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Sure it's great
to know
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yesterday...
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Other financial reporting systems can tell you how you did yesterday. We've got one to
tell you what you can expect tomorrow as well. CallPlan'"—an extremely versatile
financial modeling, reporting, and analysis system for use by non - programming
management professionals. And it's very easy to work with —you speak to it in English
and operate it personally.
With CallPlan, you don't have to know programming
All you do is simply arrange your basic data in rows
and columns, tell the computer what you want it to
do with your input, and wait a few seconds for both
the basic and derived data to come back to you in
an attractive and highly readable printed format. It's
that easy. And once you've made your model, you
can store it and use it time and time again.
To take a look at what tomorrow (or next month or
the next three years) might bring, just put in possible
variations along with your basic data. The computer
will give you a detailed forecast in accordance with
the general forecasting technique you choose. And
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it will view the future for as far ahead as you choose.
Then you can enter different data and, based on
these, forecast alternative possibilities. CallPlan lets
you bring your "guesstimates" to good estimates in
the shortest possible time.
What you can use CallPlan for? Well, it's already
been�used�for�a�lot�of�things�—from�personnel
applications to materials handling problems. But it's
a natural for financial reporting and analysis.
To find out more, just send us the coupon below or
call or write Mr. Walter Winfree at our corporate
offices. We'd like to hear from you!

r

A Grumman Company
We're as close as your telephone
(516) 575 -3298

CallData Systems, Inc.
20 Crossways Park North, Woodbury, N.Y. 11797
'1CallPlan is a trademark of CallData Systems. Inc CallPlan was developed by MDCR, Inc
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like to learn more about CallPlan!
� �Please�send�me�free�literature.
� �1�would�like�to�attend�a�free�CallPlan�Seminar.
Name

Phone

Title /Department
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Company

'

City /State /Zip

Address

Mail to: CallData Systems, Inc.
20 Crossways Park North Woodbury, New York 11797
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Announcinq the end of
The Cash Collection Game.
.......
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If your company does substantial business in the Northeast but is located
elsewhere, you could be losingtime
and money in your cash collection
procedures. We'd like to help you
put an end to that.
Our Cash Management Department
can show you how a First Lock -Box Plan
National Check Transmission, and the

First�Concentration�Service�can�take�—
ys off your present collection prolures, And make your money availle to you faster.
i addition, use of our Cash Management Programs can streamline
yourown internal bookkeeping
procedures while supplying you
with an equally comprehensive
cash accounting.
So stop playing "The Cash Collection Game" at your company.
On the east coast, call Roy
Kelley at (617) 434-3870. On the
west coast call Phil Manning at
our representative office in Los
Angeles at (213) 627 -2760.
You'll discover that when it comes
cash collection and management,
we're the first people to talk to.
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By Robert F. Randall
A teacher, speaker, and writer, NAA's new president will stress the need for excellence in
all of the Association's educational programs in order to meet the challenges of a changing business environment.
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Hospitals Must Allocate Bad Debts Properly

11

By Kenneth C. Dennis
A former hospital controller tells how the matrix approach to bad debt allocation works for
hospital administrators.

A Home Health Care Agency Cures Itself

1s

By Oscar W. Nestor and Andrew J. Riddell
Home health care agencies that face the familiar problems of soaring expenses, low
productivity, and poor employee morale might consider the steps this agency took to turn
itself around from a "patient" given three years to "live" to a robust organization.

Hospital Equipment Leasing: the Breakeven Discount Rate

21

By James A. Millar
The lease- versus -buy decision for hospitals involves more than the computation of the
cost of leasing and the cost of owning. What is needed is a method to consider carefully
the appropriateness of the rate of discount. Computation of the breakeven discount rate is
what is prescribed for hospital managers.

How to Isolate Medicare Costs

27

By Donald F. Ching
Keys to the determination of reimbursable costs are the cost - finding procedure and the
apportionment of costs between Medicare patients and others.

Developing Budgetary Models for Greater Hospital Efficiency

34

By James D. Suver and F. Theodore Helmer
Budgeting is a vital tool for understanding and controlling costs in most economic endeavors. This tool is perhaps even more important in health care organizations where the
output is not easily understood or measurable.

MIS

Woodland Hospital Computerizes to Reduce
Administrative Costs

37

By Ken Jessee
As health costs soar, some hospitals are finding it more cost effective to abandon time
sharing and install their own computer, with tailored software, and do the job in- house.
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Is Financial Reporting Influencing Internal Decision Making?
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By Stephen F. Jablonsky and Mark W. Dirsmith
External financial reporting can and does influence internal decision making, often adversely. Accordingly, management accountants should try to minimize the impact of public
reporting on strategic planning and make the FASB aware of the link between public
reporting standards and private decision making.

Capital Budgeting in the Forest Products Industry
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By Jack C. Bailes, James F. Nielsen and Steve Wendell
What are the capital budgeting practices in the forest product industry? A case study of a
medium -sized firm, supplemented with a survey of 108 industry firms, casts some light on
this neglected area of management accounting.

How a Rental Apartment Was Converted to a Condominium
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By Keith Bryant, Jr.
A number of tested financial and management principles should be followed in both the
conversion and operating stages of an apartment building reborn as a condominium.
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Data Sheet
Robert F. Randall, Editor

their predecessors and increasingly are being
named to key committees, according to the executive search firm. Forty -five percent reported
membership on the audit committee, up from
39% a year ago. Another finding: an outside
board member chairs the majority of audit,
compensation, finance, stock option, nominating, and pension- retirement committees.

FTC Endorses Reserve Recognition
Accounting for Oil -Gas Producers
CPAs May Solicit Clients Directly
Certified public accounting firms may solicit clients directly as a result of a change in the code
of ethics of the American Institute of CPAs. The
change allowing direct solicitation of clients
was approved by members of the AICPA in a
special referendum. Of the more than 71,000
members responding to the referendum, 69%
voted to delete the ban on direct, uninvited solicitations of specific potential clients, and 72%
voted to eliminate an encroachment rule. The
changes became effective March 31, with the
end of balloting.

Wanted: Accountants with EDP
Knowledge
Accountants who are unfamiliar with computers
and basic data processing techniques are severely handicapped in today's job market, according to Robert Half, president of the largest
personnel chain specializing in accountants, financial executives, and data processing specialists. He said that an analysis of accounting
job orders received by his 64 offices during the
first three months of 1979 revealed that 82% of
all orders included at least a strong preference
for accountants with some data processing education or experience. At least 55% of the positions made some EDP knowledge a definite requirement. Mr. Half noted that while almost all
accounting students at four -year colleges are
now being given computer instruction, many
accountants who graduated several years ago
have not been adequately prepared for the
computer age. He advises all accountants lacking EDP exposure to enroll in a course.

Outside Directors Play Bigger Role
New outside board directors are assuming an
expanded role in corporate affairs, according to
Heidrick & Struggles, which recently conducted
a survey of outside directors. They are taking
on more committee responsibilities sooner than
MANAGEMENT ACCOUNTING /JULY 1979

The Federal Trade Commission told the Securities & Exchange Commission that data supplied under the "reserve recognition accounting" rule would more accurately reflect the relative profitability of oil and gas activities as well
as the profitability of different companies in the
producer industry. The FTC's Bureau of Competition said, however, that traditional accounting methods are still essential for analyzing the
current results of past activities, such as the
current production of previously discovered reserves.

Retirement Act Could Cause
Major Problems for Companies
Recent changes in the Age Discrimination in
Employment Act (ADEA), specifically the extension of the mandatory retirement age, could
cause major problems for business and have a
significant impact on the national economy,
That's what consulting actuary Ronald L. Haneberg told a briefing session of the International
Foundation of Employee Benefit Plans. "Age
70 mandatory retirement, now part of the law, is
probably only a stepping stone, and eventually
all mandatory retirement will be removed," he
predicted.

Candor Pays Off in Long Run
Corporations that try to hide unpleasant financial figures usually end up with egg on their
faces; on the other hand, those that face financial problems squarely and report them honestly usually do not regret it. This is the philosophy
being adopted by more and more companies,
according to Bruce Pennington, partner at
Chester Burger & Co., who addressed a meeting of business publication editors recently.

Business /Accounting Briefs
All four current members of the Cost Account Continued on page 62

Management
Accounting
Practices
Louis Bisgay, Editor

SEC Proposes Reporting
on Internal Control
At an open meeting, the Securities & Exchange
Commission voted to propose rules that would
require firms to state whether their internal accounting controls are adequate to comply with
the objectives of the Foreign Corrupt Practices
Act of 1977. The proposals would require that,
initially, a company would include in its annual
report and Form 10 -K a report on whether the
internal accounting control system in effect at
year -end was sufficient to meet the objectives
of the Act. The initial requirement would apply
to fiscal years ending after December 15, 1979,
and prior to December 16, 1980. Management
also would have to disclose any material weaknesses in its system. In subsequent years,
management would have to disclose whether
internal accounting control was adequate during the complete fiscal period. In addition, the
firm's independent public accountant would be
required to express an opinion on the controls
based on specially- designed testing procedures.
Recognizing that the proposed rules might
have significant cost implications for smaller
companies, the Commission asked that replies
include comments relating to costs.

6

of designing new disclosures in an easily -understood format which unsophisticated recipients of financial statements will be able to use.
One aspect of the exposure draft that the
Committee found particularly troublesome,
however, is the choice allowed of using either
the current cost method or constant dollar accounting. The MAP Committee prefers the current cost method and said that a final statement should not provide for alternative options.
The Committee also concluded:
• The wording of the exposure draft strongly
encourages current cost,
• Current cost data may be more useful than
general price -level adjusted data alone,
• It could be difficult to determine definitively
which method "better reflects" economic reality.
In line with its desire for simplicity, the Committee suggested that, because the really critical information is contained in schedule D -1
(the five -year summary), the requirements for
the A and B schedules should be deleted. The
NAA spokesmen also stated that inflation -adjusted information regarding all publicly -held
firms should be available and called for deletion of a provision that would restrict the FASB
Statement's application to certain large publicly -held enterprises.

. . . And On Proposed Amendment
of FAS No. 13
The MAP Committee said that it agrees with
the conclusions in the FASB exposure draft,
Classification of Renewals or Extensions of Existing Sales -Type or Direct Financing Leases
(MAP, May '79). In its comments, it pointed out,
however, that all of the amendments to FAS
No. 13, Accounting for Leases, make it apparent that the entire subject of lease accounting
needs to be reconsidered in some detail. At a
minimum, a new statement should be issued,
superseding FAS No. 13 and its amendments
to date.

MAP Comments on Accounting
for Changing Prices . . .

AICPA Reports on Internal Controls

On the proposed Statement of Financial Accounting Standards, Financial Reporting and
Changing Prices (MAP, March '79), NAA's
Management Accounting Practices Committee
told the Financial Accounting Standards Board
that it is in agreement with the Board on the
need for companies to supplement their historical cost -based financial statements with information that takes changing prices into account.
The MAP Committee stressed the importance

A special advisory committee of the American
Institute of CPAs has issued a report (MAP, December '78) intended to help management
evaluate internal accounting control and consider whether those controls comply with the
Foreign Corrupt Practices Act of 1977 (see preceding story). The FCPA directs all publicly held companies to devise and maintain accounting controls that would achieve certain
Continued on page 58
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Letters

TO THE EDITOR
Inventory Turnover —what happens at
an inspection station.
GAAP
— distance between
accounting theory and practice.
Inventory Cycle
— vehicle used by
stock chasers.
Transfer Price
—that
price at
which neither the
supplying nor receiving location
can make a profit.
Research
Development
—those indispensable expenses you
can't do without,
but you aren't
sure what you are
doing with.
Direct Labor is a man working on his
own job.

Defining the GAAP

&

After reading some of the articles in
MANAGEMENT ACCOUNTING, I sometimes have difficulty understanding
some of the words and concepts.
Though many are not original, a listing
of alternate, expanded definitions have
been included that might aid future
readers if you feel the occasion warrants.
Deferred Assets
—a sheared sheep.
Accrued Liability —an uncouth associate.
Treasury Stock
—stock issued by
the
Treasury
Dept., to help finance
government operations.
Trial Balance
— instrument used
by auditors in
weighing audit
evidence.
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Indirect Labor is another man telling
him how to do it.
In today's business climate, ROI has
taken on an added meaning — "Risk Of
Investigation. "
Richard F. Kwast
N. Muskegon, Mich.

Disappointed but Not Discouraged
I write to you to express my disappointment that my manuscript "Fund -Basis
Reporting for Government and Nonprofit Agencies" is not among those recommended for publication. I also request that the manuscript be returned to
me.
I want to express my thanks for your
staff in reviewing my work. Two partners of the Rochester office of Haskins
Continued on page 63

paper stock. We undoubtedly
manufacture the exact number
of columns you need, in t he
color and format you prefer.
Our new workpapers larger

than single 8 1h -inch pads are
prefolded for you. We also offer
many additional subtle improvements, options and services. They're all explained in
our promotional piece and are
self- evident in accompanying
samples which will be. mailed
free upon request.

We offer design and technical assistance for custom needs.
-

-
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Lee Brummet,
NAA President, 1979 -80
NAA's mission is to contribute to the substance and role of
management accounting in our society, the Association's
new president believes.

By Robert F. Randall
R. Lee Brummet, who was elected president ofthe
National Association of Accountants for 1979 -80,
is a unique combination of thinker and doer. As
Willard J. Graham Professor of Business Administration at the University of North Carolina at
Chapel Hill, he pursues his career as an accounting professor.
In his many years of service as a member ofthe
Association, he has combined roles as both a
teacher and leader of the profession of management accounting. He was president of the Ann
Arbor Chapter in 1959 -60 and has been a prime
mover in every recent initiative designed to expand or improve the educational and professional
services of the Association.
For example, he helped launch the Certificate
in Management Accounting Program, serving as a
member of the planning group and then on the
first Board of Regents of the Institute of Management Accounting. As a member of the first Committee on Management Accounting Practices, he
helped lay the groundwork for this committee as
the official spokesman for NAA on accounting
standards and practices. As a member, and later
chairman, of the Committee on Research Planning, he urged the expansion and upgrading of the
research program, goals that currently are being
realized.

He always has been on the frontiers of management accounting development. As a member of
the Committee on Accounting for Corporate Social Performance, he investigated the possibilities
of a new kind of "social accounting." He also did
pioneering work in human resources accounting,
and, in fact, is considered one of the authorities on
the subject.
Like many other accounting leaders of his generation, Lee Brummet is a product of a midwestern background and education. Born in Ewing,
Ill., in 1921, he earned a bachelor's degree at Illinois State University, an M.S. degree at the University of Illinois, and a Ph.D. degree at the University of Michigan. He holds a CPA certificate in
Kansas.
After teaching at the University of Illinois and
Cornell University, he returned to Michigan,
where he served as a full professor for 10 years. In
1969, the University of North Carolina invited
him to become the first Willard J. Graham Professor of Business Administration, the chair that he
currently occupies.
With an enrollment of 20,000, the University of
North Carolina at Chapel Hill is a sprawling campus which boasts of being the oldest state University in the country. A strong School of Business
Administration graduates more than 700 students
annually, some 30% of them majors in accounting. The accounting faculty, according to Dr.
MANAGEMENT ACCOUNTING /JULY 1979

Brummet, is strongly oriented toward management accounting.
Professional Excellence
Recently, Dr. Brummet contributed a paper on
social performance accounting to a book published by the University of Michigan in honor of
William A. Paton. In this article, he wrote:
"The challenge and the potential for the accounting profession are unmistakeably
greater than at any previous time in the history of the profession."
It is this perception of challenge that permeates
President Brummet's approach to his teaching, his
work on NAA national committees, and in his
many addresses before professional groups. "To
meet this challenge, management accountants
must strive toward professional excellence."
The National Association of Accountants, he
believes, has a mission to contribute to the substance and role of management accounting in our
society. How do improved management accounting practices make a contribution to society and
human welfare? "I hope it's obvious to most people that human welfare is closely tied to the effectiveness and the efficiency of our organizations
that provide our goods and services. The mission
of management accounting, it seems to me, is that
of providing high -level technical assistance and information integrity to enable organizations to be
more effective and efficient and to encourage
strong societal support upon which these organizations depend."
His objectives for professional services during
1979 -80 flow directly from this basic premise. To
contribute to the stature and prestige of the management accountant, he will emphasize the research and educational programs, the Institute of
Management Accounting, and the MAP Committee. At the same time, he will continue to encourage management accountants to participate in the
development of improved management accounting practices. As part of this overall goal, he will
urge increased financial support, particularly from
the private sector, for NAA- sponsored research in
management accounting.
Having lectured in almost every major city of
Europe and Australia and having served a year as
a Ford Foundation consultant in Egypt, Dr.
Brummet is particularly interested in the international aspects of management accounting. That is
why he will encourage interaction of NAA with
other accounting organizations worldwide, emphasizing possibilities for cooperation in areas of
common interest. Management accounting, he believes, has a universality which makes it applicable to enterprises throughout the world.
The drive for public accountability has focused
MANAGEMENT ACCOUNTING /JULY 1979

attention on another area that President Brummet
plans to stress. He will encourage the formulation
of a statement of moral and ethical responsibilities
of the management accountant and the financial
manager.
Involving All Members
There is a danger that nationally- sponsored and
conducted professional programs, however, fail to
involve the great majority of NAA members.
President Brummet particularly is concerned that
the educational and professional upgrading processes have their impact at all levels of NAA. He
will encourage communication from the bottom
up as well as the top down, believing that greater
integration of the decisions and activities of the
Executive Committee and other committees with
the board of directors, chapter leaders and members will result in a more efficient and responsive
organization.
The importance of gaining new members, as
well as retaining current ones, is well appreciated
by President Brummet. There is enormous potential for NAA to increase its membership and its
service to the profession of management accounting and to the business community. As the Institute of Management Accounting grows, there is a
need to plan for the future relationship of the two
9

he has helped make NAA policy for more than a
decade. At the same time, he has continued to
write articles and books, including the NAA research study, The Measurement of Corporate Environmental Activity, which he wrote with Loren
A. Nikoli and John D. Bazley.
A Tennis Player and a Builder

organizations. The development of such a plan is
a major project on the agenda for his term.
Dr. Brummet has the distinction of being one of
the few accounting professors to be elected NAA
president. At the completion ofhis term he will be
the first individual to have served as both president of the American Accounting Association and
the National Association of Accountants. He also
has served as member and as chairman of committees of the American Institute of CPAs and
has served on its council.
He served as chairman of the Finance Committee during the past two years and was a member
of the Steering Committee for the Program Evaluation Group (PEG). He plans to help in the implementation of actions proposed by that group.
One is the installation of a functionalized accounting system to allow further extension of cost/benefit studies for all NAA activities as an input to
the planning process.
His service to NAA has been extensive. As a
member of the Executive Committee since 1967,

10

Extensive writing, speaking, teaching and Association activities do not completely absorb the energies of President Brummet, however. He designed his own home and built some of the furniture in it. His home in Chapel Hill features the
extensive use of glass, which gives one the airy
impression of being outdoors surrounded by the
rustling leaves of the North Carolina forest.
He is a tough competitor on the tennis courts.
In fact, he and his son, John, who was the Michigan Intercollegiate champion in 1970, were the
North Carolina father - and -son doubles champions in 1972. Also an athlete, his daughter Carmen
has coached the University of Michigan women's
tennis team. John, who has an MBA degree from
UNC at Chapel Hill, is with the U.S. General Accounting Office. Carmen, who has a master's degree in English from Bryn Mawr University and a
law degree from Wayne State University, is with
the Legal Services Corporation of the State of Indiana. Both John and Carmen are NAA members.
Lee's wife, Eldora, holds a master's degree from
the University of Michigan in Ann Arbor, where
she subsequently taught. At Chapel Hill, her interests have alternated between the University
Women's Club, which she served as president,
and the stewardship of their woodland acreage
near Hillsborough.
She is a member of the North Carolina Nature
Conservancy, whose objective is to preserve wildlife and plants as part of our natural heritage. The
Brummets often spend a peaceful weekend on
their farm in a cabin built by President Brummet,
surrounded by virgin wilderness.
His pursuit of professional excellence impels
President R. Lee Brummet to do his best in every
task he undertakes. This attitude characterizes his
approach to his career and to his hobbies. NAA
will see this leadership quality reflected in his
term as president of the Association.
0
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Hospitals Must Allocate
Bad Debts Properly
In order to devise any kind of rate structure, hospitals
must learn to allocate their growing number of bad debts
to the proper departments.

By Kenneth C. Dennis
Every day hospitals deal with life -and -death situations in providing services. Not only because of
the basic principle that a patient's welfare always
comes first, but also because of the requirements
of some Federal grant programs, hospitals often
treat a patient regardless ofhis financial situation.
Thus, they have had a problem with bad debts.
In addition, Hill- Burton grantees are required
to post public notices alerting patients that free
services will be available ifnecessary, so some patients are treated but refuse to pay any portion of
their bill. To add to the problem, some services by
their nature —such as mental health and alcohol
and drug detoxification services -cause bad debt
losses to increase.
Determining a Rate Structure
In hospital accounting, bad debts seldom are
considered operating expenses of a particular service center or department, although these "costs"
need to be determined by revenue service center
or department. If management is going to match
costs with revenue, there must be such an analysis. Under the traditional method,' these departments would share this cost ratably in a ratio of
their individual revenue to the total revenue of all
services rendered.
Hospitals generally use one all- inclusive rate in
MANAGEMENT ACCOUNTING /JULY 1979

allocating bad debts to the various centers, if such
allocation is made. This rate for uncollectible accounts is calculated using four or five years of accumulated data.' The rate is valid if it is used to
determine only hospital -wide costs for periodic reporting of operations. It will not give management
any information as to the extent each department
or service center should share the bad debt cost.
Allocation of bad debt costs to revenue service
centers will result in a more accurate determination of "full" cost. "Full" cost analysis by departments is necessary to establish a rate structure in
the hospital.' If the hospital is to develop a sound
rate structure, bad debts must be considered as
departmental operating expenses for costing purposes.
Dr. Leon Hay pointed this out when he wrote:
"Provision for uncollectible receivables is usually
considered to be a deduction from gross income
rather than expense. There is some movement
currently to consider the provisions for uncollectible receivables as an operating expense rather
than a reduction of gross income. "'
Although hospitals still operate on the hospital wide- lower -of- cost -or- charges concept for Medicare reimbursement,' it is sound financial management to develop a rate structure that allows each
revenue service center to recover its "full" operating costs. There is a movement in current Medicare regulations that will alter reimbursement

Kenneth C. Dennis is a
certified public
accountant in
Newburgh, Ind. He
holds a B.S. degree in
business administration
from the University of
Evansville. He is a
member of the
Evansville Chapter,
through which this
article was submitted.
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under this concept so it can be applied on a department-by- department basis.' When this ruling
becomes effective, hospitals will have to structure
their rates to eliminate loss departments if maximum reimbursement is to be realized.
Matrix Approach is the Best Solution

Who should
be held
accountable for
bad debts of a
certain patient
service?

