BASES OF ACCOUNTING OTHER THAN HISTORICAL COST
by Drs. W. van Bruinessen
I General considerations

EI) Introduction L o

. “Accounting bases” or “accounting principles” (the latter term having in
this paper the North American audit report_connotation) represent micro-
economic norms_aimed at the efficacy of the information provided by finan-
cial statements. This paper wil deal rhainly with the principles of valuation
which underlie the determination of net equity and results. In micro-econo-
mic_literature the problem of how to give purposeful information on net
EQUII¥ and results 1s often considered as no more than the establishment of
well-founded micro-economic valuation F_rmmples. Certain problems, how-
ever, cannot be solved by a mere appllca jon of such principles, e.g. whether
and to what extent a rise in the value of the means of production is to be
regarded as income. Apart from the principles of valuation, the aforementio-
ned and similar problems will be considered in the following chapters. This
first chaFter will deal with the purposes of information about the net equity
anfl rte_su ts and with the general requirements to be met by the principles of
valuation.

gn) The PurPose of Information Provided by Financial Statements

such information pef_erred to above) 15 intended for the management of
the business as well as for its shareholders, for the suppliers of outside capital
and other persons interested in the business’s performance. Information on
net equity and results is of a retrospective and also of a prospective nature.
Retrospectlv_elly, It provides management with a basis for judging how delega-
ted managerial duties_have been Carried out within the enterprise. An impor-
tant datym for arrlvmq at such an opinion is the ratio hetween achieve
result and that part of the enterprise’s net equity attributable to the execu-
tion of delegated managerial tasks. Prospectively, such information provides
one of the bases for detiding the management’s policy in allocating limited
available funds to alternative uses. , ,
3 In essence,  the foregoing also a?plle_s to suppliers of funds and other
interested parties: retrospectlvel(y the information provides a basis for
judging the management’s stewardship; Prospe_ctlv_ely It is an important basis
for-allocating scarce financial means to alternative investments.
4 Two conclusions emerge from the discussions so far; = ,
a The use to be made of either prospective or retrospective information has
no bearing aon the principles underly{mg_ the information.
b. Irrespective of the use made of the“information, the p_quose of retrospec-
tive information, i.e._judging managerial stewardship, differs from_ the pur-
pose of prospective information, i.e. policymaking. When determining the
net equity and results, the aforementioned “difference makes it necessary to
distinguish clearly between the prospective and retrospective elements of the
information to bé provided. _
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Em) Developments since 1945 _ _ o

Since 1945 attention has mc_reasmgly been given to the principles of
valuation. Similarly, doubt has arisen about the appropriateness of accoun-
ting principles based on historical cost, mainly because continuous inflation
has resulted in amounts of a dissimilar nature being added together. It is
noteworthy that the totalling of dissimilar items, which, from time immemo-
rial, has been inadmissible in arithmetic, is still an accepted procedure in
business life when ap‘ply[ng valuation Frmmples. o _
6 The effect of intldtion can be eliminated by making price-level adjust-
ments to historically-based financial statements.” We must now See whether
price-level adjustments can eliminate the snagi of adding dissimilar items. It
would appear that this cannot be achieved only by making such adjustments
because, as such, they make no allowance for the effect of technological
development on the values of tangible assefs. The ad{usted historical cost of
an existing durable means of production is not of the same nature as the
current price of a replacm? asset with a similar function. This is not only
because .other methods of construction and other materials have been
applied in producing such an asset but also because by using it other, better
products can be made. Particularly in times of speedy technological develop-
ment, the mere _appllcatlon of price-level adjustments ma)i result in appre-
ciable variations in the determination of net equity and results.

(/IV) Effects of the Segregation of Management and Ownership .
Thou?ht on the “formulation of correct accounting principles is stimu-
lated bx he economic trend towards separation of management and owner-
ship. The reasons for this trend are well-known. Continuous growth imposes
demands for finance that, in many cases, cannot be met by profits retained
in the business, Suppliers of capital other than the directors acquire a share
in the ownership, and outside capital, too, becomes of increasing signifi-
cance. This trend goes hand in hand with another one. With a view to
sp{eadmg their risk™ investors distribute their investments over a number of
enterprises.
8 BDot_h trends have had a major bearing on the standards underlying the
determination of net equity and results, since the growing segregation of
management and ownership has resulted in the shareholders becoming in-
creasingly inexpert about what is specific to a business’s activities. This
development entails an_increasing need for generally applicable Prlnplples to
determine the net equity and results so that interpretation of the informa-
Egon on a business’s performance requires no specific knowledge of its activi-
ies.

8/) Comparability of Financial Statements =~ .

In the literature, unlform_lt?/ of accounting principles is often recommen-
ded for achieving comparability between financial statements of different
enterprises, It is’incumbent upon the accounting profession to make inte-
rested parties aware that comparability leading to'reliable conclusions can be
achieved for only some elements of financial statements. Given the divergent
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nature of various enterprises, a comparison of solvency and liquidity, for
instance, will provide a hasis for a conclusion only if the enterprises con-
cerned are similar. One element of financial statements, however, is generally
suitable for comparison, viz. the ratio of net income to net equity; i.e. the
profitability. This datum s such that it can provide a basis for comparing
dissimilar énterprises and s, accordingly, an important factor in determining
the distribution of scarce financial mears.

Sw) The General Appllcablh% of Valuation Principles _

0" Two requirements to be met by the principles of valuation can be
deduced through ascertaining net equity and results. Reference was made to
the first one in paragraph 8. the prinCiples of valuation must be generall
applicable. This requirement, however, does not imply that uniform depré-
ciation, depletion and amortization rates, for example, are to be used by all
enterprises. From micro-economic reasoning the guidelines can be derived
for assessing.the economic lifetime of the assets concerned and the system
for ascertaining the valye of the used-up capacity of such assets (or cost in
the case of amortization). o _

11 In paragraphs 65 to 72, an analysis will be made of whether, and, if so,
to what extent, the manner in which the business is financed has a bearing
on the principles of valuation.

