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General Editors' Preface 

The last few years have been very exciting for research in finance and 
accounting. An enormous amount has happened, and in many cases 
traditional thinking and traditional solutions have been completely 
overthrown. At the same time it is quite clear that research into the 
theory and, perhaps even more important, into British empirical 
evidence will continue to accumulate rapidly. While this is fine for 
the researcher in his detailed specialist world, it is not so good for 
the student who wants to acquire a relatively straightforward but 
up-to-date overview of the subject. 

The 'Macmillan Studies in Finance and Accounting' set out to 
provide short, reasonably critical surveys of the developments within 
the various specialist areas of business finance and accounting. The 
emphasis in each study is upon recent work, but each topic will 
generally be placed in a historical context so that the reader may see 
the logical development of thought through time. Selected biblio
graphies are provided to guide readers to more extensive works. 
Each study aims at a brief treatment of the salient problems in order 
to avoid clouding the issues in too much detailed argument. 

Unfortunately it is inevitable that in a few areas the level of mathe
matics will be rather near the limit for some students. This is because 
the rigorous methods of statistics, econometrics and mathematical 
economics have made a considerable contribution to the research 
achievements in the subject. Thus, although all the authors in the 
series have tried hard to make their presentation as lucid as possible, 
there is a point beyond which mathematical arguments cannot be 
explained non-mathematically except at a superficial level. Never
theless intuition can go a long way and many students, even with 
very little mathematical background, have found that the intrinsic 
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fascination of the subject more than compensates for occasional 
difficulty. 

M.J. Barron 
D. W. Pearce 



Preface 

The 1970s have brought rapid change to the accountancy profession 
in the United Kingdom and other countries. Many exposure drafts 
and statements of standard accounting practice have been published. 
The subject which has probably given rise to most discussion is the 
treatment of inflation. This decade may witness the end of the system 
of historic-cost accounting as the primary means of reporting finan
cial information. The high rates of inflation in many Western 
countries in recent years have led to a serious reappraisal of the 
usefulness of historic-cost data. In general, this reappraisal has led 
to the conclusion that historic-cost accounting has serious short
comings, particularly in a period of inflation. 

The initial attempts to resolve these shortcomings involved the 
use of purchasing-power adjustments to remove the effects of infla
tion from historic-cost measurements. However, this approach was 
severely criticised by many accountants, businessmen and others. In 
consequence a more fundamental approach was sought. At the time 
of writing it is expected that historic-cost accounting will be replaced 
in the near future by a method of current-cost accounting. 

The Accounting Standards Committee's Exposure Draft No. 18 has 
been published, but the controversy has not ceased. The draft sets 
out the proposed standard for the application of the method of 
current-cost accounting advocated by the Sandilands Committee. 
Several aspects of Exposure Draft No. 18 have attracted criticism and 
a number of prominent accountants and businessmen are pressing 
for additional time to prepare for the implementation of current-cost 
accounting. None the less it appears likely that current-cost account
ing will soon replace historic-cost accounting in the United King
dom. 

The objective of this book is to explain the developments which 
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have taken place in recent years in the field of accounting in an in
flationary environment. The system of current-cost accounting is 
discussed and, in addition, the prior developments (such as price
level accounting) are examined. In this way it is hoped that the 
present position will be put into perspective. The implications for 
financial and management accounting are considered. 

It will be assumed that the reader has a basic knowledge of 
financial and management accounting, but an understanding of 
particular accounting procedures is not essential. This book is not a 
detailed manual of current-cost accounting. The principles and 
concepts of methods of accounting in an inflationary environment 
(including current-cost accounting) are discussed and illustrated by 
simple examples. The book is intended to explain the conceptual 
nature of recent developments in this area to both students and 
practitioners of accounting. 

In conclusion I would like to express my thanks to Mr Roy 
Cromer and his Word Processing Department at the Ohio State 
University for the preparation of the typed draft and to Miss Debbie 
Jameson for her painstaking work in typing my revisions. My thanks 
are also due to my wife, Maureen, for her encouragement and her 
help with the arduous task of checking my manuscript. 

Manchester University 
January 1977 

Robert W. Scapens 



CHAPTER 1 

Introduction 

Inflation has assumed great political significance during the last 
decade. It is regarded by most people as being associated with un
desirable effects and it has implications for all persons and institu
tions who conduct their economic activities by means of monetary 
units. The accounting professions in the United Kingdom and in a 
number of other countries have given detailed consideration to the 
accounting implications of inflation. Furthermore, in 1974 the U.K. 
government set up the Inflation Accounting Committee, with 
Francis Sandilands as chairman, to consider whether - and if so 
how - company accounts should allow for changes (including rela
tive changes) in costs and prices. In the United States the Financial 
Accounting Standards Board has undertaken a similar enquiry. 
However, inflation is not a new phenomenon; it has been experi
enced by most countries at some stage in their history. Unfortunately 
the nature of inflation is frequently misunderstood. 

What is Inftation? 

Dictionary definitions have generally referred to inflation as an ex
ceptional or inordinate rise in prices. This use of the term appears 
to embrace all price rises which are regarded as excessive (irrespec
tive of origin) and it seems to represent the popular understanding of 
inflation. However, in economics there is no generally agreed defini
tion of the term; nor is there a generally accepted body of theory on 
the subject. Definitions such as - a rise in the general price level, a 
fall in the value of money, and a rise in the money value of the 
national income greater than the rise in its real value - are all 
frequently used to describe inflation. Such definitions have one char
acteristic in common: they all involve a change in the relationship 
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between money and goods in general within the economy. For 
present purposes such changes will be referred to as movements in 
the general level of prices. These should be distinguished from 
changes in the prices of individual goods and services which arise 
from their particular market conditions. 

The general level of prices is determined by macroeconomic fac
tors within the economy. The prices of individual goods and services, 
which will be referred to as 'specific' prices, are influenced by both 
the general level of prices and the particular market conditions for 
the goods or service. Market conditions determine the price relation
ships between individual goods and services. For instance, the price 
of coal may rise more than the general level of prices because the 
demand for coal is increasing as a result of substantial increases in 
the price of oil. In summary, it may be said that the specific price of 
a commodity (e.g. coal) may change as a result of movements in the 
general level of prices and shifts in the relative price of that com
modity vis-a-vis the prices of other goods and services. Only the 
change in the general level of prices should be considered inflation. 
Relative price changes may occur, and accordingly change specific 
prices, even if the general price level is stable. 

The term 'inflation accounting', which has become popular re
cently, appears to imply an examination of the accounting implica
tions of general price-level changes. However, to undertake such a 
study without due regard to the effects of relative price changes 
would be of limited value. In this book the implications of both 
general and specific price changes are considered. It should be re
membered that the implications of specific price changes will still 
be important in a period of little or zero inflation. Furthermore, the 
distinction between general and specific price changes should be 
kept in mind throughout the following chapters. 

Measure~nent of Inflation 

The change in the price of a single commodity over a period of time 
is capable of direct observation and measurement, provided no 
change occurs in the nature of that commodity. For example, the 
price of the output of a silver mine producing silver of a single quality 
can be directly compared over time. However, if a change occurs in 
the quality of silver produced during a period, the prices of the out
put at the beginning and end of that period cannot be directly 
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compared, as they do not represent prices of a homogeneous com
modity. In such cases an adjustment should be made to one of those 
prices to reflect the change in quality of the output. A similar situa
tion arises when advances in technology change the characteristics 
of the product of a manufacturing process. 

When analysing the price changes of a large number of items it is 
impracticable to consider each individually, and, therefore, similar 
items are generally analysed as a group. These groups may com
prise a very small number of almost identical products, for example 
electric typewriters, or they may be framed in much wider terms, 
for example office machinery, or even capital goods as a whole. To 
evaluate changes in the general price level a group which includes 
all the goods and services produced in the economy should be used. 
The use of such a large group obviously involves some special 
problems. 

One method of measuring the price changes in a group of items 
would be to take a weighted average of their separate percentage 
price changes from some base year (the average method). The 
weights used would be chosen to represent the relative importance 
of the individual items within the group. An alternative would be to 
use the value of a particular 'parcel' of those items at two dates, and 
to compute the percentage change in the value of that parcel (the 
aggregate method). The amount of each item in the parcel should 
reflect the relative weight attached to it. By relating the price move
ments ascertained by one of these two methods to some base year, a 
series of index numbers can be constructed. 

A major problem in the construction of index numbers is the 
choice of weights. Where the items are few and their relationship 
stable over time, the problem is easily solved. For example, to cal
culate an index of the prices of metals forming an alloy, in which the 
mix of metals does not alter, an obvious choice of weights would be 
the amount of each metal required for one mix. However, if tech
nology changes and alters the mix of metals, there will be a number 
of possibilities available for use as weights. One could use the mix 
at the base date, at the present date, or at any other date. The use 
of the mix at the present date is favoured by many compilers of index 
numbers, as it relates the index to the current conditions. However, 
that method involves frequent reconstructions of the series as the 
weights change. 

Such problems are extremely important in the calculation of a 
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general price-level index, because of the large number of different 
items comprised within the index and also because prices frequently 
vary with locality. To overcome the practical problems of data col
lection, statistical sampling techniques are employed. However, only 
an index which comprises all goods and services within the economy 
can legitimately be called a general price-level index and a measure 
of inflation. Nevertheless, other index numbers are published and 
are popularly believed to measure inflation. Three categories of 
index numbers are mentioned below: 

(i) National-income deflators - these are usually obtained by re
valuing successive years' national outputs at the prices of some base 
year and comparing this base-year price revaluation with the valua
tion at current prices. Since they apply to the total output of the 
economy, such index numbers provide a measure of inflation as 
defined above. No such index is readily available for the United 
Kingdom; but in the United States and some other countries G.N.P. 
implicit price deflators are published. 

(ii) Consumer-price indices - these may be obtained by either the 
average or the aggregate method and are designed to measure the 
change in the price of a parcel of goods purchased by a representa
tive consumer. In the United Kingdom the parcel of goods is de
signed to approximate the average weekly expenditure of an average 
family. It gives an indication of the extent to which price changes 
affect the average consumer. Such an index is generally considered to 
measure inflation in the United Kingdom. However, many items of 
expenditure are not incurred by the average consumer and accord
ingly are omitted from the index. 

(iii) Wholesale-price indices - these measure changes in all whole
sale prices; but to the extent that they do not measure the prices of 
all goods and services, they represent an imperfect measure of 
inflation. 

It may be concluded that the measurement of inflation is not an 
easy task and certain of the measures popularly used to measure 
inflation are at best only approximations. 

Effect of Price Changes on Financial Accounting 

Accounting practice has evolved to meet the needs of business com
munities for information about their economic activities. The ap
proach was pragmatic - practical methods were devised to meet 
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particular needs as they arose. There was no development of a uni
fied theory relating accounting objectives and actual measurement 
techniques. In constructing accounting theory, contemporary ac
countants have attempted to infer the assumptions which underlie 
traditional practices. One such assumption is the stability of the 
monetary unit. This is obviously an unrealistic assumption in present 
circumstances; but the important question to be considered is 
whether it is a critical assumption in relation to the particular 
problems under review. 

Traditional accounting measures financial position and profit in 
terms of the historical costs of the resources owned and used by the 
business. These historical costs may not reflect the value to the 
business of the resources used in production; the difference may be 
particularly great at times of rapid inflation. This can be illustrated 
by means of a simple example. A sole trader, Mr X, commenced 
business with £1000 cash on l January l9X4, at which date the 
general price index stood at 100. He immediately bought goods with 
the whole amount. These goods were retained until 31 December 
l9X4, at which date they were sold for £1500 in cash; no other 
expenses were incurred and on that date the general price index 
stood at 120. Had Mr X decided to replace the goods immediately 
by identical goods, they would have cost him £1500. 

The profit reported by traditional accounting would be £500 
(£1500- £1000); but is this the most useful way of summarising 
the transactions? Assume that Mr X continues in business and buys 
identical goods on l January l9X5. He is no better off in terms of 
physical quantities, as he can buy only the same amount of the parti
cular goods (for £1500) and he would have no surplus for other 
purposes. Thus, in this instance, his surplus (profit) could be re
ported at zero. Alternatively we could consider the general pur
chasing power available to Mr X. The movement of the general 
price index implies that £1200 at 31 December l9X4 is equivalent 
in terms of general purchasing power to £1000 on l January of the 
same year. Accordingly Mr X's purchasing power has increased as 
a result of the transaction. In this case the reported profit might be 
measured as £300 (£1500- £1200) in terms of3l December l9X4 
purchasing power. 

The above example illustrates, in a very simple way, three con
cepts of business profit - the traditional concept of profit and two 
alternatives which could replace or modify it. Although most writers 
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on this subject have their particular proposals for the improvement 
of profit measurement, a split can be detected in the literature 
between those who propose the use of some general price-level index 
to modify measurement of historical cost and those who propose to 
replace historical costs by valuations at specific prices. 

Effect of Price Changes on Management Accounting 

Recent developments in the field of management accounting have 
emphasised the importance of opportunity costs. It may be argued 
that historical costs are oflittle value in themselves, except in so far as 
they provide an indication of future costs. Managers make decisions 
about activities to be undertaken and, accordingly, need informa
tion about the financial consequences of available opportunities. 
The accepted procedure for the evaluation of alternative courses 
of action is to determine the cash flow arising from each. This will 
provide a measure of the surplus available to the owners of the 
business. To evaluate such cash flows an estimate is required of the 
prices which will prevail at the time when individual inflows and 
outflows of cash occur. 

It is sometimes assumed that it is sufficient to evaluate future cash 
flows in terms of the prices prevailing at the present time (usually 
called 'current' prices). However, optimal decisions may not be 
reached if selection is based on current price estimates offuture cash 
flows. The surplus available to owners will arise from the actual cash 
flows (i.e. at future prices) and a ranking of alternatives based on 
such cash flows may differ from the current price-based ranking 
(except when all relevant prices change in concert, as for instance 
when relative prices remain unchanged in a period of inflation). 
Relative price changes may make certain alternatives more desirable 
than others. 

The only completely satisfactory treatment of inflation and rela
tive price changes in this area of management accounting is to 
evaluate future cash flows in terms of the expected monetary inflows 
and outflows. If cash flows arise over a period of time they should be 
discounted to a present value by a discount rate which includes a 
factor for inflation. In other words, the discounting process should 
make adjustment for the fact that a cash flow at some future time 
will possess less purchasing power than a similar amount of cash at 
the present time. 
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Plan of the Book 

In this book the implications of changing prices will be discussed in 
the context of two major areas of an accountant's work - the pre
paration of published financial statements and the presentation of 
information to management for decision-making purposes. Chapter 2 
indicates the historical development of interest in the subject of 
accounting for changing prices and outlines accountants' reactions 
to some of the notable inflationary situations of recent history. 

The preparation of published financial statements is discussed in 
Chapters 3 to 6. Chapter 3 examines the theory and Chapter 4 the 
application of constant purchasing power accounting (also called 
general price-level accounting), which has been advocated by pro
fessional bodies in several countries, including the United Kingdom 
(in the early 1970s) and the United States. Current-value account
ing, including the recommendation of the Inflation Accounting 
(Sandilands) Committee in the United Kingdom is discussed, in 
Chapters 5 and 6. In Chapter 7 it is argued that the choice of a 
method of accounting to be adopted in practice should be deter
mined by the objectives of publishing the financial statements and 
that insufficient attention has been given to these objectives in recent 
years. 

Chapters 8 and 9 examine the implications of inflation in the field 
of management accounting. Adjustments for expected price fluctua
tions in capital-project appraisal are illustrated in Chapter 8. Finally 
in Chapter 9 there is a discussion of the treatment of expected price 
movements in short-term planning and the adjustment for price 
variances in control reports. 



CHAPTER 2 

Historical Developments 

The current concern about the implications of using traditional 
accounting methods in a period of inflation is not unique. Account
ants in many countries have from time to time raised questions such 
as that asked in the United States by Middleditch in 1918: 'Should 
accounts reflect the changing value of the dollar?' 1 Such questions 
have generally coincided with material rates of inflation. However, 
in recent history periods of relative monetary stability or even defla
tion have generally followed periods of inflation, and the cyclical 
pattern has hindered the introduction of revised accounting prac
tices. The movement towards reform during a period of inflation has 
frequently lost momentum with the return of relative monetary 
stability. 

The more severe periods of inflation have generally been associated 
with wars. During the period immediately following the First World 
War there were exceptionally high rates of inflation in Germany 
and, to a lesser extent, in France. Some interesting proposals were 
advanced by accountants in those countries during that period. 

The Ger111an Experience 

The fall in the value of the German mark reached very great pro
portions by the end of 1923. The gold equivalent of I paper mark in 
1914 would buy 1,000,494,971,000 marks in December 1923. Such 
variation in the value of the monetary unit gave rise to a number of 
accounting problems. For instance, a businessman in Germany at 
that time could not measure growth in his sales volume by comparing 
the paper value of, say, sales in December 1923 with those in 
January of that year. Such comparison violates the basic mathe
matical principle that dissimilar items cannot be compared. 
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The general reaction of German businessmen to this massive de
cline in the value of money was to use the current price of replacing 
resources as a basis for decision-making. This was the accepted 
method of maintaining the physical capital of the firm. For instance, 
a commodity which had cost 10 million marks to acquire but would 
cost 50 million marks to replace at the date of sale would be offered 

for sale at 50 million marks plus a profit margin. In circumstances 
where it was difficult to ascertain replacement costs, it was suggested 
that the businessman should construct an index of prices for the 
goods normally purchased by his business. If the index had doubled 

since the date a particular item was purchased, that item should be 
offered for sale at twice its original cost, plus a profit margin. 

Certain German academics suggested that replacement costs or 
adjustments based on an individual-business price index should be 
incorporated into financial reporting. Such a proposal may be com
pared with the simple example used in Chapter l. It may be recalled 

that Mr X commenced business with £1000 on 1 January 19X4, and 
immediately bought goods with the whole amount. These goods were 
subsequently sold on 31 December for £1500; no other expenses 
were incurred. The replacement cost at the date of sale was also 

£1500. If replacement cost is used for financial reporting the £500 
difference between original cost and the replacement cost at the date 
of sale will not be regarded as a part of the reported profit, which 
would be calculated by deducting the replacement cost of goods sold 
from the sale proceeds. In this example there is neither profit nor 
loss ; but if the sale proceeds exceeded £ 1500 a profit would be 
recorded; if less, a loss. 

Although replacement costs were in common use for the day-to
day running of German businesses during this period of inflation, 
the annual financial statements were commonly prepared by other 
methods. The method most often used as a supplement to historical

cost reporting was 'balance-sheet stabilisation in terms of the gold 

mark'. The supplementary balance-sheet reflected changes in general 
purchasing power through adjustments similar to those based on a 

general price-level index. The gold mark was assumed to have con

stant purchasing power and a change in its paper-mark equivalent 

assumed to represent a change in the purchasing power of the paper 

currency. Each entry on the historical-cost balance-sheet was re
stated in terms of gold marks. For instance, cash was stated in gold 

marks using the paper-mark equivalent at the balance-sheet date, 
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whereas fixed assets were restated using the paper-mark equivalent 
at their acquisition date. The difference between the opening and 
closing balance-sheets, stated in terms of gold marks (assuming 
appropriate adjustments for new capital and distributions), measured 
the profit for the period. 

One reason for the widespread use of this method of balance-sheet 
stabilisation was its simplicity. The necessary adjustments were 
analogous to the adjustments used in accounting for foreign-exchange 
transactions. A further reason was the legal requirement that all 
German businesses were to prepare an annual balance-sheet ex
pressed in terms of the paper currency. Such a balance-sheet could 
not easily be prepared from an accounting system based on replace
ment costs, or which included integrated adjustments for move
ments in an individual-business price index. An additional factor 
favouring stabilisation in terms of gold marks was the failure of the 
taxation authorities to recognise (for the major part of the period of 
inflation) the fall in the value of money. This meant that accounts 
based on historical-cost conventions were required for the assess
ment of taxation. Accordingly, the stabilised balance-sheets were 
reported as supplements to the traditional historical-cost financial 
statements. 

With the introduction of the Rentenmark, towards the end of 
1923, and the restoration of the gold mark early in 1924, the German 
economy eventually returned to a more stable monetary unit. This 
was accompanied by a return to the strict adherence to historical 
cost as the basis of accounting and an abandonment of practices 
adopted in the period of inflation. 

Reactions in France 

The post-1919 inflation in France was far less dramatic than the 
German experience, but nevertheless provided the necessary stimu
lus for a number of French accountants to consider the difficulties 
created by an unstable monetary unit. During the period 1919-27 
prices in France approximately doubled, although not all prices 
responded in a similar manner. 

In France, as in Germany, the method adopted for financial re
porting was the simplest of all the proposals. It was the equivalent in 
francs to the gold-mark stabilisation used in Germany. The book
keeping records were maintained in terms of the paper currency and 
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the resulting balances were corrected to give a balance-sheet in 
terms of gold francs. The pre-1914 franc was referred to as the gold 
franc, as prior to that date the currency was linked to the gold 
standard. Accordingly entries on the gold-franc balance-sheet were 
expressed in terms of 1914 purchasing power. 

This reaction of professional accountants in France (i.e. the choice 
of the simplest method for financial reporting) provides a close 
parallel between France and Germany. Another reaction, similar in 
the two countries, was the use of replacement costs in setting prices. 
It may be concluded that the reactions to inflation were similar in 
Germany and France. However, it is possible that the German 
experience, which occurred earlier, moulded attitudes in France. 

The United States and the United Kingdon1 

Although the United States and the United Kingdom did not ex
perience inflation in the 1920s on the scale of Germany, or even 
France, the memory of the increases in the general level of prices 
during the war years stimulated some British and American account
ants to consider the implications of monetary instability. However, 
attention in the United Kingdom was restricted to the implications 
for taxation policy and depreciation provision. The effects of infla
tion on tax payments was particularly important in the United 
Kingdom because of the dual rates of tax in operation at that time: 
namely, 25 per cent of profits up to the pre-war standard and 85 per 
cent of profits above that standard. 

In the United States Middleditch was encouraged to ask his ques
tion - 'Should accounts reflect the changing value of the dollar?' -
by the instability of the dollar in the period 1897-1917. He thought 
it unreasonable to combine dollars of different dates, and proposed 
adjusting all year-end balances to reflect some stable measurement 
unit. For instance, if a fixed asset was purchased some time ago (at a 
date when the value of the dollar was twice its current value), the 
historical cost would be restated in terms of the current value of the 
dollar (i.e. the original cost multiplied by the factor 2). At the time 
Middleditch was writing economists were developing index numbers 
capable of approximately measuring changes in the value of money, 
and he suggested that such index numbers could be used to restate 
account balances. It may be noted that this adjustment was proposed 
in 1918 without the benefit of the German and French experiences. 
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Middleditch concluded his article by asking a question: 'would it 
not be scientific, sound accounting practice, in those instances in 
which it makes any essential difference, to make the books of account 
reflect changes in the value of the monetary unit ?' 2 This challenge 
was not taken up by the American accounting profession at that 
time; however, the problem of changing prices was given further 
consideration in the depreciation literature. Paton, who was one of 
the most eminent accounting theorists in the United States during 
the first half of the twentieth century, suggested that the problem 
encompassed much more than the changes in the general price 
level. 

Paton was not convinced that index numbers provided an ac
curate measure of changes in the value of money, but he neverthe
less thought that some adjustment should be made. He suggested 
writing up fixed assets to their replacement cost and calculating 
depreciation on the revised value. His main concern was with the 
well-being of the business as an economic unit. One of his comments 
in this context has as much relevance today as when it was made, 
over fifty years ago ! 

Accounting systems must become more sensttlve and accurate 
gauges of economic data - and certain long-standing theories and 
policies of accountants must undergo modifications if the pur
poses of the various interests in the business enterprise are to be 
adequately served. 3 

It is interesting to note that at least one accountant, so many years 
ago, held this view - which is receiving increasing support today. 
However, the publication of these views by Paton evoked little 

response from other American accountants, except some objections 
to the use of replacement costs as a basis for depreciation. 

The lack of impact on the U.S. accounting profession in the 1920s 

may have been due to the failure of the advocates of new methods to 

present detailed descriptions or numerical examples of their pro
posals. However, in 1936 Sweeney published a book which demon

strated a method of stabilising either historic costs or replacement 
costs by adjustments for general price-level movements. 4 In develop

ing his ideas, Sweeney undertook a detailed study of the German 
inflation-accounting literature. His main proposal was an extension 

of the gold-mark stabilisation which was extensively used in Ger
many. However, in place of gold as the basis for stabilisation 



Historical Developments 13 

Sweeney suggested the purchasing power of money at the end of the 
reporting period. 

By the end of the 1930s most U.S. accountants were aware that 
monetary instability can affect financial statements. However, there 
appears to have been a general belief that businessmen and account
ants who read balance-sheets and profit and loss statements can 
interpret the figures reasonably accurately in the light of their know
ledge of changes in the value of money. This belief has since been 
shown to be unfounded as inflation affects accounting reports in an 
extremely complex way. However, empirical work to dispel this 
belief was delayed by the onset of the Second World War. 

The concern voiced in the United States about the implications of 
inflation had some influence on accountants in the United Kingdom. 
The work of Sweeney, for instance, was discussed, and fears were 
express~d in 1939 about the possible accounting consequences of the 
inflation expected to result from the financing of a heavy defence 
programme. However, no action was taken at that time and the 
official reaction of the professional accounting bodies was delayed 
until the years following the war. 

After the Second World War 

The monetary inflation which followed the Second World War was 
accompanied by a resurgence of interest in inflation accounting. 
Once again Germany, and to a lesser extent France, experienced 
periods of rapidly rising prices. The United States and the United 
Kingdom also had inflation, particularly in the late 1940s and early 
1950s. One characteristic of the post-war period, which distinguishes 
it from earlier periods, was the involvement of professional bodies 
and, in some instances, governments in the accounting implications 
of inflation. 

In the United States consideration was given to general price
level adjustments. Research was encouraged, and, in some instances, 
sponsored by professional bodies, mainly by the American Account
ing Association (A.A.A.). Although the A.A.A. is not the principal 
professional body in the United States, its membership includes a 
large number of the country's prominent professional accountants. 
In 1951 a committee of the A.A.A. recommended the adoption of 
general price-level adjustments. The proposals were issued as a 
temporary measure pending the results of extensive work and 
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experimentation. The committee agreed that inflation affects various 
items in the income statement and distorts the profit measure. The 
use of replacement costs or current values was rejected because it 
would 'represent a departure from recorded historical cost and there
by destroy to a considerable degree the objectivity of accounting'. 5 

Accordingly, general price-level adjustments, which were seen as the 
alternative, were recommended. However, in 195 7 the A.A.A. 
recognised as important adjustment for changes in the prices of 
specific assets and advocated the publication of supplementary in
formation indicating the effects of specific price movements on the 
resources of the business. 

While the main interest in the United States immediately after 
the war was with general price-level adjustments, there was some 
support within certain professional bodies in the United Kingdom 
for financial statements which reflected changes in the prices of 
specific items. In 1952 the Association of Certified and Corporate 
Accountants published Accounting for Inflation and the Institute of 
Cost and Works Accountants published the Accountancy of Changing 
Price Levels; neither of these books were official expressions of the 
views of either body, but the reports of research committees. Both 
books recommended the use of current values (i.e. the prices of 
specific assets). Furthermore, although the Institute of Chartered 
Accountants of Scotland did not publish proposals as extensive as 
those mentioned, it expressed a tolerant attitude towards the use of 
specific price adjustments. The Institute of Chartered Accountants 
in England and Wales, however, was less tolerant and rejected any 
moves away from historical cost. 

Legislation in Germany and France 

During and after the Second World War, France and Germany 
experienced rapid inflation of their currencies. As part of the post
war reconstruction of their economies, measures were introduced to 
permit the revaluation of assets. These measures were regarded as 
essential to prevent extreme distortions from being carried forward 
into the post-war era. 

The German revaluations took place on 21 June 1948- the day 
after the introduction of the Deutsche Mark. All companies were 
required to prepare a 'Deutsche Mark opening balance-sheet' on that 
date, in order to provide a base point for future financial statements. 
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The relevant legislation explicitly stated that assets could not be 
valued in excess of current replacement cost at the date of the open
ing balance-sheet, but implicitly condoned the understatement of 
assets. For tax purposes depreciation in subsequent periods was to be 
calculated on the revalued amounts. However, the Deutsche Mark 
opening balance-sheet also formed the basis of assessment for the 
War Damage Equalisation Levy. Thus it was not in every company's 
best interest to revalue to the maximum permitted extent. 

In France the accounting reaction to the post-war price inflation 
was a system of uniform revaluations instituted by legislation in 
194 7. The system was retained, with some modifications, until the 
introduction of the New Franc in 1958. Fixed assets were revalued 
using coefficients from an official government publication. The re
valuation adjustments were not mandatory, but depreciation on 
revalued fixed assets was an allowable deduction for tax purposes. 
The repeal of this system appeared to be associated with the French 
government's campaign to achieve public confidence in the stability 
of the new monetary unit. Legislation, which was associated with the 
monetary instability of the previous years, was repealed. 

Recent DevelopDlents 

Following the post-war legislation, accounting practice in Germany 
and France returned to the strict adherence to historical cost. In the 
United Kingdom and the United States the concern expressed in the 
1950s did not lead to the revision or abandonment of historical-cost 
methods of accounting. In the 1960s the American Institute of Certi
fied Public Accountants (A.I.C.P.A.) became involved in the dis
cussions, and its Research Division was given a directive by the 
Accounting Principles Board 'to set up a research project to study 
the problem and to prepare a report in which recommendations are 
made for the disclosure of the effects of price-level changes upon 
financial statements'. 6 This resulted in the publication in 1963 of 
Accounting Research Study No. 6, 7 which recommended that the effects 
of changes in the general price level - measured by a general price
level index - should be disclosed as a supplement to the conventional 
financial statements. 

The study was not without its critics. Accountants in the United 
States, particularly academics, were critical of the proposed supple
mentary data. Nevertheless, the A.I.C.P.A. was firmly opposed to 
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adjustments for changes in specific prices (e.g. replacement costs) 
which were proposed by many of the critics of the study. The A.A.A., 
however, strengthened its commitment to specific prices with the 
publication of two statements in 1964. These statements advocated 
a single integrated set of accounting reports incorporating the 
current replacement costs of fixed assets and inventories. 

The A.I.C.P.A. took no further action until 1969, when the 
Accounting Principles Board issued its Statement No. 3. 8 This 
statement recommended the presentation of financial information, 
adjusted for price-level changes, as a supplement to the basic 
historical-cost financial statements. However, it was stated that the 
publication of such supplementary information was not essential for 
the fair presentation of financial position. Accordingly, the statement 
has had little impact on generally accepted accounting practices in 
the United States. 

Despite the discussions and publications in the United Kingdom 
during the early 1950s, the traditional methods used in practice 
were not greatly changed. The lower rates of inflation in the late 
1950s and early 1960s made the topic ofless immediate concern and 
it was not until the late 1960s that further action was taken. In 1968 
the Research Committee of the Institute of Chartered Accountants 
in England and Wales sponsored the publication of an inflation
accounting booklet9 which favoured adjustments for changes in the 
general price level. Much of the booklet was devoted to the 
mechanics of the proposed adjustments and little space was given 
to the reasons for adopting the method. In a subsequent discussion 
paper, 10 the Accounting Standards Steering Committee (A.S.S.C.) 
indicated their support for general price-level adjustments, but again 
without any real expression of their reasons for the preference. 

In January 1973 the A.S.S.C. issued Exposure Draft No. 8 which 
set out the details of a proposed standard of 'Accounting for changes 
in the purchasing power of money'.U (The A.S.S.C. publishes ex
posure drafts on various accounting topics to promote discussion 
prior to issuing statements of standard accounting practice.) The 
draft outlined a system of adjustments based on a general price index 
and promoted much discussion of inflation accounting throughout 
1973 and the first part of 1974. Certain members of the accounting 
profession and business community as a whole severely criticised the 
proposals contained in the draft. The reasons for criticism were many 
and varied. Amid this discussion and the general interest in inflation 
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accounting the government announced its intention of forming a 
committee with wide terms of reference to review the accounting 
implications of inflation. This committee (the Sandilands Com
mittee) held its first meeting in January 1974, and completed its 
work in June 1975. Its report was set before Parliament in 
September 1975.12 

While the Sandilands Committee was undertaking its work, the 
A.S.S.C. issued a statement of standard accounting practice which 
broadly contained the same provisions as the draft.13 However, in 
view of the existence of the government committee the A.S.S.C. 
issued the statement as a 'provisional' standard. This effectively 
meant that the standard was not binding on practising accountants, 
but all quoted companies were encouraged to adopt it. In 1975 many 
companies published the supplementary information recommended 
by the statement. However, the report of the Sandilands Committee 
was critical of the method of general price-level accounting con
tained in the statement and recommended that published financial 
statements should reflect specific prices of the resources owned and 
used by the firm. The proposed method of accounting has come to 
be known as 'current-cost accounting'. 

