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 ABSTRACT

Accounting is a human creation dezigned (o satisfy human need, and which must
S therefore, abave all be useful. Financial siatements should, therefore, provide
! informution that is useful in making economic decisioris. Academiics and pructitioners -
a~z however critics] of the output of the accounting information system and propose
that accounting profitability is of limited ecopomic significance. They claim it is no
longer sufficient to pmvidt antiquated historical cost data, that in most respeats cannot
be processed further, There is kn urgent need to develop both anslytical sysiems for
thinkiug about and anticipating changes in the business world and the mechanisms and
mwmﬂmwmmm appropriately from the standpoint of useful
finsncial reporting. The Accounting Raf"")t Retum (ARR) may assist in evciving the
usefulness of financial reporting. In ﬂa\ teport the usefulness of the Accounting Rate
of Return is establiched. The purpose of this wrport is achieved through nommotive erd
empmml studies. The reauit of comparing’ the ARR m the opportunity cost of copital
hae been suggssted to ‘be absblute, but in reality this is not feasible, Investors would
.mmc.‘xkllummputu - vather than the decisive factor for deciding whethﬁto '
buy, imhlwwﬁmmmunent.m;amposdsadmed in the-paper communicate
Televant, wﬁc md uscful h:fommncn for the purposss of investment performance
(‘ appraisal.
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'CHAPTER ONE
INTRODUCTION
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“Usefuiness, that is, bemg 5d information for the user and the
purpose in mind,. js. gqf.;‘;mlly perceived to be the key
characieristic of all Ti nancml Hatements.”

(Baillie, 1985: 22)

1.1 BACKGROUND
A lengthy, intricate, and at times rancorous debate involving academics and -
practitioners has failed to establish the appropriate formulation of company accounts
{or measuring income. In recent years, high inflation rates have served to exacerbate
the issue. Reported accounting information does not in ger.ral portray economic
reality. Such is the climate that many claim that theoretical objections are irresoiute or
that proposed solutions are impractical. The apparent reluctance of academics ar
regulators to employ accounting profitubility data in investment performance uppraisal
is & reflection of the former; the recent failure by the accounting professior to ratify the
proposed impiementation of current cost accounting in the face of rising inflation is an
example of the latter. Instead, acudemics turn to other sources of information to
evaiuate peﬁ‘mmmwe and accountants enshrine extant practices.

W

Tt is generally accepted, however, that there is one correct definition of income. This is

the economist Hicks' definition of the maxirmsm value which a man (company) can
consutne (distribute) dunng a period and still expect to be as well of at the end of the
period as he (it) was at the beginning (Hicks, 1946: 172). MacNeal (1970; 295),
refated this definition to the definition of income as an increase in net weaith. He
considered it to be terse, obvious and mathematically demonstrable

Unfortunately, in a world characterized by uncertainty and imperfect and incomplete
markets computation of economic inconie founders practically on the eitreme
subjectivity of required predictions, Attendant problers include the timing of benefits,
reinvestment predictions, gmwth factors ond the choice of an appropriate discount
fuctor {Lee,! \1985 44), The accountant, tackling real world difficuities, avoids valuing
the firm and‘ oncentrates on supplying relevant information to the user who wil
perform his swn valuation (Bromwich, 1977: 587). Together these constraints render
the search for a unique multi-purpose income figure which satisfies the competing
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needs of the wide variety of users in all circumstances (the baly grail’) unsealistic

(Barton, 1977: 233). The selection of an accounting technique forces a choice between

the claims of different users (Whittington, 1983: 12),

* Investors and other performance analysts are interested in evaluating the benefits from

undertaking one activity as opposed to those obiained from another and ~we specifically
concerned with investment performance "lappraisal, prospectively or retrospectively.
These users require accounting information that pcrmits an assessment of the relative
desirability of undertaking particular economic @uvmcs Although the Hicksian
income measure exhibits some utility, it is not the most relevant for this objc ctive,

“Hicksian income and accounting profit are dlfffmcnt concepts.
The Hicksian notion is precisely appropriate for measurements of
income and possibly corporate  distribuiions, it does ﬂﬁ'h
however, establish an appropriate basis for defining profit.” !
{Edwards, Kay and Mayer, 1987: 24)

The user evaluatmg corporute performance is usually concerned aboui earnings in

relation to competing invesiments. It is possible to provide mformation that is useful in
making economic decisions without presenting an economic profit figure, At first
glance this is surprising as the variable that holds most immediale interest is the
ecapomic .\rofit figure. Edwards et al. (1987: 63), however, demonstrate that this can
be done by constructing 'rate of profit' type figures, and using them in a manner
similar to the internal rate of return (IRR) measune of an investment. That is, these rate
of profit figures should be compared to the cost of capital to establish whether the
activity bel g considered should be expanded, curtailed, or allowed to continae at the
current level, '

More spccxﬁcally, the accounting rate of profit \ARP) is defi ncq a8 the accounting
profit divided by the opening book value of capital. It is found: Qhﬂt the ARP can

provide information useful for economic unalysis if the financial at&\(emnts are fully, -

articulated and the sequence of accounting data being examined bcgms\ ends with a
zem book value of capital. This in itself is interesting, especially when cantrasted with
pessimism expressed by numerous authors about such a possibility \

{Vatter, 1966: 681).

"There is no way in which one can look at accounting raies d\
return and infer anything about relative economic profitability.”
(Fisher and McGowan, 1983: 82)
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To be useful, however, thc tgchmquea devcloped must facilitate the analysis of finite
intervals of accounting data which may not begin and/or end with a zero book value of
capital, In the more general setting (without beginning ahd end interval book values
being zero) the valuation basis used for the fira's assets and lisbilities will influence
the ARP's generated. Edwards e al. (1987) investigate the 'value to the owner'
{“T'I‘Oj valuation convention, and and that this valuation basis allows a particslar

_ accounting profit rate measure - accournting rate of retun {ARR) - to have the

economically useful properties desired, The ARR, over an interval, is defined as that
return which makes the discounted value of immediate cash flows equal to the book
value of capital at the beginning of the interval. Altbeygh the ARR is defined in a
manner that is similar to the IRR, it is not a single figurc tlu'bughout the lifetime of an
activity and thereby avoids the arbitrary assumption that an equal sate of return is
earned in each period. The mievance to users inferested in periodic performance
measurement is incressed significantly.

Based on the above anaiysm it may be inferred that the performance evaluation
function of‘ nting may be satisfied by 8 simple rominal comparison of ARR in
the *value to the owner’ income mode! and the opportuaity cost. When extending this

analysis to inﬂ?liimary economies, however, if profit is to answer additional questions
about feasible distributions (in the Hicksian sense) while maintaining capitsi intact,

real carnings potential must be established. Indeed, the reality is that financial reports
must provide additional information about distribution. This implies that profit must
truly represent the increment over and above 8 maintained level of real weil-offness.
'This gives rise to the debate surrounding the selection of an appropriate concep: of
capital maintenance.

1.2 PURPOSE
The purpose of this report is to evaluate the usefulness of the Accounting Rate of
Return within. the South Afman envzronment in selecuag from competing and
alternative investinents. ' )

Lem

1.3 RESEARCH METHODOLOGY

‘The purpose of this report is achieved through normative and empirical studies. A
comprehensive literature review is undertaken to revesl the established facts in the field
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of study, =ud to ascertain current theories or models whtch have been tsewd by
previous researchers. . :

~ fnvestment performance appraisal and the.objcctivcs thereof are defined. The ARR is
* evaluated nommatively against the objectives of financial reporting, the traditional

performance measures and its merits, limitations and underiymg assumptions are

S T

The qual:tanve chasacteristics of reported financial information set out in the
conceptual framework are the benchmark for the evaluation of the ARR. The valuation

- of an entity's assets and liabilities is integral to the ARR.'As the value to the owner
* valuatiop base (VITO) is used in the calculation of the ARR, it is evaluaied ugainst
these gualitative chamctcﬂsms and carrparw wlth other valuatmn bases similarly
"cvaluated S e ; '

A

If the profit reperted §s to answer additional questions about distribution in inflationary
_ econommnies, the ahglysis must be extended ( consider the maintenance of capital, In

consequance, the proprietary and entity capital maintenance concepts are compared and

* contrasted in the search for useful-informatior - bout both performance and available

distributions. Suggastions for investment performance appraisal in the inflationary

" Soath Afman envxronmnt are proposed based on the conclusions of the normative

study.

The normative suggcsflons developed form the basis of a number of empmcal
generalizations, The' descriptive survey method is used throughout this report;
speculative evidence via structured interviews is obtained. The complexity and relative
sophistication of the subject matter require the adoption of structured interviews as the

data-gathering techniqut as well as the use of convenience or accidental sampling.

Triangulation is employed, i.e. evidence from several sources - anulysts, auditors and

preparers will bo obtained to facifitute the analysis of day/ | from & wide spectrum of

respondents. Content analysis forms the foundation of the review of speculative
evidence obtained to ascertain whether the normative and empirical generalizations are
supported. As the saraple is selected judgementally and is not nccessanly
representative af the entire population. no attempt is made to draw statistical
inferences,
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1.4 SCOPE ) K

This report is concerned with the i'r:pm'ting requirements of external performance
analysts. It does not address the information needs of management, mgulators or
econoinists. It is concerned with evaluating:-

¢ the uiility of the ARR in ptmndmg information that is useful m making
economic decisions

. the benefits of utilizing VTTO as a valuation methad.
» the benefits of reporting comprehensive income and of utilizing a -
proprictary capital maintenance conccpt.

)

- 'The derivation of EKM’s ARR is not evaluamd, neither are the hypotheses gencrated
3 by the ARR’s fustilts when compared against the opportunity cost of cupital, No
. " sitempt has bosh made to caculate an ARR foi a company as the information is not °
| readily available for its calculation. The report does not address the implications for i

% : assessing barriers 1o exit and entry for an industry. ' : o

¥ 1.£§ OUTLINE OF CHAPTERS

e . Chapter One : Introduction

¥ This chapter presents the hnckgrcund purpose, mseamh methodology. scope and
outline of the pmcaedmg chapters

A

Chapter Two : The Accounting Rate of Return . :

This: chapier addresses an alternative presentation of financial informaution for
measuring profitability for investment performance sppraisal. Investment performance
appraisal is defined and technigues are evaluated against the objectives of financial
reporting. The benefits, limitations and fundamental assumptions of the Net Present
Value, Internal Rate of Return and ARR are presented.

;z' Chapter Thiree : The Conceptual Framewark

"y The theory undeslying the presentation of financial statements is discussed. The
» qualitative characteristics and the concepts of recognition and measurement are
_ addressed. The principles set out in this chapter will be applied when evaluating and
'_ proposing accounting treatments.

hJ

.
¥
'..@
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THE ACCOUNTING RATE OF RETURN
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0 2.1 INTRODUCTION I

“If we are going to suy that alt we can do is just to take the dollars
in and out, and titat is all there is to it, and we are not going to
interpret the significance of what is happemng «.then we ure
resigning ourselves 1o a position of hewers of wood and drawers

. of water, and we velinquish the goal that accounting hopes to -
attain - a positig:vof a highly pmfessxon:é. receptiveness 1o new .

ideas ar.d & great m\ |ai usefuiness
(May cited . Brater, 1958: 7)

Accounting is & human QT“GP des:gued tc satisfy human need and which must
' thcmfare@ above all be usc‘Fu! X‘}'amp, 1981: 21). Academics and practitioners are
however critical of the outpuf &*ithe accounting information system and propose that

accounting pmﬁtablhty is of hmltcfr\\xmormc significance.
A
‘..any man of viords who compares rates of profis....and
draws inferences from. iheir magnitude ....does so at his own
peril.” - §

&

(Harcourt, 1965)

" “There are no lessons to be leamt, except that accountmg
a.. ~ profitability shouid be d:sregardad forthwith,”

=

= (Mayer, 987 1) T SN

The purpose of this chapter is to explore an altemative formulation of company
secounts for measuting profitability which may overcoms some of the disillusionment
cutlined above, 1t begins by examining the objectives of financial reporting. The
chapter supports the view expounded by EXM (1987) and Whittington (1983) which

argues that much of the pessimism is a result of the failure to specify precisely the

- fundamental purpose for which financial statements are being prepared. It is submitted
3 asingle income figure s usikely to meet all of the wide variety of ateds of financial
) statement users, Vi-focus is then shifted 10 the needs of investors concerned with
investment perforfmﬁcc appraisal. This perspective ensures that financial statefnents
comply with the Standard Seiting bodies objectives, in providing information that is
X useful for making economic decisions involving reasoned choices amongst alieinative
uses of scarce vesources. The need for an accounting rate of retumn to assess
b profitability i underscorsd and various alternative accounting rates of return are
¥ | |
“ |




examined. EKM's Accounting Rate of Return (ARR) is selecied as the most
appropriate profitability measure. Finally, the busic framework of EKM’s ARR is set
out to ensure that the underlying methodology implicit in its calculation can be
evaiuated in furtl'lef chapters, ’

2.2 OBJECTIVES OF I';INANCIAL REPORTING

‘Cheshire-Puss ,’ she began rather timidly , *..would you tell
me, please, where T ought to go from here?"

*That depeli:is é’ good deal on where you want to get to, ‘said
the Lat,

‘T don’t care where............ . said Alice.
o “Then it does not mutier which way you go,’ said the Cat.

‘o850 long as 1 get somewiiere ,” Alice added as an
explanation .

*Oh you're sure to do that ,’ said the Cat,’ if you on fy
walk long’ enough.’

{Carsberg, Hope and Scapens, 1974: 162)

Accounting is not an end in itself. As un information system, the justification of

accounting can be frund only in how well acuounlmg information serves those who o

use it.

The origins of accounting rests in the slewardship function. The wholx rpose of
ancient accounting was not to measure the rate of profit or loss but to keep accultie

records of acquisitions and outgoings and to expose any losses due to dishonesty or
negligence (Yamey, 1962: 15). The stew.grdsmp function has been described as a part
of accountability, & control function and & means of enfommg the directors agency
contract with shareholders and others (Page, 1991 31). Accountants have traditionaily
sought to record past events in an objective munner. They have thus favored the use
of historical vost accounting. The traditional rofe of the accountant was thus backward
fooking, recording past transactions and giving great weight o objective description.

With the increasing complexity of modern business the role of stewardship has
developed from the mere safeguarding of the resources to the effective use of those
resources, Business enterprises have tended fo be larger and more complex und their
accounting systems have tended to play an increasing role not only in stewardship and
control but also in "plfmnin'g and decision making. The literature shows the progression
of a growing consensus that the usefulness of accounting staterents should be judged
according to the relevance of the information provided for decision making. Today it

o ...A--ii




is generally; accepted that the objective of financial reporting is the provision of .
information that is useful to a wide range of users in making business and cconomic
decisions (SFAC 1, 1978: para 33); to provide information useful for making
reasoned choices amongst alternative uses of scarce resources (AICPA'. 1973: 61).
The interdependence of the modern stewardship and decision taking functions of
financial statements is generally recognized. In making economic decisions users are
“..assessing future prospects by making predictions on currenily availuble
information or exercising a control function with regard to management’s
« .wardship” (JCAEW 1991: 10). Economic decisions may include, for example,
whether to hold, buy or sell an investinent in the enterprise or whether to re-appaoint
or rejfiace management (SAICA, 1990: para 14), This interdependence is highlighted
in the United Kingdom’s Accounting Practices Board’s recent exposure draft
‘Statement of Principl £ which places both stewardship and economic decision
making ip the objective:

“The objective of financial statements is to provide information
_ about the financinl position, performance and financiai
- adaptability of an enterprise that is useful to a wide range of users
: for mssessing the stevardship of management and for making
economic decisions.” (1995: para 1.1}

To exscute the interrelated functions of decision making and st-wardship effectively,
users require information about profitability, financial position and changes therein
.This knowledge base enhances the users facuity in asceriaining .."the ability of the
enterprise 1o generate cach and cash equwaiems and the timing and certmmy of their
genrranon » (SAICA !990 para. 15)

The overriding concern is with the future since the users of financial information are
effectively interested in their future income and wealth. It is all about risk and return.

“‘i Solomons (1989: 9) states that decision-muaking concerns the future and the future is
2 upcertain. Furthermore, human nature is such that a sacrifice Jictates a consequent
» benefit otherwise the futility of the risk is capricious.

F  icial information is compounded mto the investment decision framework as a
' ¥ - baSl'i for assessing the allocation of scarce resources. In allocating scarce resources,
users of financial accounts are uitempting to assess the performance of firms, _
prospectively or retrospectively. Accounting information is used in ucsessing
performance ard this may be done through using an Accounting Rate of Profit

e @
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(ARP). It must be recognized that this function of accounting information is a subset B
of information relevant to the assessment of fiture cash flows, Stesle {1991) submits B
that the true income measure of performance, the prediction of econemic events, the
capital market reaction and the individual user response can be viewed as mutualy
dependent in the formulation of theary which meets the fundamentat objectives of
accounting. There is, however, no single accounidng number which will provide ail
the answers to all the cconomically interesting questions a user may potentially have
(Whittington, 1983: 3), -

A user will make economic decisions from a variety of sources of information
including for exampl= the rate of prolit and the social and environmental, converns
‘relevant to the user. It is all about making economic decisions, derived from various
sources of information and data. If the market is efficient, all this information is
impounded into the company’s share price, which wiil then represent the best available
estimate of présent value; caleulation of cconomic profit is then reasonably
straightforward; Steele (1991: 62) however, hypothesizes that the South Africen
market is not efficient as it is small and dominated by the institutions. Market
capitalization ‘may also not zlways be congruent with the ue of the business.
Another factor affecting ~wrket efficiency is that not all investors necessarily
nnderstand all newly available infurmation and there is no guuranice about
misinterpreting the information (Naciri and Tremblay cited in Steele, 1991: 62).

