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During the last decade, the impact of rising inflation on the American
economy has received considerable attention. The problem has been particu-
larly apparent during the last several years, with the government attempting

to control the rapid rise of

(=T

.nflation, the economist attempting to explain
it, and the American public, temporarily at least, accepting it as a fact of
life. It is very apparant, devistatingly so in many instances, to the Amexr-
ican wage earner that his dollar is buying considerably less at the present
time than a2 short while ago. The steady and rapid decline in the purchasing
power of the dollar has brought intec the limelight an important question in
the minds of those involved in the business environment: How much reliance
can be placed on present historical cost financial statements?

The accounting profession and the business world as a whole have always
been extremely concerned with assuring themselves of falr financial reporting
by management. In attempting to achieve this goal, the necessity for a com-
mon unit of measurement to compare various assets, liabilities, and equities
was apparant. In the United States, the dollar was accepted to fulfill this
requirement in financial reporting, under the assumption the dollar was a
stable unit of measure. The general acceptance of the dollar as a unit of
measure has not gone by without definitional problems however. DBecause of
the change in general purchasing power of the dollar in periods of inflation
or deflation, the accounting principle which recognizes the dollar as a unit
of measurement in financial accounting without recognition of the changes of

its general purchasing power has recently been the center of attention in

the controversy over accounting for inflation.
1




In the past, the accounting profession has held steadfast to its util-
ization of the cost principle in financial reporting. Among the assumptions
and justifications underlying this position were that the dollar was a stable
unit of measure and that the purchase price of the asset measured in cash or
cash equivilent was an cbjective, verifiable statistic. Accountants have
recently becore more aware of the fact that the justificatlons are not com-
pletely valid and it may be time to further examine the underlying assump-
tions. This thought is evidenced by such indicators as the consumer price
index, which is utilized as a measurement of inflation. As measured by the
consumer price index, the annual rate of inflation, while averaging three
percent from 1946 to 1972, was measured at approximately six percent in the
years 1969 to 1972. The increased rate displayed in those three years has
been followed by a rate which has been increasing at a substantially rapid
pace for subsequent pericds. The apparent materiality of the current change
in purchasing power of the dollar has seriously deteriorated the assumption
of the stability of the dcllar in its use as a unit of measure.1

The use of financial statements by owners and creditors has always
played a role in the accounting profession’'s determination of the information
required of financial reporting. The profession has recognized the fact that
financial accounting information may be directed toward the common needs of
one or more users or may be directed toward specialized needs. In this
regard, the American Institute of Certified Public Accountants has deemed
that the emphasis in financial accounting should more appropriately be based
on general purpose information. This is following the presumption that a
significant number of users need similar information, and that the costs
and possible confusion that might result from specialized reporting out-

2
weigh the advantages to be obtained.



It is generally felt that accounting is a communicative process pri-
marily between management and investors that should contain relevant infor-
mation on which to base an investment decision. The users of financial
statements are normally in search of an appropriate measure of performance

and status in crder te make an informed business decision in accordance
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todays economic environment. The datz a user commonly attaches econo-

mic substance to and looks to for answering his invesitment questions include

earnings per share, the entexrprise’s ability to pay future dividends and
interest, and the worth of the enierprises stock. With the steady decline
in the value of the dollar, income and repoxrting based upon historical

cost typically result inm an understatement of costs consumed resulting in

an inflated income. In examining the data with which he is concerned,

which is based in part at least on the inflated income, the investor might
well arrive at a differeant opinion as to the economic outlook than had he
been presented an uninflated _picture,3

The inflated income as commonly presented is due largely to the fact
that the reported financial position is typically a mixture of old dollars
in accounts such as land, buildings, and other fixed assets, and the new
dollars in such accounts as cash, other current assets, and current liabil-
ities. Inherent in this mixture is the fact that inflationary profits are
most probably present. The inflationary items erroneously reported as pro-
fits come mainly from three sources:

1. Failing to recognize the loss in purchasing power of cash avail-
able after collecting the accounts receivable and paying the
current liabilities;

2. Charging costs of goods sold with the original dollar cost instead

of the current dollar cost; and




3. Understating the depreciation provisions by charging operations
with the original dollar costs rather than the present inflated
dollar amcunts.

Understanding and having the capaciiy to recognize and initiate a solution
to overcome these dificiencies is no simple task. The concern that many
investors do not possess such tools has resulted in serious considerations
for taking into account the effect of inflation in the area of financial

b et o
repoxrting.

since the objective of many users is to predict, compare, and eval-
uate cash flows, it is felt that accounting, to be useful, must communi-
cate the status and change in econcmic resources. The measurement of such
resources will most likely continue to be defined and measured in terms of
money. However, with regard to the most beneficial financial data to util-
ize in arriving at a decision, the question emerges: Should the measurement
of the financial resources be in historical dollars, the original investment
adjusted for the rise or fall of the general purchasing power of the dollar,
or the value of the specific resource in terms of current dollars?5

As investors become increasingly moxre aware of the problem of infla-

tion's impact on financial statements, they will be focusing their attention
toward a method of determining which companies appear to have the best under-
standing of the nature of inflation and the most effective program for min-
imizing its effects. With regard to the almost certain upcoming pressures
from investors, the movement toward a form of price-level adjusted financial
statements becomes increasingly stronger.

Managers also would most likely find price-level adjusted statements

to be an aid in their planning. By comparing price-level statements with

unad justed statements, they may more readily perceive the nature and extent
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of the impact of inflation upon their operations. As managers become more
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es in a better posi-
tion to use this data in the making of decisions involving the interplay
of inflation and the timing of proposed chan

nges in selling prices, inven-

ial and labor costs, and the
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ch "Inf on and Financial Reporting," lManagement

Karl E. Fraedri lati
v. 55 (April, 1974), p. 18.

