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Abstract

Income measurement is a means of control in a micro- and macroeconomic sense as well as to
ensuring maintenance of capital. Since 1ASs/ IFRSs are global standards, it is reliable basis to
measure income. The IAS & IFRS have some recognition and measurement criteria which are
objective. But there are some subjective issues which are not mentioned directly to measure income
under IAS/IFRS. This study mainly focused on Hayek's perspective and accounting perspective of
income measurement to show how the Hayek’s concept and IAS’s/IFRS’s identify various
subjective factors to measure income prudently. In the analysis, there has been a try to incorporate
some subjective and qualitative factors having impact on income like contingent claims,
obsolescence of inventories, changes in taste and demand of customers, production factors etc. in
measuring corporate income according to the various provisions of IAS & IFRS to ensure the
prudence in income measurement. This report based on the corporate sector except insurance and
mining industries. This report found that IAS’s and IFRS’s cover all of these subjective factors
which mentioned in Hayek’s perspective.
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INTRODUCTION

Income measurement is the prime concern in corporate sector. The objectives of
income measurement are important because of the existence of a highly sophisticated
capital market. These objectives involve the assessment of stewardship of
performance, dividend and retention policies, comparison of actual results with those
predicted, assessment of future prospects, payment of taxation and disclosure of
matched costs against revenue from sales. The cornerstone of income measurement is
accrual accounting. Under accrual accounting revenues are recorded in the period
when they are “earned” and become “measurable” — that is, when the seller has
performed a service or conveyed an asset to a buyer and the value to be received for
that service or asset is reasonably assured and can be measured with a high degree of
reliability. Expenses are the expired costs or assets “used up” in producing those
revenues, and they are recorded in the same accounting period in which the revenues
are recognized using the “matching principle.”

This article titled “Prudent Income Measurement-Implication of Hayek’s
Concept on IAS’s/IFRS’s” is an evaluation of prudent income measurement
techniques used by corporate entities by applying various IAS’s and IFRS’s. The
review has been revolved around assessing the scope of income measurement to
identify whether the consequences of the items such as contingent claims,
obsolescence of inventories, changes in taste and demand of customers, production
factors etc. are considered or not. As such, upon discussion and analysis it has come
up with another two significant considerable issues: customer loyalty, and
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recognition & measurement of human resources in the measurement of income. Here,
I have mainly tried to focus on the Hayek’s capital maintenance concept to measure
income appropriately by applying International Accounting Standards (IAS’s) in
corporate entities. | have tried to show how some subjective issues mentioned by
Hayek are also considered under IAS’s/IFRS’s to measure income prudently.

Objectives of the Study

The main Objective of this study is to evaluate available income measurement
techniques with a view to addressing specific issues like: contingent claims,
obsolescence of inventories, changes in taste and demand of customers, production
factors, customer loyalty, and recognition & measurement of human resources. To
achieve those objectives, the following issues will be considered:

e To compare and contrast of Hayek’s perspective and accounting perspective
of income measurement

e To analyze income measurement techniques in accordance with applicable
financial reporting framework i.e. IFRS

Methodology

This study named “Prudent Income Measurement-Implication of Hayek’s
Concept on I4S’s/IFRS’s " is based mainly on the secondary data. The data has been
collected from various secondary sources like different articles on income
measurement, websites, ICAB guidelines and various IASs and IFRSs. It will cover
various IAS & IFRS. The focused 1ASs/IFRSs are IAS 18 Revenue Recognition, 1AS
36 Impairment of Assets, IAS 37 Provisions, Contingent Liabilities and Contingent
Assets, IAS 38 Intangible Assets, IFRS 3 Business Combination. The study focuses
on the income measurement of corporate sector and excludes insurance companies
and companies involving extraction & exploration of mineral resources because the
accounting treatment for these companies are different from traditional companies.

Conceptual Framework : Income from Various Perspectives

Income: Income is the consumption and savings opportunity gained by an entity
within a specified timeframe, which is generally expressed in monetary terms.
However, for households and individuals Case & Fair (2007, p. 54) has defined as the
income is the sum of all the wages, salaries, profits, interest payments, rents and
other forms of earnings received in a given period of time.

