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ABRSTRACT

The purpose of this study is to condense an abund-
ance of <Technical accounting literature on the problem of
inflation in accounting and how to deal with 1t in the fi-
nancizl reports of business enterprises, in hopes of pre-
senting an important but difficult subject in a manner that
investors and students can use when confronted with inflat-
ion adjusted statemen

Chapter I presents an overview of the problems that
have been created by inflation.

Chapter 11 provides a discusgilon of the Specifio

blewms of historical-cost accounting in an inflationary
environment and the distortive effects it has on financial
statements.

Chapter I1J1 presents and differentiates the current
‘methods of accounting for inflation, specifically Constant-
Dollar and Current-Cost Accounting. The mechanics of each
are sShown,

Chapter IV submits a background of the Financlal

e

Accounting Standards Board (FASH, and Statement No. 35, the
Boards auvuthoritative pronouncement on inflation accounting.
Chapter ¥ outlines several arguments in favor of

and 2galnst inflsation accounting.

L]




CHARTER T

INTEQBUCTICN

=)

In his new bhool,

naging in Turbulant Times, Feter

Drucker admonishes that during inflation "the figures lie.”
Drucker argues that the illusion of record profits "leads
to the wrong actions, the wrong decisions, the wrong anal-
yveis of the business™ - in short, "gross mismanagement,’
Learning to live with inflaticn has become & pain-
ful experience. The majority of Americans grew up in a
world in which prices were comparatively stable for long
periocds of time and a Ysound dollar" was ftaken for granted.
The deepening evosion in purchasing power (PuP) of the
dollar in recent years, however, has shaken the confidence

of vast numbers of people, in the ability of the U.5., dollar

o 2

to coptinue to perform the basic monetary function of serv-
ing as a reliable unit of measurement and as a sitore of
value,

One area where the idea of adapling to the reality
of inflation hasg mel with rather stiff resistance is in
Tinancial accounting. Mot that the businsess world has ne-
glected the issue of recogniszing inflation in Tinancial
statements~ far frowm it. "We must deal with the cost of

inflation in a substantive way, not as 1f it were a shadow




on the financial statement, "says Joseph I, Conner, Chair-
man of the accounting firm Price Waterhouse & Co. The
question of how to present inflation-adjusted financial

data has been among the most intensively studied and debated
topics in the history of accounting. Iost accountants have
always recognized the necessity for The formulation of a set
of ohjectives to help in the solution of many accounting
controversies, Various practicing and academic individuals
have argued ad infinitum about the proper way to account for

price level adjustments. In some cases, 1t was possible tha

1 viewpeints in a discussion were correct, given their

ir__!

stated or implied objectives. Unfortunately, to often the
objectives are not stated accurately, and, as a conseguence,
N vk o L 2
arguements and misunderstandings continuve,
Wow thanks to the FASB's new pronouncement on in-

flation accounting, investors and managers can begin To

measure how sharply inflation hag sliced into the seemingly

nandsome bul deceptive record sales and earnings fTor some

1,300 of the nation's largest publicly owned corporations.
4 study released by Frice Waterhouse & Co. analyzez the im-

pact on 157 gilant industrial companies in 14 key industries

Tinpe Profit Illus ion, " Business VYeek, 19 March
1980, p. 112,

2 .
Revsine and Weygandt, "Accounting for Inflation:

oo

The Controversy,” The Journal gi Accountancy, Cctober 1974,
Po T2
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plus 58 other companies in Finance, retalling, transportation,

-
py

L g 2 ) 3 X - . e
and utilities. The results and broad conclusions of that
study will be shown in Chapter 11,

Perhaps 1f the forces of inflation should weaken,

T

he pressure for inflation-adjusted financial data will also

ot
cw
i

eage., Iew cconomic forecasters predict much permanent re-

.

lief from rising prices. Consequently, i1t is reasonable to

expect that inflation-adjusted accounting lechnigues will

sradually be avplied to ever-increasing numbers of business

enterprises, |

S"7hne Closest Look Yet At Inflation's Corporate g
sinegs Yeek, 16 June, 1980, p. 148, i




TECHNIQUE OF INVISTICATION

A search of all evailable pertinent literature

from the AFIT, Valdosta State College, University of Georgia,
Plorida State University, and the literature of the American
Tnstitute of Certified Public Accountants (AICPA) was made
for this study. Fresented arve the methods that the Sec-
urities and Bxchange Commission (SBC) and the PTASE enacted
to compel large corporations to account for the impact of
inflation in their Financial diszcleosures. TFrimary sources
of information were articles and editorials appearing in The

Journal of Accountancy, The Accounting Review, AICPA-

accounting research, books, bulletins, and various other

periodicals.,




CHADTER IT

One of the underlying conventions of accounting
requires that the data entering into the financial report-
ing process be expressed in terms of money. Iurthermore,

in observance of the principle of historical cost, tra

W
=

= e
actions are permanently recorded in the number of units of

money actually flowing into or out of the enterprise &t the

b
e

time each transaction occurred. This rule ig followe

jo

e

gardless of the changes that may take place in the PuP of

¥
money over time, Conventional accounting practices does not
recognize the differences in PuP between dollars currently
circulated and those that changed hands in the past.

