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Introduction

Income and profit are the basic economic categomdsch are a
subject of detailed scientific research in econsmaad in accounting
theory as well. Experts’ discussions are often y&gysionate as far as the
nature and determination of income concern. In npmion, the
accounting concept of income should reflect theneodc principles.
Proper analysis requires deep study of all relegantces of economic
literature on this topic. In this paper, | will centrate on the “father of
modern economic income theory”. John Richard Hipkblished his
famous“Value and Capital’ in 1939. The part devoted to income was
short in extent but it had a big impact on the tlgwaent of the future
research.

Background and motivation for the paper

Income determination is a central part of accogntireory. Practical
problems with the determination of income are mdicussed by
standard setters, preparers and users of finag@gments as well. In
recent years, worldwide accounting standards — Aaer Generally
Accepted Accounting Principles (US GAAP) and In&ronal Financial
Reporting Standards has been experiencing a bigeptunal shift. The
crucial factor underlying this change is the adheeeto fair value
measurement, which importance within the FASB andSH
pronouncements is steadily growing. Modern finan@porting has been
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shifting towards fair value accounting, which hasei replacing
traditional historical cost model.

Because of recent development in standard-settingeps, the fair
value measurement has become pervasive to finarepalting and has
resulted in unprecedented shift in the contenfi@ance and usefulness
of information about financial situation and pernfance. The accounting
perception of economic phenomena and the way howrésent the
economic course of an entity’s life in financiaht&tments is altering so
enormously that some authors, e.g. Barlev (2003Hiter (2007), talk
about change in accounting paradigm. However, #ve paradigm elicits
cardinal questions regarding financial reportindnatacteristics, nature
and usefulness of information on income are thetrmd@stussed topics
once again.

The evaluation of financial performance criticaligpends on the
capital maintenance concept employed. Capital reaarice approach to
determination of entity’s income implies that ina®ns recognized after
capital has been maintained or costs have beervewzh Belkaoui
(2004, p. 483) recognizes four ways of capital nenance based on
SFAC 5.45-48 (FASB, 1984):

* money maintenance when financial capital measunedhoney
units is to be maintained;

= general purchasing-power money maintenance wheandial
capital measured in units of the same purchasingepds to be
maintained,;

= productive-capacity maintenance when physical ahpieasured
in money units is to be maintained;

= general purchasing-power productive-capacity masariee when
physical capital measured in units of the samel@asging power is
to be maintained.

Practical solutions of problems relating incomeed®aination could
be inspired by the theoretical contributions tosthssue. We can
distinguish two directions in the income (or prptiheory. Concepts of
capital, income and value create the integral paftoth economic and
accounting theories of income. Fisher (1906, 198@)ght (1921), Hicks
(1946) or Mises (1966) introduced the most impdrearonomic concepts
of income. In accounting theory, the most famouscepts of income
were developed by MacNeal (1939), Edwards and B#d61) or
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Chambers (1974). All authors prefer income condsgsed on capital
maintenance. E.g. MacNeal (1979, p. 87) preferhedmeasurement of
all accounting elements by the economic value, Edsvand Bell (1973,
p. 45 and fol.) introduced opportunity costs fotedimination of expected
realizable profit and current costs for determiratof business profit or
Chambers (1974, p. 92) worked with current caslvatgnts.

The paper aims to analyze the most important ecantimeory of
income worked out by J. R. Hicks. Firstly, | wiltiéfly describe the
Hicks’ concept of income. In the next analyticattsan, | will expose
some weaknesses of his theory that impede itszatiiin in financial
reporting. Despite these shortcomings, the econawmincept of income
cannot be freezed out for accounting purposes.

Basic characteristics of the Hicks’ concept of inaoe

The nature of income

Hicks describes the nature and function of incommen two
organizations of economy — static and dynamic. @hsrno difficulty
with the definition of income in the static, i.eemgrowing economy. The
amount of a weekly receipt is the income of theviladial if s/he does not
expect any change in economic conditions and it shticipates a
constant flow of monetary receipts in each furtheek. Nevertheless,
what would be income for a week if the salary wea out on a monthly
basis? Could we assert that the income is equaérto? Probably not!
The question stands how to determine the amouinicome under such a
situation?

