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Restating financial statements for inflation:

IS IT NECESSARY? IS IT SUFFICIENT?

1 INTRODUCTION

Today in South Africa inflation is a fact of life. It is the
same to a greater or lesser degree in every country in
the Western world. It has become the concern of eco-
nomists, politicians and accountants. Accountants are
concerned because of the effect which inflation has, or
may have, on the measurement of enterprise income as
reflected in the Income Statement and on the stated
amounts of assets and liabilities on the enterprise’s
Balance Sheet which purports to reflect a financial
position at a given date.

It is not the purpose of this paper to discuss the causes
and effects of inflation or price-level changes, nor to
illustrate General Price Level Accounting, as it is known
in the United States of America and Canada, or its
synonym Current Purchasing Power Accounting as it is
known in the United Kingdom and South Africa. Our
purpose is to consider the controversy which has arisen
regarding proposals that financial statements should be
restated to take account of price-level changes and to
arrive at certain conclusions.

Firstly, this paper will argue that in the light of the
stated objectives of financial statements coupled with
the concept of the efficient-market hypothesis, to
restate financial statements to take account cf inflation
(a general rise in prices) may well prove to be a fruitless
yet expensive exercise.

Secondly, it will argue that if some usefulness could be
established in restating financial statements for inflation
then the use of Current Purchasing Power (C.P.P.)
Accounting, may be necessary but is not sufficient.

Finally, it will argue that for financial statements to
fulfil their role according to the expectations of investors
they must be restated using indices of Specific Pur-
chasing Power and the Net Realisable Value concept.

The focus of attention will be on the financial statements
of listed companies. This does not mean that the
financial statements of non-listed companies should
not also be considered. It is purely a matter of emphasis,
an emphasis which has been recognised by the
Accounting Standards Steering Committee in the
United Kingdom and by this country’s Accounting
Practices Committee of the National Council of Char-
tered Accountants in South Africa. However we believe
consideration should be given to the possibility that
upon a closer study of ’the objectives of financial
statements it will be found that the objectives of the
financial statements of non-listed companies differ
from those of listed companies. To our knowledge a
study aimed at establishing any such possible dif-
ferences has not been undertaken.
In developing our arguments this paper will deal with
the following :
A. A brief look at the nature of price-level changes.
B. Current recommendations and views on accounting
for price-level changes.

C. The objectives of financial statements and the
efficient-market hypothesis.

D. A review of some recommended methods in
adjusting financial statements for price-level changes
and the offer of two alternative but ‘validated’
models.

2 THE NATURE OF PRICE-LEVEL CHANGES

Accounting is concerned with measurement. Measure-
ment requires relating a characteristic of an object to a
particular scale. For example we take the length of a
rugby field (a characteristic of the object) and relate it to
a scale of metres or yards. In accounting, the scale used
is a unit of currency — the Rand. However it is a scale
with a unique property — it is elastic. This unique
property arises from changes in price-levels.

When we refer to price-level changes we do not refer
only to inflation (deflation). In fact there are two types
of price-level changes — specific price-level changes
and general price level changes. Specific price-level
changes arise from psychological, sociological or tech-
nological causes which result in shifts in the supply

~and demand for particular goods and services. Such

specific price changes do not imply a change in the
average (or general) price level. Some goods and
services may increase in price and others may fall, and
the general price level remains the same. It is possible
therefore to have specific price-level changes without a
change in the general (average) level of prices.

Inflation is usually defined as a general rise in prices.
Because inflation is so regarded it is necessary to
devise a general price index or purchasing power index,
in order to measure changes in the general level of
prices. Such an index usually consists of a weighted
average relationship between a ‘set’ of goods and
services and money.

The index purports to measure changes in the value of
the unit of currency we are using. As has been stated
“"we are interested in the index as a vehicle for separating
the influence of the market price of money from the other
influences that act upon the price of commaodities™.?

