2004 PAIB Articles of Merit Award for Distinguished 

Contribution to Management Accounting


“Economic and accounting measurement in times of monetary turbulence”

Index

1Introduction

CHAPTER I
2
Uruguayan crisis development and its consequences in the economic variables
2
1.1
Uruguayan economic crisis development
2
1.2
Uruguayan economic crisis consequences
3
CHAPTER II
4
Economic crisis’ impact on the information contained in the accounting statements
4
2.1
Currency devaluation
4
2.1.1
International Accounting Standards dispositions
4
2.1.2
Accounting Standards’ dispositions relevant in Uruguay
5
2.1.3
The evaluation and revelation of extreme scenarios or “stress testing”
5
2.2
The phenomenon of inflation
6
2.2.1
Basic concepts
6
2.2.2
General level of prices and specific prices
7
2.2.3
Distortions in the accounting statements produced by inflation
7
2.2.4
Accounting standards and adjustment for inflation
8
2.2.5
Behaviour of items facing inflation
8
2.2.6
Problems in the inflation measurement
8
2.3
Impairment in the accounting value of assets and liabilities measurement
9
2.3.1
Impairment measurement in the accounting value of the “real” assets
9
2.3.2
Impairment measurement and uncollectibility of financial assets
11
Valuation criterion
12
2.3.3
Measurement of the financial liabilities and the qualification of credit risk
13
CHAPTER III
13
Measurement of the National Accounts based on chained indexes
13
3.1
Introduction
13
3.2
Fixed price base and growth rate overvaluation
13
3.3
Correction Proposal
15
3.4
International experience
16
CHAPTER IV
16
Summary and conclusions
16
4.1
Summary
16
4.2
Conclusions
17
Bibliographic References
20


“Economic and accounting measurement in times of monetary turbulence”

Introduction

As of year 1999 Uruguay has been afflicted by a series of external factors that have affected in a significantly adverse way the economic performance of the country. This situation worsened at the end of 2001 with Argentine’s downfall, which had great repercussions regionally and in all world emergent markets. 

In 2002, Uruguayan economy experienced the most important contraction of its gross domestic product (GDP) since 1982 (fall of 10.8%). At the beginning of 2002, the financial crisis in Argentina began to shock the banking system, which was reflected in the commencement of withdraws of deposits, initially from Banco Galicia and afterwards from Banco Comercial. These withdraws of deposits determined that the banks diminished their cash assets in the Central Bank, situation that decreased the level of reserves of the monetary authority. 

The economic crisis also had an important impact on the exchange and monetary policy under way since 1990. In January 2002, facing the successive external shocks magnitude and persistence, the government doubled the rhythm of devaluation and the floatation bandwidth. Despite the fact that the country should not have resorted to the sale of reserves to sustain its currency, the depth of the         banking run, the enormous change of the regional relative prices and the uncertainties associated with it, lead to the modification of the existent exchange policy, adopting by half June, a regime of free floatation exchange rate.

The devaluation had an immediate impact on the capacity of repay of obligations in foreign currency incurred by the country. The debt index to GDP that in 2001 was 54%, rose to 92% at the end of 2002, which is explained mostly as the direct result of the devaluation. Within this context, the economic authorities adopted a series of fiscal initiatives oriented to reducing the Central Government fiscal deficit. This policy allowed the government to achieve the financial support of multilateral international lending agencies such as the International Monetary Fund (IMF), World Bank (WB) and Inter-American Development Bank (IADB). 

These new economic scenarios make it every time more necessary to rely on clear, transparent, reliable and timely information, so as the different actors that operate in the system might carry out their actions within a framework of limited risk. It does not seem simple to achieve the codes companies use to inform more transparently about their economic and financial situation so as to reach a degree of harmonization that attain these objectives and besides, allow any user, independently of his geographical location, to be in conditions of interpreting the reports content. In spite of these first reflections, today we are in conditions to witness important reforms in the professional accounting regulations internationally, regionally and nationally. 

The lack of “transparency” of the accounting statements, the asset overvaluation of companies that produced a chain of damages, fiscal  imbalance, and in general, the market prevailing uncertainty, dragged a lot of countries to situations of crisis in their economies.

The “tequila” crisis, the emerging markets crisis, the Russian and Turkish crisis, also today the Uruguayan crisis or at the end of 2001 the bankruptcy of Enron in USA, constitute economic phenomena that undoubtedly contribute to acknowledge the need for the establishment of measuring systems that guarantee greater transparency and precision in the information that the different actors that operate in the markets must present, so they can detect problems before they occur. 

Our profession’s new mission must not be limited to verifying and obtaining valid and sufficient evidences that allow to sustain the opinion about  the degree of reasoning of the company’s net worth at the closing business year relating the evolution it experienced. The profession must play new roles and must be in conditions of anticipating crisis and advice the company in the search for solutions that allow the recovery. It must also determine the way in which the different economic and accounting variables are measured, evaluating if said way of measuring is the faithful reflection of reality. 

In 1995, the International Organization of Securities Commission (IOSCO) and the International Accounting Standards Committee (IASC), facing the lack of clarity and transparency that the accounting statements of companies presented, resolved to boost a process destined to revise all International Accounting Standards
, to improve its content and eliminate the alternative standards for the making of accounting statements.

According to Francisco M. Suárez
, PhD: “crisis are situations that better reveal the organizations’ hidden truths, allow to understand relationships and links, structures, ways of thinking and acting that, prior to the crisis’ setting off, were not perceived nor understood”. 

This important opinion gives us a reference framework to be able to put the concept of crisis in its fair place, and to identify how the countries’ economic variables in times of “monetary turbulence” are modified; and in which way these variables might affect the economic and accounting measurement. In this way, the analysis will be focused on two different points of view: from a microeconomic perspective, evaluating to what extent the accounting information and the professional’s opinion of their accounting statements facing the changes in the economic variables might be affected, and from a macroeconomic perspective, visualizing the effect it causes on the indicators that measure the country’s economic growth. 

CHAPTER I

Uruguayan crisis development and its consequences in the economic variables 
1.1
Uruguayan economic crisis development
As of the end of 1998, the Uruguayan economy enters a persistent recession until 2001, process which was significantly aggravated in 2002. According to the Situation Report
, its causes are linked to the following factors: 

· Contraction in the entrance of foreign capitals to Latin America, which has a negative impact on Uruguay through its effect on neighbour economies. 

· Marked loss of the bilateral competitiveness with Brazil (a maxi devaluation with very low inflation was verified in that country, while Uruguay did not modify the exchange policy) and lowering of Brazilian economy; 

· Recession and deflation in Argentina;

· Dollar strengthening in front of the euro, which affected negatively the country’s competitiveness in relation to Europe, and contributed to the fall of the prices of raw materials measured in dollars;

· Impairment of the terms of exchange, by the fall of prices of the farming products since 1998, and oil price increase since 1999;

· Foot-and-mouth disease epidemic in April  2001, which determined the close of the markets that did not have cases of the epidemic to Uruguayan meat. 

Uruguayan government economic policy in that period sought to keep the price and the financial system stability and to gradually recover competitiveness. 

In a first stage (from January 1999 to June 2001), the government kept the exchange sliding in an annual 7,4%, so only a modest reduction in domestic prices and wages measured in dollars was produced. In a second stage (from June 2001 to June 2002), at the moment of the application of a “fiscal devaluation” in Argentina and after the acceleration of the real fall in Brazil, the Uruguayan devaluation rhythm was doubled, and that allowed to accelerate the decreasing of prices and wages in dollars. 

Despite the recessive context, the Parliament voted a Budget 2000-2004 of a lightly expansive trait. Additionally, the Executive Power applied a policy of expenditure restraint that allowed to reduce the total public expenditure measured in dollars. In spite of that, in the three-year period between 1999-2001 public expenditure grew significantly as percentage of GDP, given the fact that even if it was reduced expressed in dollars, it was lesser than the GDP measured in that currency. 

In regard to the GDP, expenditures on account of interests, social security benefits, remuneration and non-personal expenditures were increased, and only the expenditures corresponding to investments decreased. On their part, non-financial public sector income grew less than expenditures, given the fact that although new taxes were introduced and the taxable base of other taxes increased, the collection was affected downwards by the contraction of internal demand and the reduction of tax pressure over the tradable sector. 

