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Introductofy

Business accounts in India, as elsewvhere, are
maintained traditionally on the basis of historical costs,
Lecounts based on historical costs have the merits of
simplicity and objectivity and, until recently, have
comianded universal acceptance, Sharp and prolonged
inflation in recent years however has given rise to
doubts about the usefulness of financial statements based
on historical costs, It is widely felt that, when nrices
are changing, historical cost accounting (HCA) may
present a nmisleading picture of the financial position
of a business undértaking and its performance over a
given period.' With fapid inflation policies regarding
prbduct pricing and profit distribution based on historical
costs, it is apprehended, may unwittingly result in erosion
éf Capital and financial instability of business concerns,
The ?roblem acquires urgency in the case of undsrtakings
belonging to the public sector since fallure to malntain
the cagpital of such undertakings implies the consumption
of capital by the community with consequent ill-effects
6n future growth of the economy, If capital gets erodeq,
it is not possible to maintain the éssential services like

transport and power even on their existing scale.
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2, The possibility of products of public enterprises
like power projects in India being underpriced under

a system of historical cost accounting was pointed out

by World Bank sometime ago in the course of negotiations
for a credit for one of the Super Thermal Power Stations,
The Bank suggested consigeration of a systen of periodic
revaluation of assets to ensure proper maintenance of the
capital of such projects, _

3. While the defiCiencies of historical cost accounting
are generally acknowledged there is as yet nb unaninity
among experts about theiy remedy, Although expeft opinion
seems to be crystallizing in favour of some féxm of

current cost accounting, whether historical cost accounting
should be abandoned altogether, and, 1f so, what ﬁould

be the best alternativé continues to be debated by
.accountants and economists (vide for-instance the series

of articles published on the subject in the Harvard
Business Review in 1976),

L Besiges, complete change-over from historical
cost accounting to any form of accounting for inflation
has wide policy implications which call for caresul
congideration, JAlthough somé of the public enternrises
in India ~ Brarat Heavy mectriéals Limited (BHEL)

for instance ~ have in recent years attempted.current
cost accounting as a supplentent to the traditional
presentation of accounts on the basis of historical

costs, the accounting system of public enterprises in
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India continues to be based on historical costs, Reassns for
continued reliance on HCAL despite its deficicncies are several,
The subject has so far received very little public
attention in India and,unlike in U.K., and U,S.a., until
recently therec has been no nove on the part of the professional
accounting bodies to consider proposals for a radiczl reforn
of the accounting practices, Moreover, accounting for
inflation in most public enternrises night present their
working results in poor light, Pricing on the basis of
current costs might nrovide impetus for sharp upward
revision of prices of nroducts. It could also have irnediate
adverse impact on revenue realisation from corporate
taxation, On these considerations any chonge in the
accounting conventions based on historiczl cost was considered
inadvigable,
5. Even so, it was felt that adherence to historical cost
accounting under inflationary conditions night be detrimental
to the long run interests of the economy, Considering
however the controversy still prevailing on the variocus
issues raised by inflation accounting and the slow »nrogress
even in advanced countries towards the generzl adoption of any
forn of inflation accounting, it was thought that before tating
any definite step in the mnatter it would be useful to set up
a siall zroup within the Governuent to prepare a preliminary
study which could be put up to the Comnittee of Econonic
Secretaries for deciding the form of Tfurther action.
Leeordingly,a stady group was set uo in 1977 in the Econonic

Division of the Department of Iconoiic Lffairs in the Ministry
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Fingnce with Dr, R,if, Bonavar, Chief Economic Adviser
as Chairman to undertake a sreliminary study of the need
for and feasibility of inflation accbunting in India and
submit a report for consideration by the Committee of
“conomic Secretaries, Apart from the Chairmen, the Group
consisted of the following riembers:

1, 8hri R, Rajagopalan, Chief Cost Accounts
officer, Ministry of IFinance,

2, &hri 8,d.Patankar, adviser, Bureau of
Public Enterprises (Shri Patankar succeeded
Shri N, Rajan who was originally in the Group).

3, Shri 0,P, Bhardwaj, Director, Central Board
of Direct Taxes,

4, shri 11.D, Bhatia, Additional Director,
Deptt, of Company Affairs,

5, Dr., 4. Bgrchi, Director, Fiscal Policy
Section., (Convenar).

6. The Group held severgl meetings in the course

of the last one year. Since it was a preliminary

study the Group did not think it necessary to issue any
questionnaire or elicit opinion from public bodies or
individuals formally, Informal discussions were hoyever
held by the members of the Group with shri X,P,Taimini,
Jember, Central Electricity Authority and shri R, Bhandari,
hccounts Officer of BEZL, The Group is indebted to |
Shri Teimini and Shri Bhandari for sparing their valuable
time for the discussions, The Group also wishes to thank
the Indian High Commissions in U.K, and Australia for
supplying officlal reports and other literature on the

subject promptly, It was thought that it would be
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Possible for the Group to subnit its report within a few
months, In view of the continued controversy in the area
and the fate of the proposals of the Steering Group sct

up in U.K, to give shape to the recommendations of the
Sandilands Committee the Group felt it advisable to

watch the devclopiments for some time more, The study
presented below takes note of the controversies and sesks to
survey the issues thrown up by the "great debate" rather
than formulate any specific guideline for changing the
existing accounting conventions, A few suggestions have
been offered to remedy the deficiencies of the existing
system, However, as the subject has not attracted as much
attention in India as it has in the English speaking
countries, it would perhaps be desirable to have the
suggestions debated in public before taking any action.

7a This Report is in two parts, The first part which
fepresents the majority view consists of three chapters,
The first chapter discusses the deficiencies of the histori-
cal cost convention ané::fzhrvey of opposing viewpoints on
the merits of historical cost accounting as ogainst
accounting for inflation; Chapter 2 considers alternative
approaches to inflation accounting and Chapter 3 goes into
some of the practical problems of current cost accounting,
Part.II of the Report sets out the views of two members
S/shri R, Rajagopalan and N.D. Bhatia and also consists of

three chapters.
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CHAPTER 1

HISTORICAL COST ACCOURTING: THR DEFICIZNCIES
LED THE CASS TOR AND AGATNST

Uses of Financiazl Statenents

1.1 Financial statements of business enterprises serve

a wide variety of purposes. The profit and loss account
affords the measurement of the income of an enternrise
dufing a riven period which is of vital interest to the
owners of the concern. Under a system of income taxation,
the profit and loss account forms the basis of assessnent
of business income, VWhere, as in corporate enterprises,
ownership is divorced fromvmanageﬁent, a reliable measure
of incone 1s essential for thé periodic evaluation of
perforiance of the enterprise as.also for ilnmportant nanagerial
decisions such as in the nmatter of pricing of the product
of the concern and distribution of its surplus, Together
with the balance sheet, which gives an idea of the financial
worth of a concern at a given point of time, the profit

and loss account constitutes the principal source of
information reguired by investors, lenders, shareholiers

and financial analysts., Information regarding the surpluses
and financial worth of business enterprises is also of
interest to planners and national income statisticians

and plays an important role in decisions having a vital
bearing on the econony such as mobilisation of rgséurces

for developnent and their allocation,
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Txisting accounting conventions and
tTheir deficlencies

1.2 Following the practice prevalent in U.K, and elsewhere,
the Companies Act, 1956 requires the Board of Directors of
every company to lay before the conpany at every general
nmeeting:

(a) a balance-sheet as at the end of the
relevant period and

(b) a profit and loss account for thatb period,1
Section 211 of the Companies Act lays down that Yevery
balance sheet of a company shall give a true and fair view
of the state of affairs'of the coupany as at the end
of the financial year", It also enjoins that "every
srofit and loss accQﬁnt'of a company shall give a true and
fair view of the Jrofit or loss of the company for the |
financial year". The form in which the balance sheet is to
be drawr up andzﬁzzuirements as to profit and loss account
are also laid down in the Act.2 tWhat constitutes a
true gnd fair view of the state of affairs of the company
or its profit and loss for a given financial year is nob
spelled out in the Act, However, as in U.K.,, it is now
well established that the application of generally accepted
principles of accounting will lead to a trﬁe and fair
view being shown, This is the accepted position in the incoume-

tax law too, Under the Incoume-tax &ct 1961, profits

1. Sce Sec, 210 of the Companies Act,

2, Parts I and II of Schedule VI to the
Companies &ct, 1956, '
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and gains of business are computed "in accordonce with the
nethod of accounting regularly folloved by the assessee"3

and the tax authorities cannot interfere unless by thot nethod
the true income or profits and gains cannot be arrived at,lF

1.3 Al thoush there are variations in application, a basic
teﬂet of accounting princioles followed in Iidia, as in fost
countries, is the convention of historical costs, Assels.

rare entered in the accounts at their historical cost,

Expenses on material used in business are charged in the accounts
ordinarily at Their original cost, IHarket price is adopted

for valuation of stock-in-trade but only when it is lower

than original cost, User cost of depreciable assets -
depfebiation - is also charged as fixed percentage of
historicai‘costs. although there is no bar in lavw to
revaluatidn of assets, for incone tax purposes no cognizaice

is téken of such revéluation. Under the Incoie-tax &ct,
deprecialtion can be charged only dth reference to the original
cost of an asset as reduced by depreciation already allowed.
Cost of naterdal too can be charged on the "firgt-in-first-out®
(FIFO) basis, The principle of last-in-first-out (LIF0)

and the "base stock" method, it was held by courts, will be
rejected if they do not afford a true picture of the

profits in a particular year.5

— -

3, Seec. 14¥5(1) of Income-tax &ct, 1961,

L, CIT vs, Singari Bai 13 ITR 22%,

5. Kanga & Palkhivala, The Law & Practice of Incoue Tax,
seventh edition, Vol.I, 2.879.
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1.4 While the historical cost convention provides a
gimple and at the sane tintle objective basis for accounting
and has been in vogue since long, its usefulness, it is
increasingly felt, is greatly undermined during inflation,
Doubts have been exPressed even about the meaningfulness
of accounting measurements based on unchanging money unit
when its real value undergoes change. The most obvious
reason which gives rise to such doubts is that when prices
are changing leading to variations in the real value of
noney the resuits of arithmetic operations using the sanme
noney unit ceases to be meaningful and becomes difficult
to interpret, Tor instance, measuring the value of total
assets of a concern at a partiéular date by adding up the
cost of assets acquired at different points of time in the
past 1s as meaningless and objectionable.as adding up
currencies of different countries to arrive at the total
figure of an amount of money, Adding up the cost of
inventory of say, BRs.10,000 purchased one year ago; with
Rs5,70,000, cost of land vauired twenty five years ago, and
Rs.80,000, depreciated cost of equipmen£ purchased in the
course ‘'of the preceding five years is, as andémalous as
adding up say, 10,000 U.S., @ with 20,000 Canadian g,

£ 60,000 and Rs.50,000.6

6., Inflation Accounting by Sidney Davidson and others |
(McGraw Hill, 1976) page,b.
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1.5 That apart, accounting profit based on the historical
cost convention is é measure of business surplus in
historical money terms derived by matching historical noney
cost with realised money values, While this measure nay
be useful for certain‘purposes, for several reasons doubts
arige as to whéther profitsso computed can be regarded as
a unique measure of business surplus or used as a reliasble
‘base for taxation, Two fundamental reasons why conventionally
neasured profiﬁs cannot be acéepted aé a satisfactory
neasure of business surplus, as put forward by Mathews

and Grant7, the noted authorities on accounting,aré;.

(1) When the value of money is changing, accounting
profit based on historical costs does not
provide a measure oi current inconme, defined as
the gifference between revenue expressed in
current prices and costs and expenses expressed
'in current prices. For, unger such conditionsg the
value at which the cosﬁs and Trevenues are
recorded in determiring profit are not consistent,
When costs and expenses are valued in monetary
units which differ from one another and also
differ from units useg to measure revenue itens,
accounting profit cannot yield a measure of
current income, For purposes of policy regarding
changes in total output and 1lts composition, it
is current income which is relevant, Decisions
based on historical cost profits are apt to
create unintended and undesirable distortions in
resource allocation and in the pattern of
income distribution,

7. "Profit Measurement and Inflation® by R, Mathews and
J.Mcb Grant in Inflation and Company Finances(Sydney
Law Book Company of Australssia,o62) reprinted in
Readinss in the Concept & Megsurement of Incone

- edited by R.H, Parker & .G,C., Harcourt (Cambridge
University Press, 1969).
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(ii) Another major drawback of historical cost
accounting (HCA) profit as a measure of business
surplus ig that it fails to maintain the real
value of the cajital of the enterprise during a
period of rdsing prices, While adherence to
historical money costs ensures preservation
of the money capital contributed by shareholders,
when prices are rising, maintenance of "noney
capital" will not by i%self help maintenance
of rezl value of the capital, In other words,
capital may get eroded, - It may e possible to
augment the shareholderst! funds by retaining
adequate funds out of the profits of the
company, but such retention is not easy when
taxation, dividend and wages are relateg
Alrectly or indirectly to the level of HCA
profits, To quote the noted authors referred
to above:

"Unless profits can be retained, the
enterprise will become short of liquid
funds or undercapitalized and fresh
capital wilYhave to be raised to maintain
the same volume of physical assets,
Because this under-capitalization occurs
as a result of conventional accounting
procedures, management may not become
aware of i%s existence until the
financial position of the enterprise has
been seriously weakened, In the initial
stages of inflation many firms finance
the replacenment of stocks and fixed
assets at higher prices by inecreasing
short-term indebtedness, As a result
their financial stability is undermined,

Heavy reliance on debls affects the liquidity position
of the company, Thus theferis an inherent tendency of
traditional accounting to produce short-tern as well as
long~teym finasncial instability, |

1.6 Changing prices also reduce the usefulness of
profits measured through HCA as the base for taxation,
Wwhen the measuring rod itself is changing, magnitudes

measured with it cannot obviousl§ be compared, Hence
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lncone neasured in teris of money unit can scarcely be
regarded as an index of welfare or ability to

Pay unless the real value of the unit renains congtant,
Tor the samne reason, under inflationsry conditions

the utility of financial statenents based on HCA for
evaluation of nanagerial performance - i,e, for
purposes of "stewardship accounting" - is also
underlined,

1.7 HCA also fails to reveal the reletive

inpact of iInflation as between different fims. The
effect of inflation as between different firus

varies depending upon the character of the industry
and Nanagenent policies, When no adjustrnent is nade
for changes in the purchasing power of the rnoney

unit, the inpact‘of changes in prices fels submerged
with 211 the other factors affceting the

perfornance of the firna, and in such situations
financial stateuents basea on HCA fail to provide a
vardstick for judging the relative iapact of

8

inflation on different firns,

n

8. 8idney Devidson & otners, gn, cit,
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This deficiency of HCA finds recognition in the following
statement of the Finanecial Accounting Standards Board
of U.8.4.:

"Changes in the purchaging power of the dollar
affect individual enterprises differantly,
depending on the amount of the change and the
age and composition of the enterprise's assets
and equities, For example, during perlods of
inflation, those who hold monetary assebs (cash
and receivables in fixed dollar amounts) suffer
a loss in purchasing power represented by those
monetary assets. On the other hand, in periods
of inflation, debtors gain because bheir
liabilities are able to be repaid in dollars
having less purchasing power, In periods of
deflation, the reverse is true, Conventional
financial gstatements do not report the effects
of inflation. or deflation on individual
enterprises,?

Moves towards reform of accounting conventions

1.8 Al though the deficiencles of HCA narrated in
the preceding section have been obvious to accountants
and econonists since loné, moves towards a reform of
conventional accounting ﬁrihciples did not gather
nomentum until recently. bontinued inflation over the
last few years has lent urgency to the search for
altermativses,

1.9 While some of the deficlencies of HCA can be
corrected through devices like périodic revaluation of
fixed assets and'LIFO or¥base stock"method.of stock

valuation, the concept of accounting profit, it is

Q. Financial Accounting Standards Board, MReporting
the Effects of General Price Level Changes in Financial
Statements®, FASB Discussion Memorandum (1974).
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suggested by several leading authorities on the subject,
should be replaced or supplemented by concepts which
would be ilore useful in judging managerial periomance
and also other purposes, Following the celebrated

work of Edwards and Bellzomoney income, it is suggested
by meny, should be divided into two parts; (i) operating
gains or current operating profit and (ii) holding gain,
"Current operating profit" is "the excess, over a period,
of the current value of output sold over the current cost
of related inputs", while 'holding gain"is defined as any
excess of the current value of an asset held by a flrm over
its histcrical cost?1 The distinction between'current
operating profit" and "holding gain® is best brought out
through a numerical example, Supposiﬁg the sale proceeds
of the proguct of a company are Rs,?130, if the historical
cost of the inputs including depreciation of fixed
assets happens to be Rs, 100, the historical cost profit
would be‘Ré. 3. If however, the current value of the
‘inpute including depreciation is Rs, 110, the current
operating prefit would Le Rs. 2 and there would be

a holding gain of Rs, 10, Since the two kinds of gains -

10. E,O, Edwards and P.W, Bell, The Theory and Measurcment
cf. Business Income (Berkeley and Los Angles 1961).

11. For a suggestion to this effect see the Introduction
go Readings in the Concept and Feasuromenttofglncome
¥ Parker & Harcourt gp.cit, These conc S are
refined further in the Report of % ation Accountingﬂ
Committee which was chaired by F.E, P Sandllands
(HISO 1975), Chapter 4,




operating profits md holding geins -
nomally result from quite different types of nanagerial

decisions, for purjoses of a evaluation, it has been suggasted,
the *wo should be separated in the accounts.12 For purposes
of taxation according To ability to;pay,_it is suggested
further, "holding gains! should be split‘up into their real
and fictitious elements, "Real income! is measured only by
adding operating profits to "real' holding gains,

1.10 = The need for evolving a nmethod of correcting the
deficiencies of HC4 has been recognised also by leading
accounting bodies in UK and U.S.i.. since long., The Council
of the Institute of Chartered 4ccountants in England and
Wales accepted as long azo as 1952 that HCA profifs are not a
measure which can ‘be relied upon for purposes of:distribution,
price fixing, vace hegotiatioﬁs or taxation, - The Council’
however was unable to find"an'éccep%éble alternative, 13
Similarly, the anerican Institute of Certified Public
ahcpountﬁnts (LICPL) brought out a study on the subject in
1663 and thereafter issued recomendations for adoption of

"ourchasing power accounting!" by U,S. conmpa nies.111L

12, "Price Changes and Income Megsureaent!" by P.W. bell,
in Modprn coounting Theory edited by H, Backer
(Prentice Hail 10606),

13, Institute of Chartered Lccountents in England and Wales
Recorwiendation on accounting Principles No,15 (May 19523,
quoted in, pParker and Harcourt, ep. ecit,

1%, Lccounting Principles Board!s Statement o, 3,

- In excellent account of the development o6f the general
purchasing power acthod in USL and the current purchasing
Dover uethod in the UK is given in Sandilands Comaittese
Reporic, Chapter 9,
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114 Progress towards reform of accounting principles

has however been slow. It was only in 1973 that the
Steering

Lccounting Standards/Committee of U,K, issued a paper

on "hAccounting for Changes in the Purchasing Power of

Money" (ED 8) and the professional accounting bodies

of U.K. issued a provisional Statement of Standard

Accounting Practice (S8SS84P7) urging the adoption of

Wpirchasing power® accounting to supplement financial

statements based on historical cost, Thereafter the UK,

Government appointed a Committee.on Inflation ALccounting -

the Sandilands Committce - to examine whether and,

if so, hqw company accounts should allow for changes

in costs and prices having regarl to various factors.