In making this separation we have in fact identified two

related problems — “‘the one of changing relative
values, considered the current value problem, and
changes in the measuring unit that we use — the

dollar — which is considered the (general) price level
problem”.?

3 ACCOUNTING FOR PRICE-LEVEL CHANGES:
CURRENT RECOMMENDATIONS AND VIEWS
The professional accounting bodies of two countries
in the Western world have made official statements
regarding the problem of the effect of price-level
changes on financial statements. In the United States
and the United Kingdom the indications are that for
listed companies general price-level (or Current Pur-
chasing Power) adjusted financial statements would be
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efficient market. Subsequent studies indicated that The
London Stock Exchange and The Tokyo Stock Exchange
were also efficient. We have been told that current
research being done in the United States of America on
The Johannesburg Stock Exchange indicates that the
evidence to date is overwhelmingly in favour of its
being declared an efficient market.

There are three forms of market efficiency.

Firstly we have the weak form of the Efficient Market
Hypothesis which is directly derived from the random-
walk theory and which states that current share prices
fully reflect the information implied by the historical
sequence of past prices. In other words a knowledge of
past share price movements cannot be used to predict
future price changes. This means that technical analysis
or charting cannot lead to superior portfolio per-
formance.

The second form is that termed the semi-strong form of
the Efficient Market Hypothesis and holds that current
share prices fully reflect all publicly available infor-
mation. This implies that an investor cannot earn
superior returns on using information which is generally
available such as all the information disclosed in and by
financial statements.

Finally there is the strong form which states that a//
information, not only publicly available information, is
impounded in share prices. This means that there is no
opportunity for any investor to earn superior returns
based on any information.

We believe that empirical studies have provided
sufficient evidence to accept the weak and semi-strong

forms of the efficient market hypothesis. When we refer

to efficient markets it is in this sense.

The strong form is considered unproven. As Beaver
states — “"a market is said to be efficient if security
prices act as if they ‘fully reflect’ publicly available
information, including financial statement data”.
As can well be imagined this concept has proved indi-
gestible to accountants as it suggests that financial
statements have lost their analytical, predictive value.
However the work which led to the development of the
Efficient Market Hypothesis was not of a theoretical
nature but was essentially empirical.?® Beaver writes:

“The prevailing opinion in the accounting profession
is that the market reacts naively to financial statement
information”.3° But, as he goes on to state: “Empirical
evidence indicates that prices react quickly and in an
unbiased fashion to a variety of events, including
announcements of stock splits, stock dividends,
secondary offerings and rights issues, as well as both
annual and interim earnings announcements. This
finding is exactly what one would expect in a market
where the security prices at any point in time fully
reflect the information released”.3

We submit that such. ‘publicly available information’
includes the impact of inflation on the economy
generally, and therefore on the earnings of companies.
It would thus appear that share prices have already
impounded the effects of general price changes as
suggested by the admittedly limited studies of Cutler
and Westwick'’s surveys by Morris 32

What then are the implications of the efficient market
hypothesis for accounting? We believe they are con-
siderable. We do not support the views expressed by
Hopkins® or Christie and Tabb? who would appear to

see a diminution in the informational value of financial
value of financial statements. We believe that, if
accountants accept the challenge which they face,
financial statements have an important role to play in
the proper allocation of our economic resources. Their
informational content must be both necessary and
sufficient to ensure that the funds provided by in-
vestors are efficiently used. The information provided by
financial statements must be such that investors are
able to evaluate fully their predictions and expectations
made in the light of previously available information.
The financial statements have importance as planning
and control documents for investors.

We submit that the professional accountancy bodies
must shift the emphasis of their objectives from
standards and practices relating to how the contents of
financial statements should be presented, to a con-
sideration of the objectives and roles of financial
statements and what their content should be if such
financial statements are to meet the decision needs of
investors and others.

Unless this change of emphasis takes place many of the
standards already pronounced and being considered
will in time be found to be of dubious value. If, as it
would appear, the impact of inflation on accounting
numbers has been discounted by the market before
publication of the financial statements then to restate
accounts for general price changes may well prove a
fruitless and costly exercise.