The crisis deepened in the first months of 2002, when the effects of the Argentinean crisis accentuation hit the national economy, weakened from the productive, fiscal and financial point of view by three years of recession. The crisis sharpening was expressed in the loss of the qualification of investment degree, in the marked increase of the premium of country-risk, in the vertical fall of production, in the impairment of public finances and in a crisis of trust that determined a run of bank deposits. 

Pursuant to the report on the country’s current situation elaborated by the Commission
, the main cause of the worsening of the economic situation was the Argentinean crisis deepening verified at the end of 2001. In Argentina, the combination of political difficulties, external debt default, “corralito”, asymmetrical conversion of bank deposits and credits to pesos, maxi devaluation and lack of support from the IMF determined a deep fall in the economic activity, along with the subsequent social situation impairment. This provoked among other things, a 64% decrease of exports of goods to Argentina, a decrease by half of tourist exports and the balance of frontier commerce became highly negative. All this recessive context and given the banking system’s high exposure to the “Argentinean risk” resulted in a banking crisis of importance. 

In the first nine months of 2002 an important flight of capitals, being the cause the “contagious” effect of Argentina. The imposition of the “corralito” in Argentina in December 2001, provoked a movement of withdraw of Argentinean deposits from Uruguayan banks, which partly might have responded to the needs of liquidity of depositors and partly to the fear that similar restrictions to those ordered in Argentina might occur in Uruguay.  To that, it can be added the crisis of Banco Comercial and the intervention and suspension of activities of Banco Galicia-Uruguay, to determine a marked deposits withdraw of non-residents as of the end of January. 

In a first instance, the withdraw of deposits was tried to tackle with the hope that the run would stop. It was supposed that the measures of fiscal adjustment adopted in February and May, and the support granted by the IMF in March would change the expectations. But that did not happened, so a second strategy was implemented, which pretended the realization of a new agreement with the IMF and the creation of the Banking System Strengthening Fund (FFSB) that would allow to recover the depositors’ trust; strategy that did not work either. As of there, a third strategy was initiated, which has been held up to the moment. As a consequence of the banking system weakening, and of BCU’s international reserves, the government decreed a bank holiday (between July 30th and August 4th) to stop the run. 

In the course of the same, the IMF’s and United States Treasury Department’s support was obtained. These resources allowed to set about a Banking System Stability Fund (FESB), created by law, which gave support to the transactional deposits constituted in public banks and banks in problems. The current strategy’s main constituents are as follows: 

· 3 years reprogramming in fixed term deposits in foreign currency in public banks (BROU y BHU);

· Cessation of assistance to private banks in difficulties 

· Liquidation or recapitalization of the banks in difficulties (BCU stipulated the suspension of activities of four banks with problems of liquidity or solvency);

· Official support cessation to the remaining banks (of foreign capital and cooperatives), which should obtain the integral support of their shareholders (or members), or to cease their activities. 

In August, after the banking system reopened under new rules, the exit of deposits in foreign currency slowed and in September it decreased even further. 

The banking system’s strategy of handling was complemented with the approval in December 2002 of a law of Banking System Strengthening, which at the same time that endowed of more powers the Central Bank to supervise financial institutions, established the bases for the creation of a new banking institution (Nuevo Banco Comercial) based on the best assets of three of the suspended banks that would be liquidated (Comercial, Caja Obrera y Montevideo), and the absorption by employees and the physical network of those three institutions. It is foreseen that after the reorganization and starting of the new bank (which opened to the public in March 24th 2004), the same will be privatized again with the objective of cutting the State and depositors losses. 

The fourth suspended bank (Banco de Crédito) would have been capitalized by its minority partner, the Moon group. However, before the refusal of that economic group to make the contribution that the BCU demanded, in February 2003 the liquidation of the institution was stipulated. 

1.2
Uruguayan economic crisis consequences
The five-year period crisis of 1999-2003 determined: 

· A marked impairment of the main macroeconomic variables: National Gross Income, GDP, consumption, investment, exports, imports, employment, inflation, fiscal deficit, public debt/GDP ratio. 

· The physical and financial capital destruction, in particular, the one linked to some service sectors, harshly affected by the crisis (health, banking and other financial activities).

· The disappearing of several companies, especially small and medium-sized. 

· Substantial loss of wealth as consequence of the value decrease of real and financial assets. The most notorious aspect of these phenomena was the marked contraction of the total volume of deposits in the banking system (“financial disintermediation”) and the fall in lending capacity and credit granted by the banking system. 

· Serious problems in the fulfilment of financial obligations of a lot of banking system debtors, especially those with incomes in national currency and liabilities in foreign currency given the high degree of dollarization of credits, the prolonged and sharp recession and the exchange leap. That resulted in problems of arrears and solvency that have affected public and private banks, as well as in the deposit reprogramming and in the liquidation of banking institutions.  

· Marked public debt/GDP ratio increase (from 54.1% at the end of 2001 to 92.1% at the end of 2002) due to the previous public debt increase (at the end of 2001 the debt overcame the 10.000 million dollars), its extremely high degree of dollarization and the sudden GDP decrease in dollars occurred in 2002 (the GDP in dollars decreased 33.6%). 

Within this framework, and given the prevailing uncertainty in economy, which leads us to analyze the repercussions that these modifications in the economic variables cause over the information contained in the accounting statements and if the way of measuring these variables is “adequate” or may develop other alternative ways of measure. In this work we will focus in particular, on two items: in the first place, the implications that the Uruguayan currency’s devaluation, inflation and the loss of value associated to the real and financial assets provoke in the information contained in the accounting statements, and in what way these effects may be measured (Chapter II); and in the second place, we will analyze the current way of measuring the economic development of our country through the base of fixed prices, establishing a correction proposal (Chapter III).

CHAPTER II

Economic crisis’ impact on the information contained in the accounting statements 
2.1
Currency devaluation 
On June 20th 2002, the Minister of Economy Alberto Bensión, C.P.A. announced the abandonment of the regime of exchange band that Uruguay had been applying since 1992. Said regime was substituted by the scheme of free floatation, despite some Central Bank’s interventions in the market. 

This decision obeyed to the weakening that the Central Bank’s reserves had experienced in the previous months. The loss of reserves took place mainly through three mechanisms: the defence of the scheme of exchange regime, the fiscal deficit financing and the withdraw of deposits of the banks in the Central Bank and the financial assistance to some banking institutions. The modification in the exchange rate exempts one of the pressures on foreign currencies, given that the monetary authority no longer has a commitment on the exchange rate value. 

From the point of view of the impact of devaluation on accounting statements, we must refer to the dispositions on the subject contained in the IAS 21
 and IPSAS
 4 in the international sphere and locally as disposed by Law 17.555. Therein, and linked to the subject, it is established the accounting treatment to give to the different exchange  rates product of a deep currency devaluation, as the one that took place in our country. 

2.1.1
International Accounting Standards dispositions 


According to the treatment of the item of reference established in IAS 21, in paragraph 15, the differences of exchange rate arisen at the moment of the liquidation of monetary items, or in the date in the financial statements, caused by the different exchange rates from the ones used for the operation registration in the period, or to inform about it in previous financial statements, must be identified as expenditures or incomes of the period where they appeared. 

Additionally, the standard establishes an allowed alternative treatment that consists of the premise that the differences of exchange rate might arise as consequence of the strong currency devaluation (Uruguayan peso), against which there has not existed practical possibility of undertaking backing actions in which case they might be capitalized, taking part of the cost of the asset in question. To be contained within the framework of this second allowed alternative method, there must exist determined conditions, such as: 

· The exchange rate difference must be produced in the context of a severe devaluation or currency depreciation. This item does not refer to the existence of a continuous or persistent devaluatory process, but refers to a brusque, unexpected and meaningful currency depreciation. 

· Such practice is inappropriate for the companies that present their financial statements in the currency of a hyperinflationary economy, when the assets value in the books has been reexpressed since the date of its acquisition. 

· Against which there has not existed the practical possibility of undertaking backing actions. The Standing Interpretation Committee (SIC)
 11, points out that this refers to situations where liabilities that cannot be liquidated are affected. 

· That might have risen directly from the recent purchase of assets invoiced in foreign currency. The SIC 11 establishes that the term “recent” refers to the period comprised in the last 12 months previous to the strong devaluation or currency depreciation. 

As final consideration, it is established that said differences of exchange rate must be included as part of the corresponding assets value in books, as long as its already adjusted value be not superior to the recoverable amount of the asset, by use or sale, or to the cost of replacement, depending on the lesser. 

