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The Role of Liquidity in Exchange
Valuation
Robert R. Sterling and Richard E. Flaherty

purpose of this paper is to describe
the method of assigning values to
goods at the event of exchange under
the historical cost system. It is not an attempt to evaluate the historical cost system. That is, in this paper we mill not judge
the historical cost system in regard to some
higher level criteria concerning the goals
or objectives of accounting nor will we
compare historical costs to current costs or
present values. Instead, we will take the
historical cost system as a given and attempt to generalize the exchange valuation rules of that system. Thus, the historical cost system is the frame of reference of this paper and any judgments that
we make will be within that reference
frame.
To put it another way, this paper will
attempt to explicate a part of the traditional (historical cost) theory of accounting. Kemeny defines explication as the
process of "making an intuitive concept
precise."' Precision in thinking and communication is a worthwhile end in itself;
in addition, it is a means to an end. As
Kemeny says ". . . the great merit of explications is that they serve to clarify
such disputes, and even get us to admit
that we have made a mistake."2
We believe that the explication of traditional accounting theory is at least a desirable, and perhaps a necessary, prerequisite to the evaluation of that theory. Note,
T

however, that the explication process, per
se, is neutral; making a theory more precise could result in either the retention or
rejection of that theory. In this paper, we
are concerned exclusively with explication
and therefore, we have endeavored to be
completely neutral in regard to the evaluation of the traditional theory.

HE

FOREXCHANGES
ACCOUNTING
An exchange is a two-way flow of goods:
An acquisition is accompanied by a sacrifice. Thus, an exchange has a "double effect"-an increment in one good and a decrement in another-which
requires a
"double entry" on the books of account.
We increment (debit) an account and decrement (credit) another to reflect the
changes in the two goods.
The operations necessary to make the
entry may be analysed in general terms.
This paper was presented to the faculty and students
of the University of Syracuse and benefited from the
comments received.
I John G. Kemeny, A Philosopher Lxoks at Science
(D. Van Nostrand Company, Inc., 1959), p. 106.
'Kemeny, p. 108.
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Let
Gi= good i such as cash, inventory,
equipment, promises, etc. (i= 1,
2,. . . , m) ;
A,= account i such as "cash," "inventory," etc. "Accounts" are marks
on paper which are meant to reflect
certain attributes of the things
called "goods." (i= 1, 2,. . ., m, m
+1, 7n+2, . . ., n)3;
A=an increment (A+) or decrement
(,A-)
Consider the following partial entry (i
Dr.

Ai
Cr.

.41

The entry is meant to reflect the underlying flow of goods. Therefore, we must be
able to make the following associations (or
perform the following operations) in order
to make the entry:
1. Associate a particular AGj with a particular
AGj. For example, if we exchanged $1,000for
inventory and at the same time exchanged
$1,500 for equipment, it would be an error
to debit inventory $1,500. Thus, we must be
able to associate particular increments with
particular decrements.
2. Associate G. with Ai and Gi with Ai. For
example, if Xveexchanged a $1,000 check for
things called "widgets," it would be an error
to debit buildings and credit petty cash.
Thus, wvemust be able to associate particular
goods with particular accounts.
3. Associate increments in goods with debits to
accounts and decrements in goods with
credits to accounts. Obviously, if we credit
inventory upon the receipt of goods, we have
erred.

Some of the problems in performing
these operations have been discussed elsewhere.' For purposes of this paper, we will
assume the performance of the operations
and concentrate on the valuation process.
An exchange is an increment in one good
accompanied by a decrement in another
good. Neither of these goods necessarily
has a value attached; instead we assign a

value to them. In most cases this assignation of a value is done intuitively, i.e.,
without an explicit consideration of the
process. The simplest cases are cash exchanges in which the value of cash is set
equal to the quantity of cash.5 Then, the
value of the offset (associated good or associated account) is set equal to the value
of cash.
Although it seems odd to speak of "valuing cash," it is necessary to do so if we are
to describe the process generally and precisely. In the abstract, we are presented
with a A+Gi associated with a A-Gj and
their values are not apparent. We must
determine those values. That is, we must
have an operation that will allow us to
movrefrom a "good" to a "value" of that
good. In general, we determine the value
of one (or both) of the goods and then, to
use Ijiri's language,6 we "impute" that
value to the offset. Thus, one good is "independently valued" and the offset is
"dependently valued" by being imputed
from, or set equal to, the independently
valued good.
The valuation operations may be generalized as follows:
Given A+Gi associated with A-Gj,
(1) select Gi or Gj
(2) independently value the selected
good, and
(3) dependently value the offset.
Two examples of cash exchanges will ilFrom a strict entity point of view, one could argue
that there is a one to one correspondence of goods to
accounts. Liabilities could be considered to be negative
goods or negative assets and owner's equities considered
to be just another liability. Others would argue that
there are more accounts than goods, as in the above
definition. The dispute is not pertinent to this paper.
The same results will be achieved by either definition.
'Robert R. Sterling, "An Operational Analysis of
1966),
A bacus (December
Traditional Accounting,"
pp. 119-36.
' More generally, the valuation coefficient of cash is
set equal to one. See Robert R. Sterling, "Elements of
REvmwW
Pure Accounting Theory," TinE AccoNTINrG
(January 1967), pp. 62-73.
6 XYujiIjiri, The Foundations of Accounting AMeasurement (Prentice-Hall, Inc., 1967), p. 95.
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lustrate the process. First, consider the
acquisition of inventory in exchange for
$1,000 in cash. It would be an error to select the inventory for independent valuation. If it were valued independently at,
say, $1,200, then it would be recorded as
Dr. Inventory .......................$
Cr. Cash .........................
Cr. Gain............................

1,200
$1,000
$200

which is obviously an error (i.e., not in accordance with standard practice). The correct entry in general form is:
Dr. Inventor ....................
Cr. Cash ........................

Dependent
Independent

Second, consider the acquisition of cash
in exchange for inventory which is valued
at $1,000 (cost). If the cash were dependently valued and the inventory independently valued, the exchange would be recorded as
Dr. Cash ............$1,000........
Cr. Inventon
............

$1,000
... $1SI000

which is an error. The correct entry in general form is:
Dr. Cash...................
Cr. Revenue
.