Svn) The Objectivity of Valuation P_rmpliJIes o _
2" The second réquirement of principles of valuation is that they be obgec-
tive. The hall-mark of objective financial statements is that valuation of all
assets and liahilities be based on perceptible and factual circumstances exis-
tln? when the valuation is made. Forjudging whether such circumstances are
really pertinent to the valuation expert” knowledge is essential. Public
accountants have such knowledge, , ,

13 SubjectlvltY,cpmes into "play if management thinks that its future
Pollcy for maintaining the enterprise’s continuity. is also a relevant factor in
he Breparatlon of the account of its stewardship. No independent expert
can be expected to express an opinion on policy intentions, because It is
possible _1|f not probable) that the expected developments underlying the
Eollcy will not materialize. Moreover, actual developments, had they been
nown earlier, might have called for another policy. If circumstances$ other
than those perceptible when financial statements are being prepared are
taken into account, it is essential that the bearing of such™ other circum-
stances be clearly disclosed in order to provide an insight into the outcome
of the management’s stewardship. _ .

14 The proposmon that maintenance of the enterprise’s continuity should
not govern the determination, of net equity and results may Create a
misapprehension. This proposition only aims at avmdmg the impairment of
the ?rlmary function of financial statements (i.e. the. rendering.of an account
on the management’s stewardship) by not disclosing provisions made for
safequarding continuity ,ie_.g. by hiding them in the balance sheet under the
heading “Current Liabilities”).” Such provisions should be part of the profit
appropriation and taken up in the enterprise’s net equity. b biz 201
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Svm) The Bearing of Valuation Principles on the Business’s Continuity

5 " Finally, the significance that can be attached to principles of valuation
requires, discussion, particularly as regards the protection of the enterprise’s
continuity. Both current-valué and price-level ‘accounting have a beneficial
effect on” continuity because, when prices show a rising trend, both methods
result in a calculation of lower profits, and consequentl)( in lower distribu-
tlonts to parties entitled thereto, than would result from the use of historical
cost.

16 In this paper the term “current-value™ is used instead of “replacement
value” because, in the literature, the latter term appears to give rise to the
misconception that the valuation should be based on the price when a
used-up means of production is eventually replaced by a technically identical
means.

ii  Basic principles of the current-value theory

SI)] Realizable Value and Current-Value , S
Since the subject of this paper does not require an exhaustive discussion
of all aspects of the current-value theory, the exposition can be confined to
some. main outlines. This theory concludes, inter alia, that, under certain
conditions, valuation should be based on net realizable value and, under
other conditions, on discounted net cash flow. For this reason, Section II
will discuss those two bases. _ o
18 The concept of “value” can be defined as: the expression in monetary
terms of a_good’s significance towards achieving the aims, of an enterlquse,
the main aim belng, generally, the achievement of a profit by propel mgha
flow of goods ([an_ Jor sgrvices) from the buymg markets concerned. to the
selling market. This significancé can be measured in two ways, the first one
being the ascertainment of the good’s realizable value (i.e. its proceeds when
soldg, while by the other the value to be surrendered is arrived at on the
assumption that, when its value is assessed, the good is replaced by another
of identical S|g|r_1|f|cance for the enterprise (i.e. thé current value).
19 Both realizable and current value are concepts of value of the same
order, expressmg at the same point of time, albeit alternatlvell)/, the signifi-
cance of a good towards achieving the enterPrlse_’s aims. Unless the good
forms part of excessive stocks held” intentionally, its value is determined by
the lower of the two values, which, in an enterprise working at an adequate
profit, is the current value. As stated above, this value is derived from prices
prevailing on buying markets at the point of time of assessing such value.

gl Direct and Indjrect Realizable Value , »
Generally, the assessment of the net realizable valug of finished

products presents no real problems. However, ascertainment of the net realj-

zable value of all other qoods, particularly of durable means of production, is

afroblem requiring further analysis. _ o

21 Net realizable value can alSo be approached in two ways. The first is to
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ascertain the direct realizable value of the good, i.e. the proceeds from sale
of the good as it is when its value is assessed. In the case of durable means of
groduc lon, such value will rarely exceed the asset’s scrap value. o
2 Under the second approach the value of durable means of production is
derived from the proceeds of the finished products made by using the assets
concerned: this means assessing the asset’s indirect realizable value, if, how-
ever, the business is run at a profit, it is impossible to assess such value for an
individual means of production because in that case the ﬂroceeds of finished
products comprise two elements, the current value of the productive capa-
city and the [profl_t upon_sale,o_fthe products. Since all the means of produc-
tion are involved in making finished products, it is |mp_055|b|e to allocate the
profit to the individual productive assets. In this situation, indirect realizable
value s a concept that cannot be quantified for the_individual means of
Broductlo_n. It should be recognized, however, that this entails no problem
ecause, if production is profitable, one thing is certain: the aggregate in-
direct realizable value of all means of production exceeds their aggregate
current value. Consequently, the (Iowerf current value of productive assets
determines their value.

