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During the past decade, the 
accounting profession has en
countered rapid and sometimes 
revolutionary changes in its environ
ment and has responded with changes 
in accounting standards necessary to 
provide information beneficial to in
vestors and other user groups. 
Although these changes have often 
been accepted by the business and 
financial community with mixed reac
tions, the profession’s willingness to 
change is evidenced in part by the 
quantity of output from the Financial 
Accounting Standards Board (FASB). 
One approach used by the FASB in 
dealing with complex reporting issues 
has been to encourage experimenta
tion with various accounting and 
reporting alternatives.1 This approach 
implies that acceptance in the market
place and continuing research are 
necessary and vital elements in resolv
ing complex issues. It also establishes 
a mood of reflection and theoretical ex
change concerning financial reporting 
which views authoritative pronounce
ments as evolving standards and not 
as immutable laws or decrees.

One of the most emotional issues 
recently addressed by the accounting 
profession, the FASB, and the SEC is 
the historical cost accounting model 
and the need for its modification. The 
continuing discussion regarding his
torical costs has generated Account
ing Series Release (ASR) No. 190, as 
well as Statement of Financial 
Accounting Standards (SFAS) No. 33 
— essentially a replacement of ASR 
No. 190. SFAS No. 33 presented a 
piece-meal approach to reporting non- 
historical cost information on a supple
mental basis, and it stressed the 
experimental nature of the reporting 
requirements contained therein.2

SFAS No. 33 was issued primarily to 
deal with the effects of inflation on the 
measurement of net income from 
operations and the reporting of inven
tories and certain fixed assets. 
However, the liabilities component of 
the fundamental accounting equation 
was not addressed by this pronounce
ment except indirectly by requiring 
disclosure of net gains or losses 
resulting from holding both monetary 
assets and liabilities. Liabilities are, 
therefore, measured only on the basis 
of historical cost in the SFAS No. 33 
balance sheet (net asset) disclosures.

Even though SFAS No. 33 has 
resulted in substantial improvement in
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the relevance of accounting informa
tion, the required supplemental 
disclosures are not adequate with 
respect to liabilities. With these limita
tions in mind the purposes of this 
paper are:

1. To respond to the FASB’s call for 
input and experimentation in the 
area of reporting the effects of in
flation on financial statements.

2. To suggest that the presentation 
of many long-term liabilities in the 
financial statements do not ade
quately reflect the current eco
nomic environment.

3. To provide some evidence about 
the materiality of the difference 
between historical cost debt 
presentations and the present 
value of outstanding debt.

4. To suggest that long term 
liabilities should be restated each 
period using the present value 
approach, and this restatement 
should be given supplemental 
disclosure.

Measurement of Liabilities 
Under Existing Standards

The authoritative literature that ad
dresses the measurement of certain 
enterprise liabilities to be reported in 
the primary financial statements is Ac
counting Principles Board Opinion 

(APBO) No. 21, “Interest on Receiv
ables and Payables,’’ issued in 1971.3 
The issue addressed in this Opinion 
deals with the determination of the 
historical cost of a transaction involv
ing the exchange of a debt instrument. 
According to the opinion, when a debt 
instrument is exchanged for cash it is 
assumed that the stated interest rate 
represents the fair market value (FMV) 
of the funds, and the face of the note 
represents both the FMV and the his
torical cost of the transaction. 
However, if the debt instrument is ex
changed for property, goods, or ser
vices, and the stated interest rate is not 
representative of the market for simi
lar-risk securities (or is non-existent), 
then the value assigned to the ex
change is the fair market value of the 
property, goods or services or the FMV 
of the debt instrument. In determining 
the FMV of the debt instrument, con
sideration is given to the “...credit 
standing of the issurer, the prevailing 
rates for issuers with similar credit 
ratings...’’ and other evidence useful 
in approximating an arms’ length 
exchange.4

The Accounting Principles Board 
(APB) thereby established the present 
value of future cash flows relative to
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debt exchanges as the appropriate 
method of determining the historical 
cost of a specific set of transactions 
under certain circumstances. How
ever, in measuring present values, the 
APB expressed a preference for using 1 
(1) the FMV of the property, goods, or 
services exchanged (the cash sales 
price) or (2) the FMV of the debt instru
ment (current cash sales price when 
established markets exist). The ra
tionale for the present value approach 
to measuring debt transactions was 
provided in Opinion No. 21:

Nonrecognition of an apparently small 
difference between the stated rate of in
terest and the applicable current rate 
may have a material effect on the finan
cial statements if the face amount of the 
note is large and its term relatively long.5 
Interestingly, APBO No. 21 requires 

that any interest rate changes subse
quent to the date of the transaction be 
ignored. Obviously, the purpose of the 
Opinion was to establish historical cost 
using a measure which approximates 
current value on the transaction date.

