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Abstract

This paper reviews the accounting standards comzeasset valuation in
light of consistency with the objective of financstatements and the
concept of income to be measured. Conceptual asatys‘economic
income” and ‘“realized income” leads to the relevaraf the latter
concept in providing the investors with pertinentormation for their
valuation of the firm. Conventional concept of reafion is then to be
modified to meet the pressing needs for mark-toketagccounting.

The result of an investment is regarded as reali@dae compared with
the ex ante expectations when it has been reldem®mdhe business risk
inherent in the investment. The realized incometwas the extent to
which the expected results have been achieved.mdikfied concept is
applied to the valuation of physical business asaatl financial assets,
classified in accordance with the nature of investin The paper
demonstrates that different measurement attrivatescompatible under
the concept of realized income and concludes tleahaistent application
of fundamental concepts is rather important than uhiformity of one
particular attribute.

1. Introduction

Asset valuation has always been a major subjestugfies on accounting
standards, as the issue is closely related to maasat and disclosure of
corporate income. The terminologies of “historicakt accounting” and



“fair value accounting”, derived in the course afck studies, are
symbolic of significant focus in asset valuatiom,that the doctrines are
named after alternatives of measurement bases.

However, the determinant factors in an accountirgdeh should be,

among others, its objectives and basic conceplsdimg that of income.

A measurement attribute or valuation basis is ansida achieve the
given objectives and a mere tool for measuring migakeconcepts such
as capital and income. If there should be a basnciple in accounting,

it is not a valuation basis as a tool but a satlpéctives and concepts,
which determines the choice of valuation basesoinFsuch a viewpoint,

this paper will review in detail the concepts afame and the objectives
of disclosing income and, based on such reviewstyegtudy the basis of
asset valuation to meet the emerging needs fondiahinformation. The

basic issues here are consistency of objectives @mtepts and

coherence of the logic used in selecting a valodi@msis as a tool.

2. Asset valuation and income recognition

In corporate accounting purposes, assets and itiebilto be carried
forward are valued in monetary terms, so as to mreamcome for the
period. In this process, shareholders’ equity astack variable is
measured by deducting liabilities from assets, iandme is measured as
the increase in this residual amount during theogelf there have been
no equity transactions with shareholders, incomene$ increase in
shareholders’ equity. Accordingly, equity (stockgdancome (flow) are
determined simultaneously. This is a basic mechamsaccounting.
However, the income that satisfies this “clean kigprelationship is
often called “comprehensive income” and is distisgad from earnings
2), which is supposed to be equivalent to net iredmre. It is only
recent that great attention is paid to the conoépbmprehensive income
as well as to the gap between comprehensive incanake earnings.
Attempts to measure earnings and comprehensivenmadn two stages
(the two stage approach) show increasing diffiesltof harmonizing
measurement of stock (asset valuation) with measemée of flow
(income determination) in disclosing useful accogtnformation.

Apart from the aforementioned mechanism in accogntasset valuation
and income determination respectively have distmetanings. Thus, to



consistently interlink both of these, there is ntheo way than to
subordinate one of the two or to make it two-tierédéhich of income
statement or balance sheet should be attached muertance has
always been a major problem in accounting. As fath& clean surplus
relationship is maintained, either income or ageetequity) would be
necessarily defined as “residuum” in the calcutavbthe other.
Needless to say, conventional accounting standeds made allocation
of cash flows to accounting periods, from the spamk of disclosing
informative income figures.In this approach,expamnéis excluded from
income determination decide asset valuation. Howewecently the
assets as future economic benefits are valueddndtit causes a new
problem in income determination. Some elements ahprehensive
income not included in net income (i.e. other caghpnsive income)
represent the gap between these two approachesvirBye of the
introduction of the comprehensive income concepe, tevaluation of
assets can now be considered independently oihtbemation value of
net income. In a conventional accounting systersetasevaluation is
constrained because it results in the recognitiomatuation differences
in net income. In order to circumvent this restoict and revalue the
assets, the only available way was to exclude sexéluation gain from
net income by deeming it as a kind of capital tagtisn, but this is
conceptually unreasonable. Introduction of compmelve income
concept has enabled the method that considers boxaltie assets and
how to measure income independently of each othérdgals with the
gap between them as “other comprehensive incomis’ ifiethod means
creation of reconciling items between equity andome, so to speak,
items that are income in one sense but not incona@other sense. Gains
or losses on revaluation, however, are not alwayduded from net
iIncome and included in “other comprehensive incan®s described
below, most of gains and losses on re-measureménfinancial
instruments can be compatible with the concepealized income. Yet if
there is any element that conflicts with the usuetl income, the two-
tiered income determination that measures net iedoyrexcluding those
elements from comprehensive income has enabled va way to
revaluation of assets without distorting incomeoggation. Nonetheless,
the concept of comprehensive income applied inatlea of accounting
standards does not include all the increases arreaes in value arising



