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SUMMARY AND CONCLUSION

In this thesis, the inter-related problems of inflation, price con-
trol, historic cost accountingand taxes have been investigated with
a view to determining their impact on company profitability and
financial viability. The criterion of profitability and financial via-
bility which has been used for this thesis was as follows : an en-
terprise must generate sufficient cash from the use of its assets to
pay for the money capital that is being used for production and
trading after at least covering the replacement expenditure to main-
tain its current level of activities. Further, it was argued that this
condition of financial viability could not be satisfied in times of high
and accelerating inflation when a regime of price controls and cor-
porate taxes were operated on the basis of conventional historic
cost accounting.

Although the principal objective of the U.K. Price Code was
to hold down increases in output prices relative to increases in in-
put prices, the method used for computing allowable cost price in-
creases was based onthe conventional or historic cost accounting.
Among the various uncertainties related to inflation, it was atleast
known in the context of company accounts thatin times of rising
prices, conventional methods overstate real earnings ; for thisreason
in incorporating the income of the corporate sector in national
accounts, two directionally correct adjustments have long been made;
that is, in the preparation of National Accounts gains from stock
appreciation are not included in net national income and the con-
sumption of fixed assets is valued at current prices. Despite this,
in the case of company accounts the distinction between profita-
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bility and liquidity continued to be maintained by a school of
thought which led to the belief thatfor the purpose of measuring
periodic income, consideration of liquidity, as measured by cash
flows, was not important. It is true that in the wake of the in-
flation accounting debate, the source of the discrepancy between
the two measures had been identified, but until the August, 1976,
relaxations in the Price Code, the operation of a prices policy
on the basis of conventional accounting resulted in significant un-
derpricing of sales which was  primarily responsible: for the so-
called liquidity crisis of 1974. The fact that during a period of
rising prices a constant mark-up on historic cost pricing results
in continuous underpricing of sales was less clearly understood.
In its origin the problem was related to the practices of costing
and pricing of products which are more or less the outcome of
a continuous process. One of the major aims of this book was
to explain that the underpricing of sales occurred due to significant
omission of costs of products under the historic cost accounting
system, which was exacerbated by the productivity deductions pro-
visions of the Price Code. This caused the relative overstatement
of conventionally measured profit which was reported to the Price
Commission. While the real (cash) margin was being continuously
eroded from the impact of Price Code rules, conventionally mea-
sured profit was showing artificial  stability and even improvement
due to certain methodological deficiencies in measuring periodic
income in times of rising costs and prices. The nature of the defi-
ciencies of conventional method are such that in times of rising
prices it anticipates some revenue and effectively allocates certain
costs forward through time. Therefore, it was suggested that for
the purpose of operating a prices policy, historic cost accounting
and the reporting context were irrelevant. The former resulted
in pegging of inflation while the latter failed to give an appro-
priate indication of the level of erosion 1n real margins measured in
terms of cash flows.

It was shown by a juxtaposition of conventional accounting
method of profit calculation and earnings based on cash flows
that the overstatement/shortfall results from a combination of .two
factors, namely, the failure to treat working capital as the cost
it truly is, and second, a depreciation policy amounting to no more
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than the allocation of historical acquisition costs over the suc-
cession of accounting periods. Given the nature of the omission
of costs, its magnitude depends directly upon the array of relative
price changes which affect an individual firm and/or its rate of
turnover growth. It therefore follows that when these two factors
are on a rising path the magnitude of the overstatement of profit
continues to rise. Once these systematic omissions of costs are
brought into account, one obtains what we have called net operating
cash flow. In other words, if these costs elements were taken into
account in calculating unit costs of products and hence passed on
to price increases, the sales price would reflect the true cost.The
so-called distinction between profitability and liquidity for a given
level of on-going operation would tend to disappear at that level
of the calculation. If corporation tax is charged on the statistic
‘net operating cash flow’ then taxes per se would not affect the
financial viability of on-going operations. The remainder of the
after-tax cash flow will comprise earnings over which a company’s
directorate may exercise its discretion to either distribute or reinvest
on its proprietor’s behalf.

