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"Software International's 1_� yroll Plersonnel gives you a payroll system that's
easier to implement than you've ever thought possible.
"And look at all you get: Multiple earnings and deduction categories with
unique user - determined exits for special calculations;
employee and employer tax calculations to meet Federal,
State, County, and City tax requirements with Software
International periodic updates. Pay ro l l P e r son n e l c a n
z� .
process different payrolls, each with different frequencies, and
keep complete reporting and audit control.
"The personnel informa tion ba se includes standard personnel data, as well as salary and job history for multiple

job changes. Personnel reporting includes workmen's
compensation, bond, and EEO outputs.
"To find out how quickly and easily you can get more
for your software investment, v. rite or call, today.
Because you get outstanding performance, proven
reliability, superior technical support and comprehensive
documentation from Software International, you get more
than software. You get results!"

Mor e than s oftwar e ... ,� ;
results.
Chet Domoracki, Vice President
Payroll /Personnel
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Please send me your free literature about these SOFTWARE INTERNATIONAL SYSTEMS

LARGE COMPUTER

SYSTEMS�—
for users of IBM, BURROUGHS,
DEC, HONEYWELL, UNIVAC
and ICL computers.
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SMALL COMPUTER
SYSTEMS�—
fo r users of S ystel and
other IBM, Burroughs, Univac
9030, Honeywell 62, HP 3000,
Wang, Interdata and most popular business minicomputers.

Computer System

Call
Today-

Atlanta (404) 955 -3705
Bos ton (617) 683 -2447
Chicago (312) 298-3500
Columbus, OH (614) 773 -2167
Houston (713) 444 -3348
New York (914) 332 -0040
San Jose (408) 249 -7501
Toronto (416) 924 -1461
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Elm Square, Andover, Mass. 01810 (617) 475 -5040

Capital
Budgeting
.
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Concepts and Techniques...

ANNOUNCEMENT!
Here at last is a Self -Study Course that discusses,
in depth, the four primary CAPITAL BUDGETING screening techniques: ACCOUNTING
RATE OF RETURN ... NET PRESENT VALUE
... PAYBACK... TIME ADJUSTED (OR INTERNAL) RATE OF RETURN ... AND MORE!

Pts% _ F % Ml j
ark r ctlruq
S

'
r

This course, naturally, is a NEW — Energy saver —SelfStudy Program designed to yield a high level of understanding
and comprehension via the combined "Text- Cassette"
approach ... A Learning System Concept to help you pick up
the mathematical intricacies and the main arguments in
CAPITAL BUDGETING easily!
MATHEMATICAL EXAMPLES areclearly and carefully detailed
with special attention paid to each step along the way. Major
emphasis is placed on ACQUISITION & CONTROL OF GROWTH
while examining negative growth and retrenchment.
CAPITALBUDGETING: Concepts and Techniques is a uniquely imaginative and thought - provoking experience in
learning ... AN ABSOLUTE MUST!
SPECIAL FEATURES ...
DEALS WITH INFLATION!

Real World!
Many thoroughly worked out solutions
to complex problems.
Reinforces learning and retention with
Audiocassette tape (60 minutes) vividly
coupled with dramatized situations!

THEORY of CAPITAL BUDGETING.
0 Improves COMMAND of mathematics; the "validity" of the content
will make you comfortable with the
newest and the latest developments.
• Presents examples drawn from the

Carefully details mathematics so
participants receive a fuller understanding of CAPITAL BUDGETING
principles.
Amplification & Development of the

P.S. ENCOUNTER MODERN METHODOLOGY IN CAPITAL BUDGETING TODAY!
M; A S S P C 8 0 I
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Mail to:
National Association of Accountants
919 Third Ave., New York, N.Y. 10022
Att: Self -Study Programs

0 YES, please send me

Units) of

CAPITAL BUDGETING: Concepts and
Techniques
I am considering additional purchases
for my Class Company others)
List:
Cost $65. —10% DISCOUNT FOR MEMBERS
Recommenced Continuing Education Credit
— 12 Hours

-------------------Na me
Address
City, State, Zip
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Home Phone
(area code)

Business Phone
Member No.I

(area code)
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Will FAS No. 33 Solve Inflation Accounting Problems?

11

By Ralph T. Bartlett and Thomas H. Kelly
As inflation continues to spiral, businesses find it harder to predict profits and future cash
flow accurately. But neither of the proposed methods in the FASB statement will help in
predicting future cash flow because both assume a company is operating in a static environment.

Benefits &
Pension Funds

Why Pension Funds Are Looking at Real Estate

15

By Robert L. Kinney
They took a bath in 1974 so pension fund managers spurred by ERISA increasingly are
looking to diversify their portfolios with real estate investments. There are advantages ...
and pitfalls in this strategy.

Unfunded Pension Liabilities May Be Dangerous to Corporate
Health

20

By Leo Goldstein
The subject of unfunded pension liabilities is highly technical, what with actuarial computations, mortality tables, and investment techniques. Underneath all the complicated formulae there is an easy question with difficult answers: Can we afford our pension plan?

Pension Plans: What Companies Do —and Do Not — Disclose

24

By James W. Deitrick and C. Wayne Alderman
What kind of pension cost information are companies disclosing? Not much beyond what
is mandatory, according to this survey of 52 Fortune 500 companies.

A Plan for Distributing Deferred Compensation to High- Bracket
Executives

30

By Donald G. Koch
A lawyer -CPA who is heavily involved in estate planning offers one type of plan for high level executives who want to defer part of their remuneration to a later date and not be
burdened with heavy taxes when they retire.

Compensating Sales Reps

34

By Conrad Giesler
A variable compensation program should reward salesmen for performance and be compatible with regional, divisional, and corporate goals. Here's a plan developed for the
Housing Division /West of Boise Cascade Corp.

A Better Method of Valuing Liabilities in Annuity Agreements

37

By Arthur R. Kagle and William P. Dukes
Typical methods and tables used for determining the value of liabilities associated with
annuities accepted by nonprofit organizations permit a wide margin for error. Using mortality experience over all possible acquired ages of the annuitant offers a more reliable solution.
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Management
Accounting
Issues

Automated Capital Investment Decisions

41

By Franklyn S. Uhl
Does automating capital investment decisions mean that a manager can reduce his input
and not worry about applying his intuition? Find the answer in this article and learn about
the amount of quantification possible in capital investment decisions,

Toward the Development of a Hospital MIS Profile

47

By Richard Pitre
Hospitals like corporations need comprehensive information systems for management and
control. What is needed is a profile of an MIS in a hospital. Here is a survey that points
toward such a development.

Book Review

The SEC and Corporate Disclosure

56

A newly - published book says the SEC has lost its bearings and is drifting in a sea of
meaningless regulations.

Symposium

Management Accounting Symposium

58

is a comprehensive management accounting theory possible? Scholars at a recent University of Illinois symposium considered that question and came up with some fresh insights.
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Economics and Accounting When inflation is so virulent, it has an impact on
accounting decisions — that's why in the May issue the theme centers on the macroeconomic world with particular emphasis on forecasting and productivity. In June, watch for an
issue devoted to the problems of controllers.

Cover:
Managed
properly,
pension funds
provide many
retirement
benefits. Photo,
North Carolina
Dept. of
Commerce.
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PRESIDENT'S PERSPECTIVE

NAA Holds First Conference in Paris
NAA will hold its first European Regional Conference on April 24 -26 at
the Hotel Inter - Continental in Paris, France. The theme of the Conference will be Management Accounting— Strategies in a Changing
World. Distinguished financial executives
and accounting leaders from Europe and
the United States will make presentations
and lead discussions. The program will be
conducted with simultaneous translation in
French and German.
Although NAA has more than 3,000 international members, our international activities have been constrained by currency,
language, logistical and custom barriers.
We have 17 international affiliate groups,
but they do not enjoy all of the benefits of
our domestic NAA chapters.
One of our very active affiliate groups is
in Paris. This group, under the leadership of its president, Jean Cohen
Scali, is serving as co- sponsor for our Paris meetings_ Through this
cooperative effort NAA is, for the first time, providing a forum at which
top financial executives of European and American business can get
together to share current techniques and strategies in the context of
the management accounting profession.
Through this conference, and in other ways, NAA is participating in
the advancement of management account ing around t he world. We
are represented on the Management Accounting Committee of the
International Federation of Accountants (IFAC). Our Management Accounting Practices Committee (MAP) responds to issues considered
by the International Accounting Standards Committee (IASC) in its
continuing effort to harmonize worldwide accounting reporting practices. We are participating with the Society of Management Accountan ts o f Canada in management accounting research projects. Our
sixth cooperatively- sponsored study will be published this year.
Although customs and value structures of people differ greatly
among countries of the world, there exists a very strong economic and
social incentive for efficiencies and effectiveness of organizations in
all countries. Management accounting needs to be responsive to the
variety of environments in which it must serve, yet it should provide a
common thread for organizations in their planning, control, and decision processes in all parts of the world.
There is a great need for interchange of management accounting
knowledge across geographic, idealistic, and cultural boundaries. Our
Paris Conference should make an important contribution. I hope it will
encourage additional participation of our Association in a worldwide
setting_
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President, 1979 -80
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You can buy financial software
from a company that pretends to
speak your
1 a n g " 4 0 g e . . .
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Most financial systems are
designed by data processing
people who don't really
understand accounting.
Things are different at
McCormack & Dodge. Our software packages are designed by
teams of financial and data process ing experts. We're fluent in Generally
Accepted Accounting Principles as well as
ANSI Cobol. So you get efficient, welldesigned systems with all the comprehensive
features and capabilities you need.
We start with a complete determination
of the needs of financial people... by financial
people. Experts who are familiar with complex accounting requirements and understand
the meaning of financial planning and control.
They make sure you get the reports you need,
in the form you need them.
Then our data processing experts go to
work to give you software that's flexible and
easy to use. Streamlined, efficient systems
incorporating state -of -the -art technology.
Our software packages have been audited
by the "big eight" accounting ferns. Given top
ratings in the 1978 Datapro Users' Survey.
Selected by some of the world's most critical
financial executives. And installed in over 850
companies, including dozens of the Fortune
500. In fact, 7 out of 10 companies we talk to
end up doing business with us.
That's why you should talk to us about:
General Ledger/Financial Analysis,
Accounts Payable, Fixed Asset Accounting,
Capital Project Accounting, Purchasing
Management.

or you can talk to McCormack &Dodge,
WGiMCCORMACK & DODGE CORPORATION
560 Hillside Avenue, Needham Heights. MA 02194. (617) 449 -4012

Atlanta (404) 997 -2797, Chicago (312) 893 -8788. Phoenix (602) 967 -9455. San Diego (714) 565 -1668. Washington, D.0 (703) 734 -0710
United Kingdom /Netherlands, RTZ Computer Services. London • Italy. General Systems S p A . Milano. Torino • Australia- New Zealand, Adaps Software Ltd Melbourne. Sydney

Data Sheet
Robert F. Randall, Editor

gineers, technicians, data processing, and secretarial. Major difficulties in complying with the
1979 guidelines included lack of merit money, a
credibility gap with employees and resulting
discontent, difficulty in interpreting the guidelines, and the lack of adequate centralized
computer support. The Institute points out that
salary increases granted since 1974 are running at a rate which will double pay levels in
about eight years on a compounded basis.
Write Schwarzkopf Consultants, Inc., Box 285,
Elm Grove, WI 53122 for a copy.

FCPA Aimed at Wrong Target
Business /Accounting Briefs
The Foreign Corrupt Practices Act "is based on
the false assumption" that payoffs slipped
through a porous network of internal accounting controls. Instead, corporate overseas briberies "were authorized by company officials
acting within their normal authority." That is
why Dr. Douglas R. Carmichael, auditing vice
president of the AICPA, calls the accounting
standard not responsive to the problem. He
said: "How would you feel if you could be fined
or thrown in jail because your checkbook
doesn't balance, even if you didn't write a bad
check? How would you feel if the same thing
could happen even if your checkbook were in
balance, but you failed to reconcile it monthly ?"
That, he noted, is precisely the position of all
public companies subject to the Securities Exchange Act of 1934. Speaking at the Bernard
M. Baruch College, he said the initial false
premise led to "the setting in place of largely
undefined, so- called accounting regulations,
with severe penalties for failure to comply."

See Big Demand for Finance Execs
Demand for finance executives during the last
half of 1979 rose 6% over the first half and is
expected to continue during 1980, according to
Heidrick & Struggles, a Chicago -based executive search firm. Finance represented 35% of
the total demand in the firm's survey of display
advertisements for executive positions.

Wage Guidelines Create Major Problems
President Carter's wage guidelines are creating
major problems for many corporations according to a survey of 206 manufacturing companies conducted by the Executive Compensation Institute, Wheeling, III. The survey shows
that 30% of the companies experienced higher
employee turnover as a result of guideline limitations, with the majority in groups such as en6

Public accounting firms continue to expand
worldwide operations. Seidman & Seidman has
formed an international partnership with its
foreign affiliated accounting firms and adopted
the name Binder Dijker Otte & Co. Touche
Ross's world -wide revenue rose 15% to a record $514.6 million. Managing director and CEO
Russell E. Palmer said that foreign operations
grew at a faster rate than the U.S. firm. , .. Morristown Chapter plans its 20th Annual North
Jersey Business Show, April 22 -24, at Birchwood Manor, Whippany, N.J.... Computer Directions Advisors, Inc., Silver Spring, Md., has
been awarded a contract by the SEC to compile and make available a listing of all 5% beneficial owners of publicly -held U.S. corporations.
Said to be the first completely centralized reference source for this data, the publication will
include a directory of 5% beneficial owners,
their names, addresses, and telephone numbers. Based on 13G, 13D and 14D -1 filings with
the SEC, it will be published monthly and cost
$280 per year.

Financial Starting Salaries Rise 4.9%
Financial starting salaries rose an average of
4.9% according to the 1980 survey of Robert
Half, Inc., a nationwide financial and data processing employment chain. Some highlights:
starting -salary range for CFOs at companies
with a $50 -$250 million volume is $47,000$78,000, a 1.6% gain over last year; corporate
controllers joining firms with a volume of $750
million or more were being offered $92,000$126,000, a gain of 1.4 %; large firms are paying senior financial analysts $21,000 429,000,
a 4.2% increase. The survey also includes a
30 -year comparison which shows that the average starting salary for a controller went from
$11,600 in 1950 to $35,900 in 1970 and
$54,900 this year.
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five. Senator William Proximire (D- Wisc.), Committee chairman, called the hearing as a result
of an action by the House Appropriations Committee reducing the Board's budget request for
fiscal 1980 and recommending that the Board
be abolished with its functions transferred to
the Executive Branch. Among those testifying
at the Senate hearing was Comptroller General
Elmer B. Staats, who heads GAO, and also is
CASB Chairman. Mr. Staats said that he favors
Louis Bisgay, Editor
retaining the Board in its present form but, if it is
dissolved, he would like to see its functions
transferred to the GAO.
In its letter of comment to the Senate Committee, the MAP Committee said that, although
the primary job of establishing new standards
SEC Proposes Disclosure Overhaul
has been completed (except for the standards
on indirect cost), "a need will continue to exist
The Securities & Exchange Commission has for a functioning organization with the ability to
proposed a series of four rules that are intend- interpret the present standards and issue such
ed to reduce the overall burden of disclosure by additional standards as are deemed necessary
reporting companies. Certain financial informa- by developments on the accounting and protion would be required in a firm's annual report curement scene." The MAP Committee also
to shareholders and incorporated by reference believes that such functions should remain
in the Form 10 -K report to the Commission in- within a Board similar to the present one, but
cluding:
does not consider the GAO an appropriate al• Audited income statements for the three ternative because the GAO, which essentially
most recent years and balance sheets for the fulfills an audit role, then would be in a position
two most recent years;
to evaluate the implementation of rules which it
• Management's discussion and analysis to was involved in establishing. In the event Coninclude such matters as capital resources, li- gress decides to abolish the CASB, the MAP
quidity, and impact of major economic trends, Committee prefers that the continuing function
in addition to the presently- required analysis of be transferred to the Executive Branch, specifichanges in income.
cally the Office of Federal Procurement Policy
Regulation S -X would be amended to elimi- within the Office of Management and Budget.
nate SEC accounting and disclosure rules that
The MAP Committee added that, although it
duplicate generally accepted accounting princi- has not always agreed with positions taken by
ples. These initial steps represent the begin- the CASB, it has found the work done by the
ning of an attempt to integrate disclosures ap- Board and staff to be of uniformly high quality.
plicable to the Form 1 O -K, proxy statement, and
annual report to shareholders in a single system, with the annual report ultimately becoming MAP Committee Responds to CASB
the basic SEC disclosure document.
One of the proposals would create a new Comment letters were submitted to the CASB
short form, Form S -15, which could be used in on the staff issues paper, "Allocating Costs of
connection with a business combination where- Joint Products" and on the proposed amendin the effect of the transaction does not change ment of Standard 404, "Capitalization of Tangithe gross sales, operating revenues, and net ble Assets." The latter concerns a proposal to
income of the issuer by more than 10% and increase the cost capitalization criterion from
providing the total purchase price does not ex- $500 to $1000 and follows a research effort in
ceed 10% of the aggregate market value of which the NAA research staff collaborated with
voting stock held by unaffiliated shareholders.
the Board. Copies of MAP Committee comment
letters may be obtained by written request to
Ms. Rosemarie Coppola at the NAA office.

Management
Accounting
Practices

CASB Faces Uncertain Future

The Senate Committee on Banking, Housing
and Urban Affairs held a hearing on a proposal
to transfer functions of the Cost Accounting
Standards Board to the General Accounting Of-

Accounting for Regulated Enterprises
As a step toward determining accounting
Continued on page 53
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Ever get the feeling
when your work
is behind,
you're alone?

Letters
TO THE EDITOR
Keep the Ball Rolling
The article "Municipal Pension Plans:
the Long Road Back to Financial
Soundness" (Oct. '79) is certainly a
timely article. I would like to see our
group publish a sequel advocating equity in pension plan benefits. It would rival Howard Jarvis' Proposition 13 if it
were to come to pass.
Equity in pension plan benefits would
have to be based on available comparisons and not on politicians' promises to
workers in the public sector. A great
deal of the financial troubles of cities
like New York and Cleveland relate to
the fact that retirees' benefits are not related to their contributions but are
based on politicians' wild promises.
In order to cure these inequities, benefits in the public sector should be on a
pro -rata basis comparable to Social Security, i.e., benefits should relate to contributions. As a concession to those wild
political promises of the past, perhaps
10% could be added to the benefits. At
least this would keep the municipalities
from going broke.
For those who say this cannot be
changed because "exorbitant" benefits
were promised in the past, there are
three replies:

We'll help you catch up
on your accounting,
bookkeeping and edp

vr-

1. When there is no money, there is
no money, PERIOD.
2. Recipients in the public sector derive their funds from the public
who pay and pay and pay.
3. An illegal contract, or an ultra
res contract (one made by someone who exceeded his authority
and acted in such a manner as to
fiscally hamper and perhaps bankrupt a community) can always be
reversed.
All of the foregoing also applies to
the federal government and its pension
policy,
Now that you have started the ball
rolling, can you keep it going? I hope so
and I would like to help in my small
wa y .
Henry J. Karl
Bristol, Conn.

"
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Is It `Overkill'?
The article, "Keeping a Second Set of
Books — Legally" (Dec. '79) appears to
be "overkill." The authors suggest a
system of unique code numbers /colors
to classify tax or tax/book transactions
in books of original entry and new general ledger accounts to accumulate
transactions having a special tax treatment (e.g., tax depreciation). I have to
ask: Why bother? In order to make the
tax entries such as the authors suggest,
separate workpaper analyses (e.g., tax
depreciation schedule) will still have to
be prepared. Also, the effective tax rate
(federal and state income tax) has to be

projected out for the full tax year — recording is desired, the standard genermonthly tax accruals based on year -to- al ledger accounts can be used since the
year numbers are not an acceptable ac- annual tax workpapers /trial balance
counting practice. If monthly tax ad- will explain the entries made.
justments cannot be used to arrive at
In conclusion, adding 5 to 10% addithe monthly tax accrual, then why both- tional general ledger accounts and speer to record them monthly?
cial numeric or color account coding in
Cu m u lative adjustm ents (years -to- order to replace what should be a single
d ate) can be easily maintained on a sin- annual posting of tax adjustments apgle wo rksheet with alternate colum ns pears unwarranted.
fo r cu rrent year adjustm ents and years Patrick J. Dossey
to -d ate totals. There is no need to book
Director of Corporate Taxes
these tax adjustm ents in the general
Datapoint Corp.
led ger sin ce the annual tax workpapers San Antonio, Tex.
are "p er m anent" in natu re and t hus are
co n sid ered t o be part o f the taxpa yer's
b o o ks an d re cords for ta x purposes. If

,F
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Could your
employee benefit plans
be more cost efficient?
T he E B P R R e s e arc h R e p o rts c an he lp .
T h i s w e e k l y lo o s e -l e a f s e r v i c e c o n c e nt r a t e s
o n p l a n d e s i g n a n d a d m i n i s t r a t io n , u s i n g
num e ro us e xam p le s o f ac tual p lans in
o p e ra tio n. Ne w s and c o m p re he ns ive re s e arc h
ab o u t p e ns i o n s , p ro f it - s h ar i ng p l a ns ,
E R I S A , h e a lt h , l if e , d i s ab il i ty , u ni o ns .
and mo re.
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A Better Valuation Approach
In the article, "Evaluating An Acquisition Candidate Is Easier Than You
Think" (Jan. '80), the author has made
a timely and worthwhile contribution.
It seems preferable, however, to exclude financial cash outflows from the
projections of the candidate's net cash
flows so that a strict adherence to good
capital budgeting practice can be maintained. The decision to acquire another
company should be evaluated in the
same manner as the decision to acquire
a machine or any other productive asset. The risk - adjusted discount rate provides for the compensation of debt capital suppliers and thus to include future
debt service payments in the forecast
would result in double counting. A better valuation approach is to subtract the
current long -term debt balance from the
present value of future after -tax operating cash flows. All things being equal,
this will produce a lower valuation of
the candidate's shares.
I would also like to suggest that a better and more meaningful result can be
obtained if future cash flows of the target include an allowance for obvious
post- acquisition savings.
A different interpretation of the appropriate capitalization rate is required
if this approach is employed. A post -acquisition hurdle rate can be calculated
based on a target debt ratio of the combined companies and a cost of equity
capital developed from the weighted average (market value) of the two companies' respective betas.
William M. Watts
Business Analyst
Sunoco Products Co.
Hartsville, S. C.
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Will FAS No. 33 Solve
Inflation Accounting Problems?
By not stating specifically how the supplementary disclosures
should be used, the FASB has lessened the chances that the
information will be responsive to investor needs.

"'

In response to a decade of public pressure and
business concern, the Financial Accounting Standards Board (FASB) issued a Statement of Financial Accounting Standards (FAS) calling for businesses to report the effects ofchanging prices on
their enterprises. The provisions of FAS No. 33,
Financial Reporting and Changing Prices, are intended to help in the development of a reliable
method of reporting the effects ofinflation. Companies will present the information as supplements to their published annual reports.
The controversy over how the effects ofchanging prices should be reflected in financial statements has continued for approximately 50 years,
while historical cost accounting, with all its alleged flaws, has remained the only acceptable language of business. Early in 1979, Business Week
claimed that "fully one -third of the earnings that
companies reported for 1978 were an illusion —
gains created by inflation and out -of -date accounting methods.
This claim reflects public sentiment toward current financial reporting. In December 1978, in response to this sentiment, the FASB issued an exposure draft of a proposed Statement of Financial
Accounting Standards dealing with financial reporting and changing prices. It stated that certain
enterprises would be required to present supplementary information on income from continuing
operations either on a historical cost /constant
dollar basis or on a current cost basis. The FASB
now has decided in FAS No. 33, however, that
0025- 1690/80/6110.2896 /$01.0010

supplementary information should be reported on
both bases. The supplementary disclosures are an
attempt to solve a basic problem with the historical cost accounting model. That problem can be
stated as follows:
During times of rapidly changing prices, the
profits reported in financial statements prepared on a historical cost basis are overstated, and, accordingly, these profits do not
represent amounts that investors and creditors can look to in predicting future cash
flows. In other words, during times ofrapidly changing prices, most, if not all, reported
profits must be retained by a business in order to maintain and expand capacity.
This alleged overstatement of profits results
from a mismatching of current sales with out -ofdate charges for depreciation and inventory. At
the same time, the notion that investors and creditors look to reported earnings to predict future
cash flows is consistent with the FASB's Statement of Financial Accounting Concepts No. 1,
Objectives of Financial Reporting by Business Enterprises.
Why Haven't Restatement Methods Been
Accepted?
If it is true that this overstatement is the problem with respect to earnings derived from the historical cost accounting basis, and the new reporting adopted by the FASB is the solution, why
haven't earnings reported on a historical cost/
Copyright © 1980 by the National Association of Accountants
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What Is Net Income?