When I was a hospital controller, I received numerous requests for in -depth analysis of various
revenue service centers as to their contribution to
the operations. I concluded that there were several approaches to departmental analysis depending
upon use. In my research attempt, I found that
little has been written concerning the allocation of
bad debts. The only discussions were in regard to
reduction of bad debts and their behavior but
nothing along the lines of cost allocations by revenue service centers. So, I decided to use the "matrix approach" in allocating bad debts for management accounting purposes.
In order to develop a system, management first
must decide on a philosophy of responsibility.
Who should be held accountable for the bad debts
of a certain patient service? Should the unit where
primary service is rendered bear this expense?
While it is important that bad debt costs be allocated to the revenue service centers to establish
adequate rates, they also must be allocated in preparing management reports. All costs, including
bad debts, must be taken into account. Depending
upon the use of the data, there can be various
approaches to allocating or ascribing bad debt
costs. Each method will produce a resultant cost
that must be for an intended purpose. The various
approaches I recommend are:
1.
2.
3.
4.

Patient payment category
Admitting doctor
All- inclusive rate for all service centers
Matrix system of analysis

Patient Payment Category
The general practice in hospitals where meager
allocation attempts have been made is to categorize bad debts by the class of payment, for example: Blue Cross accounts, Medicare accounts,
State Aid accounts and private pay accounts.
While this system may give management several
categories to study as far as sources of bad debts,
there is no provision for determining which revenue service center is to be charged for the resultant cost of bad debts.
By referring to the category of payment, management can take steps to reduce the bad debt
losses by contacting third -party payors. When
contracts are negotiated, provisions can be made
to ensure full recovery of costs.
Admitting Doctor
Because the only source of admission is the doc12

tor, some administrators have attempted to analyze bad debts by source or admitting doctor. This
analysis can be most helpful when there is a tight
bed situation and allocation of available beds must
be made. It also is useful when reviewing the value
of a particular doctor to the operation of the institution.
In order to implement the gathering of this information, the patient bill must identify the admitting doctor. At the time of write -off of an account, a manual tabulation can be prepared. The
analysis of bad debts by doctors has limited use
and by no means affords management a way of
allocating costs to revenue service centers.
All-Inclusive Rate by All
Revenue Service Centers
If full costs are to be allocated to the various
revenue service centers, some system of allocation
of the bad debts must be established. Common
procedure is to use an overall rate and apply it to
each revenue service center based upon the gross
revenue of that center. There are oversights and
shortcomings in using this approach, however.
The all- inclusive rate method assumes that bad
debts are experienced at the same rate in each revenue service center. Let us consider one particular
service area, the psychiatric unit, where drug and
alcohol detoxification service collections run as
little as 50% of standard charges. While the credit
and collection policies of the hospital contribute
greatly to this situation, in most cases, the hospital is obligated to render services regardless of a
patient's financial ability to pay for such service
because of demands of restrictions imposed by
government or the possibility of a lawsuit if services are refused and complications develop. Management must decide who is to be held accountable for the bad debt of a particular patient, and the
all- inclusive rate makes all revenue service centers
equally responsible in the ratio ofservice revenue
earned in serving the patient.
Matrix System Analyzes Bad Debts
The foregoing discussions have pointed out the
need for determining bad debt costs by revenue
service center. There are two possible methods for
determining bad debt costs: (1) each revenue service center should carry its respective share of bad
debts, or (2) the primary service area should be
charged with bad debts generated in the primary
and secondary service areas. The matrix approach
enables management to assess both concepts.
The concept of primary service area allocation
involves ascribing all bad debts resulting from the
patients' use of ancillary services to the service
center of admission. The primary service area will
be held accountable for all revenue lost as a result
of a bad debt write -off. For an outside example,
look at an automotive dealer. A customer brings
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his car to the dealer for service, and during the
course of the work the generator must be sent to
another shop for repairs. The outside shop
charges the automotive dealer for his services, and
the dealer includes this charge on his bill to the
customer. In the event the customer's account becomes a bad debt, the auto dealer is responsible
for the total amount of the bill. The outside repair
service, however, a secondary service center,
would collect fully for its work from the automotive dealer,
This same situation arises in the hospital. The
ancillary service centers have no responsibility for
any bad debts resulting from services rendered to
patients admitted to the primary service areas. Because the secondary service centers provide service but do not evaluate the ability of an individual
served to pay his bills, they should not be held
responsible for bad debts resulting from these
services. Under the primary service concept, however, the ancillary service centers will be held responsible for bad debts from primary service rendered to patients. Primary services in this instance
refer to the admission of the patient into the institution. (Patients can be admitted for inpatient and
outpatient services,) The centers that render services to an outpatient are considered primary. This
concept of primary services is the basis for developing the matrix for bad debt allocation.

The departmental bad debt composite rate pinpoints more accurately the effect of bad debts
upon a particular department. Considered in this
rate are the ancillary revenues produced by the
primary service area and the bad debt experience
applicable to the service area. The composite rate
is used to determine departmental bad debt costs
for setting rates and for determining monthly bad
debt provision for interim and period statements.
The matrix approach requires more detailed
data to be assembled by the user:
1. Analysis of ancillary revenues by primary service area and the preparation of ratios.
2. Determination of bad debt rates by primary
service area.
Gathering the above data is the most time -consuming part of the work, so management must
establish some type of ongoing system.
Developing the Revenue Matrix
The revenue matrix contains both primary and
secondary (ancillary) service revenue. A sampling
or detail accumulation of patient charges must be
made to determine the service mix in each pri-

Table 1
PATIENTS' MEDICAL SERVICES REVENUE

Primary vs. Department Composite Rates
The matrix approach produces two sets of bad
debt rates for analytical use: the primary service
area rate and the departmental composite rate.
The primary service rate is used in preparing
managerial reports in which the full bad debt cost
is to be considered. From this analysis management can see the overall effect the particular service area has upon operations. It also is useful in
deciding what areas need to be developed or curtailed in order for management to maximize re-

Primary

Routine

Col. 1
amount

Col. 2
ratio

$1,000

(Base)

Secondary
X-Ray
Lab
EKG
EEG

300
100
50
30
80
40

Physical therapy
Respiratory therapy

30%
10%
5%
3%
8%
4%

$1,600

sources.

Table 2
PATIENT REVENUE MATRIX (000) omitted
Revenue center
Routine

Critical
care

Medical

Surgery

Ortho.

Gen.

2.000

1,000

1.000

380

60

60

30

10

10

70

20

10

100

50

100

1.000

80

800

10

500

90

900

20

200

100

Lab

250

200

200

Alcohol

ER

0!P

500

Total
5,000

150

300

-

Emergency room

D rug s

x-Ray

250

200

200

10

5

5

20

30

Drugs

150

100

100

50

15

15

50

20

Supplies

200

100

100

10

10

5

15

50

450

360
-

-

Surgery& recovery

500

EKG, EEK, others

60

Physical therapy
Respiratory therapy
Total

60

60

50

150

140

130

50

30

3,150

2.290

2,160

580
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50
120

105

795

1

300

100

300

100

500

500

10,000
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Table 3
BAD DEBT MATRIX (000) omitted
Psychiatric
Drugs
Alcohol

Critical
care

ER

OlP

Total

Dept.
bad
debt

Surgery

Ortho.

Gen.

Primary service

57

11

12

46

15

20

Emergency room

3

4

3

3

Lab

7

2

2

8

4

3

3

8

1

38

3.80

X -Ray

7

2

2

1

1

2

1

5

1

22

2.75

Drugs

4

1

1

6

4

5

1

4

26

5.20

0

22

4.40

1

10

1 11

0

4

2.00

174

3.48

38

12.67

-

13

o

Medical

Revenue center

Supplies

6

1

1

5

4

1

3

2

0

8

-

Surgery 8 recovery

25

EKG, EEK, others

2

1

1
1

1

4

1

1

4

90

25

24

70

30

35

20

2.86

1.09

1.11

12.07

25.00

33.33

2.52

1

3

1.00

1

12

2.40

50

5

349

3.49

16.67

1.00

3.49

-

Physical therapy

1
-

-

Respiratory therapy
Total
Primary service
Bad debt °°

mary service area. The information can be obtained from final bills containing a summary of
services by departments. From this information,
management can determine a ratio of secondary
services to primary services for each primary service area, See Table 1. The figures in column 2 were
the result of the patient charges sampling, and the
figures in column 1 are the sample results.
A similar chart must be made for each primary
service area before the revenue matrix is complete,
Table 2 shows a completed revenue matrix.
Across the top of the grid are the primary service
areas of the hospital. The routine and ancillary
services of the hospital are listed on the left margin. The routine or primary service revenue, obtained from the general ledger or the budget, is
inserted in the appropriate column. By applying
the ratios obtained from the samples to the respective routine service revenues, one can determine
the secondary service revenues of each primary
service area. Footing and cross footing the lines
and columns will complete the matrix.
Developing the Bad Debt Matrix
By analyzing prior bad debt write -offs, experience rates can be determined for each primary
service area. In the gathering of data of this nature, a computer program designed to capture the
various data relating to bad debts as they are being written off the books is very important. The
resultant primary service area bad debt experience
rates will be applied to the revenue as shown on
the revenue matrix. The products of these computations will be inserted in their respective locations on the bad debt matrix. Footing and cross
footing of the matrix is the next step. Computing
the composite bad debt rates for each revenue
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service center is the final step. A completed matrix
is shown in Table 3.
Thus we have determined the primary service
area bad debt costs as well as the bad debt costs
and ratios for each revenue service center. Management now can prepare reports from the resulting information according to either the primary
service area or the service department concept.
Management Must Determine All Costs
Bad debts no longer can be overlooked. The
complex financial structure of hospitals demands
that all costs be pinpointed to enable management
to make wise decisions concerning costs. In assigning bad debt costs, management can use two
concepts: primary service area and revenue service
center responsibility. The matrix approach is an
attempt to isolate costs to satisfy both concepts.
The matrix approach produces cost data or percentages which enables management to set rates,
to prepare financial accounting reports, and to issue managerial cost analysis regardless of the concept used. The matrix, a systematic approach to
determining bad debt costs, allows for a more
comprehensive management analysis because information is available for establishing an adequate
departmental rate structure, and the economic effect of service areas, both new or existing, can be
measured with the bad debt costs considered. Either of the two concepts may be used, and these
benefits far outweigh the added effort required under the matrix approach.
O
1 Hay. Leon E.. Budget and Cast Analysis for Hospital Management, p. 161.
2 /bid.
3 Cast Finding and Hate Setting for Hosptals, p. 89. American Hospital Association, Chicago. III., 1968,
4 Hay, p. 99.
S Section 233 of the Social Security Amendments of 1972 (P.L 92 -603).
6 Russell, Robert, "Health Care Costs.- LK HA H Accountant, Spring 1974.
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A Home Health Care Agency
Cures Itself
As a result of the paperwork task force's recommendations, nurses
and supervisors could get immediate results when they made
grievances known. The positive changes were not unlike a shot of
adrenalin to the agency.

By Oscar W. Nestor and Andrew J. Riddell
Even though there is a certain uniqueness about a
home health agency's director's role, it does not
exclude him from sharing common components
with the management function in any other kind
of organization. We will demonstrate how one
agency used certain management techniques,
which could have broad applicability throughout
the home health care industry, to improve the cost
effectiveness of its services.
First we will show the results after a period of
18 months of reorganization, during which the
agency dramatically reversed its own situation.
Then we will describe some of the steps taken to
bring about the results. Finally, we will summarize additional financial and managerial tools to
assist an agency in the development of a system of
self - analysis.
Operational Indicators
The left side of Figure 1 shows the general financial picture of this agency. Deficits were incurred in 1975 and 1976 with additional deficits
forecasted for the next three years. The financial
structure of the agency looked decidedly bleak.
When its financial picture was constructed in mid 1976, the projected results indicated "the agency
probably would not survive beyond 1979." At this
point (which turned out to be the nadir of the
MANAGEMENT ACCOUNTING /JULY 1979

financial dip), the agency took certain major steps.
A new agency administrator was appointed by the
board of trustees and a program for major change
was begun.
By 1978, the agency, as measured by this financial barometer, had completely reversed its financial situation. The right side of Figure 2 shows the
picture as of mid -1978. In 1977, rather than a predicted deficit of more than $225,000, forecast, the
agency had generated a surplus. The financial
forecast for 1978 indicates that the actions implemented by the agency did cut costs and improve
productivity in addition to creating other results.
Figure 2 also demonstrates the same dramatic
results in another important way. The cost of a
visit in 1977 actually dropped to $19.12 as compared to the $22.00 which had been forecasted.
Similar favorable changes are forecast in 1978 and
1979. The actual results in 1978 have shown the
forecast results in Figure 2 to be significantly on
target.
Productivity, perhaps the single most important
indicator of agency activity, is measured by visits
per day, per nurse. Figure 3 shows on the left that
nursing visits per day were forecasted to decline
slightly and not to rise above 4.9 visits per day.
But by mid -1978 this crucial indicator had
changed significantly as shown on the right -hand
graph in Figure 3. Nursing visits per day reached
5.8 in 1977, which represented an increase in al-
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most one visit per nurse, per day. The ratio was
forecasted at 6.0 and 6.2 in 1978 and 1979, respectively. In fact, in 1978 the nursing visits reached
6.2 per day during the month of June. With such a
major trend moving in the right direction, it is
obvious that the agency's operations are substantially more efficient. Adequate controls over the
quality of health care have been maintained so
that improved productivity has not come at the
expense of quality care.
Other indicators show that the agency had taken steps to get important problems under control.
Full -fee visits increased from 40% in 1976 to 47%
in 1977. These figures reflect the attention and the
effort made by management and staff' to resolve
one of the major financial leaks in the organization: nursing visits where no fees were paid. In
addition, there was a significant reduction in not
home /not found visits.
Finally, the sources of referrals of patients had
changed considerably since 1975. In that year,
only 27.8% of the patient referrals came from
hospitals. This number had increased to 45.0% by
1977 as a result of agency efforts to develop this
source of referrals.
These operational indicators demonstrate that
this agency had achieved major accomplishments
over a period of 18 months. The development of
financial tools of analysis have been critical in
helping management understand the direction of
the major changes that were implemented.

to the records of patients. They spent less than
three hours a day on nursing. Some health centers
required them to spend the first three hours of
each day in the office_ Many nurses took records
and papers home to complete. In spite of this attention to the accuracy of records, however, three
out of 10 records were rejected by the intermediary for errors. Nurses were being blamed for the
mistakes,
The nurses, in turn, were dissatisfied with the
patient record itself —calling it "The Great American Novel." They also were incensed with the
daily timesheets, a detailed record of their time,
which they considered an insult to their professional status. Two other forms, the Daily Data
Sheetand the Daily Work Plan, were considered a
total waste of time.
On the professional side, nurse clinic time per
patient was 46 minutes according to an agency
labor analysis, even though 14 minutes per patient
had been determined by observation and testing to
be the average time in a "hands -on" situation.
In terms of salary, registered nurses felt some
dissatisfaction vis -i -vis community health nurses.
Many promotional and other opportunities were
denied RNs; there was a different salary scale with
no corresponding difference in duties. The agency
was accused of practicing "educational snobbery."
In addition to the above problems there were
other indications that the agency's professional
standing was in serious trouble:

Analysis of Problem

Orientation of new nurses took 18 days,
Many nurses took all or most of their 15 sick
days. They appeared sluggish in their work and
indifferent in their attitudes, and
Nursing dissatisfaction had culminated in the
formation of a nurses' union late in 1975. The
advent of the union brought in a new administrator.

The above indicators show that this agency did
change successfully. Before proceeding further,
let's summarize some of the problems of the agency. A study showed that there was widespread dissatisfaction among nurses, leading to a general
lack of productivity.
Nurses were swamped with paperwork related

Figure 1
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Figure 2
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Figure 3

PRODUCTIVITY: VISITS PER DAY PER NURSE
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The supervisors of the nurses in the five health
centers were also dissatisfied and were not performing in a satisfactory manner. The problems of
the supervisors were several and serious. To begin
with, their performance in several instances was
regarded as highly inadequate but no member of
agency management had ever been discharged. In
any case, they made few independent decisions.
Most decisions, instructions and procedures emanated from the home office. Most problems were
referred to the home office for guidance and instructions.
Supervisors viewed the management structure
as WE -THEM. They did not identify with top
management, At one of their monthly supervisory
meetings, which were mainly concerned with minutiae, they passed a resolution asking for a representative to deal with top management. Supervisors spent about 50% of their time on paperwork,
and they were constantly critized by the director
of nursing services, to whom they reported, for
inaccuracies in the records.
Their professional achievements were far from
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inspiring. Supervisors seldom left their offices for
clinic experience or for training and assessment of
nurses. The nurses trained themselves by checking
the patient's records and asking questions. One
supervisor had two assistants; one had none; most
had one, The assistants were helpers rather than
bona fide managers.
There were several other indicators that the
Agency had some problems in the management of
its human resources. A highly vertical management structure existed with four layers of management before reaching the nurse. Among other
things, this created a serious communications
problem, both up and down the organization. In
addition, several top managers appeared to be
quite unproductive and even counterproductive.
Also, there were too many of them.
Major Productivity Improvement
As shown earlier, the Agency was able to make
major achievements by mid -1978. These were:
1. The year 1977 ended with a slight operating
17

2.

balance, and the savings were reflected in the
1978 budget, which was $200,000 lower or a
10% budget decrease over 1977 with no decrease in service. The agency had definitely
weathered its financial crisis.
The cost per nursing visit had been reduced
from $20.00 to $19.00.
The cost per hour, per nurse had been reduced
from $11.50 to $8.50.
Visits per nurse had increased to 5.8 per day,
and some health centers were at 6.5 and 6.6
visits per day. Home and office visits per nurse
went from 1,358 in 1976 to 1,445 in 1977.
Not home /not found visits had declined from
4,980 in 1976 to 4,070 in 1977, a 19% decrease.
Nursing time in the office and for travel had
been reduced from an average of five hours per
day to four hours per day out of a 7 1/ h o u r
day.

3.
4.

Widespread
dissatisfaction
among nurses
led to a
productivity
drop.

5.
6.

The major steps which were taken to improve productivity can be classified into eight categories:
Steamlined organizational structure
Decentralized supervision
Paperwork simplification
Central processing of intake and billing
Hospital discharge coordination
Specialized clinic teams
Better planning and management techniques
Computerized records and reports
We will not discuss all these productivity improvement steps in detail. Instead, we will look at
the paperwork simplification and central processing changes because these two changes had such a
dramatic impact that they deserve special attention, In any case, the attack on these problems
demonstrates the approach that enabled the agency to make the changes without serious negative
repercussions. Finally, we will discuss the changes
in management and the management structure because they had an equally dramatic impact.
Paperwork Simplification
One of the first major problems attacked was
the paperwork problem. Not only did it seem to
be crippling the agency, but in one form or another, it was creating a serious morale problem with
the entire staff.
A paperwork task force was created, headed by
the controller, not the director of nursing services.
It did, however, include nurses and supervisors.
This committee operated in a "search and destroy" manner, studying the operation intensely.
It made periodic recommendations to the administrator, who authorized corrective action to implement them. Not only were nurses and supervisors able to bring their "paperwork" grievances to
the attention of a powerful committee, they could
18

see immediate results— something unheard of in
this agency in prior times. They could see something positive happening, and the changes were
not unlike a shot ofadrenalin to the organization.
Old "bottlenecks" seemed almost to dissolve in
the face of this frontal attack. For example, the
nagging problem the agency had continually faced
on records' accuracy was sharply resolved
through major discussions between the administrator and the intermediary. The agency found
that its own internal paperwork controls were
much more stringent and inappropriate according
to the needs of the intermediary. Rejections for
inaccuracies and errors dropped from three out of
ten to a zero point or "no rejections" in the next
six months. In achieving this result, the nurses
and supervisors were given credit for results, and
they responded favorably.
The much -hated Time Sheet was virtually abandoned and two major irritants, the Daily Data
Sheet, an individual report for each patient visited, and the Daily Work Plan, a summary of all
patients visited, were drastically simplified, These
changes alone saved each nurse at least one hour
per week in direct time, not counting indirect impact on productivity which the change undoubtedly induced.
The task force had an almost immediate impact
on the entire agency, and before it finished its first
phase it had eliminated or consolidated more than
25 individual records. The success of the task
force and the whole - hearted acceptance of its recommendations, stemmed from the timeliness of its
actions as well as the way in which it operated.
Every major segment of the agency was represented, feedback on the actions of the committee was
quick and detailed, immediate action was taken
on many of the recommendations, and finally, it
marked the beginning of a decentralization process that would restore stature and dignity to the
professional and supervisory persons in the organization. These steps along with others began to
restore dignity and a sense of worth to these
groups. It is safe to say that had these actions been
taken earlier, unionization would never have been
successful in this agency.
Central Processing
A central processing unit (CPU), headed by a
nursing supervisor and reporting to the controller,
was organized. This unit became responsible for
the intake of all new patients, the billing and related records, relations with the intermediary, and
appropriate agency records and accounting controls. In short, its primary purpose was to serve
administrative efficiency, but it also was designed
to relieve nurses and supervisors of a myriad of
details which would, in turn, give them more time
for professional activity. It was presented as a major change to benefit virtually everyone.
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The new central processing system has become
the lifeline of the agency. It has brought about
greater coordination and a sense of mutual interdependence between the home office and the outlying health centers. It also has become the source
of even greater efficiency, as old methods and old
ways are challenged. Because the system is headed
by a former nursing supervisor who has 12 years
experience in the agency, it has achieved the necessary credibility both inside and outside the agency. For example, one of the side benefits of this
new system, is that the CPU supervisor coordinates the calls to the doctors for "orders" on new
patients, thus relieving the nurses and supervisors
of what was once a rather onerous chore.
The CPU also has taken responsibility for the
management of the hospital discharge coordinators. As a result, the efforts of this group have
been integrated into the regular patient intake
process of the agency, something that had been
lacking in the past and often a source of conflict.
This is particularly important because hospital coordinators now account for 49 % of the new patients, and this percentage is expected to increase
because this method of intake appears to be so
advantageous to the agency. Among other things,
new patients can generally be "picked up" and
visited within 24 -72 hours. This usually enables
the patient to continue the method of payment
used in the hospital, and is, of course, financially
advantageous to the agency. In the past, the inefficient system of referrals did not give the nurse

ministrator, This step improved both upward and
downward communications and greatly simplified
the decision - making process. The simplification of
the organization structure and the elimination of
several duplicative and unnecessary jobs had a salutary effect on the entire organization. They
helped restore confidence and trust in the highest
levels of administration.
Many other miscellaneous changes were made,
as specific problems were identified. Several worthy of mention are:
Nursing turnover was reduced through an
analysis of the causes of this problem. It generally had been assumed that pregnancy, a family
relocation, or salary were the main causes of
turnover. The study showed, however, that
poor management —in one form or another —
was generally a major factor. As the management was strengthened and beneficial changes
made, turnover decreased until it was almost
nonexistent. (See Figure 4.)
2. More attention was paid to the planning of visits and the workload in general. Savings in
time, money, and energy were realized by more
control over the not Home /not found visits.
Part-time nurses were also hired to help the
weekend work problems and to ease temporary
overload situations.
A real effort was made to differentiate between
the duties of registered nurses versus the community health nurses. The "educational snob-

As a first step to
save costs, an
agency must
compile
reasonable
statistics.

