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Introduction : 

It is generally recognized that ''business income" is a highly sub-
jective concept, and that it lends itself to various, sometimes contra-
dictory, interpretations. It is also a recorded fact that economists 
as well as accountants have failed in their attempts to come up with 
a definition of business income which is acceptable by members of 
both disciplines. 

The chronological development of the events has been such 
that the traditional meaning of business income has first been chal-
lenged by the economists and the accountants have been compelled 
to assume the role of the defender. We need not repeat in detail the 
economists' arguments against the accounting profit. However, the 
two concepts of income should briefly be contrasted as early 'at a 
stage as possible so that the subject can be put into proper perspec-
tive. 

A typical economics textbook would define the accounting profit 
(or net income before taxes) as the amount which is left over out of 
gross income after all payments to hired factors. The same text would 
add that further deductions must be made from this amount in order 
to get a "more correct" picture of the performance of the firm in any 
period. It is claimed that the accountant's income, while suited to the 
purpose for which it is made, is greatly affected by the extent to 
which resources are remunerated on a contractual basis. Other 
things being equal, the greater the extent to which the needed re-
sources are hired rather than self-employed, the lower will be the net 
income shown in the accounting records. Economists would argue 
that, in order to avoid this "arbitrary" element, the cost of self-emp-
loyed resources, evaluated by determining what they could earn if 
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employed on a contractual basis instead, must also be deducted. The 
alternative earnings of unhired factors, which are often called "imp-
licit" costs should also be deducted along with the explicit costs 
from gross income to obtain the true "economic" profit. Deduction 
of explicit costs alone would give "accounting" profit. 

In addition to these two schools of thought, there is another 
group of outhors who argue that ¡business income is an artificial con-
cept and the assumption made or the conventions adopted in its mea-
surement will depend, among other things, on the use to be made of 
the income determined. (Kerr, 1964 : 41). These authors would, the-
refore, not even attempt to reconcile the various definitions of busi-
ness income and would consider the efforts directed at the uniformi-
zation of terminology a useless academic exercise. The present aut-
hor is of the opinion that this solution (or nonsolution) of the prob-
lem of definition appears to disregard the clear and acute need for 
putting an end to the present academic chaos on the matter of deter-
mining a 'business income figure which means, more or less, the sa-
me thing to everybody. He believes that such a concept, although 
difficult to arrive at,is not beyond the reach of academicians suffici-
ently equipped with analytical tools. To be sure, in order that such 
a concept be considered useful, it should bear the stamp of approval 
of the practitioners. Otherwise, the concept would be "operationally 
meaningless," a term which was first coined by the Nobel Prize win-
ner Paul A. Samuelson. Here, we are using operational meaningful-
ness in a slightly different context than that of Professor Samuelson. 
Our test of operationality does not require a hypothesis about empi-
rical data which could conceivably be refuted, if only under ideal con-
ditions. (Samuelson, 1963 : 4). Instead, we stress "feasibility," as 
"costliness" of implementing any proposed procedure. In our opinion, 
these tests do not constitute serious barriers to the acceptance of a 
procedure designed to determine a generally-accepted business in-
come concept. 

The Objective : 

As it is implied in the preceding lines, this study is aimed at two 
things : (1) A critical review and evaluation of the underlying appro-
aches to the measurement of income, (2) An extension of these app-
roaches in the direction of a recent academic trend, namely, emplo-
ying current cost concepts in income determination. We beüeve such 
an effort would be justified when consideration is given to the fact 
that there is a marked movement in accounting circles in favor of 
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using current costs in financial statement preparation and income de-
termination. We believe that this is a positive attitude taken toward 
bridging the gap between accounting profit and profit envisaged by 
the economists. The result is not, however, merely a compromise and 
reconciliation of the two kinds of profit; it is something else, some-
thing which is more than the accounting insome adjusted for implicit 
factor costs. As our discussion progresses this point will be made 
clearer. Before we embark upon this task, however, we would like to 
dwell more on the economic concept of income, for it would provide 
the groundwork for a better understanding of the rest of this study. 

