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AGCOUNTING FOR CHANGING PRICES - RECENT DEVELOPMENTS

Abstract

With the rejection of ED-‘IS on July 6, 1977, the longest
running epic of the financial world "Inﬂ.at.:.on Accountting®
has come to & standstill where U.K, accounting profession is
living with "An Interim Recommendation" and the U.S, (through
its SEC requirements) is content with disclosure of fragmembed
and piecemsal information about replacement cost.

Accounting profession in India seems to be watching the
debate with al1l , . curiosity amd excitement, I wonder whether
the pmfesszonal a.ccourrblng bodies here are just playing the
role of spectators or sitting on the fence watching the v
developmanmts in other countries before adopting any particular
mebhod for correcting infletiomary effect on cur financial
statements, Nevertheless, we carmmot remain inactive too long.
It is high time for our accounting bodies to begin providing
- a platform to thrash out the problem and for our corporat:.ons
- to experiment with suggested methods,

This paper seeks to examine and review critically the
various gteges in development of the concepts and practices of
accounting for changing prices., SSAP 7, Sandilands, Morpeth
(ED-18) and finally the Accounting Standard Committee's current
'Inflation dccounting - 4n Interim Recommendation! are critically
examined and evaluated. Ms.nagerla.l uses of the suggested
inflation-adjustment method is highlighted by a case study -~
"Management Reporting System in Hindustan Lever Litd.!



ACCOUNTING FOR CHANGING-PRICES - RECENT DEVELOPMENTS

On November 30, 1976'the Financial Times in London published the
following Mobituary™.

The U,K. funerel rites for H‘. C. will be conducted
at Chartered Accountants! Hall at 11,30 this
morning,

Here, the "U.K. funeral rites" refers to the November 30, 1976
press conference at which the publication of Exposure Dreft No. 18 was
announced by the U.K.'s Accounting Standards Committee (ASC). The
"obituary" further adds that o |

The passing away is reported of Historical Cost
Accounting, better known to its followers as 'H.C.!',
Death has followed several attempts at emergency
surgery, the most redent being an experimental heart
transplant aimed at making H.C. proof against
inflation., But this failed after the onset of a
complication known as Sandilands disease,

In 1976, the publication of ED-18 seemed to be an important
landmark in the history of British Accoumtancy, It was launched with
all the fun-fair coupled with skillful publicity. Press and govermment
greeted it with praise, hardly a doubt was voiced. "In accounting
profeasion", as Prof, Baxter puts it, "it was a giamt leap forward, |
aiming at revclutionising most branches of accounting at one blow, and

! ) : ) -
to introduce brand new concepts and methods." But 'H.C.! tested and

practiced over a considerahle period of time was rnot to give up so soon,

It survived, in fact, bounced back, Some of its staunch supporters



denounced the whole philesophy of inflation accounting ('e historical

cost is a f‘a"t’)'. On July 6, 1977, to the surprise of most, a
Chartered hccountarnts,

majority of FBr:LtJ.sh voted for a aotion "that the meubers of -the

Instibtute deo not wish amy system of CCA to be made ccmpul_soi'y.{r The

dorpeth proposals (AD-18) were effectively killed,

Morpeth Committee in its HED-18 recommended too mich too soon.
Some pointed out conceptusl flaws and inconsistencies, others stressed
the high cost of revaluation. The hurried-up attempt was at odds kwi'bh
a lesson that mankind has learned from much painful experience: we -
should be modest and cautious with innovations and test them step by

gtep, The vote did, however, have one happy by-product.

The amalgam of British accounting bodies, the Gonsultativé

 Committes of Accounting Bodies (CCAB) stepped in and asked Mr, William
Hyde, the Chief Accountant of Qxford Unmiversity, to produce first-aid
measures quickly., 4 team was hastily collect‘edrand‘Hyde Committee. |
issued its report on November 4, 1977 krnown as "in Interim Recommendation,'
Morpeth is still vorking with his committee. Reports are that he feels
his comml‘btee ig still charged with the long-term implementation of the
Sa.ndn.lands reconmemlat:.ons, while Hyde proposals known as 'imnterim
reconmendat:.ons' are a short-term solution to the inflation accounting
pro}’alem.- It still hopes to produce a new version of ED~18 - a compre-

hensive standard with fewer smags than its predecessor,



It seems to be "we are back where we started", MNow let us review
briefly the historical developments in inflation accounting during the

_pest one decade which culminated into present state.
Background |

dccounting for inflation first became a subject for serious debate
as a potential practical proposition in the early 1950s. The efforts
did not go too far, because the inflation rate was not high epough to
warrant any change in traditionally established and generally accepted
accounting principles. However, the ;markedly sharper twist to the
inflationary spiral during 1970s has alarmed the businessmen to concen-
trate on the problem of financing industrial plant replacement and the:
drain on work:ing capital resources brbught about as a consequence and

aggravated by the level of taxation on corporate profits. .

In June 1969, the iccounting Principles Board of the AICPA (USA)
issued Statement No. 3, "Financial Statements Restated for General
Price-Level (hanges.". This documert is an e:_’ctension and improvemeﬁt of
Accdunbing Research Study No, 6 issued by the American Institute of
Certified Puhlic Accountants in 1963 titled "Reportingthe Firanciel
Effects of Price-Level Changes." In Jarmary 1973 the Institute of
Chartered Accountants in England and Wales published "Accounting for-
Inflation - 4 Working Guide to the Accounting Procedures" as a
compamion to the BExposure Draft (ED 8) on "Accounting for Changes in
the Purchasing Power of Money" issued by the Accounting Standards

Steering Committee (4SSC).



ED-8 proposed adoption of & method of adjusting published comparny
accournss by catference to an appropriate index that would measure the
degree of £211 in the purchzsing power of the monetaxﬂr wit and emeblie
" comparisons to be made with the historic ccst figures used in the

statutory accounts of the organization.