2.1.2
Accounting Standards’ dispositions relevant in Uruguay
Law 17.555 of Economic Reactivation entered the possibility to companies (commercial corporations and sole corporations) to activate the difference of rate in determined conditions. The standard is framed in the economic reality described, where, as of the modification in the exchange policy, important losses have been generated by this concept, if the indebtedness was nominated in foreign currency. That might provoke, and that is exactly the spirit with which this disposition was created, that companies entered causes that implied, for instance, the dissolution by losses (article 159, Law 16.060 of Commercial Corporations). 

The established accounting treatment determines that the difference of exchange rate entered as asset is the loss; that is to say exclusively the difference of exchange rate generated by liabilities in dollars officially approved before June 30th 2002, without netting earned difference of exchange rate generated by assets. 

In the case of using this option, each annual balance would be amortized in equal instalments in a period of three, four or five years as of the business year where they were originated. Once the option has been formulated in terms of the quantity of years, it cannot be varied. 

The “assets” item should be denominated “Difference of exchange rate – Law 17.555” and its amortization has been foreseen. Precisely, this “asset” (the quotation marks are valid for it would not be an asset according to the Conceptual Framework’s definition) is in fact a loss which is not charged in a unique business year but is deferred and amortized in several exercises. 

As a way of synthesis, it can be stated that this treatment to the difference of exchange rate generated by the devaluation, does not agree with the International Accounting Standards aforementioned, in addition to not complying with the definition of asset provided in the Conceptual Framework for the Preparation and Presentation of Accounting Statements. However, the accounting treatment is valid according to the Accounting Standards correct in Uruguay. 

2.1.3
The evaluation and revelation of extreme scenarios or “stress testing” 

Under these extreme conditions of uncertainty a lot of market participants must make decisions, based on the information that rises from the accounting statements of the different entities. The Uruguayan peso devaluation determined different results for the companies, depending the latter on the currency in which its assets and liabilities were nominated; and on the existence or non-existence of equilibrium in the respective positions. 

Within this context, and given the situation in which the country is immersed, we understand that in order to better understand the accounting statements, it is extremely important the incorporation through notes or annexes, of extreme simulations also called “worst scenario” or "stress testing”, so as to reflect conditions under which the positions and strategies might be more vulnerable and that should be taken into account in the future, according to features of risk of the entity. 

The possible extreme scenarios should include: i) meaningful changes in interest rates, or modification of the relations between rates (in the case of financial institutions); ii) relevant variations in the exchange rate and inflation rate, iii) as well as in general, the consequences associated to the market volatility. There should exist appropriate contingency plans and there should be pointed out by the general management, also involved in the design of extreme scenarios.  

Companies should measure their vulnerability to suffer losses under extreme market conditions, including the non-fulfilment of the key hypothesis. 
Additionally, the model’s performance (“back testing”) must be evaluated, confronting what happened in reality with results produced by the model for a period of time. 

The worst scenario evaluation might include an asset/liability analysis of risks measurement that comprises the assets and liabilities management, by means of using long term projections. Companies might use this method to confirm the degree of backing of their assets and liabilities, that is to say the way in which, for instance the liabilities assumed are based on the assets possessed. 

An alternative to this situation of the analysis asset/liability might include: 

· Selection of a hypothetical scenario describing the evolution of different financial variables, such as: exchange rates, interest rates, inflation, etc., in a determined horizon. 

· Calculus and verification of the generated “cash flow” and the accounting value of assets and liabilities in the event that the scenario described be produced.   

· Process repetition for other different scenarios with the aim of obtaining a range of possible events. 

The financial variables incorporated to the aforementioned scenarios will depend on the assets and liabilities taken into consideration. Probably the scenario will reflect logical relations between the different variables, and thus, the asset/liability analysis, turns into a flexible methodology that allows to verify the interrelations between a wide variety of risk factors, among which there will be included: market risk, liquidity risk, corporate decisions, product cycles, etc. The user will be the one to choose the appropriate scenarios and analyze the results and determine their meaning. 

2.2
The phenomenon of inflation

In times where monetary stability has gone through the impact of the devaluation of our currency, it is absolutely necessary to analyze the effects that the inflationary phenomenon produces regarding the financial information that each entity processes, correspondent either to the private or public sector..

As a consequence of the economic measures implemented in the middle of 2002 referring the abandonment of the regime of floatation bandwidths, the national currency was significantly weakened. The greatest devaluation was accompanied by an increase in the exchange rate volatility. This derived in the following months, to the significantly inflation acceleration measured by the CPI, reflecting especially the impact of the exchange rate increase on the price of tradable goods. The prices of consumption increased by 19% in the period January-August, whereas the exchange rate depreciated by 89.2% in the same period. Thus, the phenomenon of high levels of inflation was installed again among us. Its magnitude generated the reconsideration of the need for adjusting the accounting statements by inflation, according to what the International Accounting Standards (NIC and IPSAS), establish. 

The objectives of this item are, in the first place, to try to develop the most “adequate” methodological criterion so as to measure the variations occurred in the currency purchasing power and thus, to make its quantification possible through the adjustment of the accounting statements issued by the companies and by public organizations; and in the second place, to analyze the problems that rise for the measurement of inflation. 

2.2.1
Basic concepts

Among the most common meanings of the term “inflation” is included the one that defines it as “the sustained and generalized rise of the prices of goods and services that generates a loss of the currency’s purchasing power”. This phenomenon is presented generally as the economic imbalance characterized by the general rise of prices, and comes from the rise of circulating capital and impairment of the economy of a country. 

Inflation provokes serious distortions in the economic system functioning due to its unpredictability. These can be translated into:

· Changes in the general level of prices and the specific prices of goods. 

· Inflation  overprices in the prices of goods.

· Inflation overprices in the interest rates. 

· Invalidation of the decisions made based on data or information expressed in historical currency. 

The greater the inflation rate, the broader the margin of error in the economic agents’ expectations and therefore, greater will be the feeling of uncertainty. 

2.2.2
General level of prices and specific prices 

In order to analyze the effects of inflation on the accounting statements, it is necessary to understand two different concepts, the general level of prices with their changes and the specific price of each good or service with theirs. 

The first one represents the weighted average on a set of goods and services with a criterion that tries to be comprising and general. The latter instead,  refers to the specific price considered individually, it reflects the value of determined good or service. It has its own evolution that might be established in advance (interests of a credit or debt), or not, given that it is subject to the evolution of a market (inventories’ price, of quoted shares, of foreign currency, etc.). 

The general level of prices represents the currency’s purchasing power as general counterpart of goods and services price that might be acquired with it. The variation in the general index of prices is the base to calculate the inflation rate, so the concepts of inflation, loss of currency’s purchasing power or rise in the general level of prices are similar and can be used indistinctively at the moment of referring to the evaluation of their impact on accounting statements. 

In the fist place, we can state that inflation affects the unit of measurement in which accounting statements are expressed; consequently, so as to analyze its effects, we must consider the balances exposed in the accounting statements as a whole; that is to say, to take them as a whole.

Parallel to the variation in the specific price of a good or service, individually considered is a different concept of the general phenomenon described. So as to analyze the effect of inflation on each one of these items, we must consider them individually. 

2.2.3
Distortions in the accounting statements produced by inflation 

In order to understand the adjustment for accounting statements inflation, it is necessary to take into account the main distortions produced in them by the non-consideration of the effects of inflation. Generally, the fact that taking into account the changes in the currency’s purchasing power, implies not fulfilling the main characteristic by which the currency of legal tender was chosen to express the measurement of the accounting information. That characteristic is to be common denominator of the heterogeneous elements that compose the accounting statements. 

a. Lack of comparability of the accounting information. A first distortion, almost obvious in function of the exposed, is that accounting statements present items valued in currency of different purchasing power, in heterogeneous currency. That is why the comparison of data within the same statement, between the statements of a company in a different date, or between statements of different companies, even in the same date, is harmed. 

b. Lack of consideration of the results by exposure to inflation. Another distortion that arises as the direct consequence of inflation is, the non-contemplation of the result due to keeping items that represent a fixed amount in a currency of legal tender for a period where there is inflation. 

c. Other. In the abundant existent bibliography on this subject, a few more distortions are detailed. We will consider that a big part of them are variants of the first one, given that among the distortions that the heterogeneity in comparability presents, we find the overvaluation of the gross result by comparing sales expressed in currencies of a moment posterior to the currency of the moment in which the costs of the same is expressed. The overvaluation of the result for having to compare current values of the closing of the period with accounting balances in the currency of a previous moment to the one of the closing of the business year. 