It isn't difficult to see how the differences in
the Pub affects the income statement. As items in the bal-
ance sheet are used in generating revenue, their monetary
values are transferred to the income statement in the pro-

cess of matching revenues and ceostg. This nrocess most
b AT

j-
n

[¥]

eaglily observed in the case of plant and equipment ltemg-
the expired portion of their coste are reflected periodically
in the income statement as depreciation expense., 1t 18

apparent that the revenues and costs that are matched in the




income statement are expressed in terms of different group-

ings of dollars that have widely different TuP's. Under the

Yo

rules of conventional accounting, these differences in Pul

f different blocks of money are not recognized,

ig Joseph E. Connor, Trice Waterhouse's chairman,

Ag U.5, purchasing power erodes? financial statements
that mix dollars of ?9659 972, 1976, and 1979 are,

in effect, commingling four d1£TCfePi currencies to
measure costs, and bhOSG cogtsd are notb covered by a
dollar of 1979 revenue Tailure to recover costa overw-
states earnings-~ both a reported and as taxed, The
resuilts are the famous 'obscene' profits- and the in-
famoug unseen taxation of shareholders' capital,d

Unbelievable ag 1t seems, General Fotors, For all

its size, market clout, and financial savvy, earned not one

ckel more in congtant 1973 dollars in 1979 than it did the

Five years orior, degpite a 20% surge in OajeuﬂB 4
of ¥ :

Tllugtrations I, II, IIT and Pable T shows that

.

the corporate profit piclture isn't what it appears to be when

the numbers ave digcounted for inflation,

4“The Closest Look Yet At Tnflation's Corporate
Toll," Business Week, 16 June 1980, p. 149,

iThe Profit Illuvsion,” Business Yeelk, 19 March
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FIFPORTHED CCRPURAE@

Inflation~-adjusted income as

of 1879 higstorical-cost income

INDUSTRY

\rP

PROFITS

Merospace

Auwtomotive

Chemicals

Blectrical & Appliance

Food & Heverage

Glase & Containers
fachinery & Bduipment
Metel IHig

Office Machincrr

Paper & Forest Products
Petroleunm
Fharmaceuticals

Publishing

Tobacco

ATL-TWDUSTRIAL AVERAGH

PIWANCIATL

EETATLING

TRANSPORTATION
JTILITIES

e =

SOURCE: Dusiness VWeel,

67
55
42
62
62
63
77
55
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42
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not reported
16 June 1,909
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The broad structure of accounting and financial information

is based upon the basic objective of

formatlion to decision-maliers.

5The Copstanﬁ=Dollar
measuvrements bul expresses

ing the same Pub,

FMethod

providing

11 reiflects

ralevant

ge measurenents in dollars

ARt

the diffw-

historical cost

hav-

/Mhe Current-Cost Method replaces historical cost

measurements with estimates
curred te acquire, currently, assets already owned.

of the costs

he ine-
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erences belween historical~cost performance indicators

and inflation-adjusted indicator
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IHFLATIONT

|| IRt i
FIR "
CATEGORY 1 ON i HED ] 197570 growth in:
SHETS OUT PATTO nales Dividends Stock
Price
T DUSTRIAT
Yigtorical-cost 30% 17% 358 TEY
Congtant-dollar 5% 3 £5 B,
Current=-cost 5% 8 66 HA
VMANCTAT
Higstorical-cogt & 14 52 ge 16 69
Constant-dollar 28 1% 55 928 z 22
Current-cos® R HE RIS A A HA
RETATTING
Historicale-cost 4.2 16 112 104 12
Oonstant-dollar 68 5 57 51 A
Current-cost Rz NE HA 4 A
TRANSPORTATTON
Historical-cost 30 16 29 &1 gg
Congstant-dollar 14 5 42 55 42
Cuvrrent-cogt 50 2 72 A TA
UTTLITIES
Historical-cost %4 10 76 G4 18 -4
Congtant-dollar 62 4 5475 22 -0 -2
Current-cos?d T8 2 521 HA A TIA

UH=nct reported HMHi=not ap Lwaab?

bOURCE: Business Heek, 16 June 1980, p.
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- rates are 15 %o 25 percentage
ﬂPl with inflauJon adjustments=
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ets in real Terms
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]

Twice a

tries are paving out g
thought

vidends ag commonly o Tor
and utilities, dividends exceed
adjusted income, which amounts

to paying dividends out of capital.

5} Bales growth during the past four years,
after adjusting for inflation, has been
lessg than half as strong as initially cal-
culated. Dividend growth for most groups
alter adgubtgon showg evern a more pro-
nounced lag,®

It may be interesting to note that for 1880

Bethlcham Steel, under conv

entional accounting, had net in-

come of £121 million., But, with inflation accounting, that
profit turns into a loss of either 176 million or $257
million, depending on which of the two methods of calculat-
ion ig used, constant-dellar or current-cost, They also paid
dividends of $1.60 a share last vear(a total of 69,8 mill-
N LR ) - 9
on, on its phantom profits,

e 1 - v 1 LR - . Il

“iThe Closest Look Yet AT Inflation's Corporate
Toll," Business VWeek, 16 June, 1980, ». 148,

