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Measuring Capital and Income* 

T hree major questio ns ar ise in studying acc ounting measurement mo dels fo r use 
in deter mining inco me and financial positio n: 

1) 

2) 

3) 

How to value net assets? 1 

2 What measurement unit to emplo y? 

What c oncept o f  ca pital to emplo y? 

It is important to realize that these ar e independent prob lem areas - any net 
asset valuation metho d can b e  used with any measurement unit and any capital 
conc ept.3 T he traditional historical co st mo del emphasizes the use of past · 

entry prices for asset valua tio n, uses money as the mea surement unit and 
employs a financial capita l maintenanc e conc ept but you ca n change any one o f  
these without ha ving to change the o ther two . T he first two questio ns are 
better discu ssed and understood in the litera tur e, alt hough answers are no t 
agreed upon, than the third . T his article investigates the third questio n -
the a lter natives, r ec ent international develo pments and some implications. 

* 
Working draft, April 1979 version b y  J, R. Hanna, McMaster University, no t for 
quotation without permission. 

1
see the ARC's Current Value Discussio n  Paper (CVDP), August, 1976, Cha pter 4, fo r 
a discussio n o f  valuatio n a lterna tives. This question also inc lu des the prob lem 
of  whether and ho w to separate r ea lized and unrealized inco me. 

2
Alter natives inc lude units of money, units o f  genera l purc hasing po wer (GPP) o r  
units of more specific purchasing po wer , e.g. , indu stry or firm spec ific . At 
present, o nly money and GPP units are b eing seriously co nsidered by the accounting 
pro fession. 

3T his po int was empha sized by Ro sen in his CICA stud y, Current Value Accounting 
and Pric e-Level Restatements, 1972 • 



• 

------------------------........ -=�--.......iii 

- 2 -

Alter na tive Capital Concepts 

Although
1

most accountants accept the definition of income usually attributed 
to Hicks , i. e. , income is the e xcess you have at the end o f  a per iod after 
ensuring that you are as well o ff at the end o f  that period as you were at the 
beginning, a problem is faced in deciding what "well-o ffness" should mean. 
Suggested conce pts o f  well-o ffness or capital include defining inco me as the 
amount availab le for distribution and/or reinvestment after maintaining capita l  
in terms o f: 

1.  Money - the amount o f  do llars o f  shareho lder's e quity 
a t  the beginning o f  the period 

2. General purchasing po wer (GPP) - the amo unt o f  purchasing po wer represented 
b y  the shareholder's e quity at the be ginning o f  the period. 

3. Productive capacity - the amount required to maintain the firm's ab ility 
to pro vide the same amo unt of goods and services that it was 
capable of pro viding at the be ginning o f  the period. 

4. Other concepts - these may be var iants o f  co ncepts l isted abo ve and 
i nclude; 

i) maintenance o f  a firm's marke t share within a par ticular 
industry 

ii) mainte nance o f  the ab ility to pay the same level of 2 
dividends in future periods as is being paid curre ntly • 

An FASB Discussion Memorandum, has suggested tha t o nly two main co ncepts o f  
capital e xist: 3 

1. Invested financial capital - capital is the dollar value o f  asse ts invested 
by o wners directly and through re tention of earnings. Income is ul timatel y  
the difference be tween cash paid and cash received (holding gains are 
included in inco me) although the amount of inco me differs depending on the 
measurement scale emplo yed and the timing o f  income d iffers depending on the 
asse t valuatio n  a ttribute selected. 

1 . . 

But whic h can be  traced back at least to Adam Smit h (See Hanna , Acco unting 

2 

3 

Inco me Models, Special Study No . 8, Society of Industrial Acco untants, 1974, 
page 10) . 

See J. R. Hicks, Value apd Ca pital, Oxford , 2 nd Editio n, 1939, page 174. 

FASB, Conc eptual Fra mewo rk fo r Financ ial Accounting and Reporting, Discussio n 
Memo rand um, December 2 ,  1976, pg. 125. 
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2. Inve sted productive capacity - t he capital to be maintained is t he 
productive capacity of the enter pr ise (the ab ility t o  provide the 
same level of goods and ser vices) . 

Since capital is e xpre ssed in financial or money terms in b oth of these FASB 
conce pts, it can be  e xpre ssed in eit her unit of measurement, d ollars or 
dollars of ge neral purchasing power and c omb ined with any ne t asse t valuation 
method(s) , (see Figure 1) . 

Capital 
Concept 

Measure ment 
Scale 

Net Asset 
Valuation 
Method 

Invested 
Financial 
Capital 

Figure 1 

GPP 

Past entry prices 

Current e ntry prices 

Current e xit prices 

PV of e stimated NCR's 
(value in use ) 

A comb ination of the ab ove 

Invested financial capital (IFC) 

Invested 
Productive 
Capacity 

Current practice and early Nor th American proposals for accounting for changing· 
prices have focused on the invested financial capital concept as set out in 
Table 1 although SEC Acc ounting Series Release #190 stated a dec ision had not 
been made yet conc er ning t he question of whether holding gains are par t  of income. 
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TABLE 1 

ACCOUNTING 
MEASUREMENT MEASUREMENT ASSET VALUATION 
MODEL CAPITAL CONCEPT UNIT METHOD 

TRADITIONAL EMPHASIS ON PAST 
HISfORICAL IFC ENTRY PRICES 
cos (Money maintenance) MONEY (H. C. ) BUT SOME 

USE OF CURRENT 
ENTRY -tND EXIT 
PRICES 

C01'lSTANT DOLLAR 
HISTORICAL COST IFC GPP SAME AS ABOVE 
(CANADIAN, AND (GPP maintenance ) 
U. $. GPP 
EXPOSURE DRAFTS) 

CURRENT VALUE IFC MONEY A COMBINATION 
(CANADIAN (GPP maintenance via OF VALUES 
DISCUSSION PAPER) shor t-cut O/E EMPHASIZING 

restatement, see CVDP CURRENT ENTRY 
pa ge 4 1-44) PRICES 

CURRENT VALUE NOT DECIDED MONEY CURRENT ENTRY 
(SEC's ASR #190) PRICES 

In mo st cases, the IFC concept is straight forwar d  o nce the scale o f  measurement 
and asset valuation methods are selected. If the measurement unit is money, 
IFC at the beginning o f  the period is determined b y  valuing net assets using the 
valuation approach selec ted. This o pening.capital (adjusted for new capital 
invested and dividend payments, i f  any) is the amount o f  money well-o ffness that 
must be maintained at the end o f  the perio d before any income is ear ned. The 
traditiona l  historica l cost model employs this capital concept in comb inatio n 
with a money uni t  o f  measurement. 

If the measurement uni t  is GPP, the GPP of the IFC a t  the beginning of the period 
must be maintained before income is ear ned. 

1 For example, the general use o f  lo wer o f  co st or mar ket for inventories and the 
frequent use o f  curr ent selling pr ic es for fin ished good s of mining co mpanies 
in Canada. 

