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-Accounting i~ a human creation deaigned to satisfy human need, and which must
thereforef above all be useful. Financial statementc; should, therefore. provide
information that is useful in m&kingeconomic deciaions. Academics and practltieaers
a~ however critical of the output of',the accounting information system and propose
that accounting protitabil~ly is of limited economic significance. They claim it is no
longer sufficient to provioo antiquated historical cost data. that in Joost respects cannot
be processed fw:thei. 1't'.Iere is ~n urgent need to develop both analytical systems for
thinkiu8 aboot and anticipating ~hrulges in the business worid and the mechanisms and
~ to $'!$Ure. that we respond appropriately from thtJ· standpoint of useful
finaftcial reportin!. 'The Accounting Rat"'-?r Return (ARR) may assist in evolving the
usefulness of Amwciai reporting. In tk report the usefulness of the Accounting Rate
of Return is established. The purpose of this report is achieved through nonnative and
empirical studies. The result of comparing the ARR to the opportunity cost of cupitul
has been sugested to be absOlute. but in I'C'.ality this is not feasible. Investors would
use the jI..RR, II .. input i( - ;.lther than the: decisive factor for deciding whether to
buy. bold'Or.u 1m investment. The proposals advocated in t~ paper communicate
reievaa~ ~ and useful infOrmation for the purposes of investment performance
appraisal.
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CHAPTER ONE
INTRODUCTION

"Usefulness, that is, being information for the user and the
purpose in mind" .is . b't1f:~~rally perceived to be the key
characteristic of all financial !1tatements."

(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
for measuring income. In recent years. high inflation rates have served to exacerbate
tire issue. Reported accounting information dues not in ger: ...ral portray economic
reality. Such is the climate that many claim that theoretical objections are irresolute or
that proposed solutions are impractical. The apparent reluctance of academics or
regulators to employ accounting profitability data in investment performance appraisal
is a reflection of the former; the recent failure by the accounting profession to ratify the
proposed implementation cf current cost accounting in the face of rising inflation is an
example of the latter. Instead, academics tum to other sources of information to
evaluate performance and accountants enshrine extant practices.

It is generally accepted, however, that there is one correct definition of income. This is
the economist Hicks' definition of the maximum value which a man (company) can
consume (distribute) during a period and still expect to be as well of at the end of the
period us he (it) was at the beginning (Hicks, t946: 172), MacNeal (1970: 295),
related this definition to the definition of income as an increase in net wealth. 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 income founders practically on the extreme
subjectivity of required predictions. Attendant problems include the liming of benefits,
reinvestment predictions, growth factors and the choice of an appropriate discount
factor (Lee ,'iJ985: 44). The accounrant, tackling real world difficulties, avoids valuing

:-
the firm and-concentrates on supplying relevant information to the user who will

:i

perform his own valuation (Bromwich, 1977: 587). Together these constraints render
the search for a unique multi-purpose income figure which satisfies the competing

I,



"Hicksian income and accounting profit are different concepts,
The Hicksian notion is precisely appropriate for measarements of
income and possibly corporate distributions, it does n~I~.
however, establish an appropriate basis for defining profit." ..i
. (Edwards, Kay and Mayer, 1987: 24)

needs of the wide variety of users in all circumstances (the ;hqly grail') unrealistic
(Barton, 1977: 233 )/I'he 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 obtained from another ane "O!: specifically
concerned with investment performance appraisal, prospectively or retrospectively.
These users require accounting information that permits an assessment of the relative
desirability of undertaking particular economic activities. Although the Hicksian
income measure exhibits some utility, it is not the rriost relevant for this obje ctive.

The user evaluating corporate performance is usually concerned about earnings in
relation to competing investments. It is possible to provide mformution 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 immediate interest is the
economic\Vofit figure. Edwards et at. (1987: 63), however, demonstrate that this can
he done bS,l constructing 'rate of proflt' type figures. and using them in a manner
similar to the internal rate of return ORR} measure of an investment. That is, these rate
of profit figures should be compared to the cost of capital h I establish whether the
activity her '~ considered should be expanded, curtailed, or allowed to continue at the
current level.

It

More specifically, the accounting rate of profit {ARP) is deflned as the accounting
\ ~ >I

profit divided by the opening book value of capital. It is found \!hat the ARP can
provide information useful for economic analysis if the financial stKtements are full} \
articulated and the sequence of accounting data being examined begin~!~d ends with a
zero book value of capital. This in itself is interesting. especially when 6\,ntrusted with

\\
pessimism expressed by numerous authors about such a possibility '\
(Vatter, 1966: 681). \\

\\
\\
\\

"There is no way in which one can look at accounting rates d~'
return and infer anything about relative economic profitability." \\
(Fisher and McGowan, 1983: 82) ~\

•

i
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To be useful, however, t~hniques developed must facilitate the analysis of finite
\>

intervals of accounting data wnk.,,\l:! may not begin and/or end with a zero book value of
capital. In the more general setting (without beginning and end interval book values
being zero) the valuation basis used for the firm's assets and liabilities will influence
tbe ARP's geeerated, Edwards (Ii al. (1987) investigate the 'value to the owner'
{\'1'TO) valuation convention, anu .ind that this valuation basis allows a particelar
accounting profit rate measure - accounting rate of return (ARR) - to have the
economically useful properties desired. The ARR, over an interval, is defined as that
return which makes the discounted value of iIl1.lTJf:diate cash flows equal to the book
value of capital at the beginning of the interval. AlQ>f",gh the ARR is defined in a
manner that is similar to the IRR, it is not a single figure throughout the lifetime of an
activity and thereby avoids the arbitrary assumption that all equal rate of return is
earned in each period. The relevance to users interested ;n periodic performance
measurement is increased significantly.

1.2 PURPOSE

Based o~ ·me above analysis it may be inferred that the performance evaluation
function oi\accounting may be satisfied by a simple tominal comparison of ARR in
the 'value to (~1leowner' income model and the opportunity cost. When extending this

~ ,

analysis to inflaiit~nary economies, however, if profit is to answer additional questions
about feasible distributions (in the Hicksian sense) while maintaining capilul intact.
real earnings potential must be established. Indeed, the reality is that financial reports
must provide additional information about distribution. This implies that profit must
truly representthe increment over and above a maintained level of real well-offness.
This gives rise to the debate surrounding the selection of an appropriate concepe of
capital maintenance.

The purpose of this report is to evaluate the usefulness of the Accounting Rate of
Return within. the South African environment it: selecting from competing and
alternative investments.

1.3 RESEARCH METHODOLOGY
The purpose of this report is achieved through nonnative and empirical studies. A
comprehensive literature review is undertaken to reveal the established facts in the field
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of study > &~ to ascertain current theories or models which have been used by

previous researchers.

Investment performance appraisal and the objectives thereof are defined. The ARR is
evaluated normatively against the objectives of financial reporting, the traditional
performance measures and its merits, limitations and underlying assumptions are

/7
addressed.

Y' ~!

~ J
The qualitative Cha!jBCteriStiCS 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
valuation base (ViTO) 3r.used in t~ calculation of the ARR, it is evaluated against
these qualitative characteristics and compared with other valuation bases similarly
evaluated.

If the profit reported Is to answer additional questions about distribution in inflationary
economies, the analysis must be extended (0 consider the maintenance of capital. In
consequence, the proprietary and entity C~\pitalmaintenance concepts are comparee' and
contrasted in the search for useful information ; bout both performance and available
distributions. Suggestions for investment performance appraisal in the inflationary
South African e-nvironment are proposed based on the conclusions of the normative;\ ~
study.

1'11e nonnative suggestions developed form the basis of a number of empirical
generalizations. ~'; 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 adoptioriof structured interviews as the
data-gathering technique as well as the use of convenience or accidental sampling.
Triangulation is employed, i.e. evidence from several sources, - analysts, auditors and
preparers will be obtained to facilitate tbe analysis of da~) from a 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 sample is selected judgementally and is not necessarily

, I

representative of the entire population. no attempt is made to draw statistical

inferences.
it

1

1
I



1.4 SCOPE
This report is concerned with lht\ reporting requirerrents of external performance
analysts. It does' not address the ieformation needs of management, regulators or
economists. It is concerned with evaluating'-

.. the utility of the ARR in providing information that is useful in making
economic decisions it

• the benefits of utilizing VITO as a valuation rnethod.
• the benefits of reporting comprehensive income and of utilizing a

proprietary capital maintenance concept.

'The derivatiort of .EK.M':; ARR is not evaluated; neither are the hypotheses generated
-, \ I .

by the ARR's results when compared against the opportunity cost of capital, No
attempt has beel} made to calculate an ARR fot\ a company as the information is not
readily available for its calculation, The report does not address the implications for
assessing barriers to exit and entry for an industry.

1.5 OUTLINE OF CHAPTERS
r Chapter One : Introduction

This chapter presents the background, purpose, research methodology, sC()~ and
outline of the proceeding chapters.

Chapter Two : The Accounting Rate of Return
This. chapter addresses an alternative presentation of financial information for
measuring profitability for investment performance appraisal. Investment performance
appraisal is defined and techniques 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.

It

Chapter Three : The Conceptual Framework
The theory underlying 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.
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Chapter Four: Asr.et VaiuaUoR. Memeds
AI the "ablation of an entity'z wets and liabilities is critical to the ARR. the yaluatioo
bases are analyzed. The principles presented in the Conceptual Framework: are applied
to valuation methodi employed. Pronouncemer.ts issued by standard setting ~
00 the qtMdita!ive cbala"t~ristics. recognition and measurement principles are employed
it! this Malysis. In particular. tfH.; V1TO valuation base is evaluated against the

oveniding reporting criterion of usefulness.

Chapter Five: Capital Main~;~'he Cuueepb
."".~ c. ~ chapter c~ and cQn~;asts the entity and proprietary capital maintenance
;; concept:i. A ~iew of tbc; hi~~r ;;;.of inflation accounting hi aJsc included. Together

/f :.I' -,: <i: -,
>" .;.. /) with the preferred vMluatioo ~I,.". 1'<, • 'f:apital maintena'lCe concept is required to answer

'questions Ihot.tt performarrfk~~di~~tiol'l- .;
.J

Cbpter ... : Conclusion
This cbaptet seta out the concIusjoo.~ and derruvcates areas for further researcn.

c::



"7

CHAPTER TWO
THE ACCOUNTING RATE O:F RETURN

2.1 INTRODUCTION
"If we are going to say that uri we can do is just to take the dollars
in and out, and that is all there is to it, and we are not going to
interpret the stgnil1cance of what is happening ... then we are
resigning ourselves to a position of hewers of wood and drawers
of water, and we relinquish the goal that accounting hopes to
attain - a positic ') of a highly professions, receptiveness to new .
ideas and a great social usefulness"

{May cited i..Baxter, 195\}: 7)

Accounting is a human c~atior- designed to satisfy human need, and which must
therefore- above aU be usei~lLr$1amp. 1981: 21). Academics and practitioners are

\ .r ._. -, •• 1.,

however critical of the outPUr!)f'*,j£lle accounting information system and propose that
accounting profitabiHtY;1 of ii~lte}i:X!co~omjc significance.

,,5'lf
"...anyman of words who compares rates of profits .... and
draws inferences from their magnitude .... does so at his own
peril."

(Harcourt, 1965)

"There are !'IO lessons to be learnt, except that accounting
profitability should be disregarded forthwith."

,..(Mayer, i987: 1)

'The purpose of this chapter is to explore an alternative formulation of company
§ccounts for measuring profitability which may overcome some of the disillusionment
outlined above. It begins by examining the objectives of financial reporting. The
chapter supports the view expounded by EKM (I 987) and Whittington (1983) which
argues that much of the pessimism is a result of the failure to specify precisely I the
fundamental purpose for which financial statements are being prepared. It is submitted
a single income figure is uhi:kely to meet all of thewide variety of needs of financial
statement users. 'T;~'focus is then shifted to the needs of investors concerned with
investment performance appraisal. This perspective ensures that financial statements
comply with the Standard Setting bodies, objectives, in providing information that is
useful for making economic decisions involving reasoned choices amongst alternative
uses of scarce resources. The need for an accounting rate of return to assess
profitability is under-cored and various alternative accounting rates of return are

\

..

( )

\\
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examined. EKM's Accounting Rate of Return (ARR) is selected as the most
appropriate profitability measure. Finally, the basic framework of E~\1's ARR is set
out to ensure that the underlying methodology implicit in its calculation can be
evaluated in further chapters.

2.2 OBJECTIVES OF FINANCIAL REPORTING
'Cheshire-Puss : she begun rather timidly, ' ..would you tell

me, please, where Iought to go from here?'
'That depends a good deal on where you want to get to, 'said

the Car.
"I don't care where ... " ....... ,' said Alice.
'Then it does not matter which way you go,' said the Cat.
•...... so long as Iget somewhere " Alice added as an

explanation.
'Oh you're sure to do that,' said the Cat: if you only

walk long enough. '
(Cars berg, Hope and Scapens, 1974: ~62)

i.
~

Accounting is not an end in itself. As an information system. the justification of
accounting can be f"und only in how well accounting information serves those who
use it.

The origins of accounting rests in the stewardship function. The whole mrpose,(}f
ancient accounting was not to measure the rate of profit or loss but to keep accunue
records of acquisitions and outgoings and to expose any losses due to dishonesty or
negligence (Yamey, 1962: 15). The stewardsnip function has been described as a part
of accountability, a control function and 'to means of enforcing the directors agency
contract with shareholders and others (Page. 1991:3]). Accountants have traditionally
sought to record past events in an objective manner. Thev have thus favored the use
of historical cost accounting. The traditional role of the accountant was thus backward
looking, recording past transactions and giving great weight to 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 to be larger and more complex and their
accounting systems have tended to play an increasing role not only in stewardship and
control but also in planning and decision making. The literature shows the progression
of a growing consensus that the usefulness of accounting statements should be judged
according to the relevance of the information provided for decision mak ing. Today it.,
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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 economic
decisions (SFAC I, 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 currently available
information or exercising CA control function with regard to management's
.wardship" (lCAEW 1991: 10). Economic decisions may include, for example.

whether to hold, buy or sell an investment in the enterprise or whether to re-appoint
or reflace management (SAICA, 1990: para 14). This interdependence is highlighted
in the United Kingdom's Accounting Practices Board's recent exposure draft
'Statement of Principf s' which places both stewardship and economic decision
making in the Objective:

'.~)

"The objective of financial statements is to provide information
about the financial position, performance and financial
adapteblliry of an enterprise that is useful to a wide range of users
for assessing the stewardship of management and for making
economic decisions." \ 1995: para 1.1)

To execute the interrelated functions of decision making and Sl 'wardship effectively,
users require information about profitability, financial position and changes therein
.This knowledge base enhances the users faculty in ascertaining .."the ability of the
enterprise to generate cash ami cash equivalents and the timing and certainty of their
generation." (SAleA, 1990: para. 15)1~

, ' .~--::-~

•

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.
Solomons (1989: 9) states that decision-making concerns the future and the future is
uncertain. Furthermore, human nature is such that a sacrifice dictates a consequent
benefit otherwise the futility of the risk is capricious .

}j

F: icial information is compounded into the investment decision framework as a
basis for assessing the allocation of scarce resources. II),allocating scarce resources,
users of financial accounts are attempting to assess the performance of firms.
prospectively or retrospectively. Accounting information is used in ursessing
performance and this may be done through using atl Accounting Rate of Profit•



(Mayer, 1987: 4) )1
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(ARP). It must be recognized that this function of accounting information is a subset
of information relevant to the assessment of future cash flows. Steele (J 991) submits
that the true income measure of performance, the prediction of economic events, the
capital market reaction and the individual user response can be viewed as mutually
dependent in the formulation of theory which meets the fundamental objectives of
accounting. There is, however, no single accounting number which will provide all
the answers to all the economically 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 example the rate of profit and the social and environmental. con ~ems
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 i1'l

impounded into the company's share price, which will then represent the best availuble
estimate of present value: calculation of economic profit is then reasonably
straightforward. Steele (1991: 62) however, hypothesizes that the South African
market is not efftcient us it is small and dominated by the institutions. Market
capitalization "may also not always be congruent with the ilue of the business.
Another factor affecting Market efficiency is that not all investors necessarily
understand all newly available infuruunion and there is no guarantee about
misinterpreting the information (Naciri and Tremblay cited in Steele, 1991: 62).

