally invested,
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Overstated income is a problem of reality and not merely a
theoretical or technical problem, The aforementioned areas of past
costs being reported are the primary causes of overstated income.
In addition to the attack on capital, today's financial statements
increase the amplitude of economic cyclical activity,
Overstated incame is a boost to inflation, During periods
of rising prices past costs overstate income and add to the demands

10 The

for higher wages, inflated stock prices, and over expansion,
past decade is an excellent example of such a period and illustrates
the combination of overstated reports of income and creeping infla-
tion, Recognition and interest in the problem has prevailed before
in periods of rising prices, The interest declined when prices
ceased to rise although the impact of misleading income statements
did not subside,

In periods of declining and low prices understated income is
equally as harmful as overstated income is in periods of rising
prices, By charging higher past costs against current income, the
lmpression that business in general is suffering losses overshadows
the steps toward recovery that management has made, The reported

losses are price losses and not management losses,

10411ard J. Graham, "The Effect of Changing Price levels
upon the Determination, Reporting, and Interpretation of Income,®
Journal of Accountancy (January, 1949), p. 21.

1lpi4., p. 2L
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Balance sheets and financial condition. Emphasis has been

transferred to the income statement in recent years as a managerial
tool and an investors' guide, The balance sheet, however, reports
the financial condition of a business and the interrelationship of
assets, liabilities and stockholders' equity. Also, the balance
sheet serves as a report of custodianship from the cerporate
officers and directors to the stockholders. Transfer of emphasis
does not mitigate the need for a factual reporting of financial
condition,

Heterogeneous dollars, without conversion, explanation, or
qualification, are worse than useless, because they are downright
milslaat:l:lng.12 One learns at an early age that oranges plus apples
will not equal oranges. However, 1930 dollars are added to 1950
dollars and reported as equated "dollars", The value of the
individual assets in a company's balance sheet are not as signifi-
cant as their collective value but this is meaningless if different
purchasing power dollars are added tc»ge‘t.hez'.]'3 "About the only
part of a single balance sheet that is at all useful is the net
working capital sections, and the items in this section tend to

be on a gurrent cost basis.“m

12\‘110!1, _020 _c_iﬁo’ Pp- 3"3&0

Vvt ¥, Brundage, "Price level Changes--Effect on
Income," Jourmal of Accountancy (February, 1952), p. 10,

1

Graham, op. cit., p. 26.
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Significant changes in the price level will affect also the
computation of percentages and ratios when some of the figures are
in current-year dollars and some in prior-year dollars. When
certain percentages and ratios are expressed in curreni-year dollars
(net income to net sales) and others are expressed in prior-year
dollars (rate of net income earned on fixed assets), the ratios and
percentages become less neaningful.ls

Data hereinbefore presented appears to be quite conclusive
that today's financial statements are not useful facts. Why, then,
have the traditional ﬁnanohl statements prepared in accordance
with generally accepted accounting principles, based on historical

cost, prevailed through the years?

Financial statements useful if comparable, In the process

of transition from one price level to another, or during a
continuous change in the price level, the business world uses the
"un-common™ dollar for comparison. Meaningiul comparisons are not
easily cbtained from the published financial mtemnta.lé The
wise analyst resorts to analyzing percentage changes, percentage
of return on investment, and so forth, However, as was previously

cited, such ratios can also be misleading,

15
Arthur W, Holmes, Elemntgg Accounting (Homewood, Illinois:
Richard D, Irwin, Inc.’ 19 s Ps ®

16Hnnri.ce Moonitz, "Adaptations to Price level Changes,"
Accounting Review (April, 19L8), p. 1h5.
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Progress of a business entity can best be appraised by
comparison of a current financial statement with (1) prior years!'
statements, (2) statements of other companies within the same
industry, and (3) with statistics and indices compiled by govern=
ment agencies, Interrelated factors within a financial statement
may also indicate the progress or regression of a company, Several
factors should be considered, therefore, when financial statements
are analyzed and compared,

1. A current year's financial statement should reflect
all dollars on the same basisj; a prior year's statement should
Tave been prepared in the same manner in order that reliable
comparisons may be made,

2, When comparing two companies unreliable conclusions
may be reached because the costs thal each coupany reports
have been incurred in various years and, therefore, ihe
units of measurement are different,

3. Statistics and indices compiled by government
agencies are used extensively for establishing government
fiscal policy and for plamning for individual businesses,
Statistics are only as relisble as the source data, Since
financial statements comprise the source data for many of
these statistics, one can logically conclude that the
significance of the statistics is partially destroyed by
the incomparable source data,.

The aforementioned problems could be overcome by the user of
the financial statement through extensive research and by adjusting
the units of measure to a comparable basis, However, why should
accountants present financial data that must be adjusted before
they can be used for important business, national, and economic

policy determination?® L’

17Grahm, ops ¢it., ps 2ke
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The case gainst price level El_gustnants. Professor Little-

ton, a nationally known educator and accounting theorist, firmly
believes that the primary function of accounting is to furnish to
management data about past transactions expressed in terms of
invested cost. "Accounting has an obligation to record and report
historical or invested cost, not as a convention nor a tradition,
but a service necessity; also, to guard the integrity of its data
against internal modification, if those modifications seem likely
to undermine objectivity and miembility.‘m Professor Littleton
appears to be of the opinion that price level adjusiments would
detract from the objective relisbility of finsncial statements
prepared on the basis of historical cost. An higborical cost
basis, through the years, Las reduced to a minimum the extent to
which the accounts can be affected by the personal opinions of
those responsible for them.

Proponents of theories based on historical cost believe the
objective of accounting is reasonably clear; namely, that the total
charges against all periods combined shall be the total of the
initial investment in the property used, Data prepared in this
manner shows what was spent to acquire the assets, how much of the
cost was absorbed in various periods, when the cost has been fully
charged off, and how much remains for the owners in the way of a

money return,

]BHixon, E. S_j_x_o’ PPs 18‘23.
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One cannot deny that the hard core of a company's financial
records is the official corporate accounting records of management's
stewardship, This system has always rested upon historical cost
records of the transactions which have constituted the company's
business, To deny its significance is to deny the significance of
all business history, Undoubtedly the integrity of such account-
ing records is a necessary prerequisite to any work of interpreta-
tion,

Beginning in December, 1947, reaffirmed in Octcber, 1948,
and maintained through the present date, the American Institute of
Accountants "believes that accounting and fimancial reporting for
general use will best serve their purposes by adhering Lo the
generally accepted concepbt of depreciation on cost, at least until
the dollar is stabilized at some level,®l? The Institute coneluded
"that no basic change in the accounting treatment of depreciation
of plant and equipment is practicable or desirable under present
conditions to meet the problem created by the decline in the
purchasing power of the dollar.‘zo Since the Institute serves as
the voice of the accounting profession, these beliefs represented
the majority of the practicing profession. However;, this majority

has been decreasing in recent years.

1 ommittee on Accounting Procedure, Restatement and Revision
of Accounting Research Bulletips (New York: ~American Institute of
Accountants, 1953), P. OO.

201, 14,
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Chapter I referred to a survey of security aalysis in
regard to price level adjustments, Additional comments made by
the analysts are applicable to this section of the thesis. An
analyst said: "Price level? Oh, I suppose we plus or minus
mentally for it," Another commented that he was against tampering
with conventional financial statements by application of price
level adjustments.?l In lieu of adjusting for price level change,
one analyst proposed a fund statement, drafted with full cognizance

of its uses and 1imitationa.22

Such a statement might aid consider-
ably in solving some vexing analytical problems that arise when
the price level changes., %It might serve much better than price
level adjustments to fulfill the needs and wanis of those who use
the data that accountanis are expected to supply in financial
repcrts.“z3

Perhaps the basic reasoning behind the 0133’61::3 accounting
position concerning adherence to historical cost can be summarized

as followss:

1. Cost is definite and objective,

2lCharles T. Horngren, "Security Analysis and the Price
Ievel," Accounting Review (Octeober, 1955), p. 577.

22153d,, p. 581,

23&”., Po 5820
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2, The purpose of depreciation is to amortize
original cosht over a useful life,

3. Hope is maintained that the price level will
reverse itself and decline, thereby eliminating the
need for adjustment to recognige the change.

L, Adjusted figures might confuse the readers.