As mentioned before, in order to correct these distortions, the integral adjustment for inflation must be carried out, given that the problem stated is lack of homogeneity in the unit of measurement in which all items of the accounting statements are expressed. The solution proposed by the profession, so as to present the statements in constant currency, is to convert all items of the accounting statements to currency of the closing of balance, so as to apply a uniform and homogeneous way of measurement. This proposal consists of, basically, reexpressing monetary expressions of different purchasing power to equivalent ones to the same currency of purchasing power, in this case, in currency of the closing of balance. In a broad sense, that conversion to currency of the closing of balance can be also applied to any monetary expression, not only to accounting statements. 

2.2.4
Accounting standards and adjustment for inflation 

In matter of accounting standards, the IAS 15
 which establish the minimal information to be disclosed in the event that it should be adjusted taking care of the changes operated in the prices that affect the determination of the results and the financial position of an entity, must be quoted. 

IAS 29
 and the corresponding IPSAS 10 for the public sector, define the way of presenting financial information in an hyperinflationary economy. They establish that in this type of economic context, the financial statements are useful only if expressed according to the valuation-value unit in force at the presentation date. 

In the local scope, in regard to the Public Sector, the Official Auditing Office of Uruguay approved in extraordinary session on December 17th 2002, Decree No. 81, referring the “Formulation and presentation of accounting statements”, where criteria, standards and procedures for the formulation of statements for entities that must present statements in the official auditing office, are established in fulfilment of constitutional, legal or statutory dispositions. Pursuant to the decree and as developed in depth by Mario Díaz Durán, C.P.A. in his work
, the standards that shall be applied in consequence will be the ones established by the decrees ordered by the official auditing office, and basically the ones that rule the private sector, namely: decree 103/91, IAS’, and IPSAS among others. Particularly in article 14, it is established that accounting statements shall be formulated in national currency, expressed in national currency of purchasing power of the closing of balance, applying for said effects the methodology established in IAS 29.
2.2.5
Behaviour of items facing inflation 

As it has already been said, inflation affects all items of the accounting statements. However, it does not affect all of them in the same way, given that the items behaviour facing inflation varies according to their nature. The behaviour analysis of items facing inflation merits their gathering in order to make their understanding easier. 

One first gathering that might be tried is based on the account that represent operations already “consummate”, and those that represent assets and liabilities. In the first group are included the accounts of results, accounts of net worth, and the ones exposed in the cash flow statement that, beyond their denomination to the effects of assorting them, the idea is to show that they represent amounts measured in a currency of purchasing power at the moment of the origin of the item. It corresponds their reexpression by inflation as of the moment of their origin as at the closing of balance. 

In the second group are the accounts that represent assets and liabilities that, as we have already said, are totally distorted by the inflation effects and therefore, must be considered as a whole and on each item. From this point of view, and only to this purpose, the most usual classification use to be in monetary and non-monetary, even though some authors and even standards, use any of the other classifications. 

Independently of their denomination, what is relevant is to know if their specific price varies or not. Consequently, we consider monetary those that represent a fixed amount in currency of legal tender, that is to say, their value remain invariable in the course of time and are always expressed in currency of the date of the measurement. In nominal terms, their specific price does not vary. 

The rest of the items are, according to this outline, not monetary 
 given that their price is susceptible to variations in the course of time. These variations might be “predictable”, such as those producing an interest rate previously agreed, or “unpredictable”, if their price varies in function to diverse factors. In these items we must measure, in addition to the impact of inflation, the evolution of their specific price, and from their comparison, their result by tenure in real terms will be determined. This result by tenure has a specific denomination according to the item we are dealing, there will be interests in the case of credits and debts, exchange differences in the case of assets and liabilities in foreign currency, quotation in the case of government bonds and shares, etc.

2.2.6
Problems in the inflation measurement 

The measurement of the increase in the general level of prices is a process whose final end consists of obtaining statistical indicators that allow to clearly, precisely and timely quantify the change in the level of prices for a determined period and region. These indicators are known as price indexes. The problems around the construction of price indexes are varied and comprise, among others, the appearance of new products, the changes in the premises where consumers usually acquire goods and services, sampling design, the effects of substitution in consumption and the change of quality. 

Inflation can be measured by means of price indexes, and the most representative ones are: Consumer Price Index (CPI), the National Products Price Index (NPPI) and the GDP deflator.
· The Consumer Price Index (CPI), represents the cost of a basket of goods and services consumed by a representative domestic economy. Inflation measured by the CPI is the rate of percentage variation that this index suffers in the period of time considered. It is elaborated monthly through an enquiry that exposes the prices that comprise a basket of basic family consumption, representative of the consumption structure of a sample family. 

· The National Products Price Index (NPPI), measures the prices of goods evolution produced in the country that are meant for the internal market. 

· The GDP deflator, is the quotient between the nominal GDP and the real GDP expressed in way of index. The deflator is the most appropriate index to indicate the prices evolution of all final goods generated in an economy for a period of time. As of the deflator, the inflation rate is calculated as the percentage variation.. 

As the GDP is the summary of all economic activity in a determined period of time, the implicit deflator of the GDP is the prices index of greater coverage. Thus, the GDP’s implicit deflator does not only reflect the consumer goods prices and in bulk (such as CPI and NPPI), but also of the capital goods and the goods derivative of the public sector activity. As a result, we understand that the GDP’s implicit deflator is the most appropriate index in order to measure the variation in the currency’s purchasing power. 

2.3
Impairment in the accounting value of assets and liabilities measurement 
The importance of achieving “transparency” in the accounting statements constitutes an immediate objective for all of its users and it is a requirement of all economic markets, as a proof of it, it is found in the spheres of our profession where pronouncements of international organizations for the treatment of assets, of companies immerse in an economy of crisis or considering to interrupt determined operational activities affecting thus their results in the future, already exist. 

2.3.1
Impairment measurement in the accounting value of the “real”
 assets 
The Uruguayan real estate market constitutes another of the economic sectors that has not been able to remain alien to the crisis that the country endures. Domestic recession strongly affected the sector of construction. The adjustment gone through in public expenditure was translated fundamentally in a decrease of investment in construction. On the other hand, banks, given the recessive environment and the scarce investment opportunities existent, had a pro-cyclical behaviour in terms of the grant of credits. 

Pursuant to the information of the Institute of Statistics (IS), the cost of construction of housing has decreased by 42% since 1999 as to December 2002. If it is considered that only in 2002 the fall reaches 35% with an effective monthly fall of 3,5%. Permits granted for the construction by the City Council of Montevideo indicate more precisely this trend. Permits granted in 2001 reached the amount of 185.000 square meters, versus 250.000 in 1985. This facts clearly stands out the uncertainty lived in the market. 

The process of loss of value facing the real estate market is really serious. Facing the current economic situation, every time more families are forced to take options that seriously affect their net worth. Devaluation, which agents do not take into account at the moment of getting into debts, makes it impossible for a lot of people to face the commitments incurred. This pressure that generates the need of selling, produces the prices decrease of real estate. The amount of sale-purchases in the real estate sector is at its lowest level since 1997. In 2002 this value reaches the amount of 11.600 transactions, 7% less that the previous year. 

In order to make an analysis of prices evolution in the real state market, the information gathered by the IS that established that in 2002 the decrease of market prices was between 25% and 30%, depending on the type of dwelling, is available. 

Until the enactment of IAS 36
, there existed little available information under the International Accounting Standards to deal with the effect of value of assets decline. Generally, the two critical questions on the subject focused on: When to test the impairment and how to measure it?, question which had not been dealt with up to this moment. IAS 16
 establishes that property, plant and equipment must be revised periodically for possible loss for impairment, understanding that it occurs when the recoverable value of the asset is lesser than the value in the books; leaving a void on the questions raised. 

The International Accounting Standards Committee (IASC) pronounced the IAS 36 destined to reflect the unexpected loss of assets, indicating that: “The company must evaluate at the date of the end of the business year, if there exists any evidence of unexpected loss of value of their assets. Should any evidence be detected, the company shall proceed to estimate the recoverable value of the asset in question.”

