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ABSTRACT

This study provides empirical evidence to support the FASB's
contention that current cost data as specified by SFAS No. 33 may
better aid financial statements users to assess future cash flows
than historical cost financial information. Models derived from the
theoretical and empirical literature were used to forecast 1981
operating cash flow. One set of models employed, as explanatory
variables, historical cost data while amnother comparative set
employed current cost data.

A sample of 361 firms, representing 33 industries, was drawn
from the FASB Statement 33 Data Bank. The firms were stratified by
industry classification, then randomly assigned to sample subgroup
(A) or (B). Sample group (A) was used to develop cross-sectional
model parameters for the predictor models. Sample group (B) was
employed to forecast 1981 operating cash flows.

Vectors composed of the models' mean relative forecast errors
were constructed. OCne set of vectors was used to simultaneously test
the current cost models' predictive ability against that of the
historical cost models. Another set of vectors was employed to test
whether there was a significant difference in the predictive ability
of current cost models whose explanatory variables include a measure
of total replacement cost income (current cost income from continuing
operations plus holding gain or loss) and current cost models
whose explanatory variables include only the income from continuing

vi



operations component of total replacement cost income. The test
statistic employed in tests of these hypotheses was Hotelling's TZ.

Predictor models which employ total replacement cost more
closely predicted subsequent cash flows than models employing only
current cost income from continuing operations as a predictor
variable. Only those current cost cash flow predictor models which
employ total replacement cost income as a predictor variable, were
more accurate than historical cost models. The curreat cost model
whose forecasting ability was the most accurate, as compared to its
historical cost counterpart, was a more accurate predicteor of 1981

operating cash flow than a comparable forecast model whose predictor

variable was 1980 operating cash flow.
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CHAPTER I

INTRODUCTION

Statement of the Problem

In April of 1971, the president of the American Institute of
Certified Public Accountants (AICPA) appointed a study group to refine
the objectives of financial statements as set forth by Accounting

Principles Board Statement No. 4, '"Basic Concepts and Accounting

Principles Underlying Financial Statements of Business Enterprises."
In their effort to refine those objectives, the Study Group2 was
charged to consider the following:

1) Who needs financial statements?

2) What information do they need?

3} How much of the needed information can be provided by
accounting?

4) What framewprk is required to provide the needed
information?

Accounting Principles Board, Statement No. 4, '"Basic Con-
cepts and Accounting Principles Underlying Financial Statements of
Business Enterprises" (New York: AICPA, October 1970).

2 The Study Group hereafter refers to the collective members
of the Study Group on the Objectives of Financial Statements.

3 "Charter of the Accounting Objectives Study Group," in
Objectives of Financial Statements (New York: AICPA, October 1973),
p. 67.
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Addressing the second question, the Study Group concluded:
the information needs of creditors and investors are
essentially the same. Both groups are concerned with the
enterprise's ability to generate cash flows to them and their
own ability to predict, compare, and evaluate the amount
timing, and related uncertainty of these future cash flows.
The Study Group recognized that an objective of financial statements
should be: To provide information which will aid investors and
creditors in predicting, comparing, an evaluating the amount, timing,
and uncertainty of future cash flows from the reporting enterprise to
themselves.5 This objective of financial reporting was reaffirmed by
the Financial Accounting Standards Board (FASB) in 1978.
As part of a conceptual framework project, the FASB designated
as an objecctive of financial reporting, the providing of information

which would aid financial statement users to assess future cash flows.

This objective was stated in Statement of Financial Accounting Con-

cepts No. 1; "Objectives of Financial Reporting by Business Enter-
prises' as:

Financial vreporting should provide information to
help present and potential investors and creditors and
other users in assessing the amounts, timing, and uncer-
tainty of prospective cash receipts from dividends or
interest and the proceeds from the sale, redemption, or
maturity of securities or loans. The prospects for those
cash receipts are affected by an enterprise's ability to
generate enough cash to meet its obligations when due and
its other cash operating needs, to reinvest in operations,
and to pay cash dividends and may also be affected by
perceptions of investors and creditors generally about

4 Study Group on the Objectives of Financial Statements,
Objectives of Financial Statements {(New York: AICPA, October 1973),

p. 20.

