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ABSTRACT

ACCOUNTING FOR COMMON STOCKS
FOR CHURCH PENSION FUNDS -
AN EMPIRICAL EVALUATION

by

William John Morris, Jr.

The general subject of this research effort is the valuation
of equity securities held as a long term investment. An example would
be securities held in a pension fund, where the objective is to pro-
vide a specified retirement income amount at a distant future date.

At what amount should the investment in equity securities be carried
on the balance sheet in the published financial statements?

The purpose of this study is to provide a useful answer to the
question posed above for a specific situation, a church pension fund.
Church pension funds issue published financial statements, giving rise
to a need for valuation of common stocks. A research methodology was
developed to provide a useful solution to this problem. This research
methodology is summarized below:

1. Development of thée accounting objectives based upon
usefulness.

2. Development of specific criteria an accounting method
should possess; the specific criteria being based upon the accounting
objectives.

3. Development of a mathematical model to measure the effec-
tiveness of accounting methods in meeting the criteria.

4. Testing of alternative accounting methods by use of actual
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data and by simulation.

5. Use of the model to rate the accounting methods, and selec-
tion based upon this rating.

The research has been conducted as proposed. The results can
be summarized as follows:

1. Accounting objective: equitable allocation of earnings to
participants.

2. Specific criteria: a) closeness to market value.

b) stability of yield

3. Mathematical model: C2 = [w] Ci + Ci ; where Ci is a mea-
sure of closeness to market value, Ci is a measure of stability of
yield, and [w] is a weighting factor.

4., Test alternative accounting methods: book values and
yields computed for twenty-one selected accounting methods for an
actual church fund and for a fund simulated by the researcher. A high
correlation of results between the funds was observed.

5. Rate accounting methods: six acceptable methods ranked in
order; the other fifteen methods rated inferior.

Each éccounting method specifies a formula for computing the carrying
value of the equity securities. The accounting methods recommended
specify the valuation of equity securities which best meet the objec-

tives of church pension funds.

Historical Cost Method

The study revealed that the Historical Cost Method of account-

ing for common stocks is the least efficient method to achieve the
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objectives of church pension funds. It is recommended that the Histori-
cal Cost Method of accounting be abandoned by all funds presently using

this method.

Current Market Value Method

The study also revealed that the Current Market Value Method of
accounting is very inefficient in achieving the objectives of church
pension funds and is not an acceptable alternative to the Historical
Cost Method. Any one of the six methods rated acceptable would be

strongly preferred as an alternative to the Current Market Value Method.

Recommended Methods of Accounting

The conclusions of the study regarding recommended accounting
methods are summarized below.
The following three methods are highly reconmended and ranked in the
order listed:

1 and 2. Two Minimization Formula Methods developed by the

researcher, equally ranked.

3. Moving Average Market Value Method, based upon an average
of 5 years.
The following method is considered acceptable but ranked much lower than
the above methods:

4, 20% Write-up each Year of the Difference between Adjusted
Book Value and Market Value.
For those pension funds with high utility preferences for closeness to

market value, two additional methods are considered acceptable.
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Donald J. Bevis stated in the lecture series sponsored by
Michigan State University that the great problem of the Seventies is
bringing the recognition of current values into financial statements.1
Perhaps the approach taken in this research study can be of assistance

in seeking solutions to this problem.

1Donald J. Bevis, "Distinguished Accountants Videotape Series,
Sidney Davidson and Donald J. Bevis" (East Lansing, Michigan: Michigan
State University Lecture on August 3, 1970).
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CHAPTER 1
INTRODUCTION
A. PURPOSE

The general subject of this research effort is the valuation
of equity securities held as a long term investment. An example would
be securities held in a pension fund, where the objective is to provide
a specified amount of retirement income amount at a distant future
date. The term equity security will be used interchangeably with the
term common stock. ''Common stock is defined as a stock which is sub-
ordinate to all other stocks of the issuer."l At what amount should
the investment in equity securities be carried on the balance sheet in
the published financial statements?

The purpose of this study is to provide a useful answer to the
question posed above for a specific situation, a church pension fund.
Church pension funds issue published financial statements, giving rise
to a need for valuation of common stocks. Since the funds are also sub-
ject to annual audits, the valuation acceptable for audit purposes and
for published financial statements should be in agreement. A signifi-
cant problem in the determination of a valuation for common stocks is

the lack of a specific criterion to determine the method of valuation.

1Accounting Principles Board, APB Opinion No. 15: Earnings
Per Share (New York: American Institute of Certified Public
Accountants, May, 1969), p. 273.




