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$200 000 to $2,100,000 tl1e p rcenta;�e i dot1bled or 16.1 J e1·ce11t. 111 

estates of $2,100,000 to $4,100,000 tl1e holdincrs rep1·ese1>.t 26.7 pe1·­
cent and over $4,100,000 the percentage is 44. 

'fl1i ·s large shift to tax-exempt securit,ies a11d a,vay f1·on1 invest­
ments in bu�iness in 01·der to avoid high-su1·tax rates is obviously 
far from an e11d, and so long as the pres 11t rattls conti11ue business 
will be robbecl of .tl1e capital "YI1ich shot1ld be flowi11g into employ-
ment .. malring a11d wealth-p1�odt1cing ente1"prises. • 

The economists wl10 compiled the table 1·eferred to above e tin�ate 
thtrt an additional $15,000 000,000 now invested i11 business se.curities 
is in danger of bei11g gradually trtinsferred to tax-exempt curities 
by holders 'V\1l1oc:e incomes are of uch propo1� ions that tl1ey could 
obtain tt higher net. yielcl f1·on1 tax-exempt e t1rities than tl1ey now 
obtain f1�om net di,,idends on busine. ect11·ities after ded .action for 
taxes. 

The pre ent policy, viewed enti1--ely f1·01n the standpoi11t of the re.al 
interests of those ii1 the lowest incf>me brackets or witl1out income is 
a mistalren one. Surtaxes on indi,.,idt1al i11oomes most not be per­
mitted to contil1ue at sucl1 puniti1r0 t"ates as to eliminate individual in­
centive for ente1·prise a11d dep1·ive the cot1ntry of rest1lting employ­
ment-making activities. 

I11 conclusion, permit me to s1)eak briefly 011 tl1e present oppor­
tunity of yo11r committee a11d of Co11�1--ess to build confidence and 
jncrease em loyme11t t,hrough tl1e medit1m of a thoroughly equitable 
and reasona . le revenue act. 

As the Congres assembled last October in special sessio11, the1·e 
was being ex1)1'est·ed il1 the Se.11ate, i11 the House of Rep1·esentat.i ve , 
end throughot1t tl1e countI"Y a comn1on co11cer11 over the part play d 
by the discredit.ed tax policies enacted in t.]1� Revenue .A.ct of 1936 
ir1 c.a11si11g- the b11si11ess recession. 

More than a half year will ha,1e passed befor�e tl1a.t act can be 
st11)e1"secled by a Revent1e Act of 1938. This half year will l1ave 
witnessed no lesse11ing of recognitio11 0£ the great need for dra-stic 
and immediate cl1ange. Rather that need l1as deepe11ed and tl1e 
recognition of it has i11creased as employment ]1as dropped precip­
itously in the most t"apid decline in bt1 'ine tl1e count1·y has ver 
exper1e11ced within a similar pe1·iod o:f time. 

The constructive attitt1de of yot11· committe is ,vell know11. We 
aJ)plaud it for ,ve lrno,v you1· pt11·pose is to deal 1--ealistically '\Vith the 
impo1"Utnt problems involved. If tl1e Congress takes full advan­
tatYe of its opport11nity it ,vill lead the country on a course of en­
cou1'agement a11d hope whic11 "''ill enable bt1siness to renewed ad­
va11ce upon ot11· g1·eat economic f1--ontie1·s. It will declare agai.J1st 
er1"oneous theories of overproduct,ion and ove1· avings whicl1 114 e 
been and a1"e now stultifying ot11· national policies and drastically 
impeding progress. Moreover, Congr ss will mve positive demon­
st1�ation tl1at it is firmly behind eqttity and 1·ea onableness in all t a  
ation; tht1s Congress will hearten tl1e disco111·aged and thus it will 
call forth the enthusiasm and galvanize into action the combined 
great fo1"ces of America's savers and investot"S its wo1"kers and its 
ma11agers of �usiness in th� co1nmon task of achieving full emplo 
menit, p1·osper1ty, and happiness for all. 

The CH.t\IRMAN. Mr. M�iurice E. Peloubet of �Jew York City, 1'ep .. 
resenting the Copper and Brass Mill P1·oducts Association. 
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STATEMDT 10F MAU.RICE E. PELOUBET, NEW YORK CITY, THE 

COPPER & BRASS MILL PRODUCTS ASSOCIATION 

�lr. PELOoBET. I am Maurice E. Peloubet, a membe1· of the fi1 .. m of 
Pogson, Peloubet & Co., certified public accountants, of New York 
CitY.· I am speaking for the C'opper a11d Brass Mill Products Asso­
ciation, a g1·oup of mant1factu1'ers who ll1·oduce co llet· and brass 
sheets, tubes, rods, and other shapes, p1�inc1pally for rther fabrica­
tion bv other manufacturers but to some extent for use as finisl1ed 
prodt1cts. TI1e membe1·s of this Association wish to have that sec­
tion of the proposed Revenue Act which corresponds to section 22 ( c) 
of tl1e Revenue Act of 1936 so worded as to permit men1bers of the 
a sociation to use, for purposes of computing income sl1 .bject to Fed­
eral income and excess profit taxes, the sa1ne accountin 1nethods 
which a1'"e generally 11ccepted as correct for reporting to t . e Securi­
ties and Exchange Con1mission, reportin� to �l1eir stoc�olders and 
for other 001--porate purposes. This method 1s  the last-in, fu,st-out 
methocl of applyin<r current costs to current sales and is not now 
permitted by tl1e United States Treasury Department to be used as 
a basis for determininO' taxable income. 

I appea1'ed befor·e this conunittee at tl1e hearings 011 the Revenue 

Act of 1936 to request legislatio11 in that act to pern1it tl1e use of this 
1nethod and was told that it ,yas withi11 the po,ver of tl1e Commis­
sioner· of Internal Re:enu� to per�t tl1e U'Se of the las�-i

n,., 
first-out 

method ru1d that leg1slat1on was not, therefore, 1�eqtt11'ed. Those 
whom I rep1 .. ese11ted were ad,·ised that app1·opriate action cot1ld be 
obt.ained from the Ti·easur)1 Depa1 .. tment, but w·11ile they have been in 
almost conti11uous t.ouch "\\7itl1 the Departme11t since the passage of the 
Revenue Act of 19,36, the Treasu11" has conti11ued to req·uire the use of 
methods of dete1m:ining income "'hich a1·e 11ot ge11erally co11side1·ed 
to be correct for the copper and brass mill products industry. 

The copper and brass mill products industry conducts its business 
so as to avoid loss and thereby preclude gain n9om ma1--ket fluctua­
tio11s which is accomplished by matching pt11"chases and sales in the 
following manner : 

Orders are customarily taken for del ivery some time in the fut11r�e -
generally 90 days, sometimes mo1�e. The p1'ice at ,vhich the orde1"s are 
taken is a combination of the fabricating cl1arge, generally known as 
the fabricating differential, and the price of the metals used i n  the 
product on the day that the. order' is take11. P1�omptly thereafter a 
pu1�chase cormnitmer1t is n1ade for copper, zinc, or othe1· metals re­
quired to fill the orders taken. 

The 1�ducts 1nay not be clelivered and the metal may not be re­
ceived or several weeks or montl1s, but t .he manufiteturer knows that 
he can obtain metal to cove1· t11e sale he lias n1ade and that J1e will 
neither gain nor lose on the metal but wil l  malre his profit 011 the dif­
ference bet,veen his fabricating cost and the differential cha1·ged the 
customer, which is the basis on wl1icl1 his business is done. 

The prices of copper· and b1�as� mi.ll p1·oducts are increased or 
lowered as the prices of coppe1" a11d zinc c11ange. P1ice changes on 
prodt1ets a1�e made within a few hou1's after· a change in 1netal p1 .. ices, 

· and it ic; of tl1e utmost importance to each fabricator to have a sys­
tem and organization by wl1icl1 tl1ese prices can be cl1anged ancl made 
effecti,e pt"omptly. If thi. were not done, 11 avy losses cot1ld result. 
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Thus, on the metal itself which is bought for and included in the 
products sold to customers, tl1e bra s rnanufacturet· neitl1er giains nor 
loses. It is not ossible, however, t.o run a mill sole.ly on tl1e metal 
,vluch the manu acturer l1as con,tracted to deliver to his customer in 
t l1e £01-m of finisl1ed roducts. He must, i11 addition, mai11taii1 a St1b­
stantial inventory o metal. This inventory is in many different 
forms. Be inning at the casting oper,a.tion, an excess of metal mu t 

be provide to allow discarding of unsound metal and dross. Simi­
lar! , in the rolling, d1·a,ving, and extri1sion operations, unsound 
sur aces, edges, and ends must be removed. In finishing operations 
tl1e product is reduced to proper dimensions by cutting off su1·plus 
material. 

In other words, to produce a given q11a11tity of a P.I'odttct a sub­
stantially larger qt1antity mt1st be p1·ocessed, tl1e difference being 
mill sc1-ap which is reclaimed and constitutes a constlintly revolving 
inventory withi11 the mill. Besides this, quantities of partially proc­
essed material must be kept at various points in the mil l  to pern1it 
economic production of tl1e stream of or,det'S which vary ,videl as 
to t,l1eir in,dividt1al quantity requi1'ements. AltoO'ether, there ore, 
the manufacturer 1n11st keep on l1and a11 in·ve11tory ,vluch in  n1etal  
.content may equal several months' production. The inventory mtl.St 
al,vays be lcept on l1artd ; a mill could no more operate ,vithout this 
inventory or so-called metals in process tl1a11 it co11ld operatie ,vitl1-
ot1t its plant or any of its equipment. And its practice, n I 11.a e 
explained to you, reco�zes tl1is fact. Sa.iles are not n1ade aaai 11st 
this inventory ; tl1e}"' are made against purcl1nses of metal ,vhich 
occu,rred at approxiinately the sanle time as the sale. 

In spite of tllis tl1e I'egulations of the Commissioner unde1· s 
tion 22 (c)  compel the fab1·icator to apply }1is curr nt sa), s ,ag0,inst 
an invento1·y deemed to be tl1e ea1·liest pt11·chases "-.hen tl1is, i11 fae.t, 
is exact ly cont 1·ary to tl1e fabricator's business pr�ictice. Tl1is re­
sults in i1 1cl t1sion in the C?mputation of income for i11corr1e-tax pur­
poses, profits or losses wl11ch are not the t'esult of actual transactions. 

The result.ing disto1·tion becomes part ict1la 1·ly im1101--tant in the 

-copper a11d b1·ass mill products indust1-y because of tl10 nature of 
their manufactur'in ope1·ations, tl1e relatively high co t of the 
metals tl1ey use, an the fluctuations i11 price to wltlcl1 those n1a­
te1·ials particula.1,ly c�pper, are subject and �ver .which tl1e . mi l ls 
have no control. Their ma11ufactunnfin

operation 1s a. complicated 
rocess bristling "ith hysical and tee ical difficulties, and such a 

ong period is 1n olve · tl1at chau es in p1·ice of inventory have a 
a maximun1 effect. Tl1e cost of t 1e n1etal is tl1e principal single 
-cost of tl1eir product often representin 60 perce11t or even mo1--e 
of tl1e J>tice ,vl1icl1 tl1e 1'ece1ve for t e product. Fu1,tJ1e1·mo� 
,copper 1s subject to ,vie e fluctuations in rice. During 1937 fo1� 
example, coppet" ro from 12 cent at the egi1ming of tl1e year to 
17 cents, t.he11 declined agai11 to 10¥8 cents at the end of the year. 
Tl1e reflection of tl1is market fluctuation in  the manufacturer's tax­
able income for tl1at year might either double his actual profits for 
tax pu1,.poses, or result in a loss for the year, depending solely upon 
w_hicl1 his fiscal year ended. Certalnly unif orn1 and equitable taxa­
tion cannot be p1'"edicated on such an unreal base. 

Tl1e taxation of fictitioi1s incomes cannot be justified by the allow­
ance of fictitious losses. The taxation of profits based on ass11rned 
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transactions �hich do not occur in periods of rising prices and ex­
panding business forces a taxpayer, at the time when his ,vorking 
ca ital is most fully employed and most t1rg�ntly required, to pro­
vi e money for tax payments at effective rates double, triple, or 
quadruple those no1ninall· in force. No matter ho,v mt1ch benefit he 
may receive later in perio · of declining prices nnd declinin" business 

are less and his position more liquid, he wil l st ill have 110 re 1ef rom 
his present compulsion to obtain by any means and under any terms 
money to pay the taxes then assessed on income asst1med to have been 
realized. Over a period of years total income will be the same under 
any method of accountin consistently applied, and if  taxed at a flat 
rate tl1e aggregate tax wi be the same. 

What the members of the Copper and Brass Aiill P1·oducts Associa­
tion want is an amendment in section 22 ( c) which will permit them 
to determine the cost 0£ current sales by using the c�s� of the metal 
which they buy ou1·rently to cover such �ales. This 1s the system 
which I have described as ''last in, first out'' that is, n1etal which is 
sold is deemed to be. the last acquired instead nf the first a.cqtrired, as 
t�e Treasll!Y Regulations .no'!' p1X>vide.. Thi"'s . meth?d corresponds 
with the mills' actual p,ract1ce m conduottng theix business and 1s the 
method which many of them 110w use for their co1·i,01tate accounts, 
although they a1·e not allowed to use it for ta.x pt11·poses. It deter­
mines all of the profit which t}1ey have actt1al ly realized, but it does 
not tax them upon profits or allow them losses wl1ich I1ave not 
occurred as the present method does. 

Tl1ere can be no dol1bt tl1at tl1e last-in, fi1·st-out method is an 
approved accounting ractice, Statements/ filed on this basis have 
been accepted by the ecurities and Excl1ange Commission and the 
special com1nittee on inventories o,f the American Instit,1te of Ae­
oountants approved this metl1od in a report dated 1\i!ay 7 1936. In 
..... Statement of Accounting P1·inciples prepaz·ed by Profes 01' San­
ders of the Harvard S0l1oo·l of B·usi11ess � Profe sor Hatfield. of the 
University of Cali fornia ; and Pr-0fessor l{oore, of the Y.ale University 
School of Law, the autho1·s expressed their approval of last in, first 
out or similar methods. This study' ,vas p1·epared under the auspices 
of the Haskins & Sells Foundation, an oriranization formed for 
researcl1 into accounting matters, and was published by the American 
In titute of Acco11ntants. 

I have here lette1'S from membe1i, of nine ·Jf the most prominent 
accounting firms in  the United States approvin(J' the use of this 
method. 

Tl1e members of the associatio,n which I represent d,o not ask for 
any special consideration, they do not ,vish any prefe1�ential treat­
ment ; they merely ask to be placed on a pa1· with other industt'ies 
which are permitted to determine taxable income on the basis of 
accounting methods recognized as correctly deter1nining income in the 
industries in _which �hey operate. No one in entory method is suit­
abJe fo1' all mdustn.es,. and t.he members of the Coppe1: and Brass 
�I Products Assoc1at1on m�rely ask that th�y �e permitted to pay 
mco1ne and profits taxes on income actually rt'alized ratl1er than on 
the basis of a method which is not applicable to their particular 
industry, which shows profits in periods of risina prices which are 
not and can never be realized and which sho,v losses in periods of 
falling prices which are equally fictitious. 
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Tl1e coppe1· and brass mill prodl1cts indust1·y is being subjected to 
discriminatory treatme11t �y th_e Unit� States Tre�sur Departm�t 
beoat1se other ma11ufactur1ng 1ndt1str1es are perm1tte· to use their 

taxe on incon1e wl1ic is admittedly realized or realizable while the 
copper and brass mill p1,oducts indtt try is taxed on unrea.liz d and 
un1·et1.l izable incom,e detern1ined by n1ethods not 1,ecognized by the 
industry. 

Otl1er indl1stries are p 1·mitted to determiJ.1.e i11come and inven­
tories by methods subst:anti!1-l ly similar in pur1)ose and effect to t�e 
metl1od tl1e use of which lS denied to the copper and b1"ass m1ll 
products i.ndust1·· : . Industries dea g 1n  a product such as cotton. textiles or flour 
where the conditions are simil·ar to those in the industries described 
above, apply ''hedgin '' t1·a1IBa ,t ions to thei1· inventories and are 
tl1us able to get for t 1emsel es the snme sort of rest1 lts as the in­
dust1-ies unde1, discussion obtai11 by the use of tl10 '' last-in, fi1'"St·out'' 
metl1ocl. Tl1e cotton ancl tlo11r 1nilling indust1--ies a1,.e permitted to 
use their ''hedging ' 1netJ1ods for tax purposes. The leather, non­
ferrous metal and otl1e1· indust1--ies are not pe1·1nitted to use an ac­
counting method producing the same resu]·ts. The entirely £01�ttutons 
circumstances of tl1e existence or absence of a11 eff ·tive ft1tures 
market is tl1us made tl1e basis of discrimination between , arious 
taxpayers similarly situated. (See ge11 1·al cot1nsel's memo1·andum 
17,322. ) 

Tl1e I1i h rates of tax ,vl1ich a1-e general ly considered to be in­
evitable 01� many years in the future magnify tl1e importance of 
using accounting metl1ods which reflect only such income as ca.n 
actuall be dispe1--sed in taxes. A nominal tax rate of ·5 percent, 
which y tl1e inclusion of fictitious income beco1nes an actual rate 
of 10  pe1'"cent, i.s unfair but will not 1·uin an industry. A nominal 
rate .. however, o.f 20 to 30 percent levi d 011 tl, fictitious income ma 
easily become an actual rate of 40, 60, 80, 01� 100 percent on realized 
income. The members of this association do not wish to pay an 
effective rate of 3 01· 4 times that of most industries and I cannot 
belie e that it is tl1e inten ion of Congress that they shottld do so. 

I ask, the1·efore, that the section of the proposed act which deals 
with inventorie-S sho,1ld be so worded as to n1ake it ossible for th 
membe1"8 of this industry to determine their taxab e income on a 
basis whicl1 is generally acceJ)ted as that wl1ich sl1ows as nearly as 
possible the actual results· of operations and the actu·al realized in­
come. They a k relief from tl1 arbi rary imposition on tl1eir in­
du tt�y of a method ,vhich is clear,ly unSt1ited to it and which shows. 
results '\"\1l1ich are demonstrably at va1"iance with the facts. 

To accompJish this I suggest tl10 addition f the follo�ing lan­
gt1age to ct1011 22 ( c) of tl1 1·e 11u a . 110,v 1111d 1· co11s1deration : 

''Ooocl remai11ing in  lnvento1-.y wl1ich hn�e been so intermingled that thev 
cannot be id 11 tifled with pecitlc i11voice.. may be de meet to be tl1 good .. 
fir t purcha ed or produced during th period in w11ich he quantl�v of goods 
in  the i 1 1,·ento1·y bu been acqt1ired a 11d th cost of oods mo t rccentl old 
may be OC'f'r11e<l to be th co t of t110 .. e mo .. t rcre11tlr pur<.'ha eel 01' produced, 
i f  in (•onfo1·mit:v with the taxpnye1·'s m{)tbod of l{�eping bl boolts or recot'd and 
"fit t1 tbe be t accotmt i\1g 11r1t "Jti e in tl1e trade or bt1 .. i11e . > 

Tl1e C'H�\rn4 r,\N. Y 011 sa T i t  is a que tion t l1e11 of r gulat io11 by 
tl1 Der)art me11t ? 

-
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�fr. PELouBm.·. I tlunk not, because the Department has refused 
to recognize an acce ted method. 

The CHAIRYAN. understood tl1at the Treasut'Y De )artment, in 
1936t h!ld stated that they had the powe1' to e.ffect it y rules and 
re 1at1ons. 

ir. PELO'UBET. They now say no. 
Tl1e Cn.AIEMAN. Is that the only question you discussed in your 

brief j 
f1·. PELoosrr.. TI1at is the only qu·estion. 