Indenendent
.....
ependent

and
Dr. Cost of Goods Sold.Dependent
Cr. Invento. .Independent

The erroneous as well as the correct entries illustrate the fact that in both cases
(1) the cash is selected for independent
valuation, (2) the value of the cash is determined, and (3) the value of the associated good (or account) is set equal. The
Cost of Goods Sold-Inventory entry provides another illustration. The inventory
is selected for independent valuation,7 its
value is determined, and the offset is set
equals.8
THE VALUATION PREFERENCE ARRAY

The previous examples were of cash exchanges, the simplest case. If the theory is
to be complete and unambiguous, a rule
must be provided for all possible exchanges.
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All possible simple' exchanges are the
combinations of all the goods taken two at
a time, i.e., (G1,G2), (G1,G3),... , (CS, G.))
(G2, GaC),
(G2,G4), * . a (Gnusl1Gn). Given
any of the possible exchanges, the accountant must select (at least) one of the goods
for independent valuation.
We know that such selections are now
being made. We can observe that when an
accountant is faced with the exchange of
inventory for an account payable, he will
independently value the payable, not the
inventory. When faced with an exchange of
an account receivable for inventory, we
can observe the independent valuation of
the receiv-able. Since selections are now being made in the practice of accounting, a
decision rule must now exist, albeit tacitly.
The present theory is incomplete in the absence of an explicit statement of that rule.
It may be the case that there are many
different decision rules. Each combination
"Dependent" and "independent" valuation is intended to refer to a single exchange. The inventory is
dependently valued at acquisition-its value is imputed
from the independently valued sacrifice-but it is independently valued at disposition. Note that in both the
sacrifice of cash and the sacrifice of inventory, the
amount of the "independent value" is equal to the
"book value." However, when a payable is sacrificed,
no book value exists and, therefore, the equality does
not hold and the value of the payable must be directly
determined.
I For ease of exposition, the cash sale was presented in
simple entry form. The compound entry form is more
difcult to describe. That is, if the sale is recorded as
Dr. Cash..........
Independent
Cr. Inventory .
........
Independent
Cr. Gain .
........
Dependent
then we cannot specify the direction of the inputation
because of the possibility of a loss. The zero-sum method
of analysis would permit the generalization of these
kinds of cases, i.e., specify that the values of each exchange must sum to zero and treat debits as positive
values and credits as negative values. See Sterling,
"Elements" for a discussion of entries cast in the zerosum form.
Note also that both goods are independently valued
under the definition given. The imputation is to the gain
account instead of to an account representing a good.
Such a procedure is covered by Rule A2 stated below.
9 By analogy with simple and compound entries,
"simple exchange" is used to mean the acquisition of
one good for the sacrifice of one other good. A "compound exchange" would be the acquisition of more than
one good or the sacrifice of more than one good.
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of goods may have a unique rule. In addition, different accountants may have different decision rules. If so, in an exchange
of Gi for Gh, one accountant might select G, for independent valuation and another accountant might select Gj. Both
sources of differences are undesirable.
Different rules for different combinations
would be cumbersome and difficult to apply. "Simplicity" and "elegance" are said
to be desiderata of theories, and a set of
unique rules would be neither simple nor
elegant. Different rules by different accountants would result in inconsistency
and lack of comparability.
It would be desirable if the goods or
accounts could be arrayed in accordance
with accountants' preferences for valuation. The good to be independently valued
could be selected by determining its relative position on the array. That is, given
the exchange of Gi for G1, if i <j, then
value Gi independently; if j < i, then value
Gj independently. (If i=j, it is a "tradein" which presents special problems. See
section below on "Barter.") This rule
would be simple and easy to communicate.
If the array were communicated and became common to all accountants, it would
avoid inter-practitioner inconsistencies in
selection of the good to be independently
valued. The transitivity of the array would
obviate the necessity of stating specific
rules for specific combinations of goods.
We offer the hypothesis that such an
array is implicit in the traditional theory
and practice of accounting. Since the array
is intended to reflect the accountants' preferences for valuation, it will be called the
"Valuation Preference Array." The basis
for that preference is the next question.
The Liquidity Hypothesis
We offer the hypothesis that the valuation preference array is based on the relative liquidity of the goods, i.e., if Gi is more
liquid than Gj, then Gi is selected for inde-
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pendent valuation. Evidence in support of
that hypothesis is adduced from the way
in which accountants normally record exchanges.
In any exchange in which cash is acquired or sacrificed, the cash is always independently valued and the value of the
offset is imputed therefrom. Most of accounting theory is stated as if all exchanges
were for cash or "cash equivalents." Paton
and Littleton provide a clear example:
In cash transactions cost is measured by the
amount of the immediate cash consideration; in
credit transactions cost is the amount of money
which would be required to effect immediate
settlement of the obligation incurred.1"

The quotation is taken from their chapter
on "costs," and it seems clear that they
mean the acquisition of an illiquid good and
the sacrifice of a liquid good. \When the
flow is reversed, they are even more explicit:
Revenue is the product of the enterprise, measured by the amount of new assets received
from customers...........................
[Revenue is realized when] . . . it is evidenced
by cash receipts or receivables, or other ncw
liquid assets. Implicit here are two tests: (1)
conversion through legal sale or similar process;
(2) validation through the acquisition of liquid
assets." (Italics supplied.)

