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Abstract:

This paper is devoted to the role of economic income in accounttan-
cy with emphasis on the economic income in economic theory as well
as i.n accounting. It includes an introduction to well-known concepts
of income in economics such as those advanced by Fisher and by

Hicks.

1.1 Introduction:

The theory and measure-
ment of business income lies at
the heart of financial account-
ting and the literature on the
topic in recent years has been
quite voluminous. But to date
there does not appear to be a
great amount of agreement on
the fundamental nature of inco-
me, let alone on the precise rul-
es for measuring it in complex
business conditons.! As Butte-
rworth stated, there is no con-
cept of business income which
has general theoretical or emp-
irical support.? Grinyer sugge-
sted that many accounting the-
orists will agree with the advice
that we should abandon the
chimera that we can ever est-
ablish 2 unified conceptual fra-

mework for accounting that
will measure operations and
value the next financial posit-
ion of a firm in an uncertain
wotld with incomplete mar-
kets.?

This paper is devoted to the
role of economic income in
accountancy with emphasis on
the economic income in econo-
mic theory as well as in acco-
unting. It includes an introdu-
ction to well-known concepts of
income in economics such as
those advanced by Fisher and
by Hicks.

A number of studies have
examined the relationship bet-
ween various accounting and




cconomic concepts.4 The class-
ical study in this area was

undertaken by J.B. Canning in
19295, In common with many

subsequent  studies, Canning’s
central theme of work was
income. He considered income
to be the fundamental concept
of both economics and account-
tancy. The following quotation
reflects Canning’s views:

In a late article Fisher says:

“T beleve that the concept of
income is without exception, the
most vital central concept in
economic  science and that on
Jully grasping its nature and int-
errelations with other concepts
largely depends the full fruition
both of economic theory and of
its applications to taxation and
statistics”.

If he had written instead that
income 1s, without exception,
the simplest and most funda-
mental concept of economic
science, that only by means of
this concept can other econo-
mic concepts ever be fully
developed and understood, and
that upon beginning with this
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concept depends the fuy]] fruj.
tion of economic theory j,
CCONOMIC  StAtiStics, it woy]q
have been equally true anq |
more significant statement,

Fisher did not object to the
extension of his original com.-
ments and concluded a review of
Canning’s  book  with  the
following words: “His book
points the way to a sounder
science of economics as well as
better theory and practice of
accountancy”™ .Canning’s views
on the nature of income were
almost identical to those which
Fisher had expressed in “The
Nature of Capital and Inco-

mes’.7

He pointed out that accou-
nting reports are not prepared
primarily for economists and it
is unreasonable to expect them
to conform to strict economic
principles.®  However, he did
suggest that a consideraton of
the economic concept of inc-
ome (as described by Fisher)
could assist in the development
of accounting theoty and pra-
cace.
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A feature of Canning’s work
was that he attempted to relate
the accounting measures of inc-
ome and value to the economic
concepts favored by Fisher. A
number of accounting theot-
ists have studied the role of
such economic concepts as part
of their analysis of modern
accounting theory. Some writ-
ers have attempted to use eco-
nomic concepts to develop me-
asures of income and value
which could be included in
accounting statements, whilst
others have suggested that such
concepts may be considered as
ideals against which accounting

measures can be evaluated.

1.2 Income Concepts in Econ-
omics:

Despite Fisher’s claim that
his concept of income cleats up
all ambiguities and leaves no
room for misunderstandings of
dispute, there is no generally
agreed definition of income in
the field of economics. Furthe-
rmore, as Jean St G. Kerr sta-
ted, “it is evident that there is
not one concept of income

which is suitable for all purp-

oses or which could be claimed
to be the true income for the
period. It must be recognized
that for the different purposes
we need different concepts of
income, and in cach casc a
choice must be made as to the
concept which 1 s relevant to
the use to be made of the inc-
ome determination, it is the
suitability of the concept for
the purpose which should be
the decisive factor in any cho-
ice of a concept of income”. ?
Parker and Harcourt agree that
“there is no reason to sup-pose
that there is only one useful
concept of income”.10

In economics as in account-
ing different concepts of inc-
ome are likely to be useful for
different purposes. Informati-
on regarding the income of a
business is desited by various
persons in the community and

for varying reasons.

Economists use income me-
asures (1) to explain behavior,
(2) to measure the prosperity of
the economy, and (3) as a basis
for taxation. Accountants use
the income information for dif-



ferent reasons such as':

1) A mean of measuring the
enterprise’s performance duri-
ng a period of time;

2) Management  cvaluation of
the business’s financial decisio-
ns;

3) A basis for monitoring and
regulating the activities of man-
agement by outside persons or
agencies, such as banks, credit-
ors, Government, etc.