from assets held by the enterprise.Originally, caghpnsive income was
used in the recognition of taxable income and vedled comprehensive
in the sense that there is no exemption regards@aurce. However,
FASB and IASC projects have rarely addressed clsaffgarticularly
increases) occurred in the value of non-financsslets. Recognition of
gains or losses based on the mark-to-market measuteis limited
within the scope of financial assets and finanicaddilities. In spite of the
name of “comprehensive”, in reality its scope isited. This seems to be
closely related to the fundamental characteristmfs accounting
information.

3. Economic income and deter mination of asset values

The concept of comprehensive income, used to resegianges in fair
values beyond the scope of net income or earniogs dot always reflect
all the increments in capital value other than ¢hgenerated by owners
transactions. While asset valuation is expandedhtealized changes in
value, we can say that the traditional conceptnabime in corporate
accounting is inherited with no changes in its satse. To understand
this, it is necessary to investigate the charastiesi of accounting income
in light of the concept of economic income basedcbanges in asset
values, instead of starting from the concepts dimmme (earnings) and
comprehensive income. In general, income in th@@aic context is net
increase in the value of assets held. Ignoring ghsinn the value of
money, the holder of assets is considered to hauged income in the
sense that the wealth under his/her control hasased. The value of
assets mentioned here is defined as the presem hthe stream of cash
flows that it is expected to generate in the futaiscounted by the cost
of capital. Therefore, if the results vary with thelder of the assets, the
value of assets to the holder is not necessarilale the market price
reflecting the average market expectations.Needtesay, if the value of
an asset based on expected results is lower tkamdbket price, that
asset is immediately disposed of, in principlevéf call the excess of the
asset value to the holder over the market priceodgall’, only assets
with positive (non-negative) goodwill continue toe bheld 3).
Accordingly, all the assets held should have nayatiee goodwill at the
balance sheet date, i.e., they all have an em#giBc value greater than
or equal to the market price. Assets then can hé&atl into two



categories, those with positive goodwill and thasén no goodwill, i.e.
assets of a value higher than the market priceagsdts of a value equal
to the market price. Typical examples in the forcegegory are physical
assets used in business. For physical assets imgladpital equipment,
different holders expect different future resultecause of differences in
the holders’ accumulated resources such as cdpabiid knowledge.
Thus, the value of physical assets varies with lbé&lers. In such
situations, it is always expected that result exteed the average market
expectation and the value in use of an asset egx¢bednarket price (that
IS, positive goodwill exists). This also means infipetion of the markets
for physical assets. On the other hand, the typasakts of the latter
category, for which the value is equal to the mapkeee and no goodwill
exist, are financial assets. Financial assets genéine same cash flows
to everyone, and therefore have the same value attermwho holds
them. In the financial market,unlike markets of giogl assets, the price
of assets based on the average market expectaiemines their value
and investment results, regardless of who holdsi thénancial assets, in
the proper sense of the word, can be sold piecpidge at any time
without any particular restriction by business chjes, and their
expected future cash flows can be exchanged forice gqual to the
current fair market value 4).