I 
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In the more c onnnon case s  discussed above , IFC-money maintenance went with a 
money measure ment unit and IFC-GPP maintenance went wit h a GPP measure ment 
unit. A less st raight forward met hod is advocated in the CVDP preliminary 
position - a c ombination of IFC- GPl maintenance using a "Restatement o f  

'shareholders e quit y  only" appr oach and a money measurement unit instea d o f  a 
GPP measurement unit . This appr oach is intended to permit use o f  a GP P 
capital maintenance concept without having t o  restate all financial statement 
items, calculate purchasing power gain or loss, restate prior  years figures, 
etc. Under any current val ue net asset valuation metho d, this approach 
achie v�s t he same net income result as complete restatement because opening 
owne r'$ equit y (capital) is reported in constant d ollars of purchasing power . 2 

This m�thod is said t o  be less l ikely to confuse financial statement users than 
complete restate ment while still e xcluding t he e ffect of changes in the 
purch�sing power of the d ollar (inflationary pr ofits) fr om income .  

Since:IFC can be maintained in GPP wit h a money or GPP measurement unit, the 
FASB'� categorization of capital maintenance c oncept s as set o ut in Figure 1 
is in�omplete. Figure 2 attempts t o  rectify t his deficiency by dividing IFC 
into two separate concepts, IFC- money (IFC-M) and IFC-GPP. 

Figure 2 

Capital 
Concept IFC - Money IFC - GPP 

I 

Measure ment 
Scale 

I 
r-..1.-.., 
1 GPP 3 1 
L-\-j 

Money 
e . g. ARC 
preliminary 
position 

GPP 
e.  g. ARC 
GPP 

1 

2 

Chapter 5, B -II, page 41-44. 

\ 
\ 

\ 
\ 

' 

Any asset 

See Basu and Hanna,  Inflation Acco unting : Alter natives, Implementatio n  Issues and 
So me Empir ical Evidenc e, Society of Industrial Accountants, 1975, pages 18-19. 
This sho r t-c ut "r estatement o f  o pening shareholder's equity o nly" approac h will no t 
wor k  for the histo r ical cost model b ecause opening owner' s  equity r epresents a 
mixture o f  different do llar s  at any da te. Opening sha r eholder' s equity ca n be 
restated into constant dollar s  at the b eginning o f  the year b y  doing a co mplete 
r estatement o f  the histo r ical cost balanc e  sheet (assets - liab ilities restated 
equals restated owner' s  equity) and then the sho rt-c ut proc edure can b e  used fo r 
all sub sequent years b ecause o pening equity will b e  in constant do lla rs o f  
purchasing power • 

3
An IFC-Money conc ept comb ined with a GPP measur ement unit is diffic ult to 
c onceptualize since o pening ca pital wo uld ha ve to b e  r estated fo r infla t1on under 
a GPP measurement unit and, thus, wo uld no lo nger b e  a "mo ney" conc ept. 
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P roductive capacity capital (P CC) 

According to proponents of the P CC concept, income can be recognized onl y  after 
the beginning capacity of the firm to produce goods and services has been 
maintained. While many variajts of this concept e xist, a conceptually complete 
concept would recognize that: 

i) the productive capacity of all productive assets, both physical and 
monetary, must be maintained and; 

ii) tio the e xtent assets are financed by debt, this should be taken into 
account in determining the income earned by the owners of the business. 

While a P CC c oncept can be combined with any measurement unit and asset 
valuation method , advocates of P CC are almost universal in e mpl oying a money 
measu�e ment unit and a cur rent entry price (usually called curren t cost) 
dominated net asset valuation method. Moreover, it is generally agreed that 
two m.easures of income should be reported - income to the enterprise and income 
to t�e owners (common e quity ) .  

Wel l-offness of an enterprise is not maintained unless provision has been 
made to replace the productive capacity of all assets, monetary and n on­
monetary. New Zealand's Richardson Committee states: 

it must be recognized that the effects of inflation are 
specific in relation to monetary assets just as they are to n on- mone tar y 
assets • • • •  In order to see whether the operating capacity of mone tar y 
assets has been affected,  it is necessary to examine the enterprise ' s  
reasons for holding monetary assets • • •  and then to see if the prices 
relevant to those assets have changed during that period. If there has 
been a change then this requires adjustment to recognize the effect 
this has had on the operating capacity of the monetary assets" (page 124) 

For example , if selling price s of the enterpr ise 's pr oducts incre ase on aver age 
by 10%, then 10% more must be inve sted in acc ounts receivable to maintain the 
same level (quantity ) of credit sales by the enterprise. 

In addition to maintaining the pr oductive capacity of all operating assets, 
maintenance of the well-offness of the common shareholders shoul d consider 
the impact of debt financing since , to the e xtent replace ment of assets can be 
financed by de bt, owners d o  not have to finance their replacement. 

1 
T he Report of the Committee of Inquiry into Inflation Accounting (Richardson 
Committ�e) Government Printer , Wellington, Ne w Zealand, 1977, Ch. 4, presents 
a good discussion of a c omplete PCC concept. 

. i 
' 
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An Example 

Th� fac tors d iscuss ed abo ve can bes t be cons ider ed by referring to a simple 
example o f  a fir m o perating in a s teady state - nei ther expanding o r  contrac ting 
it� produc tive capacity - during a period o f  stable pric es. All transactions 
occur on 12/3 1 of each year (i . e. sales and purchases made on account; prio r 

yea�'s rec eivables coll ec ted, and payables paid ; fixed assets purc ha sed; interest, 
taxes and o ther expens es paid ) and all cas h at the close o f  business at 12/31 
is paid as a dividend. T he year 19-0 financial sta tements (current co st = 

his torical co st under a s tead y  s ta te) follow: l 

12/3 1/19-0 Balance Sheet: 

Accounts r eceivable 
Inventor y 
Fixed assets - cost 
Accu mulated deprec iatio n  

Inco me Statement for 19-0 

Sales 
Cos t  o f  sales 
Depreciatio n 
Other expenses 
Interest 

$ 2, 000 
1, 000 

600 
400 

Inco me. before ta x 
Tax (50% ) 
Net Income 

$ 6, 000 
2, 000 
5, 000 

(2,000) 
$11,000 

$ 6, 0 00 

4,000 
$ 2, 000 

1,000 
$ 1,000 

Accounts payable 
10% Long T erm debt 
Common stock 
Retained earnings 

Cas h  Flo w  Statement fo r 19-0 

Sources: 
Collec tion of A/Ree. 

