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J Jaancial statements without adequate adjustmeat to inflation do not
raflect appropriately the €financial position and performan e of business
enterprises. Furthermore, unadjusted financial statements can be meaningless
or even misleading under inflationary conditions. Several countries have
implemented different adjustment procedures resulting in lack of uniformity.
A uniform solution to the problem of assessing financial performance of
enterprises in an inflationary environment has been lcng overdue.

Recent developments, however, have resolved much of the above problems.
These developaents are:

a) A new International Accounting Standard (IAS 29) was issued

in July 1989, setting up the framework for meaningful and uniform

financial reporting in inflationary economies. This International

Standard specifies the adjustment requirements and has become

operative for financial statements covering periods beginning on or

after January 1, 1990.

b) The Bank draft Operational Directive (OD) on financial sector

operations requires Bank borrowers in countries where the cumulative

inflation rate over three years is approaching or exceeds 100% to

adjust their financial statements in accordance with IAS 29.1

1 The Bank OD requires that financial statementse be based on the inflation
accounting principles laid down in International Accounting Standard 29 (Annex
A, para 4(d). Furthermore, the OD calls for finsncial and loan collection
performance that ..."taking inflation into account, avoids the erosion of its
capital® (OD, page 17 para 65 (c)). In our opinion, the measurement of capital
preservation can be achieved, under inflationary conditions, only through
carrying out the adjustment of financial statements to inflation.
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It is worth mentioning that the standard Bank loan agreement with a
borrower othex than memuwer country requires that; "the borrower shall maintain
records and accounts adequate to reflect, in accordance with sound accounting
practice, its operations and financial condition"z. With the issuance of IAS
292 thorefore, compliance with this standard by Bank borrowers which are revenue
earning entities, should be required persuant to the borrower’s basic obligation
to maintain "sound accounting practice".

The aims of this paper are (i) to inform Bank staff, borrowers, their
CEO’s, chief accountants, those who are directly responsible for financial
reporting and their independent external auditors on the need to comply with the
financial reporting requirements set by IAS 29, for all financial statements
scheduled to be submitted to the Bank, covering pariods beginning on or after
January 1, 1990; and (ii) to provide explanations on the framework, and to
suggest procedures to carry out the adjustment.

IAS 29 provides a list of principles and requirements. It does not,
however, delineate the procedures for measuring the adjustec income nor does it
provide numerical illustrations. The present paper may be considered as an
extension of the Standard as it provides a framework for applying IAS 29 for

adjusting financial statements, accompanied by numerical examples.

2 Article V section 5.01 of the typical loan agreement with such entities.
Also, the standard Bank loan agreement entitles the Bank to requires the borrower
to furnish to the Bank reports of audits of its financial statements carried out
in accordance with appropriate auditing principles consistently applied of such
scope and in such detail as the Bank shall have reasonably requested..." Ibid.,

Article Vv, Section 5.01 (b).
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The application of IAS 29 to a financial institution is simpler than that
of an industrial or an agricultural enterprise. This is because the former does
not carry wma%erial inventories of goods which should be restated during
inflation ard the & ..re of depreciation in total expenses is relatively low.
Therefore, the paper illustrates a full application of IAS 29 to an agro-
industrisl enterprise.

It is beyond the scope of this paper (i) to estimate the resources, both
huran and financial that would be required to accomplish the task of adjusting
financial statements and (ii) to delineate short-cut procedures which can ease
the task of applying IAS 29, especially when carried vut by an outside analyst.

However, it is safe to claim that the resources needed for accomplishing
the required adjustment are significant, and that without Bank initiative, at
this stage, many borrowers would be either uninformed of or incapable of

complying with the adjustment requirements laid out in the IASs 29.



1. Introduction

The International Accounting Standards Committee issued in July 1989, the
Internautional Accounting Standard (IAS 29) -~ “Financial Reporting in
Iyperinfiationary Economies", which became operative for financial statements
covering periods beginning on or after January 1, 1990. "This statement applies
to the ... financial statements ... of any enterprise that xeports in the
currency of a hyperinflationary economy" (par. l). Hyperinflatior ‘s indicated
by several characteristics of the economic environment of a country, ... [mainly
where] the cumulz*ive inflation rate over three years is approaching, or
exceeds, 100% - that is, 26% per annum (par. 3).1 Saveral countries have
already adopted requirements that conform with IAS 29.2 This standard will
certainly improve "the quality of presentation of financial statements" and
*increase the degree of uniformity®, as stated in the Preface to IAS.

1.1 Distortionary Effects of Inflation

Conventional financial statements of a company are based on the as' amption
that the monetary unit is stable. Under inflationary conditions, however, the
purchasing power of the money declines, cansing some crucial figures of the
conventional financial statements, especially net income arnd nonmonetary assets’
value to be distorted. Thus, "a nundred feet plus ten centimeters is certainly
not a hundred and ten anything, and the accountant-s balance-sheet total is not
much better". (Boulding, p. 54).3

In other words, during a period of inflation, the values of assets and
some cost items (such as depreciation of fixed assets), as recorded in the

financial statements, tend ¢to be understated. To provide meaningful
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information, these figures should be revalued. keveluation —an be carried cut
+h several ways, mainly by adjusting the acquisition cost of each unit of fixed
asset or batch of r«w material by the appropriate price index or market price.
These ways are, however, tedious and costly. Short-cut procedures can provide
approximate revalued figures, thereby ove. ~oming the main distortions which are
eminent in conventional financial statesn ints of companies reporting in an
inflationary econory.

1.2 Inflation Adjustment According to IAS 29

Inflation adjustment is carried out, according to IAS 29, by restating
some relevant figures using the general price index that reflects changes in the
general purchasing power. The adjustment does not deal with 1) changes in
relative value of assets and goods as measured by srecific price indexes, or 2)

the replacement value of assets and goods, as some standards dealing with

4

inflation-adjustmente ox financial statement. However, to follow the

accounting principle of "the lower ~f cost or market value”, market values
should be obtained. 1In summary, IAS 29 requirements are an extension of the
historical-cost accounting methods, where adjustments are made for changes in
the general purchasing power of the money &z measured by the consumer price
index.

1.3 Advantages of IAS 29

IAS 29 provides relatively few requirements for adjusting financial
statemente of a company reporting in a “hyperinflation economy®". The figures
in the resulting adjusted statements should convey the same meaning as those

derived from conventional financia! statements when stable prices prevail.
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IAS 29 has an important advantage over other standards dealing with

inflation-adjustments of financisl statements: It places high importance on

arriving at

usable informatior ratier than stressing Jletailed recording and

computational procedures, as zan be learned from the following.

"The restatement of financial statements in accordance with this
Statement requires the application of certain procedures as well as
judgement. The consistent application of these procedures and

judgments from period to period is more important than the precise
acvuracy of the resulting amounts included in the restated financial

statements."” (IAS 29, par, 8; emphasis added).

Furthermore,

cases where

IAS 29 suggests use of an independent professional assessment in

detailed records of acquisition dates are not available (par. 14).