5. Historical cost bases are embodied in business
custom, law, tax statutzg, and Security and Exchange
Commission regulations,

A few brief comments are required in answer to the above state-
ments,

1, Cost is definite and objective, but the measure=
ment thereof is not,

2, Proponents of price level depreciation adjust-
ments go a step further, They say, amortize coct in
terms of current dollars over the useful life of the
asset,

3. If the price level goes up or down, the problem
of price level adjustments remains,

L. Compilation and interpretation of adjusted
figures probably would confuse some bookkeepers and
some readers, but use of unadjusted figures are only
less confusing because the purchasing power prcblem
is ignored,

5. Historical cost is deeply imbedded in all of these
categories and 1s today being promulgated in many institu-
tions of higher learning,

Steps have been taken to reflect current dollars in finan-
cial statements without complete departure fium the procedures and

postulates that have governed accounting for years. The acceptance

zh‘l‘hms H, Sanders, "Inflation and Accounting,® Harvard
Business Review (May-June, 1952), p. 51.
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of the LIFO inventory method, a departure from true historical cost,
is the most widely known and accepled revision made to reflect
current dollars,

Arthnr H, Dean, a partner of Sullivan & Cromwell, relates
the price level problem to the proolems of the 1930%'s in relation
to the gold standard, ", . ., our abandonment of the gold standard
was then done in the interests of maintaining a stable purchasing
power for the dollar as a standard of measure used in legal
relationships. True, il caused some confusion, but probably not
as great confusion as would have resulted if debtors had to pay
gold in a time of world-wide dapression."zs

When considering a basic modification of accounting
procedure one must ecritically review the practicality of making
the change. One must recognize that a modification of recoding
and reporting price level adjustments would be costly to the
companies initially in implementing the necessary techniques and
methods, The writer believes that such costs are justified since

the economy as a whole would benefit thereby.

2
SArtbur H, Dean, "The Relation of Law and Economics to the

Measurement of Income," Accounting Review (July, 1953), p. 330,







CHAPTER IV

WHAT REALLY HAPPENS WHEN PRICES CHANGE

During a period of time there are various finaneial changes
affecting each business unit, Many of these changes take place in
terms of current dollars, e.g,, sales, purchases, incurring
liabilities, payment of dividends, and so forth, However, there
are some changes which are not stated in current dollars, For
example, depreciable assets or inventories which were purchased
in earlier periods may be partially used or scld, Measurement
of these expenses in legal, but out-of-date, dollars will be
rendered inappropriate when prices have changed during the period,
The impact of changing prices may be severe, not only in the area
of fixed assets and inventories, but also becaise of the gains and
losges which arise fram the holding of monetary assets or lisbili-
ties fixed in price.

Conventionally accountants treat all changes as if they
occurred in legal dollars which did not change in value, When
prices change, accounting should not be iinited to merely matching
revenues and historical costs., All significant price changes
should be revealed so that current and relevant figures will be

matChEd. l

ISea statement by the Institute of Cost and Work Accountants,
London, England, in the Journal of Accountancy (March, 1953), p. 309,
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Price movements--both individual and average, The effects

of price changes are many and may not be accounted for in a simple
mamner, This is because the prices of all goeds or services in
the economy do not move uniformly nor in the same direction, The
dispersion of specific prices is often great; some move upward
while others move downward, This is due to the compound effects
of both changes in the money supply and changes in the economié;
desirability of various goods. However, there is some degree of
central tendency in the price movements, and i. is possible to
estimate an average change in all prims,z

It has often been mentioned that if all prices (including
all contracts in money terms) changed proportionately, there
would be no effect on anyone, The important point of such comments
is that all prices do not change proportionately; therefore, there
are gains and losses due to both specific and average price move-

lnen'b8,

Diatinguishit_;g between types of price changes, There are

two distinet problems involved when prices ew.3 One is caused
by the impact of changes in the relative values of individual
assets, The other is caused by the impact of a change in the

average price level, which in turn causes the measuring unit to

2A1though an index nunber (or some other measure of change)
is only an estimate of the magnitude of the changing price lewvel,
it is preferable to less informative, out-of-date, absolute dollars,

3John E. Kane, "Structural Changes and General Changes in the
Price level in Relation to Financial Reporting," Accounting Review
(October, 1951), pp. L96-502,
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change in size, The failure to recognize or distinguish between

the two types of prdblems seems to have led to a great deal of
confusion, It might account for the unsatisfactory solutions
which have been proposed so far, When prices change significantly,
both types of change should be recognized.

There are several types of income which may be distinguished
during periods of changing prices, "Management income" may be
defined as the difference between current revenues and current
coats.l‘ Another iype of income may be termed "price level income"
which consists of various gains and losses cansed solely by the
changes in prices. There are two aspects of price level income,
"One is caused by the gains or losses from holding assets which
rise more in value than the average rise in prices, The other
comes about by holding assets and liabilities vhose dollar amounts
are legally fixed, while the value of the dollar ehmg‘l.“s

When prices of goods and services change some become relatively

more valuable than others and a gain is yielded to those holding
assets whose values rise more than proportionately. Thus, the
money inccme is limited to the excess of the increase in the value

Sy113aed 4. Orahes, "Chingisg Price levils aid the Detorninee
iion, Reporting, and Interpretation of Income," Accounting Review
(Janmary, 1949), pp. 1526,

SDonald A. Corbin, Doctaral Disssrtation sbmitted to the
University of California in 1952, Excerpts were published in
Accountirg Review (Lpril, 1953)’ Pae 65.
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of an item over the increase in the general price level, The excess

is unrealized income and becomes realized when a sale or exchange

is made, The increase in the price of an item which is only
proportionate to the increase in the general level of prices is
not income; it is only an unrealized monetary gain,
Congsider the following:
a., An asset costs $350, 000
b. During the peried that the
asset was held its price
increased 50%

While the average price level
increased 308

¢. Its fair market value is now $525,000
The increase of $175,000 is not all income, but is partly a capital
adjustments

30% of the increase is a capital adjustment  § 52,500

70% of the increase is an unrealized gain 122,500
Monetary gain $175,000

The value released when the asset is sold will be $525,000. The
$52,500 unrealized price level income (which becomes realized when
the asset is sold) is not necessarily an amount which the company
should then distribute in the form of dividends, since the future
replacement cost of the asset may be high,

Sweeney divides the net gain, or loss, from holding fixed

dollar assets and lisbilities into realized and unrealized portions,
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The realized portion arises on the fixed dollar assets or liabilities

which are disposed of during the period of price t:hnngs.6 For
example, an $800,000 bond issue may have been retired during a
period when an index of price level rose from 100 to 150, A galn
of $400,000, measured in terms of current dollars, was realiszed
because the bonds were retired for $800,000 although this was the
equivalent of §1,200,000 in current dollars,

Unrealized gains, or losses, arise on fixed dollar assets
and liabilities which are still held at the end of a period in
which the value of the dollar changed. For example, a company may
hold a $50,000 investment in bonds made a year ago when the price
level index was 100, If the index stands at 125 at the end of the
period, an unrealized loss of $12,500 has occurred, The invest-
ment remains at a cost value of $50,000 whereas this cost would
be the equivalent of $62,500,

The index number problem. Although the construction of index

nusbers is outside the normally defined field of accounting, still
index numbers are needed by accountants to malke adjustments when
prices change. Since revaluation is too expensive and time-
consuming, index numbers serve as a relatively quick, inexpensive

(and probably more accurate) substitute in the revaluation prooesa.7

6&. W, Sweeney, Stabilized Accoumting (Wew fork: Harper
Bros., 1936), Chapter I,

"Rufus Wixon, et al., Accountants® Handbook (New York:
The Ronald Press Company, 1956), pp. 18-19,
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There might be a need for indices of specific assets and a general
index to permit the measuring unit, the dollar, to be uniform,
The latter will be discussed first because it presents special

problems when applied to a business,

A general price index, General indices could be chosen |

which would measure change in the value of the dollar from the
point of view of an individual stockholder, the business entity,
or the total economy, Although a business firm is an association
of individuals, each stockholder has a different standard (and
therefore cost) of living. Theoretically real income should be
calculated for each person, but of course, this is not feasible
in practice,

When considering the value of the dollar to a business,
each firm would require a special index, since each has different
ugses for its dollar. These uses are unknown in part and vary over
time., The construction oi index nwers would involve estimates
and value judgments in weighting, Thus, an objective and verifiable
measurement of the changing value of the firm's dollar is impossible,
Farthermore, this type of measurement would make comparisons among
firms difficult,

Shall the use of a general index of the price level be
rejected because it doesn't fit the case of a business as an

association of individuals or as an entity? The answer is no.
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The use of a single objective index

Prices have changed too mxc!:\.'8

will at least provide a rough measure of the change in the value of
the dollar in general. When arguments are advanced that index
nunbers are imperfect measures of change, these merely emphasize
the need to remove the imperfections, They do not argue against
the use of index mumbers,’

The remaining alternatives are, therefore, an index which
measures prices for the economy as a whole or on an iixdnstry.
Although not specifically applicable to any person or business
entity, such an index will serve as a scale of change against
which items and firms may be compared, Fortunately there is a
central tendency in price lomnta;m therefore one can be

certain that the adjustments are in the proper direction,

Specific indices. Specific indices related to capital goods

sub ject to depreciation are often proposed as being more favorable
when adjusting for price level changes. Those who favor a specific
index, in lieu of a general price level index, are of the opinion

that the replacement of the capital goods being depreciated is the

8‘l‘able I of the Appendix,

FMaurice Moonitz, "Adaptations to Price level Changes,"
Accounting Review (April, 1948), p. 1LO.