Uses :  
Purchase fixed assets 
Other expenses 
Inter est 
Ta xes 
Pay accou nts puyable 
Divid end 

$ 2, 000 
4, 000 
5, 000 

0 
$11, 000 

$ 61000 

$ 1, 000 
600 
400 

1., 000 
2,000 
11000 

$ 61000 

1
since the co mpany is o perating in  a steady state with no s pecific or general 
price changes, the financial sta tements for the previous year are identical 
to those for 19-0. 
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On January 1, 19-1 a ssume pric es increa se as follo ws: 

Inventory - 10% 
Other expenses (paid in ca sh eac h  year ) - 10% 
Fixed a ssets (5 machines cost ing $1, 000 eac h  and r eplaced at t he rate 

of 1 machine per year ) - 20% 
Selling pric e o f  firm's product - 1 5% 

Tr�ditio nal historical co st financial statement s for 19-1, assuming a FIFO 
inventory flo w  a ssumptio n, are: 

12) 3 1/19-1 Histor ical Co st Balance Sheet: 

A/receivable (115% x 6, 000) 
Inventory (FIFO 110% x 2, 000) 
Fixed a ssets - cost 

$ 6, 900 
2, 200 

A/pa yabl e  (110% x 2, 000) 
10% L. T .  d ebt 

$ 2, 200 
4, 000 

(4 x 1, 000 + 1, 000 x 120% ) 
Accumulated depreciatio n  

(2, 0 00 - 1, 000 + 1, 000) 

5, 2bo 

(2,000) 
$12,3 00 

Historical Co st Income for 19-1 

Sales (6, 000 x 115% ) 
Co st o f  sales-FIFO 
Depreciation 
Other expenses (600 x 110% ) 
Interest 

Income before tax 
T�xes o n  income (50% ) 

Net inco me 
Less d ividend s paid 

Income reinvested 

$2, 000 
1, 000 

660 
400 

$6, 900 

4, 060 
$2, 840 

1,420 
$1, 420 

320 
$1, 100 

Co mmon equity 
(Plug) 6, 100 

$12,300 

Cash flo w  statement for 19-1 

Sources: 

Collect ion o f  A/Ree. 

Uses: 

Payment of A/pay 
Purchase o f  fixed 

asset 
Interest paid 
Other expenses paid 
Ta xes paid 

Difference paid a s  
dividend on 12/3 1 -

$2, 000 

1, 200 
400. 
660 

1, 420 

$6, 000 

5,680 

$ 320 
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Given a s ta bl e  l evel o f  o perations and the informatio n  concer ning price c hanges 
supplied above, a current cost balanc e  s heet for 19-1 can be ea sil y prepar ed :  

12/31/19-1 Comparative Current Co s t  Balance Sheet 

Calculatio n  12/3 1/19-1 12/3 1/19-0 

Accounts receivable 115% x 6, 000 $ 6, 900 $ 6, 000 
Inventory 110% x 2, 000 2, 200 2;000 
Fiked ass ets - gross 5 x 1, 200 6, 000 5, 000 
Ac*umulated dep'n 40% used x 6, 000 (21400) (22000) 

$122700 $111000 

Accounts payable 110% x 2, 000 $ 2, 200 $ 2, 000 
10% L.T. debt no c hange 4, 000 4, 000 
Co nnno n  equity plug 62500 51000 

$122700 $111000 

IFC - money conc eEt 

Us ing an equity c hange approach, income under an IFC-M concept can 
be calculated as : l 

Income = O/E12131119_1 
- O/E

12131119_0 + Dividends - New Inves tment 

' Income = 6, 500 - 5, 000 + 320 - 0 = $11820 

Income for 19-1 under an IFC-M co nc ept would treat all increases in prices 
( holding gains) as income. Journal entries at 1/1/19-1 to reflec t  the spec ific 
price changes would be: 

1. 

2. 

Inventory 
Holding gains o n  inventory 

Fixed assets - gro ss 
Accumulated deprec ia tio n - 40% 
Holding gains o n  fixed a ssets - 60% 

DR 

$200 

$1, 000 

CR 

$200 

$400
2 

$600 

1 Divid ends determined bas ed on cash availa ble a t  c lo se o f  business o n  12/31 as 
per cash flow statement provided. · 

2 At 1/1/19-1 the fixed as sets are 40% used nnd hold ing gains are only 60% of 
the gains that would accrue if the fixed assets were new. 
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Fixed ass et entries at 12/3 1/19-1 would be: 

1. Depreciation expense (1/5 x 6,000) 
Accumulated deprec ia tion 

To record current co st dep'n 

2. Fixed a ssets 
Cas h  

To r ecord purchase o f  new asset 

3 .  Accumulated depreciation 
Fixed assets 

To r ecord retirement o f  fi xed asset 

DR CR 

$1,200 
$1,200 

$1,200 
$ 1,200 

$ 1,200 
$ 1,200 

A tradi tio nal style income statement for 19-1, assuming ta xe s are based on 
historical cost income, would b e: 

Current Co s.t Income Statement for 19-1 

Sales r evenue (115% o f  6,000) $ 6,900 
Current cost o f  sales (110% o f  2, OOO) $ 2,200 
Curr ent co st depreciation 1,200 
Other expenses (110% of 600) 660 
Interest 400 42460 

Cur rent o perating income $ 2,440 
Holding gai ns o n  invento ry $ 200 
Holding gai ns o n  fixed assets 600 800 
Inco me before ta xes $ 3 ,240 
Taxes 12420 
Net Income $ 1 2820 

Current cost net income is $400 higher than historical cost i ncome in this ca se 
because higher current co st of sales and deprecia tio n, $400, are less than 
holding gai ns o f  $800 which are included in  inco me under this concept. 

The o wner's equity sectio n o f  a current co st balance sheet at 12/3 1/19-1 wo uld 
be disclosed as  follo ws: 

· Owner 1 s equity 

Capital 
Retained Ear nings 

$5,000 
12500 

$6,500 
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IFC-GPP concept 

1Note t ha t  since t he Current Co st Balance Sheet at 12/3 1/19-1 values all net 
a sse t s  in 12/3 1/19-1 dollars of GPP ,  capital is also in constant dollars of 
12/3 1/19-1 GPP. To determine income u sin g t he IFC-GPP capital concept, opening 
capital mu st be maintained in terms o f  t he GPP it represented a t  12/3 1/19-0. 
Assuming t he general price level increa sed 10% on 1/1/19-1, $5, 500 (5, 0 00 x 110% ) 
are needed at 12/3 1/19-1 to ma intain t he sharehol der's o pening "well-offness" 
or  capital. Income for 19-1 can be calculated as: 

Ijncome = 6, 500 - 5, 500 + 3 20 $1,320 

If a �oney unit o f  mea surement is u sed, the entry to restate o pening capital 
at 12/3 1/19-1 is simply:  

�o ss re impact o f  inflat ion on capital $500 
' Capital aciju stment $500 

The lo ss would be deducted in the income statement lo wering inco me $500 belo w 
t hat calculated under the tFC-M capital concept and o wner's e quity would.be 
disclo sed a s: 

Owner's equit y 

Capital - 12/3 1/19-0 
Capital adju stment to mainta in GPP 

·Retained earnings 

$ 5, 000 
SOO $ 5, 500 

ltOOO 
$ 6,500 

If a GPP mea surement unit is emplo yed, ho wever, the corporation's 1 9-1 co mparative 
balance sheet woul d require co mplete restatement o f  t he 1 9-0 a mounts: 