Do companies
choose not to
heed data
provided
through
inflation
adjustments
because it is in
their interest to
perpetuate the
profit illusion?
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Current cost

1
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constant dollar
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8,000
$7,000

Purchasing pow er gain on net
monetary liabilities

IV

$

$8,000

II

$

Income from continuing operations:
Constant dollar
Current cost

Historical cost/
constant dollar

7,000

2,000

2,000

$9,000

1,500
$10,500

10,000
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At NAA's conference on "Financial Reporting and Changing Prices" (see
March issue), Professor Harold E. Arnett, University of Michigan, pointed
out that because FASB did not define nor require disclosure of a single,
supplemental "net income" figure in FAS 33, six different combinations,
illustrated above, are possible,
constant dollar basis or on a current cost basis
gained widespread acceptance among financial
management and members of boards of directors
in setting investment and dividend policies?
There are three possible answers to this question. The first is characterized by a statement
made by Business Week in the article quoted before: "(Companies are) unwittingly decapitalizing
themselves." In other words, because companies
are unaware of the use of the techniques adopted
by the FASB, they are not retaining sufficient
amounts of cash at least to sustain capacity at
present levels, and, conceivably, earnings reported
on a historical cost basis may have lured management into erroneous dividend policies.
A second possibility is that companies understand what they are doing when they report "illusory" historical cost profits and when they increase dividend payout ratios, but they choose not
to heed the information provided by the methods
adopted by the FASB because it is in management's interest to perpetuate the profit illusion.
A third possible answer as to why management
and board members have not used the historical
cost /constant dollar or current cost basis in setting dividend and investment policy is that neither
method is appropriate. In simple terms, the methods can't predict future cash flow.
There is some truth in each answer. Managemerit and members of boards of directors of some
companies may not know the effects of their
policy decisions, while management and board
members of other companies may be establishing
self - serving policies. Management and boards of
directors of most companies, however, are fully
aware of the effects of their policy decisions and
do not wish to mislead shareholders. Therefore,
the third answer —that neither method adopted by

the FASB will assist investors and creditors in
predicting future cash flow— appears to be the
most plausible.
Why Can't Either Method Predict
Future Cash Flow?
The reason neither of the methods will help predict future cash flow is that both assume a company is operating in a static environment. Neither
takes into account such matters as product turnover, divestitures, business combinations, or the
like. This flaw in the FASB's position is troublesome because during times of rapidly changing
prices one would expect that the probabilities of
product turnover, business combinations and divestitures would be increased. No adjustments or
restatements of past earnings, however, will provide insight into matters of this type. If a company intends to sell a product line two years from
now, it would be difficult for a mechanical restatement of past earnings to indicate that intent.
The second reason the two methods can't predict future cash flow is that both assume that capital maintenance and capital expansion will come
solely from internally generated funds. The possibilities of debt or additional equity financing are
ignored. For example, why should the current
cost of a plant systematically be charged against
earnings if replacement of that plant will be financed with long -term debt? While it may be true
in some cases that only internally generated funds
are used, such assumptions would be unrealistic
for many cash projections.
In addition, both methods neglect working capital, which is essential to the production of goods
and services. Without considering targeted working capital levels, future cash flow cannot be predicted in the long or short run. For example, if a
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company intends to expand its production facilities, it needs cash not only to pay for bricks and
mortar, but also to finance additional salaries, inventories and receivables. Again, it is doubtful
whether disclosure of the current cost of a manufacturing facility will indicate working capital
needs that may arise from a decision to expand.
Drawbacks of the Methods
Each method also has its own drawback. The
historical cost /constant dollar method will be the
least effective in predicting future cash flow because it reflects inflation only. Price changes also
are caused by changes in supply and demand and
by government regulations. It is doubtful that historical cost /constant dollar accounting, for example, will be helpful in predicting the future cash
flow of any company that consumes large quantities of oil or any company that is heavily affected
by environmental regulations.
The drawback of the current cost basis of accounting is that earnings are not based on transactions. Companies will be restating inventory and
fixed assets to reflect current costs and will be reporting the changes in current costs as holding
gains and losses. The holding gains and losses,
however, will be unrealized. (Unrealized gains
and losses were among the principal causes of the
outcry against FAS No. 8, Accounting for the
Translation ofForeign Currency Transactions and
Foreign Currency Financial Statements.)
More important, the danger of departing from
earnings derived from actual transactions lies in
the subjectivity that automatically is introduced
into the financial statements. Robert Malin, managing director of the First Boston Corp., has said,
"The more accountants introduce values not
based on transactions, the more difficult they
make my job. "' In fairness to the FASB, it should
be noted that most FASB members were reluctant
to include the current cost measurements in the
standard because of their subjective nature. If the
historical cost /constant dollar measurements had
been the only requirement, however, the SEC
probably would not have withdrawn its replacement cost disclosure requirement. (The SEC has
phased out this requirement, in response to FAS
No. 33 rules, effective for fiscal years ended Dec.
25, 1980, and after. It has waived the rule for
companies voluntarily including current cost data
in reports for years ending before Dec. 25, 1980.)
There's No Real Solution
Admittedly, a credibility gap exists in financial
reporting, but it is unlikely that a new basis of
presenting earnings will cure the problems of inflation and the resulting decapitalization. Nor can
the opinion expressed by Paul McCracken at the
FASB's Conference on Financial Reporting and
Changing Prices be accepted:
MANAGEMENT ACCOUNTING /APRIL 1980

If a strategy for measuring profits (involving
indexed depreciation charges) had been followed during the last decade, corporate
earnings would have been closer to the
mark. There would not have been the large
and capricious rise in the true corporate
profit tax rate. And we would be looking at
an American economy with far more efficient and technologically advanced productive facilities than what we see today.'
This notion is problematic at best and probably
incorrect. We would be in the same position today, regardless of how corporate earnings were
reported, because a major cause of inflation is government spending, and government spending isn't
greatly affected by the supply of taxable profits.
The lack of taxable profits would have had no
measurable effect on the social and environmental
spending of the past decade, nor would the lack of
taxable profits have inhibited our involvement in
Vietnam. We would have had deficit spending, inflation and decapitalization with or without corporate earnings reported in the way suggested by
Mr. McCracken.
These observations are academic, of course, because the FASB has decided to go ahead with its
experiment involving the historical cost /constant
dollar and current cost bases of accounting. Accordingly, it would be best to concentrate on some
of the problems business managers may encounter
in gathering the necessary information to comply
with the FASB standard and in presenting the
supplementary disclosures. The FASB requires
both the historical cost /constant dollar and current cost measurements for fiscal years ending on
or after December 25, 1979, but because of the
difficulties of implementing the current cost measurements, companies may elect to present the
1979 current cost information for the first time in
their 1980 annual reports.

...Or perhaps
companies
don't use
inflation adjusted data
because the
methods can't
predict future
cash flow.

FASB and SEC Differ on Approaches
Companies need to understand the differences
between the SEC replacement cost disclosure
rules and the FASB's approach in order to hold
down implementation costs of the FASB standard. Accordingly, it is important to compare and
contrast the SEC's replacement cost rules and the
FASB's standards for reporting the effects of
changing prices.
The SEC defined replacement cost as the "lowest amount that would have to be paid in the normal course of business to obtain a new asset of
equivalent operating or productive capability."
Thus, the replacement cost of a milling machine
could be determined by getting price quotes from
a distributor of new milling machines. The current cost of an asset, according to the FASB's approach, however, is the value that an existing asset
13
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not in indexing
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has to an enterprise. In other words, what would
the loss be to an enterprise if an existing asset
were destroyed or lost? An enterprise could obtain
the current cost of its milling machine by obtaining a price quote for a used machine of the same
age and working order.
Theoretically, current cost can be obtained
from the used equipment market. In many cases,
however, a market for used equipment will not
exist, and current cost will have to be derived on
the basis of the cost of a new asset.
Another difference lies in the area of cost of
sales. For SEC reporting purposes, many enterprises reduced cost of sales prepared on a replacement cost basis for the hypothetical efficiencies expected from new equipment. Under the FASB's
current cost accounting model, however, only the
value of an existing asset to the enterprise, not
increased efficiency, is recognized because there is
no assumed change in assets. Accordingly, cost of
sales reported on a current cost basis should not
reflect hypothetical production or labor efficiencies.
Another difference involves assets not expected
to be replaced. For SEC reporting purposes, a
company was not required to determine a replacement cost for assets not expected to be replaced.
Only the historical cost of those assets needed to
be disclosed. The FASB requires disclosure of the
current cost of all assets whether or not they will
be replaced. From this standpoint, the FASB's
standard requires some extra effort not necessary
for SEC reporting purposes.
For current cost reporting purposes, the value
of an asset is defined as the lower of current cost
or recoverable amount. In many cases where assets are not expected to be replaced, either net
realizable value or value in use may be the best
way to measure the value of that asset. Net realizable value, however, will be limited to cases in
which an asset is about to be sold. Consequently,
value in use may have to be used in many cases.
Value in use is the net present value of future
cash flows expected from the asset's use. The
FASB sees the value in use idea being applied
rarely, but because many companies have disclosed significant amounts of assets that are not
expected to be replaced under SEC replacement
cost rules, the value in use concept may have to be
used fairly frequently.
The difficulties of applying the value in use idea
are obvious. The FASB standard would be much
easier to apply if these assets were exempt.
Because the historical cost of these assets was disclosed in prior years, however, the amount of assets not expected to be replaced should be disclosed in order to avoid any 'misunderstanding
about the current cost disclosures and the replacement cost disclosures of prior years.
Another difference between the replacement

cost rules and the FASB's standard occurs in calculating depreciation expense. The FASB states
that if the method and estimate used for historical
cost calculations of depreciation expense have
been chosen partly to allow for expected price
changes, different methods and estimates may be
used for purposes of current cost calculations. The
SEC's guidelines are not as specific regarding estimates of depreciation lives, so few companies have
modified the depreciation lives used in historical
cost calculations of depreciation expense to calculate depreciation on a replacement cost basis. Under the FASB's standard, however, companies
with significant amounts of fully depreciated assets that are still in use may have to adjust their
depreciation lives for purposes of this standard if
the shortened lives were used, in part, to compensate for inflation.
FAS No. 33 Offers Easier Calculations
Several issues regarding the FASB standard are
important. First, there were several changes from
the provisions of the exposure draft which will
simplify the calculations of current cost and constant dollar amounts.
The most significant simplification is that types
of evidence used in measuring current cost need
not be ranked in order of preferability. In the case
of property, plant and equipment, the methods for
determining current cost listed in order of preferability in the exposure draft were direct pricing of
individual assets, unit pricing and indexation. By
removing the preferability provision from this list
of available methods, the Board cleared the way
for use of specific price indices to determine current cost. This change may simplify the burdensome calculations in current cost measures. There
are, however, several items a company should
consider before choosing indexation. It may be
difficult to find a specific index that relates to a
particular business, and specific indices are not always available on a current basis. In any case,
whichever index is chosen, a company should be
satisfied with its reliability and should know how
it was constructed.
The FASB makes it clear that revenue and expenses —except for cost of goods sold and depreciation —need not be adjusted from the amounts in
the historical cost financial statements in order to
present the constant dollar disclosures. Such expenses are general administrative expenses, selling
expenses, and the like. The recorded amounts of
these expenses are expected to approximate the
amounts that would result from the constant dollar calculations.
The FASB has exempted natural resources and
real estate industries from the current cost disclosure requirements until it completes additional research. The natural resource industries include oil
Continued on page 19
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Why Pension Funds Are
Looking at Real Estate
Pension fund investment portfolios should be designed to meet
contractual liabilities with maximum surety without putting an
additional financial burden on the plan.

By Robert L. Kinney
The poor performance of pension fund investment
portfolios and the enactment of ERISA have
prompted pension fund sponsors to search for investment alternatives to stocks and bonds. In fact,
ERISA, which calls for diversification, was probably inspired by the pounding pension fund portfolios took in 1974 when the value of pension fund
assets dived $40 billion and ended up some $22
billion below cost.
At that time, the average pension fund portfolio
was about 70% invested in common stocks with
many funds approaching 100 %. Beyond the staggering losses in market values that 1974 inflicted
was a tremendous loss of income that resulted
from selecting low- yielding common stocks. The
conventional wisdom called for seeking large capital gains opportunities in "one decision growth
stocks" and jettisoning current yield in the process. The yields were surely jettisoned, but the
gains did not appear. The results were that anyone
with a 5 1/ , % passbook savings account outperformed the investment wizards who managed the
nation's pension funds. On the whole, because of
their concentration in common stocks, pension
fund managers' performance in the seventies was
poor.
If one were to take 1968 market values of pension fund assets at $96.013 billion (SEC Data),
add net contributions each year through 1977 and
compound the investment base at 5 1/,% quarter0025- 1690/80/6110- 0100 /$01.00 /0

ly, one would end up at the end of 1977 (last available SEC Data) with $231 billion whereas the actual market value of those pension fund assets
ended up at $181 billion —some $50 billion short
of the average passbook holder. To add insult to
injury, I might add that between 1969 and 1977
there was only one year - 1972 —when the pension fund wizards were ahead. That year, the
"Year of the Wizard," the pension funds were $14
billion ahead. By the end of 1972, however, the
wizards were $60 billion behind in the performance race against the 5`/,% quarterly compounding passbook account.
Not only is the search for diversification into
alternative investment vehicles well grounded in
the generally unsatisfactory experience of pension
fund investment results, but it is also justified by
the near -term outlook. We see the economic environment for decision making in 1980 as one of
continued inflation coupled with a recession of
moderate dimension. We do not anticipate an extreme situation developing in 1980 but rather look
for the present strong inflationary environment to
persist with present monetary policy proving ineffective, if not counterproductive.
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What Real Estate Has to Offer
Real estate as an investment vehicle should be
considered from two viewpoints —debt and equity.
The debt side is the fixed income alternative in
real estate characterized largely by mortgages.
Though not often considered by portfolio managCopyright © 1980 by the National Association of Accountants
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Table 1
ONE MILLION INVESTMENT PORTFOLIO -25 YEARS
Actuarial requirement

6% annual compounding

$ 4,291,871

Common stock return

4.88% quarterly compounding

$ 3,362,275

Merrill Lynch, Hubbard
real estate mortgages

11% monthly co mpounding

$15,447,885

Requirement

$ 4,291,871

Inco me sho rtfall on common sto ck segment
Income surplus on real estate debt

($929,596)
$11,156,014

pension funds had 1.3% of their assets in mortgages and a lesser amount in real estate equities. A
somewhat larger amount of life insurance company portfolios was invested in bonds (43.8 %) with
only 9.6% in stocks (compared to 56.0% for pension funds in stocks).
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With no corporate parent to contribute to investment shortfalls, the life insurance companies
have placed in excess of 90% of their portfolios in
fixed- income investments, electing to assure a
funds flow from stable low risk investments adequate to meet actuarial requirements and provide
surplus while opting for a significantly smaller
segment in the higher -risk common stock sector.
Further, their mortgage portfolios traditionally
have yielded 75 -to -100 basis points greater return
than their nonmortgage portfolios. The results
have manifested themselves in the soundness and
stability of major life insurance companies.
The portfolio structure of pension fund portfolios has led to a high degree of volatility. At the
end of 1974, the market value of aggregate pension fund assets was some $22 billion less than
book value after having been $37 billion above
book value only two years earlier at the peak of
the "one decision growth stock era ". Thus, on a
portfolio with a year -end 1974 book value of $133
billion, the two -year swing in market values was
$59 billion or 44 %. This is the type of volatility
that prudent pension fund managers are seeking
to mitigate.
Investment Income Compared
This volatility tells only part of the performance
story. Another vital facet is the comparison of investment income. In 1975, pension funds had a
total return of 4.8% on the book value of their
assets compared to 6.4% on life company portfolios (and 7.0 %n on the mortgage sector of life company portfolios and 6.0% on the nonmortgage
portfolio). The value of $1 million compounded
at 4.8 %n for 25 years is $3,228,773, compared with $4,715,641 if compounded at 6.4 %
(life company return) or $5,427,433 if compounded at 7% (life company mortgage return).
These returns are historical and reflect portfolio
rates over longer term time frames. However, another perspective will bring these compounding
figures into today's current investment climate.
An October 1979 dividend index of 1,500 stocks
showed an average dividend yield of 4.88 %. The
investments that we will be making for our accounts in 1979 will provide our clients with a net
current return of 10.75 - 11.25. At 25 -year quarterly compounding values, $1 million at 4.88%
grows to $3,362,275 while the 11% monthly yield
grows to $15,447,885. This leaves dividend - paying
stocks $12,085,610 behind, a gap which requires a
very substantial amount of capital appreciation
and dividend growth to fill.
One views these figures against pension fund
economics, the results of a $1 million sector of a
pension fund investment portfolio over 25 years
can be seen in Table 1.
The life insurance companies, with their emphasis on bonds and real estate mortgages, have
annually

ers, this side constitutes the largest sector of annual investment funds flows - 65.4% in 1979 or
$136.8 billion compared to 2.7% for new corporate stock issues.
The equity side, or direct ownership of real estate assets, is the market that most people see as
real estate. It is a huge market widely diversified
as to investment type and risk levels. As a market
that gets its value largely from the capitalization
of cash flows, it optimally provides both satisfactory and growing current yields along with
growth in values. It generally provides an excellent hedge against the ravages of inflation. It is,
however, a market that demands expertise and the
penalties for entering it without specialized expertise among your investment managers can be severe, In our journeys among the pension funds we
so often find holdings of vacant land sold to a
pension fund's securities manager with great
promises unfulfilled. Raw land always looks so
simple to nonprofessionals, but is often the most
difficult real estate asset upon which to realize a
satisfactory return over the holding period.
Real estate investments provide pension fund
investors with a high quality investment instrument. On a long -term, risk- adjusted basis, the investments are a very viable and competitive form
of diversification. These investment instruments
traditionally have been a major portfolio sector in
the portfolios of life insurance companies —the financial intermediary most comparable to pension
funds.
It should be noted that both pension funds and
life insurance companies are characterized by a
highly predictable flow of new contributions and
an actuarially determined outflow of benefits. Between these two fund flows stand their investment
portfolios. In 1977, life insurance company portfolios were invested to the extent of 30.6% in real
estate (27.5% in mortgages and 3.1% in equities)
while the most recent SEC Data (1977) show that
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fund portfolios as they long have in life company
portfolios.
Mortgages as a Pension Fund Asset
Mortgages have been a core section oflife insurance company portfolios- 27.0% of assets in 1978
along with bonds at 47% and real estate equities
at 3 %. As a bond alternative, mortgages have several very attractive features which we feel more
than offset the somewhat lesser liquidity of mortgages.
Better yields is a primary attraction and no one,
of course, is better positioned to trade some liquidity for better yields than pension funds and
life companies. Life companies have long realized
this and historically show their highest investment
income from their mortgage sector. Yield then is a
primary benefit with mortgages providing 75 -100
basis points over bond rates at comparable quality
levels.
Mortgages pay monthly sums of both principal
and interest and, thus, compound at a faster rate
than bonds of comparable nominal coupon. At a
75- and 100 -basis point spread over a 10 %, 25year bond, a mortgage will yield $30,526,953 and
investment income over the life
$39,804,856
of a $10- million investment compounding at the
investment rate —a valid argument for giving up
some liquidity on a portion of a portfolio where
liquidity is not a pressing need.
Perhaps the greatest attraction of mortgages as
a fixed income alternative is their relatively greater inflationary protection as compared with
bonds. This inflationary protection is achieved
through both inherent features of mortgages and
special structuring that we at Merrill Lynch, Hubbard Inc. have used in building mortgage portfolios.
An inherent feature of mortgages is the monthly repayment of principal. A 25 -year mortgage is
paid back in 300 monthly installments of principal
and interest. A 25 -year bond is paid back in one
installment (or in some cases under periodic sinking fund provisions). In an inflationary environment, the dollars received from a bond 25 years
out may have very little current value. With an
inflation rate of 8% compounded annually, $1
million payable 25 years hence is worth $146,081
current dollars —at 10% inflation rate it is worth
only $92,296.
Another aspect of the inherent advantages of
mortgages in an inflationary environment relates
to their average lives. While mortgage instruments
are typically written for 25 -30 year amortization
periods, they tend to have much shorter average
lives. This results from prepayments of mortgages.
In single family conventional mortgages the average lives run from four -to -eight years as people
are transferred, upgrade their housing, refinance
their mortgage or retire their mortgage loans.

The economic
environment
for decision
making in 7980
will be one of
continued
inflation
coupled with a
recession.

more

return

so

conscientiously

total

shown an investment philosophy ofcovering contractual liabilities with contractual cash flows. After first ascertaining the surety of their liabilities
they build a surplus with which they might elect
some high -risk vehicles. They have no corporate
parent to fall back upon for shortfalls and their
survival depends upon investment surety.
The pension funds have generally taken a much
more risk prone position seeking to minimize
sponsor contributions through investment performance. The objective has largely proved illusive with actual results being greater unfunded
liabilities rather than diminished contributions. In
the past ten years, a comparison of SEC data on
book and market values shows at the end of ten
years (latest data to 12- 31 -77) the market value on
$181 billion in assets exceeded book by a scant
$55 million or 3 /100ths of 1 %. Capital gains has
not added a significant increment to total return
in the last ten years, and a great deal of income
has been sacrificed and risk undertaken in the
process. From 1968 to 1975 (1976 & 1977 not
currently available), non - insured private pension
funds showed average investment income of
3.95% over this eight -year period and
of 3.96 %. Only one basis point was added to the
average through capital gains realized.
Even this is misleading as the actual dollar total
shows a realized net capital loss over this eight year period of $2,769 million. If you subtract unrealized capital gains at the end of this period of
$456 million (which may or may not be realized),
you still have a net capital loss of $2,313 million
for this eight -year period and evidence that extension to year -end 1977 would be even worse, as the
unrealized capital gains at that point was only $55
million.
We hold that major pension funds should view
their investment role more like that of an insurance company. Certainly, a pension fund's corporate parentage can provide it with a license if it
elects to take a higher level of
risk than a life insurance company. Yet the financial status of pension fund claims under ERISA,
the escalating levels of actuarial assumptions, and
the benefit trends of the pension fund fiduciary as
compared with a life policy holder —all argue for
establishment of an investment portfolio core designed to meet contractual liabilities with maximum surety, which will not put additional financial burden on the plan sponsor.
While risk- taking is one of the major dynamic
forces of corporate America, we believe that pension funds are not the proper vehicles for undue
risk and that the investment results of pension
fund investment over the past 10 years clearly
demonstrate that undue reliance on risk assets has
been counterproductive. We hold that real estate
debt and equity instruments are ideally suited to
this task and should play a major role in pension
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structure of
pension funds
has led to a
high degree of
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We endeavor to influence average life in portfolio selection to meet client objectives. Commercial
and industrial mortgages tend toward a seven -toten year average life primarily as a result of cash
flow economics and the influence during that time
frame of rising debt amortization and declining
depreciation charges (non- cash). The result is intermediate term average lives and premium longterm rates and the investment opportunity to reinvest principal at the then current rates —a great
advantage in an inflationary environment.
To further assure these life shortening devices,
we generally incorporate call features of ten years
or less in our commercial and industrial mortgages. Typically, where we would write a 25 -year
mortgage on an office building, we would provide
for a call at our option on the 10th and 20th year.
The loan generally would be closed to prepayment
for five years followed by declining prepayment
penalties through the 9th year with the rate up for
renegotiation in the tenth year. This feature assures the intermediate term investment character
and allows the investment manager to increase the
yield of the portfolio consistent with inflation
without transaction costs or capital losses.
This interest adjustment mechanism can be
viewed as allowing the fixed income investor to
participate in the inflationary gains of real estate
equity by demanding increased levels of debt service at periodic intervals. It revalues the investment
instrument to par on a price yield basis and tends
to increase the market value of the investment as
call dates are approached. A bond, on the other
hand, will continue to decline in value during rising interest rate periods (i.e. inflationary periods)
and ultimately return greatly depreciated capital.
Collateral with Tangible Assets
An additional attraction of mortgage investment is that the instrument is collateralized by
tangible assets. Should the issuer become defunct,
the asset remains. We frequently like to recall
what happened to three classes of investors in
W.T. Grant, once a highly regarded credit. At this
writing —some four years following the bankrupt cy—it appears that the stockholders have suffered
a total loss of investment. The bondholders have
been in court four years and are looking to full
recovery while unsecured creditors are looking
toward a partial recovery. A trust that we advised
held real estate assets under purchase - leaseback
financing arrangements. It suffered no asset loss.
To the contrary, it was able to lease these investments at rates that created asset appreciation, suffering only temporary disruption of cash flow during the leasing period.
When asked by securities- oriented investment
managers what premium mortgages should carry
over bonds for lesser liquidity, we often counter
by stating that bonds should carry a premium
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over mortgages for lack of collateral. Mortgages
do carry a premium, are collateralized, are moderately liquid (although certainly not as liquid as a
public bond) and contain considerable inflation
protection through investor calls, principal payments, and shorter average lives than bonds.
Equity Real Estate
Direct ownership of real estate assets is being
given greater attention from U.S. pension funds as
an alternative investment on the equity side of the
portfolio. Investment grade real estate has many
attractions to institutional investors. Generally,
such real estate provides a reasonable current cash
flow coupled with significant appreciation potential. Locational factors, demographic trends, environmental and regulatory cost pressures in land
development —all tend to create greater demand
for investment grade real estate equities. Escalating construction costs in an inflationary era provide competitive gains for well- maintained existing properties as reproduction costs move away
from purchase prices. It must be emphasized that
each equity real estate investment is unique, and
few generalizations can be made,
The major vehicle of pension fund participation
to date has been the commingled fund. Under this
approach an insurance company, bank or investment group creates what is essentially a real estate
mutual fund where resources are combined to buy
a pool of real estate assets with the owners having
shares of the pool. The approach has the merits of
significant diversification which is important for
the smaller pension funds that would have insufficient assets to acquire their own portfolio of
equity real estate. The approach also has some
considerable disadvantages principally related to
excessive cost and liquidity considerations. Yet,
due to the rush of commingled funds and foreign
investors into investment grade real estate equities
during recent years, it has been our sense of the
market that such assets were frequently overpriced as investors took yields in the 5 % -8%
range and touted much higher total returns due to
unrealized appreciation.
Real Estate in 1980: Opportunity
Equity markets will provide better opportunities than in previous years as demand from leveraged buyers will be diminished. Current yield
levels on newly offered properties will increase
slightly as pent -up institutional demand reacts to
improved supply. If mortgage rates remain at current levels for a sustained period of time and
leveraged private demand is excluded, one can expect an increasing supply of investment grade
property at improving yields.
For equity investors we would continue to buy
well located investment grade commercial and industrial real estate, seeking properties with an acMANAGEMENT ACCOUNTING /APRIL 1980

ceptable current return and total return target
over a ten -year time horizon of 12% to 18 %.
For the fixed income investors, we believe the
first half of 1980 will provide the best opportunities. We are currently making 1980 commitments
for our clients at rates in excess of 12 %. We recommend that effective maturities be kept to ten
years or less through indexation, call features, av-

erage life selection techniques, and other devices.
For the institutional real estate investor with
cash and long -term time horizons, 1980 should
provide both excellent mortgage returns and unleveraged buying opportunities that will add
diversification, lowered volatility, greater inflationary protection, and higher total returns to institutional portfolios.
❑

Will FAS 33 Solve Inflation Accounting Problems?
Continued from page 14
and gas, forest products and mining. None of
these, however, is exempt from the constant dollar
disclosures.
Confusion for Investors
A special word of caution for investors: The
supplemental disclosures required by the FASB
may be troublesome to them because the information can be interpreted in several ways. Many
"bottom line" numbers will be presented (for example, income from continuing operations, holding gains and losses, and inflation gains and losses). Management should, as a minimum, describe
the nature and intended use of the data. For example, both the holding gains and losses and the
inflation gains and losses probably will be confusing. As for holding gains and losses, management
should describe how they were derived and state
that they may not be realized for varying periods
of time.
With regard to inflation gains, such gain may be
offset by increased replacement cost depreciation
expense. For this reason, many people believe that
inflation gains and losses should become a component of income. Accordingly, annual report readers should be cautioned regarding the use of this
gain.
Management may find itself in a position of
having to explain and discuss several income figures. For example, ifa company uses a LIFO inventory method, conceivably it could report four
different amounts as income from continuing operations❑—LIFO❑basis❑income,❑FIFO❑basis❑income
(now permitted by the Internal Revenue Service's
LIFO conformity regulations), current cost basis
and historical cost /constant dollar basis. Accord-
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ingly, the annual report reader needs to understand these various income figures.
What is the likely outcome of the FASB's experiment in the area ofinflation accounting? First,
by not stating specifically how the supplementary
disclosures should be used, the FASB has lessened
the chances that the information will be responsive to investor needs. The significance of this situation is that if investors do not perceive the information to be useful, management will be reluctant
to spend a great deal of effort preparing and presenting it. This is one of the primary reasons the
SEC's replacement cost experiment has, in the
minds ofmost, failed. The FASB must provide the
financial community with some guidance on how
the supplemental disclosures should be used.
Another problem is that holding gains and inflation gains that are reported are not subject to
any realization test. Such gains are paper transactions, and investors and creditors probably will
discount these reported gains in the same way
they have discounted the unrealized foreign currency gains and losses reported under FAS No. 8.
In addition, the current cost presentations are
subjective and lack comparability, while the constant dollar presentations will not tell enough
about the effects of changing prices, especially because the Consumer Price Index is used to compute the information.
As accountants, we are concerned about the
credibility and utility of financial information.
The real need, however, is not in indexing or in
creating a current set of financial data, but in curing, or at least controlling, the real causes of inflation.
❑

Neither
inflation
method takes
into account
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product
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combinations.

