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FOREWORD

This pamphlet is the third in a series published under the
auspices of the Study Group on Business Income, organized by
the American Institute of Accountants in 1948. The first two
papers were prepared at the request of the Study Group, analyzing
business income concepts and the problem of measuring business
income, especially under changing price levels. The point of
view is that of the economist: Mr. Sidney Alexander, formerly
Asgistant Professor of Economics at Harvard:University, is on
the economic staff of the International Monetary Fund; and
Mr. Martin Bronfenbrenner is Associate Professor of Economics
at the University of Wisconsin and is at present on leave of
absence in Japan on General MacArthur’s staff.

Mr. Alexander’s paper on “Income Measurement in a Dynamic
Economy” demonstrates how business income, a relatively simple,
single concept in a “static” economy, becomes an exceedingly com-
plicated family of concepts in an economy characterized by change
in general price levels, technology and all the other factors that
engender uncertainty. In such a “dynamic” economy, he suggests,
choice of the concept of business income depends upon the purpose
to which the measure of income is to be put. Mr. Bronfenbrenner’s
paper on “Business Income Concepts in the Light of Monetary
Theory,” carrying the discussion along, considers some of the
purposes to which current measures of business income have been
devoted by various groups. He then analyzes the validity, in
these uses, of two “rival” concepts of business income.

To help round out this economic discussion of business income,
we have added two brief papers by Mr. Solomon Fabricant, Pro-
fessor of Economics at New York University and a member of the
Study Group. These were presented by him before meetings of
the American Institute of Accountants and the Institute of Trade
and Commerce Professions. They are devoted primarily to that
concept of business income most appropriate for inclusion in
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measures of national income, a basic index of the nation’s eco-
nomic welfare,

The fifth monograph, by Mr. Clark Warburton, a member of
the Study Group, was prepared to present a different point of view
to that of Mr. Bronfenbrenner and is entitled, “Monetary Theory
and the Price Level Trend of the Future.” Mr. Warburton is an
economist of the Federal Deposit Insurance Corporation. We are
very glad to have this contribution to complete this series.

Following the monographs is a discussion of them which took
form at a meeting of the Study Group on May 13, 1950.

The authors assume sole responsibility for their respective
views. This pamphlet, like the others in the series, is circulated
by the Study Group in order to stimulate thought and discussion
of the important subject with which it deals.

PercivAL F. BRUNDAGE, Chairman,
Study Group on Business Income
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INCOME MEASUREMENT IN A DYNAMIC ECONOMY

SUMMARY

A year’s income is, fundamentally, the amount of wealth that
a person, real or corporate, can dispose of over the course of the
Year and remain as well off at the end of the year as at the
beginning. The arbitrary choice of a time period of one year
raises certain difficulties in income accounting because many
transactions relate to several different years. The elaborate de-
velopments of the art of accounting are principally designed to
handle the problems raised by the attempt to assign to each year a
share in the flow of income which is associated with the activities
of many years. With these difficulties connected with the attempt
to decompose the income of a corporation’s entire life into the in-
come of individual years, the present monograph has little to do.

Another set of problems, which concern the question of what
is meant by ‘“as well off at the end of the year as at the beginning”,
is the principal subject of the present monograph. It is here
argued that in a dynamic economy, when values are changing
both because of changes in prices and changes of expectations of
future earning power, there is no unique well-defined ideal con-
cept of income against which can be compared the actual practice
of income measurement. Instead, many variant concepts can be
conceived, each of which has certain advantages for a particular
purpose. Consequently, in any dispute over how income should
best be measured, it is only rarely that the question can be settled
by appeal to the fundamental income concept. More frequently,
the several different methods of income measurement under con-
sideration are all consistent with the basic concept of income, but
each puts a different interpretation on the elementary notions
of which the basic concept is composed. In particular, important
variations in the practice of income measurement are related to
different interpretations of what is meant by a person’s being
as well off at the end of the income period as at the beginning.

Because different interpretations are possible, and because
any concept of income is justified only by the use to which it is
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put, the only criterion by which a choice may be made among
various methods of measuring income is the relative effectiveness
of the different methods in serving the purposes for which income
is to be used. ' But income is in fact used for many different pur-
poses, so it is only natural that the measure of income best for
one purpose should not be well suited to another different purpose.
That means that either a compromise measure must be devised,
fairly suitable to several purposes but ideal for none, or a dif-
ferent measure is to be constructed for each purpose. Both these
lines have been followed in actual practice.

Choice among various concepts of income is not governed
only by considerations of which measure serves best the ends in
view. 'Another very powerful factor operating on the develop-
ment of accounting methods has been the attempt to reduce the
accountant’s responsibility for the human judgments which must
be made in passing from a consideration of the accounts to the
conduct of business affairs. This attempted avoidance of respon-
sibility has led accountants to set up two requirements for sound
accounting that somewhat limit the choice of methods. These
are the requirements of objectivity and conservatism. To the
extent that accountants have achieved objectivity and conserva-
tism they have transformed the measurement of income into a
safer activity but one which yields a result that only partially
achieves the end sought. Anyone using the accountant’s meas-
ure of income, particularly the businessman, must then adjust
it into accordance with reality by himself making the subjective
judgments which the accountant has avoided.

This division of function is probably well justified ; the forma-
tion of the subjective judgments necessary for a final evaluation
of income are more in accord with the activities and responsibili-
ties of the businessman than with those of the accountant. It is
certainly not suggested that the accountant should assume these
responsibilities. /But it should be recognized that income, as
measured by the accountant, does fall short of the ideal appropri-
ate to any particular purpose because the subjective judgments,
inherent in the measurement of income, are avoided.
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The economist’s concept of income is designed primarily to fit
the case where the future is known with certainty. Strict appli-
cation of that concept would mean that a corporation which each
year paid dividends equal to its income would always have the
same level of income. Year to year variations of income are in-
consistent with the economic concept of income under conditions
of certainty. When the future is reasonably certain as in the case
of a bond or annuity, the accountant shares the economist’s point
of view, but in the measurement of business income that viewpoint
is abandoned, presumably because of the uncertainties inherent
in business operations. In order to make a meaningful compari-
son between the economist’s and the accountant’s concept of in-
come, the economist’s concept must somehow be extended to the
case of uncertainty concerning the future. This can be done by
the introduction of the concept of variable income which is elabor-
ated in Chapter IV. Variable income is defined as the receipts
for the year minus a pre-determined adjustment; it can be taken
as representative of the application of the economist’s concept
of income to conditions of uncertainty and can be contrasted with
income as conventionally measured by accountants.

The principal respect in which the accountant’s measure of
income departs from the economist’s concept is associated with
the quest for objectivity. The accountant’s practice consists of
matching historical costs against historical revenues, it deals
therefore in recorded events, and the only difficulties are the
traditional accounting problems of just how to match up those
recorded events in relation to any particular time period. Changes
in good will or going value, which are not recorded events but
judgments of the future course of events, are not in general per-
mitted to enter income records of accountants. From the econo-
mist’s point of view, changes in going value should be counted
in income since they do influence the amount that a person can
dispose of and be as well off. Furthermore, most of the purposes
for which income is measured would be better served by the in-
clusion of changes of going value. Its exclusion in practice can be
justified on the basis of the need for objectivity, but, it is here
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argued, attempts to justify the exclusion of changes of going
value from income on grounds of principle are ill-founded.j

‘A second characteristic which differentiates the accountant’s
concept of income from one more nearly in accord with the view-
point of economic theory, is that the accountant accepts the
money measure of values, while economic reasoning most fre-
quently runs in real terms, i.e., in terms of what the money can
buy. It should not be thought that there is a body of economic
doctrine that says it is wrong to measure income in money value
when price levels are changing. But the whole orientation of
economic reasoning is towards dispelling the money illusion and
encouraging measurement in real terms. The most hotly con-
tested points of dispute in the measurement of income depend
fundamentally on whether income is to be measured in money

-terms or in real terms. In particular, the issue of whether de-
preciation should be charged on the basis of historical cost or of
replacement cost hinges on whether income is to be measured in
money or in real terms.

Since the ultimate eriterion governing the definition of income
is the purpose to be served, choice between the real and money
measures must depend on what purpose is in view. The question
of which procedure to use cannot then be settled on the basis of
principle, but only on the basis of which procedure works best
in the application in hand. One method is superior to the other
if it works better, and appeals to general principles may obscure
‘the issues of social philosophy or practical expedience which gov-
ern the choice. There is no reason why income for any purpose
can not be so defined as best to serve the general welfare and the
interests of those concerned. When those interests are in conflict
the issue must be resolved by a comparison of the merits of the
various claims and interests, and not by recourse to a “true” con-
cept of income, independent of the ends served by the use of the
income measurements.

Another unsettled question is whether capital gain should be
counted as income. This question can be somewhat clarified by
breaking capital gain into two parts; one, like the gain in value of
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an appreciation bond, can clearly be recognized as income;
another, like a change in market value of an asset, is in a more
debatable position. The second component of capital gain may be
called unexpected gain. The principal argument for its exclusion
is that an unexpected gain is not a measure of how much better off
a person has become, but is merely a revision of a valuation of how
well off he is and has been. Even if this argument is accepted,
however, it means that at some time in the past an asset was
acquired that is now recognized to be worth more than was then
believed, and what is more to the point, is worth more now than
it cost then. Consequently, the unexpected gain must be counted
as income of some period and the principal respect in which it
differs from other types of income is in the difficulty of associat-
ing it with any particular time period within the time during which
the asset has been held.

The two questions, should income be reckoned in real or money
terms, and should a capital gain be counted as income, are both
embodied in the controversy over whether depreciation should be
based on original or on replacement cost. Current accounting
practice, which bases depreciation on original cost, implies that
income is to be measured in money terms and capital gains on
assets used in the business are to be counted as income. That is,
the difference between the current year’s income as based on hi
torical cost depreciation and as based on replacement cost depre;
ciation can be regarded as the capital gain in money terms on that
part of fixed plant and equipment which has been charged against
the current year’s revenues. If the principle were adopted that
capital gains should not be included in income, then replacement
cost should be used as the basis of the depreciation charge. If a
real rather than a money measure of income (even including capi-
tal gain) were to be used, then the depreciation charge should be
adjusted for changes in the general price level, rather than in the
replacement cost of the specific assets owned. If, however, it is
desired to include capital gains in income, and to use a money
measure of income, then the current practice constitutes an ele-
gant and automatic wayof distributing the money-measured capi-
tal gain on a depreciable asset over the useful life of the asset.
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I. THE CONCEPTUAL BASIS oF INCOMRB

Use of the Income Concept

The determination of income is the principal task of the busi-
ness accountant. The final result of his calculations is used in a
variety of ways with important consequences for the individual
firm, the business community and the economy as a whole. In
particular, income is used as the basis of one of the principal
forms of taxation. It is used in reports to stockholders or the
investing public as a measure of the success of a corporation’s
operations and as a criterion for the determination of the avail-
ability of dividends. It is used by rate regulating authorities for
investigating whether those rates are fair and reasonable. It is
used for the guidance of trustees charged with the responsibility
of distributing the income from property to one person while pre-
serving the principal for another. Probably the most important
use of income is, or should be, as a guide to the management of
enterprise in the conduct of its affairs.

Because of the practical importance of the measurement of
income in so many everyday affairs, extensive and complicated
rules for the determination of income have been developed. These
rules have come from academic and practicing accountants, from
courts of law, from tax authorities, from regulatory bodies such
as the Interstate Commerce Commission or the public utilities
commissions of the several states, and from supervisory agencies
such as the Securities and Exchange Commission. It should not
be surprising that rules emanating from so many different
authorities should be at variance with one another, since each has’
used income for purposes of its own and has adjusted its concept
of income in accord with that purpose. All concerned, however,
have looked to the accountant for the basic formulation of the
rules for income determination.

The accountant in his turn has tried to eliminate the element
of subjective judgment from the determination of income. He has
tried to establisp as nearly as possible hard and fast rules of -
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calculation in order to eliminate the guesswork and to introduce
precise measurements. But in a dynamic world subject to unfore-
seen changes of prices and business conditions, it is not possible
to avoid guesswork in the determination of income. To the extent
that the accountant can climinate guesses, he is substituting some-
thing else for income. That something else will be a good approxi-
mation to income in a fairly static situation when prices and
business prospects do not change very much; the approximation
will be very poor in a highly dynamic situation when prices and
business prospects are fluctuating violently.

It is the purpose of the present discussion to analyze the in-
come concept from a purely theoretical point of view and to com-
pare the results of that analysis with income as conventionally
measured by accountants. The object of the analysis will be to
clarify what happens to income as actually measured in periods
of changing prices or changing prospects.

Such an inquiry is necessary because in his quest for certainty
the accountant has come to assume certain values as constant
which are in fact variable. In particular, the value of the dollar
has been regarded as constant and the measure of all other values.
No increase in value of any other asset has, in general, been recog-
nized until its credentials are validated by its being “realized”, i.e.
being exchanged for dollars. Such unquestioning faith in the
monetary unit must indeed have been shaken by the great rise of
prices in this country during and after World War II. In other
countries, where at various times the currencies have declined
even more in value, a rejection of the local monetary unit has been
common and accounts have been kept in gold or in foreign mone-
tary units—ironically enough, frequently the dollar. In our coun-
try, no serious attempt to reject the monetary unit has been made,
but numerous suggestions have been directed toward adjusting
income computations to take account of changes in the price level.

The procedures of accounting are everywhere permeated by
the assumption that the monetary unit is the only reliable measure
of value. Once that assumption is thrown into doubt, it is not
possible to repair the theoretical structure by some superficial
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adjustments of dollar values according to changes in price levels.
A complete reexamination of the income concept is required, a re-
examination that may serve as a guide to the interpretation of
figures derived from conventional accounting operations, and pos-
sibly as an aid to those accountants who are trying to bring their
practices into closer accord with a unified theory of income. '

In the present study, the subject will be approached from the
viewpoint of economic theory. Parallel studies of the same subject
have been made from the viewpoints of the accountant® and of the
lawyer®. One disavowal must be made immediately. Economic
science has no single universally accepted body of doctrine that
need only be translated into non-technical language in order to tell
the layman what “the economist” believes. Different economists
believe different things and use different concepts, frequently with
the same names. That is the basis of many a great controversy,
and the subject of income and capital has been especially rich in
controversy among economists. It would accordingly be arrogant
for anyone to present “the economist’s view of income.” What
is here presented is, at best, the view of one economist.

Nevertheless, the approach of most economists to the concepts
of income and capital differs from that of most accountants in
several important respects. The economist is accustomed to think-
ing of income in real terms while the accountant usually measures
income in terms of money. Secondly, the economist usually con-
siders an asset value as measured by the present worth of associ-
ated future net receipts, while the accountant has come to value
assets largely in terms of historical costs adjusted for that part of
original cost already charged to past operations. Finally, and
most important of all, the economist regards income as the change
in the recipient’s entire command over goods and services over a
given period. The accountant singles out certain transactions and
confines his attention to the profit and loss on these transactions

1George O. May, Business Income and Price Levels; An Accounting Study
(New York: Study Group on Business Income, American Institute of Accountants,
July 1949).

2Arthur H. Dean, An Inquiry into the Nature of Business Income Under
Present Price Levels (New York: Study Group on Business Income, American In-
stitute of Accountants, February 1949).
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rather than measuring the net change in the income recipient’s
entire command over goods and services. There are, of course,
exceptions to these rules, but they do hold in broad measure and
so we must expect a difference in income and capital as conceived
by the economist and by the accountant respectively.

It is no mere accident that these differences exist. The most
perplexing and perhaps insoluble problems in defining and
measuring income and capital arise out of the economist’s attempt
to take account of changes in the values of assets or in the pur-
chasing power of money. So long as the accountant can avoid
these problems he can operate with relative confidence in a
world of certainties. But to ignore the world’s uncertainties does
not get rid of them, and to the extent that the real value of money
does change and it is necessary to revalue assets, the accountant
will be presenting a false and misleading picture. Faced with a
choice between precision of operation and precision of concept,
the accountant has chosen the former, the economist the latter.
That is, the accountant has chosen a concept of income which
permits precise measurements but which yields misleading results
under conditions of fluctuation and uncertainty. The economist
has sought to construct a concept that would stand up under
fluctuating conditions but such a concept cannot easily be applied
in practice.

If prices did not change, and if the cost of an asset, adjusted
for depreciation, should generally be fairly equal to the present
value of the associated future stream of receipts, there would
be no difference between the economist’s and the accountant’s
concept of income and capital. But when prices do change and
when historical costs are out of line with present values of future
receipts, there will be divergence between income and capital as
measured by the economist and as measured by the accountant.
The nature of that divergence and the consequences of the use
of one concept rather than the other are the principal objects of
the present study.

The study will be complicated by the fact that the economist
has bitten off more than he can chew. Those conceptual problems
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which the accountant, ostrich-like, avoids by digging his head
in the sands of monetary measurement and historical costs cannot
easily be solved. Perhaps they cannot be solved at all. But some-
thing may be gained by considering rather than ignoring them.

The Concept of Income

Income is a familiar notion in everyday life. But as in the
case of many other familiar objects, it is not customary for those
who use the notion to get down to its fundamentals. For most
people, certain simple rules of calculation suffice to guide the
measurement of income for all practical purposes, and it is not
necessary to inquire further as to what income really is or
should be. »

Since the widespread practices of income determination are
very seldom referred back to a fundamental concept of income
it is almost certain that all the practices cannot be consistent
with a single basic concept of income. Each man conceives of
income as he is accustomed to measure it, and there may be no
common concept that governs all practices. We may begin, how-
ever, by trying to infer from the general practices of income deter-
mination what fundamental ideas are implied, and then, after
refinement of these ideas, we may use them as a basis of criticism
of the very practices from which they were, in a sense, abstracted.

Two notions in general use may be considered as lying behind
the income concept. One is a man’s income for a year, the other
is a businessman’s profit from a particular operation. These two
are certainly inter-related. Indeed, we may presume that the
second was a stage in the determination of the first. But since
the two different basic approaches lead to concepts of income
which differ in practical applications, we may consider them
separately.

Income for a Year

A man’s income for any year is generally recognized to denote
roughly the amount which has become available for his expendi-
tures during that year. It may be distinguished from his wealth,
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which is defined as the total amount available for his expenditure
or consumption at any given time. Wealth is a stock of value,
income is a flow of value. That part of a man’s income that he
does not spend, he saves, that is he adds it to his wealth. In
general terms, his wealth at the end of any period is equal to his
wealth at the beginning of the period plus the difference between
his income and his consumption.

These rough notions are suitable for the loose conversation of
everyday life, but they are too vague for precise analysis. They
do serve, however, to illustrate the essential nature of the income
concept. The basic notion involved is that each man desires cer-
tain experiences which are afforded him by the use of material
objects or by actions performed by himself or by other people.
We may call the desired experiences satisfactions. Material ob-
jects whose use afford satisfactions are called goods, actions
affording satisfactions are called services. If we could measure
a man’s satisfactions, we might then immediately define his total
income for a given year as the amount of satisfactions over which
he has gained command during the year. A man may be said to
have gained command over satisfactions when he has gained the
legal right to receive the goods or services which can afford the
satisfactions.

If we call a man’s command over satisfactions at a given
moment his well-being at that moment, then we can define his
total income for a given year as the net amount of well-being over
which he has acquired command during that year. The word
net is introduced here in order to take account of any element of
well-being which has been given in exchange for another element
of well-being.

‘When a man actually enjoys some of the satisfactions at his
command, he may be said to consume the good or service which
affords the satisfaction. His command over the satisfaction is
exercised, and his well-being is then reduced by a corresponding
amount. Therefore, the net change in his well-being over any
year is his income minus his consumption. We can turn this obvi-
ous statement around to get an alternative phrasing for the defi-
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nition of income; a man’s income in any year is equal to his
consumption plus the net change in his well-being.

In order to make the picture complete, we might conceivably
take account of unpleasurable experiences (dissatisfactions) un-
dergone during the year. In particular, account might be taken
of the work the man has had to do to gain the well-being he has
acquired during the year. This is not usually done, however, in
the determination of income.

There is then an asymmetry in the concept of net income, as
between the treatment of the exchange of one good or service for
another and the treatment of the exchange of unpleasurable ac-
tivity for a good or service. Thus if a man sells his car for $1500
and uses the proceeds to take a trip to Europe his income, as
usually measured, is unaffected by this transaction. If, however,
he sells an extra month’s work for $1500 and spends the proceeds
on a trip to Europe, then we say that both his income and his
consumption are the larger by $1500. The surrender of the
motor car must be set against the satisfaction of the trip to Europe.
The surrender of a month’s leisure is not taken into account. This
is a peculiarity of the concept of the income of an individual that
does not carry over to the case of a business enterprise.

The foregoing definition of income is advanced to indicate the
basic ideas that lie behind the concept of income. This concept
may be approached in theory, but cannot be attained in fact
because of the impossibility of providing an objective measure of
satisfactions and hence of well-being. A second approach might
then congist of defining a man’s income and well-being not in
terms of satisfactions, but in terms of goods and services that
afford these satisfactions. The goods and services need not be
measured in common units so that a man’s income could be
thought to consist of the difference between two collections of
goods and services. From this point of view, a year’s income would
equal the collection of goods and services consumed over the year
plus the goods owned and the services commanded at the end
of the year minus the goods owned and services commanded at
the beginning of the year. If the catalog were complete, this
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definition of income would closely approach the basic concept
of income, but it would probably not be useful for any of the
purposes for which a measure of income is desired. Those
purposes require the measurement of income not as a complex
relationship of heterogeneous objects and actions, but as a single
measure in a well defined unit.

In order to achieve such a measure, it is necessary to do
further violence to the concept of income and to eliminate from
our definition those goods, and more particularly those services,
which are not usually exchanged for money. Command over the
remaining class of goods and services customarily exchanged for
money may be called wealth, which is the economic component of
well-being. A man’s wealth may be defined as the aggregate of
those goods and services at his command which are “directly
capable of a money measure.”® Because the elements of wealth
are capable of a money measure, the aggregate of wealth is also
capable of a money measure. It is this fact which, in practical
operations, leads us to use wealth rather than well-being as the
basis of income measurement.

It is probably obvious to most people that market value is the
appropriate measure of well-being associated with each item of
wealth in a man’s possession. If one man feels that some of his
possessions mean more in terms of his well-being than their market
value, and others less, he is free to buy more of the first type of
goods and sell some of the second type until market values and
well-being are matched so far as he is concerned.* A man’s eco-
nomic income, as distinguished from his total income, can accord-
ingly be defined as the net increase in the wealth available for
his consumption in a given period. An equivalent definition of a
man’s economic income in a given year is his consumption of
wealth over that year plus his wealth at year’s end minus his
wealth at the end of the previous year.

According to this line of thought, the essence of the income
concept is the amount that a man can consume over the income

8Alfred Marshall, Principles of Economics (7th Ed., London: Macmillan, 1916)

p. 57. .
4For exceptional goods and services it may be possible to buy but not to sell, or
vice versa, but these are complications which need not concern us here.
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period and be as well off at the end of the period as at the beginning.
For practical purposes, the phrase “as wealthy” is substituted for
the phrase “as well off” and a corresponding change is implicitly
made in the concept of consumption. The latter is no longer to be
regarded as the sum of all satisfactions enjoyed by the income
recipient in the period under consideration but as the value of
money-measurable goods and services used up in affording those
‘satisfactions which did arrive from the destruction of wealth in
consumption.

The foregoing concepts are highly academic; they are of value
mainly to indicate some of the principles involved that will be of
aid in discussing practical questions far from the abstract con-
templation of the nature of well-being or of wealth. It is im-
portant to note that economic income measured in terms of wealth
is only a rough approximation to a more fundamental but un-
measurable concept, income in terms of well-being. The most
troublesome problems in the measurement of income arise when
the measures of wealth we are using can no longer be regarded as
sufficiently close approximations to the concept of well-being. In
particular, in periods of shifting price levels, the money measure
of wealth may be a poor basis for the determination of income.

Once we have limited the income concept to wealth, we need
no longer confine our attention to the income of an individual,
but we can speak of the income of an asset. Any particular bundle
of property of an individual represents a certain amount of his
wealth. If further accessions of wealth are connected with his
ownership of the asset, we may call such accessions, net of any
change in the value of the asset, the income of that asset. A busi-
ness or a corporation may be regarded as an asset and indeed the
growth of the business corporation was probably the major factor
leading to a clear distinction between income and capital.®

Taking our cue from the definition of income for an individual,
we may, as a first approximation, say that the income of any
asset is equal to the net accession to the value of the asset over
the period considered, including in that accession all receipts

6See Littleton, A. C., Accounting Ewolution io 1900 (New York: American
Institute Pub. Co., 1933), p. 206.
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attributed to the asset. If we needed the income measure only for
the determination of the income of the individual who owns the
asset, we could refine the definition by reference to considerations
governing the concept of income of the individual. Thus, for ex-
ample, a change in the value of the asset in exact proportion to a
change in the general price level could not be regarded as an
accession to the well-being of the individual, and therefore might
be excluded from the concept of income.

Since the concept of income of that most important type of
asset, the corporation itself, is used for so many purposes other
than reporting its income to its stockholders, it may not always
be desirable to transfer the rules appropriate to the measurement
of an individual’s income to the income of a corporation. For
example, there may be some purposes for which corporate income
is used which would be better served if gains from changes in the
general price level are included in income. This question will be
investigated in detail below.

Because we are here interested primarily in business income,
we can avoid some of the problems in the determination of income
of the individual that arise from the personal equation of the
individual as a human being, We may define the income of a cor-
poration in a given year as the amount the corporation can dis-
tribute to the owners of equity in the corporation and be as well
off at the end of the year as at the beginning.

For a corporation to be as well off at the end of the year as at
the beginning must mean that the value of the owners’ equity at
year’s end equals the value at the beginning of the year. This is
frequently expressed as “maintaining capital intact”. It is then
immediately apparent that the problem of measuring income is
inseparable from the problem of measuring changes in the value
of equity or of capital. '

From the starting point of the income of an individual for a
given year we have approached the income of a business enter-
prise as the difference between the net worth of its equity at the
beginning and end of the period, with any distribution of wealth
to equity holders during the year counted into year-end equity.

15



This general type of income concept we may call an equity change
concept, so emphasizing the importance of the valuation of assets
and liabilities at the beginning and end of the period. Such peri-
odic valuation is necessary in order to find out how well off the
equity owner is at the end of the period compared to the beginning
and so to determine how much he could consume during the
period and still be as well off at the end as at the beginning, in ac-
cordance with the basic notion of the income of an individual for

a given year.

Profit from an Operation

Another approach to the basic concept of income stems from
the analysis of the profit or loss on operations performed during
the year. Thus, a merchant might inquire what profit his sales
for a given year have brought him. To answer his question he
must determine the cost of the goods sold. Once he has done this
to his satisfaction, then by deducting the costs from the revenues
he can compute his profit from the sales of a given period. Along
this analogy, we can then characterize another general type of
approach to the determination of income, namely the operating
profit approach. That approach, in counter-distinction to the
equity change approach, proceeds from a matching of costs
against revenues or against products of a specified operation.

We have used sales as a particular example of the sort of
transaction which can be used as a strategic point in the conduct
of a business at which profit can be measured, but other types of
operation might conceivably be chosen. For example, production
rather than sales might be the basis of a computation of an
operating profit. From the value of the product of the operations
performed in a year can be deducted the cost of those operations,
and the result will be a profit on goods produced. In that case, in-
ventories of finished goods would be valued at market rather than
at cost,® and operating profit would be reported on goods produced
but not sold.

SAllowance should, of course, be made for any additional costs that must be in-
curred in selling the finished goods.
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The equity change approach is considerably broader than the
operating profit approach in that operating profit is merely one,
although usually the most important, of the components of the
change in equity. That is, the change in equity over any period is
the sum of operating profit plus net changes in assets or liabilities
not entering into the cost or revenues associated with the opera-
tion selected as the point of measurement of operating profit.

Of course the two approaches can coincide but they will do so
only under highly special conditions such that no change in equity
takes place except through the selected operation. This requires,
for example, that no asset held by the firm lost or gained value
during the year except to the extent that it entered into costs of
operation, or benefited from the product of operations. The im-
portance of distinguishing the two approaches derives from the
fact that the actual practice of accountants and businessmen fol-
lows fairly closely the operating profit approach in such a way as
to get results markedly different from those that would be obtained
from the equity change approach if equity were independently
revalued annually. '

We have accordingly to deal with two broad groups of concepts
of income. The one regards income as the net change in equity
over the income period. The other regards income, or as we may
say to keep it distinct from the first concept, profit, as the differ-
ence obtained when certain costs are deducted from revenues or
value of production of the period. Our next task is to analyze each
of these groups of income concepts in greater detail.

II. VARIANT CONCEPTS OF INCOME

A simplified example may help to clarify the differences be-
tween the two approaches to the income of a corporation as well
as to illustrate some of the all too many different concepts of
income. The complexity of this highly oversimplified case may
serve as an excuse for the unrealistic assumptions made, since
greater realism could be achieved only at the cost of overwhelming
complications.
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The Neverlose Manufacturing Company is engaged in the
manufacture of gadgets. At the beginning of 1949, it was ex-
pected that throughout all future time the company would be
‘able to manufacture a hundred thousand gadgets a year and sell
them for $100,000 at a total cost of $90,000 including all charges,’
so affording an annual profit of $10,000 indefinitely into the
future. The current long term interest rate is at 5%, and so the
value of the equity in the company is $200,000, the present value
of $10,000 a year indefinitely into the future.

During 1949, however, the company actually manufactured
130,000 gadgets at a total cost of $104,000, or $.80 each, the
cost of all material and services being measured as of the time of
purchase. Under prices as of the time of manufacture it would
have cost $117,000 to produce the 130,000 gadgets actually pro-
duced in 1949 for $104,000 historical cost.

In 1949 the company sold 107,500 gadgets at $1.00 each. The
cost of goods sold, including all charges, taxes, etc., was $86,000.
Under conditions as of time of sale, the goods sold would have
cost $96,750.

The company paid dividends of $21,500 on December 31, 1949.

As of January 1, 1950 it is expected that in the future the
company will be able to sell 120,000 gadgets a year at $1.00 each
and will be able to produce 120,000 gadgets a year at an annual
cost of $109,000. Therefore, the year-end value of equity after
dividends is the present value at 5% interest of $11,000 a year, or
$220,000.

Appraisal of the company’s assets and liabilities at beginning
and end of year shows an increase of tangible net worth (before
dividends were paid) of $25,000 when year-end inventories of
finished goods are valued at cost, or $30,000 when finished goods
are valued at market.

TThese costs are assumed to have been determined according to accepted
accounting practice. They include the items normally charged to “cost of goods
sold” plus interest charges, income taxes and other charges normally deducted
in the process of obtaining net income after taxes. No charges for revaluation of
fixed assets or inventories are assumed entered into “cost of goods sold,” except
to the extent such factors enter into predetermined allowances for depreciation,
obsolescence, bad debts, etc.
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The following, then, are some possible measures of the income
of the Neverlose Manufacturing Company for 1949.

Equity Change Approach:
1) Mixed Economic Income (com-
prehensive equity change in-

come) $41,500.
a) Pure economic income $11,500.
b) Unexpected gain 30,000.

2) Tangible equity change income
a) Finished goods valued

at cost 25,000.
b) Finished goods valued
at market 30,000.

Operating Profit Approach:

3) Accountant’s income, mixed
profit on sales, 21,500.

a) Pure sales profit 10,750.

b) Price gains to date on
items charged to cost of
‘goods sold 10,750.

4) Mixed profit on production 26,000.

a) Pure production profit 13,000.

b) Price gains to date on
items charged to cost of
goods produced 13,000.

Each of these four major types of income, and some of the sub-
types have a claim to be considered for the title “The Income” of
the corporation. There are many other possible concepts, some of
which we mention below, but we must be content to investigate
only those listed above, which should give us sufficient variety.

Mixed economic income is the most simple and direct form
of the equity change approach to the concept of income. It is
simply the change in the corporation’s equity over the year. Of
course, any dividends which have been paid should be included
with the year-end equity. In the case of the Neverlose Co. the
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year-end net worth is $220,000 after dividends, and $241,500
before dividends. Year-beginning net worth as estimated at
January 1, 1949 was $200,000, so that the company’s mixed
economic income for 1949 is $41,500. This is the amount the cor-
poration might have paid out in dividends (assuming it to be
legally permitted) without reducing year-end net worth below
what it was believed to have been at the beginning of the year.

But it might be objected that should the Neverlose Company
actually pay a dividend of $41,500 it would be worse off thereafter
than it was at the beginning of the year. For the beginning of
the year, valuation of the equity at $200,000 was too low. From
what is known or believed at the end of the year, the beginning-
of-the-year equity can be revalued. In fact, it should equal the
end-of-the-year equity of $241,500 discounted back to the begin-
ning of the year. That is to say, on December 31, 1949, the
company’s equity is judged to be worth $241,500. A fair value
of the equity on January 1, 1949 would then be such an amount
as would equal $241,500 by December 31, 1949, if it earned 5%
interest over the year. That value comes to $230,000.