The report of the Sandilands Committee was accepted by the 
government and, in general terms, received the approval of the 
accountancy profession in the United Kingdom. The A.S.S.C. 
(which had been renamed the Accounting Standards Committee) 
formed a special working party, with Douglas Morpeth as chairman, 
to plan the implementation of current-cost accounting. On 30 
November 1976 the exposure draft of a statement of standard 
accounting practice on current-cost accounting was published.14 

The debate on the proposals contained therein is continuing, but it 
appears probable that current-cost accounting will be adopted in 
the United Kingdom by 1978. 

At the time of writing, discussion is also continuing in the United 
States. The Financial Accounting Standards Board (F.A.S.B.) has 
issued an exposure draft on general price-level accounting15 and 
has indicated its intention to issue a further exposure draft when a 
review of methods of accounting in terms of the current prices of 
specific assets has been completed. Further, in 1976 the Securities 
and Exchange Commission introduced a requirement that replace
ment-cost data must be included in the annual reports which U.S. 
corporations register with the Commission. 
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Thus the debate continues. It may be concluded that there has 
been a clear shift in emphasis during the 1970s in favour of specific 
price methods and away from general price-level accounting. How
ever, the two methods are not mutually exclusive. General price
level adjustments can be added to financial statements which reflect 
specific price changes. In subsequent chapters these methods of 
accounting will be explained and evaluated. 



CHAPTER 3 

Constant Purchasing Power 
Accounting !-Concepts 

The Accounting Standards Steering Committee (A.S.S.C.) set out 
in their provisional Statement rif Standard Accounting Practice No. 7 a 
method of preparing financial statements which includes adjust
ments for changes in the value of money. Although the value of 
money may rise as well as fall, the current conditions of continuing 
inflation have led to the contents of the statement being referred to as 
'inflation accounting'. However, the proposed accounting adjustments 
are also applicable during a period when the value of money is rising 
and prices are generally falling. For this reason, the term 'price-level 
accounting' may more aptly describe the nature of the statement. 

As outlined in Chapter 2, similar proposals have been published 
in the United States by both the Accounting Principles Board 
(A.P.B.) and the Financial Accounting Standards Board (F.A.S.B.). 
Exposure drafts on the subject have also been issued in Argentina, 
Australia, Canada and New Zealand. However, the proposals have 
not become generally accepted. An exposure draft proposing a 
method of accounting for specific price changes has been issued in 
Australia, and in the United States the F.A.S.B. is reviewing alter
natives to price-level accounting. 

In the United Kingdom the Inflation Accounting (Sandilands) 
Committee concluded that, while price-level accounting may offer 
certain short-term advantages, in the long run it does not provide a 
solution to the problems of financial reporting in a period of infla
tion. Before reviewing the arguments for and against price-level 
accounting, its characteristics will be explained and illustrated. 

The Need for Price-level Accounting 

Accountants prepare profit statements and balance-sheets by aggre
gating and comparing transactions at various dates. By way of 
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illustration suppose that a business acquires two items for resale on 
1 January 19X4 and a further three items on 10 January. The five 
items are sold on 20 January and the total proceeds used to acquire 
a further four items on 22 January. These four items are held on 
31 January. To determine the outcome of these transactions and the 
financial position on 31 January a measurement scale is required to 
assist aggregation of the two purchase transactions and for com
parison with the selling transaction. In the absence of such a scale, 
the accountant's report would be restricted to descriptive informa
tion, similar to that given above. 

The accountant has traditionally used money as his unit of 
measure and placed transactions on the monetary scale according 
to the money units associated with each transaction. If we are told 
the monetary cost of the purchases and the monetary proceeds from 
sale, an assessment of the financial outcome of the activities described 
above could be made. For instance, assume the first purchase of two 
items cost £100, the subsequent purchase of three items £210 and 
the sale realised £400. The whole amount of the sales proceeds, 
£400, was then used to purchase further items for resale. Thus total 
purchases during the month amounted to £710. These monetary 
measurements may be used to prepare an accounting statement for 
the month (see Table 3.1). 

Table 3.1 Profit statement: January 19X4 

£ £ 
Sales 400 
Less cost of sales 

purchases 710 
Less closing stock 400 310 

Profit for month £90 

If aggregations and comparisons are used to summarise a large 
volume of data in order to convey to interested persons the nature of 
relationships exhibited in that data, it is essential that the selected 
measurement scale remains stable. For instance, a comparison of 
the sizes of two fields may be required. If the length and breadth of 
each field is measured, say in metres, the product of the length and 
breadth of each provides a measure of its area (size) in square 
metres. In this case a stable unit of measure, the metre, is used. 
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However, if the measurement scale is not stable, the size comparisons 
may be invalid. The product of length measured in metres and 
breadth in centimetres will have little meaning, and be unsuitable 
for comparisons of field sizes. The situation would be even worse if 
the length of the second field was measured in yards and its breadth 
in inches. However, this does not imply that the individual measure
ments have no value. 

Knowledge that the dimensions of field A are w metres by x centi
metres, and field B,y yards by z inches, indicates the sizes of the two 
fields. Difficulties arise only when attempts are made to aggregate 
these measurements and to compare the results. The four separate 
measures are based on different scales, each of which is a stable scale 
of measurement that may be related to others by conversion factors, 
e.g. 100 centimetres represents I metre. The individual dimensions 
quoted above could be used to compare the sizes of the two fields -
but not by simple aggregation. The individual measurements must 
be converted to a single scale for measuring length. For instance, 
metres could be used, in which case the measurement in centimetres 
must be divided by 100 and the measurements in yards and inches 
multiplied by 0.9144 and 0.0254 respectively. However, any suitable 
scale may be selected - even one not used for the original measure
ments. 

Let us return to the business activities reported in Table 3.1. Profit 
was calculated by comparing the sales during the month with the 
associated cost of sales and the money unit was used to measure each 
transaction at the date on which it took place. This is a satisfactory 
measurement system in so far as the scale of money values remains 
constant throughout the month. 

It was pointed out in Chapter I that at the present time the value 
of money is not constant - it varies from day to day. Accordingly 
measurements in money units at different dates are not measured on 
a stable scale of measurement. In a period of inflation the monetary 
scale is constantly shifting. Most people are aware that £1 in 1957 
would buy considerably more than the same amount in 1977. Thus, 
in the above illustration, if there was inflation in January 19X4 the 
measurement of profit in terms of monetary units, as reported in 
Table 3.1, is equivalent to comparing the sizes of two fields measured 
in metres, yards, and so on. 

However, even with annual rates of inflation in the region of 
25 per cent the effect of changes in the value of money on the profit 
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reported for January 19X4 is unlikely to be material. But this is due 
to the simplicity of the illustration. If the holding period for resale 
items was six months, profit would be calculated by comparing sales 
in January 19X4 with costs incurred (and measured) in the previous 
July. A decline of, say, 12! per cent in the value of money during 
that period would have a material effect on the cost of sales. Even 
more material effects may ensue if fixed assets purchased many years 
earlier are used in the process of earning revenue. 

So far, the discussion has focused on the profit statement. How
ever, similar problems of aggregation occur in the preparation of 
balance-sheets. Assets reported in a conventional balance-sheet may 
be measured in the money units of many different dates. Fixed assets 
and inventories will be measured on the scale of money values at the 
dates of their acquisition. Debtors and creditors will be measured at 
the balance-sheet date, as the amounts outstanding represent the 
actual indebtedness at that date. Cash is also measured at the 
balance-sheet date. Owners' equity comprises the capital subscribed 
by the owners when the business commenced, together with any 
further amounts of capital introduced and the reserves accumulated 
out of profits. Accordingly these items may be measured at many 
different dates. 

The above illustration was designed to demonstrate that conven
tional accounting is equivalent to the measurement of a field by 
expressing length in metres and breadth in centimetres. However, as 
in the case of measuring the dimensions of a field, the individual 
accounting measures are not invalid; the problems arise when the 
accountants proceed to aggregate the money values measured at 
different dates. 

The Restate111ent Process 

The illustration of the two fields demonstrated that, although the 
initial measurements may be on different scales, they can be restated 
in terms of a single measurement scale, provided the relationship 
between the various scales is known. To compare the sizes of the 
fields all dimensions were restated in metres (but any other scale for 
measuring length could have been used). A similar procedure is 
available for financial measurements. All transactions may be 
measured in money units at the dates on which they take place, 1 

and a restatement process used to convert these measures to a stable 
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measurement scale. The stable scale is normally the value of money 
on the last day of the accounting period. However, a known value of 
money at any other date could be used. For instance, the restate
ments used in Germany and France during the post-1919 inflation 
used the value of money for the period prior to the onset of rapid 
inflation (see Chapter 2). 

A link between the value of money at different dates is provided 
by an index of the general price level. Money has value in so far as it 
can be used to acquire goods and services, and the value of money is 
determined by the amount of those goods and services each unit will 
acquire. If prices are generally rising, the amount to be acquired for 
a given number of monetary units will decline and the value of 
money will be falling. A general price-level index measures changes 
in the prices of goods and services in general and, accordingly, 
reflects shifts in the value of money. 

The general price-level index illustrated in Table 3.2 is assumed 
to increase by 5 per cent during the first year, 19Xl, and by 7 per 

Table 3·2 An assumed general price-level index 

Date 

I January 19Xl 
31 December l9Xl 
31 December 19X2 

Index of general 
price level 

100.0 
105.0 
112.3 

Percentage increase 
during year 

5 
7 

cent during 19X2. If the index is set at 100 on 1 January 19Xl it 
would stand at 105 at 31 December 19Xl -i.e. 5 per cent higher 
than the 1 January index- and at 112.3 at 31 December 19X2. The 
index of 112.3 represents an increase of 7 per cent on the index one 
year earlier, namely 105.0. These changes in the index may be illus
trated by an example of a basket of goods and services representing 
a fraction of all the goods and services available within the economy 
and costing £100 on 1 January 19Xl. The change in the index 
implies that an identical basket of goods and services would cost 
£105 on 31 December 19Xl and £112.30 on 31 December 19X2. 
Thus it is argued that in terms of general purchasing power an 
outlay of £105 on 31 December 19X1 or £112.30 on 31 December 
19X2 is equivalent to an outlay of £100 on 1 January 19Xl. Accord
ingly £100 on the scale of money values at 1 January 19Xl is 
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equivalent to £105 and £112.30 on the scales of money values on 31 
December 19Xl and 31 December 19X2, respectively. Furthermore, 
any transaction on 1 January 19Xl may be multiplied by 105/100 
to restate it in terms of the scale of money values on 31 December 
19Xl or by 112.3/100 for restatement at 31 December 19X2 money 
values. Monetary amounts at other dates may also be restated in 
terms of 31 December 19Xl or 31 December 19X2 money values by 
reference to the appropriate index numbers. 

This restatement of monetary amounts in terms of the money unit 
of a particular date enables valid aggregations and comparisons of 
the restated amounts, as all the transactions are measured against a 
stable measurement scale- money of a constant purchasing power. 
In the United Kingdom this method of accounting is called 'current 
purchasing power accounting' (C.P.P. accounting), 2 while in the 
United States it is termed 'general price-level accounting' (G.P.L. 
accounting). 

An illustration of the restatement process is given in Table 3.3. 
Consider two payments, £200 on 1 January 19Xl and £350 on 31 

Table 3•3 Conversion of £H to £C 

Conversion £C 
Date of payment £H factor* (31.12.19X2) 

1 January 19X1 200 112.3/100.0 224.6 
31 December 19X1 350 112.3/105.0 374.3 

550 598.9 

* Using the general price-level index given in Table 3.2. 

December 19Xl. They may represent the acquisition of two machines 
or two purchases of items for resale. An accountant would normally 
record the aggregate of the two payments at £550. However, as each 
payment is measured against the scale of money values at its trans
action date, two separate measurement scales have been used. 

The monetary unit used to record a payment at the transaction 
date may be called historical pounds, with the notation £H. The 
aggregate of several transactions measured in £H will be a com
posite of different measurement scales, unless all the transactions 
occurred at one date. Each of the transactions may be restated in 
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pounds of a constant purchasing power, £C. However, a constant 
purchasing power of the money unit can be defined only in respect 
of some specific date. Accordingly the £C notation should always 
have a date associated with it. For Table 3.3 assume that financial 
statements are to be prepared at 31 December 19X2 and that £Cis 
to be measured at that date; hence the use of the notation £C 
(31.12.19X2). (This is a complex notation, but it is necessary to 
explain the measurement unit used. The Statement rif Standard Account
ing Practice No. 7 omitted the date from the £C notation- an omission 
which was criticised by the Sandilands Committee.) 

As explained earlier the relationship between the value of money 
at 1 January 19Xl and 31 December 19X2 is given by the factor 
112.3/100- derived from the general price-level index in Table 3.2. 
This factor is used to restate the £H record of the payment on 1 
January 19Xl in terms of £C (31.12.19X2). Similarly, the relation
ship between the value of money on 31 December 19Xl and 31 
December 19X2 is given by the factor 112.3/105.0. The two trans
actions, now measured in £C (31.12.19X2), may be aggregated
the sum is also measured in £C (31.12.19X2). 

As a general rule it may be concluded that the restatement process 
involves the multiplication of £H figures by a factor which com
prises as numerator the general price-level index at a selected date 
(normally, the date of the financial statements) and as denominator 
the general price-level index at the date each £H figure was 
measured (normally, the date of the original transaction). The 
resulting figures will be measured in £C of the selected date. 

Monetary lte111s 

Certain assets and liabilities are expressed as a number of units of 
money- for instance, balance with bankers or amounts of indebted
ness. Such monetary items are not affected by changes in the value 
of money, although the purchasing power of such items will change 
with fluctuations in the value of money. When prices are rising the 
purchasing power of a bank deposit or an amount due from debtors 
will be falling, and it may be argued that this represents a loss to the 
business. A business' obligations to its creditors are normally ex
pressed in money units, and as such are an example of monetary 
liabilities. The purchasing power represented by the claims of these 
creditors will fall during a period of inflation. It may be argued that 
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such a reduction in the purchasing power of monetary liabilities 
represents a gain for the business. 

Monetary items were defined by the Statement if Standard Accounting 
Practice No. 7 as 'assets, liabilities or capital the amounts of which are 
fixed by contract or statute in terms of numbers of pounds regardless 
of changes in the purchasing power of the pound'. 3 Some examples 
of monetary items are given in Table 3.4. In general terms, the 

Table 3·4 Examples of monetary items 

Assets 

Cash 
Bank deposits 
Investments - fixed interest 
Pre-paid expenses 
Bills receivable 
Debtors and provision for doubtful 

debts 
Advances to employees, suppliers, 

etc. 
Advance corporation tax 

Liabilities 

Creditors, including tax payable 
Refundable deposits 
Accrued expenses 
Dividends and interest payable 
Bank overdrafts 
Debentures 

Convertible debentures (until 
converted) 

Loans 
Preference shares 

policy implication would appear to be that, as far as possible during 
a period of inflation, a business should be in a net monetary liability 
position - i.e. where monetary liabilities exceed money assets. A 
business in such a position will gain from the reductions in the pur
chasing power of its monetary liabilities to a greater extent than it 
loses from the fall in the purchasing power of its monetary assets. 
However, a need for liquid working capital may preclude a business 
from taking up such a position. 

The restatement of transactions involving monetary items may 
appear inconsistent with the fundamental nature of such items. For 
instance, a cash sale of £1000 during an accounting period will be_ 
restated in constant purchasing power at the date of the financial 
statements. If the general level of prices increased 10 per cent be
tween the transaction date and the date of the financial statements, 
the cash sale would be restated at £Cll00 (period end), i.e. 
£Hl000(110/100), for the C.P.P. profit and loss account. This re
statement of a cash sale may at first sight appear inappropriate, as 
the purchasing power of cash holdings declines with increases in the 
general price level. However, to understand the restatement process 
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it is necessary to consider both book-keeping aspects of the trans
action- the revenue-earning aspect (a credit) and the cash receipt 
(a debit). At the date of the transaction the business earned revenue 
of £Hl000, equivalent to £Cll00 (period end), and also received a 
cash receipt of the same amount. For the calculation of net profit 
measured in £C (period end), the revenue should be reported at 
£Cll00 (period end) in the C.P.P. profit and loss account. The cash 
receipt, if still held at the end of the period, will be reflected in the 
balance-sheet, and will amount to £1000, measured in terms of the 
purchasing power at that date. Accordingly it should be reported as 
£Cl000 (period end). However, the cash receipt at the transaction 
date, measured in period-end purchasing power, amounted to 
£Cll00 (period end). Thus the cash holding has lost purchasing 
power of £Cl00 (period end). This loss may be reported as an 
expense in the C.P.P. profit and loss account, in addition to the 
restated amount for sales revenue. (There is much controversy about 
the appropriate place to report gains or losses on monetary items, 
particularly in the case of long-term monetary liabilities. The argu
ments are discussed in Chapter 4.) It should be noted that the 
holding loss occurs only if the sales receipt is held in the form of cash 
(or some other monetary asset). No such loss would be incurred if 
the cash proceeds were immediately used to purchase non-monetary 
assets, as their cost would be restated for movements in the general 
price level. 

The above illustration of a loss from holding cash may be general
ised into a rule for the calculation of gains or losses from holding 
monetary items. The amounts of each monetary item at the start and 
finish of that part of the holding period which falls within the 
current accounting period should be measured in terms of pur
chasing power at the date of the financial statements. Differences 
between the beginning and ending amounts represent, in a period of 
inflation, a loss in the case of monetary assets, and a gain in the case 
of monetary liabilities. 

In preparing C.P.P. accounts it is not normally necessary to com
pute separately the gain or loss on each monetary item. It is generally 
sufficient to compute a single figure for the loss or gain from holding 
net monetary assets or liabilities by evaluating in terms of period-end 
purchasing power the amount of monetary assets less monetary 
liabilities at the start and finish of the accounting period and to make 
a similar evaluation of the aggregate acquisitions and disposals of 
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Table 3•5 

Net monetary assets (liabilities) at start of period 
Add acquisitions of net monetary assets (liabilities) 

during period 
Less disposals of net monetary assets (liabilities) 

during period 

Sub-total 
Net monetary assets (liabilities) at end of period 

Loss (gain) from holding net monetary assets 
(liabilities) 

£C 
(period end) 

X 

X 

X 

X 
X 

X 

monetary items during the period. Table 3.5 summarises the appro
priate calculations, which are all expressed in terms of period-end 
purchasing power. The application of this method of computing 
gains or loss from holding of monetary items is demonstrated m 
Chapter 4 in a general illustration of C.P.P. accounting. 

Choice of an Index 

References were made above to the role of a general price-level 
index in the restatement process. Particular attention will now be 
given to the nature of such an index, and the available alternatives 
will be indicated. In the preceding sections of this chapter, the 
general price-level index was used to measure changes in the value 
of money. It was argued that the monetary scale of measurement 
shifts as the value of money changes and that the restatement in 
terms of constant purchasing power is essential for meaningful 
aggregations and comparisons of transactions occurring at more 
than a single date. 

The notion of purchasing power is not a simple idea. We could 
think of the power of a money unit to purchase a fraction of all 
goods and services produced within the economy. In this sense, 
general purchasing power provides a link between all goods and 
services produced (the G.N.P.) and the money available to pay for 
them. As pointed out in Chapter 1 this is the interpretation of the 
value of money which can be used in a definition of inflation. 

If this wide interpretation of purchasing power is adopted, and 
money values are restated accordingly, the accounting system may 
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appropriately be termed 'inflation accounting' or 'general price
level accounting'. For this purpose the general price-level index 
should be as wide-ranging as possible and include the movements in 
prices of all goods and services produced in the economy. National
income deflators, as described in Chapter I, provide a suitable index 
for this purpose. The method of preparing 'general price-level finan
cial statements', recommended by the Accounting Principles Board 
in the United States,4 and endorsed by the F.A.S.B. in their exposure 
draft on inflation accounting, 5 uses the G.N.P. implicit price de
flator. A preliminary exposure draft issued in Australia in December 
1974 also proposes the use of a national-income deflator. 6 

In the United Kingdom at the present time a suitable national
income deflator is not readily available. The Statement of Standard 
Accounting Practice No. 7 prescribed the use of the retail price index 
in the United Kingdom (and its predecessor, the cost-of-living index, 
for periods up to the end of 1938; and for subsequent periods until 
the end of 1961, the consumers' expenditure deflator) and in the 
Republic of Ireland the official consumer price index. The public 
statements of the A.S.S.C. are not explicit as to whether the retail 
price index is recommended as a proxy for a more general index, 
such as a national-income deflator, or whether an index of consumer 
prices is considered more appropriate per se. Appendix 1 of the state
ment appears to suggest this latter interpretation, which was also 
the view that the Sandilands Committee took of the A.S.S.C.'s 
proposals. 7 

Certain arguments may be advanced to support the use of a con
sumer price index. Money has value only in so far as it can be used 
to purchase desired goods and services. If an individual is considered, 
his money has value to the extent that it will acquire the goods and 
services he wishes to consume. A change in the prices of his normal 
purchases implies a change in the value of money to him. To illus
trate, consider an extreme case of an individual who lives on bread 
and purchases no other goods or services, and assume that one 
money unit would buy eleven loaves of bread at the start of 19Xl. 
If one money unit continues to acquire eleven loaves at the end of 
19Xl, the value of money to that individual will remain unchanged, 
irrespective of any other price changes which may have occurred. 
However, if at the end of 19X2 the money unit will buy only ten 
loaves, the value of money for the individual will have declined, even 
if the general price level has remained constant. 
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A financial statement prepared on 31 December 19X2 for the 
individual who consumes bread only may be designed to reflect the 
fall in the value of money to him, i.e. the decline in its power to 
purchase bread. An outlay of £1000 on 1 January 19X2 would 
acquire 11,000 loaves of bread, whereas £1100 would be required 
to buy a similar quantity on 31 December 19X2. Accordingly, a 
transaction costing £1000 on 1 January 19X2 may be restated at 
£Cl100 (31.12.19X2) in the financial statements for the assumed 
individual. Such a restatement process will ensure that the measure
ment scale used is appropriate to the individual receiving the 
accounting report. 

Shareholders in companies (and owners of other businesses) will 
not live exclusively on bread, but they will normally buy only con
sumer goods and services, generally at the retail prices. It may be 
argued that changes in the value of money to shareholders should be 
used for the restatement process and that such charges are measured 
by the consumer price index, or an index of retail prices. These index 
numbers are used to measure changes in the purchasing power of 
money for consumers. In the above illustration of the individual 
living on bread, the index used for the restatements was determined 
entirely by the price of bread. Such an index comprises the effects of 
inflation and the changes in the relative price of bread. Similarly, a 
consumer price index will include the effects of changes in the rela
tive prices of consumer and producer goods. Accordingly restate
ments based on consumer price index numbers are not strictly 
accounting for inflation - nevertheless they are accounting in terms 
of constant (or current) purchasing power. However, it is likely that 
at the aggregate level and in the long run the prices of consumer 
goods will change in line with the prices of producer goods, as the 
latter are a component of the former; but there may be a time lag 
before changes in the prices of producer goods work through to 
consumer price changes. 

This discussion raises an important question concerning the use of 
a retail price index in C.P.P. accounting. Published indices are based 
on a sample basket of goods and services, which it is estimated are 
purchased by an average household. Stockholders in companies are 
not a homogeneous group, and furthermore are unlikely to corres
pond with the average household used in the construction of the 
retail price index. Thus restatements for changes in the published 
retail price index may at best only be considered a proxy for a 
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measure of the change in purchasing power of money to individual 
shareholders. The logic of this argument would seem to imply that 
to report to each shareholder in terms of his purchasing power would 
require a separate financial statement for each individual. This is 
clearly impracticable. Furthermore, the Sandilands Committee 
pointed out that in so far as shareholders are interested in consumer 
price movements they will be concerned with the purchasing power 
of their investments and its associated dividends. For this purpose 
the shareholders' investment should be measured by its stock
market quotation and not by historical book values contained in the 
companies' accounting records. Nevertheless C.P.P. accounting, as 
outlined by the Statement of Standard Accounting Practice No. 7, has 
received support in several countries. In Chapter 4 the nature of 
C.P.P. accounting will be described in more detail. It will be 
assumed that an appropriate price-level, or purchasing-power, index 
is available. 



CHAPTER 4 

Constant Purchasing Power 
Accounting ))-Application 

Measurement of financial transactions in terms of constant pur
chasing power does not necessarily imply a major change in estab
lished accounting principles. Historical cost can be retained as the 
basis of financial reporting. However, constant purchasing power 
adjustments may also be applied in accounting systems based on 
replacement or current costs. In the case of replacement- or current
cost accounting many monetary measures will initially be expressed 
in C.P.P. and further adjustments will be unnecessary. Nevertheless, 
as will be explained in Chapter 5 and illustrated in Chapter 6, there 
are aspects of those accounting systems where C.P.P. adjustments 
may be appropriate. Despite this general applicability of measure
ments in constant purchasing power, the terms 'C.P.P. accounting' 
in the United Kingdom and 'G.P.L. accounting' in the United 
States are generally applied to a method of historical-cost accounting 
in which costs are measured in C.P.P. terms. In this chapter such a 
method of accounting will be illustrated and discussed. Further
more, the term 'C.P.P. accounting' will be '!sed in this generally 
accepted manner. None the less, it should be remembered that in its 
widest interpretation C.P.P. accounting is not a simple alternative 
to current-cost accounting - the two methods are not mutually 
exclusive. 

In the generally accepted sense of the term, C.P.P. accounting 
does not violate the principles of conventional historical-cost account
ing, with the exception of the measurement unit, which is expressed 
in C.P.P. However, all other accounting principles remain opera
tive. For instance, the lower of cost and market value rule should 
still be applied where appropriate - although cost will be measured 
in C.P.P. 

In theory, the preparation of C.P.P. financial statements requires 
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the restatement of each transaction; but if every transaction were 
to be restated individually, a completely revised accounting system 
would be required. However, it is generally envisaged that the C.P.P. 
financial statements will be prepared by a series of adjustments 
applied to the information collected by the conventional accounting 
system. Appropriate assumptions may be made about the timing of 
production and trading activities during the year and the necessary 
restatement adjustments computed on an average basis. Available 
evidence suggests that the most time-consuming aspect of the work 
will be ascertaining the age of non-monetary items reported on the 
balance-sheet.1 A simple illustration of the preparation of C.P.P. 
financial statements is given below. 

Wustration 

I.D.C. Limited was incorporated on 1 January 19X4, at which date 
it issued 14,000 ordinary shares of £1 each, payable at once. The 
cash was received the same day and £10,000 was immediately used 
to acquire plant. The financial position of the company after under
taking these preliminary transactions is summarised in Table 4.1. 

Table 4.1 /.D.C. Limited- financial position at start of year 

Balance-sheet at I January 19X4 

£ 
Issued capital 14000 Plant 

Bank 

£14000 

£ 
10000 
4000 

£14000 

During 19X4 I.D.C. Limited undertook production and trading 
activities. No further plant was acquired, nor were any dividends 
paid during that year. The results of the company's activities are 
set out in Table 4.2 in the form of conventional financial statements. 
During the year the retail price index moved from 140 on 1 January 
to 154 on 31 December (for purposes of this illustration, the retail 
price index is used to measure changes in purchasing power, but 
other indices could be used- see the discussion in Chapter 3). It may 
be assumed that the index rose steadily throughout the year and that 
it stood at 147 on 30 June 19X4. 
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Table 4.2 !.D.C. Limited - conventional financial statements 

Profit and loss account for year ended 31 December 19X4 

Sales 
Purchases 

less closing inventory 

Cost of goods sold 
Other expenses 
Depreciation 

Net profit for the year 

£ 
11800 
3000 

8800 
5700 
1000 

Balance-sheet as at 31 December 19X4 

Plant at cost 
less depreciation 

Current assets 
Inventory 
Debtors 
Bank 

Less current liabilities 
Creditors 

Net assets 
Represented by 

Issued share capital 
Retained profit 

£ 
10000 

1000 

3000 
2000 
3000 

8000 

500 

14000 
2500 

£16500 

£ 
18000 

15500 

£2500 

£ 

9000 

7500 

£16500 

For the C.P.P. financial statements additional information is re
quired about the timing of transactions and the age of non-monetary 
assets. The sales, purchases and other expenses may be assumed to 
have accrued evenly throughout the year. The inventory at the year 
end may be assumed to comprise items purchased evenly throughout 
the preceding three months. The date of acquisition of plant was 
given earlier, i.e. 1 January 19X4. Accordingly the measurement 
scale used for both the plant cost and depreciation charge are known 
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-i.e. the money unit at the start of the year. The depreciation charge 
must be measured on that scale in the historical-cost records as it is 
computed as a proportion of the original cost. 

With the above information the C.P.P. financial statements for 
I.D.C. Limited can be prepared (see Table 4.3). These statements 

Table 4•3 !.D.C. Limited- constant purchasing power financial statements 

Profit and loss account for year ended 31 December 19X4 

Sales 
Purchases 
less closing inventory 

Cost of goods sold 
Other expenses 
Depreciation 

Profit from operation 
less loss from holding 

monetary assets 

Net profit for the year 

£C (31.12.19X4) Notes 

12362 
3035 

9327 
5971 
1100 

18857 18000 X 154/147 

16398 

2459 

424 

£2035 

11800 X 154/147 
3000 X 154/152.25 

5700 X 154/147 
1000 X 154/140 

See Table 4.4 

Balance-sheet as at 31 December 19X4 

Plant at cost 
less depreciation 

Current assets 
Inventory 
Debtors 
Cash 

Less current liabilities 
creditors 

Net assets 
Represented by 

Issued share capital 
Retained profit 

£C (31.12.19X4) 
11000 

1100 

9900 

3035 
2000 
3000 

8035 

500 

7535 

£17435 

15400 
2035 

£17435 

Notes 
10000 X 154/140 

1000 X 154/140 

3000 X 154/152.25 
Monetary asset 
Monetary asset 

Monetary liability 

14000 X 154/140 
Per profit and loss 

account 
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are presented in terms of the purchasing power of the pound at 
31 December l9X4- written £C (3l.l2.19X4). As the retail price 
index stood at 154 on the date of the statements, the restatement 
process will involve multiplication of £H amounts by 154 and divi
sion of the resulting product by the index number for the date on 
which the historical cost was measured. The relevant calculations 
are shown in the notes to Table 4.3. (These notes would not form 
part of the published C.P.P. financial statements; they are included 
to illustrate the restatement process.) 

Consider first the balance-sheet as at 31 December 19X4. The 
plant was acquired at a cost of £10,000 on 1 January 19X4 when the 
retail price index stood at 140. The balance-sheet entry will be 
£HIO,OOO(l54/140) = £Cll,OOO (31.12.19X4). As the historical
cost depreciation is computed by reference to the original cost, a 
similar restatement adjustment is required for the depreciation 
charge in the balance-sheet and also in the profit and loss account. 
The inventory, however, was acquired during the last three months 
of the year. Accordingly the movement in the index during that 
period is required. The published statistics for 30 September 19X4 
or an approximation based on the annual change could be used. It 
will be assumed that the index movement to 30 September 19X4 is 
three-quarters of the annual movement. Thus the assumed index for 
30 September 19X4 is 140 + !(154- 140) = 150.5. As the in
ventory is assumed to have been acquired evenly throughout the 
last three months of 19X4 the average price change for that period 
will be used. A simple average will be taken of the index numbers 
for 30 September (150.5) and 31 December (154) to provide the 
index for the restatement of inventory (150.5 + 154)/2 = 152.25). 
This is equivalent to assuming that the inventory was acquired on 
average half-way through the last three months of 19X4. 

The debtors, creditors and cash are monetary items already ex
pressed in terms of £C (31.12.19X4). The monetary amount ofthese 
items represents the claims, etc. outstanding on 31 December 19X4. 
The share capital was issued on 1 January 19X4. This is the same 
date as the plant was acquired, and accordingly the adjustment 
factor will be 154/140. The final item, retained profit, may be 
treated as a balancing item in the balance-sheet, although it can be 
verified from the profit and loss account. 