In both cases the illiquid good (or account) is "measured by" or imputed from
the independently valued cash or equivalent. The direction of the flow is of no consequence in deciding which good to value;
only the liquidity of the goods is pertinent.
The rule extends beyond exchanging
cash and cash equivalents. If a firm were to
issue bonds in exchange for land, it is almost certain that the accountant would independently value the bonds and dependently value the land, i.e., set it equal to
10 W. A. Paton and A. C. Littleton, A n Introductionto
CorporateAccounting Standards (American Accounting
Association, 1940), p. 24.
11Paton and Littleton, pp. 46, 49.
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the value of the bonds. However, if the
bonds were issued in exchange for cash, it
is equally certain that the accountant
would independently value the cash-determine the net proceeds-and
set the
value of the bonds equal. Thus, the description of the good (or account) by itself gives
us no indication of how to value that good.
Bonds payable are not valued in isolation;
instead, their valuation depends on their
relation to the good received in exchange.
If the bonds are less liquid than the other
good, then they are dependently valued; if
they are more liquid than the other good,
then they are independently valued. For
the three items mentioned, the valuation
preference array is: Cash, Bonds Payable,
and Land. This array appears to be based
on liquidity.
In the inventory-cash and cash-inventory exchanges discussed above, the valuation preference array was: Cash, Inventory, and Retained Earnings subaccounts.
This array is consistent with the liquidity
hypothesis. In the receivable-inventory
and inventory-payable exchange examples,
the more liquid receivable and payable
were independently valued.
Other examples could be related at
length. However, enough has been said to
suggest that the goods are arrayed on the
basis of liquidity, and that the more
liquid good is valued independently and
the less liquid good (or account) is dependently valued. There is no conclusive
proof, but there seems to be enough evidence to warrant further investigation.
The Purchase-Sale Distinction
"Exchange" is a generic term, species of
which are "purchases" and "sales." A
"sale" results in "recognition" or "realization" of gains or revenue. Conversely, a
"purchase" results in a "cost." NTo cost is
incurred at sale and no gain or revenue is
permitted at purchase.'2 Because of these
differences, the ability to distinguish be-
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teen purchases and sales is crucial to the
accounting process. Without such a distinction, we would be unable to determine
whether we have incurred a cost or realized a gain. Thus, there must exist a rule
for making the distinction.
The rule for distinguishing purchases
and sales is not given in the literature. Instead, it seems to be assumed that all of us
can make the distinction. For most exchanges, this is a reasonable assumption,
but, as will be demonstrated, there are
some exchanges which present problems.
For completeness of the theory, as well as
for guidance in the troublesome cases, it is
necessary to make the rule explicit.
'Weoffer the hypothesis that the distinction is based on the direction of the flow of
liquidity. Whenever the acquisition is more
liquid than the sacrifice, the exchange is
considered to be a sale and gains can be
realized. Whenever the sacrifice is more
liquid than the acquisition, the exchange
is considered to be a purchase and a cost is
incurred. Although there are some species
of exchanges in which this rule does not
12
"Accountants are correct in holding to the general
rule that income should not result from the recording of
acquisitions." [Eldon S. Hendrik-sen,Accounting Theory
(Richard D. Ir-.win,Inc., 1965), p. 28.8. This quotation
is presented in support of the rule that gains are not
permitted at purchase. Undoubtedly, all of us understand Hendriksen's meaning, but it is interesting to note
that if we take his statement literally, it would prohibit
recognition of all gains. An exchange, by definition, is
an acquisition accompanied by a sacrifice. Therefore,
the literal interpretation of Hendrik-sen's statement
would prohibit the recognition of income or gains at any
exchange, including sales. Of course, that is not Hendriksen's intent, as is made clear from the contextacquiring plant and equipment-of his statement. However, it does illustrate the anm.biguityin our theoretical
language as well as the necessity for classifying exchanges into purchases and sales.
A similar ambiguity occurs in Lim's discussion of the
"purchase" of accounts receivable IRonald S. Lim, "The
Mathematical Propriety of Accounting Measurements
and Calculations," THE ACCOUNTLNG REVIEW (October
1966), p. 647n]. Although it is possible to think of purchasing accounts receivable instead of selling inventory,
the valuation procedure is different and such locution
is apt to lead to confusion. For example, if we conceive
of the acquisition of accounts receivable associated with
the sacrifice of inventory as a purchase, then we would
not be permitted to record a gain on that exchange.
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apply,'3 it seems that when the choice is
between classifying a particular exchange
as a purchase or a sale, the rule provides us
with a basis for making the distinction.
Consider the two Paton and Littleton quotations (above) in which two different
exand realization-are
concepts-cost
plained. The only difference between the
two exchanges described in those quotations is the direction of the flow of liquidity. In regard to realization, they say that
there are two tests: (1) sale and (2) acquisition of liquid assets. It seems that test (1)
is contained in test (2). How would one
recognize that a sale had occurred if one
did not know that liquid assets had been
acquired in exchange for illiquid assets?
In the abstract, an exchange is a A+Gi accompanied by a A-Gj. There is some characteristic of the exchange that allows us to
decide whether it is a purchase or a sale or
some other species of exchange. We believe
that the characteristic that permits the
distinction is the direction of the flow of
liquidity.
Although different authors use different
terms, the literature seems to be fairly
consistent on this point. Thomas'" distinguishes monetary from nonmonetary
items. His definition of "monetary items"
is apparently identical to Paton and Littleton's implied definition of "cash and cash
equivalents." Thomas'5 then uses the
monetary/nonmonetary distinction as a
basis for various approximations to the
realization rule. After stating the realization rule, he derives the historical cost
rule as a "consequence" of realization.'
He states the realization rule as follows:
Revenue is to be recognized when, and only
when (1) a sale or similar transaction occurs
between the company and a solvent, independent external party; or (2) net assets of known
worth, such as current net claims against solvent, independent external parties, are increased, either to the conversion of nonmonetary into monetary items or by other external
action.'7
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We believe that the "conversion of nonmonetary into monetary items" in part (2)
of his definition is the basis for deciding
that the exchange is a sale as required by
part (1) of his definition.
Instead of "monetary" and "nonmonetary," Ijiri sets up the classes of "basic"
and "nonbasic." When selecting cash for
the basic class, he includes "cash to be received or paid in the future,"' i.e., receivables and payables. This distinction
seems to be equivalent to the classifications of Thomas and Paton and Littleton.
Ijiri then states the rule directly. He says
that value gains and losses should not be
recognized until the "cycle ends with the
basic class [i.e., the receipt of an item in the
basic class]. Before that time, the values of
the resources are always recorded as being
equal to the values of their predecessors in
the cycle."'9 In other words, when the acquisition is in the nonbasic class and the
sacrifice is in the basic class, the exchange is
classified as a purchase and results in a
cost. An exchange in the reverse direction
is a sale, and gains are permitted to be
realized.
These and other authors seem to be
making the same point: If the acquisition
is in the class of liquid goods, the exchange
is classified as a sale; if the acquisition is in
the class of illiquid goods, the exchange is
classified as a purchase. The problem is
that this rule applies only to inter-class exchanges. It does not apply to exchanges
when both goods are in the basic or moneU For example, the classification of an exchange as an
"investment" results in the strict prohibition of realization regardless of any other characteristics of the exchange. In addition, in such exchanges, the acquisition
of a non-monetary asset would be considered an (unexpired) cost regardless of whether it was dependently
or independently valued.
14 Arthur L. Thomas, "Revenue Recognition," Michigan Business Reports Numnber49 (The University of
Michigan, 1966), p. 9.
I Thomas, pp. 10-12.
15 Thomas, pp. 12-13.
"7 Thomas, p 12.
1 Ijiri, p. 94.