If we divide corporate assets into these two categ@nd deem financial
liabilities as negative financial assets, the coaf®value (capital value
of the enterprise) is the total of the market pfenet financial assets
plus the entity-specific value of the non-financiaperating assets.
Therefore, the corporate income, as defined asnitrement in capital
value, is measured by adding up net changes imndhe of the assets in
each category. Under this concept, income comprtsesiges in the
market price for financial assets and changes éenniarket price plus
goodwill for non-financial assets. This is the ogpicof economic income
based on the value assessment of assets. If theuree@ent of income
for accounting purposes were based on this conaEptprehensive
income would include all these elements. Howevar,nated in the
previous section, even in recent accounting stalsdattempting to
expand the scope of recognizable income, littlendithn is paid to the
unrealized appreciation (whether in goodwill ommarket price) of non-
financial operating assets. Recognition of incorasell on the changes in



fair values is, in fact, limited to financial assefThis implies that
corporate accounting is based on an income cordifptent from the
economic income described above. This point isudised in detail in the
next section.

4. Realized income and changesin market price of financial assets

The income measured in accounting (net income worirggs) is not the
economic income mentioned above. Instead, measuneame captures
the extent to which the results expected at the tfithe investment have
been achieved (i.e., realized). In other words, pleeformance of an
investment is measured based on the ex post faat<éan be compared
with the ex ante expectation. Since an investmentade in expectation
of cash flows, it is natural that the ex post flacbe compared with the
expectation is the actual cash flows. The realinredme for accounting
purposes is measurement of performance based dadhef cash flows,
adjusted by allocation on the accrual basis. Tlaiscept implies that
performance of an investment is not measured byggsin the value of
assets held, but measured based on the realizdtmash flows that were
expected or not expected before the fact. In cabesal investments in
business operations, income is measured in terntasif flows arising
from business activities such as sales of produetmrdless of changes
in the value of operating assets. Conventional @tiog standards (so-
called historical cost accounting) that avoid vahssessment of assets
and instead allocate the cost among periods idrinakly linked with
such concept of realized income. On the other handcases of
investment in financial assets, in general, caswdl as results of the
investment are realized without waiting for salékanges in the value
(equal to market value) of financial assets, unti&ses of physical assets,
themselves have the same meaning with realizatiocash flows. As
already mentioned, future cash flows expected tseafrom financial
assets can be changed into the present cash floausyaime and at a
market price that is equivalent to the future démvs. When this price is
same to anyone, a change in the market price anfial assets is already
an achieved result of investment and therefore lmanconsidered as
realized income, even if it is not yet convertetbinash through sales.
However, conventional accounting standards andipeschave generally
considered a sales transaction as the requisitedization of the results,



in cases of financial investments as well as iregad real investments.
That is, while inflows and outflows of financialsets are included in
cash flows as a requisite for realization, changeiseir market prices are
not. For example, when goods are sold in exchaogesdme financial
assets, the income on the real investment is cereddas realized even if
it is not cash sales. On the other hand, when thekenh price of a
financial asset has increased, the result has et deemed as realized
until it is converted into cash. We can say thagment about whether
financial assets are identical to cash has beer miffeérently between in
cases of real investments and in cases of finamsiaktments. This is not
a matter of the realization basis itself but ratleermatter of its
interpretation. Such an interpretation about radtn of income has been
a significant obstacle to recognition of valuatigains or losses of
financial assets not bound to business activiliegppears that the FASB
intended to become free from such restriction wheadopted the new
criteria of “realizable” instead of “realized”5).awever, physical assets
used in business also sometimes have markets whese can be
converted into cash and therefore they are oft&alizable” in that
meaning.Unless fair value measurement of physgsta is intended, it
would have been enough to make the concept ofzedmln separated
from sales transactions and refine it in line watlbroader sense of cash
flows Anyway, with regards to financial assets tbhah be sold freely,
there is no difference between the change in mapkiee during the
holding period and the change in stock throughla. $a this meaning,
changes in the market price of financial assetdh@esame as realization
of cash flows. If such a case is required to bekéaap with an actual
sale, it is a requirement alien to the role ofimesal income whose aim is
to affirm the ex ante expectation by the ex poststaConsidering in this
way, valuation gains or losses on financial assetsld be, in principle,
included in the realized income that excludes \&nagains or losses on
physical operating assets. As the discussion abbe®/s, measurement
of realized income, which is a traditional busineiss corporate
accounting, does not necessarily preclude valumantial assets at fair
value and recognizing the resultant gains or losseome statement. If
anything, under the concept of economic incomengésa in the value
should be recognized for not only financial asdet$ also physical
operating assets. If the appreciation conceptoptad, changes in market



value cannot be neglected even when goodwill candggected. If such
revaluation of physical assets is not considergaegent, we should give
more attention to the concept of realized incoma @iscuss about it in
depth. As mentioned below, the largest issue froah yiewpoint would
be mark-to-market measurement of financial asdes éare bound to
business activities and therefore cannot be frealy.