Many church pension plans are participatory plans. A partici-
patory plan is a pension plan whereby the benefits paid are a function
of the earnings of the pension fund. The amount credited to the par-
ticipant on a periodic basis as a distribution of earnings determines
the benefits to be paid. The method of valuation of common stocks will
affect the periodic earnings credits and therefore the benefits paid to

a participant.
B. BACKGROUND

General - Private Pension Funds

A private pension fund is organized to administer specific funds
for a group of employees. These employees have specific employment
characteristics such as a common employer, common work tasks, or member-
ship in a common union. The fund should operate in accordance with
instructions set out in a pension plan trust agreement.

The principal relationships are those among employee, employer,
and pension fund management. The employee is the beneficiary covered
by the pension plan trust agreement. The employer is the organization
that employs the beneficiary, usually makes a substantial contribution
towards payment of pension plan benefits, and is usually responsible
for the liabilities imposed in the trust agreement. Pension fund
management acts as a custodian of the pension fund and has varying
responsibilities for investment policies as determined in the pension

plan trust agreement.

Lyoe J. Cramer, Indiana Busincss Information Bulletin 553
Accounting and Reporting Requirements of the Private Pension Trust,

(Indiana University: Foundation for Economics and Business Studies:
1965), 6-8.




The general purpose of the pension fund is to receive cash
during an employee's work years, invest the funds to earn a return,
and pay amounts to the employee during retirement or at other times
under conditions specified in the trust agreement. The receiving and
investing process for a specific employee may be continuous for 20 to
40 years before payment begins. This is a long term process. Long
term goals and objectives should therefore be primary considerations
of management policy,1 and should be given primary consideration in
determining accounting and reporting policies.

The investment function is a significant activity of the fund.
A change of 1% in the average return for the fund assets over the work
life of an employee can have a significant effect upon the amount
available for retirement benefits and upon contributions required to
fund the benefits. Assume contributions to an employees account in a
retirement plan are $50 a month or $600 a year. Assume also that the
employee participates in the plan for 40 years prior to retirement.
The total contributions over the 40 year period are $24,000. If the
pension fund carnings are credited to the participant's account at a 3%
rate over the 40 years, the balance in the account at the end of the 40
years would be $45,919. 1If the credits to the account are at a 4% rate,
the balance in the account at the end of 40 years would be $57,777.
The balance in the account credited at 47 is in excess of 257 greater

than the balance in the account credited at 3%.

1Ibid., p. 12, "The long-run solvency of the pension trust,
the crucial issue . . . ."

21bid., p. 77, 85.



Church Pension Environment

A church pension fund is a private pension fund set aside to
provide retirement and related benefits for employees of a specific
church group. The church group is usually a denomination such as
Southern Baptist Convention, United Methodist Church or United Presby-
terian Church in the USA. A church pension fund has at least two char-
acteristics that distinguish it from many other private pension funds:

1) Many private pension funds have a single corporate entity
responsible for the contributions to the fund. Such a corporate em-
ployer can therefore specify the amount of risk of loss of principal it
is willing to take in order to increase investment earnings and reduce
its pension contributions. Most church pension funds do not have a
single corporate entity that the fund can look to in case of a deficit
of funds. A church pension fund cannot ordinarily afford high risks of
loss of principal and expected earnings. The implications of this
environment are that a church pension fund must specify a low risk
investment policy and attempt to maximize return within this low risk.
It would not seem unusual for average return to be lower for a church
pension fund than for many corporate pension funds.

2) Church pension funds are virtually free of governmental
control. There are presently no highly restrictive tax laws governing
the amount of contribution the employer may make to the pension fund,

since the employers are normally tax exempt institutions such as

1There are certain restrictions on the amount of the pension
contribution provided by the employer. These restrictions are based
upon the salary of the employee and affect the tax status of the em-
ployee and not that of the employer.



churches, educational institutions, hospitals, etc. The church pension
funds are exempt from the major reporting requirements for private pen-
sion funds imposed by the federal government under the Welfare and Pen-
sion Plan Disclosure Act of 1958, subsequently amended in 1962.1 States
do not generally regulate investments, benefit provisions or reporting
policies for church pension funds as they do for insurance companies
and bank trust departments. The limits of the regulations imposed upon
the church pension funds are the legal requirement to meet the contrac-
tual obligations of the trust agreement and the requirement to meet the
general duties of a trustee as interpreted by the courts. The implica-
tion of this freedom from governmental control i¢ that investment deci-
sions and reporting practices are unencumbered by many of the institu-

tional constraints that restrict other private pension funds.

Environmental Assumptions

Since the purpose of this research effort is to provide a useful
solution to a specific problem, the solution will be subjected to the
following environmental constraints:

1) Present user needs for specific information will be
accepted. For example, actuaries use a single rate of return to compute
liabilities. No consideration will be given to the fact that a prob-
ability distribution of rates of return might provide a better base to
compute the liabilities.