Sm) Indirect Realizable Value (Continued) . | , _
If the business is running at a loss, it is necessary to differentiate
between a temporary and an inherent loss-situation. In the former situation
production is continued: eventually all means of production will he replaced
and their value is the current orie. An inherent loss-situation Indicates a
break in the enterprise’s contmun%/, even_though pro_duc,tlon_ma%/ not
necessarily be suspended in the short term, Since suspension implies that, in
the aggregate, the value of durable means.of production will decrease to their
low) "direct realizable value, continuation of production is efficacious as
onE, as future proceeds of finished products, less all outlays incurred in
making them, leave a favourable balance. This balance is attributable to the
remamln? durable means of production. The discounted value of such
favourable balances is_termed “indirect net realizable value” -m_AngIo-
American literature “discounted net cash flow”. In an inherent loss-situation
prgijuctllon will be continued till indirect realizable value equals direct reali-
zable value.
24 The concept of net indirect realizable value (or discounted net cash
flow), however, has a far wider use than just arriving at the value of durable
means of production_ in an inherent loss-situation: Indeed, in the case of a
profitable enterprise it is possible to_ascertain the discounted net cash flow
of the enterprise taken as a whole. The (favourable) difference between the
valye thus determined and the enterprise’s net equity determined on the
basis of current valug provides an insight into the entity’s future profitabi-
lity. Accordingly, this difference is an important yardstick when manage-
ment has a merger under consideration. Since, however, a valuation based on
discounted net "cash flow also includes future profits, it cannot serve as a
basis for financial statements prepared for giving a retrospective picture of
the outcome of the business’s activities.
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(v) Is Ct%rrent-VaIue Accounting in Conflict with the Objectivity Require-
ment?
25 Application, of current-value theory extends to all sections of produc-
tion, and valuation standards derived from this theory are generally appli-
cable. One is strongly temPted to, describe the social effects of this theory,
which stem from the fact that Prlce movements have a direct bearing on the
determination not only of net equity and results but also of managerial
policies. However, such” macro-economic effects fall outside the scope of this

aper. : o
56 In contrast to valuations hased on historical cost those based on
current-value theory are all reduced to the same denominator of time.

The comment is often heard that the ascertainment of net equity and
of results hased on this theory is of a subjective nature. This certainly would
be so if replacement values, .. prices payable upon eventual replgcement,
underlay the valuation instead of current values, The former ‘prices can
indeed only he based on subjective estimates. It is, however, the prices when
values are ‘being established, in other words under perceptible and factual
circumstances, that are fundamental to the current-value theory. Because
valuations are not to be based on future prices, application of the theor)(] IS
not aimed at maintaining the continuity of the enterprise. Attention has
already been given to this aspect in paragraph 15 above.

E\Q The Concept of Stocks in Current-Value Accountm? ,
Literature published outside the Netherlands dea |n? with current-value
theory gives strikingly little attention to concepts relating to stocks as
developed in this theor¥. An analysis of the micro-economic nature of stocks
Is essential to understanding the conclusions. derived from current-value
theorK as regards the determination of net equity and results. In contrast to
the theory of price-level accounting which, inter alig, is directed to the
valuation ‘of goods actually held by an enterprise, considerations of current-
value theory are directed” to the valuation of economic stocks. Economic
stocks are meant to comprise goods actual(ljy held by an enterprise, plus
00ds_bought but still to be received, less goods sold but still to be delivered.
9 This section will deal with economic Stocks of current means of produc-
tion; complications relating to durable means of production will be discussed
In paragraphs 40 to 47, _ _ _
30" EConomic stocks can also be defined as stocks in respect of which an
enterprise runs the risk of price-level changes. To a certain degree such risk is
unavoidable: the period which_ stretches from the production of wool in
Australia to the moment at which a woollen dress is.bought in the Nether-
lands covers many months during which there is the risk ot a change in wool

rices.

gl In the aggregiate, economic stocks held by all enterprises in the wool
sector - i.e. wool-producers, wool-traders, spinners, wool manufacturers,
clothing manufacturers, wholesalers of woollen clothing and, finally, retailers
- will e%ual the aggregate of the total stocks held by each enterpfise, albeit
each enterprise’s economic stock will deviate from”its stock on hand. This
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deviation originates from contracts for future purchases or sales, as a result
of which the price-fluctuation risk is transferred. _ _

It is impossible for micro-economics to arrive at normative conclusions,
applicable to the whole field of production, regarding the manner in which
the aggregate price risk and, consequently, economic stocks should be allo-
cated to €ach consecutive enterprise. The pattern according to which econo-
mi¢ stocks held in the wool sector should appropriately be distributed over
industry and trade varies from that for an appropriate distribution of econo-
mic stocks held in the wood sector. Both distributions vary from appropriate
distributions in other sectors. S
33 _ The price risks to be borne by any sector as a whole are intrinsic tq the
?,er_lod stretchln? from the production of raw materials to the use of the
inished products made therefrom. By making a pertinent analysis of the
functions of the consecutive owners of the economic stocks micro-econo-
mics will have to indicate the decisive factors for determining and allocating
unavoidable economic stocks. ,

34 Unavoidable economic stocks are designated by the term “normal
stocks”, Normal stocks should be viewed as a collectivity, the component
parts of which are continuously being processed and sold and simultaneously
replaced.. In respect of this stock there is an obligation continually to replace
used-up items. Reduction of this collectivity affects the enterprise’s functio-
ning and thus its profitahility. Since a rise in prices entails an increase in the
ca?ltal_mvested in normal stocks, such increase is not at the disposal of the
enterprise. C_onse_quentI)( it must be concluded that to the extent to which
an advance in prices relates to normal economic stocks it results in an in-
crease in net equity only and not in a profit, L _
35 By analogy, it ml%ht be concluded, that a decline in prices does not give
rise 10 a loss Dt to a charge to net equity. Such a conclusion, however, calls
for comment. The decline 'may_ well stem from a good being of lesser econo-
mic significance because, for” instance, similar goods, which discharge the
same function in the enterprise better, have been developed and are being
offered on the market. In essence this is a fact of technological development
the bearing_ of which will be extensively discussed in paragraphs 40 to 44
below, dedling with the valuation of durable means of production. Accor-
dlngly, this section ends by stating that decreases in value that originate from
such “lesser economic significance should be regarded as losses and thus not
be charged to net equity.