The obligation arising from the application of this standard, agrees with the need of achieving more transparency and precision in the measurement of the assets of companies, and its aim is to make known the changes in the entity’s net worth facing changes in the macroeconomic conditions and given the uncertainty of the market agents; or by virtue of factors that can be attributed to the interior of the company itself. 

Undoubtedly, the current economic situation our country is going through is a determinant factor for the level of investment companies need for their functioning be seriously affected in the crisis, the assets begin to loose their value and liabilities significantly increase. IASC, when dealing with this matter and demanding the application of IAS 36, establishes which are the guidelines that allow to detect if there exists evidence that any asset might have lost value, stating two kinds of sources: 

External sources of information:

(a) During the period, an asset’s market value has declined significantly more than would be expected as a result of the passage of time or normal; 

(b) Significant changes with an adverse effect on the enterprise have taken place during the period, or will take place in the near future, in the technological, market, economic or legal environment in which the enterprise operates or in the market to which an asset is dedicated; 

(c) Market interest rates or other market rates of return on investments have increased during the period, and those increases are likely to affect the discount rate used in calculating an asset’s value in use and decrease the asset’s recoverable amount materially;

(d) The carrying amount of the net assets of the reporting enterprise is more than its market capitalisation;

Internal sources of information:

(a) Evidence is available of obsolescence or physical damage of an asset;

(b) Significant changes with an adverse effect on the entity enterprise have taken place during the period, or are expected to take place in the near future, in the extent to which, or manner in which, an asset is used or is expected to be used.  These changes include the asset becoming idle, plans to discontinue or restructure the operation to which an asset belongs, and plans or to dispose of an asset before the previously expected date, and 

(c) Evidence is available from internal reporting that indicates that the economic performance of an asset is, or will be, worse than expected. 

The previous enumeration is not exhaustive, given that companies may identify other indicators that determine that their assets are deteriorated. 

IAS 36 defines the loss for impairment as the excess of value in books over the recoverable value as the largest amount between the “value in use” and the “net selling price”. The objective is to acknowledge the loss for impairment only when the economic value of an asset (or “cash-generating unit
”) is truly inferior to its book value. 

In theory, and mostly in practice as well, we understand that if a company was making reasonable choices, it would sell an asset if its net selling price was higher than its value in use, and would continue using the asset if its value in use exceeds its net selling price. Thus, the recoverable value of an asset is counted as the highest of these two values, given that the company will withhold or dispose of the asset taking into account the option that it considers offers more profitability and better use. Once the recoverable value has been determined, it must be compared to the book value; if the recoverable value is lesser, the asset has been deteriorated, and under this new standard, this loss for impairment must be acknowledged in the books.   

The value in use of the assets is useful to limit the measurement of these assets and its estimation must consider the following steps:

(a)  To estimate the future fund inflows and outflows derived from both, the continuous functioning of the asset and its final alienation, and 

(b)  To apply the discount rate appropriate for these future fund flows. 

The determination of the value in use as limit to the value that can be assigned to these assets, constitutes an argument that has a clear identity with the concept of fair value, destroying any attempt of finding values “approximate to reality” or that reflect the "faithful image" based on analyzing only the facts or events already occurred or very close to the date of the closing of the business year. 

To Barry J. Epstein
, the concept of approximation to the reality has to do with a determined moment in the company’s life, it is like trying to reflect the facts or events and measure the net worth as if it were a photography at the moment of the closing of the business year. This is a dynamic and changing reality and it is not useful to carry out measurements that pretend to reflect the future capacity of these assets that transcend the exercise and in some cases, is projected several years after the moment of the measurement.      

2.3.2
Impairment measurement and uncollectibility of financial assets 

The expression of “financial crisis” is an ambiguous, confusing and equivocal concept that requires to be specified. It can be defined as that situation in which investors (local and foreign) in financial assets of a country rapidly, massively and in general sell those assets, thus producing a strong decrease in their value.  

To Carlos Gervasoni
, the “financial assets” are non “real” investments in bank deposits, shares, government bonds, negotiable obligations of the companies, etc. Be noted that the demand of “rapid, massive and generalized” sale implies that the same strongly and suddenly affects all or most financial assets of a country. 

It is important to stand out that investors that sell these assets often covert them to some reliable foreign currency (such as dollars), provoking thus a diminishment in the international funds of a country and/or a devaluation of its currency. This means that the “capital runs” are phenomena closely linked to financial crisis, like the other side of the coin. 

As it remains stated, in economies in their way of development such as Uruguayan economy, a good part of financial investors are foreigners (banks, institutional investors, etc.) or local with a tendency to seek refugee in more secure assets abroad. From this point of view, and given the high correlation between massive sales of financial assets and flight of capitals, a financial crisis as the one that took place in our country, might be defined as a net, “rapid, massive and generalized” run of the capital invested in financial assets. 

Some of the demonstrations of the Uruguayan financial crisis relating to the item, would be a strong, generalized and abrupt fall: 

(a) In demand (and increase of the offer) of shares, bonds, negotiable instruments, etc. 

(b) In the price of shares, bonds, negotiable instruments, etc. 

(c) Of bank deposits and strong increase of the interest rates. 

(d) Of international reserves and local currency’s value. 

What makes investors to get rid of financial assets, even in a moment where they are loosing value? The evident answer is as follows: the expectation of a greater loss, that is to say the conviction that the financial assets of the country will decrease their value strongly and extendedly in the future. 

The phenomena most typically associated to those expectations are distrust on the currency’s future value (for devaluation implies a loss of value of any financial asset denominated in local currency) and distrust in the capacity of repay of the institutions that issue the assets (fundamentally the government, companies and banks).

And what factors may deteriorate the expectations?  One factor is constituted by the so-called fundamentals of economy, that is to say, the state of the big macroeconomic balances. Even though there is no doubt they cause an effect, the fundamentals tend to change gradually, whereas crises are abruptly unchained. It would remain to be explained how a slow economic variables’ impairment provokes a very rapid financial outburst. 

A possible argument would be that, even though fundamentals gradually deteriorate, in some point they reach a critical level that makes investors frighten. It could also be said that, given certain accumulation of macroeconomic imbalances, there exist key events that unchain crises; such as the formidable flight of capitals in our country due to Argentina’s “contagious” effect. 

At the level of accounting standards, the way of measurement of this abrupt fall in value, is treated in IAS 39
, which establishes that a financial asset is any asset that is: to be paid, the contractual right to receive from another company cash or other financial asset, the right to exchange financial documents with another company under potentially favourable conditions; or a capital document from another company. The standard classifies financial assets in four categories: 

1. financial asset held for trading. Is the one acquired with the objective of generating a profit derived from the fluctuations of prices or in the margin of the market agent. 

2. held to maturity investments. They are financial assets with fixed or feasible to be determined payments and maturity. The company must have the intention and possibility to hold them up to maturity. 

3. loans and receivables originated by the company. They are financial assets created by the company to provide money, merchandise, or services directly to the debtor, and not with the intention of selling them immediately. 

4. available for sale financial assets. Those not comprehended in the three previous categories. 

At the beginning financial assets must be valued at cost. By this it is understood the “fair value” of the cross entry delivered.  The costs of transaction are included in the initial measurement of the financial assets. 
For valuation after the initial acknowledgement on a financial asset, we must take into account the different categories in which they can be classified, summarized in the following chart: 

Financial assets valuation summary

Type of asset
Valuation criterion

Available for sale
Fair value

Held for trading


Derivative



With fixed maturity
Without fixed maturity

Loans and receivables originated by the company and held with no intention of sale
Cost amortized using an effective rate 
Cost

Investments held to maturity



Financial assets with no market value and whose fair value cannot be reliably measured 



Within the framework of IAS 39, and linked to the loss of value, product of the current situation of Uruguay, we understand of vital importance to the effect of an adequate measurement, that entities determined if their financial asset have been deteriorated; that is to say if their accounting value is higher than their estimated recoverable value. In our opinion and according to what has been established by the standard, the company must evaluate at the closing of the business year if there exist objective evidence that a financial asset or a group of them is in this situation. Should that evidence exist, the recoverable amount of that asset or group of assets must be estimated and the loss for impairment acknowledged. 

Within the evidences that a financial asset or group of them has been deteriorated or is a bad debt, the following can be included: 

a) Significant financial difficulty of the issuer. 

b) Unfulfilment of the clauses of the agreement, such as omission of the payment of interests or principal. 

c) High probabilities of bankruptcy of the issuer. 

d) Acknowledgement of the loss for impairment of that asset in a previous exercise. 

e) Disappearing of market for that asset due to financial difficulties. 

f) Concessions granted by a lender to his debtor by economic or legal reasons associated to the financial difficulties of the latter; which in other circumstances would not have been granted by the lender.