2) The study will not be bound by present technicalities of

1President's Committee on Corporate Pension Funds and Other Pri-
vate Retirement and Welfare Programs, Public Policy and Private Pension
Programs, A Report to the President on Private Employee Retirement Plans,
(Washington: U.S. Government Printing Office, January, 1965), p. l4.




generally accepted accounting principles, but the philosophical base of
present generally accepted accounting principles and reporting standards
will be accepted. For example, the method of valuing equity securities
should provide an objective measure, not necessarily historical cost,
although some subjective estimate may be better according to some
criteria.

Additional environmental factors that will be excluded from con-
sideration in this research are the effects of the Federal Income Tax
laws and institutional regulation prescribed by the various governmental
agencies. One of the major reasons for the selection of church pension
funds is that these funds have relatively few constraints placed upon
their accounting and their investment activity by governmental laws and

regulations.
C. METHOD

There does not seem to be an explicit statement of purpose of
financial reporting for church pension funds and thus no explicit state-
ment of criteria to guide in selection of methods of valuation. There-
fore, development of criteria to provide a ranking of various accounting
valuation methods will be a major part of the dissertation. The cri-
teria will be the result of a theoretical development based on manage-
ment and/or participant objectives for equity securities for church
pension funds.

A mathematical model will be developed incorporating the speci-
fied criteria. Various alternative accounting methods, including some
of those commonly used in current practice and some experimental, will

be applied to the common stock portfolios of a theoretical pension fund



and an actual pension fund. Annual yields and book values over a long
period of time will be computed by each accounting method. The mathe-
matical model, having the benefit of hindsight, will utilize the com-
puted yields and book values to rate each accounting method. The most
efficient methods1 will be selected and recommended for use. Other

characteristics of the accounting methods will be observed and results

reported.
D. SIGNIFICANCE

There have been many articles written concerning accounting for
equity securities and studies have been made evaluating investment per-
formance. Apparently there have been no studies made using an actual
pension fund showing the effects on the financial statements of using
alternative accounting methods.2 The major contribution of the proposed
study is:

a. The development of an explicit statement of criteria to
judge accounting methods, and development of a model to incorporate
these criteria. The ideas embodied in the model are not original.

The explicit statement and model are original contributions.

Lyohn E. Freund, Mathematical Statistics (Englewood Cliffs,
N.J.: Prentice-Hall, Inc., 1962), pp. 218-219. An estimator is said
to be a most efficient estimator if its mean square error (MSE) is at
least as small as that of any other estimator. The mathematical model
developed in the study has some of the mathematical properties of the
MSE.

2Paul H. Jackson and James A. Hamilton, "The Valuation of Pen-
sion Fund Assets,' Society of Actuaries - Transactions, XX (1969),
386-417. This related study was undertaken. This study used alterna-
tive accounting methods applied to corporate pension funds to determine
effect on the annual pension contribution of the corporation. This
study did not evaluate the effects on the pension fund financial state-
ments.




b. The subjecting of the proposed methods of accounting to an
actual case history and evaluating each accounting method on the basis
of observed results. Historical cost is the present method in use by a
large number of pension funds. Various other methods are also in use,
including current market value. The study exposes to pension fund man-
agement the effects of using the alternative accounting methods. This
would provide the means of selection of accounting methods on a more
informed basis than is presently available.

The results of the research may provide the foundation for
generalizability beyond church pension funds. Future research efforts
could compare and distinguish between church pension funds and other
institutional investors in equity securities to determine the extent
the results of this research effort can be extended beyond church

pension funds.



CHAPTER II
DEVELOPMENT OF CRITERIA
A, CRITERIA SUMMARIZED

Usefulness to eligible participants of the pension fund and the
management of the fund will provide the bases for judging accounting
methods. The primary use of financial reports (and valuation methods)
is to compute annual income that equitably allocates earnings to par-
ticipants.

The critical theoretical question with regard to the valuation
of common stock is the allocation of the difference between the pur-
chase price and sales price to accounting periods. This is the amount
represented by the gain or loss on sale of common stock when accounting
by the Historical Cost Method. Allocation of this difference to provide
a constant rate of return over the holding period is the method that
equitably allocates earnings to participants and meets the other re-
quired uses for information.

Estimation of the rate of return for each common stock prior to
sale is the major problem facing the accountant. Two characteristics
of an increase in the value of common stock at a constant rate are
(1) stability of yield and (2) closeness to market value. Therefore,
the objective method of estimation, that has demonstrated its ability
over long periods of time to provide the best combination of stable
earnings and closeness to market value, is the appropriate method of

9
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accounting for common stocks.
B. USEFULNESS OF THE INFORMATION

Usefulness will be adopted in this research effort as the basis
for the search of a method of valuation of equity securities.® "In
establishing . . . standards, the all-inclusive criterion is the useful-

, . n2
ness of the information.
What is meant by usefulness? The notion of usefulness implies

that some person (or group) is thereby informed re: some purpose.

That method of accounting for common stock investments for church pen-
sion funds that meets the needs of users of the financial statements in
a most efficient manner will be judged the better method. Users and

their needs are the subject of the next sections.

