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o th e r  hand, i s  more s u i ta b le  f o r  use in  computing replacem ent co st 

because i t  a p p lie s  to  only one p a r t i c u la r  a s s e t  o r one group o f 

a s s e t s .  However, th e  s p e c i f ic  index  has s e v e ra l w eaknesses: i t  does 

no t ta k e  in to  account changes in  th e  p ro d u c tiv ity  o f a s s e t s ;  i t  does 

n o t co n sid e r changes in  c o n s tru c tio n  methods where a s s e ts  such as 

b u ild in g s  a re  concerned; and i t  c o r re c ts  th e  h i s t o r i c a l  c o s t fo r  

p r ic e  le v e l  changes as w ell as p r ic e  changes caused by f lu c tu a t io n s  

in  demand f o r  th e  a s s e t .  Thus, h i s t o r i c a l  co s t a d ju s te d  by a 

s p e c if ic  p r ic e  index  i s  n o t a g e n e ra l e x p lan a tio n  th a t  can be used 

to  d e sc r ib e  replacem ent c o s t .

Cost to  rep roduce . S ev e ra l v a r ia t io n s  o f th e  c o s t to  

reproduce an a s s e t  were used by s e v e ra l accoun ting  w r i te r s  in  t h e i r  

d isc u ss io n s  o f replacem ent c o s t .  According to  some o f  th e se  w r i te r s  

th e  term  a p p lie s  to  th e  c o s t o f  re p la c in g  th e  p re se n t a s s e t  w ith  an 

exac t d u p l ic a te .  Such a d e f in i t io n ,  however, r u le s  ou t th e  use  o f  

th e  c o s t whenever an a s s e t  i s  o b so le te  and no lo n g er be ing  produced.

The c o s t o f  re p la c in g  an a s s e t  on a fu tu re  d a te  i s  an o th e r 

meaning o f te n  a t t r ib u te d  to  replacem ent c o s t .  Those acco u n tan ts  

r e ly in g  on t h i s  ex p lan a tio n  o f  replacem ent co s t o f te n  p o in t o u t th e  

h o p e lessn ess  o f  t ry in g  to  use rep lacem ent co s t because a c c u ra te  

p re d ic tio n s  o f  fu tu r e  c o s ts  a re  very  hard  to  make. Some accoun ting  

w r i te r s  who support th e  fu tu re  c o s t to  re p la c e  an a s s e t  as an 

ex p lan a tio n  o f  th e  replacem ent c o s t concep t, on th e  o th e r  hand, use 

t h i s  d e s c r ip t io n  because th ey  want d e p re c ia tio n  charges to  accum ulate 

enough funds to  re p la c e  th e  a s s e t  when i t  i s  used up . This l a t t e r
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reaso n in g  in  support o f rep lacem ent c o s t i s  f a l la c io u s  because 

d e p re c ia tio n  does no t p rov ide  funds.

O ther e x p la n a tio n s . A p p ra isa ls  a re  a ls o  suggested  as a means 

o f  secu rin g  replacem ent c o s t v a lu e s , bu t t h i s  procedure  i s  r e je c te d  

by most acco u n tan ts  because of th e  lack  o f  o b je c t iv i ty  on th e  p a r t  

o f  th e  a p p ra is e r .  C urrent m arket v a lu e s , l i k e  a p p ra is a l  v a lu e s , 

have been suggested  as an e x p lan a tio n  o f replacem ent c o s t;  and m arket 

v a lu es  a re  a good ex p lan a tio n  f o r  rep lacem ent co s t where th e  a s s e t  

under c o n s id e ra tio n  i s  bought and so ld  in  a  fu n c tio n in g  m arket. 

However, th e re  a re  c e r ta in  a s s e ts  fo r  which th e re  i s  no o p e ra tin g  

m arke t, a s s e ts  l i k e  b u ild in g s  and s p e c ia liz e d  equipm ent.

The c o s t to  re p la c e  th e  s e rv ic e  p o te n t ia l  o f an a s s e t  i s  

o f fe re d  by s t i l l  o th e r  acco u n tan ts  a s  th e  b e s t  way o f ex p la in in g  th e  

rep lacem ent co st o f an a s s e t .  In  accordance w ith t h i s  d e f in i t io n ,  

th e  replacem ent co s t o f an a s s e t  i s  determ ined by secu rin g  th e  

p re se n t m arket p r ic e  o f a s im ila r  a s s e t  having  th e  same p ro d u ctio n  

p o s s i b i l i t i e s  as th e  one p re s e n t ly  owned by th e  b u s in e ss . This 

d e f in i t i o n ,  however, cannot be a p p lied  to  in v en to ry  item s o r  to  

c u rre n t a s s e t s .

