
5. THE INVENTORY ADJUSTMENT

1. Details of Calculations

The method of calculating the cost of sales adjustment

(COSA) has been explained earlier. In this chapter, we present

the results of applying the method to the sample as a whole as

well as to the various groups within the sample. Since the

sample was selected for government and non-government com

panies separately, we have two groups. The non-government

companies were further sub-divided into three age-groups from

which samples were drawn. This gives us three sub-groups.

Moreover, after the total sample for the non-governmental

companies was drawn, we subdivided the sample using two

additional criteria: the size of the company (as denoted by sub

scribed share capital) and the industry affiliation. The classi

fication based on industry affiliation was deliberately done in

a way to correspond with the disaggregated price indices and a

particular company was assigned to a particular industry if

more than half of its sales were of a commodity (or commodi

ties) included in that industry as per the standard classification

used in the wholesale price index (WPI). Some of them could

not be so allocated, and were clubbed together in the 'miscel

laneous' category. Thus, in all, we had twenty groups of com

panies as given below:

Group 1

Group 2

Group 3

Group 4

Group 5

Group 6

Group 7

all selected companies;

all government companies;

all non-government companies;

companies with a subscribed share capital of

Rs 50 lakh to Rs 1 crore;

companies with a subscribed share capital of

I crore to Rs 5 crore;

companies with a subscribed share capital of

Rs 5 crore and above;

companies registered as public limited before
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Group 8 : companies registered as public limited after

1960 but before 1970;

Group 9 : companies registered as public limited after

1970;

Group 10 : other food articles and iron ore (1);

Group 1 1 : fuel, power, light and lubricants (2);

Group 12 : dairy products, grain mill products sugar and

beer (3);

Group 13 : textiles (4);

Group 14 : chemicals and chemical products (5);

Group 15 : ceramic tiles, glass and glass products, cement

and asbestos brake lining (6);

Group 16 : basic metals and alloys (7);

Group 17 : non-electrical machinery (8);

Group 18 : electrical machinery, apparatus and appliances

(9);

Group 19 : transport equipment (10);

Group 20 : not elsewhere classified (II).

As is obvious, groups 2 and 3 are with reference to owner

ship, groups 4 to 6 are with reference to size, groups 7 to 9 are

with reference to age and groups 10 to 20 are with reference to

industry affiliation. While blowing up the adjustments, how

ever, only the age classification can be used since the sampling

was done after stratifying the population on this basis. The

other classifications have been undertaken only to indicate the

varying impact of inflation adjustments. Since size, age, and

industry classification are with reference to non-government

companies only, the blowing up of the calculated COSA for

group 2 has to be done separately.

For all groupings except industry classifications only the

CPP (constant purchasing power) method would be applied,

since we have not undertaken the massive task of using CCA

(current cost accounting) for each individual company. The

industry classifications were primarily intended to show the

impact of CCA, though if it were actually adopted and each

individual company adjusted its accounts accordingly, the

industry group totals might have been different from those cal

culated by us, since within each group, individual companies
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are affected by inflation in varying degrees. Anyway, our use

of CCA is limited to industry groups in this exercise. We also

use CPP for the industry groups.

The adjustments were done separately for the stock of fini

shed goods and raw materials, work-in-progress being consider

ed as raw materials for this purpose These adjustments were

later added up to arrive at the final figure for COSA.

Choosing the exact price index for the use of CPP method

is difficult. We decided upon using three alternative indices—

the consumer price index (CPI), the wholesale price index

(WPT) and the implicit GNP deflator (TGD).

2. Estimates of COSA

Tables 5-1.1 through 5-1.9 give the calculated COSA for
the first nine groups (i.e., those excljding the industry groups)

based on CPI, WPT and fGD. Tables 5-2.1 through 5-2.II give

the same for the eleven industry groups, plus COSA based on

specific price indices (CCA). For the last industry group (mis

cellaneous), no specific price index can be used, hence no addi
tional column for this. The other ten pairs of specific price

indices were chosen (or prepared) after noting the major sales

item(s) of and major raw material(s) used by the companies

falling in each group. When a composite price index was pre

pared by us from individual indices given in the Wholesale Price

Statistics, they were weighted using the same weights which are

used in calculating the general wholesale price index (base =

1970-71). Obviously, there are too many approximations in

volved in these calculations to be called CCA, but these calcu
lations are. in any case, only indicative of direction and broad
magnitudes. Our ultimate conclusions are based on only Tables

5-L2 and Tables 5-1.7 to 5-1.9 because the blowing up of the

adjustments for the population can be done only using the

same route used while selecting the sample (which was by stra

tifying the population on the basis of ownership and age of the

companies). The details of the indices used for the adjustments

are given in the Annexures.

