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CAPITAL FORMATION AND INFLATION

WEDNESDAY, JUNE 18, 1980

CoNGRESS OF THE UNITED STATES,
Joint Economic COMMITTEE,
Washington, D.C.

The committee met, pursuant to notice, at 10:35 a.m., in room 2128,
Rayburn House Office Building, Hon. Chalmers P. Wylie (member of
the committee) presiding.

Present : Representative Wylie.

Also present: John M. Albertine, executive director; Charles H.
Bradford, minority counsel ; Paul B, Manchester, Susan K. McGinnis,
and Mayanne Karmin, professional staff members; Betty Maddox,
administrative assistant; and Stephen J. Entin and Mark R. Policin-
ski, minority professional staff members.

OPENING STATEMENT OF REPRESENTATIVE WYLIE, PRESIDING

Representative Wyrre. The hearing will come to order. Senator
Bentsen has been unavoidably detained this morning, Mr. Williams,
and copies of his opening statement will be made available, from which
1 will borrow generously and also will borrow some of the charts which
he has made available to us.

The House went in session at 10 a.m. I notice that right now there is
a vote on. So what I would like to do is run to the House floor, make
my vote, and T promise to be back in 10 minutes, maybe 5.

[A short recess was taken.]

Representative Wyvrie. For the last 114 years, the J oint Economic
Committee has been stressing the importance of increasing our rate of
productivity growth, which has recently been the lowest among the
major industrialized nations. The drop in our productivity growth rate
has been a significant cause of our worsening inflation and falling real
wages. Economists agree the greatest single cause of this slowdown has
been the inadequate rate of capital formation.

To encourage capital formation, as well as to provide the means of
financing it, we must have adequate, nonillusory aftertax rates of re-
turn on investment. There is a great deal of confusion on this issue.
On the one hand, we read in the newspaper about record profits, and
critics charge that industry’s returns are excessive or even obscene.

But the reported data is misleading because it fails to take inflation
into account. Inflation depresses the growth of business activity, job
formation, and wages by interfering dramatically with depreciation.
The tax code only permits a tax deduction of the historical cost of
plant, equipment and inventory. When inflation increases the cost of

new plant, equipment and inventory, and the firm finds the money it
(1)
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has set aside for replacement is inadequate, it must use taxable income
to supplement its depreciation allowances just to maintain its pro-
ductivity capacity—just to stand still.

Thus actual economic depreciation is understated and profits are
overstated. Inflation disallows the deduction of a real cost of doing
business, increases the firm’s tax liability, and reduces its ability to
grow.

The results are clear. The United States is becoming a third-rate
industrial power. The country is not even investing enough just to re-
place wornout equipment an&yto provide new workers with the tools to
do their jobs. Capital per worker 1s falling. Productivity and real aver-
age weekly earnings are falling. Real spendable earnings for the aver-
age worker have fallen below the levels of 1964.

The United States simply cannot afford the social and military
l(;onsequences of falling living standards and a declining industrial

ase.
In Michigan today they are selling bumper stickers that read : “Un-
employment, Made in Japan.” I think that today’s hearing will prove
that the truth is: “Unemployment, Made in Washington.”

These issues are summarized in these four charts [indicating], and
I would like to direct your attention now to chart No. 1 over here,
which Senator Bentsen had made up for the Joint Economic Com-
mittee, which shows apparent total profit and profit corrected for the
gains arising solely from inventory and understated depreciation
allowances. This illusory profit amounted to more than $57 billion
last year. Corrected profit was only 70 percent of that apparent profit.

It should be noted that all of this data is in current dollars. If it
were expressed in 1972 dollars, growth rates for all of these series
would be much lower and possibly negative.

Of course taxes must be paid on apparent profit, because deprecia-
tion charges are based on historical cost, and inventory profits for
firms who have not switched to last-in-first-out—LIFO—accounting
are fully taxed.

Now, chart 2 shows the apparent tax rate: 40 percent last year; but
if taxes are divided by adjusted profits, a higher corrected tax rate
}s obtgined, 57 percent last year, the highest in this decade except

or 1974.

Profits after taxes with and without these adjustments for inflation
are shown on chart 3. Last year, corrected aftertax profits were just
about one-half of apparent aftertax profits. This was the lowest ratio
of the 1970°s except for 1974.

Now, the most dramatic results are shown on chart 4, where ap-
parent and corrected retained earnings are compared. Since retained
earnings become a crucial source of funds for reinvestment in capital
formation, these data are particularly troublesome.

Corrected retained earnings last year were only one-seventh of ap-
parent retained earnings. In 1974, corrected retained earnings were
actually negative. Dividends were maintained only by, in effect, liqui-
dating some of the assets owned by the nonfinancial corporate sector.

So taken as a whole these charts indicate the need to stimulate capi-
tal formation by providing tax relief somewhere to offset the adverse
impacts of inflation. : :
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This year for the first time, we also have detailed inflation-adjusted
data for individual companies as a result of a new standard issued by
the Financial Accounting Standards Board, and we will hear more
about that in today’s hearing. We have delayed you too long, Mr.
Williams, for which I apologize. But I do want to get these charts into
the record.

[The charts referred to follow :]



CHART 1
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CHART 2

APPARENT AND CORRECTED
TAX RATES
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CHART 3

APPARENT AND CORRECTED AFTER-TAX
PROFI'S, DIVIDENDS
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CHART 4
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Represehtative WeLis. W'é‘ will hear from the Honorable Harold M.
Williams, who is Chairman of the Securities and Exchange
Commission.

STATEMENT OF HON. HAROLD M. WILLIAMS, CHAIRMAN, SECURI-
TIES AND EXCHANGE COMMISSION, WASHINGTON, D.C.

Mr. WiLLiams. Thank you, Congressman. I can’t imagine a more
important issue to be talked about today. I appreciate this opportunity
to testify concerning inflation accounting, which is intended to reflect
the impact of inflation and changing prices on the operations and fi-
nancial condition of individual companies.

As the committee may be aware, the Commission has been a strong
advocate of inflation accounting as a means to provide investors with
financial information material to their investment decisions. It has
been our belief that financial information prepared according to in-
flation accounting principles enables investors to obtain more relevant
information about the current economics of a business enterprise which
has experienced significant inflation than do financial statements pre-
pared on the basis of historic cost.

Thus, the Commission was pleased when, last September, the Fi-
nancial Accounting Standards Board issued its Statement of Financial
Accounting Standards No. 33, requiring the reports of certain large,
publicly held companies to disclose financial information prepared
according to two accounting methods designed to communicate the
effects of inflation.

The first—constant dollar accounting—generally translates tradi-
tional historic-cost financial reports according to general price in-
creases. The second method—called current cost accounting—is based
on the replacement cost of the specific company’s assets and expenses.

Statement No. 33 represents an extraordinary milestone for the ac-
counting profession—and not merely because it departs from the pro-
fession’s exclusive reliance on historic-cost-based accounting. Rather,
its greatest importance may be in its message of the profession’s will-
ingness to address difficult issues in an innovative, conceptional mode.

Statement No. 33 is not held out as a definitive standard on infla-
tion accounting. Instead, it recognizes that the state of the art does not
permit a definitive standard, that a degree of experimentation is
called for, and that such important issues cannot await formulation
of a perfect solution. However, while there may prove to be a need
to further perfect the methodologies of inflation accounting, the pres-
ent standards are well enough developed—and are much more informa-
tive and accurate for these purposes—to justify confidence in their
use for establishing orders of magnitude. This is particularly true
because, in addition to providing minimum standards for disclosure,
statement No. 33 urges all companies to provide whatever add:tional
information would make the financial information more meaningful
in relation to their specific situations.

It is my understanding that, in his testimony today, Donald Kirk
of the Financial Accounting Standards Board will discuss the techni-
cal aspects of statement No. 33. I will, therefore, devote the balance of
my statement to the important—and disquieting—picture of the eco-
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nomic health of American industry that has been revealed by applying .
inflation accounting methods to financial reporting, as well as some
ramifications of that condition.

The press, financial analysts and others have been analyzing the
data reported by American business for the year 1979. Price Water-
house & Co., Inc., an international accounting firm, whose chairman,
Joseph Connor, will also testify before this committee today, recently
released its analysis of these inflation-adjusted financial reports for a
significant number of the Nation’s largest companies. The study, which
is the broadest based yet released, provides a composite perspective of
American industry significantly different than that provided by his-
toric-cost accounting procedures. It shows that inflation-adjusted
corporate income among the industrial companies included in the
analysis is only 60 percent of the figure that had been reported, under
traditional accounting methods, to represent corporate income. And,
the 40-percent disparity would have been even greater except that it
excludes companies for which the adjustment results in a loss.

Since corporate income is substantially lower than previously per-
ceived, distribution is & much higher percentage of income than tra-
ditional measures and not rules of thumb have reflected. For example,
it was widely noted that corporations for 1979 are taxed at an effective
corporate tax rate of 39 percent, as contrasted to a 48-percent theoret-
ical tax rate.

In fact, inflation acounting methods reveal that the composite of
industrial corporations pay a significantly higher—53 percent—real
tax rate. Similarly, the general assumption, using historic-cost account-
ing, had been that cash dividend payments on common stock are about
one-third of corporate aftertax income, when in reality they are
double—two-thirds of inflation-adjusted income after taxes.

Most disturbing, however, is that the aggregate of those composite
figures for taxes and dividends paid on an inflation-adjusted basis
approaches—and in some industries exceeds—corporate income. That
means that much of the corporate community is distributing as taxes
and dividends, more than its real income. These figures indicate that
portions of the industrial sector must be paying their taxes and divi-
dends out of capital resources. That, for all practical purposes, means
that a substantial part of American industry—the historic keystone
of our prosperity—is in liquidation.

For years we have been warned of such hidden costs of inflation.
Statement No. 33 has revealed these costs, and, in my opinion, they
may be more than our economy can reasonably be expected to bear.
TIndeed, these figures show that so-called record—some say “obscene”—
levels of profit, in real terms, fall far short of meeting the ongoing
capital requirements of this Nation and, indeed, represent the liquida-
tion of our corporate sector.

This disparity between perceived and real profit levels exists be-
cause, under historic-cost accounting, figures thought to represent
profits are swollen by including inventory appreciation—even when
the inventory necessarily must be replaced—and by depreciating fixed
assets based on original prices—even when the replacement costs are
much greater. In short, under inflationary conditions, the conventional
measures of profits and profitability have proven grossly misleading.
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However, the capital markets—to which corporations essentially

eprived of real retained earnings must turn for capital—cannot
rationally allocate resources on the basis of misleading financial infor-
mation, such as characterizing payouts of capital as dividends from
profits. And, any misallocation is particularly critical because, in
inflationary times, investment capital becomes unusually scarce as the
erosion of wealth and decreasing real income squeeze savings and
frustrate equity investing .

I do not think it is necessary to elaborate at length on the economic
and social price which we would pay over time for inadequate or irra-
tional capital allocation. The ability of U.S. products to compete in
world markets depends on our ability to develop new technology—
and to minimize bﬁe growth in unit labor costs—all of which depend
on capital investment.

Another major issue which these trends raise is whether the U.S.
economy will grow in the coming decade at a. rate sufficient to absorb
new entrants into the labor force. Unemployment and underemploy-
ment are directly related to capital investment.

Representative WyLre. Mr. Williams, I must respectfully ask if
§9u will suspend for a few moments again. There is a call for a quorum.

ou have a very important statement with some very important
thoughts for this committee, which we will receive. I want to give you
all e(t;he time within the framework of your time limitations that you
need.

But again, if I may be excused for 15 mintues.

Mr. Wiiriams. I will be here.

[ A short recess was taken.]

Representative WyLte. I'm sorry for the interruption, but I did
not call the quorum call. So would you please proceed with your
statement.

Mr. WiLLiams. Thank you, Congressman.

I was discussing some of the implications, both economically and
socially, of inadequate capital allocation. I had touched on the need
to develop new technology and minimize growth in unit labor costs
and the need to absorb new entrants into the labor force.

Similarly, the productivity of U.S. industry depends on the growth
of capital per worker. Increases in employee compensation—whether
in wages or benefits—are inflationary if not matched by increased pro-
ductivity ; thus, further squeezing profits and increasing inflationary
pressures.

Moreover, the capital shortage problem is particularly serious for
growth companies. The strength and vitality of growing companies—
large and small—are key to the future of our country. They are the
source of much of our technological innovation, the nucleus of new
industries, and the major creator of new jobs on which both our
economic and social future depend.

Finally, the capital squeeze not only impairs investments in plants
and equipment, but it also generates a conservatism on the part of
management which adversely affects investment spending in research
and development for new products, processes, and services.

While the urgency of this crisis was not fully documented previous-
ly and not understood by many, I believe that sophisticated market
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professionals and investors have instinctively understood the reality
and acted to mitigate the misleading of the capital markets. As an
illustration, the reason, in my opinion, that some capital-intensive in-
dustries are selling at extraordinarily low price-earnings ratios is
not because of erroneous undervaluations. After all, stock invest-
ments are, in reality, a risk purchase of a share in a corporation’s
future income stream. These low price-earnings ratios appear to re-
flect a skepticism of the adequacy of the future dividend potential of
much of American industry to provide an appropriate and competi-
tive aftertax return for that risk. They recognize the industry’s cur-
rent inability to recapitualize adequately to assure it ability to be
competitive in the future. Indeed, this appreciation that inflation has
particularly severe consequences on certain industries argues the
greater relevance of current cost accounting—which discloses the ef-
focts of inflation on each corporation—compared to constant dollar
accounting—which merely reflects across-the-board price increases
that may not fully communicate the condition of the specific corpora-
tion or industry.

While providing such inflation-adjusted financial information to
investors is the Commissioner’s primary interest in encouraging the
development of these accounting methods, inflation accounting also
provides a more informed basis for other economic decisionmaking.
For example, it is particularly urgent that business adopt inflation-
adjusted internal accounting practices—and I understand that a num-
ber of companies are already doing so. In many cases, inflation-
adjusted information will have a significant impact on intelligently
assessing and controlling corporate costs—such as the relation of in-
creasing labor costs, which are often influenced in their negotiation
by overstated profit figures, to real productivity. And, accurate
inflation-adjusted information is necessary for realistic pricing, as
well as for a rational level of dividend payouts based on real corporate
profits. Of course, in other instances, these figures will reveal that some
lines of business are no longer viable in inflationary times and should
not consume valuable capital resources.

The availability of inflation-adjusted financial information also
should precipitate a reassessment of governmental policies toward
business—particularly, regulatory and tax policies, both of which are
now tied to erroneous perceptions and obsolete accounting methods
which distort what our economic system can afford.

Although Government policies, particularly tax policies, are gen-
erally thought to involve the transfer of income to finance social
responsibilities and goals, we are now aware that much of business
is in the dangerous process of liquidating its capital, in large part, to
comply and pay its tax bills. It is. therefore, urgent that we con-
sciously consider whether this situation represents the best possible
balance between, on the one hand. the public’s need to finance pro-
grams directed to critical social problems and, on the other, our interest
in facilitating the healthy and profitable private sector that generates
the real wealth which could resolve many of these problems.

Finally. I should emphasize that. even with the widespread applica-
tion of inflation accounting principles to accurately communicate the
condition of economic entities and to provide for more rational deci-
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sionmaking, we must not avoid confronting the underlying economic
problem, which is the sustained existence of inflation. Indeed, one of
the most important aspects of inflation accounting is that it documents
to national policymakers the already heavy punishment which our
industrial capabilities have sustained from a period of continuing
inflationary pressures. But current financial reports, as disquieting as
they are, can only suggest the terrible consequences that await this
Nation if this trend continues and accelerates. We have been provided
with a warning which we cannot ignore: Controlling inflation must be
the first priority of our Nation’s economic policy.

Thank you, Congressman,
[The prepared statement of Mr. Williams follows:]

PREPARED STATEMENT OF HON. HAroLD M. WILLIAMS

Congressman Wylie and Members of the committee: I appreciate this oppor-
tunity to testify concerning inflation accounting, which is intended to reflect
the impact of inflation and changing prices on the financial condition of indi-
vidual companies. As the committee may be aware, the Commission has been
a strong advocate of inflation accounting as a means to provide investors with
financial information material to their investment decisions. It has been our
belief that financial information prepared according to inflation accounting
principles enables investors to obtain more relevant information about the
current economics of a business enterprise which has experienced significant
inflation than do financial statements prepared on the basis of historical cost.

Thus, the Commission was pleased when, last September, the Financial Ac-
counting Standards No. 33, requiring the reports of certain large, publicly-held
companies to disclose financial information prepared according to two account-
ing methods designed to communicate the effects of inflation, The first—constant
dollar accounting—generally translates traditional historical-cost financial re-
ports according to general price increases, The second method—called current
cost accounting—is based on the replacement cost of the specific company’s
assets and expenses.

Statement No. 33 represents an extraordinary milestone for the accounting
profession—and not merely because it departs from the profession's exclusive
reliance on historical-cost based accounting. Rather, its greatest importance may
be in its message of the professor’s willingness to address difficult issues in an
innovative, conceptional mode. Statement No. 33 is not held out as a definitive
standard on inflation accounting. Instead, it recognizes that the state of the
art does not permit a definitive standard, that a degree of experimentation is
called for, and that such important issues cannot await formulation of a perfect
solution. However, while there may prove to be a need to further perfect the
methodologies of inflation accounting, the present standards are well enough
developed—and are much more informative and accurate for these purposes—to
justify confidence in their use for establishing orders of magnitude. This is
particularly true because, in addition to providing minimum standards for dis-
closure, Statement No. 33 urges all companies to provide whatever additional
information would make the financial information more meaningful in relation
to their specific situations.

I is my understanding that, in his testimony today, Donald Kirk of the Fi-
nancial Accounting Standards Board will discuss the technical aspects of State-
ment No. 33. 1 will, therefore, devote the balance of my statement to the im-
portant—and disquieting—picture of the economic health of American industry
that has been revealed by applying inflation accounting methods to financial
reporting, as well as some ramifications of that condition.

The press, financial analysts and others have been analyzing the data reported
by American business for the year 1979. A national accounting firm—whose
chairman, Joseph Connor, will also testify before this Committee today—re-
leased its analysis of these inflation-adjusted financial reports for a significant
number of the Nation’s largest companies.’ The study, which is the broadest-

1 Price Waterhouse & Co., Disclosure of the Effects of Inﬂaﬁon : An Analysis (May 1980).
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based yet released, provides a composite perspective of American industry sig-
nificantly different than that provided by historical cost accounting procedures. It
shows that inflation-adjusted corporate income among the industrial compa-
nies included in the analysis is only 60 percent of the figure that had been re-
ported, under traditional accounting methods, to represent corporate income.
And, the 40 percent disparity would have been even greater except that it ex-
cludes companies for which the adjustment results in a loss.

Since corporate income is substantially lower than previously perceived, dis-
tribution is a much higher percentage ot incoine than traditional measures and
rules of thumb have reflected. For example, it was widely noted that corpora-
tions are taxed at an effective corporate tax rate of 39 percent, as contrasted
to a 48 percent theoretical tax rate. In fact, inflation accounting methods reveal
that the composite of industrial corporations pay a significantly higher, 53 per-
cent, real tax rate. Similarly, the general assumption, using historical cost ac-
counting, had been that cash dividend payments on common stock are about
one-third of corporate aftertax income, when in reality they are double—two-
thirds of inflation-adjusted income after taxes.

Most disturbing, however, is that the aggregate of those composite figures for
taxes and dividends paid on an inflation-adjusted basis approaches—and in some
industries exceeds—corporate income. That means that much of the corporate
community is distributing more than its real income in taxes and dividends.
These figures indicate that portions of the industrial sector must be paying their
taxes and dividends out of capital resources. That, for all practical purposes,
means that a substantial part of American industry—the historic keystone of
our prosperity—has begun to liguidate.

For years we have been warned of such hidden costs of inflation. Statement
No. 33 has revealed these costs and, in my opinion, they may be more than our
economy can reasonably be expected to bear. Indeed, these figures show that so-
called record—some say “obscene”-—levels of profit, in real terms, fall far short
of meeting the ongoing capital requirements of this Nation and, indeed, represent
the partial liquidation of our corporate sector.

' This disparity between perceived and real profit levels exists because, under
historical cost accounting, figures thought to represent profit are swollen by in-
cluding inventory appreciation—even when the inventory necessarily must be
replaced—and by depreciating fixed assets on original prices—even when the
replacement costs are much greater. In short, under inflationary conditions, the
conventional measures of profits and profitability have proven grossly misleading.

However, the capital markets—to which corporations essentially deprived
of real retained earnings must turn for capital—cannot rationally allocate re-
sources on the basis of misleading financial information, such as characterizing
payouts of capital as dividends from profits. And, any misallocation is particularly
critical because, in inflationary times, investment capital becomes unusually
scarce as the erosion of wealth and decreasing real income squeezes savings and
frustrates equity investing.

I do not think it is necessary to elaborate at length on the economic and social
price which we would pay over time for inadequate or irrational capital alloca-
tion. The ability of U.S. products to compete in world markets depends on our
ability to develop new technology—and to minimize the growth in unit labor
costs—all of which depend on capital investment.

Another major issue which these trends raise is whether the U.S. economy will
grow in the coming decade at a rate sufficient to absorb new entrants into the labor
force. Unemployment and underemployment are directly related to capital in-
vestment.

Similarly, the productivity of U.S. industry depends on the growth of capital
per worker. Increases in employee compensation—whether in wages or bene-
fits—are inflationary if unmatched by increased productivity; thus further
squeezing profits and increasing inflationary pressures.

Moreover, the capital shortage problem is particularly serious for growth com-
panies. The strength and vitality of growing companies—large and small—are
key to the future of our Country ; they are the source of much of our technological
innovation, the nucleus of new industries, and the major creator of new jobs
on which both our economic and social future depend.

Finally, the capital squeeze not only impairs investments in plants and equip-
ment, but it also generates a conservatism on the part of management which ad-
versely effects investment spending in research and development for new pro-
ducts, processes and services.

67-269 0 -~ 80 -~ 2
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While the urgeney of this crisis was not fully documented previously and not
understord by many, I helieve that sophisticated market professionals and in-
vestors have instinctively understood the reality and acted to mitigate the mis-
leading of the capital markets. As an illustration, the reason, in my opinion, that
some capital intensive industries are selling at extraordinarily low price-earnings
. ratios is not because of erroneous undervaluations. After all, stock investments
.are, in reality, a risk purchase of a share in a corporation’s future income stream.
These low price-earning ratios appear to reflect a skepticism of the adequacy
of ‘the future dividend poiential of much of American industry to provide an
appropriate and competitive aftertax return for that risk. They recognize its
current inability to recapitalize adequately to assure its ability to be competitive
in the future. Indeed, this appreciation that inflation has:particularly severe
consequences. on certain industries argues the greater relevance of current cost
accounting—which discloses the effects of inflation on each corporation—com-
pared to constant dollur accounting—which merely reflects across-the-board price
increases that may not fully communicate the condition of the specific corporation
or industry.

While providing such inflation-adjusted financial information to investors is
the Commission’s primary interest in encouraging the development of these ac-
counting methods, inflation accounting also provides a more informed basis for
other economic decisionmaking. For example, it is particularly urgent that busi-
ness adopt inflation-adjusted internal:accounting practices—and I understand
that a number of companies are already doing so. In many cases, inflation-ad-
justed information will have a significant impact on intelligently assessing and
controlling corporate costs--such as the relation of increasing labor costs, which
are often influenced in their negotiation by overstated profit figures, to real pro-
ductivity. And, accurate inflation-adjusted information is necessary for realistic
pricing, as well as for a rational level of dividend payouts based on real corpo-
rate profits. Of course, in other instances, these figures will reveal that some
lines of business are no longer viable in inflationary times and should not con-
sume valuable capital resources.

The availability of inflation-adjusted financial information also should pre-
cipitate a reassessment of governmental policies towards business—particularly,
regulatory and tax policies, both of which are now tied to erroneous perceptions
and obsolete accounting methods which distort what our economic system can
afférd. Although government policies, particularly tax policies, are generally
thought to involve the transfer of income to finance social responsibilities and
goals, we are now aware that much of business is in the dangerous process of
liquidating its eapital, in large part, to comply and pay its tax bills. It is, there-
fore, urgent that we consciously consider whether this situation represents the
best possible balance between, on the one hand, the public’s need to finance pro-
grams directed to criticul social problems and, on the other, our interest in facil-
itating the healthy and profitable private sector that generates the real wealth
which could resolve many of these problems. .

Finally, T should emphasize that, even with the widespread application of in-
flation accounting principles to accurately communicate the condition of eco-
nomic entities and to provide for more rational decisionmaking, we must not
avoid confronting the underlying economic problem, which is the sustained exist-
ence of inflation. Indeed, one of the most important aspects of inflation account-
ing is that its documents to national policymakers the already heavy punishment
which our industrial capabilities have sustained from a period of continuing in-
flationary pressures. But current financial reports, as disquieting as they are, can
only suggest the terrible congequences that await this Nation if this trend con-
tinues and accelerates. We have been provided with a warning which we must
not ignore: Controlling inflation must be the first priority of our Nation’s eco-
nomie policy.

Representative Wyrir. Thank you. Mr. Williams, for your excellent,
statement. And 1 want to commend vou for working with the Fi-
nancial Accounting Standards Board to require inflation-adjusted
financial statements from the hardest hit companies.

The information you obtain from this procedure I think is abso-
lutely vital if we are to awaken the Congress to the precarious position
of U.S. industry and to the urgent need for action. So I compliment
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you for getting that information together and for your thought-
provoking statement.

What we want to do is to try to be fair with American business. 1
think everybody agrees that we need more capital to increase worker
productivity, and I think, by and large, American business has kept
faith with our democracy by hiring more than 20 million new people
over the past 10 to 12 years. These people came into the labor force
because they became of age or, in the case of many women, their
families had been raised, and they wanted a second career.

So American businessmen have given them a chance, it seems to
me. And T think it’s appropriate for the political establishment to
return the favor. These businessmen have hired these 20 million
people, and the 20 million people now need equipment and capital to
increase their own productivity. I think we in Congress have to come
up with a program to help business obtain this needed capital for
their employees to work with, so business can increase worker
productivity.

Do you generally agree with that statement ?

Mr. WiLriams. I would in principle, Congressman. I think our abil-
ity to absorb the large increment in the work force in the past decade
has indeed been a very significant one. It should temper our judgment
as to what constitutes an acceptable level of unemployment as well.

I would suggest these decisions to hire on the part of industry must,
of course, by and large be sound economic decisions, and the ability
to retain them must similarly be. And I think they would show, al-
though I don’t have the evidence myself, that we are experiencing
a decline in productivity that probably relates in part to the quality
level of education in this country.

