











142 REVENUE ACT OF 1938

$200,000 to $2,100,000 the percentage 1s doubled, or 16.1 percent. In
estates of $2,100,000 to $4,100,000 the holdings represent 26.7 per-
cent and over $4, 100 ,000 the percenta«re 1s 44.

This large shift to tax-exempt securities and away from invest-
ments in business in order to avoid high-surtax rates, 1s obviously
far from an end, and so long as the present rates continue business
will be robbed of .the capital which should be flowing into employ-
ment-making and wealth-producing enterprises.

The economists who compiled the table referred to above estimate
that an additional $15,000,000.000 now 1nvested in business securities
1s 1n danger of being gradual]y transferred to tax-exempt securities
by holders whose 1ncomes are of such proportions that they could
obtain a higher net yield from tax-exempt securities than they now
obtain from net dividends on business securities after deduction for
taxes.

The present policy, viewed entirely frem the standpoint of the real
Interests of those in the lowest income brackets or without 1ncome, 1s
a mistaken one. Surtaxes on individual incomes most not be per-
mitted to continue at such punitive rates as to eliminate individual 1n-
centive for enterprise and deprive the country of resulting employ-
ment-making activities.

In concluslon permit me to speak briefly on the present oppor-
tunity of your committee and of Congress to build confidence and
Increase emﬁlovment through the medium of a thoroughly equitable
and reasonable revenue act.

As the Congress assembled last October in special session, there
was being expressed in the Senate, in the House of Representatives,
and throughout the country a common concern over the part played
by the discredited tax p011c1es enacted 1n the Revenue Kct of 1936
1n causing the business recession.

More than a half year will have passed before that act can be
superseded by a Revenue Act of 193R. This half year will have
witnessed no lessening of recognition of the great need for drastic
and 1mmediate clmn(re Rather. that need has deepened and the
recognition of it has “increased as employment has dropped precip-
itously 1n the most rapid decline 1n business the country has ever
experienced within a similar period of time.

The constructive attitude of your committe is well known. We
applaud 1t for we know your purpose 1s to deal realistically with the
important problems involved. If the Congress takes full advan-
tage of 1its opportunity 1t will lead the country on a course of en-
coulawement and hope which will enable business to renewed ad-
vance upon our great economic frontiers. It will declare against
erroneous theories of overproduction and oversavings which have
been and are now stultifying our national policies and drastically
impeding progress. Moreover, Congress will give positive demon-
stration that it is firmly behind equity and reasonableness in all tax-
ation; thus Congress will hearten the discouraged and thus 1t will
call forth the enthusiasm and galvanize into action the combined
great forces of America’s savers and investors, i1ts workers and 1ts
managers of business in the common task of achieving full employ-
ment, prosperity, and happiness for all.

The CrarMAN. Mr. Maurice E. Peloubet of New York City, rep-
resenting the Copper and Brass Mill Products Association.
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STATEMENT OF MAURICE E. PELOUBET, NEW YORK CITY, THE
COPPER & BRASS MILL PRODUCTS ASSOCIATION

Mr. PrLouBet. I am Maurice E. Peloubet, a member of the firm of
Pogson, Peloubet & Co., certified public accountants, of New York
City. I am speaking for the Copper and Brass Mill Products Asso-
ciation, a group of manufacturers who produce copper and brass
sheets, tubes, rods, and other shapes, principally for Furt-her fabrica-
tion by other manufacturers but to some extent for use as finished
products. The members of this Association wish to have that sec-
tion of the proposed Revenue Act which corresponds to section 22 (c)
of the Revenue Act of 1936 so worded as to permit members of the
association to use, for purposes of computing 1income subject to Fed-
eral Income and excess profit taxes, the saine accounting mmethods
which are generally accepted as correct for reporting to the Securi-
ties and Exchange Commission, reporting to their stockholders and
for other corporate purposes. This method is the last-in, first-out
method of applying current costs to current sales and is not now
permitted by the United States Treasury Department to be used as
a basis for determining taxable 1ncome.

I appeared before this conmnnittee at the hearings on the Revenue
Act of 1936 to request legislation in that act to permit the use of this
method and was told that 1t was within the power of the Commis-
sioner of Internal Revenue to permit the use of the last-in, first-out
method and that legislation was not, therefore, required. Those
whom I represented were advised that appropriate action could be
obtained from the Treasury Department, but while they have been 1n
almost continuous touch with the Department since the passage of the
Revenue Act of 1936, the Treasury has continued to require the use of
methods of determining income which are not generally considered
to be correct for the copper and brass mill products industry.

The copper and brass mill products industry conducts its business
so as to avold loss and thereby preclude gain from market fluctua-
tions, which 1s accomplished by matching purchases and sales 1n the
following manner:

Orders are customarily taken for delivery some time in the future—
generally 90 days, sometimes more. The price at which the ordersare
taken i1s a combination of the fabricating charge, generally known as
the fabricating differential, and the price of the metals used in the
product on the day that the order 1s taken. Promptly thereafter a
purchase commitment 1s made for copper, zinc, or other metals re-
quired to fill the orders taken.

The products mnay not be delivered and the metal may not be re-
ceived for several weeks or months, but the manufacturer knows that
he can obtain metal to cover the sale he has made and that he will
neither gain nor lose on the metal but will make his profit on the dif-
ference %etween his fabricating cost and the differential charged the
customer, which 1s the basis on which his business 1s done.

The prices of copper and brass mill products are increased or
lowered as the prices of copper and zinc change. Price changes on
products are made within a few hours after a change 1n metal prices,
and it 1s of the utmost nimportance to each fabricator to have a sys-
tem and organization by which these prices can be changed and made
effective promptly. If this were not done, heavy losses could result.
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Thus, on the metal itself which i1s bought for and included in the
products sold to customers, the brass manufacturer neither gains nor
loses. It is not possible, however, to run a mill solely on the metal
which the manuglcturer has contracted to deliver to his customer 1n
the form of finished products. He must, in addition, maintain a sub-
stantial inventory of metal. This inventory is in many different
forms. Beginning at the casting operation, an excess of metal must
be provided to allow discarding of unsound metal and dross. Simi-
larly, in the rolling, drawing, and extrusion operations, unsound
surfaces, edges, and ends must be removed. In finishing operations
the product 1s reduced to proper dimensions by cutting off surplus
material.

In other words, to produce a given quantity of a product a sub-
stantially larger quantity must be processed, the difference being
m1ll scrap which 1s reclaimed and constitutes a constantly revolving
inventory within the mill. Besides this, quantities of partially proc-
essed material must be kept at various points in the mill to permit
economic production of the stream of orders which vary widely as
to their individual quantity requirements. Altogether, therefore,
the manufacturer inust keep on hand an inventory which 1n metal
content may equal several months’ production. The inventory must
always be kept on hand; a mill could no more operate without this
inventory or so-called metals 1n process than it could operate with-
out its plant or any of its equipment. And its practice, as I have
explained to you, recognizes this fact. Sules are not made against
this inventory; they are made against purchases of metal which
occurred at approxinately the same time as the sale.

In spite of this, the regulations of the Commissioner under sec-
tion 22 (c¢) compel the fabricator to apply his current sales agaiust,
an inventory deemed to be the earliest purchases when this, in fact,
1s exactly contrary to the fabricator's business practice. This re-
sults 1n 1nclusion in the computation of income, for imcome-tax pur-
poses, profits or losses which are not the result of actual transactions.

The resulting distortion becomes particularly important in the
copper and brass mill products industry because of the nature of
their manufacturing operations, the relatively high cost of the
metals they use, and the fluctuations m price to which those ma-
terials, particularly copper, are subject and over which the mills

have no control. Their manufacturing operation is a complicated
process bristling with ph ulties, and such a

long period is involved that changes in price of inventory have a
a maximum effect. The cost of the metal is the principal single
cost of their product—often representinﬁz 60 percent or even more
of the price which they receive for the product. Furthermore,
copper 1s subject to wide fluctuations in Erice. During 1937, for
example, copper rose from 12 cents at the beginning of the year to
17 cents, then declined again to 1014 cents at the end of the year.
The reflection of this market fluctuation in the manufacturer’s tax-
able income for that year might either double his actual profits for
tax purposes, or result in a loss for the year, depending solely upon
which his fiscal year ended. Certainly uniform and equitable taxa-
tion cannot be predicated on such an unreal base.

The taxation of fictitious incomes cannot be justified by the allow-
ance of fictitious losses. The taxation of profits based on assured
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transactions which do not occur in periods of rising prices and ex-
panding business forces a taxpayer, at the time when his working
capital 1s most fully employed and most urgently required, to pro-
vige money for tax payments at effective rates double, triple, or
quadruple those nominally in force. No matter how much benefit he
may receive later in perioci:-;s of declining prices and declining business
when through contraction of operations his needs for working ca})ita
are less and his position more liquid, he will still have no relief from
his present compulsion to obtain by any means and under any terms
money to pay the taxes then assessed on income assumed to have been
realized. Over a period of years total income will be the same under
any method of accounting consistently applied, and 1f taxed at a flat
rate the aggregate tax will be the same.

What the members of the Copper and Brass Mill Products Associa-
tion want 1s an amendment in section 22 (¢) which will permit them
to determine the cost of current sales by using the cost of the metal
which they buy currently to cover such sales. This 1s the system
which I have described as “last in, first out”’—that is, metal which 1is
sold 1s deemed to be the last acquired instead nf the first acquired, as
the Treasury Regulations now provide. This method corresponds
with the mills’ actual practice in conducting their brusiness and is the
method which many of them now use for their corporate accounts,
although they are not allowed to use it for tax purposes. It deter-
mines all of the profit which they have actually realized, but i1t does
not tax them upon profits or allow them losses which have not
occurred as the present method does. .

There can be no doubt that the last-in, first-out method 1s an
approved accounting practice, Statements filed on this basis have
been accepted by the gecurities and Exchange Commission and the
special cominittee on inventories of the American Institute of Ac-
countants approved this method 1n a report dated May 7, 1936. In
A Statement of Accounting Principles prepared by Professor San-
ders, of the Harvard School of Business: Professor Hatfield. of the
University of California ; and Professor Moore, of the Yale University
School of Law, the authors expressed their approval of last in, first
out or similar methods. This study’ was prepared under the auspices
of the Haskins & Sells Foundation, an organization formed for
research Into accounting matters, and was published by the American
Institute of Accountants.

I have here letters from members of nine >f the most prominent
accoun(;ing firms in the United States approving the use of this
method.

The members of the association which I represent do not ask for
any special consideration, they do not wish any preferential treat-
ment ; they merely ask to be placed on a par with other industries
which are permitted to determine taxable income on the basis of
accounting methods recognized as correctly determining income in the
industries in which they operate. No one inventory method is suit-
able for all industries, and the members of the Copper and Brass
Mill Products Association merely ask that they be permitted to pay
incomme and profits taxes on income actually realized rather than on
the basis of a method which i1s not applicable to their particular
industry, which shows profits in periods of risineg prices which are
not and can never be realized and which show losses 1n periods of

falling prices which are equally fictitious.
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The copper and brass mill products industry is being subjected to
discriminatory treatment by the United States Treasurf? Department
because other manufacturing industries are pernt to use therr
recognized accounting methods to determine taxable income and are
taxed on income which is admittedly realized or realizable while the
copper and brass mill products industry is taxed on unrealized and
unrealizable income determined by methods not recognized by the
industry.

Other industries are permitted to determine income and inven-
tories by methods substantially similar in purpose and effect to the
method the use of which is denied to the copper and brass mill
products 1ndustry. _

Industries dea{ing in a product such as cotton textiles or flour,
where the conditions are similar to those in the industries described
above, apply “hedging” transactions to their inventories and are
thus able to get for themselves the same sort of results as the in-
dustries under discussion obtain by the use of the “last-in, first-out”
method. The cotton and flour nilling industries are permitted to
use their “hedging” methods for tax purposes. The leather. non-
ferrous metal and other industries are not permitted to use an ac-
counting method producing the same results. The entirely fortuitous
circumstances of the existence or absence of an effective futures
market 1s thus made the basis of discrimination between various
taxpayers similarly situated. (See general counsel’s memorandum
17,322.)

The high rates of tax which are generally considered to be 1n-
evitable For many years 1n the future magnify the importance of
using accounting methods which reflect only such income as can
actually be dispersed in taxes. A nominal tax rate of 5 percent,
which by the inclusion of fictitious income becomes an actual rate
of 10 percent, is unfair but will not ruin an industry. A nominal
rate, however, of 20 to 30 percent levied on the fictitious income may
easlly become an actual rate of 40, 60, 80, orr 100 percent on realized
income. The members of this association do not wish to pay an
effective rate of 3 or 4 times that of most industries and I cannot
believe that it is the intention of Congress that they should do so.

I ask, therefore, that the section of the proposed act which deals
with inventories should be so worded as to make 1t possible for the
members of this industry to determine their taxable income on a
basis which 1s generally accepted as that which shows as nearly as
possible the actual results of operations and the actual realized in-
come. They ask relief from the arbitrary imposition on their in-
dustry of a method which is clearly unsuited to 1t and which shows
results which are demonstrably at variance with the facts.

To accomplish this I suggest the addition of the following lan-
guage to section 22 (c) of the revenue act now under cousideration:

“Goods remaining in inventory which have been so iuntermingled that they
cannot be identificd with specific invoices may be deemed to be the goods
first purchased or produced during the period in which the quantity of goods
in the inventory has been acquired and the cost of geods most recently sold
may be deemed to be the cost of those most recently purchased or produced,
if in conformity with the taxpaver's method of keeping Lis hooks or records and
with the best accounting practice in the trade or business.”

The Cramman. You say 1t 1s a question then of regulation by
the Department ?
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Mr. PerLouBer. I think not, because the Department has refused
to recognize an accepted method.

The Cuamrman. I understood that the Treasury Department, in
1936, had stated that they had the power to effect it by rules and
regulations.

Mr. PeLovBer. They now say no.

The Cuairman. Is that the only question you discussed in your
brief ?

Mr. Perouser. That 1s the only question.

The Cnamrman, When was the last time you had a conference
with the Treasury officials?

