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EXECUTIVE SllMMARY 

INFLATION ACCOUNTING FOR AUSTRALIAN PUBLIC ENTERPRISES - ECONOMIC RATIONALE 

AND FINANCIAL IMPLICATIONS (With Reference To The Melbourne And 
Metropolitan Board of Works) 

Since 1982 Victor ia 's  (Labour) Government has implemented several s ignif icant  
reforms f o r  the s t a t e ' s  major public enterprises.  Public enterprises i n  
Victoria are  required t o  aim a t  a 4 per cent r ea l  rate of return on the current 
value of t o t a l  asse ts  and pay dividends of up t o  5 per cent on the 'equity' the 
community is  deemed t o  have i n  each public enterprise.  These reforms are  
appraised i n  Xavier (1986b). 

Beginning with t h e i r  Annual Reports f o r  1985-86, the s t a t e ' s  major public 
enterprises a re  a l so  required to  present, i n  addition t o  conventional 
h i s to r i ca l  cost accounts, supplementary f inancial  statements designed t o  
measure the r a t e  of return on assets and the r ea l  return t o  shareholders i . e .  
the return on equity. These supplementary f inancial  statements const i tute  the 
so-called Rate-of-Return (RRR) Reporting accounts which is a version of 
inf la t ion  o r  Current Cost Accounting (CCA). 

In h i s  foreword t o  the MMBW's Annual Report f o r  1985-86, the Board's chairman 
Mr.R.D. Marginson, made a c a l l  f o r  wider discussion of the s ignif icant  changes 
i n  accounting policy which were being implemented. This paper is a response to  
t h i s  c a l l .  

Section 1 of the paper introduces the topic. Since the genesis of the RRR 
Reporting version of inf la t ion  accounting is the Victorian Government's policy 
tha t  major public enterprises  target  t o  earn a r ea l  ( inf la t ion  adjusted) ra te  
of return of 4 per cent and pay dividends of up t o  5 per cent of equity, 
sections 2 and 3 discuss these issues. The major conclusions drawn from these 
sections a re  presented below. 

(i) The Required Rate of Return (RRR) 

. In  principle the imposition of a RRR fo r  public enterprises is 
jus t i f iab le  on economic and f inancial  grounds. I n  short ,  i n  the 
in t e res t s  of an e f f i c i en t  a l locat ion of resources, investments by 
public enterprises  should be required t o  earn a t  least a return 
comparable t o  t h e i r  opportunity cost (what they would be able t o  earn 
i n  the i r  best  a l ternat ive use) .  

. Moreover, a RRR goes some way i n  providing a surrogate for  the 
discipl ine of a p ro f i t  requirement i n  containing costs. It is true 
tha t  many public enterprises face pr ice i n e l a s t i c  demand schedules - a t  
l eas t  f o r  some services - s o  t h a t  cost increases can be eas i ly  passed 
on i n  higher prices.  Nonetheless, where there a re  constraints on the 
a b i l i t y  of public enterprises t o  increase t h e i r  pr ices  - such as 
consumer resis tance o r  a government policy guideline tha t  pr ice  
increases be l e s s  than the r a t e  of inf la t ion ,  as currently ex i s t s  i n  
Victoria - pressures t o  contain costs  w i l l  ex is t .  

. However, there a re  several questionable aspects concerning the use of a 
prescribed RRR. Firs t ly ,  the RRR should not be regarded as  a 
'principal performance cr i te r ion '  since t h i s  would be t o  claim o r  
expect f a r  too much of it. Other potent ial  sources and incentives of 
improved performance fo r  public enterprises  need t o  be ident i f ied,  
implemented and monitored. 



. Secondly, economic pr inciples  advocate t h a t  the RRR on marginal 
investments r e f l e c t  opportunity costs.  An RRR such as the Victorian 
Government's prescribed RRR of 4 per cent,  is an average o r  overa l l  RRR 
on a public en te rpr i ses  t o t a l  asse t s .  These a s se t s  a r e  a r e s u l t  of 
h i s t o r i c a l  investment decisions, some of which might be considered t o  
be 'sunk cos t s '  and not included i n  the estimation of the  RRR. (The 
'replacement cos t '  value approach t o  the estimation of t o t a l  a s se t s ,  
the  Victorian Government has prescribed t h a t  the  public en te rpr i ses  
use, does t r y  t o  take sunk cos t s  i n t o  account. However, the  focus 
remains on average, overal l ,  re turns  ra ther  than marginal re tu rns ) .  

. Thirdly,  i t  should be recognised t ha t  an RRR estimated i n  accounting 
terms is unl ikely  t o  r e f l e c t  economic r a t e s  of re turn and hence w i l l  
no t  provide a useful  indicator  of the  degree of e f f i c i e n t  and e f fec t ive  
use of resources by a public enterpr ise .  

. Fourthly, a uniform RRR applied t o  a l l  public en te rpr i ses  is not 
prescribed by economic theory nor by the observation t ha t  r a t e s  of 
re turn  vary widely among pr iva te  and public sec tor  enterpr ises .  One 
must guard against  the danger, though, t ha t  the  prospect of 
r a t i ona l i s i ng  a lower RRR f o r  a par t i cu la r  public en te rpr i se  could 
provide a cloak behind which ineff ic iencies  of various types, as w e l l  
as soc i a l  and p o l i t i c a l  pursui ts ,  might readi ly  pro l i fe ra te .  This 
concern suggests t h a t  where public enterpr ises  a r e  required t o  
undertake soc i a l  obligations,  exp l i c i t  subsidies should be paid. I f  
t he  Government is unable t o  implement d i r ec t  subsidies ( f o r  reasons of 
overa l l  budgetary demands) then, a t  a minimum, the  impl ic i t  subsidy 
element should be revealed i n  the  annual repor ts  of the  public 
en te rpr i ses .  This would enhance the  a b i l i t y  of Parliament and the  
publ ic  t o  r e a l i s t i c a l l y  assess the  performance of such enterpr ises  and 
t o  i den t i fy  cos t s  and benef i ts  borne by, o r  provided to ,  sect ions  of 
t he  community. 

. Fina l ly ,  i n  p r ac t i ce  it is d i f f i c u l t  t o  iden t i fy  the  appropriate FiRR 
f o r  public enterpr ises .  The RRR of 4 per cent prescribed by the  
Victorian Government, which was determined by the  'weighted average 
cos t  of c a p i t a l  approach', cannot be demonstrated t o  be correct  o r  
super ior  on uncontentious theore t ica l  grounds. A (lower) r a t e  based on 
the  Social  Time Preference Rate approach, o r  a (higher) r a t e  based on 
the  Social  Opportunity Cost of Capital  approach, seems equally 
tenable. This recognition i d e n t i f i e s  the prescribed FiRR of 4 per  cent 
t o  be determined as a matter of government policy which, while 
per fec t ly  va l i d  on t h i s  basis ,  should not be considered t o  be 
prescribed,  unambiguously, by economic principles.  Nevertheless, it is 
concluded t h a t  when the  r ea l  r a t e s  of return earned by pr iva te  
en te rpr i ses  are considered, a r a t e  of 4 per cent f o r  public en te rpr i ses  
seems, f o r  the  present,  more reasonable than the  r a t e  of 10 per cent 
which is sometimes suggested a s  an appropriate t a rge t .  

(ii) Dividend Requirements 

. The legitimacy of requiring dividends from public enterpr ises  i s  open 
t o  some dispute ,  i n  par t i cu la r  because the def in i t ion  of equity seems 
unclear i n  the  case of public (by comparison with pr iva te )  enterpr ises .  
Nevertheless, the  requirement t o  pay dividends is qu i t e  defensible a s  a 
matter  of government policy judgement pertaining t o  the  d i s t r ibu t ion  of 
public en t e rp r i s e  earnings. 



. Since dividend payments required of a public en te rpr i se  w i l l  a f f ec t  its 
borrowing and subsequent debt servic ing requirement, they a r e  l i ke ly  
( i n  the  medium term, a t  l e a s t )  t o  a f f e c t  the  l e v e l  of p r ices  charged by 
a public enterpr ise .  

. Economic theory seems of l imited ass is tance i n  ident i fying the  correct  
l eve l  of dividend payments f o r  public en te rpr i ses .  Hence a doctr inaire  
o r  s impl i s t i c  view tha t  t he  l eve l  of dividend payments should be guided 
primarily by a predetermined r a t e  (e.g.  the  Victorian Government's "up 
t o  5 per  cent would be unwarranted. This seems pa r t i cu l a r ly  so  since 
the  5 per  cent  f igure  was determined on the  bas i s  of an a r b i t r a r i l y  
chosen r i s k  premium of 2 per  cent added on t o  a questionable estimate 
of 3 per  cent f o r  the  long t e r m  cost  of deb t ) .  

. Rather, the  extent  of PAD payments from individual  public enterpr ises  
should depend, among other  things,  on the  pa r t i cu l a r  circumstances 
faced by a public en te rpr i se  including the  requirement t o  r e t a i n  
earnings t o  finance a planned investment program, t o  improve a 
cash-flow posi t ion,  the expected re turn on equi ty  both i n  the  shor t  and 
longer term, the  leve l  of accumulated p r o f i t s ,  t he  ac tua l  and desired 
debt: equity r a t i o ,  the cons t ra in t s  on borrowing and s o  on. 

Section 4 discusses the  economic ra t iona le  of In f l a t i on  Accounting (which RRR 
Reporting is a version o f )  and concludes t h a t  it i s  i n  pr inc ip le  persuasive. 
Essent ia l ly ,  it has long been recognised t h a t  pa r t i cu l a r ly  when in f l a t i on  is  
s ign i f i can t ,  a s se t s  drawn up on h i s t o r i c a l  cos t  conventions a r e  misleading. 
Balance sheet  f igures  of o r ig ina l  cos t  do not represent  t he  value of asse t s  t o  
the  business, p r o f i t  and f inancial  trends a r e  misrepresented. I f  accounts are  
t o  show resource use and economic performance they must allow f o r  general 
i n f l a t i o n ,  f o r  f luctuat ions  i n  spec i f i c  p r ices  and cos t s ,  and f o r  technical  
progress r e su l t i ng  i n  changes i n  the  value of c a p i t a l  equipment. Moreover we 
f ind  the argument t h a t  In f la t ion  Accounting is espec ia l ly  important f o r  public 
en te rpr i ses  (Byatt,  1986) t o  be persuasive because of t he  

. r e l a t i ve ly  grea te r  cap i ta l iza t ion  and generally longer a s se t  l i v e s  of such 
enterpr ises  

. absence of a share market assessment of the  performance of a public 
en te rpr i se  and market d i sc ip l ine  i n  enforcing e f f ic iency  i n  resource use, 
i n f l a t i o n  adjusted information presented i n  t he  accounts of a public 
en te rpr i se  becomes par t icu la r ly  useful  f o r  judging eff ic iency.  

But whilst  w e  f i nd  the  case fo r  i n f l a t i o n  accounting, i n  p r inc ip le ,  t o  be 
persuasive, w e  have reservations about the  Victorian Government's RRR Reporting 
approach t o  such accounting. 

Section 5 ou t l ines  the  charac te r i s t i cs  of a l t e rna t ive  CCA systems and the  
f ac to r s  considered relevant i n  determining the  appropriate approach f o r  public 
enterpr ises .  It is noted tha t  the  s t a t e d  c a p i t a l  maintenance concept 
underlying RTLR Reporting is  inconsis tent  with the  methodology which i t  employs. 
This observation is c ruc i a l  i n  leading us  t o  consider, and e s t ab l i sh  t ha t ,  the 
use of a l t e rna t ive  CCA systems w i l l  r epor t  a very d i f f e r e n t  Return on Equity 
p r o f i t  f igure  than t h a t  arrived at  under RRR Reporting. This is important 
s ince  the  Return on Equity is  a key measure of performance and provides a 
measure of the  maximum dividend paying capacity of t he  en te rpr i se .  



Section 6 provides a comparative evaluation of the WW1s pro f i t ab i l i t y  i n  
1985/86 under RRR Reporting and a l te rna t ive  CCA systems. The major differences 
between these competing systems a r e  with respect t o  the cap i t a l  maintenance 
concept employed and the  measurement of the purchasing power holding gains on 
the "loan cap i ta l "  used t o  finance an enterpr ise 's  ne t  operating assets .  Of 
pa r t i cu l a r  i n t e r e s t  are those CCA systems which, l i k e  RRR Reporting, adopt a 
proprie tary approach t o  the  cap i t a l  maintenance concept. Line 13 of Table I X  
shows t h a t  the key Return on Equity p r o f i t  r e su l t s  under these systems vary 
from a maximum $ll2.7m under RRR Reporting, down t o  a minimum of $ll.7m f o r  the 
Real CCA system and a middle of the  range $55.4m under the CCAl method. The 
CCAl  method adopts an operating capabi l i ty  cap i ta l  maintenance concept 
consis tent  with a proprietary approach t o  cap i te l  maintenance, whereas the Real 
CCA system adopts a real f inancial  equity approach consistent with the  basis  
and s t a t e d  in ten t ions  of the approach taken by the Victorian Department of 
Management and Budget. The r e l a t i ve  p r o f i t  performance of these CCA 
a l t e rna t ives  under d i f f e r en t  general and specif ic  pr ice  le17el scenarios 
ind ica tes  t ha t  when a s s e t  spec i f ic  p r ice  leve ls  r i s e  a t  a slower r a t e  than the 
general p r ice  l e v e l  ( a s  measured by the Consumer Pr ice  Index) the  RRR Reporting 
system r e s u l t s  i n  a higher Return on Equity than the CCAl method which i n  turn 
repor t s  a higher r e s u l t  than the R e a l  CCA method. This scenario is consistent 
with the  s i t ua t ion  faced by the M M B W  during the 1985/86 f inancial  year. 

Section 7 reviews the  f inancial  impacts of Public Authority Dividend pol ic ies  
based on Rate of Return Reporting i n  the l i g h t  of the  Victorian Government's 
c r i t e r i a  f o r  dividend determination (as ar t iculated by the DMB) and the 
f inanc ia l  circumstances confronting the MMBW. In  reviewing the MMBW1s 
f inanc ia l  circumstances, consideration has been given t o  its external financing 
cons t ra in t s ,  c a p i t a l  s t ruc ture  and debt servicing a b i l i t y  as compared with the 
p r iva t e  sec tor ,  t he  l e v e l  of in te rna l  funding of cap i ta l  expenditure, and its 
prospects f o r  increases  i n  in te rna l  funding. Analysis of PAD policy shows a 
s t ead i ly  increasing dividend payout f o r  the M h B W  which r a i s e s  the question of 
whether i t  i s  the  budgetary pressures faced by the Victorian Government ra ther  
than the  MMBW1s investment and financing needs which dominates the 
determination of dividend levels .  Since RRR Reporting overstates the  Return on 
Equity of the MMBW, thereby overstating its capacity t o  pay dividends, a 
continuation of t he  present reporting and dividend pol ic ies  w i l l  lead t o  the 
erosion of the MMBW1s public equity base and an increase i n  its debt t o  equity 
r a t i o .  It is fu r the r  noted tha t  RRR Reporting ta rge t  r a t e s  of re turn may be 
incompatible with t he  pr ic ing and borrowing constraints imposed upon the  MMBW. 

The major conclusions drawn from sect ions  5,  6 and 7 are a s  follows: 

. There a r e  competing CCA systems which can be d i f fe ren t ia ted  by t h e i r  
choice of a c a p i t a l  maintenance concept necessary t o  dist inguish p r o f i t  
from cap i t a l .  Two broad approaches t o  cap i ta l  maintenance are  the  
"entity1' approach, which r e f l e c t s  the p ro f i t  available f o r  d i s t r ibu t ion  
a f t e r  maintaining i n t a c t  the operating capabil i ty of the  enterpr ise ,  and 
the  "proprietary" (equity) approach, which r e f l ec t s  the  p r o f i t s  available 
f o r  d i s t r i bu t ion  a f t e r  maintaining i n t a c t  the equity of the  proprietors 
under one of a var ie ty  of possible approaches. We conclude tha t  
information provided on the bas i s  of both approaches is relevant f o r  the 
d i f f e r en t  purposes of the various users of an en te rpr i se ' s  f inancial  
accounts. 

. We conclude t h a t  a "proprietary" approach t o  cap i t a l  maintenance is 
appropriate f o r  the  purpose of measuring the Return on Equity. Of the 
th ree  proprie tary approaches reviewed we find the CCAl  and Real CCA 
systems preferable ,  with the choice between them dependent upon which 
c a p i t a l  maintenance concept is considered appropriate. 



. We conclude t h a t  the  RRR Reporting method of determining the  Return on 
Equity is in t e rna l ly  inconsistent .  This is because it requires  t h a t  the 
current  cost  restatements of non-monetary a s se t s  be taken d i r e c t l y  t o  the 
Current Cost Reserve account. This treatment is not  consis tent  with its 
"f inancial  equity" cap i t a l  maintenance conceptual b a s i s  which, as i t  is 
expressed i n  nominal terms only, would require such current cos t  
restatements t o  be taken d i r ec t l y  t o  the  P ro f i t  and Loss Account. The RRR 
Reporting method's prescribed treatment of these current  cost  adjustments 
i s  more consis tent  with the "operating capabil i ty" c a p i t a l  maintenance 
conceptual basis .  However, the  RRR Reporting method's computation of 
purchasing power gains on monetary l i a b i l i t i e s  by reference t o  general 
p r i ce  leve l  movements is  inconsis tent  with t h i s  c a p i t a l  maintenance 
concept, which requires the  measurement of such purchasing power gains by 
reference t o  spec i f i c  pr ive  l eve l  movements. 

. We demonstrate t h a t  the Return on Equity p r o f i t  va r i e s  widely among the 
proprietary approaches reviewed. The choice between the  CCAl and Real CCA 
methods is one of ascertaining whether it is more appropriate t o  maintain 
i n t a c t  the  operating capabi l i ty  of t h a t  pa r t  of t he  n e t  operating assets 
of the en te rpr i se  provided by i ts  owners (CCAl), o r  t o  maintain i n t a c t  the 
r e a l  f inanc ia l  equity of the  en te rpr i se  (Real CCA). The latter approach 
is consistent  with the s ta ted  intent ions  of the Dm. 

. Where a l l  p r ices  a r e  r i s i n g  but a s se t  spec i f ic  p r i c e s  a r e  r i s i n g  a t  a 
slower r a t e  than the  general p r ice  l eve l  the rank order  of p r o f i t ,  i n  
terms of magnitude, w i l l  usually be: 

1. RRR Reporting 
2. CCAl  
3.  Real CCA 

. Conversely, when a s se t  spec i f ic  p r ices  a r e  r i s i n g  f a s t e r  than the general 
l eve l  of p r ices  the  rank order w i l l  become: 

1. Real CCA 
2. CCAl 
3. RRR Reporting 

. The misclass i f icat ion of the  "Contributions t o  Capi ta l  Works Reserve" a s  a 
deferred l i a b i l i t y  and, consequentially, a s  a monetary l i a b i l i t y  has led 
t o  an overstatement of the  Return on Equity under RRR Reporting of $19.4111 
($ll.gm overstatement under CCAl method). 

. Notwithstanding the  external  borrowing constra ints  faced by the  MMBW its 
dependence on debt,  r e l a t i ve  t o  equi ty ,  has increased i n  both conventional 
h i s t o r i c a l  cost  and RRR Reporting terms. 

. I n  recent years,  the  debt servic ing a b i l i t y  of the  MMBW as measured by 
nominal finance charges a s  a proportion of both Operating Revenue and 
Earnings Before In t e r e s t  has shown a marked de te r io ra t ion .  Although the  
s i t ua t i on  is not a s  d r a s t i c  with respect  t o  r e a l  f inance charges, it is 
noted t ha t  the  holding gains on debt which decrease t h e  r e a l  finance 
charges a r e  not represented by cash flows. 

. Although the appropriate l eve l  of i n t e rna l  funding of c a p i t a l  expenditure 
f o r  public en te rpr i ses  is debateable, the  MMBWts i n t e r n a l  funding r a t i o  
has declined sharply and is low by any standards. 



The MM13Wts l eve l  of PAD has been s tead i ly  increasing i n  s p i t e  of the 
deter iorat ion i n  its debt t o  equity r a t i o ,  debt servicing a b i l i t y ,  
i n t e rna l  funding r a t i o  and i n a b i l i t y  t o  achieve the  ta rge t  re turn of 4%. 
This suggests t h a t  the  growing budgetary stringency faced by the Victorian 
Government, r a the r  than the MMBWts investment and financing needs, may 
w e l l  be the  more dominant fac tor  i n  the determination of PADS. I n  the 
long term t h i s  could threaten the f inancial  i n t eg r i t y  of the MMBW and the 
other  Victorian publ ic  enterprises.  



INFLATION ACCOUNTING FOR AUSTRALIAN PUBLIC ENTERPRISES - ECONOMIC RATIONALE 

AND FINANCIAL IMPLICATIONS (With Reference To The Melbourne And 
Metropolitan Board of Works) 

INTRODUCTION 

Since 1982 Vic tor ia ' s  (Labour) Government has implemented several  s i gn i f i can t  
reforms f o r  the  state's major public enterpr ises .  Public en te rpr i ses  i n  
Victor ia  a re  required t o  aim a t  a 4 per cent r e a l  rate of re turn  on the  current 
value of t o t a l  a s se t s  and pay dividends of up t o  5 per  cent on t he  'equi ty '  the 
community is  deemed t o  have i n  each public enterpr ise .  These reforms a r e  
appraised i n  Xavier (1986b). Beginning with t h e i r  Annual Reports f o r  1985-86, 
the  s t a t e ' s  major public enterpr ises ,  which include 

. The Melbourne Metropolitan Board of Works (MMBW) 

. The S t a t e  E lec t r i c i t y  Commission of Victoria (SECV) 

. The Port  of Melbourne Authority (PMA) 

. The Gas and Fuel Corporation of Victoria (GFCV) 

. The Grain Elevators Board (GEB), 

are  a l s o  required t o  present,  i n  addit ion t o  conventional h i s t o r i c a l  cos t  
accounts, supplementary f inancial  statements designed t o  measure t he  r e a l  r a t e  
of r e tu rn  on a s se t s  and the r ea l  re turn t o  shareholders i.e. the  re turn  on 
equity.  These supplementary f inancial  statements cons t i t u t e  the  so-called 
Rate-of-Return (RRR) Reporting accounts which is a version of Current Cost 
(CCA), o r  In f la t ion ,  Accounting (CCA). 

