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TOPIC:  LIFO AND FIFO INVENTORY COST FLOW ASSUMPTION

CHAPTER LINK:  CHAPTER 7

Bethlehem Steel Corporation:

Needing Nerves of the Same
Bethlehem Steel Corporation manufactures steel sheets used primarily by the automotive industry and structural steel shapes and pilings used in the construction industry.  These industries experience cyclical swings in their sales as economic conditions change.  Sales of Bethlehem Steel also reflect these cyclical patterns. The manufacture of steel is highly capital intensive.

This case examines Bethlehem Steel’s choices with respect to its inventory cost-flow assumption.  Bethlehem Steel adopted a LIFO cost flow assumption many years ago but switched to FIFO in Year 23.  Exhibits 1 to 3 present financial statements for Bethlehem Steel for Year 19 through Year 25. Exhibit 4 presents selected other data.

Effects of LIFO

Bethlehem used a LIFO cost-flow assumption for Year 19 through Year 22.  The notes to its financial statements indicate that inventories at current cost (FIFO) exceeded their value under LIFO on December 31 of each year as follows (amounts in millions):  Year 18, $530.1; Year 19, $562.5; Year 20, $499.1; Year 21, $504.9; and Year 22, $472.1.  

a.
Compute the amount of cost of goods sold for each of the years Year 19 through Year 22 assuming that Bethlehem had used a FIFO cost flow assumption. 

b.
Compute the cost of goods sold divided by sales percentages for Year 19 through Year 22 using both LIFO and FIFO cost flow assumptions.

c.
Compute the inventory turnover ratio (cost of goods sold divided by average inventories) for each of the years Year 19 to Year 22 using both LIFO and FIFO cost flow assumptions.

d.
Which inventory turnover ratio in part c. more accurately measures the actual inventory turnover rate? Explain your reasoning.

Decision to Switch to FIFO

Bethlehem Steel switched to a FIFO cost flow assumption as of January 1, Year 23.  

Bethlehem’s rationale for switching to FIFO is as follows:

We believe that FIFO method of inventory valuation provides a more meaningful presentation of the financial position of the Corporation since it reflects more recent costs in the balance sheet.  Also, in the current environment of low inflation, higher productivity and lower production costs, the use of LIFO has not had a significant effect on operating results.  FIFO will eliminate the distortions in reported financial results caused by liquidations of inventories which flow through cost of goods sold at lower costs prevailing many years ago.  It will also improve the reporting of interim results by eliminating the requirement to estimate whether liquidations that occur in interim periods will be replaced by year end, which tends to cause liquidations and other LIFO adjustments to be recognized in the fourth quarter. 

e.
Evaluate each of the reasons stated by Bethlehem Steel for its decision to switch to FIFO (that is, are the assertions correct and sufficiently material to justify the switch).

f.
Bethlehem Steel made the following journal entry to switch to FIFO on January 1, Year 23.  The income rate is 35 percent.



Inventories…………………………………472.1



Income Taxes Payable……………………  

165.2

            

Cumulative Effect on Net Income from


  

        Change in Accounting Principles……

306.9


Explain the rationale for each account affected in this entry.

g.
Refer to part f. Why might Bethlehem be willing to change to an inventory cost flow assumption with such a high income tax cost?  

Analysis of Profitability and Risk


h.  Assess the changes in profitability and risk of Bethlehem Steel between Year 23 and Year 25.   The 

      following financial statement ratios will assist in this assessment.

Schedule 1
Financial Statement Ratios for Bethlehem Steel Corporation



Year 23
Year 24
Year 25
Profit Margin for ROAa

.00
2.2%
4.4%

Assets Turnover

.77
.83
.85

Rate of Return on Assetsa

.00
1.8%
3.7%

Profit Margin for ROCE

(.01)
1.7%
3.7%

Capital Structure Leverage Ratio

8.1
6.3
4.8

Rate of Return on Shareholders’ Equity

(5.6)%
8.7%
15.0%

Cost of Goods Sold/Sales

95.1%
94.4%
92.2%

Selling and Administrative Expense/Sales

3.6%
2.9%
2.3%

Accounts Receivable Turnover

9.5
9.4
10.9

Inventory Turnover

4.9
5.2
4.9

Fixed Asset Turnover

1.6
1.8
1.8

Current Ratio

1.7
1.6
1.5

Quick Ratio

.8
.7
.5

Cash Flow from Operations/Current Liabilities

22.5%
39.9%
56.9%

Long-term Debt Ratio

50.8%
36.6%
30.6%

Debt-Equity Ratio

88.1%
80.0%
78.3%

Cash Flow from Operations/Total Liabilities

4.1%
7.8%
12.9

Times Interest Charges Earned

1.0
3.4
5.1

aExcludes restructuring charge in Year 23.

