ACCOUNTING AND THE PROBLEMATIC CONSTRUCTION OF REALITYPRIVATE 

One of the enduring images of accounting is that it is factual, neutral, objective and somehow capable of faithfully representing reality. Such images are actively promoted and propagated by the institutions of accountancy (for example, the Accounting Standards Board, professional accountancy bodies) who claim that the published company accounts show a 'true and fair' view.

Contrary to the statements promulgated by the accountancy bodies and standard setters, this paper argues that the accounting is a highly political activity. Its governance and hence whatever might be called good or acceptable accounting is shaped by the political nuances of the time. This paper will show that accounting is also a highly partisan activity and that it cannot be a neutral activity. Upon reflection, you will note that 'neutrality' is also a highly value-laden claim i.e. the word 'neutral' itself is not value free.

We begin our exposition with the aid of some very simple examples. In each case, we will try to make some estimate of the income or profit (the two are not necessarily synonymous but for the purposes of our illustration we will not make any distinction between them). The income figures are useful because they have a capacity to "give people and indication of the amount which they can consume without impoverishing themselves".

Example 1: Maggie runs a market stall. She buys 100 pineapples for £1 each and sells them for £1.50 each. What is her profit?

Under the historical cost accounting model - one answer may be as follows










   £

Sales








150

Less Cost of Sales






100
Profit








  50

A common interpretation of the £50 income is that it is the maximum that Maggie can spend during a period if there is to be an expectation of maintaining intact the capital value of prospective receipts (in money terms). In other words, Maggie can spend £50 and still be as well of at the end of a period as she was at the beginning of the period. Her original capital of £100 is left intact and she has maintained her money capital. Of course, the above is a very simplified example. Now let us complicate it a little. 

PRIVATE 
Example 2: Maggie still wishes to sell only pineapples from her market stall. However, she has now learnt that the replacement price of each pineapple has risen to £1.25. She wonders what her profit is.
 Sales








150

Less current cost of sales (100 X£1.25)



125

Profit







  25
Maggie wished to retain her capacity to sell 100 pineapples. She can only continue to do so as long as £125 is set aside and available for future purchase of pineapples i.e. she needs to maintain a capital of £125. The above example shows that Maggie can consume only £25 and still maintain the operating capacity of her business i.e. sell 100 pineapples. It may be argued that she is trying to maintain the capital of her business in 'real terms'. In this case 'real' being the capacity to sell 100 pineapples.

The above calculation poses a further problem. Should Maggie be concerned with her business's capacity to maintain its 'real capital' or be more concerned with her personal command to buy goods and services.  After all, in a capitalist economy businesses are run to provide returns to its shareholders and Maggie argues that the measurement of profit should always be dependent upon the circumstances that she (as an owner) faces. Obviously, Maggie's ability to buy goods and services depends upon her access to cash. However, the purchasing power of cash is not fixed. It is affected by changes in the purchasing power of money i.e. usually referred to as  'inflation'. 

Example 3: Maggie buys 100 pineapples for £1 each and sells them for £1.50 each. Maggie is facing an inflation rate of 10% per annum.










£
Sales








150

Cost of Sales


(100 X1.10)



110




Profit




  40

We can see that Maggie's profit is only £40. It is arrived at after taking account of inflation affecting Maggie rather than the price level changes relating to the purchase and sale of pineapples. In the above example, income is the maximum amount of money which the individual can spend in a given period and still expect to be able to spend the same amount in real terms in each ensuing period.

The above analysis could be presented in a different way to enable Maggie to make more sense of her affairs.










  £

Sales








150

Less Current cost of Sales (as in example 2)



125
Operating Profit






  25

Add Real Holding Gain on Stock (25 – (110-100))


  15
Profit 








  40
The above shows that a profit (£25) which would have been made if Sally had bought at current prices. But she bought the goods early i.e. paid only £1 per orange. Thus she was £25 better off. But this did not protect her from the ravages of inflation which ensured that £110 bought the same goods which £100 could buy earlier. Thus the real holding gain is £15 (£25 - £10). Note the assumptions that we are making in estimating each of the profit figures.

So far we assumed that Maggie financed her trade with her own money or what in business circles might be called 'equity'. However, in practice most businesses are geared i.e. part of the business is financed with long term borrowings. The introduction of gearing also changes the way profit might be calculated.

Example 4: Suppose Maggie's great uncle Dennis had lent her £50 to start the business of buying and selling pineapples. We will assume that Maggie is concerned with safeguarding her personal purchasing power.










£


Sales







150


Less cost of sales in current £s



 
110

Operating Profit






  40


Gain on Borrowing





    5





Profit




  45
In this example, Maggie had a borrowing of £50. But the £50 liability she acknowledges at the end of the period will not have the same purchasing power as at the beginning i.e. the purchasing power of money would have been eroded by 10% inflation. Thus she gains in terms of purchasing power and the gain is £5 (£50 X 10%).

The above data can be presented in a different way.