The profit and loss account is comprised of aggregations of numer
ous transactions which occurred throughout the year. If reasonable 
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assumptions are made about the occurrence of these transactions the 
restatement process can be applied to the aggregates. For instance, 
the sales figure represents the total of the monetary amounts of many 
sales transactions. If we assume that the transactions were spread 
evenly throughout the accounting period, the average index could 
be used to restate the total sales figure. In the case ofl.D.C. Limited, 
it was assumed above that sales, purchases and other expenses were 
spread evenly throughout the year. Thus the average index may be 
used - i.e. !(154- 140) = 147. The closing inventory and de
preciation charge are restated as for the balance-sheet. 

The remaining item on the profit and loss account to require ex
planation is probably the most complex. The calculation of the loss 
from holding monetary assets is explained in Table 4.4. The nature 

Table 4•4 !.D.C. Limited -loss from holding monetary assets 

Net monetary assets account 
Balances at 

1 January 19X4 
Bank 

Add sales 

Less purchases 
Other expenses 

Sub-total 

Balance at 
31 December 19X4 
Debtors 
Bank 

Less creditors 

2000 
3000 

5000 
500 

£H 

4000 
18000 

22000 
(11800) 

(5700) 

£4500 

£4500 

X £C (31.12.19X4) 

154 140 4400 
154 147 18857 

23257 
154 147 ( 12362) 
154 147 (5971) 

4924 

Balance at year end 4500 

Loss during year £424 

of this item was discussed in Chapter 3 and the discussion will not be 
repeated here. However, some comments are required about the 
methodology adopted. The first step in calculating the gain or loss 
on monetary items should be the preparation of a statement showing, 
in monetary amounts, the movement in net monetary assets (liabili
ties). This will commence with opening balances of monetary items. 
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The year's transactions involving monetary items will then be 
entered and the balance should equal the closing amounts of 
monetary items. Each item should then be restated in the C.P.P. 
unit. This will include the opening balances as they were expressed 
in the purchasing power of the money unit at the start of the period. 
The difference revealed by this statement represents the loss (or 
gain) during the period as a result of holding monetary items. 

Finally, it may be noted that the C.P.P. financial statements pre
sented in Table 4.3 are not fundamentally different from the con
ventional statements ofTable 4.2. Only the unit of measurement for 
historical costs has been changed. Next, consideration will be given 
to the interpretation of such C.P.P. statements and the implications 
of their use for particular purposes. 

Interpretation of C.P.P. Accounts 

The professional accounting bodies which have supported C.P.P. 
accounting, for instance the A.S.S.C. in the United Kingdom and 
the A.P.B. and the F.A.S.B. in the United States, recommended that 
the C.P.P. financial statements be presented as supplements to the 
conventional historical-cost statements. It is rarely suggested that 
C.P.P. accounting should replace the conventional financial state
ments. Accordingly if C.P.P. accounting is adopted the published 
annual reports of businesses will contain two sets of financial state
ments, both reporting on the same financial position and the out
come of the same business transactions and both adopting the same 
underlying principles; only the measurement scales will differ. It is 
possible that one scale of measurement may reveal a profit, while the 
other discloses a loss, and that a strong financial position is shown by 
one and a weak position indicated by the other. The Sandilands 
Committee suggested that two sets of financial statements would 
confuse the majority of users of annual reports; but this will depend 
on the extent and effectiveness of steps taken by the accounting 
profession to educate the statement users. 

The C.P.P. financial statements may reveal a different view of the 
profit or loss position from the conventional statements; but it should 
be understood that the business' profitability is not changed, only the 
unit of measurement differs. Thus it is incorrect to refer to C.P.P. 
accounting increasing or reducing profits. Nevertheless it is true that 
the £C profit may be a larger or smaller number than the £H profit. 
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The £C profit may be a larger number even in a period of inflation. 
For instance, the C.P.P. profit and loss account of a business with 
many monetary liabilities may show a substantial gain from holding 
such items that more than offsets the effects of restating revenues and 
expenses. 

The recognition of gains from holding long-term monetary liabili
ties, such as debentures, loan stock and preference shares, is the 
subject of much controversy. In C.P.P. accounting, as described 

above, such gains may be recognised in the profit and loss account. 
However, it can be argued that such gains are not realised, and are 

unlikely to be realised in the foreseeable future. Furthermore, as 
debt capital and preference shares are generally regarded as part of 
capital structure, it is arguable that any recognition of a change in 
their value should be treated as a capital adjustment. 

Although the Statement of Standard Accounting Practice No. 7 was not 
explicit, it appears that the C.P.P. financial statements were to be 
directed towards the equity owners of the business. Accordingly 

gains to equity (at the expense of debt-holders) could be recognised 
in the profit and loss account. There is no fundamental principle of 
C.P.P. accounting which requires this approach to be adopted. If 
the financial statements are to be directed to all capital-holders (debt 
and equity) the effects of purchasing power changes on long-term 
monetary liabilities could be reported as a capital adjustment, via a 
capital-reserve account. 

The statement reacted in the following terms to the argument that 
these holding gains are unrealised and not available for distribution: 

It has been argued that the gain on long term borrowing should 
not be shown as profit in the supplementary statement because it 
might not be possible to distribute it without raising additional 
finance. This argument, however, confuses the measurement of 

profitability with the measurement of liquidity. 2 

While the Sandilands Committee agreed that 'profitability should 

not be confused with liquidity', 3 it suggested that the statement 

pushed the argument to extremes, and concluded that gains on 

monetary items should be taken direct to reserves in C.P.P. financial 
statements. This is an appropriate conclusion, particularly when it is 

recalled that C.P.P. accounting should reflect the accounting prin

ciples followed in the underlying (monetary-unit) financial state
ments. The realisation and conservatism principles dictate that gains 



40 Accounting in an Inflationary Environment 

should not be anticipated; only realised gains are appropriate for the 
profit and loss account. Thus recognition of unrealised gains from 
holding monetary liabilities in the C.P.P. profit and loss account is 
not in accord with the underlying accounting principles. 

The Extent of the Difference 

In evaluating the extent of the differences between C.P.P. and con
ventional financial statements, many of the published works used 
methods similar to the Statement of Standard Accounting Practice No. 7 
and the A.P.B.'s Statement No. 3 to compute the C.P.P. figures. 
Accordingly, the gain on long-term monetary liabilities is normally 
included in the profit and loss account. However, the C.P.P. return 
on capital employed for U.K.-quoted manufacturing companies pre
pared by the Accountancy Staff of the Monopolies and Mergers 
Commission does not include such gains in the profit figures. These 
calculations will be discussed later. 

A pioneering study in this field was undertaken by R. C. Jones,4 

who surveyed nine U.S. steel companies (representing 80 per cent 
of the industry's ingot capacity) for the period 1941-7. For purposes 
of the survey, each company's reported financial statements were 
restated to reflect changes in a consumer price index - a proxy for 
an index of the general price level. As illustrated in Table 4.5, Jones 
observed differences of a substantial magnitude. But it should be 
noted that the period studied coincided in part with the Second 
World War and relatively high rates of inflation. Subsequent studies, 
however, have indicated that substantial differences may exist be
tween the conventional and C.P.P. financial statements in years of 

Table 4.5 Some differences observed by R. C. Jones 

Conventional accounts 

Dividends earned by a substantial 
margin every year 

Income retained to provide 
additional capital of $543 
million 

Working capital increased 51 per 
cent during seven-year period 

Fixed assets decreased 6 per cent 
during seven-year period 

C.P.P. accounts 

Dividends not earned in any year, 
1941-7 

Dividends, interest and income 
taxes paid out of capital $409 
million 

Working capital increased 2 per 
cent during seven-year period 

Fixed assets decreased 19 per cent 
during seven-year period 
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moderate inflation. These differences arise not only from price 
fluctuations within the accounting period, but also from fluctuations 
which have occurred since the date of purchase of the oldest asset 
still in use. 

Two more recent studies, one by Rosenfield 5 in the United States 
and the other in the United Kingdom by Pearcy, 6 support the 
proposition that substantial differences between C.P.P. and con
ventional financial statements are not restricted to periods with high 
rates of inflation. Rosenfield restated the accounts of eighteen U.S. 
companies, which varied considerably in size and type, although 
most were listed on American stock exchanges. Table 4.6 summarises 

Table 4.6 Summary of iffects of C.P.P. accounting on eighteen U.S. companies 

Excess of 
reported 
profits Taxation as a Dividends as a 
over prceentage percentage 

restated of profits of profits 
profits 

Company (percentage) Reported Restated Reported Restated 

A 4 38 39 58 61 
B 0 43 44 50 52 
c 5 47 49 33 36 
D 233 47 75 No dividend 
E (30) 38 31 74 54 
F 10 n.a. n.a. 44 49 
G 8 11 12 61 36 
H 20 34 39 72 90 
I 11 46 50 54 63 
J 15 46 50 32 37 
K 12 38 41 43 49 
L 13 34 36 80 92 
M ( 10) 38 35 22 21 
N 4 48 50 n.a. n.a. 
0 28 50 57 60 78 
p (26) 36 31 62 48 
Q ( 12) 39 37 27 24 
R 21 46 52 29 37 

Note: Brackets indicate that reported profits were less than adjusted profits. 
n.a. = not available. 

some statistics for 1966, a year in which the U.S. rate of inflation -
measured by the G.N.P. implicit price deflator - was 2. 7 per cent. 

The most striking feature of Rosenfield's results is the variation 
from company to company, particularly in the excess of reported 
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over restated profits. Unfortunately the companies are not identi
fied, nor is the nature of their activities indicated. Thus the reasons 
for the variations are unclear, although differences in amounts and 
ages of fixed assets and inventories are likely to have been an 
important factor. 

Pearcy also studied a period of moderate inflation. He used the 
U.K. consumer price index to restate the reported profits of twelve 
U.K. companies for the period 1958-68. During that period the 
annual rate of inflation varied from under I per cent to a maximum 
of 4.4 per cent and totalled 29 per cent. Nevertheless Pearcy ob
served that over the period the aggregate net profits of the com
panies (reported as £!211m.) were overstated by approximately 
I 0 per cent and the retained profits (£527m.) were overstated by 
one-quarter. Furthermore, in 1968 the net profits after tax (£191m.) 
were overstated by 15 per cent, the retained profit (£67m.) over
stated by 60 per cent and the net of tax return on ordinary share
holders' funds overstated by 20 per cent. 

Table 4.7 Top-ten 'Gainers and Losers' from C.P.P. accounting 

Reported Restated 
profit profit Percentage 

per share per share change 
(in historical (in C.P.P. in reported 

pence) pence) profit 

Land Securities 5.2 26.6 +414 
Metropolitan 7.9 23.4 +195 
Commercial Union 12.6 32.5 +158 
Sun Alliance 38.1 78.8 +107 
Royal 25.6 50.4 +97 
StMartin's Property 3.3 5.7 +73 
Guardian Royal 14.2 23.2 +63 
Grand Metropolitan Hotels 11.0 17.7 +61 
General Accident 13.1 21.0 +60 
.Trust House Forte 10.9 16.8 +54 

Tubes 25.7 2.6 -90 
Johnson Matthey 16.7 0.6 -96 
G.E.C. 7.9 0.2 -97 
Ocean 7.0 -0.7 -110 
Bowater 5.8 -1.0 -117 
Babcock & Wilcox 5.1 -0.9 -118 
British Leyland 2.9 -1.2 -141 
Vickers 6.0 -3.7 -162 
P&O 5.1 -4.7 -192 
International Computers 3.3 -13.8 -521 
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A further study undertaken in the United Kingdom reinforces 
Rosenfield's findings that differences between the reported and re
stated figures may vary considerably from company to company. 
The study, undertaken by Cutler and Westwick,7 estimated the 
results of restating the financial statements of 137 companies quoted 
on the London Stock Exchange. Table 4. 7 presents figures for the 
ten companies with the largest favourable changes in the reported 
profit number and the ten with the largest unfavourable changes. 
The table discloses substantial differences. At one extreme the dif
ference between the two profit numbers for Land Securities was four 
times the unadjusted (reported) profit, while a small unadjusted 
profit of International Computers was restated as a substantial loss. 
The median change in profit number (for all 137 companies in the 
sample) was a reduction of 20 per cent. In other words the C.P.P. 
financial statement disclosed a lower profit than the reported 
statements. 

The conclusion that C.P.P. profit numbers will be lower on 
average than the historic profit numbers is supported by the calcula
tions of the Monopolies and Mergers Commission Accountancy 
Staff. Table 4.8 shows the Commission's estimates of return on 

Table 4.8 Profit rates on total capital employed (quoted companies in U.K. 
manzifacturing industry) 

19631964196519661967196819691970197119721973 1974* 

Historic 13.3 14.6 13.9 12.0 12.0 13.4 12.4 11.4 12.5 14.9 17.4 17.4 
Price-level 

adjusted 11.1 11.9 10.6 8.8 9.2 9.5 8.2 6.6 6.2 8. 7 9.3 5.8 

* Provisional. 

capital employed for quoted companies in U.K. manufacturing 
industry. 8 These figures, however, do not include in profit the gains 
on long-term debt and, as may be expected, the price-level adjusted 
figures are lower than the historic reported figures. It is interesting 
to note that the evidence provided by this study and the work of 
Cutler and Westwick indicates that restatement of financial state
ments for purchasing-power changes will yield lower profit numbers 
on average than the reported numbers, whether or not gains on 
long-term liabilities are regarded as a component of profit. 
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l:mplications of C.P.P. Accounting 

The expectation that C.P.P. profit numbers will be lower on average 
than conventionally reported profit has led some businessmen to the 
conclusion that companies are being 'over-taxed'. This conclusion is 
suggested because taxation assessments are based on the reported 
historical-cost profits. However, it relies on the assumption that the 
tax rate is independent of the tax base adopted. This may not be an 
appropriate assumption. It is possible that the tax burden of the 
corporate sector will be computed by an equitable division of the 
total burden between the various sectors within the economy. The 
corporate tax rate would then be determined by relating the cor
porate tax burden to the tax base to be used. Accordingly the rate 
of tax would not be independent of the tax base, and a change to 
C.P.P. profits as a tax base would not reduce the aggregate taxation 
assessment on companies. However, such a change could alter the 
distribution of the tax burden within the corporate sector. Some 
companies would have lower tax liabilities while others would be 
required to pay more. 

Equity-financed companies with substantial inventories and many 
old fixed assets would be likely to pay less tax, as the restatement 
process will reduce their reported profit numbers. Such companies 
will probably be in the manufacturing sector - particularly the 
traditional 'heavy' manufacturing industries, such as shipbuilding, 
steel, textiles and heavy engineering. The companies likely to pay 
more tax will probably be in service industries with limited in
ventories and few fixed assets. Furthermore, if gains from holding 
long-term monetary liabilities are to be taxed, highly geared com
panies may pay additional taxes. Thus the largest tax increases will 
be borne by highly geared service industries, such as property and 
insurance. These conclusions rely on the assumption that the aggre
gate taxes paid by the corporate sector are determined by an equi
table division of the total tax burden. However, this may be a more 
plausible assumption than to assume that the tax rate would remain 
unchanged on the adoption of C.P.P. profits as the tax base. 

A further likely consequence of C.P.P. accounting is that com
panies will appear to be distributing, on average, greater proportions 
of profits in the form of dividends than is revealed by the conven
tional financial statements. The extent of the change in the pay-out 
ratio will vary considerably from company to company. As observed 
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m the studies discussed earlier, some companies may be paying 
dividends out of their C.P.P. capital account. Nevertheless the C.P.P. 
profit and loss account is not the most appropriate basis for deter
mining dividends. Within the constraints set by legal considerations, 
the dividend decision should generally be based on cash-flow fore
casts, together with the appropriate policy requirements, such as 
maintenance of a stable dividend. The cash-flow forecast will indi
cate the available resources and assist in planning the schedule for 
dividend payment. While the C.P.P. financial statements disclose 
the outcome of distributions, the necessary data for dividend deci
sions are not provided. 

The above brief comments suggest that C.P.P. financial state
ments are not a suitable basis for dividend decisions. A comprehen
sive discussion of C.P.P. accounting as a tax base is outside the scope 
of this book, although some consequences of its adoption were noted 
earlier. None the less it is interesting to note that in a detailed study 
of the tax implications of C.P.P. accounting, Morely concluded that 
the conventional basis of reporting profit is to be preferred for tax 
purposes. 9 The Sandilands Committee recommended that a major 
review of the basis of the taxation of profit and income be under
taken. The last major review was undertaken by a Royal Com
mission which presented its final report in 1955 and worked on the 
assumption that there would be no major fluctuations in the value 
of money. As that Commission reported more than twenty years ago 
and worked on an assumption which is inappropriate today, a new 
examination of the tax system is clearly essential. 

Conclusion 

As inflation distorts the monetary measurement scale normally used 
by accountants, the conventional financial statements comprise 
aggregations and comparisons of measurements which were made 
against an unstable scale. C.P.P. accounting involves restating these 
measurements in terms of a stable unit of measurement, i.e. the 
purchasing power of money on some specified date. This indicates a 
fundamental characteristic of C.P.P. accounting, namely stability of 
the measurement scale. The adjustments for changes in the value of 
money, which is the essential element of accounting in terms of 
constant purchasing power, may be used in conjunction with either 
historic-cost or current-cost methods of accounting. However, most 
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of the professional accountancy bodies which favour C.P.P. account
ing propose that the purchasing-power adjustments be applied to 
the historic-cost figures used in the conventional financial statements. 
Such C.P.P. adjustments will not violate the basic accounting prin
ciples (except the money-unit principle). (As will be discussed in 
Chapter 6, professional bodies in the United Kingdom did propose 
the addition of C.P.P. adjustments to the system of current-cost 
accounting recommended by the Sandilands Committee.) 

The apparent attraction of C.P.P. accounting for professional 
accountancy bodies is that it does not necessarily involve any 
major shifts in accounting theory or practice and it lacks both com
plexity and subjectivity. The C.P.P. adjustments are relatively easy 
to apply in existing accounting systems and do not require any sub
jective evaluations (such as the valuation of assets). However, to 
argue that C.P.P. accounting should be adopted because it does not 
fundamentally change existing accounting practice implies that 
historical costs provide the most useful information. This assertion 
may be challenged. The nature of financial reporting and the 
characteristics of useful information are discussed in Chapter 7. For 
the present it should be pointed out that the Sandilands Committee 
considered the application of C.P.P. accounting to historical-cost 
methods to be of limited value. The committee concluded its dis
cussion of C.P.P. adjustments in conventional accounting with the 
following statement: 'The usefulness of the information given in 
CPP supplementary statements will always be constrained by the 
deficiencies of the basic historic cost accounts to which they are 
attached.' 10 The Sandilands Committee favoured an application of 
current-cost financial reporting. They suggested that the inclusion 
of C.P.P. adjustments in the current-cost financial statements would 
add no useful information. Furthermore, they concluded that such 
purchasing-power adjustments would tend to make financial state
ments too complex and would also confuse users. The nature of their 
proposals will be discussed further in Chapter 6. Before looking in 
detail at these proposals, the concepts of current-value accounting 
are discussed in Chapter 5. 



CHAPTER 5 

Current-Value Accounting 1-
Concepts 

Reference was made at the end of Chapter 4 to the assertion by the 
Sandilands Committee that the usefulness of C.P.P. financial state
ments will always be constrained by the deficiencies of historical-cost 
accounting. The introduction of concepts of value into financial 
statements, as recommended by the Sandilands Committee, 1 implies 
a fundamental departure from the principle of historical cost. The 
objectivity of historical-cost measurements has been claimed as an 
important advantage of traditional accounting practice. The intro
duction of values into financial statements has been resisted because 
of the suggestion that they cannot be determined objectively. The 
following statement by Kelly is typical of the attitude of many 
accountants in past years: 

[To] cut loose from the moorings of historical cost would open up 
a Pandora's box of confusions, annual appraisals, complications 
and adjustments to recorded dollar values ... since objective 
measurements beginning with the historical cost of fixed assets 
would be cast aside and be superseded by subjective measure
ments.2 

The important question not considered in such objections to the 
use of values is whether the objective information provided by the 
historical-cost financial statements is more useful than some alter
native subjective information. The Sandilands Committee's con
clusion was that values are likely to be more useful than historical 
costs to the users of financial statements. The usefulness of account
ing information in financial reporting is discussed in Chapter 7. For 
the present attention will be directed to the characteristics and tech
niques of value accounting, with particular emphasis on the use of 
current values. A comparison of historical costs and current values 
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in financial statements is as important in a period when the general 
price level is stable as when there is inflation. Current values are 
usually measured by the prices of specific goods and services, and 
these may change as a result of shifts in relative prices, even if the 
general price level is unchanged. Accordingly current-value account
ing is, strictly, not a method of inflation accounting. However, if 
assets and liabilities are reported at current values- i.e. their values 
at the balance-sheet date - many of the distortions which inflation 
causes in conventional financial statements would be avoided. None 
the less, as will be demonstrated later, there are circumstances in 
which general price-level adjustments can be applied in current
value accounting. Thus C.P.P. accounting should not be considered 
as an alternative to current-value accounting. The appropriate com
parison is between historical costs and current values. A supple
mentary question may then be raised: 'should C.P.P. adjustments 
be applied?' 

The application of C.P.P. adjustments to historical-cost account
ing was discussed in Chapter 4. In this chapter, the conceptual 
nature of current-value accounting is discussed, and in the next 
chapter certain techniques of current-value accounting will be 
illustrated, including the application of C.P.P. adjustments. 

Concepts of Value 

According to economic theory the value of an asset to an individual 
is determined by the pleasure (usually called 'utility') he will derive 
from consuming it or from consuming the benefits arising from it, 
either at the present or some future time. A business, however, can
not experience pleasure, although its owners may do so. Pleasure is 
of a psychological nature experienced only by individuals. Thus a 
different approach must be adopted to define the value of an asset 
to a business. A business undertakes various exchanges of resources 
and distributes any surplus to its owners. 3 (These distributions pro
vide a means for individual owners to undertake consumption im
mediately or at some future date.) The ability of an asset to generate 
resources in the exchange process indicates its value to the business. 
This may be called 'exchange value', which can be measured in 
money units. 

The market price of any resource reflects its exchange value at a 
particular date. But as prices change so also do exchange values. 
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Thus, to value assets at their exchange values, it is essential to deter
mine the appropriate date for recording market prices. A considera
tion of past, present and future exchanges or potential exchanges 
lead to three possible approaches, each of which could be used. 
Probably the most appropriate past exchange is the acquisition of 
the asset. An appropriate future exchange would be the disposal of 
the asset, or of the goods, etc. which are produced by the use of the 
asset. Another possible exchange is a potential exchange at the 
present time. 

In addition to the time dimension of exchange value, the direction 
of the exchange must be considered. The exchange value of an asset 
on entry to the business may be appropriate, or alternatively, the 
exchange value on exit could be used. Entry and exit values corres
pond directly to buying and selling prices. If the market for an asset 
was 'perfect' (in the economic sense), entry and exit values at any 
date would be identical. Unfortunately this is rarely the case; for 
instance, the buying and selling prices of a used motor-car can differ 
considerably. 

If the timing and direction of exchanges are considered together, 
there are six potential concepts of value. These are illustrated in 
Table 5.1. Each of these concepts may be further subdivided accord
ing to the form of the asset to be valued. Edwards and Bell suggested 

Time of exchange 

Past 
Present 

Future 

Table 5.1 Concepts of value 

Direction of exchange 

Entry values 

Historical cost 
Current 

replacement cost 

Expected 
replacement cost 

Exit values 

(Irrelevant) 
Current 

selling prices 

Expected values 

three categories for the form of assets- (i) initial inputs, (ii) present 
form and (iii) ultimate form. 4 They used the illustration of valuing 
a chair frame to explain this taxonomy. The chair frame could be 
valued in terms of a list of inputs, such as wood, labour, nails, etc. 
required to produce its present form. Each of these initial inputs 
could be valued separately. Alternatively the chair frame could be 



50 Accounting in an lriflationary Environment 

valued according to its present form using past, present or future 
values. The third alternative would be to value the asset as it is ulti
mately expected to be produced, less the required additional inputs; 
for instance, the chair frame may be valued as an easy chair, less 
springs, cloth, padding, labour, and so on. 

The combination of the classifications of asset form and the six 
concepts of value illustrated in Table 5.1 suggests eighteen ways of 
valuing assets. However, some combinations may be irrelevant. For 
instance, the past entry value is unlikely to be appropriate for the 
valuation of an asset in its ultimate form, nor is the future exit value 
likely to be appropriate for the initial inputs. In general past and 
future values are only likely to be relevant when used in connection 
with the initial inputs and the ultimate form of the asset respec
tively. However, present (or current) values could be used in the 
valuation of assets in any of the three forms. But in general, current 
entry values are appropriate for initial inputs and present form, 
whereas current exit values are more consistent with the present and 
ultimate forms. 

Of the six concepts illustrated in Table 5.1, one is irrelevant - i.e. 
past exit value, and the expected replacement cost (future entry 
value) is not seriously advocated for the valuation of business assets. 
This leaves four methods of valuing business assets. 

(I) HISTORIC COST 

Past entry values are used in conventional accounting to value the 
initial inputs in terms of historical costs. Little further comment is 
required, except to point out that historical cost is a particular con
cept of value. The difference between conventional historical-cost 
and current-value accounting is the timing of the values adopted 
and not the use of value per se. 

(u) CURRENT REPLACEMENT COST 

Present entry values (usually termed 'current replacement costs') 
represent the costs which would be incurred today to acquire identi
cal assets or their equivalents. The current market-buying prices (or 
some proxy thereof) may be used to value assets either in their 
present form or in terms of their initial inputs. If the 'going-concern' 
assumption is applicable it may be argued that assets will be replaced 
in the normal course of business. Accordingly there are arguments 
for the valuation of all assets constructed within the business by 
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reference to their initial inputs. However, it may not always be 
appropriate to assume that all assets will be replaced in an identical 
form, or even replaced at all. (The replacement of assets is discussed 
below in the section on 'current-value accounting'.) 

(III) CURRENT SELLING PRICES 

The present exit values are the prices at which assets could be sold 
in a normal business transaction. This excludes the conditions of a 
forced sale on liquidation of the business. None the less, the form in 
which the asset is to be valued must be considered. The selling prices 
of assets in their present form could be used. Alternatively value 
may be determined using the current selling prices of the ultimate 
forms, less the current cost of additional inputs. As the latter appears 
to closely resemble a sale in the normal course of business, it is the 
method generally favoured in this context by the advocates of 
current selling prices. 

(IV) EXPECTED VALUES 

The future exit values are the values expected to be realised at the 
time of ultimate sale in the normal course of business (less the ex
pected cost of any additional inputs). 5 Accordingly the most appro
priate form of the asset is its ultimate form. Assets which are held 
for production should be valued at the expected value of the goods 
to be produced by those assets, less the expected costs of additional 
inputs. As the expected receipts (and outlays, where appropriate) 
arise in future periods, discounting techniques are used to determine 
the present value (for an explanation of discounting techniques, see 
the appendix to Chapter 8). This interpretation of expected value is 
consistent with the concept of value contained in the economic 
theory of income. 

Econo111ic lnco111e 

Much contemporary thought about current-value accounting has 
derived from the economic concepts of 'income' and 'value' de
veloped by Fisher and later extended by Hicks. These concepts were 
initially discussed in relation to the income of an individual, but 
have subsequently been extended to the measurement of business 
income. Hicks defined income of an individual as the 'maximum 
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value which he can consume during a week, and still expect to be as 
well-off at the end of the week as he was at the beginning'. 6 In 
developing an operational measure of income from such a definition, 
a major difficulty arises with the interpretation of the term 'well-off'. 
Hicks suggested the capital (or present) value of prospective receipts 
as a measure of 'well-offness'. This led to the idea of income as the 
residue available for consumption after the capital value of prospec
tive receipts has been maintained intact. 

Such a concept of income may be readily adapted to the measure
ment of business income. Accordingly income of a business is the 
amount by which its capital value (measured by the present value of 
prospective receipts) increases during the measurement period, due 
allowance being made for any new capital introduced and capital or 
dividends distributed. This definition can be expressed in the form 
of an equation for economic income in period n, r:, as follows: 

(5.1) 

where en is the net distribution 7 to the owners of the business during 
the period, and Kn-l and Kn are the capital values at the start and 
end of the period respective! y. In this context capital value is 
measured by the present value of prospective receipts, which may 
be expressed thus: 8 

(1 + i)i-n' 
(5.2) 

In words, the capital value at the end of period n, Km is measured 
by the present value (discounting at the market interest rate, i) of 
the net distributions to the owners, cj, for all future periods. 

This measure of capital value should represent the maximum 
amount a potential buyer would be prepared to pay to acquire the 
business. However, it is a subjective estimate and will depend on 
expectations of future receipts (and also on the discount rate used). 
Herein lies a major difficulty of using economic income in financial 
statements. Estimates are required of future cash flows. Senior 
management may be qualified to make such estimates, but inde
pendent verification would be impossible. Furthermore, economic 
income is of limited value to management for use in their decision
making. Economic income is calculated by reference to future cash 
flows which cannot be estimated until decisions are taken about 
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future actiVIties. Accordingly economic income is an unsuitable 
basis for decision-making; it cannot be computed until decisions 
have been taken. In view of these problems alternative concepts, 
such as current-value accounting, have been proposed. 

Current-Value Accounting 

The term 'current-value accounting' is used here to describe those 
accounting methods in which asset values are determined by refer
ence to the present time dimension of value. There are a number of 
accounting methods which may be included within this definition of 
current-value accounting. The basic definition of income discussed 
earlier will be used, but the measurement of capital value must be 
amended. In general terms, income for a period may be defined as 
the amount by which capital value at the end of the period exceeds 
the amount required to maintain intact the capital value at the 
commencement of the period. (In the accounting literature, parti
cularly in the United Kingdom, the terms 'income' and 'profit' are 
frequently used interchangeably. Accordingly this definition of in
come will be used to discuss business profit.) 

The above general definition of income comprises two separate 
elements: 

(i) The measurement of capital value (asset valuation); and 
(ii) the measurement, at the end of the period, of the amount 

required to maintain intact the capital value at the start of the 
period (capital maintenance). 

It is important to distinguish between these two elements of a profit 
measure, as different concepts may be used for each. The measure
ment of capital value involves the valuation of the business' assets 
and liabilities. As discussed above, even within the framework of 
current value there are several concepts of value which could be 
used. The other element of profit measurement, capital maintenance, 
may appear to be a straightforward concept. For instance, the capital 
to be maintained could be simply the capital value computed at the 
commencement of the period. But such a money-value approach is 
only one possible capital-maintenance concept. When prices are 
rising it may be appropriate to maintain the purchasing power of 
the initial capital value and not merely its money value. Alternati~e 
concepts of capital maintenance will be discussed later in this 
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chapter. For the present the application of current values to the 
asset-valuation element of profit measurement will be examined. 

The two aspects of current value discussed earlier were present 
entry prices (replacement cost) and present exit prices (selling 
prices). Both these concepts of value have their advocates, who 
argue that their particular preference is the most appropriate method 
for financial reporting. Replacement cost has been advocated by 
many writers over the years, with a notable work published in 1961 
by Edwards and Bell. 9 Exit prices have not received such widespread 
support as replacement costs, but their advocates. have been very 
enthusiastic in expressing their support. MacNeaP 0 was an early 
supporter of selling prices, and in recent years the case has been 
strongly advanced by Chambers11 and Sterling.12 

These two aspects of current value suggest two separate concepts 
of business profit. Exit prices represent the opportunity costs of using 
resources in the business rather than disposing of them. Accordingly 
a measure of realisable profit in which assets are valued at exit prices 
will indicate the short-run return to the business from using or hold
ing its assets rather than selling them. The use of entry prices, how
ever, will provide a long-run evaluation in the form of a measure of 
replacement-cost profit. It can be argued that for a business to 
continue its operations in the long run it must replace the assets 
used in production and, accordingly, replacement costs should be 
used for asset valuation. However, entry and exit prices need not 
be considered mutually exclusive. Although Edwards and Bell 
accepted the contention that replacement-cost profit and realisable 
profit provide different information, they made the following com
ment on the use of entry and exit prices: 'it is our feeling that a 
strong case can be made for the incorporation of both sets of data 
in the accounting records'. 13 This is an interesting suggestion which 
has also been advanced by other writers and was favoured by the 
Sandilands Committee. Edwards and Bell, however, ultimately con
cluded in favour of replacement costs. This conclusion was based on 
their particular views of the information needs of the users of finan
cial statements. They were primarily concerned with the presenta
tion to managers of information which would assist the evaluation of 
past decisions. They favoured replacement-cost profit (or, in their 
terminology, 'business income') because it reports business perform
ance on the going-concern assumption which presumably underlies 
managers' ex ante evaluations of potential outcomes. 
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Although the work of Edwards and Bell is frequently quoted as an 
important element of the case for replacement-cost accounting, it 
should be remembered that their conclusion in favour of replace
ment costs was based on a particular view of the information needs 
of an assumed group of users of financial statements. The arguments 
for and against the various aspects of current-value accounting can
not be finally resolved without a clear specification of the informa
tion needs of users of financial statements. The objectives of financial 
reporting are discussed in more detail in a later chapter. However, 
at this point the conclusions of the Sandilands Committee should be 
mentioned. They considered the information needs of a number of 
potential statement users and concluded that both entry and exit 
prices should be used for asset valuation. They favoured the concept 
of value to the business- which is discussed below. 