From the results of our calculations, it is seen that so far as

the direction of the adjustments is concerned, it is predominant

ly positive, implying that historical cost accounting profits are

generally overstated on this particular account (inventory valua-
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Table 5-1.1

COSA for All Companies

Year Using CPI Using WP1

(Rs. '000)

Using IGD

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

11U935.05

177008.56

528364.13

670994.44

21798.94

164372.74

-56176.27

112526.62

92034.00

45119.03

225728.12

465068.45

511594.59

—256615.17

380681.53

233299.93

41930.34

1887770.40

57503.27

134040.25

286193.02

802649.86

410980.01

— 387063.22

6 32515.02

45290.98

296206.60

Table 5-1.2

COSA for All Government Companies

(Rs. '000)

Year

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

Using CPI

69953.64

111461.45

333599.40

442248.28

19472.37

123292.50

—47330.66

86824.27

83537.95

Using WPl

29363.98

141999.60

293702.97

333400.30

—191965.27

286172.47

175107.33

32582.84

1407207.51

Using IGD

36708.50

83959.74

181669.26

538033.45

306714.54

—287823.94

483777.60

44328.33

219911.17
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Table 5-1.3

COSA for Non-Government Companies

(Rs. '000)

Year

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

Using CPI

40981.42

65547.14

194764.78

228746.21

2326.57

41140.25

-8845.57

25702.34

8496.04

Using WPl

15755.05

83728.56

171365.54

178194.32

666699.93

94509.08

58192.61

9347.49

400563.00

Using IGD

20795.77

50080.63

104703.80

264606.48

104265.44

-95169.29

148737.36

1062.69

71215.45

Table 5-1.4

COSA for Companies with Subscribed Share Capital

ofRs. 50 lakh—Rs. 1 crore

(Rs. '000)

Year

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

Using CPI

12403.14

19674.75

60521.30

71912.95

-272.88

9355.74

—1815.10

5835.26

846.21

Using WPl

5035.52

25100.54

53235.24

56106.20

—17511.99

23754.58

13647.98

2083.82

96866.28

Using IGD

6424.86

9932.18

32359.59

82982.61

28449.92

—27201.95

34429.94

—1347.35

17409.75
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Table 5-1.5

COSA for Companies with Subscribed Share Capital

of Rs 1 crore—Rs 5 crore

(Rs '000)

Year

1970-71

1971-72

1972-73

1 973-74

1974-75

1975-76

1976-77

1977-78

1978-79

Using CPI

22099.52

35899.78

103174.96

116838.36

1567.32

21683.15

-9375.80

15164.35

6774.85

Using WPl

8091.12

45880.97

90822.58

91093.47

—33807.57

49694.74

30701.02

5551.70

238779.64

Using IGD

11015.81

27502.81

55973.02

134974.32

54443.4O

-49910.33

86702.89

2065.07

43912.10

Table 5-1.6

COSA for Companies with Subscribed Share Capital

of above Rs 5 crore

(Rs '000)

Year

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1 976-77

1977-78

1978-79

Using CPI

6478.77

9972.60

31068.51

39994.91

1032.13

10101.36

2345.33

4702.73

874.98

Using WPj

2628.41

12747.02

27307.80

30994.67

—13330.35

21059.77

13843.61

1711.99

74937.06

Using IGD

3355.10

7645.53

16371.17

46649.56

21372.17

—18127.00

27604.53

244.96

14893.59
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Table 5-1.7

COSA for Companies Incorporated before I960

(Rs '000)

Year

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

Using CPI

32409.96

50980.82

150816.43

177049.06

698.69

28543.35

—8658.09

18797.06

6118.88

Using WPl

12863.48

65123.05

132707.29

137784.21

—47542.70

67680.44

40790.49

6835.62

293048.13

Using IGD

16644.08

38955.14

81196.50

205132.98

76907.56

—71246.88

108555.13

681.83

55844.53

Table 5-1.8

COSA for Companies Incorporated between

1960 and 1970

(Rs '000)

