


ABSTRACT

A CRITICAL STUDY OF ASSET VALUATION
AND INCOME DETERMINATION UNDER THE
NEW UNIFORM UAR (EGYPT) ACCOUNTING
SYSTEM RELATIVE TO THE OBJECTIVES

OF ECONOMIC PLANNING

By
Abd-Elhay A. Marie

In December, 1966, the Central Accounting Administra-
tion of the UAR 1ssued a uniform accounting system (UARUS)
to be used by all economic units in the public sector,
with the exception of banks and insurance companies. Since
the UAR is a mixed economy (market-planned) and almost all
investment in fixed capital 1s determined by the Central
Plan and undertaken by the government, the UARUS was in-
tended to provide the necessary information to facilitate
planning, plan follow-up, and control at all organizational
levels of the economy (the Enterprise, the General Organi-
zation, the Ministry, and the National Planning Board).

This study examlnes the underlying theoretical support and
rational behind the UARUS, and evaluates the relevance and
appropriateness of information provided by it to the ob-
Jectives and needs of economic planning and central control.
The theoretical framework of the study and the guiding
principles of the analysis undertaken are extracted from

the theory of economic planning, comparative economic
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systems, managerial economics, and current developments in
accounting theory.

The function of accounting 1s found to be broader,
the rellance on accounting information for resource alloca-
tion and administration 1s found to be heavier, and the
need for accuracy 1s found to be more pressing in a planned
soclalist than in a market capitalist economy.

The rules provided by the UARUS for valuation of
inventories and depreciation of fixed assets are examined
and found to be at variance with the objectives of economic
planning. Alternative methods for inventory valuation and
cost of production determination are formulated by this
student to conform with economic concepts and are shown to
be potentially superior in inducing greater functional
efficiency of the firm in utilizing scarce resources. It
is also argued in the study that these alternatives are
practical and cardinally measurable within the limits of
reasonable cost and effort. An alternative depreciation
scheme, found to be consistent with the objectives of an
economic policy aiming at surplus agricultural labor
absorption in industry, 1s discussed in the study and
recommended. The scheme provides for higher rates of capi-
tal accumulation in labor intensive industries than in
capital intensive 1industries.

The set of financlal statements made mandatory as
to form and content by the UARUS 1s examined and found to

be more informative and comprehensive as to coverage and
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detalil of economic activites than what 1s currently avail-
able in other countries considered in the study. Being
based on historical cost concepts, information provided by
the UARUS also suffers from the many shortcomings of such
concepts. Three valuation bases for balance sheet items-
the current cash value, the running value, and the budgeted
value-~ are discussed and favored for their potential in
inducing greater efficiency in resource allocation and ad-
ministration. The Current Operatlons Account intended to
provide the main 1link between social and micro accounting
is found to be less effective than it can be and an alter-
native account 1s designed and recommended.

Some of the other main conclusions reached are: (1)
accounting information based on economic principles and
specially classified in accordance with the objectives of
economic policy are much more critical to the satisfactory
functioning of a planned socialist than they are to a
market capitalist economy, (2) the functional efficiency of
the firm 1s a more accurate indicator of the degree of
optimalify achieved in the process of intrafirm resource
allocation and administration than total efficlency. This
is not however to de-emphasize the importance of the latter,
(3) the UARUS does not provide adequately for the measur-
ment of functional efficiency, (4) intrafirm allocative
efficiency 1is equally as important as interfirm allocative
efficiency, (5) the UARUS does not provide adequately for

the measurement and inducement of intrafirm allocative
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efficlency because of its emphasis on control from without
and its neglect of control from within, (6) depreciation
belng considered as a process of cost allocaticn by the
UARUS, should more appropriately be considered as a tool
of economic policy, and (7) a tendency toward comprehensive
uniformity of accounting is observed in planned economies;
the more centralized the economy, the more uniform is

microaccounting and the more integrated it 1s with social

accounting.
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CHAPTER I
OBJECTIVES OF THE STUDY

1.1. Introduction

In December, 1966, the Central Accounting Adminis-
tration (CAA) of the United Arab Republic (UAR),l issued
a uniform system of accounts to be used by all economic
units under public ownership or public supervision commenc-
ing with the fiscal year 1967-1968 (July 1, 1967 to June
30, 1968), with the exception of banks and insurance com-
panies due to the difference in the nature of their
activities. Also a postponement of application of the
system upon the request of the appropriate minister super-
vising a branch of industry was to be granted for one fis-
cal year to economic units under his supervision.

At present, the ownership of the public sector in
the UAR extends to cover almost all industrial activities,
banking and insurance, foreign trade, the wholesale trade,
and a significant portion of retail trade. Agriculture,
small craft industry, some small business concerns, and

the bulk of retall trade are left to private ownership,

lrhe Uniform Accounting System (Cairo, U.A.R.:
Elbalagk Press, Dec. 1960); in Arabic.




though regulated by the government.2 It is, therefore,
apparent that the application of the Uniform Accounting
System (UARUS) is mandatory on almost all economic units
in the economy, with the above-noted exception of banks
and insurance companies, and with the exception of pri-
vately-owned economic units and whose volume of activities
constitutes a small portion of the total industrial and
commercial activities.

The current economic organization of the UAR is
discussed in Hansen and Marzouk, and the relevant parts
to this study are discussed in Chapter II.

The objectives of the UARUS are also stated in
Chapter II. The system is organized in three volumes. The
first volume contains the main skeleton of the system and
is divided into two parts: The first deals with the ob-
Jectives of the system, methodology used in its prepara-
tion, and the areas of economic activities subject to its
applicability. The second part is in four chapters: the

first chapter deals with the uniform chart of accounts to

2The ownership of the public sector has undergone a
process of expansion. It was started in 1956 by the national-
ization of the Suez canal which was followed by the national-
ization of British and French Companies. 1In 1960 the Misr
Bank and its affiliated companies were nationalized. 1In 1961,
44 companies and establishments were nationalized and public
ownership of not less than 50% of the capital of another 82
was imposed. 1In 1963 many of these 82 companies were nation-
alized. 1In following years other industrial and commercial
concerns and the wholesale trade were nationalized. For a
more thorough description of the process of nationallzation
and method of compensation in the UAR, see Bent Hansen and
Girgis Marzouk, Development and Economic Policy in the UAR
(Egypt), (Amsterdam: North Holland, 1965) pp. 19-21, 166-
171, and 197-203.
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to be followed; the second deals with principles, rules,
procedures, terminology, and definitions to be applied; the
third describes the number, type and format of financial
statements and supporting tables; and the fourth chapter
describes physical, financial and cash budgeting, the rules
to be followed in their preparation and the formats to be
used.

The second volume contains five appendices: The
first contains depreciation rates. The second provides the
principles and rules to be followed in exercising financial
control. The third deals with properties and definitions
of periodic and analytical information concerning produc-
tion capacities, quantity and quality of output, employment,
commodity input requirements, various financial ratios and
efficiency indices, and other information required to be
provided by the economic unit to higher administrative and
economic organs. The fourth prescribes and describes the
speclal purpose records to be kept by economic units. The
fifth appendix contains documents concerning the preparation,
authorization, and 1ssuance of the UARUS.

The third volume describes three standarized methods
for classifying economic activities along with appropriate
numbering systems: by type of industry, by kind of commod-

ity, and by nature of occupation.

1.2. Purpose and Scope of the Study

This study undertakes to examine the relevance,

appropriateness, and sufficiency of the economic information,



that will be provided as a result of the application of the
UARUS, to the needs of economic planning and the proper ad-
ministration and control of economic activities. In parti-
cular, the principles and rules of asset valuation and
income determination provided by the system are examined
and evaluated relative to the objectives of the system.
Comparisons with other available and possible alternatives
are made to show their possible superiority and/or inferior-
ity in the achievement of the desired objectives of pro-
viding economic information for proper economic planning,
and efficient economic management of the firm and the
economy. The impact of central economic planning and con-
trol on accounting practices 1s also examined and the
study, therefore, is somewhat involved in comparative
economic systems. Such involvement 1is necessary to docu-
ment conclusions reached with regard to the UARUS with the
experiences of other countries in securing the necessary
information for economic planning and centralized control
of economlc activities. The influence of soclial accounting
on microaccounting under the settlng of a market-capitalist,
a market-planned, and a non-market-planned economic organ-
1zations is also examined. In short, the purpose of this
Study is to inquire as to which type of economic informa-
tion is desirable for the objectives of efficient resource
allocation and administration under various kinds of social
économic organization; as to whether accounting can pro-

vide such information; and as to what extent the information
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provided by the UARUS 1s expected to satisfy these objec-
tives. Accordingly, the study 1s organized into the
following chapters:

Chapter II examines the obJectives of accounting under
variant economic organizations of a society. Three levels
of accounting objectives are distinguished: primary, inter-
mediate, and ultimate objectives, and differences as to
boundaries and method of realization of each of these levels
in a market and a planned economy are discussed. ObJjectives
of the UARUS are then examined and some characteristics of
the UAR economic organization that are relevant to the study
are given. Lastly, a criterion by which alternative account-
ing and economic methods are Judged in the rest of the
Study is stated.

Chapter III deals with the valuation of material
inputs and outputs and with the valuation of inventories for
the purpose of capital maintenance, income determination,
and the measurement of management efficiency in carrying
on various productive functions. Accounting concepts of
inventory valuation are compared to the appropriate economic
concepts. The latter concepts are chosen after a brief
discussion of the Marxist and Neo-classical theory of value
is given to determine which concepts are more relevant to
the UAR. The chapter deals with such problems as utiliza-
tion cost of materials, allocation of production accom-
plishments to various productive efforts, the development
of an index to measure the perceptive efficiency of mana-

gement, and cost calculation for price determination.
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Chapter IV discusses the problem of depreciation as
a measure of capital consumption and as an instrument of
economic policy. The deficienclies of the UARUS recommended
depreclation methods with regard to the achievement of
these objectives are spotlighted. Comparisons with other
countries are made to the extent considered relevant.
Chapter V examines the function and meaning of
financial statements in planned economies as compared to
market economies. The adequacy of the information content
of such statements, under the rules of the UARUS, for
satisfying the objectives of the system is then evaluated.
An appendix is provided for the chapter including the
formats of financial statements provided by the UARUS.
Chapter VI examines the relationships between social
accounting and microaccounting under the setting of market-
capitalist, market-planned and non-market-planned economies.
Uniformity in microaccounting is discussed to the extent
relevant to the subject of the chapter. A brief outline
of the UAR Social System of Accounts 1is also included.
Chapter VII states the conclusions reached from the

study, recommendations, and suggestions for further research.

1.3. Theoretical Framework and Methodology

This study 1s theoretical. It draws 1its framework
from the theory of economic planning, managerial economics,
comparative economic systems and accounting. A study of

economic planning provides the soclo-economic objectives






and general economic policlies that are desirable in the

UAR economy. A study of comparative economic systems
supplies the criterion on the basis of which the appropriate
economic objectives and policies are chosen to fit the par-
ticularities of the economy. A study of managerial econ-
omics provides the working techniques for the application
of policies and realization of objectives at various organ-
izational levels of the economy. Accounting provides the
information necessary to make possible the use of such
economic techniques, within the framework of the general
economic policies, to realize specific economic objectives.
Accounting provides information on how the objectives can
be realized, what objectives have been realized, and how
efficiently objectives have been realized.

Accordingly, the study is mainly a library research
Project in an attempt to bring these fields together. The
ultimate objective is to evaluate the adequacy of accounting
information in its present form to satisfy the diverse ob-
Jectives of economic planning, and to suggest, where suit-
able, alternative types of information. The UAR economy
1S the center of the inquiry, although other types of socio-
€Conomic organization are considered where it was found to
be appropriate.

The bibliography at the end of the study gives an

indication as to the extent of library research undertaken.
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1.4, Significance of the Study

The greatest contribution of thils study 1s for the
UAR. A comparison between what is being done to what should
be done provides a better guide for choice between alter-
natives than if such choice is based on past experience
alone. The adequacy of the UARUS in satisfying its' objec-
tives depends on many factors, some of which, as will be
seen, are not compatible with the others. The process of
selection from among these factors of those considered most
important makes use of both practical and theoretical con-
siderations. This study contributes to the understanding
of the selection process and its underlying theoretical and
practical support and rational.

The study also contributes to economic knowledge in
the area of comparative economic systems insofar as such
knowledge is related to accounting. It is, therefore, a new
type of contribution 1n the area of international accounting
as related to international economics.

The study can also be considered a source information

on the UAR economy and the UAR accounting practices.



CHAPTER II

OBJECTIVES OF ACCOUNTING UNDER VARIANT
ECONOMIC ORGANIZATIONS: OBJECTIVES OF THE
U.A.R. UNIFORM ACCOUNTING SYSTEM

2.1. Introduction

Accounting is a purposive and evolutionary discipline
and is influenced by the environment within which it oper-
ates. A quarter of a century ago George 0. May conceilved
of this evolutionary characteristic when he wrote:

Accounting Conventions should be well conceilved in

relation to at least three things: first, the uses
of accounts; second, the social and economic concept
of time and place; and, third, the modes of thought
of the people.

Fifteen years later, May's thoughts were reflected in
a "Report to the Councll of the Special Committee on Research
Program of the American Institute of CPAs" that says:

They (Postulates of Accounting) necessarily are

derived from the economic and policical environ-
ment and from the modes of thought and Sustoms of
all segments of the business community.

This chapter undertakes to examine the effects of
differences in the socilal, political, and economic en-

vironments within which accounting functions on 1ts objec-

tives. Two extremes of economic organization, a free market

1Financial Accounting: A Distlllation of Experience
(New York: The Macmillan Co., 1961), p. 3.

2Journal of Accountancy, CVI (Dec. 1958), p. 63.
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10

capitalist economy and a soviet type (planned) economy will
be examined for this purpose. Based on scrutiny, the ob-
jectives of the U.A.R. Uniform Accounting System3 will

then be evaluated.

2.2. Objectives of Accounting Under
Variant Economic Organizations:

It will be helpful if the objectives of accounting
are conceived as forming an hierarchy of levels. Each
level describes means for the attainment of ends of a higher
level and constitutes ends to be attained by means of a lower
level. In effect, three .evels of accounting's objectives

will be recognized: primary, intermediate, and ultimate.u

The primary objectives of accounting are mainly to provide
a record and organization of history and can best be ex-
pressed in the words of Professor Moonitz as:

The function of accounting is (1) to measure
the resources held by specific entities; (2) to
reflect the claims agalinst and interest in those
entities; (3) to measure the changes in those
resources, claims, and interests; (4) to assign
the changes to specific periods of time; and (5)
to express the fore%oing in terms of money as a
common denominator.

The intermedlate objectives of accounting are to

abstract, analyze, organize, summarize, and report from this

3(UARUS) will be used hereafter for the U.A.R.
Uniform Accounting System.

uSee Manley Jones, Executive Decision Making (Home-
wood, Illinois: Richard D. Irwin, Inc., 1962) for his
hierarchical classification of goals. pp. 5-24.

5Accounting Research Study No. 1 (New York: AICPAs,
1961) p. 23.
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recorded history those elements of data and information
pertinent to the achievement of the ultimate objectives.
The ultimate objectlves aim at the assistance in making two
types of economlc decisions dealing with scarce economic
resources: allocative and operative decisions. Allocative
decisions deal with inter-economic-unit allocation of
resources and operative decisions deal with intra-economic-
unit allocation and employment of resources.

These three levels are not lndependent nor are they
mutually exclusive. Rather they are dependent, inclusive,
and almost 1impossible to separate. My desire to treat them
separately 1s the result of my conviction that environmental
influences on them tend to increase as we go from a lower to
a higher level. That 1s, higher level objectives are more
apt to be influenced by economic and political ideoclogiles
than lower level objectives. This is due to the fact that
at higher levels, objectlves tend to be more general and,
therefore, take account of the greater number of variations
in the economic and political environment. On lower levels,
objectives are more specific, more detailed, and their
achievement falls essentially within the domain of common
techniques. On higher levels, the achievement of obJectives
is constrained by soclo-political ideologlies and underlylng
theory of sociopolitical economy. For example, the achleve-
ment of the primary objectives of accounting requires little
more than knowledge of the rules of double entry bookkeeping.

On the other hand, the achievement of its ultimate objectives
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requires knowledge of the adopted concept of economic effi-
ency, the adopted measures of such efficiency, and the
nature of the economic organization within which such con-
cepts and measures are employed. As an example, compare
the Marxist concept and the Neo-classical concept of econ-
omic efficiency. The first 1s based on the social necessary
labor theory of value, the second 1s based on the theory of
marginal utility and the price theory of value. The first
economizes basically on labor inputs, the second economizes
equally on inputs of all factors of production. The first
maximizes basically material outputs, the second maximizes
utility derived from material and non-material outputs,
etc. The result is a concept and a measure of economic
efficlency which 1is substantially different in Marxist
economic thought than its counterpart in Neo-classical
economic thought. The ultimate objectives of accounting,
though aiming at facilitating the efficient allocation and
employment of economic resources in both cases, will differ
as to the substance and measures of efficiency they aim to
achieve under Marxism and Neo-classicalism.

The success of accounting 1is serving its ultimate
objectives will, therefore, depend--among others--on two
main factors: (1) Idiosyncrasy of the decision relative to
the socio-political-economic environment, the decision
level in the economic organization, and the degree of cer-
tainty or uncertainty involved, (2) Characteristics of the

decision maker which include: degree of freedom accorded
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him in making the decision, his relative position in the
hierarchy of the social economic organization, his ideology,
and the nature of performance incentives and methods of
performance measurement.

2.2.1. Idiosyncrasy of the Decislon and

Characteristics of the Decision-
Maker in a Market Economy:

All variations of economic organizations fall on a
continuum according to the degree of economic freedom or
economic control allowed in the organization. The two ex-
tremes of the continuum representing economic freedom and
economic control are known as pure capitalistic market and
pure socialist planned economic systems respectively. Under
each of these two systems there are definite and clearly
identifiable characteristics on the basis of which the
economic organization of the society 1s basically built.

In this subsection, the first extreme will be examined; the
second will be considered in the next subsection.

The first extreme 1s also known as a free market
economy. Its ideal organization precludes the interference
of political and social forces with economic principles.

It never existed outside economic textbooks for (among others)
one good reason: politics is to economics as spices are to
Italian foods. It adds more flavor and enjoyment, however
expensive it might be. Of course, other important factors
Justify interference of political and social forces with
economic principles. Most important of these are the

unrealistic assumptions upon which a perfect market economy
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is theoretically construed.6 The essential feature of this
type of economic organization in practice, however, 1s that
a majority of the problems of economizing are still left to
the market to provide the solution. The presumption is
that the market forces will function to insure the optimal-
ity of economic decisions. Thls presumed optimality is
based (among others) on two critical assumptions of supreme
interest to us. The first, i1s the assumption of perfection
of knowledge; the second, is the assumption of economic
rationality.

For perfection of knowledge, three conditins must
exist: certainty of the cost and outcomes of available
alternatives for resource allocation, the finiteness of
their number, and, the free availability of this knoWledge
to all members of the society by virtue of thelir being the
owners of 1ts economic resources. Economic rationality
requires (among others) a maximizing behavior on the part
of all members of the soclety and the additivity of the
results of this behavior.

The ultimate objectives of accounting under these
conditions are to contribute to the perfection of knowledge
in the market and help the individual owners of resources
maximize thelr behavior. Accounting accomplishes these

objectives by providing information on avallable alternatives

6See for example the elucidating article of Hollils B.
Chenery, "Comparative Advantage and Development Policy",
American Economic Review, LI (March, 1961), pp. 18-51.
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for resource allocation, helping the efficient employment
of already allocated resources, and reporting on the effi-
clency of such employment. Its contribution to the 1last
is in essence its contribution to the first and the circuit
i1s closed. Accordingly, accounting is divided on the
micro-level into financlial and managerial accounting. The
former provides the owners of economic resources with
information about investment opportunities and alternative
returns in these opportunities on the basis of which they
make thelr allocative decisions; the latter provides' mana-
gement with necessary information for the efficient employ-
ment of resources allocated to the economic unit they are
entrusted to manage. The ultimate objectives of accounting
in a market economy, therefore, are two-fold: to contribute
to the proper functioning of the market in the allocation
of thé economic resources of the soclety to the most
desirable means of production, and to insure the highest
output from these means through their efficlent employment.

Thils role of accounting 1s serving the functioning
of the free market 1s displayed by professor Chambers
artistically in his definition:

Accounting is a systematic method of retro-

spective and contemporary monetary calculation
the purpose of which 1s to provide a continuous

source of financial information as a guide to
future action in markets7

7R. J. Chambers, Accounting Evaluation and Economic
Behavior (Englewood Cliffs, New Jersey: Prentlice-Hall,
Inc., 1966), p. 102.




- fr
Tig delln

Prorats?
rednvala

aztive dec

lreng £ el

P - A

srmamgrnt &
202700 O

r shratym o
EOR-SOEEN

D

,.

M
'

MR o

1 cr

-
. :
A

<




16

This definition, however, tends to place 1ts emphasis on
financial accounting and consequently on inter-firm allo-
cative decisions rather than managerial accounting and
intra-firm operative decisions. Edwards and Bell recognize
the importance of the two types of decislions, with an
apparent tendency toward emphasis on operative decisions,
in thelr statement

The principal purpose to be achieved by
collection of accounting data (other than
prevention of fraud and theft and the like)
is to provide useful information for the
evaluation of past business decisions and
the methods used 1n reaching these decisions.
Evaluation in turn has two facets: (1) eval-
uation by management in order to make the
best possible decisions for action in
uncertain future; (2) evaluation of manage-
ment, or more broadly of the performance of
the individual firm, by stockholders, cre-
ditors . . . regulatory agencles of the
Government and other interested outsiders in
order that they, too, may make better judgmﬁnt
with respect to the activities of the firm.

This multiple obJjective of accounting 1s more ela-
borately expressed by the American Accounting Associlation's

Committee on A Statement of Basic Accounting Theory which

states:

The objectlives of accounting are to provide
information for the followlng purposes:

1. Making decisions concerning the use of
limited resources . . .

2. Effectively directing and controlling an
organlzation's human and material resources.

8E. 0. Edwards and Philip W. Bell, The Theory and
Measurement of Business Income (Berkeley and Los Angeles:
University of California Press, 1965), p. 271.
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3. Maintaining and reporting on the custodian-
ship of resources.
4y, Facilitating social functions and controls.9
One important characteristic of economic decisions,

in a market economy, 1is suggested by the discussion up to
this point. This is, the point of departure in making
economic decisions is the laws of the market, however
modified by political attitudes and social norms. The laws
of the market guide the maximizing behavior and accounting
information 1is designed to help the appropriate functioning
of these laws. For example, an essential mechanism for the

appropriate functioning of the market 1s a price system

based on the laws of supply and demand. In his Accounting

Theory Professor Patoni0 quoted Mitchel as saying in this
connection:

Prices render possible the rational direction
of economic activity by accounting. For account-
ing 1s based upon the principle of representing
all heterogenous commodities, services and rights
with which a business_enterprise is concerned in
terms of money price.

Paton goes further to say:

This suggests a significant role of accounting.
Accounting by making price data available . . .
is perhaps the principal instrument by which the
directors of business are enabled to conduct their
affairs rationally. Accounting i1s a means by which
the complex data of the market, as they attach to
the particular business, %re translated into effec-
tive managerial criteria. 2

9p. 4.
10(A.S.P. Accounting Studies Press, Ltd., 1962), p. 7.

llpysiness Cycles, pp. 31-37.

121p14., p. 7.
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The level of the decision in the economic organiza-
tion also has an effect on the orientation of accounting.
In a market economy, allocative and operative decisions
dealing with economic resources are made by the individual
owners and managers of these resources respectively. Con-
sequently, accounting information is mainly oriented to the
service of these individual owners and managers. The en-
vironmental conditions impose a boundary on the services
of accounting and focus the prime attention on the individ-
ual firm as the major accounting entity. The result is
that the services of accounting are virtually limited to
the micro-level. Reporting on the collective economic
activities of the industry or a larger collectivity is not
a prime objective of accounting, if it is an objective at
all.

A third characteristic of the decision is the magni-
tude and effect of its outcome. Decisions that are made
in the present are gulded by the results of past decisions
and will probably influence decisions to be made in the
future. In addition, decisions that are made by one firm
may probably affect the functioning of other firms either
directly or indirectly and the efficiency of the decision
should be ideally measured, from the soclety's point of
view, by its aggregate outcome. A quotation from a well-
known article by Tibor Scitovsky demonstrates this point:

Profits are a sign of disequilibrium . . .

profits in a freely competitive industry 1lead

to investment in that industry; and investment
in turn, tends to eliminate the profits that
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have called it forth. This far, then, invest-
ment tends to bring equilibrium nearer. The
same investment, however, may raise . . . pro-
fits 1n other industries; and to this extent

it leads away from equilibrium . . . The pro-
fits in industry B created by the lower price
of factor A, call for investment and expansion
in industry B, one result of which will be an
increase in industry B's demand for industry
A's product. This in turn will give rise to
profits and call for further investment and
expansion in A; and equilibrium is reached only
when successive doses of investment and expan-
slon dn the two industries have led to the
simultaneous elimination of lnvestment in both.
It 1s only at this stage that . . . the amount
of investment profitable in industry A 1s also
the socially desirable amount. The amount 1is
clearly greater than that which is profitable
at the first stage before industry B has made
its adjustment. We can conclude, therefore,
that when an investment gives rise to precuniary
external economies, 1ts private profitability
understates 1ts soclal desirability.13

This quotation indicates the possibility of conflilct
between what 1s soclally desirable and what 1s privately
profitable. Accounting, in a market economy, does not
provide for social optimality. It is by virtue of the
demands and limitations imposed on accounting by the nature
of the economic organization that it 1is primarily oriented
to serve private asplrations of the individual owners and
managers of economlic resources.

The second factor that influences the objectives of
accounting and therefore its functioning deals with the
characteristics of the decislion maker. As was pointed out
above, decisions that involve the use of accounting assist-

ance are of two types: allocative decisions and operative

13npyo Concepts of External Economy", The Journal
of Political Economy, LXII (April, 1954), pp. -9.
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decisions. Accordingly, we can distinguish between two
categories of decislion makers: those who make decilsions
concerning the allocation of economic resources that they
own, and those who make economic decisions concerning the
proper employment of economic resources entrusted to them.
In a market economy, the first group includes a great
majority of all members of the society by virtue of their
being the owners of its economic resources. Out of this
group we are mainly interested in those who own material
resources specially in the form of investible capital in
any form. This group represents, for our purposes, the
first category of decision makers. They make the inter-
firm allocative decisions of the investible resources of
the soclety; they make these decislons in most cases
individually and not collectlvely; they form the highest
level of decision makers (at least in theory) with respect
to decisions dealing with economic resources they own and
therefore, exercise full authority in this regard; they
are subject to a minimum control from the government in
this respect; they represent a heterogenous group with
regard to education, experience, social and political be-
liefs and attitudes, and economic position in the socilety;
and most important, they all base their decisions to a
variable extent on accounting information. 1In effect we
find the obJjectives of financial accounting, for example,
stated 1n terms of "interested parties" such as stockholders,

creditors, etc., which form the above mentioned diversity
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of decision makers.14 Thus, with respect to financial
accounting, we virtually reach the same conclusions reached
before, the individual firm 1s the major accounting entity
without regard to interrelationships between lndependent
firms and the accounting statements are oriented to reflect
the private maximum rather than the social optimum. In
addition no provisions are made for possible inter-firm
aggregation of data 1in accounting techniques and methodolo-
gies employed.

It was observed, however, that this group of
"interested parties" is heterogenous on many counts, although
one set of financial statements is presented for them all.
No wonder, then, that the efficiency of the economic
decision that each member of the group reaches varies with
variations of factors characteristic to his personality,
and aside from the information content of the accounting
statements. '

The second group consists of those who make the
operative decisions concerning the employment of the econ-
omic recources of the soclety. They are called managers
and their functions are based on the science of management.
Some of theig characteristics are important for this
study. One of these 1s the degree of freedom allowed them

in making decisions and the source and magnitude of their

1“See for example, Eldon S. Hendriksen, Accounting
Theory (Homewood, I1l,: Richard D. Irwln, Inc., 1965) p. 82.
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authority; the second, is the decision criterion that
normally guides thelr administrative behavior.

In an economic system based on private ownership
of its means of production, as the economy grows and in-
dustrializes, the number of small owners of its resources
increases and at the same time tend to lose their power of
decision. Since intelligent decisions are based upon
knowledge, power of decisiun goes with such knowledge to
those who retain it, to the managers.l5 Within the indi-
vidual firm, this knowledge often accords management full
authority of decision. Management within the firm is
normally organized in an hilerarchy and the degree of
decision freedom depends, however, on the hierarchical
level; at higher levels full authority 1is accorded and
limitations increase as we go down the levels of the
hierarchy.

With regard to the decision criterion, it also de-
pends on the hierarchical level 1n the organization. The
criterion on the highest level stems from the ultlmate
objectives which generally include a satisfactory rate of
returns, however, that 1s defined. The ultimate objectives
and, therefore, the ultimate decision criteria are usually
set by the highest level of management in the hierarchy
and consequently impose the limits within which decisions

at lower levels are to be made. Whatever criteria are

15See John K. Galbraith, The New Industrial State
(Boston: Houghton Mifflin Co., 1967), pp. 87-88.
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used, what is important is that they are determined by
management to be used by management of the individual firm.
One important result is cor equential; the decision cri-
teria used to determine the efficient employment of the
resources of the economy are varlable between firms and
industries. What is a pertinent and relevant accounting

to one firm is not, therefore, necessarily pertinent and
relevant to any of the others.

In summary, in a market economy, the objectives of
accounting are conditioned and structured to satisfy the
demands and limitations of the market economic organization.
These demands and limitations are, in essence, by laws of
the environment and delineate what objectives accounting
should serve and what methodologies accounting should
follow. The objectives, as we have seen, are to contribute
to and facilitate the appropriate functioning of the mar-
ket, and the environment within which these objectlves are
to be achieved results in the following:

1. The major accounting entity is the individual
enterprise and no inter-firm interdependencies are accounted
for. Consequently, no provisions for possible aggregation
of data for soclal purposes are made.

2. Accounting information serve two major groups of
beneficiaries: individual owners of economic resources
and individual managers of these resources. Overall socilal

beneflts are not major concerns of accounting.
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3. Decision criteria are variable between firms and
industries. Consequently, accounting techniques and
methodologies are variable between firms and industries.

4y, Prices of factors of production and of commodities
produced are set by the individual owners and managers
respectively in accordance with the conditions of market
supply and demand which presumably reflect their scarcity
on a trial and error basis.16 Accounting information is
invaluable in price setting for both factors of production
and commodities produced and, therefore, is decisive in
considering which commodities to produce and which factors
to use.

5. The most important measure of rational conduct
in doing business 1is profit and 1s, therefore, the most
important performance measurement criterion. Consequently,
the most important single purpose of accounting 1s the
measurement of proflt and profitability.

2.2.2. Idiosyncrasy of the Decision and

Characteristics of the Decision
Maker in a Planned Socialist Economy:

The second extreme of economic organization is known
as a centrally planned socialist economy. JSome generaliza—
tions about this type of economy are pertinent at this

point. The first generalizatlon is a consequence of what

16See footnote 24, p. 29, for an explanation of this
statement.
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Novel? has called the "Liquidationist" attitude to economics
and is of the effect that, as a general rule, no provisions
are made for free market forces in the economic organiza-
tion of the society. Nove cited Bukharin's expression of
this attitude in the followlng:

Political economy is a science . . . of the
unorganized national economy. Only in a soclety
where production has anarchistic character, do
laws of soclal life appear as '"natural", "spon-
taneous" laws, independent of the will of
individuals and groups, laws acting with the
blind necessity of the law of gravity. Indeed
as soon as we deal with an organized national
economy, all the basic "problems" of political
economy, such as price, value, profit, etec.,
simply disappear. Here the relations between
men are no longer expressed as "relations
between things," for here the economy 1is regulated
not by the blind forces of the market and compe-
tition, but by the consciously carried out plan
. « « The end of capitalist and commoditg soclety
signifies the end of political economy.l

Of course, Bukharin has been proven wrong by eminent

political economists of his own faith.19 For example,

17A1ec Nove, The Soviet Economy (New York: Frederick
Preager, 1966), p. 280.

l8Ekonomika perekhodnovo (Moscow, 1920). Translation
cited by Nove from Adams Kaufman "The origin of political
economy of socialism", Soviet Studies (January 1953), pp. 273
ff., Nove, Ibid., p. 281.

l9Of‘ course this stand was not taken only by Bukharin.
E. Preabrazhenski and others took a similar stand. Prea-
brazhenski writes "we counterpose to commodity production
socialist planned production; to the market the accounting
of socialist soclety; to value and price the labor cost of
production, to the commodity the product", New Economics
(Moscow: 1926). Translated from Russian (Oxford:
Oxford University Press, 1965), p. 162. And he wrote "The
sclence of collectlively organized production would replace
the theory of political economy", Novaya Ekonomika (Moscow,
1926), p. 19. Cited by Nove op cit., p. 282. And Stalin
in his Economic Problems of Socialism wrote: "The problems
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applicability of the law of value for the sociallst economy
of the Soviet Unlion has been under dispute for a long

period of time. But Nove, reporting on a conference on

this law held early in 1957, saild

At this conference, the majority held that Stalin
has been wrong in confining the law of value and the
designation "commodity" to consumers' goods and the
products of cooperatives, that goods circulating
within the state sector were also commodities, and
that the law of value has general application
throughout the economy.

of rational organization of production forces, the planning
of the national economy, etc., are not the subject of
political economy, but the subject of economic policy of
diregﬁing (1.e. political) organs", cited by Nove, Ibid.,
p. 284.