Figure 4
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40'0*

40

30%

30 %-

2000

20 %-

1

10 .

10%
1975

1976

1977

1978

Before

1979

1975

1976

1977

1978

1979

After

Fo rec ast ■
Actual

sufficient time to make the first visit within 72
hours. This action is indicative of the procedural
efficiency that generates confidence of all in the
system, including the patient.
Management and Organization
Major changes were made both in the organization structure and in the assignments of top managers. The realization of how vertical and centralized the organization had become led to changes
designed to flatten the structure, giving supervisors of the health centers direct access to the adMANAGEMENT ACCOUNTING /JULY 1979

bery" ofthe agency has been broken down with
RNs having more recognition and more opportunities in the agency.
Nursing orientation and in- service training
were revised, resulting in both time- management improvement and better attitudes on the
part of the nurses. Inefficient practices had developed over the years and no one had stopped
to examine the practices critically.
A Method of Approach
Each agency has certain particular problems
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Table 1

SELECTED FINANCIAL /PRODUCTIVITY
RATIOS AND STATISTICS
Management and organization
Number of staff per supervisor
Number of professional staff per administrator
Number of clerical staff to professional staff
Financial
Total expenses vs. total revenue
Cash flow projection
Accounts payable: age and amount
Accounts receivable: age and amount
G&A expense as a % of total payroll
Total overhead as a % of total payroll
Productivity
Visits per day per professional staff
Cost per professional visit per hour
Professional time per visit
Number of not home /not found visits
Employee relations
Labor turnover
Number of grievances per year per supervisor

of

not found in the same intensity in other agencies.
Therefore, the initial approach to problem - solving
should be primarily analytical to identify the source
of major problems. Studies and research in the
several areas should reveal most the information
needed to achieve successful results, including organizational analysis, output vs. input analysis,

20

of

% of costs spent on "generation of business"
Sources of patient referrals
% of funds obtained from specific sources
% of funds on a) public relations, b) market research

of

of

Marketing

employee relations assessment, performance standards, market analysis, and managerial performance review, special cost analyses, employee productivity index, budgets and planning analyses, and
paperwork flow and systems analyses.
These analyses will identify starting points for
action, but unless the agency has had an unusually
fine information flow, adequate data may be lacking. In this case, one of the first steps is to develop
reasonable statistics. These statistics are necessary
to identify and document the problem, and provide a basis for evaluation and control as the information is kept over a period of time. However,
the significance of any ratio or statistic may have
meaning only over a specific period of time.
Therefore, a few highly accurate ratios, such as
visits per nurse, per day, should be started immediately and monitored closely. One or two ratios
accurately maintained will serve the agency's
needs much better than a large number kept haphazardly. As a matter of fact, the number of ratios
and statistics that can be generated is almost endless. Some
the more meaningful ratios are
shown in Table 1. As the management techniques
in this area becomes more sophisticated, any numthe ratios can be brought into operation to
ber
refine the information available to the director,
Successful management of any organization
must be based on timely, accurate information
that can be readily converted to financial and productivity ratios. In addition to providing the basis
for a system of management and control, such information helps identify the strength and weakthe organization and helps measure renesses
sults and achievements.
❑
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Hospital Equipment Leasing:
the Breakeven Discount Rate
An artificially high discount rate will cause the estimate for the cost
of leasing to be understated and simultaneously cause the cost of
purchasing to be overstated.

By James A. Millar
The use of discounting techniques in lease versus
purchase analysis is a widespread phenomenon in
the business world. While much attention has
been given to both the net present value and internal rate of return approaches for taxable enterprises, little emphasis has been placed in the literature on the use and assumptions of discounting
techniques for nontaxable entities.
The assumptions concerning borrowing and
lending (reinvestment) rates implicit in the discounting process can cause inappropriate decisions when those assumptions are not justified.
This statement is illustrated by a lease /own decision analysis recently used by a regional medical
center.
Lease Versus Own Analysis
Table 1 represents an actual analysis of a decision to lease or purchase a large piece of medical
equipment, a whole body CAT Scanner, for a
midwestern medical center, The cost ofthe equipment is $370,600. For Medicare reimbursement
purposes, it has an estimated useful life of eight
years. The Medicare utilization rate is 28.53 %,
which can be defined as the proportion of the time
the machine will be used by Medicare patients. It
represents the proportion of the expenses subject
to direct reimbursement to the hospital. Medicare
will reimburse 28.53% of straight line depreciaMANAGEMENT ACCOUNTING /JULY 1979

tion, but it will not reimburse for depreciation
based on accelerated methods.
The term ofthe lease is 60 months, and the rate
used for discounting is 10 %. Medicare will reimburse 28.53% of the lease payments.
The lease analysis in Table 1 is straightforward. The lease payments are reduced by the
Medicare reimbursements to compute the net cash
flows. The net cash flows are then discounted to
arrive at the present value of the cost of leasing of
$267,784.
The present value ofthe cost ofowning in Table
1 is computed by subtracting the present value of
the Medicare reimbursements for depreciation
from the initial cost of the equipment, or
$300,110. Based on this analysis, the hospital decided to lease the equipment.
The hospital already had determined that it
needed the services of the equipment. The decision, therefore, primarily involved the method of
financing. In the following section, the assumption
is made that the hospital has excess cash or liquid
investments that would be converted to cash in
the amount of the cost of the equipment should
the decision be made to purchase the equipment.
Sensitivity of Cash Flows to Discount Rate
Quite often cash flow discounting techniques
are used without careful consideration of what is
implied in the calculation. This is especially true
in selecting the discount rate. What would be an
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Table 1
ANALYSIS OF FINANCING ALTERNATIVES -CAT SCANNER
BASES
I.
2.
3.
4.
5.

Equipment cost
Estimated useful life,
Lease term
Discount factor (cost of capital)
Medicare utilization

370,600
8 years
60 months
10%
28.53%

'

per American Hospital Association guidelines and Medicare reimbursement regulations

LEASE ANALYSIS

is

What an
appropriate
rate to use in
discounting
cash flows?

X
X
X
X

62,117
56,445
51,320
46,673
42,437
3,212
2,921
2,659

=

.909
.826
.751
.683
.621
.564
.513
.467

=

=
=
=
=

X
X

X
X
X
X
X
X
X
X

=

68,336
68,336
68,336
68,336
68,336
5,695
5,696
5,695

Present
value

=

27,279
27,279
27,279
27,279
27,279
2,273
2,273
2,273

X
X

Present
value
factor

=

2853
.2853
.2853
.2853
.2853
.2853
.2853
.2853

95,615
95,615
95,615
95,615
95,615
7,968
7,968
7,968

16)

=

care
relmbursement

(5)

=

care
utilization
rate

=

Lease
payment
cash
flow

(4)
Net
cash
flow
(col. 1
minus 3)

=

=

2
3
4
5
6 renewal
7 renewal
8 renewal

(3)
Medi-

=

1

(2)
Medi-

=

End of
year

(1)

Total present value of cost of leasing

$267,784

PURCHASE ANALYSIS
Medi-

care
utilization
rate

care
depreciation
relmbursement

.2853
.2853
.2853
.2853
.2853
.2853
.2853
.2853

13,216
13,216
13,216
13,216
13,216
13,216
13,216
13,216

Medi-

End of
year

Straight
line
depreciation

Present
value
factor

Present
value

.909
.826
.751
.683
.621
.564
.513
.467

370,600
(12,013)
(10,916)
( 9,925)
9,026)
8,207)
7,453)
6,779)
6,171)

0 Purchase of equip-

=
=

(
(

(

(
(

X

=
=

X
X
X
X
X

=

X

=

=

X

=

X
X
X
X

=

X

=

=

X
X

=

X

=

46,325
46,325
46,325
46,325
46,325
46,325
46,325
46,325

=

=

1
2
3
4
5
6
7
8

=

me nt

Total present value of cost of owning

$300,110

CONCLUSION
It would be more economical to lease the equipment rather than to purchase as the present value of lease
payments is $267,784 as opposed to $300,110 for purchasing the equipment or 12.07% more expensive to
purchase.

appropriate rate to use in discounting the cash
flows? One approach to determining the rate is to
calculate the rate of return that could be earned
on these excess funds if they were not used for the
purpose at hand. This rate is often referred to as
the lending rate. For most time periods -given
prudent management of hospital funds -one
would expect that only safe investments would be
held. Safe investments would include short -term
securities of the U.S. Treasury, and certificates
from agencies, from banks and savings and loan
associations. These investments imply relatively
22

low rates of income, probably in the range of 5 %8 %.
Supposing the funds are to be raised externally
to finance the equipment, what is an appropriate
rate? Hospitals raise debt funds externally via the
sale of investor tax -free bonds and /or donations.
Because of the tax advantage, the bonds can be
issued at relatively low rates of interest. In addition, if a weighted average approach is used, the
combined cost of donations and debt is even lower. This is called the borrowing rate. Currently tax
free securities carry interest rates in the range of
MANAGEMENT ACCOUNTING /JULY 1979

Sensitivity to Timing of Lease Payments
Another questionable area regarding the calculating procedure of the lease analysis in Table 1
concerns the assumptions that the lease payments
and the reimbursements occur simultaneously and
at the end of the period. Typically, lease payments
are made in advance and the reimbursements, by
definition, occur after the payments. The more
common lease practices would call for the first
$95,615 lease payment to be made immediately or
spread through the year on a periodic basis -not
at the end of the year. The cash flow pattern is
dramatically affected if the lease payments are
made at the beginning of each year or during the
year instead of the end of the year.
The net cash flows are recomputed in Table 2 to
show the impact of making the payments at the
beginning of the year. The beginning -of -year cash
flows shown in column 4 are compared with end of -year payments used in the original analysis,
which are presented in column 5. The impact on
the cash flows is shown in column 6 which is computed by subtracting column 5 from column 4. As
shown in the table, changes are reflected in years
0, 5, and 8. As seen in column 6, the changes sum
to zero, but early outlays are increased and future
outlays are decreased. This change in the cash
flows has a substantial impact on calculations of
the discounted present value of the cost of leasing.
Discounted present values of these costs for selected discount rates are presented at the bottom of
Table 2. The leasing cost with this cash flow series
ranges from $305,251 to $329,582 at discount
rates of 10% and 5 %, respectively. All of these
costs exceed the present value of the computed
cost of owning alternative.
In summary, the assumption that the cash flows
occur at the end of the year together with the
assumption of a high (10 %) discount rate tend to
reduce the computed cost of leasing. If the calculations are amended to show the differences in the
timing of the cash flows and the discount rate, the
MANAGEMENT ACCOUNTING/JULY 1979

Table 2
CASH FLOWS COMPUTED ASSUMING LEASE PAYMENTS
ARE MADE AT THE BEGINNING OF THE YEAR
(1)
Year
0
1
2
3
4
5
6
7
8

(2)
(3)
(4)
Total
Medicare
Beginning
cash flow reimbursement of year"
95,615
95,615
95,615
95,615
95,615
7,968
7,968
7,968
-0-

-027,279
27,279
27,279
27,279
27,279
2,273
2,273
2,273

95,615
68,336
68,336
68,336
68,336
(19,311)
5,695
5,695
2,273)
(

5 % -6 %. Thus, the weighted average cost would
be somewhat lower than the cost of debt.
This discussion of lending and borrowing rates
implies that perhaps a relatively low discount rate
is appropriate for hospital decision making.
The 10% discount rate used in this lease analysis should be justified on the basis of the opportunity cost of funds held by the hospital. This point
is very important because the use of an artificially
high discount rate will cause the computed present value of the cost of leasing to be artificially
low. The cost of leasing declines rapidly, therefore, as the discount rate is increased. For this
reason, use of an artificially high discount rate
such as 10 %, although 5% may be more justified,
would cause the cost of leasing to be reduced incorrectly.

Net cash flows
(5)
(6)
End of
(4 -5)
ye a r "
Difference
-0 68,336
68,336
68,336
68,336
68,336
5,695
5,695
5,695

95,615
-0-0-0-0 (87,647)
-0-0 (7,968)

'Cash flows based on beginning of year lease payments
"Cash flows based on end of year lease payments as computed by medical center.

PRESENT VALUE OF LEASE COST AT SELECTED DISCOUNT
RATES; PAYMENTS AT BEGINNING OF YEAR
Discount rate
0.05
0.06
0.07
0.08
0.09
0.10

Present value of

cost

329,582
324,350
319,317
314,485
309,771
305,251

lease cost is increased by $37,467 when discounted
at the 10% rate and by $61,798, assuming that
5% is the appropriate opportunity cost of the hospital's funds.
In order to obtain an estimate of the leasing
cost if the payments were made throughout the
year, an average cost has been computed. Specifically, the estimate is the arithmetic average of the
cost of the beginning -of -period payments and the
end -of- period payments. These data are shown in
Table 3. This more conservative assumption results in a cost of $318,803 (based on payments
made throughout the year at a discount rate of
5 %), which is an increase in the cost of leasing of
more than $50,000 over that computed by the
hospital.
Sensitivity of Own Cash Flows to Discount Rate
The computations of the analysis of the purchase alternative assumes that the funds
($370,600) are currently available for the purchase of the CAT Scanner or can be obtained by
liquidating other assets. The assumption is that
the full price of $370,600 will be paid immediately
for the equipment and that the relevant cash inflows are the depreciation reimbursements from
Medicare. This amounts to $13,216 per year on a
straight line basis using the Medicare utilization
factor of 28.53 %. These net cash flows are dis23

Table 3
COST OF LEASING ASSUMING SELECTED
TIMING OF LEASE PAYMENTS AND SELECTED
RATES OF DISCOUNT
(1)
Discount
rate
.05
.06
.07
.08
.09
.10

(2)
End of
period

Timing of lease payments
(3)
(4)
Beginning
Thro ugho ut
of period
the year'

308,025
299,204
290,810
282,644
275,195
267,854

329,582
324,350
319,317
314,485
309,771
305,251

318,803
311,777
305,063
298,565
292,483
286,552

'Column data are the arithmetic averages of columns (2) and (3).

counted at 10% in the hospital's analysis. The use
of this rate of discount implies that funds not used
to purchase the equipment could be earning an
interest rate of 10 %. It is worth noting that the
higher the rate of discount the greater will be the
computed cost of owning. This point is clearly
demonstrated in Table 4 which shows the present
value of the cost of owning using several alternative discount rates. As shown in this exhibit, use
of the 5% discount rate reduces the calculated
cost by approximately $15,000 compared to the

Table 4
PRESENT VALUE OF OWNING
ALTERNATIVE AT SELECTED RATES
OF DISCOUNT WITH
AND WITHOUT SALVAGE
Pur c hase c ost

Discount r ate
.05
.06
.07
.08
.09
.10

No salvage

2 % salvage

285,183
287,926
291,087
294,653
296,850
300,094

280,173
283,286
286,780
290,667
293,135
296,564

hospital analysis.
One other factor to consider in deciding whether to lease or purchase is the residual value of the
equipment at the end of the eighth year. The original analysis assumed the salvage value to be zero.
Should one expect the asset to have some salvage
value it should be considered. For this reason, the
present value of the cost was also computed assumi ng a 2% salvage value on the equipment.
These data are also shown in Table 4 for selected
rates of discount.
Breakeven Discount Rates
As shown earlier, an artificially high rate of discount will cause the estimate for the cost of leas24

ing to be understated and simultaneously cause
the cost of purchasing to be overstated. Figure 1
presents a summary of cost comparisons based on
the various assumptions concerning the rate of
discount and the timing of the lease payments.
If the lease payments are made at the end of the
year and there is a 2% salvage value, the cost of
leasing is greater than the cost of purchasing at
discount rates of 5 %, 6 %, and 7 %. Because the
cost to purchase declines with increases in the discount rate there will be a crossover point or break even point rate at which it would become advantageous to lease. The breakeven point rate (A) in
Figure I is between 7% and 8 %. Thus, at rates to
the right of A, it is advantageous to lease. Under
these assumptions, unless the hospital can invest
its excess funds at a rate greater than 7 %, it
should purchase the asset. The assumption of the
analysis completed by the hospital was that the
hospital's lending rate was 10 %; therefore, the
conclusion was to lease.
A more realistic assumption concerning the
timing of lease payments is that they are made in
advance on an annual or monthly basis.
Figure 1 shows the cost of purchasing to be less
than the cost of leasing for the total range of rates
of discount shown if the lease payments are made
at the beginning of the year. The breakeven point
rate, when the lease payments are at the beginning
of the period, is greater than 10% (not shown on
the Figure) and would require that the opportunity investment rate of return on the hospital's
funds be in excess of this rate. This would seem to
be an unrealistic assumption to many hospital
managers. Given prudent management of hospital
funds, a rate lower than 10% may seem appropriate. Consequently, use of these perhaps more appropriate assumptions would change the decision
from favoring lease to favoring "own."
A more moderate set of assumptions is that the
lease payments are made throughout the year, for
example, monthly, and that salvage value is 2 %.
Under these assumptions, it would be more economical to purchase if the appropriate rate is 8%
and lower. The breakeven point rate occurs between 8% and 9 %. More specifically the point is
8.74% which can be found by interpolation. This
means that unless the hospital can earn in excess
of 8.74% annually on its investments over the
next eight years, it would be more economical to
purchase the asset than to lease it.
The breakeven point discount rate can be computed from relatively simple equations based on
the following variables.
I = initial outlay (price of equipment)
D = annual straight line depreciation
R = Medicare reimbursement rate (utilization)
L = annual lease payment
MANAGEMENT ACCOUNTING /JULY 1979
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On July 1, a new federal regulation goes into
effect which requires employers to make
advance Earned Income Credit (EIC) payments to eligible employees.
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To qualify, an employee (both spouses, if
married) must expect to earn less than
$10,000 in the given year, have a dependent
child and be a head of household.
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MSA's Payroll System eases the burden on
the employer by automatically calculating the
amount of the EIC payment with each paycheck.

Eligible employees may file a W -5 form with
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their em ployer. The em ployer is then respon-

sible for promptly issuing the advance EIC
payment with the next paycheck.
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Figure 1
PRESENT VALUE OF COST OF LEASING AND
PURCHASING AT SELECTED RATES OF DISCOUNT

100,000
18,000 — .4 (18,000 — 10,000)
100,000
_ 100,000
18,000 — 3,200
14,800
6.75

330
N

R
v 320
0
N

310
N

c

Lease payments
beginning of year

c 300

Zero salvage

N

o

0
a

A

2% salvage

290

Lease payments
throughout the year

280
C

a
d
a 270

Lease payments

end of year

260
5%

6%

8%

7%

9%

10%

Rate of interest
Purchase cost
Lease cost . . . . . . . . . . . . . . . . . . . . . . .

A;, = sy mbol fo r th e f ac tor fo r t he pr ese nt
valu e o f an ord inary annuity for t he
ith in terest rate an d n tim e periods

F; = symbol for the factor for the present
value of a single payment for the ith
interest rate and n time periods
n = life of asset
When the depreciation life and the period of
lease payments are equal and all cash flows are at
the end of the period, the breakeven point discount rate can be computed by solving the following simple calculation for A;, and locating this value and its appropriate rate of interest in a table of
present value factors for annuities.
I
= A,
L — R(L — D)
For example, consider equipment that costs
$100,000, has an expected life of 10 years that can
be leased for 10 annual lease payments of $18,000.
The hospital has a 40% Medicare utilization rate.
What is the breakeven discount rate if all payments and receipts occur at the end of the year?