“The purpose of income calculations in practicafaafs is to give
people an indication of the amount they can consuwithout
impoverishing themselves(Hicks, 1946, p. 172). Based on this
proposition Hicks definesa man’s income as the maximum value which
he can consume during a week, and still expecetasbwell of at the end
of period as he was at the beginninfflicks, 1946, p. 172).If a man
saves, he is planning to be better of in the futia®m he is now. If a man
spends more than his income is, he is planningeterarate his well-
being. Hicks states that his definition of incondlyf corresponds to the

! Hicks regards this definition as central (maja).practical computation should be in
line with the central definition.
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requirement so that the income is a guide for pmudeanagement.
~-Remembering that the practical purpose of incosiserve as a guide
for prudent conduct, | think it is fairly clear théhis is what the central
meaning (of income — author’s note) must béliis assertion should be
subject of interest from the accounting perspective

Practical approximation of the theoretical concepbf income

In practice, we have to employ approaches that anty
approximations of the central definition of incorbecause we do not
have any exact measure of the well-being at digphsh us assume a
man’s wealth comprises certain property (e.g. seesy plants, etc.)
generating cash inflows. The rate of return ontefpé at 0.1% a week
and the value of his wealth at the beginning ofweek is 10 010 CU. If
the individual spends the amount of 10 CU and itsvéise rest at the
market rate of return, the accumulated value ofwaalth will finally be
10 010 CU. This equals to the initial value of hisalth. Hicks notates
this approximation by the terimcome 1 It is “the maximum amount,
which can be spent during a period if there is @ dn expectation of
maintaining intact the capital value of prospectikeceipts (in money
terms)” (Hicks, 1946, p. 173)

Income lis easily utilizable under unchanging economicditions
influencing the amount of income. Neverthelessthié interest rate
fluctuates the first approximation is not sustalaaBuppose that the man
expects the interest rate to rise to 0.2% duriegsétcond week. Equation
(1) expresses the cash flows accordinglrtoome 1 as that they are
expected at the beginning of the first week. Theeetation of future cash
flows as at the beginning of the second week isesged in Equation (2).

1 = {10, 20, 20, 20, ...} (1)
I, = {20, 20, 20, 20, ...} )

Therefore, Hicks introduces the second approximatibthe general
concept of income. He definédscome 2 as“the maximum amount the
individual can spend during a week, and still exgecbe able to spend
the same amount in each ensuing weg@kitks, 1946, p. 174)ncome 2
is getting nearer to the central definition of ime® especially when
interest rates are changing. Despite this advantagsen this
approximation fails when taking into account chaggmarket prices.
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Income 3 includes these changes and it is defined'the maximum
amount of money which individual can spend thiskwaed still expect to
be able to spend the same amount in real termsadah ensuing week”
(Hicks, 1946, p. 174). In my opinioincome 3 can be alternatively
defined aghe maximum amount that individual can consume dumg

a week and still expect that he will able to consuenthis amount in
real terms in each next weeK. The monetary spending in real terms
corresponds to the physical consumption of goods sarvices by the
individual. However, the unambiguous measurementasisumption is
unattainable.

The distinction of income ex-ante and income ex-pbs

Hicks consolidates his exposition by practical eghba®s of income
computation. He remarks the distinction between tiwe dimensions of
income, which are labeled by the terms of incomarme and income ex-
post. At the beginning of the week, an individualds a stock of goods
and expects a flow of receipts for which he willdi#e to buy new goods
in the future. Hicks calls this statusRsospect | At the end of the week,
the individual knows that the first week of the gwect has just finished.
A new Prospect Ilis arising and the individual updates the plan of
expected cash flows.

The first week of thd’rospect Ilis the second week of the former
Prospect I Neither theProspect Ilis not (exactly) known at the time of
setting up thd’rospect ] nor is the Prospect | available at the time ef th
Prospect Il If it would be so, the individual could easilyaide which
alternative of future development is preferablenssmuently, this would
lead to the irrelevancy of the income and its zailion in economic
behavior. However, above-mentioned possibilities ot attainable and
the principal question sounds how much can an iddal consume
during a week without impoverishing himself.

According to Hicks, the income is the main guide foaking
decisions about future consumption. This is thesarawhy he tries to
outline the method of income determination for aqekat the start of that
period. This is the nature of ex-ante income, whighequal to the
difference betweeRrospect llandProspect Ifrom the time perspective
of Prospect | For a qualified decision, it is necessary torneate the
status at the beginning d®rospect Il Income ex-ante is therefore a
wholly estimated category.
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The income ex-ante corresponds to the Hicks’ vieimacome nature.
We have to estimate how much will the wealth ofradividual be at the
end of the period which is about to come in ordetdlculate the possible
level of his consumption and his income during ffesod. It is necessary
to establish a criterion for the comparison of Wealth at the beginning
and at the end of the period. The criterion, ilee time sequence of
decisions taken, helps to evaluate the consumpliimimg the periodBy
comparing initial and final position at the beginning of the period(i.e.
at the starting point dProspect ), we can derive income ex-anteéThe
secondcomputation of income can bemade from the perspective of
Prospect ] i.e.at the end of the period.This incomds called ex-post.

