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CHAPTER I 

INIRODUCTION 

Purpose of the desis 

Inventories are a source of some of the most difficult 
accounting problems, both theoretical and practical. While there 
is much settled opinion relating to the subject of Inventories, 
there are many points on which there is a noticeable absence of 
settled opinion. Accounteutits individually and collectively, have 
given, and continue to give, considerable thought to inventory 
matters, and fresh areas of theory seem to be constantly opening 
up. To some extent, this condition will remain as long as busi
nesses continue to expand and become more complex and as long as 
prices continue to change. A dynamic business economy is not con
ducive to static accounting theory. 

d e American Institute of Certified Public Accountants first 

expressed its concern with the subject of inventory pricing by pub

lishing a research bulletin in 19^7• Additional studies were made, and 

in Accounting Research Bulletin No. 43, Restatement and Revision of 

Accounting Research Bulletins, a chapter was devoted to summarizing these 

findings. In this chapter the Institute was attempting to lay a foun

dation of acceptable accounting practices for inventories, "dis chap

ter sets forth the general principles applicable to the pricing of 

inventories of mercantile and manufacturing enterprises."^ 

"de primary basis of accounting for inventories is cost, which 

has been defined generally as the price paid or consideration given to 

^ H. A. Finney and Herbert E. Miller, Principles of Accounting 
Intermediate (5th ed.; Englewood Cliffs, N. J.: Prentice-Hall, Inc., 
195«), P- 223. 

Accounting Research and Terminology Bulletin (Final ed.; 
New York: American Institute of Certified Public Accountants, I96I), 
p. 27. 
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acquire an asset."^ (toe might expect that accounting for inventories at 

cost would be a simple matter, but this has not been the case. 

d e statement of the general principle (cost) is comp«u:atively 
simple but many technical problems and difficult questions of 
.judgment arise in its application, particularly as the proper 
allocation of specific items.^ 

dose yho have a tendency to worship costs as such should be 
reminded of the fact that the complications resulting from 
accepted cost procedures Involve many assumptions and estimates 
and are at the best nothing more than reasonable allocations. 
Inventories of work in process and finished goods seldom if ever 
include all coata of operation, and the amount determined yariea 
sharply with the policies adopted and procedures employed.^ 

d e problems of cost determination are complicated by the question 

of timing the flow of these costs. "Cost for inventory purposes may be 

determined under any one of several assumptions as to the flow of cost 

factors (such as first-in first-out, average, and last-in first-out)." 

dese several assumptions have resulted in a variety of Income computa-

tlona for basically similar fact situations, d l s diversity makes pos

sible more than one theoretically correct reportable profit. Table 1 is 

included to summarize the effect on reported profits by the use of two 

of the many methods (UFO and FIFO) currently employed as alternative 

means of Inventozy valuation. Table 1 Illustrates that during periods 

of rising prices the use of the LIPO method will produce lower proflta 

3 Ibid., p. 28. 

^ Samuel J. Broad, "Valuation of Inventories," d e Accounting 
Review, XXV (July, 1950), 228. 

5 William A. Paton, "Coat and Value in Accounting," d e Journal of 
Accountancy, 81 (March, 1946), I96. 

Accounting Reaearch and Terminology Bulletin, op. clt., p. 29. 



TABLE I 

SBHAVIOR OF GROSS PROFIT WITH FLUCTUATING 
PRICES UNDER U F O AND FIFO^ 

Unlta Dollara Unite Dollara 

First Period—Prices Rising: 
Salea 
Baglimlng inventory 
Purchaaee 

Total 
Lssa ending Inventory 
Oooda sold 
Groaa profit 

Second Period—Prices Rising: 
Salea 
Beginning inventoxy 
Purehaaea 

Total 
Less ending Inventory 
Goods sold 
Groaa profit 

dlrd Period—Frlcea falling: 
Salea 
Beginning Inventoxy 
Purehaaea 

Total 
Lsaa ending Inventory 
Goods sold 
Gross profit 

Fourth Period—Prices flailing: 
Salea 
Beginning Inventory 
Purehaaea 

Total 
Less ending Inventory 
Gooda sold 
Groaa profit 

]57oo5 

8,000 

8.000 
97555 
1,000 
B 7 ^ 

6,000 
1,000 
6,000 
77555 
IjOOO 
6,000 

l̂ ,ooo 
57555 
1,000 
57555 

*^5JL000 6,000 
17555 
6,000 
7,000 31,050 
1,000 l̂ ,6oo 

i ogo 
26,»50 
18,550 

60,000 
17555 

1̂ 7̂ 555 
5,600 

ifl>600 
157555 

5,600 
33,100 
38,700 

33,200 
11,700 

30,000 
5t555 

g0,250 

Jbi550 
SI355 
8,900 

6,000 
1,000 
6j>poo 
7,000 
1,000 
6,000 

8,000 
17555 
8,000 
9,000 
1,000 
B7555 

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

l̂ ^ooo 
1 7 ^ 
kjOQO 
5,000 
1,000 
117555 

% 

000 
;ooo 

22x250 
3 1 7 ^ 
Jii222 
27|0?0 
17,950 

60,000 
X555 
i»2,600 
1^,600 
Jlĵ OOO 
»2,600 
177555 

1^5,000 
%,000 

ia^ioo 
37,100 

JbL222 
11,900 

30,000 
^,000 

20,250 
2*^,250 

1 ,̂000 
i5ti55 

9,750 

• Adapted trcm: DelmM D. Ray, Accounting and Buaineaa f luctua-
tlona (OalMivllIt: Gniverslty of f lor ida Press, I960}, p . 38. 



in the financial reports than the use of the FIFO method, but in periods 

of falling prices the converse is true. 

d e purpose of this thesis is to present arguments In support of 

current replacement cost as the one and only logical means of Inventory 

valuation. The rationale that will be developed is based primarily on 

concepts in accounting theory. Current replacement cost is not a new 

method of Inventory valuation. However, it has not been "generally 

accepted" by accountants. Since current replacoaent cost has been advo

cated in an American Institute of Certified Public Accountants research 

study by Robert T. Sprouse and Maurice Moonltz,^ there is new Interest 

in this method of inventory valuation, derefore, it Is appropriate at 

this time to marshal arguments In aupport of current replacement cost. 

Definition of Terms 

d e first concept that will be defined is "accoxinting," which cov

ers a wide range of activities from the simplest bookkeeping to compli

cated financial analysis, d e following Is quoted from William Paton, a 

well-known cuicounting teacher and theorist. 

(Accounting is the art of) compiling and interpreting the 
financial data of specific business entities in such manner as 
to furnish a sound guide to action by management. Investors, 
governmental agencies, and other appropriately interested parties. 
In the light of prevailing standards of law and business practice 
and with due regard to long-run as well as short-run considera-
tlona." 

^ Robert T. Sprouse and Maurice Mooniti, A Tentative Set of Broad 
Accounting Principles for Business Enterprises, ("An Accounting Research 
Study," Wo, 3; K«v York: American Institute of Certified Public 
Accountants, 1962), 

® Paton, op. clt., p. 195. 



THe emphasis in this definition, accounting as a tool of decision 

makers, highlights one of the major arguments for the use of current 

replacement cost, d e contention is that the use of current replace

ment cost will produce more realistic financial statements thereby 

producing a sounder basis for decision, d i s argument will be explored 

in greater detail in the next chapter. 

d e following definition outlines the type of assets included in 

the designation "Inventory." 

d e term 'inventories" is used to name those items of the 
tangible assets of a business i^ich are held for sale, are in 
the process of production for sale, or are to be directly 
consumed in the current production of goods or services to be 
available for sale, dis definition excludes the long-lived 
assets which are more appropriately treated by applying the 
procedures of depreciation accounting.9 

Finally, the concept "current replacement cost,' as the major con

sideration of this thesis, must be examined in some detail. Current 

replacement cost is defined as the dollar-price that would be required 

to purchase items of similar utility as those items already in the 

inventory, d e terms of purchase used in determining the price would be 

those typical of the particular business with the normal trade and vol

ume discounts applied to the price computation, d e current replacement 

cost would be based on items with the same utility. Last year's model 

wouM not be valued at the current price of the new model, because the 

market utility is not the same. 

For inventory items produced by the company, current replacement 

cost would be the price at the inventory valuation date of reproducing 

9 Maurice H. Stans, "Inventory Pricing," d e Journal of Accounting, 
81 (February, 19*^6), 106. 
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the article to the same stage of completion, d e date for determining 

^ the replacement price would be the last day in the accounting period--

the statement date. Some basic comaoditles, such as raw animal hides, 

have wide fluctuations in the quoted prices i in order to get a truly 

representative price, it might be necessary to average several days' 

quotations. 

The Importance of Inventory Valuation 

d e question of inventory valuation is of concern to every busi

ness that maintains an inventory, because this figure plays aJi integral 

part in the computation of the cost of goods sold and income. 