gw) Results from Transactions N _

Results from transactions are those arising from propelling a flow of
%oods from the buying market to the sellmq market. Such results reflect the
ifference betweenthé proceeds of goods sold at a certain point of time, and
the current value - at the same point of time - of the productive capacity that
has been or will have to be surrendered to acquire such_proceeds.
37 Consideration must be given to the time at which results from trans-
actions should be accounted for. Such results arise when %a) pursuant to a
sale, the price risk is transferred to the next enterprise in the sector and (b)
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the enterprise has delivered the goods or rendered the service. In other
words, the actual exchange is critical to the moment at which the result is
generated. Requirements of space do not allow discussion of either the deter-
mination of the valug of work in progress or the manner in which profits in
the case of enterprises engaged in “longterm construction activities, e.g.
shipbuilding, are determined.

%vn) Resultsfrom Market Positions

When a decline or an increase in prices is envisaged, the management
may temporarily bring the enterprise’s economic stock below or above. its
normal_ level. In such® case there is a short or a long (excessive) position
respectively. Since such speculative positions indicate an intentional suspen-
sion or an-anticipation of the obligation to replace, it is the price movements
relating to these Posmons only which lie at the root of the results, The
financial statements will have to disclose the results achieved by manipula-
ting stocks during the Perl_o_d ended on the halance sheet date. Since pur-
chases and sales are not critical to the result on speculative positions, such
positions must be valued at their net realizable value. This conclusion is not
concerned with whether a diligent management should distribute such (net)
profits while they are unrealized. Such “distribution is a question of profit
appropriation, to be solved for each individual case.

gviii) Explanatory Example , , _

9 " The following . examﬁle may explain the foregoing observations,
Suppose the econgmic stock of an enterprise consists of 10,000 raw material
units. For determining this quantlty the normal economic stocks of semi-
finished and finished products must, on the basis of standardcost calcula-
tions, have been reduced to their component raw materials. Assume that on
1 January the actual economic stock was 8,000 units, the purchasedprlce was
$1 and the revaluation surplus on stocks showed a bafance of $5,000.

On 10 January the purchase price fell to SO.80, on 20 January it rose to
$1.20 and on 30"January it fell again to $1.10, which price was unchanged at
the end of the month, During the above-mentioned period purchases and
sales were as shown in Table 1.

SIX) Valuation ofDurable Means o f Production _

0" Current means of production are continually being replaced. Thus,
technological developments - see para?raphs 25 t0" 35 - have an immediate
bearing .On the valuation of such assets. Replacement of durahle means of
production, however, is intermittent and. accordingly the r,eplacmq_asset will
often be of quite a different nature. It is not known during the Tife of the
existing asset what replacing asset will eventually be acquired and at what
Prlce: this fact is often_ uséd as a ground for criticizing the current-value
fheo_rb)‘. S0 the theory is deemed to be neither scientifically founded nor
easilile.

41 The following explanation will demonstrate that the criticism is ill-
founded. Under current-value theory the effects of technological develop-
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TABLE1

1-10 January:
11-20 January:
21-30 January:

Purchases

2,000 units at $1.00
7,000 units at $0.80
3,000 units at $1.10

Sales

1,000 units at $1.20
5,000 units at $1.10
3,000 units at $1.40

Profit Profit from
Economic Revaluation from market
stock surplus operation position
Januarg units $ $ $
1 Balance 8,000 5,000
10 Purchases 2,000
1-10 Sales . (1,000 2002
Economic
Stock 9,000 (2,000) 2003
20 Purchases 7,000
11-20 Sales . (5,000) 1,500
Economic
Stock 11,000 4,000 400
30 Purchases 3,000
21-30 Sales _ (3,000 600
Economic
Stock 11,000 (1,000 (100)
$6,000% $2,300 $500
1 At LJanuary the revaluation surplus amounts to $5,000

Duriné; January the price rises from $1.00 to $1.10

Computed on the normal economic stock, 10,000 X $0.10 must be added 1,000
$6,000
2 Sales from 1to 10 January 1,000 X $1.20 $1,200
Current value during this period 1,000 X $1.00 1,000
Result from operations $200

3 At 10 January there is a short position of 1,000 units. The price

falls from %1.00 to $0.80

Profit from market position $200

merits on valuation, and thus on depreciation charges, are adequately re-
co?nlzed. For, according to_ the theor¥, it 15 not the durable asset, as Such,
but the used-up and r_em_alnmg units of productive caiJacnY that respectively
determine the depreciation charges and the book-value. In this connection
“unit of productive capacity” means the productive caf)ac_lty surrendered in
the course, of one year of the asset’s lifetime. Technological developments
are recognized by establls,hlnq the price of modern equipment making similar
products and by computing the value per unit of productive capacity of the
existing asset as follows:
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Depreciation charge Ipe.r unit of the modern asset a
ComplementarY exploitation costs per such unit - b
Deduct: Complementary exploitation costs per unit of the existing asset ()

Value per unit of productive capacity of the existing asset Balance

This balance reﬂresen,tst for the year concerned, the depreciation charge
attributable to the existing asset and, when multiplied by the number of its
remaning units of productive capacity, its current value, " If due to technolo-
gical .or ‘economic developments the  asset’s current value is lower than its
opening book value less the depreciation for the year as calculated above, the
difference should be char%ed_to the result for the period. .

