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11 Inflation, Corporate Profits,
and the
Rate of Return to Capital

Jeremy I. Bulow and John B. Shoven

11.1 Introduction

In the 1960s and 1970s the United States experienced a substantial
increase in both the rate of inflation and the variance of this rate. This fact
has made conventional nominal financial accounts difficuit to interpret,
and it has made accounting for inflation and changing prices an important
subject for both economists and accountants. Assertions have been made
that distorted inventory profits and the failure to index depreciation
allowances for inflation have caused reported corporate profit figures to
be exaggerated and have increased the tax rate on real corporate earn-
ings. The results of this paper show that this view was predicated on
incomplete adjustments for inflation, and our real profit measures contra-
dict the commonly held conclusion that profits have been overstated. If
one wants to calculate complete and consistent inflation-adjusted
accounts, the liabilities of the firm must be included in the process in
addition to the tangible assets which receive the most attention.

In this paper we briefly discuss the value of adjusting profit figures for
inflation and describe two alternative approaches {one based on balance
sheets and the other on income statements). We discuss the individual
factors involved and describe the supplementary inflation accounting
information now being required by the Financial Accounting Standards
Board (FAsB) and the Securities and Exchange Commission (sec). These
reporting requirements will soon vastly increase the amount known about
how inflation has affected large American corporations since 1975. The
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full impact of the requirements is etfective with the 1980 annual reports,
which must include a summary of five years’ worth of inflation adjust-
ments. Given that the **micro” information isin a state of flux and rapidly
improving, we concentrate in this paper on presenting a macro-time
series of the aggregate importance of these adjustments for nonfinancial
corporations. In doing so, we utilize the as yet unpublished aggregate
balance sheets recently compiled by the Flow of Funds division of the
Board of Governors, Federal Reserve System.' A time series of balance
sheets is available from 1946 to 1979 for the household sector, the
financial sector, and the nonfinancial corporate sector. We compute
several alternative measures of nonfinancial corporate profits, present
estimates of the return to corporations, tabulate the effective average
corporate tax rate, and derive a new series for ¢, the ratio of the market
value to replacement cost of capital. We conclude with a summary of our
findings.

11.2 Why Adjust Corporate Accounts?

Adjusting corporate profits for inflation is important for at least three
reasons. First, inflation accounting may entail supplemental disclosures
on the part of the firm. Such disclosures may provide valuable new
information about the status of corporate operations. This may be useful
as a guide to investment allocation, in assessing management perform-
ance, and, in aggregate, in determining the state of the economy and the
distribution of income. Second, adjustments to already available data
may make such information more usable and understandable. This
assemblage of already available data serves the same purpose as present-
ing historical accounting data in balance sheet, income statement, and
sources and uses of funds formats, rather than serving just as a collection
of raw data. Providing data in a usable and standardized form is essential
for analyzing firms. Third, in addition to helping gauge the financial
status of the corporate sector, inflation accounting can be quite useful in
developing policy guidelines, most obviously in the area of corporate tax
policy. To date, all the required inflation accounting adjustments are
purely supplementary information for book purposes. The tax base is still
conventional nominal corporate net income.”

Inflation distorts not only the reported income flows of corporations
but also their balance sheet entries, including the bottom line net worth
figure. Revising the balance sheet statistics to reflect current prices is
useful in assessing the distribution of wealth in the country. Further, the
current value figures are necessary to implement most fundamental in-
vestment analysis techniques and theories of investment based on asset
market equilibrium such as Brainard and Tobin’s “g”" theory. Their
variable g is the ratio of the market value of a firm’s assets (the total of the
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bond and stock market value) to the replacement cost of those assets
(hence, the need for inflation-adjusted figures). They logically assert that
as long as this ratio exceeds unity, acquiring physical assets and selling
paper claims is a profitable real investment activity which will be engaged
in. On the other hand, if g is less than one, real investment is unprofit-
able. We compute a new series for the average g of the nonfinancial
corporate sector.

