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other hand, is more suitable for use in computing replacement cost
because it applies to only one particular asset or one group of
assets, However, the specific index has several weaknesses: it does
not take into account changes in the productivity of assets; it does
not consider changes in construction methods where assets such as
buildings are concerned; and it corrects the historical cost for
price level changes as well as price changes caused by fluctuations
in demand for the asset. Thus, historical cost adjusted by a
specific price index is not a general explanation that can be used
to describe replacement cost,

Cost to reproduce. Several variations of the cost to

reproduce an asset were used by Sseveral accounting writers in their
discussions of replacement cost. According to some of these writers
the term applies to the cost of replacing the present asset with an
exact duplicate. OSuch a definition, however, rules out the use of
the cost whenever an asset is obsolete and no longer being produced.
The cost of replacing an asset on a future date is another
meaning often atiributed to replacement cost. Those accountants
relying on this explanation of replacement cost often point out the
hopelessness of trying to use replacement cost because accurate
predictions of future costs are very hard to make. Some accounting
writers who support the future cost to replace an asset as an
explanation of the replacement cost concept, on the other hand, use
this description because they want depreciation charges to accumulate

enough funds to replace the asset when it is used up. This latter
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reasoning in support of replacement cost is fallacious because
depreciation does not provide funds.

Other explanations. Appraisals are also suggested as a means
of securing replacement cost values, but this procedure is rejected
by most accountants because of the lack of objectivity on the part
of the appraiser. Current market values, like appraisal values,
have been suggested as an explanation of replacement cost; and market
values are a good explanation for replacement cost where the asset
under consideration is bought and sold in a functioning market.
However, there are certain assets for which there is no operating
market, assets like buildings and specialized equipment.

The cost to replace the service potential of an asset is
offered by still other accountants as the best way of explaining the
replacament cost of an asset. In accordance with this definition,
the replacement cost of an asset is determined by securing the
present market price of a similar asset having the same production
possibilities as the one presently owned by the business. This
definition, however, cannot be applied to inventory items or to
current assets,

To secure a definition of replacement cost that can be applied
to assets in general--either productive or nonproductive—-it is
necessary to consider the earning potential of an asset. Since this
is an ideal which is difficult to attain in all cases, many methods
such as appraisals, current market value, or specific index number

ad justments can be used to approximate the replaceament cost.
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Replacement Cost Arguments

The arguments in favor of and in opposition to the use of
replacement cost were sxamined in this study to see whether there
is any sound basis for the use of this cost concept. The proposi-
tions offered in favor of replacement cost generally stress the
theme of up~-to-date financial information.

Favorable propositions. Some accountants argue that inventory

and marketable securities should be reported on the balance sheet
at their replacement cost values because these values are nore
salient than the historical costs. In addition, when replacemant
cost is used in the computation of cost of sales, a current cost
is charged against an up-to-date revenue; therefore, a better net
profit figure is derived than if historical cost were used. It is
important to note, nevertheless, that the use of timely costs in
current asset valuation may violate the cost concept and the
doctrine of conservatism as well.

Most of the arguments for fixed asset presentation on the
balance shest emphasize that historical cost does not reveal the
actual amount of capital employed by the business in its present
operations. If replacement cost is used, according to these argu-
ments, the present amount of capital employed by the firm is revealed
and a better analysis of earning capacity can be made. Reporting
fixed assets at replacement cost and calculating depreciation on

this value, however, violates certain accounting concepts such as
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the cost concept, the doctrine of conservatism, the concept of
depreciation, and the concept of the balance sheet.

Depreciation calculations based on replacement cost usually
provide a depreciation expense that is more nearly coincident with
the actual cost of the amount of an asset consumed in operations
than such a calculation based on historical cost. It is better
because the historical cost depreciation rests upon a cost that
entered the accounts some time in the past whereas the replacement
cost depreciation is based on a current values namely, the cost to
replace the asset.

Opposing arruments. Often replacement cost is attacked on
the grounds that such a value is inaccurate and subject to the
vagaries of perscnal opinion. This accusation is usually leveled
against the replacement cost concept because such a cost may be
obtained in several different ways; for instance, specific index
numbers may be used, appraisals may be utilized, and current market
value may even be used., Because any one of these methods may be
used, replacement cost determination is said to be an inexact
procedure and is condemned for being inaccurate.

The cyclical fluctuation of prices is advanced by some
accounting writers as evidence that replacement cost values in the
statements are useless since asset values that are high now will be
reduced to lower levels when the downswing in prices occurs, This
argument overlooks the asymmetry of cyclical price movements and the

constant upward drift in prices since the depression of the thirties.
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In addition to the argument based on the cyclical pattern of
prices, some accountants argue that a replacement cost for obsolete
assets is impossible to obtain. However, the earning potential of
the asset can be ascertained and the cost of a similar asset with
the same earning potential as the present one is the replacement
cost ol the obsolete asset., Sometimes the cost of getting replace-
ment cost estimates is used as an objection to the use of replace-
ment cost, but this contention is not too important at the present
time because of the availability of specific index numbers.

Lack of comparability is a further argument advanced against
replacement cost. In essence, this contention notes the impossi-
bility of comparing present earnings waich are computed on the
replacement cost basis with past earnings that were naturally
computed using the historical cost basis. Such a situation could
easily be avoided, however, if all firms that adopt the use of
replacement cost in their statements prepare supplementary histori-
cal cost statements during the transition from historical cost to
replacement cost,

In summary, this study has attempted through a careful
analysis of the replacement cost concept to provide an insight into
the reasoning advanced in support of the idea as well as an appre-
ciation of the objections to the use of replacement cost. This
analysis also lends some support to the conclusion that the account-

ing profession should continue to follow its present generally
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accepted procedures until accountants decide to place current

values on the balance sheet and the income statement.
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