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lioward L. wright

This study consists of uorth a thcoretical and practical
analysis of earnins, ratves during inflation. The hypothcesis
is that during periods of inflation thc conventional
accounting procedurcs will causc an overstatemont of carning
ratcs.

A factor in the calculation of earning rates is the net
income of th. cntcrprise. It is mcasurcd as a pcrcentage of
either the avcerage total asscts or the averas: stockholders
equity. whoen there i1s a risc an the price level, the nct
income of corporations will be overstated Lecause accounting
matches current revenucs with costs wh.ch are, in part,
statcd in dollars of a higher purchasing power. The Balarcce
Shect relationships are also distorted by inflation. 3Since
accountiung assum.s tiat the dollar is a constant unit of
value, items such as plant and ecuipment arc carried for-
ward in the balance sheets at their historical cost. This
results in an understatement of the total asscts and the
stockholders ecuity in terms ot the price level.

Nine hyoothetical cases were develuped in an attompt
to prove the hypothesis. The diffcrence between the cases
was in the make-up of thi¢ Balance sheets. The asscts were
assumed to have varying proportions of monctary or money
value items such as cash and accounts receivable. The
cascs had complemcntary proportions of non-monetary items
such as plant, nropcrty, and ecuipment. The relationships

between the stockholders ecuity and the liabilitivs werc also
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assumed tov be in varying proportions.

The net income in caclh case was assumed to vce the same,
The statements werc then converted for an assumed increase
in the price 1lcvel. it was found that the carniing ratces
based on the converted statements were matcrially different
from those based o the counventional statements. The
conventional earning rates were overstated except in the
cases which assumed a large proportion of liabilities, which
are money value items. The cases which assumed a high
proportion of monetary assets proved to have the largest
overstatement of the conventional earning ratcs. This is
essentially duc to the fact that losses are suffered in terms
of purchasing power on the monetary assets during times of
inflation, HowéVer, there is an offsetting gain on the
monetary liabilities. From thec cases developed, it appcars
that the only way that a business can benefit by inflation
is to go into debt and purchase non-monetary assets with the
money borrowed. |

A manufacturing company was studied as additional
evidence. Upon adjusting the conventional statements Ly the
Consuiters' Price Index, it was found that the earning rates
had been overstated for the ten ycar periond studied, which
was from 1946 to 1955.

In view of thc cases developed, it certainly seems that
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accountants should measure the impact of inflation upon
accounting data. This is essential if the accounting

information is to be valid and significant to all intcrested

partics,



THE IMPACT OF INFLATION ON

CORPORNT = EARNING RATES

By

lioward L. wright

. A lhhbéo o Piee Aesnia
Submitted to the(SchoolJfor Advanced Graduate studies)of
Michigan State University of Agriculture and
Applied Science in partial fulfillment of
the requircments for the degree of

MASTER OF ARTS

Department of Accounting

1956



THEs: 5

k



ACKNOWLEJUGMeNTS

The author wishes to express his sincere thanks to
trofcssor ke A, Gec for his invaluable suggestions and
unfailing intércst in this studye.

oratefui acknowledgment is also due to ur. w. A.
Paton Jr., under w.ose constant supervision, this inves-
tigation was undertaien. The writer is also indebted to

© tliec voor to thnc vroad arca

Vr. Je. V. rdwards for open ing
of accountin_ thcory irn his theory seminars.

Sincere appreciation is cxtendea to all of the readers
of this manuscript tor their helptul suggestions and their
invaluable assistance in one way or another.

This work is dedicated to my wife, aAudrey, without
whoze encouragcement, constant sugsestions, and perseverance,

13
(SR

it would never have been completed.



TABLE OF CONTENTS

CHAPTEXR

I.

II.

INTRODUCTION - STATEMENT OF LYPOTHESIS AND
OBJECTIVES. e @ e & o e e o o o o o o

The Problem of InflatioNe « « o o o o o o o &
Earning Rates and Inflation « « « ¢« « o« ¢ o &
The HypothESiS- e © o6 ®© @ o o o o o o o © o o
The ODjecCtiveSe o o o« o o o o o o o o o o o o
THE NATURE OF EAKNING RAIBS. e o @ e o o o o o
The Reasons for Earning Rates o« ¢« o o o o o @
The EQUity Concept. ® @ © o 6 o o o e o o o o
The Proprietary Concept « o o o« ¢ o o o ¢ o o
Miscellaneous Earning Rates « « o o o o o o &
Evaluation of the Proposed Larning Ratese. « .
Economic Concepts of Larning Rates. « « « o &«
Earning Rates and the Investor. « o o o o o o
Summary...................

III. THE MEASUREMINT OF ACCOUNTING DATA TO REFLECT

1v.

V.

THE IMPACT OF INFLATION o ¢ ¢ ¢ o o o o o o o

The Reasons for Adjustmente « « o« o o o o o «
Problems of Adjusting the Accounting Records

TO REflect Inflation. e © @ © o o o o o o o
Conversion of the Balance Sheet o« « « ¢« o o o
Conversion of the Income Statemente o o o o o

THE APPLICATION OF PRICE LEVEL CHANGLS IN THE
CALCULATION OF CORPORATE EAKNING RATLS --
HYPOTHETICAL CASESe o o o ¢ o o o o o o o o o

The Methods Using the Assumptions Made. . . .
Nine Ca.ses. L] [ o [ 4 L] ® [ ] [ ] [ ] [ ] [ ] [ L] [ L J [ ] L]
Summary and General Conclusions Reached from

The Analysis of the Hypothetical Companies.

THL IMPACT OF INFLATION ON ThE EARNING RATES
OF AN ACrrUl{L UUSlNhSS [ ] L J [ 4 [ ® [ ] [ L] L ] ° [ ] [ 3

Case Study of a Manufacturing Company . .

Larning Rates and Other Case studies. . .

Reported and Converted Financial Statemcnts
of the X Manufacturing Company. « « « « « «

1-11

25-42
25
31

34
40

43-79

43
51

77

80-94

80
84

37-94



VI.

Validity of the Original lypothesis

SUMMARY AND CONCLUSIONS.

Significance of the Results « . .

Bibliography .

95-100

95
97

101-105



CHAPTER I

Introduction - Statement Of Hypothesis And Cbjectives

The Problem of Inflation

Durine the past fifteen years, the United States has
been faced with the vnroblem of inflaticn. This infle+icn
has had a broad impact u»on economic relationshins through-
out the country. The effect upon the neonle has been varied
in its breadth as well as its depth.

When attempting to cdefine inflaticn, 1t 1s necessary to
understand some basic economic relaticnshins such as the
determinants of price. The economists have exnlained the
determination of »rice in tre formula P:%?.l In this
formula, P is the prilce levgl, M 1s the averace amount of
money in eirculation, and V is the velocity at whieh the
money i3 svent or the number of times the menecy i3 spent
within a certain pveriod of time. Q in the equaticn repre-
sents the physical vclumne of fo0ods and services produced
durine the period. Thus, the fcrmula explains the price
level as beine determined by the total mcney sunnly times
tho velocity at whick it 1s spent divided bty the coods and

services wrich are produced durine the period.

l, Paul A, Samuelson, Fconcmics An Introductory Analysis,
McGraw-Hill Boock Company, Inc., New York, 1981, p,.3r0.
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Infletion exists when the supnly of rcnry in circulev-icn
increases whille the velocity of snmendin~ andéd the velime of
goocs end services remain constant, Inflaticn mav likewise
result wren the v-~locitv of szendine incre=sssgs or tre volunme
of rcods end services decrrasecs., Any cf trese circmstances
will casuse mcre dellars to seek the sale or fewer ccods and

2

services.“ Thus, the doll~r price cf ~ccds increases tc the
point where *he demand diminishes and +he sunrly and demand
factors ere azsin equal,

As it hes teen exnlroined by the levmion, infloticn exists
because there are more dollars cvasin~ fewer pgcods ond serv-
ices., UYence, the orice of the avoilalle erceods a2nd services
increcases. The effect of inflsticn unon the decllar is to
make 1t werth less in terms cof vhet it can buy. Thus, thre
exoression that "we now have a fifty cent dollar," arises
when we comper~ the »urchasin-s “ower cf the dcllar after
inflaticn with the same doller t~fore infl=+ticn., To cCeter-
mine the effect ¢f inflgtrion, it is necesserr to think of the
cdollar for wha*t 1t is, nanely, 2 mediun of exchance for eoccds
ané services., The true value of the dollar is, tren, its
velue in terms cof whkat it will buy.

The fact that Inflaticn is serious and sirnificont in

2. Paul A, Samuelson, On. Cit., n. 3Lé€
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the cconomy cannot e overemhasized., It results in a hi~hly
sienificant chanpge in the relative nositions of debters sand
creditors.3 Tre liabilities of decbtors, which are expressed
in terms of tre dollsar, decline in rescl terms durinc = reriod
cf inflation. This is true teceuse tre debts are Incurred at
a time when the nurchasine »ower of the dollar is high., They
are sutsequently paid off in dellars of a lower nurchasine
vower because of the inflation. Tre effect unon crediters 1is
Just the reverse. They lose Juring inflation because trey
lend dollars of hich nurchasine ncwer and are renaild in chesoner
dollars.

Inflation is a serious economic blow to the meovnle who
have fixed dollar incomrs. Such incdivicduals find trat while
treir dcllar income remains cons:ant, their vurchasine power
declines.u Probably the »eovle trat benefit tre most from
inflstlion, other than debtors, are those neonle who have assets
in the form of vronerty rather than in the form of dollar
claims. Their advantege 1s that the vroverty will tenc to
increase in collar value as inflation »rcpgresses. As evidence
cf this, 1t 1is not unccmmon to find an 1ndividusl who »urchesed

a home 1n 1900 for #£,000 and z0ld it in 196 for #10,000.

3. "Inflation Race - Who's Ahead, Who's Behind,"U, S. News
& World Report, Auerust 3, 1956, p. 97,

li. "It Now Costs More Than Ever To Live," U. S. News %
World Reoort, Aucust 31, 10f6é, o. L5.
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The layman may think that he hes made a nice "profit" on
such a deal, Actuallv, the whcle "nrofit" mav be fictitious
shen the relative nurchasin~ »ower of the 1010 dollar is
ccmpared tc¢ “he 1G6EC ¢ollar,

The measurement of inflasticn »nresents a difficult tut
net insurmocuntekle »nrorlem, Since the Infloticn muast te
measured in terms cf the rzlative ourchkaszin~ ~ocwer c¢f the
cdollar durine a vnerlecd of time, tbhe nreohlem of selectine an
adenuwr-te yerdstick is verv i-mortant, Probetly tre b:st
nrocedure is to select 2 nunber of items wi-ose use is rela-
tively ceonstant and whose ac~rerate chansc in rrice c2n be
censicered te be representative of tve chance in orice lnvelﬁ
Severael such cemputaticns are wz=de con*tinucusly by variocus
bureaus c¢f *he ccovernaent end othrer nrivate enterorises.
Probablys the =ost widely lnmovmn of fhese cdevices are the
Consw1tr's Price Index oncd *he Whelesale Price Index, Poth
cf tkese messurcments are ccemniled bty taliine the nrices of
a number of sclected 1tems ond weicbfinv them by formmla and
then comnutin~s a weisrhted averane vhich 13 the nrice level
at the nerticular noint cf time.

To 1llustrete the measurcrnient of inflaticn by these

nrice level incdexes, it is necessary to assume a bass period,

- ——— —

., Perry Mason, Price Level Chan~ves and Fianancial Statements
American Accounting Association, 1¢t€, v.l.
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and then calculete +the index in “erms of the base pericd.

The talkle below shows the chanre in the Consumers' Price Incex
for tre mericd from 103F to 10Ff usin~ the 10T Index as =
base,

Consumers' Price Inde}:6

Yearly Avera-e

10cc = 1007

Year Index Year Index
193F ?1.? 1016 ER
1936 £,8 1017 83,b
10137 £3.¢ 19:8 29,8
193¢ Cr.7 1ql0 fR,a
1039 1.0 1950 fo,t
19):0 £2.3 191 9¢€.0
101 £l .G 1952 9.1
1QL? 60,0 j el c9,9
1913 IS 10°c), 1¢C.3
1)) €C.7 19rE 100.0
10).¢ €7.2

The fact that there is a certain amcunt ¢of crror en-
terin~ in*c the calculaticn c¢f »rice indeaxes is without
question., However, as a *ccl for measurine infl-ticn, it 1is
very doabtful if the nercents~~ of errcr in the vrice index
is sirnificont. When an atternt te meassur- inflaticn is

1

made, 1t 1s a relative measurchnient and canno' te considered

1

to be ahsolute in terms c¢f nennics which ~msntT neonls beliave

—————— -— ——

6. U,S. Bureau of Lstor Statistics, Monthly Labor Review,
Table D-1, years 16L0 thru 19°€,

7« Converted tv author tv multinlvine the aversre indrx of
the years by 100/ the 195C avera~e index (11!.%), the

multinlier was .£733€.
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is the purnose of ccnventicnal acccuntine nrocedures.

The sirnifics=nce ¢ infla*icn tc the businessmnan should
be qulte evident. As the business«an nurchssc3 and sells his
m~cods ané inv-sts in his ohysical ~lent, be would notice
chonces 1n the orice level, The businessman reonlly comes
face o face with inflation when dealines with his emoloyees,
Crrtainly no semment of orrarnized lator hag *=luad akout wace

34

inerersea In recen' veors withe 't viewine it zlera in®lat-

ion and the 1esulting Sresicn LY tas caused wen e waces

=y

nald to laker, Te ercosicn is not in queas*ien, rather, i+ is
low vony Yoher loeders have vieved the incomr of cornernticns
durine inflaticnerv nervicd with srviliine in mind excent
absclute dcllar teims, Threy have ircncred ccomletely tlre
ilaveact of Inflatlcn urcn corncrate incoie vile usins the
inflaticn a3 & brreainine issue for their owm bﬂnofit.ﬂ

Thre concern of the occcountant vit» infla*icn seens to
revclve arcund one of *he tr~3’c gccountines assumvticns,.
This is tha* +tvhe Adclls: i3 of a conston® velue ancd cen tbe
usel as & ccrmen yardstick of velue, In a neriod of inflat-
ion suchk 13 nct the casc since tre dcllar chon~ees in valnu-s

eand +trus beccnes a "rubber vardstick"., Thus, *re sccountont

Yas not fulfilled his 1reswmonsitility tc interested perties

8. Charles L, Headlee, "Price Level Cheners - Challenre To
Accounting," NACA Pulletin, Vol. 29, Nc. 21, Sccticn 1,
p. 1327.
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btecause he has meintained hls acccuntins reccrds and submits
his accountinr renorts besed on information wrich is measured
vwith e yardstick of inccnsistant 1nnr.rth.9 There has been
some awakeninr tc tris nroblem. One cnly has tc review the
accountineg literatureof the vast ten vears *o find thaot
accountants are rivins ccensicderatle thcocuerht tc the matter,
However, such thinkines has received little suonort frcm
rrofessional organizations such as the Americen Institute

of Accountanis, In their research tulletin concernins
"Depreciaticn and Hiph Costs", thc Americen Institute of
Accountants Resecrch Committee went to scme lencsth fo state
that the infleticn un te that time had been relastively
insignificant.loThe Americen Acccuntine Accociaticn has
taken the view that the use of supnlementary information
concerning the impact of inflatlion upon business wculd be of
sore value and mirht be incorncrated into the accountantts

reports,

Tarnine Rates and Inflsticn
The measurenent of manacement!s efficiency in the

utilizaticn of the assets cof the btusiness enternrise may be

- -—

9., Alden P. Well, "Fantasy of Fieures - Resvensibility cof
Acccuntants", Tre Cormercial end TFinancisl Chrcnicle,
Vel. 171, April 20, 19Y0, p. 1€77.