The requirement t h a t  public enterpr ises  use a version CCA has renewed debate i n  
an a rea  which has an extensive his tory of controversy and indecision.  I n  
addi t ion,  the Victorian Government's RRR Reporting pr inc ip les ,  compiled by the 
Victorian Department of Management and Budget (Dm), contains major differences 
from a l t e rna t ive  CCA systems including the Australian accounting profess ion 's  
Statement of Accounting Pract ice  No.1 (SAP I ) ,  pa r t i cu l a r ly  with respect  t o  the 
treatment of "holding gains" on borrowings. The use of RRR Reporting has very 
s ign i f i can t  f inanc ia l  implications f o r  public en te rpr i ses ,  not j u s t  i n  Victoria 
but elsewhere i n  Austra l ia  as: 

"The Government i s  confident t h a t  its lead i n  t h i s  matter w i l l  encourage 
g rea t e r  use of current cost-based accounting i n  t h i s  S t a t e  and across 
Australia" (DMB, 1986b P .25) 

This makes it a l l  the  more important t h a t  the Victorian Government's CCA based 
accounting reforms be closely examined. Surprisingly,  (and, disappointingly,)  
however, outside o f f i c i a l  discussions, there  has thus f a r  been l i t t l e  
independent analysis  of the  s ign i f ican t  changes i n  accounting pol icy which are  
being implemented. Indeed, i n  h i s  foreword to  the MMBW's Annual Report f o r  
1985-86, the  Board's chairman Mr.R.D. Marginson, made a c a l l  f o r  such wider 
discussion: 



"In my view, there  is need f o r  a wider discussion of the accounting 
pr inciples  t o  be followed i n  achieving the common objective of f u l l  and 
frank disclosure  of the  operations of bodies such as the Board, t ha t  
combine the need t o  achieve eff ic iency and effectiveness over a long period 
and a re turn on invested funds, with an overriding duty t o  the heal th  of 
the  community i n  the  provision of water supply, sewerage and drainage 
services."  

M r .  Marginson's view t h a t  a wider discussion of RRR Reporting is needed is 
cer ta in ly  well founded. Indeed, even DMB which compiled the RRR reporting 
pr inciples ,  

' I . . .  acknowledged t h a t  t h i s  is an area of accounting and reporting i n  which 
there  a r e  no generally accepted standards i n  Australia. Accordingly i t  is 
expected tha t ,  a f t e r  fur ther  research and consideration of experience 
gained, the  content and presentation of the statement w i l l  be improved. In 
t h i s  regard the views of users of the  f inancial  information w i l l  be 
carefu l ly  considered. " (DMB , 1986b, p .24) 

This paper is  a response t o  the c a l l  f o r  wider discussion of the RRR Reporting 
pr inciples  and t h e i r  f inanc ia l  implications. Such a paper is  par t icu la r ly  
timely s ince New South Wales and other  s t a t e s  and the Commonwealth Government 
a r e  reportedly considering whether t o  implement s imilar  reforms and 
requirements f o r  t h e i r  public enterpr ises .  A review and assessment of the 
Victorian policy and its e f f e c t s  w i l l  no doubt be a valuable input t o  t h i s  
consideration. 

I n  t h i s  paper pa r t i cu l a r  reference is made t o  the f inancial  impacts of RRR 
Reporting and dividend po l i c i e s  on the MMBW. This is par t ly  because the 
f inanc ia l  impact on the SECV has been discussed elsewhere (see Xavier [1986b], 
Skeel [1987]) and pa r t l y  because there  are signs t ha t  the impact on the M M B W  
could be par t icu la r ly  concerning. 

It should be noted a t  t he  ou tse t  t h a t  t h i s  paper does not dwell on the 
measurement problems of moving from h i s to r i ca l  cost  accounting t o  RRR 
accounting. These measurement problems are discussed extensively i n  the  
l i t e r a t u r e ,  most recent ly  i n  DMB (1986a. 1986b) Byatt (1986) and Wright 
(1986). Instead t h i s  paper i s  concerned more with examining the economic 
ra t iona le  and pr inc ip les  underlying RRR Reporting and the f inancial  e f f ec t s  of 
dividend payments based on such an accounting method. 

The paper has the  following plan. Section 1 introduces the topic. Since the 
genesis of RRR Reporting is the r a t e  of re turn and public authority dividend 
requirements, these a r e  the  subjects  of Sections 2 and 3.  Thus Section 2 
provides a br ie f  discussion of the Victorian Government's policy tha t  public 
en te rpr i ses  t a rge t  t o  earn a r a t e  of re turn of 4 per cent ( r e a l ) .  Section 3 
discusses the requirement t o  pay Public Authority Dividends of up t o  5 per  cent 
of public equity. Then sect ion 4 examines the economic ra t ionale  of Inf la t ion  
Accounting f o r  public en te rpr i ses  (s ince RRR Reporting i s  a version of 
In f l a t i on  Accounting). Section 5 examines the d i f fe ren t  approaches t o  Current 
Cost ( Inf la t ion)  Accounting. Section 6 provides a comparative evaluation of 
the  MMBW's p r o f i t a b i l i t y  i n  1985/86 under RRR Reporting and a l te rna t ive  CCA 
systems. Then sect ion 7 discusses the  f inancial  implications of the Victorian 
Government's Public Authority Dividend policy and pract ices  (based on RRR 
Reporting pr inciples)  with pa r t i cu l a r  reference t o  the MMBW. Finally,  section 
8 presents the conclusions of the paper. 



2 ( i )  THE REQUIRED REAL RATE OF RETURN OF 4 PER CENT 
The Victorian Government announced i n  the S t a t e ' s  1982/83 Budget t h a t  public 
en te rpr i ses  would be required t o  p r i ce  t h e i r  goods and se rv ices  s o  as t o  meet a 
r e a l  rate of re turn  requirement (RRR) on t o t a l  a s se t s  employed of 4 pe r  cent.  
The r a t i ona l e  f o r  t h i s  policy was re i te ra ted  by the Government's Information 
Paper on Energy Pr ic ing  1985-86: 

"The pr inc ipa l  performance c r i t e r i on  established f o r  public au tho r i t i e s  
such as the  SECV (Sta te  E lec t r ic i ty  Commission of Victor ia)  and the  GFCV 
(Gas and Fuel Corporation of Victoria)  is a ta rge t  r a t e  of re turn  on 
asse t s .  The au tho r i t i e s  a re  required t o  manage t h e i r  i n t e rna l  cos t s  and 
set pr ices  t o  achieve a 4 per cent r e a l  r a t e  of re turn on the  wr i t t en  down 
cur ren t  replacement cost  of a s se t s  i n  service. The r a t e  of 4 per  cent has 
been set by the  Government t o  r e f l e c t  the  long run r e a l  r a t e  of r e tu rn  
a t t a inab l e  elsewhere i n  the economy and the minimum return required by the 
suppl ie rs  of investment funds. I f  lower r a t e s  of re turn a r e  achieved i n  
t he  energy sec to r ,  the  r e su l t  would be a misallocation of resources. 
Public au tho r i t i e s  a r e  required t o  recover a l l  operating cos t s  and cap i t a l  
c o s t s  and the  r e a l  r a t e  of re turn is a component of the  cap i t a l  cos t s  of 
t h e  public au thor i ty ' s  operations. This means t h a t  public au tho r i t i e s  
performing commercial-type functions should achieve t he  same l eve l  of 
e f f ic iency  expected of private sec tor  organisations. 

The r a t e  of re turn  policy ensures t h a t  pr ices  and investment w i l l  be set 
according t o  the  overal l  return generated, thus contributing t o  long term 
p r i c e  s t a b i l i t y .  It also gives f l e x i b i l i t y  t o  the  u t i l i t i e s  i n  lowering 
the  cos t  of f inance,  consistent with the borrowing l i m i t s  of S t a t e  and 
Commonwealth Governments. Moreover it avoids prices being set t o  achieve a 
f ixed  l eve l  of i n t e rna l  funding f o r  cap i ta l  expenditure, and thus prevents 
l a r g e  changes i n  pr ices  due t o  changes i n  investment" (p 11). 

How was t he  r a t e  of 4 per  cent arrived a t ?  

The Weighted Average Cost of Capital Approach. A Government document 
(Department of Management and Budget, 1984) discloses t h a t  the  reasoning used 
was based on the "weighted average cos t  of cap i ta l  approach". ~ v i d e n t 1 ~ - t h e  4 
per  cen t  RRR was derived from estimates of the long term cos t s  of debt and 
equi ty  t o  the  public sec tor ,  weighted by the extent t o  which these forms of 
f inance (i .e.  debt and equity) a re  u t i l i z e d  by public en te rpr i ses  ( t he  
debt:equity r a t i o ) .  To determine the  long term cos t  of debt t o  Vic tor ia ' s  
public en te rpr i ses ,"  ... research w a s  undertaken as p a r t  of s tud ies  conducted 
with t he  SECV and the  Melbourne and Metropolitan Board of Works. These s tud ies  
involved time series analysis spanning more than 100 years t o  derive da t a  on 
i n t e r e s t  r a t e s  and i n f l a t i o n  so a s  t o  determine the  r e a l  i n t e r e s t  r a t e s  on the  
debt of these au thor i t i es .  The long term average of these r e a l  r a t e s ,  whi ls t  
sub jec t  t o  shor t  t e r m  f luctuations,  was found t o  be around 3%. While 
acknowledging tha t  at any par t icu la r  point  i n  time i t  is l i k e l y  t h a t  the  r e a l  
i n t e r e s t  r a t e  would d i f f e r  from t h i s  3 per  cent,  it w a s  considered t h a t  t h i s  
r a t e  r e f l e c t s  the  long term average of the  cost  of debt which investors  i n  
these au tho r i t i e s  would impute i n t o  t h e i r  investment decisions as expectations 
of t he  long term return."  (Department of Management and Budget, El9841 p 42) 



Cost of Equity of 5 per  cent. The cos t  of Government equi ty  i n  public 
en te rpr i ses  was determined a s  follows. F i r s t l y ,  the  equity t ha t  the  Governemnt 
holds i n  a public en te rpr i se  was estimated t o  be t h a t  p a r t  of the current  value 
of an individual publ ic  en te rpr i se ' s  a s se t s  which is  not financed by its 
l i a b i l i t i e s .  It is acknowledged t h a t  the  determination of the  cost  of t h i s  
equity lacks  the  quant i f icat ion and c l a r i f i c a t i o n  of a market ra te .  
Nevertheless, t h i s  cos t  of equity is considered t o  be derivable "... from the 
adaption of p r iva te  sec tor  pr inciples  t o  the  public sector."  These pr inciples  
o r  cha rac t e r i s t i c s  of c a p i t a l  funding w e r e  deemed t o  include the  following 
considerations: 

(i) t h a t  the  cos t  of equity is  g rea t e r  than the  cos t  of debt s ince equity is 
lega l ly  subordinate t o  debt;  

(ii) t h a t  a premium above debt is appropriate t o  r e f l e c t  t h i s  g rea te r  r i sk ;  
and 

(iii) t h a t  fo r  publ ic  en te rpr i ses  t h i s  r i s k  premium w i l l  be a t  the  lower end 
of the  spectrum. 

Taking these considerations i n t o  account, a r i sk  premium of around 2 per  cent 
was estimated t o  be appropriate, hence determining the r e a l  cost  of equity t o  
be 5 per  cent.  (This est imate of 5 per  cent underlies the  Public Authority 
Dividend the  Victorian Government requires  public en te rpr i ses  t o  pay on what 
it considers t o  be its equity investment i n  these en te rpr i ses ) .  To 
recap i tu la te ,  the  cos t  of debt was determined t o  be 3 per cent and the  cost  of 
equity 5 per  cent.  I n  determining the  weighted average cos t  of cap i t a l ,  a 
debt:equity r a t i o  of 50:50 o r  1:l w a s  adopted. This r a t i o  implied a real cost  
of c a p i t a l  of 4 per  cent  which cons t i tu tes  the  ta rge t  p r ic ing  guideline a t  
which public en te rpr i ses  a re  required t o  aim. 

2 ( i i )  Should a RRR be Imposed? 
There now seems broad agreement t h a t  i n  general, public enterpr ises  should be 
required t o  recover t h e i r  cos t s  although the  issue of whether, i n  addit ion,  
they should earn p r o f i t s ,  o r  a r a t e  of re turn on cap i t a l  employed, is not  as  
c l ea r ly  resolved. It is cer ta in ly  possible  t o  put forward some arguments i n  
favour of an RRR f o r  public enterpr ises .  Notably a RRR might be useful:  

1. A s  a bas i s  f o r  helping t o  ensure (a l loca t ive)  eff ic iency i n  the  use of 
resources within a public enterpr ise ,  between one public enterpr ise  and 
another,  and between public and p r iva t e  enterpr ises .  

2. A s  an a id  t o  achieving "reasonable balance" between commercial objectives 
ascribed t o  public en te rpr i se  and the  wider objectives of government policy f o r  
t h i s  s ec to r  and the  economy a t  large.  

3. A s  a surrogate f o r  p r o f i t s ,  thereby providing a 'd i sc ip l ine '  o r  incentives 
f o r  i n t e r n a l ,  managerial o r  X-efficiency, par t i cu la r ly  where constra ints  on 
public en te rpr i se  p r i ce  increases e x i s t  (e.g. ' p r ice  increases would be less 
than the  r a t e  of i n f l a t i o n '  a s  i n  Vic tor ia ) .  

4. A s  an observable, monitorable, measure useful  i n  t he  appraisal  and control  
of publ ic  enterpr ises .  The argument here is tha t  t o  the  extent  t ha t  there  a re  
d i f f i c u l t i e s  i n  obtaining the information required f o r  e f f ec t i ve  monitoring and 
control  of e f f i c i e n t  pr ic ing,  w e  w i l l  need t o  depend on observable measures 
such as an RRR. 



For such reasons, there  has been considerable emphasis placed, and, indeed, it 
appears, undue expecations, upon the RRR t o  encourage eff ic iency i n  public 
enterpr ises .  

2 ( i i i )  Doubts about a Dependence on a RRR? 
Too much should, however, not be claimed, o r  expected, of an RRR as a measure 
o f ,  o r  a s  a means of promoting, economic efficiency and improved performance i n  
public enterpr ises .  I n  view of the current emphasis being given t o  the RRR, i t  
i s  worth r e i t e r a t i n g  its limitations.  

1. An FiRR f o r  public enterpr ises  has been objected t o  on theoret ical  grounds 
on the  bas i s  of the  "theorem of second-best." I n  short  the  second-best theorem 
warns t h a t  changes i n  pr ic ing policy f o r  one public enterpr ise  should not  be 
considered i n  i so l a t i on  from the pricing policy of other public (and pr iva te )  
en te rpr i ses ,  pa r t i cu l a r ly  closely re la ted ones. But s ince the pr ic ing policy 
reforms i n  Victor ia ,  including the RRR, a re  being applied widely, the 
cons t ra in t  of the  second-best theorem seems less binding. 

2. An FiRR by i t s e l f  need not necessarily serve t o  st imulate managerial/cost 
e f f i c i enc i e s  i n  S t a t e  enterprises.  Clearly, t o  exer t  any pressure f o r  
reductions i n  X-inefficiency, the RRR prescribed would have t o  be higher than 
the rate of re turn the public enterpr ise  i t s e l f  would have chosen t o  achieve 
and there  would have t o  be suf f ic ien t  penal t ies  f o r  f a i l u r e  t o  achieve the 
prescribed ta rge t .  

However, t o  the  extent  tha t  a public enterpr ise  is a monopoly facing pr ice  
i n e l a s t i c  demands, a t  l e a s t  f o r  some services - as  seems the  case f o r  many 
public en te rpr i ses  - the  RRR could be achieved by pr ice  rises and/or changes i n  
the l e v e l  of product quali ty/service (such as r e l i a b i l i t y ,  durabi l i ty ,  sa fe ty  
e t c ) .  The f a c t  t h a t  a spec i f ic  RRR is compatible with many combinations of 
p r ic ing  and non-price dimensions of a S t a t e ' s  enterpr ise 's  behaviour was 
demonstrated i n  Xavier (1986a). 

Nevertheless, the  propensity f o r  a RRR t o  encourage X-efficiency should not  be 
a l together  dismissed. Where there a re  constraints on the a b i l i t y  of publ ic  
en te rpr i ses  t o  increase t h e i r  pr ices  - such a s  consumer res is tance o r  a 
government policy guideline tha t  pr ice  increases be less than the r a t e  of 
i n f l a t i o n ,  as  cur ren t ly  ex i s t s  i n  Victoria - pressures t o  contain cos t s  w i l l  
probably ex i s t .  

3.  A n  RRR i n  i t s e l f  provides no guarantee o f ,  and may, i n  f a c t ,  obstruct  
( a l l oca t ive )  economic efficiency i f  it requires a departure from e f f i c i e n t  
p r ic ing  s t ruc tures  (Xavier,, 1986a). Moreover, by focussing on a revenue 
requirement, the  RRR could give strong reinforcement t o  t r ad i t i ona l  p r ic ing  
po l i c i e s  such a s  those concerned with recovering h i s to r i ca l  o r  accounting costs  
of p a s t  investments embedded i n  current asse t s  plus a mark-up t o  cover the RRR, 
ra ther  than the concern with forward-looking economic costs  prescribed by 
economic theory. 

4. Some economists have warned tha t  an RRR f o r  public enterpr ises  could 
d i s t o r t  e f f i c i e n t  investment decisions. Indeed, there  is an extensive 
l i t e r a t u r e  on how a regulated maximum RRR f o r  public u t i l i t i e s  i n  the United 
S ta t e s  has resu l ted  i n  over-capitalisation and economic inefficiency. For 
publ ic  en te rpr i ses  subjected t o  a minimum RRR as  i n  the United Kingdom, and now 
i n  Victor ia ,  the  l e a s t  cost  input mix w i l l  not be chosen i f  the ta rge t  RRR 
exceeds the r a t e  a t  which the public enterpr ise  borrows. New investment i n  



plan t  which has a long construction period (e.g. power s t a t i ons )  w i l l  increase 
ne t  a s se t s  and hence the  revenue requirement before the  plant  is  i n  operation 
and generating revenue. Moreover, the  RRR could encourage both the choice of 
l e s s  cap i t a l  in tensive investments and of accounting pract ices  which wri te  off 
ne t  a s se t s  more quickly. The prospect of such d i s to r t i ons  led Webb (1986) and 
Gravelle (1976) t o  conclude tha t  f o r  the  purpose of r a i s ing  revenue, the  
leas t- cost  approach would be t o  prescr ibe  a simple lump sum targe t  ra ther  than 
an RRR. (See Off icer  [1986] f o r  a recent review of these i s sues ) .  

5. Once prescribed,  the  calculation of an RRR ac tua l ly  achieved by a public 
en te rpr i se  is again open t o  in te rpre ta t ion  and disagreement. For instance,  over 
sho r t  periods t he  i n t e rna l  r a t e  of re turn  can be subject  t o  considerable 
var ia t ion  because of the  lumpiness of c a p i t a l  expenditures. I n  these 
circumstances an average (geometric) of rates over a number of years might have 
t o  be used. Alternatively,  the a s se t  may be amortized over its economic l i f e  
a t  its appropriate cost  of cap i t a l ,  t o  reduce var ia t ion  i n  cash flows and 
therefore  re turns .  

Fisher and McGowan (1983) warn t ha t  t h i s  i n t e rna l  r a t e  of re turn should not be 
confused with the  accounting r a t e  of re turn  which is defined a s  the accounting 
p r o f i t  per book value of assets .  The accounting r a t e  of re turn can vary 
between en te rpr i ses  due t o  d i f fe ren t  accounting procedures, e.g. through the 
subject ive  amortization of cap i ta l  expenditures o r  cap i ta l iza t ion  of expected 
fu tu re  cash flows a s  w e l l  a s  d i f fe ren t  valuation procedures, which may have no 
bearing on the performance of a public en te rpr i se .  Moreover, a s  Fisher and 
McGowan point  ou t ,  

"... accounting r a t e s  of re turn,  even i f  properly and consis tent ly  
measured, provide almost no information about economic r a t e s  of re turn.  
The economic r a t e  of return on an investment is, of course, t ha t  discount 
r a t e  t ha t  equals the  present value of its expected ne t  revenue stream to  
its i n i t i a l  outlay.  Putt ing as ide t he  measurement problems referred t o  
above, it is c l ea r  tha t  i t  is the economic r a t e  of re turn t ha t  is equalized 
within an industry i n  long-run industry  competitive equilibrium and ( a f t e r  
adjustment f o r  r i s k )  equalized everywhere i n  a competitive economy i n  
long-run equilibrium. It is an economic r a t e  of re turn ( a f t e r  r i s k  
adjustment) above the  cos t  of c a p i t a l  t h a t  promotes expansion under 
competition and is produced by output r e s t r i c t i o n  under monopoly. Thus, 
the  economic r a t e  of return is  the  only cor rec t  measure of the  p r o f i t  r a t e  
f o r  purposes of economic analysis.  Accounting r a t e s  of return a r e  useful 
only insofar  a s  they yie ld  information a s  t o  economic r a t e s  of return."  (p 
82 

Fisher ' s  l a t e r  (1984) explanation of t he  problem is a l so  useful: 

"That problem is a s  follows. The numerator of the  accounting r a t e  of 
re turn i n  question is  current p r o f i t s ;  those p r o f i t s  a r e  the  consequence of 
investment decisions made i n  the  pas t .  On the  other  hand, the  denominator 
is t o t a l  cap i ta l i sza t ion ,  but some of the firm's c a p i t a l  w i l l  generally 
have been put  i n  place r e l a t i ve ly  recent ly  i n  the  expectation of a p r o f i t  
stream much of which is still i n  the  future .  While the  economic r a t e  of 
re turn i n  the  magnitude tha t  properly r e l a t e s  a stream of p ro f i t s  t o  the 
investments t h a t  produce i t ,  the  accounting r a t e  of re turn does not. By 
r e l a t i ng  current  p r o f i t s  t o  current  cap i t a l i za t i on ,  the  accounting r a t e  of 
re turn f a t a l l y  scrambes up the timing." (p. 510) (emphasis i n  o r ig ina l )  



Conclusion To conclude t h i s  section,  w e  summarize the  th rus t  of its argument. 
While t he  arguments i n  favour of an RRR f o r  public en te rpr i ses  seem persuasive 
on economic and f inanc ia l  grounds, too much should not be claimed, o r  expected, 
of an RRR. Indeed, i n  i t s e l f  an RRR provides no guarantee o f ,  and could i n  
f a c t  r e s u l t  i n  departures from, e f f i c i e n t  pricing,  non-pricing and investment 
po l ic ies .  For t h i s  reason, it is sometimes argued (e.g. Heald [I9801 Aitchison 
[1985]), t h a t  an RRR t a rge t  should r e f l e c t  sound pr ic ing and investment policy 
and not  v i c e  versa .  But such an argument based on a concern f o r  a l l cca t i ve  
e f f ic iency  does not f u l l y  recognize the  X-efficiency, f inanc ia l  and o ther  
bene f i t s  (discussed earlier) potent ia l ly  derviable from an RRR. Nevertheless, 
t h i s  argument warns t h a t  one must be wary of claims which regard the  RRR a s  a 
"pr incipal  performance cr i ter ion" .  