20Nove, Ibid., p. 286, for further discussions of
this opposing view see for example, Maurice Dobb, On
Economic Theory and Socialism (New York: International Pub-
lishers, 1955) especially Ch. III, and Papers on Capitalism
Development and Planning (Routledge and Kegan Paul, 1967),
pp. 1480-163. Dobb (p. 150-51) cited the note preceding
the published summary of a discussion about the revival
of theoretlical economic discussion under the auspices of
the Institute of Economics of the Academy 1in December,
1956, so saying: "A number of positions taken up in our
literature until now and widely adopted need more precise
working out, and some of them appropriate emendations. .
Reform of price policy has great economic significance
since directly linked with it 1s an improvement in the
forms of economic accounting, planning of prime cost and
profitability of production, questions of calculating the
effectiveness of capital 1lnvestment and of introducing new
techniques, etc." Voprosi Ekonomiki 1957, No. 2, p. Tl.
See also Ota Sik, "Socialist Market Relations and Planning"
in Socialism, Capitalism and Economic Growth, C. H.
Feinsteiln (ed) (London: Cambridge Univ. Press, 1967),
pp. 133-157. Also see George R. Flewel, The Soviet Quest
for Economic Efficiency (New York: Frederick Praeger,
1967) for an excellent survey of the debate, Chs. 1 and 2.
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But as John Kenneth Galbraith puts 1it,

The genlius of the industrial system lles 1n its
organized use of capital and technology. This 1s
made possible . . . by extensively replacing the
market with planning . . . In all cases there are
careful projections of output; careful control of
prices; . . . careful steps to see that the things
needed for production . . . are avallable in the
requisite amounts at the anticipated prices at the
right times. To leave these matters to the market
would be regarded, by those principally involved,
as the equivalent to leaving them to chance.

Nevertheless, carefulness or carelessness can be
measured only agalinst some measurement rod. Problems of
industrializing are essentially problems of economizing
and their careful solution can best be measured against
economic laws and principles, however, planned their
solution may be.

The Second generalization is a corellary of the
first and 1s of the effect that everything of economic
nature is planned on both the aggregate and the disaggre-
gate levels. The followlng quotation gives the essence of
this generalization:

Socialist enterprises do not work completely
separately and independently of each other,
according to thelr Interests and decisions, for
a more or iess unknown market. Thelr general
course 1s coordinated and balanced by the
macroeconomic plan. The basic structure of their
output programmes 1s regulated by overall planning.
Technological and investment policles are under
planned control and the training of personnel is
organized with regard to the changes in the struc-
tures of the labor force. The plan also lays down
the overall distribution of the national income
and regulates the movements of key prices, price
relations and the general price level. By these

2lop cit., p. 354.
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means planned regulations are extended to cover
the whole fileld o£ market demand and its funda-
mental structure.

The third generalization 1s that soclal and political
ideologies and belilefs play a dominant role in the organi-
zation and functioning of the economy and 1s of the effect
that pure economic laws and principles of economic conduct
do not hold the supremacy they hold in a capltalist market
economy. Many examples demonstrate the plausibility of
this generalization, but the space here is limited for
their discussion.?3

Owing to the above characteristics, the "invisible

hand" of the free market 1is not available for a planned

socialist economy to insure efficient allocation and

220ta Sik, op cit., p. 154.

23Three examples demonstrate that: the first can be
found in the controversy about the applicability of the law
of value to a planned socialist economy. See Alfred Zauber-
man, "The Soviet Debate on the Law of Value and Price Forma-
tion" in Value and Plan, G. Grossman (ed.) (University of
California Press, 1960), pp. 17-40; Maurice Dobb, Political
Economy and Capitalism (New York: International Publishers,
1945) Ch. VIII; Nove, op cit., pp. 286-91 and Ota Sik, Ibid.
The second example can be found 1n the discussion around the
economic concepts of scarcity, utility, and marginalism.
See Petes Wiles interesting paper, "Scarcity, Marxism and
Gosplan," Oxford Economic Papers, V (September 1953),
288-316, and his essay on "Growth versus Choice", Economic
Journal, LXVI (June, 1956). See also Nove, Ibid., pp. 292-
302. he third example can be found in discussions about
investment criteria. See M. Dobb, On Economic Theory of
Socialism, Chapter III, B, and Chapter XV. See also Nove,
op op cit., Chapter 12; Oskar Lange and Fred M. Tayler, On
the Economic Theory of Socialism (University of Minnesota
Press, 1937; McGraw Hill paperback, 1966) pp. 55ff; and
George R. Feiwel, op cit., pp. 1-16 and Chapter 3.
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employment of its economic resources. Some visible body
should pursue the objectives and carry on its functilon.
This visible body is usually a state planning agency or its

equivalent.2u

The implications of this form of economic
organization to accounting are twofold. The flrst is an
instinctive result of the absence of free market forces

and 1s of the effect that economic accounting calculations
replace market calculations. The roles of accounting
instead of being auxiliary to the market and dependent on
it are now rivals to the market and independent from it.
The second implicatlon is a consequence of the change in
the form of ownership of economic resources. Here socilal
ownership of the productive resources of the soclety 1is,
now, the rule and private ownership is an exception. But
ownership carries its problems with it and therefore the
task of efficient allocation and employment of those re-
sources falls now on the shoulders of a Central Administra-
tion or its appropriate organs rather than on the shoulders

of the individual members of the society. The result is a

change in the whole orientation of accounting and 1its

2u'I‘he invisible hand performs these functlons, using
a trial and error method. "The solution by trial and error
is based on what may be called the parametric function of
prices . . . The equillibrium values of these parameters 1s
determined by the objective equilibrium conditions (demand
equal to supply). As Walras had so brillliantly shown, this
is done by a series of successive trials." Oskar Lange,
op cit., p. 70. On the subject of how a sociallist planned
economy can achieve a social optimum, see C. E. Ferguson,
Microeconomic Theory (Homewood, Ill.: Richard D. Irwin Inc.,
1966) p. 377ff. And Oskar Lange "The Computer and the Mar-
ket" in Feinstéin (ed.), op cit., pp. 158-161 and his On
The Economic Theory of Socialism, Op. cit.
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methodologies to serve virtually a new type of "interested
parties."

We start with the second implication first. As has
been argued before, the ultimate objective of accounting 1s
to facilitate the making of economic decisions dealing
with efficient allocation and employment of economic
resources. The ultimate objective 1is affected by the
orientation of the decision, the characteristics of the
decision maker and the subjJect of the decision. 1In a
soclialist economy, economic decisions are basically socially
oriented by virtue of their being affectors of change in
resources owned by the whole soclety and not by any individ-
ual member. And, since what is best for the individual
is not necessarily the best for the society, it follows
that what 1s the best accounting from an individual's point
of view is not necessarily the best from a social point of
view. Soclal orientation of accounting has the following
results:

1. The major accounting entity 1s no more limited to
the upper boundaries of the individual firm, but extends to
cover collectivities of firms, industries and the whole
economy.25

2. Accounting serves the society and not the indi-

vidual and overall social benefits become one of 1ts major

concerns.

25See R. W. Campbell, Accounting in Soviet Planning
and Management (Cambridge, Massachusetts: Harvard Univer-
sity Press, 1963), pp. 27-37.
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3. The freedom of the management of the individual
enterprise in decision making 1s more limited by socilo-
political and ideological factors. New constraints are
imposed and a new objective function is to be maximized.
The new constraints and the new factors in the obJective
function need to be satisfied and served by accounting.

4., Decision criteria between firms and industries
tend toward uniformity and factors of interdependence and
dependence tend to be recognized and accounted for 1in it.
Uniformity in the decision criterla requires uniform
accounting for similar items between firms and industries
and factors of interdependence and dependence require an
extension of the domain of accounting to cover inter-firm
and inter-industry calculations 1in an economically sound
manner.

5. Profit is no more the main aim of production.
Other important factors such as the satisfaction of the
essential requirements of the people, construction of
a powerful industrial base or englneering a supreme
defense system are much more important than profit alone.
Nonetheless, the roles of profit in measuring performance
are being revived as will be treated later in this section.

The first implication--that of accounting calcula-

tions replacing market calculations--results in:
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6. Prices of factors of production and of output
produced are no more determined solely on the basis of
conditions of supply and demand, nor in the mere reflection
of their scarcity, but in addition, according to the over-
all objectives of the macroeconomic plan. It follows that
"the substitution of administrative organization of the
allocation process . . . for the market organization means
that the province of accounting is enlarged to 1lnclude
responsiblility for generating all economic information . .
A shift from the market economy to the administrative
economy implies that the whole process of preparation and
control of the national economic plans comes within the
scope of accounting."26

In short, the functions of accounting are much more
difficult and the achievement of its ultimate objectives
is much more complicated and laborious in a socialilst
planned economy than in a market economy. In the latter,
it seems that the most important single function 1s the
measurement of profit,27 but doubt is cast on the lmportance
of this function in the former. Therefore, a brief review
of the role of profit 1n a planned economy will conclude
this section.

Profit, in a market economic organization, 1s the

main force behind the movement of economic resources among

261b1d., pp. 3-4.

27See the literature on the Balance Sheet-Income
Statement Controversy.
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and within alternative means of production. Investors
allocate thelr savings among alternative firms according

to their "profitability! they measure the efficiency of

the firm and its management by proflt per share, dlvidends
per share, etc., managers employ the firm's economic re-

sources in, presumably, the most profitable alternatives,

they measure their subordinate's performance according to

(among other things) the profitability of their effort,

and in short, profit 1n a free market capitalist economy
is the most important single aim of business and, therefore,
it follows that its measurement is the most important single
aim of accounting.

In a socialist planned economy, profit is looked
upon from two points of view. As Mr. N. S. Kruschev
stressed in 1962: "In characterizing the socialist system
of economy we must not confuse the concept of profit as
appllied to the entire national economy and as applied to a

particular enterprise."28

In a soclalist society, the
social aim is to satisfy the requirements of the people and
goods are produced not for the sole purpose of profit but
because they are needed by the people.
An individual enterprise, however, is a different
matter. 1In the given case, the question of profit

is of great importance as an economic index of the
efficiency of its operations . . . without an account

281n nis report at the planery meeting of the Central
Committee of CPSU in Nov. 1962; cited by L. Gatovskii, "The
Rule of Profit In a Soclalist Economy", in M. E. Sharpe
(ed.) Planning, Profit and Incentives In the USSR, Vol. I
(New York: IASP, 1966), p. 90.
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of profit 1t 1s impossible to determine at what
level an enterprise operates and what contribu-
tion 1t2§s making to the fund of the entire
people. ,

From the social point of view, profit is "insepara-
bly bound up with the law of sociallst accumulation?30 by
virtue of 1ts belng a vital source of expanded socialist
reproduction. But for 1ts own sake, profit 1is not, the
major aim, the aim of soclalist production 1s expressed
concretely in the national plan which defines the level of
production necessary to satisfy the various requirements
of the socliety. Therefore, "profit 1s one of the subor-
dinated elements in the entire system of economlc categories
of socialism . . ."31

Reflecting on the individual enterprise, profit
essentlally retains its roles 1n capitallism. It is a mea-
sure of managerlial efficiency, an index of higher produc-
tivity, indispensable for intra-firm resource allocatilon,
and the fundamental base for incentives and bonuses. Many

Soviet economists regard Stalin as having been mistaken

when he:

291b1d., p. 90.
30Gatovskii, Ibid., p. 91.

311pid., p. 92; "An obvious belittling and, at times,
outright ignoring of the importance of profit and of value
categories in general were characteristics of the period of
the cult of Stalin's personality. He substituted naked
administration by flat for economic instruments of directing
the economy and material incentives . . . all this had a
direct effect on profit, which was regarded as purely
formal category." p. 95.
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Counterposed to the principle of profitabillity
of enterprises hils own principle of higher profit-
abllity . . . he regarded profitabllity of enter-
prises as "temporary and unstable" . . . the
concept of higher profitability was divorced by
Stalin from profit . . . The clear and defilnite
concept of profitability was replaced by the
absolutely hazy, indefinite and essentially mean-
ingless concept of higher profitability, which
has no relation to profit . . . One of the pri-
mary tasks of planning 1s to lnsure profitabillity
of individual entgsprises as the basis for social-
ist accumulation.

The followlng quotations will nakedly show the
indispensable roles that can be played by profit in the
administration of socialist enterprises:

To exert effective economic influence on economic
activity, 1t 1s essential to choose a criterion
that characterlzes to the greatest degree the opera-
tion of the enterprise and the interests of both the
national economy and the personnel of the enterprilse
. « « 1t 13 _profit, that constitutes such a
criterion.

The transition to the broad use of economic mana-
gement methods requires a single criterion for eva-
ulating their efficiency and, consequently, for
stimulating materially the enterprise's executives
and personnel . . . 1t 1s the engsrprises' profit
that constitutes such criterion.

Such indices as the growth of output volume, higher
finished output, greater output per rubble of fixed
assets, lower production costs--all together and each

321p1da., pp. 96-97.

33y, Trapeznikov, "For Flexlible Economlc Management
of Enterprises," Pravada, August 12, 1964, in Sharpe (ed.),
op cit., p. 196 with emphasis.

3uL. Leont'ev, "The Plan and Methods of Economlc
Management ," Pravada, September 7, 1964, in Sharpe (ed.)

op cit., p. 209.
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individually--have their own significance in
planning and the accounting process. But they
all come together and cross 1n profitability
which, for this reason, ought to be employed
as the key criterion for estimating the
efficiency of an enterprise's operations.35

The enterprise must possess a fund for material
incentives, the size of which must depend upon the
actual level of profitability.36

Enterprises wlll get bonuses on the basis of
thelr share of participation in the income created:
the greater the profitability in the plan, which
is compiled by the enterprise itself, the greater
will be the bonus . . . what 1s profitable for the
soclety should be profitable for every enterprise.37

The above quotations show the clear indispensability

of the concept of profit for the proper administration of
socialist enterprises. Its meaning and context in a
socialist economy seems to entall some differences from
its counterpart in a capitalist economy, a subject which
will be referred to later in this study. We now move to
see where the United Arab Republic's economic organization
fits into the picture and what implications it contailns

to accounting.

3%E. g. Liberman, "Once Agaln on the Plan, Profits

and Bonuses," Pravada, September 20, 1964, in Sharpe
(ed.) Ibid., p. 215.

36y. S. Nemchinov, "The Plan Target and Material
Incentives," Pravada, September 21, 1962, in Sharpe
(ed.) Ibid., p. 111.

3TE. G. Liberman, "Plan, Profit, Bonuses,"
Pravada, September 9, 1962, in Sharpe zed.) Ibid.,
p. 80 and 83.
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2.3. Objectives of Accounting in the
UAR: Objectives of the New
Uniform Accounting System

Inasmuch as they aim at the assistance in the making
of appropriate economic decisions, the ultimate objectives
of accounting should be no different in the UAR than any-
where else in the world. In its own way each country is
striving for efficlency and the UAR 1s no exception. The
way, however, is influenced by the economic organization of
the society which is, in the UAR, a socialist planned
economy reducing private ownership of economic resources to
the "non-feudal" agricultural sector and the "non-exploita-
tive national capitalism." The latter is virtually limited
to retail trade, housing, and the small craftsmen industry.
The rest of the economic resources of the society are
socially owned and administered. The somewhat decentralized
administration and, in essence, the comprehensive planning
and control of economic activity are carried out through a
mechanism of coordinated socialist national planning and
ministerial hierarchical control. The roles of the market
are recognized and relied upon to a much greater extent than
in Soviet type economies. The following are some character-
istics of the UAR economy with regard to allocation and
administration of economic resources:

1. Virtually all new investment in the economy 1s made

directly or indirectly through the government.
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Investment 1is allocated to varlous sectors according to a
five (or seven) year plan.38

2. All public enterprises are classified into groups
according to the nature of their main products and each
group 1s subjected to the supervision of one of the
(currently) forty-three f~~~ral Organizations established
specifically for this purpose. Each General Organization
i1s independent in 1its own decisions within the limits of
the laws governing such organizations (to be discussed
later) and as long as it observes the requirements of
the National Plan.

3. Each General Organization allocates 1ts appro-
priated share of investment between its affiliated enter-
prises (or in some cases establish new enterprises) accord-
ing to a predetermined scheme of priorities of investment
projects and according to the position of each enterprise’'s
planned projects in the scheme.

4. Although investment in fixed capital is set by
the government 1n the National Plan, investment in current
capital is by and large decentralized. Each firm draws
its own production plans according to its available
capacity and supply and demand conditions subject to
the approval of the mother Organization.

5. Each firm 1s independent in its decisions concern-

ing intra-firm allocation and employment of economic

38For a brief description of how the UAR economic
system works, see, Hansen and Marzouk, op. cit., pp. 303-308.
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resources, as long as they are not specifically appropriated
to a given project by the Organization, and as long as the
firm observes the requirements of the law.

6. Labor and material markets are generally free
with a minimum wage level imposed by the law and with a
mixture of administered and free market prices of materials.

7. Prices of the final products of public firms are
generally administered by the government and set on the
basis of cost plus a falr profit margin. Some commodities
are priced at, or below cost and subsidized by the
government for reasons of social relief or export market
competition.

8. Some commodities, as well as some materials, are
rationed usually at a cost or below cost official-price
(sugar, kerosene, cotton seed oil, and others) and those
wanting to buy rationed goods in excess of their ration
can do so at higher official prices.

The objectives of the UARUS as stated in the system
are : 39
1. To provide basic information and analytical tools and

methods for planning, execution of plans and control
at all levels.

The levels specified by the system are the following:

a. The enterprise level: 1In addition to providing

the necessary information for the analysis of

its financial position and results of 1its
operations, the system requires each economic

8 390AA, The Uniform Accounting System, Vol. I, op. cit.,
pp. ©-11.
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unit to prepare three mailn budgets: a budget
for production requirements in physical terms,

a cash budget, and a finance budget. This,
according to the system, will enable these
units, perhaps for the first time, to coordinate
their plans in physical terms with their plans
for finance, which 1s an essential coordination
on the enterprise level to achieve overall
economic balance.

b. The General Organization level: The system is
intended to provide information to faclilitate
control, direction and supervision and enable
the Organization to participate in planning.
According to the Law of General Organizations
and Public Enterprises, each Minister is
charged with the duty of supervising a number
of General Organizations through which he 1is
to execute the public policy of the govern-
ment. The General Organization 1s granted
authority to supervise, control, coordinate
and evaluate the efficiency of economic units
affiliated with it. The UARUS is 1ntended to
provide information to facilitate all these
functions.

c. The level of other organizations: The system
intends to serve the Ministry of Planning by
coordinating the various plans of separate
economic units with the National Plan and by
providing uniform information to enable the
Ministry of following-up the plan at all levels.
The system intends to supply the information
needed by the Ministry of Finance and the
Ministry of Economics by coordinating the
accounts of various economic units with the
National Budget, the Final Account, and the
Foreign Currency Budget. It 1s intended to
meet the requirements of the Banking System
with regard to the exercise of control over
circulating currency and liquidity statuses
of economic units. It 1is intended to provide
the Central Accounting Administration with
information needed for financial control,
follow-up of the plans, and evaluating the
efficiency of thelr execution. And, finally
the system intends to facilitate the func-
tioning of the Central Statistical and Public
Mobilization Administration by supplying
uniform information.

To provide a link between the accounts of the individual
economic units and the social (national income) accounts.
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3. To facilitate the objectives of collecting, organizing,
and storing of accounting information.

These objectives fit, in the scheme developed
earlier, the level of intermediate objectives, and they aim
at the achievement of the ultimate objective--the aid 1in
the efficient making of allocative and operative decisions
dealing with economic resources--at essentially four levels:
the level of the economic unit, the General Organization
level, the level of the Ministry, and the levél of the
National Economy. To put the demands on the services of
accounting into clear focus, some reflections on the func-
tional and organizational interrelationships between these
levels follow.

The functional and organizational interrelationships
of the first three levels are specified by the Law No. 60
for 1963, and the Law No. 32 for 1966 which defines the
authority, function, and interrelationships of each level
with respect to the others. These are summarized as
follows: 40

1. The Minister or his cdeputy presides over the
Board of Directors of the Generel Organization which, with
respect to affiliated economic units, exercises the duty
of the general assemply. The Minister has one vote on the
Board and his own decisions can only be passed by a

majority vote.

MOSummarized from Dr. Anwar A. Salamah, "Economic
Organization of General Organizations and Public Enter-
prises," Economic and Accounting Magazine (Cairo: Commerce
Club) No. 238 (Oct. 1967), pp. 6-12; No. 239 (Nov. 1967)
pp. 7-9 and No. 240 (Dec. 1967), pp. 11-15, (in Arabic).
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2. The Minister 1s given supervising, directing and
controlling authority over the General Organization.

3. The Chairman of the Board of the affiliated
economic units has to report decisions of the Board to the
Chairman of the Board of the Organization seeking approval
on matters concerning rules and regulations, financial
statements, the production plan, the budget forecast,
investment and finance plans, marketing and exporting
programs, increase or decrease in capital and utilization
of reserves and provisions of the economic unit 1n terms
not specified in the budget. The Chairman of the Board
cf the Organization submits the decisions of the Board
to the appropriate Minister for approval.

., The General Organization's Board exercises the
authority of participation in the preparation of the
affiliated economic unit's production plans that provide
for efficient use of avallable resources, supervising
the efficient execution of these plans, providing assist-
ance to the unlt in establlishing programs for increased
exports, rectifying the policy for increasing production
efficiency, and the measurement of the efflclency of
performance of affiliated units. The Organization is
also authorized to prepare uniform cost standards for
various activities of affiliated units, to supervise
work performance, to coordinate their effort, to review

their periodic reports, and to participate in the
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preparation of employment policy guided by effective
economic administration of affiliated economic units.

5. The Board of Directors of the economic unit is
granted full authority to carry on all functions required
for the achievement of the objectives of the unit in
accordance with the law and within the 1limits of the
above stated requirements.

6. Each General Organization has its own budget, but
is limited in its transactions to its total appropriation
in the National Budget. An appropriation is made to the
Organization as a whole and the Organization is entitled
to exceed the appropriation for a given affiliate by
drawing on the appropriations of the other affiliates.

With respect to the fourth level, the Supreme Council
for National Planning, headed by the President of the
Republic, fixes in advance, social and economic targets.
Each Minlstry, in cooperation with affiliated General
Organizations, prepares investment plans and suggestilons
in their own field and forwards them to the Ministry of
Planning whose technical secretary, the National Planning
Commission, coordinates proposals of various ministries and
proposes a comprehensive plan to be submitted for the
approval of the Supreme Council. The latter has a number
of technical advisory committees headed by the Ministerial
Committee for Planning Affairs. After detailed study of

the proposed plan by the Supreme Council and its committees
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the final plan is drafted 1ncorporating any changes, which
are sometimes radical, desired by the Council. Alongside
this planning machinery, there is a follow-up and perform-
ance measurement system to compare the actual and planned
execution and performance. The plan, which is usually a
medium term plan of five to seven years, 1s subdivided into
annual plans to be executed within the framework of the
National Budget and where it is connected with the budgets
of the General Organization (see number 6 above).

From the analysis in this section, up to this point,
we can draw the followling conclusions about accounting in
the U.A.R.:

1. Accounting serves the efficient making of
economic decisions at four levels, the Enterprise level,
the General Organization level, the Ministry level and the
National level.

2. Each firm 1s a separate accounting entity as
far as accounting for the individual firm is concerned
and is a part of a larger accounting entity so far as
accounting for the General Organization 1s concerned.

Each Organization is an accounting entity in 1its own

rights but is also a part of the larger accounting entity
of the sector. Lilkewlse, the sector being an accounting
entity in 1its own rights is a part of the larger accounting
entity of the economy.

3. On the firm level the usual functions of account-

ing tend to stay the same. On the Organization level the
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functions of accounting tend to be in the proximity

of accounting for a parent and subsidiaries of a con-
glomerate. This is also true for the two other successive
levels.

4y, The prime source of accounting data 1s the enter-
prise level. This information i1s successively aggregated
as well as supplemented to secure required information on
the other three levels.

5. Within each of the four organizational levels
all three levels of accounting's objectives exist, and,
therefore, the possibility of conflict between its ultimate
objectives at the four organizational levels exists and
needs to be resolved.

6. Decision criteria within and between firms and
industries tend toward uniformity only to the extent of
satisfying regulations. Virtually all operative decision
cirteria between firms, and to some extent between
General Organizations, are heterogenous. Allocative
decisions criteria tend to be uniform on the upper two
levels and diverse on the lower two levels.

7. Although profit i1s not the most important
single aim of production at the national level, it tends
to be one of the most important aims at the enterprise
level and therefore, goes with 1t all its properties in

influencing decisions and measurement of performance.
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8. In the UAR, the function of accounting is more
complicated than in any of the two extremes of economic
organization discussed earlier. The complication
occurs due to the fact that the economic organization
of the UAR 1s mixed and consequently the functions
of accounting tend to be a mixture of its functions
in a free market and in a socialist planned economy.
The UAR economy 1is comprehensively planned along with
a high degree of decentralization and in addition 1is
dependent on the market to a significant degree.
Whether the stated objectives of the UARUS will
be able to satisfy the requirements of various admin-
istrative levels in the economy is, therefore,
extremely doubtful and only experience can convincingly
supply the needed evidence. It is even doubtful that
the proposed system can satisfy its objectives, let
alone the objectives of the economy. All that we can
do at this point in time is to take the objectlves as
given and refer back to theory to examine the concept
in the hope that theory will shed some light on our
doubt. This 1s the purpose of the chapters that follow,
the last section of this chapter being left for a

statement of criteria.
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2.4, A Criterion for Judgment:

Six standards will be used to guide future analysis.

They ar'e:u1

Relevance and appropriateness for expected use.
Feasibility

Quantifiability

Additivity

Freedom from organizational bias.

Disclosure of significant relationships.

(02N ) BN —JUS IO Iy ]
e o o o e o

The first of these in the American Accounting Associla-
tion Committee's first standard along with their first communica-
tion g;uideline.“2 Relevance will be as to the obJjectives
of the UARUS and appropriateness will be as to the expected
use of the above-mentioned four organizational levels in
the UAR economy with the rest of the Committee's explanation
being accepted.

Feasibility 1s second in importance to relevance
and will be used here to mean compatablility to practical
applications within the limits of reasonable cost and effort
of any accounting method or procedure to be chosen. The
most relevant alternative is not always the most feasible
and, therefore, a reasonable balance between the two needs
to be weighed. This standard is the third standard used
in the preparation of the UARUS and 1s embodied 1in the
American Accounting Association Committee's second standard

of verifiability.

ulFour standards were used in the preparation of the
UARUS. They are: "(a) Simplicity, clarity, and flexibility,
(b) aim at the most acceptable principles and methods, (c)
Amenability to application, (d) Meeting the requirements
within and without the economic unit" op cit., p. 16

420p cit., pp. 9-10 and 14-15.
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The third standard 1s the Committee's fourth, and
the explanation given by the committee 1is accepted.u3

Additivity will be used to mean amenability to
mathematical addition by holding similar characteristics
to objects considered the same such as the sum of the parts
equals the whole. It 1s essential if data are to be aggre-
gated to serve successive hierarchical organizational
levels.

Freedom from organizational bias will be used here
to mean that any given piece of information intended to
serve more than one organizational level should be capable
of serving them equally well without bias toward the needs
of any one level. This 1s necessary if accountling informa-
tion is to objectively serve the needs of more than one
hierarchy of objectives.

Disclosure of significant relationships 1is the
Committee's second communication guideline and 1s being
accepted here as explained by the Committee.uu

These standards will be used as criteria to guide
my future analysis. It is important, of course, that any
accounting method meets the criteria as a whole. But this
is not expected to be the case, and therefore, it becomes
a matter of judgment. Even the decision that a given
accounting method meets the criteria as a whole 1s a matter
of judgment by virtue of the criterlia not belng objective.

The moment Judgments enter the picture, opinions of

431p14., pp. 11-12.

“81b1a., pp. 15-16.
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individuals are liable to differ and I expect that mine
will be no exception. All that I can do under the cir-
cumstances is to support my Jjudgment by the judgment of
others which (in my judgment!) would seem to be the most
powerful. This was a word of caution to prevent any
future disappointments, for the possibility of which I

will now turn.






CHAPTER III

VALUATION OF CURRENT ASSETS:

INVENTORIES

3.1. Economic significance of Inventories:

For a businessman, inventories are normally the most
important item in the current assets category; for an
economist, inventories serve to bridge the gap between the
production and consumption of goods; for a business cycle
student, inventories are an accentuating cause of short or
minor business cycles; and for an accountant inventories are
his "Achilles Heel."l

For a businessman inventories must be carried
for reasons of convenience and necessity. They are essential
for steady production and reasonable consumer satisfaction
and their presence provides both. But inventories embody
economic resources which are no longer available for employ-
ment in alternative opportunities once displaced by inven-
tories. The opportunity cost of maintaining them should,
therefore, be balanced against the expected value of the
convenlence of having them on hand. Nothing more needs

to be stated here on the importance of inventories or the

lthe term attributable to Professor Charles Johnson,
Accounting Review, XXIX (January, 1954), p. 15.

50
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problem they create to a businessman. Many books on mana-
gerial accounting treat the subject so extensively as to
make any attempt at comprehensive citation almost formidable.
For an economist, every 1inventory item has a dual
characteristic. Raw material inventories serve as both a
technical factor of production (as opposed to the natural
factors of production, land and labor) and as an intermedi-
ate product. As a technical factor of production, the
economist is concerned about the opportunity cost of
inventories. As an intermediate product, he 1s concerned
about their supply and demand; about their price. The
equality of opportunity cost on the margin and price is one
of his competitive equilibrium conditions. Semi-finished
and finished products from a business point of view are not
necessarily so from an economist's point of view unless
otherwise available for final consumption. If they are not
avalillable for final consumption, what pertains to raw
materials also applies to semi-finished and finished pro-
ducts. If they are available for final consumption, then
they are finished products from.the economist's point of
view and he is concerned about their opportunity cost of
production which is a decisive factor in their supply, and
their utility in consumption which is a decisive factor in
their demand, the interaction of which with supply estab-
lishes thelr value in exchange as measured by price. The
equality of long run average cost and price per unit of

product is one of competitive equilibrium conditions.
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But besides their being an 1lmportant factor in his
theory of the firm and in the theory of general equilibrium,
inventories are important to the economist on one other
count. Especially for students of business cycles, inven-
tories play a dynamic role. "The promlinence of inventory
investment as an aggravating agent in short cycles may be
considered as established."? 1In addition, there 1is
general agreement among economists that accumulation of
inventory in expensionary periods and their liquidation in
contractionary periods play an important role 1n accen-
tuating major cyclical fluctuations.3 Although concerned
mainly with inventory investment 1n real terms, that is in
physical terms, many economist would argue for the fact
that changes in valuation tend to have the same importance
in affecting cyclical fluctuations as changes in the physical
stocks. Changes in valuatlion affect changes in profit
margins and the latter have thelir established roles in
business fluctuations.

The problems of the accountant with respect to inven-

tory are intimately related to those of the businessman,

2M. Abramovitz, Inventories and Business Cycles (New
York: National Bureau of Economic Research, 1950), p. 497.

3No effort to treat the subject extensively 1s being
made here. For an excellent treatment of the subjJect consult
Clarence L. Barber, Inventories and the Business Cycle with
special Reference to Canada (Toronto: University of Toronto
Press, 1958), especially Chapter II for a brief survey of the
theory.
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by virtue of accounting being mainly a service for doing
business effectively. The accountant, like a physicilan,
is supposed to prescribe to his client the right remedy
and worry (at least ethically) about his 11ls. In the
area of inventory planning and control, accountants,
mathematicians, and statisticians have reached a stage of
sophistication that have made preventative remedies, which
enable the effective solution of inventory problems, quite
abundant. But the area of inventory valuation still remailns
the accountant's "Achilles Heel." To this area, the re-
maining sections of this chapter will be devoted.

A summary of the economic significance of inventories
follows:

1. Inventories embody economic¢ resources which
otherwise could have been used in alternative ways. The
embodiment of these resources in inventory investment
constitutes a sacrifice of their returns in the next
best alternative. Unless the value of the added utility
of investing 1n inventories is at least equal to the
value that could have been added by investing in the
next best alternative, inventory investment will result
in a misallocation of resources. Recognition of the
value added (positive or negative) by inventory investment
is one step toward efficient resource allocation.

2. By embodying economic resources, inventories con-
stitute a part of the economic wealth of the economic entity

under consideration. Thelir consumption results in a
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reduction of this wealth unless an equivalent amount

of resources is created. Thelr transfer to another
entity, whether 1n form or as embodied in another
product, unless compensated for in the same real amount
will result in a transfer of wealth. One entity will be
less well off than before and the other will be better
off than before. The aggregate wealth will remain the
same. To keep each party to the transfer as well off
as before, the amount transfered should be valued and
transfered in real terms (adjusted for changes in the
general purchasing power of money). The amount of
compensation should be just enough to replace the
transfered resources at the time of transfer.

3. The value of inventories at the time of
acquisition is the value of economic resources displaced
by thelr acquisition; their value thereafter 1s
equivalent to the value of economic resources needed
for their replacement in the same real amount. The
value of inventories after acquisition may increase or
decrease 1in real terms.® An increase in the real value
of inventories adds to the wealth of the economic entity
under consideration and a decrease in their real value

results in a reduction of wealth.

'"The term "real" 1s used here to signify a constant
purchasing power of the money unit used to measure value.
This may be so elther by accident or by correcting for any
changes that may occur.
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4., The most important aim in valuing inventories
in a planned economy is to preserve the real value of
wealth as an economic factor of producing income and
therefore to differentiate between stocks (capital) and
flows (income) of economic significance.

3.1.1. The Economic Significance of

Inventories in a
Planned Economy:

The statements above regarding the economic signifi-
cance of inventorles apply equally to a market and to a
planned economy. It makes a difference, however, when the
economy under consideration is a socialist rather than a
capitalist economy. The difference exists due to variations
in the conception of the law of value and the method of
its application. Since the UAR 1s a socialist economy,
it becomes very important, therefore, to designate the con-
ception of the law of value most applicable to the UAR
economy. Hence, a brlef historical sketch of the develop-
ment of the theory of value 1n economics seems to be
appropriate at this point.