The Report of the Sandilands Conmititee was published in

the second half of 1979, The Committee recomnended the

introduction of tcurrent cost accounting! (CCA) in UK,

but left it to a Steering Committee to work out suitable

standards to WImplement ti.e suggestion, The Steering

Group headed by Douglas Morpeth  brought out an

- Ntexpasure draft" -~ the now famnous ED 18 - for consideration

by accountants, In July last year, however, the members

of the Bnglish Imstitute of Chartered iccountants voted

against the proposals contained in the exposure draft

being made mandatory. Aanother group was set up thereafter

by the Accounting Standards Committee - the professional

bod& with overall responsibility for rule making in the
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private accounting area in U.K, - with willdam Hyde, Chief

Lecountant of Oxford University to work out interin guidelines
for acopbion by large companies. The Hyde Group's guidelines:
were released in Noveémber 1677 and it appears that the
suzgestions put forwerd in their guidelines are be’ng acted
uson by a nuiber of companies in Britain, Meanwhile the

Inflation Accounting Group headed by Douglas Morpeth is working

15

on new draft CCi. standard expescted to be ready next.spring,
1.12 In U,3.4. too progress towards change in the method of
accounting has been halting, . proposal was put forward by the
Securities and Exchénge Corritssion in March 1976 requiring the
large firmis to disclose certain supplementafy information gbout
current replaccment cost of inventories, cost of sales and
depreciation that would have been charged on carrent value

basls along with a description of the nethods used, This met

with some resistance in the first year (1977). Meanvhile the

Financilal hLecounting Standards Board of U,S.4. has comnmissioned

a project on the concegtual”frameﬂork of financial accounting
and reporting, and furthor action in the matter may be deferred
until the préject is completed, In .ustralia too where current
cost accounting was to become mandatory, the original schedule
has been delayed at least until July 1979, Other countries which
have issued sone proposals in this regard - but no ruleg yet -
are Canada, New Zezland, South /frica and Japan, In France
rules for revaluation of assets have been introduceq by the

Governnent although its sccurities commlssion, the COB,has
decided not to require listed companies to make current
ourchasing power disclosures, In Germany a Trecomiendation

was issued by the accountancy nrofession for CCL in

15, FPinanclal Times, Septedber 19, 1978,
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1975 but none of the large companies seerls to have heeded
this suggestion, As one observer coanents, it loolk
.as if HCA will take a little longer to dislodge than nay
have”been imagined a few years agé?" Jowever the principles
of CCa are well established in Holland,and in Brazil a
"replacement-cost systea" of accounting has been mandatory
-since 196%17

Reasons for Reluctance to abanion
Historical Cost hAccounting

1.13. A major factor underlying the slow progress towvards
any change in acecounting conventions is the rcluctance cf
practising accountents to abandon the historical cost

- convention, Parker =nd Harcourt advance four possible

< 18
regsons for such reluctance;

(1) Accountants are "oractical” nen and lilte nost
Sractical men they tend to "repeat the iristalies
of their forefathers” and to avoid solving
theoretical probliens,

(1) Historical cost is nceded for taxation purdoses
' in nost countries, - There is little chance of
HCA being given up as long as this wosition
continues,

(iii)  There is no consensus about an alternative
rnethod of accounting.

(iv) If historical costs are departed from, finanecial
statenents would lose their objectivi%y

1.1%. Mot all of the reasons listed above are however
accepted as valid, Historical cost, it is pointed out by critics,

ig not necessarily nore objective than market valie, ~fter 211,

16, WInflation Accounting™ by idchasl Lafferty,
Financial Tiues, January 16, 1978,

17. Sandilancs Comiittze Report, Chapter 19.

18, R.H. Parker & G.C. Harcourt, cp.cit,
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depreciation based on historical cost is an estinate, The
historiecal cost of a manufactured article often depends on
a nunber of quite arbitrary decisions about allocation
of overheads between jobs or processes.‘I9 The sto ck-~
valuation rule -~ lower of cost or market value - followed
under HCA also involves determination of current values.
In any case, as one Professor of accounting put it,
nObjectivity without relevance is not much of a virtue, "
1.15 Lack of agreement about an acceptable alternative
to HCA has been a real obstacle to progress towards
accounting reforrn. Opinion continues to be divided among
accountants and economists about the advisability of giving
up historical costs for purposes of accounting and more so
about a satisfactory alternative, |

The Case for Historical Costs

1.16 Apart froil the merit of objectivity, the case for
HCA is argued also on the ground that (i) inflation
accounting is not necessary either for the stability or

for the growth of business enterprises; (1Ii) inflation
accounting will provide a further spurt to price rise and
(iii) if price adjustilent is allowed in the computation of
business profits for taxation, there should be ingexation for
income from all olther sources, which 1s not simple and

might lead to a drastic fall in Government!s revenue from

incone tax.

19. Ibid.

20 . "Economic and hccounting Conceplts of Income", by David
Solomons, accountinz Review, 1961 reprinted in

Readings in the Conceont and lMeasurement of Income edited
by falger & Harcourt,




=15~
1.17 The argument that inflation accounting is unnecessary
has been put forward forcefully by Prof, Robert N,.ntheny
of Harvard Business School in a recent article?1 Conparing
the case of a firm which prices its products on the basis
of historical costs withh one which goes by replacenment
cost, Prof, Anthony argues that even wnder inflation a fim
which merely recovers historical costs should have no
Gifficulty in finding funds for replacing its assets, for
it can seécure the requisite additional funds by raising
debts and equity cadital in the same proportion as before
Provided the firm pays the cost of both borrowed funds and
equity capital at a higher rate than before +to allow for
inflation,
1,18 A crucial element in Prof, inthony'!s nodel is the
assunpbion that cepital can be raised to finance
replaceitent of assets at current cost: - if the yield rate
is raised suitably to compensate for the price rise., A4s
pointed out by the Australian Committece of Inquiry into
Inflation and Taxation (ilathews Committee), there are
limits to the extent to which yield rate on equily capital
- or borrowed funds can be raised by a firm or funds can be
procured through borrowing from the capital nmarket. These
limits are set by:
(a) Constrzints on the fima's avbility to continuously

raise prices, These may arise from official
price control or consumer resistance;

24, %L Case for Historical Costs" by Robert ﬂ. inthony,
Harvard Business Recview, lfovouber-Dececiver, 1970,




(D Constraint on the fimm!s ability to continue

' borroving or roising fresh capital to maintaln
ozerating capacity, Thls will depend on the
flow of -funds throush the capital market ang the
attitude of creditors and investors to the
firm's debt-equity position;

(c) Restrictions on the firm's ability to reduce
its profit distribution which are set by the
level of after~-tax profits;

(d) Constraints on the firm's ability to reduce
the scele of its operation which are set by

falling profitability and ultimatelgzby the
liquidation of the business itself,

1.19 It is undeniable that unless a firm is able to
raise capital continuously to mgintain the scale of its
operations, when: the rate of inflation is high, it will cease
to be a viable unit, Historicgl cost accounting increases
the dependence of a fim on borrowings ang thus hastens the
process of its extinqtion. One reason for the widespread
sickness of Indian industries in recent years cculd be
thelr excessive. reliance on borrowed funds and failurs To
orovide for replacements, HCA may have azgravated this
rhenomenon, |

1.20 The figures disclosed in the balance sheet of
Bharat Ileavy Electricals Ltd - the only public sector
undertaking in India which seems to have attempted
inflation accounting -~ serve to bring out the difference
that accounting on the basis of current cost of assets

can mgke to the profitability position of such undertakings.,

22 . Wepoyt of the Cormithee of Inouiry irnvo Inflaticn
and Yaxablion (Ausiralian Government Pudlishing Service,
. Canberfa, 1979).
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As the summary of the resulis reproduced below would show,
profits after tax would come down substantially if

acjustments are made for current cost of assets uscd upn;

(is« crores)

Bharat Heavy Flectricals Ltd.

1975-76 1076-77
Unler HCA
Profit before tax (HCL) g, 66 62,95
Tax provision | ~2 20 31,50
- Profit after tax | 22,46 21, !
Under CCA |
Profit before tax (HGA) . 5Y%,66 62,95
Less: Cost of sales adjustmeﬁt 2.66 1.69
Cost of additional
depreciation 10,71 12.59
13. 37 1%, 58
Profit before tax (CCAL) 41,29 L8, 37
“iess tax (on CCA profit) 23,84 27,93
Profit after tax (CCA) 17. 45 20, bl
121, Tt will be seen that in 1975-76 PLT under CCh

works out to Rs,17.%5 crores if tax is charged on the

basis of CCA profits as against Rs,22,46 crores under
HCa,The corresponding figures for‘1976-77 are Rs,20,%4

as against Rs.31,45 crores, Jince however, tax is now
charged on HCL,if adjustients are made for CCa, profits left
after tax worl out to Rs.9.09 crore in 1975-76 and

Rs.16.87 crores in 1976-77, i.e. vcome down by about SO'PGT
co;§£g£ %ﬁi basis,
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1.22 Aggregative data on company finances also afford some
idea of the extent to which HCA prcfits overstate the true
surpluses of companies andéﬁgﬁwunreliable HCA profits can he
Ag a polxcy gulde in the matter of dlstribution and pricing
in the Indisn contezt, Table I below sets out the figures

of written down Qalueééyby)xed assets, depreciation provision,
profit+s after tsx on historical cost basls, a-rough estimate
of current cost profits and dividends actually distribuéed
for the years 1970~71 to 1975-76, CCA profits given in line 8
have been Worked out by applying the average raté of
depreciation (iine 3) to the w,d.v., of fixed assels

adjusted for price change with the wholesale price index

of machinery and transport equipment (1970-71 = 1005‘ It
Wwill be seen that HCh'profitf (efter tax) might have

been adequate to cover the écst of assets at the ruling

level of prices of machinery, until 1974-~75, 'Nith'pefsistent
Inflation, the gap between the two measures of pfofité
widened and in 1375-76 CCA profits came down to a bare

Rs,232 erores, Dlstribution of dividénd of ns,ll7 ecrores in
that year was obviously imprudent as the ﬁrofits vere
insufficlent for such distribution, The deficiencies of HC4
show up even more giaringly in the case of public enterprises,
L£s may be seen from Table II, Whiie HCA profits (after tax) of
the Central Government's ente¢prises engaged in produciion
argregated tO/éfmgga cfo*ee, Rs,20 crores end Re,147 crores
during the years 1974-75, 1975- 76 and 1976 77, CCA profits

in the gaigd
wers no mer?2 than Rs, 11l croras,(-)Rs3,12%4 crcres ard(-~)Rs3,74 crores
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Table 1

Profits of Large and Medium Public ILimited Companies under
Historic Cost Accounting and Current Cost Accounting

(RS. CRORES)

i970- 1971~ 1972~ 1973- 1974« 19756~

2 72 13 74 78 78
1, W ,D,V, of Fixed
Dsseb s 2513,.41 2588,49 2740,92 2880,51 3263,81 3581,89
2. Depreciation Provi-
sion of the year 290,81 304,51 329.72 349,43 382,29 404,63
3. Line 2 as percentage !
of 1ine 1 11,57 11,76 12,03 12.13 11.93 11,30

4, Adjusted value of Fixed
Aesets(1ine 1 adjusted
for price change*)  2513,41 2717.91 3069,83 3543,03 5091,54 6196,67

5, Depreciation on adjusted
W.DV. (Jine 4 x
line 3) 290,80 319.63 362,30 429,77 607.42 700,22

6. Depreciation adjustment
(1ine 5 minus
line 2) ‘ (-)0.01 15,12 39.58 80.34 218,13 295,59

7., Profit after tax _
(under K2) 209,12 298,44 313,52 385.68 522,13 327,80

8, CCt Profit(with only
depreciation adjustment)

(1ine 7 minus
line 6) 209,13 283,32 273.924 305.34 304,00 32.21

9, Dividends(ordinary) 134,73 142,09 152,95 144,42 143,97 177.09

"By using the T
*/Whnlesale Price Index of Machinery & Transport Equipment(Base
1970-71 = 100). The index for the years in question is as follows:

1971~ 1972~ 1973- 1974- 1975« 1976
- T - S - S 4 Y 76 27

Index 105 112 123 156 173 170

Source for basic data (linesl and 2): RBI Bulletins,
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TABLE 1T
Profite of Central Governmant Pu»lic Faterprises
under Historic Cost Accounting and Current Cost
Accounting (Running production enterpriscs)

(Rs, crc res)

1974.75 1975-76 1976-77

1. W, DYV, of Fixed Assets 2896,63 3212,56 4323,17

2. Depreciation Provision
of the year 265,70 279,36 316.15
3. Line 2 as percentage of line 1 8,83 8.70 7.31

4, Adjusted value of Fixed aAssets
(line 1 ad justed for price
change*) 4518,74  5557.,73 7349.39

5. Depreciation on ~djusted W,D.V,
(Line 4 x Line 3) 399,00 483,52 537,24

6, Depreciation adjustment
(Line 5 minus line 2) 143.30 204,16 221.09

7. Profit+ after tax (HCA) 254,20 80.,3¢ 147.06

8. CC2 profit(with only
depreciation adjusticnt)
(Line 7 minus line 6) 110.90 (=)123,82(-)74.03

9, Dividends declared 13,77 15,69 40.46

e g i . it iy Y s s e i iy . WP S . o T it D S . S S P S P e D i P S i W il S S b S o — T o T S g - — s W -

* Wholesale Price Index of Machinery & Ironsport Equipment
(Bage 1970-71 = 100)

Source of baric data: Anaual Report on the Working of Industrial
and Commercial Undertakings of the Central
Government (1976-77)
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three years respectively, Clearly, the revenues of the
Governuentl!s production enterpriscs vere inadequate to cover
thelr costs and HCL profits presenteld a nislealding picture
of the reality to the community,
1,23, It is to be addeg that the CCa profits prescnted in
Tables I and IT are Cerived by adjusting the depreciation
of all fixed assets including buildings (figures of
depreciation of buildings are not available gseparately),
Since buildings do not depreciate as fast as nachinery, the
denrecliation adjustaents may_have been on the high sicde,
On the other hand, it is assuned that all machinery werc of
1970-~71 vintage (as 1970-71 was taken as the basc for
change in assct price adjustient), 8Since in the case of non-
governaent companies, the bulk of the machinery is of older
vintage, the Jepresclation adjustinents worked out in Table
ig in all »robability an wnderestimate, Besides, no
adjustnent has been nade for change in the cost of materials
used in production, Thus, the »rofits which would encrge
on a ore compreinensive inflatien accounting would be even
lower than the figures given in Tables I ana TI.
1, 2%, It is sonetimes contended that there is no need
for going in for CC4L to provide funds for reyplacement of
assets since depreciztion funds srovided on the baszis cf
IICL should be adegquate for purposes of replaceucnt even under
conditions of inflation, Tor, it is argued, if the
Gepreciation provision is invested either inside or outside

the firmm, it should normally achieve a reasonable rate of
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return, If this return is teken into account, the value of
the cunulative depreciation provision should provide funds
for replacenent of assets at an incrsased: Hovever,
as nointed ¢ ut by the Sandilends Comnittee, such an increase
in the deprecigtion provision nay still not close the gap,
For instance, take a case vhere the anmual depreciabtion
orovision are created on the straightline method for
replecenent of an asset with a life of 10 years acguired at
a cost of Rs,10,000 and the price of the asset lncreoses
at the rate of 10 ber cent per year, If the lepreciation
funds so avallable arce invested internally or extermally
at an average after-tax rate of retumm of 10 per cenf the
cunilative anount of depreciation fund:will»increase at the
end of 10 years,from Rs.10,000 to Rs.15,900, still leaving
a gap of Rs.10.000 to be met vhen the ascet is réplaced.
The gap will be Bs,24600, 1f the rate of inflation is 15 per
cent per anmnuia and Rs.'46;ooo,if inflaticn tekes place at

the rate of 20 pnexr cent as the followinz table weuld show:

shortfoll in accumilated deprzciation orovisions
nods n nCh pbesis comparzd with gnotnts ncedsd o

X
catace an asset purchasesd Tor Rs. 10,800

. figures in Rs.
Rate of Lglf‘i%ﬁ.osn Dex f;;e)ar
10 % 15% D%
Price of the asset after 10 years 25,900 40,500 61,900

Cumulative depreciation on
Nistoric coct basis(allowing for
returm on dcpreciation fund at

31

10 per cent per annum) 15,200 15,900 15,900
Shortfall 10,000  2%,600 46,000

LN

(Adapteg frowm Sandilands Committee Report p,81),



-2

-

1.25. It is alsc to be noted that the accretion to a
depreciation fund from internal investment mage by a fim
in other assets nay not lead to an increase at a uniforn
rate, A4s the B{Bandilands Committee observes:

" The notional allocation of the depreciation
oJrovision to different internal t'investients!
can only be arrived at by fairly arbitrary
conventions, In addition, to the extent that
an investaent in nonetary assects is assuned to
have been nade, account nust be taken of the

fact that the value of wonetary assets such as
cash and dgbtors cannot increase in ceris of

nonetary units, on alpropriate charge would
therefore have to be iade in the profit and loss
account to reflect the fall in !purchasing
power! of nonetery assets held by the coupany."
(para 482, p.146).
1.26, In any case it would be unrealistic to assuae
that rate of returm on the internal investument of denrceilation
funds can ordinarily keep pace with the rate of inflation
after allowing for taxes and other demands likely to be
nade thereon, TFor any returmn on the investnent of
depreciation funds would normally go into the profits of the
coricern . .and thus get depleted not only by_taxation but
also by distribution in the fomm of bonus and dividlend, TFor
all these reasons the argument that investient of a
depreciation fund should normally suffice to take care of
inflation is not acceptable and was in fact rejected by the
Sandilands Committee,
1.27. It is to be noted that in recognition of the
possibility of depreciation fund based on historical cost
being insuflficient for replacement, nationalised industries
in U,K, were adviseg even in 1967 to make provision for

"the difference between depreciation at historic cost and
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reslaccerent cost and make allocations to resexrve sufficient to
nake sorie contribution towards the industry!s future cepital
“eveloanent prograime (which would otherwise fall on the

ETCh quer) and as a safeguard egainst premature obsolescence
and sinilar contlngen01es.23