"'The Profit Illusion," Business Week. March 19, 1979.
' financial Reporting and Changing prices: The Conference, Financial Accounting
Standards Board, Stamford, Conn., June. 1979, p.48.
Ibid. p. 14.
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Unfunded Pension Liabilities
May Be Dangerous
to Corporate Health
By 1985, the number of participants in pension plans will have
increased by more than 450% over the number enrolled in 1950.
The asset value of these plans will grow to more than $300 billion—
an increase of over 1200 %.
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A major problem facing every corporation today,
both large and small, is the inability to generate
sufficient profits from earnings and to retain sufficient capital to finance business growth and development. Not only inflation but also the explosive
growth of pensions in the private sector have contributed to this problem.
In 1950, the total assets held by all pension programs was $24.2 billion, and this covered 151/ 2
million participants. By 1970, pension assets had
grown to $220 billion with over 41 million pension plan participants. It has been estimated that
by 1985 there will be at least 65 or 70 million
pension participants, with asset values upwards of
$300 billion.
Now with the advent of the Employee Retirement Income Security Act (ERISA), this growth
is sharply changing the entire scope of pension
funding and its effect on the corporate financial
structure. Pension fund contributions in the 60s
and early 70s took about 20% of pre -tax earnings.
Today, and over the next few years, it has been
reliably estimated that it will take at least 40% of
pre -tax earnings to handle actuarial obligations
and particularly unfunded past service obligations
for employees already on the payroll. At the same
time, inflation has been pushing up wages and,
0025- 1690/80/6110 - 2628/$01.00/0

with them, pension benefits. This naturally calls
for larger employers' pension fund contributions.
As illustrated in Table 1, major steel manufacturing firms, in 1976, had pension costs ranging
from 33% to 3,730% of pre -tax income. In addition, the Table shows a comparison of increases in
various categories during a ten -year period from
1966 through 1976. For example, during that period industry revenues increased by 8.5% and net
income by 5.4 %. Pension costs, however, increased by no less than 16.3 %. Corporate financial officers can mitigate the impact of pension
funding on corporate earnings through an understanding of pension plans and less costly alternatives. Following are a review of the basics and
suggested solutions to cash - draining plans.
Unfunded Pension Liabilities
There are three kinds of pension liabilities —unfunded liability, unfunded vested liability, and unfunded insured vested liability. The unfunded liability of a pension plan is not unique. It depends
on the actuarial —or funding— method to determine the incidence of plan costs. Actuarial cost
methods are merely budgeting techniques for determining the funding cost associated with defined
benefit plans. The objective is to accumulate
enough assets over an employee's working lifetime
to pay for his retirement benefit.
Copyright © 1980 by the National Association of Accountants

The funding method, then, establishes the rate
of asset accumulation by assigning a part of the
cost to each of the employee's years of service.
The cost assigned to future service or future service costs is paid as that service is rendered. The
unfunded liability is equal to the costs assigned to
past service less the pension fund assets and is
generally amortized over a period of 10 to 40
years under ERISA's funding requirements. The
unfunded liability does not necessarily reflect benefits earned by the employee's past service, but
merely the portion of total pension costs that the
actuarial method allocates to his past service.
The amount by which the assets of the pension
fund fall short of the amount required to provide
for vested benefits is defined as the "unfunded
vested liability." Vested benefits are those to
which the employee is entitled even if he terminated employment immediately. With the advent of
ERISA a new concept of the "unfunded insured
vested liability" has developed.
Title IV of ERISA creates a government corporation, the Pension Benefit Guaranty Corporation
(PBGC) to guarantee the payment of certain vested benefits. To finance this guarantee, the PBGC
not only assesses premiums against covered plans
but has the right to collect from the sponsor of a
terminating plan the value of the liabilities it assumes —the unfunded liabilities up to 30% of the
plan sponsor's net worth. Under ERISA this is
considered a contingent liability.
How Pension Liabilities Arise
Unfunded liabilities are simply one of the determinants of pension cost —not a type of debt, To
develop a better insight into how unfunded liabilities develop, we have to go back to the fundamentals of pension design (see Table 2). As we can see,
pension benefits are based on funds that must be
accumulated by a target date if they are to provide

Table 1
UNFUNDED LIABILITIES - STEEL INDUSTRY

!
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Pension costs 1976
Inland Steel
U.S. Steel
Kais erSleel
Armco
National Steel
Bethlehem Steel
Republic Steel
Wheeling Pittsburgh
10-yearperiod
1966.1976
Industry revenues
Net income
Pension costs

J

M

=

M

Pre tax
Income
33.2%
42.6%
65.1%
76.3%
81.0%
134,1%
204.1%
3,730.7%
Comparative
increases
8.9%
5.4%
16.3%

From a study by

Wayne Atwell - securities analyst with

Davis Skaggs 8 Co.
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a participant with a pension or life annuity. In this
case the employee's 65th birthday will be considered the normal retirement date. In our example,
we have used a mathematical calculation. $18,000
is the amount required to pay $100 per month —
or $1,200 per year —for a period of 15 years. By
in t rod ucing an as sum pt ion th at 4% interest will
be paid on the undistributed portion of the funds
du ring the pay -out period, this would reduce our
targeted am ount to $13,875. A 5% interest assu mption would further reduce our targeted
am ount to $13,079.

In Table 2, we use assumptions regarding inter-

Table 2
MATHEMATICS OF PENSION DESIGN
To provide the payout:
$1,200 per year for 15 years ($1,200x 15) = $18,000
We will need at retirement:
$13,875 it fund earns 4% interest
$13,079 if fund earns 5% interest
Assumptions:
4 %, interest

Required annual deposit
Interest accrues normally
Normal mortality
Normal severence

5% interest

Age 25

Age 45

Age 25

Age 45

$347
140
109
61

$694
448
347
345

$327
103
80
45

$654
377
315
291

est, mortality, and turnover to arrive at the annual
deposit required for each participant, one age 25,
and one, 45. Any change in the actual results each
year from the original assumptions will either increase or decrease the required annual deposit. A
reasonable accumulation target to provide a pension for an employee of $100 per month, based on
today's annuity rates, is approximately $11,000.
For example, if we have an employee age 35 who
is scheduled to retire at 65, we must make a deposit each year in order to provide him the pension of $100 per month. If we use an amortization
period from starting age 35 and make an annual
deposit each year for 30 years, along with the assumed rate of interest, we will have fully amortized his pension cost when he reaches his normal
retirement date (NRD).
Pension benefits, however, are not static but
changes are reflected, along with payroll increases, based on the plan formula. In today's inflationary economy, annual payroll increases can range
from 6% to 10 %. If our em ployee, who started at
age 35 in the plan, is entitled to a benefit increase
o f $100 a m ont h at age 50, w e are s till pe rm itted
to am ortize the cost over a 30 year period. When
th e em p loye e r each es age 65, his NR D, w e t hen
h ave paid only for 50% of the required fund ing.

which is to be funded after
he retires, is considered a fully vested but unfunded benefit. This same principle can apply to unT he r e ma i ni ng 5 0 % ,
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derfunding prior to the NRD depending upon the effect of a final average pay plan, along with errors
plan's vesting schedule.
in salary scale and investment results, could evenWhat we have, in effect, is an increasing time tually bring about increased contribution requirecompression ratio as payroll and benefits increase ments and the prospect for a substantial increased
closer to each employee's NRD. Table 3 shows drain on corporate profits.
the results and benefit levels based on a salary
Let's now turn to some of the various solutions
scale ranging from 2 %n through( 8 %. Let's consid- that are available to solve these problems. First, it
er the 6% salary scale. Here we see that an em- is important to review the plan design. That is, the
ployee age 35 who is earning $10,000 per year will Social Security integration factors and the plan
have a final salary of $57,435 by the time he formula. This could be a flat benefit formula,
reaches 65. A benefit equal to 20% of his final career average, or final pay plan. We also must
salary would be $11,487. Based upon annuity pur- examine ancillary benefits such as disability, survivor's benefits, or subsidized early retirement. Other factors that should be reviewed are the actuariTable 3
al basis and the investment mix of pension fund
RESULTS AND BENEFIT LEVELS
assets. A thorough study could lead to plan modification, which could provide better control of
Salary
cost of
escalation
Final salary
Benefits (20%
annuity (59.371
plan costs.
(age 65 )
fina l salary)
$1 yearend)
rate
Contributions to qualified plans, although tax 2%
18,113.60
3,622.52
S 33,943.01
deductible,
are still a drain on corporate assets.
4
32.433.96
6,486.79
60,781.24
When
a
dollar
has been paid to a pension fund,
6
57,434.91
11,486.98
107,633.02
8
100,626.50
20,125.30
188,574.06
the corporate cost is still 50¢. That 50¢ is off the
(initial salary $10.000 at age 35)
corporate balance sheet forever. There are two
possible ways to combat this cash drain. One solution to slowing down the cash drain caused by an
increased pension funding requirement is to put a
cap on existing benefit levels, if possible, and yet
Figure 1
at the same time provide continued incentive and
THE RESULTS OF UNDERESTIMATING
motivation to employees. An employee stock ownSALARY ESCALATION AND ASSET GROWTH
ership plan (ESOP), if properly designed and well
communicated, can contribute to greater employ4% error in
projected salary
ee loyalty, efficiency, and productivity. This could
and asse t growth
lead to greater corporate profits. An ESOP can
also provide a tax - favored financing vehicle for
2% error in
projected salary
corporation
loans, stock redemptions, and acquisiescalation and
asset growth
tions and mergers as well as providing an in -house
market for corporate stock.
5
Many companies, both large and small, are
turning to non - qualified executive supplemental
pensions as a means of controlling qualified plan
AOLbenefit levels. In many companies, the executive
and high -level management group might comprise
5
•
only 10% of the overall work force. Yet, because
no error
of compensation levels and plan benefit formulas
with Social Security offsets, the pension funding
requirements for this group could easily be 25%
1 3 5 7 9 11 13 15 17 19 21 23 25 27 29
to 30% of the total annual pension contribution.
An executive supplemental pension program
YEAR
can be designed to maintain the retirement benefits of the company's executives, at a level to that
chase rates available, this benefit requires a fund which they would have received in a qualified
accumulation of $107,633.
plan. In most cases this could be done in a more
cost effective way than through a qualified plan.
Pension Assumption vs. Performance
The problems of expanded pension liabilities
There are two main factors that affect future and their potential threat to corporate financial
corporate contributions. One is the degree of error health are a reality with no easy solutions. But
in the estimation of salary escalation and the other because of the major effect pension liabilities can
is asset growth. Figure 1 shows the effect of the have on corporate finances, any treasurer or consimultaneous underestimation of salary escalation troller who does not thoroughly investigate each of
and overestimation of asset growth. The combined the alternative solutions has failed to do his job. ❑
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The MONROE Prom Cartridge Calculator is simpler, faster,
has more features, power and value than any loan system of its kind.
When a customer comes into your bank
for a loan, you know he'd like a quick
answer. And we know you'd like to
give him one. That's why we developed the Monroe PROM Cartridge
Calculator.
Now you can say goodbye to the
slow process of reading through tables
and charts and avoid the chance of
error -prone look -ups.
The Monroe PROM Cartridge
Calculator automatically handles the
most complex installment loan procedures and calculations at the touch of
a finger. It provides tremendous flex-

The large, bright alpha- numeric
display, "talks" the operator step -by-

step through every facet of a loan transaction. And does it all right before
your customer's eyes. Your customer
gets a fast answer, plus a feeling of
greater confidence. And, should he ask
for alternatives, a quick touch of the
keys gives them to him.
The Monroe PROM Cartridge
Calculator will put more productivity
into your loan department by letting
you serve more customers with more
efficiency. And, when you're not computing loans, it doubles as a general

ibility in payment structures, ways to

purpose print /display calculator.

compute interest, payment schedules,

What's more, beside outstanding
Value, you get two things no one else
can give you. A Monroe Warranty,
and Monroe Service. Both are considered the best in the business.
For all the details about Monroe's

insurance options, non - interest charges

and more. Plus, automatic tests against
state usury laws and compliance
with all banking regulations are programmed in.

PROM Cartridge Calculator, call your
local Monroe branch or send in the
coupon. You'll get a fast answer.
MONROE. The Calculator Company

Maaso

,

Rick Dodson, Branch Manager
PO Box 2617
Little Rock, Arkansas 72203
0 Please send me more information on the
new Monroe PROM Cartridge Calculator for
installment loans.
0 Please have a local Monroe representative
call me.
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Pension Plans: What
Companies Do—
and Do Not — Disclose
One cent of every dollar of revenue for the surveyed companies
is transferred to an employee pension fund.
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Since the Employee Retirement Income Security
Act (ERISA) was signed into law in 1974, interest
in pension accounting and reporting has snowballed. Investors, creditors, employees, federal
agencies, and company management especially are
interested in the abilities of companies to satisfy
their annual pension obligations. Legitimate concerns have been expressed about the effects of pension costs on future cash flows and reported income. To make reasonable projections about these
factors, complete pension information is usually
beneficial; however, financial analysts, accountants, and others' have been critical of corporate
pension disclosures. Much of this criticism cannot
be dismissed as unwarranted. As a result, the Financial Accounting Standards Board (FASB) currently has pension accounting and reporting requirements under study for possible revision.
Recent articles in MANAGEMENT AcC O U N T I N G ' have continued to bring pension accounting and reporting to the attention of those
who prepare corporate financial statements and
their related footnotes. Yet, little empirical information has been included in these articles. To fill
this void, we designed a survey with the objective
of reviewing pension disclosures in both annual
reports and 10 -Ks. From the results, we obtained
0025-1690/80/6110-2835/$01.00/0

some key measures of the impact of pension plans.
The survey's results indicated that although
pension plans represent a significant burden for
many companies, essential pension information is
not always disclosed in either the annual report or
the 10 -K. Moreover, important information is often reported in the 10 -K but does not appear in
the annual report to shareholders —a reporting
phenomenon known as differential disclosure.
The Study's Design
Sixty companies were randomly selected from
Fortune's 1978 listing of the 500 largest U.S. industrial corporations. Because of incomplete or
unavailable data, eight firms were subsequently
deleted. A distribution of the rankings of the 52
companies comprising the final sample is presented in Table 1. The results of an examination of
these companies' pension disclosures in both annual reports and 10 -Ks for fiscal years ending between July 1, 1977 and June 30, 1978, are presented below.
Currently, Accounting Principles Board (APB)
Opinion No. 8, "Accounting for the Cost of Pension Plans" and Financial Accounting Standards
Board Interpretation No. 3, "Accounting for the
Cost of Pension Plans Subject to the Employee
Retirement Security Act of 1977: An Interpretation of APB Opinion No. 8," govern the accountCopyright

1980 by the National Association of Accountants
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By James W. Deitrick and C. Wayne Alderman

ing for and reporting of defined- benefit pension
programs. Briefly, APB Opinion No. 8 requires
disclosure of1. A statement that a plan exists and identification of employees covered.
2. A statement of the company's accounting and
funding policies.
3. The annual pension cost for the period.
4. The excess of any actuarially computed value
of vested benefits over pension fund assets and
balance sheet accruals, less any pension prepayments or deferred charges; and
5. Any changes or events regarding the pension
program that would materially affect comparability for all periods presented.
These disclosures normally appear in a company's
annual report. Moreover, the Securities & Exchange Commission, in addition to the above, requires disclosure in the 10 -K of any unfunded
pension liabilities as of the most recent valuation
date. A detailed profile of the reported pension
information and key financial ratios for the sample companies is presented in Table 2.
Table 1
DISTRIBUTION OF SAMPLE RANKINGS
Num ber of firm s

1 -10
11 -100
101 -200
201 -300
301 -400
401 500
Total

1
6
11
12
16
6

-

Fortune 5W ranking

52

Generally, the required pension disclosures can
be found in a company's annual report and 10 -K;
however, it is not uncommon for the information
to be scattered throughout these statements. Pension information for many firms is distributed
among management's analysis of operations, the
body of the financial statements, regular foot notes, and supplementary footnotes (usually in the
10 -K). Further, there is little or no cross-referencing of pension data. As a result, if a financial statement user is not specifically aware of the required disclosures, there is a strong likelihood that
some valuable pension information will be overlooked. Indeed, the organization of pension data
for many firms is inefficient, inconvenient, and
confusing.
To compound the difficulty of learning about a
firm's pension costs by examining its annual report, many enterprises provide little, if any, information beyond what is actually mandatory. For
example, I 1 of the 52 (21.2 %) sampled companies
did not report the number of years used for funding or amortization purposes. In some cases of
those supplying the data, the disclosure appeared
MANAGEMENT ACCOUNTING /APRIL 1980

in the 10 -K but not in the annual report. Seldom
does a company state its actuarial cost method or
actuarial assumptions. There are at least five different cost methods acceptable under ERISA and
they can produce widely different results. Major
actuarial assumptions include the level of future
wage increases, the rate of return on pension fund
investments, employee turnover, and mortality.
According to financial analysts,' these are significant pieces of information that, if disclosed, would
better enable users to develop a rea§onable understanding of a firm's pension costs and to assess the
impact of a pension plan on future operations.
DIFFERENTIAL DISCLOSURE. For many companies, there is a dramatic difference between the
quality of pension disclosures in the annual report
and the 10 -K. As previously mentioned, some
firms present their amortization or funding periods in the 10 -K but not in the annual report.
Twenty companies did not disclose the amount of
unfunded pension liabilities in the notes to their
annual reports; however, this information was reported by 18 of the 20 in the 10 -K. Differentially disclosed information causes stockholders and
other users of annual reports to incur additional
costs of time and money if they want more complete pension information. Since the information
is already prepared for the 10 -K, there would be
little or no extra cost to have it also printed in the
annual report. Although management's pension
disclosures in the annual report conform with
generally accepted accounting principles (APBO
No. 8), the spirit of full and fair disclosure appears
to be sometimes lacking.
PENSION EXPENSE. Annual pension expense
is a function of each company's actuarial cost
method and unique set of actuarial assumptions.
Because of available alternativ6s and inadequate
disclosures, it is difficult to make comparisons
across companies. Nevertheless, it is apparent
from Table 2 that pension expense represents a
major burden on corporate profits and cash flows.
In most cases, annual pension expense is funded
as accrued. This amounts to a total of
$1,001,235,000 for the 52 sampled firms for an
average of $19,254,519 per firm. Pension expense
averaged 32% of bottom line net income and
1.3% of revenues. In effect, one cent of every dollar of revenue for the sampled companies is transferred to an employee pension fund. Table 3 presents the five largest ratios of pension expense to
income (largest is 2.4 to 1) and to revenues (largest is .035 to 1).
EXCESS OF VESTED BENEFITS OVER PENSION
FUND ASSETS. Essentially, reported vested benefits are the present value of pension payments
due employees if they should leave the company
today. For most plans, vesting does not take place
immediately upon employment but occurs only after an employee has been with a company for a
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Table 2
PROFILE OF SAMPLE COMPANIES AND THEIR PENSION COSTS (IN MILLIONS)

S

X50

§0

e

Aso

W�
200
284
152
65
371
136
299
396
283
49
464
113
497
105
334
377
453
296
360
81
46
366
351
368
59
8
148
184
425
341
256
266
426
118
356
230
305
162
55
295
203
471
373
234
352
198
248
399
391
217
435
182

Jce

G°�

°�
ps

Q0
,0`

$

Total

14.668
8.587
5.160
86.400
16.430
21.447
2.804
1.293
9.433
90.600
11.220
18,800
4.299
11.200
8.800
1.920
3.924
13.300
3.333
33.000
72.000
4.436
5.372
8.120
49.100
110.000
48.600
37.500
4.149
.190
11.254
12.100
1.500
32.134
12.248
16.584
10.588
12.900
15.200
15.066
24.708
3.171
1.095
10.950
12.655
8.100
33.860
5.450
2.700
17.308
6.879
28.700

$1,001.235

Average ignoring nondisclosures
Average ignoring nondisclosures and values of zero
ND = Not disclosed

aee i t

oc

ABBOTT LABS
AKZONA INC
AMERICAN BROADCASTING
AMERICAN CAN
AMSTED INDUSTRIES
ANHEUSER BUSCH
AVNET INC
BELL + HOWELL
BLACK ± DECKER
BOEING CO
BRIGGS + STRATTON
BRISTOL MYERS
BUTLER MANUFACTURING
CARNATION
CESSNA AIRCRAFT
CONAGRA INC
CONGOLEUM
CUMMINS ENGINE
DAYCO
DRESSER INDUSTRIES
FIRESTONE TIRE
FLEETWOOD ENTERPRISES
FLINTKOTE
GANNETT INC
GULF + WESTERN
GULF OIL
HERCULES
HEWLETT PACKARD
HUGHES TOOL CO
INDIAN HEAD
JOSEPH SCHLITZ BREWERIES
MCA INC
MEMOREX
NABISCO INC
NEWMONT MINING
POLAROID CORP
POTLATCH
QUAKER OATS
RALSTON PURINA
REXNORD INC
ROHM + HASS CO
ROPER CORP
SAXON INDUSTRIES
SUNBEAM CORP
SYB R O N
TIME INC
TIMKEN CO
TRANE CO
TWENTIETH CENTURY FOX
UPJOHN CO
WASHINGTON POST
WHITE CONSOLIDATED

*

= Cannot be determinsd

� `oc

ed
s � 0te
ae
°k.4

`oo
oy

$

0
18.400
4.307
126.000
49.000
60.000
.785
0
3.100
60.600
0
.500
2.444
0
12.800
1.150
29.200
18.000
2.647
22.000
128.400
0
11.800
0
145.000
40.000
36.000
0
0
0
ND
ND
0
60.000
32.045
0
21.039
0
0
31.154
34.200
7.518
1.600
0
6.900
NO
109.540
8.065
6.738
ND
NO
137,000

$1,228.132

ec
666

tic
$

65.000
47.000
22.294
351.000
92.100
10,845
2.175
2.360
15.000
191.500
14.838
3.600
14.080
0
36.000
6.950
35.000
106.000
18.808
166.000
413.100
0
23.200
10.000
336.000
466.000
216.315
69.000
8.100
.299
ND
0
4.800
103.000
63.605
0
48.178
45.000
34.700
61.933
ND
13.519
8.300
38.500
46.000
4.700
273.400
24.942
7.251
69.000
5.655
252.400

$3,847.447

sales

Total assets

Not worth

Income

.124
1.141
.047
.796
.462
.233
.070
.110
.183
.502
.299
.108
.231
.103
.238
.127
.159
.198
.245
.178
.653
.250
.258
.117
.327
.146
.839
.309
.096
.123
.569
.127
.027
.412
2.401
.180
.171
.175
.107
.342
.542
.403
.155
.245
.463
.089
.455
.218
.053
.189
.194
.533

.012
.011
.003
.025
.030
.012
.004
.003
.012
.022
.025
.009
.012
.005
.014
.004
.010
.011
.006
.013
.016
_007
-OC9
.015
.013
.006
.029
.027
.009
.007
.012
.014
.003
.015
.020
.016
.015
.008
.004
_020
.022
.013
.002
.009
.022
.006
.035
.011
.005
.015
.016
.020

0
.027
.004
.058
.161
.043
.002
0
.004
.025
0
.000
.012
0
.031
.006
.110
.022
.009
.010
.038
0
.025
0
.035
.003
.024
0
0
0
.015
.013
0
.056
.027
0
.031
.0
0
.062
.033
.041
.004
0
.016
.011
.141
.022
.016
.011
.040
.147

0
.061
.009
.135
.215
.088
.003
0
.006
.049
0
.001
.021
0
.061
.014
.191
.047
.031
.020
.079
0
.049
0
.118
.005
.048
0
0
0
.031
.021
0
.123
.051
0
.055
0
0
.110
.065
.088
.014
0
.030
.020
.189
.037
.039
.020
.079
.395

0
2.446
.039
1.160
1.376
.653
.020
0
.060
.336
0
.003
.131
0
.347
.076
1.180
.269
.209
.119
1.165
0
.567
0
.965
.053
.621
0
0
0
.562
.117
0
.769
6.282
0
.340
0
0
.706
.750
.955
.226
0
.253
.123
1.472
.323
.133
.121
.313
2.546

.052
.070
.023
.161
.303
.008
.006
.006
.021
.078
.061
.002
.072
0
.086
.037
.131
.128
.058
.076
.122
0
.050
.019
.081
.033
.146
.060
.017
.001

.098
.157
.044
.375
.404
.016
.009
.013
.037
.156
.084
.004
.119
0
.170
.085
.229
.278
.203
.154
.255
0
.096
.026
.273
.064
.286
.084
.025
.015

.552
6.248
.203
3.232
2.587
.118
.054
.200
.290
1.062
.396
.021
.757
0
.975
.459
1.415
1.582
1.381
.897
3.749
0
1.115
.144
2.235
.620
3.734
.568
.187
.193

0
.015
.097
.054
0
.072
.045
.020
.123

0
.042
.212
.102
0
.126
.091
.040
.219

0
.085
1.320
12.469
0
.779
.611
.243
1.404

.073
.022
.051
.105
.004
.351
.068
.017
.066
.020
.270

.158
.074
.113
.200
.009
.472
.116
.042
.126
.040
.727

1.717
1.171
.863
1.684
.052
3.673
.998
.143
.754
.159
4.691

,322
.322

.013
.013

.026
.028

.050
.055

.534
.579

.068
.074

.133
.145

1.356
1.474

Net worth

Income

"

Total assets

"

Income

Unfunded
liabilities
constitute a
potential future
drain on cash
flows and
severely reduce
reported
income.

predetermined period of time. An excess of vested
benefits over pension fund assets indicates that the
pension fund is presently incapable of satisfying
these promised payments. Normally, this difference will be made up by future funding and expected appreciation in the value of pension fund
investments.
To help protect employees' guaranteed benefits,
ERISA created the Pension Benefit Guarantee
Corporation (PBGC). The PBGC, a federal agency, can attach a tax lien on corporate assets up to
30% of net worth if a plan is terminated and pension fund assets are not sufficient to cover the
guaranteed benefits. The attachment has the
status of a federal tax lien and ranks ahead of
unsecured creditors. Thus, bankers, suppliers, and
other corporate creditors are interested in the relationship between excess vested benefits and a
company's net worth.
For the sampled companies, the total excess of
vested benefits over pension fund assets was
$1,228,132,000. Significantly, this amount must be
charged to operations and be funded in future
years. Fourteen of the 52 companies (26.9 %) are
fully funded and five firms (9.6 %) did not mention the relationship between vested benefits and
pension fund assets in either the annual report or

10 -K. Therefore, the total of $1.2 billion is produced by just 33 firms (63.5 %) for an average of
$37,216,121 per company.
The average ratio of reported excess vested benefits to total company assets is 2.8 %. In regard to
net worth, the average ratio is 5.5% (just one firm
was above the PBGC's critical 30% level). The
average ratio based on net income is 57.9 %. Significantly, this particular ratio for eight firms
(15.4 %) was 100% or more. Table 4 presents the
five largest measures for each ratio.
UNFUNDED PENSION LIABILITIES. This variable represents the actuarially computed value of
vested and unvested pension obligations (normally, unfunded past or prior service costs) that are
not covered by pension fund assets. The magnitude of unfunded pension liabilities is a significant
item because, usually, it will be charged against
future operations and become funded. However,
as pointed out earlier, this variable is not required
to be reported by APB Opinion No. 8 but is required by the SEC. Interestingly, 18 firms
(34.6 %) did not report their unfunded pension liabilities in their annual reports but did disclose
them in the 10 -Ks. In all, for the 18 firms, potential charges to future periods amounting to $1.5
billion were omitted from their annual reports.