Beginning ^ ^ Ending ^ ^ ^ ^ ^ ^.^ 
Inventory * P^^base« - Inventory == ̂ ost of Goods Sold 

Sales - (Cost of Goods Sold -f Other Sxpenaea) = Income 

d e following quotation illustrates the effect of Inventory valua

tion on the reported profits of an individual firm. 

d e value of inventory stocks relative to annual sales in 
manufacturing in the United States is normally around 15 per cent, 
in i^olesale trade around 10 per cent, and in retail trade around 
12 per cent. Approximately ^0 per cent of manufacturing invento
ries are in raw materials, so these alone amount to 6 per cent of 
sales; the rest are in goods in process or finished goods. But 
annizal business profits before taxes in the United States also 
average around 6 per cent of gross sales and are therefore 
roughly equal in amount to materials Inventories, dus a 10 per 
cent increase in the valuation of a final inventozy will (because 
the cost of materials used must be reduced by the amount of the 
Increase) Increase profits by 10 per cent. In retail trade the 
impact is likely to be greater both because Inventories are a 
larger percentage of sales and because profits are usiially a 
smaller percentage. Assuming the inventory percentage is 12 and 
the profit x>®rcentage is 3 a 10 "pei: cent increase in the valuation 
of the final Inventory would increase profits by *̂ 0 per cent*^^ 

\ y 

^^ Bdgar 0. ndwards and Philip W. Bell, d e deory and Measuarement 
of Business Income (Berkeley: University of California Press, 1961), 
p. 137. 



To determine the natlOBVlde implications of inventory valtaatlons. 

examine Table 2, d e United States Department of Commerce accumulates 

TABLE 2 

CORPORATION PROFITS AND im^ENTORY VALUATION 
ADJUSTMENTS, 1929-1962 

(In millions of dollars, except where indicated) 

Year 

1929 
1930 
1931 
1932 
1933 
193*^ 
1935 
1936 
1937 
1936 
1939 
19>>0 
ISkl 
19^2 
19»̂ 3 
19M^ 
19»̂ 5 
XSk6 
ISkl 
ISkB 
19^9 
1950 
1951 
1952 
1953 
195^ 
1955 
1956 
1957 
1958 

Reported 
Corporate 
Profits 
before 
Taxes 

(1) 

9#396 
3,185 
-776 

-2,983 
153 

1,656 
2,986 
5,636 
6,113 
3,053 
6,219 
9,086 

16,751 
20,657 
24,316 
23,027 
lQ,lk9 
22,126 
28,836 
32,161̂  
25,538 
39f62d 
1̂ 0,938 
35,570 
37,185 
32,648 
43,304 
43,732 
41,501 
37,700 

Inventory 
Valuation 
Adjustment 

(2) 

-472 
-3,260 
-2,414 
-1,047 
2,143 
625 
277 
738 
31 

-963 
714 
200 

2,471 
1,204 
773 
287 
564 

5,263 
5,899 
2,152 
.1,856 
4,965 
1,199 
-961 
997 
318 

1,736 
2,560 
1,548 
200 

Adjuated 
Corporate 
Proflta 
before 
Taxes 

(3) » (1) - (2) 

9,868 
6,445 
1,638 
-1,936 
-1,990 
1,031 
2,759 
4,898 
6,082 
4,016 
5,505 
8,886 
14,280 
19,453 
23,543 
22,740 
18,185 
16,863 
22,937 
30,012 
27,394 
34,663 
39,739 
36,551 
36,188 
32,330 
41,568 
41,172 
39,953 
37,500 

Percentage 
Overstatement 
of Operating 

Profit or Under
statement of 
Operating Loss 

W = (2) •» (3) 

•4.8^ 
-50.6 
-147.4 
-54.1 
107.7 
60.6 
8.2 
15.1 
.5 

-24.0 
13.0 
2.3 
17.3 
6.2 
3.3 
1.3 
3.1 

31.2 
25.7 

7.2 
-6.8 
14.3 
3.0 
-2.7 
2.8 
.1 

4,2 
6.2 
3.9 
.5 
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TABLE 2—Continued 

Year 

1959 
i960 
1961 
1962 

Reported 
Corporate 
Profits 
before 
Taxes 

(1) 

47,700 
44,300 
43,800 
46,800 

Inventory 
Valuation 
Adjustment 

(2) 

500 
-200 
0 

-200 

Adjusted 
Corporate 
Profits 
before 
Taxes 

(3) = (1) - (2) 

47,200 
44,500 
43,800 
47,000 

Percentage 
Overstatement 
of Oi)eratlng 

Profit or Under
statement of 

Operating Loss 

(4) = (2) f (3) 

1.1 
-.4 
0 
-.4 

Source: For 1929-1945, U. S. Dept. of CoBBierce, National Income 
Supplement (1954), Tables 18 and 23; for 1946-57, National Income 
Supplement (l958). Tables VI-5 and VI-llj for I958, Survey of Current 
Business (July, i960), dble VII-I8, p. 34; for 1959-62, Survey of 
Current Business (July, I963), Table VII-I8, p. 39. 

estimates of total corporate profits from income tax returns and pub

lished statements. From this data a measurement is made to detezmlne 

the portion of the change in book value of corporate inventories in any 

given year which is attributable to the change in the unit prices at 

which the beginning and ending inventories are valued, d i s adjustment 

Is in a general way the same as Inventory profit—profit received 

because of an increase in the Inventory value simply from holding goods 

in a period of rising prices.^"^ In colimui (2) of Table 2 the positive 

figures are reductions from rei>orted profit and are the product of 

periods of Inflation, d e percentages computed in column (4), the part 

J. Keith Butters, Effects of Taxation, Inventory Accounting 
and Policies (Boston: Graduate School of Business Adminiatration, 
Harvard University, 1949), pp. I5-I6. 



of total inventory values that are considered an overstatement of oper

ating profit or understatement of operating loss, give a clear picture 

of the importance of inventory valuation in computation of profits. 

Businessmen are aware of the significance of the inventory valua

tion. A survey was made of "the controllers or other chief financial 

officers of the eighty corporations which in 1957 . . . had sales of 

12 
more than $500 million.' d e purpose of this survey was to determine 

the accounting problems about which financial executives were concerned. 

Inventory valuation was one of them, d e increased use of the LIFO 

method made it of particular interest. 

From this brief consideration it is evident that inventory valua

tion is Important to the individual enterprise, to the economy of the 

nation as a whole, and that businessmen are desirous of finding answers 

for accounting questions in this area. 

d e Method for Solving the Problem 

As has been Indicated in the section on the thesis puirpose, the 

method of attack on the problem of current replacement cost as a means 

of Inventory valuation will be to develop logical arguments in its sup

port, derefore, it will be helpful to indicate briefly, here at the 

beginning, the major points that will be developed. 

It will be the contention of this thesis that accounting for 

values is the next step in the shift of accounting emphasis from the 

balance sheet to the income statement. Prom the point of view of a 

^ David R. Dllley, "Accounting Problems Warranting Additional 
Research," d e Accounting Review, XXXV (April, i960), 263. 
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grantor of credit, understatement or "conservative" presentation of com

pany assets is Important because it gives him an additional margin of 

safety, d e management of a firm, however, is concerned with finding the 

financial facts as they actually exist. A conservative estimate of 

costs or salea can be as disruptive to operational plans as an overly-

optimistic one. d i s shift in emphasis "leaves suspended in the air, 

and without conceptual foundation, many of the earlier Gtnd still existing 

inventory practices, and discredits conservatism per se as a factor.'^ 

To some the idea of accounting for values is tantamount to aban

donment of objectivity. This does not have to be the result. 

. . • the proper goal of accounting is to measure exchange 
values as closely as possible while maintaining reasonable 
verifiability in the figures. It (new accounting theory) recog
nises the need for objectivity but insists that this need is a 
limitation on our ability to achieve the ideal in measuring 
values; it is not a basis for theory.^^ 

dere are obstacles to the implementation of accounting for utili

ties or values, particularly for fixed assets. But "even if the com

pletely correct calculation of a theoretically defined profit were not 

poaalble, we would still have gained a great deal by knowing what was 

correct."^5 pĵ om a solid foundation of principles, sound practices and 

procedures can be developed and improved, but if the basis is weak, the 

structure is unsound. 

Current replacement coat as a method of inventory valuation 

13 Stans, op. clt., p. 106. 

^^ G. Edward Philips, "de Revolution in Accounting deory," The 
Accounting Review, XXXVII (October, I963), 698. 

^5 Frita Schmidt, "de Importance of Replacement Value," The 
Accounting Review, V (September, 1930), 235* 
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produces more realistic Income statements. It represents inventories at 

the market value in the balance sheet thus making the net chcmge in 

assets more readily apparent. Also, it more nearly charges the revenue 

of the period with the costs of producing that revenue. 

Current acquisition values are clearly superior to historical 
costs in the presentation of the current financial position of 
the firm. Also, current operating profit is most meaningful if 
it la computed by the matching of current costs with, current 
revenues. Operating profit arises only if the exchange value of 
the resources received exceeds the exchange input value of the 
resources given up. d l s concept of profit is also relevant in 
providing information for managerial decisions.^^ 

d i s more realistic income computation facilitates management's 

allocation of available assets. 

Transfer of goods and services at artificial prices, out of 
line with the actual economic significance of the factors 
Involved, would tend to obscure significant measurements and 
might lead to unintelligent utilisation of resources.-^' 

In addition, the problem of inventory valuation cannot be under

stood apart from its relationship to inflation and the instability of 

the value of the dollar. 

d e Importance of the controversy over original v. replace
ment costing depends principally upon one's expectations 
regarding the future behavior of price levels. If the prospect 
were a perfectly stable price hereafter, it would make little 
practical difference whether historical or current costs were 
used in determining current business net income.1^ 

All indications point, however, to a continuation of the historical 

^^ Eldon S. Hendrlkaen, '^Purchasing Power and Replacement Cost 
Concepts—Are d e y Related," d e Accounting Review, XXXVIII (July, 
1963), 481. 