Thid., p. 20.



that ability, which affect market prices of the enter-
prise's securities. Thus, financial reporting should
provide information to help investors, creditors, and
others assess the amounts, timing and uncertainty of prosg
pective net cash inflows to the related enterprise.

The Board7 further reasoned, since the ability to generate
favorable cash flows affects the enterprise's payment of dividends,
interest, and ultimately the market price of a firm's securities,
expected cash flows to investors and creditors are inherently related
to the expected net cash flows to the enterprise.8 Therefore, the
FASB emphasized the importance of fimancial reporting’'s ability to
provide information with which to assess future net cash flows to the

firm.

With the release of Statement of Financial Accounting

Standards No. 33, '"Financial Reporting and Changing Prices™ (SFAS

No. 33) in 1979, the FASB again emphasized as a reporting objective
the providing of information which would aid financial statement users
to assess future cash flows. The primary objective Af SFAS No. 33 was
to require supplemental disclosure of financial information which
would enable financial statement users to better understand the

effects of changing prices on the reporting business enterprise. Such

Financial Accounting Standards Board, Statement of Financial

Accounting Concepts No. 1, 'Objectives of Financial Reporting by
Business Enterprises" (Stamford, Conn.: FASB, November 1978), par.
37.

7

The Board hereafter refers to the collective members of the
FASB.

Financial Accounting Standards Board, Statement of Financial
Accounting Concepts No. 1, par. 39.




4
information should aid users in investment, lending, and other
financial decision making processes. In fact, the requirements of
SFAS No. 33 were specifically designed to aid user's decision pro-
cesses in the following areas:

1) assessing future cash flows,

2) assessing enterprise performance,

3) assessing the erosion of operating capability, and

4) assessing the erosion of general purchasing power.

In contrast to present primary financial statements measured
in historical costs, the Board believes measurements which reflect
current costs are more likely to be useful in the assessment of future

¢ SFAS No. 33 provides

cash flows in periods of price instability.1
several arguments in support of the Board's contention that measure-
ments reflecting current prices are likely to provide useful informa-
tion in the assessment of future cash flows. These arguments are
discussed in the following paragraphs.

Information on current cost margins (sales vrevenues less
the current cost of inputs) may be useful in assessing future cash

flows. If the selling price of a product is closely related to that

roduct's current cost at the date of sale, then current cost margins
p

9 Financial Accounting Standards Board, Statement of Financial
Accounting Standards No. 33, "Financial Reporting and Changing Prices"
(Stamford, Conn.: FASB, September 1979), par. 3.

10 Ibid., par. 3.
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may provide more relevant information with which to assess future cash
flows from operations.ll

Current cost income from continuing operations may aid assess-
ments of maintenance of operating capability, the capaéity to provide
a constant supply of goods and services. Erosion of operating
capability may be linked te the concept of distributable income.
Distributable income can be defined as the amount of cash that may be
distributed without reducing the operating capability of the enter-
prise. Failure Lo retain sufficient financial resources to acquire
the assets needed to maintain operating capability would indicate a
reduction in the ability of an enterprise to generate future cash
flows to the enterprise, and thus to the investors and creditors.
While current cost income from continuing operations does not measure
the maintenance of operating capability, such information provides

users with a basis from which to make assessments of distributable

income.
Firms acquire resources to obtain a series of net cash
inflows. These prospective cash inflows are the basic source of an
' 13 . .
asset's wvalue. Therefore, the economic value of an asset 1is

measured by the net present value of the cash flows to be obtained

1 1pid., pars. 117, 123.

12 1hid., pars. 121, 124.