	Exhibit 1
Bethlehem Steel Income Statements
(amounts in millions)
For the year ended

	December 31:
	Year 19
	Year 20
	Year 21
	Year 22
	Year 23
	Year 24
	Year 25


Sales

$
5,250.9
$
4,899.2
$
4,317.9
$
4,007.9
$
4,323.4
$
4,819.4
$
4,867.5
Cost of Goods Sold


(4,724.4)

(4,632.9)

(4,301.1)

(4,051.6)

(4,111.7)

(4,548.4)

(4,486.8)
Selling and
  Administrative


(154.1)

(159.6)

(171.0)

(159.3)

(156.9)

(137.4)

(111.8)
Estimated Restructuring
  Lossesa


(105.0)

(550.0)

(575.0)

--

(350.0)

--

--
Income (Loss) from
  Operations

$
267.4
$
(443.3)
$
(729.2)
$
(203.0)
$
(295.2)
$
133.6
$
268.9
Interest Expense (Net)


(9.7)

(14.2)

(35.8)

(52.3)

(56.1)

(39.1)

(52.3)
Income (Loss) Before
  Taxes

$
257.7
$
(457.5)
$
(765.0)
$
(255.3)
$
(351.3)
$
94.5
$
216.6
Profit for Income Taxes


(12.0)

(6.0)

(2.0)

45.0

85.0

(14.0)

(37.0)
Net Income (Loss)

$
245.7
$
(463.5)
$
(767.0)
$
(210.3)
$
(266.3)
$
80.5
$
179.6
aRestructuring charges relate to the following:

Year 19:  Employee terminations from reduced levels of operating activity.

Year 20:  Restructuring of structural steel and rail products segments.

Year 21:  Exiting the bar, rod, and wire business.


Year 23:  Exiting the heavy structural steel business.
Exhibit 2
Bethlehem Steel Balance Sheets
(amounts in millions)
	DeceDecember 31:
	Year 18
	Year 19
	Year 20
	Year 21
	Year 22
	Year 23
	Year 24
	Year 25


Cash

$
507.4
$
530.5
$
273.5
$
83.8
$
208.2
$
228.9
$
159.5
$
180.0
Accounts 
  Receivable


555.1

484.2

451.1

413.7

403.3

503.2

519.5

374.6
Inventories


369.0

410.3

468.3

453.4

344.4

852.5

882.9

958.2
Other Current
  Assets


8.3

10.2

10.3

6.9

5.5

6.5

7.2

13.0
  Total Current
      Assets

$
1,439.8
$
1,435.2
$
1,203.2
$
957.8
$
961.4
$
1,591.1
$
1,569.1
$  1,525.8
Property, Plant
  and Equipment


2,871.5

2,916.7

2,796.4

2,864.8

2,804.5

2,634.3

2,759.3

2,714.2
Other Assets


137.2

441.4

382.5

305.7

1,304.8

1,651.3

1,454.0

1,460.3
   Total Assets

$
4,448.5
$
4,793.3
$
4,382.1
$
4,128.3
$
5,070.7
$
5,876.7
$
5,782.4
$
5,700.3
Current 
  Liabilities

$
870.1
$
838.0
$
831.4
$
931.0
$
893.2
$
914.2
$
1,011.2
$
1,049.6
Long-term Debt


774.5

655.5

589.8

761.6

726.8

718.3

668.4

546.8
Other Noncurrent
  Liabilitiesa


1,013.1

1,296.9

1,471.9

1,760.9

3,071.6

3,547.6

2,947.0

2,865.6
  Total
     Liabilities

$
2,657.7
$
2,790.4
$
2,893.1
$
3,453.5
$
4,691.6
$
5,180.1
$
4,626.6
$
4,462.0
Preferred Stock

$
329.7
$
320.2
$
9.1
$
9.2
$
9.4
$
14.4
$
14.2
$
14.2
Common Stock


972.4

989.9

1,306.0

1,300.2

1,453.6

1,622.1

2,001.0

1,903.9
Retained Earnings
  (Deficit)



488.7

692.8

173.9

(634.6)

(1,083.9)

(939.9)

(859.4)

(679.8)

Total Shareholders’ 

  Equity

$
1,790.8
$
2,002.9
$
1,489.0
$
674.8
$
379.1
$
696.6
$
1,155.8
$
1,238.3
    Total Liabilities

