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ABSTRACT

Income is conceived in accounting as the excess of
revenues realized over cosis incurred during a period of time.
This excess is equal to the increase in the money capital of
the business over the periode. The primary principle underlying
jncome determination in accounting is the cost principle, which
dictates that nothing but cost should be stated on the books
of account in respect of the different items of property posse-—
gsed by the firm, and no income can be recognized that is not
realized by a transaction of sale . The cost principle is based
on three postulates and a number of standards of practice. The
postulates are the postulate of permanence, the realization pos-
tulate, and the monetary postulate. The chief gtendards of
practice are the gtandards of conservatism, consistency, objec=

tivity, and practicabilitye.

Income is co;ceived in economics as representing the
maximum amount that a firm can disburse to its owners during
a period of time and still expect to disburse the same amount
in real terms in each subseguent periods This mg ximum amount
is equal to the excess of revenues over costs. Revenues are
broadly interpreted to include the receipts of the period plus
the value of the property on hand at the end of the priod, and

costs, are broadly interpreted to include the payments of the
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period plus the value of the property on hand at the beginning
of the period. Income is also equal to the growth in the capi=-
tal value of the enterprise over the periode In its latter
context, the process of income determination becomes one of
comparing the capital value of a business at the end with that
at the beginning of the period. In figuring out the value of
property or of a business, the economist gives no heed to costs
Value as conceived in economics is a function of expected future
income and the interest rate. It is arrived at by capitalizing
at a certain rate of interest the future stream of income expec-

ted from a piece of property or a business.

The main points of difference between’ the accounting

and economic concepts of income may be summarized as follows:

1. The two agree on the total amount of income earned
by a business over its entire life, provided the price levels and
the interest rate remsin unchanged in the meantime. A diffe-
rence would arise as soon as the life of a firm becomes long

enough for prices and the interest rate to change.

2. Income allocated to individual periods by accountants
is normally different from that =llocated by economists because
of the economist's disagreement with the accountant's cost

principle and its underlying realization postulate.

3, In periods of changing price levels, the difference
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between the two concepts is apt to be particularly pronounced.
Besides the divergence arising from the economist's non-accep-
tance of the realization postulate, a further divergence arises
from the non-acceptance by economists of the accountant's mo-

netary postulate and money concept of incomes.

Recent developments in accounting theory and practice,
including an increesing use of Lifo and replacement-cost depre-
ciation do bring the accounting corncept of income closer than
ever to the economic concept, but they fall far short of provi-

ding satisfactory answers to the main issues between the two.
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CHAPTER I

INTRODUCTORY CONSIDERATIONS

Significance of the Subjecte.

The subject of income determination is of paraméunt
significance in many respectss It is important for accounting
purposes as well as %or a variety of business and economie
purposes. Admittedly accounting records and accounting re-
ports have a multitude of functions to perform besides the
determination of periodic income. However, it is now gene-
rally agreed that "a fair determination of income for succe=-
ssive accounting periods is the most important single purpose

1 The

of the general accounting reports of a corporation.”
measurement of periodic profit or loss is regarded as the
"primary purpose that justifies the practical application of

accounting to business."?

The increasing recognition of the importance of income
determination in accounting in recent years has been marked,
in the first‘place by a greater attention being devoted to the
~ net income figure, its significance, measurement, and presen=
tation, and in the second place by the shift of emphasis from
the Balance Sheet to the Profit and Loss Statement., The effarts
1. Study Group on Business lncome, ing Concepts of
Business Income (New York: The H§§%§51§§ UEEEEEE:'IgSz),
S5 frihus stons Dewhiey Flusshhbal Beilor & 0 b4
’ (Kowu§o:k?n;hee;oggid_?ﬁggg sahianf?IISFB!Sr§:§?I,Q;? 519,
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made in the direction of increasing the gignificance of the
net income figure have taken shape in new practices introduced
by certain companies, in certain bulletins issued by the Ameri-
can Institute of Accountants, and in various theories suggested
in accounting literature. Attempts have been made in practice,
for instance, to appropriate a portion of periodie income with
a view to providing for the ultimate replacement of a fixed
asset or to providing for a possible future contingencye Va-
rious bulletins have been issued by the American Institute of
Accountants setting forth the general principles that should
be applied ir the determination of income, appraising certain
practices, distinguishing between the charges that figure out
in income calculations and the ones that should be carried di=-
rectly to the earned surplus account, and dealing with similar
matjera.l

The shift of emphasis from the Balance Sheet to the
Profit and Loss Statement is sometimes considered as the most
significant development in accounting in recent years. This
development has been largely influenced by the increasing use

of accounting records as a guide to investment policy.2

T, Tor full discussion of recent developmenis 1n accounw=
ting see Samuel Broad, "Recent Efforts to Increase
the 8ignificance of the Figure of Net Income," Sdec=
ted Readings in Account%%i and Audit (New York:
Frentice-Hall, Inc., s PDe =327+ See also
Chapter V of this papers

2. George May, Financial Accounting (New York: The HMac-
millan Company, I§55,, Pe 24



"The basiec trend in accounting over the years has
been the increasing importance of the income sta-
tement. This is more than a shift in emphasis
from the balance sheet to the income accounts It
is more than a recognition that the income account
is more revealing of the corporation's financial
affairs than is the badl ance sheet. The fact is
that each year more and more is being demanded
from the income statement of corporations by all
segments of our social structure."l

The subject of income determination is no less impor-
tant in economics than it is in accounting. For one thing,
this is because in economic ansglysis the profit motive is
assigned a key role in the behavior of business enterprises.
Business conduct is generally explained in terms of the desire
of a business firm to maximize its profits.2 A business enter-
prise is conceived for economic purposes as

"an aggregation of assets devoted to the earningl

of profits in which certain individuals possess

rather well-defined rights. That is, we think

of the enterprise as owning certain assets which

it uses in various ways to make a profit for the

benefit of ite owners.")

Although it is generally admitted that the profit mo-
tive is by no means the only driving far ce in business beha-
vior, yet it is recognized as one that has the most obvious

influence on business decisions, and the one that is relevant

in the majority of cases. When one considers the actions of

1. George Balley, "The Increasing oignificance Of
the Income Stateme nt", Selected Readings in Accoun=-

ting and Auditing, p. 148.

2e ert L. Beyers, Elements of lodern Economics (3rd.eds;
New York: Prentice=Hall, 1nCey1953)s PPe 3I-3%.

3¢ Norman S. Buchanan, The Economics of Corporate Enter-
prise (New York: HenTy Hold end COa, I§I§). Pe 154
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a large number of individuals, the error that results from fai-
lure to take cognizance of noneconomic motives may be relati-

vely emall.l

As far as the profit motive is concerned, what is re-
levant is the prospect of income and not the fact of past incom .
Income determingtion can be significant in relation to the pro-
fit motive in two respects. In the first place, where the firm
is viewed as an organization designed to make profits, the rea-
lization of profits would be the primary me asure of its successs
"Social criteria of business performance usually
relate to quslity of produets, rate of progress,
and behavior of prices. But these are tests of X
the desirability of the whole profit system.
Within that system, profits are the acid test of the
individual firm's performance."2
In the second place, the income for any period as determined
may influence the outlook to the future and the prospect of
income, and thus have an indirect bearing on the action to be
taken.

The determination of income is also considered to be
of outstanding importance in economics in view of the role

played by profits in business cycles.

"There are conflicting theories in regard to the
relationship between profits and the business cycle,
Obviously, profits are greatly affected by cycli-
cal fluctuations in business, but there may also

be a causal relation running in the opposite di-
rection. In fact there are two almost diametri-
cally opposed theories that suggest an active role
played by profits in bringing about business depre-

1, Heyers, Ops cigg, E. 33e :
2+ Joel Dean, erial Economicg (New York: Prentices
Hall, Inc., s Pe .50




ssion. The first of these views is that when

profits are tco small the unfavoreble outlook

reduces riske-taking by businessmen, causes a

decline in their long-term commitments, and

so leads to contraction, stagnation, and un=

employment. The second view is that when

business profits become too large, consumer

spending 1is thereby restricted, with the result

that orders fall off, industry slackens, and

depression ensues."l
Accounting procedures tend to exaggerate the reported rate of
return in a period of rising rices and to understate it in a
pefiod of falling prices. The validity of accounting proce-
dures is clearly of paramount imporiance to the extent that the
decisions and actions of individuals are influenced by the accounw

ting results.2

ihe determination of income is also of interest to the
economist in so far as it bears upon the guestion of income
distribution between the different factars of pr oduction, as
well as upon the guestion of saving and investment, which need

not occupy us heree

Income determination, besides being significant from
the standpoint of the economist and the accountant, is also
of great 1mrortanoe to several other parties, including the

existing owners of a business, creditors, prospective investors,

T, Talcolm F. McNalir and Richard S. Weriam, Problems
in Business Economics (New York: McGraw-H11l BOOK
Tonpany Inc., 1041)y PPe 6=Ts

2. Maurice Noonitz, The Valuation of Business Capital,
American Economic Review, May, 1951, Pe 157



the government, and others.

Significant as the subject of income determination
has been shown to be in itself, the importance of weighing out
the accounting concept of income against that of the economist
cannot be overemphasized. Accountants are increasingly beco-
miné conscious of the need to cooperate with the economist
in the field of income determinatione

"Before we can be sure of our principles we

must have the assistance of the economist in

elucidating the nature of income™l

"It was foreseen by all for many years that a

clearer appreciation of the fundamental econo-

mic tenet underlying accounting procedures

would undoubtedly lead to an improvement of
these procedures™2

General Remarks.

The word income would not be meaningful if it does not
refer to a definite period of time and to a particular reci-
piente The usual period for which income is calculated is
one year, and such period will be assumed throughout this paper
except where a different period is stateds From the standpoint
of the entity receiving it, income may be clagsified into ine
dividual income, business income, and national incomes Whene=

ver the contrary is not indicated, the term will be used in

T. Harry Norris, Accounting Theo , LLondont Sir 1saac
Pitman and Sons, s 1046), De Te

2. Mary Burphy (Editor), Selected Readings in Accounting
and Auditing, Pe 322¢ -
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this paper in the sense of business incomes

The line of demarcation between income esnd profit is
not always clear, especially when one tries to compare the mea-
nings of the two terms as used in accounting and economics.
While the two terms are often used interchangeably in accounting
literature, the trend of opinion is toward restricting the word
profit to the gain derived from regular operating activities
end toward using the term income in a broader sense to include
profit plus or minus non-operating expenses Or revenuess In
economics, too, the two terms are gsometimes used interchangea-
bly,l although the trend of opinion is toward restricting the
term profit to "pure" or neconomic" profit, and toward assi-
gning to income a broader sense to include pure profit and
imputed costse. In this paper, the term income will be used
to refer to the brosder sense of the word in both accounting

and economics.

T—Tor Inotance, Griffin In His Enterprise in a Free
Soclety, pe 67, says, "The three functions of the
business enterpriser ... are: conception, risk teking,
and management ... The major economic reward far per-
formance of these functions is profits.” Here Griffin
uses the term profits for what is more commonly known
as incomee




. CHAPTER II

THE COST PRINCIPLE IN ACCOUNTING

Tntroductory Considerations

The Committee on Terminology of the American Insti-
tute of Accountants defined accounting as the "art of recor-
ding, classifying and summarizing in a significant manner and
in terms of money, transactions and events which are, in part
at least, of a financial character, and interpreting the re-

gults thereof."1

This definition, which has since been widely adopted
and quoted in acéounting 1iterature, assigns to the accoun-
tant an apparently routine function of recording, classifying,
and summarizing data, as well as a broader interpretive functione
1+ should be remembered, howeverT, that even the former, SO
called routine, function requires the gxérciae of proper
judgement on the part of the accountant in choosing between
the various courses of actlon open to him for recording and
clgesifying data if the results he presents are to poasess the
expected significance to the parties concernede. Perhaps, it
is mainly this great weight that is given to judgement in the
dual function of accounting that mskes it in the opinion of

many more of an art than anything else.

T. George ¥ay, Business lncome and Price Levels,
An Accounting Study (July I, 1949), Pe 14.

8
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The latitude of judgement left to the accountant is
delimited by certain general principles which he is hound to
observe in discharging his routine function, and to understand
thoroughly in discharging his broader interpretive function.
According to the American Institute of Accountants, the word
"principle® is used in accounting to connote "a general law
or rule adopted or professed as guide to action; a settled

ground or basis of conduct or practice".l

The contrary view is sometimes held that accounting
is more of the nature of an applied science than of the na-
ture of an arte It is asserted in support of this view that
sccounting practice rests on definite principles, that the
procedure of accounting is a logical one, that accounting
drives at building a consistent body of logical relationships
among the monetary values with which it deals.2 It is not un-
common, therefore, to find accounting referred to at times as

an art, and at others as a gcience.

Various accounting principles have from time to time
been put forward in relation to the different phases of recor-
ding, classifying, reporting, and interpreting data. The most
important single principle that has been almost universally

T. George Way, Financial Accounﬁﬁgg, A Distillation

of Experience (New York: e Nacmillan Company,
0. Laibat BBe 2 Dewing, The Pinancial Poliey of ¢
« Arthur Stone Dewing, Ihe ancial Policy of Cor-

orations (5th ed.; New York: The ROn Press
Eompany, 1953), Vole I, p. 51l.
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emphasized as affecting income determination is unquestiona-
bly the cost principle. This principle is based on a frame-
work of generally accepted postulates and standards. It is

to be observed that whereas the so-called postulates are im-
plicit in accounting practice and have been in large measure
revealed in attempts to rationalize old practices rather than
formulated to build up such practices, the so=called standards
have always been expressly recognized by the accountant as
desirable guides in determining the course of action to be

selected from amongst an array of possible alternatives.

The main postulates on which the cost principle of
accounting is based are often referred to as the postulate
of permanence, the realization postulate, and the monetary
postulate,l while the standards that guide accounting practice
are identified as standards of conservatism, consistency, ob-
Jectivity, and practicability. Thesé postulates and standards,
it is asserted, should be accepted not as demonstrable truths
but as being useful in producing significant results. Their
validity is then to be pragmatically tested by their utility,
and they should thus be revised whenever the criteria of their
usefulness change. It is to be noted that the distinction
between principles on the one hand and postulates and standards

on the other hand as the terms are used in accounting is not

I. Study Group on Business lncome, Changing concepts
of Busiress Income, (New York: The Buon§1 an Company,
—Tg52), PPe ) K .
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always clear . In certain writings what is here identified

as a postulate or a standard is sometimes referred to as a
principle. It is not uncommon in gccounting literature to
seey for example, the realization postulate,l and the standard

of conservatism and consistency spoken of as principles.2

It is clear that the postulates named above cannot be
considered as of the same order as the cost principle, and con=-
sequently cannot be equally described as principles. As will
be seen later, the postulates are in large measure no more than
useful assumptions that converge at one point to produce - in
the words in which a principle has been defined - the "general
law or rule adopted or professed as guide to action", here

identified as the cost principles

The Postulate of Permanence.

It is assumed in accounting that, in the absence of
any legal or contractual limitation on the life of a business
enterprise, and in the sbsence of any other discernable factor
that might terminate its continued existence, the 1life of the
business enterprise will extend indefinitely into the future.
This postulate gained an early r2cognition in accounting lite-

rature, and was pointed out as far back as 1892 by Dicksee in

nis "Auditing".’