We have argued that to restate financial statements to
account for general price changes or inflation may be
of dubious value because of what the objectives and
role of financial statements should be and because if we
accept, as we do, the efficient market hypothesis, then
the information has already been impounded by the
market.

However, one of the roles of financial statements is to
provide feedback as part of the predictive process. In
other words, if financial statements are to be restated for
price-level changes they should have a value in con-
firming or refuting the predictions or expectations of
investors and others. If that is the case then it is
necessary to decide which of the many models ad-
vocated and available will best describe what effect
price-level changes have had.

5 MODELS FOR RESTATING FINANCIAL

STATEMENTS

We have implied that there are several (if not many)

models which may be used. Firstly we must assess the

purpose of the model. We have stated that the purpose
of the model is to describe or preferably to measure the
effect of price-level changes. But, the effect on what?

It is submitted that what is important is the effect of

price-level changes on the two most important vari-

ables of interest to investors namely:

(a) the true amount of the disposable income (in the
case of listed companies-earnings and thus
dividends) ;
and, as a result

(b) the extent to which the ‘real’ or 'physical’ capital
of the firm has been maintained.

We believe that this can best be done by an illustration.

We will use a simple example to demonstrate eight

models as follows:
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(i) Historical cost: units of money (H.C.)
(ii) Historical cost: units of purchasing power (C.P.P.)

(iii) Market value at entry price, or replacement
cost (R.C)

(iv) Market value at exit price, or current value (C.V.)

These first four models are those which are most
commonly spoken of as alternative models. They are
referred to as though they were mutually exclusive.
Our next two models are hybrids.

(v) Historical cost: units of purchasing power
(C.P.P)) and Market Value at Entry Prices
(R.C.)%

(vi) Historical cost: units of purchasing power
(C.P.P.) and Market Value at Exit Prices (C.V.)36

These two models are not, in our view, satisfactory in
that they are as inconclusive as the first four. We there-
fore offer two alternative mcdels of our choice. These
models are only alternative if it is considered that C.P.P.
restated financial statements are desirable. We do not
subscribe to this view but offer our Model 7 as being
superior to Models 1 to 6.

(vii) Historical costs: units of purchasing power
(C.P.P.) and Net Realisable Value (N.R.V.)

(viii) Units of Specific Purchasing Power (S.P.P.) and
Net Realisable Value (N.R.V.)

Let us take the following example to demonstrate
fundamenta! differences between these models of
accounting for price-level changes:

ILLUSTRATION

On 1 January 1974 we commence business with
R12 000. Qur business is to buy Widgets wholesale and
sell them retail. On that day we purchase 1 200 Widgets
at the wholesale price of R9 each, and the Consumer
Price Index is 100. On 31 December 1974 we sell 900
Widgets for R15. On that day the wholesale price of
Widgets is R12 each. If we had wanted to clear our
remaining stock of 300 Widgets we would have realised
R13,50 net each. The Consumer Price Index is now
120.

1. Historical cost: units of money
(no price-level adjustments) (H.C.)
Income statement

R

Sales (900 at R15) 13500

Cost of sales (900 at R9) 8100

Income (operating and disposable) 5400
Balance sheet: 31.12.1974

R

Cash 14700

Stock (300 at R9) 2700

17 400

Capital 12 000

Retained income 5 400

17 400

2. Historical cost: units of purchasing

(C.P.P.)
Income statement

H.C. Factor

R

Sales 13 500 —
Cost of sales 8 100 1,20
Operating income 5400
Monetary loss* —
Disposable income 5400

*Calculation of monetary loss
Cash held since 1/1/1974
(R14 700 — R13 500)

Factor 1,20
‘Holding’ Loss
Balance sheet: 31.12.1974
H.C. Factor
R
Cash 14700 —
Stock 2700 1,20
17 400
Capital 12 000 1,20
Retained income 5400
17 400