2.3 INVESTMENT DECISION MAKING

“T'o be able to assess what is the appropriate definition of profit,
we first have (o know what questions we are trying to answer,
That question then defines the appropriate basis against which (o
compare performance and determine appropriate accounting

conventions.” _
(Mayer, 1987: 4) ff
§ !

An investor-who is assessing the performance of a business is in effect assessing an
investment that involves forgoing potential consumpti’ - in the prospect o generating
fuiare returns. The investor would, inrer alia , be interested in the return that the
investment would be genemating in the {uture that could be compured against some
b, opportunity cost. This would necessitate culcuiating an accounting rute of profit from
' the best available information.
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The investor is interested in a measure thut tells us the benefit from undertaking one

octivity rather than another. The Hicksanian . finition of income facilitates dividend

policy determigation (assuming corporute distributions are set at a level that is
sustainable in the long term) and is therefore relevant to the formulation of company
accounts. It is, however, not directly applicable to investment appraisul as it does not
establish the benefit of pursning one course of action rother than another. This is also ‘
aupported by the Accounting Standards Steer:ng Committee in the United Kingdom &
who state:- ' )

“Dlsmbut!able fx‘oﬁt can no longer be regacded as the sole or
premier mchcator of performance™. (ASSC 1975: piry 4.30) .
'i
Moonitz (1962; 180) discusses that comparison of actual performance with fordt:asts
or plans is also insufficient, unless it is assumed that the existing management group is
the onlv onc that can decide what to do with the resources under its control,

“How do (investors) know that management’s selection of the
best plan is not in actuslity (o be improved upon in some other
‘employment. Or that last year's dismal performance was not
repeated this year 7 If you telt me that either we cannot measure
Phese things or that the measurements are useless, then | answer
. hat we are in the intolerable position of asserting tha
managemem is beyond control, that we cannot assess its
performance  with respect to the objective of profitable
g employment of rescurces.” (Moonitz, 1962: 180).

The historic accounting rate of profit according to Turvcjr (1971) "means little” in -
evaluating investments. Historic cosy accounting in the narrowest traditional sense
migit provide a check on the hc;nesty of the steward but not recessarily on his
“efficiency which might be assessed in terms of how the carrent value of the entities
resources have grown. (Whittington 1983: 23). Thus a profit in historic terms may he

- the outcome of 4 change in the value of the resources that are bemg\\mploycd in the
production process. Alternatively the finn may indeed be earning 2 profit over and

-2 ubove thc%;“}'lount'that could be raised from employing the assets in their next best

alternative, Historic costs accounis and the resultant profitability ratios-are not able to

g distipguish between these two possibie explanations. L
Thus the theory concludes that historical rates of profits should not be used 1o assess A

performance. Navertheless accounting rutes of profit continue to be widely used 6
) ﬁ _ * assess performance both by economists and others (EKM, 1987: 9). This can in large
part be explained by the ready availability of accounting data and the fact thut a rate of
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retum concept has intuitive appeal as a potential method of asses.?;ing the performance
of investment activities .Moonitz (1962: 179) concludes that profitability is u rate, a
ratio of an absolute amount of profit (0 an absolute amount of investment. The primary
function of profit measurement is therefore 1o fumish the variables needed to calculate
a rate.of return on capital invested.

2.4 INVESTMENT DECISION MAKING TOOLS

Accounting and economics have been described by Boulding (1962: 44) as the
‘uncongenial twins’. They are both concerned with the same raw material, economic
activity, dravwn fron .uch the same mines, approached in different ways. Each
discipline has evolved over several centuries, developing its own concepts, language,
culture with rem\arkably Httle help from each other, However theré has more recently
been an increased interaction between the two disciplines as the accountands horizons
have widened from recording to decision making and the economist has become more
concerned with the observation and measurement of economic phenomena in order to
test his a priori theories (Whittington, 1992: 11),

Whilst accounting and economics are both looking towards decision making as an end
objective, economics focuses on analyzing rather than merely describing cconom ¢
activity. Economics is concerned inter siia with normative issues such as the optimal
invcsk.-nent decisions that shoutd be made to maximize the wealth of the shareholder.

Opumal investment decisions theory suggests that the way to appraise investiments is
to discount the net cash flows generated by an investment using a discount mte as a

" measure of the opportunity costs tied up in the project and comparing the resultant

figure with the initial investment: the Net Present Value (NPV) approach. If cepital
markets are perfect then firms acting in their shareholders interesis should uccept
investments with a NPV greater than zero. Does this imply that optimal decisions can
only be made with the calculation of NPV? It is the premise of this puper that financial
statemenis could facilitate the calculation of a rate of return comparable with the
opportunity cost of capital resulting in optimal investment decisions. Brealey and
Myers (1988: 78)propose that in some cuses cerfain optimal investment decisions can
also be made by accepting activities whose rute of profit exceeds its opportunity cost.
This defined rate of profit is referred to as the inteynal rate of retirn ( IRR) and may
be a suitable yardstick designed for this purpose.
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The IRR of an investment is defined as the rate of cﬁscount which woulci yield un NPV

of zero, The IRR mile s._taim that investments offering an IRR in excess of the
opportunity cost of capital should be accepted. The IRR is like the NPV: x lechnique
based or: discounted cash flows. It should therefore give the correct answer if properly

| - used. The problem is that it is easily misupplied as there are nuImerous pitfalls in using

the IRR .

Incomprehensibic results are achieved when :

» There is more than one change in the sign of the cash flows which would lead

10 multiple rates of return being calculated.
. There are llmitad funds and a choice needs to be made between two mutually

exclusive prog

There have been numercus atiempts by accountants and econdmists to formulate
relationships between the Accounting Rate of Profit (ARP) and the IRR. The results
show that, except in exceptional circumstances, there is little refationship between the
two. Conclusions are drawn that financiul reports are uninformative about underlying

~ econoric performance as measured by the IRR (Lukckett, 1984: 214), At a different

level, however, difficulties associated with attempis to convert ARP’s into IRR’s leads
to a conceptual questioning. In order to construct measures of IRR, the complete
stream of cash flows is require] and the discount rate that discounts these cash flows
back to the initial investment has to be found ,

What would this mean for a company like South African Breweries (S.A.B.) for
example? It means that we have to trace the entire stream of cash flows back to 1895
when 5,A.B, was established. But even that will not suffice as S.A.B. is still trading
and we ore therefore unable to determine the cash flows that are yet to- accrue,
Computing the IRR for 5.A.B. is therefore not fzasible. But even if it were, it is not
at all clear what the relevance would bd of a number that tells us the performance of a
fiem over a 100 or more years, This does not sccord with any reasonable concept of
performance .\What we are mtcmstcd in is the performance of the company this year
lust year next year etc. Those are not questmns that an IRR can answer and i js therefore
of little practical relevance (Mayer, 1987: 3). The appropriateness of the' IRR as an
ideal standard is questionable (Vatter, 1966: 689).
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" Whether there exists an accounting protitability measure and an associated set of

accounting valuation conventions that’ permit these economically relevani  issues
relating to an activities performance over a segment of the company's lifetime needs to
be addressed.

2.5 TriE ACCOUNTING RATE GF RETURN

“The proof of the pudding is in the'eating;, not in the recipe.
. We need reports on how the pudding looks and tastes , not
just assurances that the chefs are ‘cordon blue’. ”

\ (l\f/oonitz. 1962: 18)

EXKM {1987: 62) have developed the Accounting Rate of Return which conceptually
corresponds to the IRR for a segment of the activity's life and is therefore noi a single
figure thn:mghwt the lifetime of the activity. Its calculation provides ar/},xwers to

" economically refevant issues mls/;‘-ag to an uctivity's performance over a seglfhent of its

life.

EKM demonstrate that articulated financial statements employing Value To The Owner
(VTTO) as the basis of valusiion are nccessary and sufficient for an ecopomically
meaningfut ARR. The ARR’s economic interpretation and usefulness is therefore
critically dependent on the valuation conventions &df/ppwd. Conirary to what is often
perceived, appropristely defined accounting profitability can be extremely useful for

- economic”analysis. The ARR which is computed from accounting profitability

measures based on VTTO conventions can in many cases be given a straightforward
economic interpretation . A table that summarizes the benefits, {imitations, and
fundamental assumptions of the NPV, IRR and ARR is included in Appendix C.

The following assumptions are implicit in the calculation of the ARR (EKM,

1987:123):-

L Value to the owner rules should form the basis of the va]uatxon of a
company’s assets and liabilities assuming that Replacement Cost is
greater than Net Realizable Value, L

. VTTO can be applied to any economically meaningful set of assots.
When undestaking an ex ante analysis, the rules should be applied to the
group of assets as & whole. In un ex post assessment of performance

e
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replication of the firm may involve the employment of existing assets.
The VITO rules should then be applied to individual assets and then
summed .In practice accounts are constructed on an ex post busis and the
latter conventions ure relevant to published staternents,

. All changes in book value including thoss resulting from holding gains
and losses (whether mv.llzed or unrealxzed) shovid be mcorpomted in the
profit and loss account:

These proposals according 1o EKM (1987: 64) would than imply that :- >

Accounts constructed on an ex ante basis ( i.e. are forward looking and
based on expectations) will convey the following signals :- '
{i) an accounting rate of profit in excess of the cost of capital implies
that the new investment is profitable.
(ii) an accounting rate of profit equal to the cost of capital implies that ™
‘the starting of a new activity is not pmfitablc but existing activities
should continue.
(iii) if valuations are made on & net realizable basis then an accounting
rate of profit less than un existing activity should be curtailed.

Ex ante accoumting profitability figures obtuined using value to the owner rules as the
valuation convention can thus be used in the investment appraisal process and form an
mtegral mput into mafung an econonlic decision. They can in partrcular indicate the
deau'ab’lity of buymg, holding or selling an mvastment

" Based on the sbove anal'ysis, it may be inferred thiat the performance evaluation
' function of accounting may be satisfied by a simpie ccumpanqon of the ARR and the
:;j.;l opportunity cost.

‘.3 : ' ‘o
%E _ Accounts constructed on an ex post basis accordmg to EKM (1987: 65)

b : i.¢. using actual out-turn data convey the following signals :-

(i) an accounting rate of profit in excess of the cost of capital is prima -
facie evidence of a barrier to entry or that expectations were more
than fulfilled in the period.

(ii) if closing book value of capital is economic value then an accounting
rate of profit less than cost of capital is prima - facie evidence of 4

b
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. barrier to exit at the beginning of the period or expectations were
Accounts construcied on an ex post basis can be used in a variety of ex post
assessments. Investors are interested in the return that has been eamed on equity funds i
invested in comparison with what could have been camed had a different management '
been in charge or different investment decisions been made. I for example the ex post
ARR exceeds the cost of capital, then this implies, as above, cither that expectations
were more than fulfilled during the period in question; or that the present value at the
stast of the period, based on expectations held at that time, exceeded replacement cost.
W&kmmﬁﬁywmhwhﬂewmmﬂnmﬁvﬂym if possible the
investment shou@dhawbeenexpmded.mmdmdmﬁwrnbamwcnuyor
cxltexistmbeymdthcmpaofﬁamdi&qcmanmﬁwdlnotbecxplomd

mp:mﬂsafﬂmmfm wouiqummﬂmﬂw fo.!owmg clungcabe
mmpomadmﬁmmhlmwnts

'!‘hcrqvﬁnaofcomprchmﬂw income (fully srticulnied accounts)
s mwo"vm”avahmnonbase

m:ﬁmnuadwmexpimd fmrammmmmmmdagmstﬂn
overrkﬂmmuia ofmﬁuhm whtich will be cxplomd in the next chapter .
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CHAPTER THREE
THE CONCEPTUAL FRAMEWORK

3.1 INTRODUCTION

In general terms, a conceptual framework is a statement of generally accepted
theoretical principles which form the frame of . ference for a particulur field of
inguiry. In terms of financial reporting these theoretical principles provide the hasis for
both the development of new reporting practices and the evaluation of existing ones.

‘The purpose of this chapter is to explore the conceptual foundations that uhderpin the
acceptability or otherwise of EKM'S progosed accounting treatments. The FASB's
objective for financial reporting indicates that above all the purpose for which
information is provided should be useful. It is consequently necessary to review the
quslitative chamcteristics which are needed to achieve the overarching goal of
usefulness (Baillic, 1989: 22). These churacteristics are the criteria by which ‘good
accounting” is distinguished from *bad accounting. {Solomons, 1989: 29),

Before financial statements can be prepared it is necessary, inter alig, to agree on the
criteria that must be satisfied before an item can be recognized. It is difficult to separate
some questions on recognition from the problems of measurement; but a discussion on
measurement caunot proceed withour ruising questions about the choice of the
accounting model to be used. The choice of an accounting model 1s the subject of the
next two chapters. The qualitative characteristics and the recagnition criteria wifl form
the foundation for the discussion on the choice thereof, The recommendations of EKM
also require that the financial stuements are fully articulsted which necessitates
therefore a discussion of Comprehensive Income, -

3.2 THE QUALITATIVE CHARACTERISTICS OF AN

ACCOUNTING MODEL | |
Accounting has been described as the language of business - a means of
communicating information that will enhance decision making thereby enabling society
to ajlocate resources more efficiently, This view regards the concept of accounting as
being a financial information system. As an information system, the justification of
accounting can be found only in how well acconnting information serves those who
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uze it. The primary ﬁuaﬁtaﬁve characteristics that make financial statements useful for
decision meking are according to SFAC 2 (1980) relevance and reliability.

4 i

Relevance is the characteristic which embodies the fundamental notion that corporate
reports should seek to satisfy as far as possible users information needs. (ASSC,
1975: para 28). Information is relevant if it has the potential to assist a decision maker
form, confirm or revise expectations about the future, or confirm or corect
expectations about the past. Relevance ensures that information cun be both forward or
backward looking either adding predictive or confirmatory value respectively.
Timeliness is an essentinl ingredient of relevance, enhancing information wutility. In
order to contribute to the investment decision model, information must be merial and
hence relevant o the decision making process. - . \\\

A further t of usefulness is reliability. This implies that information must be
representationally faithful, representing what it purports to represent. Unreliable
information Emdcnmnes the credibility of the information, The inevitable consenyence
is the disregard of such information for decision making purposes. By fuithfully
portraying cconomic reality, financial information facilitates a fair evaluation of risk
and hence the assessment of a commensurate reward. Information must thercfore also
be verifiable. This is demonstrated by a high degree of consensus among measurers
using the same methods,

[nvarisbly a trade off is required between relevance and reliability - to improve the
relevance of information it may be necessary to sacrifice absolute reliability. This rrade
off is exacerbated by the fact that the qualitative characteristics cannot be ranked in any
relative order of importance. Stamp {1980: 124) however conducted a study, :iilhough
not conclusive, which revealed ‘relevance’ as the most important criteria for useful
information. Ultimatety a balance must be reached which will yield an optimal level of
useful information,

Comparability and consistency we secondary qualities. They are not qualities of the
information itself , but rather qualities of the refationships between two or more pieces
of information. Comparability is important because of the manner in which users make
rational decisions. Information is critically analyzed and contrusted aguins: some
standard to appreciate its significanc'e. Nevertheless measures 10 force comparability
may result in a loss of relevance,

I8
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Understasdability does not neccssan‘lv mean simplicity and that information must be
presented in clementary terms, for Ihat may not be consistent with thc proper
description of complex economic’ a{mvme.s 'The rewards emanating from a powerful
information base cannof be fully uppreciated unless this - information is fully
understood. THis quallty, however, relates 1o the characteristic of the user as we!% U8

the :ﬁfamhuon iteelf,

All information is subject to two pervusive constraints: materiality and cost “‘Ibcncfit.
These concepts determine what information wilt be provided. The application of the

cost benefit characteristic may cause a certain amount of difficuity, since the costs of |
providingfmancxal information are normally borne by the enterprise whilst the benefits

are maped by the USeIS. For this reason the normal forces of supply and demand wilt
not prn-vall in the marke>for financial information since the extema! user will almost
always view the benefits of additional infortpation as outweighing the costs. Y

The gualitative characteristics discussed above will be utilized in assessing the
desirability or otherwise of alternative vajuation bases und of systems of accounting
for inflation. At the outset it can be seen however that in implementing EKM's
proposals there will be ultimately a trude off between relevance and relisbility when
choosing between different valuation bpses.

3.3 RECOGNITION AND MEASUREMENT =

Rwog;xiﬁdh is the process of fonna}f} ?ecordiug or incorporating an element into the
financinl statements of an entity. Recognition attempts to represemi or depict in
financial statements the effects on an entity of real world economic things and events
(Johnson and Storey, 1982: 2). Recognition consequently involves depiction ¢f the

‘element both in words and by a monetary amount, and the inclusion of that amount in

the siatement totals.