10. Americen Institute of Accountants, Resta*ement enc
Revisicn of Accountine Reserrch Bulletins, Amcricen
Institute of Accountants, New York, 1953, p. €9.
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expressad In the ferm ¢f an ecarnine rote 1?2 Wrile mere
attention will te piven tc t»13 metter later, it is sirnifi-
cant at this »cint %tc triefly Cescrike thr calenlstien of
earning retes, Peasiecslly, all ecrning ra*tcs meesrre the
income cof the business cover a »#ricd of time as & nercentsrce
of certain balance sheet items, ‘Urrnine rotr-s differ in the
emnhasis thev nrlace nwon certain inccme stetement and
belance sreet items, In intcrpretation of these earrine
rates, Interested »arties mav nmnite an sr-reisal of thr
successor failure of *tr» tusiness curinc a certain noricd,
Prem gsuckh 2n interrretaticn, menarement, stcclheolders, and

- otkher interested nrrties mov arrive at gsi-rnificant decisicens
with rernrd to the future of "“he lbusiness entcrnrise,

Since they are matrematicel ex-ressicns of *re relaticn-
shin ¢f the income statement ond the telence sheet, esrnine
retes may nct be censicered tc reflect 211 of the facts re-
rardine the success or failure of & business entrrorise,
Indeed, to do so, wonlcd nlace undue emphasis uncn financial
relatlcnshins, Eefcre g declsicn recsrdine the success or
future success of a tusiness enternrise cen te ~ade, 1% is

necessary to evaluate such thinrs as the cavabrilities of

11. Cormittee on Concents and Stancerds Underlvine Corncrate
Financial Statements-Americsn Acccuntinr Associaticn,
"Price Level Chanres and Financial Statements Supvla-
mentary Statement Number 2", The Accountine Revicw,
Vol., 2¢, Octcher 19€1, p. h72, ,

12, Jchn K. Myer, Financial Statement Analysis, Prentice-
ITall, Inc., New York, 19F2, n, 1l€9,




manarement, the product develooment policlies cf the firm,
the size cf the firm wittin 1ts industry, and the sipgnifi-
cance of *he firm end incustry in the naticnsl eccnony.
ﬁowever, in cdefense of earninr rates, it 1s necessary to
state thot they dc express imnortant financlel relationshios
and when nreoperly conputed and used they can nrovide sign-

1ficent informaticn *c¢ interested parties,

The Hypothesis

The hypcthesls concernine the impact cf inflation uvon
the celculation of efarninr rates may be briefly stated.
It is contended that in a pericd of inflsticn, *+he risine
prices brine on a considerable overstatement of earnings as
exoressed by ccnventional accountine onrincinles, This is
due tc the charging of certain costs exvressed in terms of
dollars of a high purchasine power aralnst revenues which are
expressed in terms of dcllars of a lower purchasing nower,
Thus, the effect of the overstatement of earningss is to
overstate the earnine rate calculated usinr the exagrerated
earninrs. A further otserva*lon is that in prriods of infla-
tion, the assects of a business as well as its stockholders
equity are uncdersta*ed., The reascn for "he understatement
of the assets ¢ the business is that *rey nre maintained on
the tooks based on historicel cost. This vrocedure fails to
recocnize that the dollars which paid for the assets and the

dcllars which zre In use after a period of inflaticn, ar- not
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exrressine the same ourchasines pever. Tre understatomant of
the stocklclders' ecuity resuits from the failure +fc recog-
nize the assets cf tre business in terms of tre nurchasine
nover civen u» tc r~rocure the assets, The understatement of
the assets and the stoc’sholler'!s equitv results in the
emoloyment of balesnce sheet fl~ures in the calculsticn of
earnins rates vhich are alsc understa*ed, The effect of
usin~ such firures will oversteote the ecoinine rate so
calculated. When both cversteted earninss and uncderstatrd
essats cr stocirheldert's equity are used in the calenlaticen
o an 2a2rninc rate, +thn obkvicns rosult is s deutkle-tarrelled
oversta*ercnt of the earnine rete.l3¢ The carnine rate rag sy

thus nrove to te blebly mislecdine to intrrested varties,

The Cbjiectives

The objective of +ris thesis, 1n accorcance vith» the
abcve rynothesis, 13 to cdiscuss and analyse theorcticelly
the siernificance ond imnec* of inflaticn con ccrrorcte errning
rates, This discussin will inclucde 2n snalysis of the
neture of carnins rates and *the vrocedures ccncernine the
measurement of accountine~ data to reflec* the chance in the
nrice level., Tarninec ratecs will then be celculeted based

unon hypothetical conanirs in order +o compare the results

e e ————— - ———

13, William A. Paton Sr,, "Mecasurine Profits Under Infla-
ticn Cenditions: A Serious Problem for Accountants'
The Journal of Acccuntancy, Vol. 89, Januarv 1070, o 2l.
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obtained by usines conventicnal acccuntine information, and
accountine data wrich has been adjusted to reflect infl-ticn,
A further atternt will be macde to measures the some results
uncn an actual tusiness durine a rneriod of infla+tion, GTvi-
dence of the vslidity of the hyvcthetical examples will be
soucht bty comrzrison of the examoles with earnine rates based
unon certain studies mdertalzen by the Americen Acccuntine
Association and the centributicns to the nrice level gues-

tion made by other nrominent indivicduals.



ClUAPTER 11

The NatureOf Larning Rates

The Rea ons for Computing rarning Kates

The calculation and interpretation of earning rates is
an attempt to measurce the carning powcr of the busincss enter-
prise., The earning ratc calcuiation tics together signif-
icant fi, ures from tic Lalance sheet and tiie Income statement.
It is necessary to consider voth ol thesc statemcents in order
to evaluate tue pcrformance ot a business enterprise. 1f the
dalance Sheet is analysed as to its content, the analysis
will have somce significonce. The same may be said tor the
Income sStatement. liowever, in order to measurce the succcess
of management ia the employment of the firm's assets and the
owners' invesiment, it necessary to mecasurc the earnings as
related either to the coruorate assets or stockholders'
equity. The calculation of an carnairg rate places emphasis
‘on tire fact that tihe real vailuc of assets is in the produc-
tion of earnings.1 This 13 a fundamental-truth in our
capitalistic way of life wiere ihe motive of business is to
make a profit.

There arc two general methous of couriputing carning rates.

1. A, C. Littleton, Structure of Account:ng Theory, American
Accounting Association, 1933, p. 20.
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The si~nificance cf these methods dernencds u-on e visw teken
™,

cf the ccrncra-icn, e ccrnornte ~nterrcrise mov e viewsd

in tve wars, Tra first ig thebt the ccorweraticn is an ~ntity

in i%s571f. "ho otbrr viecw i1s tkat the ceorhoraticon ia in

cnoretirn enlr in the intercat ¢of the comon stockkoléers,

e tntity Concent

The cntitv viecw Yelds *hot the ceorneraticn i3 =n end in
itself, It censiders *he net inccme ¢of t»~ basinrss Lo e
the income of +he btnsincsa entity, “he entity view rnararcs
the diatribaticr of a2 ensh dividend teo the gteckclders as
a revrent fer Ihe use of canitzl, T e entityv cenc-n* does
have 2 dis*inct lernl dnstific-ticn, The lausg rovernine
cornerotae activity cssentiellr reccrd the corvcri'ilon 23 &
"leral verson" witk the rirht to crorrv cit snecifiecd activi-
tles snd wi+*y £»o nrovisirng for 1inited lietilti+ty for *re
steekhcelders, The entit*v *rocryv henct nlacns emnhasis unen
the ntilizaticon of *%»r covreoro*e assets withcut rea~rrd to

-

the gcurce ¢f the investecd conitel ¢ If 1t i3 desirables +c
exrress kb2 eceraiines of & comnany In terais ¢ the entitbey
view, it serms that tro errmninca ec¥pressed in terms of the
snternrise agsets wonld cergtitute a2 sinifiecent earnin~ rate,

The next nrellea +o he g0lved if ve asame the entity

cencent is:"What asset base shculd ' used in ealculatine the

~

cs W, A, Paton, and A, C, Littletcn, An In*roducticn to
Corporatr~ Accountine Standards, American Accountine
Associaticrn, 1010, o, .
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earnine rate?" Treoreticallv, it secems tra* the asset btase
shculd eonsiast of all +r»r~ asgats ennleyed in +the nrcducticen
of the enternrise inccne, This wculd exelucde frem the +otal
enternrise assets any idle or absandcned nrenerty. The total
assets emnloyed curine a narticuler veried will very frem
tima to time as the assets Increass and decrrase. Therefore,
it seems tha*" the best methcd to determine the total asgsets
emnloyed 1s to calculate the assets emnlcved at different
points durine the acceountine vericd and then averare them

to determine the avera~~ assets emnlcyed in the »nrcducticn

of revenue, There is a further nossibility tra* an asset
base ccnsistine of the investment in »nlant, oroverty, and
equipment may vrovicde a sienificont esrnin~ rate vren comnar-
Ing companles in the zam~ or closely relsted incdustries,
However, fcr the overall cemnariscn of ccmnanies in unrelated
industries and fer reneral resorting purnoses, it seems thet
the asset base shculd incluce =211 the asse!s emnloved in the
producticn of revenue.

The inccme fieure to be used in calculatine an earnine
rate under the entity concept presen*s still another problem,
It seems best tc taze a broad view cof income in this resvect,
The net inccome ficure uged shoulcé reflect 2ll extraordinary
rains and losses realized Adurineg the accountine nericd. If
this i3 not dcne, th- snnlysis of the earnin~ rates cver 2
period of time will tend tc lose its <icnificoner. Towever,

1t wenld r~ nermissitle te calenlete kwe enrnines rates usine~



net income tefore and sfter extraordinrry ~ains a

if the gains end losses would materinlly misstate tre esrnine~

rate as otherwise calculatecd., Frem tke en*ity reoint of view,

it ig desiratle tc crclculate the eanin~ rate tased on the

income excludine povyments made o the supnliers of carital,
It is necessery to add tack *eo tr2 net ircome interest pavments

to thhe ! clders of the corncrnte securities. The reason for

addine l.nck these amcun*s is th=* the smount of inccie which
the en*+ ity earns i conaicdered to result from +he efficiency

Witk 177 1 ¢h mnanacerent utilires *he asaets of ths lusiness

3

en“i*i,

In swumary, the entity view i5 s manc~ericl concent of

the buas iness enterprise., An eornin~ rate based on this con-

cent Wil noint un the efficicney of manccement in utilizine

the a3 we+g of the businmse., To differentiate this esrnine
+ ~ Y < s
rate I"rowm the one ceveloned under tre pronrietarv ccncept,

it wil be referrred to as the earnin~ rate cn averace total

asset g

™e Pronrietarv Ccncent

The pronrie'arv cencent of the corner~te enternrise
31L‘res’ses the pesiticen of the cormen stockhelders, It essen-
tlall - views the corncrate structure as a tyne of nartnership
assoclahﬁ.cn wvith the m0in purpcse of maxiizin~ the enrnin-s

\
3 Georse R, Husband, "The Entity Concent in Acccuntine',
The Accountine Feview, Vol. 29, Cctoter, 10fl, »n., Fl2,
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of the stcckrolédrra, To stste the vnronrietary concept in
another way, it views tre corocraticn as havins en aerncy
relat icnship with 1ts stcckhc‘ldors.b While there has been a
ereat Adeal of dliscussicn In accountin~ literature concernine
the relative merits cof the »ronrietary and en+titv concepts
of the business enterprise, it i3 nct sienificsnt here in
terms of the calculsastirn of earning retes excent as 2an
exnlena+ticn of vikv the carninec rates are celculated, An
earnine rate based on the prenrietsry concent of the business
entcrorige will stress *»e earnines of the gstoeholders in
ccrmarisen to the stockhelderst! investment,

It 13 now necessarv +to determine wbat+t shonld ceonstitute
the conrmonent facters in *h= esrnine rote, The tase of the
proorie+ ary ccneent of an ea2rnin~ rate 13 the commen stock-
helders t investment in +he busir‘xess.5 The use cf the ccmmen
stockh ol gers? eauity seems tc have merit even thcurh nprefer-
red Stock is pressnt. However, if it is desired, little

Ob-]ectif‘n can be had tec the calculaticn eof two earnin-s rates,

e, t'o hoint ont the effectiveness with whichk the total
Stockh el derst equity is teine emnleved (includine Praferred
Stock) | e second rornin~ rate would then be baged on the
*PUty of the comron steclkholders,

r\

Nelgon k. Seidman, "The Determinaticn of Stockholder
Income", The Accountine FReview, Vol., 31, Jan. 10t¢,né€l.

Harry G. Guthmam, Analysis of Financial Statements,
Prentice - Hall Inc., New York, 19t3, p. 23C.




17

The fipure to t=2 used as common stockholdert!s equitv in
the el culatlicn deserves some attention. The use of the
oripinal investment by the ovmers has lit*le merit, It is
interestins to note that the oricinal investment is used in
ecarning~ rate calcula*ion 1n scme Eurovcan countrics. This
orocedure will not recornize the actual stcckhelder's equlty
whiey» 138 comneosed essentially of the invested or veid-in
canital end the income retained for use in the corporation.
It 1s necesssry to recocnize as stockholder's equity this
oricinal investment aond the retained inccme. As in tte case
of the asset base used in the calculaticn of the return on
averace +otal assets, it is desirable tc averare the stock-
holder?®* s equity at the bersinning and end of the acccunting
pericd . This is done to detarrmine the Drovnr‘fivure for the
calcul e+ 3 cn of the earnine rate. The averacine will recornize
the incregse in stockholder's equity durine the accountine
Perlod Qe to the earnines of the neriod, It will also
recornl ze gdditicnal investment by the stockholders and/or
the ret+ i pement of any of the caoni*al ateck, If treasury
Stock 1 present, 1t must be treated as a reducticn of the
StOCkholder's equity since it 13 inconceivable that a cor-
Poration can own stock In itself. Therefcre, in the final
&nalyéis’ the stockholder's equity tase used in calcula‘ing
eami"lpﬁ rates should crnsist of the averace nald-in canital

andg
Tetained income for the accountine neriod involved,
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The Incone firure +o be used in calenlo*ine eernin-~
rates b 23ed on *the opronrietary concert differs from that
used in the entity cencent., Since tre pronrietary ccnceot
stresgses the ncsi*ion of tbhe comnen steckholder, it is only
lorical that *he inccme fi~ure usead 3hculd te the income
accruin~o to the common stockhelders, This shculd te troadly
conceived to Include extraordinary ~2ins and losses. The
income ficure stcould alwo be the net incoxe aft-r *he deduc-
ticn of payments *to the suppnliers of other sources of canital,
When th~ extroordinary cains nand losses m'rht moterinlly
nisstat e the earninc rante, *wc -aornine retes mav be calcnla-
ted.© The gecend wenlé exclade such eoing and losans,
In brief, the nroonrietarv vicw stresses the positicn of
the comm™mon stockhelder., A4n =2arnins rate bnsaé on this con-
cert w111 stress the efficiency cf manaremen* in the emdloy-
ment of +tve corvorate assets Tor the bennfit c® the common
stcckbod ders, The earnine rate calenloted under this view

Will e yoferred to hereafter as the sarnin~ rate cn averare

stocth o Gepgt equity.

Miscrellanecus TBarnine kates

Lainine rates other then the tuc 2lreadyv dlscussecd do

not « . 3
P€em te be sicnificsant measurcs of the officiency cf

\
60

Harry 5, cuthmam, Cp. Cit.,n. 253,






mangrement in carrycut its task of marximizine earnines

One such earnine rate is calcul~ted by mrasurin~ tre inccme
of +the business enter-rice as a nerecent of t£re net sales,

This e« ssentially shous tie vorecentare of tha gelesg cdollnr
thiegls 1Is »rcfit, One cCiffic:lty with this celculaticn is

that i+ ccensiders only lncome st-temen*t items., Tt fails to
recerd the earninesg in trelr rrover nerscective to the canrital
emmloywec bt t1 e business., A similar conclusicn ean be rrschred
ccncesrmnine anv otber sttemrt tc celculate rarninse rates

tesed solelv ocn relaticnsking founé in the inccrme sts'ement.,

Evalus'icn of *Fe Prevescd Crimine Kates
EFc fore tre crrnire rotes oy e evalu ted, it 13 neces-
sary Yo determire 1vvot tiry nre atteontine to reflect, Tt is
alsc necesssry to censider tre rurrcaes for vhler trexvr nre

caleula+ @, The vrevicus discussicn *o5 nefnted cut *he con-

w4 .
CeTEs aniderlyvins the en’enl-ticn of returns cn assets end

refurns  ¢n stockrolder's ecuitv, Fovever, the rerson “er

3 <
caleul &+ {ns the earnine rat-s dors deserve sce nttention.

["S‘“‘nf‘-ia]ly, all financial statement anelvsis attempts to

ex . X .
PTesS s in terms of retics and nereentorrs the sienificent

r at .
¢lat iOnships tetween certein firmures, Tre reason feor thre

ena . .
lysis is tc »nrcevide informeticn for cemrerine the finan-

cia
al Statements frem one rericdé to the nc'xt.7 FEatio analysis

\
7.

W, A. Paton and A. C. Littletcen, Op. Cit., p. 112,
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also attemnts tc ncint un weaknesses in the business enter-
prise . Such enslysis alsc may be used tc comnere differrnt
corrora~atiocns within the same industry or diffcrent indnustries.

The use of the Infermation crovided bty finencial state-
ment cnalysis dees nct end with the ccrooration itself,
Investors, bankers, supvliers, t:érkers, zovernment, and the
reneral putbllc are all ccncerned to scrie extent with the
informaition disclosed by retio analysis., Possibly there tas
teen amn over ermrhasis nlaced on ratio analvsis in the past.
Any ma thematical nnalysis of accounting infermotion tells
only a mart cf the stcry of a business, O*her sienificant
factors such as the canabilities of manscement, *be vpcsition
of the company in tbe industry, the prosvects for the future
of the enterrrise and the economy as a wrole must be consid-
ered be fore an intelligent decisicn concerning the success or
fallure cf the business enternrise mzy te reached, Fowever,
since £ inancial statement snslysis is one of the Important
factors involved in the evelustion of tusiness, it is the
duty o the acccuntant tc prcvide sirnificsnt »nd reliable
Informat+icn fer the analysis.