26

The above formula computes the factor for the
present value of an annuity for 10 years at the
interest rate that will be the breakeven point. To
find the breakeven point rate, simply consult a table of Annuity Present Value factors. The break even point rate is observed to be slightly less than
8 % . Thus, if the appropriate discount rate is
greater than 8 %, the equipm ent should be leased.
Computation of breakeven points for other cash
flow patterns can be m ade by adapting this simple
equation. For exam ple, the eq uation adjusted for
beginning -of -year lease payments and end -of -year
Medicare reim bursem ents for depreciation and
lease paym ents is shown below. Th e equation
should be solved for i (sam e as internal rate of
return).
I — L = [ 0 — R)L + RD] A' '_`, +
R(D — L )F'
100,000 — 18,000
= [(1 — .4)18,000 + .4(10,000)]A``'9 +
.4(10,000 — l 8,000)F,n= ' 10 821000

= 14,800 A, "y + 3,200 1~n- ' 10i
= .1166
Use of the correct rate of discount would result in
a present value of $82,000 for the two values being
discounted. That rate is between 10% and 12 % .
At a 12% rate the present value is $79,884 while
at 11% it is $83,074. Through interpolation the
correct answer is seen to be 11.66 %. If the appropriate ra te of discount is greater than the break even point rate, the equipm ent should be leased.
Through the use of this m ethod, the decision to
lease or to purchase the equipm ent from existing
hospit al fun ds can be m a de by a dire ct com parison of the appropriate rate with the breakeven
point rate.
Selecting an Appropriate Discount Rate
When using discounted cash flow techniques to
analyze lease- versus -buy decisions, nontaxable
hospitals need to consider carefully the appropriateness of the rate of discount. An artificially high
discount rate will simultaneously decrease the
computed cost of leasing and increase the computed cost of owning. Therefore, there is a breakeven
discount rate which can be com puted and directly
com pared to the appropriate discount rate in
making the lease /purchase decision.
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How to Isolate Medicare Costs

By Donald F. Ching
Since its inception in 1965, the Medicare program
has reimbursed American hospitals for $100 billion of the costs of providing health care services
to program beneficiaries. The annual cost of hospital care for the program's 27 million' participants now approaches $20 billion.
The stated intention of Congress in authorizing
the Medicare program was that hospitals would
be reimbursed only for the costs of treating Medicare patients. Ideally, neither the hospitals nor
any of their non- Medicare patients are to bear any
of the costs of the Medicare program, and no costs
associated with the care of non - Medicare patients
are to be reimbursed to the hospitals by the program. The objective, therefore, of Medicare reimbursement procedures is to identify the costs of
treating Medicare patients.
It should be readily apparent that isolating the
costs of providing service to one particular type of
patient can become a fairly complex process. Because of this, the field of cost reimbursement has
become a highly specialized area characterized by
cost reimbursement specialists, reimbursement
software packages, and reams of publications
aimed at explaining the principles on which cost
reimbursement under Medicare is based.
Annually, each participating hospital must submit a "cost report" which represents the hospital's
calculation of the actual costs for which it should
be reimbursed, The submission of the cost report
is the culmination of a process of cost determinaMANAGEMENT ACCOUNTING /JULY 1979

tion which can best be understood when broken
down into its several distinct phases.
First, the hospital's financial records must be
maintained throughout the year in such a manner
that the costs and revenues associated with each
hospital department and activity can be identified
separately. In addition, comprehensive statistics
concerning services and charges to both Medicare
and non - Medicare patients and operations of the
various overhead or service departments must be
maintained.
Secondly, adjustments and reclassifications of
the financial records must be made to increase or
decrease allowable costs as required under the
Medicare regulations and to group the costs of
certain activities properly.'
Next, the cost of overhead departments such as
depreciation, laundry, and utilities must be allocated to the departments that charge patients for
services (revenue - producing departments). This
allocation procedure is known in the hospital industry as "cost finding."
Finally, the costs of each revenue - producing department must be apportioned between Medicare
beneficiaries and other patients. The costs thus apportioned to Medicare patients represent the
amount to be reimbursed to the hospital by the
government.
The maintenance of accurate statistics and the
proper adjustment and reclassification of the financial records are essential for the determination
of reimbursable costs. The cost finding procedure
and the apportionment of costs to Medicare and

tr

In its own way, the process of allocating costs for Medicare
reimbursement is just as delicate as O.R. surgery.
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non- Medicare patients are, however, the key elements of the cost determination process, and it is
these key elements which we will examine in
greater detail.
Cost Finding
Cost reimbursement requires some method of
measuring the volume of service rendered to
Medicare patients and to non - Medicare patients.
In a revenue - producing department, such as the
operating room, it is simply a matter of recording
the number of surgical procedures performed
(with some modification to be explained later) on
Medicare patients and those performed on other
patients. For a department which does not deal
directly with patients, such as Maintenance or
Personnel, the determination of service rendered
to Medicare patients is significantly more difficult.
To solve this problem, the hospital employs cost
finding procedures in which the costs of nonrevenue producing departments are allocated to revenue- producing departments where measures of
services rendered are more readily available.
In order to allocate properly the costs of nonrevenue- producing departments to revenue -producing departments, an objective and reasonable
basis of allocation is necessary. Consequently,
hospitals are required to develop statistical mea-

Table 1
BASES FOR ALLOCATING NONREVENUE
DEPARTMENT COSTS TO REVENUE - PRODUCING
DEPARTMENTS
NONREVENUE
COST CENTER
Depreciation—
buildings
Depreciation —
movable equipment
Employee health &
welfare
Administrative &
general
Maintenance &
repairs
Operation of plant
Laundry & linen
service
Housekeeping
Dietary
Maintenance of
personnel
Nursing administration
Central supply
Pharmacy
Medical records
Social service
Nursing school
Intern /resident
service
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BASIS FOR ALLOCATION
Square feet in each department

Dollar value of equipment in each department
Gross salaries in each department
Accumulated costs by department
Square feet in each department
Square feet in each department
Pounds used in each department
Hours of service to each department
Meals served in each department
Number of departmental employees housed
Hours of supervision in each department
Costs of requisitions processed
Costs of drug orders processed
Hours worked for each department
Hours worked for each department
Assigned time by department
Assigned time by department

sures of services or benefits rendered by each nonrevenue- producing department.
In some instances, nonrevenue costs can be allocated based on data that is readily available in
the hospital's financial records. For instance, the
costs of employee health and welfare benefits are
allocated to the various departments based on the
gross salaries in each department. More frequently, however, allocation of nonrevenue department
costs requires the hospital to compile or maintain
special allocation statistics for each nonrevenue
department.
The Medicare regulations prescribe bases for allocation of the costs of each nonrevenue cost center. While in certain special circumstances a hospital may be allowed to use some basis other than
the recommended basis, the recommended bases
listed in Table 1 are the ones most frequently
used.
It should be pointed out that in allocating the
costs of nonrevenue - producing departments costs
will be allocated to some areas for which reimbursement is not received. For example, the Medicare reimbursement principles specify that the
costs incurred by a hospital in operating a gift
shop are not reimbursable. Therefore, allocated
costs of a gift shop (i.e., depreciation, utilities,
etc.) are not considered in reimbursement calculations once the allocation has been made.
After arriving at the statistical bases for allocation, the hospital must choose a cost finding method. While a hospital may be allowed to use a
method requiring extensive reciprocal transfers
between the nonrevenue departments or a method
which uses a computer program consisting of numerous simultaneous equations, the standard
method and one most frequently used is known as
the "step down" method.'
The step down method takes into account the
fact that some nonrevenue departments provide
services to both revenue - producing departments
and to other nonrevenue producing departments
(e.g., the Housekeeping Department cleans both
the Physical Therapy area and the Business Office). Using the allocation statistics, all costs of
nonrevenue producing departments are allocated
to every department that has received services, regardless of whether or not the department receiving service produces revenue. Significantly, once
the costs of a department have been allocated,
that department is closed. No costs from any other department may be allocated to a closed department even though services may have been
provided.
Because a closed department can receive no further allocation, the order in which departments
are allocated is of some consequence. While virtually all departments in a hospital have some depreciable assets, if depreciation is the last nonrevenue cost center allocated, the cost can only be
MANAGEMENT ACCOUNTING /JULY 1979

allocated to the revenue - producing departments.
This conceivably could produce a much different
allocation pattern than if depreciation were allocated early in the process.
For cost reimbursement purposes, the department serving the greatest number of other departments and receiving services from the smallest
number is allocated first. Following a research effort designed to determine the most typical order
of allocation, the government issued regulations
prescribing a standard sequence for the allocation
of the costs on nonrevenue cost centers. The standard order is that in which the cost centers have
been listed in Table 1. Departures from the standard order require prior approval from Medicare
representatives.
Figure 1 presents a simple example of the step
down method. A glance at it should make it clear
why the method has come to be called "step
down."

tients receive basically the same mix ofservices.
Characteristically, Medicare patients receive
different kinds of treatment than other categories
of patients. Even though Medicare admissions to a
hospital may average 30% ofthe total admissions,
clearly 30% of the patients who pass through the
delivery room are not Medicare patients. Similarly, the Medicare utilization of the operating room
is normally fairly low because elderly Medicare
patients frequently are unable to tolerate surgery.
For these and other reasons, Medicare cost reimbursement principles require that a separate apportionment rate be determined for each revenue producing department.
In order to apportion the cost ofa department
between Medicare patients and other patients, an
objective and equitable measurement of services
provided must be established. A simple log of the
number of tests or procedures performed is suitable for some purposes, but it fails to give recogni-

Medicare cost
reimbursement
has become a
highly
specialized
field.

Figure 1
THE STEP DOWN METHOD OF COST ALLOCATION
Original
Allocation
Allocation
Allocation
cost of
of
Departmental
of
Departmental
of
Departmental
department depreciation
cost
maintenance
laundry
cost
cost

Maintenance
utilities

50,000

25,000

Laundry

20,000

O pe rat i ng
room
Radiology
Laboratory
Patient rooms
Total

-0 -

3,000

23,000

10,000

100,000

7,000

107,000

65,000

5,000

70,000

45,000

10,000

250,000

50,000

$630,000

$

$75,000

$

75,000

-033,000

$33,000

8,000

115,000

7,000

$122,000

7,000

77,000

1,000

76,000

55,000

5,000

60,000

-0-

300,000

45,000

345,000

25,000

$630,000

$

$100,000

$

$100,000

&

Depreciation

$630,000

-0-

60,000
370,000
$630,000

NOTE The allocations above are based on the statistics for square feet in each department and pounds of laundry used.

Cost Apportionment
Once all the allowable costs of operations have
been transferred into the revenue - producing departments, the only task remaining is to apportion
the cost of each department between Medicare patients and other patients,
One method of apportioning the costs would be
the computation of a per diem rate. Simply stated,
the total allowable costs would be divided by the
total number of days of care for the year and the
result would be the per diem rate. The Medicare
cost reimbursement for the year would then be
equal to the number of Medicare days of care
times the per diem rate.
Even though the per diem method appears relatively simple and straightforward, it has one serious drawback which prevents its use for Medicare
reimbursement purposes -it assumes that all paMANAGEMENT ACCOUNTING /JULY 1979

tion to the difference in complexity between the
procedures in a department. While both are radiology procedures, a simple chest X -ray is certainly
less costly to the hospital than a full -body scan
using a million dollar computerized tomography
machine.
To allow for degrees of complexity between
procedures in a department without requiring
burdensome statistics on the number of each type
of procedure performed, the government provides
for the use of the departmental method of cost
apportionment.
The departmental method uses charges as a
measure ofservices rendered to a patient. The reimbursable cost of a department is determined by
multiplying the total allowable departmental costs
by a fraction whose numerator is the total Medicare charges in that department for the year and
29

whose denominator is the total charges to all patients (including Medicare) in that department for
the year.
Allowable
Departmental
Costs

Costs incurred
in operating
a gift shop
are not
reimbursable.

Medicare charges

x

Total charges

= Reimbursable
Costs

The use of the departmental method assumes a
correlation between the hospital's cost for a procedure and the patient charge for that procedure. It
also assumes that the charge for a procedure exceeds the cost and that all patients are charged the
same fee for similar services. If it becomes evident
that any of these conditions does not exist, the
hospital must resort to special cost determination
procedures.
The departmental method uses charges to measure service in departments where a variety of
services are provided— Radiology, X -Ray, Laboratory, Cardiology, etc. It uses a slightly different
measure of service for areas where all patients receive basically the same services. These similar
service areas —known as "in- patient routine service cost centers" —are generally those areas in the
hospital where the primary service rendered is
nursing care; regular patient bed units, the intensive care unit, and the coronary care unit.
Use Per Diem Rate
In each routine service area the reimbursable

cost is determined by developing a per diem rate
for that area and multiplying the rate by the number of Medicare days of care in that area for the
year. The use of this per diem rate is feasible for
the routine service areas because all patients in
these areas are receiving the same basic service.
A framework for determining Medicare cost reimbursement includes the following steps: The
hospital's expenses are adjusted and /or reclassified as required by the Medicare regulations. The
cost of nonrevenue producing departments are allocated to the revenue producing departments.
The cost of each revenue producing department is
allocated between Medicare patients and other patients, using a per diem rate for routine care areas
and a ratio of charges in other areas. Therefore, a
hospital's reimbursement is equal to the total of
all costs allocated to Medicare in each revenue producing department.
The Medicare regulations also include provisions for special adjustments, cost limitations, interim payments to hospitals, and other fine points
which were not discussed. These other provisions
normally are applied within the cost allocation/
cost apportionment framework as it has been presented.
I In addition to the aged, Medicare provides coverage for persons eligible for Social
Security disability benefits and far victims of end -stage renal (kidney) disease.
2 Title 20, Pan 405, Code ojFederol Regulations. U.S.Government Printing ONica,
Washington, D.C., 1978.
3 In some accounting literature, the step down method is known as the secondary,
nonreciprocal method of allocating overhead costs.
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Developing Budgetary Models
for Greater Hospital Efficiency
The need for better management information of planning and
control was evident. It was also readily apparent
that hospital managers needed better information so they
could act rather than react.

By James D. Suver and F. Theodore Helmer
Hospital managers must spend considerable time
evaluating budgets submitted to them by their department supervisor. Yet given the unclear relationship between input and output, it is difficult
for them to know what budgetary areas should be
reviewed more thoroughly and which variables
truly drive the costs. In this article we will define
one technique that has been developed and currently is being used by one large hospital to answer the key question —given a limited amount of
time, which department budgets need to be analyzed in greater detail?
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The methodology used in this research effort is
Colorado Springs Pueblo Chapter, not new. Basically, it depends upon developing a
through which he
submitted this article. flexible budget concept for the major departments
in the hospital. A flexible budget generally is considered superior to a static budget for planning
and control because it can be adjusted for changes
in volume. The difficult task comes in identifying
which costs are variable and which costs are fixed.
For purpose of clarification, we will consider variable costs to be costs that vary with the level of
output and fixed costs to be those that do not vary
with output for the relevant range. For example,
the number of patients in a ward would be expected to influence the costs for drugs, meals, and
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some other individual services. This, therefore,
would be considered a variable cost. Costs such as
the building, utilities, and insurance, which would
not be expected to vary directly with the number
of patients, are fixed costs, and include such items
as the administrative staff, and depreciation expense.
Although simple in concept, the major difficulty
of this approach comes in analyzing those costs
that are both fixed and variable. For example, two
nurses may be able to provide service to five patients. The addition of a sixth patient means that
another nurse must be hired. Clearly, however,
the sixth patient should not be charged for the
entire costs of a third nurse because we can now
add a seventh patient without incurring additional
nursing salary expense. These costs, typically
called semi - variable (or semi - fixed), cause considerable difficulty in implementation of a flexible
budget concept. The administrator and supervisors normally do not know how much the costs
should vary with the changes in output, or even
what outputs should be measured. Many hospitals
use patient days as their output measurement, but
this is not the sole determinant of changes in total
costs. In most organizations, indirect costs have a
tendency to increase over time, for it is extremely
difficult to relate the resources consumed with the
output achieved.
When the hospital management was confronted
MANAGEMENT ACCOUNTING /JULY 1979

Model Development —Stage One
In the first phase of developing such a model we
collected the time - phased data that confirmed increasing costs and decreasing workloads. This
rather obvious conclusion caused management to
start investigating trends, only to discover that inflation was not the sole cause and that costs were
increasing without an adequate explanation.
When cost figures were deflated using GNP deflators for each month, an increasing cost relationship remained, thus suggesting that the wards
were becoming less efficient over time.

oped a regression model that could predict nursing salaries based upon historical cost and workload data. These models were developed from a
great matey modeling efforts using the DETRUTH regression option available as software
on a Burroughs 6700 computer. The resulting
models were found to be very effective in predicting salary costs for both the OB and medical /surgical wards based upon the planned workload.
Further, the existence of a flexible budget model
allowed the nursing supervisor to control nursing
salary costs for these two wards by making
monthly comparisons of forecast vs. actual costs
for the output achieved. Note that we are using
historical data and the predicted salary costs for
each ward are built upon their own past experience, using the efficiencies realized over this time.
By removing the inflationary trends in salaries,
the model should indicate that the level of efficiency on the ward should not decrease. (Unfortunately, this was not confirmed by the resulting models.)
At this stage, we operated the model in parallel
with existing budgeting systems, and the nursing
supervisor was given the predicted budgets each
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Table 1
REGRESSION FORECAST MODELS
Dependent variables

Independent variables

O.B. nursing salary

O.B. admissions
O.B. patient days
Time

Medical and surgical
Nursing salary

Medical and surgical
admissions
Medical and surgical
patient days of care
Total discharges
Time

Total salary expense

Total discharges
O.B. nursing salary
Time

Table 2
STATISTICAL VALIDITY OF THE MODEL

R2

F- statistic

Average
res idual
erro r

Average
erro r

O.B.
nurs ing
salary

72

22. 16

$700. 2

3.7%

Medic al 8
surgic al
nursing
salary

63

14.92

$7703. 7

3.400

Total
salary

92

121. 48

$18, 256. 9

2.1 °o

MODEL

%

with this situation, they were quick to respond
with standard answers pointing to increased case
complexity and lower pay scales in the past that
had caused recent salary increases. Yet, data from
the obstetrics ward could not substantiate the
case -mix claim. It was recognized that normal salary increases would cause some cost increases in
relationship to the workload, and many of the resulting models allowed for this inflation. Even
with some of these explanations, the need for better management information for effective planning
and control became even more evident. It was
readily apparent that hospital managers needed
better information so that they could act rather
than react in their decisions.
Other studies have identified the same kind of
problems with costs increasing over time. Most of
these studies, however, required a considerable
amount of data collection. We believe this limits
the usefulness of applying the methodology to
other hospitals and also restricts an updating of
the model. For these reasons, data from the Hospital Administrative Services (HAS) reports were
used. The HAS is the foundation of a uniform
cost reporting system in which most U.S. hospitals participate. Using the HAS report enables a
hospital to report cost data in a consistent manner. We recognize that some of the data may be
erroneous in the sense it was reported and combined improperly in a method different from what
the collection agency proposed. We do not, however, plan to make interhospital comparisons and
believe the only way the reported data will be improved is for the data to be used by the reporting
hospital in its internal control system.
Because of the importance of nursing salaries in
the total operating budget, we decided to concentrate on these areas first. Other salaries and expenses we could add to the budgeting model at a
later time. The OB/GYN ward was selected for
the first departmental test area because of the slow
rate of technological change compared to other
areas of the hospital. When this proved successful,
medical /surgical ward models were developed.

Model Development —Stage Two
In the second phase of this research we develMANAGEMENT ACCOUNTING /JULY 1979

35

month for three months. By comparing actual
costs with the predicted costs from the models,
refinements in the models were made, and the
nursing supervisors gained confidence in the technique. The nursing supervisors were now "managing by exception" by directing their attention to
the deviations from the forecast.

Figure 1
O.B. NURSES SALARY vs. TIME
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Figure 2
MEDICAL /SURGICAL NURSES SALARY vs. TIME
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The findings of this study fall into two interrelated categories. First, we have developed and analyzed nine regression models relating workload
and nursing salary to time. Second, we have developed multiple regression models for OB ward
nurse salary, medical and surgical nurse salary,
and total hospital salary expense. These models
are shown as Table 1.
The statistic validity of the models is shown in
Table 2, It clearly demonstrates that the models
are sound from a statistical point of view. Figures
1, 2, and 3 compare the actual costs of the past 35
months with the model predictions. Several points
concerning the usage of the above described models must be clarified at this time. First, single variable time series regression analysis can serve as a
useful indicator of trends in both cost and workload. These models allow hospital administrators
to project workload and costs for future budget
preparation in a very simple and quick manner.
Second, the multiple regression forecast oriented
models for nursing salary serve to inform administrators of what the nursing salary budgets should
be in future months based upon forecast workload. These models can be evaluated with various
workload assumptions and thus can provide the
administrator with an idea of budget /workload
relationships. In short, models forecasting nursing
salary as accurately as those described in this article can serve as a powerful tool for administrators
to employ a flexible hospital budget tied to workload projections.
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Focusing Management Attention
The cost prediction models that were developed
provide the nursing supervisor with monthly and
yearly nursing salary predictions for two major
wards as a function of workload. For any given
level of projected monthly workload, costs can be
estimated based upon historical levels of efficiencies. Costs that fall within the predicted levels can
be considered normal, and management's attention can be focused on the exceptions, i.e., areas
that are outside the expected behavior. Such issues
as inflation, nurse skill mix, intensity of care, and
improvements in efficiency, can be considered as
possible explanations for the observed deviations,
but the key point is that management's attention
is now being focused on the few crucial issues.
The models developed are currently being used by
Continued on page 39
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Woodland Hospital
Computerizes to Reduce
Administrative Costs
In addition to substantial cost savings, the benefits include
increased program flexibility and a faster, more efficient operation.

By Ken Jessee
Health care costs continue to soar but hospital
administrators have been able to make a substantial, cost- effective stand by computerizing their
office operations. Now, with software tailored exclusively to the needs ofhealth care facilities, even
greater economies can be expected.
About three years ago at Woodland Memorial
Hospital, Woodland, Calif., we began to realize
that the outside computer service bureau we were
using for our accounting functions simply wasn't
providing us with the variety and immediacy of
information that we required. The data processing
service was reliable, but it was based in Iowa, and
it took two days by special messenger to receive
our reports.
A 114 -bed hospital serving about 560 inpatients and up to 3,000 out. - patients a month,
Woodland Memorial averages nearly 70% bed use
with 110 doctors using our facilities. As the first
effort to solve the problem, our administration decided to acquire a minicomputer. Unfortunately,
the equipment operated so slowly that within 90
days the accounting department paperwork was
two months behind. We began a search for a betMANAGEMENT ACCOUNTING /JULY 1979

ter system, and settled on a Basic Four Model 600
because of the MEDIFACS software that had
been developed by Basic Four Corporation, an
MAI company, Tustin, Calif.
Our Model 600 consists of 48K of memory,
coupled with three disc drives that provide another 30 megabytes of on -line storage, three video
display terminals (VDTs) and a 300- line - per -minute printer. Another VDT and printer are planned
for use in the out- patient area. We started to install the equipment on Saturday, June 9, 1977,
and by the following Thursday we were up and
running.
The ease of installation and ease of use are very
important benefits of the Basic Four computer,
but from our standpoint, the most important feature was the software support. Basic Four MEDIFACS is a financial and statistical data processing
system for small and medium size hospitals developed by BFC Industry Marketing. The complete
system consists of both hardware and software especially designed to handle a wide range of functions such as admissions, out - patient registration,
Medicare and Medicaid claims, patient bills, accounts receivable, accounts payable, payroll, general ledger accounting and financial reports.
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Five-Module System
Our MEDIFACS system consists of the following modules:
1. The Patient Admissions and Logistics Module handles all in- patient pre- admissions, admissions, transfers and discharges, as well as all emergency and out - patient processing. It also processes
a patient's personal, financial, and guarantor information. Complete census reporting is an automatic by- product of this module. The Nursing
Station Census supplies each nursing station, in
sequence, with a daily list of patients by room
number and bed. The alphabetic Census can be
used by telephone operators, reception, admissions, and other administrative offices. This module can also produce a variety of reports including
Physician Census, Religion Census, Diet Census,
and Financial Class Census, depending on hospital requirements. All entries made in this module
interface with the Patient Accounting and Billing
Module, as well as the Patient Accounts Receivable Module to provide complete in- patient and
out - patient processing.
2. During a patient's stay, the Patient Accounting and Billing Module automatically updates
room and bed charges through the census reporting activity. Other services can be pre - priced and
automatically billed to minimize clerical errors in
processing charges. A final bill is generated giving
an itemized detail of every charge plus a summary
of charges by department. This provides patients
and insurance carriers with all the data needed to
confirm and process payments.
3. The Patient Accounts Receivable Module
produces patient statements and insurance accounts while providing an overview of cash flow.
When a final bill is completed, the detail is summarized leaving a balance forward. The balance
forward is printed each billing cycle until the account is paid off. All payments or adjustments are
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accepted and are retained in detail. These reports
reflect the status of patient accounts for credit and
collection control.
4. All outstanding payments due to vendors for
merchandise or services are reported by the Accounts Payable Module, which allows cost reductions by keeping track of payment schedules for
vendors' discounts. When invoices are approved
and entered, a cash requirements printout is produced. The financial officer can then scan this
printout to determine all outstanding invoices,
their available discounts, and various due dates.
5. The General Ledger Module provides management with comprehensive daily, monthly and
year -to -date financial reports for each service rendered by the hospital. This module can furnish
daily posting and a complete trial balance and financial report upon demand throughout the
month. A general journal feature allows us to enter financial transactions into the system at the
detail ledger level. Entries are accepted in double
entry form to maintain ledger balance. This capability allows the module to operate as a "stand
alone" or independent system. When the General
Ledger is implemented with other accounting
modules, automatic detail journal posting is accomplished as part of those modules. Although
the system doesn't restrict the number of account
codes or the method of preparation for account
charting, MEDIFACS follows the recommendations of the American Hospital Assn. and the California Hospital Financial Commission.
Easy -to -Use System
In addition to the basic capabilities of MEDIFACS, there were a number of other reasons for
choosing this particular computer. Although I
have been trained in COBOL, I find BUSINESS
BASIC programming language much easier to
use. More importantly, the system is designed to
be used by existing personnel, even if they have no
prior data processing experience.
Another plus to the system is its "interactive"
approach, which simply means that the same job
can be run on more than one VDT at the same
time.
Our system costs about $3,000 per month, compared with $6,000 we would now be paying if we
were still using the time sharing system. We have
added one person to our data processing staff, but
our cost savings are still substantial.
More importantly, our accounting processes are
far more streamlined, and we are able to function
faster and more efficiently. With shared time we
had to put in special requests in detail for any but
routine reports. Now we are able to spin off our
own one -shot, customized reports, often in minutes. With this fantastic increase in flexibility, any
accounting - related function of the entire hospital
benefits from increased efficiency.
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One example is a new system of general ledger
reports we are preparing for the board of directors. What used to involve three or four days of
manual typing now is generated by computer in
only 35 minutes. This kind of general ledger reporting is making it possible for us to adopt a
much tighter budgeting system at the hospital,
which is still another major cost - saving benefit.
Cash flow and customer relations are both improved by reports relating to insurance payments
and other patient account activity. On -line patient
inquiry gives the business office daily access to account status, as opposed to weekly status printouts. Billing immediately after insurance payments provides for faster balance collections.
With our previous computer, it took nearly two
days to input one day's activity. Now, with two

people working the day shift and one person
working at night, all of the information collected
during the day can be entered into the computer
and be ready for use the next morning.
From our point of view, then, a specially -tailored software system has opened many new
doors. Some of the benefits we are realizing can be
immediately quantified; others, not so easily but
we know they are present, nevertheless.
The fact that each of the program modules can
be changed when expansion is necessary or our
reporting requirements change is extremely valuable, for example. This kind of flexibility assures
us that as Woodland Memorial Hospital is challenged to serve under new and more stringent
conditions, our internal systems will continue to
mature to meet the challenges.
❑

DEVELOPING BUDGETARY MODELS FOR GREATER HOSPITAL EFFICIENCY
Continued from page 36
the hospital studied, and the results obtained so
far suggest that they are far superior to any existing management procedures. We have given the
nursing supervisor a technique to allow her to
budget her costs more effectively using a flexible
budget and to control her operation by concentrating her attention to abnormal deviations in
salary costs.