The Exposure Draft ( ED-8) was debated at length end in May 1974 it
wes followed by an 4SSC's "Statement of the Standard Jdecounting Prectice
(No. 7 in a series bf SSZPs). This document; provisional in its
nature, would require the quoted companies o provide inflation adjusted
a.é.coun‘ts as a supplement to the statutory accourts prepared unier
h:l.ator:r.c cogt conwentions, In January 1974 during the discussion periﬁd
bf m&,the government; set up the Independent Committee of Inquiry imbo
Inflation dccounting to look into all aspects of the problems of
accounting for price changes, The committes chai%‘ed by Francis Sandilands

submitted its report in September 1975,

The _Sarrl:ilandé Report took a different view to the ASSC on the most
appropriate method of inflation accounting and it came down in favour of
“Current Cost dccourting® (CCA), as opposed to the "Ourrent Purchasing
Powsr? (CPP) method which formed the basis of the 455C's SSAP No, 7. The
t?n systems are based on fundamentally different oonc_apts. Under GPP,
all the items in the financial gtatements are presented in a unit of
measuremnent that represents the same amount of gensral purchasing pc;wei' -

the gemeral purchasing power of monetary unit on balance sheet date, It



al so récogm‘.zea the general price—.ievel gains and losses that result

~ from holding monetary assets and liabilibties during inflation or
deflation, Baring these two changes, the financial statements
preparéd ﬁﬁder CPP method suggested by SSAP 7 are similar to the con-
vertional statements based on historic costs, CPP preserves the cost
basis and the reslization rule of historic costs conventions. In
contrast to the OPP approach to i-nflatinn accounﬁing of adjusting the
hiétoric cost accounts by reference to an index of the purchasing pover
of the curremy, the CCA system as recommended by Sand:lands adopts the
’oomq:t of revaluing phys:.cal assets such as building, plant and
machinery at their "value toc the buginess." This pz‘:.nc:.ple has now been‘
enshrined in the Exposure Draft (ED 18) prepared by the Inflat:.on

) A.coountmg Steamng Group (IASG) under the cha:u'ma.mhlp of Mr. Douglas |

Morpetb.. We will come back toc it later, -

" On the other side of the Atlamtic in U,S.4., in ¥374 the Firancial -

_ Accounting Standards Board (FASB). - successor to Accounting Principles ‘
Board of AICPA has issued a propessd statexrgnt of Fmanc:l.a.l Accotmtiﬁg .
Standard that would require, for fiscal years beginming on or after
Jermary 1, 1976 the res-pateﬁ:snt of conventional finarcial statements for
changss in thé, genersl purchasing power of the monetary ﬁm‘.t- and the

_ reportin:g of lcer'ba.izi information from adjusted statements, Their state-
mert is formally known as “Financisl Reporting in Units of Gemeral
Purchaging Power", Iatar in bugust 1975, the U.S. Securities and BExchangs -
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Sommission ( SEG)‘ asked for corments on proposed disclosure requirements
which would requirs éorporations to measure and report the currént
replacement cost of certain assets, In March 1976 these requircments
ivore made randatory for approximetaly ] ,0C00 of the largest U.S.
ma.nufacturing corporations. In a releace ~ hccounting Seriés Release
Nos 190 aa.tec:. darcn 23, 1976 - the SEC states that ﬁhe purposes of theb

required disclosure of current replacement cost information are:

"to provide informaetion to investors which will assist them

~ in obtaining an understanding of the current costs of
operating the business.....(and) to provide information which
will enzble investors to determine the current cost of
inventories and productive capacity as a measure of the

. current ecomomic investment in these assets,,, "

On March 31, 1977 many of the United States'!s-largest pl.iblic
compa.nies filed with the Securities and Excha.nge‘ Compission their first
anrual reports conmtaining the disclosures required by the Commission's
controversial replacememt-cost rule. In a study made by Arthr Young
; (a prominent CPA firm in U.S.4.), summarising the results of 175
compamies which disclosed the data by the time of study, the current
cost of replacing gross productive capacity is, on average, about two
times the original cost, net productive capacity is from two-thirds to
‘three-fourths higher on a replacement cost basis; and curremt-cost '
| depreciation expense averaged two-thirds more than historical-ocost
depraéia‘bion expense. However, the degree to which replacement casts exceeded

historigal costs varies w:u.da]y among the compamies included in the fstudy. The -



‘;gratio of replacement cost to historice;l cost of inventoriaes varied
{v'signl;i.f"icantly, depending on whether the FIFO or LIFQ méthod was vsed
?'_n preﬁaring financial sbateme'nts. and whether addi_tiona,l replacemént \
cost dépreciation was included in ‘est‘:‘i_mting the replacement cost of
inﬁren'tories. ~ The SEC has decided to continue with its replacement
cost disc;dsure rule for the time being, On August 5, 1977, it issued
_.a ralease conﬁ.rm.ng that it would again require replacement cost data

~ for the current year, Meanwhile, to assist Financial Accounting |
Standard Board (FASB)-the rule-making body for the U.S. Accountants,

in its ‘_e.f'forts to develop a cone eptué.l framework of accoﬁntihg aﬁd ‘
- reporting, the Americen Institute of Certified Public Accountants has
~set up a task force to study the various proposals of concépt and

- .me‘a.surementv and to encourage expérimentation with a minimm mumber of
financial accounting models formulated from varipus alternative
measuremerrB methods which have been §mp_osed. U.s. bﬁsineas‘ ‘ex'ecvutives ’
CP4s and regulators afe also monitoring the latest British move. Thus,
the EASB is in the thores of ‘i‘bs own‘ inflatioh accounting debate, and
~ what others, particularly the Bi'itish, do canrot help but affect the 7_

FASB deliberations. Now, let us return back to U.K, developments,

Post-Sandi ands Bverts:
Before considering the content of ED-18, let us review developments

since the Sandilands report was published in Septexber 1975,



In Hovember 1975, the COdB (Conslﬂ_té.oivev Committee of accountancy
3odics - the six British professional bodies which sponscr the LSC)
issugd its Mritiel reactions" to the Sandilerds Roport, Although
x;velcomj_*-":g_: Sondilonds as a veluwble conbriduticn to cccounting thoughts,
the CCAB said that 004 2id nobt deal with changing veiue of morgy, Eoilier
4SSC in its publication "The Corporate Report! alsc insisted that a
cwrrent velue accounting must take account of the changing value of money.
Thé problems of making valid comparisons over a 'period of time when the

unit of measurement is unsteble is not dealt et all in Sandilands report.