Accounting,

2 : o ; b . . e
Accounting Principles Beoard of the American Institute of Certified

Public Acceountants. APE Accounting Principles Curxent Text, Statement No.
19. Financial Statements Restated for General Price-Level Changes (Chicage,
Til., S1EY8 Povp a8k,

Lo

)Georgc Hill, "Accounting Has a ‘“edibility Problem -- lle Must Account
For Inflation,"” The Arthur Anderson Chronicle, v. 3%, No. 4 (October, 1974),
P.DPs 50, 55.

John R. O°'Donnel, "Are Your Barning What You Think You Are?" The
Arthur Andersen Chronicle, v. 34, No. 3 (July, 1974), p. 55.

5Lawrence Revsine and Jerry J. Weygandt, "Accounting for Inflation:
The Controversy,” The Journal eof Accountancy, October, 1974, p. 73.

Prank T. Weston, ™Adjust Your Inflation for Accounting," Harvard
Business Review, January-February, 1975, p. 24.




CHAPTER IT

It is felt by a large segment of the business environment that there

is a distinct and real need at the present time to account for the effect of

W

inflation upon an enterprisel’ resources. One view point expressed on the
subject by William Blacicle, retired board chairman of Caterpillar Tractor
Company, indicated that we have been hypnotized by the dollar figure and
have not been leoking at performance in terms of real wealth created or con-
sumed.1

With the present double digit inflation and the growing materiality of
the amounts invelved, many take the position along side Arthur Anderson & Co.
who feel current value information of some nature is necessary to reflect
economic reality. This information would appear to bz of great relevance
to all interested parties, and adeopticn of a "persuasive value attitude"”
would probably provide more prudent financial information in many cases by
putting an emphasis on the recognition of changes in value, whether up oxr
down.

Many of the leading arguments in favor of the adoption of an alterna-
tive method of reporting economic activities certainly have a great deal of
merit considering the present degree of inflation. Some of the more common
arguments in favor of price-level accounting include:

1. Reporting income under historical cost based statements tends to

overstate net income during a period of inflation, particularly
when there is a large investment in fixed assets involved.

2. The use of depreciation based on historical cost does not allow
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recovery of sufficient purchasing power to replace the asset at
current prices.

3. The btalance sheet does not reflect current values of virtually all
accounts outside the current classifications,.

L

» The statement users can tetter evaluale managements effectiveness

of maintaining the current dollar equivalent of the assets invest-

(0}

ed and can teiler analyze the enterprise in terms of curxent
economic conditicns.
5. Disclosure of gains and losses on monetary items provides infoxma-
tion relevent to evaluating monetary management.
6. Financial statements reflecting current dollars would be extremely
useful to investors.3
There is also the existing argument that the historical dollar state-
ments can be misleading, paxticulsrly in countries where inflation is ramp-
ant, btecauvse of the mixtures of current purchasing power dollars and histor-
ical dollars. This contention revolves around the utilization of the dollar
in financial statements as a measurement standard with the assumption the
dollar is a stable unit. It is recognized of course, that this is not the
case. This differential between the dollar as a unit of money as opposed to
a unit of measure must be looked at in perspective. By restating financial
statements, particularly with the use of a general price index, the measure-
ment standard, the dollar, would be changed from a unit of money to a unit
of general purchasing power. OSuch restatement would merely be an extension
of historical cost which would change the standard of measurement, not the
accounting principle.u

From the expansion of the argument that adjusted statements would be

useful to investors comes the question of how sophisticated is the user of



the statement. It is suggested that the readers attempt to make inferences
involving the impact of inflation on the historical cost statements cannot
be more than very crude estimations. This is due to the fact that the rate
of change in the purchasing power of the dollar has not been constant and
the effect of change in the purchasing power of meney will vary between com-
panies according to the individual ratios of monetary to nonmonetary items,
Other elements which also must be given consideration are the different
patterns over the course of time in the acguisition of assets, the incurr-
ance of liabllities, and the raising of capital. There is a feeling that the
divectors and managers are in a much better position to make required adjust-
ments foxr the impact of inflation upon their business than the owners or
investors who are perhaps far removed from the environment of the enterprise.
This would seem to indicate a need for price-level adjusted statements even
for the knowledgeable user.5

To remain consistent in the rationale that there is a need for adjusted
financial statements to provide moxe reliable financial data for investors,
it fellows that in evaluating alternative accounting options, the primary
criteria should be the income determination method that best reflects the
maintenance of the actual physical operating level of the firm. This criteria
is deemed superior as it would best reflect maximum potential dividend distri-
bution. There are two basic approaches which may be utilizied in reflecting
price changes, general price-level adjustments, and specific or current price-
level adjustments. Which method would be preferable is a topic of considerable
controversy among the advocates of price-level accounting.

To hope to obtain an undexstanding of the issues involved and their pros-

pective solutions, it is essential to make the distinction between general and

specific price changes. The difference between a resource's historical value
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and current valuve is dependent upon two factors. The first of these involves
the change in the economy wide purchasing power of the dollar and the second
deals with the change in price of a resource because of the individuality of
the item.,

This peint may be illustirated by leoking at a simple example, If it
is assumed that a tract of land was purchased twenty years ago for $1000
and has a current value of $5000 there has been a realized gain from holding
the land of $%000. If during this time the value of the dollar has dropped
in general purchasing powexr to one half the value it was twenty years ago,
it is evident it would take twice as many current dollars, or $2000 to puxr-

chase the land in terms of general purchasing power. The remaining $3000

increment would be due to the fact the value of the land itself;, as a speci-

7

fic item, increased in vlaue at a2 rate faster than the general price-level.