T heeount ting for Inflation,” Time, 1% April, 19871,
D.aT,




Tn addition to the distortions created by aggregat-
ing dollars of varying PuF, inflation has another economic
effect that is not recognized in counventional accounting,
that is, holding gains and logses., During inflationary
times holders of items such as cash and recelvables suffer
a real economic loss because the PuP of such assets dimin-
ishes with the passage of time. Conversely, a debtor whose
obligations are denominated in a fixed number of dollars
enjoys & gain because the debts will be repaid with dollars
with less PuP than the ones received when the debt was
incurred,

Responding to the problems of inflation in account-
ing began in 1947 with the AICPA's Committee on Accounting
Procedures, ARB 4%, '"Depreciation and High Costs™; they
concluded:

1) At this time it would not be satisfactory
to increase depreciation charges against
current income to reflect higher replacement
costs of plant or to recognize such costs by
recording avppraisals,

2) In comsidering depreciation in connection
with product costs, prices, and business pol-
ices, management must take into consideration
the likelihood that replacement costs of
plant assets then in use would greatly exceed
their historical costs.

%3 Periodic appropriations of net income or re-
tained earnings in contemplation of replace-

ment of plant at h%%her cogts was a proper
managerial action.

10¢1lenn 4. Welsch, Charles T. Zlatkovich, and John
Arch White, Intermediate Accounting, 4th ed., (Homewood,
ILL.: Richard D. Irwin, 1976), ».1069.
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The Committees on Accounting Procedures was replaced

in 1959 by the Accounting Frinciples Poard (ATBY. In 10063
The ATE issued Accounting Research Study No. &, "Reporting

the bffects of Price Level Changes,“11 It was in 1969, after

considering reactions to Study No.6, that the APRB isgsued

- [

tatement Ho. %, "Financial Statements Restated for General

]

T
i

rice-Tevel Changes.'™ The APB concliuded that:
General price-—level information is not reguired at
thig time for failr presentation of financial pog-
ition and results of operations in conformity with
generally accepted accounting principles (GAAP) in
the United States.

The Board recommended that preparation and pub-
lication of financlal statements restated for general price-
level changes as supplemental to the basic historical dol-
lar financial statements, prohibiting presentation of the
adjusted statements as the only or basic financial state-

Ments.,

As part of ite guide for preparing genecral price-

4]

level adjusted financial statements, the APS urged that

i The same accounting principles used in pre=-
paring historical dollar financial statements
should be used.

—t

2) An index of the general price-level, not an
Ea)
1L

index of the price of a specific type o
goods or services, should be used., (GIP Im-
plicit Price Deflator recommended).

Mipida., p. 1070.

"25D Statement Io. 5, "Financial Statements Restated
for General Price-Level Changes®, (Wew York: AICPA, 1969,

pe. 12,
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Tven though both ASR Wo., 190 and FAS lNo.

are

Al
Aon

1

attempts to deal with the same problems of changing prices,

the approaches of the two regulatory bodies were guite dif-

ferent. The guantitative resulis of applying each agency's

i~h
Fh

rules to the same set © inancial statements would not
necessarily coincide, This paper will attempt to explain
why such discrepancies exist.

In closing it should be noted that inflation ad-
sustments and methods of reporting them have been studied
for many years. There is no general agreement on how to
best ovresent inflation adjusted information Tto investors.
Recognizing the unsettled nature of this aspect of financial
reporting, both the FASB and the 5EC have gone on Trecord as
favoring experimentation and innovation by the preparers of

financial gtatements.




Basically, there are two approaches to the calcul-
ation of inflation adjustments., Not only do they differ in

their theoretical bases,

oy

ut they also produce different
results when applied to the same set of historical-cost
financial records. The two approaches to inflation account-
ing are (1) Constant-dollar accounting (CDi), and (2) Current-
cost accounting (CCA}.

Constant Dollar Accounting

The authoritative pronouncement on inflation account-
ing at the present time is the FALR's Statement No. 33,
"FPinancial Reporting and Changing Prices." This statement
defines congtant-dollar accounting asg:
A method of reporting financial statement elements in
dollars each of which has the same (i.c., constant)
general PuP. This method of accounting is often de-

scribed as accounting in units of general Pub or as
accounting in units of current Pup, 12

The important element in thig definition For the
purpose of this paper is the concept of reporting in dol-

lare of the same general PuP., CDA differs fundamentally

155 tatement of Pinancial Accounting Standards No. 33,
HPinancial Reporting and Changing Prices,” September, 1979
£ S - e ? s s R
FASE of the Financial Accounting Foundation, Stamford, CL

17




s

from the CCA approach in That emphasis on changes 1n gen-
eral PuP, rather than on changes in prices of specific com-
modities or groups of commodities.