Economic Concept of Income : 

Recent years have witnessed numerous attempts by economists 
to criticize the accountants' concept of profit1. They have built in 
their minds a "straw man" which they called "the accounting profit", 
and relentlessly attacked it. But in attempting derive an alternative 
which the accountant might find useful, economists have almost in-
variably lost tract of the objective of accounting measurement. (Ed-
wards and Bell, 1961 : 24). 

What is "income" anyway? Before one tries to offer any sugges-
tions that would help in its determination, he must be able to define 
it. 

A review of literature shows that perhaps the most widely used 
definition of income is that of J. R. Hicks who, in his epoch-making 
book, said: " . . .A person's income is what he can consume during 
the week and still expect to be as well off at the end of the week as 
he was at the beginning." (Hicks, 1946 : 176). Some have argued that 
this concept of a person's income is usable in a stable economy, 
but difficulties arise when changes occur in the price level. Hicks 
himself has admitted that this concept of income was not a useful 
tool for dynamic economic analysis. But this is not the only ground 
on which Hicks' definition is operationally meaningless. The definition 
brings with it a dangerous air of subjectivity which alone is enough 
to render it unusable. 

Income in the sense that Hicks uses it is a welfare concept 
applicable to any individual regardless of the nature or source 
of his expected receipts. Such an explanation of income is tho-

1 In this article "profit" and "income" are used interchangeably, although the 
author is aware that in modern accounting literature the term "income" is fa-
vored over "profit." 
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roughly subjective in nature whether viewed as an ex ante or 
ex past concept. It is, of course, the latter concept that promi-
ses significance for accounting. This is usually interpreted as 
his actual consumption during the period plus the excess of how 
well off he thought he was at the beginning of the period. (Ed-
wards and Bell, 1961 : 24). 

This is a logical and reasonable interpretation of the Hicks de-
finition, but it contains so much of the Marshallian flavor of utility 
that those economists who spent many years in vain to measure uti-
lity will object to it perhaps more strongly than the accountants. The 
operational impracticality of this definition became clearer in Hicks' 
attempts to measure ''consumer's surplus" by the help of a third 
good, that is marginal utility of money, as the co-called "numeraire". 
Even if we assume, temporarily, that we can measure the well-off-
ness on a cardinal scale, we still are lost at a junction point because 
we have no means of knowing in which sense we should be well-off. 
More specifically, should we take the maintenance of financial capi-
tal as our reference point and measure the well-offness accordingly? 
Or, should we concentrate on the maintenance of physical capital? 
If we select the maintenance of financial capital as our goal, are we 
not implicitly assuming a static economy which, as a simplifying con-
dition, rules out any accumulation of capital that is so vital for the 
development of national economies? If, on the other hand, we decide 
that the maintenance of physical capital is the one which is relevant, 
are we not being unfair to the role that money plays in everyday bu-
siness activities, and the impact of its presence on the allocation of 
economic resources? 

The selection of the maintenance of financial capital, without 
any qualification, is clearly unacceptable because of the unrealistic 
assumption it rests upon, that is the assumption of a static economy. 
If the accounting profit is rejected on grounds of unrealistic nature 
of the assumptions that it is based upon, then we cannot accept the 
maintenance of financial capital as a starting point on the very same 
grounds. 

In order that our list of definitions of income "worthy of exami-
nation" be complete, we should state two more, one by Irving Fisher, 
and another by Alfred Marshall. Fisher's definition is particularly im-
portant because he defines income as a "flow" concept whereas in 
Hicks' definition income clearly is a "stock" concept. 