To secu re  a  d e f in i t io n  o f rep lacem ent c o s t th a t  can be a p p lied  

to  a s s e t s  in  g e n era l— e i th e r  p ro d u c tiv e  o r  nonproductive— i t  i s  

n e ce ssa ry  to  co n sid e r th e  ea rn in g  p o te n t ia l  o f an a s s e t .  S ince  t h i s  

i s  an id e a l  which i s  d i f f i c u l t  to  a t t a i n  in  a l l  c a se s , many methods 

such a s  a p p ra is a ls ,  c u rre n t m arket v a lu e , o r  s p e c i f ic  index  number 

ad ju stm en ts can be used to  approxim ate th e  rep lacem ent c o s t .



Replacement Coot Arguments

The argum ents in  fav o r o f and in  o p p o sitio n  to  th e  use  of 

rep lacem ent c o s t were examined in  t h i s  study  to  see  w hether th e re  

i s  any sound b a s is  f o r  th e  use  o f t h i s  co s t concep t. The p ro p o si­

t io n s  o f fe re d  in  fav o r o f  rep lacem ent co st g e n e ra lly  s t r e s s  th e  

theme o f  u p - to -d a te  f in a n c ia l  in fo rm a tio n .

F avorab le  p ro p o s i t io n s . Some acco u n tan ts  argue th a t  inven to ry  

and m arke tab le  s e c u r i t i e s  should be re p o rte d  on th e  ba lance  sh e e t 

a t  t h e i r  rep lacem ent c o s t va lues because th e se  va lues a re  more 

s a l i e n t  than  th e  h i s t o r i c a l  c o s ts .  In  a d d it io n , when replacem ent 

c o s t i s  used in  th e  com putation o f  co st o f  s a le s ,  a c u rre n t c o s t 

i s  charged a g a in s t  an u p - to -d a te  revenue; th e r e f o re ,  a  b e t t e r  n e t 

p r o f i t  f ig u re  i s  derived  than  i f  h i s t o r i c a l  c o s t were used . I t  i s  

im portan t to  n o te , n e v e r th e le s s , th a t  th e  use o f  tim e ly  c o s ts  in  

c u rre n t a s s e t  v a lu a tio n  may v io la te  th e  c o s t concept and th e  

d o c tr in e  o f conserva tism  as w e ll .

Kost o f  th e  argum ents fo r  f ix ed  a s s e t  p re s e n ta tio n  on th e  

ba lance  sh e e t emphasize t h a t  h i s t o r i c a l  c o s t does n o t re v e a l  th e  

a c tu a l  amount o f  c a p i ta l  employed by th e  b u s in e ss  in  i t s  p re se n t 

o p e ra t io n s . I f  rep lacem ent c o s t i s  used , acco rd ing  to  th e se  argu­

m ents, th e  p re se n t amount o f  c a p i ta l  employed by th e  firm  i s  rev ea led  

and a  b e t t e r  a n a ly s is  o f  ea rn in g  c a p a c ity  can be made. R eporting  

f ix e d  a s s e t s  a t  rep lacem ent c o s t and c a lc u la t in g  d e p re c ia tio n  on 

t h i s  v a lu e , however, v io la te s  c e r ta in  accoun ting  concepts such as
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th e  c o s t concep t, th e  d o c tr in e  o f conserva tism , th e  concept o f 

d e p re c ia t io n , and th e  concept o f  th e  ba lance  sh e e t.

D ep rec ia tio n  c a lc u la t io n s  based on replacem ent c o s t u su a lly  

p rov ide  a d e p re c ia tio n  expense th a t  i s  more n e a r ly  c o in c id e n t w ith 

th e  a c tu a l  c o s t o f  th e  amount o f an a s s e t  consumed in  o p e ra tio n s  

than  such a c a lc u la t io n  based on h i s t o r i c a l  c o s t .  I t  i s  b e t t e r  

because th e  h i s t o r i c a l  co st d e p re c ia tio n  r e s t s  upon a co s t th a t  

e n te red  th e  accoun ts some tim e in  th e  p a s t whereas th e  replacem ent 

c o s t d e p re c ia tio n  i s  based on a  c u rre n t va lue ; namely, th e  c o s t to  

re p la c e  th e  a s s e t .