Table 3
FIVE LARGEST PENSION EXPENSE RATIOS
Ranking

Income_

Ranking

Sales

356
264
148
65
46

2.401
1.141
.839
.796
.653

248
371
148
184
65
464

.035
.030
.029
.027
.025
.025

Table 4
FIVE LARGEST RATIOS INVOLVING EXCESS VESTED BENEFITS
Ranking

Total assets

Ranking

Ne t w orth

Ranking

Income

371
162
248
453
295

.161
.147
.147
.110
.062

182
371
453
248
65

.395
.215
191
.189
.135

365
182
284
248
371

6.282
2.546
2.446
1.472
1.376

TABLE 5
FIVE LARGEST RATIOS INVOLVING UNFUNDED LIABILITIES

28

Ranking

Total assets

Ranking

Ne t wo rth

Ranking

Income

248
371
182
65
148

.351
.303
.270
.161
.146

182
248
371
65
148

.727
.472
.404
.375
286

356
284
182
46
148

12.469
6.248
4.691
3.749
3.734
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The different
cost methods
acceptable
under ERISA
can produce
widely different
results.
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According to data obtained from both annual and creditors by means of the annual report.
Tables 3 through 5 present numerical measures
reports and 10 -Ks, total unfunded pension liabiliof
reported pension costs and its potential burden
ties were $3,847,447,000 for 46 (88.5 %) of the
sampled companies. This is an average of on future periods. Pension plans are indeed a sub$83,640,152 per company. Four companies stantial cost for most companies, but the nature of
(7.7 %) specifically noted that they had no un- the off - balance sheet disclosures makes it difficult
funded pension liabilities, and there were no dis- for analysts and others to evaluate these obligations. If an objective of financial statements is to
closures for two companies (3.8 %).
assist
users in appraising and predicting enterprise
As might be expected, unfunded liabilities are
considerably greater than the excess of vested ben- cash flows and earning power, then a strong arguefits over pension fund assets. In fact, for this sam- ment can be made for disclosure of a company's
ple of firms, they are over three times as large. actuarial cost method, material actuarial assumpConsequently, the differences between unfunded tions, and its funding and amortization periods.
liabilities and total assets, net worth, and net in- Only with this type of information can users reacome become even more pronounced. The average sonably assess reported pension costs and project
ratios for unfunded liabilities and these three vari- the effects of future inflation, an expected recesables are .068, .133, and 1.356, respectively. Table sion, or possible changes in retirement benefits
and actuarial assumptions on a firm's cash flows
5 reports these five largest ratios.
Unfunded liabilities constitute a potential fu- and net income. For example, the significance of
ture drain on cash flows and may severely reduce actuarial assumptions on annual pension expense
reported income. The sizes of the various ratios becomes evident when it is realized that a 1% ininvolving this variable indicate why analysts and crease in the interest rate assumption can reduce
creditors are especially concerned about compa- pension expense by 20 to 25% or a I% reduction
nies' abilities to absorb this obligation. Unfunded in the wage assumption can lower the annual penliabilities are greater than 10% of total assets for sion contribution by about 13 %.`
The findings of this study bring into focus two
ten of the 52 companies (19.2 %). They exceed
other
financial reporting issues that are of particu10% of net worth for 24 firms (46.2
and the
ratios for 42 companies (80.8 %) are above 10% of lar concern to corporate accountants. First, the
net income. Moreover, 19 firms (36.5 %) have ra- SEC is currently campaigning to make annual retios of unfunded liabilities to net income that ex- ports as informative as the 10 -K. This could lead
ceed 1.000. Because of the magnitude and impor- to increased regulation regarding the form and
tance of this variable, it becomes understandable content ofannual reports. The SEC's involvement
why some companies elect not to report unfunded could lead to the complete replacement of the anpension liabilities directly to their stockholders. nual report with the 10 -K. It is not clear that this
But ifthe economy suffers a prolonged downturn, action would be in the best interests ofthe compamany ofthese companies will have trouble obtain- ny or its stockholders. On the other hand, the eviing the resources to meet their obligations for un- dence of frequent differential pension disclosures
funded vested and, perhaps, unvested pension illustrates that management does not always rebenefits. This could come as a shock to stockhold- port important but potentially negative informaers because some of these obligations are not now tion to its stockholders.
Second, the FASB recently has proposed two
disclosed to them in the annual report.
new pension reporting guidelines. One would esMore Efficient Disclosure Needed
tablish additional financial accounting and reportThis study of the pension cost disclosures of 52 ing standards for all defined - benefit pension plans.
companies appearing in the 1978 Fortune 500 in- The other proposal would require greater pension
dicates that the vast majority of firms adhere to disclosure by employers in their annual reports.
the reporting standards of the FASB and SEC. The new disclosures would include identification
However, the reported information is often divid- of the significant assumptions and methods used
ed among several locations throughout a financial in determining actuarial costs, the present value of
statement. This fragmentation is not in the best accumulated benefits as well as any vested beneinterest offinancial statement users. More efficient fits, and a description of the accounting policies.
disclosure ofall pension cost information, e.g., in Corporate accountants and their auditors will fol❑
one clearly identified section, would assist all user low both proposals with interest.
groups. Further, the level of differential disclosure
' For example, s. Patrick J. Regan. "Potential Corporate Liabilities Under ERIbetween the annual report and 10 -K creates un- SA." Financial Analysts Journal, March -April 1976; Joe 1. Cramer, Jr. and Charles
A. Neyhart, "Accounting for Pensions: A Contemporary Perspective," The CPA
necessary costs for users who must obtain and Journal. June 1976; and A, F. Ehrbar. "Those Pension Plans Are Even Weaker
Than You Think," Fortune, Nov. 1977.
evaluate both documents. The significance of most ' In particular, see Jack Smith, "Needed: Improved Pension Accounting and Reporting," MANAGEMENT ACCOUNTING, May 1978, and Frank G. Bunanck, "An
pension plans is such that the additional informa- Actuary's View on Pension Plan Accounting and Reporting," MANAGEMENT ACCOUNTING. January 1974.
tion reported to the SEC, e.g., unfunded pension ' See Patrick J. Regan, "Interpreting the Pension Data in 1977 Annual Reports."
Financial Analysis Journal. March -April 1978.
liabilities, should also be reported to stockholders . Ehrbar, p. 106.
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A Plan for Distributing
Deferred Compensation to
High - Bracket Executives
So many choices for receiving deferred compensation are available
that the wise executive needs to tailor his plan carefully
to avoid heavy taxation.
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Under a private deferred compensation plan, an
executive can postpone receiving a portion of his
salary until sometime after he has earned it by
drawing up such a contractual arrangement with
his employer. A typical plan is unfunded, and the
employer's liability is limited to the terms of the
underlying contract. In this type of plan, the income will remain untaxed until it actually is distributed. In most cases, payment of this deferred
compensation is not intended until a participant
either retires or dies. Frequently the persons administering the plan can or will be given considerable latitude in determining the manner and timing of the liquidation ofinterests in the plan. The
tax basis ofsuch programs has been confirmed by
the Revenue Act of 1978.
The principal objective ofa deferred compensation plan is to postpone the taxation of a portion
of an executive's income until a time when it is
anticipated that he will be in a substantially reduced federal income tax bracket. Distributions,
whether received before or after the executive retires, are subject to the 50% maximum tax on personal service income. Sometimes it is discovered
when an executive retires that he never should
0025 - 1690/80/6110- 2458/$01.00/0

have been involved in a deferred compensation
plan because his annual benefits plus other expected income will be subject to a tax significantly
more than 50 during the post- retirement period.
In such cases it becomes necessary to determine
how he can receive his accumulated funds with
the least tax depletion. It may be possible, under
some state laws, for an executive to transfer his
interest in a deferred compensation plan completely and irrevocably to an assignee or to designate a permanent beneficiary, thereby abrogating
every personal contractual right to payment so
that the transaction will be regarded as a complete
gift for federal gift tax purposes. Such a transfer,
however, will have little impact on the executive's
federal estate tax liability as a result of the unification ofestate and gift taxes under the Tax Reform
Act of 1976. In addition, under assignment of income doctrines, the federal income tax burden
normally will fall on the transferor - executive even
ifhis assignee - beneficiary actually receives the distributions. Of course, the impact of such transactions on state taxes could be sufficient to make
them useful, but that question isn't covered here.
%n

By Donald G. Koch

An Alternate Plan
As an alternative to the post- retirement plan, it
Copyright

1980 by the National Association of Accountants

may be possible to defer distribution of the executive's account balance until after his death, at
which time payments will be taxed as income in
respect of a decedent. If the executive can find a
sufficient number of low bracket beneficiaries, he
can significantly reduce the income tax consequences of such a distribution because of the deduction for estate taxes applicable to such income
and because of the impact of both the income
splitting and rate reduction caused by allocating
to substitute taxpayers. Although the executive is
not trying to reduce the federal estate tax on the
accumulation, the existence of the estate tax will
have a favorable impact on the income tax liability
of the beneficiaries. In addition, the deferred compensation plan should permit additional accumulation of income through the subsequent pay -out
period while the funds are retained by the sponsor. The income tax consequences can be further
reduced if the administrator of the plan determines that installment payments should be used
after the executive dies. In situations where the
executive cannot find low- bracket beneficiaries or
is afraid that by the time he dies the tax picture
may have changed significantly, he may create
trusts for these amounts.
Our Executive's Characteristics
To illustrate these principles, let us assume that
a formerly married executive taxpayer, who is approaching retirement at age 65, has accumulated
$500,000 under his corporate employer's deferred
compensation program. In addition, he owns
some restricted stock in the corporation that pays
him dividends of $25,000 annually, and he owns

other assets that pay taxable income of $50,000
annually. His corporate employer has agreed that
when he retires he will be retained as a consultant
at a fee of $25,000 per year.
This executive has two married children and six
grandchildren. He believes that the $100,000 annual income just discussed is more than sufficient
to meet his needs. After he retires, he will have
$3,000 in excess itemized deductions and will be
entitled to a personal exemption of $1,000 and an
old -age exemption of $1,000 -tr total deductions
from gross income of $5,000.
Which Distribution Plan Is Best?
The purpose of this example is to compare the
following three methods of distributing the executive's accumulated deferred compensation and
choose the best plan. In the first, a series of equal
installment payments will be made for ten years,
during which time income will continue to accumulate at the rate of 7% on the undistributed balance in the account. In the second, the account
will be paid in a transaction that qualifies as a
lump -sum distribution in the first year after retirement, after which the proceeds remaining after
tax will be reinvested by the executive, at the rate
of 5% in tax -free bonds (which will be true in the
first alternative as well). In the third, the corporation will retain the deferred compensation account
until after the executive dies, at which time the
company will distribute it in five equal annual installments to ten trusts created by the executive
for the benefit of his children, their spouses, and
their children, who are named as beneficiaries under the deferred compensation program.

The retired
executive in our
example
believes that
$100,000
annual income
is more than
sufficient to
meet his needs.

Table 1
INCOME TAX CONSEQUENCES OF LIFETIME DISTRIBUTION
Results of payments
Ten-year
Lump -sum
installment

Income tax:
proceeds retained
by Corp.

Gross income:
Deferred compensation
Consulting fee
Dividends
Total

8 70,000
25,000
75,000
8170,000

$500,000"
25,000
75,000
8600,000

70,000

8500,000

25,000
75,000
8100,000

8 70,000

1500 000

Taxable income

$165,000

8595,000

8 95,000

0 70,000

050'000

Tax:
Lump -sum distribution
Personal service income tax
Ordinary income tax
Total

8 39,300
50,900
8 90,200

8201,900
6,300
41,800
8250,000

8 6,300
41,800
8 48,100

8 33,000
9,100
42,100

0201,900

8 79,800

0350,000

8 51,900
850'000

27,900

0298,100

12.58

1.63

$350,982

8485,903

Computation of value after ten years:
Retention of Corp. factor for 7% growth
Personal reinvestment at 5% tax free
Amount available after ten years

$

1.97

$985,000
'5500,000 x 14`i6 periodic

1

8201,900

$

Net income after tax
Value of corporate account

-0-

$

Lump -sum
payment

$

Ten-year
installment
payments

payment
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Table 2
ESTATE TAX CONSEQUENCES OF ALTERNATIVES

S 985,000
500,000
500,000
$1,985,500
727,000
$1258,500

Difference
$499,500
5499,500
$224,000
$275,500

$

S 486.000
500,000
600,000
$1,486,000
503,000
983,000

$

Retention by
corporation

$

Gross estate:
Deferred compensation
Restricted stock
Other assets
Total
Federal estate tax
Net assets after estate tax

Lump -sum
payment

Table 1 calculates the amount that will be available at the end of ten years under each of the
alternatives. The ten -year installment payments
result in an accumulation that is far exceeded by
the lump -sum distribution because the annual installments permanently and substantially elevate
the tax rate on the executive's ordinary income.
Therefore, that alternative should be eliminated.
Although the corporate account will have grown
to nearly $1 million, while the lump -sum payment
will have grown only to nearly $500,000 during
this period, it still is necessary for the funds retained by the corporation to be distributed and
income tax paid. Thus the results set forth in Table 1 are not comparable.
Table 2 discloses the estate tax consequences of
the two remaining alternatives, assuming that the
executive dies at the end of the ten -year period
and that his restricted stock is worth $500,000
and his other assets worth $500,000 at that time.
That computation indicates that of the nearly
$500,000 excess funds retained by the corporation

over the amount that would be available if a
lump -sum payment had been received, approximately $225,000 will be lost in additional estate
taxes. Thus the original excess will be reduced to
approximately $275,000 additional funds that will
be available for distribution. Again, these results
are not comparable because it is still necessary for
the corporation to pay out the deferred compensation, at which time the distributions will be subject to income tax.
Table 3 compares the income tax consequences
of the two remaining alternatives after the executive dies. Initially the after -tax income for one
trust is calculated, taking into consideration the
deduction for estate taxes allocated to income in
respect of a decedent. As a result, approximately
half the estate tax liability of the executive's estate
will be deductible against the deferred compensation payments. As indicated therein, after five
years the trusts will hold $1,072,820, assuming
that amounts received are reinvested in 5% tax free bonds. A 2'/,% loss in growth rate is used
because this alternative required additional estate
taxes to be paid, the source of which undoubtedly
would be the sale of other assets that had been
paying income at the rate of 7`/2% ( $ 75,000 of
income on $1 million of assets) while being taxed
at the rate of 70 % -if the deferred compensation
were held by the executors (based on the facts
assumed). Thus, if a lump -sum distribution had
been received, the $75,500 estate tax saving would
have grown to $325,090 after five years. As a result, taking into account both the decline of assets
in the estate and the net deferred compensation

+

Retention by corporation:
Annual inco me tax on one trust:
Annual payment amortized at 7% over five years ($985,000 x .244
10)
Deduction f or estate taxes paid on income ($727,000 x 50°/6
$363,500

$

Table 3
POST -DEATH INCOME TAX CONSEQUENCES

10

24,034
7,270

=

+

$

5)

$

Taxable income - before exemption
$

Federal income tax

$

Annual net income after tax f or one trust
$

Annual net inco me after tax fo r ten trusts
Growth factor for f ive years at 5 %, tax free

19,400
194,000

$1,072,820

Deduct:
Excess estate taxes paid
Growth factor after tax if assests held in estate for f ive years
(7
at 70% tax rate) at 2.25%
/z%

'

1.18

$

$

$275,500

Amount available from deferred compensation to all beneficiaries
Deduct amount of pre -death lump -sum payment available after five years
if reinvested at 5 %, tax free
Amount of def erred compensation included in estate

325,090
747,730

$486,000
320,010
1.28

$

%

165,990

Net amo unt available
Gro wth f actor

$

Gain resulting from retention by corporation and payment to trusts

32

4,694

5.53

Amount in trusts after five years

Less estate taxes paid $503A00 x 33

16,764

409,613
338,117
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payments received by the ten trusts, $747,730 will
be available to all beneficiaries, the source of
which would be the deferred compensation paid
out after the executive dies.
Table 3 also compares that amount with the
amount that would have been available at the
same time had the deferred compensation been received in a lump -sum distribution . The amount
that would have been includable in the estate is
first reduced for its share of estate taxes paid and
then is increased using the 5% growth factor for
reinvestment in tax -free bonds. This lump -sum

distribution method results in only $409,613 being
available after five years.
A comparison of these two results shows an increase in the amount available of almost $340,000
as a result of the post -death installment distribution to the ten trusts, and the amount available to
beneficiaries is nearly double the result of a pre death lump -sum distribution. Thus, a post -death
installment distribution to the ten trusts would be
decidedly superior to the pre-death installment
distribution , at least in the case of the executive
described here.
❑
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Are you a banker for your customers? with high interest rates many of your customers would rather use
your money interest free than borrow. It's unfair but true and it's difficult for you to control,
we have the answer.
Third party intervention is the answer. You can call, write, send sales people, and still wind up being paid
when your delinquent determines it's your turn. However. we can prove that a third parry contact to your

delinquent gets immediate response and payment. A third parry contact indicates you're serious and your
delinquent realizes he can't stall any longer. But, third party contact by an agency or attorney can cost 25% to
so% of the balance... it isn't affordable. That's true with most, but not Parson - Bishop!
No petroentage fees. You can receive the

benefits of third party Intervention and have a
guarantee that no collection will ever cost you
more than $60 regardless of the balance For
example, a $2,000 balance would cost you

$500 to $t,000 w ith a traditional agency w ith
...
Parson- Bishop $58.33! W hy pay the
dif fer enc e?

Are we cred i bl e? Parson - Bishop has
representatives covering most of the country,
includ ing o v er 50 m ajo r citie s. We serve

thousands of clients, which include Fortune
500 corporations, various manufac turers,

wholesalers, distributors, service organizations,
banks, hospitals and a wide variety of other
clients. The will verify the dramatic cost
savi ngs ef f e ct i ve ne ss , an d p r o f e s s i o na li s m of
our service. Many of these clients have
reduced their delinquent receivables by as
m uc h a s 7 5 % .

'

Please fill out and mail for additional Information.

'

Name

'

Company Name

'

street
City

,

'

'

state d

,

Telephone

Map to: Parson -Bishop
De artment M� 4

ip

`

6

'

78l o Camargo Road

Cincinnati, hio 45243
'

0 198aPacsoh-BiShop National Collecilom, Inc.
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,Compensating Sales Reps
Incentive compensation is a function of performance to budgeted
contribution, not performance to budgeted sales.

By Conrad Giesler

r'Conrad Giesler is
assistant controller of
the Housing Division of
Boise Cascade Corp. A
graduate of North
Dakota State
University, he is vice
president of the Boise
Chapter and submitted
this article through that
chapter.
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Corporations often experience difficulty in establishing a compensation program for their sales
representatives. A program that works for one
type of business may not work for another.
An efficient, variable compensation program
should be based upon some measure of performance, for example, ROI, PROTC, sales revenue. It
is extremely important that the measure chosen is:
easily and fairly measurable, controllable by the
individual being evaluated, and compatible with
regional, divisional, and corporate goals. It also
should be directed at those aspects of the business
or task that most need the individual's attention.
Management accountants can be of assistance in
determining the measurability, controllability,
and administration of a program.
A compensation plan was designed for Boise
Cascade Corporation's Housing Division, which
produces manufactured (factory - built) housing.
This plan also could be adapted to other industries.
The manufactured housing industry —a relatively new industry —does not, to my knowledge,
have any long established consistent method of
compensating sales representatives.
The division has experimented with many different programs including straight commission as
a percent of sales, straight salary, and straight salary plus a bonus. In general, territorial sales managers (TSMs) seemed to be dissatisfied with each
of the programs. The straight commission was especially tough for an inexperienced TSM or one
0025- 1690/80/6110- 2908/$01.00/0

being assigned to a new or difficult territory. The
straight salary provided no real incentive to generate additional business. The salary plus bonus was
not acceptable because the bonus was based on
several factors not entirely controllable by the
TSM and only paid at year end.
New Program Started in 1977
The present TSM compensation program was
implemented in 1977 and received minor modifications for 1978. Management accountants participated by determining the measurability, calculating performance, and establishing administration
of the program. The program has been designed to
provide each territorial sales manager with the opportunity to improve his compensation substantially through aggressive and sound management
of the sales activity in his territory.
Compensation is paid in two segments: base salary, which is a guaranteed level of compensation
paid twice monthly without regard to performance, and incentive compensation, which is tied to
territory contribution -to -profit and is paid once
monthly according to a schedule.
It is important to note that this program measures contribution -to -profit as opposed to the simpler measure of gross sales. The TSM participates
in determining the sales and contribution budget
for his territory. This feature of the program specifically recognizes that our territory sales managers play a key role in establishing our pricing
strategy on a local level. When the TSM's goal of
maximizing his compensation is aligned with the
corporate goal of profit maximization, the proCopyright © 1980 by the National Association of Accountants

gram directs efforts toward a sales strategy that
provides reward (compensation) by measuring the
profitability of the company.
Sales managers generally have accepted the
program. Here is how it works at our company.
Guaranteed Base Salary

Advantages and Disadvantages of TSM Program
PRO
The program offers incentive for the TSM to secure new profitable business and not new business for the sake of volume
alone.

Base salary ranges are assigned to each territory
according to its designation as an A, B, or C territory. These ranges are as follows:

The TSM has latitude in pricing through discounting to remain
competitive in his individual marketplace.

Base Salary Range (Annual)
Level A 13,585 — 19,020
Level B 16,400 — 22,955
Level C 18,055 — 25,315

The variable compensation is paid within 15 days after the month
earned.
The year -end calculation makes no adjustment if annual performance is less than the sum of the months' variable payments.

Lower Third

Middle Third
Top Third

Description of
Characteristic
Performance
— Employees who are new
— Employees learning a new
job
— Employees not performing
to capacity
—Fully qualified employees
who are performing well
— Superior or outstanding
performance

Base salaries are paid on the 1 st and 15th of each
month and are reviewed annually.
Variable Incentive Compensation
Incentive compensation is computed based on
an annual incentive compensation target which is
equal to 50% of base salary. That is, a base salary
of $18,000 annually would yield an annual incentive compensation target of $9,000. This establishMANAGEMENT ACCOUNTING /APRIL 1980

Coal congruence is achieved; i.e., TSM maximizes his income
while fulfilling company goals.
The program well defined allowing the TSM and management
accounting to determine compensation on the same basis.
is

in

The level of a territory is determined by the
difference between the upside potential and the
downside risk in sales. That range will be the
amount of sales that could be achieved
a territory with maximum performance by a TSM. For
example, if a large territory budgeted for $6 million would achieve little through maximum attention by a TSM, that would probably be an A or B
territory. By contrast, imagine a smaller territory
budgeted at $2 million. If that territory would
generate no sales with minimal attention by a
TSM and might generate $4 million in sales with a
superlative effort, that territory might well be classified a C territory. Final designations of the territories and any subsequent designation changes are
made by the next two levels of management above
the sales manager.
A TSM's salary range, therefore, is set by the
designation of the territory for which he is responsible. His position within that range is determined
by his own performance as follows:
Placement
Within Range

The program provides a reasonable base salary that can carry the
TSM through a slow sales month.

CON
The program gives credit for sales when delivered not when
ordered. The time differential can be three to four months during
seasons of heavy backlog.
TSMs have no control of scheduling the units for production:
therefore, they have difficulty in projecting when the variable
compensation will be received.
The program is too complicated for some people.
es a base of guaranteed salary (fixed) versus incentive compensation (variable) at two - thirds and
one - third, respectively.
To arrive at monthly incentive compensation
targets, the annual target is prorated based upon
monthly budgeted contribution to the territory.
For example, if January's contribution budget was
5.46% of the annual budget, the incentive compensation target for January would be 5.46% of
the annual target, or in the above example,
5.46% X $9,000 or $491.40 (see Table 1).
The incentive compensation is then paid according to monthly performance (summarized
schedule, Table 2). Payment of the incentive portion of the plan is paid on the 15th of the following month. This is the pay day subsequent to calculating the actual month's performance.
At year end, the TSM's performance is calculated on an annual basis. If the sum of his monthly payments is less than the annual calculation,
the TSM receives a year -end adjustment to compensate for actual year -to -date performance.
Should his monthly payments be greater than the
annual calculation, no adjustment is made.
On an annual basis, there is no topside limit to
the compensation that can be earned. If performance in excess of 110% is achieved, the same
schedule is continued to the achieved level.
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Table 1
MONTHLY ADJUSTED VARIABLE COMPENSATION
TERRITORY #53"

Table 2
EXAMPLE OF ACHIEVED AND
EFFECTIVE RATES

off
total

50,670
54,294
57,913
61,531
75,357
92,213
91,402
91,402
112,167
104,152
72,104
64,096

5.46%
5.85%
6.24%
6.64%
7.80%
10.27%
9.86%
9.86%
12.10%
11.23%
7.78%
6.91%

S 491.40
526.50
561.60
597.60
702.00
924.30
887.40
887.40
1,089.00
1,010.70
700.20
621,90

$927,301

100.00%

$9,000.00

%

'Based on annual unadjusted variable compensation of $9,000.