5. Realization of income and separ ation from capital

The concepts of economic income and realized incamelarified in
section 4 and 5 above have been subjects of cargp¥or a long time in
corporate accounting and related areas. Those argsmhave been
repeated in a variety of forms, not only in attesnpd reconsider the
concept of income in the light of economic inconog &iso in the related
area such as taxation on corporate income andctesis on dividend for
the company law purpose. In this section, takeiekgowok at an early
judicial precedent in US 6), as a clue to a reviewhe process of
interaction of income concept and establishmemealization concepts.
The judicial precedent at issue is the case ofdfiss. Macomber ruled
by the US Federal Supreme Court in 1920. Althoulgls tase was
originally a dispute over the provision of the imi@ Revenue Code that
deemed stock dividends as taxable income, it be@aleading case that
left a significant impact to posterity, in thateistablished the conceptual
norms such as what constitutes income. The couwiside set out the
interpretation of the realization concept that aeriacrease in the value
of capital is not enough to constitute income ifsitnot separated from
capital, thereby denied that stock dividend is meoThe court decision
defined the income generated from capital as davindf goods that has
been separated from capital and the recipient odapendently use or
dispose of, not a mere increase in the value oté#pital. It pointed out
that, whereas in case of cash dividends the shlaleisoacquire a
property with exclusive ownership and can freelgide its disposal,
stock dividend provides only an evidence of what shareholders
already holds. It also noted that the increas@envilue of capital arising
before the dividend should not be deemed as réializaf income, as
long as the shareholders do not have discretioginoest or consume it.
This was an attempt to describe the “inflow of caslttash equivalent”
test for realization of income, which had alreadet established with



regard to taxation on capital gains, using morergsa attributes. This
rule, which deems the increase of the value redhligeparately from
capital as income, tried to derive the accountiogcept of realized
income by adding the “availability for consumptioodndition, whereas
it started from the concept of economic incomet thavalue increase
arising on capital. However, separation from capueould not be
necessary, if satisfaction of the “availability foonsumption” condition
were just enough. Even before the cash flow isze@d| an increment in
capital value is consumable through borrowing. Ev@ough the
increment is not separated from capital, capitahasntained as far as the
surplus is consumed. It follows that the “availdpifor consumption”
condition can be also met by economic income. Algtostock dividend
itself has nothing to do with the income of shatdérs, the increase in
the value of their interest, resulted from accuroibaof earnings before
that, should have brought consumable income tshhesholders.
Nevertheless, this court decision determined thatshareholders’ equity
in retained earnings is capital, not income. Thsidatance of this
decision was that income is cash flow, not the etgi®n of it. Stock
dividend was excluded from the income of the shaldghs because it
neither makes the company worse off nor the shédel®better off. A
transfer of wealth involving cash flows (that igalized income), not
mere appreciation of capital value, was the eleroéimicome as defined
here. The above discussion reveals that the relalimeome as an
accounting concept should be viewed as a concegtiat;ng with the
economic income concept ab initio, rather than laosilinated concept
derived from that. It was not a concept derivedmfrthe economic
income by imposing an additional condition. Inste#dseems that
realization as cash flows was regarded as a negessadition from the
beginning and that condition was explained by thiecept of separation
from capital. This means that economic income aalized income are
independent concepts with different objectives angins. Although they
can be compared with each other, consistency batwesn cannot be
expected.