Mr. PrrouBer. A few days ago, with no results whatever.

The CuHamraran. With whom did you talk?

Mr. PerouBer. That was not a conference at which I attended
personally, but I understand they spoke with Mr. Kent and with
some of the other officials working under him.

The CrairatanN. You did not get very far?

Mr. PrrouBer. We got nowhere, I think there is no question about
that.

The Crairman. I might say to you that this is not a new question.
I remember 1t was presented 1in 1936.

Mr. PrLoUBET. Yes.

The CmairaaN. The committee will inquire into 1t very definitely
and will take your brief in connection with it. I was going to sug-
gest, if you had not talked to these experts 1t might be well to bring
it up to date, because we have some experts at one time and at an-
other time we have different experts. They change them at times.

Mr. PerouBer. We haven’t gotten very far with them.

There is one thing that I might bring out. Of course we are not,
asking for privileges, we are not asking for anything exceptional,
and there is nothing in this method which will reduce revenue over a
eriod. As a matter of fact, in the year 1937 the revenue would
llave been increased if we had been permitted to use this method,
for the year 1937 there would have been more taxable income in a
number of industries than there are. Of course that will always
happen in a period of declining prices. It works both ways. Our
people are perfectly willing to take the consequences either way.
The only thing 18 we do not want to pay taxes 2 or 3 years before
we make any profits Just because we must write up inventories which
we cannot sell.

The CmammaN. I will ask the representative of the Treasury to

bring those matters to their attention.
(The memorandum heretofore referred to is as follows:)

BrIEF OF MAURICE E. PELOUBET ON BEHALF OF CoPPER AND DBRASS MiLL PRODUCTS
ASSOOIATION

The members of the copper and brass mill products industry desire to be
permitted to use the last-in, first-out, or replacement method of costing inven-
tories for purposes of computing taxable income for Federal income and excess-
profit taxes. These methods areaiready in use by representative members of
the industry for corporate purposes and it is desired to compute taxable income
on this basis because it conforms more nearly to the basis on which business is
actually done.

The members of the Copper and Brass Mill Products Association, which in-
ciudes practically all the makers of what are known as copper and brass mill
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products, that is, copper and brass sheets, tubes, rods, and extruded shapes, and
similar and 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-
tinl quantity and amount to other manufacturers who in turn produce the
goods which go into direct consumption or to jobbers and distributors whose
business it is to deal with the small user of the products of the various mills.
There is, of course, a comparatively small volume of business which might be
almost considered ‘*‘retail,” sales to small manufacturers, to individ_als living
in a territory not served by a distributor and the like, but the amount of such
business inn most mills is relatively unimportant. The first two classes of busi-
ness with other manufacturers and distributors is done by means of contracts
calliag for delivery of substantinl amounts of material over an extended period
of time. Contracts calling for delivery within 60 to 90 days are probably the
most frequent although it is not unusual for them to extend further.

The purchaser who is in all probability already committeed to his own cus-
tomer for the price and amount of material to be furnished must know the
price he will need to pay for his sheets, tubes, rods, or whatever products - he
requires and, therefore, enters into a contract not only to take delivery of a
specificd amount of material but to talke delivery at a tixed price. In deter-
mining this price the copper or brusg mill takes two factors into consideration:
First, what the mill should charge the customer for the fabrication of the
product which he ordered, and, second, what should be charged for the metallic
content of the material. The first charge i1s determined by the usual competi-
tive considerations, the mills’ own cost and what others are charging for a
stmilar service. This charge, vwhich is generally lknown as the manufacturing
or tabricating differential. does not chaunge frequently but responds someswhat
slowly to changes in wage rates and othier factors affecting mmanufacturing cost.
That part of the price representing metallic content, however, is determined
prom{tly aud detinitely and witlhiout reference to any competitive considerations
or to any profit or loss to be made by the sale of the metal to the customer.

The prices of copper, zine, lead, nickel, and other metals used in the produce-
tiou of copper and brass mill products are quoted daily and publicly. The
metal producer, the management of the copper and brrass mill, and the purchaser
of the mill’s product all have available to them at the same time the same in-
formation on metal prices. The nill's customer, therefore, if he orders today
a product whicb will require, say, 1,000,000 pounds of copper and 400,00 ) pounds
of zinc will receive a contract stating that the mill will deliver to him 1,400,000
pounds of product as specified by the customer within the agreed time at a price
determined by the metal prices of the day on which the order was taken and
plns the fabricating differential which was in effeet on that day.

Long experience has taught the members of the copper and brass mill prod-
ucts industry that it is more profitable for them in the long run to confine them-
selves to fabrication and to make their profits on the difference between the
manufacturing cost and the fabricating differential charged to the customer.
The fabricators, therefore, wish to avoid any possihility of loss to theinselves
by reason of fluctuations in metal prices and are willing to forego any possi-
bilities of profit from this same cause. Obviously, if an order is taken today
and a contract made at today's metal prices for delivery 2, 3, or more months
in the future, a speculative risk would be taken by the fabricator if he failed
to make certain that he would have metal available to him at the same price
as that on which the order was placed at the time it was necessary to 1ill the
order. There is, of course, but one general method of bringing this about,
that is, to make a forward purchase commitment for the same amount of
metal 18 will be required to cover his forward sales commitment and at the
same price. This is the general custom of the industry and as soon as a
fabricator receives an order he “covers” this by making a purchase commit-
ment for the metal required. Obviously, every small order for a few thousand
or even a few hundred thousand pounds is not covered individually bhut it
is generally the custom to calculate the amount of metal required to fill the
orders of any one day and to make purchase commitments to cover immedintely.

The comparatively small amount of business which is done on what might be
called a ‘“spot” basis can generally be estimated and provided for with a
considerable degree of accuracy.

Most mills have agreements with customers to buy back scrap from their
own product and it is possible for those experienced in the business to esti-
mate the amount of scrap which will be recéived from customers with a con-
siderable degree of accuracy and this intake of metal is consitlered when de-
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ciding on the amount of purchase commitments for raw metal. On the whole,
it may be sfid that it is the constant and generally successful endeavor of the
management of a copper and brass mill to protect themselves against any fluc-
tuation in the price of the metal included in their sales and that they accom-
plish this by means of covering purchase comniitments made with individual
metal producers. '

Obvionsly, this method, while always working towards the norm of exact
coverage, will inevitably result in some lack of balance between purchase and
sales commitments caused perhaps by the failure of a customer to carry out
a contract, by a change in specifications, or by sonie condition in the mectal
market over which the fabricator has no control.

When metal prices change the price lists of the fabricators change at the
same time and in the same proportion and it is only a matter of hours afier a
change in the metal price before changes in the prices of copper and brass mill
products are notified to the trade. ’

It i5 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
fabricator, so far as metals are concerned, practically in the position of a buying
agent for his customer.

If the fabrication of copper and brass mill products were a simple process
completed within a relatively short period of time, the method of applying costs
to sales and consequently of determining income and inventories would be of
little importance and almost any recognized method consistently applied would
produce a substantially correct income account. This, however, is not the case.
The procesis of manufacture in a copper or brass mill is long and complicated
and in many of the processes time is an important element. The conversior,
for instance, of an ingot of raw copper and a slab of raw zinc into a brass tube
where the alloy must be exact and uniform, the metal of a speciied hardness,
and the thickness of the walls and the inside and outside diameter accuratc
within a very small limit of toleraunce, is a long and involved technical process
and cannot be successfully completed within a short period of time. In general,
the turn-over in a copper and brass mill is slow, three to four times a year being
representative.

Many of the operating processes are continuous and in almost every operation
it is desirable to have some material constantly in the department or in process.
Every manager of a copper and brass mill knows it is expensive to carry inven-
tories, and it may reasonuably be assumed that inventories are generally main-
tained at the lowest practicable pointand that the turn-over in the industry is as
rapid as is consistent with satisfactory operations. |

The practical requirement that a minimum inventory be maintained in the 1nill
makes it necessary that each sale should be covered by a forward pul‘chase
rather than applied to stock in works already on hand. The management know
that if any order were considered to be covered by stock in works, a substan-
tially equivalent amount of metal would need to be purchased when delivery
to the customer was made, and this might easily be at a higher price than the’
metal prices on which the sales contract was based. 1n a copper and brass mill
the management do not consider that they may apply current sales to stock in
works, but they know that they must purchase to cover their sales commitments.
For this reason it is the custom in the industry to calculate income by applying
current purchases to current sales without changing the metal prices applied to
stock in works. This is the method known as last-in, first-out, under which it is
assumed that the latest purchases are those first consumed rather than as 1s
the case in other industries, assuming that the first purchases are the first
conaumed.

Obviously, the amount of stock in works required for successful operation
will vary from time to time. If during a period of rising prices stock in works
is increased, that is, if metal is bought for which there are no corresponding
sales, such metals should be carried in the inventory at its cost. If, in a
period of declining production which will, in all probability, be a peried of
declining prices this metal is sold, it should be’applied against sales not other-
wise covered. By this method the necessary flexibility of the amount of inven-
tory required at different volumes of operation will be automatically main-
tained and the income of the fabricator will be affected by the liquidation of his
inventory at the time this actually takes place. This is the principal difference
between the “normal stock” method and the last-in, first-out method. While
the results obtained by the use of a normal stock, if this method is properly
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applTled;, will frequenfly closely approximate the results obtnined under the
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last-in, first-out method, the normal stock method is. nevertheless, hased on the
arbitrary assumption that one unchanging norinal quantity at one unchanging
price exists. This can hardly be exactly true in any case and in most cases it
is demonstrably incorrect. This element of rigidity and arbitrary assumption
is probably the reason why the courts and the Treasury Department have not
looked on the normal-stock method with favor. The last-in, first-out method has
been devised to eliminate the arbitrary features of the normal-stock method
and to retain at the same time those features of the nornmial-stock method which
are based on correct theory and which corresponds to actunl business practices
and operations.

If a fabricator must keep in process at ail times 1,000,000 pounds of copper
he must maintain this amount i order to operate his business.

Accordingly, on January 1, 1937, he has on hand 1,000,000 pounds (cost 10
cents per pound).

During the year he sells 4,000,000 pounds (selling price 15 cents per pound).

In the course of the year he purchases, as le sells, 4,000,000 pounds (cost 15
cents per pound).

He has left at the end of the year 1,000,000 pounds (cost ?).

The Treasury Department’s position is that he has sold 1,000,000 pounds,on
hand at the first of the year costing him 10 cents and 3,000,000 out of the
4,000,000 pounds purchased during the vear at 15 cents; that he has, therefore,
realized a protit of 5 cents a pound on the 1,000,000 pounds, 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 profit on the commodity; his whole
course of business was to avoid it. "The so-called protit cannot be realized
unless the 1,000,000 pounds of copper are sold at 15 cents but in order to operate
his plant the fabricator must immediately replace his 1,000,000 pounds of
copper at 15 cents and his profit is back in copper again. Yet this is the profit
from which he must pay taxes at high rates or which he must distribute in
dividends.

The question mark under the cost of the last million pounds presents the
issue. Does he have on hand a new million pounds of copper at 13 centg (having
realized a profit of 5 cents on the first 1,000,0h) pounds) or, does he really have
on hand nothing but what he originally started out with—1,000,000 poundg of
copper at 10 cents? This is really the heart of the question. The more detailed
examples serve to illustrate this in different situations and to varying degrees
but the principle remains the samne in every instance.

The following table shows the results in periods of stable rising and falling
prices of the application of the first-in, first-out method to the operationg of a
hypothetical mill which handles. for simpllcity, copper only. It is asgumed that
the mill has a capacity of 500,000 pounds per month and-carries an inventory
equal to 2 months' production. Inventory prices on the first-in, first-out method
are taken at the average of the last 2 months of operation.

STABLE MARKET—CONDITIONS SUBSTANTIALLY THOSE OF YEAR ENDED DEC

31, 1935
First-in, first-out Pounds |[Cents Per| , . unt
' pound
Bales: |
)7, (] £ e SR, s T T IR e S B S T 6, 000, 000 8.8 $526, 875
Fabricating different{al) .. o ceeeeoe et emamm e e 4.0 240, 000
Dolal SRIaE PRI, S s s m s cn 5 2 A F R Tz Sl ik qm e s B eimiie g S g3 | 6, 000, 000 12.8 766,875
Cost of sales: J
Maetal cost: I
Inventory beginmlin ee e oo sidiocdeatiacbanem puratiasoatad o ais 1, 000, 600 8.0 90, 000
Putchdig. o, decatbecncs cd il et amdons ol crat s aelismd ie e tns 6, 000, 000 8.8 526, 875
g 101 7) driig s pe iz s A ows gutes o o o 7,000,000 |..__...___ * 616,875
Less Inventory ORA c.acus-cecqitesomantoctaseectegedfeades Se3s 1, 000, 000 9lg 91, 250
Costof Mot SOId. . czcai asosescicitoiniapantabassctiiesss 6, 000, 000 8.8 | | 625,62.5
MsrtilacturIng st . -0 .o gl Ll L Il L et Tl et ot 3.0 | 180,000
| — N S S T
T'otal 00St, Of B810Sc _ — ot c et m el st loihen - SIS TS Al o Db 3 Fa g 6, 000, 000 11.8 708, 625
- — e | —
) & (o] 1| PSR R SO S - SO L S P SRR SRS PSR SRR [ 61,
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RISING MARKET—CONDITIONS SUBST;}N‘OI}IALLY THOSE -OF YEAR ENDED MAR.
y 1

First-in, first-out

Sales:
MIBLRIY. o va o S s e R aeae AL e TR, ANl eete— e g

Fabricating differential. .. o cesecacccccccaccmcan-
Thlal sgled a0 .. sw s aidsgilsbnsalastiogndniza o T te b und

Cost of sales:
Metal cost:
Inventory heginning . e e cececccceccceaccaccccacan -
Purchases :

Pounds C;g?ng" Amount
6,000,000 $665, 620
............ 240. 005
8. 000, 000 905, 62§
1,000, 000 62, 500
8, 000, 000 665, 625

FALLING MARKET-CONDITIONS SUBSTANTIALLY THOSE OF YEAR ENDED DEC.