1. Hl.y P'
2e lhy: Eccoun?i%k, Pe 4E ;
3¢ May, ess Ineolo rice Levels, Ps Je
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Besides being useful for practical purposes, as are
all postulates and standards of accounting practice claimed
to bey this postulate is considered to be valid to a large
and increasing extent by reason of the lengthening life expec-
tancy of business enterprises that survive infanoy.l This is ‘
specially marked by the increasing use of the corporate form
of enterprise. Corporations are considered as legal entities
whogse existence is independent from those who own thems Their
continued existence is thus not interrupted by the death or
circumstances of any of their proprietors. Besides the legal
considerations just indicated, mention may also be made of the
fact that the corporate form of enterprise generally has a
better access to manageriasl skills and financial facilities,
which are also factors in lengthening the life of a business
enterprises The tenor that corporations generally have better
access to managerial skills and financial facilities is warran-
ted to the extent that the corporate form of enterprise can be
associated with separation of management from ownership and with

large=size organizatione

The postulate of permanence has a great bearing on the
accounting question of allocating incomes and related expenses
between periodss Under the assumption of indefinite life, the
buginess enterprise is viewed as “akontinuoue stream of acti-

vities, with those of the moment conditioned by those of the

T. Study Group On Business Income, OP.Cite., DPe 40=41
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past and in turn conditioning those of the future ..."1 with the
result that the allocation process, which is so deeply rooted
in accounting practice, can only be artificial and conventio-
nal.2 Upon this postulate also would much depend the propriety
of capitalizing long term expenditures and smortizing the cost
of fixed and intangible assets so capitalized. The amortiza-
tion of the cost of fixed assets, for example, better known

in accounting as depreciation, based as it is on the estimated
useful life of such assets, implicitly assumes that the life

of the firm is at least longer than that of any of the units

being depreciated.3

The Realizetion Postulate.

Narrowly applied, the realization pestulate is relevant
to income from sales of merchandise or services, and may be summa-
rized in that income should be recorded only when revenue is rea-
lized, end that is generally considered to occur when a transac-
tion of sale, measurable in money terms, is consummated. A
transaction of sale, where merchandise is involved, is said to
be consummated with the passing of title,4 which is normally
taken as coincident with the delivery of merchandise.

It would seem that this is primarily a legal rather than

T. Study Group on Business lncome, OPs Cltes Pe 21le

2+ May, Business Income and Price Levels, P« 9.

3« Study Group on Business Income, OpPe Citey Pe 23,

4. Arnold W. Johnson, Intermediaté Accounting, (New York:
Rinehart and Company, InCae, 1953), Pe 494.
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a purely accounting matter. The principal point is that 1if
income is to be regarded as earned, it should be supported

by the receipt of the value of the sale in cash or in the
form of a legally enforceable claim agaeinst the purchaser. In
the case of sales of services rather than merchandise, income
is considered as earned when services are rendered and cash is

received or a legal claim is established.

Although this postulate is held to be generally appii—
cable, yet under special conditions its application is usually
relaxed. Under special conditions the practice of recording
income in proportion to production or o cash collecticns, is
tolerated and even urged. It is permissible to consider income
as earned on the basis of physical production even before any
transaction of sale is concluded if the product in guestion
is a staple traded in on a well—organiged market - a condi-
tion deemed essential for assessing the realizable sales mrice
at which income will be credited - or if a sales contract has
been made with a responsible buyer.1 Following this line of
reasoning the farmer, for instance, is justified in consi-
dering the value of a product like wheat as revenue of the pe-
riod of production because the sale of such a product is assured
by its very nature and possibly by the existence of well-orga—
nized markets therefor.2 The velidity of this view is weakened

l. Johnson, gﬁ ClGey Do 1;50
2+ Ibid, Pp.
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by the susceptibility of the prices of staple products to

frequent and sharp changes even in well-organized markets.

Application of the realization postulate is also being
increasingly relaxed in accounting for large construction con-
tracts that take years to complete. Income is considered as
earned in such cases in proportion to the work accomplished,
and not only at the time the whole job is completed, as the
postulate suggestse Such accounting treatment is justified
on the grounds that in accounting for long-term contracts
application of the postulate would entail wide fluctuations in
reported income from period to period which bear no relation
to “Le earning capacity of the contractor during the periods

under ecrutiny.l

Accounting for installment sales provides another
instance where the realization postulate is not always applied.
Pour different methods of accounting for installment seles
may be distinguished, each ome of which is based on a different
concept as to when income may be considered as earneds In only
one of these‘methods, where installment sales are consolidated
with ordinary sales, the realization postulate is strictly
observed and income is considered as earned in the period of
sales According to the remaining three methods, recognition
of income on installment sales is mede in proportion to cash

collections. According to one method the profit on sale should

T. Wey, Financial Accounting, Pe Jl.
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he recoried only after sufficient cash has been collected to
cover costj; another method would consider the profit on the
sale to be earned with the first cash collections; while the
third and more strongly advocated me thod would consider each
cash collection as both a return of cost and a return of pro-
fites

The cases cited in the foregoing paragraphs should not

be regarded as departures from & principle but rather as special

cases where an assumption = the postulate — is not considered
as useful and thus is not to be applied. This is necessarily
so because the realization test of income is consistently
being used here in the sense of auseful postulate and not in
the sense of a principle. It 1s variously maintained in Jjuse
tifying the exceptions pointed out above that the postulate
portrays the general view, while the exceptions thereto, may

rather be regarded as simply problems of implementation-2

So much for the realization postulate in so far as it
applies to income from sales of mrchapdine or services. Tle
postulate is equally applicable to income on all kinds of
assets that might be possessed by the business enterprisee.
Broadly conceived, the realization postulate implies that no
gain or loss should be recorded on the books unless the asset

on which the gain is deemed to be made or the loss incurred

T, Joknson, ODs Cits, PPs 96-97e

L
2. Study Group on Business Income, Ope Cit., PPe 103-104 «



17

nes been sold. This eliminates from the asccounts all changes
in the value of assets, including securities and fixed assets,
until the change is realized by actual sale, Here again excep=
tions may be noted in connection with the cost or market rule
of valuing merchandise and gshort-term securities and with the

replacement cost treatment of toolse

The realization postulate has been justified on various
grounds. Some claim thet it is useful in reflecting the prac-
tical thinking of the businesaman,l others claim it is useful
in safeguarding income distributions by virtue of the more cer=
tain results it yields,2 gtill others support it on the basis
thét the alternative of recognizing unrealized income is too

complicated and too uncertain to be practicables

Prior to World War I the postulate was hardly acceptable.
Periodic valuation of assets and the consequent recording of
appreciations were common, and more markedly so in the United
States than in England.3 It is only recently, particularly over
the last few decades, that the postulate has gained its present
strong foothold.* The reason for this shift in emphasis from
periodic valuation %o the realization postulate, as a committee

of the Americen Institute of Accountants pointed out in 1932

1. Way, Business Income and Price Levels, Pe

[
2, F. Sewell Bray, Lhe Megsurement of Profit, (London;
oxford University Press: 1953)y De 4+

30 May ring%cigl Accounting, Pe 90
‘0 I'bi(i, Pe . -

F
.
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in a letter to the New-York Stock Exchange, is to be sought
in the growing complexity of business units and the increasing
importance of capital assets in such business units which ren-

dered the valuation approach impracticable.l

The Monetary Postulate.

Accounting is concerned with economic valuess It pre-
supposes that the most significant of such values is that of
exchange, and also that these values can be reduced to a common
denominator in terms of moneys This is sometimes regarded as
the one fundamental presupposition of accounting.2 The monetary
unit is used in the accounts as the symbol of expression, a
quality of stability being assumed in its value,3 or variously,

the fluctuations in its value being properly ignoredo4

It ies sometimes argued that this assumption of stabi-
1ity, often referred to as the monetary postulate, owes its wide
acceptance in accounting practice to the period preceding
World War I, when its application was claimed to have produced
materially signifiecant results. The events of World War I,
however, and its aftermaths in Europe - resulting as they did
in a severe inflation - the increasing acceptance of the phi-
losophy of managed currencies, and similar developments, have

all tended to undermine the hitherto unquestioned acceptance

T. NMay, Business Income and Price Levels, De De
2 Dewmg’ OP. OiE., PPe 5I3’ 5I’

2 orays Ofe gite B fmess Income®, Selected B ding
4. George Q. usiness Income", Selected Rea 8
1n-Account1ng’and Audit (New iorE: Frentice-Ha

ﬁc., 52 ] p. 32 .
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of the monetary poatulate.l Thie explanation is criticized

on the grounds that even prior to World War I, prices were
far from being stable, and the fluctuations were in certain
periods too sharp to pass the attention of any one. If, then,
the monetary postulse is to be justified at all, it is argued,
it can only be justified by iﬁs conformity with the concept

of income referred to in the following paragraph.2

The postulate of stability in the value of the monetary
unit has been defended on the ground that it is a necessary
assumption in business since business is carried out in money
termse It is further held in support of this postulate that
financial accounts are primarily no more than reports of ste-
wardship in which only the monetary cspital of the business
enterprise need be accounted for,3 and that end may be achieved
without regard to the fluctuastions besetting the value of the
monetary unit. This presupposes the adoption of a special
concept of income, namely that income is a purely money concept.‘
According to this view, then, to assume a quality of stability
in the velue of the monetary unit is admittedly a fietion,5
but fluctuations therein may properly be neglected on the assump-

tion that income arises equally from manufacturing or trading

T. Way, Financial Accounting, De 47e
2+ Study Group on Business Income, ﬁn. cits.y Pe 114,
3, May,"Business Income", Selected Readings in Accounting

and Auditin PPe 338-3
4. Study Group on Business I;eone, Ope Citey PPe 75=T6e
5. Ibid, Pe 46.
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operations as well as from changes in the value of the monetary
unit. To state the same view differently, the postulate is
held to be valid in so far as income determination is con-
cerned, where income is viewed as a purely money concept, and
any problems to which i1t may give rise in prectice are not to
be resolved in income calculations but rather by special @ o=

visionse.

The monetary postulate, more than any other postulate
in accounting, has been strongly attacked in recent years and
its validity most seriously questioned especially by econinmists,
if only for their disagreement with the concept of income it

embeds.

The Standards of Accounting Practice.

In the application of general accounting principles
a number of alternatives present themselves as possgible solu-
tions to a given problems The accountant would select the
course of asction which in his judgement is most appropriate
in the circumstances. In making his decision he is traditio-
nally prone to give weight to the course of action that would
produce the more conservative result, that is consistent with
the practices of previous periods, that permits of more objec-
tive ascertainment of the values established in the accounts,
and that is more practicable. Accountants are thus guided in
practice by four standards, namely conservatism, consistency,

ebjectivity, and practicability. In cases where two or more
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of these standards prove incompatible with one another, 1t
devolves upon the accountant to decide which of them should

be allowed to prevail.

By conservatism is understood a "disposition to resolve
doubts in the measurement of assets or profit on the side of
understatement."l A conservative attitude in accounting has
not been uncommonly exalted as being coterminous with prudent
policy.2 The emphasis on conservatism may be explained as a
carry-over from the view that the primary purpose of income
accounting is the determination of the amount that may be
withdrawn from the business by its proprietors without impai-
ring the capital of the business. Conservatism was also con=
gidered as a prime virtue in accounting when attention wes minly
centered around the Balance Sheet and the accounts were greatly
influenced by the requirements of the credit grantor.3 Now that
the emphasis has in large measure shifted from the Balance
Sheet to the Profit and Loss Statement, greater attention has
been directed to consistency without much detraction from the
time-honored sway of conservatism over accounting practice,
and some still cherish the opinion that "within reasonable
limits departures from strict consistency in the direetion

of conservatism are Justifiable".4

—— - ——

. Vay, Financiel Accounting, p. 20.
2, Farry Norris, Accountiné Theory (London: Sir Isaac
Pitman & Sons .y )’ Pe gg-
3+ May, Financial Account%g, p. 20.
4., May, Business Income and Price Levels, P. 67.
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Conservatiwe practices are apt to result in the unders-
tatement of the value of inventories and fixed assets, as certain
costs which may properly be capitalized, i.e., added to the value
of +he msset on the books, are charged against the revenue of
the period because their amountis are doubtful or beceuse the
extent to which they benefit future periods is uncertain. Tn
conservative practices, also, costs incurred in developing
future markets and future methods = e.ge expenditures on adver-
tising and research -~ are charged as expenses of the priod in
which the expenditure was made. In strict theory a large
part of such expenditures may be established in asset accounts
on the grounds that, like all assets, their benefit extends
over g number of accounting periods. Conservatism dictates,
as well, that income should not be rscorded except as and when
realized, for until then it remains uncertain.l In its latter
context conservatism serves to reinforce the realization pos~

tulate previously pointed out.

Consistency is the second standard that governs accoun=
ting practice., It implies uniform application of principles
as between successive accounting periods.2 This is not meant
to impart rigidity to accounting practice, as it is recognized

even by those who insist on consisténcy that accounting practice

1, Waurlice Woonlitz, "Ihe valuation of Business Capitel -
An Accounting Ana1{ is", E%% American Economic Review,
Vol. XLI (May, 195 3: Pe .

2. Brays QR Sitsy Pe 43
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tannot be divested of elements of flexibility that make it

adaptable to changing situations. Consistency, then, should
not be construed as anything more than an admonition to apply
uniform practices as between successive periods, and whenever
such uniformity is not adhered to, to disclose any departures

therefrom and their effects on the financisl statementa.l

Consistency is particularly significant if the compa=
rability of the reported results of operations as between diffe~
rent accounting periods is to be meintained. If conservatism
has been sugges$(ed as a desirable standard no less in balance
sheet reporting than in income reporting, consistency has been
suggested as desirable particularly in income reporting. The
inecreasing insistence on consistency is largely associlated witﬁ
the shift of emphasis in recent years from the Balance Sheet
to the Profit and Loss Statement. The universal emphagis on
consistency in auditors? reports in use in the United States
since 19%2 is notable. So is the invarieble insistence on
consistency in laws, court decisions, and recommendations of
accounting bodies affecting income determingtion and asset

valuation in both Great Britain and the United States.

Another standard is the standard of objectivity.
Accountants consider their responsibility to lie in disclo-
sing the facts of a business enterprise that correspond with

1. Way, Financial Accounting, P. 45.
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the monetary values with which they are concerned. This does
not depfive accountants of the right to use their judgement

but simply means that the rationale of the use of judgement

in accounting rests on its subservience to the objective of
disclosingrthe facts of a businesss The reliability of such
facts is tested by their freedom from subjective influences

and the extent to which they are supported by objective evi-
dence. The standard of objectivity, then, dictates that accoun-
tants should test the propriety of the results they obtain

by their correspondence with facts, and the reliability of the
latter.by the adeguacy of the objective evidence supporting them.

In selecting a course of action from a multitude of al-
ternatives, accountants also give an outweighing consideration
to practicability in its dual implication of applicability by
traditional accounting methods and worthwhileness in relation
to the costs of implementation. To meet the test of applica-
bility by traditional accounting methods; a course of action
should be capable of expression in money terms and also adap-
table to the double entry system of book-kecping. In assessing
the worthwhileness of a certain course of action, the accountant
should strike a balance between the cost of implementing it
and the benefit that is anticipated from its adoption. Accoun-
ting involves certain costs by way of salaries payable to the
accounting staff, rent applicable to space occupied by the accoun—

ting department, stationary and supplies, depreciation on accoun-
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ting and calculating machines, and the like. An accounting
system is worth applying only if the advantages expected there-

from outweigh the costs it entails.

The Cost Principle as a Corollary of the Postulates.

The Balance Sheet of a firm contains, among other things,
a supposedly full 1list of the assets possessed by the firm in
question at a given moment of time, including current, fixed
and tangible items. The fundamental presupposition of accoun-
ting pointed out in connection with the monetary postulate is
that all such assets can be reduced to a common denominator by

being valued in terms of money.