A long time ago economists distinguished four kinds
of value for every economic commodity for which scarcity
is an attribute. These are value 1in use, esteem-value,

cost-value, and value in exchange.5 A group of economists

5In his Theory of Political Economy, Jevon distin-
gulished between value 1n use, esteem, and purchasing power
or ratio of exchange. 2nd ed. (1879), p. 87, as cited by
C. M. Walsh, The Four Kinds of Value (Cambridge: Harvard
University Press, 1929), p. 11. Walsh also cites Roscher's
Die Grundlagen der Nationalockonomie as dividing value 1nto
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especially those known as the socialist school with David
Ricardo in the forefront, considered value as a quality

of a thing in 1tse1f.6 Value was viewed as a sort of
fluid penetrating the commodities; "the quantity of that
fluid in each commodity was held to corfespond to the
amount of labour required to produce that commodity."7
This view was to later become the labor theory of value
developed by Karl Marx and his followers, which became the
backbone of Eastern Soclalist Economic Thought.8 Marx
distinguished between use-value, which signifies the
utility of a thing in the sense of usefulness and which

he considers as a property "independent of the amount of
labour required to appropriate its useful qualities,"9

and value as measured by "labor-time socially necessary . . .
to produce an article under the normal conditions of pro-
duction and with the average degree of skill and intensity

prevalent at the time."1l0 For him value has a "relative"

use-value, cost-value and exchange-value, and hence the
four kinds of value, p. 11.

6See Samuel Bailey's A Critical Dissertation on
the Nature, Measures and Causes of Value: Chiefly in the
Reference to the writings of Mr. Ricardo and his Followers
(New York: A. M. Kelley, 1825). See also the intellectual
study of Balley's Dissertation in Robert M. Rauner's,

Samuel Bailley and the Classical Theory of Value (Cambridge:
Harvard University Press, 1961).

TGustav Cassel, On Quantitative Thinking in Economics
(Oxford: Clarendon Press, 1935), p. 29.

80ap1tal A Critique of Political Economy, Vol. I,
The Modern Library edition, (Charles Kerr, IQUE;.

9Tb1d., p. b2.

101p34., p. 46.
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form and an "equivalent" form which he considered as "two
intimately connected, mutually dependent and inseparable
elements of the expression of value; but, at the same time,
. mutually exclusive, antagonistic extremes . . . a
single commodity cannot, therefore, simultaneously assume
in the same expression of value, both forms."ll Relative
value is a relation between use-value of different commodi-
ties and 1ts quantitative magnitude 1is determined by the
amount of socially necessary labor embodied in each. "The
relative value of a commodity may vary, although its value
remains constant. Its relative value may remain constant,
although its value varies . . ."12  The value of a commod-
ity, as distinctive from its "relative" and "equivalent"
forms can vary only corresponding to variations in the
amount of socially necessary labor embodied in it. The
equivalent form of value 1is expressed in the nature of the
commodity itself. "The very essence of this form 1s that
the material commodity itself . . . Just as it 1is, expresses
value, and is endowed with the form of value by Nature
itself . . . The particular commodity, with whose bodily
form the equivalent form is thus soclially identified, now
becomes the money commodity, or serves as money . . . the

universal equivalent."13

111bid., pp. 56-57.
121p14., p. 63.

131b1d., pp. 66 and 80.
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Another group of economists considered value as a
quality of the thing, not in itself, but with reference to
its user, appropriator, producer or with reference to
another thing.lu Still others would hold that "value of
a thing can only exist in relation to another thing: that
it 1s an actual or conceivable exchange proportion between
two things."15

From an investigation of the literature on the sub-
ject, 1t seems more convincing that value in general is
relative to somebody or something.l6 Value of a thing in
use 1s relative to the utility or usefulness it gives to
its user, whether psychic or otherwise. Without possess-
ing utility, a thing is of no use and, therefore, is value-
less. Value in use is hardly measurable with any precision.
"Being so close to mere usefulness, i1ts measurement 1if

possible in some cases, would belong rather to physics and

1l‘See for example, Walsh, op. cit., p. 15. "Economic
value 1in 1its generic sense, is a quality or power in, or
somehow connected with, appropriable things with reference
to the well-being and activity of the persons who do, or
who would if they could, appropriate them."

15Cassel, op. cit., p. 30.

16B. M. Anderson's conception of value would dispute
this statement. He argued that relativity of value is
circular reasoning and the only falr conception of value
is as a quantity. See his Social Value (New York: A. M.
Kelley, 1966) first published In 1911. Ch. II and XI.
We here distinguish, however, following Edgeworth,
Mathematical Psychics (London, 1881), pp. 83 et. seq.,
between value which is primary and embodied in the thing
and evaluation which 1is secondary and 1s devoted not to
giving value, but finding out how much value 1s 1n a
given thing.
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even to physiology."l7 Anything that possesses a value in
use does not necessarily have to possess the other three
values (air). Value in use depends on total utility and
needs the existence of no social relations.18 Henceforth,
it i1is the least important of all value. Anything that has
only a use-value 1is not scarce, is always free and almost
unappropriable and, hence, is not an economic commodity.
Value 1in use, however, is the baslis for all other values.
If a thing possesses any of them, it possesses a value
in use.

The esteem-value of a thing "is its power to make
us desire to possess 1t"19 ang presupposes scarcity and
appropriableness. The esteem-value of a thing depends on
its marginal utility and "varies directly with our . . .
preferences, and in some inverse proportion to the thing's
quantity, differently of different things and for different
persons."20 Since esteem-value presupposes scarcity, a
thing having it, willl always have an exchange-value but
not necessarily a cost-value., Because esteem-value depends

on marginal utility, its measurability depends on the

17Walsh, op. cit., p. 49. "The various uses of
the same thing may be compared with one another roughly;
and also the total utility of one thing may be compared
with the total utilities of other things and their
relative importance be estimated in round figures.
Nothing more than this seems to be needed."

181p14., p. 22.
191p14., p. 15.
201b1d., p. 50.
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measurability of the latter for which no practical absolute
measure is neither known, nor is needed.21

Of the four kinds of value, cost-value and value in
exchange are the most important. Exchange-value presupposes
scarcity, utility and appropriableness. The development
of the conception has a definite connection with the
historical development of utility theory22 and has been
conceived differently by different economists. Some econ-
omists view exchange-value as a ratio between two objective
articles, while others insist that it 1s a quantity.23

In the later conception "values are . . . represented by

arithmetical figures, which we call prices . . ."2” "The

21Economists have historically employed three theo-
retical approaches to the measurement of utility. The first
regards utility as a cardinal measurement, and the second
as ordinal, while the third approaches i1t as a rationali-
zation of behavioral phenomenon (revealed preference).
None of these however, possesses the requirement of measure-
ment theory. See Paul Samuelson, Foundation of Economic
Analysis (New York: Atheneum, 1965) Ch. V, and Milton
Friedman and L. J. Savage "The Utility Analysis of Choice
Involving Risk", Journal of Political Economy. LVI (1948),

pp. 279-304.

22For an excellent survey of this development see
George J. Stigler, "The Development of Utility Theory",
Journal of Political Economy, LVIII (1950), pp. 307-27,
373-96. The article covers the development from Smith to
Slutsky (1776-1915) and attributes the modern conception
of utility theory to Jevons, Menger and Walras. It also
credited Irving Fisher with the first careful examination
of the measurability of the utility function and its
relevance to demand theory.

23See Anderson, Social Value, Ch. II.

2"Cassel, Quantitative Thinking, p. 31.
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only fair criterion of the value of an object is, the amount

of other commodities at large, that can be readily obtained
for it in exchange, whenever the owner wishes to part with
it; and this in all commercial dealings, and in all money
valuations, is called the current price."25

The measurement of exchange-value in terms of current
prices does not necessarily mean that value 1s an absolute
quantity but rather--in an attempt at simplification--an
exchange relation between commodities, as expressed in
their exchange ratios, relative to a certain thing serving
as a common denominator. By thils our valuations--as
distinct from values--become measurable quantities in
terms of the common denominator chosen. The ox and dried
fish were such common denominators in ancient times. Money
is likewise used in modern times. It is Marx's universal
equivalent form of value.

Exchange-value is presumably the market expression
of what is known as subjective value. Although theoret-
ically a superior concept, subjective value 1s rather
unworkable since it involves expectations about the present
discounted value of expected future services of the thing
to be valued. This 1s computed by estimating the expected

future exchange value of the stream of services to be

257. B. Say, A Treatise on Political Economy (London:
Longman, Hurst, Rees, Orme, and Brown, 1821), p. 4. Compare
p. Tn. "Wherefore it 1s quite correct to say, that relative
value is determined by the relation of commoditles one to
another, and not solely by that of each commodity to money."
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obtained and discounting them to the present by an "appro-
priate" discount factor. The practical soundness of such
a process is doubtful. Presumably the closest approxima-
tion to subjective value 1s the current exchange value in
the market. This 1s usually based to a large extent on
future expectations, and since in most cases 1t is readily
obtainable, it is the one which has the most use.

Cost-value, like exchange-value, presupposes the
existence of use and esteem-value. Also anything that has
a cost-value will normally have a value in exchange. In
this conception cost-value is not tantamount with cost
as used by the accountant. Cost 1n the accounting usage 1s
a generic term and means different things for different
people with relationship to context. Professor Clark, as
far back as 1923, distinguished nine different kinds of
costs pertaining to different problems.26 In addition,
the same kind of cost tends to differ in meaning and magni-
tude for the individual and the society. A cost from the
pPoint of view of an individual is not necessarily identical
With cost from the point of view of society. Conversely,
not every cost to society is the same for the 1ndividual.
It is, therefore, delusive to speak of the cost of anything
Without relating it to the purpose of its measurement.

The cost with which our analysis will be concerned
In the main is the cost of production. The distinction

between the Marxist and the Western concept of cost of

———

267, M. clark, Studies In The Economics of Overhead
Costs (University of Chicago Press, 1923), Chs. 11l and IX.
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production 1is very important in Justifying our analysis
with regard to the UAR economy.

For Marx, the cost of production is an element of
the value of the product in his formula of wvalue: C =
¢c + v + s;27 where C is the value of the product, c is
equal to the value of intermediate inputs plus depreciation,
v is equal to the value of labor power expended in pro-
duction, and s is surplus value which 1s equal to Capitalist
profit on the one hand or to the workers' contributlons
to social capital accumulation and social unproductive
services on the other, according to whether the economy is
a Capitalist or a Socialist economy respectively. The
first two elements of value (¢ + v) he labels as cost-price
which when realized upon the sale of the commodity, should
be used to replace 1in kind the raw and auxiliary materials
consumed in production and to renew the labor power spent
by "fresh 1abour-power."28 His cost concept'is a concept
of average cost, which does not include any payments for
interest, rent--whether absolute or differential, or
returns to entrepreneurial abilities.?9

In current Western Economic Thought, cost of pro-

duction is equated to the current opportunity cost of

2702. cit., Vol. III (International Publishers,
paperback edition, 1967), pp. 25-26.

28Ibid., Vol. II (International Publishers paperback
edition, 1967), pp. 449-50.

291bid., Vol. III, parts V and VI.
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resources consumed in the process. Opportunity costs being
defined as those elements of cost that can be saved by not
conducting the production process, or alternatively as

the amount of revenue forgone in giving up the best avail-
able alternative 1n order to employ the resources in the
current production process. Therefore, 1t 1s necessary

to distinguish between the variable and the fixed cost of
production, and the short and the long run cost concept.
Cost includes payments to all factors of production includ-
ing land rent and interest on capital and returns to
entrepreneurs.

Given Marx's labor theory of value and average-
cost-price; and the Neoclassical theory of value and mar-
ginal-cost-price, we have to choose a pair as a basis for
future analysis. The choice should of course be limited
by the subject of analysis which 1s the UARUS and the
surrounding environment--in this case confined to the
Egyptian economy. Given these limitations, the choice 1is
very easy. The Neoclassical theory of value and the
marginal-cost-price are the more appropriate bases for the
analysis. This is so, if not for their superiority as
tools for economic analysis, because they are being em-
ployed in the Egyptian economy and therefore they furnish
the conceptual framework of the subject of our analysis
as being drawn from the environment within which the UARUS
is functioning. In addition, and more important, our

main concern is with the analysis of microefficiency for
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which Western concepts provide the main working tools
employed in the UAR. Such tools are also employed in
llastern economlcs as was seen in Chapter II, and as will
be seen in the remainder of thils study.

3.2. Methods of Inventory Valuation
in the UARUS:

The usual three-way classification of inventories
into materials and supplles, work in process and finished
product is made in the system and one method of valuation
is recommended for each class.

1. "Commodity materials": The first class of

inventories 1is "commodity materials," for which the system
provides no explicilt definition. 1In explaining the
accounts directory, however, the system provides for five
main control accounts under the master account "commodity
materials" (131).30 These are: raw material stores
(1311), fuel stores (1312), malntenance and supplies
stores (1313), packing and wrapping materials stores
(1314), and salvage stores (1315). This implies that
"commodity materials" include all tangible property

which is held for consumption 1n producing goods and
services in the normal course of business. This,
‘definition, however, would not cover "salvage", which
seems to be included under "commodity materials" for

reasons of convenience rather than natural proximity.

30CAA, The Uniform Accounting System, Vol. I,
op. cit., pp. 62-64.
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The system requires that "commodity materials"
consumed during the period and remaining at its end "are
to be valued in accordance with the moving average method
which 1is the average acquisition value after the last
addition

Value of inventory balance + value of addition

quantity of inventory balagie +
quantity of addition.

"Acquisition value" 1s used by the system in this context
to mean acquisition cost f.o.b. destination.32 Al1l
materials are to be valued by the above stated rule

except salvage which should be valued by average selling
33

prices of the previous year.

2. Unfinished product and work in process: These

are defined in the system as "the inventory at the end of

a given period of semi-processed materials which are not
amenable to sale at its then present conditions."3u A
mixed method of costing is recommended for valuation of
unfinished product and work 1in process. They are to be
valued by full production costs (absorption costing) of the
production stage immediate to thelr current stage of
production plus direct materlals and direct labor of the

current stage (some sort of direct costing). The system

states:

3l1p14., p. 110.

32(caA), Monthly Training Bulletin, Nov-Dec. 1967,
p. 70. (in Arabic).

33(cAA), The Uniform System, p. 64.

3%1p14., p. 110.
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Unfinished product and work in process are to

be valued by production cost of the stage pre-

vious to the current stage of production plus

direct materia%g and direct labor of the

current stage.
Cost of production includes in this context the cost at
production centers and the cost at production service
centers and excludes the costs of any service center
not mainly providing assistance for production centers.

3. Finished product: Finished product is defined in

the system as:

The finished produce of the economic unit intended
for sale or rent. Semi-finished products are to be
also considered finished %g amenable to sale in thelr
then, present conditions.

The rule furnished by the system for valuation of
finished product 1is full production cost which includes
cost of production centers and cost of production service
centers. But if cost so computed was found to be higher
than selling price, a provision for the difference should
be made. The system states:

Finished product at the end of the period 1s

to be valued by cost of production. This
includes cost of production centers and cost of
production service centers. A provision for
the difference between cost .and selling price
is to be made if selling price 1s found to be
lower than cost so computed.
A host of puzzling questions can be raised at this

point. Two of these will be entertained here. The first

351b14.
361b1d., p. 107.

371bid., p. 110.
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question concerns what is inventory cost and what is inven-
tory value, and which is the more relevant for what purpose?
The second deals with the logic and theoretical support that
lie behind the recommended methods of valuation.

3.3. Value of Inventory versus
Inventory cost:

3.3.1. Raw Materials:

From the point of view of the individual economic
unit, raw materials constitute those tangible goods acquired
for further processing in the normal course of the business.
They are usually combined with the services of other factors
of production like fixed capital and labor to produce the
final product of the firm. The final product of one econ-
omic unit may be considered a raw material by other economic
units.

Accounting principles require that raw material
purchases be recorded on the books at cost, by debiting a
raw material account and crediting a cash or other creditor
account. When used by the firm in the process of production,
the acquisition cost of the amount used 1s transferred
from the inventory account to a production cost account by
crediting the former and debiting the latter. Although
acquisition cost is the accounting rule for valulng raw
material inventory, this cost can be determined according
to various methods. The most popular methods are first in

first out, last in first out, and average cost, with many
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variations being used for each. According to FIFO, what
was acquired first 1s charged to production first and what
remains in stock represents the values of the latest
acquisitions. Accouding to LIFO, what was acquired last
is charged to production first and what remains in stock
reflects the values of earlier acquilisitions. According

to average cost, the acquisition costs of various purchases
are averaged on the basis of a moving, weighted, or simple
average and an average unit cost is determined on the
basis of which production is charged and the remalinder in
stock 1is valued.

The objective of this analysis 1s to determine
whether the accounting cost rule is consistent with economic
principles, and if not, what such principles would imply
with regard to raw material valuation. The analysis starts
with the acquisition of raw materials.

Raw materials may be acquired currently for immediate
use in production or to be held in inventory for future use
in production. The decision as to when to acquire raw
materials not currently needed for production can be con-

- sidered as fairly independent of current production
decisions.

According to current economic principles the value
of any thing at a moment of time can be fairly measured by
its opportunity cost on the market at that time. The
opportunity cost of an article in one's possession is

here defined as the price currently obtainable on the market
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ffor scuch an article. What that price 1s may depend on the
point of view. From a buyer's point of view, the oppor-
tunity cost of an article is the minimum price needed to

be paid in the market to acquire the article. From a
seller's point of view, the opportunity cost of the same
article is the maximum price obtalnable for it in the market.
It is not unusual for these two points of view to diverge,
s0 the same article has two different market prices, even
from the point of view of one entity: a selling price, and
a buying price. This divergence is due mainly to the
economic process of specialization in buying and selling.
If the seller is not specialized 1n selling the article,

we would expect the maximum price he can get for it 1n the
market to be lower than the minimum price he would have to
pay to get it in the same market. To him, the buying

price is equal to the opportunity cost of acquisition, and
the selling price is equal to the current value of disposi-
tion. Both are economic measures of the value of the
article. The one to be used in this analysis will depend
on the nature of the specialization of the entity under
consideration. 1In this section the analysis will be
concerned with a buyer's point of view since raw materials
possessed by an entity specialized in selling them are
considered as a finished product from the point of view of
that entity, and are subject to the principles of valuation
of finished products. We can say, therefore, that if the

materials are regular inputs to the entity, then the
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relevant value is the current cost of acquisition, and if
the materials are regular outputs of the entity, then the
relevant value is the current price of disposition.
According to these principles, the opportunity cost
of raw materials at the time of acquisition 1s the market
price of acquisition. If such materials are immediately
used in production, their opportunity cost would be charged
to production and there will be no significant divergence
between the accounting cost rule and the economic oppor-
tunity cost principle. It is when such materials are held
in inventory for a period before they are used in produc-
tion that divergences between the acqulisition cost rule and
the opportunity cost principle can arise. This is the
most usual case in business operations today. My objec-
tive therefore is to analyze the possible reasons for such
divergence and examine their positive or negative magnitude.
With a perfect market, perfect foresight, and a
constant general price level, the opportunity cost of
materials held in stock at the time they are used in pro-
duction would be equal to the sum of the acquisition cost,
plus interest on this amount from the time of acquisition
to the time of use and any other cost necessary for carrying
raw materials in stock for the period. Let thils sum be
called the imputed opportunity cost at time of use. Under

the above conditions, this amount would be approximately
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equal to current acquisition cost in the market.38 Any
significant divergence between the imputed opportunity
cost and current cost can be traced to either or both of
two possibilities. The first 1s an unforeseen change in
the price of the raw materials in question during the
holding period relative to the prices of other goods.
The second possibility 1s a change 1n the general price
level over the same period. It should be noted that the
divergence under consideration is that between current
acquisition cost at current market prices and imputed
opportunity cost, and not between the former and past
acquisition cost. Each case 1s considered in a 1little
more detall.

1. Change in relative prices: Prices of raw

material items may change relative to other commodities
with the general price level being constant or changing.
If such items are held in stock for a period before
they are used 1in production under these conditions,
there may result a divergence between their current

and imputed opportunity costs. The current cost of

38Raw materials may have seasonal supply or steady
supply. A seasonal supply would render the price of materials
at any moment of time--under the above assumptions--equal to
the price at any future point of time, minus interest on the
current price for the period and any necessary storage cost.
With a perfect foresight these two amounts should be equal
for an exchange to take place.

Under a steady supply condition, raw materials would
be purchased for stock only if the quantity discount 1is
enough to cover interest and other inventory carrying
charges from the time of purchase to the time of use.
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production should be measured by current opportunity
cost. The divergence can be related to the perceptive
efficiency of management. A favorable divergence to
the advantage of the firm indicates superior efficiency
in predicting the course of relative prices, and an
unfavorable divergence indicates inferior efficiency.
The existence of no dlvergence may be considered as
indicating the marginal case of management efficiency
in predicting the future.

Under no clircumstances should a favorable divergence
be appropriately considered a part of the value of
production output or an unfavorable divergence be
added to the cost of production inputs, if the desire
is to measure the functional efficiencies of the firm
on the basis of economic principles. Such divergence
is the result of purchasing efforts and cannot be
attributed to production efforts. The divergence is
a holding gain or loss and not a revenue or expense
of current production.

2. Changes 1n the general price level: The oppor-

tunity cost of materials used in production in real terms
will be higher or lower than the number of money units
palid at acquisition according to a rise or fall in the

general price 1eve1.39 If knowledge about the future

39A physical unit of materials may cost 50 money
units at acquisition and 60 money units for replacement
at the time it is used in production. If production is
charged with acquisition cost, the current opportunity
cost of production is understated.
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course of the general price level existed at the time
the materials were acquired, and if the management
decision to acquire the materials at that time was
economically justified, then the imputed opportunity
cost of materials 1n possession should not be greater
than the current acquisition price, both measured at
the same price level. If the imputed opportunity cost
exceeds the current acquisition cost, both measured

in money units of equal purchasing power, this would
clearly indicate inefficliencies on the part of the
management in making the decision to buy and hold
materials. The discrepancy is a holding loss due to
insufficient perceptive efficiency of management. It
should be noted that to measure such efficlency, changes
in the general price level must be corrected for.
Otherwise, a real holding loss may appear as a money
gain and vice versa. Such money gains or losses are
not indices of efficiency. If not corrected for, this
may result in the impalrment of the purchasing power
of the capital of the firm.

Under these conditions, if production is charged
with raw material cost on the basis of the accounting
rule, holding gainé or losses will be included with
the gain or loss from production activities, thus sub-
stantially reducing the accuracy of measurement of the
latter. Any Judgment concerning production activities

of the firm as distinct from other activities
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(form-utility creating activities as distinct from
time-, place- and possession-utility creating
activities) on the basis of a rate of return will be
misleading due to the effect of these distortions.

In effect, if accounting practices are to give a correct
measure of the effectiveness of various activities of
the firm, they must be practices that make use of the
economic concept of opportunity cost.

In short, if we desire to account for raw materials
in a way consistent with economic principles, this would
require the following:

(1) Separate holding gains or losses from gains
or losses resulting from production activities
and recognize each on time.

(2) The book value of raw materials in stock at
any moment of time should correspond to the
current market value at that time.

(3) Money gains or losses should be adjusted for
and recognized as they occur in such a way as
to maintain the purchasing power of capital
intact.

(4) Management perceptive efficiency with regard
to inventory holding decisions should be Judged
by the rate of holding gain or loss (in real

terms) to inventory investment.
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The efficiency of production decisions should
be judged on the basls of gains and losses

resulting from production activities alone.

To accomplish these objectives, three types of cost

may be distinguished:

(1)

(2)

(3)

The opportunity cost of acquisition at the

time the actual acquisition of materials

takes place. This is equal to accounting cost
and will be referred to hereafter as acquisition
cost (AC). It is also an entry value and is
equal to the current value on the market at
time of acquisition.

The imputed opportunity cost at any time after
acqulisition. This 1is equal to acquisition cost
plus interest on capital invested in inventories
from the time of acquisition to the time of
utilization in production, plus any other in-
ventory carrying charges which are avoidable

by not carrying materials in stock. It will

be referred to hereafter as imputed cost (IC).
The opportunity cost of replacement on the
market of materials used in production at the
time of use. This 1s equal to the entry value
of materials used in production 1f they are

to be purchased on the market at the time they
are used, and will be referred to hereafter as

utilization cost (UC).
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AC will be equal to UC under either of two conditions.
The first is where materials are purchased for immediate
use in production, and the second where materials are in a
steady supply in a perfect market, under perfect foresight,
with a constant general price level. If the second condi-
tion existed there would be no economic inducement for
carrying materials in inventory unless the quantity dis-
counts on large purchases were enough to cover the interest
on inventory investment and other carrying charges.

IC will be always greater than AC, by definition.
IC would be equal to UC under perfect competition, perfect
foresight, a constant general price level, if a perfect
future market existed for the materials under consideration.
Otherwise IC would be equal to UC only by coincidence.

Ideally, what should be charged to production is
the UC of materials used. The difference between AC and
UC is due to the perceptive efficiency of management (PEM)
and can be divided into two parts:

a. IC - ACt ; and
tn n-1

b. UC, - IC¢ ;
n n

where tn-1 signifies the time of acquisition, and tn signifies
the time of utilization.

The first part gives the opportunity cost of capital
invested in inventories from the time they are acquired
to the time they are used. It is a cost of production

only insofar as the PEM 1is marginal; that is, only 1f
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1cy = UCt , which renders the second part equal to zero.
i i
If 1C¢ 1s greater than UCy , then capital 1s inefficlently
i i
employed during the period from (ti_l) to (ty). The

difference is a holding loss and has no relation whatsoever
to production activities. If UCy 1s greater than IC¢ ,

i i
the difference is a holding gain due to superior PEM. A

zero value for part (b) gives the marginal case of PEM.

The following PEM index may therefore be constructed.

200 1

c. PEMI =

n™~Mm3Sin~Ms
-
cr
[
|
ct
te

i

For the purpose of the following analysis it is
assumed that materials are acquired in discrete lots for
the purpose of inventory, and that the oldest lot 1s used
in production first. Given a constant price level, any
change 1n the price of materials over the period they are
held in stock is real. When the firm acquires at time (, )
a quantity of material X equal to Xa it pays the price 2
5 per unit prevailing at that time. So:

1. ACta = Xa Pa;
where (a) signifies the time of acquisition. When a given

lot X acquired at time (to) for a price of P, 1is used in

production over the period (tj) to (t ) then;

ne~Mms S
3
ct
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where

IC = Imputed cost of materials used in production
over the period;

Xy = The average daily consumption of material
X in production;

r = The average annual rate of interest and other
inventory carrying charges;

m = The number of days in the year.

For any lot Xa acquired at ty for a price Pa/unit,

the imputed cost of the whole lot at tn will be:

n n
3. Ic, (X.)= T x4 P_ (1+ ¢ rty)
tn a i=a+l 17a i=a+l m

The utilization cost of the same lot will be

1 By

[ yclte

b, ucy (xa) =

X
n i a

For example assume that a firm acquired two quantities

of material X; Xo = Xn = 10,000, PO $50.00/unit; P1 = P2 =

. . . =P = $52.00/unit; xi=100; n = 100; and r = 6%,

then,
1. ACy = (10,000) (50) = $500,000.00
(0]
2. ACt = (10,000) (52) = $520,000.00
100
100 6 ti
3. ICt (Xo)=(100) (100) (50) [1+ Z ]
100 i=1 m
= 6 (101) (50)
30,300 )

=(100) (100) (50)(1+ 3337.000

=$504,210.00



the .
N'D b

4




80

4. UC (X )=(100)(100)(52)= $520,000.00
oo ©

PEMI = 200 (238:888 ;'ggﬁigig) = 3.1% approximately.

The following entries would be made:

Cost of Production $520,000

Raw material inventories $504,210
Gain or holding materials

in inventory $ 15,790

To charge production with utilization cost of
material used and recognize holding gains.

Raw material inventories $ 4,210

Revenue from inventory investment $ 4,210
To charge the inventory account with capital
cost of inventory investment.

The normal procedure would be to charge the inventory
account with the acqulsition cost and charge production on
the basis of acquisition cost until the end of a given
period when the cppropriate adjustment would be made to
the accounts involved to give the results stated above.
The process of adjustment can be performed at the end of
each month, or if more than one material acquisition is
used during the month, after a given acquisition is used
in production. In this case the price to be used for the
computation of UC at the end of the month or for a given
acquisition would be an average of the market prices of
the material during the month or during the utilization
period. Of course the price to be used in the computation
of IC is that of acquisition of the materials used in

production at the time they were acquired.
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To determine the financial position of the firm at
t.he ¢nd of a given period, the value of raw material in-
ventories should be adjusted to reflect their UC = market
value at that time. If UC was found to be greater (or
smaller) than IC, inventories should be debited (or cre-
dited) and a holding gain (or loss) account should be
credited (or debited) by the difference. This will result
in timely recognition of the accomplishments of management
purchasing effort on the one hand, and on the other it
will result in a more accurate representation of the value

of resources possessed by the firm.uo

uOThis view 1s supported by many writers in economics
and accounting. In 1919, J. Bauer argued for current cost
presentation in financial statements and current cost of
replacement even for depreciation, in his "Renewal Costs
and Business Profits in Relation to Rising Prices,"

Journal of Accountancy CVI (Dec. 1919), p. 414. G. Edward
Philips argues that "Economic power does not exist without
market value," "The Accretion Concept of Income," Accounting
Review, XXXVIII (Jan. 1963), p. 17. Elsewhere he argues
that "assets exist in the present and not in the future.

If we know the market price, we know the value of an asset

« « « We often find it useful to estimate the amount of
expected future benefits, not because these constitute the
things we wish to measure, but rather because they provide
the best guide to current [exchange] value," "The Revolution
in Accounting Theory" Accounting Review XXXVIII (Oct. 1963),
pp. 701-707.

"Converted historlical cost represents a measure of
the economic significance of the asset at the date of
acquisition, but it tends to lose 1ts significance as time
goes by. As between market prices at alternative dates, the
more recent price 1is typically more relevant to today's
and tomorrow's problems. Thils leads to the concept of
replacement cost, or what it would cost to acquire the asset
at the reporting date," George J. Staubus, "Current Cash
equivalent for Assets: A Dissent," Accounting Review, XLII
(Oct. 1967), p. 651.

"Stocks which will be replaced or sold would be
valued at replacement cost. This 1s their value to the new
period," Tom K. Cowan, "A Resources Theory of Accounting,"
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The relevance of this information for all levels of
decision makers in the UAR economy is unquestionable. Given
that the activities of the firm are continuous in the future
UC 1is the most rational measure of production cost. Neither
AC nor IC is as an appropriate a measure of the opportunity
cost of production as is UC. The first (AC) is history and
has no bearing on current decisions except perhaps to fore-
cast the future. The second (IC) includes, besides efforts,
elements of accomplishments of the holding activities of the
firm. Only the third (UC) is an appropriate measure of the
opportunity cost of production, especially under conditions
of market imperfection, on the firm level.

The imputation of the cost of capital invested in
inventory holding and the clear distinction between the

results of holding decisions and production decisions will

Accounting Review, XL (Jan., 1965), p. 12. "The relevance
of current (replacement) cost to a going concern is under-
lined whenever the enterprise continues to manufacture or
purchase the item contained in its inventory," R. T. Sprouse
& M. Moonitz, Accounting Research Study No. 3: A Tentative
Set of Broad Accounting principles for Business Enterprises
(AICPA, 1962), p. 29.

See also, E. O, Edwards & P. W. Bell, The Theory and
Measurement of Business Income (University of California
Press, 1961), Ch. 3; A. L. Thomas "Value-itis'--An
Impractical Theorist's Reply," Accountig§ Review XXXIX
(July, 1964), pp. 574-81; M. J. Gordon, "valuation of
Accounts at Current Cost," Accounting Review, XXVIII (July,
1953), pp. 373-84; Germain Boer, "Replacement Cost: A
Historical Look," Accounting Review, XLI (Jan. 1966), pp.
92-97; W. A. Lewis, Overhead Costs (New York: Rinehard
and Company, 1949), Ch. I; etc.
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induce better utilization of the scarce resources of the
society. Any wasteful accumulation of inventories will no
longer be easy to conceal 1n the results of the other acti-
vities of the firm. Mistakes in past decisions will be
guarded against in current and future decisions, if not for
anything else, for their being made known to management,
to the General Organization and to the public.‘41

Not only will the distinction between AC, IC, and UC
provide better information to the General Organization for
exercising adequate control over the inventory transactions
and inventory norms of affiliated companies, but it will also
enable more accurate calculations of the prices of the final
products. Since cost of production is one of the most im-
portant factors in price determination, especially in a
planned economy, accuracy in cost calculation and consistency
with economic cost concepts become extremely important fac-
tors 1n determining the most efficient price of the final
product.