This suggests t h a t  t he  use of an RRR a s  an indicator  of economic e f f ic iency  and 
performance should be judicious and qualif ied.  And, moreover, i t  suggests tha t  
w e  should not  depend unduly on an RRR t o  promote be t t e r  performance but  should 
be seeking o ther  ways and means of fos ter ing and measuring performance. 

2 ( i v )  Is a 4 per  cent  RRR Appropriate? 
A f i r s t  s t e p  i n  appraising the Victorian Government's use of the weighted 
average cos t  of c a p i t a l  approach t o  determine an RRR of 4 per cent f o r  public 
en t e rp r i s e s ,  is t o  consider arguments favouring the  use of other approaches t o  
determining an RRR, namely the Social  Opportunity Cost of Capital (SOCC) and 
the  Social  Time Preference Rate (STPR) approaches. 

The SOCC Approach The arguments i n  favour of the  SOCC approach have been 
extensively discussed i n  the l i t e r a t u r e  (e.g. Dasgupta and Pearce, 1972) so  
t h a t  only a b r i e f  discussion is necessary here. I n  essence, the argument i s  
t h a t  r a t h e r  than being reflected i n  the  cost  of cap i t a l ,  the  real cos t  involved 
i n  the  use of resources by public enterpr ises  is  the  opportunity cos t  of these 
resources. That i s ,  the  value of those resources when i n  t h e i r  best  
a l t e r n a t i v e  use. This approach is  favoured by the Commonwealth Treasury which 
argued (Commonwealth Treasury, 1982): 

" I f  publ ic  business undertakings a r e  t o  make decisions about the  pr ic ing  
o f ,  and investment i n ,  economic services which a r e  e f f i c i e n t  i n  t he  sense 
t h a t  maximum value is obtained from the resources used (compared with 
a l t e r n a t i v e  uses) then the r a t e  of return on cap i t a l  employed should match 
t h a t  obtainable  from a l te rna t ive  uses available t o  socie ty  a s  a whole." (p  
49 

The Treasury considers t h a t  the r a t e  of re turn earned by public en te rpr i ses  
should be comparable t o  t h a t  earned on average by the  pr iva te  sec tor  which it 
estimated t o  be 10 per  cent i n  r e a l  terms (before tax)  on t o t a l  funds employed. 

I n  pu t t i ng  t h i s  argument t o  the Senate Standing Committee on Statutory 
Financing (1983). the  Treasury backed up its argument by pointing t o  t he  
widespread use of a 10 per cent r a t e  of return: 

"The 10 per  cent  r e a l  return before tax is  a r a t e  commonly used i n  the  
p r i v a t e  sec tor .  Some organisations use a higher ra te .  The evidence t o  tha t  
is r a the r  anecdotal; given the nature of pr ivate  enterpr ises  they each have 
t h e i r  own prac t ices .  Overseas a number of governments and government; 
departments use a 10 per cent r e a l  r a t e  of return.  I n  the  United S t a t e s  it 
i s  used f o r  most purposes; i n  New Zealand i t  is the rate of re turn required 
on n e w  publ ic  sec tor  investment projects ;  and i n  Canada it is the  rate 



used. We a l so  have some evidence on the r a t e s  of re turn required i n  the 
pr iva te  sec tor  i n  Australia from stock market and other  data.  This has 
confirmed our impression t ha t  a r a t e  of re turn of the order of 10 per cent 
r e a l  re turn before tax is  an appropriate r a t e  of re turn  f o r  investments." 
(P  95) 

However, there  a r e  many well known objections,  on conceptual and prac t ica l  
grounds, t o  the  use of an achieved average r a t e  of re turn i n  the  pr iva te  sector 
as  an indicat ion of the  opportunity cos t  of funds u t i l i z e d  by public 
enterpr ise .  One objection is  tha t  the  a l te rna t ives  t o  public en te rpr i se  
investment a r e  not only investment but a l so  consumption now i n  both the  pr ivate  
domestic and non-domestic sectors.  This point  under l ies  the  ra t iona le  of the 
Social  Time Preference Rate (STPR) approach. 

The STPR Approach I n  simple terms the  STPR approach is concerned with 
ident i fying the  appropriate RRR through ascer ta ining the rate of re turn which 
the  community requires  a s  a reward f o r  deferr ing present consumption i n  favour 
of fu ture  consumption. A s  with the  SOCC approach, the  estimation of the  STPR 
faces both theore t ica l  and prac t ica l  d i f f i c u l t i e s .  It is sometimes suggested 
t ha t  a way around some of the estimation d i f f i c u l t i e s  would be t o  use the r ea l  
long term bond r a t e  and the long term growth of r e a l  incomes a s  surrogates fo r  
the  STPR. Both these r a t e s  have been estimated t o  l i e  between 2 per cent  and 3 
per cent i n  r e a l  terms (Department of Management and Budget, 1984). However, 
due t o  the d i f f i c u l t i e s  i n  making such estimates of the  STPR (such a s  t h a t  of 
ensuring t h a t  an appropriate h i s t o r i c a l  period is considered and long term 
forecasts  of t h e i r  fu ture  values a r e  incorporated i n t o  the  analysis) .  In  view 
of these d i f f i c u l t i e s  the  Department of Management and Budget considers t h a t  it  
may be advisable t o  perceive the 2 per  cent t o  3 per  cent rate derived from 
t h i s  approach a s  a lower l i m i t  f o r  the  r a t e  of re turn  expected of public 
enterpr ises .  

Aitchison (1985). however, argues t h a t  the  r a t e  determined by the  STPR approach 
should be the  one used i n  practice:  

"In an i dea l  model the  socia l  cost  of c a p i t a l  should be equal t o  a concept 
ca l led  the  soc i a l  r a t e  of t i m e  preference (STP). The STP r a t e  is a measure 
of how the community values benef i ts  o r  cos t s  occuring a t  two d i f f e r en t  
t i m e s .  I n  more r e a l i s t i c  models there  is still  a s t rong l i nk  between the 
STP r a t e  and the  soc i a l  cost of cap i t a l ,  even though the  model 
specif icat ion is complicated by secondary e f f ec t s .  Therefore i n  pract ice  
t he  appropriate public sector  discount r a t e  should be the  STP r a t e .  
Theoretical discussions of t h i s  r a t e  ind ica te  t h a t  it should be qu i t e  low, 
i n  the realm of 0%-3%. 

It is therefore dis turbing t o  observe t h a t  S t a t e  and Federal governments 
a r e  being pressured t o  use the  marginal p r iva te  r a t e  of over 10% as the 
correct  public discount ra te .  This high r a t e  discounts events i n  the  
fu ture  very heavily, and is  seemingly a t  odds with current  community 
concerns regarding the  future ( i n  such areas a s  environmental damage, 
education, e t c ) .  It is also contrary t o  theore t ica l  discussions of the  
soc i a l  r a t e  of time preference which suggest t h a t  qu i te  low r a t e s  a r e  
appropriate." (p. 4 of the non-technical summary) 



Conclusion Regarding the Prescribed RRR of 4 per cent The above discussion has 
i den t i f i ed  advocacy of three d i f fe ren t  ra tes  of return,  2 per cent t o  3 per 
cent using STPR, 4 per cent using WACC and 10 per cent using SOCC. I n  a 
theore t ica l ly  per fec t  world the three r a t e s  would converge. However, i n  our 
imperfect world t he  differences w i l l  p e r s i s t  and the choice is problematical 
pa r t l y  because the  d i f fe ren t  approaches address d i f fe ren t  legit imate concerns. 
A s  Feldste in  (1973) pointed out,  the SOCC approach i s  concerned with 
intratemporal e f f ic iency  i n  the a l locat ion of resources between the pr ivate  and 
publ ic  sec tors ,  while the STPR is concerned with intertemporal eff ic iency 
between present and fu ture  consumption benefits .  

Enough has been s a i d  above t o  underline the f ac t  tha t  the  prescribed RRR of 4 
per cen t  is open t o  challenge even before the formidable prac t ica l  problems of 
estimating the weighted average cost  of cap i ta l  a r e  discussed. Indeed, 
evidently the Government i n i t i a l l y  adopted the Office of Management and Budget 
Task Force's  recommendation tha t  the RRR be 5 per cent. ( A  r a t e  of 5 per cent 
was inc identa l ly  t he  RRR the 1978 Br i t i sh  White Paper required public 
en te rpr i ses  t o  aim a t  on t h e i r  new investment program as a whole - including 
the so-called "essent ia l"  but non-revenue-earning, invesment). However, the 
Government l a t e r  reduced it t o  4 per cent. What a l l  t h i s  suggests is tha t  an 
RRR of 4 per cent ,  based on a weighted average cost  of cap i ta l ,  cannot be 
demonstrated t o  be superior on uncontentious theoret ical  grounds, no matter how 
confidently such a claim might be made. Nevertheless, the  ra t ionale  behind the 
imposition of an RRR is sound. And even i f  one considers tha t  a higher r a t e  
such a s  the  10 per  cent RRR advocated by the Commonwealth Treasury (on the 
bas i s  of the SOCC approach) is the appropriate one, the 4 per cent RRR 
prescribed by the  Victorian Government does meet the essen t ia l  requirement of 
movement towards a more economically ra t ional  system. 

Moreover, as  Bal l  and Davis (1984) point out,  recent work undertaken by the 
Australian Graduate School of Management (AGSM) has indicated much lower 
average r e a l  r a t e s  of re turn i n  the pr ivate  sector  than previously estimated. 
For ins tance,  i n  an e a r l i e r  study the I n s t i t u t e  of Applied Economic and Social 
Research (1982) estimated tha t  over the 9 years t o  1977-78, pr ivate  corporate 
t rading en te rpr i ses  i n  Australia achieved a real r a t e  of return on a l l  assets 
employed, before i n t e r e s t ,  of about 12 per cent per annum. The AGSM estimates 
t h a t  i n  the  1970's t he  average r e a l  re turns  was considerably less than 4 per 
cent (Bal l  and Davis, 1984, pp 40-43) . 

2(v)  Should the RRR Vary Among Public Enterprises? 
The Victorian Government's policy is tha t  a l l  public enterpr ises  earn - o r  move 
towards earning - an RRR of 4 per cent. Is t h i s  prescription of a common RRR 
appropriate? The Senate Select  Committee on Statutory Authority Financing 
(1983) concluded t h a t  a common RRR is appropriate, arguing tha t ,  

"On resource a l loca t ion  grounds it is hard t o  see any compelling reason why 
i n  the  longer t e r m  the r a t e ,  however i t  is determined, should vary among 
au tho r i t i e s  although there a r e  c lear ly  a number of soc ia l  and equity 
considerations t h a t  must be addressed and there would obviously be some 
problems i n  implementing a general r a t e  of return requirement. It could be 
argued t h a t  the  degree of competition, f inancial  arrangements, and ' soc ia l  
obl igat ions '  confronting au thor i t i es  a re  so  d i f fe ren t  t ha t  a requirement t o  
earn the same r a t e  of re turn on assets employed would create  anomalies even 
worse than those prevail ing under the  present system where r e a l  r a t e s  of 
r e tu rn  vary s ign i f i can t ly  and have generally not even been ident i f ied .  



However, i f  soc ia l  obligations o r  other national i n t e r e s t s  a re  deemed 
su f f i c i en t ly  important for  an authority t o  perform a r o l e  other  than what 
i t  would choose t o  do on s t r i c t l y  commercial grounds, t h i s  requirement 
should be specif ied,  and funded i n  an appropriate way, preferably by a 
d i r e c t  subsidy. This w i l l  almost always produce a more e f f i c i e n t  r e su l t  
than funding soc i a l  obligations ind i rec t ly  through the  pr ic ing  system." (pp 
98-99 

I f ,  a s  concluded above, i n  an imperfect world, there is no unique theoret ical ly  
cor rec t  RRR, the choice of an RRR f igure  seems t o  be a matter of judgement 
which recognizes the  various considerations. For ins tance,  Ball  and Davis 
(1984) argue t h a t  the  RRR should vary because the l eve l  of r i s k  var ies  among 
industr ies .  This would support the view tha t  a d i f fe ren t  RRR might be set fo r  
each public enterpr ise .  There seems considerable support f o r  t h i s  view 
(Officer,  1986). A broader view is taken by the U.K. White Paper on 
Nationalised Industr ies  (1978) which argued tha t  the spec i f ica t ion  of an RRR 
f o r  a public en te rpr i se  should take many fac tors  i n t o  account: 

"The l eve l  of each financial  t a rge t  w i l l  be decided industry by industry. 
It w i l l  take account of a wide range of factors.  These w i l l  include the 
expected re turn from effect ive,  cost-conscious management of ex is t ing  and 
new assets ;  market prospects; the scope fo r  improved productivity and 
eff ic iency;  the opportunity cost  of cap i ta l ;  the implications f o r  the  
Public Sector Borrowing Requirement; counter i n f l a t i o n  policy; and soc ia l  
o r  sec tora l  objectives fo r  e.g. the  energy and t ransport  industr ies ."  (p  
26 

In  Australia,  a paper by Streeton (1984) concerning Commonwealth Government 
Public Enterprises is emphatic t ha t  the  RRR should vary among public 
enterpr ises .  H i s  reasoning is  worth quoting a t  some length: 

"Rates of re turn w i l l  vary from industry t o  industry. The Government 
should not accept suggestions, fo r  example by the Senate Standing Committee 
on Statutory Authority Financing, t h a t  public en te rpr i ses  should a i m  a t  a 
common r a t e  of re turn t o  assets  employed, o r  a t  rates comparable wi th ' the  
average r a t e  i n  the  private sector.  F i r s t ,  the d iv i s ion  of labour between 
the sectors  gives the  public sector  a disproportionate share  of 
capital- intensive industr ies  whose returns a r e  low everywhere, whether they 
a r e  publicly owned o r  (as many are  i n  the  U.S.) pr iva t e ly  owned. Second, 
there  a r e  wide var ia t ions  around the average r a t e  of r e tu rn  i n  each 
sector .  Information a s  t o  the var ia t ions  i n  the Australian pr iva te  sector  
is not available.  But the U.S. range is from above 20 per cent (e.g. i n  
pharmaceuticals and many personal services)  through some low r a t e s  i n  
steel, housing and other manufacturers, t o  negative rates f o r  ra i l roads  and 
some other franchised private services  which enjoy publ ic  subsidies.  The 
var ia t ions  do not generally r e f l e c t  degrees of monopoly, and cannot be 
su f f i c i en t ly  explained by factors  of r i sk .  They e x i s t  f o r  complex 
h i s t o r i c a l ,  i n s t i t u t i ona l  and technological reasons. The d i f f e r en t  returns 
t o  a s se t s  employed may be masked by share-price adjustments, but the  basic 
differences a r e  wide. The pr ivate  sec tor  cannot and does not c l u s t e r  i ts  
returns  closely around its average r a t e ,  and it o f f e r s  no such example t o  
the  public sector .  Public sector  re turns  vary as widely around the  sector  
average, f o r  s imilar  reasons. Subject t o  other considerations and t o  
prevai l ing pr ice  surveil lance po l ic ies ,  f o r  example, t he  Government may 
look fo r  very high returns from OTC, high returns from Telecom, moderate 
re turns  from Australia Post, and none f o r  the t i m e  being from ANR." (pp 
34-35) 



Information co l la ted  by the Reserve Bank of Australia (1986) of fe rs  some 
evidence tha t  i n  the  pr iva te  sec tor  the r a t e  of re turn does vary between 
indus t r ies .  A s  Table I shows, gross p r o f i t  as  a percentage of t o t a l  assets  
var ied from 9.6 per  cent f o r  the mining industry t o  15.1 per cent f o r  non 
resource-based manufacturing. 

TABLE I 

Gross P r o f i t  as a Percentage of Average* Total Assets 

Industry Type 
Resource-based manufacturing 
Other manufacturing 
Total  manufacturing 
Wholesale t rade  
Re ta i l  t rade 
Services 

A l l  i ndus t r i a l s  
Mining 
Total  non-financial 

"Average of values a t  beginning and end of each period 
Source: Reserve Bank of Australia (1986) : Company Finance-Bulletin Supplement 
(August) p 6. 

The recent ly  released discussion paper on proposed policy guidelines f o r  
Commonwealth Statutory Authorit ies and Government Business Enterprises 
(Department of Finance, June 1986) a l so  considers t ha t  a common RRR would not 
be appropriate. It proposes that :  

"In s e t t i n g  f inanc ia l  t a rge ts  the Government w i l l  have regard f o r  the 
t rad ing  conditions i n  the  industry within which the enterpr ise  operates, 
f o r  its r e l a t i v e  commercial and market strengths and f o r  the extent t o  
which, on the  bas i s  of Government policy, i t  is required t o  meet any 
community se rv ice  obligations and the extent t o  which government business 
en te rpr i ses  are required t o  pursue non-commercial objectives a s  determined 
by Government policy." (p  22) 

Poten t ia l  Misuse of Non-uniform RRR There is a danger, however, t ha t  when a 
d i f f e r en t  RRR is set f o r  each public enterpr ise  i n  recognition of such 
conditions, the scope f o r  the government t o  pursue soc ia l  and p o l i t i c a l  
object ives  through the  pr ic ing  policy of a public enterpr ise  is expanded. In  
addit ion,  there would be more scope f o r  the  (covert o r  over t )  government 
manipulation of publ ic  enterpr ises  which as many s tudies  - both o f f i c i a l  and 
academic have concluded, invariably r e s u l t s  i n  a deter iorat ion of economic 
performance. Moreover, the  poss ib i l i ty  of ra t iona l i s ing  a lower RRR could 
provide a cloak behind which inef f ic ienc ies  of various types might readi ly  
pro l i fe ra te .  Social  benef i t s  a re  hard t o  quantify and easy t o  exaggerate. For 
such reasons Trengove (1984) has urged tha t  governments do not oblige public 
en te rpr i ses  t o  have ' soc i a l  objectives. '  

" As a small s t e p  towards reform w e  could recommend t h a t  s t a t e  
en te rpr i ses  not  be given, i n  the  relevant s t a tu t e s ,  "general purpose" 
s o c i a l  objectives.  Instead w e  suggest t ha t  parliaments and governments 
take d i r e c t  responsibl i ty  f o r  the  soc i a l  pol ic ies  fo r  which they believe 



they have a mandate. We note the pos s ib i l i t y  t ha t  current  arrangements do 
provide some s o r t  of ind i rec t  check on the  d i s t i l l a t i o n  and implementation of 
s o c i a l  po l ic ies  by s t a t e  enterpr ise  managers. That is, managers are allowed 
some d isc re t ion  but subject  t o  an evaluation of t h e i r  performance i n  the  
exerc i se  of t h a t  d iscret ion.  We have a l so  noted t h a t  t h i s  type of arrangement 
tends t o  be r e f l ec t ed  i n  the  qua l i t i e s  required of managers. Successful s t a t e  
en t e rp r i s e  managers, a s  things presently stand, a r e  those able  t o  d i s t i l  the  
essence of the  p o l i t i c a l  balance from the e ther  and pursue a mix of commercial 
and soc i a l  po l i c i e s  t o  r e f l e c t  t ha t  balance and so  safeguard and fu r the r  
enhance t h e i r  futures .  

We regard t h i s  p rac t ice  a s  detrimental t o  both forms of accountabi l i ty  - of 
s t a t e  en te rpr i se  t o  the  parliament and of parliament t o  the  people. I n  e f f e c t ,  
nobody knows who t o  blame o r  praise  f o r  the  pursui t  of both the  s o c i a l  and 
commercial objectives.  We fee l  i t  is preferable i f  en te rpr i se  managers a r e  not 
judged, even i f  only pa r t i a l l y ,  on t h e i r  a b i l i t y  t o  an t i c ipa t e  p o l i t i c i a l  
for tunes ,  a s  against  t h e i r  success i n  running t h e i r  en te rpr i ses  e f f i c i e n t l y .  
By t h e  same token, w e  f e e l  tha t  it is inappropriate f o r  po l i t i c i ans  t o  escape 
the  monitoring of the  e lec tora te  i n  respect  of the  publ ic  po l i c i e s  they pursue, 
o r  condone, by allowing the  implementation of those po l i c i e s  t o  be confused 
with the  e f f i c i e n t  running of s t a t e  enterprises."  (p.44)(emphasis i n  o r ig ina l )  

It is not d i f f i c u l t  t o  understand why the  use of public en te rpr i se  p r ic ing  
po l i c i e s  t o  achieve p o l i t i c a l  objectives would be a t t r a c t i v e .  It is a 
convenient method and avoids the need f o r  exp l i c i t  government subsidies  and 
there fore  the  need f o r  exp l i c i t  Parliamentary and bureaucratic processes which 
can be time-consuming, expensive and uncertain i n  outcome. Redistr ibution 
through public en te rpr i se  pol ic ies  can take place with f a r  less fus s  because 
t h e  nature  and extent  of the redis t r ibut ion a re  typ ica l ly  obscure. So, too, 
are the  extent and location of costs  which, even i f  s izeab le ,  are usual ly  
spread around a l a rge  number of payers and thus i n su f f i c i en t ly  burdensome on 
the  individual t o  motivate him t o  bring pressure t o  bear through the  p o l i t i c a l  
process (S t ig l e r ,  1971). 