A concept of asset value is required to provide a measure of capital 
value for a business. Accordingly it would seem appropriate to value 
assets at their value to that business. For this purpose use can be 
made of the concept of value to the owner - which is sometimes 
termed 'deprival value'. This represents the maximum loss the owner 
would suffer if he were deprived of the asset concerned, for instance 
by an uninsured loss. This concept was adapted by Bonbright from 
legal interpretations of value14 and developed in recent years by 
other writers. 15 

Value to the owner can be measured by the loss which would be 
suffered if the business was deprived of the asset. 16 Replacement 
cost (RC) of an asset will normally provide the upper limit to its 
value, as the loss suffered will not normally exceed the cost of its 
replacement. 17 Other possible values include net realisable value 
(NRV) 18 and the present value of the net cash receipts expected 
from use of the asset (PV). There are six possible permutations of 
RC, NRV and PV, as follows: 

(l) NRV> PV> RC 
(2) NRV > RC > PV 
(3) PV > RC > NRV 

(4) PV>NRV>RC 
(5) RC > PV> NRV 
(6) RC > NRV > PV 

To determine value to the owner these six cases should be divided 
into two groups according to whether the asset should be held for 
use or resale. An asset should be held for use only where PV > NRV. 
Thus the two groups appear as follows: 
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Use 
(3) PV > RC > NRV 
(4) PV > NRV > RC 
(5) RC > PV > NRV 

Resale 
(1) NRV> PV> RC 
(2) NRV > RC > PV 
(6) RC > NRV> PV 

However, within the use group NRVis irrelevant, as also is PVin 
the resale group. Furthermore, as pointed out above, RC is the upper 
limit of value to the owner. Thus, if we eliminate the irrelevant 
NRVs and PVs, together with values greater than RC, the six cases 
can be reduced to the following: 

Use 
(3) RC 
(4) RC 
(5) RC > PV 

Resale 
(1) RC 
(2) RC 
(6) RC > NRV 

This indicates that in cases 1-4 RC represents value to the owner. 
But in case 5 RC > PV, which suggests that the asset will not be 
replaced when fully used. RC is not the relevant measure of value. 
In this case the asset should be valued at PV. In case 6, where 
RC > NRV of an asset held for resale, the asset will not be replaced 
when sold, and accordingly NRV becomes the appropriate measure 
of value. These conclusions may be expressed as a general rule in the 
following form: the value of an asset to its owner (business) = RC, 
except where: 

( 1) the replacement cost of an asset held for use exceeds the 
present value of the net receipts expected to be derived from its use 
- in this case value to the owner should be measured by the present 
value of expected receipts; and where 

(2) the replacement cost of an asset held for resale exceeds its net 
realisable value, in which case it should be valued at net realisable 
value. 

Analysis of this nature has led some writers to conclude that in 
most cases replacement cost will be relevant, and therefore should 
be used to value all business assets. 19 However, such a conclusion 
relies on the assumption that cases 5 and 6 will not occur or will 
occur very infrequently. This is an empirical question which has not 
been fully explored. It is not too difficult to suggest situations in 
which cases 5 and 6 may arise. For instance, a business in a declining 
industry may be in a position where the cost of replacing certain of 
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its fixed assets will exceed their present values in use - a case 5 
situation. Furthermore, the replacement cost of certain of its in
ventories may exceed their net realisable values - a case 6 situation. 
In general it may be appropriate to record all asset values initially 
at replacement costs, and subsequently to write down to present 
values those assets held for use whose RC > PV, and to net realisable 
value those assets held for resale whose RC > NRV. This is the 
method of valuation favoured by the Sandilands Committee, which 
pointed out that the approach is similar to certain aspects of con
ventional accounting practice. 20 At the present time all assets are 
recorded at historical cost (HC), but assets held for resale may be 
written down to NRV, if HC > NRVand, furthermore, assets held 
for use should be written down to PV, if HC > PV. (Writing 
down assets - such as fixed assets - to PV when HC > PV is 
not widely practised because of the difficulties of measuring PV. 
None the less, it is generally regarded as a desirable accounting 
principle.) 

The proposal that financial statements contain a mixture of RC, 
PV and NRV has been advanced by writers in recent years- but not 
without attracting some criticism. It has been argued that the aggre
gate valuation of the business is meaningless when a heterogeneous 
mixture of asset values is used. 21 However, the meaning of an aggre
gate valuation based on exclusive use of either replacement costs or 
exit values may also be questioned. In each case, whether a single 
concept or several concepts of value are used, it is difficult to ascribe 
a meaningful interpretation to the aggregate capital value - other 
than to describe it as the sum of the individual asset values. The 
aggregate value of the assets is unlikely to be the value of the business 
as a whole, which should be determined by reference to its market 
price (if one is available) or by estimating the present value of its 
future net receipts. 

For purposes of income and profit measurement it is not the 
amount of the aggregate asset value which is important, but the 
changes therein. Thus, if a heterogeneous mixture of entry and exit 
prices provide a useful measure of income, they should not be re
jected because the aggregate capital value does not exhibit meaning
ful characteristics, beyond being the sum of the individual asset 
values. The Sandilands Committee concluded that such a hetero
geneous mix of asset values would provide the information needed 
by users of financial statements. 
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Holding Gains 

An interesting aspect of current-value accounting is the distinction 
usually made between operating and holding activities. This dis
tinction could be important as factors influencing these two elements 
of business operations can differ. Edwards and Bell explained the 
distinction by means of the following illustration. 22 For simplicity 
assume that production is timeless and that only holding activities 
take time. Further, every accounting period is assumed to comprise 
a large number of holding intervals, each preceded by a production 
moment during which actual production takes place. 

0 

I 
I -----------1 

I 
I 
I 
I 

2 

I 
----------1 

. I 
Operat1ng 1 
profit 1 

I 
I 

Bequeathed 
inputs 

Time (within single 
occount1ng period) 

Figure 5.1 Production and holding activities 

A business will normally commence each accounting period with 
a collection of assets inherited from the previous period - termed 
'inherited inputs'. Production and holding activities are illustrated 
in Figure 5.1, 23 which shows diagrammatically the changes in the 
current value of the business' assets (inputs). As production moments 
are timeless, the current values of assets not directly involved in the 
productive process will remain unaltered. Accordingly any increase 
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in the current value of assets at the production moment must be 
attributable to production. For this purpose production should be 
defined to include all types of transformation of resources- e.g. raw 
materials and labour inputs into finished goods, and also inventories 
into cash or debtors. An increase in the current value of assets arising 
from such production may be termed 'operating profit'. 

Between each production moment there will be a holding inter
val, during which no production takes place. Any change in the 
current value of assets during such a period will result from changes 
in the prices use<t to value the assets held by the business. An in
crease in the current value of assets during the holding interval is 
termed a 'holding gain'. The aggregate current value at the end of 
the interval will provide the initial valuation of inputs for the 
subsequent production moment. 

This illustration demonstrates the fundamental distinction be
tween production and holding activities. Production involves a 
transformation of resources, while holding involves only ownership 
of inputs. Operating profit, which measures the surplus from pro
ductive activities, is computed by comparing the current values of 
output with the current values of the resource input. Holding gains 
measure the impact of changing prices on the current value of the 
business. These measures may be demonstrated by a simple numeri
cal illustration. 

A business commences operations on 1 January 19Xl with £2000 
cash and immediately uses that whole amount to acquire an asset. 
When the asset is sold on 31 December 19X2 for £2750, an historical
cost profit of £750 will be reported in the financial statements for the 
year to 31 December 19X2. However, if replacement costs are used 
to value the asset, holding gains may be reported in both 19Xl and 
19X2, and an operating profit on 31 December 19X2. It will be 
assumed that the replacement cost of the asset was £2200 on 31 
December 19Xl and £2500 on 31 December 19X2. Accordingly the 
operating profit and holding gains can be computed as shown in 
Table 5.2. 

The operating profit and holding gains sum to the historical-cost 
profit, but they are reported in different periods. It may be noted 
that in this illustration the operating profit was not recognised until 
realisation, whereas part of the holding gain was recognised prior 
to the sale. Some writers suggest that realised and unrealised holding 
gains should be reported separately. 24 For instance, the holding gain 
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Table 5.2 

1 January 19Xl 
At start of business £2000 

Holding gain in year to 
31 December 19Xl £200 

Mter acquisition of asset £2000} 

31 December 19Xl £2200] ~ 
Holding gain in year to 
31 December 19X2 £300 

31 December 19X2 ~ 
Prior to sale £2500 

} 
Operating profit at 
31 December 19X2 

AAB~ 0~ 0~ 

reported in the year to 31 December 19Xl could be deemed un
realised, as the asset was still held at the year end. Then, during 
19X2 a total holding gain of £500 is realised. This realised gain 
comprises a holding gain during 19X2 of £300 and the previously 
reported unrealised holding gain of £200. In the terminology of 
replacement-cost accounting, holding gains are sometimes called 
'cost savings', as they represent the additional cost which would have 
had to be incurred if the asset was acquired at the time of sale. 

Similar principles, but different figures, are involved when exit 
prices are used to measure current values. If it is assumed that the 
selling price of the asset was £2350 on 1 January 19Xl and £2500 on 
31 December 19Xl, holding gains and operating profit can be re
ported as shown in Table 5.3. 

Table 5.3 

1 January 19Xl 
At start of business £2000} 

Operating profit at 
1 January 19Xl £350 

Mter acquisition of asset £2350} ~ 
Holding gain in year to 
December 19Xl £150 

31 December 19Xl £2500] ~ 
Holding gain in year to 
December 19X2 £250 

31 December 19X2 ~ 
Prior to sale £2 7 50 
Mter sale £2750 
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Once again operating profit and holding gains total to the 
historical-cost profit. However, in this case operating profit is recog
nised prior to realisation. Edwards and Bell call this concept 
'realisable operating profit', and they refer to the holding gains as 
'capital gains'. The most important difference between this illustra
tion and the earlier illustration of the replacement-cost measures is 
the time at which operating profits are recognised. However, both 
approaches provide a clear distinction between operating and hold
ing activities. If both entry and exit prices are used in a value-to
the-owner framework, any changes in the basis of valuation, e.g. 
from entry to exit prices, should be reported independently of the 
holding gains. 

There has developed an interesting literature on the subject of 
dichotomising income into holding and operating components. 25 

The justifications for such a dichotomy can be divided into three 
principal cases: 

(i) The two categories of income may be used to evaluate different 
kinds of decisions. Holding gains arise from decisions to hold particular 
amounts of certain assets, whereas operating profits arise from deci
sions to use particular assets. It may be argued that a separation of 
holding gains from operating profits will assist the evaluation of out
comes from these different types of decisions. However, it should be 
pointed out that holding and operating activities are not always 
independent. For instance, a single investment decision could result 
in holding gains if prices of capital goods subsequently rise, and also 
operating profits if the business' efficiency is improved. 

(ii) The dichotomy will permit better inter-period and inter-firm com
parisons of operating performance. It is argued that the elimination 
of price-change effects from the evaluation of productive operations 
should improve inter-period and inter-firm comparisons of produc
tive efficiency. However, possible trade-offs between holding and 
operating activities cast some doubt on this argument. In particular 
the interdependencies between holding and operating activities may 
vary from business to business or from period to period, and com
parability is thereby affected. However, the extent of any inter
dependencies and their impacts on comparability is an empirical 
question which remains unresolved. 

(iii) Operating income is a better measure of a business' long-run 
income and it is consequently a better forecaster of the future income 
stream. This justification, which appears to provide the strongest case 
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for dichotomising income, has been developed as an argument for 
the replacement-cost measure of operating profit. 26 However, the 
extent of the predictive ability of this, or any other income measure 
is an empirical question, still to be thoroughly investigated. 

The separation of holding gains and operating profit leads into 
another area of controversy. Should holding gains be reported in a 
statement of income? To discuss this question attention must be 
directed to the second element of the definition of income - i.e. the 
concept of 'capital maintenance'. 

Capital Maintenance 

The treatment of holding gains in financial statements was not ex
plicitly discussed above, as their presentation depends on the concept 
of capital maintenance selected for financial reporting. A holding 
gain may be regarded as an element of profit and reported in the 
profit and loss account. Alternatively all or part of the holding gain 
may be reported as a capital-maintenance adjustment on the 
balance-sheet. Such an adjustment purports to restate the capital 
value of the business at the start of the accounting period for changes 
in the prices used to value that capital. 

The earlie.- discussion of economic income led to the proposition 
that a business can be deemed to have earned a profit during an 
accounting period only if its starting capital value is maintained 
intact. However, there are a number of concepts of capital main
tenance, each implying a different treatment of holding gains. Three 
important concepts are discussed below: (i) money value; (ii) pur
chasing-power-adjusted money value; and (iii) operating capacity.27 

(1) MONEY VALUE 

This concept of capital maintenance should be familiar to most 
accountants. A profit is reported when the closing capital value 
exceeds the monetary amount of the capital value at the start of the 
period (appropriate adjustments being made for distributions and 
new capital introduced). For instance, a business that started the 
current accounting period with a capital value of £1000 and finished 
with £1400, after distributing a dividend of £100, might report a 
£500 profit. The amount required to maintain the money value of 
the starting capital is £1000. However, at the end of the period the 
business had capital of £1400, and a further £100 had already been 
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distributed. The £500 surplus may be reported as profit. This would 
be conventional accounting if the capital value was measured in 
historical costs; but in the present discussion only the capital
maintenance concept is considered and any method of asset valua
tion could be used, including historical cost, current value, and so 
on. 

If the money-value concept of capital maintenance is adopted, all 
increases in capital value are deemed to be profit. Thus increases in 
capital arising from movements in the prices used for asset valuation 
- i.e. holding gains - should be reported in the profit and loss 
account. 

(u) PURCHASING-POWER-ADJUSTED MONEY VALUE 

The case for a purchasing-power adjustment to the money value of 
opening capital can be argued on two similar, but distinct grounds. 
These separate lines of argument lead to purchasing-power adjust
ments based on different index numbers. 

First, the arguments outlined earlier to introduce C.P.P. account
ing may be advanced, namely in periods of unstable prices money 
values at different dates are measured on different scales. To com
pute profit on a stable measurement scale the money value of the 
opening capital should be restated in terms of the purchasing power 
of money at the date of the financial statements. Such an argument 
would seem to suggest that the money amount of the opening capital 
value should be adjusted for the movement in the general level of 
prices, for instance, as measured by a G.N.P. price deflator. 

The alternative arguments for a purchasing-power adjustment 
stem from the views that a business is an investment owned by 
certain individuals, and capital value measures the extent of their 
ownership interest. It is argued that the real benefit accruing to the 
owners of a business is computed only when adjustment is made for 
changes in the purchasing power of their investment. Accordingly 
the purchasing-power adjustment should reflect changes in the pur
chasing power of the owners, probably measured by a general index 
comprising the prices of the goods and services normally consumed 
by shareholders, and other business owners. 

Both lines of argument have been advanced in the current-value 
literature, although the more common is the latter, which suggests 
an index of changes in the purchasing power of a particular group of 
individuals, namely the business owners. However, it has already 
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been noted that a single index is unlikely to be appropriate for all the 
individuals within such a group (see the discussion of the 'choice of 
an index' in Chapter 3). A single index can, at best, only reflect the 
purchasing power of some average investor. This line of reasoning 
may suggest that a separate financial statement is required for every 
investor - each statement reflecting the change in that investor's 
personal purchasing power. Fortunately this conclusion is not in
evitable. When assets are reported in current values all amounts are 
measured on a constant scale, i.e. the money unit at the date of the 
financial statements. Accordingly the opening capital value can be 
adjusted for purchasing-power changes by restating the capital value 
reported in the previous period's financial statement for the sub
sequent change in the selected purchasing-power index. As different 
index numbers are appropriate for various investors, it would seem 
desirable to allow the individual to compute his own adjustment, 
using his personal index number. The individual may compute the 
adjustment explicitly or he may take implicit account of the required 
adjustment in his interpretation of the financial statements by con
sidering whether the money return earned by the business is suffi
cient to offset purchasing-power fluctuations. Thus it may be suf
ficient to simply report the change in the money capital and leave 
the purchasing-power adjustment to the financial-statement reader. 

However, if capital value is to be adjusted for purchasing-power 
changes, using some average index, the total amount of the holding 
gains (as defined above) will not be reported in the profit and loss 
account. In this case, only the real holding gains, i.e. the holding 
gains in excess of the amount required to maintain the purchasing 
power of the opening capital value, will be reported as profit. For an 
individual asset, the real holding gain is the excess of the increase in 
its current value above the amount required to maintain the pur
chasing power invested in it. The relative price changes during each 
period give rise to these real holding gains (or losses). As the relative 
prices of monetary assets decline during a period of inflation, real 
losses will be incurred by holding such assets when prices are rising. 
Conversely, real holding gains will arise from holdings of monetary 
liabilities. 

(III) OPERATING CAPACITY 

Capital value at any date may be computed by valuing the business' 
assets (less liabilities) at that date. The total assets represent a parti-
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cular level of operating capacity available to the business. When 
current values are used for asset valuation, the aggregate asset value 
measures the current value of the existing operating capacity (as 
represented by a certain quantity of assets). It may be argued, in 
terms of Hicks's definition of income, that a business is not as 'well
off' at the end of the period as it was at the beginning unless it has 
at least maintained its capacity to continue its operations at the 
same level -i.e. unless it has maintained its operating capacity. A 
business which consistently fails to maintain its operating capacity 
will decline. It may be argued that such a business should not be 
considered profitable. Accordingly a profit should be reported only 
when operating capacity, as represented by a collection of assets, 
has increased. Any changes in capital value arising from movements 
in the prices used to value those assets should not be considered as 
an element of profit, but as an adjustment to the opening capital 
value. This implies that if the operating-capacity concept of capital 
maintenance is adopted, holding gains will not be reported in the 
profit and loss account. 

This concept of capital maintenance rests on the assumption that 
the business is a separate entity which can be considered separately 
from its owners. The owners are viewed as the suppliers of a resource, 
namely equity finance, and they are considered comparable with 
other suppliers, e.g. of debt finance, of raw materials, of labour, and 
so on. The business may be comprised of various interest groups, but 
it is assumed to possess its own identity and existence, and it is ex
pected to continue at least for the foreseeable future. The assets of 
the business are seen as the means of continuing operations, and 
unless the operating capacity is maintained by current operations 
the business is unprofitable. Accordingly it is the value of the assets 
to the business which is considered important for this concept of 
capital maintenance. 28 This is the concept of capital maintenance 
favoured by the Sandilands Committee, although they also suggest 
that total holding gains should be disclosed separately in a note to 
the financial statements. 

Summary of Concepts 

It is now appropriate to consider the various possible combinations 
of asset-valuation methods and capital-maintenance concepts. Parti
cular combinations have been advocated from time to time. Table 
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5.4 shows the principal combinations which have been suggested, 
and indicates some of the advocates. 29 Cells marked y are feasible 
and could possibly be supported; those left blank are not considered 
feasible. For purposes of comparison, the asset-valuation methods 
based on historical costs have been included. It may be observed 
from the table that there are several combinations which could be 
described as methods of current-value accounting. Thus, in a dis
cussion of a system of current-value accounting, the method of asset 
valuation and the concept of capital maintenance should be speci
fied. Some of these current-value accounting methods are illustrated 
in the next chapter. 

Table 5.4 Asset-valuation methods and capital-maintenance concepts 

Asset
valuation 
methods 

Historical-cost 
methods 

Money value 
General 

purchasing 
power 

Shareholder 
purchasing 

power 

Current-value 
methods 

Replacement 
costs 

Exit prices 

Value to 
owner 

Money 
value 

IjirP0 

Revsine33 

v 
Scapens40 

Sandilands 
(in a note) 41 

Capital maintenance concepts 
General Shareholder 

purchasing purchasing 
power power 

F.A.S.B. 31 

A.S.S.C.32 

American Edwards 
Accounting and BelP 5 

Association34 

v Chambers38 

Sterling39 

Exposure Scapens 
Draft (as an 
No. 1842 alternative) 

(in a note) 

Operating 
capacity 

Mathews36 

Gynther37 

v 
Sandilands 

Scapens 
(as an 

alternative) 
Exposure Draft 

No. 18 

Note: Value to owner may be entry or exit prices, or present values, 
depending on circumstances. 



CHAPTER6 

Current-Value Accounting 11-
Methods 

In the previous chapter the concepts of current-value accounting 
were discussed; this chapter contains illustrations of their applica
tion. Initially references will be made to the current values of assets, 
without distinguishing between entry and exit values. This approach 
will give the illustrations more generality. However, when the Saudi
lands Committee's proposals are illustrated it will be necessary to 
define the concept of current value more precisely. 

Illustration 

The financial statements of I.D.C. Limited, which were used earlier 
to explain C.P.P. accounting, will be used to demonstrate the appli
cation of current-value accounting. To avoid the difficulties associ
ated with referring back, the historical-cost financial statements of 
I. D.C. Limited are reproduced as Tables 6., and 6.2. 

Again, it is assumed that I.D.C. Limited was incorporated on 
1 January 19X4. For present purposes it is also assumed that the 
financial position at that date, shown in Table 6.1, represents a 
reasonable approximation of current values. As I.D.C. was incor
porated on 1 January 19X4, and presumably the plant was acquired 
on that date, the assumptions imply that if replacement costs are 
used to measure current vall!e, the cost of the plant was £10,000 on 
1 January 19X4. However, if exit prices are used, the assumptions 
imply that the plant could be sold on that date for a net amount of 
£10,000. However, because of practical difficulties in determining 
the net realisable value of assets, such as specialised plant, some 
advocates of exit prices have suggested that the original cost of those 
assets, restated by a price index for similar assets, may be used as a 
surrogate for net realisable value. If this approximation is adopted, 
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Table 6.1 !.D.C. Limited- financial position at start of year 

Balance-sheet at l January l9X4 

£ 
Issued capital 14000 Plant 

Bank 

£14000 

£ 
10000 
4000 

£14000 

Table 6.2 !.D.C. Limited- conventional financial statements 

Profit and loss account for year ended 31 December l9X4 

Sales 
Purchases 
Less closing inventory 

Cost of goods sold 
Other expenses 
Depreciation 

Net profit for the year 

£ £ 
11800 
3000 

8800 
5700 
1000 

18000 

15500 

£2500 

Balance-sheet as at 31 December l9X4 

Plant at cost 
Less depreciation 

Current assets 
Inventory 
Debtors 
Bank 

Less current liabilities 
Creditors 

Net assets 
Represented by 

Issued share capital 
Retained profit 

£ 
10000 

1000 

3000 
2000 
3000 

8000 

500 

14000 
2500 

£16500 

£ 

9000 

7500 

£16500 
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the cost of the plant on 1 January 19X4 would be used as a surrogate 
for its current exit value. 

The conventional financial statements of I.D.C. Limited for 19X4 
are shown in Table 6.2. It will be assumed that during 19X4 the 
current value of equivalent new plant increased by 15 per cent and 
the items purchased for resale (some of which were in inventory at 
the year end) by 12 per cent. Both increases may be assumed to have 
occurred evenly throughout the year. As in the earlier illustration of 
C.P.P. accounting, it will be assumed that the sales, purchases and 
other expenses were spread evenly over the year and that the year
end inventory, which is evaluated on a F.I.F.O. basis, comprised 
items purchased evenly through the preceding three months. 

A first step in the preparation of current-value fina~cial state
ments could be to prepare a current-value financial-position state
ment, as illustrated in Table 6.3. In that statement all assets and 
liabilities are reported at their current values. Notes on the com
putation of each entry are included in the table, although such 
information would not normally be shown in the completed financial 
statements. 

The only two items requiring detailed comment are plant and 

Table 6.3 I.D. C. Limited - current value financial position 

Balance-sheet as at 31 December 19X4 

£ £ Notes 
Plant at current value 11500 10000 X 115/100 
Less depreciation 1150 1/10 X 11500 

10350 
Current assets 

Inventory 3041 3000 X 112/110.5 
Debtors 2000 Monetary asset 
Cash 3000 Monetary asset 

8041 
Less current liabilities 

Creditors 500 Monetary liability 
7541 

Net assets £17891 
Represented by 

Issued capital (at par) 14000 Opening balance 
Add increase in 

capital value 3891 Balancing figure 
(see Table 6.4) 

£17891 
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inventory. The other assets and creditors are monetary items and, 
accordingly, are expressed in terms of their current values at the 
balance-sheet date. The current value of the plant could be deter
mined by an examination of market prices at the balance-sheet date 
or it could be computed by restating the original outlay for the 
increase in an index of prices of similar items since the acquisition 
date. The latter method should yield a reasonable approximation to 
current market prices, provided the group of items used to construct 
the price index is not too wide. Such index adjustments are similar 
to the C.P.P. adjustments discussed earlier - but in this case a 
specific price index (i.e. an index relating to the particular asset or to a 
small group of similar assets) is used. The depreciated value of the asset 
is then computed by applying the depreciation rate to the revaluation. 
However, if there is a reasonably developed second-hand market 
for plant, the market price (entry or exit, as appropriate) of a one
year-old asset may be used to determine its depreciated current value. 

The current value of inventory can also be computed by reference 
to market prices, e.g. manufacturers' published price lists, etc. How
ever, if the appropriate information is not available, it will be neces
sary to rely on specific price indices. Several indices (if available) 
could be used to compute current values by restating the original 
cost of the various categories of inventory. Alternatively a single 
index adjustment may be applied to the total inventory. The latter 
method is used in the illustration. It was assumed above that the 
current value of purchases for resale rose by 12 per cent in l9X4 and 
that the inventory comprised items acquired evenly throughout the 
last three months of the year. If l January l9X4 is taken as the base 
point (i.e. I 00) of the specific index for inventory, the index may be 
assumed to have stood at 109 at the start of the last three months of 
19X4 and at 112 on 31 December. Accordingly the year-end in
ventory may be assumed to have been acquired when the index was, 
on average, 110.5. (Alternative assumptions may be made about 
price changes from month to month; but th.e effect on the inventory's 
current value is unlikely to be material.) The current value of this 
inventory at 31 December 19X4 may now be computed by restating 
the original cost for the change in the index - namely, 

£3000 X 112(110.5="£3041. 

The current value of the company's net assets on 31 December 
19X4 is £17,891. As their current value on 1 January was £14,000, 
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the net assets have increased in value by £3891 during 19X4. This 
increase in value is the result of a combination of holding and 
operating activities. The next step is to divide the total increase 
between those two activities. 

The calculation of operating profit (in theory) requires a costing 
system to identify the current value of inputs at the time they are 
used in an operating activity. Such a costing system has been used 
for many years by the Dutch company, N. V. Philips' Gloeilampen
fabrieken.1 However, an approximate measure of operating profit 
can be computed by a series of adjustments to the conventional 
financial records. Again, these adjustments are similar to C.P.P. 
accounting, except that specific price indices are used rather than a 
purchasing-power index. Table 6.4 illustrates the current-value 
profit and loss account for I.D.C. Limited. The notes explain how 
the current-value figures have been derived from the conventional 
statement shown in Table 6.2. 

As indicated earlier the sales, purchases and other expenses may 
be assun{ed to have occurred evenly throughout the year. Accord
ingly they are each expressed in terms of the average prices for the 
year. As current-value operating profit can be expressed in terms of 
the 19X4 average current values, no adjustment of those items will 
be necessary. However, the closing inventory and depreciation 

Table 6.4 !.D.C. Limited- current-value profit 

Profit and loss account for year ended 31 December 19X4 

Sales 
Purchases 
Less closing inventory 

Cost of good sold 
Other expenses 
Depreciation 

Operating profit 
Holding gains 
Plant 

Inventory 

£ £ Notes 

11800 
2878 

8922 
5700 
1075 

1425 

163 

18000 Average for year 
Average for year 
3041 X 106/112 

15697 

2303 

1588 

£3891 

Average for year 
1000 X 107.5/100 

{10000 X 15/100 
-1075 X 7.5/107.5 
2878 X 6/106 
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charges are not expressed in terms of average-of-the-year prices and 
they must be adjusted. Although purchases are expressed in terms of 
average-of-the-year current values, the cost of goods sold are not. 
The purpose of the adjustment to closing inventory is to restate the 
cost of goods sold in terms of these average-of-the-year current 
values. (As will be seen later the Sandilands Committee refers to 
this adjustment as a 'cost of sales adjustment'.) 

The current value of closing inventory, which comprises pur
chases during the last three months of the year, was computed for 
balance-sheet purposes to be £3041 on 31 December 19X4. This 
figure is restated in terms of average current values for the profit 
calculation. The price of inventory items rose 12 per cent during 
19X4. Accordingly the specific price index may be assumed to be 
100 on 1 January and 112 on 31 December, with an average for the 
year of 106. These indices can be used to restate the closing inventory 
in terms of the average-of-the-year current values as follows: 
£3041 X 106/112 = £2878. The difference between this restated 
amount and the year-end valuation (i.e. £3041 - 2878 = £163) 
is shown below to be an inventory-holding gain. It may be noted 
that the effect of this adjustment to the inventory value is to reduce 
the amount of the closing inventory (below historical cost) and to 
increase cost of goods sold. As prices are rising it may be expected 
that the current value of goods sold will exceed their historical costs. 

The conventional depreciation charge is based on the prices pre
vailing at the asset's acquisition date- in this case, 1 January 19X4. 
The current value of the plant rose 15 per cent during 19X4 and the 
average current value was 7! per cent above the prices at 1 January. 
Accordingly the depreciation charge measured in terms of the 
average-of-the-year value is computed by restating the historical
cost figure for this 7! per cent increase. 

The above adjustments yield an operating profit of £2303, 
measured in terms of the 19X4 average current values. This profit 
figure is based on the assumption that all transactions were spread 
evenly throughout the year. If a current-value costing system is used, 
such an assumption would be unnecessary, as the costing system 
would provide the appropriate current values at the date of each 
operating activity. 

The remaining section of Table 6.4 indicates the holding gains. 
I.D.C. Limited owned plant in a period when its price increased 
15 per cent. This represents an increase of £1500 (i.e. 15 per cent 
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of £10,000) in the value of equivalent new plant. However, as prices 
rise depreciation provisions will prove insufficient. The l9X4 de
preciation charge was based on the average-of-the-year current 
values and, accordingly, will be insufficient to provide for deprecia
tion based on the year-end current value. Accumulated depreciation 
at the year end should be £1150, as shown on the balance-sheet in 
Table 6.3. This is £75 more than the charge in the profit and loss 
account. This has arisen because prices have changed (in terms of 
the index, from 107.5 to 115) from the annual depreciation charge, 
at average-of-the-year values, to the year end 

(£1075 X 1151~/507.5 = £75). 

As this additional depreciation is required because of rising prices, 
it seems reasonable to reflect it in the holding gain and not in the 
calculation of operating profit. Accordingly the gain from holding 
plant is £1425- i.e. £1500 less £75. 

As indicated above the difference between the average-of-the-year 
and the year-end current value of closing inventory represents a 
holding gain. There was no inventory on l January; but at the year 
end the current value of inventory totalled £3041. In terms of 
physical quantities, it may be assumed that the inventory ~as built 
up at an even rate during the year. Thus on average half the closing 
inventory was held during the year, or equivalently the closing in
ventory was held for half the year. The inventory holding gain can 
be measured by the increase in the value of closing inventory from 
the mid-point to the end of the year. During the latter half of the 
year the inventory price index increased six points from 106 to 112. 
As the average value of closing inventory was £2878, the inventory 
holding gain amounts to £163 (i.e. £2878 X 6/106). 