It follows from the above stated logic 
of the APB that if, subsequent to the 
debt issuance, the current market in
terest rate differs significantly from the
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rate used to establish historical cost, 
there will be a material difference be
tween the present value of the debt 
and the recorded book value of the 
debt. SFAS No. 33 did not address this 
problem pertaining to the current 
measurement of liabilities. It required 
only the following minimum sup
plemental disclosures: 1

1. Income from continuing opera
tions on a constant dollar basis.
2. The purchasing power gain or 
loss on net monetary items.
3. Income from continuing opera
tions on a current cost basis.
4. Current cost amounts of inven
tory and property, plant and equip
ment at the end of the year.
5. Increases or decreases in cur
rent cost amounts of inventory and 
property, plant and equipment, net 
of inflation.6

It is apparent from the above sum
mary, that SFAS 33 addresses debt 
only indirectly(item 2). All monetary 
items are netted to compute the pur
chasing power gain or loss which is 
presented as a separate line-item total 
in the supplemental information. The 
calculation of purchasing power gain 
or loss reflects historical changes in 
the purchasing power of the dollar, but 
excludes consideration of changes in 
the present value of debt resulting from 
shifts in the supply and demand for 
funds.

Because APBO No. 21 considers 
exclusively one class of liabilities and 
prescribes a present value calculation 
only at the transaction date, and 
because SFAS No. 33 excludes debt 
restatement from supplemental 
disclosure, it is appropriate to question 
the efficiency of these standards to 
provide the necessary information on 
long term debt under current infla
tionary and volatile money market 
conditions.

The literature provides theoretical 
support for a present value approach 
to debt measurement:

...enterprise liabilities are sometimes af
fected by price changes changes in the 
purchasing power of the dollar, interest 
rate changes or other events and cir
cumstances that may be partly or wholly 
beyond the control of an enterprise and 
its management.

When one considers the stated objec
tives of financial statements, it seems 
apparent that some type of realistic 
disclosure must be made of the current 
values of an enterprise’s...liabilities...

Ideally, the current value of assets 
and liabilities would be determined by 

measuring the present value of their ex
pected cash flows. If an enterprise had 
perfect knowledge of the amount and 
timing of net cash flows related to each 
of its assets and liabilities, it could deter
mine precisely the current value of each 
of these items.8
The long-term liabilities addressed in 

this paper are those termed “Class A’’ 
in the FASB’s “Conceptual Frame
work...” Class A liabilities are those 
that require specified money payments 
at specified dates. The FASB stated 
that:

The essential information for measuring 
the present value of expected cash flows 
tends to be favorable for Class A 
liabilities. By definition, the amounts and 
timing of the cash flows are known; the 
appropriate rate of discount may be 
known or reasonably determinable...9 
Since the measurement approach 

for translating cash flows into present 
value is already established in APBO 
No. 21, and since an appropriate dis
count rate can be readily determined 
when debt markets exist, the present 
value calculations necessary to restate 
liabilities are, therefore, easy, objective 
and verifiable.

Magnitude of the Liabilities 
Valuation Problem:
Some Empirical Evidence

During the last two decades, short 
term and long term interest rates have 
increased dramatically; consequently, 
many companies have existing debt 
which was issued at effective interest 
rates far below the current rate for 
similar debt. As interest rates rise, the 
market, or real value, of debt de
creases. When the difference between 
the issue rate and the current market 
rate becomes large, as has been the 
case with debt issues of many com
panies recently, the market value of 
the debt varies significantly from the 
accounting book value.

To illustrate the effects on debt when 
current market rates of interest differ 
from actual issue rates, the financial 
statements of eight major U.S. cor
porations were investigated. The dis
closures contained in the financial 
statements of each company were in
adequate to allow re-valuation of their 
total debt portfolios. Therefore, only 
certain debt issues from each corpora
tion were selected. Each of these debt 
issues has been outstanding for sev
eral years, with at least ten years re
maining to maturity, and with interest 
rates that vary from 5.3% to 9⅜%.



EXHIBIT I
Historical Cost and Current Valuation of Selected Debentures 

of Eight Major U.S. Corporations

(1)

Debt Issue

(2)

Historical Book Value

(3)
Current Discounted 

Present Value

(4)
[(2) - (3)] 

Dollar Overstatement

(5)
[(4) - (2)] 

Percent Overstatement

Phillips 
Petroleum 
8⅞% 2001 $250,000 $145,395 $104,605 42%
7⅝% 2001 175,459 88,272 87,187 50%
Mobil 
Corporation 
8½% 2001 729,000 404,570 324,430 45%
Bethlehem
Steel 
9% 2000 110,600 65,136 45,464 41%
8⅜% 2001 200,000 109,510 90,490 45%
8.45% 2005 250,000 135,292 114,708 46%
Sears
6⅜% 1993 73,500 36,699 36,801 50%
8⅝% 1995 103,000 61,451 41,549 40%
8% 2006 250,000 127,940 122,060 49%
7⅞% 2007 300,000 150,838 149,162 50%
IBM
9%% 2004 500,000 299,813 200,187 40%
General Electric
5.3% 1992 80,000 369,923 43,077 54%
7½% 1996 149,000 78,393 70,607 47%
8½% 2004 295,000 161,288 133,712 45%
General Motors
8⅝% 2005 300,000 165,539 134,461 45%
DuPont 
8.45% 2004 286,000 155,503 130,497 46%
8.5% 2006 264,000 143,153 120,847 46%