From this point of view, the company’s income in 1949 was
$241,500 minus $230,000 or $11,500. That amount may be called
the pure economic income of the Neverlose Company in 1949.
It is the difference between the year-end value of net worth and
the year-beginning net worth, both valued according to the knowl-
edge and beliefs current at year’s end. Pure economic income is
also the amount that could be paid out in dividends this year
with the expectation that in future years an equal amount can
be paid annually. That is, if this year $11,500 had been paid
out in dividends, the remaining $10,000 of the $21,500 actually
paid out might have been invested, presumably at 5%, and so
would yield $500 per year. This plus the $11,000 expected annually
from operations would lead to the expectation of dividend pay-
ment potentiality of $11,500 a year.

In paying out a dividend of $21,500, the company has impaired
capital relative to the beginning of the year at least from this
point of view, for net worth has been reduced from $230,000
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to $220,000. The fact that net worth was on January 1, 1949,
believed to be only $200,000 is argued to be beside the point; the
difference between the $230,000 we now believe the equity to
have been worth at the beginning of the year and the $200,000
we then believed it to have been worth is merely a correction
of an estimate. From this viewpoint, it should not be regarded
as income. It may be given a special name of its own, say
“unexpected gain.”

Given the rate of interest and the equity as valued at begin-
ning and end of year, mixed economic income can always be
broken down into pure economic income and unexpected gain.
Whether the unexpected gain should, or should not, be counted
as income is a controversial question we shall discuss later.

The definition of tangible equity change income is formally
quite similar to that of mixed economic income but the concept
is markedly different. Tangible equity change income is the
change over the year in the value of the corporation’s equity
exclusive of the capitalized value of its own expected future
earning power (going value).! In subsequent discussion we
shall use the term “going value” to denote the difference between
the capitalized value of the future dividend payments and the
tangible equity however measured. That is, once someone has
specified a measure of tangible equity, we can find the correspond-
ing going value as the difference between the capitalized value
of future dividends and the specified tangible equity.

The fact that future prospects of the Neverlose Company
have improved over the year 1949 is not taken into account in
the measurement of tangible equity change income unless the
changes in prospects are reflected in the valuation of physical
assets. This concept of income thus requires some method of
appraising the value of the corporation’s assets other than by
future earning power. Market values are the most likely basis

8In order to preserve the subsequent discussion from undue complications,
intangible assets other than going value are ignored. The expression “tangible
assets” or “tangible equity”, unless qualified to the contrary, will in subsequent
discussion refer to assets or equity exclusive of going value. Going value is
here defined as simply the difference between the tangible equity of the corporation
and the capitalized value of its future disbursements to owners.
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for the appraisal of some of the assets, but more mystical bases
are used for others.

However little theoretical justification there may be for ex-
cluding intangible asset changes while including tangible asset
changes, the practical reasons for doing so are very powerful.
Accountants and business men would be surprised and shocked
to find a business carrying an increase of going value to income
account. We shall later consider how well founded such an atti-
tude is. At present, we may note merely that tangible equity
change income can be computed in a manner that is conceptually
simple. It is merely necessary to appraise the tangible equity
at the beginning and end of the year, and take the difference.
The result, plus any dividends paid out during the year, is tangible
equity change income.

Since there are many different ways of appraising assets, there
are many different ways of estimating tangible equity change
income. Of these many ways, two have been entered in the table
above. The first, 2a, includes finished goods valued at cost. The
second, 2b, includes finished goods valued at market prices minus
expected selling cost. The difference between these two concepts
is very similar to the difference between profit from sales and
profit from production to be considered below.

Accountant’s income is the income that would conventionally
be reported for the corporation for most purposes. It is the profit
gained on this year’s sales, computed as $21,500 by deducting
from the proceeds of this year’s sales, $107,500, the total cost
of goods sold including all charges, $86,000. Any item of cost
that entered goods sold was valued at the price paid for it at the
time of acquisition of the item by the company. Had costs been
based on the prices of raw materials and other cost items as of
the time of sale, the cost of goods sold would have been $96,750.

The accountant’s income can accordingly be broken down into
two components, pure sales profit and price gain respectively.
Pure sales profit is the difference between sales revenue and cost
of goods sold when both costs and revenue are valued at prices
prevailing at time of sales. The difference between sales profit
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as usually measured (mixed sales profit) and pure sales profit is
the element of price gain contained in mixed sales profit. That
price gain is equal to the difference between the value of the items
of cost charged to sales at prices ruling at time of sale and the
corresponding value at prices ruling at the times of acquisition
of the various items of cost.

In brief, accounting income, here identified with mixed profit
from sales, is composed of the difference between sales revenue and
cost at the time of sale plus the profit or loss from the changes
of the value of cost items between time of acquisition and time of
sale.

The concept of mixed production profit is formally similar to
accountant’s income except that it is applied to production rather
than to sales. Certain specified actions performed by people con-
nected with the business enterprise may be designated as produc-
tion. Usually the actions so designated are considered the prin-
cipal business of the enterprise. Just as it is possible with some
degree of arbitrariness to assign all costs incurred by an enterprise
to the sales of various time periods, it is also possible to assign
all costs to the production of various time periods. Then the
mixed production profit of any time period, say a year, will equal
the value of the year’s production minus the costs assigned to the
year’s production.

For the Neverlose Manufacturing Company mixed produc-
tion profit for 1949 may be computed as $26,000, the difference
between $130,000, the value of goods produced, and $104,000, the
total cost of that production. Just as mixed sales profit can be
broken down into pure sales profit and price gain, so can mixed
production profit be broken down into pure production profit and
price gain on cost items charged to production. Pure production
profit, $13,000, is the difference between the value of goods pro-
duced, $130,000, and the total cost of goods produced at current
prices, $117,000. The price gain component of mixed profit on
production, $13,000, is the difference between the current value of
the cost of production, $117,000, and the actual historical cost of
production, $104,000.
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If each year’s entire production were sold in the same year,
we should expect mixed profit from sales (accountant’s income)
and mixed profit from production to be equal. Similarly, pure
profits from sales would equal pure profits on production, and
the price gain components would also be equal. Differences arise
to the extent that sales in a given year may be based partly on the
production of other years, and the product of this year’s operations
may be sold partly in this year and partly in other years.

All these different measures of income are measures of money
income. To each there corresponds a measure of real income which
. takes account of the fact that the value of the dollar has changed
in purchasing power as between the beginning and the end of the
year, and as between time of acquisition of cost items and time of
use or sale. It is not necessary to investigate in detail the
manner in which the money income measures can be adjusted
to obtain real income measures. But it would not, in general,
be appropriate to try to convert any of the money measures into
real measures merely by dividing by the price level. Ior each
measure is the difference between two money quantities. To get
the corresponding real measure each of the two money quantities
must first be converted into real quantities by dividing by the
appropriate price level, and then the difference may be taken. To
take the money difference first and then to deflate by the price level
produces a misleading result.

The operating profit approach to income is more narrowly
limited than the equity change approach in that equity can change
either as a result of operations or for other reasons. But that
does not necessarily imply a superiority of the equity change
approach over the operating profit approach. For some purposes
the equity change methods may include more than is desired.
Similarly for some methods the pure operating profits may be
more useful than the mixed operating profits which include price
gains. No one of these concepts can be proclaimed as the true
concept of income. Iach has certain advantages and disadvan-
tages. Furthermore even the advantages and disadvantages can-
not be clearly identified because that which is good for one purpose
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may be bad for another. We want to use a measure of income for
several different purposes, and it should not surprise us to learn
that a measure which is good for one purpose is not good for
another,

ITI. INcoMBE UNDER CONDITIONS OF CERTAINTY

Of all the variant concepts of income mentioned above, that
which we call economic® is the one most immediately related to
the notion of income as the amount that the recipient can consume
and remain as well off at the end of the period as he was at the
beginning. For the corporation, equity is the appropriate meas-
ure of well being. Mixed economic income is the amount that can
be paid in dividends while keeping the value of equity intact. But
other concepts of income satisfy the same condition, at least
formally, provided equity is defined and valued appropriately.
Thus, if equity is valued on the basis of original cost, accountant’s
income will also correspond to the basic notion of income. Some
question may be raised, however, as to how good a measure of well
being is equity based on original cost. In any case, the essential
feature of economic income is to be found in the way in which
equity is valued under that concept. The basic tenet of economic
income is that equity is an asset of its owner, and it should there-
fore be valued according to the principles applied to other assets.

The Value of an Asset

The value of any object can usually be explained in terms of
supply and demand, an explanation which is useful only to the
extent that we can actually describe the operation of the factors
which govern supply and demand. Supply, at least of repro-
ducible objects, is governed by the cost of production, or more
fundamentally, by the circumstances influencing those costs. De-
mand for an object is governed by different factors depending on
whether the object is desired for consumption or for procuring

9In the previous section a distinction is made between pure economic income and
mixed economic income. That distinction is appropriate only under conditions of
uncertainty. In the present section, in which uncertainty is assumed away, we need
refer only to economic income.
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other objects. Demand for consumption goods is governed by
consumer preference backed up by purchasing power. But, in the
case of capital assets, as we may call those assets held not for con-
sumption but for eventual use in procuring other assets, the de-
mand is governed by what the assets are expected to procure in
the future.

The very nature of capital assets involves an evaluation of
future receipts. Such an evaluation is complicated by three serious
difficulties. First, and most important, the future receipts are
not known, but can only be estimated. Secondly, a dollar in the
future is not worth a dollar today even if the purchasing power
should remain constant; this is reflected in the phenomenon of
interest. Finally, the purchasing power of money does not remain
constant. It is from these three circumstances that the interest-
ing and important problems in the measurement of economic
income and the corresponding concept of capital arise. We may
first make some simplifying assumptions that will permit us to
see how the value of capital may be measured when these diffi-
culties do not plague us.

Let us assume that the future receipts associated with the
asset are known with certainty, that we have a set of rules for
determining the present value of a sum of money to be received at
any specified future date, and that the general price level remains
constant. Then it is quite easy to measure the value of the asset.
It is the sum of the present value of the future receipts.

For brevity, we may call that very important set of rules
which we use to convert future payments into present values “the
rate of interest.” It must be recognized, however, that we are
dealing with a whole set of rates of interest, one for each possible
time span. The way in which the structure of interest rates is de-
termined is very complicated and remains highly controversial.
Fortunately, we need not concern ourselves with that problem.
‘We may take the rate structure as given, determined by market
forces. Then, to measure the value of any asset, we need merely
capitalize its future receipts; that is, find the sum of the present
values of those future receipts.
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The Value of Equity

The simple and obvious method of valuing owner’s equity in
a corporation would seem to be to take the difference between the
aggregate value of the corporation’s assets minus the corpora-
tion’s liabilities. If this were done in the conventional manner,
the result would be inappropriate for our present purposes since
there would be no guarantee that owner’s equity as so measured
would equal the present value of future payments to ownership.
The conventional measurement of balance sheet items does not aim
toward that end. That is why a corporation’s income cannot ap-
propriately be measured by the changes entered on the balance
sheet.

Even though we could measure the value of almost all the
assets and liabilities of the corporation independently of the value
of the corporation as a whole, that would not help us in the de-
termination of the net worth of the equity of the corporation.
For the corporation has a going concern value different from the
sum of the values of its assets that can be independently measured.
This difference can itself be expressed as an asset called “going
value” but that asset cannot be measured independently of the
total value of the corporation as an entity. So if we substitute a
value of equity obtained by addition of independently valued assets
and deduction of liabilities, then we are mis-stating equity from
the economist’s point of view. This is recognized every day by
businessmen and investors who ignore book values in valuing a
corporation but look to future receipts.

Only if an appropriate value is entered for going value can
owner’s equity be measured from the balance sheet in accord with
the economic concept of the value of that equity as an asset of the
owner. To enter any increase of going value as a part of income
would shock most accountants, yet the going value is the one asset
which most clearly embodies the economist’s concept of asset value

gince the going value asset is most clearly capitalized earning
power.
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From the economist’s point of view, the owner’s equity in a
corporation may be valued like any other asset as the present
value of the stream of future receipts. There are many possibilities
open to the management of a corporation of varying purchases
and sales and operations. To each possibility there can be asso-
ciated certain time patterns of disbursements to the owners of
equity throughout the future. Each of these time patterns may
be considered to stretch forward endlessly, though from some
particular time onward in each pattern, receipts and disburse-
ments may be steadily zero.

It is at least in theory the job of corporate management to
choose those policies with which there is associated that time pat-
tern of disbursements to present stockholders which has a greater
present value than of any of the other possible time patterns.
This maximum present value is the value of the equity. To cal-
culate that value we should need to know not only all the possible
time patterns of disbursements but also the rates of interest that
should be used in converting a disbursement to the owners of
equity at any future date into present value. Of course, if man-
agement does not act so as to maximize present value, the value of
equity will be the present value.of the disbursements that will in
fact be made.

Some readers may feel that this concept leaves out certain
vital elements. It may be argued, for example, that not only
disbursements but what is left in the corporation must be taken
into account. That argument is false. For whatever is left in
the corporation must either some day result in a disbursement
to ownership or else it should not be counted in equity, for the
present value of a dollar now invested which will never be paid
back is zero. Only if a definite length of time is taken and broken
off at some future date, say five years from now, must we take
account of what is left in the corporation. For then the value
of equity must be defined as the present value of disbursements
over that five years plus the present value of equity five years
hence. But the value of equity five years hence must depend
on the future disbursements as of five years hence and forever after.
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A definition which requires knowledge of all future circum-
stances is obviously of little practical use. It is presented here
for conceptual clarification only. It is interesting to note that
most of the concepts of accounting are not required for this
definition. Neither costs nor revenues, assets or liabilities as
such, or depreciation, are mentioned. All that is needed to deter-
mine the present value of equity is the present value of future
disbursements to ownership. If this were actually known, how-
ever, and future rates of interest were known, the future income
of the corporation would also be known for all time to come as
would the equity of the corporation at all future dates.

Is Our Definition Circular?

It may be objected that we have now involved ourselves in a
circular definition. Income has been defined as the amount that
can be disposed of in a given year while leaving the corporation
as well off at the end of the year as at the beginning. Income so
defined has been declared equivalent to the net change in value
of owner’s equity over the year. But owner’s equity is from the
owner’s point of view an asset and it must be valued in terms
of future receipts like any other asset. If those receipts were
themselves income, we would be engaged in formulating a circular
definition. But fortunately for our purposes the receipts need
not be income but can be a mixture of income and return (or
reinvestment) of principal. The objection of circularity is based
on a confusion of receipts with income. In order perfectly to
measure this year’s income we do need to know all future receipts,
we do not need to know all future incomes. The latter can be
computed from the former, if the rates of interest are known.
The process is better described as: given all future receipts and
rates of interest to calculate present and future income.

Thus, suppose we are valuing the equity of a very simple
corporation whose net dividends are expected to be $103.00 next
year, $106.09 two years from now, and $109.27 three years from
now with no further dividends thereafter.

29




If the appropriate rate of interest is 3%, the present value of
each of these annual installments is $100 and the present value of
the equity is $300. This can be computed directly from the sched-
uled receipts without distinguishing income from return of prin-
cipal. Capital can be measured from the anticipated inflow of
receipts and then the measure of capital so obtained can be used
in the determination of income. Therefore there is no circularity
in our definition of income.

Pure Economic Income

In the above example, at the end of the first year the owner
of the asset can expect $106.09 one year later and $109.27 two
years later. It may easily be computed that the asset is then worth
$206 which in addition to the $103 cash just received makes $309.
So by our definition income of that year is just $9 or 3% of the
$300 value of the asset at the beginning of the year. Income is
$9.00, $6.18 and $3.18 in the first, second and third years re-
spectively.

It is no coincidence that the income so determined shows a
yield on the value of the asset just equal to the rate of interest.
The process of calculating the present value of an asset consists
of breaking down a stream of receipts into two parts, income and
return (or investment) of principal, in such a way that income
in any period will represent a yield on principal still invested
just equal to the rate of interest. It is always possible to do this
by a simple mathematical procedure and so there is no circularity
in our definition of income.

But this same reasoning then implies that unless there is a
change in the interest rate, income from a given amount of capital
will remain constant so long as that capital remains intact. There-
fore, we may now formulate a rather odd definition of income
which is equivalent to that previously formulated. This year’s
income is the amount that can be disposed of in the year with the
expectation that an equal amount can be disposed of indefinitely in
the future so long as the rate of interest remains unchanged.
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Ideally defined then, if a firm did not reinvest earnings, its income
would be constant except for changes in the rate of interest.

Similarly, the income of an individual if properly measured,
must, under the assumed conditions of certainty and stability of
interest rates, be constant over his lifetime except to the extent
that he consumes or builds up capital.

A conclusion so contrary to the practice of income determina-
tion deserves further study. In the conventional measurement of
a person’s income, no account is taken of the capital value of the
person’s earning power. Suppose a man receives $10,000 salary
this year, but can expect to receive only $5,000 a year henceforth
into the future. Is it then appropriate to say that the man’s
income this year is $10,000 or something less? This question can
be translated into the question of whether if the man spends
$10,000 this year, he will be as well off at the end of the year as
at the beginning. The answer of the conventional accountant
would be, “Yes, he can spend the $10,000 he receives and he need
not cut into his capital at all.” The answer of economic theory
is “No.” The prospect of receiving $10,000 this year is part of
the man’s capital. His income is an amount such that, if con-
sumed this year, the prospect remains of consuming an equal
amount in the future. Let us suppose that for $4,500 the man
can purchase an annuity of $500 for the rest of his life, excluding
the current year. Then the income of this and each subsequent
year may be calculated at $5,500. The $10,000 he received this
year should be considered as $5,500 income and $4,500 return of
capital. If the $4,500 return of capital is reinvested in the annuity,
it will increase his annual income by $500 a year. If it is con-
sumed, then he is consuming the capital represented by the capi-
talized value of his future earning power as of the beginning of
the year.

The contrary conclusion of conventional accounting shows
that it is not customary for individuals to use the economic con-
cept of income but rather a tangible equity change concept or
an operating profit concept.
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It makes little practical sense to apply the economic concept
to a man, since as a general rule, no one is interested in changes
in the capitalized value of a man’s earning power. The contrary
is true in the case of a business enterprise, however. A cor-
poration that earns $10,000 this year and $5,000 in all subsequent
years (according to conventional accounting) can quite appro-
priately be said to have had income of less than $10,000 this year.
Suppose there are a thousand shares of common stock in the
corporation, these constituting the entire issued stock. Suppose
that each year the corporation pays dividends equal to earnings
as reported by the accountant. Then a share of stock will receive
$10 this year and $5 per year in each subsequent year. Given
a 5% rate of interest and perfect certainty as to the future, such
a share would be worth about $105 at the beginning of this year
and $100 ex-dividend at the end of the year so that the net income
from the share will be the $10 dividend minus the $5 decline in
capital value or about $5 this year, and the income will continue
to be $5 a year in successive years.

‘We might of course say that the income from the share was
$10 but that there was also a $5 capital loss when the market
value declined from $105 to $100. But this merely raises the
question to be discussed later of whether a capital gain or loss
should be treated as income. It would certainly seem that if
the owner of a share of the stock is intent on preserving his
capital intact he should consider only $5 of the $10 received
as income available for consumption.

The economic concept of income then does make sense in
the case of a business enterprise because in that case a great deal
of importance attaches to the capitalized value of future receipts.
The fact that accountants do not measure economic income but
something closer to operating profit is one of the important
points of departure of the accountant’s concept of income from
that of the economic theorist.

As a matter of fact, when economists get into the actual
business of measuring income as in the measurement of national
income, they follow the practice of businessmen and accountants
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rather than the dictates of economic theory. Measures of national
income are certainly not based on the economic income concept
as here defined. In large part this is necessary because the
national income estimate must be built up from private income
reported by businesses and individuals. These are based on a
concept much closer to tangible income than to economic income.
But more fundamentally it is doubtful that economists want to
measure national income on a capitalized basis which would
mean that each year’s income as currently reported would be
adjusted for changes in the present value of future incomes. As
will be indicated below, the economic income concept tends to
gloss over the particular causes of variation of receipts from
year to year that are sometimes the principal object of interest
in income measurement.

We may briefly summarize the nature of economic income
under conditions of certainty of future receipts, interest rates and
constant prices.

Given a specified stream of future receipts and a set of interest
rates, it is always possible to compute for each period:

1) The income of the period, and

2) A receipt or payment on account of capital, such that:

a) The period’s receipts equal income plus the receipt on
account of capital or minus the payment on account of
capital,

b) The receipt on account of capital is equal in amount
to the change in the capitalized value of future receipts
over the period, but is of opposite sign,

¢) The income of the period is equal to the receipt of the
period plus the change of capitalized value of future
receipts over the period,

d) The income of the period is equal to the capitalized
value of future receipts at the end of the previous
period, times the rate of interest.
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Income so defined is equal to economic income.

We may illustrate the difference between an accountant’s and
an economist’s concept of income under conditions of certainty
by a simple example. Suppose it is known that, according to the
best rules of accounting, a certain corporation’s future profits will
be zero and $10,250 in alternate years forever into the future.
Assume that dividends are accordingly paid of $10,250 on
December 31 of every second year and no dividend paid in the
intermediate year.

If the appropriate rate of interest were 5% an economist would
disagree with the accountant and say that the income was $5,000
and $5,250 in alternate years rather than zero and $10,250, as
reported by the accountant. Furthermore, if equity of the cor-
poration was originally acquired for $100,000, the accountant
would presumably continue to carry it at a value of $100,000
gince all profits earned are paid out in dividends. The economist,
however, would say that on January 1 of alternate years the
corporation was worth $100,000 and $105,000 respectively. If
the owner were thinking of selling, he would be well advised to go
by the economist’s rather than the accountant’s valuation. For
at the end of the year of zero receipts, the owner of the corpora-
tion according to the accountant has an asset that will pay oft
$10,250 at the end of the year and will be worth $100,000 after
the payment. To sell such an equity for $100,000 when interest
isat 5% would indeed be foolish.

If the asset under consideration were an annuity, not a cor-
poration, however, the accountant would come around to the
economist’s point of view. What explains this remarkable double
standard of action? The accountant will agree with the economist
in valuing the annuity for in that case the accountant is willing
to grant the assumption of knowledge of the future. But in
measuring the income of a corporation, the accountant is not
willing to act as if the future were known and for very good
reasons.

To those accustomed to the accountant’s concept of income, the
idea that variations in a corporation’s income from year to year
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represent errors of measurement may come as a shock. One
year’s income of a corporation is frequently compared with an-
other’s as a gauge of the skill and success of management. This
comparison lacks justification from the viewpoint of economic
income. How then does the accounting concept of income differ
from the economic concept in such a way that variations in in-
come regarded as normal from the accountant’s point of view
must be considered errors of measurement from the point of view
of the economist?

The accountant’s basic concept of income is similar to the
economist’s. A year’s income is the amount of wealth that could
be distributed to the owners of equity over the year and still leave
equity at year’s end equal to equity at year-beginning. But this
basic concept lies so far behind the accountant’s operations that
it is frequently lost from sight. More immediately there is sub-
stituted another concept of income which is equivalent to the
economic concept only under highly special circumstances. In-
stead of basing income on the difference in the value of assets,
accountants usually base it on matching costs and revenues.

It would be possible so to define costs and revenues as to
insure that the difference between the two would equal economic
income as defined above. If, for example, revenues were defined
as any increase in assets (or decline of liabilities) and cost as
any decline in assets (or increase in liabilities), then the differ-
ence between revenues and cost would be the net change in equity

provided going value is included among the assets annually re-
valued.

But accountants do not try to keep accurate account of all
changes in the value of assets and liabilities. Omnly those in-
creases of assets which are specially secure are counted as reve-
nues; and costs are counted, not as actual changes in the value of
assets, but as methods of matching certain past or future pay-
ments to particular sales receipts. In both cost and revenues,
primary emphasis is given to money payments. ‘Gains are
frequently not recognized as such until they are realized, that is
converted for however short a period into money. Costs too, are
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usually based on the money exchanged for the asset, but here ex-
ceptions are sometimes made as in valuing inventories at the
lower of cost or market.

The principal difference between the accountant’s and the
economist’s approach to income then is the accountant’s refusal
to take account of certain changes of value of the assets held by
the corporation as they accrue. Only some of the gains and
losses accrued, not realized, are recognized by the accountant.
On the other hand, the economic definition of income requires
that all accrued gains and losses be recognized, even gains and
losses of going concern value. The result is principally a differ-
ence in timing, for eventually accrued gains and losses will be
realized as the relevant assets are disposed of either through
direct sale or through use in the production of goods and services
which are eventually sold. Over the long run, therefore, the
two measures will tend to yield the same results, but over short
and intermediate periods there will be considerable differences.
Even in the long run, however, so long as the business is not sold,
increases of going value will not enter into accountant’s income.

In the following discussion, it is frequently desirable to con-
trast an economist’s definition of income with that of an account-
ant. This contrast is, at times, fairly complicated, and it would
be unduly so if a complex set of accounting rules were to be
reviewed at each step. Accordingly a strict historical cost
concept of income will be used as representative of the accountant’s
point of view. This is, of course, a caricature of accountancy.
In actunal practice revaluation of assets by market value and
other modifications of historical cost methods may enter into
accounting practice. But, for simplicity, such modifications will
‘'in general be ignored.

Income based on historical costs, or more briefly, historical
income, might be computed as follows. The value of all assets
except cash at beginning and end of year can be measured by the
cost of their acquisition in cash or its equivalent minus such por-
tion of that cost as has already been charged to cost of goods sold.
The value of cash is its face value. Liabilities can be measured
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or estimated directly from the books of the company. Equity
can be computed as the difference between assets and liabilities.
The change in equity so measured from year beginning to year
end represents historical income, or as we shall call it, “accounting
income.”

An alternative method, and that usually used, is to start
with revenues. In the simplest case revenues may be the pro-
ceeds of sales. Costs can be matched to these revenues according
to established rules in such manner that all costs incurred can
be assigned to those periods deemed most appropriate. Account-
ant’s income for any period is the revenue of that period minus
the costs assigned to that period.

Of course, in actual practice, great problems arise under this
method as to how much of the costs incurred in the past, or
expected in the future, is to be charged to this year’s operations.
But these problems, the traditional problems of accounting, do
not concern us in this investigation. We need merely know that
this method does provide some formula for assigning all costs
to operations of particular periods. Such a method will be con-
trasted with the economic concept. In applying that concept we
need not try to measure costs and revenues at all but we must
compare equity at year beginning with that of year end in terms
of future receipts rather than past expenditures. Roughly speak-
ing, the historical cost method values an asset (except cash) at
what it cost to acquire it minus that part of past cost that has
already been charged to operations; the method of economic
theory values an asset at the present value of what it can expect
to receive in the future. The two methods would be equivalent
only if the cost of an asset not yet charged to operations should
always just equal the present value of its future receipts.

~ Accountants seldom attempt to charge to the costs or receipts
of any year changes in going value. This follows first from
the general accounting practice of charging a change in an asset’s
value to revenue or cost only as it is disposed of by use or by sale.
In rare cases, usually when it has been purchased for cash or
equivalent, good will or going value may be charged off as a cost
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in annual installments. But never is a year to year variation
in the value of good will or going value permitted to enter a
sound income account. This means that accountant’s income
approaches tangible income rather than economic income as
defined above.

Accountant’s income then differs from economic-income in
two important respects: it excludes gain or loss on going value
and it excludes gain or loss on those tangible assets not entering
directly or indirectly into the current year’s sales.® Tangible
equity change income (or more briefly tangible income) accord-
ingly lies half way between economic income and accountant’s
income. Like accountant’s income, it excludes gain or loss on
good will and going value, but unlike accountant’s income,
tangible income includes gain or loss on tangible assets accerued
but not realized through the period. Differences among the three
concepts can then be expressed in the following relationships.

Under conditions of certainty:

Economic income = change over the period in capitalized
value of dividends of this and future periods.

Tangible income = economic income — change in value of
good will over the period, = total change in the value of
tangible equity. :

Accountant’s income = tangible income — change in value
of tangible assets not realized in this period, 4+ changes of
value of tangible assets accrued in other periods and real-
ized in this period = proceeds of all assets sold — costs
assigned to these assets.

The choice between the economic concept and the account-
ant’s concept of income must depend principally on whether or
not it is appropriate to include going value change in income and
whether it is better to count gains and losses as accrued or as
realized.

100n this point accounting practice is far from uniform. Some revaluations are
occasionally carried to surplus, sometimes through earnings, sometimes directly (See
George D. Bailey, “Concepts of Income,” Harvard Business Review, Vol. XXVI,
No. 6, Nov. 1948). In any case it is not accountants’ practice to revalue assets
annually in conjunction with the determination of the year’s income.
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Going Value Change As Income

There may be some question how going value can change
under conditions of certainty. There is a good deal of merit in
the question since uncertainty is one of the most important factors
leading to changes in going value. But even under certainty, going
value can vary as it i, in a manner of speaking, realized. We may
illustrate by a simple example.

Consider a corporation with tangible equity valued at $100,000,
and with dividend payments expected with certainty of $10,250
at the end of the current year and $5,000 a year thereafter. Given
a 5% interest rate, the present value of equity in this corporation
is $105,000 and going value is therefore $5,000. After this year’s
dividends of $10,250 are paid, the capitalized value of future
receipts will be $100,000. If the value of tangible equity is main-
tained at $100,000, then going value has been reduced to zero.
Economic income for the first year is $5,250. The other $5,000
received in dividends is only a repayment of that part of the
capital represented by going value. The tangible and the ac-
countant’s income in this case would be $10,250. We may then
say the difference between the accountant’s income and the eco-
nomic income in this case is that economic income takes account
of the $5,000 decline in going value while the accountant’s and
tangible income ignore this decline.

Since the treatment of going value is one of the most important
respects in which accountant’s income differs from economic
income, it is necessary to go into considerable detail in investigat-
ing why it is included in one and excluded from the other. It is
particularly important to find out whether the exclusion by the
accountant is based on principle or on practicality. For if
based only on practicality then we would have to carry the
reservation that in interpreting the accountant’s measurement of
income, we must make allowance for the degree to which that
measure departs from what it should be in principle. In short
we must find out whether economic income is an ideal from which
accountant’s income differs only to the degree that the ideal is
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practically unobtainable, or whether accountants would not want
to measure economic income even if they could do so.

It is easier to say why the economist includes the net change of
going value in income than why the accountant excludes it. The
economist’s concept of the value of any asset is based on capital-
ized earning power, and that is in particular true of the equity in
a corporation. To say this does not of course answer the question
but just pushes it one step further back, from the income state-
ment to the balance sheet. Why does the economist in valuing
equity insist on measuring capitalized value of its future receipts?
Why can he not accept a tangible measure of value? The econo-
mist’s reply is that such a measure of value is unacceptable be-
cause it simply isn’t what the equity is worth. The owner would
be foolish to sell the equity for its tangible value if the capitalized
value of future earnings were higher. A purchaser would be
foolish to buy at tangible value if capitalized future earnings
were lower. After all, an object’s value is supposed to repre-
sent what the object is worth.

The accountants grant that the capitalized earning power is
the only proper basis for valuing equity for purchase or sale and
the courts apparently have also come to accept this view. If
then it is universally agreed that the proper basis for valuing
_equity when buying or selling it is capitalized earning power, that
must also be the proper basis for maintaining equity intact. If
accountants use a different basis they must, in measuring what
they call income of a corporation, be interested in something else
than in determining the amount to be distributed as dividends
while preserving equity intact.

Fortunately, the accountants can speak for themselves in this
controversy. In the Accountants’ Handbook' are set out the
arguments supporting the “General Accounting Rule” which
implies the exclusion of going value from accountant’s income
except for the amortization of intangible value actually acquired
at cost.

81411\7\7 A. Paton, ed., Accountants’ Handbook (3rd ed.; New York: Ronald, 1947)
p- .
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“Goodwill and other intangibles should not be recognized
except where they are supported by costs actually incurred, in
terms of transactions between essentially independent parties,
and then only to the extent of the cash or equivalent cost. In-
tangible value so recognized should never be appreciated, but
should be amortized as circumstances indicate.”

We may examine in detail the supporting arguments adopted
in part from Yang, Good Will and Other Intangibles.

“1, It is the function of accounting to show as assets the costs
incurred in acquiring plant and other necessary elements (ad-
justed to allow for the effect of operation and passage of time)
and to show as income, when realized, the earning power, in the
particular setting, of such assets. To set up the capitalized value
of an estimated element in earning power is inconsistent with
this general function and tends to obscure the actual situation,
from the standpoint of the owners of the particular enterprise,
rather than to clarify it. On the other hand, where a special
investment is made by the present owners in estimated future
earnings, as in the purchase of goodwill, it becomes entirely
congistent with the purposes of accounting to recognize such
investment as an intangible asset, an asset on which, in the case
of a perpetual earning power, the special element in earnings, as
it materializes, is a return, or which, in the case of a terminable
earning power, is recovered or liquidated through the realization
of such earnings.