The total operating profit and holding gains (i.e. £3891) will be 
reported as profit for the year if a money-value concept of capital 
maintenance is adopted. Capital value was £14,000 on l January 
l9X4 and £17,891 on 31 December l9X4. The total increase in 
capital value (£3891) equals the reported profit. 

Capital-Maintenance Concepts 

The money-value concept of capital maintenance is not the only 
concept which could be used to report the profit of I.D.C. Limited. 
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If the operating-capacity concept of capital maintenance is adopted, 
only the operating profit will be recognised. The total holding gains 
will be treated as a capital-maintenance adjustment. In this case, 
the equity section of the balance-sheet would appear as follows: 

Issued share capital (at par) 
Add capital-maintenance adjustment 

Profit for year 

£ 
14000 

1588 

15588 

2303 

£17891 

The capital-maintenance adjustment represents the additional in
vestment necessary to maintain operating capacity. This illustration 
is based on the capital-maintenance concept advocated by Mathews. 2 

Gynther, however, would include a further adjustment for losses on 
holdings of monetary items. 3 

Mathews's concept implies that a business with one machine and 
£1000 cash will maintain its capital if it continues to have an equity 
investment equivalent to one machine and £1000 cash. Gynther 
has pointed out that when prices are rising the value of the cash 
holding to the business will decline, and he claims that this loss of 
value should be recognised in the profit and loss account. The cal
culation of this loss is similar to the calculation of the equivalent loss 
in C.P.P. accounting- see Table 4.4. However, Gynther argues that 
the index should reflect the movement in prices of the purchases 
normally made by the business and not necessarily the change in 
the general price level. But for simplicity it may be assumed that the 
appropriate price change for I.D.C. Limited equals the change in 
the general price-level index used in Table 4.4. Accordingly the 
amount of the loss would be £424, as indicated by that table. This 
loss would increase the amount of the capital-maintenance adjust
ment and reduce the reported profit. In his calculation Gynther 
ignores the effects of changes in the value of long-term monetary 
liabilities, which he views as part of the capital structure of the 
business. 

Another concept of capital maintenance is that of purchasing
power. If this concept is used in the above illustration the profit 
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calculation appears in a form suggested by Edwards and Bell. 4 The 
operating profit is calculated as above; however, only real holding 
gains are recognised as profit. The effects of price increases due 
solely to inflation are reported as capital-maintenance adjustments. 
Edwards and Bell prefer (for practical reasons) financial statements 
prepared in terms of year-end purchasing power. Table 6.5 illus
trates such current-value financial statements for I.D.C. Limited, 
expressed in terms of the purchasing power of the pound on 31 
December 19X4. This presentation includes both general and 
specific price adjustments. The purchasing-power adjustments are 
based on the general price-level index which was used in Chapter 4 
-namely, 1 January- 140, 31 December- 154 and average for the 
year- 147. 

The operating profit in Table 6.5 is computed by restating all 
revenues and operating expenses in terms of year-end purchasing 
power. The calculation of current-value operating profit in Table 
6.4 was expressed in terms of the 19X4 average current values. The 
price-level adjustment restates these average values (measured in 
terms of average-of-the-year purchasing power, i.e. when the general 
index was 147) to year-end purchasing power (when the general 
index was 154). The real holding gain for each asset is computed by 
deducting from its total gain (as shown in Table 6.4) the proportion 
thereof which is accounted for by the change in the purchasing
power index during the holding period. For instance, the 15 per 
cent increase in the price of the plant during 19X4 was partly due 
to the 10 per cent rise in the general price level. A loss from holding 
monetary assets is also reported, as there is no specific price change 
for monetary items at a time when the general price level is in
creasing. The amount of this loss is identical to the equivalent loss 
reported by C.P.P. accounting (see Table 4.4). 

For the year-end balance-sheet, the capital of I.D.C. Limited on 
1 January (i.e. £14,000) is restated in terms of 31 December pur
chasing power. The difference between the restated value of capital 
at the start of the year and the capital value at the year end 
(measured by the current value of assets less liabilities) represents 
the real (i.e. price-level adjusted) current-value profit for the year. 
The real profit earned by I.D.C. Limited amounted to £C2491 
(31.12.X4), which was also computed in the profit and loss account. 

The above illustration demonstrates that even when the differ
ences between alternative measures of current value are ignored, 
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several measures of profit are available in a simple situation. These 
various measures arise because of the use of alternative concepts of 
capital maintenance. 

Table 6.5 !.D.C. Limited- price-level restated current-value accounts 

Profit and loss account for year ended 31 December 19X4 

£C (31.12.X4) Notes 
Sales 18857 18000 X 154/147 
Purchases 12362 11800 X 154/147 
Less closing inventory 3015 2878 X 154/147 

Cost of goods sold 9347 
Other expenses 5971 5700 X 154/147 
Depreciation 1126 1075 X 154/147 

16444 

Operating profit 2413 2303 X 154/147 
Real holding gains 
Plant 476 10000 (15/100-

14/140) 
-1075 (7.5/107.5-

7/147) 
Inventory 26 2878 (6/106-

7 /147) 

502 
Less loss from holding 

monetary assets 424 See Table 4.4 
78 

Profit for the year 2491 

Summarised balance-sheet as at 31 December 19X4 

£C (31.12.X4) 
Net assets 17891 Total as per Table 

6.3 
Represented by 

Issued share capital 
(at par) 14000 Opening balance 

Add price-level 
restatement 1400 14000 X 14/140 

15400 
Profit for the year 2491 Profit and loss 

account 
17891 
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The Sandilands Coxnlllittee's Proposals 

The Sandilands Committee recommended a system of 'current cost 
accounting' (C.C.A.) for companies listed on a recognised stock 
exchange, nationalised industries and other companies with total 
assets or turnover in excess of£ 10 million. 5 Certain aspects of C. C.A. 
are similar to the above illustrations of current-value accounting. 
However, the Committee emphasised that their proposals are 'evolu
tionary rather than revolutionary'. 6 They recommended that the 
initial implementation of C.C.A. be confined to fixed assets and 
inventories and that, where inventories are costed on a F.I.F.O. 
basis, the historical cost of those inventories should be considered a 
sufficient approximation of their current value for balance-sheet 
purposes. None the less, an inventory (cost of sales) adjustment is 
required in the profit and loss account. 

Table 6.6 contains financial statements of I.D.C. Limited pre
pared in accordance with the Sandilands Committee's proposals for 
the initial implementation of C.C.A. As discussed in the previous 
chapter, the Committee favoured the concept of 'value to the busi
ness' for asset valuations. In practice, this implies revaluations at 
replacement costs, with the possibility of limiting the revaluation of 
certain assets to the amount of their net realisable value or net 
present value as appropriate. (For a discussion of the circumstances 
in which these limits will apply, see the section on current-value 
accounting in Chapter 5.) For the illustration, it is assumed that 
replacement costs are appropriate for the valuation of both in
ventories and plant; but for simplicity the appropriate values will 
be referred to as 'current costs'. The Committee recommended that 
whenever possible independent valuations should be obtained for 
fixed assets and inventories. However, they recognised that it may 
not be possible to obtain such valuations for many fixed assets and 
most inventories. Accordingly they suggest that the valuation ofland 
and buildings should be prepared with the advice of independent 
valuers and that an approximate value of other fixed assets and 
inventories could be determined by adjustments for changes in 
specific price indices. It was recommended that the Government 
Statistical Service should be responsible for the preparation and 
publication of the appropriate index numbers. 

For the profit and loss account, the Sandilands Committee recom
mended two adjustments to historical-cost data - a cost-of-sales 
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adjustment and a revised depreciation charge. The calculation of 
the cost-of-sales adjustment for I.D.C. Limited is shown in Table 6. 7. 
Sales and purchases during 19X4 may be assumed to be measured in 

Table 6.6 !.D.C. Limited- current-cost .financial statements 
(Sandilands Committee initial recommendations) 

Profit and loss account for year ended 31 December 19X4 

Sales 
Purchases 
Less closing inventory 

Cost of sales (F.I.F.O.) 
Cost-of-sales adjustment 

Cost of sales (current) 
Other expenses 
Depreciation 

Current-cost profit 

£ £ 

ll800 
3000 

8800 
161 

8961 
5700 
ll50 

18000 

158ll 

£2189 

Notes 

F.I.F.O. costing 

Table 6.7 

Approx. av. for year 

lflO X 11500 

Balance-sheet as at 31 December 19X4 

£ £ 
Plant ll500 10000 X 115/100 
Less depreciation ll50 lflO X 11500 

10350 
Current assets 

Inventory 3000 F.I.F.O. costing 
Debtors 2000 
Cash 3000 

8000 
Less current lia hili ties 

Creditors 500 
7500 

Net assets £17850 
Represented by 

Issued capital 14000 Opening balance 
Fixed-asset revaluation 

reserve 1500 10000 X 15/100 
Inventory-adjustment 

reserve 161 Table 6.7 
Profit for year 2189 Profit and loss 

account 
£17850 
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terms of average-of-the-year current costs. However, in the historical
cost profit and loss account, the cost of sales (and inventory) are 
evaluated on a F.I.F.O. assumption. To revise the cost of sales to a 
current-cost basis it is necessary to restate the closing inventory in 
terms of the 19X4 average current costs. In a general case, it will be 
necessary to restate both opening and closing inventories to the 
average-of-the-year current costs. For purposes of the initial im
plementation of C.C.A., the Committee suggested that the closing 
F.I.F.O. inventory be assumed to approximate the year-end current 
costs. 

The index of inventory costs increased from 100 on 1 January to 
112 on 31 December. This implies an average-of-the-year index of 
106. In Table 6.7 the closing F.I.F.O. inventory (assumed to be 

Table 6.7 !.D.C. Limited- cost of-sales adjustment 
(Sandilands Committee initial recommendations) 

Closing inventory 

Opening inventory 

Movement in Inventories 
Unadjusted £3000-0 
Adjusted £2839-0 

Cost-of-sales adjustment 

3000 X 106 
112 

0 X 106 
100 

£ 
3000 
2839 

£161 

£ 
2839 

0 

measured in current costs of the year end, i.e. when the index stood 
at 112) is restated to the average-of-the-year current cost (i.e. to an 
index level of 106). An opening inventory (which would be assumed 
measured in current cost at the beginning of the year, when the 
index stood at 100) would also be restated to the average-of-the-year 
current costs. The F.I.F.O. cost-of-sales calculation reflects a move
ment in inventories of £3000. However, if cost of sales is evaluated in 
terms of the average-of-the-year current cost, the inventory movement 
is only £2839- a difference of £161. This cost-of-sales adjustment 
is now added to the F.I.F.O. cost of sales to give an approximate 
measure of the cost of sales at average 19X4 current costs, £8961. 
This amount differs from the cost of goods sold in the current-value 
profit and loss account (Table 6.4) because of the assumption here 
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that the closing F.I.F.O. inventory is a reasonable approximation 
of the year-end inventory at 31 December current costs. 

The other profit and loss account adjustment is a revision of the 
depreciation charge. The Sandilands Committee suggested that it 
would be desirable to express the depreciation charge in terms of the 
average-of-the-year current costs, as the other items in the C.C.A. 
profit and loss account (after the cost-of-sales adjustment) would be 
expressed in those terms. However, for the balance-sheet it is neces
sary to compute depreciation charges on the year-end current costs 
(see below). Accordingly if the depreciation charge in the profit and 
loss account is calculated on the average-of-the-year current costs, 
the conventional double-entry connection between depreciation and 
asset valuation would be broken. For this reason, the Committee 
recommended that depreciation charges in the profit and loss 
account should be based on year-end current costs. In the profit and 
loss account of I.D.C. Limited, the 10 per cent depreciation rate is 
applied to the current cost of plant as shown in the 31 December 
19X4 balance-sheet. 

Fixed assets and inventories are valued at year-end current costs 
for the balance-sheet. In addition, the Committee recommended 
that marketable securities should be reported at their market value. 
The year-end current cost of plant can be computed by applying a 
specific index adjustment to the acquisition cost, or the current cost 
at some earlier balance-sheet date. Depreciation, calculated on the 
year-end current cost, is then deducted from the revaluation to give 
a measure of the written-down value at the year end. No balance
sheet adjustment is required for closing inventory evaluated on an 
F.I.F.O. basis (at least for the initial implementation of C.C.A.). 

A revaluation surplus (i.e. a holding gain) is not reflected in the 
profit and loss account, but in the equity section of the balance
sheet. In the illustration, the £1500 increase in the current cost of 
plant during 19X4 is disclosed as a fixed-asset revaluation reserve 
and the cost-of-sales adjustment reported as an inventory-adjustment 
reserve. However, the Committee recommended that a summary of 
total gains be published as a note to the C.C.A. financial statements. 
Such a summary for I.D.C. Limited is shown in Table 6.8. 

The Sandilands Committee envisaged that after C.C.A. has been 
introduced and its general nature widely understood, certain refine
ments would be made. One such refinement is related to the valua
tion of closing inventory, in particular the assumption that F.I.F.O. 
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Table 6.8 !.D.C. Limited- summary of total gains for 19X4 

Current-cost profit 
Movement on reserves 

Inventory-adjustment reserve 
Fixed-asset revaluation reserve 

£ 
2189 

161 
1500 

£3850 

costing of inventories provides a reasonable approximation of year
end current costs would be abandoned, and the closing inventory 
revalued at the current costs prevailing at the year end. The appro
priate current costs may be determined from such evidence as sup
pliers' current price lists, current production costs, etc., or by the 
application of specific index adjustments to original costs. This re
finement is included in Exposure Draft No. 18 and will be illustrated 
later in this chapter. 

The Committee claimed that their proposals, as illustrated above, 
'constitute a comprehensive system of accounting for inflation', 7 and 
that no further adjustments are required for changes in the general 
level of prices. A C.C.A. balance-sheet is prepared in terms of cur
rent costs at the year end, while the profit and loss account is pre
pared in terms of the average-of-the-year current costs (with the 
exception of the depreciation charge, which is measured in year-end 
current costs). The Committee rejected inflation (C.P.P.) adjust
ments for a number of reasons, but principally because the unit of 
measurement is likely to prove confusing and be misunderstood by 
many users of financial statements. However, it was pointed out that 
current-cost profits and asset valuations are not comparable over 
time because each year's statements are based on current costs in 
that year. None the less, they rejected price-level restatements as a 
means of comparing financial results for a number of years and 
suggested that any such financial summaries be expressed in the form 
of ratios. 

A Compromise 

An initial reaction of the U.K. accountancy profession to the Sandi
lands Report was published in October 1975 in the form of a memor
andum issued by the Consultative Committee of Accountancy 
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Bodies (C.C.A.B.). The memorandum expressed support for the 
concept of C.C.A., but criticised the rejection of general price-level 
adjustments. The C.C.A.B. proposed that 'work should start forth
with on the development of a new accounting standard which would 
be based on the [Sandilands] Report's proposals for a system of 
current cost accounting but which would in addition require in
formation on the basis of current purchasing power'. 8 (This work 
was subsequently undertaken by the Morpeth Committee and the 
proposed standard has been published in the form of Exposure Draft 
No. 18.) 

The C.C.A.B. was particularly concerned about the omission of 
general price-level adjustments from C.C.A. for the following 
reasons: 

(i) the proposed C.C.A. system does not deal with the effects of 
inflation on the value of monetary items; 

(ii) the effects of inflation on the value of the proprietor's interest 
in the business is not disclosed; and 

(iii) no attempt is made to dichotomise the revaluation surplus 
into a real holding gain and an inflationary element. 

Reasons (ii) and (iii) above indicate that the C.C.A.B. favour a 
purchasing-power concept of capital maintenance. This concept 
accounts for the proprietor's interest in the business and provides 
the basis for a division of holding gains into real and inflationary 
elements. The Sandilands Committee, however, appears to have 
favoured an operating-capacity concept. This can be seen in the 
similarity between current operating profit (discussed earlier) and 
their measure of current-cost profit. 

Price-level adjustments can easily be applied to a C.C.A. system. 
The only conceptual problem is the treatment of real holding gains, 
which could be reported in the equity section of the balance-sheet 
or in the profit and loss account. A treatment similar to the Sandi
lands Committee's proposal for revaluation surpluses in C.C.A. 
would probably prove least controversial. Real holding gains could 
be reported in the equity section of the balance-sheet and a note to 
the financial statements could indicate the total gains (operating 
profit and real holding gains). The financial statements of I.D.C. 
Limited prepared in this way are set out in Table 6.9. The C.C.A. 
aspects of the statements are based on the Sandilands Committee's 
recommendations for the initial implementation of its proposals. 
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Table 6.9 !.D.C. Limited- price-level atijusted current-cost .financial statements 

Profit and loss account for year ended 31 December l9X4 
£C (3l.l2.19X4) Notes 

Sales 
Purchases 

18857 18000 X 154/147 

Less closing inventory 

Cost-of-sales adjustment 

Other expenses 
Depreciation 

12362 
3000 

9362 
26 

9388 
5971 
1150 

Less loss on holding monetary items 

16509 

2348 
424 

Price-level adjusted current-cost profit 1924 

11800 X 154/147 
Approx. year-end 

value 

Table 6.10 

5700 X 154/147 
At year-end value 

See Table 4.4 

Balance-sheet as at 31 December 19X4 

Plant 
Less depreciation 

Current assets 
Inventory 
Debtors 
Cash 

Less current liabilities 
Creditors 

Net assets 
Represented by: 

Issued capital 
Add price-level 

restatement 

Fixed-asset revaluation 
reserve 

Inventory-adjustment 
reserve 

Profit for year 

£C (3l.l2.19X4) 
11500 

1150 

3000 
2000 
3000 

8000 

500 

14000 

1400 

15400 

500 

26 
1924 

17850 

10350 

7500 

17850 

10000 X 115/100 
1/10 X 11500 

Approx. current cost 
Monetary asset 
Monetary asset 

Monetary liability 

Opening balance 

14000 X 154/140 

10000 (15/100-
14/140) 

Table 6.10 
Profit and loss 

account 
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As explained in Chapter 3, when financial statements are pre
pared in terms of general purchasing power, it is important to care
fully define the unit of measure which is used. The I.D.C. Limited 
financial statements are prepared in terms of the current purchasing 
power of the pound on 31 December l9X4, i.e. £C (3l.l2.X4). 
During l9X4 the general price-level index increased from 140 on 
I January to 154 on 31 December, with an average for the year of 
14 7. The entries in the profit and loss account measured in average
of-the-year current costs are restated in terms of year-end purchasing 
power by multiplying by the factor 154/147. The cost-of-sales adjust
ment is calculated by revaluing the closing inventory in terms of 
average-of-the-year current costs and then restating those current 
costs in year-end purchasing power. This calculation is illustrated in 
Table 6.1 0. The depreciation charge does not require adjustment as 
it is measured in year-end current costs which are expressed in 
31 December purchasing power. 

Table 6.10 !.D.C. Limited- cost qf-sales adjustment (price-level adjusted) 

Closing inventory 
19X4 average current cost 

Price-level adjustment 

Opening inventory 
Movement in inventories 

Unadjusted £3000-0 
Adjusted £C2974-0 

£ 

3000 X 106 = 2839 
112 

2839 X 154 
147 

£C (31.12.X4) 
3000 
2974 

26 

£C 
(31.12.X4) 

= 2974 

0 

The additional entry, which appears in the price-level adjusted 
profit and loss account, is the 'loss on holding monetary items'. Thi! 
entry is identical to the loss which was computed when price-level 
adjustments were applied to the historical-cost financial statement! 
in Chapter 4 - see Tables 4.3 and 4.4. 

No price-level adjustments are required in the assets and liabilitie! 
section of a C.C.A. balance-sheet, as all assets and liabilities are ( 01 
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are assumed to be) expressed in terms of year-end current costs. 
However, the equity section of the balance-sheet is affected by the 
restatement process. A price-level adjustment is applied to the capi
tal value at the start of the year. This adjustment represents the 
increase in capital value which is required to maintain the pur
chasing power of the starting capital. When financial statements are 
prepared in terms of general purchasing power, asset revaluations 
will be measured by the excess of the current value over the price
level adjusted historical cost. Accordingly a revaluation surplus can 
be computed by deducting the proportion of the increase necessary 
to keep pace with inflation from the total increase in the asset's 
value. The current cost of the plant owned by I.D.C. Limited in
creased 15 per cent during 19X4, while inflation was 10 per cent (an 
increase of fourteen points from the beginning index of 140). Thus 
the real holding gain was 5 per cent of £10,000, or more fully 
£10,000 (15/100- 14/140) = £500 at 31 December 19X4. The 
inventory adjustment of £C26 (31.12.X4) is also reported in the 
equity section of the balance-sheet. 

Total gains for the year could be disclosed as a note to the financial 
statements - Table 6.11. Alternatively the total gains could be com
puted in the profit and loss account by disclosing the movement on 

Table 6.11 !.D.C. Limited- summary qf price-level adjusted total gains for 19X4 

£C (31.12.X4) 
Current-cost profit 1924 
Movement on reserves 

Inventory-adjustment reserve 26 
Fixed-asset revaluation reserve 500 

2450 

valuation reserves as holding gains rather than as capital-main
tenance adjustments. The total profit for 19X4 would then be 
reported as £C2450 (31.12.X4) and the equity section of the balance
sheet would be revised as shown in Table 6.12. The C.C.A.B. con
ceded that the time may not be 'ripe for a full application of the 
concept of ... current purchasing power'. 9 If so, they would seem 
to favour the application of C.C.A. as recommended by the Saudi
lands Committee, but with the addition of a note to the financial 
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Table 6.12 

Issued capital 
Add Price-level restatement 

Profit for year 

£C (31.12.X4) 
14000 

1400 

15400 
2450 

17850 

statements comparing the change in capital value of the proprietor's 

interest, as measured by the C.C.A. financial statements, and the 

amount required to maintain the purchasing power of the start-of

the-period capital value. The effect of such a note would be to 

disclose the real (or purchasing-power) gain accruing to the business 

during the reporting period. The Morpeth Committee accepted this 

suggestion and included in Exposure Draft No. 18 the requirement 

that a note to the current-cost financial statements should disclose 

the effect on proprietors' interests of changes in the value of money.10 

Exposure Draft No. 18 

Exposure Draft No. 18 is a proposed statement of standard accounting 

practice on current-cost accounting which the Accounting Standards 
Committee (A.S.C.) plans to implement in accounting periods com

mencing on or after 1 July 1978. Initially the standard will apply to 
companies listed on the Stock Exchange and to other companies, 

nationalised industries and public trading organisations with either 

turnover or total assets in excess of £10 million, with the exception 

of companies with more than 50 per cent of their assets outside the 

United Kingdom. Other companies, unincorporated businesses and 

other institutions which present financial statements intending to 

show a true and fair view will be brought within the scope of the 

proposed standard in following years.U 
The content of the proposed standard is broadly in line with the 

recommendations of the Sandilands Committee. However, there are 

some differences. As mentioned above, the draft outlines the form of 

a statement, to be included in the notes to the published current-cost 

accounts, showing the change in shareholders' net equity interest 

after allowing for the change in the value of money. This statement 
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is to be reported in place of the statement of total (money) gains 
which was favoured by the Sandilands Committee. In addition 
the Morpeth Committee recommends that directors should con
sider making an appropriation to a revaluation reserve to maintain 
the substance of the business, e.g. where there has been a need to 
increase net monetary assets because of the effects of inflation.12 

These proposals go some way towards nieeting the requirements of 
the C.C.A.B. 

The Morpeth Committee also changed the method of reporting 
depreciation. The current-cost profit and loss account described in 
the draft includes depreciation charges based on the average value 
of fixed assets during the year. The Sandilands Committee con
sidered this approach desirable but rejected it in favour of deprecia
tion charges based on year-end current costs because of the practical 
difficulty of reconciling the annual depreciation charge in the profit 
and loss account and the accumulated depreciation on the balance
sheet. The Morpeth Committee did not consider this practical 
difficulty too serious and recommended that differences between the 
annual depreciation charges and accumulated depreciation be trans
ferred to the revaluation reserve as backlog depreciation.13 

The draft sets out procedures for applying the value to the business 
concept which was recommended by the Sandilands Committee. 
Inventories are to be valued at the lower of replacement cost and net 
realisable value- present value is not relevant for inventories as such 
assets are not held for use. The use of actual market prices of in
ventory items or internally generated index numbers is preferred. 
However, if such information is not available the current cost of 
inventories may be determined by reference to appropriate author
ised index numbers.14 The draft does not refer to the Sandilands 
Committee's suggestion that inventory valued at F.I.F.O. historical 
cost may be regarded as a reasonable approximation to year-end 
current cost. Accordingly it appears that the closing inventory must 
be valued at year-end current cost. 

The proposed standard will require plant and machinery to be 
valued at net current replacement cost except where this is greater 
than both economic (present) value and net realisable value, in 
which case the asset should be valued at the higher of economic 
value and net realisable value. Land and buildings are to be valued 
at their open market value in existing use. Observed market prices 
or professional valuations are to be used for the valuation of fixed 
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assets. However, authorised index numbers may be used when other 
data are not available. 

It is the intention of the A. S.C. that current-cost financial state
ments will ultimately replace historical-cost statements, but they 
recommend a period of parallel running (of at least two years). 

Table 6.13 !.D.C. Limited- Exposure Draft financial statements 

Profit and loss account and appropriation account for year ended 
31 December 19X4 

Turnover 

Current-cost profit: 
After charging: cost-of-sales adjustment 

Depreciation 

Surplus arising from revaluation of assets 
Revaluation of fixed assets 
Revaluation of inventories 

Less appropriation to revaluation reserve 

Available for distribution and general reserve 

122 
1075 

1425 
163 

1588 
2088 

Balance-sheet as at 31 December 19X4 

Assets employed 
Fixed Assets 

Plant 
Less depreciation 

Net current assets 
Inventory 
Debtors 
Cash 

Creditors 

Financed by 
Issued share capital 
Revaluation reserve 
General reserve 

11500 
1150 

3041 
2000 
3000 

8041 
500 

£ 
18000 

2303 

(500) 

£1803 

£ 

10350 

7541 

£17891 

14000 
2088 
1803 

£17891 
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However, it is probable that the E. E. C.'s Fourth Directive will require 
historic-cost figures to be published for the foreseeable future.* The 
A.S.C. plans to review the position of the historic-cost figures in the 
light of experience gained from the initial application of C. C.A. and 
to make any necessary revisions to the standard. In the meantime 
historical-cost financial statements must be published. 

The financial statements of I.D.C. Limited prepared in accord
ance with the draft are shown in Table 6.13. The note describing the 
effect on shareholders' equity of changes in the value of money is 
set out in Table 6.14. It may be observed that as the Sandilands 
Committee's approximations for inventory valuation and fixed-asset 
depreciation were rejected by the Morpeth Committee, the current
cost financial statements in Table 6.13 are similar to the general 
form of current-value statements discussed earlier in this chapter. 
The draft balance-sheet may be compared with Table 6.3 and the 
draft profit and loss account with Table 6.4. (Table 6.13 does not 
show all the details of the current-cost profit calculation - only those 
figures which must be published.) The note to the draft financial 
statements, Table 6.14, may be compared with the price-level re
stated current-value profit and loss account illustrated earlier, in 
Table 6.5. 

The current-cost profit in Table 6.13 is made up as follows: 

Sales 
Less cost of sales - F.I.F.O. 

Cost-of-sales 
adjustment 

Depreciation 
Other expenses 

8800 

122 
1075 
5700 

£18000 

15697 

£2303 

The cost-of-sales adjustment is computed using the averaging method 
suggest~d by the Sandilands Committee. The draft recommends that 
where possible the actual current cost of goods sold should be identi
fied at the point of sale. However, where such data are not available 
the averaging method may be used. In the earlier illustration of the 

* See draft Fourth Council Directive of the European Communities on the 
annual accounts of limited-liability companies, prepared in February 1974. 
Appropriate extracts are given in Appendix 4 to the Report of the Inflation 
Accounting Committee. 
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Table 6.14 !.D.C. Limited- Exposure Draft note to financial statements 

Statement of change in shareholders' net equity interest after allowing for 
change in the value of money £ 
Net equity interest at beginning of year 14000 
Amount required to compensate for the change in the 

value of money during the year 1400 

Net equity interest at end of year 

Gain after allowing for the change in the value of money 

Analysis of gain/loss on monetary assets and liabilities 
after allowing for the change in the value of money 

Long-term liabilities 
Bank overdrafts 
Non-equity share capital 
Other 

15400 
17891 

£2491 

£ 

(424) 

£(424) 

Sandilands Committee's proposals it was assumed that F.I.F.O. 
historic cost provides a reasonable approximation for current costs 
of closing inventory. The draft does not appear to permit such an 
approximation. Accordingly the cost-of-sales adjustment computed 
earlier (£161 in Table 6. 7) must be amended. The revised cost-of
sales adjustment is computed in Table 6.15 using the steps described 
in appendix 3 of Exposure Draft No. 18. The closing inventory of 
I.D.C. Limited was assumed to have been purchased during the 
preceding three months, i.e. when the inventory price index was, on 
average, 110.5. The closing F.I.F.O. inventory, £'3000, can be re
valued at the year-end current costs by an adjustment for the change 
in the index from the average of 110.5, when the inventory was 
acquired, to 112 at the year end, i.e. £3000 x 112/110.5 = £3041. 
The average-of-the-year current cost is computed by restating this 
closing inventory at the average index of 106. The cost-of-sales 
adjustment is then calculated by reworking the cost-of-sales calcula
tion with the average current cost of inventories and comparing the 
result with historical (F.I.F.O.) cost of sales. 

The annual depreciation charge in the draft profit and loss 
account is measured in average-of-the-year current costs of fixed 
assets. The price index for plant increased from 100 on 1 January 
to 115 on 31 December and was assumed to have been, on average, 
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Table 6.15 /.D.C. Limited - Exposure Drift cost-of-sales adjustment 

(i) Inventories valued at average current cost 
Closing inventory 

Opening inventory 

(ii) Cost of sales at average current cost 
Opening inventory 
Purchases 

Less closing inventory 

Average current cost of sales 

(iii) Cost-of-sales adjustment 
Current cost-of-sales 
Less F.I.F.O. cost of sales 

Cost-of-sales adjustment 

£8922 
8800 

£122 

106 
3041 X iT2 = £2878 

"""""""' 
£0 

........._ 

£ 
0 

11800 

11800 
2878 

£8922 

107.5 during the year. Accordingly the annual depreciation charge 
is 10 per cent of £10,000 X 107.5/100 = £1075. 

The depreciation of plant reported in the draft balance-sheet is 
measured in year-end current costs - i.e. 

10 per cent of £10,000 X 115/100 = £1150. 

The difference between this amount and the annual depreciation 
charge is the backlog depreciation, which should be charged against 
the revaluation reserve (by a reduction of the fixed-asset revaluation 
surplus). The current cost of plant increased £1500 during 19X4-
i.e. 15 per cent on the initial cost of £10,000. The surplus arising 
from the revaluation of fixed assets is recorded in the draft appro
priation account at £1425- the total revaluation surplus of £1500 
less the £75 backlog depreciation. 

As calculated above, the year-end current cost of the closing in
ventory was £3041. The revaluation surplus of £41 is added to the 
cost-of-sales adjustment, £122, to yield the surplus arising from the 
revaluation of inventories, £163. The aggregate of current-cost 
profit, £2303, and revaluation surplus, £1588, represents the total 
gains (or surplus) accruing to the business during the year. (Com
pare with Table 6.4, where the total of £3891 was reported.) How
ever, this amount cannot be deemed available for distribution if the 
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business is to continue operations at the existing level of activity. The 
proposed standard requires a transfer to the revaluation reserve. 
This transfer will normally include the total of the revaluation 
surplus on non-monetary assets and any other amounts the directors 
consider appropriate. As discussed earlier, I.D.C. Limited lost 
general purchasing power amounting to £424 from holdings of net 
monetary assets (see Table 4.4). That amount was computed by 
reference to movements in the general price-level index, but such an 
index may not be appropriate for the business. None the less, as 
prices are generally rising it is probable that I.D.C. Limited will 
need to increase its monetary working capital. For purposes of the 
illustration, it is assumed that the directors consider £500 to be an 
appropriate amount to set aside to the revaluation reserve to offset 
the erosion of monetary working capital. 15 In addition they transfer 
the total revaluation surplus on non-monetary assets. It should be 
emphasised that such transfers will not be mandatory and directors 
will have the discretion to set aside to the revaluation reserve any 
amount they consider appropriate. However, directors will be re
quired to give reasons for the amounts they transfer and will be 
expected to transfer at least the amount of the revaluation surplus. 