2.3 INVE§Tl\iENT DECISION MAKING
"1'0 be able to assess what is the appropriate definition of profit,
we first have to know what questions we are trying to answer.
That question then defines the appropriate basis against which to
compare performance and determine appropriate accounting
conventions. "

D

An investor who is assessing the performance of a business is in effect assessing an
investment that involves forgoing potential consumpti in the prospect :..1 generating
furare returns. The investor WOUld. inter alia , be interested in the return that the
investment would be generating in the future that could be compared against some
opportunity cost. This would necessitate calculating an accounting rate of profit from
the best available information.

It



The investor is interested in a measure that tells us the benefit from undertaking one
activity rather than another. The Hicksanian <1.,..finitionof income facilitates dividend
policy determination (assuming corporate 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 appraisal as it does not
establish the benefit of pursuing one course of action rather than another. This is abo
supported by the Accounting Standards Steering Committee b the United Kingdom
who stater-

"Distributable profit can no longer be regarded as the sole or
premier indicator of performance". (ASSC. 1975: para 4.30)

:,
:1

Moonitz (1962: 180) discusses that comparison of actual performance witf for~basts
or plans is also insufficient, unless it is assumed that the existing management group is
the onlv one 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 actuality to be improved upon in some other
employment. Or that last year's dismal performance was not
repeated this year ? If you telt me that either we cannot measure

r'these things or that the measurements are useless, then I answer
i,.~ qat we are in the intolerable position of asserting that
ffianagement is beyond control, that we cannot assess its
performance with respect to the objective of profitable
employment of resources." (Moonitz, 1962: 180).

The historic accounting rate of profit according to Turvey (1971) "means little" in
evaluating in.vestments. Historic cos~\ accounting in the narrowest traditional sense
might provide a check on the honesty of the steward but not l(eces~~ily on his
efficiency which might be assessed in terms of how the current value of the entities
resources have grown. (Whittington 1983: 23). Thus a profit in historic terms may he
the outcome of a change in the value of the resources that are being'employed in the
producticn process. Alternatively the finn may indeed be eam~ng a profit over and
above the ."'llount that could be raised from employing the assets in their next best

)

alternative, Historic costs accounrs and the resultant profitability ratios are not able to
distinguish between these two possible explanations.

Thus the theory concludes that historical rates of profits should not be used to assess
performance. Nevertheless accounting rates of profit continue to be widely used 10
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 that a rate of
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return concept has intuitive appeal as a potential method of assessing the performance
of investment activities .Moonitz 0962; 179) concludes that profitabilitj> is a rate, a
ratio of an absolute amount of profit ',0 an absolute amount of investment, The primary
function of profit measurement is therefore to furnish 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 (1Q62: 44 i as the
'uncongenial twins'. They are both concerned with the same raw material, economic
activity, drawn fron iuch the same mines, approached in different W'\ys. Each
discipline has ev?lved over several centuries, developing its own concepts, language,
culture witq remarkably ~jltle help from each other. However there has more recently
been an increased interaction between the two disciplines as the accountants 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 unalyzing ruther than merely describing cconornc
activity. Economics is concerned inter alia with normative issues such as the optimal
inves, nent decisions that should he made to maximize the wealth of the shareholder.

Optimal investment decisions theory suggests that the way to appraise investments is
to discount the net "ash flows generated by an investment using a discount rate 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 capital
markets are perfect then firms acting in their shareholders interests should accept
investments with c:\ 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 paper that financial
statements could facilitate the calculation of a rate of return comparable with the

opportunity cost of capital resulting in optimal investment decisions. Breuley and
Myers (1988: 78)propose that in some cases certain optimal investment decisions can
also be made by accepting activities whose rate of profit exceeds its opportunity cost.
This defined rate of profit is referred to as the internal rate of rerum (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 discount which would yield an NPV
of zero. The IRR rule states that investments offering an IRR in excess of the
opportunity cost of capital should be accepted. The IRR is like the NPV: a technique
based on discounted cash flows. It should therefore give the correct answer if properly
used. The problem is that it is easily misapplied as there are numerous pitfalls in using
the IRR.

Incomprehensible results are achieved when:

• There is more than one change in the sign of the cash flows which would lead
to multiple rates of return being calculated.

There are limit~j funds and a choice needs to be made between two mutually
exclusive pmj'

\).'-.,_

•

There have been numerous attempts by accountants and economists to formulate
relationships between the Accounting Rate of Profit (ARP) and the IRR. The results
show that, except in exceptional circumstances, there is little relationship between the
two. Conclusions are drawn that financial reports are uninformative about underlying
economic performance as measured by the IRR (Ltkkett. 1984: 214). At a different
level. however, difficulties associated with attempts 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 required 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 truce the entire stream of cash flows back to 1895
when S.A.B. was established. But even Ihat will not suffice as S.A.B. is still trading
and we ere therefore unable to determine the cash flows that are yet to accrue.
Computing the IRR for S.A.B. is therefore not feasible. But even if it were, it is not
at all clear what the relevance would be of a number that tells us the performance of a
firm over a 100 or more years. This does not accord with any reasonable concept of
performance. What we are interested in is the performance of the company this year

\ '

last year next year etc. Those are not questions that an IRR can answer and ;s therefore
of little practical relevance (Mayer, 1987: 3). The appropriateness of tlk,; IRR as an
ideal standard is questionable (Vatter, 1966: 689).

I
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Whether there exists an accounting profitability measure and. an associated set of
accounting valuation conventions that permit these economically relevant issues

relating to an activities performance over a segment of the company's lifetime needs to
be addressed.

"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'. "

\\ (¥ponitz, 1%2: 18)
,I .
"

2.5 THE ACCOUNTING RATE OF RETURN

EKM (1987: 63) have developed the Accounting Rate of Return which conceptually
correspond:') to the IRR for a segment of tile activity's life and is therefore not a single
figure throughout the lifetime of the activity. Its calculation provides answers to
~omica11y relevant issues re1V:ng to an activity's performance over a seg~ent of its
llfe, '

EKM demonstrate that articulated financial statements employing Value To The Owner
(VTTO) as the basis of valuation arc necessary and sufficient for an economically
meaningful ARR. The ARR's economic interpretation and usefulness is therefore
critically dependent on the valuation conventions adqpled. Contrary to what is often

:_/

perceived, appropriately defined accounting profitability can be extremely useful for
economic" analysis. The ARR which is computed from accounting profitability
measures based on VITO conventions can in many cases be given a straightforward
economic interpretation . A table that summarizes the benefits, limitations, 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):-

• Value to the owner rules should form the basis of the valuation of a
company's assets and liabilities assuming that Replacement Cost is
greater than Net Realizable Value.

VITO can be applied to any economically meaningful set of assets,
When undertaking an ex ante analysis, the rules should he applied to the
group of assets as a whole. In un ex post assessment of performance

~I
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replication of the finn 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 basis and the
latter conventions are relevant to published statements.

• All changes in book value including those resulting from holding gains
and losses (whether re~f,lizedor unrealized) should be incorporated in the
profit and loss accourf

These proposals according to 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:-
0) an accounting rate of profit in excess of the cos! of capital implies

that the new investment is profitable.
(ii) an accounting rate of profit equal to the cost of capital implies thijC'

the starting of 11 new aetivity is not profitable but existing activities
should continue.

(iii) if valuations are made on a net realizable basis then an accounting
rate of profit less than un existing activity should be curtailed.

Ex ante accounting profitability figures obtained using value to the owner rules as the
valuation convention can thus be used in the investment appraisal process and form an
integral input into making an economic decision. They can in particular indicate the

c/-~\

desinir".tity of buying, holding or selling an investment.

B~ on the above analysis, it may be inferred thar the performance evaluation
function of accounting may be satisfied by a simple comparison of the ARR and the
opportunity cost.

Accounts constructed on an ex post basis according to EKM (1987: (5)
i.e. using actual out- turn data convey the following signals :-
(i) an accounting rate (if 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 a
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b8niet to exit at the beginninl of the perioo or expectations were
disappointed.

Accounts constructed on an ex post basis can be used in a variety of ex post
assessments. Investors are inten'!Stedin the return that has been earned on equity funds
invested in comparison with what could have been earned had a different management
been ill charge or different investment decisions been made. If for example the ex post
ARR exceeds the cost of capital, then this implies, as above. either that expectations
were more than fulfiLled during the period in question; or that the present value at the
start of the period. based on expectations held at that time. exceeded replecement cost.
1"herefore it 'Was certainly worthwhile to undertake the au;tivity and if possible the
investmen,t should have been expanded. The indicators of whether a barrier to entry or
exit exist are beyond thE: scope of this dissertation and will not be explored.

The proposals of EKM. therefore.' would require that the fo!lowing chUnges be
iooarpomied into fina.l1cial statements:

• 'I'b: ~·of compre~nsive income (fully articulated eecoents)

, The use 0' 'VTfO as a valuation base.

These issues need to 00 explored froll~ a ooncteptual level. and evaluated against the

overridinl crite-.riaof usefulness which wilt be explored 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 , terence for a particular field of

inquiry. In terms of financial reporting these theoretical principles provide the basis 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 underpin the
acceptability or otherwise of EKM'S proposed accounting treatments. The FASS'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
qualitative characteristics which are needed to achieve the overarching goal of

usefulness (Baillie, 1989: 22). These characteristics 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 alia, 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 cannot proceed without raising questions about the choice of the

accounting model to be used. The choice of an accounting model IS the subject of the

next two chapters. The qualitative characteristics and the recognition criteria will form

the foundation for the discussion on the choice thereof. The recommendations of EKM

also require that the financial statements are fully articulated which necessitates

therefore a discussion of Comprehensive Income.

~

'.

,

t
"

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 allocate 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 accounting information serves those who

I
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use it. The primary qualitative characteristics that make financial statements useful for

decision making are according to SFAC 2 (~980) relevance and reliability.

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, con film or revise expectations about the future, or confirm or correct

expectations about the past. Relevance ensures that information can be both forward or

backward looking either adding predictive or confirmatory value respectively.

Timeliness is an essential ingredient of relevance. enhancing information utility. In

order to contribute to the investment decision model, information must be material and

hence relevant to the decision making process.

A further ~~pect of usefulness is reliability. This implies that information must be

representati~nallY faithful. representing what it purports to represent. Unreliable

information ~i'Lliennines the credibility of the information. The inevitable consequence
",,:~,

is the disregard of such information for decision making purposes. By faithfully

portraying economic reality, financial information facilitates a fair evaluation of risk

and hence the assessment of a commensurate reward. Information must therefore also
be verifiable. This is demonstrated by a high degree of consensus among measurers
using the same methods.

invariably a trade off is required between relevance and reliability - to improve the
relevance of information itmay be necessary to sacrifice absolute reliability. This trade

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, although

not conclusive, which revealed 'relevance' as the most important criteria Ior useful

information, Ultimately a balance must be reached which will yield an optimal level of

useful information.

It;
r

j

Comparability and consistency are secondary qualities. They are not qualities of the

information itself, but rather qualities of the relationships 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 contrasted against some

standard to appreciate its significance. Nevertheless measures to force comparability

may result in a loss of relevance.
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Undersrardability does not necessariiy mean simplicity and that information must be

presented in elementary terms, for ,~hat may not be consistent with the proper

description of complex econon,lk aliivities. The rewards emanating from a powerful

information base cannot be fully appreciated unless this information is fully

understood ntis quality, however. relates to the characteristic of the user as well, as
I'

the iiifonriUtion itself.

AU information is subject to two pervasive constraints: materiality and cost benefit.

These concepts determine what information will be provided. The application of the
cost benefit characteristic may cause a certain amount of difficulty, since the costs of

providin~\\pancial information are normally borne by the enterprise whilst the benefits

are reaped-by the users, For this reason the normal forces of supply and demand 'will
>--._

not prevail in the marl{t: .for financial information since the extemu; user will almbs-t

always view the benefits of additional inforrnation as outweighing the costs.

The qualitative characteristics discussed above will be utilized in assessing the

desirability or otherwise of alternative valuation bases b'nd 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 trade off between relevance and reliability when

choosing between different valuation bt~ses.

~

."'
,

,

t

3.3 RECOGNITION AND MEASUREMENT
Recognitlon is the process of formal~y recording or incorporating an element into the
financial statements of an entity. Recognition attempts to represent or depict in

financial statements the effects, ,}fl an entity of real world economic things and events

(Johnson and Storey, 1982: 2). Recognition consequently involves depiction of the

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

the statement totals.

i :
An item should be ri cognlzed in the financial statements if :~ II ~

•

it is probable that any future economic benefits associated With that item

will flow to or from the enterprise; (SAICA, 1990: para 83) and

its magnitude as specified by the accounting lT1O(Ier being used can be

measured and verified with reasonable certainty (Solomons, 1989: 43) .

..
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{'

Recognition is consequently: Anstmined by the accountants concern with usefulness.
'1.- '

Reliability demands that o{i1y 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 future transfer of assets or services to

\\ .,

others (liabil.i~v.\.·J~,theprobability of yield or transfer of futpre benefits is zero or very
small the iten», .. iil not conform to the definition and the first criterion will nm be

s~risfied (Solomons. 1989: 43). y

Solomons (1989: 43) also states that it is clear riom the second ~~ndition that

questions about recognition and measurement are typically not separable, for if sn item
cannot be measured with reasonable certainty then it cannot be recognized.
Determining therefol7";~hether an estimate of cost or value of an asset or amount of u
hnancialliability~~/Aiciently~!h:ible is the matter for professional judgment in each
case. This accof,cls with Rubenstein's ({986: 26) perceptionthat accounting is nut .Ul1..

;/ 1\ : ,:Ii

art nor is ie a precise science. Judgment is Involved in how the facts are g!lther~~)and
how they are portrayed in the financial statements. (I

The failure to lncorporsre items satisfying the recognition criteria deprives the user of a
full and fair understanding of the enterprise's affairs (Griffiths. 1986: 286). The
omission is not rectified by disclosure of the accountmg policies used nor by notes or" c" \ ' ,..__",
explanatory material (SAleA, t ,,'>: 82). A signifkant aspect or both relevance and
representational faithfulness is completeness, the inclusion in. reported information of
eV1!..~lthing material that is necessary for faithful representation of the relevant
phenomena (FASB, 1980: 79).

\ \

~

.:.&.

,
.

3.4 COMPREHENSIVE INCOME
EKM's proposals require that ~nthe accounts are fully articulated. Aniculution
requires that the 'bottom line profit figure should equal the change in net worth in the

balance 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 proposals in the
United States and t~ United Kingdom. A fully articulated profit figure is analogous to
comprehensive income.



21

The increasing co. . exity and diversity of the business being reported on, the
sophistication of the user and ..he pressing need to reflect economic reality have all lead.,

\\ towards the dri~ for reporting Compl'eheo'iive Income (Robinson. 1991: 109).The,
\'f'ASB's Concept Statement No 6 (i 984: para 70) defines comprehensive income as :•

..... the change in equity of n business enterprise during a period from
transactior1S and other events and circumstances from nonowner sources.
It includes aU change" in equity during a period except those resulting
from investments ,')y owners and distributions to owners."

;//

/~/

Although the PASS has defined comprehensive income it has not requi~,,/that it be
reported in fll'UblCial statements even though in SFAC 6 (FASB. 19&4 : para (3) it
proposes its inclusion. The FASa is. however, moving from concept to application
by ad" fig a pro~ to its technical agenda that addresses the reporting of, --,

comprehensive income. The objective of the project is to issue a Statement of Financial
Accounting Standards that requires business enterprises to report u)l components of
comprehensive income in one or more statements of income ~rI~ial performance

-.':::" for the Fiod in which those items are recognized. This has resulted in the issuance of'",>,
"~,,~xposure Omit 162a (FASB. 1996) R~p()r1ingComprehtruive In~ne .

))
rrt'he Unitod Kingdom's Financill1 Reporting Standard 3 , Reporting Finaru:illl
(t;i!erfoT'l'l'Jll1'la (1992:para 27). does not include a definition of comprehensive income.