The relationshin betueen earnines snd averar~ total
asseta 14 sienificent and useful if i+t is rroverlv calculated.
It mg-- be naed to commere the ~fficiency of manseccment in the

emploi?‘menf of the gssets frem one nericd tec +the next, It 1is
also Sirnificant in comnarine the business with cotrer busi-

ne
Sses. The calculaticn of eerning rates on nvererce
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Stecklrolder's equity 1s limited in its usefulness., This

earnine rate is simnificaent as a m-asure of =crfermence when
compa2rcé to the results cof vnrevious vrriecds. Yewever, 1t is
of 1limited value for comparine tvo different cor-cre+ions.

Differences in the canltal structur~ of ccrpora*tirns is +he

cangse of this limitation., Two businesgerg mav be mnerfeocrmin-~

in tbre ame way with different earnin~ rates bas~d on stock-

kelders ' eauity., ™he leverare ~ffect ¢of tre use cof debt

finanecinrn~ us»ally causecs the difference.® A ler~r gmount of

debt fiInancins e+ = lcow rate will »revide mere errnines

availatbtl e tc the commicn stocekbeclders *hen will the exclusive

use of eccommen stceek financine, Tris will be *+ruve as lone ns

the debt ecarital is employed to nreduce a hisker rvote of

eernine g  than the Interest resulrerments on the debt., It is

the concent of borrowin~ money at fcur percent and mattine

it te viork to carn six pereent, tbhus r-2lisrine a nrefit of

tv0 vercent,

Eccnomic Concents of Parnines Hates

TMe first conceot to be discuszed is ki~hlv gienificent
t .
° indllstries whose rates or prices are flxed by covernmental

bod .
dles This incluces the aqueaticn of vhat may te considered

as .
v & ‘beasonable return" on investment. In the determineticn

of
Y115 "reascnetle return" on investment, the financial

—_—

a8,
Harry 6. Guthmam and Ferbert E. Dousall, Cornorate
Financial Policy, Prentice-Hall Inc., New York, 1955,

p. 103,




statements gr« very sirnificent, The idea of "reascneble
return' evclves frem the eccnomic ceoncent of mcropoly nrofits,
Economi sts telieve that it 13 imnroper for a monoroly such
as a putlic utili+ty to errn more than a "reascnatlc return™
on its investment.g The vrroblem 1s then the determina*icn of
wrat 18 '"reascnatle", The calculation of an earninr rate is
one attermnt tc determine what 13 reascnatle. The vroblem of
how the earnine rate 13 to be czlculrted is the real ncint
of con* roversy, esnecisnlly durines veriocds cf infla+icn., In
such ceges, it secus that the investors in the entornrice
shenl<: be entitlac to a ret~ cf emrnine which will rrcvide
for some+hine cver and abeve trhe raintenance of *he resa
caplt2al 4n terms cf rurcresine nower,

The secend eccnemlce ceoncent of ecernin~ retrss concerns
the alt. e yma+tive use of canital. This invclves the ccmrarison
of the e zynins rate of cne btusiness with tra+t of other
busine s s~ and incdustries to drtermine if the cenital is
beine ewm-51oved in the moat efficient manner. The ccncent
may be 1llustrated by a simple exarmmle., If a man is both a
7004 &c countant and the test cock in tovn, whic» canacity
shoulq he utilize? The correct answver is his accountin~
I{now;ed.ﬁe. He certainly can finé scmecnes tc do »is cookine,
The COoncent as ammlied to business meons *hat if the canital

—_—

Q
"* Avrthur Stone Dewins, The Financial Policy of Cormcraticns,
The Ronald Press Combany, New York, 19£3, n, 3372,
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emplecyed in the tusiness could be better emnloyed elsevhere,
it shculd e shifted tc the alternotive use. The fault with
this ccncent 1s that canital bhas a certain emoun* cf inertia,
Cnce 1t is emnloved nrcefitably, there tends te te 1ittle

invest i~ation of alternstives which mavy be more attractive,

Tarnine Retes ond the Investor

T™~re investor interected in cerncrate securitirs is in a
rposition vhere he cen shift kis investments from cne ccemhany
to ano &Y er., Investors mav emplevy the earnine rates nroncsed
or they mav use an alternative earnine rate which relates
the earmincs of a ccmpenr tc the morket nrice of its stock.
Protatl v cne rrason for tre widespreoad use of such price
eernine s potics in recent vesrs is the fact thet investors
have + ended tc place 1less and 1ass value on the cormorate
balence ohect, This may be Gue in prr% *c the fackt tha* +he
cormora+e talance shret reflectsidistericel cost ratter than

coSt Ixri terme of Collers of ecruivalen® purehasine power,

Summary
Thig cranter has sttemmted *c discuss trke reascns fer
th .
'€ €alconlatien of carnin~ retes and tre tyncs of carnine
r’a”.t’-“_s

in use. The narticular chcice cf an accentsnhle

ea
Pnin,,: rate must denend uncn the nurpos~ for wrich it is

\ —
10,

Herry G. Guthmam and Herb-rt E, Dourall, Op. Cit., p.1l&f,
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calecnuil o teds It shculd te remembeored thet any ratlo snalysis
jg stemiflcont cnly i1f supnlemented by o treorca~h nnalwsis
of a1l the factors trat centribute to a success of a tusi-

ness. Farnine ratecs shculd,of course, ke t

rased ¢cn meaniner-

ful fi~ures. Conventicnel accountins cda*a mevy cr mev not

sunoly meanin~ful ficures, derencin~ u-on “ow it 1s aggimi-

latec,



crapmini III

Tre Meagurement Cf Acccuntinge Data

To Reflect The Imract Cf Infl-tion

T™e Heasons fer Adjustment

A basic asssmnticn of cenventicnal acecuntine nrocedures
It is orly

+he dellar is a constant unit of wvalnue,

is +het
neccs3ory to recall the cheonee in ~rieers that haa cccourred
e ane Wt thiag assirmmticen

Xa
3

the past Pifteen verr
A3 cvidenced tr the Consumer's Trice

durines
has rrea* veaknesseos.
Index, v~ ich max be ccnsid-red e nmeosure the cronce in +the
cost of 1 iwvin~, the dcllar that ve ave naine “cdnr in 1OF¢
tYen fifty cents vhen cemnarred
If w~ dc

only sli~rtly mMore
Lo +*he deller of 10! 0

is werth
scccuntine

on mirchn s in~ rover terms
t1hig incdilszutatle fact in +re
gmmatien of annles,

&
P

exnect to Yave
1("31‘,’ &

accomt s,

reccomnige

not
Cr at

we can ot ‘beat

recerds,
crancfrult+t in th-

SUTretion of ¢iff-ren= kinds o° avales aue na arica, 3now,
n~cn sucek

<

e decisicons tiesed

MOLE rivex- ane delicicus.,
facts witicus ccrsidrrsticn of inflaricn will b dnat
velic os tre additicn of arnles, crancasr, «nd crenefruit is
In *ra S.Cccunts.
As a result of cur assutiticn *hnt *he Jdcllar i3 cf
3 dc nct refleet the cxtent to
Ll

vaolue, the accounts

13 beine nard un and restored, r



cetoricoratlion In +va -urchesine 2cu~r of fen tarv rescurcrs

\

wich have Yeon - vevieuslv sot aszide, In ©-ilin~ “c r~ccrnlze

1-%

this accountan®s def~at the suracie of finsncinl acccunfiné,
wwice» Is to showr thnt +the ori-inrl r-a2l cecanital cf *tre
tusiness as teen ~reservod bhefcr~ a »rcfit is sheovm,
Therefeore, if +th»e Jdcllars decline faster in value *+han

ther inecrezae in muimter, the tusiness has net esrined a nro-
fit but rather it hes suffered a 1033.2 In »eriods of infla-
ticn, becauss cf usine the cdeollar as a conatant unit cof value,
we have 1llusicns of »rofit ra*ther than sctual nrofis,

The fachk +2ahk thr dellsr 13 nct a2 constant unit of
v:lus 15 very evident ven income is rmeasured in eccnomic
rerris,  Cortainly ne cns whc was ecarning fE,OOC pair veor in
19/.0 weulé find rRimsc1f in the save ecconomliec vositicn 1f ‘e
vere <till cormine CF,000 ner voor in 1004, lyren theuth
their dellrr inceme had remained conztant, necnle vrnldlé find
it imoessible teo maintaln trelr stond-rd of livine a* 'he
seme level as in 1¢lCc, It i3 tFis ¢ anre in ccecnemic
necsiticn that is sirnific.nt to businesses as well 2s indi-
viduals. A new busirness with assets of {100,000 in 19L0

vould undcubtedly be in a more faverable nesitien than a new

tusiness with assets of {100,000 in 1ofé,

l. 5. R, Lees, Stabilized Acccuntine, The Northern Publishine
Co. ILtd., Liverpool, En-~land, 19FC, p. 1.

2. 7. Stewsrt Freeman, "Canital Price Adjustment Methed for
Deflatine Inflnted Profits,”™ NACA Dulletin, Vol 29 Fo.ll,
See. 1, p. €3°.,
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The imnact of infle+ticn unen +the investor in a fixed
dell=sr oblira-ion clrrsrly sheows that tre dcellar is not a
constzant unit eof velue, If, for exaanle, on invester invested
1,000 at 3 1/2% commound interest in 1¢l0, he wenld find
thet Y e would have $1,677 in 197F., Howover, the £1,678 4in
1ofE venld only be werth abonk $C0EO in terms of +he 190
dollars investad. Thus, thre investor has loak “1F0 of the
nurchesine nowrr (1,000 = “070) of bis cricinal invegtmqnt,
As necint~d cut by Francils Piclz, wbken ciscussin~ the »nlisht of
the investcr durinc infleticn, "we hove ~cnn +rrcuar™ an era
of neesotive interest ratcs",3 Perhans one ¢f the 40t unfor-
tunate results of the infla*lon hcs ccncerned the peonls whe
ourchesad ~overnment savines tends in the 10! 0'g, Called
"the safest investmen* in the world", at the tinme, they have
preved to te 2t bast e ncor 3-cculsticn vhen tha ~urchasine
vover loe3in teras of real dcllars is commuted at mabturity,

Acccuntants thrcurheut the wericd of infletion have
insisted vn meintaininsg tre ori~inal or “is*tcricel cont cf
agsats in their recerds. Inde~d, vwhen the dollar cost of a
nlant built in 1910 is adéed fc¢ the decllar cos* cf a »nlant
built in 1080, the result is like addine twr a-nles and three
oranc~s and calline the result five apnles., The resalts

ob*tained from suc» a swma*ticn ccnld conservatively be called

3, Francis Pick, "How Jood Are Paner-LCollar Company Revorts?,
The Commercial end Financial Chronicle, Vol. 170,
Novemter €, 1952, »., 1729.
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mislei“-d Ine, Such prccedure is just as Inceonsistent o3 edding
the va l1a”s exnressed In foreien currcncy to dollars when
areparimia a ccnsolidated statment for a commeny with forelsn
owoeratfi.ons.iL Accountants wculd unanimously arrer the* the
foreiemn currency shculd be copverted at the exchanee rate
vefore 1t 1s added to the dollars in the accounts., Their
justifica*icn for the cenversion wculd be that the forelsen
currency 1s not of the same vnlue as the dollars, The same
situation exists when we 2dd historical dollar costs in a
verlcd when the value of the dellar has fluctuated, This is
a further reascn why acccuntin~ data sheuld be converted into
dollars of a constant vurchasine vower before the swmaticns
In the acecocunts cen be ccnsidered as valid renresentaticns
of the fact.

It 13 an underlyine orincivle of accountins that the
&ccountinge records should reflect the assets of the business
on the basgis of cost. Whether this nrinciple is socund and
desirable i not the question., The vrotlem is in maintaining
the historical cost in the records. This procedure reflects
8 the cost of the asset the number of dollars exvended for
It at the time of purchase, This concent cf cost has meaning

0
nly so long as the purchasine nower of the collar remains
\ :

L,

wiiliam T, Baxter, "To Cvercome Inflaticnary Distortion
‘rent Ordinary Accounts Like Those of a Foreien Branch',
pﬂlil Journal of Accountancy, Vol, 90, November 1050,
* 136-70 -




29

stable-SDurinr vericds of infl='icn or ceflation this his-
terical cost is invalidated by the risc cr 211 in the
surch a s 1ng nover of the dollar. Therefcre, in order to
meintain the ccst basis of the assets, it 1is immera*ive that
the dcllars of oririnsl cost be stated in units of the same
purcrasins power.,

The reflecticn of the real cost of the assets in the
asbove manner nrcvidrs the onrover basis for the matchine of
costs and revenues in the determinaticn of income. The
revenues of a particular pcricd ere stated In terms of the
purchasing vower of the dollar for that neriod, However,
in the determination of the costs to be matched arainst the
revenue, g different situation exists if there hss been a
change 1in the nurchasing power cf the dollar since the costs
were incurred. Generally the current costs of wages,
Salaries’ materials, and expenses incurred in selling thé
700ds produced will be stated in dollars of the same
purchasinge power as the revenue of the oeriod. The alloca-
tion of depreclation arainst current revenues will result
in g Mis—matchineg of cost and revenue if the »urchasine
POWST of +the dollar has declined since the asset beins
depreciated was nurctased., Tre historical cost c¢f the
denreciated asset should be stated in terms of dollars cf

\
5.

¥illarg J, Graham, "The Effect of Chaneine Price Levels
Pon the Determinaticn, Reportine, and Interpretation
Of ITncome", The Accounting Review, Vol. 2k, Jan.19l9,nlé.
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equiva len® value *o the dollars cof revenue in crder to pro-
perly 1atch the expira'icn of cos® and the reveonue nrecuced.
The use cof higstericel cest durine nericds of infle-ion
will c aause earninos to be hir*ly oversta®rd in terms cof real
dollars . Durinz the vear 10L&, it heg been estimnt~d throk
the rerorted vprofits of all cornoraticns vere arout twice egs
larce s they were in *erms cf real dollars. Durine 10L7,
the ove rstetement has been estimated a3t £1% and in 19L8,
at avcut ?_'F??.é Such overstatement can lead to erroneous
decisicns resardin~ dividend »olicy, canital exnansion and
the overall success of the buainess. Indeed, we micht ro
to slee™ durine a nericd cf inflotion only to wake up and
find 2 comnany which hacd teen onerctine prefitadlv in terms
of conventicnal accountine with the same dollar capital and
only hal f of its cricinal »roductive c::maci*}'.7 Since
accountines has resnonsibility t¢ soclety, it certainly seems
tha* 1+ 1r0uld te desirstle to chanre the accountins concent
°f historjical cost to a realistle concent cf current cosk.
This weulg certainly nrove eacsier than to attemnt to chance
the habit g of society a3 a whole which cculd cause chances

in & . S
‘he Duyirchasine oower of the cdollar.

—_——
6.

Sm“"mfzr, Slichter, "Pusiness Profits Tixawserated,"”" The

gomrwrcial and Financial Chronicle, Vol. 1é8, Dee, 10L8,
7. I
Samue 3. J. Proad, "Devclonmant of Acccuntine Standards to

‘i{eet Chansine Eccnomic Conditions,”" The Jcurnal of

2CCountancy, Vol. 87, May 19!'9, »n, 379,
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Prcblems of Adiustine the Acccuntin~ Records
To Reflect Inflaticn
e first, and a very imortant, »roblem which 1s
enccun t ered when adiustine accountines records to r=flect
inflat 3 cn is the deterainaticn of the metrod to use fer
neasnur I e inflation., Cnce this preblem 13 settled, there i3
relrti~r =1y little difflenlty in convertine the accounts tc
reflec* the infleoticn, The metrod rmrencsed v ¥, W, Sweecney

intis “asic work cn the sulicct

Q
level 1 ndex.” ™ils srems +to te

ras keen tec use a nrice

v

a sound “rtrcod,

Th e aglternetive to ths nae of a »rice level index
would Y.e tc use the renlacemen* cost of the gsnets. The

renlacement cost idea can be dealt with rether briefly

becou=~ 1+ wpould violate the rzoing concern cecncept of the

tusine s 3 enternri-e. It 1s nc*t the purncs~ of the vurc-asing

power adad justnments tc reflect renlacemont cc~.+.10

19

Rather, it
is tc¢

M Ironerlyv rieasure the histwricsl cos* exnressed in terms
of curreant dollars, To deteriine renlacement cost would be
Imross 1 ble kecause of tachnolocical advances and chan~es in
the me t1~gds of nroducticn. It woulé alsc te inccnceivalble

4. . Ly
that a tusiness enterarise weuld want to renlace 1*s existine

8. =, Stewart Freeman, "How tc Show Effects of Cranre in

Qlue of the Dollar and Yet Preserve Cost Fasis in

Ccounts," The Journal of Accountancy, Vol. {F, Feb.
19).8, p. 11E.