As such, IAS 29 should be claesified within Dewhirst‘'s two bigner level

accounting theory models, as described in a recent paper in the International

Journal of Accounting.s These two higher level models are:

1)

The Substance Oriented Model, which “emphasizes both :. @

balance sheet and income satatement to represent the economic

situation of the accounting entity®, and

2)

The Needs Oriented Model, which emphasizes "user decision-

making information satisfaction®, (p. 107), rather than a Procedure

Oriented Model, which accounts for processing transactions under

generally accepted accounting principles.



1.4 Objectives of the Paper

The paper follows the spirit of IAS 29 in emphasizing the usefulness of
the inflation--adjusted financial data, by applying procedures and Jjudgment
consistently rather than stressing precision and accuracy. (IAS 29, par. 8).

The objective of this paper is to outline the procedures to b2z used in
applying IAS 29 to restate a company’s conventional financial statements and to
illustrate these procedures. The main procedures are related to the restatement
of balance sheet items.

There are two approaches for restating balance-sheet items:

1) A comprehensive procedure where each transaction related to both
balance-sheet and income-statement items is restated. This
procedure suits the case where all the data required for restating
purposes are available and reliable.

2) simple procedures where only key balance-sheet items are restated.

These procedures suit the case where either the required data are

not available or where full in-depth analysis is not called for.

The latter is especially suitable for adjusting published financial

statements by an outside analyst as explainea in Section 1.7.

This paper provides the framework for applying both approaches for
restating the financial statements. It also presents some procedures
accompanied by numerical ill:strations that can be classified within the second
approach. However, presenting short-cut procedures that will enable an outside

analyst to carry out a complete adjustment of a company’s financial statements

is beyond the scope of this paper.



-8 -

A major effect of inflation on the financial statements is through the
unique behavior of the interest expense. Tharefore, this subject is preasented
as an extended introduction (Chapter 2).
1.5 The Role of Balance Sheet in Income Measurement

Inflation-adjusted net income of a company in a period is best determined
by the change in its equity (excluding new issues and distributions), measured
in constant prices, between tha closing and opening balance sheets.® The value
of equity is equal to the value of .ssets at curren’ prices less liabilities,
stated at the price level of the balance sheet ¢ “e. The net income after tax
and after dividends is retained (that is, added to the res.rve or equity account
with the balance sheet); thus, it is stated in cerms of the price level at the
closing balance sheet date. Under IAS 29, the inflation-adjusted (current-cost)
net income is determined by adding to or subtracting from the historical-cost
net income some inflation adjustments of costs and values thac are related to
balance sheet items. IAS 29 also requires restating the income-statement items.

1.6 Classificaticn of Balance Sheet Items

Balance sheet items are classified into two distinct types -~ monetary and

nonmonetary items.

Monetary Items - Monetary items are assets ard liabilities, the nominal value

of whick is stated in monetary units which represents the real value of the item
concerned regardless of changes in the general price level, such as cash,
accounts and notes receivable or payable in domestic currency, and loans in
domestic currency that are not linked to a price index or pegged to another

currency. These itema are expressed in current prices. Loans linked to a price
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index or pegged to another currency are recorded in the conventional financial
statement at restated value; thus, these loans are already recordaed in current
prices. Holding monetary asse%s, the return of which is not inflation-
compansated (e.g. cash), resulte, under inflatiovnary cond.tions, in loss of
purchasiagq power-

Nonmonetary Assets - Nonmonetary assete are assets the nominal value of which
changes with the general price level, such as fixed assets, sharea .ad
iaventories. These assets must be restated in current cost; that is, the asse..
will continue to be recorded at cost, but cost in terme of current purchasing
power at the date of the balance sheet.

In summary, monetary items (cash, receivables, payables, loans) should not

be restaced; nonmoietary assets (inventories, shares, fixed assets), on the

other hand, must be restated.

1.7 Inflation-Adjustment by An Outeide Analyst

The main work involved in inflation-adjustment of financial statemerts is
the restatsment of nonmonetary assets. For this purpose, detailed data on the
acquisition costs and rates of a iarge arount of items are required. I.: some
cases, these data are not available, especially to an outside analyst. In other
cases, these data are not reliable or the costs of collecting and processing
these voluminous data become prohibitive.

To overcome these limitations, simplified and approximating procedures can
gserve as a secornd best method. These procedures are applied to the stock of

each category of nonmonetary assets. Thus, restatement can be carried out by
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applying the approximating procedures to only those items for which detailed or
reliable data are not available.

1.8 Woxking Steps

There are seven steps in inflation-adjustment of a company‘s financial
statemerts. The Tirst four steps provide restated balance sheets and adjusted
net income for a given year. The next two steps provide an adjusted income
statement and the last step provides meaningful financial figures for time-series
analysis.

1. Restating the opening balance sheet for the year under analysis.

This is the main time-consuming step, especially regarding the fixed

asgets.
2. Restating intra-year capital transactions.
3. Restating the closing balance sheet, to arrive at current values.
4. Deriving the year’s adjusted net income.
S. Restating depreciation and stocks of inventories to arrive at the

adjusted income statement.

6. Restating all income-statement items (that is, outputs and inputs)
to arrive at year-end values.

7. Updating time-series restated financial figures to the last year's
prices, to enable inter-year comparisons of financial information.
The application of these steps to a simplified set of financial

statements is presented in Chapter 3.
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2. THR UNIQUE BEHAVIOR OF INTEREST EXPENSE DURING INFLATION

Inflation has essentially two major effects on the figures reported in the
financial statements of a company:

1. The recorded acquisition (historical) costs of nonmonetary assets
are understated in terms of current prices (assets value, materials
from inventory and depreciation expenses).

2. The interest expenses include inflation-compensation of the
principal; that is, a fraction of the recorded nominal interest
expense, is, in an economic sense, a balance-sheet item rather than
an income-statement item.

This unique behavior of interest expense during inflation causes
conceptual complications in adjusting conventional financial statements, as
e:.plained in thia chapter. This aspect has also serious effects on the
financial liquidity of the firm, a subject not presented here because it is out
of the scope of this paper.

2.1 Determining the Nominal Interest Rate

Inflation affects nominal market rates of interest. Assuming that the
long-run, pre-inflation interest rate remains unchanged during inflac.on, then,
during inflation, the nominal interest rate when inflation is fully anticipated,
includes both the pre-inflation, real interest rate and the inflation rate.
Accordingly, the nominal interest rate is determined as follows

r = (1 +zx*)(1 +p)-1=p+1r* (1+ D)
where r = required nominal interest rate = inflation-compensated rate,

r* = long-run, pre-inflation interest rate,
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p = inflation rate, expected.
Suppose the pre-inflation interest rate is 5% and the expected inflation rate

is 20%, then the nominal interest rate should be

r = (1 + 0.05)(1 + 0.20) - 1 = 0.20 + 0.05(1 + 0.20) = 0.26 = 26%

2.2 Effect of Inflation on Loan Repayment

Loan service is composed of interest on the opening principal and
repayment of some portion of the principal. The interest is recorded as expense
in the income statement whereas the principal repayment reduces the loan value
recorded in the balance sheet. During inflation, however, this behavior is
changed.