“2. While it is recognized that the validity of the book values
of typical tangible assets, particularly specialized fixed assets,
depends in considerable degree upon the presence of earning
power, most of the tangible assets have some market value apart
from their use in the business, whereas the intangibles have as
a rule no economic significance except in terms of the going
concern as a whole. Further, the tangible assets are in general
more determinate in amount, stable in value, and realizable than
the intangibles. These considerations make the general measure-
ment and accounting recognition of intangibles, where not speci-
fically purchased, impracticable.
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“3. Recognition of nonpurchased intangibles is unnecessary
from the standpoint of managerial purposes. Aside from the
question of the sale of the enterprise as a whole, there is no
question of managerial policy to be affected by such recognition.
Setting up estimated intangibles does not affect cost of produc-
tion in the strict sense, creates no basis for a shift from one method
or policy to another, bears no relation to general planning and
budgeting. In this connection, it is worth noting, the case for
the recognition of appreciation of fixed tangible assets is much
stronger than the case for the recognition of intangibles.

“4. Since the value of intangibles is merely an expression of
differential earning power, such value, if recognized, would require
continuous adjustment up and down, as earning power fluctuated
over a period of years. Further, the fluctuating surplus created
by capitalization of estimated differential earning power would
in no sense be true surplus and might constitute a misleading
and improper figure in the balance sheet.

“5. Earning power should in general be expressed in terms
of return on investment or cost values, not such values plus the
capitalized value of an estimated element in earning power itself.
For example, to capitalize proprietary skill and efficiency, often
a factor in building up goodwill, is illogical and confusing from
the standpoint of the owners, as it means the placing of objective
costs and implicit elements which are validated commercially
only by the appearance of superior earning power itself, in the
same category. Hence the capitalization of intangibles, without
purchase, tends to create an improper relationship between bal-
ance sheet and periodic income report.

“6. Rational comparisons between enterprises, far from being
promoted by a general attempt to set up estimated intangibles as
assets, would be rendered more difficult. Carried to a logical
extreme it would mean that in a particular field no concern would
show a rate of return on asset values in excess of the normal or
representative rate—which would be an absurd situation. In
other words, it would create, artificially, a dead level of earning
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rates in the particular industry below which individual concerns
might fall but above which it would be impossible for any enter-
prise to appear. Likewise comparisons between periods in a
single enterprise would be made less satisfactory by such a process
of capitalization.

“7. Capitalization of an intangible, aside from purchase,
assumes that it is possible to impute the effect of an element of
earning power to one or more intangible factors. In view of the
composite nature of business income such an imputation, in the
absence of the commercial test of actual cost incurred, is sheer
hypothesis. Further, setting up a reservoir of intangible value
to express the difference between capitalized estimated earning
power and the conventional book values of other assets, as has
sometimes been advocated, involves the unwarranted assumption
that the book values of such other assets, as factors in income
determination, are correctly stated.

“8. Adoption of a policy of estimating and recording intan-
gible values from period to period would not only obscure impor-
tant relationships and run counter to the essential purposes and
functions of accounting, but it would tend to encourage juggling
and misrepresentation and would result in balance-sheet totals
little if any more significant and stable than those which might
be obtained by the continuous introduction into the statements
of capitalized values as shown by the market for outstanding
securities.”?

Let us examine these arguments point by point:

“1. Tt is the function of accounting to show as assets the costs
incurred in acquiring plant and other necessary elements. .. and to
show as income, when realized, the earning power, in the partic-
ular 'setting of such assets. To set up the capitalized value of an
estimated element in earning power is inconsistent with this
general function. . ..”

Whether or not it is the function of accounting to show as
assets the (adjusted) costs incurred in acquiring necessary assets

12 4ccountants’ Handbook, pp. 841-843.
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is itself an open question which can hardly be used as the basis
for settlement of the matter at issue. Whether the accountant
should, in the balance sheet, carry assets at adjusted cost rather
than at economic value is by no means clearly settled in principle
in favor of cost. There may be strong practical considerations in
favor of the use of cost, but this establishes no principle that it
is the function of accounting so to do. Are there then independent
reasons for carrying assets at adjusted costs so strong that they
can be extended to require exclusion of going concern value from
the balance sheet (except as acquired by incurring costs) and
changes therein from the determination of income?

This question sends us back in the Accountants’ Handbook
to the discussion of the “Case for Adherence to Cost” ‘“as the
basis of accounting.” There it is stated as a paraphrase of Paton
and Littleton, Introduction to Corporate Accounting Standards:

“Recognition of inadequacy of recorded cost (or cost less ac-
crued depreciation) as a continuous expression of market value
should not lead to conclusion that accounting based on cost is
unsound and should be replaced by an accounting for values.
The primary purpose of accounting is the measurement of periodic
income by means of a systematic matching of costs and revenues.
Substitution of estimated current market values for recorded cost
factors on the way to assignment to revenue would constitute a
radical change in the standard scheme of income determination;
periodic net income would then include the effect of all write-ups
and write-downs of cost factors involved.

“There seem to be no convincing reasons for the assumption
that accounting would more adequately meet the needs of the
parties concerned if estimated replacement costs or other evi-
dences of current values were regularly substituted for recorded
dollar costs. Costs are objectively determined data; current
values are largely matters of opinion and for some types of cost
factors are very unreliable. Hence a shift from costs to esti-
mated values would generally mean the presentation of less de-
pendable income figures. Such a shift, moreover, would result in
income reports less satisfactory from the legal point of view—a
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matter of importance in connection with income-tax determina-
tion, dividend policy, security retirements, ete.””'3

The defensive tone of this argument hardly seems consistent
with the contention that “it is the function of accounting” to use
the cost basis and therefore going concern value should be ex-
cluded. It seems from this argument rather that current values
would in principle be preferable to cost as the basis for account-
ing, but that practical reasons militate against this improvement
in principle. These practical reasons are that there would be a
change in the scheme of income determination, a subjective ele-
ment would be introduced, and the results would be less satisfac-
tory from the legal point of view. These are certainly arguments
of expediency, not of principle.

More fundamental is the contention that “there seem to be no
convincing reasons for the assumption that accounting would
more adequately meet the needs of the parties concerned if esti-
mated replacement costs or other evidences of current values were
regularly substituted for recorded dollar costs.” This last state-
ment furnishes the key to the whole problem. For it implies that
whether costs or current values are to be used as the basis of ac-
counting depends on which serves best the purposes for which a
measurement of income is required. That makes the question of
whether or not income should include change of going concern
value anterior to the consideration of whether to use cost or cur-
rent value as the basis. Clearly if the primary function is to de-
termine income, we must first agree on the nature of income. Then
we can decide whether a cost or current value basis is the more
appropriate. The accountant’s first argument against inclusion
of going concern value puts the cart before the horse. We must
decide directly from the basis of the use to which the income con-
cept is to be put whether or not income should be based on going
concern value. The use of cost by accountants cannot be appealed
to as an argument for the exclusion of going concern value as that
use of cost is itself dependent on the question at issue.

18 4ccountants’ Handbook, pp. 805-806.
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“To set up the capitalized value of an estimated element in
earning power is inconsistent with this general function and tends
to obscure the actual situation, from the standpoint of the owners
of the particular enterprise, rather than to clarify it.”'*

The economist would merely reply that this statement is the
opposite of the truth where capitalized value can reasonably be
estimated. The actual situation is clarified by showing the value
of the concern’s equity and not by omitting an important part of
it. The only possibility of obscuring the situation lies in the
~ practical difficulty of estimating future earnings. This may be
granted, but it does not affect the theoretical question here
involved.

The argument in paragraph 2 on page 41 may be granted as
one of practicality, which may be compelling to the accountant’s
practice but does not affect the question of principle. In any case
the argument is rather trivial because the considerations men-
tioned, that tangible assets have determinable values and that they
have value apart from their earning power in the business, are
irrelevant to the determination of income for this business. This
is shown by the fact that accountants avoid using the values which
the tangible assets have for purposes outside the business and
carry them at another conventional figure, their adjusted costs.
The argument that tangible assets do have some outside value
which ig objective but irrelevant to the determination of income
for purposes of the corporation hardly serves to dismiss the use
of going concern value from the determination of income.

“3. Recognition of nonpurchased intangibles is unnecessary
from the standpoint of managerial purposes.”

This statement may be challenged. Capitalized present value
of the concern is not only a consideration for management, it is
the consideration. An extreme but vivid example may serve to
illustrate the point. Suppose the manager of a billion dollar
corporation knew that by undertaking a certain deal he could
add a million dollars to his tangible equity, i. e., to his profits for

14 4ccountants’ Handbook, p. 841.
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this year as measured by the accountant ; but the corporation would
then have to go out of business. He would certainly be justified in
setting the prospective loss of going value against the prospective
gain of tangible value. More precisely, it is management’s duty
to weigh any opportunity to increase tangible assets against
any possible adverse effect on earning power. The usual state-
ment that it is the duty of management to maximize profits is true
of economic income but not of accounting income. Management
must consider the effect of any action on future as well as present
profits. That is exactly what is meant by being long sighted. But
the future profits are precisely the content of going concern value.
A dollar’s worth of tangible assets is neither more nor less valu-
able than a dollar’s worth of going concern value.

The case for recognition of appreciation of fixed assets men-
tioned later in paragraph 3, page 42, is not stronger than that
for capitalized earning power. For if capitalized earning power
is recognized, it is not only unnecessary to recognize changes in
tangible fixed assets, but it is unnecessary to recognize explicitly
even revenues from sales or costs of those sales.

That is, it is not necessary to match costs against revenues
at all. Merely measure dividend distribution this year and the
change in the capitalized value of future distributions. It is true
that proceeds of sales and costs are relevant to the estimation
of what dividends can in fact be paid this year and in the future,
but this is a basic task of business management. In forming such
estimates they are well advised to depart from the results of
accountants’ operations.

“4, . .. the value of intangibles . . . if recognized, would
require continuous adjustment . . . the fluctuating surplus created
. . would in no sense be true surplus...”

The adjustment required would be of two sorts. One would
be the result of changes of expectations of future earnings. This
gort of adjustment will be considered in detail later, when we
come to discuss income under uncertainty. But, under certainty,
the only adjustment required in the capitalized value of future
receipts (or dividends) is the difference between this year’s
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receipts and this year’s income. It is true that in measuring
going concern value an adjustment is necessary for the difference
between change in the capitalized value of future receipts and
the change in tangible assets.

That either of these adjustments is required is not a defect
of the concept of going concern value. The concept is useful
precisely because it introduces the corresponding adjustments
into income. The fluctuating surplus resulting would, the
economist argues, be the only true surplus and the accountant’s
is the false one. For the economist’s surplus represents the
difference between the admittedly true present value of the equity
and the stated capital. The accountant’s figure for surplus is
the difference between a conventionalized book value of equity
and stated capital. That book value is out of touch with any value
that we would be well advised to call the true value of equity.
The adjustments are accordingly desirable although perhaps
impractical.

“5. Earning power should in general be expressed in terms
of return on investment . . .”

‘Why should earning power be expressed in terms of return
on investment? It would seem most useful for most purposes
to express earning power in terms of present value of future
receipts. What the historical investment has been is a matter
of antiquarian interest except in utility rate cases where the
historical interest may be carried to the point of valuing an
asset at the time it was first devoted to public service. It is, of
course, not necessary and possibly not desirable to capitalize
particular factors believed to explain good will or going concern
value. It is necessary merely to capitalize the future dividend
distribution of the corporation as a whole, not the earning power
of particular factors tangible or intangible. As shown above,
income can then be calculated directly as the current year’s
dividends plus or minus the change in capitalized value of future
dividends as between beginning and end of the year.
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“6. Rational comparisons between enterprises . . . would be
rendered more difficult.”

Far from being more difficult, rational comparisons among
enterprises would have more significance on a capitalized earning
basis than on historical cost book value. For to compare two
enterprises, it is sufficient for almost all purposes to know the
present value of the future earnings of each. It is true that
it would be circular to compute rates of return on capitalized
earnings—the result would be the number you first started with,
namely the rate of interest used for capitalization. But by the
same token, there is no need to compute a rate of return at all,
for capitalized value gives you the same information.

If it is desired to compare the success which different corpora-
tions have had in making the most of their investment, then the
ratio of present value of equity to capital funds invested is
quite as good as (and equivalent to) the return on capital
funds invested.

The dead level of earning rate on capitalized value would
indeed be created, and if the going concern value were permitted
to be negative, where that is appropriate, individual firms would
neither fall below nor rise above that level. That just means
that the rate of return would lose significance if the denominator
is to be capitalized earnings. Taitel has found that there is
sufficient revaluation of book values in actual practice to rob the
rate of return on book value of any validity for long term com-
parisons of success in exploiting investments.’® He was forced to
make large adjustments to book value in order to estimate actual
investment.

It is true that, under conditions of certainty, comparison of
the income of different periods would lose interest if equity were
valued as capitalized earnings. For then income would be con-
stant from year to year except as the value of investment in the
business, or the rate of interest, changed over time. But under
conditions of uncertainty comparisons between periods would be

16Martin_Taitel, Profits, Productive Activities and New Invesiment, Monograph
No. 12, U. S. Congress, T. N. E. C,, [Washington] 1941, Chapter IIL
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equally significant when equity is based on capitalized expected
earnings as when equity is based on historical cost. However,
a different concept of economic income, to be discussed in the next
chapter under the name of variable income, would be appropriate
for such year to year comparisons.

“7. Capitalization of an intangible . . . assumes that it is
possible to impute the effect of an element of earning power to
one or more intangible factors.” _

In capitalizing future dividends no imputation of earning
power to particular factors is necessary, nor is it even necessary
to value the tangible assets at all. If, by any process whatsoever,
the accountant does value the tangible assets, then the economist
can, conceptually at least, keep the picture straight by computing
going concern value as the difference between the value of equity
(capitalized dividends) and tangible equity as measured by the
accountant. The assumption that the book values of assets other
than going concern value are correctly stated as factors in income
determination is indeed unwarranted, nor is it involved in the
use of going value. It is more accurate to say that the use of
going value is motivated precisely by the fact that book values
do not represent factors of income determination, so a residual
item is thrown in to make the sum total of assets correct even
though the individual elements are not correctly valued on the
basis of their earning capacity.

“8. Adoption of a policy of estimating and recording intan-
gible values from period to period would not only obscure impor-
tant relationships and run counter to the essential purposes and
functions of accounting, but it would tend to encourage juggling
and misrepresentation. . . .”

The argument that use of intangible values would obscure
important relationships and violate the fundamental purpose of
accounting has been answered under points 1 and 6 above. The
encouraging of juggling and misrepresentation is a practical
difficulty which we need not evaluate here since we are interested
in whether there is justification in principle for elimination of
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intangibles or whether that is based solely on practical consid-
erations. The significance of introducing intangibles has been
amply discussed above. The instability has been discussed in
point 4. The example of marketable securities raises the question
of great variability of capitalized earning power under uncertainty
which we will discuss later.

A fallacious argument frequently levelled against the inclusion
of changes in the capitalized value of future earnings as income
is that to do so is double counting. It is time, the argument runs,
to count the future receipts when they are received, but they
should not be counted twice. Hatfield argues, for example, as
summarized in the Accountants’ Handbook: “An orchard of trees
as it increases in growth from year to year undoubtedly becomes
more valuable, but it is more valuable primarily because the larger
trees yield a larger supply of fruit. The increasing yield is a
cause of larger income. It in itself constitutes the larger income
and this income can be distributed or divided or conserved by the
owner. The increased value of the orchard as such is a reflection
of this increased income but practically it is the crop income
which is available as dividends and not the increased value of the
orchard. . . . Indeed to consider both the increased receipts and
the capitalization of the receipts as available for dividends to a
certain extent is giving double recognition to a single factor.”!®

This argument is an exact parallel to that advanced against the
alleged double taxation of savings. If income is taxed and $100
is earned and reinvested to earn $5 a year, not only will the
original $100 be taxed, but the $5 a year will also be taxed so
there will be a double tax on savings. This argument ignores the
fact that the $5 annual interest is additional to the $100 and not
just a repayment of the $100. It would indeed be unfair to tax
as income all of a fifteen year annuity of $10 a year purchased for
$100. Part of each year’s receipts would then be return of prin-
cipal. But in the case of a perpetual bond the purchaser was $100
better off for originally earning the $100. He is in addition $5 a
year better off for investing the $100 rather than having consumed

18 Accountants’ Handbook, p. 122.
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it when earned. Any time that he wants to sell his bond for $100
he can do so, consume $100 worth of goods as well as having
consumed $5 worth annually paid for from the interest payments
during the time he held the security. The point is that the annual
income is additional to the increase of the capital value rather
than a repetition of it.

On the other hand, it is argued that the man in the year he
received the $100 net of taxes has a choice of consuming $100
worth of goods immediately or contracting to receive §5 a year
indefinitely, which would permit a consumption of $5 a year in-
definitely. Since the interest rate is assumed to be 5%, these
two choices represent equivalent value. Yet if he chooses the $5
a year he will subsequently have to pay taxes which he will not
have to pay if he chooses to spend the $100 immediately. In this
sense then, the taxation of savings is a double taxation. One of
two otherwise equivalent choices is burdened by taxation while
the other is not.

Similarly, in this sense there is some double counting in the
concept of income but this double counting is not peculiar to
a case of change in the capitalized value, but is characteristic of
all income. That is, it might be argued that in purchasing a
perpetual bond paying $5 a year a man exchanges $100 right
now for its equivalent value—$5 a year in perpetuity. There
is accordingly no accession to his wealth as he receives the §5
annually, and the $5 should no more be considered income than
should a suit of clothes bought and paid for in one period and
delivered in the following period. The §5 a year has similarly
been bought and paid for in a previous period and represents
nothing more than payment for value received. Adoption of this
point of view would destroy the income concept completely. Any
set of receipts over time that we should be tempted to call income
can be capitalized to a certain value at an arbitrarily chosen
initial period, and then can be regarded as deliveries over time of
the value of the stream of receipts in the initial period. Conse-
quently all income payments could come to be regarded as a
sort of return of capital, it being understood that the equivalent
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value of sums of money at two different times is to take into
account the rate of interest.

Suppose, for example, that we accept the doctrine that the
purchaser of the perpetual bond of $5 annually should not count
the annual $5 payments as income, but should count them as
repayment of capital. If he is to maintain his capital intact
he would have to reinvest his annual payments, and so the current
money value of his capital would grow at 5% a year. As a result
of the adoption of this concept of income, we should be forced to
conclude that in order to maintain capital intact it must grow
at the going rate of interest per year! This would destroy the
phenomenon of income completely.

In Hatfield’s example, suppose that an orchard acquired at
a cost of $1,000 will just meet expenses for the first year and
thereafter can be expected to yield $52.50 per year over expenses
forever into the future. Hatfield implies that the income available
for dividends should be zero the first year. Given a 5% rate
of interest the orchard is worth $1,050 at the end of the first
year. Hatfield would deny that the $50 increase in capitalized
value of the orchard’s earnings should be considered as available
for dividends. Actually, we are here arguing that the $50 should
be considered as income retained in the business. Theoretically
a small part of the orchard might have been sold for $50 and
the proceeds might have been distributed as dividends. The
remainder of the orchard would presumably yield $50 a year
thereafter. Or $50 could be borrowed in perpetual loan at
5% interest so that $50 could be paid as dividends in this and
all succeeding years. If no dividends are paid the first year,
it is not double counting to say that income the first year was
$50 which was reinvested in the business. Income in subsequent
years was $52.50 or $2.50 more than if that $50 first year’s income
had not been reinvested in the business.

Our conclusion must be that no valid principle has been
advanced to warrant the exclusion of going value from the
determination of income. One possible exception is the argument
that inclusion of going concern value obscures comparisons
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between periods. The only fundamental question remaining
then is: do we want an income concept that shows changes in
our wealth from period to period or one that measures how much
the events of a particular period contributed to our wealth? The
difference will be discussed below as the difference between
economic income and sales or production profit, which is here
called activity profit.

Accrued Versus Realized Gains and Losses

Implicit in the historical cost approach to income is the refusal
to recognize any gains other than realized gains. For if unrealized
but accrued gains were recognized, the corresponding asset would
no longer be carried at cost of acquisition but rather at value at
the time of revaluation. However the structure of assets is trans-
formed, no profit is deemed to arise under the accountant’s
income concept until an asset is exchanged for cash. That is,
every asset except cash is assumed to be worth what the corpora-
tion gave for it. Cash on the other hand has a face value. So
the cash asset has the unique characteristic of not being valued
by historical cost, i.e. by the value of the asset that was given
for it, and so profit can creep in only in a transaction in which
an asset is exchanged for more cash than the cost of the asset.

The refusal to recognize a gain until it has been realized re-
veals the accountant’s prejudice in favor of cash over other
assets. The economist argues that a man is better off as of the
moment when his asset gains in value and not as of the moment
it happens to be sold. The accountant might grant the validity
of the economist’s point. But an acerued but unrealized gain is
uncertain and cannot be objectively measured. An appraisal
must be made and different appraisers might give different
appraisals. It seems best therefore to wait until the asset is
sold before taking account of any income from its appreciation.
If the asset is not sold directly, but is used in the productive
operations of the corporation, the gain will be realized as part of
the difference between the asset’s cost and the proceeds of the
sale of the object in which it was embodied.
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Economists count gains when accrued, accountants usually
count gains when realized by sale of the asset on which the gain
has been made. However, accountants are frequently, if not
always, willing to accrue costs and losses in agreement with
economists. This difference in the treatment of gains and losses
is exemplified in the widespread practice of valuing inventories
at cost or market whichever is lower. Under this system, decline
of inventory values is immediately charged against income,
increase of inventory value is counted only at the time of sale of
the appreciated item or the product in which it is embodied. This
dual standard indicates that the treatment of accruals is mnot
dictated by the conceptual nature of income but rather by practical
considerations summed up in the term ‘“conservatism.” Con-
servatism in accounting consists principally of counting gains only
when realized but anticipating costs and losses as soon as possible.
But conservatism is rarely carried so far as to charge declines in
value of fixed assets (other than those associated with depreciation
and obsolescence) to current income. That is, there is no stand-
ard treatment of fixed assets similar to the “lower of cost or
market” treatment of inventories.

In spite of the conspicuous exception in the case of inventories,
we may say that in general accountants do operate on a realized
gain basis. “Among accountants the rule that ‘profit belongs to
the period of sale’ is almost axiomatic.”*”

Why do economists insist upon accrual and accountants on
realization? Once more we may ask if the difference is one of
principle or practicality. Economists’ insistence on accrual
stems from the fundamental idea of income as a difference between
wealth at two different times. If a corporation has more valuable
assets at the end of the period than at the beginning this is an
increase in wealth whether a sale has taken place or not. The
aceountant may reply he cannot be sure the gain has been made
until the sale has taken place. “Making of the sale furnishes
objective evidence of the profit. That is, after the sale has been
effected, the profit no longer depends merely on the opinion of

17 4ccountants’ Handbook, p. 111.
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the proprietor; it is manifested by an enforceable contract.”*®
Furthermore, “The sale is generally considered to be the most
decisive and significant event in the chain of transactions and
conditions making up the stream of business activity.”®

There are then two principal arguments for the accountants’
practice of counting income realized rather than as accrued. The
first, that sale affords an objective measure, is an argument of
convenience. This argument would be consistent with the view
that in principle income is earned as accrued, but in practice it
is more convenient to measure it as realized, otherwise we must
depend on the proprietor’s opinion rather than on the judgment
of the market. The objective nature of sale as contrasted with
the subjective estimation of accruals constitutes a practical argu-
ment for the use of realized rather than accrued profits.

The second argument, that sales are the most significant
events in the operation of an enterprise may have greater theo-
retical weight. For if sales do represent the major difficulty
facing an enterprise, so that an item produced but unsold cannot,
in view of the uncertainty of sale, be valued at anything over
the cost of production, then there would seem to be strong argu-
ments for waiting until the sale is made to count the profit.
But then there is probably some error in carrying the product
at cost, for if sold at prevailing prices, there will be a profit, but
if unsaleable, there will be a loss.

Of course, the economist does not argue that the product
should be carried at sale price. From the point of view of eco-
nomic income, there is no need to value individual assets whatso-
ever. Only the change in the total equity need be valued and that
depends only on current and future dividend payments.

If in fact the sale is a critical stage in achieving a profit from
the operations of an enterprise, it would seem appropriate to
recognize this in the process of accruing value to the product.
Part of the difference between cost and selling price can be ac-
crued during the period of production and another part in the

18Hatfield as paraphrased in Accountants’ Handbook, p. 111.
19 4ccountants’ Handbook, p. 111.
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period of sale. In practice, however, this would be very difficult,
and it is doubtful whether any useful end would be served thereby.
It is much more convenient to confine the profit to the period of
sale, This argument applies to ordinary operating profit, but not
to gain in value of assets held in the business.

Although the accountant’s use of realized rather than ac-
crued gain is based principally on convenience, there is some justi-
fication in principle to the extent that sales are the main limita-
tions on profits. But the application of the realization criterion
is far broader than could be covered by this justification. We
must conclude that the realization rule is based principally on the
tenet that only money gains should be counted, a tenet itself
based on the accountant’s search for objectivity.

Fluctuating Versus Stable Income

Although the accountant’s departures from the economic con-
cept of income are motivated principally by practical considera-
tions, they are so basic as to constitute a different type of income
concept. This is vividly illustrated by the frequently stated re-
quirement that a measure of income should be useful in com-
paring one year’s operation with another’s. Such a requirement is
clearly antithetical to the concept of economic income, which
starting from a fluctuating set of receipts breaks them down into a
relatively stable stream of income and a fluctuating sequence
of payments on account of capital.

A year to year comparison of the success of a company’s opera-
tions under conditions of certainty requires a measure of operat-
ing profit rather than of economic income. Because the phrase
“operating profit” has a meaning for accountants somewhat dif-
ferent from what we mean by it, I shall reluctantly abandon that
phrase and use instead the phrase “activity profit.”

Activity profit is the difference between the value of the results
of certain specified operations performed over the year and the
costs of those operations. It may be contrasted with economic
income which is the net increase of the value of the owners’ equity
in the corporation over the period other than that arising from
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additional investment by the owners. The economic income con-
cept is attached to the given year in that it deals with differences
‘between beginning and end of the year. The activity income
concept is attached to the year only in that the transactions
selected for inclusion are those that reached a specified stage
during the year. The transaction as a whole may contain other
stages which were reached either in the same or in other years.

Economic income is then related to comparison of assets at
two different times, activity profit to the matching of revenue
or output on the one hand with cost on the other. The basic idea
of economic income is how much better off has the corporation
become over the period. The basic idea of activity profit is how
much better off is the corporation for having performed certain
activities which are somehow associated with the period.

The accountants’ rejection of going value as an element of in-
come is consistent with the concept of activity profit but incon-
sistent with the very essence of the economic concept of income.
For, having eliminated going value, the accountants no longer
measure changes in the value of equity, if the latter is to be
defined as the present value of future dividend payments. The
accountants’ use of time of realization as the criterion of the
period to which a gain is to be assigned implies that sale rather
than some other operation is to be the critical activity for the
measurement of activity profit. That is, the adoption of the
realization rule implies that accountants’ income will be the same
as profits from sales. The relative merits of sales profits as against
economic income as the income concept can be judged only on
the basis of what need the concept must satisfy. We may post-
pone consideration of that fundamental question however until
after we have considered these measures of income under condi-
tions of uncertainty. It suffices for the present to point out that a
concept of income which serves as a measure of the success of
a particular year’s operations as compared with other years is,
under conditions of certainty, inconsistent with the definition of
income as a net change in equity over the period. For, under con-
ditions of certainty, net change in wealth over the period will not
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fluctuate at all but will always be equal to interest on equity
at the beginning of the period. Under conditions of uncertainty,
however, it may be possible to bring the two concepts closer
together.

IV. INCOME UNDER UNCERTAINTY

Objectivity Versus Relevance

So far we have assumed stable price levels and interest rates,
and perfect certainty as to future receipts. Let us drop the
assumption of perfect certainty. This makes no difference for
accounting income; that concept does not depend on future
receipts but only past costs and current sales. It is true that in
estimating certain costs, such as depreciation, obsolescence, amor-
tization of deferred charges, etc. accountants do have to make
some judgments of the future, but this is done on a rule of thumb
basis rather than as a genuine prediction. The error introduced
into accountant’s income by basing depreciation on a necessarily
fallible estimate of the useful life of the equipment will be
infinitesimal compared to the error introduced into economic
income by the uncertainty of future receipts.

The very basis of economic income is the present value of
future receipts. Since these are uncertain, economic income is
uncertain. In practice, equity must be valued as the capitaliza-
tion not of the future dividends that will actually be distributed
but of expected future dividends. But whose expectations are
to be used? Each person in valuing equity must, of course, use
his own expectations so that the valuation process becomes
subjective, a condition abhorrent to accountants.

The non-objective character of economic income under condi-
tions of uncertainty is not alone sufficient basis for its rejection
in favor of some more objective standard. For the fact is that
future receipts although unknown are the most important measure
of the value of an asset, and so the most appropriate basis for
the determination of income. Original cost is advocated as a
substitute method of valuation largely because original cost
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can be objectively measured. In so far as it is objective it is an
objective measure of the wrong thing.

When any decision has to be made on the basis of a corpora-
tion’s income, it will always be wiser for the decision maker to
base his judgment on the best estimate of economic income he
can make, however subjective that judgment may be, rather than
to rely on the perfectly objective measure of income based on
historical cost, which is irrelevant except as an approximation
to economic income or as a subject for idle curiosity. It is better
to act on the subjective evaluation of the relevant factors than
on a perfectly objective measure of irrelevant factors. An ex-
ample was given above of the folly of acting so as to increase
. accountant’s income when economic income is decreased. For
a reduction of economic income means a reduction of wealth
and it is foolish to try to increase operating profit if in so doing
one reduces one’s wealth.

Changes of Expectations

The non-objective character of income based on expectations
is, however, only the beginning of the difficulties we meet in
applying economic income to conditions of uncertainty. Since
future prospects are uncertain, we may from time to time change
our expectations. Each such change implies a change in our
valuation of equity, the capitalized value of expected dividend
payments. Economic income has been defined under conditions
of economic certainty as the change in equity over the period.
Is it appropriate to include in income a change of equity result-
ing from a change in expectations?

The economic concept of income so far developed can give no
answer to this question. That concept is based on the criterion of
being as well off at the end of a period as at the beginning. We
are now facing the problem that arises when at the end of the
period we have changed our opinion as to how well off we were
at the beginning of the period. Under such circumstances which
valuation shall we use, that of the end of the period, that of the
beginning of the period, or some mixture of the two?
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If, as in the example of the Neverlose Manufacturing Co. men-
tioned above, expectations change so that an owner’s equity valued
at $200,000 at the beginning of the year is valued at $241,500 at
the end of the year, should we say that the owners are $41,500
better off at year’s end, or that they just didn’t know how well
off they were at the beginning of the year?

One point of view was mentioned above, according to which
only $11,500 of the $41,500 should be considered income. This
figure was obtained by subtracting from the year-end value of the
equity of the Neverlose Co. the hindsight value of the equity at
year-beginning. The hindsight value of equity at year-beginning
is calculated by discounting the year-end value of equity back to
the beginning of the year. Income computed as the difference
between equity at year-end and hindsight value at year-beginning
may be called pure economic income. It equals the current rate
of interest on hindsight value of beginning of year equity.

The difference between the hindsight value of year-beginning
equity and year-beginning equity as valued at the beginning of
the year may be termed ‘“unexpected gain.” We must choose
between the alternates of considering unexpected gain as an
actual increase in wealth or as a mere revision of an estimate of
wealth. As an actual increase of wealth, it should be included in
economic income, as a revision of an estimate, it should be ex-
cluded.

The first viewpoint is based on the assumption that a man is
as well off as he thinks he is, and not as well off as someone with
superior knowledge either now or later may know him to be. If
he owns a plot of agricultural land originally believed to be worth
$1,000, which upon the discovery of oil beneath it is then believed
to be worth $100,000, he is according to this view $99,000 wealthier
for the discovery of the oil. This $99,000 could accordingly be
spent for consumption leaving him with $1,000 or just as well off
as he considered himself at the beginning of the period. Therefore,
the $99,000 unexpected gain is income.

The second view is that the land was really worth about $100,-
000 at the beginning of the year; the owner simply did not know

61



it. Upon discovering the oil, the owner should merely revise his
estimate but should not regard the revision as available for con-
sumption. Should he consume any of the value of the land, say
$10,000 worth, then he will be worse off at the end of the year
than at the beginning of the year by that amount, for at the be-
ginning of the year, he held an asset actually worth $100,000
whatever he may have thought it was worth. Now, if he holds an
asset worth only $90,000 he has consumed $10,000 of his capital.
Because a man has changed his mind as to what his capital is
worth does not justify his consuming that part of the capital.