9 Honry y, Sweency, Stabilized Agcccuntine, Harver & Fros.
1o Pubiishers, New York, 1036, n, 2L,
e Pe

Py Mason, Cp. Cit., P. 12,
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assets 1in like kind and aquality,

T e adiustment by the use of a price lovel index
present 3 the prctlem of the tyve of index to te used. There
are twe choices possible, A ceneral price level index such
as the Ccansumers! Price Index, the Whclesale Price Index, or
the Gro s s National Product Deflator 1s one pessiblilitv. The
other 1 s tc use a sveci”ic nrice index such as the Ccnstruc-
ticn Cos t Index. The use of a reneral price index does nct
¢rpart. £ rcm tle orieinal cost rrincivle, Instead, it merely
restet e s the oririnal ccsts in terms of the current purcha-
sine movrer of the dcllnr-.llIf this mettod 1s adcnted, thre
comparat>ility of the current cost and the renlacerient cost
of an A s set would be only a coincidence. Thus, it is not an
attemnt +t¢ reflect renlacecment cost, but ratrer, an attempt
to refl ect histerical cost in current dellers, It is for
this rea scn that a renersl orice level index seems to £i11
the £1131 g5 a yardstick of inflstion.

The specific price index essentially reverts to the
revlacement cost concent. Its adortion woculd be 2 violstion
of the roinr concern concept of the business enterprise.

Net. Incore Cetermlned by usine a svecific price index would

\
11,

Business Executives' Research Council of Greater.Chicavo,
Business Profits -- Fact or Fable? -- The Study in
Detall, Two vamphlets nutlizred in 19°L, p. 12.
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amount to a matching of current revenue and curront costs
which would be partly coaposed of the current cost of
replacing capital items. The use of a spedific cost index
for the measur.ment of changes in the price level may have
some merit if we are trying to approximate replacement cost.
However, it seems that it is not a valid yardstick for
measuring the impact of inflati.n upon all of the accounts
for the purposes of income determinati>n and balance sheet
presentation.

The 1limitations of using any sort of index number to
adjust the accounts is that the index number may not be a
valid measure of purchasing power. As discussed previously,
the general index number seems to be the most valid. How-
ever, the decision remains as to which general index number
should be used. Each of the three most readily available,
the Consumers' Price Index, the Wholesale Price Index, and
the Gross National Product Deflator, is determined in a
different way. However, over a twenty-five year period
from 1930 to 1955 the behavior of the three indexes is
relatively comparable. The Consumers' Price Index seems to
be the most stable and conservative of the three. The
Wholesale Price Index and the Gross National Product Deflator

have slightly wider swings than the Consumers' Price Index.12

12. Perry Mason, Op. Cit., P. 4-6.
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It seems in light of their comparability that it makes
little difference which of the general indexcs is used for
conversion. To the degree that the indexes are not itrue
reflections of the price level, the results obtained by
converting accounting information by the indexes will be

an approximation. Even with the inherent approximations,

it must be admitted that the accounting information will

be closer to showing in real terms the results of operatiors
and the financial condition of a business, than will the
statements prepared assuming that the dollar is a unit of

constant unchanging value.

Conversion of the Balance Sheet

In adjusting the accounts to reflect price level change,
it is necessary to ascertain how the dollars in the accounts
are stated in terms of purchasing power. The assets may be
divided into categories: Monetary Assets and Non-Monetary
Assets.

The Monetary Assets are composed of those assets which
are always stated in terms of current purchasing power.
They may also be referred to as money-value items. 3uch
items as Cash, Accounts Receivable, Note¢s Receivable, and
Government Bonds may be properly classified as Monetary
Assets. Each of these items represents purchasing power in
terms of current dollars. When the value of the dollar

increases or decreases, the value of the Monetary Assets






also increascs or decreasces. oince they fluctuatc»with

the v.ilue ot the dollar, during times of intlation wiien

the value ol the dollar 1s failing, the purcnasing nower of
tuc Monctary assets also ueciines

A furtuner proolem concerns trne roalization of the gaiu
or loss vccause ot tiie chan,¢ an tne price lcvel.
Accounting traditionally only recopnizes goinrs and losses
whien a transaclion is con:leice with someone outside of the
business entity. 1t this vicw is strictly held, it scems
tiiat the gains and losscs arc not rcalized.13 fhis point
is not too signiticant when mea=uring  the efrect ot changing
prices. Llhe real point involved, wien cven tiose wi:o hold
the traditional concept ol recalization must admit, is that
even 1if we do not reysrd the gains or losses as realized,
the com vany cortainly venctits from an "economic windfalt"
or suftcers an “economic L1ow'" wien such gains or losses
exist,

The Non-Monectary asscts are tue assets .hose vilue
riscs in terms ot wollars during inflation and whose value
falls in tcims of dollars druing dellation. 1Into this
Catepgory tall sucihi items as inventories, fi:ea as:ets, in-
tangibles, and short term jpayments. Traditionaliy, all itens
wiich are classified as Non-Monctary Assets are recorded in

the accounts at their nistorical cost. It is necessary to

13. dAmerican lnstitute of Accountants, Changing Concepts
susiness lncome, Macmillan Co., New York, 19352, p.

of
23
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convert tlese historical costs from the dollars in which they
are stated to the current value of the doll:r in ordir to
properly reflect all of the assets in term: of dollars of
the same purchasing power.14This procedure can be quite
involved. The conversion reauires tihat thc date of histor-
ical purchase be determined for cact »f the assets as well
as their historical costs. For exawple, assume tunat we have
Non-Monetary Assets stated at a historical cost of $100,000.
It is determined that these assets were purciiased wunen the
price levcl was 100: If we wish to state them in terms of
the curtent price level, wihich is 200, it is necessafy to
multiply the historical cost uy tiic present pricc level and
divide the result vy the price level at the time the assets
were purchased. This calcula2ti n wmay be prescnted as
3100,000 X £38 = $200,000. The resulting figure of $200,000
is thien the historical cost of the Non-Monetary Assct stated
in terms of current dollars.

Consideration of the Liavility and Stockiiolder's LEquity
side of the Balance Sheet reveals that there is a distinct
division in terms of current dollars between the Liavilities
and the Stockholder's kEquity. The liabilities are ncarly
all expressed in monetary terms. The possible exception to

this would be advunces Dy customers. These advances could

14, william Blackie, "what is Accounting for Now?', NACA
Bulletin, Vol. 29, July 1, 1948, p. 1352.
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not bc considered Monetary Liavilities Decause they are
obligations to rounder scrvices rather tnan to pay out noney.
All of the other liabilitics are monetary since they reovre-
sent  obligations to pay money in terms ot current value of
the dollar, Lhe Monetnry Liavilities like the Monetary
Assets are automatically stated in current dollars by thcir
very naturc. As the value Oof the wollar declincs during
intlation, the liavilitics are discharged in 'cheaper
dollars" than trose in which they were incurred. Tlhe
existence ot liavilities curing an intlationary period will
thus tcna to offset the losses of purchasin; power caused
by investments in Monctary Assctse.

The prouvlem of reaiization ot the gains or losses
resuitin; trom Monctary Liaviiities is much the same as it
was for Monetary Assets. [Ihe gains or losses are not
realized traditionally, vut they are vcry real in terms
of purcliasing pover. The existence of uvonds rayauvle of
other long-terms liavilitics is of particular interest.

It may be argued that since tlhiey will not i scharged

until sometime in the future, tliere is no gain or loss
involved. however, the loug-term liabilities are monetary
in nature. 7They are promises to pay a certain number ot
dollars, and, as such, a crange¢ in the purchasing power of

the dollar will make the uebt a lignter or hcavier load for
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the business to bear.l5

The Stockholders! Lquity presents little real problem
of adjustment if there is no preferred stock outstanding.
The common stock account, which represents the original
investment Ly the stockholders, is stated in terms of the
original dollar investcd. It must ve adjusted forward to
the current vcslue of the doll.r in order tor it to Le stated
in the same terms as the assets and liabilitics.

The Retained Incomc is a summation of the earnings
retained Ly the business since its inception. To properly
adjust the retained income account, it would be nccessary to
restote all of the factors which entered into the determine-
ation of income since thec veginning of the business into
current dollars. whilc this could be accomplisiied witli the
expenditure of consideracle effort, it is actually not
necessary to undertake such a calculation. Jy its nature,
the balance sheet must valance. This holds true with balance
sheets converted to current dcllars just like it does with
conventional Dalance sheets. 3Since we can determine all the
items except the converted retained income, it is only
necess:ry to "plug" the converted retained income tigure.
This "plug" can be proven Dy converting the conventional

income statements and addéing to the converted net income the

15. Ralph C. Jones, Price Level Chanics and Financial
St atements --- Case Studies of Four Companies, American
Accounting Association, 1955, p. 178,
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the gains and/or losses on the Monetary Assets and Monetary
Liavpilities. This mechanical ope«¢ration can ve seen in any
of tlhe cases in Chapter 1V,

The conversion of the Stockholders' btquity is compli-
cated Ly the existence of preferred stock. The typce of
preferred stock outstanding is hLigihly signiticant. If it is
an ordinary prctferred stocw wiiicii hhos preference only to
assets and dividends without any call or redemption provision,
it siiould Le trecated in the s.me manner as the common stock.
However, if the preferred stoch is callavle, or has a
redemption date, it should be classitfied as a Monctary
Liability. 7The reason for this treatment is that a callable
preferred or one which may be redecemed is, except for
certain leg:1 restrictions, the same as a long-term bond.16
This characteristic is even more evident if the preferred
stoch is cumulative as to dividends.

The trcatment of the asset valuation accounts sucli as
allowance for vad debLts and allowances for depreci..tion
siiould be the samec as their related asset accounts. The
allowance‘for bad debts shiould be treated as a reduction of
a sonetary Asset. The allowance for dcpreciation will have
to be converted in the same manncr as tlie related assct

account. This means that the allowance for depreciation

16. 3amuel J. Broad, "Effects of Price Level Changes on
Financial Statements', NACA Bulletin, Vol. 29, No. 21,
Section 1, p. 1333,
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must be recalculated on the historical cost of thc assets
converted to current purchasing power. 1t of. course, should
be deducted from tlhie related asset account in thc balance

Sheet.

Conversion of the Inoome Statement

In order to convert the Income 3tstement into dollars
of the same purchasing power, it is first necessary to
analyze the nature of its components. 7The revenues are
stated in tecrms of the price level when they are carned.
Thus, to convert the rev.nues, it would opc theoretically
necessary to convert them cach day Ly the daily price 1eve1.]‘7
This procedure is not feasible since it would be virtually
impossible to calculatec the price level each day. Hence, it
is necessary to determine the average price level over a
period of time and then convert the revenues of the period
Dy the average price level. If it is desired to convert the
revenues of a particular year, it would be possible to take
the average of the price level at the beginning of the year
and at the end of the year and use it to convert the revenuecs.
Although the yearly average would approximate the revenues
in terms of current dollars, it would more desirable to
convert.the revenues by the monthly averajzces which would tend

to show less error, especially if tliere was a wide fluctuation

17. Perry Mason, Op. Cit., p. 16.

~——e—
A
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in the price level during the year.

The costs of goods sold during the period may be con-
verted Dy determining the lListorical cost bLasis of the
beginniii; inventory and then converting it into current
dollars . The purchases of goods may be converted in the
Ssamc manner as the revenucs. 7The ending inventory nust be
Calculated to determine its historical cost which then should
be cornverted into current dollars. The expenses of the
period may rcaso nably be considcred to have occurred at tlic
average price index for the period. They should be con-
verted imn the same manner as described for the revenues.

The remaining account which must ve dealt witl: con-
cerns tlic expiration of the cost of the Non-Monetary fixed
assets whiich is charged against revenue in the form of
deprecintion. here, it is necessary to return to the assct
accounts and determine the historical cost in tcrms of
current cioillars and then calculate the expiration of the cost
in the Cuxyent period. This amount should, of course, be
the same 5 g the addition to the asset valuation account
¢ibressed 35 current dollars during the period.

The net income stated in terms of current dollars must
de reducecy oy the dividends paid in terms of current dollars.
The dividends may be converted to current dollars by the use
of the I>X R ce index at the date of payment. here it should
°¢ noteqy That if the price level falls after the date of

divide
na declaration, the gain on the dividend 1liability

) -
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will b offset exactly Dy a loss on tlie Monetary Assets at
the time of payment. The remainder of the converted net
income » after the divicends are deducted, represents the
conver t €d addition to 3Stockholders' Lquity. This must be
adjustecd Dy the gain and/or loss on the Monetary Assets and
Monetar y Liavbilities in order to de¢termine the net increase
in stockholderd Ecuity for the period in terms of real
dollars «

In summary, the process of adjusting accounting data to
reflect changes in purchasing power is not overly complicated.
The results outained shiould not ve regarded as conletely
without bias because of the use of index numbers and
averasing of certain factors in the calculations. liowever,
the crnverted statements will be a much closer approximation
of the actual economic nosition of the firm than statements
prepared wunder the assumption that the dollar is a constant,

unchanging , unit of value.



CHAPTER 1V
The Application Uf Price Level
Changes In liie Calculation Of Corporate

barning Rates = Hypothetical Cases

The Methods Uscd and the Assumptions Made

Thhe cases prescnted in tihis chapter have been developed
assuming that the corporate Balance Sheet may be divided in-
to four categories. These categories are Monetary Assets,
Non-Monetary Assets, Monetary Liavilitics, and Stockholders!
£quity. The specific accounts wiich arc considered to be
in these c.tegorics were discussed in Chapter 1I11. The cases
have been ceveloped in an attempt to discover the change in
the earning ratcs due to inflation caused Ly relative changes
in the structure of the assets, liabilities and stockholders
¢quity of the vusiness. All of the cases have comparavle
Income Statements except that the other expenses and taxes
are adjusted depending upon the expiration of the Non-Mone-
tary Assets to refiect a conventional net income of $200,000
in each cgge.

Lach case is treated as a separate company beginning
its °P€ration on January 1 when the price level index is 100.
It is ASsumed that the price level index doubles to equal
200 at the end of the year. The original relationship

vetwec
tveen g0 Monetary and Non-Monetary Assets and between the
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Monetary Liavilitics and the 3tockholders!' tauity is assumed
to remain constant throughout the ycar. 1t is further
assumed that the price level changes evenly throughout the
year so that the current Inconie statement items are assumed
to have occurred at an average price level of 150. It is also
assumed for purposes ot simplicity that the assets on
Jahuary 1 and December 31 do not include any goods held for
sale. kience, all of the goods sold during the period were
purchased during the period and all of the goods so purchased
vere sold.

Thie summary journ.l cntries which give rise to tihe
changes Dbetween the beiinning and thie end of tlie year are
as follows for Case I. 41he cntire process of conversion
will bc illustrated for Case 1. The same procedures have

been aprlied in developing tiic otiler cases.

Date Account & Lxplanation Debit Credit
January 1 Monetary Assets 500,000
Non-Monetary Assets 500,000
Monetary Liabilities 500,000
Capital 3tock 500,000

To record thic formation of
the Corporation Price
Level Index 100

January 31 Monetary Assets 200,000
De to Non-Monetary Assets 157,895
ccember 31 Merchandisc Cost of Sales 900,000
Other Lxpenses and Taxes 342,105

Revenue 1,500,000

Monetary Liabilities 100,000

To record in summary the
income, expenses and the
increcases in thLe asset
and liability accounts
occumring throughout the
year average Price Level
Index 150
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Date Account & E£xplanation Debit Credit
DecembDexr 31 Dividends 100,000 -~
Monctary Assets 100,000
To record the payment
of dividends, Price
Level 200
Decemuver 31 Expiration of Non-Monetary
Assets 57,895
Asset Valuation Accounts 57,895
To record the depreciation
at a rate of 10% per annum
calculated as follows:
Historical Cost of the Assets $500,000 $157,895
Depreciation Period 1 year 4 year
Depreciation Rate Per Annum 10% 10%

bDepreciation

December 31 The necessary closing
entries to close the
income, expense, and
dividend accounts and
to transfer the balance
to retained income

$ 50,000 $ 7,895

The Trial Balance (before the closing entries) would

appear as follows on Decemver 31.