Iater in the seme month of November 1975, the_ British governmgant
adopted the Samlilands Gommittee's proposals, and Mr,Douglas Morpeth was
appointed chairman of the Inflation Accounting Steering Group (IASG).

In the words of Prof, Westwick - a member of the comnfittee, "our task was
to comvert the proposels of the Sandilands Committee on currert cost
accounting into a" draft accoumbing standard which would be pradtical,
acceptable and auditable," The IASG was told to prepars a proposal for
an exposure drzft on CCA after taking into account the initial reactions
of CCAB as well las comments made by others, The proposed exposure draft
was submitted to "t;he ASC early in September 1976, and after intensive

discussion and modification, was published two months later as ED-18,
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?'Q;‘Licept of Profit Measurement and I-'la,inﬁemnce of Capital

| Qne of the 'problexﬁs that is central to inflation accounting, end
%iiﬁéed to all accounting, is ths defimition of profit, In meesuring
profit, we are trying to determine if firm has been able to mairmtain
Ats ceapital, so that the firm may retain its "welloffness" as it existed
»at the begimming of the period, The accounting aspect of capital
meintenanée has been under serious discussion ab leasﬁ sinée the
ploneering work of Henry W. Sweensy in the 19208 amd early 1930s.
Under historical cost accounting profit is what is left over after
meirntainming the money va.].ué of capital, This is the "legal" v:.ew
‘embodied in conventional accounfcihg practice, Under current purchasing
power (CFP) meﬁhod, it is what is left ovér after mainteining the
purchasing power of capital, It maintains the Mexchangeability" &f the
capital committed to the accounting emtity by ii;s ‘shareholders., Under
Sa.nd:.lands' current co.st accoﬁntin_g (CCA), the eﬁéhasis is cﬁ mintaining
the actual physical material capital, The profits are calculated after
charging against revenue the current value of the physical assets
- consumed duﬁ.ng the year, The ED-18 accepts this viet«f in calculating
“current‘oosf profits" in the profit and loss accourt. In ED-18, the amount
a;vailable fdr "digtribution and general reserve is the sum of currernt
coab profit for the 'year and the surplus oﬁ revaluation of aaéets .dlrc'i.ng'
- -the year, 1éss the. amournt appropriated to revaluation reserve by the |
directors. The amount to be appszriated is a discretiomiy’sum_to be

decided by the directors based on what they consider ™ substance of the
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business® tc be ma:erb vined, Should this substance to be maintained in
money terms, generel purchasing power terms or specific power terms is

for them %o decide.

Major Provisions of _E_.p-18

Under 11.D-18 the llmltatlons of historical cost accountlng under

1n.f'.]_a.t10mxy conditions are to be corrected in the fo]_'Low:Lng manner:

1)  Depreciation and cost of sales for the year is to be calculated -
on "value to the business" of these assets , and not on their originé.l_

cost, Thus, celculation of profits is based on current ‘cost of »assets

’ »
consumed during the year,

'2)  The balance sheet will show current values for most assets and
will no longer show their historic cost. The current cost ig based on
¢ .

the ""deprival value! of an asset.

3) .The;ve will be a new gtatement in the anmal accounts -~ the appro-
priation account - in which there will be b‘rought,together the curremt -
cost profit, the revaluation surpluses, the amount which the directors
congider should be retained within the business hav:.ng regard to their
,é,ssessment of its needs, and dividends. Directors may trensfer from
“this surplusfo a capital meintenance reserve, amounts required to

jj méinbain the M"substance of the business".

4) There will be a note to the accourts entitled “The Statement of

~the Change in'the Equity Interest after Allowing for Changes in the Value
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of Foney", The stabtoment will clearly show Low the comparny has perfcrmsd
in rclation tec the rate of indlation ard will cdso show its losses or

gains from Gtlic holding of monstary items,.

It is hoped (vide para 5 of the roport) that CU4 will provide senogoe-
ment, and the users ol published a.ccﬁurrts , with more rcalistic infermution
on coals, profits, and value of assets, and the retum on capital amd on
assets., It also provides a distinction betweent he profits earned from
the operations of the business and the money gains resulting from shanges

in the price of a company!s assets.

Vide para 6, annual accounts prepared and presernted on the basis’
set out in this draft should contain a profit and loss account, an appro-
priation account and a balance sheet. Except for»wholly-owned subsidiaries
there should be included in the notes to the accounts 2 statement of the
change in sharsholders' net equity intersst after a]l_lowing for the change

in the value of money.

In profit and loss account, the operating profit or loss is arrived
at after charging depreciation and the cost of sales on the basis of |
current walue to the business" of the physical assets consumed during the
year. The guideline to debermine the value to the business of different

agsets in the balance shest is as follows:

Fixed Assets

Plant ard Mechinery: Plant and machinery in the balance sheet will

be shown at their "value %o the business," This will be their net
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replacement cost except where this is greater than both the ecoromic
value (which is, the presemt velue of the income that will be earned
from 1 9ing the mechine during the rest of its life) and the net

ree.llsable velue in which case it will be the hlgher of the economic

Vva.lue and net realisahle value,

The generel :ule of ED-18 is that the!value to the businesstis its

Mdeprival value" that is, the maximm loss acoruing to the firm if it

' we_r'e‘to be deprived of its assets; This deprival value will depend upon

the intentions of the firm with respect to its assets, The: firm can

replace it, sell it or hold it. In each situation, net replacement cost, °

" net realisable value and économic Yalue respectively becomes relevant,

Depending on the circumstances, economic value or net ;:‘ea.lisable value

could- be the appropriate value to thelbuéiness,- For example, if asset's
net replacement cost was Rs 10,000, and if the present value of the net
imcome that will be earned from using the machine during the rest of its

1ife is only Rs 8,000, then the firm would not seek to replace it.