An item should be r' ognized in the financial statements if :-

o it is probable that any future economic benefits associated with that jiem
will flow to or from the enterprise; (SAICA, 1990: para 83) and |

e its magnitude as specified by the accounting mode! being used can be
measured and verified with reasonable certainty (Solomons, 1989%: 43).

k __ e 19




Recognition is consequentlyf "*mstramcd by the accountants concera with usefulness.
Reliability demands that oﬁly measurable attributes of wealth be recognized. In
addition, to qualify for recognition it must he probable that the item will yield
economic beneﬁts {asset) or that there will be a futuve transfer of assets or serv:ces fo
1 others (l:ablhtul -”the probability of yield or transfer of fugyre benefits is 2610 or very
‘mall the itethy . .n‘:’d not conform to the definition and the hrst criterion will mit be
s;;nsﬁcd (Solomons, 1989: 43), '
Solomons (1989: 43) also states that it is ckear fxbm the second g:yndmon that
questions about recognition and measurement are typically not separable, for if an item
* cannot be measured with reasonable certainty then it cannot be recognized.
Determining therefor’ - whether an estimate of cost or valve of an asset or amount of &
financial l:abmty\wcwnﬂy refiable is the matter for profcss:onal judgment in each

case, This aoco;;ds with Rubenstein's (1986: 26) perception that accqummg is nut an,

art nor is iz 4 plecise science, Judgment is invdived in how the facts are g uhen;.{l and

how they are portrayed in the financial stalements, ﬂ .

The failure to incorporsie item.s satisfying the recognition criteria deprives the user of a

full and fair undersianding of the enterprise’s affairs (Griffiths, 1986: 286). The

_ omission is not rectified by dxsclosur- of the aaiqmnng pohc:es used nor by notes or
explanatory material (SAICA, l ’) 82). A significant aspect ot both relevance and

~ representational faithfulvess is complctcncss the inclusion ia reporied information of
evervthing material that is necessary for faithful :cprcscntatmn of the relevant
phenomena (FASB, 1980: 79).

1

[

3.4 COMPREHENSIVE INCOME

EKM's proposals require that alf the accounis are fully anticuluted. Ariculation

requires that the *bottom line profi: figure should equal the charge in net worth in the
bafance sheet. This would exclude any new capital introduced by or distributions
made to the owners, This proposition is however not alien to Accounting Standards

" bodies and is currently included in both existing standards and new proposuls in the
United States and the: United Kingdom. A fully anticulated profit figure is analogous to
comprehensive income.
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The increasing coi.. ‘exity and diversity of the business being reponcd on,

sophistication of the user and .hé pressing need to reflect economic reality huve al m'

y | towards the drive for reporting Compiehensive Income (Robinson, 1991: 109).The

‘FASB's Concept Statement No 6 (1984: para 70) defines comprehensive income as :-

“... the change in equity of s business enterprise during & period from
transactions and other events and circumstances from nonowner sources,
It includes ail chunge~ in equity during a period except those rcsul!mg
from investrnents by owners and distributions to owners.”

/.:
Although the FASB has defined comprehensive income it has not reqmrm’ ‘that it be

reposted in financial statements sven though in SFAC 6 (FASB, 1984 : puru 13) it
proposcs its inclusion. The FASB is, howaver, moving from concept to application

comprehensive income. The objective of the project is to issue & Statement of Financial

Accounting Standards that requires business enterprises to report jl coiponents of

comprehensive income in one or more statements of income o Tiitincial performance

for the period in which those items are recognized. This hias resulted in the issuance of
- \Exposum Dra& 162a (FASB, 1996; Reporfiug Comprehensive Iniyne |

/fhe United Kingdom's Financisi Reporting Standard 3 , Reporting Financial
Q«W (1992 :pare 27), does not include a definition of comprehensive income.

1] mmhdmmquhea that a statement of total recogniz \gains und fosses be

included as & supplement to the profit and loss account. This . would include
gﬂmnﬁi«mﬂmammsnmd in the period mwfur as they sre attvibutable to
" sharsholders (ASB, 1995: 27). Gains und losses wtmld be recognized, therefore,
cither in the profit und loss account or in the new founh primary financial statement of
“Total Recognized Gaing and Losses’. Gains which are samed and revlized are
~ recognized in the profit and loss account, whilst gnins which are eurned bt not
realizad are recognized in the statement of “Total Recognized Gains and Losses’.

-_\:""./_
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The comprehensive income approach hw 4 number of apparent advantages (Emnst and
Young. 1994; 1124):-

e the omission of certain charges und credits from the computation of the
net profit or loss for a period opens the door to possible manipulation
or smoothing « . .esults over a period;

¢ 3 profit and loss account which includes the effects of all transactions is
more easily understood and less subjeciive to vasiations resulting from
the application of subjective judgments; and

# fuil disclosure in the profit and loss account of the nature of ull
transactions will enable users to muke their own assessments of the
importance of the items and derive an Bppropriate measurement of
incormne based on their own specnﬁc needs.

Comprehensive income demonstrates articulation between an enterprise’s” financial
position at the end c. the period and all aspects of its financial performance for the
period, thereby enhancing not only the understandsbility of the statements but aiso
user confidence in them (FASB, 1996 : pura 61)

A differing view of income which contends that the aet income should not be distorted
by abnormael, unusiel or non recurring events and transactions is often referred to as
the * current operating performance concept’. This is well entrenched in accounting
practice, The emphasis is to eliminate from reported net income any distortive effects,
resaiting i 2 more meeningfui figure for inter period and inter firm comparison.
Management is regarded as being in the best position to decide what should be
eliminated. Proponents of this view suggest that since net income for a period
emphasizes an enterprise’s current financial performance for each period, prediciions
concerning future enterprise performnince might be best faciiitated through the
elimination of the aforementioned.items. Nevertheless, becausc of the artificial nature
of the accounting period and the subjectivity necessary in the application of this
concept, the assessment of future performance can best be aciieved il it is bused on
the entire historical performance of the entesprise cver several yews (Ernst and
Young, 1994 : 1125). '

Although comprehensive income is u useful measure of overall performance,
information about ths components that make up comprehensive income is also.nceded.
Displays of income by desegregution intc cutegories consisting of simitur or like items .
is essential to users needs {(Johnson, Cheri, Reither and Swieringa, 1995: {33).
Furthermore academic research has aiso consistently demonstrated that capita! markets




~ tendto p!aoc different welsius on different componew of repmed income (}ohnson
- et &l, 1995: 135). !ndwidual iterns may be interpreted differently. Consequently this
calis for 2 d:spaay of comprehensive income that allows componénts of differing
chaucmrt_obemn and evaluated separstely (AIME, 1993: 63).

The selection of a valuation base and a financial mairtenance concept cannot he made |
in isolation a8 it is impossible to assess a purticular method fuily without reference to

the full system of which it is part. This chapter has conssquently lnid the foundations
for the issues discussed in the foltowing chapters. -
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ASSET V¢ .UATION METHODS

4.1 INTRODUCTION
The Accounting Rate of Return is dependent on a fully articulated income measure.

The level of income determined is a consequence of the measurement basis applied to
opening and closing capital. To yield the appropriate Comprehensive Inconie figure
VTTO is employed as the method of asset valuation for the opening and closing values
of capital. The purpose of this chapter is to outfine and conceptually evaluate the
eppropriateness of VTTO as a vailuation base. VTTO comprises of an algorithm that
includes a choice of one of the following valuation methods:- replacement cost, net
realizable value or present value. These alternative valuation methods, os well as
VTITQ, will be discussed.

Asset valuation comprises one part of a [inancisl reporting systean and the validity of
the asset valuation method depends in part on its corisi.stency with the aims and
methods of the repor:ing system as a whole. The valuation method will be considered
in.conjunction with a capital maintenance concept, the two being combined 1o create a
measure of income. Although the focus of the discussion is asset valuation, it is
difficult to separate this from the question of income measurement or other aspects of
the financial reporting system.

The chapter will begin with a discussion of why the hivtorical cost valuation methad is
being rejected in favor of current valuation' methods., The main methods of asset
valuation will, thereafter, be outlined together with the arguments for and against those
methods. The next chapter will develop these concepts in order to exp!oi‘e the capital
maimenance concepts and a system of accounting in periods of inflation.

4.2 HISTORIC COST

“The (historical cost) accounts which directors of a company are squired
~ to Iny annually before the sharcholders have evolved slowly over a Jong
period of time ind have almost invariubly lagged behind the current needs
of their users, Even the terminology has outgrown common sense. For
example, a balance sheet is no longer a sheet of the residual balunces of
undepreciated original cost which are carried forward in an entity’s books
and which mean something to an owner; rather it is a hotchpotch of costs,
valuations and adjusted figures which indicate neither the worth of an
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entity as a whole nor the separate worth of its individual tomponents.

- Similarly, a profit and loss account does not produce a realistic figure of

rofit or loss since many changes in an enterprise’s wealth are omiiled
from the statement.” (Amold, Boyle, Carey, Cooper and Wild, 1991: 13)

‘There is dissatisfaction with the use of historic cost as a valuation base. Historic cost
is based on a venture rather than « going concern view of the firm . Under the venture
concept, each asset is regarded as a separate venture, such that income is camed for
each venture. Thus net income is measured by setting off against revenues the cost of
the assets ventured in earning tho.sg\fevenucs. The replacement of those assets is
treated as a distinct veniure for which funds should be raised iridependently. In an
historical cost system , assets und liubilities are measured at their value af the time of
acquisition. Historical cost, therefore, has two important properties: first it is based
on transactions and secondly, it represents current value at the time of acquisition
(ASB, 1995: para 5.12). In practice however the pure historical system has been
modified 1o prevent assets from being reported at greater amounts than their cusrent
value {ASB, 1995: para 5.14) . There are also numerous other departures from the
pure historical cost system that are permitted by statute and generully waccepted
accounting practice. The abridged version of the historic cost model results in
proprietor’s capital being a hybrid measure whose significance is not immediately clear
{ASB, 1993: para ).

Histo. ic cost has the virtues of reliability, objectivity and low cost. The low cost is not
onty » funstion of preparation but also of processing by users, since this is the method
fo . ,h they have become accustomed. The reliability and objectivity are not however
absolute and the method does involve aggregation and allocation problems. It involves
aggregation problems becuuse it is inappropriate 1o aggregate assets acquired some
time ago with those acquired recently because they are expressed in different units of
purchasing power. The sum totul of assets, therefore, is meaningless and combining it

with liabilities to show an entity’s finuncial position, does not, in practice achieve.

anything (ICAS 1988 : 35).

Whittington (198%: 17) debates that if we aggregate the sum of individual assels we
face the probiem of what the total meuns. Is the total equal to the total v e of the
firm, and if not what is its significance? Clearly the sum of the assets under historical
cost conld mean many things. Allocation is concerned with the process of atiributing
values to individual assets when their combined value arises from joint activities.

§
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There is also the aliocation problem which arises when attributing values of the same
asset to different time periods. Whittington (1983: 17) asserts that any allocution of the
value of the asset (o specific periods is arbitrary as the purchase, in some cases, is
essentially the purchase of the asset’s services over the whole lifetime, not for
separable sub periods,

The main objection to historical cost is usually on the grounds of relevance (ASB,
1995: para 5.19). It is often argued that *bygones are bygones’ and cconomic
decisions must depend ob curtent  values. Whittington (1983: 49) concludes that
historic cost is found to be deficient with respect to decision making and valuations by
shareholders and others. Another criticism which receives widespread support in the
literature, and has previously been discussed, is that historic cost accounting does nat
yield a rate of return that has any relevance to economic evaluation or decision making.

The historic cost and realization principles lead to a measure of income that is a
heterogeneons combination of current and prior years activities. Application of the
doctrine of prudence results in an anomafy in that only the downside is reflecied. The
reported income misleads and confuses the decision maker; the user is deprived of
relevant information with which to assess the operstional and other activity of the
period under review.(Lee, 1985: 67)

An entity's assets are normally held for either use or resale, There is a valid irgument
to be made in support of valuations which reflect either of these two courses of action
- i.e, to use values appropriate to the purpose for which assets are held. By reflecting
assets at their ‘value to the business’, user understanding would benefit most from the
fact that the amounts ascribed to assets would now closely approximate the values
now often azsumed by shareholders and others (Miller, 1980; {29).

Carsberg and Page (1984: 170) emphasize that the worth of a resource entrusted (o a

manager is better measured by its current value than by its original cost probably many
years earlier. This view is also supported by The Solomons Report (1988) and the
ICAS Report (1988) whose authors plead for cument values as a valuation methed
which would result in a beiter represeniation of economic reality, Edwards and Bell
(1961 cited in Whittington, 1983: 111) provide the most compelling reason ciiing that
current valtes provide an account of the economic progress of the firm to date, using
the latest available market validated information.
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It a current value system of accounting, assets and liabilities are measured regulardy so
that changes in value are recorded as they occur rather thun simply when they are
realized (ASB, 1995: para 5.2). The choice of a current valuation base is, however, &
very complex issue. Not only are there three basic types of valuation bases usvaitable
(RC, NRY, PV) but within each type there are a aumber of variations possible. There
is also an eclectic approach known as VITO which selects the valuation of a purticular
asset according to such circumstances ax the relative values arising from the alternative
bases (Whittingtot, 1983: 115).

4.3 CURRENT VALUATION METHODS

Current values are based upon current market prices which are incorporaled in the
traditional process of recognizing and recording past transactions. This accounting

process does not abandon the objectivity of recorded transactions but it does requir.: e

that when i:aast values become outmoded owing to the efffuxion of time, .1pproprid\"“
valuation adjustments be made to re-express the assets’ and labilitics’ nnderlymg
residusl equity in contemporary terms.

refiability than historical cost (ASB, 1995 : para 5.28). This is particularly Iikely to be
the case for assets that are not regularly dzalt with in active markets and when assets
are stated at present value (ASH, }@95' para 5.28). In the majority of instances,
however, where established and giﬁnemlly known market pnl es are available for use

this would not be the case (Lee, 1\9 5: 70). The use of current ¥alue can also raise the

aggregation and allocation prf,lblcms alrendy discussed.
N

The most important advantage of current value is its relevance to users who wish to
assess the current state or recent performance of the business (ASB, 1995: para 5.25).
Current value attempts to minimize the faults of historic cost by presenting
contermporary values, reporting unrealized gains and segregﬁting priur period from
current period income elements. In general it is argued that for decision making and
cbmparative purposes current prices, position and progress are relevant. Il should be
noted that, in 8 world of perfectly competitive equitibrium, all of these values (RC,
NRY, PV) siiculd be equal, and differences between them will depend upon the
degree of imperfection and/or disequilibrium in the relevant asset warkets.

S

P

J

The main disadvantage of current value is its apparent greater subjectivity and lower *. N
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Practical decisions about the choice of a current valuation method will be strongly
influenced by matters of costs. Accountants can record, report and interprel economic
events in any (fair) manner, subject to the attendant costs being accepteble.
Contemporary management information systems should be well dcvc!oped 10 reﬂi.\ct
current values, The availability of current vaiue information is crucial to mmugement
in order to perform effectively und muximize productive resource utilization,
management needs to assess the benefits relative to the associated costs. McMonnies
(ICAS, 1988: 20} reiterates that the information that stakeholder’s need in order to
make decisions is the same in ki1 4, but aot in volume as the information management
needs to run i, Application of this postulation reveals that the cost of providing curreni
valoe information to stakeholders should not exceed the benefit.

In choosing between the historical cost systern and a corrent valne approach there is
clearly 2 trade off between relevance and reliability. The choice may favor current
value or historical cost depending upon the circumstances and in particular the
availability of relisble cwrrent values. Furthermore, in deciding between the two

_approaches the cost of obtaining current values must be weighed agsiust the benefits

from increased relevance. As markets develop for various kinds of assets however,
the religbility and svailebility of current values may be expected to impiove and the
cd = -of using current values will probably reduce. The ASB (1995: para 5.38)
believes that the practice should develop by evolving in the direction of greater use of
current velues to the extent that this is consisteni with the constraints of r.iiability and
cost, '

Some specific issues with respect to each valuation method are addressed in the ’

following section.

4.4 REPLACEMENT COST
Replacement cost is the current cost of replacing the asset in its current stute, It is

based on current market values and is often referred to as ‘entry value’. The major

authority for the replaccment cost systemn is usuaily regarded as Edwards \g\md Bellina

work puhhsm in 1961, Others such as Revsme (1973) huve since developed or
further enhanced the concept.
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The relevant data provided by the replucement cost profit and loss account are u
statement of the operating profit based on current replacement costs and a statement of
both realized and unreslized holding gains. The opemiing profit agsesses the
peofitability of operating activities and will be of direct essistance in predicting the
future only if prices, costs and levels of activity are expected to remain the same
(Whittington, 1983: 121). If, however, these assumptions do not hold the figures will
still he a closer and more meaningful point of reference than Historical Cost.

The basic assumption underiying replacement cost accounting is continuity of the firm.
This assumption requires thet charges for the consumption of assets should be based
on the cost of replacing them. Assets are w:wed pasticularly us representing future
services or opersting capacity (Raillie, 198%: 60). This choice reveals one of the
problems in using replacement cost in that the question arises of what is being

repiaced? Repiacernent of the physical service (reproduction) or replacement of the
physical ebject (Whittington, 1993: 118).This is & pfoblem that involves replacement

i policy, obsolescence and technical change (Lee, 1985: 89). In other words, a

perticular rescuros may not be replaced in the future or & resource may be replaced by
an equivalent one rether than sn identical one (Lee, 1985: 89). Replication of the
specific asset may not be cconomic if a technically equivalent cheaper asset is
availsble. This suggests that replacement of the specific service by the cheapest
possible means might be the best way to assess RC..The optimal technology may
however have changed since the original asset was insielled, sither because of
technical progress or because of movément round the production function due to
relative factor price changes. In such cases the optimal cconomic replacement might
involve a different technology with different factor costs and the replacement cost
would need to reflect t.his.-

M:Monnicr: (ICAS 1988: pura 6.25) advocates that the main resson that (he Institute
of Chartersd Accountants of Scottand did not recommend replacement cost *.us the
principal base of asset measurement is that it does not represent worth, bemg, a Cosl ‘\
based measure,” He sdds that business activity is about adding value, so financial )
statements should reflect this. Whittington (1983: 119) agrees that a replacement cost
balance sheet fails to provide some important information about the value of the firms

™ assets.
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Replacement cost accounting is concerncd with the maintenance of a given level of

physical assefs or opemting capacity. As such the ASSC {19‘?S° pam 7. 29) conciudes

B managcrs and internal users, but the mcthod is deficient in pmvxdmg a complete
answer.