The analysis of the Hicks’ income

The crucial point for a successful utilization aetHicks’ theory in
practice is the definition and the measurementhef well-being of the
economic entity. According to Hicks, the income t@nmeasured as the
difference of a man’s wealth at the end and ab#gnning of the period.
The measurement of the income requires the measutemwf the
individual’s wealth (capital). With reference tcetprinciples of economic
behaviour, Hicks states that the value of capgalhie present value of
expected cash inflows. Cash flows are discountetthé¢ostart and to the
end of the period for which the income is measuréa difference is the
income, i.e. the amount that an individual can oams during the period
without impoverishing himself.

The income ex-ante — the formula for the first pewd

A substantial part of Hicks’ work is devoted to amce ex-ante.
Income ex-ante is computed to the beginnin@afspect I(it could be a
week, a month, or a year) and it measures the anodw@xpenditures for
consumption goods so that the individual could stipect that the value
of his capital at the end &frospect Iwill not decrease below its initial
value. The value of income ex-ante is the cap#dlizalue of the
expected cash inflows from economic activitiests tndividual. At the
beginning ofProspect ] value of the capitakoexp to the starting point of
this prospect has to be computed. Value of thetalam equal to the
present value of the future (net) cash inflows. tAs second step, an
estimation of value of the capitiéh ., to the end of th@rospect Ishould
be made. This estimate is carried out at the baggnof the period and it
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uses the same data as the computatidfoef, The formal expression is
shown in theEquations 3 — 5(Assumption: cash flows are incurred at the
end of the period.)

n

Kaom =27

= (1+ ')
where Kpexp = the value of the capital at the beginning of year 1
from the view ofProspect )
NCF = the net cash inflow in yegr
n = the time span for which are the cash flows prophcte
i = the discount rate.

nNC

j=2

3)

- +NCF, 4)

where Kiep = the value of the capital at the end of year 1 ftbhen
view of Prospect }

NCF = the net cash inflow in yegqr

n = the time span for which are the cash flows propcte
[ = the discount rate.
I1’ex—ante = Kl,exp - KO,exp = I |:KO,exp’ (5)

where liexante = the income ex-ante expected Rnospect J

Kiexo = the expected value of the capital at the end of
Prospect |
Koexp = the value of the capital at the beginnindPobspect

I,
the discount rate.

[

The difference between capitalized values of exqgeaflows as at
the beginning and the end &frospect lis income ex-ante. It is the
amount that an individual can consume during a waeHl still expect to
be as wealthy at the end of period as he was abdgnning. This
proposition holds as long as the real course abmetcorresponds to the

expectations. The volume of the income can beraltarely derived as
the interest (at the discount rate) from the ihit&lue of the capitaKo exp
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The income ex-ante — an illustrative example

Mr. Adam Smith is the owner of several productiactdrs and he
hires them to other market participants. He expdotseceive regular
cash receipts amounting 10 000 annually duringrteet 4 years.

Additional assumptions:

= each prospect lasts one year, Peospect Icorresponds to year
2000,

= cash inflows are received at the end of the year,

= the discount rate is 10%.

Table 1 summarizes all necessary calculation needed tertast
value of the capital at the beginning Bfospect | The length of the
prospect is one year; at each year-end Mr. Smitairmd a cash flow
amounting 10 000. These cash flows are discourité@% and value of
the capitaKoexp as at the start d?rospect lis 31 698.7. We should apply
similar procedure when computing value of the @k at the end of
Prospect | At the end ofProspect IMr. Smith receives an inflow of
10 000 which is not to be discounted (or betted sia¢ discount factor is
equal to one). The expected cash flows for nextsyaee discounted, the
factor is shifted by one year in comparison witb tomputation oK exp
Present value of the capit#l;., as at the end oProspect I (but
estimated already at the beginning of this progpec34 868.5. The end
of Prospect lis simultaneously the beginning Bfospect Il

Tab. 1: The value of the capitalKoep as at the beginning of Prospect |

Year Expected CF| Discount factor | PV of expected CF
2000 10 000 0.90909 9 090.9
2001 10 000 0.82645 8 264.5
2002 10 000 0.75132 7513.2
2003 10 000 0.68301 6 830.1
Prospect | 31 698.7
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Tab. 2: The value of the capitalK, ep as at the beginning of Prospect |

Year Expected CF| Discount factor | PV of expected CF
2000 10 000 1.00000 10 000.0
2001 10 000 0.90909 9 090.9
2002 10 000 0.82645 8 264.5
2003 10 000 0.75131 7513.1
Prospect II 34 868.5

The volume of the income ex-ante expected by aiviohehl for
Prospect lis 3 169.8. From the economic point of view, theome ex-
ante is the difference betwe&n exp andKoexp This amount is equal to
10% of initial value of the capitddoexp If the real course of actions is in
concord with his expectations, Mr. Smith’s maxirsahsumption could
reach the amount of 3 169.8. If his expectatiomsrant fulfilled, the real
volume of the capitaKy exp could be higher (smaller) than estimated at the
beginning of the period.