J‘lth‘ough economic value and net realiseble value are possible bases for |

- value to the busimess, the ED-18 Guidance Mame.l stresses that in most

: s:l.tuat:.ons the most a.ppropna’ce value to the business will be net

replacemsnt cost, Sandilands report also supports this view,

Techmological Change and the Use of Indices: The gross curremt cost

of plant and machinery is the cost to be incurred to obtain and install

~& substantially identical replacement or the cost of modern equipment in
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- cage technological changes'have‘tal'cen place, whicheverkis lower. The
value of thé assets that the company }ﬁe.s- gets affected by the existence
on the market of mew, improved asset, The Sand:n.’l.ands report favoured
‘the use of industry-wise indices in determining the value to the
business of plant and machinery, Sandilands implied that such indices
incorporate the effects of technological change, whereas in fact they
are constructed to eliminate such effects. Sandilands' reliance on the
uae §f official indices, while giving the impression of uniforﬁﬁ.ty

and accurecy, could in many cases be misleading. ED-18 recognizes tiis,
and it sensibly expresses a preference for asset-based indices rather

than industry-based indices.

-However, ED-18 introduces & conside’z"*a;nl‘érdegre‘e._of subjectivity
into fixed assets valuatior by the way in which‘ it recomme#ds that if
techmological improvements reduce asset costs this should be Teflected
in the current cost of the asset, In doing so, the estimited cost of
the "modern equivalent asset! which would be dgemed to‘ replace the
asset now owned by the firm, is to e adjusted to teke account of
(a) the presenmt value of estimated differences in future operating costs
(b) differences in output capacity, and (c)the estimated life of the

improved machine over a substanmtially identical r‘epllademnt.

Where the gross current replacement cost of plant and machinery is
estimated,by reference to the cost of & substantially identical asset,

that cost should be calculated by reference to one or more of the following
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sources of data:

a) Suppliers! official price vli'sts,’ q'atalogﬁes, etes, with
appropriate deductions for trade dimcounts;

b) The compeiwfs own replacement cost estimates based on
expert opinion;

¢) 4n index compiled by the company from its own purchasing
experiences; ' '

@) Avthorized external price indices amalysed by asset type; and
e) dAubhorized external price indices analyzed by using industry.

It is enviseged that most compames will use a combimation of methods,
uging the methods higher in the 1list for the more important and more
expensive items of equipment, and the methods lower in the list for the

less expensive end less important items of plant and machinery,

In the United Stats, where the FASB and the SEC afe moving mich
more cautiously in introducing current value accounting, the expected
ddfficulties 1ikely to be associated with accounting for technological
change are already receiving attention, In U.S., SEC Accounting Series
Release No. 190 (issued in 1976) requires only to disclose the estimated
cost of stocks and of fixed assets in corporate ammal reports, There
is yet 1o requirement for replacement cost figures to.be incorporated in

income measurement, but an editorial in Business Week (dngust 9, 1976,

pe 80) commented on such posgibility in the following words:

In a world of rapidly changing technology no one replaces
old e ipment with an exact duplicate., Replacememb will -
take the:form of new machinery that costs more but produces .
more efficiently., ' ' _
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And so, to calculate earnings on a réeplacement cost ba.s:.s ’
‘accountants must not only charge more depreciation, they
mist also adjust for differences in output and operating
costs, When they have done so, they wind up in a curious
dream world where companies sukjtract savings they did rot
realize from costs they did not incur to derive earmings
they did not make, :

Recognition of techmological changé in the marner pmposed by ED-18
not only leads to subjectivity of assets valuations,. it. also raises the
important theoretical issue as to whether resultent depreciation charges
are in fact a measure of the current value of the costs actually incurred

‘by. the enterprise in the curren£ period, or whether they entail an

unwarranted anticipation of possible future cost saving.

Land and Building
Like plant and mechinery, the land and buildings are to be carried

at their Mvalue to the business" which in owner sccupation will normally
‘be their open market value for their existing use, plus estimated attri~
butahle acquisition costs, Open market values are to be supplied to the

company by professionally qualified surveyors.

a Professional valuatbions are to bé carried out at least every five
years uriless there has been a substantisl change in the market in that
period, If such valuation cannot be meds, the value to the business
should be the total of the depreciated replacement cost of the buildings
ard the open market value plus estimated attributable acquisition costs

of the bare 1a_nd for its existing use, If economic value of such land
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-and buildings is smaller than the value estimated as ébove; then the

ecoromic value would be the value to the busimess,

Depreciation

The chafge to the profit and loss accourmt for depreciation should
_vequa.l to the value to the business of the agsets consumed during the
‘period, When assets are valued on the basis of their net current
replacement cost, the value consumed increases as the replacemert cost
of the assets increases, therefore, the charge my be based on average
'vélue for the period, The charge is obtained by é.pporbioning the.
-aéset’s average value over a period equal to the expected remaining

useful life of the assets at the begiming of the period.