6. The objective of accounting and the meaning of mark-to-market
valuation



Now, let us consider about relationship betweenctinecept of realized
iIncome and valuation gains or losses on finan@séts. Before going on
to the discussion of this issue, it would be hdlpfuicompare the realized
income and economic income and reconfirm the lahip between
them. As already discussed in detail, with regartinancial assets in the
proper sense of the word, the results of investsneould be measured at
the same amount under both of the two income cascép cases of
financial assets that are mere investments of gsirphoney and can
always be freely sold by the piece, their values equal to the market
prices no matter who holds them and a change inrfaket prices is in
substance same as realization of cash flow. Orcdhé&rary, in cases of
physical assets used in business, whereas changesmarket value and
the value of goodwill affect the economic inconteeyt will not affect the
realized income until they are realized as caskdloln this process,
goodwill is generated as an expectation of futesults of business
investments and while it disappears as time paakesr part of it is
transformed into the value of tangible assets. Pphigess is irrelevant to
realized income, although important to the economiome. Result of
investment is realized when it has been released the business risk,
and measurement of realized income does not rezogitlivalue changes
of assets, but recognizes a portion that is redle= value of financial
assets. Of course, when summing up the entire gpeob a real
investment, there would be no difference betweenetonomic income
and the realized income. Unless we regard the gitlogenerated by an
investment as an element of the capital to be maed, the amount of
income is anyway determined ultimately by the taash flows of the
investment and its results. Therefore, the diffeeebetween these two
concepts is no more than difference in the permdvhich income is
attributed. Both concepts result in inter-periotbedtion of net cash
flows 7). Then, which will better serve the objge8 of accounting
information, the allocation of cash flows based te concept of
economic income, or the allocation of cash flows isystematic manner
(independent of the changes in the value of asbatsyd on the concept
of realization? It is a traditional view that fimaal statements should
provide information that is useful for investors desess the corporate
value through their own forecasts of future res8jtsWhen considered
based on such usefulness to investors’ expectidiomation process, the
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major issue is the meaning each of income infoiwnahias. Let us first
consider about the result of a business investrfenimentioned many
times, this forecast varies with the enterprisé thakes the investment.
Investors by themselves forecast the result amelyeassess the value of
assets invested in the business. The value of gdlysissets, which
determines the economic income, is a result of asdessment by the
investors and it is not an ex ante information ulséb investors’
assessment. Although income measured only by ceangmarket price
ignoring the value of goodwill is also a kind ofoeomic income, such
information is not useful for investors in foreast future cash flows or
assessment of the goodwill inherent in the enteeprAs long as cash
flows generated from business investments depend intengible
management resources inherent in each enterpribe, wseful to forecast
future results, income information should capture actual cash flow
realized by the enterprise, after all. By compaitting result with the ex
ante expectation, investors can revise their egtiect and assessment of
the value of the investment. Such a meaning, krasvieedback value 9),
has been attached to the realized income.On thex b#nd, in cases of
financial assets, at least for those which candie fseely by the pieces,
there will be no difference in the valuation of &tss whichever concept
of income is applied.Since there is no goodwillueain financial assets,
their valuation is completed by identification detr market prices. For
such assets, current market value would be the maos#ful
information.However, it is not clear to what extém¢ income measured
on the basis of the changes in market prices ifuute forecasts. The
fact that financial assets have no goodwill vakigather consistent with
the view that the future results of investmentsuch assets will have
nothing to do with the past results and such incam@mation is not
useful to the formation of expectations 10). Coesithy in this way,
whichever the income concept is chosen, informabbnncome from
financial investments might not have any more meario investors’
expectation formation than the market value infdroma of stock
variables 11). However, at least, it would be infation that is
compatible with the forecasts of future cash flowsthat cash flows
arising in the period are compared with the expextaat the beginning
of the period. Except for the special case whesnghs in market prices
do not mean the realization of cash flows, valumag@ains or losses on
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financial assets may not be irrelevant informatiorthe assessment of
corporate value based on the forecasts of futwseltee In this respect,
there is a basic difference from the cases of ghl/sissets.

7.Liabilities financing non-financial assets

In this paper, | have so far assumed that the as$etin enterprise can be
classified into either physical assets or finanesgets: the former is an
assets used in business activities, while therlett@vestment of surplus
fund. Under this premise, changes in the valuenaincial assets that can
be freely sold by the piece at any time, not onRows and outflows on
sales but also unrealized changes in the markeeyare regarded as
equivalent to cash flows as long as income measneim concerned.
Valuation gain or loss, which is an element of exoit income, is also
regarded as an element of the realized incomeisnctise. This is based
on the premise that there are no restrictions bybtisiness environment
on conversion to cash. However, if there are soewsrictions on
conversion to cash, changes in the market valugnahcial assets and
financial liabilities (collectively referred to dsnancial instruments”) are
no longer equivalent to realization of cash floWgshe form of an asset
or a liability is that of financial instruments biltere is restriction on its
sale or redemption, the changes of its market valoeld not meet the
condition as the realized income. The most typesample might be the
case of hedging cash flow risk by a derivative,clhis described in the
next section. However, a case that is easier ¢enstand would be the
case of fixed interest debt financing real investtaén business 12).