12/3 1/19-1 Comparative Current Co st Balance Sheet 
(in 12/3 1/19-1 constant dollars) 

Account s rec eivable 
Inventory 
Fixed a sset s  - gro ss 
Accu mulated dep'n 

Account s  paya ble 
10% L. T .  debt 
Owner's equit y  

Capital 
Retained earnin gs 

12/31/19-1 

$ 6, 900 
2, 200 
6, 000 

(2,400) 
$12,700 

$ 2, 200 
4,000 

5, 500 
1,000 

$12,700 

12/3 1/19-0 

6, 000 x 1.10 
2, 000 x 1.10 
5, 000 x 1.10 
2, 000 x 1.10 

2, 0 00 x 1.10 
4, 000 x 1.10 

5, 000 x 1.10 

$ 6, 600 
2, 200 
5, 500 

(2�200) 
$12ll00 

$ 2, 100 
4, 400 

5, 500 

$12ll00 
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Inco me would include only " real" holding ga ins as income, i. e. holding gains 
reflect only t he extent to which t he specific prices o f  items held during a 
period increa se a bo ve the increase in the general price level . Infla tionary or 
fictitious gains, the portion o f  price increa ses o ffset by changes in the 
GPP o f  the dollar, are elimina ted under the IFC-GPP concept. 

Holding gains a t  1/1/19-1 �ould be calculated after resta ting 12/31/19-0 
acco un ts to reflect the 10% drop in the purchasing power o f  the dollar o n  
1/1/19- 1 and would be : 

Inventory - no holding gain be cause current co st of $2, 200 = restate d  
12/31/19-0 figure (2, 000 x 1. 10 = $2, 200), i. e. the 
specific price increa se was just enough to pro tect the 
GPP invested in invento ry items 

Fixed a sset s - holding ga ins curren t co st less 12/31/19-0 co st restated 
into 1/1/19- 1 dollars 

= $!, 600 - (3, 000 x 1. 10) = $300 

A traditional style income statement for 19-1 woul d be: 

Current Co st Inco me Statement for 19-1 
in constant dollars at 12/31/19-1 

Sales revenue 
Current co st o f  sale s  
Current co st depreciation 
Other expenses 

· · 

Intere st 
Current o pera ting income 

Purchasing po wer gain or lo ss on monetary items 
Holding gain s  on fixed a sse ts 

Inco me before taxes 
Taxes 

Net Inco me 

$ 2, 200 
1, 200 

660 
400 

$ 6, 900 

4,460 
$ 2,440 

01 

300 
$ 2, 740 

1,420 
$ 1,320 

�ote t ha t  purcha sing po wer gains o ffset lo sses on 1/1/19-1 because monetary 
a ssets (6, 000) equal monetary l ia bilitie s (2, 000 + 4, 000), 

i 
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Productive ca pacit y  capital (PCC) concept 

Under a PCC concept, a firm earns no income until it has mainta ined ca pital in 
terms o f  it s a bility to pro duce goo ds and services, i. e. to maintain the same 
level o f  o peration s. To o perate at the same level in 19-1 a s  it did in 19-0, 
our exa mple firm needs more capital because o f  the price increases that took 
place on 1/1/19-1. Specifically ca pital ha s to be increased to reflect: l 

1. The capital increase needed to continue the same level of  sales on 
acco unt, 

15% of  t he 12/3 1/19-0 balance of 6, 000 = $900 

2. The capital increase needed to carry t he same quantity of  invento ry 
items, 

10% o f  t he 12/31/19-0 balance o f  2, 000 = $200 

3 .  The capital increa se needed to carry the same quan tity (productive 
capa cit y )  of  fixed a sset s, 

20% o f  t he 12/3 1/19-0 net fixed a sset 
balance of 3 , 000 = $600 

Total capital increa se required to maintain 
pro ductive capa city $1,700 

Not e, however, tha t  $200 o f  t he increa se needed to maintain o pera ting capacity 
co mes fro m increasing accounts paya ble since inventory purchases are made on 
a ccount. Assuming no change in the amount of  lo ng term debt, a net amount of 
$1, 500 (1, 700 - 200) must be added to o wner's ca pital to ma intain productive 
capacity given t he change in t he level o f  accounts paya ble. 

Restated opening capital o f  $6, 500 (5, 000 + 1 , 500) can then be used to determine 
in co me under a PCC con cept by using the equity change metho d: 

Income = 6, 500 - 6, 500 + 320 = $320 

�ote t hat a PCC con cept requires maintenance of the productive ca pacity o f  onl y  
essential monetary and nonmoneta ry assets. If a firm holds marketabl e  
securities or  idle land as an investment no t essen tial to no rmal o pera tions, 
price changes for these assets do no t affect the ability of the firm to pro duce 
goo ds and services. Rather, such price changes can be ta ken to inco me fo r 
nonmonetary asset value increases and no charge against inco me is required to 
maintain the productive capacity o f  non-essential monetary assets. No te also 
t hat many early PCC concept propo sal s  and discussions suggested maintenance of 
t he pro ductive capacity of  only nonmoneta ry or "physical" a ssets (o ften only 
inventory and fixed assets) - see, for example the CVDP , Ch. 5. Most recen t 
proposals attempt to maintain the pro ductive capacity o f  the enterprise (all 
a sset s) rather than ju st t he pro ductive capacity o f  selected assets. 
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Journal entries to record the restatement o f  capital differ depending on whether 
the capital adjustment relates to a monetary or nonmonetary item: 

· Dr 

1. Pro vision to maintain level of cre dit sales $900 
Capital incre ment 

To reduce 19-1 inco me for the inc reased 
capital require d to  maintain cre dit sales 
given a 15% increase s  in selling.prices 

2. Capital incre ment 
Funds provide d by increasing accounts 
payable 

To reflec t  portion of capital increment 
fo r 19-1 finance d by t rade cre ditors 

3. Inven to ry 
Capital increment 

To record increase in current co st � 
inven to ry on hand at 1/1/19-1 

4. Fixed assets - gro ss 
Accumulated depreciation 
Capital inc re ment 

To record inc rease in curren t co st 
o f  fixe d assets on han d a t  1 /1/1 9- 1  

$200 

$200 

$1 , 000 

Cr 

$900 

$200 

$200 

1 
$400 
$600 

The ent ries for nonrnonetary asset s increase invento ry and net fixe d assets on 
han,d by the amounts o f  specific price inc reases at 1/1 /19-1 as was done under the 
IFC-M concept. However, the credit s go to a capital account instead o f  an in co me 
account (holding gains) be cause the increase d  values o f  non-monetary assets are 
no t ava ilable for distribution without impairin g  pro ductive capacity. In addit ion ,  
pro vision must be made t o  re duce income by any amount which must be adde d  to 
accounts receivable in o rder to maintain the same level o f  c redit sales, since 
monetary assets (unlike nonmonetary assets) are not subj ect to spe cific price 
changes. Similarily, the in crease in the a ccounts payable monetary liability 
account allo ws $200 of the increased asset prices to be financed by sho rt-term 
cre dito rs instead o f  o wners . 