‘We obviously cannot use the definition of economic income to
settle this argument since the difference concerns the meaning of
a phrase in that definition. The two views disagree on what is
meant by “as well off at the end of the period as at the beginning”
under conditions of uncertainty. The issue must be deferred until
we examine in detail the purposes for which an income measure
is needed. Then we may consider which of the two points of view
serve those needs best.

For the present then, we may merely distinguish pure income
and unexpected gain as two components of what we must now call
mixed economic income.

The Concept of Variable Income

There is one possible approach to economic income under
uncertainty which comes a great deal closer to accountant’s
income than does pure economic income. We may introduce this
approach by some rather bizarre examples.

Suppose that in a certain country where the long term interest
rate is 5% the government has issued a perpetual bond sold for
$100 with the following arrangement. Each year a coin is tossed.
If heads appear the bondholder is paid $10; if tails appear no
payment is made for that year.

Under this arrangement the income will be variable without
affecting the principal. So long as the interest rate remains
unchanged at 5%, the bond should be worth $100 on January 1
of each year. Consequently, whatever is received as payment each
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year can be counted as income even though an equal amount
cannot be expected in each future year. This example certainly
comes closer to the actual facts of business than does the assump-
tion of perfect knowledge of the future.

In any case, it would be highly inappropriate to say that such
an asset each year earns income equal to interest on the capital
value. It has an expectation of such income, but the expectation
will sometimes be exceeded and sometimes disappointed.

There is some question of whether in a year in which $10 is
paid, part of that $10 might not be considered unexpected gain.
In general, unexpected gain arises whenever an asset is found
to be more valuable than it was previously valued. In a year in
which $10 is paid, the bond will have been found at year’s end to
have been worth at the beginning of the year about $5 more than
it had been valued at that time. But the bond was at the beginning
of the year truly valued because there was then only half a chance
of getting the $10.

Now, suppose, that another sort of security is on sale in our
mythical country. Like the first bond this pays either $10 or
nothing at the end of each year, depending on the toss of a coin.
But it is good only for twenty years from issue. In this case the
security declines in value each year so that the net income of
each year is either $10 or zero minus the appropriate deduction
for loss of value of the asset.?® This arrangement begins to look
more like an asset as assets really exist.

Finally, consider another arrangement which yields each year
a payment which may be anything over a fairly wide range depend-
ing on some game of chance. Any particular part of that range
may be deemed to have a certain probability, but these proba-
bilities are not well known and can only be roughly estimated.
If it is not believed that the probability distribution of payments
varies from year to year, the payment actually made in any par-
ticular year may be considered income for that year. The applica-

20That appropriate deduction varies from year to year. In the nth year it is equal
to $5/(1.05)21-n on the assumption that the interest rate is 5%.
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tion of these considerations to business income may be illustrated
by yet another example.

Suppose, in a period of stable prices, a retailer sells only one
type of product, say candy at $1.00 a box. He buys the candy
for §.75 a box, rents a store for $1,000 a year and pays a clerk a
salary of $4,000. He has no other expenses. He averages $40,000
sales a year with considerable fluctuations from year to year.

The accountant would report his income as varying according
to sales volume so that when he sold $60,000 worth of candy, his
income would be $10,000. When he sold $20,000 worth, his
income would be zero. Can we not reformulate our economic
definition of income so as to agree with the accountant at least in
this simple case and still not sacrifice our basic economic prin-
ciples? This can be done in line with the procedure followed
with respect to the perpetual bond whose payments depended on
the toss of a coin. '

We may say that this candy dealer has an expectation of sales
of $40,000 a year, and therefore of $5,000 net receipts per year.
Here we may define net receipts as the difference between aggre-
gate receipts and aggregate costs paid out. Furthermore, we may
add that this expectation is not altered by the experience of any
particular year. If the interest rate is 5%, his business is worth
$100,000 year in, year out. In any year in which he sells $60,000
worth of candy and has net receipts of $10,000, he is well justified
in counting that $10,000 as income even though in subsequent
years he can expect net receipts of only $5,000 annually. For at
the beginning of the year he had an asset worth $100,000. At
the end of the year he still has an asset worth $100,000 plus
$10,000 cash from his net receipts.

Once we have abandoned the fiction of certainty of future
receipts, it no longer seems reasonable to impute hindsight values
to beginning of year’s equity as is done in computation of pure
economic income. Yet if this is not done an inconsistency appar-
ently arises. For given an asset worth $100,000 at the end of the
year just after the owner has received $10,000 as this year’s
dividend, while the interest rate is 5%, it seems inconsistent to
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say that the asset was worth only $100,000 at the beginning of
the year. Surely, it now seems one would have been well advised
to pay more for it at that time. But at that time, this year’s
receipts as well as the value of the asset ex-dividend at the end
of the period were uncertain. In view of the uncertainty, it may
be maintained, $100,000 was indeed the correct value of the asset
as measured by the then present value of expected future receipts.

The existence of uncertainty, therefore, opens the way to
variable income in that it breaks down the rigid relationship
between the beginning of period value of equity and end of period
value of equity, plus receipts. Once we regard each year’s net
receipts as a quantity subject to chance variation then we are
justified also in regarding each year’s income as subject to chance
fluctuation.

The concept of income which is suggested by this line of
thought may be called “variable income.” It is equal to the
expected income of the period, plus or minus the amount by which
the actual receipts exceed the expected receipts.

In most practical cases, no particular receipts are expected
but rather any value in a whole range may be expected with a
different probability for each part of that range. It is accord-
ingly appropriate to define variable income not in terms of ex-
pected income and receipts but in terms of expectation of income
and receipts. Such an expectation is the average of the various
possible values expected, each weighted by its probability. When,
as is usually the case, these probabilities are not formulated
exactly, the expectation may however be formulated directly on
the basis of the owner’s or investor’s judgment. An investor may
judge that a certain corporation has the expectation of earning
net receipts of $100,000 a year even though the investor would
not wish to estimate whether this expectation was made up of
an even chance of $200,000 or nothing or of $150,000 and $50,000.

Thus, in the case of the perpetual bond paying $10 on heads,
zero on tails, the receipt expectation is $5 a year and the income
expectation is also $5 a year. If in a particular year $10 is
received, then the excess $5 is also counted as income. Similarly,
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in the case of the candy merchant there is an expectation of annual
net receipts of $5,000 and an expectation of annual income of
$5,000.

It may appear from these examples that variable income is
always equal to net receipts and that the matter is unduly com-
plicated by the use of two concepts instead of onme. Consider
however the security mentioned above that pays either zero or $10
a year for twenty years, depending each year on the toss of a
coin, and after the twentieth year the arrangement terminates.
Its expectation of receipts each year is $5. But its expectation of
income is somewhat less because the security loses value from
year to year. At issue, the security is worth $62.70 assuming an
interest rate of 5%. One year later it is worth $60.42, and two
years later $58.34. If in the first year heads appear and the second
year tails, then variable income for the two years is $8.12 and
—$2.08 (loss) respectively. That is, expected income in the two
years was $3.12 and $2.92 respectively and the expectation of
receipts was $5 each- year. Actual receipts exceeded expecta-
tion by $5 the first year and fell short by $5 the second year.

It is unfortunate that the concept of variable income depends
80 heavily on expectations. The reason for this dependence is the
necessity of getting beforehand an appropriate adjustment to
receipts as they appear. The objection to considering these receipts
as income is that they may be related to some change in value of
the asset itself. If, for example, a large receipt for this year
reduces the value of the asset, it is inappropriate to consider
the receipt entirely as income; part of the receipt must be re-
garded as repayment of principal. If now we conceive of the
receipts as fluctuating according to chance circumstances or to
skill of management and we wish to include these chance fluctua-
tions in income, we must have some method of distinguishing
between that part of the receipt which is the result of the chance
fluctuation that does not affect capital value and that part which
is associated with change in capital value.

The solution to this problem embodied in the concept of
variable income is that an adjustment factor for a period is selected
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at the beginning of the period. Then however net receipts of
the period fluctuate, variable income will be the difference be-
tween the net receipts and the predetermined adjustment. This
procedure is justified if, and only if, a larger than average receipt
in one period is not at the expense of a receipt of a later period.

If part of the receipt for this year is at the expense of a
reduced receipt of a future period, it is appropriate to count
into income only the difference between what is gained this year
and the discounted value of what is sacrificed from the expecta-
tion for future years.

We may now redefine variable income as the net receipt from
any asset over any period, plus or minus a predetermined ad-
justment factor, provided full account is taken of the effect
of the present period’s receipts on the receipts of future periods.
The predetermined adjustment factor is the difference between
the value of the asset at the beginning of the period and its expected
value at the end of the period ex-dividend on the basis of the
expectations current at the beginning of the period.

Variable Income and Unexpected Gain

Changes of expectation introduce serious difficulties into the
concept of variable income. Provided we can distinguish a given
period’s receipts from the main body of the asset, we can separate
variable income from a concept of unexpected gain correlative to
variable income.

Suppose a perpetual bond that pays either $10 or nothing
depending on the toss of a coin, in a particular year is, at the
close of the year, voluntarily modified by the issuer so that in
the future it will pay $12 or nothing depending on the toss of a
coin. If the interest rate is 5%, the value of the bond has been
increased from $100 to $120. If in this year heads appear, the
variable income of the bond is $10 and the corresponding unex-
pected gain is $20.

Or suppose this year that the candy merchant mentioned
above improves his position in the market so that in the future
he expects to average $44,000 sales per year and so net $6,000 a
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year over costs instead of $5,000. If this year the sales were
$50,000 worth of candy netting $7,500 over cost, he may say that
his variable income was $7,500 and his unexpected gain (given
an interest rate of 5%) $20,000. The latter is the difference be-
tween the $100,000 value of the business when it was expected
to have annual net receipts of $5,000, and the $120,000 value
when it is expected to have annual net receipts of $6,000 a year.

The sum of variable income and the correlative concept of
unexpected gain is equal to the total change in the value of the
equity from the beginning to the end of the period, including in
the end of the period equity any disbursement to ownership over
the period. But this total is exactly the same as mixed economic
income, which in turn is the sum of pure income and pure unex-
pected gain. So the difference in the two concepts, pure income
and variable income, can be explained in terms of the sort of
unexpected gain that is eliminated from mixed economic income.
If from mixed economic income is subtracted the unexpected
gain as measured by comparing beginning of period value of
equity with hindsight value, then pure economic income is the
remainder. If from the same total is subtracted unexpected gain
computed as the difference between the value of the main body
of the asset at the end of the period and what that value was
expected to be as of the beginning of the period, the remainder
is variable income.

If in any period, receipts match expectations and expectations
of future receipts do not change, then in that period variable
income, pure income and mixed economic income will all be iden-
tical. The principal difference between variable and pure income
is that any excess of the current period’s receipt over expectations
are included in variable income, but excluded from pure income.

‘We have now achieved a concept of income which satisfies the
economic definition and yet reflects the year to year variation in
the skill or luck which has attended the firm’s operations. For
variable income is the amount the corporation can distribute in
dividends and be as well off at the end of the year as at the
beginning. The predetermined adjustment is designed to make
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this true. Yet variable income will fluctuate from year to year
with the fluctuation of the firm’s net receipts.

The principal difficulty in applying the variable income con-
cept to a corporation is in the separation of this year’s receipts
from the main body of the asset and from the unexpected gain.
This difficulty can appear even in the case of a share of stock
where it may be seen more easily. Suppose a share of stock is
purchased at the beginning of the year for $100 in the expectation
that it will pay a $5 dividend and be worth $100 at the end of
the year. The latter valuation is based on the expectation of a $5
annual dividend indefinitely into the future. Suppose the stock
actually pays $3 this year but rises to $103 on the expectation of a
$5.15 dividend indefinitely into the future. (We assume a 5%
rate of interest.) It would be inappropriate to say that variable
income was $3 and unexpected gain $3 if the fact that the
dividend was $3.00 and not $6.00 was the reason for the increase
in future receipts. How then shall we draw the line between
variable income and unexpected gain? The answer must be that
only by a consideration of expectations can we measure unex-
pected gain. We do not have any objective measure of expecta-
tions that will permit us to separate the appreciation of an asset
that is the result of forbearing to distribute income from the
appreciation that is the result of a favorable change of expecta-
tions. If we were willing to deal with mixed economic income,
we could escape this dilemma, but if for certain purposes, we
require an income concept that is free of unexpected gain, then
we are in for trouble with expectations.

Measurement of Variable Income in Practice

Up to now we have talked of assets as if they were simple
securities with the main body of the asset distinct from the re-
ceipts therefrom. But in a business enterprise, there is no clear
line of distinction between the main body of the asset and the
receipt. For the calculation of pure income, there is no need to
make this distinction. The value of the asset can be taken as the
capitalized value of expected future dividend payments and
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dividend payments can be used as the relevant receipts. Then the
interest rate can be used to separate income from return of capital
and pure income from unexpected gain. For the computation of
variable income, this procedure is obviously inappropriate. To
make a year’s income of a corporation depend on the dividend the
directors decide to pay is clearly ridiculous.

It is most difficult to say what the receipts of a corporation
are in any period as distinct from changes in its capitalized value.
We may know what tangible assets the corporation had at the
beginning and end of the year, we may estimate the going value
of the corporation at the two different times and so may get the
net change in equity. This is the mixed economic income for the
period, but it must be broken down into variable income and the
correlative unexpected gain. To do this we must make allowance
for the change of expectations as between the beginning and end
of the period.

An appropriate conceptual device for measuring variable in-
come for the corporation is as follows:

1) Find the change in tangible equity (excluding going value).

2) Add to it the change in going value minus that component
of the change in going value (or intangible assets) which
is attributable to changes of future expectations not re-
sulting from this year’s actions.

That is, the variable income of a corporation is equal to the
change in tangible equity (before dividends) adjusted for any
change in going value not arising from a change in expectations.

In the practical measurement of business income, it is fre-
quently possible to make an assumption that greatly simplifies
the determination of variable income. That assumption is that
if the value of the tangible assets of the corporation is maintained
intact, the corporation’s earning power will be maintained. Some-
times an even rougher assumption is made that if the physical
assets of a corporation are maintained intact its earning power
will be maintained. The latter form is frequently rejected how-
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ever as shown by the allowances for obsolescence. Such allow-
ances imply that in order to maintain earning power, it is neces-
sary to do more than maintain physical assets since physical
assets must be modernized as techniques change or else earning
power will decline.

If it is assumed that the going value of a corporation will be
maintained providing the value of its tangible assets, or more
accurately the value of its tangible equity, is maintained intaect,
then the task of measurement of variable income is made very
easy. Income of any period will be equal to the value of the
tangible equity at the end of the period minus its value at the
beginning of the period. This assumption, that the going value
of the corporation is not subject to change except by change of
expectations so long as tangible assets are unchanged, lies behind
most practical measures of income. Where the assumption is true,
tangible income will equal variable income.

To recapitulate, under conditions of uncertainty the variable
income concept seems to be the most useful economic income
concept that excludes unexpected gain from income. For a busi-
ness corporation, variable income equals the change in tangible
assets plus the change in the going value minus that part of these
changes attributable to changes in expectations of future receipts.
If we assume that so long as tangible equity is maintained going
value will be unchanged then variable income is equal to tangible
income.

Several observations seem appropriate:

1) The importance of verifying the basic assumption.

If the computation of income is to be based in principle on
variable income, but in practice on tangible income, the validity
of the procedure depends on the basic assumption that going
value will not change. Therefore, special adjustments will have
to be made whenever that assumption is not valid. In particular,
if going value is built up at the expense of tangible assets, or
tangible assets built up at the expense of going value, then aec-
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count must be taken of these changes in going value since without
this adjustment, tangible income will not equal variable income.

2) The function of depreciation.

In comparing the value of tangibles at different times, it is
necessary to take account of changes in value associated with the
passage of time or the rate of use of the tangibles. Our basic
assumption can be turned around to be used as a guide to deprecia-
tion allowance. That is, insofar as we are free to choose a depre-
ciation policy, let us choose that one which goes farthest to make
the basic assumption true. In accord with this view, the annual
depreciation allowance should be reckoned as the amount that
would have to be reinvested to keep the going value of the concern
constant in the absence of changes of expectations.

It may be that profit on sales is interesting in its own right,
that there are some uses for which it is to be preferred to an
income concept that is based on the notion of maintaining capital
intact. But before going into that question, let us see under what
conditions profits from sales will agree with variable income.

If all prices remain constant, and if a corporation which main-
tains the value of its tangible equity can be expected to maintain
its earning power, then profit from production will equal variable
income. Under these circumstances variable income will differ
from profit on sales only by the difference between profit on sales
and profit on production. That difference is one which need not
concern us here. It will in general be small, and where it is large,
as in the construction industry, business practice will usually be
found to make some special arrangement for prepayments etc.
and accountants will adjust the concept of income accordingly.

Under what circumstances in actual practice will profits from
sales be a poor measure of variable income? We will postpone
discussion of the effect of price changes and we may regard the
difference between profit on production and profit on sales as
generally of little importance. The really important possibility
of divergence between sales profit and variable income arises when
the activity of a given year has affected the sales profit to be ex-
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pected in future years. Thus, if in a given year certain expendi-
tures, say for advertising, charged as costs of the current year’s
sales, will in fact have the effect of boosting sales in subsequent
years, the current year’s variable income will in truth be larger
than the sales profit by the present value of the future sales profit
attributable to this year’s action. Conversely if some of this
year’s sales are achieved at the expense of customer good will, such
that future sales profit will be lower than if sales had not been
pushed so far or hard this year, then sales profit for this year will
be greater than variable income.

‘We may conclude that under constant prices, sales profit is an
acceptable approximation to variable income except where:

1) There is a significant change in going value either as a
consequence of some action in this period, or of an ex-
pected change in the corporation’s future selling position.
An unexpected change should, of course, result in an unex-
pected gain or loss rather than influencing variable income.

2) There is a divergence between profit on production and
profit on sales due to a difference in timing of production
and sales.

V. CHANGES IN PRICES
Real Income

Occasionally tremendous changes in the general price level
demonstrate the instability of the monetary measure on which
business accounts are based. In extreme cases of inflation the
maintenance of capital intact in money value becomes a ludicrous
preoccupation. If the concept of income is pushed back to the
amount a man can dispose of and be as well off at the end of
the period as at the beginning, it is clearly inappropriate to use
money value as a measure of well being in a period during which
money’s command over goods and services is shrinking rapidly.

Under such circumstances it is appropriate to substitute a
“real” measure of well being for the money measure. The
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simplest way to convert a money measure into a real measure is
through an accepted index of the general price level. No per-
- fectly satisfactory index of the general price level exists, nor can
one be conceived. It is not only that price indexes are imperfect
because of poor price reporting and inadequate coverage, but
even in theory it is impossible to construct a perfect price index
no matter how much information one has.

The theoretical difficulty in constructing a price index derives
from the fact that since all prices do not move together, it is
necessary to use an average of different movements. That aver-
age must be weighted and the appropriate weights change as
between the periods measured. Because of this difficulty, one
of the leading contemporary economists has rejected the income
concept entirely in advanced theoretical analysis.** But for prac-
tical purposes, the theoretical imperfection of index numbers need
not worry us too much. We are willing to use a price index
as a general measure of the purchasing power of money in many
important affairs in spite of the fact that different indexes give
different results, no one of which can clearly be said to be superior
to the others. _

The deflation of money wages by a price index to obtain a
measure of real wages is a familiar operation. Unfortunately a
corresponding deflation of money profits by a price index does
not yield a measure of real profits as it would be sensible to
define them. Suppose that this year the net worth of a certain
corporation which has paid no dividends during the year increases
from $1,000,000 to $1,100,000 so that the money measure of mixed
economic income is $100,000. Suppose during the same period,
the general price level rises from 100 to 110. In measuring the
real income of the firm in the current year, it would not be suf-
ficient to deflate the money measure of income ($100,000) by the
price index (110) to get about $90,000, as the measure of real
income.

That procedure will not indicate by how much the real value
of owner’s equity has changed over the year. In order to measure

21Hicks, J. R., Value and Capital (Oxford: Oxford University Press, 1939 and
1941) p. 180.
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real income it.is necessary to put both year-end and year-beginning
equity into terms of dollars of equal purchasing power. If we
compare them in terms of dollars of year-end purchasing power
then the year-beginning net worth in current dollars (assumed
to be $1,000,000) must be adjusted to the year-end price level
(110% of the year-beginning price level). That is, in year-end
dollars, the year-beginning net worth was $1,100,000 while year-
end net worth in year-end dollars is also $1,100,000. The cor-
poration has accordingly earned no real income over the year, the
real value of its net worth was at year-end just equal to the real
value of its net worth at year-beginning.

TFor most of the many possible concepts of income, there are
several different ways of defining a corresponding real income con-
cept. It would be a bewildering and thankless task to consider
them all. We may confine our attention to a few of the more im-
portant concepts of real income. These are: real economic income,
real variable income, contemporaneous sales profit, and pure sales
profit. With each of these there will be associated a correlative
concept of gain not counted as income.

It is most convenient to express any real measure of income in
terms of dollars of purchasing power as of a specified time. In
what follows it will be taken for granted, unless otherwise stated,
that the real income of any year is expressed in dollars of purchas-
ing power as of the end of the year.

Real economic income of a corporation is the real value of its
equity at year end minus the real value of its equity at year be-
ginning plus the real value of dividends paid over the year.?® That
is, in comparing year-end net worth with year-beginning net worth,
account is taken of the change of purchasing power of the dollar.
It is thus quite possible that a corporation which has earned
money economic income has suffered a real economiec loss. That
merely means that although the money value of equity rose, it
rose less than the general price level so that its real level declined.

221t is taken for granted here as w_ell as elsewhere that any change of equity
through increased investments from outside the corporation is not counted in change
of equity for the purpose of income determination.
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A real pure income could be defined but since we will have no
need of this concept which implies conditions of certainty, we may
pass on to the concept of real variable income. As before, that
depends on receipts and expectations thereof. An adjustment to
the current year’s receipts can be computed on the basis of begin-
ning of the year’s expectations and expressed in dollars of be-
ginning of the year purchasing power. That adjustment is the
difference between the present value of the stream of receipts ex-
pected as of the beginning of the year and what it is expected to
be worth at the end of the year after this year’s expected receipts
are taken out. That is, expected receipts minus the adjustment
equals expected income. Real variable income is then the differ-
ence between the real value of this year’s receipts and the real
value of the adjustment. The variability is introduced by the fact .
that actual receipts may differ from expected receipts.

To this there is a correlative unexpected gain equal to the real
value of the future stream of receipts at year-end minus the real
value of that stream as expected at year-beginning. The sum of
real variable income and the correlative measure of expected gain
is real economic income. :

‘We shall consider two different ways of translating money
profit from sales to a real base. We may call these contempo-
raneous sales profit and pure sales profit respectively.

_Contemporaneous sales profit is so called because it is based
on matching revenues and costs in dollars of the same purchasing
power, i.e. in contemporaneous dollars. That is, against the sales
revenue of a given year is matched the costs of those sales with
each item of cost revalued according to the movement of the
general price level. Thus a raw material purchased for $1.00
when the price level was 100 is charged to cost at $1.10 when the
price level is 110 at time of sale of the product to which it is
charged.

The measure of contemporaneous sales profit so obtained may
be contrasted with pure sales profit with which it is sometimes
confused. Pure sales profit is equal to sales revenue minus cost,
priced according to the particular prices of the cost items prevail-
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ing at date of sale. Only if the prices of the cost items used by
a corporation have on the average moved in strict proportion to
the general price level will contemporaneous sales profit and pure
sales profit be the same. In general the two will differ according
to the degree by which the prices of the cost items of the corpora-
tion have diverged from the general price level.

In brief, pure sales profit is based on replacement cost valua-
tion of cost items. Contemporaneous sales profit is based on real
purchasing power valuations of cost items. For inter-year com-
parisons, it would then be appropriate to deflate each year’s con-
temporaneous or pure sales profit by that year’s general price
index just as wage payments are deflated to measure real wages.

Correlative to contemporaneous sales profit is temporal gain
on sales. It is so called in order to indicate that it is that part
of total money gain which is attributable to the fact that costs and
revenues are not simultaneous. It is the difference between mixed
sales profit and contemporaneous sales profit. It is equal to that
part of mixed sales profit which is assigned to cover the allowance
for change in the general price level.

Similarly, the difference between pure sales profit and mixed
sales profit may be called price gain on sales. It is equal to the
difference in value of the cost items as between time of acquisition
and the time they are charged against sales revenue.

The relative merits of the various measures of income will be
discussed after consideration has been given to the broader issues
of whether a real or monetary measure is to be preferred for each
important use. That issue is truly fundamental. Once it has
been settled, the problem of which measure of real income or of
money income should be used is largely one of practical conven-
ience.

Real Versus Money Income

If we start with a general notion that income is the amount
that can be freely disposed of while leaving capital intact, we
must now inquire whether it is money value or real value of
capital that is to be kept intact.
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In the elementary use of the income concept by an individual
the real value is the most appropriate. For money is merely the
measure of what it can purchase. So, if a man buys an asset for
$100 at the beginning of the year and sells it for $200 at the end
of the year, and meanwhile the price level doubles, he has no real
gain on the transaction. His $200 will buy no more at the end of
the year than his $100 would have bought at the beginning of the
year. It would clearly be a delusion to believe that he had gained
$100 by the operation. Yet just this delusion does enter into
conventional income accounting, which takes no heed of changes
in the general price level.

For certain purposes, however, there is some justification for
ignoring the general price level. Under the trust fund theory of
the capital of a corporation, that the creditors are entitled to pro-
tection against reducing the value of owner’s equity below a stated
amount, it is appropriate to use a money measure rather than a
real measure of capital. For under this doctrine, the creditors
have a right to demand that a certain money amount of capital
be preserved in the business. If the money value of the assets
increases, the creditors can have no objection to the distribution
to the owners of the equity of part or all of the increase in value
since what is left will afford as much protection as before in
money terms and the creditors’ claims are for certain amounts of
money rather than for a specified real value.

Correspondingly when the price level declines, the creditors
can justifiably object to any attempt to reduce the money value
of capital which must be maintained intact for their protection.
It is clear that from this point of view a money measure of cap-
ital is appropriate, since a claim fixed in money terms is being
protected. .

For the purposes of taxation as well there is some justification
for the use of a money measure. Consider the man in the previous
example who worked up $100 worth of material into $200 worth
of product while the price level doubled. Contrast him with the
man who deposited $100 in the bank at the beginning of the year.
In real terms the first man is just as well off at the beginning of
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the year as at the end of the year. The second man has only 50%
of the real value that he deposited at the beginning of the year.
To tax the first man on his $100 money gain is in fact a capital
levy in real terms but any tax on money income less than 100%
leaves him better off than the man holding cash or a bank deposit.
A general price rise is a capital levy on those holding money or
claims to money. Equity may best be served if the increase of
money value of any asset be subject to a tax since this makes the
burden of the price rise more evenly spread.

Of course, equity would also be served if a real rather than a
money measure were used throughout the economy. Then the
man with the $100 bank deposit might claim a 50% loss on that
account to be deducted from his other income for tax purposes.
Such a procedure has, in principle, greater merit than the taxa-
tion of money rather than real profit. But it may be deemed
impractical to carry the real income concept so far as to allow a
loss deduction on all assets whose values have not increased in
proportion to the general price level. In particular, if the holders
of money and of government bonds are not to be indemnified for
their real loss brought about by the rise in prices, those property
owners who have escaped that loss by owning assets whose prices
have risen may equitably be taxed on their money gain.

One argument commonly advanced in support of the money
rather than the real measure of income as the basis of taxation
is open to serious question. It is often said that in a period of
rising prices, if corporations were to be taxed on their real rather
than their money income, the tax base would be reduced, and if a
given amount were to be collected, the tax rates would have to be
increased. Nothing would be changed, the argument runs, in
actual tax payments since the increase in rates would just balance
the shrinkage of the base. This argument is true for all corpora-
tions taken as a group but not for individual corporations. Con-
sider two corporations each with $100,000 money income. The
first corporation has equity valued at $800,000 at year—1 beginning
and $900,000 at year-1 end while the general price level rose from
100 to 110. Then its money income is $100,000, and its real income
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at year-1 end prices is $20,000, since $800,000 at the beginning of
the year was equal in real value to $880,000 at the end of the year.
The second corporation had owner’s equity of $200,000 at the
beginning of the year and $300,000 at the end of the year so its
money income was also $100,000, but its real income was $300,000
minus $220,000 or $80,000. If then the alternatives are 40% taxa-
tion on money income or 80% on real income the total tax yield
will be $80,000 in either case, but the tax payment of each cor-
poration will be much different. With the 40% tax on money
income, each pays $40,000, while with the 80% tax on real income,
one pays $16,000, the other pays $64,000.

The choice between the real and the money measure of capital
as the basis for profit determination is more complicated in activi-
ties such as public utilities subject to rate regulation. If the rates
have been set so as to permit no more than a fair return, should
an increase in rates be permitted upon a rise in the general price
level? There are really several separable questions bound up
together in this problem. In order to separate out the various
issues, we shall consider certain simplified cases before attacking
the problem in its full complexity.

Consider first a tunnel constructed at a cost of $1,000,000 in
such a manner that it requires no maintenance expenditure and
is expected to last forever. Rates have been set for the use of this
tunnel which can be expected to yield a 5% return or $50,000 a
year. Now the price level has doubled and the operators request a
modification of rates so as to yield $100,000 a year. The justifica-
tion advanced for this request is that the real value of $100,000
now is the same as $50,000 formerly; the price of everything else
has gone up so that the tunnel rates should go up too. Further-
more, the present cost of construction of the tunnel would be
$2,000,000.

To the extent that public regulatory authorities have rejected
reproduction costs as a rate base it might be expected that this
request would be refused. On the other hand if another parallel
tunnel is required to handle the traffic, and investment is not
forthcoming at less than 5%, then at least for the new tunnel,
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rates must be permitted that would yield $100,000 a year. Simi-
larly, in ordinary unregulated business, the prices of products
can be expected to increase with the general price level. Had the
owners of the tunnel invested instead in commodities they would
have doubled the money value of their capital. Had they held their
$1,000,000 in a bank account however they would still have only
$1,000,000. Whether or not the increase in rates should be per-
mitted depends on whether the regulatory authorities wish to use
the experience of the holders of cash or the holders of commodities
as the norm for the treatment of owners of regulated assets.

Under the general doctrine of rate regulation that the rate
should be sufficient to keep and attract capital in the business, it
would seem appropriate to permit the increase of rates, that is, to
recognize the real rather than the money measure of profit. At
the same time then, it would be appropriate to tax the owners on
their capital gain of $1,000,000 if the rate rise is permitted. For
then (assuming an interest rate of 5%) their asset acquired for
$1,000,000 has increased in value to $2,000,000, and as argued
before, in fairness to those who hold cash, bank deposits, or gov-
ernment bonds during the price rise, the capital gain should
be taxed.

The argument for permitting the rate increase applies more
clearly to the case of depreciable assets. If the service is to be
maintained, replacement of depreciable assets must be contem-
plated and it is then appropriate to permit depreciation on the
basis of replacement cost. It might however be possible to delay
the increase of rates until after the replacement has actually been
made. But this would require different treatment of those with
old and those with new assets. Precedent can be found for such
different treatment, but the theoretical justification for it is weak.
It is more consistent with the operation of the unregulated sector
of economy (except for the holders of cash) to permit depreciation
based on replacement cost, but to tax the capital gain represented
by the difference between original cost and replacement cost.

Finally, there can be little argument against permitting rate
increases based on increased operating costs which are the result
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of the general rise of the price level. We may conclude that the
use of a real rather than a money measure of income as the
standard for public utility rate regulation seems well justified
by the principle of permitting rates that will induce the mainte-
nance of capital and will attract new investment. However, the
rate increases could be delayed by permitting different rates to
be charged by the owners of new and old facilities, respectively.
To do so puts the owners of old facilities on a par with those who
own cash or government bonds during a price rise. Permitting
rate increases based on a real measure of capital and income puts
the owners of public utility equities on a par with owners of
physical assets. It should therefore make them subject to taxa-
tion on the appreciation of their assets if such taxation is based
on the money rather than the real measure of income.

There has recently been considerable public controversy over
whether a real or money measure of profit is more desirable.?® The
discussion has not been couched in these terms however but has
concentrated on the subsidiary topics of whether in the computa-
tion of profit, inventory and depreciation costs should be entered
on the basis of historical cost or of replacement cost. In terms
advanced here, the controversy was more narrowly focussed on
pure sales profit versus mixed sales profit than on real versus
money measures of profit in general.

Unfortunately, none of the protagonists in the struggle really
got down to fundamentals. Most of the witnesses before the Joint
Congressional Committee on the Economic Report implied that
the use of a real rather than a monetary measure was appropriate,
only a few said so explicitly, and none said why. The usual
statement was to the effect that the use of historical cost over-
states true profits when prices rise, that error is introduced when
costs and revenues are measured in dollars of different purchasing
power. It may then be inferred that these witnesses regard pure
profit or contemporaneous profit from sales as true profit but why
they do so, the record does not show.