~ The foregoing may De illustrated by an example taken from the airline
business. The value of"an aircraft which is technically in good repair is not
determined by applying specific indices to the prices of materials and
manpower uséd in producing that aircraft, but b){ the aggregate exploitation
%ﬁsts petr_passenger-mlle of @ modern plane, less the complementary costs of

e asset in use.
43 Thus, the current value theory not only offers a basis for the prepara-
tion of financial statements but alSo gives essential guidance to management
when demdln% |ts,poI|cay for the replacement of emstmg fixed agsets.
44 Along the lines discussed in paragraphs 2§ to 35 regarding stocks of
current assets, a gain due to a rise in"prices of fixed asséts is not part of
income. The balance of the revaluation surplus on fixed assets should reflect
the rise in value of the productive capacity that, in the a%g[egate, must be at
the enterprise’s disposal for fulfilling its function in perpetuity.

S)%(S) Current-Value Accounting and the Public Accountant .
It is often said that Current-value accounting makes the auditor’s
opinion dependent upon the management’s views regarding. the prices at
which the assets will eventually be réplaced. For current tangible assets this
comment is felt to be of far léss importance because continual replacements
keep the auditor informed about the current value of such assets. It should
be realized, however, that the calculation in paragraph 41 is based on factual
and ascertainable data which are equally perceptible to the reporting auditor.
Probably the objection stems from a misapprehension that, according to the
theory, “a revaluation surplus has the nature of an unrealized Rroflt. nother
reason_may well be that it is not generally understood that the theory
recognizes ‘not only value-increasing (mostly inflationary) factors but also
value-decreasing ones (economic wedr and tear). Fm_all?/, it'should be realized
that the management of an_enterprise is very unlikely to base its financial
statements on “excessively high current values, when, compared with histo-
rical cost, the current-cost basis results in a hlgher net equity and a lower net
income. The resulting lower profitability-raté and lower éarnings-per-share
put a natural brake on the use of unjustifiably high current values.

Slxi) The Problem ofaBacklog of Accummulated Depreciation
6 It is often suggested that a backlog of accumulated depreciation resul-
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ting from a rise in prices of fixed assets should be accounted for in full as
loss. For this view an argument of the following nature is often adduced. The
Pnce of a tanker having an estimated economic life of 20 years and acquired
en years ago for $10,000,000 increases by 20%. if no shortfall of accumu-
lated deprecCiation is recolgnlzed, accumulated depreciation at the end of the
20th year will show a balance of 10 ($500,000 + $600,000) = $11,000,000
while $12,000,000 is required for replacing the tanker.

47 This example shows that safeguarding the finance for the eventual
replacement_is often implicitly assumed as one of the aims of current value
accounting. This view requires comment as follows: _ _

a Owing to the dlversmé of the times when the individual items in the
aggregaté of fixed assets have been acquired and also of the economic life-
times of such assets the depreciation charge calculated for a period on the
basis of current values is used to a material extent for the immediate replace-
ment of retired assets. To this extent there is no backlog. o

b. If the profitability of the enterprise using the tanker is adequate it will be
possible to raise thie shortfall of $1,000,000 required for replacing the
used-up, tanker by issuing new shares. This, however, implies a shift in the
enterprise’s ownership and thys in its financial structyre. Shareholders can
avoid such shifts by ap_proPrlatmtho retained eamings $1,000,000 of the net
profits to be made ‘during the tanker’s remalnmﬂwllfe._ _ N
¢ |If accordm%_ to the  theory of financing the situation warrants raising
funds from parties other than_ shareholders, additional funds needed for
replacing the tanker can be obtained from such parties.

Il The theory of price-level accounting

1) Introduction

ﬁg Striking inflationary tendencies, particularly since 1945, have accele-
rated the deveIoPment 0f the theory of price-level accoun_tmgn. This theary
aims at statements which reflect the effects of a decrease in. the purchasing
power of monePI. The information Browded IS prlmarll¥_d|rected towards
making financial statements comparanle in two respects. Firstly, by applying
indices to all previous years’ figures in the annual report and so reducmg
them to the currency’s purchasing power at the end of the period, all suc

figures are presented”on a comparable basis. Secondly, general application of
the theory would result in financial statements of heterogeneous enterprises
being comparable, in that all the financial information is'expressed in mone-
tary units of current ﬂurchaslng power. _ .

49" Literature on this subgect seems to indicate little unanimity. UPon
further analysis, however, it appears that most differences of opinion stem
from differing indices beln(i advocated to express changes in purchasing
power. Such indices can be_classified into two main groups, viz. those expres-
sing the change in purchasing power of the monetary units (1? In its genera-
lity and (2) 1f spent for specific purposes. This séction will only discuss
indices for "general price movements, such as the Gross National” Product
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Implicit Price Deflator, by which a natign’s income can be reduced to the
same denominator of time ﬁartlc_ularly_ to its current purchasm? power.