�any current PCC concept propo sals adj ust fixed assets  this wa y. Ot her writers, 
however, suggest "ca pital increment" shoul d include t he full increase in the 
replacement cost of a new asset, i. e . :  

Fixed assets - gro ss 
Capital increment 

$1,000 
$1,000 

The "catch up" o r  "ba cklog" depreciation necessary to adj u st accumulated depreciation 
to the correct amount should then be charged separately to either retained earnings 
o r  current income (see CVD P, pp. 15-16) : 

Retained earnings o r  de preciation expense 
Accumulated depreciat ion 

$400 
$400 
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Assuming no change in L. T.  debt, a tradi tional style income stateme nt for 19-1 using 
a PCC concept wo uld be: 

Current Cost Income Statement for 19-1 
(Prod ucti ve Capacity Capital Concept) 

Sales 
Current cost o f  sales 
Current cost depreciation 
Other e xpenses 
I nterest 

Ded uct pro vision to maintain 
level of credit sales 
Less funds pro vided by 
increasing accounts payable 

Income before taxes 
Taxes 
Net Inco me 

$2, 200 
1, 200 

660 
400 

$ 900 

(200) 

$6, 900 

4,460 
$2, 440 

700 
$1, 740 

1,420 
$ 320 

The o wner's e quity section of the 12/31/19-1 balance sheet wo uld be: 

Owner 's equity 

Capital inve sted 
Capital increme nt required to 

maintain producti ve capaci ty 
Retained earnings 

$5, 000 

1, 500 
e 

$6,500 

Various writer s  have pointed out, however , that the i ncreasing costs of pr oductive 
capacity sho uld be financed by both l ong ter m  creditors and shareholders i f  
unnecessary conservatism is to b e  avoided. 1 

The se wri ters point out that the 'L. T.  deb t  to L. T .  debt+ e quity' ra ti o  will be  
con tinuo usly reduced towards zer o if  prices continue to increase and L. T.  deb t is 
kept at present leve ls. In terms of the abo ve e xample , this ratio falls fr om 
4:9 a t  12/31/19-0 to 4: 10. 5 at 12/31/19-1. It is argued that a more reasonab le 
PCC c oncept would maintain a co nstant ratio of 4:9, thereby financi ng 4/9 of the 
1,500 capi tal restatement by issui ng L. T.  debt and o nly 5/9 of $1, 500 b y  a charge 
to o wner's capital. 

1see ,  for e xample , the Re por t of the Committee of Inquir y Into Inflation Accountin& 
(Richardso n Connni ttee) , Government Printer , New Zealand ,  1977, page 134. 

Ii 
i � 
I[ 
I 
I 
Ji :1 11 
,, 
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Assuming L. T. debt is i ssued a t  12/31/19-1 to maintain a constant 4: 9 ratio, the 
following entries would be appropriate :1 

Dr Cr 

1. Cash $667 
L. T. debt (4/9 x 1, 500) $667 

2. Capital incre ment $667 
Portion o f  capital incre ment 
financed by L. T. debt $667 

3. Retained earni ngs $987 
Cash $987 

To record payment o f  dividends 
equal to cash on hand at cl ose 
o f  business on 12/31/19-1 (320 + 667) 

PCC financial statements that maintain a constant L. T. debt to L. T. debt+ e quity 
ratio are: 

Comparati ve Current Cost B alance Sheet at 12/31/1 9-1 
(Producti ve Capacity Capital Concept 

with constant L. T .  Debt to L. T .  deb t + Equity Ratio 

Accounts recei vable 
Inventory 
Fixed assets ·- gross 
Accumulated depreciation 

Accounts payable 
L. T. de bt 
Owner's e quity 

Invested capi tal 
Capi tal i ncre ment required to 

maintain producti ve capaci ty 
(1, 500 - 667) 

Re tained earnings 

12/31 /1 9-1 

$ 6, 900 
2, 200 
6, 000 

(2,400) 
$12,700 

$ 2, 200 
4, 667 

5, 000 

833 
g 

$12, 700 

12/31 /1 9-0 

$ 6, 000 
2, 000 
5, 000 

(2,000) 
$11,000 

$ 2, 000 
4, 000 

5, 000 

g 
g 

$1 1 ,  OOO 

�ealize that LT debt of $667 doe s not have to be i ssue d  at 12/31/19-1. T he 
important entry i s  #2. As long as it i s  intended to maintain a 4: 9 ratio i n  the 
l ong run, entr y  #2 should be made whether or not additional· deb t i s  issued and 
dividends of $987 are paid at 12/31/19-1. Dividends of $987 can b e  paid without 

�· impairing the pr oduc ti ve capacity of the enter pri se if de sired. 
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Current Co st Inco me Statemen t for 19-1 1 
(PCC Concept with Con stant L. T.  Debt to L.T. debt + Equi ty Ratio ) 

Sales · 
Current cost of sales 
Current co st depreciation 
Other expen se s 
Pro vision to maintain level o f  

credit sales less funds pro vided 
by increasing accounts payable 
(900 - 200) 

Curren t  cost o per ating pro fi t  
Le ss intere st 
Add portion o f  c apital increment 

financed by L. T.  de bt 
Inco me before taxes 
T axes 

Net inco me 

$2, 200 
1, 200 

660 

700 

$ (400) 

667
2 

$6, 900 

42760 
$2,140 

267 
$2, 407 

12420 

$ 987 

Ad vocates o f  the PCC concept stress that the $987 o f  net income as determined 
abo ve is a true measure of di stri butable inco me - the amount of dividends that 
c an be paid while maintaining " well-o ffness" in terms of produc tive c apacity. 

1
T he format o f  the inco me state ment has been changed slightly to reflec t the 
suggestion that the por tion of capital increment for the period that is fin anced 
by L. T.  debt should be offset against inter e st expense to better reflect the 
true cost o f  borrowed funds. See, for example, the Ric hardson Co mmittee, page 
153 and Skinner , Memorandum on the Si gni ficance o f. Debt Financing During an 
Inflationary Period, paper prepared for the Ontario Co mmittee on Inflation 
Accounting No . 2, 1977. 