Comparisons of the cost of production for various
firms producing the same product will disclose inefficiencies
in the production processes employed by preventing the

concealment of such inefficiencies in the results of the

MICompare the following from Professor Bedford:
"Another opportunity for expanding the use of matching
techniques lies in the comparison of replacement cost with
acquisition cost of resources held. Accountants do not
generally do this, since they are reluctant to accept
replacement cost as a measure of accomplishment. Such a
matching would reveal the gain or loss due to holding
assets, as opposed to using them." Income Determination

Theory; An Accounting Framework (Reading, Mass: Addlson-
Wesely, 1965), p. IUE. See also pp. 140-144,
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other activities of the firm. It will make production
cost norms stated in value terms more accurate indicators
of the firm's productive efficlency. This 1s due to the
fact that the price element in the computation of UC will
tend to have less effect on the variations of UC of various
firms. Cost of production of various firms will therefore
be more comparable on economic gx-ounds.u2
There 1s no question as to the feasibility of mea-
suring these three types of cost. AC 1s already on the
books of the firm since this 1s the accounting cost. The
only problem with IC 1s the determination of the appropriate
interest rate to be used in the calculation. Such a pro-
blem is substantially reduced 1n a planned economy however
due to the fact that interest rates are reasonably uniform
and stable over a relatively long period of time (usually
more than a year). This reduces the problem to a choice
between lending or borrowing interest rates. The choice
should be clearly dependent on the source of funds used
to finance inventory investment. If internal funds are

employed then a lending rate would be employed, and if

uzCompare to the following from Professor J. M. Clark:
"What the concern expends now 1s materials which it now has,
not the money which is paid out for them some months ago,
and the sacrifice now involved in putting these materials
into a given order is really represented by what the concern
could realize on these materials 1if it did not make them up
and sell them to this particular customer. This sacrifice
is measured by the market price of materials and not by the
original cost." Op. cit., p. 197.
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external funds are employed then the relevant rate would
be a borrowing rate.u3

Since raw materials are a short lived technical
factor of production, their current price on the market
willl be readily obtainable. The purchasing department
should presumably have up-to-date knowledge of such prices,
and the computation of the UC will provide no problems.

Also there 1s no question as to the quantifiability
of this information, and therefore, quantifiability will
be dismissed as a non-bending constrain in this case.

Quantitative information provided by the proposed
Scheme of raw materials valuation will be additive for both
Stock and flow purposes. Since the value of raw materials
in inventory at the end of a given period will reflect
their market price at that time for all firms, and since
the accounting period is also uniform for all firms in
the economy, then the amount of intermediate goods in the
€conomy can be obtained by the summation of the possessions
of all firms. No significant adjustments would be needed

for soclal accounting purposes on this count. The stocks

u3The problem of whether the interest rates thus
set by the government in 2 planned economy reflect
accurately the scarcity of capital will not be subject to
discussion here. My 1impression is that even if they do
not, it will be more appropriate to charge a price on
capital employed in inventory holding than to let a
scarce factor be used freely. Substantial inefficlencles
will be reduced by charging such a price although it may
not be the most appropriate one.
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of Intermediate inputs in the economy will be readily
avallable at market prices.M

As we have seen above, the cost of production of vari-
ous firms will be readily comparable because they are mea-
sured uniformly using the same yardstick of UC. Cost of
production of various firms will also be additlive, as far as
the value of intermediate inputs is concerned, for the pur-
pose of calculating the aggregate cost of the social product
at market prices. This 1s so because of the existence of a
common quality to be added, which in this case is the value
of maﬁerial inputs, and because this quality 1s measured by
the same yardstick--the current market price.“s

Up to this point, the analysls was based on the
assumption of a constant general price level, and any devia-

tions 1n the AC-IC-UC relations were therefore considered

to be real deviations. A changing general level of prices

uuNo distinction 1s being made here of the possible
divergence of social cost from private cost and the effect
of this divergence on the appropriateness of the market price
for the measurement of soclal economic categories. The
reasons for this neglect are twofold. Firstly, such diver-
gence is easier to trace in theory than 1n practice. Second-
ly, even if such divergence can be traced in practice, it is
usually very difficult to quantify. Our main interest 1is 1n
quantifiable magnitudes that can be made subject to the
accountling process. A fruitful avenue for future research
would be to attempt to formulate a quantitative measure for
such divergence which can be applied--wlthin the limits of
reasonable cost and effort.

“S"The choice among methods of valuation rest not on
any proof of the correctness of one valuation over another--
but on questions of loglc, usefulness and measurability."

C. E. Johnson, Inventory Valuation: The Accountants
"Achélles Heel," Accounting Review, XXIX (January, 1954),
p. 16.
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will render these relations a little more complicated. That
is, corrections for the changes in the general price level
should be made for both the AC and the IC of raw material
inventories used in production and remaining in stock before
the above equations can be applied. The cholice of the appro-
priate price index is not our concern here since this would
be a subject of another study. The problem remains important
however, especially for an economy using inflationary finance
for economic development as 1n the case of the UAR. It
becomes worthwhile, therefore, to restate the AC_IC_UC rela-
tions in such a way as to take into consideration the effect
of changes in the general price level.

Let it be assumed, instead of a constant price 1level,
that the prices of materials relative to the prices of
other goods are kept constant so that any changes in the
prices of materials will be due to changes in the general
price level alone. Denoting the price level index at any
time (ti) by Li’ then the price of a given unit of materials
acquired at (ta) fgr a price of Pa will be equal at time
(tn) to: P = Py Ei. But if the production process is con-
tinuous with regard to material consumption, then any quanti-
ty in stock for the period from (tjz) to (t,) equal to one
half the quantity acquired. So if materials utilized in
production were to be replaced instantaneously to keep the
materials stock equal to the (ta) acquisition, then the
replacement cost in money terms of the whole acquisition

will be equal to:
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= M~M3

Ly
— =atl
5. ACg =Xa’Pa'_nI;——'
n
If materials were not instantly replaced upon their
utilization in production, then thelr acquisition cost at
the time the actual replacement takes place at time t,

will be:

-~
>
Q
"
>3
o

Equation (6) gives the number of money units needed
at time (th) to malntain intact the purchasing power of
capital invested in inventories at time (ta). Equation
(5) gives the amount of money necessary to maintain the
physical capital embodied in a given stock (X,) of
materials intact over the period from (ta) to (t,).

Ct will be greater than, equal to, or smaller than

. ¢
ACt as :
n
n
X L1
i1=a+l > L
n < n

Equation (6) will diverge from equation (7) only if the

prices of materials relative to the prices of other goods

L
change. In thls case: P, . Eﬂ ¥ P,. The difference
a
between P. and P. Ln gives the effect of the price level
a a by
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alone on the value of capital embodied in inventory
holdings. The difference between P, . fﬁ and P, gives the
effect of changes 1n relative prices alone on the results
off the holding activities of management.

The imputed opportunity cost of materials acquired
at (ta) and used in production over the period from (t,)

to (t,) will be,45

° ICtn i §=a+1 %i [g=a+l 1 fa? §=a+1 g Pa(zgl)]
45This is derived as follows:
icy = xlpa.éi + lea.gio % = %i (x,P_ + x1P, . )
icy = x,P_. ;i + X,P . éi-%g = ;i (x,P_ + x,P_ . 2;)
lep = %P ;2 * *nPa ;3 u %3 (afa * *nfa - s e
Ic, = g ;i [g xi.Pa + g_ xiPa (f%i)]
n i=a+1 "a 1i=a+l i—a+1

But note that if price level changes alone are involved, then

[

L L
P 2 P_. 2 =

1- — 2
x1Pgy f; = lel, x2Pa - I x2P2 e e ey X P f; x,P, and

n rt
therefore; 8.' IC, = g X P, (14—2L), which is equal
t i1 m

n i=a+l
to (8). If relative prices also change then (8) # (8'")

and IC can only be determined by (8).
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Utilizatibn cost will remain to be determined by equation
(4) above, which will equal to equation (5) if price
level changes alone are involved. Otherwise Kﬁt # UCt s
and the difference will be due to changes in relgtive i
prices.

The previous example may be used to 1llustrate the
points involved in this case. In addition to the infor-
mation given 1n the example, assume that the price level
index rises by one tenth of one per cent per period.

This renders it a case of changing relative prices mixed
with a change in the general price level. We get the

following solutions to the appropriate equations:

_ (10505) _
5. ACy = (10,000)(50) TTo0)(100) = $525,250.00
6. FC, = (10,000)(50)(3t3) = $550,000.00
tn = s 100 ’
T. ACt =(10,000)(52) = UCt = (100)(100)(52)
n
" 2$520,000.00
8. ICt = (1.0505)(500,000)(1.00842) = $529,672.60;
n
where
E! 6(101) (50) ) = 1.0084

A+ I =) " 4 1200301007 (3607
1=1 M 100)(100)(360 approximately.

20,000 - 529,672.60

PEMI = 200 (220’000 ¥ 529672, 0)= -1.84% approximately.
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At time (tn), the number of money units needed to
replace the physical quantity of raw materials acquired
at (t,) is $520,000. It would take, however, $525,250 to
maintain the same quantity of raw materials from (to) to
(tn) if their prices relative to other goods remained
constant. But the fact that it costs less to replace the
whole quantity at (t,) than to maintain the quantity
intact over the period emplles that the prices of materials
relative to other goods must have been reduced to account
for the difference. Actually what happened in this ex-
ample 1s that the relative prices of materials were higher
during the period from (t;) to (t39) than they were at
(t,); they were equal to their level at (ty) at (tuo) and
thereafter they became lower. The price per unit increased
by 4 per cent at (tl) from $50 to $52 and thereafter was
malntained. It takes the price level 40 periods at the
rate of increase of one tenth of one per cent per period
to become 104 per cent of its level at (t, ). After (tho)
the price level continues increasing while the money price
of materials remains constant. This amounts to a real
decrease in the relative prices of materials compared to
other goods. The amount of $9,672.60 given by the diff-
erence between equation (8) and equation (4) can therefore
be divided into two parts: $5,250 is loss on the real
value of raw materials due to the decrease in their rela-
tive prices, and $4,422.60 is the cost of capital invested
in inventory over the perlod. Accordingly the following

entries would be made at (tn):
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(1) Raw material inventories $29,672.60
Purchasing power adjustment
of capital $25,250.00
Revenue from inventory
investment 4,422.60

. To adjust raw material inventories
to changes in the price level and
to the cost of embodied capital

(2) Loss on inventory holding $ 9,672.60
Raw material inventories . $ 9,672.60
To recognize the loss of real value
due to the decrease in relative prices
of inventorles and adjust raw materlal
inventories to the level of utilization
cost

For the firm to maintain the purchasing power of its
capital at (tn) as it was at (to), the purchasing power
adjustment should amount to $50,000, of which $25,250 is
provided by entry (1). The remainder would be provided
for by the following entry:

(3) Loss on the purchasing power

of capital $24,750
Purchasing power adjustment
of capital $24,750
To restore the purchasing power of
capital at (t,) to its original
position at (tg) -
All other arguments regarding the relevance, appropriateness
to expected use, quantifiability and additivity of these
information, stated above in the case of changes of relative

prices alone, are also applicable to this case.

3.3.2. Valuation of Finished Product

With regard to flnished products the firm adopts
the point of view of a seller. The difference between UC
of factors of production employed to produce the product

and the current exchange value (CEV) of the product is an
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appreciation of the firm's wealth. It is the surplus
value added by the cooperation of various factors of
production and its magnlitude gives a measure of the accom-
plishment of such cooperation. It should be noted that

it 1s not the sum of UC of factors of production embodied
(directly or indirectly by providing services) in the
product, but rather their CEV that gives the measure of
accomplishment. UC measures efforts, CEV measures the
resulting rewards, and thelr difference measures produc-
tion accomplishments. Production accomplishment 1is fully
recognized at the time the final produce is completed.uG

To delay the recognition of such accomplishment to any

later stage 1s to render the cooperative efforts of factors

u6Although all economists agree to the plausibility
of this statement, it 1s disputable in acconting litera-
ture. The American Institute of Certified Public Account-
ants has taken the position that accomplishments are to be
recognized only at time of sale--with some minor exceptions--
on the grounds of two maln convictions, objectivity and
matching of costs and revenue. (Accounting Research Bulle-
tin No. 43, p. 34). Sprouse and Moonitz (Accounting
Research Study No. 3, p. 27); American Accounting Assocla-
tion's Committee on Basic Accounting Theory; Edwards and
Bell, op cit., pp. 79-90, 274-275; Chambers, Accounting
Evaluation and Economic Behavior, pp. 255-260, 5; and
Canning, The Economics of Accountancy, pp-. 220-228, would
support (with minor modifications) our statement. Also,
Morton Backer, Handbook of Modern Accounting Theory, p. 241,
would recognize accomplishments at completion of production.
Paton and Littleton, An Introduction to Corporate Accounting
Standards, while recognizing the earning of accomplishments
by production--"Revenues may be said to be implicitly
earned in terms of operating activities" (p. 49), they
would delay its recognition to the point of sale with the
exception of cases where selling prices are definite
(pp. 50-57). For a discussion of realization see F. W.
Windal, "The Accounting Concept of Realization," Accounting
Review, XXXVI (April, 1961), pp. 249-258.
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of production rewardless until this later stage. This
is contrary to economic principles of production and
current practices of payment to factors of production.

Of course, the activities of the firm after pro-
duction also involve the incurrence of efforts, the
recognition of rewards, and the realization of accomplish-
ments. Actually the selling price of the final product
measures all the rewards realizable for all efforts
incurred. The calculation of the cost of the final pro-
duct on the basis of UC of factors of production makes the
rewards for production and selling efforts equal to the
difference between the selling price and UC. What is
needed therefore, is not a delay of the recognition of
production accomplishments, but rather a reasonable method
to apportion the expected final accomplishment between
production and selling efforts. Since the price of the
final productlion in a planned economy 1s most often readily
known even before the start of the production operation,
i1t becomes very easy to find such a reasonable method. A
method of allocatlion that can be used 1s to divide the
final accomplishment between production and selling efforts
according to the ratio of each to the total efforts, which,
is to be measured 1n each case by the UC of factors incurring
it. That is, if UC of selling activities 1is equal to 5
per cent of the total UC, then 5 per cent of the final
accomplishment 1s the surplus value of selling efforts

and 95 per cent i1s the surplus value of production efforts.
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Now let us see how this method of valulng the finished
product by net realizable value measures with the require-
ments of our standards. We start with relevance and
appropriateness to expected use. From the point of view
of the firm, a decision to produce would imply that the
expected accomplishment from production was at least equal
to zero, or the declision would not have been made. In

the short run, the relevant efforts are those which can

be avolded, but in the long run all efforts are avoidable.
A decision to produce in the short run would therefore
imply that short run rewards are at least as great as
short run avoidable effort, and a decision to continue
in production in the long run implies that the expected
rewards are at least as great as all future efforts.

But since the sum of the efforts in the short run should
equal the long run effort, then the sum of short run
rewards should be equal to rewards of the long run, and
any deviation between the sum of the short run and long
run would be due mainly to uncertainty of expectations and
can be considered as a part of the measure of management's
perceptive efficiency. Therefore, if a decision is made
to produce this period rather than the next, then thils
implies that expected rewards of production of this perilod
are higher than in the next, and these rewards are clearly
measured by the net realizable value of the product at the
time of its completion whether sold or not. If the pro-

duct 1s not sold then we have to differentiatg between
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two situations: voluntary and involuntary holding of the
product. If management decided voluntarily to hold the
product (as when producing for inventory) then the
difference between net realizable value at time of produc-
tion and net realizable value at time of sale is a holding
gain or loss and is due to perceptive efficiency of
management. If the decision to hold is involuntary and
was unexpected at the time the decision to produce was
made, then the difference between the two net realizable
values 1s a gain or loss due to uncontrollable circumstances.
It 1s therefore the expected rewards of production as mea-
sured by the net realizable value of the product at the
time of production that 1s relevant in deciding whether

to produce or not to produce. Efforts only are not signi-
ficant to such a decision unless compared to rewards
expected therefrom.

Since goal congruence,“7 1s essential, if efforts
which are best for the parts, are to be the best for the
whole, it 1s therefore also essentlial that the criteria
used by management to evaluate its own performance should
be that which are to be used by the General Organization
to evaluate managerial performance of the firm. Overall
performance can be evaluated by overall profitability but

this 1s not a good index of efficiency since inefficiencies

u7The term is attributable to Robert N. Anthony,
"Note on Responsibility Centers," in Anthony and Dearden,
Management Control Systems (Homewood, Il1l.: Richard D.
Irwin, Inc., 1965), p. 165.
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of some decision categories tend to be cancelled agalnst
the effiency of others in the overall process of aggrega-
tion. Therefore, it 1s much better index to evaluate the
efficiency of individual decision categories and their
contribution to the overall performance. Production dé-
cisions can be evaluated by production rewards net of
production efforts, holding decisions can be evaluated

by holding rewards net of holding efforts, and any effect
of uncontrollable circumstances can be isolated. This

1s only possible if production rewards are recognized at
completion of production.

As to the minlisterial and national levels, what is
relevant for purposes of social accounting i1s presumably
relevant and pertinent for them. If the valuation rule
1s to serve the purposes of both micro and social account-
ing it should be the same, for the latter is no more than
the aggregates of the former. A quotation from the UAR
first Five Year Plan Frame demonstrates the relevance of
our valuation method for the purposes of social accounting.
The plan defined the gross value of production as:

The value of goods and services produced at

selling prices . . . If the produce goes through
more than one stage of marketing, then the
selling price is that of the first stage . . .

If the product is to be valued by cost, then cost
is computed by deducting applicable taxes and

adding applicable subsidles to the value of the
product at selling prices, to give the value 1n
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:erms of cost of factorﬁaof production, which is
qual to their returns.

To meet the needs of social accounting, the uniform
system made a peculiar requirement. In the Current Opera-
tions Account, the system required that the difference
between finished product inventory value at cost and at
selling prices be added to the revenues from current opera-
tions on the credit side of the Account. But in order not
to depart from the cost rule, the system also required
that thls difference be added to the debit side of the
Account to arrive at the results of current opelr'a.t:!.ons."l9
The same thing is also to be done in the Production and
Merchandising Account .20

It should also be noted that the system requires
each economic unit to fill a standard form (out of about
24 required) to show production and value added (form
7.a).51 Two of the figures required to complete the form
are value of production at market prices, and value of
production at cost of factors of production as above
defined. Both of them are more akin to our valuation rule
than to the cost rule.

It seems that the other standards are satisfied by

implication. No one can argue that a thing which 1is

uBNational Planning Commission (NPC), Framework of
the General Plan for Economic and Social Developments,
1960/1965 (Cairo, 196h4), p. 45. (In Arabic, my translation.)

49CAA, The Uniform System, Vol. I, p. 137.

01pi4., p. 143.
5l11p14., p. 212. The form is given in Chapter VI.
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being done is unfeasible or that a quantity 1s unquan-
tifiable. Nor can it be argued that a summation of a common
characteristic of the parts 1s not equal to this character-
istic in the whole, since by definition X1 X550 . & Xn

are additive if a property (P) common to all X's is present

such as:52

n n
I PXy =PI X..
1=1 1 1=1 1

This property P in our case is market exchange-

value at the time of production (or net relizable value).

3.3.3. Valuation of Unfinished Product

The most significant problem in evaluation of
unfinished products 1s essentlially a problem of allocation.
According to our analysis, however, efforts are incurred
purposively for the sake of rewards and it 1s the alloca-
tion of the latter rather than the former that consti-
tutes the problem. Of course, efforts that are of signi-
ficance to us are those escapable in the short run and
the problem of fixed cost allocation does not arise since
it contains no significance to short run production de-
clsions. What 1s really significant is rewards that are
expected from a given sum of efforts that are escapable.
If such efforts are incurred in the current period then
the rewards are measured by the current exchange-value of

the resultant product. But the product in this case 1is

525ee Chambers, op. cit., pp. 89-90; Larson and
Schattke, "Current Cash EquIvaIent, Additivity, and
Financial Action," Accounting Review, XLI (October, 1966),

pp. 637-6L40.
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not complete and a market price may not be readily obtaln-
able. lHence, the allocatlion problem arises. One way to
solve this problem 1s to postpone the recognition of rewards
until the next period and to value the unfinished product
in terms of the amount of escapable efforts incurred.
However, such a method is objectionable on two counts:

(1) there will be a misstatement of the accomplishments

of the two periods by understating those of the current
period and overstating those of the next period; (2) the
PEMI will be biased in favor of management production
decisions in the next period as against the current period.
To avoid such misstatements and bias a resort to some

mode of apportioning accomplishment is desirable. One such
mode is to apportion the present value of net realizable
future accomplishments at expected selling prices according
to the percentage of escapable efforts already lincurred

to the total escapable efforts that are needed to render
the product complete. Anotier way of doing it, is to
determine the percentage of net margin to total effort
(escapable) for the current period and then multiply the
amount of escapable efforts incurred by one plus this
percentage. For example, if such percentage is found to

be k, and the UC of escapable efforts incurred Vr’ then
current period rewards with regard to unfinished product
would be Vr(l + k). This will be consistent with our

rules of valuating other inventory categories.
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All arguments pertaining to the consistency of the
recommended valuation methods for other inventory cate-
gories with the criteria developed in the previous chapter
are pertinent to this last category and any further dis-
cussion would be redundant. It should be noted, however,
that the discussion was limited to inventory valuation for
purposes of production decisions and income determination.
The problem of price calculations was not covered. This
problem will be treated in a later section of this chapter,
after we examine the methods recommended by the UARUS as
stated in section (3.2) above.

3.4. An Evaluation of the UARUS'
Methods of Inventory Valuation

All inventory valuation methods adopted by the UARUS
are based on efforts as measured by historical cost ilncurred.
Material acquisitions, utilization in production, and
holding are valued 1n terms of acquisition efforts. Un-
finished products are valued by a mixture of short run
and long run escapable efforts with the latter belng essen-
tially noncomprehensive. Finished product 1s valued by
the sum of both short run and long run escapable efforts.
No accomplishments are recognized unless the product 1s
sold. Three maln objections to such valuation methods
willl be considered and hereinafter discussed.

The first objection is based on the contradiction
of these methods with the economic theory of production.

This 1is sufficiently important to discuss in greater
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detail, in spite of the fact that it was treated 1in the
previous section. An important argument in favor of our
recommended valuation methods 1s based on thelr consistency
with the economic theory of production. A second objection
is based on the disability of UARUS!' valuation methods to
pass the test of the criteria developed in the previous
chapter. The third objection is based on the 1lnconsistency
of the UARUS' recommended valuation methods with other
parts of the system. We treat these objections in order.
3.4.1. Economic Theory of Production and

Inventory Valuation Methods in
the UARUS

In his Human Efforts and Human Wants, Logan

McPherson asserted that "One definite statement applies

to all economic utilities. Whatever is sold and bought

is such a utility . . . All utilities whether concrete,
intangible or in the form of personal service are pro-
duced by the application of productive force."53 It 1s
generally agreed, by economists as well as by other

people, that utility is created by production and the test
of its existence is 1its amenablility to consumption. Since
utility 1s that which is bought and sold, and since utility
is a creation of production, then what 1s bought and sold

is really production rewards, as distinctive from production

53Logan McPherson, Human Efforts and Human Wants
(New York: Harcourt, Brace and Company, 1923), pp. 9, 15.
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effort. Any effort that creates utility is productive
and its rewards are equal to utility added whether in
form, time, place, or possession.su Each one of these
types of utility is created by the efforts of economic
factors of production whether in isolation or by combina-
tion, and whether by direct embodiment or indirect em-
bodiment of the factor itself in the final product. We
can, therefore, distinguish between four types of produc-
tive efforts and four types of production rewards corres-
ponding to the four types of utility. Let them be called
form-effort, time-effort, place-effort and possesaion-
effort to signify efforts spent in creating form-, time-,
place-, and possession-utility, respectively, and form-
rewards, time-rewards, place-rewards, and possession-
rewards to correspond to the four types of efforts,

respectively.

SuIn their Dictionary of Economics, H. S. Sloan and
A. J. Zurcher define production as "The process of
increasing the capacity of goods to satisfy human desires
or rendering services capable of satisfying human desires.
In formal economics . . . 1t is generally recognized
that the utility or power of a material good to satisfy a
human desire may be increased by the creation of (1) a
time utility, (2) a place utility, (3) a form utility,
or (§) a possession utility"™ (New York: Barnes and Noble,
1953), p. 255. The same dictionary defines time utility
as "The accessibility of goods at a time when they are
wanted to satisfy human desires," p. 321; place utility
as their accessibility where they are wanted, p. 244;
form utility as "satisfaction of a human desire as the
result of the alteration of shape, structure or composi-
tion of some good," p. 132; and possession utility as
"the satisfaction resulting from the actual possession
of goods and services," p. 247.
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It should be noted that each of these four types
of utlility, and hence each of the four types of rewards
that correspond to them, can be either positive or
negative. A negative utility 1is a disutility and a
negative reward is a lost effort. On the other hand,
efforts are always negative since by definition they
involve tangible or intangible sacrifices. The former
involves lost utility of tangible goods in the form of
material technical factors of production, and the latter
involves lost utility of human rest and lost services of
material factors of production.

Three decision categories that are made in an
economic unit can be distinguished: production decisions,
holding decisions, and decisions dealing with distribution
of the product. Production decisions involve the incur-
rence of form-efforts 1n expectation of form-rewards by
creating form utility. The difference between the UC of
efforts sacrificed in the process of production and the
CEV of production rewards is the market measure of sur-
plus utility added by production. It 1s the net accomplish-
ment of production decisions. Holding decisions involve
sacrifices of the next best of alternative returns on
resources held in expectation of higher returns in the
future. The difference between the UC of holding efforts
and the CEV of the resources held 1s a measure of the market
valuation of surplus time-utility added by holding. It

1s the net accomplishment of holding decisions. Likewise,
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distribution decisions result in the added surplus utility
of place and possession. However, for the economic unit

to maximize its behavior, the marginal accomplishment of
each additional unit of effort should be equal for all
three types of decisions; it is, therefore, necessary to
recognize the accomplishments of each separately. If such
is not done, then the comparison of the relative efficiency
of various decision categories will not be possible and

the possibility of wasted resources will therefore remaln
undiscoverable.

Now let us determine whether the recommended methods
of inventory valuation in the UARUS satlisfy these requlre-
ments. It 1s evlident that not only do these methods mea-
sure efforts, but they also measure these efforts incorrect-
ly. For raw materials, efforts of acquisitions are those
considered for utilizatlion and no holding efforts are
recognized or accounted for. The result would be an over
or understatement of production accomplishments of added
utility by the amount of time utility or disutility created
by holding. The error is further multiplied by not recog-
nizing production accomplishments apart from distribution
accomplishments. This is true since the selling price of
the final product at time of sale will represent in addition
to the UC of all efforts incurred, holding accomplishments
of materials used in productlon, production accomplishments,
holding accomplishments of the final product until the time

of sale, and distribution accomplishments.
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For unfinished products we need to distinguish
between two types of production decisions, the short run
and the long run. A long run decision is concerned with
whether to continue or discontinue production in the
future. A decision to continue production in the future
would imply that expected long run production rewards
would at least be equal to long run escapable efforts. On
the other hand, a short run production decision 1is con-
cerned with the present; whether to produce in the current
period or not to produce. A decision to produce in the
current period would imply that current period production
rewards would at least be equal to current period escap-
able efforts to render surplus value equal to zero. The
relevant efforts for such a decision are, therefore, those
that can be escaped by a decision not to produce currently.
These are the short run escapable efforts. The system,
however, includes short run as well as some long run
escapable efforts in its measurement of efforts incurred
on the unfinished product. The same argument pertains to
finished product.

3.4.2. The Judgment Criteria and

Inventory Valuation Methods
in the UARUS

All decisions in some way or another 1nvolve com-
paxrisons of alternatives. The only difference would be
in the certainty or degree of uncertalnty of the outcome
of various alternatives. Also, every economic alternative

has a cost as well as a benefit and the factor of
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uncertainty is influential on both. This 1is true on the
highest level as well as on the lowest level of decisions
in a given economy. If such an economy 1s planned and
the declsion 1s to allocate resources to various sectors
in the economy, it involves a comparison of social costs
and social benefits of various alternatives. Both costs,
and benefits 1n thls case may involve expectations about
the future and hence, should allow a margin for uncertainty.
For the decision to be the most efficient within the
given conditions, costs and benefits of alternatives
should be only those relevant to the decision. In this
case, the relevant cost to the soclety includes all costs
of resources that can be employed in alternative oppor-
tunities and the relevant benefits 1nclude all benefits
to the soclety of employing these resources in the given
opportunity.

On the other hand, a decision to buy materials now
rather than two months later involves a comparison of
cost to the firm now and two months later as agailnst
the benefits of having materials now rather than two
months later. Actually the relevant variable is net
accomplishments of the firm by acquliring materials now
as against two months later.

Now let us investigate whether the information pro-
vided by the UARUS valuation methods are relevant.
Acquisition costs are relevant at the time of acquisition

because they constitute one factor in the criteria on
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the basls of which the decision to acquire is to be made,
rather than merely because they are incurred at acqui-
sition. Perhaps the clearest evlidence of the accountant's
subconscious recognition of this fact 1s that not all
costs incurred in acquisition are considered as costs of
acquisition. For example, acquisition cost of materlals
lost 1n transit by fire not covered by lnsurance are
recognized as a loss and 1s not added to the asset. This
loss 1s a sacrifice incurred in acquisition but it is

not a planned sacrifice. It 1s not planned because it
was not expected or foreseen at the time the decision

was made and hence was not included in the decision
variables. If it had been foreseen an insurance coverage
would have been made (if it had been available in this
case) and the insurance premium would have been included
in the decision variables and therefore, would have been
treated as a part of acquisition cost. Because it was
not foreseen, it was not planned and hence, treated as

a lost cost. After incurring such a loss 1t becomes a
record of history and the only lesson to be drawn from

it is to expect 1ts occurrence in the future and guard
against 1it.

Decisions that are made after acqulsition of materials
are mainly of three types: wutllize them in the production
process, resell in condlition, or replace them. As we have
seen in the previous section none of these decislons

would be efficient if based on historical acqulsition
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cost. Actually in two out of the three types of decisions,
acquisition costs are not considered at all in practice.
If the decision 1s to resell, the relevant variables are
current selling prices on the market (opportunity cost)
as compared to the present value of expected net future
selling prices. Acquisition cost 1s not a factor in the
decision. A replacement decision 1s likewlse based on
current and expected future cost of replacement without
any reference to past acquilisition cost. The third type
of decision--the decision to utilize--should also be made
on the basis of the expected value added by utilization
as against present value of resale in the present condi-
tion, 1f the decision is to be optimum.

The main use of acquisitlion historical cost is 1in
the determination of the aggregate accomplishment of the
economic unit under consideration. The usefulness of
historical cost, however, in this regard hinges on the
condition of stable prices, general and relative. But
even 1f such condition would be satisfled, an aggregate
measure of accomplishment tends to conceal inefficiencies
of certaln decisions by cancelling thelr results against
those of efficient decislons and possible causes of
wasteful resource utilization will remaln undiscovered.:
For this reason it would be more desirable to segregate
the results of various declision categories to guard

against inefficiencies. For this purpose historical
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acquisition cost can serve only as a starting base of
analysis as demonstrated 1n the previous section.

On the level of the General Organization, one of
the main concerns 1s the determination of the relative
efficlency of affiliated economic units. For thls purpose
net aggregate results can serve well, provided that the
method of measurement employed is a sound one. One other
main concern to the General Organization 1s the determina-
tion of causes of efficiency to be diffused in other firms
and industries. Aggregate results cannot serve this end
and with it go historical costs even if conditions remain
the same. Different costs for different purposes 1is the
only concept that can stand and historical cost alone is
not sufficient or even necessary.

The framework of the UARUS provides evidence agalinst
the relevance of historical cost to the other two levels
of the economy. As has been said before, the Ministerial
and National Levels are served malnly by soclial accounting
information. The latter however, is no more than the aggre-
gate of microaccounting information, with minor exceptions,
especlally in the industrial and commercial sectors. In
recognition of the fact that historical costs are not
relevant for these purposes, the system provides for a
round about method to arrive at current costs and value
approximations. Thlis was shown in the last section.

Although failing the relevancy and appropriateness

to expected use criterion, historical costs are the most
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feasible and quantifiable. Yet, so are other relevant
concepts of costs and the binding criterion of choice
becomes one of relevance and appropriateness to expected
use rather than feasibllity or quantifiability.

Nelther are historical costs additive on successive
levels because if they were there would have been no need
to supplement them for purposes of social accounting.
Historical costs are additive only in so far as history
is concerned but for most contemporary and prospective
calculations they are not. Thelr additivity in this case
will even depend on the critical assumption of tﬁeir being
originating at the same moment in time and of fixing con-
ditions constant. In most practical situations, however,
neither do conditions remain constant nor do costs originate
at the same moment in time. As for additivity of historical
costs within the same organizational level this would depend
upon the attributes deslred to be measured and aggregated.
If these attributes are to measure the number of monetary
units given up in acquisition at different times without
attaching any concept of value to 1t, then historical costs
are additive. But in thls case what we are actually mea-
suring and aggregating is the abstract measuring unit itself
detached from the real world and the subject to be measured.
There is no meaning for measuring a yard by a yard or an
inch by an inch to show that a yard is equal to a yard or
an inch 1s equal to an inch. A yard and an inch are units

of measure to be applied for measurable obJjects and to have
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any significance we need to say a yard of thls or that
object rather than Just this 1s a yard. A yard of cloth
plus a yard of cloth are additive 1n so far as the length
of cloth is concerned (the number of yards) and nothing
more. This 1s also true for aggregating historical cost
data. We are merely measuring the number of money units
given up in history and nothing else. We cannot say that
we are measuring cost or value without attaching a moment
of time and a purpose of measurement. The purpose of mea-
surement will identify which concept of cost or value to
use and the moment of time will make 1t possible to correct
for possible blias in the measurement unit especially 1if
the characteristics which we desire to measure are subject
to the influence of changes in the environment in time and
place. For these reasons historical costs are not addi-
tive, either horizontally (within levels of the economy)
or vertically (among levels of the economy) except in a
timeless-valueless world in which persons and groups do
not attach any significance for time and the value of
efforts. This is not attalinable even in a stationary

state.55

55This is so since competition is not always assured
even in a stationary state. Even if competition was
assured, cost would be a good measure of value only if
prices were frozen and conditions of supply and demand were
such as to render their elasticity infinite (no consumer
or producer surplus). Joel Dean says: "Even though
accountants and economists start from widely different
viewpoints in measuring income, they could conceivably
come up with the same estimates, but this could occur
only in a stationary economy, where prices were frozen
and where competition insured that cost was a good measure
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One main argument advanced for historical costs by
its supporters 1is that historical cost data reduce the
bias involved in the subjectivity of alternative methods
of measurement. There is much evidence in the literature,
however, that the blas introduced by historical cost data
is much more significant and much more dangerous than that
which may result from the relative subjectivity of alter-
native methods of measurement. The blas introduced by
employment of historical cost data 1s especially acute in
an economic environment in which prices fluctuate widely
over time. In fact such blas wlll always be present unless
prices are forzen over time.