It has to be stressed once again tatspect lI(i.e. the value of the
capital as at the end of the period) is alreadypaed at the beginning of
Prospect | Therefore,Prospect land Prospect Il constitute the same
expectations. They differ only by the moment to abhihe expected cash
flows are discounted. Thereforthe income ex-ante is in its nature
estimation. It is an estimated amount, which could be conslich&ing
the period without lowering the initial value ofktleapital.

The income ex-ante — the model generalization

The computation of the income ex-ante for the mEetiod uses the
same logic as in the case Pfospect | Let us suppose that the former
expectations do not change for the year 20Btogpect [). After
deducting the value of the capital at the beginmhthis period from its
value at the end of year 2001, we can concludeititaime ex-ante for
Prospect llamounts 2 486.9.
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Tab. 3: The value of the capital K, ¢ asat the beginning of Prospect I

Year Expected CF| Discount factor | PV of expected CF
2001 10 000 0.90909 9 090.9
2002 10 000 0.82645 8 264.5
2003 10 000 0.75131 7513.1
Prospect II 24 868.5

Tab. 4: Thevalueof the capital Kz,epasat the beginning of Prospect Il

Year Expected CF| Discount factor | PV of expected CF
2001 10 000 1.00000 10 000.0
2002 10 000 0.90909 9090.9
2003 10 000 0.82645 8 264.5
Prospect IlI 27 3554

Generalizing the previous calculations (assumirgt tash inflows
incur at the end of the prospect), we can reacltanelusion that income
ex-ante for anyrospect mwhere m is a positive integer number) can be
derived as it is shown iBquation 6

I mex-ante = m,exp - K = I EKm—l,exp’ (6)
where Imex-ante = the income ex-ante expected Rnospect m
Kmexp = the value of the capital (expected) at the end of
Prospect m
Km-1,exp = the value of the capital at the beginnindPobspect
m,
i = the discount rate.

n NCF,
Km—l,exp = ZW ) (7)

j=m

m-1,exp

where Km.1exp = the value of the capital at the beginnindPobspect
m,

the net cash inflow for yegr

the time span for which cash flows are projected,
the discount rate.

NCF,
n
i
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n

NCF,
Koo = ———+NCF,, 8
™ 2 ) (8)
where Ky exp = the value of the capital (expected) at the end of
Prospect m
the net cash inflow for yegr
the time span for which cash flows are projected,

the discount rate.

NCF
n
i

Income ex-ante for a certain period is the diffeeshetween values of
the capital at the end and the beginning of thebgeValue of the capital
is the present value of the expected cash infloissodnted to the end
and to the beginning of the period. It could bevahohat income ex-ante
for Prospect mis equal to the interest from the value of theitehas at
the beginning ofProspect m The income ex-ante is an estimated
variable depending on

» the amount and distribution of cash inflows in artipalar
prospect of time span for which inflows are progeit

= the length of the time span,

= the length of one prospect,

= the level of the discount rate.

The income ex-post — unchanging parameters influemy the
income

So far, | have been analyzing income ex-ante. Ircemante is the
amount, which could be according to the opinion aof individual
consumed during the period. The calculation of ini®me is made at the
start of the period. However, we cannot omit thiessguent evaluation of
expectations. In other words, we also have to le@epye on income ex-
post. Likewise income ex-ante, income ex-post esdifference between
two values of capital. The crucial difference betweboth concepts of
income is the moment of time at which income icchkated. Income ex-
ante is computed at the beginning of the periogl ctidculation of income
ex-post is made at the end of the same period.

At the end ofProspect lan individual knows the exact amount of cash
inflow for the first period of time span for whid¢te ascertains his income.
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Therefore, he has all necessary data to calcutatmlacapital value as at
the end ofProspect | This value is of course equal to the presentevalu
future cash inflows. When computing income ex-pdstp possible
situations can occur:

1. the real income ex-post equals the expected in@xante,
2. the real income ex-post diverges from the expeicienime ex-ante.

The first alternative occurs if all conditions anet simultaneously:

a) the real cash receipts fdtrospect lare equal to the receipts
expected at the beginning Bfospect |

b) the expected volume and time distribution of futaash inflows
are the same as at the beginnin@adspect )

c) the expectations of the discount rate level remachanged.