This convenience of using public enterpr ises  t o  pursue soc ia l /  
p o l i t i c a l  object ives ,  while a major advantage from t h e  point  of view of the  
benef ic ia r ies ,  is precisely  the  major disadvantage from the  point  of view of 
soc ie ty  a s  a whole. I n  many cases those who ul t imately  pay a r e  only dimly 
aware of t h i s ,  and cer ta in ly  have not volunteered t o  do so. Nor has the  
pa t t e rn  of red is t r ibu t ion  usually been sanctioned by soc ie ty  as a whole v i a  
parliamentary debate o r  exp l i c i t  government budgetary decision. It may w e l l  be 
t h a t  such red is t r ibu t ion  r e f l ec t s  the  p o l i t i c a l  power of pressure groups ra ther  
than a considered community decision. The major argument against  t he  use of 
publ ic  en te rpr i ses  t o  serve "non-economic" purposes is thus not t h a t  the  
r e su l t i ng  red is t r ibu t ion  of income is excessive o r  i n  t he  "wrong" d i rec t ion  - 
though both of these may be true.  ( In  t h i s  context i t  is worth r eca l l i ng  t h a t  
t he re  a r e  extensive subsidies channelled t o  and through the  p r iva t e  s ec to r  such 
as housing i n t e r e s t  subsidies,  payments t o  primary producers, investment 
allowances, e t c . ,  which may be comparable i n  magnitude and d i rec t ion) .  The 
point  i s  t h a t  such redis t r ibut ion is not the r e s u l t  of informed publ ic  debate, 
and is "unauthorised"; i n  t ha t  respect  it is i n f e r i o r  t o  more e x p l i c i t  methods. 
(This discussion is par t icu la r ly  per t inent  t o  the  p rac t i ce  of cross- 
subsidizat ion by public enterpr ises)  

A Suggested Approach The arguments i n  the  above discussion suggest t h a t  
e x p l i c i t  reasons be given where an RRR which diverges from the standard (4  per - 
cent )  is considered appropriate. Moreover, they would suggest t h a t  where public 
en te rpr i ses  a r e  required t o  undertake soc i a l  o r  na t iona l  i n t e r e s t  obl igat ions ,  
e x p l i c i t  subsidies should be paid. 



I f  the  Government is unable t o  implement d i r ec t  subsidies ( f o r  reasons 
of overal l  budgetary demands) then, a t  a minimum, the impl ic i t  subsidy element 
should be revealed i n  the  annual reports  of the public enterpr ises .  I f ,  a f t e r  
including such real o r  impl ic i t  subsidies,  i t  is not possible f o r  a public 
en te rpr i se  t o  earn a specif ied minimum RRR, there should be spec i f ic  inquir ies  
i n t o  the reasons f o r  t h i s  fa i lu re .  When a public en te rpr i se  consistently f a l l s  
shor t  of the required RRR, it should indicate  t h i s  c lear ly  i n  its annual 
repor t s  and present calculat ions  of the extent t o  which its pr ices ,  and/or i ts  
cos t s ,  would have t o  be varied t o  m e e t  the  ta rge t  RRR (Senate Select  Committee, 
1983). These measures would help guard against  the interference with, and 
excessive use o f ,  public enterpr ises  t o  serve p o l i t i c a l  and/or non commercial 
objectives.  Moreover they would enhance the a b i l i t y  of Parliament and the 
public t o  r e a l i s t i c a l l y  assess the  performance of such enterpr ises  and t o  
iden t i fy  cos t s  and benefi ts  borne by, o r  provided to ,  sections of the 
community. 

The above approach would be consis tent  with the guidelines recently proposed by 
the  Department of Finance (1986) which suggests t ha t ,  

"Where the  cos t s  of meeting such community obligations a r e  substant ia l  i t  
w i l l  be necessary t o  make due allowance fo r  t h i s .  It may prove d i f f i c u l t  
i n  some instances t o  quantify the  cos t s  a t t r ibu tab le  t o  the servicing of 
such community obligations.  However, the  assessment of such costs  - 
although necessar i ly  qual i f ied i n  some cases - w i l l  be possible i n  most 
instances.  The Government w i l l  expect enterpr ises  t o  make such assessments 
and t o  include them i n  t h e i r  annual reports.  This information w i l l  
strengthen the capacity of Ministers and Parliament t o  weigh such costs  i n  
s e t t i n g  and monitoring f inanc ia l  performance." (p. 23) 



3 ( i )  THE PUBLIC AUTHORITY DIVIDEND (PAD) 
The most controversial  aspect of the  recent reforms t o  public en te rpr i se  
po l ic ies  by the Victorian Government is probably the Public Authority Dividend 
(PAD). The Victorian Public Authorities (Dividends) A c t  1983, requires  t ha t  
'commercial s ta tu tory  authori t ies '  (public enterpr ises)  pay t o  the  S t a t e ' s  
Consolidated Fund each year a re turn on equity,  i n  the  form of a Public 
Authority Dividend (PAD) of up t o  5 per cent of the  value of the  publ ic  equity 
held i n  t ha t  authority.  We saw above how t h i s  r a t e  of 5 per cent was 
determined. 

I n  the  Government's view, the basis  of the PAD is t h a t  the people of Victoria,  
represented by the Government, a r e  the ultimate owners of public enterpr ises .  
Accordingly, they have an equity holding i n  the a s se t s  of these en te rpr i ses  and 
therefore  can expect a return on tha t  equity. This re turn ,  i n  the  Government's 
view, should be paid t o  the Consolidated Fund and thereby made avai lable  t o  the 
Government f o r  use i n  pursuit  of its overal l  programs and object ives ,  o r  t o  
reduce S t a t e  charges elsewhere, thus d i s t r ibu t ing  the benef i t s  according t o  the 
p r i o r i t i e s  of the community a s  a whole. 

A Government document (Energy Pricing Information Paper, 1985-86) explained 
t h a t  i n  any par t icu la r  year the l eve l  of the PAD payable by individual public 
en te rpr i ses  would depend on a number of factors ,  including: 

. the  overa l l  IiRR on assets  which has been achieved by the public en te rpr i se  
(those which a r e  moving towards the ta rge t  r a t e  of re turn on assets a r e  not 
required t o  pay a dividend a t  the maximum r a t e  of 5 per cent)  

. the  cost  of debt and the proportion of debt and equity cap i t a l  i n  the  
business 

. t he  l eve l  of accumulated reserves ref lect ing pas t  re turns  on equi ty  which 
have been retained f o r  use by the public enterpr ise .  

The Government has emphasised tha t  the PAD requirement and the RRR guideline 
are separate  and d i s t i n c t  aspects of public authority policy. It has claimed 
repeatedly tha t  the  l eve l  of prices a r e  affected by the t a rge t  RRR but  not  the 
PAD. This is because it is the RRR which determines the en t e rp r i s e ' s  surplus 
out  of which the re turn t o  equity remains a f t e r  the cost  of debt is m e t .  The 
re turn  t o  equity is then available t o  meet PAD payments. The Government claims 
(Energy Pricing,  1985-86) tha t ,  

"Whether the  re turn t o  equity is kept by the public authori ty  as  retained 
earnings, o r  a pa r t  is paid t o  the  Consolidated Fund a s  a dividend, there  
w i l l  be no d i r e c t  e f f ec t  on actual  t a r i f f  levels .  The re tent ion of the 
re turn  t o  equity by public au thor i t i es  w i l l  not d i r e c t l y  lower t a r i f f s  
although it w i l l  reduce the proportion of debt finance f o r  fu ture  cap i t a l  
works." (p  12) (Emphasis added) 

The Government statement is  curious and seems self-contradictory. I n  view of 
the  s t rong demand f o r  investment cap i t a l  faced by many ( cap i t a l  in tensive)  
public enterpr ises ,  surely  PAD payments which deplete i n t e rna l  funding capacity 
and r e s u l t  i n  increased dependence on borrowing w i l l  r e s u l t  i n  increased debt 
repayments and servicing charges and consequently pr ice  increases? Hence, a t  
l e a s t  i n  the medium o r  longer term, PAD payments w i l l  a f f e c t  the  l e v e l  of 
public en te rpr i se  pr ices .  



This conculsion received support recent ly  from Mr.J.R.Smith, Chief General 
Manager of the SECV, i n  a l e t t e r  t o  the  ed i to r  of 'The Age' newspaper (13 
September 1986) , 

"In the past  e igh t  years the SEC has paid $458 mill ion i n  dividends t o  
governments. It has had t o  borrow t h a t  much more because of those 
dividends. Obviously e l e c t r i c i t y  customers have t o  pay the in t e r e s t  b i l l  
on t h a t  ex t r a  debt. 

It is surely evident ... t h a t  whatever government goods and services have 
been provided by the use of such dividend payments, they have been paid for  
by the SEC borrowing more money. 

This is not t o  say dividends a r e  inappropriate,  but  [one should] reveal the 
implications." 

3 ( i i )  Is the PAD Requirement Jus t i f i ab l e?  Trengove (1984) suggests t ha t  the 
PAD requirement is open t o  dispute because, where public enterpr ises  a r e  
concerned, the concept of equity c a p i t a l  is unclear, 

" In the context of the pr ivate  s ec to r ,  there is a concrete d i s t inc t ion  
between equity and debt. Equity c a p i t a l  consis ts  of those monies advanced 
t o  the  firm by shareholders who have no quarantee of them ever being 
repaid,  but who i n  exchange can expect t o  receive residual payments from 
the  f i rm's  cash flows a f t e r  a l l  f ixed charges have been paid. Accordingly, 
t he  r a t e  of re turn is just  equal t o  those res idual  payments ( the  numerator) 
divided by the monies or ig ina l ly  advanced t o  the  firm ( the denominator). 

I n  the  case of the  publ ic ' en te rpr i se  w e  face  a lack of a s imilar ly  c l ea r  cut 
notion of equity. To be sure,  advances are often made by the taxpayer, and 
without any guarantee of repayment. But t h i s  is  d i s t i n c t  from private  sector 
equity finance, s ince  there  is generally no requirement t o  generate a 
(var iable)  residual p r o f i t  t o  be paid i n  re turn f o r  t h i s  i n i t i a l  advance. On 
the other  hand, much of the debt financing - d i r e c t  from the taxpayer o r  v i a  
government guarantee - is subject  t o  a var iable  re turn,  variable due t o  a 
frequent tendency towards underpayment of  the  debt incurred. (p  .41) 

Streeton (1984) agrees t ha t  f o r  public enterpr ises  the  iden t i f ica t ion  of equity 
cap i t a l  is unclear. H e  suggests t h a t  publ ic  en te rpr i se  equity cap i ta l  may be 
t rea ted  i n  a t  least three ways: (i) as owned by the en te rpr i se  fo r  purposes 
prescribed by Act of Parliament; ( i i )  a s  equity, on which government as owner 
may expect dividends; o r  ( i i i )  as l e n t  by government, which may expect loan 
i n t e r e s t  o r  repayment. Streeton argues t h a t  the choice is a matter of policy 
and concludes i n  favour of the Victorian Government's approach. However, he 
makes some in t e re s t i ng  comments which i n  view of the  contentious nature of the 
PAD are worth repeating: 

"To t r e a t  public enterpr ise  cap i t a l  as equity,  share-owned by the 
Australian people through an appropriate branch of t h e i r  government, a s  it 
already is  i n  Qantas and other  publ ic ly  owned companies, seems the most 
promising arrangement. A s  noted, it may help t o  f a c i l i t a t e  useful 
comparisions of performance and movements of people and expertise between 
the  public and pr iva te  sectors.  It allows what are i n  r e a l i t y  p r o f i t s  and 
dividends t o  be honestly described. It allows them t o  vary as they should 
with the nature and earning capacity of each corporation's  business, and 
grow o r  decline as the  business grows o r  declines. 



A s  the  bas ic  f inanc ia l  r e l a t i on  between government and i t s  business 
en te rpr i ses ,  an inves tor ' s  o r  equity-owner's r e l a t i on ,  r a the r  than a 
lender ' s  r e l a t i on ,  allows every desirable f l e x i b i l i t y .  It is only 
necessary t o  ensure tha t  it does not a lso  allow undesirable f l e x i b i l i t y .  
It is appropriate tha t  a Government paper should i den t i fy  t h a t  danger i n  
t he  b lun tes t  terms as  the danger of p o l i t i c a l  misuse. A s  governments face 
t he  regular  agonies of annual budgets and per iodical  e lec t ion  campaigns 
they must not  be tempted - which means they must not be able - t o  plunder 
t h e i r  business enterpr ises  fo r  revenue o r  s ta rve  them of necessary cap i t a l  
f o r  short- term o r  par t isan p o l i t i c a l  purposes. The Government should 
acknowledge t h a t  when pol i t icans  come under the  pressures cha rac t e r i s t i c  of 
t h e i r  profession,  the corporate resources need t o  be protected by some 
equivalent of the  time locks which prevent unscheduled access t o  bank 
safes ."  (pp 32-33) 

What l e v e l  of dividends o r  PAD payments is i t  appropriate t o  expect from public 
en te rpr i ses?  

Economic theory seems of l imited assistance i n  the  case of public enterpr ises .  
It is arguable t h a t  the  PAD payments t o  Consolidated Revenue could be viewed a s  
a form of taxat ion ( ind i rec t  taxation i f  they a r e  passed on t o  consumers). In  
t h i s  view, t o  appraise t h e i r  appropriateness and eff ic iency,  one must compare 
t he  PAD method of taxation against  other a l t e rna t ives  f o r  r a i s ing  Consolidated 
Revenue - a complex task c lear ly  beyond the  scope of t h i s  paper. 

It might be suggested t ha t  a more pragmatic method of assessing whether the  
l e v e l  of dividend payments i n  public enterpr ise  is appropriate might be t o  
compare i t  with those prevail ing i n  p r iva te  enterpr ise .  However, Ergas (1986) 
who considered t h i s  i s sue  i n  the  context of the Australian Telecommunications 
Industry  observed: 

"It is nonetheless d i f f i c u l t ,  even i n  theoret ical  terms, t o  def ine  t he  
' cor rec t '  l e v e l  of dividend payments f o r  a public enterpr ise .  This is 
because some of the  factors  underlying dividend policy i n  a p r iva te  company 
do no t  apply i n  the  context of the re la t ions  between government and its 
commercial undertakings; these include the d i f f e r e n t i a l  tax treatment of 
i n t e r e s t  payments, retained earnings and dividends, and the  disclosure  
element of company dividend announcements." (p  61) 

Ergas continues by suggesting some fac tors  which might be considered i n  s e t t i n g  
PAD payments required of public enterprises:  

"It is reasonable, however, t o  suggest tha t  the  dividend policy of a public 
en te rpr i se  should perform two functions: 

. r e f l e c t  a c a p i t a l  s t ruc ture ,  i n  terms of debt-equity r a t i o s ,  which does 
not  impose an excessive burden of f ixed in t e r e s t  obl igat ions  on the  
en te rpr i se ,  s ince  (par t icu la r ly  i n  cap i t a l  in tensive indus t r ies )  t h i s  w i l l  
l ead  t o  un jus t i f i ab l e  p r ice  rises during cyc l ica l  downturns; 

. take account of the growth prospects of the industry,  of the  need t o  
provide f o r  growth through adequate in ject ions  of equi ty ,  and of t he  f a c t  
t h a t  commercial equity cap i t a l  would generally be avai lable  on favourable 
terms t o  rapidly  growing pr iva te  companies." 



The Department of Finance (1986) paper proposes similar considerations: 

"Where a government business enterprise ,  consistent with its statutory 
obligations,  is able to  generate a f inancial  surplus a f t e r  meeting a l l  
costs  (including in t e res t  charges) then dividends should be paid t o  the 
Commonwealth. The extent of such payments from individual enterprises w i l l  
depend, among other things, on the requirement of those enterprises t o  
r e t a in  earnings t o  finance capi ta l  expansion, reduce borrowings o r  improve 
t h e i r  cash-flow position. I n  most cases it w i l l  be appropriate t o  provide 
f o r  an enterprise  t o  recommend a dividend payment t o  the Commonwealth and 
f o r  the responsible Minister t o  accept o r  vary tha t  recommendation. Some 
enterprises have no Commonwealth equity but instead make a return t o  the 
Commonwealth through fixed in t e res t  payments. This would need t o  be taken 
i n  t o  account." (p.22) 

The following discussion proceeds on the bas is  of the considerations fo r  
dividend policy suggested by Ergas (1986) and the Department of Finance (1986) 
to  examine the available information t o  see what comment can be made on the 
Victorian Government's PAD requirement of 5 per cent. 

Is a 5% PAD requirement appropriate? A s  Table I V  indicates ,  i n  the pr ivate  
sector ,  dividends paid as  a percentage of average shareholder's funds has 
varied from year t o  year and for  1984 ranged from 3 per cent fo r  resource-based 
manufacturing, t o  8.3 per cent fo r  the services industry, averaging 4.8 per 
cent f o r  a l l  non-financial industries.  Depending on which sector  a public 
enterprise  is considered comparable to ,  a PAD requirement of 5 per cent may be 
argued t o  be e i the r  excessive, appropriate o r  too low. 

TABLE I V  

DIVIDENDS AS A PERCENTAGE OF AVERAGE* SHAREHOLDERS' F'S 

Industry Type 1979180 1980/81 1981/82 1982183 1983/84 

Resource based manufacturing 4.3 3.6 2.8 
Other manufacturing 5.6 5 9 5.9 
Total manufacturing 5.1 5.0 4.6 
Wholesale trade 5.1 4.7 5.2 
Retai l  trade 5 2 5.4 5.8 
Services 6.7 5 9 5 -4 

A l l  indus t r ia l s  5 - 2  5.1 4.8 
Mining 7.3 4.0 2.1 
Total non-financial 5.6 4.9 4.3 
"Average of values a t  beginning and end of each period 

Source: Reserve Bank of Australia (1986), Bulletin Supplement: Company 
Finance (August ) p .6 



Dividends as  a Percentage of Net P ro f i t s  Table V provides information on 
dividends paid on average fo r  the years 1979-80 t o  1983-84 as  a percentage of 
net  p ro f i t .  

TABLE V 

PAYOUT RATIO (DIVIDENDS AS A PERCENTAGE OF NET PROFITS), 
AVERAGE 1979-80 TO 1983-84 

ALL 
SYDNEY 
STOCK 

EXCHANGE TELEGLOBE KDD 
OTC TELECOM COMPANIES BHP CANADA JAPAN 
( % I  ( % I  ( % I  ( % I  ( X  ( % I  

Note: I n  the case of Telecom, in t e res t  on Commonwealth advances is treated 
a s  a percentage of operating prof i t  plus that  in te res t .  
Source: Ergas, H (1986) Telecommunications and the Australian Economy, 

Report t o  the Department of Communications, A.G.P.S., p.72 

Table V I  provides an annual breakdown of dividends paid by industr ia l  companies 
a s  a percentage of net  p ro f i t  from 1979 t o  1984. Dividends rose from 46 per 
cent i n  1981 t o  60 per cent i n  1982 and 67 per cent i n  1983 a s  companies 
maintained dividend payments despite f a l l i n g  profi ts .  In 1984, dividend 
payments declined sharply t o  51 per cent. This r a t i o  had been around 48 per 
cent i n  most years a f t e r  1976. Note tha t  these are much higher dividend 
payouts than the average of 39.2 per cent for a l l  Sydney Stock Exchange 
companies during 1979/80 to  1983/84 indicated i n  Table V. Section 7 of t h i s  
paper discusses spec i f ic  dividend payments by public enterprises and the 
f inancia l  impact of these payments. 

TABLE V I  

DIVIDENDS AS A PERCENTAGE OF NET PROFIT 

Industry Type 1979/80 1980/81 1981/82 1982/83 1983/84 

Resource-based manufacturing 42.0 
Other manufacturing 51.4 
Total manufacturing 48.0 
Wholesale trading 39 6 
R e t a i l  t rade 51 -7 
Services 48.8 

A l l  indus t r ia l s  47.8 
Mining 47.9 
Total non-financial 47.8 

Source: Reserve Bank of Australia (1986) Bulletin Supplement; Company 
Finance, (August) p. 6 

We proceed now t o  examine the rationale of RRR Reporting. 



4. THE ECONOMIC RATIONALE OF CURRENT COST (OR INFLATION) ACCOUNTING FOR PUBLIC 
ENTERPRISES 

A primary purpose of RRR Reporting is t o  f a c i l i t a t e  the  measurement of the 
re turn on a s se t s  and the return on equity of a publ ic  enterpr ise .  A s  w e  saw 
e a r l i e r ,  the re turn on assets is regarded as  a fundamental performance 
indicator  and the re turn on equity provides the  bas i c  input t o  decisions about 
the appropriate l eve l  of the public enterpr ise  dividend. Thus the Victorian 
Government considers RRR Reporting t o  be an important element i n  its public 
en te rpr i se  policy framework and reforms. 

Essent ia l ly  RRR Reporting is a version of In f l a t i on  (o r  Current Cost) 
Accounting and shares the w e l l  known ra t iona le  of the  l a t t e r .  I n  b r i e f ,  it has 
long been recognised tha t ,  par t icu la r ly  where i n f l a t i o n  is s ign i f ican t ,  
accounts drawn up on h i s to r i ca l  cost  conventions are misleading especial ly  
where asse t s  a r e  long l ived.  Balance sheet f igures  of  o r ig ina l  cost  do not 
represent the value of assets t o  the  business, p r o f i t  and f inanc ia l  trends a re  
misrepresented. I f  accounts a re  t o  show resource use and economic performance 
they must allow f o r  general in f la t ion ,  f a r  f luc tua t ions  i n  spec i f i c  pr ices  and 
cos t s ,  and f o r  technical  progress resu l t ing  i n  changes i n  the  value of cap i ta l  
equipment. 