mw. A. Paton, Advanced Accounting (Wew York: Macmillan

Company, 1941), Chapter 33.
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primary purpose of adjusting the depreciation charge. By using a
specific index the price level change applicable to the capital
asset involved could be more accurately measured, Thus, an asset
whose price was moving faster, slower, or oppesite to the general
price index, could be adjusted for its specific price level change
and the adjustment would not be distorted by the average price
level change,

The objective of such specific indices would be to approxi-
mate the value of the assets based on their earning power, The
depreciation and eventual replacement of the assets would be based
on such an approximate value. If no established competitive
market exists for the item, it may be necessary to use replacement
cost for its value, This would be prefersble to cost if it is
certain that there is a wide variance between the two. As
previously noted, actually it is the veplacement cost of the
- services used (not future specific replacement costs) which is
relevant for income computation, This means that one must be
wary of this method if technology has changed greatly,

Specific indices are available fram various :mrc-s'n
Foreign governments have often decreed which indices might be used
for tax purposes, Also, the United States Government publishes

u&rthur H, Coleézneasnres of Business Changes (Chicagos

R. D, IZ'win, 1952)’ Pe 4
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many indices of both a national and regional character,

General price index favored., The writer favers the use of a

general price index when adjusting for price changes in the
procedures of income determination, The use of a general price
index is consistent with the theory of price~level depreciation,
as discussed in Chapter IIL, Among the factors supporting a

general price index are:

1, The cost of replacing specific plant assets,
or whether they will be replaea, is irrelevant to

the depreciation and price index problem., What is
relevant is the current cost of getting new productive
agents in the business to take the place of the service
benefits that have currently expired,

2., Management has the responsibility for the subse-
quent expenditure or reinvestment of funds recovered
through depreciation. Therefore, the depreciation
charge should be the same regardless of whether the
funds are spent for replacement of plant and equipwment,
or for other investmentsj are funded, or are distributed
to the ouners., A specific index would be used for the
purpose of replacing plant and equipment only.

3« Better comparability of the items comprising the
determination of income would be achieved by using a
general price index in computing the depreciation charge.
Sales, expenses, and inventory costs are expressed in
terms of a general price level; therefore, to be consistent
and permit better comparability, the depreciation charge
should also be reflected in terms of a general price level,

i, Net income of a business should represent purchas-
ing power, Reported net income is analyzed, studied, and
forms the bases for decisions of management, labor, stock=-
holders, ete, Therefore, if the reported net income
represents general purchasing power, all groups will be
better informed since an average purchasing power is
reported,






51
Most prices have at least doubled in the past two-and-a-half
decades, Such a change makes it imperative that dollars of earlier
years be adjusted even though an index of the change is not perfect,
One can feel confident that this is preferable to using irrelevant

historical cost figures,

A new general price index needed, At present there is no

index availsble to serve adequately the purpose previocusly discussed.
The implicit price deflators for gross national product]'z might be
suggested, but they are not available monthly, without time-lag,
which i1s a requisite to the problem, Hence, it must be suggested
that a new index of the general price level is nceded. Frequency

of reporting is needed in order to reduce the time-lag, It should
be constructed by qualified statisticians if accounting methods

are to make general use of the index, Uovernment sponsorship,

such as allowing use of the index for tax purposes, would rapidly

advance its developnent.B

12(.’.1‘09:: national product deflators were developed by the
Nat ional Income Division of the Department of Commerce, The deflator
is obtained by taking the quantities of goods and services produced
in that year and comparing their total cost in that year with what
their cost would have been valued at the prices prevailing in the
base year, 1939. Thus, the gross national product deflator of each
year is based upon the relation of the cost of goods and services at
base-year prices. See A lement to the Survey of Current Busginess
National Income (Washington, D. C.: Us 8. De nt of Commerce, 1951),

Bpusiness Profits--~Fact or Fable (Chicago: Business Execu=
tives' Research Council of Greater Uhicage, and Northwestern Univer-
sity, 19511); Pe 253‘
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Meanwhile an approximation of the general price level can
be used in adjusting financial statements, The Conswmer Price
Index or the Wholesale Price Index are possible choices, Both are
available monthly, The Consumer Price Index appears to be better
suited as an index for adjusting fin_ancial statements, The index
of wholesale prices does not measure the general price level or
the purchasing power of the dollar since it "excludes some classes
of commodities, i.e,, real estate, sescurities, services, etc,,
which are factors in the 'general price lanl'."m On the other
hand, the Consumer Price Index is used in some industries to
determine the level of wages. This index also reflects dollars
everyone pays and is not affected by price fluctuations of goods

which are truded on speculative commodity exchlngcs.ls

Using index numbers for financial statements., A procedure

uging index numbers for restating "out-of-date" dollars on
financial statements would require the following information:

1. Historical cost, date of acquisition, and
estimated life of the asset to be revalued,

2, The level of some appropriaste index of pricege=

a, At the acquisition,
b. At the revaluation date,l6

51 atistical Abstract of the United States, 1957 78th
Annual EdTTen (U, S, Department of Commerce, Washington, D. C.);
Ps

Bnyiq,

léwixon, op. cit., pp. 18-19,
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The factors would then be formulateds

Historical cost index at revaluation date - ,.; %
*fadex st acquisThion date | Lojusved asse

If the agset is deprecisble, the depreciation would be computed on
the adjusted asset value over the remaining life of the asset.
Income would thereby be charged with a current, realistic deprecia-
tion charge, This method was followed in the computations of

Table IX of the Appendix.







CHAPTER V
CASE STUDY OF THE STELL INDUSTRY AND THE RISING PRICE IEVEL

The steel industry serves as a prime example of the dangers

1 fhis industry has a large investment in

inherent in inflation.
long-life fixed assets. Powerful labor unions are present in the
industry, An expanding economy demands more and more steel,

These three factors have plaéed the steel indusiry in a precarious
position during the period of the rising price level. The impact
of inflation was felt by rising costs and shrinking profit margins,
and, at the same time generated the need for a substantial increase

in profits to be reinvested by the industry,?

Characteristics of the industry. When one reviews a finan-

cial statement of a steel corporation, he readily notices thai the
relatively large proportion of the corporation's assets are in
plant and equipment. Approximately half of the assets of a steel
corporation are in long-term fixed assets., The average life of
steel facilities and plant is twenty-iive years, which means the

invested capital will be recovered at the rate of four per cent per

]'Thcma.s H, Sanders, "Inflation and Accounting," Harvard
Business Review (May"\hm, 1952), Ps 500

Roger M, Blough, "Inflation as a Way of Life," An address
before the National Editorial Association, November 9, 1956 (United
States Steel Corporation, 1957), p. 8.
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year, However, for the past ten years only thre«an&-cne-half per-
cent has been recovered per annum because of the shrinking value
of dollar depreciation, Therefore, to stay-even the steel industry
will have to spend millions of dollars per year.3 Expansion is in
addition to this requirement, W. A, Walker projects expenditures
Lo stay-even if prices increased at the rate of seven per cent per
annun, He states that costs in the steel industry have been
.increasing at the rate of seven per ceni per annum on the average
since 1940; he concludes that to replace a faeility after twenty-
five years of such increases, it would take $63,25 for every dollar
invested ab the beginning of the twenty-five year period,’ Although
the rate of increase in the preceding example may be questioned, the
example illustirates the significant amount of funds required to
replace present facilities at today's price level, Regalar deprecia-~
tion (straight-line) would provide only the number of dollars
originally expended, not the purchasing power originally expended,

Replacement of present facilities is only part of the problem

6

Benjanin F. Fairless, "Inflation, Depreciation, and the Steel
Industry," The Commercial and Financial Chronicle (May 31, 1956), p. 30.

bpable IV of the Appendix presents these data in tabular form.