Taking into account the data from the illustratexample we can
state that Mr. Smith’s income ex-post reaches #émeesamount as income
ex-ante only if:

= Mr. Smith receives exactly the amount 10 000 Clthatend of
Prospect |

= he still expects to receive the same amount 10@00n each of
the next three years,

= the expected discount rate remains at the 10%.level

If these three conditions are met, value of theitahpt the end of
Prospect |(computed after the end of this prospect) is 3B.B6This
corresponds to the expectations from the beginmigthe period
constituted by income ex-ante. There is no vamabetween actual and
expected cash inflows for the period. Anticipatiasfsthe future cash
inflows and the discount rate are the same. Initelle of the capital
revised at the end of the period remains the sarae 31 689.7) and
therefore income ex-post matches with income eg-ant

The income ex-post — the deviation of the actual sh inflow from
expected one

If all above-mentioned conditions are met, incomepest matches
with income ex-ante automatically. However, this net a realistic
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assumption. A much more interesting situation ariseen the conditions
do not hold. Income ex-post departs from incomarebe if:

1. the real and the expected volume of cash inflowsPf@spect lare
different,

2. at the end ofProspect | an individual changes his estimation
regarding:

a) the cash inflows for the following prospects,
b) the level of the rate at which are the cash infloigsounted.

Let us suppose that Mr. Smith receives 9 000 CUeats of the
expected amount of 10 000 CU at the end of the 2680. Moreover,
Mr. Smith assumes this change as a temporary shalcich will not
influence his expectation regarding the future daflows. Tables 5 — 6
summarize the computation of income ex-post.

Tab. 5: The value of the capitalKoep as at the end of Prospect | —
different cash flow

Year Expected CF| Discount factor | PV of expected CF
2000 9 000 0.90909 8181.8
2001 10 000 0.82645 8 264.5
2002 10 000 0.75131 7513.1
2003 10 000 0.68301 6 830.1
Prospect | 30 789.6

Tab. 6: The value of the capitalK, ¢p as at the end of Prospect | —
different cash flow

Year Expected CF| Discount factor | PV of expected CF
2000 9 000 1.00000 9 000.0
2001 10 000 0.90909 9090.9
2002 10 000 0.82645 8 264.5
2003 10 000 0.75131 7513.1
Prospect Il 33 868.5

2 There is a possibility of combination of all farg, too.
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After updating the plan of cash flows by actualeiptfor Prospect )
income ex-post amounts 3 078.9. Income ex-postalier by 90.9 CU
than income ex-ante because the actual cash irflolProspect Iwas
smaller than forecasted by 1 000 CU. The smallsh aaflow leads to the
decrease in value of the capital at the beginnmdyat the end of period
as well. While final value of the capital sinks dowy the nominal value
of the cash inflow change, the initial value of ttapital goes down by the
discounted value of that decline (i.e. decline b9.9 at the discount rate
10%). The difference of 90.9 between those valesqual to the
variation of income ex-post from income ex-ante doelower actual
receipt. If expectations do not alter and if actedh flows are the same
as forecasted cash flows, income ex-post will matith income ex-post
again.

The income ex-post — changes in the expectationsgeeding the
cash flows

The solution of a different actual cash inflow fréine expected one is
not conceptually complicated. The discrepancy betwine anticipation
and the reality leads only to the departure ofititeme ex-ante from the
income ex-post for the prospect at which the diffee occurs. A far
more interesting complication arises if there ishange in anticipated
future cash flows. Let us assume that at the enthefyear 2000 Mr.
Smith expects a permanent decrease in future cishwvs by 1 000 CU
annually (i.e. he expects that he will receive 8 @J annually in next
three years).

Tab. 7: The value of the capitalK, ¢ at the end of Prospect | —
change in expectations

Year Expected CF| Discount factor | PV of expected CF
2000 10 000 1.00000 10 000.0
2001 9 000 0.90909 8 181.8
2002 9 000 0.82645 7 438.0
2003 9 000 0.75131 6 761.8
Prospect Il 32 381.6

The calculation of income based on the reviewedetgtions implies
that the change of anticipations influences valuthe capital at the end
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of Prospect land the volume of the income ex-post as well. ime@x-
post forProspect lis 683 CU (32 281.6 — 31 698.6) and it is by 2.886
CU smaller than income ex-ante due to the changexjpectations. We
can conclude that both unfulfilled expectations.(a different actual cash
flow for the period from the forecasted flow) arftange in expectations
(i.e. a shift in anticipation of future cash inflevcause the discrepancy
between income ex-ante and ex-post for that paatigeriod.