This approach to measure periodic income is derived from the
necessary and sufficiency conditions which is : an enterprise, in order
to be financially viable, must “on average” generate sufficient cash
from its production and trading activities to cover not only the
replacement of used up capacity but also compensate its proprie-
tors adequately in accordance to their expectations. Although it
can borrow additional money, or it can liquidate real or financial
assets that were previously accumulated, the ability to produce cash
flows from its basic operations is nevertheless its fundamental strength,
On this ground the implications of financial theories are clear that
there is a limit to such borrowings ; and distribution of a certain
amount of cash flow between debt and equity holders increase the
financial risk to the enterprise. Unlike the conventional accrual
method of income measurement the cash flow approach is not
only objective but also based on sound economic principles that
can be derived from the Hicksian' concept of income, including
the principles of inter-temporal resource allocation. Therefore, ear-
nings measured on a cash flow basis not only satisfied the required
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criteria of real profitability and financial viability, but also pro-
vided an appropriate methodology to measure the impact of price
controls on ‘profit margins’ from the fact that the effect of all
accounting policy variables, including inflation, could be eliminated.

Having stated a rationale of cash flow accounting and having
also said that in inflationary conditions the use of historic cost
accounting resulted in significant underpricing of sales, what remains
to be discussed is the result of various empirical investigations
that have been carried out and already presented in the main body
of the book. These are summarised below. ~

- Through a series of numerical examples economic implications
of the allowable cost regime was examined and an attempt was
made to relate what might actually have happened during Stages
2-4%, Tt was observed that until the second quarter of 1974 when
output was increasing and the rate of unit cost increase, particu-
larly labour, was low, the effect of the allowable cost regime was
to produce a slow but continuous erosion in ‘net profit margins’.
Drastic reduction in the above margins occurred during the second
half of 1974 when the wages explosion took place and produc-
tivity deduction required 509, of the increase to beabsorbed into
margins in a situation of declining output. Further, it was obser-
ved that, to some extent, fluctuation in ‘net profit margin’® might
have been due to changes in output, butthe stability of the mar-
gin during the first and second quarter of 1974, and again bet-
ween the third quarter of 1974 and first quarter of 1975 was mostly
caused by the levels of stock appreciation in those quarters. How-
ever, the comparative improvement in the ‘net profit margin’ in
the following quarters up to the end of Stage 4, might have been
due to the use of special provisions of the Code, e,g. investment
relief. But further improvement was observed to have been prevented
through weak demand and increasing competitive pressures, more
pertinent evidence of which was presented in Chapter 4, which is
summarised below.

To determine the extent to which price increases were held down
relative to input price increases during the period of control, we
analysed behaviour of input-output price changes on, two com-
parative bases, One, we compared the magnitude of price changes in
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the home market using official statistic over a time dimension—after
control and before control. Two, comparison with OECD coun tries-
over the same time dimension was also referred to. Research under-
taken within the ‘normal price hypothesis” which included incomes
policy as a variable was also reviewed. All these investigations con-
firmed that the rates of increase in wholesale output prices were
actually lower than the rate of increases in input prices during the
control period.

To obtain some idea of the cost absorption that was directly
associated with the operation of price control as opposed to other
factors, such as delays, demand and competition, unit cost data publi-
shed by the Price Commission was analysed and related to the increase
in output prices in the home market. It was observed that subject
to the problem of actual lag between unit cost increase and price
increase, price increases in the home market fell short of unit
cost increases by a cumulative total of 41.6, 24.7 and 31.2 per-
centage points respectively for the manufacturing, food and drink
and engineering sectors during the twelve quarters starting June
1973, and ending August, 1976. Of these shortfalls, only a cumu-
lative total of 9.1, 8.1 and 12.2 percentage points respectively for the
three industrial groups could be identified with ‘non-allowable’ cost
increases. Therefore, it was concluded that a significant portion
of the shortfall might have been caused by delays in recognising cost
increases, implementing price increases, and market conditions. Only
the food and drink sector appeared to have been able to pass on the
resulting price increases on the basis of pre-notifications submitted
to the Price Commission. This was, of course, a cumulative total of’
about 20 percentage points less than the percent points increase
in allowable cost per unit. This tended to support the proposition
that industry itself was slow to respond to the rapidly rising costs and
the profit illusion might have contributed to that process, Further.
it was observed that as the unrecouped costs were measured accor-
ding to historic cost method, industry would have to cover a signi-
ficant amount of backlog costs in order to match current costs
with current prices. A relatively higher level of price increases was, -
therefore, expected during Stage 5 and beyond provided market
COIldlthnS permitted the recovery.
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The results of the Questionnaire Survey revealed how and under
what conditions price controls affected companies pricing policies,
profit margins, the nature of forecasting procedures used by com-
panies and their outcomes. Demand and competition was observed
as preventing permitted price increases in many cases, particularly in
1975. Investment relief provisions would have been more readily
used if the relief was available to finance working capital invest-
ments. Keeping up with the Price Code formalities consumed valuable
company resources both in terms of cost and executive time.
Although there was clear disliking for the Price Code, opinions were
expressed in favour of a simpler but realistic control on profit margin,
which possibility reflected the continuation of trade unions’ acco-
mmodation policy of Phase II. The relaxed Stage 5 Code was
considered by a majority of companies as sufficient to improve
both profitabilty and liquidity provided market conditions improved.