50 The limitations of the discusSion mentioned above stem from the
foIIowmgf_con3|deratlons:__ S - o
a. Application of specific indices impairs the comparability of financial
statements prepared. by heterogeneous enterprises. , _

. The more specific the_ indices used, the more anan?ous will the infor-
mation provided by the financial statements be to thal based on current
vaIues_exgept that “the impact of technological development will not be
recognized.

gii) Technique ofPrice-Level Accountig
1 Net equity and result are determined as follows: ,
a The result equals the difference between (1) the net equity at the end of
the period, assessed as indicated under (b) below, and ;2) the net equity at
the beginning of the period after adjustment by the co-etficient:

Index at'end of period

. Index at beginning of period L

b. The net equity at the end of thg perlgd |spcomputed by applying indices
to the original cost figures of non-monetary assefs so as to convert these
figures info the equivalent end-of-period currency. Accumylated dePrecla-
tion and amortization of tangible and infangible assets is similarly dealt with.
¢.. Results are differentiated under gains "(losses) on net monetary assets
(liabilities) on the one hand, and profits (losses) from operations’ on the
other. “Net monetary assets” is understood to be the balance of financial
resources and amounts receivable after deducting total liabilities, When
determining the result on_net monetary items thé movements during the
Perlod are analysed according to origin. Normally this analysis will result in
he following summary:

gcin monetary items at beginning of period +
ales +
Loans raised less repayments _ _ 1
Purchases of raw and auxiliary materials and of services —
Investments in durable. means of production —
Other expenses, including wages, taxes, etc. (no charges

reflecting deterioration, €.g. depreciation, etc.) —
Profit distributions —
Net monetary items at end of period Balance

52 Subsequently, each of those components is adjusted by the co-efficient:
Index figure at end of period
Index figure at point of time of receipt or payment

Though this adjustment may seem very cumbersome, for practical purposes,
simplifying assumptions can be introduced. If production and ‘sales are
evenly ‘spread over the period, the middle of the period may be taken as the
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appropriate time for adjusting the receipts from sales and the payments for
Burchases and expenses. Net monetary assets at the end of the period havm?
een. thus computed, the difference between that balance and the actua
nominal balance derived from the halance sheet at the end to the period
reflects the result on monetary items (the “purchasing-power result”). =
53 The result from operations is determined an_n? similar lines; Starting
from the profit and loss account prepared on an historical basis each of the
golmponents Is extracted as follows:;

ales ¥
Usage of raw and auxiliary materials and services —
Depreciation and amortization charges _ —
Other expenses including wages, taxes other than on income, etc. —

Result from operations before tax on income —

The result as comTpu_ted above s reduced to current purchasing power by
applying the co-efficients used for the corresponding monetary items. Thus,
the net result from operations for the period is expressed in monetary units
having the purchasing power at the end of the period.

gm) Purpose of Information Based on Price-Level Accounting
o4~ Forming an opinion on the benefits derived from information prepared
in the manner described above requires an investigation into whether_ the
theory’s purposes, i.e. maintenance of the Pur_chasmg power of enterprises
net equities and g_eneral cpméjarablllty of their performances, are attained.
Doubts are immediately_ raised when one considers whether policy decisions
are helped by information on the general purchasing power of'the share-
holders™ net equity. o _ , L
55 In the courSe of such consideration, as in Section Il, a distinction
[sjhould be drawn between policy-making by management and by sharehol-
ers.
5 _In an_economic sense an_enterprise can be characterized by certain
capital having heen set aside with a view to s_ecur_lnfq a profit by using it for
commercial activities. Once set aside, the capital is fied up in this use, which
results in its running the risk .of changes in the value of monetary and
non-monetary assets and liabilities required for and arising from_the specific
activity. By making decisions the man,a?ement meets its obligations to limit
that risk and to achieve the best possible results from the use of the capital.
57 Owing to the specific use of the capital, however, movements In its
%eneral purchasing power play no part in the mana?eme_nt’s policy-making.
. Implicitly, one can deduce from the foregoing the circumstances under
which the capital’s general purchasing power does become a factor for con-
sideration: namely "if and” when the management is co_nt_e_mplatmgi the
severance of the tie between the capital and_ the existing activities and its use
for some other ?urpose._For such a decision, however, it is not the pur-
chasing . power of the going concern’s net equity that is relevant, but the
purchasing power remdining after all ties have been severed, i.e. after win-

ding-up.
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59 Even then, however, knowledge of such purchasing power is of little
relevancy since its use must be preceded by a selection from alternative
investments, for each of which size, expected profitability, and specific price
risks involved will be determinative. o _

60 Next comes the question of what significance is attributable to informa-
tion on the general purchasing power of an enterprise’s net equity for its
shareholders™ policy-making, One facet of this was referred to above: the
limited relevancy of suchinformation in the case of putting an end to
eX|st|n%1 activitieS. For the rest, such information serves no_purpose whatso-
%ver.th his is pithily explained in the following quotation from R. S

ynther:

But the company is not going into liquidation. It hoges to survive, expand and pros%er. The
shareholder is not going to he Faid back his monies. The shareholders’ interests are in the stock
exchange where share prices will reflect management’s efforts to make the company prosper and
survive. This can only be done by ensuring that the physical assets of the company are protected at
all times, and that, in addition, "satisfactory profits are earned. If the concern i$ going to survive,
accounting for the concern must be carried out in costs, which are real and specific to it, and not in
costs, which are intended to reflect the general purchasing power of money. )

61 LastI%, the most important_objection. Index flgures, irrespective of
whether they are general or specific, are inadequate as determining factors in
assessing values since, _|mPI|C|tIy such figures are based on the assumption of
technically indentical instead of economically adequate replacements, After
vvlha_tf_w%_s said in paragraphs 40 to 44 this statement requires no further
clarification,

giv) Current-Value Accountin? Versus Price-Level Accounting
2" The main differences between financial statements prepared along the
lines explained in Sections Il and 111 are:

Current-Value Accounting ,

1 a To the extent to which
stocks are of a normal size, a rise in
the value of such stocks due to
P_rlce-chan es is added to revalua-
jon surplus. A decrease of such
value is charged to this surplus.

1 b Changes in value of long or
short positions give rise to a profit
or oss).

Price-Level Accounting

1 A change in value of aggregate
stocks as computed by using ‘the
currency’s purchasing power index
pert?tms to net equity and not to
result.

Specific technological and eco-
nomic developments are recognized
when determining the value 0f nor-
mal stocks.