1.28, Tt is also relevant to note here that the High
Powered Lxpert Gxoup‘on'Companies and MRTP 4cts which included
some eninent members of the accounting profession of the
country also felt that in view of the rising trend of »price
levels in the past few decades all over the world "providing
denreciation on historical cost will not be adequate to replace
an asset when it becomes o0ld or obsplete." The Commlttee has
recoinended that "a provision shduld be made requiring the
corlpanies to set aside 10 per cent of their profits after tax
as a XQeplaceitent Reserve, proviged thabt such reserve should
be treated on »nar with depreciation under the statutes of the

country" (Para 8,33 of the Report),
1.29. The possibility that inflation accounting may lead

to an upward revision of product prices cannot'be hell out as
an .arguilent for continuing with historical osts, Inflation can
not be kent in check simply by fixing prices of prodfucts below .
their costs. If the price of a aroduct is inadequate to cover
its cost of pxoduction.the suoply of The article cannot be
daintained unless its production is subgidised by Government,
dhen prices fail to cover costs, private »roducers cannot
continue in business indefinitély and if the supply is to be

nmaintained, Government lhas to take over The responsibility for

23, Maotlionorised Indusirieg: J, doview of Leonowie and
Finagcisl Objeectivas (Presenved To Priliaaent Dy the
Chancellor of the Lxchequer in Ilov, _1957),
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production, In the case of public sector undertakings,
un’ler>ricing of the product leads to losses, which,
when borne by the Governuent, imply a hidden subsidy
from the exchequer, ‘hile there can be no objection
to subgidies being given fér tne »roduction of
certain counogities or éé;vices, there is a linit
beyond which subsidies cannot be provided, Besides,
ior a proner allocation of resources and also for
an equitable distribution of the benefits of
Government subsidies, it is essential to have a
reliable idea of the quantunm of subsidy in each
case, If the subsidies represcnted by the losses

of public enterprises are to be fully brought

out, HCi is inadequate, The assumption that
inflation can be kept under control simply by

fixing »rices of products below the cost of
production is thus unsound and ignores the adverse
inapact of such pricing on the supply sice, It

ilay be noted that the implicotions of CCi

for the rate of inflation were gone into by the
Sandilands Comnittee and the Counittee concluded
that CCiL may lead some companies to seek 1o

raise prices, but will not alter the ungerlying

position of a company, and at worst is unlikely
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to advance by more than a few nmonths any realisation
that its profitability is too low. The extent to
vhich a company can in practice raise prices will
depend on market and legal considerations, Brazilts
experience with inflation accounting also geeus to
show that CCA of unlikely to aid to inflationary
pressufes significantly.h

1.30. Fron the angle of equity too it can be
argued that current operating profit or CCAL profit
is nore suitable than HC.L »profit as the base for
income taxation since incories of wage and salary
earners are taxed in current terns, Ho doubt,
ideally, if equity is fo be achieved all incores
should be indexed, Indeiation can however be
either automatic or discretionary, The increase
in exenption limlts and the allowances or
deduction for.cost of éarning (é.g, the standard
decduction or the deduction for saving) has had
the effect of partial indexation. In any case, as
stressed by the Anstralian Commiftee on Inflation
and Taxation, the overriding test which any
systen of business taxation has to meet is

the test of tcompatibility of the tax system with the

o4, Sandilands Committee Report, Chapters 18 & 19,
25+ Parker & Harcourt, op.cit., p.29.



meintenance of financisl stapllity in the businesss secter,
with continuity of business investment and sctivity, in .

short with bueiness surx'r'ival“.a6

Both theorstical and
emplrical evidence seem to show thst the business tax gysten
based on-historical cost profits may not pass this test

under conditions of rapid inflstion,

1231 The apprehension that Government's tax revenues may
register a sharp drop if CC& profits (assuming that

adjustments for monetary itemsalso are carrisd out) were
~adopted as the base for taxation of business income may not be
entirely justifiead,. For,"although under infistion adjuctnmenits for
depreciation and cost of “sales reduce the profits of firms,
‘gains acérulng to a firm from the decline in the real valua
fOf:i+szliabilities tend to.neutralise the downward revision of
the profit-figures at least in the case of firms with-excess of
%monetaryhliabilifies'OVeramonetary ass?ts. Lecgically, if CCx
profits are. . to be adopted as the tax base, adjuctment for
ﬁonetary.itcms too- should be carried out,:d study of thirty
‘leading U.8, industrial companies by‘DavidSGn.and.Neil show s
that whereas price level’ adjusted profits fcPm ebout 64 per cend
of their- reported income without ad justmont for galin or loss on
monetary items, when such adjustment fcr monetary ltems is made
the profits go up to about 99 per cent of the rerorted nst
1ncome..'ﬁhe-hedian of adjusted net inccre as a percentage of

27

net income for the’ said companies is 89 p.r cent,”

26. Repert, of the Comittee of Tnquiry into Inflation and
Taxs tion, On. cle-
o7, Winfisison 40 coLJuinE, Taplications of the FASB Proponszals!

_5.1..1‘(«
by bld“ey Dav*d;cn and Enomen L, Weil in
Inflation and the Ircoms. Tax @dited bty Henry J. Aaren

(Brockings Ianstitution, wasaington, 1076),
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1,32~ The study by Davidson and Weil sought to examine the
impact of proposals for general price 1eve1 adjustment and not
adjustment for current cost of the assets. BRecently puﬁlished
figures of CCt profits of some British companies show that with
adjustment for current cost, profits.may get reduced by. as much
as 79 per cent of the HCA profits.for some companies, though in
most cases the reduction 1is less than. 50 per centuzl (This takes
noraccount'of the gain from monetery items). Thus adoption of CCa
profits s the tex base vould probably lead to an smmediate drop
in Government tax revenue, though its ex rtent may not be as large
as is often assumed, The loss in Government's revenue vwould
however be made up by the saving of public funds which would
result from a reduction in the dependence of business enterprises
on financial institutions Which are mostly in the Government sector
In any event, it is becoming increasingly clear.that-if
industrial enterprises are to survive and continue their operation,
'adéquate allowance needs to be made for the rislng cost of ‘
assets used up whlle measuring their surpluses, The assunption
that funds can be borrowed to any extent overlooks the risk of
financial instability which excessive reliance on borrowed ccpital
entails,
1,33 brother point that needs to be emphasised in this context
ia that so far as public sector enterprises are COncerned
the distinction between borrowed capital and equity has |
no relevance as the funds for both come Iainly ff&m the
Government, Therefore, if adequate provision is nét_made out

of curreén® prefits for maintaining their assets, the funds

28 Infiation Accoulting"” by Michaci Lafferty, Lqrﬁnﬁ¢ﬂ _Tines
January 16, 1978,
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for keeping then running have to come continuously from
the exchequer, Failure to maintain the assets of publie
enterprises out of the current profits implies consuwaption
of capiltal by the communlty, Hence introduction of CZa
for such enterprises is ci considersble wgency, Eva when
the earnings are insufficient to meet ths costs, CCA would
help a better assessment of the flow of funds within the
community and bring out the distortilons in the allee~tion
of resources which otherwise go unnoticed,
1.2k terests of long-run stability cf businss 2zanter-
prises afgue‘for introduction of inflation accouating,
Expert opinion ssems to be crystallizing in favour of

or at least supplementing
abandoning/&”ﬁ and adoption of some form of inflatlion
accounting, Arguments put forward so long in favouyr of
xkzr HCA 2re no idnger-considered convineing., Unzrs 15 a
move in almost 211 English spesking countries to change
over to CCA soon:r or lster, The only factor vhich
appears to have held nup progress in this direction is
the l2¢k of unanimity about the cholce of a snltable
alternative to HCA. £s the discussion in the next chapter
wouid show,.the debate over the alternative to BCA is also
settling dovwn in favour of one among several alternatives
and indjcations are that inflation accounting will find wider

official reccgnition .before long.



CHLPTER 2

ALTERNATIVE APPROACHES TQ INFL!TION ACCOINTING

Alr2rnatives to Higtorical Cost dccounting

2.1 Accounting for price changes can be carried out
principally in two ways,viz. (1) by adjusting historical costs
with a general price index, referred to herzaft:r as Current
Purchasing Power or CPP accounting (also described in the
literature as "General Price Level 4djusted Accounting! or
slmply as "General Price Level Accouhting"); or(1i) by
adjusting historical cost of individual assets either by
sépareteAre-abprqiSal of every asset or by adjusting the
historical costs with a specific index for the asset group
hereafter referred to as Current Cost Accounting or CCa

(also e¢alled by some as Current value Accounting or Current
Replacement Value fccounting), A combination of the two 1is
also advocated bj meny as the 1desl method,

2.2 Adjustmentes for general price level change focilitate
statement of accounting in terms of money units of constant
value in real terms while adjustments for specific price level
changes serve to ensure maintenance of physical capacity of a
business, The followlng diagram brings out the differcnces in
the approach underlying the alternatives described above and

their inter-relationship.>

—— iy o———

1, This diagram ie¢ an adaptation from Panl Resenfield's
idea put forward in "The Confusion between Ganeral
Price Level Restatement snd Current Value Accounting" in
Journal of Accountancy,Octo™er 1972 as presented in
"inflation Accounting ~ The Great Controversy” by
Richard F, Vancil in Harvard Business Rzaview,
March-A pril , 1976,

— - o L NP PR P e ——
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FPour Methods of Measurament

Unit of Method of asset valuation . . _
mes surement Acquisition Sost _Replacement value

icaap

Q(Generally

Iaccepted

Oaccounting

Oprinciples,

0i,e.histarical cost
//////;ﬂ gaccounting or HCA)
Nominal §

money unit{ ) eSS
QCEUA((Gurnent :
. \ replacement
value

g
gaccounting i,e,,
Dcurrenf,cost accounting
CCA ‘
I
gﬁPLé
y (General

ﬁprice-level

Qaccounting i,e,
/////////;% @current purchs sing power
or CPP accounting) -
Constant '
money wnit§—— = 200 meemeemmecmmcmrcmc—————
. 0spra ‘
Dgeneral

~ dprice-Tevel
Qaccounting)

ﬁﬂ.——.s--—.u—o—-—nnq—ﬂ-—-- . S o S

e, e adand

2.3.. The early pfop0591s for inflation accounting emanating
from the lerding accounting bodies suggested the adoption of
sme form of CPP accounting in order to correct the
deficiencies of HCA. Thus the &ccounting Standards Steering
Committee of U.K. had proposed in 1¢73 the sdoption of CPP.
F.F.5.B, of U.8,4, too had recommended only General Price

Level Accounting in 1974, The Sandilands Committee, however,



-32-

found it wanting in several respects and favoured instesd

the adoption of CCA for purnoses of inflation accounting. 4s
noted earlier, a Steering Group was formed in the vake of the
Sandilsnds Committee to formulate proposals to imnlement the
1deas of the Sandilands Committee, The proposals drafted

by the Steering Group were ponsideréd tod complicaied and
found unacceptahle by the majority of the.main body of
-account ing - profession in Englan@. Flnally the quoted comparies
in U.K, have been advised to follow a simplified procedurs

on current cost accounting as indicated ih the guidelines of
the Group headed by Willi-m Hyde, In U,.S.4A. too opinion

seems to be veering round CCA and away from CPP, CCA however
haé its dfawﬁacks.and-is yet to gain universal or

ﬁnquélifiéd acceptance of ekpegts as may be seen from the

2, the well-known

cdgéntly argued'criti§isn of Prof., Baxter
authority on aQéounting. Before going into the criticism

of CCA, cohéiderations vhich seem to have welghed with various
éXpert bodies to shy avay from CPP may be noted,

Current Purrhasing PowergCPEl
focounting V, Lur ant Cost Accq nting(CCA)

2,4  While the CPP p?ov1des a simple and objcctive way of

converting monetary units of varyimng .real values into a
common measuring unit reflecting a uniform amount of general
purchasing povwer,it is based on thé assumptlon that a general
index of price cen reflect chanees in genersl purchasing

power, The fundamental objection of the S Sandilands Committee

- S, ettt el

2. Miccountants snd inflation” by W,T. Baxtur Lloyds
' ' Bank _Review, Oct, 1977 A review article on “Inflation

June 1977 also contains an incisive criticiem oi CC4.
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agninst the CPP 1s that the concept of "genersl price change"
in abstract unrelated to the purchasing pattern of any class
of individuals or entities is unqﬁantifiable, The rationale
underlyihg.C?P is based on the assumption that

inflation implies an upward mowement in the average price level
of goods and services or,convarsely,downward movement in the
aferage purchasing power, The Sandilands Committee is seeptical
of the use of the concept of average price level oT average
purchasing poWef; Acéording to the Committee,these averasge
'movémenfs in'praétice afe only meéﬁingful in respect of:
spebific'Sitbptions. To quote what the Committee has observed
on ‘the point:

"There is no meaningful way of measuring either

the average changes in prices of goods and services
or the average change in the 'purchasing power!

of money independently of a knowledge of the items
Whose prices are to be'msasured . snd .of the purchasing
pattern of the group of individvuals or entities from
who¢e point of view the movement in prices is being .
measured, Inflation does not exist as 3 quantiflable
. phenomenon independent of the price movément. in any
specific group of geods and services or of the
spending pattern of any specific group of individuals
or entities and 1is not a phenomenon capable of
Independent snd. object.ve measurement, affecting all
indiv*uua“s and -entities in the same way. The

rate of inflation will vary for . different -
1ud1v&aual~ and entitles in the country aCCordlng to
the selsction of goods and services which they buy",
(para 45 of the Report).

2.5 Referring to the retail price index as a measure of .the
average purchasing power the Committee Pald that "it is unlikely
to represznt the ra%a of infla+tion ekperienced by companies the
cdnfent‘or pattern of whose spending-is not reflected, even
ppproximatelygin ‘the calcub tion of the indcx". The Committee

accordingly cOncluoed thaf the concept of current purchaeing
power unit is of .no practical use and therefors one has to

think ol cyrr=nt c¢ost of 1ntividual assets.
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2.6 A similar view also underlies the eriticism expressed
by some opponents of CPP that businesses do not exparience
general inflation; they are affected by particular increases
in their ope-ating costs and plant expenditure., The national
velighted average of these increases, it is argued, mey in

someé sense measure general inflation, but some businesses ara
affected much more severdly than others, Thus adjustment of the
historicél cost of plantswith a general ra*e in order to
calculate a "better" figure of depreciation would rarely
result in s number that wlll coincide with the current cost
of replecing a plant, Hence, it is contended, CPP profits
reflect nelther historical cost nor replacement value, Yet
another view:is that "an historical cost remains an historical
coet even when 1t has been adjusted by a genersl prics index,
Ii does not represent a current valuetion“.3 The seriousness
of the shortcoming of the CPP from this angle 1s underscored
by the fact thst prices of particurar goods often differ
markedly from the movements in the general p;ice level,

2.7 dnother criticism of the CPP 1s that it would
requiremxad justment of monetary liabilitles with a general
price index and this might result in "monetary gain" from
outstanding long-term debts, which, Iif recorded, would
present a misleading picture of the financial position of

the concern., It is argued that the gain should not be
recognlised until it is actually reslised by reducing the

debt, et e i

3. Repdings in the Concept & Measurement of Income edited
by Parker apnd Harcourt, Introduetion,p.l3,
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2,8 The above deficiencies of the CPP, it is contended by
ite opnonenfs, are remcved by the CCaA, CCA achleves this by,
firstlv, laying down that the cost of assets used in business
are charged reallstically and, secondly, by facilitating the
separ~tion of gains arising from price rise (the "holding gains")
from operating profits, Detoraination of profits in this way
enahles the conce}ns not only to evaluate manr-gerial performance
but also to Togoup enough from the‘currentrearnings to keep
the business runring at its existing level of operation, To
keep the concern going it 1is essential to maintain its physical
capital and this is helped more by CCA than by CPP,
Daficiencies of CCA
2.9 #s pointed out by Baxter, the choice betreen CPP and

CC: depends crucially on the question,whether, in measuring
profit as the gurplus left after “the firm's substanceﬂ"
has been maintained, one secis to maintaln real capitel (i.e.
.money capltal sdjusted for inflation, in other words, the
owners! ability to buy things in general as measured_ﬁith a
general index) or physical capital, that 1s, the firm's
physical assets (2,g. tonnes 6f stock , number of simllar
machines ete,). CPP sseks to maintsin the former i,e, real
capiltsl while CChy the la.‘cter i.e, physical capital,
2;qb The case for CPP derives its strength from the
argument that -

"If we grant the importancé of investors and ownerg

we are impellsd to view capital maintenance in the

light of their personal welfare(purchasing pover

in the general merket), not the paysical sizs of the

firm, CPP resp-cts human beings rsther than
the 'demand abstrsction! of the company".

(Baxter, op, cit.).



~36-
By -splitting up the accounting profit into "operating profitt
and "realised holding gain", the proposals of Sandilands
(and thus the protagonists of CCA) serve to make the former
the centre-piece of the profit and loss account and the
latter "a mere after-thought in an appropriate section
of the account (a2 section which recent practice has
tended to demote)",
2.11 The essential point of this criticism is brought out
by the following example, If the cost price of an input 1is
Rs,100 at purchase date and Rs.120 at date of sale and if
1t-1s sold for Rs.130, hlstorical accounting profit would
be Rs.30, but under CCA it will be split up into holding
gain of Rs.20 and operating profit of Rs.10 and 1t is the
profit of Rs.10 only which CCA commends as useful to managers,
investors, trade unions and for taxation. It may be seen
that under CCA, the key figure of input cost (Rs.120) 1is
linked, not to the ownerst! welfare, but to the price of a
physical renlacement. Baxter ridicules the logilc underlyihg
this approach by comprring It with the practices of a
primitive tribe "that rank a man by the number of his
cattle, with no regard to whether the beasts are healthy
or too decrepit to-yield milk and meat", The profit figures,
argues Baxter, aré more informative 1f linked with values
rather than quantities, |
2.12 The point made above becomes all the more clear when
values decline. If, for instance, in the example cited above,

the current price of the input (whose original cost was Rs,100)
falls to Rs.8,0C4 profit and loss account would show an Lampro-
vement in operating profit as may be seen from the following:



HCA cca
P & L account
Sales 130 130
Cost of input:
Historical 1@0
Current 0
Profit: 4
Accounting 30
Operating . %0
Appropriation Section:
Holding loss (20)

Thus the CCA operating profit will, Baxter points out,

generate optimism at a time when owners should exercise

caution and taxation should be mild..,

2,93 Kay goes further and argues that CCA operating profit as

contemplated in ED 18 is not a measure of profit

But only.a measure of cash flow,™ By itself, according to him,
CCA profit méy not be a good ipdicator of cohpany profitability
or'distributable earnings, A liquldity measure'of this kind,
:Kay agrees,'may be of sonme Usa, A firm which has a high cu-
rrent cost profit may not go oroke rapidly. But, the |
disadvantage of such a meésure is, Kay goes on to point out,
that Mt is entirely backward looking", Profitability,

unlike cash flow, tries to look forward to the effect of last
yearts éxperience on future activities, Hence a firm with a high
CCA profit may not be going bankrupt quickly, but it may well
be going bankrupt slowly, Hence, Kay suggests, statements of
CCA vrofit might be usefully supplemehfed by some more forward
looking indicators wlhich bear a closer felafionship to

traditional notions of profitability,

k., "Inflation Accounting", J.h. Kay, Economic_Journal,
June 1977,
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2.1% According to Baxter, the SandilandsCommittee!s main
criticisn of the CPP, viz, that thé concept of general
price changes is unquantifiable, is untenable. After all,
price indices of,a.general nature are used for many purposes
e,g. for national incone statistics; To queta b#xtur vonvang

"Admittedly the retall price index does not reflect
Precigely the gonSumptgn patterns of wealthy.share_

holders; but the divergence.does not scen to be big;
No system of inflation accounting will be perfect, and
correction of income by a general index seems the
least bad of the possibilities™,
215  Another nerif—of the CPP is that it is simple
-and dbjective; It can ensure unlfonmity as the sare index can
be -used by all flrns. Also, as Brazil's experience
showsy in practice, CPP ‘has also the extra merlt of letting
Us neasure real gain, deflned as galn 1n excess of that due to
inflation, Thus, where there is a rise in the general index
from say 100 tov114 on the sale of an article whose cost was
Rs,100, there can‘be a real’gain onlj if the sale noney
exceeds Rs.114. If it is sold for Rs,130, the real gain
will be Rs.16, Uﬁder CCA, if the replacement value of the
article is Rs,20, the operating profit is Rs,10, while the
holding gain is Rs.20. -
2,16" Despite its deficiencies as a measure of welfare,
CCA continues to draw wide support and scecms to be gaining
ground aaong accountants and business executives as well as

ecbnbmists.5 As mentionéd'éarlier, in U,K, inspite of

9. Sce ror instance the Introduction by Parker & Harcourt
in the Readings in the Concept gnd Mecagsurement of Income.
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recervations on the port of some 1like Baxter, the opinion
of accounting bodies seems to have nmoved away from.CPP and
crystallized in favour of some form of CCA., In U,.S.4, too the
trend seeme to be in favour of CC4A., The main reason underlying
thies trend is that for concerns which are committed to a
particular line of activity, (e.g. a steel manufacturing
company), CPP profit may not be approp:iate'for measuring
'earnings performance or what could be regarded as the quantum
of "repeatable profits",. And because it (i.e. CPP profit) "does
measure current (opportunity) costs, 1t does not measure the
eccnomically significant factors in decision’making.“6 FY
the president of a British Company (Wedgewood Ltd,) said
while referring to the earlier recoﬁmendations of the English
accounting institute for publication of genéral'ﬁriée level
adjusted financial statements: ' '
"The result of ucing the retail price index to adjust
a widely varying range of ‘revenue and capital ltems
in difergent industries in different parts of the
country over wldely exteonded periods of time will
provida no rensitle basls of ccmparative performance,
Mny investhent snalyst who ferms a view of Wedgewood
from these statements Will almost certainly arrtive
at a misleading verdict®,?
2,17 The need for CCA despite its operational difficulties
is explained clearly in the following observations of the
"American Accounting Association Committee on Concepts and

Standards - Long-Lived Assets

6, aftiation fgeovn tkqg by Sldney Davidgon Clyde P,
Stlchney and Roman L Weil(FcGraw-Hill& 19?6).