Based on the summarised discussion presented in the above
paragraphs the overall conclusion which could be arrived at was that
while manufacturing industry failed to advance its prices at the
rate. at which its costs were increasing, price controls could not,
however; be identified .as the cause of the entire shortfall in price
increases relative to cost increases. The explosive nature of materials,
fuels and labour cost increases, industries inexperience in pricing
under rapidly rising costs and weak market conditions, especially
during Stage 4, might also have had contributed to the shortfall
referred to above. On the other hand, to the extent that adherence
to historic cost accounting for the purpose of prices policy pre-
vented an early move to inflation accounting by individual com-:
. panies, the Price Code was to be held responsible. There were
indications -that companies might have learned to fix prices more:
effectively under inflationary conditions in -the absence of control.

~ Chapter 3 contains a review of the empirical literature on the
inter-related effects of inflation, historic cost accounting, price control
and taxes. In order to investigate the nature of the inter-relation-
ship we undertook historical simulation based on a total cor-
porate model which was adjusted for simulating price increases
under the allowable cost regime (Chapter 5). This model was used.
to generate ex-post forecast of price increases, conventional pre-
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tax net profit and cash flow earnings under the assumptions of
alternative scenarios regarding levels of input price increase and
real turnover growth. Results of simulation runs confirmed the hypo-
thesised relationship between accounting profits and cash flow earn-
ings caused by the omission of costs of periodic increase in working
capital and replacement investments, including the cost absorption
dire-to price control factors. Itwas observed that once the level
of input price increases reached the actual level of the food sector
to which the company belonged, even under zero real growth
cash flow' earnings showed large deficits as a counterpart of large
conventional pre-tax income, though reduced by margin erosion.
This raised doubts about the effectiveness of macro economic plan-
ning and forecasting, especially when -the other objectives of the
Price Code was to maintain growth in output and irnvestment. Since
the ultimate aim of forecasting at that levels' was to guide the
course of business expectations in the desired direction, the experience
of 1973-75 tended to give an idea that important interconnections be-
tween real and financial variables were not reflected in those forecast-
ing models. Although events of those years—high oil and commodity
prices and wage explosions—were unpredictable, the comparative
weakness in forecasting the financial side had beeen noted before®,
“An unfortunate consequence of this comparative weakness in the
financial forecasts has been an inability or reluctance on the part of
officials to take full account of current and prospective financial con-
ditions in predicting the outlook of income and employment*. On the
other hand, companies were known to have been using the type of
model developed by us ; financial planners in companies could have
- predicated the reduction in real earnings measured in cash flows and
as a rational reaction might have precipitated recessionary activities.
An attempt to estimate the impact of price control factors on
the manufacturing industry produced results indicating that the
deficits in pre-tax cash flow earnings were increased by over £2bn. in
1973-75 when compared with the results of an alternative situation
of no-price control. )

To validate the results of the simulation and also to put
some order on the magnitude of the level of cost omissions and
absorptions, accounts of ten selected as well as aggregate data of listed
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companies were analysed according to the total cash flow model.
Results presented in Chapter 6 confirmed the proposition made
about the impact of a price control system cast in terms of historic
cost accounting. For example. in the case of seven of the companies
the cost of periodic increase in working capital exceeded 100%
of the conventionally-measured pre-tax margins in 1974/75. For
these companies the effective rates of tax payments over the three
years, 1973-75, exceeded 100% of cash flow earnings. Nonetheless,
large dividends were paid out of funds obtained from external
sources, mostly from bank borrowings. Large increases -in interest
payments accompanied by reduced earnings in conventional terms
created a situation which was termed as ‘profit exhaustion’ 'in-
dicating that the corporatesector was not in a position to take ad-
vantage of the fiscal incentives given for stock appreciation relief & etc.