The data collected and analyzed are 
summarized in Exhibit I. Information 
identifying the companies and the 
specific debentures selected is 
presented in Column 1. The book 
value of each issue is shown in Col
umn 2, and the corresponding present 
value of the related future cash flows, 
discounted at 16%, is calculated in 
Column 3.10 These values represent 
the current value measure of each 
debt issue. Comparison of the 
calculated present values with the cur
rent quoted market price for each debt 
issue produced only negligible dif
ferences. This would seem to add fur
ther credibility to the present value 
measurement of long term debt.

The dollar amount of the overstate

ment of the debt issue (Column4) and 
the percentage of overstatement (Col
umn 5) are presented in Exhibit 1 to 
allow the reader to consider the 
significance of the overstatement. It 
should be noted that the percentages 
in Column 5 range from 40% to 54% 
of book value. These percentages ap
pear to be significant when considered 
individually; however, it should be 
stated again that they resulted from 
analysis of only selected debt issues 
of each company and did not include 
entire portfolios of debt. Consequently, 
the overstatement of these issues may 
or may not be representative of those 
contained in the liabilities of mature 
companies. It is unfortunate that finan
cial statement disclosures were inade

quate to allow restatement of the entire 
debt of each company; and perhaps 
this lack of information further em
phasizes the need for supplemental 
disclosure of either the FMV of debt or 
the minimum information necessary 
for user calculation.

It is not unreasonable to assume 
that there may be a significant group 
of companies whose entire debt port
folio is overstated by as much as 50% 
(as may be inferred by Exhibit 1). 
Clearly, in this event, if this information 
were readily available there could be 
a major change in the way the finan
cial position of firms is analyzed. The 
implications of this type of disclosure 
on the capital markets can only be 
speculated. However, some compa
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nies may find debt easier to acquire, 
perhaps even at a reduced rate 
because their financial statements are 
stronger from a long-run solvency 
standpoint. Stockholders may also be 
pleased to learn that they are in better 
condition than the traditional financial 
statements indicate. The potential im
pact and usefulness of more realistic 
debt values could be enormous

It has been suggested that the dif
ferences between the discounted pres
ent value and the historical cost of 
each debt issue should be calculated 
each period with the change from the 
previous period shown either as an ad
justment to income or as an adjust
ment to equity.11 This aspect of infla
tion accounting for debt represents a 
longstanding dilemma which will not be 
easily resolved. However, this dilemma 

 certainly should not be allowed to 

deter the profession from requiring 
disclosure of the current value of debt 
— which is a separate issue. If the cur
rent value of debt is disclosed as sup
plemental information, the financial 
statement user could make a personal 
choice regarding any related adjust
ment to income or equity.
Summary and 
Recommendations

The escalation in long term interest 
rates in recent years has produced 
new and difficult problems for today’s 
corporate leaders. These conditions, 
however, have caused managers who 
moved their companies into highly 
leveraged positions during the early 
and mid-seventies to appear to be 
financial wizards. It could be said that 
a firm’s greatest asset today is its ten- 
year old debt. There is no question that 
stockholders of companies carrying 
large amounts of low cost, long term 
funds are enjoying an advantage in 
today’s money markets. Financial ac
counting, however fails to measure 
and report such advantage. Under cur
rent accounting standards the balance 
sheet presents all debt as equivalent, 
whether it was issued in the current 
year at 16% or ten years ago at 8%.

The FASB did not specifically ad
dress the problem of debt valuation in 
its Statement No. 33 dealing with the 
effects of inflation on financial state
ments. Problems of failure to account 
for the changes in the real value of 
debt related to increased in long term 
borrowing rates may materially affect 
investor and managerial decisions. Ac
cordingly, the FASB is encouraged to 
consider this problem and to issue a 
standard requiring supplemental dis
closure of current valuations of long 
term debt. By issuing standards requir
ing supplemental disclosure, the FASB 
would ensure the availability of a 
realistic current measure of liabilities 
to financial statement users. Moreover, 
this approach would allow users the 
flexibility to interpret differences bet
ween the book value and current value 
of debt in the way they consider to be 
most appropriate. If the FASB decides 
that the current value of debt should 

not be reported, then the disclosures 
should at least be expanded to provide 
sufficient information to allow users to 
make their own calculations of the pre
sent value of the total long term debt 
portfolio.
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counting and Reporting: Elements of Financial 
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