Two factors tend to render historical cost data
biased and unreliable: (1) fluctuations of prices and
(2) concealment of inefficiencles. The first factor results
in a change 1n the value of the measurement unit and changes
in the relative prices of commodities. The second factor
1s a result of inappropriate recognition of accomplishments
of various decision categories. This last factor was dis-
cussed in section (3.4.1) above, where it was shown that
any utility creating effort should be credited with the

value of utility added by 1ts incurrence to determine

of value." "The Measurement of Profits for Executive
Decisions," The Accounting Review, XXVI (April, 1951),
p. 187. Dean's conditlions would be necessary and suffi-
cient from a private individual's point of view, but
they would not be so from a social point of view unless
supplemented with the condltion of infinite elasticity
of both supply and demand.
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relative efficliencies of various decision categories.
Otherwise the results of inefficlent decisions would be
cancelled against those of efficlient decisions and the
aggregate efficlency index would be biased. It was also
shown that the required segregation of results is unattain-
able under historical cost based accounting and the con-
ventional realizatlion rule, and that such would be possible
if our valuation methods were followed. We are left then
with the first of these factors to discuss.

As was seen above, price fluctuations result in a
change in the real value of money and changes in the rela-
tive prices of other commodities. The first is referred
to as a change 1n the general price level and the second
is known by changes in specific prices, and both render
historical cost biased and unreliable. The magnitude of
the blias introduced by changes in the general price level
tend to be proportional to such changes. Many empirical

studies made by Baxter,56 Dean,57 Hendriksen,58 Jones,?9

56"Inflation and the Accounts of Steel Companies,"
Accountancy (May, 1959), pp. 250-257, and (June, 1959),
pp. 308-314.

57"Measurement of real economic earnings of a
machinery manufacturer," Accounting Review, XXIX (April,
1954), pp. 255-266.

58Price—Level Adjustments of Financlal Statements
(Pullman, WashIngton: ashington Unlversity Press, 1961).

59Price_Leve1 Changes and Financlal Statements--
Case Studles of Four Companies (American Accounting
Assoclation, 1955).
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Kennedy and McMullen,b0 Spencer and Barnhisel,®l and
others6,2 show that the magnitude of such bias is both
significant and misleading. Although most of these studies
were made for companies in the United States and may be of
no relevance to Egypt as such, yet they clearly show the
blas 1ntroduced by historical costs due to changes in the
real value of money. Taking into conslderation that both
wholesale and retail price indices have risen in Egypt from
100 in 1958 to 113 and 118 in 1964 respective1y63 renders
the results of these studies much more relevant to Egypt
than would be expected.

In addition to 1its ignoring of change in the real
value of money, historical cost also ignores one other
important piece of information. It ignores the price of
perhaps the most important factor of production, especially
in an underdeveloped country, and that is the price of
capital. This 1is due to its ignoring the change in

relative prices of commodities after acquisition. The

60Financial Statements--Form, Analysis, and Inter-
retation, 3rd ed. (Homewood, Ill.: Richard D. Irwin,
gnETZ 1957), pp. 370-400.

61"A Decade of Price Level Changes--The Effects on
the Financial Statements of Cummins Engine Company,"
Accounting Review, XL (January, 1965), pp. 144-153.

62Most of the above studles and others are sum-
marized in (Appendix E) of Accounting Research Study #6,
Reporting the Financial Effects of Price Level Changes
(AICPA, 1963), pp. 221-249.

63Central Statistical Administration of the UAR,
Statistical Indicators of the UAR. 1952-1965 (Cairo,
1966), p. 211. (In Arabic.)
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price of capital invested in inventorles 1is the rate of
return (interest) obtalnable in the next best alternative.
This price is embodied in the current replacement cost on
the market of inventories previously acquired. As it has
been argued before, if the market 1s perfectly competitive
for items of inventories under consideration, their current
replacement values will deviate from acquisition costs by
exactly the amount of interest on capital invested in
inventories for the period from acquisition to replacement.
Any excess deviation, whether positive or negative, would
be due to perceptive efficliency of management. By ignoring
changes 1n relative prices of commodities, historical cost
results in a misstatement of the cost of production equal
to at least the time price of capital. It also results in
concealment of management inefficiencies. In short, his-
torical costs fall to pass the requirement of freedom from
bias on all concelvable grounds.

3.4.3. Consistency of Historical Cost

Valuation of Inventories with
Other Parts of the UARUS

The main objective of this subsection is to show
briefly the inconsistencies between the objectives .of the UARUS
and the recommended inventory valuation methods. As we
have seen in the previous chapter the objectives of the
system tend to emphasize the planning and control process
at successive organizational levels of the economy and to

link accounting on the level of the economic unit with
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social accounting. In fact, one of the four standards
followed in the preparation of the system (and perhaps the
most important as a reading of the objectives of the system
would most clearly show) states that it should be able to
"meet information requirements originating inside and out-

nb4 We have seen that neither

side the economic unit.
micro or macro-economic decisions nor social accounting
. Information are based on historical costs. As a consequence,
the valuation methods recommended by the system are not
consistent with its own objectives and do not possess the
requirement of its most important standard. To overcome
this deficiency the system resorted to a round about
method (mentioned briefly above and discussed in detall in
Chapter V) to satisfy the requirement of social accounting.
The system, however, falled to satisfy the most important
requirements of accounting information: to insure effi-
clent decision making and to spot areas of wasteful
employment of resources.

In recognition of the fact that historical cost
based accounting results in encroachment of capital and
income, and in an effort to maintain the real productive
capaclity of the economic unit intact, the system requires
that:

It is necessary to provide for the difference

between replacement cost and historical cost of
the asset to maintain the productive capacity of

6"02 cit., p. 16.
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invested capital intact. This difference
should be deducted as a "general provision"
for the purpose of profits distribution and
should appear 1n the balance sheet as a
"provision for rising prices of assets"
under the caption "general provision."65

By stating this requirement, the system avoided one of the
main shortcomings of historical costs, though apparently
mislabeled.

3.4.4, Historical Cost Valuation of

Inventorles and UARUS' Valuation
Methods

For "commodity materials" the system recommended the
use of the moving average cost method of valuation. Filnney
and Miller66 consider this method as "subject to the same
objection as applied to the weighted average method."

This latter method is

« « o theoretically 1llogical because 1t 1s
based on an assumption that all sales are made
proportionately from all acquisitions, and
that inventories will forever contain some
goods of the earliest acquilisition--assumptions
which are contrary to ordinary merchandising
procedure.

Because the costs determined by the weighted-
average method are affected by purchases early
in the perlod as well as those toward the end
of the period, there may be considerable lag
between purchase costs and inventory valuations.
Thus on a rising market the weighted-average
costs wlll be less than current costs, and on a
falling market the weighted-average costs will
be in excess of current costs . . . the lag 1s
less pronounced in the moving average method
than in the weighted-average method.

650p cit., p. 112.

66Pr1nciples of Accounting: Intermedliate, Sixth
edition (Englewood Cliffs: Prentice Hall, 1965), p. 199.
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Finney and Miller's theoretical objection is not considered
by Paton and Paton as a
serious practical objection. What 1s
desired is a reasonable method of approximating
costs and the procedure . . . 1s acceptable for
this purpose, particularly where acquisitions
are intermingled 8nd withdrawals are taken from
stock as a whole.o7
But Devine considers the employment of this method from
the viewpoint of the balance sheet as giving
. inventory values that are often poor
expressions of net realizable values or of
replacement costs, but supplementary information
or inventory reserves may correct this defect
without difficulty.68
As has been seen, the UARUS provides for supplementary
information and inventory reserves and for the purpose
of financial position this would be adequate. From the
viewpolnt of operating results however, the deficlency
still remains.

It should be stated here that little has been
written about this method. An investigation of accounting
literature gives the impression that the method 1s elther
not popular or is a forgotten hero. Compared to FIFO
and LIFO, each of which apparently 1is getting much more
than a fair share, average cost has not been given much

attention. This 1s 1n spite of the fact that it seems to

be as popular as FIFO and LIFO. Approximately 25 per cent

67Asset Accounting (New York: Macmillan, 1952),

p. 61.

68Inventory Valuation and Periodic Income (New York:
Ronald Press, 1942), p. 56.
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of American firms used average costs as compared to 29
per cent for FIFO and 31 per cent for LIFO in 1962 and
these shareé seem to have persisted fairly constantly
since 1950.69 Although there are no such statistics show-
ing the popularity of different cost valuation methods

in the Egyptian economy before the Uniform System, I
believe the average cost method was more popular in Egypt
than in the United States. This is because LIFO was not
as popular in Egypt as in the United States and because
the UARUS, aiming at adoption of the most popular method,
has adopted average costs.

The method recommenaed by the UARUS for valuation
of finished and semi-finished products 1s absorption
costing. This 1s the most acceptable method 1n practice
everywhere for the purpose of asset valuation and income
determination. No good arguments on practical grounds
can be established against it although accountants'
cries have reached the sky about the complexitles of the
problems surroundlng overhead allocation. The front that
is left weak for possible attack and destruction of
absorption costing is 1ts theoretical unsoundness for
asset valuation and income determination as well as for
decision making. The point should be clear from the

previous section and the first part of this section and

69Based on sample of 622 firms surveyed by The
American Institute of CPA's, Accounting Trends and
Techniques, 17th ed. (New York, 1963), p. B8.
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more clarity can be obtained from an examination of the
direct costing-absorption costing controversy. No
attempt will be made to pursue the subject here even by
citations since, if such is to be practical, it would

be essentially fragmentary and incomplete. The essence
of the arguments is implicit in the material of previous
sectlions. This chapter 1s concluded with a note on cost
calculations for price determination in a planned economy.

3.5. Efforts Measurement for
Price Determination

An efficient price mechanism is as essential for
the functioning of an economic system as 1is the heart for
the functioning of a living being. This 1s regardless of
whether it is a planned or a market economy. Just as a
weakness in the heart results in a weakness of the
functioning of the whole body, a weakness in the price
mechanism may bring destruction to the whole economy.

For long the market has been praised for setting prices
that insured efficient allocation of resources but in
recent as well as past history, numerous instances
indicate the reverse. To cite John Kenneth Galbraith:

For thousands of reluctant scholars, a few

distantly remembered curves deplcting the
interaction of supply and demand to establish
prices have for long been the only permanent
return on an investment in economic education

« « « There has also long been agreement on how,
in an ideal world, prices should be set. The
process would be impersonal. No individual or
firm by its presence or absence 1n the market

would have power durably to affect that market.
If it could do so, it would 1nfluence prices in
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its own favor. Such power would be least
when all particlpants are small . . . yet in
the characteristic market of the industrial
system there are only a handful of sellers. /0

Nothing is as easy in the real world as 1its
theoretical construct. That i1s what Machlup termed the
"fallacy of misplaced concreteness."’l To confuse the
firm as a theoretical construct with the firm as an
empirical concept is to commit such fallacy. He argues
that price theory with its analysis of supply and demand
is not equipped to answer what prices will be, but
rather how the price of X commodity will be affected by
an increase or decrease in the price of Y factor.72
In short, in the real world market economy, most prices
are not set by the market, but rather by producers in
the market on the basis of cost calculations and demand
projections.

In a planned economy, the problem is a little
more complicated. If not for anything else, this 1is so
because the whole burden of price setting falls on the
shoulders of a central administration. The task 1s

further complicated by considerations of soclial costs and

benefits and by the aggregative effects of small mistakes.

T0phe New Industrial State (Boston: Houghton Mifflin,
1967), p. 179.

Tlnrheories of the Firm: Marginalist, Behaviorist,
Managerial," American Economic Review, LVII (March, 1967),
p. 9.

T21pi14., p. 8.
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Accordingly, it was argued by vonMises,73 vonHayek,7u

and others that the state 1n a socialist economy would
not be able to make the millions and millions of cal-
culatlions necessary for setting a price mechanism that
insures efficient allocation of resources. In answer

to thelr argument, Oskar Lange75 has shown that the state
can use the same method of trial and error that 1s used
in a market economy. After all, the problem of efficient
allocation of resources is one of valuation, of ascertain-
ing the relative economic significance of the primary
factors of production. But the trial and error method

might prove costly especially in a dynamic economy where

T3nEconomic Calculation in the Soclalist Common
Wealth," in Collectivist Economic Planning, von Hayek,
F.A. ed. (London: Routledge, 1938).

74

"The presnet State of the Debate," Ibid.

75Lange summarized this method as follows: "Let the
Central Planning Board start with a given set of prices
at random. All decisions of managers . . . of individuals
as comsumers and as suppliers of labor are made on the
basis of these prices. As a result of these decisions the
quantity demanded and supplied of each commodity is deter-
mined. If the gquantity demanded of a commodity 1is not
equal to the quantity supplied, the price of that commodity
has to be changed. It has to be ralsed if the demand
exceeds supply and lowered 1f the reverse 1s the case.
Thus the Central Planning Board fixes a new set of prices
which serves as a basis for new decisions, and which
results in a new set of quantities demanded and supplled.
Through this process of trial and error equilibrium prices
are finally determined. Actually the process of trial and
error would of course proceed on the basls of the prices
historically given. Relatively small adjJustments of those
prices would constantly be made and there would be no
necessity of building up an entirely new price system.
On the Economic Theory of Socialism (University of Minnesota
Press, 1938), p. 86.
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relative scarcity of factors of production change through
time. Under these conditions trial and error will be
continued indefinitely and it may not be possible to
reach the efficient price at any time.

However, there have been three developments in
recent years that may make it possible for a soclalist
economy to achieve practical efficiency of resource
allocation without recourse to the trial and error method.
The first is the development of input-output analysis by
Leontief in the thirties; the second is the development
of programming models which started in the forties; and
the third is the development of the blg computer. One
essential prerequlsite to benefit from these developments,
however, 1s the avallability of economic cost calculations
for the variables 1n the system.

The proper concept for cost calculations for this
purpose is UC. Modification of the conventlonal standard
cost system to correspond to the economic concept of UC
would be quite helpful. This can be achleved 1f the
valuation methods recommended in this study are used.
Accordingly the following suggested modifications on
the conventlonal standard costing are pertinent. They
are three in number and pertain to the Egyptlian economy
for its own specific features.

The first modification would be to include the time
cost of capltal in the calculations of standards. Thils

should be done by adding to overhead costs to be
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allocated, the time cost of capital invested in over-
head assets. The time cost of capltal invested 1n direct
assests would be accounted for in their UC. The rate of
interest to be used is the welghted-average on long term
foreign loans and the time cost of capital would be
computed by applying this rate to net long term assets.
The reason for using an external interest rate . 1s the
possible imperfection 1n the internal capital market that
may result in under or overstatement of the real cost of
capital. The reasons for including the time cost of
capital in cost calculations are twofold: first, 1t
reflects the real economic cost to the society and con-
. forms to the economic concept of cost of production.
Second, 1t places a charge on the employment of excessive
amounts of capital which 1s important in an economy
where capital 1s extremely scarce and labor 1s relatively
abundant. The reasons that this cost is computed for
only net long term assets are also twofold: first,
short term assets are excluded on the assumption that
their UC would include the imputed cost of capital at the
time they are used in production as has been previliously
shown. Second, long term assets are netted by deducting
depreciation since the latter is embodied 1n other
economic resources and, therefore, to avoid double counting.
The second modification would be to allocate over-

head according to the long run expected normal capacity,
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This 1s defined as the average long run expected capacity
at the time the original decision to allocate resources
to the firm was made. If a firm has been already estab-
lished, normal capacity would be the welghted-average of
expected future long run capacity and past utilized capa-
clty. Unutilized capaclty should be conslidered as a loss
and should not enter in cost calculation for resource
allocation unless 1t was expected and therefore it will
be included in the determinants of the cost of normal
capaclty. Nelther should overutilized capacity be included
unless 1t was planned at the time the decision was made.
It should be accounted for separately to spot light
efficiencies and inefflciencies of resource allocation
and utilization. It shows that either the allocation
decision was wrong or the utililizatlon decislon was wrong.
Inclusion of under or overutilized capacity 1n cost cal-
culation would conceal this fact and may result in a
continuation of the wrong decision.

The third modification is a little more difficult
and pertains to the cost of labor and management. For
maximum soclal welfare, it 1s necessary but not sufficient
that each factor of production should be paid the value
of its marginal product. In the Egyptian economy this is
practically impossible to calculate due to labor market

imperfections (this 1s essentially true everywhere in the
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world). Hermanson,76 though not quite precise 1in his
conception of the problem, provided a possible escape.
According to his methods of accounting for human resources,
the excess amount over normal returns would be caplitalized

"and entitled 'Operational Assets' and will consist of all

scarce resources operating in the entity that are not
owned. An example of such an asset would be g highly
trained sales force."77 My contention 1s that these excess
earnings would be due mainly to cost miscalculations--
private and soclal costs diverge. This may result from

a miscalculation of the productivity of labor or management

76Accounting for Human Resources (East Lansing:
M.S.U. Bureau of Business and Economic Research, Occasional
Paper No. 14, 1964). Although apparently recognizing
that this excess earning may be due mainly to factors of
market imperfections, like monopoly or oligopoly factors,
Hermanson proceeded in his analysis as 1f they were not
present. If these excess earnings were a result of mono-
poly or oligopoly powers, and most certainly a substantial
part 1f not the whole are--then they are a result of past
labor exploitations rather than future service expectations.
Their capitalization would give the value of expected
future monopoly power of the firm and hence, indicate in-
efficiencies 1in resource allocation rather than productive
efficiency. The contradiction is apparent in the following

quotation: ". . . it 1s possible for a management group
to pay itself more than the value of 1ts marginal product
« « - Which . . . results 1n a decrease in the valuation

placed on human resources," p. 55. If all factors are
paid the value of their marginal product, the valuation
placed on human resources will be equal to zero 1n his
system. However, he considers that a positive valuation
indicates more efficliency than a zero valuation, which is
not true. The most efficlent resource allocationwould
require a long run zero valuation on his human resources
from a soclety's point of view. From the point of view
of the residual equlty he 1is quite correct, however. Yet
the capitalized value of excess earning in this case would
be due to monopoly power rather than higher productivity.

TT1b14., p. 5.
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or both, and therefore, they will be misremunerated, or
they may be the result of factor and/or product market
imperfections. 1In elther case it should be corrected

for in cost calculations for resource allocations from

the point of view of the society. The latter case calls
for a modification in production capaclity to the point

of zero excess returns. The correction of cost calcula-
tions for resource allocation and price determination
would be achleved by deducting the average amount of excess
returns from the cost base before the computation of the
standards. The result would be a standard from the social
point of view. The efficlent price that would result,
however, may call for a subsidy to the firm to break even.
It will also result 1n a more efficient resource alloca-
tion. The treatment of the former case would be exactly
the same.

There are many other problems of cost calculations
for price determinations and resource allocation. Those
dealt with in this chapter .are what have been considered
as pertinent to the chapter topic. The treatment was
brief and sometimes undocumented mainly due to the space
the chapter has already occupied. Some of these other

problems will be treated in the next chapters.



CHAPTER IV

VALUATION OF FIXED ASSETS:

DEPRECIATION

4.1. Introduction:

For the purpose of accounts classificatlon the
UARUS distinguished eight groups of fixed assets.1 These
are: (1) land, (2) buildings, constructions, facilities
and roads, (3) machinery and equipment, (4) transportation
facilities, (5) tools and supplies, (6) furniture and fix-
ture, (7) animal and water resources, and (8) deferred
costs. Thls latter category includes organization costs,
r'e search and development costs, interest accrued before
Operations, etc. Each one of the groups if further divided
into subgroups mainly according to the type of use for
Which the asset 1s put. In addition, each subgroup is
diwided further on the basis of desired cost classifications.
For example, the machinery group is divided into two sub-
groups: production machlinery and service and utility
machinery. The first subgroup 1s divided into two classes:
local and imported machinery. Local machinery is stated

under two headings: purchase costs and other costs.

1cAA, The Uniform System, Vol. I, pp. 27-33.

129
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Imported machinery 1s stated under three headings:
purchase costs (f.o.b.), customs, and other costs which
include cost of installation.

The main purpose of the classification is to facili-

tate the process of aggregation needed for social accounting

categories and other social aggregates. For the purpose of
i1 xed assets valuation and the measurement of capital con-
sumption (depreciation) the system does not differentiate
between groups of deprecliable assets with regard to the
base or the method. The basis of valuation 1s historical
acquisition cost less depreclation as computed according
to the straight-line methods. The only discrimination

be tween various types of fixed assets 1s in the straight-
line rates that should be applied and these rates are

g1l ven in great detail for each type of asset in each in-
dustry without regard to the formal asset classification
in the industry or the whole economy. That is, within
€ach group of fixed assets different rates can be applied

for the same asset in different industries.

The emphasis in this chapter will be on the valuation

Of depreciable industrial assets in general and on the
method of depreciation and the mode of its application in
particular. This is to confine the study within mana-
geable limits. The analysis will consider various objec-
tives of depreciation and how these objectives can be
achieved. Arguments presented hereafter are applicable

to market, to planned, and to mixed economies unless
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otherwise specified. The inquiry begins with an examina-

tion of the economic significance of depreciation.

4 _.2. Economic Significance of Depreclation

From a strictly economic point of view, depreciation
is one of three main variables affecting the value of
exlisting stocks of capital. It is a measure of the current
value of capital consumed in the process of current pro-
ductzion.2 It makes no difference whether the economy 1is
planned or not, except perhaps in the measurement process
and the mode of its application. The other two variables
are capital formation and capital adjustment..

Generally we can distinguish three distinct, yet
related, purposes of depreclation measurement: asset valua-
tilon, income determination, and prilce calculations.3 For
each of these purposes different concepts of depreciation
can be employed to yield different results. The deprecia-
tion concept will vary according to how we define "value",
how we define "income", and the purpose of price calcula-

tions. The interminglement of the first two purposes of

—

ZSee Solomon Fabricant, Capital Consumption and

AQ justment (New York: National Bureau of Econ. Res., 1938),
P. 3. He defined gross capital formation as "the current
value of all new durable goods added to the capital stock,"
capital adjustment as "the value of durable goods used up

n ways other than in the current production of good and
Services, and value changes arising from revaluations of
©Xx1sting durable goods."

3See W. Arthur Lewis, "Depreciation and Obsolescence
a8 Factors in Costing," in J. L. Melj (ed.) Depreciation
&ngd Replacement Policy (Chicago: Quadrangle Books, 1961)

D. 17 et seq.
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deprecilation calculation yields the economist's conception
which 1s essentially concerned with maintenance of capital
intact. Different writers have various opinions, however,

on what constitutes capital and how capital should be

4

maintained intact. For example, Professor Pigou would

maintain capital intact in "equivalent" objects:

Capital consists at any given moment of a
definite inventory of physical things . . . in
order that capital may be kept intact, if any
object embraced in this collection becomes
worn out or thrown out (scrapped)_it must be
replaced by 'equlvalent' objects.

Terborgh, on the other hand, would maintaln the sub-
Jective value of an asset as derived from its expected

future service. He says:

From an economic standpolnt, a capital asset
1s nothing but a store or reservoir of valuable
future services, from which alone the value of
an asset derives . . . capital is a value
magnitude and is consumed as value 1s exhausted.
The pattern of value erosion therefore sets the
pattern for the depreciation charge. The recovery
of capital through this charge should be so far as
practicgﬁle synchronous with the value erosion

itself.

After defining the value of a machine's service net

Of costs (exclusive of depreciation and interest costs

————

uFor an excellent survey of the disagreement see Irving
Fisher, The Nature of Capital and Income (New York:
Augustus M. Kelly, 1965) original ed. 1906, pp. 51-65.
giisher defined capital as "A stock of wealth existing at an
instant of time," p. 52.

5"Maintaining Capital Intact," Economica, VIII (Aug.
19413), p. 271.

6Realistic Depreciation Policy (Chicago: Machinery and
Al11ed Product Inst., 1950), pp. 29 and 27.
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related to the acquisition of the machine) as guasisrent,
Professor Edgar O. Edwards deflined subjective depreclation
(that necessary to maintain subjective value) as:

That part of quasli-rent which is not income
will, if appropriately invested, Just maintain
subjective value at its level at the beginning
of the period . . . to permit the maintenance
of a constant stream of income should the owner
of capital so desire.

In fact Professor Edwards distinguished five possible
maintenance criteria by which depreciation charges can be
Judged:

(1) the continuous replacement of subjective
value criterion rests on the premise that sub-
Jjective value be maintained from period to period;
(2) the continuous replacement of market value
criterion suggests that each period's depreciation
charge should be sufficient to maintain the market
value of the firm's assets in that period; (3) the
replacement of historic cost requires that, by the
end of the machine's life, depreciation accumulate
to its original cost; (4) the ultimate physical
replacement criterion suggests that depreciation
charges on a particular machine should be suffi-
clent to provide for its ultimate replacement;

(5) the running physical replacement criterion
requires that each perliod's depreciation charge be
Just sufficlient to maintain a constant physical
stock of machines. Gilven static conditions, an
infinite horizon, accurate expectations and a
machine stock evenly distributed by age, all of
these criteria are satisfied by all the deprecia-
tion methods . . . discussed (subjective value,
internal rates, market value, and original cost
based arbitrary methods). When these conditions
are violated, however, and many of them are likely
to be in the real world, the convenlent identifies
of replacement criteria and depreclatlion methods
vanish. It becomgs necessary to choose from among
the alternatives.

7"Depreciation and the Maintenance of Real Capiltal,"
in Meig (ed.), op. cit., pp. 48 and 55.

81b1d., p. 75.
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Each of these criteria can be further subdivided. For
example, is the subjective value to be maintained that of
the individual or of the society? 1Is it to be malntained
in money terms or real terms? Is it to be computed on an
internal rate or an external rate of return basis?
Whether consciously, subconsciously, or not at all, the
accounting profession recognized these difficulties; the
stand has been taken that depreciation is a process of
cost allocation and not of valuation. This is as true in
Egypt as it is in the U.S.A. As for the USSR, Campbell
has reached the conclusion that:

In the Soviet setting depreciation charges are
retained as part of the enterprise accountling less
for purposes of income determination and distribu-
tion, and more for cost-accounting purposes, than
in the Capitalist economy. The accountants of
the head office recognize capital consumption as a
real cost, differentiated by firms, sectors, and
products; and they want this cost included in their
internal cost-accounting system.

Depreciation treatment in enterprise accounting
in the USSR is very much in line with the objective of
cost allocation. Depreciation continues to be calculated
by application of rates (straight-line) assigned from
above to a stock of assets assigned and valued from out-
Side, and the depreciation charge is not only intended to
recover original cost but also to distribute equally main-
tenance and repalr cost on the useful 1life of the asset.

How this allocation is to be made, however, remains

4 subject of dispute among accountants since allocation

S —

J0p. eit., p. 53.
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also has many problems of its own. What 1s to be allocated,
when, and how are the standard questions which need to be
answered before any "systematic" process of allocation can
be made. Most "practical" accountants in the United

States have chosen to allocate historical acquisition cost
on what they call the "estimated useful 1life" of the asset
(this is also the general case in Egypt with some excep-
tions to be discussed later). No unique pattern of alloca-
t1lon, however, is followed and various alternatives exist
in the United States (in Egypt the altgrnatives were

€ 1liminated by the UARUS). The reason for the numerous
alternatives 1s that none of them 1s considered completely
satisfactory under all conditions. Income tax considerations
and income tax laws seem to have reduced these latter diffi-
culties. What was found unjustifiable on economic or
logical grounds apparently has been Jjustified on grounds
Of tax considerations. In the remalnder of this section,
depreciation from a planned economy's point of view will

be examined. The examination will be based on economic

as well as practical grounds. Essentially those factors
that pertain to the Egyptian economy will be emphasized.
4.2.1: Economic Significance of

Depreciation 1n a
Planned Economy

One of the things that is economically common to all
Countries is their unequal endowment of economic resources.
Except in the most strict stationary conditions dynamic

cflanges take place in such an endowment with regard to
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composition and gross magnitude. This 1s true whether

the economy 1s planned or not and the only difference
would possibly be in the pace of speed such changes take
place. It 1is generally contended that economic planning,
even at 1ts lower limits of indicative planning, can make
a higher rate of growth possible than no planning. Recent
statistical history tends to render this contention plaus-
ible. Yet, the extent and composition of the original
resource endowment 1s the most decisive factor in making
such a higher growth rate possible. For planning without
adequate resource endowment is like an ocean wave striking
against a solid rock. The latter 1is never completely
removed and 1is worn out very slowly, though stricken hard
and continuously.

Egypt 1s a comprehensively planned and decentralized
economy. Both endowment of capital and the "right" type
of labor are inadequate; whereas, its endowment of the
"improper" type of labor is abundant. Growth requires the
formation of new capital and the efficient employment of
old capital. It requires an increase in the appropriate
type of labor and a decrease of the inappropriate type of
labor. It requires an increase in saving and investment
and a decrease in consumption and hoarding. And last but
now least, it requires the dissemination of the "right"
technology and the dissolution of the "wrong" technology.

Yet to achleve these objJectives requires appropriate



137

policies along with appropriate incentives for their
consummation.

It is the writer's contention that a more appropriate
depreciation policy can be used as an economic instrument
to achieve the desired objectives and to supply some of
the needed incentives. A statement of the desired results
will precede the statement of the depreciation policy.

The analysis in the main concerns the Egyptian economy,
though applicable to economies with comparable features.

Several eminent economists contend that the marginal
productivity of labor in the Egyptian agriculture 1s close
to zero or even negative.10 Although their contentlon
has neither been empirically proved nor disproved in con-
clusive terms, it certalinly seems plausible with regard
to the Egyptian economy.11 Yet thls analysis will begin
with more "conservative" grounds. It will assume instead
that the value of the social marginal product of labor in

the Egyptian agriculture is much lower than in industry,

loSee for example, W. Arthur Lewls's much cited
classic, "Economic Development with Unlimited Supplies of
Labor," Manchester School, XXII (May, 1954), pp. 139-92.
See also G. Ranis and J. C. H. Fel, "The Theory of Economic
Development," American Economic Review, LI (September,
1961), pp. 533= 65, and "Innovation, Capital Accumulation
and Economic Development," American Economic Revliew, LIII
(June, 1963), pp. 283- 306

11See for example Morton Paglin, "'Surplus' Agri-
cultural Labor and Development," American Economic Review,
LV (September, 1965), pp. 813-832, R. L. Bennett "Surplus
Agricultural Labor and Development :Comment," American
Economic Review, LVII (March, 1967), pp. 194-202, and
Paglin's "Reply", pp. 202-209; Harry Oshima, "The Ranis-
Fei Model of economic Development: Comment," American
Economic Review LIII (June, 1963), pp. 448-452, and
Ranis-Fel, "Reply," pp. 452-454,
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though not necessarily zero or negative.l2 This would
imply that labor transfers from agriculture to industry

would, ceteris paribus, increase the rate of growth of

total output. Assuming that the demand for labor in in-
dustry 1s solely a function of the marginal value product,
then two main factors can affect the "size" of that demand:
(1) the "size" of the industrial capital stock which if
increased, without a compensating increase in capital
labor ratio, will shift the demand curve for labor to the
right, and (2) technological change which can, in turn,
operate in two ways: 1ncrease labor productivity thus
favoring labor intensive methods of production, or increase
capital productivity thus favoring capital intensive
methods of production. In both cases a rightward shift of
the demand curve for labor may result but this 1s certain

only in the first case.13 1In general, then, the greater

121n effect, I am accepting the Ranis-Fel hypothesis
that "the heart of the development problem lies in the
gradual shifting of the economy's center of gravity from
the agricultural to the industrial sector through labor
reallocation," from agriculture to industry to start with,
and through capital reallocation from industry to agricul-
ture when the latter's terms of trade with the former start
to worsen, "Innovation, . . ." op. cit., p. 283. To them
"reaching the turning point signifies a major measure of
success 1n the development effort in the sense that the
disguisedly unemployed in the hither to 'dragging' agricul-
tural sector have finally been productively mobilized.
Thereafter, (they) view the agricultural sector as moving
toward the role of an 'overly productive' appendage to the
industrial sector which must be subsidized (as is typlcal
in many advanced countries) rather than squeezed for the
benefit of the rest of the economy," "Reply" op. cit.,

p. U453.

13see Fei and Ranis, "Innovation . . .," op. cit.,
pp. 284-288.
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the rate of capital accumulation, the greater will be the
rate of industrial employment. The greater the rate of
labor biased innovation, the greater will be the use of
labor using production techniques.

In the Egyptian economy the source of most recent
additions to industrial technology 1s outright borrowing
from abroad. The essential feature of this technology
is its relatively greater capital intensity. This leaves
capital accumulation, after off-setting the effect of
capital--using blased technology, as the most important
factor capable of affecting an outward shift in the demand
function of labor. If we accept the Ranis-Feli "Critical
Minimum Effort Criterion" to the effect that to provide
for a reduction in surplus agricultural labor the rate of
growth of population should be lower than the rate of
growth of the industrial labor force, as pertlnent to
Egypt, then the "government policy must insure that the
combination of capital accumulation, innovational intensity,
and labor-using bias is powerful enough to overcome popu-
lation pressures."lu Under these conditions, the appro-
priate depreciation policy should encourage relatively
higher rates of capital accumulation in labor intensive

industries and relatively lower rates in capital intensive

lL'Ibid., p. 289. The mathematical statement of the
critical minimum effort condition 1s as follows:
g<np = ny + EE_%_E, where g = population growth rate, nj

and n; equals rate of growth of industrial labor and
capital respectively, BL = degree of labor using bilas,
r = innovational intensity, and nL = elasticity of labor

demand.
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industries (though not below what is necessary to sustain
it in economical conditions).