In this case, if the market interest rate risegrathe borrowing, the
market value of the debt securities will decreagehle present value of
the saved future interest payments thanks to tiwerl@ontract rate. The
resulting gain on the debt is opportunities gamtiie periods to maturity,
that is, the future gain that would not have arigethe debt had been
borrowed at variable rates. Therefore, if such atdun gains is
recognized in the year when the decrease of thé wibe occurred,
interest costs in the future years will be recogdiat the new market
rate, not at the original contract rate. Valuatgains recognized would
be offset by the increased interest costs in therduyears. In other
words, even when valuation gains or losses ariséetw due to changes
In the market interest rate, such gains or lossdisb& offset by the

12



changes in the expenses incurred for continuedifee funds (interest
expenses at the market rate), as long as thegositithe debt cannot be
closed without affecting the business investmehts Ts quite similar to
the case where appreciation of capital facilitiesutaneously raises the
cost of continued use of the facilities (i.e., dagpation costs). If that asset
Is used for operating activities and its disposaiat intended, we do not
increase the carrying amount but instead allod¢etecash flows over the
period of use. It is because it will provide morseful income
information for the forecast of future income arasit flows. This also
applies to the case of a liability. Certainly, Het borrowed fund is
invested in financial assets that can be alwaygadla for repayment of
the debt, the valuations gain as a net margin wdadequivalent to
realized income. On the contrary, if the borrowedd is invested in
operating real assets, the fund to repay the dabieamarket value must
be financed by a new loan. If the debt is simpplaeed by a new debt at
the market interest rate, gain on redemption ofieda at a lower contract
rate will be offset by the increased interest payafter the refinancing.
As clarified in the above discussions, a liabilihat cannot be repaid
without refinancing may be regarded as a part @lirfass investments
rather than financial investments. In this meanuignges in the market
value of such liabilities should be distinguisheaoht realizations of cash
flow.

The logic that such gains should be included itized income because it
could be realized by redemption seems essentiaflyeasonable.
Considering the nature of such investments, it sesppropriate to offset
such gains by the excess of the future interestresgs over the contract
rate. The aforementioned approach of separatingoimensive income
and net income is likely to be a convenient toolil@ome recognition in
such special cases. Gains or losses resulted frark-to-market
valuation of financial instruments, if they cannbe regarded as
realization of cash flows, can be excluded from inebme calculation
and recognized as “other comprehensive income” tlagid transferred to
net income as cash flows are actually realized, @@ called recycling).
Under this approach, “other comprehensive incorme feconciling item
to satisfy the clean surplus, but not a reconcilitm to economic
income, of course. This approach of income recamnis consistent with
the framework of corporate accounting,which calmdathe realized
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iIncome attributable to shareholders (income afégludtion of interest on
debt) in measuring the result of business investsnelbnder this
approach, both the results of business investnaardsthe cost of funds
financing them are recognized in line with real@atof cash flows. If
changes in the market value of liabilities finamgcinusiness investments
were included in realized income, future cash flavegild be recognized
in advance only in cases of the cost of funds. Ty be acceptable if
economic income is to be measured, but, if sopitld/ not be consistent
unless revaluing business assets to recognize texpéaure results of
business investments.

8. Financial instrumentsto fix future cash flows

By the way, even when liabilities financing the imess investments are
subject to a floating rather than a fixed interasé, a similar accounting
Issue may eventually emerge if the floating rateaaverted to a fixed
rate by means of an interest rate swap or otheifasiontracts. Swap
contracts to pay fixed interest in exchange foengng floating interest,
are sometimes called “cash flow hedges”, since tieyge the risk of
fluctuation of the interest payment against expedigure operating
revenue. Unlike hedges against changes in the maddee, there are
many complicated problems about the income recgnadf changes in
the market price 13).