2 
Ano ther way to view this adjustment i s  to realize that i t  results in: 

a) including the portion o f  holding gains financed by de bt in inco me 
(4/9 x 600 re fixed assets + 4/9 x 200 re inventory) 

b) canceling 4/9 o f  the pro vi sion to main tain the level of credi t  
sales less the portion financed by accounts payable (4/9 o f  700) 

$356 

311 
$667 
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Instead of preparing a traditional style i nco me statement, so me recent PCC pro ­

posals suggest a reconciliation format that would begin with histo rical co st 

income and reconcile to PCC co ncept inco me as fo llo ws: 

Histo rical cost ne t  income for 1 9-1 

Ded uct: 

Excess o f  current cost of sales 
Over historical cost o f  sales 

Excess o f  curre nt cost depreci ation 
Over histo rical co st depreciation 

Provision to maintain productive 
capacity o f  accounts recei vab le 

Less funds provided b y  incre asing 
acco unts payab le 

PCC net income (L.T. deb t constant) 
Add : po rtion of capital i ncreme nt 

financed b y  L.T .  deb t 
PCC ne t income (co nstant LT deb t to 

LT deb t plus e quity ratio ) 

$2, 200 
21000 

$1 , 200 
1,000 

$ 900 

200 

$200 

200 

700 

. $1 , 420 

1 , 100 

$ 320 

667 

$ 987 

To better compare the results o f  the alternative capital co ncepts, this reconcili­
ation can be  co ntinued to derive the o ther capi tal concept measu res o f  income: 

PCC net inco me as abo ve $ 987 
833 

$1 , 820 
Add: capital increment financed b y  e quity 

IFC-Money net i nco me 

Deduct: GP P adjustme nt to restate 
opening capital (. 1 0  X 5, 000) 500 

$1 , 320 IFC-GPP net income 

Other Considerations under the PCC Conce pt 

A number o f  questions arise under the PCC co ncept that have no t been discusse d 
abo ve - many o f  them indicating the sub jec ti vity that attends this concept: 

1. What L.T. deb t to L.T. deb t plus equi ty ratio is appro priate? 

a) What should be done if a firm decides to change fro m a, say, 4: 9 
to a 6: 9 ratio ? Can the proceeds o f  the additio nal deb t issue be 
regarde d as distributab le income to share ho lders? At a minimum, 
since the capital incre ment account adjustment in  prior perio ds 
was b ased on the o ld ratio , should c apital i ncrement be adjusted 
by a charge o r  credit to income to b ri ng it in  line with the new 
ratio ? 
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b) What ratio should be used? The actual ratio at the beginning o f  the 
period is advocated mo st frequently but po ssibly a target ratio should 
be used if it is substantially different .  

2. What happens t o  the capital inc re ment account if assets beco me non­
essential? 

Firms sometime s make major c hanges in t heir o peratio ns. Shoul d c apital 
inc rement relat ing to a sset s that become no n-e ssential be transferred 
to income? Many writers suggest that this would be appro priate sinc e there 
is no longer a need to maintain t he produc tive capacit y  o f  such assets.l 

In effect , it can b e  argued t hat inco me o yer the l ife of an enterprise is 
the sa me under t he PCC and IFC-M concepts but the timing o f  income is 
considerably different sirice the capital inc rement adjust ment account 
(holding gains o n  no nmonetary assets and pro visio n fo r maintenance o f  
productive capac ity of mo netary assets, t o  the extent financed b y  share­
holders) is taken to income onl y  when assets become nonessential, i.e. t he 
firm no longer intends to re place t he asset s. A mo re reasonable suggestio n 
might be to transfer o nl y  the "real" po rtio n  o f  c apital increment relating 
to suc h  asset s, since to the e xtent prices of such assets have o nl y  kept 
pace wit h  inflat io n, no gain ha s reall y  occurred . 

3. How should the productive capacit y o f  assets be  determined? 

Various fac to rs, such as technological change, make it difficult to determine 
the productive capacity o f  nonmoneta ry assets but monet ary assets present 

� e ven greater prob le ms. What should be done in real-life cases where , 

,,. 

unlike the simple steady-state example abo ve , pro duct mix, sales volume, 
c redit pol icy, etc. are changing? How shoul d items such as cash be 
restated? The Richardson Co mmittee reco mmended use of a general price 
index instead of a " weighted ave rage o f  the specific indices o f  all no n­
monetary assets held and dealt in b y  the e nterprise • • •  " because " • • •  co nsiderably 
more work needs to be  done before an  adjustment o n  such a weighte d specific 
inde x basis could be recomme nded". (page 151) 

4. How should the portio n  o f  capital incre ment that is financed by creditors 
be determined? 

1 

In the e xample abo ve ,  the po rtio n  o f  capital increment dee me d  to be financed 
by long term debt was determined on a proportio nate basis using the ratio of 
LT debt to LT de bt plus equit y. Other accountants have suggested that 
specific assets should be associated with specific so urces o f  financing. 
For e xample, a German pro po sal suggests that shareholder funds are used  
first to  finance fixe d assets and second to  finance invento ries. 
Conve rsely, debt is us2d first to finance monetary assets, second inventory 
and last fixed assets. To t he e xtent price changes for fixe d assets, 

See, for example , the CVDP, page 54. 

2Accounting fo r the Purpo se of Maintaining the 'Sub stant ialistic Value' o f  an 
Enterprise, Institut der Wirtshaft sprufer in Deutschland, No vember, 1975. 
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inventor ies and o ther assets d iffer dur ing a period ,  d ifferent allocation 
rules will affec t the amount of ca pital increment and the determinatio n  
o f  inco me. 

Co mpar iso n  o f  alter native concepts  

To facilitate co mpariso n  o f  the alternative capital concept s  d iscussed abo ve, 
Exhibit 1 sho ws the calculatio n  o f  net inco me for all co ncepts using an equity 
c hange approach. PCC income is calculated for the two cases discussed: first ,  
where capital increment needed t o  maintain pro ductive capacity is financed 100% 
by shareho lders and , second, where the c apital increment needed  to maint ain 
productive capa city is reduced to reflect the por tion financed b y  L. T .  debt.  

------- l: 

Note that this seco nd case PCC cal culatio n  assumes no additional issue of L.T . 
debt on 12/31/19-1. Rat her, o nl y  5/9ths o f  the required capital increment is 
used in ad justing ca pital at 12/31/19-0 o n  the assumption that t he remainder 
(4/9t hs) can be  financed b y  L. T .  debt if desired without impair ing t he pro ductive 
capacit y  o f  t he enterpr ise . This treatment per mits easier co mpariso n o f  al l 
four measures o f  inco me since capital at 12/31/19-1 is $6, 500 in all cases. 