11.3 Balance Sheet and Income Statement Approaches

In analyzing inflation adjustments, one can take either of two
approaches. One method, the traditional one, is to emphasize the income
statement, with the balance sheet serving a secondary role. With such a
method, each income statement item is adjusted to calculate a total effect
on profits. Some income statement procedures designed to correct for
inflation (such as LIFO inventory accounting) actually make the balance
sheet less reflective of current values at the same time that they improve
the income figure. In the next section we review the major adjustments
which are needed to comprehensively foliow the income statement
approach. An alternative method is to adjust the balance sheet, with the
income statement being a residual. Such a method is consistent with the
Haig-Simons definition of income as the change in real net worth plus net
disbursements. If income statement items are each adjusted in such a way
as to reflect the change in the firm’s net worth, the two methods will be
identical. However, we find it simpler to begin with the balance sheet
method. Also, we feel that the balance sheet method makes it easier to be
sure of adjusting all items in a consistent manner. None of the new
inflation accounting supplemental reporting requirements of the FASB and
SEc, which basically follow the income statement approach, are fully
comprehensive. The SEc requirements in particular deal only with the
asset side of the balance sheet. We will discuss the balance sheet
approach in some detail later, treating the nonfinancial corporate sector
as ¢ssentially one firm. The real income of that sector is calculated there
using the balance sheet residual approach.

11.4 Major Income Statement Adjustments

Because it is the way in which most of the literature approaches the
subject, we will begin by discussing the major income statement adjust-
ments. These issues were more fully detailed in our previous two articles
on this subject (Shoven and Bulow 1975, 1976).

The adjustment which receives the most attention is the depreciation
deduction, which reflects the effects of wear, tear, and obsolescence on
the value of the firm’s physical assets. Conventional accounts base depre-
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ciation deductions on the historical acquisition cost of the asset. The
original cost of the asset is really an irrelevant number as a balance sheet
entry or as the basis of an income statement adjustment. This cost is sunk
and in a world of rapid inflation and relative price moves may bear little
resemblance to current value or economic wealth.

Corporations deduct the historical acquisition cost over time according
to the several alternative schedules which are permitted. Over the past
thirty years the 1rs has generally shortened the lifetime assumptions it will
permit and also has accelerated the permissible schedules. Many of these
changes may have been made to reflect inflationary expectations (as
argued by Beaver 1979), aithough they offset inflation correctly only for
certain firms and for a particular rate of inflation. The recent push for
extreme lifetime shortening and simplification {ten-year lives for plant,
five for equipment, and three for motor vehicles) certainly was fueled by
the perception that inflation was eroding the value of existing original
cost depreciation allowances. One feature of depreciation accounting,
never fully justified, is that a firm need not use the same technique for
book (i.e. annual report, sec 10-K) and tax-reporting purposes. The
usual practice is to use straight-line depreciation for book purposes and
accelerated depreciation techniques for tax accounts. The difference can
result in firms reporting far lower profit figures to the Treasury than to
their shareholders.

Higher rates of inflation reduce the real value of depreciation deduc-
tions based on historical cost and therefore increase reported profits and
taxes. In our earlier papers we showed that the magnitude of this effect
was greater for firms with longer-lived assets. We also showed that if true
economic depreciation followed a straight line pattern, then the acceler-
ated original cost methods permitted could be as generous as the straight-
line replacement cost for growing firms with modest rates of inflation. In
general, however, the empirical analysis of that earlier work showed that
inflation had reduced even tax depreciation figures below what would
result from using a straight-line current cost basis.

