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LC=ar M. Presidenk:

The entirc nation is pleased that you have called together =
group of business and labor leaders, ccononists and representatives of
other disciplines and professicons to help decide what to do akcub in-
flation -- the most imeortant public problem facing our country foday.
In our vigw, it is irperative that in analyzing the problem angd weignioog
possible solutions, you mist have aveilable economic and financial in-
formation that reflects current econanic realily.

&= meyebars of tho Public Zevisw Board recontly established ki
the accounting finn of Arthur-ZArdersen & Co., we have b3on asked by nak
firm to give sarious considervation to matters irvolving acoounting ards
finapcial peparting from the standpoint of the public interest. Tach o
us brings o this yesponsibility a diverse backgromd of public servics
and private ackivily. Ve write to you in our ovm independ=nt capacit!,
and do rot gpeak for Avthar Andersen & Co.  Based on our review of the
Siluation and aftsr consultation with leading partners of that firm, we
have oome to the unanimous conclusion that changes in price levels avs
romdering the financial staboments of many companices of guestionzhle
acourasy in doternining thelr real resuilbs of operations and financiz®
position —— juSt as changss in the dollaw wages recelved by the working
men today do not reflect chang,c' in his trun wages., As a2 resuli, presong
acuounting and reporbing practices are actually fucling inflation.

hocurate reporting of economic reality by business eni—erprlsﬂ-‘
cannot itself cure inflation, but it gan provide a common starting poinc
in assessing the character and magnitwdz of the problems we facs. We J.::
not have swech financial repcrting today. Tradj_tional financial skate—=nts
puwrporting to shov finzncial condition and earmings are based on hisiczical
costs unich assure that the purchasing power of a dollar remalns constingg
acoordingly, these statements reflect a confusing mixbire of dollars o=
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varying purchasing power spent or invested ovay the years. Thnis
leads to a distertion in perception and analysis caused by unac—
kmowledced changes in the monehary yvardstick. This distortion
impedes the govermment in the conduct of responsible fiscal and
monetary pt::lli::y_. handicaps business in pricing its poxiocts and

in finarcing expandad productive r::.—:tmc.l.t'f and affording ewployment
oppartunities, adversely affects labor in seeking fair and realis-
tic wage settlersnts, and confuses investors in allocating thelr
capltal resources.

Although the direction and rmagnitude of the resuliing
dopartaires from econcinie faots vary creatly from company to com—
pany, historical cost financial statements generally owverstate
real exrmirgs during poricds of inflation. Such owerstatemant
ocours becauss companies match the old historical dollzr costs of
plant and equipment and, frequently, goods in inventory against
sales stated in current dollars, thereby giving rise to fictitious
profits. Based on current trends, the overstatemesnt of pretax
earnings of American business*ablributable to “inventory profits'
and understated depreciation smounts to many billions of dollars
anmually. Eeporting such profits without an adjustment for infla-
tien not only uadennines the usefulness of financial statements as
a basis far reaching informed decisio~s, but also erodes vitally
ne=led capital. Tols in turn slows Basiness modernizarion and ex-
pansicn, with & consequent loss of productive capacity and joos.

For these reasons, we strongly believe that vou and your
advisors shemiid recu;mize these deficiencies in past and precent
financial reporting as you sesk answers to the proslem of inflation.
With respect to future financial recorting of business cniorprises,
e are oonmmileating, by coples of this ]lotier, ocur deesp and urgent
concern to the Tipancial Accounting Standards Boa=d and the Securi-
ties and Exchange Commissicon, the oo responsible koding whith au-
thorily over the establisiment of accounting and reporcing standards,
with ouwr recommendation o odopt withoot delay standards which ro- -
guire that changes in price levels be reflecied as supplemsntal data
in futurs published financial statements. There i= no ne=d for delay
since the procsdures to prepars price-level adjusted financial data
have already boen developsd. Failure to make these changes, wea are
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convinesd, would eggravate inflation, frustrags efforts to deal with
it, end contrigute substanbially to tnz risk of far more serious econsic
dislacations in the fubure.

Very traly yc::u.fs,
BUALIC REVEEW BOMED
William L. Cary
Jares Don Edwards

G=orgs Eomnsy

Randolph William Thrower
. Mewbon W. Mipos u

By -Zu{,}..?wm L Z‘MM

Copies to:

Tha Honorable Ray Carrstt, Jr.
Chairman
Securities ard Bxchange Coarmnissicn

The Honorable Marshall S. MAmstrong
Chairran
Firnaneial Acccunting Standards Board
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