13 Financial Accounting Standards Board, FASB Discussion
Memorandum, "An Analysis of Issues Related to Conceptual Framework for
Financial Accounting and Reporting: Elements of Financial Statements
and Their Measurement" (Stamford, Conn.: FASB, December 1976) pars.
99-100. ’
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through asset utilization. Financial statements do not report assets
at net present value due to serious limitations in the measurement
process (i.e. forecasting cash flows and the determination of the
relevant discount rate). However, the Board believes that in competi-
tive markets, current costs would normally have a closer and more
stable relationship to net present wvalue than historical cost.
Because net present value of future cash flows represents the maximum
price at which purchase of an asset becomes worthwhile, the measure-
ment of current costs or lower recoverable amounts of assets are
,conse}vative estimates of net present value. Current cost holding
gains or losses (i.e. the chanéé in the current cost of the assets
held during the fiscal period) may provide a useful basis for the
assessment of future cash flows. If increases (decreases) in the
current cost of an enterprise's assets represent an increase
{decrease) in the net present value of the firm's assets, such changes
in the current cost of assets held during a fiscal period should
provide a basis for assessing potential changes in cash flows and
returns on investment.14

The results of holding activities and continuing operations
may be affected differently by economic forces. The FASB stipulates
that these measures not be aggregated in the calculation of current
cost income. Both measures may be useful, in different ways, in the

1
assessmenl of future cash flows. 3

14 Financial Accounting Standards Board, Statement of
Financial Accounting Standards No. 33, pars. 118, 120, 122.

15

Ibid., par. 118.



Objectives of the Study

The provision of financial information which will aid
financial statement users to make assessments of future cash flows to
the enterprise’ is currently recognized as a financial accounting
reporting objective. This study is an attempt to provide empirical
evidence to support the FASB's contention that current cost data as
specified by SFAS No. 33 may better aid users of financial statements
to assess future cash flows than historical cost financial informa-
tion. Therefore, the primary objective of this study is a comparison
of the predictive ability of two accounting measurement bases,
historical cost and current cost.

In assessing the predictive ability of the two measurement
bases, the object of prediction will be cash flow from operations.
Within this context, the specific research objectives of this study
are:

1) To determine if SFAS No. 33 current cost data is a
"better" predictor than historical cost data of subsequent
periods' operating cash flows,

2) To determine which set of current cost predictor models,
employed in this study, is able to "better" predict sub-

sequent periods' operating cash flows.

Definitions
Within the context of this study, the rollowing definitions

will apply:



Historical Cost Data Base: All financial information  as
reported in the primary financial
statements.

Current Cost Data Base: Supplemental information on current
costs, as required by SFAS No. 33.

Operating Cash Flow: Cash provided by operations as
calculated on a cash basis State-
ment of Changes in Financial

Position.

Summary of Current Cost Disclosure Requirements

SFAS No. 33 requires certain public enterprises to provide
supplementary disclosure to the primary financial statements as to the
effect of changing prices on the reporting entity. The supplementary
disclosures include information on the effects of changes in gemeral
price levels, specific price levels, and the combined effects of
general and specific price level changes. Respectively, these effects
are disclosed in terms of the following measurement bases: (a) his-
torical cost/constant dollars, (b) current cost, and (c) current
cost/constant dollars.

Public enterprises which prepare their primary financial
statements 1in accordance with generally accepted accounting prin-
ciples, denominated in U.S. dollars, must comply with SFAS No. 33 if
at the beginning of their fiscal year they have either: (a) gross
inventories, property, plant, and equipment totaling more than 125

million dollars, or (b) total assets of more than 1 billion dollars.
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A public enterprise is defined by SFAS No. 33 as a company whose debt
or equity securities are traded in a public market, a domestic stock
exchange, or a domestic over-the-counter market; or an entity which is
required to file financial statements with the Securities and Exchange
Commission (SEC).

In order to comply with the minimum current cost disclosure
provisions of SFAS No. 33, a firm must report: (a) income from con-
tinuing operations measured on a current cost basis, and (b) the
increase or decrease in the current cost amounts of inventories,
property, plant, and equipment. The latter provision has previously
been referred to as holding gain or loss.

Current cost income may be computed by adjusting the primary
financial statements' income from continuing operations with regard to
cost of goods sold, depreciation, depletion, and amortization expense.
Cost of goods sold must be restated to current cost as of date of sale
or date of resource commitment by contract. Depreciation, depletion,
and amortization expense must be restated in terms of average current
cost for the fiscal year. All other revenues, expenses, gains, or
losses need not be restated.