C. USERS

The principal users of financial data for church pension funds
are the employers, the employees and management of the fund. These are
the principals that have a financial interest in the performance of the
fund. There may be other distant users such as other pension funds or
society in general, but these users are remote and will not be given
consideration in this study. The basic philosophy embodied in our

federal constitution of separation of church and state is one of the

Elden S. Hendricksen, Accounting Theory (Homewood, Illinois:
Richard D. Irwin, 1965), p. 98; Cramer, Private Pension Trust, p. 59.

American Accounting Association, A Statement of Basic
Accounting Theory (Chicago, Illinois: American Accounting Association,
1966), p. 3.
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major reasons that government has not acted as an interested party in
the affairs of church pension funds.
The term "participants'" will be used to identify the employee-

employer group.
D. USES

There are two basic types of pension plans that can be offered.
These will be referred to as participatory and non-participatory.

The participatory plan is a pension plan whereby the benefits
paid are based upon the balance accumulated in the employees account
upon retirement. The earnings credited to the employee's account
annually are based upon the earnings of the pension fund. The amount
credited to the employees account as a distribution of earnings deter-
mine the benefits to be paid. Variable annuity plans are a sub-set of
this classification.

The non-participatory plan is a plan whereby benefits are a
fixed contractual obligation of either the pension fund or the em-
ployer. The current benefits paid are not a function of the current
earnings of the pension fund. Benefits will generally be changed for
a non-participatory plan through amendment of the contract as a result
of a change in the long term rate of return. Participants in the non-
participatory plans have a financial interest in the method of com-
puting earnings of the pension fund, although only indirectly.

A pension fund can offer either type of plan or a combination
of the plans. Where the information requirements differ for each type
of plan, designation of the type of plan will be noted in the dis-

cussion.
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The uses are:
1. Allocation of earnings to participants.
2. Other uses

a. Stewardship

b. Evaluation of management

c. Computation of actuarial liability

d. Amending pension plan benefits.

Allocation of Earnings to Participants

Many pension funds offer participatory plans whose benefits
are based upon the amount in the employee's account upon retirement.
For this type of pension plan, earnings credited to the employee's
account on an annual basis directly affect the benefits received.

The most important use for the publiéhed accounting information is to
provide a basis for allocation of amounts to the employees.

The earnings from investments in common stocks are the algebraic
sum of the cash flows. Proper allocation to each time period of these
flows is necessary in order to give employees an equitable share of
the earnings. The allocation method is frequently determined by an
agreement between the participants and the managers of the fund. This
method can be made explicitly in a written agreement or can be from a
general understanding.

In order to provide a flexible program for participants, some
pension funds offer optional plans based upon the method of allocation
of earnings to the participants of the fund. One type of plan, fre-
quently referred to as a variable annuity, specifically requires that

earnings be allocated to the participants on the basis of cash receipts
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from dividends plus changes in market value of the investments for each
time period. Contributions by participants for this type of plan are
generally segregated into a separate fund.

Other participatory plans usually provide for the current
period earnings to be allocated on the basis of a rate of return on the
participants investment in the fund. Sometimes these plans will guar-
antee some minimum rate of return with participation in any excess
earnings.

If earnings are understated, benefits are transferred from
present participants to future participants. If earnings are over-
stated, excess benefits are given to present employees at the expense
of future employees. If earnings credits fluctuate significantly, par-
ticipants will be less able to project their own benefits, and the un-
certainty of benefits will make the pension plan less desirable from
the viewpoint of both the employee and employer.

In those cases where the contract between the pension fund and
the participant is explicit in its statement of the method of deter-
mination of periodic earnings, then this specified method must be used.
For participants in a variable annuity fund a method of allocation of
earnings to time periods based upon market value changes is needed.

1f the contract between the pension fund and the participant
is not explicit in defining the method of determining periodic earnings,
then an equitable rate of return is needed. An equitable rate will be

discussed in the next section.

Other Uses

It can be demonstrated that the method of valuation of common
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stocks that provides an equitable allocation also meets the other
specified uses. Since determination of earnings to provide an equit-
able distribution to participants would in general take precedence
over other uses, argument in support of the above statement is not con-
sidered necessary. The stewardship function will be discussed since
there are certain aspects of this use that any method must satisfy.

Stewardship. An important function of reporting is management's
report to the participants on its stewardship of the assets entrusted
to the pension fund and on the ways in which the assets have been
utilized.