T11e Cn.:URlI AN. Wl1en was the last time you had a confe1·ence 
witl1 tl1e Treasury officials Y 

fr. PELouBET. A few days ago, with no results wl1atever. 
The CHAIRMAN. With wl1om did you talk W 
lir. PELOOBET. Tl1at was not a conference at wllich I attended 

per onally, but I u11de1'stan.d they spoke with Mr. Ke·nt and with 
some of the other officials "1or.king under him. 

The HAIRl\[AN. Y Olt did not get ve1·y fa1· Y 
Mr. PELouBET. We got no� here, I think thet'e is n.o question about 

that. 
The CH IRl\IAN .. I migl1t say to you that this is not a new question. 

I "rem n1ber it was })resented in 1936. 
Mr. PFiouBET. Yes. 
The CH ... UR-1IAN. The committee will inquire into it very definitely 

and will take your brief in connection with it. I was going to sug­
!!"8 t, if yott had not talked to these experts it might be wel l  to bring 
it 11 p to date, because ,ve have some e�rts at one tjme and at an­
other time we have different experts. Tl1ey change them at times. 

Mr. PELOoBRC. We haven't gotten very far witl1 them. 
1'here is or1e thing that I might bring out. Of course we are not 

a.skin for })rivileges, we are not asking for an thing exceptional, 
and t 01'0 is nothing in this method wl1ich will  re ·uce revenue over a 

r·iocl. As a matter of fa<!t, in  the year 1937 the revenue would 
a ·e been increased if we had been permitted to use this method, 

fo1� tl1e year 1937 thet'e "rot1Id have been more taxable income in  a 
n1m1ber of industries than there a1-e. Of cot1rse that will always 
happen in a period of declining prices. It works both ways. Our 
people are :eerf�ct ly wil l ing to take the consequences either way. 
The only thing 1s we do not want to pay taxes 2 01· 3 years before 
,ve mal(e any profits j t1st because ,Ye must w1ite llp in,,ento1·ies which 
we cannot sell. 

The CH.AIBMAN. I wil l ask the representative of the Treasury to 
brina- those matte1's to their attention. 

(The memorandum heretofore referred to is as follows :) 

B&D'!F OF MAURICE E-. PELOUBffl' ON BEHALF OF COPPER ANO BRASS l\,fn.r. PRODUCTS 
ASSOOIATION 

The members of the copper and brass mill products industry destre to be 
permitted to use the last-in, first-out, or replacement metl1od of costing inven­
tories for purposes ot com,putl·ng taxable income for Federal income and excess­
profit taxes.. These methods are already in use by represer1tatlve members ot. 

the industry for corpo·rate purpo e and it is desired to compute taxable income 
on thi ba is because lt conform more nearly �o the ba is on which bnsiness is 
actually done. 

The members of the Copper nod Brass Mi.II Products Association, which in­
cludes practically all the maker ot what are known as copper a»d brass milt 

• 

' 
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prodt1cts, tha,t is, copper and brass sl1eets, tubes, rods, &.11d extruded shapes, and 
similar a11d related products, carry on their business in very much the same 
way. By far the larger part of their business is made up of sales of substan­
tial quantity and amount to other manufacture1·s who in turn produce the 
goods which go into direct consumption 01· to jobbers and distributors whose 
business it is to deal with the small user of the products of the vn.,.iou mills. 
There Js, of course, a comparatively small volt1me of business which might be 
almost co11si,derecl ''1·etall,'' sales to small manufacture1·s, to h1di,1id· .... a1 1i,· it1g 
in a territorlr not ser,ed by a dlstributo1· and the l ike, but the amot1nt of snch 
business i11 most mills is r,elatively 1111impo1·tant. The first two classes of  bu i­
ne s with other ma11t1facturers and distributors is done by means of contracts 
calling for deli1rery of substantial amounts of material over an extended p riod 
of tirne. Contracts calling for delivery within 60 to ·90 days a1·e probably the 
most frequent altho11gl1 it is 11ot unt1sual fo1· them to extend ft1rther. 

The p11rchaser wl10 is in all probability already committeed to bis own us­
tomer for the price and amount of mat,erial to be ft11·nisl1ed mt1 t know the 
price be will n ed to pay for bis sl1eets,. t\tbes, rods, or whatever p1·ocluct he 
r�qt1lre and, therefore, enters into a contract not only to tak flE�li,�ery of a 
SJlecified amot1nt of mate1·ial b11t to talre deli,·ery at a. tixe<l p1·ice. In (leter­
mining thi · price the coppet .. 01� bruss mill talce t"·o facto1·s into confiide1-ation : 
Fi1"$t� wl1at t'he mill should cl1arge the cu totncr for the fabrication of  t he 
prodtict which be ordered,ntid, second, what sho·tl l<l be cha rge<l for the metallic 
content of the n1nte1--ial. Tl1e fl1·st charge is deter1nioed by tl1e tl �t1al competi­
ti.ve c.on i<le1·ntlo11s, tl1e mills' owi1 cost and "�hat otl1ers are charging for a 
similar s�tvicc. T'his charge, "vhicb is gE'ne1·a lly l{11own as the manufncturiog 
01· rnb1·icnting differential. does not cbat1ge frequeatly bu.t responds om what 
slowly to cha11gcs in wage rtttcs a11t1 otI1er fa·ctors affecting 1na1l·ufacturlng co t. 
That po.rt of tl1e price repre enting metallic content, l1owever, i, dete1�mined 
prom1Jtly a11d definitely nod witl1out 1·efe·re11(·e to a11y co1npetltive con:·ide1�ntions 
or to any profit or loss to be made by the sale of t11e metal to the Clt�tomer. 

Tlle pr;ces of coppe1· zinc, lend, nickel, a11d other· 1netals 11 ed in  t.he prodt1c­
tiou of copper R.nd bras mill product.: a1·e quoted dally aud publicly. . The 
1netal producer, the management of the copper 11nd b1·ass miU, and the pt1rcl1n.· r 
of the mill's product all bnve available to them a t  tl1e same time the same in­
formation 011 m�tul p1·ices. Thfl rnill's c,1. tomer, therefor�e, if l'le orders today 
a prodttct whi<'b ,vil l  require, say, 1 ,000,000 pm1ud. o.f copper t111d 400,00 ) pot1nds 
ot zinc will receive a co.ntract stating that the mill will deliver to l1i111 1,400,000 
pounds of product as �pecified by the cu tomer within the agreed time nt a price 
determined by the metal prices of tl1e day on which the order was taken and 
p\ns the fnbricating differential which was lx1 effeet on that day. 

Lo11g experte11ce has tat1ght ·the members of the coppe1· and brt1ss 1nill prod­
uct ind,1 try that i t  is  more p,:ofitable for them i11 the long run to confine t hem­
selves to fabrication nnd to mn ke tl1eir p1·oflts on the difference between the 
ma11ufactt1ring co t and the fnbrica ti11g cliffe1·e11tinl charged to the ct1.stomer. 
The fabrica tors, therefore. ,visb to a,roid an)r po. sillility of loss to tbe1n" elve 
by rea on of fl,1ctt1ations in metal prices and are willing to forego any po �i­
bilities of profit from this ame cn11�e. Obviou ly, if an order is taken today 
and a contract made at today's metal prices for delive-ry 2, 3, or more mon tl1s 
i I1 the future, a pect1lati,·e risk wottld be tn.ken by tl1e fnb1·icator 1f l1e failed 
to make certain that he would have metal n�nilnblP to l1im at the same price 
as tJ1a t on whi h the order "ra placed at tl1e time lt was 11ece. a ry to fill  the 
order. Tbere is, of course, but one general method of bri11ging thif; nbot1t, 
tl1a t is, to mnke a forward 1>t1rcba e commitme11t for the snme amo11nt of 
metal ·flS will be reqt1ired to <'Over hiR for\'\·ard st1 l{'S commitment and at  the 
same price. This is the g€'11eral c1.1stom of the industry and a soon a a 
fabrics tor receives itn order be '•cover. '' thi by maki11g a purcbase commit­
ment fo1· the metal 1·eqt1ired. Obvio,1sly, very small order for a few tholisan 
or even a fe,v l111ndred tl1ou and pot1nd, is not covered i11diviclt1all�' ht1t i 
i generally the ct1 tom to calculate the amo,mt of metal reqt1ired to fill  the 
orders of any one day and to make pUTcbase com1111tm�nts to cover im.medi.ately. 

· The compa ratively smnll amount of busine. which is done on whnt might be 
called n '' pot•t bnsis can gene1·ally be estimated and provided for ,vith  n 
con iclerable degr e of accuracy. 

l\io t .mtlls 111\ ve ngr·eements with custo1ners to buy back scrap .from thei r  
o-urn prodtlet and i t  is  pos�ible for those experienced in the bt1sines to e.�ti­
mnte the nmount of scral) which ,vtn be rec· ived from customers with ft con­
siderable degree of a·ccuracy and this intake of metal ls consiclered wbcn de-

• 
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clding on tbe amount of purchase commitments tor m,v metal. On the whole, 
1t may be said that it is the consta11t and ge1,1erally successful endeavor of the 
management of a coppu and brass mill to protect themselves again ·t any fluc­
tuation in the pi·ice of the metal included in their sales and that tlley accom· 
pli h this by means of covering purchase comn1ltments made with individual 
metal producers. 

ObvionsJ.y, th,is method, while always working towards the norm of exact 
coverage, will inevitably 17est1lt in some lack of balance between purcl1ase a11d 
sale commitments caused perhaps by the failure of a customer to carry out 
a contrnctl by a change in specifications, or by son1e corldi·tion in the metal 
market over which the .fab1�1cator has no co11trol. .. 

When meta.I prices .change the price lists of the fabrica,tots change at tt1e 
same time and in tbe same proportion and it is only a matter of hours a.fte1· a 
change in the metal price before changes 1n the prices of copper and brass mill 
prodt1cts are notified to the ttade. • 

lt i obvious that the method of doing business adopted by the industry, which 
is designed to eliminate so far as possible profits or losses on. metals, puts the· 
fab·ricntor, so far as metals ru·e coneerned, practically in the position of a. buying 
sgeot for his costome1--. 

If the :fabrication of copper and brass mill prodl1cts were a simple process 
completed within a relatively short period ,of time, the method of applying costs 
to sales and consequently of dete1·mining income and inventories would be ot 
little importance and almost any recognized method consistently a1ppll�d would 
produce t\ substantially correct income account. This, how,ever, is not th.e case. 
Tbe proce s of manutact�u·e in a copper 01· brass mill is long and complicated 
and it1 many of the proce e time is an important element. 'l'he conversion, 
for instance, of an ingot of ra'\'\: copper ,a.nd a slab of raw zinc into a brass tube 
whe,re the alloy mu t be exact and uiliform, tbe metal of a specified hardne"s, 
and the t- hickness of the walls and the inside and outs.ide dJameter accu1·atc 
within a very small limit of tolerauce, is a long and invol·ved technical JJrocess 
aud cannot be successfully comp,leted within a short peri<rd of time. In general, 
the tum-over iu a copper and brass mill is slow, three to four times a year being 
repre entative. 

ManY of the opet'"atin� proce ses :.1re continuou ancl in almo t e,,.ery operation 
it is desira,ble to have some material constantly in the department or in p1�ocess. 
Every manager of a copper and brass mill knows it 1s expen ive to car1·y iI1ven­
torie'"', and it may reasonably be ass\1med that 'inventoi·ies are generally main­
tained at the lowe t practicable point and that the ttl'rn-over in the industry is as 
rapid a is consistent with satMactory operations. 

The practical requirement that a minimum, inventory be maintained in the 1nill 
makes it nece ,.;ary that each sale s.hould be covered by a for,vard pu1·cbase 
r.atber than applied to, stock in works already on hand. Tl1e management know 
that if any order ,ve1·e con idered to be coveved by stock in ,vorks,. a substan� 
ti.ally equivalent amount of meta1 would 11eed to be purchased when delivery 
to the cu tomer was made, and this migbt enslly be at a !iigher price thon the� 
metal prices on which the ale contract ,vas ba "ed. In  a copper and brass mill 
the management do not con ·ider that they may apply current sales to stock tn 
works, but they know tha.t they must purchase to cover their sales commitments. 
For this rea on it is the cu ton1 in the i11du t1·y to calculate. income by applying 
current purchase to cur1·ent ·ale withO'tl't changing tl1e metal prices applied to 
stock in works. This is the method known a last-in, fl.rst-out, u11der wl1ich it is 
a ·umed that the latest purcl1ases are tho ·e first const1mecl rathe1· tl1an as is 
the ca e in other indust1·ie.1, asst1ming that the first pu1·chases tlre the first 
con. umed. 

Obviously, the amount of stock in works required for succes ful opera tioQ 
will vary from time to time. If during a period of rising prices stock in work 
is increased, that is, if metal is bought for wl\ich there are no corresponding 
sales, si1cb metals sbot11'd be carried in tbe. inventory at its cost. If, in a 
perlocl pf declining production which will, in all probabil i ty, be n: period of 
declining prices this metal is sold, it should be• applied against sales not other­
wi e covered. By this method the neces a1·y flexibility of t.he amot1.nt of inven­
tory required at different volumes of opet·ntion will be automatically main­
tained and the i ncome of the fabricator will be affect d by the liquidati01l of his 
inventory at the time this actually takes place. Th'IS is the pt"incipttl d.ift'erence 
between the ''r1ormal stock'' tnethod and the lnst-in, first-out method. While 
the re u�ts �E.t�if:1� _ �� the. us� __ of a _ _!lO;!J!�L stq��1. 1f . .  !P��s- m�.t�9_d ... }�. ,pr9p�rll'. 
tl'PPilel1; w11I rrequenffy closely a,pprox1mate the 1·c�.;ults obtainetl under the 
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last-in, first-out method, the normal stook method is. nevertheless, based 011 the 
arbitrary assum,ptlon tbat one uncha1iging 11ortnal quantity at one unchanging 
price exists. Tl1ls can hardly be eraetly trt1e in any case ancl tn  most cas ,s it 
is demonstrably incorrect. This element o,f rigidity a11d arbitrary assumption 
iEi probably the reason why the couTts a11d the Tr·ea ut3r Departmen,t have not 
looked on the normal-stock method with fa ,or. 'l'he last·in, first-out method bas 
been devised to eliminate the arbitrary feature of the normal-stock method 
and to retain at the same time those features of the 11orn1al-stock method wl11cb 
are based on correct theory and which co1·responds to actt1nl bnstness p1·n:cttc · 
and operations .. 

If a fabricatOl' must keep in process at all times 1,000,000 pounds of copper 
he 1n11st maintain this amou11t itl order to operate his business. 

Ac ·ordingly, on January 1, 1987, he has on hand 1.000,000 po,,11ds ( eo t 10 
cents t,er· pound) .  

During the year he sell.A 4,000,000 pounds ( selling price 15 cent per pouncl ) .  
In the course ot the year be purchases, as l1e sell , 4,000,,000 pottnds ( co t 15 

cents per pound ) .  
He has left at the end of the year 1,000,000 pounds { cost ?) . 
The Treas1.1ry Department's })osttion is that he has sold 1,000,000 ·pound • on 

ha11d at the first of the year costing hlm 10 cents a11cl 8,000,000 out of the 
4,000,000 pou11,ds purchased d,1ring tlle y at' at 15 cent ; that he bas, theJ."! fore, 
realized a profit of 5 cents a pound on tl1e 1,000,000 poi1nds but the fabricator 
started out with 1,000,000 and ended with 1,000,000 pounds of the identical 
material. He has not bargained for a proftt on the commodity ; bi whole 
course of business was to avoid it. 'rbe so-called J)rofit cannot be realized 
unless the 1,000' 000 po11nds of copper are sold at 15 cents but in order to 01>erat-e 
his plant the fabricator must im,mediately replace hls 1,000,000 pou11ds of 
copper at 15 cents and his profit ts back in coppet· again. -Yet tl1is is the profit 
from which he must pay taxes at bigb rates or which he must dlstribt1te in 
dividends. 

The question mark under the cost of the laRt n1illion pounds pre ents the 
issue. Does l1e have on hand a new million po,1nds of opper nt 15  cent, ( ha,"ing 
realized a profit of 5 cents on the first 1,000,000 pound ·· ) or, doe l1e really have 
on hand nothing but what he originally tarted out ,,1ith 1,000,000 pot1nd · of 
copper at 10 cents ? This is really the heart of the question. The more detailed 
examples serve to illustrate this i11 different situation and to varying d gr,ees 
but the principle remain the sa1ne tn e,1ery in tance. 

The following table how the re 'tuts in tleriods of stable ristug and falling 
prices of the appl!ca tion of the fir �t-in, tiT t·Oltt method to tl1e operation of a 
hypothetical mill wl1ich handles. for impllcity, copper 01tly. l,t is as um:ed that 
tbe mill bas a capacity of 500,000 pound p r month and . carrfefi nn inventory 
eq11al to 2 montl1 ' production. Ir1ventory price on the first-in, ft.rst-ot1t method 
are taken at the average of the Ja t 2 months of operation. 

STABLE MARKET-OONDITIONS SUBSTANTIALLY THOSE OF YEAR ENDED DEO 
s1. 1935 

First-in, ftrst-out Ponnda 

Sales: 
Metal----...-----·-- -·-···--------··---·-----------·------·-- --�---- 61 000, 000 
Fabricating differen.iiaJ_ ·- -------------... ------ •• ¥ _ __  • _ _ _  . ...  _ ,.  .. .. .. .  _ _ _  - - - - - _ .  _ _ _ _  _ 

Total sales value ••. --- -·- ·--··------- .. ------· _ ... --- • ·---- . - -• ... . .....  6, ()()(), ()()() 

Cents per Pound 

8. 8 
4. 0 

12. 8 

Amount 

�26, 87S 
240, 000 

766,876 1====1====1=-=== 
Oost of sales: 

Met&l cost: 
Inventory beglnnlng .. - -.. -·--- -------·------ ·- � ---- ___ ---- _ ___ 1, 000,000 
Pmcbasea�-----................ _ ----• • •  ·---··-..... ..  _ -- _ --- . -�-. _ _  .. .. .  6, ()()(), ()()() 

Total _______ �·----·--···------ -- ----·-···------··-·------· · l"8SS inventory en.d _ -., ...... ______ ---.. _,. ______ ·------- ------____ _ 
i, ooo. 000 
l, 000, 000 

9. 0 
8. 8 

--- - - -- --- · 616. 875 
91, 250 

Manu����1:����!�:::::::::::::::::::::::::::::::::::::::::: --�·-���- �: g � ��= 
,---- -----11----f·'----

'l'otal cost of sales.-------�--- ------------------------�-·-------- 6, 0CX>, 000 11. 8 705, 626 

Profit _________ ·---------------------------------------------·--------- -·-��----- - - -------·--
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JUSINO J.!ARKET�ooNDITIONS 8t1BSTANTIALLY THOSE ,OF YEAR ENDED MAR. 
31, 1937 

--

. 
• 

F�fn, flrst-out Pounds Oents per• Amount • 

pound • • 
- --

Sales: . 

Meta.l _ _  ·---�--·-. __ ------.... --------.----------------------------------·I 6,000,000 11. 1 Sf}M. 6� 
Fabricating ditrerentiaJ ___ -------------------------------------- ________ _, ___ 4.0· 240, 005 

-

Total sales value ________ -------·---------------------------------- 6, 000, 000 15. 1 . .  005, 623 
. - • 

Cost of sales: 
Metal cost: ' ' . 