Figure 3
TOTAL SALARY vs. TIME
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This research is currently being expanded into
the remaining wards of the hospital. The results of
this research to date have been both encouraging
to us and beneficial to the hospital. We are currently working the nursing supervisors on each
ward to analyze and evaluate those data points
that are beneath the regression line. In this way,
we will further our understanding of the efficiencies we witnessed during these low -cost and high cost months so that we might better capitalize on
the observed efficiencies, modify our data to allow
for any irregularities, and develop a new model
which would give the hospital the necessary salary
budget projections based upon anticipated efficiencies. This finely -tuned model would provide an
even greater predictor of salary costs as a function
of workload.
❑

MANAGEMENT ACCOUNTING /JULY 1979

831858.

4

784504.

;

737151.
x-

� v

689798.

642445.
10
Estimated
Actual•�•�•-----�-�-�-�-�--

20

30

Time by month through September 1977
R2

.92

39

Is Financial Reporting
Influencing Internal
Decision Making?
If managers do not reduce the impact of external financial reporting
on strategic planning, they may be substituting short -term profits for
the long -term survival and growth of the organization.

By Stephen F. Jablonsky and Mark W. Dirsmith
The discounted cash flow (DCF) technique has
long been suggested as a mechanism appropriate
for making capital investment decisions and evaluating performance. Empirical evidence has suggested, however, that this model has not been as
widely adopted by the business community as
Stephen F. Jablonsky
is assistant professor might be expected.
of accounting and
Issues related to the dysfunctional consemanagement
quences
of performance evaluation have long been
information systems at
Pennsylvania State recognized. In a pioneering article, Ridgway'
University. He holds a
Ph.D. degree from the sought to examine the construction and use of
University of Illinois and performance measures at all levels of the organiis a member of Central
Pennsylvania Chapter, zation, including the evaluation of profit centers
through which this in decentralized companies. Ridgway concluded
article was submitted.
that if a certain type of information is collected
and disseminated to organizational members, it
may be interpreted by these individuals as defining
important aspects of organizational activity and
would, therefore, tend to influence their behavior,
although not necessarily as intended.
Financial accounting information is collected
and disseminated to the financial community
where it is used in the evaluation of organizational
activity. One, therefore, must ask, "Does this information wrongly influence decision making
within the organization ?"
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Accrual Numbers vs. Cash Flows
The proponents of the DCF method for making
capital budgeting decisions and evaluating subunit
performance have long heralded its characteristics. Given the advantages of the DCF approach it
seems logical to assumAhat it would have been
quickly adopted by the business community.
However, such has not been the case.
In a 1965 study, Robichek and McDonald'
found that of 163 firms selected for examination
from the Fortune 500 list of companies, less than
half employed the DCF technique in making capital budgeting decisions. Similarly, in a 1966 study
concerned with examining the approaches taken
to evaluate divisional performance, Mauriel and
Anthony' found that approximately 60% of the
firms participating in their mail survey employed
an accounting return on investment (ROI) criterion in evaluating divisional performance. Furthermore, it was found that generally accepted
accounting principles tended to influence the
methods used in calculating the profit and investment base of the division.
Consistent with earlier studies, Fremgen° in
1973 found that ROI and payback benchmark
techniques are still widely used in companies having large annual capital budgets. Indeed, it was
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found that for companies having capital budgets
in excess of $100 million, 72% used payback
benchmarks and 60% used an ROI criterion in
making decisions. For these same companies,
31% thought that the accounting return on investment criteria was the most important technique employed in making capital budgeting decisions, second only to the discounted rate of return
method. Curiously, Fremgen found that nonuse of
DCF is most prevalent in organizations having
the largest capital budgets where one would expect to have the most expertise available to understand and use DCF. Similarly, in a 1977 study,
Gitman and Forrester` found that 53.6% of the
high stock price growth firms in their study primarily used a discounted rate of return method (a
DCF technique) in making capital budgeting decisions, but 25% of the firms indicated that the accounting return on investment was the primary
method employed.
Some reasons for the continued importance of
the payback benchmark and ROI techniques in
making capital investment decisions include: (1) a
lack of understanding of the DCF approach by
corporate management; (2) an inability to predict
specific cash flows associated with a capital asset
or division more than a few years into the future;
and (3) a preference for payback benchmarks by
risk adverse corporate managers with strong liquidity preferences.
In a classic article, Lerner and Rappaport'
thought that the explanation lay elsewhere. Reasoning that external decision makers use financial
accounting information to evaluate organizational
performance, they concluded that corporate managers may be motivated to optimize accrual performance measures rather than unreported, but
perhaps more relevant, projected cash flows. For
example, in making capital investment decisions,
management would be motivated to select those
projects which would cause externally reported
earnings figures to grow at a steady rate rather
than those projects which would produce erratic
earnings figures, even though they may have a
more desirable cash flow associated with them. It
is important to underscore the Lerner and Rappaport conclusion that the conflict between organizational objectives and external performance evaluation criteria is resolved in favor of the external
performance evaluation criteria.
The use of ROI in making capital budgeting
decisions may be a reflection of this conflict, but it
cannot be attributed to it alone. More recently,
Rappaport', basing many of his remarks on a
Business Week survey, indicated that bonuses as
compared to executive salaries are becoming an
increasingly important component of the compensation package. These bonuses, at least at the divisional level, are generally determined by divisional
profits or ROI, increases in divisional profits over
MANAGEMENTACCOUNTING/JULY
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time, divisional profits as compared to other entities in the industry, and achievement of a stated
profit or ROI target. Thus, companies may be formally biased in the direction of using accrual accounting numbers in internal decision making.
A similar conclusion is implied in a discussion
of accounting information by Stern.' Stern reasoned that the use of financial accounting information, or more specifically earnings per share
(EPS), will result in misguided investment decisions and that sophisticated investors are able to
sort out distortions created by accounting data by
means of using additional information about the
organization. This process of searching for and using additional information results in relevant information about the company's activities and
prospects of security prices, thus inducing these
prices to fully reflect all publicly available information. Stern indicated that sophisticated investors gather additional information in order to discount expected future earnings, less the amount of
new capital needed to generate future earnings, to
arrive at a free cash flow (FCF) amount which, in
turn, will affect security prices. Stern's FCF model focuses on the existing organization and on the
organization as a changing entity by emphasizing
the following: net operating income, the amount
of and expected rate of return on new capital investments, the time frame of the investment
streams and related returns, the risk of established
organizational activity as perceived by investors,
and cash flows associated with the sources of financing. Thus, it would appear that from the perspective of external performance evaluation, DCF
techniques which are being applied to estimate
free cash flows are being used by sophisticated investors, as well as sophisticated management in
assessing the organization's fitness for the future.
If this perspective does represent the true state of
the world, then why do the accounting return on
investment and payback techniques play a dominant role in capital budgeting decisions in a large
number of companies? To answer this question,
we must consider the form versus substance issue
in financial reporting.
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Reported Earnings—Are They Understood?
The effects of alternative accounting practices
are often debated with respect to their impact on
reported earnings. The current controversy surrounding the accounting treatment for the oil industry's exploration and development activities is
a case in point. Briefly, opponents of the successful efforts method of accounting, the treatment
recommended in FAS No. 19, have predicted a
series of dire economic consequences for the oil
industry if this statement is allowed to stand because of its impact on reported earnings. At the
base of the argument against the successful efforts
method is the position that the accounting treat41

The market
does not react
to "cosmetic"'
changes in
earnings
figures.
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ment used for external financial reporting will influence decisions made within oil companies, such
as reducing future efforts to explore and develop
new oil fields.
Horngren', however, indicated that such a position is predicated upon the mistaken belief that
investors in the aggregate can be fooled by the
accounting treatments used in preparing financial
statements. Evidence in support of efficient capital
markets suggests that the market is not fooled.
That is, the market does not react to changes in
earnings figures that are merely a result of changes in accounting treatments which are devoid of
economic substance, for example, a change from
one accounting treatment to another that reveals
no new information about the economic activity
of the organization. Thus, Horngren underscores
a critical difference between form and substance —
investors are not influenced by variations in the
form in which financial information is presented
but are influenced by the substantive economic activity of the organization.
Given an efficient capital market, it would seem
naive for managers to believe in the "bottom line
mentality" of investors. Carrying Horngren's argument one step further, managers should not be
influenced in their own decision- making activity
by variations in accounting numbers where these
variations are not attributable to substantive economic events. Indeed, research findings related to
the income smoothing hypothesis seem to support
this contention. Basically, the income smoothing
hypothesis states that changes in the generally accepted accounting principles used to generate financial statements may be manipulated so that reported income streams are not widely fluctuating.
The evidence obtained to date generally rejects
this hypothesis. Thus, it would seem that management does not believe that investors can be fooled
by variations in form.
Concerning the distinction between form and
substance, two empirical studies which examine
the effect of external financial reporting on internal decision making appear to be especially germane to the current discussion. The first may be
described as focusing on change in the form of
financial information. The second is concerned
with changes in the substance of the firm activity.
The first study, conducted by Arnold and Keller10,
examined the extent to which the financial reporting system influences internal decision making.
This inquiry investigated if the accounting method adopted for the investment tax credit affected
the investment patterns in plant and equipment by
major companies in various industries. The two
accounting treatments considered were flow through and deferral methods. Arnold and Keller
reasoned that because the investment tax credit
treatment affects externally reported earnings, decisions made within the organization should be

influenced if managers are in fact concerned with
reported earnings. They hypothesized that the investment tax credit accounting method adopted
by major companies has affected their acquisition
of plant and equipment. A matched sample consisting of eight pairs of for - profit, nonfinancial organizations in eight industries was selected with
both accounting methods represented in each pair.
Results indicated that the method used did not
influence internally made plant and equipment acquisition decisions.
Following Horngren's position, this variation in
form of treating the investment tax credit is devoid of substance and should, therefore, have no
impact on investor decision- making behavior. If
investors are not influenced in their decision making, it would seem that management would in
turn not be influenced by changes in reported
earnings generated by differences in accounting
treatment in making capital investment decisions.
Thus, the results obtained by Arnold and Keller
are to be expected. But what if changes in reported earnings involve substantive events?
The second study conducted by Dirsmith" was
designed to determine whether externally reported
financial information had a differential impact on
internal decision making when a firm was faced
with a disruption in the supply of raw materials.
Decision makers could react to the disruption
with one of three basic responses corresponding to
Anthony's 12 decision - making typology. That is,
they could consider the disruption as an operating
control, management control, or strategic planning problem and employ the related decision
strategy. According to Anthony, as the progression is made from operating control to management control to strategic planning, the underlying
decision processes become more complex, ill -defined, externally oriented and creative; the time
frame becomes longer; the appraisal of organizational performance becomes more difficult; and
solutions to problems cannot be dealt with via
programmable decision models.
The question addressed was whether this progression resulted in greater or reduced importance
of externally reported financial information.
Dirsmith reasoned that increased importance
would be placed on financial statement information when the disruption was considered at a strategic level because the potential is more likely for
major changes in the goals and objectives of the
firm. When significant changes in organizational
goals and objectives are contemplated, a major
point of reference that both investors and managers can turn to is financial information reported in
published financial statements. It was hypothesized that as the progression is made from operating control to management control to strategic
planning decisions, the external impact on financial statements becomes a more important considMANAGEMENT ACCOUNTING /JULY 1979

eration for management personnel in their decision- making activity.
Not only is there consideration given to financial statement impact after the decision is made,
but its consideration pervades the decision process
itself. It was further hypothesized that as the progression is made from operating control to management control to strategic planning decisions,
financial accounting information per se is more
actively used by management in its decision -making processes.
These hypotheses were tested by distributing a
questionnaire to corporate managers and independent auditors which described a hypothetical
organization dealing with the shortage in raw material. Three responses to this raw material shortage, corresponding to Anthony's classification,
were described in the questionnaire. Study participants were asked to indicate the role played by
financial accounting information in formulating
these responses. The results obtained strongly indicated that both hypotheses be accepted. Thus, it
was inferred that externally reported accounting
information does influence decision making within
the firm and, more specifically, that it had its
greatest effect when strategic planning decisions
are involved.
Dirsmith concluded that a paradox appears to
exist with respect to the use of historically -based
financial accounting information by investors and
managers. At a time when a firm must explore
new and uncertain activities to insure organizational growth and survival, historical cost financial statements which reflect the status quo are a
principal point of reference in the strategic planning decision process. Financial reporting, therefore, acts as a constraint to formulating strategies
and, thus, externally reported accounting information does influence internally -made decisions
when this information involves issues of economic
substance.
Factors that Influence Financial Reporting and
Strategic Planning
The implication that the financial reporting system influences strategic planning was discussed
with both corporate managers and independent
auditors in numerous informal meetings by the researchers. Many individuals indicated that such
an influence quite probably does exist and that
there are many factors which condition this relationship. Some of these factors include: the distance between management and investors —the
more closely associated these groups are, the
weaker the influence on strategic planning, probably because there are additional, viable communication channels available in such contexts; the mix
between short- and long -term investors —the
greater the proportion of long -term investors to
short -term investors, the weaker the influence,
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probably because such individuals are more interested in the long -term survival and growth of the
company and are, therefore, more willing to tolerate reported earnings fluctuations caused by the
implementation of strategic plans; and the nature
of understandings between management and individuals supplying capital —the greater the flows of
funds are bound by contractual agreements or
long established understandings, the stronger the
influence. Another factor is the stability of the
company or industry. If the activities of a company /industry are very stable, the stronger the influence will be in comparison with companies/industries that are changing rapidly — probably because
sophisticated investors become attuned to looking
for major changes in organizational activity if
there is a precedent for such change.
Some of these views are supported by the Gitman and Forrester and the Fremgen studies, although some considerable leaps of faith are required. First, concerning the closeness between
management and investors, Fremgen found that
the use of ROI was greater for companies having
large capital budgets. If the size of capital budgets
is roughly determined by the size of the company,
and if large companies have a larger, more diverse
group ofinvestors with perhaps a weaker communication linkage, then one would expect to find
internal decision making constrained by financial
statement impact.
Second, concerning the nature ofunderstanding
between management and suppliers of capital,
Fremgen found that the most important external
factor influencing internal decision making, such
as capital rationing, concerned a limit placed
upon new debt by some agreement with outside
parties (for example, bond indenture). The second
and third most important internal factors concerned management's desire to maintain a regular
dividend policy, thus restricting funds available
for new investment, and their desire to maintain
some specific earnings per share or price - earnings
ratio thereby restricting the ability of the organization to issue additional shares of common stock.
Third, concerning the stability of the company/
industry, Fremgen found that the second most important nonfinancial factor which influences capital investment decisions within the organization
involves a perceived necessity by management to
maintain existing programs or product lines. Indeed, fully 79% of the firms participating in this
study thought that this was an important consideration. This finding strongly supports the contention that strategic planning, one aspect of which
deeply involves redefining product lines, is influenced by concerns other than discounted cash
flows, such as the impact on financial statements.
In a similar vein, Gitman and Forrester found
that for the companies examined in their study,
which included only high stock price growth or-
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To reduce
adverse effects,
management
should alter
methods of
measuring
division
manager
performance.

ganizations, accounting rate of return played a
less important role in the capital budgeting process than for companies in the Fremgen study
which did not use the stock price screening mechanism. Gitman and Forrester found that only
25 % of the companies responding to their questionnaire perceived accounting return on investment to be the primary means by which capital
investment decisions were made (internal rate of
return amounted to 53.6 %), as compared with
Fremgen's study in which 31% viewed accounting
returns on investment as the most important
means by which these decisions are made for companies having large capital expenditures (time adjusted rate of return amounted to 34 %). These
results would be consistent with the view expressed here that the financial reporting system
would not have as great an impact on internal
decision making for companies that can be characterized as changing rapidly —if it can be assumed that high stock price growth companies are
those that are dynamic rather than stable.
Implications for Management
We conclude that the financial reporting system
does have an impact on internal decision making.
When large capital expenditures are involved or
when a strategic decision of major economic consequence is made, managers tend to emphasize financial accounting information in making their
decisions. To the extent that internal decision
making is wrongly influenced by the external financial reporting system, we believe that the process of financial accounting policy formulation by
the Financial Accounting Standards Board and
other bodies should be made sensitive to the needs
of reporting entities.
But, does reporting entity involvement influence standards setting? In the case of FAS No. 14,
reporting entities were strongly opposed to the exposure draft suggestion that intersegment transfers be accounted for using market related transfer
prices, regardless of transfer prices used for internal purposes. Companies responding were influential in having this suggestion dropped in the final
pronouncement in favor of using transfer prices
employed within the organization, thereby allowing a congruity between internal and external information and evaluation ". Simply stated, corporate management can affect financial reporting
policy pronouncements and should become even
more involved in responding to suggested changes
in financial reporting.
The nature of policy issues to be addressed
should not be constrained to the rather mundane
level of selecting between various methods of accounting treatment, such as LIFO vs. FIFO inventory treatment, or flow through vs, deferral
treatment of income tax credits. Nor should the
issues addressed be totally concerned with pro-
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nouncements made by the FASB. The issues that
must be addressed concern more aggressive, forward- looking forms of financial reporting. For example, more use could be made of providing forecast information in 10K Reports filed with the
SEC as allowed on a voluntary basis according to
an amendment to rule 14a -9 of the Securities Exchange Act of 1934. This channel of communication could reflect the financial statement effect of
strategic plans and explain any interruptions in
earnings data. The increased use of this channel
might be an especially valuable device for stable
firms in that it might be used as a forum for discussing new organizational directions.
Additionally, the business community should
support the conclusions of the Advisory Committee on Corporate Disclosure to the SEC which
recommended that reporting entities be encouraged to experiment with disclosing .soft information by the institution of safe harbor rules. This
soft information would include such items as:
changes in such critical expenditures as R &D; the
explanation of earnings variations; earnings projections; and planned capital expenditures. Obviously, such disclosure could reduce significantly
the constraints imposed on strategic planning by
the current financial reporting. system.
Finally, management could reduce the impact
of financial reporting on internal decision making
at the divisional level by altering the methods
used to evaluate the performance of divisional
managers. Rappaport suggests three approaches
to integrating management incentives and strategic planning. First, the period over which performance is evaluated should be extended to fall
more in line with the strategic planning time
frame, Second, multiple criteria such as market
share, productivity levels, product quality measures,' product development measures, and personnel development measures should be used to
evaluate managers. Third, accrual accounting
numbers such as ROI could be adjusted to be
more consistent with the DCF model, that is DCF
could be used subject to an earring's constraint. ❑
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Capital Budgeting in the
Forest Products Industry

■

Forest product companies do have formal capital budgeting
systems but they need to improve risk adjustment techniques and
post -audit procedures.

Jack C. Bailes is an
associate professor of
accounting at Oregon
State University. This
article was submitted
through the Salem
Area Chapter, of which
he is a member.

