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A REAL NEED FOR NEW GUIDEPOSTS

Account
inarindiad

EDITOR'S NOTE: This articlke is adapted!
from a speexath givem by DHESS pantner
Stevam J. Golulh at the 1981 Financiall
OCuttariéc Conferancec sponswesld by
The Confrancec Board! and helidf in
New York City this past Feghmyary.
Stevee was a8 managrsir witth the New
York offiee witesh, In Juree 1977, he
Was naredl 1o 8 twe-yedir terh as 8
Professienak; Aceeuiiingy Fellaw in the
Offiee of the Chidl Aeeeiivash: 6f the
Seewitiess and Exetnise Commiss-
siem. In Febriany 1979, Sieie was
appeintrsh Pepuly, CRigl Aceiiant of
the SFE: 3 %H‘Rﬁh he helf UR/es-
el P& He was admified 16 the
firm IR Jenge 1980 Presasiy Wit the
RessRy, BepaiHnsah: Ve
9??&% SieNGe 5 3 memnst, gk the
FASES; Mrasurementy, Fask Foree:

werarallalh fadliam ittt thehe

expression that only two

things are certain in lifie—
death and taxes. | am sure that all of
us hope that double-digit inflation and
high interest rates do not become
permanent additions to that list.
Howexgs;, as we enter the 1980s,
inflatien, interest rates and federal
spending are dangerously high, and
ferecasters are predieting a 6o
tinuing §luggg|§h eeonemy; The
Counell of EcoRemie Advisers has
feleased a foreeast for 1981 of less
than 1 pereent 868RBMIE grawth and
&R iRflatien rate of 11 peresnt:

Withile the answers to halting the
inflationary spiral do not lie in pre-
senting inflation-adijusted data, we
should recognize that such data can
and should be used by our nation's
policymakers in addressing the seeds
of the problems that beset our ecom-
emy today: Unfortumatelly considering
the current state of our econemiy; it is
difficult to argue with the netien that
the time has eome for piesenting
inflatien-adlivsted data in finaneial
fepers,

I would llike to present here stme
observations on the evolution of
Statement of Financial Accounting
Standards Ne. 33, Finanda/ Freporiing

and Changiing Prices, a discussion

of some of the key aspects of the
statement and our experience with it
to date; suggestions as to how infle-
tion-adjiusted data should be used by
company managements, imvestors
and our natiom’s policymakers; and,
finally, some personal thoughts com-
cerning future trends in financial
reporting.

Evolutiom of Statement Na, 33

The rise in the inflation rate from the
4qpEoent level in the early 1970s to
the 12geeent level in 1974 brought
renewed interest to the inflatiom-
accounting issue. While the Financial
Accounting Standards Board was
studying a general purchasing-rower
approach, the Securities and Ex-
change Commission toek the lead in
1976 by adopting its controversial
replacement cost rule.

The principal reasons cited by the
SEC for adopting its replacement
cost rule were that histonczl-cost-
based data do not adequately reflect
current business economics and, in
an inflationary economy;, specific
costs and prices change at difffierent
rates than does the general price
level. Vihile replacement cost infor
mation did not gain wide acoeptance
in the business commumityy, over time
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some analysts began to use the
data. Howeasr, many changes were
needed to make the data more
meaningful, and the SEC and otihers
encouraged the FASB to continue to
study the issue.

As we all are aware, this led to the
adoption by the FASB of Statrement
No. 33 in 1979 and the comourrent
rescission of the SEC"s mreplacement
cost rule. This was a desirable step
because it returned the initiative in
this area to the private sector where
further developmenits could draw on
congclusions reached by the FASB in
its conceptual framework project.
The adoption of this statement has a
far-igaehing impact, for it represents
the first time that a private-secter
standare-setting body established a
standard for reperting finaneial infer-
matien auiside—put accompany-
ing—the Basie finaneial sialements:
It fBEBGRIZRS, tAreUgh 8A SXpEHmRI:
ta| appreaceh; that Histenraireesle
Based financial sigfements alsne are
ABE BrYidiRg sUfficisnt relevant
finaneial Infgrmatian 1A an infiatioRasy
ERYIFBRMERL, and tAus # §H[?BBH§ the
gvglutignary dsvelspment 8t stppis:
MERTE] s&I9sHres:

Statement No. 33 adopted two fum-
damentally different approaches to
reporting the effects of changing
prices—Hissbricas costy Corst tart-dollar
accounting for the effects of general
inflation and curremtt-cost acomunting
for the effects of changing prices of
specific goods and services. | do not
intend to debate the merits of either
of these approaches. Rather | would
like to assess our experience to date
with inflation-zdijusted data.