45 NET REALIZABLE VALUE |

Whittington (1983: 122) refers to NRV as an n\mntwcly appealing’ valuation basis for
accounts. He supports this intuition by conciudmg that if accounts purport to represent.
value then a natural interpretation of value is the amount of money for which the asset
can be exchanged in the market place. Under this method, assets are valued ut their
seiling price in terms of the current cush equivalent of the benefits obtainable in an
ordesly program of asset disposal in current market conditions (ASSC, 1975: para
7.3). This method was first advocated by McNeal in the 1930’s and has since been
developed by Chambcrs and Sterling (Baiilie, 1985; 74).

ity

The use of sélling prices raises one important issue: what seiling price should be used;
as various alternatives are available?

“Should they be those arising from an assumed liquidation of the entire
entity or should they be based on the assumption of orderly liquidation?
Should they be the reatizable values of the resources in lllclr existing state,
or should they be tial realizations of the resources in their finished
state, but adjusted for future costs 7 (Lee, 1985: 91).

Lee (1985: 91) advocates that it is generally accepted that the NRV’s used should be
those assuming orderly rather than forced resource realizations; and based on murket
prices existing at the time of measurement and reporting rather than adjusted futum
selling prices. :

McMonnies (ICAS, 1988: para 6.20} in Making Corporate Reports Valuable
advocates the use of NRV stating its principle advantages, inter alia, as.-

o The values assigned to assets and Habilities may be readily observable
in the market place. '

® MRV is a value which is readily understandable by investors and other
users of accounts.
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* The use of NRY has properties of additivity in that the amounts can be
sdded together and mean something. :
Whittington(iQ&}: 126} concuss with the above and adds that M2V gives the user an
- indication of an intportant opportunity facing the firm, that of ux:posing of the asset.

McMonnies (ICAS, 1988: para 6.22) acknowledges that the merits of using WRY has
been expounded with great conviction and enthusiasm by its peoponents over many
years, but it has not to date met with any significunt measure of supi} et from
professiona! practicing accountants. There are a number of perceived disadvantuges
(ICAS, 1988: para 6.22): '

® It has no relevance for a continuing business which has decided not to
_ dispose of its assets but continues to use them.

¢ For some fixed assets it may produce values WhJCh have no relauomhup
to the asset’s value to the business.

NRYV is one measurse that is _rclcvaﬁt in a2 wide range of situations but is not the only
relevant measure ; in many cases it may be compared to altemative measures,

4.6 PRESENT VALUE =

The present value method takes assets, orgnnpso* assets or the entekprise as u whole
and values them st the present value of the expccwd future stream \f net cash flows
aitribuiable thereto, applying dlswum rates that refiect prime interest cost and
enterprise risk {ASSC, 1975: para 7.34). The PV is ofien referred to as the ‘true value
of an asset of a firm. This would only hold under restrictive conditions that do not
hold in the rea! world in which accountants operate (Whittington, 1983: 128).
Whittington (1992: 98) notes that there are some important issues relaling to the
precise choice of method in the use of PV for valuation:- -

» Aggregation - clemly in a productive pracess, cash flows are the result of
the interaction of many assets, if we try and disaggregate asset valuation:
precisely, the probiem of allocation arises: how do we allocate a joint
return to separate usseis?
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e Assumed use - the expected cash flows will depend on the use to whick it
is assumed the assets will be put. For example, it would be possible to
assume either that the assets were to be put to their most profitable use or
that they were to be applied to a less profitable use preferred by the
management,

* Discount Rate - conceptually there are a number of discount rates avgiluble
that can be used. | :

j

The information used is highly subjective, such as the amount“and timing of cash

flow, and the interest rate and risk factor which go to make the discount rate (Baillie,

1985: 91). Using PV inevitably involves a degree of uncertainty arising from

!estimw'ng the future and the extent of this is likely to vary according to the type of

asset, fype of business activity and the specific situation of the firm owning the asset.
The use of PV has typically been relaxed where current cost accounting has heen used

in practice in both the United States and the United Kingdom in FAS 33 and SSAP 16
respeciively; it has euphemistically been referred to-as ‘value in use’ as opposed to

PV,

47 VALUE TO THE OWNER R

\\

As there are a number of opportunities uvailable to i organization at any monsent in

time we can infer from the above discussion that there are as many valuation buses
available. One opportunity currently available to the firm is to replace the assets (RC),
another is to sell the assets (NRV) and the third is to continue to use the assets (PV).

The fact that several current vatue bases ure available raises the problem of whether

any single valuation method should be chosen and if so which one (EKM, 1987: 39).

Whittington (1983: 131) concludes that each of the valuation bases is of potential
relevance in pasticular circumstances and therefore it is only natural to consider an

approach o valuation which makes use of all three pure curreni valuation bases,’

seiecting one according to its relevance to tie particular assets concerned. This method
of veluation is referred to as VITO which has intuitive appeul as & pragmatic
compmnnse between rival current valuation mathods {Whittington, 1923: 131). VTTO
has over the years become part of uccounting p-'@ctlce as well as receiving considerable

artentlon in the literature. The rmost surprising q\spact emerging from a survey of the

(

j
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literatare is that 50 little has been written abowt *.. concept’s underlying thea}ncui
basis despite the support that it has rezeived (Ashton, 1987: 6).

Ma (1976: 163) traces the origin of YTTO from the 1937 writings of Bonbright who
applied the principle in consideriilg compensation for the loss of property.

“The value of 2 p:'operty to its owner is identical in amount with the advche

value of the entire loss, direct und indirect, that the twner might expect t6

;%ger if he were deprived of the asset.” (Bonbnght cited in Stdmp. 1971:
) .

During the 1960’s and 1970's various writers such as Baxger, Edey, F':n‘ker and
Harcoust, and Sclomons develaped the iden furthe: for accoummgl N In 1975

 the Sendilands Comnnttec adopted VTTO as the appropriate vawaﬁm tsa.se and since

then it has besn the asset vajuation bése” of alt British proposals for current cos* .
accounting including SSAP 16 in 1980, In the USA, V‘I‘If) was mcorpomted as the
appropnal:c valuation base in the FASB’s 1979 FAS 33 Fmtfm.ml Repoﬂmg arxl
Changin} Prices' accountmg standard.~ It was similarly incorporated -in Canada,
Austtalxg 1, New Zealand and South Africa, Wﬁittmgton (1993: 121). and others have
referred to VITO *... as a practical technique In search of a theoretinal justification’.
VTTC has also never been demonstened to arise ot of a pflr;icular information
requirement of a potential user of financial reports, other than fhai-of an insurer. -
Ashton (1987: 4) claims that no substantive, let alone cogent, reasons have been put
forward by the standard Letting bodies who so enthusisstically sadorsed this concspt.
Thir reasons have beer very subjective and highly intoitively baszd. 1t appears more
on faith than on logic (Ashton, 1987: 4). It would appear therefore that EKM, in
developing the ARR, that utilizes VTTO as a valuation base, may have pmwded such

a Justtﬁcatmn ‘

As previously discussed Lee" J%85: 106) purport:‘that the assets of an entity, .re
either held for use or resale. There is therefore an argument to be made iy support of
valuations which reflect these two- altemative courses of action - i.e. to usc velues
appropriate to the purpos Jor which assets are held. In these circumstances . it can be
further argued that the upper limit to the value of an asset 10 the entity is its RC; for
that is as much as the entity will bse should it be deprived of it (Lee, 1985: 106). This
is the foundation to the VIO valuation mathod. In its purest form, ~ :approuch
values an asset at RC or economic vaiue (EV) whichever is the higher & | a R where

n
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economic value is defined as the higher of NRV or PV. ¥ thus chooses onc of RC,
NRV or PV uepending upon their relative values,

-

Table I (Ma, 1976: 163) below shows that thei. are only 6 possihle outcomes from -
the application of these rules:- . ) ¥

B VS Lo s S i
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& | ““Table 1 T ok ‘;

: Value fo the Own:i

Case S interrelationship . VITO

Asset in Use

i PV>RC>NRY RC

2 PV>NRV>RC RC

. 3 RC>PV>NRVY PV

Vo Asset In_Trade - L
- 4 NRV>PV>RC RC o,

: 5 - NRV>RCSPY RC : S

b Asgset In divestiture _

f. 6 _. : RC-NRV>PY NRY

e

i

TTwsdouth;rnes essentially inform @thj;}:ﬂ case for example the asset will be héfd in L
use and valued at RC. It is vatued stRC when PV in use is the firm's most profitable w .
alternative and this would imply that thé usset would be replaced when needed. # et |

" in Trade describes an asset that would be held for pesale but which would be replaced

: | since its NRV exceeds its RC. Assets in divestiture refers to the option when sal= is
the most profitublq vre of the asset and replacement is not considered worthwhile; : \

. NRYV is greater than PV and RO is greater than the PV in use o : k -

(Whittington, 1983: 132), -
1

- EKM (1987: 41). howe“r-r. make the assumption for the ARR with respect to fixed . ‘o .
assets that RC is never less than NRV. They claim that in practice °. ... for fixed a2 i
aisets, cases in which the asset’s selling price exceeds its buying price are llkcljr to be _ :
extremely rare. A situation in which NRY is greater than RC is unlikely to persie1 for
.loﬁ;-;. Firms will be able to make a profil hy selling the asset they possess and buy new
“ones, This process will raise RC and reduce NRV until the arbitruge is no longer
v:abh- This therefore red s the .wa-lah!e configurations for fixed assets to cases 1,3

b and 6 z‘bovc
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The three valuation methods that form (v foundation of VTTO each have their own
set of advantages and disadvantages which bave been explored. Would combining
these three valuation methods lead to a summation of the underlying problems in each
of the component methods because on!y one method is binding in a particular case?
This is poss:blc because all three valuation methods are considered when one is
selected, Thuss, rules of thlh type tenid to combine the problems of alternative valuat:cm

mcthods VT‘TO however also runs into additjonal criticism pecul:ar to it. '

Lee {1985: 119) as wcll as many other authors proposes that VTTO concerns the
notion of the entity being deprit)ed of its assets. He claims that this is entirely
hypothetical as, at the time of accouniing, deprival has not taken place. He therefore
questions whether this information is relevant for those persons interested in receiving
information about the pmgress and financial position-ef the firm,

Baillie (1985: !03) suggcsts that muxing altemnative values resuils in a hctemgcnccus
non-additive fist of values and an incomie measure which is meaningless or at least
difficult to interpret; such d:mcully impairs the usefulness. Whilst the values are
heterogeneous st base level, however when considered at a higher level of the value to
he firm more homogeneity is suggested (Bailfie, 1985; 104),

Another problem ir applying ¥VTTO concerns aggregation. These rules have their rodts
in the valuation of individual assets, but the sum of the values to the owner of
individual assets may, when the assets are interdependent, fail to indicate the VTTO of
the group of asseis taken as a whole (Whittingion, 1983 :135).

Empirical evidence underscores VTTO s viability. Carsberg and Page (1984: 81) claim
that c.:mpamcs adopting positive attiudes and common sense views of e
rneasurc nts reveal that the usefuiness of the system is not impaired. Fusthermore,
future nnch combined with experience in dealing with current values may one day

‘provide the same level of assurance as exists in the present hybtid historical cost

system.

The main case for VITO must depend upon its relevance to a particular purpose.
VTTO has been justified in terms of economists concepts of whicit values are relevant
to decisions about disposals of assats. In other words the value represents the loss the -
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business would sustain if it were deprived of the gsset, on the assumption that the
business loss is mmnmmd. Rules of this type usually have some theorstical claim to
relevance. - |

Accounting is not an art nor is it a precise science. Judgiment is involved in
how the facts are gathered and how-they are portrayed in the financial
statements. (Rubenstein, 1986: 26}

The objectivity, consistency and low cost ussociated with historical cost are of littie
merit if its applicstion produces figures which are. o_f po usc {o decision makers.
Furthefmore, the variety and complexity of modern business transections mecans that
historica cost is no longer a5 objective ux once claimed. The need for judgment in
iinsncial reporting even under historical cost is often insufficiently understood, and

‘may contribute towards the prevailing ‘expectation gap’ (Amoid Boyte Carey,

Coowu‘Wd&!QQl paral) S

mmmmm aliows apamc\ﬂnmmme. the ARR to have

estie dmred for ansviering economically intevesting questions. It also
hasbeen favmadasavdnatim method andmn»:oh-apractmalcommm between

the rivai valuation methods. VTTC has boen seen to o be supenor but has been

pmvbmsly numd by its mimma} theoretical foundations. idwould appear, therefore,
that the ARR provides the theoretical foundations needed, Cuuem valustion methods
muﬂpmvubmuuﬁxl information than HC. As VITO | is an integral puct of the
mm.mmmmuwmmmmmcum vakm
method,

&

&
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CHAPTER FIVE oo
CAPITAL MAINTENANCE CONCEPTS

5.1 INTRODUCTION

The success of the whole system of business depends upon the
truthifulness of reports. The truthfulness of reports depends mainly upon
the truthfulness of accounting. The truthfulness of acconnting depends
largely upon the truthfulness of the dollar - and the dollar is a %iar! For it
says one thing and means another. (Sweeney, {936)

Despite Sweeney's insightful statement, inflation adjusted profitability measures are

" not absolutely necessary. EXKM (1987: 71) liypothesize that the performance

evaluation function of accounting is satisried by a nominal comparison of ARR and the

nominal opportunity cost. It is therefore prssible to answer o broad rarge of

economicaily interesting questions without adjhsting the accounts for the effects of

inflation. Once the appropriste opportunity cost of capital can be identified then |
provided that all assets are valued at current prices, be that at NRV, PV or RC,

problems for identifying price indices for inflation adjustments do not arise.

It is generally accepied that there is one correct. definition of income in an accounting___'

sense and that is the economist Hick’s definition. Hicks (1946: 172) defined income

as the maxirnum value which a mun cun consume at the end of the week and stifl
gxpect to be as well off at the end of the week as he wes at the beginaing. Following
on this idea the Sandilands Committee (1975 : para 201} anajogousty defined the
income of a company as the maximum value which a company cen distribute during
the period and still expect to be as well off at the end of the period as it was at the
beginning. Consequently, the reaiity is that financial reports must provide additional
informition . sbout distribution; this implies that profit must truly represent the
inctement over and above a maintained level of real well-offnes. In other words, if
profit iz to be used to determine the: income accruing to shareholders in the Hicksian
sense of feasible consumption while maintaining capital intact , than the real earnings
potential of capital has to be established . |

This chapter will begin by reviewing the history of inflation accounting in South

Africa, the United Kingdom and the USA. Thereafter, it will focus on the ulternativi
capital mintcnanoe'i;{mccpts. The capital maintenance concept and ibe valuation

5
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method chosen determine the resultant income messure produced. They are the two
legs upon which an income concept stunds, The concepts developed will be used to
discuss the Real. Terms systems of inflation accounting. This methodology combines
& VTTO valustion base with a financial cupital maintenance concept and has received
much support over the years.

5.2 HISTORY OF INFLATION ACCOUNTING

The environment in which the accountant lives may be likened to a vast, flat
plain. We can go North, South, East or West as we wish. Things can be
changed by n%u wement or by edict literally overnight, as we have seen in
recent ysars. This may sound like a luxury; but on the contrary this is the
very source f the battle in which all accountants are enforced to enguge,
because we must ésstify what we do with very few sources of justification.
(Lliri cited in Ma 1982: 195)

There has been miuch concern world-wide about the impact of inflation on financial
reports. Inflation may be dufined as 2 decline in the purchesing power of mcney due to
an incrense in the general level of prices. It has been experienced throughout history.
There are few subjects however on which more hot air hag been expanded, pupers
written and ill feeling generatad than the appropriate ireatment of inflation in ;.ompany '
_wecounts, {T'weedie, 1984: 155)

Despite innumersble reports, committees and guidelines the current state of play lias
not advanced much from where it was at the begioning of the [970's, No one
proposul gained lasting acceptance. Indeed, the various methods proposed and their
rapid appearsnce snd withdrawal probably resulted more in confwi‘ipn than
enlighténment (Tweedie and Whittington, 1983: 156).

_As inflation is generally perceived to be receding, the urgency of reaching a consensus
on the subject appears to be diminishing. Mayer (1987: 8) however cautions that:-

~.accepting hiswnc cost accounting on the gmnnds that inflation has been
em:hcated is about as sensible as devising investment strategies that assume
that bull markets will cummuc for ever; investors who do go bust,
sccountants who do lose trust.”

e,
[T

Hiy)

Co.ngmcency is far from warranted. Kay and Mayer (1984: 11} demonstrate that the
magnitude of the torrections that have to be made for inflatisn are consideruble and
that the inaccuracies invoived in recying on historic cost accounts are not limited only
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to periods of high inflation. Despite tise obvious need Whittington (1983: 37) concedes
that there is not a single model of accounting or single summary measure that will meet
the needs of afl users and uses of accounts in all circumstances; the historic and future
debate on accounting is unlikely to lead to the emergence of an ideal solution.