Year

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1 978-79

Using CPI

6511.59

11000.84

32147.72

36756.19

1419.20

10096.46

1062.09

4988.23

2732.85

Using WPl

2119.64

14069.39

28284.18

28818.59

—12616.94

20548.98

13758.84

1784.58

70718.07

Using IGD

3116.20

8459.40

17267.27

37077.01

20116.88

—16891.56

29653.81

—1009.31

12359.35
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Table 5-1.9

COSA for Companies Incorporated after 1970

(Rs '000)

Year

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

Using CPI

2059.87

3565.49

11800.64

14940.98

208.68

2500.44

—1249.56

1917.05

—355.69

Using WPl

771.93

4536.11

10374.08

11591.53

—4490.29

6279.66

3643.29

727.29

36796.78

Using IGD

1035.48

2665.93

6230.02

17396.50

7231.00

—7100.86

10528.42

1300.16

8011.57

Table 5-2.1

COSA for Companies under Industry Group 1

(Rs '000)

Year Using CPI Using WPI Using IGD Using CCA

1970-7J

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

62.23

109.18

297.75

217.20

1.03

35.85

—110.63

52.53

69.38

26.38

138.27

263.18

174.44

—45.01

71.68

49.88

18.29

581.02

32.70

79.67

173.33

238.76

62.67

-56.82

307.63

—30.85

70.05

—54.02

—125.94

85.78

386.63

29.13

92.73

-597.20

—466.98

675.39
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Table 5-2.2

COSA for Companies under Industry Group 2

(Rs '000)

Year

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

Using CPI

134.75

179.61

505.98

525.09

6.19

75.69

—15.51

55.93

64.26

Using WPl

65.44

230.03

445.29

419.06

—125.14

180.22

108.22

23.27

1257.96

Using IGD

75.06

139.13

273.17

583.53

201.43

—190.78

275.14

121.48

205.94

Using CCA

254.43

160.02

871.02

100.70

405.89

—11.78

39.32

78.31

3825.40

Table 5-2.3

COSA for Companies under Industry Group 3

(Rs '000)

Year

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

Using CPI

2791.33

4745.79

11499.89

9821.95

386.96

1279.19

—742.08

1096.98

954.98

Using WPl

872.69

6074.18

10154.08

7727.51

—3323.67

4250.57

2056.09

417.20

18871.21

Using IGD

1315.16

3660.70

6603.65

11180.37

5299.01

—6176.28

6006.22

781.86

3097.42

Using CCA

8843.36

8317.03

1492.03

8774.32

—2998.23

2024.95

—1351.72

—4699.54

20571.84
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Table 5-2.4

COSA for Companies under Industry Group 4

(Rs '000)

Year

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

Using CPI

11872.31

18545.64

54450.69

66692.15

—8.24

10153.95

—1595.42

6296.18

1832.87

Using WPl

4509.85

23734.45

47893.47

51729.67

—17645.18

24648.54

14599.72

2305.97

101269.65

Using IGD

5997.88

14321.05

29090.09

76680.39

28605.12

—26704.01

36225.58

895.50

19548.81

Using CCA

—23820.21

15044.18

63730.14

—12657.31

—44587.15

94574.13

-21756.05

—28860.94

16081.18

Table 5-2.5

COSA for Companies under Industry Group 5

(Rs '000)

Year

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

Using CPI

8591.90

13092.38

42977.28

52465.14

1242.33

13479.23

—3614.67

8463.87

6767.63

Using WPl

3179.98

17993.83

37300.42

40742.52

—16984.91

27321.15

18403.28

3104.42

118197.00

Using IGD

4299.57

10743.37

22945.00

60995.01

27248.03

—22274.87

48466.64

1388.80

20692.37

Using CCA

—721.89

6331.98

23242.06

92755.22

-7720.22

—3638.54

—1724.17

18188.68

100104.17
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Table 5-2.6

COSA for Companies under Industry Group

(Rs '000)