Trial Balance
December 31

Debit Credit

Monetary Assets )
EOH-Monet ary Assets 657,895
Mgset Valuz}tion Accounts $ 57,895
cometary Liabilities 600,000
apital Stock 500,000
M::gg:gd i \ 1,500,000
Other Exlbe Cost o,f Sales 900,000
ﬁxpirat'pense and Taxes 342,105
Dividenéorl of Non-Monetary Assets 57,895

s 100,000

Total

$2,657,895 92,657,895
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Tie proc €ss of converting the lncome Statement was then

uncertalse€n as follows:

conventional

Accounting
Account Balance
Revenue $1,500,000
Merchandc i se Cost of 3ales 200,000
Other AL xpenses & Taxes 342,105
Expiration of 50,000
Non-Monne tary Asscts 7,895
Dividend s 100,000

Price
Index
Conver-
sion
Factor
200/150
200/150
200/150
200/100
200/150
200/700

Balance
Converted To
December 31
Price Level
$2,000,000
1,200,000
456,140
100,000
10,520
100,000

The conversion of the Balance Shects to December 31

dollars was the next step.

converted as follows:

The January 1

Balance Sheet was

Price
Index Balance
Conventional Conver- Converted To
Accounting sion December 31
Account Balance Factor Price Level
ﬂonetar)r Assets $ 500,000 200/100 $1,000,000
Non-Monetary Assets 500,000 200/100 1,000,000
Monctary Liabilities 500,000 200/100 1,000,000
Non-Mone tary Liabilities 500,000 200/100 1,000,000

The conversion of the December

rel:::tively simple since the Monetary

31 Balance Sheet was

Assets and Monetary

Liabilities arc by their nature stated in terms of December

31 dOll ars,

vert thhe

The calculations as follows were made to con-

December 31 valance Sheet to December 31 dollars.
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Price
Index Balance
Conventional Conver- Converted To
Accounting sion December 31
Account Balance Factor Price Level
Monetary Assets $ 600,000 200/200 $ 600,000
Non-Monetary Assets 500,000 200/100 1,000,000
157,895 200/150 210,526
Asset Valuation Accounts 50,000 200/100 100,000
7,895 200/150 10,526
Monetary Liabilities 600,000 200/200 600,000
Capital Stock 500,000 200/100 1,000,000

In the converted December 31 Balance Shect, the Pur-
chasing Power Adjustment Account takes the place of the
conventional Retained Income Account. To reconcile the
balance of this account, it is necessary to calculate the
gains and/or losses on the Monetary Assets and Monetary
Liabilities. To calculate tihese gains and losses, it is
necessary to analyze the transactions in those accounts and
convert them by the applicable index. The gains or losses
are then determined by comparing the balance in the account
in terms of conventional dollars with the balance determined
Dy the conversion of the transactions.

The loss on the Monetary Assets was determined as
follows. (The transactions in the Monetary Assets Accounts

are taken from the journal entries previously illustrated.)
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Amount
Price Index Converted
Price Conversion To Dec. 31
Date Index Amount Factor LDollars

Conversion of the Debits:
January L 100 $500,000 200/100 $1,000,000
Jan. 1 to bec. 31 150 200,000 200/150 206,667
Converted Debit Total $1,206,667
Conversion of the Credits:
December 31 200  $100,000 200/200 3 100,000
Converted Balance (Debit minus Credits) 21,100,667
Less Actual Balancc, Jecember 31 600,000

Loss on Monetary Assets

The Gain on the Monctary Liavbilitics was then calcula

ted as follows:

§ 560,567

Amount

Price Index Converted

Price Conversinon To Dec. 31
Vate Index Amount Factor Dollars
Conversion of the Credits: (No Debits made)
January 1 100  »500,000 200/100  $1,000,000
Jare 1 to Dec. 31 150 100,000 200/150 133,333
Converted Balance 3TTT§3?33§
Less Actual Balance, Dec. 31 600,000
Gain on Monetary Liabilities » 533,333

The purchasing power adjustment to stockholder's

Equity on vecember 31 was calculated vy adding to the con-

verted net income, Gain on the Monctary Liabilities, and

deducting the Loss on the Monetary Assets.

The earning rates vased on the conventional and con-

verted statements were then calculated.

The following

analysis indicates tiat two sets of eurning rates were

Calculated for the converted statements.

fate uses as the earnings figure

The first earning

the convcerted net income,

The second set uses the net income adjusted Dy the gains

and losses on the monetary accounts.

The second calculation
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is more significant than tie first because it mcasures the
real impact of inflation upon the business. 1t may be argued
ihat the monetary losses and gains are not realized, but
they certainly have an economic impact on thce corporate
cnterprise.

Iln calculating the ¢nrning rate on average total

assets, the average total assets were determined as follows:

Conventiovnal Converted
Balance 3heet Balance Shcet
Total Assets January 1 $1,000,000 $2,000,000
Total Assets December 31 1,200,000 1,700,000
Yividends Paid December 31 100,000 100,000
Total $2,300,000 $3,800,000
Average Assets Employed (%) $1,150,000 $1,900,000

It should be noted that the dividends are added to the
asset fi,urcs. ‘The reason for this is vecause the dividends
were paid on weccmuer 31, and the assets relinquished by the
divicend payment were actually in use tiroujiout the year.

The average stockholders'! Louity was calculated as
follows for use in calculatiny the earning rate on stock-

holders investment.

Conventional Converted
. Balance Sheet Balance Sheet
Stockholders' Ecuity January 1 » 500,000 $1,000,000
b?ockholders' Equity Decembor 31 600,000 1,100,000
Dividends Paid December 31 100,000 100,000
Total $1,200,000 $2,200,000
Average Stockholders' Equity (¥) $_ 600,000 $1,100,000

Here again thc dividends have been added bLack since
the stockholders investment included the dividends until

December 31.
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Tlie net income tijgurc of $200,000 was used in the
calculation of the earning rates based on the conventional
statements. For the calculations based on the converted
statements, thc converted net income of $233,334 was used
for one series. The second sceries was calculated Ly adding
to the converted net income of $233,334 the gain on the
Monetary Liavilities of $533,333 and deducting the loss on
the Monetary Assets of $566,667.

After determininz the various factors to be used, the
actual earning rates werc computed as follows:

Based on the Conventional statcements:
The return on Averagc Total Assets

_ Net Income » 200,000 _ 17. 4%
T Average Total Asscts 91,150,000 ~ o7

The Return on Average Stockholders!' nouity

_ Net Income $200,000 _ 33. 3
~ Average Stockholders' Lquity $600,000 ~ °20

Based on the Converted statemcnts:

The return on Average Total Assets not considering gains
and losses on the monetary accounts

- Net Income $ 233,333 _ 12.3%
Average Total Assets $1,900,000 ~ *

The return on Average Total Assets including gains and
losses on the monet.ry accounts

_ Purchasing Power Income $ 200,000 _ 10. 5%
= Average Total Assets $1,900,000 ~ °o”

The return on Average Stockholders' Lkquity not considering
gains and losses on the monetary accounts

- Net Income $ 233,333 _ 1. 2%
= Average Stockholders!' tquity $1,100,000 ~ ikl
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The return on Average Stockholderst! Equity includging the
gains and losses on the monetary accounts

_ Purchasing Power Incomne $ 200,000 _ 18. 2%
~ Average Stockholders' Equity $1,100,000 ~ sclo

The calculation of the carning rates completces the
discussion of the assumptions made in the cases and the
procedures used in converting the statements. It is now
proper to discuss tihe cases to determine if any conclusins

may be drawn from the analysis of the exnrning rates.

Case 1

This casc was developed assuming equality of the Mone-
tary Assets and Non-Monctary Assets. Equality was also
assuried to exist Letween the Monetary Liabilities and Stock-
holders » quity. An attempt to relate this Balance Sheet
Structure to a rcal business might prove to be difficult.
however , it is possible to conceive a wilolesale business
which grants liveral credit to be in such a situation. A
Significan+t fact brought out in the analysis of this case;
1s that Tlie gains on the Monetary Liabilities nearly offset
the losses on the Monetary Assets. The congentional earning

Iate : \ . . .
t¢s hawve been overstated because of the historical bLasis

“¢din  recording the Non-Monetary Assets. The amount of
Oversta ¢ €nient of the conventional earning rates is quite
Signific&nt. The conventional return on assets is 17.4% or
about loesg, of the converted return on assets including the

monetar
L4 g ains and losses which is 10.5%. The converted

J -
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Case I

Jquality Cf lMoneterv And Ncn-Monetr-ry Assets

Equality Cf Mcnetery Iintl1litics And Stockholders!

Eelance Sheets

Cenventlional Accountin~

Mcneter-r Assets
Non-Mone +arv Assets
Asset Valuet*icn Accounts
Tota l

Monetery Iiahbilities

Canital S+tock

Eetained 1Inccme
Totall

Price Level Index

100
January 1

¢ £co,000C
£00,C00
-C=-

$1,000,C0C

¢ 500,000

500,000
-Q-

¥1,000,000

200
Decembtrr 31

*  €00,000
€c7,805
(E7,89F)

¥1,700,000_

& (00,000
£00,000
170,000

1,200,000

Ccnverted tc December 31, Dcllars

Yonetery Asgets
hcn-Monetfser Aasets

Asset Valuaticn Acccunts
Tote

Monetary TI.4abi1itics
Capital Stoek

Purchasine Power Adjustment
Total

Note:

Janurry 1

£1,0C0,000
1,000,000

2,000,000

$£1,000,000

1,000,000
-0-

¥2,000,000

Items in Parenthesis ( ) Are CecCucticns

Decemter 21

! €00,000
110,52€)
¥1,700,0C0

¢  €00,000
1,000,000
10C,C00

— ——— —

Equ 1t v



Case

I

mouality of Menctary and Non-Mcnetesry Assets

Faunlity of Monet-ry Lintilities and 3tcckbclders!

Inccme Stetements

Total he venne
Less ¢
Ctrer Fxnenscs % Taxcs
xriration cf lecn-
lione farv As==*ts
Net Inccme
Less
Additicnn +o Let2ined Inccme
Felance
Gain on Monetary Liatilities
Total
Loese on Monetary Assets
Purebh @ gsin+ Pover AZ justment

Merctondise Ccst cf Sales

Dividends (Paid Dec. 21)

Ccnventional
Accounting

£1,500,000
(200,000)
(312,10F)

(_£7,608)

200,000
(10¢,000)

& 100,000

nouitv

Ceonverted Tc
Decenl:rr 31
Dollars

¢7,000,000
(1,2C0,00C)
(hE€,1L0)

(110,52¢)
.a“" c ;5 N 3 ;!:
(100,000)

T, CCT
(E€EL,6ET)
7 100,000

Torning Retes
Converted
Monctary Galns and Iosses
Conven+ional Execluded Inclucded
tn Averr~>e motal
Assets 17.0% 12, 2% 10, 5%
(0 Avera e Stock-
bolders 1:quity 30,20 £1.29 R
Note:

Items in Perenthasis ( ) Are Decuctions or Fed Firures
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return on 3tockiwlderst! Equity is about 133% of the rcal
return. 3Such an overstatcment is certainly misleading,
although when compared to some oi the other cases developed,

it proves to be rather small.

Case 11

In this case the assets were assumed to De largely (80%)
of a monetary nature. {his situation would tend to approx-
imate that of a finance company. The Stockihoalders'! cquity
and the Monetary Liabilitics were again assumed to be equal,
The earning ratecs basced on the conventional statements are
the same as in Case 1. however, a very real difference
exists when the earning ratcessre calculated on the converted
figures. Ratier nice returns on Total Assets and Stock-
holders!' Lquity are determined to ve, in reality, negative.
The gross overstatement ot the conventional earning rates
is explained vy their failure to recognize the losses in
purchasing power suffered on the Monetary Assets. What
appears to ve an increase in lotal Assets and Stockholders!
Equity, turns out to ve a real decrease in terms of pur-
Chasing power. The business has, thus, failed to keep pace
with the increase in the price level. The conventional
earning rates certainly present a misleading view of this
enterprise which is actually worse than not making any

earning rate analysis at all.
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Case II
Heavy Investment In Mcnetary Assets
Equelity Cf Mcnetarv Liabtilities Anc Stockhclders!' Lguity
Felance Sheets

Conventicnal Accocuntine

Price Levecl Index

1c0
Jenusry 1

200
Decemler 21

Monetary Assets £ 8rc,000 ¢ 060,000
Non-Mcretary Assets 200,000 ~€3,1F8
Asset Valuestion Accounts -0~ __(23,1r8)
Total 1,000,000 $1,200,000
fonetarv Liabilitirs £ 200,000 ¢ €c0,000
Capitel Stock £oc,0c0 £00,000
Retained Income =C= 100,000
Total ¥1,000,0C0 ¥1,70C,0C0

Ccnverted tco December 31, Dollars

January 1 Decenber 321
Monetary Assets ¢1,€600,000 & 06Q,C00
Non-Monetary Assets ;00,060 18,211
Asset Velustien Accounts -0=- (L:h,211)
Total QE,COQ!OOO EI,LOO,COO
Monetary ILiabilities £1,000,000 & €co,000
Capitel Stock 1,000,000 1,000,000
Purchasine Power Adjustment: __-0= (2¢0,000)
Total 52,000,000 31,100,000

Note: Items in Parenthesis ( ) Are Deducticns

—— — ———— - ——
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Case II

Eeavvy Investment in Monstarv Assets

Beouslitv of Menetarv Iishilitiecs and Stack-cldrrat

Incorte Statements

Conventicnal
Accountine

1,500,000
(acc,on0)
(“7( ,Fl.,»)

Tctel Revenue
Ies~: Mercrencise Seles
Cther "ymnensesg * Toxes
ixriretion of Nen-
Menetsrv Agsets
Yet Incore
Less Divicrndz (Fois Dee.
Addition to Fetained Inccnme
Balance
fein on Monetarv Listilities
Tetal
Ioss on Mcnetarv Assets
Purctesine rower Ad iustment

Coat of

22,1°¢)
T 200,000
21) (100, 000)

T 100,000

Tarnine Retes

Converted

Honity

Cenverted To
Decemter 31
Tollars

£2,000,000

& 1r3,333

(FEELEEE)

& 200,000
= = B

- a—

lonetary Gains and Tosses

Ccnventicnal recluded

(n Averare Total

¢

Assets 17.1% 1), v
(n Averare Stcock-
held-rs Teouity 37,3¢% cELT%

Nete:

Items in Parenthesis ( ) Are Decduc“icne or

Included

( £.79)

(10.5%)

Red Fi~ures
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Case 111

The business is assumed to have a largc investment in
Non-Monetary Assets. This is probably typical of a manu-
facturing company, altihough it c¢ould certainly be in the
retail or service trade. lhe excess of Monetary Liabilities
over Monectary Assets may be explained if the Monetary
Liavilitics are considercd to long-term,
The conventional earning rates in this case are the same as
in the two prececdine cascs. This is due to the similarity
in capital structure. The converted earning ratcs present
quite a different picture. opecause ot the exccss of Monetary
Liabilitics over the Monctary Assets, the converted earning
rates are actually higher thun the conventional earning
rates. The value of the Non-vonetary Asscts has vecen main-
tained because ot their naturc. This fact is not reflected
in the conventional statenents. Indecd, this is a situation
where a vusiness is actually better off by going in debt and
purcitasing assects of a Non-Monctary neturc. A comporison
of tiuis case with the two prcvious cases indicates that the
heavy investment in Non-Monetary Asscts is to be desired

during inflztion,

Case 1V
1liis company would traditionally bLe considered to ove
in rathcr poor financial position. The hkigh proportion of

Monetary Liavilities to the oStockholders! kauity would cause
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Case III

Heavy Investment In Fon-Mcnetary Assets

Equality Cf Monetery ILiatilities And Stcekltceldera

Ealance Streets

Conventicnnl Acecc'ntinre

Priece Level Index

souity

100 200
Januarv 1 Decemter 31
Yonetary Assets ¢ 200,000 & 20,000
Non-Monetary Assets 800,000 1,C0F2,€32
Asset Valuation Acccunts -0- (92,€632)
Total 1,000,000 ™1,700,000_
Monetary Liabilities & c©ro,c00 £ €07,000
Cavital Stock £0c0,000 £00,0C0
Retained Income -0- 100,000
Total 71,000,000 1,200,000

Converted to December 31, Dollars

January 1 December 31
Mone+ary Assets ¢ Loc,000 i 2LC,000
Non-Monetary Assets 1,600,000 1,936,703

Asset Valuetion Acccunts =0- (176,8L3)
Monctary I.iabilities $1,000,000 £ eoc,000
Capitel S+ ock 1,000,000 1,000,000
Purchasine power Ad justment -C- li0Q, 000
Total ¥2,000,0C0 72,000,000

Note: Items in Parenthesis ( ) Are Decucticna



59

Case III

Henvy Investnent In Non-Monetary issc+*s
Boualitv cf Monctory Ligtilities and Steckholderst! lauity

Incc~me S*ntaments

Conventionzl

Acccunting

Totzl Revenue £1,500,000

IL=ss: Merchancise Cost of Sales (900,0C0)
Cther lxnenses % Taxes (207,36F)

xniration of Nen-
Menetrry Assects ( er,622)
Net Income $ 200,000
Legse Dividenda (Paid Dec. 31) (1co,000)
Adéition tc Fetained Inccne & 100,000
Balance
Tain ocn Mone*tary JTieskilities
Total
Loss on Mcneterv Agsets
Purckrasine Fcwer Adiustment

Farnine Eates

Converted
Fonetary Tains and Icsses
Conventional txecluded Inclucd~d
Cn Aversce Total ,
Assets 17,09 10.0¢ 2l e
(n Aver. re Stock- )
rolders fnouity 33.3% 17.1% lc.om
Fote: Items in Parentbesis ( ) Are Deductions cr ked Fipures

Converted To
Decemter 31
Dcliars

S ,000,000
(1,200,700)
(heo,F210)

f)3)
it

(1@# OPO)

T113,332
£23,333

(?}6 ((()
RS 6,006
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Case IV

Douality Of Monetary Assets And Non-Monetary Assets

Balance Shreets

Conventional Accounting

Monetary Assets
Non-Monetary Assets
Asset Valuation Accounts
Total

Monetary Liabilitiles

Cepital Stock

Retained Inccme
Total

Price Level Index

100
January 1

¢ 500,000

500,000
-Q-

¥1,000,000

¢ 800,000

200,000
-0

%1,0002000

200
December 31

& 70,000
£1c,789
€5,789)

(
F1,500,000

. #1,200,000

200,000
100,000
£1,500,000

————a—

Converted to December 31, Dollars

Monetary Assets
Non-Monetary Assets
Asset Valuation Accounts
Total

Monetary Liabilities

Capital Stock

Purchasine Power Ad justment
Total

Note: Items in Parenthesis ( ) Are Deducticns

January 1

¢1,000,000
1,000,000
-0-

2,000,000

#1,600,000

L00,000
_O..