It would appear that the standard setters in the United States were the ‘st to react

- when in 196! they recognized that it wus no longer tenable for preparers of {inancial

staterments to continue to ignore fluctuations in the value of the dollar. Presentation of
supplementary geners! price level adjusted information was recommended by the
Accounting Principies Board in Statement No. 3 in 1969, This involved translating ufl
measurements in currency units into units at a common dae by using a general index
as an indication of the purchasing power of currency at different points in time, This
became known as Cuirent Purchasing Power accounting (CPP).

The movement by the accounting profeksion in the United States towards CPP
accounting was however, inter alia, obstructed by the issue of ASR {90 by the
Securities und Exchange Commission which called for supplementary disclosurs of

_mpiacenmi"t cost information (BIC, 1979: 94) . The FASB responded in 1979 with the
isste of Statement of Financial Accounting Standard 33 (SFAS 33) which required

large businesses to report both CPP and Curreat Cost Accounting (CCA) information.
The pure CCA approach measures the effect of changes in- the specific price levels on
the financial statements of the enterprise. CCA consequently uses current values for ity
asset valuation and in its pure form involves an entity capital mainienance concept. Thb’”*/
reporting of both CPP and CCA was in effect the firs{ mové towards a modiiied Real
Terms Accounting system. SFAS 33 was however withdrawn in 1986 by the FASB.,

The initial move towards an inflation accounting standard in the United Kingdom wis
also directed towards a system of general price lqu. restafement, The professional
proposals for CPP accgunling, Exposure draft 8 (1973} and Provisional Staternent of
Standard Accounting Practice No. 7 (PSSAP 7, 1974) resembled the United States
APB 3 (1969). This called for the use of a consumer price index in providing restated
supplernentary financial statements. in 1975 however the Sandilands Report proposed
a complete change of direction, favoring CCA. After a torfuous process an accounting
standard; SSAP 16 was issued in 1980. This required large businesses to prepare at a
mirtirrmm;ﬂ__l supplementary CCA information. in conjunction with Historic Cost

!
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infortoation. Following the fall in inflation rates, the experimental nuture of SSAP [6
and the lack of general acceptance, inter alia, SSAP 16 was withdrawn in 1985,

Two further attempts were made in issuing a statement in the United Kingdom,
Exposure Draft 35 (1984) Accounting for the effects of changing prices and Exposure
Draft 38 (1985) Reporting the effects of changing prices on eurnings, Duz to the
resistance and resuitant innumerable problems the Accounting Standards Committes
however announced that it would make no further attempt to deliver a standard on
accounting for inflation (Whittington, 1996: 44).

Pong and Whittingion (1996: 51) recently explored the reasons for the demise of
inflation accounting in the United Kingdom. They put forward & number of reasons
discussed below. I is interesting to note that ﬂi?}e do not include luck of relevance:-
p _
* The i;ansion between the companies dnd their anditors resulting from the
company tending to prcfer flexible mcthods of reporting whilst the
auditors preferred closely ‘prescribed methods

¢ The importance of the change in the economic environment, espectally the
decline in the inflation rates.

e The Accounting body’s internal politics and membership composilion.
¢ The reluctance of the government to lcgislahe a number of the proposed
solutions.

¢ The general absence of significant participation by users of accounts,
parti. slarly in responding to exposure drefis. '

In their 1993 peper ‘The Role of Valuation in Financial Reporting’, the ASB (1993:
13) commented that whilst current cost finuncial statements are rare today in the UK,
the benefits to be obtained from these statements are still perceived to be of sufficient
importance to warrant their continuing use by former nationalized industries privatized
in recent years. Publication of these financial statements are in iine with the
recommendations of the Byatt Report published in 1986, This therefore emphasizes
the importance of accounting for changing prices where current cost' financal
statements were deemed {o be more useful in deterinining, inter alia, the real return on
capital employed (ASB, 1993: paru 14).
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In South Africa, despite relutively high inflation rates, a standard on irflation
accounting has yst {o be produced. In Aljgust 1978 an Accounting Guideline AC201:
Accounting for the E;ﬂ'em of changing prices was issued. The guideline was bused
on OCA and called for supplementary sdjustments to the income statement with no
corresponding balance sheet adjustment. Exposure Draft 66 (ED66) which was issued
in Septermnber 1986 concerned itself with the Balance Sheet and did not supercede
AC201. Subsequently the Accounting Practices Board decided to pursue the route
taken by EDGS but to expand the document to give more guidance on what the
appropriate method of valuation should be and on the adjustments to the Income
Statements (Singer, 1991: 167). Exposure Dreit 77 was consequently issued in

* September 1989. Similar to overseas trends however, the ques for an ucocptabie

solution was abandoned,

A review of the history of eccounting for inflation reveals little general acceptance.
‘The disparity between pmmotmg the value of inflation accounting and implementing
an appmmm sys:em becnmcs strikingly obvious. Despite this Kay and Mayer (1984
1) warn thet even if we Wére able to predict with confidence the permanent
eradication of inflation hencafor:}) 8 proposition which only fools and munifestos
might support, we would never justify a return ¢o historic cost accounting. The debate
on inflation accounting has identified a pt]"numt inadequacy in modern day finuncial
statesnents, The lack of an acceptabie solution 1o date should not, however, imply that
the problem can be ignored or that it will disappear.

The hisiqri@l review was not intended 1o discuss the myrisd methods that have been

propi }he past. Instead it served to confirm that the vast arrey of methods are so

numcm‘ns thata pmposeA ‘solution can and must be considered only by referring back

1o thg-qfundammi_c;mccpts. The ARR, us advocated by EKM adds a new dimension

to thc choive of a valuation base. It provides information that is directly relevant to
economicdecision making. Extending the model to account for the effects of infiation
would theorstically als. sswer questions about the potential distributions of profits.
The capital mmnlenmo&\oomcpm which divide the retarn of cap:tal from the return on

cap;ml are consequently explored.
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5.3 THE CONCEPT OF CAPITAL MAINTENANCE
A particularly important aspect of accounting for changing prices is the choice of a
capital raintenance concept. The measurement of income is central 10 the objective of
financial reporting. Capital Maintenance implies some measurement of initial opening
capital which must be maintained before an increase can be regarded as giving rise to a
profit. 1t may be useful to emphasizé the clear distinction between the valuation of
resources (Chapter 4) which represent capital and the maintenance of that capital. The
valuation of resousces i3 necessary so that the amount of capital can be computed and
compared at two different points in time, The change in the amount of capital forms
the bagis of the measuremet.. of income. To this change in capital a charge is than
apphad for the maintenance of that capital, using either a propriety or entity concept,
The remaining amount of movement would then represent the profit or loss for the
period (Baitlie, 1985: 14), Clearly when prices change during a period, the monetary
meesurement of the capital to be maiidained will change, and the discussion of this
problem is one of the mast complex and potentially confusing areas of the inflation
accounting debaie,”

The problem of impdmting general price changes into the process of capital
maintemrscemisesbecam;e of the ever prasent problem of inflation (Lee, 1985: 132).
General price teatatemm is & monelary adjustment to aliow for the effects of the
fluctuating vaive of nmay Its purpose is to efiminate from the periodic capital value
increment that part which is an inflationary increase, thereby leaving as income the
residue of the value increment which arises from relative price movements reflecting
rexl increases in capital.

In times of inflation users of financial statements will not easily be able to assess the
capacity of the company o generate cush flows and dividends from its existing base
unless profit can be analyzed between the relevant components i.e. operating profit
and holding gains (ASB §993: ptira 21). The key to assist {he user to understand the
reality of the situation lies in thc capitat maintesance concept adcpted.
&

As slready indicated therc are two central concepts of capital maintenance: the
proprietary approach and the entity approach. The propriefary or financial capital
maintenance, approach regards an entérprise as & financial fund administered by the
managers for the benefit of the proprietors, whe supply the finance. This upproach
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_tegarded as a_profit. “

sees the objective of business as maximizing shareholder wealth withprofit being

equal to an jncrease in proprictor wealth, A profit is therefore earned only if the

financial amouat of capital at the end of the period exceeds the capital at the beginning
of the period after excluding distributions to and contributions from the owners
during the period. Financial capital maintenance can be measured in either nominal
monetary units or units of consiant purchasing power (SAXCA, 1990: para 104a). This
approach therefore superimposes a general index on capital to yield a capital measure
which maintains its command over gopds and services in general,

The entity, or physical capital maintenance, approach aims to preserve the productive
power of the business. A profit is earned only if the physical productive capucity or
operating capability of the enterprise at the end of the period exceeds the physical
productive capacity at the beginning of the period; after excluding distribution to and
contributions from owners during the period (SAICA, 1990: para 104b). Current
operating profit consequently is the excess of revenue over the current cost of the
assets consumed and is all that is available for distribution, Holding gains are retained
in the business to ensure that sufficient capital will be available, at the enhanced pricss,
to replace the sssets.

The essential difference between the two concepts is in the treatment of holding gains
and losses i.¢. differences between the historical costs of assets and their value to the
business. The financial capital maintenance concept includes holding gains/losses in
profit, Under this approach increases in prices, over and ubove the increase in the
general levels of prices, are conceptually profits. The physical capital maintenance
concept, however, exclades those gains or losses from income, All price changes are
viewed as changes in the measurement of the physical productive capacity of the
enterprise and are, therefore, treated as part of the capital to be maintained and are not

5

i

An sbridged version of entity capitss maintenance has evolved during the heated
‘inflation accounting’ debate. It is ‘seemingly nameless’ but has appeared in inter alia:-
SSAP 16 in the United Kingdom and ED77 in South Africa amongst others. It was an
attempt to somehow combine the financial capital maintenance with the entity capital
maintenance concept. This occurred because the professional bodies were reluctant to
implement CCA in its pure form as it took no account of the losses on holding assets
fixed in money value or the gains on liabilities held in money terms. A oompmmisé




solution therefore involved the introduction of a ‘monetary working capital’ dnd a
‘gearing’ adijustment respectively.

= its natural form the gearing adiustment was an alternpt 1o bring info ‘entity’ profit
the gain on long term borrowings by n:laiiing it to gains resulting from helding non
monetary assets (Tweellie et al, 1985: 112). Conservatism, however, led o the
gearing adjustment emerging in 8 completely different form - an abatement of what
could be deemed to be only realized holding gains (Tweedie et ul, 1985: 112). These
g adjustments have taken many forms and shapes and a comprehensive review is
. beyond the scope of this paper. Suffice. it to say that according to Tweedic and
Whittington (1984: 296) it is clear that ‘hese methods of grafting selected financial
capital maintenance adjustmenis onto the entity method are spbject to difficult
problems of definition and interpretation. These probiems are prabably symptomatic
of an uuderlying conceptual confusion, arising from the pragmatic 'way in which these
adjustments have evolved, often as compromise solutions, in th¥ iourse of the
controversies surrounding CCA, -

The financial and physical maintenance concepts should not however be regarded as
mutually exclusive, Both ran be incorporated in a ‘real terms’ system, which reports
operating profit using a physical maintenance concept but then adds various pains and
losses, resulting from changes in the value of the assets and tiabilities of the business
to yield & final measure of total gains which is besed.on real financial capital
maintenance. The purpose of the next section is to examine, compare and contrast the
alternative capital mainienance concepts. vy

B N e o [ = “ :

CAPITAL MAINTENANCE CONCEPTS

= “The selection of one cﬁal iy conep( from the amay of
'l available options, unavoidably § us out of the realm of rigorous
t anaiytical proof and into the domain of subjective pr¢ferences based upon
» criteria introduced by the evaluator."(Revsine, 1982: 75)
There i< no uniquely correct sotution to the problern of inﬂa{ion accbuming, or to the
3 selection of the capital maintenance concept which is one aspect of the inflation
accounting problem. The selectior, ‘he uppropriate concept of capital satdienance

54 THE CHOIGE BETWEEN THE ALTERNATIVE
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should be based on the needs of the users of its financial stulements (SAICA i990
para 103).

Cohsxdcn\tlon of the reporting objectives of the company could also aid in the sclectson
of an appropriate valuation base. If a com;l \(.» seeking to report the retumn Jn m,. |
shamholdcra capital chen it should measure this by comparing its wealtiy the end’ bf
the period with the opening sharehiolders capital maintained in terms of general
purchasing power, 2 financial maintenance concepl. In this way the” comp.my will
show iis shareholders whether ¢r not at the end of an accmmt((ng pericd it has
succeeded not ond’s in ‘prescrving their initial claim on the business Bbs in increasing
the pum*‘ "*lng - power of that claim.

D

£ . S
The Conceptual Framework recognizes that the reporting entity is, however, viewed |
as a collection of different siakeholders only some of which will be its owners. Not -
is the entity approach an mdtdator of a commitment to physical capital and its
:ﬁ"m but is of relevance to a genersl purpose reporiing system which
recognizes the existence not of one particular user group but of a collection of different
stakeholders concerned with capital maintenance 2s & means of achieving a common
objective - survival of the mportmg entity. The entity perspective towards capital
maintenance has more appeal to managess and other employees, whose jobs may
depend upon the preservation of the opemnr -upacity of the business, than the
shareholders, '

The Edmonton Capital Maintenance '-‘.ympos:um (1982; 19) fcaturmg academzcs such
as Carsberg, Revsine and Lee criticizes the physmai capital mamtenance ccmcept due to
the difficuity éxperienced when dealing with the dynamics of & Lhangmg econoinic and
technical environment, Since firms change both direction and ihe composition of their
pmduct ranges, and there are associsted changes in the nature und composltlon of
physical plant and facilities, the entity conccpt is considered inferior.

Despite this, the maintenance of operating capability may also be of some use to the
shareholder; as a convenient benchmark in assessing the company’s current and future -
potential for penerating distributable cush flows and therefore gaining insight into the

_ economic value of the sharcholders interest, which may be very different from the

values attributed to it in the balance sheet (Tweedie e al, 1985: 159). The proprietary
approach’s advocates, well aware of this, would not, therefore, contend that the
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i (before the price rise) rather than later.

* L einke (1982 30%) contends that in he jungie of business

| wnmamim mmee.m of the physncal size of the firm might well be a condition for

long run sursival and survival is necessary to long run maintenance of stockholder
wealth n'm_sared in any terms.

g . J{:',-' K

capital mainterance concept that would favor the proprietary approach. The proprietary
concept supports EKM's proposal in that their approach is based or articulation of the

- accounts with gains in value recorded i the balance sheet being included i:; u measure
of returns to sharcholders. The intuition behind this, accordmg 1o Whittington ( 1995

99), is that the value of the assets will be fater chu’ged to customers throl.égh
depeecintion or cost of sales charges, as the assets are ‘used to provide goods sad
services. Thus, if that veluc is achievid partly by eppreciation after purchase, the
appreciation is & guin to sharcholders, reprcsmtmg & saving achlev‘.d by buymg early

"

The proprietor is concerned with whether the present operanng capacity of a ﬁrm
should be mmnmned,\"ather than being committed to maintenance of the existing form
of the business as embedded iirthis approach (EKM, 1985 72)} Moreover, the cntity
concept viok..es the articulation principle, critical to the ARR, resulting in a misleading
portrayal of profit which is not usefuf for performance appraisal. If financial reporting

fis to enable investors 1o make efficient allocation decisions it is essential to regard :ach

enterprise as a stock of resources o be applwd in whatever usejis most heneﬁcm;
the shareholder (EKM, 1985: 72). This compels & proprictary approach. __"’“

multmt pmgw‘ mfit ﬁgs:re is 100% dmtrlbmﬁble if it would reduce the opemtingl

B i.é'
w0 :,' i [{/ \\\‘U.r

Twoedxe and Whnnngton (1984: 293) conclude that if they were to support a smgle_

i\

The appropriate concept of capital fo be maintaied, therefore, is a fu:;ad-,qu:genemi -

purchasing power , which under inflationary colwditions is adjusted by-a generai price
index. The perfect index does not however exist but the consider able deg\'ee of averlap
between most mdmdual‘s consumption pattems pat "ally justifies the use of a general
index. Is it not better to be approximately right than complctcly wrong? This npproach

to inflation accounting in which general index adjustment is superimposed on a currenft .,

valuation base is known as Real Terms accounting

o
Iy
Tt

If one of the <upital muintenance concepts needs to be chosen pver the other, 2 y

fitancial capita) maintenance concept triumphs. Notwithstarding this, the two can be

O
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combined and may provide more useful information then reporting only one concépt.
This together with Real Terms accounting will be the subject of the next section of the
chapter. .

5.5 REAL TERMS ACCOUNTING

The above analysis vnderscores that the inflation accounting debute can be phrased or
cloaked in many ¢ 25. The debate cun take the form of a seleclion "ot' & valuation
base or a capital nuintenance concept or the choice of which capital muintenance
coneept be cambined with what valuation base. There are many advocates for all these
oppoeing views. Some have been put to the test in standards others only proposed. A
compromise sofﬁ*‘ien\ may include a variety of information that ultimately produces a
profit figure that iSﬁ?efuj iﬂ?‘;econonﬁc decision making. EKM advocute that if VTTO
is used as a valuation base, the income statement is fully articulated and o financial
capltal maintenance concept is employed such a profit figure will resuit. The resultant
ﬁgure w:ll also facilitate answers to questions about feasible distributions.