As per the International Accounting Standard # 1, the income is increases in
economic benefits during the accounting period in the form of inflows or
enhancements of aspects of decreases of liabilities that results in increases in equity,
other than that relation to contributions from equity participants (IASB, 2013).

Measurement: Measurement is the assignment of numbers to objects or events
(Berka, 1983, p. 14). Accounting measurement is the computation of economic or
financial activities in terms of money, hours or other units. An accounting
measurement is a unit of some measurable element that is used to compare and
evaluate accounting data.
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Prudence: Prudence is the inclusion of a degree of caution in the exercise of the
judgment necessary making the estimates required under conditions of uncertainty,
such that assets or income are not overstated and liabilities or expenses are not
understated. However, the exercise of prudence does not allow, for example creation
of hidden reserves or excessive provisions, the deliberate understatement of assets or
income, deliberate overstatement of liabilities or expenses, because the financial
statements would not be neutral therefore, not have the quality of reliability (Para 37
of IFRS Framework).

Literature Review

The theoretical work to measure the income of corporations still is not that much
organized as the urge for doing so is less than other priorities in the field of
accounting. The reason could be set as lack of incentive by proper authority. Diewert
(1996) has done an extensive work on income measurement literature but ended up
with no possible widely acceptable solutions. Porter & Norton (2012, pp. 154-229)
have described the present theoretical framework and practices of companies by
measuring performance on accrual basis under IFRSs. Beaver & Demski (1979) have
raised question about the current income measurement and reporting concepts.
According to them measuring income under certain and non-volatile market is easy
and this is the case for the accrual accounting. But in competitive and highly
uncertain market conditions, there lies few mechanisms that could cope up with the
situation. They concluded that primitive questions to be raised such as the
effectiveness and usefulness of the propriety of the accrual concept of income.

Walther (2014) addresses the accounting model of income measurement and
limitations of that. He then suggests the economic perspective to measure income.
The present value is the foundation of his suggestion. His research seems not to
support the going concern concept. However, in changing pricing situations, both
accrual and economic model experience trouble. Otherwise, his cautious method
seems elusive. Lamberg (2005) came up with the fair value measurement of income
concept as a policy towards which his government was pursuing upon and ended by
saying that fair value approach gives relevance and historical measurement is
objective and considerably reliable. Reliability supersedes the relevance criteria here.

Hirst, et al. (2004) took an initiative to measure the income from the perspective
of fair value measurement. Their study focused on the banking sector. Their study
suggested that the accounting standard setters have to consider the findings of their
research as they suggested to measure income by fair value approach and note
disclosure is not a substitute for financial statement recognition. Demski &
Sappington (1990) has incorporated two views of income measurement at a time as
philosophical merge when measuring income. The asset valuation or “proper”
income measurement and the informative perspective of the income measurements
have been taken into account. The need for accounting beyond just the formal
boundary has been the focal point of the research. Beaver & Demski (1979) has
notified that financial reporting is heavily concerned about income measurement as
the performance is mostly measured in terms of net profit available for the
shareholders and amount of value added to the firm. Their work in centered on the
nature of income measurement in various market settings as certain world with
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perfect and complete markets, uncertain world with perfect and complete markets,
uncertain world with incomplete markets. They have identified that the current
income measurement techniques fail to address all these issues in measuring income.
They have suggested that examining the nature of the economy with incomplete
markets could possibly address this issue. They concluded that in making decision
under incomplete market detailed information is needed; and along with the accrual
concept, consideration of other related information would lead to better income
measurement. El Serafy (1992) has tried to show the inter link between the
sustainability of the organization and the relevance of income measurement. How the
income measurement could help and guide the business organization in doing such
has been well described. Jencks (1987) has shown in his article that the measurement
of income has the politics element embedded in it. Along with all other elements and
factors, this has to be kept under close consideration as the standard setting process is
a political process as well. In addition, Ohlson (1987) has extended the work of
Beaver & Demski (1979). They have talked about the economic income efficiency
and measurement has to be as to get best from income measurement.