^7 Paton, op. clt., p. 192. 

^8 Kell H. Jacoby, "Some Trends in the Interpretation of Business 
Profits," Accounting and Tax Problems of the Fifties (New York: 
American Institute of Accountanta, 1950), p. k'J, 
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trend toward dacreaalng value of currency. 

for a qtuurter of a century prior to I897 the general trend of 
prlcea had been downward. In that year they reached the loweat 
point alnce 1750. In the early years of the present century, 
however, prices and land values were rising; in I913 the whole
sale price Index was 50 per cent higher than in 1897.^9 

Since 1913, the number of dollars required for a given amount of 

goods has continued to rise with the comparatively brief reversal in the 

1930*S4 Table 3 presents evidence of the price trend in this country. 

d e nations of the world seem to be largely coomltted to a policy 

of continuing inflation. 

One may point to two factors operating in an Inflatlonal 
direction throughout the western world. One is the existence 
of powerful labor unions which press aggressively for Increases 
in money wages and which resist declines in wage rates, d e 
other is the enormous growth in governmental expenditures, 
which are frequently financed by borrowlnga having potentially 
inflationary consequences.^*^ 

d u s accepting the inatability of the dollar and most other mone

tary units, it becomes the reaponaibllity of accountants to Identify and 

isolate the effects of this instability and to give it clear presenta

tion In the financial statements of enterprises. Gtherwise, these 

accounting statements can mislead managers and be a contributing factor 

to the "booBHbust" cycle. 

In periods of rising prices entrepreneurs, relying on 
accounting infoimation, count rises in the prices of goods 
between the date of purchase and the date of sale as income 
rather than as being a part of national wealth. Since the 
entraprtnaur thinks that his profits are greater than they 
actually are, an axcesalve dememd for goods ensues on his 
part which causes further Increases in prices accompanied by 

^9 Study Group on Business Income, Changing Concepts of Business 
IncOB^ (Mew York: The Macmillan Co., 1952), p. 32. 

^ Jaooby, op. clt., p. 48. 
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an axpanalon in productlwi facilities. In the period of falling 
prieaa idilch foUova thia period of axpansion, hlatorlcal costs 
are mlatftkenly used for the lower replacement coata and the 
mppexent lncoa» of the buaineaaman la reduced, which In turn 
cauaea a further reduction in thla demand for gooda.^^ 

TABLE 3 

WHOLESALE PRICE INDEXES (BLS), BY MAJOR 
PRODUCT GROUPS: I89O TO I95I* 

(1926 - 100) 

* Source: Bureau of the Census, Historical Statistics of the 
United Stataa Colonial Tlaaa to 1957 (Wiasklngton, D. C : U. S. 
Government Printing 6ffice, 1 9 ^ ) , pp. 116-II7. (The years I952-I960 
are adjustad to 1926 » 100 basla ffca tables using 1947-1949 as the 
base parlod.) 

21 DeliMS D. Ray, Accounting and Buainess Fluctuations 
(Oalnaavilla: Utalveralty of Florida Preaa, I960), p. 2. 
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finally, in an effort to define precisely what is Involved in cur

rent replacement coat accounting for Inventories and as suppoirting argu

ments for Its use, a description of the method of inventory valuation in 

practice will be included with lUuatratlons and examples of its use in 

industry. 



CHAPTER II 

THE RELATIONSHIP BETWEEN INCOME DETERMINATION 

AND INVENTORY VALUATION 

Introduction 

d e most Important function of accounting records and proce
dures is to facilitate managerial policy. Accountants, however, 
have tended to minimize the management aspect of their work, 
d i s situation jreflects the long preoccupation of accounting 
with externeuL financial relationships that, in turn, has 
resulted in a tendency of accounting technique to become 
increasingly specialized and professionalized, dus, accounting 
frequently has tended to evolve as a field of activity quite 
apai*t f̂ rom management.^ 

Before describing in detail the mechanics of current replacement 

cost as a means of inventory valuation it is necessary to examine 

briefly the larger aspect of accounting for income. Because of the rela

tionship between income determination and inventory valuation, the lat

ter area takes on sane of the inqportance of the former, as was indicated 

in the first chapter. In fact, the primary reason for inventory valua

tion is the computation of net income. 

d e Shift in Accounting Bgphasis 

d e problem of inventory valuation and most of the other points of 

confusion and disagreement in accounting today have their roots in the 

shift In accounting emphasis ftrom the balance sheet to the income state

ment. 

^ Mary E. Murphy, Managerial Accounting (Princeton, N. J.: 
D. Van Nostrand Co., Inc., 1963), p. 3* 

15 
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d l s fundamental change from "reports of stewardship" to eco
nomic data relevant for Investment decisions is largely lost 
sight of aa we cling stubbornly to accounting for historical 
coats. Times have changed, but much of financial accounting has 
not.*̂  

Men and institutions are inevitably slower at reorientation than 

the environmental situation requires. Another current example with seri

ous implications in many parts of the country is automation. 

In the earliest period of commercial development, the owner was 

also the manager of his enterprise; he kept records for his own benefit 

as an informational and control device. With the discovery of the New 

World and with greater political and social stability in Europe, busi

ness began to expand and prosper* dere was a need for increased capi

tal to take advantage of the new c^portunities. Creditors were thus 

brought Into the business to supply this need, dese creditors wanted 

reports on the condition of their investment, d e financial reports 

provided reflect the purposes that instigated their creation. Creditors 

were interested in security; hence, conservatism grew up as almost a 

sacred cornerstone of accounting practice—make provision for all possi

ble losses and record gains only when realized. 

As time passed and commerce grew, the demand for greater amounts 

of capital in business ventures was met by royal and legislative crea

tion of corporations, d e growth of the corporate form has been mainly 

in this century; it la a new phenoi&enon compeired to the history of book

keeping and accoimting. d l s separation of ownership and management 

2 Robert T. Sprouse, "Historical Costs and Current Assets-
Traditional and Treacherous," d e Accounting Review, XXXVIII (October, 
1963), 688. 
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introduced a different outside interest in the affairs of the business. 

Because stockholders were directly concerned with profit, it 
led also to a shift of emphasis from the stattis to the perfora-
ancg of the enterprise. Consequently, the income statement 
(sometimes entitled also "operating statement" or "report of 
earnings") cane to be regarded as more significant than the 
balance sheet.3 

Today the major part of the world's trade is carried on by corpo

rations; the owners of these corporations and often the creditors con-

alder the reported Income as the primary criteria in the evaluation of 

their investment. 

It is generally agz*eed that the measurement of the periodic 
net income of the buainess enterprise, particularly in the cor
porate field, is the most significant and crucial task essayed 
by the accountant, d e level of earnings is the principal 
barometer of overall financial performance, and thus is impor
tant as a means of judging the effectiveness of top manage
ment . . . dere Is also the point that prospective creditors 
and shareholders give a great deaL of attention to the record 
of earnings in making commitments.^ 

d e traditional financial statement characterized by conservatism 

is losing most of its luster. Businessmen and Investors need the most 

real5.etlc income statement and balance sheet that accounting can provide. 

If market la below cost, then the necessary adjustments should be made. 

If market la above cost, the financial statements should reflect thla 

aleo. Otherwise an incorrect analyaia of the company's situation could 

be made, "de recognition of 'unrealized losses' accompanied by the 

ncmracognitlon of 'unrealized gains' produces information which 

3 domas M. Rill and Hyron J. Gordon, Accounting, A Management 
Approach (Hoeiewood, 111.: Richard D. Irwin, Inc., 1959), P* 8" 

'̂  William A. ftiton and William A. Paton, Jr., Corporation Accounts 
and Statements (New York: d e Macmillan Coaqpany, 1955), p. 274. 
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diacrlBlQatea in favor of thoae acquiring as opposed to thoae dispoaing 

Of equities.'*5 

fOr example, assume that Apex Manufacturing Corporation consumes 

two basic raw materials la its manufacturing proceas. dis raw mate

rials inventoxy amounts to 10 per cent of the average annual sales; each 

of the two materials aocoimt for 50 per cent of the total, d e net 

Incone before taxes averages 10 per cent of gross sales. In one particu

lar year new sources of raw material "A" were discovered which broke the 

market and lowered the market value of the Inventory by one half. 

During the same year, inflation and increased demand for raw material 

"B" forced the price to double by year end. d e application of the 

doctrine of conservatism would require a charge to profit and loss of 50 

per cent of the cost of raw material "A" and no adjustment for "B." 

d l a would result in a decline in net Income before taxes of 25 per cent. 

Asaumlng the prices of raw materials remained constant, in the next yeex 

net Income before taxes would be 25 per cent above the average and 50 

per cent above the previous year* From this simple illuatratlon the 

inoonalatency of consezvatlsm becomes apparent. What is conservative in 

one period produces iinconservative reports in the next, dose persons 

who are attea^ting to evaluate the Apex Manufacturing Corporation as an 

Investzaent are at particular disadvantage. A swing in the ratio of net 

income before taxea to groaa sales by 50 per cent could lead to erro

neous conclusions by both those selling the company's stock and those 

buying. 

5 Sprouse and Moonlts, op. clt., p« 57. 
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Definition of Income 

Since income determination is so important in accounting theory in 

general and in inventory valuation in particular, it will he helpful to 

examine briefly some of the characteristics of the concept of business 

Income. 