Similar analyses of aggregated data on large number of listed
companies showed that during the 1973-75 period, the effective
tax rate was 87, and after-tax cash flow earnings fell short of
the dividends paid by over £2bn. which might have been paid
out of a total of £5bn. of external finance raised. There was very
little growth in real investment taking the 1973-75 period as a
whole ; it was therefore argued that a large portion of the balance
of the money raised might have been needed just to finance re-
placement expenditures. In contrast, during the reference level period
1968-72, when margins were higher and inflation lower, effective
tax rate was 437 after covering higher levels of real capital ex-
penditure. Therefore, after-tax cash flow was sufficient to cover
the dividends paid and it was postulated that external finance of
£3bn. raised was mostly used to build up increased liquidity. :

Results of these analyses led us to the conclusion that according
to the criterion of real profitability and financial viability (pre-
sented in Chapter I of this book, which is summarised at the begin-
ning of this chapter) the company sector as a whole became finan-
cially non-viable during the period covering Stage 2-4 of the operation
of the Price Code. Therefore, the main postulate of the thesis :

In inflationary conditions, price controls cast in terms of conventional
accounting methodology can have very serious adverse effects on coms
panies’ finances, appears to be strongly supported by the results of data
analysed.
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Finally, in Chapter 7 the level of analysis was raised to the
macro level and was conducted within the framework of flow of
funds. Tt was observed that the personal sector’s surplus increased
sharply in recent years. a period of high inflation and price control.
This was reflected by about a 5 percentage point increase in the
. ssaving ratio’ in 1973-76 period from its average 8.8 9 during 1966-72.
On the other hand, the combined deficits of the public and com-
pany sector as percentage of disposable income increased by 8.6
percentage points in 1973-76 from its average level of 2.2% in
1966-72. It was therefore argued that although ‘financial factors’
might have contributed to the increased level of savings in the
personal sector, a significant proportion might have been associa-
ted with increased subsidisation of consumption due to price res-
traint in both the public and company sector. Increased surplus
of the personal sector could not, however, be re-cycled back to
the company sector at comparable low cost,- given the high rates
of interest at which public sector deficits were financed. This was -
observed to have accelerated the process of changing the pattern
of financing in the company sector, something representing cross
susbstitution of equity capital by debt. Therefore, it was concluded
that although price control reduced the level of inflation, its opera-
tion on the basis of conventional accounting methods might have
frustrated the achievement of the other objective of the Price Code,
ji.e. to increase investment and growth, given the high level of
inflation experienced and the resulting financial non-viability of
the corporate sector.

A major contribution of the thesis is that an attempt was made
to provide an explanation for the sharp deterioration in real pro-
fitability in the company sector in recent years of high and accelera-
ting inflation, in terms of underpricing of sales caused by significant
omission of costs in product pricing and profit computation due
to the use of historic cost accounting as the basis for operating
the prices policy. It has been previously documented that the manu-
facturing industry, in general, had for a long time been using pricing
policy based on a mark-up on historical costs. By inference it may
be said that the long-term decline in real profitability, among other
things, might have been caused by the use of a deficient accounting
methodology in periods of relatively lower inflation and higher growth.
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That is we have provided an explanation for a source of inefficiency
in resource allocation along with the possibility of distortion in the
pricing mechanism within the manufaturing industry and between
other sectors of the economy. By implication, this finding is all
the more important for mixed economies like Britain, where the
public sector, directly and indirectly, makes significant contributions -
to the natlonal income through its productlon and trading activities.