If adjusied statements axe to be forthcoming, a decision must be reach-
ed as to which value will provide the necessaxy information while taking into
account the possible adverse outcomes. VWould the general price adjustment
which would result in the land being valued at $2000 fulfill the needs of the
users, or would a clearer picture be presented by valuing the land at $5000,
its current value, The arguments favoring each of these proposed methods
of adjustments are numerous, and the justifications behind the rationale in
both cases have their merits.

Locking specifically at the propecsal for the utilization of a general
price-level index, the adjustment involved is essentially a restatement of
historical cost in terms of the current value of the dollar utilizing the
Gross National Product Implicit Price Deflator. This indicator of general
price-level is issued quarterly by the Office of Business Economics of the

Department of Commerce. In the restatement process, it would be necessary
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is assumed that a tract of land was purchased twenty years ago for $1000
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in general purchasing powexr to one half the value i
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er than the general price—level.7
ad justed statements are to be forthcoming, a decision must be reach-
ed as to which value will provide the necessary information while taking into
account the possible adverse cutcomes. Would the general price adjustment
which would result in the land being valued at $2000 fulfill the needs of the
users, or would a clearer picture be presented by valuing the land at $5000,
its current value. The arguments favoring each of these proposed methods

of adjustmenis are numerous, and the Justifications behind the rationale in
both cases have their merits.

Looking specifically at the proposal for the utilizatlon of a general
price-level index, the adjustment involved is essentially a restatement of
historical cost in terms of the current value of the dollar utilizing the
Gross National Product Implicit Price Deflator. This indicator of general
price-level is issued quarterly by the Office of Business Economics of the

Department of Commerce. In the restatement process, it would be necessary
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to distinguish between monetary and nonmonetary items on the financial state-
ments. By definition, assets and liabilities are deemed monetary for price-
level accounting if their value is fixed by contract or otherwise in terms

of number of dollars regardless of chang
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ic prices or in the gen-
eral price-level., Holders of monetary items gain or lose in terms of pur-
chasing power during times of inflation. Holders of cash for example would

realize a loss in that the dollars they hold will now purchase fewer goods.

In the same note those who have liabilities payable at a future time, real-

b

ze a gain in that they are allowed to settle the debt in dollars of less
purchasing power. Assets and liabllities which are not monetary are called
nonmenetary for purposes of general price-level accounting and include such
items as inventories, plant and eguipment, and liabilities for rent collected
in advance. Holding nonmenetary items during an inflationary period does not
result in a gain or loss due to the decline in the general price-level. Dur-
ing restatement, only the ncnmonetary items are changed itc reflect the impact
of inflation as monetary items such as cash would be stated in terms of cur-
rent purchasing power,

With regard to operating income, the general price-level adjustment will
conceptually produce results in terms of dollars of income such that each
dollar represents the power to purchase the same amount of goods and services,
It is the intention of this adjustment to correct for the overall change in
the purchasing power in the economy and not for the change in purchasing power
of a specific industry.9

Perhaps the strongest single argument for utilizing a general price-level
index is the fact that it is merely a restatement of historical cost statements.

Tn this regard, it would not be too severe a departure from exlsting practice.

The accountant would continue to have his essential elements of objectivity
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and verifiablity under these conditions. Further, the education of the users
would be simplified as the relationship between historical cost and the gen-
eral price-level involves the use of basically one index for conversion of

all items.lU

Price Walterhouse & Co, in a recent editorical cited several items as

being superior in the comparison of historical cos

¢t

statements and general

price~level data. These items, which they felt provided more useful supple-

ed

mentary informaticn when based upon general price-level data included:

1) Sales trends based on a constant unit of measurement, 2) the
impact on income of amo*u¢21ng nonmonetary items acquired in prior
eriods at lower price-levels, 3) the effects of fluctuations in
the purchasing power of the dollar on the net monetary position of
a company, %) the interaction of interest income (expense) and
price-level loss (gbln)p 5) the real hurden of income taxes levied
onn the basis of historical data, and o the effect of dividends.ll

o)

& further argument for the acceptance of the general price-level index
in adjusting historical cost staiemenis is the feeling that the diversity of
the corporate ownership group makes the general index a fair average to util-
ize. The rationale behind this thought is that since ownership of large cor-
porations is geographically dispersed and represents a disperate group with
dissimilar expenditure patterns, the use of the general index seems appro-
priate for use in the computation of income accruing to the typical corporate
owner. Although seemingly true, this argument has found very little theoreti-
cal support.l2

Although there are many individuals that favor a price-level adjustment
in presenting financial data, there are many that feel that general price-level
adjustments alone are not sufficient to properly reflect the results of an
enterprise’'s operations and its financial position. They take the position that
the use of a method of value accounting is needed to present a realistic finan-

cial picture. Among the more common concepts advocated under a value account-
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ing model, are included the utilization of replacement cost or current cost

for asset revaluation,
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The replacement cost concept is differentiated n the general price-
level or purchasing power concept in that replacement costs deal with the
price changes of specific iiems or groups of homogenous items rather ithan
the overall change in the price of all goods and services. Replacement costs
introduces the use of a market price, an appralisal, or a highly specific price
index tc account for each item in the financial ssatements,lj

The current cost concept attempts to present the current value of all
resources and obligations at the time of the balance sheet date. As would be
expected, these values would differ significantly from the values presented
on either the historical cost or the general price-level adjusted statements.
Advocates of this highly controversial concept argue that the information to
be obtained from current value reporting would be most useful in evaluating
an enterprise for investment or management assessment purposes. They further
argue that, in as much as most investors have a substantial interest in cash
filows of an enterprise, current value data provides the best indicator of the
future earnings and cash flows of an enterprise, at least from its present
resources. This data; it is contended, will be particularly useful when there
is a significant difference between current value and the recorxrded historical
cost of the related assets, which is highlighted during a period of high,

< g ; 14

rapidly rising inflation.