The current group comprises cash and assets that are
convertible into cash or its equivalent in the normal course
of operations and within a relatively short period of time,
usually not exceeding one year. This group embraces, besides
cash, money claims against other firms or individuals, mer-
chandise stock, and possibly various prepaid expenses when the
latter are not distinguished under a separate class. The fixed
assets group on the other hand comprises tangible assets that
are not intended for sale and are expected to be serviceable

for at least more than one accounting periode

The valuation placed in accounting on assets is of
paramount importance inincome determination. There can be
no dispute as to the value to be assigned to the balance of

cash on hand at the balance sheet date, since it represents
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the amount of ligquid money on hand, and money, according to
the monestary postulate, is itself the standard of value in
accounts. There can also be little dispute as to the value
to be assigned to money claims against others, especially if
they are of short duration, since the amounts of money recei-

vable thereon are greatly definitive and certain.

A cruciel problem of valuation, however, arises in
connection with the merchandise stock and fixed assets of a
firm, not only because their value is relatively large and
uncertain but also because merchandise is the one asset on
which the ma jor part of income is earned in the normal course
of operations and fixed assets have a great bearing on reported

results through the effect of periodic depreciation charges.

The central question that poses itself in connection
with the valuation of merchandise stock and fixed assets 1is
whether these should be established ih the accounts at cost
or at some other figure that might be deemed more representative
of their value. The contrast between cost and value is used
here in the sense that the former refers to the sacrifice in-
volved in acquiring an asset, whereas the latter refers to the
advantage that is expected toresult from the ownership of an
asset.l Both, cost in the sense of a sacrifice and value in the

1. James C. Bonbright, The Valuation Oof Propert
(1st., ed.; New York: McGraw- Book Company, Incs,
1937)’ YOl. I, Pe 19.
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sense of an expected advantage; 1lond themselves to different
interpretations in practice, but for the moment the broad dis-
tinction between the two is sufficient to bring into relief

the general connotations of the two terms and the fact that at any
time after the sacrifice is made for theAacquiaition of an

asset the money expression of this sacrifice might be at variance

with the money expression of the expected benefit,

The point to be remembered in considering the questién
of whether cost or value is relevant in the accounts is that,
if gssets are to be reported at a value different from originagl
costy the difference would necessarily reflect itself in a corres-
ponding effect on the net worth of the firm through the income
account. The gneral principle in accounting is that the varia-
tion between the value and cost of assets should not be allowed
to affeet the income of any period and all assets should thus
be reported at actual costs It may be noted that special me thods
have been devised in the accounting for fixed assets that make
possible the recognition of value on the books without affec-

1 This means that fixed assets

4ing the income of any period.
might be reported on books of account at values different from
cost, but it also means that as far as income accounting is

concerned the cost principle remains inviolates

The rationale of the cost principle governing the valua-

le Johnsony, Ope cite, PDe 341=355.
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tion of merchandise stock and fixed assets is to be soﬁght in
the postulates previously exposed. The postulates have been
diseussed in previous sections from the standpoint of their
general aspects and implications, but nothing has been mentioned
regarding their more pignificant bearing on the cost principle,
which forms the subject matter of this section.

The cost principle is largely based upon, and not unna-
turally associsted with the reglization postulate, as can be
inferred from such phrases as " the realizgtion postulate and
the related cost principle".l According to the realizestion pos-
tulate, income should not be recorded unless it is realized, and
reglization is assumed to teke place when a transaction of sale
igs consummsted. It follows that 1if income of any kind on mer-
chandise and fixed assets is to be disregarded until it is
reglized « as the postulate dictates = nothing dbut cost should
be entered on the books of accounte To enter a higher figure
i1s tentamount to recognizing as egrned an income that is not

reglized by a transaction of sale.

From the postulate of permanences in which the eontinued
existence of the firm is assumed, 1% follows that the liquida-
tion of the assets that are necessary for the normal conduet
of business is neither contemplated nor in prospect.2 Henece

any attempt to reflect the realization or realizable value of

T, S5%udy Oroup Oy Dusiness lncome, OPe Ciles Pe 200
2e Ibide. Pe 70.
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merchandise stock and fixed assets that are considered necessary
for the conduct of business is rendered irrelevant. The aseump=
tion of continued existence also lends support to the view that,
ginee fixed assets are not intended for sale then the expendi-
ture made on their acquisition may* properly be regarded as of

the same nature as deferred cosiss According to this view,

asset ;ccounta gshould not describe tangible material things but
simply express in money terme stored-up benefits accruing to
succeeding periodse. Such benefits, to be sure, may be related
to, and appraised by reference to, physical things like material
and plant, but this does not mean that the Balance Sheet figure
for these benefits is likely to correspond closely with the cu-
rrent values of thé physieal things themselves. "The common
confusions = found both in and out of the accountancy profession =
about the relationship of the cost and the market velue of assetsy
are thus dissolved along with the physical notion of the Balance
Sheet tignrel'.l TIn brief, this afgument may be summarized in
that merchandise and fixed assets should be viewed as deferred
costs, and since deferred costs are generally reported at the
amounts aetuaily spent for the penefit of future periods, then
merchandise and fixed assetis should be acéorded g similar treat-
ment and reported at coste Clearly the argument loses its plau=-
gpibllity the moment the propriety of handling deferred costs et

the smounts actually spent is questionedes

T. Worriss Ops Oiltey Pe 1Be
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According to the monetary postulate, the changes in
the value of the monetary unit are properly neglected, or the
value of the monetary unit is assumed to be stable. This leads
to the conclusion that in ae much as changes in the value of
assets are occasioned by changes in the purchasing power of
money, there can be no difference between cost and value if the
stability is assumed in the value of the monetary unite In
other words, if changes in the purchasing power of money are
neglected, nothing but cost can be relevant where the difference

between cost and value is solely due to such changese.

In summary of this section it may be stated that appre-
cigtion in the value of merchandise stock and fixed assets is
not to be recorded if it is going to affect the income of any
period. This rule stems from the three accounting postulates.
According to the realization postulate an appreciation in the
value of assets cannot be considered as earned income S0 long
as the asset in question remains on hand. According to the
postulate of pcrmanence the realization of all assets necessary
for the conduot of business is not contempla ted, hence any
attempt to take account of the realization or realigzable value
is irrelevante According to the monetary postulate, the value
of the monetary unit is assumed to be stable, hence no diffe-
rence between cost and value can arise from changes in the value
of the monetary unit. The same reasoning holds where a decline,
instead of an sppreciation occurs in the value of merchandise

stock or fixed assets.
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No reference has so far been made to the valuation of
intangible assets. This question is too complex to be consi-
dered here at length from all its aspects, suffice it to state
that the cost principle is held to be equally relevant here too.
This means that, in general, intangible assets should not be
recorded on the books of account unless they are paid for and in
no case should they be recorded at anything above the costs in-
curred in their acquisition or in their development.

The Cost Primciple as Bolstered By The Standards Of Accounting
Practice. ;

The cost principle has been further advocated on account
of its conformity with the standards of accounting practice.
Besides being practicable, its application would more often than
not yield more conservative, consistent, and objectivs reesnlts

than is obtainable by alternative rules of valuation.

In periods of rising prices the cost prineciple is applied
to merchandise stock obviously produces a conservative income
figure, as the amount that is deducted from the cost of goods
sold for meréhandise stock @s apt to be lower if the cost rather
than the market value of merchandise is used. In periods of
falling prices no such conservative reporting of results is
gsecured unless the cost principle is supplemented by the rule
of cost or market whichever is lower, which forms the subject

natter of the next sections

Although there is no obvious relationship between the
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cost principle and the standard of consistency - as the latter
is simply an admonition to stick to the same principle from
period to period and not necessarily to the cost principle -
yet the definitiveness of the cost principle might facilitate

compliance with this admonition.

The strongest argument advanced in support of the cost
principle, however, is its conformity with the two standards
of objectivity and practicability, particularly the former.

It is often stated that "one of the chief merits of actual
cost as a basis of valuation, especially when this cost offers
itself as an alternative to hypothetical cost of reproduction,
lies in its supposed ease of ascertainment and in its high

degree of objectivity“.l

The affinity between the cost princi=
ple and the standards of objectivity and practicability has
been recognized by the leading professional accounting orga-
nizations, including the American Institute of Accountants,

the American Accounting Association, and the Institute of
Chartered Accountants in England and Wales.2 Tt has been
asserted also time and again by eminent authors on the subject,
inecluding Gebrge May in his Financial Accounting.3 Thomas He.
Sanders in an article entitled "Inflation and Accounting'4 and

many otherse.

1. Bonbright, ope. Ccit., P. l4l.
2. May, Business Income gnd Price Levels, p. 25.

3. De 107°

4. Harvard Business Review, Vol. XXX (1952), pe 51.
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In a report to the Committee on Stock List of the New
York Stock Exchange, dated September 22, 1932, the Committee
on Cooperation with Stock Exchange of the Amercican Institute
of Accountants said on the subject:-

" ITn an earlier age, when capital assets were
inconsiderable and business units in general
smgller and less complex than they are today,

it was possible to value assets with compara-
tive ease and accuracy and to measure the pro-
gress made from year to year by annual valuations.
With the growing mechanization of industry, and
with corporate organizations becoming constantly
larger, more completely integrated and more
complex, this has become increasingly impracti-
cable ... The task of appraisal would be too
vast, and the variations in appraisal from

year to year due to changes in price levels

or changes in the mental attitude of the
appraisers would in many cases be so great

as to reduce all other elements in computa-
tions of the results of operations to relative
ingignificance." 1

The Principle of Cost or Market Whichever is Lower.

According to the Cost Principle, merchandise stock

at the balance sheet date should be recorded at cost. 1In prac-
tice, this general principle is consistently observed except
where market value is lower than cost, in which case the former
ie considered as the more relevants By market value is some-
times meant the replacement cost 2 of the merchandise stoeck,
but more often a value derived from the current selling price
of the stock. In the latter context, merket walue is cons-

trued at times as referring to the gross realizable value or

1. Nay, Fin ciI‘%ccountigg PPe 13=144
2e R.S: Elwfgﬁs, "The Ra onale of Cost Accounting",
Studies In Cost (London: Sweet & Maxwell, Ltd.,
’P‘l.
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net realizable velue after deduction of direct selling costa,l

and gt other times as referring to the current realizable value
reduced by the amount of gross profit at the average rate.2 The
choice between cost or market may be made in respect of indivi-
dual items comprising the stock, in respect of classea of items,
or in respect of the stock taken as a whole.3 The principle
is not only applied in valuing the merchandise stock of a tra-
ding firm but also in valuing other kinds of inventories, inclu-
ding raw materisls, goods in process, and finished goods for
a manufacturing firm, as well as in valuipg short-term seeurity
investmentss

The principle of cost or market whichever is lower has
been supported on varying grounds by accountantse. It has been
represented as an indispensable rule for the valuation of in-
ventory in periods of falling prices if conservative results
are to be secured in the accounts. Approximating this view is
the contention that it serves to produce conservative accoun=
ting results by providing for unrealized losses without reco=
gnizing unrealized gainse 4 According to this view, then, the
Cogst-or-market principle is regarded as an exception to both

the realization postulate and the general cost principle.

T. Report of the Committee on Cooperatlion with
Stock Exchange of the American Institute of
Accountants to the Committee on Stock List of
the New York Stock Exchange, 1932 (May, Financial

" ﬁccount;gg, p;t75). 267

e NOTTrisy OPe C PPe (e
3e Report’o?2¥he Uoémittee on Cooperation ...y loc. cit.
4. Johnson, ope cit., Pe 499.
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The prineiple of cost or market whichever is lower has
been more forcefully defended . on the ground that it does not
invalidate the general cost principle, but simply attaches a
special meaning to the term "eost"™. According to this argument
the principle under scrutiny, like the cost prineiple, requires
that merchandise stock should be valued at cost, bu? provides
further that only "useful™ costs should be carried forward from
one period to another.l Costs can be considered as "useful™
only if, according to one view, they are recoverable in a
future period, or only if, according to another view, they ena-
ble the earning of the average gross profit in a future period,
In the former case cost is taken as equivalent to gross or net
realizable value, and in the latter caseas equivalent to reali-
zable value reduced by the gross profit at the average rate.
According to the useful-cost argument, costs are considered as
lost and should not be accorded a place on the balance sheet
to the extent that they cannot be recovered or do not permit

of earning the normal rate of gross profit.

An alternative argument in favour of the cost-or-market
| 2

principle is advanced by Harry Norris in his Accounting Theory.
Norris eontends that the prineiple in question can be in accord
with the cost prineiple if the physical notion of merchandise

stoek is discardede In his own words,

T. Study Group On Business Income, OPs Ciltes Ps 20
2s PPe T0=T73
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"Mhe situation is that though totals carried
forward may have to be computed by reference
to details of different quantities of different
physical things on hand, the totals so derived
are only abastract aspects of the business posi-
tion; they do not attach to the stock itself in
detail. It follows from this view that costs
of acquisition of goods are, in their accounting
aspect, a homogeneous flow of monetary outgoings,
and that the stock figure to be eliminated in
ascertaining the net cost figure fa deduction
from sales revenue, must be a2 cost figure however
much the me thod of its caleul Tion may seem to
indicate that it is something else.™
This confirms the view that merchandise stock should be
invariably valued at cost, but obviously does not explain why
market value may at times have any bearing on the valuation of
stoeke Norris explains this by giving the case of a retailler
of ladies' sowns whose trade is greatly affected by changing
fashions. Then he goes on to make the generalization that
"the situation is the same in most classes of undertaking",
and is not peeuliar to the fashion goods business. In buying
a seagson's gowns, Norris contends, the retailer is well aware
that =ome of them will not cover their cost although he cannot
tell at the time which particular ones these are. The retailer
must, then, expect te make en the successful gewns eneugh prefit
te cever the less en the unsuccessful gewns and leave eneugh
to keep him in business. Accordingly, the retailer concerns
himself only with cost aggregates and revenue aggregates, and
the accountant must "reflect the situation by recognizing that

costs do not attach to individual items of purchases."

Thie led Norris to the conclusion that "the only basis
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on which accounting for profits can proceed is to consider

part of the cost of the less successful gowns as an eddition

to the cost of the more successful ones."™ The calculation of
the part that should be added is governed by the market value of
the unsuccessful goods. Market value may be construed as refe-
rring to realizable value on the theory that such goods have
resulted from an unforturate transaction, and are thus akin to
scrap, on which no question of earning a profit can arise., It
may alternatively be construed as referring to realizable value
reduced by the gross profit at the average rate, on the theory
that in respect of merchandise stock the following year should
not suffer from an unfortunate transaction made in a preceding
year. The following year should thus be charged with a value
that will ensble the earning of the average gross profit possi-

ble in that year-l

The foregoing argument seems to be substantially wvalid
in so far as the case of the ladies'gowns business goes, and may
be equally tenable in the case of similar businesses handling
seasonal goods. However, the validity of applying the generali-
zation to most classes of undertaking is questionable. The pre-
sumption in the argument is that goods are acquired to be sold
in the came period and that the stock on hand at the end of the
year consists only of slow-moving, inferior, or defective

items. This presumption runs contrary to the conception of

T. Worris, Accounting Theory, DPPe 106=(1e
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a firm as a contimous stream of activities. It is also not

| always in accord with facts, as the year-end inventory might
represent the minimum quantity that should be carried in stock

at any time for normal operations, or it might include a guantity
gstored for speculative or other purposes. The argument does not
explain why the lower market value is relevant in the latter

cases where the goods in stock are free from any inherent or
apparent defect and where the fact that market value is lower
might be solely dde to changes in demand and/or supply conditionse.



CHAPTER III

THE MECHANICS OF MEASURING INCOME IN ACCOUNTING

The Cash and Accrual Methods of Accounting.