A veiy simple illustration of profit which is the precursor of the 

modem term "net Income" can be seen in the operations of the seven

teenth century trading voyages. Investors would buy or produce salable 

goods and entrust them to a ship captain who would transport them abroad 

and trade them as best he could. When the ship returned the trade goods 

were sold and the proceeds distributed to the ship captain and the inves

tors. "Profit could be calculated by each partner from comparing his own 

original costs euad the final proceeds, d l s was profit in the true 

sense of the word rather than income. 

Accounting for business profit has long since passed the simple 

computations of the seventeenth century. Today accrual accounting is 

practiced almost universally. Also the life span of an enterprise has 

increased greatly; the corporate form, theoretically, haa unlimited life, 

d e income concept is determinative of most other areas of accounting, 

because these other areas are recorded and classified in such a manner as 

to reflect Income consistent with the overriding concept. 

A Dictionary for Accountants defines "income" as follows: 

In most accounting usage, "income' customarily refers to any 
factor, other than additional Investment, that increases the 

6 A. C. Littleton, Essays on Accountancy (Urbana: University of 
Illinois Press, I96I), p. 287. 



owner's equity in an enterprise: a concept In harmony with the 
definition appears in Eisner v. Macomber, 252 U. S. I89: 
" . . . the gain derived from capital, from labor or from both 
combined, provided it be understood to Include profit gained 
through a sale or conversion of capital assets."7 

d e following comments define "Income" (profit) from the point of 

view of the economist. 

Because of . . . differences between a firm's true economic 
position and its position as revealed on its €u:count books, it 
Is necessary to distinguish between "business profits" and 
"pure profits." Business profits are simply the difference 
between receipts and explicit costs. Pure profits, on the 
other hand, are the difference between receipts and all costs, 
laQ>llclt (opportunity costs) as well as explicit costs. Only 
by considering pure profits can one know the true economic 
position of the firm.8 

Economic and accounting concepts of Income are getting closer 

together in spite of differences in terminology. 

. . . an economic concept of Income for a corporation Includes 
matching current replacement costs against sales Income. It will 
be seen that as long as price levels remain reasonably constant, 
the economic concept, to this extent, does not differ materially 
from the accounting concept; it is only as price levels change 
materially that the differences become large and importemt and 
that is what has happened.^ 

. . . there can be no recognition of inccMne for a period 
unless the capital employed in the business at the beginning of 
the period has been maintained, that is to say after it has been 
established that the purchasing power of that capital at the end 
of the period is equal to that at the beginning of the period.^0 

"̂  Eric L. Kohler, A Dictiottary for Accountants (2nd ed.; Englewood 
Cliffs, N. J.: Prentice-Hall, Inc., 1957), p. 258. 

^ Arthur E. Bums, Alfred C. Neal and D. S. Watson, Modern 
Economics (New York: Harcourt, Brace and Company, 1953) P» 377• 

9 George D. Bailey, "Concepts of Income," Harvard Buainess Review, 
XXVI (November, 1948), 689. 

^0 A. Goudeket, "An Application of Replacement Value deory," 
The Journal of Accountancy. 90 (July, i960), 38. 
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Current replacement cost "Uieory in general and as applied to inven

tory valuation facilitates the determination of income by making the 

Investment at the beginning of the period comparable with that at the 

end by using values with a common basis, dus, the difference between 

the two totals is the real gain or loss in assets. Also each financial 

statement prepared during the accounting year will match more closely 

expenses and revenue because the changes in replacement cost are 

Included. 

Many articles axid books have been written in an effort to define 

precisely the concept "business income"; therefore, it is possible for 

the quotations and exposition above to define the concept in outline 

only. 

dere are two aspects of income determination that will require a 

closer examination, because they are particularly significant in inven

tory valuation, dese two concepts are "value" and "stability of the 

monetary unit." 

Value 

d e woz^ "value" vhen used in relation to assets tends to make 

accountanta skeptical. Accountants have generally considered value as 

subjective—"value, like beauty lies in the eyes of the beholder."^ 

"Value to the owner" (or "utility" or 'value in use") means 
the satisfaction that the given owner expects to derive from 
his rigjita to the goods, etc., in question. Its amount is 

^ Charles E. Johnson, "Inventory Valuatlon--de Accountant's 
Achilles Heel," d e Accounting Review, XXIX (January, 1954), 15* 



22 

obviously a subjective matter though comparisons are possible.^ 

However, value becc»aes objective \rtien it is determined by arm's 

length negotiations. In this thesis when the word "value" is used, the 

concept meant is "market value." Market value is the utility of the 

asset as determined "by the exchange price. 'Cost and value are not 

opposing and mutually exclusive terms. In fact cost is significant pri

marily because it approximates fair value at date of acquisition."''"^ In 

periods of monetary stability, value and cost would be the same in most 

cases, but in periods of inflation the cost of an asset soon loses Its 

relationship to the market value of the asset. 

It is necessary that market value be objectively determinable. In 

the American Institute of Certified Public Accountants bulletin. 

Restatement and Revision of Accounting Research Bulletins, the term 

"market" is defined as being the same as current market value and recom

mended for use, within limits, in the determination of the lower of cost 

or market in Inventory valuation. 

If current replacement cost is objective, definite, verifiable 
and more useful i^en it is lower than acquisition cost, it also 
possesses those attributes \dien it is greater. By the use of cur
rent replacement cost, a change in "utility is recognized in the 
period vhea the change takes place.''^^ 

d e major point is that the use of current replacement cost 

^ Ronald S. Edwards, "de Nature and Measurement of Income," 
Studies in Accounting deory, ed. W. T. Baxter and Sidney Davidson 
(Homewood, 111.: Richard D. Irwin, Inc., I962), p. 80. 

^3 Paton, op. clt., p. 193. 

^^ Accounting Research and Teralnology Bulletin, op. clt., p. 31< 

^5 Sprouse and Moonltz, op. clt., p. 31. 

file:///rtien
file:///dien
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measures the change in total asset utlUtles or values, which is the aim 

of income measurement, while maintaining a close contact with veri

fiability. Historical cost does the latter without accomplishing the 

former. 

But, if the primary goal of financial accounting is objec
tivity in the meaningful measurement of Income and financial 
position, hlatorlcal coats must give way to current market 
values and replacement costs. In the vast ma,1orlty of situa
tions such measurements are objectively feasible, deir use 
could go far in eliminating the manipulative aspects and 
inconsistencies in financial statements and in restoring their 
relevance."*-" 

Instability of the Monetary Unit 

"In formulating a statement of principles of accounting, . . . it 

is custoaiary to assume that the monetary unit is substantially stable in 

value."^7 j ^ examining dble 3 in Chapter I, it is obvious that this 

assumption is not valid now, if it ever was. 

Before the First World War, when practically all currencies 
had a metallic base and were freely convertible and the i)Ound 
sterling was, for all practical purposes, an international 
currency, most of the problems (of replacement value theory) 
hardly existed.^° 

Now, when practically all currencies are of the "managed' 
typei when convertibility is subject to all sorts of restrictions 
and limitations, and when many countries have a number of 
exchange rates, . . . we are faced with a bewildering host of 
new and unfamiliar problems."^^ 

^ Sprouse, op. clt., p. 695. 

'̂̂  George 0. May, financial Accounting (New York: d e Macmillan 
Co., 1943), p. 96. 

^^ Maurice E. Peloubet, "Letters—Replacement Value deory," 
d e Journal of Accountancy. 110 (August, I960), 27. 

19 Ibid., 28. 
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Inflationary conditions seem to be a permanent characteristic of 

buainess declaiona. 

. . . economiats generally regard it as probable that prices 
will show a more persistent tendency to rise in the future than 
in the past. But leather this will be the case or not, it must 
be conceded that ignoring instability in a unit which fluctu
ates 100 per cent or more in a quarter of a century can be 
justified only on the assumption that at best the conclusions 
derived from Its use have no great claim to economic signifi
cance.^^ 

Accounting statements without significance are worse than useless, d e 

use of current replacement cost in Inventory valuation is an Important 

step in making the statements more realistic by adjusting and revealing 

the effects of Inflation* 

d e rate of inflation that has prevailed in this country is con

sidered by some to be so low that it is insignificant, but they forget 

the matter of the Increase compounding Itself. A close approximation of 

this effect can be obtained by dividing the number "70" by the yearly 

rate of depreciation in currency value. If the rate were 7 per cent per 

year, then in ten yeeurs the dollar would be worth only half as much as 

it was at the beginning of the inflationary period. 

From this simple approximation it can be seen that this element of 

instability can become Important in income determination. How can the 

manager of an enterprise measure the results of his decisions if these 

results are combined with economic fluctuations? 

It would seoB that in the longer view methods could, and 
should, be developed whereby the frame work of accounting wouM 
be expanded so that the results of activities, measured in 
units of equal purchasing power, and the effects of changes in 

^ Paul Grady, (ed.). Memoirs and Accounting dought of George 0. 
May (New York: d e Ronald Press Co., 1962), p. 227. 
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value of the monetary unit would be reflected separately in an 
Integrated presentation which would also produce statements of 
financial position more broadly meaningful than the orthodox 
balance sheet of today. It is believed that statements of 
business Income in i^ich revenues and charges against revenue 
would be stated in units of substantially the same purchasing 
power would be significant and useful for many of the purposes 
for which income determinations are commonly used . . . ̂ -̂  

At the present time it is up to each statonent interpreter to 

apply as much knowledge and financial sophistication as he may possess. 

d e results of inflation are not revealed in the statements per se. 