Year

1970-71

1971-72

1972-73

1973-74

1974-^5

1975-76

1976-77

1977-78

1978-79

Using CPI

996.38

1600.90

4951.31

6237.02

59.89

1293.82

36.16

663.50

—147.49

Using WPl

366.86

2047.08

4352.06

4854.42

-1764.41

2722.61

1780.68

232.49

9638.19

Using IGD

497.67

1329.88

2610.01

7224.90

2846.40

-2383.54

4014.93

—334.88

1646.78

Using CCA

783.69

411.40

5996.08

8409.93

—216.56

—1691.76

1362.00

3538.94

4029.80

Table 5-2.7

COSA for Companies under Industry Group

Year

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

Using CPI

2883.94

4772.25

16531.52

20130.53

—3.00

2964.40

200.86

1473.06

—734.83

Using WPl

1146.24

6076.90

14518.40

15967.22

—4426.10

6535.46

4133.38

504.87

20372.00

Using IGD

1481.82

3585.76

8569.34

22606.61

7175.48

—6189.91

9115.12

—704.31

4913.77

(Rs '000)

Using CCA

2763.53

3845.13

25417.29

9155.58

8536.18

794.05

831.36

10788.93

17509.47
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Table 5-2.8

COSA for Companies under Industry Group

(Rs '000)

Year

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

Using CPI

4428.71

6989.00

21238.00

24841.29

374.34

4215.75

—325.52

2493.70

—164.11

Using WPl

1770.36

8923.85

18681.00

19449.97

—7084.44

10153.20

6043.04

911.59

41622.27

Using IGD

2280.54

5327.96

11353.25

28401.09

11398.20

—10907.78

14408.91

284.20

8850.40

Using CCA

4011.36

5976.20

25537.65

15583.08

11717.44

892.48

2723.14

14603.10

34887.23

Table 5-2.9

COSA for Companies under Industry Group 9

(Rs '000)

Year

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

Using CPI

2620.25

3948.04

10607.08

12808.57

—41.40

2044.12

—900.14

1445.29

191.26

Using WPl

1075.13

5051.28

9346.21

9717.92

—3838.46

3503.52

520.13

1085.88

22105.12

Using IGD

1362.85

3042.25

5860.91

15435.73

6231.74

—5987.25

8423.11

-194.56

4452.79

Using CCA

1227.13

2058.42

8686.47

16692.93

991.69

-1013.76

543.45

6219.53

17165.43
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Table 5-2.10

COSA for Companies under Industry Group 10

(Rs WO)

Year

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

Using CPI

3271.60

5446.47

15804.30

16251.44

226.90

2843.22

—203.76

1625.17

— 189.47

Using WPl

1223.84

6945.73

13918.41

12851.27

—4265.22

6371.37

3987.74

588.24

26335.90

Using IGD

1643.54

4124.96

6647.62

18343.56

6861.99

—6188.48

9488.98

—53.23

6666.09

Using CCA

3769.29

4785.93

17139.46

11093.73

6236.85

29.56

1259.97

10766.85

24139.53

Table 5-2.11

COSA for Companies under Industry Group 11

{Rs '000)

Year

1970-71

1971-72

1972-73

1973-74

1974-75

1975-76

1976-77

1977-78

1978-79

Using CPI

3462.75

5297.48

16406.84

19280.93

87.74

2830.72

-1590.34

2092.10

—84.15

Using WPI

1583.73

6743.99

14438.29

14979.41

—5272.52

7225.49

4148.06

744.96

31569.52

Using IGD

1880.90

3974.93

8850.53

22400.08

8526.75

—8326.40

12280.22

—569.91

6626.96
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tion). In a few cases, it is negative but the maximum overstate

ment is far higher than the maximum understatement within

each group. It would probably be desirable to note the over or

understatements as percentages of the profits before tax, but

that is postponed until we come to the blowing up of the

sample estimates for the population as a whole. It will suffice

here to note that most of the adjustments are substantial rela

tive to the profits before tax and therefore quite important.

The adoption of the general wholesale price index for the

CPP method reveals a fixed pattern in the adjustments across

groups, indicating that profits were overstated every year except

in 1974-75. In general, the overstatement in the last year under

observation (i.e., 1978-79) is far higher than in the other years.

If we use the consumer price index instead, the year when

most of the groups exhibit understatement of profits due to

inflation is 1976-77. This is true of some groups, due to the

changing prices, also in 1974-75 and/or 1978-79. Thus, the

results of our calculations to find out COSA using the CPI are

not as consistent across various groups of companies as those

of the calculations using the WPI.

If the implicit GNP deflator is used, the COSA turns out to

be negative (i.e.. traditional accounting understates profits) for

the year 1975-76 in the case of all the groups. Additionally, the

results indicate negative COSA for the year 1977-78 for a few

groups.

What all this implies is that even when one says that the

CPP method should be adopted, it is not an unambiguous state

ment. Depending on which index of purchasing power one

chooses, the resultant COSA will be greater or smaller than the

others.