The outside auditor's opinion covering the financial reports of
the pension fund is an important aspect in discharging this stewardship
function in reporting. Consequently, the financial reporting must meet
standards acceptable to the independent CPA. Acceptable methods will
be discussed in the next section,

The method of valuation should also be one that can be made
understandable to a non-financial expert. This understanding is
important in order to maintain confidence in management by the par-
ticipants. Unintelligible methods could lead to the impression of
manipulation by management. Since understanding differs in all
people, management should have the option of selecting, from among
several acceptable alternative methods, the method that its constitu-
ents can most eagily understand. Methods that become commonly accepted
do develop a credibility because of their general use. Commonly used
methods also become better understood because of the more widespread
interest in them. Therefore, methods that are clearly inferior are

not justified on the basis of simplicity alone.
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In summary, to perform the stewardship function, the common
stocks must be valued in accordance with the standards of the account-

ing profession.

Summary of Information Requirements

The information needed can be condensed to the following items:
1. Current earnings that equitably allocate earnings to
participants.
a. Current market changes or other specified method.
b. Equitable rate of return on assets.
2. Valuation method not in violation with the standards of

the accounting profession.

E. ALTERNATIVE METHODS OF ALLOCATION OF TOTAL INCOME

Earnings from investments in common stocks are the algebraic
sum of the cash flows. The uses stated in the previous section require
accountability by periods, and therefore, a major objective in account-
ing for common stocks is to allocate these earnings to specific time
periods.

For purposes of this presentation, a distinction is drawn be-
tween theoretical allocation methods and accounting methods. An under-
standing of this distinction is essential to comprehend the remainder of
the chapter.

1. Accounting methods are defined as methods capable of

implementation in the actual world of uncertainty. These
methods make no assumption of future knowledge.

2. Theoretical allocation methods are defined as the methods
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of allocation of income assuming a knowledge of future
income, sales price and date of sale for a given security
at date of purchase.

An illustration will be used to examine the theoretical basis
for allocation of total income, as defined above, to specific time
periods. The discussion in this section assumes a known total earnings,
only methods of allocation being in question. The next section deals
with the case of an uncertain future sale price for common stocks.

Assume a stock was purchased December 31, 1965 for $100, no
dividends will be paid and the stock will be sold for $146 on December
31, 1969. How should the $46 of earnings be allocated to time periods?

See Table I for a display of the facts assumed.

TABLE I

COMMON STOCK DATA
FACTS ASSUMED

12/31/65 12/31/66 12/31/67 12/31/68 12/31/69

COoSte ¢ v & v o o o @ $100.00

Sales price . . . . . $146.00
Market value. . . . . 100.00 $95.00 $120.00 $150.00 146.00
Dividends . . . . . . o« . . . o« . o .

Earnings per share. . 6.00 7.00 10.00 10.00

Let us now review the possible bases for allocation of income

and select the theoretical allocation method that satisfies the
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needs that have been established. This is a discussion of
allocation methods and not specific accounting applications.
basic methods of allocation are:

Allocate the entire amount ($46 in the example) in the
period of sale (Historical Cost Method) or allocate to
periods subsequent to sale.

Allocate equal amounts ($11.50 per year in the example)
(Equal Amounts Method) or some other arbitrary amount

each year.

Allocate based upon the reported earnings of the company

in which the investment has been made (Earnings Method)

or on the basis of some other indicator of economic
progress of the company.

Allocate based upon the market changes in each of the
respective time periods (Current Market Value Method).
Allocate amounts based upon a rate of return (10% per year
in the example) that when applied to the purchase price of
the investment, will generate an amount that will equal the
sales price when the investment is sold (Constant Rate of
Return Method).

Figures 1 and 2 for illustrations for the allocation

Equitable Allocation of Earnings to Participants

The

ation of an

primary use for valuation of common stocks is the determin-

equitable allocation of earnings to participants. Alloca-

tion of earnings must be in accordance with the provisions of the
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pension plan.

In those cases where the pension plan is specific with regards
to the method of allocation of earnings, equitable allocation means
allocation in accordance with the plan specifications. For a typical
variable annuity plan, earnings must be determined on the basis of
periodic market changes in the common stock investments. This is allo-
cation method IV. This research study is not concerned with those cases
where the allocation method is specified.

For other plans, in which the method of determining the earn-
ings of the pension fund are not specified, equitable allocation must
be supported by the inherent equity of the allocation method. Each of
the five methods of allocation described above will be examined by
logical reasoning to determine the relative equity of the methods.

This research study will be concerned only with plans in which the
method of determining earnings are not specified in the pension plan.

Method I. Historical Cost. A definite purpose in investing in

equity securities is to achieve an increment in value of the investment
through growth in the value of the assets of the company in which the
investment is made. The participants in the fund whose cash is being
used to make this investment should share in this growth. Therefore

one attribute of an equitable method of allocation would be some system-
atic method of allocation during the holding period of the asset. By
this criterion, Method 1, Historical Cost or allocation of the income

in a period subsequent to sale of the asset, is clearly less equitable
(since the increment does not all occur, presumably, at sale date) than
other methods that apportion the increment in value during the holding

period for the common stock.