31, 1937 BUT WITH LOWER OLOSING PRICE
— — - — - -
Sales:
1TV e A A, A R, Sy By G .. SE L . ] 6,000,000 $780, 000
Fabricating dxﬂerenual ....................................................... 240, 00(_)
Total sales value_.__ oo ________. I I W T LR, Pry ) 6, 000, 000 1, 020, 000
Cost of sales: N
Metal cost:
Inventory beginming. .. oo e ceceeccaa- 1, 000, 000 1074 108, 750
Purchases . - .l  fm = wwa r e et = =t el ooz s 6, 000, 000 13.0 780, 000
TROBAY o sas cnnes 1o o o NrS ST S SACE B BE AL L TS S STETE 7,000,000 |- cene..- 838, 7
Less Toventory @nd, o iq-oeboaitdnros cficmntot Foiadeansatol ! 1,000,000 90,000
Cost of metal s6ld_ ..o eoicecaoooo | 6.000, 000 798,750
Manufacturing oSt . ..o o e ceeceecccccceccccccmmcmemaeem—- oo _ = e 180,000
Total coSt 0f 88leS _ - o o oo e ccccectc—ecccce——a- 6, 000. 000 978, 750
ag s SR SR I SNt S PO S RTINS S IR G A 41, 250
; _

In each case the 6,000,000 pounds of metal included in siles and the 6,000,000

pounds of purchases were made at the same price.

The protit is, therefore, com-

posed of two elements—$60,000 being 1-cent-per-pound profit on 6,000,000 pounds
of production and the difterence in the value of inventories as calculated on the
first-in, first-out basis, although the nature and amount of the inventory was the

same at all times.

Under the last-in, first-out method, the profit would amount to $60,000 in each

of the three periods, as shown below:

STABLE MARKET—CONDITIONS SUBSTANTIALLY THOSE OF YEAR ENDED DEC. 31

1935
S T—— =i 5 =
Last-in, first-out Pounds C;gtgn%eri Amount
Sales:
NTOta] | “owWsl N st o S 8 T e T el RN e 6, 000, 000 $526, 875
Fabricating differential_ __ .o ool . 240, 000
Total SAlES VAIUE .« o e e e ce oo oo e e eeccm e ccccccmccccec——ceesae - 68, 000, 000 768, 875
Cost of sales: T
Metsl cost:
Inventory beginning. . oo e iiececccccccaccccaccaocaana 1, 000, 000 9.0 90,000
)t 15 LT St Gy N e S st L L N R A e | 6, 000, 000 8.8 528, 875
Lo R e N | i R R P T — L, 7,000,000 looeoce.... 616, 875
LessTOventory end - v e oo e e et eeec—cceceaa 1, 000. 000 80, 000
Cost of metal S0)d. ... oo oo cccceecmeeaecene 6, 000, 000 | 526,875
B8 ;Y6101 5370100 1 ¢ ) 4 1 -4 o0 <] U o 2l A Al o 180, 000
Tola) Co8t Of S80S - - oo oot cccccocccereemecccone- .| 6, 000,0000| .. 706,875
PYOBL =% Toer v g i i g S ke S e e e e e R e e s M L s 60, 000
|
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RISING MARKET—CONDITIONS SUBSTANTIALLY THOBE OF YEAR ENDED BAR. 3|,

Last-in, first-out Pounds
| |

1837

Bales: l
MO A o i s b T B i sl T R A o L ISR IEBE AN ) 6, 000, 000 | 11.1 $665,625
Fabricating differential. ... .o ccecccme—— e LA | 4.0 l 240, 000
Fotal 88188 VRIS . o o ottt o o e p E m s e eF i S Be B RS m e @, 000, 000 15.1 ] 623
Cost of sales: B (e i
Metal cost:
Inventory beginning. - eccccececa=- { 1,000, 000 9.0 90, 000
PRIChaseSy -t i caonf o dn i mm By s g v o By N T iy 6, 000, 000 11.1 665, 625
7,000,000 |._....__.. 755, 625
1RSS MNVONTOr Y 0N 5% - o 5 o cnommmte ki < 5 = Jeon 96 i 2 Pothrsoios §ou s o 1, 000, 000 9.0 80, 000
Costofmetal 80ld.____ . e ccceecccccecoccacacaecs ..6, 000, 000 1L1 | 665, 625
Manufacturing Cost. oo e cecececceceecec e e S 1 3.0 180, 000
Total co8t Of SAles 22¢ 14 5 o - hiE e, Tolntemtnnsl ol ot fo | 8,000,000 14. 1 845, 625
000

FALLING MARKET—CONDITIONS SUBSTANTIALLY THOSE OF YEAR ENDED DEC
31, 1937, BUT WITH LOWER CLOSING PRICE

Sales:

Y ] 4 R N e, 1 N . i~ TN~ I T -0, S = %,

Fabricating differential_ ____«. o ceceeeeeeeae-.

Total sales value

Cost of sales:
Metal cost:

Inventory beginning.

Pulchases, o Ll o e n oy i e L = P i iieaas

Total

6,000,000 13 $780, 000
............ 4 240, 000
6.000,000 17 | 1,020,000
1, 000,000 | 9 90, 000
8, 000,000 13 780, 000
7,000,000 |......... . 870, 000
1,000, 000 Y 90, 000
- 6, 000, 000 13| 780,000
s, oo 3 180, 000
_6, 000,000 16 |___ 960,000
.......... 60, 000

200000 OO P PraY O PPN LLIPRR PO NES  asasssagooaaaasa

If the fabricator acts as the buying agent for his customer and not as a

dealer in metal it should make no difference by whom the metal is bought.

It

is not uncommon for the larger customers of some copper and brass mills to
buy their own metal and to ship this to the fabricator, paying the fabricator

only his manufacturing differential.

If the assumption that the fabricator is

merely the buying agent is correct, and the general universal practice of the
trade bears this out, then the results of a correct method of accounting where
the fabricator buys the metal should be the same as the results where the
customer buys the metal.

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

Sl etal belongt
eta longin
Pabric&ung_dnfe

Cost of sales:

Inventory beginning

Receipts
Total

ManufaCtURIR0St. s o ce i e ssas s e an qeananaafE st nada s e s e T sh il e o et
Total cost of sales

LR K K X N X I W K N N K N K X N K X K XK X E X X X X N ¥ ¥ B N X X X X X X X ¥ F X N X X X X X X X X X X X X X J N _J I PP Reegrogrry ey R gy

.........

to customers
rential

C B N NN N WM N ON N N N N ON N N N N W ON N N N N N N N N OB N N N N N NN N N NN W)

Pounds ng:'l’ng“ Amount

0,000 000 oo o dde v oaspnitoes

............ . 4| 3240000
1,000,000 |ooooooo... e W

6, 000, 000 |._.. ... Y o

2 000, 000 8= 2 _ B m i = = o

1,000,000 |_....... i R

600Q 000 [______.... gy =P N

1= A 3 180, 000

TP —...—|___ 180,000
[ —-| 60,000

h
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The profits under the last-in, first-out method and the profit which would
result. if all metal belonged to customers are the same. These profits also rep-
resent the only profits which would be realized in cash as the remainder of
the so-called profit on the first-in, first-out basis is represented entirely by
changes in the valuation of inventories -

GENERAL USE AND RECOGNITION OF LAST-IN, FIBST-OUT METHOD IN THE INDUSTRY

The following members of the Copper and Brass Mill Products Association
have stated through the medium of published accounts that the last-in, first-out
is used by them for determining their corporate income: The American Brass
Co.; Bridgeport Brass Co.; Phelps Dodge Corporation; Revere Copper & Brass,
Inc.; Scovill Manufacturing Co.

A number of other members who keep statistical records on substantially this
basis have stated that they would use the method in their financial books if it
should be allowed for tax purposes, their reason for not 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 Exchange Commission, edu-
cators, and leading practicing accountants a8 a correct method of determining
income for industries situated as is the copper and brass industry. To estab-
lish the recognition of the method by accounting authoritles there is submitted :

(a) Opinions of : Paul K. Night, of Arthur Anderson & Co. ; Deloitte, Plender,
Grifliths & Co.; Edward A. Kracke, of Haskins & Sells; Dr. Joseph J. Klein,
of Klein, Hinds & Fink: Walter A. Staub, of Lybrand, Ross Bros. & Montgomery ;
Samuel J. Broad, of Peat, Marwick, Mitchell & Co.; Rodney F. Starkey, of
Price, Waterhouse & Co.; C. Oliver Wellington, of Scovell, Wellington & Co.;
Victor H. Stempf.

(b) Excerpts from: A Statement of Accounting Principles, prepared by Thomas
Henry Sanders, Harvard University Graduate School of Business Administra-
tion; Henry Rand Hatfleld, University of California; Underhill Moore, Yale
University School of Law : referring, on pages 15, 43, 73, and 74 to last-in, first-
out, or similar methods with approval.

(c) Resolutions of committee on Federal taxation of the New York State
Society of Certified Public Accountants.

(d) Data on last-in, first-out, and similar inventory methods: Corporations
using last-in, first-out, or similar methods in corporate accounts; bibliography
on last-in, first-out, or similar inventory methods; list of trade and other
associations approving last-in, first-out, or similar methods.

¢

LAST-IN, FIRST-OUT IS A METHOD OF DETERMINING COST

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

DISCRIMINATORY TREATMENT OF THE COPPER AND RRASS MILI, PRODUCTS INDUSBTRY

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 use their recognized
accounting methods to determine taxable income and are taxed on income
which is admittedly realized or realizable while the copper and brass mill
products industry is taxed on unrealized and unrealizable income determined by
methods not recognized by the industry, and

(b) Other industries are permitted to determine income and inventories by
methods substantially similar in purpose and effect to the method the use of
which is denied to the copper and brass mill products industry. Industries
dealing in a product such as cotton textiles or flour, where the conditions are
gimilar to those in the industries described above, apply “hedging” transac-
tions to their inventories and are thus able to get for themselves the same sort
of results as the industries under discussion obtain by the nse of the *“last-in,
first-out” method. The cotton and flour milling industries are permitted to
nse their “hedging” methods for tax purposes. The leather, nonferrous metal,
and other industries are not permitted to use an accounting method producing
the same resiults. The entirely fortuitous circumstances of the existence or
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absence of an effeetive futures market is thus made the basis of discriminatioo
between various taxpayers stmilarly situated. (See Gemneral Counsel’s Memo-
randum 17322.)

. To accomplish this, I suggest the addition of the following language to section
22 (c) of the revenue bill under consideration :

“Goods remaining in inventory which have been so intermingled that they
cannot be identified with specific invoices may be deemed to be the goods
first purchased or produced during the period in which the quantity of 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 recently purchased or produced,
if in conformity with the taxpayer’s method of keeping his books or records and
with the best accounting practice in the trade or business.”

[Lotterhead of Arthur Andersen & Co.]

NEwW YORK, February 25, 1938.
Mr. MAURICE E. PELOUBET,
Pogson, Peloudbet &£ Co., New York, N. Y.

DBeAsr MR. PELOUBET : AS representative of the Copper and Brass Mill Products
Association, you have asked my opinion of the propriety of the use in the
industry represented by that association of the last-in, tirst-out, or replacement
method of costing sales and determining inventories, and you have particularly
asked whether this method may be considered to be in accordance with present
standards of good accounting practice.

The last-in, first-out, or replacement method of costing sales and determining
inventories is appropriate in those industries which meet the following main
requirements:

- 1. The investment in inventories Is large relative to other assets.

2. The inventory consists of a few basic materials which form a substantial
part of the cost of the product sold.

3. The spread between raw material prices and finished goods prices is
relatively constant.

4. The turn-over 1s slow because of the length of the processing.

The fabrication of copper and brass appears to be an industry which meets
these requirements. The last-in, first-out, or replacement method of costing
sales and determining inventories is therefore applicable to this Industry. It is
my opinion that this metbod is in accordance with good accounting practice
for this industry and for any other industries wliich have similar cbaracter-
istics.

A number of important industrial companies are now using this method and
have used this or similar methods for many years. Accounting authorities, both
educators and practicing accountants, have, by the written or spoken word,
advocated the use of this method in those Industries to which it applies. and
accounts prepared on this basis have been accepted by the Securities and Ex-
change Commission.

I see no reason why the United States Treasury Department or any other
department or commission concerned should hesitate to recognize the last-in,
first-out or replacement method as good accounting practice and as a method
which is acceptable, both for corporate purposes and for determining taxable
income. in certain industries.

Yery truly yours,
Patr K. KN1G6HT,

[Leattarhead of Deloitte, Plender, Griffiths & Co.. United States, Canada. Cuba, Mexico,
South America, Great Britain, Continental Europe, and South Africa]

NEw York, March 2, 1938.
Mr. MaUORICE E. PEILOUBET,

Pogson, Peloubdet & Co.,
New York, N. Y.

DeEAR SIR: As a representative of thie Copper and Brass Mill Products Asso-
ciation, you have asked our opinion of the propriety of the use in the industry
represented by that association of the last-in, first out or replacement method
of costing sales and determinlng inventories and you have particularly asked
whether this method may be considered to be in accordance with present stand-
ards of good accounting practice.
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In our opinlon the last-in, first-out method of costing sales and determining
inventories is an accepted principle of accounting: and could ' appropriately be
followed, in preference to other methods, in any business where taw material
forms a major part of the-cost of the finished product, where minimum in-
ventorles must be maintained and where the inventory is slow. We have
had no experience of the application of the last-in, first-out method to the
copper and brass mill Industry but the use of that method has been advocated
for the oil industry by the American Petroleum Institute.

We see no reason why the United States Treasury Department or any other
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.
ticularly appropriate in the case of any business which has the characteristics
mentioned in the preceding paragraph.

Yours very truly,
DELOITTE PLENDFR GRIFFITHS & Co.

[Letterhead of Haskins & Sells, certified public accountants]

NEw YoRrk, Murch 3, 1938.

Mr. MAURICP E. PEILOUBET,

Care Messra. Pogson, Peloubet & Co.,
26 Broadway, New York.