SH. A, Walker, "Inadequate Depreciation in the Metal Manufac-
t;u;éi:;g Indgstry," A technical paper (United States Steel Corporatiom,
19 ’ pc a

6D)j-d A p. 6.
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facing the steel industry, Annual capacity as of June, 1957, was
133 million tons; the industry sees the need for a capacity that
can produce 160 million tons by the early 1960*s,’ The funds for
replacement and expansion will come from borrowings and reh_:vestod
earnings, |

Contained within the Appendix is a graph (FIGUEE I) illus~
trating long-term debt and stockholders' equity in relation to
ingol capacity of Inland Steel Company. In order to increase
ingot capacity 60 per cent, long-term debt had to be increased
125 per cent and stockholders'squity 175 per cent, "Due primarily
to inflation the increase in funds invested in the Company since
1946 has been far more than proportionate to the expansion of our
steel capacity."a

Borrowing may be justified for profitable expansion, "but
borrowing to cover erosion of capital is one of the best ways of
going broke that I know of, Most steel companies do not have the

capacity to borrow at the present time 7

Borrowing is only a temporary solution at best since it must
be repaid from future earnings., Russell Peters, Financial Vice=

?"How Steel Will Change America," U, S. News & World Report

(June 7, 1957), p. 78,

8 mland Steel Company, Annual Report, 1556, p. 8.
9

Fairless, op. cit., p. 3L,
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President of Inland Steel Company, statess YActually, there is
on.:Ly one source of funds for securing the amounts needed to supple=~
ment inadequate depreciation allowances and for maintaining present
capital intact--canstantly higher prices,"'® Peters conclades that
the key to the whole preblem for steel's money is in the way depre-
cistion is handled for tax and financial statement purposes; many
other prdblems of financial significance would correspondingly be
greatly dissipated.u

Although higher prices for steel may provide funds to supple-
ment inadequate depreciation, the basic problem will not be alleviated,
Higher prices would add to inflation, thus enlarging the prdblem,
Misstated depreciation allowances not only affect the funds of the
companies but also mislead the investor and the wage earner,

As previously mentioned, a factor in the steel industry's
problem with rising prices is that of powerful labor unions, ILabor
often bases its demands for more wages on the profits presented on
the published financial statements., However, do these profit figures
represent "real profits? If not, lsbor's demands are for more than
its fair share. Wage increases must be earned by increased produc-
tion; unearned wage increases serve only to fan the {lames of

inflat ion and can ultimately benefit no one. Robert Tyson, Chairman

10husse1l In Peters, "Steel's Money Problems," An address
before the American Steel Warehouse Association," May 9, 1957
(Inland Steel Company, 1957), P. 1k

U 14,, p. 16,
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of the Finance Committee for United States Steel, surmizes: %, . ,
employment cost inflation (in the steel industry) has averaged
seven to eight per cent per annum. With an increase in national
productivity averaging two to three per cent per amnum, a cost=
covering price level increase of some five per cent is the
inevitable result,"1?

Thus far in Chapter V the problems confronting the steel
industry as a result of the rising price level have been discussed,
Farther study of these problems will be presented by analyzing
production and discussing the areas contained in financial state=
ments most sensitive to price change--inventories and depreciation,

Production of the steel industry, Production of steel is

measured in ingot tons, Annual output has increased with the
growth of the nation and the economy to the point that in 1957
approximately 110 million tons were produced.’ To determine the
effect of the rising price level on financial ctatn?nta of the
steel companies, production must be related to significant items
reflected on the financial statements., Table VII of the Appendix,
"Financial Analysis of the Steel Industry," presents significant
factors of production and the financial results of the production

lznobert Ce Tyson, "Our New Kind of Inflation,® An address

before the National Industrial Conference Board, May 16, 1957
(United States Steel Corporation, 1957), p. 1l.

D“Bow Steel Will Change America," op. cit., p. 81.
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for 1956 compared with that of 1955, Comments regarding these data
compose the following four paragraphs,

During the year 1956, when compared with the preceding year,
the capital required per ingot ton capacity increased three per cent,
or fram $77,77 to $80,28, inclading a slight increase in long-term
debt,

However, income for 1956 represented 11,30 per cent of capitali-
zatlion compared with 12,07 per cemt for 1955, Similarly, the net
earnings per common share decreased from $6,90 in 1955 to $6,6k in
1956, ,

In summary, the sbove statistics indicate thai the increasing
capital requirements of the industry produce a larger income per ton
produced 3 howevezf, the return to the common shareholder is decreasing
because of increasing operating expenses and a larger number of
common shares,

The effect of the rising price level is not clearly reflected
in the above statistics, Both the Consumer Price Index and the Whole=-
sale Price Index increased during 1956 by 1.5 per cent and 3,1 per
cent respect‘.i:mly:.l'h The employment costs of the steel industry

increased approximately 7 per ccnt.ls However, the provision for

u"l‘he Consumer Price Index for 1956 was 116,2 as compared with
the 11h,5 for 1955; the Wholesale Price Index increased to 11,3 in
1956 from 110,7 in 1955, Indices from Survey of Current Business
(February, 1958), U. S. Department of Commerce, ps 23s

15, 32nd Annual Financial Analysis of the Steel Industry,®
Steel (April, 1957), p. 58.
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depreciation inereased only three tenths of one per cent, Dividends
per share of common stock increased approximately fifteen per cent
for 1956 when compared with :I.955,:"6 These factors-—an increased
rate of dividends, a rising price level, a depreciation charge that
lags behind this price level, and the resulting taxation of over-
stated income--tend to reduce the real capital invested in the
steel industry, Such a reduction is not revealed in the financial

statements because of the overstatement of reported earnings,

Rising prices affect inventory. Recognition has been given

to the effect of the rising price level on inventories, &Since the
cost to replenish inventories is a current cost, the cost of the
inventory charged to operations should also be a current cost, To
accomplish this the steel companies have resorted to the Last-in
First-out method of recording inventories,! This method enables
current inventory costs, rather than understated past costs, to be
charged to operations,

LIFO is an acceptable method for tax purposes. The Internal
Revenue Service accepted the LIFO method for federal income tax
purposes in the early 1940's. The federal income tax, as far as

the effect of inventory is concerned, is computed on real net income,

lblbid., pe 58.

17Annual reports of the steel companies detailed in the

BiblioQggz all note that inventories were carried on a lLast-in
irst-out basis.
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Tax laws, however, do not recognize a similar situation in the area
of fixed assets, Depreciation of the fixed assets is not recognized
in terms of current costs, but in a composite amount of past costs,
If the premise of the LIFO concept is valid fer short-tem assets
it should be equally valid for long-term asseis,

Rising prices affect depreciation, Inadequate depreciation

allowances have been recognized by the steel industry., The industry
recognizes that costs are not properly stated and that the real
values being consumed daily in the production of steel are much
greater than evidenced by historical cost, Taxing authorities, too,
are aware of the problem, but they have not, as yet, been willing
to deal with it realistically,’S

The problem arises out of the great increase in the cost of
capital assets that must be purchased to replace those thai wear
out in order to maintain existing capacity and to continually
increase the efficiency of steel-producing equipment., %Table V of
ihe Appendix, "Specific Fixed Cost Increases," reveals that the
compounded rates of increase in cost per year range from L.4 per
cent to 19.6 per cent per year.lg Yet, depreciation is calculated

on the cost in the year of acquisition and thereby is inadequate

18
Russell L, Peters, "Industry's Inflated Replacement Costs,"
An address before the Security Analysts of San Francisco, November
15, 1956 (Inland Steel Company, 1957).

19Wa1ker, op. cit., p. 7.







to provide the funds equivalent to the capital used up., The
inadequacy approximates the yearly compounded rates of increase
as mentioned above, Ernest 7. Weir, Chairman of National Steel
Corporation, states that the eight leading steel companies
reported earnings for 1956 averaging fifteen per cent on investment,
"However, if proper depreciation had been charged by the industry
the earnings would have been elevcn-and-cﬁe-hnlf per cent on invest-
ment rather than the fifteen per cent reporbad."’zo This misstate-
ment of earnings, caused by not recognizing the effect of the
changing price level on depreciation, misleads the public, the
owners of the industry, labor, and other ﬁtemsted parties,

Few people realize the extent of the deficiency in deprecia=-
tion.Zl United States Steel has calculated the nusmber of dollars
of "wear and exhaustion" that would have been needed in each year
since 1939 to equal the portion of the buying power originally '
expended which was used up in each year's production, In every year
since 1939 the depreciation rct_:md failed to equal that needed
for recovery of buying power. "The seventeen year aggregate

deficiency was $904 million, The federal income tax paid, as a

z%rmst T. Weir, "Steel Expansion: The Problems Involved,"
An address before the New York Soeciety of Security Analysts, March
22, 1956 (National Steel Corporation, 1956), p. 12,

Sore extont by shiieh deprwbintioy Dhsed on histortiel detisve
must be multiplied to recover constant purchasing power is illustrated
in Table VI of the Appendix, Various rates of yearly inflation
combined with various eIives of assets are used as examples.
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result of treating this deficiency as income for tax purposes,

agzgregated $608 million, twenty-two per cent of the taxes paid."zz

Rising prices affect income taxes. Income is illusory to

the extent that depreciation based on current dollar values exceeds
depreciation based on historical cost. The imposition of tax on
this fictitious portion of "income" resulis in a capital levy. The
2608 million for United States Steel and analegous amounts for all
other companies, large and small, may be regarded as the hidden
increase in the tax rate on true income, ~From the latter viewpoint
it is highly inequitable because it results in a burden for those
industries or companies which require relatively heavier investment
in longer term facilities than the average for all hﬁuatry.23
Through the years of World War II, under the provision of
the Defense Production Act of 1940, a part of the steel industiry's
facilities were being amortized for tax purposes over a sixty-month
period to allow recovery of the capital invested more rapidly than
was normally permitted for tax purposes. A sinilar provision was
enacted at the beginning of the Korean War in 1950. "Certificates

of Necessity" were issued to companies engaged in necessary defense

work,
®%ynited States Steel Corporation, Anmual Report, 1956, pe 26.
(See FIGURE II of the Appendix, which grapnically presents these data.)
23