At least three forms of inflation-adjusting depreciation allowances
have been suggested. They would all be identical if relative prices re-
mained stable and there was no technical change. The first form is termed
a “‘general value,” “‘constant dollar,” or *‘general purchasing power”
adjustment. With it, the original cost basis is increased according to the
increase in a general measure of inflation between the present and the
acquisition date. The second form of adjustment is usually termed “cur-
rent cost,” although terminology is not as precise in the field as would be
desirable. The current cost basis of an asset is the cost of an identical asset
today. To implement a current cost depreciation plan, one would use a
specific price index for each type of capital asset. The final scheme is
termed “replacement cost.”” The replacement cost of an asset is the
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lowest cost of obtaining a new asset of equivalent operating capacity or
productive capability. Unlike current cost, replacement cost takes tech-
nical change into account, and hence, in general, replacement cost figures
will be the same as or lower than current cost figures.

In adjusting the basis from original cost to one of these figures which
more closely approximate present values, one would almost certainly
want to unwind the acceleration which has been permitted on tax
accounts. Of course, as we already stated, to date none of the adjust-
ments have been utilized by the tax authorities. Further, if one were
trying to measure the accrual or Haig-Simons income of corporations, the
proper depreciation figure would be the change in the real value of the
asset. If the relative price of an asset had increased (decreased), you not
only would want to raise (lower) the depreciation basis of that item, but
also would record the holding gain (loss). This point will be made clearer
when we discuss the balance sheet approach.

The second income statement adjustment, that involving inventory
evaluation, also receives a great deal of attention. With first-in, first-out
(FiFo) inventory accounting and other essentially equivalent methods, the
nominal appreciation of inventoried stock is treated as part of corporate
income. This is because with these techniques the cost of goods sold or
utilized is taken as the cost of the oldest of the inventoried items. No
account is made of the fact that the acquisition cost was in oider dollars of
more purchasing power. Firms are offered an alternative inventory
accounting technique, last-in, first-out (LiFo), which does not record
inventory appreciation as a profit. With this method the cost of goods sold
or utilized is taken as the cost of the newest inventoried items (which
approximates replacement cost). One drawback of LiFo is that it results in
inappropriate balance sheet valuations for inventories, as items may be
carried at extremely old prices. Further, if the inventory of a company
appreciates in real terms (e.g. oil or gold in recent years), a reasonable
argument can be made that real profits should be recorded. The LiIFo
system will fail to do so, while the FiIFo method will report the full nominal
appreciation rather than the lower real increase in value.

One of the puzzles of corporate behavior is why corporations continue
to use FiFo as widely as they do. The national income and products
accounts (N1PA) report the impact that universal adoption of LiFo would
have on nonfinancial corporate profitsin their inventory valuation adjust-
ment (1va) figures, and the estimate for 1979 was that reported profits
would have been $41.9 billion lower. From the Federal Reserve’s current
cost balance sheet we have determined the total inventory appreciation
or holding gains. Table 11.1 shows that less than half of aggregate
inventory appreciation is sheltered through the adoption of LiFo and that
there has been no strong trend in that direction. Significantly, the 1rs and
SEC require consistency of inventory accounting techniques between the
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Table 11.1 Distribution of Inventory Holding Gains
between LIFO and FIFO Method Firms

LIFO
Revaluation  Inventory Sheltered
of Valuation Inventory
Inventories  Adjustment  Profits

1967 4.0 1.2 27
1968 4.9 34 1.5
1969 9.0 5.5 35
1970 5.7 5.1 0.6
1971 6.8 5.0 1.8
1972 9.1 6.6 25
1973 295 18.6 10.9
1974 59.2 40.4 18.8
1975 12.5 12.4 0.1
1976 24.8 14.6 8.2
1977 23.6 15.2 8.4
1978 42.1 252 16.8
1979 76.0 41.9 34.0

annual report books and the tax accounts, so this means that, in aggre-
gate, corporations could have lowered their 1979 tax base by $41.9 billion
and their tax bill by $19.2 billion by adopting LiFo, assuming the marginal
rate as the statutory 46%. It should be emphasized here that the choice is
only a matter of what numbers to write down on these accounts; no real
behavior need be altered. The bill of almost $20 billion for the right to use
FIFO seems a little steep for the explanations we offer.