This kind of hedging transaction increases the oslchanges in the
market value of the position, while averting fluations in cash flows. In
this respect, the same transaction can be regarttest as hedging or as
speculation. However, hedging is by nature a tretrmaintended to avert
the risk of fluctuation in the return on investngenthus, the pattern of
hedging depends on whether the relevant returnemssored by changes
in market value or by cash flows. In this casecaigain or loss to be
hedged is the cash flows of interest paymentspp®ence of the interest
rate swap contracts can be measured by the swigpedifials for each
year, instead of measuring changes in the marke¢va

A floating rate debt combined with an interest ratgap contract is, in
effect, exactly the same as a fixed rate debt. 8fbes, in cases where the
gain or loss on a fixed rate debt is recognizedhenbasis of cash flows
instead of changes in market value, income onritexast rate swaps to
avert fluctuation in interest payments would beoggtzed on the cash
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flow basis, in line with realization of the swagdfdrentials. Changes in
the market value in anticipation of the future céslws have nothing to
do with the performance as a hedging transactibnowgh it would be
regarded as performance if the position is consiléo be speculation
14). To assert that an interest rate swap contsacitended to hedge
fluctuations in cash flows is to confirm that thebts on which the
interest rate is fixed by the swap are restriceeddn-financial operating
assets and that the interest (and principal) id pat from cash flowing
from the operating activities. In this case, chanigethe market value of
the debt are not regarded as realization of camhsfl Taking this into
account, the gain or loss on mark-to-market measeme of the interest
rate swap contract is initially included in compeakive income and then
transferred to net income when realized as a swigyanhtial for the year
15). Anyway, the recognition of income should depen the nature or
substance of the investment, not on the extermal fif the asset (that is,
whether it is a financial instrument or not).Finahenstrument of which
valuation gain or loss does not meet the condiéisnmealized income is
not only the debt bound to the business investmasitdescribed above.
One of the largest issues in FASB Statement No.tt#ch addresses
measurement of marketable securities, was a treatofielebt securities
held to maturity. Even in this statement, which adspted mark-to-mark
valuation to a large extent, it has been decidatidbbt securities that the
enterprise intends to hold to maturity without certing into cash should
be measured at amortized cost, because they arsubct to risk of
market value fluctuation due to changes in interssts.

Of course, in cases of debt securities that therpnse intends to sell at
any time, the performance of the investment enticd#dpends on the
indefinite future market price. In such cases, chgent market price is
the most updated information for measuring incor@wever, when the
debt security is held to maturity, the performamtahe investment is
determined by the cash flows of interest paymerdatracted and
redemption. Assuming there would be no default,pia¢ormance of the
investment is fixed at the moment the debt secusityurchased. In this
case, income can be determined by allocating thdracted results
among periods, regardless of uncertain changédseimiarket price. Such
an allocation provides better information about tash flows that are
fixed over the future periods 16). However, everewla decision of
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holding to maturity has been made, the investmeay be considered
still exposed to risk of market value fluctuatioif, the sacrificed
opportunities of profiting from short-term trandaos is seen as a
problem. If such a view should be taken, we wowdglehto measure the
income for each period by the changes in markatevaDn the other
hand, if we take the fact that the enterprise hastad the risk of
fluctuation in market prices and fixed the perfono@ up to maturity as a
given condition, the income for each period woukl ibdependent of
fluctuation in market prices. Earnings informatibased on the inter-
period allocation of fixed cash flows is consideres#ful to investors in
forming expectations, in that the investment pobifyhe management is
communicated to investors 17). As discussed abeven in the case of
financial instruments, the fluctuation in markeicps sometimes may not
be regarded as realization of cash flows. Thalsis tiue for the cases of
hedges of forecasted transactions for which tharenat yet any
recognized position on the balance sheet.

Although the market price is indispensable infoliorafor those financial
instruments, with regard to valuation gains or éss@lifferences between
the market value at beginning and at end of the)ye& need to consider
an approach of recycling them from comprehensigenme to net income
when realized. Again, the critical factor is noe tbxternal form of the
financial instruments, but the nature of the tratisas that have
generated the position 18).