Experience With Inflation Data
The FASB anticipates that, over time,
experience with the imflormation
called for by Statement No. 33 will
help it to assess which combination
of information—fisturical cost,
current cost, fair value, or some
other—best achieves the objectives
of financial reporting. Further, such
experience has implications for the
ultimate outcome of the FASB's
conceptual framewark project.

As an initial step in 1980, the FASB
staff with the aid of its Measurement
Task Force issued a booklet entitled

Exampléas of the Use of EASE Sitaite-
mentt No. 33, Einandal! Repartting and'
Changimg Prices that follows the gem-
eral approach of Aceaumingg Trends
and Techmituess to show how some
companies reported inflation data

in their 1979 annual reports. The
booklet presents examptes of four
principal topics; managemenits analy-
sis and interpretation of the changr
ing-farices information, constanit-
dollar and gurremnt-cost Measures;
other diselesures reguired by State-
ment Ne. 33; and fermats for
displaying the infarmatien. Aemit
tedly with seme bias siRee | am a
member of the Measurement Task
Foree. | beligve nonstheless that the
besklet provides seme yseful ?H‘F&'ﬁ'—
gnee fer presenting Mesningfy
inflation-adiysted data

In addition to this booklet, several
other surveys of 1979 inflation data
have been conducted. The results of
these surveys indicate that inflatiom-
adjusted income is approximately 60
percent of historical income and that
inflation-adijusted income tax rates
are approximately 30 percent above
statutery rates, Miany companies ad-
dressed this latter peint in thelr 1978
aAnual reperts by diselesing their
inflatien-agiusted ineeme tax rates,
8ven theugh sueh infermatien is net
fequired unaer Statement Ne. 33.

Three additional points are note-
worthy in a review of 1979 annual
reports. First, those companies that
made a meaningful attempt to ana-
lyze and interpret the data called for
by Statement No. 33 provided signiffr-
gant narrative discussion of the
information. This trend must grow

if experimentation with inflatiom-
adjusted data is to be suscessful:
Seeoend, little informatien beyend that
feguired by the statement was pre-
sented. TRird, and pessibly mest
iIMpertant, litile svidenee exists to
date te indieate that analysts of eth=
£r8 8fe 4sing the inflatien data in thair
decisien-raking process. Let me
£XPand Ypen this 1ast paint far a
MBMERt.

There are only a few companies that
have indicated that they are using
some form of inflation-adjjusted data
in their internal decision making.
Withile | wouwld agree that it is more
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meaningful to analyze inflatiom-
adjusted data for a period of years
rather than only one yean, it is a bit
troubling to see the lack of use of the
Statement No. 33 data during this
past year, | hope that as we gain
more experience and users lpecome
more comfortable with the data, their
use willl become more widespread,

In that regard, the EASB staff is
developing a five-year research plan

for reviewiimg, analyzing and imterpret-

ing the Statement No. 33 data. The
FASB Measurement Task Force has
under consideration an initial for
mulation of a research plan tbeing
developed by the FASB staffi, This
fundamental research should play a
significant role in gaining more undesr-
standing of the data, how they are
used, wirat they indieate, and how
they sheuld fit inte the yltimate
ceneeptual framewerk model.