The selection of the average asset value for computing depreciation
is a departure fromthe recommended use of 1;he end-year value by |
‘Sandilands Committes, (

In times of rising prices, the amourts charged %o the profit and
loss account will not be sui‘ﬁciént to accumlate a tobal provis:i.o-r; for
‘depreciation equal to the asset!s gross current réplaceﬁent cost atir‘the
end of its useful working life, The accumlated depreciation at the
‘beginning of each year and the charge for depreciation for the year arg‘
bbth likely to bévbased onvalues which are lowsr than the value at the
end of the year. The sum of the accumulated depreciation brought

forward amd the charge for the year will, therefore; not equal the
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accumlsted depreciation required at the end of the year, The shortfall
is called "bacld.og depreciation,”

In using év?mge value for charging depreciation, there will be two
alements of backlog depreciation, One, prior-year backlog depreciatidn,r-v
the emount of additiorel accumilated depreciation required to keep the
accumjated depreciation account in the same proportion as ovar the year the
rep:].acen)en‘o cost has increased. Second, currenmt year backlog depreciation,
the amournt needed to uplift'the annual charge,based on l;bhe average
depfeciable value to the depreciation charge rea].‘ly needed to cover the

- replecement cost at year-end,

Para 11 of ED-18 suggests that backlog depreciation should be charged
- against ilie related revaluation surplusee , rather tban to the profit and

. lcss account,

Imwentories
Iventories are to be stated at the total of the "value to the

buginess® of the S@é.rate jtems of inventory, or of groups of similar

items. This will generally boe lower of replacement cost and net realisahble
value. The curremt replacement cost of stock and work-in-progress should
include the cost of purchased items, together with the cost of mm:factur- |
:.ng, processing and other expenses incurred in br:_ngl.ng the product to

its presemt location ard condition, This should include all related

 production overheads even though they accrue on a time basis. .
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The generel princ;'.ples in' relation to stock and work~in-progress
stated in ED-18 follow 'clovsely the recomﬁendatiqn’s made in the
Sa.rxhlands roport. One difference however is that ED-18 proposes that
.8tock and work-in-progress be ghown in the balarce sheet at its -"“value
“to the business", while Sandilands recommended such value to be shown

only by way of & note,

The sources of data used in the calculation of the current repla.ce-_l
ment cogt of gtock, end the-current cost of Sales- are in descending

order of preferences as shown below (vide pare 164).

4) The costs currently being incurred by the company at the
date of consumpt:.on for various cost elements,

2) S.lppllers' officiel price l:.sts, catalogue, etec., in
respect of purchased items with a.ppropm.a.te deductions for
trade discounts,

3) An in-house index compiled by the compa.ny from information
' on its own costs of purchases, labour end overheads,

. 4) 4n authorized extermal price index for the costs of each type

of stock used by the company, or for the costs of stocks
of compames in the relevant industrial category.,

- The ED-18 does not prescr:.be any particular method to be errployed
: to determine the currernt replacement cost, each company will need to

“develop the techniques appropriate to their business.

Lo st of Sales
" Para 15 etatos that "the amount cherged to the profit and loss

account for the period for stock and work-in-progress consumed should
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be the value to the business, at the date of consumption, of the stock
and work-in-progress consumed during the period," The calculated cost
‘of sales adjustment (COSA) would be added to o:f, where appropriate,
deducted from the cost of sales charged to the profit ané loss account:
for the period and included as part of the surplus or deficit arising

on reveluation of stock.

The ideal would be to determine curremt cost of sales on an item
by-i’tem bagis, but it may be impractical, Genera.lly, compenies calculate
cost of sales on a periodic basis, If a company which has a faii‘ly

regular sales pattern and if prices have increased steadily during the

period, ED-18 has recommended sveraging method for calculation of the
current cost of sales. The objective of averagn:.ng mebthod is to charge

stock consumed at the average current cost during ‘the périod.

Further, a number of circumstances have bean listed in which it
will not bo necessary for companies to meke cost of sales adjustment,
These are: |

a) Work-in-progress which is being cerried out as part of a

contract, including stocks of materials ordered for e
particular comtract, and finished products not yet dalivered,.

b) Assets which were purchased solaly with & view to gaining

the bernefit of en increase in their market value, e.ge. the
stock of & commodity dealer.

c) Stocks which were irncreased ®ignificantly in order to avoid
increase in price, '

d) Stocks which were purchased substantially below (or above)
the market price, ‘

e) Seasonal agricultural products.
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Gontract Work-in-Progross

The most important of these oxamptions whare COSA is not required,
Ais conﬁrac‘b vprk—-in-progréss. Morpeth Committee recommended that omé
a material hed been allocated to a gpecific contract no further adjust-
ment for increase in its c&st should be made. This may appear to be a
divergence from the strict theory of CCA. However, when allocated to a
cont;a.cfb, materials ceases to be part of general trading stock of the
compé.rw and it is appropriate to provide for their replacement by
charging to the conmiract their replacement cost at the date of such

allocetion,

Another problem for comtract work-in-progress is the question of
financing of the cost of the comtract by means of progréss pgyments.
Morpeth Committee decided that work-in-progress fof a specific customer,
less progress payments on this account, is more in the nature of a
monetary asset than a physical asset, and therefore, needs no adjustment

in cost of seles.

Gains due to Skilled Buying
One of the criticisms that was made of the Sandilands proposals is

that tho results of skilled buying would be shown as holding gain,
whereas the results of skilled seliing would be shown in the profit and
loss account. Morpeth Committee has proposed that any profits made

from skilled buying:
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a) when a company makes & significant departure from its
normal buying pattern by purchasing stock in advance
gf normal requirements in order to avoid an expected
increase in price; or

'b) When stock is purchased at a price substantielly below
the relevant mrket buying price at the date of purchase;

“should be included in the profit and loss account and not in the

appropriation account,

, G&pital—based Government Grambs
 An aspoct of valuation mot covered in the Sandilands report is the

treatment of government grants. Accordihg to ED-18 (par& 48) , in
arriving at a replacement cost of assets, the gront receiv-abl'_e from the
government should be deducted from the gross current replacement cost
as it is only the net outlay that the company would have to bear,
Although this treatment is consistent with the theo;y of value to the
buginess, it does have a rather odd consequerce in that if the rate of
gra.ﬁt falls, the "value" of the asset will increase and the company will

therefore show a holding gain.