Use of the CCA does clearly show the varying impact of

inflation on various industry groups. For example, while for

industry group 4 (Textiles) we find underestimation of profits

on this count using traditional accounting in five out of the

nine years under observation, industry groups 7 (Basic metals

and alloys), 8 (Non-electrical machinery) and 10 (Transport

equipment) are seen to have reported overestimated profits in

all those nine years. Taking the last year, 1978-79, however, all

the industry groups exhibit positive COSA, implying overesti-

mation of profits due to inflation, which are, generally speaking,
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on the high side relative to the COSA calculated for the earlier
years.

3. Relative Impact of COSA

We shall now examine how inflation affects different

companies which differ with respect to age, ownership, size and

industry affiliations, as far as inventory profits are concerned

To make a proper comparison, we now have to calculate the

COSA as a percentage of profits before tax for the various

groups. To save calculation and space, we consider only the

latest year under observation, i.e., 1978-79. Table 5.3 gives the

results of the calculations.

Table 5.3

COSA as Percentage of Profits before Tax for

the Year 1978-79

L

2.

3.

4.

5.

6.

7.

8.

9.

10.(1)

11.(2)

12. (3)

13. (4)

14. (5)

15.(6)

16. (7)

17. (8)

18.(9)

19. (10)

20. (11)

9

19

2

4

2

1

2

2

—1

*

1

*

2

3

Neg (—)

—2

Neg (-)

1

Neg (-)

Neg (—)

Using WPl

181

324

72

464

62

46

82

46

67

*

27

87

58

20

418

75

84

65

49

Using IGD

30

52

13

83

11

9

16

8

15

*

4

•

17

10

3

101

16

17

17

10

Using CCA

*

82

*

14

49

8

360

62

65

60

— —^ r~..v^ .v ...uuon; giuup i ana so on, which

is indicated by the number within parentheses beside the
group number.

Neg: negligible (sign within parentheses indicates direction).
* negative profits before tax.
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Comparison of the results for groups 2 and 3 clearly shows

that the impact is far more on government companies than non

government companies. This implies that the illusory inventory

profits are far higher relative to the profits before tax, in govern

ment companies than in non-government companies.

A similar comparison between groups 7, 8 and 9 reveals

that both the old and new companies require less adjustment

for inflation in their accounts than the medium-age group of

companies.

Among the industry groups, the impact of inflation on

profits through inventory valuation is the most in the case of

group 16, unless CPI is adopted for COSA calculations. In

fact, the use of CPI would lead to the result that there is very

little distortion due to inflation in the calculation of profits, at

least in the year 1978-79. COSA is generally highest when the

general WPI is used.

The difference between CCA and CPP is clearly brought

out in the table (5.3), particularly in the results for group 11,

where CPP does not indicate very high COSA (relative to other

industry groups), but CCA does.

Since these results are only for the year 1978-79, they can

not be generalised. However, without giving further tables

along the lines of Table 5.3 for the other years, we make the

observation that the differential impact of inflation through

illusory inventory profits on different groups does, in general,

follow the same pattern as noted above, on the basis of similar

calculations (not reported) for the other years of the reference

period.

Before concluding this chapter, we estimate the cost of sales

adjustment of profits for the population, which consists of

manufacturing public limited companies with paid-up capital of

Rs 50 lakh and above, on the basis of the sample estimates.

Since the sample was selected after classifying the population

into three groups, the blowing up has to be done for these three

age-groups separately and the results added up to arrive at the

population estimate. The blowing up factors are the ratios of

the population group totals to the respective sample-group

totals of paid-up capital which are 20.02, 13.11 and 20.51 for

age-group 1 (registered before 1960), 2 (registered during

1960-1970) and 3 (registered after 1970), respectively. The
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blown up COSA figures would then be Rs 151033 (122500 +

35828-7295) thousand, Rs 7548639 (5866823 +927114+

754702) thousand, and Rs 1444355 (1118007+162031 +

164317) thousand, with the use of the CPf, the general WPI

and the IGD, respectively. The corresponding figures for the
government companies are Rs 318280 thousand, Rs 5361461

thousand, and Rs 837862 thousand. The population in this

case, it must be pointed out, consists of only manufacturing

public limited companies owned by the Central government.

The blow-up factor is 3.81, implying a sample coverage of
about 26 per cent.