Now that the main emphasis has shifted from the balance 
sheet to the income account, the effect of the change in the 
value of the monetary unit on the balance sheet is not the 
major question to be considered, d e problem is rather to 
determine the form and content of the Income account in such 
a way ^ to indicate as fully as possible its real signifi
cance. 

In the next chapter an application of current replacement cost 

will be described and illustrated, and this will disclose how the cur

rent replacement cost valuation method helps to more clearly define the 

"real significance" of the income account. 

Use of the Current Replacement Cost Method 

and Managerial Decisions 

d e discrepancy between historical cost and current value has 

important lapllcations for the computation of income. Inventories pur

chased at one mai*:et value are charged against revenue at a dollar 

amount less than the market value at the later date, d e Implication 

that the resulting Income is the product of operations is not accurate. 

^^ Study Group on Business Income, op. clt., p. 105 

22 jiay, op. clt«, p. 87. 
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"Dae figure shown as net Income includes the realization of the infla

tionary Increase in the dollar price of the beginning inventories. It 

is the responsibility of the accountant to clarify the situation. 

Accounting is a service function. Its justification for 
existence is its usefulness in helping management do a better 
job than may be done without it. Good accounting helps 
management; bad accounting hinders and misleads management. 
If accounting serves only as a necessary evil—to satisfy 
record-keeping laws or to compile historical reports for out
siders such as lending agencies--it serves primarily a finan
cial purpose and its major usefulness is foregone.23 

Accounting can serve its "major usefulness" by providing informa

tion about the operation of the business that will give manageiaent 

insist into the sotArces of profit and loss. 

In general, the accotmting process must provide more than 
a measurement of the net amount earned during a period of 
time. Information about the components of profit is needed 
as a basis for evaluating the past and forecasting the future.24 

Current replacement cost in inventory valuation would help to 

remove the confusion about inventory profits in periods of inflation 

and losses in i>eriods of declining prices and facilitate the interpre

tation of the Income statement. 

d e use of current (replacement) cost has the further advan
tage of Introducing a clean-cut distinction in the accounts 
between profit from holding an item through a price rise or 
fall and profit from "operating margins," that is. the differ
ence between sales price and current (replacement) cost of 
goods sold.25 

Because of inflation and the resulting instability of the dollar. 

23 Charles T. Homgren, Cost Accounting A Managerial Bnphasis 
(Englewood Cliffs, N. J.: Prentice-Hall, Inc., 1962), p. k, 

24 Sprouse and Moonltz, op. clt., p. 45. 

25 Ibid., p. 29. 
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current replacement coat becomea a more accurate meaaure of the coat of 

producing current revenue by aegregatlng operating proflta from inventory 

proflta. Otherwiae, the whole management function can be diatorted by 

an unrealistic income statement. 

Without taking into consideration current values, we find it 
impoaalble to reach valid concluaiona or develop fully revealing 
information about auch Importemt matters as: 

1. Return cm total capital employed. 
2. Return on capital or stockholders' Investment. 
3. Optimum mortgage loan financing texms. 
4. Neceaaaxy coverage under fire and cooprehenaive insurance 

policies and proof of loaa. 
5. Evaluation of specific segments of an operation or an 

entire buainess for purposes of purchase, aale or merger. 
6. Coata axud proflta meaaured in terma of current values 

rather than often misleading book or original values.26 

d e «idju8tment of inventories to current replaceaMrnt cost will 

include other elements than price level fluctuations, d e maz^et price 

of basic raw commoditlea, particularly, is subject to the Interaction 

of several forces. "Market prices are Influenced by a great variety of 

things including tastes, technology, expectations, market imperfections, 

time preference, acta of God, and the money supply. "27 

As an additional aid to management, it would be possible in some 

enterprises to analyse the current replacement cost Inventory valuation 

adjuatmeat to determine what part was caused by price level changes and 

what part was caused by demand and other market factors. In the majority 

of Instances the inventory prices are controlled by auppllera who pro

duce to meet the demand and thua control the price of their product aa 

2^ fiEarry N. Kamph, "Current Values—An Imperative in Today's 
financial Reporting," H. A. A. Bulletin. XLII (August, I96I), 3Q. 

27 Riiiipa, op. elt., p. 700. 
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it la affected by market factors. 

The American Institute of Certified Public Accoxintants 

Research Bulletin on Price Level Changes 

In the final analysis, as has been indicated, inflation with the 

resulting unreality in the Incorae statement is one of the primary 

reasons for using current replacement cost as a means of Inventory 

valuation, d e Research Staff of the American Institute of Certified 

Public Accoimtants has recently published a bulletin on the problens of 

accounting for inflation. Reporting the financial Iffects of Price-Level 

Changes, d e following quotations reflect the conclusions in the bulle

tin; these conclusions support the arguments that have been presented in 

this thesis. 

Dollars are not comparable, dis means that the dollar as a 
neaauring device, is unstable or elastic. In terms of Its com
mand over goods and services, it represents something different 
at each point of time . . . If \h& change is material, the dollar 
at two points of time cannot, for most p\irposes, be added, sub
tracted, or otherwise compared with any expectation of getting 
meaningful or useful results.2^ 

d e quotation above supports the argument that the use of histori

cal coat in inflationary periods produces income statements that compare 

revenue dollars and expense dollars that are not comparable. 

d e following quotation denies the existence of inflationary 

Inventory profits, d e gain is required to replenish the original 

amount and quality of inventory. Income is not earned unless the assets 

2^ Staff of the Accounting Reaearch Divieion, Reporting the 
financial Effacta of Price^Level Changea, ("An Accounting Reaearch 
Stuitr,'' Mo. 8; Hew York: American Inatitute of Certified PubUc 
Accountanta, Inc., I963), p. 23. 
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at the end of the accountlxlg i>erlod are greater in value or utility than 

thoae at the beginning. 

Gaina or losses do not arise from recognizing the effect of a 
changing price level on the nonmonetary items (principally the 
inventories, the fixed assets, and the equity of the common 
shareholders), d e recognition of the effect of a changing 
price-level on these items is merely a restatement of acquisi
tion cost or of owners' equity in terma ^f^ the purchasing power 
of the dollar at the balance sheet date.' 

29 Ibid., p. xll. 



CHAPTER III 

THE CURRENT REPLACIMENT COST METHOD OF 

INVENTORY VALUATION APPLIED 

Introduction 

Some of the reasons for using current replacement cost for inven

tory valuation have been examined in the preceding chapters, d i s chap

ter will describe and illustrate accounting procedures ^Ich will accom-

aiodate the current replacement cost method of valuing inventory. In 

addition, current replacement cost will be contrasted in major aspects 

with other methods of inventory valuation. 

d e jdiysical control of inventories is based on a perpetual count 

system or on a periodic count system, d e perpetual Inventory system 

requires the maintenance of individual records for each item in the 

inventory, d e purchase and transfer of each item is recorded on the 

applicable Inventory ledger c«urd; therefore, at all times this ledger 

card shows the balance on hand. Perpetiial records may be kept in terms 

of quantities or in terms of both quantities and cost. 

Such a record facilitates managerial control and preparation 
of Interim financial statements. Physical Inventory counts are 
taken at least once a year in order to check on the validity of 
the clerical z^cords. 

The periodic Inventory method does not keep a day-to-day 
record of inventories. Instead, costs are recorded by natural 
claaalflcationa, such as Material Purchases, Freight In, and 
Purchase Discounts. Costs of material used or costs of goods 
sold cannot be computed accurately until ending inventories, 
determined by physical count, €ire subtracted frcMn the sum of 
the opening inventory, purchases, and other operating costs.^ 

^ Homgren, op. clt., p. 23. 

30 
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d e Application of Current Replacement Cost Method 

d e application of the current replacement coat method of valuation 

to a periodic Inventory ayatem la a almple and inexpensive matter. When 

the physical count of inventozy la made, as required by the periodic 

count ayatem, the valuation is determined by multiplying the number of 

unlta on hand by the current replacement cost. No thought would be 

required in determining which coata were flrat and vhlch costs were last. 

d e usual entry is required to record the ending inventory, d e 

following entry la an example, (de amounts used here euad in the fol

lowing entries are based on the detailed illustration shown on page 34 

of this chapter.) 

Inventories $240 
Cost of goods sold $240 

To record ending Inventory on a current 
replaceaM»nt cost basis. 

d e ending inventory thus recorded would be shown in the balance sheet 

making It a more realistic statement than where other cost methods are 

used, siiKje it would reflect the current market value of the Inventory, 

d e FIFO method approximates this realism, but if the last purchases 

were not made at the end of the accounting period, the Inventory values 

shown would not, in periods of price fluctuation, represent market 

value. As described later in thla chapter, the balance sheet presenta

tion of Inventory, i^en the LIFO method of inventory valuation is used, 

bears no relation to current market value, since prices used in the 

valuation originated in the period in which LIFO was adopted. 

In addition to the above entry setting up the ending Inventory, an 

adjustment to the Cost of Goods Sold account is required if the most 
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useful Income statement is to result, d e purpose of the income state

ment la to match the revenue of a apeclflc period with the costs rea

sonably assignable to that revenue, thus measuring the results. Obvi

ously, more meaningful Income atatementa are produced if current costs 

are applied to current revenue. When the FIFO method of Inventory valu

ation is used, the Coat of Goods Sold account is wel^ted toward the 

oldest costs, since the ending inventory is taken from the latest pur

chases. If the Inventory turnover is one or less, all prices used in 

computing costs of sales will be trcm previous periods, d e slower the 

turnover the older the prices will be. d e following adjustment would 

be required during periods of rising prices. 