We can argue that the change in expectations ia qbalitatively
different nature than unfulfilled expectations. the time goes by, market
participants get better information and can refiheir estimations
regarding future development. If the previous agdions are
unattainable, economic subjects naturally chang& #xpectations and
adjust their plans. From this point of view, thelusion of the shift in
expectation only in income ex-post is unacceptaly. refining
expectations at the end of a particular prospeagvaforecast of the cash
flows alters not only the value of the capitalta £nd of the period, but
also the initial volume of the capitalable 8shows the calculation of
reviewed Koexp Which respects the new anticipation of the futoash
inflows.

Tab. 8: The value of the capitalKoep as at the end of Prospect | —
change in expectations

Year Expected CF| Discount factor | PV of expected CF
2000 10 000 0.90909 9 090.9
2001 9 000 0.82645 7 438.0
2002 9 000 0.75131 6 761.8
2003 9 000 0.68301 6 147.1
Prospect | 29 437.8

After incorporating the change in expectations, rieg initial value
of capital as at the end of period amounts 29 43AB The change
projected backwards results in the adjustment dfievaf the capital
Koexp The difference, in comparison with the initial lu@ is the
shrinkage of capitalised value of future incomes. the illustrative
example, money value of the capital at the begmroh the period
decreases by 2 260.8 CU based on new expectalibissleads to capital
loss and the worsening of Mr. Smith’'s economic voffhess.
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Furthermore, the adjustment of the capital valmegrise to the revision
of income ex-ante. Its new volume is 2 943.8 C#H, ihe interest from
the capital at the 10% rate. By deducting the 28@&J capital loss we
conclude that income ex-post amounts 683 CU. Incexagost is and has
to be principally the same as in the previous aggino

The relevancy of the Hicks’ income concept for
accounting purposes

Many economists and accounting theoreticians a$ ne&r to the
Hicks’ concept of income. Because of the restricteape of this paper, |
will concentrate on reformulation of income ex-aated income ex-post
for accounting purposes introduced by E. EdwardsRirBell in the 60’s
of the 20th century.

The subjective value

Edwards and Bell (1973) start their work with thigks’ definition of
income. They consider the income to be an econamiegory which
operates with the wealth of an individual regarsllidse source and nature
of expected cash inflows. To calculate an incombeusiness entities we
have to define first the thinking that determinds twell-offness.
According to their opinion, the managers are the dodies that can
make a qualified assessment on the wealth of ttiy.efihe wealth of the
business entity is the present value of expectagtdunet cash receipts
stemming from the net assets of the entity basedhenmanagers’
anticipation.

The income (or profit) is one of the tools to measy the
management’s ability to choose the right futureioast under the
presence of uncertainty. Decision-making relatesh# future and it is
oriented on alternatives bringing the maximum oleast any profit. The
profit as a goal of entrepreneurship is prospectaral expected;
otherwise, it would not be subject of decision-magkiWhen selecting the
best course of future actions, the management atesluthe expected
results of those actions that will probably affdet position of the entity
in the planning horizon. The planned profit for atgular period is the

% Among other accountants inspired by Hicks | caention Chambers (1974),
Belkaoui (2004) or Seicht (in Janhuba, 2005).
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basic measure of the net effects of planned traiosscand events for
that period. Therefore, the management preparepléres in which he
specifies the quantity, prices and their changesmfanufactured or hold
assets, prices and changes in prices for hireduptimh factors, amount
of liabilities, etc.

The reality always differs from expectations ané #valuation of
expectational errors enables the management to:

= control the real course of business activities tanthke measures
to correct the unfavourable development, if possibl

= constitute new anticipations, change the plan anthunch new
procedures.

Each firm wants to hold such a structure of asdebjlities and
equity, which maximizes the expected profit. Thenagement has to
decide on volume, structure and financing of ass&teationally acting
management selects such a structure of assetsr(threde total market
value given) bringing the most expedient cash wmfldhe estimation of
the amount of this cash inflow is subjective. CHstvs from the selected
arrangement of the assets generate value to time Tihe inequality of
subjective values of possible alternatives makesrianagement to prefer
the variant with the maximum subjective value anaximum profit as
well. The subjective value of the assets has thigjeer than their market
value; otherwise, it would be better to cease theress. Edwards and
Bell call the difference between the subjectiveueabf the assets and
their market value by the term subjective goodwill.