. Market vaiue at entry prices

(replacement cost) (R.C.)
Income statement

Sales (900 at R15)
Cost of sales (900 at R12)

Income (operating and disposable)
Balance sheet: 31.12.1974

Cash
Stock (300 x R12)

Capital
Replacement reserve*®
Retained income

*Calculation of replacement reserve
900 units sold at R3 each
300 units in stock at R3 each

. Market value at exit prices

(current value) (C.V.)
Income statement

Sales (900 at R15)
Cost of sales (900 at R9)

Increase in value of stock
(300 at R6 (R15 — R9))

Income (operating and disposable)

power

CP.P

R

13 500
9720

3780
240

3540

1200
1440

240

C.P.P.

14 700
3240

17 940

14 400
3540

17 940

13500
10 800

2700

14 700
3600

18 300

12 000
3600
2700

18 300

2700
900

3 600
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Balance sheet: 31.12.1974

Cash
Stock (300 x R15)

Capital
Retained income

R

14 700
4 500

19 200

12 000
7200

19 200

Historical cost: units of purchasing power
(C.P.P.) and market value at entry price (R.C.)

Income statement

R
Sales (900 x R15) 13 500
Cost of sales (900 x R12) 10 800
Operating income 2700
Less: Monetary loss™ 240
2 460
Add. Holding gaint 1440
3900
Less: Transfer to replacement reserve 1440
Disposable income 2 460
*Monetary loss calculation as for Model 2.
TO0n cost of sales:
Replacement cost (300 x R12) R10 800
Actual cost R8 100 x 1,20 9720 1080
On stock: '
Replacement cost (300 x R12) 3600
Actual cost R2 700 x 1,20 3240 360
1440
Balance sheet: 31.12.1974
R
Cash 14 700
Stock (300 x R12) 3600
18 300
Capital (R12 000 x 1,20) 14 400
Replacement reserve 1440
Retained income 2460
18 300
Historical cost: units of purchasing power

(C.P.P.) and market value at exit prices (C.V.)

Income statement

Sales (900 x R15)
Cost of sales (900 x R9 x 1,20)

Operating income
Add: Unrealised gain on stock

(300 x R1b) R4 500
Adjustment to cost
(300 x R9 x 1,20) 3240

Less: Monetary loss
Disposable income

R

13 500
9720

3780

1260

5 040
240

4 800

Balance sheet: 31.12.1974

R

Cash 14 700
Stock 4 500
19 200

Capital (R12 000 x 1,20) 14 400
Retained income 4 800
19 200

7. Historical cost: units of purchasing power
(C.P.P.) and net realisable value (N.R.V.)

Income statement

R
Sales (900 x R15) 13 500
Cost of sales (900 x R9 x 1,20) 9720
Operating income 3780
Add: Unrealised gain on stock
(300 x R13,50) R4 050
Adjustment to cost of stock
(300 x R9 x 1,20) 3240 810
4590
Less: Monetary loss 240
Disposable income 4 350
Balance sheet: 31.12.1974
R
Cash 14 700
Stock (300 x R13,50) 4 050
18 750
Capital (R12 000 x 1,20) 14 400
Retained income 4350
18 750

We have so far, demonstrated seven of the eight possible
models. At this stage let us compare each model from
the two most essential characteristics:

1. That the disposable income has been correctly
measured and that it can be withdrawn without —

2. Impairing the ‘real’ capital with which we started
business.

To test our models let us make a further simplifying
assumption, namely, that the C.P.l. is in fact calculated
and determined by a fictitious commodity instead of a
weighted average of selected goods and services. Let
us call this commodity a ‘gadget’. On 1 January 1974
the price of a ‘gadget’ was R25 (C.P.l. — 100) and on
31 December 1974 the price was R30 (C.P.l. — 120),
(see Table on opposite page).