¥2,000,000

December 31

¢ 750,000
1,421,082
121,052

( )
§7,080,000

£1,200,000
L00,000

L,50,000
72,0 0,000
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Case IV
Heavy Monetary Lisbilities

Boguality of Monetary Assets and Non-Monetary Assets

Income Statements

Conventional
Accountine

$1,500,000
(90C,0n0C)
(33L,211)

(_65,789)
00,000
(100,000)

& 100,000

Total Revenue
Less: Mercrandise Ccst of Sales
Other Exvenses & Taxes
kxpiration of Non-
Monetary Assets
Net Income
Less Dividends (Paid Dec. 31)
Addition to Retained Income
Palarce
Gain on Monetsry Lisbilities
Total
Loss on Mcnetary Assets
Purchasing Power Adjustment

Barnine Rates

Converted To
Decemter 31
Dollars

©2,000,000
(1,200,000)
(LLE,€615)
171,052
Bd
(100,000)

$ 133,333

932,333
" le16066€)
r_1150,000

Converted
Monetary “ains end lLosses
Conventional Excluded Included
On Aversee Total .
Assets 15.4% 11.2% 2€.5%
Cn Averare Stock- ]
holders Equity 66.7% 3l . €% f1,.54

Ncte:

Items in Parentheslis ( ) Are D=duc*ions cr PRed Figures
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concern, especially if the liavilities were of a short term
nature. As the earning rates indic~ate, much of this fear

is unfounded during p.riods of inflation. The conventional
earning rate on Total Assets of 15.4% indicates rather
satisfactory pcrformance. liowever, wuen the gains arc
calcul-ted on the Monetary Accounts, in thie convcersion
nrocess, thc earning rate on Total Assets ncarly doublcs.
The earning rate on the Stockholders' kaquity is high both on
conventional and converted basis. The high rate on the
conventional basis is causcd by the levirage provided by the
Monetary Liacilities. The leverage also kceps the converted
¢arning rate on Stockiiolders' Ecuity Ligh. 7T1his case again
points out the fact that liabilitics are desirable in a
period of infl:ition since they arc paid vack in cheaper
dollars than tiic money borrowed. Again th¢ ecrning rates
calculated on the cunventional statemecnts prove to ove
misleacing in tcrms of ecovnomic realities. In two of the
following cases, the earning rates based on the ccnventional
statements will De tlic same as in this case. It will De
scen thaf these cases provide converted earning ratcs wiiich

are far from similar.

Case V
The assumption in this case is that the business is
financed primarily by the stockholders investment. This is

a common occurrence in nearly every line of business. 1n many

i P R Ty J
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Case V

Eeavy Stockholderst! =aquity

Equality Cf lMcnetary Assets And Non-Mcnetary Asse's

Ralance Sheets

Conventicnal Accountine

Moneta 1y Assets
Non-Monetary Assets
Asset Valuaticn Accounts
Total

Menetexry Liatilitics

Ca~ital Stccek

Retaine d Inccme
Tot. al

Price lLevel Index

100
Januery 1

¢ £0C,000

£C0,C00
-

¥1,000,0C0

—

& 200,000

8co,000
-0

{1,00C,C00

200
December 21

¢ ee2,E0n
(18,L21
(rc;921)

71,175,700
¢ 22,000
£oc, 000
170,000

7I,1:E,000

7v

Converted to December 31, Dollars

Monetorv Assets
Non-Mone tary Assets
Asset Valugtion Accounts
Total

Monorerv I.1abilities
Capital Stock

Purchasin~ Power Adjustment
Total

Note:

Januery 1

$1,000,C0C

1,000,0CC
-C-

\' < ’Ono OOO

& Loc,0nC
1,600,000
-Q-

Items in Parenthesis ( ) Are Decucticns

Decembicr 21

¢ £62,000
1,157,608

(107,095)
?sziﬁjfﬁﬁ'

"

& 228,000
1,600,000

(Plz,too)
. 2 ‘}/oo
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Case V

Feavyr Stockrolders! Eaqulty
Lauality of Mcnetary Assets and licn-Monetary Asset's

Inceme Statements

Conventicnal Converted To
Accountine Cecembter 21
Dollars
Total Revenue $1,500,000 to,er0,000
Less: Mercrandise Cost cf Sales (202,000) (1,2C0,000)
Ct*ar “xpensecs & Taxes (3:),079) (LER,T7T72)
Fxvlretion of l'cn-
Moretary Assets ( 6v,021)
Hesa Div y T T i
Iess Dividends (Paid Dec. 31 0,000 0,00
Adci*tion to Retanlned Income S €0,C000 ,
Palance @ 133,332

Gain or Menetory liatilitics 208,321
Total T i"I,Zz:C

€

0

Tcss on lenstary Assets (5ch,1é
Purckasines Pcwver Ac¢ justment ¥ (215,50

Earnin- PRates

Convertcd
lonetary Gains and Losses
Ccnvent ional Ixelucded Incluced
(n Averare Tctal ) '
On Avernre Stoclk- , ) ,
keclders taulty TPl 17,1% (7.3%)

Note: Items in farenthesis ( ) Are Deductions or Red Ficures



65

cases this situation may exist vecausc¢ the owncrs of the
business regard cdebt as undesirable. while no quarrel can
be had with this philosophy, it has its limitations during
periods of inflation.

Ihe earning rates calculated on the conventional
statements appe.r to ve cuite adecuate. Many busincessien

would ve very liappy to earn 2Z.2% on the stockholders

investment. however, wuen the earning rates are calculated

on the converted statements, tlhe business is less profitable
because ot the deficiency in the depreciation charges.
Considering the economic iwupact on tlie Monetary Assets, there

lias actually been a depletion of the Stockholders' Equity.

This poses an interesting prowvlem of taxation. The business

would Le taxcu on its conventinnal profiit wiien in reality
the enterprise has sulfered a loss. Thus, any income taxes
paid by the business will amount to the confiscuation of

capital. The business is thus effectively caught betwecn

the iron jaws of inflation and taxation with both extracting

a measure of the real investment of the stocliholders.

Case VI

A busincess with a large investment in Monetary aAssets

and a bnigh proportion of Monetary Laivilities is the suvject

of this case. The l:«rge monetary position makes the business

extremely vulnerable to inflation. However, in this case,

t:ie Monetary Liavilties act as an effective hedge against
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Case VI

Heavy lonetary Assets And Veavy Mcnetary Liabilitirs

Ralance Sheets

Ccnventicnel Acccuntine

Monetary Assets
Non-Mcnetary Assets
Asset Valuetion Accounts
Total

Monetary Liabtllities

Capital Stock

Retained Income
Total

Price Level Index

100
January 1

¢ 800,000
200,000
-C-

¥1,000,00C

¢ 80c,000
200,000

N ors
$1,000,000

200
Lecember 21

$1,200,000
e
26,131
#1,£00,000

$1,200,000
200,000

100,000
’1) O0,000

Converted to December 31, Dollars

Monetary Assets
Non-Mone tary Assets
Asset Valuation Accounts
Total

Monetary Llabilties

Canital Stock

Purchasine Power Adjustment
Total

Note: Items 1in Parenthesis (

January 1

$1,600,000

00,000
-0-

+2,000,000

$1,€00,0c0

L.00,0C0
-O-

¥2,000,000

) Are Deducticns

Decemter 31

¢1,200,000
68,21
(1e,)21)

¥1,720,000

$1,200,00C
1 00,000

120,000
Xy )7201 OOO
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Case VI

Heavy Monetary Assets and Heavy Monetary Liatilities

Income Statements

Conventional Converted To

Accounting December 31

Dollars
Total Revenue $1,500,000 $2,000,000
Less: Merchandise Cost of Sales (900,000) (1,200,000)
Other Exvenses & Taxes (373,68)) (Let,2hs)

Exviration of Non-

Menetary Assets (_2¢,31¢) ( L&,L21)
Net Income $ 200,000 3 2;3,535

Less Dividends (Paid Dec. 31) 10C,C00 (100,000)
Adéition to ftetained Incone OOzO 0
Palance & 153,33L

ffain on lMonetary Iietilities 93 3
Total Eﬂ,ﬁ?g %é?

O 9
l.ogss on Monetary Assets $¥6626672
Purchasine Power Adjustment ; 50

Earning Rates

Converted
Monetary Gains and Losses
Conventional Excluded Included
Cn Average Total , _
Assets 15.L% 13.3% 11.5%
On Averare Stock- |
holders Equity 6€.7% Lo.7% 1L3.1%

Note: Itcems in Parenthesis ( ) Are Decductions or lied Firures
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the Monetary Assets. 7The earning rates as conventionally

calculated are the same as those in Case IV, with the small

Stockholders' Lquity, the earning rate is quite high. liow-
ever when the converted earning rates arc¢ calculdted, the

picture is not quite so rosy. The 66.7% return on stock-

holdcrs investment drops to 43.1% when the gains and losscs

are considered on the Monetary Accounts. The understatement

of the Non-Monetary Assets, with the resulting understate-

nent of depreciation, caused a portion of the misst:tement

in the ecarning rate. The Monetary Accounts tend to offset

each other. Thus, the conclusion is that the understatement
of the Non-Monetary Assets and corresponding understatement
of the 3tockholders' Lcuity has caused a great deal of

misstatement of corporate eirning rates.

Case VI1

This company has a large proportion of Monetary Asscts

and a large proportion of Stockholders' Equity. LEssentially,

it is in a situation where the stockliolders have invested

cash in the corporation and the corporation has held the

investment in the form ol cash. The conventional earning

rates in this case are¢ the same as in Case V. When the
statcments are expressed in terms of year-end dollars, a
similar situation also exists between this case¢ and Case V.

The loss on the Monetary Assets of $866,667 is only partially

offset by the gains in the Monetary Liabilitics. lience, the
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Case VII

Heavy Menetary Assets And Heavy Stockholerst Taulty

BRalance Sheets

Ccnventicnel Accountine

Price Level Index

100
January 1
Monetary Assets ¢ 800,000
Non-Monetary Assets 207,000
Asset Valuaticn Acccunts -0-
Total $1,0c0,000
Mone*ary Liatilities 200,000
Canitel Stock £00,000
Retained Incomne -0=
Total £1,000,CC0

Converts@ tc Decenl~r 31 Dollers

Januarv 1

Monetary Assets £1,600,000
Non-Monetary Assets 10,000
Asset Valuaticn Acccunts -0-__
Total 2,000,000
Monetary Liatilitirs ~ bco,oc0
Canital Stock 1,€00,C000
Purchasine Power Adjustment -0-
Tctal 2,000,000

liote: Items in Porentheais () Are Tecdicticns

200
December 31

% 90C,000
(22,3¢8
TI, 175,000

f 208,000
fon,00C
100,000

1,125,000

o

December 31
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Case VII

Heavy lionetary Assets and Leavy Stockheclcders' Tianity

Income Statements

Conventional Converted To
Accountings December 31
Dollars
Total Revenue £1,£00,000 £2,000,000
Lrss: Merchandise Cost of 3ales (902,000) (1,206,0Mn0)
Cther xpenses % Tax~s (377,622) (03,5C9)

i¥niration of Non-

Yeonetary Assets (ar ,}6’2
v 200,000

Het Incene

Less Dividencs (Paid Dec. 31) (100,000) ) (1oo,oc )
AdCit'on tc tetnined Income 100,000

Falanc . lﬁ3,73b
Gain on Monetary Liatilities 333

Total % ??1,2K7

ECE,007

loss con lienctary Assets
Furchasin~ Pover Ad ustnient

Eornin~ Rates

Converted
lonetr-rv Gains and 1.0Ss

Cenvonticnsl Ixcluced Inec? u<nﬂ
Ch fLverare Total
Agsais 18,090 1), 0 (22, 7:7)
Cn Aver:s-e Stock- ‘ .
Folders Eauity LA 17,10 (20.04)

Note: Items in Perrnthesis () Are Lrdoetions or Red Fienres

—J

Yai T &~ .



71

busincss rcports conventional net income of $200,000 which

is actually a loss of $405,000 in terms of —economic value.
This diffcrence is unavoidable when conventional accounting

procedures are used. Ccrtainly such a deviation is matcrial

and siiould ve pointed out by the use of converted statements.

This situation,if carried t» an e>treme, could result in the

business rcporting a favoravle net income and a high earning
rate over a beridod ot infl:ution, only to find itself in a

vastly impaired position in terms of economic value. In such

a situation, the businessman may find himself forced to pay
nigher taxes, higher wages, and generally higher costs

because hiis vusiness appenrs profitable whiile thic rcal

capital of the dusiness is beany dissipated by tune inflotion.

Case VIil
This case presents a rather happy extreme to the cases

previously discussced. licre it i1s assumed that thc assets

are primarily of a Non-hionetary nature while the ovusiness
has a lorge proportion of Monetary Liavilities. The really
unfortunate thing about this business is that it would be

considered as in extremely poor tinancial condition by most
businessmen. In actuality; it is impossible to conceive of
a business in this position. The puovlic utilities would

provably approximate this situation Dccause tliey generally

lean toward fi:sed dollar obligations when financing increased

plant and equipment.
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Cese VITI
Heavy Iicn=Menetr~ry Asseks And Heavyv licnetary Liatiliti-s
Balance 3heets

Ceonventiconal Accountings

-
Price Level Index
1co 200
January 1 December 31
licne*ary Assetas & 200,000 320,070
Non-ltlonetary Assets foc,0n0 1,205,2(3
Assnat Velunticn Acconnts -0= (107 ,263)
Totel 11,000,000 IIL,TTC,00C
Honetnry Iishilitics Lfoc,e00 1,700,000
Canitel Stock cO0, 000 Z0N,000
Retained Inccme -C= 1CC,070
Total f1,000,000 F1,700,000

Ccnv~rted tc Deceaber 21 Dollers

January 1 December 3]
Menetsry Asse‘s S hee,000 Y 300,000
Non-i‘cnetrry Agcets 1,620,070 Ty 73,€°]

Asset Valua“-icn Acccomts _ =0~ _f1er,cPl)

Total 2,000,000 To,ATC,000
lonetsry Liabilities 51,600,000 1,707,000
Canital Stock Loc,c00 100,000
Purchasine Power Adjus“ment -0- 780,0C0
Toral T2,000,000 ¥7,380,000

Note: It~ms In Parenthesis ( ) Ar- Deducticns
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Cace VIII

eavy llon-I‘orc Agsets and

a2
SaTy

Incaoe

Metal EHevenue
ILess: lMerciandiae Cost cf Sole
CJ-’n.pjx ~:-: AoTaVeRaVals] 2. "‘G:rs
Tyriraticn of or-

Monetary Assets
et Incorie
Irag Dividendn
Acdition to
“nlance
Fain on lenennry Liallll!ins
Total
Loess on
urchaas’n

31)

(Paic lec.
Hetained Inconme

vonetary Asse's
« Powur A futtaent

arnine

Cenventirnal
Ctn Avers~e To"al ’
Asscts 1S,
Cn Aver=s~e 5*occk- _
holdrrs ULauity 6.7

in Tarenthesis ()

Teavy

Conventional
Acccuantinge

Tleneterw T

il ilitien

Converted To
Daccmber 21
Ccllers

52,000,000
(302’,@\ 3)

(IG? €£8l)

‘l" : G’OCE/ ' ’J\’- -

(100,000)

% 112,333
021 » 333

Lzu Je00)
o ”YO,COO

Cakes
Conve:rted
Fenat=rv Jains anc¢ losses
oreluded Included
QQEI;; 39.3:-
'At‘Ol" 10)' 4 2

Are Dedn

ctions

or Red Tirires
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In this erample, the conventional earning rates arc

the same as in Cases IV and VI. However, unlike tne othars,

this company has had a significant understatem.nt of its

rcal earnang rate. The cowm:any Las mainteined tiie value of

its assets because thcy are nrimarily of a Non-Monetary

nature. The Monetary Liabilitics have proved to be extremely

desirable in times of inflation because of tlheir fixed dollar

nature. The company ias, thws, increased its real capital

as a result of the inflation. The conventional earning rate
of 15.4% on the assets is in rcality 39.3% when the nct gain

on the Monetary Accounts 1is considered. A similar situation

likewise exists with respect to the earning rates on

Stockholders' wccuity.