But I think our ability to remain competitive in this country and
world markets is going to depend upon our ability to maximize the
productivity of our work force, both through educational programs
and primarily though increased capital.

Repesentative WyLIE. You say you think the decline of productivity
isrelated somewhat to the decline 1n education ?

Mr. Wirriams. I believe so, yes, sir.

Representative WyLie. Not on the number of people going into the
schools, but on their ability to do the kind of work available?

Mr. Witriams. I think the educational quality that’s coming out
of our public schools today is not what it has been. And it may be
that the skill level required of much of our work force is growing,
and it will continue to do so. The country is in a sense becoming aware
at this point of technological advances like robots, and we will be need-
ing more people who can operate the robots. o

Representative WyLIE. Let me get into another direction. I’ll pursue
that perhaps a little bit later on. But in order to increase productivity,
I’ve been thinking—during my service here on the Joint Economic
Committee and on the Banking Committee, that perhaps what we
really need is some sort of an increase in investment tax credits, some
way to directly stimulate new investment.

I’'m not saying that we should do that and mutually exclude or ex-
clude any other possibility, but what would you think of increasing
investment tax credits relative, say, to liberalized depreciation allow-
ances or other forms of tax relief ?
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Mr. Winriams. This is an area I have thought about in the past, but
I am not sure I have all the relevant factors in mind: Historically, one
of the concerns of investment tax credit has been commitment. But,
we may be overcoming that. I think we need to have some certainty
as to what the credit will be for planning purposes, because of the long
gap between the time the investment commitment is made and the time
the facilities are actually in place and the tax credit becomes operative.
__Beyond that, I guess the largest question of investment tax credit
that I’ve heard recently, or that I’'m aware of, relates to the narrow
lim(ilts on what prices of investments are covered by investment tax
credit.

Representative Wywie. I get into that because in your prepared
statement you say that part of the problem is that much of the cor-
porate community is distributing more than its real income in taxes
and dividends. And I think, if you take that into account, many firme
have had losses in real terms—I think that’s reflected on these charts
up here—with respect to profits. And I think that maybe these com-
panies in some cases are actually shrinking in size.

~ Mr. WiLriams. I think that’s right, Congressman. I think the invest-
ment tax credit can address the type of issue you’re talking about.
There would need to be some structural changes made in it, however.
First, one would have to assure its being there when the investments
are made. Historically, we have run hot and cold on investment tax
credit. Second : I think there have been some areas excluded from the
investment tax credit which would have to be reassessed. Third: If I
recall correctly, the investment tax credit is only applied against in-
come, so you need a level of profitability to realize the benefit of the
investment tax credit. The companies that are not adequately profita-
ble are small companies, where perhaps the need might be the great-
est. They may not quite have the benefit from the investment tax credit
that would be desired as an incentive.

Representative Wyrre. It used to be argued that stocks were a good
helge against inflation, but that certainly hasn’t been the case in the
last decade and a half, has it ?

Mr. Wirriams. No, sir, it hasn’t.

Representative Wyzie. You mentioned that the stock market seems
to have understood the underlying problem of falling real profits—
after. inflation is taken into account, the market is down. Capital-
intensive stocks like steel, utilities, and railroads are down especially
sharply.

Could you go into what the market is trying to tell us for just a
moment ¢ '

Mr. Wriams. Yes, sir. You know, the real benefit of FAS-33 is
that it provides a structure and a discipline for the first time for
individual companies to translate their own situations into an inflation-
adjustment context. But there have been aggregated studies over
time—the Department of Commerce figures, and others as well—
leading to an awareness that began, I’d say, particularly around

. 197374, that inflation was a debilitating problem and one that would
be with us for some time.

Around that time many market analysts began developing their
own data as well, industry by industry. And we have a growing
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acceptance of something that is called the efficient-market theory.
which, in effect, says that that type of information in the hands o

sophisticated analysts and investors does translate itself into the
market price for individual equities. The parameters are that the
companies have to be broadly traded with a sophisticated investment
following; that would certainly include most, if not all, of the com-
panies of size where there are large, publicly owned equity positions.

What this tells us is that the information in at least reasonably
sensitive form has been available to the investment community, and
I would say, by and large, has translated itself into the market price
for most equities, most notably the equities of capital-intensive com-
panies, which today are selling at four and five times earnings under
adjustment.

And I think basically that’s the reason for it. There’s a large skep-
ticism about the ability of those companies to recapitalize themselves
and to continue to pay dividends at the level they’re paying now.

Representative Wyvrre. I guess the point is maybe that the market
knows, but maybe we in Washington don’t know or haven’t paid
attention,

Mr. WirLiams. I suspect the market knows it best. I suspect man-
agement knows it reasonably well, but they haven’t in all instances
been willing to face it. But certainly the public doesn’t know it, Con-
gressman. And I'd say we, in Washington, have not acknowledged it
to the extent that we need to.

Representative Wyre. To what extent has inflation contributed
to the problem, the problems in the steel industry and automobile
industry ¢

Mr. WirLrams. It’s certainly a contributing factor I’d say, in all can-
dor, I can’t lay it primarily on inflation. And yet, if I recall correctly,
if we go back to about a decade or so or more—probably a decade and a
half ago—the steel industry—which had been reporting their earnings
on the basis of accelerated depreciation—switched to historic depreci-
ation for reporting purposes, not for tax purposes. I think that was be-
fore the impact of our recent higher levels of inflation, which suggests
even at that time they were concerned about their market price and
about their ability to raise that capital to make the kind of changes
they needed to make. Then higher levels of inflation exacerbated the
problem which already existed.

Representative WyLie. Are you planning any further efforts to re-
define—say, extend inflation-adjusted financial statements vis-a-vis
capital formation ?

Mr. Wiriams. T would say we have two things at this point. One is
an ongoing program to assure as best we can that the individual com-
panies are doing the best they can to provide this data and to interpret
it in the context of their companies; second, that the media understand
the importance of this information and translate in understandable
terms to the public at large and to Washington. Over time, it will prob-
ably be 2 or 3 years before we have enough experience—before the
FASB has enough experience—to determine whether to narrow the
methodology to a single method or what changes to make in the exist-
ing methodologies.
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But, as I say, I don’t think that will be forthcoming, certainly not
this year. And I question whether it will be next year.

Representative Wywrie. Mr. Williams, I want to thank you very much
for an excellent statement. This is a very interesting one. However, we
do have another panel in the wings. Thank you very much for your
patience. I am sorry you were interrupted by the quorum calls.

Mr. WiLriams. Thank you. I appreciate your interest and time.

Representative WyvLie. Thank you, Mr. Williams. '

Now we have Mr. L. Stanton Williains, who is chairman of the
board of PPG Industries, representing the Business Roundtable of
Pittsburgh, Pa.

Mr. Wirriams. Thank you.

Representative Wyrie. Mr. Donald J. Kirk, chairman of the Finan-
cial Accounting Standards Board of Stamford, Conn.; and Mr. Her-
man I. Liebling, former Chief Economist of the Treasury Department,
professor of economics at Lafayette College, Easton, Pa.

Mr. Liebling, we want to welcome you to the hearing before the
Joint Economic Committee this morning. I’m sorry there aren’t more
members here, but we have so many hearings going on this morning.

We also have Mr. Joseph E. Connor, chairman of Price Waterhouse
& Co. Mr. Connor, would you take your place at the table this morning?

T was told, Mr. Williams, that you have to be back in Pittsburgh at
2 p.m., but I would like to go ahead with one of the other witnesses first
because Representative Moorhead said he would like to be here to hear
your testimony and to say hello to you, so we’re going to tell him that,
and in the meantime I think we will proceed to hear from Mr. Don-
ald Kirk.

Mr. Kirk, would you proceed for about 5 minutes. I can tell your
statement is probably a little longer than 5 minutes. You might want
to summarize, and we’ll include your entire statement in the record.

STATEMENT OF DONALD J. KIRK, CHAIRMAN, FINANCIAL AC-
COUNTING STANDARDS BOARD, STAMFORD, CONN.

Mr. Kire. Thank you, Congressman. I will do as you suggest.

As you introduced me, I am chairman of the Financial Accounting
Standards Board, and I will briefly summarize my prepared state-
ment that was delivered to you yesterday.

The FASB’s function is important because decisions regarding the
allocation of capital—that is, investment and credit decisions—are
based on financial information most of which is the product of the
financial reporting process.

As you have heard this morning, the traditional accounting model
which is often described as the historical cost basis has its deficiencies,
particularly in a time of rising prices. It has those deficiencies because
it generally measures the depreciation of buildings, machinery, and
equipment on the basis of the cost of acquiring those assets, often many
years in the past.

In brief, financial reporting by corporations until now has focused
on historical cost and nominal dollars and has ignored current costs
and the declining value of the dollar. Conventional accounting has
served us well when prices were relatively stable, but given the current
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level of inflation, it’s fair to say that for the most companies some
portion of conventional earnings represents an erosion of operating
capability. In other words, if all of net earnings after taxes are pai
as dividends, companies would not retain enough out of revenues to
replace resources used up.

In September of last year, the FASB issued its statement No. 33,
Financial Reporting and Changing Prices. The essential requirement
of that statement, which applies to the annual financial reports of ap-
proximately 1,500 of the largest industrial and financial companies, is
the presentation of two supplementary measures of operating income,
together with certain other inflation-adjusted information.

The two supplementary measures of income are, first, operating in-
come with cost of goods sold and depreciation a(ijusted for changes
in the general purchasing power of the dollar since that inventory and
depreciable assets were acquired. We refer to that as “constant dol-
lar income.”

The second one is operating income with cost of goods sold and
depreciation measured at current cost at the date of sale or use, and
we refer to that as “current cost income.”

Statement 33 was effective for annual reports of calendar years 1979
and subsequent years. We have allowed a transition period because
of the difficulty of accumulating certain of the information that we
are ultimately asking for.

Referring to the requirements of statement 33, the information in
constant dollars has two benefits to investors.

First: It enhances comparisons it avoids erroneous judgments that
carlll be made based on financial information expressed solely in nominal
dollars.

Second : Investors seek to enhance their wealth not necessarily in
terms of nominal dollars but in terms of the command of those dollars
over goods and services.

Turning to current cost, current cost matches today’s costs with
today’s revenues rather than yesterday’s costs with today’s revenues.
Accounting for current cost separates the effect of holding assets dur-
ing a period of changing prices from the results of using or selling
those assets. We think that information provides an improved basis
for understanding the factors that affect the amount of cash available
for distribution, replacement, and expansion out of funds generated
internally.

Although the specific prices of goods and services may tend to
move in the same direction as general prices, that’s not always the
case, and there are many examples where specific prices deviate signi-
ficantly from the general price level change.

We have combined the two methods, general inflation adjustments
and specific price adjustments, in the requirements of statement 33.

In addition to our own efforts, the Board has encouraged others to
study the impact of statement 33. At present, only a few preliminary
analyses have been completed. You will hear a report on one of those
from Mr. Connor, and I will not recite any of the findings of that
particular study. The findings of that study are consistent in their
reporting of lower operating profits and higher dividend payout ratios
with a number of other studies that have been made available to the
Board and certainly consistent with numerous reports in the press.
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What do these alternative income computations and other supple-
mentary disclosures have to do with capital formation?

Capital formation involves a choice between saving and investment
on the one hand and consumption on the other. Capital allocation in-
volves selection from among alternative investment opportunities.
Capital is formed and allocated largely on the basis of individual in-
vestor decisions, and those decisions are based on part on financial
information.

We believe that the information called for by statement 33 aids in-
vestors in assessing risks and returns, thereby reducing the uncer-
tainties surrounding their investment deeisions, The information also
may be of benefit to those in Government and elsewhere who are con-
cerned with income tax policy, national income economic policy, and
policymaking in general.

As you know and as shown by the charts here this morning, macro-
economists have for years made overall inventory and capital con-
sumption adjustments in preparing national income statistics. State-
ment 33 should provide them with more detailed and more accurate
information.

The Board believes that statement 33 meets an urgent need for in-
formation about the effects of changing prices.

The requirements of the statement are expected to promote a better
understanding by the general public of the problems caused by infla-
tion. Statements by business managers about those problems are un-
likely to have sufficient credibility unless financial reports provide
quantitative information about the effects of inflation on business
income.

The Financial Accounting Standards Board is not and should not
be in a position of advocating any particular tax policies or national
economic programs. We believe, however, that we have added some
toql_s'for those whose responsibility it is to shape national economic
policies.

I appreciate having been invited to appear before the committee. I
will be pleased to anwser any question you may have. Thank you.

Representative Wyrte. Thank you very much, Mr. Kirk. We appre-
ciate your statement,

[The prepared statement of Mr. Kirk, together with attachments,
follows :ﬁ)

PREPARED STATEMENT OF DonaLp J. Kmx

Good morning. I am Donald J. Kirk, Chairman of the Financial Accounting
Standards Board. The FASB is the independent body designated in the private
sector—and recognized by the Securities and Exchange Commission—to establish
standards of financial accounting and reporting. Those standards are, in effect,
rules governing the preparation of financial reports by businesses and other
enterprises.

The FASB’s function is important because decisions regarding allocation of
capital-—that is, investment and credit decisions—are based in part on financial
information, much of which is the product of the financial accounting and report-
ing process.

The traditional accounting model—the one by which financial statements of
business enterprises have been prepared in the United States since public finan-
cial reporting began—is often deseribed as the “historical cost” basis of account-
ing. When inventories, land, buildings, machinery, equipment, and other assets
have been reported in a company’s balance sheet, they generally have been meas-
ured on the basis of the amount originally paid to acquire those assets, regardless
of changes in prices subsequent to acquisition date.
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And in measuring its net income under conventional accounting, a company
deduets from its current sales revenue the historical cost of the goods that were
sold—not their current costs—and deducts as depreciation a portion of the his-
torical cost of buildings, machinery, equipment, and other long-lived assets used
in operations, rather than an amount representing the current cost of those
long-lived assets at the time they are used.

Not only has accounting traditionally focused on historical costs rather than
current costs, but the historical costs represent an aggregation of dollars of vary-
ing value in terms of purchasing power. Although individual wage earners have
readily recognized that comparing this year’s and last year’s wage rates in nom-
inal dollars can be illusory, and at the macro level we all seem to understand
that meaningful information about growth in the U.S. economy must be measured
in terms of ‘“real” or “constant” dollars, financial reporting by corporations until
now has focused on nominal dollars and has ignored the declining value of the
measuring unit.

While retaining the historical cost/nominal dollar measurement basis, for some
time accounting has attempted indirectly to allow for the effects of changing
prices by two techniques: One is the last-in, first-out (LIFO) inventory account-
ing method, by which the cost of the most recently acquired inventories is charged
against sales revenues in measuring earnings. The other is the use of accelerated
depreciation, which skews the periodic depreciation charges toward the early
years of an asset’s life.

Those two techniques, at best, are crude attempts to compensate for the higher
current costs experienced by businesses. They focus exclusively on income de-
termination and, as a result, play havoc with the balance sheet. Moreover, both
are mehods of accounting for historical costs, and do not give accounting rec-
ognition to changes in prices after an asset is acquired. Nor do they come to grips
with the changing general purchasing power of the dollar.

Conventional accounting has served us well when prices were relatively stable.
But, given the current level of inflation, it is fair to say that, for most com-
panies, some portion of the conventional earnings measure represents an erosion
of operating capability—that is, a portion of those conventional earnings may
need to be retained in order to acquire new assets needed to sustain the capacity
of the enterprise to provide a constant supply of goods and services. In other
words, if all of net earnings, after taxes, are paid as a dividend, companies
wonld not retain enough out of revenues to replace resources used up. Inflation
increases the possibility that all, or even more, of real earnings may be paid out
in dividends, and conveational accounting does not tell us the magnitude of the
shortfall.

Although the adjustment of historical cost accounting data for changes in the
general purchasing power of the dollar or for changes in the current prices of
specific goods and services had been proposed in the United States at various
times during the past fifty years, it took the shock of double digit inflation and
the subsequent persistence of high rates of inflation to create the climate in
which FASB action became possible.

The principal result of that action to date has been the issuance, in September
1979, of FASB Statement No. 33, “Financial Reporting and Changing Prices.”
The essential requirement of that Statement, which applies to the annual finan-
cial reports of the approximately 1,500 largest industrial and financial companies
in the United States, is the presemntation of two supplementary measures of
operating income, together with certain other data.!

The affected companies are required to present, as supplement to their basic an-
nual financial statements:

Operating income with cost of goods sold and depreciation measured on the
same historical cost basis as in the primary financial statements but adjusted
for changes in the general purchasing power of the dollar since the inventory and
depreciable assets were acquired (called “constant dollar” accounting) ; and

‘Operating income with cost of goods sold and depreciation expense measured at
current cost at the date of sale or use.

In addition, the companies are required to present :

The current cost amounts of inventory and of property, plant, and equipment
at the end of the current fiscal year; and

1The FASB has previously furnished coples of Statement No. 33 to the staff of the Joint
Bconomic Committee. A summary of Statement No. 33 is attached as an exhibit to this

statement.
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The increase or decrease in the current cost amounts of inventory and property,
plant, and equipment during the year, net of the effect of general inflation.

The net gain or loss of purchasing power that resulted from holding monetary
assets such as cash and cash receivables and from owing monetary obligations
during the year.

The affected companies are also required to present a five-year summary of
selected financial data measured in constant dollars to facilitate the assessment of
trends.

Statement 33 was effective for annual reports for calendar year 1979 and sub-
sequent years. However, initial presentation of current cost information was
permitted to be postponed until 1980 reports in recognition of the possible difficulty
in accumulating the necessary ¢aia in tiwe for 1979 reports.

Examples of Statement 33 disclosures taken from the 1979 annual reports of
three U.S. corporations are attached as exhibits to this statement.”

Accounting information stated in terms of constant dollars has two principal
benefits to investors, credit grantors, and other financial statement users. First,
it enhances comparisons. Erroneous judgments can be made based on financial in-
formation when that information is stated in nominal dollars that represent
significantly different purchasing power from item to item, enterprise to enter-
prise, and period to period. Second, investors and creditors seek to enhance their
wealth not in terms of numbers of dollars but in terms of the command of their
dollars over goods and services in the market place. Measures presented only
in nominal dollars tend to veil “real” return on investment and “real” wealth.

The informational advantage of current cost accounting is that it matches
today’s costs with today’s revenues, rather than yesterday’s costs with today’s
revenues. Accounting for current costs, separates the effects of holding assets
during a period of increasing (or declining) prices from the results of using
or selling those assets. For-example, it separates the so-called “inventory profits”’
or “holding gains” from operating margins. That separation seems likely to
provide to users an improved basis for understanding the results of past periods
and for assessing the prospects for future periods. It also provides an improved
basis for understanding the factors that determine the amount of cash available
for distribution, replacement, and expansion out of funds generated internally
by a business.

The two approaches to reflecting the effects of changing prices—constant
dollar accounting and current cost accounting—address different problems. Con-
stant dollar accounting is concerned with general inflation ; current cost account-
ing is concerned with changes in specific prices. To illustrate, consider an asset
purchased for $100 on January 1 of year X. During that year, the market buying
price of that asset increases to $110, and the general level of prices increases 8
percent.

The historical cost of the asset is $100. Its current cost at year-end is $110. That
does not mean, however, that the owner of the asset is 10 percent wealthier at
the end of the year than at the beginning, if wealth is thought of in terms of
command over goods and services. With 8 percent general inflation, $110 will
buy only around 2 percent more than $100 would have bought a year earlier.
From a purchasing power perspective, the assetholder had only a 2 percent
increase in wealth.

If that asset is an item of inventory and is sold on December 31 of year X
for $125, conventional accounting would report a $25 profit on the sale—
the difference between the $125 sales price and the $100 original cost. Were the
company that sold the inventory to distribute the $25 profit to its shareholders
as a dividend, though, it would find itself with only $100 in cash remaining—
not enough to replace the inventory item, whose market price has risen to
$110. On a current cost accounting basis, profit on the sale would be reported
at $15—the $125 sales price less the $110 current cost. The $15 could be dis-
tributed, and the company would still have sufficient cash to replace its inventory
and maintain the same level of operating resources at the end of the year that
it had at the beginning.

Although the prices of specific goods and services may tend to move in the
same direction as the general level of prices, specific price changes are often
widely disparate. In recent years, for instance, increases in the prices of gold
and petroleum have far outpaced the general inflation rate, while the prices of
caleulators today generally are much less than they were five or ten year ago.

® The three are General Electric Company, Household Finance Corporation, and Storage
Technology Corporation.
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Current cost accounting and constant dollar accounting are, therefore, comple-
mentary approaches that can be combined—and indeed have been combined in
Statement 33—for meaningful financial reporting.

By lt_s very nature, Statement 33 is experimental, and in several important
senses it is not yet finished. For one thing, the Board is presently giving con-
sideration to the applicability of current cost measures to certain special types
pf asset.s of companies in the forest products, mining, oil and gas, and real estate
11}dustr1es. Those assets are unprocessed natural resources (such as estimated
oil and gas reserves) and income producing real estate properties. As FASB
prop_osal on this matter has recently been published, and we will conduct public
hearings on that proposal in July.

Statement 33 is also unfinished in the sense that it raises certain issues to
which the Board intends to give further study, for example, whether the pur-
_chasmg power gains or losses from holding monetary items and the increases
in current cost amounts of inventories and fixed assets constitute elements of
‘“earnings.” Moreover, because it is plowing new ground, the Board plans to
conduct one or more major research projects on all aspects of the usefulness
gf the Statement 33 data—how the data is, or is not, being used by professional
investors, bankers, and others. We have recently appointed a task force of
experts to assist us in this effort.

There are under way at the Board several projects that are closely related

to Statement 83. Principal among them is our project on funds flows and liquid-
ity—aimed at determining the kinds of information about an enterprise’s flow of
funds and its liquidity position that is useful for investor and creditor decision-
making,
. In addition to its own efforts, the Board has encouraged others to study the
impact of Statement 33. Only a few preliminary analyses have been completed
to .date. Perhaps the two most comprehensive are studies recently published by
Price Waterhouse & Co., an international accounting firm, and by Duff and
Phelps, Inc., financial analysts and consultants. Price Waterhouse studies 157
of the Fortune 500 industrial companies and 58 of the largest financial, re-
tailing, transportation, and utility companies. Duff and Phelps studied 337
industrials and 111 utilities.

Overall, for most industry groups, both studies found that inflation-adjusted
operating income on either a constant dollar or current cost basis was any-
where from 40 percent to 70 percent lower than operating income on the tradi-
tional measurement basis. The diminution was greatest in capital-intensive
industries that tend to have relatively old physical plant—auto manufacturers
and public utilities. Companies in some industries reported declines consider-
ably less than average—aerospace, publishing, and financial institutions; and
the current cost earnings of the computer and office machinery industry were
actually more than historical cost earnings—undoubtedly because technological
advances have brought about significant operating efficiencies.

Rates of returns on assets, in real or current costs terms. were only around
one-third to one-half of those computed on a historical cost basis. and effective
tax rates were typically 10 to 30 percentage points higher than those reported
on the conventional historical cost basis.

For Price Waterhouse’s 157 industrial companies overall, the historical cost
dividend payout ratio of 33 percent doubled to around 67 percent on both a cur-
rent cost and constant dollar basis. In some industries, dividend payments
exceeded inflation-adjusted income from operations. which means that in those
industries companies effectively were paying dividends out of capital. These
industries are automobiles, food and beverage. retailing. and public utilities.

The findings of those two studies are consistent with a number of other anal-
yses that have been made available to the Board. Numerous periodicals. includ-
ing Business Week, The New York Times, The Washington Post. and Fortune.
report similar results.

Price Waterhouse also has published a special study of inflation adjustments in
the public utility industry. That study of 81 electric, gas. and water companies
reports that the average utility’s operating income was 73 percent less on a con-
stant dollar basis and 109 percent less on a current cost basis than reported in the
primary financial statements. Even within this single industry, results varied
widely. For 13 of the 81 companies, a historical cost earnings per share turned
into a restated current cost net loss per share. The Duff and Phelps study of 111
utilities found similar substantial declines.

What do these atlernative income computations and other supplementary dis-
closures have to do with capital formation?
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Capital formation involves a choice between saving and investment on the one
hand and consumption on the other. Capital allocation involves selection from
. among alternative investment opportunities. In a free enterprise economy such
as ours, capital is formed and allocated largely on the basis of-individual inves-
tors’ decisions. Those decisions are based, in great part, on financial infor-
mation—information for assessing expected rates of return, risks and
uncertainties, estimates of future rates of general inflation, expectations of
future price changes for specific commodities, and so on. The tax laws and the
economic policies and programs of government, of course, bear heavily on
investors’ decisions.

As a general proposition, higher expected rates of return encourage capital
formation ; similarly, reduced risks and uncertainties encourage capital form-
ation. Moreover, in making investment decisions, those with capital to supply
seek a return commensurate with the risks involved.

‘We believe that the information called for by Statement 33 aids investors in
assessing risks and returns, thereby reducing the uncertainties surrounding their
investment decisions. Statement 33 data adds a dimension to those assessments
beyond that provided by conventional accounting. The data helps investors to
distinguish between returns on capital and returns of capital, and between earn-
ings that result from management decisions to use resources in operations and
earnings that accrue from market price fluctuations. The data also assists in
assessing the extent to which a company has been successful in maintaining oper-
ating capability in the face of rising prices. Constant dollar data facilitates intra-
company, inter-company, and inter-period comparisons.

A number of studies have shown that, in the past, even in the absence of the
detailed inflation-adjusted information called for by Statement 33, securities
prices have tended to follow crude approximations of constant dollar and current
cost data more closely than nonadjusted historical cost numbers. It is not
unreasonable to expect that the new inflation adjustments will enhance investors’
assessments, to the considerable benefit of decision-making within the U.S.
capital markets, though it is too early to perform meaningful analyses at this
point.

‘We believe that the information called for by Statement 33 may be of benefit
to those in government and elsewhere who are concerned with income tax
policies and national economic policymaking in general. As you know, macro-
economists have, for years, made overall inventory and capital consumption
adjustments in preparing national income statistics. Statement 33 should provide
them with more detailed and more accurate information, and our staff has been *
meeting with representatives of a number of Federal agencies to explain the
Statement and discuss the resulting data with them.

The Financial Accounting Standards Board is not—and should not be—in
a position of advocating any particular tax policies or national economic pro-
grams. We believe, however, that we have added some tools for those whose re-
sponsibility it is to shape national economic policies.

I appreciate having been invited to appear before this committee, and I will be
pleased to answer any questions the committee may have.