28See Corporate Profits. Hearings Before The Joint Committee on the Economic
Report, Congress of the United States, Eightieth Congress, Second Session, Pursuant
to Sec. 5(A) of Public Law 304, Seventy-ninth Congress (Washington: 1949).
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However, the implication is clear that most of the witnesses
regarded profits as the amount to be distributed to equity owners
and still leave the real earning power of the corporation intact.
This was taken for granted rather than explicitly discussed. The
heart of the whole matter is in fact whether equity owners are
entitled to have their real equity maintained intact, or only the
money value of that equity, as in the case of the owner of cash
or of a government bond. Only a few questions of Senator Flan-
ders in all the voluminous hearings raised this issue and so
foreign was it to the temper of the discussion, that the learned
witness did not seem to know what the Senator was driving at,
nor did the Senator push his argument to its logical conclusion.

“Senator FLANDERS. The last question that I wanted to ask
you, Mr. Pogue, was brought to my mind by your brief, and your
practice there of expressing profits in terms of a dollar of a past
time, saying that in comparing profits one should also take into
account the purchasing power of the dollar.

“Now, what should the investor demand in that respect? The
man who buys an evidence of debt like a bond does not expect to
be repaid in any other terms than the dollar which he invested.
There is no provision made for upping the return on that bond
due to the change in the cost of living.

“Mr. Pocun. That is correct.

“Senator FLANDERS. Now, should a man who has invested his
dollars in equity in the same concern properly expect that his
returns should be on any other basis than the particular dollar
originally invested when the stock was issued? Do you see any
difference between those two things? If there is a difference, you
tend perhaps to make a case for your conclusion that profits should
be reckoned in terms of an older dollar for comparison. If there
is no basis of equity in the two things, it seems to me that you
would use the current dollar right along straight through.

“Mr. PocUuB. Well, Senator, I do not see that.

“Senator FLANDERS. Why should we say that profits should
be great enough to make the same basis of comparison with a
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previous period in which the dollar was worth more? That is
the question.”
* * * * * *

“Senator FLANDERS. Looking at it this way, with regard to
the uses of profits, there is no need for upping your profits to a
depreciated value of the dollar for your servicing of the debt.
That can be done in the old dollar. There is need for upping your
profits for capital replacement, because that has to be in the new
dollars.

“Mr. PogUE. That is right.

“Senator FLANDERS. Now, where does the need for dividends
on common stock lie? We know where the needs of the holder of
common stock are. He has got to pay more. Is the company
whose stock he holds bound to recognize that need of the stock-
holder for more money to live on?

“Mr. Pogue. No; I would not think it would have to.

“Senator FLANDERs. That really reduces the need for reckon-
ing profits in the new dollar, it would seem to me, to that area of
capital replacement, where very evidently it is needed.”?*

Senator Flanders has in fact yielded too much, for if it is
merely necessary to maintain the old money level of dividends, it
is not necessary even to allow for replacement costs of capital
assets. Thus, suppose a house-renting corporation has capital
assets of ten houses of average value $10,000 each at original cost
minus depreciation to date. Altogether then the ten houses are
worth $100,000 and suppose they earn $10,000 a year after all
operating costs and maintenance but before depreciation of $5,000
a year, so that net income is $5,000 a year. Now, suppose a
doubling of all prices and rentals. Earnings before depreciation
are now $20,000 a year. If replacement cost is used as the basis
of depreciation, the annual charge can now be doubled to $10,000
a year and net income after depreciation would also be $10,000,
or double what it was before. Eventually, if all income so com-
puted were paid out in dividends and all houses replaced as re-
tired, the company will have ten houses averaging $20,000 value
each at original cost minus depreciation and earning $10,000 net.

24Hearings, pp. 188-189.
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Real earnings will have been maintained and money earnings
doubled.

If historical cost is used, however, depreciation will continue
to be $5,000 a year as long as the old houses last, and during that
time, net income will be reported as $15,000 a year. If net income
as reported is paid out in dividends and only $5,000 a year rein-
vested in houses, then eventually the company will have only five
houses at $20,000 value each, earning $10,000 before $5,000 depre-
ciation, or $5,000 net income. In short, if it is merely desired
to maintain the old level of money dividend, no retention of earn-
ings to replace capital assets at higher cost is necessary. The
physical volume of capital assets will then be reduced, but their
money values and money earnings maintained.

Senator Flanders was accordingly in error when he thought
that there were two different ways of looking at the matter, one
in which it was considered whether or not the stockholders should
have their money dividends increased in proportion to changes in
the price level, and the other whether the allowances for deprecia-
tion should be permitted to increase in proportion to changes in
the price level. One of these implies the other. That is, if stock-
holders are to have only a constant money income then it is not
necessary to count depreciation at replacement prices. If, how-
ever, depreciation is counted at replacement prices, then stock-
holders will tend to receive higher money income so as to main-
tain the real value of the dividends.

The issue is not whether real or money capital shall be main-
tained. There is general agreement that for the social good, real
capital should not only be maintained, but expanded. The ques-
tion is quite a different one of whether such maintenance of real
capital should be allowed for in the determination of income.
For it is quite possible that income should be computed on a
money basis while real capital can be maintained or increased
largely out of reinvestment of income so computed. This is in
fact what has been happening in the United States in the past few
years. Under these circumstances, money income is greater than
the corresponding amount of real income but part of the reinvest-
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ment of money earnings helps maintain the real value of capital
intact.

Since pure profit from sales was almost universally taken for
granted by businessmen as the true measure of profits, we may
infer that it is the concept most acceptable to the businessman.
The reason is not far to seek. The businessman is inclined to think
of maintaining or of expanding the physical volume of his opera-
tions—the idea of obtaining a constant money volume of sales in
a period of rising prices is repugnant to him. Although he is un-
accustomed to thinking in real rather than in money terms in con-
templating general economic developments, he is keenly aware of
changes in the cost of replacing inventory or capital assets. It is
only the more academic-minded who would suggest that if, for a
given firm, its own costs, selling prices, and volume remain un-
changed while there is a movement of the general price level that
an adjustment should be made in its income for changes in the
general price level. Consequently, in general, the businessmen
implied at the Congressional hearings that pure profits were true
profits while academic economists and accountants implied that
contemporaneous profits were true profits.

This attitude of businessmen, that they wish to maintain physi-
cal volume intact with perhaps some expansion, or at least some
upward adjustment for increasing efficiency and size of the market,
indicates that for the internal purposes of the corporation, and
perhaps for reports to stockholders and for director’s decisions on
dividend policy, a real measure of profit seems appropriate. Such
a real measure might be based on the prices relevant to the corpo-
ration rather than on general purchasing power. That is to say,
pure profit rather than contemporaneous profit seems to be the one
thought of as ideal by businessmen. This is a matter of choice for
those concerned. If the stockholders and officers of a corporation
wish to have some measure of the funds disposable which will still
leave the capital intact, they can choose what meaning to give to
the phrase “capital intact” for their own particular purposes.
The use of pure profits from sales in this connection seems well in
accord with the aspirations and preconceptions of businessmen
and investors.
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Pure Profits Versus Mized Income

Although businessmen are interested in an approximation to
pure profits from sales primarily as a basis of a dividend and taxa-
tion policy that will permit them to maintain their place in the
market, they are also interested in mixed profits from sales. As
between two corporations or as between two time periods a more
reliable measure of success is furnished by mixed profit than by
pure profit. For it is certainly an important function of the busi-
nessman to buy and sell wisely. So if one corporation has in a
given year a greater pure profit from sales than another, but a
lower mixed profit, then the first corporation has not done so well
as the second.

Of course, either one of these concepts is inferior to the mixed
economic concept as a measure of how well the firm has done.
Indeed sometimes the pure profit on sales is regarded as superior
to mixed profit on sales because there is an expectation of the
recurrence of pure profits in the future, but the price gain com-
ponent of mixed profits, it is argued, cannot be expected to recur
in the future. If the facts are as assumed, there is something in
this argument. But in most cases, the facts will not be as assumed
since it will not in general be true that pure profit will recur in
the future. If a measure of profit is desired that will take account
of expectations of the future, surely it should be so designed as
to take explicit account of such expectations rather than to bring
them in by the back door on the pretext that pure profits are more
likely to recur in the future than are price gains.

It is sensible to value a corporation on the basis of expected
future net receipts rather than on a mechanieal projection of past
profits however measured. It may be true that a measure of pure
profits from sales furnishes more useful information on which
to base a projection of future net receipts than does a measure
of mixed profits from sales. But it would be folly to project pure
profits into the future in the face of any information on the basis
of which changes in the profit level can be expected. If no such
information exists and current profit levels can be expected to
continue into the future, then there will be no difference between

87



pure profits and expected future net receipts, and pure income
will become identical with mixed economic income.

There is no escape from the necessity of using expected re-
ceipts as the basis of a sound evaluation of a corporation. Any
attempt to avoid the subjective nature of such expectations
through the exclusive use of some objective measure of profit on
past operations is likely to do more harm than benefit to anyone
relying on the valuation. A valuation must be based on a judg-
ment of the future, it can not be both sound and objective at the
same time in a world of uncertainty.

In any case, as between two companies one with and the other
without price gains, each with the same pure profit from sales,
the one with price gains can generally be considered to have done
better. We say generally rather than always because account
must be taken of the effect of this year’s activities on future earn-
ing prospects. That is, for inter-firm comparison, mixed profits
from sales is superior to pure profits from sales but both are
inferior to mixed economic income.

Lacey has maintained that in a period of falling prices, it is
unreasonable to expect management to make a mixed profit on
sales, and in a period of rising prices, management should be ex-
pected to make more than the normal rate of mixed profit on sales.

“(1) The principal fault [with the existing method,
i.e. mixed sales profit] is that the existing method of com-
puting profits sets an unnatural standard for business
management. If the amount spent on consumer goods is
likely to vary with the movement of current industrial costs,
i.e., with the money now being pumped into circulation by
industry as income to raw material producers, employees,
etc., then it is inappropriate to judge business success by
reference to recovering a margin over the actual cost of
goods now being sold from stock; these goods were produced
weeks or months ago and their cost has already determined
the income of an earlier period. When money costs are
rising, the earning of a reasonable profit over actual cost
is easily achieved, with the result that a false optimism is
induced. And when costs are falling, managements are set
an impossible task in attempting to recover the earlier and
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higher costs of goods sold out of stock, together with a
margin for a normal profit, and at the same time to main-
tain the volume of sales. As already indicated, industry
cannot in ordinary circumstances expect to recover in sales
proceeds more than is being currently paid out in costs.”?*

The implications of this objection to the use of mixed profits
from sales are that primarily it is not the task of management to
buy and sell well; it is merely the task of business management
to produce as much as it can whenever there exists an advantage-
ous difference between cost and selling price. With this view I
must take strong issue. It is an important responsibility of man-
agement to make the value of present owner’s equity as large as
possible by whatever legitimate means is open to management.
In particular, management should aim to time purchase and sales
so as to get the most favorable prices consistent with volume. It
is management’s responsibility to form its best judgment as to
the future movement of prices and to be guided accordingly.
Decision as to purchases, sales and operations must be based on
management’s best judgment of price movements as well as upon
other considerations such as volume of sales. To use a measure
of business profits which completely disregards management’s suc-
cess or failure in buying and selling is to neglect a most important
part of management’s activity and responsibility.

There may well be an advantage for presentational purposes
in separating out the two components of mixed sales profit, the
pure sales profit on the one hand and the price gain on goods sold
on the other. But both components must be considered in evalu-
ating the success of a corporation in a given year. Of course it
is true that in a period of price decline no management can be
expected to avoid some price loss on goods sold since such loss
could probably only be avoided by so curtailing operations as
seriously to impair pure profits on sales. But the two must be
taken together. It would be foolish to stimulate management to
maximize pure profit from sales irrespective of the price losses

25K, Lacey, “Profit Measurement and the Trade Cycle,” The Ecomomic Journal,
Vol. LVII, No. 228, December, 1947, pp. 456-474.

&9



that might then be sustained. Management decisions should aim
at the maximization of mixed profit from sales and not at either
of its components exclusively. Such maximization must always,
of course, be subject to an adjustment for the effect of any de-
cision on future profits which comes around to saying that man-
agement must in the end try to maximize mixed economic income.

Contemporaneous Versus Pure Sales Profit

One of the greatest advantages of contemporaneous sales profit
over pure sales profit is that the former is an adequate basis of
inter-firm comparison, while the latter is not. As mentioned
above, even if two firms have equal pure profits, one may have
done better than the other if it made larger price gains. But any
price gain over and above the movement of the general price level
is included in contemporaneous sales profit and any price gain
less than the movement of the general price level will appear as a
loss in contemporaneous sales profit. If two corporations each
have the same mixed sales profit but one has the greater con-
temporaneous profit that means that the other has purchased its
goods at times when the general price level was lower so that
the one with the smaller contemporaneous profit has also the
smaller real profit because the real value of its costs were higher
than those of the other firm.

The great advantage of contemporaneous profit is that it meas-
ures costs against the other opportunities for purchase at the time
the cost item was acquired. Thus if two companies make the same
amount of sales this year and have purchased the goods that have
gone into cost at the same price then their mixed profits from sales
will be equal. But if one of these companies has purchased its
cost items in a year in which the purchasing power of money was
very high, in other words when the real cost level was high, and
the other purchased its cost items in a year in which the purchas-
ing power of money was low, the second will have the higher con-
temporaneous profit because the second gave for its cost items
less real value than did the first.
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Contemporaneous profit is not a pure profit in the sense that
it does contain the effect of price changes as well as the effects
of differentials between costs and revenues as of a given time.
But the adjustment for changes of the general price level assures
us when we are matching costs and revenues that these are meas-
ured in uniform dollars even though the costs are incurred at
price levels different from those at time of sale.

Another aspect of the difference between the two measures is
the implication for the maintenance of capital intact. The con-
temporaneous measure implies that a corporation’s capital is
maintained intact when the money value of that capital has in-
creased in proportion to the general price level. The pure sales
profit concept implies that a corporation’s capital is maintained
intact when at the end of the period it can be exchanged for the
same physical collection of goods as was owned at the beginning
of the period.

Should Unexpected Gains Be Counted As Income?

Business and taxation practice has long distinguished between
capital gains and income. One type of capital gain, the apprecia-
tion of an asset that corresponds to an interest payment, as in an
appreciation bond, can clearly be recognized as income. Such
capital gains are expected gains. That part of any capital gain
over and above appreciation in lieu of interest or similar pay-
ment, is an unexpected gain, since if it were generally expected
it would disappear. Thus an asset which is expected to be worth
$110 one year from now will be worth about $105 now if the in-
terest rate is 5%. If after a year it should be worth $115, then
$10 of the $15 appreciation may be considered unexpected gain,
the other $5 as expected gain in lieu of interest or dividend
payment.

As agreed above, the expected gain should certainly be con-
sidered as income; should the unexpected gain as well?

Naturally, that depends upon the purpose for which the par-
ticular measurement of income is being made. For taxation pur-
poses it certainly seems that the beneficiary of an unexpected gain
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is thereby better able to bear taxation than one who has had no
such gain. Yet in some countries capital gains are not subject to
taxation as income. In the United States, however, taxes are
imposed on realized capital gains. The practice of capital gain
taxation has varied over the past, but currently capital gains on
assets held longer than six months are taxed as the equivalent in
income of only 50% of their amount with a maximum rate of 25%.
The principal justification of such differential treatment of cap-
ital gains relates principally to the concentration in time of the
realization of capital gains. If capital gains were handled on an
accrued basis or somehow spread over the period during which the
asset has been held, there would be less justification for treating
them differently from income of other sorts. In short, the doctrine
that gains are to be counted only when realized leads to the con-
centration of a capital gain into the time period in which the asset
is sold, and so, with a progressive tax, would lead to an excessive
tax burden in that period.

Even if spread over the holding period, a capital gain, or the
unexpected portion thereof, differs from ordinary income in its
nature as a revision of an estimate. Nevertheless there are strong
arguments for considering capital gains as similar to other types
of income, problems of timing aside. Even if we should agree that
an unexpected gain is not income in the period when it is recog-
nized but is merely a revision of an estimate of wealth, that im-
plies that an equivalent income was earned and unrecognized in
an earlier period.

Thus suppose a man bought some land for $1,000 at the end
of 1949, and received during the year 1950 $100 in rental there-
from over all expenses and sold the land at the end of 1950 for
$2,000, the interest rate being 5%. We may reasonably claim that
his 1950 income should be unaffected by this sale since the un-
expected gain is merely a revision of the estimate of his wealth,
But then we must also grant that he bought in 1949 for $1,000
an asset that was really worth $2,000. Therefore even if we agree
that the capital gain realized in 1950 should not be counted as
income, we must also admit that a gain of $1,000 accrued in 1949
when an asset worth $2,000 was purchased for $1,000.
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It is obviously inconvenient to tax capital gains as they accrue.
There is, however, justification for the taxation even of unex-
pected capital gains because they partake of the nature of income
according to the fundamental definition of income as the amount
that can be consumed while leaving the income recipient as well
off as before. The problem surrounding the taxation of capital
gains are accordingly not basically problems of principle but prob-
lems of practical convenience. It is impractical to tax capital
gains as they accrue, at least the unexpected component, and if
they are taxed when realized in the same manner as any other in-
come, an inequity may result under progressive income taxation.

Present methods of taxation do lead to the spreading of taxa-
tion of one very important class of capital gains over the period
during which the asset is held and used. If depreciable assets
used in the conduct of a business gain in value, this will be
reflected in increased receipts from the sales of the products in
whose production the assets are used. If the depreciation is based
on original cost the profit as measured by the accountant will
then contain each year part of the capital gain on the asset.
Therefore, basing depreciation on original cost will in the case of
assets which have increased in value, lead in effect to a steady
inclusion of part of the capital gain in each year’s reported profits
until the asset is retired. That is, each year’s reported profit, com-
puted in accordance with standard practice of depreciation based
on cost, will include not only pure profits on sales but also price
gains on that part charged to this year’s costs of any asset which
has appreciated in value.

The accountant’s procedure in matching costs of one period
against revenues of another automatically includes in income the
result of capital gains or losses on those cost items charged to the
current year’s operations. If then, depreciation were to be based
on replacement cost, it would be necessary either to tax the capital
gain accrued in the revalued assets or to let this capital gain
escape taxation. The capital gain will not be realized through
sale but through the use of the more valuable assets in the conduct
of the business. Under the present system, such capital gains
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appear as a component of ordinary income. If depreciation were
based on replacement cost, such capital gains would not appear
as any component of income subject to tax unless a specific tax
was levied on the revaluation of the assets on which increased
depreciation was claimed. This, of course, would defeat the pur-
pose of claiming increased depreciation based on replacement
costs, except possibly for timing considerations.

A distinetion must be drawn here between an asset that appre-
ciates more than the general price level and one that merely appre-
ciates along with the general price level. In the first case there
is a capital gain in real terms, in the second in money terms only.
The considerations discussed in the previous section on the real
versus money measure of income apply to this case as well.

Of course, similar reasoning applies to capital losses on assets
whose value is charged to cost. If an asset suffers an unexpected
decline in value, and depreciation continues to be based on original
cost, then reported sales profit will be lower than pure sales profit
and accordingly some tax allowance is automatically made for
the capital loss suffered.

CONCLUSIONS

The principal differences among the bewildering number of
concepts of income that may be conceived can be narrowed down
to three major issues. These are the real versus the money meas-
ure, inclusion versus exclusion of capital gains, and accrual
versus realization as the criterion for timing of a gain or loss.
If decisions were reached on these three major issues, almost every
one of the many controversial points concerning the measurement
of income could be settled. But income is used for so many dif-
ferent purposes that a set of decisions on the three major issues
appropriate to one use of a measure of income may very well be
inappropriate to another.

A period of changing prices especially urgently poses the issue
between the real and the money measure of income. If a real
measure of values were used throughout the economy, strong
arguments could be made for a real measure of income. But in an

94



economy in which many contractual relations are expressed in
money terms certain inequities would be introduced by measur-
ing business income in real terms while government obligations,
corporate bonds, and bank deposits were still fixed in money terms.

The accountant’s rejection of accrued income, which implies
among other things, excluding from income changes in going
value, is based primarily on the practical necessity of making
income an objective measure. But subjective valuations are
inherent in any useful concept of income so that the user must
make his own adjustments to the accountant’s measure.

Capital gains can be recognized as a form of income, but a
form which requires separate treatment from the point of view of
most of the uses of income. The accountant’s procedures do lead
to the separate treatment of capital gains on earnings assets
sold out of the normal course of the business, but capital gains
on inventories and on other assets which are eventually charged
to cost ultimately appear confounded with normal income.
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BUSINESS INCOME CONCEPTS IN THE LIGHT OF
MONETARY THEORY

Mi chiamano Mimi, il perché non so. “La Boheme.”

I. INTRODUCTION : MONETARY THEORY AS A BRANCH oF ECONOMICS

“Monetary theory” and ‘“economic theory” are a difficult pair

of concepts to distinguish. “Monetary theory,” however, has come
increasingly to refer to that part of economic analysis which
treats of the economic aggregates, such as the national income and
product, the general price level, the total volume of output and
employment. Originally focused almost entirely about price level
problems, it has been expanding steadily to encompass the other
aggregates mentioned, and more in addition. A recent authorita-
tive volume giving a clear idea of the scope of modern monetary
theory is Professor Alvin Hansen’s Monetary Theory and Fiscal
Policy.!
- Monetary theory is set off at times against “economic theory
proper,” which concentrates its attention on relative prices and
on the production of single commodities and small groups of
closely related commodities (complements and substitutes), mean-
while assuming the aggregates to remain constant.

Sometimes the distinctions between “monetary” and “eco-
nomic” theory are put differently; a brief terminological excursus
may be of some assistance to the reader who has not cared to
remain abreast with the economists’ professional patter. To
many authorities, “economic theory” is a general term, with
“monetary theory” and “price theory” the principal species there-
under. To others, what we have called monetary theory is known
as “macro-economics,” whereas relative price theory is “micro-
economics;” the distinction uses the Greek words for “large” and
“small” respectively. Since its emancipation from primary con-
cern with price level measurement and determination, monetary
theory has also become known as “aggregative economics” or “ the-
ory of income and employment.” The terminology, like the content,

INew York: McGraw-Hill, 1949. See also George N. Halm, Monetary Theory
(Second Edition; Philadelphia; Blakiston, 1946).

97



is in a state of flux ; perhaps another generation may see it clarified
or at least solidified.

The boundaries between monetary and economic theory, to
return to the terms used in the Business Income Study, are
nowhere defined with any precision, and with good reason. On
the one hand, any really important fluctuations in the prices and
production of a few basic commodities will have appreciable effects
on the aggregates. For example, a changed wage rate for unskilled
factory labor will have significant reactions on total income, em-
ployment, consumption, investment, and general prices. Or, to
cite a more extreme example, some writers ascribe a major part
in the over-all recession of 1927 in the United States to the action
of a single major enterpriser, Henry Ford, in closing down his
plants for conversion from Model T to Model A.? On the other
hand, the relations between economic aggregates may differ
according to the detail of their composition. Consider as an
illustration the “consumption function,” which is used frequently
to summarize the relation between aggregate consumers’ income
and aggregate expenditures for consumers’ goods. It is certainly
conceivable and may be significant that the distribution of income
between different classes of consumers will alter the total of con-
sumption expenditures out of a given total national income?®;
changes in the relative prices of consumers’ goods may have simi-
lar effects.

The two main branches of economics, unfortunately, have not
yet been integrated in any completely satisfactory manner. There

2For brief discussions of the role of Henry Ford in the 1927 downturn see Elmer
C. Bratt, Business Cycles and Forecasting (Third Edition: Chicago: Irwin, 1948),
p. 273, and Thomas Wilson, Fluctuations in Income and Employment (Third Edition :
London Pitman, 1948), p. 138.

3A study by Harold Lubell, “Effects of Redistribution of Income on Consumers’
Expenditures,” presents the following tentative results on this point:

Type of Income Percent Increase Percent Decrease
Redistribution in Expenditures in Saving
10% toward Equality 0.52 55
50% “ “ 2.87 30.5
100% “ “ 5.82 615

The level of income assumed is taken as constant in this study, which was pub-
lished under the above title in 37 American Economic Review (March and December,
1947), pp. 157-170, 930. The table reproduced is found at p. 930.
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sometimes arise actual or apparent contradictions between their
results, particularly in some aspects of wage theory and of the
analysis of international trade. Most of the better economists
content themselves with working in both branches with as much
insight and technical skill as they can command, and with check-
ing the results obtained in each branch with the aid of the other.

II. Tap TREND OF PRICES

One of the major concerns of monetary theory, or any of its
modern synonyms, has always been prognosis of the long-term
trend of prices under existing or proposed monetary institutions.
Needless to say, it has not always been uniformly sueccessful in
its forecasts. At the present time, however, the weight of both
authority and evidence seems to indicate a long-term trend of
general prices rising erratically into the indefinite future, with
each period of prosperity marked by price increases which will
not be cancelled out completely in the succeeding period of slack-
ness.

If this diagnosis of a ratchet under the price level is sub-
stantially correct, the definition of business income becomes a
matter of persistent and important praetical significance as well
as an academic question for accountants, economists and statis-
ticians.* If business income continues to be defined generally net
only of reserves sufficient to replace capital instruments at their
cost of production, with no allowance for systematic increase in
their cost of replacement, at least three important consequences

4This should not be taken to deny the vital importance of the definition to par-
ticular companies and individuals in any wide price movements whatever, even about
a constant long-term level. For the business world as a whole, Mr. Justice Stone wa
quite correct in his remark (United Railways v. West [1930], 280 U. S. 234) : -

“Costs of renewals made during the present prolonged period of high prices
and diminishing replacement costs tend to offset the higher cost of replacing arti-
cles purchased in periods of lower prices.”

if one assume a stable long-run price level. He was certainly wrong for single com-
panies or. individuals, whose investments were concentrated at one period or another,
or who were involved in complex legal relations involving estates for lives or terms or
years, or remainders certain or contingent, in income-producing or upkeep-requiring
property. Cf. Arthur Dean, An Inquiry into the Nature of Business Income Under
Present Price Levels (New York: American Institute of Accountants, February,
1949), p. 841,
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will follow, in the absence of some offset equally potent.® First,
the percentage of income so computed which is available for dis-
tribution to stockholders without impairment of their equity must
decline below its customary value, with unfortunate consequences
for amicable relations between stockholders and management.
Second, the proportion which business income so defined bears to
total business receipts and disbursements, including particularly
industrial payrolls, must rise permanently above the proportion
considered reasonable before World War II, with unfortunate
consequences for amicable relations between business on the one
hand and consumers and labor on the other. Third, any income
or excess-profits tax liability ascertained on the basis of business
income so computed will play in some measure the role of dis-
guised capital levy in addition to its ostensible character of income
or profits tax. o

To justify our forecast of secularly rising prices, we rely
primarily on historical and secondarily on analytical grounds.
Secular inflation, it cannot be overstressed, is nothing new.
Neither the New Deal nor the trade unions nor the Germans nor
the Russians invented it. It has been rather the general trend
of price history throughout the ages, pre-capitalist and capitalist
alike. It has been the universal release from the dead hands of
the rentier, creditor, and hoarder. It has nullified all our pretty
preachments about the virtues of thrift and the mystic powers of
compound interest. The century and a quarter (1815-1940) fol-
lowing the Napoleonic Wars was perhaps the longest period in
history without marked upward trend of prices in the leading com-
mercial nations; our historical and analytical insights have not

5Technical progress may but need not provide such an offset, as will be illustrated
in the following hypothetical example. Suppose a machine, which produces 1000 units
of output per year, to cost $10,000 and to have a working life of 10 years. At the end
of this period, both the price level and the efficiency of the machine have doubled, so
that the replacement now costs $20,000 but produces 2000 units of output per year. In
terms of the physical productive power at his command, the owner of the machine
will have suffered no loss so long as technical progress has kept pace with inflation.
In terms of geaeral purchasing power, he may still suffer a loss unless the price of
the product also keeps pace with the general price level, which outcome is somewhat
unlikely in a manufacturing industry benefiting from major technological innovations.
Compare a comment by Senator Joseph C. O’Mahoney, at the Profits Hearings of
the Congressional Joint Committee on the Economic Report, p. 65.

100



yet emerged from its spell sufficiently to realize how abnormal it
was. Lord Keynes in a neglected passage of his General Theory
has summarized the broad sweep of price history in a singularly
clipped and masterly manner:®

“The very long-run course of prices has almost always
been upward. For when money is relatively abundant, the
wage-unit rises; and when money is relatively scarce, some
means is found to increase the effective quantity of money.”

Secular inflation, however slow its annual average rate, cumu-
lates over the generations in glacial fashion to a tremendously
powerful force. “A rise of prices of only 2 per cent a year seems
small,” Slichter reminds us.” “But it will cause the price level
to increase about 25 per cent in a decade, and to double in less
than forty years.” A few random illustrations from various coun-
tries will illustrate the efficacy of secilar inflation over the cen-
turies of debasement, repudiation, devaluation, and forthright
monetization of debt.

To the Emperor Charlemagne (800-814) we owe not only the
establishment of the Holy Roman Empire but also the establish-
ment in this Empire of the pound, or livre, of silver as a monetary
standard for most of Western Europe. Leaving to the anti-
quarians the minor differences between Charlemagne’s pound and
the present Anglo-American unit of weight, it is interesting to
compare very roughly the present value of a pound of silver with
the present value of certain European currencies based upon it.
A pound of newly-mined domestic silver, at the (subsidized)
U. 8. Treasury price of $1.29 per ounce, is worth $20.64. Com-
pared with this figure in excess of $20.00, the British pound
sterling is valued at $2.80. Turning to Continental currencies, we
find the Swiss franc® quoted at 23.6 cents, the Belgian franc at

6], M. Keynes, The General Theory of Employment Interest and Money (London
and New York: Harcourt Brace, 1936), p. 307.

TSumner H. Slichter, The American Economy (New York: Knopf, 1948), p. 43.

8The name livre was changed to franc in French-speaking countries following the
French Revolution, but the change of name itself involved no alteration in the metallic
~ content or value of the coin involved.
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2.16 cents, and the French franc at slightly less than 15 of a cent
on the free market! Abstracting from changes in the price of
silver relative to other goods, we can see in these figures evidence
of depreciations over an 1100-year period ranging from 86 per
cent for Great Britain to the legendary 99 44/100 per cent figure
for France. The American monetary system of course shows no
such direct historical link with Charlemagne’s day, but its prog-
ress can be summarized in another of Slichter’s conclusions:®
“Today the wholesale price level in the United States is over three
times as high as it was two hundred years ago, and over twice as
high as it was a hundred years ago.”

From time to time attempts were made, from considerations
of morality or on behalf of creditors, to reverse the trend of secular
inflation by the provision of new currency of standard weight and
fineness. (We speak, needless to emphasize, of periods prior to
the rise of modern deposit banking.) This new currency would
disappear promptly, being worth considerably more as bullion
than as coin, while the debased or under-weight or clipped cur-
rency would continue to form the active circulation and prices
remained as high as ever. The futility of such efforts as these to
turn back secular inflation gave rise to the aphorism “Bad money
drives out good,” ordinarily called Gresham’s Law after an Eliza-
bethan statesman and financier who enunciated it in Shakespear-
ian English. (Earlier versions can be found in the writings of
such men as the medieval French economist Nicole Oresme, the
classic Greek dramatist Aristophanes, and the legendary Chinese
philosopher Confucius.)

Evidence of secular inflation is also obtainable from the very
names of monetary units. In Brazil, for example, the basic unit
under Portuguese rule was the real (plural, reis). As inflation
progressed over the 19th and 20th centuries, the purchasing power
of the real shrank to a cumbersomely small quantity, and the basic
Brazilian monetary unit is now the milreis of 1000 reis. When we
consider subsidiary monetary units, in which most consumers
goods were ordinarily priced at retail, we find country after coun-

9Slichter, op. cit., p. 160.
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try in which these have passed nearly or entirely out of existence
as inflation has progressed. Examples are the French sou and
centime, the Italian centesimo, the Greek lepton, the Chinese cent,
or the Japanese sen and rin.

A long-term upward price trend such as we are forecasting,
then, represents not a break with all past history but rather the
resumption of a movement which can be traced back to classical
antiquity. It is the century and a quarter of prices fluctuating
widely around a horizontal trend, beginning after the battle of
Waterloo in 1815, which becomes a hiatus in a history of rising
prices, as much of a hiatus in its way as are the occasional hyper-
inflations which have accentuated the long-term trend.