Nonetheless, some attempts at explaining the preference for FiFo can
be made. First, the adoption of LiFo lowers reported earnings and in the
long run will make the firm’s ratio of assets to liabilities appear worse
(because of the lower value placed on the inventoried stock). Managers
may not believe in the efficiency of financial markets in “seeing through”
this. Further, a firm commonly faces constraints in its dividend and
borrowing policies by the terms of its existing bonds and bank credits.
These constraints may become binding sooner or with higher probability
with LIFo accounting figures. Also, the management’s profit sharing or
bonus arrangement may well depend on reported earnings. Changing
these plans to offset a new system of accounts may be institutionally
difficult. Finally, it is asserted, although not documented, that LIFo is
computationally more expensive than FIFo or equivalent techniques. We
leave it to the reader to assess whether these factors add up to $20 billion.

Many discussions of inflation accounting stop right here. The major
categories of tangible assets have been covered (except those which do
not depreciate such as land}. However, the treatment of financiat assets
and liabilities is of equal importance.
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Financial assets and liabilities (nonfinancial corporations are net debt-
ors) undergo a change in real value under inflation via two quite different
mechanisms. First, debt with the same nominal market value at the end of
the year as at the beginning is less of a real liability if the general price
level is higher. Another way of looking at the same thing is to recognize
that the inflation premium component of the interest payments repre-
sents real debt repayment. It should be emphasized that this adjustment
of adding the real depreciation of nominal liabilities to profit figures is
appropriate independent of inflationary expectations. The second
mechanism results from changes in nominal interest rates which may or
may not be due to changes in inflationary expectations. Generally, one
does expect interest rates to rise with inflationary expectations, and on
average that has certainly occurred since about 1950. Changes in interest
rates affect the value of long-term bonds and therefore the value of a
firm’s financial assets and liabilities. Because (1) most innovations in
inflationary (and interest rate) expectations have been positive since
about 1950 and (2) in periods when interest rates have unexpectedly
fallen, bond price increases have been limited by call provisions, the
market value of publicly held debt has consistently been below par value
for that period. It is difficult to evaluate complex private debt agreements
(e.g. some capitalized lease contracts), but qualitatively the effect has
doubtless been the same.

With a Haig-Simons accrual definition of real income these changes in
market value should be considered a part of income in the year they
occur. Currently, they are taken into income over the life of the debt. For
example, assume that debt with a par value of $50 million falls in market
value from 850 to $40 million over the course of a year. The reason for the
fall would be that the present value of the interest payments to be made
on this debt would be $10 million less than on debt with an equal par value
issued at the end of the year. The company has made a $10 million gain at
the expense of its bondholders in the sense that it can buy up its obligation
(or similar obligations of other companies) for $40 million.

Two aspects of this proposal should be clarified. First, it may seem
paradoxical for the case of a fall in bond values due to a perceived
deepening of default risk. Such a change may correspond to a decrease in
value of the assets of the firm that clearly makes the equity holders worse
off and which, under the purchasing-power-accrual concept of income,
would be reported as a loss. However, to the extent that the greater risk
of bankruptcy depreciates the value of the bond liabilities, some of this
lossis transferred from the equity holders to the bondholders. Asa result,
stockholders realize a partially offsetting gain, which would be recorded
as accrual income with the procedures described in this section.

Second, as with depreciation and inventory accounting, market value
reporting of financial liabilities involves the timing of income (and pre-
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sumably tax payments). If the bond is not repurchased prematurely, its
price will return to 100 (percent of issue price).* The net change in value
will be zero, and the tax payments over the life of the bond will be the
same with or without market value reporting. Firms offer many bond
issues, some with rather long maturities, and the empirical data presented
in our earlier papers show that the long run is long enough that the
adoption of market value statements would have a sizable effect on
earnings.