Attachments.
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Financial issues:
the impact of inflation

Inflation is commonly defined as a loss in valus of money
due to an increase in the volume of money and credit
relative to available goods and services, resulting in a rise
in the level of prices. Inflation in the U.S. is generally rec-
ognized to be caused by a combination of factors, includ-
ing government deficits, sharp increases in energy costs,
and low productivity gains including the effect of proliferat-
ing govermment regulations.

Although loss of purchasing power of the doilar im-
pacts all areas of the economy, it is particularly onerous in
its effect on savings — of both individuals in forms such as
savings accounts, securities and pensions, and of corpo-
rations in the form of retained earnings.

For the individual, with inflation of 6% a year, the dollar
saved by a person at age 50 will have lost three-fifths of its
value by the time the person is age 65. With a 10% infla-
tion rate, aimost four-fifths of the doltar's value is lostin 15
years: This problem affects aimost everyone, including
those presently working and especially those who are on
fixed incomes.

The situation is rendered even more difficult by the
progressive income tax system. A Congressional staff
study reports that a family of four with an income of $8,132
in 1964 would need a 1979 income of $18,918 to have
kept pace with the increase in the Consumer Price Index
over the years. However, the 1979 income of $18,918 puts
the tamily into a higher tax bracket which, when coupled
with increased Social Security taxes, reduces real after-
taxincome $1,068 below the equivalent 1964 level.

Your Company and all U.S. businesses face a similar
problem. Business savings are in the form of retained
earnings — the earnings a company keeps after paying
employees, suppliers and vendors, and after payment of
taxes to government and dividends to share owners. If a
company is to continue in business, much less grow, it
must be able to save or retain sufficient earnings, after
providing a return to its share owners, to fund the cost of
replacing — at today's inflated prices — the productive
assets used up. Retention of capital in these inflationary
times under existing tax taws is a challenge facing all
businesses.

U.S. tax regulations permit recognition of the impact
of inflation on a company's inventory costs by use of the
LiFQ (last-in, first-out) inventory method. In general, un-
der the LIFO method, a company charges off to operations
the current cost of inventories corisumed during the year.
With inflation averaging over 11% last year. the negative
impact on operations of using current costs with respect to
a supply of goods is substantial. Financiat resuits are por-
trayed more accurateiy when the .IFO method is used in
periods of high inflation. and GE has used LIFO for most of
its U.S. manufacturing inventories for a quarter-century.
The Statement of Earnings on page 32 is on that basis. As
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supptementary information to that Statement of Eamn-
ings: use of the LIFO method increased 1979 and 1978
operating costs by $430.8 million and $224.1 million (to
$20,330.7 million and $17,695.9 million), respectively,
with a corresponding reduction of reported pre-tax profits.

Unfortunately, U.S. tax regulations fail to provide an
equivalent to LIFO for the impact of inflation on a com-
pany’s costs of property, plant and equipment. Instead,
deductions for wear and tear on these assets are based
on original purchase costs rather than today's repiace-
ment costs. In general, the resulting shortfall must be
funded from after-tax eamings.

The supplementary information shown in Tabte 1 re-
states operating results to eliminate the major effects of
inflation discussed above. Table 1 compares GE operating
resuits as reported on page 32 with results adjusted in two
ways. First, results are restated to show the effects of
general inflation — the loss of the dollar's purchasing
power - on inventories and fixed assets. The second re-
statement shows results restated for changes in specific
prices — the current costs of replacing those assets. Your
management feeis that the last column in Table 1 is the
more meaningful and has therefore shown, in Table 2 on
page 30, five years of resuits on that basis, also adjusted
to equivalent 1979 dollars to make the years comparable.
While the techniques used are not precise, they do pro-
duce reasonable approximations.

in these earnings statements, specific adjustments
are made to (1) cost of goods sold for the current cost of
replacing inventories and (2) depreciation for the current
costs of plant and equipment. The r ts for inven-
tories are relatively small because GE's extensive use of
LIFO accounting already largely reflects current costs in
the traditional statements. However, a substantial restate-
ment is made for the impact of inflation on fixed assets,
which have relatively long lives. The $624 miilion of depre-
ciation as traditionally reported, when restated for generai
inflation, increases to a total of $880 miliion. But the re-
statement necessary to reflect replacement of these as-
sets at current costs grows to $980 million. The net effect
of these restatements lowers reported income of $6.20 a
share to $4.68 on a generai inflation-adjusted basis and
$4.34 on a spaecific current cost basis.

1t Is significant to note that for the five years 1975-1979,
aven after for your C has shown
real growth in earnings and a steady increase in share owners’
equity over the entire period. After adjusting earnings for cur-
rent costs and restating all years to equivalent 1979 dofilars,
your Company’s sverage annual growth rate in real sarnings
was 21% since 1975 and 8% since 1976. This means that the
growth in GE's earnings has been real, not just the product of
intiation.

An important insight from these data is depicted in the
pie charts at right. These show that, over the five years
1975-1979. because of inflation 10% more of GE's earn-
ings were taxed away than appeared to have been the
case using traditional financial statements. While the tra-
ditional earnings statements indicated an effective

tax rate of 41% over this period. the “real” tax rate aver-
aged 51% of profits before taxes. Consequently, earnings
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Tablé 1: supplementary information — effect of changing prices «

(in miilions, except per-share amounts)

GENERAL ELECTRIC COMPANY p.2

The notes on page 30 are an integral part of this statement.

For the year ended December 31, 1979
Sales of products and services to customers
Cost of goods sold
Selling, general and administrative expense
Depreciation, depletion and amortization
interest and other financial charges
Other income
* Earnings before income taxes and minority interest
Provision for income taxes
Minority interest in earnings of consofidated affiliates
Net aamings applicable to common stock

Earnings per common share
Share owners' equity at year end (net assets) (¢)

As raported in Adjusted Agjusted for changes
the traditional for general in specific pnces
statements inflation {current costs) (b)
$22.461 $22,461 $22.461
15,991 16,093 16,074
3,716 3,716 3,716
624 880 980
258 288 258
(519 (519) {519)
2,391 2,033 1,952
953 953 953
29 16 13
$ 1,409 $ 1,064 $ 986
$ 6.20 § 468 - S 434
$ 7,362 $10,436 $11,153

Use of each dollar of earnings
Based on total earnings before taxes 1975-1979

he Adjusted for changes
g
Retained for (current costs)
32¢
Taxes 41¢
Minority

retained for growth were cut in half to 16% of income
betore tax, not 32% as refiected in the traditional financial
statements. Over the period, share owners received a
measure of protection against inflation’s impact as about
two-thirds of after-tax eamings were distributed — equiva-
lant to an average annual growth rate of about 8% in real
dividends.

An area iving speciai attention by manag wis
experimentation with the use of inflation-adjusted meas-
urements at the individual business and project level for
capital budgeting. Since 1973, your Company has been
experimenting with various techniques to measure the im-
pact of inflation, to incorporate the perspectives provided
by such measurements into decision-making, and to stim-

. ulate awareness by all levels of management of the need
1o develop constructive business strategies to deal with
inflation. The objective is to ensure that investments
needed for new business growth, productivity improve-
ments and capacity expansions earn appropriate

Interest 1¢

Retained for growth
16¢

Minori
Ingg;ea 1¢

real rates of return commensurate with the risks involved.
Such supplemental measurements can assist in the entire
resource aliocation process, starting with initial project ap-
proval, implementation and subsequent review.

Improving productivity to offset inflationary forcesisa
primary goal established by top management that is being
stressed throughout General Electric. As discussed on the
back cover of this Annual Report, the Company has com-
mitted significant leveis of resources to research and de-
velopment activities to accelerate innovation and increase
productivity. in addition, General Electric's production
base continues to be expanded and modernized through
increasing investments in plant and equipment. For exam-
ple. $1,262 million and $1,055 million were spenton
strengthening General Electric’s production base in 1979
and 1978, respectively. Imaginative and diligent coupling
of production techniques and equipment is critical to the
maintenance and improvement of your Company’s
profitabiiity.

The Generai Electric Investor 29
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Table 2: supplementary information — effect of changing prices ()

(In miifions, except per-share amounts)

GENERAL ELECTRIC COMPANY p.3

Current cost information in d ot 1979 purch g power (b)
(Al expressed in average 1979 dollars) 1979 1978 1977 1976 1975
Sales of products and services to customers $22.461 $21,867 $20,984 $20,015 $19,022
Cost of goods soid 16,074 15,548 14,793 14,145 13,914
Selling, general and administrative expense 3,716 3,566 3.606 3.360 3,018
Depreciation, depletion and amortization 980 1.000 986 979 1,006
Interest and other financial charges 258 249 238 222 251
Other income (519) (466) . (467} (350) (235)
Earnings before income taxes and minority interest 1,952 1,970 1.828 1,659 1,068
Provision for income taxes 953 995 926 853 620
Minority interest in eamings of consolidated affiliates 13 13 20 26 26
Net earnings applicable to common stack $ 986 $ 962 $ s8a2 $ 780 $ 422
Earnings per common share $ 434 $ 42 $ 3.88 § 345 $ 1.88
Share owners’ equity at year end (net assets) (c) $11,153 $11.020 $10.656 $10,526 $10.056
Other inflation information
Average Consumer Price Index (1967 = 100) 2174 195.4 181.5 170.5 161.2
(Loss)/gain in general purchasing power of net

monetary items $(209) $(128) $ (61) $ (20) $ 19
Dividends declared per common share 2.75 2.78 2.52 217 2.16
Market price per common share at year end 47% 502 58Y 69% 60%

Notes to supplementary information — Tables 1 and 2

(a) This information has been prepared in accordance with re-
quirements of the Financial Accounting Standards Board
{FASB). Proper use of this information requires an under-
standing of certain basic concepts and definitions.

The heading “As reported in the traditional statements”
refers to information drawn directly from the financial state-
ments presented on pages 32 to 44. This information is pre-
pared using the set of generaily accepted accounting princi-
ples which renders an accounting based on the number of

In presenting results of either of the supplementary ac-
counting methods for more than one year, “real” trends are
more evident when resuits for all years are expressed in
terms of the general purchasing power of the doltar for a
designated period. Results of such restatements are gener-
ally called “constant dollar” presentations. In the five-year
presentations shown above, doilar resuits for earlier periods
have been restated to their equivalent number of constant
dollars of 1979 generai purchasing power (CPI-U basis).

Since none of these restatements is ailowabla for tax

actual doilars invol! in i withno r

under existing regulations. income tax amounts are

given to the fact that the vaiue of the doilar changes over
time.

The heading “Adjusted for general inflation” refers to
information prepared using a different approach to transac-
tions involving inventory and property. piant and equipment
assets. Under this procedure. the number of dottars i

the same as in the traditional statements (but expressed in
constant dollars in the five-year summary).

There are a number of other terms and concepts which
may be of interest in assessing the significance of the supple-
mentary information shown in Tables t and 2. However, it is
's opinion that the basic concepts discussed

in transactions at different dates are all restated to equivaient
amounts in terms of the general purchasing power of the

» dollar as itis measured by the Consumer Price Index for ail
Urban Consumers (CPI-U). For example. $1.000 invested in
abuilding asset in 1967 would be restated to its 1979 doilar
purchasing power equivaient of $2.174 to vaiue the asset and
calculate depreciation charges. Similarly, 1978 purchases of
non-LIFQ inventory sold in 1979 would be accounted for at
their equivalent in tarms of 1979 dollars, rather than in terms
of the actuai number of dollars spent.

The heading “Adjusted tor changes in specific prices
{current costs)” refers to information prepared using yet another
approach to transactions involving inventory and proo-
erty, piant and equipment assets. In this case. rather than
restating to doilars of the same general purchasing power.
astimates of current costs of the assets are useq.

above are the most significant for the reader to have in ming
while reviewing this information.

() Principal types of information used to adjust for changes in

specific prices (current costs) are (1) for inventory costs. GE-
generated indices of prics changes for specific goods and
services. and (2) for property. plant and equipment. externaily
generated indices of price changes for major classes of
assets.

(¢} At December 31, 1979, the current cost of inventory was

$5.251 million. and of property. plant and equipment was
$7.004 million. Estimated current costs applicable to the sum
of such amounts held during ail or part of 1979 increased by
approximately $1.111 million. which was $329 miilion less
than the $1.440-million increase which could be expected
because of general inflation.
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Su lemel;tary Information on the Impact
of Esla Lo

tion on Accounting Data (Unaudited)

HOUSEHOLD FINANCE CORPORATION p.1

Inwoduction Infiation has an ever changing and increaingly pervasive and facilities 2» they are sold or consumed. The current cost
impact on the cconomy of the Uinited States. Canada and other concept iy specifically applied to each businesses’ products,
ies where Houschold® i Inthe  methods of operation, and types and locations of assets but it
United States, the value of 2 196~ dollar, i by the istically assumes that like kinds of peoperty. plant and
National Consurser Price Index for All Urban C: would be and ignores changes such ay
("CPI-L™), deterioraied to less than 46¢ by 1979. 1n P
with ge Y i financial The § also reqy gui
ha P amounts based on between monetary and nonmonetary assets and liabilities.
actual { historical ) dollars without adjustment for the con- Monetary items are i & change
standly i ing power of The account-  in price and will be converted into 2 fixed amount of doflars.
ing profession has advanced many complex theoriesas 1o how Exampies of monetary items include cash, receivables and
the B ed short and long: debt. A net monetary asset position in an
ing measurements should be reported but none have reccived infiationary period resufts in 2 loss of purchasing power. On
wide In ition of the i ing signi the other hand. a net monerary liability position results in «
of inflation. the Financial Accounting Standards Board issued in  gain in purchasing powet because the amount required 1o
1979 Statement No. 33, Financial Reporting and Changing satisfy the net itability, expressed in units of comsparabie pur-
Prices, requiring that large begin i chasing p & ith infiati Y items
with measuring and reporting on the impact of inflation are aysets and liabilities which do have occasion to change in
and include selected supplemental disclosures with annual price and which may or may not change ar the same rate as
financial statements. general inflation. Exampies of nonmonetary items include
The i include inventory, rentai vehicles, property, plant and equipment.
of three basic types of accounting data—historical cost/dom- The Statement requires that increases in current costs
inal doliar, historical cost/constant doliar 2nd current cost. based on specific prices of i
i cost/ dollar is the which property, piant and equipment be compared with z2mounts
sharehoiders traditionally receive. It is these amounts that are  based on general price level changes calculated using the
presented in the Corporation’s basic inancial statements and CPI1-U. The resulting amount, commonly knawn as bolding
here Annual Reporc gains and losses, is 2 mezsure of the additional increzse or
cosy/constant doller isa conceptused to  decrease in asset values that rexulted from the Cocporasion
adjust historical curtency transactions into units of the same holding specific assets instead of the general “market basket™ of
{constant ) general purchasing power. The Statement requites  §00ods and services that is used to derive the CP1-U.
that just historical doilars for this has elected to present inflation data in
using the CP1-U. This index measures general infiation on a accordance with the partial restatement provisions of the
national basis for vari itemsas gy, only i cost of goods sold,
food, housing and fuel. Because it is a gzneral i Y g assets, plant, and
measure and national in scope, it may not y portray have been restated.
the impact of inflation on Household's businesses. The reader is cautioned to exercise due care in use of
Current cost ertain assets and on the impact of inflation on
sale of p ind services i f data in with the § none of
‘what their current cost would have been when they were used | the data (for instance, additional costy of goods soid and
or s0id rather than what their nominal cost actuaily was. depreciation expenses ) has been adjusted for theoretical
O y i stores and income tax benefity. Further. not oniy are the presentations
plants would generaily cost more to replace than when they cxperimental in nature but they are based on simplified
were originally acquired. To maintain capaciry. shortcut i jectivity and
earning must yield sufficient capital 1o replace i
Current Year Data

{All da12 in millions of average 1979 dollars)

Nominal Constant Current

Basis Basis Basis

Finance 3 904 s 877 3 897

Merchandising 7.1 (7.0) 334

Manufactuting 19.7 13.2 22"

Transportation 17.6 .3 4.8

Corporate (23.6) (236) {236)

Tota! Income neoL.2 3 6300 IS4

e

Per Common Share:

Primary 5 332 $ 120 s 23"

Fully Diluted $ 318 s 1.20° $ 228

*1f the purchasing power gain of loss on net monetary items
held were included in constant basis and current basts
incorne, which management believes is more representative

of the inflation impact on the Corporation’s operations,
income would be 3114.2 2nd $168.2 million or 32.23 and
$3.28 per fuily diluted share. respectively.

!
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Household Finance Corporation 62
HOUSEHOLD FINANCE CORPORATION p.2
Da1a by Business
(All data in millions of Nominal Constant Currem Nomzmat Constant Current
average 1979 doltars) Basis Basis Basis Basis Basiy Basis
Figance

Revenues 3 836.1 $ 8361 3 831 3 3108 3 3108 3 3108
Operating expenses, €t¢. 444.3 444.3 444.3 181.9 1819 1819
Depreciation 7 9.4 7.4 9.4 94.3 822
Interest 2%80 2580 2580 284 28.4 28.4
Unrealized foreign exchange (gain) (7.4) (74 (7.4)
Provision for taxes on income 44.1 44.1 44.1 13.% 135 13.5

Toual cxpenses 745.7 7484 7464 2932 3183 3060
income $ 904 3 7.7 3 89.7 3176 $ (2.3 3 48
Purchasing power gain (loss) on net

monetary items held during the year $ (360) 3 (360) 3 268 1268
At December 31, 1979:

Property, plant and equipment 35 708 3 S08

Revenue-earning assets 33078
Increase in current cost of

revenue-eamning assets and

property and equipment 3 5.0 $ 219
Effect of increasc in general price level 83 409
Increase in current

cost over (under)

increase in e level 3 (33) 3 (150)
Net assets at vear end $1.239.0 31,4246° 31.430.2 3866 $ 121.2 3 1060
"Represents net zssets of all businesses.

Merchandising Manufacturing

Net sales and revenues $3.918.8 339188 $3.9188 3 2456 3 2456 $ 2456
Cost of goods sold, buying N

and occupancy 3.107. 31876 T 173 176.0 1760
Depreciation and amortization 336 473 47.4 66 8.4 89
Seiling and administrative 643.1 643.1 643.1 314 314 314
Interest 328 328 328 1.4 1.4 1.4
Unrealized foreign exchange (gain) {0.1) (0.1 (0.1)
Provision for taxes on income 450 45.0 450 133 153 15.3

Total expenses © 3.861.7 39258 3.88%.4 2289 2324 2329
Income $ 571 3 (7.0) $ 334 3 19.7 $ 132 s 127
Purchasing power gain (loss) on net

monetary items held during the vear 3626 3 626 3 (22) $ 2y
At December 31, 1979:

lnventories s "284 3 8L0

Property. plant and equipmens 5120 $1.0
Increase in current cost of inventories

and property, plant and equipment ' 8%9 3176
Effect of increase in general price level 1358 15.3
Increase in current cost over (under)

increase in general price level 3 (499) ) 2.
Net assets a1 vear end $ 4729 3 6096 5 626~ $ 1333 3 1497 $ 1574

67-2683 0 - 80 - 3
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business, however, mmoneu.ry The general inflation rate as
measured by the CPI-U has exceeded the actuzl inflation rate
experienced which we believe causes constant dallar data o

63
HOUSEHOLD FINANCE CORPORATION p.3
Five Year Data 1979 1978 1977 1976 1973
Net Sales and Revenues—
Constant 1979 Millions of Doliars:
Finance s 836.1 $ 8212 3 8107 3§ 7360 3 7104
Merchandising 39188 3.685.6 3.4100 32180 3,000.6
Manufacturing 2456 2583 2%0.7 2628 2299
. Transportation 3108 291.3 2409 221.6 2089
mwmmc@mm R
3 1.50 $1.378 s 128 118 $ 108
mem 1979 Ddlxr:' 1.50 153 1.50 147 1.42
Shareholders’ Book Value per Common Share at Year End:
Nominal Doilars $24.19 2256 $2095 ° $19.51 $1807
Constant 1979 Dollars® 2291 24.17 24.47 24.33 23.62
Market Price per Common Share at Year End:
Nominat Dollars 1813 $17.50 1828 2150 $16.00
Constant 1979 Dollsrs® 17.17 18.75 21.32 26.82 2092 |
Average Consumer Price Index for All Urban Consumers
_Lsing Average 1967 Doitars a3 Base of 100.0 2174 195.4 181.8 1705 161.2
*Constant 1979 dollzr amounts represent mid-year sverages.

Finance Household's cash dividends and book value per common share ind small of
have kept pace with inftation. The CP1-U annual compounded physicat assets. Since these monctary assets exceed monetary
inflation rate over the past five years has averaged 8% while labdlitics, the net asset position resulted in 2 $36 million Jossof
dividends increased at 2 9% rate and book value 222 7.1% rate. hasing power in 1979. A the datz also show
Market price per common shire, however, has had an erratic smal] holding losses and depreciation adjustments which are
patern in doll. w f the relatively small amount of phiysical axsets. The
fluctuate somewhat in relation to interest rate levels. mmhwmmulmmmmmlml

all of zmets and are  change that P beauseol
of 2 monetary nature with the of its in 8 tosts for data g
Merchandising Merchandising business adopeed the last.in, first-out 13% rate used in the CP1-U. Therefore, constant dollar costs of
- (urommummmmnwnmmm goods sold are inflated artificially by approximately $40 mil-
sdles. For  lioa due to this difference in inflation rates.
this reason, the nominal cox-of-goods-sold usually spproxi- More than 85% of Merchandising’s assets are non-
cost basis. Thy in  moneury, consisting of inventory and property 2ad cquip-
current cost over nominal cox for cost-of- goods-s0id results ment. These assets are largely financed in the normal course of
pally from the ion at the begis g of the year of  basiness by trade payables and other forms of deix, all mone-
and other reserves. We believe thx cur- tary in nature. As a result, the net monetary position yields 2
rent cost is 1 more realistic presentation of the effects of 362.6 million gain in purchasing power using the CPI-U. The
inflation on the Merchandising ‘Company experienced a bolding loss of $49.9 million, how-
‘We believe that the use of the mandatory broad-based ever, by having this large nvestment in nonmonetary assets.
CPl-Ufor basisis  This resuits from the specific value of these 253ets increasing at
inaccurate znd misteading. Actual inventory costs during the aslower rate than the general inflation rate as measured by
year increased in the range of $ 1o 8% . whichiswellbelowthe  the CPI-U.

Manufacturing The Manufacturing business 2130 sdopted the LIFO method of LIFO was adopted has been eliminated tn this presentation.

in 1979. Coxt of goods Inflatioa based on specific prices increased at a faser
sold on a constant dollar and current cost basis exceed nomi- rate than based on general inflation. This is due to the substan-
aal costs as the inflation data also include presentation of tial impact that rapidly prices of
foreign cost-of-goods-soid on a LIFO basis. Further, the impact silver and primary metals have had on inventory costs.
of restoring general FIRO valuation reserves to income when

Transportation AnSPOS lstlure,, y renta! and lease vehicies be misieading The current dollar presentation includes infla-
whi Most of the liabil inthis ton adjusted increases in depreciation but ignores inflation

adjustments for the ultimate gzin or loss on disposal which

tobean i element of

depreciation.
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Notes to Consolidated
Financial Statements
Storage Technology Corporation
and Subsidiaries

STORAGE TECHNOLOGY CORPORATION p.1

The ing interim ial inf i

1979 and 1978 results of operations on a

quarterly basis. Per share amounts have b;an adjusted from those previously reported for the

1979 and 1978 stock spiits (Note 7).

Quarter ended March 30, June 29, Sept. 28, Dec. 28,
1979 1979 1979 1979
(in thousands, except per share amounts)

Revenues $95.787 $119.856 $129,844 $134,186
Cost ot revenues 81.488 75,754 82.619 85,989
Gross profit 34,301 44,102 47,028 48,177
Operating expenses 17,608 23,539 22,828 23,740
Interest expense, net 3,454 A2n 4318 4,751
Provision for income taxes 5.653 7,028 8,549 8.132

Net income $ 7.548 § 9314 § 11,332 $ 11,554
ings per and
equivalent share $ .30 $ .37 $ 45 $ .48
Eamings per common share—
assuming full ditution $ .30 § .37 S 45 S .48
Quarter ended March 31, June 30, Sept. 29, Dec. 29,
1978 1978 1978 1978
{in thousands, except per shars amounts)
Ravenues §54.244 $66,959 879,467 $99,758
Cost of revenues 36,392 43,128 40.644 54.834
Gross profit 17.852 23,834 30.823 44,921
Operating expenses 9,726 12,078 14,189 21,857
Interest expense, net 1,554 3.089
Provision for income taxes 3,023 10,022
Net income $ 3.549 $ 9973
per and
equivalent share S .18 24 $ .24 .41
Eamings per common share—
assuming full difution § .16 S 24 s 32 $ .4

Note 14 - Information
on Effects of Changing

Prices (Unaudited)

Generai background

Financial statements of business enterprises
p in with ity

The information which follows is consistent
with the requirements of Statement No.
33, and is intended to provide certain

accepted accounting principles have
traditionally reported amounts reflecting
histaricat costs and dollars of varying
purchasing power and accordingly do not
adequately measure the effects of inflation on
a business. Changing prices, particuiarty -
during periods of high inftation. can
have signi effects. in gniti
of the need to provide readers ot financial
statements with information to assist them
in assessing these effects. the Financial
Accounting Standards Board (FASB) issued
Statement No. 33, Financial Reporting and
Changing Prices, which requires that certain
information about the etfects of inflation on

. 'ses be di

meast of the effects of inflation on
STC's operations and ial posi

Methods of measuring effects of
changing prices .

The two methods prescnibed by the FASB fo
measuring the effects of changing orices
were used in calculating the information
‘which follows.

The first method provides data adjusted for
“general inffation” using the Consumer Price
index for all Urban Consumers as a broad-
based measure of general inflation. The
objective of this approach is to provide
financial information in doilars of equivalent
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Storage Technology Corporation
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purchasing power (constant doilars) so that ot p
ravenues for each year are matched with

g units, S data adj d for
In addition, ﬁnama!datapmsemedfora ‘M“MEMMMPM
series of yaars is made more In g net income adjusted for general
reporting the amounts for each yearin inflation and changes in spo!:ﬁc pri(:esg the
terms ofa ot p 9 amounts reported in the primary financiai
power. have been adjusted for
The second method adjusts for * g depreci p {of property, plant and
in specific pricas.~ The objective of this and peripheral rental
method is to reflect the effects of ) and those f 1g COsts

in the specific prices (current casts)
of the resources actually used in STC's
operations, so that measures of these

related to cost of sales, service and
installation. Revenues and ail other
ich to reflect
the average price levels for the year and
gly have not been adjusted. The

to operating exp relatad to

and their consumption reflect the
current cost of ing these
rather than the hi: cost
actually expended to acquire them.