The expected subjective profit

The business plan contains a pattern of expectsd itdlows that
generates the subjective value of assets. Theideamsaking process
does not end when management selects the plan magmthe
subjective goodwill. The maximization is a contihuyarocess and
managers have to react to the changing market wondr his is the basic
function of management under the uncertainty iféhgty’s goal is to be
a going concern. Regular profit estimation and ysisl of the actual
profit help to explain the deviation of the realucge of actions and its
results from the expected situation.
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The subjective value is a synonym for entity’s wadfhess from the
management’s point of view. It is the starting pdor the calculation of
expected subjective profit that is defined“dse amount that could be
paid out as dividends in any period without impagrisubjective value”
(Edwards, 1973, p. 38). This profit is of subjeetivature because it is
derived from the subjective value of the assetschvis estimated by the
managers based on their assessment regardingttine dievelopment.

An illustrative example

The company AS has 10000 CU at its disposal. Aaogrto the
managers’ prediction the highest subjective profil be generated by
purchasing the device ABC which costs exactly 10 @J. The
management expects that the device will generatecash inflows
amounting 10 000 CU in the next four years (letsuppose that cash
flows will occur at the end of each period). Theneated market value of
the device after four years is zero; the targetiast rate is 10%.

The subjective value of the asset (the devicehatbeginning of the
first period is 31 699 CU. At the end of the fiystar the total subjective
value of the entity’s assets (the value of the ckeyilus the cash inflow)
amounts 34 869 CU. The subjective value rose by@BQU during the
period. This is the maximum sum that can be patdasulividends so that
the subjective value of assets at the end of pelies not drop below the
initial subjective value. Edwards and Bell callsthiividend the expected
subjective profit. Nevertheless, if we contemplasenature deeper we
can conclude that the expected subjective protticks’ income ex-ante
conceptually.

If the annual cash inflow (i.e. 10 000 CU) is paiat as dividends at
the end of each period, the subjective profitstii@ next three years will
be 2487 CU, 1736 CU and 909 CU. The decreasinguam of
subjective profits is the result of decreasing satiye value of the device
that will be zero at the end of the fourth yeare Hubjective value of the
entity’s total assets diminishes if paid out divide exceed the amount of
subjective profits. The unchanged subjective valuthe assets could be
assured by paying out dividends equal to the stibagecprofits.
Furthermore, the same situation (the unchangedesiiNg value of the
assets) can be achieved by paying out the subgeptivfit as a perpetual
dividend. This situation happens if the residuummputed as net cash
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flow for the period less subjective profit, is isted in securities with the
rate of return equal to the target interest rate.

We can assert that the subjective profit:

» s subjective in its nature,
» enables to maintain the subjective value of thetass
= enables to transfer subjective values into mar&btes.

Conclusion

Edwards and Bell consider three concepts of incavh&h could be used
for accounting purposes. The subjective profitaaaeptually coincident
with the income ex-ante introduced by J. Hickguation 9shows the
formula for subjective profit. We can make suretthath concepts of
income are the same by compartiguation Qwith Equations 6 — 8.

SP' =i[BV, =SV -SV,, 9
where SP* = the expected subjective profit at the beginninthef
period,
S\ = the subjective value at the beginning of the fiestiod,
SV = the subjective value at the end of the first period
i = the target interest rate.
SP” =SP*+c=(S\, +c)- SV, (10)

where SP° = the actual subjective profit for the first period,
SP' = the expected subjective profit at the beginninthef
period,
c = the difference between the actual and expected
subjective value at the end of the first period,
S\W = the subjective value at the beginning of the fiestiod,
SVt = the subjective value at the end of the first period

[ = the target interest rate.

US GAAP and IFRS require entities to prepare tharfcial statements
free from any subjective judgment as much as plessibinancial
statements inform external users about the pasit®wand transactions
(despite the sight set forward). Therefore, thaliti@hal accounting
conventions refuse the utilization of income exear(br expected
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subjective profit) which is a wholly anticipatedtegory as a measure of
the entity's performance for an accounting perideh explore the
usefulness and applicability of the Hicks’ conceptncome, we have to
turn our attention to income ex-post (or actuajective profit). Equation
10 constitutes its alternative definition. Does th@enon the subjective
nature of the subjective profit hold only for incenex-ante or is it in
effect for income ex-post as well?

Considering the variables iBquation 10,we could conclude thatot
only the expected subjective profi{income ex-anteut also the actual
subjective profit (income ex-postare subjective in their nature. The
subjective value is derived as the present valuexpkcted future cash
inflows. It is obvious that both the expected ahne actual profit depend
on the anticipation of the results of future tranigams and events. The
subjective expectations of the management are gisgleinto the
subjective values at the beginning and at the &ndaoh period. The
subjective value of net assets ascertained atrtietperiod depends on
the new expectations regarding the interest ratgses, costs, etc. At the
end of each period the original business planvsee and the difference
between the original and the new subjective valaenot serve as a
measure for decision making regarding the allocatibscarce resources
by external users.