In several parts of his book, Fisher refers to "enjoyment or psyc-
hic income consisting of agreeable sensations and experiences," 
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"money income (which) includes all money received which is not ob-
viously, and in the nature of the case, to be devoted to reinvestment," 
finally, "real income, measured by the cost of living." (Fisher, 1906: 
10, 11). This last concept, namely the real income, is the most useful 
one for accounting purposes. As mentioned above, Fisher's definition 
leaves out of the picture the capital formation process. There is ge-
neral agreement among economists, however, that Fisher has delibe-
rately ignored capital formation. "By excluding capital formation Fis-
her saves his income concept from the arbitrariness of capital (or 
asset) evaluation. Consumption can be evaluated without regard to 
the uncertainties about the future, but not so capital formation. It 
requires additional, and usually vague, assumptions about future 
trends or revenues, expenses, interest rates, use and duration of as-
sets, etc. The question merely is whether those in need of a non Fis-
herian income concept are not willing to pay the high price of uncer-
tainty by accepting a less reliable but more adequate measure. (Mat-
tesich, 1964 : 22, 23). 

Marshall's definition of income is also quite compatible with 
Fisher's; it too treats income as a flow variable. Referring to the 
income of an individual, he says : ". . . his true or net income is found 
by deducting from his gross income 'the outgoings that belong to its 
production,'". (Marshall, 1920 : 72). 

In connection with the Marshallian concept of income, we must 
say a few words about "wealth." Fisher defines wealth as "... con-
sisting of material objects owned by human beings (including, if you 
please, human beings themselves). The ownership may be divided 
and parcelled out among different individuals in the form of partner-
ship rights, shares of stock, bonds, mortgages, and other forms of 
property rights. In whatever ways the ownership be distributed and 
symbolized in documents, the entire group of property rights are me-
rely means to an end - - income. Income is the alpha and omega of 
economics". (Fisher, 1906 : 13). Both Marshall's and Fisher's defini-
tions of wealth imply that income is a derivative of wealth. This runs 
counter to the widely-accepted practice of treating wealth as a deri-
vative of income. 

We think that the above discussion of income from an econo-
mist's point of view is sufficient for the purposes of the present study. 
We now turn to various concepts of ''net income" which have more 
relevance to accounting practice. These various concepts dramati-
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cally demonstrate the differences between numerous definitions of 
income, and their implications2. 

Various Broad Concepts of Net Income : 

We had mentioned earlier the assertion by some writers that bu-
siness income is an artificial concept and that the assumptions made 
or the conventions adopted in its measurement will depend, among 
other things, on the use to be made of the income determined. No-
thing but the following tabulation can better explain what the above 
statement means. 

A. Net income is the excess of revenue (in current3 liras) over 
the costs (in varied-size liras) of earning the revenue. Costs are mea-
sured by the number of liras originally invested in the capital consu-
med in earning the revenue; the size of the lira invested depends on 
the general price level (the value of the lira) at the time of acquisition 
of the capital consumed. Net income so defined reflects a mixture 
o f : (1) The results of operations, (2) The results of buying right (or 
the reverse) - - the timing of acquisition, (3) The effect of the relative 
price changes of the specific capital consumed, and (4) The effect 
of changes in the general price level. 

The net income figure thus obtained, in general, is not only use-
less but in some cases may be seriously misleading. Its only use is 
limited to the application of legal contractual and regulatory provi-
sions. In order that the net income computed as above to be useful 
for planning purposes, either the absolute amount of the historical 
costs, or the proportion between costs and revenue must remain 
constant throughout the planning period. A moment's reflection is 
sufficient to indicate the implausible nature of these assumptions. 

B. Net income is the excess of revenue (in current liras) over 
the costs (in current liras) of earning the revenue. Costs are measu-
red by the general purchasing power of the number of liras originally 
invested in the capital consumed in earning the revenue expressed 
in current liras; this is achieved by multiplying the number of liras 
originally invested by the current general price index and dividing by 
the general price index at time of investment. Net income so defined 

2 a major part of the discussion in this section is based on the lecture notes of 
Professor Wiíiard J. Graham of the University of North Carolina at Chapel Hill, 
U.S.A. 