The economic ra t iona le  f o r  i n f l a t i on  accounting is,  i n  pr inciple ,  very 
persuasive and w e  discuss below some of the arguments i n  regard t o  its 
poten t ia l  advantages (drawing heavily on Barton [1975]). 

4(i) The Microeconomic Advantages of Inf la t ion  Accounting 

Given the nature of modern business operations and the  extent  of i n f l a t i on  i n  
the Australian economy, a system of in f la t ion  accounting has many important 
advantages f o r  the  management, long-term cred i tors ,  and owners o r  shareholders 
of business enterpr ises .  The system provides necessary f inanc ia l  information 
fo r  maintenance of a f irm's production capacity; t he  e f f i c i e n t  management of 
the going concern; optimum pricing and output po l i c i e s ;  forecast ing and 
budgeting; f inanc ia l  planning and dividend decisions; and a whole range of 
a s se t  investment decisions. A s  w e l l ,  i n f l a t i on  accounting provides r e l i ab l e  
measures of income, f inancial  posit ion and r a t e s  of re turn  on investment which 
is of use t o  management, owners and credi tors .  

( a )  Maintenance of Productive Capacity 
A cap i t a l  maintenance concept underlying in f l a t i on  accounting is tha t  of 
maintaining i n t a c t  the productive capacity of the  business. By ensuring tha t  
su f f i c i en t  funds a r e  recovered from revenue t o  enable replacement of the  
inventories and p lan t  services consumed i n  generating the revenue, the  n e t  
stock of productive asse t s  can be maintained and the  business can maintain i ts  
volume of future  operations. Funds su f f i c i en t  t o  replace inventories and plant 
used up i n  operations a r e  recovered i n  the  prof i tab le  business by basing the 
depreciation and cost  of goods sold charges on the  current  replacment cos t s  of 
the same o r  equivalent assets .  Maintenance of production capacity is a 
necessary pursui t  of the ongoing concern. 



(b) E f f i c i en t  Management i n  the Going Concern 
In f l a t i on  accounting provides management with information necessary f o r  
e f f i c i e n t  operations. A n  aspect of economic efficiency is as the production of 
a given output a t  t h e  l e a s t  possible cost. For t h i s  purpose, costs  must be 
measured i n  terms of  t he  current market costs ( ra ther  than h i s to r i ca l  costs)  of 
the resources used i n  production. The current buying pr ices  of physical assets  
represent t h e i r  cur ren t  supply pr ices  i n  resource markets. A s  r e l a t i ve  
resource pr ices  change, businesses must adapt t he i r  operating techniques such 
tha t  a smaller quant i ty  of the now dearer resource is used i n  producing a given 
output . 
With rapid i n f l a t i o n ,  r e l a t i ve  resource prices can change qui te  rapidly and 
markedly, and businesses must keep on adapting t h e i r  methods of operation i n  
accord with the changing conditions i n  the factor markets. Inefficiency means 
t h a t  cos t  are higher  than they need t o  be, and hence p ro f i t s  a re  reduced. 
Given vigorous competition and/or a depressed product market, inefficiency is  a 
fea ture  which the  going concern must avoid. Inf la t ion accounting provides 
management with more relevant and timely information on the current market cost  
of physical  assets owned by the business, and together with r a t e  of re turn on 
investment data ,  this  puts  pressure on management t o  revise t h e i r  operating 
methods i n  l i n e  with current  supply pr ices  of resources. Use of out-dated 
h i s t o r i c  cos t  d a t a  removes the pressure on management fo r  improved efficiency 
and deprives it of re levant  cost  information. I n  addition, maintenance of 
operating capacity enables the business t o  avoid inefficiency resu l t ing  from 
unplanned reductions i n  the scale  of its operations. 

( c )  Pr ic ing  and Output Pol ic ies  
A business which has some market power can f i x  e i t he r  the s e l l i n g  pr ices  of i ts  
products (and then sell as much as possible a t  these pr ices ) ;  o r  it can 
predetermine its sales volume (and then sell t h i s  volume a t  the highest pr ice  
possible) .  However, it cannot do both. Whether it adopts e i t he r  option, 
information on t h e  cur ren t  supply pr ices  of its products is required. The 
current supply p r i c e  of a product it t h a t  pr ice  which is necessary t o  induce 
and maintain the supply of a product t o  the market. It covers the  current 
buying p r i ce s  of all  resource inputs in production plus a normal p r o f i t  margin. 
I n f l a t i o n  accounting provides t h i s  information t o  management. A going concern 
w i l l  sell products s o  long as t h e i r  s e l l i n g  prices exceed o r  equal the 
products' supply p r i ce s ;  and it w i l l  expand sales up t o  the point a t  which the 
two are equated i n  order  t o  maximize p ro f i t s .  Any rise i n  the  current buying 
pr ices  of resources used by the firm raises the supply pr ice  of its product, 
and management must ad jus t  e i t he r  the  s e l l i ng  pr ice  o r  sales volume 
accordingly. 

(d) Forecasting and Budgeting 
A s  the  r e s u l t  of recording changes i n  the market pr ices  of asse t s  as they 
occur, management can analyse the extent and frequency of such pr ice  changes, 
and i d e n t i f y  those assets f o r  which the greatest  changes occur. This 
information is of great assistance i n  a l l  long-range forecasting required for  
the  formulation of business s t ra teg ies  and investment projects.  It enables 
more accurate  fo recas t s  of future  cap i t a l  requirements and cash budgeting. 
His tor ic  cos t  accounting provides only intermittent and spasmodic information 
about asset pr ices  f o r  budgeting purposes. 



(e )  Financial Planning and Dividend Decisions 
Because i n f l a t i o n  accounting should improve the accuracy of long-range 
forecasting,  more accurate estimates of addi t iona l ' f inanc ia l  requirements may 
be made. This i n  tu rn  w i l l  lead t o  improved f inanc ia l  planning and f inancial  
s t ruc ture  decisions. Likewise it provides a b e t t e r  bas i s  f o r  dividend 
decisions as the dividends can be paid from p r o f i t s  without impairing the 
f inanc ia l  v i a b i l i t y  o r  productive capacity of the  company. Any p r o f i t s  t o  be 
retained i n  the business can be used t o  finance growth i n  t h e  sca le  of 
operations ra ther  than merely t o  replace assets used up i n  operations because 
the measure of p r o f i t  automatically provides the  f inanc ia l  capacity t o  replace 
assets .  His tor ic  cost  accounting on the other hand can lead  t o  dividend 
decisions which erode the physical cap i ta l  of the  business. 

( f )  Asset.Investment Decisions 
Current market p r ice  data  f o r  assets must be used i n  making a l l  decisions about 
fixed a s se t  purchase, retention and disposal, along with present  value (or  
discounted cash flow) data. In  pr inciple  assets should be purchased o r  
replaced so  long as  the  present values of expected cash surpluses from t h e i r  
future  use i n  the  operations of the  business exceed o r  equal t h e i r  current 
buying prices.  They should be retained i n  use so  long as t h e i r  present values 
exceed t h e i r  current  s e l l i n g  prices;  and they should be disposed of when t h e i r  
current s e l l i n g  pr ices  exceed t h e i r  present values. This last ru l e  indicates  
when an asset becomes unproductive o r  obsolete. The same pr inc ip le  applies t o  
analysing the business as a whole - it is merely a co l l ec t ive  asset. The 
business should continue as a going concern i n  the  long-run and replace assets 
as  required so  long a s  the present value of the business (which summarizes its 
p r o f i t  prospects) exceeds o r  equals the current value of its ne t  assets; it 
should continue operations i n  the short-run i f  its present value is less than 
the current market value of i ts  ne t  assets but exceeds t h e i r  current real izable  
pr ices;  while it should cease operations i f  its present value f a l l s  below the 
current rea l izab le  value of its ne t  assets. Current value information is 
always p a r t  of the  da ta  required f o r  ra t iona l  investment and operating 
decisions; h i s t o r i c  cost  information is never relevant. 

(g) Improved Measures of Income, Financial Posit ion and Rate of Return on 
Investment 
In f l a t i on  accounting uses a more r e l i ab l e  set of income and f inanc ia l  posit ion 
concepts than does h i s t o r i c  cost  accounting. The cornerstome of any income 
measurement system is the cap i ta l  maintenance concept as it determines the 
bas i s  of asset valuation, the  measurement property of t h e  d o l l a r  used, and the 
spl i t- up of end-of-period wealth between the cap i t a l  maintenance component and 
the income component. Current income may be defined as t he  gain i n  the  ne t  
a s se t s  of the  business over the period after maintaining i n t a c t  the  stock of 
ne t  asse t s .  This gain can be determined by valuing all beginning-of-period 
assets and l i a b i l i t i e s  a t  t h e i r  end-of-period market p r i ce s ,  and again all 
end-of-year a s se t s  and l i a b i l i t i e s  at  these same pr ices .  This removes any 
pr ice  change e f f e c t  from the comparison of opening and closing n e t  assets so 
t h a t  the  gain i n  the  stock of net  assets can be determined. The extent of the 
revaluation of opening n e t  assets  ( the  holding gains) should be credited t o  a 
cap i t a l  maintenance adjustment account which forms p a r t  of owners' equity. The 
whole of current income so determined can be d i s t r ibu ted ,  i f  so  desired, 
without impairing the stock of ne t  assets (and hence the  productive capacity) 
of the  business. 



A s  the  a s s e t s  and l i a b i l i t i e s  i n  the  end-of-year blance sheet are all s ta ted  i n  
current  value terms, a more meaningful measure of the  f inancial  posi t ion of the 
business is given. The t o t a l  asse t  f igure shows what it would cost  t o  acquire 
the  set of assets a t  balance date; and the l i a b i l i t i e s  show the current market 
value of the  obl igat ions .  The balance sheet provides a meaningful statement of 
the  gross investment i n  t he  firm's assets and the owners' investment i n  its net 
assets because all t he  items are valued a t  contemporary market prices.  
Likewise it provides a meaningful statement of the f i rm's  current f inancial  
posi t ion,  o r  the  value of i ts  assets judged i n  re la t ion  t o  i ts  l i a b i l i t i e s .  

Final ly ,  i n f l a t i o n  accounting provides a re l iab le  measure of the  r a t e  of return 
on investment. The measures of income and investment are both i n  current value 
terms and hence the  r a t e  of return formula is soundly applied. A l l  extra- 
per iodic  e f f e c t s  are removed from the data. 

Reliable and contemporary measures of income, f inancial  posit ion,  investment 
and r a t e  of re turn  on investment a r e  required by investors as w e l l  a s  
management. Investors  can make val id  comparison of the incomes, f inancial  
pos i t ions ,  investment and ra tes  of re turn on investment between companies as 
they a r e  a l l  i n  current  value terms and based on the same capi ta l  maintenance 
concept. Companies with the  be t t e r  p r o f i t  performances and f inancial  positions 
can be read i ly  seen. This information is c r i t i c a l  f o r  the decisions of share 
investors  and long-term credi tors .  They can evaluate the  performance of each 
company by comparing the  r a t e s  of re turn earned by each and by comparing these 
r a t e s  of re turn  with y ie lds  required by investors t o  induce them t o  invest .  
They a r e  provided with a be t t e r  bas i s  t o  predict  future  ra tes  of re turn on 
investment l i k e l y  t o  be earned by each company and its potent ia l  dividend 
stream, and these i n  turn mainly determine the value of t h e i r  shares i n  the 
cap i t a l  market. They can be t te r  predict  the need f o r  new share issues  by 
companies t o  finance expansion. They can more readi ly  ascertain i f  the  company 
is an economic going concern o r  whether it is a s ick  company which e i t h e r  
requires  some good medicine o r  winding up. 

Accounting repor t s  based on h i s to r i c  cost  on the other hand provide investors 
with inadequate information on which t o  assess the p r o f i t  performance, 
f i nanc ia l  pos i t ion  and rate of re turn on investment i n  a period of s t rong 
inf la t ion .  The measure of income includes an unspecified component of realized 
asset holding gains  which are par t ly  fortuitous,  and it is not based on 
maintaining i n t a c t  the  productive capabil i ty of the business. The balance 
sheet  comprises a s s e t s  valued a t  the purchase prices paid over an unspecified 
period i n  t he  pas t  and whose aggregate value means l i t t l e  i n  re la t ion  t o  
current  values. They can be substant ia l ly  undervalued with the r e su l t  t ha t  the 
balance shee t  does no t  portray a meaningful statement of f inancial  position. 
The r a t e  of re turn  on investment is exaggerated because income is overstated 
and investment i s  understated i n  re la t ion  t o  current values. Investors cannot 
make v a l i d  intercompany comparisons because the values included i n  the measures 
of income and investment are not comparable. Forecasts of future earning 
capacity are made hazardous by the undisclosed exaggeration of the h i s t o r i c  
r a t e  of re turn  on investment and the need t o  re ta in  p ro f i t s  or  raise additional 
investment funds t o  maintain the operating capacity of the company. It is 
d i f f i c u l t  f o r  inves tors  t o  determine whether the company is rea l ly  a going 
concern u n t i l  it is too l a t e ,  by which time the share market value of t h e i r  
investment can be affected.  



4 ( i i )  The Macroeconomic Advantages of In f l a t i on  Accounting 

In  addi t ion t o  having substant ia l  advantages fo r  the  individual  business and 
investor ,  i n f l a t i o n  accounting could convey s ign i f ican t  advantages t o  the  whole 
economy i f  the  system were generally adopted i n  business. F i r s t ,  industry  
would operate more e f f i c i e n t l y  and there would be a more e f f i c i e n t  a l loca t ion  
of scarce  cap i t a l  resources and physical resources between firms. The 
declining eff ic iency of some firms could not be hidden by the  a s s e t  holding 
gains component of h i s t o r i c  cost  income. The leve l  of t a r i f f  protect ion 
required by domestic industry could be reduced. Secondly, the  amplitude of the 
t rade  cycle could be reduced. Empirical s tud ies  of company p r o f i t s  i n  t he  
United Kingdom and the  United S ta tes  have shown tha t  a high proportion of the  
losses  incurred by companies during the  1930 depression were i n  f a c t  holding 
losses  on a s se t s  ra ther  than operating losses;  whereas a l a rge  proportion of 
p r o f i t s  earned i n  boom periods comprise holding gains on productive asse t s .  The 
s t a t i s t i c s  on Australian company income show the extent  of the  holding gain 
component ( i . e .  the  addit ional charges f o r  inventory and f ixed a s s e t  usage) 
included i n  accounting income during a period of s t rong in f l a t i on .  Elimination 
of these holding gains and losses  from the measure of income should reduce the  
r a t e  of business expansion during inf la t ionary boom periods and c u r t a i l  the  
extent  of business gloom and cutbacks during a recession. A s  a consquence, the 
p r i ce  l e v e l  would become more s tab le ,  and there  could be less unemployment o r  
over fu l l  employment over the trade cycle and less disrupt ion of the  industry.  
This f ac to r  again would improve the  eff ic iency of the  economy. Thirdly, the  
problem of ser ious  f inanc ia l  malnutrition i n  industry would be subs t an t i a l l y  
mitigated during a period of cost  i n f l a t i on  i n  a depressed economy, 
pa r t i cu l a r ly  i f  current income were adopted a s  the tax base. This f i nanc i a l  
malnutri t ion could be i n  i t s e l f  a major cause of unemployment. Hence f o r  these 
reasons i t  i s  arguable t h a t  i n f l a t i on  accounting should enable industry  and the 
economy t o  function more e f f ic ien t ly .  A more s t ab l e  economy with less 
unemployment, a lower general l eve l  of p r ices ,  and higher standards of l i v i n g  
should r e su l t .  

4 ( i i i )  I n f l a t i on  Accounting and Public Enterprises 

It has been argued (Byatt,  1986) t ha t  I n f l a t i on  Accounting is espec ia l ly  
important f o r  public enterpr ises  because of the  

. r e l a t i ve ly  grea te r  cap i ta l iza t ion  and generally longer a s se t  l i v e s  of 
such enterpr ises  

. absence of a market assessment and d i sc ip l ine ;  and 

. need t o  monitor and regulate monopoly public en te rpr i ses .  

( a )  Longer Asset Lives. Public enterpr ises  tend t o  be both c a p i t a l  in tens ive  
and t o  have much longer asse t  l i v e s  than those i n  the  p r iva t e  sec tor .  Clearly,  
accumulated i n f l a t i on  makes nonsense of h i s t o r i c  cos t s  over the  30 years of a 
power s t a t i o n ' s  l i f e  o r  the 100 years o r  more of many underground pipes. 
Moreover, even modest technical  progress can transform r e a l  cos t s  over such 
periods. 

(b)  Absence of a Market Assessment. For public en te rpr i ses  there  is no share  
p r i ce  t o  r e f l e c t  a market assessment of performance of t h e  company i n  managing 
resources employed and there  is  no market d i sc ip l ine ,  through takeovers e t c ,  i n  
enforcing eff ic iency i n  resource use. The information presented i n  the  
accounts of a public enterpr ise  accordingly becomes an e s s e n t i a l  too l  f o r  
judging efficiency.  



( c )  Monitoring Public Enterprise Monopolies. A s  w e  saw e a r l i e r ,  i n  Victoria 
public enterpr ises  a r e  required t o  a i m  a t  achieving a RRR ta rge t  of 4 percent 
and pay a PAD set i n  r e a l  terms. Inf la t ion  accounting would cer ta inly 
f a c i l i t a t e  the  monitoring of performance i n  re la t ion  t o  these targets .  

To conclude t h i s  sect ion,  there  seems strong support, i n  principle,  f o r  
i n f l a t i on  accounting. Indeed there  seems considerable support fo r  its 
implementation a t  least i n  the  public sector .  For instance Ball  and Davis 
( 1984) conclude : 

"The use of conventional ' h i s to r i ca l  cos t '  methods of accounting allows 
in f l a t i on  t o  obscure evaluations of overal l  f inancial  performance. The 
pr incipal  problems a re  created by the f a i l u re  of conventional accounting 
sytems t o  record the e f f ec t  of i n f l a t i on  upon the pr ices  of assets  and thus 
upon cos t s  t h a t  a r e  charged against  income f o r  the use of assets  such as  
depreciation and use of s to res .  We endorse the Rae Committee's strong 
support f o r  i n f l a t i on  adjustment of public au thor i t i es  accounts." (p. 32) 

The Commonwealth Auditor-General apparently agrees, pointing out (Monaghan, 
1987) t ha t ,  

"... f inanc ia l  statements prepared under the h i s to r i ca l  cost  convention do 
not necessari ly disclose the current value of the t o t a l  resources being 
used by the enterpr ise .  This can make it d i f f i c u l t  fo r  users t o  in te rpre t  
the  f inancial  statements of enterpr ises  which have long-lived assets .  And 
the statements may not  provide a suf f ic ien t  basis  f o r  considering the 
re turn the Commonwealth might expect. 

The issue has been the subject  of considerable discussion between the AAO 
and the Department of Finance. This may prove t o  be an areas where public 
sector  accounting w i l l  have t o  develop with some divergence from private  
sec tor  practice."  (p. 16) 

The Victorian Government.claims t h a t  its decision t o  implement the RRR 
Reporting system (of i n f l a t i on  accounting) f o r  its public enterprises w i l l  
a s s i s t  the following categories of user  groups t o  make informed judgements 
about the f inanc ia l  s t a tu s ,  performance and compliance of a public enterprise:  

. Providers of resources 

. Recipients of goods and services;  and 

. Par t ies  performing a review service  of relevance t o  a l l ,  o r  par t icu la r ,  
sections of the  community. 

We agree. But while the  case f o r  i n f l a t i on  accounting, i n  principle,  is  
persuasive there  has been considerable controversy, overseas and i n  Australia, 
over the  appropriate application of i n f l a t i on  accounting. Even i n  the those 
countries where i n f l a t i o n  accounting standards, requiring supplementary 
in f l a t i on  adjusted data ,  have been implemented i n  the pr ivate  sector  (e.g. New 
Zealand, U.S.A., United Kingdom) the l eve l  of non-compliance has, i n  some 
cases, l ed  t o  the  abandonment of the standard. But a l l  t h i s  has been 
extensively reviewed elsewhere (e.g. Tweedie and Whittington [1984]) and need 
not be repeated here. For public enterpr ises  the compliance problem does not 
ex i s t .  Since In f l a t i on  Accounting f o r  public enterpr ises  is  now established in  
Victoria,  our focus i n  the  following sect ions  w i l l  be on appraising the 
spec i f i c  approach t o  i n f l a t i on  accounting taken by RRR Reporting. 



5. DIFFERENT APPROACHES TO CURRENT COST (INFLATION) ACCOUNTING 

Whilst we f ind  the case fo r  in f la t ion  accounting i n  pr inciple  t o  be persuasive, 
w e  need t o  recognize t h a t  the Victorian Government's RRR Reporting approach is  
only one of a number of CCA approaches t o  accounting f o r  p r ice  changes. The 
aim of t h i s  sect ion is t o  outl ine the character is t ics  of a l te rna t ive  CCA 
systems and the f ac to r s  which a re  relevant i n  determining the appropriate CCA 
approach f o r  public enterprises.  The par t icu la r  CCA accounting system adopted 
is of c r i t i c a l  importance because the reported p r o f i t  it iden t i f i e s ,  which may 
vary widely, is used i n  evaluating performance against  predetermined goals  and 
a s  the  bas i s  f o r  determining the maximum amount of dividend d is t r ibu t ions  t o  
owners. 

5 ( i )  Components of an Accounting System 

Any system of accounting which purports t o  measure performance and portray 
f inanc ia l  posi t ion requires the specification of three fac tors ,  namely: 

( a )  the  a s se t  valuation basis ( fo r  example, h i s to r i ca l  cost  o r  current  cos t ) ;  

(b)  the  cap i t a l  maintenance concept tha t  is to  be used ( fo r  example, the  
maintenance of operating capabi l i ty  o r  the maintenance of f inanc ia l  
c a p i t a l ) ;  and 

( c )  the  un i t  of measurement tha t  is t o  be used - nominal do l la rs  o r  u n i t s  of 
constant purchasing power. 