The holding gain or loss is the difference between the current
cost measurement of the assets at their entry dates for the year, and
the curreat cost measurement of the assets at their exit dates for the
year. Entry date refers to the beginning of the fiscal year, or the
date of acquisition for those assets acquired during the fiscal year.
Exit date refers to the fiscal year end, or earlier date of sale for

those assets sold prior to the fiscal year end. The helding gain or
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loss is not to be combined with, or calculated as part of, income from
continuing operations.

Current costs may be measured by:

1) indexation: application of externally or internally
generated specific goods indices to historical costs;
and/or

2) direct pricing from:

{(a) current invoices;
(b) wvendor's price lists, other quotations, or estimates;
or
(c) standard manufacturing costs which reflect current
costs.
The current cost of inventory at a particular valuation date would be
the cost of purchasing or producing the exact same inventories at that
point in time. Measurement of current cost of property, plant, and
equipment refers to the replacement cost of the same service poten-
tial, with regard to operating costs and physical output. Current
cost depreciation is to be computed using the average current cost of
property, plant, and equipment for the pericd. In most cases the same
depreciation methods as were used to prepare the primary financial
statements are considered appropriate.

When lower recoverable amounts are deemed to be materially and
permanently lower than current costs, they should be used in place of
current cost valuations providing the assets to be valued can be used
independently from assets to be valued at current cost. Lower re-

coverable amounts for assets being held for impending sale are net
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realizable values. For asset; not held for impending sale, lower
recoverable amounts are value in use. Net realizable value is the
amount of cash, or cash equivalent, expected to be obtained from the
sale of the asset, net of costs incurred to sell the asset. Value in
use is defined as the net present value of the future net cash flows
from asset wutilization, discounted using an appropriate rate of
return.

After the release of SFAS No. 33, the SEC announced the sus-
pension of replacement cost disclosures under Accounting Series

Release No. 19016 (ASR No. 190) for firms complying with the current

cest provisions of SFAS No. 33. The principle differences between
ASR No. 190 and SFAS No. 33 are as follows:

1} ASR No. 190 defined replacement cost as the cost to
acquire a new asset having equivalent operating or produc-
tive capacity, while SFAS No. 33 defines replacement cost
(current cost) as the cost to acquire the same existing
service potential. The essential difference is that ASR
No. 190 required disclosure of the cost to replace the
existing assets with new assets, while SFAS No. 33
requires replacement in kind of the remaining service
potential of the assets currently held.

2) While both ASR No. 190 and SFAS No. 33 require

the restatement of inventories and cost of goods sold to

Securities and Exchange Commission, "Notice of Adoption of
Amendments to Regulation S-X Requiring Disclosure of Certain Replacement
Cost Data," Federal Register 41, No. 63, 31 March 1976, 1356-600.




12
replacement cost, SFAS No. 33 requires the restatement as
part of the calculation of current cost income from
continuing operations.

3) ASR No. 190 did not require the calculation and disclosure
of a holding gain or loss on inventories, property, plant,

and equipment.

Overvicw of the Research Design and
Statement of Hypotheses

Within the context qf“the previvusly stated research objec-
tives of this study, models derived from the theoretical literature
and prior studies will be used to forecast 1981 operating cash flow.
One set of models will employ historical cost data as explanatory
variables. Another comparative set of models will utilize current
cost data to explain subsequent periods' operating cash flows.

A sample of firms will be drawn from the nonfinancial file of
the FASB Statement 33 Data Bank.17 This sample will be divided into
subgroups, (A) and (B). Sample group (A) will be used in the develop-
ment of cross-sectional model parameters for the predictor models.
After parameter development, sample group (B) will be employed to
forecast 1981 operating cash flows.