The draft balance-sheet is similar to the current-value balance
sheets illustrated earlier in this chapter. Both fixed assets and in
ventories are valued at their appropriate year-end current costs. 
The equity section of the balance-sheet distinguishes the revaluation 
reserve from other reserves. 

The note to the draft financial statements which analyses the 
change in the shareholders' net equity interest after allowing for the 
change in the value of money (Table 6.14) discloses the real (or 
general price-level adjusted) gain for the year. This real gain is 
computed by adjusting the opening net equity for the fall in the 
value of money and then making a comparison with the net equity 
reported at the year end. The real gain of £2491 shown in Table 
6.14 is identical to the general price-level adjusted profit computed 
earlier in the price-level restated current-value profit and loss 
account (Table 6.5). The note will also contain an analysis of the 
purchasing-power gain or loss from holding monetary assets and 
liabilities during the year. This loss can be computed by the pro
cedure laid out in Chapter 4. Table 4.4 illustrated the calculation 
of the loss incurred by I.D.C. Limited. Exposure Draft No. 18 requires 
that the total loss or gain from holding monetary items be analysed 
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to disclose separately the figures for: (i) long-term liabilities; (ii) bank 
overdrafts; and (iii) non-equity share capitaJ.l 6 

The above illustration of the draft financial statements indicates 
that they disclose both the monetary and price-level restated current
value profit figures. The question that will undoubtedly be raised is: 
'will such information confuse readers?' Different profit figures are 
inevitable, if alternative views are taken about the meaning of 
capital maintenance. The proposed presentation does at least allow 
readers to focus on that aspect of the statements which conforms to 
their views. Some confusion amongst readers is probable with any 
change in the basic nature of financial reporting, and the responsi
bility lies with the accounting profession to prepare readers for the 
new statements. 

One aspect of the draft proposals which is likely to give rise to at 
least some confusion is the gain or loss from holding monetary assets 
and liabilities. The proposed analysis in the statement of change in 
shareholders' net equity will probably add to this confusion. It is not 
clear from the statement just how the monetary gain or loss is related 
to other items in the financial statements. An analysis of the 'gain 
after allowing for the change in the value of money' computed in 
Table 6.14 would show that the monetary gain or loss is a component 
of that gain. Table 6.5, the price-level restated profit and loss 
account, disclosed the following: 

Current operating profit 
(in year-end pounds) £2303 X 154/147 

Real holding gains on non-monetary assets 
Loss on holdings of net monetary assets 

£C (31.12.19X4) 

2413 
502 
424) 

2491 

Such a statement would clearly demonstrate that the monetary gain 
or loss is included in the gain to equity after allowing for the change 
in the value of money and could remove some element of the 
confusion. 

Implications 

The comments concerning the implications of C.P.P. accounting 
made in Chapter 4 are also generally applicable in the context of 
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current-cost or current-value accounting. For instance, it cannot be 
concluded that a change of the tax base to a current value measure 
of profit will necessarily lower tax assessments for individual busi
nesses or for the business sector as a whole. If total holding gains 
(real and inflationary) are included in taxable profits, current-value 
profit can exceed historical-cost profit in a period of inflation. 
Furthermore, the Chancellor's distribution of tax burdens among 
sectors of the economy may not be based on the nominal tax rates 
paid in each sector, but on the aggregate amount of revenue he 
considers it equitable to raise from each. 

The Sandilands Committee reached no conclusion about the use
fulness of C.C.A. as a tax base. They recommended a comprehensive 
review of the tax system as a whole, and, pending such a review, 
proposed some short-term modifications to the existing system. How
ever, the Committee did recommend that C.C.A. should become the 
accounting basis on which the government's price-control policy is 
operated. 

It is often suggested that current-value accounting is useful for 
dividend decisions; but, as recognised by the Sandilands Committee, 
dividend policy must have regard to the amount of cash actually 
available for distribution and the future cash requirements. How
ever, a distinction between holding and operating activities should 
enable directors to focus on the operating profit, which represents 
the surplus earned from operations, after the current cost of resources 
has been met. The draft profit and loss account indicates the net 
surplus available for distribution after the operating capacity of the 
business has been maintained intact. This may prevent directors 
from unintentionally distributing the operating capital of the 
business. 

However, the benefits to be derived from current-value or current
cost accounting are not restricted to the areas of taxable assessments 
and dividend policy. The various methods of accounting in terms of 
current values or current costs illustrated in this chapter all have 
their advocates who claim that their preference is superior to the 
alternatives. The benefits of alternative accounting methods should 
be discussed within the context of an over-all framework for financial 
reporting. The nature of financial reporting and its objectives are 
discussed in the next chapter. 



CHAPTER 7 

Financial Reporting 

The inflation that has occurred in many Western countries in recent 
years has been the primary motivating force which has encouraged 
accountants to consider the effects of changing prices on accounting 
measurement. However, inflation does not create fundamental 
accounting problems. As discussed in Chapter 3, inflation affects the 
stability of the unit of measurement normally used by accountants, 
but this instability can be removed by adjustments for change in the 
purchasing power of money. None the less, the inflationary condi
tions have led to discussions of some fundamental accounting issues; 
in particular, the use of historical cost has been questioned. Some 
accountants have suggested that current values should replace his
torical costs in reports of financial position and performance. 

Accounting in current values will overcome many problems which 
arise from monetary instability, but current values may also change 
(as a result of relative price movements) when there is no inflation. 
Current-value accounting and C.P.P. accounting should not be re
garded as mutually exclusive accounting techniques. As illustrated 
in Chapter 6 (Table 6.5) purchasing-power adjustments may be 
incorporated into current-value financial statements. The essential 
difference between C.P.P. accounting, favoured by a number of 
professional accountancy bodies in recent years, and current-value 
accounting reflected the professional bodies' desire not to abandon 
the principle of historical cost. Any discussion of the relative advan
tages of these two approaches should include consideration of the 
validity of the historical-cost concept as a means of generating useful 
financial information. 

In this chapter a framework for discussing alternative methods of 
financial reporting will be outlined. For this purpose financial re
porting may be thought of as comprising all activities involved in 
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preparing a financial report of the outcome of a business' activities 
and of its state of affairs. 

Historical Cost versus Current Value 

Historically, financial statements have been regarded merely as 
reports of past transactions. In its early form accounting was used by 
individuals to keep track of their property. Accounting records were 
particularly important when an agent (steward) was employed to 
manage property on behalf of the owner. Some means were required 
to control the property entrusted to the steward, and accounting 
reports were frequently used. As businesses grew large and owners 
became divorced from the day-to-day running of their affairs, 
accounting became very important. This was particularly evident in 
the nineteenth century with the expansion of joint-stock companies. 
Such a 'stewardship' role implies that financial reporting is essen
tially backward-looking and concerned only with events that have 
occurred in the past. This view is accepted by many contemporary 
accountants and appears to be embodied in U.K. and U.S. company 
legislation. For instance, it is the legal interpretation reported by the 
Institute of Chartered Accountants in England and Wales: 

In Counsel's view the object of annual accounts is to assist share
holders in exercising their control of the company by enabling 
them to judge how its affairs have been conducted ... the purpose 
for which the annual accounts are prepared is not to enable indi
vidual shareholders to take investment decisions. 1 

This view also appears to underlie the method of C.P.P. account
ing favoured by professional accounting bodies. Although the State
ment of Standard Accounting Practice No. 7 did not contain explicit refer
ence to the role of C.P.P. financial statements, it was stated that the 
purpose of the Standard was to establish a method 'for demon
strating the effect of changes in the purchasing power of money on 
accounts prepared on the basis of existing conventions'. 2 (A similar 
statement was also contained in the Accounting Principles Board's 
Statement No.3, issued in the United States. 3 ) Such statements suggest 
that the C.P.P. financial statements are expected to fit directly into 
the traditional role of financial reporting. This interpretation is sup
ported by statements which appeared in an earlier publication, 
Accounting for Stewardship in a Period of Inflation, 4 which proposed the 
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introduction ofC.P.P. accounting in the United Kingdom. Although 
no direct references were made in that publication to the purposes of 
annual financial statements, references were made to stewardship 
accounts, which suggests the assumption that the main object of 
financial reporting is to report on the directors' stewardship of the 
shareholders' funds. 

In recent years there has been no generally agreed definition of 
the term 'stewardship', but it is widely regarded as ~ncompassing 
both honesty (i.e. absence offraud) and efficiency. However, a range 
of interpretations may be associated with the stewardship role of 
financial reporting. At one extreme financial statements may be 
viewed as a deterrent. Directors, managers, and so on, may be en
couraged to act honestly and with reasonable efficiency because they 
will be aware that their actions are reflected in the published state
ments. At the other extreme it can be argued that a stewardship role 
is consistent with the purpose of assisting individual shareholders to 
take investment decisions. Information concerning managements' 
honesty and efficiency in a particular period should assist share
holders to formulate expectations about future honesty and efficiency 
and these expectations will influence investment decision-making. 

Many advocates of current-value accounting focus on the use of 
accounting information for decision-making. It can be argued that 
information which is entirely backward-looking has no value. In
formation only has value if it has the potential to influence actions. 5 

Such an argument can be applied to stewardship information, as 
follows. Shareholders can use stewardship information to assess 
whether legal action against directors is appropriate, whether direc
tors should be dismissed or praised, or whether to buy or sell share
holdings. Thus, although accounting information may be looking 
back at past transactions and events, its emphasis can be forward
looking, and it should be designed to assist the user to take appro
priate action. 

It can be argued that financial information based on current 
values has greater relevance for decision-making than historical-cost 
data. The historical-cost profit and loss account and balance-sheet 
(even when adjusted to current purchasing power) ignore current 
values and value changes. Certain writers have argued that financial 
statements should report the current state of the business, measured 
in contemporary terms, particularly if the information is to be used 
for making decisions about the business. MacNeal claimed that the 
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failure of conventional accounting to reflect current values is to 
ignore the truth in accounting. 6 

Historical-cost accounting recognises value changes only when 
they are realised, and ignores unrealised profits. Accordingly in any 
period the unrealised profits accruing during that period are ignored, 
while the unrealised profits of previous periods realised in the current 
period are included in the reported profit. It has been argued that 
such a profit measure is a confusing portrayal of the activities of the 
financial period and is neither particularly useful nor beneficial. 7 

A current-value profit measure will overcome this problem and also 
distinguish between holding and operating activities. As discussed in 
Chapter 5, the dichotomisation of a profit measure into holding and 
operating elements may provide relevant information for decision
makers. 

Information for decision-makers should assist the selection of a 
preferred course of action by either indicating the available alter
natives or the consequences of some particular action. The advocates 
of current-value accounting generally agree that financial statements 
which disclose the current position of a business in terms of con
temporary values provide more useful information for decision
makers than historical-cost statements. However, certain criticisms 
can be raised against current-value financial statements. 

One criticism of current-value financial statements reflects the 
traditional view of accounting, i.e. the accountant's job is to record 
transactions in factual terms and not to act as a valuer. It is suggested 
that the accountant must make subjective estimates when deter
mining current values. However, current-value financial statements 
can be prepared by adjusting conventional historical-cost data for 
changes in specific price indices, or for changes in known market 
prices. Accordingly the factual historical records can be retained and 
current values determined objectively by reference to published 
index numbers or established market prices. Other criticisms of 
current-value accounting concern the particular measures of current 
value to be used. For instance, the assumption implied by the use of 
replacement costs, i.e. that the assets will be replaced, is questioned. 
Also questioned is the assumption that assets are to be realised, 
implied by the use of exit prices. The assumptions of replacement 
and for realisation do not seem unreasonable in the context of most 
business activities. However, the important question to raise con
cerns the usefulness of the information to the users of the financial 



Financial Reporting 99 

statements. As indicated above, a prima facie case can be made for 
current-value data being more useful to decision-makers than 
historical-cost data. However, it is· not so easy to distinguish the 
usefulness of the various current-v¥ue techniques. 

As discussed in Chapter 5, curient-value accounting can be re
garded as a family of techniques. There are various measures of 
current value and a number of concepts of capital maintenance. 
Table 5.4 indicated some of the writers who have advocated methods 
of current-value accounting. A number of alternative proposals have 
arisen, mainly because of differences of opinion about the decision
makers to whom the information should be directed and also about 
their requirements for information. For instance, supporters of exit 
prices argue that decision-makers require information about the 
short-run utilisation of resources available to the business. The sup
porters of replacement costs, however, claim that decision-makers 
need information about the long-run effects of business activities. 

Another difference between current-value techniques arises from 
alternative concepts of capital maintenance. The distinction between 
the operating-capacity concept of capital maintenance and the share
holder purchasing-power concept stems from alternative views about 
the nature of business enterprises. Gynther called the two extreme 
viewpoints the 'entity view' and the 'proprietary view' respectively.8 

Holders of the entity view perceive a business enterprise to be 
separate and distinct from the individuals who contributed its equity 
capital. They regard the assets and liabilities as belonging to the 
business itself (and not to the owners). This implies that a business 
can be considered better off (i.e. to have earned a profit) only when 
it has increased its capacity to carry on its activities, and this sug
gests the operating-capacity concept of capital maintenance. At the 
other extreme holders of the proprietary view perceive a business 
enterprise as an extension of its owners and the business assets as the 
property of those owners. This view leads to a concept of profit which 
is measured by the surplus in excess of the capital contributed by the 
owners, and, accordingly, to a shareholder purchasing-power con
cept of capital maintenance. 

Each of the alternative techniques referenced in Table 5.4 has its 
advocates who argue that it is the most useful. However, to make a 
selection from the available alternatives it will be necessary to 
develop a framework for financial reporting which contains a clear 
statement of the purposes for the preparation of financial statements. 



100 Accounting in an Inflationary Environment 

These purposes will be referred to as the objectives of financial 
reporting in following sections of this chapter. 

A Framework for Accounting 

The above comments suggest that any evaluation of financial
reporting techniques should start with a consideration of the objec
tives of financial reporting; but at the present time there is no 
general agreement about these objectives. 9 However, the discussion 
papers issued by the A.S.S.C. in the United Kingdom10 and the 
Trueblood Committee in the United States11 may help to achieve 
some measure of general agreement. (The content of these papers 
will be outlined later.) Accordingly the framework for accounting 
described below must be considered a long-term project - which 
should commence with research to establish the objectives of finan
cial reporting. Such a project may answer many questions of finan
cial reporting, including the problem of reporting in a period of 
inflation. 

The ultimate aim of the project should be the selection of appro
priate accounting techniques which will fulfil the objectives of 
financial reporting. However, until the objectives have been speci
fied there is no base upon which to build a framework for accounting 
and no criteria for the selection of preferred accounting methods. 
This specification of objectives should deal with fundamental issues 
and not merely describe existing practice. It is not suggested that 
this will be an easy step, but until it is undertaken, and a general 
agreement reached, little real progress can be made. 

Professional accounting bodies are in a good position to promote 
a general agreement about the objectives of financial reporting by 
issuing a statement of policy. Such a statement would at least ensure 
general knowledge, if not a complete general agreement. These 
objectives should specify the users to whom financial statements are 
to be directed, the uses that are expected to be made of the state
ments and the nature of the information required by the users. The 
statements should identify the users as precisely as possible and 
should not encompass too many different groups. This will avoid the 
risk of inconsistencies in information needs. Alternatively, a prefer
ence ranking of the various potential users could be given to provide 
a means of resolving possible conflicts of information needs. A state
ment of objectives in this form may not receive unanimous approval, 
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but at least it will provide an awareness of the objectives underlying 
the preparation of the financial reports which are actually published. 
Discussion of objectives should then continue and the objectives 
statement revised from time to time as information needs of the 
business community change. 

The nature of the proposed accounting framework can be ex
pressed by a series of steps : 

(i) Establish the objectives of financial reporting - as discussed 
above, these objectives should indicate the users and uses of the 
financial reports. 

(ii) Identify the information needs of the selected groups - this 
step will provide criteria for the evaluation of alternative accounting 
techniques. 

(iii) Specify the accounting techniques which are available to 
provide the required information (or at least those methods thought 
to be worthy of study). If inflation accounting is to be studied, there 
should be included the accounting systems based on historical cost, 
C.P.P. and the various concepts of current value. 

(iv) Formulate a model to link the available accounting tech
niques and the information needs of the selected groups. This link 
may not be easy to establish, particularly if the user's information 
needs relate to the outcome of some future events (frequently re
quired by decision-makers). An individual taking a decision will 
generally attempt to evaluate the future outcomes of the available 
courses of action, before selecting the action which best satisfies his 
personal desires. 

(v) Evaluate the potential of each of the available accounting 
techniques to generate the information required by the selected user 
groups. 

(vi) Finally, select the accounting technique which most ef
ficiently provides the required information. This step should involve a 
comparison of the costs and benefits of providing the information. 
For instance, method A may generate the 'best' information, in the 
sense that it is closest to that regarded as ideal by the user. However, 
method A may involve high costs, whereas method B, which is 
cheaper, may provide less good information. The comparison of 
costs and benefits will involve social value judgements and may be 
very complex, particularly in situations where cost and benefit accrue 
to different groups. Nevertheless, this step must be taken explicitly, 
otherwise the costs of providing the information may be neglected. 
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A framework of this nature is important for the examination of 
many accounting issues, including the question of which financial 
accounting system to use in an inflationary environment. Without 
such a framework discussions will continue without meaningful pro
gress being made. At the present time there are several alternative 
methods of accounting in a period of inflation, and each alternative 
has its supporters. A method of relating these alternatives to the 
needs of the users of financial statements is essential and the above 
framework for accounting would seem suitable. Certain aspects of 
the framework will now be considered in more detail. First, the 
establishment of the objectives of financial reporting will be dis
cussed and some potential users of financial statements suggested. 
An application of the framework to the needs of a particular user 
group (investors) will be discussed later. 

Objectives of Financial Accounting 

Until recent years the objectives of financial reporting do not appear 
to have received explicit consideration in the pronouncements of 
professional accountancy bodies. The stewardship objective, dis
cussed earlier, seems to have been taken for granted by accountants 
rather than explicitly discussed. When the professional bodies did 
mention the objectives or purposes of the financial statements, their 
comments tended to describe the current practice rather than 
explain the objectives which those practices were intended to 
achieve. For instance, in 1952 the Institute of Chartered Accountants 
in England and Wales stated that 'The primary purpose of annual 
accounts of a business is to present information to the proprietors, 
showing how their funds have been utilized and the profits derived 
from such use.' 12 This statement does identify the user of the 
financial reports (the proprietors) but says little about how the 
information is to be used. 

In recent years more thought has been given to the objectives of 
financial reporting, particularly in academic writings, and notably 
in the United States. In 1966 the American Accounting Association, 
which comprises both professional and academic accountants, issued 
guidelines for the communication of accounting information, stress;
ing that the information must be appropriate to the expected use by 
the potential users.13 Moonitz went a step further when detailing 
his 'basic postulates of accounting'. He defined the objectives of 
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financial reporting as the provision of data for the selection of 
economic alternatives and for monitoring and evaluating progress 
and results.14 Moonitz proceeded to point out that decisions are 
made under conditions of uncertainty and that relevant and useful 
quantitative data can reduce such uncertainty. The concepts of 
'relevance' and 'usefulness' occur frequently in the recent literature 
and the nature of relevant and useful information has been dis
cussed. Bevis stressed 'that usefulness is inherent in the full discharge 
of the accounting function', 15 and he defined useful information as 
that which corresponds to the users' needs. !vioonitz, however, was 
not happy with the concept of 'usefulness' alone. He wrote that 
'anyone who stresses "usefulness" as a criterion, in accounting or 
elsewhere, must answer the two pointed questions -useful to whom? 
and for what purpose ?' 16 

The authors of The Corporate Report went some way towards 
answering the questions raised by Moonitz. They discussed the in
formation needs of a number of potential user groups and defined 
the fundamental objective of corporate reports: 'to communicate 
economic measurements of and information about the resources and 
performance of the reporting entity useful to those having reasonable 
rights to such information' .17 This definition raises questions con
cerning rights of user groups to receive information about business 
activities. The Trueblood Committee suggested a similar objective. 
They agreed that 'The basic objective of financial statements is to 
provide information useful for making economic decisions'/ 8 and, 
in their subsequent discussion, indicated that they generally regard 
investment decisions as the most important class of economic deci
sions to be based on financial reports. 

These two studies have added a useful contribution to the debate 
about the objective of financial reporting, but their statements of 
objectives do not fully address all the fundamental issues: who are 
the users, what uses do they make of financial reports, what informa
tion do they require, and, also, what order of priority should be 
attached to the user groups in the case of a conflict of interest? More 
research is still needed. 

There are two distinct approaches which can be adopted by re
searchers interested in the objectives of financial reporting. They 
are the normative and positive approaches; but, for an effective 
research programme, both should be followed. The normative 
approach involves a theoretical examination of the information 
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needs of the user groups considered worthy of examination. How
ever, such research may overlook the availability of information 
from non-accounting sources which could satisfy some information 
needs of user groups. Accordingly the normative approach should 
be combined with a positive (or empirical) approach. The latter 
would involve asking members of potential user groups such ques
tions as 'do you use financial reports?', 'for what purpose?' and 
'what information do you require?' Answers to these questions 
should be interpreted cautiously, as the replies are likely to be 
affected by the nature of the information which is presently avail
able. Nevertheless, an appropriate combination of the two ap
proaches should lead to valid conclusions about the objectives of 
financial reporting. 

A researcher interested in the objectives of financial reporting 
could begin work by listing the potential users considered worthy of 
investigation. Such a list might include the following set of users and 
uses: 19 

(i) the provision of information to shareholders (actual and poten
tial) to guide their investment decisions, i.e. decisions on whether to 
buy, hold or sell securities; , 

(ii) the provision of information to inform shareholders of the 
uses to which their funds have been applied and the legality of those 
uses with a view to enabling the shareholders to exercise any legal 
remedies available; 

(iii) the provision of information to guide creditors (long-term 
and short-term) in decisions on the allowance of future credit and 
the administration of existing indebtedness; 

(iv) the provision of information to employees to guide their deci
sions on future relationships with the undertaking; 

(v) the provision of information to managers to enable them to 
take efficient decisions in management; 

(vi) the provision of information to the representatives of society 
to enable them to judge whether the activities of the undertaking 
are consistent with national objectives; 

(vii) the provision of information to guide government officials in 
the assessment of taxation; 

(viii) the provision of information to guide government officials 
in the enforcement of statutory controls; and 

(ix) the provision of information to financial institutions to assist 
in the negotiation of financial facilities. 
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The above list is not intended to be comprehensive. No doubt there 
are other potential or actual user groups; but this list should provide 
a starting-point for research on objectives of financial reporting. 

Next, both normative and positive approaches should be used to 
assess the information needs of each user group. A number of alter
native research strategies are available. The theoretically preferred 
strategy requires a detailed examination of the information needs of 
each potential user group and a consideration of the interrelation
ships between the information needs of the various groups. Although 
it may be expected that the information needs of certain groups may 
be similar, e.g. investors and creditors, the possibility exists that 
there may be no single method of financial reporting which meets 
the information needs of all user groups. Taken to its logical con
clusion, such a finding would indicate the need to publish a number 
of alternative financial reports. However, the publication of several 
reports could be costly and confusing to the users. Accordingly it 
may be more desirable to publish simple statements which satisfy 
most users reasonably well on average. If the information needs of 
each group are considered separately, a method of financial report
ing which minimises the loss of information could be selected by 
comparisons with the ideal for each user group. 

The above strategy will involve considerable research time, but it 
should be followed in the long term. However, in the meantime it 
will be necessary to produce some statement of objectives. Two 
other strategies are available. Financial reports could be designed 
to provide information to the dominant group among the users of 
financial reports. Stone suggested that shareholders are the dominant 
interest group because of the sheer size of their numbers, and be
cause financial statements are addressed to them. 20 However, the 
selection of a dominant group will depend on value judgements, as 
there is no logical reason why any one should be selected. 

The other alternative strategy involves the development of finan
cial reporting to meet the informational needs of those groups which, 
a priori, appear to have similar requirements for information. The 
objectives of financial reporting identified in this way may be de
scribed as 'general-purpose objectives'. This was the approach 
adopted by the Sandilands Committee. (Their discussion of objec
tives is outlined later in this chapter.) 

Both the dominant group and the general-purpose research 
strategies may prove useful in the short term, particularly if the 
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objectives defined by the researchers can become generally accepted. 
However, research of the information needs of each potential user 
group should continue, so that in the long run it will be possible to 
select preferred methods of financial reporting on the basis of im
proved criteria, such as the ideal information required by each user 
group. To illustrate the application of the framework for accounting, 
consideration is given below to the information needs of shareholders 
in their role as investors. This discussion may be interpreted as (the 
long-term) investigation of one user group (i.e. investors), or as the 
examination of the dominant group suggested by Stone. For pur
poses of the illustration the particular interpretation is unimportant. 

Information for Investors 

To illustrate an application of the framework for accounting, the 
information needs of investors will be used to discuss the selection of 
appropriate accounting techniques. Particular consideration will be 
given to the selection of methods of accounting in a period of infla
tion. Investors were selected because considerable research has 
already been undertaken on the valuation of stock-market invest
ments and investment decisions. However, for present purposes 
many of the complexities of that research will be avoided. 

In simple terms an investor may be expected to hold an invest• 
ment during a forthcoming period if the anticipated market value of 
that investment at the end of the period, together with the dividends 
expected during the period, exceed the satisfaction he would derive 
from consuming the amount of the investment within the period. 
Accordingly for an investment decision the investor requires in
formation concerning the anticipated market price, the expected 
dividends and his own impatience for consumption. Basic finance 
theory tells us that the market price of an equity investment is deter
mined by the anticipated flow of dividends in future periods and the 
appropriate interest rate.21 It follows from this very simplified 
discussion of an investment decision that an investor really 
requires information about the future flow of dividends from his 
investment. 

The need for information about future dividend flows could be 
satisfied by a forecast of future operating flows and dividend pay
ments as far into the future as possible. The senior managers of a 
business will probably be in the best position to make such forecasts 
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and may already use such information for their own internal plan
ning. However, at the present time there appears to be considerable 
resistance by both managers and accountants to the publication of 
forecasts. But the conclusion cannot be denied: forecasts of future 
dividends would provide relevant and useful information to 
investors. None the less, if dividend forecasts are unlikely to be 
published, an alternative and more acceptable form of financial 
reporting is essential. This situation has led some accountants to look 
for a link between financial reports and future dividends, and to 
suggest the adoption of a predictive-value criterion. 

Information about future dividend flows is necessary for invest
ment decisions, and accounting data may be used by investors when 
they formulate their dividend expectations. Accounting information 
which assists investors to make better dividend predictions may be 
deemed more useful (to investors) than accounting information 
which leads to less good predictions. In other words, accounting 
information with the highest predictive value should be preferred. 
At this point it is important to understand the role of the accounting 
data in the prediction process. Accounting data are inputs in an 
investor's decision model, but it is the investor who makes the pre
dictions, not the accountant. The accountant makes available cer
tain input data. None the less, accounting researchers can investigate 
the predictive value of the alternative accounting methods. 

An acceptance of a predictive-value criterion should prompt 
accounting researchers to examine the models for dividend pre
diction available to investors. It may be argued that investors are 
not very sophisticated and only simple implicit models are used. This 
would suggest two possible approaches to the research. The first 
approach is to accept that investors are generally unsophisticated 
and to attempt to identify the crude prediction models actually used. 
The accounting alternatives can then be evaluated using such a 
crude model to compare the predictions that the model will generate 
when the accounting information provided by each alternative is 
used as input. The second and more fundamental approach is to 
investigate all available prediction models. If a single best prediction 
model can be identified, and investors (or their advisors) encouraged 
to use that model, the accounting alternatives could then be 
evaluated by considering the information inputs required by that 
model. 

Once agreement is reached on a prediction model (simple or 
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complex), it could be used to investigate various accounting prob
lems. The question of accounting in a period of inflation could be 
examined by testing alternative sets of accounting data prepared, 
using historical cost, C.P.P. and the various concepts of current 
value. The data may be for real or hypothetical companies. The 
tests should be designed to indicate the ability of each available 
accounting method to generate data which provide good predictions 
of future dividend flows. 

In fairness it should be pointed out that not all accounting re
searchers accept the predictive-value criterion. Some argue that the 
role of accounting is to act as a control device. Accounting data, it is 
argued, can do no more than assist investors to evaluate at the end 
of an accounting period the predictions previously made about that 
period. However, the evaluation of current predictions will provide 
inputs for subsequent predictions. Accordingly it is impossible to 
separate the control and prediction aspects of a continuing decision 
process. Nevertheless, the predictive-value criterion and investors' 
information needs were only used to illustrate an application of the 
framework for acco{Jnting. The rejection of the predictive-value 
criterion does not mean that the whole framework must be aban
doned; the framework is quite workable without an acceptance of 
predictive value in accounting. 

The above discussion outlines some long-term accounting re
search. Little effective research in this area has been done to date 
and much remains to be accomplished. In the meantime what can 
be said about the usefulness of the alternative methods of financial 
reporting in a period of inflation? (Unfortunately, little can be said 
that will not be rejected by at least some writers.) However, a prima 
facie case may be made for current-value accounting, as a means of 
providing information to investors for decision purposes. Although 
not necessarily ideal, contemporary information based on current 
value is more likely to be relevant for decision purposes than historic 
information. 

Revsine suggested that ideal information for investors would indi
cate the economic value of the business (and its assets) based on the 
expected future cash flows to be derived from it. However, as already 
pointed out, reporting future cash flows does not appear feasible at 
the present time. Accordingly Revsine attempted to construct an 
analytical bridge between replace-cost accounting and the economic 
concepts of 'income' and 'value'. 22 He demonstrated that: 
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in a perfectly competitive economy, the current operating com
ponent of replacement cost income is equal to the distributable 
operating flow component of economic income ... [and] the 
realisable cost savings component of replacement cost income is 
equal to the unexpected income component of economic income. 23 

The focus ofRevsine's attention was the usefulness of replacement
cost income as a 'lead-indicator' of future operating flows. His argu
ments may be briefly summarised in the following terms. Long-term 
equity investors are, in general, interested in future operating flows 
of the business. Such operating flows are summarised in the eco
nomic value of the enterprise - as measured by the present value of 
the future flows. The economic measure of income provides a link 
between successive economic values of the business. The expected 
component of economic income measures the flows which the busi
ness should be capable of earning into the indefinite future, whereas 
the unexpected component measures the changes due to environ
mental factors which were not foreseen at the start of the period. 
Thus economic income (and, in particular, its expected component) 
provides an indication of likely future operating flows. However, 
because of measurement difficulties, some surrogate measure is re
quired for economic incmr..e. Revsine demonstrated that replace
ment-cost income should provide a reliable surrogate. He argued 
that in conditions of perfect markets all available knowledge and 
expectations will be reflected in market prices and, accordingly, 
replacement costs will be equivalent to a measure of economic value 
based on those generally held expectations. Thus replacement costs 
will provide useful information for investors. 

When the assumption of perfect competition was removed, 
Revsine indicated that replacement-cost income becomes only an 
approximation to economic income- the strength of the approxima
tion depends on the relationship between the prices of assets and 
their future operating flows. Revsine quite rightly suggested that 
empirical research is required to determine the extent of market 
imperfections which create a divergence between the price of an 
asset and its future operating flows. None the less, his analysis does 
suggest a strong case for the use of replacement costs. 

Revsine was primarily interested in asset valuation, and his work 
does not help greatly in the selection of a concept of capital main
tenance. However, if the financial statements are intended for 
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investors (including existing shareholders), the proprietary view of the 
business would seem most appropriate. This view implies a share
holder purchasing-power concept of capital maintenance. But in 
view of the difficulties (discussed in Chapter 5) of measuring pur
chasing power for a non-homogeneous group of investors, a money
value concept of capital maintenance may be more desirable. 
Revsine used this approach in his book. However, he abstracted from 
inflation in his analysis and it is not clear whether he would include 
general purchasing-power adjustments in his financial statements. 

The above comments suggest that a system of replacement-cost 
accounting with a money-value concept of capital maintenance 
should provide useful information for investors. This is similar to the 
conclusions reached by the Sandilands Committee, with two excep
tions. First, they suggest writing-down some asset values to net 
present value or net realisable value as appropriate in certain cir
cumstances when replacement costs are not an appropriate measure 
of value. Second, an operating-capacity concept of capital main
tenance is used in their profit and loss account, although the total 
(money) gains are also reported in a note to the financial state
ments. 24 The objectives of financial accounting on which the Sandi
lands Committee based their proposals are discussed below. 