This objective tends to be at variance with the
conventional objective of depreclation. This 1s true
because the latter does not provide for a growth variable
in the process of depreciation calculation. For example,
the conventional obJective of depreciation is to preserve
elther some value of an asset or some value of its income
stream. Under the above conditions the objective of
depreciation should be to support a growing, rather than
a constant, real income stream, and a growing, rather
than a constant, real value of capital assets. This 1s
necessary if industry is to absorb higher rates of surplus
agricultural labor. In fact, this 1s necessary under any
conditions other than those of a stationary state.

The desired rate of growth in each industry and the
rate of growth which can be achieved will be determined
within the limitations of existing and expected socio-
economic and political conditions. These rates are
generally set by macroeconomic calculations for the whole
economy and according to one or more variants of a macro-
investment criterion. My contention is that, if such a
criterion should provide for increasing employment of
surplus agricultural labor, then the depreciation policy
to be adopted should not hinder the achlievement of thils
objective by favoring capital intensive industries or

even putting them on the same footing as labor intensive
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industries. Actually what i1s needed 1s a depreciation
policy that 1is blased in favor of the latter industries.
The analysis made by Edwards,15 Preinreich,16
Dcnnar,17 and Eisner18 provide an important clue. As
indicated above, I am inclined here to believe that the
purpose of depreciation should not be based on the assump-
tion of maintaining intact a constant productive capacity
of the firm or the economy since this would be appropriate
only for a stationary state.19 Thus, the adequacy of
depreciation charges should not be Judged against replace-
ment requirements but against what 1is needed to finance new
additions at the desired rate of growth. Ideally, if each

firm in the economy can sustain its rate of growth from

50p. cit., pp. 75-103.

16"Annual Survey of Economy Theory: The Theory of
Depreciation," Econometrica, VI (July, 1938), pp. 219-241.

17"Depreciation, Replacement, and Growth," Economic
Journal, LXIII (March, 1953), pp. 1-32, and "The Case for
Accelerated Depreciation,” Quarterly Journal of Economics,
LXVII (Nov., 1953), pp. 493-519.

18"Accelerated Amortization, Growth and Profits,"
Quarterly Journal of Economics, LXVI (Nov., 1952) pp. 533-
544 ) and "Depreciation Allowances, Replacement Requirements
and Growth," American Economic Review, XLII (December, 1952),
pp .- 820-831.

197nis objective of depreciatlon is of course at
variance with that of measuring the current value of
capital consumed 1n the process of current production and
with the objective of maintaining capital intact. Depre-
ciation here is used as a tool of economic policy to pro-
vide an additional source of forced saving needed to sus-
taln growth. It can only be defended on long run soclal
welfare grounds, though very much disputable on grounds
of current social welfare.
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internal saving then the growth of the whole economy can
be automatically self-sustained. It 1s generally agreed,
as well as mathematically proved, that for a growing firm
the depreciation charge calculated in accordance with any
of the conventional accounting methods would, ceteris
paribus, provide for more than the running physical
replacement requirements.20 But, it 1s as well agreed and
proved mathematically, that such depreciation charges
provide for less funds in a growing firm than what 1s
actually needed to finance new capital additions inclusive

of replacements.21 So for each firm to be able to sustain

20g5ee Edwards, op. cit., pp. 78-81. Domar, "Depre-
ciation . . ." op. cit., pp. 7-9. For example at a growth
rate of 5%, stralght-line depreciation would provide for
114% of physical replacement requirements if the average
useful l1life of the asset population was 5 years, 130% if
such 1life was 10 years, 172% for a 1life of 20 years and
232% for a 1life of 30 years on the assumption of a zero
scrap value. Edwards, p. 79.

2lgee Edwards, Ibid., pp. 84-91, and Domar, Ibid.,
pp. 3-6. The following table 1s a partial reproduction of
Edwards' (Table 7), p. 84. It shows DO/A for various asset
lives n, and ratios of growth k, where D /A 1s the ratio of
Depreciation Charge on a straight-line, zero scrap basis
to the cost ot new acquisitions. The rate of growth of
Egyptian firms would probably fall between 5-10% in recent
years with an average useful life of about 14-25 years for
capital stock.

h\\rl 5 10 20 30 50

-.02 105 111 123 137 172

0 100 100 100 100 100
.02 95 91 62 75 63
.05 83 79 63 52 37

.10 79 63 43 32 20




143

1ts desired rate of growth from accumulated internal funds,
the depreciation allowance and retalined profits should
measure up to the requirements of needed new capital
additions. Actually Professor Domar has shown that:
If the rate of retalned profits (P) and

the rate of growth of investment (r) happen

to be equal, the whole investment program

of a growing firm can be financed internally

year after year.
Where (p) according to his definition is the "rate of
retained profit on the stock of capital net of deprecliation,"”
and (r) is the relative rate of increase in gross investment
consisting "of fixed capital only and is gross of deprecia-
tion or replacement."22 A higher profit rate will
23

create excess funds and vice versa.

22wrhe Case for Accelerated Depreciation," op. cit.,
pp. 495, 498, among Professor Domar's assumptions are a
straight-line depreciation and that the firm begins with
no fixed capital, Ibid., p. U495.

23Egypt1an enterprises, whether functioning in the
public or the private sector, are subject to a flat tax
rate of 32.2% of net profits, as follows:

Tax on commercial and industrial profits 17.0%
Local government tax 1.7%
National defense tax 10.5%
National security tax 8.0%

Total 32.2%

The proportion of tax revenues used for capital accumulation
is equal to the government's propensity to save, which is
under usual conditions substantially less than one, multi-
plied by the amount of tax revenues. On the other hand,
any reduction in tax revenues due to increased depreclation
allowances will result in an 1lncrease in gross capital
accumulation equal to the whole amount. That is, if the
amount of tax revenues foregone due to increased deprecia-
tion allowances 1s X, government saving will be reduced by
X (1-c); where c is the government marginal propensity to
consume and is greater than zero. At the same time gross
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For the purposes of this analysis the assumption
will be made that the whole industrial sector can be
divided into two groups of productive units: one group
with a higher technologically constralned capltal labor
ratio, which constitutes the capital intensive industries,
and the other group with a lower technologically flexilble
capital labor ratio, which constitutes the labor intensive
industries. It will be assumed further that growth is
desirable and the absorption of surplus agricultural labor
is an important aim of economic policy. On the basis of
these assumptions a discriminatory depreciation policy
should be of great help in the achlievement of the desired
objectives. The discrimination would be reflected 1in the
depreciation rates allowed for each industry. A higher
rate should be granted for labor intenslive industries and
a lower rate for capital intensive industries. These rates
should be such as in combination with the normal rate of
profit retention in each industry would allow the genera-
tion of enough internal funds to finance the major propor-
tion of new capital acquisitions necessary to maintain the
desired rate.of growth. The planned rate of growth for
labor intensive 1industries should, of course, be higher
than that for capital intensive industries, 1f the policy

objectives are to be achieved. A scheme of accelerated

business saving will increase by X. It is clear that
X>X(l-c). Financing government expenditure can then be
provided for by imposing higher income tax rates on capital
intensive industries, or by charging an interest price on
publicly owned caplital to compensate for the amount of

reduction in revenues.
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deprecliation for the former industries and of straight-line

or less accelerated depreciatlion for the latter industries would
tend to achieve the objective depending on the magnitude of
acceleration. The higher the rate of acceleration for labor
intensive industries, the greater the funds provided by
depreciation for a given amount of retained profit. But the
higher the rate of acceleration, the lower the rate of profit
retention and the lower the funds provided by the latter.

Yet unless the rate of profit retention is higher than the
desired rate of growth, total funds generated by an accele-
rated depreciation scheme would be higher than that provided

by a straight-line scheme, given the same rate of profit
retention.2u

There are many implications to such a discriminatory
depreciation policy and its success in the achlevement of
the desired objectives depends on many factors.

1. 1Its success will depend on the earning capacity of
each 1ndustry. Unless each industry in earning enough reve-
nue to cover the depreciation charge and the desired rate of
profit retention, its capacity in generating the required
amount of funds to sustaln its growth rate will be hindered.
If depreciation charges are not earned, the ratio of
internally generated funds to the desired rate of acquisition
willl be reduced; 1likewise 1f no profits were retained.

2. Unless conditions are expected to remain the

same, the value concept upon which depreciation

2hsee Edwards, op. cit., pp. 88-91, especially
(Table 10).
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calculation is based will be a decislve factor in deter-
mining the success of the depreciation policy under condi-
tions of changing prices. Ideally, the depreclation base
should be the expected amount needed to replace the asset,
at the time its economic life is expected to terminate, by
another asset of the same capacity. Current replacement
value can be used instead, but the depreciation charge of
each year will usually need to be adjusted for under or
over depreclation of past years. Thils would be a more
practical method since expected future replacement may be
difficult to determine, especially if the expected useful
life of the asset under consideration is relatively 1long.
The condition of replacement in terms of productive capacity
and not in kind 1is introduced by technological change.
Depreciation should also be based on the economic rather
than the technical 1life of the asset. Maximum economic
life terminates at the point in time where repair and main-
tenance costs per unit of output exceeds replacement cost
of the asset per unit of output. That 1s, when the
acquisition of a new asset will result in cost saving per
unit of output equal to its acquisition cost per unit of
economic 1ife output. Hlistorical experience as well as
engineering studies should be of great value for such
estimates.

3. The success of this depreciation policy would
depend to a large extent on the scheme of economic

incentives followed. If the efficiency index for the firm
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or the industry is based on the rate of growth in the
value of gross output as determined on a full-cost-plus
a profit margin basis, (as is the case 1n most soclalist
planned economies) no inconsistencies will arise. This
would also be true if the efficience index is based on
value added, net profit, or variable cost of production,
given the saﬁe pricing policy above. If on the other hand,
prices are determined solely on the basis of competitive
conditions, then lnconsistencies will arise except 1in the
case of variable cost based efficiency indices.22

4, Unless the assets 1in question are nationally
produced, the success of the depreciation policy in adding
to the physical capacity of the 1ndustrial capital stock
will depend on the ability to earn enough foreign exchange
to finance the additions. Yet even under conditions of
foreign exchange rationing the capital stock of labor
intensive industries will still grow at a faster rate than
that of capital intensive industries, provided that the
rationing process 1is consistent with the rate of growth
of internally generated funds in each industry.

5. Unless long run soclal welfare 1s much more

important than current social welfare, the discrimination

25For more comprehensive discussion of this point
see Aleksy Wakar and Janusz Zielinski, "Soclalist
Operational Price Systems," American Economic Review, LIII
(March, 1963), pp. 109-126, and J. M. Monias, "Socialist
Operational Price Systems: Comment," American Ec¢oromie
Review, LIII (December 1963), pp. 1085-93 and Wakar-
Zlelinski's "Reply," pp. 1093-94,
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willl be socially undesirable for two reasons. First,
there will be an involuntary business saving of a propor-
tion equal to the difference between the real net saving
proportion as computed on the basis of utilization cost
depreclation and the apparent net saving proportion as
determined on the basis of the accelerated scheme. Pro-
vided that efficient employment of these concealed savings
can be assured, the economy will be better off in the
long run, though short run social welfare will be distorted.
Second, 1f the price of the final product 1s determined
on a full average cost basis (including the cost of
capital) there will result a divergence between the real
social cost on the margin 1d the apparent social cost.
Real soclal cost will be lower than apparent soclal cost
which 1s equal to price in labor intensive 1ndustries,
while in capital intensive industries real soclal cost
will tend to be closer to price. The latter industries
will appear as if they were more efficlent. However, 1if
the difference between the apparent and real social cost
in labor intensive industries can be equated with the bene-
fit of increased surplus agricultural labor absorption in
industry, the distortion will tend to disappear and the
economy will be better off in the long run.

6. Unless funds provided by depreciation are
supplemented by profit retentions or outside sources,
no reasonable rates of acceleration of depreclation can

sustaln any positive growth rate. Even 1f depreciation
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funds are instantaneously invested in new machine additions,
there will come a point in time after which the physical
stock of capital will not grow on depreciation funds alone.
Until such a point is reached, instant investment of de-
preciation funds will provide for an increasing physical
stock of capital. The rate of increase will vary positively
with the rate of deprecliation acceleration. A much simpli-
fied case will clarify the points involved here. Assume
an extreme case of accelerated depreclation, such as each
machine in the capital stock 1s fully depreciated by the
expiration of one-half of its economic life. Let the method
be identified by "double the straight-line rate on economic
life." Assume that a new machine is acquired at the time
an existing one is fully depreciated, prices are constant,
and capital labor ratio 1s constant. For simplicity,
assume that at the time this depreciation scheme 1s applied
the industry's capital stock consisted of elight machilnes
with remaining economic life for each as follows:

Machine 1 2 3 4 5 6 7 8

Economic Life Remaining 5 10 15 20 25 30 35 40
The maximum economic life for each machine new is forty
years and all machlines are identical. To simplify the
exposition with little or no alteration to the conclusions,
assume that at the time the scheme 1is applied, previously
accumulated depreciation of the eight machines will be

maintained.26 In effect when the scheme is applied the

26This assumption is necessary to make possible a
non-mathematically involved treatment of the case.
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remaining value of each machine will be depreciated on
half the period of its remaining economic life. A new
machine will be added instantly when an existing machine
is fully depreciated, though the latter remains 1n opera-
tion until its economic life expires. Table 1 shows

the effect of such a scheme on the number and age dis-
tribution of machines 1n the stock. According to the
assumptions the following conclusions can be drawn from
the table.

a. The rate of increase in the number of machines
will be decreasing until the number doubles by year forty
and the rate of increase will become zero. From this
point on depreciation charges will be Just enough to
maintaln the number of machines constant. This would be
the static equilibrium number of machines at which the
age distribution will thereafter be maintained.

b. If stralight-llne depreciation was followed
under the above assumptions, the number of machlnes as
well as their age distribution will remain intact. If
we relax the assumption of maintaining accumulated depre-
ciation at year zero and permit its investment in new
machine acquisition, by year forty the number of machines
undér straight line will be about 150 per cent of their
number at year zero, whlle under the double straight 1line
rate the number of machines at year forty will be about
300 per cent of their number at year zero. The number will

thereafter be maintained intact under either method but
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under neither would the age distribution be maintained
intact .27

c. To maintain a given rate of growth, accelerated
depreciation will be superior in generating internal funds
as long as the rate of profit retention available for new
machine acquisitions does not exceed the desired rate of
growth.28

d. The greater the difference between the deprecila-
tion 1ife base and economic 1life the greater the number of
machines at the point of static equilibrium and vice versa.

e. Any disturbance in depreciation policy, replace-
ment policy, or exogenous investment policy (the latter
has been assumed to be zero above) at year forty will set
forces 1n motion to disturb the number of machines. A
positive exogenous investment will render the number of
machines increasing given the same depreciation policy.
An acceleration of depreciation will start .a cycle of
increasing the number of machines. A deceleration of
depreciation will initiate a cycle to the reverse, that is,
to decrease the number of machlnes.

f. Under rising prices depreciation funds will
finance a smaller number of new machine acquisitions.

Accelerated depreciation would still be superior.

2TThere 1s an analogy between stable age distribution
models of caplital and stable population models. For a
fuller description of the analogy see Kenneth Boulding,
A Reconstruction of Economics (New York: Science Editions,
1962), Ch. 11, especlally pp. 189-202.

28see Edwards, op. cit., pp. 88-90.
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g. Total annual depreciation charge will be the
same, although the physical capacity 1s increasing.
Provided that such increased capacity can be utilized
effectively, the annual rate of return will be increasing.
Therefore, a higher rate of profit retention can be
attained. Such a higher rate of profit retention would
allow the maintenance of an internally financed higher
rate of growth of physical capital stock even after the
point at which depreciation funds become just enough to
maintain a given physical capital stock intact. Given a
constant capital labor ratio, the rate of labor absorption
in industry will be constantly ilncreasing.

7. Important to the above depreciation policy are
questions related to the destination and controllability
of funds provided by depreciation. If these funds were
extracted from the economic units under consideration and
were subject only to the control of a central authority,
the objective of the depreciation policy would most
probably be unrealized. In addition to lost incentives,
this would be so due to the fact that the distribution of
these funds between replacement and new capital additions
may favor the former. The central authority, constrained
with a limited amount of investible resources will satlsfy
urgent replacement first, which will tend to be generally
biased in favor of capital intensive industries. On the
other hand, if depreciation funds are to be left under

the control of the economic unit, appropriate measures
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s hould be taken to assure the efficient employment of these
resources. It would be better if the central authority
established a pool of depreclation funds for each industry
separately. Each firm would contribute to the pool an
annual amount equal to the depreciation charge and the
appropriated portion of retained profits and extract from
1t an amount equal to what 1s needed to satisfy its
replacement and new capital additions decisions. Foreign
exchange limitations and the requirements of macroinvest-
ment criteria would, of course, still have to be satisfied.
This policy would achieve the objectives of increasing the
rate of absorption of surplus agricultural labor in industry
and would reduce the difficulties involved in a decentralized
control over depreciation funds.

These implications bring up the questions as to
what are and/or what should be the objectives of deprecia-
tion in a planned economy. Should depreclation be mainly
a tool of economic policy or should it remain a conventional
accounting technique? The two objectives may, and usually
do, conflict. It 1is, therefore, important to clarify what
1s to be accomplished by depreclation accounting; other-
wise the proper criteria for evaluating any given deprecla-
tion policy would be lacking. Thus, the depreciation
methods adopted by the UARUS cannot be evaluated on grounds
Of economic policy unless such methods are intended to
Serve the objectives of this policy. 0ddly enough, the

UARUS did not state any explicit objectives for
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depreciation and these objectives will then have to be
established by implications. The next section is devoted

to this and other tasks related to depreciation under

the UARUS.

Y4 _3: Depreciation Under the UARUS:

No clear stand has been taken by the system regarding
the nature and objectives of depreciation. Whether the
sy stem considers depreciation as a process of cost alloca-
tion or a process of asset valuation or a tool of economic
policy i1s not made explicitly clear. On the other hand
implicit statements to this effect are too fragmentary and
sometimes contradictory to indicate what the system is
really trying to accomplish by depreciation. A reading of
the system's objectives (stated in Chapter II above)
would give the impression that depreciation should most
appropriately be considered as a tool of economic policy.
However, a reading of statements regarding depreclation in
the system would definitely lead to an opposite conclusion.
Some statements give the impression that depreciation is
not considered a process of cost allocation. The first
part of the following statement gives this impression:

It is necessary to provide for the difference

between historical cost and replacement cost of
assets to maintaln the productive capacity of
the invested capital intact. Such difference

should be considered as a part of the general
provision when profits are distributed.

29(CAA) The Uniform System, Vol. 1, p. 112.
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The second part of the statement would give the opposite
conclusion: that depreciation 1s mainly a process of
historical cost allocation and the objective of maintalning
the productive capacity intact should be considered as a
decision of profit distribution and not as a decision of
cost calculations. Yet other statements would indicate
neither objectives:
Depreciation of assets which are fully

depreciated but still used in production should

be continued at 75% of the original depreciation

rate. The amount of depreciation will be added

to the general provision (provision for rising

prices of assets).30
This is not a process of asset valuation since the value
of the remaining productive capacity of the asset 1s not
restored on the books. Neither is it a process of cost
allocation since there is no remalning cost to allocate.
In a very restricted sense depreciation in this latter
case could most appropriately be considered as imputed
utilization cost of production. Apparently, however, past
utilization cost was overstated and under a full cost plus
pricing policy this overstatement of cost would be trans-
ferred to the consumer thus reducing his social welfare.
Most appropriately the amount of overdepreciation should
be considered as a forced saving and should be debited
to the asset and credited to a social capital account.

In labor intensive industries this amount would be invested

in new capital additions to increase the rate of surplus

301p14., p. 112.
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agricultural labor absorption. From capital intensive
industries, the amount would be extracted and transferred
to labor intensive industries. Utillization cost would
then be computed on the restated value of the asset.
Since no one obJjective of depreciation can be
established as being the main concern of the UARUS the
analysis that follows will have to conslider three main
obJectives: asset valuation, cost allocation, and depre-
clation as a tool of economlic policy. This section 1is
divided into two parts, one dealing with depreciation
methods and the other dealing with depreclation rates.

They are discussed in order.

4.3.1. Depreciation Methods in the UARUS

The only depreciation method allowed under the UARUS
is the straight-line method. The system requires every
economic unit to calculate annual depreciation on 1its
assets according to the straight-line method regardless
of the results of its operation.31 The rate to be used
for each asset 1s given in the first appendix of the system
and will be discussed later. Although no explicit state-
ment as to the depreciation base is given in the system,
the implications clearly indicate historical acquisition
cost as the adopted base. All fixed assets are subjected
to depreciation except the acquisition cost of land.

For a clear understanding of the effect of any

depreciation method we should differentiate between the

311p14., p. 112.
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method per se and the mode of its application. Terborgh
distinguished three principal modes, though labelled as
methods:

Amortization method. This procedure, which is
applicable to Individual assets, or to groups . . .
installed at or about the same time, simply amortizes
the original investment over the estimated average
life. No account is taken of mortalities or
retirements occurring before the average life is
reached. Short lived assets that go out before that
point continue to be depreciated as if they were
still present . . . attainment of the average life
. . . terminates depreciation.

Item method. Like the system Just described, the
item method discontinues depreciation on all assets
reaching the average service l1life. It differs, . . .
(in that) it writes off the undepreciated balance at
the time of retirement as a terminal loss . . . only
surviving assets are depreciated, and these only over
the period of the average life. This method 1is
applicable either to one-asset accounts or to groups.

Group method. . . . applied only to a depreciation
account containing more than one asset. All items in
the account are depreciated at the average-life rate
as long as they survive . . . No disgosal losses are
taken on premature retirements . . . 2

None of these methods of application can exactly fit the
UARUS' prescription. The general rule 1s that depreciation
be computed for each asset individually according to the
rates given in the system. The rates given, however, are
for assets purchased new, operated one shift or less per
day for 300 or less days per year. If these can be called

normal rates then 1t 1s found that the effective rates

320p. cit., pp. 53-54.
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may substantially differ. The effective rates would be as

f‘ollows:33

l. Assets purchased new:

a. Satisfying the above requirements: The

effective rate 1s 100 per cent of the
normal rate.

b. Not used 1n production at all during the

year: The effective rate is 50 per cent
of the normal rate.

c. Used in production but fully depreciated:

The effective rate is 75 per cent of the
normal rate for the same operating condi-
ditions for assets not fully depreciated.
The depreciation charge is to be credited

'

to "provision for rising prices of assets.'

d. Still economically useful in production,

fully depreciated, but not used in produc-

tion during the year: Effective rate 1is

37-1/2 per cent of normal rate. The
depreclation charge is to be credited to
"provision for rising prices of assets.”

e. Used in production for more than one shift,

or more than 300 days: Normal rates would

330p. Cit., pp. 111-113, and (CAA), Monthly Training
Bulletin, pp. 74-80, and A. Hafiz, M. Wassilly and F.
Ausmann, Theory and Practice in the Uniform System of
Accounts (Cairo: Dar Alfikre Alarabi, 1968), pp. 228-231.
(In Arabic). :
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be increased by the economic unit in
consultation with the appropriate General
Organization according to the expected
effects of increased utilization.

2. Assets purchased used:

All effective rates applying to the various
cases of assets purchased new should be
doubled for assets purchased used.
Many issues can be raised with the adopted deprecla-
tion method and many more can be raised with the scheme of
its application. Some of these issues are discussed below:

A. The Method:

As was mentioned previously, depreciation measures
the current value of capital consumed in the process of
current production. Accordingly it 1s the factors that
determine the current value of capital, and the pattern of
capital consumption, that should determine the current
depreciation charge. These factors not only determlne
the allocation base but also the allocatlon pattern. A
great majority of economists believe that the current value
of a durable asset 1s a function of the present value of

i1ts expected future services.3% Once this latter is

3“See for example, Fabricant, op. cit., p. 19,
Terborgh, op. cit., Chs. 4 and 5, DR. Scott, "Defining
and Accounting for Depreciation," Accounting Review, XX
(July, 1945), pp. 308-315; Edwards, op. cit., pp. 54-67,
and Lewis, op. cit., pp. 17-19, 29-33.
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determined the present capital value of the asset can be
determined and the pattern of 1ts erosion would determine
the amount of depreciation necessary to restore the capital
value of the asset to its original position. The present
value of expected future services, in turn, 1s a function
of many factors: (1) It is a function of time. Generally,
the efficiency of an asset in producing services 1s a
decreasing function of time. Also the present value of an
asset's expected future services is a decreasing function
of time; the further the service from the present, the lower
its present value. (2) It is a decreasing function of the
time value of money. The higher the time value of money
(the discount factor) the lower the present value of any
given future stream of services. (3) It is a function

of the asset's output and its distribution through time.

(4) It is a function of the economic 1life of the asset;

the longer the economic life, other things being the same,
the higher the present value of its expected future services.
(5) It is a function of the asset's expected repalr and
maintenance cost. (6) It is a function of the asset's
expected disposal value. (7) It is a function of risk

and uncertainty.

The allocation pattern that 1s implied by these
factors should presumably be more theoretically sound than
any of those implied by the conventional accounting methods.
The practical problems of application involved in such a

concept need not be of concern here since no actual attempt
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is being made to that effect. The real interest lies in
the theoretical pattern of allocation and then only to the
extent useful to determine the adequacy of various conven-
tional depreciation methods in approximating the theore-
tical pattern of value erosion. Once the theoretically
sound pattern of capital consumption can be established,
then selection of one of the many practical methods availl-
able can be made on the basis of its ability to approximate
the theoretically sound base of allocation.

Terborgh35 argues on the basis of both theoretical
and empirical evidence that service value and accordingly
capital value of assets typlcally decline with time. Table
2 indicates the pattern of decline (given the assumptions
stated in the table heading). He argues that factors such
as rising operating costs, impaired service quality or
adequacy and improved alternatives, combine to reduce the
value of the service as the assets age.36 He then concludes
that "in the case of capital equipment, . . . from both
theoretical and empirical evidence that something 1like one-
half of cost should be written off in the first third of
the service life, and at least two thirds in the first half.
As to plant (buildings and structures), . . . the same
theoretical analysis . . . indicates a first-half write off

of well over 60 per cent . "37

350p. cit., Chs. 4 and 5.
361p1d., p. 33.
371bid., p. 70.
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Terborgh's analysls would emphasize W. Arthur
Lewis' conclusion that:

If one wanted the book value of an asset to be
a truer reflection of its real value (whether 1its
scrap or inside value) the "diminishing balance"
method of depreciation, which is widely used in
the United Kingdom, would be superior both to the
straight-line method, which has been general in
the U.S.A., and also to the sinking fund method,
which is the favourite of the mathematically
inclined . . . 1f the assets lose half thelr value
within the first quarter of their 1life, but only a
quarter of thelr value is retalned within the
business, then capital has not been maintained
intact.38

Accordingly even if the accounting concept of capital
maintenance is considered, stralght-line depreciation

falls due to the lag it creates between capital recovery
and capital erosion. The danger of this lag is not limited
to its effect on capital maintenance. Perhaps more impor-
tant is its effect on economic policy especially in a
planned economy. The lag affects two important policies
(1) pricing policy and (2) modernization and replacement
policy.

(1) Pricing Policy: A Soviet writer explained this
as follows:

Incorrect calculation of amortization leads to
distortions in cost, which in turn leads to the
establishment of prices that are too high or
too low, both on the means of production and on
objects of consumption, to the distortion of
the indicators of profitability of enterprises,
and also of calculations concerning the

380p. cit., pp. 29-30.
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effectiveness of capital investment and

measures for the mechanization and automa-

tion of production.39
If prices are based on a cost-plus basls, straight-line
depreciation will result in prices which are lower than
they should be in the early years and which are higher
than they should be in the later years. The adequacy of
the price mechanism for efficient.resource allocation will
be distorted. In addition since lower prices would be
charged at early years, lower profits would result and
the business saving proportion would be lower than it could
have been if the correct prices were employed. The opposite
would be true during later years. Both effects are not
desirable especially in a developing country where 1increased
saving 1s one of the most pressing problems. If however,
capital assets of each industry are such as to fit a normal
and stable age distribution, such adverse effect of the
straight-line deprecliation would be eliminated. The under-
depreciation of the relatively new assets will be offset
with overdepreciation of the relatively old assets. But
in a developing economy where everything 1s supposed to be
growing, neither a normal nor a stable age distribution of

capital assets can be attained and hence, the adverse effects

of straight-line depreciation would remain.

39N. P. Grachev, "Voprosy amortizatsil 1 khozyaystvennogo
rascheta na promyshlennykh predpriyatiyakh" (Questions of
Amortization and Economic Accountability in Industrial
Enterprises), Voprosy ekonomiki No. 6, 1957, p. 106.
Quoted in R. W. Campbell, Accounting in Soviet Planning
and Management, p. 73. (Probably his translation).
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(2) Modernization and Replacement policy: The previous

section has shown that stralght-line depreciation is an
inferior method in providing funds for internal financing
Qf new acquisitions. It 1s well established that depre-
ciation is normally the major source of financing business
investment decisions. In addition, stralight-line depre-
clation fails on another count. The fact that past
investment is not relevant to replacement and moderniza-
tion decisions 1is well established 1n economic analysis.
It 1s, nevertheless, true that a write-off of a large book
value is psychologically unacceptable. Grant and Norton
emphasize that "there is no doubt that the high book value
of old assets often operates as a deterrent to economic
retirement." They further argue that "the combination of
high tax rates and low allowable depreciation rates consti-
tute a serious obstacle to investment in fixed assets and
particularly to plant modernization . . . that in the long
run may be expected to operate in the direction of techno-
logical stagnation."uo Hatfield has emphasized this
psychological effect when he wrote:
When the question erises as to the advisability

of discarding an old, but still usable, machine

and substituting a newer model, one faces the

necessity of writing off the book value of the

obsolete machine. Et is always disagreeable to
write off an asset.?l

uoggpreciation, Revised printing (New York: The Ronald
Press Co., 1955), pp. 311, 369.

ul"Replacement and Book Value," Accounting Reviliew, XIX
(January, 1944), p. 66.
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This psychological effect is more important to plant
managers of a planned economy, especlally 1f their perform-
ance 1s evaluated on the basis of their contribution to

net profits. The danger would be accentuated if an allow-
ance for repair and maintenance is accumulated in suffi-
cient enough amounts to finance major repairs and excessive
maintenance. Under these conditions no manager would ask
for replacement unless the book value of the asset is zero
or very close to it. "If improvements in industrial equip-
ment were not put into place until the old equipment were
fully depreciated, there would be a sizeable lag between
technological progress and the general benefits to be

42 If decislons are made

derived from such progress."
rationally, however, and funds are made available to
implement replacement decisions on request, book value
would have virtually no influence. "But there are indica-
tions that the financial mechanism 1s not neutral here.
Apparently it is much easier to spend the repair fund,
already at hand, for the purpose designated than to get
funds from above for replacement or modernizat:lon."l'3

This would be virtually certaln in a case where shortage
of capital is acute and where fixed caplital assets are

imported under conditions of insufficient foreign exchange

reserves and balance of payment difficulties. These latter

"2Frank Gaston, Effects of Depreciation Pollcy,
Studies 1in Business Economics, No. 22 (New York:
National Industrial Conference Board, 1950), pp. 31-33.

43campbell, op. cit., p. 158.
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conditions are very well approximated in the Egyptian
economy. Hence, we would expect that the adverse effects
of straight-line depreciation (especially if the allowable
rates were too low as we will examine shortly) to be
operative in the Egyptian economy in the long run.

Even from an accounting point of view, straight-
line depreciation has been criticized on two main premises.
These are described by Paton and Paton as follows:

straight-line assignment does not produce
a reasonable matching of costs and revenues, and
is a dangerous policy from the stand point of
income taxation and financial administration.
What 1s needed . . . 1s an appropriate "acceleration"
of depreciation in the early and more productive
periods

Even if the probability of decreasing output 1is

ignored, a substantial objection to a stralght-
line depreciation 1is found in the increasing rate
of returﬂ on remaining investment that results from
its use. 4

Perhaps no further discussion of any of these points
is needed. It is conceded that the second criticism is
"off base." The criticlsm is based on the assumptions
that revenues are produced by the asset alone, that the
depreciation charge is withdrawn from operations, and the
book value of the asset reflects the true investment of
the firm in producing the given amount of revenue. None
of these assumptions seem plausible enough to Justify the

above-mentioned criticism. If depreciation charges are

reinvested continuously in the firm's operation then 1t

uuAsset Accounting (New York: The Macmillan Co.,
1952), p. 270.
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should be expected that the rate of return on the total
investment would be the same during the whole period of
the economic 1life of the asset. This would also be true
if the asset's share of total revenue can be computed and
isolated correctly. Historical book value of the asset

is not slgnificant 1in measuring the effectiveness of a
given investment except in stationary conditions and under

the one venture concept of the enterprise.

B. The Mode of Application:

The pecullar mode of the application of the straight-
line method to assets purchased new, assets purchased used,
and fully depreciated assets deserves particular attention.
The analysis will be limited here to the application of the
method to the second and third cafégory of assets, since
the normal deprecilation rates on new assets willl be dis-
cussed later in more detail.

1. Assets purchased Used: The system required that

the rates on these assets be double the normal rates for
comparable conditions. A question was directed to the
tralning committee of the CAA by one of the trainees regard-
ing the definition of used assets and whether a machine used
for only one month would be put at equal footling with one
that was used for ten years before it was purchased. He
further asked about the treatment of a speclal case

where each of two factorles has bought an identlcal

machine at the same time, and the two machines were

operated under identical conditions for a short period of
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time after which one of the factories bought the other's
machine to use along with 1its own.45 The Committee's
answer to both questions stands as follows:

The system did not differentiate between the

length of the periods of use before acquisition.
The general principle is that whatever 1s bought
and resold is consldered an old asset from the

new purchaser's point of view even if the original
purchaser has only used it for an insignificant
period. Depreciation rates were set on the basis
of certain assumptions and so far as the second
machine 1is considered used, doggle the normal
rates should be applied to it.