sIjiri, P. 94.
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tary class or when both goods are in a nonbasic or nonmonetary class. Yet, there are
many intra-class exchanges. Consider exchanges within the monetary class; for example, the exchange of cash for an account
receivable. This exchange is like a sale in
that the cash will be valued independently
and a gain or loss may be recognized. It is
common for a receivable to be recorded net
of discount and gains to be recognized if
the gross amount is paid, and vice versa.
An alternative is to treat the exchange like
a purchase and impute the book value of
the receivable to the cash account, regardless of the amount of cash collectedwhich is contrary to standard practice. As
another example, consider the acquisition
of cash in exchange for a note payable.
This is also valued like a sale in that the
value of the acquisition is imputed to the
sacrifice. That is, the entry is the same, in
structure, as a debit to cash and a credit to
revenue. Although we would have no
difficulty in valuing the described exchanges, the rule, as stated, does not cover
them. In both cases, the two goods are
within the monetary or basic class, and
there is no explicit provision for imputing
values from one monetary good to another. (Cf. Ijiri's rules.)20
Thus, the problem is that goods or accounts are segregated into classes and a
rule is provided for exchanges between
those two classes, but no rule is provided
for exchanges within the classes. The
problem is similar to the problem of selecting a good for independent valuation. A
rule is needed which would cover all possible simple exchanges. That is, for all
combinations of all the goods taken two at
a time, a rule is needed to permit one to
recognize whether the exchange is to be
valued like a purchase or a sale. In the way
in which exchanges are now recorded, it
appears that the implicit rule conforms to
the liquidity hypothesis. Instead of goods
being simply segregated into two classes,

it appears that they are ranked according
to their relative liquidity. Therefore, we
offer the hypothesis that the criterion for
distinguishing purchases and sales is:
When the acquisition is more liquid than
the sacrifice, the exchange is valued like a
sale; when the sacrifice is more liquid than
the acquisition, it is valued like a purchase.
Summary
The present practice of accounting requires that in every exchange one (or both)
of the goods be independently valued and
the other good (or account) be dependently
valued. The rule for selecting the good to
be independently valued is not stated and
the traditional theory is incomplete in the
absence of an explicit rule for selection.
The present practice also requires that
purchases be distinguished from sales.
The traditional theory provides a rule for
making the distinction for inter-class exchanges, but it does not provide a stated
rule for intra-cla-ss exchanges. Since intraclass exchanges occur, the traditional
theory is incomplete.
From informal observations of accounting practice and from hints in the literature, the hypothesis was adduced that the
relative liquidity of the good provides the
basis for both of the omitted rules. The
more liquid good is selected for independent valuation, and the direction of the
flow of liquidity is used for distinguishing
purchases from sales. The combined rules
may be stated generally as follows:
A. If the acquisition is more liquid than the
sacrifice, then value the acquisition independently.
Al. If the sacrifice has no value assigned,
then impute to it the value of the
acquisition.
A2. If the sacrifice has a previously assigned
(book) value, then the difference between the values is called the "realized
gain" (or loss), and that difference is
imputed to a retained earnings subso Ijiri, p. 95.
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account.

Alternatively,

the indepen-

dent value of the acquisition is called
"realized revenue" and imputed to a
retained earnings subaccount, as in Al.

The independent value of the sacrifice
is called an "expense" and imputed to
a retained earnings subaccount, as in B.
B. If the sacrifice is more liquid than the
acquisition, then value the sacrifice independently. ("Value independently" is defined to mean the book value if a book value
exists.) Impute the value of the sacrifice to
the acquisition and call it the "cost" of the
acquisition.

Since it is possible to exchange any two
goods, it is necessary to rank all the goods
(and accounts) in order to apply the above
rules. Such a ranking has been named the
"Valuation Preference Array." Although it
is impossible to completely specify this
array at the present time, it seems apparent that cash would be at the top and retained earnings and its subaccounts would
be at the bottom. Receivables, payables,
and marketable securities, followed by inventory would be near the top, while
plant, equipment, and contributed capital
would be near the bottom. Combining the
array with the rules would permit unambiguous treatment of inter-entity exchanges.2'
The presentation of these hypotheses is
an attempt to make the theory of historical
cost valuation more complete by making a
minor logical extension of the stated theory. The presentation is also an attempt to
make explicit what seems, from informal
observation, to be the present practice of
accounting. There are, however, certain
kinds of exchanges whose suggested treatment in the literature is in conflict with the
hypotheses.
BARTER

"Barter" is another species of the genus
"exchange." It is difficult to provide a general definition which precisely delineates
barter from nonbarter exchanges. However, a rough definition is sufficient for the

purpose at hand. Exchanges of one nonmonetary good for another nonmonetary
good will be called a "barter."
When faced with a barter, the accountant must make the same decisions that he
makes when faced with other exchanges.
First, he must select one or both of the
goods for independent valuation. Second,
he must decide whether the exchange is to
be valued as a purchase or a sale. To be
consistent with the hypotheses presented
in the previous section, the more liquid
good would be valued independently. If a
more liquid good were acquired, it would
be considered a sale and a gain could be
realized. If the more liquid good were
sacrificed, it would be considered a purchase and no gain would be permitted.
The authors who present rules for barters and trade-ins do not explicitly recognize the necessity of making the second decision, and most of them make the first decision without explaining their criteria. As
a result, at least partly, the literature is
conflicting. Different rules are presented
by different authors.22 More importantly,
21Intra-entity exchanges are not intended to be
covered by the rules. Such exchanges are normally
treated as purchases, even though the entity is acquig
a more liquid good. For example, finished goods is more
liquid than work-in-process, but the exchange is valued
like a purchase in that the value of finished goods is
imputed from the value of work-in-process and gains are
normally prohibited.
2 The following alternatives are presented in the
literature: (1) Set the value of the acquisition equal to
the "selling [exit] value" of the sacrifice. (Paton and
Littleton,

p. 27.) This may or may not be the same as

the "market value" proposed by Paul Grady, "Inventory of Generally Accepted Accounting Principles for
Business Enterprises," AccountingResearch Study No. 7
(American Institute of Certified Public Accountants,
1965), p. 254; or the "fair market value" proposed by
Walter B. Meigs, Charles E. Johnson and Thomas F.
Keller,

Intermediate

Accounting

(McGraw-Hill

Book

Company, 1963), p. 522. They may, for example, be
thinking of entry values. (2) Set the value of the acquisition equal to the book value of the sacrifice. [Norman J.
Lenhart and Philip L. Defliese, Montgomery's Auditing

(The Ronald Press Company, 1957), p. 244.1 (3) Independentlv value the acquisition at its "replacement
cost." (Ijiri, p. 97. Ijiri is describing "the most likely
treatment in conventional accounting," not advocating
it.) (4) Value "whichever is the more clearly evident"
at "fair value." [.Accounting Research and Terminology