Inventory be.pnning.--------··-------------·--------·--------: 1,000. 000  9� 92, 500 
Purcbase,s ____ --- _ ---------__ .,.. ___________ --� - __ ...... _,. _________________ 6, ooo. 000 ·11. l 665, 625 

Total-----_ --__ ---------------·---------... --·-------·--• ---.. ··----... 7, 000, 000 ' 758, 125 --------- ·  
l"8SS inventoey end ___  ---·-- ----··----------------·--------..----- 1:000.000 14� 146. 000 

Cost of metal sold __ .,, _______ ,.."-4.c ___________________ ..,_.., ___ �4!.-·-·-. 6, 000, 000 10�2 . 613, 125 • ' • 
Manufacturing cost ......... __ ..... --------------·�·-------_ ,p  _ _ _ _ _ _ _ _  - · - - 3. 0 ' 180. 000 - - · · - · ----- · 

Total 00-st of sales·-----------·-----·---------------·------------ 6, 000. 000  13. 2 793. 125 
-

Pro11t---- ------------·---·----------------------------------�--------- ·----------- - - - - - - - - - - I 112. 600 . 
. 

FALLING 1tfARKET- CONDITIONS SU�STANTIALLY THO� OF YEAR ENDED !>EC. 
31, 1007 BUT WITH LOWER OL08ING PRIOE 

- .. 
sales: 

Met&- - - - - - - --- -------�--------------------·--------------------- 6,000,000 13. 0 $780, 000 
Fabricating di:fferential- - ---------------------------------·------- _____ ""' _______ 4. 0 240t 000 

-' 

Total. .sales- value ____ ._., ___ • ______ ........ ____ •• _____ ,....._·-�---------- 6, 000, 000 17. 0 1, 020, 000 
. 

Cost of sales: • ' ' 

!.--fetal oost: ' ' . 
Inventory beg':innf_ng ..... ______ -·-...... _ -------• --_ --·------• --... ---... - 1, ooo. 000 10� 108, 750 
Pnrchases--------------------------·------ -------- -----·----· 6, 000, 000 13. 0 780; 000 

' 

'I'otal- -+·-···-----------··-- --------�----·------�·-- -------- 7, 000, 000 ' 888. 750 --·--- .. _., "'. -
Less mv9.ntory end _ _ ___ ------------·------·------------------·' 1 ,000, 000  0. 0 90, 000 . 

Oost of metal sc,Jd _____________ ---------·-------·------------ 6,000, 000 13. 3 798, 750 
!tfannlacturing oost _____________ ______________ ______ ______________ ------- - ----- 3. 0 180,000 

'Total co.st of sales _________________ ·------------ ---.·----·------ .. 6, 000. 000 18. 8 978 .• 750 
. . . 

"Pr'Ofl'L.._ ___ --------····---. ------·--- -------• ---------------·----�----- ------------ ---- ------ ,t] '  250 
' • 

In each ease the 6,000,000 pounds ot metal 'lnclt1ded in sales and tbe · 6,000,000 
pounds of purchases were made at the same price. The profit is, iberefore, com­
posed of two elements�,()()() being 1-cen�per-pound profit on. 6,000,()()() pounds 
of pToduction and the difference in the ,1alue of invento-ries as calculated on the 
first-in, fir t-ot1:t basis, although the nature· and ,amount of the inventory was the 
same at all t in1es. ·, 

Under the last-in, first-Out method,, the profit would amount to $60,000 in each 
of the three periods, as shown below .: 
STABLE MAR KET-OONDITIONS SUBSTANTIALLY THOSE OF YEAR. ENDED DEC. 31 

1935 

' • 

Cents per · 
' 

l-41,$t-in, first-out Pound& Amount pound • 

• . 

Metal •• _ -- ______ _. _  --------------------·-- ·- ------- ------------------·: 6, 000, 000 8. 8 $526, 875 
Fabric:attng ditierentlaJ ________ .. �-�---------·-�------------------..... - ___ .,_ ____ ------ 4. 0 - 240� 000 

Total wes -value •• --··-····------··-··---·--------------------- 6, ooo. 000 12-. 8 766,, 876 

Oost. of sales: 
Metal cost: 

Inventory beginnin1---------- ·--·-·----·------- -------------- 1 ,000, 000  9. 0 · 90,000 
Porch&c;es ..... _. ____ ·�---------·- ·---------·--·-------··--------- 6, 000, 000 S. 8 526, 875 

' 

Total ---™··----------------------·----------------------·--- 1, 000_ ooo .._. __ .,,,.,,.,.,,. --.. 616, 875 
� ·inventory end._·-·-------- __ --------·--.... ---_____ ... ----·- I �  000. 000 9. 0 90, 000 

. . 

Cost of metal sold ______ --·------------------·----·---------- 6,.000, 000 8. 8  526, 875 
!tfanutact11ring ,cost ______ ·----------·-·--------·-····------------- a. o ' 180, 000 ·· · · - - - - - - ·-- I 

Total. C()S"t of sal�----- ----------·-----------·------------------ . ..  6, 000,0000 1 L 8  706,876 
. 

Proftt.. _____________ �------�_.,----------------------•-····---------···· ----'-··--··· ·--------- 60, 000 

- . --
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RISING M.All,X:ET-OONDITIONS SUBSTANTIALLY TBOBE OF YEAR END,BD AtAR. 31, 
tan 

• • Pounds 'Cents per Amount pound , 
-------------------------· t-------,·----,----
Bales: 

Metal _ _  .. - - - ----..... ---· -- •• - ------------------------------------... -------- '6.-()()(), Cl()() 
Fabricating dlffeTeutlal. ---- •• ---__ ... __ --__ --------- ---------- ... :, ••.•. ---- ---

11. l tfa,62$ 
1. 0 �.<n> ----·•----,---·-

Total .saJ.es vain&.----··----..------· -··-------·-------····-------- 6, ()()(), ()()() 16� 1 906,825 

Coet of sales: 
Metal cost: 

Inventory beginning __ -----�-------------------- ----------... 1,000. 000  
Pwch8,SOS ...... __ ._ _____ ..... -·- --- • -- • ••  ------ •• --- ---- - � ------.,.. 6. 000, ()(JI() 

• • 

l'8SS inventory end. -----.-·-----·---------- ·-----________ ..... __ _ 
7,000,000 
1, 000. 000  

. 
Cost of metal sold- - - - - -----------·-··----------------·-·--- .• 6, 000, (X)()  : 

Manufac·tu.rin.g oost ___________ ---------. --- -- -- ·----- ----- - _ ... ____ . __ - • · - -·-·-- - - ... 

Total oost of sales-----------·-----------------· -----------·· ---- 6, 000, 000 

9.0 
11. 1 

----------
9.0 

11 .. 1 
3. 0 

14.. 1 

' 

• 

t=·====t�====-1· 
Profit ••• -----------------�--------- ·---------------------------·-----� --------- --- --�-----� 

FALLING ifARKET-OONDITIONS SUBSTANTIALLY T:HOSE O F  YEAR ENDED DECl 
31, 1937, B'U'T WITH LOWER CLOSING PRICE 

Sales: 
Metal . - ...... -- ... - ·----· · ------------------· ---·---------------·- ---....-
Fabrlcatlug differential. ----\.----- ____ -------··-----·-------------

Total .ies valoe. _____________ ... ---- •• ------ •• ---- ----------------

Oost of sales: 
Metal cost: 

Inventory beglnnlog. _________________________________________ 
Pur·chMes . ..  ·-----------------. -·-·--------·------....  ----··· -·--

Total·-··-----------·--- - - --��---- -- -- --- - - - --·--·---�---·--
LMS Inventory end.--·------------------__ --------_ --_ . ... -". -· 
Cost of metal sold . _ - ----------------------------·-------------

Manufacturing oost ___ ---··----------·-- ______________ • ·---. _. ___ .: 
' 

Tota,1 oost of ales... •• • • •• ---------·----------!II'·-··---·-------·--�· 
Proftt ................................... ____ ••••••••••••••••••••••••••••• _. 

• 

• 

6,000,000 
--·----·-- ··-

6.000,000 

l, 000,000 
6,000,000 
7, 000, 000 
1,000, 000 
6,000, 000 

---·-·------
6 000 000 1 , -,I s -• 

-------··----

13 S780,000 
( 240,(XX) 

• 17 1, �.000 

' g 90,000 
13 �. cm 

---- ------ 870,000 
9 9(), 000 

13 780, tm 
3 180, 000 

16 960/� • 

· ···------ 60, 000 

It the fabricator acts as the buying agent for his customer and not as a 
dealer in metal i t  should make no difference by whom the meta1 is .bough.t. It 
ls not uncommon for the larger customers of some copper and brass mills to 
buy their own metal and to ship this to the fabricator, payi1Jg the fabricato� 
only his manufacturing differential. It the assumption that the fabricator is 
merely the buying agent ts correct, and the general t1niversal practice of the 
trade bears this out, then the results of a correct method of accounting where 
t.he fab1�tcator buys the metal should be the same as the results where thA 
customer buys the metal 

The following table ls given for illustration only, as it is highly improbable 
that any mill would operate entirely on customers' copper : 

Sales: 
Metal beloilfl to customers •••••• ·----·-----------·-------- ..... 
rabrlcatlng erentlal. ---· ------------------------- -- -·-· --------

Cost of sales: 
Inve11tory 'bclginning __________ ·-----·----------------------·--...... 
ltecelpts ••••••••• -------------·-----------·-----------·-----·�----

TotaJ __________ ·------------·-·--·--------------·---·------··---
� Jnven.tory end_ -----· ______ --·-·--·.-·_ -_ -----_ --- . .. -••• --• - . , 

# Total •••••••• ---------------·---------------------·-·-·-·-------
Manu!actnr1g cos-t ........... _ .. ___ •• - - ------------·----- ------... __ -----_ 

Total cost ot sales.�---------------------·----··-----·--·--------
Proflt ________________________________________________________ .,.. 

Pounds 

' 

6, 000,000 
--·------- · · 

. ' 

� ,000, 000 
6, 000. 000  
7, 000. 000 
1, � 000  

e. ooo._ooo 
------- - -·-·· 
------.--------· 
-----------·-· 

Cents per 
pound Amount 

' 

· ······--· ------.. ···-
• 1240.000 

. 

--·----··· --------··-----� --.----------- ------�···-· 
- -- --··--- --------·--· 
----------- --· ---·· .. ·--
- ---- -··- - -- - - -----·-- -

3 180.000 

-�----- llMl 000 
----·----- - eo. 000 
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The profits under the lad•in, first-out method and the · pro1lt which woult 
result. if all metal belo11ged to ,customers are the same. These profits also rep­
resent the only profits which would be realized in cash as the _rema.inder of 
the so-called profit on the ftr,st-tn. first .. ouit basis ls represented entirely by 
ebanges 1n the valuation of inventories. 

• 

GENl%&AL USE AND BEOOGNlT.ION OF LAST-IN, !'IBST-OUT Xm:BOD IN THE INDUSTBY 

The following members of the Copper aBd Brass Mill P�oducts Association 
have stated through the medium of published accounts that the last-in. ftrst-out 

i8 used by them tor determining their corporate Income : The American BraStJ 
Co. ; Bridgeport Brass Co. ; Phelps Dodge Co11>Qrat1on ; Revere Copper & Bra-. 
Inc. ; Scovill Manufacturing Co. 

A number of other members who keep statistical records, on substantially this 
basis ha, .. e stated that they wonl� qse the .m�od in t.!,l.e>r ftnancial books if it  
should be allowed for tax 11urposes, their · reason for no·t using it at present 
in their financial books being that it was not permitted for tax purposes. 

The method is recognized by the Securities and Exchang� 
.
Com�iss�on, edu­

rators, ancl leading practicing accountants )1S a. correct method of determfning 
income for industries situated as ts the copper and brass industry. To estab­
ll h the recognttio11 of t�e method ·by accounting authori·tles there is su·bmitted :-

( a )  Opinions ot : Paul K. Nigb.t, of Arth11r Anderson & Co. ; Deloitte, Plender, 
Griffith & Co. ; Edward A. Krack�, of Baskins & Sells ; Dr. Joseph J. Klein, 
of Klein, Hinds & Fi11k : Walter A. Staub, of Ll•bra11d, Ro·ss Bros. & Montgomery ; 
Samuel J. Broad, of Peat, Marwtek, Mitchell & Oo. ; Rooney F. Starkey, of 
Price, Waterhouse & Co. ; C. Oliver Wellington. of Scovell. Wellington & Co. ; 
Victor H. Stempf. . . 

( b )  Excerpts from : A State·ment of Accaunting Principles, prepared by Thomas 
Henry Sande1· , Har,·ard University Graduate School of Business Administra­
tion · Henry Rand Hatfield, Uni,1ersity of California ; Underhill Moore, Yale 
University School of Law ; referring, ,on pages 15, 43, 78, and 74 to last-in, flrst­
out, or similar methods with appro,1al. 

(c)  Resolutions of committee on Fede·ral ta.xatlo11 of the New York State 

Society of Certified Public Accountants. 
(d )  Dat-a on last-in, first-out, and similar inventory me·thods : Corporations 

using last-Jn, ft1·st,..out, or similar methods in corporate accounts ; bi·bliography 
on last-in, fi1�st-out, ,or similar inventory .methods. ; list of trade and other 
associations approving last-ht, 1lrst-out, or similar methods. 

' 

LAST-IN, FIRST-OUT IS A Mm'HOD Ol' D.B711tRK1NI:NO COST 

''Last-in, :first-out'' or '-'replacement'' method of costing sales ls merely one 
ot several methods commonly used to determine cost for the purpose of arriv­
ing at taxable or corporate income and is, therefore, a permissible meth� 
subject to the same regulations as any other method of arriving at cost in 
situations to which the various methods are adapted. 

. 
D18CR1l(INATOBY TREAT�JENT OF TBJD COPPD AND BRASS KU,L PBODUCT8 1NDU8TBT 

The copper and brass mill products industry is being subjected to discrimina­
tory treatment by the United States Treasury Department because : 

(a)  Other manufacturing industries are permitted to t1se their recognized 
accounting methods to determine taxable income· and are taxed on ·income 
which is admittedly realized or realizable while th.e copper and brass mill 
products industry is taxed on unrealized an4 unrealizable income determined by 
methods not recognized by the industry, and 

{ b )  Other ind us tries are permitted to determine income and lnven.tories by 
methods substantially similar in purpose and effect to the method the use of 
wbieh is denied to the coppe1· and brass mill products industry. Industries 
dealing in a product such as cotton textiles or flourt where the conditlons are. 
similar to those in the industries described above, apply ''hedging'' transac­
tions to their inventories and are thus able to get for themselves tl1e same sort 
of results as the industries under discussion obtain by the u.se of the ''last-in, 
first-out'' method. The cotton and flour mf !ling industries are permitted to 
use their ''hedging'' methods for tax purposes. The leather, nonferrous metal ,  
and other tnd·ustries are not permitted to t1se an accot111ting method producing 
the same r$111·ts. The entirely fortuitous circumstances of the existence or 

• 

.. 

• 
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absence o.t an efteetlve futures mai,ket is thus made the basis ,of discuimlnaUoo 
between various taxpayers stn1llarly .situated. (See General, Co1111sel's Memo-
ia.n.dum 17822. ) · · ·. · · . .  
�,. To accomplish this, I suggest the addition ot the following la.D.guage to �tion 
22 (c) of the revenue bill under consideration : . 

''Goods remaining in i11ventory which have been so intermingled that they 
cannot be ident11led with speciftc invoices ·may be deemed to be the goods 
first purchased or produced during the period in ,vhich the quantity o·f goods 
In the inventory has been acquired and the. cost of goods most recently sold 
may be. deemed to be the cost of those· most reeently purcbnsed OT' produced, 
it in confor1ntty with the taxpayer's metl1od of keeping b·is books or records and 
with the best accounting pvactiee in the trade or business. ,, 

I • • 

J . (Letterhead ,of Arthur Andersen & Co.] 
• 

• NEW YOBK, February !5, 1988 . 
Mr. M'AUBICIJ E. PELOuum, 
. Pooson, PeZoubet " Co., New York, N. Y. 

DEAB MR. PELoUBET : As representative of the Oopper and Brass Mill Prod,1cts 
�ssociation, yon have asked my opinion of the propriety of the lt e in the 
indt1stry represented by that as ociation of the l·ast-in, flrst-ot1t, or replacement 
method of co ting sales and detertJ:1.ini11g inventories, and you have particula rly 
asked whether this method may be considered to be in accordance with presen·t 
standards of good accounting practice. 

The last-in, first·ot1t, or replacemen.t method of costing sales and determining 
inventories ts appropriate in those industries which meet the following main 
requirements : 
, 1. The in�estment in lnve11tories ls large relative to other assets., 

2. 'The inventory consists of a few b.asic materials which form a substantlal 
part of the cost of the product sold. 

8� The spread between raw material prices and finished goods prices is 
relatively constant. 
· 4. Tl1e t11rn�over ls slow because of the Iengtl1 o.f t.he processing. 

The fabrication of copper and brass appears to be an industry which meet 
these requirements. The last .. in, Arst .. out, or replacement ·metl1od of co t ing 
ales and determining inventories ts therefore applicable to this lnd,1stry. I t  i. 

my opinion that this metbotl is in accordance with good acco11nting pra tlce 
for this industry and fior· any other industries wliicb have similar cbarncter­
istics. 
· A number of important industrial companies are ·now t1sing this method and 
have 11sed this or similar methods for many years. Acco,1nting al1thorities, both 

, educators and practicing accountants, have, by· the written or poken word� 
advocated the use of this method ·in those lndustries to ,vhich it applies, a 11d  
accounts prepared on this basis have been accepted by the Securities and Ex-
,eha11ge Commission. . 

· I see no reason why lhe United States >rreasury Departme11t or nny other 
<department or commi sion .concerned sho1.1l(l hesitate to recognize the la t-in, 
first-out or replacement method as good accot1nting practice and as a method 
which is acceptable, both for corpo1·ate pt11 .. poses and for determining taxable 
income. in certain industries� 
: Very truly yours, 

PAUL K. Kl\,:GRT . 
• 

tL tt rhead ·ot Deloitte, Plender, Grtffltl\s & Co., U:ntted States, Cnnada. c,,ba, 'Mexico_. 

Soutb America, Great Britain, Continental Europe, and South Africa] 

Nm,v YORK, 11! arr.I� !,, 1938. 
Mr. M'Aua10E E. PELouum, 

Pogson., Pelo1�bet & Co., 
New York, N. Y. 

Du& Sm : As a representative of tl1e Copper ancl Brass Mill P1·oduct A o­
-ciationt you have asked ot1r opinion of the l)rop1·iety of tl1e nse in tl1 indt1 tr 
repre ented by that as ·ocin.tion of the last·in, first out or repln<'ement m t hod 
<>f costing ale and detet·minlng in.ventories and you ha,,.e pnrtic,1larly a ked 
,vhether this method may be considered to be in accordance with present stand-
ard of good accounting practice. · 

• 
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In .. our opinton the last-in; fltst-out method of costing sales e,nd determinins 
inventories is an accepted prt11cfple or accounting? a:nd could , appropriately be 
followed, in preference to other methods, in any business where i'a.w material 
forms a major part ot the · cost of the ffJllshe<l product, where minimum in­
lentorles must be maintained and where -the inventory 1s sl·ow. We have 
hnd no experience of the application of the last-tn, first·Otlt metb.od to .the 
oopper and brass mill lndt1Stry but ihe use of that method has been advocated 
for the oil ind11stry by the American Petroleum Institute. 

\Ve see no reason why the United S·tates Treasury Department or any othe1 
Department or Commission should not be prepared ,to recognize the use of the 
last-in first-out method as being good .accounting practice and as being par, 
ticolarly appropria.te in the case of any business which has the characteristics 
mentioned in the preceding paragraph. 