It may ve concluded from this case th.t in order to

venefit from inflotion, a company must go into debt and

invest thc funds in assets whiicit will increase in dollar

value alomng with the inrl tion. The real problem involved

in carrying out such a decision is that of finding people

willing to lend money to the busincss. Traditionally, such

o

a business would be considerced as a poor credit risk.
Case IX
The large proportion of Non-Monetary Asscts and the
heavy financing vy the stocklioldcrs in this company would
seem to be typicnl ot a small manufacturing company. The

conventional earning rates in this case arc the same as in




Casa IX

Heavv licn-licn~te~w Assets And Feavy Stocltheldrrs! Houltvw

Falance 3Sheets

Ccnventicnal Acccuntine

Price Level Indnx

1CC
January 1
Monetarv Assets & 200,000
lion=Honetnrv Assets cen,orn
Asget Valun*tirn Acccunts -0-
Total . 1,000,000
Honetary Liatilities ® 200,000
Canltal Stock £ac,000
Retainrcd Inceme -C=
Total 71,000,000

Cenverted to Deceml~r 31 Decll=rs

Janusryr 1

ole
December 31
¢ 277,000

0."()”'~7}1

(pQ;)"?)‘)

71,170,000

Monetery Assets 7 Loo,00n
lion-Monetnry Assets 1,600,000
Asset Valurticn Acccunts -0-

Total 1 2,000,00C
Monet»rvy Lintilities T 100,000
Canital Stock 1,600,700
Purchasing Pover Adjustment -Q=-

Toteal T2,000,000

Note: Items 1Iin Perenthesis ( ) Are Deduc*icns

¢ 0PE, 00
an 000
100,000

_?L"

Dec mber 21

2e8,000
1,f£2,€632

17? (1,)
Z1 o0t

* 222,000
1,(00,000
PA2000
1,008,000

T ..-“,._.j
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Case I

Heavy lcn-licnetary Assctg and Yeavy Stockrolderst “aity

Income Statements

Conventional Cenverted Te

Accounting Decemter 31
Dollars
Total Pevenu~s 1,500,000 32,000,000
I£ss: llerchandise Cost of Sales (900,000) (1,200,000)
(thar lxvensen 2 Taxes (310,526) (h51),030)
Brniration ef [ on-
Moneta v Assats ( Eo,lLi7)) (172,€630)
ot Inccne v 00,000 o (3,333
Irss Divicercs (Paid Lec. 31) (100,000) (100,000)
Addition to hetairned Inconme 100,000
Ealence w113,333
Trin on llenetar, Tinrilities 20C,332
Total YA I &
Loss on cnetrry Asgets (2h1,66¢)
Parerrsine Power Ad instment . 80,000
Earnine Rates
Converted
lonetary Geins and Losses
Conventional rxeluded Includec
On Avera—we Total
Assets 180070 100?7’ (‘.O:I’
(n Averazc Stock
helders ouity fz.ol 12.6% 10.7%

llote: I%ens In Paren*hesis ( ) Are Decductions or Red Firures

,r. - .‘f_'_—-‘q__,j
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Cases V and V11. The earning rates vased on the converted
statcments, as in each of the sreviosus cases, difters
materially from thce cuinventional earning rates. ILhe rcturn
on total assets is cut in aalf. The conventional 18. is vut
9% whien tihe statcuivnts are converied. The earning rate on
Stockholders' kLcuity veiraves in a similar manner. ‘Liie
change in these earning rates is causcd orimarily by the
5ross undJrstatement ot tlie Non-Monetary Assets, the corres-
ponding understatemncents of the stockholders' Lguity, and
denreciztion charges. The Monctary Accounts arc of rela-
tively little significance. They tend to oftset cach other
with tii¢ obrunt ot the error caused vy the historical cost
basis of conventional accounting. The conclusion may then
be drawn ti:at the Listorical cost basis of accounting will
proviuac an overstatement ot the earning rates during periods

of inflation.

Surmiary and veneral Conclusions
Reached From the Analysis of
the Hypothctical Companies
To illustrate the comparative effect on earning rates,
the conventivnal and converted carning rates for each

company arc tabulated in the tables on the following page.
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Return on Averagce Total Assets

Converted
Excluding Including
Monctary Monetary
Gains and Gains and

Case Number Conventional Losses Losses
I 17 .4% 12.3% 10.5% W
11 17.4% 14.5% ( 5.7%) o
I11 17.4% 10.4% 24.4% ! T
IV 15.4% 11.2% 26.5% ’
Vv 18.0% 12.0% ( 6.1%) {
V1 15.4% 13.3% 11.5% l |
V11 18.0% 14,8% (23.7%) I,
IX 18.0% 10.7% 9.0% imj

Return on Average Stockholders' Equity

Converted
Excluding Including
Monetary Monctary
Gains and Gains and

Case Numb-r Conventional _Losses Losses
I 33.3% 2l.2% 18.2%
II 33.3% 26.7% (10.5%)
111 33.3% 17.1% 40.0
IV 66.7% 34.6% 81.5%
A 22.2% 15.1% ( 7.3%)
V1 06.7% 49 .7% 43.1%
V11 22.2% 18.1% (29.0%)
VI1I 0647% 2544% 104.8%
Ix 22.2% 12.6% 10.7%

Note: 1Items in Parcnthesis ( ) Are Negative Figures

1t is obvious from tliese tavles that convcentional
accounting provides higily misleading earning ratcs during
a period of inflstion. It may be concluded from these cases
presentcd that the nature of the assets and the capital
essentially account for these changes.

During a pcriod of inflation, the business which does
the best job of maintaining its position will have its

assets in the form of real goods and property rather than
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in the torm of cash or othcr Monctary Asscts. The capitali-
zation of the busincss siould include a generous proportion
of Monetary Liabilitics since it will be casier to discharge
then as thie inflation progresses. The business which suffers
tile wost trom an inflation is the one which holas Monctary
Assets and is capitalized Ly the use ol stochkholders invest-
ment.

The most striling fact avout the earning rates
presented is that they vary so greatly from the conventional
rates. Tihus, any use of the conventivnal rat.s during a
period of inflation may cause highly misleading conclusions
with respect to the efficiency o! the vusiness enterprise.
Certainly the demands on thce business in the torm ot higi.cr
taxes vy tie government and higher wages Ly the workers may
constitute a tiireat to thc cxistence of the business during
neriods of inflation. The business is in reality being
sunjected to pressurcs Lrought on vy the failure of
accounting to recognize that the dollar is not a constant

unit of wvalue.




CHAPTCER V
The Impact vt Inflation un The Larnaing

Rates Ot an Actual Business

Case 3tudy of a Manufacturing Company

Lhe chapter attempts to detcrmine the effect of infla-

tion on the earning rates of an actual vusiness enterprise,

The selection of tle company to ve studied was undertaken
without any bias. however, thc following reservations were
made when selecting thc company. 1n order to make the
conversion to common dollars as simple and meaningful as
possible, thc company should have only oune class of stock
outstanding. It wos likewise décided to eliminate all
companies having subsidiaries. The company sclected was a
manufacturing company located in the middle west.

The company appears in Fortune's Directory of the 500

largest industrial corporations in thc¢ United States for 1956,
The company has two principal lines of activity. It produces
parts tor the automovile industry and small motors for use on
power equipment such as air compressors, lawn mowers, and
water systems. Nearly all of the company's products are

sold to othcr manufacturing companies. The company has all

1. Because of the nature of this study, it was decided tliat
the name of the company studied should not ve disclosed.
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of its manufacturing plants in and around a major midwcstern
city.

The company's financial statements as reported for
1945 through 1955 appear in Lxhibit"a"at thc cnd of tuis
cihapter. 1In converting tnesc statements to reflect infla-
tion, tiic Consumcrs' Price Indcx was used. Lhe following
tavles siow the Consumers' price Indes and tiic purchiasiig

power factors w«idcii were uscd in the adjustasont.

>

Consumcrs' ¢rice 1lndex”

1947-1949=100 1947-1949=100 1947-1949=100

Averaze December Last Quarter
Year Index Index Index
1945 70.9 75.4 78.4
1946 8344 92.5 90.1
1947 95.5 100.9 08.8
1948 102, 102.9 103.1
1949 101.8 100.9 100.8
1950 102.8 106.9 105.8
1951 111.0 113.1 112.7
1952 113.5 114.1 114.2
1953 114.5 114.9 115.1
1954 114.8 114.3 114.5
1955 114.5 114.7 114.9

Consumers' Price Index
Purciiasing rower Factors

Index for Veccmber 1955 (114.7)
Index to ve converted

December Last Quarter
Year Avcragze Index Index Index
1945 149.2% 146430 146.3%
1946 137.5 124.0 127.3
1947 120.1 113.7 116.1
1948 111.06 111.5 111.3
1949 112.7 113.7 113.3
1950 111.6 107.3 108.4
1951 103.3 101.4 101.8
1952 101.1 100.5 100.4
1953 100.3 99.8 99.7
1954 96,9 100.3 100.2

1955 100.2 100.0 99.8
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The procedures used in the convirsion were essentially
the same as those used in the cases in Chapter IV, 1t was
assumed that the Balance sShcet at vecember 31, 1945 was
stated in terms of common dollars. To the extent that this
assumption is invalid, the results obtained are biased.

In converting the inventory, e€ach ycar it was assumed
that it was composed of purchases made in the last quarter
of each year. This seems rcasonable since the company uses
the first-in first-out metiind to value its inventories.

They also apply the "cost or market" concept to value their
inventorices, but it was impossible to determine if any
departure from cost was actually made. however, since the
price level showed a general increasce throughout the period,
the cost or markct rule would generally reflect cost.

The conversion of the fixed asset accounts was accomp=-
lished by aging the accounts to det.-rmine the year in which
the additions were made. An analysis of the gross book
value of the accounts for cach ycar was obtained. The asscts
were then converted by the index for the year in which the
additions were made. The converted depreciation was then
calculated using the same rates as were used conventionally.
The disposals of the fixed asscts were assumed to be on a

first-in first-out basis. The conversion of the accounts

2. U.S. Bureau of Labor Statistics, Monthly Labor Keview,
Table D-1, Yecars 1940 tihru 1956.

— c——
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was undertaken as follows:

Monetary Asscts ----------- By the year end index

Non-Monetary Assets ------- By the index of the year of
acquisition

Monetary Liabilities ------ By the year end index

Sales ~----ccmccccccaaaaa-- By the average index for the
year

Cost of Goods 3So0ld -------- By the av.rage index for the

year with the discussed
adjustment for the inventories
Other Expenses & Taxes ---- By the average index for the
Dividends --------cccecuaa- Byyggz average index for the
year
The converted Balance Sheets and lncome Statements
appear as Exhibit "B'" at the end of this chapter. The
earning rates based upon conventional and convirted statements
were calculatced in the same way as in the cases in the
previous chapter. The following table presents the con-
ventional and converted earning rates. The converted
earning rates include the gains and losses on the monetary
accounts. As discussed previously, they should be included

in order to properly reflect the real success or failure of

the business.

X Manufacturing Company
Earning Rates

Return On Average Return On Average
Total Assets Stockholder's kquity
Year As Reported Converted As Reported Converted
1946 32.6% —24.0% 41 .3% 30.2%
1947 38.6 30.8 49,6 39.2
1948 39.8 34.4 48.6 42.7
1949 29.8 29.6 35.8 35.6
1950 22.9 19.0 28.3 23.4
1951 2l.1 16.7 27.0 21.8
1652 20.0 18.1 25.6 23.1
1953 19.8 17.6 23.9 21.3
1954 25.4 24.7 31.3 30.0

1955 26.7 25.9 33.2 32.4

FETT L m-g
= N
«
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The converted earning rates in every single year
are lower than the conventional earning rates. This is due
ty two factors. The first vecing the historical basis of the
fixed assets in thc conventional statemcnts. The secoud
reason is the failure of the conventional statements to take
into account the gains and losses on the monetary accounts.,

As can be scen 1n the Balance Sheets, the structure
of the¢ company is similar to Case IX in the preceding
chapter.

The company has a rathe¢r large investment in Non-
Monetary Assetsand the capital is predominatcly in the form
of Stockholder's kouity. Although the proportions of the
Non-Monetary Assects and Stockholder's kquity are not cuite
as large as in Case IX, nor the price level change as great,
the rcsults ar. essentially the same. It might be arsued
that the variation between the conventional and converted
earning rates for th:s company are rather small. Lowevir,
when talking in tcrms of a misstatement of net income of
several million dollars over a period of years, the error
vecomes cuite significant. Especially since the error may
cause many invalid decisions on the part of interestad

parties.

karning Rates and Other Case Studics
In connection with their conversion of actual financial

statcments to reflect the impact of inflation, a few authors

-

Y T I ek
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have attempted to compare the conventional and converted
earning rates of -the companies. Donald A. Corbin, while
measuring the impact of changing prices on a department

store found the following results.3

Earning Rates Earning Rates

On Total Assets On Common Stock Equity
Year Conventional Converted Conventiovnal Converted
1946 13.7% 11.8% 16.5% 14.1%
1947 22.1 15.4 273 18.6
1948 16.9 9.5 19.8 11.0
1949 13.7 10.4 16.9 12.5
1950 10.5 10.1 12.9 12.3
1951 10.5 0.6 13.3 8.0
1952 9.2 3.9 9.3 4.7
1953 6.6 4,8 8.3 5.9

His results scem to follow the same trend as the results

for the manufacturing company. The converted earning rates

in every case are lower than the conventional earning rates.
Similar results were also found by Ralph C. Jones in

his analysis of nine steel companies.4 He found that the

earning ratcs on the avcrage equity of all bondholders and

stockholders wcere as follows:

1941-1945

Average

Per Year 1946 1947
Conventional 5.25% 6.21% 8.7%
Converted 3.38 (3.23) 1.63

3. Donald A. Corbin, '"The Impact of Changing Prices on a
Department Store,'" The Journal of Accountancy, Vol.97,
April, 1954, p. 435-G.

4. Ralph C. Jones, "Effect of Inflation on Capital and
Profits: The Record of Nine Steel Companies," The

Journal of Accountancy, Vol.87, Jaruary, 149, p.18x23.

PTTN T Nl _apamm—t voy Sdn il X R
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The study of four conpanies by Mr. Jones for the
Amcrican Accounting Association revealed the following
5
earning rates for the New York Telephone Company. These

earning rates were calculated on the average equity of all

investorse.
Year Conventional Converted
1946 7.7 4.8
1947 6.2 2.9
1948 5.1 2.1
1949 4.5 2.0
1950 5.9 3.3
1951 6.2 3.0
1952 6.4 3.3

The other companies in the case study of four companies
showed similar results.

With respect to the results obtained by the conversion
of the manufacturing company and in view of the similarity
to the results of other case studies, the assumption that
earning rates are overstated during an inflation seems to
be valid. It is not proposed that statements reflecting the
change in the price level should completely supplant the
conventional accounting statements, nor should the converted
earning rates completely supplant the conventional earning
rates. However, it certainly secms desirable that such
information should be prescnted as a part of the annual
report to the stockholders. The use of the purchasing power

information would certainly be valuable to all interested
parties.