Technigues of Constant-Dollar Accounting

Basically, the CDA approach takes the amounts of
historical dollars contained in the financilal records of a
husiness and applies a general price-level Index to these
historical dollar balances to restate them in terms of dol-
lars of uniform Pul ag of the date of the balance sheet.
For example:

Assume vou purchased a machine having a historical
cost of $10,000 two years ago and the general price-level
index was 100. Through inflation, the index has increasged
20% to 120. The restated amount to be reported for the

agsset on the balance sheet 1s 512,000,

Historical Restated
Cogt Index = Amount
$10,000 120/100 $12,000

Restatements such as this are calculated for all
items in the balance sheet that are classified as "non-
monetary,” that is, those items whose realizable amounts
are not fixed by some kind of contract. lonetary" items,
in contrast, are those balance sheect items whose amounts are
fixed by some kind of contractual arrangements¢6 For ex-

ample, the balance of a checking account at a bank or the

16Welsch, Zlatkovich, and White, Intermediate
Accounting, ». 1071,




balance of a recelvable from a customer are fixed, con-
tractual, monetary amounts that would not rise or fall due
to changes in general Tul of the dollar. WNonmonetary items,

however, are not fixed and may be resgtated in terms of

changes in the general price-level,

In the methodology of CDA, monetary items are im-

portant because they give rise to Yholding gains and losses®

(Chapter II}). These gains and losses are calculated and ?

their aggregate amount is reporied as an item in the re-

stated income statements under such captions as "Holding
L pan]

Gain {Loss; on Honetary Itemg.®

A set of restated constani~dollar financial statem

ments, consequently, includes a balance sheet containing a

mixed collection of monetary items that are reporited in

terme of thelr contractually realizable amounts, and non-

monetairy 1tems have been restated in terms of the present- 1
day general FuP of the historical dellars expended or
acquired in connection with these items, The restated

balance of retained earnings represents the net effects of

these restatements,

The income restatement in constant-dollars contains
general revenue and expense categories restated in pretty
nmuch the same way as indicated for nonmonetary items on the
balance sheet., Depreciation expense and cost of goods sold

are sharply higher as a result of the restated Tixed assets

sl

A=

and inventory amounts on the balance sheet, and, the income
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statemnent accounts for holding gains or losses on the

nonetary iltems.

The Index Proplem

1

One of the points at issue in the cage of CHa is

the guestion of what index of general

stating the historical amounts, The TASE designated the
Congsumers Frice Index {(CFL) for all Urban Consumers, pub-

lished by the Dureaun of labor 3tatisiics of The U.5.
Department of Tabor, as the index To be used in complying

. EE e 3 h|

tement Mo, 5%. In contrast a decace

]

with Sta arlier, the

AT vecommended the GHE deflator. 17 The ATCPA's research
study, which preceded the 1969 APB recommendation, contain-

ed a detailed treatment of The index number problem,18

There seems Tto be fairly general agreement that nc price
index is completely satisfactory for the purpose of CDA.
But, one argument infavor of the CPI is that it is available
on. & monthly basis,

Pros and Cong of Constant Dollar Accounting

srguments in favor of the counstant-dollar approach
to inflation accounting may be summarized as:

1) (DA retains the historical cest principle
of accounting; it simply restates the hig-
torical dollar in terms of dollars having
present-=day rul.

1Tyelsch, Zlatkovich, and White, Intermediate
Accounting, p. 1063,

18AIL®A Accounting Fegearch Wo, 6, ”DCQOWulnb the

Pinancial R'iect of Price-Level Changes,'(New York, 1963),
P. 63
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2% DA measures the distortive effects of in-
flation and disloses the holding gains and
losses arising from monetary assels and
liabilities,

The principle arguments against CDA are:
13 Difficulty of finding a sultable index.

2) Complexity and possible confusicn on the part
of users of financial statements.

o
e

ODA does not measure Tthe impact of inflation
on the specific assets{especially inventories
and fixzed assets) owned by individual com=-
panies,

Current Cost Accounting

FTASB Statement Wo. 3% defines Current Cost Account-
ing {CCA) as:
A method of measuring and repcrting assets and eX-
penses associated with the use or sale of assets, at
their current cost or lower recoverable amcunt at the
palance sheet date or at the date of use or sale,!9
Current-cost accounting, unlike constant-dollar
accounting, makes no attempt to retain its tie to histor-
ical dollars. The philosophy of CCA is Tthat dollars ex-
pended at some point in the past have no relevance in the
preparation of a present-day financial statement during an
inflationary period. According to this view, the only
relevant numbers are the dollars that would be acquired on
the balance sheet date. Proponents of this view believe

that any other method of valuation is notl economically

realistic during inflation.

4
199 tatement of Financial Accounting Standards No. 23,

“Financial Reporting and Changing lPrices,” September, 1979,
FASB of the Pinancial Accounting Foundation, Stamford, CN,
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Turthermore, current-cogt accounting regards the
effects of inflation on an enterprise not in terms of chang-
es in the genersl price level, as in the cage of constant-

dollar accounting., Rather, it concentrates on the price

level changes of the gpecific commodities or assets in which

u]

the {irm is concerned,
The current-cogt technique requires the selection

0Fr appropriate methods of determining current costs of the

items to be measured. FAS Yo, 3% suggests internally or
externally generated price indexes for the class of goods

or services being measured: references to current inveice
prices; vendors' price lists or other guotations or es-
timates' and standard manufacturing costs that reflect
current costs.

Adventages/Disadvantases of Current-Cost Accounting

The principle argumente in favor of current-cogt
accounting centers around economic realism, Supporters of
this approach to inflation accouwnting believe that it pro-

ides a more realigti Fects flati 3
vides a more realigtic measure of the eiffects of inflation on
an individual ‘company because 1t measures the changes in
the specific items with which the company is

concerned, They argue that inflation doeg not affect all

1.