Yours very truly, 
DELOl.Tl'E PLlDNDl!B G&IFFITHS & Co .. 

[Letterhead ot Haskins & Sells. certlfled public accountants] 

N.mw YoBK, March 3, 1938. 
Mr. llAORIOE E. PELOumtt, 

Care M essra. Pogson, P�lot,b6t & Oo., I 

!5 B,·oadwa11, Ne1w York. 
DEAR Sm : With regard to the allegation that the las.t-in, first-out basis of 

inventory valuation did not conform to good. accounting practice, may I refer 
to the conclusion reached by the special committee on inventories of the Amerl­
csn Instit11te of Accountants in its report to the council of the Institute, dated 
May 7, 1936. in w·bich the committee gave its unanimous opinion as follows : 

Ot1r committee, after careft1l consideration of tl1e matter, has found itself 
in agreement in arriving at  the following conclusion : 

''The last-in, first-out method for the valuation of oil company inventories,. 
as recommended by the American Petroletim Institute,, constitutes an accept­
able accounting principle for those companies, which, finding it adaptable to 
their needs and views as correctly reftecting their income, apply it consistently 
from year to year ; i t  is important, bowe,1'er, that full and clear disclosure. 
in their published financial statements, be made by the companies adopting 
it, both as to the fact of its adoption and the manner of its &'pplication, 
including information as to the period adopted for tl1e unit of time within 
which the goods lttst in  are deemed to be ·the first out, that is, whether the 
fiscal year 01· a shorter or longer period.'' 

The above excerpt is, of course, a Sl1mmarization of the committee's findings 
which that report set f ortb in  the remainder of the report in extended form .. 

Si.ncerely yours, 
E. A. KRACKE:. 

[Letterhead of Klein, Hinds & Finke. certified public accountants] • 

MAURICE P£LoUBET, Esq., 
NEW YOBK, March !, 1988. 

25 Broa<lway, New York, N. Y. 
MY DEAR PELoueET : I am glad to respond to your recent invitation to express 

my personal views regarding inventorying on the basis known a.s last-in, first­
oat Under date of February 3, 1938, the chairman of tbe committee on 
Federal taxation of the New York State Society of Certified Public Account­
lint , I addressed. a communication to the Honorable Roswell Magill, Under 
Secretary of the Treasury, with reference to the same subject. · -

. The e�erience of professional accountants has demonstrated thnt no single 
inventorying method serves the purpose of all types of industries. The method 
with respect to which you wish my opinion is in qt1ite general use and bas 
justified itself in connection with enterprises ( 1 )  which must maintain a 
constant minimum or base inventory, (2)  which customarily make purchases 
of raw materials to fill specific orders, (3)  in which the cost of the raw 
material constitutes the predominant element in  the value of the finished 
produc� and (4) ln which the chief income is represented by the charge tor 

• 
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processing. In · the situations under ,discussion, considerable periods of time 
frequently elapse between the taking of the order and the delivery ot the 
fln.lshed product. 

In the determination of costs of operations for the types of business which I 
have in mind, it has been fot1nd that most dependable results are achieved when 
It is assumed that the cost of the raw-material ingredient of the finished product 
ls represented by most recent pt1rcbases. In otl1er words, i11 the determination 
of costs, j t  is assumed that : the· ·most recently acquired 1nerchandise is first 
consumed ; ·hence the designation of the formula as last-in, fir t-ou.t. 

111 practice the accountant associates the concept of cost, not only with ref· 
erence to income from opera tlons, ·but likewise with respect to tbe effect on the 
balance sheet. If it is assumed that raw materials are exhausted in the inverse 
order of their acq11isltion, it follo,vs that. tl1e cost of the inventory on hand is 
predicated on the earliest costs. Where the base stock fluctt1ate little in 1>hl ical 
quantity, the balance-sheet value of the lnvento1·y n1.ay be bnsecl otl prices of 
many yea1·s earlier. Regardless of which in,�entorylng method is employed, the 
balanc�sl1eet valuation sl1ould in general reflect the lower of co t or market 
valt1e. It follo"vs, therefore, that, regardless of which inventorying me·tbod Is 
employed, tbe invento1·y bould not be show11 in an amo1l11t in exc ss of the 
lower of co8t or mnrket val11e. Th11s, unle the ba e inventor,y i: priced a of a 
time whe11 the market was low, the results fro1u the application of the last-in, 

t 

flrst-out method m11y have to be modified o as to red,1ce th ,,alue of the end· 
of-the-period inventory to the currently lower market. It this pre n11tio11 is ob­
.served, it would seern· to me that neither management nor Go,·e1�nment offlcia1ls 
11bould object to the use of the last-in, flrst-ot1t method by ind\t tries of. the type 
herein re!err·ed to. 

Very t 1·uly yours, 
Jo EPH J. KLEIN. 

(Lette1·head of Lybl'and, Ross Bros. & Montgomery, certified p\1bllc accountants] 

NEW YORK, Morc'h, 8 1938. 
Mr. MAURICE E. PELooet1·, 

!5 Broad:wa,y, New York, N. Y. 
DEAR MB. PELoUBET : At your request I am submlttit1g he1·eln my opinion as to 

the prop1·iety of the use of the so-called last-'ln, first-out metl1od of costing sales 
and determining inventory valuations and whether this method may be considered. 
to be in accordance with pre.sent standards of good accounti113 practice. 

I can perhaps most readily express my views on the general prJnciple involved 
and the reasons for preferring the last-in. first-out method by quoting from my 
article written in the latter part of 1934, which was based on talks on the sub­
ject of Adjl1stment of the Baln11ce Sheet to Present-Day Bttsiness Conditions, 
give11 at meeth1gs of the Washington and Rockford cl1apte1·s of the National 
Association of Cost Accot1ntants tu December 1933 and October 1934. 

I append hereto a copy of that p(lrtio11 of the at·ti.cle which dealt with tbe 
subject of inventories and the costi11g of sales. Tl1e L. R. B. a11tl 1\1. Jot1rnnl, 
in whicl1 the article oppeared, is P·tlbli heel 11rimarily for di. trib11tion ainong 
the members of the organization at our differe11t offlcf) 

I first became interested in the st1bject alrnoAt 20 )·ear · ugo "'hen the tre­
mendous ri e h1 commodity prices occurred dt11·i11g the Wo1'ld \Var. I qt1e -
tlon d tl1e 1·eality of profits which we1·c then bei11g ho�··n a tl1e 1�eR11lt of the 

ales of 11roduct. at g1·eatly euhar1c-etl prices being <'Otl\pnred "·itl1 the lowest 
cost of materials or flni hed prodt1.ct i.nclt1cled in the tock 011 bnnd. Urtfor­
tuno.tely, ho,\�ever, tl1e1·e was 11ot uffl.clentl),· �e11e1·aJ rccogni tiot1 a t  tl1n t time 
of tl1e fallacy of costi11g sales a11d sl1owing profit by t lte fir. t-in fir-= t-<out 
method which was suitable enough fot� 01·dinn ry ci1�ct1n1 tances l1t1t 11ot, in 
my Of)inion, t'1ea1·ly as so11nd as lnst�in, ftrst--011t  in t·i1ne of wicle fluct,1ation in 
prices. AI o, tl1e o,11timi m of \'\"ar times indt1lged itl the hope tl1at post-wnr 
r construction nnd similar infll1ences would n1ni11tairt a11d contiI1t1e pe1�manently 
tJ1e price 1e,�e1 attained during the ,var. 

The t1·e1ne11clot1S fall in prices i11 1920 lccl to some 1·ecognition of tl1e weak .. 
ne s of tl1e flrst-tn., fi1·st-out method, b11t, agtiin t111fo1·tunatcly, tl1e Trea nry in 
its 1· <>"tJlations regu1---clit1g in,·ento1·i()$ �•dhered tl) the oltl u1etl1ocl wl1icl1 had 
been evolved under comparatively stable conditio11S of p1·e-war times. The e 
Treasury regulations for tl1e ndmini t1·atior1 of tJ1e 1918 Revenue Act ( which 
.was not actually passed until Februai·y 1919 ) ,  and their st1bstnntinl. continuftnre 
under succeeding acts, had, I think, mt1cb to do with the slow re,eogi1ition of tl1e 
superiority of tl1e last-in, first-out metl1od, as bu ines men we1·e naturally 

• 
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reluctant to keep their books on a different basis than that which they w:ere 
required by the Treasury regulations to use for reportin.g profits or losses for 
income-tax purposes. 

The ra1>id rise in commodity prices during the later twenties and tbe cata­
ctrsmic drop in  prices during the depression, which completed a cycle similar 
to that of tbe war period and the IM)St-war years of 1919-20. caused more 
serious comsideration to be1 given to the subject than ever before. As you know, 
about 4 years ago one of th·e ma.jor industries o1 tl1e country asked the American . 
Institute of Aecountants to appoint a special committee to conter witl1 an 

acco11ntlng committee representative of the industry in an endeavor to dete1'tlline 
the most satiSfactory method .of valuing in,"'entories and consequently of 
determining profits. 1\lthough the industry wast naturally, most conce,rned with 
its own immediate problemst the committee of our institute obvlo11Sly had to 
consider the question from the broader aspect of the basic principle upon 
which any particular method should rest. I served on that committee for a 
time, and urged strongly the use of the last-in. ftrst-out method because of the 
uperiority which I believe it ,enjoys as compared with tl1e first-in, first-out 

method. The report of tbe institute committee e�pressed approval of tbe 
last-in, flr�t-out method for use in tha.t particu.lar industry, and in my opinion 
it would be just as suitable for general use in the industry represented b,y the 
Copper and Brass ?.till Prodt1cts Association. 

A number of r·epresentative companies have for years used the last-in., first-out 
method or its practical eqidvalent, and the number of such companies is, I be­
lieve, now larger tba.n e\7er before. I am of the opln1011 that the method is in 
accord with good accounting practice of tl1e present dny for the purpose ot 

determining the cost of inventories of i11dustrial and mercanWe enterprises 
other than in those cases where specifl.c articles can be readily identified as 
used or sold and the nature of the business· is such that the cost of specific 
articles should be used. 

Very truly .yours, 
WALTER A. STAUB. 

ExTRACT FROM ARTICLE E,NTITLED ''NOTES ON THE ADJl.TSTMENT OF T.BE BALANCE 
SHEET TO PRESENT-DA y BUSINESS CONDITIONS'' 

[L. R. B. and M. Journal, November 1934] 

In:ventories materials, goods i1i proceas, and fttiished proclttot. In the course 
of time the rule of ''cost or market, ,vhichever is lower,'' for which the public 
accountant protession consistently contended in season and out of season, and 
at a time when many b\1s111essmen did not agree with the rule, has become 
generally accepted by tl1e banker, the mttnufacturer, the me1·cbant; and the 
taxing official. 

It is a rule of conservatism a11d safety rather than ot logic. Logically, by 
the same token that in.ventot·ies are written down to provide against potential 
losses not yet actually st1stained but tbreatf\ned by a fall of market prices below 
cost, it could be argued that inventories should be wri·tten up to recognize poten­
tial profits therein not yet actually realized b11t promised by a rtse of market 
prices above cost. Long experience, however, bas taught that the only course 
of safety is that of provl<ling agai11st tbreate11ed losses but of not counting 
chickens ttntil they are actually hatched. 

The time-tested principle of ''cost or 1narket, whichever i lower,'' is on the 
whole still the best to follow. .But q,1e tion has from time to time beer1 raised 
which cost is to be applied to the goods sold and which co t i. to be applied 
to the goods remaining on band. Shall it be ''first int first ot1t, 01· last i11, first 
out, or average of the beginning inventory cost plt1s sub equent pu1�chase or 
production cost ( on a weighted average basi ) ? 

Thi qt1e tion bas been rece1vlng renewed consideration becat1·se it  ls of 
greate · t importance tn periods when n radical change in th price le,'el occurs 
(wb ther up or down ) as d1.1I·ing tl1e dep1·ession period. \Vhen the price move­
me,nt is upward, as during the World \¥n�t thE> ll e of tl1e first-i.n, first-out cost­
ing of sales tends to show 1arge profits ·because of selling at mounting prices 
goods purchased at the lower l)rice level, although i f  the eonce1·n i to remai n  
in btlSiness it must in1mediately replace the sold goods with others pt1rcbased 
at prevailing higher prices. 

The effect f tha,t the valuation of tlie inventory is at the highest recent cost, 
and the profits shown on goods sold have to n large extent not been realized 
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in the sense that they are available for distribution but they have had to be 
reinvested in large part 1n maintaining a stock of goods no larger i n  quantity 
than that previously carried for a much smaller inve tment. When tbe inevit­
able drop in the price level occurs, large losses on inven,tory values are shown 
in adjusting to ''co t or market, whichever ls lower.'' In 1920 ma.ny concerns 
showed inventory lo es which off et to a con id ruble extent the large proft 
apparently earned during the war period� Similarly, large inventory losses due 
to tl1e tremendot1s drop in price during the pre ent cL pression have i n  the case 
of many companies ab orbed p�oflts hown during the time that a high cost was 
being developed for the inventory. 

The que tion ha been rai d whether, nssumtng a starting inventory at a 
low enot1gh leYel so that prices would hardly drop below i t  excepting under 
cata tropluc conditions, the u e of the formula of ••1a t in, fir t ont'' in costing 
goods sold would not re ult in a truer picture of actual profit. The argument 
can be made that there i a closer relation between the Ilrices of good la t 
purcha ed and of t11e good currently sold then between the earliest purchases 
of goods on hand and of the good ettrrently sold. 

In the case of ind11 tries or concern the inventories of which are ordinarily 
very la1·ge in relati·on to other a sets · as, for example, the oil inclu try where 
large qun.:ntitie of crude oil may be carried in tock co11tinuous1y t11e la t-tn, 
tlr t-out method of co · ting sal s ha a tendency to minimize the extreme of 
profit nnd lo es. The profits shown in periods of rising prices would tend to 
be less then by usi11g the fo1·mt1la of ''fir t in, first out,'' and corre pondlngly in 
periods of falling pt·ices such losses as migl1t be shown in redt1cing Inventories 
to lower market price ,voltld not be na great a would otl1 rwise have to be 
taken. It i to b noted thnt the formula of co t or market, whichever ls lower, 
would still govern th violation of the inventory and wottld correct tbe tendency 
wlitch might develop in  a period of fallit1g price for tl1e inventory to remain 
at a higher price le,"el t11an the current prices at which sales would be costed. 

Tl1e la t-in. fl 1-- t-out fo1·mula l being given stt1dy by an tnvento;y•methods 
committee i11 one of tlie large lndu trie of the cotmtry at the pre �ent time. 
Any metl1od ,vhich will tend to rninin1ize the profit.. sho,vn in period of rising 
p1·ices which are not actt1ally available for distrib11tion, becau e of the need for 
retaining at least a mo t.erial portion of such profits in tl1e bu ine a added 
working capital nnd thus st1bject1ng it to a bu ine s hnzard which becomes 
a;:rea ter the highe1· the price level rise , 1 worthy of careful consideration. 

If uch a co t forrnula or method ,,·e1·e generally adopte<l in at1 l11dt1 try, it 
would be clesirnble to how a n memorandum ot1 tl1e bnlnnce h et the ct1r-
1·ent replRce.rne11t ma1·ket value for the i11ventory. This wo·t1ld a 8ist in  giving a 
full under ·tn.ndir1g of the sitt1ntion to tho e e .. teudlng c1·edit to n given con­
e rn or those who �rish to make nu lotel11gc11t compari 011 of tbe ftn:111cial 
po ition of various companies 1n the a.me industry whose inventories may be 
car1·ied n t differi11g co t. . Even t1nder the p1·e ent mor ge11eral u;; e of the 
first-In, fir t-out cost formula, the suppleme11ting of the valt1ation at which tbe 
inventory is car11ed in the balance • h et by a memorandum of the app1·oxln1at 
replacement market value thereof "'·ould be into.rming. 

The nvernge co t methocl of carrying or val11ing the inventory ma,y be said 
to be intermediate between the first-in, fir t-out and last-in, first-out mcthod.c;. 
I t  is probably le s 11. ed now than wa at one time the case, though lt is still 
tb� method generally used 1n at least one of tl1e major indu tries of the 
country. 

An inventory method which bas somewhat the same end in view as the last­
In, flrst-ont cost formula is the base-stock method. It hos the virtue of con­
servatism, both from a balance-sheet point of view ( assuming, of course, that the 
ba e price, ,vbicb remains unchanged, is et ufflclently low at tbe ince1Jtlon 
of the u of the metl1od ) and from the point of view of the earnings show11 
during an era of rising price " 

The leading exponent of thi method in thi country is the National Lead Co., 
which ha clearly e.�a1ined the method in its annual reports. Another of the 
promin nt i11du trial of the co1111try, the International Harvester Co., u ed the 
metl1od for a few y ar at the clo e of the W 01·ld War period but dl ontinued 
when the United States Treasury refused to accept the method for income-tax 
purpo es. The refusal of tile taxing nt1thoritie in both tbe United tates and 
Great Britain to accept the bn e-st-0ck method for valt1ing inventories has prob­
ably di conraged a more general use of it by industrial companies. 
· One other point In the vali11ttion of inYentories which requires especial con­
sideration in the depression period is that only normal overhead should be 
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included in inventory vo.lue, even though under present conditions with greatly 
reduced output the actual ov,erhead 01·dinarlly exceeds a normal rate ot 

overhead. 

(Letterhead of Peat, Marwick. Mitchell & Co., accountants and auditors] 

NEW Yoruc, N. Y., Ma1�ch S, 1938. 

Mr. MAURICE E. PEI.OOBET, 
M eaar,. Pogs<m, Peloubct d Oo., 

New York, N. Y. 
Dua Sm :  I refer to your rec nt discussion as to the propriety of the use in 

certain industries of the last-in, first-out method of costing sales and deter· 
mining inventories, and particularly to your inquiry as to whether, in my 
opinion, this method may be considered to be in accordance with present stand .. 
ards of good acco\1nting practice. 

The commonly used basis of stating inventories is  t111der the formula of cost 
or market, whichever is lower, but within that formula variations of method 
of determining cost an.d market prevail� consistency of treatment from period 
to period being, of course, essential whatever method be adopted. Your inquiry 
Is directed to that method underlying cost which is designated ''last in, first 
out.'' 

It is  well to poin.t out, tn the first plnce, that before determining the prefer­
able method of computing the cost of inventory on hand there must be careful 
consideration of the purcha ing and selling methods, rapidity of turnover of 
inl"entory, extent of inventory normally carried, and the timing of sale-p19ice 
cha.ng in relation to changes in purchase prices of materials entering into 
the product sold. It 1s impracticable an.d undesirable, in a period of changing 
cost prices for materials, to determine the cost of goods sold by following 
through from purchase to sale the specfic materials entering into the product 
sold · thus i t  becomes neces ary to appraise the merits ot various methods, i e. 
whether the goods sold may be regarded as having bee11 prod,1ced from mate­
rials pttrchased first or from those purchased last, or from the group of all 
similar materials purchased and on hand within a specified period. 

In a period of stable prices it would not make much difference which method 
is used, because all would produce substantially the same results. Such ls 
not the case, howeverJ where pttrchase costs have changed materially during 
a period. Thus the problem resolves itself into a question as to which method 
would most adequately reflect the results of the transactions and managerial 
policies and methods. 

The average manufacturing or processing company t1st1ally has a certain 
amount of inventory on hand in different stages of production. Where prices 
bD.ve changed between the beginning and the end of a period, 1 be use of either 
the fir t.in, first-out method or the average-co t method reS1Ilts in a change in tbe 
co ts ti ed for the terminating inventory as compared with the inventory at  
tbe opening date evcen tbotigh substantially the same amot1nt of goods may be 
on band. Particularly in the ca e of industries where the turn-over is slow 
because of the length of the processil1g time, either method would tbt1s intro­
duce into the accotints ao element of profit or loss on the inventory which is 
to some extent speculative in nature and which may never be realized. 