DeArR Sir: With regard to the allegation that the last-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 Ameri-
can Institute of Accountants in its report to the council of the Institute, dated
May 7, 1930, in which the committee gave its unanimous opinion as follows:

Our committee, after careful consideration of the 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 Petroleum Institute, constitutes an accept-
able accounting principle for those companies, which, finding it adaptable to
their needs and views as correctly retlecting their income, apply it consistently
from year to year; it is important, however, 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 application,
including information as to the period adopted for the unit of time within
which the goods liast in are deemed to be the first out, that is, whether the
fiscal year or a shorter or longer period.”

The above excerpt is, of course, a summarization of the committee’s findings
which that report set forth in the remainder of the report in extended form.

Sincerely yours,
E. A. KBACKE.

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

NEw YORK, March 2, 1938.
MAvoricE PFLOUBET, Esq.,

25 Broaclicay, New York, N. Y.

MY DEAR PrLOUBET: I am glad to respond to your recent invitation to express
my personal views regarding inventorying on the basis known as last-in, first-
out. Under date of February 3, 1938, the chairman of tbe committee on
Federal taxation of the New York State Society of Certified Public Account-
ants, I addressed a communication to the Honorable Roswell Magill, Under
Secretary of the Treasury, with reference to the same subject.

The experience of professional accountants has demonstrated that no single
inventorying method serves the purpose of all types of industries. The method
with respect to which you wish my opinion is in quite general use and has
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
product, and (4) in which the chief income is represented by the charge for
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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 of the
finished product.

In the determination of costs of operations for the types of business which I
have in mind, it has been found that most dependable results are achieved when
it is assumed that the cost of the raw-material ingredient of the tinished product
is represented by most recent purchases. In other words, in the determination
of costs, it is assumed that the most recently acquired merchandise is first
consnmed ; 'hence the designation of the formula as last-in, first-out.

In practice the accountant associates the concept of cost, not only with ref-
erence to income from operatlons, but likewise with respect to the effect on the
balance sheet. If it is assumed that raw materials are exhausted in the inverse
order of their acquisition, it follows that the cost of the inventory on hand is
predicated on the earliest costs. Where the base stock fluctuates little in physical
quantity, the balance-sheet value of the inventory mayv be based on prices of
many years earlier. Regardless of which inventorying method is employed, the
balance-sheet valuation should in gcneral reflect the lower of cost or market
value. It follows, therefore, that, regardless of which inventorying method is
employed, tbe inventory should not be shown in an amount in excess of the
lower of cost or market valiie. Thus, unless the base inventory is priced as of a
time when {he market was low, the results from the application of the last-in,
first-out method may have to be modified so as to reduce the value of the end-
of-the-period inventory to the currently lower market. If this precaution is ob-
served, it would seem to me that neither management nor Government officials
should object to the use of the last-in, first-ouit method by industries of the type
herein referred to.

Very truly yours,

JOoSEPH J. KLEIN.

[Letterhead of Lybrand, Rosa Bros. & Montgomery, certified public accountants]

NEw YORK, March 8, 1938.
Mr. MAURIcE K. PELOUBET,

25 Broadway, New York, N. Y.

DrAR MR. PEIOUBET : At your request I am submitting hereln my opinion as to
the propriety of the use of the so-called last-in, first-out method of costing sales
and determining inventory valuations and whether this method may be considered
to be in accordance with present standards of good accounting practice.

I can perhaps most readily express my views on the general principle 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 Adjustment of the Balance Sheet to Present-Day Business Conditions,
given at meetings of the Washington and Rockford chapters of the National
Association of Cost Accountants in December 1933 and October 1934.

I append hereto a copy of that portion of the article which dealt with the
subject of inventories and the costing of sales. The I. R. B. and M. Journal,
in which the article appeared. is published primarily for distribution among
the members of the organization at our different oflices.

I first became interested in the subject almmost 20 years ago when the tre-
mendous rise in commodity prices occurred during the World War. I ques-
tioned the reality of protits which were then being shown as the result of the
Sales of products at greatly euhanced prices heing compared with the lowest
costs of materials or finished product included in the stock on hand. Unfor-
tunately, however, there was not sufliclently general recognition at that time
of the fallacy of costing sales and showing profits by the first-in, first-out
method, which was suitable enough for ordinary circumstances hut not, in
my opinion, nearly as sound as last-in, first-out in times of wide fluctuation in
prices. Also, the optimism of war times indulged in the hope that post-war
réconstruction and similar influences would maintain and continuve permanently
the price level attained during the war.

The tremendous fall in prices in 1920 led to some recognition of the weak-
ness of the first-in, first-out method, but, again unfortunately, the Treasury in
Its regulations regarding inventories adhered to the old method which had
been evolved under comparatively stable conditions of pre-war times. These
Treasury regulations for the administration of the 1918 Revenue Act (which
was not actually passed until February 1919), and their substantial continuance
under succeeding acts, had, I think, much to do with the slow recognition of the
superiority of the last-in, first-out method, as businessmen were naturally
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reluctant to keep their books on a different basis than that which they were
required by the Treasury regulations to use for reporting profits or losses for
income-tax purposes.

The rapid rise in commodity prices during the later twenties and the cata-
clysmic drop in prices during the depression, which completed a cycle similar
to that of the war period and the post-war years of 1919-20, caused more
serious consideration to be given to the subject than ever before. As you know,
about 4 years ago one of the ma jor industries of the country asked the American
Institute of Accountants to appoint a special committee to confer with an
accounting committee representative of the industry in an endeavor to determine
the most satisfactory method of valuing inventories and consequently of
determining profits. Although the industry was, naturally, most concerned with
its own immediate problems, the committee of our institute obviously 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, first-out method because of the
superiority which I believe it enjoys as compared with the filrst-in, first-out
method. The report of the institute committee expressed approval of the
last-in, first-out method for use in that particular industry, and in my opinion
it would be just as suitable for general use in the industry represented by the
Copper and Brass Mill Products Association.

A number of representative companies have for years used the last-in, first-out
method or its practical equivalent, and the number of such companies is, I be-
lieve, now larger than ever before. I am of the opinion that the method is in
accord with good accounting practice of the present day for the purpose of

the cost of inventories of industrial and mercantile enterprises
other than in those cases where specific 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 F'ROM ARTICLE ENTITLED “NOTES ON THE ADJUSTMENT OF THE BALAXCE
SHEET TO PRESENT-DAY BUSRINESS CONDITIONS”

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

Inoentories materials, goods in process, and finished product.—In the course
of time the rule of “cost or market, whichever is lower,” for which the public
accountant profession consistently contended in season and out of season, and
at a time when many businessmen did not agree with the rule, has become
generally accepted by the banker, the manufacturer, the merchant, and the
taxing official.

It is a rule of conservatism aind safety rather than of logic. l.ogically, by
the same token that inventories are written down to provide against potential
losses not yet actually sustained but threatened by a fall of market prices below
cogt, it could be argued that inventories should be written up to recognize poten-
tial profits therein not yet actually realized but promised by a rise of market
prices above cost. I.ong experience, however, has taught that the only course
of safety is that of provlding against threatened losses but of not counting
chickens until they are actually hatched.

The time-tested principle of *‘cost or narket, whichever is lower,” is on the
whole still the best to follow. -But question has from time to time been raised
which cost is to be applied to the goods sold and which cost is to be applied
to the goods remaining on hand. Shall it be “first in, first out, ot* last in, first
out, or average of the beginning inventory cost plis subsequent purchase or
production cost (on a weighted average basis)?

This question has been receiving renewed consideration because it is of
greateat importance in periods when a radical change in the price level occurs
(whether up or down) as during the depression period. \When the price move-
ment is upward, as during the YWorld War, the use of the first-in, first-out cost-
ing of sales tends to show large profits because of selling at mounting prices
goods purchased at the lower price level, although if the concern ig to remain
in business it must immediately replace the sold goods with others purchased
at prevailing higher prices. '

The effect is that the valuation of the inventory is at the highest recent cost,
and the profits shown on goods sold have to a large extent not been realized
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in the sense that they are availlable for distribution but they have had to be
reinvested in large part in maintaining a stock of goods no larger in quantity
than that previously carried for a much smaller investment. When the inevit-
able drop in the price level occurs, large losses on inventory values are shown
in adjusting to “cost or market, whichever is lower.” In 1920 many concerns
showed inventory losses which offset to a considerable extent the large profits
apparently earned during the war period. Similarly, large inventory losses due
to the tremendous drop in prices during the present depression have in the case
of many companies absorbed profits shown during the time that a high cost was
being developed for the inventory.

The question has been raised whether, assuming a starting inventory at a
low enough level so that prices would hardly drop below it excepting under
catastrophic conditions, the use of the formula of “last in, first out” in costing
goods sold would not result in a truer picture of actual profit. The argument
can be made that there is a closer relation between the prices of goods last
purchased and of the goods currently sold then between the earliest purchases
of goods on hand and of the goods currently sold.

In the case of industries or concerns the inventories of which are ordinarily
very large in relation to other assets--as, for example, the oil industry where
large quantities of crude oil may be carried in stock continuously—tlhe last-in,
first-out method of costing sales has a tendency to minimize the extremes of
profits and losses. The profits shown in periods of rising prices would tend to
be less than by using the formula of “first in, first out,” and correspondingly in
periods of falling prices such losses as might be shown in reducing inventories
to lower market prices would not be as great as would otherwise have to be
taken. It is to be noted that the formula of cost or market, whichever Is lower,
would still govern the violation of the inventory and would correct the tendency
which might develop in a period of falling prices for the inventory to remain
at a higher price level than the current prices at which sales would be costed.

The last-in, first-out formula ls being given study by an inventory-methods
committee in one of the large industries of the country at the present time.
Any method which will tend to minimize the profits shown in periods of rising
prices which are not actually available for distribution, because of the need for
retaining at least a material portion of such profits in the business as added
working capital and thus subjecting it to a business hazard which becomes
greater the higher the price level rises, is worthy of careful consideration.

If such a cost formula or method were gcnerally adopted in an industry, it
would be desirable to show as a memorandum on the balance sheet the cur-
rent replicemnent market value for the inventory. This would assist in giving a
full understanding of the situation to those extending credit to a given con-
cern or those who wish to make an Intelligent comparison of the financial
position of various companies in the same industry whose inventories may be
carried at differing costa. Even under the present more general use of the
first-in, first-out cost formula, the supplementing of the valuation at which the
inventory is carried in the balance she¢et by a memorandum of the approxlmate
replacement market value thereof would be informing.

The average cost method of carrying or valning the inventory may be said
to be intermediate between the first-in, first-out and last-in, first-out methods.
It is probably less used now than was at one time the case, though It is still
the method generally used in at least one of the major industries of the
country.

An inventory method which has somewhat the same end in view as the last-
in, first-out cost formula is the base-stock method. It has the virtue of con-
servatism, both fromra balance-sheet point of view (assuming, of course, that the
base price, which remains unchanged, is set sufllciently low at the inception
of the use of the method) and from the point of view of the earnings shown
during an era of rising prices.

The leading exponent of this method in this country is the National I.ead Co.,
which has clearly explained the method in its annual reports. Another of the
prominent industrials of the country, the Intermational Harvester Co., used the
method for a few years at the close of the World War period but dlscontinued
when the United States Treasury refused to accept the method for income-tax
purposes. The refusal of the taxing authorities in both the United States and
Great Britain to accept the base-stock method for valuing inventories has probt-
ably discouraged a more general use of it by industrial companies.

- One other point In the valuation of inventories which requires especial con-
sideration in the depression period is that only normal overhead should be
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included in inventory value, even though under present conditions with greatly
reduced output the actual overhead ordinarily exceeds a normal rate of
overhead.

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

NEW York, N. Y., March 3, 1938.

Mr. MAvURrICE E. PELOUBET,
Messrs. Pogson, Peloubet & Co.,
New York, N. Y.

DeABR S1B: I refer to your recent 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 accounting practice.

The commonly used basis of stating inventories is under the formula of cost
or market, whichever is lower, but within that formula variations of method
of determining cost and 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 point out, in the first place, that before determining the prefer-
able method of computing the cost of inventory on hand there must be careful
consideration of the purchasing and selling methods, rapidity of turnover of
inventory, extent of inventory normally carried, and the timing of sale-price
changes in relation to changes in purchase prices of materials entering into
the product sold. It is impracticable and undesirable, in a period of c¢hanging
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 it becomes necessary to appraise the merits of various methods, i e.
whether the goods sold may be regarded as having been produced from mate-
rials purchased 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 is
not the case, however, where purchase 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 usually has a certain
amount of inventory on hand in different stages of production. Where prices
have changed between the beginning and the end of a period, the use of either
the first-in, tirst-out method or the average-cost method results in a change in the
costs used for the terminating inventory as compared with the inventory at
the opening date even though substantially the same amount of goods may be
on hand. Particularly in the case of industries where the turn-over is slow
because of the length of the processing time, either method would thus intro-
duce into the accounts an 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 the
the speculative element by relating sales commitments to current costs of mate-
rials: thus, when goods are sold, substantially the required amounts of raw
material are either purchased concurrently or future commitments therefor may
treentered into, the principal purpose being to avoid speculatiomand to eliminate
the effect of market fluctuations from the profits. In cases where such procedure
exists it would seem entirely arbitrary to declare that only the first-in, first-out,
or the average cost. method should apply, or to take the position that market
profits or losses reflected in the inventory as a result of determining them on
such a basis had actually occurred.

I believe that these considerations are the more important in the case of those
industries in which raw material costs form a relatively large part of the total
cost of the product, and particularly where the raw material involved is sub-
ject to substantial price fluctuations. Due to the element of timing as between
the purchase of raw materials and the shipment of the corresponding sales, an
assumption that the last goods in are the first goods shipped is also arbitrary
to a certain extent. But it is my opinion that this assumption, under the
conditions outlined above, most nearly reflects the actual operating conditions,
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and that the last-in, first-out method can be considered in such :¢ases as in
accordance with sound accounting practice for costing sales and for determining
inventories.

While I realize that so far this method has not been accepted by the Treasury
Department for the purpose of determining taxable income, some substantial
corporations have adopted it for their flscal purposes, notwithstanding the added
difficulty of a double determination of the inventory: and this very fact would
seem to justify the assertion that they regard this method the preferable one
from a business standpoint and the one which most accurately reflects the
profits or losses which have been realized.