7. Quoted in Inflation ﬂCCQunIing by Dav; son gt.al.,
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"Income from ordinary operatlons should represent

an amount, in current dollars, which, in ths absence of
catastrophic loss or discovery of assets 1s availlatle
for distribution outside the firm without contrgction
of the level of its oparating capacity; or, stated in
another way, the smount which, by rstanticn, is
avallable for expansion of operating capsclty.
Measurement of thls concept of income from ordinary
operations can be accomplished only 1f the expiration
of service potential is measured in terms of current
cost, That is, in order to contlnue operations without
contracting the level of operating capacity, exhausted
services must be restored; the relevant cos% of
expired services is the current cost of restoration,

For example, a firm may maintain some level of

bagic raw materisl inventory in order to continue
operations at a given level. In the measurement of
Income from ordinary opersations, the relevant expired
co st when that material is utillsed is the cost of
roplenishing the inventory. The number of dollars
paid sometlme in the past for the particular units
of material used in this perliod 1is not relevant,

The idential concept 2pplies to depreciation:.

that is, depreciat:on must be based on the
current cost of restoring the service potential
consumed during the period. The measurement problems
are greater in the case of depreciation however,

The physical exhaustion of inventorles is subject

to actual count or weight, the expiration of the
intangible service emanating from plant assets is
subject only to rough, subjective evaluation,

In addition, the determination of current cost may be
more easlly accomplished for inventories than for
plant assets, Despite those measurement problems,
the conceptual need for current cost depresiantion

in the determinaticn of income from ordinary
operations cannot be denied,"8

Even Baxter concedes that though it leads to a faulty
figure for profits, the CCA income statement gets good
marks for showing costs realistically.

2.18 The preceding discussion would 5Show that CCA has the
mérit of ensuring maintenance of physlcal capacity and so

i1s preferable In the case of a company committed to its

8. Committee on Concepts and Standards - Long-lived Assets,
"pceounting for Land, Bulldings, and Equipment",

dccounting Review, July 1964,
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current line of business, If, for instance, the company

1s in steel buslness, and Intends to stay in it, the

capital put in the buriness skould be measured 1n phyéical
terms, For such a business if it is . to kee@ going,

profit should be measured in units of purchasing power that

arec generated 1n excess of those units required to maintaln
current produpfive capacity. Holding gains‘of such

companies shonld not be available for distribution to
shnreholders.9 This epplies a fortiori to undertakings

1ike Reilways and State Electricity Boards in India,

2.19 . The distinction ‘between dnerating profit and holding
gain and exclusl on of hold;ng gains in evaluafing operating
performance can also be Jnstifiedhon the ground that without
the exclusion of holding gains;'tWO managérs Operating plants
with identical capacity but purchaqed at different times would
otherwise have the same depreclation charges, Secondly, the
holding gain is the result of the original investment decision,
not of a snbsequent operating decision; comblning. the two sources
nf pfofit would confuse the evaluation of the operating manager,
For all tnese‘reasons CCA wonld seem to be superior to CPP., The
suggestion that CCA profit shod d be supplemented by some
conventional profit statement as CCld is backward looking is
valuable but thils does not weaken the case for CCA, Accounting
on the basls of current cost may not'be sufficient to prevent a
firm frok going broke slowly -~ but it 1is necessnry to prevent
the firm from golng sick.

ﬂi-———-—l——l—l—l—u—--—-—n—— — —

9. Richard F, Vancily, op. cit.
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2.20 The criticism that a portion of the holding gein may not
be real can be taken care of and yet the merit of CCJA reteined
if inflation accounting is donc through a method which inzor-
porates both specific replacement values on physical assets and
adjustments for changes in th% gensral price level, It 1s accepted
he
by manyl® that a blending of /two(CPP&CCA) would provide the ideal
method, Tnder such a method only the resl holding gain(i.e. the
galn arising from a rise in the price of the asset corrected for
general price level change) would be credited, Thls method would
however be complicated and give rise to Immense practical
problems, After surveying the literature and considering the
merits and drawbacks of the rival system, Davidson and others
come to the following conclusion:
. MAccounting thet incorporates both current values

and price level changes, 1s, in our opinion, the best

solution to the problem of sccounting for changing

prices, ®Buch accounting reports holding gains

and losses ¢n all assets and *the recognition

of gain or loss on holdings of monetary 1ltems,

It 1s, however, both hard to explain snd hard to

audit, and 1s unlikely to receive much acceptance
in practice in the foreseable future",ll

Cenclusion

towards °
2on1  &lthough the suggestlonsj/... inflation sccounting put
forward by professional accounting bodies in U,K,, U.S5.4, and
elsewhere initially favoured the CPP approach, in the

o S gng S gy P, — T i S iy Sl b SN clnl w— S - i S o ———

10. e.g. Baxter, Vanecil, S. Davidson, op cit,
11. Davidson et. al, op. d t.,p.226
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recommendations put forvard more recently, choice has
goane in favour of CCL, CJl4 elcune, it 1s felt, can help
encure the malntesrance of &he phye.cal capital of
busiress firms, Hence, T businesses are to kz2ep golng,
proflts shonld be measwred on the CCA baslis, Though CCA
has 1ts ghorteonlngs, in venoving the main deficlienciss

of HC4,CCA 1is thought to be more appropriate,
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CEAPRER_3
CURRFIT COST ACCOUNTING - RASIC FFATURES AND FROBLEMS

3.1 An authoritative statement of the basic features of
Current. Cost Accountlng (CCA) is available in the Exposure
Draft 18 which was drawn up by the Inflaticn Accounting Steering
Group set up by the accounting professicn iIn U,XK, 1n respcnse
to the Sandilands Committee's reccmmendationé to coordinate

the introduction of CCA, The Exposure Draft was endorsed by
the Accounting Standards Committee, Defailed cuidelines on the
accounting procedures required by the accounting ctandard which
Was proposed in ED 18 are avallable in the Guidancs Manvel on
Current Cost Accounting which was publisﬁed on behalfl of the
Stéering CGroup, Problems which arise in the jimplementation

cf CCA are also discussed in another publication of the
Steering Group - the Background Papers to the Expostre

Draft on CCA, Although the propdsals of ED 18 were regnréaed as
conplex and its mandétory 1ntroduction was voted down by tae
members of the 1eadihg éccounting-body of England,

these publlcations will remain the standard

reference books on CCA for a long time to coﬁe. The CCA
computations of BHEL also were based on these guidelilnes,

It wruld therefore be useful td go over the maln features

of CC8 as proposed in ED 18 and the alternative proposals
contained in the Hyde guidelines issued in Novezmbor 1977

and conecider how far it wonld be practiceble 1o adopt fhem

in India.
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'G"D 'L pranoeqln -!n wt‘l’j;m

3.2

The Inadequacies of HCA which CCd seeks to remedy

may be summed up as follows:

(1)

(i1)

3.3

HCA proLit exaggerates growth ag 1t makes ho
allovance for the fall in valae ol the money
uni¢ used to measurafthe results; and-

1ts uneritiesl use may lead to bhe situatlon whars
capital, although maintalned in money termsz, may
not be maintalined in real terms and may be
distributed to sharcholders, employegs, CONEUMErs
or In taxes to the detriment of the léng~ternm
viabllity of the concern,

CCA seels to remcve the above deficienciﬂs of hca

by laying dovn a system of eccaunt;ng whare rcaliﬂfic Cbsts

are charged against reveuuze, CCA as proposed in ED 18 would

attempt to meet the main deficiencles of HO4 in the follewing

wave

(a)

(b)

(c)

(a)

Flxed angets would be shown in the balznce sheet
at theilr valu2 to the business snd not ot their
deprecisted oniginal cost; stockxs would be shown
in the balsnce sheet 2t their value to the
business and not at the lower of th=2ir original
coct and net reallsable value,

Depreciation for the year would "be calculated on the
value to the busincss of the fixed assets used up.

The cost of stcck consumed would be ealeulated on the
value to the busineszs of the stock as st Cthe tine of
consumption, .

Any excees of the velus to the business of the assets
concerned would be credited to a revaluation
reserve/surplus account.

- T M L I gt S S P ot i FES wh A A dum B -—— o o . S N S s T g, D T e . st |

g_«gﬁg_ Manual on C Qgr"@ﬂ; Co‘j;gcnouﬁ*‘nv (published
on henal?t of Infjatlon fLccounting uteb”‘n
Group; Tolley, 1976), pp.4-5. ‘
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(&) Directors could appropriats to a revaluatlon rewsrve
amounts required to malntain the scale of the buslness.
The main components of thils appropriation wera
expected to be the following: '

(15 increased replacement cost of fixed
assets and stock;

(141) increased requirements for monetary
working capital; and

(iii) depreciation undarprovided in the past
on fixed assets because prices have risen
since the deprecliation was provided, -

3% Anmnual accounts to be prepared and presantsd on the
basls proposed in ED 18 contemplated, (1) a profit

and loss account, (ii) appropriation account and (111) a
balance sheet, It was also suggested that, except for wholly
owned subsidiarles, the notes to the accounts should Include a
statement of the change in the shareholders! net equity
interest after allowing for the charge in the value of moncy,
fWalue to the businesst,

3.5  The focus of CC2 as contemplated in ED 18, 1t will be
noted, was on two cost i-ems %iz. depreclation of fixed asgets,
and stock and Work-in-progress consumed during the year. Under
CC4 both are to be charged on the basis of the ‘value to the
businesst of the asset in quéstibn;'fValuelto'the business!
-is defined as “the amount the compagf'would loge 1f.itfwere
‘deprived of the asset",. While the value to the business of stock
consuned during the year cah be determined oﬁ the bacgls 6f
prices prevailirg in the market, several intractable problems

arise in the valuatlon of fixed assets like plant and machinery,
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3.6 The 'value to the business' of an asset, it was

explained, i1s its written down current replacement cost or net
or (NRC) _
replacement cost £ that is,’grogs replacement cost less

accumulated depreciation, except in situations where NRC is

greater than both net realisable value (NEV) and economic

value (EV), Where the NRV and EV exceed the NHC,the value

of the asset to fhe business is NW or E/ whichever 1is greater,
In most cases NRC would correctly représent the va2lue of a

fixed asset to a business,

3.7 The first step in the determination of NRC of an asset
1s to find out the Groses Replacement Cost (GRC). The manner in
which this was to be determined was indicated separately fer
different categorles of assets. Much of the difficulty of CCaA
stems from the problem of asset valuation, Where the asset in
questlon is frequently traded, the GRC can be determined from
the market rates, Where,however,the asset 1s infraquently bought
and sold or where the same type of asset i1s no longerevailable,
valustion h~s to be made on the basis of certain indicators

and criteria, Valuation raises difficult . problems particularly
in the case of plant and machinery,

3.8\ Gross current replacement cost of plant and machinery,it
was stated in the Guidance Manual,is elther(a)the cost to be
incurred to obtaln and instal. at the date of the valuation of ¢
substantlally ldentical replacement in new condition or(b)the
cost of a modern equivalent asset,whichever i1s lower,The cost o~

a modern equivalent asset 1s GRC of a modern piece of plant or



~48.

machinery adjusted by the present velue of any meterial

difference in operating costs,over ité whole 1life, for material

difference in output capacity.provided that any additional
output is useable by the ccmpany,and for material difference in
the total expected useful life of the medern machine compared

with that of » substentially ldentleal replacement,

3.9 & number of methods have baen suggosted for aetimating
the GRC of a substantially fdentical asset. The most usuni
methods are, in descending order of preforence:

fi) Supplierst official price lists,

(11) The companiss’ own replacement cost estimated
based on expert oninicn ,

(13i9) An index compiled by the company from ite cwn
purchasing {(or manufacturing) experiesnce ,

(iv) Authorised external price indlces znalysed
by ascet type.

(v) Authorised external price indices analysed by
| using indusiry.

The spproprlate source of data in each ecase, 1t was stated,
would depend on fhe circunstances, It was,howevgr,added that
whichever source éf data is used, there must be a means of
independently.varifying the resulting GRCs,

3,10 Where the suppilers! price lists are ava..awiv,the
probiem of determining GRC 1is relatively'simple.'Where, however,
such lists are not available replacement cost would have to be
ectimated, Where the suppliefs are selling only a modern
equivalent asset, whose performance is similar to the existing
asset, again the problem is scmevhat simple, and the

GRC would be lower of GRC of the modern equivalert assst
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and the GRC of the existing asset, Where there is an alternative
replacement which 1s not equivalent to the exi sting ssset, 1t was
indicated, a discounted value of any anticipated cost saving over
the useful 1ife of the alternative asset and of an amount to

take account of any increased production should be deducted from
the cost of the alternative asset to arrive at the GRC of a
modern equivalent asset. For CCA purposes depreciation has to

be calculated on the basis of an average depreciable value of the
asset for the year, #s indicated already, any incresse in the
GRC of an asset over the previously adopted value of the asset
would be entered In a separate revaluation reserve/surplus
account. Packlog depreciation 1l,e, accumulsted depreciatior

on revaluation would be charged to the revaluvation resérve/
surplus account.

Cost of mnterisl used
3.11 Regarding cost of material used, the ED 18 proposed that

the profit and loss account shoudd be charged with the current
replacement cost of stock consumed, ED 18 did not require any
particulsr method to be employed for this purpose. It Was
recognised that companies would need to develop the techniques
appfopriate to their business having regard to the nature of
thelir operations and their stock and other relevant factors.,
3.12 The appropriation account would show(a) the current
cost profit or loss for the year, (b) the amount of surplus

or deficit for the year ani the amount appropriated by fhe
dircetors from the revaluation reszrve,{c) the dividends for the

year and(d) the balance after transfer to or fram general
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reserve, This arrengement would reflect the rationale under-
lying the classification of total gailns under (a) currant
operating profit and (b) holding gains,

313 As stated earlicr, the ED 18 proposals did not find
favour with the accountants in England-and they voted sgaiust the
adoption ofié?gxem being made compulsory, Ona of the rresons for
this reaction was apparently that the proposals were too
complicated, It was,howsver’felt by many that
inflation aeccounting was necessary, This led to the setting up of
thg Hyde Groups Fresh and more mpdest proposals were drawn up-
by the Hyde Group. In their interim reccmmendations, the Hyde
guidelines which were released by the &Lccounting Stendards
Comzittece in November 1977 contemplated that the published
financlal statements pf llsted companiles should include a

prominent separate statement showing financial results os amended

by three adjustmentsnamelys;

(1) depreciation
(11) cost of sales
(141)  t“gearing¥,-

3.1k The guidelines indicsted that the depreciation adjustment
would be made for the difference between depreclation based upon
the current cost of fixed assets and the depreciation charged

in ccmputing the hilstorical cost result. A4n aljustment would

also be made for the difference between the current cost of stock
at the date of sale and the amount chsrged in ccamputing the
historical cost results, _ .