The acknowledgement of the loss for impairment of financial assets depends on the way of entering them:

· Financial assets entered at the amortized cost. When is probable that a company will not be able of collecting the amount agreed in the terms of the agreement of the loan, receivables originated by the company or investments held to maturity entered at the amortized cost, it is considered that impairment has occurred. The amount of the loss is to acknowledge the difference between the accounting value of the asset and the present value of the expected fund flows discounted at the original effective interest rate of the document (recoverable amount). 

· Financial assets revalued to the fair value. When there exists objective evidence that an asset valued at the fair value has been deteriorated and the results proceeding from the changes in the same are entered in the net worth, the loss registered therein must be removed and acknowledged in the net result of the exercise.  The amount of the loss that must be transferred from the net worth to results is the difference between its cost of acquisition and the current fair value or recoverable amount, less any loss for impairment of that asset previously acknowledged in results. 

Recoverable value according to the type of asset 

Type of asset 
Recoverable value

Loans and receivables originated by the company
Present value of the expected discounted fund flows of the effective interest rate original of the document 

Investments held to maturity


Financial asset which is not valued at the fair value due to its incapability to be reliably measured  
Present value of the expected 

fund flows discounted at the the interest rate of the market for a similar financial asset 

Assets held for trading operations


Assets available for sale 


Measurement of the impairment of financial assets 

Valuation of the financial asset 
Treatment to be given to the result for impairment 

Amortized cost 
Net Result

Fair value
If the result for changes in the fair value is entered in the net worth, it must be transferred from the net worth to the result of the exercise. The amount to be transferred is the difference between the cost of acquisition, the recoverable amount and losses for impairment of the asset previously acknowledged in the results. 

2.3.3
Measurement of the financial liabilities and the qualification of credit risk 

The current situation of uncertainty that the region lives, not only questions the way of measurement of the assets, but also calls into question the measurement of liabilities. Some authors have acknowledged the problems that the application of the mixed model implies, in which a lot of assets but very few financial liabilities are measured at the fair value. Banks and other financial entities often “balance” their position in assets and liabilities to limit their potential net losses derived from non-predictable changes in the interest rates. To acknowledge the changes to the fair value of only one side of the position (assets), distorts the effects of the strategy of the management in the handling of assets and liabilities. If the financial positions of assets and liabilities are not directly balanced, the measurement of only the fair value of the financial assets fakes the financial position of an entity, which also has significant financial debts. 

In what refers to the financial liabilities to the fair value, we understand it is highly relevant to incorporate the effect of the credit qualification of entities so as to determine a more adequate measurement of liabilities.  The subject of credit qualification in the measurement of liabilities might be concentrated in two basic items: 

a) The only fact of obtaining a loan at the interest rates in force does not constitute a transaction that gives cause to a earning or loss. Under normal commercial circumstances, an entity assumes an obligation (by means of a financial document such as bonds, loans or negotiable instruments) and receives assets with a determined value according to the value of that obligation. 

b) A measurement system of the fair value must not determine different measures to assets and liabilities, which are economically equal. 

Consequently, we understand that whether in the initial measurement as in the subsequent measurements of liabilities, the variations in the qualification of the entity must be incorporated whether be it by complementary information or in the statements in order to transfer the changes experimented by interest rates in the course of time to the accounting statements, so as the liabilities reflect their fair value at all moments.  

CHAPTER III

Measurement of the National Accounts based on chained indexes 
3.1
Introduction

Uruguayan national accounts use a fixed price base 1983, for valuations at constant prices. In other words, the volume of the product for a determined year is measured weighting the quantities of the same year by the prices of the year base (Laspeyres Index). The calculus of the national accounts over a fixed price base presents the problem of overvaluates the growth rate. In order to correct this, international recommendations aim towards the calculus of chained series. The purpose of this chapter is to explain the causes of overvaluation and to examine the correction proposals. 

3.2
Fixed price base and growth rate overvaluation 
an important purpose of the national accounts is to measure the growth of the production volume or the expenditure between two periods of interest. The same prices must be used for both periods, in order to assure that the index reflects the changes only in the produced quantities. But, what prices? Those of the first period, of the second period, or an average of both?. The choice will affect the growth rate between periods, as we will see as follows. 

Chart 1 presents the quantities (q) and the prices by quantity unit (p) for three products (A, B and C) in two periods (1 and 2).

CHART 1 – Prices and Quantities, Two Periods 


Period 1
Period 2

Product
Q1
P1
Q2
P2

A
10
8
12
6

B
15
12
15
14

C
20
5
21
6

If used as pondering the prices of the first period, then it can be verified that the value of the production in period 2, expressed in prices of year 1, is 381. If this result is divided by the value of the production of the period 1 at prices of year 1 (360), it results a volume index of 105.8 in period 2, that is to say, a growth of volume of 5.8%. The calculated index is known as Laspeyres Index of Volume, which can be interpreted as the expression of the change in the volume of production, keeping the prices of the first period constant.  If used to ponder the prices of the second period, an increase of volume of 4.6% is obtained. The index that allows this result is called Paasche´s Volume Index. 
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The difference between the growth rates is the consequence of the used prices, given that between indexes, quantities are identical. If the relative prices would not vary, the volume indexes would be equal. And given that the change of relative prices tends to be systematic and accumulative, the gap between Laspeyres and Paasche is bigger as the two periods compared are more distant in time. If the economic agents in an increase (decrease) of the relative price of a product, buy less (more) of it –substitution effect– then products, whose relative price falls, tend to grow faster (product A of Chart 1), while those whose relative price increases, tend to grow slower (product C of chart).

By means of using the relative prices after the substitutions have been materialized, will have less ponder of the products of fast growth, and more of the slow growth ones. This leads to the Paasche´s Volume Index registration of lesser increase than the Laspeyres Volume Index. Furthermore, given that almost all of the other indexes proposed are an analytical combination of the previous ones, Laspeyres´ and Paasche´s Index represent the superior and inferior limits of the rank of possible measures. 

The economic theory defines the true measure of the volume change as to movement between two points of any production function after the observed data of prices and quantities. Independently of the functional way that the production function adopts, it can be proved that Laspeyres would overvaluate the true growth index, whereas Paasche would sub valuate it. Should the production function be known, it would be possible to determine the formula of an index number that measures growth correctly. It can be verified that Fisher´s Index, defined as the geometrical average of Laspeyres and Paasche, (compatible with a growth of 5.2%, given the data of Chart 1), correctly measures consumption if the production function may be represented as homogeneous function square. Although it will never be exactly known which is the production function that allows to determine the true growth, it is reasonable to suppose that the true index is found between the formulations of Laspeyres and Paasche.

In the case of two periods, although the Fisher´s Index would measure more appropriately growth, practical considerations, relative to cost and opportunity, favour the Laspeyres´ Index, given that it does not require the weightings of the last period and it is less expensive than Fisher´s Index. When three or more periods are examined, users are interested in the growth rates of different temporary horizons, and these are expected to be comparable and coherent among them. 

Chart 3 shows different growth rates that reflect antecedents over prices and quantities exposed in chart 2. Should the growth rates of period 3 at prices of period 2 be calculated, the results of the second column are obtained. The next column shows the growth rates of period 4 at prices of period 3. 

CHART 2 – Prices and Quantities, more than two Periods 


Period 1
Period 2
Period 3
Product 4

Product
Q1
P1
Q2
P2
Q3
P3
Q4
Q4

A
10
8
12
6
15
4
19
2

B
15
12
15
14
16
16
16
18

C
20
5
21
6
22
7
23
8

CHART 3 – Growth rates

Growth rates
Per. 2/1
Per. 3/2
Per. 4/3
Per. 4/1
Per. 4/1


Dto.
Dto.
Dto.
Dto.
Edo.