""'-\ ' 1,\

It ~verthe_· requires that a statement of total rccognized\\Sllins Md IOSlleS be
included as a supplemetit to the profit and loss leCOUnt.This statement would include
gains and losses that are recognizee! in the period in~~far as they are attributable to

shareholders (ASS, 1995: 27). Gains and losses would be recognized, therefore,
1\

cit~r in the profit and los.~account or in the new "ourth primary financial statement of
'Total Recognized Oains and Losses'. Gains which are earned and realized are
recognized in the profit and loss account, whilst gains which are earned but not
realimd are recognized in the statement of 'Total Resognized Gains and Losses'.

._-....,

1,
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The comprehensive income approach has a number of apparent advantages (Ernst and
Young, 1994: 112.4):-

• the omission of certain charges and 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;

• a profit and loss account which includes the effects of all transactions is
more easily understood and less subjective to variations resulting from
the application of subjective judgments; and

• full disclosure in the profit and loss account of the nature of all
transactions will enable users to make their own assessments of the
importance of the items and derive an appropriate measurement of
income based or. their own specific needs.

Comprehensive income demonstrates articulation between an enterprise's financial
position at the end c. the period and all aspects of ire; financial performance for the
period, thereby enhancing no; only the understandability of the statements but also
user confidence in them (FASB, 1996: para 61)

A differing view of income which contends that the net income should not be distorted
by abnormal, unusual 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 distortivc effects,
~~U!thlS b a more meaningful 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, predictions
concerning future enterprise performance might be best facilitated through the
elimination of the aforementioned items. Nevertheless, because 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 aenieved if it is based 011

the entire historical performance of the enterprise ever several years (Ernst and
Young, 1994 : 1125),

I
Although comprehensive income is a useful measure of overall p~rformance,
information about the components that make up comprehensive income is ulso.aeeded,
Displays of income by desegregation into categories consisting of similar or like items
is essential to users needs (Johnson, Cheri, Reither and Swieringa, 1995: 135).
Furthermore academe research has also consistently demonstrated that capital markets

..
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tene) to place different weIghts on different componcm.u of reported income (Johnson
et al. )995: 13S). Individual item." may be interpreted differently. Consequently this
calls for a displJ!.y of comprehensive income that allows components of differing
character to be seen and evaluated separately (AIMR. 1993: 63).

'The selection of a ·valuation base and a financial maintenance concept cannot he made
in isolation as it is impossible to assess a particular method fully without reference to
the full system of which it is part. This chapter has consequently laid the foundations
for theJssues di:scussed in the following chapters.

)/
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CHAnER FOUR
ASSET V" ..JVATIONMETHODS

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 Income figure
YTTO is employed as the method of asset valuation for the opening and closing values
of capital. The purpose of this chapter is to outline and conceptually evaluate the
appropriateness of YTfO as a valuation base. VITO comprises of an algorithm that
includes a choice of one of the following valuation methodsi- replacement cost, net
realizable value or present value. These alternative valuation methods, ,~.'!i well as
VTTQ, will be discussed.

Asset valuation comprises one part of a financial reporting syste.n and the valid.ty of
the asset valuation method depends in part on its consistency with the aims and
methods of the reponing system as a whole. The valuation method wi':l be considered
in-conjunction with a capital maintenance concept, the two being combined to 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 or
the financial reporting system.

The cnapter will begin with a discussion of why the hi-torical cost valuation method 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 explore the capital
maintenance concepts and a system of accounting in periods of inflation.

4.2 HISTORIC COST
"The (histo-ical cost) accounts which directors of a company are rt(quired
to lay annually before the shareholders have evolved slowly over a long
period of time and have almost invariably 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 balances 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

j
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entity as a whole nor the separate worth of its individual components.
Similarly. a profit and loss account does not produce a realistic figure of
profit or loss since many changes in an enterprise's wealth are omitted
from the statement." (Arnold. 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 a going concern view of the firm. Under the venture
concept, each asset is regarded as a separate venture, such that income is earned for
each venture. Thus net income is measured by setting off against revenues the cost of
the assets ventured in earning those. revenues. The replacement of those assets is
treated as a distinct venture for which funds should be raised independently. In an
historical cost system, assets and liabilities are measured at their value at the time or
acquisition. Historical cost, therefore, has two important properties: first it is based
on transactions and secondly, it represents current value at the time of ucquisition
(ASB, 1995: pars 5.12). In practice however the pure historical system has been
modified to prevent assets from being reported at greater amounts than their current
value (ASS, 1995: para 5.14) . There are also numerous other departures from the
pure historical cost system that are permitted by statute and generally accepted
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 1).

Histo .c cost has the virtues of reliability, objectivity and low cost. The low cost is not
only a function of preparation but also of processing by users, since this is the method
to WI, ..:hthey have become accustomed. The reliability and objectivity are no! however
absolute and the method does involve aggregation and allocution problems. It involves
aggregation problems because it is inappropriate to aggregate assets acquired some
time ago with those acquired recently because they are expressed in different units of
purchasing power. The sum total of assets, therefore. is meaningless and combining it
with liabilities to show an entity's financial position, does not, in practice achieve; /
anything (ICAS 1988 : 35).

I

•

Whittington (198';,: 17) debates that if we aggregate the sum of individual assets we
face the problem of what the total means, Is the total equal to the total v re of the
firm, and if not what is its significance? Clearly the sum of the assets under historical
cost could mean many things. Allocation is concerned with the process of attributing
values to individual assets when their combined value arises from joint activities .
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There is also the allocation problem which arises when attributing values of the Si.lme

asset to different time periods. Whittington (1983: 17) asserts that any allocation of the

value of the as~t to 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 economic
decisions must depend on current 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 not
yield a rate of return that has any relevance to economic evaluation or decision making.

j

I
l

The historic cost and realization principles lead to a measure of income that is a
heterogeneous combination of current and prior years activities. Application of the
doctrine of prudence results in an anomaly in that only the downside is reflected. The
reported income misleads and confuses the decision maker; the user is deprived of
relevant information with which to assess the operational 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 argument
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 val lies
now often assumed by shareholders and others (Miller, 1980: 129).

Carsberg and Page (1984: 170) emphasize that the worth of a resource entrusted to a
manager is better measured by its current value than by its original cost probably many
years eurlier. This view is also supported by The Solomons Report (1988) and the
ICAS Report (1988) whose authors plead for current values as a valuation method
which wou!d result in a better representation of economic reality. Edwards and Bell
(1961 cited m Whittington, 1983: Ill) provide the most compelling reason citing that
current val lies provide an account of the economic progress of the firm to dale. using
the latest available market validated information.
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In a current value system of accounting, assets and liabilities are measured regularly so
that changes in value are recorded as they occur rather than simply when they are
realized (ASB. 1995: para 5.2). The choice of a current valuation base is, however, a
very complex issue, Not only are there three basic types of valuation bases available
(RC, NRV, PV) but within each type there are a number of variations possible. There
is also an eclectic approach known as VITO which selects the valuation of a particular
asset according to such circumstances as the relative values arising from the alternative
bases (Whittington, 1983: 115).

4.3 CURRENT VALVA TION METHODS
Current values are based upon current market prices which are incorporated 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;
that when past values become outmoded owing to the effluxion of time, urpropriJ~"!

lInderlying;1
Ii
II

II,
\\

The main disadvantage of current value is its apparent greater subjectivity and lower
reliability than historical cost (ASB. 1995 : para 5.28). This is particularly likely to be
the case tor assets that are not regularly dealt with in active markets and when assets
are stated at present value (ASB, J995: para 5.28). In th~1 majority of instances,

il
however, where established and gl~nerally known market pril~es are available for use

I' '\
this would not be the case (Lee, (9~5:70). The use of current \'aslue can also raise the
aggregation and allocution problems ~~!r:!,I<lydiscussed.

II

valuation adjustments be made to re-express the assets' and liabilities'
residual equity in contemporary terms.

I

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 hy presenting
contemporary values, reporting unrealized gains and segregating prior period from
current period income elements. In general it is argued that for decision making and
comparative purposes current prices, position and progress are relevant. It should be

noted that, in a world of perfectly competitive equilibrium. all of these values (RC,
NRV, PV) should be equal, and differences between them will depend upon the

degree of imperfection and/or disequilibrium in the relevant asset markets.

I

..
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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 interpret economic
events in any (fair) manner, subject to the attendant costs being acceptable.
Contemporary management information systems should be well developed to refi~;,ct
current values. The availability of current value information is crucial to management;
in order to perform effectively and maximize productive resource utilization,
management needs to assess the benefits relative to the associated costs. Mclvlonnles
(leAS, 1988: 20) reiterates that the infonnation that stakeholder's need in order to
make decisions is the same in kir, 1, but not in volume as the information management
needs to run it. Application of this postulation reveals that the cost of providing current
value information to stakeholders should not exceed the benefit.

In choosing between the historical cost system and a current value approach there is
clearly a trade off between relevance and reliability. The choice may favor current
value or historical cost depending upon the circumstances and in purticular the
availability of reliable current values. Furtbermore, in deciding between the two
approaches the cost of obtaining current values must be weighed against the benefits
from Increased relevance. As markets develop for various kinds of assets however,
the reliability and availability of current values may be expected to improve and the
ca.--~ of using current values will probably reduce. 100 ASB (1995: punt 5.38)
believes that the practice should develop by evolving in the direction of greater use of
current values to the extent that this is consistent with the constraints of i.Jiubility and
cost.

Some specific issues with respect to each valuation method are addressed in the
following section.

4.4 REPLACEMENT COST

I

Replacement cost is the current cost of replacing the asset in its current state. It is
based on .urrent market values and is often referred to as 'entry value', The major
authority for the replacement cost system is usually regarded as Edwards (~nd Bell in a. \" '"
work published in 1961. Others such as Revsine (1973) have since developed or
further enhanced the concept.

•

I
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The relevant data provided by the replucement cost profit and loss aecount are u
statement of the operating profit based on current replacement costs and a statement of
both realized and unrealized holding gains. TIle operating profit assesses the
profitability of operating activities and will be of direct assistance in predicting the
future only if prices, costs and levels of activity ru~ expected to remain the same
(Whittington, 1983: t 21). If, however, these assumptions do not hold the figures will

still be a closer and more meaningful point of reference than Historical Cost.

The basic assumptkm underlying replacement cost accounting is continuity of the firm.
This 3SSUmption reqttires that charges for the consumption of assets should be based
on the cost of replacing them. Assets are v'Fwed particularly as representing future

, !

services or operating capacity (Baillie, 1989: 60). This choice reveals one of the

problems in using replacement cost in that the question arises of what is being
replaced? Repl~ of the physical service (reproduction) or replacement of the
physical object (Whittington, 19Q3: 118).This is a problem that involves replacement
policy, obsolescence and technical change (Lee, 1985: 89). In other words, a
particular resource may not be replaced in the future or a resource may be replaced by
an equivalent one rDther than an identical one (Lee, 198.5: 89). Replication of the
specific asset rooy not be economic if a technically equivalent cheaper asset is
available. This augpm that replacement of the specific service by the cheapest
possible means might be the best way to assess Re.»The optimal technology may
hottfever have changed since the original asset was installed, either be:nuse. of
technical progress or because of movement round the production function due to
relative factor price changes. In such cases the optimal economic replacement might
involve a different technology with different factor costs and the replacement cost
would need to reflect this.

.. McMonnic:: (leAS, 1988: para 6.25) advocates that the main reason that the Institute
of Chartered Accountants of Scotland did not recommend replacement t.v.,1 •... as the
principal base of asset measurement is that it does not represent worth. being a cost
based measure.' He adds thul 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.

III

I



.-
30

, I

Replacement cost accounting is concerned with the maintenance of 11 given level of
physical assets or operating capacity. As such the ASSC (1975: para 7.29) concludes

,tbat the application of replacement cost can provide useful measures for external
managers and internal users, but the method is deficient in providing a complete
answer.

4.5 NET REALIZABLE VALUE \\
,\

Whittington (1983: 122) refers 11) NRV as an 'ii)tu!tively appealing' valuation basis for
accounts. He supports this intuition by concluding 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 at their
selling price in terms of the current cash equivalent of the benefits obtainable in an

orderly 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 byc~ri and Sterling (Baillie, 1985: 74).

The use of selling prices raises one important issue: what selling 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 realizable values of the resources in their existing state,
or should they be potential realizations of the resources in their finished
state. but adjusted for future costs? (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 market
prices existing at the time of measurement and reporting rather than adjusted future
selling prices.

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

• The values assigned to assets and liabilities may be readily observable

in the market place .

• NRV is a value which is readily understandable by investors and other
users of accounts .

..

I
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.. The use ofNRV has properties of additivity in that the amounts can be

added together and mean something.

Whittington(l98}: 126) concurs with the above and adds that.N~V gives the user ail

indication of an important opportunity facing the firm, that otu:;~posing of the asset.

McMonnies (ICAS, 1988: para 6.22) acknowledges that the merits of using NRV has
been expounded with great conviction and enthusiasm by its p~9ponents over many
years, but it has not to date met with any significant measure of supj \rt from
professional practicing accountants. There are a number of perceived disadvantages
ucxs, 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 which have no relationship
to the asset's valueto the business

r
NRV is one measure that is relevant in a wide range of situations but is not the only
relevant measure: in many cases it may be compared to alternative measures.

4.6 PR&.CJENT VALUE
The present value method takes assets, or gn:.»~psof assets or the ent~tprise as !.I. whole

'" , ,(
and values them at the present v~ue of the expected future stream t\~fnet cash flows
attributable thereto. applying discount rates that reflect prime interest cost and
enterprise risk (ASSC, J975: para 7.34). The PV is often referred to as the 'true value
of an asset of a firm. This would only hold under l"·~trictive conditions that do not
hold in the rea! world in which accountants operate (Whittington, 1983: 128).

... if

Whittington (1992: 98) notes that there are some important issues relating to the
precise choice of method in the use of PV for valuation:-

..

• Aggregation - clearly in a productive process, cash flows are the result of
the interaction of many assets, if we try and disaggregate asset valuation,
precisely, the problem of allocation arises: how do we allocate a joint
return to separate assets?
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• Assumed use - the expected cash flows will depend on the use to which it
is assumed the assets will be PUL 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 hy the
management.

• Discount Rate - conceptually there are a number of discount rates available
that can be used.

r-

\\,
The information used is highly subjective, such as the amounr'end timing of cash
flow, and the interest rate and risk factor which go to make the discount rule (Baillie,
1985: 91). Using PV inevitably involves a degree of uncertainty arising from
estimating the future and the extent of this is likely to vary according to the type of
asset, type of business activity and the specific situation of the firm owning the asset.
TIle use of PV has typically been relaxed where current cost accounting has been used
in practice in both the United States and the United Kingdom in FAS 33 and SSAP 16
respectively; it has euphemistically been referred to as 'value in use' as opposed to
PV.

4.7 VALUE TO THE OWNER
As there are a number of opportunities available to an organization at any moment in
time we can infer from the above discussion that there are as many valuation bases
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 (hat several current value bases are available raises the problem of whether
any single valuation method should be chosen and if so which one (EKM, 19H7: 39),

•

Whittington (1983: 131) concludes that each of the valuation bases is of potential
relevance in particular circumstances and therefore it is only natural to consider an
approach to valuation which makes use of all three pure current valuation bases,
selecting one according t:l its relevance to the particular assets concerned. This method
of valuation is referred to as V1TO which has intuitive appe",1 us a pragmatic
compromise between rival current valuation methods (Whittington, 1923: 131). VITO
has over the years become part of accounting practice as well as receiving considerable

\

attention in the literature. The most surprising ~spect emerging from a survey of the
\\•

'..

~r: ,j

/
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literatilre is that so little has been written aboor .,~;..concept's underlying theo~lical
basis despite the support that it has received (Ashton. 1987: 6).

Ma (1976: 163) traces the origin of VTTO from the 1937 writings of Bonbright who

applied the principle in considering compensation for the loss of property.