2§15 & major shortcoming of the ED 18 proposals, it was

pointed out by many, was that it did not provide for
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adjustments for the gain or loss fron monatary 1tems(i.e.
menetary assets and llabilitlies) being integrated with the other
adjustments, In order to correct this deflieclency the Hyde
proposals suggest that adjustments may be made for the monetary
1tems tco. Thils 1s callad the "gearing adjustment™, Becognising
that there sre different views on how monetary items should
be dealt with and thrt such differences are unlikely to be
resolved soon, the Hyde Guidelines suggest that some adjustment
for monetary items shoulq bz made as otherwlse the accounts
would present sn lncomplete and potentially misleading picture to
cshareholders and other users of accounts, The gearing adjusiment a
proposed by the Hyde Group has to be made 1n the following manner:
Where the total liabilitles lncluding preference

share capltal exceeds the total monetary assets of the
firmya calculation should be made of the propostion of:

(a) the net balance of monetary liabilities, to
(b) the ret halance of monetary liabilities plus
the equlty share capltal and rewerves,
(including the revaluation reserves).
Under the Hyde method of CCA, an amount equal to this proportion
of the derreciation and cost of sales adjustment will be credited
es a separate adjustment in the statement.An outline of how the
Hyde Guidelines would operate 1n practice is given in the
Appendlx to thls Chapter,
2.16 The Hyde guidelines are much simpler than those of ED 18
and the initlal reactlon among accounriants seems to be faveurabdle.
It apperrs that new inflation accounting propesals are being

considered by senlor members of the Britich accountancy profe-

ssian which will go bedmnd the Hyde gnldelines vhich large compa-
nles have teen asked to follow during the entire period until

acceptable inflation accounting standard can te developed,
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#s indicated earlier a new draft of CCa Standard vhich,
initially, will be applicable to compaonies with turnover of mofe
Than £1m, is expected next soring and will come into operstion
from October 1979.2
CCii for Indian Companies
3,17 From the outline of the method of current cost accounting
Proposed in the Hyde guidelines given above, it would apjear
that the scheme is not impracticable, In fact, the Hyde
guidelines were widely. welcored as nore nodest and nuch less
difficult to follow than the ED 18 proposals., If the deficiencies
of historical cbst.ﬁccounting are to be removed and industrial
- enterprises are to maintain their capital - and this is of some
urgency in a country where the public sector owns a large nart
of the productive capital - it would secrt eninently desirable
to require Indian companies also to draw up financial statenents
on the CCi basis.at least as a supplement to HCa statenents.
Large companies i.e, companies with fixed assets of more than
Rs.1 crore and all public sector companies other than those enga.
ged in trading activities nay be subjected to this requirenent,
3.18 llthough prices in India have been stable for the last
two years, the inflation that occurred during the first half of
the seventies and the sharp rise in international prices of
Capital gZoods calls for a review of the accounting systeir which
gives rise to the risk of capital being eaten away inperceptibly,
3.19 To start with, CCL accounting may be introduced only
for the profit and loss account on the lines suggested by the
Hyde Group, The disclbéures of CC4 profits made by BIEL in theis
annuzl report for the years 1975-76 and 1976-77 would show

that the task is not beyond the resources of Indian companies,

It nay not be out of slace to refer in this conncction to sone

of the difficulties faced by ZHZL in working out CCa profits and

2. Financial Tines, September 19, 197C.
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what conld be done to facilitate the introductlon of

current cost accounting in India,

3.20 As was to be expected, the prime difficulty faced by
Aﬁgggbrking out current operating profits on CCA
principles was that for quite a few iteus of
machinexyusedehe company exact replacements are

not available, Due to fast changilng teéhnology the
machineé svallable now are elther more gophisticated

or are faster in thelr performance oT employ a new
technology resulting in greater efficierncy and higher
productlon levels, In such situations it was difficult
to obtaln elther the replacement cost or thelsupbliers'
price 1ist for the exisfing machines, If the B 18
suggestions were to be followed, the current value, of

need to

substantially identical machines would /be obtained from
the price of a modern machine af ter adjusting for its
greater efficiency and leonger life. However, that

would not be simple for the reason that it would call for
gstinating the econory in costé resulting frok tﬁe
greater efficiency of the new machine as compared to the
0ld one and the discounted value of such economy,

3.21  An alternative method would be to.usg indices
compiled by the company from its own purchase experiengfe
or by authorised external agencies. In U.K.,Govermment

agencies bring out price index numbers for current eost

accouvnting, It contalns 211 the indices compiled by the
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Government Statistical Service which are currantly
available as well as describe briefly how these are
complled In India, the Hconomic Adviser in the Mirictry
of Industry brings out index numbers of wholasale

‘prices regularly. One of thé najor groups'covered

by these-iﬁdex numbers 1is "anufac tured ﬁrpducts". One
sub--group of "Manufactured producfs“ 1s "Machincry and.
Transper t equipment " oall ﬁachinéry 1%8&5 covered by
the™Wholesale Price Index" are comprised by this sub-
group., Hence, the index numbers of prices ¢f this
sub-grcup as a whole and of individﬁal ltems coming
within 1t co~1d perhaps be useful in obtaining the currant
valves of many typés of capital assets. 'Nherg a
partlicular item of machlinery usea by = ¢ ompaiy Qqes not
come within tho scope-of the cormodities 1isted i

the sub-group referred 16, %he céﬁpany may considar
constructing index numbers of capital gootds of its own

on the bagis of the quotatlons of pﬂiceé cf idﬂntical cr

- Mequivalent! assets, Stmilar indices may ke eonsirnctad for
the principal 2tems of stock on the basis of available
quotations, Alternatively, fhé'pricé of major commodities
used in the manufacture of the.various items iIn the stocks
(e.g. the price index of copper ahd alumininm in the case
ol 1arge nﬁmber of itoms used in BEXL) could be relied
upon to bulild vp the conpanies! oun irdex numbers, Oﬁce.it
1z dacided to Introduce CCA, suifab&e oteos nay Yo tsken
by the approrriate agencies'for bombiling Index nmberg

which vwould facilitate its implemcntation.
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322 Yet another alternative conuld be to suggest to indus trial
undertakings in the public sector(including those in the power anc
transpart sector) and large Industrial companies in the private
sector to carry out infiation adjustments in their conventionally
determined profits(i.e, BCA profits) by revising the value of
fixed assets used in bueiness on the basis of a single price
index and charge depreciation accordingly. The wholesale price
index[fﬁgéhinery and transport equipment®, which forms one

of the sub-groups of the major group "Manufactured Products"

may be used for thils purpose, The implicit price deflator

for capital formation used in national income statlstics would als.
be appropriate, The cost of sales adjustment tco may be

carrled out by taking the difference between the vslue of opening
stocks at actusl prices and the value of the same stock at the
prices prevalling at the time of closing on the basis of actual
stock schedules and price lists, While adjustment made in this way
wonld not serve fully the objectives which a full fledged current
cost sccounting 1s designed to agggéve, it would provide a good
via medla between CPP and CCA, /have the merit of simplicity,
Since the same lndex would beused by all firms it would

reduce the scope for subjectivity in the accounts, One can

even ergue that In some regpects inflation accoun%izgiggtgughe
help of a single price index like this WOuid have the virtues

of both CCA and CPP in that it would help industrial concerns

to maintaln their capitsl in the physical sense which is the

main aim ol CCA, If "ecapital" is interpreted to mean not-the

spscific assets used In that particular undertaking but
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capital goods in general., AL the same time, it would

provide a broad measure of the owners'welfare which is the chic
merit of CPP. It wmay be néted that the pustralian
Ggmmittee_on I flation and Taxation also, while rewm mmending
the introduction of_inflation.accounting, suggested the

use 6f a single index based on the implicit price deflator

for grdss‘érivate'fixed capital expenditufe in'the Australian
nationél accounts for indexing depreciation ~ allowances.

CCA Drofit for taxation; khe drawbacks

3.23 Introduction of CCA even in such g3z mwdest form as

proposed In the Hyde Guidelines would give rise to demand
for adoption of pperating profits so computed as the base
for taxation of business income. Although one of the
principai objectives of CCA accounting is to ensure that

the financial statements report only "true profits" so that
real capital of business is preserved and not distributed away
in the form of dividend, wages or taxes - and this aim
would be largely frustrated if taxation continues to proceed
_on the Basis of HCA - for several reasons a chungs~over froo
HCA to CCA-for purposes of taxation does not seem to be
bossible or even necessary atl®ast for the present.

3,24 Firstly, the suitability'of.CCA profits as the base
‘for taxation which seeks to tax peaple according to their
ability to pay is open to gquestion on the ground that the
‘entire CCA épprééch.is oriented towards maintenance of
pbysiéal capltal and does not provide a yardstick for

measuring relative welfare or economic power of the
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taxpayers., This criticism forms the core of Baxterts
objection to CCA as compared to Cpp referredrto in the
previous chapter, |

3.25 According to another critiecism, the eurrent cost
profit'f envisaged by the sandilands Committee and as it
emerges out of ED 18 proposals is not a meamire of profit at
all, but a4 meusure of cash flow.i _Liquidity :;f a firm, it
is argued, is not identical with its profitabili ty. Taxation
1f 1t is to be equitable, it is contendad, should be based on
a measure of profitability and not liquidity,

3.’.26' The above objection can be mek by pointing out that
equity is not the only' objective in taxation, M'oreover', in
the taxation of entities Iike corporations, it is not f:ery
meaningful to look for equity and for such entities equity

is of less relevance than othér considerations of which the
ovarriding one is, as stressed by thq Australian C&mmiﬁté_e on
Inflation and T,xation, the -survival of the busine's.'s. _‘Therefo::
a cash-flow base for corporate taxation is preferable to a
purs profitablility base, Iﬁ has to be recognised, however 9
that the choice of the base for corporation tax is linked
closely to the base for personal talxatien. "4 scheme of
éorporate taxation on the cash;flbw base would perhaps be quite

consistenlt with a system of personal taxation based on

3, ¥Inflation Accounting® by J.A. Kay, Economic Journal,
June, 1977. -
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expenditurg as suggested by the Meade Gommittee.h Wherg
income forms .the principal base for personal taxation, if the
cash flow concept of income is adopted us the ccrporation tax
base, some way would have to be found for taxing the gains
accruing to shareholders in the form of rising equity values
resulting from accumulation of profits in compunies. Besides,
it als> needs to be considered whether the guin to the
companiés arlsing from the rise in the valug of the asssts,
which under CCA would be credited to a revaluation surplug
account, should be left out of the tux base. when the gonerel
price level is stable and only the relative prices change ,
accretions to the revaluatisn surplus would represent real
gain to the concern and there would be 1little justification
for keeping them out.of the ambit of teoxation, In fact, prof,
Samuelson has suggested that in such situations businesges
should be required to deduct the actual change in market value
of depreciable assets in calculuting the cost of goods sold.
Thus, for example, if the price of an asset with life of §
yearsis 100 in 1977, on the straightline basis the dapreciate
value of the asset at the end of one ycar whruld be 80. But irf
the price of new asset of the same type goes up to 120 in
1978 its Jepreciated value after one year would be 96,

Ny e _gtructure 2nd Reform of Direct Taxation, Réport of a
ggbmittee chaired bg J.E. Mecade(Insgtitute of Fiscal
studies, London 1978), Ch, 12

5. "Tax Deductibility of Economic Depreciztion to insure
Invariant Valuations® by P.A. Jamuelson, Jourtal of
Folitical Frononv, Decewber 1964,
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Samuelson would permit a business using such an asset to charge
depreciatisn of only 4 for the first yegr; In otier words,y:
under his foruula accrued capital gain(of 20) would be set off
against the higher depreciastion chuarge(of 2%). while this would
be squitzible, texabtizn of cupital guins on the accrual basis
would glve rise th a host of problems.

3.7 whether acerued capital gains are included in tax base or
not, 1f CCA profits are to bz adopted‘as the base, gains or
losses arising from monetary items cannot be ignored, oné of
the grounds for attack on ED 18 was that it 3id not take the
galn or loss on monetary items aﬁequaiely inﬁo account, Of
course ED 18 marked an improvemeht over the gandilands proposals
in that it prbvidéd for a note to the accounts to show how .the
long-term 1iabilities have changéﬁ and the net change in equity
interest. But there was no proper itegration of gains on
mone tary items even under the BD 18 system. Pointing'to this
‘deficisncy, banks wanted an,améndnant to the ED 18 in order tha
the losscs they'suffer from the deecline in the real value of -the
assets in tiwes of inflation- which in their cuse is monsy - are
duly reflected in the CCT4 stateﬁent of profit or loss._LBut, as
Baxter has cautioned, this is an area where one shﬂIIqLHrqé%eril
It wmay be asked, if banks get tax éelief on net monétary items,
why should not personal taxpayers also gét gimilar benefit?

And why should firms vith large loans not pay tax on the resulte -
galns? The Hyde Guidelines take partial note of the problem
created by mnetary itemé by providing that the depreciation

and cosu of saleve adjustment are to be reduced appropristely
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1f the monetary liabilities excced the mnatary assets., While
this would serve to offset the reduction of the profits(as
obtained in the conventional way) resulting from depreciatisn
or cost of sales adjustment under CC4, the gain arising to
business firms from & decline in the real value of liabilitics
would still be left out of the profits. The adoption of CC4
profits as the tax base debends crucially on a satisfactory
solution being found to this problem,viz, the treatment of
gains and losses arising from monetary items.
3.28 The most serious difficulty in the adoption of CCA profits
as the same for corporate tuxatisn arises from the fact that
until reliable external indices are available for valuation
of all assets the profits worked out on CCA prirciples would
have to rely largely on egtimates of the value of assets %o
the buginess from time to time. Both the ED 18 as well as Hyds
Guidelines leave room for large elements of subjectivity in the
computition of profits. As might be seen from the earlier
discussion, CCA calls for valuuation of assets on a current
basis and where technology is changing fast estimates by experts
would be required. The subjective nature of CCA pgggit vias
recognised by the Sandilands Committee as well as/Morpeth Group.
This would be evident from the following observations of the
Sandlands Commi ttees

Wprofit for the year is a practical business concept

used as a guide for prudent decision making by

companies, It way usafully be defined as the amunt

of the total gains arising in the year that wey pru-

dently be regurded as distributable, It is thus a

subjective concept, since inevitably there will be

Gifferences of opinion on how for galas zrizens in any
given year mzy prudently be distributed, Cadns
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that are legitimatzly regarded as profit by a

company I1n a given set of circumstances rdght

not be regarded as profit by anothsr ccmpany

operating in different circumstances®,
Referring to the above observatizns, the Guidance Manual
on CCA als> saids

“CCA recscgnises the subjective nature of the i
and  concept of profit outlined in this (i.,e, the above)/l

acccpts that no reasonably sbjective decovntirg

system can arrive at a profit that will in ell ceses

bc regarded by the manzgement as digtributabie.®
4,29 The freedsm allowed under the Hyde Guidelines Ior
buginegses to adopt their own wmethods of comwputing current
cost depreclation also leaves room for a wide degree of
subjectivity in the computation of current cost profits.
The'Hyde Guidelines state ~ "Where a business hes alrealdy
developed appropriute methods of computing current cost
depreciatisn it is recommended that such methods should be
used for the purpose of computing the adjustment.® It wmay be
argued thit even at present companies can follow their cwn
system of accounting provided a particular method is adhered to
consistently., There afe,however,well—recognised standards
which govefn the accounting practices and thus serve to ensures
a rcasonable degree of uniformity, Until uniform or generaily
acceptable standards are evolved for CC4,it would not be
appropriate to changs over to current cost profits for purmoses.
of baxation of business income,
3.3 It may be added that the existing tax system allows

concessiong which go to relieve the difficulties arising fronm

historical cost accounting atleast to cove extent 2.4,

PoO,dideance acusl., paras 1.30 & 1.31.
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accelerated Jdepreciation.  dvailable stulies show that accelerat.
depreciation based on historical cost is worth abtous as much
to firms as allowing depreciatisn based on replazcement coss
when the rise in prices is wolerate (say, about § per cent a
year).?’ In U.K. in order % relieve the liquidity protlem
arisidg'from the rise in cost of material, the Goveramcnt -1lowe.
compznies to reduce the closing valuation of theip stocks and
work-in-progress for the accounting period ‘eonecerncd by the
amownt of ihe increase during the yeasr of their book value.
4s pointed out by the Sandilands Committec, this methsd has 1ts
limituticns, However, in-the absence of full-fledged CCA
this hag the effect of providing some relief to the cémpanies.
pendiqg further examination of the entire saet of issues which
arise for taxation, arrangements could be evolved in the Indian
income-tax too to affrrd some relief from thz Lurden caused
by rising éost of m.terial by percitting the use of LITUD
accouﬁting of the use of the base stock methnd.
2.3 The time is not yet ripe fbf‘any reform-of th2 tax bass

. by business incone
for the corporation/iax of such a drastic nature as a changs
over to CCa would involve, In view of the stability of prices
in IRdia in the last few years, there is no reason to enlark
upon a major reform of the tax base immediately without
congidering all its implications,
3e32 It may be added;haweqer,that the reform of the corporation
tax towards a CC4 base, if considered desirable stherwiss,

shhuld not ke held up wuerely for fear of loss of Government

7e "icanoric znd Tudgetary Effects.of 1n;3x;ng the ?;x
3rstem® by Edward M. Graolieh, in Taflaticu an? Ttieone-Tax
adited ty Henry J. ~arofl.
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revenue, The adprehension that a change-over from HC. %o
CCi. for purposes of corporate taxation would lead to a
sharp dron in Governient revenues nay not be wholly
justified, For, as studies on the subject reveal, with CCh,
while for some fims the taxable prbfit might go down,.for
some there aight be a rise especially for those who rely
heavily on borrowed fuhds. Besides, in India tha loss in
Governnent revenue,if any,from such a change would be
comgensated_by a reductioh in the demand for assisﬁance fron
financial institutions whose funds too are provideg largely
by the exchequer,
3,33 The argument that it would be iniquitous to allow
‘business incomé alone to be coaputed for tax purposes on the
basis of CCL does not scem to be well founded, In fect,
as pointed out by Parker and Harcourt, the existing practice
‘whereby incomes of éalary carners, and of companies in
insurance, banking ﬁ?d finance, are measured in current terms,
while ECA profit is[ﬁ§Ze for taxation of other business incone
is open to objection on equity grounds, Thus, on grounds of
coilparability, CCL pfofit is nore suitaﬁle as a tax base, The
merit of such a base is that, as Parker and Harcourt put it, -
| "The income of all classes of taxpayer would be
neasured in a sinilar way and The taxable incones of
nanufacturing firns of the same technical nature and
the saie replaceuent costs would be the same, The
present use of accounting profit as the base tends %o
favour new fims, firms which bousht plant in periods

of high prices and firus which spend more on repairs
than replacenent, '8

—

S. Parker & Harcourt, o» cit p, 29,
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3.3% However, adoption of CCh profit as the base for
taxation has several implications which neolfurther
consideration, In view of this the present Study Group
recomnends adoption of CCL only to provide supplementdry
inforination for large companies and industrial undertakings in

the public sector,

Conclusion

3.35 CCi may be introduced in India at least for the public
sector industrial enterprises and private sector individual
conpanies with fixed assets of nore than Rs.1 crore, The
sinplified guidelines for CCi brought out by the Hyde Group
in UK could provide a bagis for a practicable systen of CCa
in India, To facilitate its introduction, arrangeuents nay
be nade for compiling index nuabers of prices of capital
goods on as wide a range as possible, 4L simpler altermative
would be to carry out adjustiments for inflation accounting
with the help of a single price index e,g. the wholesale
price index for Mdiachinery and transport equipment! or the
deflator used for estimating capitsl fomiation in the
National Income Lccounts, CCi4 profits however need not

be adopted as a base for corporation tax for the present.
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THE HYDE GUIDELTIES Ll QUTLINE«

The guidelines recomzend adjustiments on two profit
d loss account itens:

(1) Cost of sales
(2) Depreciation

& further adjustient on nonetary assets and llab:‘ltwes
in the balance sheet is also recommended, called tie
cdearing adjustment,

Cost of sales

In the absence of appropriate nethods of computing curront
cost of seles, the averaging method is recommended. (‘here
appronriate methods exist in companies for a current cost
of sales adjustient, the recoireniation need not apply).
The steps involved in the adjustment are:

(1) To arrive at the historic cost of sales by adjusting
purchases with the opening and closing stock;

(2) To revise opening and closing stock at historic
values to average current cost, by the use of an
appropriate index; :

(3) To arrive at the current cost of sales by adjusting
purchases in the year, which are a good approximation
of the use to the business of such items, by the
current cost opening and closing stock %igures
arrived at in (2) above;

() The difference betwecen the current-cost cost of
sales and the historic-cost cost of sales is the
cost of sales adjustuent,

L short-cut method of arriving at the cost of sales
acjustient which does not require knowledge of purchases
1n the period, is given by the following foraula;

(s1 =51 - (83 _________ =s3)
7 1 3 3 3

Where X1 represents index at start of germod
x2 represents infex average for the period;
X3 represents index at end of period,

and s1 represents the historic cost of opening stock
'3 represents the historic cost of closing stock,
Use of the averaging method for cost of sales
adjustient is shown in the example given in
Exhibit I at the eng of this appendix,

* ndapted from "THE GOOD HYDZ GUIDE# by A,CHLNDIOX, LCh,
The Lccountant, London, January 19, 1978,
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Using the figures in the illustration given in Exhibit I
and by substituting in the formula above, we get

( 3% X 110 - 350) - (5% X _110 =~ 540 )
100 120

= (385-350) -~ (495 - 5%0) = £ 80
The method recommended by Hyde clearly goes sone way”

towards showing the effect of inflation on the increase
in the value of goolds sold over historic cost,

The adjustient however is on the conservative side and
does not take account of the full effect of inflaticn
being a mere 4 »ner cent on historic cost of sales

(£ 80 2 £ 2,110/100) as against an index which shows an
increase of 10 per cent, '

Denreciation

Hyle recommengs that the depreciation adjustiaent shoulg
be the difference between the revised current year
depreciation charge and the historic cost depreciation
charge, the former being arrived at after revaluing the
asset by the use of an index,

A simple example illustrates;

issune a machine is purchased on January Ist,19x5
for £ 1,000, It is estimated to have a useful life of
five years and no resale value at the eng of the five years,
Further assume an index at January Ist, 19x5 - 100; at Dec,
31st, 19x5 ~ 110; at December 31st, 19%6 - 120.