Hayek’s Perspective on Income Measurement

F.A. Von Hayek measured income based on prospective income capital
maintenance, whose stated opinion is:

To maintain capital intact” is not an aim in itself. It is only desired because of
certain consequences which are known to follow from a failure to do so.... We
are not interested in its magnitude because there is any inherent advantage in any
particular absolute measurement of capital, but only because, ceteris paribus, a
change in this magnitude would be a cause of a change in the income to be
expected from it, and because in consequence every change in its magnitude may
be a symptom for such a change in the really relevant magnitude, income.*

Thus, according to Von Hayek, entities do not focus on maintaining physical
capital per se: instead, entities are concerned with the maintenance of prospective
income given some level of expectation. One could say, therefore, that this concept of
capital maintenance is a maxim for reasonable behavior. We should not only have to
say that nobody ever succeeds in maintaining his capital intact-which in a sense of
course would be true-but we should also be prevented from using this concept of
maintaining capital intact as a description of the actual behavior of the entrepreneurs.

In short, Von Hayek's theory of capital maintenance focuses on the relationship
between capital value and income. He assumes that they are positively correlated.
Thus an unexpected increase or decrease in capital value would correspondingly
cause an increase or decrease in prospective income and how an entity reacts to the
unexpected changes in income will be a function of management's expectations
exchange transactions and other events such as unforeseeable changes in the value of
operating assets are the major tests for admissibility of data to the accounts. Thus,
replacement cost and historical cost is also the measurement base for this capital
maintenance concept.

! F.A. Von Hayek, “The Maintenance of Capital”, Economica New Series (August 1935) , pg-248
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Accounting Measure of Income

Accounting income is defined in terms of the business entity. It is the excess of
revenue from sales over direct and allocated indirect costs incurred in the
achievement of such sales. It measures results in a net figure. It is the numerical
result of the matching and accruals concepts. Accounting income is presented in the
form of the conventional profit and loss account or statement of comprehensive
income. This statement of comprehensive income, in being based on actual
transactions, is concerned with a past-defined period of time. Thus accounting profit
is said to be historic income, i.e. an ex post measure because it is after the event.

Accounting measures of income have traditionally been based on past transactions
recorded at their historic transaction consideration. The fundamental concepts of
accounting as set out were largely concerned with measuring periodic profit and this
reflects the primacy of the profit and loss account traditional in financial reporting. The
balance sheet essentially resulted from what was and what was not taken into account in
the profit and loss account, and would normally reflect assets and liabilities at their
transaction values. As an aspect of this approach, fixed assets would appear at “cost’, that
is to say the proportion of their cost that had not previously been charged against
revenues. The going concern assumption was relevant in that it assumed that the business
would continue. The cost not written off could, therefore, be charged in the future
according to the future use. The monetary value assigned to an asset in the balance sheet
was determined by how much of its cost had already been attributed to earning profit. It is
this model of income measurement.

The critical issue now is the effect that a transaction or event has on the assets or
liabilities: there can be no gain or loss unless a change in these is recognized. Assets
and liabilities are defined respectively as, “rights or other access to future economic
benefits controlled by an entity” and, “obligations of an entity to transfer economic
benefits”, both arising as a result of past transactions or events. Thus expenditure that
does not result in control of rights or which has such an uncertain prospect of future
benefits that it cannot be recognized as an asset, will be Recognized as a loss in the
period in which it is incurred.

Matching might operate in two forms — (a) On a time basis, where costs or
benefits are purely a function of time and are matched to a period accordingly, or (b)
On a revenue basis, where particular costs are associated with particular revenues and
are matched against those revenues in the period in which they are recognized.

All depends, however, on the recognition and measurement of assets and
liabilities. Recognition of gains and losses therefore depends upon whether there is
sufficient evidence to report them reliably. Realization may be part of the evidence
but it is no longer a required criterion. Prudence is taken now to mean that the
standard of evidence for recognizing losses is lower than that for gains. It applied to
ensure that only gains that were reasonably certain and unlikely to reverse were
included as profit. Expenditure that does not result in the recognition of an asset will
be recognized automatically as a loss in the period in which it is incurred. Where
expenditure gives rise to an asset the future benefits may be consumed over a number
of periods, in which case the asset will be derecognized wholly or in part. To the
extent that it is derecognized, there will be a loss for the period.
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So, the accounting income measurement as per IFRS can be shown as:

TASB’s approach (1989)
Income = Revenues + Gains

Income Measurement Perspective between Hayek & IRFS’S

The income measurement according to Hayek is usually based on economic
perspective. He has considered various qualitative aspects that affect income. On the
other hand, the income measurement in accounting is usually IAS & IFRS based. So,
there are a number of differences and similarities between these perspectives.