Adjustments for changes in specific prices of
property, plant and equipment were based on
external price indexes closely related to the
assets being measured. The current costs of
i ies, computer perip rentat
equipment, spare parts for field service and
reiated cost of sales and depraciation were
based on recent manufacturing costs.

it should be noted that both of the above
described methods inherently involve the use
of assumptions, approximations and
estimates. The results should be viewed in
that context and should not be viewed as
precise indicators of the effects of inflation.

depreciation of property, piant and squipment
is not significant and has been included with
the adjustment to cost of sales, service and
installation.

h the ol ibad above
affect pmax income for constant dollar and
current cost reporting, no adjustment has
been made to the historical cost provision for
income taxes because of the relationship of
the various income tax codes to historicat
cost accounting.

Afth,

The adjustments to expenses included in the primary fi 1ts are ized as
follows (in milions):
Constant dollar accounting Current cost accounting
Increase (decreass) in:
Degpreciation of property, plant ang equipment s 7 s 7
Depreciation of rental equipment 22 B
Cast of sales, servics and instaflation, exciusive
of depreciation 14.5 {13.3)
Total increase (decrease) in sxpenses $18.4 S$(12.5)

The adjustment for depreciation of property,
ptant and i for

increase in expense under constant dollar
ing and a $13.2 miilion requction in

both constant doilar and current cost
accounting. These adjustments are less than
10% of historical cost depreciation largely
because most of STC's property, piant and
equipment was acquired in the last three
years and therefors historical cost ciosaly
refiects current dollars.

The adjustments to depreciation of rentat
aquipment and to cost of sales, service and
installation {both of which reflect STC's
manufacturing costs) reflect a $17.7 million

expense under current cost accounting.
These varying resuits demonstrate the

ditf 1 the dollar ang
current cost methods. Constant doflar
accounting restates historical costs using the
general infiation rate. inherent in this method
is the assumption that ail costs increase at
the same rate as the Consumer Pnice Index.
The constant dollar methoa does not refiect
STC's and tha industry's experience wherein
technological advances have offset much of
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the inflationary cost pressures feit in other

benefit of acqulring or holding certain

industries. The current cost reflects

STC's ability to reduce manutacturing costs

which

enable prodmn efﬁmoncaes and
cost

, this
result is not necessarily nndleeuve of a lower
future cost trend, since the factors
contributing to a lowering of costs in the past
may not be present in the future. Given

{ir
peripheral remal equipment, spare parts for
field service and property, piant and
equipment) at values less than the current
year-end replacement vaiue. The $.1
million includes a $2.8 million increass in
current costs of such assets netofa

$2.7 miilion increase related to the

generai rate of inflation.

STC's itis your S .

Ot Net assats, after giving effect to the above
B oreicts maathog o asoouriin two adjustments, would be $149.6 millon for
for infiation. d dollar g and $180.8 million

for current cost accoummg

Included in the disclosures are two additional
measures of the sffects of infiation. The first Five-year eomparison of selected
measure, “gain from decline in p ial data for
power of net monetary l:amlmes, effects of changlng prices

demonstrates the effect of having net
monetary liabilities during a period of
declining purchasing power. In 1979 this
effect for both methods was a gain of $12.5
miition. Net monetary liabilities include all of
STC's consolidated assets and liabilities,
other than i i
rental equipment, spare pans tor field
service, property, plant and equipment, other
assats, the residual portion of net i

The five-year comparison shows the effect of
adjusting historical revenues to amounts
axpressad in terms of average 1978

dollars, as measured by the Consumer

Price Index. Revenues for 1975 through 1978
would be higher than reported in the primary

financial statements and the adjusted

in ineach
of those yem tn 1979 wouid be

in sales-type leases and | rents

for future periods.
The second additional measure, “increase in
current cost, net of inflation,” reflects the

cor tess. The market price per
share amounts show a similar trend of siower
growth in each of the eariier years to

1979 when restated to average 1979 dollars.

S ial data adjusted for the etfects of changing prices for the year ended
December 28, 1979 {in millions, excepl per share amounts)
Adjusted for Adjusted for
Primary general inflation changes in specific
dottar) prices (current costs}
Total revenues $479.5 $479.5 $479.5
Cost of sales, service and installation 2868.9 3021 2743
Depreciation‘of rentat equipment 19.0 22 19.1
Other operating sxpenses 104.5 104.5 104.5
Total costs and expenses 410.4 428.8 397.9
Income before taxes 69.1 50.7 81.8
Provision for income taxes 29.4 9.4 29.4
Netincome §397 §2913 §%332
Earnings per primary and — P
tully dituted share $ 1.58 $ .8s* $ 207
Gain from decline in purchasing = I
power of net monetary liabilities $ 125 § 125
increase in current cost, - —
net of inflation $
*As d ibed pr y, it is mar 's belief that the resuits of the constant doilar

method of measuring the effects of inflation are not appropriate based upon STC's past
experience of reduced costs through technological advances.
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The current cost of perip rental equip spare parts for fieid
service and property, plant and equip net of P! , @t Dy ,
1979 and P g hi cost are as follows (in millions):
Computer Spare parts
peripheral for field Property, plant
rantal equip service and Total
Current cost $1109 $62.4 223 $78.1 $273.7
Historical cost $110.9 $85.6 $23.9 $70.9 $271.3
Five-year ison of selected D y ial data adj for effects of
ging prices (in age 1979
Unadjusted for
effects of
ing prices Adjusted total
Totat revenuss (in millions)
1979 $479.5 $ -~ $479.5
1978 $300.4 $33.8 $334.2
1977 $1623 $32.1 $194.4
1978 1218 $33.5 $155.3
1975 $ 988 $344 $133.2
Market price per common share at end of fiscal years (after adj for stock dividend:
and stock spiits):
1979 $17.13 $(94 $16.19
1978 ) $15.38 $1.09 $16.47
1977 $ 5.4 $ .0 §$635
1878 $273 s .68 $ 3.4
1975 $ 228 $ .70 $ 2.96
for the effect

The g price i used in g the above adj

of changing prices were as follows: 1979-217.4; 1978-195.4; 1977-181.5; 1976-170.5;
1975-161.2. Adjusted data on dividends per common share is not presented because no
cash dividends have sver been paid by STC.
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STATEMENT OF FINANCIAL ACCOUNTING STANDARDS No. 33
\

Financial Reporting and Changing Prices
SUMMARY

This Statement applies to public enterprises that have either (1)
inventories and property, plant, and equipment (before deducting
accumulated depreciation) amounting to more than $125 million
or (2) total assets amounting to more than $1 billion (after deduct-
ing accumulated depreciation).

No changes are to be made in the primary financial statements;
the information required by the Statement is to be presented as
supplementary information in published annual reports.

For fiscal years ended on or after December 25, 1979, enterprises
are required to report:

a. Income from continuing operations adjusted for the effects
of general inflation
b. The purchasing power gain or loss on net monetary items.

For fiscal years ended on or after December 25, 1979, enterprises
are also required to report:

a. Income from continuing operations on a current cost basis

b. The current cost amounts of inventory and property, plant,
and equipment at the end of the fiscal year

c. Increases or decreases in current cost amounts of inventory
and property, plant, and equipment, net of inflation.

However, information on a current cost basis for fiscal years
ended before December 25, 1980 may be presented in the first
annual report for a fiscal year ended on or after December 25,
1980.

Enterprises are required to present a five-year summary of selected
financial data, including information on income, sales and other
operating revenues, net assets, dividends per common share, and
market price per share. In the computation of net assets, only
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inventory and property, plant, and equipment need be adjusted
for the effects of changing prices.

Illustrative formats for disclosure of the required information are
inchuded in this Summary as Schedules A, B, and C (pages 32-34
of the Statement).

To present the supplementary information required by this State-
ment, an enterprise needs to measure the effects of changing
prices on inventory, property, plant, and equipment, cost of goods
sold, and depreciation, depletion, and amortization expense. No
adjustments are required to other revenues, expenses, gains, and
losses.

“In computations of current eost income, expenses are to be
measured at current cost or lower recoverable amount. Current
cost measures relate to the assets owned and used by the enter-
prise and not to other assets that might be acquired to replace
the assets owned. This Statement allows considerable flexibility
in choice of sources of information about current costs: An enter-
prise may use specific price indexes or other evidence of a more
direct nature. This Statement also encourages simplifications in
computations and other aspects of implementation: In particular
“recoverable amounts” need be measured only if they are judged
to be significantly and permanently lower than current cost; that
situation is unlikely to occur very often.

The Board believes that this Statement meets an urgent need for
information about the effects of changing prices. If that informa-
tion is not provided: Resources may be allocated inefficiently; in-
vestors’ and creditors’ understanding of the past performance
of an enterprise and their ability to assess future cash flows may
be severely limited; and people in government who participate in
decisions on economic policy may lack important information about
the implications of their decisions. The requirements of the State-
ment are expected to promote a better understanding by the
general public of the problems caused by inflation: Statements
by business managers about those problems are unlikely to have
sufficient credibility until financial reports provide quantitative
information about the effects of inflation.
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Special problems arise in the application of the current cost re-
quirements of this Statement to certain types of assets, notably
natural resources and income-producing real estate property. The
Board will consider those problems further and address them in
an Exposure Draft with a view to publishing a Statement in 1980.
This Statement gives guidance on the treatment of those assets and
related expenses for enterprises that present current cost informa-
tion for fiscal years ending before December 25, 1980.

This Statement calls for two supplementary income computations,
one dealing with the effects of general inflation, the other dealing
with the effects of changes in the prices of resources used by the
enterprise. The Board believes that both types of information are
- likely to be:useful. Comment letters on the Exposure Draft re-
vealed differences of opinion. on the relative usefulness of the two
approaches. Many preparers and public accounting firms em-
phasized the need to deal with the effects of general inflation;
users generally preferred information dealing with the effects of
specific price changes. The Board believes that further experi-
mentation is required on the usefulness of the two types of in-
formation and that experimentation is-possible only if both are
provided by large public enterprises. The Board intends to as-
sess the usefulness of the information called for by this Statement.
That assessment will provide a basis for ongoing decisions on
whether or not provision of both types of information should be
continued and on whether other requirements in this Statement
should be reviewed. The Board will undertake a comprehensive
review of this Statement no later than five years after its publica-
tion.

The measurement and use of information on changing prices will
require a substantial learning process on the part of all concerned.
In view of the importance of clear explanations to users of financial
reports of the significance of the information, the Board is organiz-
ing an advisory group to develop and publish illustrative dis-
. closures that might be appropriate as a guide to preparers in par-
" ticular industries.
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SCHEDULE A

STATEMENT OF INCOME FROM CONTINUING
OPERATIONS ADJUSTED FOR CHANGING PRICES

For the Year Ended December 31, 1980

(In (000s) of Average 1980 Dollars)

Income from -continuing operations, as

reported in the income statement $ 9,000
Adjustments to restate costs for the effect

of general inflation

Cost of goods sold (7,384)
Depreciation and amortization
expense (4,130) (11,514)
Loss from continuing operations adjusted
for general inflation ( 2,514)

Adjustments to reflect the difference
between general inflation and changes in
specific prices (current costs)

Cost of goods sold (1,024)
Depreciation and amortization
expense (5,370) ( 6,394)
Loss from continuing operations adjusted:
for changes in specific prices $( 8,908)

Gain from decline in purchasing power of
net amounts owed s 7,729

Increase in specific prices (current cost)
of inventories and property, plant, and

equipment held during the year* $ 24,608
Effect of increase in general price level 18,959
Excess of increase in specific prices over

increase in the general price level $ 5,649

* At December 31, 1980 current cost of inventory was $65,700 and current
cost of property, plant, and equipment, net of accumulated depreciation was
$85,100. ’



SCHEDULE B
STATEMENT OF INCOME FROM CONTINUING OPERATIONS ADJUSTED FOR CHANGING PRICES
For the Year Ended December 31, 1980

(In (000s) of Dollars)
Adjusted for Changes

As Reported in the Adjusted for in Specific Prices

Primary Statements General Inflation (Current Costs)
Net sales and other operating revenues $253,000 $253,000 $253,000
Cost of goods sold 197,000 204,384 205,408
Depreciation and amortization expense 10,000 14,130 19,500
Other operating expense 20,835 20,835 20,835
Interest expense 7,165 7,165 7,165
Provision for income taxes 9,000 9,000 9,000
244,000 255,514 261,908

Income (loss) from continuing operations $ 9,000 $(C 2,514) $( 8,908)

Gain from decline in purchasing power of net
amounts owed $ 7,729 $ 7,729

Increase in specific prices (current cost) of
inventories and property, plant, and

equipment held during the year* $ 24,608
Effect of increase in general price level 18,959
Excess of increase in specific prices over

increase in the general price level $ 5,649

* At December 31, 1980 current cost of inventory was $65,700 and current cost of property, plant, and equipment, net of
accumulated depreciation was $85,100.

1%



FIVE-YEAR COMPARISON OF SELECTED

SCHEDULE C

SUPPLEMENTARY FINANCIAL DATA ADJUSTED FOR EFFECTS OF CHANGING PRICES

(In (000s) of Average 1980 Dollars)
Years Ended December 31,

Net sales and other operating revenues

Historical cost information
adjusted for general inflation

Income (loss) from continuing operations

Income (loss) from continuing operations per
common share

Net assets at year-end

Current cost information

Income (loss) from continuing operations

Income (loss) from continuing operations per
common share

Excess of increase in specific prices over increase
in the general price level

Net assets at year-end

Gain from decline in purchasing power of net
amounts owed

Cash dividends declared per common share

Market price per common share at year-end

Average consumer price index

1976 1977 1978 1979 1980
265,000 235,000 240,000 237,063 253,000
(2,761)  (2,514)

$ (1.91) $ (1.68)

55,518 57,733

(4,125)  (8,908)

$ (275) $ (5.94)

2,292 5,649

79,996 81,466

7,027 7,729

$ 259 $§ 243 § 226 $§ 216 $ 2.00
$ 32 % 31 § 43 3 39 § 35
170.5 181.5 195.4 205.0 220.9
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Representative Wyrte. Mr. Williams, I have sent word to Congress-
man Moorhead that you are at the table now. He says he is tied up in
the Government Operations Committee. He asked me to pay his re-
spects. He will still try to get here, but I do know you have a time
limitation, so we’ll ask you to proceed with your testimony at this
time.

Mr. Wiriams. Thank you, Congressman. I do have until noon, so
T’m not under tremendous pressure.

Representative WyLme. Maybe he will arrive soon.

STATEMENT OF L. STANTON WILLIAMS, CHAIRMAN OF THE
BOARD, PPG INDUSTRIES, ON BEHALF OF THE BUSINESS
ROUNDTABLE, PITTSBURGH, PA.

Mr. Wmriams. I do appreciate the opportunity to testify today
before the Joint Economic Committee. I also request that my pre-
pared statement which has been submitted to the committee be made
a part of the published record of this hearing.

Representative Wyrie. Your prepared statement will be made a part
of the record.

Mr. Witiams. T would add, I am accompanied by associates from
both the Business Roundtable and PPG.

The overriding challenge to our domestic economy today.is to stimu-
late business investment, improve productivity and at the same time
reduce the righ rate of inflation. The capital needs of industry are
directly affected by inflation, which not only increases the cost of
capital, but also substantially raises the price of replacing existing
plant and equipment and providing increased and more efficient
capacity.

Our existing tax structure was not designed to deal with a highly
inflationary economy and, as a result, taxable income computations
significantly overstate the real earnings of taxpaying entities, with
effective income tax rates at levels well beyond statutory rates.

Moreover, high inflation makes the environment for investment
more speculative, with returns appearing more uncertain. As a result,
businessmen are reluctant to commit resources to making additional
investment, plants become outmoded, and the rate of productivity
growth declines.

During the past several years business has reported record annual
earnings in their published financial statements. These favorable re-
ports were all the product of existing generally accepted accounting
principles. Our normal conception of profit is that it represents the
excess of revenues over costs, and that such profit is then available
for two purposes—to pay dividends to the owners of the enterprise
for the use of their invested capital, and to reinvest in expanded assets,
the use of which can generate additional profits.

But inflation undermines the calculation of costs used in the profit
determination process. Inventory valuation and depreciation of ma-
chinery and equipment are the two principal problems in an infla-
tionary economy in the determination of costs. An inventory item
may have cost $1 to produce, but if it costs $1.10 to replace it in in-
ventory because of inflation, then that 10-cent differential should
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logically be charged against earnings prior to determining profit. Con-
ventional historic cost accounting would define that 10 cents as a part
of profit. I trust it is apparent that a series of transactions of that
nature in a continuing inflationary economy will result in a gross over-
statement of earnings.

The same theory apilies to depreciation which, in conventional
historic accounting methods, is a recovery of the original cost of a
piece of equipment over its estimated useful lifetime. Consequently,
a $1,000 piece of equipment depreciated ratably over 10 years yields
a $100 annual depreciation charge by conventional accounting
methods. But if as a result of inflation, the replacement cost of that
piece of equipment is now $2,000, the appropriate way to determine
profit is to recognize the $2,000 replacement value in the depreciation
calculation. To do otherwise means that, as with inventories, inade-
qua}:ie depreciation has brought about a substantial overstatement of
profits. :

The complexities of large business enterprises do not make it easy
to calculate and report the true economic profits as epitomized by these
two simple examples. But businessmen and objéetive economic stu-
dents do agree that the earnings reported by industrial business enter-
prises in accordance with conventional accounting standards do over-
state real earnings.

Accountants and businessmen have for years been trying to find
an equitable and acceptable method of reflecting the effects of infla-
tion on financial statements of diverse business enterprises. It is not
an easy task. .

The Financial Accounting Standards Board finally issued their
directive No. 83 last year, which prescribes some experimental ap-
proaches for adoption in 1979 and 1980 annual regorts as supple-
mental data. Most businessmen, and even the FASB, realize that
standard 33 is only a start, and further modification of techniques
will be required to obtain numbers with which we can all be com-
fortable as appropriately reflecting inflation’s effects. But I and much
of the business community applaud the effort and the intent. The
direction is right.

My own company has record earnings in 1979 as measured by con-
ventional accounting methods. Those earnings represented 7 cents
for each dollar of sales—not bad in comparison with other indus-
trial companies. But after applying FASB 33 for inflation_effects,
those earnings were between 4 to 5 cents per dollar of sales. Neither
level of earnings can be described as “obscenely high,” and yet that
was a particularly good year for us. Since earnings and grospectlve
earnings represent the principal sources of new capital for growth
and new jobs, I have great interest in ways of improving capital
formation.

Price Waterhouse, one of the largest public accounting firms, has
recently published an analysis of the FASB 33 data reported by some
of the Fortune 500 firms in their 1979 annual reports. PPG data was
not inconsistent with the results of their survey. I understand Mr.
Connor, senior partner of Price Waterhouse, will elaborate further
on the results of the survey. -

In the remaining moments of my testimony, I would like to draw
a few conclusions about the effects of inflation on business enterprises,
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and then suggest the direction which government might take to reduce
inflation, increase productivity, and increase jobs.

FASB 33 may not be, and probably is not, the definitive method of
measuring the effect of inflation on corporate financial statements.
But on an overall basis, the calculations are broadly accurate, and I
suggest these conclusions:

First: Reported profits greatly overstate.the true economic facts
and real corporate profits are not excessive or obscene, but rather are
inadequate to support industrial growth.

Second : Of the profits that are generated, the real percentage taken
for taxes is amazingly high.

Third: Strong corporate profits are a major prerequisite of any
program to improve capital formation.

The single most important offset to rising wages in the economy is
productivity. If wages increase at a rate of 8.5 percent and produc-
tivity in the same year rises 0.5 percent, under these circumstances the
embedded rate of inflation is 8 percent. )

As we enter the decade of the 1980’s, the nation should launch a
major program of productivity improvement involving a commitment
from all sectors of the economy—including labor, business, and gov-
ernments—to improve the efficiency of our economic systems.

The Business Roundtable supports this committee’s recommendation
for a tax cut designed to stimulate capital formation and savings and
investment. We would, however, suggest that the effective date for
such a tax cut be no later than January 1, 1981, preferably sooner. The
cornerstone of any tax reduction program should be passage by Con-
gress of H.R. 4646 and S. 1435, that is, the 10-5-3 Capital Cost Re-
covery System which you, Congressman, cosponsored.

It seems to me that passage by Congress of the 10-5-3 formula for
taxes will be an important solution to the inadequate depreciation
problem. 10-5-3 is not, of course, the equivalent of replacement cost
depreciation. But replacement cost depreciation would have difficult
administrative problems. 10-5-3 has the virtue of being easy to ad-
minister and from the cash flow standpoint, it could prove to be
roughly equivalent.

Capital formation is essential for increased productivity and eco-
nomic progress, and 10-5-3 is the most effective piece of proposed
legislation for stimulating capital investment. I urge the Congress to
get on with hearings on a tax cut and hopefully affirmative action on
10-5-3 Capital Allowance System.

Representative Wywie. Thank you very much, Mr. Williams, for an
excellent statement.

[The prepared statement of Mr. Williams on behalf of the Business
Roundtable, together with exhibits I, IT, and IIT and a position paper
entitled “Capital Formation : A National Requirement,” follows:]

PREPARED STATEMENT OF L. STANTON WILLIAMS

My name is L. Stanton Williams. I am the Chairman of PPG Industries, Inc.
I sincerely appreciate the opportunity to testify before the Joint Economic Com-
mittee today on behalf of The Business Roundtable and to focus my remarks on
the interaction between inflation, profitability and capital formation.

The overriding challenge to our domestic economy today is to stimulate busi-
ness investment, improve productivity and at the same time reduce the high
embedded rate of inflation. Long-term capital spending will improve the U.S.

67-263 0 - 80 - 4
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standard of living and will enable American industry to more effectively com-
pete in world markets, thereby providing important relief to our balance of pay-
ments problems. The capital needs of industry are directly affected by inflation,
which not only increases the cost of eapital, but also substantially raises the
price of replacing existing plant and equipment and providing increased and
more efficient capacity. Our existing tax structure was not designed to deal with
a highly inflationary economy and as a result taxable income computations sig-
nificantly overstate the “real” earnings of taxpaying entities with effective income
tax rates at levels well beyond statutory rates.

Moreover, high inflation makes the environment for investment more specula-
tive. The returns from a prospective investment appear more uncertain. As a
- result, businessmen are reluctant to commit resources to making additional
investment, plants become outmoded and the rate of productivity growth declines.

-During the past several years business has reported “record” annual earnings
in their published financial statements. These favorable earnings reports were
all the product of existing ‘‘generally accepted accounting principles.” The calcu-
lation of profits of a business enterprise by conventional accounting methods is
accurate in a non-inflationary economy, but brings about a substantial overstate-
ment of profits in an inflationary period when the dollar is constantly changing
in value.

Conventionally reported, or “book” profits, exceed true economie profits because
they are based on accounting practices that undervalue the cost of inventories,
depreciation, and working capital when there is inflation. When inventories are
accounted for by the first-in, first-out accounting method, price increases between
the time the inventories are accumulated and the time they are liquidated are
treated (and taxed) as income even though such income is needed to restock
inventories at higher replacement costs and is not, therefore, a true economic
gain. Similarly, book profits are overstated because depreciation deductions are
based on the historical cost of the asset involved, even though the true economic
cost of the wear and tear occurring is the higher replacement cost of the asset.
As an indicator of expected profits, book profits are especially deficient since they
are based on an understatement of what depreciation would be on new investment.

I have attached hereto an Exhibit I, a table which compares the 1965-79 re-
ported book profits on non-financial corporations to their real operating profits,
adjusted for inflation. The data clearly indicated the impact of inflation. While
book profits afiter tax (column 3) rose by more than 18 percent from 1978 to 1979,
after-tax operating profits actually declined by 13 percent when adjusted for
inflation (column 7). Indeed, 1979 operating profits (after taxes and corrected
for inflation), while well above the low point reached in the recession year 1974,
were about 38 percent below the high point reached in 1966, a year of rapid eco-
nomic expansion.

Accountants and businessmen have for years been trying to find an equitable
and acceptable method of reflecting the effects of inflation on financial statements
of diverse business enterprises. It is not an easy task. The Financial Accounting
Standards Board (FASB) finally issued their directive No. 33 last year which
prescribes some experimental approaches for adoption in 1979 and 1980 annual
reports as supplemental data to the conventional historical data. Most business-
men, and even the FASB, realize that FASB 33 is only a start, and further modi-
fication of techniques will be required to obtain numbers with which we can all
be comfortable as appropriately reflecting inflation’s effects. But I and much of
the business community applaud the effort and the intent. The direction is right.

My own company had record earnings in 1979 as measured by conventional
acconuting methods. Those earnings represented seven cents for each dollar of
sales—not bad in comparison with other large industrial companies. But after
applying FASB 33 for inflation effects, those earnings were apparently 4 to 5 cents
per dollar of sales. Neither set of earnings can be described as “obscene”, and yet
that was a particularly good year. Since earnings and prospective earnings rep-
resent the principal sources of new capital for growth and new jobs. I have great
interest in ways of improving capital formation.

Price Waterhouse, a large public accounting firm, has recently published an
analysis of the data reported by some of the Fortune 500 firms in their 1979 an-
nual reports. PPG data was not inconsistent with the results of their survey,
Using the FASB 33 approach, adjusting for inflation, earnings for industrial
corporations were 40 percent below what was reported on the normal historical
basis. Return on net assets employed was 8 percent, as contrasted with the 17 per-
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cent reported. And quite significantly, the effective tax rate on an inflation ad-
justed basis, was 53 percent rather than the average 39 percent repoted on an
historical basis.

In the remaining moments of my testimony, I would like to draw a few con-
clusions about the effects of inflation on business enterprises, and then suggest
the direction which government might take to reduce inflation, increase produc-
tivity and increase jobs.

FASB 33 may not be, and probably is not, the definitive method of measuring
the effect of inflation on corporate financial statements. But on an overall basis,
the calculations are broadly accurate, and I suggest these conclusions :

First, reported profits greatly overstate the true economic facts and real cor-
porate profits are not excessive or “obscene”, but rather are inadequate to sup-
port industrial growth;

Second, of the profits that are generated, the real percentage taken for taxes is
amazingly high; and

Third, strong corporate profits are a major segment of any program to improve
capital formation.