In order to simplify the analysis of the effect of inflation on loan
gervice and on the interest expenses, let us assume that the actual inflation
rate equals the expected rate used in determining the nominal interest rate.
(This assumption is discarded later in Section 2.6). Then, the interest expense
on a loan, L, is

rL = pL + r*[(1 + p)L]
where L = loan‘’s principal at beginning of year.

Given the former example, the interest expense on a $100 loan ie

rL = 0.20%100 + 0.05[(1 + 0.20)*100]) = 20 + 6 = $26
The interest expense is composed of:

1) Inflation-compensation on the principal,

20% on §$100 = $20

2) Real (pre-inflation) interest on the principal, restated to year-

end prices
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5% on $120 = $6

The inflation-compensation of $20, at the end of the year, is equal to the
decline in the purchasing power of the principal - the $100 principal at the
beginning of the year should have appreciated by the end of the year to $120 in
order to maintain its purchasing power, but it remains $100 because $20 has been
repaid by the nominal interest expenses.

In other words, during inflation, the nominal interest expense includes
a fraction which is not a real interest expense but rather a part of the
principal repayment - the inflation-compensation of principal. The inflation-
compensation on the principal should be charged to the balance sheet, but
following conventional accounting procedures, it is charged to the income
statement. The above explains the unique behavior of interest expense during
inflation.

In the case of an index-linked loan, both the real, pre-inflation interest
on the restated loan ($6) and the restatement differential ($20) are recorded
as interest expense in the income statement. But since the restatement
differential of $20 is not paid out, it is recorded as additional liability
through the indexation of the loan (from $100 to $120).

The higher the inflation rate, the larger the fraction of the loan’s
principal repayment embodied in the nominal interest expense (pL). Suppose the
inflation rate is 80% instead of 20% in the former example, then the interest
expense is

rL = 0.80%100 + 0.05[(1 + 0.80)*100) = 80 + 9 = $89

compared to $26 under 20% inflation, or $5 with zero inflation.
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It should be mentioned that in reality the prevailing nominal interest rates are
not necessarily fully inflation-compensated as assumed above, and discussed
below in Section 2.6

2.3 Illustration

The unique effect of intereat expense on a company’s financial statement
during inflation is illustrated on a simplified example. Consider a firm with
an investment of $200 in land. The investment is financed by $100 equity and
$100 "standing"” loan, the principal of which is not repaid, carrying 5% interest
per annum. The earnings before interest are $20, paid at the end of the year.
For simplifying the presentation, it is assumed that there are no inventories
and depreciable assets and no investments, disinvestments and equity issues over
the years. The $15 net income ($20 earnings less $5 interest) is paid out as
dividend at the end of the year, assuming income tax does not exist. These
conditions can prevai. perpetually.

Suppose now that inflation started, that is, during the year 19x2 the
general price level increased by 20%. Accordingly, the nominal interest rate
increased to 26%, as explained above. Suppose further that the year-end
dividend is fully inflation-compensated; that is, the dividend is set at the
pre-inflation amount plus 20% inflation-compensation.

The corresponding financial statements - for both 19x1, the pre-inflation
year and 19x2, when inflation prevailed - are presented in Exhibit 1. The
income statement and balance sheet for 19x1 represent a steady situation under
a constant price condition. The cash flow in each year -~ 19x1 and 19x2 - is

equal to the figures recorded in the income statement. The income statement for
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19x2 shows that both the earnings before interest and dividend increased by 20%
from 9x1 to 19x2, corresponding to the 20% inflation. But the interest expense
increased by much more, since it includes §20 inflation-compensation of the
principal. As a result, there is a $20 loss (after dividend) which is financed
by an additional 1loan, as recorded in the conventional balance sheet for
December 19x2. This loss, however, would be eliminated by restating the opening
balance of land (which is stated in current cost) using a 1.2 restatement factor
(Section 4.1). The equity in the restated balance sheet ($120) is derived by
subtracting the debt from the restated assets (240 - 120).

To complete the adjustment of the €£firm’s 4illustrative financial
statements, the adjusted net income must be derived. Two procedures for
deriving the adjusted net income are presented in Exhibit 2. The corresponding
procedures used in deriving the adjusted net income are discussed in Sections
3.5-3.7, except for the item “"Gain on net monetary position" which is explained
below.

2.4 Gain on Net Monetary Position

IAS 29 requires that the gain on net monetary position will be included
in the adjusted net income (par. 26). Net monetary position is defined as
liabilities less monetary assets. Since this amount is stated in nominal money
units (see monetary items; Section 1.6), it is not restated whereas the other
balance-sheet items (nonmonetary assets; Section 1.6) are restated. The meaning

of the gain on net monetary position can best be explained by the following



diagram; representing the opening restated balance sheet.

A Monetary assets c
Dabt
B Nonmonetary Equity D
assets

The net monetary position is indicated in the diagram by {B-D}

In the case of the f{llustrative firm, the opening balance sheet in current

prices, is;

Debt = $100
Land = $200

Equity = $100

The net monetary position is 200-100 = $100
The gain on this item is $20 as follows;
Given 20% inflation during the year, this balance sheet should be restated at

the end of the year. The restatement gains are

Land, §200 * 0.2 40
Less: Equity, $100 * 0.2 (20)

Net restatement gain 20
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The net restatement gain should be added to the net income while determining the
adjusted net income, as recorded in exhibit 2.

Alternatively, the net monetary position represents the debt which
finances the nonmonetary assets. Since the latter is restated but the former
is not, there is a restatement gain, called gain on net monetary position. 1In
the illustrative firm, the net monetary position, determined by the debt, is
$10C and the gain is

100 * 0.2 = $20

The $20 gain on net monetary position represents the decline in the real
value of the debt during the year, which is already included in the nominal
interest expense as inflation-compensation of the loan‘s principal. In other
words, since the inflation-compensation on the principal, which is included in
the interest expense, is charged to income, the restatement gain on this
principal should be credited to income, as shown in Exhibit 2. This is the
reason that according to IAS 29, it may be helpful if the interest expense is
presented together with the gain on net monetary position (par. 26). This
7

situation holds when the nonmonetary assets consist only of long-life assets.

2.5 Deriving the Real Interest Rate

Section 2.1 shows how to determine the nominal interest rate during
inflation, given the long-run, pre-inflation interest rate and the expected
inflation rate. Here, the reverse is shown - how to determine the real,
inflation-free interest rate, given the nominal prevailing interest rate and the

actual inflation rate. Thus, the real, inflation-free interest rate |is

determined by



l+1r

! 8 wewmee -}

1+p

where r’ = real, inflation-free inter.:.: rate,

r prevailing nominal interest rate,

inflation rate, actual,

p

Suppose the nominal interest rate is 26% and the actual inflation rate was 20%,

then the real interest rate is

1+ 0.26
t'ﬂ- ———————— -130-0535%

1+ 0.20

2.6 The Suppressed Interest Rate Case

The discuesion in the former sections assumes that the interest on loans
includes a full inflation-compensation on the principal and that the actual
inflation rate was equal to the expected rate used in determining the interest
rate. In real life, however, discrepancies between the expected inflation rate
and the actual rate usually exist. Furthermore, in many economies there are
institutional regulations controlling the nominal interest rates, thereby often
suppressing the nominal interest rates. Such a situation is illustrated below.
Suppose the actual nominal interest rate was 15% and the inflation rate was 20%,
then the real interest rate ia

1 + 0.15
———————— - ] 3 =0,0417 = -4.17%

1+ 0.20
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That is, the actual interest rate was set at such a level that did not even pay
the full inflation-compensation on the principal. The borrower received $100
at the beginning of the year and repaid $1i5 at the end of the year, despite the
fact that maintaining the purchasing power of the loan requires a repayment of

$120. The $5 difference on the $120 inflation-compensated sum is 4.17%.