3 "Current" as used here means at the time when (or during the period in which) 
the revenue is earned and the capital (assets) consumed. 
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reflects a mixture o f : (1) Tshe results of operations, (2) The results 
of buying right, and (3) The effect of the relative price changes of 
the specific capital consumed. It is obvious that the net income thus 
obtained would have a much wider range of usefulness. A list of 
examples follow: (1) Accounting for stewardship, (2) Appraising ma-
nagerial efficiency, (3) Estimating current and future profitability, (4) 
Granting credit, (5) Planning expansion, (6) Investment information, 
(7) Evaluating pricing policy, (8) Determining wage policy, (9) Creat-
ing an informed public opinion with respect to profits, prices, wages, 
etc., (10) Explaining dividend policy to stockholders, (11) Negotiating 
with labor unions, (12) Basis for sound policies by government with 
respect to price control, regulation, control of the economy through 
monetary policy, etc. 

C. Net income is the excess of revenue (in current liras) over 
the current replacement costs of the specific capital consumed in 
earning the revenue or of the physical equivalent of the specific ca-
pital consumed. These costs may be determined or estimated (a) by 
appraisal, reference to specific prices paid or quoted, etc., (b) by the 
use of specialized indexes - - (1) a single index for the industry, (2) a 
single index for the company or entity, or (3) a separate index for 
the company or entity, or (3) a separate index for each asset or group 
of assets. 

The Cose for Historical Cost : 

The American Institute of Accountants, in its Research Bulletin 
No. 43, advocates the use of historical cost concept. In the opinion 
of the Institute, (1) it is best not to make formal changes in the ac-
counts until the dollar is stabilized at some level; (2) different com-
panies would use different methods of adjustments and this would 
destroy the comparability of accounting information; and (3) practi-
cing accountants and businessmen, in general, do not desire a chan-
ge at the present time. (AICPA, 1961 : 50, 51). Proponents of the con-
tinued use of historical costs argue that, for any individual enterprise, 
invested cost data have substantially different characteristics form 
other data related to the enterprise. They differ substantially in rele-
vance, timing and reliability. They are more relevant to the enterprise 
because their relevance has been demonstrated by committed ac-
tions of the enterprise. As to timing, they have provably affected the 
enterprise, and are not "might-have-been," "might-be," or "will-be" 
effects on the enterprise. Their reliability is supported by the fact that 
they originated from transactions between independent bargaining 
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units and by validating their completeness and subsequent treatment 
through competent independent review guided by professional stan-
dards. (Terrill, 1955 : 1011). 

Adjusted-Historical-Cost Concept of Income: 

The adjusted-historical-cost concept of business income adopts 
a unit-of-purchasing-power approach to the maintenance of capital 
and the measurement of income. The adoption of this approach ma-
kes it possible to meet the objections raised because of the adoption 
of a monetary postulate. Through the application of a general price 
index to the original costs a stable frame of reference is approxima-
ted. Proponents of this concept of income make it clear that costs 
are being adjusted by the application of a general price index and 
not by indexes showing the changes in the cost of the different types 
or classes of assets used in the business. Under this concept, ad-
justment of historical cost by a general price index is not regarded 
as a departure from the cost basis but merely as expressing the cost 
in a "more significant" manner. (Kerr, 1964 : 43). 

Current Cost Concept of Income : 

The current cost concept of income regards as income the result 
of matching against the revenues received during the period the cur-
rent replacement cost of the assets consumed during the period. The 
adoption of the current cost basis implies that the management is 
primarily concerned with the maintenance of physical capital. 

In 1966, the American Accounting Association (AAA) put out a 
study titled "A Statement of Basic Accounting Theory. Most of this 
study was devoted to the discussion of current costs as a valuation 
basis. Under both the general recommendations and specific recom-
mendations, the importance and desirability of presentation of multi-
valued information was stressed. 

To be sure, the movement in the direction of using current costs 
is by no means novel. An article in the Accounting Review, published 
in 1929, is a clear proof. There the author states : "In the opinion of 
the writer, replacement cost is the basic value which properly ex-
presses business capital and income. It is not always easily determi-
ned; at times can only be approximated." (Rorem, 1929 : 167). As 
early as in 1930, another writer had already argued that " . . . replace-
ment costs furnish the best basis for producing serviceable financial 
statements to use for current managerial purposes, or for use in 
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planning mergers and reorganizations where the status of an enter-
prise as a whole is under consideration../1 (Schmidt, 1930 : 235). 