On 1 January 1974 when we began business we
started off with R12 000. The price of a ‘gadget” was
R25 and we could have purchased 480 gadgets. The
only one of the above models which correctly assesses
our disposable income and maintains our capital in
terms of current purchasing power is Model 7 (Net
Realisable Value adjusted for Current Purchasing
Power).
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Model 1 2 3 4 5 6 7
ltem - C.P.P. C.P.P. C.P.P.
H.C. C.P.P. R.C. C.v. R.C. C.v. N.R.V.
R R R R R R R
Disposable income (D.l.) 5400 3540 2700 7 200 2460 4 800 4 350
Cash 14 700 14 700 14 700 14 700 14 700 14700 14 700
Stock 2700 3240 3600 4 500 3600 4 500 4 050
Cash after withdrawal
of D.I. 9 300 11160 12 000 7 500 12240 9900 10 350
Stock sold at N.R.V.
(300 at R13,50) 4 050 4 050 4 050 4 050 4 050 4 050 4 050
Total cash 13350 15210 16 050 11 550 16 290 13950 14 400
Buy ‘gadgets’ at R30 445 507 535 385 543 465 480
In the case of: Balance sheet: 31.12.1974
(a) Model 1 (Historical cost in units of money), Model R
4 (Market Value at Exit Prices) and Model 6 Cash 14 700
(Market Value at Exit Prices adjusted for current Stock (300 x R13,50) 4 050
purchasing power) the disposable income is over- 18 750
stated and the real capital is depleted. _ =219V
(b) Models 2 (Historical cost in units of purchasing Capital (12000 x 1,33) 16 000
power), 3 (Market Value at Entry Price) and 5 Retained income 2750
(Historical cost: units of purchasing power and 18 750

Market Value at Entry Price) the disposable income
is understated.
However Model 7 must be criticised on the grounds
that our purchasing power in terms of widgets (the
commodity in which we trade) has not been maintained.

For example on 1/1/74 we could have purchased 1 333

widgets but on 31/12/74 only 1 200. Not only do we

accept this but we believe this is a pertinent criticism.
The mode! is measuring general purchasing power. If
we want to maintain our specific purchasing power then
we must use a specific index. This, surely, should be our
objective and the objective of the informational content
of financial statements.

For example the wholesale price of widgets was R9
on 1 January 1974 and R12 on 31 December 1974.
The specific index to use therefore is 100 (1/1/74)
and 133,33 (31/12/74). Let us apply this as Model 8.

8. Units of specific purchasing power (S.P.P.)
and net realisable value (N.R.V.)
Income statement

R
Sales 13500
Cost of sales (900 x R9 x 1,33) 10 800
Operating income 2700
Add: Unrealised gain on stock
(300 x R13,50) R4 050
Adjustment to cost of stock
(300 x R9 x 1,33) 3600 450
3150
Less: Monetary loss* 400
Disposable income 2750
*Calculation of monetary loss
Cash held since 1/1/1974
(R14 700 — R13 500) 1200
Factor 1,33 1600
Holding loss 400

If we withdraw our disposable income our cash will drop
from R14 700 to R11 950 (R14 700 — R2 750). We
then realise our widgets at R13,50 each, a total of
R4 050 and our cash is increased to R16 000.

With this cash we can purchase 1 333 widgets as we
couldon1/1/74 with R12 000. (N.B. R12 000 x 1,33 =
R16 000).

There is no doubt that practically and conceptually
Model 8, is the most satisfying.

In addition we would state that Model 8 fulfils a
basic ‘accounting concept” — namely that of the
‘going concern’.® It is the only model which not only
provides the most relevant information to investors but
also ensures that the ‘physical capacity base’ of the
firm is being maintained.