The synthcsns petween the two approaches of CCA and CPP to produoe a Reul Terms
system was first advocated by H.W. Swéeney in 1936. This approach mainty differs
from the proposed solution in that Replacerent Cost was advocated as a valpation
base. He advocated the ‘nelusion of holding gains in income but suggested that they be
split between realized and unrealized portions. Sweeny’s approach remained virtually
untouched and undeveloped for nearly quarter of a century. In 1961 Edwards und Bell
proposed 2 much more elaborate prascntation of the income statement distinguishing
between operating and holding gains, money gains aod real guins and realized and
unreafized income. Edward’s and Bell’s profit figure provides a brond set of
information that includes the effects of hoth general and specifi ic price changes.
Tweedie snd Whittington (1984: 271) noie lhi}f this is consistent with the user
orientated view of accounting m that there are a variety of users with a v.lnety of
mformgtm i needs.

This docs net, necessarily, advocate the reporting of multiple income fionres but the
presentution of the information in o way that would allow the calculation by the user of
alternat.  measures. Sterling (1982: 53), however, disagrees with otfering &
‘smorga¢ ord of daia’ and advocates selecting one position to avoid the pussible
muddled confusion and attendant dissatisfaction amongst users.

4
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The APB’s Statement of Principles Expouum Draft (1995 para 5. 24) suggests thut the
income siatement be divided into operating and holding gains. Opawng gains ure
those gains arising from the central trading or operating activities of the business,
winmsholdinggmmpmsemchanges in the value of net assets of the business due
to-changes in market prices. The contept of operating capital maintenm may be used
for distinguishing between the twa types of gains. Operating gains may be defined as
the gains made from the central operating uctivitics of the business, after charging for
the maintenance of the assets necessary to sustain those activities valued on a YTTO
basis. Any gaing in the value of those operating assels are treated as holding gains.
RTA can therefors segregate opem!mg profit from holding gains. Solomons (1936
106) however notes thot unless, he respective functions can be separuted the
fktchotommaﬂon of incgm is useless for perfonnmee PUTPOSES. ’

é

_, The Byait ﬁ;&visory Group was set up to advige the Treasury how, and to what extent,

accounting pollci “imight be devel;:sd 50 that the accounts of nationalized mdllpstries
can provide q:pmprim meusures of economic cost. The Byatt Report claims that its
central propospls ace equally relevant to the unregulated private sector (Byuu, 1985:
10). The Byat Report's proposals start with the reporting of curent cost Opqratmg
profit wilizing VTTO as the preferred valuation bese. Current Cost Operating Profit
(CCOP) is not iowever seen s the ultimaie bottom line, Further adjustments are
considered nécessary if the objective 1s to messurs the real economic refum
(Whittington, 1988: 262). These fike EKHM require that all changes in equity not

alreedy reflected in CCOP be added and that the f.ffects of general inflation must be

eliminated by applying a general index adjustment to opening capital, This implies that
the accounts should show the profit on the basis of voth operating cupability and of
real financia: capital maintenance (Byatt, 1986: 31). Byutt f2986: 32) does not propose
presenting the CCOP information in the existing profit and loss account. Instead a
ew statement of total invested returns would de drawn g~ to show ﬁrof' t after the
maintenance of real financial cupital. An example that llluﬂrates these proposuls is
included in Appendlx A

Finally, both the Bystt Reporf “and the work of EKM therefore suggest two
conclusions that are contrary io popularly held bieliafs (Whittington, 1988: 265):-
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The ARR plays an importint role in g is i of such dats and can
beuledﬁasinglepemdmxy furtl'leeccmmlsuimamulmteofmum.

In hh p»lpﬂ‘ Rwrﬂng Cprporm Par},f'anmee for what pmpme Custis (1984: 25)

“Quick, simple answers to the pmblems yet to be overcome are not possible.
We must yeke accounting , understandable and co as is

ﬁrmdm ewlllthenbejustiﬁedmnmhngncm:a
mmmmmmmmmmabbm ive. Where -
we must explain the methods mddmwammontot!n .

asture of many of the values stated. The user of accounts is taking

. mhmmwmﬂpﬂcﬂwjmﬂmm&s

EKM™ Rea! ?m accountng ;:mpossj combines the most appmdm building
bxmwfﬁ?" nstiimicates relevant, reslistic and useful information for the purposes of
'mﬂmd g.mibu!mn. In the final anslysis however, l‘here s nio
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CHAPTER SIX
Ia)MPIRICAL RESEARCH

&

"It seems extraordinary that so many people who like to think of
themselves as plain, down 10 earth, practical men should dismiss
the critical examination of models as an unpractical activity. If you
do not drag out into the light the pre-suppositions of your
thinking you remain simply the prisoner of whatever the reigning
orithodoxy in the matter at issue happens to be. Thus the model of
your age, or the model of your day, becomes your cage without
you even realizing it.”
(Magee cited in Brornhich and Hopwood, 1981: {34)

6.1 INTRODUCTION : o

fjiri (1972: 59) states that research findings generally nmd to have three ce;\*‘icntial

characteristics nameiy *... novelty, defensibiliy and wailability’. Novelty peraiits us

to distinguish research activities from production activities. Availability requires that
h findings e made available to others. Finally the research findings must be

defensible, which demands that the method of defense may vary from logical proofs to

empirichl verifications. The objective of this empirical study, therefore, is to accept o

refute tﬂp normative gcnei-alizations that have been developed from the literature

™ /

i

review,

The descriptive survey method is used in this report. This survey method is emﬁic&yed
to process the data that comes to the researcher through observation and inguiry. In
employing this method the researcher mukes a careful record to study the observations
that have been described (Leedy, 1988: 141). }

The complexity and relative sophisticution of the subject matter required the adoption
of structured interviews as the data-gathering technique as well as the use of
convenience or accidentat samﬁling. Simple survey techniques sach as the
guestionnaire are not appropriate as many of the questions posed require explanation
and speculative discussion. Triangulation was employed, i.e. evidence from several
sources - analysts, auditors and preparers - was obiained to facilitate the analysis of
data from a wide spectrum of resporidcnts. The questionnaire, the list of intervidwees
and a précis of the responses is included in Appendix B. Content unalysis forms the
foundation of the review of speculative evidence obtained to ascertain whether the

&
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The en@md evidence ohtmned from 'the imemews will be analymd 48 cnther

refctinaorsuppormgdwfoliowmgmx;incalmﬂmﬁm developed fromtbe
nomntivemggutim*

- 'tha uﬂity oﬁhe ARR in pmwdmg information that is useful in mnking

» Ghebﬁwﬁsdwlmngmmnwuaﬁmm >

. Whatmtheoqectimnfmmmperf«mm appmsa!nndwhm'

memuu gre: cumntly employed? ' oo
. Would the AR.R serve 38 umful input into investment performmne
uppmiul?

. Whnoﬂwwnfxnfonmummﬂwmmdmd?
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6.2.1.1 What ave the objectives of Investment perform;nce' apprais;ﬁ
and what measures are { rrently employed?

When undertaking investment performpince appraisal users are interested in predictling
two fundamental faciors, They are concerned with predicting the future growth in
share price as well as the anticipated dividend stream. The annual financisl statements
play a role insofar as they help predici the future growth in share price and / or the
dividend stream. In general it would appear, however, that the interviewees were
concerned with the lack of usefulness of present day financial statements. They have
turned to other sources of information and measures that have proven to be more
indicative of future value. The intcrviewees aitributed this to the following:-

« the financial statements do not necessarily provide the relevant predictive "
and corelative factors that are being sought '

o the financinl statements are based on historical costs which are no fonger
relevant and consequenly of limited use "

o the South-African market is not efficient and the underiymg reasons for
changes in the share price are not necessarily telated to the performance of
the company’s management of respurces

* access (o superior sources of information, for example muanagement

» the majority of the interviewees do not have the time available to undertake
adequate reviews and therefore turn to other profassionals for advice

‘¢ disclosure by the majority of the compamw is inadequute and thal new or -
more timeous information is imperative,

Despitz this pessimism, the current moasure utilized by the majoriiiﬁ of the
interviewees is an adjusied earnings per share (EPS) figure. This is commonly
referred to as “Headline Earnings’ whereby adjustments are made for abnormal and
exce;;tionai items. One of the preparers exic.ed the virtues of a cash flow based
measure as this is reflective of how the business is managed. Cash is the most fugtual
basis, it is.not easily mampulated and has produced succes.sful resuits. Most of the
interviewees do, however, consiier a range of information and mensures in coming (o -
their end decision di no Ope MEeASUre Can serve any useful purpose in isolation. Hence
the evaluation requires considesation of ali the facets of a company’s health. fnvestors
are ultimately trying to procure an acceptable risk return relationship.
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The pesceived inefficiency of the South African ‘market is, however, “u severs
limitation. One interviewee cxpressed the opinion that the market is only effici: .3
when rumors are spread quickly enough, The intérviewess® contend that they winid -
like to use the financial statements for compamtive purposes and for establishing
trends. Any trend or measure must be comparsble with prior periods and with other
companies, othcmise its utility is futile.

L

6.2.1.2 Would the ARR serve as n uselul lnput Into investment
__ performance appraisal? . 3

In determining whether the ARR wou. - ( a useful input into the decision ‘making
framework the user would wani firstly o observe whether any new measure has
credibility and status. The market needs time to absorb and interpret new measures and
easble trends to be identifiable. A new measure ought prove its utility otherwise there
is no real incentive to move away from the familiar measures towards the unknown
ones. A new messure that adds incrementsd information is beneficial but nothing can
be wilized in isolation. v

The ARR was perceived as having longer term implications thun an EPS figure. Over
time the performance of the compiny’s management and resources could be evaluated
in relation to its cepital. The ARR would fucilitate an evaluation of whether the funds
wers put to their best use in asw»silig alterriatives. A rate of retum type measurc has
intuitive appeal but does not, however, reflect the risk that is inherent in the
investment. The opportunity cost of capnal would need to be adjusted to fairly reflect
differing risk profiles resulting in numerous opportunity costs for different investment

proposals. Investors need oomparabiiuy und an ideal measure would incorporate both
2 rate of return and the risk and variability in that retun.

The ARR might possibly serve a specialist rathcr than a generalist function. Investors
need to compare alternative investments in coming to 8 decision. They would need to
rank all outcomes against a measure of risk in forming the decision. The ARR modet
does not noccséaﬁly allow the ranking of competing investments as the interpretation
does not result in consistent outcomes. This could impede the selection process.

In genernl it can be <3 s _‘.;.I-e;_s;a’;'r-?ity of the interviewees would find the ARR
useful for investment performance appraisal. Whilst the resuit of comparing the ARR
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_.TheARSmg,macomdmgm the needs of the finscial invesior for reasons set
~ aut inChapler 2. This favoring of one itakeholder , albeit the investor, would rot be
A-mmammm mvimmm. Comsequently the usefulness of the ARR

mmmmmmwu fmherexplomdw ascortain its asefulness in mesting
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. '__’"mesm opinian aiu he is primarily ineresied
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2.2.1 A.zmﬁain thu hﬁervhwm* fuvond n!uﬁon methnd sné the

'I'hemmermmas?ed toselectav&luambmmdfxowde reasons iherefor.
£ ’I‘hemstﬂumpremwd Below:- '

(N’!‘E‘me CHOICE OF VALUATION METHOD
Historical Cost _ 3
R o). S RS

NTR A .

kmmmnmﬁrufmmmmgbmdﬂc as their favowd
valuation hei's. The reasons proposed were that *...this base is objecive, verifiable
andundmdtbic HC is a m&maedbm mmwhwhﬁjwmemcmbe
ondes & wh vdmﬂm method wouid. in one of the interviewees' opsmm *...stilf
WWMMMWmMWMmth' It was
'ahafahﬂu&nxcept forhyper-mﬂutsowymm,owmm HC va!ua!mm:mtnot
mxym |

of rrmviewees as givmg :eievam and
mmmfwmam torpe&mmfuh ' Thekmvmmpmm-d the basic
wummmmmmmmmmﬁng belng continuity of the firm. This
me&u&uchmfm&umpumdasammmmmdm&n
cost of repiacing them. RC wus feit to be the pointer in the right direction for
establishifig sustainable carnings. NRV was felt to be the ‘...most reliable of the
current valuation bases as it reflects what the firm could get for the asset’, even though
T ackmwie@ed that this violates the assumption of the eniity as a going
i concern”.” . . ) _ l;

' L o N




5 6.2,2.2 Establish the perceived limitatlons of using VTTO as the

| _ valuation method

. Those imerviewees favoring VTTO claimed that the resultant figures. *.were values
: - grounded in common sense’. This valuation method considers a rangé of possibilities
! ' in deriving the end value. As each of the valuation bases is of potential relevance in
particuiar circumstances it was considered natural to utitize a valuation approach which
considcrs all three pure current valuation bases, “selecting one according to its
relevance to the particular assets concerned. The subjectivity of this valuation method
might be a limiting factor but as one interviewee said *..we are not looking for an exact
answer but a responsible indicator of value’. VITO was feit to be a “workable
concept’. If the ARR imparts benefits, it would as a tool go a long way in encouraging
the use of VITO as a valuation method. . VTTO could requirc an entirely new
education process that would encapsulate a compiehensive understanding of all three
valuation methods and their respective underlying assumptions.

S -
6.2.2.3 Determine whether VTTO can be reasonably calculated and
verified '

- Curmnt value financiel statpments of sbme form were used in managing the business
R by ail the preparers mwmetwed The precise method of valuation differed according to
the type of business. This i ifom:atrm”thcreforc, is available for use by munugement
and could easily be made Mulxbic to'the investor, Three quarters of the preparers
actually publish abridged ‘clirent value financial statements”. The auditors expressed
the view that if the -pcm is avajiable for use by management than it can be

reasonably verified. It is as fe mtcrvreJaee pat it ‘.2 question of time and money, a

6.2.2 COMPREHENSIVE INCOME, CAPITAL

MAINTENANCE AND INFLATION ACCOUNTING
The ARR requires the reporting of comprebensive income and the use of a capital
g maintenance concept. Consequently the following was explored:-

| s reporting Comprehensive income
| y s utilizing and presenting a capital maintenance concept
» why inflation accounting failed in South Africa
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Over twub thirds of the interviewses ».upported the mpomng of compichensive
income:- .

6.2.3.1 i}eporting Comprehensive Income

SUPPORT FOR REPORTING COMPREHENSIVE INCOME

NG 3
TOTAL T T3

i

i
Comﬁtimr&we incame nwea!s the total pcrfonnanoc of the management and resources
of the comb\qy It was felt il'u.. the user shouid be *...privy to all the actions of
manage:nent not only those that are sustainable as every action either creates or
destroys value’. This \ﬁgut'- would in all probability be more volatile than the currently
reporied cammgs figure but volatility is a fact of life. The analysts would like to know
both about sustainable eammgs and about the pntennai volatility of earnings in relation
to performance. They would like management to report the undivided picture. This is
contrasted with the ueed to establish trends for ]1 iction and to forecust what is

sustainable in the long run., \

A balsnce needs to be achieved between r ’»ﬁng iotal performance against
sustainable performance, It was suggested that the thcome statement be split between
operating and non operating activity. The results from operating activities could be
sustainable whilst the resuits from non operating activities may or may not be -
repeated. This could be, as suggested in Chapter 5, reported separately in two
siatements. '

Reporting Compmhensi\;c Income can be seen as a first step for compunies to
‘..come clean and reveal the hidden reserves without fear of being penalized'.
Investors are always lookiig for the characteristic of comparabitity. They want to be
able to compare like with like. If one company discloses their hidden reserves and
another company does not the former is penalized. The latter company has en
‘...undisclosed buffer with which they can protect themselves in the event of a poorer
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performance and smooth their income if necessary’. It would be rcqmred therefore,
that all companies disclose the same levels and types of information. Y
{ :

The value in rcportmg comprehensive income was considered not only in the
incremental disciosed information but also in the possibility of a reduction in the
manipuiation of reported carnings due to the fact that all changes in eguity would now
be reported. One intetviewee stated that ‘...coiﬁprehcnsive income - would eliminate
the need to continually reconcile dpening and closing copital to understand the entire
years resul 5°, Comprehensive income iy weil supported. Those interviewees who did
not support reporting it are *...sitting on the fence ...as compared to rejecting the
coneept outright’. :

The majority of the mte.:vwwees cxpresscd the vnew that the n:pomng of
comptehensive income should be . :ﬁ‘lml.\ tated by way of two separate income
statements, The foremost x‘éﬂecnng intome from operations and the subsidiary one

" reflecting the total performance,

6.2. 3.2:.Uttllz£lng and preseniing a capital maintenance concept
The interviewees were asked to choose one capital maintenance concept; there was
equai suppost fpr the entity and proprietary approaches:-

{'\

CH?" B BETWEEN THE\CAPITAL MAINTENANCE COMCEPT

12

Proponents for the proprietary approach consider that an invesi’ . “pulg Hke to know
the real rate of return earned. The financial structure of the firm, with respect to debt
and equity, remains flexible and investors can choose to allocate their funds“bascd on
their expected real rate of return. ‘The entity supporters expound the view that
management is managmg thc Opc.mtlonh of the business and hence this must be
maintained to enable m.amngmt forecasts of sustainable eamings. They are looking
establishing an operating structure that will generate consistent sales ut n consistent rate
of profit. This operatin,; structure is what needs to be maintained,

4 Y

i

b

e
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Desp:te the vanous reasons endorsed by the pmponents the ma;omy nf the
interviewees would like to se¢ both concepts bemg reportod )