In the face of pressures for price-level adjusted statements, the advo-
cates for current valuation feel that a general price-level adjustment would
not provide reliable information. Strength for this argument can be easily

obtained by examining past price-level data. Citing an example utilizing a

base of 1967=100.0 for all indexes, the Gross National Product Implicit Price
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Deflator used for general price-level adjustments in 1955 was 77.5 and in 1971
was 120.7, indicating a substaniial decrease in purchasing power of the dollar
generally. In examining specific price changes for certain wholesale price
index catagories however, quite the contrary was found to be true. The inde:
for household appliances which was 112.9 in 1955 dropped to 107.2 in 1971
likewise, plastic resins and materials dropped from 126.5 to 88.9, plywood
from 120.4 to 1i4.7, and home electronics equipment from 120.0 to 93.8. As
indicated by this example, nonparallel price movements do indeed occur in
realistic economic settings. Consequently, the utilization of general price-
level adjustment by industries involved in the production of the given pro-
ducts would resuli in a less reliable figure than the amount reported prior

to adjustment. Given this possibility and the objective of cash flow predic-

£

apparant that specific price adjustment would provide users with
nore reliable informe.tion.15

Those who advocate the acceptance of a method of adjusting historical

cost statements are apparantly baslng theilr arguments on three principle
issues, specificialy:

1. The present rate of inflation has a material effect on historical
cost financial statements, particularly on the amount of reported
income.

2. The utilization of the dollar as a unit of money in statement pre-
paration is not presently reflecting economic reality.

3. The users of financial statements are not in as good a position to
make inferences as to the impact of inflation on financial state-
ments as managers are.

The advocate are divided however, on the issue of which method of adjusting

historical cost statements would provide the most benefical results. Those

who favor the use of a general price-level adjustment base their argument on
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the fact that such adjustment would not depart severely from present histori-

cal cost presentation, the virtues of objectivity and verifiablity would be

)

maintained, and less pessible confusion among users would be probable. Those

-

who favor a method of value accounting do so on the presumption that a picture
of econcmic reality would result, with which investors and creditors could

make more informed decisions.,

Hy

Although the arguments presented for adjusiment of historical cost state-
ments certainly have their merits, there are also possible drawbacks which may
impair their validity. The advocation for the continued use of historical

cost statements remains strong, and the arguments against the proposed changes

cannot be taken lightly.
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Those who are opposed to price-level adjusied statements feel basically

ct

hat there is a lack of svidence of a meally critical need for information

different from that which the accounting process already produces. Certainly
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lack of interest and the inertia in changing the familiar procedures of
processing information also plays a great role in the opposition of price-
level adjusted statements, One issue that arises concerns the desirability
to replace the time honored historical cost system. This argument involves
the contention that traditional accounting methods are uniform, objective,
sed on verifiable evidence and are widely understood. It is felt by many
that these factors along with the principle of conservatism would be impaired
with the implementation of a price-level method of financial presentation.l

A statement issued to the Trueblood Committee by Brnst & Exrnst demon-
strates a conservative position in regard to price-level adjusted statements.
They stated:

Accounting data are used for important decisions ... A sudden

shift in emphasis, a change in the basis for determining income

and for valuing assets, or the adeoption of radically different

ideas for the presentation of accounting data could cause both

consternation and confusion among those who use accounting re-

sults and are accustomed to established practice.?2
Although not entirely opposed to supplying price-level adjusted information,
Lrnst & Ernst certainly took a cautious approach to its application, giving
a great deal of consideration to the use of the data presented and the pre-

sently established historical cost statements.

Certainly it is with some Jjustification that public accountants are

16
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hesitant about including subjective appraisal values or current replacement

costs for fixed assets in th
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inanecial statements. With the pre-
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sent system utilizing a historical cost basis, the accountant is able to
attest to an objective, verifiable report. Likewise users of financial
statements, who it is assumed recogonize the weakness in historical cost
statements, may apply their own factors in a determination of a current
value for a companies plant and equipment.3

The Accounting Research Division of the AICPA in a research study

published in 1963 classified the objections to price-level adjusted state-
ments into five major groups listed below:

1. Those objections which in effect deny that a problem exists or
that it is sericus enough to warrant attention.

2, Those objections which admit that a problem exists but deny
accounting can handle it.

3, Those objections which admit that a problem exists but fear that
the proposed adjustments will have undesirable consequences.

4, Those objections which stress the fact that the proposed adjust-
ments are not yet perfected.

5. Those objections which in effect require the adoption of the pro-
posed adjustments for tax purposes before they are introduced into
financial reports.u

Although the catagories were established over a decade ago, the arguments are
still prevalent today. The serlousness of the problem, the ability of finan-
cial reports to solve the problem, the fear of adverse consequences, and the

use of unperfected methods of adjustments all remain, to some degree, in the

foreground of opposition to price-level financial statement adjustments,
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Rovert C. Tyson, a member of the project advisory committee which aided

the Accounting Research Division in its study of price-level changes, had this

comment regarding price-level changes to financial statements:

Restatement of the balance sheet...may be of doubtful usefulness.
Current dollars are not realizable sven in liguidation of the
company. They represent added costs as they flow through earnings,
so that a fantast¢cally increased "equity" value in the balance
sheet may indeed be misleading to the enthusiastic investor.