Intangibles:
In dealing with the valuation of intangibles ED-18 makes proposals

which are both subjective and illogical,

In the case of goodwill only purchased goodwill is contimmed to
be shown in the balance sheet at cost less amount written off, Such

value 2t the time of purchase is to bo determined by valwing the net
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assets acquired "at their value to the acquiring entity eccording to
rthe principles of CCA." In order to avoid introducing ™oo great a
degree of subjective judgement into the preparation of balance sheet"
it is recommended that no account should be taken either of any subse-
quent increesc in the value of purchased goodwill or of any internally
generated goodwill, ED-18 is also indifferert as to whether the every
year write-off of goodwill is to be made to the profit and loss account

or to the appropriation account,

Not only does this introdvce confusion into the problem of income
measurement, it is also inconsistent with the proposed treatment of

other imtangibles,

41 other intangibles (including research and development expendi-
: ture) are to be recorded in the balance sheet ‘at!their current value,

' if such value can be established, If value to the business cannot be
estahlished the intangibles are to be written off in the profit and loss
account. Such intangibles are not to be shown at their historical cost
figure, since this figurc "mey bear no relationship to the current

value.!

It is difficult to understard why ED-18 is so selective in its
. disepproval of subjective estimates in case of goodwill and of the usec
- of historical cost as a proxy for current velue where the later is

“indeberminant,

¥
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Irede Investment

M-~18 draws no distinction between those held as current or as
long-term assets, Quoted investments should be valued at their mid-market
price (the average between 'bid! and 'asked!), Unqubted should be .
»'atated &t their value to the business as determined by the directors;
this would rormally be related to (a) the net asset value to the company
on' a CCA basis; and/or (b) the present value of the -expected stream of

‘income from investrent,

Investment in associated comparies are to be shown at the applicable
propor'tion of their net assets as shown by their CCA accounts. However,
where the associated compary is a quoted compan,y, the investment may be

valued at their mid-market value,

Iia_b:i.li'bies and Deferred Tax

Deferred tax should be accounted for, on the iiability method in
respect of all timing differences "other than any tax reduction which can

,'be geen with reasonable probability to comtinue for the foreseable future,

aither by reason of recurring or comtiming timing differences or in the
cage of revalued assets by the continuing use of the assets or the
postponement of liability on their sale." The potential diferred tax

liability for all timing differences should be disclosed in a note,

Liabilities other than deferred tax should normally be shown at

'bhe:_r face value, Discounting or the use of market values, is not to be
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permitteds, In case of quoted securitiss 8. G-ma rket price at the balance

sheet date should be shown by way of a note to the accounts.

The exposure draft inﬁroduces wide variations and inconsistencies
into the use of merket values a.nd discounting in mking valuations,
Neither can be used for liabilities (even for quoted debentures, etc,)
except that a new kind of discounting (involving & notion of "reasorable

probability®) is introduced into deferred tax accoumting.

If- quoted market vél{]es are to be used under ED-18 to produce
current veluations of investments (vide pare 63) and if discounting is
acceptable in determining economic value and in valuing the impact of
techmological change oﬁ the value of plent and machinery, it is difficult
to understand why the use of either basis is rejected in arriving at a
valuation for liabilities. It is difficult to see what logical justifi-
cabion there is for excluding the use of discounting techrmique in
valuing liabilities. Cann't it be concluded that expediency rather than
principle governed the decision to use !'reasorahble probability!
(discounting having been rejected) in dealing with the problem of deferred

taxation?

The Appropriation Account
Under ED-18 the figure of currenmt cost profit in the profit and loss

accourtt is the same as recommended by Sandilands report, Current cost
profit is what is left over after charging against revenue the curremt

value of the physical assets consumed during the year. One of the most



R5

significant and controversial departures which ED-18 makes from the

- recommendations of Sandilands comes in the form of an appropriation

account,

The appropriation account should show

1)

ii)

iii)

iv)

v)

the current cost profits or loss for the year

the surpluses or deficit for the year arising from the
revaluation of assets

the amount appropriated by dlrectors to or from
revaluation reserve

 dividend distribution, and

balance being transferred to generel reserve.

It is enviséged that, in deciding what amount to appropriate, the

directors will have re;ard to two matters:

i)

i1)

What is the M"substance of the business" that they consider
should be maintained (is it the physical assets, or all the
assets, or the long-term capital, or the owners! capital,
ebc.?);

Should this substance be maintained in money terms, general
purchasing power terms, or specific price terms,

Such transfer to reveluation reserve account is left at the discre-

tion of directors. Sandilands was uncompromising in his refusal to

allow any hold:i.ng gains resulting from the revaluation of assets to be

treated as part of distributable income. ED-18, on the other hand,

recognizes a mmber of situations which may lead the directors to appro-

priate more oT less than the amount of revaluation surpluses, It

suggests appropriation to revaluation reserve in excess of holding gains
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may be necessary to provide for such items as: backlog depreciation,
the amount roquired to finence an increased volume of trade debtors,
~ and stock as a result of inflation; or even an amount to maimtain the

purchaging power of stockholders' equity.

Directors elso have discretion to provide less than revaluation
surpluses, that is, to treat part of holding geins as distributatle
prufits, ED-18 provides that, in genefal, holding gains are to be
- treated as capital. There are, however, three situations in which it
is specified that holding gains should be treated as income. Theso
are: (a) where the asset was purchased or hald "solely" with a
view to gaining the benefit of an increase in its market value (the
ﬁain exanpl e béing in imvestment and commodity dealing a.ctivities) ,
(b) where usually large purchases are made in anticipation of future
price increases and (c) where stock is purchaséd eﬁ: a price substan-
| tially different from "the relevant buying price at the date of

purchase,t

Thus FD-18 blurs the whole concept of profit. The distinctions
betweon capital and reverue charges arc of arbitrary mature, This
makos it a1l the more important for the profession to sharpen up its

conceptual thirking on the question of what it means by "profit",
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Statement of the Change in Shareholders! Net qyuity Interest

after g;%y_g for change in the Value of Mongx

The decision by the Sandilands Committee to recommend current cost

‘accounting (CCA) rather than the current purchasing power (CPP) basis
advocated by the Accourting Stendards Stesring Committee in its earlier
statement of Standard Accounting Practice No. 7 has undoubtedly terded
to confuse many people who were already Semused. by the whole controversy,
'ED-‘]S by recommending current cost profits on repla.cemerit cost basis seems
to be wholly consistent with Sandilands recommendations. However, the
most heated argument in recent years within ﬁhe area of inflation
accounting has been over the treatment of the maintenance of purchasing
power of the eq‘uiﬁy interest and also over the gain or loss resulting
'ﬁ'om monstary items, One may recall the c_ontrﬁversy followed by the
publication of Sandilands report, in which ASSC insisted that a current
value accounting mst take account of the changing value of money.-- This
_ reaction found favour with ED-18 and a statement by way of notes to .

accounts has been recommended.