Models 7 and 8 can be reconciled. Model 8 reduces
Model 7’'s disposable income by R1 600 (R4 350 —
R2 750). Model 7 only allowed for the general rate of
inflation, as follows:

Cost of widgets (wholesale) 1/1/1974 R9,00
Factor adjustment 1,20 — 31/12/1974 R10,80
Actual wholesale price 31/12/1974 (1,33) 12,00

R1,80

Specific purchasing power of R12000 on 1/1/1974
was 1333 widgets and R1,80 x 1333 is R1600!
The amount by which Model 7’'s disposable income is
reduced in Model 8.

6 CONCLUSION

We believe that the authoritative accounting bodies in
South Africa, the United States of America and the
United Kingdom must redefine what their objectives
are in terms of accounting standards. Furthermore we
believe that the value of all and any proposed ac-
counting standards, including any on price-level
changes to financial statements, will be of doubtful
value and will be looked on with suspicion (particularly
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Balance sheet: 31.12.1974

R

Cash 14700
Stock (300 x R15) 4 500
19200

Capital 12 000
Retained income 7 200
19 200

Historical cost: units of purchasing power
(C.P.P.) and market value at entry price (R.C.)

Income statement

R
Sales (900 x R15) 13 500
Cost of sales (900 x R12) 10 800
Operating income 2700
Less: Monetary loss™ 240
2 460
Add: Holding gaint 1440
3900
Less: Transfer to replacement reserve 1440
Disposable income 2 460
*Monetary loss calculation as for Model 2.
+0On cost of sales:
Replacement cost (300 x R12) R10 800
Actual cost R8 100 x 1,20 9720 1080
On stock:
Replacement cost (300 x R12) 3600
Actual cost R2 700 x 1,20 3240 360
1440
Balance sheet: 31.12.1974
R
Cash 14700
Stock (300 x R12) 3600
18 300
Capital (R12 000 x 1,20) 14 400
Replacement reserve 1 440
Retained income 2460
18 300
Historical cost: units of purchasing power

(C.P.P.) and market value at exit prices (C.V.)

Income statement

R
Sales (900 x R1b) , 13500
Cost of sales (900 x R9 x 1,20) 9720
Operating income 3780
Add: Unrealised gain on stock
(300 x R15) R4 500
Adjustment to cost
(300 x R9 x 1,20) 3240 1260
5040
Less: Monetary loss 240
Disposable income 4 800

Balance sheet: 31.12.1974

R

Cash 14 700
Stock 4 500
19 200

Capital (R12 000 x 1,20) 14 400
Retained income 4 800
19 200

7. Historical cost: units of purchasing power
(C.P.P.) and net realisable value (N.R.V.)

Income statement

R
Sales (900 x R15) 13500
Cost of sales (900 x R9 x 1,20) 9720
Operating income 3780
Add: Unrealised gain on stock
(300 x R13,50) R4 050
Adjustment to cost of stock
(300 x R9 x 1,20) 3240 810
4 590
Less. Monetary loss 240
Disposable income 4 350
Balance sheet: 31.12.1974
R
Cash 14700
Stock (300 x R13,50) 4 050
18750
Capital (R12 000 x 1,20) 14 400
Retained income 4 350
18 750

We have so far, demonstrated seven of the eight possible
models. At this stage let us compare each model from
the two most essential characteristics:

1. That the disposable income has been correctly
measured and that it can be withdrawn without —

2. Impairing the ‘real’ capital with which we started
business.

To test our models let us make a further simplifying
assumption, namely, that the C.P.l. is in fact calculated
and determined by a fictitious commodity instead of a
weighted average of selected goods and services. Let
us call this commodity a ‘gadget’. On 1 January 1974
the price of a ‘gadget” was R25 (C.P.I. — 100) and on
31 December 1974 the price was R30 (C.P.1. — 120),
(see Table on opposite page).

On 1 January 1974 when we began business we
started off with R12 000. The price of a ‘gadget’ was
R25 and we could have purchased 480 gadgets. The
only one of the above models which correctly assesses
our disposable income and maintains our capital in
terms of current purchasing power is Model 7 (Net
Realisable Value adjusted for Current Purchasing
Power).