The objectives underlying the preparation of the f inanc ia l  statements and the 
nature  of the  business operations provide guidance i n  determining which 
combination of these fac tors  should be employed i n  determining p r o f i t  and the 
bas i s  f o r  balance sheet  preparation. The possible combinations relevant t o  our 
analysis  a r e  those which employ the Current Cost Valuation basis. The major 
i s sue  of contention concerns whether the appropriate cap i t a l  maintenance 
concept t o  employ is operating capabi l i ty  o r  f inancial  equity,  expressed i n  
r e a l  o r  nominal terms. 

5 ( i i )  Maintenance of Operating Capability - An Ent i ty  Viewpoint 

The maintenance of operating capabi l i ty  can be described i n  terms of inputs  
(maintain the same quantity of input fac tors  of production usually measured a t  
cur ren t  replacement cos t )  o r  outputs (maintain the output capacity of t he  
ex i s t i ng  assets). Maintenance of output is the generally preferred 
in t e rp re t a t i on  with capacity usually measured by reference t o  physical u n i t s  
(volume) thereby allowing technological advances t o  be re f lec ted  i n  t he  current 
cos t  of the a s se t s  required to  maintain output. 

P r o f i t  determination i n  t h i s  system involves charging against  revenue t h e  
current  cost  of maintaining the net  operating asse t s  required t o  generate the 
revenue. It i s  universally agreed t h a t  Fixed Assets and Stock a re  a p a r t  of 
ne t  operating a s se t s  but the treatment of monetary assets and l i a b i l i t i e s  
remains contentious. 



One school of thought holds t ha t  n e t  monetary working cap i t a l  (e.g. trade 
debtors and c red i to rs ,  which do not a l t e r  i n  amount a s  a consequence of a 
change i n  p r i c e s ) ,  a l s o  provides operating capabi l i ty  and tha t  the  impact of 
changing pr ices  on t he  l eve l  of monetary working c a p i t a l  necessary t o  susta in  
operations should be allowed f o r  by applying the change i n  the  pr ice  l eve l  
relevant t o  the  holding of the monetary i t e m  ( f o r  example, a relevant index fo r  
the  holding of t rade debtors is  movements i n  the  pr ice  of inventories) .  

A var ia t ion  of t h i s  concept of maintaining operating capabi l i ty  i n t a c t  is 
adopted i n  the  Australian accounting profess ion 's  Statement of Accounting 
Pract ice  "Current Cost Accounting" (SAP1) which ad jus t s  f o r  the spec i f ic  
purchasing power gains and losses  from holding all monetary asse t s  and monetary 
l i a b i l i t i e s ,  excluding loan cap i t a l ,  during periods. of changing prices.  (Loan 
Capital  is defined a s  current and long term borrowings used i n  financing the 
operating capabi l i ty  of the e n t i t y ) .  Under the SAP1 approach, adjustments fo r  
depreciation,  cos t  of s a l e s  and monetary items (excluding loan cap i t a l )  a r e  
made t o  h i s t o r i c a l  cos t  p r o f i t  with corresponding e n t r i e s  t o  a Current Cost 
Reserve which forms p a r t  of owners' equity.  This "current operating p ro f i t " ,  
from which is deducted income tax and i n t e r e s t ,  r e s u l t s  i n  the  surplus which 
could be d i s t r ibu ted  by way of dividends a t  the end of the  period, whilst  st i l l  
maintaining i n t a c t  operating capabi l i ty  a s  i t  exis ted a t  the  beginning of the 
period. A n  implication of the operating capabi l i ty  maintenance concept is tha t  
changes i n  the  p r i ce  of ne t  operating a s se t s  (holding gains and losses )  are 
t rea ted  a s  adjustments of cap i t a l  and, as such, a r e  taken d i r ec t l y  t o  the  
Current Cost Reserve account. 

The above c a p i t a l  maintenance concept is consis tent  with the acceptance of an 
e n t i t y  viewpoint and measures the  amount which can be d i s t r ibu ted  t o  a l l  
contributors of c a p i t a l  ( i n t e r e s t  and dividends) without impairing the 
operating capabi l i ty  of the en te rpr i se .  

5 ( i i i )  The Maintenance of Operating Capital  - A Proprietary (Equity) Viewpoint 

An a l t e rna t ive  viewpoint t o  t h a t  out l ined above holds t h a t  the  measure of 
p r o f i t  should take i n t o  account the  manner i n  which the  company is financed. 
An ente rpr i se ' s  ne t  operating a s se t s  may be financed subs tan t ia l ly  by debt,  
which is  f ixed i n  money terms, such t h a t  its r e a l  value is eroded i n  times of 
r i s i n g  pr ices .  Therefore, i t  is argued, the  burden of maintaining an 
en t e rp r i s e ' s  operating capabi l i ty  is not borne by equityholders alone and 
allowance f o r  t h i s  improvement i n  t he  propr ie tors '  welfare should be 
incorporated i n  the  measure of p r o f i t .  The resu l t ing  p r o f i t ,  a t t r i bu t ab l e  t o  
the  owners, i s  the  amount t h a t  could be d i s t r ibu ted  without impairing t h a t  
proportion of the  en te rpr i se ' s  operating capabi l i ty  financed by the  owners. 

There is considerable disagreement, however, a s  t o  how these debt re la ted  
benef i ts  t o  shareholders should be computed and reported ( f o r  example, compare 
the approaches recommended i n  the  CCA Standards of the  United Kingdom's SSAP16 
[now withdrawn] and N e w  Zealand's CCA1) .  This i s  a s ign i f ican t  i s sue  f o r  the 
Australian government sec tor  a t  present and s h a l l  be elaborated on i n  sect ion 6 
of t h i s  paper 

5 ( i v )  The Maintenance of Financial Capital  - Another Proprietary Viewpoint 

The c a p i t a l  maintenance concept may be measured e n t i r e l y  i n  f inancial  terms 
ra ther  than i n  terms of operating capabi l i ty .  Under t h i s  approach p r o f i t  is  
defined a s  the  change i n  shareholder's funds over the  period, a f t e r  allowing 
f o r  transactions of a cap i t a l  nature.  For example, the  h i s t o r i c a l  cos t  
accounting system maintains the f inanc ia l  c ap i t a l  of shareholders i n  money 
terms. 



When applied t o  a CCA system the concept of f inancial  cap i ta l  maintenance is 
usually accompanied by the restatement of the opening equity f o r  the change i n  
the  general p r ice  leve l .  A s  a r e s u l t  f inancial  equity is maintained i n  r e a l  
terms and the r e a l  holding gains ( losses )  a r e  incorporated i n t o  the measure of 
income. This version of Real CCA is one of two Real CCA systems supported by 
Barton (1985) and Byatt (1986). 

The RRR Reporting system of the Victorian Government a l so  adopts a maintenance 
of f inancial  equity cap i t a l  maintenance concept but expressed i n  nominal ra ther  
than r e a l  terms. This system involves the restatement of asse t s  t o  a current 
cost  bas i s  and the  inclusion of purchasing power gains on &L monetary asse t s  
and l i a b i l i t i e s  i n  the measure of p r o f i t ,  including purchasing power gains on 
loan cap i t a l  measured by reference t o  changes i n  the  general l eve l  of prices.  
This method of determining Return on Equity is in te rna l ly  inconsistent a s  it 
requires the current  cost  restatements of the non-monetary asse t s  be taken 
d i r e c t l y  t o  the Current Cost Reserve account. This treatment is not consistent 
with the RRR Reporting method's " f inancial  equity" cap i t a l  maintenance concept 
which, a s  it is expressed i n  nominal terms only, would require such current 
cost  restatements t o  be taken d i r e c t l y  t o  the  P r o f i t  and Loss account. In  
f a c t ,  the  RRR Reporting system has more i n  common with CCA systems which employ 
an operating capabi l i ty  cap i t a l  maintenance concept, except t ha t  it diverges 
from t h i s  approach i n  measuring the  purchasing power gains on loan cap i ta l  by 
reference t o  general p r ice  leve l  change ra ther  than spec i f ic  p r ice  leve l  
changes. Perhaps the reason f o r  t h i s  inconsistency lies i n  the  DMB's comment 
(DMB, 1986b. p. 18) t h a t  the  present RRR Reporting guidelines may prove t o  be 
an interim s tep  on the way t o  the implementation of a Real CCA system 
(described above). 

5 ( v i )  Factors Determining the Selection of a Capital Maintenance Concept fo r  
Public Enterprises 

I n  general, information about both p r o f i t  a f t e r  operating capabi l i ty  
maintenance and p r o f i t  a f t e r  ( r e a l )  f inanc ia l  cap i ta l  maintenance is relevant 
f o r  the  d i f fe ren t  purposes of the various users of accounts. Whether i t  is 
appropriate t o  select one basis  o r  the  other  a s  dominant i n  presenting accounts 
depends on a range of fac tors  determining the appl icab i l i ty  of the concepts, 
the  ava i l ab i l i t y  of a l te rna t ive  sources of information, the quant i ta t ive  
difference between the  two concepts and the  spec i f ic  ro l e  envisaged fo r  the 
accounts. Comparability between businesses i n  a s imi la r  posit ion w i l l  a lso  be 
a consideration. Several fac tors  are discussed i n  the  following paragraphs. 

Objectives f o r  public enterpr ises  formulated recently by the Public Sector 
Accounting Standards Board (Sutc l i f  f e ,  1985) . These objectives were ident i f ied 
a s ,  

" the disclosure of f inancial  information: 
(i) useful i n  making economic decisions .. about such matters a s  

resources t o  be allocated t o  par t icu la r  e n t i t i e s ,  the nature and cost  
of services  t o  be provided by those e n t i t i e s  and the future  
consumption of those services;  and 

(ii) f o r  accountabil i ty purposes; t h a t  is information t o  a s s i s t  users i n  
assessing the extent t o  which managers have discharged t h e i r  
respons ib l i t i es  with respect t o  the use of public monies, the  
delivery of par t icu la r  services  and the achievement of specified 
objectives." (p. 17) 

The study goes on t o  s t a t e  t ha t ,  t o  achieve these objectives,  f inancial  reports 
should disclose information relevant t o  an assessment of f inancial  s t a tu s ,  
performance and compliance. These terms a r e  defined i n  the following way: 



"Financial s t a t u s  re fe rs  t o  the economic condition of the en t i t y .  
Performance r e f e r s  t o  the proficiency with which the en t i t y  has managed 
public monies, whether i t  has acquired and used resources economically, 
e f f i c i e n t l y  and as prescribed, and has been e f fec t ive  i n  achieving 
specif ied objectives.  

Compliance r e f e r s  t o  the extent t o  which the e n t i t y  has adhered t o  
the  requirements of the ru les  and regulations of a f inancial  nature 
intended t o  govern its operations and which are relevant t o  the  
objectives of f inancial  reporting." (p. 19-20) 

The f i r s t  f ac to r  t o  be considered i n  select ing the appropriate cap i t a l  
maintenance concept is whether the nature of the business is a continuing one 
o r  whether its a s se t s  form par t  of a series of one-off investments designated 
t o  be sold l a t e r .  Public enterpr ises  a r e  inherently continuing businesses. 
(Indeed i n  many cases they have the objective of increasing operating 
capaci ty) .  This suggests a measure of p r o f i t  which could be d i s t r ibu ted  
without damaging the operating capabi l i ty  of the business. 

Secondly, consideration should be given t o  whether o r  not there is an adequate 
c a p i t a l  market i n  shares i n  the business which would provide investors with 
continuous information about the return on the i r  investment apar t  from the  
accounts. I f  there  is an adequate cap i ta l  market, accounts which ident i fy  the 
d i s t r i bu tab le  p r o f i t  a f t e r  maintaining operating capabi l i ty  can usually provide 
the  accounting information relevant t o  determining the r e a l  re turn on 
inves tors ' cap i ta l  stake.  However, there  is no cap i t a l  market providing a 
measure of economic performance of public enterprises.  It is therefore 
des i rab le  t h a t  the  r e a l  r a t e  of re turn being earned on the cap i t a l  employed 
from the  point of view of the public as investors should be v i s ib l e  i n  t he  
accounts, although managers and employees w i l l  still need t o  know what could be 
taken out of the  business without impairing its operating capabil i ty.  

The t h i r d  fac tor  determining the relevance of the choice of cap i ta l  maintenance 
concept is the  r o l e  of the accounts i n  re la t ion  t o  pr ic ing policy. For many 
publ ic  enterpr ises  the  pr ice  of output is not determined i n  a competitive 
market. Information about the continuing cost  of supply is relevant t o  
determining pr ic ing  policy and cost  reduction objectives. The continuing cost  
of supply includes a normal p r o f i t  on investment a f t e r  f inancial  cap i t a l  
maintenance. Thus where monitoring of such public enterpr ises  is involved, i t  
is par t icu la r ly  relevant for  accounts t o  be available c lear ly  showing 
performance on the  bas i s  of f inancial  cap i ta l  maintenance. 

F ina l ly ,  rapid reductions i n  cap i ta l  costs  due t o  technical  progress w i l l  tend, 
i n  highly competitive markets, t o  make p ro f i t s  a f t e r  operating capabi l i ty  
maintenance a s ign i f ican t  overstatement of real returns  t o  the  investor.  Where 
technical  progress - o r  more generally re la t ive  pr ice  changes - subs tan t ia l ly  
a f f e c t s  costs  over the  l i fe t ime of the principal a s se t s  of a business, t h i s  
w i l l  be a fac tor  determining the prominence given t o  f inancial  cap i t a l  
maintenance i n  the  accounts. 

This does not mean t h a t  technical progress necessari ly makes investors worse 
o f f .  The reverse w i l l  normally be true: as costs and pr ices  f a l l ,  s a l e s  w i l l  
expand and the value of the business, a s  opposed t o  the value of the  tangible 
a s s e t s  the  business, w i l l  tend t o  increase. Technical progress i n  cap i t a l  
goods is a welcome event: i t  is a benef i t  not a l o s s  t o  the nation and a share 
of t h i s  benef i t  w i l l  normally go t o  investors,  although competitive pressures 
w i l l  usually work t o  pass most of the  benef i t  on t o  consumers through f a l l i n g  
pr ices .  Public enterpr ises  a re  expected t o  emulate t h i s  process, while taking 
account of p rac t i ca l  l imita t ions  on the r a t e  a t  which new technology can be 
introduced. 



The continuing nature of publice en te rpr i ses  argues f o r  prominence t o  accounts 
based on operating capabi l i ty  maintenance i n  these industr ies .  However, the 
absence of a share market fo r  public en te rpr i ses  and, f o r  the pr ice  makers 
among them, the absence of competitive product markets, argue f o r  accounts 
which show c lear ly  the r e a l  return being made on investors '  funds as a basis  
fo r  monitoring economic performance. I f  public en te rpr i ses  were regulated on 
the bas i s  of earning normal p r o f i t s  on cap i t a l  employed a f t e r  operating 
capabi l i ty  maintenance, consumers would benef i t  from technical  progress through 
lower pr ices  a t  the  expense of the investors '  cap i ta l  base. This would clearly 
be unsustainable i n  the pr ivate  sector .  For public enterpr ises  i t  would be 
equally l i ke ly  t o  involve inappropriate t ransfers  between the public as  
taxpayers and the public as  consumers. 

For reasons such a s  those discussed above the Byatt Report (1986) concluded 
tha t ,  a s  a general pr inciple ,  the accounts of public en te rpr i se  should include 
p r o f i t s  estimated on the basis of r e a l  f inanc ia l  cap i t a l  maintenance. However, 
a s  w e  have s t ressed ,  information about p r o f i t s  based on operating capabi l i ty  
maintenance is a l so  important a s  a guide t o  management decisions i n  these 
enterpr ises  and should continue t o  be given. A constructive view of t h i s  
conclusion would be t o  suggest t h a t  information based on both concepts should 
be presented i n  the  accounts. To do t h i s  would not be d i f f i c u l t .  Of course 
which bas i s  of cap i t a l  maintenance should be dominant i n  the presentation of 
the  accounts should r e f l e c t  an assessment of the considerations discussed above 
t o  an individual public enterprise.  



6. A COMPARATIVE EVALUATION OF THE IMPACT OF RRR REPORTING AND ALTERNATIVE 
CCA METHODS UPON REPORTED RESULTS 

6 ( i )  Introduction 

The previous sec t ion  pointed out tha t  there a re  several  versions of i n f l a t i on  
accounting. This is not jus t  of academic in t e r e s t  but can have important 
p rac t i ca l  implications,  par t icular ly  i n  the asessment of f inancial  performance 
and dividend paying capacity. 

These implications may be drawn from Table I X  which compares the MMBWts 
p r o f i t a b i l i t y  i n  1985/86 under conventional h i s to r i ca l  cost  accounting, Rate of 
Return Reporting, and three a l ternat ive Current Cost Accounting systems which 
were described earlier. The adjustments made i n  deriving the various CCA 
r e s u l t s  have been based upon the current cost  information contained i n  the Rate 
of Return Reporting supplement t o  the MMBW's 1985-86 resu l t s .  

Where the  object ive is the determination of the real rate of re turn on assets, 
a l l  four CCA systems reviewed produce relevant resu l t s .  The r a t e  of re turn on 
a s s e t s  is computed by dividing the p ro f i t  before finance charges by the average 
a s s e t s  employed i n  earning tha t  p ro f i t .  In  CCA systems, t h i s  is achieved by 
adjust ing the h i s t o r i c  cost  measure of expenses t o  t h e i r  current cost  a t  the 
t i m e  the  resource is consumed i n  generating revenue, and by r e s t a t i ng  the 
assets i n  the  balance sheet t o  t h e i r  current cost  a t  balance date.  Although 
the f igures  derived from such adjustments should be t reated as indicat ive only, 
they a r e  nonetheless useful fo r  the present purpose of drawing a t ten t ion  t o  the 
differences  i n  the  magnitude of p ro f i t  and i n  measures of performance, under 
the  various CCA systems examined. 

The current  cos t  estimates of the  MMEW's average asse t s  i n  service  and 
depreciation expense were $2,995m (92%) and $74.9m (135%) more than t h e i r  
respect ive h i s t o r i c a l  cost  counterparts. These adjustments, common t o  a l l  four 
CCA methods considered, decrease reported p ro f i t  and increase the asset base, 
causing the r e a l  re turn  on asse t s  t o  be s ignif icant ly  less than t h a t  achieved 
under h i s t o r i c a l  cos t  accounting, as  indicated a t  Line 18 of Table I X .  

However, the  foca l  point  of our immediate a t tent ion is ( i )  whether the  cap i ta l  
maintenance concept employed i n  determining the re turn t o  equityholders should 
r e f l e c t  an e n t i t y  o r  proprietary perspective and, (ii) i f  the  l a t t e r ,  which is 
the appropriate way t o  measure and account fo r  the holding gains ( losses )  on 
monetary l i a b i l i t i e s ?  The issues  a re  important because the p r o f i t  so  
determined (which may vary widely) is  used i n  evaluating the adequacy of 
re turns  t o  equityholders, and a s  a basis  fo r  determining the maximum amount 
which may be d i s t r i bu ted  by way of a dividend whilst  maintaining cap i t a l  
i n t a c t .  



TABLE I X  

COMPARISON OF HISTORICAL COST ACCOUNTING, RATE OF RETURN (RRR) REPORTING 
AND ALTERNATIVE CCA SYSTEMS 

Histor ical  Operating Proprietary Approaches 
Cost Capabil i ty t o  Capital  Maintenance 

Accounting Maintenance 
(SAP1 RRR CCAl  Real CCA 

Reporting 
$M $M $M $M $M 

1. Revenue (excl. f inance 
revenue ) 567 3 567 3 567.3 567.3 567.3 

2 .  Finance Revenue 45.8 45.8 2.7(a) 45.8 45.8 
3. Loss on Monetary Items 

(exc. Loan Capi ta l ) (b)  - 34.4 - 34.4 - 
4 .  Operating Revenue 613.1 578 7 570.0 578.7 613.1 

Less Operating Costs 
5. Depreciation 55.5 130.4(c) 130.4 130.4 130.4 
6. Other 
7. Income Before Finance 

Charges 318.0 212.8 204.1 212.8 247.2 
8. Less Income r e l a t i n g  t o  

Drainage Works and M.I.F. 22.7 13.6 13.6 13.6 13.6 
9 .  Return on Assets 295.3 199 2 190.5 199.2 233.6 
10. L e s s  Finance Charges 

Relating t o  Water 
Supply & Sewerage 285. o 285. o 77.8(d)285.0 285.0 

11. Add Gearing Adjustment - - - 141.2(e) - . , 

12. Add Real Holding Gains - - - - - - 63.1(f) 
13. Return (Loss) on Equity 10.3 (85.8) 112.7 55.4 11.7 
14 .  P r o f i t  (Loss) a t t r i bu t ab l e  

t o  Drainage Works, MIF 
and Extraordinary I tems 4.1 

15. Total Return on Equity - - 
and Extraordinary Items 14.4 (90.8) 119.6 50.4 6 7 

16. Public Authority 
Dividend 

17. N e t  Surplus (Deficit) 
----- ----- ----- ----- ----- ----- ----- ----- ----- ----- 

18. Average Written-Down 
Cost of Assets i n  
Service 3253 2 6248.3 6248.3 6248.3 6248.3 

19. Rate of Return on 
Assets (9 f 18) 9.08% 3.19% 3.05% 3.19% 3.74% 

20. Public Equity a t  
Beginning of Year 806.3 3222.5 3222.5 3222.5 3222.5 

21. Rate of Return on Equity 
(13 f 20) 1.2811 LOSS 3.50% 1.72% 0.36% 

Source : Compiled from information presented i n  the MMBW Annual Report 1985/86 



Notes : 

(a )  Finance Revenue less the holding lo s s  on monetary asse t s  of $43.lm deducted 
as per RRR Reporting guidelines. 