Two methods are availeble in accounting for the deter-
mination of the income of a period, namely the cash method and
the accrual methode In its narrow sense, the cash method of
accounting regards the net income of a business far a given
accounting period as the excess of the cash regeipts over the
cash disbursements of that period, barring such purely financial
transactions as cash payments made in discherging a debt or ex-
terding a loan and cash receipts on collecting or receiving a
loan, as well as proprietory cash withdrawals and investments.
Under this method, a cash disbursement is the only test of an
expense and a cash collection is the only test of an income, 80
that expenses are recognized only and wholly in the period of
expenditure and revenues are recognized only and wholly in the
period of receipt, irrespective of whether such disbursements
and receipts bear any relation to the operations of past or

future periodse

Obviously, strict application of the cash me thod of
accounting results in a distorted net income figure, as it fails
to take cognizance of expenses and revenues that do not affect
the cash account of the periods In practice, this method is
modified in the interest of avoiding too great a misstatement

39
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of the income figure by taking account of inventories, credit

sales and purchases, and depreciation on fixed assets.l

The alternative or asccruasl method of accounting regards
net income as the excess of the revenue, earned over the costs
incurred during an accounting period, which may not necessaridy
correspond with actual cash receipts and payments. Revenues
received in cash and expenses paid in cash are allocated to the
different periods to which they apply, so that only a portion
thereof may figure up in determining the net income of the period
in question. In addition, account is taken of expenses ap plying
fo the current period which have been pa;d in the past or which
are due for payment in the future, and a}so of revenues applying
to the current period which have been received in the past or
which are due for collection in the future. The cash method
of accounting - notwithstanding the merit of simplicity claimed
in its favour = is rather limited in application because of the
admittedly inaccurate results it yields. The accrual method,
on the other hand, stands out as the one predominent method that
commands universal favour, except in certain limited spheres
where the cash method is sometimes deemed more useful, as in
the accounting for installment saless In this paper, the accrual
method will be assumed hereafter as the one that is répresenta-
tive of general accounting practice and as the one that is in

strict accord with accounting theorys

T. Arnold Johnson, Intermediste Account;%g (Wew York:
Rinehard & Company, Ce ¢ 53)s PPe 9-490.
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Income as Accretion to Iet iorth Versus Income as BExcess of
Revenues Cver Lostse.

The net income earned by a business over a given accoun-
ting period may be determined by comparing between the state of
that business at two specific dates. The net income is taken as
equal to the excess of the net worth of the business at the end
over that at the beginning of the period, adjusted for changes
in net worth arising during the period from additional invest-

ments and withdrawals of funds by proprietors.

Underlying double-entry bookkeeping is the principle
of parallelism between the assets of a business on the one hand,
and the claims to such assets by their contributors on the othery
all expressed in money terms. Assets my be contributed. by
the business owners as well as by creditors, and net worth 1is
no more than the money expression of the proprietors' claims to
the assets of a firm. The foregoing approach to the computation
of net income rests on the fact that the net income earned during
an accounting period, if not disbursed to proprietors, results
in an increased proprietors" claim, iees, in a higher net worthe
This approach to the computation of net income is sometimes
designated as the gingle-entry mathod,1 probably because it is
the only method for agscertaining net income where the double-

entry system of book-keeping is not in usej

The Alternativefpproach o the computation of net income

T. Harry lorris, Account}gﬁgTheo {Tondon: Sir 1saac

Pitman and Sons, oy 19 9y Do e
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is one of matching costs with revenues. The net income'of a
business is taken as equal to the excess of total revenues

earned over total costs incurred during a given accounting periode

From what has been stated, it would seem that the alter-
native approaches just indicated are basically in agreement,
constituting merely alternative methods of calculation rather
than distinct concepts of income. Actually, this 'ould be the
position, and the two alternatives would yield the same figures
for net worth and hence the same figures for net income, if
the same principles of valuation are maintained in the one case
as in the other. That this is not usually the case, however,

has been asserted by more than one authore

The idea of income as accretion to net worth, it is
emphasized, tends to throw "a different complexion on things",
and its adoption "would inevitably produce different pigures®.>
Bhe idea has been presented as fundamentally incompatible with
the realization test of income that lies at the roots of the
cost principle and that can be associated only with the idea
of income determination as a process of matching costs with
revenues.2 In using the idea of accretion %o net worth one
is likely to be influenced by the view that assets are physical

units to be valued at Balance Sheet dates rather than cost ba-

10 Mc‘ Cit. 3
2, 3tudy Group on Business Income, Changing Concepts
of Business Income (New York: The Eacmi%lan ompany s

1352), ppe 27=28.
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lances to be carried forward,l as the use of the other idea
suggestss It is on the basis of such divergent outlooks asso-
ciated with the two approaches, and the consequent divergent
results, that one is justified in regarding these approaches
as basically two distinct concepts of income and not merely

a8 alternagtive me thods of calculations

The concept of income as accretion to net worth had bheen
in use in the past in both England and the United States, but
it has giadually given way to the concept of income as surplus
of revenues over costs until it has been almost completely dis-
carded.2 It is now an establisﬁed fact that "as things are the
concept of profit as a money residue between-cost inputs and
revenue outputs arising from the performance of business ope=

rations is at the very heart of current accounting practice".3

O0f course, even when net income 1is conceived as repre-
senting the excess of revenues over costs, the increase in net
worth would still be the same as the net income, but this corres-
pondence would cease to be significant oncethe difference in
outlooks associated with the two approaches is dissolved. This

correspondance would simply boil down to a truism that follows

1l ﬁi&’ pciﬁc

2. George lay, Business Income and Price Levels, an

Accounting Sgu%i (July 1949), pe Bl. See also
Torris, © sy Pe Do

5¢ P. Sewell Bray, The leasurement of Profit (Londont
Oxford University Fress, 1953), De 2+
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from the very double-entry principle of keeping the books of

account,

THE KATCHING PROCLSS.

Sales Revenues.

The determination of periodic net income for a firm
has been described in the preceding section as bel ng essentially
a process of comparing total revenues earned with total costs
incurred during the period under review. In practice there is
little difficulty or disagreement about the ascertainment of
revenues. It is mainly in connection with the allocation of

costs that a major problem arises.l

The process of matching costs with revenues may best
be described by reference to the structure of a typical Profit
and Loss Statement, sometimes known as Income Statement, that
is usually prepared at the end of each accounting period to
present in an orderly and significant manner a summary of the
results of a period's operations. The primary source of revenue
for any business firm is the sale of goods or services, and
+hat is ordinarily reported on the Profit and Loss Statement
as an opening figure under the caption of "Sales" or "Gross
operating Revenues". The term "Net Sales" is often used to de-
note that gross sales have been reduced by the value of goods

returmed, allowances granted, and sometimes cash discounts

T. Way, Business Income and Price Levels, Pe De
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allowed.t

Tt will be remembered from what has been stated in
connection with the Realization Postulate, that the sales
revenue as conceived in accounting is the value received du-
ring the period in cash or in the form of legally enfor cible
claims against others, expressed in terms of money, in respect
of merchandise delivered to customers. The implication is that
only realized revenue can be recognized, and the test of reali-
zation is thetransfer of title, which is commonly assumed %0

occur with the actual delivery of the merchandise.

————— v — o —————— 0 o——————

The sales revenue is followed on the Profit and Loss
Statment by a list of the costs incurred during the periocd.
Two classes of costs-are generally distinguished, product costs
and period costs. Costs that are closely related to the pro-
duction of specific revenues are known as product costs, and
are properly brought into account in the period in which the
related revenues are recognized. The revenues referred to here
are mainly those derived from sales. On the other hand, the
cogts that 6annot be asscciated with specific revenues realized
but are chargeable against the revenue of a period as a whole
are known as period costs. Generally, product costs include

all costs of manufacturing, while period costs embrace the cosis

T, Harry G. Guthmann, Analysis Of Financial Statem nte
(4thled.i New York: Prentice-Hall, INCe, 3
ppe 197-1984
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of general administration, marketing and dstribution, and

finance.t The foregoing classification is commonly used in
connection with manufacturing concerns. Applied to trading
firms, it boils down to a distinction between cost of goods

sold and operating expenses.

Tt should be borne in mind at this jumcture that the
clagsification of costs into product and period costs and into
cost of gecods sold and operating expenses is not the only one
used; other bases of classification are often suggested; None-—
theless the classification noted here is the one that is inva-

riably employed in the conventional Frofit and Loss Statemente

Once the cost of goods sold is determined, it 1s deduc-
ted onh thé Profit and Loss Statement from Sales Revenue, and
the difference is described as Gross Operating Profit or Gross
Trading Profit. The cost of goods sold is obtained by deducting
from the total cost of the goods available for sale during the
period that part which applies to the goods remaining in stock
at the end of the period under scrutiny. MNore specifically, it
is arrived at by subtracting the cost of merchandise inventory
at the end from the sum of the cost of opening inventory and
the cost of purchases for the current period. The latter two
elements are taken from their respective accounts on the books,

and theilr ascertainment creates practiéally no problem, It is

T Wational Association of Uost Accountants, "The
Uses and Classifications of Costs", Studies in
Costi.ng (]ggndon‘ Sweet and Mmell’ EEH., Ig;i"
PP -l ™
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the value to be deducted for goods remaining in stock at the

end of the period that is substantially dependent on the dis-
cretion of the accountant, that has great influence on the

final reported net income figure, and that has been for all that

the subject of strenuous debatees

There is a general agreement among orthodox éccountaata
regarding the general principle of valuing merchandise inventa y
at cost. Inventory valuation, in other words, is generally g0-
verned by the Cost Principle. A conflict would arise, however,
when it comes to a consideration of what is to be taken as correct
coste The controversy revolves around the gquestion whether FIFO
or LIFO costing should be followed, and also around the question
whether it is proper to include in the cost of finished goods

inventory for a magnufacturing firm anything for oncoste

It is generally argued that, sinse the inventory of
goods represents a cost that pertains to the following period,
the net income figure of the current period should not be affec-
ted by the value assigned to this inventorye The ideal rule is
to carry forward to the next period the excess of the total
costs actually incurred over those which would have been in-
curred if the guantities purchased, added to the opening inven=
tory balance, were just sufficient to cover the sales of the

period without leaving any stock on hand.l In that context

1. Norris, Ope Cltey Po 68e
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inventory cost can mean only one thing - that is actual cost =
and the inventory figure would be correct only if it corres-
ponds with the one charged to the purchases account in respect
of the goods remaining in stock, so that the same amount can

be eliminated from both the purchases records and the inventory

records without changing the net income figure.l

The foregoing reasoning leads to the exclusive gdoption
of the policy of valuing inventories at actual invoice cost.
The impracticability of this procedure, however, is too obvious
to be denied, particularly, as recognized by the American Ins-
titute of Accountants,2 where similar goods are purchased at
different times and at different prices, in which case the iden-
tity of goods is lost between the time it is acquired and the
time it is disposed of. For this reason, a practicable assump-
tion regarding the flow of goods out of the business is deeme d
necessary, and Lifo, Fifo, and other costing methods suggest
themselves as working rules. It is maintained by certain writers
that even where it is practicable to identify the units in inven-
tory with specific invoices, valuation on the basis of identity '
is not always advisable. This 1s because acceptance of suoh a
valuation rule would facilitate the manipulation of net income
by diacr;minate selection of the units to be delivered on sales.
This danger is precluded by the adoption of conventional methods

1. Ibid, pp. 50-50+
2. hccounting Research Bulletin N° 29 (Study Group on
Business Income, Ope Cite, Pe 4le
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like Lifo or Fifo.>

The first in, first out method (Fifo) is based on the
assumption that the goods sold during the period are the goods
first acquired, with the result that the inventory on hand is
valued at the latest cost incurreds The last in, first out
method (Lifo) on the other hand is based on the assumption that
the goods sold are those last acquired, or at least, without
reference to the physical flow of gecods, that the latest costs
should be charged out first. The effect is thus to state in-

ventories in terms of earliest costa.2

The first in, first out me thod is advocated on the pre-
mise that it is a reasonable assumption in respect of the phy-
sical flow of goods out of the business. Besides, the results
it produces are satisfactory in periods of relatively constant
prices. Its shortcoming, however, is felt in periods of changing
price levelsse In a period of rising prices, with the same number
of units in stock at the end as at the beginning of the period,
the net income figure obtained by using the first in, first out
method would include the excess in value of the ending inventary
over that of the initial inventory. To that extent net income

would not correspond with the increase in assets conceived in

T. George Nay, Fir 1 Accounti A Distillation
of perience Iﬁew %orE: The ﬂicmfIlan Company ,

5 Pe
2 Wilbert Ee Karrenbroek and Harry Simons, Intermediate
Accounting (Ohio: South-Western Publishing Company,
s De 148,
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real terms, although it would correspond with .the increase in

the monetary value of assets. To the extent that the net income
figure includes the excess in value of ending inventory over ini-
tial inventory which is solely due to the rise in prices, net
income does not reflect the amount that can be disbursed to pro-
prietors if the business is to maintain intact from period to
period the size of its assets, conceived in real terms rather
than in monetary terms. Similarly in a period of falling prices,
with the same number of units in stock at the end as at the be-
ginning of the period, the net income figure obtained by applying
the first in, first out me thod would fall short of reflecting the
increase in assets, conceived ih real terms, by the difference
between the value of ending inventory and that of the opening
inventory. Although the inadequacy of the first in, first out
method is equally remarkable in periods of falling prices as in
periods of rising prices, yet it is mainly on the basis of the
greatly unconservative results produced by this method when pri-

ces are rising that it is condemned by certain accountants.

The last in, first out method has been devised to coun-
ter the defects of the first in, first out method. The former
method, by charging out the most recent costs first, comes closer
to matching current costs with current revenues and consequently
gives a more accurate picture of the income earned during the
period than is the case with the first in, first out method. By
the last in, first out method ending inventory is stated in terms
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of earliest cost, which would be the same as the cost at which
initial inventory is stated to the extent that the number of
units in stock remains unchanged over the period. This works
toward isolating from net income the effect of the change in
the replacement cost of goods, and consequently toward bringing
the reported net income figure more into line with disposable
income.l

From what has been stated it may be gathered that the
use of Lifo is particularly significant in periods of rising
prices. In periods of constant prices, it would yield subs-
tantially the same results as would Fifo, while in periods of
falling prices it would yield a higher net income figure than
would Fifo, in which case the latter might be preferred on con-
giderstions of conservatism. This does not mean that frequent
shifts from one method to another are urged or even tolerated
in accounting. There is in accounting as in law the insistence
that once a method is chosen it should be followed consistently
from period to period.