Yours very truly, +
SAMUEL J. Broab.

[Letterhead of Price, Waterhouse & Co.)

NrEw YoRk, March 4%, 1938.
Mr. MAURICE E. PEI.OUBET,
Poggon, Peloudet & Co., 25 Broadway, New York, N. Y.

DeEAR SIR: You have requested my opinion of the projpriety and use of the
last-in, first-out method of costing sales and whether, in my opinion, this method
may be considered in accordance with present standards of good accounting
practice.

The question of determining the cost of sales and of pricing inventory at cost,
whether this cost be used in the balance sheet or compared with market in
order to determine inventory at cost or market for balance-sheet purposes, is,
I believe, a broader subject than a mere consideration of whether a last-in,
first-out method is in accordance with present standards of goed accounting
practice.

In a report in 1936 on a proposal of the American Petroleum Institute to adopt
the basis of last-in, first-out for the oil industry, the special committee on in-
ventories of the American Institute of Accountants made the folowing observa-
tions in regard to valuing inventories “at cost or market, whichever is lower”:

“The principle of ‘cost or market. whichever is lower, which constitutes the
present-day, generally followed method of inventory valuation, i8 one of long
standing and dates from the days when the balance sheet was accorded much
nore attention as compared with the income account than is the case today, and

ccountlng practices naturally reflect this vlewpoint. To value inventories at
ost was, of course, the logical thing to do. and to take cognizance of a declining
market was equally logical and conservative. The question of what 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 the much greater emphasis laid on the balance sheet of effect upon
income of the diverse views which are possible in regard to cost computation
did not receive much attention.”

In a recent booklet published by the American Institute of Accountants, en-
titled “A Statement of Accounting Principles,” the fir'st-in, first-out, last-in, first-
out, and average cost have all heen recognized as proper methods to be used in
arriving at cost in any industry for which they may be appropriate.

Fundamentally, the determination of net income for income-tax purposes
should not deviate from good accounting practice, and this has been consistently
recognized in the Federal income-tax statute. Section 41 specifically provides
that “The net income shall be computed * * * in accordance with the
method of accounting regularly employed In keeping the books of such tax-
payer; but * * * |f the method employed does not clearly reflect income,
the computation shall be made in accordance with such method as, in the opinion
of the Commission, does clearly reflect the income.”

The regulations have amplified the general provisions of the statute, and in
article 22 (c¢) (2) two tests 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 principally concerned with the “valuation of inventories,” whereas,
in my opinion, more emphasis should have been put on the determination of *“cost
of goods sold.”

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

The actual identified cost of the materials used in production (this basis is
applicable in cases where the material can actually be identified). '
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The basis of average cost (many variations of this basis may be made as
reqquired by conditions. - The period of time used for averaging has to bhe
considered. In some cases an average cost for a period of a year may be
used and again it may be necessary to average the cost of current production
with the unsold gquantity and cost of prior production).

The last-in, first-out basis which has been adopted by the oil industry and
a nuinber of othier industries.

The first-in, first-out basis whlch is also being used by a number of industries.

The various metliods of determining cost of sales set forth in the foregoing

paragraph are, in my opinion. appropriate and good accounting practice for
certain companies and industries.

Yours very “ruly,
RODNEY F. STARKEY.

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

NEwW YoRK, March 10, 1938.
Mr. MAURICE E. PELOUBET.

Pogson, Pcloudet & Co.,
25 Broedway, Neww York, N. Y.

DeArR MR. PELOUBET: AS a representative of the Copper and Brass Mill Prod-
ucts Assiociation you have asked my opinion as to whether the last-in, first-out
method of costing sales and determining inventories may be considered geod
accounting practice for the industry represented by the Association.

The uze of the last-in, first-out method for deterinining cost of goods sold and
net earnings has always been good accounting practice, and, in my opinion,
is particularly well adapted to an industry such as that you are representing,
with whose usual operating conditions I am familiar. While the use of the
first-in, first-out method of determining cost of goods sold is more general and
i« applicable to the conditions in many industries, there has been in recent
vears an increasing adoption of the principle of last-in, first-out in place of
first-in-, first-out for those companies where the last-in, first-out method most
clearly refiects income.

The purpose of accountlng is to state operating facts as clearly and ac-
curately 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 received in my opinion comes closest to the actual
operating facts, and more clearly refiects income than under the first-in, first-
out method, where the cost of materials sold is assumed to be those first
purchased.

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 from fabrication, and the gain or loss on raw materials
is incidental. A well-operated company endeavors to cover current sales by
current purchases. Many of the companies, {f there were a market available
for hedging transactions as is the case with some other raw materials, wonld
nundoubtedly make hedges to eliminate any gains or losses on raw materials.
Lacking such an opportunity, the use of the last-in first-out method corresponds
most closely with business conditions under which sales and purchases are

made, and in my opinion most clearly reflects income and is therefore good
accounting practice for the industry.

Sincerely, yours, A6 ot
. OLIVER LINGTON.

Ei1cHTY MATDEN LANER, NEW YOoRK, N. Y.,

February 25, 1938.
Mr. MATCRICE E. PELOUBET,

New York, N. Y.

DEAR SIR: Ax a representative of the Copper and Brass Mill Products As-
sociation, you have asked my opinion of the propriety of the use in the in-
dustry represented by that Association of the last-in, first-out, or replacement
method of costing sales and determining inventories and you have particularly
asked whether this method may be considered to be in accordance with present
standards of good accounting practice.
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The last-in, flr'st-out, or replacement method of costing sales and determining
inventories is appropriate in“those imdustries in which:

1. Operating processes are continuous.

2. Turn-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 total
cost of the product.

In such industries it is the custom to make purchases of raw material at the
same time and at the same price as the sale is made, even though delivery b
the customer is to be made some little tiine in the future. Generally, in such
industries the price of the finished product varies with that of the raw material,
which is the principal constituent of the product. In such industries profit on
converting or fabricating is the principal object, and any gain or loss on mate-
rial is incidental and frequently the result of circumstances beyond the control
of the management,

A method of determining costs and inventories, therefore, which has the effect
of applying current costs to current sales, reflects the income more correctly
than any other. A method such as first-in, first-out which disregards the fact
that purchases are made to cover siles and attempts to apply entirely unrelated
purchase and sale transactions, must of necessity distort the results of
operations.

The fabrication of copper and brass appears to be an industry which pos-
sesses the characteristics outlined above, which indicates that the last-in, first-
out, or replacement, method of costing sales and determining inventories in
applicable to it. In my opinion, therefore, the last-in, first-out, or replacement,
method of costing sales and determining inventories may be regarded as geod
accounting practice in that industry, being the method which most nearly
reflects the correct income for any given period.

I do not need to remind you that a number of important industrial compa-
nies are now using this method and have used this or similar methods for
many years. Accounting authorities, both educators and practicing account-
ants, have, by the written or spoken word. advocated the use of this method in
those industries to which it applies, and accounts prepared on this basis have
been accepted by the Securities and Exchange Commission.

In view of all this I see no 1cason why the United States Treasury Depart-
ment or any other department or commission concerned should hesitate to rec-
ognize the last-in, first-out, or replacement, method as good accounting practice
and as a method which is correct, both for corporate purposes and for determin-
ing taxable income, in the accounts of companies or industries which possess
the characteristics outlined in this letter and which carry on their business
in the manner described herein.

Yours very truly,
VicTorR H. STEMPF,
Certified Public Accountant, Mcmber American
Institute of Accountanis.

Excerrrs FROM “A STATEMENT OF ACCOUNTING PRINCIPIES”

Prepared by Thomas Henry Sanders, Harvard University Graduate School of
Business Administi'ation; Henry Rand Hatfleld, University of California;
Underhill Moore, Yale University School of Law, for the Haskins & Sells
Foundation, Inc., published by American Institute of Accountants

(P. 1D0)

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

(P. 43)

If the management wishes to go further and adopt a still more conservative
policy with respect to inventory valuation, calculated to reduce the fluctuations
in profits, that should be regarded as well withio its province. The base or
normal-stock method is a notable example. It is not, as some suppose, an
artificial treatment of the filgures; on the contrary, it takes cognizance of two
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important facts: First, that a minimum inventory is a constant necessity to
the operating company, and, second, that in times of prosperity the incipient
conditions of depression are already present. The batic question is, What is the
accounting period? A narrow adherence to the conditions and figures for 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 or normal-stock method is clearly explained in the annual reports,
especially as is sometimes done, with tables showing the adjustments, a reader
can compute for himself the approximate effects of the policy, and can adjust
inventory and profit figures if he chooses. If a company can show a strong
current ratio with inventories on the base-stock method, the ratio would be
still stronger if they were stated on the usual basis. In these circumstances the
base-stock method seems to be within the bounds of proper accounting prin-
ciples. The policy of the Bureau of Internal Revenue in disallowing this
method, while it may simplify the determination of income for tax purposes,

is probably not a wise public policy in the long run. The subject of inventory
valuation is further discussed in part III, page 73.

(P. 73)

Accepting the rule stated above that the lower of cost or market is the

guide, the accountant should apply this rule reasonably and consist-

ently. If by different interpretations of the rule it is possible 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.

Accountants may properly arrive at *“cost” on a basis of (a) first-in, first-
out: (b) last-in, first-out; (c¢) average cost; or (d) base-stock method, as may
be most appropriate for the industry. For raw-materials “market” usually
means the buying or replacement market; as to work in process and filnished
goods, “market” means the cost of reproduction or replacement, unless the
realization prices are lower, in which case they would govern.

Discussions as .to the auditors responsibility for inventories should not
obscure the fact that those who read the statements will in fact rely upon
the inventory figures there given as a representation by the company’s account-
ants and auditors. The latter are, therefore, bound to take reasonable and
appropriate steps to ascertain that the inventory is as reported; if they know
of any circumstances likely to invalidate conclusions drawn from the inventory
figures, they are bound to endeavor to preclude the drawing of such erroneous
conclusions, either by changing the figures themselves, or by suitable quali-
fications.

Rules like the lower of cost or market were devised as an aid to prudent busl-
ness management and for the protection of investors, and not for tax pur-
poses. But under these rules, cases have occurred of wide fluctuations of
material prices resulting in losses of one period, followed by profits of another
period, in which the latter were taxable wlthout proper offset. In these cases
such valnation methods as base stock, or last-in, first-out, are intrinsically
proper, as well as being proper from a business point of view.

LETTFR FrROM DR. JoSErr J. KLEIN, CERTIFIED PUBLIC ACCOUNTANT, CHAIRMAN
OF THE COMMITIEE ON FEDERAI. TAXATION OF THE NEW YORK STATE SOCIETY
oF CERTIFIED PURLIC ACCOUNTANTS, TO THE HONORABLE Roswerr MAGILI, UNDER
SECRETARY OF THE TREASURY

Hon. RoSWELL MAGILL, FERBRUARY 3, 1938.

The Under Secretary of the Treasury,
Washington, D. C.

DEAR PROFESSOR MAGILL: The committee on Federal taxation of the New
York State msociety of Certified Public Accountants has given considerable
thought to a suggestion made by the society’'s committee on inventory methods
relative to the inventory regulations of the Commissioner.

As you know, section 22 (c) of the Revenue Act of 1938 and the corresponding
proviglons of the preceding acts. provide that—

“Whenever {n the opinion of the Commissioner the use of inventories is neces-
gary in order clearly to determine the income of any taxpayer, inventories
shall be taken by such taxpayer upon such basis as the Commissioner, with
the approval of the S8ecretary. may prescribe as conforming as nearly as may be
to the hest aceonntlng practice in the trade or business and as most clearly
reflecting the income.”
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You also know that General Counsel’'s Memorandum No. 17322 (reported
on p. 101 of the Cumulative Bulletin XV-2) wisely and fairly permits industries
processing certain raw materials, principaily 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 inveantories without the application
of the limitation imposed on capital gains or losses, although such limita-
tions are applied generally to futures transactions in these commodities.

There are, as you know, other Industries producing, fabricating, or processing
raw materials which are not permitted by the Commissioner to apply current
costs to current sales under the replacement, or last-in, first-out inveutory
method. The committee on inventory methods urges that the presently unrecog-
nized method of inventorying, under ordinary conditions, has a simnilar effect
upon the determmination of income as that produced by permis=zive open-market
hedging transactions in commodities where effective and satisfactory futures
markets exist.

As practicing accountants, the members of our committee are keenly aware
of the fact that during a period of rising prices the tirst-in, first-out method of
pricing inventories, as at present required by the Commissioner, where er-
chandise is commingled, results in taxing business income that is in part neces-
sarily absorbed in increased inventories and working capital. Manifestly, the
injustice of taxing such increase as a part of the income is grossly aggravated
under a system of graduated taxes on income and on undistributed earnings.

It seems to us that the discrimination referred to, to the extent that it exists,
is unintentional, because it is unthinkable that the tax authorities should wish
to impose unlike burdens on different groups of taxp:iyers similarly situated in
all respects except with respect to the possibility of access to an adequate
futures market. The change advocated by the committee on inveutory methods
may be most simply made in the regulations, by including amohg permissive
methods of computing income and valuing inventories, the method known as
replacement or last-in, first-out. It may be that, for administrative reasons
unknown to us, the alleged discrimination directed to your and to our attention
may best be remedied by amendment of the revenue act.

This matter is brought to your notice at this time so thaf it may be before
you in the consideration of necessary and desirable changes in the revenue act.
From time to time we shall feel free to write to you about other technical
matters.

Very truly yours,

Chairman, Committee on Federal Tazation, the Neiwc 'York
State Society of Certified Public Accountants.

Corporations using last-in, first-in, or similar methods in corporation accounits

— R R ————————————iii A = -

Date of fAirst use
Auditors of method
American Smelting & Reflning Co........ .| 8covell, Wellington & Co...ccemaeanaa.... 1906.
National Lead Cg? ........................ Bleth & MacNaughton....ccceauee-... ' 1013.