3. ILLUSTRATION OF ADJUSTING FINANCIAL STATEMENTS

The purpose of this chapter is to provide a simplified illustration of the
procedures required for inflation-adjustment of a company’s conventional
financial statements. In other worda, given tha:t the company did not apply IAS
29, or any other inflation-adjustment procedure, to restate its £financial
statements, the illustration should guide the analyst how to derive the restaved
(inflation~-adjusted) information from the available figures, to arrive at
adjusted statements that suit IAS 29’'s requirements.

The illustration provides an overview of the inflation-adiustment
procedures. A simplified example serves for illustrating in a stepwise way, the
application of the procedures required to arrive at inflation-adjusted financial
statements, including derivation of the adjusted net income.

To simplify the presentation, only the main items of the financial
statements are included in the example. Furthermore, the results of applying
the cumbersome restatement prccedures, especially those related to nonmonetary
assets (inventoriee, investments, fizxed assets), in the form of restated
figures, are praesentad here. These results are based on the procedures for

deriving the restated figures which are presented and illustrated in Chapter 4.
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3.1 The Original Data

The conventional financial statuments, which serve for illustration, are
pregsented together with the restated statements in Exhibits 3 and 6.
Opening Balance Sheet ~ The conventional balance sheet of a company for December
31, 1988, is presented in the left column of Exhibit 3 (Opening balance sheet).
The company holds five categories of assets acquired over the past years and
recorded at historical cost; totaling $48C. The assets are financed mainly by
liabilities ($350) and partially by capital stock ($50) issued in some given
dates in the past, and retained earnings ($80) accumulated over time.

Closing Balance Sheet ~ The conventional closing balance sheet for December 31,

1989 is also presented in Exhibit 3. During 1989 the company neither invested
nor disposed of shares or fixed assets, also no equity additions or withdrawals
occurred. Therefore, the recorded nominal value of the shares, land and capital
stock did not change during the year. The recurded value of the depreciable
assets declined only by the nominal depreciation of $20. The retained earnings
increased by $50 as determined by the conventional income statement (Exhibit 6).
Income Statement - The conventional income statement for 1989 is presented in
Exhibit 6. All the items in the statement are recorded at historical values -
sales, purchases, expenses and interest incurred during the year, whereas the
opening inventory value and deprecliation represent cost incurred before 1989.
The net income of $50 is retained, given that the company does not pay income

tax. The company distributed $10 dividend by several payments during the year

1989.
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3.2 Restating the Opening Balance Sheet

The individual items in the conventional opening balance sheet (December
31, 1988) should be restated to December 1988 prices. This is the main time-
consuming step when detailed restatement ias carried out; that is, when each
asget i8 revalued.

Assets - The monetary assets (cash, receivablee, investment in bonds, etc.),

which are stated in nominal money unite, do not require any restatement, becauame

the nominal value represents the real value of the asset concerned. Therefore,

the value of these items in the restated balance sheet equals the recorded value

in the conventional statement ($100 in Exhibit 3). In contrast, the nonmonetary

agsets - inventories, shares, depreciable assets, and land are restated. The

restatement can be carried out in two ways:

1) Applying the corresponding restatement factor (Section 4.1) to each
recorded transaction in these assets over the company’s history, or

2) Using approximating factors, applied to groups of assets (not
presented here bocause of space limitation).

The restatement process of the nonmonetary asseta inflated the values of
the four categories of assets from $380 (80 + 50 + 200 + 50, respective
historical values) to $570 (100 + 70 + 300 + 100, respective restated values).
That is, the historical costs of thaese assets, restated to December 1988 prices,

is $570 rather than $380 as recorded in the conventional historical-cost balance

sheet.
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To comply with the accounting principle of "the lower of cost or market
value”, the market value of the main items was estimated not to be lower than
the restated values.
Equities - The liabilities (payables, recelved loans, etc.), which are monetary
items and stated in nominal money units, d> not require any restatement as the
nominal value represents the real value of the liability concsarned (Section
1.6). Therefore, the restated value equals the recorded value in the
conventional statement ($350 in Exhibit 3). The capital stock, which has been
issued in the past, is restated. The restatement is carried out by applying the
corresponding restatement factor (Section 4.1) to each recorded capital stock
transaction (equity addition) over the company'’s history. If these data are not
available, the capital stock item should be added to the retained earnings. The
retained earnings item is not restated; it is derived by subtracting the
liabilities and capital stock from the total restated assets (Exhibit 3), that
is,

670 - 350 - 200 = $120
It should b2 noted that the liabilities compose 52% of the restated balance
sheet (350/670), whereas the corresponding figure derived from the conventional
balance sheet is distorted and accounted for as much as 73% (350/480).

3.3 Restating Intra-Year Capital Transactions

Intra-year capital transactions are those transactions incurred during the

year which directly affect the level of balance-sheet items, such as investments

or disinvestments in shares, fixed assets, and equity additions or withdrawals,
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These transantions should be rustated to year-end prices. The restatement of
theso items can be carried out in two wayss
1) Applying thes corresponding restatement factor (Section 4.1) to each
raecorded traneaction, or
2) Using the average price index (dection 4.5) for the restatement factor,
asguming that the transactions incurred more-or-less evenly during the year.
Restating Dividend Payments - The treatment of dividend payments is similar in
nature to that of capital transactions. This is because the dividend payment
can be viewed similarly to withdrawal of equity. The restated dividend payments
arge not added to the restated financial statements but rather considered
separately.

Illustration -~ To simplify the presentation, the illustrative example assumes

no capital transaction. To illustrate the restatement procedure, nevertheless,
it ie assumed that the company distributed $10 in several dividend payments
during 1989. This sum is restated to December 1989 prices, using the average
price index. The restatement factor is

Price index Dec. 1989
= 1,1

Average price index Dec. 1988 - Dec. 1989

Thus, the restaced dividend payments is
10 » 1.1 = §11.

This sum should be added to the adjusted net income in computing the company’s

returns for 1989.
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3.4 Restating the Closing Balance Sheet
The restated closing balance sheet is the result of adjusting data from

three sources:

1) Monetary assets, inventories and liabilities - derived from the
conventional closing balance sheet. These itema are treated
according to the procedures outlined in Section 3.2

2) Shares, depreciable assets, land, and capital stock - derived from
the opening restated balance sheet. These items are updated to
year-end prices (Section 4.3).

3) Intra-year transactions related to shares, depraciable assets, land
and equity. These items are restated to year-end prices as outlined
in the former section.