In some businesses an attempt is made to eliminate so far as possible tbe 
tbe speculati,'e element by relating ales commitment to eurrent costs of mate­

. rials : thus, when goods are old, ubstnntially the reqtti1·ed amounts of raw 
· material are either purchn ed concurri nUy or fntt1re commitments therefor m.ay 
be entered into, the principal purpo e bei11g to avoid peculation and to eliminate 
the effect of market fluctua.tlou_ from the profits. I n  case where such procedure 
exists it wottld seem entirely ar,bitrary to declare that only the first-in, fir t-out, 
or the average cost, method hould apply, or to take the position that market 
profits or los es reftec,ted in  the i11ventory as a result of determining them on 
st1ch n basis had actually occurred. 

I believe that these ,considerations are the more important in the case of those 
industries in which raw material co ts form a relatively large par,t of the total 
cost of the prOduct, and particularly where the raw material involved is sub­
ject to ubstantlal price fluctuatio11 . Due to the element of timing as between 
the purchase of raw materials and the hipment of the corre ponding sales, an 
assumption that the last goods in are the ftrst good. hipped 1s also arbitrary 
to a certain extent. But it is my opinion that this as umptlon, uDder the 
conditions outlined above, m-0st nearly reflects the actual operating conditions, 
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ahd that the last ... in, first-out metbod can be considered in such re11ses as in 
accordance with sound accounting practice, tor costing sales a·nd for determlning 
inventories. 

While I realiz-e that so far tbis mt?thod has not been accepted by the Treasury 
Department for the purpo e of determining taxable income, some sµbstantial 
corporations have adopted it for tl1e11� fiscal m1rposes, 11otwithstandi11g ·the added 
difficulty of a double determination of the inventory ; and this very fact would 
seem to justify the assertion that they regard this methocl tbe preferable one 
from a business standpoint and the one which most accurately retlects the 
profits or losses which have b�n realized4 · · 

Yours very truly, 

[Let terhead of Price, Waterhouse & Co.] 

NKW YORK, March 4, 1988. 
Mr. MAU'lUCE E. PEl.,oUBET, 

Pogson., Peloti'bet & Oo., 25 Broadway, Netc Yor�, N. Y. 

DEAR Sm : Y 011 have reque ted my opinion of t11e propriety and u of the 
last-in, first-out method ot· costing sales and whether, in my opinion, this method 
may be considered in accordance with present �tn11dards of good accounting 
practice. 

The question of dete1·1nining the co t of sales and of pricing inventory at cost, 
wl1ether this co t be ,1sed in the bal11nce sheet or compared with mn1·ket in 
orde1· to determine inventory at co t 01• market for balance-sheet purpo es, is 
I believet a broacler subject thari a mere consideration of whether n last-in, 
first-011t method i in accordance with present standnrds of good accounting 
practice. 

In n report in 1986 on a proposal of the American Petroleum Institute to adopt 
the ba, is of last-in, ftrst-011t for the oil industry, the special committee on in­
vento1·ie of the Atne1ican Institute of Accountants made the folowing observa­
tions in regard to valuing Inventories ''tlt co t or market, whichever is lower'' : 

''The principle of 'cost or market, whichever ts Jowe1·,' which constitutes the 
present-day, generally followed method of inventory vali1ation, ts one ot long 
standing and dates from the days when the b11lance sheet was accorded much 
nore attention as compared with the income acco·unt than is the case today, and 
ccountlng practices naturally reflect thi vlewpoiI1t. To value inventories at 
ost ,vas, of course, the log1cnl thing to do. and to take cognizance of a declining 

market was equally logical and conservative. The question of '\\"hat constituted 
cost, however, in the days of simple business relations did not give rise to the 
involved considerations called for by present-day business complexities, and be­
cause of tl1e much greater emphasis laid o,n the balance sheet of effect upon 
income of the diverse views which are poss.ible in regard to cast computation 
did not receive much attention.'' 

In a r�ent booklet published by the American Institute of Accountants. en­
titled ''A Statement of Accolinting Principles,'' the tl1·st-in, fi.rst-out, last-in, drst­
out1 and average cost have all ·been recognized as proper methods to be used in 
arriving at cost in any industry for which they may be appropriate. 

Fundamentally; tl1e determinatlon of net income for income-tax purposes 
should not deviate from good accot1ntiug practice, and this has been consistently 
recognized in the Federal income-tax stat,1te. Section 41 specifically provides 
that ''The net income shall be compated • • • in accordance with the 
method of accounting regularly employed ln keeping the books of s11cb tax­
payer ; but • • • it the meth.od einployed does not clearly reflect tncome, 
the computation shall be made in accordance with such method as, in the opinion 
of the Commission, does clearly reflect the income.'' 

The regillatlons have ampl ified the general provision.a of the statute, end 1n 
article 22 ( c )  ( 2 )  two te ts are provided, to which each inventory must con­
form : '' ( 1 )  It must conform as nearly as may be to the best accounting practice 
in the trade or business, and (2)  it must clearly reflect the income .. ', The regu­
lations are prlnclpally concerned with the ''valuation ot inventories,'' whereas. 
1n my optn,lon, more emphasis should have been put on the determination of ''cost 
of goods sold. '' 

Among the various bases wbicb may be used in computing cost of goods sold 
are the following : 

The actual identified cost of the materials used in production ( this basis ts 
applicable 1n cases where the material caD actually be ldentJfted) .  
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The bnsis ot n -vernge co t ( many varia tion_s. of this ba. is may be made as 
rec]ttired by c-onditions . . rrhe period of tin1e u ed for averaging has to be 
considered. In some ca e ·, an average cost for a period of a year mai· be 
used and agai11 it may be nece ary to ave1'age the cost of current prod,1ction 
with the 011., old t1i1a.ntity and cost of prior production) .  

The Jast-in, first-out basi wl1ich bns been ad<>pted by the oil industry and 
a number of otl1er indt1stries. 

Tl1e ftrst-i11, first-out basis whlcl1 i nlso being used by a number of ind,1 ttfes. 
The vnrious metl1ods of dete1·mining cost of . ale set f·ortl1 in t11e fo1·egoing 

parngraph are, iu m�r opinior1. appropriate and good accounting practice tor 
certain companies and industrie . 

Yot1r very 'truly, 
Room� F. STARKEY • 

• 

[Letterhead of Sco,ell, Wellington & Co., accountants and auditors] 

NEW YoBK, March 10, 1938. 
Mr. �IA URI CE E. PELOUBET • • 

Pouso1i, Pe,lou bet <£ Oo., 
25 Broadtt"lt y, Neic Yor·Jc N. Y. 

' 

DEAR llB. PELouBET : As a repre entatt,·e of the Copper and Bra s Mill Prod-
l1cts A· · ociatio11 yot1 have R ke-d m)' OJ)i:'nion as to whether the Inst-in, first-out • 

method of co ti11g nles nnd dete1�mtning in,entories may be con idered good 
necounth1g p1--acti<?e for t.he i11d11 try represented by the As ociation. 

T11e u ·e of the 1ast-int 1i1� t-out method fo-r deterinining cost of goods sold and 
net earning ha always been good accounting practice, and, in my opinion, 
i partic1tlarly well ndapted to an t·ndustry such as that you are repr� enting, 
with who e u aal operating co11ditions I am familiar. While the use of the 
first-in, first-ot1t metbo(t of determining cost of goods sold ts more ge11e1·al ar1d 
i · rtpplicn,ble to the conditions in tnany iudu tries, there bas been in recent 
yea rs an increa ing adoptto11 of the principle of last-in, first-out in  place of 
fitf't-u1-, first-out for tb(l ·e companies where the last-i11, first-out method most 
clearly reflects Income. 

'l'he purpose of accotmtlng is to state operating facts as clearly and ac­
eurately as may be under the circumstances. For companies in the industry 
that you represent, a comparison of the metal content of sales with the cost 
of the metal most recently recet,1ed in my opinion comes closest to tbe actual 
operating fncts, and more clearly 1·eflects income than under the first-in. flrst­
ont metbocl, where the co t of materi.alJ sold Is assun1ed to be those first 
pt1rchased. 

Fundamentally, the function of the companies in  the industry you represent 
is the fabrication of raw materials into a finished product. The profits should 
be and generally are fro·m fabrication, ancl the gain or loss 011 raw materials 
· i11cidental. A well·opernted company endeavors to cover current sales by 
current pt1rchase . Many of tl1e companies, Jf there were a market available 
for hedging transactions as ls the case with some otl1er raw materials, would 
nndoubtedll' make hedges to eliminate any gains or losses on raw mate.rials� 
Lacking s11ch an opportunity, the use of the last-in first-out method corresponds · 
most closely with business conditions under which sales and p11rchases are 
made, and 1n my opinion most clearly reflects income and is therefore good 
accounting practice for the industry. 

Sincerely, yours, 
C. Ouvn WEI.UNGTON .. 

• 

EIGHTY MAIDEN LA.NE, NEW YORK, N. Y., 
l!ebru<WfJ 25, 198B. 

Kr. KAoa1ma E. PBLous•u·, 
N61C York; N. Y. 

DEAB Sm : A ! a representative of the Copper and Brase Mill Products A&.J 
soda tion, you have asked my opinion ot the propriety of the use in the in­
dustry represented by that Associatfon of the last-in, first-out. or replacement 
method of costing sale and determining inventories and you have particularly 
a. ked whether this method may be considered to be ln accordance with present 
standards of good accounting practice. 

. ' 

I 

-
• 
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The last-in, 1l1·st-out, or r.ep\acement method of costing sales and determining 
inventories is  appropriate hi'lltose industries in which : 

1. Ope1·a ting processes are continuous. 
2. Tur11-over is slow because of the length of the processing. 
3. Minimum inventories .must be constantly maintained. 
4. Raw material costs form the greatest or a substantial part of the tot.al 

<!ost of the product. 
In  such industries it is the ct1stom to make pt1;rchases of raw material at the 

same time and at  the same p1·ice as the sale is made, even though delivery to 
the customer is to be made some little tune 1,n the futl1re. Generally, in such 
industries the p1·ice of the finished product varies ,vith that of the raw material, 
which is the principal constitt1ent of the product. In such. industries profit on 
converting or fabricating is the principal object, and any gain or loss on mate­
rial ls incidental and frequently the result of circumstances beyond tl1e control 
-Of the management. 

A method of determining costs nnd inventories, therefore, which has the effect 
of applyi11g current costs to current sales, reflects the income more correctly 
than any othe1·. A method such as fir t-in, first-out which di ·regard the fact 
that purcha.ses are made to cover &«iles and attempts to _apply entirely unrelated 
purchase an,d sale transactions, must of necessity distort the results of 
operations. 

The fabrication of copper and brass appea1·s to be an ind'ustry w·bicb pos­
sesses the characteristics ot1tll.ned above, which indicates tl1at the last-in, fir t­
out, or replacement, method of costing ales and determining inventories in 
applicable to it  In my opinion, the1·efore, the last-in, first-out, or replacement, 
method of costing sales and determining invei1to1�ies n1ay be regarded as good 
accounting practice in that industry, being the method which most nearly 
1·eflects the correct income for any given period. 

I do not need to remind you that a nt11nbe1· of importan,t industrial compa­
nies are now using tl1is method and ba,,e l1Sed this or similar methods for 
many yen1·s. Accounting a11·thorities, both edl1cato1·s and pra.cticing account· 
ants, l1aYe, by the written 01· spoke11 ,vo1·d. advocated the use of this method in 
those industries to whicl1 it applies, a.n,d accounts prepared on this basis ha �e 
been acce,pted by the Secu1·ities and Exchange Commission. 

I n  view of o. l l  this I see 110 1-cason why the United States Treasury Depart­
ment or any other department or co111nlissio11 concerned should hesitate to rec­
ognize the last-in, first-out, or replaceu1ent, 1netl1od a.s good accounting practice 
nnd as a method which is correct, both for corporate purposes and for determin­
iilg taxable income, in the n.ccot1nts of companie.s or indt1strles ,vhich possess 
the characteristics ot1tllned in this letter :ind which ca1·ry on tl1eir business 
in the manner de.sc1·ibed herein. 

I 

Yours very truly, 
VICTOR H. STmrPF, 

Ce1·t lfled Publio A.ccount<Mtt. Meniber American 
I1utitute of Acc10,u11tan-t1. 

EXCERPTS FBOK ''A STATEHJDNT OF AOCOUNTING PBINCIN.ES'' 

Prepared by Thomas Henry Sanders, Harvard University Graduate School of 
. Business Admlnist1·ation ; Hent·y Rand Hatfield, University of California ; • 
Underhill Mooret Yale University School of Law, for the Haskins & Sells 
Fo11ndation, Inc., published by American Institute of Accountants 

' 

(P. 15) 

Such inventory policies as the base--stock method frankly abandon the usual 
basis of keeping inventories within the cost or marke·t area. A long-time view 
is taken ; a low point is chosen as tb·d in�1entory base price ; the ups and downs 
of current prices above that point are ignored with respect to the base in­
ventory ; most ot the time the invento1·ies stand in  the balance-sheet � at ·some­
thing much below either cost or market, and there results some equalizing 
of profi� over periods of prosperity and depression. 

• ( P. 48) 

It the management wishes to go ft1rther and adopt a still more conservative 
poliey with respect to inventory valuation, calculated to reduce tho fluctuations 
in  profits, that should be regarded as "?ell �1'.tbin its provblce. IDhe base. or 
normal-stock method is a notable example. It  is not, as some suppose, an 
a rtificial treatment of the figures ; on the contrary, it takes cognizn.nce of two 

• 
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Important facts : First, that a minimum inventory is a constant nec�ss�ty to 
the operating company, and, second, that in times of prosperity the 1nc�plent 
conditions of depression are already present. The ba ic question is, What 1s the 
accounting period? A narrow adherence to the conditions and figures tor the 
one year will exclude any notice of what may come after, while a recognition of 
the fact that the year is simply a chapter in the company•s history may lead to 
adoption of sounder policies. . , . If the base o:r normal-stock method is clearly explained in the annual reports, 
especially ns is sometimes done, with tables showing the adjustments, a reader 
can compute for himself the approximate eifects of the policy, and can adjust 
inventory and profit figures if he chooses. If a company can show a strong 
current ratio with inv,entortes on the base-stock method, the ratio would be 
still stronger it they were stated on the usual basi . In these circumstances the 
base-stock method seems to be within the botind of proper accounting prin­
ciples. Tbe policy of the B�eau of Internal Revenue in disallowing tbl& 
method, while It may simplify the determination of i11come for tax purposes, 
ls probably not a wt e public policy in the long rua The st1bject of Inventory 
valuation ls further discussed 1n part Ill, page 73. 

( P. 73) 

Accepting the rule stated above that the lower of cost or market is the 
primary guide, the accountant should apply this rule rea onably and eonsist­
ently. If  by different interpretations of the rule l t  is po sible to arrive at 
substantially different results, then it is desirable to indicate the method em­
ployed and to follow that method consistently from period to period. 

Accountant may properly arrive at ''cost'' on a basis of ( a )  first-in, ftrst­
ont ; ( b )  last-in, first-out ; ( c) average co t ;  or ( d )  base-stock method, as may 
be most appropriate for the industry. For raw-materials ''market'' usually 
means the buying or replacement market ; us to work in process and finished 
goods, ''market'' means the cost of reproduction or replacement, on.less th0i 
realization prices are lower, in which case they would govern. . . 

Discu sions as .to the auditor's 1·esponslbility for inventories should not 
ob et1re the fact that those who read the statements ,vill in fact rely upon 
the inventory flgt1res the1·e given as a representation by the company's account­
ant and a ndl tors. The latter are, therefore, bowid to take reasonable and 
appropriate steps to ascertain that the Inventory is as reported ; if they know 
ot any circum tances likely to 1n,1alidate conclusions clrawn from the inventory 
ff.gore , they are bou11d to endeavor to preclude the drawing of such rro11eoas 
conelt1 ions, either by cbangiug the figures themselves, or by suitable quali­
fications. 

Rules like the lower of co t or market were devised fl an atd to prudent bust-: 

n man.agement and tor the protection of it1vestors, and not for tax pur-' 
po . Bnt u11der these rules, cases have O<!eurred of wide flttctuatlo,ns ot' 
nia terial prices re tll ting in lo se. of 011e period, followed by profits of another 
period, in which the latter were taxable wl th out proper offset. In these cases 
such vslnation methods as base stock, or last-in, first-out, are intrinsically 
proper, as well as being proper from a business point of view. 

• 

• 

LffFER FRoM DB. JOSEPH J. KLEIN, CERTIFIED P'UBLJC ' ACCOUNTANT, CHAJRM'.AN, 
OF THE OoY�UT'l"E:E ON FEDEBAT. TAXATION OF THE NEW YORK TATE SOCIETY 
OF CERTIFIED PUBLIC ACCOUNTANTS, TO THE HONORABLE RoswmJ .. �liGIU., UNDER. 
SECRETABY OF THE TREASURY 

Bon,. RoswELL MAGILL, -
Tile U1tder Seoretarv of the Treasury, 

• Washi11gton., D.  O. 

FEB.RU ARY 3, 1008. 
• 

DE.AB PBo.F�sos MAGILL : The committee on Fed�rn l tax·a tion of the New· 
York tate ociety of Certined Public Accountants bas given con iderabl 
thought to a suggestion made by the society's comml ttee on inventory method 
relative to the inventory regulations' of the Commissioner . 

.u..:11 you know, section 22 ( c )  of the Revent1e Act of. 1986 and the corre .. ponding 
pron lens of the preceding acts, provide that 

' Whenever tn tbe opinion of the Commis loner the use of inventories is neces-
\ sary in order cleaTly to determine tbe income of any taxpayer, in\"entories 

Miall be taken by such taxpayer upon such basis as the Comm1s loner, with 
the approval of the Secretary. may pr scribe as conforming as nearly as may be 
to the be�t aceonntlng praetice in the trade or business and as most clearly 
reflecting the income.'' 

• 
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You also know that General Counsel's :&lemorandum, No. ,17822 '( reported 
on p. 151 of the Cumulative Bulletin XV-2) wisely and fairly ,permits i11d11stri 
proce sing certain raw materials, princi1)ally wheat and cotton, to apply the 
results of hedging transactions, entered into for the purpq e of eliminating 
gains or losses on raw materials, to their in,·euto,ries witbot1t the appllcatio1l 
of the limitation imposed on ca1lital gai11s or lo ses, nltltougb ttcb Umita· 
t1011s are applied generally to fntu1·es tra11sactions in these comn1oditles. 

There are, as you k:no\V, other lndu tries producing, fnbt·icating, 01· p1·ocesslng 
raw materials which are not permitted by the .Co1n1nl �ioner to n1)ply ct1rrent 
costs to ctirrent Fales t1nder the replaceme11t, or Inst-in, fir. t-011t inventory 
method. The committee on invento1·y n1etl1od urg�s that the presently unrecog­
nized meth·od of in,1entorying, unde.r ordinary conditions, has a si1nilar effect 
upon the deterinination of income as that prodt1ced by p r11il. --t,1e ope11-market 
hedging transactions in commodities wl1ere effecti,-re and atisfacto1·y futures 
markets exist. 

As practicing accountants, the members of our cotninittee are kee11ly aware 
of the fact thnt dttring a period of 1·i i11g price. the tlrst-in, fir t-out 111ethod of 
pricing i11ventories, a.. at prese11t 1·equl1·ecl bl' tl1e Co1t1r11i io11er. ,vbere ruer­
cba11<lise i commingled, 1·est1lts ln taxi11g busl1le' s i11co1ne that i. in part nece · 
sarily abso1·bed in increased inventories and ,vorking capital. �fanifestJy, the 
injustice of taxing such increase as a part of the income is grossly aggravated 
under a $ystem of graduated taxes on income a11d 011 undistrlbt1ted earnings. 