_

The incentive compensation is a function of
performance to budgeted contribution, not performance to budgeted sales. As long as a sale covers its variable costs and contributes in a significant way to the overall fixed costs of operation, it
will increase profits. The objective of the business,
therefore, is to maximize contribution, not sales.
The TSM determines where he will concentrate
his effort and how he will implement his pricing
strategy; therefore, his success can be measured by
the contribution generated by his sales program.
The contribution rate is determined as follows:

100.00%

— 67,102

—1.00

—5,123,052

—76.35

1,520,071

22.65

— 240,226

3.58

Net Contribution Rate (Budget)

19.07%

The contribution rate remains the same for all
sales territories serving that plant.
As stated earlier, a variable compensation program should be measurable and controllable by
the individual being evaluated, compatible with
corporate goals, and directed at those aspects of
36

80

Eq ual

80

Effec tive
rate
is les s
th a n

2 for 1
ratio
ra n g e '

104

105
106
107
108
109
110
•

$
$

Total Gross
Profit
Less Variable
Manuf. Expenses

6,710,225

pe rc entage
ac hie ve d

0
50
52
54
56
58
60
62
64
66
68
70
72
74
76
78

101
102
103

Plant Contribution Calculation

Effective rate used
in circulation

64
65
66
67
68
69
70
71
72
73
74
75
76
77
78
79
81
82
83
84
85
86
87
88
89
90
91
92
93
94
95
96
97
98
99
100

A Function of Budgeted Contribution

Gross Sales
Less Cash
Discounts
Less Direct
Costs

of budget achieved

For each additional
increases by two

82
84
86
88
90
92
94
96
98
100
102
104
106
108
110
112
114
116
118
120
123
126

Balance of

129

rang e is
3 for 1

132
135
138
141

144
147
150
of budget achieved, the effective (payout) rate
%

Total

Budgeted net
contribut ion
$

January
February
March
April
May
June
July
August
September
October
November
December

Monthly
adjusted variable
compensation

_

L

the business that most need the individual's attention. (See box on page 35).
The program has received endorsement from
the territorial sales managers and is superior to
any program previously administered in the division. Guidelines from management accountants
were instrumental in the program's acceptance. It
appears that the proper ratio of base and variable
is offered, and the variable compensation provides
sufficient incentive to secure new profitable business and to service present accounts.
MANAGEMENT ACCOUNTING /APRIL 1980

A Better Method of Valuing
Liabilities in Annuity
Agreements
What is needed is a valuation technique that will
standardize the valuation procedure and
produce objective, and consistent, valuations.

the American Institute of Certified Public Accountants ( AICPA), financial managers had made
Colleges, universities and other nonprofit institu- little systematic effort to report the value of the
tions frequently receive assets from their benefac- liabilities associated with annuities accepted by
tors for which they offer annuities in exchange. colleges and universities. Prior to this publication,
The formal annuity agreements often specify that standard accounting practice consisted of reportthe annuities be paid for the life of the benefactor, ing the value of the asset provided by the annuibut they also are subject to many other specifica- tant at cost, fair market value, or appraised value
tions. It is in the interest of sound business man- at the time of acquisition with a corresponding
agement, correct accounting practice, and fair dis- credit to the fund balance. The AICPA Audit
closure for financial officers of such institutions to Guide now prescribes the recording of an actuaridetermine the values of liabilities associated with al valuation of the liability (i.e., present value of
annuities and report these values in the financial all future annuity payments) under life annuity
obligations using "acceptable life expectancy
statements of the institution.
We will consider valuation problems inherent tables.
The standard approach to implementation of
in following valuation procedures set up in the
AICPA Audit Guide (Audits of Colleges and Uni- this directive is to select a life expectancy table,
versities), and propose an improved technique of select a discount rate, and calculate the liability
using mortality experience over all possible ac- based on the life expectancy of the individual anquired ages of the annuitant. We discuss progress nuitant. As this article will show, such a calculamade and problems remaining in following the tion can yield widely differing results because of
Audit Guide recommendation, provide illustra- flexibility in the choice of life expectancy table and
tions to show inconsistencies made possible by shortcomings in the method of calculating the disstandard practice, and offer a proposal for a valua- counted present. value. In this article we suggest
tion procedure which should eliminate many, if an approach that will overcome some of these
problems. Specifically:
not all, of the inconsistencies.'
Problems in the Audit Guide Application
Until the Audit Guide was published in 1973 by
0025 - 1690/80/6110- 2775/$01.00/0

1. The results of the present value calculation
may vary widely depending on the mortality
Copyright Cc, 1980 by the National Association of Accountants
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table selected. Some of the tables commonly
used for insurance valuation purposes may be
Table 1
THE VALUATION OF AN ANNUITY OF $60,000 PER YEAR
FOR AN ANNUITANT AGE 75
LIFE EXPECTANCY METHOD USING FULL YEARS
OF LIFE EXPECTANCY

Commissioners 1958
Standard Ordinary
(1950.1954)
Individual annuity
table for 1971 Male (1960.1967)
United States total
population (1969 -1971)

Full years of
life expect ed
7 years

Interest'
factors
5.2064

Valuation of
liabilit y
$312,384

10 years

6.7101

$402,606

9 years

6.2469

$374,814

'From present value tables at 8 %.

Table 2
THE VALUATION OF AN ANNUITY OF $60,000 PER YEAR
FOR AN ANNUITANT AGE 75
LIFE EXPECTANCY METHOD USING ACTUAL LIFE EXPECTANCIES

Commissioners 1958
Standard Ordinary
(1950.1954)
Individual Annuity
Table for 1971.
Male (1960 -1967)
United States Total
Population (1969.1971)

Actual table
life expectancy

Interest'
factors

Valuation of
liability

7.81 years

5.6440

$338,640

10.67 years

6.9975

$419,850

9.32 years

6.3951

$383,706

. Obtained by interpolation from data
in present value tables at 8% discount.

Calculation of Liability by Life Expectancy M e th o d
Commissioners 1958 Standard Ordinary (1950.1954)
7.81 years life expectancy
8 years
5.7466
7.81 years
7 years
5.2064
.5402 x .81
5.2064
.4376
5.644 x 60,000

=
=

=

=

+

.4376
5.6440
$338,640

=
=

.2874
6.9975
$419,850

=

6.7101
6.2469
.4632 x .32
6.2469
.1482
6.3951 x 60,000

=
=
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Effect of Selected Life Expectancy Tables
We intend to show the degree of variation that
can result from using different "acceptable life expectancy tables," thereby emphasizing that the
use of life expectancy tables can introduce error
into the calculations of the present value of future
annuity payments.
The present value of an annuity (V) based on
the life expectancy of the annuitant:

= Y (I
t =t

+

United States Total Population (1969.1971)
9.32 years life expectancy
10 years
9.32 years
9 years

Another variable which can cause wide differences in the valuation process is the choice of the
discount rate. We do not deal with questions
about selecting a discount rate used in the valuation, but we will discuss other problems.

V t.

+

Individual Annuity Table for 1971 -Male (1960.1967)
10.67 years life expectancy
11 years
7.1390
10.67 years
10 years
6.7101
.4289
.4289 x .67
6.7101
.2874
6.9975 x 60,000

unsuitable because they are biased to cope with
"adverse selection." We suggest better tables to
use for the purpose of annuity valuation, although we concede there is no perfect table for
all circumstances.
2. Calculations of present value derived from
mortality tables and expressed in a whole number of years may depart from proper values because of failure to refine the calculation to allow for life expectancies in fractions of years.
We suggest an interpolation procedure to
achieve this result.
3. The present value calculation typically is based
on the value of an annuity for a term certain
equal to the individual annuitant's life expectancy. This calculation is conceptually in error.
An annuitant may live for either a shorter or
longer period than his normal life expectancy,
and the discounting procedure should be based
on the probabilities of survival for his entire
possible life period. A calculation based solely
on normal life expectancy will overstate the
real liability.

.1482
6.3951
$383,706

R
+ r)l

Where R is the periodic annuity payment, r is the
appropriate discount rate, n is the number of payments consistent with the life expectancy of the
annuitant, and t is the appropriate period of time
subject to discounting.
The value of the liability can be calculated by
using either the previous equation or equivalent
present value tables. Because there is a material
difference in specified expectancies among the tables, failure to specify a particular life expectancy
table can result in a number of solutions to any
annuity valuation problem. Many tables, while acceptable for insurance company rate - making purposes, contain specific biases which limit their usefulness for realistic valuation purposes. Tables 1
and 2 reveal different solutions obtained from the
same analysis by using different life expectancy
tables. For illustrative purposes, assume that a 75MANAGEMENT ACCOUNTING /APRIL 1980

year -old male benefactor provided Treasury bonds
with a market value of $1 million to an institution
in exchange for an annual regular annuity of
$60,000 per year for the remainder of his life. The
appropriate discount rate is assumed to be 8 %.
Table 1 reveals a difference of valuation of
$90,222 between the value obtained by using full
years of life expectancy from the Commissioners
1958 Standard Ordinary Table and the value obtained by using the Individual Annuity Table for
1971 -Male. The valuation from the U.S. Population Experience Table is intermediate between the
two extreme values. The material differences in
value ($90,222 is 29% of $312,384 and 22% of
$402,606) are attributable solely to the difference
in life expectancies extracted from the tables.
Selection of the best table is subject to another
complication. Tables such as the 1958 -CSO and
the Annuity 1971 -Male, used for rate - making by
life insurance companies, generally are not acceptable for valuation purposes because they contain
biases for rate - making based on "adverse selection" in the sampling process. The following experience tables are more appropriate for valuation:

(1) the X -18 Table,' which formed the statistical
basis for the 1958 CSO table, and (2) the 1963
Experience Table,' which was the starting point
for the Individual Annuity Table for 1971. Even
these tables, however, may be in error because of
the changing mortality experience of recent
years.`
U.S. government agencies publish experience
data periodically, but these tables compute mortality rates for ages 85 and upward based on medicare experience. In addition, the mortality rates
for ages 95 and over were not differentiated by
geographic area. We believe the problems encountered in calculating mortality rates for the more
advanced ages do not affect the results materially.
There is no perfect table that expresses the mortality experience of the American public. Ideally,
actual experience tables reflecting race, sex, occupation, geographic location, and many other variables would improve the valuation procedure. At
present, the most objective valuation most likely
would be obtained by using the 1963 Experience
Table applicable to the sex of the annuitant, but
approximations may be obtained by using the U.S.

A calculation
based solely on
normal life
expectancy will
overstate the
real liability.

Table 3
DETERMINING THE LIABILITY ASSOCIATED W ITH A $60.000 ANNUITY AGREEMENT
BY MORTALITY EXPERIENCE METHOD W ITH ANNUITANT AGE 75
At ta i ne d
ap e l0
(1)

Deat h r ate
per 1000
(2)

Nu mb er al lv e
at age (t)
(3)

(2)X(3)
1000

_

(3)

75
76
77
78
79
80
81
82
83
84
85
86
87
88
89
90
91
92
93
94
95
96
97
98
99
100
101
102
103
104
105
106
107
108
109

55.52
60.60
65.96
71.53
77.41
83.94
91.22
98.92
106.95
115.48
125.61
137.48
149.79
161.58
172.92
185.02
198.88
213.63
228.70
243.36
257.45
269.59
280.24
289.77
296.69
306.96
314.61
321.67
328.17
334.14
339.60
344.60
349.17
353.33
359.12

Pro ba bi lit y of
livi ng t o(1)
(4)

Pres o n value
int er est f act or (8 %)
(5)

(3)
1000

1000.0
944.48
887. 24'
828.72
769.44
709.88
650.29
590.97
532.51
475.56
420.64
367.80
317.23
269.71
226.13
187.03
152.43
122.11
96.02
74.06
56.04
41.61
30.39
21.87
15.53
10.89
7.55
5.17
3.51
2.36
1.57
1.04
.68
.44
.28

.9445
.8872
.8287
.7694
.7099
.6503
.5910
.5325
.4756
.4206
.3678
.3172
.2697
.2261
.1870
.1524
.1221
.0960
.0741
.0560
.0416
.0304
.0219
.0155
.0109
.0076
.0052
.0035
.0024
.0016
.0010
.0007
.0004
.0003

.9259
.8573
.7936
.7350
.6806
.6302
.5835
.5403
.5002
.4632
.4289
.3971
.3677
.3405
.3152
.2919
.2703
.2502
.2317
.2145
.1987
.1839
.1703
.1577
.1460
.1352
.1252
.1159
.1073
.0994
.0920
.0852
.0789
.0730

(6)

Pres ent
value
(7)

(4)x(5)

60.000(6)

.87451
.76060
.65782
.56551
.48316
.40982
.34485
.28771
.23790
.19482
.15775
.12596
.09917
.07699
.05894
.04449
.03300
.02402
.01717
.01201
.00827
.00559
.00373
.00244
.00159
.00103
.00065
.00041
.00026
.00016
.00009
.00006
.00003
.00002

$52,471
45,636
39,469
33,931
28,990
24,589
20,691
17,263
14,274
11,689
9,465
7,558
5,950
4,619
3.536
2.669
1,980
1,441
1.030
721
496
335
224
146
95
62
39
25
16
10
5
4
2
1
$329,432

944.48

57.24

887.24

-

=

=

57.24

-

' C al c ula ti on as f ollows:
60.60 x 944.48
944.48
11000
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Table 4
THE VALUATION OF AN ANNUITY OF $60,000 PER YEAR
FOR AN ANNUITANT AGE 75
MORTALITY EXPERIENCE METHOD DISCOUNTED AT 8%
Amount of
periodic payme nt

Valuation of
liability

Commissioners 1958
Standard Ordinary
(1950.1954)

$60,000

$288,252

Individual annuity
Table for 1971 Male (1960.1967)

$60,000

$367,331

United States Total
Population (1969.1971)

560,000

$329,432

1963 Experience Table

$60,000

$335,562

Total Population (1969 -1971) tables. These tables
are based on more recent experience and include
data for the entire U.S. population.
Whole Years vs. Fractions of Years
A different valuation will be obtained if the analyst interprets life expectancies in a slightly different manner from that reflected in Table 1. An analyst using the full and fractional years of actual
life expectancy, rather than the number of full
years of life expected, would arrive at an entirely
different set of values as outlined in Table 2. Comparison of the values in Tables I and 2 reveals the
inconsistency in valuation. It may be concluded
that if similar values are to be obtained, the valuation technique and specification of the approved
table must be prescribed explicitly.
Suggested Valuation Procedure
The procedure of discounting the amount of the
annuity payment for the life expectancy of the annuitant has been used to illustrate the difference in
values obtainable by using different tables and minor differences in interpretation of methods.
Again, we will recommend an alternative technique of valuation that would improve the valuation procedure.
Inherent in the present value method of valuation is the fact that amounts to be paid soon weigh
more heavily on the present value than do distant
amounts. This mathematical fact causes inherent
overvaluation of the liability associated with future annuity payments when the payments are discounted over a fixed period equal to the life expectancy of the annuitant. In reality, there is some
probability that the annuitant will outlive his normal life expectancy, as well as some probability
that he will die earlier. To account for this, the
expectancy of life to every possible future period
should be used to calculate the amount of future
payment. Essentially, the amount to be discounted
in every future period of possible life of the annui40

tant should be an expected value obtained by multiplying the annuity payment by the probability
that the annuitant will be alive to receive it.
The recommended procedure would be expressed mathematically as follows:
VI,

=

t =1 ( l

RP,
+ r)t

Where V, is the present value of an annuity, R is
the periodic annuity payment, r is the appropriate
discount rate, n is the number of possible years of
life remaining for the annuitant and P is the probability that the annuitant will live to time It and
thus claim the annuity payment for that period.
Table 3 provides an example of the procedure necessary for accomplishing this valuation. Computer
programs would expedite the procedure.
In using this improved technique, choosing the
proper mortality table is important, as we illustrated in a previous section. Table 4 shows the
valuations obtained by using different life expectancy tables and the mortality experience method.
Table 4 indicates that again the use of different
mortality tables is responsible for the widely varying liability values. Comparing the values in Table
4 to their corresponding values in Tables 1 and 2
substantiates the claim we made earlier that the
use of the life expectancy method tends to overstate the value of the liability.
A comparison of the results obtained by using
the mortality experience method and the experience table (U.S. Total Population- 1969 -1971)
with the results obtained by using the same table
and the life expectancy method shows a very significant difference in valuation of $54,274 or
16.47% of the mortality experience value of
$329,432.
Standardizing the Procedure
The industry Audit Guide has taken an important step in specifying that the liabilities associated
with annuities accepted by colleges and universities should be determined and reported actuarially. In stating that the liability should be calculated
as "the present value of the aggregate liability for
annuities payable, based upon acceptable life expectancy tables," the Audit Guide has suggested
broad guidelines subject to wide interpretation,
hence the adoption of procedures by analysts that
can provide wide differences in value. We have
pointed out several practices that could result in
misvaluation of the liability and have recommended a valuation technique that can withstand the
test of consistency.
❑
' We do not consider the treatment of investment income, gains and losses, and
annuity payments that are proposed by the Audit Guide.
' American institute of Certified Public Accountants. Auditr of Colleges and Univer.
sitieS. New York, 1973, p. 51.
'Charles M. Sterrhill. "The New Standard Ordinary Mortality Table," Tronraction.s of the Society of Actuaries. IX, 1957, p. 15.
' Harold Cherry, "The 1971 Individual Annuity Mortality Table,- Transactions of
the Society of Actuaries, XXf1I, 1971, p. 490.
' Life Insurance Fact Book, 1977, p. 91.
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Automated Capital
Investment Decisions

The automation of the capital investment decision hinges upon the
quantification of both the uncertainty and the relative desirability
of investment alternatives.

By Franklyn S. Uhl
Thanks to today 's availability of sophisticated decision -making tools , decision makers are beginning to consider automating capital investment
decisions. A decision is capable of automation if it
can be reduced to the comparison of measurable
quantities. The capital investment decision falls in
this category . If the definition of the decision
process is restricted to activities that take place
between the time all relevant data are collected
and the actual procedure of either accepting or
rejecting a given alternative, then the decision
process can be broken down into two steps: the
combination of relevant variables, and the determination of relative desirability.
Many methods exist for combining relevant
variables related to a capital investment alternative into a single quantity, which then can be compared with similar quantities from other investment alternatives. For purposes of automation,
any or all of the combination techniques may be
programmed easily.
The primary point is that no users rely solely on
one ca pital b u d g etin g tech n iq u e. Certain ad ju st-

ments are made to the strict decision criteria output by any single technique. One reason for this is
that capital investment analysis techniques are
typically ap plied with a determ in istic format —
single value estim ates of several d ifferen t variab les
0025 - 1690/80/6110- 2932/$01.00/0

are combined to arrive at a single value of output
indicating the desirability of the investment. The
circumstances of the environment make the outcome of any chosen technique very qualified. For
example, the net present value of an investment
will be X dollars if sales are so much per year, if
th e investment lasts for so m any years, and if tax
rates rem ain unchanged.
Because of the uncertainty attached to alternative investm ent opportunities, most decision mak-

ers apply their own risk adjustment on top of the
results from one or more formal analyses. This is
the reason why some doubt the feasibility of totally automating capital investm ent decisions.
Many d ecision m akers r eason that a com puter
is not capable of assessing the uncertainty surro unding th e fin al investm e nt de cision and, as a
result , hum a n j udgm ent m us t b e ap plied e ven if
th e combination of variables is automated.
Furthe rm ore, the m athem atical com bination of
variables is only part of the total decision process.
Skeptics of a uto m at ing the investment decision
p o int ou t that this is indeed a qualitative assessm ent requ iring hum an experience and judgm ent.
Th us, this skeptical decision m aker is bringing
motivational determ inants of risk-taking behavior
in to play. Assum ing the decision m aker definitely
want s to m ake a good ( not necessarily excellent)
decision , he m ay apply his hum an judgm ent to the
au tom ated investm ent decision rather than rely on
Copyright © 1980 by the National Association of Accountants

I ON
Franklyn S. Uhl is

manager, cost
accounting, at Exxon
Nuclear Company, Inc.,
in Richland, Wash. He
holds an MBA degree
from the University of
Washington and is a
member of the
Washington Tri- Cities
Chapter through which
this article was
submitted.

41

$

the automated decision and possibly make an ex- procedural simplification and does not assume the
cellent decision. The task at hand is to show the decision maker actually knows the future with
skeptical decision maker how he may take greater certainty.
risk and rely more heavily on the automated decision technique.
DECISION TREE ANALYSIS
Therefore, the automation of the capital investFor complex investment decisions, a represenment decision hinges upon the quantification of tation of the applicable information pertinent to
both the uncertainty and the relative desirability the problem—the decision tree —is useful to show
of investment alternatives. In addition, the quanti- the routes by which the various possible outcomes
fication imposes a significant measurement prob- are achieved. The decision problem is not posed in
lem.
terms of an isolated decision (because today's deFirst, due to the uncertainty of many of the cision depends on the one we shall make tomorvariables included in the analysis of alternative row) nor yet in terms of a sequence of decisions
capital investment opportunities, we must assume (because under uncertainty, decisions taken in the
there is more than one possible outcome for each future will be influenced by what we continue to
alternative. When there is a range of potential out- learn). The problem is posed in terms of a tree of
comes for each of several input variables, a distri- decisions. The decision tree mathematically facbution of potential outcomes is expected to exist. tors the degree of risk into a business decision.
Therefore, the risk inherent in any given invest- With "odds" included, the decision maker can
ment alternative can be characterized by a distri- make more precise comparisons among alternabution of potential outcomes related to invest- tive courses of action.
ment. A significant part of the total measurement
The area of decision tree analysis will be disproblem is to quantify the risk distribution esti- cussed as it relates to the applicability to automatmate.
ed capital investment decision making. This approach naturally leads to different and improved
answers to investment and analysis questions. It
Table 1
enables management to take more direct account
EXPECTED MONETARY VALUE ANALYSIS
of the impact of possible future decisions, the relaNet dollar return
Probability
tive values of present and future profits, and the
Expected value
$ -800
.09
-72
comparative advantages of varying levels of ex-600
.15
-90
pected profit and corporate flexibility.
-400
.12
-48
The number of branches required in a decision
-200
.15
-30
20 0
.20
40
tree analysis is dependent on the number of varia600
.15
90
bles to be included in the analysis and the number
1,400
.08
112
of estimates for each of the variables. The actual
2,2 00
_06
132
number of alternative branches can be accurately
1.00
$1 34
computed by the formula En where E is the numAfter the risk distribution is estimated, it is also
necessary to determine the desirability of the investment alternatives in light of the range of potential outcomes and the environment in which
the decision is made. The second task in total risk
analysis is to quantify the effect of risk in context
of the environment in which the decision is made.
Estimating Risk Distribution
Four methods of estimating risk apply. They
include intuition, assumed certainty, decision tree
analysis and simulation.
INTUITION AND ASSUMED CERTAINTY
Intuition assumes the individual decision maker
has the best capabilities for estimating the risk distribution and no external quantification should be
attempted. A second technique is that of assumed
certainty. Because of the information - handling
limitations of the human mind, the analysis is limited to only one assumed certain outcome possibility. This assumption is made only as a necessary
42

ber of estimates for each variable and n is the
number of variables to be included in the analysis.
This assumes every variable has the same number
of estimates. An example of this geometric progression is shown in Figure I. Computers are used
to perform decision tree calculations and, if
branches become very large, computer programs
are required to summarize results for users. In investment alternatives with many variables, the
number of computations required continues upward in a geometric progression.
SIMULATION (MONTE CARLO TECHNIQUE)
The Monte Carlo procedure is implemented to
compute purely random selections of the total
possible number of branches and is able to estimate statistically some characteristics of the total
population of factor combinations with reasonable
confidence in order that a summarization of the
simulation would not differ significantly from a
summary of the more detailed decision tree approach to the same capital investment alternative.
The degree of confidence, of course, would vary
MANAGEMENT ACCOUNTING /APRIL 1980

with the number of simulation iterations (size of
random sample) performed.
Application to Automated Decisions
Although intuition must be eliminated, any one
of the other three techniques could be applied to
estimate the risk distribution for an automated investment decision. The assumed certainty approach actually results in a one point distribution
and cannot be considered for that reason.
In a comparison between the decision tree and
simulation approaches, the simulation approach
to the estimation of the risk distribution would
probably be used in the great majority of capital
budgeting applications; however, other persons
might prefer to use the simulation method only if
the decision tree approach could not be used. If a
sufficiently large number of random iterations are
performed, the difference in summary output from
a sample simulation, as compared with that of a
total decision tree approach, would be negligible.
Furthermore, the simulation approach is much
more economical for two reasons. First, the simulation is merely a random sample subset of the
total decision tree analysis and requires only a
fraction of the computer time and storage. The
second economic justification results from the fact
that general simulation programs are available
which directly apply to a great majority of capital
investment alternatives. The availability of a general program which can be applied to many different situations greatly reduces the cost of obtaining
probabilistic analyses.
Adjusting for the Risk Distribution
Once the risk distribution attached to a capital
investment alternative has been estimated, it is
necessary to adjust the investment decision based
on the estimated risk. The approaches that describe how the risk adjustment might be made include intuition, and expected value and utility.
INTUITION
Intuition can be used to adjust for the risk distribution. It is assumed that the decision maker's
judgment and experience will lead him to the desired adjustment.
It is also common to attempt some interaction
between the decision maker's intuition and quantitative techniques. For example, conservative adjustment of the determining variables has been
suggested as one technique of risk adjustment.
The decision maker would adjust conservatively
one or all of the variables in an analysis in order to
account for the risk. For example, if the purchase
of a machine was expected to save approximately
$10,000 annually, the incremental cash flow entered into the analysis would be something less
than $10,000 based on the decision maker's analysis of the risk profile.
MANAGEMENT ACCOUNTING /APRIL 1980

Figure 1
GEOMETRIC PROGRESSION OF THE DECISION TREE

0

Y

E"