11

"The value of a property to its owner is identical in amount with the adverse
value of the entire loss, direr! and indirect, that the Owner might expect td
suffer if he were deprived of the asset" (Bonbright cited in Stamp. 1971:
279)

During the 1960's and 1970's various writers such as Baxter, Edey, Yarker and
.j -

Harcourt, and Solomons develsped the idea further for accounting, I,.;e:.;.In 1975

the Sandilands Committee adopted V1TO as the appropriate valuatron ~jlse and since

then it has been the asset valuation ba~< ~f all British proposals f('lt current cos'
i, ,-

accounting including SSAP 16 in 1980. In the USA, vrro was incorporated as the

appropriate valuation base in the FASB's 1979 FAS 33 .,Financial Reporting and
\\ ';1,0: ~. \!

Changin.; Prices' accounting standard. It was similarly incorborafed in Canada,

Australi(J, New Zealand and South Africa. W~1ttington (199J: 121) and others have

referred to VTI'O .... as a practical technique in search of a theoretical justification' .

VITO has also never been demonstrated to arise out of a ~·lr.Jcular infonnation

requirement of a potential user of financial reports, other than thu~· of an insurer.

Ashton (1987: 4) claims that no substant ive, let alone cogent, reasons have been put
forward by the standard ~tting bodies who so enthusiastically I;h~dorsed this concept.

Their reasons have been very subjective and highly intuitively based. It appears more

on faith than on logic (Ashton, 1987: 4). It would appear therefore that EKtvl, in

developing the ARR, that utilizes VITO as a valuation base, may have provided such

a justification.

As previously discussed Lee ~)~'~5: 106) purport, that the assets of an entity ..re

either held for use or resale. Th~('e is therefore an argument to be made ill; support of

valuations which reflect these two alternative courses of action - i.e. to lISC values

appropriate to the purpo~~.~hr which assets are held. In these circumstances . it can be

further argued that the upper limit to the value of an asset to the entity is its RC, for

that is as much as the entity will ~Jse should it be deprived of it (Lee, 1985: 1(6). 'Otis

is the foundation to the vrro vsluation n.ethod. In its purest form, / appn~aCh

values an asset at RC or economic value (EV) whichever is the higher a. i1t • where

()
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economic value is defined as the higher of NRV or PV. It thus chooses one of RC.
NRV or PV oepending upon their relative values.

Table 1 (Ma, 1976: 163) below shows that thei.. are only 6 possible outcomes from
the application of these rules.-

'-~,::--- -- <~~able 1
-"' Value to the Ownt ..-

Case ' , Interrelatlonshlp i VITO
Asset In Use -
} PV:-:,r{C>NRV RC
2 PV>NRV>RC RC
3 RC>PV>NRV PV
Asset in Trade
4 NRV>PV>RC RC
5 NRV>~C>PV RC
Asset in divestiture
6 RC>NRV>PV NRV

These outcomes essentially inform t w~~\case for example the asset will he hefd in
use and valued at RC. It is valued at~~Cwhen PV. in use is the firm' s most profitable
altemative and this would imply that the asset would be replaced when needed. ! ....et

in Trade describes an asset that would be held for resale but which would be replaced
since its NRV exceeds its Re. Assets in divestiture refers to the option when sal .. is
the most profitable u<;e of the asset and replacement is not considered worthwhile;

i •
NRV is greater than PV and RC is greater than the PV in use
(Whittington, 1983: J 32).

EKM (1987: 41). however, make the assumption for the ARR with respect to fixed
assets that RC is never less than NRV. They claim that in practice .... for fixed
assets, cases in which the asset's selling price exceeds its buying price are likely to be

extremely rare. A situation in which NRV is greater than RC is unlikely to persi=t for
lon,~.Finns will be able to make a profit hy selling the asset they possess and buy new
ones. This process will raise RC and reduce NR" until the arbitrage is no longer
viable. This therefore red -ces the available configurations for fixed assets to cases 1,3
and 6 rbove.

..
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The three valuation methods that form ll,C foundation of VITO each have their own
set of advantages and disadvantages which have been explored. Would combining
these three valuation methods lead to a summation of the underlying problems in each
of the component methods because only one method is binding in a particular case?
This is possible because all three valuation methods are considered when one is
selected. Th~s, rules of this type tend to combine the problems of alternative valuation
methods. VITO however also runs into additional criticism peculiar to it.

Lee (1985: 119) as well as many other authors proposes that vrro concerns the
notion of the entity being deprived of its assets. He claims that this is entirely
hypothetical as, at the time of accounting, deprival has not taken place. He therefore
questions whether UJi:;information is relevant for (hose persons interested in receiving
information about the progress and financial position.ef {he firm,

Baillie (1985: W3) suggests that mixing alternative values results in a heterogeneous
non-additive list of values and an income measure which is meaningless or at'least
difficult to interpret; such difficulty impairs the usefulness. Whilst the values are
heterogeneous at base level, however when considered at a higher level of the value to
he firm more homogeneity is suggested (Baillie, 1985: 104).

Another problem in applying :"j'ITO concerns aggregation. These lutes have their roots
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 VITO of
the group of assets taken as a whole (Whittington, 1983 :135).

Empirical evidence underscores VITO's viability. Carsberg and Page (1984: 81) claim
that companies adopting positive attitudes and common sense views of the
measureIl}1~ts reveal that the usefulness (If the system is not impaired. furthermore.
future rei~arch combined with experience in dealing with current values may one day
provide the same level of assurance as exists in the present hybrid historical cost
system

..
The main case for VITO must depend upon its relevance to a particular purpose.
VITO has been justified in terms of economists concepts of which values are relevant
to decisions about disposals of assets. In other words the value represents the loss the /
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business would suswn if it were deprived of the asset, on the assumption that the
business loss is minimized. Rules of this type usually have some theoretical claim to
relevance.

I;

Accounting is not an art nor is it a precise science. Judgment is involved in
how the facts are gathel'ed and how they are portrayed in the financial
statements. (Rubenstein. 1986: 26)

The objecHvity, consistency and low cost associated with historical cost are of little
merit if its application produces figures wbich are of no usc to decision makers.
Furthermore, the variety and complexity of modem business transactions means that
historical cost is no longer as objective as once claimed. The need for juda;ment in
financial reporting even under historical cost is often insufficiently under;tood. and
may contribute towards the prevailing 'expectation gap' (Arnold. Boyle, Carey,
Cooper ar " Wild.. 1991: para 1).

The vrro Y~ CQflventioo alkiws a particular ARP meaSure. the ARR. to have
the _ful ~ 4e&i~ for answering economk:ally interesting questions. It also
has ~ fa~m $.'> (it vduation method and seen to.be a practical compromise between
the rivai valuation tnethods. VITO has been seen to be superior but hus been

previously ~ by its minima~ thl~tical foundations. Wwo~~ld appear. therefore,
that the ARt provides the theoretical foundations needed. Currerlt valuation methods
muat prov~ more useful inforrnati<m than He. AP. vrro is,)l1l integr.u PUtt of the

j .

ARR and a flvamG valuation method it ought to be the selected current'Vluuanon
method.

1.\
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CHAPTER FIVE
CAPITAL r~AINTENANCECONCEPTS

5.1 INTRODUCTION
The success of the whole system of business depends upon the
truthfulness of reports. The truthfulness of reports depends mainly upon
the truthfulness of accounting. The truthfulness of accounting depends
largely upon the truthfulness of the dollar - and the dollar is a liar! For it
says one thing and means another. (Sweeney, 1936)

Despite Sweeney's insightful statement. inflation adjusted profitability measures are
not absolutely necessary. EKM (1987: 71) hypothesize that the performance
evaluation function of accounting is satisfied by a nominal comparison of ARR and th.::

nominal opportunity cost. It is therefore 1- ~ssible to answer a broad rar gS 01

economically interesting questions without adjusting the accounts" for the effects of
inflation. Once the appropriate opportunity cost of capital can he 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 accepted 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 maximum value which a man can consume at the end of the: week and still
expect to be as well off at the end of the week as he was at the beginning. Following
on this idea the Sandilands Committee (1975 : para 201) analogously defined the
income of a company as the maximum value which a company can distribute during
the period and still expect to be as well off at the end of the period us it was at the
beginning. Consequently, the reality is that financial reports must provide additional
information about distribution; this implies that profit must truly represent the

increment over and. above a maintained level of real well-offnes. In other words, if
profit is 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 aiternativH
capital maintenance ~\oncepts. The capital maintenance concept and tbe valuation

j\
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method chosen determine the resultant income measure produced. They are the two
legs upon' which an income concept stands. The concepts cte\teloped will he used to
discuss the Real.Terms systems of inflation accounting. This methodology combines
a vrro valuation base with a financial capital maintenance concept and has received
much support over the years.

5.2 HISTORY OF INFLATION ACCOUNTING
TIle 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 agreement or by edict literally overnight. as we have seen in
recent years. This may sound like a luxury; but on the contrary this is the
verJ source If the battle in which all accountants are enforced to engage,
because we must 'justify' what we do with very few sources of justification.
(Jjiri cited in Ma 1982: 195)

There has been much concern world-wide about the impact of inflation on financial
reports. Inflation may he defined as a decline in the purchasing power of money due to
an increase in the genera.llevel of prices. It has been experienced throughout history.
There are few subjects however on which more 001. air has been expanded, papers
written and ill feeling generated than the appropriate treatment of inflation in company
accounts, (Tweedie, 1984: 155)

Despite innumerable reports, committees and guidelines the current state of play has
not advanced much from where it was at the beginning of the 1970's. No one
proposal gained lasting acceptance. Indeed, the various methods proposed un~ their
rapid appearance and withdrawal probably resulted more in ccnfusion than
enlightenment (Tweedie and Whittington, 1985: 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 than-

...
" ..... accepting historic cost accounting on the grounds that inflation has been
eradicated is about as sensible as devising investment strategies that assu me
that bull markets will continue tor ever; investors who do go bust,
uccountants who do lose trust." if

'-'

D

CO.ttt'18cency is far from warranted. Kay and Mayer (1984: II) demonstrate that the
magnitude of the corrections that have to be made for inflat] sn are considerable and
that the inaccuracies involved in relying on historic cost accounts are not limited only

38
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to periods of high inflation. Despite tile 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 all ~sers 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 'first' to react
when in 1961 they recognized that it was no longer tenable for preparers of financial
statements to continue to ignore fluctuations in the value of the dollar. Presentation of
supplementary general price level adjusted information was recommended by the
Accounting Principles Board in Statement No.3 in 1969. This involved translating all
measurements in currency units into units at a common date 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 profession in the United State!'. towards CPP
accounting was however, inter alia, obstructed by the issue of ASR 190 by the
Securities and Exchange Commission which called for supplementary disclosure of
replacement cost information (BIC. 1979: 94) . The FASB responded in 1979 with the
issue of S'ptement of Financial Accounting Standard 33 (SFAS 33) which required
large businesses to report both CPP and Current 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 it~ '~,
asset valuation and in its pure form involves an entity capital maintenance concept. ThgJ;'
reporting of both CPP and CCA was ~,neffect the first move: towards a modi iied Real
Terms Accounting system. SFAS 33 was however wiihdrawn in J 986 by the FASB.

D

The initial move towards an inflation accounting standard in the United Kingdom was
also directed towards a system of general price level restatement. The professional
proposals for CPP acc6unting, Exposure draft 8 (1973j and Provisional Statement 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
supplementary financial statement'). In 1975 however the Sandilands Report proposed
a complete change of direction, favoring CCA. After a tortuous process an accounting
standard, SSAP 16 was issued in 1980. This required large businesses to prepare at a
minimum. supplementary CCA information. in conjunction with Historic Cost

\
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infon aation. Following the fall in inflation rates, the experimental nature of SSAP 16
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 [or the effects of changing prices and Exposure
Draft 38 (1985) Reporting the effects (~f' changing prices on earnings. Due to the
resistance and resultant innumerable problems the Accounting Standards Committee
however announced that it would make no further attempt to deliver a standard on
accounting for inflation (Whittington, 1996: 44).

Pong and Whittington (1996: 51) recently explored the reasons for the demise of
inflation accounting in the United Kingdom. They put forward a number or reasons
discussed below. It is interesting to note that these do not include lack of relevunce.-

II
/"

• The tension between the companies ~rdtheir auditors resulting from the
company tending to prefer flexible \methoq~ of reporting whilst the
auditors preferred closely prescribed methods.

• The importance of the change in the economic environment, especially the
decline in the inflation rates.

o The Accounting body's internal politics and membership composition.

• TIle reluctance of the government to legislate a number of the proposed
solutions.

• The general absence of significant participation by users of accounts,
parti, alarly in responding to exposure drafts.

...
In their 1993 paper 'The Role of Valuation in Financial Reporting', the ASB (1993:
13) commented thatwhilst current cost financial 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 line with the
recommendations of the Byatt Report published in 1986. This therefore emphasises
the importance of accounting for changing prices where current cost financial
statements were deemed to be more useful in determining, inter alia, the real return on
capital employed (ASB, 1993: para 14).•

•11
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In South. Africa, despite relatively high inflation rates, a standard on inflation
accounting has y~ to be produced. In August 1978 an Accounting Guideline AC20 I:
Accounting for the Effects of challHing prices was issued. TIle guideline was bused
on CCA and called for supplementary a<.ljustments to the income statement with no

corresponding balance sheet adjustment. Exposure Draft 66 (ED66) which was issued
in September 1986 concerned itself with the Balance Sheet and did not supercede
AC201. Subsequently the Accounting Practices Board decided to pursue the route
taken by ED66 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 Draft 77 was consequently issued in
September 1989. Similar to overseas [rends however, the quesr for an acceptable

wlutioo was abandoned.

A review of the history of accounting for inflation reveals little general acceptance.
'The disparity between J"romoting the value of inflation accounting and implementing

I

an appn;!pfiate system becomes strikingly obvious. Despite this Kay and Mayer (1984:
t 1) warn that even if we Vlt.1'e able to ~ict with confidence the permanent
eradication of inflation heooefort,f a proposition which only fools and manifestos
might support, we would never justify a return tl') historic cost accounting. The debate
on ~nflation a«ountinS has identitied a P1finent inadequacy in modern day financial
statements. The l~k of an acceptable solution to date should not, however, imply thut
the problem can be ignored or that it will disappear.

\\

The his~ review was not intended to discuss the myriad methods that have been
.> -,

propl\ )he past. Instead it served to confirm that the vast arrey of methods are so.. ..,. .\
numerous that a propose- solution can and must be considered only by referring back
. to the fllfil'iamental c. Incepts. The ARR, as advocated by EKM adds u new dimension
to the cboice of a valuation base. It provides information that is directly relevant to
economlcdeeision making. Extending the model to account for the effects of inflation
would theoreti{'-ally als... nswer questions about the potential distributions or profits.
The capital maintenanc6:,\concepts which divide the return of capital from the return on
capital are consequently ~xplored.

I
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A particularly important aspect of accounting for changing prices is the choice of a
capital maintenance concept. The measurement or income is central to 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. It may be useful to emphasize the clear distinction between the valuation of
resources (Chapter 4) which represent capital and the maintenance of that capital. The

valuation of resources is 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 basis of the measuremeL of income. To this change in capital a charge is than
applied for the maintenance of that capital, using either a propriety or entity concept.
The 1'f!maining amount of movement would then represent the profit or loss for the
period (Baillie, 1985: 14). Clearly when prices change during a period, the monetary
~ of the capital to be maintained will change, and the discussion of this
problem is one of the most complex and potentially confusing areas of the inflation

accounting debate,

5.3 THE CONCEPT OF CAPITAL MAINTENANCE

As already indicated there are two central concepts of capital maintenance: the

proprietary approach and the entity approach. The proprietary or financial capital
maintenance, approach regards an enterprise as a financial fund administered by the
managers for the benefit of the proprietors, who supply the finance, This approach

The problem of incorporating general price changes into the process of capital
maintenance arises became of the ever present problem of inflation (Lee. 19H5: 132).
General price resta:temenl; is a monetary adjustment to allow for the effects of the
fluctuating vaiue of money. Its purpose is to eliminate from the periodic capital value
increment that part whi<th. is an inflationary increase. thereby leaving as income the
residue of the value tncreinem which arises from relative price movements reflecting

reul increases in capital.