The Committee's statement is disputable on purely
economic as well as purely accounting grounds. From a
purely accounting point of view what is important 1is the
proportion of useful life remaining of the original useful
life of the asset. A machine having an economlic productive
life of ten years, acquired after two years' use 1s not
equal in any respect to the same machine acquired after
eight years' use. There is no commonality between the
two machines except for the fact that both have been pur-
chased used and this 1s no Justification for giving them
the same treatment. This will result in a substantial
distortion in cost calculations for all conceivable pur-
poses. Take a simple example of three factories each

owning one of three identical machines with an economic

life when new of ten years each. Factory A purchased 1its

MS(CAA) Monthly Training Bulletin, p. 78.
L6

Ibid., p. 78.
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machine new five years ago for $10,000; Factory B purchased
its machine, used two years, for $8,000 three years ago;
Factory C purchased its machine, used five years, for
$5,000, at the beginning of the current year (year 6).
Given a constant annual net revenue before depreciation

of $4,000 for each factory, Table 3 shows the book value

of each machine's annual depreciation charge, accumulated
depreciation, and net profits for each of the three fac-
tories, according to the rules of the UARUS. We assume that
the machlines are usable for one more year after the expira-
tion of expected economic 1life.

The table clearly indicates the resulting distor-
tions. According to the assumptions, all three factoriles
are equally efficient throughout the period. But due to
differences in depreciation expense the second factory (B)
will appear less efficient than the other two factorles
throughout the whole period. From Table '3 the following
generalizations can be made:

a. Unless the used machine is purchased for a price
proportional to its remaining economic 1life and
unless its economic life remalning is exactly
one-half of that of a new machine, distortions
will result. Given the same price for the final
product, downward dlstortions in profit will
result the longer the remaining economic 1life of
the used assets, or the higher the acquisition
price above the proportional price, or both, and

vice-versa.



u"S39sse Jo s39Tad BUlSTL a0J uorstaouad, 03
Po3TPadd 9Qq PTNOYS SNTBA }00Q JO SS39Xd UT Sjunowre 3eY3 93BITPUT S8anI3TJ paddaels ()

*paddeaos ST 3T ITauUn pue 0J32Z SaW093q

anTeA 30o0q S3T JI93J8 93BJI TBWIOU S3T JO $G) 3® pajeioaadsp sT y aufyoel ‘paddeaos

aae £9yj3 Tr3un Ja93JeaasYys 93BJI TBUIOU 8Yj JO $0GT 3B PUB 0OJd9Z SaYoead anTeA H00q
JT9Y3 TTFaun Y SUTYOBK JO 994BJI TBULIOU 3yj JO %002 3B pP9ajeioaadsp saae ) pue g saufyoey (§£)

*93BI
TeupdTa0o ays3 JO %G/ 3® sanujjuod uoljeioaadsp “pasjetoaadsp ATTnJ ST 39sse ayz I93Jy (2)

*uofieToaadap s,aeaf jquaaand snTd JsaUMO jJuagand ayjg £q uaie)
uotieToaadap s,a83L snofAsaad JO ums ayj3 squasaadaa g ae9f 38 uorjeidoaadsp pajeTnNUMOdY (T)

:9TQe] 07 S910N

172

0G2E 008°2 0G2°E|%x0GL°S »008°2T x0G6L°0T|06GL 002‘T 06G. 0 0 0 TT
000°E 008°C O000°E| 000°G x009°TT 000°0T|000°T 002°T 000°T| 000°T 0 000°T 0T
000°€ 008°2 000°E| 000°f 00K OT 000°6 |000°T 002°T 000°T| 0002 0 000°¢ 6
000°€ 008°2 000°E| 000°E x002°6 000°Q |000°T 002°T 000°T| 000°€E 0 000°€ 8
000°E 00K 2 O000°E| 000°2 000°8 000°L |000°T 009°T O000°T| 000°H 009°T 000 L
000°€ o00OK‘c 000°E| 000°T 00KH‘9 000°9 |009°T 009°T 000°T| 000°G 002°€ 000°G 9
0 g v 0 g v 0 g v 0 | v
Jeax
Ieax Ja0J s3tJoad Jeax JO puy 3® Jeax ao0J ssuadxy Jeax Jo Jutuuildag
*Jxdag pejzeInumody uofaeosadaq 18 anIeA Yoog
*snyvn aul

JOo soTny ay3 JUTMOTTOL Sa3Y QUSJISJITA 3B Paseyoand SSUTYOBK TBOTIUSPI 93JYJ
uo S3TJoad 919N pue UOFjeFosadag pejeTnumooy ‘alary) uoljefosadag ‘ontep Nood--°f AIIVL



. The 1longer the remalning useful 1life of the used
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machine, the greater the amount of excess funds
provided by deprecliation over the acqulsition value
and vice-versa.

If prices of the product are calculated on recorded

cost-plus basis there will result a distortion in

the price mechanism proportional to the degree of
cost distortion created by depreciation. Under
these conditions the same commodity will be sold at

different prices according to whether assets were

purchased new or purchased used. This 1s hardly an

economic criterion for price differentiation.

. Under conditions of cost-plus price setting every

manager would prefer to acqulire a slightly used
asset rather than a new asset even if prices of

the used assets were much higher than prices of new
assets because this will result in a higher price
of his product. The market for old assets will
boom and the market for new assets will decline.

This 1s hardly an indication of technological progress.

. Comparisons between financial poslitions of different

economic units will be extremely difficult and the
additivity of such positions for the purposes of
macroeconomic calculations will be extremely mis-
leading. Wasteful resource allocation will result
and substantlal social welfare loss willl be

concealed.
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2. Assets fully depreciated but still used in

production: The system requires that depreciation on these
continue at 75 per cent of the applicable rate. No
restatement of the book value of the asset is to be made
and the amount of annual depreciation would be debited to
an expense account and credited to a retailned earnings
account called "provision for rising prices of assets."
Since no adjustment to the book value of the depreclated
asset is made then depreciation cannot be considered in
this case as a process of cost allocation. The entry
recording the annual depreclation charge points at two
possibilities: (a) that depreciation measures utilization
cost and hence the amount is charged to operations and

(b) that depreciation is intended to maintain the produc-
tive capacity intact by crediting the amount to "provision

for rising prices of assets."”

An examination of each of these possibilities follows:

a. Utilization Cost Deprecilation: Thils is essentially

a concept of user cost which means in this context
opportunity cost, escapable cost, or cost that can
be escaped by not using the machline or the asset
under consideration. Under conditions of long run
full capaclty utilization user cost 1is equal to
the current value of capital consumed currently
which otherwise would be available for consumption
in the future. This is ideally measured by the

current value of replacement of the proportion of
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current capacity output to the total expected
capaclity output. Under perfect conditions this
reduces to the interest on purchase price plus
the decline in market value of the asset during
the year.u7 The latter would correspond to the
decline in the inslde value as measured by cost.
Under variable conditions market value will de-
viate from cost and the latter will have no
significance. Market value 1is supposedly a
more appropriate measure of the decline in service
value and hence, for user cost calculations.

Where book value 1s solely determined on the
basis of purely accounting concepts, the user cost
of a given asset will generally have no relation
to its book value especially under variable con- .
ditions. An asset may have a substantial book
value and still have a zero user cost. On the
other hand, a zero book value 1s not an indication
of a zero user cost. Factors such as the avail-
ability of current and future utilization alter-
natives, effect of current utilization on avail-
ability of future service, the degree of expected
long run capacity utilization, and not the book
value of an asset, determine the appropriate
amount of user cost. Consequently, the depreclation

rules given in the UARUS cannot be Jjustified on the

47see Lewls, op. cit., pp. 41-43.
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basis of user cost calculation. Obviously, the
user cost of two similar assets under similar
conditions should be the same regardless of the
fact that one of them 1s fully depreciated and
the other is not.

b. Maintenance of the Productlive Capacity of Capital

Intact: This concept of capltal malntenance has
been chosen here as a working criterion because,
as was mentioned before, the UARUS states that the

objective of the account "provision for rising

prices of assets" 1s to maintalin the productive
capacity of lnvested capital intact. This pro-
vision was mainly intended to retain a proportion
of profits avallable for distribution such as,
if accumulated durling the asset life along with
depreciation, will provide enough funds to acquire
the needed replacement. Thils proportion was set
by the Prime Minister's decree No. 958 for 1967
at 5 per cent of profits avallable for distribu-
tion. The basls on which thils proportion was
determined is not known to the author therefore,
its adequacy for the purpose intended cannot be
ascertained.
Apparently a secondary objective of this provision
was to provide a credit side for the entry recording
depreciation on fully depreclated assets. The main

reasoning that lies behind this treatment is to escape
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the dilemma of having a negative asset on the balance
sheet 1f the regular depreciation allowance would accumu-
late amounts higher than the book value. One other rea-

soning, and perhaps more important, can be made: the

generally accepted accounting treatment in this case would
be to estimate the useful 1life remaining in the asset

after 1t 1s fully depreciated, restate its book value pro- B
portionally by debiting the allowance for depreciation
and crediting a capital account, and then reaccumulate the A

allowance to match the original book value at the expira- h

PR

tion of the extended l1life through annual depreciation
charges. But since the final effect would be on deprecla-
tion expense and the appropriate capltal account, then the
adjustment would be considered appropriate 1f it 1s made
directly to these accounts. This lihe of reasoning would
be plausible if the depreciation charge 1s determined on
an actual estimate of the extended 1life.

Under the UARUS, depreciation charge dn fully
depreciated assets 1s assumed to be automatically 75 per
cent of the charge on not fully depreclated assets. Thils
would mean an lncrease in the useful life of the asset by
one-third of 1its original estimated 1ife. Of course,
there 1s no guarantee that every asset which will be used
after it 1s fully deprecliated will survive for such an
extended period. It 1s not even possible to ascertailn
that all assets used after thelr belng fully depreclated

will provide an average of extended life equal to one-third
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of the original estimated average life. In addition, if
we assume a normal distribution of the length of the pro-
portions of extended economlic life such as to render a
mean of one-third of the original mean to the whole
economy, there 1s no guarantee that such distribution

will be representative for each industry separately. What
wlll actually happen 1s that some assets may remaln useful
for twice or three times as long as thelr original esti-
mated life, while others willl remain useful for a very
small proportion beyond their original life.

The longer the asset lasts, the greater the sum of
annual depreciation charges. For an asset purchased new
which lasts for 120 per cent of its original estimated 1life
the sum of depreciation charges would amount to 115 per
cent of 1ts original cost, while if the same asset lasts
for 200 per cent of its original estimated 1life, the sum
of depreclation charges would amount to 175 per cent of
its original cost. No reasonable argument can be maintailned
to the effect that the productive capacity of capital
invested in the asset will be equally maintained to the
same degree under both conditions. The proportions for
assets purchased used will, of course, be different.
Objections based on the resulting distortions of the price
mechanism and asset values in the balance sheet discussed

earlier are applicable here.
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4.3.2: Depreciation Rates Under the UARUS:

In Table 4 a comparison of depreciation rates in
the UARUS is made against those allowable for tax pur-
poses in the U.S. and those allowable 1n the USSR. The
first thing to be noted 1s the similarity in the detail
of the rates given by the UARUS and those of Bulletin
"F", Unlike the USSR rates and the U.S. 1962 revision,
which gives composite rates for very broad groups of
assets without going into much detail, the UARUS and
Bulletin "F" each goes into great detail giving specific
rates for specific assets within each industry. The
second thing to be noted 1s that the USSR overall rates
are divided into two subrates, one for caplital replacement
(C/I) and one for capital repair and maintenance (C/R).

In the UARUS depreciation rates are intended only to
recover invested capital and another capital repair and
maintenance allowance 1s provided to equalize malntenance
and repalr cost throughout the economic 1life of the asset.
No specific rates are given for thils latter allowance and
are left to the discretion of each economic unit. Neither
are the U.S. rates intended to cover any repalr or main-
tenance costs. The logical comparison, therefore, should
be based on the USSR subrates for capital replacement and
not on the overall rates.

While the table generally indicates that the UAR
rates are usually higher than those given by Bulletin "F"

and the USSR rates for capital replacement, it also
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TABLE 4.--Comparative Depreciation Rates 1in the UAK, U.S.A. and USSR for Selected Industries.

UAR USA USSR
Machinery and Equipment
of Industry Group 1967 Bulletin 1962 Until Dec. 1962 1963
"F" 1942 Overall C/I C/R Overall C/I C/R
z % % % % 4 b4 % %
Chemical Industry: HA HA 9.0 5.9 3.2 2.7 7.4 3.7 3.7
Soap 6.0 5.0
Acids 7.5 6.7
Alkaline products 5.5 4.5
Iron and Steel: 5.0 4.0 5,562 5.3 312 4@ 7.8 363 362
Annealing Furnaces 5.0 4.5
Blast Furnace 5.0 4.0
Heating Furnaces 6.0 5.0
Paper Industry: NA NA €.25 6.7°  2.4® 4.3 6.7 3.6° 3.°
Pulp: Ground Wood 5.0 4.5
Rag 6.0 3.6
Paper: Newsprint 6.5 5.5
Rubber Industry: 6.5 5.9 7.0 6.7°  2.4® u4.3®  6.7°  3.6° 3.1°
Textile Industry: ) 7.0 6.7° 2.0 U.3b 6.7b 3.6b 3.1b
Cotton, Wool, or Silk: 5.0 4,0
Rayon 6.5 6.25
Tobacco Products: 6.5 5-6.6 6.6 6.7° 2.4° u.3b 6.7° 3.6° 3 1P

NA: Overall rates not provided
a: Rates are for Ferrous Metallurgy only.
b: Rates are those provided for light Industries.

Source: UAR rates are from Appendix 1, Vol. II of The Uniform System, U.S. rates for 1942
are computed from composite lives given in Bulletin "F" of the Internal Revenue Service as
partially reproduced in Appendix C of Grant and Norton, op, cit., U. S. rates for 1962 are
computed from composite lives of the Internal Revenue Service's "Depreciation Guidelines
and Rules," Commerce Clearing House, Standard Federal Tax Reporter 1968, Vol. 2, The USSR
rates are from P. Bunich "The New Depreciation Allowance Rates and Control Over Their
Application by Financial Agencies," Finansy SSSR, 1963, No. 2 as translated and reprinted
in Problems of Economics (March 19647 pp. 36-02.
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indicates that they are generally lower than the rates
of the U.S. 1962 revision. The USSR rates are maintained
to be "always far too low as an estimate of capital con-
sumption. This 1s acknowledged by the Russians themselves
48 e system of depreciation which existed before
1963 in the USSR came into being in the thirties. Bunich
describes the system and its shortcomings in the
following:

In 1930 the Supreme Council of National Economy
adopted depreclatlion rates that were differentiated
according to types of fixed assets and branches of
industry. 1In 1939, on the basis of these rates,
there were computed mean depreciation rates for the
various people's commissariates. These rates were
the first to 1lnclude a separate one for capital
repairs. Subsequently, the depreciation rates
changed mainly in the course of reforms of wholesale
prices (this chiefly applies to the rates for
capital repairs, the mean rate as a whole remalning
stable).

Such a depreciation system had a number of short-
comings. The mean rates dominated the differentiated
ones and, as a rule, falled to reflect changes in
the structure of the fixed assets. Depreciation
rates did not correspond to many types of new fixed
assets and did not take into account the wear and
tear of equipment. All this made it necessary to
work out new rates that would assure the reproductﬁon
of fixed assets on the basis of modern technology. 9

The new USSR rates are significantly higher than the old
rates though subrates for capital replacement are still
far below those of the U.S. Bulletin "F". The new rate
for capital replacement for the fixed assets of the USSR

national economy (without collective farms) is 3.2 per

“8Campbe11, op. cit., p. 75.
490p. cit., p. 37.

Ho =—tap a0
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cent as compared to the old rate of 2.1 per cent, but still
far lower than the rates of Bulletin "F" which are on the
average higher than 5 per cent.

In 1962, the Treasury Department of the United States
moved to shorten the lives on depreciable assets to permit
faster write-offs and speed replacement. The new llves
are significantly shorter than those given in Bulletin "F",
Although rates given by asset lives of Bulletin "F" were
minimums, by 1962 from one-quarter to one-third of the
U.S. manufacturing facilities were economically obsolete.
William Hogan50 cites the Mcgraw-Hi1ll survey of industrial
obsolescence as showing that as of December 1961, 24 per
cent of manufacturing capacity in the U.S. was installed
before the end of 1945. The range varied between 8 per
cent for Autos and Trucks to 39 per cent for Rallroads.
Perhaps this was the main reason inducing the Treasury to
shorten the lives of depreciable assets in 1962.

Even though economic lives in the 1962 U.S. depre-
clation guidelines are relatively shorter (about 20 per
cent shorter on the average), they are still longer than
most representative tax lives in other countries. Repres-
entative average tax 1life in Canada, France, West Germany,
Italy, and the Netherlands for depreciable assets 1s ten

years while in the U.S. with the new depreciation guidelines

5Olggpreciation Polliclies and Resultant Problems,
Studies in Industrial Economics No. 8 (Fordham Univ. Press,
1967), pp. 19-21.
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it is about twelve years (prior to 1962 it was fifteen
years 1n the U.S.).51 In additlon these countries allow
the recovery of 81 per cent of the initial investment on
the average in the first five years of economic life whille
with the U.S. new guldelines only about 60 per cent can be
recovered in the first five years. According to the UARUS
only 35 per cent of initial 1lnvestment can be recovered in
the first five years for assets purchased new. This 1is
shown in Table 5.

A comparison of Table 2 and Table 5 reveals the fact
that all countries with the exception of the UAR and the
USSR satisfy the Terborghian criterion of at least 50 per
cent write-off of initial investment in the first third of
economic life and at least two-thirds write-off in the
first half at a discount rate of 5 per cent or higher.
Even in the case of the United Kingdom where the repre-
sentative economic 1life of twenty-seven years 1s about
double that of the UAR, 64 per cent of initial investment
can be recovered in the first five years as compared to
about 35 per cent of the UAR and to the 16 per cent of
the USSR. The reason for the failure of the UAR and the
USSR systems in satisfyineg the Terborghian criterion is
not only due to the deficiency of the deprecliatlion rates
but also due to the straight-line method of allocation.

Given the same economic life, a depreclation method based

5l1pid., Table 11, p. 52, reproduced below.
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on double the stralght-line rate on declining balance

~ould, in the case of the UAR, result in 52.7 per cent
recovery in the first five years and about 65 per cent in
the first seven years which approximately satisfies the
Terborghian criterion. The same method would result in
about 49 per cent recovery of initial investment 1in the

first ten years (about one-third of the representative

life) in the USSR as compared to 32 per cent on the straight-
line basis.

There 1s no reason to believe that industrial fixed
assets in the UAR depreciate less than 1in any of the
countries cited in the table above. Actually a good argu-
ment can be made to the contrary in spite of the fact that
Egypt 1s a socialist planned economy, while most of these
countries are representatives of more or less free market
economies. This argument can be based on both theoretical
as well as practical grounds. On theoretical grounds, it
can be argued that one of the most important objectives
of economic planning 1s to eliminate excessive idle capa-
city of fixed caplital by eliminating its causes. The most
important cause of idle capacity 1s the business cycle,
whether short or long. The ability of planned economies
to reduce the effects of cyclical fluctuatlons can be
theoretically established as being far more superior than
the ability of free market economies. Now, 1f the economic
life of the existing stock of fixed assets can be assumed

as being a function of the rate of utilization (a plausible

PR
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assumption) then the higher the rate of full capacity
utilization, the shorter the economic life and vice-versa.
Accordingly, a shorter economic life for the same asset

in Egypt (a planned economy) would be expected than in
the U.S. (a free market economy). On practical grounds,

it can be established that the efficlency of assets

repalrs and maintenance in a less developed country like

Egypt is inferlor to that of far more developed countries

P> u

like the U.S. or France. Giliven the fact that the economic

life of any given asset 1s definitely a function of the

efficiency of its repair and mailntenance, it would be
expected that such economic life would be shorter 1in Egypt
than 1n the U.S. or France. Therefore, it can be concluded
that compared to other countries, depreciation under the
UARUS is far less efficient in reflecting the normal
pattern of expected value erosion. This deficlency appears
to be mainly due to the depreciation method, though en-
forced by the low level of depreciation rates permitted.

4.3.4. The Judgment Criteria and Depreciation
Under the UARUS:

Up to this point there has been no discussion con-
cerning the allocation base, that 1s, the amount to be
allocated. Under the UARUS the allocation base 1s histori-
cal acquisition cost. The system, however, recognizes
the deficlency of historical cost under conditions of
rising prices and requires that an appropriation of profits

should be made to provide for the difference between
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istorical cost and expected replacement cost of assets.

ne objective of such a requirement is stated in the

ystem so as to maintain the productive capacity of
nvested capita1.52 As stated previously, a Prime Minister's
ecree of 1967 sets this appropriation at a rate of 5 per
ent of profits available for distribution. There are

any obJections to this treatment. These objections will

e discussed before considering depreciation treatment as

» whole in the UARUS against the judgment criterlia developed
n Chapter I1 above. The first objection concerns the
nisstatement of depreciation cost and asset values; the
second concerns the possible discrimination and incon-
sistencies that can be created by the 5 per cent profit

appropriation.

A. Depreciation Cost and Asset Values: According to

the UARUS, depreciation cost for purposes of internal
calculations and external reporting is based on historical
acquisition costs of fixed assets. Under conditions of
rising prices (which are expected to continue in the UAR
mainly due to inflationary investment financing), depre-
ciation cost will be understated even though the depreci--
tion method and the mode of its application were efficlient.
This will result in an overstatement of profits and a bias
of the efficiency indices based on it. This bias will be

further enforced by the understatement of fixed assets in

%20p. cit., p. 112.

—
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the statement of financial position.. The age distribution

of assets operated by different economic units will play

an important role 1n determining thelr apparent efficiencies
in resource utilization. A newly established firm with
superior low cost technology may appear as productively
inferior to an old firm that operates an o0ld combination

of assets with a much higher cost of production, mainly
because the depreciation charge of the former 1s based on
the high current value of assets as compared to the low
acquisition cost of assets operated by the latter. Assume
for example two firms, A and B, each having the same
machine. Firm A acquired its machine two years ago for
$10,000 and Firm B acquired its machine seven years ago
for $5,000. The two machines when new were identical.
The depreciation rate is 10 per cent and each firm earns
the same amount of revenue, namely, $2,000. All other
costs except depreciation are $600 for A and $800 for B,

the difference being due to maintenance and repair cost.

The results for the two firms would appear as follows:

Firm A Firm B
Revenue $2,000 $2,000
Cost other than
depreciation $ 600 $ 800
Depreclation 1,000 500
otal Cost 1,600 1,300
Profit $ 400 $ 700
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Firm B will appear more efficient in comparison to Firm A,
even if the amount of invested caplital was the same for
the two firms. Adding the effect of the understatement of
capital in Firm B, its apparent efficlency will increase.
Yet in real terms, Firm A is far more efficlent. 1In real
terms, given the base year of Firm A, Firm B's profits
would fall to 50 per cent of those of Firm A. This 1is due
to the fact that depreclation charges of Firm B on current
prices would amount to $1,000. When adding the correction
for real invested capital, Firm B's efficiency wlll be
reduced far more.

In short, even i1f replacement of fixed assets can
be provided for through an adequate scheme of profit
retention, depreciation based on historical cost will
destroy the usefulness of two important efficiency indices.
The rate of return index will be extremely biased in favor
of firms operating relatively older comblnations of fixed
assets, and the comparabllity index will be blased in
favor of the same firms. Other deficliencies will be dis-
cussed in the context of the judgment criteria.

B. The Rate of Profit Appropriation: The analysis

vill proceed on the basis of the objective of providing
"or the difference between acqulisition cost and expected
eplacement cost of the same capacity. Two 1ssues can

e ralsed against the procedure followed. First, the
reatment of the difference as an appropriation of profit

ather than as a charge against 1it, is theoretically
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-ricorrect. From an economic point of view the difference
yetween historical cost and replacement cost 1s as much
1 measure of capital consumption as the depreciation
*harge based on historical cost. Actually the most impor-
.ant objective of depreciation calculation from a macro-
2conomic point of view is to measure the current value of
capital consumed in the current process of production.
'his objective is important to determine which portion of
gross investment goes for new capital addition and which
portion goes for old capital replacement. The accurate
determination of these proportions is very important for
the objectives of both macro and microeconomic projections
and macro and microeconomic planning, especially in a
planned economy. Of course, it may be maintained that for
these purposes a simple addition of the depreciation charge
and the 5 per cent profit retention can be used as a
measure of the current value of capital consumption. This
would be correct only 1f the amount of profit retention 1s
exactly equal to the difference between depreciation based
on current replacement cost and historical acquisition
cost. But, even i1f this was the procedure actually
followed, no profits can be retained unless there are
profits to be retalned, and there 1s no assurance of such
an effect.

Therefore, it is much more appropriate to treat
the difference as a charge agalnst revenue rather than an

appropriation of profits.
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The second objection is based on the uniform rate
o profit retention of 5 per cent. A simple example will
lemonstrate some of the points involved. Assume two
firms, A and B, each owning identical machines. A acquired
its machine at the beginning of year one for $5,000 and B
purchased its machine at the beginning of year three for
$7,500. The historical pattern of costs other than depre-
clation and revenue 1s the same for the two firms. Each
machine 1s estimated to have a five-year life. Table 6
shows accumulated depreciation and the 5 per cent accumu-
lated retained profit for each firm.

The following conclusions are drawn from many
examples of which Table 6 is one:

1. The higher the proportion of the book value of
depreciable fixed assets to the book value of total assets,
the lower the proportion of retained profits to the book
value of depreciable assets, other things being equal.

This will be true regardless of the rate of price increase.
lowever, given the same rate of price increase and maintain-
ing other things equal, the equality of the proportion of
retained profit to the book value of depreclable assets

of various firms 1s one prerequisite for satisfying the
objective of providing for the difference between acquisi-
tion cost and replacement. The second prerequisite 1is

that the amount of retalned profit should be exactly equal
to that difference. Thlis amount, however, 1s a function

only of net profit according to the UARUS and since net
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profits will vary in amount between firms, the amount of

retained proflits will vary and the second condition may

not be equally satisfied. This 1s made perfectly clear

in the table above.

Other things being equal, firms with a high

2.
proportion of depreclation cost to total cost will be

always at a disadvantage to firms with a low depreciation

cost to total cost as far as providing for replacement

through profit accumulation 1s concerned. This, however,

would be a point in favor of the system 1f the objective
was to discriminate 1n favor of labor intensive industries

and against capital intensive industries (an objective

which was argued above).

3. Unless the amount of profits available for

distribution 1s at least equal to the book value of

depreciable assets, and unless the rate of rising prices
of replacement does not exceed 5 per cent, the objectlve

>f providing for the difference between acqulsition cost
ind replacement will not be satisfied.

by,
ssets of the firm the better the position of the firm as

ir as providing for replacement through depreciation

ider conditions of continuous rising prices 1s concerned.

From the above, it seems more appropriate to make

=

depreciable assets rather than a function of profit.

s would overcome one source of deficiency which 1s the

The younger the age distribution of depreciable

rate QI‘ profit retention a function of the book value

~

i =
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variation of profits within and among firms. Yet the
adequacy of the system would still depend on the sufficiency
of each year's profit to cover the needed amount of profit
retention unless any deficiency can be carried forward for
more profitable years. However, the theoretical objec-
tions would still remain.

The analysilis in the remainder of this section will
concern the adequacy of depreciation treatment under the
UARUS for various objectives within the context of the
Judgment criteria.

1. Relevance and Appropriateness to Expected Use:

The adequacy of the amount of annual depreciation of fixed
capital in each economic unit in the UAR economy 1is a
function of three mailn factors: the depreciation base, the
depreciation method and the depreclation rate. A deficiency
in any one or more of these renders the depreciation amount
inadequate. The degree of inadequacy will vary however
from one objective to another and for the same objective
under different circumstances. A historical cost base
vill be adequate for many objectives under stationary con-
iitions. Under variable conditions historical cost is

10t relevant for any economically sound objective. Even

| £ the objective under these variable conditions was to
ratch costs against revenues, the economically sound cost
.5 current cost and not historical cost. On the other
1and, given an appropriate depreciation base, an inadequate

jepreciation method or a too high or too low depreciation
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ate will render the depreciation charge 1nadequate for

1any purposes.

For objectives of internal cost calculation on

the level of the individual economic unit, depreciation

is an uncontrollable element. The depreciation base, the

depreciation method, and the depreciation rate are given
by the UARUS and are not subject to change by management .
decisions. If depreciétion was also treated as an uncon-
trollable element on the organization and national levels,

no problems with regard to control or performance measure-

ment will arise from possible 1inaccuracies in depreciation

=

calculation. The organization or the ministry would simply

avoid usling any performance measurement index that 1s

influenced directly or indirectly by the depreciation

charge. But 1n practice things are not that simple. As

has been stated in Chapter II of this study, profit 1is the

most important index that is (or can be) used for the

purpose of measurement of the aggregate performance of

individual economic units. This was seen to be true in

a market economy as well as in a planned economy. Conse-

quently, as long as depreciation is a factor in the
determination of net profit, the resulting performance

index will be 1inaccurate if the depreciation figure is

inaccurate. Inaccuracy, however, is a matter of degree

and 1f this degree is (or can be made) the same for all

economic units in the economy, the resulting partisanship

will be substantially reduced. After all, equality of
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punishment 1s more Jjust than lnequality of reward. The
previous analysis, however, indicated the impossibility
of this equality under the UARUS. Depreciable assets
operated by various economic units 1in the same industry
differ in many respects as to technical features, operat-
ing conditions, age distribution, and time and circumstances
of acquisition. These factors make uniformity of depre-
ciation variables extremely discriminatory and misleading.
The resulting deception will increase if the depreciation
method 1is inapproprlate per se, and 1if uniformity is
extended beyond the limits of single industries. Since
these deficiencies are essentially present in the depre-
ciation treatment under the UARUS, we can, therefore,
conclude that such treatment is not relevant and is
inappropriate for purposes of financial control and per-
formance measurement.

The analysis in this chapter also indicates the
inadequate quality and inappropriateness of depreciation
treatment for the purpose of measurement of capital con-
sumption. It was pointed out that capital consumption
should be measured in current terms and its quantity
should correspond to the reduction in the capital value of
depreciable assets. Yet the depreciation base under the
UARUS is historical cost and the pattern of capital con-
sumption is set on a straight-line basis and both are
inadequate. 1In addition, the depreciation rates were

found to be much lower than in other countries despite

T SIPIT oy o
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indications of the need that these rates should be

higher.
As to depreciation as a tool of economic policy,

the analysis indicates that its treatment under the UARUS

may lead to results the opposite of those desired. It

was argued that an appropriate acceleration of depreciation

rates 1is needed on a discriminatory basis for capital and

labor intensive industries in the UAR economy. It was

also argued that a declining balance depreciation scheme

would be more efficient in achieving the desired objectives

than a straight-line scheme.

For the purpose of macroeconomic calculations,
depreciation figures need to be adjusted for price changes,

inadequacy of deprecilation rates, and for inadequaciles

of the depreciation method. Such adjustments can be made

on the aggregate level 1f the discrepancies between various
firms and industries are fairly close to a weighted mean.
But 1f this can be made for price changes, it will be

extremely difficult with regard to depreciation rates and

the depreciation method. It should be easlier to make the

latter two adjustments on the 1ndustry or even the firm

For doing this, departure from national uniformity
This

level.

in depreciation accounting will be more appropriate.

vould provide more appropriate depreciation information

for purposes of macroeconomic calculations.

2. Feasability and Quantlifiability: These are

renerally nonbending constralnts here. Actually

P T
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lepreciation calculations under the UARUS are essentlally

v mechanical process as far as the individual economic

inlts are concerned. The process of depreclation calcula-

tion is time consuming due to the fact that depreciation

in most cases is computed for each individual asset (and

in many cases to parts of the asset) separately. This is

essentially true, in spite of the system's statement to

the effect that assets can be classified into horizontal

or vertical groups for the purpose of depreclation calcula-

tion,23 for two reasons: (1) the depreciation rates

given in the system are in most cases specified for individ-
ual assets under specific conditions and the system does

not provide any clue for the computation of weighted-
average rates for groups of assets, and (2) other statements

in the system requires that each asset should be treated

separately.5u

3. Additivity: Serious objections can be raised

against depreciation treatment in the UARUS on the basis
of additivity. The first objection is the well known and

amply discussed one of the unequality of the monetary unit

of measurement under changing price levels. The importance

of the blias introduced by the aggregation of different

measurement unlits will increase as we go from a lower to a

530p. cit., p. 113.

SuFor example the system requires that the book
value of any retired asset not fully depreciated be written
off as a loss in the year of retirement (p. 112). This
would require the maintenance of separate depreciation cal-
culations for each asset individually.