The depreciation adjustment can be arrived at
froi1 the table below: '

Year Value of  Ainnual Current Historic Deprecia-
asset at deprecia- cost cost tion
end of tion rate deprecia- deprecia- adjustment
year tion tion '

charge charge

£ Per cent £ £ £

1 14 100 0 220 200 20

2 1, 200 20 240 200 %)

The depreciation adjustiment is the adjustment
required for the profit and loss account of the year only,
The .djustnent does not require backlog depreciation to
be ascertained, Because the adjustment calls for the
Jiffercnce Detween depreciation on current costs and
historic costs of asgets, it follows that assets will
nceld to be analysed on the basis of the year of purchase.
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Gearing

The 0ld argument regaraing the effect of net nonetary
assets or liabilities has been extended in the recommendations
the suggestion of a gearing adjustnent, The gearing
adjustment has the effect of reducing the cost of sales
and depreciation adjustments if monetary liabilities
exceed monetary assets - the argunent being that if there
is a balance of net monetary liabilities, then 2art of
the investinent in fixed essets anad inveniories is being
financed by non-equity providers of finance, Therefore,
the cost of sales and depreciation adjustments must be
borne 1in part by such non-equity providers of finance
and accordingly, the adjustments charged in the profi% and
‘loss account need to be reduced,

The gearing adjustment (vide EXHIBIT II) requires
the following steps:

(1) - Pirst ascertain the balance of net monetary
ligbilities -~ £ 456;

(2) liext, ascertain the proportion of net monetary
liabilities to net monetery liabilities and -
shareholders’ funds;

456 x 100 = 40 per cent;

1,1
(3) 4pply the proportion in (2) above to the sum of the
depreciation and cost of sales adjustments -
giving £ 60,

At the extreme; the éearing adjustaent can have the
- following results:

(1) A company with 107 per cent debt-financing will
shovw a zero cost of szles and depreciation
adjustnent; in other words the profit will be
the same as the historic cost profit.

(2) Conversely, a 100 per cent equity-financed
coupany will have the entire cost of sales and
depreciation adjustments as a charge in its
profit and loss account,

But the application of tne gearing adjustment
inplies that the cost of sales, depreciation and the
aCjustinent for net monetary liabilities are all subjcet to
the same rate of inflation, This clearly nced not be the
casc as the types of agsets and liabilities range fron
1iquid assets to fixed assets and both long and short-term
financing are included,
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Oon the question of net monetary assets, Hyde
recoiiends an adjustuent based on a suitable index, The
following example illustrates:

Let £ 100 be the balance in the bank at the
start of a year and at the end of that year, and let
the index be 110 and 120 at the start and end of the
salze year respectively,

Then the adjustument for net monetary assets, shown
ags a charge in the profit and loss account, would bej;

( 120 x 100 ) - 100
110

=109 = 100 = £ 9

Clearly, if a charge of £ 9 is produced when a
balance of net monetary assets exists, then it should
follow that a sinilar but opposite gain of £ 9 shouwld
arise 1f the balance was of net monetary liabilities in
the same amount,

This will not happen however, under Ilydet!s
gearing adjustment, However, recognising the possibility
of such conflicts, the.guideiines observe " that there are
differing views on the gquestion of how monetary items
should be dealt with ,...".

The Hyle group aclnowledges that the guidelines
(The iccountant, November 10th, 1977) are only a starter
in the evolution of inflation accounting, The proposals are
restricted to adjustients applying only to the profit
and loss account, The adjustaents recomnended are meant
to be included in a prouminent separate statement in the
financial statenents of listed com»nanies.
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EXHIBIT I

Exanple of the use of the averaging methol for
calculation of the cost of sales aldjustment

Historical cost cCata

Opening stock
Add: purchases

Deduct: Closing stock
Cost of sales (historical cost basis)

Index nuabers for cost of stock

3.

Beginning of year
Zng of year
Average for year

Revise opening and closing stock

to average current cost for the year

Opening stocks £ 350,000 x 110 =
100

Closing stocks £ 540,000 x 110 =
120

Compute current cost of sales using the

revised amounts for opening and closing
stock

Opening stock
Acds Purcheses

Deducts Closing stock
Cost of sales (curren* cost basis)

Calculate cost of sales aajustment

Cost of seles (current cost basis)

Deducts:s Cost of sales (historical
cost basis)

Cost of sales adjustnent

£ 1030

350
24,00
2,050

3

100
120
110
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Dlustration of the pearinz adiustuent

1. Total ligbilities of the business exceed its totzl monetary
assets, sumiarised balance sheet, after adjustaent for the
gifference between the current values and historical cost
anounts for fixed assets and, if maferial, for stocks:~

£ 1000
Bquity share capital and reserves 684
Long term ligbilities ago
Current liabilities &
1,0
Fixed assets 600
Stoc%s 540
Monetary assets — 00
1,470
(2) Calculate net balance of nonetary
liabilities Z '000
Iong term liabilities 350
Current liabilities Loé
Total liabilities 756
Deduct:s Monetary assets 0
llet balance of nonetary ligbilities
(b) Calculate net valance of monetary
liabilities plus the equity share
capital and reserves £ 1000
let balance of nonetary liabilities 456
Add: Bquity share capital and reserves 684
1,140
(e) Calculzte gearing pronortion
llet bzlance of nonetary
liabilities divided by £ 456,000
liet balance of monetary = 40 %
ligbilities plus equity 1,140,000
share cepital and
rescrves
() Calculate gearing adjustment < 1000
Depreciation adjustment /70
Cost of salegs adjustnent 80
1;0
ultiply by gearing proportion Yo g
Gearing adjustment £ 60

2. Total rionetary assets of the business exceed its total
liabiiities, In this case, the net balance of nonetary

assets should be calculated as showmn in 1(a) above., The
aijustnent should be calculated by multiplying the net balance
of rmionetary assets by the pergentage change in an appropriate
index during the accounting year,
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THE RATIONALE UIIDERLYING TUIE CHOICE O™ HISTORICAL
COST TOR MBASURING FINAUCIAL PERFORALCE OF
BUSTIESS GNTERPRISES

FLIANCTATL, STATEIENTS AND THE
CONCEPT (OF GOILIG-CCHCERY

4.1 The definition of 'finanéial statements! as éet
out in the Commentary on the gtatements of International
hccounting Standards is repeated here for convenience,

They are the accounts or financlal statements which are
issued to the shareholders of a company or made available
to the public, normally each year, and are usually the
subject of a report by the auditors, The term covers
Balance Sheets, Income Statements or Profit and Loss
.Aécounts,and-other Statements, and liotes and explanatory
material which are identified as being part of the
financial statements,

k2 Financial statements give information which is
used by a variety of users, especially owners and cregitors
(present and potential) and employees, Other important
categories of users include suppliers, customers, trade
unions, financial analysts, statisticlians, economists,

and taxing and regﬁlatory guthorities,

4.3 - The users of financial statements require them
as part of the information needed, among other purposes,
for making evaluations and financial decisions. They cannot

make reliable judgements on these matters unless the
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financial statements clearly disclose the accounting
policies which have been adopted in preraring then,

Y b Certain fundamental accounting assumptions
underlie the preparation of financial statements. They
are not specifically stated because their acceptance and
use are assumed, Disclosure is necessary if they are
not followed, together with the reasons. _

4.5 It is fundamental to the understanding and
interpretation of financial statements that those who
use them should be aware of the main assumptions on which
they are based,

4,6 One of the fundamental accounting assumption is:
The enterprise is norally viewed as a going
concern, that 1s, as continuing in operation
for the foremeeable fubure, It i1s assumed
That the enterprise has neither the intention

nor the necessity of liguidation or of
curtailing materially the scale of its operations,

ASSET VALUATION CQUCEPIS
4,7 The concepts relevant to financial statements
measuring financial performance for the enterprise as a
whole have been admirably dealt with by Dr, Walter B,
MacTFarland, Research Director, National Association of
Lecountants, New York (NAA), in the Book !Concepts for
Management Accounting! published by NAA, Some extracts
from this book are reproduced below,
4,8 Capital possessed by a business entity has two
aspects which are recognised by accounting, These aspectsg
are its forms, termed assets, and equitable interests
in it, termed equities, A4s used here, equities

include both creditor and stockholder interests.
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L,9 Two categories of assects are ddstinguished:

1. Financial assets, consisting of money and
rights to receive ascertained number of
dollars,

2. Non-financial assets, consisting of items
posssessing service potentials for use in
earmning future recoveries,

In a manufacturing or merchandising enterprise financial
assets represent capital in liquid form avallable or soon
avallable for investment in operating assets, for
distribution to suppliers of capital, or for paying taxes.
For this reason, financlal assets represent uncommitted
capital, In contrast with financial assets, non-financial
assets do not represent current funds., While the
acquisition costs are known, the number of dollars to be
received in exchange for services of these assets can only
be estimated until the exchange transactions actually take
place, Conversion of these assets into cash without
replacenent terminates the stream of future revenues and
thus amounts to liquidation of the enterprise,

%10 The financial asset concept is relevant for
measuring liquidity, In reporting financlial assets, no
major alternatives are encountered in choosing relevant
valuation concepts because these assets are expressed in
current or near-curcent dollars, That present worth of
receivables is lower than maturity amount can ordinarily
be disregarded in a going company., Current payables are
due in a short time and hence appraisal of liquid
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condition does not require that short term financial
assets be discounted to cash equivalent on the balance
cheet date, On the other hand, where instalment receivables
or other items do not mature within the period covered

by suppliers' credit terms, liquidity is better measured
by net present worth of financial assets.

L, 11 Financial assets are, of course, subject fo
hazards which go with the possession of such assets (e.g.,
irgolvency of debtors, theft) and the reported amounts are
reduced by expected losses.

h,12 Unlike financial assets, the non-financial
assets are not current funds stated in ascertained numbers
of current dollars, A4lternative valuation concepts

exist and the accountant is faced with choosing a concept
relevant to the intended use for the information, Moreover,
assets in the non-fingncial group are not homogeneous

and the considerations underlying a choice of valuation
concepts do not affect all non-~{inancial assets alike,
4,13 Three major alternatives are available in
approaching the valuation of non-financial assets. The
first approach looks to future outputs and derives
valuation from cash flows expected to be received from
sale or use of the assebs, . Basic data needed are future
cash flows and the appropriate discount rate, Valuation
proceeds by discounting future cash flows to their present
worths, The second approach values individual input

factors (i.e. non-financial assets) at prices current
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on the balance sheet date. Current valuation may be either
in the market where the assets owned could be disposed of or
in the market where like assets could be acquired (i,e.

in the replacement market), Data required are an inventory
of non-financial assets on the balance sheet date and
current market prices of these assets, The third approach
values assets at historical acquisition cost less
accumilated allowances for depreciation, depletion, and
amoftisation wvhere the service potential represented Ly

the respective éssets declines with usage and passage of
time, Data needed for this method are ordinarily available
in the accounts,

b, 1k The present worth of future cash flows from the
enterprise is the valuation concept which is relevant for
answering the question, '"what is the business worth?,

It is the current price which a buyer would pay to acquire
the business, or to acquire an equity in it, The present
worth concept of asset value is relevant for selling or
buying assgts or equities in assets. 8ince such valuations
rest on forecasts of future profits and choices of
capitalisation rates, the subjectlive character of the
valuation process requires each individual to make his

own appraiéal. Owirg to the highly subjective nature of
these measurcments, the method is generally rejected as

not reliable enough to be useful for measuring financial

position or income in periodic reports to shareholgers.
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Lpplications of the concept are usually made in some form
during sale, purchase, or merger of a business. Such
events are occasional in the lives of most companies and
hence valuations of this type are undertaken only when
there is specific need for the information,

%.15 * The concept of current cost exlsts in three
principal versions:

1. Historlical costs restated in terms of the
current purchasing power of monegy with the
latter measured by an index of the general
price level,

2. Current opportunity costs, that is, the
values that could be realised if the
assets were sold at the best prices
presently obtalnable.

3, Current replacement costs, or costs which
would be incurred if the assets were
acquired on the balance sheet date.

Restating non-financial assets in terms of the current
purchasing power of money 1s analogous to converting a

sun of money from pounds sterling to United States dollars
or vice versa, The basic concept remains historical

cost with the same assets merély being measured in
monetary wnits having a different purchasing power.

Hence, it is not really a current cost valuation method,
.16 . Opportunity costs are measured by current prices
in the market where the company's assets might be disposed
of, Current opportunity costs are relevant to proposals

to replace or to dispose of assets, These decisions are

made Ly menagement guided by data developed by special
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studies rather than by repetitive reporting. Opportunity
costs are irrelevant to investors who do not make such
decisiohs.
H;17 In a going business, a large portion of the
non-financial assets consists of equipment for use in
manufacturing and merchandising goods., Iuch of this
equipment i1s highly specialised in nature and the only
aiternative to cohtinued use in the business is often
to sell it at low prices as scrap, Not infrequently the
éost of rémoval exceeds the amount recoverable, Work
in procéss iﬁventory may also have little resale value
in its unfinished state, On the other hang, assets such
as land and buildihgs éometimes have a large opportunity
cost ﬁalue.
4,18 So long as management retains operating assets
iﬁ use, prices that could héye'been obtained by disposal
on a histbrical balance‘sheef date are only cdsts of
:ejected.gpportunities; Pfesumably, the opportunities
were rejected because ﬁhéy‘were judged less profitable
than the opportunities associated with continued retention
of the assets, |
For example, the fact that a factory stands
on a site which has increased or decreased
in value has no significance to recipients
of the balance sheet so long as the site
remains the most economical location for the
plant and the company has no intention of
realising the current value by sale,

If the company does not become a party to an actual

transaction at current prices, it can experience no
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corresponding cash flows and its capital_remains unchanged,
Under these conditions, which'are representative for most
operating assets held Dy going companies, current
onportunity costs have no relevance to investment gecisions
by managenent or investors.

4,19 In addition to assets held for future use,

there are also assets held for future sal, in their
present form, after conversion operations have Dbeen
performed, or when further use becomes uneconomical. AmONg
such assets are merchandise inveﬁtoriés, securities and
real estate held as investments (as distinguished from
~items of similar nature held for use or to control assets
for use), mineral deposits held for exploitatlon, and
surplus assets held pending disposal. For these, current
prices in the market whére sales would normally be made
are evidence of profif opportunities and hence rele%ant

Tor forcasting cash flows to be experienéed_by the company

in the future, O0f course,-market prices may change before
sales are made apd hence the indicated receipts need to be
viewed as uncertain in amount, Since some costs of
making digposel will generally be incurred ang for
unfinished products completion costs will slso be
incurred, current wvalue usually means net realisable
ﬁalue after deducting estimated costs of completion and
disposal,

Y, 20 Replacement cost is relevant for forcasting

future cash outflows which will be required to replace
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assets prescntly owned, In forecasting the impact of
replacement costs on future cash flows, the costs rceadeq
are those which will be experienced at the time replaceitente
are actually made, Current acquisition costs may be
acceptable estimates of costs that will be incurred to
replace short-lived assets such as inventory, On the
other hand, the costs that will be incurred in the more
distant future when replacement of long-lived itenms sucﬁ
as buildings and equipment take place may be substantially
different from present costs, -Hence current replacement
costs for assets other than inventory often have little
usefulness for predicting the amount of funds that will
~be needed in ﬁhe future for replacing present assets,

o2 Moreover, when one attempts to apply the
concept of replacement cost to a company's plant and
equipment as.a whole, it is virtually inpossible to
define what is to be valued in terms sufficiently
specific to guide the measurements, Iuch industrial
equipment is not replaced with identical or even with
similar items., What happens is often befter described as
gradual withdrawal of capital Invested in old equipment
and continuing reinvestment in new and different equipment,
often to produce new and different products, Many of the
assets which will succeed these new owned are not even
available today.

L. oo Difficult problems are encountered in measuring

replacenent costs because there is often no real market
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for many of the assets held by a business, Consequently,
objective evidence to support replacement costs is

lacking., The units in which valuations are made may have an
important effect on the results, Thus the cost of
acquiring an entire plant as a unit may be quite different
from the costs of acquiring the separate components in
units of varying sizes, Construction cost indexes are
often used for determining replacement cost, but cost
indexes tend to lose meaning as technqlogical changes take
ﬁlace. Some of the problems which arise_may be illustrated
with‘the valuation of a twenty-five year old warehouse,

When historical material and labour cost
content of the building was adjusted to the
current level with construction cost index,

the resulting replacement cost was dpproximately
three times the original cost, It was
recognised that this replacement cost figure was
meaningless because a building of the same type
would not be built today, INew materials, new
construction methods, and new designs had
replaced these current when the warehouse

was built,

Ls an alternative, the cost of a building of
modern design and equivalent capacity was
estinated, While this cost was lower than

the preceding one, the volume of orders handled
was not large enough to provide an acceptable
return on the investment in a new building,
Moreover, this volume was expected to decline
with geographical shifts in the company's
market, 8ince it was evident that replacement
was uncconomical, management decided to continue
using the old building with the expectation

that operations at the location would eventually
be discontinued and customers serveg from
another warehouse nearer the center of the market

While replacement cost was useful in deciding
what action to take, it did not measure the
remaining investment in the present building,
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'4.23 In an& given appliCatien, the accountant is
faee.d with multiple alternative versions of replacement
cost ang the choices anong theee versions have to be
guided largely by arbitrary and expedient considerations,
When no actual replacement is intended at the present
time, the concept of current replacement cost 1s so vague
that the question of what to value and hov to make the
measurenents cannot be answered with azssurance that the
results wiil heve significance, Where this occurs, the
real ‘source of the difficulty lies in the fact that the
concept of replacement cost is simply irrelevant for the
purpose, W hile'reValuatioﬁs wereicemmon in the nineteen
twenties, appraisal aCCOQntiﬁg for reporting to investors
has practically disappeared in the United States.