9. Conclusion

This paper has reviewed the accounting standard€ecoing asset
valuation in light of consistency with the objee&tiwf accounting and
concept of income to be measured. | have discubgedsue of selection
of standards on asset valuation and income redognitelying upon
consistency of concepts and logic. Therefore, iseudsion here is not
intended for uniformity of the valuation basis, ssen in so-called
historical cost accounting or fair value accountingleasurement
attributes such as market price or historical emstno more than means
for achieving accounting objectives. Uniformity mfeans makes sense
only when the objective requires it. A mere glaratedifferences in
measurement between physical assets and finarssatsademonstrates
that different attributes are compatible withiniagée accounting model.
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The important thing is not the uniformity of onerpaular measurement
attribute but rather a consistent application aidamental concept of
Income or earnings.

Notes

1) In recent controversy, a mixed attribute appnobas been criticized
and it has been asserted that a single accountiaiglnshould admit only

one measurement attribute. However, such a views da# have a

sufficient theoretical ground. This paper is intethdo demonstrate that
more than one measurement attributes can consgyste@xist in a single

accounting model.

2) FASB [1978] and FASB [1984].

3) It would be more accurate to say that the gobbdnithe present assets
Is no less than the goodwill on alternative asd#tsen the rate of return
of any alternative investment opportunity is léssnt or equal to the cost
of capital, the condition for continued use of gresent assets is that the
goodwill on them be non-negative.

4) Saito [1993] and [1995] for details. Such clasation between
physical business assets and financial assetsaosusked as the premise
for the EBO (Edwards-Bell-Ohlson) model. See Feith& Ohlson
[1995] and Ohlson [1995].

5) See FASB [1984].

6) See AIA [1952], p. 13 ff.

7) Anchor of income determination is cash flows.cé&mition and
measurement of assets and liabilities provide &uljdmut not necessarily
a unique way for inter-period allocation of opeangtcash flows.

8) See FASB [1978]. This kind of information is fitddo an investor as
so-called “pre-decision information” that the int@suses in making
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his/her decision. On the other hand, so-calledt-desision information”
Is related to ex post measurement of the measwsed i a contract
between investors and managers, for the purposexetuting the
contract. See Beaver & Demski [1979].

9) See FASB [1980].

10) Barth [1994] investigates the value relevantcdisclosed fair value
estimates of banks’ investment securities and #g@&sigains and losses
in the light of effects on their share prices. $bacluded that fair value
estimates provided significant explanatory powerlevfair value gains
and losses did not.

11) If so, there would be an idea that disclosdrsm@ome be limited to
business investments and as for financial investsnenly their market
value (without gains or losses) be disclosed. & thle of accounting
information could be limited to investors’ assesstra corporate value,
such idea would be sufficiently persuasive. Incameognition of the
changes in market value of financial assets mayableyproduct of
consistent application of the concept of realizembme.

12) The following remarks criticize the gist of I&E.997].

13) When hedging is intended as protection agaihahges in market
value, the gains and losses both from the hedgad dnd from the
interest rate swap contract (the hedging tool) khba recognized at fair
market value. A position to hedge the return ofcspsion is also a
speculation.

14) In this case, the changes in the market vaidleeointerest rate swap
contract are basically the same as the fluctuadiothe market value of
the synthetic position, including the floating rdebts.When only interest
rate risk is considered, the market value of thatihg rate debts does not
fluctuate.

15) Focusing on the net income, this can be redaadea deferral hedge
approach. If the fluctuation of cash flows is hetigastead of the market
value, then mark-to-market hedge accounting isappticable.

16) The holding of fixed rate debts to maturity daen regarded as the
prototype of cash flow hedging.Needless to sayawlefisk (credit risk)
should be addressed separately, e.g., by proviftingeserves against
potential future credit losses.

17) What is important is not whether managers ohteensell or not, but
the nature of the investment generating the exgeateformance. Even
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in the case of financial instruments, if the anmaakipt and payment of
accrued interest and differences on swap contraces expected,
fluctuation in market value may not be regardedeadization of cash
flow in measuring corporate income.

18) Two different things should never be confustéey valuation of
business firm by investors and the balance shégattan by managers to
provide investors with pertinent information. Inettomplete markets,
there is no difference between them, but in thasecaccounting
information would no longer be needed. See Beal@81], Chapters 3
and 4, for a detailed discussion.
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