In times of inflation users of financial statements will not easily be able to assess the
capacity of the company to generate cash flows and dividends from its existing base
unless profit can be analyzed between the relevant components i.e. operating profit
and holding gains (ASB, 1993: para 21). The key to assist the user to understand the
reality of the situation lies in the capital maintenance concept adopted.
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sees the objective of business as maximizing shareholder wealth with profit being
equal to an iocrease in proprietor wealth. A profit is therefore earned only if the
financial amount 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 constant purchasing power (SAiCA, 1990: pant l04a). This
approach therefore superimposes a general index on capital to yield a capital measure
which maintains its command over l!"'iXlsand services in general.

The entity, or ph: sica! capital maintenance, approach aims to preserve the productive
power of the business. A profit is earned only if the physical productive capacity 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 l04b). 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 prices,
to replace the assets.

The essential difference between the two concepts is in the treatment of holding gains
and losses i.e. 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 above the increase in the
general levels of prices, are conceptually profits. The physical capital maintenance
concept, however, excludes 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
regarded as a profit.

An abridged version of entity ~apital 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 ED7? 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 rbe 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 compromise

)



solution therefore involved the introduction of a 'monetary working capital' liar!. a
'gearing' adjustment respectively.

i.::. its natural form the gearing adjustment was an attempt to bring info 'entity' profit
the gain on long term borrowings by relating ii to gains resulting from holding non
monetary assets (Tweedie et al, 1985: 112). Conservatism, however, led to the
gearing adjustment emerging in a completely different fonn - an abatement of what
could be deemed to be only realized holding gains (Tweedie et ul, 1985: 112). These
adjustments have taken many forms and shapes and a comprehensive review is
beyond the scope of this paper. Suffice it to <;ay that according to Tweedie and
Whittington 0984: 2%) it is clear that '},f~semethods of grafting, selected financial
capital maintenance adjustments onto the entity method are subject to difficult
problems of defin;tion and interpretation. These problems are probably symptomatic
of an wlderlying conceptual confusion, arising from the pragmatic way in which these
adjustments have evolved. often as compromise solutions. in th!'\.,~~ourse of the
controversies surrounding CCA.

! !

The financial and physical maintenance concepts should not however be regarded as
mutually exclusive. Both can be ipcorporuted in a 'real tenus' system, which reports
operating profit using a physical maintenance concept but then adds various gains and
losses, resulting from changes in the value of the assets and liabilities of the business
to yield a final measure of total gains which is b~~on real financial capital
maintenance. The purpose of the next section is to examine, compare and contrast the
alternative capital maintenance concepts.

5.4 THE CHOICE BETWEEN THE ALTERNA TIVE

CAPITAL MAINTENANCE CONCEPTS
"The selection of one capital mau_:lenance coo"e;;>1 from the array of
available options, unavoidably takes us out of the realm of rigorous
analytical proof and into the domain of subjective preferences based upon
criteria introduced by the evaluaror/'(Revsine, 1982: 1'5)

There is no uniquely correct solution to the problem of inflation accounting, or to the
selection of the capital maintenance" concept which is one aspect of the inflation
accounting problem, The selection 'he appropriate concept of capital illairltenance

\
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should be based on the needs of the users of its financial statements (SAleA, 1990:
para 103).

Consideration of the reporting objectives of the company could also aid in the selection
of an appropriate valuation base. If a comp. \iJ seeking to report the return on it~

shareholders capital then it should measure this Ly comparing its wealth ~\ the end bf
the period with the opening shareholders capital maintained in terms ;/)ot' general
purchasing power. 8 financial maintenance concept. In this way the/company will

//

show its shareholders whether cr not at the end of an account~rg period it has
succeeded not oaf., in preserving their initial claim on the business but in increasing
the purcr,'Jing power of that claim.

The Conceptual Framework recognizes that the reporting entity is, however, viewed
as a collection of different stakeholders only some of which will be its owners. Not
on~ris the entity approach an Indicator of a commitment to pnysical c!'\pit~t!and its
~nrenance but is of relevance to a general purpose reporting s5'stem which
recognizes the existence not of one particular user !TOUP but of a collection of different
stakeholders coocemed with capital maintenanceas a means of achieving a common
objective ~ survival of the reporting entity. TIle entity perspective towards capital
mainteaeeoe has more appeal to managers and other employees, whose jobs may
depend upon the preservation of the operadr( apacity of the business, than the

shareholders.

\

1
1

TIle Edmonton Capital Maintenance Symposium (1982: ttl) featuring academics such
" ,

as Carsberg, Revsine and Lee criticizes the physical capital maintenance concept due to
the difficulty experienced when dealing with the dynamics of a changing economic and
technical environment. Since firms change both direction and ihe composition of their
product ranges, and there are associated changes in the nature and composition of
physical plant and facilities, the entity concept 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 generatil1g distributable cash flows and therefore gaining insight into the
economic value of the shareholders interest, which may be yery different from the
values attributed to it in the balance sheet (Tweedie et al, 1985: 159). The proprietary
approach's advocates, well aware of this, would not, therefore, contend thar the•

)
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Tweedie and Whittington (1984: 293) conclude that if they were to support a sil1g1e
capital mainter.ance concept that would favor the proprietary approach. The proprietary
concept supports EKM's proposal in that their approach is based on articulation of the
accounts with gains in value recorded ih the balance sheet bein&:.jpcluded b a measure
,pf returns to shareholders. The intuition behind this, according to Whittington (1995:
99), is that the value 9f the assets will be later cherged to customers throulgl1
depreciation or cost of sales charges, as the assets are used to provide goods and
services. Thus, if that value is ac~iev8d partly by appreciation after purchase, the
8?pteciation is a gain to shareholders, representing a saving achieved by buying early
(before the price rise) rather than later. \\\\

l
resultant !prop~~w :refit fig~re is 100% distributable if it 'wouki reduce the operating
capacity of t~ ,: Lemke (198'2: 3OS) contends tlW in (he junrJe of business
('OOl[ntition, rnajn~etiatlt.."eof the physical size of the firm might well be a condition for
long run survival an<i survival is necessary tv long run maintenance of stockholder
wealth measured in any terms.

The proprietor is concerned with whether the present operating capacity of a firm
should be maintained, §lither than being committed to maintenance of the existing form

•. .)1
of the business as embedded ih this approach (EKM, 1985: 72)/ Moreover. the entity
concept vioI~..ts the articulation princ}i9Ie. critical to the ARR.,resulting in a misJeaJil1g c;;C

portrayal of profit which is not usefui'for performance appraisal. If financial reporting
'is to enable investors to make efficient allocation decisions it is essential to regard .each
enterprise as a stock of resources to be applied in whatever usepis most beneficial to
the shareholder (EKM, 198); 72). This compels 8 proprietary approach.

The appropriate concept of capital to be mff;ntai~~ therefore. is a fund (' general
purchasing power, which under inflationary corditions is adjusted bya general price
index. The perfect index does not however exist but the consider able degree of overlap

between most individual's consumption patterns pat 'ally justifies the use of a general
index. Is it not better to be approximately right than completely wrong" This approach
to inflation accounting in which general index adjustment is superimposed on a current
valuation base is known as Real Terms accounting,.
If one of the ~;apitaimnintenance concepts needs to be chosen over the other, a
financial capital. maintenance concept triumphs. Notwithstanding this, the two can be
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combined and may provide more useful information than reporting only one concept.
'ibis together with Real Terms accounting will be the subject of the next section of the
chapter.

5.5 REAL TEP~1SACCOUNTING
The above analysis -mderscores that the inflation accounting debate can be phrased or
cloaked in many f .!S. The debate can take the form of a selection of a valuation
base or a capital n.aintenance concept or the choice of which capital maintenance
concept be combined with what valuation base. There are many advocates for all these
opposlng views. Some have been put to the test in standards others only proposed. A
compromise sol~(m D may include a variety of information that ultimately produces a

""... eel) ,profit figure that ihlSefulip)economic decision making. EKM advocate that if VITO

is used as a valuation base, the income statement is fully articulated and u financial
capital maintenance concept is employed such a profit figure will result. The resultant
figure v.,~lilalso facilitate answers to questions about feasible distributions.

The synthesis oetween the two approaches of CCA and CPP to produce a Real Terms
system wasfirst advocated by H.W. Sweeney in 1936. This approach mainly differs
from t;..e proposed solution in that Replacement Cost was advocated as a valuation
base. He advocated the :nc~usion 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 and Bell
proposed a much more elaborate pr~~cnta!ion of the income statement distinguishing
between operating and holding gains, money gains ami real gains and realized and
unrealized income. Edward's and Bell's profit figure provides a broad set of
information that includes the effects of hath general and specific price changes.
Tweedie and Whillington (1984: 271) note th~t\1 this is consistent with the user

orientated view of accounting in that there are a variety of users with a variety of
information needs.

I

This does not, necessarily. advocate the reporting of multiple income fimlreS but the
presentation of the information in a way thut would allow the calculation by the user of
alternati measures. Sterling (1982: 53), however, disagrees with offering ,,'
'smorg= ord of data' and advocates selecting one position to avoid the plJssible
muddled confusion and attendant dissatisfaction amongst users.,,

I
i'" ~.
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The ~PB' io£ Statement of Ptinciples Exposure Draft (1993: para 5.24) suggests thut the
income statement be divided into operating and holding gains. Operating gains are
those gains arising from the central trading or operating activities of the I.:>usinegs,
whereas holding gains represent changes in the value of net assets of the business due
to changes in market prices. The corl:::ept of operating capital maintenance may be used
for distinguishing between the two types of gains. Operating gains may be defined as
the gains made- from the central operating activitits of the business, after charging for
the maintenance of the assets necessary to sustain those activities valued on a vrro
basis. Any gains in t..'1e value of those operating assets are u-:uted as holding gains.
RT A can therefore segregate operating profit from holding gains. Solomons (1966:.
106) no'Wever notes that unless, the respective functions call he separated the
dichotomisation of incwn: is useless f6r performance purposes.

The Byatt Advisory Group was set up to advise the Treasury how. and to what extent,
accounting poUd' might he devel(J,:..:d so that the accounts of nationalized indl!~stries
can provide at)propnate measures of economic COlt. The ~yatt Report claims tiiw its
cerJtral propt)S~la are equally relevant to the. unregulated private sector (Byutt, \1986:
10). The Hyatt Report's proposals start with the reporting of current cost operating
profit utilizing VITO M the preferred valuation base. Current Cost Operating Profit
(CCOP) is not however seen as the ultimate bottom line. Further adjustments are
considered necessary if the obje:::tive is to measure the real economic return
(Whittington. 1988: 2(2). These like EKM requtre that all changes in equity not
~drecdyreflected in CCOP be added and that the effects of general inflation must be

n ,";

eliminated hy applying a general index adjustment to opening capital. This implies that
the accounts should show the profit on the basis cfeoth operating capability and of

';~
real flnanciai capital maintenance (Byatt, 1986: 31). Byt:;tt (1986: 32) does not propose
presenting the CCO!> information in the existing profit arid loss account. Instead a
ew statement of total invested returns would de drawn \l<'. to show profit after the

maintenance of real financial capital. An example that illustrates these proposals is
included in Appendix A

, Finally. both the Byatt Report and the work of EKM therefore suggest two
conclusions ttlat are contrary to popularly held beliefs (Whittington. 1988: 265):-

•



• Current ··eost AccounwlI bastd 01'1 VM"O and using a financial Cltpftal
maintenance conccpl hu ~sound justiflCation ineconomic theory.

• The AU plays an importaJ,t role ill the interpretation of such datu und can
be used as a single period proxy for the economists internul rate of rerun r,

,
In his paper 'Rt!pDrting CQrpomte Pef~OrmtJl'lCe • for what purp(l$f!·. CUStiN ( t 984: 25)

states that:"

"Quick, simple answers. to the prob. terns yet to be o.vercome are not possible.
We must ~ accounting M open. understandable and. comparable us is
practical tor 1.Iliea of accounts. We will then be justified in makin, it clear to
them that accounts teprerellt. the ..bc:st uswers we are able to give. Where
~, VIe must explain the methods adopted and draw attention to the
subjective _ure of many of the values st.'ated.The user of accounts is taking
rII1 in an In..~ingty complicate(l communication process."

BKMtfl Real· Terms aa::ountmg proposul combines the most approprUne building
blocb.lf~ieI&eI reievant, realistic and useful information for the ~!JI'pCIMS of
pttfo~fl~·and,gia1rlbution. In the final anrJysis Mweve". there is no
siftgle ~ whidl will provide all the answers arid. this choice of income niymlUre is
ex.plicitly~t emthe delineated. objeetives of ru!anc:iaireporting. \

\
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CHAPTER SIX
~f1PIRICALRESEARCH
,; \'

"It seems extraordinary that so many people who like to think or
themselves as plain, down to 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
orthodoxy 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 Bromhich and Hopwood, 1981: 134)

6.1 Il't fRODUCTION
',\

Ijiri (1972: 59) states that research findings generally need to have three es~ntial
characteristics namely •... novelty, defensibili.y and wailability'. Novelty perruits us
to distinguish research activities from production activities. Availability requires that
research findings be made available to others. Finally the research findings must be
defensi\~le, which demands that the method of defense may vary from logical proofs to
empiriclu verifications. The,objective of this empirical ~rudy, therefore. is to accept or
refute t1ie normative generalizations that have been developed from the literature
review.

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

J

)

The complexity and relative sophistication of the subject mutter required the adoption
of structured interviews as the data-gathering technique as well as the use of
convenience or accidental sampling. Simple survey techniques such as the
questionnaire 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 obtained to facilitate the analysis of
data from a wide spectrum of respondents. The questionnaire, the list of interviewees
and a precis of the responses is included in Appendix B. Content analysis forms the
foundation of the review of speculative evidence obtained to ascertain whether the

..



~'m8dW nc1 empideal generalbadoos we ~. As the •.sample ~ p&1cded
judJmentaU)' and ill104 necessmily represeatltM of lbe eJltke population, ~l~
ismade to draw atatistical iDiemlCe!,

6.2 SALIENT FEATURES' OF THE INTERVIEWS
CONDUCTED

'The empirica1 evidence obtained from' the interviews win be analyzed as either
refuting N supporting the foUowing emtirical generalizations developed from the
normativesu.tions:~

.. the utility of the ARR in providing information that is us~ful in making
~declsions

• the be:neftti ot utilizins vrro as It valuaJioo method 0

• the oortcfil$ of reporting compruhersive il'lCOll1e and of utilizing a
, ; , - -~
caplral mainkmance concept

s.IieDt .~ from me interviews coooUctet1 form the foundation of the following
di~:"

6.2.1111E·USIftltNESS OF THE ARK
The Ulefulneaiot"~ A:RR. J)M ezptored aloog three dim.:nsions:-

• What are the objectives of investment performance appraisal and what
measures are currently employed?

• Would tlJe ARR serve H.~ u useful input inter investl'nent perform.:1f'fe
appmLu1?

.. What other types of infonnation are also consideltd?

,
~

~.

~
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• the financial st.atements do not necessarily provide the relevant predictive
and correlative factors that are being sought

• the fmancial statements are based on historical costs which are no longer
relevantand consequently of limited use

• the South African market is not efficient and the underlying reasons for
changes in too share price are not necessarily related to the performance of
the company's management or respurces

• access to superior sources of information, for example management

• the majority of the interviewees do not have the time available to undertake
adequate reviews and therefore tum to other professionals for advice

• disclosure by the majority of the companies is inadequate and that new or
more timeout) information is imperative.

52
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6.2.1.1 What ave the objectives of investment performance appraisa]
and what measures are ~urrently employed?