Chooh On the other hand, wheh current costs are
genuinely relevant, both conceptual and measurement
probiems can. usually be satiefactoxily solved, To
illustrate, the oﬁportunity cost of present assets and the
acquisition cost of altemative assets are relevant
concepts when replacements are aetually at issue,
Decisions as to when and with what to make replacement
are guided by costs assembled in special studies made
for the purpose rather than by data reported in the
periodic summary balance sheet, In such studies, the items
' to be costed and the sources of price quotations are
specifically identifieg so there is no difficulty in
defining the unit to be valued or in measuring the

desireyg cost,
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L, 2% The historical cost of an asset is established
by = bargained price in a transaction to which the reporting
entity is a party and représents currcnt value at the time
of acquisition, Acquisition cost measures the amouht of
1iquid capital committed to acquire assets. In these
respects, historical coét differs from the Various'concepts
of current cost because measurements of current cost do

not originate in actual entity transactions and hence do

not have any corresponding flows of funds, ‘

4,26 °  The duration of the benefits received from some
expenditure-is brief and the capital committéd is either
promptly recovered or lost, Such expenditurés are éccounted
for as currént expenses, For gthéf‘outlays,’the inﬁestment
cycle is longer and sone or all of the capital remains
unrccoverey at the end of the currént répofting period,

Lk, 27 Determination of profits by periodic matching

of costs with revenues leads to use of asseb accounts as a
temporary repository for cost awaiting matching in future
periods, ©8ince assects such‘as inventory, plant and
equipnent, andprepald expenses will be taken into future
income statements as expenses, Herman W, Bévis has remarked
that these items " .;; constitute a kind of gigantic
footnote to the incomé statement."- This integration of

the balance sheet with the income statement requires use

of the same concepts of cost in both sets of accounts, Non.
financial assets are stated at historical cost becéﬁsaﬁit is
consistent with concepts of cost generally used in

measuring periodie profits. .
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L, 28 The rationalc underlying the choice of historieal
cost for measuring profits is explained, TFor purposecs of
sumnary reporting, the accountant assumes that the
enterprise will continug in existence indefinitely unless
there 1s reason to assume the contrary., Consequently, the
customary annual, quarterly, and menthly financial
reporting periods are arbitrarily established interim
periods in an indefinitely long series of like periods,
For this reason, an individual period does not stand by
itself and the results reported for any one period have
little meaning unless viewed as a segment in a continuing
strean,

He29 In a.project or venture with limiteg 1life, the
lifetime aggregate profit is uniquely determined as the
difference between cash inflows and outflows other than
contributions from and distributions to suppliers of
capital, Measurement of profit for interim periods should
sum to the lifetime aggregate, Where =2n onterprise has

an indefinitely long life, the aggregate lifetime income
is dindecterminate, Hence the periodic rate of profit
together with trends in that rate are the significant
figures, The differences may be illustrated by investments
in bonds and stocks., To the buyer of a bond, the lifctime
cash flows and the timing of these flows dotermine the
investor!s rate of retum, On the other hand, only thc
periodic return is considered in ascertaining rate of
retum from an Investment in a stock, In effcet, the

investor vicws the annual retum as a perpetuity,
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Y. 4s figures for an interim period in an
indefinitcly long series, periodic profit figures should
articulate with periocds wiich precede =nd follow.
Lrticulation means that changes from period to perilod
should be explainable as the result of economic events
which have affected enterprise assets and cquities, I
addition, the profit reported for an individual period
should be relatable to trends in a series of such figurss,
and to the cumulative total, Given these characteristics,
periodic profit flgures for a serles of successive prior
periods have some usefulness in forcasting future prcfits
to guide investment decisions, Subsequently reported
historical figures can also be compared with corresponding
forccasts made previcusly and variances explained,
Mcasurcniient techniques which introduce erratic fluctuations
or bias wrelated to long term rates of change in profit
reduce the reliability with which forecasts of future
profits can be made for past expericnce, When there is no
material amount of unrccovered investment or uncollected
revenue at the end of the accounting period, each period
encampasses a completed investnent cyclé and profit may
be detemiined by matching cash recceipts and cééh outlays,
However, there are comparatively few going businesses
where profit can be reliably measurced on a cash basis,
Usually there arce significant loads and lags in the timing
of investient outléys and the related receipts, Thus a

going business includes nuierous ndividual investment
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projects, each with its own cycle period and time pattom
of outlays and receipts, The investment cycle for long-
lived assels such as buildings and machinery or for
expenditures for research and market development usually
stretches over a number of years, Measurentent of periodic
profit has become increasingly difficult as advanced
technology and greater mechanisation have increased the
proportion of enterprise capital invested in such resources.
Even for items such as inventory having a relatively short
turnover period, there is often a substantial unliquidated
investment at the close of a customary reporting peried,
Under such conditions, the cash outflows and inflows
during an individual period have little relationship to
each other and a cash basis profit figure would not meet
the criteria for a uscful periodic income figure,
%, 31 © Accrugl accounting was developed to assocdate
costs with the related revenues, The ideas imderlying
this process for determining periodic income are
sunmarised by 4.C. Littleten in the follewing words:
The central problem of accounting is <o
bring into association, in the present,
the rovontes identified with the future anad
their reclated costs. In salving this problem
these who use accounting are in effect
matching enterprise efrorts and accompiishment.
Some efforts are effeciive in the present,
they are measured by the costs (effort)
currently deductible from revenuc (acconplish..
ment); they are the revenue costs of the
present., Ofther costs are expected to be
effective in thz future; they arc neasureg

by the costs that are deferred as being
revenue costs of the futurc (assets), Some
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cofforts prove ineffective in the present and

are judged unliliely to be effective in the
futurs: they are neasured by the costs that

ol

7 »
nust be deauctey fron revenue as recognised
losses, ‘

The fundaiental problen of accounting
is thercfore to cut through a continuing
strean of costs and correctliy assign portions
to the present anl to the future.

HISTORICAL COSTS RESTATED TH TIRMS OF

TIIE CURZENT PURCHASIIG POWER CI' HOE
L.32 Coirienting on an accounting research study
by the Anerican Institute of Certified public Accountants
on the subject of "4 Tentative Study of Broad Accounting
Principles for Business Enterprises" by Bebert T,8prouse,
Ph,D and ilaurice MoonitzPh,D,, CPA, Arthur ¥, Cannon has
forecefully broucht out the inadequacy of the general
»rice level in the context of restaﬁing historical costs
in teras of current value in the following teris:
4,33 Like all averages, the changes in genaral
arice level conceal at least as niuch as they reveal, There
is a trenendous varietly and range of individual changes
vithin that average - some above and sorie below, sone
very widely divergent, and soue geing one direction while
the averase pocs the qther, etc, Thesc individual changes
Probably nean nore than the over-all price-level change
in evaluating the financial condition of a particular
business.
L Let me use an illustration, The other

day we nade a nortgage loan for the construction of a
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new shopping center in 8an Jose, California, a very fast
growing area, The land in question was the sole asset

of the owner, and he had purchased it as a farn for g 8,000
about fifteen years ago., It was currently appraised at

# 300,000, and we nade a nortgage loan of g 330,000 for
the new construction, the total value when completes to

be g 650,000, The over-all price level in the period

the farmer held the land approximately doubled, If we
accountants prepare a statenent ror this famer just before
the indicated transaction, we would show the asset at

# 8,000 and net worth at 8 8,000 (other items excluded),
If we took The price-level change into acdount, we would
show the asset at @ 16,000 and the net worth at the samg
anount, The change in the price level is trivial in
conparison with the over-all change in value, After the
construction and the loan are conpleted, a traditional
accountant's statement would show the land and buildings
at 8 358,000, the loan at § 350,000 and the net worth

at g 8,000, and, if the price-level change were recognised,
then the asset would be g 366,000, the loan 8 350,000 and
the net worth g 16,000. This statement of financial
condition is a long way from financial conditicn, vhether
based on cost or whéther based on cost adjusted for the
price-level chenge., UWhat is needed, of course, is to

show the land at its current value, & 300,000 - in wvhich

case the total asset will be 8 650,000, the loan @ 350,000
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and the net worth 8 200,000, In that'het worth should be
reflected cost g 8,000, adjustment by reason of price-
level chénge, another @ 8,000 and appreciation by reason

of holding in a rising market, g 284,000,

A BASIC ACCOUNTING PHIILOSOPHY

4,35 Dr, Raymond P, Marples, Ph.D,, CPA, in his
article 'Toward A Basic Accounting Philosophy! also
published by N,A,4. explains the rationale of histoidical
accounting in the following terms,

4,36 The concept of capital should not be confused
with wealth in the way some of our current value theorists
have confused the two terms, Wealth and value are the
concerm of tThe ecohomists; capital and exchange prices

are the concern of the accountant, The distinction
between wealth and ‘capital is clear if we recognise that
mants cconomic activities are carried cn for the purpose
of producing wealth - goods and services which satisfy
human wants - and that capital is that part of the
production .- cénsumption streanm diverted from consurption
for use in »reducing added wealth,. Capital is wealth
comnitted to productive use.

.37 There is a duality in accounting w hich
arises out of the recognition w hich accounting affords

of the two aspects of capital - its form and the rights
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to it, If accountants were concerned only with the foms
of capital (assets) in a business enterprise, incone
neasurenent would be impossible, because of inability

to determine whether the change in total capital (asscts)
during a period resulted from capital use or from capital
contributions and/or withdrawals, If, on the other hand,
accountants were concemeg only with rights to capital,
neasurcnent of income w ould requirec physical inventories,
and valuation of assets at the beginning and end of each
period. But double~entry accounting, by recognising both
the forus of and rights to capital, enables the accountant
to measure the increase.or decrease of a total canital

by time periods while preserving a running record of
capital fdrms and capital rights.

L, 38 The above refercnce to time and tine periods is
inportant, Incore is capital growth and growth fakes
place through time, Capital is wealth used productively.
The measure of its productivity is its increase or growth
per unit of time. Income as an account lacks significance
unless reléted to the capital useg in its generation

and the tine necessary for its generation,

k.39 Just as econorics (being concerned with
wealth) uses value as its comon denominator, £O
accounting (being concerned with capital) uses exchange
prices as its comnon denominator, The measuring’stick in
each Ccase 1is the sane -~ nonetary unit - which perhaps
explains why the two'concepts, price and value are so

often confused.



-00=

b bo Hlstorical accounting uses exchange prices
rather than values as its comron denoninator because
accounting is factual rather than assurmptive, Ace ounting
is concerned with what was done rather than what might
have heen done or what iay be done in the future,
Accounting 1s transaction based because it is concerned
only with these actiqns which were taken, not the
6pportunities foregone or anticipated for the future.
Thus the ™alues" of concern to accounting arerthose
established Dy exchange - the prices agreed to by the

two parties to the transaction,

R To understand the importance of exchange
prices 1in accounting it is necessary to recognise the way
in which capital 1s used in the operation of a business.
Each business is organised for a specific econonic
purpose, JTo achieve this purpose.the éapital funds of the
business are used to acquire buildings, equipment, tools
“and inventories and tg pay operating costs. These
comrtments are made in the expectation that thyy will
recsult in products or services which can be exchanged for
liquid capital, If the liquid capital inflow from such
exchange exceeds the comuritted capitél outflow; an incorne
(increase in capital) results., Ths committed capital
outflow is measured by the exchange prices which applied
to the transactions incurred at the time the capital wag

cormitted,
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¥ 4o Committed capital differs from liquid capital
because it has been comnmitted to income production, Liquid
capltal can be used for many purposes; for paying debts,
for distribution to stockholders, for paying taxeé, and
for naking additﬁ.onal comnitnents, Bu.t comrnitted capitval
has only one use; providing the goods and services wvhich
can be‘convertedﬁinto liquid capital by future exchange,
Accordingly, a change in the "alue" of an asset at any
tine after capital has been commiitted in it and before

the capital so committed has been recovered, in whole

or part, through exchange, has no effect on the capital
comtitted, Because accounting is concerned with caplital
used for production rather than wealth used for consumption,
the amounts of capitsl employed in production do not change
until the purpose of the commitment has been realised,

Hok3 If capital increase or decrease (income or loss)
is to be measured by time periods, capital commdtiients mast
be assigned to time periodé. T'or a single tinme period this
requires a measurenent of the previously committed capital
which has expired during the time period. It does not
require a "waluation" or re-statement of the cormitted
capital which remains for application against future tine
periods, If the income to bc reported in future tine
periods is to be a proper measure of the increasc in
capital resulting fronm actions taken, the copital cormittea
for future tine periods must be éarnied at the anounts
cormitted until the purpose of the ccinalinent has Leen

realised,
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FIXED ASSETS AUD DIEPRECIATION
LR The recoimendations on accounting principles
of the Institute of Chartered Accountants, England Wales
concerning the naturc of fixed assets, depreciation,
balance sheet and profit . loss account, as are relevant
to the subject of our study are reproduced belows
h s Fixed assets, vhatever be their nature or the
type of business in which they are cemployed, have the
fundamehtal charécteristic thétvthey are held with the
objéct of earning pevenue and not for the purpose of sale
in the ordinary course of business, The anount at which
they are shown in the balance sheet does not purport
to be thelr realisable value or their replacement value,
but is normally an historical record of their cost less
anounts provided in respect of depreciation, anortisation
or gepletiorn,
4. 46 Depreciation represents that part of the cost
of a fixed asset to its ovmer which is not recoverable when
the asset 15 finally put out of use by him, Provision
against this loss of capital is an integral cost of
conducting the business during the effective commercial
1life of the aéset and is not gependent upon the amount
of profit eamed,
L 47 The assessment of depreciation involves the
consideration of thrce factors: the cost of the asset,

vhich is known, the probable value realisable on wltina*e
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disposal, which can generally be estimated only within
fairly wide limits, and the length of time during which

the asset will be conmmerciglly useful to the undertaking,
In most cases, this last factor is not susceptible of
rrecise calculation, Provisions for depreciation are
therefore in nost caées natters of estiﬁation, tased upon
the avallable experience and knowledge, rather than of
accurate determination,: They féquire agjustuent fron tine
to time in the 1light of changes in experience and knowledge,
including prolongation of useful life due to exceptional
maintenance expenditure, curtailment due to excessive use,
or obsolescence not allowed for in the original estimate

of the commercially useful life of the asset,

4 48 - Provisions for depreciation, amortisation and
depletion of fiked assets should be applied on conslstent
bases from one period to-another, If sdditional prowlisions
‘prove to be necessary, they should be stated separately in
the profit and loss account, ‘here practicable, fixed
assets in existence at the balance sheet date should
nornally be shown in the balance sheet at the cost ang the
aggregate of thé provisions for depreciation, amortisgtion
and depletion should appear as deductions therefrom, The
extent to vhich these provislons are being kept limquid will
theon be ascertaina¥le from the balance sheet as a whole,
.49
true and falr view of the state of affairs of the company

The function of a balance sheet is to give a

as on a pga.rticular date, A true and fair view inplies
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appropriate classification and grouping of the items and
therefore the balance sheet needs to show in summary form the
amounts of the sharc capital, reserves and liabilities as on
the balance sheet date and the amounts of the assets
representing them, together with sufficient information to .
indicate the general nature of the itemns.

4,50 A true and fair view also implies the consistent
application of genepally-acceptgd principles, MAssets are
nornally shown at cost less amounts charged against revenue
to amortise cxpenditupe over the effective lives of. the
assets or to provide for daiminution in their value, A
balance sheet is therefore mainly an historical document
which does not purport to show the realisable value of assets
such as goodwlll, land, bulldings, plant and nachinery; nor
does it normally purport to show the realisable value of

- assets such as stock-in-trade, Thus a balance sheet is not
a statement of the net worth of the undertaking and this is
norrally so even where there has been a revaluation of

assets and the balance sheet amounts are based on the
revaluation instead of on cost.

4,51 The gcneral aim of a profit and loss account
should be to show a true and fair view of the profit or loss
of the year, before.and after taxation, based on the
consistent application of recognised accounting principles,
The account should be presented in a form which afforas

as clearly and readily as circunstances permit a

conparison with the results of previous yecars.
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THE NATURS OF FUNDA.FTAL ASSTPTIIGS
O YWHICA PA3T I (F 3% REPORT IS RiSED

UL DA Tal ASSU:FTIONS

5 Many statenmbs and / or assunptions have
been nade inPart I of theReportlFor the present, I proxosc
to deal with only two fundamental asswiptions on wlhich the
entire theme has been presented, These are;
1. Provision for depreciation based on historical
cost leads to capital erosion by its failure to
Provide adequate funds needed for rejlacenent
of asscts at increased prices as a consequence of
inflation,
2, Capitsl in business enterjrises needs to be
protected a.alnst fall in values as a consequence
of inflation,

TiE TINCTIQN Of DEPRTECIATICH Tii ACCQOUNTIIG

5.2 Historical cost of depreciable assets is a
deferred charze to be deducted fronm revenues during the
useful life of the asset. Depreciable assets eventually
wear out or becone obsolete, In order to avoid less of
capital invested in these assets, the capital uust be
recovered during the Jeriod of its econoiniec usefulness in
the business, The process of accounting for depreciation
is designed to facilitate this recovery of canrital through
sales revenue, The emphasis in accounting is that the true
function of depreciation charpes is that they are costs to be
recognised in deternining net income,
5.3 The International Accounting 3tandard IAS % on
Depreciation Accounting ans>roved in July 1976 states:

. .'Degreciation is the allocation of the denrecigble

anount of an asset over its estimated useful life,

Depreciation forthe accounting period is charged twx
incoile either directly or indirectly,!
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The assumption that the basic function of depreciation is to
provide funds for replacement of the depreciable assets has

no foundation in accounting, If it were so, recovery of
capital throush depreciation charges recovered fron sales_
revenue, would not be a ailable for other purposes such as for
redemption of loans, Acquisition of business assets either
for the first time or subsequently as replacenents are
normally to be finmeced by a combination of equity and

debt in reasonable proportions, Recoveries of such capit;l
through depreciation charges on assets earned through Trevenue
are, hovever, legitimate sources for redemption of “debts

in general and in particular those raised for their acquisition.
The assuned function of depreciation to provide funds for
replacement naturally has no place in the International
Accounting Standard on Deprecigtion Accounting,

5,54 The point of view fhat depreciation charges

should provide funds for replacement of assets reflects the
managenentts conception of what should be accomplished by
depreciation charges in furtuerence of business interests.
Accounting, hovever, needs to be impartial as between different
interest groups and concepts such as justice, truth and
fairness in financial statenents are fundamental to accounting
principles,

5.5 Even so, it would be worthwhile to examine the
valldity of the assertion oi the current value

theorists that provision for depreciation based on historical
costs leads to capital erosion by its fallure to provide

adequate funds in the context of inflation,
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Tiid ADEJJACY OF DaPRSCILTICH BASID Qi HISTORICAL CO3TS