It is often asserted that Lifo is specially suitable for
businesses and industries in which the investment in inventories
is relatively large, and in cases where the spread between the
acquisition prices of the goods or raw meterials and the selling

prices of the goods or finished products is relatively constantoz

T Keith J. Buttera, "Management Considerations on Lifo",
Harvard Business Review, Vol. XXVII (May, 1949), Ps 328

2e IEII. Pe ™
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I+ is also claimed to be more useful to firms with slow turnover
than to firms with high turnover.l The chief criticism levelled
against Lifo is that it is not in accord with facts, as it does
not reflect the normal flow of goods out of the business, and
hence the cost charged against revenue by this method cannot be
considered as actuale. It is also criticized on the ground that

it results in an obsolete balance sheet figure for invantory.2

It should be pointed out that Fifo and Lifo are not the
only methods used in accounting for costing inventories, as there
are several other methods in application. The discussion has
been limited here to the former two methods because of the con-
trasting results they produce and because the remaining methods
are in a way either variations of these methods or compromises
between theme The base-stock method, for instance, may be re~
garded as a variation of Lifo, while the moving average method
may be regarded as a compromise between Lifo and Fifo and is

applicable only where perpetual inventory records are kepts

It would be in order at this point to recapitulate the
theme of the preceding paragraphs. The value assigned to an
inventory of goods at the end of an accounting period has been

1. Samuel J. Broad, "Recent Lfforts to Increase Signi—
ficance of the Figure of Net Income," Selected Readings

in Accounting and Auditing (New York: Prentice- "
TI-IC., 952), Po—3‘2 °

2, Bdmand Whittaker, "Realism and Cost Accounting,"
Studies in Costing, pe 18l.
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shown to be one of the chief determinants of the cost of goods
sold, and hence of the net income of the period. The general
rule is to value inventories at cost, and in strict theory that
means actual cost. The impracticability of ascertaining actual
costs has necessitated the adoption of a useful assumption re-
garding the flow of goods, which has taken form in different
methods of costing varying from Fifo to Lifo. The choice bet-
ween different methods of costing is the first major problem
connected with inventory veluation, which is faced by trading
firms in respect of their merchandise stocks, as well as by
manufacturing concerns in respect of their raw maverial, work
in process, and finished goods inventories. There remains to
be mentioned that the conception of cost in inventory valuation
is generally modified to fit in with the principle of cost or
market whichever is lower. The trend in practice, however, is
toward recognizing in cost of goods sold only the cost of ending
inventory and showing the difference between cost and market,
where the latter is lower, as a special charge to the income

ot the period.’

The second major problem connected with inventory va-
luation is one peculiar to the determination of income for a
manufacturing concern. The problem centers around the question

whether it is proper to include in the cost of finished goods

lomfhm, gﬁ:ﬁt.’ PP 265_2630
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and work in process inventories anything for oncost - variously
termed in cost accounting as overhead, burden, oI manufacturing

gxpensess

According to the traditional gnd common view, three
cost elements enter into the production of goods - direct mate-
rial, direct labour, and manufacturing expensese. The amount of
direct material and direct labour applicable to units produced
is, by definition, easily ascertainable. It is in connection
with the allocation of manufacturing expenses to units produced
that & problem arises. Wanufacturing expenses, as used in accoun-
ting, comprise fixed and semi-variable charges and prbbably va-
riable charges that cannot be easily allocated to units produced.
* The conventibnal procedure would allocate guch manufacturing
expenses to units produced on a predetermined basis, and would
show inventories of finished goods and work in process at a cost
thet includes, besides direct labour end material charges, a

pro rata share of the manufascturing expenses of the period.

The traditional procedure just outlined has been challen-
ged on the ground that since a great part of manufacturing expen-
ases consists of costs that would be incurred irrespective of the
volume of production, then guch expenses apply to the period as
a whole and no part thereof can be carried farward with inven-
torye This alternative view is the one sometimes identified as

the concept of direct costing.1 iIn support of this view, it is

T Gordon Snillinglaw, "Guides to Internal Profit
Jeasurement", Harvard Business Review, Vole. XXXV
(HB.I‘Ch-API'ilg Igg'? , 3 DPe
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claimed that an inventory represents a cost that pertains to

a future period, and in that context the value assigned to
inventory should not be allowed to affect the net income of

the current period. If manufacturing expenses are apportioned
between units sold and units remaining on hand, as the tradi=
tional procedure dictates, the firm would increase its reported
net income by the mere manufacture of more goods, for then a
greater portion of these expenses, or at least of those fixed,
would be carried forward with inventory, and a smaller portion
charged against the revenue of the period.l The conclusion is
that all inventories of finished goods and work in process should
not be valued at anything above their variable costs of produc-

tione

Net Operating Profit.

The Gross Operating Profit is followed on the Profit
and Loss Statement by a list of Operating Expenses, commonly
classified into Selling Expenses and General Expenses. The
total of Operating Expenses is deducted from Gross Operating
Profit, and the residue is described as Net Operating Profite.

The Selling Expenses group embraces all the charges
jncurred relative to the activities of marketing and distribu-
tion carried out by a firm, including freight and commissions
on sales, advertising, depreciation on store and delivery equip-

ment, and all other kinds of store and delivery expenses, The

I. Norris, op. cite, PpPe 13-14,
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General Expenses groﬁp on the other hand comprises all the ex-
penses incurred relative to the administrative and other func-
tions of the firm, including management and office salaries,
rent or depreciation on building, depending on whether the

building occupied is rented or owned, and other similar expenses.

In strict theory, an advertising expense ought to be
gpread in proportion to goods sold from the time the relative
advertisement appears to the time the last sale is made by the
aid of that advertisement. Thé uncertainty of the amounts that
should be carried forward as applicable to future periods, however,
has given force to the general practice of charging off the whole
of an advertising expense in the period in which the relative
expenditure is made.l Other operating expenses that can be related
to the operations of specific periods are allocated to such pe-
riods, so that on any Profit an Loss Statement the operating ex-
penses listed would represent the amounts applicable to the period
covered irrespective of whether these were prepaid in a past pe=-
riod or are due for payment in a future period. There is little
difficulty in ascertaining the expense applicable to a given
period on inventoriable items like store or office supplies, and
in ascertaining the amounts applicable to a given period for char=
ges varying with time, like rent and salaries. It is mainly in
connection with the depreciation of fixed assets that a contro-

versial question arises.

1. Norris, ops Citey De B3e
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The problem of depreciation has greater significance
to g manufacturing concern than to a trading firm because of
the larger stake the former generally has in depreciable fixed
assets. From the standpoint of a manufacturing concern, depre-
ciation on factory building, if owned, plant and equipment, and
tools constitutes one of the important elements in manufactu-
ring costs, and thence in the determination of Gross Operating
Profit. Consequently, it would have been more appropriate to
consider the question in connection with Gross Operating Profit,
but it has been conveniently left to this section because depre-
ciation charges figure as well among the operating expenses of

both manufacturing and trading concernss

The general position in accounting in regard to depre-
ciation is based on the view that a fixed asset may be regarded
as a store of future usefulness that is constantly being deple~
ted,l and the cost of such asset may be regarded as a prepaid
expense that should be amortized over its estimated useful 1ife.2
In other words, the cost of an asset is viewed for depreciation
purposes as a price paid for anticipated services, and gh ould be
amortized és these services expires, The rationale for the ex-

clusive use of cost as a base of depreciation is to be sought

in the Cost Principle previously exposeds

le Ibid' PPe 54-55.
2, Bugene Grant, "Fundamental Aspects of the Deprecia=-
tion Problem - Relationship to Competitive Industry,"

Studies in Costing, pe 29%.
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Pixed assets are "subject to wear and tear by use, and
to deterioration by mere lapse of time," so that their life is
a function of both of these factors.l The implication is that
assets deteriorate even if left unused, but they deteriorate
faster if used. There are methods devised in accounting that
deal with the use factor glone and others .that deal with the time
factor alone, and only in rare cases any attemp?t is made to com-

bine the two factors in a single fbrmula.2

In determining the periodic depreciation charge the
accountant takes into consideration three factors, the original
cost of the a%set, its residual value, and its estimated 1life
expressed in years, in operating hours, or in terms of its ex-
pected total output. The difference between the original cost
of an asset and its residual value is referred to as the depre-—

ciable valuee

The procedure that takes congizance of the use factor
is either based on output or on operating time. According to
one me thod, the total output expected from a machine over its
1ife is estimated, and the periodic depreciation charge 1is calecu=-
lated by dividing the depreciable value of the machine by total
expected output and multiplying the quotient by the number of
units actually produced during the period. According to an

alternative method, the total operating hours of a machine over

Lle Horris, ODe Cit!’ Pe 3?0
2+ Loce cits,
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its seviceable life are estimated, and the periodic deprecia-
tion charge is calculated by dividing the depreciable value

by estimated total operating hours and multiplying the guotient
by the number of hours actually worked by the machine during
the perioda

The more common methods of depreciation are the ones
based on the time factor. Various methods of this kind have
been devised in practice, including the straight-line method,
the diminishing balsnce me thod, the sinking fund method, the
annuity method, and several otherse The simplest and most common
method is the straight-line method, whereby the periodic depre-
ciation charge is determined by dividing the depreciable value
of the asset by the number of years in its estimated life. By
the so-called diminishing balance method a fixed rate is applied
against the diminishing book value of the asset, resulting in a
smaller depreciation charge from period to period. The chief
merit clazimed for this method is that, since maintenance charges
increase as the asset gets older, then a diminishing depreciation
charge tends to stabilize the total charge to revenue from period
to period; According to the Sinking Fund lethod, depreciation
is charged by the increase in an actual or hypothetical sinking
find. The sinking fund - whether hypothetical or actual = would
increase by equal installments invested every period, and by the
interest earned on the balance of the investment. This method

produces a higher depreciation charge every period, and has little
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to commend it specially where no actual sinking fund is built
upe Lastly, the annuity method assumes that the cost of a fixed
asset is an investment that yields income. Depreciation is
charged every period by a constant amount,interest income is
credited at an assumed rate applied against the unamortized cost
of the asset, and the difference is credited as amortization of
cost for the period. The primary m rit claimed for this method

is that it separates "matters of finance from matters of trading."l

Net Income.

““Phe Net Operating Profit is followed on the Frofit and
Loss Statement by recurrent but incidental revenues and expenses.
Revenues include, among other things, interest earned, dividends
received, and possibly cash discounts i1f these are not deducted
.from purchases in the Cost of Sales sections Expenses include,
among other things, interést incurred and possibly cash discounts
if these are not deducted from Sales Revenue. Net Operating Pro-
£it is adjusted by the balance between the total of such nonope-
rating revenues and the total of such nonoperating expenses, and
the result, in the absence of any unusual charges or credits, is

designated as Net Income of the periode

According to one theory, unusual charges, which are at
onge incidental and non-recurrent, such as a fire loss, a gain

or loss on the sale of fixed assets or securities, an adjustment

1. Ibid, PPe D4=55.
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to the accounts of previous years, and the like are excluded
from income determinations by being entered directly into the
Surplus Accounte According to the so-called “clearusurplua"l
or "all—inclusive"2 concept of income, all such charges should
be included in the net income of the period in which they occur

or in which they are discovered.

T. Guthmann, Ops Citey Pe 00U
2. Nay, Business Income and Price Levels, Ps 374




CHAPTER IV

INCCHNE IN ECCNOKICS

General Definition.

There is practically no single definition of income to
which all economists subscribes Verying definitions have been
put forward by different economists teking different standpoints.l
There seems t0 be, however, a substantial degree of agreement
among economists on the general idea that income represents an
excess of revenues over costs, conceived in relation to a capital

investment on which it is earned.

The general economic idea of income is most adeguately
expressed by J.R. Hicks as follows:

nthe purpose of income calculations in practical
affairs is to give pgople an indication of the
amount which they can consume without impoveri-
_shing themselves. Following out this idea, it
would seem that we ought to define a man's income
as the maximum value which he can consume during
a week, and still expect to be as well off at the
end of the week as he was at the beginning. Thus
when a person saves, he plans to Dbe better off in
the future; when he lives beyond his income, he
plans to be worse off,"2

This conception of income has won great favour among

T §ce citations 1n Irving Fisher, The Nature of
Capital and Income (New York: The Vacmillan Come-
pany, 1923)y DDPe 345-356. Also citations in Study

Group on Business Income, Changing Conce ts of
Business Income (New York: The Macmillan Company,
PDPe -
2. J.R.Hicks, Value and Capital (2nd ed.; Tondon: Ox-
ford University FPress, sy DPe 1726
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economists. It has been adopted by many of them,l and has
often been referred to by non-economists as being adequately
representative of the general economic position in regard to

income.2

We would thus feel justified in taking this defini-
tion for the purpose of this paper as a point of departure for

a discussion of business income as conceived in economics.

The Determination and Allocation of Ultimate Total Income.

The total income earned by the owners of a business
firm over its entire life may be computed by substracting the
total amounts invested by the owners in the business throughout
its life from the sum total of the amounts received by them
during the life of the business and on liquidation.3 The income
figure so calculated is sometimes referred to as ultimate total
income.4 Provided that the firm has a very short duration, and

barring all price-=level changes, this method of measuring busi-

1. 1t has been adopted, for instance, Dy Sydney S.
Alexander in a monograph he prepared for the Study
Group on Business Income in 1947 (Study Group on
Business Income, gf‘ cit., pp. 8=9). Also by Albert
Le Meyers in his Elements of Modern Economics (Jrd
ed.; New York: Prentice-Hall, 1NCey 1953)y Pe 23

2. See, for instance, Sewell Bray, The Measurement of
Profit (London: Oxford University Press, 1953),

P« 35« See also George lay, "Business Incomej Selected
Readings in Accounting and Auditing (New York: Prentice-
Hall, %nc., 1952), DPe 336 See also Thomas Sanders,
"Inflation and Accounting", Harverd Business Review,
n°3, Vol., XXX(1952), p. 52. s oy

5« Maurice lioonitz, "The Valuation of Business Capital”,
Americaen Economic Review, May, 1951, pp. 158=159,

4. John B. Canning, The Lconomics of Accountancy (New
York: The Ronald Press Company, 1929), PPe §*-97-
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ness income, it is claimed, may be regarded as the only one that

can be free of error.l

When the business has a long duration,
this approach to the computation of income is rendered inappro-
pPriate, the more so if the business is Planned to have an inde-
finite life. For, in the first place, where the firm has g
long or indefinite life it would be unreasonable to wait until
final ligquidation before the income of that firm can be deter-
mined. In the second Place, income accrues over time and is
not all realized on liquidation as this method of calculation
might suggest. In the third place, when the period covered is
relatively long, certain changes, particularly in the price
level, might set in and obscure the picture of income conveyed
by the method of calculation in question. This method of com-
puting income, therefore, must ordinarily be modified to refer
to specific accounting periods of reasonsble length and to take

account of the effects of price level fluctuations.

It will be appropriate, to start with, to ignore the
bearing of price changes on the determination of income, and
to assume that ultimate total income is determinable before-
hand with absolute certainty. Following out the idea of ul-
timate total income, one may say that the income of a given
accounting period is simply a portion of the totgl income to
be earned over the life span of the fim, allocated to the

period under scrutiny. Given the total income to be earned

1. Waurice Woonitz, op. cit., DP. 156-150,
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by the owners of a firm over its entire life, two methods of
allocation to individual accounting periods are available,
namely linear allocation and exponential alloeation.l By
linear allocation the ultimate total income is apportioned equa-
1ly over the various accounting periods. This is a convenient
and simple way of allocafion but by no means the one that is
generally acceptable in theory. Business income is earned in
relation to capital invested. ILinear allocation does not reflect
this relationship as does the alternative method of exponential
allocation. By the latter method, ultimate total income is dis-
tributed over the various accounting periods in the life of a
firm in such a way that a constant ratio is maintained between
the profit of smy period and the capital investment as of the
end of the previous period. This ratio is called the rate of
profit. It is also considered to be the rate of growth of
capital,? in the sense that it is the rate at which the capital
investment of a firm increases over an accounting period pro-
vided no disbursements are made to owners. The value of an
investment increases every period by the allocated income and
diminishes by the amounts disbursed to owners. Evidently it
follows that, if no disbursements are made during a period of
time to owners, the value of an investment at the end would be

greater than the value of the investment at the beginning of

1. Kenneth E, Boulding, Economic %galﬁsia (Revised
edition; New York: ﬁarper and Brothers Publishers,
1948), p. 786,

2. Ibid, p. 789,
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the period by the income of that period. This leads to the
conclusion that the income of a period can be determined by
comparing between the value of an investment at the end with
that at the beginning of the period, and the problem of income
determination becomes one of valuing an investment at two di-

fferent dates.