The Sandilands Conunittee's Objectives 

In Chapter 5 of their report, the Sandilands Committee discussed 
the 'requirements for information of users of accounts'. 2 5 In parti
cular, they considered the information needs of the following groups: 
shareholders; investment analysts; the City (Stock Exchange, etc.); 
creditors and lenders; other companies; employees; management; 
the government and official bodies; and the general public. As part 
of their enquiry the Committee wrote to over forty organisations 
which they considered representative of the major users of published 
accounts in the United Kingdom, and concluded that the informa
tion needs of users are, in many instances, similar. Each user group 
in the above list was discussed in turn. Some of the main points in 
that discussion are outlined below. 

The Sandilands Committee was not impressed by the frequent 
suggestion that the first requirement of shareholders is for accounts 
to demonstrate that their funds have been fully accounted for and 
that no illegal activities have taken place. They doubted whether 
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accounts can demonstrate this or that one system of accounts can 
demonstrate it better than another. They asserted that: 

the shareholder's principal protection against improper use of his 
funds is not the method of presentation in itself, but the legal 
requirement that those accounts, on whatever basis they are pre
sented, should be audited by a qualified member of one of the 
Institutes or Associations of the accounting profession. 26 

It was suggested by the Committee that shareholders require in
formation about their company's activities to assist in judging the 
performance and efficiency of the management and for making 
investment-related decisions. 

The Committee conceded that the most useful basis for the 
measurement of net assets for a shareholder purely concerned to see 
how the company's funds have been used is probably historic cost. 
However, in order to go further than this and to assess the perform
ance of management, the shareholder requires information on the 
net assets of the business which will enable him to judge the return 
being earned on capital employed. For this purpose the shareholder 
is likely to be interested in an assessment, on a going-concern basis, 
of the future benefits that can be obtained from the business' assets. 
The members of the Sandilands Committee believed that this in
formation would best be communicated by asset values which are 
based on their 'value to the business' (as defined in Chapter 5 above 
- normally replacement costs, but in certain special circumstances 
net present value or net realisable value). 

It was stressed by the Committee that no accounting system can 
predict a company's future prospects. But they suggest that: 

an accounting system can at least ensure that the profit figure 
reported is such that, if the profit for the year were fully distri
buted, ir would not prejudice the ability of the company to con
tinue to generate the same profit in future years if revenues earned 
and cost incurred in future years were the same as in the year of 
account. 27 

They then made an assertion which is similar to the results of 
Revsine's analysis. A measure of 'operating profit' provides an indi
cation of the profit that the business should be capable of maintain
ing into the indefinite future. Holding gains, however, reflect the 
current environmental conditions which may not be typical of 
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normal activities and are generally outside the control of the 
management. It was concluded that only the operating profit should 
be reported in the profit and loss account, as this will both provide 
relevant information for shareholders and prevent the management 
from unintentionally distributing its operating capital. But total 
gains (operating profit plus holding gains) are also of interest to 
shareholders as an indication of the management's efficiency and 
for making comparisons with other companies. Accordingly the 
Committee recommended that total gains should be reported in a 
note to the financial statements (as illustrated in Chapter 6). 

The information needs of potential shareholders (i.e. investors in 
general), investment analysts and the City were found to be essen
tially the same as existing shareholders. The submissions to the Sandi
lands Committee from creditors and lenders indicated that this 
group of users requires information about the business' profits and 
gains that would also be useful to existing shareholders; but in addi
tion they also require information about the realisable value of the 
business' assets, both in the normal course of business and in forced 
sale. However, it was contended by the Committee that financial 
statements cannot in general be expected to show a valuation on a 
forced sale. Thus the information needs of creditors and lenders are 
not identical to the needs of existing shareholders, and will not be 
fully met by the method of current-cost accounting (C.C.A.) pro
posed by the Sandilands Committee. 

Other companies may wish to assess the performance of a business 
to monitor competition, to consider it for investment, acquisition or 
merger, or for financial comparisons. The information needed for 
these purposes is similar to the information required by existing 
shareholders. In addition other companies may wish to appraise a 
business to check credit-worthiness of a customer or supplier - this 
information need is similar to the needs of creditors and lenders. 
Accordingly the information needs of other companies are similar 
to the needs of existing shareholders, creditors and lenders. 

The Sandilands Committee was unable to obtain the assistance 
of the T.U.C. for its assessment of the information needs of em
ployees. However, using other evidence they concluded that em
ployees generally need similar information to that required by 
existing shareholders. Management also was found to have similar 
information needs as far as published financial reports are concerned. 
However, it was pointed out that most managers require consider-
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ably more financial information than is contained in the published 
reports. The Committee suggested that the internal management 
information should be prepared on the same basis as the published 
data. 

It was concluded that financial statements containing asset 
valuations in terms of 'value to the business' will provide useful 
information to the government and general public for the purpose 
of assessing a business' (or all businesses') contribution to G.D.P. 
However, it was suggested that quantitative financial reports were 
unlikely to be able to satisfy these groups' needs for information 
about the social responsibility of businesses. 

To summarise, the Sandilands Committee found that many user 
groups have similar requirements for information, and that, in par
ticular, information designed for existing shareholders should meet 
much of the information needs of other user groups. However, there 
are some particular information needs of certain groups which will 
not be satisfied by such information and should be met from other 
sources. The information needs of existing shareholders were found 
to be similar to those suggested earlier in this chapter. Accordingly 
it is not surprising to note that the Sandilands Committee's recom
mendations are similar to Revsine's proposals. 

Conclusion 

Further research is required for a proper understanding of the objec
tives of financial reporting. Such research is required on a continuing 
basis as the information needs of the users of financial statements 
may alter as the nature of the economic and social environment 
changes. For the time being current-cost accounting appears to meet 
the needs of financial statement users, at least in so far as they are 
understood at present. Accordingly it may be concluded that the 
introduction of current-cost accounting28 should represent a major 
step forward for the accounting profession in its role as a provider 
of relevant information. However, it must be admitted that account
ing should be dynamic and respond to changes in the information 
needs of financial-statement users. Information which is relevant 
today may not be relevant in the future. Accounting research should 
continue to search for ways of improving methods of financial 
reporting. 



CHAPTER 8 

Appraisal of Capital Projects 

The implications of inflation for financial accounting were discussed 
in earlier chapters. This focus on financial accounting is consistent 
with the generally accepted interpretation of the term 'inflation 
accounting'. However, inflation creates further accounting problems 
which, if ignored, may lead to inadequate (or incorrect) accounting 
information. The management accountant of a business enterprise is 
generally responsible for the provision of information to assist 
managers in their decision-making. If the management accountant 
ignores the impact of inflation on the information he is collecting, 
summarising and communicating to management, the decisions 
taken by those managers may not be optimal. In Chapters 8 and 9 
the implications of inflation for management accounting will be 
discussed. The provision of information for short-run operating deci
sions and budgetary control are discussed in Chapter 9, while this 
chapter is concerned with the use of discounted cash-flow methods 
of appraising capital projects. 

Despite a substantial literature on the subject, project appraisal 
under conditions of inflation is not a theoretically difficult task. How
ever, there are practical difficulties associated with the estimation of 
future cash flows from projects with lives of several years or more. 
The estimation of future cash flows can be a problem when there is 
little or no inflation, and rapidly changing prices make the task 
more complex. While acknowledging the practical difficulties of 
estimating future cash flows, for purposes of this chapter it will be 
assumed, in general, that such estimates can be made. The pre
diction of future price changes is discussed in Chapter 9. 

A Model for Project Appraisal 

Discounted cash flow (D.C.F.) techniques are generally accepted as 
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an appropriate method for the appraisal of capital projects which 
involve cash flows over a number of years. 1 The D.C.F. concept is 
particularly attractive as it enables account to be taken of the timing 
of cash flows over the entire life of a project. To illustrate the D.C.F. 
method of project appraisal a simple numerical example is used. For 
the present, it will be assumed that the general level of prices is 
expected to remain stable. The management of Alpha Limited is 
considering a capital project which requires an initial outlay of 
£28,980, payable immediately. This project would produce net cash 
inflows of £9290; £12,152; £15,717 and £10,069 at the end of each 
of the next four years. Finance for the project could be raised at an 
interest cost of 20 per cent p.a. The cash flows from such a project 
can be discounted and expressed in terms of present value. The 
calculation of the net present value may be expressed symbolically 
as follows: 

or equivalently: 
n d 

Vo = j~ ( 1 ~ i)1 - A 0 • 
(8.2) 

In these expressions d1 , d2 , d1 and dn represent the net cash inflows 
arising at the end of periods 1, 2,j and n respectively. A0 represents 
the initial outlay required to undertake the project, i the cost of 
capital to the company (expressed as a rate per period) and n the 
life of the project (measured in periods). 

The data given above for Alpha Limited can be used in equation 
8.1: 

v = 9290 12,152 15,717 10,069- 28 980. 
0 1.2 + (1.2)2 + (1.2)3 + (1.2)4 ' 

Accordingly, V0 = 1152. 
The present value of £1152 represents the surplus which will arise 

if the project is undertaken. The nature of this item may be expressed 
in alternative forms: for instance, it may be described 'as the maxi
mum amount a firm could pay for the opportunity of making the 
investment without being financially worse off'. 2 Alternatively its 
nature may be illustrated by continuing the example. It can be 
demonstrated that if the project is undertaken, the finance which 
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could be raised and then repaid with interest out of the proceeds 
from the project will be sufficient to (i) undertake the project and 
(ii) pay an immediate dividend of £1152 to the owners of the busi
ness. The cash flows are illustrated in Table 8.1. 

Table 8.1 Alpha Limited - investment project 

Period 1 Period 2 Period 3 Period 4 

£ £ £ £ 
Finance borrowed 30132 
Balance brought forward 26868 20090 8391 
Interest due (20 per cent) 6026 5374 4018 1678 

36158 32242 24108 10069 
Repayment (out of 

proceeds from project) 9290 12152 15717 10069 

Balance carried forward 26868 20090 8391 

If Alpha Limited undertakes the project, a loan of £30,132 could 
be raised to provide the outlay of £28,980 and an additional £1152 
for distribution to the owners. However, the management of Alpha 
Limited may not raise the additional finance as they may prefer to 
wait until the surplus is realised through the project. None the less, 
the £1152 represents the present value of the surplus generated by 
the project. A general rule for project appraisal is to accept projects 
with positive present values (i.e. where V0 > 0), 3 as such projects 
generate a cash-flow surplus. Accordingly Alpha Limited's proposed 
project should be undertaken. 

An alternative D.C.F. method of project appraisal uses the con
cept of an 'internal rate of return'. This is the interest rate which 
leads to a zero present value for the project. In terms of equations 8.1 
and 8.2, the internal rate of return is the interest rate at which V0 is 
zero. Accordingly the internal rate of return of Alpha Limited's 
proposed project can he determined by evaluating i in the following 
expression: 

9290 12,152 15,717 10,069 
0 = (1 + i) + (1 + i)2 + (1 + i)3 + (1 + i)4 - 28,980 

This complex equation can be solved by a trial-and-error approach. 
Successive values of i can be tested, and the value which gives a zero 
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present value selected - in this case 22 per cent. This is the internal 
rate of return; 22 per cent is the highest interest rate that should be 
paid to finance this project. The cash flows from the project are 
sufficient to repay, with interest at 22 per cent, a loan of £28,980 
- i.e. the amount required to undertake the project. If the interest 
rate exceeds 22 per cent the cash flows will not be sufficient to repay 
that amount, whereas if finance can be raised for less than 22 per 
cent the project will generate surplus cash flows. This leads to a 
general rule that projects should be undertaken when the cost of 
finance is less than the internal rate of return. 

For various theoretical reasons the net present value criterion 
(using the actual cost of finance to compute the project's present 
value) is normally preferred to the internal rate of return approach. 4 

In this chapter the calculation of net present values will be dis
cussed, although the principles have equal validity in situations 
where it is appropriate to use the internal rate of return. 

Cash-Flow Esti~nates 

The primary concern of this chapter is the impact of inflation on 
D.C.F. methods of project appraisal. For this purpose it is important 
to recall the distinction made in earlier chapters between general 
price-level changes (inflation) and movements in the prices of 
specific goods and services. As discussed in Chapter l, specific price 
changes result from a combination of inflation and relative price 
movements. This distinction must be recognised when estimating 
the cash flows from capital projects, as future cash flows may be 
affected by both relative price changes and inflation. These effects 
can be illustrated by means of a numerical example. 

The management of Beta Limited is considering a capital project 
which is similar to the project of Alpha Limited discussed above; 
but Beta Limited operates in an economy where an annual inflation 
rate of 12.5 per cent is expected for the period of the project. The 
cash flows expected from Beta's project are computed as follows. The 
outlay of £28,980 will enable the company to sell 200 units of a 
certain product in each of the following three years and a further 
100 units in year 4. At the date the project is evaluated (i.e. the 
beginning of year 1) the current price of the product is £100 per 
unit and each unit requires £40 of materials at the current prices 
and £25 of labour at the curr ~nt wage rate (current prices and 
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current wage rates are those prevailing at the time the project is 
evaluated). If there are no other variable costs associated with this 
project, the net cash flow from the sale of one unit at current prices 
is £35. This information is used to compute the cash flows in 
Table 8.2. 

Table 8.2 Beta Limited - cash flows at current prices 

Year l Year 2 Year 3 Year 4 

£ £ £ £ 
Sales (in units) 200 200 200 100 

Sales revenue 20000 20000 20000 10000 

Variable cost of sales 
Materials 8000 8000 8000 4000 
Labour 5000 5000 5000 2500 

13000 13000 13000 6500 

Net cash flows 7000 7000 7000 3500 
(at current prices) 

The next step in computing expected cash flows is to estimate the 
effect of price changes. The anticipated rate of inflation is 12.5 per 
cent p.a. for the period of the project. In the absence of further in
formation, a best estimate of monetary cash flows can be computed 
by adjusting the estimated net cash flows at current prices (as in 
Table 8.2) by the expected rate of inflation. This provides the 
following cash-flow estimates: 

Year 1 - £7000(1 + 0.125) = £7875 
Year 2- £7000(1 + 0.125) 2 = £8859 
Year 3- £7000(1 + 0.125)3 = £9967 
Year 4- £3500(1 + 0.125) 4 = £5606 

However, not all prices will change precisely in line with inflation. 
Relative price changes may affect the relevant prices of the inputs 
and outputs. These factors may greatly affect the cash flows from 
the project. 

For the illustration, it is assumed that the directors of Beta 
Limited have formed expectations about the future trend in the 
relevant specific prices. The selling price of the product is expected 
to increase 20 per cent each year, and the material and labour costs 
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by 12 and 15 per cent respectively. The expected price increases are 
used in Table 8.3 to compute the monetary cash flows. The material 
and labour costs and sales revenues at current prices (as in Table 8.2) 
are each adjusted for the appropriate price increase. For instance, 
the year-1 sales revenue at current prices, £20,000, is adjusted for 
the expected increase in selling price of 20 per cent. Accordingly in 
Table 8.3 the sales revenue for year 1 is £20,000 + 20 per cent, 
i.e. £20,000(1 + 0.2) = £24,000; similarly the expected sales 
revenue in year 2 is £20,000(1 + 0.2) 2 = £28,800; and so on. 
The expected material·and labour costs are calculated in the same 
way, using the appropriate rate of price increase. A comparison of 
the revenues and costs for each year yields the net cash flows. 

The monetary cash flows calculated in Table 8.3 are the cash 
flows used in the Alpha illustration. But it must be stressed that the 

Table 8.3 Beta Limited - monetary cash flows 

Annual 
rate of 
price 

increase 
(per cent) Year 1 Year 2 Year 3 Year 4 

£ £ £ £ 
Sales revenue 20 24000 28800 34560 20736 
Variable cost of 

sales 
Materials 12 8960 10035 11239 6294 
Labour 15 5750 6613 7604 4373 

14710 16648 18843 10667 

Net cash flows 9290 12152 15717 10069 
(in money values) 

two illustrations are quite distinct. Alpha Limited is operating in an 
economy with no inflation, while Beta Limited anticipates an infla
tion rate of 12.5 per cent p.a. It can be observed that the cash-flow 
estimates computed in Table 8.3 (i.e. £9290, £12,152, £15,717 and 
£10,069) differ substantially from the estimates derived by adjusting 
the cash flows at current prices for the expected rate of inflation (i.e. 
£7875,£8859,£9967 and £5606). The difference reflects the impact 
of changes in the relative prices of the goods and services involved in 
the project. The two sets of estimates will be identical only if all 
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prices relevant to the project change in line with inflation. If this 
condition is not expected to hold, consideration must be given to the 
anticipated price changes of all relevant goods and services when 
computing the expected cash flows. 

The Cost of Capital 

In the Alpha illustration the cost of raising the finance for the pro
posed project was used to discount the expected cash flows to present 
values. Generally the discount rate should reflect the business' cost 
of capital - i.e. the opportunity cost of raising finance expressed as a 
rate of interest. 5 In a period of inflation an interest rate can be 
divided ex post into two elements: (i) the amount required to main
tain the purchasing power of the investment; and (ii) the real return. 
By way of illustration, consider an investment of£ 1000 for one year 
in an undated security yielding a money return of 15 per cent pay
able on the last day of the year. For simplicity, capital gains will be 
ignored and the money value of the investment assumed to be £1000 
at both the beginning and end of the year. If the annual rate of 
inflation is 10 per cent, the initial investment may be expressed in 
terms of year-end purchasing power as £CllOO(year-end), whereas 
the ending investment is only £ClOOO(year-end). (The £C notation 
was explained in Chapter 3.) Accordingly a return of at least 
£ClOO(year-end) is required to compensate for this loss. As the 
monetary return of £150 is received at the end of the year, it is 
measured in year-end purchasing power. Of the total amount re
ceived, £100 may be deemed compensation for the purchasing
power loss and the remaining £50 regarded as the real return on the 
investment. To compute the real rate of return, the £50, which is 
measured in year-end purchasing power, should be expressed as a 
percentage of the initial investment similarly measured. Thus the 
real rate of return on the investment is £50/£1100 X 100 per cent 
= 4.545 per cent. 

The ex post relationship between the monetary and real rates of 
interest (i andy respectively) and the rate of inflation (p) is normally 
written as follows (i, y and p are all expressed as fractions for this 
purpose): 

(l + i) (1 + y) (l + p), (8.3) 

or, rearranged: 
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(1 + i) 
y = (1 + p) - 1. (8.4) 

The real rate of return on the undated security calculated above can 
be confirmed using equation 8.4; i.e. (1 + 0.15)/(1 + 0.10) - 1 
= 0.04545, or 4.545 per cent. It is suggested by some writers in the 
project-appraisal literature that the real cost of capital should be 
used in the appraisal of capital projects. However, the relationship 
between the real and monetary interest rates implied by equations 
8.3 and 8.4 can be criticised. Furthermore, the cost of capital (i.e. 
the interest payments) must be paid to investors, creditors, etc. in 
money units. Accordingly it may be easier to determine the money 
interest rate than the real rate. 

The relationship expressed in equation 8.3 is a truism which 
defines an ex post measure of the real rate of return. It is generally 
agreed that market interest rates do not depend on past inflation, 
but on the rate of inflation anticipated in the future. Furthermore, 
it is contended by some economists, and supported by empirical 
evidence, that market interest rates do not fully reflect anticipated 
inflation. 6 Such theoretical and empirical arguments about the ex 
ante determination of market interest rates do not affect the ex post 
relationship defined in equations 8.3 and 8.4. However, there are 
problems associated with the measurement of an appropriate ex post 
measure of inflation for those equations. 

As argued in Chapter 3, purchasing power is unique to each indi
vidual and, accordingly, the real return on investment must be 
computed separately for each investor. Consider an individual with 
savings of D 0 . He can consume that amount now, or invest some or 
all of the amount and consume the outcome of the investment at 
some future time. If the individual prefers consumption earlier 
rather than later, he will require some return on his investments to 
encourage him to forgo current consumption. This return must 
represent additional consumption to the individual. Thus it must be 
a real return. If the required return is y' per period, an investment of 
D 0 for n periods must yield a return of at least Dn * to be accepted 
(for simplicity it is assumed that amounts to be received in the future 
en tail no risk) . D n * is expressed as : 

(8.5) 

However, if the prices of the goods consumed by the individual 
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increase at a rate of p' per period over the n time periods a money 
amount, Dm will be required such that the desired consumption is 
achieved. The required money amount can be expressed as follows: 

(8.6) 

By combining equations 8.5 and 8.6 it follows that the relation
ship between the sum invested now and the required money amount 
in n periods can be written as: 

(8. 7i) 

This relationship may be expressed in an alternative form using the 
monetary interest rate, i. As the sum invested now, D0 , and the 
required future amount, Dm are both measured in money units, it 
follows that: 

(8. 7ii) 

A comparison of equations 8. 7i and 8. 7ii indicates the relationship 
between the real and monetary rates of interest which was expressed 
by equation 8.3. 

In the above illustration, p' represented the change in the indi
vidual's purchasing power, i.e. the increase in the prices of goods and 
services in his consumption plan. The suitability of a general con
sumer price index as a measure of purchasing-power changes was 
discussed in Chapter 3, where it was concluded that a published 
price index is unlikely to be suitable for all individuals, and in parti
cular, the retail price index is unsuitable as a measure of purchasing
power changes for individuals who are investors or potential in
vestors. To calculate the real return to an investor, the change in 
his personal purchasing power should be used, in equation 8.3. As 
a unique value of p for all investors is unlikely to exist, a unique 
value for the real rate of return cannot be expected. There is no 
mechanism, even in a perfect capital market, that will ensure a 
unique real interest rate. 

It follows from such arguments that attempts to divide the 
monetary interest rate into a real rate and a purchasing-power 
adjustment is of doubtful validity. It would therefore seem desirable 
to avoid such a dichotomy whenever possible. As the money interest 
payments represent actual or potential cash outlays, and as a 
theoretically valid method of appraising projects in money units is 
available, the calculation of a real interest rate is unnecessary. 
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The TreatJDent of Inflation 

The desirability of using monetary rather than real interest rates 
was suggested above. Accordingly Beta's project will be evaluated 
at the monetary interest rate. Assuming the cost of capital to Beta 
Limited is 20 per cent, the expected money cash flows, computed in 
Table 8.3, can be discounted as follows: 

9290 12,152 15,717 10,069 
Vo = 1.2 + (1.2)2 + (1.2) 3 + (1.2)4 - 28,980 

= 1152. 

This is identical to the calculation of the net present value from 
Alpha's project, when no inflation was assumed. In the illustration 
of Beta, the same monetary cash flows are used, but they are assumed 
to reflect all price changes. In both cases the cost of capital is ex
pressed as a monetary rate. It was demonstrated in Table 8.1 that 
the present value of £1152 from Alpha's project represents the 
surplus immediately available as a result of undertaking the project. 
A similar table could be prepared for Beta's project - the figures 
would be identical to those shown in Table 8.1. Accordingly the 
present value of £1152 from Beta's project may be interpreted in 
the same way, and the project should be undertaken. 

The above illustration suggests the conclusion that inflation does 
not significantly affect the net present value method of project 
appraisal. The monetary cost of capital can be used to discount the 
money cash flows to a present value. This method is preferred as it 
avoids the use of a real interest rate which may be difficult to 
identify. None the less, if the real cost of capital can be estimated, it 
may be used in an alternative calculation of a project's net present 
value. 

The calculation of present value from money cash flows using the 
monetary cost of capital, as illustrated above, can be expressed 
symbolically in the terms used in equation 8.2: 

-~ dJ -A 
Vo - if.-1 (1 + i)J O• 

where A0 represents the initial outlay, i the monetary cost of capital, 
and d1 the monetary cash flow in period j. A new term, dj, may be 
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defined to represent the current purchasing-power equivalent of a 
cash flow in period j, as follows: 

d~ - dj ( 
J - (1 + p)i' 8.8) 

In financial accounting monetary amounts are normally restated in 
purchasing power equivalents of some later period. But in equation 
8.8 cash flows arising in a subsequent period are restated at the 
purchasing power of the money unit on the day the project is 
evaluated. 

Equation 8.8 can be used to substitute for di in equation 8.2; thus: 

(8.9) 

The relationship between real and monetary interest rates and a 
purchasing-power adjustment was discussed earlier. Using the re
lationship expressed in equation 8.3, equation 8.9 may be rearranged 
as follows: 

n d~ 
Vo = "' J - Ao 

j~l(l+y)j . 
(8.10) 

In words, the present value of a project can be computed by dis
counting the current purchasing-power equivalents of the expected 
cash flows by the real cost of capital. 

Beta's project will be used for illustration. An inflation rate of 
12i per cent per year is expected. The money cash flows set out in 
Table 8.3 can be restated as current purchasing-power equivalents 
as follows: 

£C (start year 1) 
end ofyear 1 9290/1.125 8258 

" 
" 
" 

2 
3 
4 

12,152/(1.125) 2 = 9602 
15,717/(1.125) 3 = 11,039 
10,069/(1.125) 4 = 6286 

The real cost of capital can be computed from equation 8.4. 

1 + 0.20 
y = - 1 = 0.06667 

1 + 0.125 

= 6i per cent. 
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These figures may now be used in equation 8.10 to compute the 
present value of Beta's project: 

8258 9602 11,039 6286 

Vo = 1.06667 + (1.06667) 2 + (1.06667) 3 + (1.06667) 4 - 28•980 

= 1152. 

The present value of £1152 is identical to the figure calculated 
from the money cash flows. Thus either method may be used for 
project appraisal and identical decisions should result. Provided the 
purchasing-power adjustment used to calculate the real cost of 
capital is also used to restate the money cash flows, the computed 
present value will always be identical to the value found by the 
monetary approach. Accordingly the choice of a measure of pur
chasing power is not critical to project appraisal, and the problems 
associated with measuring purchasing-power changes are irrelevant 
for that purpose. However, in view of the difficulties of ascribing a 
sensible and unique meaning to the computations of the real cost of 
capital and purchasing-power adjustment, it would seem desirable 
to avoid their use - particularly when the monetary approach pro
vides an identical answer in a theoretically sound and practically 
simpler way. 

It is important to realise that the current purchasing-power equi
valents of the expected cash flows are unlikely to correspond to the 
cash flows computed at current prices. Table 8.2 presented the four 
year's cash flows at current prices for Beta's project, as follows: 
£7000; £7000; £7000; £3500. On the other hand, the current 
purchasing-power equivalent of the expected cash flows were cal
culated above as follows: £8258; £9602; £11,039; £6286. The two 
sets of figures differ because relative price changes are expected to 
influence the project's inflows and outflows. It is tempting to evalu
ate projects by discounting the cash flows at current prices by the 
real cost of capital. However, such an approach will not necessarily 
measure the present value of the project. Beta's project would be 
rejected if evaluated in this way: 

7000 7000 7000 3500 8 

Vo = 1.06667 + (1.06667)~ + (1.06667) 3 + (1.06667) 4 - 28•9 O. 

Accordingly V0 = -7794. A negative present value suggests a loss 
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would result from the project; but, as explained above, the figures in 
Table 8.1 demonstrate that a surplus will be available from such a 
project. 

The negative present value would have been larger if the monetary 
cost of capital had been used to discount the cash flows at current 
prices- a practice which appears to be adopted by some companies. 7 

This procedure involves duplicate adjustments for inflation - first, 
in the C.P.P. adjustment (or in computing cash flows at current 
prices), and second in the monetary cost of capital (which includes a 
purchasing-power element). If capital projects are evaluated in this 
way, managers may reject a project which has the potential to 
generate a surplus. 

Discounting cash flows at current prices will lead to optimal 
decisions only if the real cost of capital is used and all prices associ
ated with the project change at the rate of inflation. However, if 
little information is available about the movements in the appro
priate relative prices, a best estimate may be that all prices will 
change in line with inflation. In that case an estimate of a project's 
present value can be computed by discounting the cash flows at 
current prices by the real cost of capital (which may be computed 
by adjusting the monetary cost of capital for the expected inflation 
rate); but in general the estimate of cash flows at current prices 
should only be used as a first step in the calculation of the expected 
money cash flows. 

Conclusion 

For the evaluation of capital projects by D.C. F. methods in a period 
of inflation it is desirable to discount the expected money cash flows 
by the monetary cost of capital. The alternative of using current 
purchasing-power equivalents of expected cash flows and the real 
cost of capital involves use of a purchasing-power adjustment which 
can be regarded, at best, as purely arbitrary. Such adjustments are 
not essential and it would seem wise to avoid them. However, if the 
real cost of capital and the purchasing-power adjustment are con
sistent with the business' monetary cost of capital, the alternative 
approach using the C.P.P. equivalent will lead to optimal decisions. 
None the less, the monetary approach seems the most desirable, 
and it is likely to be the more practical method when shifts in relative 
prices are anticipated. 
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Appendix: Principles of Discounting 

COMPOUND INTEREST 

Interest represents a cost of using money to finance investment pro
jects. It is a cost which relates to both money borrowed and money 
owned. In the case of borrowed money interest generally involves an 
outlay. There is no such outlay for money owned, but there is an 
opportunity cost to consider in decision-making. When money is 
invested in one project, the interest which could be earned from 
other investment opportunities is forgone. This loss of interest repre
sents an opportunity cost to the project. 

The interest charged on money borrowed or earned on money lent 
is normally compounded. In other words, interest charges are com
puted periodically (e.g. annually or semi-annually) and the amount 
added to the current balance outstanding. For instance, if £10,000 
is placed in a savings account at 8 per cent interest, compounded 
annually, interest of £800 will be earned in the first year (£10,000 X 

0.08). This interest is added to the original deposit of £10,000 and 
interest for year 2, £864, is calculated on the total amount outstand
ing (£10,800 X 0.08). Interest of £933.12 will be earned in year 3 
(£11,664 X 0.08), and so on. The interest calculations are sum
marised in Table 8.4 by applying the interest, i, to the balance out
standing at the end of the previous year (i.e. start of the current 

Table 8.4 Compound-interest calculations 

Interest earned 
Year during year 

0 
I iPo 
2 i[P0 (1 + i)] 

3 i[P0 (1 + i) 2 ] 

Balance outstanding at end of year 

Po 
Po + iP0 = Po(! + i) 
P0 (1 + i) + i[P0 (1 + i)] = (Po + iP0 )(1 + i) 

= P0 (1 + i) 2 

P0 (1 + i) 2 + i[P0 (1 + i)2] = (Po+ iP0 )(1 + i) 2 

= P0 (1 + i) 3 

n i[P0 (1 + i)"- 1 ] P0 (l + i)"- 1 + i[P0 (1 + i)•- 1] 

= (Po+ iP0 )(1 + i)"- 1 

= P0 (1 + i)" 

Note: P 0 = amount of original deposit, at end of year 0; i = interest rate 
per annum, compounded annually. 
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year). The table shows the amount of the deposit plus interest at the 
end of any year, n, to be P 0 (1 + i)n. 

DISCOUNTING 

The basic reason for discounting is that the timing of money returns 
can affect their attractiveness. A receipt of £1000 now will normally 
be preferred to a certain receipt of £1000 in two years' time. This is 
because the £1000 now could be invested to yield more than £1000 
in two years' time. If the receipt now is deposited in a 6 per cent 
savings account, compounded annually, it will realise £1123.60 
after two years (1000[1 + 0.06] 2 ). This exceeds the amount of the 
alternative, £1000, in two years' time. This example illustrates the 
calculation of a future value. Compound interest was used to com
pare the alternative opportunities which arrive at different dates, i.e.: 

Time scale 

Opportunity 1 

Opportunity 2 

Now 1 year 2 years 

£1000 _c_om_po_un_di_ng_.. £1123.60 

£1000 

The alternative and more widely used method of comparing 
amounts received at different dates is the calculation of present 
value by the technique known as 'discounting'. A right to receive 
£1000 two years hence could be used as the basis for borrowing 
now an amount which could be repaid with interest by the future 
receipt. The amount to be borrowed, PV, can be calculated with the 
aid of the compound-interest formula for two years. The amount 
outstanding after two years will be PV(l + i) 2 , but this must equal 
£1000. Accordingly: 

1000 = PV(l + i)Z, 

and 
1000 

PV= . 
(1 + i) 2 

Assuming the interest rate is 6 per cent, as used previously, the 
present value of the £1000 to be received in two years' time amounts 
to 1000/(1 + 0.06) 2 = £890. Once again the alternative of £1000 
now is shown to be more attractive. In this case the interest was used 
to discount the future value to a present value, i.e.: 
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Time scale Now 1 year 2 years 

Opportunity 1 £1000 

Opportunity 2 £890 discounting 
£1000 

The calculation of present values can be generalised by consider
ing a future receipt, FVm in period n. The present value can be 
computed using the general compound-interest formula and setting 
P0 = PV. Thus: 

and 
FVn 

PV= . 
( 1 + i)n 

The present value of an amount to be received in any future period 
can be computed using this formula. 