When undertaking investment perforrpznce appraisal users are interested in predicting
two fundamental factors. They are concerned with predicting the future growth in
share price as weB as the anticipated dividend stream. 'The annual financial statements

play a role insofar as they help predict the future growth in share price and z or the

, dividend stream. In general it would appear, however, that the interviewees were
concerned wirh the lack of usefulness of present day financial statements. They have
turned to other sources of information and measures that have proven to he more
indicative of future value. The interviewees attributed this to the following'-

\

Despite this pessimism, the current measure utilized by the majority of the
interviewees is an adjusted earnings per share (EPS) figure, This is commonly
referred to as 'Headline Earnings' whereby adjustments are made for abnormal and
exceptional items. One of the preparers extr .led the virtues of a cash flow based
measure as this is reflective of how the business is managed. Cash is the most factual
basis, it is not easily manipulated. and has produced successful results. Most of'the
interviewees do, however, consider a runge of information and measures in coming to .
their end decision ~~..no one measure can serve any useful purpose in isolation. Hence
the evaluation requires consideration of all the facets of a company's health. Investors

are ultimately trying to procure an acceptable risk return relationship.

I
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TIle perceived inefficiency of the South African market is, however. ~1 sever.
limitation.(pne interviewee expressed the opinion that the market is only effick~~'i
when rumors are spread quickly enough. The interviewees' contend that they w,-Il!d
like to use the financial statements for comparative purposes and for establishing

trends. Any trend or measure must he comparable with prior ~riods and with other
companies, otherwise its utility is futile.

6.2.1.2 Would the ARR serve as a userul Input into investment
performance· appraisal? \)

In determining whether the ARR wot..· i a useful input into the decision making
framework the user would want firstly to observe whether any new measure has
credibility and status. The market needs time to absorb and interpret new measures and

;

enable trends to be identitlable. 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 mcawre that acids incremental information is beneficial but nothing can
be utilized in isolation. :.i

The ARR was perceived as having longer term implications than an EPS figure. Over
time the performance of (he company: -!; management and resources could be evaluated
in relation to its Ctlpital. The ARR would fucilitate an evaluation of whether the funds
were put to their best use in assessing alternatives. A rate of return type measure has
intuitive appeal but does not, however, reflect the risk that is inherent in the
investment. The opportunity cost of capital would need to be adjusted to fairly reflect
differing risk profiles resulting in numerous opportunity costs for different investment
proposals. Investors need comparability and an ideal measure would incorporate both

a tate of return and the risk and variability in that return.

It

The ARR might possibly serve a specialist rather than a generalist function. Investors
need to compare alternative investments in coming to a decision. They would need to
rank all outcomes against 1\ measure of risk in forming the decision. The ARR model
does not necessarily allow the ranking or competing investments as the interpretation
does not result in consistent outcomes. This could impede the selection process.

..

,..
In general it can be :: .'.

It

)

': 4 Lm>"".tv of the interviewees would find the ARR., .
useful for investment performance appraisal. Whilst the result of comparing the ARR



to th8~ ~ ot c.apital·'NOUhl·uppear!Oie ~ in redty this >WtlUld not
be practiad. u.. see it d an input into rather than ihe decisive :factor for. deciding
whether to 00,-. hokt or sen an inveslment 0

The MtR falls into the net of usefu.l information as it taka financial statement data and
turns it intO m~ useful for making ec~ decisions. The mea.~ure would.

however, Rot he utilized in isolation but with a variety of other inforrnOltionand
lnfotmatiott s~S.

The ~ .... ~ accordiRl to the needS of the financial investor for reWllOOs set
om irtChapter2.'l'hisf8V6riftlofone~der, tlbcit ~ inv~Of'. would rt04:be
~ inme ~ African enviro~ment. Co~Uy the usefulness of tbe AM
to other staIr.eboWers should be further explored to ascertain its usefulness in meeting
their needs,

,<.:. ", : .". :'- .. ": .. ~:. -;'

"'<;~ _- .. ,'_<);
'~ . " .•.._:_i ' ..... " •

6.2tt4 .~ •..iJ'pII. ,~ lBfonneta.n Utat .re COG,W.,ed?
~_.• ".,.. ',,'" .... ':- _ ,_.. '_.>,: .." -. '; '," ~..:- :-;., ,,-': : ..: .,.... -_ ........ , ..0

f~l}n.~ .~·PJel'S ~OY ~~ial information as indicators of
~ ,,~.~in~ was of the opinion thai he is primarily intereSted

IJ in thequ~'er~ ~nt of the ~, due to the present ~rtages of 10&1
quNlty.~

.\.6.2.2 ftt£···.N.rm or UTILIZING VTTO,.AS It.
VALt1ITt()N METHOD

The AR.R. e_ Vrro as the valuation. method forboth assets'and li~litia. The

use of the vrro valuution method was expleeed. The objective 1}'$ to:-

• ascertain the interViewees' favon.~ valuation method and the reasons
therefor

• eabliah the perceived lirnitatiOO8 of using VTIC) as the valuati~ method

(. determine whether VITO can be reasoJ:ld)ly calculated and verified
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6.2.2.1 ADeertailt the Interviewees' favored ...alutlon methed and the
re'" .ileNfor

The interviewees were as~-:d to select a valuation base and provide reasons therefor.
(/ '

The results are presented ~low:-

~lNTERVlEWu.s CHOICE OF VALUATION METHOD

It we sutprifkl, the number of fn.te!Viewees that selected He as their favored
val~ 'baa~.'n1e reasons proposed were that 4 ••• this base is object;ve, verifiable
and un~~·. He is a "standardized base' from which adjustments c~ ~
made; .. fieW .vat\'lltklo method would. in one of the interviewees' opininn ' ... still

'-J

require ~ments which would complicate an already complicated situation'. It WM
O".' .wtO felt that.. e,xcept for hyper-inflationnry eoooomies, over time He valuations are not

materially incotrect.
'.1

R~ment. cost WIIS regarded by sorqe inte1'viewees as giviug •... relevant and
rea!ist.iCi inf'orrnBtioo' for predidin,g the n}ture. The interviewees supported the basic. _" -" - _.- .' \ ...•

assumption uru::1trlyingrepJacement cost accounting beiRI continuity of the: firm. This
as&umpti,)n requires that charges for the consumption orwets should be based on the
cost of replacing them. RC was felt to be the pomter in the right direction for
estabiishihg sustainable earnings. NRV was felt to be the ·...most reliable of the
current va~lJation bases as it ref!ect:. what rhe firm could get for the asset' , even though
•...it is acknowledged that this violates the assumption of the entity a~a going

concern', \1
\\,\ Ir

..
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6.2.2.2 Establish the perceived IImUat!ons of using VTIO as the
valuation method~

Those interviewees favoring VITO claimed that the resultant figures •'" were values
grounded in common sense'. This valuation method considers a range of possibilities
in deriving the end value. N. each of the valuation bases is of potential relevance in
particular circumstances it was considered natural to utilize a valuation approach which
considers 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 look:ing for an exact
answer but a responsible indicator of value'. VTfO was felt to be it '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. . VITO could require an entirely new
education process that would encapsulate a comprehensive understanding of all three
valuation methods and their respective underlying assumptions.

6.2.2.3 Determine whether VTrO can be reasonably calculated and
verified

Current value financial stat~ments of some form were used in managing the business
) ,', '!:'
by all the prepsrers intervie'\lved. The precise method of valuation differed according to
the type of business. This i\.\formation •.,therefore. is available for use by management
and 'Could easily be made tl'Yailnbte to \the investor. Three quarters of the pre parers

actua~lY publis~ ahrl~ .cl-)~nt. vah.~,. financial statements'. The auditors ~xpressed
the VIew that If the mf0l'IlUj.pon IS avuillable for use by management than II can be

reasonably verified, It is as o\,'}eintervieJtce put it •... a question of time: and money, a
question of the integrity of t~~~preparer' .

Ii

6.203 COMPREHENSIVE INCOME, CAPITAL

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

• reporting Comprehensive Income

• utilizing and presenting a capitul maintenance concept

• why inflation accounting failed in South Africa

..
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Over twill thirds of the interviewees supported the reporting of comprehensive
incomes-

6.2.3.1 ~ttt.tlorting Comprehensive Income
SUPPOI~'.TFOR REPOR'fING COMPREHENSIVE INCOME

\f-;'-:::::'\\~:""':,;

comp.~hei(~.jve income reveals the total performance of the management and resources
of the C0n1P~9Y. It was felt thl.. the user should be ' ...privy to all the actions of
manageme~,t not only those that are sustainable as every action either creates or
destroys value'. This ~gul~ would in all probability be more volatile than the currently
reported earnings figure but volatility is a fact of life. The analysts would like to know
both about sustainable earnings and about the potential volatility of earnings in relation

to perforrnanc. e. They would like. management to m:F..ort the undivided picture. This is
contrasted with the need to establish trends for I) ietion and to forecast what is

\

sustainable in the long run. '\
\\

A balance needs to be achieved between re~~ng total performance against
',I

sustninable performance. It was suggested that the ihcome statement be split between
operating and non operating activity. The results from operating activities could tie
sustainable whilst the results from non operating activities mayor may not be
repeated. This could be, as suggested in Chapter 5, reported separately in two
statements.

..

Reporting Comprehensive Income can be seen as a first step for companies to
•...come clean anti reveal the hidden reserves without fear of being penalized'.
Investors are always looki ••g for the characteristic of comparability. 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 an
•...undisclosed buffer with which they can protect themselves in the event of a poorer

if
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performance and smooth their income if necessary'. It would be required. therefore,
that all companies disclose the same levels and types of information.

C'

The value in reporting comprehensive income was considered not only in the
incremental disclosed information but also in the possibility of a reduction in the

manipulation of reported earnings due to the fact that all changes in equity would now
be reported. One inte~iewee stated that •...comprehensive income would eliminate
the need to continually reconcile opening and closing copital to understand the entire
years resul s'. Comprehensive income ils' well supported. Those interviewees who did
not support reporting it are' ...sitting on the fence ...a~ compared to rejecting the
concept :>utright'.

I ;\

The majority of the int6.'~i;,-wees expressed the view that the reporting of
comprehensive income.ahould be (\~11111~zated by way of two separate income
statements. The foren~t 't~flecting mcome from operations and the subsidiary one
reflecting the total performance.

,
i ..

1
j

I
J
1
I
I

I
J:

.

(((

6.2.3.2 UtillzJna and presentlng a capital maintenance concept
The interviewees were asked to choose one capital maintenance concept; there was
equal support for the entity and proprietary approaches»

\

Proponents for the proprietary approach consider that an invest oulo 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 based on
their expected real rate of return. The entity supporters expound the view that
management is managing the operations of the business and hence this must be

maintained to enable ml.!aning1\'ltforecasts of sustainable earnings. They are looking at
establishing an operating structure that will generate consistent sales at a consiseent rate
of profit. This operatint,; structure is what needs to be maintained.
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Despite the various reasons endorsed by the proponent') the majority of tbe

interviewees would like to se(,\ both concepts being reported»:

REPORTiNG BOTH TT1E ENTITY AND THE PRO!'IUETARY. !/.
CAPITAL MAINTENANCE CONCEPTS

~eporting both cor' )pts Ir~oold •...provide the user with invaluabk informaelon as

they would be privy to fufonnation that tens them the real rate of return they are
earning as well as the fact that the operations that generated those returns rili.Jeor have
not ~mainta{hed:~ Numerous advantages and disadvantages can be prop~lsed for
e~~'~ w~ch C¥d sway the user choosing one over thft5?therwith real syne~y
bemg scbieved If both ~ reported. Concern was, however, expressed that presenting
both concepts might result.in info ,lltion overload as it is felt that there ~:.,ill.n~~!i too
much information for the users to digest. - !,

6.2.3.3 Why fnnatlon acc~untlng' failed In South' Africa
As expected, many of the interviewees pointed out that the, foundutions for the

calculation of the ARR Me similar to tru>se presented in many proposed solutions fQr",cc-::

inflation accounting, Nu !lCCep!ablOi.~andnrd WW;, however issued, This 1eads to one
statint; that reporting the impact of changing prices 'faileCI' i'1 :::....;~d:hAfrica. TIltS is not
entirely true as the preparers hIerviewed utilize particular inflation uccounting

v-,

proposals in the management of their business. Whlii:~Jed in 'South Africa was the
lack of a standard that was aeceotable to the relevant stakeholders::::A number of

tl ).

reasons were cited for thisi-

t \)

• the l~ of user demand and S~.lPP?lt for this information which may be
\\ . : I

attributable to general Usei aiYlthy,

• inflation accounting was not imp!cmented uniformly by companies.
Consequently, the comparability of the results VI!!."i not possible, This
impinged on the credibility of the reported information

.. declining inflation rates

G;



• the proposals were thought to be far too complex for the user to
comprehend and digest

• the subjecti",ity of the resultant information as opposed to the hard verifiable
He

The reasons advocatd were similar to those dec,:J~cedby Pong and, Whittington (1996)
discussed 1.1 Chapter 5. ", ,,;,

6.3 SUMMARY
" "

"The value an4 worth of financiall'cporting lies. in an almost exclusive wuy.
in its usefulness to users. I would expect it is th,D rare observer who finds an
aesthetic benefit or poetry in financial statements or reads notes for a clever
turn of phrase. Moreover. ~ most elegant solution to an accounting and
disclosure problem, which some may see pursuing as an interesting end in
itself, "let! ',Ol,\'!n&_ ~ puzzle, is not worth mIlCh it' users do not find the
solution useful," (Wallman, 1995: 83)

':\_c
In summary it can be said that the interviewees found the ARR tri\.e useful. The

adju,.,u:nent., :hat are ner('~sary to cOfl'lpUte the ARR would also assist in providing
Useful information. Ar,J '''\umge, however. not only requires ar, education prQCess to
overcome red!tanoe but also may require sw.tutory backing ifit ~s to succece,' Users
require intOtmation dlt1t is comparable in order that competing investments can he
fairlye.J'aluuted. InWSkn are interested in prorIting from their iave.·mnentll. In ~f~:~'see
they are looking for indicators that. will predict chAnses in, the share pflo/- and divif\enf.i
stt(."tirts.The r-'roeived inefficiency of the South African market would appea" to be u

,,) \ .~

limiting factor. This ineffiCiency might, however, have been exacerbated by the use of
an ,inappropriate methOd and the disclosure of inadequate lnformation
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CHAPTER SEVEN
CONCLUSION

7.1 CONTRIBUTIONS TO ACCOUNTING

Iir

Firstly. this report has proposed an alternative method n:~ vneasuring accounting
profitability and an associated rate of return measure. This measure, the ~~RR,

"provides answers to economically interesting questions that assist the invesior in
evaluating an investment. This report has not attempted to alter the premise on ;.vhi:::h
financial statements are prepared but challenges the manner of presentation. It is
suggested that for too long accountants have attempted to provide a measure of
Hicksian economic profit and have been misguided in the basic premise of

'\

measurement. It is proposed that it is ossible to provide information that is useful in
making economic decisions without presenting this figure. Users require information
that permits an assessment of the relative" desirn9f1ft} ,~)fundertaking particular
activities. This can be performed by constructing an .Ai~R type measure.

Secondly, this report furnishes an evaluation of the array of competing valuation
methods. It sets out to review the arguments for and against each method with an
emphasis qp favoring current values over historical cost. It is concluded thm each of

\\
the current valuation bases is of potential ~llevance in particular circumstances hut the
end selection is an approach to valuation that makes use of all three pure current
valuation metnods found in VTTO. This report provides, in many ways, a theoretical»
foundation for this preferred valuation method, ViTO, which has previously been
referred to as a ' ... practical tech lue in search of a 1.!.eol'eticuljustification'
(Whltnngton, 1993: 121).

Thirdly, this report advocated the reporting of comprehensive income. This would
allow the user to observe the total performance of the company's management and
resources for the period. There is a worldwide transition to reporting comprehensive
income with an Exposure Draft in issue in both the United Stales and the United
Kingdom. Reporting comprehensive income could also alleviate the burden on the
user for detecting 'reserve accounting' and 'income smoothing'.

Finally. if profit is to answer additional questions about feasible distribution in an
inflationary environment, whilst maintaining capital intact. then real earnings potential



~
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needs to be established. Indeed, the reality is that financial reports must provide
additional infcrmatioo nbout feasible distributions. The report consequently explores
the two primary capital maintenance concepts and advocates the reporting of both. If,
however, a choice needs to be mack the report espouses the proprietary capital
maintenance concept. As the proposals outlined above are=similar to those proposed
for inflation accounting. some of the reasons for the demise of inflation accounting nrc
offered.

it'

7.2 AREAS FOR FURTHER RESEARCH
l1'he report suUests two main areas requiring further research. Firstly. research needs
Iii, to be undertaken that calculates the ARR for a range of companies for a range of
Ii \\periods. This should fa~rilitate the derivation and testing of a number of hypotheses.
\\ Secondly. the proposed framework for reportin~ the neces~ information for the

calculation of the ARR needs to be further tested. This should address, inter aha,
whether the information is comprehensible and understrut)able.