The single most important offset to rising wages in the economy is productiv-
ity. If wages increase at a rate of 8.5 percent, and productivity in that year rose
0.5 percent, under these circumstances the embedded rate of inflation is 8.0 per-
cent. Over the past decade, while there has been a significant increase in the
labor force, there has been a significant decrease in the rate of growth of plant
and equipment. This has reduced the growth of labor productivity, reduced the
growth rate of real wages and contributed to the nation’s expanding list of
economic problems. Exhibit II, attached hereto, verifies that productivity has
grown much more slowly over the past 10 years than previously and is currently
showing virtually no growth. When the growth of productivity falls, but the rate
of increase in wages remains constant (or increases), unit labor costs increase, as
illustrated in Exhibt II1. With unit labor costs rising, as they have in recent
years, selling prices are forced upward in order to preserve profit margins.

The need for faster labor productivity growth is particularly great, given con-
tinuing high rates of U.S. price infiation. Reducing the rate of inflation without
more unemployment is, to a large extent, a matter of increasing productive
capacity through improvements in labor productivity, or of increasing market
supply without decreasing effective demand. There are a number of economists
who believe that the supply side of the battle with inflation has been neglected
in recent years, and that more needs to be done to boost output through removal
of government impediments to growth in business investment and production.
In particular, there is concern that, unless adequate attention is devoted to capac-
ity expansion, the U.S. economy will periodically encounter inflationary bottle-
necks and shortages in key industries.

For a fuller discussion of the capital formation needs of our country today, 1
have attached hereto a position paper prepared by The Business Roundtable
Taxation Coordinating Committee.

As we enter the decade of the 1980’s in an environment of higher inflation,
economic policy should be redirected from reliance on short-run policy action
toward reducing the long-run determinants of the inflation rate. Fiscal restraint
by the government is a necessary ingredient in any policy aimed at stemming
inflation and providing the basis for long-term economic growth. The nation
should launch a major program of productivity improvement involving a com-
mitment from all sectors of the economy—including labor, business and govern-
ment—to improve the efficiency of our economic system.

The Business Roundtable supports the Committee’s recommendation for a tax
cut designed to stimulate capital formation and savings and investment! We
would however suggest that the effective date for such a tax cut be no later than
January 1, 1981, preferably sooner. The cornerstone of my tax reduction pro-
gram should be passage by Congress of H.R. 4646/S. 1435 (The “10-5-3"” Capital
Cost Recovery System), which you, Mr. Chairman, sponsored. At least half of
the total tax cut should be directed to incentives for increased capital investment.

It seems to me that passage by Congress of the “10-5-3” formula for taxes
will be an important solution to the inadequate depreciation problem. “10-5-8”
is not, of course, the equivalent of replacement cost depreciation. But replace-
ment cost depreciation would have difficult administrative problems. “10-5-8"

1 Joint Economic Committee 1980 Annual Report.
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has the virtue of being easy to administer, yet from the cash flow standpoint,
of at least a growing business enterprise, it could prove to be roughly equivalent.
Capital formation is essential for increased productivity and economic progress,
and “10-5-3” 1s the most effective piece of current proposed legislation for stimu-
lating capital investment.

I urge the Congress to get on with hearings on a tax cut and hopefully affirma-
tive action on “10-5-8.”

EXH!BIT 1

ADJUSTMENT OF REPORTED PROFITS OF NONFINANCIAL CORPORATIONS, 1966-79
[In billions of dollars]

DRW DB WNIND = O N WD

@
) (6)
) Increase in costs due to L
(€3] 3) inflation Operating Operating  Operating
Book —_—— profits rofits  profits as
profit  Income  Book profits Total - before tax after tax  adjusted
before tax after tax in- asadjusted as adjusteds  in 1967
Year tax  liability (3)=(1)—(2) CCAt §VA? crease (5)=(l;—(4) ®=05)—(2) dollars
69.5 29.5 40.0 -3.8 2.1 L7 .2 4.7 42.
65.4 27.7 37.7 =36 L7 -19 67.3 39.6 39.
71.9 33.6 38.3 =36 3.4 .2 2.1 38.6 36.
68.4 33.3 3%.1 -3.5 5.5 2.0 66.4 33.0 30.
55.2 21.3 27.8 =15 5.0 3.5 51.7 24.4 21,
63.2 29.9 3.4 -—.5 5.0 4.5 58.7 28.8 23.
75.9 33.5 42.4 2.7 6.6 3.9 72.0 38.5 30.
92.7 39.6 53.1 -1.8 186 16.8 75.9 36.3 .
102.9 42.7 60.2 3.0 40.4 434 59.5 16.8 11.
101.3 40.6 60.7 1.9 12.4 243 7.0 36.4 22,
130.0 52.6 7.4 1.4 147 2.1 100.9 48.3 28.
143.5 59.6 83.9 1.9 151 21.0 116.5 56.9 3l
166.1 68.8 7.3 126 25.2 3.8 128.3 59.5 30
190.2 75.1 115.1 15.6 41.8 57.4 132.9 51.8 26.
Percentage
change
1966-79_... +174 +155 188 L ciicaeee +87 39 —38

3 Capital consumption allowance,

3 Inventory valuation adjustment. i . i i
. ¥Since this is a retrospective recomputation of profits, it takes as given the corporate income taxes actually paid. If tax
liabilities had been figured on the adjusted pretax profits, the after-tax effect of the adjustment would, of course, have
been reduced by the tax-saving resulting therefrom. But since they were actually figured on the raportaJ profits through-
out, th%re weﬁl;:' no such tax savings. Adjusted after-tax profits are simply adjusted pre-tax profits minus actual taxes on
reported pro

Source: Department of Commerce,
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OAPITAL FORMATION : A NATIONAL REQUIREMENT*

SUMMARY T

The U.S. economy faces a serious problem of inadequate capital formation.
The rate at which American business is investing in new capital assets is below
the level required to meet the needs of sustained economic growth, a full employ-
ment economy, improved labor productivity, decreased dependence on foreign
sources of petroleum, and continued environmental improvement.

The U.S. economy trails all other major industrialized countries in both pro-
ductivity growth and the share of gross national product devoted to capital
formation. What’s more, in the past decade the growth in U.S. plant and equip-
ment has not kept pace with the growth of the U.S. labor force. This has gsharply
curtailed normal expansion in the amount of plant and equipment available for
each U.S. worker and slowed productivity growth. As the rate of increase in the
U.S. capital-labor ratio fell from 2.8 percent per year from 1983-73 to less than
1.0 percent per year from 1973 to 1978, there was a parallel drop in U.S. labor
productivity growth from 2.3 percent to less than 1.0 percent per year—and
actually declined slightly during 1979. Lagging capital formation explains a
significant share of the poor U.S. productivity performance.

By most accounts, real nonresidential fixed investment will have to total about
12 percent of real GNP in coming years to meet our pressing—and increasingly
capital-intensive—national goals and to assure a rising standard of living for
all Americans. Presently, the ratio of real fixed investment to real GNP is about
10 percent, almost 2 percentage points below the prescribed rate. Thus, more
capital is needed to reverse lagging productivity growth, curb inflation, and get
the economy moving again.

More capital requires a higher rate of savings and investment—which, in turn,
requires the expectation of a higher rate of return. And therein lies the prob-
lem. As a result of a tax system that taxes nominal income instead of real in-
come, after-tax profits in U.S. businesses do not provide an adequate incentive
to save and invest, particularly under a regime of mounting government regula-
tions that increase the risk of investment.

Inflation has driven an enoromous wedge between the book profitability of
U.8. corporations, with which the public is most familiar, and the true, inflation-
adjusted, rate of return. Conventionally reported book profits overstate real
economic profits because they are based on accounting practices that undervalue
the cost of inventories, depreciation, and working capital when replacement costs
are rising. What'’s more, book profitability is not corrected for the purchasing
power loss due to inflation.

‘While the average book profitability of U.S. non-financial corporations reached
an historic high in 1978, profitability adjusted for the impact of inflation was
actually negative and lower than in any postwar year, other than the recession
year 1974. The real rate of return on corporate equity investment has fallen
from a 1955-65 average of 4.1 percent to a negative 1.5 percent average over the
past five years, since double-digit inflation first struck.

The negative returns of recent years are even more alarming in light of the
increasing risks of U.S. capital investment. In an inflationary period, the real cost
of debt declines, and corporations are inclined to increase the importance of debt
in their capital structure. Yet, higher debt-equity ratios increase the volatility of
shareholders’ returns and the riskiness of all corporate investment.

Moreover, unpredictable rates of inflation leave investors less willing to com-
mit funds to long-term projects. Escalating and mercurial government regula-
tions further increase risk premiums. When business cannot accurately predict
the costs of changing environmental, health, safety, and other economic regula-
tions, long-term commitments become increasingly uncertain and unattractive.
Investments in new technologies, which have the most uncertain and longest-
term payoffs of all, are particularly hurt. Unfortunately, these are also the in-
vestments which provide the greatest hope for dramatic increases in productivity
and living standards.

The time has come to rethink and restructure our tax laws, our business
regulations, and all other government policies that influence the willingness of
business to invest in the long-term health of the U.S. economy The U.S. will reap
the benefits of more capital only if we are willing to redesign the government

1Taxation Coordinating Committee position paper of.the_]_.’mslness Rd_undtable.
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policies that are the primary cause of our current low rate of savings and
investment.

A. The need for capital acoumulation

Economists have long recognized the importance of capital formation to sus-
tained economic growth. A society increases its standard of living primarily by
increasing the productivity of its labor force; and sustained increases in pro-
duectivity and living standards primarily come from investment in more and
better capital-——from the construction of more efficient plant and equipment, the
discovery and development of new energy resources and energy-saving technol-
ogies, research and development of new products and production techniques, and
improvements in the skill and health of workers. In a far from trivial sense,
economic progress consists of capital formation.

In recent years, there has been widespread concern that the rate of U.S.
capital formation is inadequate. It is, of course, not easy to measure “adequacy.”
“Adequacy” depends on a society’s goals and other value judgments about the
importance of future versus current consumption. What matters is not the ab-
solute level of investment flows, but whether these flows are sufficient to assure
a rate of growth in the total supply of goods and services to an economy that
enables a healthy rate of over-all economic growth with reasonable price sta-
bility and minimum unemployment. In addition, new capital investment is needed
to allow a country to meet a range of specific socially mandated goals, such as
those for energy production and conservation, environmental improvement, and
the skill, health, and safety of workers.

The principal symptoms of capital inadequacy include a number of character-
istics of the U.S. economy in recent years. Most important among these are lag-
ging productivity growth, persistent inflation, and a number of unmet, capital-
intensive national needs, particularly those relating to the energy problem.

1. U.8. trails in capital investment and productivity growth.—Government
statistics indicate that, among the principal industrialized countries of the world
the United States has the lowest share of gross national product devoted to
capital formation, and also the lowest rate of labor productivity growth.

TABLE 1.—SHARE OF GNP DEVOTED TO PRIVATE, NONRESIDENTIAL GROSS CAPITAL FORMATION AND GROWTH
RATES OF LABOR PRODUCTIVITY

Investment ratio 1 Average annual p: t change in productivity 2

Percent Rank 1963-73 Rank 1973-717 Rank
19. 1 8.7 1 2.8 2
14.1 2 4.6 2 2.7 3
12.8 4 4.6 2 3.2 1
13.4 3 2.4 5 .5 4
1.7 5 3.0 4 .5 4
10.2 6 1.9 6 0 6

t Measured as the annual average of gross private, nonresid antial fixed investment at current prices as a percent of cur-
rent gross national product, 1970-77. i . .
2 Measured by growth in real domestic product per employed person, using own country’s price weights.

Source: OECD, National Accounts, 1979; and Economic Outlook, July 1979.

Output per American worker grew at an annual average rate of 1.9 percent
between 1963 and 1973, but grew by only 1.0 percent per year from 1973 to 1978
and declined slightly in 1979. While productivity has also dropped significantly in
other major industrialized countries since the early 1970’s, it did not change the
United States’ last place international ranking. Indeed, in many instances, it
widened the gap between productivity growth in the U.S. and growth elsewhere.
This has unfortunate implications for the ability of the United States to main-
tain its international lead in living standards. By some accounts, output per
worker in Germany has already surpassed that in the United States. And if the
most recent trends in productivity growth continue into the 1980’s, output per
worker in France, Japan and Canada would also exceed levels attained in the
United States by 1985 or shortly thereafter.

2. Lagging capital formation largely explains the poor U.8. productivity per-
formance.—In analyzing the poor relative productivity performance of the U.S.
economy, the Joint Economie Committee recently concluded that, while some of
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the faster growth in foreign countries may be due to their “catching up” by adopt-
ing (or adapting) U.S. technology . . . other more basic factors, such as the
higher rates of capital formation in the other countries play an important role.” **
Countries that devote the largest shares of their GNP to capital formation tend
to have the fastest rates of productivity growth. _

For the United States there has, tikewise, been a close correspondence between
periods of above-average growth in labor productivity and periods of relatively
rapid capital formation. Between 1963 and 1973, for example, high rates of U.S.
private investment led to a growth of about 2.8 percent per year in the amount
of capital available per hour worked by all persons in the private non-farm sec-
tor, but, since 1973, that growth has dropped to less than 1.0 percent per year.
Likewise, the rate of growth in U.S. output per hour worked in the private, non-
farm sector has fallen to 1.0 percent per year since 1973 from the 1963-73 average
rate of 2.3 percent per year.*

To be sure, there are a number of factors other than capital formation that
may help explain why U.S. productivity performance has lagged in recent years,
relative both to foreign economies and to earlier U.S. postwar experience. Faster
employment growth, a more service-intensive economy, increasing government
regulation, less intensive efforts on research and development, and rising energy
prices, for example, are among the more frequently cited additional reasons for
the productivity slowdown.

However, even after allowing for these other factors, the weakness of business
fixed investment over the past several years still explains a major share of the
productivity slowdown. Recent studies by economists at the Bureau of Labor Sta-
tistics and Data Resources both conclude that slower growth in the capital stock
can explain the principal share of the post-1973 drop-off 'in U.S. productivity
growth from earlier trends.®* The public policy implication is inescapable. As the
1979 Report of the Joint Economic Committee put it, “The cumulative loss of cap-
ital stock during the recession, combined with projections for continued rapid
labor force increase, strongly suggests that special measures to promote capital
spending are needed. . . .”

3. Increased capital formation would help to ease inflation.—The need for
faster productivity growth is particularly great, given continuing high rates of
U.8. price inflation. Reducing the rate of inflation without more unemployment
is, to a large extent, a matter of increasing productive capacity through improve-
ments in labor productivity, or of increasing market supply without decreasing
effective demand. There are a number of economists who believe that the supply
side of the battle with inflation has been neglected in recent years, and that more
needs to be done to boost output through removal of government impediments
to growth in business investment and production. In particular, there is concern
that, unless adequate attention is devoted to capacity expansion, the U.S. economy
will periodically encounter inflationary bottlenecks and shortages in key
industries.

Statistical measures of capacity utilization offer only an imperfect guide to
the adequacy of the current stock of plant and equipment or, alternatively, to
the presence or absence of excess demand and, hence, inflationary pressures in
product markets. Much, if not most, of capacity that is currently designated as
“not utilized” is comprised of high-cost, over-aged, and inefficient-——sometimes
energy or environmentally inefficient—equipment and facilities which are main-
tained for standby use omly in emergencies or to meet other special situations.
As a result, de facto “full” capacity utilization occurs appreciably below 100
percent of official capacity. This is suggested by the data presented in the chart
below :

1a The 1979 Joint Economic Report, 1979, pp. 58-59.

2 Since there has been a decline over the postwar period in the average hours worked
per week, both in the United States and abroad, measures of productivity based on the
number of employed persons have increased less rapidly than measures based on the num-
ber of hours worked which is a superior index of labor input. Yet, data for hours worked
in the total economy are not available on a consistent international basis. Thus, produc-
tivity is defined as output per person employed for the comparisons in Table 1.

3 Norsworthy, J. R. and Harper, M. J., “The Role of Capital Formation in the Recent
Productivity Slowdown.” Working Paper 87, Office of Productivity and Technology, U.8.
Department of Labor, January 1979; Siegel, Robin ‘“Why Has Productivity Slowed
Down ?” Data Resources U.S. Review, March 1979.



54
Chart 1 A
Capacity Utilization Rate in U.S. Manufacturing, 1960-78
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In both the mid-1960’s and early 1970’'s, the nation’s stock of plant and equip-
ment was such that as overall capacity utilization rate reached 90 percent,
capacity strain occurred in a number of key industries, and inflation worsened.
By late 1978, the utilization of industrial capacity was below, but not far below,
the peak levels reached in 1966-1968 and 1972-1973. According to the Council of
Economic Advisers, to avoid recurrent capacity strains, especially in raw ma-
terials industries, future “investment would have to grow at rates approximating
those of the 1962-66 period.” As explained presently, this would require a signifi-
cant increase in U.S. investment activity.

4. More capital is needed to achieve unmet capital-intensive national goal.—
Another major reason for concern about the adequacy of U.S. capital accumula-
tion is the existence of several national goals whose fulfillment would require
high levels of investment spending. In particular, vast capital outlays are going
to be needed to solve the nation’s energy problem without sacrificing economic
growth and continued improvement of the environment and the safety and health
of workers. Even energy programs that are predominantly aimed at greater
conservation rather than more energy production require substantial capital
inputs, whether for making automobiles and appliances more energy efficient,
switching from oil to coal as an industrial boiler fuel, or improving the insulation
of homes and office buildings. More capital will clearly be needed for opening up
new sources of energy : for solar collectors and synthetic fuel plants, for oil and
gas drilling at greater depths and farther afield, or for bringing in natural gas
by pipeline from the north of Alaska. These energy investments are likely to
cost hundreds of billions of dollars over the next decade, in addition to the con-
ventional capital requirements our economy will face.

The future protection of the environment will similarly require more invest-
ment, as will the protection of the health and safety of workers and consumers.
All of these protection measures cost money and improve the quality of our lives,
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but they do not usually produce more goods. They only occasionally increase and
more likely, decrease physical output per worker. This means that some of the
recent growth in U.S. capital accumulation may not be productive investment.

Business expenditures for pollution abatement have risen to a significant frac-
tion 6f total business fixed investment in recent years—about 5 percent in the
1976-78 period. What’s more, in some of the industries that are likely to be of
particular importance in solving the U.S. energy problem—petroleum chemicals,
primary metals, and public utilities—the percentage of total investment devoted
to pollution abatement has often been over 10 percent, or more than twice the
national average. Since investments for pollution abatement and other social
objectives are additive to investment that would expand capacity, higher total
mves'l;:lment will be needed if we are to meet both our output goals and our social
objectives.

B. Iwestment goals for the fulure

In order to assure a U.S. capital stock in the 1980’s that is sufficient to meet
the needs of a full employment economy, improved labor productivity, decreased
dependence on foreign sources of petroleum, and continued environmental im-
provement, the United States will need to set aside in the future a somewhat
larger percentage of capital formation of GNP. By most accounts, real nonresi-
dential fixed investment will have to total about 12.0 percent of real GNP in the
years to come. This was the recommendation of the Joint Economic Committee
this year and the Council of Economic Advisers in the last three presidential
administrations.

Over the last 15 years, the ratio of real business fixed investment to real GNP
has averaged only 10 percent (both in 1972 dollars).** As Chart 2 shows, while real
capital spending peaked near the end of 1973 at almost 11 percent of real GNP,
it fell sharply during the recession of 1974-75, and has not fully recovered since:

Chart 2
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" 3 The investment ratio in current prices has averaged 10.2 percent over the last 15
years because U.S. capital goods prices have risen at a slightly faster rate than general
prices (GNP deflator).
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By 1977, the third year of the recovery, real business investment was still only
9.6 percent of real GNP. It was not until 1978 that U.S. capital spending again
reached the 10 percent level. The latest data produce a ratio of 10.5 percent.
+» While growth: in.capital spending from the current 10.5 percent of GNP to the
goal of 12.0 percent may not appear great, it must be remembered that the latter
figure has never been reached in this country in the entire postwar period (al-
though most other industrialized countries have recorded much higher ratios).
One percent of GNP is about $14 billion in 1972 dollars, and business investment
spending on the same deflated basis has been running at an annual rate of about
$150 billion.

Thus, the prescribed 1.5 percent point increase in the ratio would require a 15
percent increase in total business fixed investment. While this is not an insur-
mountable goal, it will require significant reorientation of economic policies to
bring forth the desired investment—especially if the country is entering a period
of restrained growth attributable to recession, inflation, higher energy prices, and
restricted energy supplies.

C. Economic forces determining the level of investment

An economy’s rate of capital accumulation is determined, on the supply side,
by the willingness to save or to refrain from consuming all of one’s income and,
on the demand side, by the incentive to invest, or to purchase new business assets.
When an economy is operating at a high level of employment and capacity utiliza-
tion, an increase in the willingness to invest without a corresponding increase in
the willingness to save will lead to inflation and higher rates. A¢eordingly, efforts
to stimulate more capital accumulation during nonrecessionary periods must be
directed at higher levels of both savings and investment. This is also true for
efforts to increase the long-term, secular rate of capital formation.

1. Determinants of savinys.—There are two principal continuing sources of
savings in the United States: personal savings and retained corporate earnings.
While, historically, governments (at all levels) have sometimes been net suppliers
of savings through budget surpluses and debt payments, in 15 out of the last 20
years, governments have been net borrowers. During the last four years alone,
the federal government borrowed over $200 billion, more than 40 percent of total
private savings. While state and local government surpluses of $84 billion in the
1975-78 period offset this to a considerable degree, the net deficit still amounted
to almost $120 billion. Reduction of this deficit would permit more investment
to be carried out with less risk of inflationary pressures.

In addition to the after-tax rate of return, personal saving appears to depend
upon such things as income, how fast and in what direction income is changing,
wealth, the availability oi consumer credit, inflation, and the extent to which
people are covered by social insurance programs. Demographics also seem to have
an effect: people tend to save more when they pass the age of 40 and become
increasingly concerned about retirement income. This suggests that, if past
savings patterns are maintained, the overall personal savings rate could decline
as there will be relatively more people in the high-spending, low-savings age
brackets (20-34) over the coming decade, and fewer in the high-saving age
brackets (40-54). Personal savings may also be held down, if there continue to
be further liberalizations of social security and other government welfare
programs,

Since social security is almost entirely a pay-as-you-go system, there are no
compensating government savings to offset the reduction in private savings. The
result is less total savings in the economy than would be the case, if a larger share
of savings for retirement were put into private pension funds or individual savings
accounts that would increase the supply of funds for private investment.

Tax rules further depress individual savings during periods of inflation. Savers
must pay tax, not only on their true income from savings, but also on their
inflationary gains. As anyone with a savings account knows, an 8 percent interest
rate, even-before taxes, was not enough last year to compensate savers for the
loss in the purchasing power of money that resulted from 9 percent inflation.
Present tax rules ignore this negative real rate of return and tax individuals on
the full nominal amount of interest receipts. Consequently, it is remarkable that
personal saving held up as well as it did over the last decade or so. It has only
in the 1976-78 period that personal saving declined to 5.4 percent of disposable
personal income from a 1970-75 average of 7.4 percent. In 1979 the savings rate
fell under 4 percent.

2. Determinants of investment.—When a business invests in new capital assets,
it expects revenues from the sale of the output of the new assets to be sufficiently
greater than the sum of the costs of labor and materials, wear and tear on the
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assets, and taxes to yield adeguate returns to the suppliers of investment capital.
These expected earnings from investment will be paid out to stockholders in the
form of dividends, to bondholders in the form of interest, or retained for rein-
vestment (“saved”) in the firm. The willingness to invest is obviously greater
the larger is the expected return on investment, given the risk involved. Govern-
ment can encourage more business investment through tax reforms that reduce
taxes on income from capital, through monetary policies that decrease the cost
of funds raised to finance investment, and through measures to diminish the
risk of investment such as curbing inflation and reducing the 'costs and uncer-
tainties of government regulation.

D. The return on corporate assets

Exact data are not available on the key determinant of business investment:
the expected risk-adjusted, profitability on new investment. All that is available
are measures of the current profitability of existing capital, and these may be a
poor guide to expected profits, especially during a period of inflation.

Nonetheless, they are all we have to work with in evaluating what might be
done to encourage increased investment in the U.S. Accordingly, in the following
pages, attention is paid to a number of different measures of U.S. profits and
profitability, and effort is made to adjust these measures so that they better indi-
cate investors’ prospective returns on new investment.

1. Corporate profits.—Largely as a result of inflation, the true operating profits
of U.8. corporations have fallen in value since the 1960’s. Conventional measures
of business profitability do not, however, reveal this important fact. Nor do they
provide a reliable guide to prospective returns on new investment.

Conventionally reported or “book” profits exceed true economic profits because
they are based on accounting practices that undervalue the cost of inventories,
depreciation, and working capital when there is inflation. When inventories are
accounted for by the first-in, first-out accounting method, price increases between
the time the inventories are accumulated and the time they are liquidated are
treated (and taxed) as income even though such income is needed to restock
inventories at higher replacement costs and is not, therefore, a true economic
gain. Similarly, book profits are overstated because depreciation deductions are
based on the historical cost of the asset involved, even though the true economic
cost of the wear and tear occurring is the higher replacement cost of the asset.
As an indicated of expected profits, book profits are especially deficient since
they are based on' an understatement of what depreciation would be on new
investment.

To correct for these shortcomings, the Commerce Department applies two
adjustments to aggregate profit figures for the corporate sector of the U.S. econ-
omy. First, an “inventory adjustment” (IVA) is used to remove inventory profits.
Second, a “capital consumption adjustment” (OCCA) corrects for the difference
between depreciation allowances used in computing book profits and the current
cost of the capital used in production (updated book value). Applying these two
adjustments to book profits yields a figure referred to as profits from current
production or ‘“‘operating profits.” Deduction of corporate tax liability (federal,
state, and local yields the amount available for dividends and for additions to
inventories, plant, and equipment after existing capital used during the account-
ing period has been replaced. The purchasing power of the resulting sum can
then be assessed by correcting for the general rate of inflation (Consumer Price
Index).

Note that this measure of investors’ real, inflation-adjusted earnings does not
include capital gains on corporate plant or equipment since these gains primarily
reflect increases in the general level of prices. Even if these assets could be
readily liquidated, no increase in command over economic resources or purchasing
power would result (unless the after-tax capital gain exceeded the inflation rate,
which is unlikely). As pointed out in an analysis by Patrick Corcoran, an econo-
mist at the Federal Reserve Bank of New York:*

“Exclusion of such capital gains is consistent with the following definition of
income: total capital is the maximum amount of money which could be spent by
holders of corporate debt and equity during the current period and which would
still enable them to spend the same amount in real terms in each ensuing period.
In other words, if equity and bondholders elect to spend nominal capital gains
from plant and equipment and inventories, they would have to liquidate some

4 Patrick J. Corcoran, “Inflation, Taxes, and Corporate Investment Incentives,” Federal
Reserve Bank of New York Quarterly Review, Autumn 1977,
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physical assets and therefore reduce the real value of the earnings stream in
succeeding periods.”