By Jack C. Bailes, James F. Nielsen
and Steve Wendell
The most commonly recommended capital budgeting techniques involve the discounting of future cash flows to determine either net present value (NPV) or internal rate of return (IRR). On a
conceptual basis, these measures have been conclusively demonstrated to be superior to such other frequently encountered capital management
criteria as payback and average rate of return. In
addition, methodologies have been developed to
show how risk can be included in the analysis of
capital projects. These methods include certainty
equivalents, risk - adjusted discount rates, and sensitivity analyses.
There are no significant reasons why these capital budgeting evaluations and risk measurement
techniques could not be applied to the forest products industry. However, there is a dearth of empirical studies of the actual capital budgeting
practices of forest products firms. The case study
and survey described here are designed to correct
this situation.
About the Case Study
The case study traced the six -year development
of a capital budgeting system for a medium -sized
forest products company. The company's objective was to develop a straightforward method for
internal allocation of capital resources. In the
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past, the operating heads simply met and discussed their capital needs, agreed upon priorities,
checked with the treasurer about available financing, and, in the absence of restraints, initiated a
purchase or construction order. These individuals
constituted an operating committee, the major
function of which was to review and process capital requests and to handle other responsibilities
primarily concerned with day -to -day operating
decisions.
Each member of the committee was either a department or division manager. The committee met
twice monthly and reviewed operations in all areas. Requests for capital expenditure were presented orally and approved by simple majority
vote. The results of the meeting were submitted to
the board of directors, with recommendations.
Upon approval by the board of directors, the
manager submitting the request was authorized to
implement the project. This system had many advantages: It was simple; it required very little time
to respond to a particular need, and minimal time
was required to prepare the request because there
was no need for detailed financial computations.
On the other hand, the original system also had
its shortcomings: Long -range capital positioning
was being determined on a short -term basis; there
was nothing to insure or indicate that a project
would have a return that exceeded the internal
cutoff rate or the cost of capital, and rhetoric
could have as much influence on the approval of a
MANAGEMENT ACCOUNTING /JULY 1979

project as would the probability of its financial
success.
Moreover, those voting on the project were generally less well - informed than the person making
the presentation. Because there was little or no
documentation, they could be voting on a project
as they perceived it to be rather than as it actually
was presented. Also, there was no organized or
systematic method of feedback to identify overruns or underruns, and there were no assurances
that good capital projects presented later in the
fiscal year would be approved ifa heavy load of
marginal requests had been approved earlier in
the year.
In summary, the disadvantages centered
around the absence of a long -range planning approach to capital budgeting. Short -range considerations were affecting long -range capital decisions.
This procedure promoted suboptimization at the
division level, particularly as the firm grew larger
and more diverse.
Developing a New System
In developing a more sophisticated capital budgeting system, the company was confronted with a
variety of problems. First was the problem offorecasting cash requirements and availability in the
highly cyclical forest products industry. Second
was the need to find a means of evaluating competing projects to insure effective allocation of the
company's resources. Third was the necessity to
develop a system for monitoring expenditures
against a budgeted or approved amount.
With these problems in mind, the company developed a capital budgeting process consisting of
four major elements with an overriding theme of
simplicity, Complex and detailed forms and reports were avoided, thus facilitating the transition
and acceptance of the new system.
In order to forecast the amount of cash available during the forthcoming fiscal year for investment purposes, management developed the following formula:
Available cash = Annual depreciation
Plus
a specified percentage of net income after tax
Minus
dividends
Plus
borrowing for specific major projects.
In the second step of the developmental process, a basic budget of the capital needs of each
division was drafted. This preliminary budget was
then reviewed by the operating committee to determine whether the total requests exceeded the
projected cash available, whether any committee
member had any serious objections to specific
projects being proposed, whether there should be
MANAGEMENT ACCOUNTING /JULY 1979

any items added to the budget, and whether the
budget conformed reasonably well with long range objectives of the company.
After the first budget review meeting, it became
obvious the company needed a system for ranking
the projects. One of the easiest methods was for
each manager simply to rank his projects in order
of his personal preference. Then each manager
could eliminate low- priority projects of an approximately equal- dollar amount until the budget
fell within the constraints. Such a system had the
disadvantage of allowing certain items to remain
in the budget that were not financially sound from
a total corporate standpoint. Also, no manager
wanted to be the only one to eliminate a project if
only one elimination was needed to bring the budget in line with the cash forecast.
By the start of the next budget year a classification process had evolved. Projects were categorized into two major groups — necessary and discretionary. Necessary projects were those required
to maintain production at existing levels or those
required by law, such as projects involving pollution control. Discretionary projects were those related to market expansion, new product development, or the addition ofsophisticated production
machinery that would generate substantial cost
savings. All necessary projects were included in
the budget. The discretionary projects were then
ranked and added to the budget until all projected
available cash was committed. Once the total
amount of the budget was established, an attempt
was made to further refine it by budgeting the expenditures by fiscal quarters. When the total budget was completed by the operating committee, it
was then submitted to the board of directors for
final approval.

James F. Nielsen is an
associate professor of
finance at Oregon
State University.

Steve Wendell is a CPA
and the controller of
Bohemia, Inc. in
Eugene, Ore. He is a
member of the Eugene Springfield Chapter.

Further Criteria for Project Evaluation
The third element in the capital budgeting process was the development of criteria to evaluate
and authorize individual projects. To avoid burdensome review of numerous small projects, cutoff levels were established. Only capital projects in
excess of $5,000 and repair projects in excess of
$10,000 needed committee approval. Smaller projects could be initiated by department managers.
A simple, single -page capital request form was
developed to suit the needs of the company. Such
a form is commonly known throughout the business community as an "AFE," or Authorization
for Expenditures form (Figure 1).
The main advantage of using such a form is
that all projects are put on an equal footing from
the standpoint of presentation. Amounts and assumptions, therefore, become easier to pin down.
In the case of discretionary projects, two additional forms were provided to show supporting
computations. One form projects cash flow over a
five -year period and computes the years to pay47

back. The second form projects income over a
five -year period plus the average investment in the
project; this information is then used in deriving a
return on investment (ROI). These supporting
computations are not required for necessary projects.
Discounted cash flow analysis is used infrequently. The cash projection (payback) and income projection (ROI) forms are quite adequate
for new equipment or mill expansion projects because they present a five -year summary, Most important, payback and accounting rate of return
procedures are easily understood by all committee
members. Projects with economic lives exceeding
ten years, such as those involving timberland, are
more suitably adapted to discounted cash flow
analysis. In these cases, cash flows are discounted
at a rate of return that results in a present value
Figure 1
AUTHORIZATION FOR EXPENDITURE
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study, risk be com es a n integral con cern in every
com m ittee evaluation of projects. Com m ittee
m em bers have a good intuitive feel for the risks
involved in any project. Because there is no single
hurdle rate against which all projects pass or fail,
the discussion and subjective evaluation process
allows low -risk projects to be approved, sometim es with returns below the cost of capital. Conversely, high -risk projects may be turned down
even if they provid e a very high ROI.
Project Expenditures Review
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This report is reviewed m onthly by the operating com m ittee. Division managers com ment on
the progress of their projects. Projects with impending overrun s are exam ined and r esubm itted
for approval. The controller com m ents on any
changes in the projected am ount of cash available
due to deleted projects and budget variances.
The most recent change made in the capital
budgeting system was the adop tion of a capital
budget year that did not coincide with the com pany's fiscal year. This change was made fo r tw o
reason s: to allo w oper ating m ana gers t o do their
planning at the end of the logging season when
tim e is not at such a premium , and to allow sufficient lead tim e for pla cem ent of m ach ine ry and
equipm en t or ders so that deliver ies can be m ade
prior to th e s tar t o f the ne xt logging season and
during m ill vacation shutdown periods.
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eq u al to th e in vestm en t o u tlay. Generally, a mem b er o f th e acco u n tin g staff p r epares or assists in
th e preparatio n o f th ese an alyses. This relieves the
man ager su b m ittin g th e pro ject from tedious and
un fam iliar co m p utatio n , assures uniformity of
presen tatio n , an d red u ces th e likelihood of error.
In a c o m p an y t h e s ize o f th e o n e in the case
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A Survey of 231 Companies
A capital budgeting survey questionnaire was
sent to the cont roller's office of 231 forest products com panies. These com panies included all of
the independent firm s listed in the 1974 Plywood
and Boar d Produc ts and Pulp and Paper D irectories with annual production capabilities of at least
50 million board feet or its equivalent. The survey
questionnaire was completed and returned by 108
forest products companies, a 47% response,
which com pares favorably with the response rate
for other industry surveys of this type.
Th e following breakdowns are based on the
gener al f inanc ial data repo rted by t he su rvey respondents. As shown in Table 1, there was nearly
an equal division between the num ber of f irm s
with total asse ts o f m o re t han $100 m illion and
those wit h total a ssets of less than $100 m illion.
Further exam inat ion of survey da ta revealed that
nearly half -48 % —of the com panies sold both
forest and paper products; anoth er 43% sold forest products but not paper products; and only 9%
MANAGEMENT ACCOUNTING /JULY 1979

Evaluation Methods
In order to determine the types of capital budgeting methods employed, the firms were asked to
indicate whether various capital budgeting procedures were used as primary or secondary evaluation techniques in judging the acceptability of significant discretionary capital expenditures. Table 3
shows the number of firms indicating a specific
capital budgeting method as a primary evaluation
measure and those reporting methods used as secondary evaluation techniques. Some firms checked
more than one method as "primary;" therefore,
the total exceeds the total number of firms.
When internal rate of return and net present
value are considered together, the survey shows
that discounted cash flow procedures are mentioned as being primary 44% of the time. The
payback method, which is based on cash flows but
not discounting, was used as a primary method
32% of the time. Accounting rate of return was
selected as a primary evaluation method 19% of
the time. This is the only method that uses accounting income in the evaluation process. Only
six companies reported that "subjective judgment
only" was their primary evaluation technique.
None of these six companies reported an annual
capital budget of over $10 million. The company
described in the case study indicated that accounting rate of return and payback were its primary
evaluation methods.
As secondary evaluation techniques, the two
discounted cash flow methods received a total of
29 responses. In total, 67 firms mentioned discounted rate of return or net present value as a
primary or secondary evaluation technique. This
represents 62% of the companies responding to
the questionnaire. Only 26 companies (24 %) indicated they never used either of the discounted
cash flow methods. Apparently, like the case
study example, many of the forest products companies that do not routinely use net present value
MANAGEMENT ACCOUNTING /JULY 1979

Table
DISTRIBUTION OF FIRMS BY SIZE (F.Y. 1975)
i

sold paper products but not forest products.
Table 2 shows the size of the capital budgets of
the companies included in the survey, The average
annual capital budget was approximately 10% of
a firm's total assets. This rate of annual capital
investment is indicative of the capital intensiveness of the forest products industry.
When asked about the percentage of the capital
budget required by government regulation each
year, most firms indicated a figure in the 0-25%
range. In other words, 75 -100% of the annual
capital budgets in the forest products industry
field appear to be discretionary in nature. This
does not imply, however, that all discretionary investments are for expansive purposes. The forest
products industry requires significant, continuing
capital investment to maintain existing facilities at
their current level of capacity and efficiency.

Annual sales
(in millions)

Number
of firms

Total assets
(in millions)

Number
of firms

Less than 50

38

Less than 50

43

50 to 100

13

50 to 100

10

101 to 500
Over 500

30

101 to 500

32

27

Over 5 00

23

or internal rate of return as a primary or secondary evaluation technique still use one of these
methods for certain types of investments, Unfortunately, the questionnaire did not request any information concerning the relationship between the
investment evaluation technique and the type of
investment. Based on the case study, it is likely
that the discounted cash flow methods are used
for very long -range decisions such as timberland
acquisition.
Table 4 shows how the size of the company
(based on sales) is related to the primary investment evaluation technique reported. Firms of all
sizes used all of the methods as primary evaluation techniques. However, it was only in the largest sale group that the majority of the respondents
used IRR and /or NPV. In the smaller sales
Table 2
SIZE OF CAPITAL BUDGETS
Capital budgets
(in millions)

Percentage
of firms

Less than 5

44

5 to 10

11

11 to 50

24

Over 50

21

groups, payback was most frequently chosen as
the primary evaluation technique.
Risk Adjustment
Risk is caused by uncertainty as to the results of
a capital investment. The case study company
handled risk subjectively on an informal, project by- project basis, and it did not use any of the
quantitative techniques listed in the capital budgeting survey. However, 44% of the responding
forest products companies did report using at
Table 3
PRIMARY EVALUATION TECHNIQUE
Technique

No. firms

Accounting rate of return

27

Payback

45

Internal rate of return

47

Net present value

15

Subjective judgment only
Total

6
140

Note: Some firms gave multiple responses.
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least one of the following quantitative risk adjustments for those projects that were considered to
be riskier than normal: increasing the required
cost of capital (15), reducing the expected life of
the project (10), conducting a sensitivity analysis,
i.e., considering alternative investment outcomes,
(37). On the other hand, 34% of the respondent
companies stated that they do not adjust for risk
at all in evaluating capital investment projects.
The remaining 22% of the respondents reported
the use of nonquantitative methods to consider
the degree of risk in a specific investment project.
Only three of the surveyed companies did not respond to the risk section of the questionnaire.
As shown in Table 5, the size of the firm as
measured by annual sales was directly related to
the incidence of the company's using at least one
of the quantitative risk adjustment techniques. In
the two groups of smallest companies (sales less
than $100 million), 47% did not make any risk
adjustment. In the group of companies with sales
between $101 million and $500 million, only 31%
did not make any risk adjustments, and in the
group of largest companies (sales greater than
$500 million), only 15% did not make any risk
adjustment.

mates that were used in approving the project as a
part of the capital budget. In this regard, a post
audit is very useful in evaluating the planning
process, Furthermore, required explanation of
post -audit variances increases the motivation for
managers to make accurate projections in their
original investment proposals.
The case study company did not use a post audit per se. Instead, it required a monthly capital
expenditures report for each division. This report
showed the progress in implementing approved
projects and the actual versus budgeted capital
costs of completed projects. In this way the company used a control procedure to provide planning feedback.
The survey questionnaire asked whether or not
the respondent company had a formal procedure
for comparing the actual results with the original
capital budget. Of the 104 firms answering this
question, 66% indicated that they did have a formal post -audit procedure. The post audit for 50 of
the companies included the initial outlay costs,
the operating costs, and the operating revenues.
Another eight companies had a post audit for two
of these items, and 11 companies had a post audit
for the initial outlay only.

Post -Audit Procedures

The Total Capital Budget

A post audit is a comparison of the actual results of an investment project with the final esti-

In theory, a company should undertake any
project that meets the specific criteria of that company's evaluation technique. In practice, most
companies' total capital budgets are constrained
by other factors. Only 12% of the forest products
companies reported that the most important determinant of the size of the capital budget was
"the amount of funds needed to undertake all acceptable investment proposals." The majority of
the companies said that the decision of upper
management was the primary determinant of
overall capital budget size. Nearly one out ofevery four companies indicated that internal genera rion of funds was the primary determinant of their
total capital budget.
In the case study example, the total size of the
capital budget was determined by a formula prior
to the consideration of individual projects. The
formula, however, included management discretion as to the specific percentage of after -tax
earnings to be included in the capital budget. In
addition, the formula allowed for "borrowing for
specific major projects." This last factor means
that to some extent the existence of approved
projects can affect the size of the total capital budget when debt financing is used. Thus, the case
study company appears to be typical of the forest
products industry in this area.

Table 4
PRIMARY EVALUATION TECHNIQUE BASED ON SIZE
NUMBER OF FIRMS USING:

FIRM SIZE
ARR

PEI

IRR

Less than 50
(36 firms)

8

18

9

3

50 to 100
(13 firms)

3

7

5

1

101 to 500
(30 firms)

9

11

12

5

Over 500
(27 firms)

7

9

21

6

Annual sales in millions

NPV

Note: The responses in each sales category may total more than the number of firms in that category
because some firms gave multiple responses.

Table 5
RISK ADJUSTMENT TECHNIQUE BY SIZE
FIRM SIZE

NUMBER OF FIRMS USING:

Annual sales
in millio ns

No risk
adj

Less than 50

17

1

2

4

9

6

1

2

5

5

9

6

2

11

9

a

7

4

17

15

(36 respondent firms)
50 to 100
(13 respondent firms)
101 to 500
(29 respondent firms)
Over 500
(27 respondent firms)

50

Raise Reduce
COC
life

Sens
analy

Non
q a nt

What We Conclude
On the basis of the case study and the industry
survey, we conclude that the majority of forest
MANAGEMENT ACCOUNTING /JULY 1979

products companies have a formal capital budget- What We Recommend
ing process. This is consistent with the relatively
high investment rate for this industry. FurtherFour key elements of a capital budgeting system
more, to some extent, most forest products com- were identified by the case study company. Other
panies use the theoretically preferred discounted forest products companies should find it useful to
cash flow capital budgeting methods. Within the review these elements and to consider incorporatindustry the degree of capital budgeting sophisti- ing them into their own capital budgeting systems.
cation is directly related to company size.
A good capital budgeting system should include: a
In the area of risk adjustment, a majority of cash forecast, a budget of proposed capital projforest products industry companies do not use ects, project evaluation criteria, and a monitoring
quantitative techniques, and a significant number and /or post -audit procedure.
of industry companies make no risk adjustment at
In setting up their capital budgeting system,
all in capital budgeting. Moreover, forest products firms with cyclical operations should also consider
companies report less use of capital budgeting using a budget period independent of their fiscal
post -audit procedures than that reported by most
year. The case study company found it beneficial
other industry groups, It is clear that forest prod- to begin the capital budget year at the end of the
ucts firms have fallen slightly behind in these two logging season. This allowed managers to do their
capital planning during a slack operating period
areas.
When the current capital budgeting system was and facilitated the implementation of capital projintroduced at the company studied, it was not
ects prior to the start of the next busy season.
particularly well received. Some complained that
The case study company categorized projects as
there was increased paperwork, that complex necessary or discretionary. This approach helps to
projects could not be presented adequately, and simplify a capital budgeting system. It is also usethat there were too many unnecessary constraints. ful, as shown in the case study example, to set a
In fact, the new system was not fully appreciated
minimum - dollar cutoff below which projects need
until almost two years after its introduction. At
not be formally evaluated. Both of these procethat time, it became necessary to report on the dures are used by many forest products compaprogress ofan integrated forest products complex
nies, although the number of priority categories
involving several million dollars that had been ap- and the level of minimum - dollar cutoffs will deproved under the old system. The modernization
pend upon individual company circumstances.
project originally had been approved with only a The advantage ofsuch categorizations and cutoffs
brief statement of description and a request for the is that management time is conserved. For exammoney as a single line item. No detailed engineer- ple,' it makes little sense to carefully scrutinize a
ing list of project components was presented to project generally agreed to be "necessary." It
assist purchasing and accounting personnel.
should also be obvious that "small" projects reThis is not to say that if an AFE form had been quiring only local management discretion could
prepared at the time the project was presented for tie up a capital budgeting system and jeopardize
approval that all problems would have been the careful evaluation of "major" discretionary
avoided. The situation, however, did point up the projects.
need for a more sophisticated, more formal, and
A modification of the priority category apstructured capital budgeting system to monitor proach is to rank individual projects within catethe activities of major and complex projects as gories. This is necessary only for discretionary
well as simple, one -time purchases.
categories or where all of the projects within a
The problems encountered with this project ac- high - priority category cannot be undertaken becelerated the acceptance of the current capital cause of limited capital.
budgeting and project evaluation system. Once the
Project ranking and final approval for discreAFE gained some acceptance with the committee, tionary projects should be based on an objective
it was not long before most projects were present- project evaluation method. The survey results
ed in this way. Those not so presented were showed that the primary capital budgeting methkicked back to the lower committee for lack of ods used by the forest products industry were inproper identification and description.
ternal rate of return and payback.
Today, all projects are presented on an AFE
Because the survey also showed that the forest
with attached supporting computations of return
products industry reported less use of post -audit
on investment and cash payback period. The proc- procedures than that reported by other industries,
ess retains, however, the benefit of the nonstruc- our final recommendation is for an increase in the
tured element in the old procedure: The person
use of post audits. Where capital projects are forrequesting approval can freely describe his project
mally proposed and evaluated, a post audit rein any manner and at any length he wants, so long quires only that actual costs and revenues be clasas the few standardized items are summarized and sified and recorded consistently with the initial
presented in the AFE.
Continued on page 57
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We traced the
76 -year
development of
a capital
budgeting
system at a
forest products
company.
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How a Rental Apartment
Was Converted to a
Condominium
The duties and responsibilities of each of the principals in a
condominium should be published in the bylaws
or other official documents.

By Keith Bryant, Jr.
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In response to rapidly rising maintenance costs
and the growing problem of dealing with today's
more assertive tenant, many landlords are converting rental apartments to condominiums and
selling them. The conversion of an apartment
complex from rental property to a condominium
involves a number of management and financial
considerations, which I became familiar with as
an owner /occupant of one of the apartment units
in a complex and as treasurer of the Condominium Association for two and one -half years.
The Mountain Gardens* was a 38 -unit apartment complex built in 1948 in a municipality adjoining Birmingham, Ala. It consisted of eight
two -story brick veneer buildings spread over three
acres of land with each building containing four
apartments. In addition, six of the eight buildings
each had a one -story bungalow as an attached
wing. A separate service building contained a
work area for the janitor, storage space for tools
and lawn equipment, and laundry machines. The
complex contained none of the amenities found in
many newer apartment developments such as a
swimming pool, tennis courts, or clubhouse. The
owners were two brothers, Robert and John Scott
and their wives. A professional property manager,
Edwards Real Estate Company, collected rents
and handled maintenance for the Scotts.

Converting to a Condominium
In 1974, the Scotts decided to convert Mountain Gardens from rental apartments to a condominium and to sell the individual units. There was
no mortgage outstanding on the property at that
time, and the Scotts were willing to hold individual mortgages for any purchaser who desired financing. This arrangement allowed the gain to be
reported and taxed under the provisions pertaining to installment sales —a significant benefit to
the seller.
Legal Steps
The Scotts executed a "Declaration of the Condominium" and promulgated "Bylaws" on December 18, 1974, under the provisions of the
Condominium Ownership Act of Alabama. The
Declaration had the effect of submitting the property to the condominium form of ownership and
creating the Mountain Gardens Condominium
Association, Inc., an Alabama not - for -profit corporation. The term "property" included the land,
all improvements and structures thereon, and all
personal property currently provided by the owners and intended for use in connection with the
apartments.
Precise definitions were provided in the Declaration for individual apartment units and common
• Names have been changed but the financial statements are unchanged except for
rounding
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elements. Each unit includes the part of the apartment building containing the unit which lies within the boundaries of the unit. The upper horizontal boundary is the plane of the top surface of the
ceiling drywall of each room, and the lower horizontal boundary is the plane of the bottom surface
of the floor covering, whether hardwood, carpeting, vinyl, or asbestos tile or other covering. The
vertical boundaries are the outer surfaces of the
opposite drywalls of each room of the unit.
Common elements include the land; the foundations, columns, girders, beams, supports, walls,
roofs, entrance halls and stairways, entry walks,
outdoor lighting, and the entrance doors of the
units; the yards, parking areas, streets, walkways,
and landscaping; and all other parts of the property normally in common use, such as the service
building and its contents.
Each unit owner has exclusive ownership and
possession of his unit, and in addition has an equal
one - thirty -eight (1/38) undivided interest in the
common elements. The unit owner is responsible
for the maintenance and repair of his individual
unit, and the Mountain Gardens Condominium
Association is responsible for the maintenance
and operation of the common element.
The members of the Association consist of all
the record owners ofunits of the condominium. A
member is allowed to cast one vote per unit
owned at meetings of the Association. The Declaration and Bylaws provide for an annual meeting
of the members each December for the purpose of
electing a board of directors of three to nine persons, who serve without compensation. The board
elects officers, which include at least a president,
vice - president, secretary, and treasurer; administers the affairs of the Association and the property
of the condominium; estimates the amount of the
annual budget in order to make and collect assessments against unit owners to defray the costs, expenses, and losses of the condonimium; uses the
proceeds of assessments in the exercise of its powers and duties; and maintains, repairs, replaces,
and operates the condominium property. It also
purchases insurance upon the property and insurance for the protection of the Association and its
members, reconstructs improvements after casualty and to further improve the property; makes and
amends rules and regulations respecting the use of
the property and the operation of the condominium, contracts for the management or operation of
the property, and employs personnel.
Budget and Assessments
The annual budget, which provides the basis for
determining the amount of the monthly assessment against each unit owner, must be approved
by the board of directors and a copy furnished to
each owner within the first 90 days ofeach year.
By the same time, each owner must be furnished
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an annual statement of receipts and expenditures
for the prior year. If, during the course ofa year,
it appears that the monthly assessments are insufficient to cover the estimated common expenses
for the remainder of that year, the board has the
power to make an additional supplemental assessment upon the unit owners.
The board is responsible for seeing that detailed
records are kept of the receipts and expenditures
affecting the common elements. These records
could be examined by the unit owners at convenient hours of week days.
It should be emphasized that the Mountain
Gardens Condominium Association was set up in
such a way that the original owners, the Scotts,
would retain absolutely no ownership rights in
any ofthe property after all 38 units were sold. It
is not. uncommon in some condominiums for the
original owners or developers to retain ownership
of some specific items, such as recreation facilities
or the land, after sale of all the individual units.
Under such circumstances, the unit owners may
have no control over a portion of their assessment
for common element expenses. An amendment to
the Declaration provided that when at least 30 of
the 38 units were sold, the Scotts would relinquish
control of the Association to the new unit owners.
This meant that for as long as the original owners
continued to own at least eight units they were
empowered to designate the directors, thus controlling all activities of the Association.