Curremt-Cost Measures

Since curremt-cost data were required
for the first time in 1980 annual
reports, let me now briefly discuss
the various measures that those
companies electing to present cur
rent-cost data in their 1979 annual
reports used in developing such
informatiom. Curreni-cost technigues
employed include direet pricing,
exterpal and internal indices, unit
prieing, speeifie identification, ap-
praisals, and the LIFO methed of
inventery valuatien:

Companies generally used difffierent
curremt-cost measures for difffierent
types of assets. For example, Ogden
Corporation used various imgexes
published by government and private
organizations applied to the Hhistorical
cost of the assets for acquired proip-
erty; plant and equipment; enginessr-
ing estimates aned eurrent prices for
E8Mpany-construeted propeity; plant
8nd eguipment; Aaval engineers’ and
ship brekers' estimates fer vessels;
appraisals and the CP| applied {8
Risterieal eest for land; and diraet
PFIEIRG for raw materale. Depiekinr:
fign expense was Hased 8A the
average CYrrent €8st 8f propsriies:
With A8 £RaRge iR Methads and
QééHFﬂE‘HBH% FBM tRese applied in
fhe Risterciresst financial sk
EH%HES: £8st of 4884z s8ld was

3364 8R &ItR8F EYHFERE &8st 3t #he
18

time of sale of material, labor and
overhead, taking into account the
inventory turnover rates for these
components, or the LIFQ inventayy-
valuation method.

The FASB booklet discusses the
Ogden example as well as others. It
serves to illustrate the flexibility that
exists in Statement No. 33 for pre-
senting currentt-cost imfommatiomn—
a flexibility that preparers should
utilize in developing the imformation
maost relevant in their particular
circumstances:

How Inflatiom-Adjusted Data
Should Be Used

After surveying these varied tec-
niques for developing current-cost
data, and considering the associated
cost, one might appropriately ask,
"Wihat purpose does the presentation
of this information serve?" It is an
impartant guestion, and yet the am-
swer rests to a large extent with
preparers.

In my view, the real benefit of inflk-
tion-adijusted data is in providing
decision makers—commpany manage-
ments, investors and our nation’s
policymakers—witiy more relevant im-

formation in an inflationary enviiram-
ment. These data can be used by
company managements in making
more-informed cHpta Eypenditure
and dividemdi-policy decisions, by in-
vestors in making more-ififiommed
investment decisions, and by our
nation's policymakers in developing
more-informed capital-fionmation and
tax-policy decisions.

At the company level, let me focus
on the disclosures made by Gem-
eral Electric in its 1979 shareholder
report. Managem@nil's main theme
in this report is that “inflation
increasingly widens the gap be-
tween industiy's reported and real
profits—drastieally weakening
U.S. business investments in
keeping eompetitive-" Mamagr-
Ment is extrermely suppertive of
the FASB initiative, neting that
these lﬂﬂéﬂ@ﬂf@@"'ﬂi§¥§€ SUpPR=
Fentary data "will shew how
inflation esealaies reperted sales
8Rd &afRiNgs; £3yses shertialls in
depreciatian pravisiens, and
Bssts effective tax fales 18 €8
tarproductive levels:” Manade-
FHEHE,%88§ 8R A the repsHt 18
deserBe RaW it Is SxPErImERting



with inflatiom-adijusted data in its
capital-budigeting process:

Since 1973, your Company has
been experimenting with vani-
ous techniques to measure the
impact of inflation, to incamme-
rate the perspectives provided
by such measurements into de-
cision-making, and to stimulate
awareness by all levels of mam-
agement of the need to develop
cORstruetive business strate-
gies te deal with inflation. The
gbjeetive is t8 gAsure that
investments peeded fer mew
_BH§|H@§§ g Feav, M@@'H@WH\Y
ipravements and capacity ex-
P&RsI8NS &afA apprepriate real
fat6s of rEtHI CHMFRERSYrate
With the fisks invelved:

How does this micro approach
translate into national policy? The
amswer to this question lies in the
aggregation of the data generated
by the FASB initiative that may
very well indicate the need for
restructuring federal tax policy so
as to mitigate the impact of infla-
tion on capital formatiom. Qur
nation’s policymakers need to be
provided with hard data on the
inflation-adjjusted effective incoms-
tax rates of companies, not only
the rates reported in historicail-cost
financial statemenits. The surveys |
discussed earlier should provide
the type of evidence necessary to
make this point clear.