Table 2 compares the 1965-79 reported book profits of non-finaneial corpora-
tions to their real operating profits, adjusted for inflation. The data clearly indi-
cate the impact of inflation. While book profits after tax (column 3) rose by
more than 18 percent from 1978 to 1979, after-tax operating profits actually de-
clined by 13 percent when adjusted for inflation (column 7). Indeed, 1978 oper-
ating profits (after taxes and corrected for inflation), while well above the low
point reached in the recession year 1974, were about 38 percent below the high
point reached in 1966, a year of rapid economic expansion.

Even this computation probably understates the true erosion of corporate
profits due to inflation. For one thing, the estimate of current cost depreciation
is based on straight-line cost recovery. If double declining balance cost recovery
were assumed to reflect more accurately the actual time pattern of capital con-
sumption, the excess of current cost depreciation over income tax depreciation in
1978, for example, would rise from 13 billion to nearly 23 billion.

The estimate also excludes the cost that inflation imposes on the holding of non-
interest bearing cash balances that are needed for the day-to-day management of
a business. Just as more dollars are required to maintain inventories during a pe-
riod of inflation, so more dollars are required to provide working capital, e.g., to
cover accounts payable, the amount of which rises with inflation. Yet currency,
bank demand deposits. and net trade credits (accounts receivable less accounts
payable) all lost purchasing power as a result of inflation. For example, such
losses amounted to over 9 billion dollars in 1978, none of which diminished tax-
able business income.

2. The effective corporate tax rate.—Under presently required tax accounting
rules, a rise in the inflation rate both lowers real, after-tax profits and raises
the effective corporate tax rate. For example, the income tax liability of non-fi-
nancial corporations amounted to 39 percent of their book profits in 1979 {column
(2) divided by column (1) in Table 2], but almost 53 percent of their operating
profits before tax as adjusted for the understatement of costs due to inflation
[column (2) divided by column (5)]. As the data in Table 2 demonstrate, the
discrepancy in the recession year 1974 was even greater—from a 42 percent re-
ported tax rate to a 72 percent effective rate.

TABLE 2.—ADJUSTMENT OF REPORTED PROFITS OF NONFINANCIAL CORPORATIONS, 1966-79
[In billions of dollars]

(O
) ®) m

) Increase in costs due to
(3] 3 inflation Operating Operating Operating
Book _— pro profits  profits as
profit Income  Book profits Total before tax after tax  adjusted
before tax after tax in-  asadjusted as adjusted! in 1967
Year tax liability (3)=(1)—Q0) CCA IVA crease (5)=(1)—(4) 6)=5)—2) dollars
29.5 40.0 -3.8 2.1 -17 n.2 41.7 42.5
21.7 37.7 =36 1.7 -1 62.3 39.5 39.9
33.6 38.3 -3.6 3.4 . 72.1 38.5 36.9
33.3 3.1 -3.5 5.5 2. 66.4 3.0 30.1
21.3 2.8 -15 5.0 3 51.7 24.4 21.0
29.9 33.4 -5 5.0 4, 58.7 28.8 23.7
33.5 2.4 -7 6.6 3.9 72.0 38.5 30.7
39.6 3.1 -1.8 18.6 16.8 75.9 36.3 21.3
42.7 60.2 3.0 40.4 43.4 59.6 16.8 11.4
40.6 60.7 1.9 12.4 24 71.0 36.4 22.6
52.6 77.4 14.4 14.7 29. 100.9 48.3 28.3
59.6 83.9 11.9 15.1 21. 116.5 56.9 31.3
68.8 97.3 126 25.2 37 128.3 59.5 30.5
———- 5.1 115.1 156 41.8 57.4 132.9 57.8 26.6

Percentage
change .

1966-79.... +174 +155 H188 e iccaaeee +87 39 -33

1Since this is a retrospective recomputation of profits, it takes as given the corporate income taxes actually paid. If tax
liabilities had been figured on the adjusted pretax profits, the after-tax effect of the adjustment would, of course, have
been reduced by the tax-saving resulting therefrem. But since they were actually figured on the reponed profits through-
out, thzre wg;: no such tax savings. Adjusted after-tax profits are simply adjusted pre-tax profits minus actual taxes on
reported profits.

Source: Department of Commerce.
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3. Increased reliance on debt financing.—Corporations have obtained some
relief from these higher effective tax rates through increased reliance on debt
financing. In an inflationary period, the real, after-tax cost of debt declines, and
corporations are induced to increase the importance of debt in their capital
structures. And this has clearly happened since inflation accelerated in the mid-
1960’s. The importance of the market value of debt relative to the market value
of debt plus equity rose from 21 percent in 1966 to nearly 37 percent in 1978
for U.S. non-financial corporations.

Chart 3
Measures of Increased Reliance Upon Debt Financing

=U.S. Nonfinancial Corporations, 1966~1978-

70 —~

80 NET INTEREST RS A
PERCENT OF TOTAL INCOME (1)

S0

a0

PERCENT

”~
P 7 e

N

s
- MARKET VALUE OF DEBT RS A

20 [~ PERCENT .OF MARKET VALUE
OF DEBT PLUS EQUITY
10 [~ _ _ |
§ B N I R R A U O O A N

. €6 67 68 €3 70 71 72 73 74 15 78 11 718

{1) NET - INTEREST (INTEREST PAID LESS INTEREST RECEIVED) AS A PERCENT
OF NET INTEREST PLUS ADJUSTED. AFTER-TAX OPERATING PROFITS
(RFTER-TAX BOOK PROFITS LESS IVA, CCA., AND INFLATION-INDUCED
LOSS ON CASH BALANCES) . _
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As a result of higher debt-equity ratios, interest has comprised a greater share
of the total return of capital invested in non-financial corporations during the
1970’s than in the earlier postwar years. As shown in Chart 3, net interest paid
by non-financial corporations (after adjustments for interest received) reached
a postwar peak of 72 percent of the total earnings of all security owners during
the recession year 1974 and has declined since then to a 1976-78 average of 42
percent. By contrast, net interest paid was less than 20 percent of total income
from capital in all postwar years prior to 1967.

4. Rate of return on equity investment.—One consequence of today’s greater
“leveraging” of operating profits has been recent recovery in the nominal return
on stockholder’s equity in non-financial corporations. Issuers of debt gain during
periods of inflation because they are able to repay the debt with dollars that
have less purchasing power than the dollars originally invested.

Conventionally reported measures of shareholders’ returns do not take account
of the inflation-induced reduction in the real value of shareholders’ liability to
bondholders. Thus, to get a better picture of the true economic gaing to equity
investors, it is necessary to add the devaluation of corporate debt back to profits.
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After adjustment is also made for the impact of inflation on inventories and
depreciation, the resulting measure of returns to shareholders can be divided
by the current replacement value of the corporate capital owned by equity owners
to arrive at an improved measure of real corporate profitability. The ratio of
current adjusted earnings to the replacement cost of corporate assets also pro-
vides a superior measure of the expected profitability of new equity investment.

The data in Table 3 reveal a substantial discrepancy between this measure of
the rate of return on stockholders’ equity (column 2) and the book profitability
with which shareholders are most familiar (column 1). With nominal book
returns at almost 15 percent in 1978, the 1955-78 series on book profitability
suggests no long-run deterioration in corporate profits, but the numbers are
unadjusted for the ravages of inflation. Neither the numerator nor the denomi-
nator of book rates of return is corrected for the impact of rising prices on
corporate costs. What’s more, there is no final correction for the purchasing power
loss due to inflation. A near 15 percent return in 1978 with 9 percent annual
inflation is clearly worth less than, say, a 9 percent return in 1961 with 1 percent
inflation (15—9=6, while 9—1=8).

Contrary to popular impression, there has been no recent recovery in U.S.
corporate profitability. When fully corrected for price increases, the reported
14.8 percent book return of 1978 becomes a negative 1.4 percent return. Share-
holders’ real rates of return have dropped from an average of 4.1 percent during
1955-65 (before serious inflation struck) to a negative 1.5 percent average over
the past five years, since double-digit inflation first appeared.

The negative returns of recent years are even more alarming in light of the
increased risk of U.S. capital investment. Higher debt-equity ratios, for one
thing, increase the volatility of shareholders’ returns and the riskiness of all
corporate investment. Unpredictable rates of inflation, for another, leave in-
vestors less willing to commit funds in long-term projects, especially if there is
also the possibility that government price controls will prevent recovery of rising
costs. Risk premiums demanded by investors have further increased because of
escalating and mercurial business regulations. As Princeton economist Burton
Malkiel has explained, changing government regulations have added to the cost,
increased the delays, and raised the risk of corporate investment projects.® As a
result, recent corporate profitability has been inadequate to bring forth needed
new investment. Investments in new technologies, which have the most uncertain
and longest-term payoffs of all, are particularly hurt. Yet, these are also the
investments which provide the greatest hope for dramatic increases in produec-
tivity and living standards.

. 5. Rate of return on total corporate investment.—The last two columns in Table
3 present total corporate income (adjusted profits plus net interest) expressed
as a percent of the current replacement cost of corporate assets. This measure
combines shareholders’ returns with those of bondholders. Accordingly, total
corporate income excludes the gain to shareholders as a result of the reduction
of the real value of corporate liabilities to debt holders, which occurs as the
general price level rises. The counterpart of the shareholder’s gain is the debt
holder’s loss. Consequently, when inflation causes a redistribution of wealth from
creditors to debtors, there is no net effect on total income from corporate capital.

While the calculated rate of return on total corporate income is deficient
insofar as it incorporates the earnings performance of both old and new assets,
rather than just new assets alone, some idea of investors’ expected returns on
new purchases of capital can, nonetheless, be obtained. And over the last decade,
there has clearly been a worsening of the profit outlook. From a postwar high of
6.7 percent in 1964-65, the real rate of return on total corporate income fell to
a postwar low of minus 89 percent in 1974 and “recovered” to a zero rate of
return in 1976. Real profitability in 1977 and 1978 was, however, once again
negative despite increased business activity.

This failure of corporate income to achieve even a positive real rate of return,
let alone to regain former levels of profitability surely explains why current
levels of U.S. capital formation are inadequate to meet economic goals. It also
suggests what needs to be done if the U.S. is to devote a greater share of national
income to savings and investment, as so many private and government economists
are advising. With much of corporate income taken away in taxes levied on
nominal instead of inflation-adjusted income, corporate investments cannot pro-
vide an adequate incentive to save and invest.

8 “productivity—The Problem Behind the Headlines.” Harvard Business Review, May-
June 1979,
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TABLE 3.—RATES OF RETURN ON INVESTMENT IN U.S. NONFINANCIAL CORPORATIONS, 1955-78

Rates of return on stockholders’ equity Rate of return on total capital
Cost ad]]usted
Book profitability 1 profitability 2 Cost adjusted?

Year Nominal Real ¢ Nominal Real ¢ Nominal Real
12.6 12.2 6.0 5.6 6.7 6.3
120 8.1 5.2 2.3 5.4 2.5
1.2 8.2 4,9 L9 4.8 1.8

9.1 1.3 3.8 2.0 4.3 2.5
10.5 9.0 4.8 3.3 5.7 4,2
9.7 8.2 5.0 3.5 S.4 3.9
9.2 8.5 4.4 3.7 5.3 4.6
10.0 8.8 58 4.6 6.5 5.3
10.6 9.0 6.3 4.7 6.9 5.3
L 10.3 1.5 6.3 1.9 6.7
2. 10.7 9.0 11 8.6 6.7
3 9.6 8.8 5.4 8.5 5.1
1L 8.8 1.1 4.7 1. 4.7
12. 1.5 7.6 2.9 1 2.3
11 5.5 6.9 .8 6. -.1
9.8 4.3 4.4 -1.1 4 -7
10.3 6.9 5.2 1.8 5, 1.8
1.4 8.0 6,4 3.0 5, 1.8
3.4 4.6 8.7 -1 5. -3.5
3, 1.6 8.4 -3.8 3 -8.9
1. 4.9 5.2 -1.8 4, -2.17
3. 9.1 4.8 0 4 0
4. 7.2 6.2 —.6 4,9 19
14.8 6.7 6.7 -1.4 4.6 -3.5

1 Average return on net worth for worldwide operations of U.S. corporations. Data from Citibank.

2 After-tax U.S. profits corrected for inflation (CCA plus VA plus the devaluation of net financial liabilities) divided by
U.S. net worth (physical capital component value at current cost). These data were calculated by the Council of Economic
Advisers (Economic Report of the President, 1979, table 30, J) 128). X

3 After-tax U.S. profits corrected for the inflation-induced increase in operating costs (IVA, straight-line CCA, and loss on
cash balances), plus net interest, divided by the current cost of net U.S, assets. Data from Corcoran, ederal Reserve Bank of
New York Quarterly Review, autumn 1972,

¢ Deflated by the annual chnngo inthe CPI.

E. Role of government policy in encouraging more capital investment

The challenge is clear. More capital would increase productivity and raise our
standard of living, But more capital requires a higher savings and investment
rate, and a higher rate requires the expectation of a higher return. The time has
come to rethink and restructure our tax laws, our environmental restrictions, our
business regulations, and all other government policies that influence the willing-
ness of business to invest in the future of the U.S. economy. The United States
will reap the benefits of more capital and improved living standards only if we
are willing to redesign the governmental policies that are the primary cause of
our current low rate of savings and investment.

Representative Wyrie. We would now like to hear from Mr. Joseph
E. Connor, chairman of Price Waterhouse & Co.

STATEMENT OF JOSEPH E. CONNOR, CHAIRMAN AND SENIOR
PARTNER, PRICE WATERHOUSE & CO., NEW YORK, N.Y.

Mr. Connor. Thank you, Congressman.

I am the chairman and senior partner of the U.S. public accounting
firm of Price Waterhouse. I have looked forward to this opportunity
to speak to your group this morning.

My statement is based upon an analysis that my firm did of dis-
closure in ‘corporate annual reports of compliance with what has been

-termed earlier today FAS 33, the financial reporting and changing
prices standard. Make no mistake about it, FAS 33 is a major milestone
on the path of U.S. financial reporting. It is a positive, authoritative
response to the challenge of inflation; it’s not just another reporting
requirement. It tells a vital story, and that story is simply put : Hidden

67-269 0 - 80 ~ 5
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confiscatory taxation, the story of earnings that are anything but
obscene, and the story of illusory growth patterns in sales, earnings,
and dividends.

As recently completéd, my firm’s study of the first go-around infla-
tion reporting under FAS 33 entailed review of 215 published annual
reports issued by some of the most prestigious companies in America,
operating in 18 different industries. We believe that this study repre-
sents a very good cross section of experience to date and provides trust-
worthy and enlightening answers to a key question. And that question
is: What is emerging by way of new usefgl information that drama-
tizes the ravages of inflation on American business ¢

I have with me a copy of our final report, and I respectfully request
that it be made part of the hearing record.

Representative WyLie. Without objection, that will be done, sir.

Mr. Connor. Thank you.

At this time, I would like to summarize my findings and offer my
erceptions of what they mean, as a practicing CPA and a practicing
usinessman in my own right.

In our study of experience with FAS 33, we concentrated on five
key statistics of business performance and viability and on two key
statistics of particular relevance to public investors. For an overview
of these results, I will focus on the composite averages in the seven
areas of measurement for some 157 industrial companies whose reports
we analyzed. They represent 14 industry groups, and they are by far
the largest part of our sample. _ :

Let me turn first to the five measures of business performance. Sales
growth from 1975 to 1979 averaged 76 percent as historically reported,
compound annual growth of about 15 percent for the 4-year period.
On the face, those figures show healthy, reassuring growth in volume
of business, but how much was merely the result of inflation? When
those sales numbers were restated in constant dollars for all of the
years, the average growth from 1975 to 1979 shrank to 33 percent, less
than 8 percent compounded annually. That’s considerably less healthy,
far from reassuring. In other words, a very significant portion of
apparent growth was in fact attributable solely to inflation.

ncome from continuing operations—the second statisic—computed
in constant dollars declined 1n every instance from the corresponding
amount computed in historic units of money, in a number of cases,
from respectable profits to substantial losses. Excluding the latter
case, the average decline was 40 percent. For the companies that chose
to give 1979 current cost information, the average (ft)acline in income
from continuing operations as restated was about the same, with some
intriguing exceptions. Certain high-technology companies reported
improved results on a current-cost basis, reflecting increasing efficiency
of productive plant and effective cost-containment in the manufacture
of products.

Under FAS 33 purchasing power gains and losses are excluded from
restated income from operations. Companies with substantial debt dis-
close substantial purchasing power gains in some cases, more than off-
setting declines resulting from other aspects of restatement. Informed
opinion differs sharply on whether such gains are sometimes or never
a component of earnings, but, in any event, those companies appear
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to have shifted a portion of the inflationary burden from owners to
creditors.

The third statistics, return on net assets, or RNA, computed to re-
flect changing prices exhibits a similar picture of decline when com-
pared with the traditional measurement. Based on historical units of
money, RNA for all the surveyed companies averaged about 17 per-
cent. Restated, it declined to 8 percent on both a constant-dollar and
a current-cost basis,

Dividend payout ratios, which averaged about 33-percent on the
traditional basis, increased overall and averaged to-about 65 percent
on both bases of restatement.

Effective tax rate, a most important statistic from the standpoint of
viability today and capital formation tomorrow, as traditionally meas-
ured, it averaged 39 percent. As restated, it averaged 53 percent for
both constant dollar and current costs, well in excess of statutory rates
that ostensibly mark limitations imposed by law.

Let me turn now to the inflation-oriented data of particular rele-
vance to investors; that is, the measurement of growth in cash divi-
dends and yearend stock prices. FAS 33 requires presentation of cash
dividends paid per share and of yearend stock prices for the 5 most
recent years expressed in constant dollars for all years. Clearly, these
figures are of direct interest and high importance to investors. They go
to the heart of the matter: How am I really doing with my investment
in X company as contrasted to how I appear to be doing?#

Based on historical stock prices, the average increase over the last
4 or 5 years was 74 percent. This declined to 24 percent when restated
in constant dollars of 1979 purchasing power. In the case of cash divi-
dends, the average increase for the 4-year period dropped from 90 to 41
percent when restated.

Included in the composite averages are many individual cases in
which restatement transformed apparent growth in share prices in
dividends orboth into declines. Indeed, if restated amounts exhibit any
growth, it means the investors in that company have, in fact, more than
held their own during those 5 inflation-ridden years. Many investors
haven’t, and none did as well as they thought they were doing,

These data convey valid and cogent messages about the position of
American business in an inflationary era, and it is of considerable inter-
est that the messages are about the same regardless of how the inflation
adjustment was applied, constant dollars or current cost.

I submit, in summary, that these inflation-adjusted date portray a
pattern of business growth that gives little cause for comfort, demolish
the tired shibboleth “obscene business profits,” suggests that dividend
expectations may not comport with the realities of capital formation to
modernize and expand the Nation’s plant, and demonstrate that busi-
ness must have realistic tax relief from inflation if it is to provide full
employment andzachieve competitive productivitﬁr.

From both the standpoint.of the investor and the standpoint of busi-
nest itself. the inflation messages conveyed by these statistics are com-
pelling. If business is to effectively deal with the erosive effects of
inflation and, more importantly, increase productivity, employment,
and competitiveness in the years to come, there must be monetary and
fiscal initiatives that will enable American business to do the job.
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I urge you to continue your efforts to convince other Members of
Congress that such initiatives are essential to help revitalize our econ-
omy. Thank you. -

Representative Wywte. Thank you, too, Mr. Connor, for an excellent
statement, in which I think T may have detected a note of pessimism,
which I will get into a little later on. '

[The prepared statement of Mr. Connor, together with a report en-
titled “Disclosure of the Effects of Inflation: An Analysis,” follows:]

PREPARED STATEMENT OF JOsePH E. CONNOR

.1 am Joseph E. Connor, Chairman and Senior Partner of the United States
public accounting firm of Price Waterhouse & Co. I am privileged to have the
opportunity to testify before the Joint Economic Committee on our findings con-
cerning the effects of inflation on American businesses. My statement is based
upon our analysis of disclosure in corporate annual reports in compliance with
Financial Accounting Standard No. 33, “Financial Reporting and Changing
Prices,” better known as FAS 33. . ..

FAS 33 is a major milestone on the path of U.S. financial reperting—a positive,
authoritative response to the challenge of inflation. It is not just another report-
ing requirement. Rather, it tells a vital story: the story of hidden, conflscatory
taxation; the story of earnings that are anything but “obscene” ; the story of
illusory growth patterns in sales, earnings and dividends.

WHAT FAS 38 DOES

Before presenting the results of our analysis, let me provide some background
to explain what FAS 33 does, and why the results it is producing are so important
to the future of the U.S. economy—an economy badly in need of revitalization.

Economists differ on the causes of inflation, on how to control it—even on its
nature. But they agree that its result is, simply, the erosion of money’s command
over things. Americans in all walks of life voice that result in simpler terms:
‘“The dollar doesn’t go as far as it used to.” For American business, the impact
might be stated slightly differently: “There aren’t as many dollars as it seems
there are”—not in terms of profits, not for capital investment and expansion, not
for stockholders. For years, traditional financial reporting served to mask that
simple, crucial fact.

Traditional financial reporting is based on cost, measured in historical units
of money. A fundamental assumption is that the unit is stable—once a dollar,
always a dollar, whether invested in the business a century ago or booked as sales
a week ago.

Inflation demolishes the stable-unit assumption. With the erosion of U.S. pur-
chasing power, financial statements that mix dollars of 1965, 1972, 1976, and
19790—and a lot of statements do—are in effect, and invisibly, commingling four
different currencies.

Because of the disparate purchasing power of the four currencies, a dollar of
cost incurred in 1965, or 1972, or 1976 is not recovered by a dollar of 1979 revenue.
Falilure to recover costs produces a corresponding overstatement of earnings—as
reported and as taxed. The results are the famous “obscene” profits, and the in-
famous unseen taxation of shareholders’ capital.

Inflation has other consequences for financial reporting, too. Every rise in the
general price level depresses the economic value of money. The owner of mone-
tary assets—cash and receivables—loses purchasing power; the borrower of
money gains it. These losses and gains can be a significant factor in evaluating
business results and financial position in inflationary times. Under traditional
accounting, these losses and gains go undetected.

Now, after many years of discussion and development, we have FAS 83, re-
quiring, for the first time, the disclosure of supplementary data to the financial
statements which will help demonstrate the erosion effect of inflation on business
capital.

1I)Ind‘er FAS 38, certain large, publicly-held companies must include information
in their annual reports about the effects of both general price changes (constant
dollar information) and specific price changes (current cost information), be-
ginning with 1979 reports.
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PRICE WATERHOUSE ANALYSIS OF FAS 33

For our own information, we began informal monitoring of disclosures under
FAS 33 as soon as calendar 1979 reports were available. Because: the results of
even limited sampling appeared to be of such obvious interest to our clients (and,
potentially, to a host of others in the business and investing .communities), we
formalized the project and its parameters.

As recently completed, our study of first-go-round inflation reporting under
FAS 33 entailed review of 215 published annual reports, issued by some of the
most prestigious companies in America, operating in eighteen different industries.
We believe that our study represents a good cross-section of experience to date
and provides trustworthy and enlightening answers to a key question: What is
emerging by way of new, useful information that dramatizes the ravages of
inflation on American business?

I have with me a copy of our final report, and I respectfully request that it
be made part of the hearing record. At this time, I would like to summarize our
findings, and offer my perceptions of what they mean, as a practicing CPA and
as a member of the business community deeply concerned with inflation’s threat
to the U.S. economy.

In our study of experience with FAS 33, we concentrated on five key statistics
of business performance and viability, and on two key statistics of particular
relevance to public investors. The statistics for business performance are: Sales
growth; Income from continuing operations; return on net assets; divided
payout ratios; and effective tax rate.

The statistics of interest to investors are: Growth in dividends, and growth
in year-end stock price.

All of these were drastically affected by measurement in inflation-adjusted
figures. The results are most informative and signficant.

For an-overview of these results, I will focus on the composite averages in the
seven areas of measurement for the 157 industrial companies whose reports we
analyzed. They represent fourteen broad industry groups. They are by far the
largest part of our sample, and the statistics are a dramatic indiction of just
what inflation is doing to business and investors. :

EFFECTS OF INFLATION ON BUSINESS PERFORMANCE

Let me turn first to the five measures of business performance.

Sale growth from 1975 to 1979 averaged 76 percent as historically reported—
compound annual growth of about 15 percent for the four-year period. On their
face, those figures show -healch, reassuring growth in volume of business; but
how much of it was merely the result of inflation?

When sales were restated in constant dollars for all the years, the average
growth from 1975 to 1979 shrank to 33 percent—less than 8 percent compounded

- annually. That’s considerably less health, far from reassuring. In other words,
a vexl-y significant portion of apparent growth was, in fact, attributable to
inflation.

Income from continuing operations computed in constant dollars declined in
every instance from the corresponding amount computed in historical units of
money, in a number of cases from respectable profits to substantial losses. Ex-
cluding the latter cases, the average decline was 40 percent.

For the companies that chose to give 1979 current cost information, the aver-
age decline in income from ‘continuing operations a9 restated was about the same,
with some .intriguing exceptions. Certain high-technology companies reported
improved results on a current. cost basis, reflecting increasing efficiency of pro-
ductive plant and effective .cost containment in the manufacture of produets.

Under FAS 33, purchasing power gains and losses are excluded from restated
income from operations. Companies with substantial debt disclosed substantial
purchasing power gains, in some cases more than offsetting declines resulting
from other aspects of restatement. Informed opinion differs sharply on whether
such gains are sometimes, always, or never a component of inflation-adjusted

. earnings, but in any event those companies appear to have shifted a portion of
the inflationary burden from owners to creditors.

Return on net assets, or RNA, computed to reflect changing prices exhibits a
similar picture.of decline when compared with traditional measurement. Based
on historical units of money, RNA for all the surveyed companies averaged about
17 percent. Restated, average RNA declined to 8 percent, on both a constant
dollar and a current cost basis.
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Dividend payout ratios, which averaged about 33 percent on the traditional
basis, increased overall, and in some cases dramatically, upon restatement. They
averaged about 65 percent on both bases of restatement.