(b) Holding Loss on Monetary Items was calculated a s  the sum of the holding 
l o s s  on monetary a s se t s  of $43.lm less holding gains on the average leve l  
of monetary l i a b i l i t i e s ,  excluding loan cap i ta l ,  of $ 8 . 7 1 ~  This loss  has 
been deducted i n  determining operating revenue i n  order t o  enhance the 
comparability of RRR Reporting with other CCA methods. 

( c )  Current Cost Depreciation from MMBW's RRR Reporting r e su l t s  i n  Annual 
Report, 1985/86. 

(d) Finance charges less the holding gain on all monetary l i a b i l i t i e s  of 
$207.2m deducted as per RRR Reporting guidelines. 

( e )  Gearing Adjustment f o r  CCAl  method calculated as: 

Average N e t  ~ o r r o w i n ~ s l  X Increase i n  Current 
Average Written Down Current Cost Reserve over 
Cost of N e t  Operating ~ s s e t s ~  the Year per C C A ~  

1. N e t  Borrowings: the aggregate of a l l  l i a b i l i t i e s  and provisions fixed 
i n  monetary terms other than those included i n  monetary l i a b i l i t i e s  i n  
note (b) above. 

2. N e t  Operating Asssets: the aggregate of fixed asse t s ,  inventory and 
ne t  monetary items per note (b) above. 

3.  The increase i n  the  Current Cost Reserve fo r  1985-86, f o r  the purpose 
of t h i s  calculat ion is the sum of: 

Loss on Monetary Items $34.4m 
Restatement of Non-Monetary Assets 

( f )  R e a l  holding gains f o r  the Real CCA method were calculated as: 

Holding Gains on Non-Monetary Assets: $330.6m 
L e s s :  I n f l a t i on  Adjustment t o  opening 

Equity based on Melbourne CPI 
increase of 8.3% f o r  the  year 
ending 30 June 1986 $267.5m 

$63. l m  ---- ---- 



6 ( i i )  RRR Reporting Contrasted with SAPl 

Although RRR Reporting is a version of CCA, it d i f f e r s  i n  important aspects 
from the Australian accounting profession's SAP1. The Victorian 
Government's/DMBTs reasons f o r  re ject ing the SAPl approach are worth 
re i te ra t ing :  

"In deciding its r a t e  of return reporting policy, the Government has had to  
consider two important matters related to  the acdounting profession's  
Statement of Accounting Practice,  viz: 
( a )  SAPl has been adopted by very few private commercial and indus t r ia l  

organisations i n  Australia and very few annual reports  provide 
information t o  the public on a current cost  accounting basis ,  and 

(b) the need t o  consider the extent t o  which SAPl provides an adequate 
report ing system f o r  demonstrating the basis  f o r  economic decision 
making and fo r  achieving accountability i n  terms of the  Government's 
r a t e  of re turn pol ic ies .  

The supplementary f inancial  statements w i l l  be based on SAPl t o  the 
extent t h a t  it is possible and relevant t o  apply t h a t  statement i n  the 
r a t e  of re turn context. Where the accounting pol ic ies  of the 
Government i n  respect of Rate of Return Reporting depart  from the SAPl 
the prac t ice  adopted has as f a r  as possible been consistent with the 
general body of accounting theory on t h i s  matter par t icu la r ly  where 
there  are applications of t ha t  theory in overseas countries. However 
the overriding consideration remains the adoption of accounting 
pol ic ies  which w i l l  ensure tha t  the general purpose supplehentary 
f inanc ia l  statements demonstrate the impact and performance of the 
r a t e  of re turn policies." (DMB, 1986b p.17) - 

I n  view of the  importance of DMB's decision in favour of RRR Reporting, its 
reasoning is inadequate (par t icular ly  i n  the l i g h t  of the protracted 
controversy over the  choice of an appropriate CCA system discussed e a r l i e r ) .  

I n  accordance with SAPl guidelines an adjustment t o  r e f l e c t  a purchasing power 
l o s s  on the  holding of monetary assets  and l i a b i l i t i e s  (other than loan 
c a p i t a l )  has been reported at Line 3 of Table IX. This l o s s  of t34.4m is also 
included i n  the  RRR Reporting system but is reported as two separate 
components: 

(a) a l o s s  on monetary assets of $43.lm used to  determine real finance revenue 
a t  Line 2, and 

(b) a gain on monetary l i a b i l i t i e s  (other than loan cap i ta l )  of 88.7m which is 
included i n  t he  computation of real finance charges a t  Line 10. 

This d i f f e r en t  format under RRR Reporting generates some differences i n  the 
measure of re turn  on asse t s  although these are ea s i ly  reconciliable. However, 
a s ign i f i can t  dif ference between SAPl and RRR Reporting is t h a t  SAP1, in 
adopting an e n t i t y  approach t o  the maintenance of operating capabi l i ty ,  
excludes holding gains on "loan capi ta l"  from the measure of p ro f i t .  Although 
SAPl acknowledges the a l ternat ive f inancial  equity approach t o  maintaining 
operating capabi l i ty ,  i t  prescribes tha t  such gains on loan cap i t a l  be 
t ransferred t o  a reserve account before determining CCA e n t i t y  p ro f i t .  

I n  t he  l i g h t  of t he  (previously explained) derivation of the  targeted 4 per 
cent real return on assets ,  it is understandable t h a t  RRR Reporting guidelines 
a l so  focus on the  re turn on equity as t h i s  "provides the primary input t o  
decisions about t he  appropriate l eve l  of the public authority dividend" (DMB, 
1986b, p. 17). The 



f inanc ia l  equity approach espoused i n  RRR Reporting involves recognition "of 
the  f a c t ,  t h a t  i n  times of i n f l a t i on ,  there is a gain from having incurred 
monetary l i a b l i t i e s  because the amount repayable is  fixed i n  money terms" (DMB, 
1986b, p. 18).  I n  implementing t h i s  approach, holding gains on loan cap i ta l ,  
measured by reference t o  changes i n  the general l eve l  of prices,  a r e  included 
i n  determining the  re turn  t o  equityholders. 

A s  Line 13 of Table I X  indicates ,  the MMBW had a re turn t o  equityholders under 
RRR Reporting of $ll2.7m. This p r o f i t  is  $198.5m greater  than the l o s s  of 
$85.5m reported under the SAPl approach, the difference being so le ly  
a t t r i bu t ab le  t o  t he  inclusion of the  holding gains on loan capi ta l .  The RRR 
Reporting r e s u l t  exceeds the h i s t o r i c  cost  p ro f i t  of $10.3m by a margin of 
$102.4m. After payment of the required Public Authority Dividend of $60M for  
1985/86, the r e su l t i ng  ne t  def ic i t /surplus  outcome is equally dramatic as Line 
17 of Table I X  shows. On a h i s t o r i c a l  cost  basis  the ne t  d e f i c i t  f o r  the  MMBW 
was $45.6M, on a SAPl basis  the ne t  d e f i c i t  was $150.8M, whilst on an RRR 
Reporting basis  there  was an estimated net  surplus of $59,6M. 

The s ign i f i can t  dif ference i n  re turns  t o  equity, depending on whether holding 
gains on loan c a p i t a l  a r e  included, would probably occur i n  the case of the 
other  Victorian publ ic  enterpr ises  as w e l l ,  because of the  typical ly  very high 
gearing r a t i o s  f o r  such enterpr ises .  I n  most pr ivate  enterpr ises ,  the  
addi t ional  depreciation and other  such charges a r i s ing  from the replacement 
cos t  method of ca lcu la t ion  would be i n  excess of any notional gains a t t r ibu ted  
t o  long term monetary l i a b i l i t i e s .  This factor would usually r e s u l t  i n  a 
deter iorat ion i n  t he  business r e s u l t ,  compared with one calculated on a 
h i s t o r i c a l  cos t  bas i s .  However, long term l i a b i l i t i e s  which a re  refinanced by 
loans comprise such a major component of the debt s t ruc ture  of a public 
en te rpr i se ,  t h a t  not ional  gains calculated on these l i a b i l i t i e s  and taken 
through the  P r o f i t  and Loss Account could f a r  exceed the addit ional 
depreciation calculated under the  replacement cost  method. Consequently, the 
public en te rpr i se  could show a vas t ly  improved business r e su l t  without an 
accompanying increase i n  its cash resources and i n  its capabi l i ty  t o  finance 
p a r t  of the  i n f l a t e d  cost  of financing new and replacement fixed a s se t s  from 
in t e rna l  sources. The impact on the  reported p ro f i t ab i l i t y  r e su l t s  of public 
enterpr ises  due t o  holding gains on monetary l i a b i l i t i e s  warrants t h a t  w e  
examine fur ther  t he  pr inciples  underlying the i r  inclusion and the way i n  which 
they a re  measured. 

6 ( i i i )  P r o f i t  At t r ibutable  t o  Owners: The Proprietary Approach of RRR Reporting 

The owners of t he  en te rpr i se  a r e  concerned t o  secure a reasonable re turn on 
t h e i r  investment. The problem presented i n  securing the continuity of the 
l e v e l  of business operations does not have, for  some of them, the pressing 
importance tha t  i t  has t o  the business enterprise i t s e l f .  Therefore a 
d i s t i nc t ion  is t o  be drawn between the owners on the one hand and the 
en te rpr i se  on the  other .  Accordingly, the current cost  operating p r o f i t  of the 
en te rpr i se  cannot be the same amount a s  the p ro f i t  a t t r ibu tab le  t o  the  owners, 
except where there  are no outside l i a b i l i t i e s .  Whereas the current cost  
operating p r o f i t  of the  enterpr ise  measures the amount which can be dis t r ibuted 
t o  a l l  contr ibutors  of cap i ta l  ( t h a t  i s ,  i n t e r e s t  and dividends o r  other  
d i s t r ibu t ions  t o  owners) without impairing the operating capacity of the  
en te rpr i se ,  the p r o f i t  a t t r ibu tab le  t o  the owners i s  the amount t ha t  can be 
d i s t r ibu ted  without impairing the owners' investment i n  the enterprise.  



To a r r i v e  at the  p r o f i t  a t t r i bu t ab l e  t o  the  owners, two adjustments need t o  be 
made t o  t he  current cos t  operating p r o f i t  of the en te rpr i se .  The f i r s t  is  t o  
deduct i n t e r e s t ,  and the  second is t o  add (or  deduct) an amount which 
represents the benef i t  (cos t )  t o  proprietors from having a p a r t  of the  f i rm's  
a s se t s  financed by borrowings during a period when p r i ce s  are changing. That 
p ropr ie tors  may gain under such circumstances is  not general ly  disputed but the 
methods of computing the  gains t o  propr ie tors  from debt f inancing vary 
considerably. I f  these gains a r e  d i s t r ibu ted  t o  p ropr ie tors  i n  t he  form of 
cash dividends the  operating capabi l i ty  of the  en te rpr i se  w i l l  be reduced 
unless  an equivalent amount is borrowed contemporaneously ( o r  new equi ty  is 
r a i s ed ) .  

The following s impli f ied example i l l u s t r a t e s  the  d i f f e r e n t  approaches t o  p r o f i t  
determination under SAP1 and RRR Reporting. 

EXAMPLE 1 PROFIT DETERMINATION UNDER SAP 1 AND RRR REPORTING 

Data - 
1. Authority formed i n  19x0 and acquires non-depreciable assets a t  a cos t  of 

$100 financed i n  the  proportions of 50% debt @ 13% and 50% equity. 

2 .  In f l a t i on ,  a s  measured by the Consumer Pr ice  Index increases  a t  10% per 
year. 

3. The author i ty  is not subject  t o  taxation. 

4. The replacement cos t  of the a s se t  increases a t  10% per  year. 

5. Dividends of an amount equal t o  reported p r o f i t s  are declared and paid. 

6 .  Cash requirements i n  excess of the  cash flow from operations a r e  financed 
by borrowings. 



Prof i t  and Loss Statements 
f o r  period ended 19x1 

(Entity Approach) (Proprietary Approach) 
$ - $ - 

Current Operating P r o f i t  
Before I n t e r e s t  

Nominal I n t e r e s t  
Gain on Loan Capital  (10% of $50) 
Real Finance Charges 
Entity P r o f i t  (Loss) 

Return on Equity 

Asset 

Balance Sheets 
a s  a t  19x1 

Debt 52-50 55 00 
Equity 
Capital  50.00 50.00 
Current Cost Reserve 10.00 5.00 
Retained Earnings (2.50) - 

57-50 

Dividends 
Debt t o  Equity Ratio 



The authority has earned a 4% real  return on operating asse ts ,  before financing 
charges, i n  both cases. Under SAP1 the operating capabi l i ty  of a l l  of the 
f i rm's  asse ts  is maintained before the p ro f i t  ( loss )  is determined. A l l  of the 
holding gains on asse ts  a re  transferred t o  the current cost  reserve account and 
i n  keeping with the en t i ty  approach t o  p ro f i t ,  the debt related gains t o  
proprietors are not recognised. In  t h i s  example, the authority requires t o  
borrow $2.50 i n  order t o  pay the excess of in t e re s t  payments over operating 
surplus.  

This i l l u s t r a t e s  the important point tha t ,  i f  the d is t r ibut ion  t o  the owners 
and t o  lenders by way of in te res t  a re  limited t o  the current cost operating 
p r o f i t  of the enterprise  and the operating capacity is simply maintained, the 
debt/equity r a t i o  w i l l  be progressively reduced, i n  t h i s  case t o  91%. i f  there 
is continued inf la t ion .  A s  the Richardson Committee (1976) pointed out ,  such a 
policy pursued over a long period of time could be considered t o  be very 
conservative. 

The RRR Reporting method includes i n  the p ro f i t  t o  proprietors a holding gain 
on borrowings measured by applying the CPI increase t o  the  leve l  of borrowings 
(10% of $50 = $5) and offset t ing t h i s  figure against the nominal i n t e r e s t  
charges t o  get  a r ea l  finance charge. The debit  entry f o r  t h i s  holding gain is 
t o  the Current Cost Reserve account. Therefore, the RRR Reporting approach 
indicates  that  the authority could declare a cash dividend of up t o  $2.50, the 
amount by which the proprietors a re  be t te r  o f f ,  by allowing f o r  the holding 
gain on the monetary l i a b i l i t i e s .  To do so would require the authority t o  
borrow a fur ther  $5 which w i l l  maintain the debt t o  equity r a t i o  of 1.0. 

Therefore, given the asse t  valuation basis (CCA), i t  is the adoption of a 
pa r t i cu la r  cap i t a l  maintenance concept tha t  determines the  p r o f i t  outcome. For 
r e l a t ive ly  highly geared companies, adoption of a proprietary approach w i l l  
typ ica l ly  r e su l t  i n  a s ignif icant  component of income consisting of holding 
gains on monetary l i a b i l i t i e s .  This may be important f o r  two reasons: 

( a )  there is a var iety of ways of measuring these holding gains and of 
bringing them t o  account, which can resu l t  i n  vast ly  d i f fe rent  p r o f i t  
f igures  being reported as sha l l  be discussed short ly ,  and 

(b) such holding gains a re  not immediately represented by matching cash flows 
and may crea te  a misleading impression of an organisation's l i qu id i ty  
s i tua t ion  and dividend paying capacity as sha l l  be discussed i n  sect ion 7. 



6 ( i v )  Measurement of Holding Gains on Loan Capital 

RRR Reporting measures the holding gains on loan cap i ta l  by reference t o  
inovenents i n  a general p r ice  leve l  index. Although t h i s  approach cgncurs with 
t ha t  adopted i n  SAP1 (except tha t  SAP1 transfers the gain t o  a reserve 
account),  an a l t e rna t ive  view held by Richardson (1976) and others is tha t  
measurement of the  holding gain a t t r ibutable  t o  borrowings should be cased on 
the spec i f i c  p r i ce  movements of the assets  being financed. 

This d i s t i nc t ion ,  between measuring holding gains by reference t o  specif ic  
r a the r  than general p r ice  l eve l  movements is  of par t icu la r  significance for  
en te rpr i ses ,  such as  the M M E W ,  with a re la t ively high leve l  of loan capi ta l  and 
a s ign i f i can t  component of i t s  fixed assets whose r ea l  replacement cost  is  
decreasing over t i m e  due t o  technologicdt advances. Clearly, the owners of an 
en te rpr i se  cannot be b e t t e r  off  as a r e s d t  of borrowing unless the 
en te rpr i se ' s  resources a r e  invested i n  assets which appreciate i n  value. Where 
t h i s  appreciation i n  value is l e s s  than the r a t e  of increase i n  the general 
l eve l  of pr ices  then the RRR Reporting nethod may s ign i f ican t ly  overstate the 
re turn  t o  equityholders and the dividend paying capacity of the enterprise.  
This is par t icu la r ly  the case fo r  Victorim public a ~ t h o r i t i e s  which a re  
subject  t o  pr ic ing  pol ic ies  s e t  t o  achieve a target  r a t e  of re turn on assets .  

The Richardson Report (1976). Sandilands Report (1975) and the United Kingdon 
accounting standard SSAP16 were the antecedents of the New Zealand accounting 
standard, CCA1. The most s ign i f ican t  aspect of t h i s  standard f o r  present 
purposes is t h a t  i t  prescribes t ha t  the  holding gains on monetary 1Jabi l i t ies  
a r e  t o  be computed by reference t o  the specific pr ice  movements of the assats  
beinq financed. Due t o  var ia t ions  i n  the r a t e  of change i n  the  specif ic  prices 
of d i f f e r en t  non-monetary a s se t s ,  the calculation of t h i s  holding gain is best  
accomplished by way of a "gearing adjustment. " The proce2ure involves applying 
the gearing r a t i o  (ne t  borrowings t o  operating assets) t o  the t o t a l  holding 
gains on a s se t s  brought t o  account over the year i n  the Current Cost Reserve 
account. In  essence, the gearing adjustment represents a weighted average 
approach t o  calculat ing the holding gains a t t r ibutable  t o  the owners on the 
debt financed port ion of the en te rpr i se ' s  assets. This spproach has the 
benef i t  of reducing the number of calculztions tha t  would otherwise be involve6 
i n  computing the debt financed holding gain of each non-monetary asset. This 
process and the d i f f e r e n t i a l  impact on prof i t  compared to  raRR Reporting is 
demonstrated i n  Example 2. 

EXAMPLE 2 ALTERNATIVE APPROACHES TO MEASURING HOLDING GAINS ON BORROWINGS 

Data: A s  f o r  Example 1 except t ha t  the replacement cost  of the  asset  is 
assumed t o  increase a t  only 5% per year 

P r o f i t  and Loss Statements 
f o r  period ended 19x1 

FRlI Reporting Gearing Adjustment 
(CPI Adjustment) Specific Price Adjustment 

8 - 
Current Operating P r o f i t  
Before I n t e r e s t  4.00 

Nominal I n t e r e s t  6.50 
Gain on Loan Capi ta l  5.00 
Real Finvlce Charges 1.50 

Gearing Adjustment* 

Return on Equity 



Balance Sheets 
as a t  19x1 

Asset 

Debt 55 00 
Equity 
Capital  50.00 
Current Cost Reserve - 

50.00 
105.00 ------ - - ---- 

Dividends 
Debt t o  Equity Ratio 

N i l  
1.00 

* Gearing Adjustment calculated here for purpose of simplicity as 

Borrowings a t  Beginning X Increase i n  C.C.Reserve = _50 X 5 = $2.50 
Current Cost of Assets a t  Beginning Before Gearing Adjustment 100 

RRR Reporting takes the viewpoint that the main purpose of calculating gains 
( losses)  on borrowings &s t o  assess the extent to  which proprietors are bet ter  
off  i n  inf lat ionary periods by having used loan capital  whose repayment is 
fixed i n  money terms. Therefore, the RRR Reporting guidelines suggest tha t  the 
most su i table  pr ice  index t o  employ is one that best represents changes i n  the 
average purchasing power of money, namely the Consumer Price Index (CPI). 

However, the RRR Reporting profi t  outcome for 19x1 of $2.50 would clearly 
appear t o  overstate the increase i n  the well-offness of the proprietors. 
Although i t  is t rue  tha t  debtholders are repaid i n  dollars of decreased 
purchasing power this can be of no benefit to proprietors unless the value of 
the assets so financed has increased by at least  the same rate.  

I n  the  above case, the replacement cost of the assets has increased by only 5% 
over a period when the general level of inflation was 10%. That i s ,  the 
replacement cos t  of the asset has declined in real terms. Such an outcome 
demonstrates t h a t  the computation of holding gains on borrowings by reference 
t o  movements i n  the CPI is inconsistent with the objective of measuring the 
increase i n  the well-offness of shareholders. While the rate  of increase i n  
most pr ices  may exhibit  a high degree of correlation over extended periods of 
t i m e ,  t h e r e  is strong support for the view that technological advances w i l l  
enable the current replacement cost of equivalent asset services t o  decline, i n  
r e a l  terms, over time (e .g. Byatt Report, 1986). That the proprietors' wealth 
is overstated i n  such an instance is reinforced by the fact  that  i f  the p ro f i t  
w a s  paid as  a cash dividend the resultant borrowings necessary t o  fund the 
dividend would r e s u l t  i n  the debt to  equity ra t io  increasing from 1.0 t o  1.1. 



The use of a spec i f i c  p r ice  l eve l  change i n  our example leads t o  a debt related 
gain of only $2.50 being a t t r i bu t ab le  t o  proprietors.  The excess of i n t e r e s t  
payments over operating surplus of $2.50 still requires some borrowings t o  be 
made but the  l eve l  required leaves the gearing r a t i o  steady a t  1:O. It is not 
t o  be in fe r red  from t h i s  tha t  the  gearing r a t i o  i t s e l f  has any impact on the 
determination of p ro f i t .  Rather, the  use of the gearing r a t i o  enables a simpler 
computation of the  impact of spec i f i c  p r ice  changes of asse t s  on the w e l l  
offness of the proprietors.  Nonetheless, as pa r t  of dividends need t o  be 
financed by borrowings, the gearing r a t i o  becomes a res idual  element and 
movements i n  it are indicat ive of whether o r  not proprie tors  can be considered 
t o  be any b e t t e r  o r  worse off .  