7.3 CONCLUSION
(i~ll,

Financial statements should provide information that can be useful in making
economic decisions. It is no longer sufficient to provide antiquated data. {hut in most
respects cannot be processed further. TIi;ere is an urgent need to develop analytical
systems fO'r considering and anticipatirlg changes in the business world and the
mechanisms and structures to ensure that we respond appropriately from 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 comparing
the AR-:? to the oPP9ftUnity Ctist of capital has been suggested to be}l:~-_;;~iitC.,~t in

(', .::~ v :">

reality this is not feasible. Investors would use the ARR as an input into rather than the
decisive factor for deciding whether to buy. hold or sell an investment. The proposals
advocated in this. paper communicate relevant, realistic and usefutlnformatlon for the
purposes of investment performance appraisal. According to Wallman (1995: 91 ):~

"The issue now is not wht:tl:ler We should continue to tinker with the existing
financial reporting system but whether we have the knowledge, courage and
vision to evolve and make forward looking changes in our reponing system
that will make available to investors the most relevant and useful
information. to

62
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J APPENDIX A

EXAMPLE"OF THE PREPARATION OF REAL TERMSi~,J
ACCOUNTS

"

This example jives a comprehei\sive, yet simplistic. illustration of-the preparation of Real
Terms DCcounting statements for the year. It includes the book-keeping gntrics and the
calcuiations required.

I. The bal~.shee1S and sales vr~~s are IlS shown. Fixed assets, stocks and
investmei'~ '.Te !tated at fueir value to the business.

\ "
" __,!

2. ii
Spoclf~ price increases :~m fixed assets, stock;•• debtors and credit~ni are- 8

n

I!~"pcr anoum.

3. ;;netlll inftation IS 10 pcbt per annum.

4. AU tti'ftsactions l;akt: ~iaceat the end of the year. Slocks tum over once a year.

5. ~
PiJted ~ hI~vea ueful life of five yearS Rnd are replaced at the end of {hut
life. ~ Ildditioual fixed asset, to expand opmting capttbility, is purchased at tile

year eM.
,c '~\
; ~
\~,~ vI11ueto the busines!" of n fixed iiSSCt is l".quaJto the pl:oportio?J) of its current
!lrepiacement cost, calculated on a straight line basis, represented b}' its unexpired
life. (This is a much simplified situation.)

6.

7. During the year investments show capital growth of 8 percent and earn 5 percent
in income, ,'~lculated by reference to their opening amount.
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8. For RIOQ,OOOpet annum the business rents a warehou!fe to hold its stooks. It
carries a provision for repair to the warehouse arising from dumug0 due to a
single eve~ in the past This provision was established on a <.lis,,:ollnlcd basis
assuming that the assets of the business would ,~8ma real return of ~ ·"~''Cen.per
an~m. Tbe Directors consider this provision to be pari of the long • flY: f n ..r'.cc
of t~:business. Th"J believe the basis on which the provision was e!itahli.,i. I to
be appropriate for the future.

9. For simplici~y,tax is calculated at the rate of 35 percent of profit on ordinary

activities. before tnxation and is due one year after tile end of the year to which it
relates. Deferred taxation is ignored.

10. iDln firumce cerries a 12 percent coupon and is repayable at pur (Lhe issue

price).

1 l , 'The eostI of fixed assets and of warehouse are included in d'istribution costs.
'There IU'e further cash disiribution costs of R200.000 per annum.

12. Admi~ive expenses are R400,OOO per annum, paid in rash.

13. Coal of ~ iBd~~ ~ hisro-ricuf cest of goods sold, COSA and M,WCAand
other east! of R1OO,OOO per apnum. paid in cash.

14. ~ aJ\e no other operating income or charges.

15.
-:~

Cluutaes in the volume of ~tock~i debtors and creditors held are indicated in the
appropriate notes. I
R500.000 of dividends are p~~ on the Inst day of the year.

!/
/1

16.

17. On the last day of the year an extraordlnary profit of R1.068,000. which is
subject to taxation at the rate of 35 percent, is received in cash. The profit does

not have any associated capital maintenance impi~ations.

\1~.
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!,\

The Babtaee Sheet of the business at the beginning and end of the year is as follows:

Net Carreat AIJaets
, \
\ 'I

Be~illnlnl End of
o,t 'year year
R'OOO 11'84)0

3.000 4.:nO I2.000 2.460
UOQ .L12.O I3~ 4.180
.u..cnu LUOOl I
2JOO 2...280

I
5,500 7.300

_25Q J.ll
~ iui

OPERATING A3SKTS

,.Ied AlUla - (Note t)

CurreDt Alaet8
Stockl (Nc4e 2)
Debion (Note 3)

Credifa'I (Note 5)

;\
1-IN4NC£~, BY:

LOAN lI'lNANCE ('Note 8)
Taudft '(NoSe 9)

EQUITY
Sm.r. Capital
CapItal Mabt~ ~

(Note1)
'Profit MC1l..oa1 A.ccoI.mt
Other Cains Retained

I." f'

2.300 3.:mO
350 470

;;/

tOO liS

3,000 .'.<XX}
300

372
.l6O

iOOll .J.m
~ uui

"~I
riNANaNG Pl.OVtstONS (Nott'l IO}



The Profit and ~ Account of the busir.e~" for the yeat lis as follows:

Turnover
Cost of &afas (Note ll)
Gross prvfit
D!&tribution costs ~ ....# t2)
Adminis€radve ex~,.(Note 13)

K'DOt)
4.632
J2..lWl
::!.332
(13MO)
-11Uill

CURRENT· COST OPERATINO PROFIT
Incrnr.e from inve!llmetlt asset (Note 6)
Increase in pi"Ovillion(Noce 10)
Profit before w.ation _ inlefeSt payable
Interest payable (Note g)
Profit on ordinary acttvita.:s before taxutioo
Tn Oft profit Oft ordilW)' activities (Note 9)
Profit on ordinary activities after taltatioo
Ext~inary profit
Tax on clI.u..ordinary profit

552
n

_ill.)
5S0
121f»

_oo
17M

DisuibutaMe profi\
Divideadl
Di~ proflt~_

H72,:un
.372

The Stat«mem. of Total Investment returns of the business for the year is as follows:. (( ,

'-'

Cummt Cost Operat.i", Profit . . (/
Dcpmci~ am;l other chamges. not reflected in CCOP, f ~ the.: real
value of ~i aUeu in the balance sheet (Note 14)

Current Cost 0perat1l'18 Return
IavcsLmelllit pioa (Nate 6)

R'OOO
5:'12 .

Total Jnveatment Returns arising in ord!nary C()~lISCof husiness
extraorditWy 'ptoot

TOTAL INVESTMENT RETURNS ARISiNG IN YEAR (of which
oorealizcd mal pM R ~)

AnrlblitlitH'l of ;tlWI'1rment reiUnu

IWaI cost orloan finance (Note 8)
Real cost of taxation (Note 9)
Real retum ascribed to financing provisions (Note 10)
Dividends
Total re.tums distribufed

46
435

5
__200

91\0

II

R~mjlled in business - profit and loss QCCOUnt
. - other returns retained

372
.1bU

TOTAL ll'otVESTMENT RETUR.NS ARISING IN YEAR

,/

II

:!74



\ '
" \

<Note.

III s..ammary.
Depreciation Oft_ OCM bali.
AdtiitioHl real dtcrease in current cost of filled &Met! in ba~ sheet

\ .!

Net book arnot,," oHuted assets held at 1:,,'1 beginning of the year, indud;n~
repl~~t IlliliCts, 'Sllt the end or the year II

Purchase ot rh.~ auets at the year e~ to expand operating capacily
r>':::=~-:./
//

Net effect of l-evaiuation of C:JtTentyear OOS( to.nd uccumu4tled dep. ~jation of
fiud assets heid at &ftc be~niRini of the Y""

2. Stockt

u
O.lrl'ent cost of ItOCb he:kt at verr end
S~ ~ at year_ 'increasmJ voiume of stocks held
Curnr:lt COlt of _b held at year !md, equivalem in volume to stocks held et
the begiftfling of 1M year

C~£OSt Q( ~ks ~Id at tbo ~Ming ....'the year
COSA

"

Impact of ~ iafladc:m Clel ~ held 1I'lrmtSJIOUt~ yea: (R2m x 1()tf,)
COSA '

3 • Debt.1rS

DebtOrs at the }ley end
Additional volume of debtors at the year end
Oebtt'l'¥ at the year end equtvalent In volume to debtors at the tieSinning of
{he year (alternatively. debtors at the tqlnnin, of the yeN llt apcciflC year
end prk:es)

Debtors at the beginninl of the year

MWCA on dehtora

Impact of general i.~fWionon debtors held tbroupom the year
(l.Sm x i(Yi,)

"v. '

, \

61

R'OO'
.l..lllill
____oo

.l.240
.l..!.I1K!
..d..l2!l

----l:W

R'DOO
2.460

__(JOO)

2.160
~
___i.bU

R'f)OO

200
:S_\tlflID

4<1

R'OIO

1.720
...1.lOOl

l.h10
tU.ool 'I

!
I

_UQ

~
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4.

Openini~ance
Sales (Tu~~ of'&4.632.ooo less closing dehlors of 1\'1,720.000)
Receipr of extraordirwry item
Receipt of opening debtors
Payment of ~n& creditors
Purchase ('yea( end stocb of R2,460,OOO less ci,.sing creditors of ~ 1.200.{XlO)
Rent .
Cash distributioll .,;osts
Cash costs 01 sales
Cash adminisuative costs
Investment income
Interest on loan stock
TaKptif
Di~
Purchase of fixed assets - replacement

- additional
Proceeds of new tlmTowin,
Closinl balMCe (invested)

5 • CX1!d.ltora

Creditors at the year end ,\
Additiooal volume of crtditorll .~ the X\~ end
CreditOl'lIit 1Jk, "ff!IIIt CInd equivalent In vt';Jume to creditors at the be¥inning
of tile year (:llternatlvely, emditonl at the'~ginning of the year at specific
year end prI~)

creditors at me beafnnjng 0( the year
MWCA 00 credi,ors
Impact of seneraI j"Oation Oil creditors hekllhmoghoul the year
(RI.Om x IO~)

'I
6. lavo.tment

The v~.lue of investments at the year end is R250.000 plus 8% =
Impact of generai infial.ion on investments (R250.000 A 10%)
Increase in value to the business of investments held (R270.000 - R250.C<X})

Investment income R2SO,OOO x 5%)
Investment gains

For balance s~ purposes inv~nts include cash as none of the cash balances forms
part of monet&ry working capitaJ!~'

Year end balance 00 investments:
Investments as shown above
Cash balance (Note 4)

R '000

1.912
1.06X
1.500

( 1.IlOO)
i1.26n)
(100)
W)(})

{ 100}
(..J(X»

13
(276)
IJ."i(})
(son)

( I.(~MO)
( I.ORO)
.l...OOO
_J.41

R'OOO
1.2(XI

_:..l2ll
I.mm

R'OGO

_no
(25)

_..2U
(5)

___j.J
____Ji

R'OOO

270

~
...JU



/)

T.

t10adary iftcmIe in the curreat cost i.:,c operating assets:
Filted assclI (Nore J)
SUlcks (Note 2.)

-::::.-
!)

!)~~'pi,..a:
TaX.loft _~ 9)
~("'lG)
1AtI8~~') .

"bel ~ 1ft r.tIe CltJ\l8ftl (lOSt nf operatin& .lISets:
Pi,fWl~ (Mott I)~(MaIt'"
~(~3)

. '$J'

(3S)
(lU)

(230)

60
40
150

( H)OJ

.. _ .... kJ~(~6) ~~~.~...... --
;; ,-,,~.,r{ ,~,;:~:; ",;:~:,~~;'~~:~':, J:i,~~,~:\t~k:~-/ri"", ,,~

_~~&~~_"of~mfladcm~"'dIe(~lli
~ot~y, ~ 1l't' "t" J~ '*.1300.000

_,-i :",':7: ,;,~~,'"S4:':::.:'·i$-~;,?~'7~?l.~£~~,~}~:;
~.~taUmxta)~of" ......,~~ed ia IIDIC)! terms (ltUm It tMb)
RealCOIIt.t_~ "

II
(Note: tWl .. caet is ... ,. kl the lM'ial:ip.ti1d U._ mae of intem.&l of
2., i.e.,R2.3ta x 2'9f.).

Open-I--
AdditinRat ~ It 'PM end
CtosiqloaM

Ii
(,(

,;'\

216 .
~

46 (\

2.300
.tJlW
J.Jm

I,

2M)
160



9. Taut'..

Tax charp for the '_' (compda(1Oft liven below)
Tall 00 eJttmcxdinary i~~ (computation given below)
Benefit of taxatloo liabilities being fixed in money terms {R3.50.000 x '0%)
Real <:eat of taxatiott
1; '"

Tax comPUtat~\
J5% thereof

Tu on extfllOl'dinary items:
&traordhwy profit
35% d1ereof

10. ProvitlGa

Add: inausc m provll!oa ~red by di!l(Y.#"~j asaumptJon thai.
IIIUCtS , .... 1•• it wilt acilie\"le a real rate of returlt of .5." i.e, R 100,000
(l~ +s .. ) 1\ .
Cto&i. Jtl'O¥inloA .,
The rul inc:reatll ht the proviakm is RIOO.OOO x 5'11 ...
The real ~ pin 01t the provisioo is It100.000 x I~ ...

Hislarical COlt of p:ldI saM,
COSA(N~2)
MCWA - Debf.orI (Note 3)

.~(~S)
Other COWl (Fact 4)

11. Distrlbutioa CMta

Depreciation 00 1m OCM basis
Rent of warehoose
Other (Fact 11)

R'OIl

96
374
em
ill

ill
_9.Q

.l..!!f!li
(\

--.:rM

R'OnO

tOO

____u
___l.U
___5.
__l.Q

R'uue
.!.tlOO

1M)
120
(IUl)

_lOO

2..:!00

1('000

I.mm
IO(l

__lOO

.L.l&l

R'oot

10
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14.
II

Real DecnMe lB Cwmd. c_ "!Ope_~ A.IMII
It'tle

Ftud ..... ~u
SlOth (Note 2)
Deb.lors (Note 3)
CrediklrI (Note ~)
MWCA • DebIon (Mote 3)

.~.(NoteS)

66
40
150
(100)

{ 120}
--BQ
__jJ,Q

\I "

C,'

(i
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LIST OF INTERVIEWEES

DoogtasBrooldRJ j

Bob Garnett

, ,,: _,_ ~_._~
No~l~

SydViandto

Ivpr Jones Roy

Anglo American

University of the Witwutersrarw

p.e. Finaace Research

Afrox.

South Afl'icah~:ewrj;$
\1 d

If
KPMG ( \\ ,')

j'
Flemming Martin J)

BOENatwest

()

Deloitte and Touche

o
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APPENDIX B (CONT)

QUESTION~AIRE
QUESTION 1~--..~~--~--~~~--~~--~--~~~----~--~------..The objectl." u to obtaIn th' interviewee'« views about ill vestment
performance apprai:.al, the ARR and how thil measur« Jits into th4
overall objiletivII nf financial reporting .

• For investrnent performance appraisal, where you have access to only the annual
report. what measure are you currently using? Is the measure satisfactory based on
the annual report? If not. what adjustments do you make to the financial statements'?

• Would the.ARR be useful in n?3k.in~ investment decisions?
!. What ot~r types of information are utilized in making an investment decision '1

~
QUESTION Z

The olJjHtl" ,. twofold. Firstl" W flnderstand Ihe interriewee«
prtllll'tmr;" •• fI"",,' the ,alaallDn basB8 «,allable for financial
r,portin, pU[l0'''. S,eotull, to "adlntanll whither tile intlrlliewte
,tlUnb .~ ~ ~./,-:'.w.ttl ~tI Yl7:0 lUI ad lIolzualDn .btU~.