Frog & Switeh Co .o mee ] ci i ceciccaaiacens Previous to 1916.
Continental Can Co., Ine. .. ccccccaanan.-- Deloitte, Plender, Griffiths & Co........ ; Do.
American Can Co. cccccccccecccecccacaces Lybrand, Ross Bros. & Montgomery ... 1817,
International Harvester CO___ ... .cccue-.-. Haskins & Sells_ ... ._......... 1917.

U. 8. Smelting, Refining & Mining Co....| Lybrand, Ross Bros, & Montgomery._..| 1924
Graton & anght O I el Ny i Wy Arthur Anderson & Co. . ccceecacuaaaa-. 1925.
Anaconda Copper Mining Co............. Pogson, Peloubet & Co. .. ccceeaea....... 1927..
Anaconda Wire & Cable COeeceoccanece]ean.a. 1| Y- N o, - N B W MY o 5]y 1929.
Cero de Pasco Copper Corporation......_.| Lybrand, Ross Bros. & Montgomery....| 1929.
The American Oak Leather Co............ Ernst & Ernst .. oo oooooooooeomoeeoonns 1932.
Amerfcan Metal Co., Ltd .. oo .._. Lybrand, Ross Bros. & Montgomery._..| 1933:
Bridgeport Brass Co_.... ... .......... R. G. Rankin & Co............._..._... 1933.
Consolldated Ol Co..-c e meeeeeeaee. Arthur Young & Co...__oococomeeno .. Previous to 1934.
Vulean Detinning Co..cueceenccaaane.-. Loomfs, Suffern & Fernald....._......_. 1934,
8tandard Oil Co. of Californla. _........_.. Price, Waterhouse & Oo_..___.__._______ Previous to 1935.
Phelps Dodge Corporation. ... ..cccccaee--.. Pogson, Peloubet & Co. ... . .ccceeunn... 1935.
Revere Copper & Brass, InCoueeeeeeoae_... { Scovell, Wellington & Co__________.___. 1935.
QGulf Oil Corporation of Pennsylvania.....| Price, Waterhonse &CO_-czzicinegazs 1935.
Bwilt & Cols o o s A s T e Arthur Young & Co.. . oo -.. Previous to 1938.
Endicott Johnson Corporation............. Touche, Niven & Co....ccceeccecancaea-- 10386.
Surpass [eather Co.... ... ccceecaaaa... Price, Waterhouse & Co....coceeuann.... 19386.
S8ocony Vacuum Oi1 Co., InC- e ccccaene... Arthur Young & Co... __ ... ._._... 1036.
8t. Joseph lead COaaavee e eeeeaeaa-. Haskins &*Sells__.______.__ . eeuen-.. 19386.
International Paper & Power Co......... .| Arthur Anderson & O0.cceceoeccaenen-. 1037.
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- This list is not complete nor exhaustlve and cannot be so, as it is confined
to compabies which issued reportsto the public or which have gone on record
publicly through legal action or otherwlse as using last-in, first-out or similar
or equivalent methods. Companies which use these methods and do not publlsh
their accounts cannot be included in this list nor can companies which use these
methods but merely refer to them in their accounts as cost. It is lmpossible
to estimate how many companies fall into these two classes but the probabili-
ties are that the number 1ls substantial. It will be observed from the dates
shown above that the use of last-in, first-out or similar methods appears to be

growing at an accelerated rate.

BIBLIOGRAPEY ON LAST-IN, FIRST-OUT AND SIMILAR INVENTORY METHODS TEXT AND
(OTHER BOOES

Proceedings. International Congress on Accountlng, 1929, 100 Washlngton
Square East, New York City, Knickerbocker Press, G. P. Putnam’s Sons, N. Y.;
Valuation of Normal Stocks at Fixed Prices, M. E. Peloubet, pages 560-081.
With discussion thereon, pages 1172-1177. Inventory Control, Including the
Valuation of Basic Stocks at Normal Prices, Jaroslav Fukatko, pages 542-564.

Excess Profits Duty and Corporation Profits Tax, Roger N. Carter, M. Com,,
F. C. A., published by Gee & Co., Ltd., London, 1921. Contains the White
Paper presented to the House of Commons, June 1917, entitled *“Heads of
Government Proposals upon the Valuation of Stocks for Purposes of Excess
Profits Duty.” '

The War Finance Acts of 1914 to 1917 by ‘Income Tax Expert of ‘The
Accountant,’’” second edition published by Gee & Co. Ltd.,, London, 1918.
Covers much -the same ground as the previous reference on pages 82 to 84.

The Law and Practice of Excess Profits Duty, Wllliam Sanders of the Inland
Revenue Department published by Gee & Co., Litd., London, 1918. Also contains
on pages 54 to 62 the White Paper mentioned above together with a letter from
A. Lowes Dickinson and other chartered accountants.

Auditing Theory and Practice, Robert H. Montgomery, Edition 5, pages 217-18.
Says “base price” method has been successful, and =uccessful business methods
should be conformed to by accounting practices. Lists six objections of U. S.
Treasury Department to its use.

I’rinciples of Auditing, Kohler and Pettengill, Third edition, McGraw-Hill
Book Co., Inc., N. Y., 1932, page 81. The replacement-cost method deserves
serious consideration in the future as a basis for valuing inventories.

Intermediate Accounting, Taylor and Miller, Vol. 1, McGraw Hill Book Co.,
Inc., N. Y., 1933, pages 117-119. On pages 117 to 119 is a good discussion of the
method with particular reference to its actual use by representative corpora-
tiong and a description of the methods of the International Harvester Co. and
the U. S. Steel Corp'n. whose methods are similar to normal stock.

Problems in Accountlng Principles, R. G. Walker, A. W. Shaw Co., Chicago,
1929, pages 365-378. Discussion of National Lead Co.'s method, etc.

Present-day Problems in Inventory Valuation, M. E. Peloubet, National Asso-
cilation of Cost Accountants, Year Book, 1936, pages 164 to 187. Paper delivered
at annual meeting of National Association of Cost Accountants, June 1936. A
discussion of the situation at the present time with particular reference to the
effect on taxable income 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 required in the Department to give effect to permission to use methods
applying current costs to current sales without loss of revenue.

MAGAZINES AND NEWSPAPERS

HARVARD BUSINESS REVIEW

October 1924, Inventory Valuation and Business Cycle, by H. T. Warshow,
Comptroller, National Lead Co., New York. This is a general discussion of the
subject together with a description of its partlcular application to the National

Lead Co.'s aceounts.
January 1926, pages 120-137, The Role of Paper Profits in Industry, George

E. Putnam. This artlcle does not mention normal stocks specifically but f{s

significant as it states the problem plainly.
Autumn 1936, pages 76 to 94. The Base Stock Principles in Income Account-

ing, Ross G. Walker. A carefully documented statement of the principles of
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base-stock inventories with particular reference to flnancial statements for
stockholders and the effect of this method in the internal administration of a

business.
JOURNAIL. OF ACCOUNTANCY

December 1926, Some Variations in Inventory Valuations, by T. H. Sanders.
This article discusses the normal stock method as applied to three representa-
tive companies and points out that it is a method sponsored by practical business
men rather than accounting or economic theorists. :

July 1930, Base Stock Inventories, L. G. Peloubet. A general discussion of
the method with particular relation to taxation.

December 1932, Influence of Depression on Acconntancy, George O. May.
A portion of the article is devoted to the comparison of various inventory
methods including normal or basic stock.

December 1937, Some Observations on Accounting Practice with Special Ref-
erence to Inventory Valuation, John L. Harvey £ IJiscusses various methods of
inventory valuation. No one method suitable to all industries. Recent devel-
opments in last-in, first-out method.

January 1938, Iiditorial, An Unintentional Discrimination. Discusses the
analogy between “hedging” and last-in, first-out, and similar methods and shows
the inequity of permitting hedges to be recognized when last in, first out is not

permitted.
NATIONAL ASSOCIATION OF COST ACCOUNTANTS BULLETIN

Vol. XVIII, No. 13. March 1, 1937. Problems of Present-Day Inventory Valu-
ation, Maurice k. Peloubet, page 741. Current Practices in Inventory Valua-
tion, E. W. Graham, page 752.

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

Vol. XIX, No. 7, December 1, 1937. Inventory Valuation 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, page 400.

BULLETIN OF THE TAYLOR BSBOCIETY AND OF THE SOCIETY OF INDUSTRIAL ENGINEXRS

May 1935, Principles of Inventory Valuation, Maurice E. Peloubet. This
article describes various methods of inventory valuation including normal
stocks and similar methods. Gives a history of the method and -examples
which illustrate its application. This article was reprinted in the New York
Certified Public Accountant, April 1935, and in the Canadian Chartered Ac-
countant, June 1935, in which issue an editorial appeared on the same subject.

PAPERS NOT PUBLISHED BUT PRESENTED AT MEETINGS

The Normal Stock Method of Inventory Valuation, H. T. Wawshow, Comp-
troller National Lead Co. (also included in year book of National Association
of Cost Accountants, 1922). This is a specific description of the application of
the method to the accounts of the National Lead (o.

A Practical Inventory Method for the Tanning Industry, Maurice E. Peloubet.
This Is a general statement of the normal stock and similar methods and an
examination into the practicability of its application to the Tanning Industry.

WAIL STREET JOURNAL

Inventory Losses (unsigned), February 7, 1935. Describes advantages gained
by National J.ead and American Can, 1917, through use of normal stock system.

Series of articles by Arundel Cotter, March 18, 19, 25, 28, April 1, 1935:

March 18.—Uses table to show “first-in, first-out,” and “normal stock” differ-
ences, with a good discussion. American Smelting & Reflning Co. installed
system ‘(normal) in 1903. Anaconda Copper Mining Co. is understood to have
employed normal stock system until a few years ago when it changed to a
“last-in, first-out” system.

March 19—Discusses ‘“last-in, first-out™ as applied to oil industry.

March 25—Gives case of American Woolen Co. Internal Revenue position dis-
cussed.
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March 28—Gives case of Swift & Co. How it now sets up inventory reserve.
April 1—Reserve. Discusses tobacco inventories. Concludes normal stock

should be carefully considered.

Discussing American Institute’s bulletin by Arundel Cotter, January 20, 1936.
Shows bow meaningless “cost” is. Uses apple dealer to illustrate “first-in,
first-out” and ‘“last-in, first-out,” as well as “average cost” methods. Urges
fuller information from corporations on what is meant by ‘“cost or market.”

Series (3) articles on new tax proposals by Arundel Cotter:

April 20.'1936—Sbows bow tax, even in times of prosperlty, would eventually
consume cash and inventories, through tax on inventory profits.

May 2, 1936—Likens present situation to that in which German’s many nails

shrank to one. Gives tigures of Tanners’ Council to show changes in Inventory
value. Says non-distribution in dividends of these book profits has saved many

companies, but taxation on them would be disastrous.
May 4, 1936—Points out Reveniie Bureau does not recognize normal stock or
“last-In, first-out” methods. Without it, however, new tax will be ruinous to

many companies.
WORLD PETROLEU M

An article on the subject of normal stocke by C. C. Bailey appeared in
December 1931.

LIST oF TRADE AND OTHER ASSOCIATIONS APPROVING LaAsT-IN, FirsT-OUT OR
SIMILAR METHODS

American Mining Congress, The.

American Petroleum Institute, The.

Copper and Brass Mill Products Association.

Lead Industries Association. 'The.

National Association of Credit Men.

National Electrical Manufacturers Association.

Tanners’ Council of America.

Trade Association for the Rope and Cordage Industry, The.

The CuairaaN. Mr. Victor H. Stempf, of New York City.

STATEMENT OF VICTOR H. STEMPF, REPRESENTING THE COM-
MITTEE ON TAXATION, AMERICAN INSTITUTE OF ACCOUNT-

ANTS, NEW YORK CITY

The CHATRMAN. You appeared before the House committee, I think.

Mr. SteMrF. I did not: I filed a brief with them.

The CrairaanN. Mr. Stempf, vou represent the committee on taxa-
tion of the American Institute of Accountants?

Mr. Stempr. Yes. My name i1s Victor H. Stempf, a resident of
Larchmont, N. Y. I am a certified public accountant, a partner in the
firm of Touche, Niven & Co., New York, N. Y. I am appearing as
chairman of the conmittee on Federal taxation of the American In-
stitute of Accountants. My associates on the committee are Mr. Wil-
ham L. Clark, of Tulsa, Okla.; Mr. James A. Councilor, of Washing-
ton, D. C.; Mr. Clarence L.. Turner, of Philadelphia, Pa.; and Mr.
Leon E. Williams, of New York, N. Y.

I request the privilege of filing, on behalf of the American Institute
of Accountants, a memorandum dealing with revision of the revenue
laws. with special reference to the bill recently passed by the House
of Representatives. The report deals particularly with questions of
an accounting nature and stresses—

(1) Outright repeal of the tax on undistributed profits;

(2) Further mogiﬁcation of the capital-gains section ;

(3) Opposition to the remtroduction of the surtax on closely held
corporations advocated in title B of the House bill;

54885—38——12
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§ A sound broadening of the base of income taxation;
5) The restoration of consolidated returns;

(6) The determination of fixed principles of income taxation; and

(7) The modification of rates generally m the belief that lower rates
\sfi]]d-induce business activity and result i equal er improved revenue
yield.

The CaaIraraN. Why do you say that?

Mr. Stempr. I think that the history of our Revenue Act has dem-
onstrated the fact that lower rates, by the reason of the incentive
which they give to business, create business activity, greater profits,
and thereby yield greater revenue at lower rates. I think that you
yourself, Mr. Chairman, have admitted the application and the effect
of the law of diminishing returns in statements that you have made,
which I think are very properly applicable.

There are also included recommendations relating to technical re-
visions of existing provisions.

The CaHairMAaN. Does that statement apply to capital gains as well
as the high surtax rates?

Mr. StempF. Most definitely so.

The CaairmaN. It does not apply to undistributed profits, does it ?

Mr. Stempr. I am unalterably opposed to the principle of the un-
distributed profits tax.

The CHairMaN. You do not know whether you can do justice by it ?