Bulletins, Final Edition, Accounting Research Bulletin
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the specific rules for barters and trade-ins
given by the majority of the authors conflict with the more general rules of historical cost valuation.
The Majority Viewr
Those authors who explicitly consider
barters or trade-ins almost invariably
state a preference for independently valuing the sacrifice, and most of them permit
the realization of a gain. Grady's statement
is typical:
If property other than cash is the consideration in a transaction, a fair measure of the
actual cash cost is the amount of money which
would have been realized if such property had
first been directly converted into cash. If the
property has no determinable fair market value,
the market value of the properties received in
the exchange ma! be used. A gafInor losswill
occur when fair market value differs from the
book value of the property given up.Y

When put in the context of the general
framework of historical cost valuation, this
is a most peculiar rule. It violates the
spirit, and in many cases the letter, of the
more general rules of historical cost valuation.
The Realization Criteria. Davidson says
it...
it appears that present accepted
tests for realization require receipt of a
current (or liquid) asset capable of objective measurement of a market transaction
for services rendered."2' From this, and
the other literature on realization, three
criteria can be adduced:
(1) Acquisition of a liquid asset,
(2) Ability to objectively measure the acquisition, and
(3) An exchange.

A barter, by definition, does not result in
the acquisition of a liquid or monetary
asset.2 If it did, it would not be classified
as a barter. Therefore, criterion (1) is not
satisfied. The acquisition is likely to be no
more objectively measurable than the
sacrifice. Even if the acquisition is objec-

449
tively measurable, the majority rule states
a preference for valuing the sacrifice.
Therefore, criterion (2) is either not satisfied or irrelevant or both. An exchange has
No. 43 (American Institute of Certified Public Accountants, 1961), p. 38.] (5) Value both at their "fair market
value." [MNauriceMoonitz and Louis H. Jordan, Accounting: An Analysis of its Problems, Volume One
(Holt, Rinehart and Winston, Inc., 1963), p. 361.]
In regard to alternative (5), an interesting question
arises if the fair value of the acquisition is different from
the fair value of the sacrifice. Moonitz and Jordan's
assumption is the sale of the old for hypothetical cash
and then the purchase of the new for hypothetical cash.
If there is a difference in fair values, a balance is left in
the hypothetical cash account. I)o we show the balance
as an asset, like goodwill, if a debit, or as an equity, like
consolidated surplus, if a credit? If we write-off the
balance, this reverts to valuing only one of the goods
and setting the other equal. Therefore, there would be
no need to independently value both.
Although retaining the balance of hypothetical cash
stems odd from an accounting point of view, it would
not be odd from an economic point of view. In exchanges, one normally gains a "producer's (or consumer's) surplus"'above the purchase price. Thus, the
exchanges could be recorded to show an intangible asset
in the amount of the producer's surplus, which would
not be too dissimilar from showing a balance in hypothetical cash. However, in accounting we usually inpute
the value of one good to another and thereby rule out
such intangibles. For this reason, there is no reason to
independently determine the fair market value of both
goods in a barter.
Note that although the five alternatives are the only
ones suggested in the literature, they do not exhaust the
logical possibilities. We could value the acquisition at
its book value to the other entity, as we sometimes do
in poolings, and any of the fair market value proposals
permit the possibility of showing the difference as an
unrealizedgain.
2 Grady, p. 254. For similar rules, see e.g., Rufus
Wixon (ed.), Accountants'Handbook(The Ronald Press
Company, 1965), Sec. 16, p. 4; Carl T. Devine, "Asset
Cost and Expiration," Afodern Accounting Theory,
Morton Backer (ed.) (Prentice-Hall, Inc., 1966), pp.
146-47; H. A. Finney and Herbert E. Miller, Pri ncipkis
of Accounting: Intermediate (Prentice-Hall, Inc., 1965),
p. 332; Meigs, Johnson and Keller, p. 523; Paton and
Littleton, p. 27.
'Sidney
Davidson, "The Realization Conce t,"
Modern A ccounting Theory, Morton Backer (ed.)
(Prentice-Hall, Inc., 1966),p. 102.
N It could, of course, result in the acquisition of a
current asset. However, we have selected the term
"liquid" from Davidson's "current (or liquid)" phrase
for two reasons: (1) The current classification is itself
based on liquidity as is evidenced by the criterion of
"being converted into cash within a year." Therefore,
liquidity seems to be the fundamental criterion and the
current classification is but an application of that criterion. (2) The current classification contains goods
which are considered to he "costs" because, in normal
circumstances, a more liquid good is sacrificed in order
to acquire them. If .Ne decided to use the current classification as one of the realization criteria, then we could
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occurred and, therefore, criterion (3) is
satisfied. Since two of the three criteria
are not satisfied, the recognition of a gain
on a barter transaction violates the realization requirements.
The Prohibition of Write-ups. Following
the majority rule, a barter would be recorded in general form as follows:
Dr. Acquisition.
Cr. Sacrifice..........
Cr. Gain ................F

Fair Market Value of
Sacrifice
Book Value
air Market Value
of Sacrifice less Book
Value

This compound entry may be broken down
into two simple entries. Just prior to the
exchange, the following entry could be
made:
Dr. Sacrifice..........
Cr. Gain..........

Fair Market Valuc
less Book Value
Fair Market
XValueless
Book Value

Then at the moment of the exchange, the
acquisition would be recorded as
Dr. Acquisition ..........
Cr. Sacrifice.....

New Book Value
New Book
.....
Value

The first of the two simple entries is a
write-up of an existing asset and is a clear
violation of APB Opinion No. 6.26 Even
when write-ups -were permitted, the
amount was not classified as realized.
Therefore, the entry errs on two counts.
The Prohibition of Hypothetical Transactions. Evidently Grady is thinking of
the sale of the sacrifice for cash and then
the purchase of the acquisition for the cash
acquired. Moonitz and Jordan agree with
the rule presented by Grady and make
their assumption more explicit. They
write: ". . . the difficulty [of valuing bartersi may be overcome by assuming a sale
of the old unit for cash, followed by the
immediate use of that cash in the purchase
of a new unit."27 It is often said that one
of the virtues of historical cost accounting
is that it records "actual transactions" and
does not permit hypothetical transactions