All financial
records were
open to unit
owners at
convenient
hours.

Management and Operations During Conversion
After completing the necessary legal steps, the
Scotts were ready to move ahead with the actual
conversion and sale oftheir property. A new legal
entity, Scott Joint Venture, was created to handle
monies involved in the project. Edwards Real Estate continued as property manager ofthe condominium. Robert Scott served as Association president and his brother and their wives as the remaining officers.
The tenants were notified ofthe conversion to a
condominium and given the first option to buy the
unit they occupied. Units could be purchased "as
is" or renovated at a higher price. Those tenants
who chose not to buy, in many instances, were
allowed to continue their rental status on a shortterm lease until a purchaser signed a contract on
the unit,
The first budget for the Association was prepared by the Scotts and covered the year 1975
(Table 1). Having owned and operated the complex as rental property for about 26 years, the
Scotts had a good basis for estimating expenses.
The estimated annual amount of expense in
each major category was divided by 12 to determine total monthly amounts and then by 38 to
obtain the monthly amount per unit. Thus, the
expected total cost of $20,100 for 1975 was con53

verted to $44 per unit per month. The data in
Table 1 were available for prospective purchasers
so that they would know exactly how the Association planned to spend the $44 monthly common
element expense assessment. As owner of 38 units
initially, the Scotts were required to pay $44 into
the Association treasury each month for every unsold unit. In December 1975, for example, 14

Table 1
MOUNTAIN GARDENS CONDOMINIUM ASSOCIATION
Common element expense budget -1975

Insurance
Janitor
Utilities
Maintenance, repair, and tools
Pest control
Roof depreciation
Painting halls and exterior
Floor covering in halls
Legal, accounting, secretarial
Property management
Total

2,300
6,100
2,800
3,600
500
800
1,300
100
300
2,300
$20,100

Unit /month
$

Annual
$

Item

5.00
13.39
6.14
7.89
1.10
1.75
2.85
.22
.66
5.00

$44.00

units had been sold and the Scotts still owned 24,
so their share of the common element expense for
the month was $1,056 (24 @ $44). The majority
of the unsold units were occupied, however and
were a source of rental income.
To understand the money flows during the conversion period, let's look at the roles of three separate legal entities: Edwards Real Estate, Scott
Joint Venture, and the Association.
As the property manager, Edwards Real Estate
collected the rental payments from the units
owned by the Scotts and still occupied by tenants.
Operating and maintenance expenses for the complex were paid by Edwards and charged against
the Scott landlord account. During the conversion
period, Edwards handled a significant portion of
the renovation work performed on the units as
they were sold by the Scotts. Each month, a statement was prepared showing the rents collected
and the expenditures relating to Mountain Gardens. It was then necessary to determine which
expenditures were common element expenses
which should be paid by the Association, expenses
related to the rental units owned by the Scotts and
thus their responsibility, and renovation costs incurred in preparing a unit for sale and thus the
responsibility of Scott Joint Venture.
The necessary classification of expenditures was
made each month by Edwards and Robert Scott,
who was in the unique position of being at the
same time a landlord, a principal in Scott Joint
Venture, and the President of the Association.
After the monthly expense classification, a
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check would pass between Edwards and Scott
Joint Venture for the difference between what Edwards collected and paid out. The Association
would then be notified of the amount of common
element expenses which Edwards had paid and
charged to Scott Joint Venture. Also, each month,
Scott Joint Venture would write a check to the
Association for the monthly common element fee
of $44 for each unsold unit.
The Association would receive $1,672 (38 @
$44) in common element fees each month from
the unit owners. It would also issue a check to
Scott Joint Venture for common element expenses
which had been paid by Edwards and charged to
Scott. There are certain other expenses paid direct
by the Association. These include annual insurance premiums and the $5 per unit per month
management fee to Edwards for the units no longer owned by Scott.
As shown in Figure 1, the 24 units being rented
generate $4,800 for Scott's account with Edwards,
who pays out $4,052 on Scott's behalf, deducts his
management fee of $140 (28 units @ $5), and forwards the balance of $608 to Scott. The Association receives $1,672 in common element fees —
$440 from the new owners and $1,232 from Scott
for the 28 unsold units. A $50 management fee
goes to Edwards based on $5 per month for the
units not still owned by Scott. The Association
reimburses Scott for the $1,052 in common element expenses charged against it by Edwards.
At the end of 1975, federal and state corporation income tax returns were filed, and there was
no tax liability. End -of -year cash balances were
about $2,900 in all accounts. However, expenditures exceeded budgeted amounts for several
items such as utilities, the janitor's compensation,
and maintenance, repair and tools. The board of
directors of the Association, therefore, announced
an increase in the monthly common element fee
from $44 to $49 effective January 1, 1976.
In May, 1976, unit sales reached 30. A general
meeting was called for early June to allow the
owners to elect a board of directors and assume
control of the Association.
Management by New Owners
At the first meeting of the new owners, a nine person board of directors was elected. The Scotts
were still owners of eight units and, therefore, had
eight of the 38 votes which could be cast. The new
owners felt a strong need for Robert Scott to remain on the board, and he was elected thus
making his knowledge of the apartment complex
readily available. As the only owner with an accounting background I was elected also. Rather
than elect a formal set of officers to serve until the
regular general meeting in December, the board
decided to use a three - person executive committee
composed of a retired engineer, a local business
MANAGEMENT ACCOUNTING /JULY 1979

Initial Steps
To provide control over expenditures, new signature cards were executed at the bank requiring
that every check have the signature of any two
members of the executive committee.
Then we had to make a decision about use of a
property manager, conduct an audit of the financial records of the Association from its beginning
in December 1974, and conduct an inspection of
the property to determine its physical condition
and state of repair.
Edwards Real Estate Company wanted to continue as property manager for the Association,
charging the same fee as had been charged previously. It would collect the monthly common element fee of $49 per month from each owner, be
responsible for hiring, training, and supervising
the maintenance man, pay virtually all of the common element expenses for the Association, provide a monthly financial statement showing
collections and expenditures together with the
supporting bills, provide qualified maintenance
and repair personnel for all matters beyond the
capability of the Association janitor, and serve as
buffer between the board and unit owners by having requests for service and complaints routed
through the property manager who will then give
appropriate instruction to the janitor or other parties as needed.
In view of the demonstrated capability of Edwards to perform as promised and our acknowledged inability to perform the needed functions,
the board voted to extend the contract with Edwards until the end of the year_ Our decision was
influenced by the fact that the company had been
in business for over 20 years and was managing
over 3,000 apartment units at the time.
Our monthly statement from Edwards contained the amount of common element fees collected during the month and the status of each
owner's account, a chronological listing of expenditures made on behalf of the Association with
the actual bills attached, and a check for the excess of receipts over expenditures. We found the
use of a property manager lessens the need for
writing checks on the Association account. In the
period since July 1976, the number of checks written has averaged less than two per month.
Auditing the Association
An audit of the financial records of the Association was desirable because of the change in management. With the assistance of an accounting
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student, I audited the formal records consisting of
a checkbook and bank statements, a ledger, the
monthly statements from Edwards, and copies of
the 1975 income tax returns.
The checkbook contained full references to
checks written. Deposits, however, were not recorded so the stubs failed to indicate balances. It
was possible to work with the bank statements
and determine that the correct amount of common element fees had been deposited. A supporting document was available for each check that
had been written, and the cancelled checks agreed
with the check stubs in the checkbook.
The ledger was designed to distribute monthly
receipts to individual expenditure accounts according to the budget. Properly posted, the ledger
would indicate unexpended balances or deficits for
each account. Other than minor posting errors
and a few nonbudgeted transactions that were not
posted at all, there were no problems with the
ledger,
In auditing the monthly statements from Edwards, we checked every expenditure to make certain that it had been properly classified as an item
of common element expenses chargeable to the
Association. There were a few questionable items;
but on the whole, it appeared that the monthly
Edwards -Scott sorting of bills during the conversion period had been quite accurate. If anything,
the former owner, Robert Scott, probably erred by
charging most borderline items to Scott Joint
Venture because of sensitivity to his dual role as
President of the Association and principal. The

Figure 1
MONTHLY CASH FLOWS
Renters
(24

$200)
i

executive, and myself to assume primary responsibility for leadership. We knew very little about the
exact nature and extent of the task we had assumed, so we compiled a list of initial steps to be
taken to familiarize ourselves with the situation
and set priorities for future action.

54.800

Rent

Edwards
(Scott
account)

$4.052

$680

$50

Mgt.
lee
New
owners

(10 .« $44)

1440

Common
element
fees

Association

Various
suppliers
Balance due

51,232

Common
element fees
$1,052

Common
element
expenses

01

Scott
joint
venture

questions raised in the audit were resolved to the
satisfaction of everyone.
Members of the executive committee and personnel selected by the property manager conducted a careful inspection of the buildings and
grounds. They concluded that all buildings would
need new roofing in the very near future and that
all exterior wood surfaces needed painting as soon
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as possible. All windows also needed recaulking.
The grass and shrubbery appeared to have been
given little care other than cutting and pruning.
We decided to immediately contract for exterior painting. Next, we contracted with a roofing
firm for our entire complex with the understanding that the work would be done at his convenience starting fall 1976 and scheduled for completion by spring 1977. We decided that we would
recommend to the next board that the monthly fee
be kept at $49 and no additional major project be
undertaken in 1977.
Budgeting for 1977 and 1978.
A budget for 1977, our first full year under
management of the new owners, was prepared and
Table 2
MOUNTAIN GARDENS CONDOMINIUM ASSOCIATION
Treasurer's report-1 9 7 7

Duties of the Association Treasurer

Difference

Budget

Actual

$22,344
360
150

S22,200
460
210

S(144)
100
60

$22,854

$22,870

S

9,000
3,600
3,000
2,500
600
500
2,280
1,500
6,800

8,770
3,710
3,860
2,670
120
570
2,280
680
6,510

Receipts
Common element fees
Laundry machines
Interest on savings a/c
Total receipts

16

6,926

6,300

—

$

$

$29,170
$

Excess of expenditures over receipts

$29,780
$

Total expenditures

230
(110)
(860)
(170)
480
(70)
820
290

$

&

$

Expenditures
Janitor (incl. payroll taxes)
Utilities
Maint. repair — regular
Insurance
Legal, accounting, secretarial
Pest control
Property management
Landscaping
Roofing

610

S 626

266
8,134

Less spending in excess of receipts
above

8,400

450
1,650

$

6,300

$

Ending balances, 12/31/77
Checking account
Savings account

2,100

approved. It provided for completion of the roofing project, continuation of the $49 common element fee, a modest allocation for landscaping and
virtual elimination of our reserve funds. We ignored the need to set funds aside each year for
major repairs and replacements because of the
critical need for major expenditures as the result
of the condition of our property when we took
over management. The annual provision for such
items in the initial budgets prepared by the Scotts
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According to our Association Bylaws, the treasurer is to keep the financial records and books.
Generally, he participates in the audit when the
original owners pass control to the new unit owners, assists in the preparation of a financial plan
for the balance of the initial year under new unit
owner management., checks the monthly statements from the property manager for possible collection problems and proper charging of expenses,
prepares financial reports for distribution at
monthly meetings of the board, be prepared to
answer questions and make suggestions on financial matters at board meetings, at year -end, prepare the annual report for distribution to all members of the Association, in January work with a
Budget Committee of the board and prepare a
proposed budget and common element assessment
for the new year, prepare income tax returns for
the past year, at all times, seek to keep most Association funds in interest- earning accounts.
A Tax Break for Us

$

$

Summary of bank balances
Beginning balances, 1/1/77
Checking account
Savings account

was probably adequate, but too short a period had
been involved for a large enough total amount to
accumulate. As shown in Table 2, actual results
for the year were reasonably close to our estimates, and we were pleased with our first effort in
preparing an annual budget.
The major objective for 1978 was to begin adequately funding reserves for major repairs and replacements so that money would already be on
hand when we again had to face exterior painting
and new roofing. This required an increase in the
monthly common element fee from $49 to $54,
During the year we installed automatic timers for
all exterior and hallway lighting, a relatively small
project. Our study indicated that the savings in
power bills and light bulbs would cover the cost of
the timers in less than eight months. So far the
records bear this conclusion out.

The 1976 Tax Reform Act provided special
treatment for condominium owners. Homeowners' associations may elect to be treated as tax -exempt organizations. If an election is made, the
association is not taxed on its exempt function income. However, the association is taxed as a corporation on its other income. To qualify for this
election, the association must derive at least 60%
of its gross income from membership dues, fees, or
assessments received from owners of residential
units. This requirement should not be a problem
in most cases. For our Association, we have very
modest amounts coming from interest on saving
accounts and laundry machines. Another requirement is that the association make 90 % or more of
its expenditures for the tax year for the acquisition, construction, management, maintenance,
and care of association property.
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A homeowners' association that qualifies may Guidelines for Prospective Owners
elect to exclude exempt function income, for tax
Based on the Mountain Gardens Condominium
years beginning after 1973, by filing Form 1120- Association experience, anyone considering a conth. Exempt function income is defined as any dominium involvement might ask the following
amount received as membership dues, fees, or as- questions:
sessments from owners ofcondominium units.
To determine an association's taxable income,
Are there adequately funded reserves for
begin with gross income (excluding exempt funcmajor repairs and replacement ifthe buildtion income). Deductions from gross income are
ings are not new?
allowed ifthey are directly connected to the production of gross income (excluding exempt funcIf the original owners are handling the renotion income). Our deductions are associated with
vation of units and also controlling the Asthe laundry and normally include a small allocasociation, is there an adequate mechanism
tion of the janitor's time, equipment repair and
for assuring that only legitimate common elthe laundry room utilities. In addition, a specific
ement expenses are paid by the association?
deduction of $100 is allowed. We have had no
taxable income to date.
Have the original owners or the developers
Property taxes do not apply to our Association
retained title to any of the property?
because each unit owner, in addition to his individual unit, owns 1/38 of the common element
What is the procedure for determining the
property and is taxed accordingly. The Energy
amount of the monthly assessment for comTax Act of 1978 could have an impact on condomon element expenses?
minium owners. The new law allows homeowners
a cumulative credit of 15% on expenditures up to
Will a sufficient number of owners devote
$2,000 (maximum $300 credit) for installation of
enough time to association matters so as to
insulation or other energy- saving devices, such as
have an active board ofdirectors or will virstorm windows and doors, caulking and weathertually all matters be handled by a professtripping. Thus, ifour condominium association
sional property manager?
with 38 units spent $11,400 on attic insulation,
window caulking, and storm windows, the share
Ifthese questions can be answered satisfactoriof the total expense to each owner would be $300 ly, then an individual might feel confident investwith a resulting credit of$45.
ing in a condominium.
❑

To be
successful, a
condominium
associa Lion
must budget
very carefully.

CAPITAL BUDGETING IN THE FOREST PRODUCTS INDUSTRY
Continued from page 51
proposal. This greatly increases the control over
capital expenditures, and it prevents a manager
from using a general project appropriation as a
capital slush fund. A post audit also provides
feedback on the accuracy ofcapital proposal projections and the effectiveness of project implementations. This feedback can then be used for manager performance evaluation and, therefore, can
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increase manager motivation to make accurate
proposals and efficient implementations.
Some companies may be able to increase their
use of post audits without adding to their accounting system. The required cost detail may already
be available because of the accounting department's need for tax computations and general financial reporting. But ifthe data are not available,
the accounting system may be improved by introducing capital budget post audits.
❑
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MANAGEMENT
ACCOUNTING
PRACTICES
Continued from page 6
broad objectives. The Advisory Committee's recommendations deal
primarily with the manner in which
managements can evaluate and
strengthen their companies' internal
accounting controls to meet those objectives. Although the report was under way before the FCPA was
passed, the AICPA believes that the
report will be useful in evaluating
compliance with the accounting provisions of the Act and in supporting the
representations that the SEC is requesting.

FASB Issues Statement No. 26
FASB has released Statement of Financial Accounting Standards No. 26,
Profit Recognition on Sales -Type
Leases of Real Estate, which is an

amendment of Statement No. 13, Accounting for Leases (MAP, March,
'79). The new statement requires that
a real estate lease that otherwise
would be classified as a sales -type
lease under Statement No. 13, and
that would result in a "sales- type"
profit, be classified as an operating
lease by the lessor — unless at the beginning of the lease term it also meets
certain conditions for full and immediate profit recognition. Those conditions are described in the AICPA Industry Accounting Guide, Accounting
for Profit Recognition on Sales of
Real Estate, and deal with the
adequacy of the buyer's initial and
continuing investment in the property
acquired, as well as the seller's continued involvement with the property
sold. The Statement does not affect a
lessee's lease classification or a lessor's classification of a sales -type real
estate lease that results in a loss or a
direct financing lease. Provisions of
the Statement will be effective for
leasing transactions and lease agreement revisions recorded on or after
August 1, 1979.

Money isn ' t t he o nly re a s o n t o
start your own business
A lot of people start their own business for the pure
satisfaction of it. Being your own boss. Making your
own decisions. Establishing your own lifestyle.
If you too want the satisfaction of your own business,
consider General Business Services.
f
GBS is one of the nation's leading small business
counseling firms, with franchises in every state. We've
started nearly 1000 career-minded men and women on
the road to their own business counseling practices.
And we can help you get started, too.
As an independent GBS counselor, you'll work with other businessmen and women —
right in your own community — pro viding the professional recordkeeping and management services almost every small business needs.
An investment of $ 15,000 covers complete training, supplies, and the full technical
support of our large national office staff. Even if you've never had formal training in
business or accounting befo re, the time proven GBS system can make you your own
boss in just a matter of weeks.
Use the coupon below to find out more about the rewarding career opportunity GBS
offers you.
1979, Genetai Business Sefvice. Inc.
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IFAC Proposes 2nd Audit
Guideline
The International Federation of Accountants (MAP, April '79) has proposed a guideline to help auditors
prepare engagement letters, the documents that public accountants use
to confirm auditing assignments.
IFAC's proposed guideline, prepared
by its International Auditing Practices
Committee, says that the engagement letter should define the scope of
the audit to be undertaken, and spell
out the extent of the auditor's responsibilities and the form of any reports
to be issued. It does not, however,
make engagement letters mandatory.
The proposed guideline, which may
be obtained from the American Institute of CPAs, 1211 Ave. of the Americas, N.Y., N.Y. 10036 has a comment
deadline of September 30.