Monetary Asgets and Inventories - Monetary assets are not restatasd, therefore

their wvalue in the restated balance sheet equals the recorded value in the

conventional statement ($110 in Exhibit 3). The restatement process inflated
the value of the closing inventories from $100 to $110.

Nondepreciable Assets and Capital Stock - The restated values of shares, land

and capital stock, as recorded in the opening restated balance sheet (December

31, 1988), are updated to December 1989 prices. Given that there were no

transactions in these items during 1982 (and no decline in the market values

below the restated values), and that the inflation rate was 20% during the year,
the individual items are inflated by using a restatement factor of 1.2 (from $70
shares, $100 land, and $200 capital stock, in December 1988 to $84, §$120, and

$240, reapectively, in December 1989.
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Depreciable Assets -~ The treatment of depreciable assets, such as plant and

equipment, involves the restatement of both assets value and depreciation
expenses, to December 1989 prices. Given that there was neither investment nor
disinveatment in these assets during 1989 and that the inflation rate was 20%
during the year, the corresponding restated values are presented in Exhibit 4.

The restated opening acquisition cost of $400 is updated to $480 in
December 1989 prices (restatement factor of 1.2). The §32 depreciation for 1989
is derived from the restated acquisition cost, and stated in December 1989

prices.

3.5 Deriving the Year‘’s Adjusted Net Income

The simplest way to derive the inflation-adjusted (current-cost) net
income of & company is oy measuring the change in equity between the closing and
opening balance sheets, where the figures are stated in year-end prices. The
adjusted paid-out dividends should be added to the adjusted net income to
adequately evaluate the return on the company’s assets and equity.

The adjusted net income for the illustrative company in 1989 is calculated
in Exhibit 5. The value of equity is equal to the restated value of assets less
liabilities; that is, $320 in December 1988, $442 in December 198%. When these
values are stated in December 1989 prices, the value of equity increased, during
1989, by §58. This sum represents the adjusted net income for 1989. In
comparison, the net income, as reported by the conventional income statement,
is only $50 (Exhibit 6). Taking intc account the adjusted paid-out dividends

of $11, stated in December 1989 prices, the total returns for the year are $69
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(50 + 11). Relating these returns to total opening restated assets of $804 (in

December 1989 prices) implies 8.6% return (69/804).

Advantage of the Procedure - The derivation of the adjusted net income from the

restated balance sheets simplifies the computation of the adjusted net income.
Moreover, this procedure avolds mistakes that often occur when the adjusted net
income is derived directly from the adjusted income statement. This is because
of the cumbersomeness of combining income-statement data with restated balance-
sheet data as shown in the next two sections.

Alternative Procedures -~ There are two ways to adjust income statements:

1) Adjusting only balance-sheet-derived items (inventories and
depreciation) and adding balance-sheet restatement gains, as
presented in Section 3.6 below. (See Goldschmidt and Admon, 1977
and Goldschmidt et al 1986).

2) Restating al income~statement items and adding restatement gains
from both balance sheet and income statement, as presented in
Section 3.7 below. (See Stickler and Hutchins, 1975 and accounting
standard committee 1986)

3.6 Adjusting the Income Statement

The conventional income statement for a given year includes some items
that are recorded at cost incurred in former years, such as inventories and
depreciation. One way to derive an adjusted income statement is to restate
these items and to add the balance-sheet restatement gain (loss), as illustrated
below. This procedure is relatively simple to apply but the adjusted figures

are stated in year-end prices whereas the other income-statement items are
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stated in year-average prices, a situation that creates some problems when the
individual items in the adjusted income statement are used for planning and
control.

The conventional income statement for 1989 and the adjusted statement
following the above mentioned procedures are presented in Exhibit 6. RAs can be
seen, only the inventories and depreciation are adjusted (figures are taken from
Exhibits 3 and 5). Derivation of the restatement gains deserves some

explanation.

Balance-Sheet Restatement Gains - Recall, four items of the closing balance

sheet (for December 31, 1989) are derived from the opening balance sheet (for
December 31, 1988): shares, depreciable assets, land and equity. These are
long-life nonmonetary assets and equity. Monetary assets, inventories and
liabilities, on the other hand, are derived from the closing balance sheet
(Section 3.4).

The opening restated balance sheet for Decaember 31, 1988 is depicted in
Exhibit 7. 2s can be seen, the $§470 long-life nonmonetary assets are financed
by $320 equity. As both items are restated to December 1989 prices, but the
value of the non monetary assets exceeds that of equity, there are restatement
gains.8 The derivation of these gaine is presented in the fcotnote of Exhibit
6 and in Exhibit 8. The net restatement gains of $30 are added to the net
income to arrive at the adjusted net income of §$58 (Exhibit 6).

3.7 Restating All Income-Statement Items
Adjustment of the conventional income statement can be carried out by

restating all the items to year-end prices. This procedure provides improved
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information for planning and control purposes, but it is more cumbersome to
apply and difficult to comprehend.

The conventional income statement for 1989 and the adjusted statement,
following the above mentioned procedure, are presented in Exhibit 9. As can be
seen, all the items are adjusted to December 1989 prices by applying the
corresponding restatement factor to each item. The derivation of the gain on
net monetary position deserves some explanations.

Gain on Net Monetary Position - The derivation of this gain is more complicated

than the derivation of the net restatement gains, as explained in the former
section. This is because all the income statement items are restated and thus,
the restatement gaine on both balance-sheet items and income~statement items
must be calculated. The source of the gain lies in the excess of liabilities
over monetary assets which are not revalued (see Section 2.4). The derivation
of this gain is presented in Exhibit 10. The gsain of $40 is added to the net
income to arrive at the adjusted net income of §$58 (Exhibit 9).

Overcoming the Cumbersomeness - The fully restated income statement, as

presented in Exhibit 9, provides figures that are stated in year-end prices.
Thus, these figures can be used directly for planning and control purposes, as
required by IAS 29 (par. 25). However, besides this advantage, the derivation
of the €figures, especially deriving the gain on net monetary position, is
cumbersome and difficult to comprehend. To overcome this limitation and to
arrive at the figures suitable for planning and control, it is possible to carry

out only two simple computations:
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1) Deriving the adjusted net income from the restated balance sheets
(as explained in Section 3.5), and

2) Raestating the individual income-statement items to year-end prices.

3.8 Updating Time-Series Restated Figures

The restatement process of financial data pertains to the price level of
the year under analysis., The balance-sheet items are restated to year-end
prices; most of the income-statement items are recorded in year-average prices
(Exhibit 6), or restated to year-end prices (Exhibit 9). In order to enable
inter-year comparison of the figures, these should be updated (Section 4.3) to
the price level at the last date of the series of figures. This procedure is
illustrated below.

Time-series comparison of the restated 1988‘s and 1989’s balance sheets
for the illustrative company is presented in Exhibit 11. As can be seen, the
real value of four categories of assets decreased from December 31, 1988 to
December 31, 1989. Thus, the total real value of the assets decreased by 6%
(from $804 to $752, in December 1989 prices), whereas the real value of the

equity increased by 40% and the level of the liabilities decreased by 26%.