The CCAl re turn  t o  equityholders of $55.4m shown a t  Line 13 of Table I X  
indicates  the  maximum dividend t h a t  could be d i s t r ibu ted  t o  the MMBW's owners 
while still  maintaining in t ac t  the  l eve l  of operating capabi l i ty  provided by 
them. During 1985/86 the r a t e  of increase i n  the  replacement cost  of the 
MMBW's f ixed assets has been slower than the  r a t e  of increase i n  the  Consumer 
Pr ice  index, thereby causing the CCAl gearing adjustment, and re turn t o  
equityholders, t o  be $57.3m less than the RRR Reporting system's holding gain 
on loan cap i ta l .  

6(v)  A Real Financial Equity Capital  Maintenance Approach 

Methods which combine the e f f ec t s  of both general and spec i f ic  p r ice  l eve l  
changes have long been favoured by those seeking the ult imate i n f l a t i on  
accounting system. One var ia t ion of such a system, which w e  r e f e r  t o  here as 
Real CCA, appl ies  a r e a l  f inancial  equity capacity maintenance concept and 
requires the  following adjustments t o  be made: 

( a )  non-monetary assets are  res ta ted t o  r e f l ec t  t h e i r  current cost  a t  balance 
date ,  

(b) the  holding gains ( losses)  a r i s ing  on the restatement of the  non-monetary 
assets are credi ted (debited) d i r e c t  t o  the P r o f i t  and Loss account ( i .e .  
they are included i n  the measure of p r o f i t  t o  equityholders),  and 

( c )  the  opening equity is resta ted t o  r e f l e c t  the change i n  the general l eve l  
of p r ices  over the  period and t h i s  adjustment is charged t o  the  P r o f i t  and 
Loss account. 

The DMB has s t a t ed  t h a t  the present RRR Reporting guidelines may prove t o  be an 
interim s t e p  on the  way t o  the implementation of such a Real CCA system (DMB, 
1986b, p. 18) . 
The MMBW's re turn t o  equityholders i n  1985/86 under a Real CCA system was 
$ll.7m as shown at  Line 13 of Table I X .  This p r o f i t  represents the increase 
over the  year of t he  MMBW's n e t  assets measured on a current cost  bas i s  a f t e r  
allowing f o r  the purchasing power of the  i n i t i a l  equi ty  t o  be maintained. The 
contribution of the  real holding gains t o  t h i s  p r o f i t  f igure  w a s  $63.1m as 
shown a t  Line 12 of Table I X .  

The gains t o  equityholders resu l t ing  from the use of debt financing are not 
calculated d i r e c t l y  i n  the Real CCA method. However, the  r e a l  holding gains on 
assets, which a re  included i n  the re turn  t o  equityholders, incorporate two 
components: 

(a) the holding gains ( losses)  from the  debt financed portion of assets 
measured by reference t o  spec i f i c  p r ice  leve l  changes of asse t s ,  and 

(b)  the  holding gains ( losses)  from the  equity financed portion of the  assets 
measured by reference t o  spec i f i c  p r i ce  leve l  changes of asse t s  less the 
general p r ice  l eve l  change. 



The following simplified example i l lus t ra tes  the derivation of the holding 
gains i n  a Real CCA system. 

EXAMPLE: REAL CCA 

No transactions f o r  the period; asset  non-depreciable. 

Balance Sheet 

Fixed A s s e t  

Loan Capital 
Equity 
Prof i t  (Loss)" 

Consumer Price Index 
Specific Price Index - Fixed Asset 

*Reconciliation of P ro f i t  

( a )  Holding Gain on Debt Financed 
Portion of Assets 

(b) Real Holding Loss on Equity Financed 
Portion of Assets 

Real Holding Gain: 

Comparison With CCAl Method 

Gearing Adjustment = - 400 x (1100-1000) 
1000 

Year S ta r t  Year End 

It may be seen from the example tha t  the holding gain on the debt financed 
portion of the asse ts  of $40 is the same under both the Real CCA and CCAl 
methods. Whether o r  not the to ta l  holding gains of the Real CCA method w i l l  be 
greater ,  o r  l e s s ,  than those under the CCAl method depends upon two factors: 

(a) the relationship between movements i n  the Consumer Price Index and the 
weighted average of specific prices of the firm's assets;  where the CPI 
change is greater  (as  i n  the example) the Real CCA holding gains w i l l  be 
smaller than the CCAl gearing adjustment and vice-versa; and 

(b) the extent t o  which the enterprise is financed by non-monetary l i a b i l t i e s  
excluded from the measure of net borrowings i n  calculating the gearing 
adjustment i n  the CCAl method; the greater the re la t ive  importance of these 
items the lower the holding gains under the CCAl method compared with Real 
CCA . 

It is the f i r s t  fac tor  which explains most of the difference between the CCAl 
gearing adjustment of $141.2111 and the Real CCA holding gains of $63.1m. 



6(v i )  The Relative Profi t  Performance of Alternative CCA Systems Under 
Different General and Specific Price Level Conditions 

The d i f fe rent  CCA systems w i l l  all have the same asse t  base and equity base, 
although the component par ts  of the l a t t e r  w i l l  d i f f e r  among the systems due to  
the d i f fe rent  measurement of prof i t .  

There a re  some differences among the methods presented i n  computing P ro f i t  
Before Finance Charges (Line 9, Table IX) which is used i n  deriving the Real 
Rate of Return on Assets: 

(a )  The RRR method deducts the holding gains on all monetary l i a b i l i t i e s  from 
finance charges a t  Line 10 i n  determining r ea l  finance charges. 
Consequently we would normally expect th i s  method t o  report  a lower Profi t  
Before Finance Charges than e i ther  SAPl or  CCAl which both include i n  th is  
measure the holding gains on monetary l i a b i l i t i e s  other than loan capital .  

(b) The Real CCA system as applied here does not separately compute a holding 
los s  (gain) on monetary items other than loan capi ta l  i n  determining Profit  
Before Finance Charges. This system can be amended t o  accommodate such an 
adjustment s o  as to  give us the same resu l t  as for  the SAPl and CCA 
systems. A s  our present concern is the r a t e  of return t o  equity, which 
would be the same regardless of such an adjustment, we have decided not to 
fur ther  complicate the computations. 

The R a t e  of Return on Equity is always impacted by the level  of g e y i n g  
employed by an enterprise.  This also applies t o  our four CCA systems but with 
d i f f e ren t i a l  r e s u l t s  due to  the different underlying capi tal  maintenance 
concepts. - 

I n  periods when all prices a re  r i s ing  the following usually applies regarding 
the  Return on Equity (Line 13, Table IX): 

(a) SAP1, which adopts the en t i ty  version of the operating capi ta l  maintenance 
concept, excludes holding gains on loan cap i t a l  and, therefore, reports the 
lowest p ro f i t .  

(b) RRR Reporting and CCAl  both include gains on loan capi tal  i n  the measure of 
p ro f i t .  The RRR Reporting system measures these gains by reference t o  
general pr ice  levels whereas the CCAl system measure them by reference to  
changes i n  spec i f ic  price levels.  It follows tha t  when the movement in the 
general pr ice  levels exceeds tha t  of the spec i f ic  prices relevant t o  the 
firm then the  RRR Reporting system w i l l  report  the higher level  of holding 
gains on loan capi tal  and vice-versa. 

(c )  The relationship between the Real CCA and CCAl systems was explained 
e a r l i e r  as being dependent upon the relationship i n  movements between 
specif ic  and general pr ice level  movements and the extent of non-monetary 
debt i n  the financial  structure.  



To summarize, i n  periods when the specific prices of assets  held by the 
enterprise are  r i s ing  fas ter  than the general level of prices the rank order of 
methods i n  terms of Prof i t  t o  Equityholders would normally be: 

1. Real CCA 
2. CCAl 
3. RRR Reporting 
4. SAP1 

In  periods when the specif ic  prices of assets held r i s e  a t  a slower ra te  than 
the general pr ice  level ,  the ranking becomes: 

1. RRR Reporting 
2. CCAl 
3. Real CCA 
4. SAP1 

In  periods during which the specific prices of assets  held approximate the 
increase i n  the general level of prices, RRR Reporting, CCAl and Real CCA w i l l  
give similar r e su l t s  except for  the previously mentioned influence of 
non-monetary l i a b i l i t i e s  which tends to  boost the Real CCA resul ts .  

On a more technical note, it is worth noting that  the MMBW receives some non 
refundable contributions from developers towards the cost of acquisition o r  
construction of cap i t a l  assets. The Victorian Government/DMB i n  a departure 
from previous regulations, requires tha t  the credi t  balance ar is ing from these 
transactions be shown a s  a deferred l i a b i l i t y  (Contributions t o  Capital Works 
Reserve) i n  the balance sheet and credited t o  revenue over the remaining useful 
l i f e  of the asse t  (see DMB, Accounting Policy Statement, CAPS] No. 1). A s  the 
MMBW incurs no obligation from such transactions, the use of the term deferred 
l i a b i l i t y ,  ra ther  than deferred credi t  (which is commonly used t o  denote credi t  
balances other than l i a b i l i t i e s )  is inappropriate. A s  t h i s  misclassified 
" l iabi l i ty t'  is fixed i n  amount, it f a l l s  within DMB's  (APS No. 1) defini t ion of 
monetary l i a b i l i t i e s .  Clearly, as there is no obligation ar is ing from the 
transaction, there can be no holding gain on th is  deferred revenue item. 

The MMBW's treatment of t h i s  deferred item as a monetary l i a b i l i t y  i n  its Rate 
of Return Reporting supplementary statements has, therefore, resulted i n  an 
overstatement of its RRR Reporting prof i t  by $19.4m. The CCAl p ro f i t  is also 
overstated, f o r  s imilar  reasons, but by the smaller amount of $ll.gm. There is 
no e f fec t  on the SAP1 o r  Real CCA prof i t  results.  Therefore, although the 
reclassif icat ion of t h i s  item as a monetary l i a b i l i t y  has a significant e f fec t  
on the absolute p r o f i t  reported under the RRR Reporting and CCAl systems, there 
is no change i n  the ranking of the p ro f i t  resul ts  of the four CCA methods. 



6 ( v i i )  Distributable P ro f i t  Under Alternative Proprietary Approaches t o  Capital 
Maintenance 

P r o f i t  is  the amount which can be dis t r ibuted t o  owners a f t e r  maintaining 
cap i t a l  in tac t .  I f  holding gains on monetary l i a b i l i t i e s ,  however calculated,  
a r e  included i n  the  measure of p r o f i t ,  i t  needs t o  be borne i n  mind t h a t  such 
gains w i l l  only be real ised i n  the form of cash flows over the  l i f e  of the 
a s se t s  as  they generate enterpr ise  revenues. For public en te rpr i ses ,  such as 
the MMBW, which typical ly  have long l ived  assets, t h i s  w i l l  mean tha t  reported 
p r o f i t  may bear l i t t l e  relationship t o  cash flows from operations. Of course, 
t h i s  comment could apply t o  any accrual system of accounting because the  
intent ion is t o  measure the p ro f i t ab i l i t y  of operations, not  t h e i r  l iqu id i ty .  

The question of how much of the p r o f i t  a t t r ibu tab le  t o  the  owners should be 
d i s t r ibu ted  t o  them depends upon the overal l  financing requirements of the 
en te rpr i se  as  s h a l l  be discussed i n  section 7. Nonetheless, the  measure of 
p r o f i t  is seen a s  an indicator of the en te rpr i se ' s  maximum dividend paying 
capabi l i ty  even i f  the funds t o  make such a payment have t o  be financed by 
addit ional borrowings. 

This serves t o  highlight the importance of implementing a CCA system which is 
capable of meeting the proposed objectives of measuring the Real Rates of 
Return on Assets and Equity. We have argued t h a t  the  appropriate procedure fo r  
measuring the  holding gains on loan cap i ta l  i n  a CCA system is by reference t o  
the  changes i n  the  spec i f ic  pr ices  of asse t s  held by the en te rpr i se ,  and not by 
reference t o  changes i n  the general l eve l  of prices.  On t h i s  bas i s ,  the  
methodology underlying Real RRR Reporting r e su l t s  i n  a measure of p r o f i t  t o  
equityholders which is  inconsistent with the objective measuring the R e a l  
Return on Equity and which, a t  l e a s t  i n  1985/86, s ign i f ican t ly  overstated the 
dividend paying capacity of the MMBW. 



7. FINANCIAL IMPACTS OF DIVIDEND POLICIES BASED ON RATE OF RETURN REPORTING 
(WITH REFERENCE TO THE MMBW) 

A s  w e  saw e a r l i e r ,  the  debate over the  appropriate approach t o  current cost  
accounting has been inconclusive. Whether one adopts the maintenance of 
operating capabi l i ty  approach o r  the  f inancial  equity approach o r  some 
var ia t ion  of these depends importantly on how cap i t a l  is defined. I f  a 
proprie tary (equi ty)  approach is adopted, i n  pr inciple  the reported p r o f i t  
( including holding gains  on long-term debt)  is legit imately d i s t r ibu tab le  t o  
shareholders as dividends - i f  fu r ther  loans t o  finance the dividend payments 
can be raised and, presumably, if i t  is prudent t o  r a i s e  such loans. 

DMB(1986b) evidently recognises the  importance of such considerations i n  the 
determination of t he  spec i f i c  l eve l  of the  dividend payment: 

"When a re turn on equity is generated the shareholders have the option of 
taking pa r t  o r  a l l  of tha t  re turn as a dividend stream o r  allowing i t  t o  
be held a s  re ta ined earnings and hence used t o  finance future  additions t o  
the equity base. A t  any point i n  time the extent  t o  which it is 
appropriate t o  take the re turn on equity as  a dividend, ra ther  than using 
i t  t o  generate fu ture  equity, w i l l  depend upon a wide range of factors .  
These w i l l  include the nature and f l e x i b i l i t y  of the authori ty 's  cap i ta l  
program, t rends i n  the debt-equity r a t i o ,  the a b i l i t y  of the authori t ies  
t o  borrow within the  s t a t e ' s  global l i m i t  borrowing al locat ion approved by 
the Loan Council and other Government p r io r i t i e s .  The important thing is 
t h a t  ex is t ing  guidelines require an exp l i c i t  decision t o  be made about the 
extent t o  which the  re turn on equity ought t o  be reinvested." (p.15) 

We agree with these c r i t e r i a  f o r  dividend determination specified by DMB and 
base the  following discussion on them. Thus before w e  proceed t o  appraise the 
Victorian Government's Dividend Policy i n  respect t o  the MMBW, w e  discuss the 
f inanc ia l  circumstances confronting the MMJ3W which a r e  pertinent t o  the  
determination of dividend payouts. We begin with an examination of external 
sources of funds f o r  the  MMBW and then proceed t o  explore the circumstances and 
prospects f o r  i n t e rna l  funds. 

7 (i) External Finance 

We commence with a b r i e f  look a t  the  MMBW's debt p ro f i l e  and prospects. The 
MMBW borrowed a t o t a l  of  $ 5 1 4 ~  during 1985-86, taking i ts  t o t a l  debt t o  $26711, 
of which $2150M was subject  t o  a debt l i m i t  imposed by Parliament. New 
borrowings accounted f o r  $185M and $329M w a s  borrowed t o  re-finance ex is t ing  
and maturing debt. The borrowings were needed t o  finance cap i ta l  expenditure 
s ince a s  w e  s h a l l  see l a t e r ,  the MMBW funds i ts  cap i t a l  works largely by 
borrowing. 

A t  30 June 1986, of the  $2671M owed by the  MMBW, $2286~  was i n  loans raised i n  
the market by the Board, $277M was owed t o  the Victorian Government, $62M t o  
the Commonwealth Government, $25M i n  promisory notes and $21M i n  bank overdraft 
and o ther  advances. 

A s  a t  30 June 1986, debt maturing i n  the  next f i ve  years w i l l  be: 



The average in te res t  r a t e  on loans raised during 1985186 w a s  14.2 per cent, 
much higher than the  average in teres t  r a t e  on loans outstanding a t  30 June 1986 
of 12.4 per cent. 

There are l i m i t s  t o  the  new borrowings tha t  are available t o  the MMBW and other 
public enterprises due to  the constraints placed on a state's borrowing 
program, for  example, those imposed by the Australian Loan Council. Under new 
arrangements introduced i n  1984-85, the Loan Council sets a l i m i t  on how much 
the MMBW can borrow, but allows it the freedom t o  decide how t o  raise funds. 

The constraints on borrowing are based on several reasons including the concern 
that : 

. public enterprise debt may have adverse macroeconomic effects on the 
avai labi l i ty  of funds for  private sector investment; 

. between the different levels  of government, competition f o r  savings may 
dissipate  whatever advantages government debt has i n  f inancial  markets; 
and 

. government must exercise prudential supervision of debt t o  which it 
provides an explici t  o r  implicit  guarantee. 

TABLE X 

GLOBAL LIMIT BORROWING ALLOCATIONS FOR MAJOR VICTORIAN PUBLIC ENTERPRISES 

($  million) 

1983-84 1984-85 1985-86 1986-87 

Sta te  Electr ici ty  Commission 706 3 727 5 662.5 525.0 
MMBW 215.1 167.3 185. 0 215.0 
Gas and Fuel Corporation 41.2 33.0 33.0 43.0 
Grain Elevators Board 6.0 10.0 5.0 . (b) 
Port of Melbourne Authority 26.0 8.0 . . . . 
Total Major Enterprises 994.6 945.8 885 5 783.0 

MMBW as % of Total Major Enterprises 21.6 17.6 20.9 27 5 

Total Global Borrowings 1580.3 1985 3 2006.6 1859.0 
MMBW as % of Total Global Borrowings 13.6 8.4 9.2 11.6 

Source: Estimated from Victoria 1986/87 Budget Strategy Paper No.2 
Table 4.2, p.66 

A s  may be seen from Table X ,  the t o t a l  borrowing allocation available t o  
Victoria 's  major public enterprises has declined, even i n  nominal terms, from 
$994.6~ i n  1983-84, $945.8~ i n  1984-85, to  $885.5# i n  1985-86 and t o  an 
estimated $783.0M for  1986-87. The MMBW share of th i s  allocation has increased 
sharply i n  recent years from $167.3# i n  1984-85, $185.OM i n  1985-86, and an 
estimated $215.OM i n  1986-87. In percentage terms, the MMBW's share increased 
from 17.6 percent i n  1984-85 t o  20.9 percent i n  1985-86, w i t h  a fur ther  
estimated sharp increase to  27.5 percent i n  1986-87. With Federal Government 



pressure on the s t a t e s  t o  cu t  spending and borrowing l i ke ly  t o  continue 
(whichever party is i n  power), any increase i n  the MMBW's borrowing allocation 
over the next few years w i l l  occur la rge ly  at the expense of other 
au thor i t i es .  And considering the MMBW's recent increases i n  borrowing, fur ther  
increases w i l l  not  be easy t o  achieve. Indeed the Victorian Government has 
already foreshadowed th i s :  

"The GL [Global L i m i t ]  borrowing al locat ion is shared between the budget 
sec tor ,  publ ic  trading au tho r i t i e s ,  loca l  government authori t ies  and other 
small public sec tor  au thor i t i es .  The Government has assigned the GL 
borrowing a l loca t ion  among borrowing au thor i t i es  bearing i n  mind the need 
t o  share the  burden of the  r e a l  cutback i n  ava i l ab i l i t y  of funding across 
the whole public sec tor ,  and with due regard f o r  the need t o  constrain 
forward commitments, especial ly  given the $210 mill ion reduction fo r  
1987-88 foreshadowed by the  Loan Council" (1986187 Budget Paper No. 2 ,  p. 65) 

7 (ii) Capital Structure  of MMBW: Debt t o  Equity Ratios 
The recent h i s tory  of MMBW's cap i t a l  s t ruc ture  is shown i n  Table X I .  The 
pr incipal  inferences of t h i s    able are:  

( a )  An increasing re l iance upon debt as reflected i n  both the h i s to r i c  cost  
and Rate of Return Reporting f igures .  

(b)  The deter iorat ion on an h i s t o r i c  cos t  basis is very s ign i f ican t  and 
indicates t h a t  debt is f a r  outs t r ipping equity as a source of new funding. 
This is  confirmed by a perusal  of the  MMBW's s e l f  financing r a t i o  f o r  
cap i t a l  expenditure (Table X I V )  which has decreased from 50% i n  1981/82 to  
13% i n  1985/86. 

( c )  The debt t o  equi ty  r a t i o  on a RRR basis  is increasing from a lower base 
and a t  a lower r a t e  than the  h i s t o r i c a l  cost  f igures  due t o  the 
substant ia l  increase i n  public equity resul t ing from the revaluation of 
assets t o  a replacement cost  basis.  

(d)  The MMEWfs h i s t o r i c  cost  based debt t o  equity r a t i o  i n  a l l  years is 
s ign i f ican t ly  higher than t h a t  f o r  companies i n  t he  pr ivate  sector.  Such 
a comparison is in t e re s t i ng  but must be made cautiously since there  are  
differences i n  mode of operations, MMBW's tax- free s t a tu s ,  and exp l i c i t  o r  
implied guarantees on government debt which make defaul t  extremely 
unlikely. 

( e )  I n  RRR Reporting terms, the debt t o  equity r a t i o  of 0.77 i n  1985186 is 
less than the r a t i o  of approximately 1.0 implied by RRR Reporting 
guidelines. This r a t i o  may compare more favourably with pr ivate  sector  
f igures  prepared on the same bas i s  than do the h i s t o r i c  cost  f igures ,  but 
t h i s  comparison would be subject  t o  the same qual i f icat ions  as  those 
specif ied i n  (d)  above. 

It is evident t h a t  the  M M B W ' s  l e v e l  of debt r e l a t i ve  t o  equity is increasing 
whichever way i t  is measured. Since the MMBW is current ly  constrained t o  
reducing its charges i n  r ea l  terms, the increasing use of debt financing, up to  
the  MMBW's global l i m i t ,  may have important cash flow consequences fo r  its 
cap i t a l  expenditure programme and fu ture  dividend paying ab i l i t y .  




















































	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