This "Statement of the change in 8hareholders' net equity interest
after allowing for the change in the value of money" shows whether th\e
shareholders' net equity imterest, valued both at the beginning and end
of the year in CCA terms, has been maintained in real terms. ~ This |
‘gtatement converts the shareholders' net equity imterest at the beginning
of the year into uniform purchasing power umits based on Retail Price

Index (FPI) at the emd of the year, This figure then is compared with
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net equity interest at the end of the year based on current cost
‘accounts , 80 a comparison can be made whether shareholders! have been
. able to maintain the purchasing power of their interest in the

- compayy against the vagaries of inflation,

Also to be found in the notes to the accounts will be amount of
gain or loss to the company as a resuit of owing monetary liabilities

or holding monetary assets,

It can be observed in the words of Mr. Westwick, &a member of
the Morpeth Committee
that the Steering Group decided to put the items about
which there was the greatest measure of agreement,
- namely depreciation and cost of sales on a CCA basis,

into the profit and loss accourt. Those items about which
there was still some controversy have been dealt with as
ron-mandatory transfers within the appropriation account,

and f£inally those items which are the most controversial
are to be shown as notes to the accounts,

4uditing Current Values
- One of the most important criticisms of the CCA method as proposed

in ED-18 is that in determining the velue to the business of the f:uced

»_SJ.&seta such as building, plant and machinery, reliance will have ﬁo be
glacad to a considerable degree on the subjective judgement of officers
‘of the coupary and on the opinions of profesaional valuéz-s who may be

J] ed in, It can be seen that ED-18 will make life much more difficult
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for auditors and will greatly increase the subjectivity of accounting
measurement and scope for err;ors therein, 4nd then, there are conce-
ptual problems with regard to concept of profit and capital., It is
evident that more we blur the distimtion between profit and capital,
and between capital charges and revenue charges, the more scope we shall
be giving to management to indulge in what Americans have stigmatised
28 Mimaginative accounting® on tha limes of "Unaccourteble hccounting"

by Briloff putlished by Harper & Row, New York in 1972.

Post ED-18 beve_;opments

To the surprise of most, ED-18 was rejected by 2 majority of C.As.
vote on July 6, 1977. One of the accountanbs! chief criticism of both
Sardilands and Morpeth was that they focused on adjustments to physical
aggets and ignored the effects of inflation on monetary assebs and
liabilities, If a company holds et monetary liabilities, the argument
runs, a compary gains purchasing power during inflation because it will
be able to pay off its liebilities in cheaper pounds or rupees., One can
make a similer argument for replacement calculatioms. To the extent
that higher replacement-based cost of sales and depreciétion can be

financed by debt, there is mo real replacement problam,

The Consultative Committes of Accounting Bodies (CCAB), on.reje-
ction of ED-18, appoinmted Hyde Committee to come up with qﬁick solution

so that investors would have access o some kind of information of
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inflation adjusted data, The committee'!'s report known as "an Interim

Recommendation" dated 4th November has been adopted by hLccounting
Standards Committee (4SC).

dn _Interim Recomuendat ion

This is a short and fairly simple statement, It leaves balance
sheet values untouched, and recomnends only adjustment to income. The
information is to be included as 'a prominent separate statement' and

would mot affect the ordirarily published financial statement.,

It is recommended that three adjustments should be made to the
financial results as computed on historical cost convention, The
adjusttnents are: (1) depreciation (2) cost of sales and (3) gearing
adjustment., The first two adjustments are aimed to raisebthé historical
cost to current cost, while the third adjustment is to accourt for

purchasing power loss or gain on net monetary assets and liabilities,

- Depreciation adjustment

4n adjustment shoul i be made for the difference between depreciatidn
based upon the current cost of fixed assets and the depreciation charged
in computing historical cost results, Where the ‘compa.ny already has
Nappropriate® ways of determiming cost depreciation, these should be
used, Othorwise, the éompany may correct the historical cost with speci-
fic index factor - either to the industry or the type of asset., To fimd
the correction, the assets need to be grouped according to the year of

purchase; the more recent the purchase, the smaller the factor,
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Cost of Szles

Hare also, where the business has already developed appropriats
. mathods of computing the current cost of sales, it may contimie to use
sc. For instence, standard costs, the base stock method or LIFO will

also be acceptable, -

The compani®s which do not have appropriete method of computing
current cost, the cost of sales adjustment (0GQSA) should be computed
‘using specific index factor. They will be lx_:ls'ed. to revise the historical
cosbs of both opéning and closing stocks to the average currant cost

of the year to compute the cost of sales.

Gearing Adjustments

Tts suggested rule vary according to whether the figure for nst
monstary assets is positive or negative, that is, whether company has

net monetary assets or net monstary liabiljties positicn,

Where monetary assets exceeds monetary liabilities, the profits

should be charged with an adjustment for the purchasing power loss in
value over the yveé.r. The chargé ig t6 be fourd by applying an "appmgriate“
indéc factor to the net balance of monetary assets (onaverage of the
opeming and closing balances, unless some other gvaraging method would

" give a better view).