As has already been stated, firms do not now revise the value of their
outstanding liabilities to the market level. In terms of present value, this
omission is compensated for by the deduction of interest expense accord-
ing to the historical coupon rate and not the market rate, but the timing of
reported income diverges from that of the actual accrual of economic
power. To clarify this phenomenon, consider a firm that issues a ten-year,
$10,000 bond at 4% interest. If interest rates jump to 10% immediately
after the bond is issued, its market value fafls to $6,313. If the company
does not repurchase this obligation, current accounting practice would
have it report $400 annual interest expense on a $10,000 loan, $600 less
interest than what would be required at the market rate. With a 10%
discount rate, the present value of this $600 annual “‘saving” for the next
ten years is $3,687, exactly the amount of the drop in market value. Thus
the gain is spread over the life of the obligation. With market value
accounting, a $3,687 profit would be recorded when the spurt in the
interest rate occurred. If the 10% rate persists, the value of the bond
would be $6,544 after one year and $6,798 after two. Following the
extraordinary (one-shot) gain of $3,687, the firm would report $400 in
interest and a $231 rise in obligations the first year (for a total of $631, or
10% of $6,313), and $400 plus a $254 increase in obligations during the
second year. The total debt cost would always be consistent with the
market interest rate and the market value of the debt, and the profits or
losses due to interest rate changes would be reported when they were
experienced. Proponents of accrual accounting would argue that these
calculations more accurately reflect the income flows and economic posi-
tion of the business enterprise.

This second adjustment “‘marks to market” the nominal value of bonds
and simply records a loss in value as a profit if the bond is a liability and as
a loss should it be an asset. In fact, nonfinancial corporations hold few
long-term financial assets, so that most of these adjustments come from
financial liabilities. Also, the second type of adjustment depends on
changes in interest rates which may occur because of changes in the rate of
inflationary expectations and not the level of inflation, so that even the
sign of the adjustment varies over time. The first adjustment to financial
assets and liabilities simply converts changes in nominal values to changes
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in real values. Both of these adjustments are numerically significant as
will be seen in the aggregate figures we display later.*

While this completes the major income statement inflation adjust-
ments, there are a couple of special items worthy of mention. These are
the accounting treatment for pension liabilities and for foreign assets and
liabilities. All accrued pension liabilities of a firm are nominal. Such
liabilities are calculated with only the knowledge of the worker’s past
history with the firm and the knowledge of the term structure of nominal
interest rates. Even if workers have their pensions tied to their final
salary, the firm’s pension obligation is still nominal—uniess there is an
implicit contract between the worker and the firm that provides the
worker a given real salary (not a given level of real total compensation) in
tuture years. For more details concerning why these liabilities are nomi-
nal, see chapter 5 of this volume, by Jeremy Bulow.

Pension fund liabilities, as very long-term corporate debts, change
dramatically in vaiue when interest rates change. As pointed out by
Bulow in chapter 5, defined benefit pension plans currently hold sur-
pluses in the tens of billions of dollars, principally because of increases in
nominal interest rates.

The treatment of foreign assets and Liabilities is complex and will not be
dealt with here in any detail. Generally, the accrual definition of corpo-
rate income would require that foreign assets and liabilities first be stated
at current value in whatever currency they are denominated, and then
converted to dollars at the present exchange rate. There are a number of
FASB proposals to calculate the holding gains on foreign assets, but none
precisely implements this concept.