For all practical purposes.,.the main ltems used in the determina-
tion of income are expressed in the current dollars received or
spent, with the only excepticns being any effects of inventory
valuation and the wxite-off of depreclation. Why then unduly com-
plicate everything. Lezt's examine practical means of adjusting
for those two cost elements.D

Dr'

Although not completely opposed to price-level adjustments, lir. Tyson certain-
1y is concerned, z2s axe many accountanis today, with the complete restatement
of financial statemenitis. The fear that the new position after restatement
would be of no beneficial consequence, while at the same time destroying
the present acceptable image of historical cost statements, is a position
that cannot be taken lightly.

Today, the argument against the use of the general price-level index
as proposed for restating financial statements also involves the question of
whether or not such a change would provide meaningful insights. Hany account-
ants Ffeel that the restatement of historical costs under the general price-
level index proposal would result in a distortion of historical costs
sacrificing its presumed virtues as a result, Also, the restated amounts
would in fact not te reflective of true current values because the specific

A 6

price changes would be completely ignoxed.

One of the major public accounting firms, Price Waterhouse & Co., in
taking a position against price-level accounting, quite recently stated:

Unless inflation is the wild run away type, making historical
financial statements meaningless, the need to adjust today's
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dollars to a constant historical basis or historical dollar
costs to teday's replacement equivalent,..is by no means as
necessary as some would have us believe,

Hore than that, the aim to eliminate inflationary effects
may be seeking an adjustment counter to a fundamental under-
lying premise of our economy (Inf ation).7

L XL

In a more recent editorial, a2nd in the face of s more rapidly rising
rate of inflation, Price Waterhouse qualified their prior position somewhat,
recognizing that some selected general price-level information should be
discleosed as supplementary information. They did feel however, that the

restatement of nonmonetary items in the balance sheet, as would be required

in completely restated financial statements, may be interperted as current

(o N
(4]

values and that this possibility might distract attention from the signifi-

cant general price~level disclosures as previously discussed in Chapter 11.8
Another argument against general price-level accounting is that the
outcome will certainly affect verious industries in different manners. Gen-
eral price-level adjustments could improve one industries financial position
and at the same time have a deteriorating effect on another.9 Furthermore,
companies in similar industries may bhe affected differently merely by their
physical location. Consider two similar companies during a period of infla-~
tion. One is located in an economically depressed area where the condition
of other industries in the area has had the result of forcing labor and
material rates downward, below the economy wide average. The other is locat-~
ed in a highly competitive area where labor and material rates are consider-
ably higher. Assuming the demand for their products is equal, the use of a
general price-level index would result in a reduced income of both firms
indicating a loss in purchasing power. In reality, the firm located in the
depressed area has actually experienced a gain in purchasing power as the

price of the goods and services it has consumed declined in price. Although



this is an extreme example, it does lend itself to the fact that general price-

level adjustments are certainly not the ultimate answer in accounting for in-

flation.lc

One of the basic problems in dealing with current value reporting in-
volves its definition. The theoretical definition of current value is the
present value of fuiture net cash flows to be derived from an asset. Utilizing
this definition provides problems in that the estimates needed to compute
values are subjective. For example, replacement cost, liquidation value,

ication of specific price indices to homogeneous

i §

fair market value, and th

o

™
g
o)

=

assets, all entail, in most instances, some loss of objectivity.

Also considering the theoxetical drawbacks involved, FPrice Waterhouse & Co.
re jected current value accounting stating:

Fair value also has thecretical drawbacks. As a concept, falr

value does not stand by itself., One has to ask, "Fair value for

what?" Value is determined by prospective use ncot by adjusted

historical cost.l?
Also from a theoretical view peoint, it is argued that the problem for current
value accounting assumes maintaintance of a firms present operating level.
This involves depreciating an asset valued currently with the assumption the
firm will replace that asset with an essentially similar asset. A violation
of this assumption, such as when a firm purchases substantially improved,
superior equipment at a greater cost does little for the support of current
value.13

From a practical viewpoint, practicing accountants express the feeling
that supporters of current value accounting come largely from nonpracticing
accountants and not from those who are most deeply involved in the use of
financial statement data and realize the difficulities of implementing such
s concept. One of the major difficulities in implementing such a concept

t nvolves revalulng assets through the use of such subjective tools as insur-
inv :
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ance values, real estate tax assessments, apprasial values, and the like, not

one of which lends itself easily to th

) vhe concepts of objectivity or verifiablity,

a
upen which a practicing accountant relies heavily.‘5

Opposition to price-level accounting, vhile recognizing that it does
have a pertinent, suggested use for tax accounting and the related flow of

.

investment, point out that the use of historical co

0

is deeply imbedded in
our present law and income tax matters in the United States today. It 1s gen-
erally felt that depreciation under 2 historical cost system utilized under
present tax law does not allow an enterprise to maintain sufficient cash flow
to replace assels consumed during a period of inflation. However, the fact
that the law is concerned with historical cost leads some to the conclusion
that as long as price-level accounting is not acceptable for tax purposes,
it is unnecessary to present price-level adjusted statements. Further, it
is realized that the effects of inflation are dependent upon the change in
the general price-level adjustment for tax purposes could produce a distinct
shift in the tax burden from a business, such as a manufacturer composed
largely of depreciable asseis, to one with large amounts of nondepreciable
assets, for example a real estate company. Such a possible inequity would
certainly call for large scale reform in the tax structure, which is not pre-
sently foreseeable.16