4) Providing financial informa-
ton to outside parties who
wish to use income earned by
enterprises as an input to fore-
casts to be used for decision

purposes.

In view of the diversity of
these purposes for income mea-
surement, it is not surprising
that no single concept has rec-
eived widespread support. Ho-
wever, the work of Irving
Fisher and J. R. Hicks is widely
acknowledged to be of fund-
amental importance in any
discussion of income concepts
in economics or accountancy.
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Fisher defined capital and
income in the following term,
“A stock of wealth existing a¢
an instant of time is calleg
capital. A flow of services thy.
ough a period of time is calleq
income”.'? Income, then, is the
flow of services derived from
the capital stock. However the
measurement of this flow is not
without its difficulties. Fisher
identified three successive stag-
es of income :

". Enjoyment or psychic inco-
me, consisting of agreeable sen-
seteons and experiences.

- Real income measured by the
cost of living.

- Money income, consisting of
the money treceived by a man
for meeting his costs of livi-
ng".IJ

Fisher regarded the first —
psychic income- as the most
fundamental concept and the
last —money income- as most
closely approximating current
usage.But he suggested that real
income was likely to be the
most practical concept for
economic analysis. To Fisher
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the flow of services is an abst-

ract psychic experience of the
indi\'idllill mind.

However he accepted that
psychic income cannot be mea-
sured directly and he proposed
going one step behind it to the
concept of real income, cons-
isting  of those final events
which give rise to the inner
enjoyments.

Fisher’s income concepts are
closely related to consumption
because they are derived from
the enjoyment of the flow of
services. This exclusion of sav-
ings from the income concept
has given rise to much comm.-
ent, for instance Lindahl wrote:
“Irving Fisher’s analysis is carr-
ied out in masterly fashion, but
all his attempts to demonstrate
that his concept of income is
the usual one and that it is the
only logical one must be con-
sidered unsatisfactory. In neit-
het popular nor scientific term-
inology are income and cons-
umption equated; on the contr-
ary, income is generally taken
to include savings (either posit-
ive or negative); and the crux of

the matter is to decide just
what this term savings may be
taken to cover” ¥

Lindahl accepted Fisher’s
proposition that capital value
can be consideted equal to the
sum of the anticipated value of
expected future services, disco-
unted at the current risk-adju-
sted interest rate, but he favo-
red a concept of income which
included both  consumption
and saving. He argued that any
appreciation  in capital value
due to the passage of time can
be regarded as a flow of benefit
from the capital stock. For any
given period during which exp-
ectations about future services
do not change, this concept of
income will represent the curr-
ent interest chatge on the capi-
tal value at the beginning of the
period. Any portion of this
income which is not consumed
will augment the capital value
at the period-end, an accordi-
ngly will represent savings of
that period. Thus, consumpt-
ion and savings of the period
equal income expressed as an
interest charge. Kaldor pointed
out: “Ina world in which fut-



ure events were accurately fore-
seen and there was no uncer-
tainty, income defined would
be a measurable concept, it cou-
Id be inferred from market pri-
ces”. For that world (i) there
would be a single rate of inter-
est, applicable to the discount-
ting of future streams of net
receipts accruing from all kinds
of capital goods; (ii) the value
of capital goods at any point of
time would represent the disc-
ounted sum of these receipts;
(iii) the difference in the value
of capital goods between two
points of time would be nec-
essary equal to the discounting
factor (after appropriate adjust-
tment for any withdrawal of
value into consumption during
the interval); (iv) the rate of
interest would measure the rate
at which the stock of capital
goods of all kinds would incr-
case in time if none of the
benefits accruing from capital
goods were utilized for perso-
nal consumption. But as soon
as we step out of this textbook
world this concept of income
ceases to be objectively measu-
rable.s Expectations may cha-
nge from period to petiod and
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there is no longer a single rate
of interest. The objectivity of
the income measure was impo-
rtant for Kaldor as he was inte-
rested in income as a base for

taxation.

Hicks, whose concepts have
been widely discussed in the
accounting literature, suggested
that “the purpose of income
calculations in practical affairs is
to give people an indication
of the amount which they can
consume without impoveris-
hing themselves”.16  The obje-
ctivity of the income measure is
not so important for this pur-
pose, but nevertheless, it must
be operational if it is to be used

as a tool of economic analysis.