11.5 The FASB and SEC Reporting Requirements

Three types of inflation accounting data are now required of certain
large firms.* Two of these requirements are due to the FasB, with the final
being SEc Accounting Series Release (asR) 190. Beginning with fiscal
years ending after 25 December 1979, rasB Statement No. 33 required
firms to provide certain general price level financial information. For
years after 25 December 1980 data must also be disclosed on a current
cost basis. The SEC requires statements of costs of goods sold, deprecia-
tion, inventory, and property, plant, and equipment on the basis of
replacement cost. The FasB does include the first of the two adjustments
to financial assets and liabilities mentioned earlier (that is, it does reflect
the fact that a liability with a fixed nominal value through time has a
decreasing real value with inflation), but does not mark financial items to
current market value. The sec requirements do not apply to financial
1tems.
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The rase general price level computation procedures are meant to
adjust the value of assets and liabilities for general inflation, but not to
allow for differential price movements. The Consumer Price Index for all
urban consumers (CPI-U) is prescribed to measure changes in general
purchasing power. This choice of index is probably unfortunate as the
cpl's shortcomings have become more apparent in recent years. The
general restatement rule is (constant dollar amount) = (historical cost
amount) x {(average for the year cri-u)/(date of purchase cp1-u)]. Con-
stant dollar amounts of inventory and property, plant, and equipment
must be reduced to the recoverable amount® if there has been a material
and permanent reduction in the value of the asset to the enterprise. (This
is also true for the current cost method.)

Some reasonable approximations are allowed in performing these
computations. For example, in dealing with property, plant, and equip-
ment it is permissible to assume that any asset acquired before 1945 was
acquired at that time, because such a cutoff does not introduce material
distortions into companies’ data.

The Fase also requires that entries in historical cost financial statements
expressed in a foreign currency first be translated into historical cost
financial statements expressed in United States dollars in accordance with
Fase Statement No. 8. The resulting amounts are then restated to con-
stant dollar amounts using the cpI-u.

Unlike the general price level-adjusted statements, the current cost
method is meant to take into account relative as well as general price
movements. The current cost of assets may be obtained either through
direct pricing—using (1) current invoice price, (2) vendors’ firm price lists
orother quotations or estimates, or (3) standard manufacturing costs that
approximate current costs—or through indexing—using either externally
or internally generated indices of the cost changes for the class of assets
being considered.

The FiFo value of inventories may be used as a reasonable measure of
current cost, except for slow inventory turnover items such as tobacco
and wine. Property, plant, and equipment will often be adjusted by the
use of specific price indices rather than the general cpi-u used for the
general price level statements. Foreign assets are handled by first estimat-
ing current cost in the foreign market and then translating that cost into
United States dollars at the current rate of exchange.

The SEC replacement cost disclosure requirements are similar in spirit
to the FasB current cost requirements, but they differ in several respects.
The most important difference is that replacement cost is based on the
cost of acquiring a new asset with equivalent productive capability where-
as current cost is based on the cost of producing an identical asset
currently.
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Also, asr 190 may or may not require a replacement cost measure of
assets related to a contract or project, depending primarily on whether
the contract or project is of a recurring nature . The FASB requires current
cost estimates for all such assets, as of the date of use on or commitment
to the contract.

The SEC requires firms to use straight-line depreciation when assets are
being depreciated on any time-expired basis (as opposed to use basis) for
historical cost purposes. FASB 33 requires the use of the same depreciation
methods for current cost purposes as are used for historical purposes,
uniess accelerated methods were chosen for historical purposes to offset
in part the effect of inflation on depreciation deductions.

Detailed information about the various requirements can be found in
FASB (1979) and Deloitte, Haskins, and Sells (1979).

11.6 Aggregate Profits of the Nonfinancial Corporate
Sector: A Balance Sheet Approach

The balance sheet is meant to present the value of a firm’s assets and
liabilities with net worth representing the residual of assets less liabilities.
A very condensed balance sheet is shown below:

BALANCE SHEET

Tangible Assets 70 Total Liabilities 55
Plant and Equipment 40 Long-term Debt 40
Inventories 20 Short-term Debt 15
Land 10 Net Worth 45

Financial Assets 30 L

Total Assets 100 = Liabilities + Net Worth 100

The change in net worth between the end of the current year and the
end of the year before represents the increase in the value of the equity
holders’ claim. The profit of equity holders equals the increase in the
value of their claim plus the net disbursements made by the firm to equity
holders. Thus

profit = Anet worth + dividends — new issues,

where new issues would be the net of share repurchases by the corpora-
tion.