Table 1: Differences between Hayek’s concept and IAS/IFRS concept of Income Measurement

Topic

Hayek’s concept

1AS/IFRS concept

Income

The key notion underlying Hayek's income
concept is the possibility of discriminating
between foreseen and unforeseen events, or
those that are planned and unplanned. His
definition of income is just a way of
expressing this basic reality. This is Hayek's
pure theory of capital maintenance.

As per IFRS income is the
difference between revenue (gain)
and expenses (losses).Here only
past events are considered.

Capital
maintenance
concept

According to Von Hayek, entities do not
focus on maintaining physical capital per
se: instead, entities are concerned with
the maintenance of prospective income
given some level of expectation. He puts

“We wish to maintain capital intact not
because it is an end in and of itself but
because of "consequences which are
known to follow from a failure to do so".

Accounting measures of income
have traditionally been based on
past transactions recorded at their
historic transaction consideration.
The fundamental concepts of
accounting as set out were largely
concerned with measuring periodic
profit and this reflects the primacy
of the profit and loss account
traditional in financial reporting.

Unexpected
factors

Hayek (1935, 1969) also dealt with the
case of an unexpected decline in capital
by incorporating the distinction between
foreseen and unforeseen events into his
capital maintenance system.

Here unexpected decline in
capital are not directly considered
and unforeseen events are not
considered in capital maintenance
concept.

Obsolescence

Both Hayek (1969) and Hicks (1969)
grasp upon Pigou's apparent rejection of
obsolescence as a factor in capital
maintenance.

IFRS through IAS 2 and IAS38
takes account of the obsolescence
of product and machinery in
capital maintenance.

new  product  development  and
information & technological
development on income measurement.

Objective Hayek's use of "objective" is somewhat | Accountants use the term “objective"
different than the use accountants' these | they mean that the number can be
days make of the term. verified by an impartial third party-a

market value is therefore objective in
the Accounting sense.

Relationship Hayek's theory of capital maintenance | IFRS does not make any
focuses on the relationship between | relationship between capital values
capital value and income. with income. Income is considered

excess of revenue over expenses.

External Hayek’s theory of capital maintenance | There is no any specific IFRS for

factors considers the impact of globalization, | considering  such  subjective

factors in income measurement.
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Table 2: Similarities between Hayek’s concept and TAS/IFRS concept of Income Measurement

Hayek’s Concept

IFRS Concept

According to Hayek various issues such as
contingency, demand and taste changes in
customers, obsolescence of product and
machineries and factors of production should
be considered in measuring income.

IFRS and IAS consider contingency (IAS 37),
demand and taste changes in customers (IFRS
3), obsolescence of product (IAS 2) and

machineries (IAS 36) and factors of
production (IAS 36) through various
provisions.

Obsolescence is considered from the
usefulness of real capital rather than physical
state (Hayek, 1935)

Here the depreciation base on the fair value on
certain assets, rather than their physical decay
e.g. computer

Hayek has said that "windfall profits" are not
income (Hayek, 1935).

IFRS does show the non-operating income
separately

Hayek has said about the "paper profits" its
limitation as it is not actual profit (Hayek,

IFRS does not report the actual profit;
manipulation is possible which actually is

1935).

paper profit.

Prudent Income Measurement as Per IAS & IFRS

Since our corporate sector income is measured on the basis of various IAS &
IFRS, | have considered the following IAS & IFRS to measure the income prudently
which is related to our objectives:

Revenue recognition: Under current practice in IAS 18, revenue is
reported when goods are delivered, and generally not when goods remain in
inventory. Even when there is little or no uncertainty that, goods will be
sold at a higher amount and within an expected short time frame (and even
if orders for them have been received), goods are reported at cost (or even
net realizable value if lower). The recognition of profit is therefore
constrained by a degree of prudence in that it is dependent on the
realization of an event — to simplify: the delivery.