Tirms and all commodities equally and, it is unrealistic

to compute inflation adjustments by means of general price

o=

indexes.

.

Un the other hand, opponents of current-cost account-
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objectivity and integrlty

abandoning the historical-cost

abandening historical cost is

estimates of current co
e difficulty in

current

1
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™

ing guitable indexes or other

nresents obvious problems,




CHAPTER 1V
THR FINANCIAL ACCOUNTING
STANDARDS BOARD
2

FAS No. 33

The FASB commenced operations in 1973, and was form-
2lly endorsed by the SEC as the official standard-setiing
body in the private sector in December of that year. The
SEC stated that the accounting principles, standards and
practices promulgated by the FASE would be considered Dy
the Commission as having substantial authoritative support.
The authority of the FASE was clearly outlined in Accouni-
ing Series Release No, 150 by the SEC which gave full sup~
port to the Board.

The Council of the AICPA also adapted 2 resolution
in 197% designating the FASB as the body to establish ac-
counting principles subject to RULE 203 of the Institute's
rules of professional conduct. According to this rule, In-
atitute members must discloge departures by thelr clients
from FASB standards. Failure to do so is a vioclation of
professional ethics that makes the offender liable to
disiplinary action.

The struggle to develope an authoritative pro-

24
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nouncement on inflation accounting came To light in early
October, 1979, when the FASE released its Statement Wo. 33,
NFinancial Reporting and Chawnging Frices.” The Board de-
clared that the new standard was to take effect for fiscal
years ending on or after December 25, 1979. However, per-
mission was given o postpone compliance with one reguire-
ment {(presentation of current-cost information) until re-
porting vears ending on or after December 21, 1879. Then
the inflation-adjusted information would be reported on
both bases. FAS Mo. %% is an attempt to solve a basic
I

problem with the historical cost accounting moedel, a probh=
lem that can bhe stated as follows:

During times of rapidly changing prices, the profits

reported in financial statements prepared on a nis-

torical cost basis are oversitated, and, accordingly,

these profite do not represent amounts that investors

and creditors can look to in predicting future cash

flows. In other words, during times of rapidly chang-

ing prices, most, if not all, reported profits must be

retained by a business in order to maintain and ex-

pand capacity.?

This problem is resulting in the tdecapitalization®

of many company's. According to Sidney Davidson, & pro- ;i
feasor at the University of Chicagoe Businesg School who

nas written widely about inflation accounting, ... a de-

capitalization process has begun in many company's and that

over a fourth of all major Ifirms are paying dividends

20Ralph T, Bartlett & Thomas H. Kelly, 7"Will FAS
To. 3% Solve Inflation Accounting Problems??, Management
Accounting, April 1980, ». 11.
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greater than their inflation-adjusted earningsﬁz

o

TAS No, 3% wag the result of work that had gone on
at the PASD almost from the time it began o operate in
197%, In 1974, the Board released an exposure draft of a
standard on inflation accounting based on the constant-
dollar approach. That stendard was never adopted bhecause
the SEC did not favor constant-dollar sccounting. The
Commission preferred inflation accounting based on replace-
ment costs and, ag described in Chapter II, it set forth
ite own rules in 1976, regquiring replacement~cost dis-
closures,

-

As finally issued, FASB Statement lo 33 applies to

a relatively small number of large corporations. Only those

firms with assets totaling more than $1 billion, or whose

inventories and property, plant, and equipment (before de-

ducting accumulated depreciation; amount to more than

$125 million, are vwequired to make the disclosures apecified

by the FASR, %2 These size limitations are somewhat com- .
parable to those set by the SEC in 1976 for compliance with i
its replacement-cost reporting requirement,

The purpose of inflation accounting is, "to provide

21niving Off Capital®, Forbes, November 10, 1980, |
p.ZBOe ) :

2Z2pobert W, Derliner and Dale L. Gerboth, PFASH
Statement Wo. %%, The Great Experiment”, The Journal o: |
Accountancy, May 1980, p. 48. |




consislbent and economically relevant accounting data from

which to better measure a2 company's progress in an Iianflation-
. R - A - . : Lo
ary environment, 22 PASE Statement o 3% is one atitempt to

fulfil that purpose. A complete summary of FAS Ho, 33 is
included in the Appendix of fthis paper.

A key feature of the PASB's Standard ig that the
reguired information is To be digcleozed in corporate annual
reports to investors in unaudited supplementary form. The

basic financial statements (balance sheet, income statement,

and statement of changes in financial wvosition) continue

s

be based on the same convenitional, historital-cost principle

4

ag before., Many reporting company's are expected To provide

their inflatlon disclosures in the form of noltes to the

.

7o)

L1

Tinancial statements; although some firms may prefer
highlight thelr disclosures by giving them greater prom-—
inence than a footnot can provide.
There are three principle elements of the required
supplenentary disclosures: <4
(1} A statement of income Trom continuing operations
adjusted for changing prices for the current
reporting vear, This statement must report
the major elements of the income statement (&)

ag given in the primary statements; (b) as ad~
justed for general inflation (i.e., constant

A . - q T3 - - . . "
2%yilliam C. Norby, "Accounting for Financial Analy-
gis¥, Financial Analvets Journal, Mav/June 1980, p. 17.