2 When determining the value of
economic stocks such developments
are not recognized.

1) Accounting for Price-Level Changes - Theory & Procedures by R. S. Gynther, Permagon Press,

Oxford, 1966, p. 47.
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3 Chan?es inthe purchasing 3 Chan?es in the purchasing

power of net monetary assets are Power of net monetary assets are
not recognized when ‘determining aken into account when deter-
the result. mining the result.

63 From this comparison |t,ai)pe_ars that current-value accounting and
price-level accounting differ mainly in that changes in the purchasing power
of net monetary assets are not béing recognized in the former and specific
technological and economic developments in the latter. o

64 After the discussion in paragraphs 40 to 44 further substantiation of
the necessity for recognizing specific technolq%lcal and economic develop-
ments in price-level accounting can be omitted. Of late, supporters of
current-value accountlnq have réalized that changes in the purchasing power
of net monetary assets also deserve their attention.

(v) Tentative Approach to Recogmzm(g in Current-Cost Accounting the
Effects of Inflation on Monetary Assets and Liabilities

65 Following the line of thought'which underlies the current-value theory,
viz. that an increase in the prices of normal stocks leads to an increase of net
equity, not of profit, on the one hand, and to higher future charges to resylts
on the other hand, one must conclude that in the case when purchasing
power of net monetary assets decreases a charge against results must be made
with a_dc%qsequent crédit to net equity to the extént to which such assets are
unavoidable.
66 The factors and circumstances which determine the size of unavoidable
net monetary assets have to be investigated. It is a hasic rule of the theory of
finance that the use of net equity for fmancmq‘_all_ non-monetary. assets and
of liabilities for financing all monetary assets eliminates the risk’inherent in
the d_ec_reasmﬂqpur_chasmg powey of the currency. So it is amana%erlal dut
to eliminate the risk of decreasing purchasing power of net monetary assefs
as far as possible, i.e. to strive after a nil balance of monetar){ assets and
liabilities.  Except for the specific cases to which the basic rule does not
apply (see below), the conclusion emerges that every balance of net mone-
tary “assets or liabilities is of a speculative nature, Analogous to the conclu-
sion in paragraphs 28 to 35 and 38 (increase in prices of speculative stocks of
current’ means of production, i.e. decrease in the purchasing, power of the
money invested in those assets, is not of a net equity nature), it must also be
concluded that movements in the purchasing power of avoidable net mone-
tary assets do not lead to a movement in net equnly._ o
67" Starting from this basic rule its ?eneral validity must now be .investi-
gated. Owing to the specific nature of some assets and liabilities there are,
according to the theory of finance, acce_?table deviations from the rule. As
the requirements of space do not permit a discussion of all deviations, the
following examples are selective. (Tax implications will he |(%nored.)

For an enterprise in a strong financial position it Is oTten necessary to
grant long-term payment conditions to customers, who are themselves finan-
Cially weak, in order to enable them to finance their durable means of
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Broductlon. Net equity has to be used for financing such part of the receiva-
les. Though those receivables are formally of a monetary nature, actually
they are of a non-monetary, ie. of an investment, nature. To arrive at a
proper insight into_the cost of sales.to such customers, it is essential that the
specific index relating to the goods involved is applied to the investment part
of the receivables and that thé outcome of the computation is treated as part
of the cost of sales. The amount charged to cost of sales should he added to
net equity. L _

69 Temporary long positions in stocks are adequately financed by
employing bank credits, because such non-monetar% assets ‘are self-liquida-
ting. Like the receivables referred to in paragraph 68 above, such positions
give rise to. a way of financing other than the one indicated by the general
fule stated in the introduction to this section. . _ ,
70 In some cases durable means of production can be acquired on a hire-
purchase or asale and lease-back hasis. Provided that from a micro-economic
point of view gh_e theory of finance), this mode of financing isjustified, the
extent to which it is adopted deterniines the part of the rise in value of the
asset’s remaining. productive capacity that should be credited to a suspense
account, “financial results - fixed assets”. The balance should be added to
the revaluation surplus on fixed assets, while, naturallkl, the total rise in value
should be added to the asset’s book value. As, in the course of time, the
resulting hlqher depreciation char?e is absorbed in the cost of production the
balance™ of that suspense account becomes part of the income available for
distribution. It must be stressed that, when enterprises under the influence
of steadP/ inflation finance their durable means of production to a greater
extent than the micro-economic rules as to a sound financial structure
germlt, the above treatment is not allowed in respect of such excess.

1 Because of their size it is impossible for many small enterprises to
acquire as_much outside capital as they need to maintain the monetary
assets: liabilities parity. In such cases it is inherent that Bart of the monetary
assets is financed by net equity. Income must then Dbear the Purc_hasmg-
po_mer Itoss O'tf such part of the ‘monetary asset as is unavoidably financéd
with net equity.

72 It maqy ,b}e/ objected that the foregom? conclusion introduces the_criteria
for proper“financing as determinative™factors in assessing an enterprise’s net
equity and results.and that the exactness of such criteria Talls short of that of
data Underlying financial statements based on historical cost. This objection
may be oqufweighed by the saying attributed to Keynes, “It is better to be
va?uely right than precisely wrong”,2) or, expresséd in other words: It is
better”to give slightly inexact figures on an appropriate basis than exact
figures on an inappropriate basis.