Contingency: Under IAS 37, contingent expenses and contingent assets are
not recognized (although they are disclosed), where their realization is
probable, but not virtually certain. On the other hand, liabilities are
Recognized (and measured prudently) where an outflow is just probable,
provided it is more than remote.

Construction contract: A different approach is taken to construction
contracts under IAS 11 where the percentage of completion method is
usually considered superior to the more prudent completed contract method.
This may be because the contracts are longer term than those under 1AS 18
and they have other characteristics which enable an entity to recognize
profit over time. However, use of the percentage of completion method is
constrained by prudence, for example by requirements that the eventual
outcome of the contract be measured reliably and the reported revenue
reflects performance in the period.

Onerous contracts: 1AS 37 requires that a provision is recognized where
the unavoidable costs of meeting the obligations under a contract exceed
the benefits expected to be received. Except in the case of certain financial
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instruments, no asset is recognized where the expected benefits exceed the
Costs.

Revaluation of property, plant and equipment: Under IAS 16, there is an
option to revalue property, plant and equipment. The revaluation of
property, plant and equipment should be carried at their fair value. This
appears to be less prudent than recognition at cost. However, the resulting
gain is reported in other comprehensive income rather than in profit or loss.
This may be seen as a case where prudence is reflected in presentation.

Investment properties: When the assets are held not for trading and are
not owner occupied, it is said to be an investment property. 1AS 40 allows
essentially the same option for investment properties as property, plant and
equipment. However, in contrast to IAS 16, IAS 40 requires all gains (and
losses) arising on a revaluation to be reported in profit or loss.

Financial instruments: A strict application of prudence under 1AS 39 or
IFRS 9 would not permit recognition of a gain arising upon re-
measurement of derivatives or other financial instruments. Some note that
there may be different considerations in relation to prudence when fair
valuing instruments where the market is illiquid, which do not arise in a
deep and liquid market. However, where assets are stated at fair value both
gains and losses are recognized, so, it cannot be said that the policy of using
fair value is, considered as a whole, imprudent. This departure from the
model used in revenue recognition in respect of the timing of recognizing
profits may depend on the business model or other characteristics of the
instruments or their specific markets.

As per IFRS, to measure net income in a prudent way some criteria as below
should be fulfilled:

1.
2.
3.

Events to occur impacting the reporting entity
Inflow or outflow of economic resources

Choice of measurement’ base(s): e.g. historical cost, present value, net
realizable value (NRV), and fair value

Generalized Format of Statement of Comprehensive Income

Based on the above premises, a checklist/generalized format of income statement
to measure prudent income with some quests of:

I
I1.
1.
V.
V.

Contingent liabilities

Demand and taste change

Obsolescence of inventories: stocks and property, plant and equipment
Factors of production

Efficiency of human resources

2 Measurement is the process of determining the monetary amounts at which the elements of the
financial statements are to be recognized and carried in the balance sheet and income statement.
This involves selection of the particular basis of measurement.
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Generalized Format of Statement of Comprehensive Income

tax

Particulars | Relevant IFRS/ | Key requirements of | Related quest Remarks
1AS the IFRS/IAS as to
measurement
Revenue IAS 18- Fair value (Para 9) - Revenue shall be measured at the fair
Revenue value of the consideration received or receivable.
Less: IAS 2- NRV (Para 9) 11- Obsolete
Cost of Inventories Inventories shall be Obsolescence | inventories are
Goods Sold measured at the lower | of inventories | written down to
of cost and net I- Contingent  |NRV
realizable value. liabilities
Add: IAS 18- Fair value (Para 9) - Revenue shall be measured at the fair
Others Revenue value of the consideration received or receivable.
income
Less: IAS 36- Para 7-17 in particular | I1- Demand and | Declining sales
Administrativ | Impairment of | Para 12 external sources | taste change revenue is the
e expenses Assets of information leading | |- Contingent | result of changes in
to impairment of assets | |japilities demand and taste
IAS 38- Para 108- impairment of of the customers.
Intangible goodwill Such_ an indication
Assets requires
impairment of
assets
Other IAS 1- Para 99- An entity shall present an analysis of expenses
expenses Presentation of | recognized in profit or loss using a classification based on
Financial either their nature or their function within the entity, whichever
Statements provides information that is reliable and more relevant
IAS 23- Borrowing costs except qualifying asset financing related
Finance costs | Borrowing Costs | borrowing costs are recognized as expense.
Add: IAS 28- Income/ (loss) of associates under equity method is considered
Share of Associates during income measurement; however, losses to be recognized
profit of are capped- maximum limit is the quantum of investment in
associates associates.
Impairment- after application of the equity method an entity
applies IAS 39 Financial Instruments: Recognition and
Measurement to determine whether it is necessary to recognize
any additional impairment loss with respect to its net
investment in the associate or joint venture.
Profit before N/A N/A N/A None
tax IAS 12- Income | Current and deferred tax is recognized as income or expense
Taxes and included in profit or loss for the period.
Less: N/A N/A N/A None
Income tax
expenses
Profit after
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Findings