Apart from the theoretical aspects of price-level adjustments, but
perhaps as equally important in the consideration given their use, is the cost
involved in their preparation. The preparation of price-level adjusted state-
ments for a company in the initial year would require considerable time and
expense. Although the time and expense required for future years preparation
would undoubtly be considerably less, management is never-the-less reluctant

to incur these additional troubles and cost to receive statements which give
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a less favorable picture of the company ‘s financial operations.
A question arises then as to whether or not the benefits derived from
price-level adjusted statements will outweigh the costs. Will the massive
costs which should be expected to be incurred by a large conglomorate in the
initial year of price-level restatement be offset by the potential use of the

adjusted statements by its management, creditors, and potential investors in
atiempting to make better decisiecns? Or will the presentation of the facts

of inflation bring about undesirable consequences adding to the existing con-
fusion in the assessment of its financial reports? Many argue that the advo-
cates of price-level adjusiments have nét properly weighed the benefits

against the costs of restatement. This is particularily true with regard to
the larger consolidated industries which present, even under present conditions,
highly complex, and in some cases controversial, statements.

Management is also reluctant to adopt a method of accounting which
preéents 2 grimmer picture of the company's operation. The use of price-level
adjusted financial statements during a periocd of inflation will usually present
a lower net income and, coupled with a greater amount of reported capital, a
significantly reduced rate of return on capital. It is further quite obvious
that no company would wish to report such adjustments bearing in mind that a
company with whom they may be compared is not presenting their financial infor-
mation in a similar, possibly unfavorable manner.l

An additional factor which adds to the opponents strength is the fact
that fhe advocates of price-level accounting are divided on two critical issues.
The first issue involves the type of adjustment to use. The question is, which
ad justment would provide the most favorable result: xreplacement costs, realiz-

able values, general price-level adjustments, or some other basis. The type



of adjustments proposed by many are opposed by practicing accountants who
realize the possible difficulty in convincing management to publish finan-
cial statements presenting a less favorable, although perhaps more realistic,
picture. Without objective and verifiable amounts, the accountant could find
himself in a poor position to attest to managements statements.

The second issue is that the degree to which restatement should be in-

corporated into the present system of accounting has not been established.

]

Would price-level statements replace present historical cost statements, be
an opticnal substitute, a reguired supplement, an optional supplement or re-
quired only in footnotes describing the impact of inflaticn on the statements.
Prior 1o implementation of a method of accounting for inflation, these issues
must be resolved, placing proponents for price-level adjustments on common

grm,l:nd.l9

A summarization of the argumenis presented by those who favor continua-
tion of the present method of financial reporting include the following
issues:

1. There is no real evidence that there is a need for information diff-

erent than that now presented.

2. The current method is objective and easily verifiable.

3. The proposed changes have unresolved drawbacks which may lead to
undesirable conseguences,

L, It has not been substantiated that the benefits to be received out-
wiegh the problems and costs which would be incurred in the imple-
mentation of such a change.

5. The adoption of a change could result in widespread confusion among
users resulting in a decrease in the reliance on financial statements.

Although these arguments appear valid, the accounting profession and government



agencies have given serious consideration to the problem of accounting for
inflation, and they appear to be on the brink of implementing a method of

accounting which would attempt to at least partially offset the effects of

inflation on historical cost financial statements.
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CHAFTER 1V

With expanding pressures calling for a decision involving the need for

1,

price-level adjusted statements, the most appropriate method of statement

adjustment to utilize, and what type of disclosure

'-}l
wn

necessary, the account-
ing profession and related government agencies have not been completely stag-
nate in thelr response. In view of all the facts surrounding the objectives
and uses of financial data, the American Institute of Certified Fublic

Accountants through the Accounting Principles Board, the American Accounting

b

sscclation, the Securities and Kxchange Commission, and more recently, the
Financial Accounting Standards Board have all approached the problem within

the last decade.

The problem of accounting for inflation is not new. The Committee on
Accounting Procedure of the AICPA addressed itself to the problem in 1948,
feeling that although inflation could conceivably cause the dollar costs to
lose their practical significance, restatement of assets in terms of the de-
preciated currency was not necessary at that tiﬁe. This conclusion took into
consideration the fact that the financial statements should possess the
capacity of having the maximum amount of usefulness to the greatest number
of users, a factor which was deemed present in the statements at that time.1

The American Accounting Association in 1966 issued its Statement of

Basic Accounting Theory in which it concerned itself with price-level account-

ing recognizing the fact that heavy reliance is placed upon financial state-
ments by external users and the types of decisions made as a result of such

use. The AAA recommended that current cost information as well as historical

26
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cost information be reported. This recommendation centered on the criticism

of historical cost statements as a basis for prediction of future earnings,
solvency, and overall managerial effectiveness. The distinct possibility
that management, through use of their influences, introduce bias into the
financial statements, presenting as favorable a picture as possible to out-
siders was a concern of the AAA. They did feel that these biases could be
partially offset by the requirement of current value reporting, particularly
1f accountants would take responsibility for the measurement methods used

in developing the accounting information. Current values, the AAA stated,
reflect not only the transactions of the firm but the impact of the environ-

ment on the firm beyond the compleied transaction-cost COncept=2
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In the late 1960's the AICkA ered the problem of accounting for
inflation through the Accounting Principles Beard. The consensus reached by

the board was released in 1969 when it issued AFB statement No. 3, Financial

Otatements Restated for General Price-level Changes. The board's purpose

in issuing the statement was to bring the problem of inflation accounting to
the surface and to provide guidance relating to the methods to be used in the
ad justment c¢f the historical cost financial statements for inflation.