20

Method II. Equal Amount. Allocation of an equal dollar amount

each year results in a declining annual rate of return. This is the
result of an increasing investment base applied to a constant amount of
earnings. See Figure 2 for an illustration of this declining rate. To
allocate on the basis of equal amounts favors early participants over
the later participants by awarding a higher rate of return without a
significant reason for so doing. It would appear that all amounts of
investment should be treated equally in the absence of some specific
reason for not so doing. Therefore, to allocate equal dollar amounts
each year would be clearly inferior to method V., allocation on the
basis of a constant rate of return, which treats each dollar of invest-
ment equally.

Any arbitrary method of allocation of earnings to apportion in-
come to participants would open management of the pension fund to
criticism and possible lawsuit for being unfair. Therefore, any method
of allocation should rely on its inherent equity and not be an arbi-
trary method of allocation specified by management.

Method II can be discarded as being inferior to other methods
as an equitable method of allocation.

Method III. Earnings. Economic factors such as earnings of

the company in which the investment is made, might be considered as the
basis for an equitable method of allocation of income. However, the
change in the value of the common stock from the date of purchase to

the date of sale is the result of many factors of which "interim", i.e.,
annual earnings are only one factor.

The market value at the date of sale (sales price) is the

result of the market's appraisal of the future earnings of the company.
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Past levels, stability and direction of earnings are important factors
that are used in judging future earnings. However, it is the future
earnings that are valued at that point in time, not past or current
earnings. The market price is the result of a consensus evaluation of
all economic factors (including earnings) affecting the company. Thus,
it would appear that a change in market price would be a method of
allocating income superior to the use of the underlying current earn-
ings of the company or some other single economic factor.

Method III can be discarded as inferior to Method IV as an
equitable method of allocation of income.

Methods IV and V. Current Market Value and Constant Rate of

Return. At this point Method IV, allocation on the basis of market
changes, and Method V, allocation on the basis of a constant rate of
return have been judged superior to other methods of allocation as
being equitable. The purpose and intention of management and the par-
ticipants are important factors in determining an equitable method of
allocation of income.

In those cases where a church pension fund offers a variable
annuity plan as an option, and the participant elects not to choose it,
it is clear that the intention of the participant is to avoid the short
term risks of annual market fluctuation. Therefore, to treat each
dollar of investment equally and apportion earnings on the basis of
constant rate of return is clearly the more equitable method of allo-
cation of earnings.

For other church pension funds where optional plans based upon
current market changes are not available, treatment of each dollar of

investment equally would be the more defensible position as an equitable
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method of allocation of earnings, than to subject participant's annual
earnings to the emotionalism and instability of annual market fluctu-
ations.

Method V, the Constant Rate of Return Method, which treats each
dollar of investment equally, meets the requirement of equitable alloca-
tion of earnings for pension plans where a method is not specified in

the pension plan agreement.

Use 2: Allocation by Methods Acceptable to the Accounting Profession

The method must not be in violation of generally accepted
accounting principles. Pronouncements of the Accounting Principles
Board (APB) and its predecessor are considered as specifying generally
accepted accounting principles. The APB has not specifically dealt
with the subject of valuation of common stocks for financial reporting
purposes, although the Board in APB 8 gives indirect attention to the item
in discussing the determination of the provision for pension cost for
corporate entities with pension plans.

The Board believes unrealized appreciation and depreciation
should be recognized in the determination of the provision
for pension cost on a rational and systematic basis that
avoids giving undue weight to short-term market fluctuations.l

Items not specifically covered by pronouncements of the APB are
subject to considerable latitude in their treatment. The general
criteria applied to valuation of common stocks would include:

1. Measurement by an objective method.

2. A value that is reasonable in the judgment of the auditor.

1Accounting Principles Board, APB Opinion No. 8: Accounting for
the Cost of Pension Plang (New York: American Institute of Certified

Public Accountants, November, 1966), p. 80. See also discussion on
pages 78-80.
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Method V, the Constant Rate of Return Method, appears to provide a
basis for accounting methods that are objective and reasonable. Method
V recognizes unrealized appreciation and depreciation on a rational and
systematic basis that avoids giving undue weight to short-term market

fluctuations.

Summary of Allocation Methods

In general, allocation of the increment in market value of com-
mon stock during the holding period best meets the needs of the users
if allocation of income is on the basis of a constant rate of return
over the holding period. It is concluded that Method V, the Constant
Rate of Return Method, is the best theoretical method of allocation of
income for investments in equity securities by church pension funds.
This theoretical allocation method is applicable to all church pension
plans where the earnings allocation method is not specified in the

plan agreement.
F. ESTIMATION

The question has been answered concerning the most useful method
of allocation of income to accounting periods. A Constant Rate of
Return, Method V, has been determined the most useful ﬁethod of allo-
cation of appreciation or depreciation for equity securities. This
determination was made on the assumption that the total income from an
investment in a common stock is known ($46 in the example displayed in
Table I). However, total incdme, including appreciation, is not known
until after the investment has been sold. The problem of estimation of

this amount prior to sale is the difficult problem facing the accountant.
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Referring to theoretical allocation methods discussed in the
preceding section, there are two characteristics of the constant rate
of return method that can be observed from the example.