]bid., Pe 27-
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As the second of the five-year accelerated depreciation
plans was declining in importance to total depreciation charges,

the Internal Revenue Code of 1954 was enacted, Section 167 of

the Code allows accelerated depreciation for tax purposes, The

" Sum=of=the-Years-Digits" and the "Declining-Ealance" methods
were authorized.zh These provisions of the current tax law were
enacted to permit investment to be recouped in a shorter period
of time, thereby reducing the impact of a changing price level on
the capital invested,

Although accelerated amortization and depreciation have thus
proved effective,25 it must equally be recognized as a temporary
expedient, For many companies the addition of amortization on new
facilities to so-called regular depreciation on old facilities may
approximate, temporarily, a truer total of wear and exhaustion on
all facilities based on current dollar values. However, it auto=-
matically guarantees something of a future crisis,

Table IX, "Effects of rederal Income Tax" (in the Appendix),
illustrates the tax effect on a hypothetical company during an
inflat ionary trend by comparing accelerated depreciation methods

with price level depreciation. Two long-term assets serve as the

zh&ction 167, Internal Revemue Code of 195L.

2
SHote FIGURE II of the Appendix, The accelerated depre-
ciation and amortization provided a large part of the needed
provision for United States Steel.
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example in showing that accelerated depreciation does not accomplish
the intended purpose of price level depreciation if it were allowed
for tax purposes, Although the example is limited to two assets,
the resulting taxes paid illustrate that accelerated metheds of
depreciation are not satisfactory solutions, The taxes paid over
the life of the asset, under the accelerated depreciation methods,
are baged on income charged with only the original dollar cost of
the assets, As a result the taxes paid exceed those that would
have been paid if price level depreciastion were allowed for tax
purposes, These excess taxes represent a levy on capital because
they are not taxing real income. Regardless of the degree of
acceleration, “speeded-up" depreciation methods recoup only
original dollar investment. Price level depreciation, however,
recoups the buying power of the original dollar investment.

As illustrated by the case of the steel industry, deprecia=-
tion charges not reflecting current costs are more than a theoreti-

cal problem; its implications are far-reaching to all parts of the

economy.

Financial statements of the industry. Financial statements

are used by management, stockholders, prospective investors, labor,
creditors, and government, The prineiples upon which the financial
statements are based must enable the statements to report the facts
fairly to every user of the statements. GSelected annual reports

of steel companies illustrate where present financial statewents are

not fairly reporting pertinent data,
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Anmual reports to stockholders of steel companies, as listed
in the Bibliography, are typical of the industry and are similar to

other corporate annual reports, These reports contain financial
statements showing results of operations for 1956 and the financial
condition of the company as of the year ended December 31, 1956,

A review of these financial statements emphasizes three points
applicable to the effect of the changing price level on financial

statementss

1. Statements of income reported current costs with
the exception of depreciation charges, Depreciation
charges were a group of past costs being matched and
compared with current costs and income, For example,
United States Steel reported "wear and exhaustion of
facilities" of $277,598,963, or approximately eight per
cent of tota]l costs, This amount was understated by
$67,000, which would then account for approximately
nine per cent of total cost,27

2, Presentation of the conventional balance sheet
has changed in recent years, Many companies do not show
the total of the assets and the corresponding figure of
total liabilities and net worth, The companies that
presented these figures in statement form did not label
them, The balancing figures are not representative of
total assets as stated in today's dollars, or as stated
in any other constant unit of measurement. The same is
true for total liabilities and net worth. Therefore, to
label the totals would be misleading because the numbers
themselves are misleading,

3. Comparative results are presented below based on
the Annual Report of United States Steel for 1956. The
table illustrates the effect of a major problem caused
by a changing price level, ;

26p,14., p. 28,

STPIWRE II of Appendix shows deficienc
y of depreciation
charge from 1940-1956, :
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Adjusted for
Depreciation
Based on the
1956 Price
Level (Tax Law If Tax Law
As Reported Not Recogniz- Recognized
to Stockholders ing Adgustmntz Ad justment
28
Income before taxes § 679,098,916 $ 612,098,916 $ 612,098,916
Taxes on income 331, 000,000 331, 000,000 296,516,000%7
Net income & 348,098,916 $ 281,098,916 $ 315,582,916
Dividends declared 170,103, 878 170,103,878 170,103,878
Income reinvested
in the business g 177,995,038 g 110,995,038 ¢ 145,479,038

28‘1‘he Company has for a number of years followed the policy

of reflecting accelerated depreciation on the cost of new facilities
in the first few years of their lives when the economic usefulness
is greatest, Therefore, the $67,000,000 price level adjustment is
in addition to and independent of the accelerated depreciation.

29I1‘ the tax law were revised to permit a deduction of
depreciation based on the 1956 price level the taxes would approxi-
mate the amount calculated below:

Understatement of depreciation per Annual

Report of United States Steel $ 67,000,000
Corporate federal income tax rate for 1956 52%
Tax saving attributable to adjusted

depreciation ¢ (3L,840,000)
Taxes before depreciation adjustment 331, 000, 000

Taxes on income after depreciation adjustment § 296,516,000
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Under the present tax law, regardless of whether the adjust-
ment for the change in price level is made, the income actually
reinvested in the business is the same. One method is informative--
the other misleading,

While the adjustment of depreciation admittedly loses much
of its value if disallowed for tax purposes, the question remains
whether management is justified in adopting it for its own account=
ing in the absence of tax benefit, The writer believes it is.

A proper accounting of depreciation is essential for the
correct determination of costs, and consequently, of net income,
The overstatement of profits inherent in original-cost deprecia-
tion at the present time not only gives the impression to the public,
including organized labor, that the enterprise is making more than
it really is; because of stockholder pressure it is likely to lead
to dividend payments that would not occur if the true facts were
recognized, Moreover, the understatement of costs may lead to the

underpricing of the product,.







CHAPTER VI

USEFUL FINANCIAL STATEMENTS ESSERTIAL

FOR A DYNAMIC ECONOMY

A new kind of inilation, During World War II the United

States'economy experienced the old phenomenon of money increasing
far faster than the marketsble production on which to spend it.,

The material result was an upward inflationary pull on wagés and
prices despite wartime controls. This could be understood as
inflation originating in monetary and fiscal policy deemed nece gsary
in wartime. It is in the years since the war that evidence has
accumulated that a new kind of inflation has developed.

The new kind of inflation appears to be cost inflation pushe
ing prices up, rather than price inflation pulling up costs through
competitive bidding for materials and manéour. "We might think
of it as a new 'cost-push' type of mthtion."l

Prices evidence the new kind of inflation, Following previous
great wars prices declined from the inflated level of the last war
year., The record since the close of World War II has been quite
different. As evidenced by the indices published by the U. S.

1

Robert C, Tyson, "Our New Kind of Inflation," An address
before the National Industrial Conference Board, Hay 16, 1957
(United States Steel Corporation, 1957), p. 2.
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Department of Commerce, instead of a downward adjustment there
has been further marked inflation for more than a decade follow-
ing the end of the war,

The evidence of wage-cost inflation is even more disturbing
and impressive, Both World Wars gave impetus to wage inflation,
The impetus carried on for two years after the close of World War I
and then stability reappeared., A decade later, in 1929, the average
wage in the steel industry was within one or two per cent of the

1920 level, 2

The experience after World War II has been vastly
different, Each year since the end of the war wage inflation has
continued,

While it is not within the scope of this thesis to analyze
the recent inflation a few comments are in order since the temms
“cost~=push” and "wage inflation"™ might be misnomers.