(I . ) ~ . S
24 rthur Toung & Company, "A Guide To Solving His-
tovical Cost/Constant Dollar Implementation Problems of
BAS o, 3%, 1070 0. 6.




dollers): and {c¢) ag adjusted for changes in
specific prices (current costs). Refer to
TABLE 11T for an example of the income sitate-
ment of XVZ Uorporation that complies with TAS
o, %%, Table IV alsgo reflects the impact that
compliance with TFAS Mo, 3% had on the income

of 1% big companies.

(2} A five-year comparison of selected financial
d¢ata adjusted to reflect thb eifects of both
general inflation and current costs: (a) income/
Toss from contiﬂving operations, actual and per

common share; {(b) net mssets at vear-end. ALsSo
reguired Iin %nﬁ comparison are gsuch data as:

Sales or other cperating revenue;

Cash dividends per share of common stocls
Inflationary gain from outstanding debt;
Differences between specific prices and
geneval price level:

Market price per share on common at year-
end;

The average consumer price index,

oo W

R L L

[41]
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(%) ﬂXﬂlaPRbiOP by management of the significance of
these disclos ureS,25

In releaging ites new inflation accounting standard,
the TASE repeatedly emphasized the Tentative and experimen-
tial nature of the disclosure reguirements,., The Board ack-
nowledges that there is much to be learned from the practical
application of inflation accounting technigues and it en~
couraged experimentation and further research. It has declar-
ed its intenticon Tto monitor the experience developed through
this standard, particulary with regard Lo the usefulness of

the data, and will make modifications as experience dictates.

Arthur Young & Company, “A CGuide To Solving Hise
torical OGT/@OﬂSuaﬁt Dollax Implementation Froblems of
1‘11‘3.8 E;JFO ® 5’3 1 07 o pa 6 @




TARLE FT1T

Supplemental Inflation-Adjusted

Income

Statement

Y% Corp.

Accounting Method

Historical Constant Current
‘ Cost Dollar Cos®
et Sales and Other Cperating Revenues $25%,000 $25%,000 253,000
Cost of Goodes Sold 187,000 196,569 200,336
Depreciation & Amortization BExpense 9,165 14,247 19,842
Other Operating BExpenses 30,000 %0, 000 50,000
Interest Expenses 8,000 8,000 8,000
Provigion for income Taxes 9,000 9,000 9,000
Income (leoss) from continuing Operations $9,000 3(43315) {$(14,1?3}
Purchasing Power Gain on Excess Mone-
tary liabilities over monetary asgsels o RO 4 g9,%02
Annual increases in current-cost amoumtg
of inventories and plant assets ($36,183),
less inflation componet {525,5%4) _$10.649
Balance Sheet Data
Inventory 563,000 £6%5,000
Plant Assets $44,000 96,800

SOURCE: Businesg Week, 15 October, 1979
Pn 719




Company

Adcoa

Armeco

Purroughs
Control Data

Dow Chemical
General Electric
General Motors
B.F. Goodrich
Merck

HCE

singer

Standards Brands
Union Carbide

Uniroyal

~;
)]

o

4

<A

SCOURCE: Busines

0

TABLE

50

Lv

INFTATION AFERCTED 1979 IHCOME
15 BIG COMPATIIES

P 116,

Historical Constant Current
Gosts Dollars Costs
Milliong of Dollars
:504.,6 $291.9 $280.1
221.0 117.5 96.6
505.5 192.58 345.0C
118.5 T 114.7
T84, 0 722.0 596.0
,409,0 1,064.0 386.0
2,892.0 1,776.1 1,803,4
82.6 GeD G
382,0 502.0 540.0
234.,6 119,8 510.7
(92.3) (173.3) (142.5)
86 .4 18.8 21.9
556.2 584.8 396,75
(120.5) (24,2 (214.7)
5631 544.9 4277.5
Weel, 14 April 1880,
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nflation-adjvsted accounting is needed ia the

1,
H

husiness environment 2nd wilthout 11 buszinesg believes that

(‘\

their gales are golng up when in fact both sales and market

hares are going down. They helieve that they are making
] o o

n

clining or

record profilts when infact profitability is ¢

has disappeared entirely. They believe that they are

financially strong when in fact they are on the brink of ?
insolvency and are unable to resist either a credit crunch

or & liguidity crigis, both endemiec in an inflationary

period. Sales, market share, receivables and investment

N

capital, debt service requirements, and profits, all need

-

to he restated continvously in inflation-adjusted figures

if bhusinesses are Lo recelve relevant facls.




[FLATTON  ACCOUNTTING

Upposition to Infistion Accounting !

Oppeonents of inflaticn accounting declare that
attempis te adjust the financial yeports of business eéne-
terprises so that the distortive effects of chaenging prices

are minimized is so complex and so confusing that the
effort is simply not worthwhile., They argue that investors
already find conventional annual reports confusing and
inflation adjusted data will only make things worse,
Jorporate management have generally been unenthu-
giastic about inflation adjusted financial reporting. The
principle reasoﬁ being that the application of such a
change results in a reduction of a firm's reported net

income below that which is determined by conventional

o

historical-cost methods, This reduction makes mansgement
look bhad, and it could impair the amounts availavle for
incentive~compensation purposes

.