1. One characteristic is a stable earnings rate. That is, the

earnings rate does not fluctuate from period to period.
Therefore stability of yield is a characteristic of the
constant rate of return method.

2. Another characteristic is that the sales price equals the
computed value at the time of sale with no adjustment
required. That is, equality of market price and a computed
value at a specified time in the future for a specific
equity security owned is a characteristic of the Constant
Rate of Return Method. Since the specific time of sale is
not known, closeness to market value at all times would pro-
vide closeness to market value at the time of sale.

Thus, two desirable characteristics of a method of estimation
to approximate the constant rate of return method of allocation of in-
come would be stability of yield and closeness to market value.

Projecting a specific future expected rate of return for each
particular stock would involve subjective estimates of such return.

The success of such a method would depend upon the ability of the esti-
mator. This ability is an unknown factor and would not provide a useful
guide for accounting for common stocks. In addition, any subjective
method of estimation is not readily capable of audit verification and
would not likely meet criteria of objectivity as a method in accordance
with generally accepted accounting principles.

A more useful approach would be to select an objective method
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(formula) that has performed as the most efficient method in the past.
For accounting purposes, most acceptable methods of estimation are
selected on the basis of past performance (bad debt expense computa-
tions, rules for obsolescence, etc.). Therefore, a specific computa-
tional method that has exhibited the characteristics 6f the Constant
Rate of Return Method most efficiently over the past would be a logical
method to select as a method for estimation for the future.

It has been observed that two characteristics of the Constant
Rate of Return Method of allocation of income are stability of yield
and closeness to market value. Methods of estimation can be judged as
reasonable methods based upon their past performance. Therefore, the
accounting method that best meets the needs of church pension funds
will be judged on the basis of its past performance over a long period
of time. The criteria for judging will be closeness to market value

and stability of yield.



CHAPTER III
ACCOUNTING METHODS

These criteria for judging accounting methods have been estab-
lished: (1) closeness to market value, and (2) stability of yield.
Accounting methods will be judged by these criteria on the basis of
their past performance over a long period of time. Various alternative
accounting methods to be studied will now be selected.

There are an infinite number of formulas that can be devised
as methods of accounting for common stocks. Jackson and Hamilton list

37 methods in a single article.1
A. BASIS FOR SELECTION

In order to reduce the many possibilities to a reasonable num-
ber of methods for study, methods will be selected to the following
bases:

1. Those methods presently in use.

2. Those methods that have a theoretical appeal in terms of

the criteria specified in this study.
The methods selected should include a representative cross-section of
classes of alternative methods. The classification method developed

by Jackson and Hamilton in their study provide logical groupings and

1Jackson, "Valuation of Assets," 412-415.

26
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will be utilized to orderly present alternative methcds of accouting.1

Methods Presently in Use

In June, 1969, the Chase Manhattan Bank published the results
of a survey of corporate pension funds.2 There were 502 funds that
provided useable responses to their survey. This recent survey will be
cited as the source for accounting methods presently in use by corpor-
ate pension funds. It will be referred to as The CMB Study.

Approximately 51% of the funds (255) use the historical cost
method of accounting.3 The other 242 firms giving information on
accounting methods use some type of write-up method.a The CMB Study
lists the following seven methods that over 80% of the 242 firms use:

I. Long range appreciation method.

II. Long range yield method.

III. Write-up of some percent each year of the difference
between adjusted book value and market value.

IV. Use of an "earnings method'" whereby book value is adjusted
for the difference between common stock dividends and the
actual per share earnings.

V. Utilize a moving average market value based on the average

of several years.

VI. Assets are valued at full market value.

l1pid., p. 389-390.
2Theodore G. Kane, Survey on Pension Fund Financing (New York:
The Chase Manhattan Bank, N. A., June 1969).

3Ibid., Table 10a.

4Ibid., Table 11.
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VII. Write-up adjusted book value by amount required to equate
with interest rate assumption.
All of these methods will be tested in this study.

The following methods with modification have been used by
church pension funds in their financial reporting and/or to determine
earnings available for credit to participants:1

1. Historical cost.

2. Write-up of some percent each year of the difference

between adjusted book value and market value.

3. Long range appreciation method.

4. Market value less a reserve.

These methods with their respective modifications will be included in
the study.

The accounting methods included in this study on the basis of

present use are those methods cited above.

Methods with Theoretical Appeal

In the preceding chapter desirable characteristics of an
accounting method were specified. They are:
1. Closeness to market value.
2. Stability of yield.
3. Systematic allocation of appreciation (depreciation)
during the holding period of the asset.