(a) Cost of goods sold $45 
Realization of increases in 

Inventory prices $45 
To record the holding profit or cost 
saving in the beginning inventory. 

d e tvo accounts would be in reverse order in periods of falling prices. 

(b) Realization of decreases in inventory $45 
prlcea 

Cost of goods sold $45 
To record the loss f̂ ora holding 
Inventories. 

d e amount of the adjustment is determined by subtracting the 

beginning Inventory valued at current replacement cost from the same 

quantity of Inventory valued at current replacement cost at the end of 

the period, d e difference between these two amounts will be the gain 

or loss from holding inventories. A portion of the gain or loss will be 

realized each time that the Inventory is turned; however, the results 

will be the same and the computation will be greatly simplified by meas-

uslng the change in the current replacement value of the beginning 

Inventory during the accounting period. 
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TSie separation of inventory-holding proflta or loaaea tram the 

operating profits or losses can be of considerable aid to management. 

Thla asaiatance can beat be underatood by reviewing the congressional 

inveatigation into corporate profits after Wbrld Wiar II.2 Although 

major corporations were reporting record profits, they were experiencing 

great difficulty in replacing inventories. By the use of the adjustments 

described above the sources of net income become clearer. Also, the 

management can determine more wisely the disposition of such income. 

d e discussion thus far assimes that all Increaaea in prices are 

the result of inflation, d i s Is not true; various market factors of 

supply and demand cause prices to change. Burtlcularly, companies 

dealing in raw coBmoditiea are subject to these factors. It would be 

helpful in these companies to separate the inflationary Increase from 

the other factors &B an additional aid to management. 

The use of the LIFO method of Inventory valuation matches the most 

recent purchase costs with the current revenue, because the oldest 

prices are used in the ending inventory. Aa will be considered in more 

detail later in thla chapter. Inventory holding profit or coat saving is 

hidden in the inventory account balance, since the amount shown in the 

balance sheet has no relationship to market value. 

A detailed illustratlcm Is presented below to show the manner in 

which current replacement cost takes the best features of both the FIFO 

and M F C methods—realistic balance sheet and useful net Income computa

tion—into one method. 

2 Hearings before the Joint Conmittee on the Economic Report 
Congreaa of the United Statea, Corporate Profits (Wlaahington, D. C. 
U. S. Goven»ent Printing Office, 1949). 
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Aaaumed aalea and purehaaea data for a three year period for the 
XiZ Xnterprlaes is as follows: 

first Yecur--Business Organized 
Purchases: 
First 100 units at $1.00 
Second 200 units at $1.10 
third 250 units at $1.20 
fourth 100 \inlts at $1.25 

Sales: 500 units at $1.80 
Ending Inventory I50 units 
Current replacement cost per unit $1.30 

Second Year—Prices Rising 
Purchases; 
first 100 units at $1.30 = $130 
Second 200 units at il.40 = 280 
Uhlrd 250 units at $1.50 = 375 
fourth 100 units at $1.55 = 155 
Total purchases $9»0 

Sales: 65O \mits at $1.80 — 
Ending Inventory I50 units 
Current replacement cost per unit $1.60 

dlrd Year—Prices falling 
Purchases: 
first 100 units at $1.6o = $l60 
Second 200 units at 4l.50 - 30O 
dlrd 250 units at il.4o = 350 
fourth 100 units at $1.35 « 135 
dtal purchases $945 

Sales: 650 unite at $1.80 
Ending Inventory I50 units 
Current replacement coat per unit $1.30 

Groas Profit Computation: 

Periodic or Perpetual Count Periodic Count 
Current Replace-

Ĵ ^̂ ^ ^•^^ ment Cost 

Second Year—Rising Prices 
Sales $1,170 $1,170 $1,170 
Cost of goods sold: 
Beginning Inventozy $ 185 $ 155 $ 195 
Purchases 940 94o 940 
Goods available for 
sale $1,125 $1,095 $1,135 

Less: fiadlng Inv. 230 155 240 
Cost of goods sold $ 895 $ 940 

Adjustment (a) p. 32 
Adj. cost of goods sold 
Groaa profit $ 275 $ 230 

file:///inlts
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Periodic or Perpetual Count Periodic Count 
Current Replace

ment Cost FIFO LlfO 

Third Year—falling Prices 
^*^* $1,170 $1,170 $1,170 
Coat of goods sold: 

Beginning Inventory $ 230 $ 155 $ 24o 
Purehaaea 945 ^^ ^^ 
Gooda available for 

8*i« $1,175 $1,100 $1,185 
Leas: Ending inv. 205 155 19^ 
Coat of gooda aold 970 91̂ 5 990 

Adjuatment (b) page 32 (1^5) 
Adj. coat of gooda aold $ 9tv5 Groaa profit $ 200 $ 225 $ 225 

From the coi^arative presentation above, it can be seen that the 

use of the current replacement cost method of inventory valuation matches 

the coat of the current purchases (cost of goods sold plus the adjust

ment) with the current sales revenue, d l s ability to correctly match 

costs and revenues is a major argument claimed by supporters of the LIFO 

method* When current replacement cost is used, the ending inventory is 

shown in the balance sheet at current market value i^lch adds realism to 

thSLt statement, finally, lAien t h e other half of the adjuatment entry la 

ahown on the Income atatoient, managers and others can better interpret 

the results of operations. 

d e account Realization of Increases (Decreases) in Inventory 

Prlcea that is used in the current replacement cost adjustment would be 

shown la the Incoow atatement under the aection heading Non-Operating 

Income or Other Income, d e income atatement for the company illua-

trated above, ualng the same aaamed facta, would appear as follows: 
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IncoBw from operationa: 
Sales 

Cost of goods sold: 
Beginning inventozy 
Adjustment to current 

replacement cost 
Purchases 
Goods available for sale 
Less: Ending inventory 
Cost of goods sold 
Gross profit 

Operating expenses: 
Selling expenses 
General expenses 

Total operating expense 
Net operating income 
Hbn-operatlng Income: 
Realization of Increases 

(decreases) in inventory 
prices 

Net operating and non-operating 
incoBie before state and federal 
taxes 

Second 

• 195 

45 
940 

$1,180 
240 

• 75 
25 

, Year 

$1,170 

* 

* 

^ 0 
230 

100 
130 

dird 

$ 240 

(45) 
945 

$I;;TO 

% 75 
25 

Year 

$1,170 

$ 225 

* 1^5 

M Shi) 

80 

d e use of the current replacement cost method of inventory valua

tion greatly simplifies the record keeping for perpetual count Inventory 

systems, as it does for periodic. A business desiring to use perpetual 

records as a control device could eliminate Inventory valuation in sub

sidiary ledgers and carry quantities only, d i s would provide manage

ment with information as to the inventory quantities at all times. 

Inventory valuation for financial statements could be prepared as needed 

by multiplying the current replacement cost by the number of units on 

hand. If the business was maintaining cost accounting records, the 

Inventory units could be charged to production at current replacement 

cost< 
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Since the Inventozy account in the general ledger includes a 

valuation amount for the ending Inventory when the perpetual method is 

used, it would be necessary to adjust thla balance to current replace

ment coat rather than simply recording the ending inventory as is the 

case with the periodic method, d e adjustment would vary depending upon 

the method used in costing out the Inventory Issued. 

d e preparation of the incoeie statement would be the same under 

either the periodic or perpetual Inventory count system, d e advantages 

of using current replacement cost are the same as indicated when the 

periodic system was considered, d e Inventory account in the balance 

sheet is shown at current market value and not some past purchase price 

as is the case with the LIFO method. Also, the income statements 

separate the operating incooie from the inventory holding Income so that 

managers and Investors will not be misled in evaluating the results of 

operations. 

d e illustrations shown above assume that the firm has only one 

Inventory account, but manufacturers generally have three—Raw Materials, 

Goods in Process, and Finished Goods, d e entries would be the same for 

a manufacturing enterprise, but adjustments would have to be computed 

separately for each of the inventories. 

In determining the current replacement cost, it is necessary to 

use an average price since the price for any particular day ml|^t not be 

truly representative of current replacement cost because of some extra

neous factor, d e length of the period used in detei«inlng the average 

would depend on the commodity and the rate of fluctuation in the mone-

tazy unit. 

One of the arguments favoring the use of current replacement cost 
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for inventory valuation is the ease, in most Instances, of securing the 

neceaaary price information. 

We will not need to consider . . . in this chapter the practi
cal problem of obtaining current prices. With inventories, auch 
prlcea are readily aacertalnable for the moat part; the assets 
are generally marketed continuously, and a telephone call or an 
arrangaaent with a seller for a period end statement would be all 
that Is needed.^ 

d e general acceptance of the relative ease of securing market 

prices and the validity of theae prices la corraborated by the American 

Inatitute of Certified Public Accountants. As haa been pointed out 

before, the Inatitute recommends, within limits, the use of current 

replacement coat (market) in the computation of lower of cost or mar

ket.*^ 

Current replacement cost has been used in several foreign coun

tries, particularly in Europe and Latin America \Aiere Inflation has been 

more violent than in the United States. In Austria a profession of 

Independent appraisers has emerged to Insure objectivity In the amounts 

recorded. A study was made in Austria of the effects of recording 

replacement values for assets in the accounting records, d e following 

partial list of conclusions incliides the ones that apply to inventory 

valuation. 