Effective tax rate is a more important statistic from the standpoint of viability
today and eapital formation tomorrow. As traditionally measured (including
deferred tax provisions), it averaged 39 percent. As restated, it averaged 53
percent for both constant dollars and current costs, well in excess of statutory
rates that ostensibly mark limitations imposed by law.

EFFECTS8 OF INRFLATION ON THE INVESTOR

Let me turn now to inflation-oriented data of particular relevance to the in-
vestor, that is, the measurements of growth in cash dividends and year-end stock
prices.

FAS 33 requires presentation of cash dividends paid per share and of year-end
stock prices, for the five most recent years, expressed in constant dollars for all
years.

Clearly, these are figures of direct interest and high importance to investors.
They go to the heart of the matter: How am I really doing with my investment
in X company in inflationary times, as contrasted with how X appear to be doing?

Based on historical stock prices as quoted, the average increase from 1975 to
1979 was 74 percent. This declined to 24 percent when restated in constant
dollars of 1979 purchasing power. In the case of cash dividends, the average in-
crease for the four-year period dropped from 90 percent to 41 percent when
restated in constant dollars.

Included in the composite averages are many individual cases in which restate-
ment transformed apparent growth—share prices, dividends, or both—into de-
cline. Indeed, if restated amounts exhibit any growth, it means that the investors
in that company have in fact more than held their own during those five infla-
tion-ridden years. Many investors haven’t, and none did as well as they thought
they were doing. :
WHAT NEEDS TO BE DONE

These data convey valid and cogent messages about the position of American
business in an inflationary era—and it is of considerable interest that the mes-
sages are about the same overall, regardless of whether the basis of restatement
is constant dollars or current costs.

I submit that these inflation-adjusted data:

Portray a pattern of business growth that gives little cause for comfort ;

Demolish the tired shibboleth of “obscene’” business profits;

Suggest that dividend expectations may not comport with realities of capital
formation to modernize and expand the nation’s plant ; and

Demonstrate that business must have realistic tax relief from inflation if it is
to provide full employment and achieve competitive productivity.

From both the standpoint of the investor and the standpoint of business itself,
the inflation messages conveyed by these statistics are compelling. If business is
to effectively deal with the erosive effects of inflation and, more importantly, in-
crease productivity, employment, and competitiveness in the years to come, there
must be monetary and fiscal initiatives that will enable American business to do
the job. I urge you to continue your efforts to convince other members of Congress
that such initiatives are essential to help revitalize our economy.

Thank you.
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Introduction In September 1979, the Financial Accounting Standards Board issued Statement
of Financial Accounting Standards No. 33, Financial Reporting and Changing
Prices. This statement requires certain large, publicly held companies to include
information about the effects of both general price changes (constant dollar
information) and specific price changes (current cost information) beginning with
1979 annual reports.

Constant dollar accounting is simply the expression of historical cost financial
statement amounts in units of the same purchasing power. Current cost account-
. ing is a method of measuring and reporting assets and expenses associated
-~ with the use or sale of assets at their current cost or lower recoverable amount
. atthe balance sheet date or at the date of use or sale.

FAS 33 requires disclosure of specific quantitative data for the current fiscal year
and for the five-year period ending with the current fiscal year. Data to be dis-
closed for the current fiscal year include:

1. Information on income from continuing operations on both a current cost
and a constant dollar basis.

2. The purchasing power gain or loss on net monetary items.
3. The current cost amount of inventory and property, plant and equipment.

4. The increase or decrease in the current cost amount of inventory and
property, plant and equipment, net of inflation.

5. Total depreciation expense on both a current cost and a constant dollar
basis.

The following information is required for each year in the five-year period in
addition to items 1, 2 and 4 above:

1. Net sales.

2. Income per common share from continuing operations on both a current
cost and a constant doliar basis.

3. Net assets at year-end on both a current cost and a constant dollar basis.
4. Cash dividends per share.

5. Year-end market price per share.

6. Consumer price index.

Cnly sales, dividend and market price information must be presented for years
ending before December 25, 1979, and presentation of current cost information
for 1979 may be postponed until the 1980 annual report is issued.

In FAS 33, the FASB stated, “The measurement and use of information on
changing prices will require a substantial learning process on the part of all
concerned.” It also encouraged experimentation within the guidelines of FAS 33.
This study summarizes selected data produced as a resuit of FAS 33. Addi-
tional techniques which will be useful in analyzing the data will undoubtedly be
developed as users of financial statements become more familiar with the
changing prices information and the methods used to compute it.

May 1980
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Findings

Seven statistics have been chosen which are believed to be both interesting and
useful in evaluating the changing prices data. Although some might contend

that comparing measurements computed using different measuring units is
inappropriate, we believe the FASB intended that such comparisons be made as
part of the experiment in reporting information on changing prices and have thus
provided the data.

Income from continuing operations as a percentage of historical income — This
statistic is the ratio of income from continuing operations as reported on a
constant dollar and current cost basis to that reported in the historical financial
statements. Both the gain or loss in purchasing power from net monetary items
and the increase or decrease in current cost amounts are excluded from this
computation. The FASB required that these items be reported separately because
of the controversy over whether they should be considered income. If the pur-
chasing power gain or loss had been included in constant dollar income, that
amount would have been higher for ail industries except the financial companies
and, in several instances, would have exceeded 100% of historical income.

Summary of findings
Income
nt Current
Historicat doflar

Industrial .................... 100% 60% 63%
Financial .................... 100 95 NR
Retailing .................... 100 42 NR
Transportation ................ 100 56 30
Utilities ...................... 100 31 17

NR -~ Not reported because of insufficient data.

Effective tax rate — This statistic is an overall comparison of the effective tax rate
on historical, constant dollar and current cost bases. Deferred taxes are included.
While it might be useful to measure the tax rate on several other bases, such as
domestic vs. foreign and current vs. deferred, we have not done so because the
information is not available as to foreign taxes and we consider it simplistic to

omit all deferred taxes since all timing differences eventually reverse. Further-
more, should some form of indexing be adopted in the tax system to recognize
inflation, it is possible that there would be a trade-off for some existing tax incen-
tives. Thus, we believe that measurement of the gross tax rate is the most useful

at present. .

Summary of findings
Taxrate

Constant Current
1 dollar cost

Industrial .................... 39% 53% 53%
Financial .................... 28 28 NR
Retailing ...............co... 42 68 NR
Transportation ................ 30 44 50
Utilities ...........oooiiial. 34 62 78

NR — Not reported because of insufficlent data.
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Return on net assets — This statistic is the percentage return on net assets on
historical, constant dollar and current cost bases. In this statistic the purchasing
power gain or loss and the increase or decrease in current cost amounts are
excluded from income but are generally included in the computation of net assets
as required by the FASB.

Summary of findings
Return
Constant Current
Historical dollar cost
Industrial ........cciieiiiiin 17% 8% 8%
Financial 14 13 NR
Retailing 16 5 NR
Transportation ................ 16 5 2
ULIlIES vovveviineiinenenann 10 4 2

NR — Not reported because of insufficient data.

Dividend payout ratio — This statistic measures the percentage of income paid
as cash dividends on common stock on historical, constant doliar and current
cost bases. The ratios were computed based on income measurements pre-
scribed by the FASB which exclude the purchasing power gain or loss and the
increase or decrease in current cost amounts.

Summary of findings
Payout
Constant Current
Historl dollar cost
Industrial ........... e 33% 65% 66%
Financial . ... 32 35 NR
Retailing 31 299 NR
Transportation ................ 29 42 72
ULINTHES v ivvn i 76 543 521

NR — Not reported because of insufficient data.

Growth — The information presented in 1979 annual reports permits the mea-
surement of growth in terms of constant dollars over five years in three areas:

1. Sales. |
2. Dividends.
3. Year-end stock price.

The sales growth statistic permits an investor to determine what proportion of the
reported increase is primarily the result of inflation. The dividend and stock price
information permit an individual investor to determine how his investment has
fared in the face of inflation. If the stock price shows any growth, the investor has
more than held his own against inflation. Likewise, if the dividend shows any
growth, the yield on the stock has more than held its own against inflation.
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Summary of findings .
Growth
Sales Dividends Stock price
H [ H [ H (]
Industrial . ..... 76% 33% 90% 41% 74% 24%
Financial ...... 86 38 46 12 69 22
Retailing ...... 112 57 104 51 12 (21)
Transportation . 99 49 81 33 99 42
Utilities . ...... 64 22 18 9) (4) (32)
H—W C — Constant doltars. { ) — Decrease.

The detailed results of our study of the changing prices information are presented
in the accompanying series of graphs which include:

1. An industrial company composite graph.

2. Separate graphs for the 14 industries included in the industrial company
composite.

3. Separate graphs for the financial, retailing, transportation and utility
companies.
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Segmentation
of the study

Our analysis of the results of the FAS 33 disclosures encompassed the annual
reports of 215 companies:

+ 157 industrial
25 financial
12 retailing
10 transportation
11 utilities

The 157 industriai companies were further broken down into 14 broad industry
groups as follows:

Aerospace Metal manufacturing
Automotive Office machinery
Chemicals Paper and forest products
Electronics and appliances Petroleum

Food and beverage Pharmaceuticals

Glass products and containers Publishing

Machinery and equipment Tobacco

Of the 215 companies, 83, or about 3%, chose to present current cost data.
All were required to present constant dollar data.

Companies were selected on a judgmental basis from the 1979 Fortune Directory
of the 500 largest industrial, 150 largest banking, life insurance and financial,

50 largest retailing, 50 largest transportation and 50 largest utility companies.
We attempted to obtain a representative group for analysis. Companies which
had losses on any basis of meastrement were excluded. The composite and
industry statistics were derived as simple arithmetic averages of the percentages
computed for the individual companies. Thus, no individual company'’s results
dominate the statistics.

The sample of 157 industrial companies for the composite constant dollar dis-
closures comprises over 30% of the Fortune 500, the sample of 68 for the com-
posite current cost disclosures comprises about 14%. We believe these sample
sizes are sufficient to ensure that the overall industrial composite statistics are
reasonably reflective of the group as a whole. The individual industry statistics,
computed from much smaller sample sizes (particularly for current cost) and
based on a judgmental assignment of companies to industries, is obviously less
statistically reliable. These latter statistics, we believe, should be used only as
general indicators of orders of magnitude.

The historical and constant dollar data represent all 215 companies included

in the study. The current cost data represent only the 83 companies which
reported current cost data. We recognized that this difference in sample size
could result in noncomparability of the current cost data with the other data and
investigated the degree of noncomparability. The difference in the number of
companies included in the two samples has no significant effect on the compara-
bility of the industrial company composite statistics. There is, however, some

lack of comparability of the current cost data with the other data in the individual
industry statistics because some of the individual percentages for historical and
constant dollar data are different when only the companies which presented
current cost data are included. This causes slight differences in expected rela-
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tionships among the data as presented. Major trends, though, are generally

the same as that of the larger group of companies, e.g., constant dollar income

is less than historical income and current cost income is less than constant doflar
income. The only industries in which the apparent trends would be reversed

are the food and beverage and glass products and containers industries. We did
not present separate historical and constant dollar statistics by industry for the
companies which reported current cost data because of the relatively small num-
ber of companies for each industry in the current cost sample which make the
data less reliable and because we wanted to avoid presenting an excessive
amount of data.
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For additional information contact a Price Waterhouse office convenient to you.

NATIONAL OFFICE

New York, New York 10020
1251 Avenue of the Americas
(212} 489-8900

ANCHORAGE 99503
101 West Benson Boulevard
(907)279-1424

ATLANTA 30303
3700 First Nationat Bank Tower
(404) 658-1800

BALTIMORE 21202
100 Light Street
{301) 685-0542

*BATTLE CREEK 49017
67 West Michigan Avenue
Suite 600
(616) 965-1351

BIRMINGHAM 35203

1200 First National  Southern
Natural Building

(205) 328-8700

BOSTON 02110
One Federal Street
(617) 423-7330

BRIDGEPORT 06604
Park City Plaza

10 Middle Street

(203) 366-7534

BUFFALO 14203

One Marine Midland Center
Suite 3600

(716) 856-4650

CENTURY CITY

{West Los Angeles) 90067
1880 Century Park East
(213) 553-6030

CHARLOTTE 28280

One NCNB Plaza, Suite 3200
(704) 372-9020

CHICAGO 60601
200 East Randolph Drive
(312) 565-1500

CINCINNATI 45202
1900 Central Trust Center
{513) 621-1900

CLEVELAND 44114

1900 Central National Bank
Building

(216) 781-3700

COLUMBIA, S.C. 29201

850 SCN Center

(803) 779-0930
COLUMBUS, OHIO 43215
180 East Broad Street
(614) 221-8500

DALLAS 75270
4500 First International

Building
(214) 748-2101

*New address, effective July 1980

DENVER 80202

2300 Colorado National
Building

(303)571-1144

DETROIT 48243

200 Renaissance Center,
Suite 3900

(313) 259-0500

FORT LAUDERDALE 33310
5554 North Federal Highway
P.O.Box 6368
{305)772-6280

FORYT WORTH 76102
1600 Two Tandy Center
(817) 335-6271

HACKENSACK 07601
411 Hackensack Avenue
(201) 646-1550

HARTFORD 06103
QOne Financial Plaza
(203) 525-5671

HONOLULU 96813
841 Bishop Street
(808) 521-0391

HOUSTON 77002
1200 Milam

Suite 2700

(713) 654-4100

INDIANAPOLIS 46204
One Indiana Square
(317) 632-8361

JACKSONVILLE 32202
2500 Independent Square
(904) 355-9533

KANSAS CITY 64199
2900 Commerce Tower
P.O. Box 13164

(816) 474-6590

LITTLE ROCK 72201
650 Tower Building
(501) 372-1600

LONG ISLAND OFFICE
Huntington Station, New York 11747
One Huntington Quadrangle

{516) 293-1300/(212) 895-8573

LOS ANGELES 90014
606 South Olive Street
(213)625-4400

MEMPHIS 38103

One Commerce Square
Suite 2600

(801) 523-8000

MIAMI 33131

3500 One BiscayneTowef
(305) 358-3682

MILWAUKEE 53202
1500 Marine Plaza
(414) 276-9500

MINNEAPOLIS 55402

1200 First National Bank
Building

(612) 335-0941

MORRISTOWN 07960
65 Madison Avenue-
(201) 540-8980

NASHVILLE 37238
First American Center
(615) 244-5050

*NEW ORLEANS 70130
601 Poydras Street, Suite 2020
{504) 581-1101

NEWPORT BEACH 92680
660 Newport Center Drive
Suite 600

P.O. Box 7300

(714) 640-9200

NEW YORK 10022
153 East 53rd Street
(212) 371-2000

NORFOLK 23510
627 Wainwright Building
(804) 622-5005

OAKLAND 94612

Ordway Building, Suite 1425
One Kaiser Plaza
(415)832-0882

OKLAHOMA CITY 73102
900 First National Center East
(405) 272-0261

ORLANDO 3280t

1510 Southeast Nationa! Bank
Building

P.O. Box 2988

(305) 841-7901

PEORIA 61602
Savings Center Tower
(309)676-8945

PHILADELPHIA 19103
Thirty South Seventeenth Street
(215) 665-9500

PHOENIX 85073
1800 Valley Bank Center
(602) 257-5200

PITTSBURGH 15219
600 Grant Street
(412) 355-6000

PORTLAND, ORE. 97205
707 S.W. Washington Street
Suite 1500

(503) 224-9040

PROVIDENCE 02903
Forty Westminster Street
(401) 421-0501

RALEIGH 27609
4300 Six Forks Road ’
(919) 782-7260

RICHMOND 23219
510 Ross Building
{804) 648-9281

ROCHESTER, N.Y. 14604
1900 Lincoln First Tower
(716) 454-2552

SACRAMENTO 95814
455 Capitol Malt

Suite 500

{916) 441-2370

ST. LOVIS 63102
One Memorial Drive
(314) 425-0500

SAN DIEGO 92101
600 B Street, Suite 1600
(714) 231-1200

SAN FRANCISCO 94104
555 California Street
(415) 393-8500

SAN JOSE 95109
121 Park Center Plaza
P.0.Box 2-C

(408) 275-9671

SAN JUAN 00936
The Chase Manhattan Bank Building
Hato Rey, G.P.O. Box 3566

- (809)754-9080

SEATTLE 98161
The Financia! Center
1215 Fourth Avenue
(206)622-1505

SOUTH BEND 46624
202 South Michigan Street
P.O.Box 1236

(219) 233-8261

STAMFORD 06905
986 Bedford Street
(203) 325-2623

SYRACUSE 13202
One MONY Plaza
(315)474-6571

TAMPA 33601

2800 First Florida Tower
P.O. Box 2640
(813)223-7577

TOLEDO 43604

1600 National Bank Building
606 Madison Avenue

(419) 255-2760

WASHINGTON, D.C. 20008
1801 K Street, N.W.
(202} 296-0800

WINSTON-SALEM 27101
2603 Wachovia Building
(919) 725-0691
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Representative Wyre. My a.pologies for mispronouncing your name
the first time I mentioned it, Mr. Liebling. Could we hear from you
now, please.

STATEMENT OF HERMAN I. LIEBLING, SMITH PROFESSOR OF
ECONOMICS AND BUSINESS, LAFAYETTE COLLEGE, EASTON,
PA, AND FORMER CHIEF ECONOMIST, DEPARTMENT OF THE
TREASURY

Mr. LizBring. Thank you very much, Congressman. I was delighted
to be invited to attend this session, to join this panel. In 1974 when
I was with the Treasury, I became interested in this problem, and used
the term of “phantom profits” to describe the impact of inflation.

And I was glad to note in succeeding years that it was adopted. I
haven’t had that kind of a success always, because I also once talked
about “soft-la,ndings,” in late 1973 and that didn’t develop until 1974~
75; and it was not “soft.”

Phantom profits, however, is persistent as a phrase to describe what
is happening to the trend of profits when it is historically calculated.

Representative WyLie. May I ask you to pull the microphone closer ¢

Mr. LieBuing. Surely.

And I think that it does describe more realistically what the well-
being of American corporations has been. Now, that well-being has
been vastly overstated. A fundamental structural shift has developed
since the 1960’s, and these are clearly evident in the figures when
proper allowance has been made for the ravages of inflation on his-
torically reported costs.

Special shortrun factors do not explain the decline of corporate rates
of return in the 1970’s to 30-year lows. At so-called full employment,
however that is defined, rates of return are simply too low by his-
torical standards, either on a pretax basis or on a posttax basis.

Now, some studies like those made by Messrs. Feldstein and Sum-
mers, the Council of Economic Advisers and others, make certain kinds
of cyclical adjustments, which enable them to indicate that should
we get back to full employment, there would be adequate rates of
return. However, my stugies, which are documented in a book referred
to in this statement, show that even after you make cyclical adjust-
ments, the rates of return would be low. In other words, full employ-
ment profits are just too low, given the present institutional structure.

Now, due to the inflation, conventional balance sheets and income
statements no longer deliver messages that are economically signifi-
cant; a deterioration in the financial position of U.S. business has
developed, which has been concealed by the historically costed values
used in these conventional statements,

Many more potential Chryslers become visible when balance sheets
and income statements are adjusted for inflation to account for the
replacement cost of inventory and depreciation. In a variety of large
companies, profits reported on the basis of historical cost are converted
to losses when calculated on a replacement cost of capital basis. More-
over, taxes are paid on phantom historically costed profits, and these
on the average are 10 points higher than the 46-percent Federal maxi-
mum rate.
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Indeed, in many instances, dividends paid have been in excess of

real, after tax profits, thereby reducing the capital available for use
in deployment and command of resources needed in the production
process, as has been explained by Mr. Kirk. In other words, operating
capability has been eroded. It should be no surprise that growth of
efficiency is in a declining phase in the economy. Moreover, the erosion
of capital may be the major factor in explaining the dull performance
of the stock market in recent years.
. While approaching the danger point in many companies, this erosion
in capital has affected, to some degree, the totality of corporate busi-
ness in the 1970, as I will explain in detail later. In real terms, re-
placement costed retained earnings of nonfinancial corporations rep-
resents the sole internal source of funds that might be applied for net
growth in investment—these funds could support the finances of only
1.2 percent of the value of current production in the 1970’s. That does
not account for internal funds that might used for investment.

That 1.2 percent in the 1970’s comparies with 4.1 percent in the
1960’s. Inevitably, this restricted the availability of funds for such
other uses like investment in the 1970’.

Now, it is the retardation in the growth of capital formation, and
in the capital-labor ratio, which has contributed to the decrease in pro-
ductivity trend in the U.S. economy, the acceleration in unit labor costs
and in the inflation rate, and many other disturbances such as the de-
terioration in the international position of the dollar and so on.

With the economy slipping into recession, the prospects for capital
formation are dimmed further by current cyclical depressants. Thus,
the longer term deterrents will have, on top of them, the usual cyclical
negative influences.

As capacity utilization rates ease over this year and next, in reaction
to the recession, the need for spending on plant and equipment will ap-
pear less pressing ; and, as a result, stretchouts, deferrals and even can-
cellations of planned capital spending will occur. These circumstances
will be reinforced by reductions in funds available for internal sources
as profits decline. This will surely overpower the positive effect on in-
vestment from the expected reduction in long-term interest rates,
which may be small in magnitude in any event.

Accordingly, the outlook for capital formation to change to a favor-
able or optimal growth rate in the early 1980’s appears unlikely due to
both long-term and cyclical factors. This would extend the period of
slower growth in the capital stock, which in the 1973-79 period had
declined substantially from earlier years. And indeed, the record of
decline would be worse if account were to be taken of those capital
stock expenditures which have been made for pollution abatement,
which surely does not contribute to increased efficiency or productivity.
Perhaps of greater significance was the retardation of growth in the
capital-labor ratio in the late 1970’s, since this measures in approxi-
mate fashion the contribution of labor to productivity and the degree
to which labor can be utilized efficiently.

Productivity, of course, had declined absolutely in 1979, following
several years of declining growth. The issue arises: How to reverse this
trend. It would appear that the capital formation is the leading
remedy.
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Other suggestions have been made to increase productivity: The
aging of the labor force in future years, it has been said, would increase
productivity; increased expenditures for R. & D. is said to increase
productivity ; other measures have been recommended. However, there
1s one certain way of increasing productivity about which there is no
argument at all; and that is by raising the fixed labor-capital radio—
that is virtually unnchallenged‘j

Now, citing some figures with respect to the inadequacy of funds
available to business fo‘; investment, nonfinancial corporations on a
pretax basis from domestic operations, were $190.2 billion in 1979,
which represented a $24 billion rise, 14.5 percent above the previous
years. However, if the replacement costs of inventory and capital con-
sumption is used, the so-called inventory valuation and capital con-
sumption adjustments in the national accounts, profits before taxes are
"shown to have increased only $4.6 billion, or only 8.5 percent more than
the 1978 level.

Indeed, in most recent years, book values have overstated economic
profits on a before-tax basis in the range of one-fourth to one-third.

On a post-tax basis, the profit gains in nominal or current dollars
have been even more limitedt.)

Now, much of that is shown on the charts you have presented. How-
ever, I do have a set of statistics in my statement which supplement
those charts. I especially refer to my figures on those profits which
have been deflated and converted into 1972 dollars.

Representative WyvLie. We will include those statistics in the record.
Please summarize the balance of your statement, if you can.

Mr. Liesring. Fine.

Well, those statistics in my prepared statement do show substantial
de;li,nes in real profits both on a pretax and post-tax basis during the
1970’s.

Now, I would conclude by indicating that those valuable studies that
were presented earlier here—those done by Price-Waterhouse and
those done by the FASB—need to be revised.

I would suggest some areas of research along the following lines:
Those studies don’t seem to differentiate between profits earned domes-
tically and those earned abroad. It would seem to me that future
studies ought to make that differentiation. The policy recommenda-
tions would then proceed with an improved statistical base.

Another recommendation which I would make is that we might con-
sider the conceptual basis and scope of the gains on the real debt,
which in many studies are added to profits. Apparently the FASB
does make that kind of calculation. But, that is an incomplete kind
of adjustment. :

Of course, you can add back the real gains on the debt to profits,
but then you should also take into account such things as the losses
which may be incurred under inflationary conditions on the basis of
the unfunded liability to pension funds, as noted in my prepared
statement.

Now, there is an incomplete accounting there. It is a sort of minor
correction —perhaps I shouldn’t say minor—it is of a technical nature.
But, if one is going to take the leap in terms of such a procedure as
adding back the real gains on the debt to profits, one should do it on
a complete basis, taking account of all liabilities, whether recorded
or not. And I would recommend studies along that line. ‘
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There are some beginnings of them. I intend to get into them myself.

Now, with respect to policy, enough has been said here, I think,
that I will not get into it any further.

Representative Wyvie. Thank you very much, Mr. Liebling for your
significant contribution. T think 1f you want to expand your thoughts
with regard to your modifications of the Price Waterhouse report for
the record, that will be welcome.

[The prepared statement of Mr. Liebling follows:]

PREPARED STATEMENT OF HERMAN I. LIEBLING
Inflation, Capital Formation and Corporate Rates of Return

The well-being of American corporations has been vastly overstated. A fun-
damental structural shift since the mid-1960’s has generated reduced profitability
rates, clearly evident in the figures when proper allowance has been made by
the ravages of inflation on historically-reported costs. Special short-run factors
do not explain the decline of corporate rates of return in the 1970’s to 30-year
lows. At so-called full-employment, rates of return are simply too low by his-
torical standards, either on a pre-tax or post-tax basis. If problems of retarded
economic growth, lessened productivity, rising costs and inflation have arisen
in the United States, as they surely have, they are directly connected with a
deterioration in the ability of business to finance capital formation.

Due to the inflation, conventional balance sheets and income statements no
longer deliver messages that are economically significant: a deterioration in the
financial position of U.S. business that developed in the 1970’s has been con-
cealed by the historically-costed values used in these statements.

Record sales and profits in recent years scored by corporations in conventional
accounting statements have been misleading. Far from being “obscene”, the
inflation of the 1970’s has worked to the detriment of profits, notably when
expressed as a relative share of all incomes generated in production and as a rate
of return on the current value of assets. As profitability declined, it exerted a
drain on resources available for reinvestment, forced recourse to debt financing,
and increased the vulnerability of enterprises to swings in the business cycle.
Many more potential “Chryslers” become visible when balance sheets and income
statements are adjusted for inflation to account for the replacement cost of
inventory and depreciation, along the lines recommended by the Financial Ae-
counting Standards Board (Statement 33) as a supplementary statement to
conventional reports. In a variety of large companies, profits reported on the
basis of historical cost are converted to losses when re-calculated on a replace-
ment cost-of-capital basis. Moreover, taxes are paid on “phantom profits” . . . on
the average, 10 points higher than the 46-percent maximum rate.