The Capitalization Approach.

The preceding section has made clear that, ignoring
the effect of price level changes on income calculations and
assuming ultimate total income to be determinable with certainty,
two methods of computing periodic income present themselves., Pe-
riodic income may be computed by applying the exponential rate
of profit against the initial investment of the period. Alter-
natively, it may be computed by comparing between the vslue of
an investment at the beginning with that at the end of the reriod.
The result in both cases is necessarily the same, because the
exponential rate of profit is at one and the same time the rate
of growth of cepital. If however, the two assumptions are re-
linquished, that is, the moment we recognize that the prospect
of ultiﬁate total income might have to be revised in any ‘period,
the exponentisl rate of profit ceases to be appropriate for
reflecting the growth of capital, and a difference emerges bet-
ween income as pre-conceived and income as actually realized,
i.e.y between what may be termed ex ante and ex post income.

Further consideration will be given to ex ante and ex post income
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later in this section.

The capital invested in an enterprise has a value to
its owners only if it is expected to yield income in the future,
and the greater the income expected the ¢;reater the value of
the related capital to its owners. "The fundamental principle
which applies here is that the value of capital at any instant

is derived from the value of the future incomel which that ca-
pital is expected to yield.“2 The value of future income at a

given date is the "present worth" of that income at that date.
The process of finding the mesent worth of future income is
commonly referred to as a process of "discounting" or "capita-

lizing" future income.

Under the cepitalization approach to the vsl uation of
capital at a given date, assets acquire a value equal to the
discounted value of future receipts forthcoming from customers,
and debts acquire a value equal to the discounted value of fu-
ture disbursements to outsiders. The difference between the
two aggregates is the capitd value of the enterprise as of a
given date.’ The capital value of the enterprise can be found
in this way both as at the beginning and as at the close of an

accounting period, and the excess of the latter over the former

1. By income here Fisher evidently means "realized
income", i.e., net receipts of future periods.
For fuller explanation of Fisher's idea of realized
income,see below p.

2e Fiﬂher, 22_._ 01t., Pe 188.

3« Moonitz, Op. cit., ppe 158-159,
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would be taken as the income of the period.

Thus far two methods have been suggested for the valua-
tion of an investment at-a given date, the first is one of com-
pounding the initial investment of owners and the other is one
of discounting future net receipts. A question may now be rai-
sed as to whether the two are compatible. If the rate at which
the initial investment is compounded is the same gs the rate at
which future receipts are discounted, the same value for capital
at the beginning and at the end of a period, and hence the same
income figure, would be obtained in the one case as in the other.
This is necessarily so because, according to the principle of ex~
ponential allocation of ultimate total income, the amounts which
will be received in future periods and on liquidation are eqgual
to the value of the capital invested at a given date plus income
thereons The value of capital invested at a given date, then,
should be capable of measurement by eliminating the element of
income from all future receipts, and this is what is actually

accomplished in discounting future receipts at a rate of profit.

Another guestion poses itself in regard to the relation
between the increasse in the capitel value of an enterprise on
the one hand and the excess of receipts over disbursements during
any period on the other. It is clear from what has been stated
before that the value of capital at a given instant is a func-

tion of future income and is not affected by the events of the
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current period except in so far as these bear on future expec-
tations. Consequently, a difference between the two is not to

be regarded as of unusual occurence as far as any particular
period is concerned. . The possible existance of such discrepancy
between the excess of receipts over payments and income for any
period brings into relief a distinction drawn by Irving PFisher
between what he calls realized income and what he calls earned
income. According to Fisher realized income is equsl to the net
receipts of a given period, while earned income, is realized in-
come plus such appreciation or minus such depreciation of capital
as 1s not caused by, or accounted for in, reglized income. Earned
income is that which capital can yield without alteration in

its value.l

It is possible for future expectations of receipts and
disbursements to be revised in any given period. An increase
in capital velue resulting from a favourable revision of future
expectations is treated as a capital gain of the period in
which the revision occurs. Similarly a decrease in capital value
resulting from an unfavourable revision of future expectations
is treated as a capital loss. Capital gains and capital losses
are to be distinguished from capital appreciation or deprecia-
tion. The latter are not caused by changed expectations. They
are rather occasioned by the fact that, while net receipts might
not be evenly distributed over the different accounting periods

le fisher, ODe Cit.' PPe 231"'36| 333.
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in the life of an enterprise, income is made uniform by the use

of a single rate of growth or discount.

There is left for consideration in this connection the
propriety of using the exponential rate & profit in determi-
ning the capital value of an enterprise., This rate of profit

l'in the sense that it is

can be described as an "internal rate"
determined by relating magnitudes particular to a firm. Appli-
cation of this rate results in stating the value of en enter-
prise in terms of the funds originally invested by the owners.
If earned income, as conceived by Fisher, is disbursed to owners
every period, the result of using the exponential rgte of profit
in calculations is a constant value for capital expressed in
terms of the funds invested by the owners. This is not always
compatible with the fundamental principle that "the velue of
capital at aﬁy ingtant is derived from the value of the future

income which that capital is expected to yield."2

For applica=-
tion of such rate of profit would attach the same value to a
money investment yielding a certain amount per period and an
equal money investment yielding twice as much per period. The
first money investment should ordinarily be assigned half the
value of the second, and this can be achieved only if the income
gtream flowing from each money investment is valued on a common

external base. That common base is generally found in the market

1. Boulding, Op. Cit., P. 192+
2. cf. supra, P67
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rate of interest. The rate of interest that is relevant here
covers two things "(1) The rate of interest based on time pre-
ference and (2) a payment for the risk involved"> in a parti-
cular business. Such rate is a better guide to the capital
value of a business because its use produces a value that
yields an equivalent income in other opportunities of employ-—
ment of capital, allowing of course for the difference in the
risk involved.

Hicks defines income as the maximum vglue which one
can consume during a period of time, and still expect to be as
well off at the end as he was at the beginning of the period.
He conslders three senses in which this conception of income
may be construed, the difference between them centering around
the interpretation to be given to the phrase "as well off." He
refers to these three interpretations as approximations to the
central concept, as none of them can infallibly reflect all its
implications.

The first approximation is based on the assumption of
a stable price level and a constant rate of interest, i.e., on
the same assumption adopted heretofore in this section. Under
these conditions, income would be the maximum amount which one
can spend during a period of time while maintaining intact the
capital value of prospective receipts in money terms.2 Applied

to the case of a business enterprise, income would be the maxi=-

1, Weyers, Op. Olite, Ds 212+
2e Hicks,.gh ciE,,,p. 173,
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mum amount that can be disbursed in dividends to owners, which
leaves the same value for capital at the end as at the beginning,
expressed in terms of money. In the absence of anycapital

gains or losses, this equates income with interest on the ini-
tial capital of a period, as will be pointed out below. The
firm would be as well off at the end as at the beginning in the
sense that 1ts earning capacity is not impaired, i.e., it can
8till expect to earn the same agmount of income per period as

in the past.

In the second approxima tion, account is taken of expec-
ted changes in the rate of interest at which an investment is
valuedes If the rate of interest expected to rule in one future
period is not the same as the rate of interest expected to rule
in another future period, then a definition of income based upon
constancy of money capital ceases to be satisfactory. Under such
circumstances, income may be more appropriately defined as the
maximum amount that an individual can spend during a given pe-
riod, and still expect to be able to spend the same amount in
each subseqguent period.l This does not change anything in the
capitalization principle; it simply means that the net receipts
of different future periods might be discounted at different
rates of interest. Income will be calculated by applying the
rate ruling in a particular period against the capital velue of

"1, 1bid, pe 174.
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the business at the beginning of the period., Since the rate

used in determining income is allowed to vary from period to

period, then the capital value of the business should also be
made to vary if the same income is to be earned every period,
that is, i1f the firm is to be as well off in one period as in
another,

The third approximation to the central concept of
income introduces the possibility of an expected change in
prices in certain future periods. Where the price level is
vulnerable to changes, income should be defined gs the méxi—
mum amount of money which an individual can spend during a gi-
ven period, and still expect to be capable of spending the same
amount in real terms in each subsequent period.l Applied to a
business firm income should be defined as the maximum gmount
of money which it can disburse to owners during a given period
and still expect to be capable of disbursing the same amount
in real terms in each subsequent period. The difficulty in
applying this approximation, Hicks recognizes, lies in deci-
ding about the index number of prices that can be considered

as relevant.

The principal point in this third approximation to the
central concept of income is to exclude variations in prices

from the calculation of capital values. "One of the best ways

1. ilbid, PP 1’;-,6.
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theoretically conceivable would be to take the actual capital
goods existing at the end of the period, and to value them
at the prices which any similar goods would have had at the
beginning; any accumulation of capital which survives this

test will be an accumulation in real terma."l

Even if the difficulty of selecting the proper index
number is resolved, Hicks magintains, the third approximation
falls short of being a perfect definition in cases involving
durable consumption goods. "Income is not the maximum amount
the individual cen spend while expecting to be as well off as
before at the end of the week; it is the maximum amount he can

consume."2

If part of the expenditure of a period is made on
durable consumption goods, that will tend to mske expenditure
exceed consumption, and if part of consumption consists in using
up durable goods acquired in past periods, that will tend to
make consumption exceed expenditure. The possible existence of
such discrepancy between expenditure and consumption is apt to
add to the complexity of income determination. It may be noted
here that Hicks discusses the subject of income from the stand-
point of an individual, in which case it would be essential to
distinguish between consumption and expenditure. From the stand-
point of a firm, income would simply be the amount that it can

disburse to its owners while expecting to be as well off at the

1. Ibid’ p‘ 13-6.
2. Ibid, p. 176.
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end as at the beginning of a period. Consequently, this gues-
tion of durable consumption goods does not arise in conne ction
with business income. The problem of durable capital goods and
depreciation thereon is resolved in assessing the value of the
enterprise at two different dates preliminary to the determi-

nation of income,

Hicks, then, goes on to distinguish between ex ante
income and ex post income.t All the difinitions of income hi-
therto noted are ex ante d{finitions in the sense that they
deal with income as pre-conceived at the beginning of a period.
If expectations are not exactly realized, the value of a prospect
- i.e., the capital value of an enterprise - at the end of the
period will be greater or less than expected. The difference
between the capital value of a business at the end as expected
and as it actually comes out to be is a capital gain or loss,
or as Hicks labels it, windfall profit or loss. Ex post income
is obtained by adding windfall gains to ex ante income or by
subtracting windfall losses from ex ante income. The concept
of ex post income, Hicks asserts, does not lend itself to ex-
tensive use in economic theory.

;g; R%EE calculations of capital accumulation

BCRserTs VAOF BT & MReful Mdesurisg = med 4

economic progress; but they are of no use to

theoretical economists, who are trying to find

out how the economic system works, because they
have no significance for conduct. ... it can

le Ibid’ PPe lmo
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have no relevance to present decisions. The

income which is relevant to conduct must al-

ways exclude windfall geins..."l

The statement that ex post income has no relevance %o
conduct must be gualified to take cognizance of the influence
that past income may have on the prospect of income.

" The prospect of profits and the fact of

profits are, or course, related; no amount

of optimism that might lead to a hope for

profits can continue year after year if the

profits do not actually materialize; and,

conversely, the existence of profits at the

moment does stimulate the hope for profits

in the future. ..."2

It is in order now to recapitulate the gist of the
preceding discussion. Income has been shown to be egual to
the increase in the capital value of an enterprise between
two given dates, and the magnitude of income for any period
is thus made to depend on the valuation placed on the enter-
prise at the beginning and at the end of an accounting periode
The value of an enterprise at a given instant is the present
worth of a future stream of income. On the assumption that
future income is predictable with accuracy, the capital value
of an enterprise depends on the rate at which future income
is discounted. The rate of profit obtained for exponential
allocation purposes is not always an adeguate guide to value,

and the current rate of interest is employed instead in dis-

1. md’ Pe l’g.

2, Clare B. Griffin, Enterprise in a Free Societ
(Chicago: Richard f.—ﬁ%,—lnc., 1949) pp. 129-130,
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counting future expectations. If no changes in the interest
rate or in prices are expected, and if income is wholly dis-
bursed to owners every period, the outcome of applying the
capitalization concept of income, barring the existence of
any capital gains or losses, is obviously a constant value for
capital expressed in money terms throughout the life of the
firm. Income would also be constant from period to period,
and would be equivalent to interest at a fixed rate on a cons-
tant capital valuee This is in accord with Fisher's definition
of earned income as he says,

" If interest be assumed invariable and all

future income foreknown, this definition
(that of earned income] is equivalent to

another, viz. the uniform and perpetual in-
come which a given capital mié&f‘?i@iﬁf.!l
It also reflects the idea of Hicks as he states,

" ... the calculation of income consists in
finding some sort of standard stream of va-
lues whose present capltalized value eguals
the present value of the stream of receipts
which is actually in prospect. It is a stan-
dard stream in that it maintains some sort of
constancy, as against the actual expected
stream of receipts, which may fluctuate in

any manner whatsoever."?

on/
In the absence of capital gains % losses, or what may
be termed windfall gains or losses, ex ante income would be
identical with ex post income. Capital gains or losses create

a discrepancy between ex ante income and ex post income and

1.113!131‘ OPe Clt, p'%o
Qe Hicka,’gif'cif.,’p. 184.



78

disturb the uniformity of the latter as between various periods.

Income as Excess of Revenues QOver Costs.

The income earned by a business enterprise over a
given accounting period has been shown in the previous section
to be egqual to the increase in the capital value of the enter-
prise over the period. This increase would be equal to the
excess of the revenues over the Qosts of the period if the
meaning of "revenue" is extended to include virtual receipts
and 1if the meaning of "costs" is extended to include virtual
expenses. This calls for adding to the expenses of the period
the value of the property possessed by the business at the be-
ginning of the period, and adding to the revenues of the period
the value of the property of the business at the end of the pe-
riods That is, in calculating the income for a given period,
one must think of the business as if it "bought" from itself
all things it possessed at the beginning of the period and add
these to the actual cash payments made in the purchase of inputs
to arrive at the total of "virtual" expenses. Similarly, one
must think of the business as if it "sold" to itself all the
things it possessed at the end of a period and add these to the
cash received from the sale of outputs to arrive at the total of
virtual receipts. The income of the period would then be the

difference between total receipts and total expenses so conceived.l

1. Boulding, op. cit., DPpe 424-425+
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The income figure so calculated is always equal to the one pro-
duced by comparing the capital value of an enterprise at the end
with that at the beginning of the period. This is necessarily
so because, as has been shown in the previous section, the in-
crease in capital value is equal to the difference between re-
ceipts and disbursements plus capital appreciation or minus
capital depreciation. It follows that the receipts and disbur-
gements of the period figure out in the determination of income
equally in both approaches. The adjustment for capital appre-
cistion or depreciation added in the first approach is also
accounted for in the second approach by being added to, or sub-
tracted from, revenue with the value of property possessed by

the business at the end of the period.

gince income in economics can be calculated by comparing
between the revenues and the costs of a given period, both broad-
ly conceived, it will be worthwhile to ingquire into the charac-
ter and composition of these two groups of variables. Revenues,
it is agreed, comprise receipts from the sale of outputs and the
value of property on hand at the end of the period. The value
of the property on hand at the close of the period is determined
with reference to the future stream of income which it promises.
More specifically the value of any item of property is the dis-
counted value of the future stream of income which it is expected
to produce. This valuation rule applies with equal force %o all
kinds of property, including merchandise inventorien. On the
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other hand, the list of deductible costs include, among other
things, wages, payments for services of all kinds received

during the period, taxes, and deprecistion on durable items of
property. Further consideration will be given here to the gues-
tion of depreciation in view of its important effect on the income
of any period, and also in view of the fact that it canstitutes
one of the issues around which dispute rages between accounting

and economicse

Two concepts of depreciation may be distinguished in
economics. According to one, the depreciation charge is con=
ceived as equal to the opportunity cost of the durable property,
that is, the value of the most profitable alternative use fore-
gone by putting the property to its present use. The obvious
alternative to using a piece of property over an accountihg period
is selling it at the beginning of the period.l Upon this view,
the opportunity cost of a durable piece of property, and hence
the depreciation charge, may be measured by the fall in its value
during the period. The second concept views depreciation as re-
presenting "the exhaustion of a year's worth of limited valua-
ble lii’e.“2 The depreciation charge so conceived is measured on
the basis of the replacement value of the property. According

to this second concept,

I. Dean, Joel, Managerial Lconomics (New York: Frentice-
Hall, Inc., 19 Pe 17
2. Ibid, pe. 17e
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"depreciation <. implies that the income in
any one year must carry a burden in the form
of an accumulating fund which, at the end of
the life of the building, or the machine, or
the pole, should, if properly computed, be
adequate in amount to defray the cost of the
new building, buy a new machine, or set a new
pole. It must be an adeqguate fund. It must
be adegquate not only to replace the identical
building or machine or pole, but adequate to
replace the old fixed property with property
equal in efficiency to the most modern equip-
ment used by any of the competitors of the
business. 1In no other way can the earning
capacity of the fixed property be maintained;
in no other way can the goin§ concern value of
the business be safeguarded!?