3' =3

32 =9

33 =27

EXPECTED VALUE
The procedure implemented in computing expected value is to combine all of the potential outcomes in order to arrive at a weighted average of
the distribution. No more or less attention is given
extreme values in the range of possible outcomes
than that indicated by the probability of occurrence. The rationale behind this approach is the
law of large numbers. In the long run, when many
repeated investment decisions are made, the total
return should approximate the sum of the means
of the many individual distributions. Therefore, it
is argued that the best decision rule for the long
run is to maximize expected monetary value.
EXPECTED UTILITY
The expected monetary value criterion cannot
be disputed in the long run. However, in the short
run, the expected value criterion may well be
highly undesirable. An investment which is indicated to be beneficial in the long run (many repetitions of similar investments over an extended period of time) could be very detrimental in the short
run (immediate effects of a one time investment).
Accordingly, many investors have expressed
uneasiness with the expected value criterion.
Another technique, which has been developed to
formally include the decision maker's short-run
uneasiness with the risks involved, is the cardinal
utility theory.
Cardinal utility theory is based on the assumption that a consistent risk attitude held by an
individual decision maker can be measured and
quantified on a cardinal scale. The measured risk
attitude not only could, but should include special
treatment of extreme values in a risk distribution
which could have a consequential effect on the
short run environment. The risk attitude of an in43

PURELY INTUITIVE ANALYSIS

Figure 2
DECISION TREE APPROACH TO RISK DISTRIBUTION
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dividual is referred to as a utility function or preference function. Once it has been quantified it
then can be used to compute the relative degree of
usefulness or desirability of potential investments
to the individual decision maker. If each of the
potential monetary outcomes included in the risk
distribution attached to the investment under
analysis could be converted into a utile measure
which indicates the desirability of that outcome to
the decision maker in the current environment,
then the expected utility decision rule would serve
to maximize utility just as expected value serves to
maximize discounted cash flows. There is a one to -one correspondence between monetary value
and utility; the monetary value is transferred to a
utility value by a defined function.
Examples of Automated Capital Investment
Decision Techniques
A hypothetical example should help to clarify
the techniques discussed and further emphasize
the potential to quantify the decision process. Assume that you, as a decision maker, are faced with
an investment alternative which requires an initial
outlay of $1,000. The investment will return a variable amount of cash per year for an uncertain
future time period.
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The purely intuitive technique leaves the decision entirely up to you. You take the data given
you above, apply your experiences and judgment
in an intuitive analysis of the investment, and arrive at a decision. Normally, the mental process
which you apply includes an estimate of the
amount of annual return, the life expectancy of
the investment, a calculation of the amount of future return, and a comparison of the expected future returns with the initial outlay of $1,000. You
also may attempt to assess the effect that changes
in the two variables would have on the total estimated return and determine how the return will
affect the company's assets and earnings. Other
factors entering into the decision might include
your assessment of current and future alternative
uses of the $1,000 as well as the consequences of
your action if the results are less than expected.
It is not at all difficult to see why a decision
maker would like at least some of the process
quantified externally. This would normally save
time and result in more consistent decision making. At the very least, an external computation of
the net return would be possible.
DETERMINISTIC ANALYSIS

A deterministic quantification of the investment
alternative requires that you first select one quantitative estimate for each of the determining variables. Assume that you estimate a most likely return of $200 per year for six years from the $1,000
investment. If taxes are ignored, and without discounting for the time value of money, the model
would tell you that a $1,200 return will result
from the $1,000 investment. The $1,200 is not certain, however. You must still apply your judgment and experience intuitively to compensate for
the chance that the annual return may be more or
less than $200 and that the project may last more
than or less than six years. You are also required
to determine the relative desirability of the project
compared to alternative uses of the investment
capital.
In addition, a computation of the payback period and /or discounted net present value would
also be possible and would provide additional information. It would not, however, eliminate the
need to estimate intuitively the risk distribution as
long as a deterministic approach was used. At this
point, even more of the decision process can be
quantified. Thus, the next step appears to be the
estimation of different potential outcomes.
PROBALISTIC ANALYSIS

Assume that you have made subjective evaluations concerning the factors that will subsequently
determine the final outcome of the investment.
The most pessimistic annual return would be
around $100, but it could be as much as $400 per
MANAGEMENT ACCOUNTING /APRIL 1980

year if everything went perfectly. If technology
changes very rapidly, the project may last for only
a couple of years, but also could extend for as
much as eight years. After a further evaluation of
the variables has been made, assume that the following probabilities were assigned to the variable
outcomes:
Annual
Return
$100 = .3
200 = .5
400 = .2

Life
Expectancy
2 years = .3
6 years = .4
8 years = .3

With this data, a probability distribution of outcomes can be calculated. A decision tree approach
is shown in Figure 2.
The final decision is still the decision maker's
responsibility. It is still necessary to apply judgment concerning the net utility (or disutility) of
the potential gains and losses. Although there is a
chance for a very good return, there is also a probability of .51 that you will experience a net loss of
$200 or more. Whether the investment opportunity is accepted or rejected depends on your determination of the desirability of the different potential outcomes. In fact, the quantification of the
relative desirability is the only step left in order to
arrive at the total automation of the decision process.
DECISION THEORY ANALYSIS
In the fully automated decision theory model,
the decision would be made by the model without
any human intervention. For example, assume
that you have decided to implement both the expected value and expected utility criteria.
The expected monetary value analysis would be
computed as in Table 1.
The decision has been made to enter the investment because a positive expected net value of $134
has been computed. This is a critical assumption.
Normally, if several different alternatives were being considered, the decision would be made that
the one with the highest expected monetary value
is the best.
In order to perform the expected utility analysis, assume that as a decision maker, you have
tendencies to war d risk aversio n with a m easu red
utility fun ctio n as sh o wn in Figu re 4.
Once th e r isk d istrib u tio n p e rtain in g t o th e in vestment an d th e attitu d e to ward risk wh ich is
held by the in d ivid ual d ecisio n m aker are kn o wn ,
the investm en t d ecisio n is p u rely p erfu n cto ry . If

the measured utility curve is used, each potential
monetary outcome can be converted to a utile
equivalent and multiplied by the probability of its
occurrence. Using the data from the previous ex-

Once the decision m odel has been used to make
th e decision, the investm ent should not be accept-

ed because there is a negative net expected utility
attached. If several different alternatives were being considered, the best investment would be the
one with the highest positive expected utility value
and all alternatives with negative expected utility
could be avoided completely.
Degrees of Automation
I feel the above discussion relating to examples
of automated capital investment decision techniques indicates adequately the amount of quantification possible in capital investment decisions.
The important point is that it is necessary to recognize the relative degrees of automation on a
continuum of techniques. The four techniques described above can be shown relative to the degrees
of automation concept (See Automation Continuum). Planning and decision theory leads me to
believe that most actual decisions fall in the upper
ranges of the continuum; however, it is my guess
that a large percentage of decisions are being
made in the lower continuum ranges.
The Challenge of Risk Assessment
There is little doubt in my mind that all of the

Figure 3
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am ple , the ex p e cted u tility v alu e wo u ld b e co m puted as sh o wn in Figu re 3.
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AUTOMATION CONTINUUM
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Total
auto matio n

Decision
theory

techniques discussed in this article can be quantified and programmed. I question whether or not
today's decision makers have sufficient understanding of the risk assessment in order to quantify what has previously been considered unquantifiable in the past. As an example, two methods of
total automation were discussed— expected monetary value and expected utility theory. The former
theory accepted the investment opportunity and
the latter indicated the project should be rejected.
Therefore, when varying decision techniques, in
all degrees of automation, are applied to different

investment alternatives, conflicting decisions as to
which investment alternative is best are likely to
arise.
The point should be made that a manager's
need to apply his intuition is not replaced by the
probabilistic approach. Rather, this probabilistic
approach requires him to provide even more input; he must structure his thinking and supply the
input information in prices, not just the final answer. Also, he must provide a meaningful utility
function. The advantage is that when the final answer is developed, he can identify the key variables, and the important information that referenced the final answer. He can also manipulate
some of the inputs to determine how sensitive the
result is to these inputs. The probabilistic approach forces him to think through the problems
in great detail which should be beneficial in making the correct decision. In conclusion, it appears
only practical for decision makers to accept this
challenge of risk assessment and seek to use techniques made available for them in automating
capital investment decisions in the most efficient
mariner possible.
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Toward the Development
of a Hospital MIS Profile
What evidence is there that a management information system
will help health care become more effective?

By Richard Pitre
In an era of rocketing hospital costs primarily
caused by inflation hospital managers must be
able to make cost - effective decisions based upon
reliable data.
A management information system can meet
these needs but preliminary research is necessary
to find out how MIS affects indicators of healthcare effectiveness. In other words, what is needed
is a profile of a hospital MIS. Using the Delphi
method, such a project was conducted and certain
conclusions were reached that give insight into the
problem —but which must be tested further for
validity.
For purposes of the study it was necessary to
organize a resource group to provide expert guidance. The resource group included hospital administrators, hospital MIS experts, management
advisory personnel of a Big 8 accounting firm, and
academicians in management information systems, patient -care management, organizational
behavior, and accounting. In consultation with
them, certain indicators of health -care effectiveness, (see box on page) were drawn from the work
of Moseley and Grimes (1974),' and a three -part
questionnaire was drafted:
1. What is the effect of the management information system in terms of the collection and anal0025 - 1690/80/6110- 2623/$01.00/0

ysis of data to support measures of health -care
effectiveness?
2. What is the importance of the characteristics
of information as relates to measures of healthcare effectiveness?
3. What characteristics of a management information system are necessary to support measures
of health -care effectiveness?
The study design was subjected to two preliminary examinations: first, a critical review by the
resource group; and second, a similar review by
MIS experts in seven hospitals in New Orleans.
The critical factor determined by the review was
choice of population for the investigation. It was
agreed that the questionnaire should be administered where local phone contact could be made
with the participants. This meant that we were
limited to Texas.

Richard Pitre is
associate professor of
accounting, Texas
Southern University,
Houston. He has a
Ph.D. degree from the
University of Houston.

The Delphi Process
The Delphi survey of experts was chosen as an
appropriate technique for the development of the
MIS profile. The Delphi survey is a method of
acquiring opinions on an issue from a panel of
experts. It was first applied by the Rand Corporation in forecasting national economic and military
problems.' The technique provides for assembling
a panel of recognized experts in the field of interest.
Copyright V 1980 by the National Association of Accountants
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PATIENT -CARE INDICATORS
• Average Length of Stay measured by overall average number
of days of hospitalization per patient.
• Adjusted Death Rate measured by the use of the gross death
rate and related specifically to diagnosis, average length of stay,
and occupancy.
• Autopsy Rate measured by the percent of deaths that undergo
autopsy.
• Medical Audit measured by the existence and activity of an
audit committee of physicians engaged in peer review.
• Hospital Accreditation and Licensing measured by the
.I.C.A.H. evaluation, Medicaid certification, approval of interns and resident training, etc.
• Surgical Procedures Assessment measured by the tissue committee report as to nondisease tissue or organs removed.
• Patient Satisfaction measured by the ancillary services the patient receives as well as how he was treated.
• Medical Staff Qualification measured by the percent of board certified specialist on the staff.

ADMINISTRATION INDICATORS
• Accreditation and Licensing measured by the results of the
survey for certification of license. It deals directly with management performance and functions.
• Administrative Staff Qualifications and Development
measured by a combination score on training, experience, and
current involvement of administrative staff in professional
development activities.
• Occupancy Rate measured by the overall occupancy of the
hospital.
• Cost Per Unit of Output measured by the average unit cost of
hospital procedures or functions, such as meals, room cleaning,
and x -rays.
• Man Hours Per Patient Day includes analyzing the number of
man hours per patient day available to render care, as well as
the man hours in supporting departments.
• Employee Job Satisfaction involves whether the hospital conducts turnover and absenteeism analysis, conducts exit interviews, etc.
• Management Studies measured by the use of financial analysis,
budget reports, departmental objectives, activity analysis, etc.
• Personnel Per Occupied Bed measured by the number of administrative, nursing, and laboratory, staff per occupied bed.
• Employee Development measured by the percent of employees
involved in training and development programs.

The Delphi approach provides several advantages over a seminar or a one -time survey. First,
the experts are not required to travel and spend a
great deal of time away from work. Second, the
seminar setting is generally of short duration and
the opportunity for thoughtful responses and reflection is minimal. Third, the seminar has the potential hazard of being dominated by one or more
individuals, thereby hindering total group response. Fourth, the one -time survey has the disadvantage of limited response time and does not al48

low for reflection on the responses.
The Delphi approach offsets most of these disadvantages by providing: first, for iterative responses over an extended period of time which
assists in achieving more depth in the responses.
Second, it provides feedback to the respondents
after each interaction. This allows the individual
the opportunity to review his response in relation
to other experts. Third, the responses are anonymous one to another, thereby offering the potential for frank responses. Fourth, the respondents
complete the questionnaire in private, away from
the disruption often found in a meeting or
seminar`.
The Delphi panel was chosen from THISS, a
publication of the Texas Hospital Association.
This document lists the members of the Texas
Hospital Information System Society and other
information relating to hospital MIS in Texas.
The panel members were from hospitals with a
minimum bed size of 150,and 20 or more computer applications. It was believed that MIS personnel in hospitals that did not fit this description
probably did not have the general or technical
background to be considered experts.
The questionnaire was mailed to 35 MIS personnel. After the mailing, a phone call was made
to each potential panel member to solicit his participation, to get some specified information about
his background, to make subjective decisions or
evaluations as to his suitability, and to answer any
questions he might have concerning the questionnaire. Of the 35 experts, 32 agreed to participate.
Of this number, 25 responded to round one. The
results were averaged and mailed to 30 of the experts. Two who had responded to round one requested that a second questionnaire not be sent.
Twenty -nine of the 30 responded to round two, at
which time a consensus was reached.
Analysis: Question One
Question 1 reveals the feelings of the experts as
to the effect of the MIS on each indicator of
health -care effectiveness. Table 1 presents the
summary of the panel's response to all three questions.
The five -point scale ranged from 1 for very little
effect to 5 for great effect. Analysis of these responses reveals that the MIS experts feel that the
MIS does have some effect on the indicators of
health -care effectiveness. In summing the responses as a percent, a score of 40/40 for patient -care
indicators is equivalent to the maximum 100 %.
To get this score, all eight patient -care indicators
would have to be rated as having very great effect.
The score given to patient care was 27/40 or
67.5%. Each indicator was considered to be at
least moderately affected by the MIS.
The administration indicators received a considerably higher score than the patient -care indiMANAGEMENT ACCOUNTING /APRIL 1980

and 40 %, the relative importance would be the
same. It simply means that even if the experts saw
a relatively small effect by the MIS on the indicators of health care, their bias would be the same,
with administration first and patient care next.
The 12.5% difference in perceived effectiveness
between patient care and administration may be
attributed to the fact that, in the beginning, computer use was largely limited to accounting, pay-

cators, A 100% score here is 45/45, the nine indicators multiplied by five. All nine indicators were
judged to be of great effect. This gave the administration indicators a score of 36/45 or 80% effect.
The 67.5% and the 80% are of little importance when observed in isolation. And one might
question the importance of the 12.5% difference.
But this difference is important in determining the
orientation of the MIS. If these scores were 27.5%

Table 1
SUMMARY OF RESPONSES TO QUESTIONS
Questions
1. WHAT IS THE EFFECT OF THE MANAGEMENT INFORMATION
SYSTEM IN TERMS OF THE COLLECTION AND ANALYSIS OF
DATA TO SUPPORT THE FOLLOWING MEASURES OF HEALTHCARE EFFECTIVENESS?
2. WHAT IS THE IMPORTANCE OF THE CHARACTERISTICS OF
INFORMATION AS RELATES TO THE FOLLOWING MEASURES OF
HEALTHCARE EFFECTIVENESS?
3. WHAT CHARACTERISTICS OF A MANAGEMENT INFORMATION
SYSTEM ARE NECESSARY TO SUPPORT THE FOLLOWING
MEASURES OF HEALTH-CARE EFFECTIVENESS?
Please indicate your answer by number or check mark
In the boxes to the right of each Indicator.
Question 1

Question 3

Question 2

Scale
1 -Ve ry little im portance
2 - Little Importance
3- Mod erate importance
4 -Great impo rtance
5 -Very great Importance

A. Patient care Ind icato rs
1 Average length of stay
2 AdJusle_d death rate
3 Autopsy tale
4 Medical audit
5 Hospital seereditlon and licensing
6 Surgical procedures assessment
7 Patient satisfaction
8 Medical staff qualifications
16 +1 2 27140(87.5°/61`

40
40

90
40

38
40

28
40

35
40

30
40

56

5

5

3

5

3

r
r

9_ Adminis tration I ndicators
4

2 Administrative staff qualifications and
development

4

5

4

4

3

4

4

3 Occupancy rate

4

S

4

4

3

5

3

4 Cost per unit of output

4

4

4

3

5

3

r

5 Man hours per patient day

4

5

3

4

4

5

3

r

r

6 Employee Job satisfaction

4

5

4

4

3

3

3

7 Management studies

4

6

4

4

3

4

3

8 Personnel per occupied bed

4

5

4

4

3

5

3

9 Employ" development

4

5

3

3

a

4

3

46
45

35
45

_36
45

28
45

40
45

26
46

r

r

r

r

r

r

r

r

r

r

r

r

r

r

r

r

✓
✓

r

38145
(80 %)

r

r

r

r
✓

r

r

r

✓

✓

r

✓

r

r

✓

r

r

✓

✓

✓

r

✓

✓

r

1 Accreditation and Ilcenalrrg

'Difference In perceived effects patience care Indicators and administration
indicators Is 12.51/ ( 80.0 °.: — 67.5010 ) .
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roll, and other business or financial functions.
However, increasing use is now being made in areas contributing to both broad and specific management decisions, master planning, medical records, laboratory, nursing, and other activities.' It
is very likely that, as these developments continue,
the perceived differences in the degree of effect
will narrow considerably.
Question 2: Analysis
Question 2 reveals the degree of importance the
experts attached to information characteristics.
See Table 1 for a summary of the panel's response
to the six different information characteristics as
they relate to health -care effectiveness.
The scores were calculated as follows: A weight
of 1 -5 was assigned to each level of importance as
in Table I. This score was then multiplied by
eight, the number of patient -care indicators, and
by nine, the number of administration indicators.
Table 2 illustrates the arbitrary scale developed
for analytical purposes.

Accuracy was
regarded as of
very great
importance for
all indicators.

Table 2
ANALYSIS SCALE

Patient care
Administration

expert's choice of a computerized system as one of
the MIS characteristics.
Timeliness is of great. importance.
The patient -care score for timeliness was 30/40,
and the administration score, 35/45. Here degree
ofimportance relates to MIS characteristics of online /real -time versus batch modes of processing.
Timeliness is ofgreat importance, but the amount
of freedom in terms of the time frame necessary to
make a decision in some areas allows for different
methods of processing.
TIMELINESS.

The results also show
that comprehensiveness is of very great importance for patient care (38/40) and of great importance for administration (36/45). The demands of
this characteristic, completeness and inclusiveness, make a data -base management system a necessary MIS characteristic. A data -base management system is a collection of data files with a
scheme for developing, storing, and maintaining
them.'
COMPREHENSIVENESS.

Cost effectiveness is rated
moderately important. It received scores of 26/40
and 28/45 for patient -care and administration.
Consultation with the experts revealed this thinking: Cost is related to benefits and medical necessity.
When the hospital must havea piece of equipment
or some information, cost is of no consideration.
In all other cases, the cost - benefit analysis prevails. This information characteristic relates to all
the MIS characteristics.
COST EFFECTIVENESS.

Very
little

Little

Moderate

Grea t

Very
great

8.12
9.13

13.19
14 -19

20.26
20.28

27.33
29.37

34 -40
38 -45

The perceived importance of these characteristics plays a vital role in the choice of MIS characteristics as related to the indicators of health -care
effectiveness. For purposes of this study, six characteristics were chosen:
1.
2.
3.
4.
5.
6.

Accuracy
Timeliness
Comprehensiveness
Cost - effectiveness
Dependability
Privacy - security'

These characteristics are not exhaustive, but they
do represent primary information characteristics
for a MIS.
Analysis of the results shows that
the experts regard accuracy as of very great importance for all the indicators. A 40/40 for patient
care and a 45/45 for administration would be a
perfect score. Most hospitals deal with large volumes of data, which are vulnerable to two types of
mistakes: errors of transcription and errors of
computation. Therefore, a computerized system
will aid the problem of accuracy very significantly. The degree of importance attached to this information characteristic can be related to the MIS

DEPENDABILITY. Dependability scores were 35/
45 patient care and 40/45 administration, making
it of very great importance. It is the most inclusive
of all the characteristics of information. It can be
related to the MIS characteristics of in -house system, data base, and high -level languages. Many of
the advantages ofan in -house system, such as better relationship between user and provider, and
better control and adaptability, are related to dependability, High -level languages are easier to use,
reduce programming time, and introduce compatability with different computers. High -level languages also help to improve documentation. All of
these advantages are related to dependability.

ACCURACY.

so

PRIVACY - SECURITY. The scores for privacy -security help to dispel the belief that a veil of secrecy
surrounds hospital data. Privacy - security received
a patient -care score of 30/40 and an administration score of 28/45, giving it a moderate- importance rating. Three indicators — medical audit.,
surgical - procedures assessment, and medical -staff
qualifications— received scores of very great importance. These are the areas where privacy -security is of greatest concern. Strong consideration is
MA NA G E ME NT A C C O UNT I NG /A P R I L 1980

given to this characteristic as it relates to the MIS
characteristics of in -house system and data -base
management systems. The importance of these
characteristics as well as the results from Question
1 are found in the results derived in Question 3.
Question 3: MIS Profile
Question 3, which seeks to determine which information characteristics are necessary to support
the indicators of health -care effectiveness, provides the framework from which the MIS profile
is ultimately determined. The effect ofthe MIS on
the measures of health -care effectiveness and the
importance of certain characteristics of information which were determined by Questions 1 and 2
provided the basis for selection of the MIS characteristics from Question 3. As Table 1 shows, the
ideal MIS configuration has these features:
1. Computer -Based Electronics: Accuracy was
rated by the experts as of very great importance. It is therefore natural that they feel that
the system should be computer - based. This
characteristic helps to reduce the error rate in
processing data. This characteristic also relates
to timeliness.
2. On- Line /Real -Time: This allows for immediate and continuous access to the system.
The summary of results reveals that the experts
feel it necessary in only a few cases.
3. Batch Mode: This allows accumulation of
transactions before processing. The experts
consider that most ofthe data should be processed in a batch mode.
4. In- House: The experts feel that all other
aspects of the system will operate more efficiently with an in -house system.
5. Integrated Data Base: A collection ofdata
files with a scheme for developing, storing,
maintaining them. In a data -base system, the
user must know the scheme in order to gain
access to the system. The experts feel that this
type of system provides greater efficiency.
6. Program Package: Program packages are
provided by the vendor for routine operations.
In some instances, the operations are so routine
and compatible from one hospital to the next
that these packages are more cost - effective.
7. High -Level Languages: This characteristic
refers to the major problem - oriented languages
such as COBOL, FORTRAN, PL /1, and RPG
as compared to ALGOL, BASIC, APT, and
others. The use of the high -level languages
makes it easier to translate from system to system and between programs and programmers.
The characteristics presented here are ideal for
the indicators of health -care effectiveness. They
will be compared with the scores of each indicator
and with the specific MIS characteristics ofeach
MANAGEMENT ACCOUNTING /APRIL 1980

hospital studied.
Administrators vs. MIS Experts
The development of an MIS profile would be
incomplete if it is not related to users as well as
providers. With this in mind, the research was
extended to administrators. They were asked to
respond to Questions 1 and 2, the impression
questions, in an effort to determine the degree of
agreement between them and the MIS experts.
The results on Question 1 showed that the perceived effect is greater among hospital administrators than among MIS experts when the indicators
are analyzed from both patient -care and administration perspectives. When the total scores for patient care and administration were added, the administrators' score was 66/85 or 78% effect, and
the MIS experts' score is 63/85 or 75% effect.
This difference in effect appears to be insignificant.
However, when the indicators are analyzed separately for patient care and administration, there
is greater disagreement, especially in the area of
patient care. The patient -care scores were: administrators 33/40 or 82.5 %, and MIS experts 27/40
or 67.5 %. The administration scores were: administrators 33/45 or 74 %, and MIS experts 26/45 or
80 %.
One possible reason for the greater difference
relating to patient care could be background differences or orientation. Many MIS personnel
come from nonmedical backgrounds. This may
cause them to feel more confident in areas that
have a greater relationship to their background,
such as administration. On the other hand, most
administrators have been involved in a medical
environment for a greater length of time than
most MIS people. They therefore perceive a much
greater effect of MIS on patient care than do the
MIS people. With the increased importance of
hospital MIS, it is possible that this difference will
be diminished substantially in the future.
In Question 2, the importance of certain characteristics of information, there was surprisingly
considerable agreement between the two groups
when using the scale developed for this question
( "very little" to "very great ").
In patient care, the responses for both groups
had the same relative degree of importance for
each characteristic. For administration indicators,
there is some disagreement, but it appears to be
insignificant.
However, when the results are analyzed, this
perceived agreement no longer exists. Analysis reveals that for patient care, the MIS experts attach
a greater degree of importance to accuracy, comprehensiveness, cost effectiveness, and privacy -security, and a lesser degree of importance to timeliness and dependability. From an administration
perspective, the administrators attach a greater
degree of importance to timeliness, comprehen-

Administrators
perceived a
greater effect of
MIS on patient
care than do
the MIS people.
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Perhaps in the
development of
MIS,
unnecessary
resources are
being spent for
the privacy security feature.
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siveness, and dependability, and a lesser degree of
importance to cost effectiveness, privacy- security,
and accuracy.
Timeliness is considered to be more important
by administrators for both patient care and administration. This difference could cause problems, with the administrator desiring information
in one time frame and the MIS experts believing
that it is not needed in that time frame. The difference here isimportant in terms of the MIS characteristics ofbatch versus on- line /real -time processing.
Comprehensiveness is considered more important in terms of patient care and less important for
administration by the MIS experts. The question
is: Who is requiring too much or too little detail?
It is possible that the MIS experts are providing
too much detail in terms of patient care, and the
administrators are requiring too much detail in
terms of administration.
Cost Effectiveness ranged from moderate to
great importance but was generally in the moderate area. The MIS experts attached a greater degree of importance to this information characteristic than did the administrators for both patient
care and administration. The difference indicates
that MIS experts tend to take a hard -line approach to cost, while administrators are concerned with the information needed for decision making.
Privacy- Security reveals no major difference in
patient care. The difference in administration is
much greater. However, the most surprising fact
revealed by these findings is the lack of importance attached to this information characteristic
by both groups.
When thinking of hospitals, one usually thinks
of the secrecy associated with their activities. The
findings here dispel this notion. There was disagreement on 10 of the indicators, and in nine of
the 10 cases, the administrators attached less importance than did the MIS experts. This could
mean that in the development of the MIS, unnecessary resources are being spent for the privacy security feature. In only three ofthe 18 indicators
was privacy - security found to be of very great
importance. The interesting fact here is that
both groups were in complete agreement on all
three indicators in patient care: medical audit,
surgical- procedures assessment, and medical -staff
qualifications. The importance attached to privacy- security is probably related to the confidentiality associated with patient data.
These results pose the perennial conflict ofuser
versus provider. The user of information, the administrator, should be the principal figure in the
MIS. The success ofany system depends on how
effectively and efficiently it serves the user's needs.
However, studies suggest that the data processing
manager is the one who initiates the idea for a

computer application, and it is he who provides
most of the information and judgment required
for a go /no -go decision.'
A Framework for Evaluation
This study provides a framework for evaluating
the relationship between the above profile and
hospital effectiveness. The results, which need further testing, relate to cost -of- information processing and methods -of- information processing as
they interact with health -care effectiveness.
There is a positive relationship between the number of times the
hospital's methods of processing data, as related
to patient -care indicators, agree with how the MIS
experts say it should be processed and the hospital's score on patient -care effectiveness.
There is a positive relationship between the
money spent on electronic data processing in a
hospital and the score on patient -care effectiveness.
There is a positive relationship between the hospital's data processing expense and the frequency
with which the hospital's mode of processing patient -care data agrees with that proposed by the
MIS experts.
There is a positive relationship between the hospital's data processing expense as a percent of total operating expense and the score on patient care effectiveness.
There is a positive relationship between data
processing expense as a percent of total operating
expense and the number of times the hospital's
method of processing patient -care data agrees
with the MIS experts' method of processing.
HYPOTHESES: PATIENT CARE.