to enter the books of account. This rule is
crucial to the prohibition of current values
and the retaining of historical cost. If
hypothetical transactions are allowed,
there is nothing to prevent the hypothetical sale and re-purchase of all the
assets, thereby recording all of them at
their current values. The majority rule
permits hypothetical transactions and,
therefore, it violates one of the more important rules of historical cost accounting.
The Prohibition of Recording Gains at
Purchase. Writers who present the majority rule are evidently thinking of barters
as purchases. A clue to their thinking is
given by the language they use. Almost
invariably they speak of the "consideration" and the "cost" of the acquisition.
(See the quotation by Grady above.)
Since cost is incurred at purchase, not at
sale, it appears that they have classified
the exchange as a purchase. Another clue
is given by the fact that the) independently value the sacrifice instead of the
acquisition. As Devine explains, "The
usual definition of 'cost' is in terms of sacrifice." 2S That is, we focus on the sacrifice
when incurring a cost and we focus on the
acquisition when realizing a gain.2930 For
consider such things as prepayments and inventories as
"realizations" instead of "cost incurrences." For example, we could record a gain upon the acquisition of
inventory in exchange for cash. This was done in the
now discredited method of recording purchase discounts
as realized income. The current classification as a criterion would not rule out the realization of purchase
discounts. The acquisition (inventory) is in the current
classification, it is capable of objective measurement
(assumed), and it is a market transaction for services
(cash) rendered. Therefore, the following entry would
be allowed:
Independent
Dr. Inventory) ...................
Independent
Cr. Cash ....................
Cr. Gain (Discount) ............
Dependent
"6Accounting Principles Board, "Status of Accounting Research Bulletins," Opinion No. 6 (American Institute of Certified Public Accountants, Inc., 1965), p. 42.
27\ Moonitz and Jordan, p. 361.
2 Devine, p. 143.
"Devine, p. 143, clearly makes the distinction betw een cost-sacrifice and accomplishment-realization.
The full quote is:
The usual definition of "cost' is in terms of sacrifice.
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these reasons, it seems apparent that the
majority writers have classified barters as
purchases. The problem is that the majority rule contradicts the general rule that
specifically prohibits gains from being
realized at purchase. (See the Hendriksen
quotation in Footnote 12 above.) Therefore, if they have classified the exchange
as a purchase, they have erred by recording a gain.
In short, the majority rule for valuing
barters violates virtually all of the more
general and more basic rules of historical
cost \valuation. Therefore, the majority
rule is in error and should be rejected.
An Aliernati-VeRule
The majority view states a preference
for independently valuing the sacrifice.
The reasons for that preference are not
made explicit. Sometimes textbooks discuss barters or trade-ins without considering the possibility of independently valuing the acquisition.3" Bulletin 43, on the
other hand, says to independently value
either the acquisition or the sacrifice
"whichever is more clearly evident."" On
the face of it, it seems more reasonable to
select the good whose value is more clearly
evident than to state a preference for
valuing either the acquisition or the sacrifice. Grady' provides for the case when the
sacrifice has "no determinable fair market
value" and permits the independent
valuation of the acquisition in that case.
We see no reason to select the sacrifice for
independent valuation if its value is more
difficult to determine than the value of the
acquisition. Thus, we would argue for
the ease of determination of the value as
the criterion for selecting the good to be
independently valued. Selection by this
criterion would be consistent with the
liquidity hypothesis. It is usually the case
that the liquidity of a good varies directly
with the ease of determination of the value
of that good. The most liquid good is cash
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and its value is also the easiest to determine. A receivable is highly liquid and its
value is also relatively easy to determine.
A marketable security is both more liquid
and easier to value than equipment or
buildings. In general, the good whose
value is more clearly evident will also be
the good which is more liquid.
Once the selection of the good for independent valuation is made, it is then necessary to decide whether the transaction is
a purchase or a sale. That is, we must decide whether the exchange is of the character that would permit the recognition of
a gain. The direction of the flow of liquidity would also provide a criterion for makThe cost of attaining a particular goal is said to be
the sacrifice from the necessity for giving up or compromising other objectives. Thus, the measurement
of accomplishment is in terms of goal attainment, and
the cost of such accomplishment is the sacrifice of
other goal-accomplishing potential. Rules and procedures for recognizing goal attainment belong to the
area of revenue recognition, and correspondingguidelines for recording objectives compromised or sacrificed belong to cost recognition and accounting.
' Further evidence that this is considered a purchase
can be garnered by comparing the two rules given in the
Account4nts' Handbook. When considering the trade-in
of used equipment for new equipment (Sec. 16, p. 4),
they say that ". . . the cost of the new asset would be

the marketralue (not book value) of the asset given up."
By contrast, when considering the acquisition of used
inventory and the sacrifice of new inventory (Sec. 12,
p. 60), it is suggested that the acquisition be valued at
its ". . . estimated cash purchase price." Thus, when the
item being traded is "inventory" to the firm, the acquisition is independently valued, but when it is "equipment," the sacrifice is independently valued. It appears,
then, that equipment acquisitions are purchases and
inventory dispositions are sales.
These rules are either contradictory or incomplete.
The problem may be most vividly demonstrated by
considering an exchange in which equipment is acquired
and inventory is sacrificed. If the two rules are intended
to apply to this case, then the exchange is both a purchase and a sale. Therefore, the independent valuation
of the equipment is both required and prohibited, the
valuation of the inventory at market is both required
and prohibited, and, under one interpretation, the
realization of a gain is both required and prohibited. If
the two rules are not intended to apply to this exchange,
then the set of rules is incomplete because no other rule
is provided to cover this exchange.
For example, Meigs, Johnson and Keller, pp. 52124, in their discussion entitled "Trade-ins and Exchanges" present three different ways of valuing the
sacrifice, but they do not consider the possibility of
independentlv valuing the acquisition.
Bulletin 43, p. 38.
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ing this distinction. The application of this
criterion, however, requires the resolution
of two subsidiary questions.
Book Value vs. Fair Market Value. If
the sacrifice is selected for independent
valuation, we must choose between book
value and fair market value. The reader
will note that in the examples given in the
previous sections, the book value of the
sacrifice in a purchase was equal to the fair
market value, or, in the case of liability
creation, there was no previous book value
and the independent valuation created the
book value. For example, when cash is
sacrificed, its book value is equal to its fair
market value and no choice is required. In
barters, the book value of the sacrifice is
likely to be different from the fair market
value. When there is a difference, w e are
forced to choose between the book value
and the fair market value as the "independent value" of the sacrifice.
The majority view is that the cost of the
acquisition is equal to the fair market
value of the sacrifice. The reasons given for
selecting the fair market value are, at best,
cursory. As indicated above, we think that
selecting the fair market value of the
sacrifice violates the more general and
the more basic rules of historical cost
valuation. Thomas has surveyed the literature and presented twenty arguments
". . . in favor of the realization rule and
against the recognition of unrealized ap"33 The reader is invited to
preciation....
compare those twenty rules to the practice
of valuing the sacrifice at fair market. To
do so violates virtually every one of the
arguments in favor of the realization rule.
For this reason, we conclude that the decision to value the sacrifice at its fair
market value is in error. Within the general framework of historical cost accounting, we would agree with Montgomiery's
Auditing when it says that setting the
value of the acquisition equal to the
"carrying [book] value" of the sacrifice is
"sound practice."`4
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Relative vs. Absolute Liquidity. Following
the rules given in the previous section, any
time the acquisition was more liquid than
the sacrifice, the exchange would be valued
like a sale and a gain would be permitted.
Another view is that the acquisition must
pass a certain threshold of liquidity prior
to a gain being permitted. Thomas' summarizations of the realization rules contain the phrase "conversion of nonmonetary items into monetary items."-' Following this rule, the acquisition must be in the
monetary class before a gain could be
realized. Ijiri states it directly when he
says that in exchanges of goods in the nonbasic class, the acquisition shall be set
equal to the value of the predecessor.36
The acquisition must be in the basic class
before a gain could be realized. Thus, the
choice of criteria is between the relative
liquidity of the two goods involved in the
exchange and the absolute level of liquidity
of the acquisition. If the relative liquidity
rule were adopted, there could be an exchange of two illiquid goods and the accountant would be forced to independently
value the acquisition at its fair market
value if it were less illiquid than the sacrifice. For example, if a building were acquired in exchange for land, the relative
liquidity rule would require that the accountant independently value the building
(assuming that it is more liquid than the
land) at its fair market value. A gain
would be realized if the fair market value
of the building were greater than the book
value of the land. This procedure does not
seem to be in the spirit of the realization
notion, although it is not so conspicuous
a violation as the majority rule.
If the absolute liquidity rule were followed, there could be an exchange in which
the liquidity of the two goods was significantly different but no gain would be
;