'REPORTING BOTH l:f'iE E'NT!TY AND THE PRG“R!ETARY
t CAPITAL MAIN'I ENANCE CONCEP’"‘S

YES | [10
o NG 2
"TOTAL i 12 _

Reporting both cor spis f,x«ouh:l -provide the user with invaluable information as -
ttnywouldbepnvytoihfonmuonﬂm.teﬁsﬂmﬂmmal rale cxfreturn they are
carning as well as the fact that the operations that generated those retums have or have
- not '%'_l mmuﬁi‘ml Numerous advantages and disadvantages can be pm;x:scd for
eat;l" which cﬁnd sway the user choosing one aver the gther with real syncrgy
bemz achieved if bath hre mpaned. Concern was, however, expressed that mvcz-‘.entmg

both concepts might resuftin infd - atfon overload as it is felt that thers s | u&mwcf too

R T

Fr RS PR I

4 much information for the users to digest.
vl | 6233 Why Infition sccounting fatled in South- Afvlca
‘ AR expected marny of the interviewees pointed out that the funndatlom for the

calculation of m ARR are simifar to thise presented in muny proposed -soluuons for...
inflution mcmmun; Nu scosplable Standard was, however issued. This ieads to oo
stating that repmmxg the impact of changing prices *failed” in J.sth Africa. This is not
entirely true a8 the - preparers interviewed mtilize’ perticular inflation act.?untmg'
proposals in the management of their business. Whiis £led in South Africa was the
lack of a standard that was acceptable to the relevant stakeholdefS: A nuymber of
reasons were cited for this- ) 2

e the la&\% of user demand and -#Srlpppu for this information whu.h may be

~. attibutable to general user apathy’

A

* inflation sccounting  was  not lmplcnﬁ"l‘:ed uniforﬁ:lyu by ‘cnmpanics
' : Consequently, the comparability of the results wes not -‘m:.slhle This
% zmpmgedonthecredmnhty of the reported information

» declining mﬂntton rates {5
!
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. comprehend and digest ; -4

“ e ttnsubjecu'ntyofﬂwmsultam infmﬁanasopposedtoﬂmhmd verifishle
HC |

LT

e

The rensons advocat.d were similar to those dedﬂced by Pong and, Whmmgum (1996) | Y
discussad i1 Chapter 5. _‘ R

63 "bUMMmY |

“The value and worth of financisd reporting lies, in an almost exclusive way,
in itn usefulness to users. I would expect it is the rare obsesver who finds an 4
aesthetic beriefit or poetry in financial siatemenats or veads notes for u clever
_ turn of phrase. Moncover, the most elegant solution to an accounting und
3 a ~ disclosure pmblcm. which some may see pursuing as an interesiing end in
F “ iteelf, Mk olv is not worth much if users do not find the
' . . solution useful.” , 1995: 83)

: : InmmnuyilmbemdttuﬂhemmicwmfmmﬂnARRt:;Leuserul The
st adjustments et o Bercssary 1o comipuite the ARR would also assist in providing )
| seful information. Ary ~hange, however, not oaly requires ar. education process to ’
i overcome miﬁm but aiso may mquue stututory backing if it is to succeew.! Users ,
require hﬂm that is comparsble in order thar competmg investments can be /e
- falrly evaluated. Inmm are interested in profiting from their iuvestnents, In av¢, e
tlwymlod&ngfnrindicnmthntwﬂl predict changss in the share prige and dividend
mﬂmmr‘miwdmfﬁcmncyofdm Suuth African market would appesr 1o be 4
limiting factor This inefficiency might, however, have been exacerbated by the use of

an insppropriate method and the disclosure of inadequate information
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CHAPTER SEVEN
CONCLUSION.

»

7.1 CONTRIBUTIONS TO ACCOUNTING

Firstly, this report has proposed an alternative method o. 'nea:aunng .J:.countmg
profitability and an associated rate of retarn measure. This measure, the ARR
provides answers to econmmcally mtqrc';tmg questions that ussist the mvcsior in
evaluating an investment. This report has not aitempted to aiter the premise on which
financial staternents are prepared but challenges the mapner of presentation. It is

; suggested that for too long accountunts have attempled to provide a meisure of
Hicksian economic profit and have been misguided in the basic premise of
mesasurement. It is proposed that it is ossible to provide information that is useful in
L( making economic decisions wuhm.t prescntmg this ﬁgure Users require inlormation
l that permits an assessment of the relative desmlT’ ty of undertaking particutar
? activities. This can be performed by conalrucung an A typc mcmure.

_1,“-.\.,

Secondly, this report furnishes an evaluntion of the wrray of competing valuation
methods, It sets cut to review the arguments for and against each method with an
emphasis cr{l favoring current values over historical cost, It is concluded thai each of
the cusrent Valuation bases is of potential n;]lcvancc in particular circumstances but the

: end selection ie an approach to valuation that makes use of all three pure current
valuation metnods found in VTTO. This report provides, in muny ways, a theoretical,=-
foundation for this preferred valuation method, VTTO, which has previously been
referred to as a *... practical tech .. ,ue in search of a uieoretical justification’

( Whittington, 1993: 121). - |

PESESRTE X E
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‘Thirdly, this mport advocated the reporting of comprehensive income. This would (
allow the user to ‘'cbserve the total performance of the company’s managernent and

resources for the period. There is a worldwide transition to reporting compichensive

income with an Exposure Draft in issue in both the United States and the United
ngdom Reporting comprehensive income could also al!evmtc lhe burden on the

user for detecting *reserve accounting” and ‘income smoothing’.

¥ 7
' Finally, if profit is to answer additional qucstmns about feasible distribution in an
inflationary environment, whilst maintaining capital intact, then real earnings potential
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needs 1o be cstablished, Tndeed, the reality is that finincial reports must provide
additional infermation dbout feasible distributions, The report consequently expiores
_ the two primary ¢apital maintenance concepts and advocates the reporting of both. If,
however, a choice needs to be mude the report espouses the proprieuny capitai
: ~ miintenance concept. As the proposals outlined above are“similar to those proposed
for inflation accounting, some of the rensons for the demise of inflation accounting are

[ offered.

: 7.2 AREAS FOR FURTHER RESEARCH

Ef repost suggests two main ateas requiring further research. Firstly, research needs
,fi n‘ to be undertuken that cakulates the ARR for a range of compumes for a range of
i 2 / g::ods This should fagilitate the derivation and testing of a number of hypotheses,
E.“; oadly, the pmpowd framework for repm‘tmg the necessary information for the
{’; " calculation of the ARR needs to be further tested This should cddress, inter alia,

whether the infmmaﬁm is comprehensible and undemsﬁ\lable

7.3 CDNCLUSI{)N - (
Financisl smerrm’ss should provide information that can be useful in making
economic decisions. it is no longer sufficicnt 1o provide antiquated duta, that in most
respocts cannot be processed further. | ere is an urgent need to develop analytical
systems for conaidering and enticipating changes in the business world and the
mechanisms and structures to easure that we respond appmpnate!y (rom the -
standpoint of useful financial reporting. In this report the usefulness of the ARR was
established both in the normative and the empirical studies. The result of cumpaﬁng
the AR to the owpmmty ciat of capital has been suggestad o be ;ﬂ;.wﬂ e, hut in
reality this i not feasible. Investors would use the ARR as an input mto rather than the
decisive factor for deciding whether to buy, kold or sell an investment. The proposals
advocated in this paper communicate relevant, realistic and useful information for the
purposes of investment performance appraisal. According to Wallman (1995: 91):-

AT e L g T
w i g i *
LR Y Eﬁa LAl et

"The issue now is not whether we: should continue to tinker with the existing

financial reporting system but wiether we have the knowiedge, courage und

vision to evelve and make forward iooking changes in our reporting system

_ that will maks available to investors the most relevant and usclul b
‘i information.”
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3 APPENBIX A
E’ " EXAMPLE N C}F THE PREPARATION OF REAL TERMS
b 4]
8 ALCDUNTS S ﬁ
S "
[ o
¥ ' This cxample gives a eompmhenswc. yet simplistic, illustration of'the pmparmm of Real
i Ternys accounting siatements for the year. It includes the book-keeping Untries and the
calcnmtmm mqmmd L
The fucta of msm e as foliows: o
i 'I’he Mhamt?m and sales pwceeds are os shown, Fixed assets, s.tncks and :
invm& mmﬁumsrv&hummmm
] '. \ ‘ll
2. Spciﬁc prh:e increases on ﬁxed assets, stodé} debtors and crediiqes ane- &
-5, . ,ml mﬂaﬁm is 10 pe?ﬁcm per anpum, | " o r'i,
4 htl k&amhm ake rﬁ“loc at the end of the year. Siocks tum over once a yeur,
| SR
3. F’ued aﬂw hm & auful Iife of ﬁve years and are replaced at the end o zlmt
lite. Aq a&!iﬁunai ﬁxed asset, (0 expand operating ca@ilny, i% purchmacd it the
6. \\Thc vukn to the businese of o fixed asset is squal to the ptopomr;x) of its current
. lrepiscement cost, catenlated on a straight line basis, represented by its unexpired
life. (This is & much simplified situation.) ‘
- 7. During the year investiments show capital growth of 8 percent and earn § percent
i , in incoms, wculated by reference to their opening amount. C
E b . ffr
‘Zé:
!
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For RI00,000 per annum the husiness renfs & wairhouse fo hold its stocks. It
carries a provision for repair to the warchouse srising from domage due to a
singie event in the pest. This provision wes sstablishod on a Giscounted basis
assumming that the aszets of the business would 2am a real return of S e per

~ snnom. The Direcfors consider this provision to be part of the long i mv finrce

of the businéss. The, believe the busis on which the provision was establiaiy. 1 f0
be appropriate for the future.

For simplicity, tax is calculated ai the rase of 35 percent of profit on ordinary

‘activities, before taxation and is due one year after the snd of the year 1o which it

relntos. Deferred taxation is ignored. (,’/"’:'
i

Lom ﬁmce cnmu a 12 percent :.oupon and is rcpayable ut pur (the issue

przce)

| The cosis nf ﬁwd assets and of wm!muse e mcluded in distribution costs.
_T!lcm e fuﬂher cash disiribution costs of R200,000 per annum,

Aém_&sisuatin SKpenscs are R400,000 per annum, paid in cash,

- Elogty afmumw the historical cast of goods xold, COSA and MWCA and
'_ oﬂw costs 01‘ am,oiao pec arnum, paid in cash.

Mmmmharapemlng lmomeorchm'ge:

_appmpﬁgcz notes.

RSMOOO of dividends are on the lm dery of the year

_ Chanau in the votuma of noz debiors and creditors held are indicated in !he

On the last day of the year an extrwadmary pmﬁi of Rl 068000 -which ig
subgect to taxation at the rate of 35 percent, is received in cash. The profit does

not have any associated capital maintenance implications,

L3




" The Balance Sheet of the business at the beginning and end of the year is as Yollows:
L _ - Beginaing Ead of
2 : W o of year year

=X . ' R'$00 R'880
OPERATING A3SKTS -

© Fised Ansets - (Note 1) | 3.000 . 4

Current Asssts : _
Stocka (Note 2}~ 2,000 2,460
Debiors (Note 3} ' o L300 Li20
2950

5

Nét Current Amsis 2500 - : -
Ay 5,500 2300 1

INVESTMELITS (Now 6) . 250 iy
o ;TN&NCBD BYs N _ w‘"_”ﬁ - _ _ e o n

LOAN mwcx {hhu 3} 2,300 3300
Tan&u M 9} L _ 350 4T I

) C _ -
ﬁmncmu nmons (Nots L 100 T T

Shun Caplﬁi : 3,000 3000
Profit and Loss Account “ mn

Other Gains Retained : ST 168
® o m o 3.;532

D
L
,.

N




¥ ' W)
%
B L 1}
[ - vz .
\ . The Profif and Lo Accoant of the business for the yeat is as follows:
s _ R'000
- Turmwver } E _ . 4.632
Cost of sstes (Note 11) - 12.300)
- Grossprofit - | 2332
L Digtribution costs (M~t-{ 2) _ (1380
- Administracive sxpess._{Note 13) . - , 1400
CURRENT COST UPERATING PROFIT 552
. Income from i investment asset (Note 6} ’ 13
g Increase in provision (Note 10) . : . . —ddd
R’ Profit hefore taxation and istercst puyahle _ 550
£ Intereat pryable (Note 3) ' 206}
) Profit on oedinary actrvities before taxation - L 74
b Tuz 08 profit on cedinery acivitien (Noie 9) | | —(96)
i Profit on ondinary activities ater taxation 5 78
i Tax on extruordinary profit L 374)
mwﬁ . o £72
Dividesds o - C__L0m
Dimam pmﬁt ua!n-d _ " —di
. . 3
The Siatenent of Totsd Investment returns of the business forrthe year is as follows:
i L .

. . | R'000
Carvont Cost Operating Profit ) O sEge
mmwmmummmmmmw '
ulmafopa‘udnmmﬁummmmw FERL]
Current Cost Oporating Reuwn L 2
Iwum gaic {Node 6) . - —F
2
Towl Investment Returns arising in ordinary conrse nf business 430 '
%memdin'y profit __ . : Likg
TOTAL INVESTMENT RETURNS ARISING IN YEAR (of which
unrealizod sl gaine R -3 L&1R
Anribution of invesiment reiurns
Real cost of loan finance (Note B) EPY
Real cost of taxation (Note ) 415
Real retustr: ascribed to financing provisions (Note 10) v : 5
Total resurns distributed . R )
_Remined in business - peofit and loss uccount - 3
( _ ‘ - other returns retuined 160
BN b . _ 532
4 TOTAL INVESTMENT RETURNS ARISING IN YEAR 1,518
¢ .
i
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‘Notas

1

t. Fixed Asgets

Deprocistion on s OCM besis
Aduhhndﬁmmmmewdrxedm:nmm

Nst hatm;mofﬁudmheldmua beginning of the year, includin -\
replicement assets, s xt the end of the year 3
Purdmdm«immhcyme/yjmeapmdqmmgcwy
Nueﬂbudnvﬁahndbm;mmﬂmdmuhwddepmﬁmn{'
ﬂudmswaﬂwba@mgdm;w

2. ste__gh

u o

ommdmhmsmmd
Stacks purchassd &t yoor eud, incressing voiume of siocks held

" Cuevernt coat of dtacks hold w yoar end, equivaiest in volume to stocks held st

the hegianing of the yoar :
Cumﬂmofwmkshﬂdutbbemmm;» ‘the yoar , "

Impect of gbaere! inflation o mocks heid throughout (6 year (R2m x 10%)

=

3. Dablovi

Dehﬁsu!heyewead _
Additional valume of doblors at the yesr end .

" Debtors at the year ond equivalent in volume to debiors st the beginning of

the year (slieenatively, debtors st the beglaaing of the year wt spocific year -
end prices)

Debtmallhcheg!rmin;of_llwyw. !
MWCA on deinors ! ‘ oo

Impact of genersl infintion ont delwors beki throughout the year
{1.5m x 10%)

o

R'&68 |

L0
LLus0

R'D

200

R'400

1,720

1.620
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I
N Yot o
Woo -
4. Aonak < L ‘
' ' R'660
Openmxhlm -
Sales (Tumover of 84,632,000 less closing deblors of &1,720,000) ' 2912
Receipt of extraordinary iiem o . 1O6K
© . Receipt of apening debiors o 1500
Payment of opening creditors (1.000)
Purchase (‘?eat end mcnomz.mmx) less closing creditors of F£1,200,000) (1.2640)
Rent . (0
Cash distributiou costz e : 1200
Cash conts of sales . {1000
Cash adminisirative costs : 1400)}
 Invesiment income " 13
~ Interest on Joan stock ¥ (276)
Tax paid L3S
Dividens - T . (50m
Purchase of fixed assets - replacement L {LINKD
.o - ndditional (1.080)
Procecds of sew bormowing . : 1,000
Cloting belunce (invested) T 147
5.  Creditor .
. R*000
(}w ot the year end 1.200
Additional volume of créditons at the x\ end i)
Croditors st ih: year s eguivalent inmumetocrcdimuﬁnbegnmng - 140R0)
of the yesr (zhernstively, craditors s the i‘@gmmng of the year ot specific
yeer ead prives)
creditors st the beglaning of the year LK
MWCA on caxiliors - &)
Impaci of genersl infistion en creditors held throughout the year .
{R].0m x 10%) P : 160
6. Inveatiment )
R'000
The value of investments at the year end is R250,000 plus 8% = 210
Impact of general inflation on investments {(R250,000 x 10%) {25
Increese in value to the business of investments held {R270,000 - R250.000) 20
(5
Invesiment income R250,000 x 5%) 13
.. Investment gains __ %
Fnrbulmceshwpwpmu wsu_slenuincludecashnsmofl!wcﬁhbfﬁm forms
part of monetary working capital .
R'000
Year end halance on investments: # .
Investinents ag shown sbove 278
Cash bulance (Note 4} 4l




mmﬁumhmmm

Pmmh&emmwmm _
Fixed assets (Note 1) P . #,
Stncl::(lloel) e ' 4

M%wmkmﬁmwmwmumwmﬁmd
2%13.!3.3&:2‘53. _

Operdny iouas
Mswuﬂ
Chaiuhm

kL
160

35
()
(230

(iﬂﬁ) '

R'45

- L300
-

A%




*{10% + 5%}
Clost e

8. Taxattea: [}

Tax chasge for the Yo (computation given below)
‘Tax on exieaordivary i (computation given beiow}
Benefit of taxation Habititles being fixed in money terms (R350,000 x §0%)
Real cost of tauation

ey,
Tnmqnnﬁi;\

5% thereof  ©

TFax on_sxu-u;ldiwy ioms:
Bxirsordimery profit
35% theroof

10. Previcion

OPBMMMM . | Vs 4
Ad: Increnbs b provision rqeired by disccztiay assamption thet

mMg«mmnmimofmgmmmwm

The real incresse It the provisios is RID0.000 % 5% =
The real holding jain o the provision is R100,000 x 10% «
i1, Cost of Sales
(SO s ‘Lr‘rf ‘ o
Hisiorioal cont of gocs soid .
COSA (Nite2) o > 3
MCWA - Deabioes {Note 3) '
- Croditors (Noto 3}
Other cosia (Fact 4)

12.  Distvibution Costs

Deprecistion o as QCM basis
Rent of warehouse S
Other (Fact 11} !