In providing the explanation of a widely known phenomenon,
this investigation was carried on the basis of a cash flow model
which contains the required ingredients of a general theory of profit.
For, at the moment, there is no general theory of profit which
commands universal acceptance either among academic economists
or among men of affairs’. Measurement of profit under conventional
accounting was not based on any theory but was guided by simple
rules of allocation whose fundamental methodological deficiencies
were exposed by the high rates of inflation in recent years. The
use of a profit concept which is not economically defensible is not
only unhelpful for the purpose of government economic policy,
but is likely to frustrate the priorities of that policy in one way
or another.

The turbulent environment of the 1970s as evidenced in growing
pressure to re-distributed income between and within nations, has
shaken up the foundation of many established theories and modes
of thinking. In the future the question of distribution of income
is likely to receive greater emphasis. Earnings measured on a cash
flow basis can provide an objective and neutral measure of dis-
tributable income which can better meet the requirement of a more
open society to come. The overstatement of real earnings drew
unnecessarily hostile attention of labour and government agencies,
while leaving scope for concealing inefficiency and thus resulting
in possible misallocation of resources from the point of view of
money and capital markets. Since price and profit control have
been and will be used as part of a total package of counter-
inflationary measures, such as controlling the money supply while in-
creasing or maintaining the level of output and investment, it
may be suggested that earnings measured on a cash flow basis
might .be used to implement such policies in the futur¢ so far it
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relates to business enterprises be it in public or private and financial
or non-financial sectors.

In this thesis we have been basically concerned with measuring
and explaining the impact of price controls on company profitability
and financial viability. More research is needed to study how,
in fact, manufacturing industry or any of its sectorsdid cope with
the changing Price Code, which although it was introduced for
the short-term, continued to be extended stage after stage. Since
succeeding stages provided for relaxation in the Price Code, another
piece of research could be undertaken to test the efficient capital
market hypothesis®.

Price control was conerned with only one dimension of a
sale—leaving scope for other dimensions to vary—which, in turn,
reduces the validity of direct tests to measure the effectiveness of
price control. Research in measuring the effectiveness of controls
by reference to the variation of other dimensions would provide
valuable insights because the scope for such variation in other
dimension does not exist uniformly in the industry. As service and
distribution sectors enjoy relatively greater flexibility in this respect,
research may show that price controls were more effective in holding
down price increases in these sectors, compared to the manu-
facturing industry. In reviewing the effectiveness of Phase II price
controlsin the United States, it was observed that controls were
relatively more effective for the service and distributive sector com-
parative to the manufacturing industry’. 3

Post-Script on Bangladesh

As indicated in Chapter 1, the book contains limited analyses
of micro as well as macro level data from Bangladesh in Chapters
6 and 8 respectively. Results of the analysis testify to the universality
of the problem posed by the use of conventional accounting me-
thodology in recent times of high and accelerating inflation experi-
enced in less developing countries (LDC) like Bangladesh. Since
public enterprises usually dominate the industry sector in most of
the LDCs such asin Bangladesh the problem of misallocation of
resources under a regime of inflation, conventional accounting and
taxes and nationalized banks and finacial institutions appeared to
have attained tremendously harmful magnitudes not only for the

23—
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enterprises in the public and private sectors but also for the economy
as a whole. Faced with a paradoxically contrasting situation of rising
(or raised) expectations of a vast population and shrinking availabi-
lity of resources governments resorted to pre-empt cash resources,
specially from public enterprises in a-manner which virtually turned
these enterprises into ‘fiscal cows.’ The result has been thata system
of chain borrowing from the bankmg system by enterprises and
governments contributed to increased money supply, build up
inflationary pressures and transfer of resources to.a very small private
sector and thus to higher degrees of inequality of income and wealth.

Recent changes in government policies encouraging the private
sector to participate to invest directly in industry, trade and banking
part of their ‘massive accumulation of financial assets over the past
few years may bring some good for the economy provided th®
interconnections between relative price changes, accounting, taxe$
and financial viability are correctly appreciated. Under the changing
conditions public enterprises and autonomous bodies may also
have to obtain finances directly from savers in general and users
in particular so as to minimise the cost of capital and .ensure its
supply in an equitable manner.

Based on the -experience of price controls in the U.K,, it may
be inferred that the limited exercise in prices supervision in Bangla-
desh can not be -effective. Hence its continuation is not likely to
serve any useful purpose in its present form.
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