Opposing argum ents. O ften replacem ent co st i s  a tta c k e d  on 

th e  grounds th a t  such a va lue  i s  in a c c u ra te  and su b je c t to  th e  

v a g a rie s  o f  p e rso n a l o p in io n . This a c c u sa tio n  i s  u s u a lly  le v e le d  

a g a in s t  th e  replacem ent c o s t concept because such a c o s t may be 

o b ta in ed  in  s e v e ra l  d i f f e r e n t  ways; f o r  in s ta n c e , s p e c i f ic  index  

numbers may be u sed , a p p ra is a ls  may be u t i l i z e d ,  and c u rre n t m arket 

v a lu e  may even be used . Because any one o f th e se  methods may be 

used , rep lacem ent c o s t d e te rm in a tio n  i s  s a id  to  be an in e x a c t 

p rocedure  and i s  condemned fo r  being  in a c c u ra te .

The c y c l ic a l  f lu c tu a t io n  o f  p r ic e s  i s  advanced by some 

accoun ting  w r i te r s  as ev idence th a t  rep lacem ent co s t v a lu es in  th e  

s ta tem en ts  a re  u s e le s s  s in c e  a s s e t  v a lu es  th a t  a re  high now w i l l  be 

reduced to  low er le v e ls  when th e  downswing in  p r ic e s  o c cu rs . This 

argument o v erlooks th e  asymmetry o f  c y c l ic a l  p r ic e  movements and th e  

c o n s tan t upward d r i f t  in  p r ic e s  s in c e  th e  d e p re ss io n  o f th e  t h i r t i e s .



163

In  a d d it io n  to  th e  argument based on th e  c y c l ic a l  p a t te rn  o f 

p r ic e s ,  some a cc o u n ta n ts  argue th a t  a  rep lacem ent c o s t fo r  o b so le te  

a s s e ts  i s  Im possib le  to  o b ta in . However, th e  earn ing  p o te n t ia l  o f 

th e  a s s e t  can be a sc e r ta in e d  and th e  c o s t o f  a s im ila r  a s s e t  w ith 

th e  same ea rn in g  p o te n t ia l  as th e  p re se n t one i s  th e  replacem ent 

co s t o f  th e  o b so le te  a s s e t .  Sometimes th e  c o s t o f  g e t t in g  re p la c e ­

ment co s t e s tim a te s  i s  used as an o b je c tio n  to  th e  use  o f re p la c e ­

ment c o s t ,  bu t t h i s  c o n ten tio n  i s  no t too im portan t a t  th e  p re se n t 

tim e because o f  the  a v a i l a b i l i t y  o f s p e c if ic  index  num bers.

Lack o f  co m p arab ility  i s  a f u r th e r  argument advanced a g a in s t 

rep lacem ent c o s t .  In  essen ce , t h i s  c o n ten tio n  n o tes  th e  im possi­

b i l i t y  o f comparing p re sen t e a rn in g s  which a re  computed on th e  

replacem ent c o s t b a s is  w ith p a s t  earn in g s t h a t  were n a tu r a l ly  

computed u sin g  th e  h i s t o r i c a l  c o s t b a s i s .  Such a s i tu a t io n  could 

e a s i ly  be avo ided , however, i f  a l l  f irm s th a t  adopt th e  use o f 

rep lacem ent c o s t in  t h e i r  s ta te m e n ts  p rep a re  supplem entary  h i s t o r i ­

c a l  co s t s ta te m e n ts  du ring  th e  t r a n s i t i o n  from h i s t o r i c a l  c o s t to  

replacem ent c o s t .

In  summary, t h i s  study  has a ttem pted  th rough  a c a re fu l  

a n a ly s is  o f th e  replacem ent c o s t concept to  p rov ide  an in s ig h t  in to  

th e  reaso n in g  advanced in  support o f th e  id ea  as w e ll a s an appre­

c ia t io n  o f th e  o b je c tio n s  to  th e  use  o f  rep lacem ent c o s t .  This 

a n a ly s is  a ls o  len d s  some support to  th e  conclu sion  th a t  th e  account­

ing  p ro fe s s io n  should  con tinue  to  fo llo w  i t s  p re s e n t g e n e ra lly
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accep ted  procedures u n t i l  acco u n tan ts  d ec id e  to  p la c e  c u rre n t 

v a lu es  on th e  b a lan ce  sh e e t and th e  income s ta te m e n t.
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