Description of the recent inflation as a "cost-push® infla-
tion is based primarily on the relationship of wages to productivity.
Increases in productivity have the effect of reducing the quantity
of labor needed to produce a unit of produet; if the increased
price of labor does not more than offset the reduction in quantity
of labor, then there is no need for the price of the product to be
increased, However, as illustrated on FIGWRE III of the Appendix,

average hourly earnings of factory workers have advanced more

2
]bid.’ Ps 3¢
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rapidly than productivity, particularly since 1950, Although the
Bureau of Labor Statistics' estimates of productivity are limited
by the assusptions and procedures used in their compilation, they
are indicative and approximate the trend of manufacturing produc=
tivity.3

J. W. Garbaring of the University of California, interprets
the Bureau of lLabor Statistics'! estimates as an increase in output
per man-hour ranging between three and three-and-one-half per cent
per year since 1953, He estimates that total employment costs
(hourly earnings plus fringe beneiits) have increased about five
per cent per year during the same period., He concludes that at
least part of the price increase, as illustrated in FIGURE IV of
the Appendix as the wholesale price of finished goods, was atiri-
butable to the pressure of wage increaau.h

Organigzed labor is not the entire cause of recent large wage
increases, Business management has tended to avoid interruption
of production and has, therefore, granted larger wage increases
at the bargaining tables to permit production to continue without

interruption., Hanagement has been more willing to avoid interruption

3J. We QGarbarino, “Wages, Productivity and Inflation,"

Hanagement Record (August, 1957), p. 266,

hl‘b id., p, 267,

5I.ala:nd Hazard, "Management Action on Wage Inflation,®

Management Record (August, 1957), P. 273.
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because of the overstated profits caused by the rising price level,
With the present tax rates management realizes that the government
will pay, in effect, filty-two per cent of the wage increases,

One must recognize that it is difficult to determine if
costs and wage increases are causing inflation or if they are
being caused by inflation,

Prospects of a contimuing "new kind of inflation® are not
accurately predictable, Basically the problem is not how to live
with the inflation but of obtaining an adequate analysis of the
problem and then seeking a remedy, Such a remedy must realize
that the injustice of inflation is that it afflicts different
economic groups very unequally. This fact should always be taken

into account when remedies are sought, but commonly is nob.6

Government's economic policies. Fiscal policies of the

federal government must be continuously revised to be compatible
with the dynamic national economy, These policies must recognize
the changing economic framework, Principally, the Federal Reserve's
monetary policies, the national debt, and the taxation laws deter-
mined by Congress are the policiss that have the major impact on
inflationary pressures,

The Federal Reserve is obliged to limit credit when increased

6Tbomas H, Sanders, "Inflation and Accounting," Harvard
Business Review (May-June, 1952), p. 57.
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demands by borrowers would add greatly to inflationary pressures
without adding to the supply of go:>ods.7 Operations of the Federal
Reserve in creating or extinguishing bank reserves exert a powerful
influence on the flow of credit and money. These operations are
discount operations, open market operations, and changes in reserve
requirements, The first two are generally more flexible and more
adaptable in short-term changes in credit and monetary conditions
than the third, The timing of the use of all three methods and
their coordination are of extreme importance in Federal Reserve
policy during periods of changing pri.t:ea.8

Help in the fight against inflation could be rendered by
the federal government by learning to live within its income.
Deficit spending in periods of inflation greatly adds to inflation-
ary pressures, whereas by creating a surplus, part of the money in
the economy that is causing inflation is extracted,’

Congress could also help, especially by enacting tax laws
that tax only income and not capital. "Business will perform its
tasks if given the right kiﬁ of government backing, It cannot

7"Crcaep:l.ng Inflation: The Pickpocket of Prosperity,"
Business Review (August, 1957), p. 1l.

8he pederal Reaerva m, (Washington, D. C.: Board
of Governors o é rve System, 195&), Pe 3L,

9"Creeping In.flatim," 2. 23:20, Pe 12,
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perform them if it is obstructed by policies which are designed
deliberately or unwittingly to destroy private enterprise itself."lo
In the absence of assistance from Congress, businessmen can work
together in reforming accounting practice to recognize that portion
of our wealth which constitutes capital and that portion which
const itutes income, with the view to maintaining capital intact

11
and limiting consumption to only a portion of income,

Informative financial statements, Disclosure of pertinent

and truthful data in financial statements is essential for a
progressive and dynamic economy, The accounting "principles" upon
which these financial statements are based musti be sub jected to
continued review to assure those that are utilizing these financial
data that the data are accurate and that the statements disclose
the pertinent financial facts, Such a review is the responsibility
of the accounting profession, Had this responsibility been accepted
in the past the effects of the changing price level would be
disclosed in today's financial statements,

Data that are reported in financial statements are interpreted
and used by management, investors, lasbor, government agencies, and
the general public in making important decisions, Since the United

loSanders, OP. S_jﬁ., P 58.

uPercival Brundage, "Price lLevel Changes~-Effect on Income,"
Journal of Accountancy (February, 1952), p. 190,
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States' economy is diversified and interrelated, the decisions made
by any one of the above groups directly or indirectly affects every
other group.

Unless the data as reported in the financial statements
reveals the "real" status of net assets and net income, management
might incorrectly price its product, labor might demand unjustified
wage increases, investors might unwisely invest their capital,
government agencies might levy unfair taxes, and the general public
might support policies that are detrimental to a high standard of
living,

Informative financial statements are imperative,

Useful financial statements for the steel indus’tq. As noted

in Chapter V, financial statements of the steel companies do not
adequately report the effect of the changing price level, Many
non-accounting problems confronting the industry are in part
attributable to financial statements not reflecting the changing
price level,

An expanding economy, a steadily climbing standard of living,
an increasing population, a tense international situation, all point
to the demand that will be placed upon the steel industry in the
1960's for increased production, Unless the steel industry can
expand its capacity to produce the necessary steel, the growth of
the economy and the American standard of living might be retarded,
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Before additional capacity can be added, the existing plant
must be maintained by replacing worneout equipment., Conventional
depreciation charges against income do not recover the purchasing
power of the investment in plant, Consequently management must
supplement the funds provided by depreciation by allocating a part
of the earnings for the replacement of existing plant, Such an
allocation thereby limits the funds available for expansion,

Since earnings must be used in part to replace plant and
equipment that are wearing out, and since new capital will not be
readily available, the steel industry needs financial statements
that report economic facts as they exist; not as conventional
account ing principles report them, With factual financial state-
ments the public and the taxing authorities will be apprised of
the serious obstacle to the steel industry's expansion, which will
provide a basis for intelligent legislation to tax only real income
and not capital. Labor will also be apprised of the real income
of the corporations which will enable the unions to base wage
demands on real income, not on overstated income caused by rising
prices against which inadequate provisions in expense accounting
have been made,

Conclusion, It is apparent from the evidence presented in
this thesis that financial statements, prepared according to present
accounting practices, do not report curremt costs or current income,

This failure to reflect changes in the purchasing power of the dollar
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in financial statements has caused undesirable social and economic
effects, wWithout adjustment for price level changes, basic manage-
ment decisions such as pricing and investment may be based on
erroneous cost data that reflects past dollars., OUn the basis of
published financial statements, employee groups have often concluded
that ample profits were earned from which wage increases could be
paid without necessitating price increases, Stockholders have
frequently expressed dissatisfaction with the current rate of divie
dends and have pointed to the large retained dollar earnings as a
source of cash dividends.

Accounting problems occasioned by the recent inflation will
undoubtedly continue in the future. Similar problems arise during
depressions, Accountants and businessmen who are concerned with
the preparation of accounting reports need a unified concept of
business income, and should know how to implement it when prices
are changing. This is an area calling for continued education of
accountants and businessmen,

Greater significance, comparability, and accuracy in financial
reporting would be attained if financial statements reflected the
changing purchasing power of the dollar., The benefits that would
be derived for the economy as a whole will far outweigh the initial
difficulties likely to be encountered in implementing financial
reporting based on costs adjusted for price level changes. It would
be advisable for all companies to adopt the revised method of
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financial reporting at the same time, Comparability and full
disclosure would be attained consistently throughout the economy,
Without this, even more misinterpretation of financial statements
is likely to occur,

Appropriate changes should also be made in tax laws to allow
the use of adjustments to historical costs by means of an index of
the general price level, DBusiness enterprises would be treated
similarly by coming closer to taxing real, economic incame, thereby
preventing the confiscation of capital,

The implications of revised reports are far-reaching., Account-
ing problems of inflation and deflation are a part of the broader
ones of changing prices in general, If businessmen and accountants
succeed in adopting a method of reporting which approximates a
measure of real income, it may be a great stride forward in solving
some of the non=~accounting problems of price changes.