Note that the restated amount s for individual asset and l iability items in 
co lumns 2 and 4 of Exhib it 1 are not required to calculate net income under t hese 
co ncepts. It is easier to calculate rest ated o pening capit al under the IFC-GPP 
conc ept by simply taking 110% o f  o pening c apital as reported at 12/31/19-0 (110% 
o f  $5, 000) . Rest ated o pening c apital for the PCC co ncept in column 4 is easily 
acco mplished b y  taking 5/9t hs o f  t he capit al increment c alculated in column 3 
a nd adding t his to o pening c apital as reported at 12/31/19-0 (5/9 x 1, 500 + 5, 000 
= $5, 8;33) • 

T he restatement s  o f  individual o pening asset and liab il it y  items are necessary, 
however, if co mparat ive bal ance sheets are to be  prepared sho wing previous year 
figures restated for eit her cha nges in GPP or changes in co sts of productive 
capacity. Restatement o f  prior year figures into current year-end dollar s  is 
advocated b y  mo st accounting authorities where GPP statement s  are prepared.l A 
similar rest atement approac h  could be  used for PCC concept appro aches. For 
example, using t he information incolumns 3 and 4, comparat ive bal ance sheets at 
12/31/19-1 with 19-0 figures restated to sho w t he 12/31/19-1 current co st o f  
productive ca pacity a t  12/31/19-0 are: 

Column 3 - PCC with capital increment financed 100% b y  shareholders: 

19-1 19-0 19-1 

Accounts receivable $ 6, 900 $ 6, 900 Accounts payable $ 2, 200 $ 
Inventory 2, 200 2, 200 10% L. T .  debt 4, 000 
Fixed assets - ne t 32600 32600 CoIDlUon equity "62500 

19-0 

2, 200 
4, 000 
62500 

$122700 $12, 700 $12, 700 $122700 

1 
See, for example, the ARC's Jul y  1975 Expo sure Dr aft . 
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Column 4 - PCC wit h capital increment reduced by po rt io n financed by L. T. debt: 

19-1 19-0 19-1 19-0 

Accounts receivable $ 6, 900 $ 6, 900 Accounts payable $ 2,200 $ 2, 111 
Invento ry 2, 200 2,111 10% L. T .  deb� 4, 000 4, 000 
Fixed assets - net 32600 31333 Co nunon equit y 61500 51833 

$12.100 211.944 . $12.100 $111944 

Wh�le the writer is not aware o f  accountants who advocate re statements  o f  
prior years PCC concept figure s  a s  presented abo ve, Column 3 19-0 balance 
sheet figures sho w clearl y that t he product ive capacit y o f  t he enterprise in 
our stead y state e xample has no t changed during 19-1. 

T wo Current Propo sals 

Recently, d ifferent account ing rule-making bod ies around the world have made a 
variety o f  differing pro posals co ncerning met hods o f  accounting for changing 
prices. While Canada' s CVDP tentatively reco nune nd an IFC-GPP co ncept, a 
number o f  count ries have made PCC co ncept oriented pro posal s such as the Hyde 
Co nunittee reco nunendat ions in the U.K. l o r  have presented pro po sals that o ffer 
alternat ives co ncerning the capit al co ncept such as the recent u .. s. FASB 
Exposure Draft . 2 A brief review o f  t he Hyde and FASB pro po sals may hel p to 
illustrate t he directions currently being considered . 

T he Hyde reco mmend at io ns 

For fiscal periods ending on and after 12/31/77, it is reco mmended that a 
supplement ary statement be pres�nted that adjust s histo rical co st net income 
fo r three items: 

1 

1. The d ifference bet ween current co st o f  sales and histo rical cost o f  sales; 

2. The difference between current cost depreciat ion and historical cost 
depreciatio n; and 

Inflatio n  - Accounting - An Interim Reco mmendatio n, Account ing Standards 
Co nunittee, Institute of Chartered Accountant s in Engl and and Wales, No vember 1977. 

2
Financial Reporting and Changing Prices, Expo sure Draft , Financial Account ing 
St andards Bo ard , (FASB) , December, 1978. 
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3 .  A "gear ing" o r  leverage adjustment ba sed o n  net monetary items
1 

that:  

a )  If a fir m has net monetar y liabilities, reduces the adjustments  in 
1 and 2 by t he ratio o f  net mo netary l iabilities to net mo netar y 
l ia bil it ies plus owner's equit y  (includ ing capital increment);  o r  

b) If a fir m has net mo netar y assets, an  appro pr iate index (spec ific or 
general? ) should be a ppl ied to the net amount to derive the proper 
adjust ment to be deducted fro m  historical co st income. 2 

Th� reco mmendations pro vide a brief desc ription o f  a short-cut averaging method 
of calculat ing t he cost of sales adjust ment and indicate t hat the suggested 
gear ing adjustment can be deter mined using other met hods than tho se set out abo ve 
where companies pre fer an alternat ive calculat io n  a s  long as the met hod used is 
d isclosed . 

The result s  o f  t he Hyde recommendations appl ied to our stead y-state example are: 

1 

2 

Historical cost inco me before interest and taxes 

Less: Excess of current cost o f  sales o ver historical 
co st 

Excess o f  current co st deprec iatio n  over 
histo rical co st depreciat io n  

Operating pro fit 

Less: Interest 
3 Gearing adjustment 

Income be fore 'ta xes 

Taxes 
Adjusted net inco me to shareholders 

Dividends 
Adjusted retained inco me 

Preferred share capital is regarded as a monetary l ia bility. 

$200 

200 

$400 
�0 

$3, 240 

400 
$2, 840 

400 
2, 440 

1,420 
$1, 020 

320 
$ 700 

A re�ent Canad ian report has reco nunended supplementary disclosures to reflect 
the impact o f  changing prices that are similar in mo st respects to t he Hyde 
reco mmendations e xcept that where net mo netar y assets exist , "T he arguernents in 
favour o f  pro viding a further adjustment in respect o f  the reduc tio n in real 
value o f  net monetary assets are less co mpelling and no adjustment is proposed". 
(Report of the Ontario Co mmittee on Inflatio n  Accounting, Ontario Go ve rnment, 
June 1977, page 129. ) 

3No gearing ad just ment is required because average mo netar y assets (6, 000) 
= average monetar y liabilities (2, 000 + 4, 000) fo r 19-1. If a verage net 
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Note that t he Hyde reco mmendat io ns will alwa ys result in a figure for "Adjusted 
ne t .income to shareholder s" that is less t han conventional historical co st 
income during periods when inventory and fixed asset costs  are increa sing. 
Historical co st income includes all real ized �olding gains. The Hyde reconunend­
ations reduce historical cost inco me by the por t io n  o f  realized holding gains 
fina nced by equit y and, where t here are net monetary assets, by an additio nal 
charge to ma intain t he productive capacit y  o f  t he net monetar y a sset s. 

Th� FASB pro po sal o f  December, 1978 

Fo t fiscal per iod s end ing on or after 12/25/79, it is pro po sed t hat cer ta in 
large, pu bl icl y  held co mpanies disclose supplementary infor matio n  regarding 
t he effects o f  c hanging pr ices incorporating, at a minimum: l 

mo netar y liabilities had been $2,000 during 19-1, the a ppro pr iate adjust ment 
would be: 

Average net monetar y  lia bilities depreciatio n  and co st 
Average net mo ne tar y lia bilit ies+ o wner ' s equity x 

o f  sales adjust ments 

$2,000 
= $2,000 + 5,800 x $400 = $103 

Note that avera ge owner 's equit y  is invested ca pital o f  $5,000 plus capital 
increment re fixed assets ($600) and inventory ($200) resulting fro m  the 
1/1/19-1 spec ific increases: 

In computing t he amount of • • •  (o wner's equity) • • •  to be used • • •  the 
d ifference bet ween the current values and histor ical co st a mount s o f  
fixed asset s and ,  if mater ial for stocks (inventories) should be 
added • • •  (para graph 16, Hyde Recommendat io ns) • 

1 . 
FASB Expo sure Draft, pa ges 7-9. 
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a.  Either (1) Supplementar y info rmation on income from cont inuing o per atio ns 
o n  a curr ent co st b asis and o n  holding gains or lo sses net o f  
inflation (real holding gains) 

o r  (2) Supplementar y informatio n  o n  income fro m  cont inuing o perat io ns 
o n  an historical co st/co nstant dollar b asis; 

b. The amount o f  t he inflation gain or loss o n  net monetar y it ems; 

c. The amount o f  foreign exchange gain or lo ss, net o f  applicable t axes; and 

d .  A five y ear sununary o f  selec ted financial data. 