Findings made from this study would suggest the following con
clusions. 

3. Even in our time of rapid technological advances, replace
ment in kind can be made in the majority of cases. 

3 Bdwirda and Bell, op. clt., p. I37. 

Accounting Reaearch and Terminology Bulletin, op. clt., p. 31 
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6. Intentional misrepresentation, in the form of over-stating 
replacement values, was negligible. 

10. d e Austrian experiment proved that it is economically as 
well as practically feasible to revalue assets and adjust the 
bo<^a. 

11. The revaluation eliminated the need for two sets of records, 
one on the coat baais for legal and tax purposes, the other on the 
current value basis for pricing, costing, etc.^ 

A more specific implementation can be seen in the Philips Company, 

a world-wide manufacturer of electrical products, with headquarters in 

the Netherlands, dla company uses current replacement coat for fixed 

as well as current assets. 

In accordance with the principles of "accounting for manage
ment," the responsible managers of all levels must know periodi
cally the Income and the capital employed, both in total amd in 
detail, for this purpose the replacement value is applied. In 
other words, the application of the replacement valiie theory is 
not merely a calculation technique used In preparing the annual 
statements of the concern. It is Integrated in the accounting 
system of all sections of the concern at every stage. In this 
way it is ensured that all infozmation for management is com
piled In accordance with this principle, and thus the replace
ment value automatically enters into all management considera
tions and decisions.6 

d e Philips Company develops an index number in proportion to the 

change in current price and applies this to the standard costs used. 

d e quotation below describes in considerable detail the company's 

method of preparing this index. One of the arguments against current 

replacement cost is that It is impractical. Althoixgh the practicality 

is not a criteria in this theoretical consideration, it is of Interest 

that current replacement can and is being used in industry. Ihe Philips 

5 Felix P. Kollarltsch, "Replacement Values in Practice—de 
Xxample of Austria," H. A. A. Bulletin. X U I (August, I961), 45. 

6 Goudeket, op. clt.t p. 38. 
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Company has proved that it can be used and used to good advantage as Its 

incone atatement w i U teatlfy. 

The organization for the calculation of index numbera can be 
described aa follows: 

a. d e calculation of index numbers is part of the duties of 
an estimating department. 

b. d e purchasing department keeps records of the purchase 
prices of the main raw materials on the basis of market quota
tions, tenders, recent purchases and the like, and Informs the 
estimating department regularly of all price changes. 

c. On the basis of the information under (b) the estimating 
department has at its disposal up-to»date price records. 

d. for its own purposes and on behalf of other departments 
i«ilch require current information on prices, the estimating 
department keeps a so-called rough price list of the major 
articles purchased. By means of lists of price changes which 
are serially numbered, these lists are kept up to date. 

e. d e estimating department also keeps a more detailed 
price list in which related articles are classified in groups, 
d e index numbers for the articles appearing in the rough 
price list determine the index nimibers of the entire related 
group. 

f. for labor and overhead, the index numbers are calculated 
on the basis of the trend of the price levels of wages and 
expenses. As far as expenses are concerned, the changes are 
not calculated to the very last detail; capacity costs are 
given iMjor attention. 

g. for the calculation of the index numbers of the comptusy's 
own production, covering both semi-finished and finished 
products, the estimating department has the following data at 
its disposal: 

il) Standard prices and index numbers of purchased articles. 2) Standard prices and index numbers of products of 
supplying departments. 

(3) Standard prices and index numbers of rates for man and 
machine hours of the related production unit, 
h. In the case of the company's own production, also, the 

Index niMbers are not calculated by individual article. By an 
appropriate grouping of the articles, the index number of one or 
some prototype(s), which is (are) the article(s) representative 
for a i^ole group, la calculated. Ttila index number is appli
cable to the whole group•< 

By way of summary, cunrent replacement cost for inventory valua

tion produces a more realistic operating profit. The realization of 

^ Ibid., p. 40. 
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increaaea In Inventory values resulting from price changes are ahown for 

i*hat they are, and not as increases in operating profit. Inventorlea 

are ahown in the balance sheet at realizable values thus prod\2Clng a 

more realistic and infoziaative balance sheet. 

The remainder of this chapter will be devoted to an examination of 

the moat widely uaed methods of inventory valuation. Of course, in 

inventory valuation, as in most other areas of accounting, federal 

income tax regulations are a prime factor in method selection. At the 

present time current replcu^ement cost is not accepted by the taxing 

authorities. However, additional evidence of the worth of replacement 

cost statements can be seen in the fact that the Philips Company and 

others use this method even thou^^ additional computations and records 

are required to conform with tax laws. 

FlfO 

first-in, first-out is probably one of the original methods of 

Inventoxy valuation. It is based on a flow of goods concept that Is 

clearly related to the physical movement of merchandise, d e oldest 

goods are usually sold first. 

d e so-called FIFO method of inventory valuation possesses 
three attractive characteristics: First, in the great majority 
of cases it so nearly approximates the ^yslcal movement of 
goods that the actual differences in flow can be ignored; 
second, it eliminates a U possibility of influencing profits 
through selection of individual items from a homogeneous inven
tory or through the mere expansion or contraction of Inventory 
quantities; third, the method produces a balance-sheet quantum 
which Is, in general, a reasonable reflection of the current 
market.^ 

^ Coomittee on Concepts and Standards Underlying Corporate 
financial Statements, "Inventory Pricing and Changes in the Price 
Levels," The Accounting Review. XXIX (April, 1 ^ 4 ) , I90. 
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©le major result of FIfO on income determination is that the 

oldest Inventory costs are charged against current revenue. In periods 

of rising prices reaUzation from holding inventories is included with 

profit from operations, dese operating profits are taxed and paid out 

as dividends. If all the reported profits are disbursed as tax payments, 

dividends, and wage increases, the company will not be able to replace 

its stock of merchandise, d e use of FIFO led to much corporate diffi

culty and to a congressional investigation in the early post war years.^ 

Current replacement cost presents the balance shetet Inventory 

valuation at approximately realizable value as does FIFO in most 

instances. However, current replacement value does not have the FIFO 

weakness of overstating operating profits, d u s the comparison between 

current replacement cost and FIFO is favorable to the former. 

LIFO 

Last-in, first-out method of inventozy valuation has developed as 

a direct result of the weakness of FIFO just described. "Recognition 

that Inflated prices result in inflated profits is the main reason idiy 

the U f O method is recomnended."^^ LIfO is concerned with the flow of 

costs rather than merchandise. The law making U F O acceptable for tax 

purposes was passed in I938 and limited its use to certain companies 

with the following characteristics. 

^ Hearings before the Joint Conmittee on the Economic Report 
Congress of the United States, op. clt. 

^^ Konrad Sngelman, "How to Deal with Inflated Profits: U F O 
Compared with Other Inventory Valuation Methods," d e Journal of 
Accountancy, 85 (March, 1948), 220. 
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1. d e Investment in Inventories must be large, relative to 
other asaeta. 

2. The inventory must consist of a few basic materials irtiich 
form a eubatantlal part of the cost of the product sold. 

3. The spread between raw material cost and selling price 
must be relatively conatant. 

4. Inventory turnover must be slow because of the length of 
the period of process. 

5« The company Involved must customarily make purehaaea of 
raw materials to fill specific ordersT"-

As the inflation after the Second Wbrld War Increased there was 

demand by other companies for the authority to use the LIFO method, d e 

desire for the change was based primarily on an expected Income tax 

benefit. 

Since tax avoidance is such a prime factor in the choice of LIFO, 

it will be helpful to list briefly the major requirements for qualifying 

under the tax law. As is Indicated below, the concept of lower of cost 

or market cannot be used v±th the LIFO method; therefore, in periods of 

price decline LIFO has the opposite of the desired effect—lower taxable 

income. 

According to the amended 1939 regulations (federal Income tax) 
i^lch are still in effect, there are five general conditions to be 
met by any concern which wishes to adopt LIFO in computing its 
income tax: (l) it must use LIFO valuation in its regular reports, 
as well as for income tax purposes; (2) once adopted LIFO must be / 
maintained unless permission is obtained from tax authorities to / 
give it up—permission which may not be granted very readily; (3) | 
inventories must be carried at cost not the lower of cost or 
market; (4) the value of inventories must be recomputed on a cost 
basis (if not already on that basis) at the time of LIFO adoption, 
each item in the initial Inventory being valued at average cost; 
and (5) increments to inventories during a period may be valid at 
average cost, at cost of most recent purchases or at cost of first 
purchases in order of acquiaition.'^ 

*^ Maurice Moonltz, "de Caae Agalnat U F O as an Inventory-Pricing 
formula," The Journal of Accountancy. 95 (June, 1953), 684. 

12 
•^ Edwards and Bell, op. clt., p. l42. 
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from the point of view of accounting theory LIfO has strength and 

several weaknesses, d e strength lies in the fact that coats, last-in, 

are charged against current revenue. Generally, the user of the LIFO 

method will attempt to maintain the ending inventory at the same quantity 

level as the beginning. With a consistent Inventory level the amount of 

purchases will become the coat of goods sold. 