199

higher level. The magnitude of the blas can be more
easily identified on the level of the individual economic

units than on the organization or national level. A uniform

index of price changes applied on the organization or national

level will not eliminate the bias unless such index is

weighted by various value magnitudes to reflect the bias

on the level of the individual economic units. These

weights can only be determined by 1investigation on the
lowest levels of dilsaggregation--the level of the 1ndividual

economic unit. It 1is, therefore, necessary to correct for

price level changes on the level of the individual economilc

units to eliminate the bilas of aggregation and render the

figures representing capital consumption on the disaggregate

level additive to the aggregate figure. Thils 1s necessary

f a significant portion of the bias involved is to be

liminated.
The best that can be done to reduce this bias on

he aggregate levels 1s to make the corrections on the level

" the organization rather than on the national level. The

ighted-average index can then be more easily computed to

present the economic units affiliated to the same

ganization. However, there will still exist the bilas intro-

ced by the process of averaging and weighing and the
presentativeness of the resulting weighted-average index
different assets of different firms purchased at various

_ce levels. We can therefore conclude that corrections

» price level changes on the aggregate level will not
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eliminate the bilas that renders depreciation figures non-

additive. The only practical way to eliminate such bias,

or reduce its effect substantially, is to make the
necessary corrections on the level of the individual

economic units. This is not done under the UARUS.
Another obJjection against the UARUS on the basis

of additivity concerns the discriminatory treatment of

capital consumption rates on assets purchased new and

assets purchased used. The blas introduced here results

from the unequal treatment of the thing we are trying to

measure rather than, and in addition to, the blas result-

ing from the measurement unit itself. If we are trying to

measure the current value of capital consumed in the

process of production, then it should make no difference

whether the asset 1s purchased new or used as long as it

contributes the same amount to the final product for the

same period. Assuming that the treatment of depreciation

on assets purchased new renders the correct amount of

lepreciation, then the treatment of depreciation on assets

urchased used will definitely result in the 1lncorrect

mount . Addition of a correct amount to an incorrect
nount renders the aggregate incorrect.

A third objectlion to depreciation treatment in

e UARUS system can be based on the handling of fully

orecilated assets. As was discussed before, 75 per cent

the normal rate will not necessarily, if at all,

ult in the correct measure of the amount of capital
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consumption for all fully depreciated but still utilized
assets.

In general, the conclusion reached is that the
depreciation treatment under the UARUS does not satlisfy
the standard of additivity. It 1s expected that the result-
ing bias would be too significant to be ignored, especially
when the aggregate depreciation figures constitute a part
of the data used for macroeconomic calculatipns 1in a

planned economy.

k., Freedom From Organizational Bias: Discussion

of additivity clearly indicates the possibility of con-
siderable bias in the measurement of capital consumption
under the UARUS. Previous analysis also indicates that
performance measurement indices will also be blased
generally in favor of less desirable combinations of
assets., O0ld technology may be favored to new technology
and the demand for used assets may be expanded on account
of the demand for new assets under a full average cost-
plus pricing policy. Comparative efficiencies of various
economic units will be misleading and misallocatlion of

scarce economic resources may result.

4.4, Concluding Remarks:

One important objective of the UARUS 1s to provide
approprliate data needed for macroeconomic planning and
decentralized governmental control over the economic
resources of the soclety. The most 1mportant requlrements

of such needed data are its economlc relevance and its
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freedom from blas. Depreciation policy influences, as
has been shown, both the objectives of broad economic

policy and the methods of 1ts reallzation. Unless the

deprecilation policy 1s consistent with the general
economic policy, the former will operate as a deterrent

to the achievement of the latter's objectives. The con-

clusion, personally drawn with regard to the UARUS, is

that 1ts most important shortcoming is in the general

treatment of deprecilation. The treatment 1is not consistent, -
3

the method is inferilor, and the rates are inadequate. The

resulting depreciation policy contradicts the most impor-

tant (or what should be the most important) objective of

surplus agricultural labor absorption in industry. The

bilas in the aggregate deprecilation figure representing
capital consumption is too significant to make any cal-

culations based on the net saving proportion reliable.
The danger of misallocation of resources will increase 1if

the deprecilation charge enters into the process of price

determination. Prices will not reflect the relative

scarcity of various commodities due to the 1lnaccuracy of

depreciation data.

If the shortcomings are to be reduced to a rea-

sonable level, the analysis in this chapter indicates the
following:

1. An accelerated depreclation scheme 1s desirable

and is urgently needed. Accelerated depreciation 1s more

In line with the pattern of value erosion of most industrial
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assets than stralght-line depreciation and the resulting

depreciation figure would be closer to the real amount

of capital consumption.

2. Corrections for changes in the value of the

measurement unit should be made at the level of the

individual economic unit before aggregation.
3. Corrections for changes in specific prices of

assets should be made directly to the value of assets on

Provisions for rising prices of specific

the books.
assets would therefore become a charge against profits

rather than an appropriation of profits.

4, Depreciation of assets purchased new should

be consistent with depreciation treatment of assets pur-
This requlres that the rates on used

chased as used.
assets should be proportionate to the remaining useful

life of each asset separately. No uniform rate can be

applied to assets purchased used with different periods

of useful life remaining.
An adequate estimate of the remaining useful

5.
l]ife of fully depreciated assets should be made on the
level of the economic unit and the appropriate amount of
book value should be restated on the books. No uniform

rate can be applied to various firms and various indus-

tries in this connectlon.
The importance of the objective of providing

appropriate data for macroeconomic planning and control
How thils obJective

will be elaborated in the next chapter.

¥
»
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can Influence the form and detall of filnanclal statements

will be treated therelin. However, 1t 1s belleved that
the quality of the detail is much more important than the

Concerning depreciation, 1ts quality under

detail itself.
the UARUS seems inferlior, and hopefully, it can be improved




CHAPTER V

THE ACCOUNTING MESSAGE:

ITS INTENT AND CONTENT

5.1. Introduction:

In the second chapter of this study it was emphasized
that the ultimate obJjective of accounting 1s to ald economic

decision making. This 1s achieved by providing information

which 1s mostly quantitative regarding the decision varia-
bles under consideration. Accordingly, accounting can be
considered a communication process the object of which 1s

to transmit informative messages about some part or the

whole of the economic environment to actors acting in pro-
motion of theilr goals in i1t. Accounting messages in this
egard can be divided into two groups: specilal purpose
essages and general messages. The first group includes
|1 special purpose reports addressed to specific groups
ether insilde or outside the economic entity under con-
deration and are mostly considered in the domaln of
agerial accountling. The second group includes mainly
t 1s known as financlal statements. These are supposed
serve a multlpliclity of objectives and a variety of

rest. The lasting traditional purpose of such

205
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statements 1s to give as complete as possible a picture
of the economic condition of a given economic entlty at

a moment of time and 1ts economlc performance over a past

period of time. The intent of this group of accounting

messages can be described by the phrase "to whom it may

concern."
This chapter undertakes to examine this group of

accounting messages--financial statements--to reveal the

effects of variations in the economic organization of the
The

socliety on the intent and content of such messages.
main subject of examination 1s the UARUS' prescribed set

of financial statements relative to the organization of

the Egyptlian economy. Comparisons with other countries

will be made to the extent necessary to illuminate the

subject. The prime emphasls will be directed to the ob-

Jectives and content of these statements, though a brief

description of thelr form will be given. A complete set

of financial statements in the form prescribed by the UARUS

s given in the appendix to this chapter.

The Accounting Message Under the UARUS:

2.
The system requires every economic unit to prepare

-

a predetermined date six end-of-the-period accounting
(1) a balance sheet, (2) a sources and uses

atements :1
(3) a current operations

capital funds statement,

ount, (4) a production and trading account, (5) a profit

1(cAA), The Uniform System, p. 124.
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and loss account, and (6) a cash budget. The system also

prescribes the form and content of these accounts and

statements.2 The first filve of these wlll be examined in

the order stated above.

5.2.1. The Balance Sheet:
Akin to that in the United Kingdom, the balance sheet

in the UAR was usually 1issued, before the Uniform System,

in an account form. Assets were listed on the right side

and equlitles on the left side. The order of i1tems was

similar to that followed by most European countries and the

United States Public Utilities, 1l.e., on the asset side,
fixed assets first, followed by investment and current

on the equlty side. capital, provisions and surplus

assets;
followed by long-term debt and current liabilities.

first,
Allowances were sometimes presented as contra to the appro-

priate assets and, at other times on the equlty side
followlng provisions.3 The Uniform System dld not depart
from this form of presentation except for allowances which
aire to be uniformly presented on the equity side following
yrovisions.

The analysis in thils section will deal with two main

uestions: (1) what is, or should be, the purpose of the

21bid., pp. 126-157.

3Fk>r various forms of flnancial statements presenta-
on 1n European and other countries see, AICPA Commlttee

International relations, Professional Accounting in
Countries (New York: AICPAs, 1964), especlally the

pendix.

|
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(2) what should

balance sheet in a planned economy and,
After

the balance sheet contaln to satisfy this purpose?

examining these two questions, the balance sheet in the

UAR will be evaluated.
Purpose of the Balance Sheet:

A.
Forty years ago Professor Canning stated that "Every

writer on accounts and every accountant asserts that the
'financial position'
4

P

balance sheet 1s intended to reflect the

or 'flnancial condition' of the enterprise reported on."
But according

[

This assertion 1s sti1ll being made today.
to Canning, "a 'position' to be 'financial' must, therefore,

be a position with respect both to fund procurements and

to fund distributions"? that are expected to occur sometime

in the future. This 1s closely akin to Professor Chambers'

definition of financial position as:

The capacity of an entlity at a point of time to
engage 1in 1indirect exchanges; it 1is represented by
the relationship between the monetary properties
of the means 1n possesslon and the mogetary proper-
ties of the obligations of an entity.

This definition 1is by far more 1lluminating that that
presented by the AICPA's Committee on Terminology which

defines the balance sheet as:

A tabular statement or summary of balances
(debit and credit) carried forward after an

Economics of Accountancy (The Ronald Press Co.,
1929), p. 179.
5Ibid., pp. 181-82.

602. cit., p. 101.
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actual or constructive closing of books of

accounts kegt according to principles of
accounting.

Chambers' definition 1s functional; that 1s, it gives the

purpose and intention of the balance sheet. It contailns

economically significant implications to this analysis
8

which the Committee's definition does not contain.
In the second chapter of thils study, it was emphasized

that accounting information in a planned economy is intended

to serve more definite groups with more precist objectives

than in a market economy. On the basis of this previous

analysis, this writer will attempt to state what are, or
should be, the objectives of the balance sheet in a planned

economy .

1.
cally significant manner various groups of economic re-

The balance sheet should reflect in an economi-

sources under the control of the economic entlity reported
upon. This can be achieved by segregating those resources
that cannot be shifted to employment in alternative oppor-
tunities and those that are, or can be made, available for
mployment in alternative opportunities.

AICPAs,

7Accounting Terminology Bulletins (New York:

961), p. 12.
8Chamber's' definition 1s consistent with Tatur's
tatement of the objectives of accounting in a planned

>onomy :
a. To reflect the value of the enterprise!s sources and
resources and the results of the work done.

b. Furnishes control over the plan quotas.
Functions as a major source of information for working

C.

out 1long-term plans covering specific periods.
rgel Tatur "The Organization of Accounting in the Soviet
ion," The Accountant Magazine (May, 1959), p. 378.
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Another way of providing economically significant

information is to show both the liquidation value and the
running value of resources under the control of the enter-

Liguidation value 1s used here to mean the current

prise.
cash equivalent of all resources under the control of the

enterprise, if these resources were to be sold at the date
The

of the balance sheet or 1n a short period thereafter.

running value 1s here defined as the current value of
The difference between the two values 1is

replacement.
cost not escapable by liquidation.

sunk cost; that 1s,
This segregation and/or multiple valuation will reflect

the degree of flexibility avallable for national planners

for resource shifting from one enterprise to another and
from one industry to another. 1In addition an approximate
>riterion for resource reallocation can be based on this

If the expected value added by employlng

nformation.
he liquidation value in an alternative opportunity was

>und to be higher than the expected value added by con-

nuing the enterprise, 1t will be worthwhile to explore

e opportunity.
The balance sheet should reflect the value of

2.
nomlc resources under the control of the economic unit

such a way as to facilitate the computation of the

lowilng ratios in addition to the conventional ratios:
This is to be defined

a. Capital-output ratio:
as the average annual sum of gross fixed

and current capital divided by the annual
amount of gross output.
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b. Fixed capital-output ratio: This 1s to be
defined as the average annual amount of
gross flxed capltal to the annual amount

of gross output.

c. Incremental-capital output ratio: This is
to be defined as the average annual amount
of increase (or decrease) in total capital
to the annual amount of increase (or
decrease) in gross output.

d. Incremental-fixed-capital output ratio: This
is to be defined as the average annual amount
of increase (or decrease) in fixed capital to :
the annual amount of increase (or decrease) F
in gross output. "

The importance of these ratios for the purpose of control

over efficient employment of capital 1s beyond dispute.9
In addition, such ratios are very important for macro-
economic calculations for resource allocations.

3. The balance sheet should provide a budget achieve-
ment report on the structure of the economic resources con-
trolled by the economic entity reported upon. Disclosure
of budgeted amounts for various 1tems on the balance sheet

can achieve thls objective. There is a current trend in

9See for example, P. Bunich, "Planning Inddces and

lconomic Incentives for Effective Utlilization of Filxed
.ssets," Voprosy ekonomiki, 1964, No. 6. Reprinted in
nglish in Problems of Economics, VII (April, 1965), pp.
5-48, and "Economlc Stimull to Increase the Effectiveness
f Capital Investment and the Output-to-Capital Ratio,"
oprosy ekonomiki, 1965, No. 12. Reprinted in English in
roblems of Economics, IX (Sept., 1966), pp. 37-49, and T.
1achaturov, "Ralsing Investment Efficiency, and the
>ientific Grounds for its Determination," Voprosy economiki,
166, No. 2. Reprinted in English in Problems of Economics,

(Nov., 1968), p. 3, and P. A. Malyshev "The Capital-
tput Ratio and the Rate of Soclalist Accumulation,"”
stnik Moskovskogo universiteta serica ekonomiki, 1965,
. 1, Reprinted in English in Problems of Economics, VIII

ept., 1965), pp. 27-34.
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the accounting profession in the United States advocating

such budgetary disclosure.lo Its 1mportance for exercising

control over economic resources in a planned economy 1is by

far greater than in a market economy. Central planning

and control in the former and the absence of management

self-centered urge for profits requires more effective con-
F“.

trols on management performance. Budgetary disclosure will

render the balance sheet dynamic by showing the goals as

well as the results of efforts spent in their achievemen’c.ll

Those objectlives are in addition to the balance )
f

sheet's traditional objective of showing sources and re-

sources of the economic entity reported upon at a point

of time.
B. The Balance Sheet Content:

To achleve these objJectlves, 1t 1is proposed that

three amounts would be shown for each item on the balance

sheet: (1) the 1tem's current cash value, (2) its running

value, and (3) its budgeted value.

1. Current cash value: This 1s equal to the current

cash equivalent of the item under question if it is to be

10see w. W. Cooper, N. Dopuch, and T. F. Keller,
"Budgetary Disclosure and other Suggestions for Improving
Accounting Reports," Accounting Review, XLIII (Oct., 1968),
>p. 640-647, and Yuji IJjirl, "On Budgeting Principles and

3udget Auditing Standards," Ibid., pp. 662-66T,

llFor more discussion of the concept of a "dynamic"
r "results" balance sheet see Eugene Schmalenbach,

ynamic Accounting (London: Gee & Company, 1959), Chs. II
nd IITI. Schmalenbach, however, did not introduce the

oncept of budgetary disclosure in his analysis.
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exchanged for cash at the date of the balance sheet or

shortly thereafter. This 1s what Professor Chambers pro-

poses to be "the single financlal property which is uni-

formly relevant at a polnt of time for the purpose
of adaptation".12 It show.. the opportunity cost of
resources avallable for em; loyment by the entity reported

upon and which can be avalled for employment by other

entitlies. Eilther an asset can or cannot be used in

employments; accordingly, it will or will

alternative
Either a liability can or

not have an opportunity cost.
cannot be paid currently with or without advantage and

accordingly, such advantage or disadvantage will be apparent.

this type of information 1is very important for

In short,
Edwards and Bell describe the

resource reallocation.
implications of this method of valuation to the balance

sheet in the following:

All assets and (liabilities) held at the beginning
of the fiscal period must be valued at the opportunity
cost of those assets (and liabilities) on that date.
The gains resulting from all prior production moments
and holding intervals (less dividends plus new con-
tributions to capital) are included in the net assets
shown on this balance sheet. These values represent
the amount which the firm 1s risking 1n the succeeding
The values recorded at the end of the

filscal period.
fiscal period willl reflect the opportunity costs

prevalling at that time.
The current cash value concept of asset valuation

s consistent with the criterion developed in Chapter II.

ts relevance and appropriateness to expected use are

120p. cit., p. 92.
13The Theory and Measurement of Business Income, p. 87.
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unquestionable especially in a planned economy.lu It 1is

economically feasible and obJective in nature as was
demonstrated in Chapter I1I.15 1t 1s also quantifiable,
additive in quality, and free from organlizational bilas.

Its disclosure will be significant for purposes of econo-

mic resource allocation ana reallocation.

2. The running value: Thils 1s deflned as the cost

currently of acquiring the same asset under consideration.

1t is based on the assumption that the firm's operations

are continuous in the future beyond the point at which

the services of assets already on hand will expire. It

1s consistent with the accounting postulate of a golng

concern. Its relevance as far as allocative declsions are

concerned 1s limited to the long run.

allocative decisions, the relevant value is current cash

For short run

value since it reflects the opportunity cost of resources

on hand in the short run. The running value reflects

long run opportunity costs on the basls of the assumption

that the decision to continue the firm's operations is

economically Justified. That 1s, employment of resources

held by the firm 1s expected to continue being more profit-

able than would be expected in the best alternative.

The running value 1s the most appropriate base for

the measurement of the long run efficlency of the firm.

l4see chambers, op. cit., Ch. 9 and Edwards and

Bell, Ibid., Ch. III.
15p1s0 see Edwards and Bell, Ibid., p. 81.

ST
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Given the average running value of operating assets at
the beginning and at the end of the perlod, the current

operating profit 1ndex can be constructed (in terms of
a rate of return on operating =z.sets). Comparison of

this index for various firms within the same industry
and among industries will show the relative efficiency of

various firms and industries in employing the economic
resources of the soclety. Also, given the running value,
various assets can be grouped in such a way as to facili-

tate the computations of various capital output ratios

previously described.
Disclosure of the running values of various assets

owned by different firms will enable comparisons that may

lead to normative distribution of resources between
This will provide a significant

various types of assets.
control mechanism on employment of economic resources

and the discovery of excessive and unproductive invest-

This control via normative ratios of asset groups

ment.
to total assets 1s described by an eminent Egyptian

accountant as follows:
Whereas such studles are undertaken 1n capitalist
countries on the firm level, its importance under
Arab Socilalism is much deeper and more effective.
It not only enables the analysis of the results on
the firm level, but also facllitates various studies
on the General Organlization level, that will lead
to various norms which can constitute an optimal
framework for distribution of sources and resources.
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It will also facilitate efficient planning and provide
an effective control yardst%ck for the Organization
over affiliated companies.l

3. The budgeted va.ue: This 1s defined as the

normative amount of various assets necessary to carry on

the expected level of productive activities of a given

16Taher Ameen, "Valuation of Capital Owned by General
Organizations," Economic Alahram, No. 254 (March 15, 1966),
p. 295, (in Arabic, my translation). Professor Ameen's
recommendations are based on a study undertaken by him of
ratios of various asset groups to total assets of each of
five textlle companles before and after revaluation for
purposes of the Presidential Decree No. 1025 for 1962 con-
cerning the determination of capital share owned by
General Organizations in affiliated companies. The follow-
ing table shows these ratios.

Ratlos of Asset Groups to Total Assets Book Value and Revaluation Results
as of the Date of Revaluation, June 30, 1962.

——

\sset Group Firm 1 Firm 2 Firm 3 Firm 4 Firm 5

Per Reval- Fer Reval- Per Reval- Per Reval- Per Reval-
Books wuation Books uation Books uation Books uation Books uation

% % % % % % % % pA

ixed Assets 5.2 59.0 31.3 44 .5 28.5 b2 .3 35.4 b6.3 23.7 34,1
emi-fixed

Assets 4.8 2.4 8.3 6.6 6.7 4.3 8.7 7.1 3.1 2.7
wwventories 47.3 26.0 36.2 29.6 33.8 29.9 2 .5 20.9 24,1 20.9
1sh 9.7 4.9 .2 .1 2.2 1.7 .3 .3 4.7 b1
ceivables and

Other Debtor 33.0 16.7 24.0 19.2 28.8 21.8 31.1 25.4 by y 38.2

Balances

100% 100% 100% 100% 100% 100% 100% 100% 100% 100%

urce: Ibid., pp. 294-95.

b o
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economlic unit for the period reported upon at current

prices of replacement. Inter-firm and inter-industry

comparisons 6f preferred asset ratios and i1dle capacity
reports should be helpful in the determination of such

values. Such norms would be 1mportant for the purposes

of exercising control over excessive amounts of various

types of assets especlally those that are mobile and can

be transferred to alternative employments. With regard

to fixed assets, the norms will enable the discovery of

concealed idle capacities and induce innovations for

their more efficient utilization. In addition, such norms

would facilitate the planning process and reduce ineffi-

ciencles i1n the allocatlon of resources to fixed invest-

ment.17
C. The Balance Sheet in the UARUS:

The objective of the balance sheet according to the
UARUS 1s to "clearly present the financial position of the

economic unit"l8 reported upon at the reporting date.

'"his 1s the same objective concurrent in the capitalist

conomlies of the United States and other countries. But
s we have noted before, for a position of an entity tc be

.nanclal at any moment of time, it should reflect the

171n the Soviet economy, disclosure of norms on
balance sheet 1s only limited to inventories and pre-
ld expenses. The balance sheet 1s used as the maln
>1 for exercising control over inventories. See Robert
pbell, op. cit., pp. 196-200. In the UAR, budgeted
unts for the balance sheet items are required to be
wn 1n budget reports required for budgetary planning.

The Unilform System, Chapter 4, Vol. I, pp. 159-211.

=3

—

18 (cAA) The Uniform System, p. 125.
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economic value of the entity's resources and sources at

that time. Unless the balance sheet information is based

on such values (as described above), the probability of

achieving its objective will be almost nil.

Asset values according to the UARUS are stated on

the balance sheet strictly according to the historical

cost rule. Actually, and as has been explained in the

previous chapter, once historical cost expires by depre-
ciation, valuable assets may be shown at a zero value on

the balance sheet. Does this lead to a "clear presenta-
3

tion of the financial position?" The answer 1s definitely

in the negative. According to the previous analysils in

this study historical cost values contain no significance
with regard to resource allocation or administration.
Historical cost values reflect neilther a short run nor a

long run view of the financial position of the firm.

Accordingly, they are not even necessary for decisions of

resource reallocation. If the alternatives are elther to

continue operations of a given entity or reallocate 1ts

resources to another entity, the value of the two alter-

natives must be known. It becomes necessary to know the

financial position in terms of current cash value and in

erms of running value. No one single value is a suffi-

>ient base for such a decision. In free market economies,

wners of economic resources can determine the current
ash value of their investment holdings in various firms

rom current market quotations of prices of securities.
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The running value of thelr investment, which 1s the other
factor necessary for the decision as to buy-sell-or hold,
is presumably expressed in the financial reports of the

firm. This 1s the presumption although not the actual

case in practice. In centralized economies, where capital

resources are owned by the state, conditions for a reliable

market of securitles do not exlist. It becomes necessary

to know the current cash value through other alternatives.

One such alternative 1s to present multiple valued

statements of financlal position expressing both current

cash value and running value of the firm.
The question now can be ralsed as to what purposes,

other than to assist in resource allocation and to enable

the control of resource management, does the balance

sheet serve 1n a planned economy 80 as to make historical

cost values relevant? The author can conceive of none.

Not even a time series of historical cost values seems to

be as efficlent 1in predicting the future as the same

series expressed in terms of current values. The latter

will at least be free from the bias lntroduced by changing

prices.
One point can be made in favor of the Egyptian

balance sheet. It contalns more detalls to enable effec-
tive analysls than any other balance sheet the author

has knowledge about (see the format in the appendix to

Such details are impelled by the require-

this chapter).
But

nents of soclal accounting and centralized planning.

=
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as was stated previously, it 1s the quality of the detail

rather than 1ts amount that 1s of primary importance.

There are some special characteristics of the

Egyptian balance sheet which merit mentioning. On the

asset slde, land 1s always conslidered a fixed asset. Before

the UARUS, land was treated as a fixed or current asset

according to the purpose of its use and the activities of
the entity owning it. The treatment accorded land in the
UARUS 1s strictly in line with the point of view of the

national economy. It 1s always a part of the fixed national

wealth.
Also, on the assets slde, the system separates assets

that are not yet used 1in production due to thelr still belng

under construction. This is presumably intended to facili-

tate control over investment projects and separate current-
ly productive assets from those not currently so. It also

facilitates the computation of various capital-output ratios

mentioned above. It should be noted, however, that for

assets already complete the system does not differentiate

between those currently productive and those currently non-

productive. Such differentiation is of extreme 1mportance

for planning and control.
The system also considers organization cost, expenses

incurred before operations, research costs, cost of techni-

czal documents, and interest incurred before operation as
"ixed assets under the title "deferred expenses." Such
tems were treated as intangibles before the UARUS. The

FIVEN. =W Y.
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reasoning behind the new treatment is that such items are

in essence a part of natlonal investment contributing to

the creation of productive facilities and therefore are

considered as fixed assets.
On the equity side a new capital account was

created to reflect the amounts of capital contributions

repayable to the government. There 1s also no long term

bond financing account since it was replaced by two accounts
The

for long-term foreign and long-term natinnal debts.
forwarded surplus account 1s not comparable to the retained

earnings account. The former as 1t appears on the Egyptian
balance sheet represents the amount 1n excess of both

appropriated profits and profits earmarked for distribution.
Profit appropriations are reflected in increases of various

provision accounts and profit distributions are reflected
See Current rates

in the account "Distributions Payable."
of profit distribution and appropriation of the UAR firms

in the appendix to this chapter.

Statement of Sources and Uses of Capital:

5.2.2.
The statement of sources and uses of capital funds

in the UARUS system follows closely the balance sheet form

and classifica’cion.19 It takes the account form with
The

sources on the left side and uses on the right side.

fund concept on the basis of which the statement is pre-

pared 1s very broad, thus covering all changes 1n assets

The statement 1s reproduced

191p1d4., pp. 130-135.
n the appendix to this chapter.
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and equities. Sources of funds are grouped into three

internal financing, liquidity, and

maln categories:
Internal financing

capital contributions and loans.
includes increases in all provisions (appropriated retained
earnings), allowances and forwarded surplus, each stated

separately. Liquidity includes decreases in 1inventory

(each type stated separately), decreases 1n long-term

lending, investment, debitors and cash. The category of

capital contributions and loans includes 1ncreases 1in
long-term local and foreign loans, government contributions

which are to be pald back, and increases in creditors and

banks each stated separately.
Uses of funds are grouped into two maln categories:

caplital investment, and capital transfers. Capltal invest-

ment includes increases in all fixed asset i1tems except
purchase price of land, lncreases 1in inventory 1items,

taxes and tariffs on lnvestment, and, projects under com-

pletion (excluding purchase price of land). Capital trans-

fers 1nclude current purch«ses of used assets, increases
in purchased land, interest accrued before operations,
long-term lending, investment 1in securities, debitors and

debitor balances, cash on hand and in bank, forwarded

deficit, and decreases in long-term loans, creditor banks,

creditors and creditor balances, and decreases in pro-

risions and allowances.
The statement 1is designed primarily to serve the

bjectlives of national planning and centralized control.
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The influence of social accounting categories on the

statement 1s apparent. Examples are:

(1) The distinction between capital investment

and capital transfer catecrries 1n the statement 1is dic-

tated by the needs of social accounting. Land improve-

ment 1s a capital investment adding to the wealth of the
society, while purchase price of land 1s no more than a
mere transfer of resources from one economic unit to

another resulting in no additiobns to such wealth. The

same 1s true for purchases of used assets, investment in

securities, and increases 1n accounts receivable.

The separation of taxes and tariffs from
This 1is designed

(2)
the cost of fixed assets and inventory.
for statistical as well as analytical purposes concerning

the national financlal policy. It also facilitates the

computation of incremental capital output ratios that

reflect the real cost of capital.

(3)
and other sources of funds 1s designed to facilitate the

The distinction between internal financing

computation of gross and net savings of the economlc unit.

The distinction between local and foreign

(4)

sources and uses of funds 1s designed to facilitate con-
trol over 1imports and exports.
The statement leaves the general impression of

being satisfactory for the purposes it is intended to serve.

In view of the inadequacles of the balance sheet cited

above, the sources and uses of funds statements based on
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the broad concept of funds as all sources and resources,

and containing that much detall is quite helpful in analyz-

ing the actlvities of the entity and the discovery of 1its

points of strength and weakness. The blas introduced by

the inadequacy of the value concept on which the balance
sheet amounts are based 1s substantlially reduced in the

fund statement. The amounts appearing in the latter are

increments of the current year and usually reflect current

year prices. Calculations based on such amounts are more
accurate and more adequate than those based on the balance k

sheet figures.

Current Operations Account:

5.2.3.
The current operations account 1is intended to pro-
20

vide a 1link between soclal accounting and microaccounting.
Its intended counterpart in social accounting 1s the 1lncome
and product account.21 This shows on one side gross

national product as distributed between various factor

payments, transfer payments, and depreciation, and on the
other side gross national expenditures as distributed
between sales for various sectors of the economy. The

20Ib:l.d., pp. 136-141. The account is reproduced

in the appendix to this chapter.
21For a discussion: of this account and other social
accounting categories see, U.S. Department of Commerce:
Income and Output, A Supplement to the Survey of
United Nations; A

[ .S.
‘urrent Business, (1958 edition), A
stem of National Accounts and Supporting Tables - Studies
n Methods, No. 2 (New York, 1953); and The UAR Ministry
ff Planning, Framework of the Filve Year Plan for Economic
1d _Social Development: July 1960-June 1965 (Calro; 1964),
209-215 (in Arabic).

D .
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national Income and product account shows only the amounts

of value added (that 1s, it excludes intermediate products

This, of course, 1s supposed

to avold double counting).
Let us examlne

to be reflected in terms of current values.

the current operations account.
The first

The account 1is prepared on three stages.
stage is intended to show the value of gross product at
market prices and its distribution between wages, depre-

cilation, transfer payments and current operations surplus

(or deficit). 1In the second stage the current surplus (or

deficit) is adjusted to items of current transfer appro-

priations and transfer revenues to give the surplus
In the third

avallable for distribution or current deficit.

stage the surplus avallable for distribution is distributed

between appropriated retalned earning items (various
provisions) and distributed shares. An examination of some

items in each of these stages follows.

Revenues from current operations: This 1s

1.
supposed to correspond to the social accounting categories

of gross national expenditure. According to the UAR soclal

accounting categories such revenues would be divided 1into

sales to public and private business sectors, sales to

the household sector, sales to the public administration

sector, and sales to the foreign sector. To these, changes

'n Inventoriles at market prices would be added and from
t current 1inputs of intermediate products would be

educted to give the amount of value added as computed

E,,
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from the expenditure point of view. The system, however,

did not follow this mode of classification. Revenues

from current activities are divided into three categories:
(1) production at selling prices which includes net sales
of finished product, changes in finished product inventory
at cost plus the difference between cost and selling
prices, changes in unfinished product inventory at cost,

works for internal use, revenues from works to others,

and service sales; (2) merchandise for sale which includes

net sales, and changes 1n merchandise for sale 1lnventory
at cost plus the difference between cost and selling
price, and (3) subsidies as dlvided between production
The followlng is noted:

and export subsidies.
The proposed calssification does not correspond

a.
Any argument

to soclal accounting categories.

to the effect that such classification is not
economical on the firm level is refuted on the
grounds that the system requires that such
classification be provided in the form No. 2
(statement of sources and uses of production).22
In addition, the classification of revenues from
current operations provided in the current
operations account 1s the same, item and value-
wlse, as that provided in the production and

trading account for revenues from trading

22(CAA) The Uniform System, pp. 178-179.

7T “.‘
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activities. The same information 1s provided
in two supposedly different accounts under two

different titles. It 1s not only redundant,

but also confusing.

Production and export subsidies are 1included in

the revenues before arriving at the surplus (or

deficit) of current operations. Such items are

not revenues from current operations but rather
transfer payments which do not add to the pro-

duct of the economy. Its treatment as a

determinant of the surplus (or deficit) of

current operations becomes, therefore, misleading.
Changes in unfinished product inventories are
only valued at cost 1n contradiction to the

rule of valuing production at current market

prices. It appears that reasons of practicality

are the main factors behind such contradiction.

2. Intermediate products: The system classified

intermediate products into commodity requirements, service

requirements, and purchases for sale under the heading of

general expenses. Unllke the treatment of these items in

the production and trading account where they are classified
according to production and service activities, no such
distinction 1s made 1n the current operations account.

Such treatment does not correspond to soclal accounting

rategories stated above. If these items were classifiled

liccording to soclal accounting categories, it would have
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been of great help in the construction of input-output

tables and interindustry analysis.

Rent and interest revenue and expense: Actual

3.
and imputed rent expense and actual and imputed interest

expense are charged to the revenues from current opera-
tions to arrive at the surplus (or deficit) of current
operations in the first stage, while actual and imputed

rent and interest revenues are considered a part of
transfer revenues in the second stage of the account. Such

treatment is inconsistent. What should be done 1is to

separate rent and interest expenses each into two parts.
One part representing actual and imputed interest and rent
on capltal used in the process of current operatlions should

be charged to revenues from current operations in the

first stage of the account. The other part representing

actual and imputed rent and lnterest on capital not used

in current operations should be charged against rent and

interest revenues in the second stage.

L, The valuation differences: The differences

between finished product inventory changes and merchandise
for sale inventory changes at cost and at market prices
vhich are considered a part of revenues from current
yperations on the credlt side of the account are cancelled
n the debit side of the account. The surplus from
urrent operations 1is therefore lower than it should be

y the amount of holding gailns on such inventory changes.

1is 1s a departure from social accounting categories
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which seem to be intended to make the results reflected
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