 SECURITIES AND EXCHANGE COMMI'SSION ‘ i_' ;
y WASHINGTON D.C. 20549 - - -
OFFICE OF B : : February 2, 1976

THE CHIEF ACCOUNTANT

The Speaker's Room ' :
U.S. House of Representatlves
-Washlngton, D.C. 20515

Dear Congressman Albert

I have been asked to comment on a letter wh1ch was
sent  to you by Mr. Ivan Owen, Senior Vlce Pre51dent of
Lucky Stores. . In his letter Mr. Owen-objects to a proposal
that we are currently considering which would require . ;"

. companies such as Lucky Stores to provide- shareholders .
" information regarding the. 1mpact of inflation and other - .-
. forces which have caused price increases. An essentlally
_1dent1cal letter was sent to many other leglslators. o -
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Companles that have purchased 1nventor1es, bulldlngs.~:;
and equipment in periods when prices were' lower may be . - .
~currently reporting illusory profits. To illustrate by way o
of simplistic and possibly extreme example, assume .a retail
distributor of oil purchases one barrel of oil for $5 at a
time when the distributor will be able to sell that same . = "
' barrel to his customers for $6, resulting in a $1 profit for ' :
" his distribution efforts. Next assume that between the -+ = -
time the distributor purchases the barrel of oil and the """ .
time it is sold, the cost to replace: it ‘increases to $12 and
can be sold for $13, still a margin of $1._ Under conven—;¥~mﬁ
. tional accountlng the distributor will" report a profit of §8: s
the sales price of the barrel ($13) less the original cost,;sﬂ
to buy it ($5). However $7 of that so- ~called profit is- R
dlrectly attributable to an increase (or inflation) in the ;"'
‘price of oil between the time it was purchased and the time
© it was sold and only $1 is attrlbutable to dlstrlbutlon R
.efforts. S ; o S

‘Asopsodar sayjo Aub u paao|d 1ou ’uo!q_sp; »(e :

, _ In order for a profit to be_"real“ in a 901ng concern 1t
should represent an increase .in cash to the distributor '
~after the replacement of the inventory sold.- However that s
not the case in our example: - = o ool iU d

rﬁg—v‘m ('":v\\r; \)@Ur\»\%mr\ m(“’
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<Cash_«- Barrels - Amount
The distrihutor.statts his -0
business by investing $5 $5 -
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3 The distributor purchases
g ~ one barrel of oil and is. .
- - now in the oil dlstrlbu— .
3 ~tion business- . :

3 Startlng balance
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The dlstrlbutor sells the
011 for cash ' ;

And ‘buys another barrel f
of oil

.3 f{}'f Ending:balanCe

At the start of bu51ness, the dlstrlbutor had $0 cashlf
and 1 barrel of oil; at the end of one complete business - -
cycle he has $1 and 1 barrel of o1l--a galn (or proflt) of -
$1- ' : o , L B

" An investor looklng at the f1nanc1al statements of -
this oil distributor might -assume that next year the dlstrl—Vj
butor will probably earn the same $8 proflt as ‘this year. ,'-‘
However that can only happen if (1) the price of oil- agaln
increases by $7 a barrel, (2)° the distributor's volume of .
‘sales increases seven-fold, or (3) a combination of - (l) and
(2)... Stated differently, the $8 proflt may not be ‘a rellable
1ndlcator of the dlstrlbutors ongo1ng abllltY‘tO operate :
profltably.‘< Co : B T o 4

g "Kjo;gso_dej Jeq;o Auo u1 psooid 10U 'uogqsof'

The same problem ex1sts w1th depreclable assets; JIf;ﬁ
ten years ago a business purchased a $1,000,000 bulldlng L
that had an economic life-of 40 years, annual depre01at1on.‘i
expense would be 1/40th of the cost or $25, 000.t However, . ..~

~with the price increases (inflation) that exist in the RN
¢construction industry, that same building might cost ’;l”-"*"' .
$3,000,000 today and the attendant annual deprec1at10n -expense
would be $75,000. In this situation companies with older -

properties will report lower depreciation expense and hlgherjﬁ_.

" profits. In order to compare the profitability of various -
companies and to assess the impact upon future earnings from .
replacing old, low cost assets with new, higher cost: assets, .
-investors should oe prov1ded w1th the relevant data._ffa~~-hifﬂ
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A great number of companles are reporting very

~high (and possibly one-time) profits as a result of the

1nflat10nary phenomena described above.v In the interest
of maximizing capital efficiency in our economy, it is

important for investors to be able to estimate that portions“~

of. a company's profit which is attributable to management
skill and that portlon whlch is merely attrlbutable to o

Durlng 1974 and 1975, many companles voluntarlly'

" attempted to remove ,some of the impact of inflation from
- their financial statements by adoptlng an ‘inventory tech-_

nique (LIFO) which is similar in many respects ‘to ‘our -

proposal (which calls for replacement cost).  Safeway" Stores,

for example, reduced pre-tax profits from $227,000,000 to

- $141,000,000 by changing to LIFO thereby e11m1nat1ng certaln"
'11nflat10nary affects. _ '

.. We are prop031ng that companles provide their share-t-
- holders with information as to the cost of replacing their .
- inventories and depreciable~prope:ties and certain. income

statement information on a replacement cost bas1s;f These

-data will be meaningful and useful to investors in- asse551ng-

the impact of inflation on business enterprises and the
beneflts derlved will clearly exceed the costs 1ncurred

to respond.

.ChiefAAccountaatff

Enclosure: .
Securities Act = . o
. Release No. 5608. S
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Should you have further questlons I w1ll be pleased :f
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