It seems to u that tl1e discrimination referred to, to the extent that it exi, ts, 
ls unintentional, because it is unthinkable that tl1e t'lx authoritie llould wi�h 
to impose unlike burdens on different g1·ot1ps of taxpaye1·s similarly ltua,ted in 
all respects except with respect to the possibility of acce s to an a.deqt1ate 
future. market. The change ad,,,.oeated b�r the committee o.n in,'t'11tory methods 
may be most simply made in the regulations, by includi11g an1ong permissive 
methods of computing income and valt1i11g i11,rentorie , the method known a 
replacement or last-in, first-out. It 1nay be tllat, for admini trati,·e 1·ea on 
unknown to us, the alleged di crimination directed to your a 11d to our attention 
may best be remedied by amendment of the revenue act. 

This matter is brought to your notice at this time so that it n1ny be before 
you in the consideration of necessa1·y and d,eairable cl1a11ges in the revenue act. 
From time to time we shall feel free to w1·ite to you about other tecb11tcal 
matters. 

Very truly yours. 
' 

Ohairmatt, Oonimittee on Federal Taa,atio1i, the Ne·zc York 
State Soo·iety of Certified, Ptiblic Acco1ttttanta. 

Oorporation8 using last-in, ffrst-itn, or similtu- niethods in corporation acoount, 

Auditors 
-

Date of 8rst US& 
of method 

American Smelting & Retlnlng Oo ........... Soovel1., WGlllngt,on & Co . . . ......... ____ 1900. 
National Lead Oo ........ ------·----------- Bteth & MacNaughton . . . ..  ______________ • 1913. 
Ohlcago Frog & Switch Oo ________ ........... -------- ---------------.---------·----·---- · Previous to 1g16. 
Continental Oan Co., Ine ... · - -------------- Deloitte, Plender, Ori.ffltbs & Co ________ , Do. 
American Can 00 . •• ---------------------- Lybrana, Ross Bros. & l\,lontgomerr... .  1917. 
InternatJonal Harvester CO--- · -------·-·-- Haskins & Sells ••••••• ------------------ 1917. 
u. S. Smelting, Refining & Mining Co .....  Lybrand, Ross Bros. & Montgomery __ 1924. 
Oraton & Knlght Co·--·---------·-------- Arthur Anderson & Co· - - -···---- ·----· 1925. 
Anaconda Copper Mining_ Co_ . .............. Pogaon, Peloubet & Co. -- ·----··------- 1927 • .  
Anaconda Wire & Cable Co.---------··--· ••••• dO---�----...... - -- --··-------··---·--··--· 1920. Oero de Pasoo Copper Oorporation .... r---- Lybrandt...Ross Br-os. & Montgomery.... 1929. The American Oak Leather Co __________ .,_ Ernst & i11rnst-- -----···-------·····---- 1932. American Metal Co., Ltd._ --------------- Lybrand, Ross Bros. & Montgomery ___ • 1933� Brid�port Brass Oo.-----·---------------- R. O. Rankin & Co-----···--·---·-·-··· 1983. Oonsolldated OU Co _________ ,. _______ -____ Arthur Young & Co ••  - --------·-·------ Previous to 1984. Vulcan Dettnnlng Oo.----·-·----------·--· Loomis, Suffern & Fernald. ......... _____ 1934. Standard Oil Co. of California •• ---·------· Price, Waterhouse & Oo_ _ _ _____________ Previous to 1935. Phelps Dod� Corporation . •  - -- --------··· Pogson, Pelottbet & Co . • •  --··--··--·--- 1985. Revere Copper & Brass, Inc·--------------. ScovellJ.)Vellington & Oo .. - ------------- 1935. Gulf 011 Corporation or PennsylvanJa. ____ Prfoo, waterhouso & Oo ___ _____ _  ·--·--· 1935. 
Bwlrt & Co ........... ---·-------·---------·- Arthur Young & Oo __  • --------·-------- Previous to 1936. 
Endicott Johnson Oor,poration .• -·-···--·-· Touohe, Niven & Co ... ·---· ·---·------·- 1036. Surpass Leather Co. - - - - -- -·------·-----·· Ptioo, Waterhouse & Co· - · ----·-------- 1936. Sooony Vacuum on Co., Inc- ---·------ - · - Arthur Young & Oo .•. -··--·-------·--· 1036. 
Bt. Joseph Lead Co----·--·-----·-··------- Haskins &-8 1Us _________________________ 1936. Internatiollal Paper & Power Co. -····--·· Arthur Anderson & Oo ......... ,. .. -.......... 4' 1037 • 
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· This 11 t is not complete nor exhat1Stlve and cannot be so, as it is confined 
to companies which issued reports to the public or which have gone on record 
publicly through legal action or otl1erwlse as using la t-in, first-out or similar 
or equjvaJent methods. Companies wl1lcb use these n1ethods and do not publlsh 
tJ1eir accounts cannot be inclt1ded in this list nor can companies which use tl1ese 
methods but merely refer to them in their accounts as cost. It is lmpos ible 
to estimate how many com.panies fall into these two classes but tl1e probabili­
ties are that the number ls substantial It will be ob erved from the dates 
shown above tllat the use of Ia t·i», first-out or similar methods a1)pears to be 
growing at an accelerated rate. 

• 

BIBLlOOIU,PKY ON L..\ST-lN;Fms,T-OOT AND SIMILAR INVENTORY METHODS TmxT AND 
0THEB BOO.KS 

Proceedings. International Congress on Accotmtlng, 1929, 100 Wa hlngton 
Square East, .r ew York City, Knickerbocker Pre , G. P. Putnam· Sou • N. Y. ; 
Valuation of Normal tocks at Fixed Prices, M. E.  Peloubet, pages 565-581. 
With discus Jon thereon, pages 1172-1177. Inventory Control, Including the 
Valuation of Basic tocks a t  Normal Prices, Ja1·oslav Fukatko, pages 542-564. 

Exces Profits Duty ao<l Corporation Profits Tax, Roger N. Carter, M. Com., 
F. C. A., published by G,ee & Co., Ltd., London, 1921. Contain the ,�bite 
Paper pre ented to the House of Commons, June 1917, entitled ''Heads ot 
Government Proposals upon the Valuation of Stocks for Purposes of Excess 
Profits Duty.'' 

The War Finance Acts ot 1914 to 1917 by ''Income Tax Expert of 'The 
Accountant' '' second edition published by Gee & Co., Ltd., London, 1918. 
Cover much . tl1e same ground as the previous reference on pages 82 to 84. 

Tbe Law and Practice of Excess P1·oflts Duty, \Vllliam Sanders of tlle Inland 
Revenue Department published by Gee & Co., Ltd., London, 1918. Al o co11taJns 
on pages 54 to 62 the Wbite Paper me11ttoned above together wtth a letter from 
A. Lowes Dickinson and other chartered accountants. 

Auditt11g Theory and Practice, Rob rt H. Montgomery, Edition 5, pages 217-18. 
�ay ''base price'' method bas been succ'*' f ul, a11cl · ucce ful bu ine methods 
hould be conlormed to by accounti11g p,ractices. Lists ix objectio11s of U. S. 

Trea ury Department to its use. 
J:>ri1&<:iples of Auditing, Kobler and Pettengill, Third edition, McGraw-Hill 

Hook Co., Inc., . Y., 1982, page 81. The r�placement-cost method deserves 
rious con ideration in tl1e future a a basis for valuing inventories. 
Intermediate Accounting, Taylor and 1\-Uller, Vol. 1, McGraw Hill Book Co., 

Inc .• N. Y., 1933, pages 117-ll9. On pages 117 to 119 is a good discussion of the 
method with particular reference to Its actual use by represents ti ve corpora .. 
tion and a description of the methods of the Inter11ational Harvester Co. and 
the U. S. Steel Corp'n. whose methods are similar to 11ormal stock. 

Problems In Acco11ntlng Principles, R. G. Walker. A. W. Shaw Co., Chicago, 
1�29. pages 365:-378. Discu ion of National Lead Co.'s method, etc. 

Present-day Problems in Inventory Valuation, M. E. Peloubet, National Asso­
ciation of Cost Accountants, Year Book, 1936, pages 164 to 187. Paper .delivered 
at annual meeting of National Association of Co t Accountants, June 1986. A 
disc11ssion of the situation at the present time with particttlar reference to the 
effect on taxable i!,}come and revenue of the adoption of methods applying 
current costs to current sales, the use of analogous methods for other purposes 
by the U. S. Treasury Department and the administrative changes which would 
be req aired in the Department to give effect to permission to use methods 
applying current costs to current sales without loss ot revenue. 

-
MAGAZINES AND NEWSPAPERS 

RARVABD BUSINESS REVIEW 

Cktober 192� Inventory Valuation and Business Cycle, by H. T. Warshow, 
ComptToller, National Lead Co., New York. This is a general disco ion of the 
subject together with a description of Its partlcula1· application to the National 
Lead Co.'s accounts. 

January 1926, pages 1.29 137, The Role of Paper Profits In Industry, George 
E. Putnam. This nrtlcle does not mention normal stocks specifically but ts 
significant as it  states the problem plainly. 

Autum,1 1936, pages 76 to 94. The Base Stock Principles in Income Account­
ing, Ro G. Walker. A carefully documented statement of tbe principles of 

• 
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base-stock inventories with particular reference to financial statements for 
stockholders and the effect of this method in the Internal administration ot a 
business. 

JOURNAi, OF ACCOUNTANCY • 

• • 

December 1926, Some Varintions in Inventory Valt1atlons, by T. H. Sanders. 
Th'ls article discusses the normal stock method as applied to three repre enta· 
tive companies and points out that it is a method sponsored by practieal business 
men rather than accounting or ecoDomic theorists. . 

July 1930, Base Stock Inventories, L. G. Peloubet. A general diNcus - 1-00 of 
the IQethod with particular relation to taxation. . 

December 1982, Influence of Depression on Accountancy, George O·. May. 
A portio11 of the article is  devoted to the comparison of various inventory 
met.hods inclt1di11g normal or basic stock. 

December 1937, Some Obser,�ations on Acco11nting Practice with Special Ref­
erence to In,·entory Valuation, John L. Harvey. Discusses various methods of 
invento1·y valuation. No one metl1od suitable to all industries. R·ece11t devel� 
opments in last-in, flrst-ot1t method. 

January 1988, Editorial, An Unintentional Discrimination. Discu. ses the 
analogy between ''hedging'' and last-in, flrst-ot1t, and similar methods and shows, 
the inequity of permitting hedges to be recognized when last in, first out ts not 
pei'mitted. 

NATIONAL ASSOCIATION OF OOST ACCOUNTANTS BOl:.LE'rtN 

Vol. XVIII, No. 13, March 1, 1987. Problems of Present-Day Inventory Valu­
ation, Maurice E. Pelot1bet, page 741. Current Pract ices in Inventory Valua­
tion, E. W. G rahan1, page 752. 

Vol. XVIX ( X IX ) ,  No. 3, October 1, 1937. Inventory Valuation, Tbe Use of 
Price Adjustment Accounts to Segregate Inventory Losses and Gains, Clarence 
B. Nickerson, page 147. 

Vol. XIX, No. 7, December l, 1987. Inventory Valt1a:tlon and Business Profits : 
The Case for a ''Stabilized'' Basis, Albion R. Davis, page 377. The Case for a 
''Cost or Market'' Basis, Homer N. Sweet, pnge 400. 

BUtl,FJ'rIN OF TBE T"\ YLOB BOOIEI'Y AND OF THE SOCIPJFY OF INDUSTRIAL ENGlNt:ERS 

l\!ay 1935, Principles of Inventory Vall1ation, Maut·i('e E. Pelo\1bet. This 
article descri.bes various metl1ods of inventory valuation inclt1dlng normal 
stocks and similar methods. Gives a hi·story of the method and . examples 
which illustrate its application. This article was reprinted in tlle New York 
Certified P11blic Accountant, April 1935, and in the Canadian Chartered Ac­
countant, Jw1e 1985, in which issue on edito.rial appeared on the same subject� 

• 

PAPERS NOT PUBLISRlm BUT PRESENTED AT Yl!:mr!NGS. 

The Normal Stock J.1ethod of Inventory Valuation, H. T. Wawsbow, Comp­
troller National Lead Co. ( also inclu.decl in year book ot National Association 
ot Cost Accountants, 1922) . This is a specific description of the ·application of 
tbe method to the ttccount of the Na tionaI Lead Co. 

A Practical Invelltory l\,Ietbod for the Tam1lng Indtistry, Maurice E. Peloubet. 
This ls  n. general stateme11t of the normal stock and similar methods and an 
examination into the practicability of its application to the Tanning Industry . 

• 

WALL STREET JOURN4L ' 

Inventory Losses ( unsigned ) .  Februa1·y 7, 1935. Describes advantages gained 
by National J�ead and American Can, 1917, through t1se of normal stock syst.em. 

Series of articles by Ari1ndel Cotter, March 18, 19, 25, 28, April 1. 1935 : 
March 18. Uses table to show l'fi1·st-i11, first-out,'' a11d ''normal tock'' differ­

ences, ,vith a good disct1ssioD. Ame1·ico11 Sinelting & Reflnir1g Co. il1stalled 
system ·( normal ) in 1908. Anaconda Copper Mining Co. is understood to have 
employed normal stock system t1ntil a few years ago wben it changed to a 
''la t-i11, fl.rst-0ut'' system. 

March 19 Discusses ''last-in, first-out'' as applied to oil ind\1stry. 
March 25--Gives case of American Woolen Co. Internal Revenue position dis­

CllSSed. 



REVENUE ACT OF 1938· 167 
• 

Mareh 28--Gives ease of Swift & Co. How lt now sets up inventory reserve.. 
April 1 Re.serve. Discusses tobacco inventories. Concludes normal stock 

should be carefully considered. 
Discussing American Institute's bulletin by Arundel Cotter, January 20, 1986. 

hows bow meaningless ''cost'' 1s. Uses apple dealer to illustrate ''first-in, 
first-out'' 8.Jld ·'last-in, first-out,'' as well as ''average cost'' methods. Urges 
fuller information from corporntion·s on what is meant by ''cost or market.'' 

Series ( 3 )  articles on new tax proposals by Arundel Cotter : 
April 29. ·1986 Sbo,vs bow tax, even 1n times ot prospe1·lty, would eventually 

consume cash and inventories, through tax on inventory profits. 
�1ay 2, 1936--Ltkens present situation to that in which German's many nails 

shrank to 011e. Give figures of Tanners' Co11ncil to show changes in Inventory 
value. ays non-distribtttion in divi<lends of the e book profits has saved many 
companies, but taxation on the1n would be disastrous. 

)lay 4, 1036, Point ot1t Revcn,1e Bt1reau doe not recognize normal stock or 
"last-ln, flrst·out'' methods. Without it, however, new tax will be ruinous to 
many companies. 

WOBI.O PE'rBOLEUM I 

An nrticle on the subject of normal stocks by C. C. Bailey appeared 1n 
December 1931. 

LlsT OF TRADE A ND OTHER A sOCJATIO s APPROVING LAsT-lN, FmsT-OuT ox 
SIArILAR METHODS 

American 1I1ning Congress, Tl1e. 
American Petroleum Institute, The. 
Copper and Bra Mill Products Association. 
Lead Indu tries Association, 'rhe. 

ational A sociatton of Credit Men. 
National Electrical �fanufacturers Association. 
Tanner ' ouncil of America. 
Trade Association for the Rope and Cordage Industry, The. 

Tl1e CHAIRY N. Mr. Victor H. Stempf, of New York City. 

STATEMENT OF VICTOR H. STEMPF, REPRESENTING THE COM­

MITTEE ON TAXATION, AMERICAN INSTITUTE OF AC'COUNT­

ANTS, NEW YORK CITY 

The CHAit?MAN. You appeared before t.he House committee, I think. 
lir. STEMPF. I. did not ; I filed a b1·ief with them. 
The CnAIRl\£.AN· Mr. Stempf, vou represent the committee on taxa­

tion of t l1t' American I11stitute of Accountants � 
Mr. STEMPF. Yes. My name is Victor H. Stempf, a resident of 

Larchmc>nt, N. Y. I an1 a ce1·t ified publjc accounta11t, a pa11.ner i11 the 
firm qf Touche, Ni en & Co., New Yot'k, N. Y. I am appearinu as 
chairman of the co1nmittee 011 Federal taxation of the American In­
stitt1te of Accountants. My associat,es 011 the commit,tee ar·e Mr. Wil­
liam L. Clark, of Tulsa, Oltl a. ; }fr. Jame. A. Col1ncilor, of Washin 
ton, D. C. i ¥r. Clarence L. Tu.rne!.t of Philadelphia, Pa. ; and . 
Leon E. W1lI 1ams, of Ne,v York, N. r. 

I request the privilege of fil ing, on bel1alf of the American Institt1te 
of Accot111ta11ts, a memo1·andum dealing with revision of the revenue 
laws, witl1 special reference to the bill recently passed by the House 
of Representatives. The repo1·t deals particularly with questions of 
an acco1.1nt ing 11ature and st 1·esses�-

l )  Out 1·igl1t 1·epeal of tl1e tax on undistributed profits ; 
2) Further modification of tl1e capital-gains section ; 

( 3) Opposition to the 1 .. ei11troduct1on of tl1e surtax on closely held 
corporat1011s ad,-rocated in title B of the House bill ; 

64885-38 · 12 
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• A sound broadening of tl1e base of incon1e taxa.tio11 ; 
5 The 1�estoratio11 of consolidated retu1·ns ; 

( 6  The dete1·minatio11 of fixed pri11ciples of i 11come taxation ; and 
( 7 The modificatio11 of rates ge11e1·a.lly i11 t.he belief tl1at lowe1· rates 

,vill ·induce business activity a11d 1·esult iii eqt1.al 01' imp1·oved rev1enue 
yield. 

The CHAIR�lAN. Why do vou say that ? 
Mr. STEMPF. I think tl1at., the histo1"y of our Revenue Act l1as den1-

onstrated the fact that ],o'\\�er I"ates, by tl1e 1--eason of tl1e incentive 
,vhi.ch the. give to b11siness, c1·eate business activity, eater profits, 
and there y yield g1"eate1" 1�evenue at lo,�·e1' rates. I t inlc that 1rou 
yourself, Mi·. ·Chai1man, have admitt,ed the application and tl1e effect 
of the law of din1inisl1ing retu1"I1S in statements that yot1 l1ave made, 
whicl1 I think are very roperly applicable. 

There are also inclu ed recommendations !'elating to teclmical re­
visions of exi ting p1·ovisions. 

The CHAIBl\tAN. Does that stateme11t ap1)ly to capital gains as "�elJ 
as the higl1 su1·tax t'ates i 

Mr. STEMPF. Most definitely so. 
Tl1e CHAIRMAN. It does 11ot apply to undistt"ibuted p1·ofit , does it t 
Mr. STEl\t:PF. I am t1nalte1'ably opposed to tl1e principle of the m1-

distribt1ted profits tax. 
The CnAm�rAN. You do 11ot lo1ow wl1.etl1er yo11 can do justice by it J 
M1·. STEMPF. Becat1 e I feel it is absolutel.y cont1·ary to tl1e funda· 

mentals of sot1nd corporate finance. Tl1ere a1--e a.lso incl.ltded l'ecom­
mendations relating to tech11ical 1·evisions of existing provisions ; i11-

cluding a pI'(?posal to defe1" for an additional 30 days the filing date 
of retu1"ns. It is believed that some cl1ange in this respect is needed 
u1·gently to alleviate the growing difficulty of taxpaye1·s to complv 
with existing requirem<:11ts, due to the increasing complexity of tl1e 
law and the mo1·0 exacting attitude of the Bureat1 of Inte1--nal Reve­
nue relative to extensions of time for fili11g returns. 