Laspeyres (L)
5.8
9.3
4.9
27.5
21.4

Paasche (P)
4.6
8.0
3.2
13.3
16.7

Fisher (F)
5.2
8.7
4.1
20.2
19.0

(L)-(P)
1.2
1.3
1.7
14.2
4.70

If interested in the growth accumulated between periods 1 and 4, it is possible to dispose of two growth measures, both based on Laspeyres´s   Volume Index. The first one consists of calculating directly the index for the fourth period at prices of the first one (27,5%) as done by the Uruguay System of National Accounts; the second one is to accumulate the growth of periods 2, 3 and 4 by multiplying its respective indexes (21,4%). Whereas the first one (direct) compares two periods directly using only prices and quantities of both periods, the second one (indirect or chained) is deduced from two or more direct indexes of consecutive periods, compromising the prices and quantities of all these periods. For that reason, the chained Laspeyres´s Index is different from the direct version, for it uses the registries of prices and quantities that the latter ignores (periods 2 and 3). The same thing happens for the Paasche´s and  Fisher´s Volume Indexes.

3.3
Correction Proposal 
The purpose of this item is to determine which is the best correction proposal, direct or chained estimation. If quantities in a series of years are valued at constant prices of the first year (prices base), the movements of the resulting temporary series correspond to a Laspeyres´ Volume Index with fixed weightings based on the first year, converted to constant pesos by multiplying the index by the current values in pesos of the year base. Given the substitution effect, it is necessary to update the price base so as the measurement will not become obsolete and loose representativity. The decreasing of the growth rates attributed to the updating of the price base might be so pronounced that it is difficult for users to understand it, and might not be easily accepted by authorities. Whereas more postponed the updating of the prices base be, bigger will be the revisions to perform. 

In Uruguay, the series on national accounts at constant prices (associated to the volume indexes of fixed prices base) are well established and are regularly used for diverse purposes. However, they do not provide the best measure of growth, especially if they cover a big number of years. When the price base is the first year of the series, the growth tends to be overvalued, especially for the last years. Additionally, they do not deliver an appropriate measure of the variation of the economic activity of the last years; thus, for instance, the growth rate of 2001 in regard to year of 2002 is obtained by way of comparing both years at prices of year 1983, register that can fairly differ of the volume index for 2001 at prices of 2002. 

What are the advantages and disadvantages of the chained index? The basic advantages of the chained index are that it is the best measure of growth in the short and long term (approximately by the reduction of the differences between the volume indexes of Laspeyres and Paasche) and the greater reliability. The main disadvantage is the loss of additivity. Annual registries of relative prices and quantities are supposed to change monotonically, that is to say, there exist persistent tendencies whether be it to the raise or to the fall, without significant fluctuations, assumption incorporated in the chart 1 of the example. 

The greater reliability of the chain indexes is grounded in that the number of goods and services, whose prices and quantities are comparable in two consecutive years, is greater than those comparable in two distant years. For that reason, direct indexes between consecutive years use almost all the existent information of prices and quantities; instead, it is difficult to calculate appropriate direct indexes between distant years because they have relatively few goods and services in common.  Even when the same goods and services are compared between distant years, their quality might have changed in such a magnitude that they can be hardly treated as the same goods and services. Thus, the problems of changes of quality, incorporation of new goods and disappearing of others are lesser with the chained series. In synthesis, no matter which type of index used, the direct volume indexes between consecutive years, base for the chained index, are more reliable than the volume indexes between distant years. 

The limitation of the chain indexes is that the aggregate at constant prices cannot be disaggregate, nor its aggregate components without producing discrepancies between the sum of the components and the total. The difference between one and the other can be factor of confusion for the user. 

Which volume index to use for the chained estimation? The Fisher´s chained index has advantages over the chained indexes of Laspeyres and Paasche, between which its lesser sensitivity facing the relative prices fluctuations and volumes is found. However, in the case of Uruguay, limitations in data availability, opportunity, costs and other practical considerations make its implementation in the short term complex; as of there it is recommended to elaborate chained indexes such as Laspeyres.

3.4
International experience 
The international experiences most broadly spread are those of Netherlands, United States,  Australia, New Zealand, Norway and Canada. In all cases, the evaluation of the transition from the previous modality of calculus to the new one is positive. The greater difficulty of the new methodology is lack of additivity in the resulting series, but the best reliability of the measure of the evolution of the economy compensate with interest this disadvantage, appreciation shared by the technicians in charge of the compilation of the economic statistics and users of the same.  

As a way of synthesis, we can say that the National Accounts System (NAS) and the European Accounts System (EAS) recommend chained indexes for the calculation of the national accounts at constant prices so as to avoid the distortions that the use of a fixed base produce as the current year drifts away from the base year of reference. The volume variations for longer periods are obtained by chaining the interannual entries calculated on a mobile base. 

The international recommendations and experiences of the countries that apply the chain indexes systems in their national accounts, point out the advantages of this type of calculus on the estimations in a fixed base, for it better reflects the evolution of the economic activity. Finally, practical considerations favour the implementation of the indexes of Laspeyres chained. 

CHAPTER IV

Summary and conclusions
4.1
Summary
The Uruguayan economy has suffered and still suffers a deep crisis that has affected society in multiple ways, mainly through its impact on employment, emigration and the real incomes of homes.  The crisis worsened in the first months of 2002 when the effects of the accentuation of the Argentinean crisis hit the national economy, weakened from the productive, fiscal and financial point of view due to three years of recession. 

The persistent withdraw of Argentinean deposits weakened the liquidity of the banks of the market and the position of international funds in the Central Bank. The run was extended later to the residents’ deposits and increasingly affected public banks. The country lost the investment grade qualification and country-risk grew vertiginously and determined the closing of the markets of volunteer financing. Facing the weakening of international reserves, on June 20th 2002 the government abandoned the policy of “exchange rate anchor” that was being applied as of December 1990. The marked devaluation of the peso that occurred in the following months sharpened the recession, hit the debtors in dollars and affected the net worth of the creditor banks. All this accelerated even more the banking run and loss of international funds. 

Under these conditions, the government disposed a banking holiday between July 30th and August 2nd 2002. During the course of the same, it reached a new agreement with the IMF and defined a new strategy to face the banking crisis, which counted with the support of the Treasury Department of United States and the IMF. 

The new strategy of management of the banking crisis was incorporated in the Banking System Stability Law, passed on August 4th 2002, according to which the Estate stopped assisting private banks in difficulties and granted support for transactional deposits made in state banks and in suspended private banks. That support was foresaw by the Financial System Stability Fund, created with the support of the IMF. The law disposed as well that private banks in problems should obtain the support of their shareholders or cease their activity, and that state banks should reprogram the fixed term deposits in foreign currency to three years.  The adoption of these measures represented a turning point of the banking crisis, given that later of having been approved, the flight of deposits markedly lowed. However, a strong credit     restriction persisted. 

In regard to the devaluation of the Uruguayan peso in relation to the United States currency, either the International Accounting Standards or Law 17.555 in the local scope, have approached the subject of the activation of the exchange difference produced as consequence of a severe depreciation of the currency, like the one occurred in the country. From our point of view, the acknowledgement of this “asset” at the level of accounting standards adequate in Uruguay, it does not agree with the International Accounting Standards, not fulfilling besides the definition foreseen in the Conceptual Framework.  On the other hand, said activation would not be applicable either according to IAS´ given that pursuant to what the standard establishes, this practice is not appropriate for the companies that present their financial statements in the currency of an hyperinflationary economy when the accounting value of the asset be reexpressed as of the date of its acquisition. 

The acceleration of the inflationary process via the abandonment of the regime of floatation bands, generated the reformulation of the adjustment by inflation, to the effects of measuring the effect on the variation of the purchasing power of the currency, over the figures contained in the accounting statements. Independently of the methodology criterion adopted to reflect said effect, the problems are focused on the way of measurement of the increase of prices at the general level, being the implicit deflator of the GDP, the price index of widest coverage due to the fact that it is elaborated as of the summary of all the economic activity and indeed, is the best indicator of the loss by depreciation of the currency in our country. 

Another of the manifestations of the Uruguayan financial crisis was the strong, abrupt and generalized fall of the value of the assets either real or financial, consequence among other factors of the strong devaluation and expectations of distrust reigning in investors.  From our point of view, this imposes the need for carrying out at the closing of every business year, an evaluation for determining if there exists any evidence of unexpected loss of value for its assets. Should any evidence be detected, the company shall proceed to estimate the recoverable value of the asset in question, admitting a loss in case that it is lesser than the value in books. 
The examination of the magnitude, of the origins of crises and of mechanisms trough which their effects are transmitted to our country, reveals the nature and dangers resulting from the current international movements of capital and allows to extract a few lessons that turn out useful to strengthen the capacity of reaction of the countries of our region. On the other hand, the lack of “transparency” in the accounting statements of the companies, be read overvaluation of assets and distribution of results not carried out, have been producing a chain of damages at the world level, that added to the fiscal imbalance and the lack of general stability as the narrated, dragged a lot of countries, between which is ours, to crises situations of their economies.  