Cther opponents of inflation accounting protest

that the objectivity of Financial reporting is undermined

when any basgig other than conventiconal historical cost is

introduced intoc the measurement process. They object




strenuovaly to The use of current-cost accounting because,
it reauires the repeated restatment of major financial
statement components, such as fiwed assets and depreciation.
fhese critics feel that such restatements are based on
esgentially subjective judgments and that the verifiable

13 ca

A

t agide, hevy

[0

benchmarlk ¢f higtorical cost
that the abandonment of Tthe historical-cost basis seriously

reduces the credibility and verifiablilitvy of Ifinancial re-

porving. They object to restaitment in terms of constant
dollars, although not so sitrenuocusly, because thal measure-

ment approach is at least tied Tto historical cost. 2utb,

-

they feel that Ltis 2 dangerous compromise that impairs the
integrity of accounting

Another school of thought opposes inflation account-
ing on the grounds of monetary philosophy. Those who hope
for the return of sound money believe that giving accounte-
ing recognition %o changes in price amounts to a Iinal con-
cession that the dollar is, in fact, unstable, Critics
who object {to inflation adjustments on these grounds argue
that inflaftion accounting aids the forces who they belileve
are leading the nation down the primrose path bto the ulti-

mate collapse of the dollar and financial ruin.

Arsuments dn Favor of Inflation Accounting

Supporters of the idea of inflation-adjusted finan-

cial reports base their arguments essentially on the prin-
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m,

ciple of economic rmealism, They beli

,a
[y

ja
QL-J

the exXper=

ience of Tecent vears clearly demonstrate the instability
of the dollar. Furthermore, they have 1little confidence

that the nationts politicel leaders and economic policymal

have either the ability or the will Tto stem the forxces of

severe inflation. They feel that inflation-adjusted account-

Statement of Financial Accounting Concepts Wo. 1, which

remarks

coo finmancial reporiting should provide information
that is useful Lo present and potentizl investors
and creditors and other users in making ratignal
investment, credit, and similar decisions. ., o

Another manifestation of the realism principle is
the argument that, to coubat inflation, the national

ceconomy desperately need improve its productivity, and

[4)]
o
o]

the way to improve productivity is to stimulate capd ta

investment. Supporters of inflation accounting helieve

P

that an important incentive to invest in new, improved

produvcticon facilities would come from reform of the exigt-

ing depreciation vprovisions of the federal income tax lawvs,
They argue that the business community needs to demons trate
het it believes capital is being eroded by inadequate de-

1

preciation allowances. Dusinessg, accordil

=
o]

(X

- Lo this view,

can show its sincerity hy reporting devrecisiion expense to

26 ; B ciT 1

2011 cholas Dopuch and Shy rail Sunder, "TASE's State-~
ment on Objectives and Elements of Fine vicial Accounting:
A Peview', Accounting Review, Vol LV, Wo., 1, {January 1980)

D. 11,

ine ig an absolute necessity 1f we are to comply with FPASB'S
2N y i

rs
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investors hassed on LNWJMLTOMW901UQhOd data,. The busines
community cannoet claim much credibility in Congress when
it asks for more generous depreciation allowances while at

the game time reporving high earnings,

cost depreciation to investors,., Coanseguently, businsss

will never be able To escape the onus of go-called Yobs
. e i .y . LI " ul
vrorits® until 1t acknowledges

profity are illusory and emphasize instead

inflation-adjusted earnings.
A related argument in favor of inflation adjustmernts
iz That beoard of directors and sharebholders bolth need To he

informed of the digstortive effects of inflation on the e

ported net Incomes of their corporations Historical cos
based net income is ugually exaggerated, principally be-

cauge depreciation expense is understated. These inflated

S all 285 Teat <Y ig LI70m :. IVESLOrs T i 13 Ti lend _:'L-""'
carnings create demandg fTrom Investors Tor dividena in

[ox]

creaseg that board of dirsectors Tind hard Lo resist

&

‘TJ

porting lower net income as a regsult of applyving inflat-

.

ion adjustments would help to relieve guch pressures and

would have the desirable effect of preserving corporate
caplital.
In answver To the objection that inflation adjustments

-

undermine the invegrity of accounting by moving away from
the firm, objectively verifiable base of historical cosis,

L

it should he pointed cut that constant-dellar accounting

in no way abandons historica

451
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dollars in terms of their curreat IuF through
the application of a price incex. [Lwven Current-cost ad-
justments are mede in accordance with procedvres that are

verifiable-such as the application of externally developed

Tt

orice indexes + the class of goods being measured, oOF

determination of direct prices From current vendors' in-

voices or quotations. The defendevs of inllation ad jus -

ments point out that recommendaticns of accounting
standard-setiing agencies ATCRA, FASE, S5LC) have al-
ways emphasized that historical-ceost Tinancial statements

adjusted date are always To be presented as supplementary :

information,




SUMMARY

Inflation acccunting is here to stay. While the
present form of inflation-adjusted financial statements
may not please everyone, the FPASE has labeled Statement
Ho. 3% as "experimental”, affording the flexibility to
nake changes guickly. The necessary concepts and inform-
ation are at hand to shape the present standard into a
form that can be understocd by investors willing to spend
a bit of extra time studying the new figures and comparing
them with historical-based financial statements,

Practically all of the attention that has been
focused on inflation accounting during the last two decades
has concentrated on external financial reporting. Very
little study has been given to the application of these
technigques to internzl management-reporting systems. Fer-
haps one reason for this apparent neglect is the agsumpltion
that well-informed managers intuitively take inflation into
account during the decision-making process. A study into
this area merits considerable investigation.