When receipts (or costs) are expected at future dates, the indi
vidual future amounts reflect a particular time dimension. When 
amounts at different times are to be compared (as above) or 
aggregated (as discussed below), the individual amounts must be 
converted to a common time dimension. The future value at some 
particular future date could be used, but it is generally more 

Table 8.5 Calculation qf present values 

Year Future value Present value 

FV1 PV1 
FV1 

= (1 + i) 
2 FV2 PV2 

FV2 

( 1 + i) 2 

3 FV, PV, FV3 

(1 + i) 3 

4 FV4 PV4 FV4 
(1 + i)4 

5 FVs 

Aggregate 
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convenient to express all amounts in present values. For instance, 
consider amounts to be received at the end of each of the next five 
years, say FV1 , FV2 , FV3 , FV4 and FV5 • These amounts cannot be 
directly aggregated in a meaningful way, but as shown in Table 8.5 

5 FV. 
their present values can be aggregated. The term t: J. 1 is 

J=l (l + z) 
simply a mathematical shorthand for the sum of the present values 
of the five future receipts. 

So far the illustrations have focused on a series of receipts, but 
most investment projects involve both outlays and receipts. This 
does not alter the discussion. An investment project's inflows and 
outflows will generally arise at various dates. For a meaningful com
parison of the costs and benefits, all the inflows and outflows must be 
expressed in terms of present value. Consider an investment with an 
outlay of A0 now, and receipts of d1, d2 , •• • , dn at. the end of periods 
l through n. The net present value, V0 , of this project (i.e. the net 
benefit to be derived from undertaking it) can be expressed as 
follows: 

-A ~ d2 dn 
Vo = 0 + (l + i) + (l + i) 2 + · · · + (l + i)"' 

or equivalently: 

V:-~ dJ -A 
o - if1 (1 + W o· 

The above equations have been discussed in the main text - see 
equations 8.1 and 8.2. 

A similar expression was used in Chapter 5 (equation 5.2) to 
illustrate the calculation of capital value measured by the present 
value of prospective receipts, i.e. : 

<Xl c 
Kn = L J. J-n' 

i=n+l (l + z) 

This expression may be written more fully as: 

Cn+t Cn+2 Cn+t 
Kn = (1 + i) + (1 + i) 2 + . • • + (1 + i)k + • • ., 

which states that the capital value at time n, Kn, is measured by the 
present value of the net distributions to the owners, Cn+l• Cn+ 2, ... , 
Cn+k• ... for all periods into the future from time n. 



CHAPTER 9 

Planning and Control 

An important part of a management accountant's work is the pro
vision of financial information required by managers within the 
business. Two aspects of this work are: (i) the preparation of 
financial plans (e.g. budgets); and (ii) the collection of control data 
to monitor the implementation of such plans. The management 
accountant undertakes an important co-ordinating and consoli
dating role in the planning process. Data received from various 
sources are collated and evaluated within the accounting depart
ment. The end product of the process is a plan for some future 
period. During the course of that period the accounting system 
should generate information about the effectiveness of the plan's 
implementation. Reports comparing the actual and expected out
comes may be prepared to highlight those areas where performance 
varies from the plan. These reports, generally called 'control re
ports', provide managers with an indication of the areas where 
special attention is required. 

The first stage in the planning process is the formulation of ex
pectations about future events. For instance, estimates may be made 
of the expected demand for the business' products, the expected 
actions of competitors, the controls imposed by government agencies, 
and so on. A manager (probably the sales manager) will then pre
pare a sales plan to exploit the expected situation. This process may 
be described as the prediction of the business' environment and the 
preparation of a plan for operations within that environment. The 
particular aspects of the environment studied in this book are in
flation and relative price changes. It is essential that in the planning 
process consideration is given to the expected price movements. 
Predicting price changes can be very difficult. However, some com
ments on making such predictions are included in this chapter, and 
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a method of reflecting expected price changes in the planning process 
is discussed. 

Control reports should draw attention to variations from the plan 
and distinguish between the variances for which the manager is 
responsible and those which are outside his control. The manager 
can take action to correct controllable variances, but he will be 
unable to affect the variances outside his control. None the less, a 
report of uncontrollable variances may be .useful, as it will reflect 
changes in the environment and may indicate the need to revise the 
premises on which plans are based. Differences between expected 
and actual prices frequently fall into the category of uncontrollable 
variances, but action could be required. For instance, a greater than 
expected increase in a particular input's price may signal a change 
to a substitute input. 

The experience of U.K. business, particularly in 1973 and 1974, 
suggests that an adequate system of cash-flow planning is essential 
during a period of rapidly rising prices. Cash-flow planning is parti
cularly important when profit-planning is based on the historical
cost concept. When prices are rising, financial performance measured 
by the historical-cost profit figure may appear satisfactory, while 
current operations are reducing cash resources. Table 9.1 illustrates 
such a situation. Gama Limited is earning an apparent return on 
sales of 7 per cent after tax (14 per cent before tax) from operations 
which are draining cash from the business. This illustration is based 
on simple assumptions to avoid obscuring the problem. However, 
such situations do frequently occur in practice. Gama Limited is in 
a stable (no-growth) situation and the physical quantity of its in
ventories did not change in 19X5. However, the inventory value 
increased as a result of price changes which occurred during the 
year. All transactions are assumed to be for cash- accordingly the 
sales, purchases and other costs represent the money amounts re
ceived or paid. All relevant prices increased, but at different rates. 
The business has four identical machines each with a four-year life 
and one machine is replaced each year. In 19X5 the replacement 
cost was £150. 

A major source of the difference between reported profit and cash 
flow arises from the use of historical costs (rather than current costs) 
to measure cost of sales and depreciation in the profit statement. 
Furthermore, the corporation-tax payment is based on reported 
profit, not the available cash flow. If Gama had distributed part or 
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all of the after-tax profit to the shareholders as a cash dividend, its 
cash deficit would have been even larger. Such factors created 
serious problems for many U.K. businesses during 1973 and 1974. 
The problem was eventually acknowledged by the government, and 
a taxation allowance introduced in November 1974. This removed 
from taxable profits the inflationary price increases in the inventory 
valuation. 

Such problems, as discussed in earlier chapters, are directly associ
ated with the measurement of profit in an inflationary environment. 
In this chapter the particular problems of short-term planning will 
be explored. 

Table 9.1 Gamma Limited- summary of l9X5 operations 

Profit - based on historical costs 

Sales 
Less cost of sales 

Inventories - l.l.X5 
Purchases during l9X5 

Less Inventories- 3l.l2.X5 

Other costs 
Depreciation 

Profit for year before tax 
Less corporation tax 

Profit after tax 

(After tax return to sales 7 per cent) 

Sales 
Less Payments made 

Purchases 
Other costs 
Fixed-asset replacement 

Cash .flow 

Cash generated by operations 
Less tax payment 

Cash deficit for year 

£ 

IOO 
600 

700 
140 

200 
IOO 

£ 

600 
200 
150 

£ 
1000 

560 

440 

300 

140 
70 

£70 

£ 
1000 

950 

50 
70 

£(20) 
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Predicting Price Changes 

Predicting price changes is probably the most difficult aspect of 
financial planning. The sophisticated prediction techniques used in 
statistics and econometrics are outside the scope of this book. How
ever, an indication will be given of possible sources of data for the 
management accountant. In many instances the sophisticated tech
niques will be applied by experts and the information gained made 
available to accountants. The following discussion is restricted to 
readily available sources of data within the business and from 
external sources. 

Information from within the business is probably the easiest to 
obtain and it may provide a useful base for making predictions about 
specific price increases. Such information will include details of past 
trends in the prices of goods and services bought and sold. An 
observation that the price of a particular input lias been increasing 
at 10 per cent p.a. in recent years could suggest that the increase 
next year may also be 10 per cent. Alternatively, particular prices 
may have been related directly to inflation in past periods and this 
may suggest a future price increase in line with expected inflation; 
but in this case the change in the general level of prices must be 
predicted also. 

Predicting price increases by extrapolating past trends relies on 
the assumption that 'other things are equal'. A change in the demand 
for a product or a shift in its supply curve may induce a movement 
away from the previous trend and render predictions unreliable. 
However, the examination of past trends may provide a useful 
starting-point for predictions. Furthermore, in some instances past 
trends may be the only information available and an extrapolation 
may be better than ignoring the potential price increases completely. 
But, if other information is available, it should be used to revise the 
estimates derived from past trends. For instance, an expected change 
in the demand for a product should be taken into account in pre
dicting the price for that product. The extent of adjustments for such 
factors will depend on the nature of the product and its supply and 
demand characteristics. Making such adjustments will not be easy, 
but the accuracy of predictions should improve with experience. 

A record of price movements in the relevant goods and services 
over a number of years is essential if predictions are to be based on 
internally generated data. In addition other relevant information 
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(such as changes in supply and demand characteristics) must be 
available to the person(s) responsible for price predictions. However, 
internal data are not usually the only means of formulating price 
expectations. Predictions of future prices are often available from 
external sources. These sources can either be used in place of in
ternally generated data or to corroborate the internal predictions. 

Trade associations and professional organisations frequently pre
pare economic outlooks which may include predictions of price 
movements. Sometimes suppliers are willing to indicate likely prices 
for a short period ahead. Also, government agencies and economic 
research institutions publish economic forecasts, generally with some 
indication of expected price increases. However, these sources are 
likely to be less specific in their groupings of commodities than the 
trade associations and individual suppliers. The external sources in 
general may also provide other useful data, such as information for 
modifying price predictions derived by extrapolating past trends. 

The general level of prices is determined by macroeconomic 
forces and, accordingly, its prediction from internal data is unlikely 
to be successful, as most businesses do not possess a sufficiently wide 
data base. Predictions of general price-level movements are usually 
available from economic research institutions and government 
agencies. However, the predictions of politicians frequently reflect 
their goals, rather than their expectations, and care must be 
exercised when using the estimates announced by government 
officials. 

The above suggestions about predicting price changes indicate 
how the task may be undertaken, but they are not intended to be 
definitive. It is not possible to be definitive in this area as circum
stances will differ from case to case. The subsequent sections of this 
chapter discuss the inclusion of price predictions in the short-term 
planning process and it will be assumed that appropriate predictions 
have been prepared. 

Budgets 

In most businesses there are carefully defined procedures for the 
compilation of budgets. The manager of each department is fre
quently responsible for preparing (possibly with assistance from the 
accountant) a plan for his department. The accountant acts as a 
collector of data for the planners and as a co-ordinator of the various 
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elements of the budget. Even when prices are stable it is essential 
that each person's role in the budgeting process is precisely defined 
so that no elements of cost are double-counted or omitted. When 
prices are rising it is important to make explicit the responsibility for 
predicting price changes. Without a clear definition of responsibili
ties a subordinate manager may estimate costs for his department at 
his expected future prices and pass the information to his superior, 
who, assuming costs to be estimated at current prices, 1 adjusts for the 
price increases he anticipates. This may happen more than once. 
Thus it is essential that an ag~'.!ed procedure is adopted for adjust
ments to expected prices. It is suggested that budgets be prepared 
with two columns - one evaluated at current prices and the other at 
expected prices. This format will serve to provide information for 
control purposes (discussed below) and to ensure that there is no 
confusion about the nature of the data presented. 

The following procedure for budget preparation is useful when 
prices are expected to rise. The first step is to prepare a budget in 
current prices. This step can probably be undertaken at the depart
mental level by instructing managers to plan their activities and the 
associated costs for the budget at current prices. These plans will be 
agreed with superior managers and passed to the accountant. These 
data will subsequently be adjusted to reflect expected prices. Table 
9.2 illustrates a simple budgeted profit statement assuming that only 
one product is sold. (In practice detailed budgets will be prepared 
for sales and for each element of cost.) The budgeted quantities and 
the costing at current prices will be prepared at departmental levels 
and be consolidated by the accountant. To compute the budgeted 
quantities an estimate must be made of the level of activity expected 
in the budget period. This will generally be determined by an inter
action of two factors: the productive capacity of the business and the 
demand for its products. Once the level of activity has been esti
mated the associated costs and revenues can be considered. In the 
first instance these costs and revenues should be evaluated at the 
current prices. This evaluation will produce the budget at current 
prices, as shown in Table 9.2. 

The next step in the budget procedure will be the adjustment for 
expected price changes. The position of this step in the total pro
cedure will differ from business to business. Its placement should be 
at the point where the best price predictions can be made. For 
instance, if departmental managers are able to make reliable pre-
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Table 9.2 Delta Limited - budget for l9X6 

At current At expected 
Quantities prices* prices* 

£ £ £ £ 
Sales revenue 10000 units 100000 120000 
Variable costs 

Materials 
r 5000units 20000 30000 
z 50000 lbs 20000 24000 

Labour 12000 man-hours 24000 30000 
Variable 

Overheads 15000 18000 

79000 102000 

Contribution 21000 18000 
Fixed overheads 10000 12000 

Net profit £11000 £6000 

• Note: the above figures are based on the following prices: 

Selling price 
Material r 
Material Z 
Labour 

Current price Expected price 

(£) 
10.00 per unit 
4.00 per unit 
0.40 per lb 
2.00 per hour 

(£) 
12.00 per unit (as from l.l.X6) 
6.00 per unit (as from l.l.X6) 
0.48 per lb (as from l.l.X6) 
3.00 per hour (as from 1.7.X6) 

dictions of prices, they should prepare both castings of their depart
ment's budget - at current prices and at expected prices. 2 Both 
budgets will be passed upward to superiors and then to the account
ant for consolidation. However, if departmental managers do not 
have the necessary information, the adjustment to expected prices 
should be made elsewhere. For instance, when detailed statistical 
records of price movements are maintained by a statistical depart
ment, its predictions may be given to the accountant who will make 
the adjustments to the budget. Table 9.2 contains a budget at ex
pected prices, but for the illustration it is not important where the 
adjustments were made. 

The budget at expected prices represents the anticipated outcome 
from operations in 19X6, as they might appear in the profit and loss 
account, assuming the plan is achieved. The fixed overheads at 
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current prices comprise a £6000 depreciation charge and £4000 in 

cash expenses. These cash outlays are expected to increase by 50 per 

cent during the year and, accordingly, fixed overheads at expected 

prices are £6000 depreciation and £6000 cash expenses. This 

assumption becomes more important later, when liquidity planning 

is discussed. 
To control th~ resources at the disposal of the business the antici

pated inflows and outflows should be planned in terms of the 

expected amounts- i.e. at specific prices. General price-level move

ments are not normally appropriate for this purpose. However, in 

instances where it is not possible to directly predict specific price 

movements, the expected change in the general price level may be 

used as a proxy. 
To summarise, a budget prepared in terms of expected prices is 

recommended. However, care must be exercised when designing a 

budget procedure to avoid double-counting. The budgeted profit 

statement anticipates the financial profit and loss account, assuming 

the plan is achieved. Furthermore, the inputs and outputs at ex

pected prices can be used for liquidity planning. 

Liquidity PlaDDing 

As demonstrated earlier, liquidity planning is an important element 

of financial planning - particularly in a period of inflation. Profits 

may appear satisfactory while operations are draining financial re

sources from the business. For liquidity planning it is essential that 

projections reflect expected prices, as estimates are required of the 

cash inflows and outflows in the budget period (for this purpose cash 

may be defined to include bank balances- and, possibly, short-term 

investments - as well as physical cash holdings). The budgeted cash 

flow of Delta Limited for l9X6 is shown in Table 9.3. (This illustra

tion is based on the information given in Table 9.2. above.) It is 

assumed that all transactions are for cash and there are no in

ventories. Two machines are to be replaced during l9X6, one in 

March and the other in September - each at an expected cost of 

£5000. 
Table 9.3 indicates a cash surplus from operations of £2000, but 

its presentation is unsuitable for effective liquidity planning, as it 

fails to reveal cash requirements on a monthly or weekly basis. It is 

possible that a business which generates a substantial cash surplus 
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Table 9.3 Delta Limited - budgeted cash flow for 19X6 

From sales 
Less cash outflows 

Material purchases 
Labour costs 
Variable overheads 
Fixed overheads 

( excl. depreciation) 
Replacement of equipment 

Cash flow from operations 

£ 

54000 
30000 
18000 

6000 
10000 

£ 
120000 

118000 

£2000 

over a year as a whole may experience severe cash shortages at 
certain times during that year. Table 9.4 illustrates the cash budget 
for Delta Limited on a monthly basis. Some simplifying assumptions 
have been made, in particular prices are assumed to change at one 
date rather than gradually. In practice the timing of price changes 
must be predicted and this is probably even more difficult than 
estimating the amount of the price increase; but some indications 
may be available -for instance, wage settlements may be due on 
particular dates and government regulations may contain restric
tions on frequent price increases. 

The effect of inflation on monetary items was discussed in Chap
ter 3, where it was shown that holdings of monetary assets lead to a 
loss of purchasing power, while purchasing-power gains arise from 
holdings of monetary liabilities. As cash is a monetary asset, one 
objective of liquidity planning may be to maintain the smallest cash 
balance possible. However, this objective must be balanced against 
the consequences of having insufficient cash; cash must be available 
to meet obligations as they become payable; creditors must be paid, 
the payroll must be met, tax liabilities must be discharged, and so 
on. Failure to make payments at their due dates may have serious 
consequences - at best a loss of goodwill and at worst bankruptcy. 
Thus liquidity planning should ensure that cash is available to meet 
obligations by balancing inflows and outflows and probably by 
maintaining a minimum cash balance as a reserve for contingencies. 
It may be possible to meet short-term cash shortages by temporary 
borrowings, but advance planning makes approaches to financial 
institutions easier. A banker is likely to respond more favourably to a 
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business planning ahead and requesting, in advance, a temporary 
loan to cover a cash shortage several months ahead, than a business 
which requests a loan to meet the current week's payroll. Liquidity 
planning should achieve a balance between the losses resulting from 
excess cash holdings and the potential problems of cash shortages. 
In the United Kingdom in 1973 and 1974 stagnation and rising 
prices (termed 'stagflation' by popular economics journals) caused 
many businesses to experience cash-flow difficulties and the major 
task for liquidity planners was to ensure the availability of cash to 
meet obligations as they became due. 

Because of the uncertainties involved in any forward planning, 
and particularly in liquidity planning, the eventual outcomes are 
unlikely to accord exactly with the plan. Thus it is important to 
revise cash-flow budgets regularly - at least every month, and in 
periods of rapid inflation (say, above 20 per cent p.a.) it may be 
desirable to prepare weekly revisions. Liquidity plans can be upset 
by changes in both productive activities and the amount or timing 
of price increases. Table 9.5 illustrates a revised cash budget for 
Delta Limited, prepared in March 19X6. The cash balance at the 
end of March is expected to be £4500 as planned, but the expecta
tions for subsequent months have changed. Under threat of strike 
action, the company agreed to an annual wage settlement of £3.50 
per hour, effective from I May 19X6. As a result of a world-wide 
shortage of material Z, its price is expected to increase to 60 pence 
per lb on I July, increasing material costs to £5000 per month. 
Variable overheads and equipment costs have also been revised, as 
shown in Table 9.5. The effect of these revisions is to disclose 
potential cash shortages from September onwards. The manage
ment of Delta Limited must consider the implications of the situation 
and explore all possible means of reducing costs and/or increasing 
revenues. No increase in the price of the company's product is 
anticipated during 19X6. In view of the rising costs the company 
may be able to justify an increase in its selling price. If the cash 
outflow cannot be prevented the various forms of finance should be 
investigated, for instance bank loans and overdrafts, trade credits, 
and so on. In addition consideration may be given to delaying the 
equipment replacement. However, these are only short-term actions. 
It may be noted from Table 9.5 that cash outflows (excluding re
placement) exceed cash inflows each month from July onwards. 
Such a position cannot continue for very long and consideration 
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should be given to the long-term viability of the product, and 
possibly of the buMness itself. However, short-term cash budgets are 
of limited use for this purpose, as long-term forecasts are required. 
Nevertheless, liquidity planning may indicate the need for an 
examination of long-term prospects. 

It may be concluded that liquidity planning is essential for day
to-day operations and it may also be useful in indicating a need for 
long-term appraisals. There is little to be gained by propping up a 
business in the short-term by loans, etc. if it is unable to survive in 
the long run. 

Special Decisions 

Management accountants are frequently required to evaluate the 
financial attractiveness of alternative projects. This chapter is con
cerned with short-term decisions and, accordingly, the discounting 
procedures discussed in Chapter 8 are unnecessary. However, the 
principles discussed here can also be applied to long-term decisions. 
The method of evaluating both short- and long-term projects em
ploys the concepts of 'incremental cost' and 'opportunity cost'. A 
brief outline of these concepts is given below. 3 

The basic model for short-term decisions is the same as described 
for long-term decisions in the previous chapter. The objective of a 
business is assumed to be the maximisation of the surplus available 
to the owners (i.e. the net present value). For short-term decisions 
the problems associated with the timing of cash flows can be ignored 
and potential projects evaluated by estimating the cash-flow surplus 
expected to arise from their acceptance. These estimates may be 
prepared by considering the incremental effect of acceptance on the 
total cash flow of the business, assuming that if a project is rejected 
the business will use the available resources for the best alternative 
opportunity. Thus projects are evaluated against the best possible 
alternatives for the business. If a potential project's cash-flow sur
plus, evaluated in this way, is positive the project should be accepted. 

By their very nature, short-term~decisions are unlikely to be greatly 
affected by changing prices. Such decisions will normally involve 
projects having immediate effect. Accordingly the appropriate prices 
for evaluating the available alternatives will be the current prices, or 
the prices expected in the very near future. Nevertheless, any ex
pected price changes should be reflected in the evaluation process. 
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An illustration of this process is given in Table 9.6 and explained 
below. 

Table 9.6 Evaluation of special order 

Materials 
A 100 lbs at £5 lb 
B 200 lbs at £1 lb 

Labour 
Skilled 75 hours at £3 per hour 
Unskilled 50 hours at £1.50 per hour 

Overheads 
All fixed 

Total incremental costs 

Evaluation 
Proceeds of sale 
Incremental costs 

Surplus 

£1200 
1000 

£200 

£ 
500 
200 

225 
75 

£1000 

A special order is received for a product not normally produced, 
but the necessary facilities and expertise are available. The customer 
is prepared to pay £1200 and the accountant is asked to evaluate the 
order. Materials and labour will be required as follows: 

(i) Material A: 100 lbs. An inventory of 200 lbs of this material is 
available. It was bought at £6 per lb for an order which was sub
sequently cancelled. No other use for the material within the busi
ness is foreseen. Although its current replacement price is £8 per lb, 
disposal of the inventory is likely to yield only £5 per lb. 

(ii) Material B: 200 lbs. This material is in frequent use, and an 
inventory of 400 lbs, recently purchased at 80 pence per lb, is held. 
However, it is expected that the price will soon increase by 25 per 
cent (i.e. to £1 per lb), and orders placed immediately will be 
subject to the new price. 

(iii) Skilled labour: 75 man-hours. The skilled labour is currently 
paid a basic rate of £1.60 per hour, but owing to a shortage of this 
labour much overtime working is necessary. The overtime rate is 
150 per cent of the basic rate. 

(iv) Unskilled labour: 50 man-hours. Unskilled labour is hired as 
required at a cost of £1.20 per hour. 
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Wage negotiations are in progress for both types of labour and an 
across-the-board settlement of 25 per cent seems likely. Work on 
the special order will be undertaken after the new wage rates become 
effective. 
The incremental costs of producing this special order are computed 
in Table 9.6. The cash surplus from accepting the order is evaluated 
at expected prices. As material A is not normally used in the business, 
the best alternative use of the inventory is resale at £5. It may be 
assumt:d that if the special order is rejected, the available 200 lbs 
will be sold at £5 per lb. Thus the effect of using 100 lbs to produce 
the order will be to reduce the proceeds from sale by £500. As 
material B is in common use, if part of the inventory is taken for the 
special order it will be replaced in the normal course of business at 
the prevailing price of £1. Hence £1 is the opportunity cost of this 
material. 

Producing the special order will increase the skilled labour's total 
work-load and the increment must increase total wages paid at over
time rates; 75 hours additional overtime will be worked at the ex
pected overtime rate of £3 (150 per cent of £1.60 + 25 per cent). 
As unskilled labour can be employed as required, 50 man-hours will 
be hired at the new wage rate of £1.50 (£1.20 + 25 per cent). 

The other costs of the business are assumed to be unaffected by the 
order, and the appropriate incremental costs are zero. Table 9.6 
indicates a cash surplus from the order of £200 and, accordingly, 
the order should be fulfilled. 

Short-term accept/reject decisions are not greatly complicated by 
price changes. None the less, it should be noted that the specific 
prices predicted for the project were used in the evaluation. As indi
cated above, the prediction task is not easy, but some of the initial 
difficulties may be overcome by experience. All planning processes 
should be monitored and the outcome compared to the prediction. 
Apart from the control aspect, which is considered below, such com
parisons will assist the individual responsible for plans (and pre
dictions) to learn from past errors. 

Control Process 

The control mechanism afforded by an accounting system can be 
very important - especially in large businesses where there is con
siderable delegation of responsibilities. The senior managers (and 
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directors) will be able to monitor their subordinates' execution of 
delegated responsibilities. Furthermore, the subordinates can be 
kept informed of their performance relative to their goals. An 
accounting system has many attractions as a control device - these 
range from the motivation of managers to the indication of needs 
for corrective action. 

Control reports are normally prepared by comparing actual and 
budgeted performance. These reports highlight the variances between 
actual and budget, using a technique generally termed 'variance 
analysis' .4 In a period of rising prices no special problems would 
arise in variance analysis if the expected prices used in the budget 
were an accurate prediction of actual prices. The budget would 
include the new prices, and variances would not be created by price 
changes. However, accurate predictions are not generally possible 
in an uncertain world, and hence it is important to isolate the 
variances which result from price changes and other factors beyond 
the manager's control. A manager should not be held responsible 
for variances he cannot control. Nevertheless, all variances should be 
reported, including the price-change variances, as these may assist 
the person responsible for price predictions to revise his expectations 
and possibly improve subsequent predictions. In addition these vari
ances may suggest a change in operations, such as the substitution 
of a less expensive item. 

The budget procedure recommended above has particular advan
tages for variance analysis in a period when prices change. The com
pleted budget statements will contain separate columns for current 
and expected prices. The budget at expected prices can be used for 
liquidity planning and for co-ordinating the activities of the business. 
The difference between the current-price budget and the expected
price budget arises from the prices used to evaluate the financial 
consequences of the planned activities. Both budgets contain identi
cal activities and the same quantities of inputs and outputs. 

When calculating variances the financial effects of unexpected 
price increases may be isolated by revising the budget at expected 
prices to reflect the unexpected price movements. Then, compari
sons between actual performance and the (revised) budget will 
indicate the variances as though accurate predictions had been 
made. The amount of the budget revision will indicate the variance 
due to unexpected price changes. Although the revised budget may 
be computed by adjusting the original budget at expected prices for 
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the unexpected price changes, an alternative, and possibly simpler 
method is to adjust the budget in current prices for the actual price 
movements. 

When revising a budget the measure of actual price movements 
must be carefully selected to reflect the change in the cost of the 
commodity, given neutral buying policies. In other words, special 
savings from good buying or the additional costs of bad buying 
should be excluded from the budget revision and give rise to vari
ances when actual costs are compared with the revised budget. The 
use of specific price indices to revise the budget at current prices 
probably provides the best means of excluding the effects of buying 
policies from the budget revision. An industry-wide index for a par
ticular commodity will indicate the average change in the price to 
the industry as a whole. A difference between the movement in the 
index and the price to a business will generally arise from the buying 
policy of that business. 

An illustration of the proposed method of variance analysis is 
given in Table 9. 7. Material costs are presented as an example; 
however, the same principles may be applied to other elements of 
cost. The budget information for the illustration is contained in the 

Table 9. 7 Calculation qf variances 

Budget January 19X6 quantity 
Material X 3000 lbs 

Revised budget 
Material X 

quantity 
3000 lbs 

Current price 
unit total 
£5 15000 

price 
£7* 

Expected price 
unit total 
£6 18000 

amount 
£21000 

Effect of unexpected price increase = £21000- 18000 = £3000 (addi
tional costs) 

Variances 
Actual costs 
Revised budget 

Variance 

Made up as follows : 

quantity 
3100 lbs 
3000 lbs 

100 lbs 

Price variance: £0.50 X 3100 lbs 
Quantity variance: 100 lbs X £7 

Total material cost variance 

(adverse) 
(adverse) 

(adverse) 

price 
£7.50 
£7.00 

£0.50 

* £5 + 40 per cent increase in specific price index. 

amount 
£23250 
£21000 

£2250 

£1550 
700 

£2250 
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table. During January 19X6 the specific price index for Material X 

increased from 100 to 140. However, due to poor negotiations 
£7.50 per lb was paid for the 3100 lbs bought and used during the 
month. The first step in the variance analysis is to revise the budget 
for the specific price increase. The effect of the unexpected price 
change can be computed by adjusting the current price budget for 
the 40 per cent price increase and comparing the revised budget 
with the budget at expected prices. The price and quantity vari
ances can then be computed in the normal way, by comparing the 
revised budget and actual costs. 

The difference between the proposed method and the traditional 
calculation of variances is the isolation of unexpected price changes, 
which has the effect of highlighting good and bad buying policies, 
and the evaluation of quantity variances at the new price level. This 
distinction is shown diagrammatically in Figure 9.1. The area of the 

Proposed method 

£7.50 G'77 '777T~/777 I H 
V / Pnce variance /; 
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Figure 9.1 Difference between proposed and traditional variance calculations 

rectangle, ABCD, represents the budgeted cost; the expected price, 

£6, multiplied by the budgeted quantity, 3000 lbs, equals £18,000. 
lri the proposed method the budget is revised to the area ABFE, to 
reflect the new price level. The variances are then calculated by 
comparing this revised budget, ABFE, with the actual cost repre
sented by AJHG. The price variance is EIHG and the quantity 
variance is BJIF. In the traditional method the variances are calcu
lated by directly comparing the original budget ABCD and the 
actual costs AJHG. Hence the traditional price variance is DI'HG 
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and the traditional quantity variance, BJI'C. It may be observed 
that the two quantity variances differ. The material quantity vari
ance is evaluated at the expected price of £6 in the traditional 
method, whereas in the proposed method the same quantity is 
evaluated at the new price level of £7. 

This illustration reflects the major characteristic of the proposed 
method, namely that variances should be evaluated in terms of the 
current prices at the time of the evaluation. Although the illustra
tion was simple, the principles involved can be applied to the more 
complex situations found in practice, particularly if the business' 
information system monitors price changes, and the budget pro
cedure recommended earlier is followed. 

Concluding Rem.arks 

The implications of inflation for management accounting were dis
cussed in this and the preceding chapter. It was demonstrated that 
the expected prices applicable to planned activities should generally 
be incorporated into manag~ment information; but it was accepted 
that it is not always possible to predict changes in specific prices and 
that some proxy (such as the expected change in the general price 
level) may be used. 

The main focus of the inflation-accounting debate which has taken 
place in recent years has been the preparation of financial informa
tion to be included in annual financial statements. This debate has 
tended to overshadow discussions of the effect of inflation on account
ing information prepared for managers within the business. None the 
less, management accountants have had to cope with the problems 
of accounting in an inflationary environment. 

The report of the Sandilands Committee, which represented a 
major step forward in the area of annual financial reporting, also has 
important implications for management accounting. However, the 
role of current costs in management accounting must not be mis
understood. The current-cost profit and loss account and balance
sheet report the financial activities during the period and the financial 
position at the period end in terms of the period's or period 
end's current costs. This method of financial reporting will provide 
useful information to management, as it indicates the current value 
to the business of its available resources. None the less, when finan
cial plans are prepared it will be necessary to form expectations 
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about future prices (i.e. the current costs at the date the activities 
are expected to take place). 

In conclusion it may be stated that the use of current costs in 
annual financial reporting and expected cost (the current costs at 
future dates) in financial planning together will improve accounting 
in an inflationary environment. 
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