Beginning Ending 
Inventory * I*urchases - inventory =* ̂ ° " * °^ ^^^^^^^ ^^^ 
$10,000 + $70,000 - $10,000 = $70,000 

derefore, the most recent costs will be matched against current reve

nue* 

One UFO weakness is that the appreciation of Inventory value is 

not reflected in the books of accounts, whereas in current replacement 

cost method the realisation of inventory gains are recorded as they 

accrue, dla LIFO weakness will cause distortion of net incoaie when 

the inventory is reduced below the usual or original level and the inven

tory gains of previous periods are recorded in this period to the extent 

of the decline in Inventory, d e gross profit computation below, based 

on the data used previously about XYZ Enterprises, Illustrates the 

result of a decrease of units in ending Inventory during a period of 

rising prices when the LIFO method of Inventory valuation is used. 

Using current replacement cost, the additional groaa profit on the aale 

of the 50 unlta is $10^ using the FIFO method, it is $15; and the LIFO 

method producea an additional gross profit of $35* 
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Gross Profit Computation: 

Periodic or Perpetual Count Periodic Count 
FIFO UFO Current Replace-

ment Coat 
Second Year—Riaing Prices 
Salea (700 units) $1,260 $1,260 $l,26o 
Cost of goods sold: 
Beginning inventory 
Purchases 
Goods available for 

sale 
Lees: Ending inv. 

(100 units) 
Cost of goods sold 970 995 975 

Adjuatment (a) p. 32 ^ 
Adj. cost of goods sold $1,020 
Gross profit $ 290 $ 265 I 24o 
Gross profit from sales 

• 185 
94o 

*1,125 

15? 
370 

$ 2?0 

1 27? 

• 155 
940 

$1,095 

100 

• 
$ 

9?? 

26^ 

230 

$ 195 
940 

*1,135 

160 

of 650 units $ 27? $ 230 $ 230 

Finally, a weakness of U F O that was emphasized in the first part 

of this chapter is the misleading balance sheet valuation that its use 

produces* d e oldest costs are carried forward, derefore, in periods 

of price fluct\iation, the UFO Inventory valuation soon loses connec

tion to the market value, and this lack of reality distorts the balance 

sheet. 

Current replacement cost charges operations with cuzrent period 

coats, it records the increase In Inventozy values period by period as 

they are realized, and it reflects the closest approximation of the 

value of the Inventories in the balance sheet, d e current replacement 

cost has the advantage of U F O and none of l^e disadvantages. 

Other Methods 

From the listing on Table 4, it is obvious that there are many 

other methods of Inventory coating beaidea U F O and FIFO, dls listing 
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TABLE 4 

METHOD Of DETERMINIM} "COST" 

Metl 
A" 
B 
C 
D 
E 
F 
Q 
H 
I< 
J 
K. 
L 
M 
N 

lods: 
Last-in, first-out 
Average cost 
First-in, first-out 
Standard costs 
Approximate cost 
Actual cost 
Invoice cost 
Production cost 

: Estimated costs 
' Replacement cost 
' Retail method 

Base stock method 
Job-order method 
other methods 

Total 

Ifumber of coopcusies 
(included in survey): 
Stating inventory pricing 

basis and cost method 
Stating inventory pricing 

basis, but omitting cost 
method 

Not presenting inventory 
not stating inventory 

pricing basis or cost 
method 

Total 

i960 

194 
161 
178 
34 
11 
10 
2 
9 
6 
6 
16 
!> 

4 
4 

640 

426 

174 
. . 

. • 

600 

1958 

2;i 
160 
163 
33 
11 
10 
3 
7 
3 
6 
15 
4 
3 
9 

628 

4l4 

184 
1 

1 

600 

1957 

205 
161 
146 
35 
11 
8 
2 
2 
5 
4 
15 
3 
2 
8 

607 

400 

i9r 
• • 

3 

600 

1955 

202 
146 
135 
31 
11 
8 
1 
4 
5 
4 
14 
4 
1 
8 

577 

382 

212 
. . 

6 

600 

1950 

164 
136 
134 
32 
16 
7 
5 
5 
2 
2 
6 
6 
2 
4 

521 

361 

232 
• • 

7 

600 

Source: Accounting Trends and Techniques (l6th ed.), (Hew York: 
American Institute of Certified Public Accountants, I962), p. 123. 

set forth on Table 4 was made on the basla of sampling 600 major United 

States corporations, from this table it can be seen that although there 
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has been a large Increase in the use of LIFO since I950, there was a 

decline in its use between I958 and i960, dls can be explained largely 

on the basis of a slackening of inflationary pressure (see dble 3). As 

vas discussed earlier, in periods of price decline the use of the U F O 

method produces a higher reported net income than the use of the FIFO 

method. U F O still remains a major method, in spite of this recent 

decline. 

d e two most popular methods have been described; the other major 

method is average cost, "de term average cost, in and of itself, is 

rather meaningless for pricing purposes since it means different things 

to different people."^3 

Bowaver, the following quotation will give a brief explanation of 

the average cost valuation method. 

A variant of the FIFO system of Inventory valuation is the 
moving average method (the most popular average cost application), 
d e price of the new purchases la averaged in continuously with 
the price of tmlts on hand, d e final Inventory, rather than 
being valued at the price of goods most recently purchased, as 
under FIFO, is a composite valuation of goods on hand at the begin
ning of the period and of those purchased during the year. Like 
FIFO, the moving average method may approximate the flow of goods, 
with the assuB^tion here that each lot Issued for sale is composed 
of proportionate amounts from all lota currently on heusd and as 
FIFO also the cost of materials used, under the moving average 
method, is based on prices weighted toward the early part, of the 
period in question of some time previous to this period. ̂ ^ 

In comparison with current replacement cost, average cost has the 

same advantages and disadvantages as the FIFO method, varying only in 

degree as the average moves farther or closer to current replacement cost. 

3 d e Editorial Board of Prentice-Hall Professional Accounting 
Publication, op. clt.. p. 204. 

^^ Edwards and Bell, op. clt.. p. l4l. 



CHAPTER IV 

SUMMARY AND CONCLUSION 

Summary 

d e purpose of this thesis has been to present logical arguments 

in support of the use of current replacement cost as the one and only 

acceptable method of inventory valuation and to illustrate the manner in 

which it helps to produce a more useful income statement, d e American 

Institute recognizes several methods--UFO, FIFO, average cost, and 

others—as acceptable, d e result has been a variety of reported net 

Incomes that are considered correct or "generally acceptable" by 

accountants. Because inventory valuation plays an integral part in the 

computation of net incone, it is important to all persons concerned with 

a business, and particularly to management since reported net Inccxne is 

considered, generally, as the measure of their effectiveness. 

Current replacement cost is defined as the price for which the 

Inventory could be acquired or reproduced at the date of the inventory 

valuation. Current replacement cost Is easily determined by consulting 

suppliers or the most recent price list. 

\ y In the history of accounting Interest has focused primarily on the 

balance sheet. Creditors were Interested in the security of their 

investment in the business; therefore, they desired a conservative analy

sis of the firm's assets, d e creditors desired the largest cushion of 

owners' equity possible. In the present, the ownership of the major part 

of industry has been separated from the management function by the use of 

48 
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the corporate form of business organization, d is hired management is 

concerned with reported income because it is the measure, to a large 

degree, of the success of their policy. Also, by analysis of the results 

of past operations as reflected in the income statement, more accurate 

plans may be made for the future. 

Net Income is the residual amount between the total net assets at 

one accounting period-end and the next. In times of monetary insta

bility, there is often confusion between an increase in physical assets 

and an Increase in the number of dollars used to represent the asset. 

Current replacement cost helps to eliminate this confusion by restating 

beginning and ending Inventory in comparable terms, d e stability of the 

monetary unit was at one time a standard precept of accounting, d e con

tinuing inflation since Wbrld War II has undermined the validity of this 

notion. If financial statements are to have value for managers and 

others, it is necessary that they realistically reflect asset values in 

current dollars. 

d e FIFO method of Inventory valuation follows the flow of goods, 

but distorts the reported income by matching the oldest costs with cur

rent revenue, d e use of current replacement cost adjusts the Inventory 

to current prices and records in a separate account the holding gains. 

^ d e U F O metdiod achieves a more accurate matching of expenses and 

revenue, but at the expense of a realistic inventory valuation in the bal

ance sheet. Current replacement cost promotes an accurate matching of 

revenues and expenses, as well as producing a realistic balance sheet 

valuation. 

l E X A S TECHNOLDGICAL CDLLEGB 
LIBRARY 
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Conclusion 

d e outlook for the adoption of current replacement cost in inven

tory valuation is better than it has been in the past, d e research 

studies sponsored by the American Institute of Certified Public 

Accountanta haa generated Intereat in the subject. It is generally 

recognized that Inflation has made most financial statements present a 

distorted, if not inaccurate, picture of the operations of most enter

prises. Current replacement cost valuation of inventories is a conven

ient place to start a program of realism in financial statements. Cur

rent replacement costs are objectively determinable and are readily 

available, d e mechanics of valuation at current replacement cost are 

much simpler than those for the UFO, FIFO, or average cost methods. 

In the final cmalysis, the general acceptance of current replace

ment cost valuation of inventories will be delayed until approval of the 

method is expressed by the Internal Revenue Service. Until this happens 

accountants can demonstrate their professionalism by helping to promote 

this better way. Current replacement cost is a better way of inventory 

valuation because its use produces a more useful income statement by more 

clearly defining the results of business operations and the increase or 

decrease of asset values over time periods and by matching current costs 

with current revenues. At the same time, the balance sheet is more 

realistic, since Inventories are valued at current prices. 
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