ADMINISTRATION. There is a positive relationship between the number of times the hospital's
method of processing data, as related to administration indicators, agrees with the hospital's score
on administration effectiveness.
There is a positive relationship between the
number of times the hospital's method of processing data, as related to administration indicators,
agrees with the hospital's score on administration
effectiveness.
There is a positive relationship between the
money spent on data processing in a hospital and
the score on administration effectiveness.
There is a positive relationship between the hospital's data processing expense and the frequency
with which the hospital's mode of processing administration data agrees with that proposed by the
MIS experts.
There is a positive relationship between the hospital's data processing expense as a percent of total operating expense and the hospital's score on
administration effectiveness.
MANAGEMENT ACCOUNTING /APRIL 1980

There is a positive relationship between the hospital's data processing expense as a percent of total operating
expense and the number of times the
hospital's method of processing administration data agrees wilh the MIS experts' method of processing data.
Effective management of hospitals requires information on which to base decisions. Many of the hospital personnel
who participated in this study believe a
hospital can meet this need by developing a management information system. ❑
or

'S. Kelley Moaely and Richard Grimes, "The Organization Effective Hospttnls" Health Care Management Review, Summer
1976,
Dalkey, Normal C., The Delphi Method.-An B.rperimental Studs,
of Group Opinion. The Rand Corporation, Santa Monica, Calif.
1969.
' Ibid., pp 3•5 .
'John McGibony, Principles of Hospital Administration.G. P. Putnam Sons, New York, 1969.
J. G. Burch and F R. Straw. Information Systems: Theory and
Practice, Hamilton Publishing Co.. Santa Barbara, Calif.. 1974.
'Ken E. Sahin, "Keeping Up With Data Base Management Syystems and licalth Care Managers," Health Core Management Rrview, Winter 1977.
' Warren McFarlan and Richard L. Nolan. Information Systems
Administration. Iloh, Rinehart and Winston. Inc., New York,
1 97.1.

issue Technical Bulletins, which take
the place of summaries of letter communications on accounting matters
that previously were published in
Status Report. The first 19 Bulletins
were issued in one package; Bulletin
79 -1 describes their purpose, scope,
and procedures involved while the
other 18 present guidance previously
provided by the FASB that is deemed
to be of broad and continuing interest.
New problems will be dealt with on an
ongoing basis in future Bulletins.

Continued from page 8
guidelines that deal adequately with
economic conditions and constraints
of rate - regulated organizations, the
Financial
Accounting
Standards
Board issued a Discussion Memorandum and announced that a public
hearing will be held in Chicago on
May 28 and 29. Written comments on
the DM are due by April 30. Titled "Effect of Rate Regulation on Accounting for Regulated Enterprises," the
document states that the authority of
regulatory agencies to recognize, not
recognize, or defer recognition of revenues and costs in establishing rates
charged by regulated enterprises
"adds a unique consideration to the
accounting and financial reporting of
those enterprises." In 1977, the SEC
requested that the Board reconsider
existing accounting rules related to
rate - regulated enterprises. Several
methods of rate - setting approaches
and accounting treatments are examined in the DM.

FASB Sets Technical Bulletins

With the issuance of CAS No. 414 in
1976, the CASB provided for the recognition of cost of money. That standard provides for the measurement
and allocation of the cost of capital
related to contractor investment in
the facilities employed in contract performance. The new proposal, "Cost
of Money as an Element of Cost of
Facilities Under Construction," would
extend the concept by recognizing
the cost of money as an element of
the acquisition cost to be capitalized.
To avoid potential problems for contractors, the current proposal would
allow an option of imputing the cost of
money to facilities' capital assets on

Study Contractor Accounting
The Accounting Standards Division of
the American Institute of CPAs has issued two proposals that affect the
way construction contractors and
their auditors deal with financial aspects of projects that are reported in
financial statements. Both exposure
drafts will be discussed at a public
hearing in Washington, D.C. on April
22. A proposed Statement of Position,
"Accounting for Performance of Construction -Type and Certain Production -Type Contracts," provides guidelines for choosing between the two
traditional methods of recognizing income —the percentage -of- completion
method and the completed- contract
method. The other document, "Audit
and Accounting Guide for Construction Contractors," is intended to provide guidelines on accounting for
investments in construction joint ventures, financial reporting for affiliated
companies, financial statement presentation, and internal accounting
and administrative controls.

John Hastings, Jr., NAA Consultant

K
.

MANAGEMENT
ACCOUNTING
PRACTICES

CASB's New Cost -of -Money
Rule

the same basic principle as that recognized under CAS No. 414, or based
upon the amounts of interest costs allocable under Financial Accounting
Standard No. 34.

Long -time NAA member John E. Hastings, Jr., St. Louis
Chapter, has a new role in the Association that he joined in
1954. Last year he was named Consultant — Association
Programs by Executive Director W.M. Young, Jr. In this
role, he will promote the nationwide training and development programs of NAA through visits to financial vice presidents and controllers of major corporations. He is particularly qualified to discuss the Certificate in .Management
Accounting Program because he was instrumental in developing a CMA review course at Monsanto Co. in 1974. The
program, which is described in "CMA Review —the Monsanto Experience," published in the February 1976 issue of
MANAGEMENT ACCOUNTING, is held annually in cooperation with the University of Missouri, St. Louis. To date,
more than 100 Monsanto employees have participated, and
60 have received CMA certificates. While on this assignment, Mr. Hastings is taking a leave of absence as manager,
accounting operations, Monsanto Industrial Chemicals
Co.

The FASB has authorized its staff to
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Institute of
Management
Accounting
James Bulloch, Editor

Below are excerpts of the prize - winning manuscript in the 1978 -79 Beta Alpha Psi manuscript
competition. The /MA recognizes this award in
order to encourage other young accountants to
begin writing early in their careers. The first place winner, Dorothy M. Feilmeer, was graduated magna cum laude in 1978 from Creighton
University. She is now a staff accountant with
Deloitte Haskins & Sells in Omaha, Neb. The
full text of the article can be obtained from Beta
Alpha Psi national accounting fraternity.

The Multinational Corporation and
FASB Statement No. 8: Repeal, Retain,
or Modify
By Dorothy M. Feilmeier
With Statement No. 8, the FASB set out to regulate the preparation of financial statements
that involve foreign currency considerations, on
a uniform basis, by eliminating the alternatives
in foreign translation. The statement established standards of financial accounting and reporting for both foreign currency transactions,
and translation of foreign currency financial
statements. Earlier pronouncements had dealt
only with translating foreign statements, and
not with foreign currency transactions.
The criticisms of FAS No. 8 center around
two parts of the statement. The first deals with
the method of translation. The second concerns the timing of the recognition of exchange
gains and losses.
The method of translation of foreign currency
financial statements required by the statement
is the "temporal method ". It is similar to the
" monetary- non monetary method" recommended by APB No. 6. Cash, receivables, and pay ables are translated at the current rate. Other
assets and liabilities are to be translated "in
a manner that retains their measurement
basis ".' Accounts carried at historical cost,
such as prepaids, fixed assets, and goodwill,
54

are to be translated at historical rates. Those
accounts carried at current or future prices are
to be translated at the current rate.
The Board considered four alternative methods of foreign translation: monetary-nonmonetary, current - noncurrent, current, and temporal.
It determined that the temporal method is the
most useful in meeting its objective of translating assets and liabilities in a manner that retains the accounting principles used to measure them in the foreign statements. That is,
the temporal method converts those items to
dollars without changing their underlying bases
of measurement. Also, the method permits application of any basis of measurement that is
based on exchange prices.
The Board rejected the monetary- nonmonetary method because of the monetary- nonmonetary distinction, which "contains nothing to
preserve the measurement bases and timing of
revenue and expense recognition that are in
the foreign statement." The Board likewise rejected the current - noncurrent method because
the classification is unrelated to the measurement basis. The characteristics related to such
classification are not relevant for selecting the
rate for translation. In addition, the current -noncurrent method translates inventory at the current rate, which violates the historical cost principle.
Criticisms of the Temporal Method
The temporal method is criticized for ignoring
the expected economic effects of a rate
change_ This point is raised by the view that an
exchange gain should occur when a rate
change appears to be beneficial, and that an
exchange loss should occur if a rate change
appears to be detrimental. However, with application of the temporal method, these expected
exchange gains and losses do not always result. The Board responded to this issue by indicating the conflict between the proposed objective that the translation method reflect the
expected economic effects of rate changes
and generally accepted accounting principles.
Another criticism of the temporal method is
that it would increase record - keeping costs, especially for multinational corporations with
large activities in inventory because of the necessity of maintaining a record of the relevant
exchange rate for each inventory Iot.2 The time
required to prepare the financial statements
would also increase. However, the costs and
time involved in implementing the temporal
method do not outweigh the advantages of that
method.
Exchange Gains and Losses
The statement requires recognition of exchange gains and losses in the period of the
rate change because "... (a) when the rate
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changes, certain assets and liabilities should the inrush of corporations to cover temporary
be adjusted to reflect the new rate, (b) the re- exposures.5 Does the statement then appear to
sulting gain or loss is not an adjustment of the raise as many questions as it answers? While it
cost of an asset acquired in a foreign purchase achieves the objective of facilitating the prepaor of the revenue recorded in a foreign sale, ration of consolidated financial statements in
and (c) other methods of deferring recognition terms of a single - currency framework, are the
of the gain or loss are also unacceptable.3 This results it produces useful to internal and exteraccounting treatment is also preferred because nal decision makers of the firm?
The Board has rejected alternative methods
it offers more practical implementation. Exchange gains or losses on payables and receiv- which suggest deferral of exchange gains and
ables do not have to be traced to related as- the losses based on criteria such as realization,
sets, revenues, or expenses. It also eliminates conservatism, reversal of rate change, and the
the problems caused by the occurrences of the effect on future income of rate change. It found
exchange gain or loss in a period other than that concepts of realization and conservatism
that of the incurrence of the receivable or pay- are inappropriate for application to exchange
gains and losses. The effects of rate changes
able.
The Board determined that "the enterprise is should be included in net income in the period
subject to gain or loss solely as the result of a of change, so that the financial statements usrate change." This risk of exposure is not a part ers are informed of those effects. The function
of the cost of the related asset, revenue, or of accounting is not to minimize the effects of
expense. To recognize the gain or loss as a fluctuations. The deferral or spreading of such
part of such cost, or as an adjustment to stock- effect is an artificial process which serves to
holders' equity, which was also proposed, obscure the real facts from the financial statewould only obscure the effect of the rate ment readers.
The positive effect of FAS No. 8 has been
change. Financial statement users should be
"informed of the results of a rate change in the primarily to provide for uniform accounting
period of change rather than at conversion or standards for transactions in foreign currencies
and translation of foreign financial statements.
settlement in a later period."
While it also has resulted in widely fluctuating
Deferral of Exchange Gains and Losses
Much of the criticism of FAS No. 8 has arisen earnings figures for many multinational corpobecause the immediate recognition of ex- rations, a side effect has been to force U.S.
change gains and losses can result in widely financial people to pay more attention to the
fluctuating earnings figures. The experience of foreign- exchange market than they did in the
many companies since the issuance of the past. There has been increased emphasis on
Statement have indicated the sensitivity of forecasting and planning, and on precise and
earnings figures to the wide fluctuations and timely reporting systems, to minimize fluctuations in reported profits.6
exchange rates.4
The present volatility of exchange rates and
As a result, multinational corporations are
the
problems that it raises are expected to reseeking to mitigate the effects of currency fluctuations by minimizing the risks in case fluctua- main a part of the foreign currency business
tions occur. One risk management technique is environment. FAS No. 8 has been a significant
to forecast the exchange rate changes and step in addressing those problems, and seektheir effects in terms of possible gains and ing a solution to them, a solution which may not
losses. This method does require comprehen- always seem satisfactory to the corporations
sive information systems to gather and process involved. While the FASB may want to reconthe information on which to base such fore- sider the alternatives for the recognition of exchange gains and losses, in view of the widely
casts.
A second method of related risk manage- varying effects on reported earnings of multinament is hedging such exchange risks to offset tional corporations, the statement should be repotential translation losses. However, many tained. The statement may not be the only ancorporations feel that the cost, paper work, and swer to the problem, but it is at least an answer,
bookkeeping associated with such activities and one that is preferable to any others that
have been proposed.
significantly reduce their values.
The statement is criticized because multinaViinancW Accounting Standards Board, FAS No. 8, "Accounting for the Transla•
tional corporations feel that they are now Lion of Foreign Currency Transaction. and Foreign Currency Financial Statements," 1975.
forced to engage in a larger volume of risk
"Analysis of the FASB's Treatment of Foreign Currency Translation," MANAGEmrN'r ACCOUNTING. Vol. 59, Sept. 1977.
management transactions. The statement has
FASB, oA cit.
"'Lout in Translation. The Effects of FASB -8 are Rippling Far and W ide," Bar
been blamed for aggravating turbulence in the rang Vol. 56, Dec. 6, 1975.
"'Treasury, New York Fed Aides Criticin Foreign - Exchange Accounting Stanforeign- exchange markets because short dard," Wall Srreet Journal, June 13. 1978.
"'Beyond FAS No. 8: Defining Other Exposures," MANAGEMFNT ACCOUNtiNC,
swings in exchange rates are exaggerated by Vol. 60, Dcc. 1978.
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and Taxation and director of the Securities Institute at New York University
School of Law.
Admittedly not an accountant, Prof.
Kripke seems to have read most of the
important accounting works relating to
the Commission and financial disclosure. The fact that he served five years
on the SEC staff and, more recently, as
a member of the SEC's Advisory Committee on Corporate Disclosure also attests to his intimate knowledge of a
highly complex subject. He calls the
Advisory Committee Report a disaster
"because it refuses to grapple with the
key question: whether the disclosure
system is based on outmoded conceptions."
The SEC sometimes is referred to as a
"theology" served by a "priesthood" of
practitioners. Prof. Kripke finds the
concept useful in trying to explain why
the SEC takes certain actions. He finds
its judgment warped by zealotry and a
punitive approach.
What has happened, according to the
author, is that the SEC seems to be regulating merely for the sake of regulation. It has lost sight of its original objectives. When it was first established, it
was thought that the SEC would insure
full disclosure of all the information
that investors and financial analysts
would need to make investment decisions. Recent studies show that this is
not the case. SEC exposure documents
represent only a small part of the broad
information set that analysts and stockholders use in making investment decisions.
The informal information network —
news reports of company developments,
meetings with analysts— usually offer
more relevant, and timely, information
than the SEC filing argues the author.
Moreover, he maintains investors are
looking for future - oriented information,
not historical performance as emphasized in SEC requirements and current
accounting statements.
Prof. Kripke faults the agency for not
putting emphasis on forward - looking
information. He regards its gradual
turnabout on published forecasts as a
step in the right direction even though
the implementation has been glacial,
The Accounting Establishment is one
of the biggest reasons for what he sees
as the failure of the SEC. In a chapter
titled "Accounting: What Does It All

THESECAND
CORPORATE
DISCLOSURE:
REGULATION
INSEARCHOFA
PURPOSE

By Homer Kripke
Now 46 years old, the Securities & Exchange Commission has enjoyed one of
the best reputations of any federal agency. It has been acclaimed for its professionalism and the integrity of its operations.
Now, as is the case of many other
American institutions, seemingly, the
honeymoon is over. A lawyer - professor
has taken dead aim at this agency and
riddled it full of holes in a trenchant,
well- documented and well- written analysis of the agency. The book, The SEC
and Corporate Disclosure.- Regulation in
Search of a Purpose•, was written by
Homer Kripke. He is Chester Rohrlich
Professor of Corporate Law, Finance
' The SF,C and Corporate Duelosury Regulation in Search of a
Purpose by Homer Kripke, Law & Business, Inc. /Harcourt Brace
Jovanovich. 757 Third Ave., New York, N.Y. 10017. $29.00.
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Mean? The Commission's Biggest Failure," he accuses the SEC of turning
over the critical process of accounting
abstraction to the technicians "while it
sat on its own hands for 40 years."
To the argument that the SEC would
never have had the manpower and resources to establish accounting principles, Prof. Kripke responds:
"But one thinks of the enormous
financial and human resources the
SEC has devoted to exposing alleged impairment of the "integrity
of the books" by pursuing "questionable payments" all over the
world which may not even have
been illegal when made and which
are reflected on the books as sales
expense. Wouldn't these resources
have been better devoted to the
consideration of the meaning of
the books, the optimum usefulness
of accounting, instead of passing
on this fundamental responsibility
of the SEC to the practitioners ?"
Prior to the advent of John C. Burton
as chief accountant, the SEC was not
exercising its statutory responsibility for
accounting disclosure, he maintains.
"The SEC was wrong in its rigidity,
wrong in arbitrarily excluding values,
wrong in excluding computations of
cash flow, wrong in excluding projections of the future."
The SEC should take the technicians
out of control of securities disclosure
and take a fresh approach to the meaning and purpose of disclosure. The technicians in Prof. Kripke's view are public
accountants, the SEC's examining staff,
and the Commission's enforcement
staff, as well as the Commissioners
themselves "to the extent that they distort the system by emphasizing liability
while ignoring the dynamics of the corporate system and the motivations of its
operators."
This is an important book. Whether it
will influence the disclosure process is a
moot question. Obviously, that is the
author's objective. The author's criticisms should be weighed carefully by
both accountants and lawyers practicing before the SEC. The long -range perspective this book offers helps to bring
the current accounting rule- making
process into sharper focus.
Robert F. Randall
MANAGEMENT ACCOUNTING /APRIL 1980
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The accounting events presented
here are not representative of usual
practice and are recounted only for
educational purposes. This information is not intended to embarrass or to
reflect on the ability or performance
of any person or organization.
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with corporate politics? loin the
leader in Business counciling!
The PBS program has enjoyed tremendous success and profitable growth
through our nationwide family of successful affiliates. From California to
New York, accountants have established their own accounting, bookkeeping and tax practices, streamlined
by our own computer systems.

•

PBS will provide...
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Starter Kit Annual Tax Guide Marketing Film Support Consultation
Fairchild Projector
Wats Line
"Dial - An - Answer"
3,000 Qualified
Leads Monthly Tax Newsletter Sales
Presentation Kit
Travel, Meals
Lodging Training Manuals Your InHouse PBS Computer (Optional►
Total Investment $10,500.
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Written up this way, NSM was an
obvious fraud. But the consequences
are still stunning to behold. One place
to start is with the securities market.
The concept of student marketing
was bought with gusto. NSM stock hit
$120 a share in 1969, and at one
point the company had a total market
value of about $350 million. NSM
stock was carrying a price- earnings
ratio well over a 100 times.
NSM used its "earnings" and its
market reception to acquire about 27
other companies in such diverse areas as publishing, clothing, insurance,
and school bus manufacturing. NSM
became a conglomerate.
Well, after hoodwinking the market
and all those companies, NSM reported a loss for the first quarter of 1970,
and the honeymoon was over. In the
shake -out, it became clear that the
SEC and the Justice Department saw
the creative accounting here as just
too dull and obvious. For the first time
since the Continental Vending case of
the early 1960's, criminal stock fraud
charges were brought against accountants. And in November of 1974
the jury found against the accountants' partner and supervisor so
charged. One defendant served a
two -year term. The other defendant's
conviction was overturned on appeal,
evidently reflecting the jury's inability
to comprehend the legal, accounting,
and auditing issues of the case.
Thus the $1.8 million "investment"
produced an incredible "return" of
scandal and woe. In that return- on -in-

•

The Stock Market Skyrockets

•

spective figures were approximately
NSM's reported earnings figures for
those years.

•

Take $1.8 million in creative accounting entries spread over two years.
How much of a scandal could that
produce? In fact, given today's inflation rate, would a measly $1.8 million
attract any attention at all?
What could be done with $1.8 million depends on the circumstances, of
course. For some large firms, $1.8
million could fall through the cracks,
and scarcely anyone would notice —
especially if a Panamanian or a Bahamian subsidiary were involved. On the
other hand, $1.8 million could be
adroitly leveraged into one of the biggest scandals in recent memory: the
National Student Marketing Corp. fiasco.
The facts of the National Student
Marketing (NSM) case are actually
not all that complex. NSM was organized and taken public (at $6 per
share) early in 1968. Originally it was
a service organization set up to market the goods and services of other
companies through its network of student reps on college campuses. With
the agreement of its auditors, NSM
counted revenues as earned at the
time it signed up a client even though
NSM may or may not have actually
performed the marketing services for
that client during the accounting period in question.
Naturally, NSM was having some
trouble being as immensely profitable
during its first year as its chairman,
Cortes W. Randell, was predicting. Its
accounting method, though, made it
fairly easy to book $1 million of phony
client sign -ups in 1968: debit receivables, credit revenues, and support it
with a letter on the alleged client's letterhead. The same thing was done in
1969 for another $800,000. Those re-

•

ROI: The NSM Fiasco

•

By Earl K. Littrell
Willamette University

■

CREATIVE
ACCOUNTING

vestment sense, NSM is without
doubt the outstanding case to date.
And, what has happened to the holder of this dubious record? One might
expect that NSM would dry up and
blow away, but it is still in business
and has made a small but solid comeback based on four subsidiaries.
What happened to the NSM chairman Cortes W. Randell, who made
well over $3 million from fraudulent
NSM stock sales? For his trouble, he
pleaded guilty to four counts of stock
fraud and did eight months in federal
prison. Prison did not crimp his style,
though. Mr. Randell recently was convicted of securities fraud again for
looting at least $200,000 from National Commercial Credit Corp. This job
was done with the aid of an associate
while Mr. Randell was still in prison on
the NSM charges-

For more information and a sample
startup kit, call now, toll free,
800/638 -9390. In Maryland, call
301/727 -4600.
Thomas J. Morris III, VP
Professional Business Systems
Suite 253 /The World Trade Center
Baltimore, Maryland 21202
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MANAGEMENT
SYMPOSIUM
ACCOUNTING
Research in management accounting
has had little impact on practice, and
practitioners of management accounting
have published too few of their important experiences. Thus Gordon Shilling law of Columbia University summed up
the state of the art in an introductory
address at a two -day symposium sponsored by the University of Illinois' Department of Accountancy.
At the symposium held last November eminent scholars analyzed recent
developments in management accounting research and practice. Four areas —
quantitative methods, control theory,
behavioral science, and management information systems —were discussed
with a view of integrating them into a
comprehensive management accounting
theory.
Prof. Shillinglaw identified three
phases in management accounting theory. First, the focus was on problems of
determining factory costs, then the focus was on the problems of management control, and now the emphasis is
on the problem of dealing with external
disturbances. He emphasized the need
for more user - oriented research to help
managers do their jobs better.
William W. Cooper of Harvard University in discussing quantitative methods pointed out there are vast areas for
applying proven management accounting methodology in the public and private not - for -profit sector. His paper proposed extending the use of linear
programming to compare the relative
efficiency of different education programs to non -profit organizations. In
s8

discussing this paper, John T. Wheeler
of the University of California, Berkeley, pointed out that management accounting lacks a data base comparable
to that of financial accounting, which
makes research difficult.
John W. Buckley of the University of
California, Los Angeles, stressed the
importance of control, particularly in
light of the Foreign Corrupt Practices
Act. He views control as the essence of
accounting, yet considers the state of
the art of accounting control theory
very retarded. "The current accounting
environment requires space age control
theories and applications, yet what we
offer is the high stool, the green eyeshade and the witch doctor's incantations."

Behavioral accounting must be considered, too, Chris Argyris of Harvard
told the symposium, pointing out that
the inner contradictions of existing information and control systems result in
intended benefits being cancelled out by
unintended consequences. One unintended consequence of information and
control systems is to inhabit double loop learning, in which basic premises
are questioned and modified, if needed.
Robert J. Swieringa of Cornell University stressed the advantage of having a
different perspective, illustrating this
theory through the use of three different
lenses or organization theories.
The disciplines of management accounting and management information
systems developed separately but may
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John W. Buckley (I.) Richard Bertholdt of Price Waterhouse, and
William E. Thomas of University of Illinois exchange views.
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Who reads
MANAGEMENT
ACCOUNTING?