Thornas, p. 30.

"o 3f ontgomery's Auditing,
3

Thomas, pp. 10-12.
Ijir, p. 94

p. 244.
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recognized. Consider the acquisition of
marketable securities in exchange for land.
Since marketable securities are usually dependently valued at their cost, they are not
in the monetary or basic class. Thus, the
value of the marketable securities would
be set equal to the book value of the land.
This also does not seem to be in the spirit
of the realization notion.
Another difficulty would be encountered
in trade-ins. If the firm were trading old
for new delivery equipment, the absolute
liquidity rule would require that it be recorded as a purchase. Since the firm as a
whole is becoming less liquid to the extent
of the boot, we think this is proper. That is,
we think the "tax method" of recording
trade-ins is consistent with the general
rules of historical cost valuation, and the
"accounting method" violates those rules.
However, when we consider recording the
exchange on the books of the firm which
deals in delivery equipment, there are
problems. From the viewpoint of that firm,
it looks more like a sale than a purchase,
since the firm is becoming more liquid to
the extent of the boot and since the firm is
disposing of its inventory. Yet, the absolute liquidity rule would prohibit gains
and require that this also be recorded like
a purchase. That is, since the used equipment is not in the monetary or basic class,
it could not be valued independently. Instead, it would be valued at the difference
between the cash received and the book
value of the new equipment. If trade-ins on
used equipment were common, this procedure could result in zero values for the
used units and therefore, in effect, the
"cash basis" of accounting

sacrifice for independent valuation
on some grounds, such as ease of
determination or liquidity.
In cases (B) and (C2) there is the possibility of independently valuing at either
(1) book value or
(2) fair market value.
In cases (A) and (C1) no book value exists
and therefore independent valuation is at
fair market.
In cases (B, 1) and (C2, 1) there is no
difference in values and therefore no concern about realization. In cases (A), (C1),
(B, 2) and (C2, 2), there may be a difference and we have the choice of recording that difference as
(a) realized, or
(0) unrealized.
The majority view is (B, 2, a), or, the
valuation of the sacrifice at its fair market
value and the realization of a gain. Since
this treatment violates the general rules of
historical cost-realization accounting, we
believe that it is in error. In any of the
cases where there is a difference between
the book and fair market values, it is
possible to treat the difference as unrealized. However, we did not find anyone
who suggested that treatment and there-

Summary
In recording barters, there are three
possibilities for selecting the good to be independently valued:

" For example, if $1,500 cash and used unit A were
acquired in exchange for a new unit with a cost (book
value) of $2,000, the entry would be:
Cash ......
1,500
Used Unit A.500
New Unit .........
2,000
Since used unit A is not in the monetary or basic class,
it could not be independently valued. It would be dependently valued as the difference between the independent
values of the cash and the new unit. Now, if $500 cash
and used unit B were acquired in exchange for used unit
A, the entry would be:
500
Cash.........
Used Unit B .........
-0500
Used Unit A .........

(A) always value the acquisition,
(B) always value the sacrifice, or
(C) select the (C1) acquisition or (C2)

For the same reasons, used unit B would be valued at
the difference. Then, on all subsequent exchanges, the
gain would be equal to the cash received, i.e., the cash
basis of accounting with zero book values assigned to
used units C, D, . . ., N.
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fore, we will neglect considerationof that
possibility.38

For monetary-monetary and interclass
exchanges, the general rules are (C1, 2, a)
and (C2, 1). It is possible to extend this
rule to barters and thereby recognize a
gain any time the acquisition is more
liquid than the sacrifice-the relative
liquidity rule. An alternative is to require
that the acquisition attain a certain level
of liquidity-the absolute liquidity rule.
Thus, we have a choice. We can extend the
relative liquidity rule to barters or we
can treat all barters as purchases, i.e.,
(B. 1).
Both rules present problems. The relative liquidity rule may result in a gain being realized upon the acquisition of the
highly illiquid good. The absolute liquidity rule would prohibit gains upon the acquisition of a highly liquid good and, in
some cases, it would revert to the cash
basis of accounting. Neither of the rules is
strictly implied by the principles of historical cost valuation. In extreme cases,
both seem to violate the spirit of those
principles,even though neitherviolates the
letter of those principles.
Regardless of which rule is selected,
there is still a need for the valuation preference array. We still need a rule which
would allow us to recognize a gain when
cash is acquiredin exchangefor an account
receivable. We still need a rule which
would specify that cash be independently
valued and the value of a note payable be
set equal whenever cash is acquiredin exchange for a note. Thus, the monetary or
basic items still need to be arrayed by the
accountant's preference for valuation.
However, if the absolute liquidity rule is
accepted, the valuation preference array
would be truncated after arraying the
monetary or basic items. All nonmonetary
or nonbasic items would be considered
equal in liquidity. Whichever rule is selected, there needs to be an explicit listing
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of the valuation preference array. In the
absenceof that listing and in the absence of
the explicit statement of the rule, the
theory is incomplete.
CONCLUSIONS