4. TO0LS FOR RESTATING FINANCIAL DATA

In order to make the financial statements meaningful during a period of
inflation the figures, which are recorded at historical costs (incurred at the
recording date), must be restated, using an appropriate price index. The

purpose of this chapter is to present the main tools required for these

restatements.
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IAS 29 requires using a general price index that reflecte changes in the
general purchasing power (par. 35). In most countries the Consumer Price Index
is the appropriate index. 1In the case that price index is not available for the
periods for which the restatement of fixed assets is required, an estimate base
should be used, such as the movements in the exchange rate between the reporting
currency and a relative stable foreign currency (IAS, par. 15).
4.1 Restatement Pactor

Restatement factor is used to inflate a given value in proportion to the

inflation that has occurred eince the recording date.

Price index at end of analyzed period

Restatement factor =
Price index at recording date

This factor is used for two types of inflation-adjustments:

1) Restating historical financial figures to current price level, for
analyzing a given year‘s financial data, and

2) Updating restated financial figures for inter-year comparison of

financial data.

4.2 Restating Historical Figqures

To arrive at a meaningful year-end financial figures, the recorded figures
should be restated. Restatemant means translating figures from historical
dollars, recorded at a given date, to dollars of purchasing power at a later
date, using a restatement factor.

Example: A company invested $100 in June 1985 and $200 in July 1988.

The restated value of these investments for December 1989 is $568:



June 1985 July 1988 Dec. 1989 Total
Price index 130 210 330

330 330 330
Restatement factor == = 2,54 e = 1,57 w—— = 1,00

130 210 330
Recorded cost $100 $200 $300
Restated cost 254 314 568

4.3 Updating Restated Fiqures

To enable inter-year comparisons of restated financial figures, these
figures must be updated to the last date for which the analysis is carried out.
Updating means translating figures from restated dollars for a given date in the
past to dollars of purchasing power at a later date, using a restatement factor.
Example: Adjusted financial figures for December 31, 1988 and December 31, 1989

are compared, as follows:

Dec, 31, 1958 Dec. 31, 1989 Growth
Absolute Relative
Price index 220 330
330 330
Restatement factor ——— = 1,50 -=- = 1,00
220 330
Restated figures for every year:
Assets $1000 $1650
Net income 110 140
Updated figures: $1500 $1650 $150 1.10
Assets

Net income 165 140 . =25 0.85



4.4 Average Price Index
An average price index for a given period should be used for restating

values that are incurred evenly throughout the period.

Sum of t indexes for n periods

Average price index =
t

where t = n + 1, which is the number of indexes from beginning to end of n

periods.

Thus, the average price index for the year 1989 is

Sum of Pec. 1988 to Dec. 1989 indexes

13

Example: Consider the following price indexes
Oct. 1989 - 307; Nov. 1989 - 320; Dec. 1989 - 330

The average price index is

307 + 320 + 3320
= 319

3

The corresponding restatement fastor is 330/319 = 1.0345
4.5 Restating Intra-Year Flows

Intra-year flows imply f£inancial transactions that take place over
consecutive months such as sales and purchases. For accurate results, every

monthly transactions should be restated to the year-end currency. However, when
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detailed dats are not available or when the flow (in real terms) is uniform over
the analyzed period, the total flow can be restated using the average price
index.

Example: The sales during 1989 amounted to $2000. The average price index for
the period December 1988 - December 1989 was 300 and the price index for
December 1989 was 330. Thus, the restatement factor is

330/300 = 1.1
and the restated sales value in December 1989 prices, is

2000 * 1.1 = $2200

4.6 Holding Time of Inventories

Deriving the average holding time of a stock of iaventory (that is, the
average age of the stock of inventory, often called turnover time) is required
when the analyst intends to restate the overall value of the etock, rather than
to restate the individual transactions. Approximating rules are presented below
for two types of inventories:

1) Raw materials, and

2) Geode in procees and finished goods.

The rules are applicable when the FIFO or the Average accounting methods are
used.?

Holding Time of Raw Materials - The average time an inventory of raw materials

is held in storage (turnover time), under the FIFO and Average methods,

expressed in months, is approximated by

Average value of inventory
. 12

Cost of materials used



where the average value of inventory is;

Value of opening + cleosing inventories

2

Example: The financial statements of a company, where the FIFO method is used,
record $95 and $105 of materials inventory in the opening and closing balance
sheets, reepectively; and $400 cost of materials used. The average time that

the stock is held in storage is approximately

(95 + 105)/2
* 12 = 3 months

400

Holding Time of Work in Process and Finished Goods -~ The average time an

inventory of work in procees and finished goods is held in storage, expressed

in months, is approximated by

Average value of inventory

* 32
Cost of goods sold

Example: The financial statements of a company, where the FIFO method is used,

record $800 cost of goods sold and

Opening B.S. Closing B.S. Average
Goods in process $120 $120 $120

Finished goods 80 100 90
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The average time the goods in procese are held in storage is approximately

120

-~ % 12 = 1.8 monthe

800
The average time the finished goods are held in storage is approximately

90

wme * 12 = 1.35 months

800

4.7 Restating Inventories

Usually it is difficult to identify the purchasing dates of those items
that are held in inventory at the balance-sheet date. Hence, the common
procedure for restating inventories, under the FIFO and Average methods, is to
use a restatement factor which is based on the average price index for the
periocd covering the holding time of the inventory. The restatement of each
stock of inventory (under the FIFO and Average methodag) is carried out in three
steps as follows:

1) Determining the averuge holding time of the stock (Section 4.6)
2) Calculating the average price index for the corresponding period

prior to the balance-sheet date (Section 4.4).

3) Applying the corresponding restatement factor to the value of the
inventory recorded in the conventional balance sheet.

Example: The conventional balance sheet of a company for December 31, 1989 where

the FIFO method is used, records $700 inventory. The average holding time of

the inventory is 2 months. The relevant price index for the period October-

December 1989, as calculated in the example in Section 4.3, is 319, and the
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restatement factor is 1.0345. Thus, the restated inventory value, in December
price, is

700 * 1.0345 = §724
4.8 Restating Marketable Securities

Marketable securities are either monetary or nonmonetary &assets.
Bonds and Debontures - These are considered &s monetary assets since the
redesmable price is denominated in nominal money values. (Discount that would
arise on sarly redemption is not recognized in the accounting records).
Shares in Listed Companies - Usually shares are recorded at historical cost in
the conventional financial statement. However, these are considered ab
nonvonetary assets and should be revalued.

fince IAS 29 reguirements are an extension of historical-cost accounting,
the ac- -ating principle of "the lower of restated cost or market value® should
be applied. Thus, the market value of the shares should be estimated in
addition to the reetatement of the historical acquisition cost.

It should be noted that usually it is simpler to estimate the market value
of the shares then to determine the acquisition dates and restate the
acquieition value. Moreover, the market value of the shares provides meaningful

information.

Example: Consider the following figures and computations for December 31, 1989:
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Historical Market Restatement Value
Cost Value Pactor value to record
Bonds $150 $150 $150 $150

shares in Company X
(purchased in 1980) 350 650 2.20 770 650

Shares in Company Y
(purchased in 1984) 200 500 1.75 350 350

As can be seen, the accounting principle of "the lower of restated cost or

market value" is applied.