Gordon B. Davis (r.) makes his point at Symposium as professors
Richard Boland (I.) and John M. Kohlmeier listen attentively.

converge in the future, according to science, and the influence of operations
Gordon B. Davis of the University of research, which seems to be diminishing
Minnesota. C. West Churchman, Uni- or shifting.
versity of California, Berkeley, said inThe dilemma today for both managetuition plays a major role in decision ment accounting and our society is this:
making and the rationality offered by although we have developed and inMIS is used to support intuitive deci- stalled the most sophisticated managesions. But we know little about intui- ment accounting and control mechanisms, we daily witness a lack of
tion.
adequate
control that prevades the enIn an attempted synthesis of the symposium, Richard V. Mattessich of the tire fabric of our society. Perhaps, he
University of British Columbia pointed suggests, without sufficiently strong ethito four trends: systems philosophy as cal restraints no social control mechathe most basic influence on manage- nism can operate properly and to the
ment accounting, EDP and MIS exert- satisfaction of all concerned.
To obtain published copies of the proing the strongest practical influence, beceedings,
write H. Peter Holzer, 320
havorial science as a continuing and
Commerce
Building (West), University
growing influence bringing the disci0
pline closer to becoming an empirical of Illinois, Urbana, IL 61801,
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JOSEPH L. BRUMIT
Staff Vice President, Special Services
Trans World Airlines

TWA
"Management controls in today's
business are determined by its
finan cial cont rols, " s a y s Mr. Brum it.
"I read Management Accounting to
updat e n1y knowledge of the
tech niq ues , sy ste m s, hardware an d
services I need. I recommend
Management Accounting t o a ll who
would becom e fina ncial leade rs. "
Mr. Brumit is responsible for TW A's
worldwide outside service contracts
and oversees management and
technical service agreements with
other air carriers.
After serving in numerous capacities
within TWA's Controllers Department
he was named "General Manager.
Ethiopian Airlines S.C." under a TW A
management contract. On his return to
TW A. he moved into TWA's marketing
management, serving as Regional Vice
President -Far East, Regional Vice
President - Western and Staff Vice
President. Industry Affairs, reaching
his current position in 1979.
He was President of the National
Association of Accountants in
1965-1966.
Mr . Br um it i s on e of t he

25,000

top financial executives
leading our

90,000

readers at all levels of business.

a

Searching for a synthesis in management accounting: L. -r., Rene
Manes, University of Illinois; William W. Cooper, and John T. Wheeler.
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BOOK SERVICE

MANAGEMENT INFORMATION SYSTEMS
by George K. Chacko
This authoritative work shows you how to
design a computer -based management information system that transforms data into information the user needs. The author advises a
realistic approach for both profit - making and
nonprofit organizations.
McGraw -Hill Book Co.
370 pp.

1979
$24.00

EFFECTIVE MEETINGS FOR BUSY PEOPLE:
LET'S DECIDE IT AND GO HOME
by William T. Carnes
Learn how to eliminate wasted time, money
and resources of poor meetings. This humorous book is designed to improve committees,
boards, panels or any other assembly of decision makers who are involved in open conferences.
McGraw -Hill Book Co.
348 pp.

1980
$13.95

THE MANAGER AND THE MODERN
INTERNAL AUDITOR: A PROBLEMSOLVING PARTNERSHIP
by Lawrence B. Sawyer
The autho r shows how internal auditors and
managers can combine forces to boost profits,
trim expenses, streamline operations, improve
communications and spur sales. Managers can
apply the principles of internal auditing to make
their jobs smoother.
AMACOM
466 pp.

1979
$24.95

DEPRECIATION DESK BOOK
by Rolf Auster
Anyone concerned with managing long -term
assets can use the tax - planning strategies related to the acquisition of, accounting for and
disposition of long -lived assets discussed here.
The book concentrates on the crucial areas of
depreciation and amortization of assets for tax
and accounting purposes.
Institute for Business Planning
400 pp.

WRITING AUDIT REPORTS
by Mary C. Bromage
Demonstrates proven, practical methods for
designing the format, content and sequence to
satisfy the requirements for the auditor's own
management and the organization being audited. The book contains illustrations of audit reports for the public and private sectors.
McGraw -Hill Book Co.
193 pp.

With advice on how to determine when incorporation may be desirable for purposes of
income tax planning, this book spells out the
income tax consequences that result from operating a corporation and describes the steps
to follow in setting up a corporation.
1979
$29.95

1979
$17.95

BUSINESS ENGLISH
by Roger Dow
Here's a basic business English text that can
be used as a ready reference to help your secretarial and clerical staff improve their skills. Illustrations are adapted from business correspondence and business English texts.
John Wiley & Sons
400 pp.

1979
$11.95

THE MARKETING OF PROFESSIONAL
ACCOUNTING SERVICES
By James J. Mahon
Written by a retired Big 8 partner, the book offers a well- structured, detailed description of
how CPAs can market their services. The author documents time- tested techniques of acquiring clients and building a practice.
John Wiley & Sons
210 pp.

1978
$17.50

CONTROLLER'S HANDBOOK
by Sam R. Goodman and James R. Reece

CONSTRUCTION ACCOUNTING
by James J. Adrian

A working tool for controllers, the book covers
all aspects of the controller's function. Conributors to the book actually are engaged in solving
day -to -day problems and are top -notch in their
field. A unique new reference book.

The biggest and most profitable construction
companies have one thing in common —a solid
accounting system. In this single volume are all
those techniques that can develop a company
into a big profit maker.

Dow Jones -Irwin
1,253 pp.

Reston Publishing Co.
360 pp.

1978
$37.50

1979
$21.95

LEGAL AND FINANCIAL ASPECTS OF
EQUIPMENT LEASING TRANSACTIONS
by Richard M. Contino

ORGANIZAT ION PLANNING MANUAL
(revised edition)
by Joseph J. Famularo

From start to finish, this book shows you how to
handle a leasing transaction, both from the lessor's and lessee's points of view. It includes
checklists, suggestions, examples and professional rules of thumb covering all the legal,
economic and accounting points in the equipment lease transaction.

In this book, 500 selected businesses contributed vital planning data on their organizations.
Over 100 different plans representing every
field and every size business are included in the
manual. In addition, the author includes 125
sample job descriptions and illustrates how to
develop and write position descriptions.

Prentice -Hall, Inc.
400 pp.

AMACOM
372 pp.

1979
$34.95

1979
$27.95

NAA MANAGEMENT ACCOUNTING BOOK SERVICE

1979
$39.95

DESK BOOK FOR SETTING UP A CLOSELY
HELD CORPORATION
by Robert Hess

Institute for Business Planning
464 pp.

,VAA's Management Accounting Book Service
enables members to purchase books from a
number of major publishers at a 10 °a discount.
This month's special selections are summa•
nzed on this page. Orders accompanied by
payment may be sent on the form provided. For
foreign orders, please request pro form a invoice. (Prices guaranteed for 40 days only.)

Quantity

Please arrange to have the following literature sent to me:
Title
Price Ea.

Member Acc't No.
SHIP T0:

Total

Subtotal ... .
Less 10% Discount
S ub t o t a l .. . . . .. . . . .. . .
Add Postage and Handing

THE TIME TRAP
by R. Alec Mackenzie
Discover how you can create more time and
stop wasting precious hours. There is always
enough time to get everything done, but you
must learn how to manage this most important
resource.
AMACOM
195 pp.
60

1972
$10.95

$2 /book. 4th CL Book Rate
(3-6 wks derv)
$3 /book UPS 12.3 wks detiv i
PAYMENT MUST ACCOMPANY ORDER

TOTA L . ... ... ... ... $

Mad To Ms. Ellen Shappe, Manager, Library Services
National Association of Accountants, 919 Third Ave New York, N.Y 10022
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People in the News
Promotions and New Positions
Calvin Featherston, Abilene, Tex., was
named senior vice president of Citizens
National Bank. He is a member of Abilene Area Chapter.

David E. Kinnisten, Battle Creek president, has been promoted to assistant
controller and director of general accounting, Kellogg Co.
Donald A. Asendorf, Bellefonte, Pa.,
was reelected controller of Centre
County. He is a member of Central
Pennsylvania Chapter,
Donald H. Trautlein, Bethlehem, Pa.,
was elected chairman and chief executive officer of Bethlehem Steel Corp., effective June 1. He was a partner in Price
Waterhouse & Co. prior to 1977.

ib

r

Alexander J . McNair, Akron, Ohio,
controller of Firestone Tire & Rubber
Co., was elected a vice president of the
company. He is a member of Akron
Summit Chapter.
Thomas E. First, Ann Arbor, Mich.,
has joined Hoover Universal as controller . . . William J . Wolf, Cincinnati,
Ohio, has been appointed controller for
the Ohmart Corp. Both are members of
Cincinnati Chapter.

bank, James R. Waterston was elected
executive vice president and named to
the board ... Sharon M. Szafranski is
controller of Schweitzer Real Estate,
Inc.... Jagannath Vanaharam has been
promoted to controller of Michigan
HMO Plans, Inc.

Colo., has been promoted to employee
benefits administrator at Holly Sugar
Corp. He is a member of Colorado
Springs- Pueblo Chapter.

,r:•

� /
McNAIR
Akron Summit

Roger L. Bernier, East Longmeadow,
Mass., has been named controller of the
R. E. Phelon Co. He is a member of the
Springfield Chapter.

l

David L. Jones, Elkhart, Ind., is now
vice president, First National Bank. He
is a member of Elkhart Area Chapter.

KOONTZ
Central Penn

Richard D. Telkamp, Columbus past
president, has been appointed director
of finance of Sisters of Charity Health
Systems, Inc.

Kenneth W. Gross, Erie, has been promoted to vice president of marketing at
Professional Computer Associates, Inc.
... William S. Sapone is now trust operations officer at the First National
Bank of Pennsylvania.

Harold E. Williams, Des Moines, is now
controller at Carpenter Paper Co.

E. A. (Gene) Miller, Detroit past president, has been elected to the board of Robert G. Meyer, Evansville, has been
directors at Detroitbank Corp. He also appointed assistant controller for the
serves as controller. Also at Detroit- City of Evansville.
1st in USA

I

S T E V E N F . W E Y NA ND
MA R K H E L L E R S T E I N
JAMES ZIL KA
G E O R G E H. MA T T E R S

i

Billy R. Brewer, Birmingham, has been
named district manager of internal auditing, South Central Bell Telephone.

K
' ERCPARI

Donald J. Kearns, Boston, has been appointed vice president, finance, Barnstead Co., a division of Sybron Corp. He
is affiliated with Rochester Chapter.
Phyllis Huff Arnold, Charleston, W.
Va., vice president at Kanawha Valley
Bank, has been selected state banking
commissioner by Governor John D.
Rockefeller, IV. She is a member of
Southern West Virginia Chapter.
Harold H. Ross, Chicago, was named
vice president of Checker Taxi Co.
Willie M. Miles, Jr., Cleveland, has
been promoted to manager, financial
controls, at WKYC -TV. He is a member of Cleveland East Chapter.
Alfred A. Correll, Colorado Springs,
MANAGEMENT ACCOUNTING /APRIL 1980
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John W. Mann, II, Fostoria, Ohio, has
been appointed assistant vice president
and commercial credit manager at Tri County National Bank. He is a member
of Northwestern Ohio.

George Y. Hata, Honolulu, has been
promoted to executive vice president of
First Hawaiian Bank's Operation
Group.... Randall N. Kuroda has been
promoted to assistant vice president in
Bank of Hawaii's controller's division.
Both are members of the Hawaii Chapter.

Dennis P. Drozdak , Greenville, S.C.,
has been promoted to senior vice president of E. H. Crump of S.C., Inc. He is
a member of the Greater Greenville Ben Speckels, Jr., Houston past presiChapter.
dent, has been promoted to treasurer,
and James E. Wiggins has been named
George W. Lewis, Harrisburg, Pa., was
controller at Merichem Co.
admitted to partnership in Main Hurd man & Cranstoun. He is a past presi- Joseph M. Deehan, Hunt Valley, Md.,
dent of North Penn Chapter.
has been named director - internal audit
for McCormick & Co., Inc. He is a
member of Essex County Chapter.
I ° W r O,
r
Upto

J . W. George, Indianapolis, has been
promoted to corporate secretary of
Rock Island Refinery.

35%17
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Kathy S. Elston, Irvine, Calif., has been
named vice president of Bookkeepers
Unlimited. She is a member of Orange
Coast California Chapter.

Excess travel expense may be your
company's costliest cash drain. Outseminars show how to lower air, hotel
and car rental co sts: prevent f raud
and waste —and much more!
C
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Ronald L. Atkinson , Larry L. Younger,
and Linda K. Vessell, Joplin, Mo., have
received promotions at Tri -State Motor
Transit Co, Mr. Atkinson is manager —
general accounting, Mr. Younger is
manager— subsidiary accounting, and
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For brochure T. call or write:

MANAGEMENT ALTERNATIVES
132 E. 45th St. N Y., N Y. 10017
(212) 867 -9084

Accountants:
service over 16.000 monthly business
clients.
C O M P U TE R IZ E D S U P P O R T
Our large scale computer quickly and
efficiently provides your clients with
complete financial data —every month .
Learn more about how you could
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Charles P. Bozym, Lancaster, recently
was promoted to vice president of finance, National Hydron.... Thomas P.
McEvoy is now assistant controller at
New Standard Corp. . . . Michael J .
McNerney was named financial systems
and control manager, European division
headquarters, Sperry New Holland.
Hazel H. Haigh, Las Vegas president, is
now assistant controller and assistant
treasurer of the Treasury Hotel and Casino.... Norman R. Harp was promoted to manager of general accounting at
Central Telephone Co.

Fred A. Black, Lynchburg, was named
corporate secretary for Limitorque
Corp.

Anywher e i n t he Cont ine nta l U.S.

Me m

William S. Jensen, Lake Oswego, Ore.,
has been appointed executive director of
the West Coast Fisheries Foundation.
He will take a leave of absence from his
teaching at Lewis and Clark to participate for his one -year term. He is a member of Portland - Willamette Chapter.

J . M. Coon, Los Angeles, has joined
ABC Market Corp. as corporate controller ... Laverne Robertson has been
promoted to assistant controller at Hollywood Presbyterian Medical Center,

THE SYSTEM
start or expand your own practice.
A marketing and accounting system CALL V. A. COX TOLL FREE
which has been perfected through 29
years of experienc e ... allow ing
COMPREHENSIVE accountants to

G. Ronald Simon, LaCrosse, Wis., has
been named controller for the Commercial Air Conditioning Division, Trane
Co. He is a member of La Crosse -Winona Area.

Alfred J. Koontz, Jr., Lock Haven, Pa.,
has been promoted to senior vice president- finance of Piper Aircraft Corp. He
is a member of Central Penn Chapter.

WORK FOR
YOURSELF

Start your own bookkeeping, accounting and tax service practice. Our advertising and marketing system helps
you get clients. Our proven COMPREHENSIVE , accounting system
helps you profitably servic e those
small and medium -sized businesses.

Ms. Vessell is senior accountant. . . .
Glen C. Barnett has been named a partner with Baird, Kurtz & Dobson. All
are members of Joplin Tri -State Chapter.

a 1

:

Charles E. Saxton, Menominee, Mich.,
is now controller for FNT Industries,
Inc. He is a member of Michigan Upper
Peninsula Chapter.
David R. Imsande, Middletown, Ohio,
was named managing partner of Clark,
Schaefer, Hackett & Co.'s Middletown
office. He is a member of Miami Valley
Chapter.
Robert L. Borcherding and Thomas J.
Mueller, Milwaukee, have been promoted to vice president- finance and corpoMANAGEMENT ACCOUNTING /APRIL 1980

rate controller, respectively, of the Center Fuel Co.... Kenneth L. Brooks has
joined Manitowoc Co. in Manitowoc,
Wis., as assistant controller ... Curt G.
Klade has joined Harris Business Group
as vice president of finance.
Doug Schmalz, Minneapolis, has been
named corporate controller of Leisure
Dynamics, Inc. He is a member of Minneapolis Viking.
Samuel R. Sciple, Jr., Mobile, has
joined Jeffreys Steel Co., Inc. as controller.
William J . Benton, Monroe, La., has
been named senior vice president of finance and administration for the Louisiana division, Ford, Bacon & Davis. He
is a Member -at- Large, USA,
Roy L. Hardison, Nashville, has been
elected second vice president and associate comptroller of NLT Corp.
Albert J. Richard, Jr., New Orleans, has
been named partner -in- charge and
heads the New Orleans office of Main,
Hurdman & Cranstoun.
Terrie L. Batdorf, New York, has been
named assistant vice president for domestic money management operations
at Citibank.

Peter J. Mullen, Sioux City, has been
promoted to controller at Prince Manufacturing Corp.

Rich ard A. Sm ith, Philadelphia, has

been promoted to director of corporate
accounting, Penn Mutual Life Insurance Co.

Debra E. Holman, Springfield, Mo., is
now a project analyst with Foremost
Food Co. She is a member of Greater
Ozarks Chapter.

P. Michael McKinnon, Pittsburgh, has
been named general manager of Gilts pur Exhibits /Pittsburgh, a division of
Giltspur Expo Industries, Inc. He is
past president of Beaver Valley Chapter.

Anne T. Fardey, Stamford, Conn., re-

Real
Estate
Corp

Georgetta C. Britt, Raleigh, N.C., has
been promoted to corporate secretary of
Associated Fire Protection, Inc. She is a
member of Raleigh Area Chapter.
Th o mas L. Parsons, Jr . , Reading, has
been n am ed financial analyst at General
Battery Co rp .

FOR SALE
NEVESCO Ltd
Wayne Wetts
8036 Oceanus Dr
Los Angeles, CA
90046
2131874.1557 i

Thomas J . Leiferman, Rochester,
Minn., has been elected treasurer of
Olmsted Federal Savings & Loan Assn.
He is a member of Southern Minnesota
Chapter.

with net operating
loss of $1 million. No
assets or liabilities.
Price 20% of losses.
Terms

Robert J. Hemmen, Seattle, has been

Carol L. Howell, Orlando, Fla., has
been promoted to financial manager of
Sealy Mattress Co. of Florida, Inc. She
is a member of Central Florida Chapter.
Thomas E . Hagan , Owensboro, Ky., is
now assistant treasurer, director of information systems at Texas Gas Transmission Corp. and Herbert E. Melton is
assistant controller, director of accounting. Both are members of Owensboro
Area Chapter.

appointed senior vice president of the financial management. group of Old National Bank.

Miles L. Kre sl, Jr ., Pe shtigo , Wis. , has
been appointed secretary and treasurer
of Bad ger Paper Mills, Inc. H e is a
mem ber of Northern Wisconsin Chapter.
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In Memoriam
Frank W. Brown, 57, Member -atLarge —USA, 1956.
Jack R. Cooper, 47, Wabash Valley.
C. Debruin, 62, Grand Rapids, 1948.
George L. Evans, 67, Philadelphia.
William E. Freeman, 40, Greater Greenville, 1974.
Earl A. Green, 84, Lancaster, 1929.
Emeritus Life Associate.
Frederick A. Huhn, 75, Pittsburgh,
1945. ELA.
Milford C. Isaacson, 56, Cape Canaveral, 1973.
R.R. Milroy, 31, Bloomington, Indiana.
W.H. Muir, 70, Member-at-Large—
USA, 1952.
Milton J. Norris, 80, New Orleans,
1939. ELA.
Valentine C. Schmidt, 86, Grand Rapids, 1935. ELA.
Alexander R. St. Bernard, 73, Cleveland past president. SCMS. 1950. ELA.
NAA vice president 1966 -67.
Bernard C. Tucker, 70, Mid- Hudsonpast president, 1941. ELA.
Jerome T. Weiler, 63, Florida Gulf
Coast, 1943.
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Winston -Salem N.C., have received promotions at McLean Trucking Co. Mr.
Barnes is assistant comptroller and Mr.
Fox is tax manager for the company
and
its subsidiaries
Sherry S. Care
Ruth L. Gilbert, St. Louis, has been prohas been appointed ...
manager of Berry's
moted to manager —tax research and
Lynda D. Moates has been promotplanning at Mallinckrodt, Inc.
...
ed to financial analyst at R. J. Reynolds
Robert J. Johnson, St. Petersburg, Fla., Industries, All are members of Piedhas joined General Components, Inc. as mont Winston -Salem Chapter.
assistant controller. He is a member of
Edmund C. (Ted) Clarke, Youngstown,
Florida West Central Chapter.
Ohio, has been named treasurer of
Audrey Van Fleet, Tacoma, Wash., is Hynes Industries, Inc. He is a member
now director of financial services with of the Greater Youngstown Area ChapTacoma Lutheran Home and Retire- ter.
ment Community. She is a member of Emeritus Life Associates
Mt. Rainier Chapter.
Hugh K. Black, Pittsburgh.
Gerard H. Bates, Toledo, has been
James M. Blake, Columbia past presinamed controller for the Industrial Fident; past national director 1961 -63.
bers Marketing Div., Textile Operating
Stuart Cameron McLeod Society.
Div., Owens - Corning Fiberglass.
Lansdale Boardman, New York.
Ron L. Sauer, Topeka, Kan., has been Oren L. Brady, Jr., Spartanburg Area.
promoted to vice president of First Na- William F. Dikker, Grand Rapids.
tional Bank. He is a member of the Carl G. Donsbach, Albany past presiGreater Topeka Area Chapter.
dent. SCMS.
Albert L. Ewing, Valley Forge past presLeonard N. Astfalk, Washington, Pa.,
ident.
has been named assistant controller of
Leslie J. Knox, Rochester past presiJessop Steel Co, He is a member of the
dent; past national vice president 1976Morristown Chapter.
77. SCMS governor.
Robert G. Dwyer, Watertown, N.Y., is Norbert R. Kolb, Rochester.
now director of finance at the North Robert G. Lorah, Reading.
Country Hospital. He is a member of Donald P. Love, Mid- Hudson past presNorthern New York Chapter.
ident.
Margaret S. Maroun, Northern New
Delphine F. Johnson, Waupin, Wis., is
York.
now purchasing agent with the State of
Richard E. Menzel, Jr., Springfield.
Wisconsin Correctional Institute
... A.S. Michel, Kansas City past presiPaul L. Kunz, Sheboygan, Wis., was
dent.
named manager of capital analysis of
John S. Moore, Essex County.
Hamilton Industries
Donald M.
Justin R. Noetzel, Cleveland.
...
Meier, Sheboygan, Wis., past president
Jack W. Nott, Member-at- Large —Canof Sheboygan Lakeshore Chapter, has
ada.
been promoted to vice president of fiEdwin A. Paradoski, St. Louis.
nance and operations with Security
Melvin R. Rieser, Member -at- Large,
First National Bank in Sheboygan. All
USA: Reading past president.
are members of Sheboygan Lakeshore
Edgar H. Ross, Jr., Trenton.
Chapter.
Warren W. Schaffner, New York.
James Repp, Wauwatosa, Wis., has Albert M. Shank, Lancaster,
been named vice president at Huss & Paul Shulman, Buffalo.
Associates. He is a member of Wauke- Samuel N. Stendel, Palm Beach Area.
sha Area Chapter.
Robert L. Tetro, Hartford past president; past national director 1953 -55.
John P. Sanderson, Wilkes- Barre, Pa.,
Joseph D. Walls, Jr., Morristown.
was promoted to vice president and
Arthur G. Wedler, St. Louis.
trust officer, United Penn Bank. He is a
Robert B. Wilkinson, Syracuse.
member of Pennsylvania Northeast.
Paul L. Workman, York,
David L. Barnes and Maurice A. Fox, Robert J. Zimmerman, Wichita.

address?

cently was promoted to senior financial
analyst at Mount Vernon Die Casting
Co. She is a member of Connecticut
Gateway Chapter.
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EDUCATO
IN
CREATES
OPPORTUNT
IE
IS.

Don't miss your opportunity— Take a Continuing Education Program Course

I f f i f f i N E R 0J M N
MONITUES
Developing and Using Standard Costs

� 0@ 0 W I N E R V

MONITUESIWED
Data Processing— Concepts and
Information Systems Design

Direct Costing and Contribution
Accounting
Retail Financial Control Systems

THURIFRI
Information Systems Management
Management Accounting for Banks
Modern Budgeting Methods for
Local Governments and Nonprofit
Institutions

WED
Financial Aspects of Long -Range
Planning

Long -Range Strategic Planning and
Analysis
Accounting Information for Pricing
Policies and Decisions

Economic Evaluation of Capital
Expenditures

WEDITHUR
Zero -Base Budgeting

Material Requirements Planning

Effective Cash Management
Financial Accounting Standards
Review

Fundamentals of Management
Information Systems Design

WEDITHURIFRI
Flexible Budgeting and
Performance Reporting

Operational Auditing

R Z

Computer Security and Internal
Control

® Accredited by the Council for Noncollegiate Continuing Education

I

nnaareo

(Please type or print)

I Name
Title
I Division,
Plant or Office

I
I
(

Social Security No.

I
I

II Company
Street Address

1

City, State, Zip Code

I Firm'sNAA
Principal Product or Service
Member (Chapter)
Holder (Cert.#
II PleaseCMA
register me for the following Courses:
I Print or type complete name of each Course

I 12.

1
Business Phone
(Account No.)
)

I

Nonmember

I
I

Dates

Location

Fee
$

I
I

Registration Information
To register for any Course listed, fill
out and return the registration form
together with your check to:
National Association of Accountants
919 Third Avenue
New York, N.Y. 10022
Att: CEP Registrar
(212) 754 -9758
Fees
Members Nonmembers*
1 day course
$125
$150
2 day course
250
300
3 day course
375
425
The fee for NAA Courses includes daily
luncheons, refreshments, and all
technical materials.
'Nonmembers: The differential
per Course for nonmembers may be
applied to NAA membership; or it
may be applied against the dues of
an NAA member of the same firm
(organization). The differential may
be used anytime after the Course is
completed and before June 30, 1981.
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Controller

Data Base
Computer Operator

-� '

Bookkeeper
Credit manager

-`

T

-

_

SYstems Analyst
iT

-

EDP Auditor

Financial Analyst

Taxmanager

-

=�� '
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-

=

Cost Accountant
Auditor

Systems Programmer

-r

...

Consultant
MIS Director

SYstemsManager
EDPManager

Accountant

Financial Y.P.

Name the one specialist qualified
to fill all of these positions
It's the Robert Half organization. And filling a
position means carefully matching the individual to
your precise requirements.
We start with the largest selection of the best
accounting, financial and edp professionals. The best
people on the job market come to us first because
word has gotten around that the best companies,
large and small, have come to us for over 30 years.
Next the trained accounting, financial and edp

professionals who staff our over 65 offices use the
latest personnel evaluation techniques to zero in on
the candidates best suited to your requirements. And
because our people are professionals, they understand your requirements.
The result: you get the right person without time consuming�searching�and�interviewing—�reducing
costly employee turnover. Contact the Robert Half
specialist. You'll find us in the White Pages.

1 R O O E R T ME L F

© accounting, financial and edp personnel specialists
ALBUQUER QUE�•�AL LENTOW N�•�ATLANT A�•�BALT IMORE�•�BIRMINGHAM�-�BLO OMINGTON�(MN)�•�BOSTON�-�BUFFALO �•�CHICA GO�•�CINCINNATI
CITY�OF�COMMERCE�(CA)�•�CLAYTON�•�CLEVELAND�•�CLIFTON.�N.J.�•�COLUMBUS�•�DALLAS�•�DAVENPORT�•�DAYTON�•�DENVER
DES�MOINES�•�DETROIT�-�FORT�W ORTH�•�FRESNO�•�GRAND�RAPIDS�•�GREENSBORO�•�HARTFORD�•�HAYW ARD�•�HOUSTON�•�INDIANAPOLIS
KANSAS�CITY�•�LANCASTER�•�LEXINGTON�•�LONG�ISLAND�•�LOS�ANGE LES�•�LOUISVILLE�•�MEMPHIS�•�MIAMI�•�MILW AUKEE�•�MINNEAPOLIS
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