In compliance with tJ1e wishes of your committee, I shall 1�frain 
ft,om resenting any of these matt.ers i11 further detail at this time ; 
and o er tb.e Institute's detailed memo1,andum whicl1 you and you1' 
technical assistants may consider in due course. 

Senator LoNEno�\N. Mi--. Cl1airman, I would like to ask the witness 
a q11estion. 

The CHAIRMAN. Senator Lonergan. 
Senator J..JONERGAN. You say you are op·posed in  principle to thie 

undistributed profits tax. What would be your remedy wl1e1�e a COl"­

poration intentionally withheld the distribution of profits i 
Mr. STEMPF. I l1ave included in my memo1·andum in support of 

that a statement rece11tly made b �faurice Wertl1eim, in the Har ers 
R.eview, in which he says 102 is t ere in the act and he cannot be eve 
that American in�nuity has gotten to the point where i.t caru1ot pt1t 
teeth in that section. That is the remedy. Frankl , I ha,:e no sug­
gestions to make as to st1'e11gthening tl1at section. do not believe 1t 
has been applied as fully as it n1ight l1ave been. Tl1ere l1as been too 
much comp1--omise in most of tl1ose cases, but I think that is the proper 
remedy for the imp1--oper 1"ete11tion of surplus. 

Senator LoNEROAN. We would be glad to get any suggestions that 
� ou and your associates might have. 
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I1·. ·Sri·EMPF. · I  I1a ve disc�1ssed the t�ing a,t some le�gtl1, bttt I l1a:ve 
not arrived at any conclusions. I mi .ht sa that th1s 1nemorandum 
"?as prepa1�ed over night on Wednes ay. his hearing came abot1t 
10 day soone1" than we expected. 

Tl1e CHAIRMAN. We do, not work as slowly as some other comrrutt1ees. 
�fr. STEMPF. I thi11k you have do11e an excellent job. 
The CH,AintAN. You a1'e the head of the Ame1'ican Institute of 

Acro,1ntants � 
Mr. &rEMPF. I a.m chairman of the committee on taxation. 
The CHAIRMAN. Ho,v many members do you have � 
Mi:. s�EMPF. V\Te have ap1)1·oxunately 5,000 n1e1nbers tl1rougl1ot1t tl1e 

country. 
The CHAIRMAN. Are they composed of ce1�tified public accou11ta11ts i 

· Mr. STE:&fPF. All certified public accountants, and inclt1ded in our 
group is an advisory oou�cil of Sta�e society p1'eside1�ts .who, in turn, 
represe11t all of the ce1�t1fied public accountants w1th1n all of the 

tates of tl1e cow1t1 .. y. 
The CHAmMAN. A1·e there a11y of the 1ne1nbers of your institute in 

the employ of tl1e Tl'easury Department j 
}ir. STEMPF. I would not doubt that tl1ere are, Senator. 
The CHAIRMAN. I expect so. 
Mr. STEMPF. Yes. 
The CHAIRMAN. All ri lit, thank you. 
(The memorandum su �nitted by Mi·. Stem pf is as follows :) 

itmcORANDttM: Fn,g, WITH THE SEN,\TIO :FIN ANOE CoMMJTffB BY THlD COMVIT1Eii 
0, Fl:Dm.AL TAXATION OF THEl AMERICAN 1NS1�Tt.JTIJ OF AOCOUNTANTS llmARDING 
THE PRorosm REvENtn: A T OF 1938 ( SUBMl1"l'IDD MABOH 18, 1938) 

• 

SmNA'I'E FlN ANOE Co:MMITTEE, 
Wa.ahington, D. 0. 

NE\V YOBK, N. Y., 
March 18, 1938. 

Sms: Tbe committee on Federal taxation of the Amerlca11 Institute of Ac4 

· eountants respectfully submits its recommend.atio11s for revision of the revenue 
laws, witl1 special reference to the provisions contemplated by H. R. 9682 as 
adopted in, the House of Representatives, and at the outset stresses particularly 
that this memorandum : 

( a )  Approaches the subject of incon1e-tax revision solely from the standpoint 
of sound principles of taxation, ,vlthout regard to social or political aspects, and 
deals particularly with question of 0.11 accounting nature. · { b )  Urges outright repeal of the tax, on undistributed corporate profits. 

( c) Strongly recommends further modification of the capital-gains section. 
( 4)  Opposes unqualitiedly the restoration of the ''third basket'' provisionsJ 

advocated by the Ways and Means Committee of the House. 
( e) Suppo:cts . a sound ''broadening of the base'' of income taxation, coupled 

with effective· withholding at the source. 
( f) Urges the require1nent of consolidated retur11s as conforming to recognized 

sound business prf:1:ctlce. 
(g) Again favors the creation of a qualified nonpartisan commission to con­

duct the research required for the unbiased determination of fixed principles 
of Federal income taxation ; and 

(h)  Advocates that taxation for revenue is best served at moderate rates 
which encourage enterprise, stimulate activity, increase employment, and pro­
dUce more revenue than high rates which stifle initiative, freeze the service of 
capital, and retard employment. 

Reference ts also had in the data which follow to other matters which, al­
though important from tbe viewpoint of so\tnd ndministration of the revenue 
act, do not partake of the broader ·aspects of income taxation present in the 
foregoing items. 

I 

• 

• 

• 
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(a )  Taxation should be based upon fixed principle baviog a eloser relation 
to sound accounting procedure and conservative business practice. 

This committee has stated repeatedly that taxation has become a major 
problem in buslne s planning by reason of its repeated shifting ln form and 
incidence. Our Federal income tax should have a long-range viewpoint, which 
would remove much of the uncertainty by stabll bing fixed principles at flexible 
rates to fit the need of Federal revenue without change in the character ot the 
tax or its application. 

The creation ot a popular belief tba t a taxing statute is impartially and 
equitably administered is essential to the ultimate success of any revenue pro­
gTnm. Reassure the business community of a determJned purpose to fix and 
abide by established rules ot Federal income taxation and mt1ch will have been 
done to restore confidence. Taxation hi1s become almost inscrutable, forcing 
u11on business a policy of timid ''hand-to-mouth'' planning, a policy which cnn­
not be changed until the effects of taxation upon operations may be reliably 
gaged on the basis of rational unchanging principles. 

The ever-widening breach between ·'tax accounting'' �1nd ''business accounting'' 
has developed as a result of the attempt to refine the definitions of taxable 
i11come ancl allowable deductions. in tl1e fnl laciot1 belief that tl1ese deftnitio1u; 
should be applied inflexibly ; witl1 the u11fortunate 1· ·ult of creating a labyrinth 
of exceptions incompreben ive to the n verage taxpayer. '!'he lnw and r gula­
tions should be ptirged of these retlnemen ts, "'ith a conct1rrent rever ion to the 
sJmple fttndamentals that ''standard method ot acc<>unting will ordinarily be 
regarded a · clearly reflecting 111come'' and that ''each tnxpo.yer sl1all adopt such 
forms and systems of accounting as are in bi ju<l,tment best suited to his 
purpose:' with ,a mandate that these provisions be liberally construed.. Without 
the latter empbnsio; upon th fundamentals 'l futile. In any equitable tax 
law income and allowable deductions sb uld be defined In b1·oad terms, and 
liberal recognltton hould be accorcled accounting procedures 1·egulnrly and con­
sistently employed by taxpayers with les opportunist stre upon the year in 
which an item belongs. Tax administrntlon hould gl,le more weight to the 
con istency of succe ive returns in tead of tre sing the nearsighted and 
usunlly dot1btful ad,·antage of iromedinte 1 venue. 

The renewal of confidence and tl1e relatecl stimnlntlon of bush1ess activity and 
employment which wot1ld emanate from uch settled policies of tax administra­
tion would have a saluta1·y etl'ect upon the Federal revenues. 

(·b ) Thi committ remains unalterabl5· oppo ed to the t1ndt tribt1ted-profi 
tax, and urges outright repeal. Likewi e, while there is distinct merit in the 
drn wback principle, when prop rly appli cl, it  too 1. · wholly objectionable unl 
i t  be purged of tbe exi ting lneq11ities in tl1e 1u1di t1·ibuted-p,rotlt tax by the 
repeal of the latter, and unle related to bu iness profits as distinguished from · 
taxable income. 
· The In titute's committee oppo ed the enactment ot the tax on undi trlllutecl 
profit � in its memorandum filed witl1 the enate Finance Comn1itt e on May 7, 
1036, summarizing its objections in item XIV of that me1noro.11dum, as follow : 

'' ( 1 )  11lat the potential revenue to be derived from the propo ed legislation is 
conjectural ; 

(2)  That th obj ctive of slmplltlcation bas not been attained, and that the 
provi ions of the bill are In fact extremely complex ; 

( 3 )  Tbnt the propo ed fo1·m of t.axlng undi .. trlbut d income will create a new 
field of problems of accounting and corporate flna11c which ,vill aggravate the 
�xi ting diffict1ltie� of determining tbe tax liability : . . ( 4 )  Tl1at the adminl trntlon of the act by the Bureau of Internal Revenne 
will be far more difficult thon a t  pre ent wttl1 attendant incr a d costs ; 

( G )  That the propo ed act \vill inflict unclt1e hard hip upon· a large group of 
m.ode1·ate-sized corporation having meager re .. et·ve ·, many of which are strug­
gling to o, ercome the b,urdeu of accumt1Jaterl <leficit . ' '  

The e rea on remnin ,,.alid today. Tbe ba ""ic principle of the undistributed­
profits tax I t1nsonod, violating a i t  doe the rudiments of corporate finance 
and jeopardizing the tability of corporate onterp1·l.._ e. 

In principle the bar ,11ness of the existing law ba been modJfied to .. ome 
ext nt  in H. R. 9682 by the ndnptation of the ''drawback'' method sugg · ted 
a n compromi e by this committee in )!Dy 1986. In the words of the report 
ubmltted by the Hoo� e Committee on Ways and lfean , lfarch 1. 1938 (page 4) 

''tl1e tax 8bo,1 Jd not be framed a o. penalty urtax on undi: tribut cl profit bt1t 
should b de�ignell on the bn�i of a flat tax rate with a tfl, x cr�dlt which will 
glve ren onable encouragement to the di tribution of di,idend .'' 
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However, in  our opinion, the House bill does not accomplish this· e11d because 
there remain i n  ithe la·w all of the complications of the old 11ndistributed·proftt.s 
tax and the objeeti.on·a.ble inconsistencies in  di tinctlon between. ''taxable in­
come'' and ''business income.,, Under proposed conditions, a. corporation may 
have to pay not only normal income tax but also the surtax when it actually has 
no income measured by recognized priuc.iples of acco,10 ting ordinarily and con­
sistently applied in commer,cial practice. A striking example of this remains 
uncorrected in the case of a corporatio·n with a.n operating deficit at the begin- · 
Ding of the year, ordi»ary ta.xab·le income of $1001000, and a capital loss of the 
same amount. By reason of the $2,000 limitation on capital net los es, the 
corporation would pay not only a normal tax but, because of its inability to 
distribute a dividend, would also be liable to an unwar:ranted surtax. Even 
though sucb a corporation were to make a distribution to the full extent of its 
a·djusted net income, it would get no dividends-paid-credit in view of the fact 
that the distribution would not be a taxa·ble dividend ,1nder section 115 ( a ) .  
By way of contra t, this inequity is recognized in section 102 r.elating to the 
snrtax on improper accumulation of surpl\us. 

( c )  Further modification of the capital-gains section ls strongly urged. 
The report of the committee <>n Federal taxation, of the American Institute 

of Accotmtants, st1bmitted to the Senate Finance Committee on September 23, 
1937, stated : 

·'There ls probably justification for the position t11nt realized capital gains 
should bear their jtISt proportion of taxation, f nstead of shifting the entil'e 
burden to those carrying on commerce and the prof e,ssions, and complete 
elimination would aggravate rather tbs.n correct the existing differences be­
tween 'tax accounting' and 'business accounting.' 

''It is recommended that capl·tal gains a,nd losses be segregated in a se·pai-ate 
schedule from other income, taxable at a moderste, flat r.ate, without sub�ec­
tion to percentages depending on the period dt1Ting which the asset was held. 
The $2,000 limitation on net capital losses should be removed, and the right to 
carry over net capital losses as an  offset to gains for a period of 5 years 
should be established. 

•fRellef in taxation of capital gains would reopen the ·flow of capital trans­
actions and the profits and employment that go with such transactions. which 
are now lnhibited by inordi11ate taxation. 

''Capital assets should be redefined to exclu·de land and depreciable assets 
tJsed in the business.'' 
· H. R. 9682 has excluded property subject to depreciation from the definition 
of capital assets for purposes of the capital-gains section. We commend this 
provision. However, we strongly urge that land used in trade or business be 
likewise excluded fl�om the statu,tory definition. There are no logical grounds 
for l1olding tba t b11ildh1gs used in trade or business, and the land t1pon whicb 
the buildings stan.d, belong ir1 different categories. The inclusion of land and 
.buildings in different classtilcations would raise needless difficulties in  the 
�dmi,nistration of the law, as it would necessitate the division of the proceeds 
from the sale of improved real es,tate, between the portion applicable to the 
land and the portion applicable to tl1e bl1ildir1gs. Furthermore, a situation of 
.this kind lends Itself ·to tax evasion, as it wot1Id be possible to stipulate, in a 
Mles c0n·traet, the division of sales proceeds between land and b.uildiI1gs most 
adv-antageous to the seller. The bill also makes n logical distinction between 
�'short-term'' or ''. peculative'' p1·oftts and ''long-term'' capital gains. Tbe former 
are properly placed on a basis compa1•able to ord1nary income. As to the latter, 
however, we do not believe that adequate relief bas been extended. · · 

In this connection, we quote from recent editorial comment : 
''Dr. Carl Snyder bas reported that as' the raeSt1lt ot his own researches, it 

appears that the average investment in  indu.stry · in this country is about 
12,000 per man ; and that compa11ng one country with another the wages <>f 

labor in industry are directly pro1lortionate to the capital investment per man. 
Dr. Snyder also points out that the average rate of Increase· of industrial 
l)roduction in this country has been about 4 percent per an11um compounded;, 
and that the gai11 in capital supply required to produce this increase has been 
a llttle higher, a�ound 5 percent per annum. This investment was supplied 
-almost wholly from the industries them_aelves or from their owners and not from 
·the .savings of the people via tbe savings banks and the insurance companies, 
which invest· primairily in mortgages and safe honds and not in the equity 
position. This, Dr. Snyder points out, was up to 1980, since when there hae 
beeh an abrupt re\"ersal.'' 

• 

• 

• 
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Unquestionably, this countr1� needs the re to1·ation of an abundant .flow of 
equity capital. No one tl1ing ""ill do mo1·e t.o restore activity, employment. and 
prosperity. An over"1helming propo�.ti.on of infor.m d @pi11, lon believes that the 
capital-gains tax is one of the pri11cipal deter·r 11ts to thi flow of capitaL Why 
be niggardly in the revision ? The report of th Way and Menn Commi.ttee 
points out that during th time capital gain were t1bjected to a flat 12 1h per­
cent the reve11ue f1•om this source amounted to approxlmi1.tely 50 percent of the · total income-tax collections from individuals, wh·ereas, in 1934 and 1935, i t  mnde 
up but 8 and 1 3  percent, respectively. The law ot dimini bing retur11s has had 
its inevitable effect dt1ring the latter years of high cnpital·galns tax. Remo\"e 
the deterrent etl'ecti,·els' a11d tl1e lo'\\rer rate will produce increasingly greater 
revenue. 

There is n natt1ral relt1etance to seeing those who enjoy tn1e capital gains 
e.scape the heavier tax burden ; bt1t thl 1t1u t co1tti11tte to be one of the rewards 
of eql1ity risks if commerce is not to be tl1lttfied. 

We urge again : 
(A)  That cepiti1l gains and los es be segr�gated i11 a eparate chedule from 

other income : ( B )  taxable at  a more mode1·ate flnt r-a te, say 12l,� 1.>ercent · 
( C )  withot1t subjection to perce11tage calculation d pending on the period held ; 
( D )  t.hat tbe $2.000 ll1nitt1t lo11 on capital lo � · be remo,�ed e11tirely ; and (E)  
that the ca1·ry-ove1· provision chot1ld be exten(led to 5 yea1·s in tend of 1. 

Under such circun1 tance it will be i111po" siblP. to mak nn eqttltable di tinc­
tlo11 between '' ·hort-tei·m and long-term' capital gains. 'J'he speculnti,�e el m t 
in the to k ma1'ket 1� n11 es ential lt1bricant to the play of 11pply and demand ; 
and as a necessary adjt1nct to the adequate release of capital, tran aetions ma.y 
ji1stlfiably be g1·anted the status of capital gains o.nd losses, as in the past. 
i"'here should be no major objection to 11.n arbitrary 1-year rule. if the distinc-
tion be deemed essential. 

(d )  The third-basket tax recommended by the Ho\ts W11ys and Mean Com· 
mittee. but rejected by the Hott e, imposes £tn arbitrary nn,d unjust penalty 
upon legitimate business enterp1·ise nnd hould not be resto1""ed to the proposed 
revenue bill. 

We are trongJy opposed to the t.nx on clos ly held co1·po1·ation contemplated 
by title lB. Corporations of the type co,,ered b3· ti tl l B  are the ,·ery orpo­
ratlons which should be gi,·en protection and encouragement.  By forcing closely 
held operating corporations to distrib11te their incomes, o,vner�mttnagement is 
being unjustly discriminated again t in fa�or of ab eutee ·o,vnership. Fnmily 
b11siness concerns will be put at a competttt,�e dl advantage with widely held 
organizations. 

Nearly all successful businesses origlnate n�. one-, two-, or three·man affairs. 
Usually by the tnitia,tive and a,criflces of a smal l  g1·ot1p, a large enterpri e is 
developed and new e1nployment opportunities created. Such enterprises must 
retain their income for expanslo11 and for added working capital. They have 
limited credit lines which may be lncren ed only by growth of capital arising 
through earnlngs retained 111 the b,1siness. To force these closely h.eld corpo­
rations to distribute their net income ls discri1ninntory, and places an oppres­
sive bt1rden on legitimate bu iness enterpri e . The title 1 B tax Js \tnsound and 
opposed to the best interests of industrial gro,,1th nnd the em,ployment of labor. 

While we oppose restrictions of any kind t1pon the rete11tlon ot ct1rrent earn­
i.ngs for expansion or other legitimate bu iness purpose , we recognize tbe exis -
ence of abuses through the unreasonn.ble accumult1.tlon of surplus. Mr. Maurice 
We·rtbe.lm, in Harpers Magazine of Febrt1a ry 1938. said : 

''I refuse to believe, that American ingenuity or its legal 'talent is at so low an 
ebb that section 102 cannot be so redrawn as to make it work properly and 
cover completely the abuse of improperly acct1mulated earnings. It ts not neces­
sary 01• sound public policy to tax thrift in business in orde.r to reach male­
factors.'' 

We, too, advocate the etting up of new administrative machinery to st,t1dy 
cases coming within the purvie,v of section 102 of the existing revenue act, with 
a view towarcl mlnimizi11g tax a,·otdance tbrot1gh improper surplus accumn­
lations. 

( e) We support a sound broadening of the base of income taxation, coupled 
with effective w1thbold.ing at the source. 