This context which the Uruguayan economy has experienced lead to the modification of diverse economic variables among which there are the exchange rate, inflation rate, as well as the one that determined a change in the value of assets both real or financial. These factors have lead professionals to question themselves about the current way of measurement: a) of the elements that integrate the accounting statements, and b) of the economic development of the country, interpreted nowadays by means of using fixed prices bases. 

4.2
Conclusions

In relation to the macroeconomic sphere, the International Accounting Standards had not remained alien to these changes occurred and dispositions have been elaborated to the effects of contemplating the consequences that said situations produce over information. One key point in the new pronouncements of the organizations of our profession is linked to the measurement of the elements of the accountable statements supported by the concept of “fair value” and the utilization of currency of defined purchasing power (currency of closing), according to what has been regulated by the IAS.  

The proposal arising from the elaboration of this work is focused on the change of the model of traditional accounting at historical cost, by a model of accounting of fair values, with permanent testing of possible losses for impairment in the value of the assets, both real and financial, with acknowledgement of earnings when there exists certainty that the process of earnings will be concluded. 

Additionally we propose the simulation of extreme scenarios or “stress testing”, as additional information (but as component part of the accounting statements); so as to reflect conditions under which the positions of assets and liabilities, and the strategies might be more vulnerable facing changes in the future economic variables, according to the risk characteristics of the entity.
In relation to the unit of measurement, we deem it necessary to adopt for the different components of the accounting statements, a currency of defined purchase power, that is to say, a constant currency.  

As to the measurements of the “fair value”, the standards define it as the value for which an asset might be bought or sold or the value by which liabilities might be incurred or liquidated, as of the assumptions and expectations the participants of the market would apply for the measurement of said assets or liabilities. It is precisely this criterion of assets and liabilities valuation at the “fair value” which we consider more “adequate” to present the value of net worth of an entity on a determined date, and given the conditions of uncertainty which prevails in the current market. 
In the absence of quotations of market prices, accounting measurements at the present value, are become the most adequate path for the estimation of the fair value of an asset or liability. This type of measurements constitute the fundamentals of economy and corporate finances and constitute the  basic grounds of the financial models used for determining the value or price of assets or liabilities. Most of these financial models incorporate the following elements: 

a) The estimation of future fund flows, or in more complex cases, a series of future fund flows in different moments. 

b) The expectations about the possible variations in the amount or maturity of those funds flows. 

c) The value of money in time represented by the risk free interest rate. 

d) The price for keeping the uncertainty inherent to an asset or liability (risk premium).

e) Other factors some times not identifiable which include illiquidity and market imperfections. 

The traditional accounting measurements when determining the market value or realization value, the present value or replacement value and the current value of an asset or liability, have tried to apply some of the more simple financial models which are used by the market to determine the value of an asset or liability. The fundamental problem that tries to be solved by applying the concept of fair value in the accounting measurements is to bring closer the initial measurements of the historical cost to market or current values.   

The use of the “fair value” in accounting, aims to incorporate to accounting measurements, the totality of elements that take part of the financial models used for the participants of the market to determine the value or price of an asset or liability.  However, this concept omits the “professional judgement” or the expectations they have, each one of the responsible people for the preparation of the accounting statements on the future behaviuor of the variables of the market, which not necessarily has to coincide. 

As consequence of the aforementioned, the basic question that must be answered by the accounting profession is to establish if measurement criteria traditionally used by accounting (historical cost, value in use, value of realization or market value, present value or value of replacement, and current value) incorporate in moments of economic and financial instability, the totality of the basic elements of any financial model when they determine the value in books of an asset or liability.  As preliminary synthesis of this work, the following examples show that traditional accounting measurements have incorporated only partially some of the basic elements of financial models used by the market to determine the price of an asset or liability: 

a) Measurements at historical costs, notwithstanding that they represent the fair value or price of exchange rate in the date of acquisition, does not incorporate in subsequent periods any of the basic elements of the financial models. 

b) Measurements at the value in use and specific measurements of the entity that determine the value of an asset or liability taking into account assumptions and estimations of the entity in particular, do not incorporate the suppositions and assumptions of the participants of the market. 

c) The market value or value of realization that represents the present value of the assets and liabilities that need to be inverted at an interest rate that equals cash inflows and outflows, do not include the price that the participants of the market would incorporate for keeping uncertainty about the cash flows nor the price component attributed to the credit qualification of the entity.  

d) Measurements of the present value or value of replacement that incorporate the costs in which an entity would incur when acquiring an asset or liability do not include the earning margins and the risk premium that the market would incorporate in the price.

e) Measurements of the present value used in accounting traditionally incorporate only one set of estimated cash flows (denominated the best estimation) and only one interest rate, which incorporate all the expectations about  the future cash flows and the risk premium adequate to the asset or liability that is being measured. 

The price quotations in public markets represent the main source for obtaining the “fair value” or fair value of exchange of an asset or liability, mainly due to the fact that the assumptions and expectations of the participants of the market are supposed to have already been incorporated in the price.  

When the market prices are not available or the transactions in the market do not faithfully represent the price of the asset or liability, the measurements of the present value of an asset or liability are the techniques most commonly used to estimate the “fair value” or fair price of exchange of an asset or liability. According to the International Accounting Standard Board (IASB) the “fair value” is the quantity by which an asset might be exchanged or liability be liquidated between a buyer and a seller duly informed, which make a free transaction”.  

The fair value (fair value) of a financial instrument
 according to the statements of the IASB, must be determined taking into account the following considerations: 

1)
For financial instruments quoted in active markets:

a) Public prices quoted in active markets: An instrument is considered as quoted in an active market if the quotation prices that reflect the market transaction are soon and regularly available for exchange between agents, brokers or commission agents, industry groups, price information companies and regulating agencies.   

b) Market prices of more recent transactions: Assuming that there has not been produced any significant changes in the economic circumstances between the transaction date and the date of reporting of the financial statements. 

c) Active market prices for its component parts: If there does not exist published prices in an active market, the fair value might be determined on the price base of active markets for their component parts. 

2)
For financial instruments which have not been quoted in active markets: 

a) Market prices of more recent transactions: Should not be the market for a financial document an active market, the best evidence of the fair value is obtained by referring to the more recent market transactions between duly informed parts that make a free transaction.  

b) Current prices or rates used for similar financial instruments: Should the conditions change as of the date of the most recent market transaction, the fair value might be obtained by referral to the to current prices or rates used for similar financial documents.  

c) Use of valuation techniques: The use of valuation techniques allows to establish the price that the transaction would have had in the date of the measurement in a free transaction motivated by normal considerations of businesses. A valuation technique incorporates: i) all factors that the participants of the market would have considered to establish a price and i) it is consistent with the economic methodologies accepted to determine the price of a financial document. 

At the moment of applying valuation techniques, an entity uses estimations and assumptions consistent with the information available about the estimations and assumptions that the participants of the market would use to establish the price of a financial instrument. When applying the discounted fund flows analysis as a technique, an entity uses one or several types of discount that equals the rate of return that prevails in the market for financial documents which have in essence, the same terms and characteristics, including: the credit qualification of the debtor, the term and interest rate of the contract, due date and currency in which the payments are made. 

From a macroeconomic point of view, and to the effects of reflecting and better understanding the economic development of our country, we deem that the application of the measurement system using chained indexes in national accounts, points out an advantage over the estimations on a fixed base.   In this manner, the interpretation to be made by the economic indicators would improve, for it determines more precisely the growth of the economy avoiding the overvaluation or subvaluation of the indexes, that is to say, the distortions that the use of a fixed base (1983) disappear as the current year drifts away from the base year of reference. 

As a way of final consideration, crises are not an isolated event, nor occur in an exclusive aspect or in a particular sector, but by the characteristics of “high bonding” that all economies have, that make the engaging of business function, when a sector or set of them enters into crisis is a symptom that reveals that the country is immerse in a process of change and requires the analysis and determinations that take it out of that situation to avoid a “domino” effect that puts an end to the terrible consequences as the ones that our country has experienced.    

Beyond the presentation of the present work for a contest, we will personally have great personal satisfaction if what has been written make a contribution in that sense.  
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