Let us consider the hiatus of 1815-1940, when the trend of
prices remained horizontal through a series of sharp cyclical
oscillations, in slightly more detail, together with its accompany-
ing monetary theory. The period was marked in most industrial
and commercial countries by an unusually rigid adherence to a
metallic currency standard, of uniform weight and fineness. On
the goods side, there was a remarkable succession of innovational
booms and territorial expansions which provided a singularly
rapid growth rate of economic activity despite what many present-
day writers would consider the binding restraint of its monetary
arrangements. The ages of steam, railroads, steel, electricity, and
petroleum overlapped both each other and the “expansion of
Europe” to America, Africa, and the IFar East. During this
period, not only did general prices not rise, but price declines
constantly seemed in the offing and actually prevailed over periods
as long as a generation (1866-1896 in the U. 8.). They were
staved off more or less completely by such extraneous coincidences
as new discoveries of precious metals (California, Australia,
South Africa, Yukon), improved processes for extracting gold
from low-grade ores, and most important, by the expansion of
banking and credit institutions which increased the “velocity of
circulation” of a given monetary base.

The conditions of 1815-1940, more particularly the limiting
influence of the gold standard or sound money “religion,” are dead
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and gone, perhaps forever. The guiding fetish of monetary policy
is no longer “sound money;”’ “full employment” has taken its
place, and “stable prices” are lost in the struggle. Nineteenth
century monetary theory, however, continues to exercise a great
deal of influence on business thought and action, particularly on
the older generation of business leaders, largely in the direction
of anticipating price trends similar to those of the period 1815-
1940.

During this “stable price” period, as we have said, price de-
clines constantly threatened, and might conceivably have eventu-
ated except for the effects of gold discoveries and innovations in
economizing the use of the precious metals. The monetary theory
of the period, operating so to speak in the shadow of the gold
standard, stressed the possible consequences of long-term declines
in general prices, or at least slighted the possible consequences
of the opposite type of movement. Some writers, such as the in-
fluential Swedish economist Gustav Cassel, feared the deflationary
outcome of a world-wide gold famine. Others, including Irving
Fisher, perhaps the outstanding American monetary theorist of
the first third of this century, proposed various modifications in
the gold standard itself to forestall such a deflationary movement.
A minority, who pointed out the desirable effects of falling prices
on fixed-income consumers, were excoriated as tools of the creditor
interests of Wall Street.

In the present Age of Full Employment, our thought remains
centered, or at least returns periodically, to the price outlook
appropriate to the Age of Gold. Why should this be? Part of the
explanation, presumably, is sheer lassitude combined with harden-
ing of the mental capillaries. Part is “cultural lag,” which may be
only an abstruse sociological expression of the same idea. In part,
also, poignant memories of 1920-21 and 1929-33, when prices did
indeed move downward with a certain inexorability and every
appearance of permanence, are still with us, and we are overly
addicted to comparisons between postwar periods simply as being
postwar, without adequate consideration of differences between
them.
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III. TuaEe PRricE RATCHET

Let us spell out in more detail the type of price movement
which much contemporary monetary theory anticipates for an Age
of Full Employment. It is definitely not a smooth or even rise,
by a certain number of index or percentage points a year, like a
curve of population or productivity. It is rather a series of up-
ward jerks and starts, occurring at irregular intervals and un-
compensated by downward movements of anything like equal
intensity. It has been likened to a jack or a ratchet in its opera-
tion, being constantly susceptible to upward pressure but highly
resistant to pressure downwards.

In the future as in the past, the purchasing power of money
is expected to fall, and prices are expected to rise, under condi-
tions of cyclical boom or of international conflict. Even with
guaranteed full employment, we may be able to moderate the
extent of future rises somewhat by monetary and tax measures,
if these can be adopted early enough and with sufficient strength.
Specific price controls of the OPA type, combined with rationing
and allocations, may, under the same assumptions and if con-
tinued for a sufficiently long period, maintain the purchasing
power of a certain quantity of each individual’s money completely
constant over rationed amounts of price-controlled goods. Price
indexes weighted heavily with these goods would also remain
highly stable. This statistical stability, however, like the mother
younger than her son in Iolanthe, is usually spurious. When the
purchasing power of one portion of a man’s income, spent on the
rationed amounts of price-controlled goods, remains approximately
constant, what happens to the purchasing power of his other
assets and the remainder of his income? It may shrink to zero in
purchasing power (if the resources are blocked, and cannot be
spent at all). It may fall precipitously (if spent on black markets
or luxury goods not reflected in price indexes). It may shrink
sharply, in ways not measured by price indexes, through induced
expenditure on goods which a man does not particularly desire
(lottery tickets, government bonds) rather than those which he
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would prefer at existing prices.’® Some fall in the purchasing
power of money, in any case, we may fairly continue to anticipate
in most boom or war situations, not necessarily so great as in the
past but still fairly substantial, pending real improvements in the
technique of devising and administering controls and “selling”
them to a free electorate.

So much for periods of boom and war prosperity, where the
link with the past is strongest. The break with the past is ex-
pected in what would otherwise have been periods of depression,
recession, readjustment, or what have you. We shall not venture
on the disputatious terrain of business cycle theory, except for a
statement, to which most economists and business men will agree,
that these downward movements will continue at irregular inter-
vals in the future for some time. (We have not learned to elim-
inate them, although we can perhaps lessen their amplitudes and
mitigate their effects.) Our claim is only that the price level
cannot be expected to fall, or the purchasing power of money to
rise, in such periods in the future to the same extent as it has done
in similar periods in the past, or indeed to an extent sufficient to
keep the long-term trend of prices on a horizontal level. The rea-
son for this claim is the strength of what its friends call the
philosophy and its enemies the fetish of Full Employment.

The process of deflation (downward price adjustment) is
always painful and never welcome to the active business com-
munity. It decreases the market value of assets, and increases
the real burden of debts and other fixed charges. Even when they
accept the abstract proposition that general prices or the cost of
living are too high, business men and workers resist any cuts in
their particular prices and wages, fearing to “spoil their markets”
in some sense. This resistance does not require collusive agree-
ment of any sort to make itself effective, although open or tacit

10Tf a consumer is sufficiently poor as to afford to purchase no more than his
rations, the purchasing power of his entire stock of money or his entire income is
maintained by a price control and rationing system. As his status rises, so that less
and less of the expenditures he can afford are provided by his ration, the purchasing
power of his total money stock or income is progressively reduced. The price control
and rationing system, therefore, operates strongly in the direction of overcoming
inequalities in the distribution of money income and wealth, and preventing their
manifestation in inequalities of real income. This effect, widely known and well

understood in Europe and the United Kingdom, has received less attention in the
United States.
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collusion is frequently present as an additional support. When
goods are not moving at existing prices, and priece declines are
being fought, the obvious method of resistance is to reduce pro-
duction to the amount salable without price cuts, while awaiting
an upturn in demand. Reduced production, in turn, leads with
a relatively short lag to reduced employment of labor.* The
process of adjustment is made more painful, and effective com-
promise with deflation is made more difficult, by consumers’ ex-
pectations of price cuts and more price cuts. These expectations
induce postponements of purchases, and prevent any but the most
drastic price reductions from stimulating production and em-
ployment as much as one might otherwise expect. Once substan-
tial unemployment develops, the situation becomes worse. Con-
sumer buying power falls off, downward price and wage pressure
is intensified, and a further cycle of production and employment
cut-backs is required if prices and wages are to be maintained or
if cuts are to be minimized.

Among the sharpest pains of price deflation are underproduc-
tion and underemployment. These develop initially, as we have
tried to show, while price cuts are being resisted. Once they have
developed, however, they are not eliminated immediately when
the cuts are made. Since the price or wage which A pays is the
income which B receives, successive cycles of price and wage cuts
reduce purchasing power along with prices and costs, and do not
go very far in solving the problem created by the original resist-
ance to deflation.’? They may very well make the problem worse,
through generating anticipations of further cuts.

. 11“Guaranteed annual wage” and “severance pay” plans are devices to increase
this lag. They are expected to induce employers to reduce employment less rapidly
than production, and to keep their labor force intact despite reductions in their activity.

12The late Lord Keynes, in the famous Chapter 19 of his Genmeral Theory, went
even further, and denied that price and wage cuts had any favorable effects on produc-
tion and employment even in the long run. Without considering the subsequent con-
troversy in any detail, this writer would like to dissent from so extreme a position.
Price and wage cuts do, in his opinion, eventually generate a favorable effect on em-
ployment and output by increasing the purchasing power of money assets and fixed
money incomes. Consumers are induced by the high purchasing power of their
remaining assets both to spend more freely for consumption goods and to invest more
freely. in production goods. This, however, is a long-run adjustment, whose strength
and timing are unreliable and which may be offset for long periods by the unfavorable

anticipations and the reduction in deposit currency which depression brings with it.
It is not of much use in the short period.
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Consider this analysis from the viewpoint of a political-eco-
nomic pressure organization, such as a trade union or a trade as-
sociation. Labor, agriculture, commerce, and industry have
become and are becoming better organized for economic and
political pressure than they have ever been before. It is to their
interest to exercise all the influence at their command to prevent
price and wage declines, with the painful adjustments which ac-
company them.’® “Full production,” and “full employment,” ob-
viously good in themselves, serve admirably as slogans, especially
when price and wage cuts can be shown so ineffective in bringing
them about. To achieve and maintain “full employment” is to
achieve and maintain immunity from the pains of price deflation.
Unfortunately (to the consumer at any rate) it is also to achieve
and maintain resistance to anything substantial in the way of
price declines themselves. For why should prices and wages ever
come down when demand falls off, if a beneficent Government can
be prompted by pressure and magnanimity to provide supple-
mentary demand in the interests of full production and employ-
ment?

The present Administration accepts the philosophy of guaran-
teed full employment and production, as do leading segments of
the Opposition. Given its general economic philosophy, and given
the pressures of business, labor, and agricultural organizations,
this or any other electable Government is expected to choose full
employment above lower prices whenever unemployment threatens
in substantial measure. This is particularly true in the present
(1949-50) international tension, when any domestic recession is
seized upon by our Soviet and other opponents in the world-wide
propaganda war currently raging. Government is expected to
yield by supporting “demand” and “purchasing power”, in the
interest of full employment. In some cases this support will take
the form of floors under the sagging prices (mainly in the agri-
cultural sector). More usually, it will maintain demand and pur-
chasing power in support of general prices through public works,

13This sentence of course requires some modification in the case of business and
to a lesser extent agricultural organizations, who stand to gain by cost reductions if
wage rates and raw material prices fall during any deflationary readjustment.
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tax reductions, armament programs, foreign dumping, consumer
subsidies, or other weapons in its ample arsenal—all of which,
of course, maintain prices simultaneously with employment in
one or more sections of the economy.

This is not the entire story, since it omits the threat of “un-
employment inflation.” Let unemployment be defined, in accord-
ance with the usual practice, as inability to find work at going
wages, whatever these may be. The way is then left open to wage
inflation by unions who attempt to raise going wages to bolster
their members’ purchasing power when unemployment threatens,
or even when it is present. This is “unemployment inflation.” In
a competitive labor market, unemployment inflation would be
practically impossible. An individual refusing work at the market
wage rate would be considered voluntarily unemployed, and no
reasonable full employment policy would require concessions to
him. Under trade unionism, however, organized labor can and
does affect the going rates themselves by successful collective bar-
gaining. Indeed, such is the essence of successful bargaining.
With going or market wage rates subject to bargaining, and
unions exempt from anti-trust prosecution in respect to their
normal bargaining activities, the unemployment inflation problem
is at least potentially a serious one.** Until checks to unemploy-
ment inflation are devised, any full employment program in a
collective bargaining economy runs the risk of positive inflation
even while the Government is engaged actively in bolstering the
economy.

IV. STAGNATION AND UNDERCONSUMPTION

To show how significantly the pattern of our economic life
may be changed under a regime of full employment and price

14May unemployment inflation also start from the price side? Yes, insofar as
price rigging is exempt from anti-trust prosecution, or such prosecution is ineffective.
No, on a competitive market.

Consider a small employer on a competitive market, who raises prices without
prior wage increases in a depressed situation. He risks the loss to rivals, first of his
market and then of his labor force, without arousing Government intervention on his
behalf. A large employer or a trade association which raises prices under similar
circumstances faces anti-trust prosecution with a dangerous prima facie case against
it, unless, like a trade union or a farmers’ co-operative, it is exempt from such action.
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ratchets is the task of this excursus devoted to “stagnation” and
‘“underconsumption”, the twin bogeys of the 1930’s, as yet in-
completely exorcised either in labor or political circles.’® We
shall not consider in any detail the validity of these beliefs in a
competitive, stable price economy, although our personal conclu-
sion is negative. Our claim here is only that, with a rising price
level, whatever danger of economic stagnation or chronic under-
consumption may have otherwise existed is greatly reduced and
perhaps eliminated entirely.

Stagnation and underconsumption are more closely related
to business income in matters of policy than in matters of defini-
tion. If the American economic system in peacetime is indeed
stagnating from insufficient mass purchasing power to buy back
a full-employment output of consumption goods, what is more
natural than to increase consumption by shifting income away
from business toward labor, agriculture, and low-income consum-
ers generally, and to advocate fiscal, price, and wage policies
which will bring this result about? Opponents of the stagnation
and underconsumption theses take more friendly positions toward
business income and policies designed toward maintaining or in-
creasing its relative share. Even in matters of definition, how-
ever, one would expect an economy threatened with stagnation
and underconsumption to be less sympathetic to proposals which
would effectively reduce the melon to be cut than an economy
which is not so threatened.

In past periods of high prices and high costs, which were not
expected to continue for much longer, individuals and business

15Useful and influential contemporary summaries of the “stagnation thesis” in
different forms are to be found in Alvin H. Hansen, Fiscal Policy and Business Cycles
(New York: Norton, 1941), especially chapter 14, and H. Gordon Hayes, Spending
Saving and Employment (New York: Knopf, 1945). See also Benjamin Higgins,
“Concepts and Criteria of Secular Stagnation,” in L. A. Metzler et al., Income Em-
ployment and Public Policy (Essays in Honor of Hansen, New York: Norton, 1948)
pp. 82-107. George Terborgh has attacked the thesis particularly sharply in his
Bogey of Economic Maturity (Chicago: Machinery and Allied Products Institute,
1945), and the current trend of American economic thought seems to be away from it.
The controversy itself goes back to Marx and beyond. Most of the great names in
theoretical economics have participated; among English-speaking writers, John A.
Hobson has been the leading storm center, and Lord Keynes leaned strongly in the
Hobsonian direction in the last two chapters (23-24) of his General Theory, op. cit.
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concerns felt safe and insured against depression when they held
cash or gilt-edge debt securities (bonds) already in existence and
promising fixed money income. The same alternative was open
to them when rates of profit on venture or equity capital fell
below “expected” or “normal” levels. Economists believe that
shifts of investment away from equities and other types of risk
capital to cash and debt securities have helped to bring booms
and inflations to their end. They also believe that similar move-
ments, continued during periods of falling prices after the boom
is over, have intensified depressions.

If price declines of the magnitude of 1920-21 or the duration
of 1866-96 can no longer be anticipated in this country, the motive
to hold cash or gilt-edge bonds is weakened. When prices are
rising secularly, holding of such investments entails almost in-
evitably a loss of purchasing power in the long run, although still
a valuable cover against temporary downturns. It is now neces-
sary for the investor to hedge in nearly all periods against both
inflation and deflation, with the former almost certain to be
dominant except during the very peak of a boom.

The foregoing analysis is a prelude to consideration of the
stagnation and underconsumption theses, because shifts out of
consumption goods and other investments into cash and debts are
an important part of the mechanism by which stagnation and
underconsumption allegedly affect the economic system. As the
private economy approaches full employment, it is said, or after
full employment has been reached fortuitously for a time, profit
margins tend to fall. There are three principal reasons for this.
In the first place, the total output of goods increases as existing
capacity is utilized completely and new capacity comes into opera-
tion, but insufficient additional income (above the full-employ-
ment level) is available for their purchase at existing prices. This
is generally accepted, even by many critics of stagnation and
underconsumption ; it is illustrated, for example, by the swelling
of American industrial output in 1948 and the price weakness of
1949. 1In the second place, the demand for consumption goods, at
least over the short period, increases less than proportionately to
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consumer incomes. Consumers, with their high full-employment
incomes, tend to lay aside and leave unspent a larger proportion
of these incomes than they laid aside out of their previous lower
partial-unemployment incomes.’® The generality of this rule is
open to dispute, but an illustration can perhaps be seen in the rise
of the “savings ratio” in the United States since 1948, although
price resistance is a complicating factor. In the third place, profit
margins are pinched from the cost side as well. “Marginal”
workers and natural resources must be used, and overtime must
be worked. Suppliers’ prices and wage rates tend to rise. Inter-
est and rent contracts cannot be renewed except at higher rates.
In general, unit costs rise and break-even points move upward
toward a higher percentage of physical plant capacity.

‘When profit margins fall, the comparative attractiveness of
liquidity increases. Individual and corporate savers shift part
of their funds from productive investment (capital goods and new
securities) to holdings of cash, bank deposits, and high-grade
bonds, or to repayment of debt outstanding. Demand for current
output as a whole, consumption plus investment goods, will there-
fore decline just as output is expanding. (The decline in con-
sumption-demand and the increase in total output were discussed
in the previous paragraph. The shift of investment funds, accent-
uated by the completion of plant expansion programs, accounts for
the decline in investment demand.) With the decreased demand
for goods in general, either sales volume or prices or both weaken,

16The nature and stability of the so-called “consumption function” which relates
total consumer incomes to total expenditure on consumption, has become a subject of
increasing dispute among economists and statisticians since forecasts based upon it
fell short of actual consumption in the period 1945-56, and contributed to the errone-
ous predictions of immediate postwar depression. Among the problems raised by the
function is this: over an individual business cycle, the savings ratio, or proportion of
income saved, usually rises with income. Over a longer period, however, it appears to be
nearly constant from one cycle to the next, despite the upward trend in income. Of
the increasing volume of literature on the consumption function, the following recent
articles are worthy of particular mention: James S. Duesenberry, “Income-Consump-
tion Relations and Their Implications,” in Metzler et al., Income Employment and
Public Policy, op. cit, pp. 54-81, and Franco Modigliani, “Fluctuations in the Saving-
Income Ratio: A Problem in Economic Forecasting,” 11 Conference on Research
Income and Wealth (New York: National Bureau of Economic Research, 1949),
pp. 371-441, See also, for earlier developments, M. Bronfenbrenner, “The Consump-
ti(;)fsfunction Controversy,” 14 Southern Economic Journal (January 1948), pp.
304-320.
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and profit margins fall further, producing another cycle of in-
creased demand for liquidity. At the same time that demand for
money, in particular, increases, “sound” commercial banking pol-
icy operates to decrease its supply. In situations of weakened
demand and reduced profit margins, commercial banks’ loan
standards stiffen. They seek cash and Central Bank reserves
above the legal minimum, and shift their own investments from
loans, which create deposit currency, to bond purchases, which do
not. The result is refusal to renew some loans as they expire,
calling of loans that may be overdue, refusal to make new loans
as old loans are paid off. The decline in bank loans brings about
reduction in the volume of deposit currency, and increased mone-
tary stringency. The tendency of sound commercial banks to
reduce the volume of deposit currency, in the interest of their own
liquidity, just when the demand for money in general increases,
is part of what economists call the “perverse elasticity” of a frac-
tional-reserve banking system like our own.

Facing falling profit margins and a tightening money market,
business men reduce production and employment, liquidate such
inventories as they can dispense with, and decline is on in earnest.
The business community’s urge for greater liquidity, given falling
profits, is a fundamental step in the process. At such times, busi-
ness men find it increasingly difficult to obtain liquid assets from
the banks by borrowing, from the public by selling stock, or by
liquidating inventory except at losses, and they encounter increas-
ing demands for cash by their creditors. They can improve their
position by shifting assets away from production and employment,
and providing greater liquidity from their own resources. The
effects on employment, income, expectations, and demand are all
unfavorable, but what can the individual business man do?

This analysis has attempted deliberately to present the stagna-
tion-underconsumption position plausibly and sympathetically.
If, as it implies, prolonged full employment generates forces
which bring it to an end, any private capitalistic economy is
doomed to operate below full production and employment for the
greater part of the time. This is precisely the charge of the stag-
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nation and underconsumption theories. In the past, the argument
continues, rapid population growth and expanding geographical
frontiers provided additional investment opportunities based on
future potentialities rather than present conditions, and concealed
underlying tendencies toward stagnation for the greater part of
the first century and a half of capitalism—until approximately
1914 according to some, or 1929 according to others. But with
declining population growth, and with the closing of many major
frontiers in capitalist countries, the situation was expected to
become worse. Whether or not the standard of living under capi-
talism continues its secular rise, new savings will constantly seek
investment in competition with old. In consequence, the volume
of capital in existence would rise as well. The increasing volume
of existing capital, competing with new saving, would lower
steadily the rate of return on additional investment. With a
falling rate of return on active investment, hoarding would in-
crease in attractiveness, and exert an increasing drag of depres-
sion and unemployment on the economy.

A number of economists, mainly of liberal and Socialist per-
suasions, have proposed various ways out of the stagnation-under-
consumption difficulty. Most of these solutions react unfavorably
on business income before or after taxes. Omne group, including
John A. Hobson and H. Gordon Hayes, stress the distribution
of income and wealth. They focus their attention on plans to
increase consumption and decrease saving by redistribution of
income, as by progressive taxation and social service expenditure,
largely away from business and property in favor of lower income
labor groups who are believed to consume a larger proportion of
each additional dollar they receive. Such influential New Deal
economists as Alvin Hansen of Harvard University and Leon
Keyserling of the Council of Economic Advisers have proposed
to supplement private investment for profit as a source of em-
ployment and production with government investment, sometimes

17This is the essence of the Marxian doctrine of the “falling rate of profit.”
“Profit,” the above argument suggests, should continue to fall unless income declines
(or the stock of capital rises) until new saving equals no more than depreciation
allowances on existing capital.

114



for traditional public purposes (schools, highways, parks), but
commonly competitive with some form of private business (low-
cost housing, public electric power projects, additional steel cap-
acity). A third group, including Mordecai Ezekiel, A. P. Lerner,
and J. H. G. Pierson, think in terms of subsidizing full production
and employment by guaranteeing consumer income or expendi-
tures at a full-employment volume. They would use new money
issues or permit a rise in the national debt, rather than extraor-
dinary taxation, to finance whatever guarantees had to be made
good, and are willing to risk inflation from any future increase in
the rapidity of circulation of the expanded money supply or the
monetizable national debt. Fourth and finally, the Marxists deny
the practicability of any solution whatever, short of a Socialist
revolution and a centrally planned economy on the Eastern
European model.

‘Whatever validity these views may have—and we are not con-
cerned with their criticism here—is reduced when the price level
is undergoing a secular rise. If liquidity is certain to involve a
loss in the purchasing power of one’s principal, the incentive to
invest in productive activity or investment goods at any positive
rate of return, however small, will be much stronger than other-
wise. In particular, durable and storable commodities (grains
and metals) may replace cash and debt securities as sources of
liquidity in the long run. This development may, if it comes,
provide for industries producing durable and storable commodi-
ties the same sort of “lift” to these industries in depressed periods
which the gold standard provides for gold mining and which the
Graham-Graham “commodity reserve currency” proposal was
designed to generalize to other raw material industries.!® The
urge to buy immediately, rather than at higher prices in the
future, may also be important for some durable consumers’ goods

18Commodity reserve currency proposals are associated in this country particu-
larly with the names of Benjamin Graham of Columbia University and Frank D.
Graham of Princeton University. See Benjamin Graham, Storage and Stability (New
York: McGraw-Hill, 1937) and Frank D. Graham, Social Goals and Economic Insti-
tutions (Princeton: Princeton University Press, 1942). For a criticism, consider
Alvin H. Hansen, Economic Policy and Full Employment (New York: Whittlesey
House, 1947), ch. 18, especially pp. 219-21.
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(automobiles) and for consumers’ capital investments (houses
and home repairs).

It is probably an exaggeration to forecast that the speculative
motive for holding cash and high-grade bonds as bearish hedges
will ever be eliminated entirely in a society such as ours. Even
with an upward trend of prices continuing over a longer period
than it has, and recognized more widely as such by the general
public, there will remain occasional periods of price decline, minor
and secondary if you will but still distinctly perceptible, such as
the last quarter of 1948 and the first half of 1949. Holding of
cash and bonds will remain eminently judicious at such periods,
even if they be shorter than they have been in the recent past.
All that can be said is that the speculative motive for hoarding
and liquidity will be weakened rather drastically.

Furthermore, some possible hedges against inflation are like
cash hoarding as a hedge against deflation, in that they cause
little or no demand for current output, so that a shift of demand
in their direction appears as stagnationist as hoarding in its
implications. Undeveloped real estate or old houses are examples,
as are equities already in existence. Gold coins, antiques, old
masters, and other collectors’ items will serve as illustrations of
inflation hedges which involve relatively little demand for current
output. Notice, however, that these are not of great quantitative
importance, that any elasticity in their stock is benign and not
perverse, and that current production may serve as a fairly
adequate substitute for purposes of hedging against inflation.
If, for instance, people wished to buy existing house properties
as protection against inflation and bid up their prices sufficiently
high, new houses employing current labor and capital will serve
their purposes equally well. In jewelry and art objects as well,
current production competes with the heirloom stock, although
the latter is probably much larger quantitatively.

If we are correct in concluding, first, that the long-term trend
of prices will be upward for an indefinite period, and second, that
the problem of under-consumption and stagnation will be much
less pressing with prices rising than constant or falling, we can
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expect public feeling against high business income to lose much
of its force and vehemence. Admittedly, the proportion of business
income which is saved, either as undistributed earnings of corpo-
rations or as personal savings of their stockholders, is considerably
greater than the corresponding proportion for income as a whole.
With an upward trend of general prices, however, this should lead
not to hoarding of cash and debt securities but to increased invest-
ment in equities and commodities. If increased investment in-
creases final output, or otherwise lowers the rate of return on
venture capital, the result will not be under-employment and a
flight to debts but an automatic correction, through pérmanently
lower profit margins, of the very “maldistribution” of income
which may have caused investment to expand so rapidly in the
first instance. Controversy regarding the distribution of income
and wealth will not be eliminated entirely by this development,
but the economic argument about “maldistribution”, centering
as it does about the stagnation and underconsumption theses, will
be weakened greatly, and future controversy will concern itself
mainly with considerations of ethics and politics.

V. MEASUREMENT OF BUSINESS INCOME UNDER RISING PRICES

If we can accept the high probability of a continued upward
price trend, with the more favorable philosophy it engenders
toward business income or profits, we may pass on to considering
the accounting and statistical problems involved in the definition
and measurement of business income under these conditions. It
is only with great diffidence that the present writer approaches
this subject, since he is no acountant and has had little training
and no experience on practical accountancy, which is the disci-
pline primarily involved in this part of the study.

Controversy regarding the measurement of business income
under rising prices relates primarily to the inventory and deprecia-
tion accounts:

1. When inventory is sold at the increased prices necessary
to replenish it after prices have risen, should the increase be
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included in business income or balanced by the corresponding
expense item involved in inventory replacement?

2. Should reserves for depreciation and replacement of fixed
capital equipment, computed on an original cost basis, be increased
in recognition of increased cost of production and purchase of
fixed capital items?

Neither of these questions, we should remark at the outset,
is a matter of “price deflation” in the usual sense. On their
answers depends the number of current dollars, however cheap
or depreciated these may be, which business may be said to have
available for tax payments, dividend distributions, wage increases,
price reductions, and other claims upon it. To revalue these
dollars for an estimate of “real” profits in dollars of constant
purchasing power is a second step, which does involve deflation
by a price index of some kind. No “double deflation” as a special
dispensation to business income is involved, however, suspicious
labor spokesmen to the contrary notwithstanding.

The principal “facts of life” as regards inventory and deprecia-
tion accounting may perhaps be considered as accepted by all
parties to the current controversy, although their consequences
are subject to widespread disagreement.

Conventional accounting practice, with a traditional conserva-
tive outlook on the monetary valuation of assets, though not
necessarily of incomes, answers our two questions in roughly the
following way:

1. Goods sold are identified, justifiably from the physical view-
point, as the oldest portions of the firm’s physical inventory, and
valued accordingly at their cost price. (This is the first-in-first-out
rule, or Firo.) When prices are rising, the extra mark-up pro-
viding for the replacement of this inventory is treated as part of
business income or profit, which is then considered as plowed-back
in higher-priced inventory. These “inventory profits,” it is pointed
out, do not arise automatically when prices rise, but result from
the conscious decision of the enterpriser to increase his normal
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mark-up and therefore—so runs the argument—should be treated
like any other profit items.*®

2. Depreciation is computed on the basis of some formula
based in turn either on the passage of time or the production of
physical output, without regard to price changes.

If an affirmative answer to our two questions above be taken
as permitting the inclusion in business expense (and the exclu-
sion from business income) of the increased cost of replacing
working and fixed capital when prices rise, traditional account-
ancy answers both questions in the negative. This is explainable
in part by its historical conservatism, combined with its historical
emphasis upon balance sheets rather than income statements as
fundamental instruments.? Furthermore, accounting practice in
England and America developed largely during periods of stable
or falling prices, when the evasion of problems raised by changes
in the monetary unit erred on the conservative side in measuring
business income as well.? Even in the earlier period, price-level
movements of a short-term character, as over individual business

19This traditional position has been supported forcibly by Professor Charles A.
Bliss in his controversial article, “The Reality of Inventory Profits,” 26 Harvard
Business Review (Sept. 1948), pp. 527-542.

20The balance sheet has been described as “the oldest, and long the principal or
only statement issued,” whereas in more recent years of public investment in equity
securities, “The growth of interest in accounts as a guide to the value of securities has
resulted in increased importance being attached to the income account.” Again, “the
main emphasis has shifted from the balance sheet to the income account.” George O.
May, Financial Accounting (New York: Macmillan, 1943), pp. 240, 215, 47. The
same authority has elsewhere defined “conservatism” in accounting as “a disposi-
tion to resolve doubts in the measurement of assets or profit on the side of understate-
ment,” [Business Income and Price Levels: An Accounting Study (New York:
American Institute of Accountants, July 1, 1949) p. 7], a somewhat equivocal defini-
tion insofar as a single accounting procedure may simultaneously affect asset value
and current income in opposite directions.

21“Qur financial accounting . . . has been largely influenced by English practice.
In England financial accounting of general business corporations grew in impor-
tance after the passage of the Companies Act of 1862, which has been called the
Magna Carta of limited liability business. . . . the third of a century following that
date was one in which the purchasing power of the pound was steadily rising, and
. .. this fact may have a relation to the accounting emphasis on past costs since, in the
circumstances, the use of cost was both convenient and conservative. . . Today, while it
may still be convenient, it is admittedly the reverse of conservative both in England and
America.” May, Business Income and Price Levels, op. cit., pp. 7, 8. Again, in a list-
ing of fundamental “Accounting Principles and Postulates,” May mentions specifically
“The Postulate of Stability in the Monetary Unit,” as underlying standard account-
ing practices, (Financial zﬁ‘counting, op. cit., pp. 46-49).
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cycles, prevented complete satisfaction with the results, although
a counsel of patience to dissatisfied parties appeared more rational
in the last century than it appears at the present time.

Suppose a corporation, in a period of secular rise in prices,
estimates its income by standard accounting procedures. Let us
suppose that it pays taxes based on the standard rules, and subse-
quently distributes to its shareholders all income which it is per-
mitted legally to distribute under these rules. Such a corporation
would be a model firm in the eyes of many mneo-liberal critics of
American corporate enterprise. It would dodge no taxes. It
would hoard no funds in “secret reserves.” All its expansion
would be financed externally, and subjected to the test of the mar-
kets. Its management would neither deprive its needy stock-
holders of the dividends they had earned, nor provide its wealthy
stockholders with an “incorporated pocketbook” of undistributed
profits beyond the reach of the Bureau of Internal Revenue. Now,
having given our hypothetical corporation a clean bill of social
health, let us consider its economic condition.

The firm will be able neither to replace its inventories as they
are sold, or its fixed capital as it wears out, from its own reserves.
It will be forced to seek funds from outside for these purposes, as
well as for any expansion it wishes to undertake. How good a
risk such a firm will be considered by potential lenders of funds
or purchasers of equities I leave to the reader to estimate. If
rights in its corporate property are divided between life tenants
(or shorter-term interests) and remaindermen, the corporate pol-
icy will be admirable from the viewpoint of the life tenants but
will exhaust progressively the real capital of the remaindermen.
If the corporation is engaged in a regulated industry, such as a
public utility, rates set by regulatory agencies on the basis of
standard accounting practices will be too low to permit the cor-
poration to earn the “fair return” which it is ostensibly guaran-
teed on the cost of its capital, while simultaneously replacing it
at rising prices.

The accounting profession, speaking through recognized pro-
fessional associations such as the American Institute of Account-
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ants, has been understandably loth to initiate or recommend any
sweeping changes or modifications in concepts or procedures
which have stood the tests of time and experience, and whose
mastery in full and complex detail forms part of the occupational
stock-in-trade of the profession. Before any change will be in
order accountants should be convinced, first, that the long-term
trend of prices has actually shifted to a significant extent in an
upward direction, and second, that some practical means of deal-
ing with the situation exists which may meet eventually with the
approval of the business community, the tax authorities, the
leaders of labor, and the general public once it has been blessed
professionally by the accountants themselves. Any modification
of standard practices, in this writer’s view, should possess at least
the following desirable qualities:

1. It should be substantially more accurate in interpreting
accounting data to business men, labor leaders, and the public in
periods of changing prices.