When the curr ent co st ba sis requ ired under a. (l ) above is emplo yed , histo rical 
co st income is adjust ed for:  

(i) the d iffer ence b et ween current co st o f  sales and historic al co st of 
sales; 

(ii) the d ifferenc e b etween current cost depreciation1 and historical co st 
depreciation 

(iii) the tax effec t o f  the current co st adju st ments for co st of sales and 
depreciatio n in (i) and (ii) abo ve; and 

(iv) any foreign exchange gain or lo ss net o f  applic able taxes. 

The current co st basis optio n is to b e  u sed unl ess historic al co st/const ant 
dollar information b etter r eflec t s  the effect of c hanging prices o n  the enter­
prise. Wher e the co nstant dollar historic al co st b asis is e mplo yed, t he u se 
o f  a consumer price ind ex (rather t han the previousl y  preferred GNP defl ator) is 
required . 

The results of the FASB's current co st basis option applied to our steady state 
example are: 

1 Current co st depreciatio n  is based o n  depreciating t he current cost o f  t he 
a ssets o wned b y  t he ent erprise rather than o n  depreciating the " • • •  assets that 
would replace tho se owned if replac ement were to occur currently". (page iii) 

li 
ii 
Ii 
II ii i! !/ 11 
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Inco me fro m continuing operations per historical 
co st income statement 

Excess o f  current cost o f  sales o ver historical 
cost o f  sal es 

Excess o f  current co st depreciation o ver 
historical co st depreciat ion 

Less income tax (50% ) on realized holding gains 

Current cost inco me fro m o perations 

Net holding gain o n  inventory and fixed asset s ($800) 
less inflat ion co mponent ($500) and less inco me tax 
($200) on r eal ized holding gains 

Inflat ion gain on net monetary items 

$(200) 

(200) 
$(400) 

200 

$1,420 

(200) 

$1,220 

$ 100 

Not�  that t he requ ired figures presented abo ve, when co mbined yield IFC-GPP 
concept inco me of $1, 220 + $100 = $1, 3201 assuming net assets are valued on a 
current co st basis. While the FASB does no t add the three items above to show  
IFC-GPP concept inco me of $1,320, it does state: 

The Board has concluded t hat t he fin�n cial capital concept 
is t he more usef�l, and it is adopted in t his statement. 

(page 3) 

Since it requires disclosure o f  bot h  real holding gains or losses and in fl ation 
gain or loss ·on net monetar y items, t he IFC concept preferred by the Bo ard seems 
to be clearly IFC-GPP. In Appendix C to the Expo sure Draft, the FASB ind icates 
t hat it would prefer a mor e  co mplete "current co st/constant dollar" (IFC-GPP) 
method , "  • • •  the Board believes t hat information obtained fro m a co mprehensive 
applicat ion o f  current co st/constant dollar accounting is l ikely to be useful 
and it encourages t he presentation o f  t hat information". (page 46) 

1 
Addit ions o f  the t hree required items - current co st inco me from operat ions, real 
holding ga in or lo ss and inflation (purchasing po wer) gain or lo ss - will not 
agree exactly wit h IFC-GPP conce pt income measured in end of year constant dollar s 
for real co mpanies be cause sales, other expenses, etc. ha ve not been restated 
fro m dollars of pur chasing po wer at the times when sales and purchases were made 
into year-end constant dollars. 



I\ 

- 27 -

The results o f  the FASB's constant dollar historical co st ba sis o ptio n  appl ied 
to the steady-state example are: 

I nco me from continuing o peratio ns per histo rical 
co st inco me statement $ 1, 420 

Differences caused by changes in the general 
purcha sing power o f  the dollar fro m the dates 
of transactio ns to 12/31/19-11: 

Co st o f  sales ( $2, 000 x 0. 10) 
Depreciat io n  ( 1, 000 x 0. 10) 

Constant dolla r  income fro m continuing o peratio ns 

$( 200) 
( 100) ( 300) 

$ 1, 120 

I nflat io n  gain o r  lo ss o n  net monetary items 0 

The FASB Expo sure Draft empha sizes the experimental nature o f  the pro po sed 
techniques for reflecting the impact o f  changing price s. Refinements, extensio ns 
a nd ,  po ssibly, major changes may be required at a later date ba sed o n  the FASB's 
analysis o f  the current suppl ementary d isclosures. 

Conclusion 

The purpo se of this paper is not to select the best capital co ncept for the 
d eterminatio n  o f  income but rather to identify and co mpare the ma jor alternat ive 
co nc ept s  that are available. A clear understanding o f  the alternative ca pital 
conc ept s is needed to evaluate the many recent pro po sals co ncerning accounting 
for changing prices that have been made by professional accounting o rganizatio ns 
around the world . 

At the pre sent time, two different approaches seem to be develo ping. The FASB 
in the U. S. and the ARC in Canada seem to be heading towards IFC-GPP concept 
approaches while countries such as the U .K. , Au stral ia ,  New Zealand and West 
Germany a re moving toward s  PCC co ncept approache s. Rather than selecting o ne 
o f  these approaches, a preferable alternative might be disclo sure o f  inco me 
acco rding to each of the ma jo r  capital concepts - perhaps in a reconciliatio n  
format similar t o  the o ne prese.nted on page 18. 

1 
Sales, interest , other expenses and taxes are all in 12/31/19-1 dollars in 
this example, but these it ems would require restatement in mo re realistic ca ses. 

1 :  ;/1! 
, ,  
· 1  
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This " full d isc lo sure" method would accornodate financial statement users who , 
for example, may prefer to use PCC informat io n  in pro jecting future cash flo ws 
while using IFC informatio n  for return o n  investment calculatio ns. It would 
also protect account ing rule-making bodies from complaints by advocates of 
approaches that are rejected since: 

Accountant s • • •  should not be held responsible for using 
a "wrong" met hod • • •  a s  lo ng as they disclo se the method 
that was used and sufficient data to permit ad justment 
to the nonreported method. l 

1william H. Beaver, ''What Should Be t he FASB's Obj ect ives? " ,  Jour nal of 
Accountancy, August ,  1973, page 52. 
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