The novel thing about the recent movement, however, is that the 
use of current replacement costs as a valuation basis (in the form 
of presenting on financial statements multi-valued information) has 
gained the official sanction of the American Accounting Association. 
Similarly, a parliamentary committee referred to as "Sandilands Com-
mittee" put out a report which also strongly recommended the use 
use of current costs in financial statement presentation. 

The AAA booklet on accounting theory lists the basic accounting 
standards as follows : (1) Relevance, (2) Verifiability, (3) Freedom 
from bias, and (4) Quantifiability. Now, let us see how current costs 
measure up to these standards. 

The verifiability standard, to begin with, seems to cause some 
trouble for use of the current costs. However, the Report argues quite 
the opposite : "To say that the current-cost estimate of an asset in a 
given situation is not verifiable is simply to say that there is insuffi-
cient evidence to warrant recognition that the value of the asset has 
changed. If evidence concerning the current cost of certain assets 
is not verifiable, this should not mitigate against current costs that 
are verifiable". (AAA, 1966: 28). As for the "freedom from bias" stan-
dard, the Committee thinks that current cost valuations can contri-
bute to the elimination of biases, particularly if accountants take res-
ponsibility for the measurement methods used in developing the ac-
counting information. Reporting the current cost, less depreciation, 
of plant and equipment items, for instance, will tend to nullify the in-
fluence of too fast depreciation methods. Reporting multiple valuati-
ons of an asset will reduce the pressure on a single valuation to serve 
many purposes. But, it is equally easy to build an argument against 
the use of current costs on the same grounds. It can safely be said 
that the record based upon historical costs has a high degree of ve-
rifiability and lack of personal bias since the information is derived 
from completed market transactions. 

How to Obtain Current-Cost Data : 

In the first section of this article we said that in order that a pro-
posal or a suggestion be operationally meaningful, it should lend 
itself to practical application without involving more cost than does 
the alternative (or old procedure) it aims to modify. To meet this 
need, we now must dwell somewhat on the problem of obtaining 
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current-cost data. Discussion presented here will be limited only to 
the controversial balance sheet items such as inventories and some 
other long-lived assets, tangible as well as intangible. 

There appears to exist sufficient evidence that determining cur-
rent costs, in general, is extremely easy. For example, Edwards and 
Bell speak of "making a telephone call" in order to find out the cur-
rent cost of inventories. Similarly, for buildings, it is asserted that 
all is needed is to obtain a construction index from trade associati-
ons or similar institutions. But, is the problem so simple? Are not 
these writers underestimating the various complexities involved in 
an equitable solution? Also, finding the current cost of a balance 
sheet item may be relatively easy in a developed country like the 
U.S. But, how about the other countries? Besides, finding current cost 
data may not be that easy, regardless of the country in which the 
firm operates. If it had been, current costs would have find a much 
wider application among accountants, at least for internal manage-
ment purposes. One of the most important factors making historical 
costs attractive is their nature of being readily available and their 
definiteness. 

When talking about obtaining current cost information, two met-
hods must be distinguished, namely, (1) approximation methods, (2) 
precision methods. 

According to the well-known Sprouse and Moonitz study, if re-
liable current market prices are not available for the specific asset 
under review, at least two alternative methods of measurement may 
be used. One is the use of an index number specially designed to 
measure the movements in the prices of a specific item or group of 
similar items, such as the available indexes of various commodity 
prices or of construction costs. The other alternative is the use of an 
independent appraisal of the specific item involved. (Sprouse and 
Moonitz, 1962 : 27). But, for a method to be called an "approxima-
tion method" the use of indexes is not necessary. For example, two 
methods suggested by Rufus Rorem are, in the exact sense of the 
expression, approximation methods, yet they do not involve the use 
of index numbers. The first of these methods he suggests is to use 
net-sale-price (selling price less estimated selling expenses). The 
justification for this procedure is that it sets a maximum value above 
which the accountant cannot rationally go. For even though replace-
ment cost were higher than this figure, competition would tend to 
bring net-sale-price down to the replacement cost. (Rorem, 1929 : 
169). 