Hicks, seeking a guide to
prudent conduct, defined the
income of an individual as “the
maximum value which he can
consume during a week, and stll
expect to be as well off at the
end of the week as he was at the
beginning”. He regarded this
definition as the central cri-
terion, but suggested that “buys-
inessmen and economists alike
are usually content to employ
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one or other of a series of app-
roximations to the central mea-

bh

ning”. In this approximation
No.l, Hicks used the capital
value of prospective receipts as
a measure of wealth (well-
offness). Approximation No.2
refined the notion of wealth
still further and defined income
as “the maximum amount an
individual can spend this week,
and still expect to be able to
spend the same amount in each
ensuing week”. The third and
final approximation expressed
spending in real terms, rather
than in the money terms of
approximation No.2. Kaldor
pointed out that “Hicks’ con-
cepts blur the distinction
between capital and income, as
neither can be defined in entre
abstraction from the other”. In
Hicks’ approach the source or
corpus from which the income
is derived disappears altogether
as a separate entity —capital
appears only as the capitalized
value of a certain future pros-
pect and income as the standard
stream equivalent of that pros-
pect. Capital and income are
thus two different ways of exp-
ressing the same thing , not two

different things.1?

Hicks himself was not satis-
fied with the concepts. After
reviewing his  approximations
to the central criterion and con-
cluding that none of them offe-
red a satisfactory measure, whi-
Ist not rejecting the central
criterion, failure to find a sati-
sfactory  operational measure
led Hicks to comment: “We
shall advise to eschew income
and savings in economic dyna-
mics. They are bad tools, whi-
ch break in our hands”.18

Despite  Hicks’ disturbing
conclusion, accounting theoris-
ts sought to approximate his
central criterion, sometimes us-
ing his approximations. It sho-
uld be pointed out, however,
that Hicks was concerned with
ex ante definitions, and his
conclusions reflected this orien-
tation. He suggested that a the-
oretically satisfactory ex-post
measure of income could be
directly calculated, but he rej-
ected it for the following rea-
sons: “Ex-post calculations of
capital accumulation have their
place in conomic and statis -



tical history; they are a usefgl
measuring-rod for economic
progtess; but they are of no use
to theoretical economists, who
are trying to find out how the
economic system works, beca-
use they have no significance
for conduct”.

However, if accountants are
interested in measuring ex-post
the economic progress of a bus-
iness it may not be unreason-
nable for them to pursue Hi-
cks’ concepts.

1.3 Economic Income in Acc-
ounting

In accounting literature Hi-
cks’ concept of income is freq-
uently referred to as “Econo-
mic Income”, hereinafter EI,
and his approximation No.1 is
often used as the basis for
mathematical descriptions of the
concept. Wealth is normally
expressed in terms of capital

value of prospective receipts as
follows:

(1D k=32, =

=1(140)e

is the Wealth at kg where
tme 0, and K, the wealth 4
time 1, Ct is the flow of ey
benefits receive from capital jg
period t and i is the market
interest rate, the net benefits
(C1, C2, C3.. Ct.C) are assy-
med to be measured in money
units at the end of each period,
Using Hicks’ approximation
No.1, income in period 1, Y1
can be measured as follows:

(1.2) ¥y =Ci+ (ky — k)

The net flow of benefits
from capital, C1, is augmented
by the increase in wealth dur-
ing the period (or alternatively
reduced by any decline in
wealth). Equation (1.2) satisfies
Hicks’ first  approximation:
“the maximum amount which
can be spent during a period if
thete is to be an expectation of
maintaining intact the capital
value of prospective receipts (in
money terms).

This measure of income can
be expressed in an alternative
form: using equation (1.1) and
an equivalent expression for
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K1, equation (1.2) can be rew-
citten as follows:

¢, + 3 =

=2 (1+1)-1 -

This equation can be reduced to:

w L= ik.=
i L= a+e iko=(14) ¥y

Thetefore income in period
| is simply the market return
of the initial capital stock.
Thus Hicks’ concept of income
is equivalent in a wortld of cert-
ainty and perfect capital mar-
kets to Lindahl’s notion of inc-
ome as an interest charge.

The above treatment of the
capital stock relies on the assu-
mption that future receipts are
certain, or at least, that expecta-
dons about future receipts rem-
ain unchanged during the per-
iod under consideration. How-
ever these conditions atre unlik-
ely to hold in reality. If the
expectations do change there
are two alternative models of
income measurement.

)

(a4
=1 (1*1)1—(103) yl

a) Income Ex Ante: As Tom
Lee (1982) pointed out: “The ex-
ante model reflects Hicks’ gui-
de to prudent conduct for it
measures the expected income
of the period as a pro-portion
of the anticipated realization

for the same period”.*?