The problem in implementing this profit formula is determining the
appropriate definition for net worth and hence the change in net worth.
We begin by assembling two sets of balance sheets for the nonfinancial
corporate sector using the new data set compiled by the Federal Reserve



244 Jeremy L. Bulow/John B. Shoven

System. The first set bases the valuation of all assets and liabilities on
historical cost. The second set of balance sheets values all assets and
liabilities at current cost. In table 11.2 we present a time series of these
two balance sheets and compute nine different definitions of corporate
income. Several of these income measures differ in which of the balance
sheet items are adjusted to current value figures in the determination of
net worth and the change in net worth. Two of the income measures are
based on the performance of equity markets.

Historical profits are determined from the net worth figures of tradi-
tional historical cost balance sheets. Capital maintenance income has
been defined as that amount of money (or purchasing power) over and
above what is necessary to keep capital intact. This definition has been
propounded by Pigou and Marshall and would exclude real holding gains
on tangible and financial assets. It is not consistent with the balance sheet
determination of income. For example, the capital maintenance concept
calls for the use of LiFo inventory accounting. For depreciable assets it
uses a replacement cost basis, but does not recognize changes in the asset
value for balance sheet reporting. Financial items are not ‘“marked to
market,” but the correction for the change in general purchasing power is
made.

Our “‘sec™ profits attempt to capture the impact of asr 190-type
adjustments. Tangible assets are stated at current value’ while financial
items are unadjusted. The Fase figures in table 11.2 are derived from
balance sheets in which tangible assets are carried at current cost and a
general value adjustment is made to financial items.

National Income Account profit figures are presented in table 11.2 for
comparison with our constructed series. The real current cost income
figures are derived from balance sheets with both the asset and liability
sides adjusted to current values, and both beginning and end-of-year
balance sheets are stated in end-of-year dollars. The resulting change in
net worth represents the real increase in the current value of the net asset
position of equity holders. This figure is the most consistent with the
Haig-Simons definition of accrual income. The seventh income defini-
tion, nominal current cost, calculates the change in the nominal net worth
in the equity holders position, not adjusting the beginning balance sheet
to end-of-year dollars. Finally, the nominal and real stockholder gain
adds the change in firm stock market values and net disbursements to
shareholders.

In examining the alternative profit figures of table 11.2, one is first
struck by the stability of historical and National Income Account (NiA)
profits relative to the other measures, 1t comes as no surprise, of course,
that the measures based on the stock market are highly volatile. The
“sec” measure is frequently low, indicating the inappropriateness of
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partial adjustments. If only such adjustments were made for tax pur-
poses, this would, obviously, be highly advantageous for owners of
corporate equities. The most noteworthy feature of table 11.2 is the
volatility of the sixth series, real Haig-Simons income or real current cost
profits. In 1971, this definition of profits yields a loss of $0.6 billion for the
nonfinancial corporate sector {while the nia figure is a $33.4 billion
profit). In 1974, the relative positions are reversed, with the accrual figure
being $169.3 billion profit versus the ni1a figure of $60.2 billion. It is no
surprise that recording holding gains as profits adds volatility, but the
extent of the addition is very large.

Comparison of the N1a and real current cost profits yields one particu-
larly striking result. In the years from 1949 through 1972 National Income
Accounts profits were consistently alittle higher than real current cost, by
a total of roughly $60 billion. However, since 1973 aggregate Nia profits
have understated our real current cost income figures by a total of about
$160 billion. Thus official profits were overstated relative to real accrual
profits in the relatively low-inflation early part of the sample and are
actually being understated in the current high-inflation period.

Table 11.3 presents average tax rates and corporate rates of return for
our alternative profit figures. In general, real accounting rates of return,
while volatile, have not declined. Stockholder returns have, of course,
fallen sharply over the period. The result is summarized in the Brainard-
Tobin *‘g”" measure, which is also shown in table 11.3.