A CRITICAL STUDY OF THE THEORY AND MEASUREMENT 
47 

The second procedure he suggests involves charging materials 
and supplies to the goods in process account at the replacement 
cost prevailing for them at the time. He claims that, except for the 
fact of variations in replacement cost of raw materials and labor du-
ring the time finished goods are held in stock, this method will give 
the replacement cost of the finished merchandise in stock. 

In connection with the valuation of inventories, a special case 
should be mentioned in which (since they are readily salable at known 
prices with negligible costs of disposal, or with known or readily 
predictable costs of disposal) the inventories should be measured 
at net realizable value, that is anticipated sales proceeds less costs 
of completion and disposal. These conditions are most likely to 
exist in the cases of certain agricultural products and the products 
of certain extractive industries. Cotton, wheat, corn, oats, rye, soy 
beans, barley, raw sugar, coffee beans, gold, silver, copper, ' and 
crude oil are but a few of the products which are already accoun-
ted for in this manner. By products of all types are also commonly 
measured and accounted for at net realizable value. In these cases, 
it is needless to say that net realizable value will be preferred over 
any other current cost concept. 

In determining the current cost of inventories, the same method 
that is used to value them when applying the well-known "cost-or-
market" rule can be used. In other words, the current replacement 
cost of merchandise inventories can be secured from the supplier's 
current catalogue. Consideration must of course be given to freight 
and other in-transit costs as well as to cash and quantity discounts, 
if any. In manufacturing situations, market is deemed to be repla-
cement cost based upon current prices for materials, labor, and 
customary overhead costs. An upward limit to such measures of 
replacement cost is selling price less costs of completion and dis-
position. (AAA, 1966 : 74). 

When determining the current costs of long-term investments, 
a few complications are encountered. The main difficulty arises 
from the fact that there may be some difference between the mark-
et value of a stock "over-the-counter" and the price determined 
through an organized exchange. This is particularly true when the 
business in question possesses stocks of sufficient amount to es-
tablish a subsidiary. Since this over-the-conter price is not verifi-
able, its use may not be appropriate. In such a situation, it is sug-
gested that a current cost may be obtained by computing book 
value after current cost measurements have been compiled for the 
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issuing company in the manner suggested in the AAA Report for 
enterprises in general. 

The following approaches are possible in the area of ascert-
aining the current replacement cost of equipment and machinery : 
(1) Purchase price, new, on the current market, adjusted for dep-
reciation. Where the same equipment or machinery, or a service 
equivalent, is available on a continuing basis, the catalogue price, 
adjusted as required for trade discounts, freight and otherwise, is 
a clear indication of current replacement cost. It is to be empha-
sized that service equivalents form the basis for determining repla-
cement cost; replacement in kind is not the criterion; (2) Purchase 
price, used in the current market (if such a market exists); (3) In 
those cases where new equipment or machinery is available only 
in more efficient form, so that a new machine of the same capa-
city does the work at less operating cost, downward adjustment to 
reflect this obsolescence in calculating current cost of the old equ-
ipment would be appropriate; (4) Adjustment to current cost can be 
approximated through use of a specific price-level index for equip-
ment of the broad classification within which the equipment falls. 
In cases where the equipment or machinery is unique and not avai-
lable from a continuing source of supply, this is evidently the only 
usable technique. (AAA, 1966 : 75, 76). 

Determining current costs of buildings is relatively more diffi-
cult because buildings are rarely replaced with identical ones. Ho-
wever, this does not mean that a verifiable approximation cannot 
be obtained. A functional classification of buildings would permit 
the accountant to reduce the amount of work to be done. In that 
case, he can treat certain buildings which belong to one classifica-
tion category, as only one. The accountant can also use various 
specific construction indexes which are available from construction 
companies. 

In case of land, the accountant is in a far better situation be-
cause the land values are systematically recorded for tax purposes. 
The abundance of verifiable information should be sufficient to en-
able the accountant to at least approximate the current replace-
ment cost of the land. 

Conclusions : 

As was mentioned in the introduction of this article, this study 
was aimed at two purposes, namely (1) to critically review and eva-