13.  Administrative Expenses

As gives'in Fect 12
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14. Heal Dicromse ks Curvemt Cost of Opevating Asels

Debuars {Note 3} '
MWCA - Debiots (Note 3)
7« Creditors (Note 5)
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APPENDIX B (CONT)

QUESTIONNAIRE
QUESTION 1

The abjcc;c is fo abi'afu the interviewee's views about investment

performance appraisal, the ARR and how this measure ﬂts into ths

overall objectives of financial regorﬁus

» For investment performance appraisal, where yon have access o only the annual
report, what measure are you currently usmg Is the measure satisfactory based on
the annual report? If not, what adjusiments do you make to the financlnl statements?

* Would the ARR be usefil in i sk.mg investinent decisions?
s What oy/m types of information are utilized in making an investment decision?

QUESTIGH 2

3;«2?: !i mofm Firsily, 0 undersiand  fhe interviewses

przfcnuu smongst the valuation bases aqvalleble for flrancial
' oﬁiulzwpu%am Secondly to undersiand whather the interviewse
fe xse VTTO as & valpailon basze .

o 'ﬁmnmnhro!valua&mmethodswmhbfﬂ which valuation base do you
- prefer and why?
. If;aufouwdﬂnARRbbeagood wum.wwldmmmonwagetheuuof

. Canmevahmominadfrmnm be reasonably calculaied ﬁemably
vesified? Uy '
QUESTION 3 "

mmmmw
The objeetive is to obtain the imterviewoes yiaws towards reporting
Comprehensive Incvme and iRplr prefsremce towards a capital

mailntenance couctzt _ N
b

» Theé ‘ARR reguires thal all changes in net worth be incorporated in the Income
Staternent resulting in the reporting of Comprehensive Income. Wit is your view

on the reporting of Comprehensive Income? o
 Whas concepx of capital mainienance do you support why?
o Is there any hmeﬁt in displaying both the entity and the propriety capital
"« "¢ Why has anmptable solution for inflation accounting fm!ed tobezmplemnted?
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©

PRECIS OF RESPONSES TO QUESTIONNAIRE
QUESTION 1

1.1  Por investment performance appraisal, where ;0!.1 have uccess to only the
annual repost, what measure are you currently using? Is the meusure a.msfwmy
based on the annual repori? I not, what adjustments do you make to'the
financial statements? .

Conmcm

. lamm are ccmcmed. wlth pmdu:uug two things:- growth in share pnce 2
mddividmk
. C:uﬁ sharc is being utilized, It is the best of a bad bunch.
of dzsck:sum in SA is a serious problem which limits the
i “usefulness of the information. Adjustments are made that eliminate
mandmnmumng items 80 that sustairable EPS is deduced.

S » A memure s calculaed from the informalion provided in the annual
. - aocounts which i the increase in share price and dividends received divided
. by the initial invegttnem, Whilst EPS is reviewed it is not used directly. The
iam:sinmdiuwhauhe poiential cash profils are that have been
3 the investmeht. Financial statemsnt ratios are not necessarily

that. Disclogure is very poorinﬂ:eSouthAfncanmkat

. A_. sty of siandard ratio is used from debt: equity to price eurnings _
iios. ] is & tendency not to make to many adjustments as the
" information just maoves further away from reality. 1t is difficult to judge. .-
Ol clivt biise cannot cope with a variety of adjusted figuras. Simple, ciear
snd conchae information is requisite
* kudiﬂimknﬂmismmhcmmlwofm in the numbers. Allot of
Is gained directly from interviews with managsment.

. A widq vmiety of performance ratios am used together, there is no single
S nurrber, We are Jooking for a story, one number can be fudged but the
_ wholz ¢ tells us more. Financial statements only rcully play a

hip function,

* Cashﬂow share and cash equivalent per share are the meusures that teil
- the story of company performuncs. Cashflow is what is used to manuge
both the business snd ths employees. Cash EPS is more difficult to
muupulam than EPS and consequently more reliable and (rustworthy.
Investor’s should use performance measures thal are actusily used by
~ management to manage and :uctivate.
. w EPS in not utilized. Adjustments are made in order that extruneous
noa recurring items are ehmmuzed. Ttwreaﬁer fully diluted adjusted
EPS is calculated.

o R e s i s
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'Would the ARR be useful in making investment decisions?

Comments

« The ARR would be useful if it could provide information that is
l_inl}dermndable comparable and will facilitate the calculauon of trend
information

» A rate of return measure is uscful as it has longer term implications than an
. earnings figure.

» The ARR wouid facilitate in ev..du.mng the perfonmnc‘e of the management
and the regources of the comnpany. It would assxst in asv.cssmg the quality of
camings

¢« The ARR would be useful but would need to be comparuble and
understandable. Analysts would use it a8 an injwit into their framework but
glffi t‘:t n::%ﬁd be ita success in helping to predtﬂ growth in share price and

i

« If the ARR cun be established as a credible rado in lhat it returns
information over time that correlates to profitability of the investment than it
will undoubtedly will be useful. Intuitively it appeals and would seem to
provide information that would be directly relevant in making economic

s The ARR would to be able 1o process what was previously dutu inta
decizion nseful in on.

&+ The ARR would scyve a spe st rather than a generalxst function. It would
be useful once trends and ranking of projects can be established. If ARR's
cannot be ranked this would be a limiting factor. :

¢ The/ARR would be a useful measure. It is based on current values which
add immense value. It is certainly <nccuraging to . »ve away from siiving
ofit to moving to reporting a measure that can act -ally
) becalcnlmm&kowld not however be used in isolation as ther. are
" many other inputs that are needed when deciding to invest or otherwise

o Even though the measure would be useful the South African audience will
resist it. They are reluciant to move away from the EPS holy grail towards
the unknown. Also favoring only one stakeholder, the fnvestor, would bc

very unpopular.

o The ARR wouid be useful as it provides incremental information. i might

might therefor want to campare ARR’s which have different risk profites.
The ARR would be useful but cannot b used in isolation.

What other types of information are utilized \in making an investment decision?

however be too simplistic as it does not reflect any measure of %"sk. Users

Comments _
» Information about the fulure is criticai if an investment decigion is 1o be
made. Forward predictions are always useful but the underlying
assumptionsare very restrictive.

o The information utilized is never assessed in isolation. It always needs to be
viewed reiptive to something, This could be a sector, a sclect group of
companies or the market as a whole. N




Themim:s lookmgfors!abie trends. What is required is past and future
information ihat will allow the user to c.stabhsh what the vdmitty ofthe
futwe earnings stremn will be. - : et
Monmeﬁtlmfonnmmmosﬂywelenm in the decumn makm

prooess increasingly in South Africa you are buying the skifl aad quality of

manegemesnt especially dise to the current shortages

A varlety of rutios is used. Financial stabnhty ratm are however critical,

ihéy iink financial petiumaht*wnsk Y
Analysts and stockm&er\bpons ‘on specific sectors and compames, '
Investors are looking for analysis that has already bsen performed on the
Annusl Financial Stalerments where expert opinion and adjustments are
advoctied: Investors foel that they do not have the time to reddd und rend
ﬂuummmmitshﬁdenm

n.ﬁmy that one cant get their hands on which is refible is

_ sm m South Aﬁ'ace is only efficient when rumors are

. mmwment of the con'zlm pmhab!y provides the most useful
HOW

1
i
i

mrm They principal the busiress and its prospects beiier

_ b claemdmw: !mg to provide that information which can be .
inssed Inso the market. _ el S
‘mmmm cash flows, eic... . A number of general ratios .

are sk Whhﬂ;ﬂﬁlwisﬂmm is tuken in isolation. Everythin
M&RWWN %mmmnmm,aﬁ

‘t:
QUEST!GN 2 _ _
2.1° mem . numberof valuat:on methods avaxlabic, which valuazian buse do you
| mmm?
e ‘I]I... . o B IE:\.L ) 4,-’:'},-'.-, . L . . .
| sxmc'rw - ANALYSTS AUDITORS PROFESSIONALS
VALUATION BASE T .
ﬂc . | !;. .._;’{—- | ; - i I
RC 1 B
e ; i/ .
vTTO j _ S 4
NRY 1 B ot
TOTAL 3 2 7T
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zmuwmmmmmmammmmm fmm
- wiiich adjustments can be made.

HCisth:butofﬂbumh as any new valuation method stili requr’cs
adjustments which Y icate an already complicated situstion.

VTTO could require an & y new education esslhatwoﬁld
mmmammv%/ d ofalltimgo:alumwmho&s
and theic re ‘

es fclevant and realistic informution in ;wadu:tmg
! mﬁnssumpuonbemgcomam! of the firm.

.

/AR for the Goasumption of assets yhoutd |
.. " intbe@ﬂnd;::uo:;cmblm sustainable eamings.
! mzﬁmrmzmw“mwm
LB mmmm&ﬂm sente. VITO considers s rnge orﬁl
for Wmﬂ&mw sconomies, over time HC valuations are not

Hactiv e!mﬂmﬂwdmbeth*mtinshmﬂmmmm
'M_m only m&pms:hle ‘mimnrs of va!ue.

2.2 Ifgw found the ARR 10 '&_nfabpd measire, would this encourage the use of

l'!

—

“RWALY FTE T AUBITORS T FROVENSIONALE

o -

_3|__ o ‘ o s

UNDECIDED | _, i

TOTAL 3 2 T

b
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A
2.3 Canmvnlmoh:medﬁ'omv‘ﬂ'(} bemmmb!ycalcuimedmdmmmahly
r’& Comments ’
b o If the information is available for use by managemem than it is possible to
i3 reasonably verify the information. p‘

s Itis possible to do anything it just takes time and time is money.

« If managernent is credible and uses the information to manage the business o
-than the information should be reliable

o If there is sufficient valne attached fo the of’avahmuonmthm thnn '
an atenpt can be made to calculate the values.»” |

* To be reasonably calculuted you need & set of ground rules for valu{
assols and lisbilittes. This wii! give crnsigiency and comparability.

» The values will not be calculated unless preparers am told to use it. It
to be enforced. Userswillmverfumemeissuenlsalluptmheala ard
N setiess.

%._¢' e Youarsooking for a reasonsble c ise situation. Rules -weg'iodmd

'- 'Wmﬁhwmmwmcmnm&avalm

QUESTION 3 .- .. e

3.1 'I'heABmemst!mtnllchangcsmmtwoﬁhbe: ;ztedm:he!mom
Smenmltresulﬁngmttz reporting of Comprelwns rcome. What is your

Camntlf | '/

s
e

‘e"

L

"_svpmn'r rox Rmm‘me COMPREHENSIVE INCOME

| ANALYSTS AUDITORS PROFESSTONALS
YES 2 l 3
NO i T )

TOTAL 3 3 7

. T‘Pmuserslmidhepnvytonl!t!urcsulmafﬂwactlonsofmanagcmnt. not
only those that are sustainable as every action either creates or desiroys
value,

Com;nthenswe income wou!d be more volatile thnn the currcnily repoued
earnings figure but volatility is » fact of life

(5 %]
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1t.is necessary to know the whole picturs including what the sustiinable
eurnings are and how volatile the firms total performance

Thers, is a need to establish trends for prediction and to forecast what is
sustaihable in the long run :

The problem with reporting comprehensive income is that if it is ndt

impiemented uniformly than company’s that dislikes there hidden reserves
are penalized. This is due to the fact that once reserves are disclosed they
can no fonger be used to *smooth income’.

Reporting comprehensive income could eliminate the need to continually
reconcile opening and closing capital to understand the entire years results.
Comprehensive Income should be reported throngh two separate income
statements:- reflecting income from operations and the total performance
respectively.

Theg is inadequate ixsclosure of information which results in the hiding of
reserves. Reporting “omprehensive income would hopefully go a long way
in eli-rinating this undesirable reporting practice.

in

entity and the propriety capital maintenance concepis?

3.2 Whatconcept of cﬁ.ﬂm maintenanse do you support why? Is there any benefit
ying both

Commenti _

CHOICE BETWEEN THE CAPITAL MAINTENANCE CONCEPT

ANALYSTS AUDITORS PROFESSIONALS
PROPRIETARY i 1 r
ENTITY g ? 1 3
TOTAL 3 2 7

®»  An inveswor would like to knm;i the real rate of return eamed.

The financial structure of the firm, with respect to debt and equity, rermains
flexible end investers can chose to allocate their funds based on their
expected real rate of return,

Management is managing the operations of the business and hence this must
be m:i'ﬁamed to enable meaningful forecasts of sustainable carnings. They
are looking at establishing an operating strwcture that will generate
consistent sales at a consistent rate of profit, This operating siructure is
what needs to be maintained.

The entity concept is consistent with how the managers manage the
business . If we are reportieg on the performance of management than we
should report on whethier a profit was eamed after the operations were

maintained :

Choosing one concept really rlepends on who you see as the stukeholders,

If we are only looking al investors than the proprictary concept wins hands
down, )

A
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RWTING m ‘THS ENT!TY ANB THE PROPRIETARY
WHAL WAHCE CONCEPTS -

AUDITORS

PﬂOFESSiﬁNALS

A

- ANALYSTS
YR8 . 3 -1 5
NO 2
TOTAL .3 2 . 7
- ._\h_\ #'\..‘ . b .
p‘ovidameuwwtthmvﬁuabhhifcmmastheywnumbe
""" wm&ﬂw&hmem&emlmofmmeymmum
umfmmwthWMmm have or have’
_ nothenumam.
e Resks mhuchnvedlfhmhcomeplsarerepoued we are giving

the usor &l the podsibie information

' poetin MwmmukmMMMcdmdmm:a _
v . !f DOmpepts Wers pre than we would require one in each of the
bﬁmmmmmmwwldﬂmmmbemkdmwh

X3 mh&ﬁmmm

N fwmisinfarm:mwhachnnybe

o - ptirfiutabls 3 genaral .éuny

: ﬂmmmmw mi?km by - companies.
the results was mt possihle which

lnwinydmﬁncmdihi y of the reported information.

'- Tt is possible that the stendard was not. allowed to run for a sufficient length
ofﬁmmﬂwwimdmmma&mmhmfﬁmmuwad{mlm

dacimsn;infmuonm
+ the mﬁmgmlobefsrtoocmxplexfmttmuwrto
corr mddmﬁ.
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Apcess to capital markets
is costicss, and thers are
no frictioa’s preveniing
the froe trading of
socuritiss

The relevant information
sbout the pricing and
quality of sach sscurity is
widaly and freely
available,

There are no distorting 1ax
effactn,

APPENDIX C T
L
TABLE OF ASSUMPTIONS, LIMITATIONS AND BENEFITS OF
THE ARR, NPV AND IRR
ASSUMPTIONS LIMITATIONS BENEFITS
LN Ls4 S B
YTTO niles should form the | »  In inierpreiing the rankings of Allows the user to evaluaie the
basis of the valumion of ARR's, henelits from undertoking one
ARR the companies assets and { »  The umcerainly involved in ativity a4 opposed to another
lisbilities sasuming  that estimating the curren( values of Provides information about the
RC is grester than NRYV, the pctivities in question. fensible <distribation of profits
When undertaking an ex-{ ¢ n .ppiving the VTTO rules at in times of indation,
anls stumlysis the tules the aggregae level of a groups Provides information for a
shouid be spplled o the awgets, Tirms or husiries. single accounting period.
» group of assels g3 a whole; ’ May he the  theoretical
in &n ex -post Assesyment indeipinning for VTTO
the rules shoukd be applisd May encourage the production
to individusl assets and of inflinion adjostel aeeounts
then summed :
Al changss in book value
shaoid be incorporated in
the Incomn Statecnens.
A Perfoctly compeiitive | o I there is more than one change Except for the limllations
" eaptial ramrket, in the sign of the cash fows discuxsed, IRR can 'end to the
IRR An ool raie of refum is utitized. kame invesiment decistons us
earrad in eack period. o Infocmaiion is needed for the NPY.
Bes NPV below entire liletime of the activity.
c ¢ The subjective valustion and
" use of fOFeCRBIS
@ » There ore Hmited funds and 2
. choice neede o be madc
i between 2 muwually exclusive
projecis.
o 10phon term interest raes differ
from long term retes MTErOUS
cout of caplial valuss we
. obiaincd, :
A Perfectly compe;}hive ¢ Information is needed for the § o NPV s the appropriste nile to
cepital markst, - entivg lifetioe ol the activity, use for optimal  invesiment
No bartiers prevenling |« The suhjective valuution aml decivions.
: access o the  eaphial use of orecasts s
NPY markets,

¥
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