Indeed, in many instances, dividends paid have been in excess of real after-tax
profits, thereby reducing the capital available for use in deployment and com-
mand of resources needed in the production process. During a period of rising
prices, larger amounts of money are needed because inventory, plant and equip-
ment and other assets cost more in order to maintain previous rates of operation.
In other words, operating capability has been eroded. It should be no surprise
that growth of efficiency is in a declining phase in the economy. The erosion of
capital may be the major factor in explaining the dull performance of the stock
market in recent years.

‘While approaching the danger point in many companies, this erosion in capital
has affected, to some degree, the totality of corporate business in the 1970's, as
explained in detail below. In real terms, replacement-costed retained earnings of
nonfinancial corporations (which represents the sole internal source of funds that
might be applied for net growth in investment) could support the finances of only
1.2 percent of current production in the 1970's. This compared with 4.1 percent
in the 1960’s. Inevitably. this restricted the availability of funds for such other
uses like investment in the 1970’s ; and, indeed, a slow-up in the growth of capital
formation did develop because its finance was made increasingly difficult. These
and other analyses and results are shown in detail in my book, “U.S. Corporate
groﬂt;ibility and Capital Formation : Are Rates of Return Sufficient?’ (Pergamon

ress).

It is the retardation in this growth (and in the capital-labor ratio) which
has contributed to the decrease in productivity trend in the U.S. economy, the
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acceleration in unit labor costs and in the inflation rate, and other disturbances
such as the deterioration in the international position of the dollar.

With the economy slipping into recession, the prospects for capital formation
are dimmed further by cyclical depressants. These will develop on top of longer-
term deterrents and they will persist for a while if the usual cyclical pattern
emerges. As capacity-utilization rates ease over the next year or two in reaction
to the recession, the need for spending on plant and equipment will appear less
pressing and, as a result, stretch-outs, deferrals and even cancellations of planned
capital spending will occur. These circumstances will be reinforced by a reduction
in funds available from internal sources, as profits decline. This will surely over-
power the positive effect on investment from the expected reduction in long-term
interest rates, which may be small in magnitude in any event.

Accordingly, the outlook for capital formation to a favorable or optional growth
rate in the early 1980’s appears unlikely due to both long-term and cyclical fac-
tors. It would extend a period of slower growth in the capital stock, which in the
1973-79 period had declined to a growth rate of 2.5 percent per annum in the non-
farm business sector, down nearly half from the 4.5 percent rate in 1965-73 and
the 3.3 percent rate in 1948-65. (And indeed, the record would be worse if account
were to be taken of those capital stoek expenditures which have been made for
pollution abatement.) Perhaps of greater significance was the retardation in re-
cent years in the growth of the capital-labor ratio since this measures in approxi-
mate fashion the contribution of labor to productivity and the degree to which
labor can be utilized efficiently. On this basis, the record for recent years shows
considerable deterioration, with the 1973-79 period registering annual growth of
0.6 percent, as compared with 2.8 percent in 1965-73 and 2.2 percent in 1948-55.

Coincident with this decline in the eapital-labor ratio in recent years has been
an associated and like movement in produectivity. During 1973-79, productivity
has slipped to an annual rate of 0.6 percent—and, indeed, an actual decline was
scored in 1979. This compares with a 2.0 percent rate in 1965-73.

No single remedy may be prescribed as sufficient or certain to reverse the down-
trend in productivity growth. Looking ahead, one source of improvement may
result from the increase in the average age of the labor force in the 1980’s. Gains
from other causes like increased outlays on research and development, education
and training, ete., are possible but surely less certain. By contrast the effect of
raising fixed capital-labor ratios (plus the usually greater technical proficiency
of new capital) is virtually unchallenged. Accordingly, a strengthening in the
incentive to invest by improving corporate ability to finance capital formation
and by raising rates of return is of the highest priority.

THE MYTHS OF REPORTED PROFITS

Adam Smith observed that “profit is so very fluctuating that the person who
carries on a particular trade cannot always tell you himself what is the average
of his annual profit.” Since then, the measurement of profit has remained contro-
versial, invoking as it does concepts of social justice held by diverse groups
in society. Perhaps it is the most politicized of economic magnitudes, leading to

..charges of obscenity or its profit-push impact on inflation when a particular
quarter’s results show a large increase; relative silence is observed when profits
fall (unless a bankruptcy of a particular company looms near).

‘The conventional accounting statement for income, as reported to stockholders,
is of limited use during a period of inflation. While record profits were registered
on a so-called book basis, year-after-year since 1965, these represented substantial
overstatements because part of such earnings must be allocated to replacing
inventories and the capital used up in production. During inflation, these current
costs are higher than the usual historically-costed allowances made for replace-
ment of inventory and capital. To illustrate, for nonfinancial corporations, pre-
‘tax profits from domestic operations before taxes on the so-called book basis were
$190.2 billion in 1979, which represented a $24 billion rise or 14.5 percent above
the previous year. However, if the replacement cost of inventory and capital con-
sumption is used—the so-called inventory valuation and capital consumption
adjustments in the national accounts—profits before taxes are shown to have
increased only $4.6 billion, or only 3.5 percent more than the 1978 level. Indeed,
in most recent years, books values have overstated profits before taxes, in the
range of one-fourth to one-third.

On a post-tax basis, profit gains in nominal or current dollars have been even
more limited. In 1979, post-tax book profits increased $18.1 billion to $115.5 bil-
lion. But, after allowances for replacement cost of inventory and depreciation,
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post-tax_ profits declined in 1979, as the table shows. (The striking gains of the oil
companies in 1979, which have been attributed to foreign operations, are not
included in the domestic product of the nonfinancial corporate sector).

TRENDS IN “BOOK’* VERSUS ECONOMIC PROFITS (NONFINANCIAL CORPORATIONS)

[Percent change]
1978-79 1973-79 1966-79
Book profits:

gfetfeorn:a t)aLL ig g 108, 5 1737
Economic profits: . He. 8.0
Before tax__.... . 3.6 74.9 86.7
After tax_____. -2.9 58.7 38,6

Capital income:
{ I, 1.2 817 129.1
Real .9 20.3 8.8
After tax, 1in 1972 dollars. oo oo oo . -10.2 —8.8 ~34.4

1 Economic profits before taxes plus interest paid.

Perhaps the most striking aspects of the table is the trend in real profits.
On an after-tax basis, real post-tax profits at $35 billion in 1972 dollars were
down from earlier periods; indeed, they experienced a sharp loss in 1979 from
1978. During this latter year, real earnings had increased to $39 billion in
igg dollars, though remaining lower than the average of $40 billion in the

'S,

This pattern of deterioration, in modified fashion, is also registered when
interest paid is added to profits in order to secure the return to all suppliers of
capital, whether of equity or debt origin. So defined, “capital income” in 1979
had more than doubled since 1966. But, this was less than one-tenth higher when
measured in constant 1972 dollars.

The return on capital

Since profits alone or capital income (which includes interest paid) is the re-
ward for investment, it is useful to view the trend in this reward in relation to
invested capital. This issue is discussed in detail in my book on corporate profit-
ability (referred to on page 2 of this analysis). It's conclusion is that after
the inflation impacts are taken into account on profits (or on capital income),
as well as the upward reevaluation of assets that this entails, rates of return
appear to have declined sharply in the 1970’s. Briefly, this calculation involves
pre-tax or post-tax economic profits in current dollars in the numerator (an
alternative is to add interest paid to secure capital income) ; and current dollar
replacement cost of either depreciable assets or total assets in the denominator.

On this basis, it is clear that rates of return have declined in the post-war
period and dramatically so. Much light is cast thereby on the retarded growth
of capital formation in the United States when it is observed that even before
taxes are paid, the corporate rate of return on depreciable assets during the
1970's had slipped to 9.4 percent, down substantially, by four percentage points,
from the record of any prior post-war decade. This decline is evident whether
profits as such, or the capital income concept, is used in the numerators. Con-
ceptually, the return on total assets is superior. The results are shown in the

table below.

RATES OF RETURN OF TOTAL ASSETS! OF NONFINANCIAL CORPORATION

fin percent]
Pretax Posttax
Period averages With interest Without interest With interest  Without interest
.- eeaan 7.4 7.1 3.4 31
}323'-23 1.6 6.8 4.5 3.7
1970-78 5.7 4.3 3.4 2.0

1Total assets at replacement cost in current dollars. (See U.S. Corporate Profitability and Capital Formations: Are Rates
of Return Sufficient? p. 9).
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The appearance of adequate profitability in post-war United States is attained
in other studies (e.g., Modigliani & Cohn, Cagan & Lipsey, ete.) by adding on
to profits the real gains on corporate debt, whether realized or not, which result
from inflation. These gains are illusory, in part or in whole; they represent an
incomplete accounting of debts incurred by corporations. For example, unfunded
liabilities to employee pension plans are omitted, though these obligations would
increase with inflation and work to reduce earnings.

Other implications of inflation adjustment

It has been more broadly recognized that inflation-adjusted are lower than
reported profits; and consequently, that tax rates and the tax burden as higher
than they appear to be. For nonfinancial corporations, the “effective” Federal
tax rate was 53 percent in 1979, though the U.S. statutory maximum was 46 per-
cent. (Higher “effective” rates have been reported incorrectly at 57 percent,
which would include state and local government taxes).

Nevertheless, the significance of payment of taxes on earnings that do not ade-
quately measure the impact of inflation is its growing burden. For nonfinancial
corporations, the effective tax rate on inflation-adjusted earnings at 57 percent
in 1979 compares with 46 percent as an average in the 1960’s and 44 percent as an
average for the 1950’s. While the intent of legislation enacted by the Congress
over the past several years has been to reduce corporate tax rates, the effect of
inflation has worked to defeat this objective.

The dividend-payout ratio is dangerously higher when the inflation impaect
on profits is taken into account. Prior to inflation adjustment, the payout ratio
for nonfinancial corporations seemed to be a modest 41 percent for 1979; in
fact, it was nearly twice that—S81 percent of post-tax inflation-adjusted profits.
In the light of this result, it would appear that for many corporations the divi-
dends paid exceeded income. This would mean that an erosion of capital is taking
place in many companies.

Investment that typically was financed by retained earnings no longer may
rely -on this source. With dividend payments so high in relation to inflation-
adjusted profits, retained earnings of corporations in recent years have trended
down. Averaging $16.0 billion during 1976-79, they compare with $22.0 billion
in 1965-67 and $15.1 billion averaged for all of the 1860’s.

The record is considerably worse when adjustment is made for price-level
changes. Real undistributed profits were only $10.3 billion for 1976-79, measured
in 1972 dollars, much lower than $26 billion level in 1965-67 and $19.7 billion
averaged in all of the 1960’s.

ANALYSI8 OF STATEMENT OF FINANCIAL ACCOUNTING STANDARDS NO. 33

Considerable attention and research has been conducted by the Financial
Accounting Standards Board in recent years on the effects of inflation on busi-
ness. In Statement No. 33 of September 1979, FASB recommends that large,
publicly-held enterprises provide supplementary statements’ to conventional fi-
nancial reports which are addressed to the needs of investors, creditors and
other users in assessing performance during an age of inflation. Users of the
statement were to be provided information which :

Assess future cash flows. Since conventional financial statements include
measurements of expenses and assets at historical costs, they may distort the
availability of cash flows when current prices are used in their calculations.

Assess enterprise performance. “The worth of an enterprise can be affected
by prudent timing in purchase of assets during inflation.”

Make allowances for erosion of operating capability. Minimum quantities
of inventory, property and plant and equipment and other assets are needed to
maintain existing levels of output. To the extent that inflation erodes histori-
cally-costed inventory, fixed assets and other assets, information on that ero-
sion should be provided.

Assess erosion of general purchasing power. As prices rise, larger amounts
of money are required by enterprise to maintain the same amount of purchasing
power of its capital.

These objectives are salutary in dealing with the problems on assessing the
well-being of corporations during periods of inflation. The adjustments ree-
ommended by FASB follow two methods: conversion of historical data to ac-
count for the general effects of inflation by restatements of values, using the
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consumer price index; and conversion of historical data by use of specific price
indexes that were applicable to the company’s specific assets.

Perhaps the newness of the attempt to assess the impact of inflation has
permitted some flaws in the FASB recommendations that might easily be elim-
- inated. Some of them are of a technical nature.

Earnings from domestic operations should be differentiated from those ema-
nating from abroad. This is a distinction which clearly needs to be made, espe-
cially in view of the different price deflators that would need to be applied
to physical assets.

The net gain to earnings from debt owing to inflation has been narrowly
conceived. Just as the inflation reduces the debt burden, so may the burden
increase if account is made of unfunded liabilities to employee pension funds.

Of a more fundamental nature is the choice that might be made between
constant-cost and current-cost methods of inflation accounting. By itself, it
would appear that the constant dollar approach, which uses the consumer
price index as its modus operandi, probably lacks relevance to a company’s
operations. The uniqueness of each company argues against use of so general a
measure of price change as the consumer price index.

In contrast, the current-cost approach bears directly on a measure that shows
how to maintain operating capability. It bears directly on the issue of the
productivity of capital and thereby is directly relevant and significant to the
current and prospective value of an enterprise.

Perhaps greater distinction should be made by FASB between holding gains
from inflation, which involve a restatement of owner’s investment, and income
from continuing operations.

PROFITABILITY AND CAPITAL FOBRMATION IN THE UNITED STATES

The slippage in inflation-adjusted profitability inevitably has dulled optimal
growth in capital formation in the United States. The issue goes beyond the
toll taken by taxes, dividends or the high cost of borrowing—although it would
appear that each of these has been, and again can be, important in the encour-
agement of capital formation.

The basic problem relates to recognition that even pre-tax corporate profits
show a downtrend since the mid-1960’s that cannot be explained by special fac-
tors described by Feldstein and Summers in their negative reply to their pub-
lished study “Is the Rate of Profit Falling?”

A fundamental structural shift lies underneath the reduced profitability rates.
Basic cost-price relationships have experienced considerable change, being ex-
pressed in a smaller share of profits and a larger share of compensation of
employees in the national product. One statistic makes this clear: Real labor
compensation averaged 49 percent higher in the 1970’s than in the 1960’s, com-
pared with 11 percent for real capital income. On top of this has been the rise
in costs of energy, environmental protection and increased government regula-
tion generally. Companies have been unable to raise prices sufficiently in the
usual market adjustments to these pressures.

A dilemma is thereby posed: Whether the adjustment should be reflected in
price increases which encourage the inflation, if that were possible in view of
international competition; or whether such efforts should proceed to restrain
the inflation through demand management? A third and worse option might be
“incomes policy” of some variety.

A fourth approach might contain some of these elements but would place a
major reliance on securing increased investment and the productivity that
dampens the rise in unit labor costs which contributed to lower profitability in
the first place. Tax policies directed toward increasing after-tax profitability
would represent a step in this direction. But this measure alone would not
suffice unless three uncertainties are resolved :

Assurances concerning the containment of inflation. In the current institu-
tional setting, inflation has been reflected more in rewards to labor compensation
rather than capital income share; it thereby has increased the risk premium to
investment.

Assurances of economic policies upon which growth of the economy proceeds
more steadily, providing a sobriety to investment plans now lacking.

Moderating growth of Government expenditures and increasing rewards for
corporate and individual savings to provide the resources for investment. The
existing debate concerning this needs no elaboration here.
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Representative Wyrie. Mr. Williams, I know you have time limita-

tions. {lff we go on longer than you may be here, feel free to excuse
ourself.

Y You have suggested that what we really need to do to stimulate the

economy and increase capital formation 1is to have tax reductions be-

ginning on January 1, 1981; correct ¢

Mr. Wirriams. Or earlier,

Representative Wywrre. Or earlier. And you have suggested that you
would emphasize or favor the approach of the 10-5-3 depreciation
schedule bill, which I have cosponsored, as has been suggested. Now,
would you comment with respect to the liberalized depreciation sched-
ule versus tax cuts across the board versus increased permanent invest-
ment tax credit as a stimulant? Do we need all three, or should one
come before the other, and what would be the effect ?

T’m inclined, as I said in my opening statement, to favor the in-
creased permanent investment tax credit, because I think it’s quicker,
the accounting procedure isn’t as difficult, et cetera.

Mr. Woniams. I guess, rather than addressing the theoretical dif-
ferences, there are merits of various approaches. I am somewhat of a
pragmatist, I guess, in the sense that, as between a permanent invest-
ment—increase in permanent investment tax credit and the capital cost
allowances, there has been a substantial amount of agreement among a
number of the business community, a number of cosponsors in Con-
gress. I think there is a predisposition to accept the 10-5-3 approach,
and they conceivably might end up with substantially the same result.

But my recommendation would be, if we got that kind of agreement,
let’s move ahead and get it done, because it will be very helpful in this
arena.

Now, as to other—the cost of capital allowance, capital cost allow-
ance or investment tax credit will get at the question of really improv-
ing the cash available in corporations or business enterprises for in-
creased capital investment. I think there’s another part of the equation
in capital formation which we must address, and that is to encourage
fiaving among our people. So I think that side of it must also be ad-

ressed.

There are a number of ways in which there have been proposals——

Representative Wyrre. Encourage savings through exemption of
some interest from income taxation.

Mr. Winriams. Yes, and rollover in capital investment; the dou-
ble taxation of dividends and even the recognition of inflation in the
capital gains tax, which even the personal capital gains tax is con-
fiscatory. So my recommendation would be to move 1 the directions,
one, of the capital cost allowance, and second, in the areas of encourag-
ing savings among individuals.

Representative WyLie. I’'m going to take advantage of the position
in which I now find myself and ask, for my own personal guidance, to
have the rest of the panel comment on the question.

Mr. Connor. Accountants usually don’t speak up first—but why
not. Congressman, the words “capital formation™” have been used a
number of times this morning. I really think we’re dealing with two
things: not just capital formation alone, but capital maintenance first
and then capital formation.
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I support the concept of 10-5-3, much along the lines as commented
on by the previous speaker, Mr. Williams, I view that as a measure-
ment process of what is an appropriate measure of net income for
taxation purposes; that business has a right to get back the equivalent
purchasing power of the fixed assets that they once ploughed into a
business and which creates current jobs and maintains them. That in
by view is just maintaining the capital base of the country through
the tax system.

The investment tax credit is a capital stimulant in many respects,
and perhaps can be looked at somewhat differently from the main-
tenance program, but nonetheless a stimulus. I think first things first,
and the 10-5-3 looks to me like the first approach.

Representative Wyrie. Thank you very much.

Mr. Kirk.

Mr. Kmrg. Congressman, I will start by saying that the FASB’s
concern is the measurement of economic activity, to really make those
who use that information understand better the results of that eco-
nomic activity. And I think the figures that are resulting from our
efforts are pointing out everything that you have heard this morning:
that there is a problem. We hope that they convince people of that
probllfm, the general public, people here in Washington, so steps can
be taken.

Exactly how those steps should be taken I defer to others to comment
on. But it’s clear that some stimulus is needed to help business, en-
courage investment, and bring about greater capital formation in the
business community.

Representative Wywrie. Thank you.

Mr. Liebling.

Mr. Liesrine. Well, I would like to endorse measures which would
increase the capability of American business to finance investment.
But, I would suggest very, very strongly that a major element in the
retardation of capital formation in this country has been the stop-and-
go economic policies which has been followed in Washington, both of
a fiscal or monetary nature. A

It would seem to me that we have to look at this as part of a broad
package. True, we need these specific measures, but we just simply
have to reduce the uncertainty of measures which confronts American
business and make it difficult for them to take these investment deci-
sions. Such elementary questions arise as: What kind of plant should
we have—constructed in what fashion? Decisions like this are dis-
cussed and there is no resolution of them due to energy, environ-
mental, or safety regulations, because of the uncertainty.

There’s not only uncertainty along that line, but also there’s uncer-
tainty with respect to what the rate of economic growth might be in
future years. Now, I must say that the urgency with which we are
addressing ourselves in terms of various tax measures may lead to poor
results. We have to take measures which are going to be effective on a
long-term basis. We should not think in terms of “quick fixes.” And
I feel an atmosphere of quick fixes is presently developing.

Representative WyvLiE. I feel that atmosphere also. I was questioned
by a television reporter in my district last weekend about the unem-
p{’oyment rate, which is now 9.4 percent in Ohio, being second of all
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the States. And I was asked what Congress is going to do about unem-
ployment. And I was reminded when the same question was asked in
1977. We started throwing money into public service, public works
type programs, which were quite expensive and didn’t do much for
the long haul, as evidenced by what’s happened since then.

So I think there is a tendency to fall into that pattern again. I think
that if we do that and don’t address ourselves to the No. 1 problem,
which is still inflation, to my way of thinking, and try to work our way
through this period on a long-term basis to create productive private
sector jobs, Congress might start throwing money at the problem of
unemployment, to create quick-fix jobs which don’t really produce
ii(vrrtything, and thereby increase inflation beyond what we have already

own. '

Mr. LieBriNG. I couldn’t agree more, Congressman.

Representative Wyvie. That was just a comment I made at the time.

Mr. Williams, PPG and the Business Roundtable obviously support
inflation-adjusted reporting in order to reveal the urgency of tax relief
for depreciation of capital, and you have used PPG’s own profit fig-
ures to illustrate this problem.

What does the decline in the rate of return on investment and the
reduced real earnings brought about by inflation do to business’ desire
and ability to invest? In other words, can we trace our productivity
or decline thereof and competitive problems primarily to our own tax
and regulation mistakes, as opposed to foreign shocks or things beyond
the control of Congress ¢ In other words, if we in Congress address this
problem and get away from these stop-and-go policies to which Mr.
Liebling referred, will American business seize the opportunity to turn
this country around ¢

-In other words, do you feel that the future is really in our hands?

Mr. Wiriams. I want to hasten to say that I do not think that tax
reform is the sole answer to our problem. I think government is also
involved, and government is not the sole source of our problems. But
government is also involved in the size of government itself and the
drag that that has on the economy, the tremendous increase in regula-
tion which has occurred, particularly in recent yeuars, the failure to
address the very important problem of energy in this country.

And so I don’t want to say that business has no black sheep of its
own or no problems of our own. But this question as far as the national
economy is broader than just tax policy as it relates to government, but
also includes some of these other factors which will go a great distance
if we can somehow remove some of the uncertainties.

Representative WyLie. Thank you.

Mr. Liebling and Mr. Connor, both : Mr. Liebling, you said in your
prepared statement many more potential Chryslers become visible
when balance sheets and income statements are adjusted for inflation.
And Mr. Connor, your study showed that by traditional measures taxes
on corporations average 39 percent of income, but in reality taxes aver-
age 53 percent of real economic profits. These are averages.

‘What about the worst cases? How many firms that look profitable
are really losing money? What industries are they concentrated in?
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What new Chryslers do we see coming down the road? And what can
we do about it ?

Mr. Liebling, do you want to comment on that

Mr. LizBriNG. I realized I was risking that question when I made
the statement. All one has to do is take, let’s say, a dozen of the largest
or large corporations and look at their annual statements and make
the necessary adjustments. And you do find that the gains are con-
verted into losses. And if you look over the figures on a fi-year period, it
does appear that a number of companies are in trouble.

Now, I would not like to specify which those companies are. But it is
clear that many potential Chryslers are on the scene. And perhaps
Price Waterhouse in this study uncovered that as well. If they wish
to reveal where that occurred, I would leave it to them.

Mr. Connor. We do not want to reveal the individual companies,
merely because I don’t happen to have the individual companies with
me, but I do have the industry composites. Automotive was a very
severe one by way of fall-off, in net operating income. Retailing, about
the same degree. The utility companies’ income dropped to 31 percent
of its historical amount when adjusted for inflation. That itself was
extremely severe and the most severe.

There are individual companies, a handful within the group of 215,
which showed absolute losses. Several of them were in the more
capital-intensive areas, as you would expect.

Representative Wyrie. Thank you. I have some other questions here,
some of which I may submit for the record. But I think maybe, prob-
ably, it is time for us to close up the hearing. I do appreciate very much
the contributions that each of you have made and your participation
here this morning, and I think in closing, in one sentence, if I may
get it from you, from your expertise, a recommendation as t6 what Con-
gress should do. I think that would be very beneficial to the record.

Mr. Connor.

Mr. Connor. As T said in commenting on Mr. Williams’ statement,
I believe sincerely that the “obscene” profit issue has been dispelled by
what we have said today and what research preceded that. A serious
matter of tax relief and incentive is presented to you. I think ulti-
mately the final solution to this may be a much better determination of
what 1s taxable income in the sense of the type of inflation adjustment
that we have been discussing today. The 10-5-3 proposal is on the ta-
ble. It does much of the job. It recognizes the recovery of costs in ap-
propriate current dollars, and I think that’s the immediate issue that
you should address, and I’m delighted to hear that you are the sponsor
of that legislation. .

Representative Wywre. Thank you.

Mr. Kirk. 4

Mr. Kmrk. I would say there’s one message that I would bring to
you—that you and other Members of Congress recognize that profits
are not what they have been reported to be. And we hope that the in-
formation that is now being reported will bring that message to you
and others in the public so they appreciate there is a problem that has
not been portrayed adequately in the past.

Representative WywLik. I think that message came through. Thank

you. .
Mr. Liebling.
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Mr. LiesLine. Well, there are three steps, one of which I haven’t
touched on because of time limitations. The first of these is that this
Nation needs a steady-as-you-go economic policy.

No. 2, we need a reduction in the uncertainty about the outlook,
not only generally, but with respect to the specific requirements, with
respect to government regulation in the environmental area and safety
area, as well as the government regulation area generally.

No. 3—and I didn’t get into this in my statement—there has been
what appears to be a technical—I’m sorry, a structural shift in the
shares of income going to capital and labor. In the 1970, that share
was abnormal judged by historic standards. We need some restora-
tion of the more normal share, and that might be done in terms of
somehow increasing cash flow investable funds to the property share.

Representative Wyrie. Thank you very much, gentlemen. I think
this has been an outstanding morning. Your testimony, it seems to me,
was very thought provoking. We will read the record. :

I’m sorry more members weren’t here to appreciate what you had to
say, but there were a lot of hearings going on this morning. I will
suggest to the chairman of the Joint Economic Committee, the full
committee, that we circulate your testimony on this by summary to
all the members so that they may have the benefit of it, but I do thank
you very much. This has, I think, been an excellent set of presentations.
Thank you.

The committee stands adjourned.

[Whereupon, at 12 noon, the committee adjourned, subject to the
call of the Chair.]
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