4.9 Restating Depreciable Assets

The restatement of depreciable assets should provida information on
1) The restated acquisition cost and the relevant depreciation
expenses, and
2) The restated depreciated (net) value for recording in the restated
balance sheet.
IAS 29 requires that the restated value should be reduced to recoverable
value of these items, when the former exceeds the latter (par. 17).
Example: The depreciable assets of a company for December 1989 should be
restated. The asgets comprise of three acquisitions: $1000 in Dec. 1980, $500
in Dec. 1988, and §1,000 in June 1989. The price index for December 1989 is 330
and the straight-line depreciation at 10% per annum is used (life span of 10

years). The corresponding price indexes and the restatement computations are

presented in Exhibit 12.
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The results of the calculatione in Exhibit 12 show that the restated value

of the three acquisition costs, in December 1989 prices, is $5225 and the

restated depreciated value is §2,122. Given straight-line depreciation at 10%,

per annum, the restated depreciation expense, in December 1989 prices, is
$522.50 (10% on §5,225), compared to $250 historical cost depreciation.

4.10 Restating Special Asgets

The restatement of some nondepreciable assets requires special treatment.
Land - The restatement of land is similar to that of marketable securities.
Both market value and restated historical costs should be considered (Section
4.8).
Orchards - The cost of an orchard is composed of costs incurred over several
years until the orchard started to bear marketable products. The series of
these annual costs should be restated. If these data are not available, the
corresponding costs should be estimated.
Livestock - Livestock is usually recorded at historical costs without the
associated dates of acquisition. Thus, “he per head raising cost should be
estimated and used for restatement. However, the simplest way for restating
livestock is to assess or appraise its sale value.

Goodwill, Patents and Trademarks - The historical cost of these items should be

restated by applying the appropriate restatement factor. IAS 29 requires that
the restated value should be reduced to recoverable value of these items, when

the former exceeds the latter (par. 17).

Precious Metals - These ..ems are usually recorded im the conventional

accounting system at their market values.
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Exhibit 1: Pinancial Statement for Illustrative Firm

19x1 - Stable Prices
19x2 - Inflation of 20%

Income Statements, Conventional

9m1 19x2
$20 Earnings before interest $24
_(5) Interest® _(26)
15 Net income (2)
15 Dividend® (18)
- Net income (loss)® (20)

Balance Sheet

Oopening, Dec. 19x1d Closing, Dec., 19x2
Conventional Restated

$200 Land $200 $240°

— Loss __20
200 220

$100 Debt $100 $100

New loan 20 20

100 Equity 100 120f
200 200 240

b\

c\
a\

e\
£\

Interest of 5% on $100 debt in 19x1; inflation-compensated interest of 26%
on §100 debt in 19x2.
Dividend paid at year-end, in 19x1; pre-inflation year-end divident time

1.2 in 19x2,

Loss of §20 financed by new loan.

These figures are stated in current prices; thus, they should not be
restated.

Opening value times 1.2 restatement factor (Section 4.1), given 20%

inflation.
Balancing figure: $240 assets leass $120 debt.
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Bxhibit 2: Deriving thae Adjusted Net Income for Illustrative Pirm

A. Restated Balance Sheets

Opening, Dec. 19x1 Closing, Dec. 19x2
Dec. 19x1 Dec. 19x2

Prices Prices
Land $200 $240 $240
Less: Debt {100) (120) (120)
Equity 100 120 120
Less: Opening equity {120)
Adjusted net income -
B. Adjusted Income Statement
Earnings before interest $24
Interest (26)
Net income (2)
Dividend {18)
Loss (20)
Gain on net monetary position® 20

Adjusted net income -

a\ Gain on net monetary position = 20% inflation-adjustment on liabilities
less monetary assets.



Exhibit 3: Balance Sheet, December 31, 1989
Conventional and Restated

Opening Closing
Conventional Restated> Conventional Restated"
Assets

$100 $100 Monetary assets® $110 $110
80 100 Inventories 100 110

50 70 Shares 50 84

200 300 Depreciable assets® 180f 3289
50 100 Land _50 120

480 670 Total 490 752

Liabilities and Equities

$350 ' $350 Liabilities® $310 $310

50 200 capital stock 50 240
80 120 Retained earnings 130 202
480 670 Total 490 752

a\ December 1988 prices.

b\ December 1989 prices, given 20% inflation during 1989.

c\ Cash, receivables, investment in bonds, etc.

d\ Net (depreciated) value.

e\ Monetary items such as payables and loans. (Linked loans are already
recorded at restated value).

£\ Opening $200 less $20 depreciation.

g\ Details in Exhibit 4.
h\ Balancing figure: total assets less liebilities and capital stock.
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Exhibit 4: Restated Depreciable Assets, Dece,bor 31, 1989

ggggigga c1091ngp
$400 Acquisition cost $480
(100) Lesss Accumulated depreciation (120)
1989’8 depreciation _(32)¢

300 Net (depreciated) value 328

December 1988 prices.

December 1989 prices, given 20% inflation during 1989, and restatement
factor of 1.2

Derived from acquisition cost.
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EBxhibit 5: Adjusted Net Income, December, 1989
Derived from Restated Balance Sheets (Exhibit 3)

Opening Closing
Dec. 1988 Prices Dec. 1989 Prices®
Assgets §670 $804 $752
Less: Liabilities £350) (420) {310)
Equity 320 384 442
Less: Opening equity (384)
Adjusted net income 58

a\ December 1988 prices times 1.2 restatement factor (given 20% inflation during
1989.



Exhibit 63 Income Stat:wxat for the Year Ended December 31, 1989
Cony__.itional and Adjusted

Conventional Adjusted®
Sales $800 $800
Inventory, opening $ (80) $(100)
Purchasges (500) (500)
Inventory, closing 100 110°
Cost of sales (480) (420)
Expenses (200) (200)
Depreciation (20) (32)a
Interest on loans {50) {50)

210). 1282)

Net income 50 28
Net restatement gains _30
Adjusted net income 58
a\ Based on Goldschmidt and Admon (1977), and on Goldschmidt et al (1986).
b\ Only balance-sheet derived items are adjusted to December 1989 pricee.
c\ Restated figures from Exhibit 3.
a\ Restated figure from Exhibit S.
e\ Restatement gains:

Long-life nonmonetary assets, $470 * 0.2 $94

Less: Equity, $320 * 0.2 (64)
30

An alterantive computation is presented in Exhibit 8.