Study Evaluates Impact
of FAS No. 19
A recently released FASB research
report concludes that issuance of
Statement No. 19, Financial Accounting and Reporting by Oil and Gas Producing Companies, had no significant
impact on the stock prices of oil and
gas - producing companies using full
cost accounting as compared to
those using the successful efforts
method. Statement No. 19 prescribed
successful efforts as the uniform
method for the industry. Firms wishing
to retain the full cost method had argued that they would suffer adverse
economic consequences if forced to
switch to the successful efforts method. Professor Thomas R. Dyckman of
Cornell University prepared the report, which was sponsored by the
FASB.
After the SEC decided in August
1978 to continue to allow registrants
accounting alternatives pending development of "reserve recognition accounting"—a form of current value
accounting —the Board issued Statement No. 25 which suspends indefinitely the effective date for applying
the successful efforts method as a requirement for oil and gas - producing
companies.
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Institute of
Management
Accounting
James Bulloch, Editor

IMA Announces Beyer Medal Winners
The Board of Regents of the Institute of Management Accounting has presented two sets of
Robert Beyer awards for superior performance
at the December 1978 examination for the Certificate in Management Accounting. One set
was awarded to the top scorers who met the
award eligibility criterion effective with the December 1978 examination: A candidate must
take all parts of the examinat ion at o ne time
and successfully complete them on the first attempt. The other set of medals was presented
to those candidates who began the examination prior to December 1978 and met the previous eligibility rules which awarded the medals
to the top scorers who had passed each part
on the first attempt but did not require the candidate to take all the parts at one sitting.
John M. Kirkeide, internal auditor at General
Mills, Inc., Minneapolis, Minn., achieved the
highest scores of those candidates who took
and completed all five parts of the examination
for the Certificate in Management Accounting
in December 1978. He was presented a Robert
Beyer Gold Medal for his achievement.
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The second highest scores were made by
George M. Wilbur, manager, Capital Budgeting
Department, United Vintners, Inc., San Francisco, Calif. He will be award ed a Beyer Silver
Medal.
Michelle D. Cooper, consolidations accountant at General Mills, Inc., in Minneapolis, was
presented a Beyer Bronze Medal for achieving
the third highest scores on the examination.
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For achieving the highest scores among
those completing the examination in December
1978, Lane K. Anderson was presented the
Beyer Gold Medal. He is an associate professor of accounting at Texas Tech University.
Michael 0, Rod, assistant professor of accounting at the University of Northern Iowa,
was presented a Beyer Silver Medal. He
earned the second highest scores of those
candidates completing the examination in December.
Richard Sobolewski, financial specialist at
NCR Corporation, was awarded a Bronze Medal for achieving the third highest scores of
those completing the examination in December,
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The Board of Regents also presented Certificates of Distinguished Performance to eight
other candidates with high scores. They are:
Laura Brody, Dean Witter Reynolds, Inc.;
George�R.�Frost,�General�Mills,�Inc„�NAA Minneapolis Viking Chapter; Judith A. Haevers,
Clifton, Gunderson & Co., Northern Wisconsin
Chapter; John E. Hall, III, Syntex Corp., Peninsula -Palo Alto Chapter; William V. Lennox, Motorola, Inc., NAA Member -at- Large; Samuel A.
Miller, Arthur Andersen & Co.; Jeffrey J. Tsay,
University of Texas - Arlington, 1978 -79 Fort
Worth Chapter president; and Kathleen A.
Wagner, State Government of Wisconsin.
John M. Kirkeide holds B.S. and master's degrees, with a major in business economics,
from North Dakota State University. He also
has a B.A. degree with a major in accounting
from Moorhead State University. Only 23 years
old, he sat for and passed the CPA examination
in November 1975.
Lane K. Anderson, a member of Lubbock
Area Chapter, has B.A. and M.A. degrees in accounting from Brigham Young University, and
MBA and Ph.D. degrees in business administration from the University of Wisconsin -Madison. He was on the staff of the Cost Accounting Standards Board for four years, an d was
awarded a Certificate of Merit in 1974 -75 for an
outstanding article published in MANAGEMENT Ac.
COUNTING

Mr. Wilbur has a B.A. degree in accounting
from Westminster College and an MBA degree
in accounting from Golden Gate University, San
Continued on page 63
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People in the News
finance of RHM Holdings USA. He is a
member of Bridgeport Chapter.
R O BE R T S . S INAG R A, N o rw i c h

, was promoted to vice president of finance, Robertson Paper Box Co. He is a national
director.
Pittsburgh, has
been named chairman of the board of
U.S. Steel Corp., succeeding Edgar B.
Speer who resigned because of ill health.
Mr. Roderick, who rose through the
company hierarchy largely in accounting and international operations, was
t he s ubj e c t of a MANAG EMENT ACD A V ID M . RODERIC K,

C O UNT I NG i nt e r v ie w in t h e F e b r ua r y is -

sue.
, Rocky Mount,
N.C., recently was promoted to vice
president and controller, Home Savings
and Loan Assn. He is a member of Eastern Carolina Chapter.
WILLIAM

At Bridgeport's 50th Anniversary celebration, President Clemens A.
Erdahl (right) presented a plaque to chapter president Donald H.
Barry. Executive Director W. M. Young, Jr. joined in the gala affair.

Promotions and New Positions
J A M E S A , F OG E L, A l t o o na , P a . , r e c e nt -

ly was promoted to senior vice president
and controller of Mid -State Bank. He is
a member of Altoona Area Chapter.
T HE O D O RE E . C HE R N A K, A t l a nta , wa s

named senior vice president and chief
financial officer of E.T. Barwick Industries, Inc. He is a member affiliated with
Omaha Chapter.
J. KOVAL, Beckley, W,Va.,
has been appointed vice president, finance, of Fairchild, Inc. He is a member
at- large.

been promoted to assistant controller,
Eaton Corp. Industrial Drives, Cleveland Div.
ROBERT P. LAHRE, Detroit, has been
appointed vice president— finance of
Rolled Alloys. He is past president of

Ko ko mo Area.
J O H N F . C AR S O N , JR . , E d e n , N . C . , w a s

Bloomington, Minn.,
is now corporate controller for Big
Ben's International. He is a member of
Minneapolis Northstar Chapter.
Bridgeport, has
been nam ed co n tro ller o f Ralp h Lau ren
Corp.
J.

VI N C E N T

VO G E L ,

, Ch arlo tte, N.C., was
elected vice ch airm an o f R.J. Rey n o ld s
Industries, In c. He co ntin u es as chief financial officer.
JO S EP H F . A B EL Y

HA R R Y
J . S C H M I D T , Ch icago , was
nam ed vice p resid en t an d co n t ro ller o f
Spotnails, Inc. He also was elected a d irector. He is a memb er of .Northwest
Suburban Chicago.
RO C HE C HAR A NG HAT
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, Cleveland, has

Kansas City,
Mo., was appointed executive vice president, finance and administration, at
United Telecommunications, Inc.
C HAR LES

W.

BAT T E Y,

JOHN E. REGER, Lexington, Ky., has
joined Jerrico, Inc., as director of corporate accounting. He is a member of Raleigh- Durham Area Chapter.
HENR Y

A.

LA K E S

and

HA R O LD

W,

, Middletown, Ohio, were
named manager, division general accounting, and manager, division cost accounting, respectively, at Armco, Inc.
They are members of Miami Valley
Chapter.
MAY ER

G E O R G E H . BUR NS , N e w Y o r k ,

n o w is

ex ecutive vice president and chief financial o fficer of Marine Midland Bank and
its parent company, Mar ine Midland
Ba n k s , In c . . . .

BER NAR D J. MU H L E N -

KAMP has been named vice president—

WALL

E. COOK, Sioux Falls, has
been promoted to national parts manager for Litton Microwave Cooking Products.
C . A . D E L RIO, St. Louis, is now the
manufacturing controller of Aiscondel
S.A. in Spain. He is a past national director.
THO MAS

pro m o ted to office m anager, Anaconda
Wire & C ab le C o. He is a m e m b er o f
Piedmont- Greensboro Chapter.

THO MAS

VAL G . SP IC ZKA,

L.

1 3

r t �

1

BURNS
New York

SINAGRA
Norwich

L O W E L L A . AN D E R S O N ,

St. Paul,

wa s

elected a company officer by Conwed
Corp. He is co nt ro ller of t he c or po ra tion.
ANT HO NY

J.

NAT ALE,

S y r a c u se ,

has

been named division controller for the
Crouse -Hinds Co. Traffic Control Products Div.
Toledo, 1s now
controller of Speedy Muffler King, a
subsidiary of Monroe Auto Equipment.
ZIGM UN D A . ZUDYK,

N.Y., has
been named vice president in charge of
RO BERT J . PET R I LLO , Ut ic a ,
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J A ME S M . M UR P HY , Cleveland.
GE OR GE H. OLSE N, Chicago past presi-

dent.

Bob Ch apm an Named
Vice Chairman at Zieman

JO S E P H H . P I T T E N G E R ,

, Los Angeles,
was named vice chairman and treasurer,
Zieman Mfg. Co. He has been an NAA
member since 1949, serving as Los Angeles Chapter president in 1956 -57, and
as national president in 1973 -74.
R O BE R T

G.

Lancaster past

president.

C HAP MAN

C A L V I N C . R A I DT ,
r

Mason- Dixon.

DO NA LD R . RA GE R ,

Los Angeles.
Westmoreland
County past president.
DA NIEL D. SHEVC HIK ,

GE R A LD

D.

ST ONE, N e w

York

pa s t

president. SCMS.
ANT HONY M . TRAGLIA ,

Pennsylvania

Northeast.
HAR RY C . T RIMM ER ,

operations at

Ho mestead Savin gs &

Lo a n As s n . . .. R O BER T J .

POS T IG L IO N

BURNNET T

E.

FREDERIC K ,

Wabash

Valley.

was promoted to m an ager o f ac co u n ting, Utica Ob server Disp atch , In c. Bo th
are m em bers o f Moh awk Valley Ch ap -

J O S E P H W . M E R L, N e w Y o r k .

ter.

HA R OLD D . KE N NE Y , Br idge por t.

R O B ER T E.

MC G IL L a n d

P AT R IC K

D.

, Waterloo, Iowa, have been
named executive vice president and director of administration, and controller
and office manager, respectively, at
C.W. Shirey Co. They are members of
Waterloo -Cedar Falls Chapter.
P LUM MER

GARY R. JENKS, Watsonville, Calif., recently was named assistant controller
for Ametek. He is a member of Salinas
Valley- Monterey Peninsula Chapter.
GERALD D. WEBER, Wau kesh a, Wis.,

has been appointed manager of operations accounting at Waukesha Engine
Div., Dresser Industries, Inc, He is a
member of Waukesha Area.

Emeritus Life Associates
BEN E. BEDELL, JR., Houston past president.
R. E. . BE EB E, Los Angeles.
E D G A R J . BR IT T E N, Ka n s a s C i ty .
WILLIAM

W.

B U F F U M , JR . ,

West Ber-

gen- Passaic County.
C LARENC E

J.

C ADIEUX ,

Oakland

County.
F. R US SE LL C LA RKE, C hic ago.
WILLIA M C . C OLLE RA N, J R. , H a m p t o n

Roads.
WILLIAM C. DEAL, Cent ral Arkansas.
J . JENNINGS DUC KW ORT H, C ha r l ot te

Blue.
C A R L F , DU F F E Y ,

Dayton.

G E O R G E P . F ILL. IUS , F l o r i d a

, Trenton.
Minneapolis Viking.

York.

TAX ACCOUNTANT

PHILIP J. G ALLAG HER
EDG AR V. HAYS ,

NELSON D. LONGNEC KER ,

Texas Bay

Area.
L E O F . MC C LO S KE Y , R e n o A r e a .

, Charlotte Blue.
ALEX MESKo, Lehigh Valley.
D E N N I S D . M I C K L E S O N , Pittsburgh.
HAR R Y V. MEIG HAN

E D G A R J. MOREAU, Providence past
presiden t.

Opportunity for a qualified
individual in tax work. Must
have degree in accounting,
experience or education in
income tax preparation. Salary
$ 12,000 per year.
Send written resume to:
Garvey, Inc.
300 W est Douglas, Suite 900
Wichita, Kansas 67202
Equal oppo rtunity emplo yer

1 for saving

your assets.

If your fixed -asset accounting
system is in less than perfect health,
it could be costing you an arm and a
leg. Without a firm fix on your fixed
assets, the prognosis is:
• Reduced Medicare and other
third -party reimbursements.
• Higher financing rates because of
inadequate asset data.
• Reduced revenue from
applicable grants.
• Costly duplication of existing
equipment.
• Loss of control over assets.
• Inability to properly insure against
a loss.
The remedial treatment we
suggest is the M &S Hospital Fixed
Asset Management System. With
this proven, computerized

program —used by more than 1800
hospitals nationwide —you always
know exactly where all your assets
are —and can prove it.
Want to learn more? Any of our 17
local offices have detailed free
information. For the one nearest you,
call any
Area Office
collect:

Ml]tRS NAL L A ND S T EV ENS

Los Angeles
St. Louis
Philadelphia
Chicago

(213) 624 -3661
(314) 621 -7025
(215) 299 -5700
(312) 827 -9650

West Cen-

tral.
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In Memoriam
62, Detroit, 1954. ELA.
FRANK L. BUTLER, 61, Houston, 1969.
T H E O D O R E A . C E R W I N , 5 9 , Member at- Large, USA, 1959.
S. BAR ET T A,

JAMES G .

CONDON, 58, Me mbe r -at-

Large, USA, 1977.
JOHN E. DOYLE, 53, Oakland -East Bay,
1963.
HARRY J .

ESGORSHECK, 7 7 , Racine -

Kenosha, 1954_ ELA.

G.P. GIORGI, 50, Providence, 1963.
C . O. G R E U L A C H , 7 2 , Fort Wayne,
1944. ELA.
T H O M A S A. JONES, 79, Portland -Willamette, 1952. ELA.
F.A. KONz, 87, Columbus, 1947. ELA.
E D W I N J . K O R H O N E N , 6 0 , Mass. Route
128, 1947.
J A M E S R . L A M B E R T O N , 3 5 , Portland Willamette, 1973.
J.E. O ' C O N N E L L , 64, Baltimore, 1953.
GEORGE X. PUSKAS, JR., 59, Butler

Area, 1965.
JO HN C . S MI T H,
EM ME T T

W.

59, Reading, 1954.
S P IN DL ER ,

77,

Fort

Wayne, 1939. ELA.
HENRY H. TROW, 71, Massachusetts Pioneer Valley past president, ELA.
JANE O. WALLEY, 53, Mobile, 1976.
L. B. WAS SERM AN, 47 , H o u s t o n , 1967.
HE N R Y A , W O LF , 60, Louisville, 1946.

DATA SHEET
Continued from page 5

Your
computer
reports
should
be...

ing Standards Board have been reappointed, including Gordon Shillinglaw,
professor of accounting, Graduate
School of Business, Columbia University, and a former member of NAA'S
Management Accounting Practices
Committee. The others are Herman
W. Bevis, formerly Price Waterhouse
& Co. senior partner; Fred P. Wacker,
assistant secretary of defense and
John M. Walker, senior vice president
and corporate treasurer, Texas Instruments, Inc.

• Accessible
• Neat and orderly
• Easy to handle

1 ACCOUNTANTS:

In a McBee Margin Master* Computer Binder,
your reports are all these things. In addition,
the Margin Master's sturdy, freestanding design
allows it to be stored on your existing shelving,
eliminating the need for expensive storage racks,
and saving valuable floor space. The polished
solid steel posts eliminate page tear out and the
difficulty of threading bent nylon posts. This
computer binder opens to a flat reading position
with visibility to the inner edge of the reports.
Label holders provide content identification.

1

1

1 Work for Yourself! 1
1
1

Start or expand your own bookkeeping, accounting and tax practice with
a system perfected through 30 years
of experience ... resulting in Comprehensive'x-accountants now serving over 16,000 monthly business

1 clients.

1
1

C OX . . .

1
1

1
1

1

Our large -scale co mputer quickly
and efficiently provides your clients
with complete financial data —every
month. For information on how to
join our nationwide network of independent accountants, contact V. A.

1

1

MA7

1

1
1

1
1

1
1
Call toll free
1
(800) 323 -9000 1
1 or mail this coupon today! 1
1
1
Name
1

1
Address

1
1

Call your McBee
Binder Specialist for a
Margin Master demonstration today.

Litton

McBE E
Loose Leaf Binder Products

Zi p— _—

1
1

Sales Offices Nationally
See Your Yellow Pages

(area code)
(best time to call)
1
1
1 C D M P R E : E I N IS H M C 1

417 866-0822

Western Plant
1314 Marina Blvd.
San Leandro, CA 94577

- Margin Master is a trademark of McBee Loose Leaf Binder Products.

62

State

Phone

424 North Cedarbrook Ave. Springfield, Missouri 65801

Eastern Plant
4206 Shannon Drive
Baltimore, MD 21213

City

1
1

2111 Comprehensive Dr. • Aurora, IL 60507
Illinois residents call collect (312) 898 -6868
Ofilclol Tabulator s for the
/
National Easter Seal Telethon
_
_ I

1
1

_ _ _ _ _ _ _ _ _
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INSTITUTE OF
MANAGEMENT
ACCOUNTING
Continued from page 59
k'
t
Francisco. He also has passed the examination for the CPA license.
Mr. Rod has a B.A. degree from Luther College, Decorah, Iowa, an MBA
from the University of Northern Iowa,
and is working on his Ph.D. dissertation
at the University of Minnesota. He has
a CPA certificate.
Michelle D. Cooper holds a B.S. degree in industrial administration from
Iowa State University. She plans to go
to graduate school this month, working
toward a master's degree in finance and
marketing.
Richard Sobolewski has a B.A. degreer from Wabash College and M.A.
and MBA degrees from Indiana University.
The Gold, Silver, and Bronze Medals
awarded to applicants achieving the
three top scores on the examination are
sponsored by Touche Ross & Co. in
honor of the late Robert. Beyer, former
managing partner ofthe firm and a past
national president of NAA. The awards
were presented at the NAA Annual
Conference in Boston, June 24 -27.

LETTERS
Continued from page 7
& Sells also reviewed it and said that it
was a strong, well- written piece of
work. It is just as deeply rewarding to
have the respect of key people in the
accounting profession as it is to have the
manuscript published.
I want to close by saying that the
manuscript competition is one of the
best ways for accountants like myself to
keep up with changes that affect my
profession. It also helps maintain writing and communication skills that are
more important than ever. Thank you
again, and I assure you that I will continue to submit manuscripts on a periodic basis in the hopes that you will
publish one of them.
Paul R. Fischette
Rochester, N. Y.
MANAGEMENT ACCOUNTING /JULY 1979

Cupid and the Computer
Romance, it is clear, flowers even in
the sterile environment of data
processing. A love story, celebrated
by Texas Instruments in a recent
press release, illustrates Cupid's extraordinary adaptability to modern
technology.
Linda Crider worked for Flora fax International in Tulsa, Okla.
Florafax operates a computerized
order entry network that enters and
receives sales orders throughout the
country via 763 terminals. Brian
Barber managed the largest florist
shop in Las Vegas. Linda started
helping him with his data terminal
installation.
"After a few months of talking to
each other over the terminal, he
sent me two dozen roses and a
leather coat for my birthday. Then
he called me on the phone."
They "met" in September via the
computer and were engaged last
December, never having met face to
face. The computer couple decided
to meet face to face in Las Vegas.
"He sent me a picture so I could

recognize him. I knew who to look
for, but it was a little strange. He
was late getting to the airport but I
spotted him," Linda remembers.
"He brought me a rose."
Enter another computer - related
principal: a Florafax representative
named Rev. Mercer McKinney
supplied an appropriate ending to
this unusual romance. After a conventional church wedding, the couple and their families gathered in a
Las Vegas flower shop before a TI
763 Data Terminal.
DO YOU TAKE THIS WOMAN AS YOUR LAWFULLY
WEDDED WIFE? typed out Rev.
McKinney stationed before a data
terminal in his Oak Grove, Ky.
flower shop, about 1,800 miles from
Las Vegas.
I DO came back the answer.
Rev. McKinney, who has married people on horseback and in an
airborne
helicopter,
dispensed
with the usual tape recording of the
service that he gives the bride
and groom. Instead, he gave them
the computer printout of the ceremony.
p
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The best way
toappredateour
M O deling
m
into compare
wiffidieirs,
Please send me information about FORESIGHT,F
Name

lltie

Company.
Address

1

Foresight Marketing Manager
2525 Washington Avenue, Kansas City, MO 64108

--

NE&D

-

■ ■ ■

City

Scare

Zip

Please send me information about SIMPLAN
Na me —

itL

Company
Adam _ _
_

—st ale

City

_ — Zi p

The SIMPfAN Group of SSI
300 Eastowne Drive.Chapel Hill, NC 27514
_

_

_

_

_

_

=

_

_

_

i
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Look into vendor support. You'll notice something
Check our competitors. Serious buyers do. And
interesting —the heavy build up given in some system
they usually end up buying AUTOTAB 11. For some very
literature to a few esoteric, "sophisticated" features
solid reasons. In making side by side comparisons of
that have limited value in the real world. You'll quickly
financial modeling packages, they find AUTOTAB Il decome to appreciate the brass tacks approach of
livers more performance, more flexibility, more usability
AUTOTAB 11. We know the jobs you have to do. We're
than the competitors. Any competitors. Try it yourself.
helpofyou
do Ask
Look at the documenelease 77me more_
in rmation about AUTOTAB II, here
themto
—all
them.
tation. Check usage refo
the competition. Talk to
quirements (people, time,
their users and talk to
Tive
Name
computer resources, necour users. We're conessary training): Ponder
Company
fident you'll choose
Adele
real costs. Consider everyAUTOTAB II.
body in your company.
46
City
state
_.Zip
(602) 264-7241
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Helping business do business better.
(7 C T T O R A T IF IN

Capex Corporation
P.0. Box 13529, Phoenix. AZ 85002

AT

St� ens

to

1

0 Candidate submits an application for membership in the Institute of
Management Accounting and an application to sit for the CMA
examination. Candidate arranges for proof of educational attainment and
character references to be sent to the Institute. October 1 is the deadline for
new candidates to file the membership and examination applications.
(Candidates who are members of the Institute and who have taken parts of
the examination at a prior offering should file their examination application
by October 1.)

2
3

0 Institute notifies candidate of acceptance when educational
credentials and references are received.
0 Institute sends candidate authorization letter for requested
examination parts and exact address in selected city where examination will
be held. Notification in mid - November.

4

. Candidate sits for examination on December 12, 13 and 14
dupending on number of parts taken.

5
6

0

In s t it u t e n o t if ie s c a n d id a t e o f e xa m in a t io n re s u lt s in Ma r c h 1980.

9 Certificate in Management Accounting is awarded to candidate who
has passed all five parts and has fulfilled the requirement of at least two
y e a r s o f a p p r o p r ia t e m a n a g e m e n t a c c o u n t ing e x p e r ie n c e .

Consider it.
For more information, please write or call:

Institute of Management Accounting
570 City Center Building
Ann Arbor, Michigan 48104
Telephone: (313) 662 -1986

The Certificat e In M anagement Acco unt ing
A program of the National Association of Accountants

The revolvingdoor - vs0
employment stability.
Turnover is not only costly, but it makes it difficult
for a firm to attract competent personnel.
Robert Half has assisted thousands of organizations in bringing employment stability to their financial and data processing departments,
Here's why:
We're specialists. And specialists have to do a
better job.
We're large. 60 offices in the United States, Canada and Great Britain. And our size benefits you. We

select people who match your most specific requirements from the maximum number of skilled accounting, financial and edp professionals.
We've been around a long time. Thirty years of
know -how gives us an insight into our concentrated
fields that is unmatched anywhere. Robert Half has
stability. Isn't that the right kind of organization to
help slow down the revolving door?
Look us up in the W hite Pages in key centers
throughout most of the English- speaking world.

® accounting,
ROB
E R T R Lf:
financial and edp personnel specialists
0

ALBUQUERQUE • ALLENTOW N • ATLANTA . BALTIMORE • BIRMINGHAM • BOSTON • BUFFALO • CHICAGO • CINCINNATI
CITY OF COMMERCE (CA) • CLAYTON • CLEVELAND • CLIFTON. N.J. • COLUMBUS • DALLAS • DAVENPORT • DAYTON • DENVER
DES MOINES • DETROIT • FRESNO • GRAND RAPIDS • GREENSBORO • HARTFORD • HOUSTON • INDIANAPOLIS • KANSAS CITY
LANCASTER • LONG ISLAND • L OS ANGELES • LOUISVILLE • MEMPHIS • MIAMI • MILW AUKEE • MINNEAPOLIS • NEW ORLEANS
NEW YORK • OMAHA • ORANGE (CA) • PALO ALTO • PHILADELPHIA • PHOENIX • PITTSBURGH • PORTLAND • PROVIDENCE
SACRAMENTO • ST. LOUIS • ST. PAUL • SALT LAKE CITY • SAN ANTONIO • SAN FRANCISCO • SAN JOSE • SEATTLE • STAMFORD CT.
TAMPA • W ASHINGTON. D.C. • W ILMINGTON
CANADA: CALGARY • TORONTO • VANCOUVER • GREAT BRITAIN: BIRMINGHAM • LONDON