2) Quoted by R. S. Gynther, op. cit., p. 63.
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IV Consideration of the effect on taxation liabilities of adopting bases of accounting
other than historical cost . . . .
73 Before considering the effect referred to in the heading of this section,
_thg_sytstgm for levying tax on income which is assumed to prevail must be
indicated.
74 Since such taxation is based on different principles in various countries,
anumber of simplifying presumptions will be introduced, namely
the sub+ect of taxation is the profit made by the enterprise;
the profit determination is based on historical cost (first in, first out);
investment and similar tax allowances are ignored;
the size of the profit has no_bearing on the tax rate (taken to he 50%).
75 Thus, the taxable profit according to the tax return is computed
irrespective of whether the underlying financial statements were prepared on
either current-value or Prlce-level accounting bases. In both cases, if prices
rise, the statements will show a higher netequity and a lower profit than
when_determined on the hasis of historical cost. ,
76 The argument will be developed by means of the following, greatly
5|mﬁllf|ed, example which is based on the assumptions that:
the cost of a building Is $600,000;
its estimated lifetime is 40 years; = ,
depreciation is calculated on a straight-line basis;
the cost of a similar building, while remaining unchanged for 15 years,
amounts, to $1,000,000 at the end of the 15th }/ear;
the profit is at a constant level of $200,000. In the 16th and subsequent
years the increased depreciation charge can be fully passed on to custo-
mers so that profit remains $200,000. o ,
77 At the end of the 15th year, the value of the remaining capacity of the
bUIIdIn%, stated at $375,000, rises to $625,000. The effect 0f the increase of

$250,000 on net equity, profit and deferred tax must now be investi?ated.
78 In the 16th and following years the net profit will be computed as
follows:
the profit before depreciation and tax on income will be $225,000
the depreciation charge will amount to 2j% of $1,000,000 25,000
Profit before tax $200,000
Since $10,000 of the delpreciation charge is not allowed for tax
purposes, 50% tax will be payable on $210,000, i.e. 105,000
Profit after tax on income $95,000

79 From an economic point of view an enterprise owning a building 16
%ears_old differs from one acquiring an identical bundm? in"the 16th year.

eteris paribus, the first-mentioned enterprise’s annual tax burden will he
$5,000 'in excess of that for the other enterprise. In order to reflect this
difference, 50% ‘the tax rate) of the assumed increase in value, i.e. $125,000
should be presented as revaluation surplus on fixed assets, and the balance,
In this case also $125,000, as a provision for deferred tax. As the annual tax
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of $5,000 arising from depreciation disallowed is being charged a[qainst
income, the revaluation surplus should he adjusted corresRondmgy by
charging $5,000 to the provision for deferred tax. Thus, at the end of the
40th” yéar the enterprise’s net equity will have been increased by the full
amount of $250,000. _ _ o

80 The limited size of this. paper does not permit entering into the
g_uestlon of whether the provision for deferred tax should be presented at its
Iscounted value.

\ Advisability of presenting financial statements regularly to interested parties on one
or other of the above bases for comparison with statements drawn up on traditional lines
81 Many countries prescribe by law that financial statements shall be hased
on historical cost, Thus, entérprises established in such countries and
applying current-value or price-level accounting for their financial statements
are obliged also to include traditionally-hased Statements in their reports. U
to .now, however, onl¥ the latter statements are nearly always presented.
This is h_|ghI%/ regrettable. If the accountancy Professmn and” the business
community hold the view that traditional Statements provide inadequate
information to interested parties, this view should be demonstrated by the
parties rendering an account of their stewardshl‘[;v_m statements hased on
current-value or price-level accounting as, well, Without such action it is
unlikely that governments will change their policies in respect of Company
Law or Tax Law. Not until the extent to which tax is being levied on
amounts which, in the considered opinjon of the accountancy protession and
business community, form no part of income becomes strikingly apparent, is
it to be exRected_ at the grave objections, which, so_far, have been raised
malnIY in_theoretical studies, will impress the authorities_ concerned. Conse-
quently, inclusion of adequately based statements alongside traditional ones
IS not onlx advisable but indeed essential. _

2 Furthermore, the following should be realized. For external purpases
financial statements are primarily intended to give an insight into the profita-
bility of enterprises, with earnings per share being used as a sacrosanct yard-
stick for iud?mg the management’s performance. In times of rising prices
traditional statements reflect a better performance than those based on
current values or price-level accounting. As long as it is_not recognized that
traditional statements are inadequate, enterprises |ssumE such ‘statements
may expect to be at an advantage both on the capita] market and when their
annual reports are bem? reviewed in the financial press, For this reason
enterprises not under a statutory obligation to present traditional statements
are well advised to include traditional Statements in their annual accounts for
comparative purposes lest their competitive position on the capital market
be preljudlced. _ , , ,
83" The Netherlands is among the countries which do not by law require
financial statements to be prepared on the basis of historical cost. Section 5
of the recently enacted Bill'on" Annual Accounts of Enterprises reads:
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1 The bases underlying the valuation of assets and liabilities and the determination of the result
shall comply with standards that are regarded as being acceptable in economic and social life.

2 The exFIanatory notes shall give an exposition of these bases.

3 If an alteration of the bases Is of essential siginificance, such alteration shall explicitly be stated,
showing its effect on the net equity and the result.

84  With reference to this section the Minister of Justice stated in the
Explanatory Memorandum to the Bill:

The undersigned expects that organized business life and the organization of accountants co-
operating therewith will consider it their duty to make an inventory of the standards used in
economic and social life and to test such standards against what, in their opinion, may be deemed
to be acceptable in the Fresent social system ... The publication about acceptable bases resulting
from these activities will fill a real need experienced by the boards of enterprises and may also
serve as a guide for the Enterprise Chamber of the Court of Justice of Amsterdam when a suit is
submitted to its judgment. In order to avoid a possible consequential rigidity, the organizations
gonﬁprr}e(jldwill continually have to devote their attention to developments that present themselves
in this field.

August 1970
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