2. It should be as simple as possible from the mathematical
and statistical viewpoint, and avoid as far as possible ventures
beyond the high-school level of algebra, although it is probably
impossible to escape some increases in complexity beyond the
present standard rules.

3. It should be consistent in its treatment of working and
fixed capital, . e. in its solutions of the inventory and depreciation
problems. Standard “old fashioned” practice of FIFO inventory
accounting and original cost depreciation satisfy this require-
ment. Certain “new-fangled” adjustments do not, which may
explain in part the disfavor with which they are sometimes re-
garded. For instance, the use of last-in-first-out (LIFO) account-
ing for inventories may adjust not only for price level changes but
also for changes of individual prices, while it is almost completely
inapplicable to problems of fixed capital accounting. On the
depreciation side, “accelergted depreciation,” which is coming
into increased favor, makes no price adjustments whatever but
attempts merely, in violation of physical fact, to concentrate de-
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preciation charges in a relatively small number of years when
price increases and gross profits are expected to be unusually
large. LIFO and “accelerated depreciation,” then, are not a
mutually-consistent pair of modifications.??

4. It should be consistent as between its applications to pe-
riods of rising and falling prices, even if (as we have claimed
above) the former will be in the dominant position. Many par-
ticipants in current controversy appear to violate this self-evident
principle. Thus most business leaders will agree that conventional
practice regarding depreciation results in overstatement of busi-
ness income during periods of price inflation. They would like
to see this practice modified, and in many cases have prepared for
stockholders and the public supplementary income statements in
which additional depreciation is charged ad hoc, largely on the
basis of higher replacement costs,?® although the Treasury has not
yet recognized the additional depreciation charges for tax pur-
poses. These same leaders did not, so far as we know, support or
even accede to the assertion, made during the 1930’s before the

22This report will not attempt to discuss either LIFO or accelerated depreciation
at adequate length, but a few footnote comments may be in order:

1. LIFO accounting alters income statements in realistic directions over the
business cycle or other periods of price change. It is, nevertheless, subject to
at least two important objections. First, LIFO does not conform to the physical
facts of inventory flow in commerce and industry. Second, LIFO tends to dis-
tort balance sheets by leaving the inventory account on the asset side evaluated
at the prices of inventory initially acquired or inventory held when LIFO was
introduced, which may be very different from current market values.

2. “Accelerated depreciation” does not deal with the problem of rising prices,
but rather defers it. Let us, reverting to the example in note 5 above, consider a
firm with a machine which cost $10,000 and has a 10-year working life, at the
end of which its cost will have risen to $20,000. If the total amount of depre-
ciation taken can be only $10,000, how is the issue met by concentrating the depre-
ciation allowance into the first five years instead of spreading it over the entire
ten? Insofar as the company can gain by this device, it is for reasons other
than rising prices. For example, corporate income tax rates in the first five years
may be higher than those expected in the second five, or the firm may expect
losses in the second half of the period which it cannot carry back in full, or ac-
celerated depreciation in the first five (profitable) years may prevent the granting
of wage increases which will be a serious burden during the second five (un-
profitable) period. These advantages may be very real in individual cases, but
they do not grapple with the price level problem per se.

28Arthur H. Dean, in Business Income Under Present Price Levels (op. cit., pp.
20-37), discusses a number of these adjustments used by leading American com-
panies in their reports for 1948 and early 1949,
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Temporary National Economic Committee and elsewhere, that the
same conventional practice applied to the construction costs of
the 1920’s had understated business income during the Great De-
pression with its low prices. Their critics, may we hasten to add,
stand on no firmer ground. During the 1930’s they assailed con-
ventional depreciation accounting for understating business in-
come, and allowing accumulation of hidden tax-free reserves
which permitted plant expansion to be financed internally instead
of providing outlets or offsets for the public’s saving.?* In the
1940’s, when conventional accounting has the opposite effect on
business income, the critics become the purest of the purists.

‘We shall now pass to consideration of two rival concepts of
business income. Each recognizes the same “facts of life’’ out-
lined above, and each satisfies the four criteria just considered.
For want of titles more generally recognized, we may christen
them the “venture” and the “continuum’ concepts respectively,
then proceed to differentiate them from each other and choose
between them. Each is held, we hasten to admit at the outset, not
only in its pure form but with various admixtures of advantageous
if imperfectly consistent material.

The “venture” concept, beloved of the trade unions and their
neo-liberal sympathizers, corresponds most closely to the tradi-
tional concept of the accounting profession.?® It ignores changes
in tax rates, interest rates, and industrial technique. According
to this concept, each purchase of working or (especially) fixed
capital instruments should be regarded as a separate venture of
one or more investors. Conversely, each investor should be con-
sidered as contributing a certain sum of money to one or more

24See, in particular, the testimony of Dr. Oscar L. Altman, then of the Securities
and Exchange Commission, 9 T'. N. E. C. Hearings—Investigation of Economic Power,
pp. 3675-3679, in which he concludes that concerns replacing in 1935 machinery for
which depreciation reserves had been accumulated in 1929 “not only would have 12
percent of the original cost in cash but probably also have a better machine” (p. 3702).
If the year 1933 had been chosen to make the replacements, the saving would have
risen to 20 percent (p. 3676).

25For example, clear statements of the venture concept can be found in the testi-
mony of two of the labor representatives at the Profits Hearings of December 1948,
Donald Montgomery of the United Auto Workers (op. cit., pp. 430, 443) and Russ
Nixon of the United Electrical Workers ($bid., p. 460).
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separate ventures. A company’s earnings, over and above the
amount contributed as the sum of the separate ventures, should
be regarded as business income. Whether the money contributed
by the original investors, when set aside in reserve by the com-
pany, does or does not in fact permit replacement of the real
capital goods involved is completely irrelevant under this concept.
For each such replacement or repurchase is viewed as a distinct
second venture, for which funds should be raised quite independ-
ently on the open market. The function of depreciation accounting
is to spread past money costs over time, not to raise funds for
capital replacement. Prices should not be raised or dividends
withheld to provide for replacement of capital instruments, but
only for the return of money actually contributed. Shifts in the
purchasing power of this money are to be treated as among the
risks and uncertainties to be borne by corporations and their
shareholders. Why, it is asked, should the equity investor, the risk-
bearer personified, be better protected from price-level changes
than the rest of the community who suffer them likewise and
whose incomes are not justified under the rubric of “uncertainty-
bearing?”

Opposed to this view is the “continuum” concept, which is
held by most businessmen, and likewise by most economists.
Under the “continuum” concept, a business enterprise should be
considered as a going and unified concern rather than as a dis-
crete series of separate and loosely-related individual ventures.?®
The investor, likewise, is seen as contributing some portion of the
real fixed and working capital of the concern where he invests
his funds, albeit his investment is made in money form and the
particular item contributed is never identified. Perhaps his in-
vestment can be regarded as a quantum of “purchasing power
over capital goods.” Only earnings over and above the mainte-
nance of the capital goods contributed can be regarded as income
of the concern.?” Firms which do not provide for the maintenance

26May’s Financial Accounting (op. cit., p. 491.), goes so far as to set up a “postu-
late of continuity” underlying modern financial accounting practice.

27Questions not directly pertinent to the present study with its stress on price level
changes, but important to the general problem of definition of income, relate to tax
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of their inventory or their fixed capital out of earnings should be
considered insolvent regardless of the magnitude of their money
profits, and investors should be warned against purchasing the
securities of such concerns on the capital market without adequate
warning.

Estimates of the magnitude of the differences involved as be-
tween the two concepts in periods of rapid price increases have
been made only roughly. Best known of these estimates at the
present time is that which Professor Sumner Slichter of Harvard
University presented in December 1948 to the Joint Congressional
Committee on the Economic Report at its hearings on the general
subject of corporate profits, (which we have abbreviated to Profits
Hearings). Over the three-year period 1946-48 inclusive, Slichter
suggests, the reported figures on corporate income alone would
have been reduced by some $16.4 billion, or approximately 25
percent, had a ‘“continuum’” concept been used throughout the
period.?® The bulk of this adjustment (some $15 billion of the
total) was estimated with some precision by the U. 8. Department
of Commerce “inventory revaluation adjustments”, computed each
year in connection with published national income and product
statistics. These are tantamount to replacing FIFO with LIFO
accounting for all business inventory, and we may take the result
of LIFO on the income side (although not on the asset side) in

rates, interest rates, and technical progress. On these, the standard positions taken
"under the “continuum” concept, largely for reasons of convenience, are:

1. Income should be taken net of such taxes as are shifted forward to con-
sumers of the firm’s products or backward to suppliers of materials and labor, but
gross of such taxes as are borne by the firm itself out of income or capital.
(There is further dispute as to whether the corporate income and excess-profits
taxes belong in the former or the latter category. In the writer’s personal view,
the bulk of these taxes are #not shiftable.)

2. Interest rate changes should be ignored, and capital regarded as maintained
when similar goods are repurchased, regardless of effects of interest-rate changes
on their cost, their capitalized value, or their income-producing power. Compare
J. R.:;Iélicks, Value and Capital (Oxford. Oxford University Press, 1939), ch. 14,
sec. 3-5.

3. Technical progress, likewise, is to be ignored in defining income. Business
income should be taken net of sums adequate to replace existing capital, even when
the capital actually provided as replacement is improved in quality or even differs
completely in form and function.

28Pyofits Hearings, p. 3f.
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turn as equivalent to those which would follow general adoption
of a “continuum” concept. The remaining $1.5 billion of Slichter’s
total would have resulted, according to some admittedly crude
calculations, from upward adjustments of current depreciation
reserves to reflect higher post-war prices. Despite tentative con-
firmation of Slichter’s figures by studies, as yet unpublished, made
under insurance company auspices by the R. W. Goldsmith As-
sociates, these figures appear to this writer too low to follow from
Slichter’s own assumptions. The conservative bias appears to
result from the following consideration: Slichter’s figures were
obtained by treating as proper depreciation charges for each of
the three years 1946-48 inclusive, amounts 60 percent higher
than those charged in 1940, when Slichter supposes depreciation
charges to have been roughly adjusted to going prices for capital
instruments. This allowance for the 60 per cent price increase
which has occurred subsequently is adequate only, as Slichter
himself points out, “assuming that there has been no appreciable
increase in the size of the plant to be depreciated.”®® In view of the
character of the intervening years’ conflict and construction, this
assumption certainly is ultra-conservative. This is the only modi-
fication of Slichter’s procedure which seems required to apply the
continuum concept in estimating business income in the sense of
business contribution to net national income or product. In meas-
uring taxable income, however, or considering wage and price
changes, a further change seems to be called for. Slichter’s figures
allow for no additions or supplements to depreciation allowances
already made during earlier years. When a machine with a 10-year
life is replaced in 1949 at 1949 prices, writing up the depreciation
allowance for the last year will not suffice to make the total depre-
ciation reserve adequate for the machine’s replacement. The
amounts set aside in the earlier years (before substantial price
increases) must likewise be supplemented out of current earnings,
if the reserve is to fulfill its purpose under the continuum con-
cept. (Slichter’s computations allow for no revisions of earlier
depreciation allowances already on the books.)

20]bid., p. 6.
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Decision between the venture and continuum concepts of
business income, like many another basic judgment in the statis-
tical analysis of income and wealth, rests in the last analysis on
subjective preferences of a quasi-esthetic character. It is hardly
possible to justify any flat statement that one definition or concept
is right and another wrong, or even that one is intrinsically or
inherently better than another. It must suffice, when a choice is
made, to present the reasons for one’s individual preference in
the hope of attracting general agreement and approval. Thus in
the present instance, the writer is disposed to prefer the continuum
over the venture concept for a number of reasons which will be
mentioned below.

The continuum concept appears to coincide more closely than
the venture concept with the realities of twentieth-century busi-
ness practice. The typical business investment of today is in a
continuously-functioning “going concern,” the maintenance of
whose capital should be of interest to present and potential in-
vestors. In the 16th and 17th century companies of merchant
adventurers trading with Muscovy, Turkey, and the several Indies,
which economic historians tell us are archetypes of the modern
corporation, shares were originally not of stock but in specific
Company ventures, and the venture concept did in fact apply to
working capital (cargoes) if not to fixed capital (ships). Granted
all this, and the consequent historical justification for the venture
concept of business income, the fact remains that today’s repre-
sentative business, apart from exploratory “wildcatting” for oil
and other mineral resources, is no longer of the venture but of the
continuum type.

Adoption of the continuum concept would tend to reduce the
reported figures of business income during periods of boom and
inflation, increase them during periods of depression and deflation.
Its major effect would be to reduce the variance of the return to
equity capital. Translated from statistical to economic terms, it
would lessen the risk associated with investment in equities.®® It

800ne should not exaggerate the extent to which uncertainties can be reduced by
this or any other variation in accounting technique, as did Senator O’Mahoney when,
commenting on the testimony of Slichter and the corroborating position of Professor
William A. Paton of the University of Michigan, he characterized them as desiring
“to take all of the risk out of risk capital by figuring profits on a new basis.” (Profits
Hearings, op. cit., p. 123)
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might also, insofar as tax savings were involved over the cycle, in-
crease somewhat the expected return on these securities.® By les-
sening the risk of equity investment, adoption of the continuum
concept would increase the volume of such investment and also
decrease the rate of return at which it is carried on. Any such
decrease in the rate of return would probably be capitalized in the
form of higher prices on existing equity securities and a general
upturn in the common stock indexes, with consequent capital gains
for present security holders. Another possible effect, perhaps of
less quantitative significance, would be to shift corporate financ-
ing somewhat away from debts and toward equities, with improved
flexibility in the weathering of hard times.

Thorough-going adoption of the continuum concept, finally,
would bring fixed capital accounting into consistency with the
results if not the practice of the LIFO method of inventory ac-
counting, which appears to be gaining favor in American business.
If the continuum concept is not accepted, it will be difficult to
justify the continued use of LIFO, and we should consider seri-
ously the return to the standard practice of the FIFO method.

Opposition to what we have called the continuum concept has
been concentrated, as we have said, among representatives of
labor. This was particularly marked at the Profits Hearings of
December 1948, when Professor Slichter’s contentions, sum-
marized above, were attacked heatedly by such men as Prof.
Seymour E. Harris, leading neo-liberal economist and Slichter’s
colleague at Harvard University, Mr. Stanley H. Ruttenberg of
the C. 1. 0., Mr. Donald Montgomery of the United Automobile
Workers, and Mr. Russ Nixon of the United Electrical Workers.%?
The opposition could be expected in the situation then existing,
since acceptance of Slichter’s view would reduce by some 25 per

81Tax considerations aside, the continuum concept would almost certainly lower
reported income per common share over periods of long-term price increase, which
we expect to dominate the calculable future. This reduction would not, in our view,
usually cause any reduction of income actually distributed as dividends per common
share, but rather increase the percentage of distributable income actually paid out to
s;lockholders rather than being added to surplus to provide for uncovered depreciation
charges,

82The relevant testimony of Professor Harris may be found in Profits Hearings,
op. cit., pp. 33-36; of Mr. Ruttenberg, ibid., pp. 135 f., 145-47 ; of Mr. Montgomery, ibsd.,
~ pp. 422-32 and of Mr. Nixon, tbid., pp. 437.61. The intermittent comments of Senator

O'Mahoney of the Joint Committee express the same position.
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cent the total nest egg which the labor representatives wished to
see transformed into wage increases and-or price reductions “out
of profits.” It could be explained on more general terms by the
suspicion that business support for LIFO, for replacement de-
preciation, or for other implementations of the continuum concept
were purely self-seeking and would disappear whenever prices
should cease their upward movement.?® Many of their objections,
however, seem based on false assumptions if applied to the con-
tinuum concept applied consistently in intervals of falling prices
as well as over the long sweep of rising prices.

1. It would not shift to consumers or workers the burden of
financing plant expansion. It applies only to the replacement and
not to the accretion of either inventory of equipment. It is irrele-
vant to the issue of internal vs. external sources of funds for
expansion purposes, which we do not propose to discuss in this
paper.®*

2. It would not prejudice the issues outstanding as between
“reproduction cost” and “prudent investment” as bases for public
utility and allied rate regulation. Use of replacement depreciation
in measuring business income does not require use of replacement
cost in judging its reasonableness when so measured. The issues
are sufficiently separate that no logical objections appear to exist
against regulating utility income, computed by the use of replace-

88Thus Harris (ibid., p. 33):

“But it is important to point out the present accounting practice has been used for
generations so far as I know, and now suddenly some businessmen find it more con-
venient to change this accounting method. As a matter of fact, I know, and prob-
ably you know, that there is pressure being put on the accountants to change that
method of accounting of business profits so that these large inflationary profits
during these periods will not seem as large as they are.”

And Ruttenberg (ibid., p. 136) :

“Again we repeat in connection with both the inventory profits and the depre-
ciation policy that industry has devised these two arguments currently only to
explain away the currently high levels of profits. If profits today were low and
not being attacked for being too high, industry would not be engaged in a propa-
ganda campaign to up depreciation allowances and deduct inventory profits.”

34Except to point out that insofar as property and particularly dividend income is
the main source of private investment funds, the statement that consumers or wage
earners provide the equity capital (or “inequity capital” in Mr. Montgomery’s colorful
parlance) for industrial expansion is equally true or false, whether or not the funds
pass through the hands of private shareholders as intermediaries between their initial
receipt and their later re-investment.
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ment depreciation, as a percentage of capital value in original
cost or prudent investment terms. In fact, this particular com-
bination appears to meet the prima facie reasonable positions of
the partisans on each side, while avoiding certain of the unreason-
able extremities to which each case can be carried, and it may
provide some feasible compromise between the two extremist posi-
tions. But elaboration of this discussion would lead away from
our primary subject.

3. It would not permit corporations to pocket hidden profits
by charging depreciation at high prices, then postponing the
actual replacements until prices were lower. It would permit
less depreciation than the conventional method during periods
of falling prices, and may even result in negative depreciation
allowances if prices drop sufficiently rapidly, or indeed if they
drop at all in the interval between the complete depreciation of
some capital instrument and the time of its physical replacement.

4. It should not be interpreted as purporting to insulate cor-
porations or their stockholders from changes in the purchasing
power of money, which the rest of society must suffer.®® There is
in the first place no guarantee whatever that earnings will cover
depreciation charges, on whatever base these latter may be com-
puted. There is in the second place no adjustment in earnings,
over and above depreciation charges, for changes in the purchasing
power of money, which is not constantly utilized by other segments
of the population in computing i.e. real wages or real farm income.
Any special treatment of depreciation or inventory is not
prompted by favoritism to this type of income but by the belief,
expressed forcibly by Professor Hatfield, that:3® “Profits are not
determined until after allowance has been made for depreciation.

35As an example of confusion on this point, consider Senator O’Mahoney’s para-
phrase of what he considers to be our position (Profits Hearings, op. cit., p. 96) : “Let
us allow the corporation to figure its profits in a technical nonexistent dollar, while the
Government and everybody else has to struggle along with the existing current dollar.”

86Henry Rand Hatfield, Accounting, Its Principles and Problems (New York:
Appleton-Century, 1927), p. 241 f. The same thought is expressed in journalistic
fashion in a Business Week article read at the Profits Hearings (o0p. ctt., p. 98) by
Mr. George D. Bailey, Past President of the American Institute of Accountants:
“A businessman thinks of himself as a going concern. And profit isn’t profit to him
if he has to plow it back just to keep his plant intact.”
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Depreciation is not a disposition of part of the profits, but an
expense without which profits can never be earned.”

5. It need not involve any special device for computing net
property income to which no analogue can be granted the recipi-
ents of wages and salaries or other forms of net labor income.
A statistical concomitant of our passage from a slave to a free
economy has been that labor income, derived from human capital
instruments not generally salable as such, has been almost univer-
sally computed gross of the expenditures required for its mainte-
nance or replacement, while income from inanimate or animal
capital is taken net of appropriate deductions. This statistical
concomitant, in the writer’s view, is generally unfortunate in its
effects. It results, or so it seems, in a systematic over-statement
of the share of labor in the net (although not the gross) national
income and product totals. Would it not be more consistent with
the treatment of property income and also perhaps more realistic
to deduct from gross labor income an amount, represented perhaps
by a Minimum Health and Decency Budget,”” as representing
depreciation and maintenance charges on human capital, before
arriving at net labor income? Some such adjustment is made,
for this reason among others, in the devising of “personal exemp-
tions” in personal income tax laws. It is made likewise, albeit
for very different reasons, by research organizations in estimating
the demand for consumer durable goods which seems to depend
less on total income than on the “supernumerary income” remain-
ing after purchase of necessities of life.®

37This particular budget has been drawn up and revised in the Bureau of Home
Economics of the U. S. Department of Agriculture. Similar budgets on varying
levels have been prepared by this and other agencies, both public and private, in the
U. S. and in many foreign countries. For our present purposes, choice between the
several minimum budgets is not a matter of great significance, inasmuch as their
prices move quite closely together. Most good undergraduate textbooks on consumer
economics contain sections or chapters dealing with standard budgets in the measure-
ment of living standards. See, e.g. Warren C. Waite and Ralph Cassaday, Jr., The

Consumer and the Ecomomic Order (Second Edition: New York: McGraw-Hill,
1949), ch. 12.

83The “supernumerary income” approach is associated particularly with C, F.
Roos and Victor von Szeliski’s studies of automobile demand. Roos and von Szeliski,
“Factors Governing Changes in Domestic Automobile Demand,” in The Dynamics of
Automobile Demand (New York: General Motors, 1939), pp. 39-42. Roos and von
Szeliski, incidentally, take pains to adjust their “cost of living” deduction from total
income in accordance with price changes.
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If a Minimum Health and Decency Budget for a worker’s
family be taken as analogous to a depreciation allowance on fixed
capital, and his net income (or supernumerary income if this
cumbersome term is preferred) computed after deduction of the
cost of such a budget from his gross income, the application of the
continuum concept to labor as well as property income would be
conceivable. The deduction required would be a variable one,
depending upon the cost of the Minimum Health and Decency
Budget.®* It would yield a net (or supernumerary) income in
current dollars, subject to subsequent deflation to “real” terms.
Labor and investment would then be placed on the same (and in
this writer’s view the correct) footing. Relative shares would be
more closely comparable than they are at present, net of the
relevant deductions in current prices. No “double deflation”
would be involved in fact for either type of income, and there
would be no appearance thereof in one type not open to the other
on the same terms.

It may not be practical to adjust the labor component of the
net national income in the manner suggested immediately above.
“Minimum health and decency” varies widely with time and
place, so that the existing procedure is more objective, as well
as simple and established. In dealing with taxable income, how-
ever, or in collective-bargaining negotiations, deduction of a vari-
able “cost of subsistence” should be considered on the same footing
as deduction of a variable “depreciation allowance.”

Unless we can implement it in concrete terms, the continuum
concept will be of little value to the practicing accountant. Such
implementing this writer believes perfectly feasible. Because of
the algebra involved, which is admittedly dull despite its basic
simplicity, discussion of this important topic is relegated to the
Appendix which follows immediately, entitled “Implementing
the Continuum Concept.”

89Variations in the personal exemptions for the Federal income tax with chang-
ing price levels operate very roughly along similar lines.
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VI. APPENDIX: IMPLEMENTING THE CONTINUUM CONCEPT

We desire to modify the formulae for either the straight-line
or the service-output methods of depreciation accounting*® under
conditions of price change, in such a manner that by making ap-
propriate credits to reserve a company can accumulate a reserve
sufficient but no more than sufficient to replace the equipment at
the appropriate time. Let the original cost of an item of capital
be C, of which a k: th part* is to be set aside for depreciation in
the ¢ th year. The current convention would indicate a credit to
reserve amounting to k«C. If the cost of such equipment at the
time of construction, which we shall call period o, was po and its
present cost is p¢, the credit to reserve which Slichter and others
would apparently advocate is

%}ktc e (1)

Formula (1) is quite adequate for inventory replenishment
purposes, and is in fact the modification which we advocate in
place of LIFO accounting. It is also an adequate depreciation
deduction in current prices for national income purposes, i.e. for
estimating the business component of the national income or prod-
uct and its distribution between industries. For a private busi-
ness accumulating a reserve to replace existing equipment, how-
ever, it may be either too large or too small. Changes in prices
affect the adequacy of past accumulations in reserve funds, as well

40The service-output method, perhaps somewhat less well-known than the straight-
line method and less universally applicable as well, receives a sympathetic discussion
in Solomon Fabricant, Capital Consumption and Adjustment (New York: National
Bureau of Economic Research, 1938), p. 68 ff. To the economist, this method is
interesting particularly in embodying certain of the ideas of “user cost” introduced
formally into the literature by Lord Keynes’ General Theory (op. cit., pp. 66-73).
For the sake of simplicity, particularly in the avoidance of discounting problems, we
do not consider adjustments to depreciation formulae of greater complexity.

41In the simple straight-line method of depreciation, k, is constant from year
to year, and the subscript ¢ is unnecessary. In the service-output method, k; is a ratio
of the output in the given year to the total output expected from the capital instru-
ment during its working life. It is a variable, higher in prosperous than in depressed
periods.
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ag of current payments into them. There is no reason for current
national income statistics to be affected by any adjustments we
may make in these records of bygone years, but there is every
reason for the business’ own income to reflect them, for tax
purposes as well as reports to stockholders and the publie,*® if
sufficient reserves are to be considered a charge on gross rather
than net income. How can the necessary adjustments be repre-
sented algebraically?

If the company has followed the practice of adjusting current
increments to its reserves to price level changes, these will have
been, for periods o, 1,....(t-1), respectively:

0 1 t—1
P k.C, e kiC, .. .,I-)--— ke—1 C
Po Po Po
If there has been a price change since the last period (¢-1),
these past reserves, if they are to remain adequate, must be

multiplied by the proportionate price change

Pt—Pt—1 imol A Pt
T or simply ——1-)-;-"

where the Greek letter A (delta) denotes a difference. This
difference will be positive if prices are rising, negative if they
are falling.

The total of reserves to be adjusted in this way is:

o t—1
I—)—-koc -+ P-l- ki C 4 ... —I—I-)-t:—lkc—10= b Ekio
Po Pe Po f==0 po

(The Greek letter £ (sigma) is a symbol of summation used
frequently in statistical work as a short-hand method of adding a
number of separate items of similar form.)

42Clear-cut distinctions between a taxpayer’s contribution to national income and
his income for tax purposes are not new in American fiscal practice. Perhaps the
outstanding case in point involves capital gains. When a taxpayer makes a capital
gain (or loss) the national product is not affected in any way, but the individual tax-
payer has realized an accretion to his economic power which American law con-
siders taxable. An analogous distinction is suggested in the text.
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The adjustment factor for all these past depreciation reserves,
then, may be written:

Ap, t-§1 pi
Po i=o Po

kKC ... (2)

The total depreciation adjustment is the sum of the current
allowance, given by (1), and the revision of past allowances,
given by (2).  Addition gives a combined formula (3), which is
simpler in use than in appearance.

Pt Apt 1
— ke C + > _I.?i
Po Po 1=0 Po

Formula (3) has assumed the adjustment for price level
changes to have been made every year, as the present discussion
recommends. If in fact it is not so made, the percentage

Apg
price rise, ——, should be computed not from the previous year,

o
but from thela) year when the last adjustment was made, or from
Po, the price level at the period when the equipment was con-
structed, if no previous adjustments at all have been made. In
this last instance, formula (3) is somewhat simplified. The
initial term (1) remains the same, but the past-adjustment term
is modified to make the formula appear:

Pt Apt t—1 )
— k C + SkC ... (4)
Po Po i=0

If current credits to depreciation have taken price changes
into account, as by (1) but past reserves have not been adjusted
since the year o, a different modification is required in the second
term of (3). This time the formula becomes slightly more com-
plex in appearance although not in its actual computation:
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Pt (Pt—Do) Po (pe—p1) p1 (Pt—Pt—1) Pe—1
—k:C C+ C+ ... —

0

Po Po  Po Pr Do ‘ Per Po
Pt t-1 Pe—Pp1  Pi

or —k C 4 2 —kC | L. (5)
Po f=0 Pi Po

Other variants will undoubtedly occur to the reader who
cares to experiment with these formulae. It will perhaps be
more useful to the non-specialist to illustrate their use with a
simple arithmetical example or two.

Let C, the cost of a machine, be $10,000. The machine was
bought, let us say, in 1944 (time o), with prices in this and the
next two years as given in the table below. (These are of course
hypothetical figures, designed to simplify the arithmetic. It
should also be noted that the relevant price figures in all compu-
tations are decimals, and not percentages or index points.) If
the machine is depreciated over a ten-year period by the straight
line method, each of our k: is simply 1/10 or 0.1. We can now
compute by formula (3) and its modifications (4) and (5) the
depreciation deductions appropriate to the continuum concept
in year 2 (1946).

Price Level
e

Calendar *° Symbel () Per Cent Decimal
1944 0 100 1.00
1945 1 125 1.25
1946 2 (=t) 150 1.50

As a first step, we can determine each k1C as 0.1 X $10,000, or
$1,000, so that (1), which is the first term of (3), reduces to:

1.50
— X $1,000 or $1,500.
1.00

The second term of (3) is:

(1.50 — 1.25)( (1.00 1.25
ST AN ] w st —=2 $1,000% | or $562.50
_— [{1.00 X $ ,ooo} + { Top < 8 0}] $
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so that the total depreciation allowance, by (3) is the sum of
$1,500 and $562.50, or $2,062.50, more than twice the conventional
$1,000 allowance. Only the $1,500 item should be deducted for
net national income and product calculations.

If a similar adjustment had been made in the previous year
(1945, or 1), the total reserve would now be adequate to the re-
quirements of capital replacement. If only the conventional $1,000
allowance had been made in the previous year, however, formula
(4) would apply instead of formula (3). The first term of $1,600
would be unaffected by the change, but the second term would now
read:

(1.50 — 1.00)
—— ($1,000 + $1,000) or $1,000
1.00

and the total depreciation allowance would be $2,500.

If the current depreciation reserve had been adjusted for
price changes in year 1, but not reserves previously accumulated,
formula (5) instead of either (3) or (4) would be required to
bring the total reserves up to their proper level. The first term
of (5) is again $1,500, but the second term is:

(1.50 — 1.00) (1.50 — 1.25)
—_————— ($1,000) - ——————— ($1,250) or $750
1.00 1.25

for a total credit of $2,250.

Anpother brief arithmetical example, based on a different set
of prices, will show how our formulae work out under deflation
as well as inflation. Let our k: and C be as before, and work out
depreciation allowances for year 2 (“1921”) after a drastic price
decline:

Year Price Level
Calendar Symbol (i) Per Cent Decimal
1900 0 100 1.00
1920 1 75 (51
1921 2 (=t) 50 .50

For our new year 2, while k:C is again $1,000, expression (1),
which makes up the first term of formulas (3)-(5), is only $500
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because of the price decline, and a $500 deduction should be made
in passing from the gross to the net business contribution to na-

tional income and product. For taxable income computation,
however, and for public presentation, past depreciation should
also be written down when prices fall for the same reason that

write-ups are recommended when prices rise. If formula (3)

applies, as when all appropriate adjustments have been made in

prior years, our write-down term would be:

(78— 50) [ 1.00 $1 ooo} + i $1,000 $437.50
X —x $1, or .
1.00 1.00 1.00

for a total depreciation allowance of only ($500 — $437.50) or
$62.50.

If no allowance of any kind for price changes had been made
in the previous year, formula (4) would apply. Subtracted from
a first term of $500, the write-down of past reserves would be:

(1.00 — .50)
1.00

The combined depreciation allowance would be negative
(~—$500). The economic meaning of this phenomenon would be
that more than enough had been set aside in two years, under
the unrealistic assumption of high prices, to cover depreciation
for three years at falling prices. While it is our opinion that no
such precipitous price drops are to be expected in the future as
this hypothetical example illustrates, it is interesting to observe
the possible results of their occurrence under a continuum con-
cept of business income.

If the current depreciation reserve had been adjusted for
price changes in year 1, but not reserves previously accumulated,
formula (5) instead of either (3) or (4) would again be required
to place total reserves on their proper footing. The first term
of (5) is again $500, but the second, or write-down term, is:

(L00—50) o o (.75 — .50) 6750 750
100 ($1,000) + = ( ) or$

($1,000 + $1,000) or $1,000
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and again the combined allowance becomes slightly negative
(— $250).

Before we leave these examples it is perhaps worth emphasiz-
ing once more that the methods suggested, precisely because they
cause such wide fluctuations in depreciation and depletion allow-
ances, operate to reduce the fluctuations in reported business in-
come over the business cycle, as well as to reduce it secularly
during periods of predominantly rising prices. This is partjcu-
larly true for business income as reported to stockholders (subject
to 8. E. C. approval) and for tax purposes (subject to Treasury
approval), but also applies to the business contribution to the net
national income and product to a lesser degree.