The first g series measure is simply the ratio of the market value of
equity and net financial liabilities to the current cost value of tangible
assets. The remaining three measures simply take inventories out of the
numerator and denominator, the first at full value, the second at 90 cents
per dollar, and the last at 75 cents per dollar. Several of the g series figures
were constructed from a relatively small sample of firms, so that an
advantage of this set is that it is for the entire nonfinancial corporate
sector.

The g series data yield several interesting results. First, g is low at the
beginning of our sample with a 0.48 value in 1949. If inventories are
removed at full current value, then the remaining tangible assets are
valued in financial markets at only 33 cents per dollar. The g ratio rises
fairly steadily through the 1950s and ranges slightly above unity during
the 1960s. This is a substantially lower value for g for these peak years
than other investigators have derived. The fallin g after 1972 is extremely
sharp, its value more than halving in just two years. The 1979 figures
range from 0.435 to 0.573 depending on the inclusion of inventories. One
possible reason for the low 1979 values of g is that the significant relative
price changes of the 1970s reduced the value of much equipment in place,
even if the cost of replacing such equipment had risen. Such adjustments
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are important, and not captured by any of our accounting measures.
However, it should be pointed out that these adjustments are not due to
price level changes but rather to specific price movements.

11.7 Conclusion

In this paper we have reviewed the basics of adjusting nonfinancial
corporate profit figures for inflation, and have utilized a new data source
to compute alternative measures of adjusted profits, corporate rates of
return, and g series. We have argued that partial procedures for adjusting
income figures such as those required by the Fasp and the SEC are
misleading in terms of determining the difference between real and
nominal profits. We propose using the balance sheet approach to system-
atically adjust income reporting.

We have found that real accrued corporate profits are far more volatile
than those reported in the National Income Accounts. Further, and more
interesting, perhaps, is the fact that real accrued profits have actually
exceeded those presented by the Nia in the more recent inflationary
years, reversing the relative relationship of the 1950s and 1960s. The most
striking aspect of our new g estimates, based on the new national balance
sheet data, is that they are generally lower than those previously pub-
lished.

Notes

1. We would like to thank Larry Summers of Mt for making us aware of these data and
Elizabeth Fogler of the Federal Reserve for helping us obtain the information.

2. Against the usefulness of inflation-adjusted corporate figures must be weighed the cost
of obtaining them. There are no estimates of these figures 1o the best of our knowledge.

3. Bonds that never mature, termed “consols,” need not return to par, however.

4. A similar argument can be made about depreciation deductions. When a firm pur-
chases an asset, it also acquires a stream of depreciation deductions based on the historical
cost of the asset and (perhaps) an investment tax credit. These depreciation deductions are
thus nominal assets held by the firm. As with nominal debt obligations. the values of these
deductions are affected by general inflation and by changes in nominal adjustments to a
firm’s balance sheet for depreciation. However, there are complications. First, it is difficult
to separate the value of depreciation deductions from the rest of an asset's worth, based
simply on currently available data. Second, if depreciation rules do not change from year to
year, a decrease in the present value of depreciation deductions on new assets {(in the
presence of an increase in inflation and nominal interest rates) would make new investment
less attractive. leading to a decrease in the amount of new investment and anincrease in the
present value of rents for assets already in place. Finally, the value of the depreciation asset
depends on the present and future corporate ax rate.

5. The sEc rquires firms with inventories and gross property, plant, and equipment in
excess of $100 million to submit the supplementary inflation accounting information. The
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FASB regulations apply only to slightly larger firms—those having inventories, gross prop-
erty, plant, and equipment of $125 million or more, measured at the beginning of the fiscal
year. Further, even if these gross tangible assets do not meet this criterion, if total assets are
over §1 blllion, the reporting requirements must be met.

6. The recoverable amount is an estimate of the net realized value of an asset subject to
near-term sale or the net present value of expected cash flows derived from anasset thatis to
be used in business operations.

7. Because of data limitatlons, we could not discriminate between current cost and
repiacement cost valuations.
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