From the analysis on “Prudent Income Measurement-Implication of Hayek's
Concept on IAS’s/IFRS’s ”, it has been found that according to IFRS almost all of the
factors are considered in measuring income prudently. According to various IFRS
and IAS, | have considered contingency, demand and taste changes in customers,
obsolescence of product and machineries and factors of production. But in general,
other qualitative and judgmental factors which also have significant impact on
income measurement such as impact of human resource, globalization, information &
technological development and customer loyalty, are not considered in income
measurement. The reason for ignoring these issues from measuring income is that
income and expenses are recognized as per IFRS. There are some recognition and
measurement criteria for identifying income and expenses. Since these qualitative
and judgmental issues are not fulfilling these recognition criteria, | did not consider
these in income measurement. So, if a company measures income by following IAS
& IFRS, the prudence and accuracy will be maintained properly. A bird’s eye view of
the IAS & IFRS that focuses on the important issue like contingency, demand and
taste changes in customers, obsolescence of product and machineries and factors of
production for measuring income is given here:

Concepts Provision in IAS Remarks

Contingent IAS 37 Contingent expenses should be disclosed in the notes

Expenses and should not be recorded in the income statement

Obsolescence IAS2 & IAS 36 IAS-2- Inventory that are considered as obsolescence
should be written down
IAS 36- The entity should consider obsolescence or
physical damage of an asset for identifying the
impairment of assets.

Taste & IFRS 3 Taste & demand change for products have an impact

Demand on goodwill which will be reflected at the time of

Change business combination

Factors of IAS 36 The difference between actual and estimated capacity

Production is a consequences of changes in technology, taste,
demand. So, impairment loss for the assets should be
recorded

Customer IFRIC® 13 with An entity, that grants loyalty award credits, records the

loyalty reference to IAS award as a separate component of the sale transaction

18, 1AS 37, IAS 38 | as revenue
Conclusion

Prudent measurement of income ensures the income reported in financial
statements is sustainable. Prudence may require the recognition of non-recurring
losses, for example impairment of asset. Prudence can also have the effect of
distorting reported performance as prudent accounting applied in an earlier
accounting period reverses. Thus, even if prudence has a part to play in developing a

3 IFRIC- International Financial Reporting Interpretations Committee
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satisfactory approach to the reporting of financial performance other factors will also
need to be considered.

The analysis on prudent income measurement in corporate sector mainly
considers the capital maintenance concept from Hayek’s where the value of capital
remains intact. Here | have considered various qualitative and judgmental factors
such as customer loyalty, recognition & measurement of human resources,
globalization and information & technological development which have direct or
indirect impact on income measurement and capital maintenance. As our corporate
accounting income is measured by following the international standards, prudence
depends on the appropriate implication of accounting standards. Most of the cases,
income measurement considers all the relevant factors to provide appropriate income.
I have identified some factors having indirect impact on income which are ignored in
income measurement because of lack of prudence. Except these factors, our income
measurement techniques are almost considered all the relevant factors to provide
appropriate income. Now-a-days, International Accounting Standard Board has taken
some initiative to consider other factors to measure income more accurately without
sacrificing capital.
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