 And Shareholder’s

Equity

$
4,448.5
$
4,793.3
$
4,382.1
$
4,128.3
$
5,070.7
$
5,876.7
$
5,782.4
$
5,700.3
aPrimarily includes obligations for pensions and, beginning in Year 22, retirement health care benefits.
	Exhibit 3
Bethlehem Steel Statement of Cash Flows
(amounts in millions)


	Year Ended December 31:
	Year 19
	Year 20
	Year 21
	Year 22
	Year 23
	Year 24
	Year 25


Operations
Net Income (Loss)

$
245.7
$
(463.5)
$
(767.0)
$
(210.3)
$
(266.3)
$
80.5
$
179.6
Depreciation


325.3

305.7

241.4

261.7

277.5

261.1

284.0
Restructuring Losses


105.0

550.0

575.0

--

350.0

--

--
Changes in Working
  Capital


8.8

(26.6)

37.3

56.6

(105.5)

15.6

96.1
Other - Net


21.7

(11.2)

32.0

27.1

(52.5)

26.5

26.6

Cash Flow from

  Operations

$
706.5
$
354.4
$
118.7
$
135.1
$
203.2
$
383.7
$
586.3
Investing
Sale of Businesses and
  Assets

$
38.4
$
73.0
$
83.7
$
124.9
$
15.2
$
32.4
$
15.1
Capital Expenditures


(421.3)

(488.0)

(563.9)

(328.7)

(327.1)

(444.6)

(266.8)
Other


33.7

26.2

.4

7.2

5.6

(1.4)

2.5

Cash Flow from

  Investing

$
(349.2)
$
(388.8)
$
(479.8)
$
(196.6)
$
(306.3)
$
(413.6)
$
(249.2)
Financing
Short-Term Borrowing 
  (net)


--
$
10.0
$
144.0
$
(74.0)
$
(80.0)

--

--
Long-Term Borrowing
  (net)

$
(98.3)

(70.3)

57.2

(1.3)

97.4
$
(68.8)
$
(117.1)
Capital Stock Issued


1.8

1.4

--

171.3

248.4

355.3

--
Dividends


(37.5)

(52.8)

(52.9)

(22.5)

(36.1)

(40.4)

(40.4)
Other


(200.2)

(110.9)

23.1

112.4

(105.9)

(285.6)

(159.1)

Cash Flow from

  Financing

$
(334.2)
$
(222.6)
$
171.4
$
185.9
$
123.8
$
(39.5)
$
316.6
Change in Cash

$
23.1
$
(257.0)
$
(189.7)
$
124.4
$
20.7
$
(69.4)
$
20.5
Cash - Beginning of Year


507.4

530.5

273.5

83.8

208.2

228.9

159.5
Cash - End of Year

$
530.5
$
273.5
$
83.8
$
208.2
$
228.9
$
159.5
$
180.0

	Exhibit 4
Other Data for Bethlehem Steel
For the Year Ended

	December 31:
	Year 19
	Year 20
	Year 21
	Year 22
	Year 23
	Year 24
	Year 25


Sales Mix
Sheet and Tin Mill
  Products

49.0%
49.3%
48.4%
59.1%
63.1%
66.1%
66.1%
Plates

14.3
13.5
13.0
13.3
13.6
14.0
15.1
Bars, Rods, and Wire

11.8
8.5
10.1
2.6
1.2
1.2
--
Structural Shapes and
  Pilings

8.8
8.4
8.9
9.6
8.5
6.7
6.7
Other Steel Products

2.6
3.4
6.4
4.0
4.4
4.1
5.9
Other Products and
  Services

  13.5
  16.9
  13.2
  11.4
   9.2
   7.9
   6.2

Total

100.0%
100.0%
100.0%
100.0%
100.0%
100.0%
100.0%
Reasons for Changes in Steel 
Products Revenuesa
Volume

(5)%
(9)%
(6)%
10%
7%
3%
(4)%
Price

2
(3)
(3)
(3)
1
5
5
Product Mix

  (1)
    2
  (2)
  (2)
    3
    4
    1

Total

  (4)%
 (10)%
 (11)%
    5%
  11%
  12%
    2%
Operating Data (000’s of tons)
Production

12,181
10,924
10,022
10,544
10,303
9,817
10,449
Shipments

9,779
8,865
8,376
9,062
9,016
9,262
8,986
Employees

30,500
29,600
27,500
24,900
20,700
19,900
19,500
Net Operating Tax Loss 
  Carryforwards
  (in millions)

$1,100
$1,600
$1,400
$1,500
$1,600
$1,700
$1,700
Data excludes bar, rod, and wire products beginning in Year 22.
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