Where monetary liasbilities exceed monstary assets, inflation
accourbing aims to show the benefit of gearing, The guidelines state

that "vhere the total liabilities of the business, including preference
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share capitel, exceeds its total ‘monetary'assets, a celcvlation should
be mads of the proportion of the‘net monetary liabilities to the net
balance of monetary liabilities plus the equity share capital aml
reserves (including asset revaluation surplus). 4n amount equal to this
proportion of the depreciation and cost of sales adjustments Sh.ould be -

credited as & separate adjustment in the statement,™

The concept behind these adjustments seems to be fairly simple,

In a business either of the two possibilities are there:

(a) company has fixed assets, inventory, and net mneta:y assgets;
all these three are f:l_nanced by equity; or .

(b) company has fixed assets and inventory; firanced partly by
equity and partly by net monstary liabilities,

In case (a) where the assets of the company is fully finamed by
equity, &ll inflation related cost (that is, current cost adjustment) is
charged to the profit and loss account. Carrent cost adjustment is
provided usiﬁg respective specific indicas for different assets, In
case of net monctary asssts the specific index would maturally be the
index reflecting the purchasing power of monetary umit., Therefore, the
use of general price index scems to be appropriate to account for loss in
value of net monetary assets holding.

In case (b) where company's fixed assets and inventory are financed
pertly by equity and pértly by net monstary lisbilities, then only parb‘

of ita additiornel inflation-related costs for sales and derreciation will
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be charged to its income statoment, For example, if a compary's debt-
equily ratic is 1 to 1, then only half of its additioml inflation-

related costs will be charged to profit and loss account.

Maragerial Use of CGA:
Hindystan Lever limibed ~ 4 Case Study

Surprisingly, we find that in India, one company, Hindustan Lever -

Iimited, has been using such procedure for quite some time, To retain
"substence of the business", the company mane.gement, in evaluating
departmental performance, feels that each product group must make
necessary pmvisiqn for inflation in arriving at the trading profits of
the group, The baéis of computing total inﬂatiopaxy charge for the

company and allocating it‘to the product groups is given in Exhibit 1.

For fixed assels, Hindustan Lever management provide for an
additional depreciation charge which is a differential between current
co st depreciation (they call it statisﬁical‘depréciation) ard historic
cost depreciation. For inventory, they do not make any cost of sélas
adjustment as in this case the turnover of inventory, being mostly
consumer items, is too fast to recognize any price chenge during inventory
holding period, Nevertheless, in computing cost of sales the company is
using some sort of replé.cement velues. 4n acceptable surrogte of
replacement velues in computing cost of sales may be LIFO or base stock

method.
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To compube inflationary charge on monetary items, for no justifiable
reasons (at ‘leas’c conceptually), the company is treating inventory as
monstary asset to compute inflatiorary charge, (See exhibit 1).

With this treatment of inventory, one may notice from the company's past
balance sheet data that ‘it holds a net monctary asset position, which they
term as urcovered working capital. On this uncovered working capitel they
make an inflation charge using geﬁeral' price index, Mther, the excess
of imterest over 6 per cent per aﬁnum is also considered of inflationary
mature, and thercfore, is added to the gross :}.nﬂation charge, This total
inflation charge is then allocated to the product groups in the retio of

average working capital employed by them.

Hindustan Lever's practice of making inflationary carge seems‘ to be
roughly in accordance with "an interim recommendetion". The Hindustan
Lever must be gi.w}en aredit to initiate the practice well before amybody we
know of, It is yet to be ssen, however, whether the management would take

next logical step ard publish the results.

Conclusion

It seems the longest running epic of the firmancial world "inﬂatiop
accounting® has come to a sbandstill where U.K. accounting profession is
living with "An Interim Recommerdation”" and U.S. through its SEC is
content with disclosure of fragmented and piccemeal information about

replacement cost, In my opinion, what could be a better conclusion than
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to recapitulate Prof, Baxter!s words, "while we still remain puszzled
by new concepts, and uncertain about preferred cures, there is much '
to be said for a period of trial and error, widespread oxperiment mey

be far more helpful bthan an authoritarian edict."



Bxhibit 1
' SPECIMEN COMPUTATION OF INFLATION CHARGE®

For fixed assets, the prectise is to compute replacement values
uging inflation indices appliceble to buildings and plant, These
indices are cleared with the Chief Engineer of the compeny and reference
is made to economic journsls and Reserve Barnk bulletins to decide on
the index. In the computation of trading profit statistical depreciation
- on replacement value is delcukted ond, therefore, the charge to results
includes the provision necessary for :Lnflatn.on in replacement of fixed
asgets,

For working capital, the procedure is to estimate the gross
working capital at the end of the year and this is r2duced to the extent -
of estimated barnk borrowing, long term loans, provisions for taxation,
etc, The difference gives you the uncovered working capitel which is
gupposed to be financed from company's past and current year'!s retained
profits, The assumed rate of infletion for the following year is applied
to the uncovered working capital amount to arrive at the net inflation
charge, This amount represents additiorel finance necessary to be found
from within the business for meintaining the substance of the business,
However, the amount needs to be grossed up at the applicable effective
tax rate of the company to arrive at the gross inflation charge., This is
essential as the company needs to earn that mich extra pre-tax profit
to be able to finence the additional net working capital necessary to
cope with inflation, To this gross amount is also added all imterest
payment on short term and long term loans which is in excess of 6%. The
excess interest over 6% is considered of inflationary neture and therefore
added to the gross infletion charge. Since interest is a tax deductable
expense in the company assessment it is not neccssary to gross up the
element of excess interest, The computation is done as under:

Rupees Thousands

Gross working capitel (stocks plus debtors
less creditors) at end

year
Loss:

Bank Overdrafts ( g

Iong term loans (

Tox Provisions ( )

Deferred Dividends ( ) ( )

Uncovered Working Capital
Inflation charge: @ X%
Grossed up for tax

4dd irberest above 6%
Total inflation charge

The totel company inflation charge is ellocated to the product groups
in the ratio of average working capital employed by then,

# This has been reproduced from a case titled 'Management Reporting
Systcms in Hindustan Lever! wrlttem by Prof. S.K. Bhattacha.xyya with
IIMA!s pemission.