The explicit theory of historical cost accounting is stated as if all exchanges involved a monetary and a nonmonetary
good. Given the evolution from the cash
basis to the accural basis, this is understandable. The cash basis theory provided
rules for cash exchanges. The accrual
basis is simply an extension of the cash
basis in that near-cash is included in the
class of monetary or basic goods and rules
are provided for exchanges of monetary
and nonmonetarygoods. In the same way
that the cash basis did not provide rules for
exchangeswhich did not involve cash, the
accrual basis does not provide rules for
intra-class exchanges. Since intra-class exchanges occur, the explicit theory is incomplete.
Exchanges within the monetary class
cause few problems because they usually
involve cash, i.e., they are species of exchanges such as "collections" (of receivables) or "payments" (of payables). One
can simply apply the cash basis rules to
exchanges of this type. In barters, however, confusion reigns. Different authors
present different rules and the majority
rule violates the more fundamental rules
of historical cost accounting.
From the fact that on the cash basis the
cash is independently valued and that on
the accrual basis the monetary goods are
"Note that when write-ups were permitted, they
were considered to be unrealized and were usually titled
something like "appraisal surplus." Since the independent valuation of the sacrifice at its fair market value
may be thought of as a write-up, we were surprised
when we did not find anyone who even considered the
possibility of recording the difference as unrealized. It
would seem that (B, 2, A) would be "more consistent"
with the general valuation rules of accounting. in that
it would violate the notion of historical cost but would
not violate the notion of realization. The majority view
(B, 2, a) violates both.
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independently valued, the hypothesis was
adduced that the accountant preferred to
independently value the more liquid good
and to dependently value the less liquid
good. The direction of the flow provides a
basis for distinguishing purchases from
sales. This distinction also provides definitions for "cost incurrence" and "revenue realization."
In regard to barters, however, we were
unable to decide whether the criterion
should be the relative liquidity of the two
goods involved in the exchange or the absolute liquidity of the acquisition. Our inability to choose between these criteria on
theoretical grounds should not come as a
surprise. The choice requires a precise
definition of realization, and therefore it
raises all of the long unresolved questions
about separation of income from capital,
distributability of the acquisition, and objectivity. Our inability to choose between
the criteria lends support to Sprouse and
Mfoonitz's observation that the "concept
[of realization) lacks analytical precision."39 We would only add that, since
the concept of cost is inextricably entwined
with the concept of realization, the concept
of cost also lacks analytical precision.
\Ve think that the implicit ranking of
goods by liquidity pervades accounting
thought and practice. For example, in the
species of exchanges called "investments,"
the normal rule is to independently value
the assets and set the capital account
equal. In most examples of investment
transactions, the assets invested are in the
monetary class. However, if the securities
of the firm are publicly traded and the
acquisition is nonmonetary, it is likely that
the more liquid securities would be independently valued and the value of the
less liquid acquisition set equal. Thus, the
selection for independent valuation is
made on the basis of liquidity. In acquiring shares of another firm in exchange for
cash, the treatment is, upon consolidation,
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to independently value both the acquisition (at book value) and the sacrifice (at
face value). Since the exchange is a purchase, i.e., the sacrifice is more liquid than
the acquisition, the difference between the
values is classified as "consolidated surplus" (not a realization) or "goodwill."
Thus, in structure, the entry is identical to
the compound form of the entry to record
the acquisition of cash in exchange for inventory. The treatment is to independently value both the acquisition (at face
value) and the sacrifice (at book value).
Since this is a sale, the difference in -values
is classified as a realized "gain" or "loss."
The only structural difference in the two
entries is the direction of the flow of
liquidity.
The current controversy over business
combinations provides another example.
"Purchase" accounting is an apposite
name for the proponents of one school because they focus on the value of the "consideration" as the appropriate measure of
the "cost." Such terms as "funny money"
indicate that they are implicitly applying
a liquidity criterion. They believe that the
types of securities sacrified are close substitutes for money, and therefore the exchange ought to be treated as a purchase,
i.e., the value of the acquisition ought to
be set equal to the independently determined value of the sacrifice. The pooling
proponents take the view that the acquisition ought to be independently valued
and the capital account set equal. The
similarity of purchase-pooling to barters
even extends to the controversy over fair
market value versus book value. Since
Catlett and Olson40 deduct the goodwill
39 Robert
T. Sprouse and Maurice Moonitz,
"A
Tentative Set of Broad Accounting Principles for Business Enterprises," Accouting
Rcscarchz Study No. 3
(.AXmerican Institute of Certified Public Accountants,
1962), p. 15.
40 George
R. Catlett and Norman 0. Olson, "Accounting for Goodwill," .4 counting Research Study No.
10 (American Institute of Certified Public Accountants,
1968), p. 90.
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from net worth, they are, in effect, independently valuing the acquisition at fair
market and setting the net worth equal.
Others would independently value the acquisition at book value.
Thus, we believe that the concept of the
valuation preference array is now being
implicitly applied to all types of interentity exchanges. This is, in part, an empirical hypothesis concerning the way that
accountants act. A test of this hypothesis
is now being conducted by Richard E.
Flaherty. However, this paper has been
concerned more with the logic of the historical cost system than with the way in
which accountants act. It has been demonstrated that some decision rule is necessar) to the system. \We believe that a
valuation preference array based on liquiditv is consistent with that system and that
it captures and generalizes the property
common to several individual rules.
Note that these points are separable in
the sense that the validation or invalidation of one point does not necessarily
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validate or invalidate the others. For example, one could accept the idea of a
valuation preference array but reject the
idea that it is based on liquidity, or one
could accept the logical necessity and consistency of an array based on liquidity but
reject the hypothesis that accountants
implicitly or explicitly make their decisions on the basis of such an array.
Finally, it should be reiterated that the
purpose of this paper was to discover and
describe the rules of historical cost valuation and to cast those rules in a logically
consistent system. It was not an attempt
to evaluate the system vis a vis other valuation systems. One could argue that
fair market values should be recorded at
barter regardless of the flow of liquidity.
\Ve have avoided this argument because it
immediately leads into an evaluation of
historical costs and the controversy over
current values versus historical costs. The
goal of this paper has been to make the
historical cost system more explicit and precise, not to defend or criticize that system.