Exhibit 7: Opening Restated Balance Shest, December 31, 1988

100 Monetary assete

100 Inventories

Liabilitlies 350
70 Shares (Monetary items)
300 Depreciable assets
(net value)
Bquity 320

100 Land

670 670
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Exhibit 8: Balance-Sheet Restatement Gains,
December 31, 1989 (for Exhibit &)

Opening® Closing®
$470° Long-life nonmonetary assets $564
(320)€ Equity (384)
150 Surplus 180
Opening surplus (150)
Net restatement gains 30

a\ December 1988 prices.

b\ December 1989 prices, given 20% inflation during 1989, and restatement
factor of 1.2

c\ From Exhibit 7.
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Exhibit 9: Incoae Statement for the Year Ended December 31, 1989
Conventional and Fully Restated

Conventional Restated®, P
Sales $800 $880°
Inventory, opening $ (80) §(120)9
Purchases (500) (550)€
Inventory, closing 100 110°
Cost of sales (480) (560)
Expenses (200) (220)€
Depreciation (20) (32)£
Interest on loans (50) (50)
(270) (320)
Net income, retained 50 16
Gain on net monetary positiong 40
Adjusted net income 58
a\ Based on Stickler and Hutchins (1975), and on Accounting Standard Committee
(1986) .
b\ December 1989 prices.
c\ Derived by using restatement factor 1.1, based on average price indexes
for Dec. 1989 (Section 4.5).
da\ Restated opening value times 1.2 restatement factor 1.2 (given 20%
inflation in 1989).
e\ Restated figure from Exhibit 3
£\ Restated figure from exhibit §

g\

Computations in Exhibit 10.



Exhibit 10: Gain on Net Monetary Position
December 31, 1989 (for EBxhibit 9)

Opening Balance® Closing®
$350° Monetary liabilities $420
{100)€ Monetary assets {120)
250 Surplus 300
Opening surplus {250)
Gain 50
Flow during the Yeard
$500 Outflow: Purchases §550
200 Expenses 220
(800) Inflow: Sales (880)
(100) Deficit (110)
Opening deficit 100
Loss {10)
Gain cn net monetary position 40
a\ December 1988 prices.
b\ December 1989 prices; given 20% inflation during 1989, and restatement
factor of 1.2
c\ From Exhibit 7.
a\ 1989 average prices, figures from conventional statement (Exhibit 9). The

closing figures are derived by using restatement factor of 1.1, based on
average price indexes for Dec. 1989 (Section 4.4)



Exhibit 11: Time-Sories Comparison of Balance Sheats,

Decembar 1989 Prices

December 31, 1988% December 31, 1989 Growth

Assets

Monetary assets $120 $110 0.92
Inventories 120 110 0.92
Shares 84 84 1.00
Depreciable assets 360 328 0.91

(net valuej)

Land 120 120 1.00
Total 804 752 0.94

Liabilities and Equities

Liabilities (monetary items) $420 $310 0.74
Czpital Stock 240 240 1.00
Retained earnings 144 202 1.40
Total 804 752 0.94

a\ Restated figures from Exhibit 3, updated by restatement factor of 1.2
(given 20% inflation in 1989).
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Exhibit 12: Restating Depreciable Assets for the Example
Dec. 1980 Dec. 1988 June 1989 Dec. 1989
Price index 100 200 300 330
300 330 330
Restatement factor e—==3.3 -==al,65 -———=],1
100 200 300
Percent depreciateda 90% 10% 5%
Historical costs:
Acquisition (data) $1,000 $500 $1,000
Accumulated depreciationb 200 50 50
Restated costs:®
Acquisition $3,300 $825 $1,100 $5,225
Less: Accumulated
depreciation (2,970) _(83) {50) (3,103)
Depreciated value 330 742 1,050 2,122
a\ Given 10% depreciation per annum.

b\ Acquisition time percent depreciated.

c\ Stated in Dec. 1989 prices, derived by applying the restatement factor to
the corresponding historical costs.



WPS648

WPS649

WPS650

WPS65t1

WPS652

WPS653

WPS654

WPS655

WPS656

WPS657

WPS658

WPS659

WPS660

WPS661

Title

Who Paid the Bill? Adjustment and
Poverty in Brazil, 1980-95

An Observation on the Bias in
Clinic-based Estimates of
Malnutrition Rates

Administrative Valuation of Soviet
Agricultural Land: Results Using
Lithuanian Production Data

Taxation of Financial Assets in
Developing Countries

Demograph -z Response to Economic
Shock

The Effects of Option-Hedging on the
Costs of Domestic Price Stabilization
Schemes

Reflections on Credit Policy in
Developing Countries: [ts Effect on
Private Investment

Interest Rate Policy in Egypt: Its
Role in Stabilization and Adjustment

Relative Deprivation and Migration:
Theory, Evidence, and Policy
implications

Distributional Aspects of Debt
Adjustment

Fiscal Policy with Fixed Nominal
Exchange Rates: Céte d'lvoire

inflation and Growth in the Transition
from Socialism: The Case of Bulgaria

The Development of the Colombian
Cut Flower Industry

The Bretion Woods Agencies and
Sub-Saharan Africa in the 1990s:
Facing the Tough Questions

Author

M. Louise Fox
Samuel A. Morley

Margaret E. Grosh
Kristin Fox

Maria Jackson

Karen Brooks

Christophe Chamley

Kenneth Hill

Donald F. Larson
Jonathan Coleman

Mansoor Dailami
Marcelo Giugale

Mansoor Dailami
Hinh T. Dinh
Oded Stark
J. Sdward Taylor
Ishac Diwan

Thierry Verdier
Christophe Chamley
Hafez Ghanem
Andrés Solimano

José A. Mendez

Richard E. Feinberg

Date

April 1991

April 1991

April 1391

April 1991

April 1991

April 1991

April 1991

April 1991

April 1991

April 1991

April 1991

April 1991

May 1991

May 1991

Contact

for pager

WDR Office
31393

B. Diallo
30997

C. Spooner
30464

A. Bhalla
37699

WDR Office
31393

D. Gustafson

33714

M. Raggambi
37657

M. Raggambi
37657

M. Felix

33724

S. King-Watson

33730

Raque! Luz
34303

E. Khine
37471

N. Artis
37947

S. King-Watson
33730



WPS662

WPS663

WPS664

WPS665

WPS666

WPS667

WPS668

WPS669

WPS670

Title

Trends in Social Indicators and
Social Sector Financing

Bank Holding Companies: A Better
Structure for Conducting Universal

Banking?

Should Employee Participation Be

Pan of Privatization?

Microeconomic Distortions: Static

Author

Jacques van der Gaag
Elene Makonnen
Pierre Englebert

Samuel H. Talley

Barbara W. Lee

Ramén Lépez

Losses and their Effect on the Efficiency

of Investment

Agriculture and the Transition to the

Market

VERs Under Imperfect Competition
and Foreign Direct Investment:
A Case Study of the U.S.-Japan

Auto VER

Inflation Tax and Deficit Financing

in Egypt

Are High Real Interest Rates Bad for
World Economic Growth

Inflation Adjustments of Financial
Statements: Application of
International Accounting Standard 29

Karen M. Brooks
José Luis Guasch
Avishay Braverman
Csaba Csaki

Jaime de Melo
David Tarr

Hinh T. Dinh
Marcelo Giugale

Nemat Shafik
Jalaleddin Jalali

Yaaqov Goldschmidt
Jacob Yaron

Date

May 1991

May 1991

May 1991

May 1991

May 1991

May 1991

May 1991

May 1991

Contact

forpaper

B. Rosa
33751

Z. Seguis
37665

G. Orraca-Tetteh
37646
WDR Office

31393

C. Spooner
30464

L. Santano
80553

M. Divino
33739

C. Spooner
30464