A question may now arise as to the compatability of
these two concepts of depreciation with the central concept
of income exposed before. The closest approximation to fhe
central concept of income has been found to be one that de=
fines income as the maximum amount of money that a firm can
disburse to owners during a period of time while expecting to
be capable of disbursing the same sum in real terms in each
subsequent period. This calls for maintaining intact the
earning capacity of the firm in real termse. Replacement-value
depreciation, broadly interpreted %o fit the purpose of the
economist ,evidently subserves this central concept in that it
_aims at providing for the replacement of existing durable pro-
perty not in identical units but in units with the same earning

capacity. It should be noted, however, that replacement-value

T ATthur Stone Dewing, The Financial Policy Of
Corporations, (5th edej New Yorks The Ronald
Press aompany, 1953),Vols I,.Pe 548+«
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depreciation does not suggest any particular method of calcula-
ting periodic depreciation dharges; it simply suggests a value
upon which depreciation is %o be based. In deciding upon the
method of calculation to be used, one has %0 fall back on the
central concept of inqome itself. Since the value of a pilece
of property at any given date is equal to the cegp itel ized value
of the future stream of income to which 1t gives rise, then it
seems logical to take the depreczation charge of a given period
as equal to the fall in the capital ized value of the durable
property over the period. The result obtained in this way may
or may not be identical with opportunity-cost depreciation, de-
pending on whether or not the market velue of property is reflec-

tive of the valuation a firm places on its durable property.

Pure Profit.

The income that flows into a business in eny given period
is usually analyzed by economists into three ingredients, namely
imputed wages of management, imputed interest on capital, and
pure profits. By wages of management is meant the value of ser—
vices performed by the owners of a business; it is the income
that owners could earn if employed elesewhere. 1t is the oOppoTr=
tunity cost of management. Imputed interest on capital is meant
to reflect the interest that the funds invested by the owners of
s business could command if lent out to ?thers. It is the oppor=-
tunity cost of capital. In figuring out the interest %o be ime

puted, the economist must resolve the problem of what interest



85

rate is to be taken as relevant. By deducting imputed wages

of management and imputed interest on capital one arrives at
what economists label as neconomic profits™ or "pure profita".l
In calculating pure profits, then, economists deduct from total
virtual revenues the total of virtual expenses that include

imputed wages of management and imputed interest on capitale.

It is universally recognized in economics that in a
free enterprise economy competition tends to eliminate pure
frofit. In the actual world, however, & pure profit element,
positive or negative, is almost always present.2 VYarious theo-

ries have been advanced to explain the origin of pure profitse

The concept of pure profit is useful for various mana-
gerial purposes, but does not furnish a guide to consumptione.
It helps to reveal the profitability of cep ital and management
in their present employment as against alternative employmen tse
It provides a basis for comparing the results of two or more
business firms. EKnowledge of the origin of pure profit furnishes
a rational ground for settling claims that factors of production
Amight meke against such pure profite It also serves to guide
action toward protecting and improving the earning power of the

firm.3 The different theories that have been advanced to explain

T Richard W. AL% and Williem C. Bradford, Business
Economics, Erinciples and Cases (Illinois: Richard
5. Ir"ﬁ’ IHCO' 9 2 Pe 8.

2, Frank He Knight, Risk, Uncertainty and Profit (Boston:
Houghton Miflin Company, 1921), ppe 16-19.

3+ Alt and Bradford, Op. cite, PPe 10-12.
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the origin of pure profits are important in so far as they
subserve all thése, and probably other, managerial purposes.

But they have no bearing on the determination of income conceived
as a gulde to consumption., Income according to the central concept,
is the maximum amount that can be consumed wi thout impairing the
earning capacity of the firme That maximum naturally includes
not only pure profits but also interest on capital and imputed
wages of management., Accordingly, a detailed discussion of the
different theories of profit is considered beyond the scope of
this paper and only a brief reference to the most outstanding of
them will be undertaken.

According to some, pure profits should be considered as
a reward for risk bearing. A distinction is sometimes drawn
between measurable risk and unmeasurable risk. The term risk
is used to denote a measurable probability, and the term uncer-
tainty to denote specifically an unmeasurable probability. Frank
Knight, the initiator of this distinction, asserts that it is
uncertainty in the latter context and not risk that forms the

basis of a profit theory.l

It follows from this view that the rate
~at which interest on capital is imputed should allow for the risk
involved, so that the residuum left out after deducting interest

on capital can be attributed to uncertainty.

A second theory would ascribe economic profits to the

I. Knight, op. cit., Pe 20.
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existence of some element of monopoly resulting from a factor
possessed by the firm. This element may take the form of an
advantageous location, patent rights, franchises, cartel agree=-
ments, or simply product differention.l In a word, profits are
viewed as resulting from imperfect competition. Akin to this
view is the one that explains profits in terms of friction and
disequilibrium and the failure of the economy to adjust itself

readily to change.2

A third theory, commonly known as the innovation theory
of profits, would tie pure profits to dynamic development and
would conceive of pure profits as partaking of the nature of
wages paid to entrepreneurs putting into practice a new idesa.

"Generically, this new idea is either a method

to produce an existing product at less cost,

to expand its sales at existing prices, or to

make g new product that will sell at higher
Prices."3

A word may be in order at this point in respect of the
relation between economic profits and windfalls. ToO the extent
that economic profits can be foreseen, they would result in a
higher capital value of the firm., The rise in capital value of
an enterprise would be considered as windfall gain of the period
in which the anticipated economic profits are recognized. In

subsequent periods no economic profits can be recognized as

1. AIt and Bradford, gg; cits, pPe 15.
2 Dean, Ope Citey Pe 8«
3¢ Ibid, De 6o
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such if interest is imputed on capital value as of the beginning
of each period. That is, if economic profits are foreseen with
certainty and their value cgpitalized, they would be included

in imputed interest on capital value in subsequent periods.

The existence of economic profits as such in any one period is
conceivable only if interest is imputed on the amount of funds

invested by the owners of a business and not on cgpital value.



CHAPTER V

ACCOUNTING VERSUS ECONOKIC CONCEPTS OF INCOME

The Conflict Summarized.

It is often asserted that an outstanding & fference
between the accounting concept and the economic concept of
income arises because of the accountant's failure to take
cognizance of imputed interest on capital and imputed wages
of management where the business is mansged by its owners,

It should be made clear in this connection that this diffe-
rence arises only when comparing income as conceived by accoun-

tants with pure profit as conceived by economists, but not

when comparing income as determined by both accountants and
economists. That is,the difference is terminological and not
conceptuales The ensuing discussion will be confined to the
fundamental conceptual differences between the two theories

undey considerations

Income is conceived in accounting as the excess of

~ revenues realized over costs incurred during a period of time.
This excess is equal to the increase in nef worth over the
period. Income is conceived in econemics as represepting the
maximum amount that a firm can disburse to its owners during a
period of time and still expect to disburse the same amount in
real terms in each subsequent preriod., This maximum gmount is -

equal to the excess of revenues over costs as conceived in

87



88

economics, and also to the growth in the capital ved ue of the
enterprise over the period. Ultimate total income is & term
used to denote the difference between total amounts received

by business owners during the life and on liguidation of a busie
ness on the one hand and total amounts invested by business

owners on the other.

In calculating ultimate total income for a firm both,
accountants and economists, and up with the same results if
the price level and the interest rate remain constant in the
meantime. Ultimate total income under the latter conditions
stands the accounting test of income in that it is the result
of matching costs actually incurred with revenues realized.
It also stands the economic test of igcome in that it is the mg~
ximum amount that can be consumed vi thout impairing the earning
capacity of owners'capital in terms of real income, With the
same interest rate and the same price level in effect at the
inception as at dissolution of the enterprise, business owners
would be, in economic terms, as well off .at the former date as
at the latter if they simply possess the same amount of cash
at the two datds. This is what is actually achieved by appli-
cation of the concept of ultimate total income - viz. safe-

guarding the money capital of business owners.

In accounting the concept of ultimate total income
stands valid irrespective of the length of the life period of



89

the firm. It is gctually the closest approxime tion to the
central concept of income in accounting. Business is regarded
in accounting as a continuous stream of acti{itiea, end the
allocgtion of income to individual accounting periods is admi-
ttedly only artificial and conventional.1 In economics the
concept of ultimate total income ceagses to be valid once the
life period of the firm becomes long enough for prices and the
rate of interest to change. For then the same amount of cash
in the hands of business owners would no more be an indication
that they are as well off in terms of resl income at one date

as gt another.

The statement may then be risked that as far as the
concept of ultimate total income is concerned accounting and
economics are in agreement provided, in the first place, the
price level remains stable gnd, in the second place, the inte-
rest rate remains unchanged. A divergence between the results
of the two concepts is bound to spring out as soon as the life
period of the firm becomes long enough to warrant or make de-
sirable the allocation of income to specific accounting periods,
even where the mice level and the interest rate remain constant.
The divergence is not in ultimate total income per se, but in
the income gllocated to individual accounting periods. The

gource of this divergence is the economist's disagreement with

L. cfe. D.I13
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the accountaht's cost principle and its underlying realization
postulate. According to the realization postulate of accoun-
ting no income can be fecognized on assets until such income

ijs reslized by a transaction of sale evidenced by the receipt

of cash or a legally enforceable claim against othera.1 Hence,
all assets remaining on hand at the end of en accounting period
can only be stated at coste. The economist adopts a different
position. He conceives of income as a stream of values related
to a capital investment and varying with time., Income as con=-
ceived in economics does not all arise in the period of sale

but rather represents a temporal.growth in the capital value

of the enterprise. The capital value is determined with refe-
rence to future receipts and disbursements, in which case his-
torical cost has no relevance. With such divergent conceptions
of income, accounting and economics are bound to yield different
results for individual accounting periods, even under assumption

of a stable price level and a constant interest rate.

When the assumption of stable prices is relinquished,
the difference between the accounting and economic concepts is
apt to be particularly pronounced, The economist unsweivingly
aims at maintaining intact the real capital of the firm - broa-
dly interpreted as cotermiﬁoua with earning capacity in terms
of real income. In periods of stable prices, the same real ine-

come is earned every period if the same money income is earned.

T. cfey; Pe 13
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Assuming the interest rate to be constant, the same money

income can be earned if the money capital of the firm is main-
tained intacte In periods of changing price levels, the same
real income cannot be earned from the same money investments
Consequently, account should be taken in income calculations

of changing prices in a manner that will leave the real earning
capacity of the firm unimpaired. A question poses itself at this
juncture as to the appropriate index number of prices to take

in measuring real capital. J.ReHicks admits,l as many others
have done, that there is no completely satisfactory answer to
this gquestion. No attempt will be made here to deal with this
guestion, and for the purpose of this paper some gsort of a retail-
price index for consumers' goods will be assumed as relevant,
which will be conveniently, though vaguely, referred to hereafter
as consumer-price index. In support of such assumption one may
argue that, since income is usually defined from the standpoint
of its recipients, then its value in real terms should be judged
with a view to the disposition which its recipients will meke

of it. Income is generally viewed as an amount available far
consumption. Therefore, its value should be judged iq terms

of the purchasing power it commands over consumption goods.

Maintaining intact the earning capacity of a firm in

real terms does not necessarily mean maintaining intact the

1. JeR.Hicks, Value and Capital, (end edition;
Iondon: Oxfor ngversIey %E;as, 1950), Pe 175+
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physical capital of the firm. In periods of rising prices, the
firm might have to expand its physical capital to maintain ite
earning capacity in terms of real income from period to period,
or it might conceivably be in a position to contract its phy-
sical capital without impairing its earning capacity in real
termse.

Consideration of this question should start with the
adoption of certain simplifying assumptions. In the first
place technological changes in production will be ignored.

" in improvement in gquality[of machinery]can decrease

the capital cost of producing current output ...

Quality changes can take place in a great va-

riety of ways. An obvious one is through in-

creasing the capacity of a machine without

increasing its price. ... But factors of this

type are extraordinarily difficult to measure.

It is difficult to find much discussion or

measurement of quality improvements."l
In the second place, price changes will be assumed to have no
repercussions on the rate of interest. In the third place, it
will be assumed that the firm operates under conditions of per-
fect competition, that is, the volume of production will have no
effect on the price of inputs, and the firm is capable at any
time of selling at the ruling prices as much goods as it can
produce or handle. The latter is a necessary simplifying assump-

tion to isolate the effect of cyclical or secular price changes.

General price changes affect a number of price aggregates

1. B. Cary Brown, Bifects of laxation, Depreciation
Adjustments for Price gﬁgggig (Boston: Division
of Research, Graduate School of Business Adminis~
tration, Harvard University, 1952), p. 131.
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three of which are of gignificance in income calculations.
They affect the retail price level of consumption goods, the
replacement cost or reproduction cost of me rchandise stock and
fixed assets,and output selling pricese. The effect of general
price changes on wage-levels would of course figure up in the
reproduction cost of merchandise« Output selling prices de-
termine %he stream of future receipts, and replacement costs
determine the stream of future disbursements. It is the spread
between the two streams that determines the cgpital velus of

the enterprise at a given. datee

Maintsining the real earning power in periods of rising
prices may or may not mean meintai ning the same physical volume
of merchandise inventories and fixed assets, depending on the
relgtion of the three groups of prices to one another. If
output selling prices, replacement costs, and the consumer-price
index all rise proportionally, the real income of the firm will
be maintained if the physical volume of capital is maintainedes
For then money income resulting from the same physical capital
can be expected to increase in the same proportion as consumer
price index, thus maintaining real income at the same levels If,
howevery the rise in output selling prices is less than propor=-
tional with the rise in the consumer price index and replacement
costs, maintaining the same physical capital is likely to mean
a lower real income from period to period as long as the trend

continues. This is becguse the disproportionate rise in repla-
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cement costs in relation to selling prices might result in a
narrower spread than pefore between future receipts and disbur-
gements, and hence in a lower moneylincome. Even where the
money income remgins the same OT increases, the disproportio=
nate rise in consumer-price index alone would render such money
income short of reflecting the same real income before the rise
as after it. Under such conditions, therefore, regl capital can
be maintsined only by allowing the physical capital to expande
The same situation arises where the rise in replacement costs
is more than proportional with the rise in selling prices. The
opposite aituation is also conceivable, where in peri ods of
rising prices the firm is in a position to contract its physi-
cal capital without impairing its earning capacity in terms of

real income.