Ex Ante income can be iden-

tified as:
+(k, —k,_,)=(1.5) Y

Where € is the expected

realized cash flow for the pet-
iod t-1 to t anticipated at ime t-
1, k, is the closing capital at t
but measured at t-1 and Kt-1 is
the opening capital at t-1 and
measure at that point of time.
Income is therefore estimated
before the event, so that the
individual to whom it relates
has some idea of how much he
can consume during the com-
ing period and how much he
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should reinvest of cash flows he
anticipates he will receive dur-
ing the same petiod. Accor-
dingly we can say that K1 and

C1 are both based on the expec-

tations held at the beginning of
the period.

b) Income Ex Post: The alter-
native economic model assum-
ing a world of uncertainty pro-
duces income ex post. This inc-
ome measure is based on exp-
ectations held at the end of the
period. Now, it is necessary to
specify Ko the initial endow-
ment of wealth revised to reflect
the expectations held at the
end of the period. In this case
Cl is known because it has
been realized during the period.

Therefore ex post income Yp can
be expressed as:

¢+ (ky — ko)=(1.6) Yy

The major element in this
model which distinguishes it
from the certainty model (ex
ante model) is the possibility
of changes in expectatons. If
some new information is forth-
coming and leads to reassess-
sments of the future streams of

10

benefit, then wealth expressed
as the capital value of prospe-
ctive receipts must be revised.

1.4 The Role of Economic
Income in Accountancy:

A number of writers have
suggested that economic meas-
ures of income and value might
be considered as “Ideals” against
which accounting  measures
may be evaluated. Other wri-
ters have applied economic
measures to support a particu-
lar accounting approach.?!

However, the role of econo-
mic income as benchmark has
been criticized particularly un-
der conditions of uncertainty.??
Arnold and Elazma summa-
rized two of the grounds for
criticism: “The first is that eco-
nomic measures are based on
estimates of future cash flows
and discount rates which can
not be objectively verified.
The second criticism is that the
pattern of income which results
from applying the economic
income model places undue
emphasis on recognizing the
opportunity of realizing gains



2009 4wl 28 alaall — 5 L33l g aTBY) A Sila) o Apa

rather than on the producton
or sale involved in their realiz-
ation”.?*  Edwards and Bell su-
ggestcd a further reason for
rejecting the economic concept
of income (which they called
subjective profit) as follows:

“The measurement of such
income is based on expectations
about future flows of benefits
which must reflect decisions
already taken about such fac-
tors as the uses to which assets
can be put, price-cost relati-
onships and so on. Accordi-
ngly the income measure will
have no use in the management
planning process, as income
cannot be measured unal the
plans are finalized” .24

In the evaluation of any inc-
ome concept it is essential to
consider the purpose of the
measurement.  Unfortunately,
little consideration has been
given to such purposes by
many writers who propose
economic income as an ideal
measure.

In general, economic income
appears to be advanced by
writers who believe that it is, in
some sense, the correct and
logical concept of income. As
Goldberg pointed out “... the
definition of income as given
by J. R. Hicks —a definition
which has been widely adop-
ted, both implicitly and expl-
icitly, and often without ques-
tion, in accounting and econ-
omic writing, even though Hic-
ks himself pointed out its
impracticality.”?

Recently, some  attempts
have been made to use econ-
omic income as an ideal against
which accounting alternatives
can be evaluated. Revsine for
instance, suggested that econ-
omic income could be regarded
as an ideal measure because it
reflects the company’s future
distributable flows and its pu-
blication would provide a lead-
indicator of such flows. He ar-
gues that the typical investor
needs information about future
dividends and furthermore:
“since future distributable oper-
ating flows are thought to be a
prime determinant of future

11



dividends, this improved ability
to predict distributable operat-
ing flows (resulting from the
publication of economic inc-
ome) would  simultancously
cnhance users’ predictions of
future dividends™.26

Arnold and Elazma ado-
pted a similar approach. They
argued that economic income is
useful (in an ideal sense) to
shareholders for the purpose of
prediction and control in their
investment  decision  taking?’;
and emphasized that “... the
reported figures would not, of
themselves, enable unambigu-
ous statements of the com-
pany’s predictions to be made,
they would provide input to
the shareholder’s model for
estimating the company’s expe-
ctations”,

It is in this sense that they
regard economic income as an
ideal or benchmark to be used
in the evaluation of accounting
alternatives. It is generally agr-
ced that a direct measurement
of economic income is imp-
racticable for accounting purp-
oses because it requires subject-

12
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ive evaluation of benefits,

1.5 Conclusion:

[t s important to recognize
that the concepts of income
which exist in the literature of
economics have provided back-
ground thinking for accounting
theorists, so that they have to
be understood if one is to int-
erpret  adequately the thinking
of many researchers; and the
same goes for the concept of
economic income, from which
most of the thinking of this
paper is derived; various appro-
aches to the problem of cho-
osing between alternative meas-
urements of income have been
found in the accountancy lit
erature.
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