I
• TItete I number of valtUWonmethods availabk, which valuation base do you

prefer and why?
• ~ found the .ARR to be a good measure, would this encourage the use of

. . . . . . ~~
• Can the values c.Jtained from VITO be reasonably calculated a1l'reasonablYverified? '
QUESTION 3 J

The objectl" II to obtain th, int,nl,wtltlB lIi.WI towartlB reportillg
Compr.h,nsl'lI IntC';Jm, anJ tk,/ir pr'J~r'ltc, towards a capital
maint'Mne, c!nc~e/... • •

• Thc{>ARR requires that all changes in net worth be incorporated in the Income
Statement resulting in the reporting of Comprehensive Income. \\~ is your view
on the reporting of Comprehensive Income?

• What concept of capital maintenance do you support why?
• Is there any benefit in displaying both the entity and the propriety capital

maintenance concepts?
c \Why has an acceptable solution for inflation accounting failed to be implemented?

\
\

,\

I
f
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APPENDIX B (CONT)

PRECIS OF,RESPONS~S T() QUESTIONNAIRE

QUESTION 1

1. ! For investment performance appraisal. where you have access to only the
annual report. what measure are you currently using? Is the measure satisfa~~ry
based on the annual report? If not, what adjustments do you make to' the
financial statements?

Coman.ats

• lnvcstonl.1W conccemed with predicting two things» growth in share price
and dividends l'e\.."'eivable

• Cucre: Earnings per share is being utilized. It is the best of a had bunch.
The •. of disclosure in SA is a serious problem which limits the
U$eMneu rpf the information. Adjustments are made that eliminate
"x~ and non rrcl.llTing items so that sustainable EPS is deduced.

.. A measur& is ca1culaae<! from the infonnatioo provided in the mlnual
~ which is the increase in share price and dividends received divided
by the U:dti&t investment Whilst BPS is reviewed it is not used directly. The
ia~ is in~ in whnt the potential cash profits are that have been
~ by the inveltment. Financial statement ratios aloe not necessarily
;)tldicative ot'that. Disclosure is very poor in the South African market,

• A variety...•.of'of' &&:anderd ratiOfi is used from deQt: equity to price earnings
ratios. 1'bere is a tendency not to make to many adjustments as the
int~ jU$1 nlOves furthe: away from reality. It is diffiCult to judge.
Ohr c!k.nt base cannot cope with a variety of adjusted figures. Simple, clear
and CIJ1'1Ci$e information is requisite

'* It is d1fficutt. aut ~ is an inherent lac.k: of trust in the numbers. Allot· of
information is gained directly from interviews with management.

• A wide, vt>rlety of performance ratios are used together, tJ:1ere is no !iingte
number. We are looking for a story; one number can be fudged but the
whole pi.ctu.te tells us more. Financial statements only really play a
stewardship function.

• Cash flow per share and cash equivalent per share are the measures thut tell
the lI~ory of company performance. Cashflow is Whal is used to manage
both the business and the employees. Cash EPS is more difficult to
manipulate than EPS and consequently more reliable and trustworthy.
Investor's should use performance measures that are actually used by
management to manage and illotivate.

• ReJ)011CijBPS in not utilized. Adjustments are made in order that extraneous
and nea recurring items are eliminated, Thereafter, fully diluted adjusted
EPS is calculated.

J
I



1.2 Would the ARR be useful in making investment decisions?

Comments
• The ARR would be useful if it could provide information t:1at is

understandable. comparable and will facilitate the calculation or trend
~nformation

• A rate of return measure is useful us it has longer term implications than an
earnings figure. .'

• The ARR would facilitate in evaluating the performance of the management
and the resources of the company. It would assist in assessing the quality of
earnings

• The ARR would be useful but would need to be comparable and
understandable. Analysts would use it as an inl1Ut into their framework but
the test would be its success in helping to predict growth in share price and
dividends.

• If the ARR can be established as a credible ratio in that it returns
information over time that correlates to ~t1tability 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
decisions.

• The ARR would appear to be able to process what was previously deta into
decision useful information,

• The ARR would save a spc ilist rather than a generalist function. (t 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/;~'t would be a useful measure. It is based on current values which
add immense value. It is certainly encouraging to we away from l-.tt"lving
to report economic profit to moving to reporting a measure that can act .•1Hy
be calculated. TIle ARR could not however be used in isolation as ther ...are
many other inputs that are needed when deciding to invest or otherwise

• Even though the measure would be useful the South Africnn audience will
resist itThey are reluctant to move away from the EPS holy grail towards
the unknown. Also favoring only one stakeholder, the investor. would be
veri unpopular.

• The ARR would be useful as it provides incremental information. It might
however be too simplistic as it does not reflect any measure of *k. Users
might therefor want to compare ARR's which have different ris'k\' profiles.
The ARR would be useful but cannot tY'. used in isolation. \

:1

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

Comments
• Information about the future is critical if an investment decision is to be

made. Forward predictions are always useful but the underlying
assumptions.are very restrictive.

• The information utilized is never assessed in isolation. It always needs to 00
viewed relative to something. This could be a sector, a select group of
companies or the market as a whole.
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• The market is looking for stable trends. What is required is past and future
information \hat will allow the user ('0 establish whaf u.: volatmty of"me
future earnings stream win be.

e Deciston usefttl information is only one element in. the decision rrwking
process in<;reasingly in South Africa you are buybg ('he skill and quality of
m~t especially due to the current $hortnges

• A variety of rutias is used. Financial stability ratios are however criticat,
thfly Unk financial perf~r{-e to risk.

• Analysts and slockhroker"')';eports" on specific sectors and companies.
InvestOM are looking for analysis that bas already been performed on the
Annual Financial Statements where expert opinion and adjustments are
advocu«t )Clveston feel that they do not have ~ time to reUd Wld read
tht. the AFS and its hidden comers.

• Any mf~ thai one elll get their hands 00 which is reHabk- is
te4\tWte. ~ ,J11I1'kef. in South AfricB. is only efflCient when rumors are
SpR'6\4 qukkly enough.

• The ~t of the compmly probably provides the must useful
i!1.fOlmatioD.· '.' They pnnc.' ipally kttow the business and its prospects better
tJ;an an~y else ami are willing to provide that information which can he
d,sse~ in.to the mt'JJter..

• Gearing, la~rest nue cover,l.:ash flows. etc ... , A number of general rati~tAre.~.Vfhat is impcmtive is that nothing is taken in isolation. Everythingneeas. tG .be.· ~ together and compared to other companies, the
IIUU'kd Md"lbe, &pecific sectors.

QUESTION .~

1.1 ":iliem tl nttm.ber of valuation methods avuilable, which valuation base do you
~f:fJl\ft,d.!Wh)'?

~ .. _tat

\ \

ii,

L.__ S_1t_L_B_C_T_I....D_.......__ A_N_A_Lt~TS L···~'--U-D-(T-O-R-S--r-P-R-O-F-E-S-S-IO-N-A-L-S_-I'
,...VALVA110N BASE ~_

He 1"'-

'"..
l RC
-~~. ~ ~7~)--~------.-------r---

VTTO 4

Nav
I T .....OT_A_L _~--J.- __ 3__ .,..,._ __ 2 __ ~-,:;M ..l.: 7
- '/11

\~

.J

.-----------.------~...-~--.----- ..----___.
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c\
• He is objective. verifiable andunderstanllable it is a standwized bose from

wbi¢l\.adjUlt:ments can re made.
• He is the bes~of a ~~, bunch as any new valuation method stili r'el.:{ui7es

adjl1stmcn(S wbich ~~ cor\~Hcate an alre3dy conlplicated situation.
vrro could require an en!~l)' new education process lhZ\t would
encnpsulate a ~ve f~ng of an three valuation methods
and their mpective underlyiq'l assumptions.

• R..~ COlt provi~i~levant and realistic iufo~mution in predicting
the f.uture. Its basic undc(!f1yingassumption being continuity of the firm.
~~~=~~=fn=:or the ~vil!umptionofassets'should

• fiC;•• ~ ~t$"in die (~~t direction for establishing sustainable earnings.
• HR.-" 1$ ... ~;>It 1'C1iab~~f the c~t vai.Ultion bases as it reflects what the

..~ .••.~ .,. ...for the ~, in the eV'Jnt of disposal.
• \i"t'1Q. vaI_ at1J ~roundOOI:; common sense. vrro considers u nmge of .

~~ itt df.rivinJ the end value.
• ~fot ~~~ :"C'\Ar:: economies. over time He valuation!l: are not

~incOrred.
• 'rile ~vtty of vrro method can be a !i'lliungbut tiwre is Iino .exact

~ ~ .ate only ~lble ~ndicltors of value.
• m9~t~lb!e~

AUDITDltS I PB.OF2Sl!nONALS

UND.CIDED
2 7

3

TOTAL 3

j '/

o

_lOt
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2. 3 Can [he values obtIfned from VITO be reasonably calcl.llated and n'iilsooubly
verified?

-Comments
• If the information is available for. use by management than it is possible to

reasonably verify the information. ,\
• It is p-assible to do anything it just takes time and time is money.
• If management is credible and uses the information to manage the business

than the information should be reliable
• If there is suffiCient value attached to the output of a valuation method than "

an ampt can be made to calculate the VITO values. \ l
• To be reasonably cak:uhated you need a set of ground rules for valu~hg

assets and liabilities. ntis will give Ct"tlsislel1CY and comparability. iii
• The values wiII not be calculated unless preparers are told to use it. It h~~d...;

to be enforced. Users will never force the issue it is all up to the stu~ard
settetS. /

• Youare looking for a reasonable compromise situation. Rules are ~{jQ({ and
wO\lld enable preparr:rs to attempt to calculate the values.

QUESTION 3
c

3.1 The Alit mquires that aH changes in net worth be Incorporated in the Income
St"tement resultin~ in the reporting of Comprehensive {fitome. What is your
view on tnt reporting of Compreheusive Income?

Comments

SUPPORT FOR REPORTING COMPREHENSIVE INCOME
PROFESSIONALSANALYST~ AUDITORS

YES· , 52

NO 2

~ T_O_T_A_L ~ 3 _. 2 _. 7_______j

• The user should be privy to all the results of the actions of management, not
only those that are sustainable as every action either creates or destroys
value.

• Comp'ebensive income would be more volatile than the currently reported
earnings figure but volatility is u fact of life

'I
(',I
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• ttis necessary to know the whole picture including what the sustainable
earnings are and how volatile (he firms total performance

• .~ is a need to establish trends for prediction and to forecast what is
sustainable in the long run ,

• The problem with reporting comprehensive income is that if it is !!Dt
implemented 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 longer 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 through two separate income
stafements:~ reflecting income from operations and the total performance
respectively.

• ~ is inadequate ct;sclosure of information which results in the hiding of
reserees. Reporting ¢omprehensive income would hopefully go a long way
in elh"'inating this undesirable reporting practice.

3 •2 What CQnCept of capital maintenance do you support why? Is there any benefit
in displaying both the entity and the propriety capital maintenance concepts?

Comments

CHOICE BETWEEN THE CAPITAL MAINTENANCE CONCEPT

I '
I '

ANALYSTS AUDITORS PROFESS'ONALS

PROPRIETARY I I 4

ENTITY C)
7, I 3

TOTAL 3 2 7

• An investor would like 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 chose to allocate their funds based on their
expected real rate q'i return.

• Man~ement is managing the operations of the business and hence this must
be maintained to enable meaningful forecasts of sustainable earnings. They
are looking at establishing an operating structure that will generate
consistent sales at a consistent rate of profit. This operating structure is
what needs tel be maintained.

• The entity concept is consistent with how the managers manage the
business . If we are reporting on the performance of management than we
should report on whether a profit was earned after the operations were
maintained

• Choosing one concept really depends on who you see as the stakeholders.
If we are only looking at investors than the proprietary concept wins hands
down.

n '\
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REPOJl11NG WrH THE EN11TY AND THE PROPRIETARY
CAPITAL Ml\INTENANCE CONCEPTS

ANALYSTS AUDITORS rROr'KSSIONALS

YES
, '. ,> :\ 2 5

NO \; 2

TOTAL 3 2 7

\~.
,~\_-

":/""

It Tbls YIOU~ provide the user witb inva1~1e inf<mnatioo as they would be
priV7.~ ~ that tells them ~ mal nue of return they are earning us
well .. ~ fact mat the operations that g;.merated those returns have or have
notbcen~ .

.:. Rc:aI sytWJY can be aclHeved if both 'concepts are reported, we are giving
the .... all the po&sible inforrnntion

• ~~I both ooncepts might result in information overload as there is
ti~.~ ~b lnfOfmtltloo.'!. It ~ ~. ~,presented than we would requia-eone in each of me~. ~ ~t,. The two would alto need to be reconciled to each~.

3.3
' ..._:... '"." .... ,_,,<> __ .:.:' ..•. Ii=-~~solution for infillt;oo aocountinJ failed to be

Co..-•

• ~ .(;he Jack ,of.uaer·~ and support for this inff.lfnltltioo which may be
. ~~tO~U'_(~.

• intlat!km ~ting w.·· not imp1e~ .unifotrtlly by companies.
Co~. the ~lity ot the nesulls was not possible which
impinged 00 the credibility of the ~ infcmnatioo.

• It is posalble that the standard was not allowed to run fOf a sufficient length
of time ~ with the fact that there was insufficient user education.

• dedinina infiation ~.
• the proposals were thought to be .far too complex for the user to

corr~nd and:diaest.
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TABLE OF ASSUMPTIONS, LIMITATIONS AND BENEFITS OF
THE ARR, NPV AND IRR

ASSUMPTIONS LIMITATIONS BENEFITS ,_
• AlklWS the user to evaluate the

h.:nl..'fils from IIndcrtilkinp one
activity iI.' opposed to another

• Provides information 1I1"K1UI the
feasible distribution of profits
in limes (If innatilln.

, Provides information for a
sinlk' accounting period.

.. May he the theoretical
lIilJcrpinning for VTTO

, May encourage the production
Ilf inl1ation IldjuSleu accounts

ARK
.. V1TO rules Ihoold form the to In interpreting the ranking, of

!:luis of the valuation of ARR's.
the companies assets and .. The uncertainty involved in
liabilities Ulumilll that estimating the currenc values of
RC is sre:atcr than NRV. the activities in quesiion.

.. Whesl undertaking an ell- • In ..pplying the vrro rules at
ante analysil the rules the au:ocpte level of a ,roups
should be applied (0 the assets. firms or Industries.
'JrOUP of usefl tIS a whole;
in an ex -POll assessm~nl
the rules shoukl be applied
to individual assets and
then summed

.. AM cbaApa in book value
iMtlld be InCOfpOl'l~tedin
the l~ Statement.

IRR

II A Pflrfectly competitive
capital market.

• An equeI rate of refilm is
earr.od in each period.

.. See NPV below

\• A Perfectly compe~jtive ..
capital market. .

II No barriers preventing
access to the capitlll

NPV markets.
II Acoeu to capital markets

is COItiesa. and thr:re are
1'10 friction's preventing
the free tradln, of
r.ocuritlea

• 'The relevant information
about the pricing and
quality of each security is
widely and freely
available.

.. There are no distorting tax
effect'l.

• Ir there is more than one change
in the sign of tM cash nows
utilized.

• Infnrmaliofl is Reeded for the
entire lifetime of the activity.

.. The subjective valuation IlI'll1
usc of forecasts

• Thcl'e are limited funds and 11

choice needs '0 be mad~
hetween 2 mUlually exclusive
projects.

• Ir.~ term im.ereat rates dirfer
from long term rates numerous
COlI! of capitnl values are
tlhtnincd.
Inforl1'Jlion is needed for the
entire lifetime 0: the activity.

• 11lC sunjective valuation lUlU

use of forecaw

• Except for the limitations
discussed, IRR CM 'cud 10 the
Sllme inveslment ckcisions as
NPV.

• NPV IS the appropriate nile 10
use for optimal investment
decision».

/1
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