It seems proper that a meaningful approach to income determina-
tion should be initiated by the supposed experts in this area=-the
accountants, An analysis of the implications of a revised concept
of accounting income is beyond the scope of this thesis; it will be
for others to study the results of reporting currently the effects
of the changing price level. It is the responsibility of management
and the accounting profession to take the initial step by presenting
realistic current data in financial statements,
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APPENDIX A
ROL: O THE SLCURITIES AND EXCHANGE COMMISSION

The Securities Act of 1933 and the Securitiss Exchange Act
of 1934 require for various reasons presentation of finaneial
information in conformity with standards of disclosure set up by
the Securities and Exchange Commission., Among other things the
Comnission requires is that provisions for depreciation and deple-
tion be clearly reflected in financial statements,t

The securities acts are designed to protect investors by
mak ing available to them information from which they may better
Judge the value of securities offered to them or which they'
already hold. A corollary of this is, of course, the protection
of investors against false or misleading information on any
material fact. Many believe that for these purposes realistiec
reflection of earnings or net income of a corporation requires
adjustments for changes in the value of the dollar since CoMmparis=
son of values at different dates is involved, This would include
making such an adjustment in measuring exhsustion of physical

property during a given accounting period and making provision for

lSee Regulation S-X Rules 3-20 (e¢), 5,02 (1k), S5.0L, issued
undzr the Securities Act of 1933 and the Securities Exchange of
1934,







such exhaustion.2

As yet, the SEC has issued no rule requiring adjustments
{for change in the value of the dollar nor has it disapproved for
lack of such adjustment any financial statements submitted to it
as part of registration statements and prospectuses or as part
of Form 10-K in annual reports. On the contrary, when United States
Steel Corporation in its 10<K reports for 1947 and 1948 attempted
to provide for changes in the value of the dollar in determining
provisions for depreciation, the SEC refused approval, although
it has approved depreciation provisions in an egual amount when
explained as an acceleration of a portion of the unadjusted
original cost, taken as an operating expense in the particular
year, The company subseqnentlybaond'd its accounts to conforam

to this view,

2
Arthur H, Dean, "Provision for Capital Exhaustion under

Changing Price levels," Harvard law Review (June, 1952), p. 13L5S.
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APPENDIX B

PRICE IFVEL DEPRECIATION QUESTIONNAIRE
PRVPAKED BY AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS TO

ASCERTATIN MANAGEMENT 'S OPINION OF MODIFYING CORPORATE REPORTS

1, In view of changes in price levels, and assuming for
the purposes of this question that an acceptable means of
measuring such changes is available, do you think that the
current dollar cost of depreciation should be reflected in
some appropriate mammer in corporate reports to stockholders?

| 2, If your answer to question 1 is "yes," which of
the following methods do you consider acceptable:

a. Report net income in the presently accepted
manner with an explanatory footnote disclosing cost
of depreciation in current dollars,

b, Report net income in the presently accepted
manner, accompanied by a supplementary statement
which reflects current dollar cost of depreciation
and the adjusted net income,

c, Show in the income statement the amount of
depreciation based upon historical cost and, as an
additional item, an amount to bring the total charge
for depreciation up to the current cost basis, Net
income would be reported after the full current cost
deduction and the additional provision would be
carried to a property replacement reserve,

d. Adjust both the balance sheet and the income
statement to show current cost and historical cost
of plant and equipment and their depreciation. Net
income would be reported after the full current cost
of depreciation,

Which of the above methods de you prefer., (Cirecle your
preference, )

3. If you think the effect of price level changes
should be recognized, do you believe there should be a
mandatory requirement for disclosing the amount of current
dollar cost of depreciation?







Source 2
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L. Would you favor reporting to stockholders a figure
for net income which reflects charges for current cost
depreciation, if current cost depreciation were accepted
for income tax purposes?

5e Would you favor reporting to stockholders a figure
for net income which reflects charges for current cost
depreciation, even if current cost depreciation were not
accepted for tax purposes?

6. Do you believe that technological changes in the
productivity of new plants counterbalance the effect of
rising price levels?

7« Do you feel that the large program of capital
additions which most campanies have undertaken in recent

years has for practical purposes taken care of the price-
level problem? :

American Institute of Certified Public Accountants, July 23,
1957.
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TABIE I
CONSUMER PRICE INDEX
1913 TO 1956
BASE PERIOD 1947-49 = 100

Year Index Year Index
1913 h2,3 1936 59.3
1914 2.9 1937 61.h4
1915 L3k 1938 60,3
1916 16,6 1939 59.4
1917 5k, 8 1940 59.9
1918 64,3 1941 62,9
1919 74,0 1942 69.7
1920 85.7 1943 74.0
1921 76.4 19LL 75.2
1922 71.6 1945 76,9
1923 72.9 19L6 83.4
192} 73.1 1947 95.5
1925 75.0 1948 102,8
1926 75.6 1949 101.8
1927 Th.2 1950 102,8
1928 73.3 1951 111.0
1929 73.3 1952 113,5
1930 714 1953 1.k
1931 65.0 1954 1.8
1932 58.4 1955 14,5
1933 55.3 1956 116,2
1934 57.2

1935 58.7

SOURCE: Statistical Abstract of the United States, 1957,

7OTH Annual Edition (U, S, Departmemnt of Commerce,
Hashinghon, ﬁo E. ), De 328, Nao, hmo

= e ]
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TABIE II
PURCHASING POWER OF THE DOLLAR
1935 To 1956
BASE FERIOD 1947-L9 = 100

Monthly Average Monthly Average
Measured By Measured By

Wholesale Consumer Wholesale Consumer
Year Prices Prices Year Prices Prices
1935 192.3 170.4 1946 127.1 119.9
1936 190.5 168.6 1947 103.7 104.7
1937 178.3 162,9 1948 95.8 97.3
1938 195.7 165,.8 1949 100,8 98,2
1939 199.6 168.4 1950 97.0 97.3
19L0 195.7 166,9 1951 87.1 90.1
1941 176.1 159.0 1952 89.6 88.1
19he 155.8 3.5 1953 90.8 87.4
1943 149.3 135.1 1954 90.7 87.1
19LL 7.9 133.0 1955 90.3 87.3
1945 5.3 130,0 1956 87.5 86.1

SOURCE: Statistical Abstract of the United States, 1957, 70TH Annual
EditTon (U. 5. Department of Comuerce, washington, D. G ),
P. 327, No. 399,
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TABIE III

GROSS NATIONAL PRODUCT=-~CURRENT DOL
COMPARED TO CONSTANT (19L7) DOLLARS

1929 T0 1956
Selscted Years g_:%n: ansta;rb
1947 Prices
In Millions of Dollars
1929 10h,436 149,300
1933 55,964 103,700
1940 100,618 171,600
1915 213,558 263,100
1950 285,067 26l,700
1952 3L5,hk5 293,700
1953 363,218 305,300
195k 360,650 300,800
1955 390,860 322,00
1956 412,400 330,300

lConstant dollar figures were cbtained by dividing
current-dollar estimates shown in Table No. 361 by appro=-
priate price indices based on 1947 as 100, in order to
eliminate from the currenmt dollar estimate all price
change as compared with 1947,

SOURCE 3 Statistical Abstract of the United States, 1957,
TOTH Annual Edition (U. S. Department of Commerce,
wzshington, D Ca)y PPe 296-297, No. 360 and Wo,
361.







TABIE IV
EXPENDITURES REQUIRED TO
"STAY-EVEN" ASSUMING PRICE
INCREASES OF SEVEN PER CENT PER YEAR

Year of
g_ngna’iture Factor Amount
1st (1940) 1,00 $ 1.00
2nd (1941) .07 Lo7
3rd  (1942) 1o7° L.1L
15th  (195L) 107 2,58
25th  (196k) 1,072 5,07
If the intervening years
were filled in, the
total would be $63.25

which would be the current
dollar equivalent of each
dollar spent at the begimning
of the twenty-five year period,

SOURCE: "Inadequate Depreciation in the Metals
Manufacturing Industry," i technical paper
by W. A, Walker (United States Steel
Corporatien, 1956), p. 7.

s e e e e e et
=

NOTF: See Chapter V for additional information
regarding expenditures required to "stay-
even,”

9L
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TABIE V
SPECIFIC FIXED ASSET COST INCREASES

Assetl Original Latest Per Cent of Cost
ear Year Increase rPer Year
(Simple Average)
100 Ton Iadle 1912 1956 5.0
Structural Mill & Aux. 1926 1956 Loy
6 stand Billet Mill 1925 1951 o5
Blast Furnace 1948 1952 19.6
0. H. Charging Machine 1929 1951 6.9
Electrolytic Cleaning Line 1946 1951 16.5
Boring Mill 1945 1956 TeT
Coke Battery 1927 1952 5.6
Cold Reduction Mill 1940 1950 8.9
1750 hp Reversing Motor 1945 1955 7.8

SOURCE : " Inadequate Depreciation in the Metals Manufacturing
Industry," A technical paper We A. Walker (United
States Steel Corporation, 1956), p. 3.
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TABIE VI

DOLLARS MUST BE MULIIPLIED TO RECOVER

CONSTANT PURCHASING POWER

96

EXTENT TO WHICH DEPRECIATION ON HISTORICAL

Rate of Inflation Factor
Per Year D-Year Life 10-Year Life 2h=Year Lile
5% 1.16 Times 1.30 Times 1.77 Times
6% 1,19 Times 1.36 Times 1.96 Times
1% 1,22 Times 1.42 Times 2,15 Times
8% 1,25 Times 1.149 Times 2,3k Times

SOURCE ¢+ "Inadequate Depreciation in the Metals Hanufacturing
Industry,"” A technical paper by W. A, Walker (United
States Steel Corporation, 1956), p. T.
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TABIE VII

