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DISCLOSURE OF IMVENTORY PROFITS REFLECTED IN INCOME 1IN PERIUDS OF H1SING PRICES

The year 1973 was a peried of rapidly increasing prices in the United Stakus
when compared to hiscerical economic nerms For this country. [uring the
year consumer prices rose by about 8 percenc, wholesale prices by abour

l6 percent and the crude industrrial mgterials component of the wholesale
price index by about 10 peveent. There were Wide [luctuations in the

prices of individual items.

Under such conditions the usefulness af the traditional aecounting mgasures
ment modal basad upon historical cost is significantly reduced. The proceas
of marching costs against revenues is less likely to produce meaningful
gconenmic information if the coscs were incurved at a time when the price
level associated with suclti goods and services differed sigalficantly from
that at the time when revenues uwere realized.

While & continuatrion or acceleration of the rate of price-~level change
might require a fundamental change in the basic accounting measurement
model used in preparing firmancial stacements, it would be prewature for
the Comoission to supgest such a change at this rime. Carcful considera-
tion of the many implications of such a major step would be neceassary both
by the Financial Accounting Standards Beoard and by the Commiszien. Ac the
same Cime, it does not seem apprapriate that regiscrants and accountants
should sinply ignore the impact of rapidly changing prices on Financial
sCatements. '

The most significant and immediate impact of price [luttuations on financial
statements L5 tormally felr in cogt of goods seld in the income statemsne.
In perieds of pising prices, historical cost methods result in the inclu-
sion of "inventory profits" in reported earnings. "Inventory prafle”
‘regults from holding inventories during a period of rising inventary costs
and is measuved by the difference between the Ristorical cost of an icom
and its replacement cost at the time it is sold. Different methods of
account ing for inwventeries ean affect the degree to which “invenrory nrofits™
are includad and idemtifiahle in curreat income, but no method based upon
hiskorical enst sliminates or discloses this "profit" explicitly. Swuch
"praFirs'" do not reflegct an increase in the econemi¢ eavning power wf a
business and they are not normally tepeatable in the absence of continued
price-level imcrease. Accordingly, where such "profics" arte material in
inecome stacements presented, distlosure of their impact on reporced earn-
ings and the trend of reported earninys (s i(mportant information [er
investars assessing the qualicy of earnings.

In recognition of tha need [or additional disclosure In regpard ko Laven-
tories and ¢ost of goods sold, the Commission recently propesed amendwents
to Regulation 5-% (Securities Act Relgase Wo. 5427, Ocecher 4, 1973} which
would require registrants to indicate '"the effect on net income, 1f signifi-
cant, af using current replacement rost [for wvaluing inventaries] in the
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coaputatian of cost of sales.” To date the Conenission has recaived a large
nember f comnents on this propused disclesure aod the elfectiveness of thac
requitement in elicicing information gbour "inventory proflits." The comments
alse {odicated thar problems of implementacion existed. The Commission has
given careful cansideratian tv rhose cumments and has concluded chat ic
would not be desirable to adopt final requirements in this area whicl would
be effective fur 1373 financial statements., At the same time, the’Cammission
r¢cagnizes thart the impact of "iavestory profits' on currently teported
eatnings appears to be fignificant in mony cases and that failurce to wake
appropriate disclosure may resulé in wnvestore boing inadequacely infrrmed
as to the source and replicability of earnings. '

The Commission thereforc believes rhat it would be in che best intercst

of boch scarement preparevs and users o disclose the extent to which

reported earnings are comprised of potentially wnrepeatable and usually
unsepregated "inventory profics."”  Accordingly, the Commission urges
registrants to make disclosure ¢f such amounts prier £o the adoprion of .
final requirements by the Commissien. Such disclosure may be made in

the financial statemepcs, rhe notes thereto or in textual material accom-
panying financial scatements.

The Ceommission recagnizes that regilstrants wsuvally do not compute cost of
goods sold on both an historical costc and egrrent value basis so Lhat com-
putation of such amounts may often require estimation by the registrant.

It is also recognized that computational marchods or bases of valyazion

other than current replacement cost for each ivem sold might be used in
developing vseful information about svch "profits." For example, computing
the cost of goods sold Eor each month using a price-level adjusted invencory
ancunt might produce a reasomable and useful estimate of such "prefics" in
gome cases. Until Einal tvequirements are established, registrants are cncour-
aged to use any method or basis deemed appropriate by management in exhibiking
the impact of such "profics” along with a statement of the method or basis
used and the reasons for adapting irt.

The determlnatioen of east of sales en a current replacement cost basis,
however, provides only partial informacion regarding the cffects of infla-
tion on a company's operationsz. A second Facror is the responsivenass af
& campany's selling prices ta changes in costs. If A company is able to
taise selling prices immediately upon realizing cost increases (or in
anticipation of cost increases}, irg uet income in dollar terms benefits
frem inflotion. On the other hand, as price increasez lag behind cost
increases the benefit of inventory "profics" is ofiser and the net inila-
tien effect on income may ke negative. Because of varicus regularvory
restraines on prices, many companies may have experienced significant
pricing lapgs in the current year.

The impact of price-level changes does not Fall equally among companies.
Somg firms operare in secciors of the ecomcmy Where prices al goods por-
chased are more volatile than selling prices. Accordingly, the Commissian
utges Tegistrants to discuss the relationship of costs and prices experi-
cnced in the curyent yeatr in conmection Wilh disglesing Lnventery profibs.

Ev the [oidis.ian.
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