Vectors composed of the models' mean relative forecast errors

will be constructed. One set of vectors will be used to simultaneous-

ly test the current cost models' predictive ability against that of

17 The FASB Statement 33 Data Bank is distributed on bhehalf of
the FASB by: Value Line Investment Survey, Arnold Bernhard & Co.,
Inc.: New York.
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the historical cost models. Another set of vectors will be employed
to test whether there is a sign‘ficant difference in the predictive
ability of the current cost models whose explanatory variables include
a measure of total replacement cost income (i.e. current cost income
from continuing operations plus holding gain or 1loss) and current
cost models whose explanatory variables include only the income from
continuing operations component of total replacement cost income. The
test statistic employed in tests of these hypotheses will be
Hotelling's Tz.

Two primary hypotheses will be tested. The first of these
hypotheses states there is no statistical difference in the mean
relative forecast error resulting from the use of current cost data in
selected models and the mean relative forecast errors resulting from
the use of historical cost data in comparative models. A rejection of
this null hypothesis would imply that the ability of SFAS No. 33
current cost data to forecast a subsequent period's operating cash
flow is statistically different from that of historical cost data.
Additional analysis would then provide an indication as to which data
set allows financial statement users to more accurately forecast
subsequent periods' operating cash flows.

A second hypothesis states there is no statistical dif-
ference in the mean relative forecast errors from current cost
predictor models which employ as explanatory variables a measure
of total replacement cost income and the mean relative forecast
errors resulting from current cost predictor models whose explana-

tory wvariables include only a measure of the income from continuing
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operations component of total replacement cost income. A rejection of
this null hypothesis would imply the forecasting ability of models
employing total replacement cost income are statistically different
from that of models employing only replacement cost income from con-
tinuing operations. Subsequent testing would then provide an
indication as to which set of current cost models allow financial
statement users to more accurately forecast subsequent periods'

operating cash flows.

Scope and Limitations

This study will attempt to determine which measurement basis,
historical cost or S8FAS No. 33 current cost, will better enable
financial statement users to assess subsequent periods' cash flows
from operations. Such an assessment is the first step in making
assessments as to future net cash inflows to the enterprise, which in
turn should aid investors, creditors, and others in assessing the
amount, risk, and timing of their related net cash inflows.

No comparisons of the other measurement bases used to make
SFAS No. 33 disclosures (i.e. historical cost/constant dollars and
current cost/constant dollars) will be made. Application of the
research methodology would render such adjustments to be monotonic

conversions, therefore, they would include no additional information.

Contribution of the Study

The FASB's conceptual framework has defined as an objective of
financial reporting, the provision of information which will aid

financial statement users to assess future cash flows to the enter-
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prise. The Board believes SFAS No. 33 current cost data may better
meet this objective than historical cost data.18 In the current
study, tests of the research hypotheses will provide empirical
evidence of the Board's contention. Such evidence would be of aid to
the Board in the evaluation of the experimental stage of compliance
with SFAS No. 33.

Rejection of the first null hypothesis would render tests of
the second null hypothesis significant. Tests of this hypothesis will
indicate which current cost measure, total replacement cost income or
replacement cost income from continuing operations, allows financial
statement users to more closely assess subsequent periods' operating
cash flows. The implications of this test should be of interest to
financial statement users.

Failure to reject the first null hypothesis would imply that
SFAS No. 33 current cost data as currently specified, calculated, and
presented do not provide a superior base from which to form predic-
tions of subsequent periods' operating cash flows. This implication
would be of interest to the Board, as SFAS No. 33 is still in the
experimental stage, subject to review. Failure of current cost data
to be a superior predictor of future operating cash flow would also be
of interest to preparers of financial information, who have invested
valuable time and resources 1in <complying with the supplemental

disclosures.

18 Financial Accounting Standards Board, Statement of
Financial Accounting Standards No. 33, par. 123.
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Summary

This <chapter presents a basic framework for the study.
Included in the chapter is a discussion of the research problem, a
statement of the study objectives, a listing of research definitions,
a summary of current cost disclosure requirements, an overview of the
research design and statement of hypotheses, a statement of the scope
and limitations of the study, and a discussion of the expected con-
tribution of the study. The remaining chapters will summarize the
previous theoretical and empirical research which is relevant to the
current study, delineate the specific research methodology, present

the data analysis, and state the research conclusions.
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