Another way to get attention cem-
tered on inflation accounting is
through the financial press, One of
the more incisive articles | have read
on the subject is in the February 2,
1981 issue of Forbes. The article
refers to a cash-filow study per
formed by Kidder, Peabody & Co. The
study develops twao imflation-adjjusted
amounts—distributable cash fiiow
and discretionary cash fllmw—for
certain companies that make up the
Dow Jones Industrial Average.
Distributable cash flow is defined

as reported income after adijusting
depreciation for inflation-~that is,
deducting the amount necessary to
maintain property; plant and equiyp-
ment. Discretionary cash flow then
subtracts cash dividends from that
amount, The study indicates that,

for nineteen companies out of the
thirty in the Dow Jones, aggregate
reported net income for the period
1975 to 1980 was approximately $47
billion, witereas distributable cash
flow was almost zero. Further, discre-
tionary cash flow was a megative

$25 billion. Winile the methodology
used in the study may be somewhat
controversial and the actual results
overstated), the direction of its results
is clear Certain American usingsses
have begun te liquidate themselves.
We all must step up te this reality in
the 1980s if we are e reverse the
trend of the 1970s.

How can preparers help to get the
message home to our nation's policy-
makers? | believe the approach
taken in presenting imflation-sdjusted
information in annual reports is an
important starting point. In that
regard, we can all take & lgsson firom
General Electiie's presentation in its
1978 annual report

Euture Trends

in Financial Reporting

In closing, | weould like to focus on an
area in financial reporting that I be-
lieve will receive significant atttention
in the 1980s—cash flow. In my
opinion, the existing statement of
changes in finaneial position is not as
useful as a statement of cash flow
could be in an inflationary envirem-
ment. The reasons far this hecome
clearer if one focyses on the dis-
tributable and diseretionary cash-filow
Infermation mentiened earii: Cur-
FERt Risterical-eest-hased finaneial
statements alone simply 88 net preg-
€At £3sh-filow irfermatien in the most
FBARIAG L) WaY:

The relevance of cash-filow infontme-
tion was highlighted in a recent FASB
study in wihich executives, anallysts
and academics indicated that 87 per
cent thought cash-filow imfiemnation
was “highly imnporwmi"—uwdtiile only
49 percent thought the same of
earnings-per-share data. Former SEC
Chairman Harold Wiiliams was re-
cently quoted as saying, "If | had to
make a forced choice between haw-
ing earnings information and having
cash-fllow information, today I would
take the cash-fllow imfermation,”
Wiile | agree with Mr. Wiiliams, both
sets of information—cash flow and

earnings—arre in fact relevant. Both
need to be analyzed and imterpreted
over a period of years to be most
meaningful. The question that re-
mains is how the FASB's conceptual
framewank will be developed to fill
this meed,

The framewark must continue to
emphasize the needs of users——ivn-
cluding managements, imvestors,
analysts and our nation’s policy-
makers. As the framewaork develops,
this will result in some trade-offs
between the relevance and the re-
liability of the data displayed in the
meodel. | believe that supplemental
disclosures=similiar to these pier
sented for the effects of ehanging
prices—provide an Appropriate
means of dealing with his frade=eff,
that is;, mere relevant, tess reliable
infarmatien €an be presented as supr
plemental diselgsures 18 histeiral
cost finaneial statsrments:

Further, I believe that wiithin the
reporting earnings and funds filows
phases of the conceptual framework
project we will see the development
of mare disaggregated eamings
information with less emphasis on
earnings per share and more enypira-
sis on the key components of
operating performance and cash flow.

All of us—as managers, business-
men, accountants and imesttons—are
focusing more and more on cash
flow. Ve must be more cognizant of
a company’s liguidity in an imfigtionary
environmenit. | would like to close
with a quote emphasizing the impar-
tance of cash-ftlow information that
was included in the Forbes article
referred to earier:

Thougih my botitmm line is bfack, I
am flat upon my back,

My cash flowss out and castomers
pay Sow.

The gromethr of my receinetiiss is
ajmaost weattediievable;

The resultt is cedatain-sonesmitting
v |

Amd! | hear the bankar uttar an
ormimauss low mmudter,

Wancth cash flow
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