5.6 The concept of the tinme value of noney is too well
known to need any exdlanation here. Recovery of capital
invested in depreciable assets is recoversd through sales over
the economic life of the assets, Funds made available through
these reocoveries may be used for investilent in business assets
which carm the going-rate of retum, Alternatively they nay

be used for the retiremesnt of debt, which results in the saving
of interest charges which would otherwise be incurred, & third
alternative may be the profitable exyloyuent of these funds
outside the business, Whatever be the alternative uses to which
these funds may be put to, it is evident that they eccrmn a rate
of return which conpounds vith tine,

5.? Dapreciation methods followed in India are principally
of two types, The uritten-~down-value iicthod 1s the one

relevant for tax purposes in our eountry, 1In addition to thils,
the straight-line ucthod is also jeraissible for deteraining
the surjlus available for dividends in the case of limitad
companies, to be calculated in the manner prescribed under

the Indian Companies Acte. I'or the purpose of illustration

that follows, a rate of 10% for depreciation under the written
down value nethod is assumed as an exaudle, This would
corresyond to a 22-yesar life period leavihg 1°% of the original
historical cost as the assumed salvase value

-at the end of the asset 1life, The equivalent straight-

line depreciation rate is 100/227 or ap roximately %.57

per annui, Current rates of return net of tax



are assuned at four different levels, namely, 6,8,10 and 12%
per annun at which rates the annual cash inflows on account ol
depreciation funds are compounded, Tae accumulated asmounts

T ¢ in terus of {s) f times of the
thus conpsuted, expressed in terius ol nunber ol tliles Oi

oririnal historical cost of the asset, are tabuwlated below:

Post-tax Rates Cunulztive Funds at the end of 1life
of Return of the agssets - Numver of times the
% orisinal historical cost
Written Down Straight Line
Value Basis vasis
6 2.29 1.77
8 3.06 ‘ 2,18
10 %, 12 2.70
12 5,55 3.8

The guidelines on price-fixation issucd by the Hinistry of
Economic Affairs stipulates a dnimum post-tax rate of return
of 10%. Actual rates allowed are in the region of 12 to 15%,
In comparison with the general price level indices over any span
of 22 years in India, the generation of funds, out of
depreciation vased on the so~called 'out~of-date historical
costst is very ncarly equal to if not imore than that required
to effect the effect of inflation,

5.8 In further proof of the above fact, the exverience
of Tata Iron and Steel Company Ltd, over a period of 52 years,
compiled with reference to the company's published annual

accounts are indicated below:
(Rs, crores)

As on 31st Gross Depre- Borro- Paid-up Capital
March.,,.. Blocit ciation wings Preference Rquity
_ Shares Shares
1926 20.8 5.9 6,7 7.7 2.8
1940 177.9 55.0 7741 11, % 20.7
1978 %38.5 282.5  37.7 11,4 20,7

Bonus shares forming part of the paid-up capital are excluded,
since they resresented capitalisation of retained profits
and did not involve fresh capvital brought in by the share-

holders. Share premiums, being equity contributions in cash,



have been included as part of said-u) copital., The comdany
has pald all preference dvidends uplolate. Excedt for a
brief s»yell of 5 years during the later half of 1920s,
han sorie dividends had been »said ri_at through all the years.
Div1den¢s Dald on deferred shares wien they existed were ot
fantastically high rates., Dividends paid during the 1940s

were in the region of 3 to L% on ordinary shares, Durin; the
recent years when some dividend restrictlons were imposed,
they lamented that they could not declare more, For the
3 years ending upto 1981, the company has undertaken not to
declare more than 12% on ordinary shares, as a condition when
new prices were sanctionad by the Governnent, Tor nearly
three decades if nct nore, immediately precedins the latest
‘fingncial year upto which accounts have been closed, the
products of the company were subject to >rice controls.
- Depreciation was »rovided on historiczl éosts,
5,9 Trom the figures quoted in para 2,7, the
followinz conclusions are evident:

1, During the 3% years from Ist April 1926 to 31st

Harch 1960 the coilpany financed additions to fixed

assets out of-
(Rs. crores)

(a) Shareholders! funds 21.6
(b) Borrowings 70
(c) Internal generation of funds 65.1

acgregating to Rs.157,.,1 crores,

2, During the 18 years, from Ist fpril 1960 to

' 31st iarch 1973, vhen the company!s prolducts
were subject to price discipline and depreclation
drovisions were made on historical costs the
conyany added Rs.200,6 crores to their L,:c'oss block
of fixed assets, Shareholders brought in no
money during this period, UNet additional borrovings
during toe sare neriod atiounted to Rs,10 crores.
Internal generation of funds made available
for finanecing fixed assets afprezated to moro
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than Rs,250 crores, uostly redresenting depreciation recoveries
earming compounding rates of return, The Coipany describes
nost oi the additions to ;ross block as replacenents and / or
nodernisastion,

5.10 y On the top of this, the Directors' Report to shareholders for
the vear ended on 31st ilarch 1978 contained the followlng observations:

"our excellent present Tern Debt/Equity ratio of 0,20:1. »rovide
soine indicationn of the company's substantial capacity for
additional teni borrowings."

5.11,. . The same Directors! Report laments the price increase
sanctioned by the Government as a disappointment,
5.12 - Innunerable exanples of actual business: conditions of siailar

kind can be quoted, which are within my knowledge and experience.

PROTECTION AGATHNST TUFLATION ™

5.13 The second assumption that capital and busiﬁess enterpyrises
Needs to be protected.against fall in values as a consequence of
inflation is an unjustifiable proposition, Shorn of all paraphernalia,
what is implied, in effect, is that the investments by equity share-
holders in companies shouald be protected against fall in values as a
Consequence of inflation to the exclusion and at the cost of other
segments of society, Business is financed out of equity and debt in
Teasonable proportions, as already pointed out. It is not the case of
the current value theorists that lenders of capital who contribute
almost twice, if not more, the contributions made by shareholders
towards acquisition of business assets, need to be protected azainst
such fall in values, What is advocated is that such protéction is only
for the benefit of equity sharecholders! investments in business
concerns, This will be evident from thé fact that the debt -equity
Tatio of nost companies in the private sector are 2:1 or even nore in
favour of equity and borrowings are to bé repaid only in specified
amounts of ioney, not subject to any adjustments for variations

in the purchasing power of ioney.
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51l ‘ihen the purchasing power of money has fallen in &
country, there 1s nothing which can really be protscted againet
erosion of capltal., Even the mcney invested in bank deposits
1s subject to this fall in terms of real value., 4 major

source of loanable funds made available to business concerns

is the savings of the community in general channelised through
the conntry's banking system, Even the life-tiwe sovings

of the employees in the form of provident fund and other
superannuation funds sre subjeet to fall in values as a
conseéquence of inflation., It is not the case of current valve
theorists that 211 these sectionz of the coamunity should

be protected against the consequences of inflaticn, even though
it iz precicely the savings of these sentions with which business
assrts are in most part financed, Since the falling purchesing
pover of money erodes capltal saved of all ssctions cf the
community, expressed in monay terms, if one sectlon of the
community viz. aquity cherehclders of companies 2r2 to be
protected sgainst inflaticn, it weuld only mean that 1t has to
be at the cost of the otrer segmentes of the soclety, This ie

so because such protection igs feasible only through lncrecsod
prices to consmers snd/or reductions in the remureraticn
paysble to employees and oth=r factors of production, By what

. right this particular section of the community is to be
entitled to this kind of privilege at the expense of the other
cections of the community has to te established, We cannot
legitinately proceed on the premise that accounting prineciples,

rvlesz or precedures should sarve only a spascial interest,
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CHAPTAR 6., .

JUSTICE, TRUTH AND FAIRNELS
IN FINANCIAL STATEMENTS

FINANCIAL STATEMENTS ARE INTSNDED TO
SERVE DIFFERENT INTERIST GROTPS

The accounting research study by the American

Institute of Certified Public Accountants (AICPA) on "A Ten-

tative Study of Broad fccouinting .Prineiples for Business

Erterprlses" referred to in Chapter 1 of Part II of this,Roport
malzes the
é}ollow1ng obeervationq in its introductory chapter:

dccounting supplies much of the comprehensive and
dependsble information that the management needs to
control and adminiester the resources in its charge
efficiently and productively., It also supplies the

. data thet management needs to fulfil its responsi-
bility to report to owners, creditors, government

and others with bona fide :dinterests. "In turn, therse

.owners, creditors, governmént and others rely on

accounting reports to assist them in determining and
evalurting the performance of management and the
buriness system,

The accounting principles have, therefore, to be designed

‘to meet the neade of all interested groups. .

6,2

Mr, Paul Gredy in his comment s oﬁ thie treatise

p01nted ouf-

6.3

Acccuntlng serves many purposes in the brosd fabric

kof Incorporated business enlerpriser, the woct important

i1s to suppiy » comprehensive and dependablu information
requirad in order thet manwgemnnt may fulfil its fidu-
clary accoudtub*Ll?y vo stoeck-holaers, creditcrs,
governments and’ others having bonas fide intereets. The
principles-of financial accounting in corporate business
enterprises logically and usefully may be classified in
relation to these fiduciary accountabllities,

The preparation and presentation of periodical

financial statements of corporéte énterprisés are the primary

responsibilities of those in management in their fiduciary

relationshlps with the varilous iInterest groups indicated

earlier, By snbjecting thece financlal stastements to serutiny
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and certification by professional accountants, credibility

1s sought to be established to the effect that tbe financial
statements prersented by those in charge of the affairs of
corporate enterprises do represent a true and fair picture of
their financial condition and performance, in the context of

such fiduciary relationship.

CRITERIQN OF USEFTL, PURPOSE

6.l Many forces have been at work in trying to shape
the specific content of sccounting and of published financial
statements in recent‘times; The 'usefulnhess! és a criterion
is usually stressed in,all:these endeavonrs,

6,5 Dr, Mawrice Moonitz, Ph,D.,, CPA, points out:

Mnyone who stresses 'ugefulness' as a criterion, in
accounting or elsewhere, must answer two pointed
questions - useful to whom? and for what purpose?

And herein lies the danger, We could easily be

trapped into defining accounting and formulating its
postnlates, principles and rules in terms of some
special intereest, such as the business community, or
the regulatory sgencies, or jnvestors, or tax collectors,
But accounting hss been us2d in the affal rs of

private business, regulated and unregulated of profit-
motlvated enterprises »s well as non-profit ones, of
illegnl as well as legal enterprises of socially
undeslrable as well as desirable entities, of
organlsations in socialist, fascist, or communist
states as well as those in free enterprise societies.
We camnot proceed on the premise that accounting is the
monopoly of one group, whether that group is

concerned mainly with the development of the accounting
process or with its end-product in the financial

sta tements and reports, ‘

6.6 in eminently satisfactory applicabion of the
criterion of useful purpose is set forth in the following
passage oll page 7 of Accounting Research Bulletin No_.43 of

the Mmerican Institute of Certified Public dcm untantss
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Accouvnting is essential to the effective functicning of
any business organisation, particularly to the
corpcrate form. The test of ‘the corporate systiem

and of the special hasz of it represented by
corpcrate accounting ultimately lies in the

resylts which are precduced, These rosults must

be judged frcm the standpoint of society as a whole -
not merely from that of auy group of intersested
persoas,

JTSTICE, TRUTH sMD FAIRNESS

6,7 In the accounting research study publiched by
MICPA on«'The-Basic.Postulafes of Accountlng! by Maurice
Moonityz, .Ph.D, CP4, the following.observations-are found:

T1timately, the resuits of any purposiva hvmen
activity must be jidged in the 1light cf the value
Judgements inherent in ethlcal cozcepts,

6.8 Mr, Leonard Spacek ¢ommented:

Tais would involve such matters as 'juctice, truth
snd fairness!, Th2 one basic acenunting postulare
underlying accounting principliles ney be stated as
that of fairness - fairness to'sll sagmente of the
‘business cormunity (management, labour, sharchoslders,
creGitors, curtoners and the public) determined and
measured in the liegnt of the e~ond ‘¢ apd polltical
environmznt and the modzs of thougl.. and cnstoms ol
all sepnents ~ to tha ond that the ccoounting
principles based upon this postnlate shall produce
Tfinanpcial accounting for the lawfully esieb!lshad
economic rights and interests that 1s fair to all
segmente. -

'6,9. . -Mr, D.R. Bcott, in his article on.'The Basis for
Accounting Principlest! gives the follewing 'gencral statements
in whiéh he relates"accounting ruies ard procedures to
underlying principles':

1, Justice ~ equltahle treatment shculd be accorded

to 81l interests involved in *the financial
situation covered by the accounts,:
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2, Truth - accounts must not be made a means of
misreprecsentztion,

3, Fairness - accounting rules, procedurexs,etc.
shonld not serve a special lnterest,

He adds two other itéms which he states are subor-’

G@inate to the three listed above:;

4, Adaptabllity - sccounting rules, etc, must alliow
for changing economic relations, -

5, Congistancy - rules, ete,, should naver be changed
arbitrarily or to serve temporary purposes.

- In a field such as accounting these concepts am

their Implicatibns cannot and should not be ignored.

ARBITRARY CANDITIONS

6.10 The discussions in preceding two chapters would-make
it aburdantly clear that the 'accounting principles?! |
propagated by current value theorists lead to arbitrary
conditicong relating to valnation, As to valuaticns of
fixed assets, we need only consider the variety of
appralilsals that can be obtained on request; The observed
stress 1n present day accounting on 'objectivity!

and on 'historical Cost! and the wide-spread

antipathy to ‘'appraisal!' and to value not based

on an exchange are not merely the problem of evidence
for the accountants but more the problem of arbitrariness

involved in suych valuations.
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6,14 Subjective judgements became necessary under conditions

of the kind referred to in paras 4,20 to 4,22 of Part ITof this Repor’
1f a valuation has to be made. The Accountanté' reaction undexr these
circumstances is naturally one of 'conservation' which represents in
essence merely a ccunsel of caution.
6,12_Accountan£s generally hesitate to récognise a favourable

change iﬁdicated under arbitrary-conditions 'too early'! because it
may never be 'reéiised' and the party to whom the benefit flows may

prematurely demand his share or act on the presumption that it is his,

REACTIONS OF THE ACCOUNTING PROFESSION
AND THE WORLDWIDE POSITICN

6,13 Accounting for the effect of inflation is a subject that
has been considered, written about and discussed for many years by the
Accountants throughout the world. These will undoubtédly reveal the
widespread reluctance to adopt a formalised system of reporting other
than 'historical cost! accounting and the reasons therefor,

6.14 The accounting profession is in the inequitable situation
of being responsible for financial statements of truth and falrness
without the commensurable authority to base these statements upon
principles in which it believes: |

6,15 The discussions paper on "The Statement of Changing Prices in
Finanéial Statements -~ A Summa;y of Proposals", published by the
‘Inter—national Accounting Standards Committee in March 1977 reflects
to position upto Novenber 1976 in various countries. This may not
need a reproduction here. However, it may be relevant to indicate -
the ﬁosition as obtaining in the most industrially advanced coun-—
tries of the world amongst the member countries of the above

International Body.
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6,16 UsSerA, = In August, 1775, the Security Exchange Commission

(SEC) notified that it proposed to amend its regulations sO as to
require certain replacement cost data in notes to corporate financial
statements. The SEC received some 350 letters of cemment, most of which.
urged delay. About 90 per cent were reported to be negative (Refer
'Replacement Cost Accounting; ACPA's View' by Robert W. Barliner R.
Management Accounting December 1977; and 'Replacement Cost Accounting
Plan adopted by SEC!', Article in the Wali Street Jaur?al 25 March, 1976
.However, SEC judged that the information was presentlv needed by
investors and should not await the development of Qetailed procedure.
Iy encouraged a degree of experimentation and expected some
improvisation and subjectivity. The SEC in March 1976 amended its
regulations to [?equiany company with inventories and gross fixed
assets which tocgether aggregate more than United States § 100
million, and comprise more than 10 per centof total assets to
disclose replacement cost data. HOWever, a description of the methods
employed and the presentation o; other information of which management
is aware and which it bwlievesZ%g g%gsgi%rgeplacement cost data from
being migleading, are required to be disclosed.
6,17 Cermany

The Accounting Standard issued in Octcber 1975 by Institute
der Wirtescherftsprufur in Deutischland o0.B recommends that supple-
mentary information be presented in the financial statements of public
companies and other enterprises that prepare an annual report to
Stockholders, The information is referred to as the 'Fictitious Profit!
and is comprised of the additional depreciation of cost of goods sold
that could be determined if a replacement cost value had been used

reduced by .the proportion of the inventories of fixed assets

that are financed by other than equity capital
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UKo ~
“helgd
In July, 1977 ax@fbrenduﬁ‘é by the Institute of Chartered

Accountants, Engaland and Wales resulted in a majority voting against
any compulsory reporting of current cost accounting data in financial
statements.

6.19. Canada -

The guideline approved in November 1976 by the Canadian
Institute of Chartered Accountants does not require the presentation
of general price level information, However, it suggests that, if such
information is presented, it be presented as information supplementary
to historical cost financial statements and include certain balance
sheet and income statement items.

6,20 France -

The report of the National Planning Commission issued in
November 1976 recommends that, in a preliminary experimental period,
listed companies be required to produce a supplementary statement in
which their results and financial position are determined on a basis
which ;eflects changes in the general level of pricaos,

6,21 Belgium -
The Octcober 1976 Royal Dgcree on Financial Statements of

Enterprises indicates that historical cost is the basic principle of

valuation.

6 .22 CONFLICT

The concept in which accountants generally believe do

not restrain or restrict the conpilation and presentation of other
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kinds of accounting or statistical data for international purposes Or

as supplementary information included in a published report as part of
éhe disclosure of significant information and as an aid to interpre-
tation of the financial data. In administering the enterprise, busines:
managements always have needed and always will néed data ocutside
the formal financial statements. Accountants see no conflict in thise
6.23 Principles of Accounting, however, should not be formulated
mainly for the purpcse of making good or vaiidating, so to speak, the
principles of sound dividéd, pricing or tax policy. We cannot slip
into acceptance ofaccounting principles which are not independen#
expressions of the resulis of accounting consideration but instead
simply validate the policies established by one or more of the
dominant groups of vested interest.
NATIONAL INTZIREST
6.2% It would appear that subtle but powerful influences are exerting
their pressure on developing natiohs, directly or indirectly, for intr
ducing ‘'accounting reforms':ieﬁdiﬁé to current value statements and t
abandolligntof *historical cost! conéépts. National interést, howevrer,
would ®&mand that a Careful examination of the prohlems éuch as these
need speclal attention before we embark upon a course which even the
advanced countries fear to treads
(1) Will the current value concepts as propagated lead to
financial statements that would reflect justice, truth.and
fairness to all the segments of society?
(ii) Will they lead to financial statements that are intended to

support increased claims for repatriation of capital and./oxr
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returns on foreign investments in the country?

(iii) In a free market, will the application of these concepts
lead to artificially inflated costs and returns that may
be used to justify reduced remuneration for other factors
of production? |

(iv) Under conditions where prices are subject to control,
will the application of current values result in claims
for increased prices setting off in their turn another

spirglling inflation which we strive to contain ¢
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