It is now in order to compare the economist's concep=
tion of income in periods of rising prices with that of the
accountant. In income calculations the economist works toward
safeguarding the earning power of the firm in terms of real
income, which may or may not amount to gafeguarding the physical
capital of the business. The accountant on the other hand con=-
cerns himself only with historical costs. He does not allow
for the expansion of physical capital jncluding merchandise in-
ventories and fixed assets, if such expansion is needed to main-
tain intact the real earning capacity of a firm., In periods
of rising price levels, the cost of ending inventories is bound
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to be higher than the cost of initial inventories. The excess
is reflected in a higher income figure. If the whole income

is disbursed to business owners every period, the firm would

be less able to replace its physical inven tories after the rise
than before it. The situation is similar with fixed assets.
Fixed assets are depreciated by the accountant on the basis of
original cost, so that in periods of rising replacement costs
the firm would be left without sufficient funds to replace its
fixed assets as they are retired., By sticking to the cost prin-
ciple in inventory valuation and fixed asset depreciation, the
accountant holds himself accountable only for preserving the
money capital of the business. Income, in other wordsy is con-
ceived in relation to money capital rather than in relation to
real capital. This is what is meant by the statement that

income in accounting is a money ooncept.l

It may be appropriate at this stage to recapitulate the
main points of difference between accounting and economics in

regard to income determination.

1) Accountants and economists agree on the concept of
ultimate total income under conditions of stable price levels
and constant rate of interest. A difference arises as soon as
the life period of the firm becomes long enough for changes to
take place in the price levels and the rate of interest.

1. cf., pe 19
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2) Income allocated to individual periods by accountants
is normally different from that allocated by economists. The
source of the divergence is the economist's disagreement wi th
the accountant®s cost principle and its underlying realization
postulate.

3) In periods of changing price levels, the difference
betwepn the economic and the accounting concepts of income is
apt to be particularly pronounced. Besides the divergence ari-
sing from the economist's non-gcceptance of the accountant's
cost principle and realization postulate, a further divergence
arises from the non-acceptance by economists of the accountant's

monetary postulate and the accountant's money concept of income,

Appraisal of Accounting Determination of Income,

An attempt has been made in previous chapters to expose
the theory of income determination in accounting. The theory
has been shown to be based on certain conventions taking the
form of postulates and standards of practice. It should be
admitted, however, that no theory can be juétified on the basis
of conventions and accepted usage alone; for this would mean
that anything that is generally agreed upon can be taken as
proper and right. If the procedure followed in determining
income is to have any significance, income should be conceived
as a fact, as having objectivity, as something definitive and
quite apart from what one does to measure it. Conventions are

acceptable as premises for a theory in income accounting only

.
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if, and to the extent that, they subserve the attainment of the
objective and definitive truth at which the theory aims - namely,
net income. Of course what is presented in accounting as net
income ié not considered as an unquestionable fact, not even by
the most orthodox of accountants; for it should be recognized
after all that absolute truth is never attainable, and approxi-
mation to truth is all that one seekss. Nevertheless, a defini-
tive and objective conception of income is always in the back-

ground of income determination and appraisal in accountingol

The fact of net income is not sought for its own sake,
but for certain uses which it is intended to serve. The question
whether accounting net income corresponds with facts should then
be resolved pragmatically by considering its propriety to satisfy
the uses for which it is intendeds

Financial accounts, and the net income figure with which
they culminate, are intended to serve various uses. They are
to serve as a report of stewardship, as a guide to wise dividend
action, as a guide for creditors, as a guide for prospective in-
vestors in an enterprise, as a guide to the value of investments
already mede, as basis for price and rate regulatioh, as a basis
for taxation,2 as index of management performance, as a basis

for future planning,5 and probably to serve diverse other uses.

1. Harry Norris, Accounting TheOry,

2. George May, rinég ;%; gccoungzgg New York: The
Macmillan Co.,

3« Gordon Shillinglaw, "Guides to Internal Profit
Measurem nt," Harvard Business Review, March-April

1957y Vole 35, Pe 84,
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An adequate appraisal of accounting records and accounting net
income from the standpoint of all these uses is apt to lead us
beyond the scope of this paper. Nevertheless an additional

word is in order concerning the view that accounts should serve

as a report of stewardshipe.

The strongest argument commonly advanced in support of
orthodox accounting procedures in income determination is that
accounts are intended to serve as a report of stewardship. With
this fumection attached to the accounts, the position of the accoun-
tant is regarded as analogous to that of a trustee of funds,who is
held accountable for the smount of money placed in his handse The
implication is that income should be determined by the accountant
with a view to maintaining intact the money capital of the busi-
ness. This may be achieved by simply adhering to the Cost Frin-
ciple, and considering as earned income all the growth in the money
capital of a business over a given pe riod of time, ZPlausible as
the analogy may seem, one is entiﬁled to inguire into the practi-
cal uses of a report of stewardship of this kind under conditions
of changing price levels. It is true that accounting net income
is compatible with the view that accounts should serve as a re-
port of stewardship, but it is not clear how such a report can be
useful to any of the parties interested in a business where the
purchasing power of money is changinge Income serving as a report
of stewardship is of little significance in itself, and if apprai-

sal of accounting net income is to be made it has to be made with
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reference to the other uses claimed for it.

An adequate appraisal of accounting net income woulil

shed light on the question whether accountants should accept

the economic concept of income as a sounder and mor:2useful cone-

cept than the present so-called accounting concept.

It is some-

times asserted that the problem is really a business choice,

because accounting can readily adapt itself to the requireme nts

of either business or economicse. It is primarily the responsi-

bility of management to select methods of accounting which are

in its opipion best suited to the needs and purposes of the firm

"Accounting can easily accept and reflect any

cne concept which will be generally applied by
buginess and which will heve support of economists
and statisticians, as well as business, provided
there can be general criteria against which to
test judgement both in the application of the con-
cept and its measurement, and provided further
that the new concept will be applied in an order-

ly way and over a long e riod of years ...

«+e Accountants should not take an inflexible ...
attitude. If public usefulness requires a change,
they should be ready to change. But accountants

can ask that responsible business make up its

mind as to what it wants. If responsible business
is willing to say that the arthodox methods of
accounting determination of earnings are wrong and
that corporate earnings are properly reported only
on economic concepts, this year and future years,
good times and bad, then accountents can develop
theories and.nethodg with some assurance of prac-

tical application™,

This view, carried to its logical conclusion, would mean

that there can be no conceptual conflict between economics and

1. George Way, Business lncome and Frice Level, Ds J.
2« George Baily, "Concepts of Income™, ﬁarvarE'Bu;ineea

Review, November, 1948, pPpe 690-691.

1
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accounting in respect of income determination. The conflict

is rather between economic theory and accounting practice, the
latter being based on business views and expediencies and not

on anything that can be properly described as distinctive
accounting theory. The view in gquestion reduces accounting theory
to the status of a mass of principles of implementation, in which
the accountant insists that any proposed concept should be con-
sistently applied from period to period and should possess a
measure of objectivity that permits of verifying the figures
thereby produced. A question poses itself here as to whether

the economic concept of income discussed in the preceding chapter,
based as it is on future expectations in respect of receipts,
disbursements, price levels, and interest rates, is tco subjec-

tive to be acceptable from the standpoint of the accountante

Recent Developments In Accountinge.
The outstanding shortcomings inherent in the accounting

net income figure have been recognized by accountants, and di-
verse attempts have been made &#'explain or remedy these short-
comingse. Some accountants claim that there can be no single
definition of income that would serve all purposes, and empha-
size that one should beware of placing too much stress on any
single figure of net inoome.l In view of the wide range of uses
which net income is intended to serve, the question, "what is

business income" would be as untenable as the question, "what

T Samuel J. Broad, "Recent Biforts to Increse the
Significance of the Figure of Net Income," Selected
Readings in Accounting and Auditing, pe 323,
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is the colour of the chameloon".1

The net income figure arrived

at by traditional accounting methods should normally be quali-
fied to meet specific situations and answer particular questions.
The income figure that can be taken as a test of managerial effi-
ciency is not the one that can serve as a basis for dividend ac-
tion, for price or rate regulation, or for income tax returns.
This is not meant to divest income of the objectivity and defi-
nitiveness it should possess. It simply means that the net income
figure produced by the accountant every pe riod cannot be signifi-

cant for all conceivable purposes, and should hence be used with

full recognition of its limitgationse

The view just presented is akin to m other that is often
advanced by accountants in defense of accounting income in the
face of its inadequacy in periods of rising p ices. It is
argued by many accountants that the net income figure produced
by orthodox accounting methods is.acceptable for accounéing
purposes. The need toreplace fixed gssets at higher costs in
periods of rising prices should not enter in income calculations;
it should rather be provided for by appropriastions of current or
retained income, The question, it is asserted, i5 not one of
income determination but one of financings. It is a guestion
to be resolved by management and not by the accountant. One

must keep distinct the financing problem and the accounting pro-

1. otudy Group on Business lincome, Uﬁaﬂﬁlﬂé Concepts
of Business Income, (New York: The Wacmillan Co.,
.Ig5§’ sPPe IB"' -
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blem in respect of higher replacement costs in P rios of rising
prices.l When wide discrepancies exist between the original cost
and the current value of a fixed asset, it is the responsibili-
ty of management to mske appropriations of income in contempla-
tion of the replacement of such v asset at higher price levels.
This is the position adopted by the Americen Institute of Accoun-
tants.® It is also substantially the position adopted by the
Counecil of the Institute of Chartered Accountants in England and
Wales.3 .

"Perhaps the most useful procedure may be to

work first toward a sound, logical, end sharp

determination of income and earnings based on

the accounting concept freedfrom the distur-

bing influences of the other conceptse Then

there can be a separate or additional presen-

tation of the effects of economic forces..34

A more effective coordination between accounting and
economic concepts of income is made possible by the adoption in
accounting of the last in, first out me thod of inventory valua-
tion and replacement cost depreciations The last in, first out
method, by stating the inventory existing at the end of a period
at earliest costs and charging against the revenue of the period
the latest costs, would measure revenues and costs in units of

approximately the same purchasing power. In this way Lifo would

1. Dan Throop Smith, "Business Profit during Infla-
tion," Harvard Business Review, Narch, 1948, p. 224.

2. Thomss Sanders "Inflation and Accounting,"™ Harvard
Business Review, Voles 30 No.3 (1952), p. 52.

3 Wary Nurphy (Editor), Readings in Accounting and
Audition, p. 256.

4. IEIE' po 322.
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eliminate from income all or most of the change in the repla=-
cement cost of inventories, and.would_work toward conserving
the physical size of inventories in income calculations and

not only the value of such inventoriea.l The use of Lifo for
tax purposes has been sanctioned in the United States for the
first time only in 1938. Its use, however, is still restricted
to a reletively small number of corporations, notwithstanding
the strong tex incentives which this method offered during the
wer years when prices were constantly rising.2 Acceptance of this
method is still as limited in acoounting literature as it is in
practice because of the shortcomings inherent in it.3 That Lifo
helps to bring the accountant's concept of income closer t0 the
economist's should not be overemphsized. ZEven though it is
superior to Fifo from the standpoint of the economist, yet the
choice between the two methods is still a choice between histo-
rical-cost methods and neither fully meets the economic concept

4

of income.

Corresponding to Lifo in inventory veluation is repla-
cement cost depreciation in the mase of fixed assets. The Lifo
method of inventory valuation and replacement cost depreciation
of fixed assete reflect actually the same line of thinking in

relation to two different classes of assets, so that one may be

Te cfe,PPe 50-5) )

2, J, Keith Butters, "Management considerations on
Lifo," Harvard Business Review, May, 1949, pe 308.

3¢ Cfey Do

4. Joei Dean, Mangﬁerial Bconomics, (New York: Prentice-
Hall, Ince, 95 3 De Je
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justified in mncluding that acceptance of Lifo eannot be
reconciled with rejection of replacement cost depreciation.1
Replacement cost depreciation has been interpreted differently
by different authors. Some authors interpret it as calling
for setting up two reserve accounts, one being credited every
period by the amortization of the cost of property and another
being credited by an extra amount to cover higher replacement
costs in periods of rising price levels .2 Others understand
by this method as one calling for writing up the. value of assets
on the books to reflect the cost of replacement and charging
deprecidtion every period on the basis of the new value of
such assets. The latter concept is the one that is more practi-
cable, and for that the one which has been applied by a number
of companies in the United States after World War II.3 There is
also the view that the depreciation policy of a firm should not
80 much aim at replacing an asset as it should aim at expressing
the periodic depreciation charge in terms of the same ruarchasing
power as the revenue of the period. This end may be achieved by
drawing a depreciation policy along lines similar to the following:

"(1) The property accounts and underlyingz records

should be kept on the basis of cost ... in the

same manner as heretofore; if the records do not

show the properties in use by year of acquisi-

tion it will be necessary in the future to make

such segregation ...

"(2) Depreciation on cost .., should be computed
in the same manner as heretofore. Since the DY o=

1. Study Group on Business Incom OPe Citey D+ 60,
2e Smith, OPe citey, P 224,
Je Brovm, OE- CIEg’ PDe 43—44.
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perties in use will be classified by year

of acquisition, as in paragraph (1), it

will be possible to compute the amount of
depreciation on cost separately for each

year's acquisitions ...

"(3) An index number should be determined

by the government and published promptly

at the end of each accounting period. .se

The index number should be so constructed

that over a period of years it will be in-
dicative of the change in general price

level, that is, it should reflect the fluc—
tuation in the value of the dollar rather

than the change in price of any perticular
commodity. ...

"(4) In addition to depreciation on cost as
determined in paragraph (2) there should be
deducted from income an additional amount for
depreciation such that the sum of the deprecia=
tion on cost and the additional deprecigtion
will bear the same ratio to depreciation on
cost which the current index number bears to the
welghted average of the index numbers for the
years when the plant in use was acquired. The
sum of the depreciation amounts mentioned may
readily be computed by multiplying the separate
amount of cost deprecigtion on each year's
acquisitions by a fraction, the numerator of
which is the current index number and the deno-
minator of which is the index number for the
year of acquisition.

"(5) The additional depreciation computed as in
paragraph (4) shall be accumulated in a special
reserve account ...l.

The foregoing developments in accounting do not fully
meet the economic concept of income. As may obviously be seen,
they are all attempts to find remedies to the shor tcomings of
accounting income in periods of changing price levels, and they
are particularly applicable to reriods of rising prices. No

consideration has been given to the difference between the accoune

ting and economic concepts of income that might exist even in

1. May, Business lncome and Price Levels, pps. 105=1090.
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periods of stable prices, mainly because it is commonly held
that such difference is not as significant as the one arising
in periods of changing prices.

"The economic and accounting concepts of income

do not differ materially when prices are rela-

tively stable . In recent years, however with

rising price levels the difference between the

two concepts has assumed e jor importance."l

The foregoing developments do not even furnish perfectly
satisfactory solutions to problems emerging from situations of
Changing prices, at least from the stendpoint of the economist.
The need for further development is increasingly being felt by
accountants, and the help of economists is increasingly being
sought in the field of income determination,

" eeee It is not difficult to conjecture far-

reaching developments in the accounting tech-

nigues of profit measurement Just as soon as

economic conceptions are fully comprehended

in their depth both by men of business and
their accounting advisers."2

I, Wary E. Burphy (Bditor), 22% citey De 322+
2+ Sewell Bray, The Measurement of %rofit, (London:
Oxford University ?%eaa, 19537, De 3
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