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FOREWORD

Measurement of inventories and their changes has always been one of the most
troublesome problems in economic statistics, partly because of difficulties in valuing
any stock accumulated in different periods at different prices. Some business firms
take stock at the end of the year but do not maintain perpetual or periodic inventory
records during the year. Very small firms may not take a physical count even at yearend.

The measurement problem is even more difficult when the inflation component of
changes in book values of inventories is large. Problems of inventory measurement have
been compounded by the inflation of recent years, as a growing proportion of firms has
shifted methods of inventory valuation (notably to LIFO) in order to reduce taxes and
to report profits that more accurately reflect replacement costs.

Errors in measurement of inventories and inventory changes for the economy as a
whole have important consequences for measurement of economic activity for the nation.
To that extent, such errors increase the possibility that business and government may not
assess correctly the state of the economy, and that policymakers may pursue inappropri-
ate cyclical policies.

Needs for improving inventory and related data are great. Making these improve-
ments would better serve statistical requirements in estimation of the national income
and product accounts by the Bureau of Economic Analysis, for market analyses by
business firms, and for analyses and forecasts of economic behavior and performance
by Government and private economists.

In recognition of these needs, the Bureau of the Census in April, 1975 began spon-
sorship of a study by the National Bureau of Economic Research to assist in providing a
basis for more useful and accurate inventory measurement. This study was conducted
initially under a joint statistical agreement between the Bureau of the Census and the
National Bureau of Economic Research and completed under contract between the two
organizations. The manuscript has been reviewed and approved under standard NBER
procedures (see appendix M). The objectives of the study were to review concepts and pro-
cedures of collecting and compiling inventory statistics, to identify critical measurement
problems, and to make recommendations for revised and new procedures that reasonably
could be implemented.! Since raw inventory data should not be examined in isolation,
measurement of inventory changes in the national accounts and measurement of prices
used to deflate inventories, as well as techniques used by business firms to calculate inven-
tory values at the plant or company level also were studied.

A large number of recommendations are made in this report for improvement
of inventory statistics. Some have been made before, while others are new. There is no
doubt that the emphasis given to certain issues, such as proper methods for inventory
valuation, has been influenced by the high rates of inflation of recent years.

The research conducted during the study is described in this volume. Because
inventory statistics are collected monthly and annually and, like other statistics, are
revised on the basis of more complete information, it was necessary to set cutoff points
in preparing this report. For the most part, data analyzed and discussed in the study are
those available in the summer of 1977. Although preparation, review and final editing of
the manuscript continued until mid-1980, it was not practical to continue updating
tables or to establish a uniform cutoff date for all statistical series cited.

Shirley Kallek
Associate Director for Economlc Fields
Bureau of the Census

! Readers may also wish to refer to two studies: Council on Wage and Price Stability, The Wholesale
Price Index: Review and Evaluation (June 1977), and Office of Federal Statistical Policy and
Standards, U.S. Department of Commerce, Report of the Advisory Committee on G)OSS National
Product Data Fmiprovement (October 1977).
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HOW THIS STUDY IS ORGANIZED

We believe that accounting problems have not received sufficient attention from
producers and users of economic statistics. Unless one understands how accountants
treat problems such as inventory valuation—to cite the most important problem discussed
in this report—it is difficult to understand statistics rooted in accounting magnitudes.
We were forced to delve into these matters because of major shifts in inventory valuation
methods that occurred in 1973-74. Thus, substantial attention in this report is given to
practical accounting issues that have significance for economic statistics. Chaptgr 2 isan
introduction to major methods of inventory valuation—FIFO, LIFO, etc.—directed to the
non-accountant. In chapter 6 we treat LIFO in greater detail and discuss some issues
concerning use of LIFO. In chapter 7 we discuss how BEA has used LIFO statistics
developed in its own and Census surveys, focussing especially on the 1973-76 period.

In chapter 8 we consider interim reporting—quarterly reporting in practice—and
the problems for such reporting that arise from use of LIFO. It contains suggestions to
the accounting profession for dealing with some of these issues. In chapter 10 we discuss
“full cost absorption” or more generally the treatment of overhead and what kinds of
costs should be included in inventories. Chapter 11 concerns treatment of inventories in
long-term contracts, which are important in durable goods manufacturing and the con-
struction industry.

The main conclusions and recommendations are summarized in chapter 1. But
this is only a highlighting of the major recommendations; the study contains many
others. Chapter 3 shows how the Census Bureau prepares its estimates of inventories in
manufacturing and trade; the section on wholesale trade has a detailed discussion of
Census estimating procedures common to several different sample surveys. In chapter 4
we describe how BEA transforms Census inventory data measured in book values into
estimates of the change in business inventories for the GNP. An example from recent
experience provides the basis for an evaluation of the procedure. Because of the import-
ance of wholesale price indexes in estimation of inventory change we have devoted a
chapter (5) to some of the issues affecting price indexes. In chapter 9 we describe the
choice of the reporting unit—companies, divisions and plants.

In chapter 12 we discuss some special inventory problems outside of manufacturing
and trade; time limitations caused us to focus on industry issues we Consider important
for inventory measurement problems generally. Chapter 13 contains an assortment of
topics that could not be fitted easily into the other chapters—stock-sales ratios, invento-
ries measured in physical terms and market categories. In our final chapter (14) we
recommend a new benchmark for unfilled orders held by manufacturers. This additional
task was undertaken during the course of the study at the request of the Census Bureau.
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