The recommendations made by the Acccunting Principles Board in state-~
ment No. 3 involved the use of the Gross National Product Implicit Price
Deflator in restating financial statements thus favoring restatement on a
general price-level basis. Such restated statements were recommended for pre-
sentation as a supplement to the historical cost statements. The board did
not feel such statements were necessary for the falr presentation of finan-
cial position and operations at that time however, leaving the restatement
supplement optional to the statement preparers. The board also discussed

seneral guidelines for the preparation of general price-level adjusted state-



ments inveolving the appropriate use of the index, classification cf monetary

and nonmonetary items, presentation of general price-level statements includ-

ing the gain or loss of purchasing power due tc holding monetary items, and

the proper disclosure needed for explanation of the adjustments. It was the

hope of the board that the techniques presented would be widely accepted so

c

that adjusted data furnished by United States enterprises would be prepared

on a consistant basis.”

)

The Accounting Frinciples Board fell the degree of inflation at the
time of the issuvance of Statement No. 3
cause conventional historical cost statements to lose their significance.

In addressing themselves to the problem however, the Accounting Principles

Board chose to overlook two critical areas of concern in accounting for in-
flation:

1. At what degree of inflation or deflation do general price-level
statements tecome mere meaningful to the user than conventional
statements, and

2. would it be feasible to present a fairer picture utilizing specific
price indices,

From the time of issuance of APB Statement No. 3 until roughly 1973,
the topic of accounting for inflation wemained in suspension. With the in-
creased rate of inflation, government agencies begen to become concerned with
the fairness of financial data presented on a historical cost basis.

The Securities and Exchange Commission in 1973 recognized the fact that
the rate of inflation had "signicicantly reduced" the usefulness of conven-

tional accounting methods. They further felt that the process of matching

costs against revenues was becoming obscured and less likely to produce mean-
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ingful information if the costs were incurred at a time when the price-level

associated with the receipt of goods and service

Lo
the price-level when revenues wers realized

Being concerned with the problem of inflation he SLC in Accounting

o U | R o N it sl 2 5 3 - PR + s $
veries Release No. 151 pointed to two issues which have been raised in the

face of ever increasing inflation. The first of these issues involved dis-

closure of the impact of inventory profits on reported earnings. The second
involved the question of whether or not a fundamental change in the basic
accounting model used in the preparation of financial statements was needed.

Regerding the first issue, the SEC recommended that where significant differ-

ences exist between historical and replacement cost of gocds sold, additional

disclosure is needed to inform the investing public that the reported profits

may be inflated because of maich

(=8

ng older costs with current revenues. The
SkEC was concerned with the investors being adaquately informed with regard
to the source and possible exaggeration of earnings, and believed that users
would be better served with disclosure of inflations effect upon current
earnings and prefits, It is interesting to note that the SEC concerned itself
with current replacement cost which involves specific price indices as opposed
to utilizing a general price-level index in the adjustments of financial
statements. Although the SEC was very sitrong in its recommendation urging
compliance by its registrants, it did not make the proposal mandatory.5
The comnission felt that the second issue invelving a change in the
basic accounting model was not apprepriate at that time. However, it did
point out that the continuation of an accelerated price-level change could

bring about such a need. This concept was approached apparently to recognize

the need for future consideration of the impact of such a change on all con-



cerned, and to point cut that government, management, and the accounting pro-

fession must not ignore the present economic conditions that may render

- <

present statement presentation methods virutally meaningless. The recommenda-

tions made by the SkC through Accounting Series Release No. 151 may certainly
be construed as a warning to the accounting profession as to the path it is
expected to take prior to the necessity for government regulations to supple-
6

ment accounting principles.

llore xrecently, a rzquest for comments on price-level accounting by the

n

nevwly established Financial Accounting Stendards Board brought this response
from the Accounting Standards Division of the ATCPA:
«»othe effects of general price-level changes should bs required
as information supplemental to the conventicnal historical dollax
financial statements...economic decislons are teing...based pri-
marily on intuitive evaluation of the meaCL of inflation...as
supplementzl information so that use of financial statements
can base their decisions on more reallatlc neasures.

Uith such a blessing fomm the AICPA, the Financial Accounting Standards Board
was not long in acting on the question of accounting for inflation and issued
an expoéure draft on December 31, 1974, proposing standards relating to "Fin-
ancial Reporting in Units of General Purchasing Power". The exposure draft
proposed a very significant change in dealing with financial statements: the
utilization of a unit of measure in units of general purchasing power rather
than units of money. The board recommended the use of the GNP deflator in
statement adjustment as did their predecessor, the Accounting Principles
Board. Likewise, the FASB defined monetary and nonmonetary items, and recom-
mended recognition of general purchasing power gains and losses realized as

a result of holding monetary items during a period of inflation in the deter-

mination of net income in terms of general purchasing power. The FASB out-

lined restatement procedures depicting which items need be adjusted and the
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tools which are to be utilized in this accomplishment to insure consistancy

: s Ve

in presentation.
The boards recommendations are pointed toward supplementary reporting

to, as opposed to replacement of, historical cost Tinancial statements. The

information which would be required to be reported under the terms of expos-

ure draft include:

54, TFor each period for which an income statement is prasented,
the following information, at a minimum, shall bes presented in
units of general purchasing power:

Total revenue,
Depreciation of preperty, plant, and equipment.

o
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55. Tor each date for which a talance sheet 1s presented, the
following information, at a minimum, shall te presented in terms
of genexral purchasing power:
(a) Inventories.
(b) Working capital.
(c) Total property, plant, and equipment, net of accumul-
ated depreciation.
(d% Total assets.
(e) Total common stock holders equity.