It seems desirable to broaden the base of income taxation by the reduction of 
personal exemptions, graduation of normal taxes1 and otherwi e, facilitated by 
an extension of tbe principle of wlthbolc::ling at the ou1·ce. TI1ls proposal has 

• • 
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been made repeatedly since 1918 if not before, ''so that a substa11tially la.rge 
proportion of voters wot1ld becon1e direet taxpayer and take a keene,r interest 
in government.'' 

More important would be the substitution of such broadenh1g of the base in 
Jieu of existing indirect •'nui ance' ta.�es, which, it is claimed, fall more heavily, 
dollar for clollar, on the low ... fncome class of our population. 

( f )  Consolidated rett1rns shouicl be made mandatory. Sttch procedure con­
forms to ol'dinary ,business practice, enables the TJ"easury Department to deal 
with a single tnxpuyer instead of many, and eliminates the necessity for ex­
amining the bona fides of innumerable inte1·compony transactions. 

Inasmuch as sub idiary companies a 1·e often orga:11ized 1nerely to comply with 
the ,requirements of va1·ious tate laws or to mi!nin1ize. r.tsk in opening UJ> new 
territory or establishing a new line of bt1Sines., it is er1·011eous to treat them ns 
entitie. distinct from the pai·ent corporatioB. For all practical pu1�poses they 
are branches or depnrtments of 011e e11te1·pri e. Therefore� as the Treasury 
Depnrtment pointed ot1t to the Ho,use Wn�'.1'. and )leans Co1nmittee when it was 
eonside1�Jn" tlie ReTe11ue Act of 19:�4, the 1mple t way to sec'lire a cor1·ect state­
mei1t of inco1ne fr,om a.11 affilitl ted group is to req,1ire a eonsolid'atecl return, 
,vith all intercon1pany transaction elin1inated. Thi conforms to recognized, 

und b�in practice. By 1·equiri11g separate statements of mco.111e, as under 
the present law, nonexister1t income is often taxed, profits and lo .. es may be 
hifted from one ub idiary to enotber in such a manne1· that the Commis­

sioner's power to reallocate b1come is inetrectl1al, and the ea1·nings of particular 
tmit are not ncct1rately p1·e entecl . 1'Ioreo,er, aclmintstration of the income­
tax lnw i simpler 1'ritlt the corisolidatecl rett1rn, as it conforms to ordinary 
bu ines practice. 

Likewl e, from the standpoint of the tilxpayers. in case in which corporations 
follow the consistent practice of preparing con olidated flna11cial statements, the 
preparation of related tax return is simplified if do11e on a consolidated basis. 
Accordingly it is urged that consoltdated ret11rns be required. 

f g) Congres could do nothing of greater importar1ce to assure the future 
tabi1ity of business than to bring abot1t the crentio11 of a qt1alifiecl, nonpartisan 

commission to e tablish fixed p1·inciples of i1.1come taxation and related ndmin-
istrati\9e procedl1re. 

This commt'ttee has repeatedly urged tl1e crC'ation of such a. body, latterly in 
its memorandum of September ��, 1937, filed with the Senate Finance Com­

, mittee. The yea1·-to-yenr re,1islon of tax ln,vs is an abomi11n tion, bred of 
1>0Iitical e:xpedienc)r . Fixed principle of tn:xation are needed to enable tax­
payers to face the futt1re with greater con.fidence based 011 kno,vn factors. 

Permanent principles shol1Id be established, st1bject 011ly to changes in rat.es 
to meet tl1e requirements of the Fede.ral Budget. Bttsines,· can ac1just itself 
to changing rates of taxation, bt1t common sense decries a repeated shifting 
in the general scheme and incidence of taxntion, which must be construed anew 
from year to yen r. 

( h )  The tax burden shonld be eqt1alizec1, ancl the Federal re1ren11e stabilized 
I by t'he adoption of moderate rates of taxation wbi.ch encourage enterprise, and 

thereby increase employment. 
This committee has pre,.,i.ously 11rged tl1e principle of taxing corporate fn .. 

come on the basis of a verag� earnings for 5 )"ears, believing it t·o be inequitable 
t.o exact l1ea vy taxes upon the full pr(lflts or successful yea rs without relief 
in respect of unprofitable yea1·s which inevitably follow. By the same token, 
a basis of average earnings would assure less fluctuation in the le,·el of reve­
nt1e . I t  is recognized that this principle of averaging Income entails some 
administrative difficulties, bt1t these are not inst1rmountable. HoweveT, the 
simplest re<.'Ognition of the principle may be obtained by restoring provisions 
for carrying forward losses as offsets to taxable income of subseql1ent years. 
We urge the enactment of such a general provision, perm I tti11g the forwarding 
of lqsses for 5 :venrs. 

Tbe post-war period demonstrated the fact that progres ·tvely lower rates 
of taxation b1·ougbt Increasing reven11es, through tl1e release of capital into 
pri'vate enterprise with attendant enlargement of the market for labor in  pro­
duc·tlve employment, whereas it is generally rerognizetl tl1at excessively high 
rates of tax �ave discouraged bt1siness expansion and have tltereby adversely 
affected employment. 

Althm1gb based upon at1tboritntive sta·ttstical factors, tl1e estimates of the 
Treasur;v Departmei:it relativ:e to tl1e adverse effects upon reven11es of the elim-

• • 
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ination of certa in provisions, cons tently predicate such cone:lualon upon 
ct1r1�ent revenue · at e---<lsting rates. We ubrnit tl1at such conclusions ignore 
the snlutory effect upon revenues lnl1erent in J·1e reduction of rates demon­
strated by the post-war experience prevlou Jy referred to. We support the 
·claim, b·roadly held, that ''lower rates bring more revenue than higl1 r rates.'' 
Excessive rates are nonproductive. Lower rates induce the release of capital 
into productive employment Higher rates have tl1e opposite effect, and 1n the 
face of declining national income might ultimately prove disastrous to the 
revenue. 

( i )  I f  the capital-stock tax be retain d the adjusted declared valt1e should be 
redt1ced by Federal income taxes and exc s capital net lo se . 

Many basi11e leaders look t1pon the capital-stock tax and related excess-
])rofits tax as  ''Siamese twins'' which are unconscionably specula�ive and vicious, 
und advocate repeal of tl1ese sections of tl1e law. However, if the way cannot 
be opened to outright repeal, we advocate that one amendment partic111arly .be 
made. Under t11e pre ent and proposed law , 110 reduction in tl1e adjusted 
declared value is permitted for Federal income taxe or for exc capital net 
lo es. This treat.ment tends to create artificial sit11ation wl1ereby the acljusted 
rle<."lared value increases more 1·apidly than the actual net worth and, iu ma1iy 
1n tance , increases while the actual net worth deer a es. Tl1e adju ted de-
lared value of capital stock 110,lld be brought into line with actt1al con·ditlons 

by permitting deductions for Federal income taxes and exc ·s capital net 
losses. 

( j )  The excess-profits to.x, if retained, should be based upon predictable 
-01·dinary business net income and shou.ld exclude capital gai11s ar1d losse . 

The excess--proflts tax as provided by section 602 of th proposed bill! if 
retained, hould be modiflecl i11 one important respect. Wb n a corporation 
realizes a large unforeseen capital gain, i t  mny l>e subjected to an onerou. 
excess-profits tax. In some iJ1stance 1 the profitable dispo itiou of a capital 
asset might be discouraged because of the high excess-profits tax. It i ttrged 
therefore, that capital gains and los es, becat1 e of their unpredictable nature, 
be excluded from net inco1ne t1bject to the exce s-profits wx and that the 
tax be bnsed solely upon ordiuary net income. 

( k)  Thls committee endor es the ''con ent clivide11ds creclit, '' but objects to 
certain inequitable provisions relative thereto embodied in H. R. 9682. 

Section 28 is intended to provide a method wl1er by corporations in a poor 
ea h positio� unable to di tribute taxable- tock diviclend or dividencls in their 
-0wn obligations, m:1y secure a dividend -paid c1·edit by obtaining ''con ents'' 
from tock holders to include portio11S of tl1.e undi t1·ibuted. co1·porate  11et income 
in  their own net incomes. Obviou ly. this expedient will be practicable only 
in the ca e of clo ely l1eld corporntion ; wh r a financially embar1·a sed cot· 
porations, with widely scatte1�ed tockholders, ,rill be 11nable to take advantage 
of the propo a l  . . 

Effect.Ive t1se of section 28 will reqltire plannl11g in advance to obtain ''con· 
sents'' from cooperative stockholder and paying off recalcitrant stockholders 
before the end of the year. A mo t organizations are not in a position to 
determine the amount of their n t income \Jntil after the close of the taxable 
year, widely held corporations will 11ot be able to make a 1 1  the nece ary 
prelimi.nary arrangements incident to obtaining tl1e ''con ent dividends credit.'' 
In practice, therefore, section 28 can be a ,,ailed of only by closely held 
corporation . 

A point that requires adjustment is involved in determining the holdinit 
.period of the ''consent'' stock for the purpo e of computing the recognized 
gain or loss in the event of a st1bseqt1 n t  · ale or taxable exchange. Will the 
. holding period date from the original pt1rchase of the stocl{, or will there be 
se,,eral holding periods, one for the original purcba e of tl1e stock and othCli 
for the amounts of the ''con ent'' dividends added at various times to the cot 
of the stock? 

As the p,roposal now reads, where a shar holder sig11s a ''consent', the 
amo11nt specified in the ''conser1t'' is taxabl to him in its enti1�ety, whether or 

not such amo,1nt, if dlst1·1but d to him in ca h, would have been in ,vhole or 
1n part a taxable dividend. Such amount is then added to the basis of t.he 
stock ln the band of the liar, holder, but only in an amow1t which represents 
n. taxable dividend ( i. e., i ot1t of earnings or profits) and is allowed as a 
''consent dividends er d i t'' to tl1e corpo1·ation. Thus, a bolder of 1 shar� in 

_a corporation ''consents'' to ·t t1clude $100 in his gro s income as a dividend. 
It develops that for the taxable year the corporation has net income of $100 
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per share but at the end of the yeaT has accumulated eamtngs · or proflt.s · of­
only $50 per share. In tbis case, the ''consent dividends credit•' of the �or· 
v<>ration would be limited to $50 per share, while the .sharel1olde� would be 
obliged to include the entire $100 in his gross income. Moreover, the :Share­
holder would be allowed to increase the basis o·t his stock by only $50 ( the, 
amount allowed to the corpora:tlon o.s ''consent dividends credit'') ,  the re,., 
maining $50 apparently vanishing into thin air. 

The foregoing situation will undoubtedly arise frequently, as in a great many 
instances corporate executives will find it difficult to estimate accurately the 
net earnings before the end of the year. In such cases, there wi,n always be­
the danger to shareholders that they might sign ''consents'' in excess of the 
corporate net earnings and, therefore, will be taxed on amounts which do not 
represent earnings, of the corporation. To a void this inequitable condi,tion aDc! 
to encourage shareholders to cooperate wltb corporate executives where condi .. 
tions warrant, it is recom1nended that shareholders be taxed only on such 
amounts of ·their ''consents,' as would represent ta.�able ·dividends if paid in cash. 
Alte.rnatively, if shareholders are to- be taxed on the full amount of their 
''consents:' they should be pe1-mitted to add such amount in  full to the basis 
of their stack, and 11ot only the portion allowed a.s a ''consent dividends credit'' 
to the corporation. 

The defini·tion of ''consent stock'' ( sec. 28 ( a )  ( 1 )  could be improved by being 
changed to read as follows : 

''0011.sent 8tock. The term 'consent stock' means the class or classes of stock 
entitled, after the payment of preferred dividends ( as defined in par. (2)  ) ,  to 
an unltmlted proportionate share in the distribution ( other than i11 complete 
or pnrtial liquidation) witb,in the taxable year of all the remaiBlng earnings 
or profits�'' 

( 1 ) E. penses incurred in the production of taxable income should be allowed 
as deductio11s, even though such income does no·t arise from a trade or business. 

Section 23 ( a )  of the proposed bill and the corresponding section of the 
present and prio1· laws provide for the deduction of all the ordinary and neces­
sary expenses paid or incurred dt1ring the taxable year in carrying on any 
trade or business. Thi.s provision should cover tbe deduction of expenses paid. 
or incurred in the production of taxable income, even thottgh such income does, 
not arise from the taxpayer's trade or business. In some instances, the Com·· 
ml�ioo.er bas disallowed expenses of tbis character, and bas attempted to place 
an undttly narrow interpretation on this section of the law. 

The failure to allow such dedu,ctlons is contrary to sound accounting con· 
cepts and tbe reasonable intent of the I·aw, and resul·ts, in many cases, tn the 
tBxation of gross, in"8tead of 11et income. AC<!ording1y, i·t ts recommended that 
seetion 23 ( a )  be amplified to permit the ded,1ction of all ordinary an.d neces­
sa1·y expenses pa'id OT incurred )during the taxable year in  the production of 
taxable lncome. 

( "" ) This committ,ee endox·ses the recognition of the ''normal stock;• and 
''lnst in, first out'' or replacement rnethods of costing sales and determining 
inventories in  pertinent cases. 

Section 22 (c)  of the Revenue Act ,of 1936 and of the proposed bill, provides 
that : 

''Whenever in tl1e opinion of the Commissioner the use of inventories is neces­
&ary in  order clearly to determine the income of any taxpayer, inventories shall 
be taken by such taxpayer upon such basis as the Commi,ssioner, with the 
approval of the Secretary, may prescri,be as conformi11g as nearly as may be to 
the best accounting practice in the trade or business and as most clearly reflect­
ing the income.'' General Counsel's l\femorandum No. 17322 ( reported on 
p. 151 of Cumulative Bulletin XV-2 ) wisely and fairly permits industries 
prooessing certain raw materials, principally wheat and cotton, to apply the 
results of hedging transactions, entered into for the purpose of eliminating 
gains or losses on raw materials, to their inventories without the application 
of the limitation imposed on capital gains or losses, although s11ch limita,tlons 
are applied generally to future·s transactions in these commodities. 

There are other industries producing, fabricating, or processlt1g raw materials 
which are not permitted by the Commissioner to apply current costs to current 
sales under the ''replacement'' or ''last-in, first-out'' inventory method,. These 
latter inventory methods are appropriate in industries ln which ( n )  ope-rating 
processes are continuous, ( b ) the period of processing is relatively long, (c )  
mioim11m Inventories must be maintained constantly, and ( d )  raw materials 
represent a major part of the total cost of the products. Moreover, these 
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methods have substantial acceptaj)ce tn industry, are endorsed by acco11nt1ng 
authorities. and have been recognized as appropriate by the Securities and 
Exchange Commission. 

During periods of ri ing prices the ."first-in, first-out'' method ot pricing inven­
tories results in taxing business income that ts in part necessarily absorbed 
In increased inventories and "�orkJng capital, and is unduly onerous i n  indus­
tries which ent:ail long processing periods. 

The ''normal stock'' and ''last-in, first-out'' er ''replacement'' methods clearly 
fall within ''appro,red standard methods of accounting'' and are ''best suited 
to the needs ·of certain businesses.'' Tb y should, accordingly, be granted 
recognition . 

( 1t ) We urge the repeal of section 802, requiri11g the flllng of r turns as to 
formatlo11, etc., of foreign corporation . It  impo es unnece ary burdens on 
accountants, inasmuch a uch information can be t be obtained from officers • 
directors, stockholders, and ntto1·neys directly concerned. 

Section 802 of the propos d bill pro,·ides for comprehenslve returns of 1n� 
for1natlon in connection witl1 tl1e formation, orga11ization. or reorganiza ion of 
any foreign corporation. Thi ection affect the accounting profe ion vitnlly. 

Th propo ed bill, a well as the Revenue Ac of 1937 and T. D. 4773 promul­
gated tberet1nder, impo e an t111rea onable b11rden \tpon accountant . Entirely 
apart from the principl of the matter. th e provisions relating to information 
returns to be submitted by accounta11t and o·tliers are particularly objectionabl 
due to their embigtlity and b1·eadth. 

The language of the la,v it. elf is ambiguous. Prior to the promulgation of 
the regulation unde1· the 1987 act there 1·e1nained f\ doubt n to whetl1er such 
tnfonnation was 1·equired only if the foreign <?orporation were actually i n  x� 
istence or merely propo ed. The regulations imply an exten l n of the reqt1ire­
ments to iriclude i:r1form1ttlon relative to discussions of proposed foreign in­
corporations. 

The regt1lations and Form 959 require an wers to hypothetical question , call­
ing upon accou1ltant to interpret the intent of clieo . . The B,1reau i lf refus 
to answer hl·potbetical Qttestlon concerning tax matters. Is it not u11rea onable 
to expect accountants to do so? Does the acceptance of an engagement on the 
part of an nccountant to calculate the eftect wblcb the formation of a foreJgn 
eorporatio11 would ba,•e upoo taxation in,�oive ''aid or coun el'' in matters re­
lating to the formation of foreign corporation ? S\tCh engagen1ent does 11ot 
n·ece sarlly wart·ant ·the conclusion that the fo1·matlon of a foreign corporation 
is e,1en proposed. 

DN"'idecl dot1bt reruaJ11. ru to the meaning of ''reorganlzatio1t ., of foreign cor­
porations. · Doe reorganization contemplate the tntutory co11cept or the com­
monly accepted meaulng of that term ? Recent upreme Court d cl ions have 
overtbro,vn interp1·etatio11. of thnt t rm wl1icb ba,·e prevailed for ome years 
past. Doe writing up the accounts of a forei�'ll corpo1·atlon con. tltute tbe 
cbarart r of '•aid or coun el'' conten1plated by tl1e act? Doe ad,rlce to foreign 
clients tllrough offices abroad, relative to the fo1 .. mi1tion of corporat ion 1n the 
normal aud legiti1nate conduct of affairs, come wlthin th deftnitio11 of ''aid or 
cow1 el'' under the act? 

The foregoing example are typical of ma11y ambiguitie .. which exl t because 
the Ilrol"i1 ion of the law are not t1fflcieutly limited. Where do n1ere con-
v r .. nt lon e11cl and adv1 e begin? 

The relat io11 hip betwee11 tl1e accountant n11d client i one of confid nee. 
suranc of oun<l pro clt11·e d ma11d that thi ... relat ion bJp be fo tered for t he 
good of :ill oricerned. The J)ro,fl ton f ..,ection 802 t1tltify th accounto11t 
atid r at· n relt1cta11ce ou rl1e pu.1·t of cl ie11t._ to co11fe1· with accotwtant 1·e pect­
i11g the fo1·mntio11 of 1,�giti1nat for ign b,1. ine s compn11ie , and may J1ave the  
ft1rthe1· �ff ct of drivi11g ta .. ·paJ·e1' to eek the e1·,r i of accot1nta11ts a nd 
lnwye1· i11 fot· ign co11ntrie._ . 

It ,vould · eem thnt prc,vision 1· qlli1'ing uch iofor1nation to be filed by th e 
directly coucernecl i .  e .. offiret' . cl it' ctor . � tockbolclet' , nnd ttttorney -should 
ttfficP, wlthottt resoi'ting to 1·epor1·s of i11dir ct iufo1·mant , who merely bave 

en oal acquaintance witl1 th 1natt 1· in band. 
The ref ore the 1·e1le,11 l of thi · 111·0,--1:�1on i tl·ongly t1rged. 
( o )  The ti ine for filing Fed a·al in on1 -tux r t11r11 .: l101tld be "'t nded to the 

fifteenth dtty of the fourth month following th clo e of the taxable year. 
Under s ction 5.� ·of th.e propo l bill� income-:t nx r turn o.r 1·eq,1ired t o  be 

�ed, - l1()1·etofo1·e, witl1iu 2 � m 11ths followi11g the clo e of the tnxable year. 
Th · ConlDlii. iouer t empo"· 1�ed, 1,r tl1 t\We tion, t gi·ant rea. 011able ex­
tensions of time. 
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