A common business complaint that inflation-adjusted
accounting is not useful and is expensive o implement.
The vice-president and comptroller of the General Electric

Company , Thomas O. Thornmson remarked:

by
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STATEMENT OF FPINANC AL
ACCOUNTING STAWDARDS Yo, 33
Financial Reporting and Changing Frices 528
SUMMARY

E

g that

C’J

This Statement applies to public enterpr
have either {1) inventories and property, plant, and eguip-
ment {before deducting accumulated depreciation) amounting
to more tharn %125 million or (2} total assets amounting to
more than $1 billion (after deductivg accumulated deprecia-
tion).

No changes are to be wmade in the primary financial
statements; the information reguired by the Statement is To
be pregented as gupplementary information in published an-

nval reports.

For fiscal vears ended on or after December 25, 1979,

enterprises are required o report:

a. Income from continuing operations adjusted for
the effects of general inflation.
b. The Yul gain or loss on net monetary ltems

For fiscal years ended on or after December 25, 1979

~ ¥

enterprises are also reguired to report:

a. Income from continuing ocperations on a current
cost basis,

28"Statemenﬁ of Financial Accounting Standards No. 33,

Financial Reporting and Changing TFrices,” The Journal of
Accountancy, December 1979, p. 115.

39
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. The current cost amounts of inventory and prop-
erty, plant, and eguipment at the end of the figcal year.

Ce ?Qventory and property, plant, and egquipment,
net of inflation.

However, information on a current cost basis for
fiscal years ended before December 25, 1980 may be presented
in the first annual report for a fiscal year ended on or

after December 25, 1580,

re required to present a five-yeal

O

interprises
summary of selected Tinancial date, including information
on income, sales and other operating revenues, net agsebs,
dividends per common share, and market price. In the com=-
putation of net assets, only inventory and property, plant,
and equipment need to be adjusted for the effectis cf chang-
ing prices,

To present the supplementary information regquired
by this Statement, an enterprise needs to measure the
effects of changing prices on inventory, property, plant,
and eguipuent, cost ofgoods sold, and depreciation, de-
pletion, and amortization expenses. No adjustments are
required toc other revenues, expenses, gains, and losses.

In computations of current cost income, eXpenses are
to be measured at curvent cost or lower recoverable amount.
current cost measures relate to the assget owned and used by
the enterprise and not to the other assets that might be
aguired to replace the asseis owned., This Statement allows

considerable flexibility in choice of sources of information

about current costs: An enterprise may use specific price
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indexes or other evidence of & more direct na
Statement also encourages simplifications in computations
and other aspects of implementation: in particular, Fre-
coverable amounts’ need +to be measured only 1f they are
judged to be significantly and permanently lower than cur-
rent costs; that situation is unlikely to cccur very often.

The Board believes that this Statement meets an
urgent need for information about the effects of changing
prices., If that information is not provided: Zesources
may be allocated inefficiently; investors' and creditors’
understanding of the past performance of an enterprise and
their ability to assess future cash flows may be severly
limited; and people in government who participate in de~
cigions on ecopomic policy may lack important information
about the implication of their decisions. The reguirements
of the Statement are expected to promote a belier under-
standing by the general public of the problems caused by
inflation: Statements by business managers about those
problems are uvnlikely %o have sufficient credibility
untill financial veports provide quantitative information
about the effects of inflation.

Special preblems arise in the application of the
current cost requirement of thig Statement to certain
assets, noitably natural rescurces and income-producing real
estate, The Board will consider those problems further and

.

address them in an Exposure Draft with a view To publishing
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G

a full Statement, This Statement gives guidance on the
treatment of bhose assets and related expenses for enterprl
that present current cost information for fiscal years endi
December 25, 1930,

his Statement calls for two supplementary income
computations, one dealing with the effects of chenges in th
prices of resources usged by the enterprise. The Board be-
lieves that both tvpes of information are likely To be use~
ful. Comment letters on the Exposure Draft revealed ¢if-
ferences of opinion on the relative usefulness of the two
approaches. Many preparers and public accounting firms
emphasized the need to deal with the effects of general in-
flation; users generally preferred information dealing with
the effects of specific price changes. The Board believes
that further experimentation is reguired on the usefulness
of the two types of information and that experimentation is
possible only if both are provided by large enterprises.
The Board intends to assess the usefulness of the inform-
ation called for by this Statement. That assessment will
provide a basis for ongoing decisions on whether or not
provigiong of bhoth types of information should be continued
and on whether other reguirements in this Statement should
be reviewed., The Board will undertake a comprehensive
review of this Statement no later than five years after 1ts
publication.

The measurement and use of information on changing

ses

7

e
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prices will require a substanvisl learning process on the

J

art of all concerned. In view of the importance of clear

o}

explanations to users of financial reports of the sig-

q

ificance of the information, the Board is organizing an

=

advisory group To develope and publish illustrative dis-

§]

closures that might be appropriate &g a gulde to preparers

in particular industries.
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