5. Ralph C. Joncs, Price Level Changes and Financial 3tate-
92. Cit.’ p. 18. ’ -
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EXHIBIT A

X Manufacturing Company

Reported Balance Sheets Reclassified Into
Purchasing Power Components

(000's Omitted)

Dec. 31 Dec. 31 Dec. 31 Dec. 31
1945 1946 1947 1948
Assets $ $ $ )
Monetary Assets
Cash 390 1,181 1,681 2,074
U.S. Treasury Notes -0=- -0- -0- 32
Accts. Receivable (Net) 833 889 1,086 1,256
Cash Value of Life Ins. 131 139 143 149
Total Monetary 1,359 2,207 2,910 3,511
Non-Monetary Assets
Marketable Securities 278 11 11 11
Inventorics 2,356 2,614 2,926 3,468
Plant, Prgperty, & Equip. 3,139 3,284 3,736 4,449
Allow. for Deprec. 1,955 1,969 2,063 2,157
Net Property 1,184 1,315 1,673 24292
Patterns, Tools, etc. 50 50 50 50
Prepaid Expcnses 17 19 30 23
Total 3,886 4,009 _ 4,601 5,843
Total Assets 51245 6,216 7,001 9,354
Liabilities & Stock Equity
Monetary Liabilities
Accounts Payable 540 620 848 825
Accrued Payroll 136 223 369 435
Accrued Taxes 310 581 441 496
Total Monetary Liab. 986 1,424 1,658 1,756
Stock Equity :
Capital Stock 300 300 300 300
Retained Income 4,029 4,562 5,713 7,368
Total 4,329 4,862 6,013 7,668
Less Treasury Stock 70 70 70 70
Stock Equity 4,259 4,792 5,943 7,598
Total Liabilities &
Stock Equity . 5,245 6,216 7,601 9!354
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Dec., 31

Dece 31 Dec. 31 Dec. 31 Dec. 31 Dec. 31 Dec. 31
1949 - 1950 1951 1952 1953 1954 1955
$ $ P $ ? $ $
3,360 2,367 2,447 3,138 3,034 4,949 1,908
204 -0- -0- 599 1,121 1,376 112
1,193 1,440 2,229 1,730 1,513 2,133 2,365
155 160 166 171 177 -0~ -0-
y 3,967 4,842 5,038 5,845 3,458 4,385
11 11 11 11 -0- -0- -0-
2,965 5,067 64229 5,763 6,539 6,046 8,867
4,872 6,088 6,657 6,920 8,010 11,307 17,924
2,318 2,461 2,689 2,971 3,241 3,579 4,310
? 9 2 33565 3’535 27765 7’753 13,613
50 50 50 50 50 50 50
30 a1 49 52 61 71 63
—5.509 8,796 10,306 9,827 11,417 13,896 22,393
T0.322 TI2.763 I35.148 I5.463 T1T.362 22.358 26,078
671 1,674 937 1,191 1,122 2,128 2,448
421 496 466 605 717 1,011 1,038
498 618 2,467 960 1,037 1,439 1,514
1,590 2,788 3,870 2,756 2,876 4,578 ~5.000
. 300 300 300 300 300 300 300
702 9,745 11,048 12,479 14,086 17,476 21,678
~0,002 10045 "I1.348 12779 14386 TITTIC 21978
70 70 70 70 -0- -0- -0~
10,522 12,763 _15,148 15,465 17,262 _22,354 26,978

e ———— ——————  ——————  ———— e—————
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EXHIBIT A .
X Manufacturing Company
Reported Income Statements
(000's Omitted)

Calcendar Year - 1946 19;7 1948
$ $
Net Sales ’ 21,776 24,046
Cost of Goods Sold 11,393 15,380 16,445
Selling & General prcnse 1,061 1,704 1,872
Depreciation 114 129 158
Net Operating Income 3,108 4,503 ’
Other Income 72 74 98
Total 3,180 4,577 5,669
Other Expenses & Taxes 1,310 1,940 2,380
Net lncome 1,870 2,637 3,289
Retained Income 1/1 4,029 4,562 5,713
Total 5,899 7,199 9,002
Dividends 1,337 1,486 1,634
Retained Income 12/31 4,562 5,713 7,368
EXHIBIT B
X Manufacturing Comapny
Income Statements
Converted To December 31, 1955 Dollars
(000's Omitted)
1946 1947 1948
$ $ $
Net Sales 21,555 26,152 26,836
Cost of Goods Sold 16,137 18,777 18,494
Selling General Expense 1,459 2,119 2,089
Depreciation 225 207 306
Net Operating Income 3,734 ’ R
Other Income 99 77 114
Total 3,§3§ 3,253 6,061
Other Expenses & Taxcs 1,801 2,330 2,656
Ne¢t Income / 24,032 25736 3,405
Retained Income 1/1 5,894 5,946 6,787
Total 7,920 8,682 10,192
Dividends 1,838 1,785 1,824
Loss on Monetary Items (Gain) 142 110 28
Retained Income 12/31 5,940 6,787 8,340
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1949 1920 1651 195¢ 1953 1954 1955
;) ) ? ) b ) P
23,531 27,040 38,494 40,613 40,534 49,099 58,130
16,318 13,776 27,046 274,240 28,341 34,932 40,129
1,949 1,984 2,305 2,598 2,904 2,340 2,722

th
[\

193 210 . 278 297 314 369 814
5,071 0,074 8,865 10,478 3,975 10,958 14,471
87 128 152 187 316 302 271

5,158 0,202 9,017 10,605 9,291 11,260 14,742
2,190 3,525 6,030 7,000 6,050 6,220 8,140
2,908 2,077 2,937 3,065 3,241 5,040 0,602
7,368 3,702 9,745 11,048 12,479 14,086 17,476
10,336 I1.370 12082 14d13 715735 10126 24078
3,702 927ZJ 11,048 12!479 142080 17!476 212670

1949 1950 1951 1952 1953 195 1955
$ 3 $ 3 k) b $
26,518 30,177 39,764 41,000 40,655 49,050 58,252
18,31y 21,181 28,291 27,624 28,471 34,860 40,245
2,197 2,214 2,381 2,027 2,913 2,837 2,727

341 413 457 482 643 670 1,220
5,670 6,300 T,000  1u,327 g,028 10,677 14,060
98 143 157 189 317 302 271

5,768 6,512 6,792 10,516 8,945 10,979 14,331
2,468 3,934 6,281 7,684 6,068 6,214 8,156
3, 300 2,578 2,511 2,832 2,877 4,765 0,175
3,340 9,830 10,486 11,244 12,403 13,021 16,756
11,640 12,428 12,997 14,076 15,280 18,386 22,931
1,842 1,824 1,638 1,652 1,639 1,643 2,405
(52) 118 65 21 20 (18) 2
9,850 10,480 11,244 12,403 13,621 10,756 20,524

———— ——— S — B —————— s
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EXHIBIT B

X Manufacturing Company

Balance Sheets

Converted to December 31, 1955 Dollars

(000's Umitted)

Dec. 31 Dec. 31 Dec. 31 Dec. 31
1945 1946 1947 1948
Asscts ;) b ® $
Monetary Assets
Cash 571 1,465 1,911 2,313
U.S. Treasury Notes -0=- -0- -0=- 36
Accts. Receivable (Nct) 1,225 1,102 1,235 1,400
Cash Value of Life Ins. 192 170 163 166
Total Munetary 1,988 2,737 3,309 3,615
Non-Monctary Assets
Marketable Securitics 407 16 16 16
Inventorics 3,447 3,328 3,397 3,860
Plant, Property, & Equip. 4,592 4,783 5,315 6,088
Allow. for Deprec. 2,562 2,916 3,142 3,348
Net Property 1,730 1,867 2,173 2,740
Patterns, Tools, Etc. 73 73 73 73
Prepaid Expenses 25 28 41 _ 31
Total Non-Monetary 5,682 5,312 5,700 6,720
Total Asscts 7!670 8!049 9!009 15!353
Liabilitics & Stock Equity
Monetary Liabilities
Accounts Payable 790 763 963 920
Accrued Payroll 199 277 420 485
Accrued Taxes 450 721 502 553
‘Total Monetary Liab. 1,439 1,766 1,885 __ 1,958
Stock Equity
Capital Stock 439 439 439 439
Retained Income 5,894 5,946 60,787 8,340
Total 6,333 6,335 7,226 8,779
Less Treasury Stock 102 102 102 102
Stock Equity 6,231 6,233 7,124 8,677
Total Liabilitics &
Stock Ecuity 7,670 8,049 9,009 10,635
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Dece 31 bvec. 31 Dec. 31 Dec. 31 Dec. 31 ULec. 31 bec. 31
1949 1950 1951 19:2 1953 1654 1955
? > $ $ $ $ )

3,320 2,540 2,432 3,153 3,028 4,964 1,908

232 -0 = -U= 002 1,119 1,38y 112
1,356 1,545 2,260 1,739 1,510 2,139 2,365
176 172 168 172 176 -0- -0-
5,584 4,257 4,910 5,606 5,833 5,433 4,385
10 16 16 16 -0 = 0= -0-
3,374 5,493 0y 341 5,780 6,519 0,058 3,849
6,552 7,881 8,445 8,7Uv 9,704 13,040 19,0603
3,043 3,966 4,349 4,803 5,340 5,958 7,020
2,909 3,915 4,096 3,897 4,424 74082 12,577
73 73 73 73 73 73 73
39 61 69 72 S1 91 79
6,411 9,558 10,595 9,844 11,097 13,304 21,578
11,995 13,815 15,505 15!510 _16,939 21,787 _§§!963
763 1,797 G50 1,197 1,119 2,135 2,448
479 532 473 008 716 1,014 1,038
566 063 24501 965 1,025 1,443 1,514
1,808 2,992 3,924 2,770 2,870 4,592 5,000
439 439 439 439 439 439 4 39
92850 10,486 11,244 12,403 13,621 16,7506 20,524
’ U’ Q:’ ’ O 2, 2 ,U ’ - , U
102 102 102 102 0= -0=- -0=
]i),1§7 10,823 11,581 24740 14,060 17,195 20,963
11,995 13,815 15,505 15,510 16,930 21,787 25,963
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EALIBIT B
X Manufacturing Company

Reconciliation Of Purchasing rower
Gains And Losses On Net Monctary Asscts

1646 1947 1648
? b »
Conventional Net Monetary Assets

Balance Dccember 31 783 1,252 1,755
Less Balance January 1 373 733 1,252
Increase During the Year 410 469 503
Averagc Purciiasing rower Factorn 137.5% 120.1% 111.6%

Increases Converted by Average :
Purchasing, Power Factor 564 563 5601
Converted Balance Javuary 1 549 971 1,424
Total 1,113 1,534 1,985
Converted Balance vecember 31 971 1,424 1,957
Loss on Net Monetary aAssets (sain) 142 110 28




94

1949 1950 1951 1952 1953 1954 1955

$ » » $ $ » ®
3,323 1,179 972 2,882 2,969 3,880 ( 615)
1,755 3,323 1,179 972 _2,882 2,969 3,880
1,568 (2,144) (_207) _1,910 87 911 (4,495)
113.7% 111.6% 103.3 T10l.1% 100.3% 99.9%  100.2%
1,767 (2,393) ( 214) 1,931 87 910 (4,504)
1,957 3,776 1,265 986 2,896 2,963 3,891
3:751 1,383 1,051 2,917 '§f§§§ ‘3f§7§ T 613)
3,776 1,265 986 2,896 2,963 3,801 ( 615)
( 52) 118 65 21 20 ( 18) 2




ChAPTER VI

Summary And Conclusions

Validity of thc¢ Original liypothesis
Tlie hypothesis as expressed in Chapter 1 is that in
a period of inflation the earning rates calculated on

conventional accounting stutements are overstated in terms

of the real incomc and assets of the business. Tlie cases

developed in Chapter IV bear out this hypothesis an part.
From the analysis of the Lypothetical companies, it was

determined thit the earning rates developed from conventional

accounting data are misleading during periods of inflation.

However, the degrec to wiich tliey are mislcacing varics

according to the nature of the assets and cauitics of the

business.

It should Lc noted that the conventional earning rates

of some of the hypothetical companies wcre actually under-

stated. This situation cxisted when thcre was a large gain

on the moncinry accounts. when this gain, caused Ly the

existence of large proportion of Monetary Liabilties, greatly
exceeded the overstatcement of net income due to insufficient

depreciativn charged on the historical cuost of the Non-Mone-

tary Assets the earning rates were understated. however,

in actuality this situation would Le unusual Decause busi-

nessmen generally like to avoid excessive use of the Monetary

N

&

T
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Liabilitics,.

The bLusinesses which were hurt by the inflation were
those who had large proportions of Monetary Assets. There
is a striking example of an actual business which found
itself in such a situation. The Montgomery ward Company
under the direction of Mr. Avery built up a large reserve
of cash immediately following World war II. The philosophy
of Mr. Avery was that the costs of expansion were too high
and that it would be wise to wait for a drop in the price
level. Thus, the company suffered 'a large loss of purchasing
power during the period of inflation following the war.

The analysis of the manufacturing company also
supported the original hypothesis. The earning rates of the
conpany were overstated throughout the period from 1946
thru 1956, The overstatement in this case was not as great
as in the hypothetical cases because the change in the price
level was not as great. While the assumptions mentioned in
the discussion of the cases might invalidate the results to
some extent, it is certainly doubtful if they would
materially offset the conclusions reached.

The earning rates developed from the study of the
American Accounting Association and Ly other prominent
accountants also tend to support the hypothesis. 1In all of
the companies investigated by these»authorities, the earning
ratcs based upon the conventional accounting statements were

materially overstated. Thc¢ converted earning rates in some
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cases actually reflect a loss of capital. As a result of
this and other facts vrought out vy the conversion of the
statements to reflect inflation, one of the companies studied

included in its annual report statements converted to

reflect the effect of inflation.

The Significance of the Results

The evicdence presented in this thesis shoulc certainly

interest to accountants. The use of historical cost

-,

ve o
by accountants may certainly ve challenged. The assumption
that the dollar is a constant unit of value may cause a very

rcal hardship on bLusiness during a pcriod of inflation. A

business enterprise may we subjected to undue pressure be-
causce of its indicated high e¢arning rates when in reality
the carning rates are matcrially in error.

lhe accountant and the accounting profession siould
strive to present real and mcaningful statcments and rejorts.
Indeed, this is the true responsit:ility of the accountant.
This would not recuire a complete dep-rture from the tradi-

tional principlcs of accounting. It would be necessary to

lecp the accounting rcecords in the traditional way in order

to have a basis for adjustment. lowever, it seems imperative

tliat supplementary statements to reflect the impact of
inflation should ve included in the accountant's records.
Since it is only logical to regard the business entcrprise as

an economic unit, the accountant should report to tlie
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interested parties the successes or failures of the business
as an economic unit. If the real earning rate of a Lusiness
on its 3Stockholder's Esuity is 5%, let it not be said that
the accountant was at fault Ly reporting it as 10%. 1f the
accountant cannot make Lis records reveal the true facts in
financial terms, it is certainly doubtful if the accounting
information is of any rcal value. 1In fact to the extent
that i1t is misleading, it nay be .orse than no.information
at all. This is a ratticr vroad indictmcent of accounting,
but to the extent tlhiat the accountant adds togethier apnles,
oranges, and bananas and calls the total apples, it is true,

The information provided oy the colculation of the
converted earning rates would certainly be of value to the
stockliolders of a corporate enterprise. 1t would provide
them with adaitional information which they could use in
evaluating the stock and in comparing it to stocks of other
companies. As pointed out in Chapter IV, it is certainly
netter to invest in a business having a large proportion of
Non-A onetary Assets during a period of intlation. 3ince the
stockliolders arce interested in the vusiness enterprise as
an econonmic unit, it seems tunat they would more than welcome
information based on economnic realitye.

Management would also be scrved Ly the calculation of
converted earning rates. While it is to be expected that
managenient would rcalize that infl-ti»on is in existence,

the converted earning rates would provide a means of
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determining the impact of the inflation upon their business.
For example, it would be helpful in decisions concerning the
method of financing proposed expansion, in matters concerning
wage increases, and in determining the full burden of taxes
on the business, ‘?_ﬁ}V
Othcr interested purtics such as the government might ;
|

well view the real earning rates with great interest.

Certainly the corporate income taxes have caused an i 'j
ineaquitable burden upon some business during the past few |
years. The excess profits tax in existence a few years ago
was certainly a burden upon corporations wnose reported
profits were materially overstated in real terms. Of course,
it has to ve admitted that the government must raise enough
revenue to carry out its activities. Lowever, in a period
of inflation it secms that many businesses and individuals
bear an unfair share of the burden of taxes because of the
accounting procedures which are used. It must Le admitted
that the accelerated depreciation and the adop%ion of LIFO
for tax purposes has helped avoid some of the inequifies.
But, irrcspective of these methods, many businesses-ﬁave
still borne an inequitable burden of taxes. \
The labor groups would also do well to consider the
real carning rate of the business when making demands for
higher wages. As pointed out earlier, a bdusiness might
report conventional earnings for a period of years only to

find that its real capital has bcen dissipated. Indeed, the
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demands of labor might effectively work against them in the
long run.

Although thiis thesis has discussed only the impact of
inflation on corporate earning rates, some mention must e
maue concerning the possible effect of cdeflution. It is
the tirm bLelict of the author that it thce adoption of the
converted earning rates and financial statements is made, it

must Dc made during times of deftlation as well as inflation.

In such times the effect on c:rning rates would no doubt
be the rcverse of the situation during inflation.

while this study of carning rates and inflation has
discussed many important asnects of the problem, there
certainly is room tor furtier work in this area. It would
e dcesirable to undertake a broad study to determine the
effect of inflation upon the whole area of ratio analysis
of financial statements. Such a project would take a great
dcal of time and effort. liowev.r, if the results were as
startlin;g as tiose uncovered concerning earning rates, the
information would certainly add¢ to the knowledge of the

significance and shortcomings of accounting information.
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