  £


Sales







150


Less Current Cost of Sales




125

Operating Profit






 25


Add Real holding gain on Stock


15



(see above)


    Gain on Borrowing (see above)


 5

 20



Profit







 45






Profit




 45
By now Maggie is wondering which of the above profit figures is 'correct', 'accurate', and 'neutral' or faithfully represents her life. So she decides to attend a course in accounting and economics. At the course she learnt that rather than being concerned with maintaining her purchasing power she should be more focused on maintaining the operating capacity of her business. Maggie is puzzled about how she might measure the operating capacity of her business. Should she concentrate on the current or future levels of sales, market shares, satisfied customers, quality of production, after sales service, the number of employees, throughput, the size of the order book or anything else. None of the experts could give her a clear answer. 

One of the experts, experienced in price level accounting, advised Maggie that her profit is now £37.50. The details are shown below.

Example 5










 £


Sales







150.00


Less Current Cost of Sales




125.00

Operating Profit





  25.00


Gearing Adjustment*





  12.50

Profit







  37.50

*Gearing Adjustment
Current cost charged to the income statement

125

Historical Cost of Stock



100
Additional cost





  25
The above figure needs to abated to take account of the cost/benefit to shareholders (remember the company accounts are addressed to shareholders or the investors of finance capital). This adjustment would give us a gain of £12.50 (read on). One rational explanation of the above calculation is to believe that the whole burden of this additional cost is not borne by shareholders (in this case Maggie) as the business is partly financed by debt. We need to know what proportion of the cost is borne by Maggie (or shareholders). To estimate this, we need to look at the gearing ratio (i.e. the relationship between the long-term debt and the funds provided by equity holders). This  could be expressed as : 



     L    


   L + S


where L = long-term loans


    S = shareholders' funds

This is 50/50+50. Thus the gearing ratio is 50%. This indicated that 50% of the additional cost of sales is borne by lenders rather than shareholders. So £25 X 50/100 = £12.50 needs to be added back i.e. shareholders have gained because the business was partly financed by borrowing.

So far, from the very basic piece of information we have estimated  five separate figures of profit. These are summarised below.

Example 1: 

Profit


£50.00

Example 2:

Profit


£25.00

Example 3:

Profit


£40.00

Example 4:

Profit


£45.00

Example 5:

Profit


£37.50

The above are only some of the profit figures which could be calculated for Maggie. Many more are possible depending upon the assumptions.

The above examples draw attention to a number of aspects. Firstly, the profit figures differ because of the underlying theories deployed in the calculation of figures. For instance, example 1 assumes that Maggie is only interested in maintaining her 'money capital'. In example 2, Maggie is assumed to be concerned with the ability to maintain her 'real capital' as measured by the 'operating capacity' i.e. the ability to acquire and sell 100 pineapples. This required that Maggie take account of the price level changes  'specific' to pineapples. But of course, Maggie may be concerned with the welfare of the owners (shareholders) instead. She may take account of only the price level changes that personally affect the owners. So the third example gave us a profit of  £25. Example 4 is also based upon the assumption that the 'real capital' is to be maintained and gives us a profit of £45. In contrast, example 5 assumes that the 'geared real capital' is to be maintained i.e. the outsiders would continue to finance the business in such a way that the present gearing ration would be maintained. Which figure could be said to be 'neutral', 'unbiased' or 'correct'? All of the above figures at one time of another have been acceptable to the UK regulators, auditors and government.

We can draw a number of insights from the above calculations.

All calculations are dependent upon a theory. All accounting practices assume something about the social world. The calculations that people may find acceptable may be dependent upon their education, business and professional interests.

All accounting theories and calculations are contestable. Which theory is in ascendancy is always dependent upon 'politics'. Depending upon the historical and cultural contexts, some accounting practices may fall into disrepute thus creating space for alternative practices, even the resurrection of older and previously discarded accounting practices.

From everyday experience we know that all wealth generation requires the investment and co-operation of broadly three kinds of capital: finance capital (shareholders, creditors), human capital (brains and brawn of employees) and social capital (infrastructures provided by the community). However, all accounting calculations assume that finance 'capital' i.e. the rights of the providers of finance capital (shareholders etc.) are to be maintained. The calculations ignore the welfare of the providers of human capital (e.g. employees) and social capital (communities). So accounting can be considered to be partisan and divisive.

The prioritising of the interests of 'finance capital' has major consequences.  In addition, in capitalist societies, capital maintenance is unavoidable. Anyone ignoring this requirement will simply go out of business. Capital Maintenance is essential for reproduction and transformation of businesses. Thus social structure also imposes its invisible will on accounting practices.

All accounting theories (including capital maintenance concepts) raise a cluster of issues e.g. about asset valuation, income recognition, purpose of accounts etc. Indeed, accounting issues seem to arise in clusters. No sooner one resolves one issue another is awaiting. This is because we begin to think within the confines of one theory and its own logic inevitably begins to shape our worldviews.
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