FINANCIAL ANALYSIS OF THE STEEL INDUSTRY

FOR 1956l

Net Income Per

Ton of Tnsga
ot Prod, Net Tons
1955

Capitalization
ér !on EE
a

1955 T955

J. S,
Bethlehem Steel
Republic Steel

Jones & Laughlin

Youngstown Sheet

Steel

. & Tube

tional Steel

ruco Steel

land Steel

solorado fuel

& Iron

9,348,898
55997,000

5,406,016
NA%

54220, 147

L, 915,576

2,401,231

33,102,000 35,309,000 $10,L2
18,322,308 18,820,912

9,660,121
6,190, 000

5,571,556
NA

55,099,905
5,189,509

1,936,402

otal or average of thirty-three steel producerss

1956 1955

$10,,8 § 76,02
8.81 9.57 80,42
9.67 8.91 63,21
T.52 8.0y 88,09
7.99 7.48 79.82
HA NA - 88.72
12,57 12,62 - 80,72
10.78 10.11 95.72
64904 £.62 76455

(See below)
$ 80,28

100,926,871 101,236,963 § 9.82 § 9.57
= Not availablse,

$73.15
79.Th
63.35
85.33

80,50

75.49
&.22
83.28

69.82

$77.77

-

Mhe analysis included data from thirtythree producers of stesl which
sented 93.3L per cent of the steelmaking capacity of the United States,
his table presents the companies that produced over two million ingot tons
f steel during 19573 the total or average figures are based on the total of
he thirty~-three companies,

2jfter federal income taxes but before interest on long~term debt,

CEs "32ND Annual Financial Analysis of the Steel Industry," Steel
(April, 1957), ps 59
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TARIY VIII
UNITED STATES STEEL'S WEAR AND EXHAUSTION
RECORDED VS, WEAR AND EXHAUSTION NEEDED
1940-1956 TOTALS
(Millions of Dollars)
Regular depreciation $ 1,705.7
Amort ization 895.1
Accelerated depreciation 201.21
Wwear and exhaustion recorded $ 2,802,0
Wear and exhaustion needed 3,706.0
; Deficiency $ 9040
»
i Income taxes paid--approximately $§ 2,763.6
E, Income taxes paid as a result of
: treating the deficiency as income 608,0
E Per cent of total taxes paid 22%
lNot deduct ible for tax purposes. o
i SOURCE 2 United States Steel Corporation, Annual Report,

%6,







Asset Income Before

Purchase Depreciation

TABIF IX

EFFECTS OF FEDERAL INCOME TAX

WITH PRICE IEVEL DEPRECIATION

ACCELERATED DEPRECIATION METHODS COMPARED

TAX ALLOWABIE DEPRECIATION

Depreciation Provision

60=Month ~Declin

¥ Stra ght

Incoms

Year ~ Price Charge Amortization Bal. Total Before Taxes
1950 $50,000 $ 80,000 $§ 10,000 § - $§ -- $10,000 § 70,000
1951 »000 10,000 e -= 10,000 72,000
1952 8L, 000 10,000 . - 10,000 7h,000
1953 86,000 10,000 - - 10, 000 76,000
954 75,000 88,000 10,000 15,000 - 25,000 63,000
55 90,000 - 12,000 -- 12,000 78,000
956 92’000 — 9,6& _ee 9’wc az’hm
957 9k, 000 o 7,680 - 7,680 86,320
958 » 000 R 6,14 ; g 6,144 89,856
59 98,000 - L, 916 - b, 916 93,08
60 100,000 - - L,915  k,915 »085
1 102,000 . e Ly915  Lh,915 97,085
962 10).:., g . ’-b915 h39]5 99,035
63 106, 000 - - 4,915 4, 101,085
96L 107,000 5 el . g 107.000
65 108, 000 - - = - 108,000
110,000 = - - - 110,000
7 111,000 - -— -~ -~ 111,000
8 113,000 -— - - - 113,000
969 115,000 — -~ - — 15, 000

Totals §1,966,000 $ 50,000

$ 55,340 $19,660 $125,000 $1,841,000

TE2 The accompanying explanations and comments are an integral part of this
i tab].ﬁ-







TAX ALILOWABIE DEPRECTIAT ION
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PRICE LEVEL DEPRECIATION

Corporation Income
Federal Alfter
Income Tax Tax

$ 30,900 § 39,100

- Income -

tncomes

Price Price Level Before Corp. Fed, Alfter

Tndex Depreciation Taxes Iincome Tax Tax

102.8 § 2,500

$ 77,500 ¢ 34,800 § 142,700
L3, 564

31,940 10, 060 1110 2,699 79,301 35,737

32,980 41,020 113.5 2, 5760 81,240 36,7L5 i, 195
34,020 141,980 1k k ,732 83,218 37,773 L5,LuS
27,260 35,740 11,8 10,291 77,709  3L,909 uz,aoo
35,060 42,940 1145 10,2684 79,736 35, 963 L3,713
37,348 45,0852 116.2 10,417 81,583 36,923 Lk,660
39,386 46,934 120,0 10,758 83,242 36,885 146,357
11,225 18,631 124.0 11,117 84,883 38,639 L6,2LL
k2, 90l 50,180 128.0 11,475 86,525 39,483 L7,042
hly, 984 52,101 136,0 12,192 89,808 141,200 48,608
146,024 53,061 140,0 12,550 91,450 L2,054 Lg,396
17,06k 5k, 021 k.0 12,908 93,092 L3,908 L9,18L
50,140 56,860 148.0 3,599 103,401 L8,268 55,133
50,660 57,340 150, 0 3,648 104,352 L8,763 55,589
51,700 58,300 152.0 3,696 106,304 L49,778 5526
52,220 58,780 152,0 3,696 107,304 50,298 57,006
53,260 59,740 156,0 3,794 109,206 51,287 57,919
5L, 300 60,700 160,0 3,891 111,109 52,277 58,832

$146,871 $1,819,129 $835,676 $983,L53
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EXPLANATIONS ASD COMMENTS

REGARDING TABIE IX,

EFFECTS OF FEDERAL INCOME TAX

Assumptions made in preparation of Table IX:

Le

2,

3.

L.

5.

The hypothetical company is successful and as a
result reports increasing income,

The asset purchased in 1950 was covered by a
Certificate of Necessity which permitted the
purchase price to be amortized over a sixty=-
month period,

The asset purchased in 195l was depreciated :
for tax purposes on the Declining-Balance Method at
a rate 200% of the straight line rate., A switch to
the straight line method was made in 1960 to
maximize the tax deducticn,

Federal income tax laws of 1956 were applicable to
all years from 1950-1969,

The price indices fram 1950-1956 were the Consumer
Price Indices per Table I, An inflationary trend
was assumed for the peried 1957-1965; 1966 and 1967
were assumed to be stable; 1968 continued the
inflationary trend through the final year of the
example,

Explanat ions Applicable to Table IX:

1.

2,

e

Relatively long lives were selected for the assets
in the example. The asset purchased in 1950 was
assumed to have a twenty-year life; a ten-year life
was selected for the 1954 asset., These assets were
assumed to have no salvage value, The years illus-
trated in the table compose the years of productive
service of the selected assets,

The two assets selected are only a part of the long-
term assets of the hypothetical company.

The discount factor of the funds retained by using
the accelerated depreciation method, as compared with
price level depreciation, was disregarded for purposes
of this study.
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Comments pertaining to Table I¥:

1.

3e

Table IX reveals the accelerated method of depre-
ciation allowed for tax purposes do not accomplish
the same result as price level depreciation in
regard to total depreciation charges recouped

from income and the income tax applicable thereto.

A conservative approach was maintained by the writer
when constructing this table in order to emphasisge
the importance of price level depreciation under a
conservative estimate of an inflationary trend,
FProbable factors which would increase the difference
between price level depreciation and accelerated
depreciation methods in an inflationary trend
includes

a. An increasing tax rate.
b. A more rapid rate of inflation,

¢, Many assets purchased at lower point on
the price level scale, depreciated on an
accelerated method, and remain in service
through periods high on the price level
scale, J

The aforementioned factors would increase the
difference between the following significant datas

Accelerated Price level
Depreciation Depreciation

Depreciation 1950-1969 $ 125,000 $ 146,871

Federal income tax paid
during 19501969 $ 8u7,319 $ 835,676
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NOTE REGARDING FIGUEE II

Recorded wear and exhaustion (exclusive of accelerated
depreciation and including only regular depreciation on amortizsble
facilities) for a given year was subdivided by the prior years in
which the investments being depreciated were acquired, Each sub-
division was then adjusted by the change in buying power of the
dollar experienced from the year of acquisition to the year as

indicated by the Engineering News Record index of construction cost.

Summation of the adjusted items then gave the wear and exhaustion
needed to recover the proper proportion of puying power originally
expended, This same process was repeated for each year, thus
providing the data of wear and exhaustion needed.

In interpreting the wear and exhaustion deficiencies that
have becn calculated, it should be remeuwbered that each year's
deficiency is in dollars __gg the buying power that prevailed in that

year--not in today's dollars of diminished buying power. The §30L
million aggregate deficiency for the seventeen year period would be
considerably greater if the deficiencies were converted into today's
dollars,
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