Mr. StempF. Because I feel 1t 1s absolutely contrary to the funda-
mentals of sound corporate finance. There are also 1ncluded recom-
mendations relating to technical revisions of existing provisions; in-
cluding a proposal to deferr for an additional 30 days the filing date
of returns. It is believed that some change in this respect i1s needed
urgently to alleviate the growing difficulty of taxpayers to comply
with existing requirements, due to the increasing complexity of the
law and the more exacting attitude of the Bureau of Internal Reve-
nue relative to extensions of time for filing returns.

In compliance with the wishes of your committee, I shall refrain
from presenting any of these matters in further detail at this time;
and offer the Institute’s detalled memorandum which you and your
technical assistants may consider 1n due course.

Senator LoNErGAN, Mr. Chairman, I would like to ask the witness
a question.

The CualraaN. Senator Lonergan.

Senator ILONERGAN. You say you are opposed 1n principle to the
undistributed profits tax. What would be your remedy where a cor-
poration intentionally withheld the distribution of profits?

Mr. StemrF. I have included in my memorandum in support of
that a statement recently made by Maurice Wertheim, in the Harpers
Review, in which he says 102 is there in the act and he cannot believe
that American ingenuity has gotten to the point where it cannot put
teeth 1n that section. That 1s the remedy. Frankly, I have no sug-
gestions to make as to strengthening that section. I do not believe it
has been applied as fully as it might have been. There has been too
much compromise 1n most of those cases, but I think that 1s the proper
remedy for the improper retention of surplus.

Senator LLoNErGAN. We would be glad to get any suggestions that
you and your assoclates might have.
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Mr. STEMPF. 1 have discussed the thmg at some length, but I have
not arrived at any conclusions. 1ight say that this memorandum
was prepared over night on \Vednes ay. This hearing came about

10 days sooner than we expected.

The CuairmaN. We do not work as slowly as some other committees.

Mr. STemrr. I think you have done an excellent job.
The CHAIRMAN. You are the head of the American Institute of

Accountants : . :
Mr. STEMPF. I am chairman of the committee on taxation.

The CaairmaAN. How many members do you have?

Mr. Stempr. We have approximately 5,000 members throughout the
country.

The CrHairMAN. Are they composed of certified public accountants?
Mr. Stempr. All certified public accountants, and included in our
group 1s an advisory council of State society pr esidents who, in turn,

represent all of the certified publlc accountants within all of the
States of the country.

The CHAIRMAN. Are there any of the members of your institute in
the employ of the Treasury Department?

Mr. Stempr. I would not doubt that there are, Senator.

The CaairmaN. 1 expect so.

Mr. STEMPF. Yes.
The Crairman. All right, thank you.
(The memorandum sul mitted by Ml Stempf 1s as follows:)

MEMORANDUM FILED WITH THE SENATE FINANCE COMMITTEE BY THE COMMITTED
oN FEprRAL TAXATION OF THE AMERICAN INSTITUTE OF ACCOUNTANTS RREGARDING
THE PROPOSED REVENUE AcCT OF 1938 (SusMITTED MaRCH 18, 1938)

NBw YOrRrg, N. Y.,

March 18, 1938.
SENATE FINANCE COMMITTER,

Washington, D. C.

SIRS: The committee on Federal taxation of the American Institute of Ac-
* countants respectfully submits its recommendations for revision of the revenue
laws, witlh 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 income-tax revision solely from the standpoint
of sound principles of taxation, without regard to social or political aspects, and
deals particularly with questions of an accounting nature.

(b) Urges outright repeal of the tax on undistributed corporate profits.

(¢) Strongly recommends further modification of the capital-gains section.

(d) Opposes unqualifiedly the restoration of the “third basket” provisions,
advocated by the Ways and Means Committee of the House.

(e) Supports a sound “broadening of the base” of income taxation, coupled
with effective withholding at the source.

(f) Urges the requirement of consolidated returns as conforming to recognized
sound business practice.

(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 is also had in the data which follow to other matters which, al-
though important from the viewpoint of sound administration of the revenue

act, do not partake of the broader aspects of income taxation present in the
foregoing items.
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(a) Taxation should be based upon fixed principles having a closer relation
to sound accounting procedure and conservative business practice.

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

The creation of a popular belief that a taxing &statute is impartially and
equitably administered is essential to the ultimate success of any revenue pro-
gram. Reassure the business community of a determined purpose to fix and
abide by established rules of Federal income taxation and much will have been
done to restore confldence, Taxation has become almost inscrutable, forcing
upon business a pelicy of timid ‘“hand-to-mouth” planning, a policy which can-
not be changed until the effects of taxation upon orerations may be reliably
gaged on the basis of rational unchanging principles.

The ever-widening breach between ‘‘tax accounting” and “business accounting”
has developed as a result of the attempt to refilne the definitions of taxable
income and allowable deductions. in the fallacious belief that these definitions
should be applied inflexibly ; with the unfortunate result of creating a labyrinth
of exceptions incomprehensive to the average taxpayer. The law and regula-
tions should be purged of these refinements, with a concurrent reversion to the
simple fundamentals that ‘“standard methods of accounting will ordinarily be
regarded as clearly reflecting income” and that “each taxpayer shall adopt such
forms and systems of accounting as are in his judgment best suited to his
purpose,” with a mandate that these provisions be liberally construed. Without
the latter, emnphasis upon these fundamentals is futile. In any equitable tax
law income and allowable deductions should be defined In broad terms, and
liberal recognition should be accorded accounting procedures regularly and con-
sistently employed by taxpayers with less opportunist stress upon the year in
which an item belongs. Tax administration should give more weight to the
consistency of successive returns instead of stressing the nearsighted and
usually doubtful advantage of immedinte revenue.

The renewal of confidence and the related stimutation of business activity and
employment which would emanate from such settled nolicies of tax administra-
tion would have a salutary effect upon the Federal revenues.

(5) This committee remains unalterably opposed to the undistributed-profits
tax, and urges outright repeal. Likewise, while there is distinct merit in the
drawback principle, when properly applied, it too is wholly objectionable unless
it be purged of the existing ineqguities in the undistributed-profits tax by the
repeal of the latter, and unless related to business protits as distinguished from -
taxable income.

The Institute’'s committee opposed the enactment of the tax on undistributed
profits in its memorandum filed with the Senate Finance Comniitt¢e on May 7,
1036, summarizing its objections in item XIV of that memorandum, as follows:

‘“(1) That the potential revenue to be derived from the proposed legislation is
conjectural ;

(2) That the objective of simplification has not bheen attained, and that the
provigions of the bill are in fact extremely complex;

(3) That the proposed form of taxing undistrlbuted income will create a new
fleld of problems of accounting and corporate finance which will aggravate the
exigting difticunlties of determining the tax liability: ;

(4) That the adminlstration of the act by the Bureau of Internal Revenne
will be far more difticult than at present with attendant increased costs;

(5) That the proposed act will inflict undue hardship upon a large group of
moderate-sized corporations having meager reserves many of which are strug-
gling to overcome the burden of accumulated (leflcits.”

Thege reagonsg remain valid today. The basic principle of the undistributed-
profits tax ig unsound, violating as it does the rudiments of corporate finance
and jeopardizing the stability of corporate enterprise.

In principle the harshness of the existing law has been modified to some
extent in H. R. 9682 by the adaptation of the “drawback” method suggested
ag 4 compromige by this committee in May 1936. In the words of the report
submlitted by the ITouse Committee on Ways and Means, March 1, 1938 (page 4)
“the tax should not be framed a8 a penalty surtax on undistributed profits but
should be designed on the basis of a flat tax rate with a tax credit which- will
give rengonable encouragement to the distribution of dividends."”



REVENUE ACT OF 1938 171

However, in our opinion, the House bill does not accomplish this end because
there remain in the law all of the complications of the old undistributed-profits
tax and the objectionable inconsistencies in distinctlon 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 Terognized principles of accounting ordinarily and con-
sistently applied in commercial practice. A striking example of this remains
uncorrected in the case of a corporation with an operating deficit at the begin-
ning of the year, ordinary taxable income of $100,000, and a capital loss of the
same amount. By reason of the $2,000 limitation on capital net losses, the
corporation would pay not only a normal tax but, because of its inability to
distribute a dividend, would also be liable to an unwarranted surtax. Even
though such a corporation were to make a distribution to the full extent of its
adjusted net income, it would get no dividends-paid-credit in view of the fact
that the distribution would not be a taxable dividend under section 115 (a).
By way of contrast, this inequity is recognized in section 102 relating to the
gurtax on improper accumulation of surplus.

(¢) F'urther modification of the capital-gains section 1s strongly urged.

The report of the committee on Federal taxation, of the American Institute
of Accountants, submitted to the Senate IFinance Committee on September 23,
1937, stated:

“There 18 probably justification for the position that realized capital gains
should bear their just proportion of taxation, instead of shifting the entire
burden to those carrying on commerce and the professions, and complete
dimination would aggravate rather than correct the existing differences be-
(ween ‘tax accounting’ and ‘business accounting.’

“It is recommended that capital gains and losses be segregated in a separate
schedule from other income, taxable at a moderate, flat rate, without subjec-
tion to percentages depending on the period during 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.

“Rellef in taxation of capital gains would reopen the fiow of capital trans-
actions and the profits and employment that go with such transactions, which

are now Inhibited by inordinate taxation.
“Capital assets should be redefined to exclude land and depreciable assets

gsed 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 frrom the statutory definition. There are no logical grounds
for holding that buildings used in trade or business, and the land upon which
the buildings stand, belong in different categories. The inclusion of land and
buildings in different classiflcations would raise needless difficulties in the
administration of the law, as it would necessitate rhe division of the proceeds
from the sale of improved real estate, between the portion applicable to the
land and the portion applicable to the buildings. Furthermore, a situation of
this kind lends itself to tax evasion, as it would be possible to stipulate, in a
sales contract, the division of sales proceeds between land and buildings most
advantageous to the seller. The bill also makes a logical distinction between
“short-term” or *‘speculative’” profits and “long-term” capital gains. The former
are properly placed on a basis comparable to ordinary income. As to the latter,
however, we do not believe that adequate relief has been extended.

In this connection, we quote from recent editorial comment:

“Dr. Carl Snyder has reported that as the result of his own researches, it
appears that the average investment in industry in this country is about
$12,000 per man; and that comparing one country with another the wages of
labor in industry are directly proportionate to the capital investment per man.
Dr. Snyder also points out that the average rate of increase ' of industrial
production in this country has been about 4 percent per annum compounded,
and that the gain in capital supply required to produce this increase has been
a little higher., around $ percent per annum. This investment was supplied
almost wholly from the industries themselves or from their owners and not from
the savings of the people via the savings banks and the insurance companies,
which invest primarily in mortgages and safe honds and not in the equity
position. This, Dr. Snyder points out, was up to 1930, since when there has

beeh an abrupt reversal.”
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Unquestionably, this country needs the restoration of an abundant flow of
equity capital. No one thing will do more to restore activity, employment, and
prosperity. An overwhelming proportion of informed opinion believes that the
capital-gains tax is one of the principal deterrents to this flow of capital. Why
be niggardly in the revision? The report of the Ways and Means Committee
points out that during the time capital gains were subjected to a flat 1216 per-
~cent the revenue from this source amounted to approximately 50 percent of the
total income-tax collections from individuals, whereas, in 1934 and 1935, it made
up but 3 and 13 percent, respectively. The law of diminishing returns has had
its inevitable effect during the latter years of high capital-gains tax. Remove
the deterrent effectively and the lower rate will produce increasingly greater
revenue.

There is a natural reluctance to seeing those who enjoy true capital gains
escape the heavier tax burden; but this must contimie to be one of the rewards
of equity risks if commerce is not to be stultified.

We urge again:

(A) That capital gains and losses be segregated in a separate schedule from
other income: (B) taxable at a more moderate fiat rate, say 12% percent;
(C) without subjection to percentage calculations depending on the period held;
(D) that the 82,000 llinitntion on capital losses be removed entirely; and (E)
that the carry-over provision should be extended to 5 years instead of 1.

Under such circumstances it will be impossible to make an equitable distinc-
tion between “short-term and long-term™ capital gains. 'I’he speculative element
in the stock market iz an essential lubricant to the play of supply and demand;
and as a necessary adjunct to the adequate release of capital, transactions may
justitiably be granted the status of capital gains and losses, as in the past.
There should be no major objection to an arbitrary l-year rule, if the distinec-
tion be deemed essential.

(d) The third-basket tax recommended by the House Ways and Means Com-
mittee, but rejected by the House, imposes un arbitrary and unjust penalty
upon legitimate business enterprises and should not be restored to the proposed
revenue bill.

We are strongly opposed to the tax on closely held corporations contemplated
by title 1B. Corporations of the type covered by title 1B are the very corpo-
rations which should be given protection and encouragement. By forcing closely
held operating corporations to distribute their incomes, owner-management is
being unjustly discriminated against in favor of absentec ownership. Family
business concerns will be put at a competitive disadvantage with widely held
organizations.

Nearly all successful businesses originate as one-, two-, or three-man affairs.
Usually by the initiative and sacrifices of a small group, a large enterprise is
developed and new employment opportunities created. Such enterprises must
retain their income for expansion and for added working capital. They have
limited credit lines which may be increased only by growth of capital arising
through earnings retained in the business. To force these closely held corpo-
rations to distribute their net income is discrimninatory, and places an oppres-
sive burden on legitimate business enterprises. The title 1B tax is unsound and
opposed to the best interests of industrial growth and the employment of labor.

While we oppose restrictions of any kind upon the retention of current earn-
ings for expansion or other legitimate business purposes, we recognize the exist-
ence of abuses through the unreasonable accumulation of surplus. Mr. Maurice
Wertheim, in Harpers Magazine of February 1938, =aid:

“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 accumulated earnings. It is not neces-
sary or sound public policy to tax thrift in business in order to reach male-
factors.”

We, too, advocate the setting up of new administrative machinery to study
cases coming within the purview of section 102 of the existing revenue act, with
a view toward minimizing tax avoidance through improper surplus accumu-
lations.