A problem as pressing and perplexing as the choice and com-
putation of depreciation formulae in the implementing of our
concept of business income is the choice of index numbers for
computing price levels (the p’s of our formulae). Let us state
at the very outset that no choice of price index will be perfect for
any firm or any industry. Prices do not move together, or in other
words relative prices change, so that the cost of no firm’s or no
industry’s particular collection of inventories or capital assets can
be expected to follow any index number perfectly. At the same
time, it should also be realized that even an imperfectly represen-
tative index is better than no index at all, which implies continu-
ance in the bland assumption of an unchanging purchasing power
of money.

A great number of index numbers have been proposed or com-
puted for depreciation adjustments. Most of them are series al-
ready available to the public for other purposes, but some have
been developed especially in connection with reducing deprecia-
tion and depletion figures to “real” terms. Carl Snyder’s index
number of general prices (which included wage rates, interest
rates, and security prices as well as the usual commodity quota-
tions, and which was formerly computed regularly at the Federal
Reserve Bank of New York) was suggested, primarily because
of its breadth and inclusiveness, by a New York accountant, Henry
W. Sweeney, as the basis for a system which he called Stabilized
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Accounting,*® developed largely from his study of German ac-
counting practices during the hyper-inflation of the early ’twen-
ties. Professor Fabricant, for his standard study of Capital
Consumption and Adjustment, was dissatisfied with all the pub-
lished indexes and derived separate indexes of his own, largely by
combination of published series.** Instead of striving (as did
Sweeney) for a single index suitable for deflating all depreciation
accounts, Fabricant followed what appears to be the more desir-
able method of computing separate index numbers for the prices
of producers’ durable goods other than building, for construction
costs, and for repair and maintenance charges.

At least one business firm has gone some distance in directing
its thinking along the same general lines, if we may judge by the
testimony at the Profits Hearings of December 1948. Mr. Howard
C. Greer, executive vice president of Kingan & Co., an Indian-
apolis meat packing house, went into great detail in preparing
for the Congressional Joint Committee on the Economic Report
a system of replacement depreciation using index numbers. His
method may be of interest as a model, precisely because of its
development by a practical business man with no acknowledged
references to the scholarly literature in the field. His basic pro-
cedure bears some resemblance to Fabricant’s National Bureau
study. He divided depreciable items into five categories with
different average lives: buildings, machinery, utensils, office
equipment, and motor vehicles. Replacement depreciation was
computed separately for each class; four different published index
numbers were used in all, but the company made no attempt to
compute indexes of its own.*® Replacement depreciation on build-
ings was determined with the aid of the Engineering News-
Record’s index of industrial construction costs. On machinery

48New York: Harpers, 1936. See also Professor Paton’s reference to Sweeney’s
work, Profits Hearings, op. cit., p. 70.

_ “4Fabricant, op. cit., pp. 176-88. Note in particular Table 32 (p. 178 £.), in
which a number of published index numbers are weighted and combined to form
Fabricant’s indexes of producers’ durable goods prices and of construction costs.

45For a verbal statement of Greer's methods, see Profits Hearings, op. cit.,
D. %'f His statistical procedures are summarized in his exhibit Table A-5, ibid.,
p.
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and utensils, Marshall and Stevens’ price index of industrial
equipment was used, and on office equipment Marshall and
Stevens’ price index of commercial equipment. TFinally, on motor
vehicles, the International Harvester Company’s price lists, ex-
pressed in index number form, was taken as a deflator.

Given a situation of divergent opinion as to which if any of
the published price index of inventory and capital goods is ap-
plicable for deflating the accounts of any firm or industry, the
writer would suggest permitting each firm to choose as it sees
fit. It might, if it wished, choose some one or more of the various
standard indexes public and private which are available. If it
preferred, it might combine several series to form special indexes
adapted to its own circumstances. In general it seems to us, in
contradistinction to Mr. Sweeney, that generality of an index num-
ber is not particularly to be desired, and that accuracy, meaning
specific applicability to the costs of a single industry at a particu-
lar place, is much to be preferred. If a firm’s inventory, deprecia-
tion, or depletion should happen to be governed or dominated by
the price of one particular commodity, price quotations for this
one commodity, reduced to percentages of a base figure, might be
used as they stand, without further computations of any index
number whatever. There is of course some danger that complete
freedom of choice might be used by particular companies for de-
ceptive purposes through deliberate bias. To prevent such bias
in either direction, the company’s choice of index should be subject
to scrutiny and approval in the first instance by its accountants
and in the second instance by such public agencies as the S.E.C.,
the Treasury, or their local equivalents.

The methods we have suggested above have been developed in
connection with income statements exclusively. If the income
statement and the balance sheet are to be kept mutually consistent,
we need hardly point out, these methods also imply periodic
(annual?) write-ups and write-downs, presumably against surplus
or against some specific reserve, of balance-sheet accounts for de-
preciable assets and for inventories. The computations them-
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selves present no formidable problems, but the break with the ac-
cepted canons of accountancy would be severe. Furthermore,
other assets, either non-depreciable tangibles such as land or in-
tangibles such as patents and trade-marks, may also change in
value as the price level moves up and down. Adjustments to their
balance sheet accounts are not called for in the computation of
business income, since no depreciation or depletion charges are
made against them. Changes in other balance sheet items, how-
ever, may raise questions of consistency unless these are adjusted
as well,

‘When depreciation charges increase with rising prices, as is
suggested here, the book value of the underlying assets would be
written up accordingly, and a capital gain would appear on the
company’s books. This gain, however, not being realized in a
market transaction, would not be taxable under present American
revenue laws. Any tax saving on the income side taken by itself
would not be reduced or eliminated by the necessary balance sheet
write-ups for consistency.*® Conversely, in periods of falling
prices, any additional tax liability (over the present standard
procedure) would not be compensated by balance sheet write-
downs.

40There seems to be some confusion on this point in the testimony of Russ Nixon
of the United Electrical Workers, Profits Hearings, op. cit., p. 460.

142



BUSINESS COSTS AND BUSINESS INCOME
UNDER CHANGING PRICE LEVELS

THE ECONOMIST’S POINT OF VIEW

By SoLoMON FABRICANT




BUSINESS COSTS AND BUSINESS INCOME
UNDER CHANGING PRICE LEVELS

THE ECONOMIST’S POINT OF VIEW

The nation’s aggregate net income is the prime measure of the
nation’s economic activity. An important component of the na-
tional income is, of course, the net income of business enterprise.
Now, that would be a good enough reason for economists to con-
cern themselves with the measurement of business income. But
there is another. Business income is not only important; it is also
one of the more troublesome components of national income when
it comes to putting together the figures and deciding what they
mean. For these reasons economists have spent a good deal of
time thinking of how to measure business income.

Economists have had to grapple with a number of problems.
Some arise from changing price levels, some from fluctuations in
the volume of production. There are difficulties caused by tech-
nological advances, and difficulties caused by alterations in con-
sumers’ tastes. Acts of God and the King’s enemies also sometimes
prove troublesome. In the course of analyzing and discussing
these problems—a task that is by no means over—economists have
established what may be called an economic point of view towards
the measurement of business income, particularly in the compu-
tation of national income. This point of view can therefore best
be presented to you by considering what kinds of figures on busi-
ness income economists put into their calculations of the nation’s
aggregate income. On this occasion we shall want to limit our-
selves to the way economists handle the problem of changing price
levels. That is the big problem of today.

I said that economists have been worrying about the calcula-
tion of business income. I do not want to imply, however, that the
business profit figures included in national income statistics are
based entirely or even largely on the calculations of economists.
On the contrary, the basic data on business income—and other
income as well-—come out of accountants’ reports. What the

Reprinted by permission of The Journal of Accountancy.
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economist worries about is the meaning of the accountant’s
figures, the coverage of these figures, and the adjustments needed
to mold them to his own needs. What the economist does is to
combine the figures accountants prepare for various industries,
make estimates to fill in the gaps (for he wants a complete na-
tional aggregate), and introduce a relatively few—though far-
reaching—adjustments to adapt the figures to his conception of
the business income that is appropriate for inclusion in the na-
tional income. Even these adjustments, we shall see, are mainly
applications on a larger and more consistent scale of adjustments
that accountants here and there have already introduced.

The economist sometimes boasts of his advantage, over other
social scientists, in possessing an objective means of measurement.
The magnitude of the forces and effects with which he is concerned
can be assessed with the measuring rod of money. But the econ-
omist above all is aware of the great significance of changes in
the value of money. He knows that his measuring rod contracts
with shrinkage in the value of money and expands with growth
in its value, like the standard meter does with changes in tem-
perature. To keep this measuring rod firm—or perhaps better
expressed, to correct the observations he makes with it—the econ-
omist has developed the supplementary device of index numbers
of prices. A decline in the value of money is indicated by a general
price rise; a general price decline indicates a rise in the value of
money. Price indexes, being essentially averages of price changes,
measure these general price changes. They therefore provide an
approximation to changes in the value of money. Properly used,
they help to eliminate the bias that would otherwise arise were
money values, such as appear in the market transactions of differ-
ent times, compared as they stand.

One adjustment, then, that the economist makes of accounting
figures on business income, to lessen the effect of changes in the
value of money, is to multiply the dollar figures by an index of the
value of money. Or—what is the same thing—he divides the dollar
figures by an index of the general price level. Asis commonly said,
the dollar values are “deflated” or expressed in terms of “constant
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prices.” Historically, this was the first adjustment developed by
economists. Usually, also, it is still one of the most important. _-

All are familiar with this adjustment. Few today would dream
of presenting figures on wages without a correction for the in-
creased cost of living; and indexes of the prices and incomes
farmers receive are, almost by legal fiat, accompanied by indexes
of the prices they pay. “Real wages” and “parity prices” are com-
mon lingo. Economists, at least, are consistent in applying sim-
ilar adjustments to business income. Since everyone is acquainted
with this particular adjustment, I need say no more about it,
except to comment on two points.

First, while economists are thoroughly agreed that correction
for changes in the general price level is necessary, there is less
agreement on just how much correction is needed, in any particu-
lar case. By that I mean, simply, that there are available a number
of different indexes of prices (and of course there are many more
that could be computed) ; that these usually reveal somewhat dif-
ferent rates of change in prices, between any two dates; and that
opinions differ as to which is most appropriate for deflating busi-

‘ness income. For the value of money depends on what is to be done
with the money : whether it is spent on consumers’ goods or capital
goods ; whether it is spent on rich-man’s goods or poor-man’s goods.
And, also, indexes of the prices even of the same group of goods
will vary with the compiling agency. Over relatively short periods
of time, however, these differences are usually not great. The area
of agreement is far greater than the area of disagreement. Econo-
mists, having learned to concentrate on important issues, accept
approximate measures with which they may differ in detail.
National income statistics are expressed in round billions of dol-
lars, not in dollars and cents.

My second comment is necessary to emphasize a point that is
frequently misunderstood. The deflation procedure I have been
discussing, namely, correction for changes in the general price
level, does not remove all the biases or difficulties that arise from
changes in the value of money. This correction cannot, by itself,
place the business income figures for two different periods on a
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par with one another and render them fully comparable. One
important reason is that the various business costs set off against
gross income, in the usual profit and loss statement, are based on
“heterotemporal” prices. When I first used that word I was ac-
cused of indecently coupling Greek and Latin roots. Yet it ex-
presses the idea succinctly. What I mean, of course, is that costs
charged in, say 1940, involve prices paid not only in 1940 but also
in earlier years. The ordinary deflation will not take care of this
peculiarity of accounting figures. Other adjustments are needed
to do that, and the economist has applied them to charges for cost
of materials and charges for depreciation and depletion.

The first wrinkle in the accounting treatment of inventories
and thus of cost of goods sold that bothered economists was the
“lower of cost or market” valuation practice. As early as 1932,
Colin Clark felt it necessary to adjust the British figures, because
of it, in order to attain comparability between periods of rising
prices and periods of falling prices.

Soon, however, Simon Kuznets’ work on capital formation at
the National Bureau of Economic Research led him to take an
additional and bigger step towards adjusting the accounting
figures on inventories and costs of materials. He broke down
changes in the reported book values of inventories into two com-
ponents. For example, when both the physical volume of inven-
tory and the market price of the goods held in inventory rose be-
tween the beginning and end of the year, he distinguished between :
(1) the value (at cost) of the increase in the number of physical
units of inventory; and (2) the increase in the value of the open-
ing physical inventory resulting from the replacement of units
purchased at lower prices by units purchased at higher prices. To
the economist, only the first component represents a real accretion
to the country’s wealth. Only the value of the physical increase in
inventory is capital formation from an economic or social point
of view. The second component, the increase in the value of the
opening inventory, merely represents an upward revaluation of
wealth already in existence, not an addition to wealth. Being
such, it should not be treated as capital formation. Nor should it
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be considered to be part of the business income appropriate for
inclusion in the national income.

Put differently, the true current cost of materials consumed is
not their original cost, but their replacement value. In a period of
rising prices, then, and viewing the matter from the economic or
social standpoint, accounting net income is too high, because ac-
countants charge most materials consumed at original, not re-
placement, cost. Accounting profits include the amount by which
inventories are revalued. In a period of falling prices the reverse
is true. Accounting net income is then too low, in the eyes of the
economist. Business income from an economic viewpoint should .
be determined by subtracting from sales a cost of goods sold in
which the units sold are valued at current, not original, cost prices.
This explaing why the series prepared by the National Bureau of
Economic Research to measure the nation’s income includes, as a
component, business income adjusted to remove inventory revalua-
tions. The Department of Commerce has taken over the notion,
and its figures on national income are similarly built up. .

The economist’s adjustment of inventory (or cost of goods
sold) strongly resembles, of course, the “last in, first out” or the
LIFO method that has come into use in some business accounts, ;
and I therefore need not take the time to develop it in detail. Never-
theless, several comments are necessary.

It should be noted, first, that this adjustment is applied by
economists to all (or virtually all) business income. The national
income figures are thus internally consistent. The data for dif-
ferent industries are, in this respect, fully comparable with one
another. This is not true of accounting data on business income.
Lifo is used by only a fraction of all business enterprises; and in
the accounts of many of those using Lifo, it is not applied to all
types of inventories. The adjustment made by economists was
designed precisely in order to provide complete comparability
between different companies or industries and between different
periods of time.

The economic adjustment is different from Lifo not only in
the scope of its application but also in the way it is applied. In

147



Lifo, materials sold or consumed are charged at the cost of the
most recently acquired materials. This might be the current year’s
price or it might be last year’s price if the physical volume of
inventories has been reduced from last year’s level. (I am ignoring
the- special case of involuntary liquidation because of wartime
shortages, in which the general Lifo rule is relaxed.) The econo-
mist always charges all materials sold or consumed in any year at
that year’s price, even when inventories are depleted during the
year. The economist’s method of adjustment therefore ensures
that no inventory revaluation will be left in the income account
to over- or under-state business income. Lifo does not. The inten-
tion, however, seems to be about the same. The purpose of Lifo,
as the American Institute Committee on Accounting Procedure
states, is “to relate costs to revenues more nearly on the same
price level basis than would the Fifo method.” The purpose of
the economist’s method is to relate costs to revenues on ezactly
the same—the current—price level basis.

Though the economist tries to relate costs to revenues on the
same price level basis, he cannot in fact fully attain that purpose.
Accounting data constitute his raw material. To adjust them, he
has to know what fraction of inventories are reported on Lifo,
what portion on Fifo. Of the latter, he has to know what portion
is valued at the lower of cost or market, what portion on other
bases. Furthermore, he has to know how replacement prices have
changed in each industry. But he does not know these things very
exactly. He has to estimate them. Our national income figures,
therefore, are adjusted on the basis of approximations only. But,
again, the economist is glad to get closer to his objective, even
if he cannot reach it fully, rather than content himself with the
unadjusted figures.

The adjustment is a very considerable one, when prices are
changing greatly. The Department of Commerce correction has
run as high as +4 billions for 1930, —3 billions for 1933, 4-1
billion for 1938, —3 billions for 1941, and —6 billions for 1946.
(These estimates cover not only corporations but also unincorpo-
rated enterprises, except farms.) Even if these adjustments are
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surrounded by considerable margins of error—and we may be sure
they are—they are worth making.

If the objective is to relate costs to revenues on the same price
level basis, there is no logical reason for stopping with the
materials that come out of inventory. _Charges for depreciation
and depletion have to be treated in the same way. Capital assets
consumed in the course of current production also should be
charged at current prices rather than at original cost. If they
are not, business income is—from the economist’s point of view—
overstated when prices are rising, understated when prices are
falling.

The depreciation and depletion charges available to econo-
mists are, of course, the accountants’ figures. These, therefore,
also require adjustment. This adjustment, quite similar in prin-
ciple to the adjustment made of inventories, is rather more diffi-
cult to make, however. Available depreciation and depletion data
are pretty complicated. They combine figures relating to a great
host of different dates; some are in original cost, some at cost to
second owners; depreciation methods and the distinction between
capital charges and maintenance charges vary among firms and
even within firms; and tax-law complications, like the wartime
amortization feature and the depletion methods accepted by the
Treasury Department, provide stumbling blocks.

The computation of depreciation charges reminds me of a
calculation reported in Alice’s Adventures in Wonderland. Be-
cause George May once told me that it is always good form to quote
from that famous authority, I won’t restrain myself:

“Fourteenth of March, I think it was,” the Mad Hatter
said.

“Fifteenth,” said the March hare.

“Sixteenth,” said the Dormouse.

“Write that down,” the King said to the jury; and the
jury eagerly wrote down all three dates on their slates, and

then added them up, and reduced the answers to shillings
and pence.
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I think that is how depreciation charges are calculated—with
a heavy weight given to March fifteenth, in this country. Anyway,
the economist has to unscramble the data that accountants pro-
vide him. And to the components he has to apply an adjustment
involving a knowledge of changes in the prices of plant and equip-
ment when the very character of this property also is modified
with time, and the prices therefore are not fully comparable from
time to time.

Despite all these difficulties, however, rough approximation
seems possible, in my opinion, and when price changes are great,
eminently worth while. It brings us closer to the truth than if we
fail to make it. Such an adjustment was put into the National
Bureau’s calculations of national income for the period 1919-1938.
The magnitude of the adjustment may be appreciated if we glance
back at those figures. Take, for example, 1919, which followed
the rise in prices during World War 1. Accounting measures of
depreciation of business capital goods, for that year, amounted to
3.4 billion dollars. The estimate in current prices, however, was
5.4 billion, a difference of 2 billions. The discrepancy for 1920
was even bigger, 2.6 billion. For 1932, of course, the current price
estimate was lower than the book estimate.

For 1947, I would not be surprised if current accounting cal-
culations again understated the economic measure of depreciation
by some billions. But the Department of Commerce, which pro-
vides the current statistics on national income, has not followed
the lead of the National Bureau in this respect, and we therefore
have no real estimate. It should be pointed out, however, that the
Department agrees that revaluation of accounting depreciation
charges is “indicated on conceptual grounds” (Survey of Current
Business, Supplement, July, 1947, p. 11), and of course joins the
National Bureau in excluding realized capital gains and losses
from its measures of business income. Apparently the Department
has not made an adjustment for the difference between book and
current price estimates of depreciation because of the statistical
difficulties involved. But whatever the reason for not making the
adjustment, by not doing so the Department of Commerce over-
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states current business income in its presentation of the national
accounts.

I might mention, also, that the Department further overstates
business income because it adds back the tax-law deductions for
depletion. These figures are, of course, almost meaningless from
an economic standpoint, and therefore provide little information
with which to start. But while the Department’s attitude is quite
understandable, its figures are none the less defective in this
regard, too.

I come now to a question that has not received much con-
sideration. Partly, I imagine, this is because it has seemed rather
less important than the matters already mentioned, and it is less
important during a period of great change in the general price
level. Yet it is worth tossing into the forum because it will help
us to see more clearly the meaning of the adjustments already
described.

The basic idea of the inventory adjustment made by the econo-
mist is to keep out of business income, and thus out of national
income, profits or losses—realized or unrealized—that arise out
of mere changes in the prices at which the existing stock of the
nation’s wealth is assessed. For the nation as a whole is no better
or worse off simply because the current value of a fixed number of
units in its stock or goods has expanded or shrunk. (I pass over
the exception created by international trade.) But is this true
of the individual firm that owns a stock of goods the value of
which has changed? The logic of the economist’s inventory ad-
justment as now made—and the same goes for the adjustment of
depreciation charges and for Lifo—implicitly states that it is
true of the individual firm. It is assumed that, like the nation,
the firm is no better or worse off because the current value of a
fixed number of units in its stock of goods has changed.

It is clear, of course, that the individual firm is in fact not
better or worse off if the unit value of its inventory has merely
paralleled the general price level. But what if the two have di-
verged? Suppose, for example, that owing to the depletion of our
resources, the unit value of the stock of copper held by nonferrous-
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metal refiners rises more rapidly than the general price level ; and
that, owing to technological advances, the unit value of the stock
of rayon fiber held by rayon manufacturers rises less rapidly than
the general price level. Can we really say that the one group has
not gained, nor the other lost, by this differential price movement?
Now, if the economist is interested only in the aggregate national
income, he can ignore such gains and losses, for they more or
less offset one another. In that case, however, he should note
explicitly that the adjusted figures he presents for an individual
industry are exclusive of its gains or losses from differential
price movements. The figures measure, in a sense, what the
industry puts into the national product, rather than what it
gets out of the national product.

But the economist is often interested in what an industry or
firm gets out of the national product. That is, the economist is
then concerned with how the purchasing power resulting from
business operations is distributed among industries or firms. Then
it is another matter. Whether these profits or losses are or are
not included does make a difference, and in the case of a particular
industry or firm may sometimes make a great deal of difference.
What are the pros and cons on including them?

The gain or loss arising from differential price movements may
reflect differences only in the cyclical amplitudes of prices. In
that case it can be argued that the profit or loss situation is only
temporary, that it will soon be succeeded by the reverse situation
at the next turn of the business cycle, and that this cyclical suc-
cession need not concern us. This argument is not iron-clad. But
even if it were, it does not apply to the situation in which the gain
or loss arises from sustained differential price movements, that
is, from trend differences, rather than cyclical differences, in price
movements. Here there is no cancellation. And here there seems
to be little question that to the industry or firm affected the gain
or loss is real.

One may grant that such gains and losses are real yet argue
against including them in the economic measure of business in-
come on the ground that they are not part of current income, but
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instead reflect windfall or capital gains or losses and should be
treated accordingly. To this the counter-argument is, of course,
that business enterprise does not take price movements to be mere
disturbances of the situation in which business is done, but part
and parcel thereof. Business enterprise aims at profiting, or avoid-
ing loss, from such movements. Indeed, the exercise of foresight
in this connection is a characteristic function of entrepreneurship,
and active planning by business men to influence prices—whether
those of goods purchased or of goods sold—rather than passively
adjusting to them, is hardly unknown.

Brief mention may be made, finally, of another point. Some
of the consequences of trading on a narrow equity or margin also
tend to be excluded from the economic measures of business in-
come, by the adjustments now in use. Yet the gains or losses
resulting from changes in the burden of debt as price levels rise
or fall influence greatly the distribution of purchasing power.
For that reason these gains or losses also must find a place in a
discussion of the economic measurement of business income. I
will not take the time to develop these topics. Perhaps this is
because I am subconsciously conforming to that professorial model
of a lecture in which a third of what is said is obvious, a third is
intelligible only to the brighter students, and a third is intelligible
to no one. But I will admit only that I am simply trying to un-
cover some of the significant implications of the adjustments now -
used in preparing our national income figures. Only by studying
these implications can we reach a real understanding of what the
current economic viewpoint means, and find direction towards
bettering it. In short, I am pointing to some of the unsettled
problems that a study of business income must tackle.

Let me sum up the main points, on which almost all econo-
mists agree, as follows:

Accounting calculations of business income are unacceptable
to economists. Current accounting reports yield figures for dif-
ferent companies that are not comparable with one another. .- Cur-
rent accounting reports yield figures for a single company’s opera-
tions in one year that are not comparable with figures for the
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same company in another year. During a period of inflation, such
as we are in, these incomparabilities are serious.

To obtain comparable figures that measure business income
from a consistent economic point of view, economists are therefore
driven to make adjustments of accounting data, or at least to
attach qualifications to them. Economists follow the principle
that costs should be related to revenues on the same price level
basis, and that the income of one period should be compared with
the income of another period on the same price level basis. In
accord with this principle, economists believe that inventory re-
valuations should be excluded from business income, and the in-
come estimates of the National Bureau of Economic Research and
of the Department of Commerce do exclude them. Economists
believe, also, that revaluations of fixed assets should be excluded
from business income, and the income estimates of the National
Bureau and Department of Commerce both exclude realized capi-
tal gains and losses. The estimates of the National Bureau further
exclude revaluations of fixed assets arising from the charging of
depreciation at original cost. The Department of Commerce also
accepts the principle, but has so far implemented it only by a
textual qualification of its figures. Finally, economists believe
that comparisons of income over time are possible only if adjust-
ments are made for changes in the purchasing power of money
income, and all estimators of national income provide for such
adjustments. ,

These are not small matters that we are discussing today. The
accounts of business income are matters of great public concern.
Cooperation among the various groups of society, so necessary
to the efficient working and progressive development of our econ-
omy, is difficult to secure when there is widespread misunder-
standing of how the nation’s income is being distributed. To
lessen—perhaps ultimately to dispel—this misunderstanding is a
duty of the economists who practice social accounting. Is it not
also a duty of those who practice public accounting?
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THE VARIED IMPACT OF INFLATION ON THE
CALCULATION OF BUSINESS INCOME

A generation ago few people were interested in business
accounts. I might add, also, that fewer still were able to find in
the published income accounts and balance sheets the information
they sought.

Much has happened since then to the role—and the rule—of
business accounts in our economy. It will make a remarkable
history when someone realizes the import of those events and sits
down to describe them. The great economic and political changes
of the past few decades have brought us to a situation in which
the summary accounts of business are staked off as public domain,
and the profits of business are viewed as matters of public con-
cern. Business accounts are now being watched, analyzed and
made use of not only by management and shareholders and regu-
latory commissions and competitors, but also by tax collectors,
economists, statistical agencies, consumer organizations and trade
unions. All these now seek vital information in these accounts.

‘When public policies and private strategies are influenced by
business accounts, it is important that we understand what they
have to tell us. This is especially necessary when inflation both
sharpens interest in them and distorts the records they provide.

It is obvious that in a period of inflation the cost of living of
wage earners goes up. It should be obvious, also, that the cost
of replenishing inventories goes up, the cost of replacing worn-out
equipment goes up, and the cost of living of stockholders goes up.
Yet most accounting procedures fail to take any account, or ade-
quate account, of these increases. Goods charged out of inven-
tory are charged at their original cost, not at their higher replace-
ment cost. Depreciation is charged at the original cost of the
depreciating plant and equipment, not at their higher replace-

Reprinted by permission of Institute of Trade & Commerce Professions.
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ment cost. As a result, inventory and plant are revalued as they
are turned over. To take an example, a fixed stock of ten thou-
sand men’s shirts, worth say $20,000 in 1939, will now be valued
at $40,000; and a fleet of 10 small motor trucks, worth perhaps
$15,000 in 1939, will now be carried at something like $25,000,
the exact amount depending on how many trucks had been re-
placed since 1939. Net worth will be higher by these increases
in book value. Now ordinarily revaluations of assets are not
allowed to get into the profit and loss account. Vigilant account-
ants treat them as surplus adjustments and shoo them away.
But when revaluations find their way into the accounts not by
deliberate reassessment of assets but by the indirect process of
turnover of assets during inflation, they do get into the income
account. The increase in net worth that I mentioned, the revalua-
tion profit, will have been treated as ordinary income, indistin-
guishable from other income. Accountant’s calculations of busi-
ness profits will thus have been overstated.

Furthermore, the profits so calculated are not even corrected
for changes in their purchasing power. In a nutshell, then, ordi-
nary business accounts provide an exaggerated notion of business
profits when price levels are going up.

So much, I think, is becoming recognized, though perhaps too
slowly and too grudgingly. But the simple and general qualifica-
tion of business accounts, to which this recognition leads, is not
enough to avoid misinterpretation. We must realize, also, that
the accounts of different industries and different enterprises are
affected by inflation in different ways and in different degrees.
Even stabilization of prices, if and when it comes, will not mean
the end of inflation’s effects on the calculated profits of each and
every industry. ‘

Why may the impact of inflation be greater on the business
accounts of one industry than on those of another? There are
a number of factors. These are: (1) variation, among indus-
tries, in the importance of physical assets in business operations;
(2) variation in the rate of turnover of physical assets; (3) varia-
tion in the average age—or year of acquisition—of capital assets;
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(4) variation in the rate of rise in prices paid for physical assets;
and (5) variation in the accounting procedures followed.

A brief comment on each of these will be sufficient to indicate
its significance.

In an industry in which physical assets—plant and equipment
and inventories—are of minor importance in the balance sheet,
costs of materials and depreciation changes will usually be of
minor importance in the income account. Even serious errors
in the calculation of these costs will not appreciably distort cal-
culated net income. When plant and equipment and inventories
are important, however, and prices are rising, differences between
original and replacement costs will bulk large compared with
profits. Inclusion in net income of “revaluation profits” will
seriously overstate net income.

The rate of turnover of assets also is relevant. Other things
being equal, the more rapid the rate of turnover, the quicker does
a rise in prices cause upward revaluations to materialize. The
quicker, therefore, are calculated profits affected. Correspond-
ingly, the slower the rate of turnover, the slower is the impact on
profits. (I am, of course, discussing this factor with reference
to the inflation that began only a few years ago. Should prices
continue to march up indefinitely, differences in rates of turnover
would eventually cease to play a significant role.) The interest-
ing point here is that the effects of inflation on calculated business
profits may appear even after—sometimes, long after—price levels
have become stabilized. Thus, the public utilities, which hold
long-lived assets, might be understating depreciation charges and
over-stating profits for some time after the end of an inflationary
movement. Indeed, they might be doing so even after deflation
had begun and been reflected by downward inventory revaluations
in other industries.

The effects of variation in average age of assets and in rate of
price rise are obvious. Firms that were set up and in full opera-
tion in 1939 will be carrying their capital assets at values far
below those of firms that sprang up or expanded greatly in recent
years. Depreciation charges of the former group will understate
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replacement costs more seriously than depreciation charges of the
latter group.

As for price changes, variation among them is more con-
siderable than most people suppose. It is one of the reasons why
a single or general price index for putting original costs onto a
replacement cost basis cannot be wholly applicable to all types of
industries.

The final factor is a variation in accounting procedure. Firms

already using the last-in, first-out, method of charging costs of
materials—LIFO—are to that extent already correcting their
accounts for the effects of inflation. Similarly, firms using “ac-
‘celerated” depreciation or other devices for increasing deprecia-
tion charges above original-cost levels are recognizing and to that
extent correcting for the effects of inflation. Naturally, also,
when firms use maintenance rather than depreciation accounting,
the impact of inflation on calculated profits is lessened. But not
all firms do use these devices. Nor do those using them use them
to the same extent. TIor this reason the aceounts of different firms
and industries are not comparable. Some reported profits are
seriously, others are less seriously, affected by rising prices.

In principle, the net result of these several factors is meas-
ured by the sum of an inventory-revaluation adjustment and an
adjustment for the difference between depreciation calculated at
original cost and at replacement cost. I wish I could tell you how
much these sums are, for various industries, and how their pro-
portion to calculated profits varies from one industry to another.
Unfortunately, only the inventory adjustment has been computed
for each industrial group.

For all corporations, and for 1947, upward inventory revalua-
tions accounted for 5 billion dollars of the 18 billion of corporate
profits after tax, or 28 percent, according to the Department of
Commerce. For wholesale trade, however, the percentage was
78, and for tobacco manufactures, 70. In contrast, for public
utilities it was 15 percent and for textile mills, 12 percent, while
the probable percentage for real estate and a few other like indus-
tries was too small even to be worth calculating. In the case of
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rubber manufactures, the inventory revaluation was downward,
rather than upward as in all other industries, and as a conse-
quence calculated profits of rubber corporations were lower than
they would otherwise have been.

In 1948 total inventory revaluations were lower than in 1947.
They amounted to 3,300 billions or 16 per cent of income after
taxes, and I imagine that, unlike 1947, downward revaluations
tended to depress calculated profits in more than one industry.
The proportion of such downward revaluations may turn out to
be even greater in 1949.

But revaluations that arise out of charging depreciation at
original cost will continue to be positive for years to come, in
most industries. The revaluations will, of course, diminish in
size should levels become stabilized.

After World War I, to cite some calculations made in 1938,
it took twenty years or more before the prices underlying depre-
ciation charges caught up with current reproduction costs. In
1919 depreciation charges were about 30 percent below the amount
they would have been had they been figured at the level of repro-
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