5. The presentation of general purchasing power information

shall incliude an explanation of the basis of preparation of

the information and what it presents.
Under the terms of the exposure draft, although the above information is xe-
quired, complete restatement of financial statements for presentation is
not required, with footnote disclosure fulfilling the requirement. The

required information however, must be obtained from comprehensive restate-

ment of the unit of money financial statements utilizing present accounting

principles.
Although the FASB in its exposure draft concerned itself only with gen-

eral price-level adjustments, it did recognize the need for consideration of
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pecific price-level adjustments. The board made the distinction between gen-
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eral price-level adjustments and current values for the purpose of avoiding a

nmisunderstanding by the statement users. The board responded to an apparent,

immediate need for greater financial disclosure involving the effects of in-
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dex due largely to the fact that the

.

djustments utilizing a general index have besen quite well developed. The
challenge presented by the SEC in considering adoption of current value reporti-
ing is apparantly in the minds of the FASB who reserved the option of consider-

ing a method of current value accounting,

=

11th current value reporting being
the topic of a project on the agenda of the FASB.
It is well worth noting that although the consideration given by pro-
fessiocnal and governmental groups all seem to favor some method of accounting
for inflation, their final rececmmendations are not synonymous. The American
Accounting Assoclation and the Securities and Exchange Commission seemed to
favor current value adjustments while the Accounting Principles Board and the
Pinancial Accounting Standards have favored a general price-level adjustment,
at least temporarily. It appears the draft as presented by the FASB will
possibly be accepted, requiring disclosure of general price adjusted data as

previously stated. This step however, could be the first in a series of many

toward current value reporting.

1westcn, "Ad just Your Accounting For Inflation". p. 25.

2American Accounting Associatlion. A Statement of Basic Accounting
Theory (Evanston, I11., 1966), p.p. 19, 28, 29.

3Accounting Principles Board. Statement No. 3., p.p. 711, 719.
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The initial step taken by the

FASE must not be classified as an ultimate

solution regarding the question of accounting for the effects of inflation.

The fact that a relatively high, graduslly increasing rate of inflation has

]

been experienced by many natio:

-

1s throughout the world however, has resulted
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r several of these nations. Accountants have

f a genexal index in adjusting historical cost state-

ments, although certainly not without its drawbacks, does a reasonably good

Job of accounting for inflation, and at the same time maintains the essential
features of verifiablity and objectivity.

A%t what point does inflation make present financial statements meaning-

)

The

w

less EC and the FASB apparently are of the opinion that an inflation
rate of 8% would have a material effect on historical cost financial state-
ments considering their recent publications on the topic., It appears that
they feel a form of price-level accounting would be necessary for restatement
of present financial statements in such a situation. This rate does not
appear to be unrealistic. An extensive study was conducted in Great Britain
after implementation of price-level adjustments in statement preparation at a
time when the inflation rate was 7%. The study indicated that the rates of
returns on stockholders equity averaged less than two-thirds the amount ob-
tained from conventional financial statements, an amount that may certainly

1
be considered material from an investors standpoint.

With such countries as Brazil, Argentina, and Great Britain requiring

H
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price-level adjusted data, many other nations look toward the United States

to make a similar move. This is possibly due to the advanced accounting

structure of the United States, who, along with Great Britain, are perhaps

in possession the most highly regarded accounting professions in the world.
t could Te expected that in the wake of American acceptance, a host of other
countries with even greater inflation rates than that of the United States

wlll follow a similar path. The abundance of trade on the world market, the

world wide inflation rates, and the present actions of other countries must

te taken into consideration in determining whether price-level adjustments
should be taken into acccunt in the United States.z

Education of users and preparers alike will certainly play a significant
role in the implementation of price-level accounting. Possible misconceptions
must be detected and disclosed in adjusted statements to avoid such possible
results as comparisions of adjusted data with historical cost data and inter-
pretations of general price-level adjustments as a reflection of current value.
The currently proposed adjustments should not be too difficult for a sophisti-
cated user to understand, provided proper disclosure is made. In any event,
the challenge given to management and the accounting profession with regard
to education 1s enormous.

Although the support for price-level adjustments by businessmen is very
important, it is unlikely that corporate management, with its vested interests,
will initially favor price-level adjusted statements. It behooves the account-
ing profession to innovate such procedures to maintain the credibility of fin-
ancial statements which appear at this time to be diminishing among statement
users. Inaction by the accounting profession might very well bring government

intervention in the form of SHEC requirements which could bring further dis-
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credit upon the profession and possible further government intervention in
P § " 3
the feormation of accounting principles.”
Certainly the accounting wequiremsnts as outlined by the FFASB exposure
draft would not bring an end to the controversy over the method of account-
flation, Advocation of current value reporting is very much alive

» ~ P

and will continue as long as inflation continues at its present rate. If
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oncept of current value disclosure, and
could bring about a revolution of the accounting profession. The profession
might do well to give the concept sexious consideration and act prior to the

implementation of goverament regulations, to insure maintenence of its credi-

bility.

1Mullen, "Required Price-level Adjusted Statements: How Soon?" p.p. 27,

21 bids, De 27

3Hill. "Accounting has a Credibility Problem--We Must Account for Infla-
tion”s P+ 57,
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