Income ex-post is not applicable in financial repay because it cannot
be objectively measured. Income ex-post is noizatile as a tool for the
internal management of the entity. One of the nmaamagers’ tasks is to
evaluate continually the real course of businesisiies of the entity and
to take measure to correct eventually unfavoragdelts. The evaluation
of the fulfilment of the plan requires comparingrécasted and actual
profits. The determination of income ex-post foe tieed of comparison
cannot dispense with the revision of all the fastorcorporated in the
original plan. The revision of the plan always deggeon the subjective
assessments of the managers. Therefore, the reatecmf earnings
process would not be compared with the originah fiat with the revised
plan. Of course this problem suspends the podsiloli using Hicks’
income ex-post in the internal management or (fetsay) in the cost
accounting.

After summarizing the previous exposition, | carsems that Hicks’
concept of income could not be used in financipbréng because:
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both income ex-ante and income ex-post cruciallpede on
expectations of the managers who have to estinteefuture
development and distribution of cash inflows, tesel of the
interest rate and the length of the time span fackvthe plan will
be compiled,

the choice of proper interest rate for discouniagh inflows is
not unambiguous,

it is not clear how to tackle with the movementstloé discount
rate; the importance of this issue is multiplied the fact that
interest rates have the biggest impact in sensitanalyses,

a mere change in expectations would affect the ainofiboth
income ex-ante and income ex-post; unfortunateéy phoblem
how to cope with these changes is still not resblvedo the
changes have an impact on the income ex-post angjoonew
expectations alter initial value of the capital andome ex-ante,
too? (i.e. can we consider the changes in expentaths income
or are they capital value changes?),

the income based on the present value of expeet&dinflows is
relatively easily applicable for a particular asset group of
similar assets; accuracy and reliability of caltola diminish
when taking in account the entity as a whole,

the application of this income concept on a entseplevel could
elicit the illusion that the final result of thelcalation indicates
the value of the enterprise; a conclusion whiahoistrue,

even if we succeed to overcome above-mentioned lkocatipn,
we still have to resolve the problem regardingittterest rate for
discounting cash inflows generated by all compamgs assets
together.

Having summarized the previous exposition, | casedsthat Hicks’
concept of income could not be used in cost actogibecause:

income ex-post requires revising the original besgplan, a fact
which precludes the possibility to use this conagphcome as a
standard tool for the comparison of the actual ewf actions
with the expected one.

Despite mentioned disadvantages, we cannot a pieprecate Hicks’
concept of income for accounting purposes. Themne important area
where his concept finds its usefulness. Income nd&-gor expected
subjective profit) is used in decision-making. Mges usually consider a
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wide range of options for future economic actiatidhey act according
to the economic principles when selecting the ladtstrnative of future
action. One of these principles is the effort toximaze the profit. In this
context, the management strives to find and to shdbe alternative that
ensures the highest subjective goodwill.

In my opinion, there are two cases when the Hicksicept of income is
or could be utilized in financial accounting. 1AS6 dperates with

recoverable amount for testing the impairment sets The recoverable
amount equals the higher value of the next two:

= the market price of asset (or fair value of assst lestimated
selling costs),
= the value in use.

The formula for the calculation of the value in ds#y corresponds to
income ex-ante for a particular asset. AccordingA® 36, the value in
use should be computed not only for a single assealso for a group of
assets (the so-called cash generating unit).

The major strength of Hicks’ concept of income ® m the area of
measuring the effectiveness of the business agtibit in other very
similar area. Let us call J. Hicks’ assertion ttreg practical purpose of
income calculation is to serve as a guide for pmtideehavior again.
Being aware, that income is determined as the rdifiee between two
volumes of capital | believe that Hicks’ main calptition to accounting
consists in his emphasis on capital maintenance.eEbnomic concept of
income is based on the capital and changes inalisev The users of
financial statements should be highly alert asafmpossible erosion of
capital concerns. This could endanger the futurestemxce of the
enterprise and the future source of business incamdefuture stream of
dividends distributed to owners as well. Converdlaaccounting, which
prefers measuring the assets at their historicsiscgrevents the users
from evaluating “real” value of the capital, whidls significantly
influenced by changing market prices. It should taken into
consideration the introduction of an additional ¢ktinancial statements,
which should be in line with Hicks’ concept of imae. This could help
users to understand better the entity’s well-of$nekile facing economic
uncertainty and continuously changing prices.
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ABSTRACT

The paper analyses the possibility of using thenesoc concept of

income introduced by J. R. Hicks for accountingpmses. Despite some
disadvantages hindering from its broader practitékation, this concept

still finds its place in the area of managerial asting and capital

maintenance. Some aspects of Hicks’ income conogptde even found
in International Financial Reporting Standards.
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