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

It seems desirable to broaden the base of income taxation by the reduction of
personal exemptions, graduation of normal taxes, and otherwise, facilitated by
an extension of the principle of withholding at the source. This proposal has
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been made repeatedly since 1918, if not before, “so that a substantially large
proportion of voters would become direct taxpayers and take a keener interest
in government."

More important would be the substitution of such broadening of the base in
lieu of existing indirect ‘“nuisance’” taxes, which, it is claimed, fall more heavily,
dollar for clollar, on the low-income class of our population.

(f) Consolidated returns shoulcd be made mandatory. Such procedure con-
forms to ordinary business practice, enables the Treasury Department to deal
with a single taxpayer instead of many, and eliminates the necessity for ex-
amining the bona fides of innumerable intercompany transactions.

Inasmuch as subsidiary companies are often organized merely to comply with
the requirements of various State laws or to minimize risk in opening up new
territory or establishing a new line of business. it is errroneous to treat them as
entities distinct from the parent corporation. For all practical purposes they
are branches or departments of one enterprise. Therefore, as the Treasury
Department pointed out to the House Ways and Means Commmittee when it was
considering tlie Revenue Act of 1934, the simplest way to secure a correct state-
ment of incowmne from an affiliated group is to require a consolidated return,
with all intercompany transactions eliminated. This conforms to recognized,
sound business practice. By requiring separate statements of income, as under
the present law, nonexistent income is often taxed, profits and losses may be
shifted from one subsidiary to another in such a manner that the Commis-
sioner’'s power to reallocate income is ineffectual, and the earnings of particular
units are not accurately presented. Moreover, administration of the income-
tax law is simpler with the consolidated return, as it conforms to ordinary
business practice.

Likewise, from the standpoint of the taxpayers. in cases in which corporations
follow the consistent practice of preparing consolidated financial statements, the
preparation of related tax returns is simplified if done on a consolidated basis.
Accordingly it is urged that consolidated returns be required.

(9) Congress could do nothing of greater importance to assure the future
stability of business than to bring about the creation of a qualified, nonpartisan
commission to establish flxed principles of income taxation and related admin-
istrative procedure. |

This committee has repeatedly urged the creation of such a body, latterly in
its memorandum of September 23, 1937, filed with the Senate Finance Com-
mittee. The year-to-vear revislon of tax laws is an abomination, bred of
political expediency. Fixed principles of taxation are needed to enable tax-
payvers to face the future with greater confidence based on known factors.

Permanent principles should be established, subject only to changes in rates
to meet the requirements of the Federal Budget. Business can adjust itself
to changing rates of taxation, but common sense decries a repeated shifting
in the general scheme and incidence of taxation, which must be construed anew
from year to vear.

(h) The tax burden should be equalized, and the Federal revenue stabilized
by the adoption of moderate rates of taxation which encourage enterprise, and
thereby increase emplovment.

This committee has previously urged the principle of taxing corporate in-
come on the basis of average earnings for 5 vears, believing it to be inequitable
to exact heavy taxes upon the full profits of successful yvears without relief
in respect of unprofitable years which inevitably follow. By the same token,
a basis of average earnings would assure less fluctuation in the level of reve-
nues. It is recognized that this principle of averaging income entails some
administrative difficulties, but these are not insurmountable. However, the
gsimplest recognition of the principle may be obtained by restoring provisions
for carrying forward losses as offsets to taxable income of subsequent years.
We urge the emactment of such a general provision, permitting the forwarding
of losses for 5 yvears. |

The post-war period demonstrated the fact that progressively lower rates
of taxation brought increasing revenues, through the release of capital into
private enterprise with attendant enlargement of the market for labor in pro-
ductive employment, whereas it is generally recognized that excessively high
rates of tax have discouraged business expansion and have tlhiereby adversely
affected employment.

Although based upon aunthoritative statistical factors, the estimates of the
Treasury Department relative to the adverse effects upon revenues of the elim-
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ination of certain provisions, consistently predicate such conclusions upon
current revenues at existing rates. We submit that such conclusions ignore
the salutory effect upon revenues inherent in the reduction of rates demon.
strated by the post-war experience previously referred to. We support the
claim, broadly held, that “lower rates bring more revenue than higher rates.”
Excessive rates are nonproductive. IL.ower rates induce the release of capital
into productive employment. Higher rates have the opponsite effect, and in the
face of declining national income might ultimately prove disastrous to the
revenue.

(i) If the capital-stock tax be retained the adjusted declared value should be
reduced by Federal income taxes and excess capital net losses.

Many business leaders look upon the capital-stock tax and related excess-
profits tax as “Siamese twins” which are unconscionabiy speculative and vicious,
and advocate repeal of these sections of the law. However, if the way cannot
be opened to outright repeal, we advocate that one amendment particularly be
made. Under the present and proposed laws, no reduction in the adjusted
declared value is permitted for Federal income taxes or for excess capital net
losses. This treatment tends to create artificial situations whereby the adjusted
(leclared value increases more rapidly than the actual net worth and, in many
instances, increases while the actual net worth decreases. The adjusted de-
clared value of capital stock should be brought into line with actual conditlons
by permitting deductions for Federal income taxes and excess capital net
losses.

() The cxcess-profits tax, if retained, should be based upon predictable
ordinary business net income and should exclude capital gains and losses.

The excess-proflts tax as provided by section 602 of the proposed bill. if
retained, should be modified in one important respect. When a corporation
realizes a large unforesecn capital gain, it may Dbe subjected to an onerous
excess-profits tax. In some instanccs, the profitable disposition of a capital
asset might be discouraged because of the high excess-profits tax. It is urged
therefore, that capital gains and losses, because of their unpredictable nature,
be excluded from net income subject to the excess-profits tax and that the
tax be based solely upon ordinary net income.

(k) Thls committece endorses the ‘“consent dividends credit,” but objects to
certain inequitable provisions relative thereto embodied in H. R. 9682

Section 28 is intended to provide a method whereby corporations in a poor
cash position, unable to distribute taxable-stock dividends or dividends in their
own obligations, muy secure a dividends-paid credit by obtaining “consents”
from stockholders to include portions of the undistrributed corporate net income
in their own net incomes. Obviously, this expedient will be practicable only
in the case of closely held corporations; whereas financially embarrassed cor-
porations, with widely scattered stockholders, will be unable to take advantage
of the proposal. .

Effective use of section 28 will require planning in advance to obtain “con-
sents” from cooperative stockholders and paying oiI recalcitrant stockholders
before the end of the year. As most organizations are not in a position to
determine the amount of their net income until after the close of the taxable
year, widely held corporations will not be able to make all the necessary
preliminary arrangements incident to obtaining the “consent dividends credit.”
In practice, therefore, section 28 can be availed of only by closely held
corporations.

A point that requires adjustment is involved in determining the holding
period of the “consent” stock for the purpose of computing the recognized
gain or loss in the event of a subsequent sale or taxable exchange. Will the
.holding period date from the original purchase of the stock, or will there be
several holding periods, one for the original purchase of the stock and others
for the amounts of the “consent” dividends added at various times to the cost
of the stock?

As the proposal now reads, where a shareholder signs a “consent’” the
amount specified in the “consent” is taxable to him in its entirety, whether or
not such amount, if distributed to him in cash, would have been in whole or
in part a taxable dividend. Such amount is then added to the basis of the
stock in the hands of the shareholder, but only in an amount which represents
a taxable dividend (i. e., is out of earnings or prolits) and is allowed as a
“consent dividends credit’ to the corporation. Thus, a holder of 1 share in
a corporation “consents” to include $100 in his gross 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 year has accumulated earnings-or profits'of
only $50 per share. In this case, the “consent dividends credit” of the cor~
poration would be limited to $50 per share, while the sharelhiolder wouid be
obliged to include the entire $100 in his gross income. Moreover, the share-
holder would be allowed to increase the basis of his stock by only $50 (the
amount allowed to the corporation as “consent dividends credit”), the re-
maining $00 apparently vanishing into thin air.

The foregoing situation will undoubtedly arise frequently, as in a great many
instanceés corporate executives will find it diflicult to estimate accurately the
netearnings before the end of the year. In such cases, there will 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 avoid this inequitable condition and
te encourage shareholders to cooperate with corporate executives where condi-
tions warrant, it is recommnended that shareholders be taxed only on such
amounts of their “consents” as would represent taxable dividends if paid in cash.
Alternatively, if shareholders are to be taxed on the full amount of their
“consents,” they should be permitted to add such amount in full to the basis
of their stock, and not only the portion allowed as a “consent dividends credit”
to the corporation.

The definition of “consent stock™ (sec. 28 (a) (1) could be improved by being
changed to read as follows:

“Consent stock.—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 unlimited proportionate share in the distribution (other than in complete
or partial liquidation) within the taxable year of all the remaining earnings
or profits.”

(1) Expenses incurred in the production of taxable income should be allowed
18 deductions, even though such income does not arise from a trade or business.

Section 23 (a) of the proposed bill and the corresponding section of the
present and prior laws provide for the deduction of all the ordinary and neces-
garv expenses paid or incurred during the taxable year in carrying on any
trade or business. This provision should cover the deduction of expenses paid
or incurred in the production of taxable income, even though such income does
not arise from the taxpayer’s trade or business. In some instances, the Com-
missioner has disallowed expenses of this character, and has attempted to place
an undnly narrow interpretation on this section of the law.

The failure to allow such deductions is contrary to sound accounting con-
cepts and the reasonable intent of the law, and results, in many cases, in the
taxation of gross, instead of net income. Accordingly, it i8 recommended that
section 23 (a) be amplified to permit the deduction of all ordinary and neces-
sary expenses paid or incurred during the taxable year in the production of
taxable income.

(m) This committee endorses the recognition of the ‘“normal stock,” and
“last in, first out” or replacement methods 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 the opinion of the Commissioner the use of inventories is neces-
sary imorder clearly to determine the income of any taxpayer, inventories shall
be taken by such taxpayer upon such basis as the Commissioner, with the
approval of the Secretary, may prescribe as conforming 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 Memorandum No. 17322 (reported on
p. 151 of Cumulative DBulletin XV-2) wisely and fairly permits industries
processing 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 such limitatlons
are applied generally to futures transactions in these commodities.

There are other industries producing, fabricating, or processing raw materials
which are not permitted by the Commissioner to apply current costs to current
gsales under the “replacement” or “last-in, first-out” inventory method. These
latter inventory methods are appropriate in industries in which (a) operating
processes are continuous, (b) the period of processing is relatively long, (c)
minimum 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 acceptaace in industry, are endorsed by accounting
authorities, and have been recognized as appropriate by the Securities and
Exchange Commission.

During periods of rising prices the “first-in, first-out” method of pricing inven-
tories results in taxing business income that is in part necessarily absorbed
In increased inventories and working capital, and is unduly onerous in indus-
tries which entail long processing periods.

The “normal stock” and ‘“last-in, first-out” or “replacement” methods clearly
fall within “approved standard methods of accounting” and are “best suited
to the needs of certain businesses.” They should, accordingly, be granted
recognition.

(11) We urge the repeal of section 802, requiring the fillng of returns as to
formation, etc., of foreign corporations. 1t imposes unnecessary burdens on
accountants, inasmuch as such information can best be obtained from oflicers,
directors, stockholders, and attorneys directly concerned.

Section 802 of the proposed bill provides for comprehenslve returns of in-
formatlon in connection with the formation, organization. or reorganization of
any foreign corporation. This section affects the accounting profession vitally.

The proposed bill, as well as the Revenue Act of 1937 and T. D. 4773 promul-
gated thereunder, impose an unreasonable burden upon accountants. Entirely
apart from the principle of the matter, these provisions relating to information
returns to be submitted by accountants and others are particularly objectionable
due to their ambiguity and breadth.

The language of the law itzelf is ambiguous. Frior to the promulgation of
the regulations under the 1937 act, there reinained a doubt as to whether such
inforination was required only if the foreign corporations were actually in ex-
istence or merely proposed. The regulations imply an extenslon of the require-
ments to include informuation relative to discussions of proposed foreign in-
corporations.

The regulations and Form 959 require answers to hypothetical questions, call-
ing upon accountants to interpret the intent of clients. The Bureau itself refuses
to answer hypothetical questlons concerning tax matters. Is it not unreasonable
to expect accountants to do so? Does the acceptance of an engagement on the
part of an accountant to calculate the effect which the formation of a foreigm
corporation would have upon taxation involve *“aid or counsel” in matters re-
lating to the formation of foreign corporations? Such engagement does not
necessarlly warrant the conclusion that the formiition of a foreign corporation
is even proposed.

Decided doubt remainas as to the meaning of ‘‘reorganizations’ of foreign cor-
porations. - Does reorganization contemplate the statutory concept or the com-
monly accepted meaning of that term? Recent Supreme Court declsions have
overthrown interpretations of that term which have prevailed for some years
past. Does writing up the accounts of a foreign corporatlon constitute the
cbaracter of ‘“aid or counsel” conteniplated by the act? Does advice to foreign
clients through offices abroad, relative to the formation of corporations in the
normal and legitiinate conduct of affunirs, come within the definition of ‘“aid or
counr=el”’ under the act?

The foregoing examples are typical of many ambiguities which exlst because
the Drovisions of the law are not sufficiently limited. Where does mere con-
versation end and advice begin?

The relationship between the accountant and client is one of confidence. As-
surance of sound procedure demands that this relationship be fostered for the
good of all concerned. The provisions of zection 802 stultify the accountant
and rear a reluctance on the part of clients to confer with accountants respect-
ing the formation of legitimate foreign business companies, and may have the
further effect of driving taxpayers to sieek the services of accountants and
lawyers in foreigm countries.

It would 2eem that provisions requiring such informnation to be flled by these
directly concerned—i. e.. officers. directors. stockholders, and sattorneys—should
suffice, without resorting to reports of indirect - informants, who merely have
casual acquaintance with the matter in hand.

Therefore the repeal of this provision is strongly urged.

(o) The time for filing Federal income-tax returns shonld be extended to the
fifteenth day of the fourth month following the close of the taxable year.

Under se¢ction 53 of the proposed bill, income-tax returns are required to be
filed, as heretofore, within 2% months following the close of the taxable year.
The Conunissioner is empowered, by the same section, to grant reasonable ex-
tensions of time.
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