4. Objective method of valuation.

l"Important Developments of the Year" as reported by the
Administrative Office of each Board (The 1969 Church Pensions Con-
ference); interviews with selected pension board personnel, 1970.
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One of the criteria specified as a desirable characteristic for
an accounting method was closeness to market value. In order for any
method to bear some systematic relationship to market value, current
market price must be included in the formula, either as a direct compu-
tation or as a delimiting factor in the computation. Any method that
does not include market value as specified above will be close to mar-
ket value only by chance. Changes in economic conditions of the market
and/or investment strategy could render such methods as inadequate, in
terms of the criteria established in this paper. Therefore, a method
with a theoretical appeal must include market value in the formula.

Stability of yield is another desirable characteristic. One of
the objections cited to the use of current market value as a method of
accounting is the wide fluctuation in yield that results from its use.
Any method that averages market values or specifically considers
stability of earnings in the computation would tend to improve upon
the current market value method in terms of stability of yield. There~-
fore, a method with theoretical appeal will use some form of averaging
of market values or will specifically provide for stability of yield.

Methods that defer recognition of gain or loss after date of
sale of investments or give recognition of gain or loss before acquisi-
tion of the asset would be rejected on the basis of not being equitable.
A method with theoretical appeal must attempt a systematic allocation
of appreciation (depreciation) during the holding period of the asset.

Subjective methods will be rejected. A method that requires

periodic review and revision of parameters based upon judgment is

1Cramer, Reporting Requirements, p. 80.
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considered subjective. Methods that require projections of investment
results to select current parameters will also be considered subjective
since opinions about future results are subjective. Methods with these
characteristics do not meet the criteria of objectivity cited in the
preceding chapter.

Additional methods will be selected for testing on the basis of
theoretical appeal. Methods with theoretical appeal will be obtained
from suggestions proposed in the literature and will be developed by
the researcher.

Frequently the methods suggested in the literature are the
methods presently in use and classified in the CMB Study.1 Jackson and
Hamilton in their study utilized a group of formulas in the adjusted
market value classification worth further consideration.2 A repre-
sentative method described in their article will be included in this
study. This method will be labeled '"Market value with variable
adjustment".

Two additional methods will be considered that were not given
specific reference in the articles reviewed. One method is a modified
market value method that averages market values and projects a value
by use of a least squares trend line. The other method will be called
a minimization formula. The method is a variable percentage write-up
method. The percentage is changed each year to maximize stability of

yield and closeness to market value in some predetermined ratio.

1Kane, Pension Fund Financing, Table 11.

2Jackson, "Valuation of Assets,'" p. 415.
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Representative Cross-Sections of Types of Methods

The classification developed by Jackson and Hamilton will serve
as criteria to determine a representative cross-section of accounting
methods.1 The assignment of a method to a specific classification is
based upon this researcher's judgment. These classifications and the
accounting methods to be included in this study are as follows:

I. Initial cost.

a. Historical Cost Method.

II. Initial cost with formula modification.

a. Long Range Yield Methods.

b. Long Range Appreciation Methods.

c. Write-up Adjusted Book Value by an Amount Required
to Equate Earnings Yields with Interest Rate
Assumption Methods (Minimum Yield).

d. Earnings Methods.

III. Modification based upon both initial cost and current
market value.

a. Write-up some Percent each Year of the Difference
between Adjusted Book Value and Market Value Methods
(Percentage Write-up).

b. The Minimization Formula Methods.

IV. Current market value.

a. Current Market Value Method (Market Value).

V. Adjusted market value methods.

a. Market Value, Less a Reserve Method.

1bid., 389-390.
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b. Moving Average Market Value Methods, based upon
average of several years (Moving Average).
c. Least Squares Trend Line Methods, based upon market
value for several years (Trend Line).
d. Market Value with Variable Adjustment Methods
(Variable Adjustment).
VI. Present value methods.
a. None.
Methods of accounting representative of each class except Class VI have
been included in this study. No Class VI, the present value methods,
have been included. These methods are generally impractical. They
require valuation of each common stock at the discounted value of
future earnings. Future earnings are the algebraic sum of the future
cash flows; these future cash flows are future dividends plus the
future sale price. None are reported to be presently in use. They do
not have the characteristics for theoretical appeal cited above. Cur-
rent market value is not considered in the formula. They require
highly subjective estimates of future cash flows. The methods give

recognition to future market appreciation at date of purchase.

B. GENERAL CHARACTERISTICS OF ACCOUNTING METHODS

To obtain a better understanding of the description of each

method there are several characteristics that are worthy of discussion.

Individual and Aggregate Methods

Formulas can be applied to each of the individual common stocks.

They can also be used to adjust portfolio aggregate amounts by means of
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a portfolio valuation reserve. These formulas value the individual
stocks using one of the basic methods, initial cost or current market
value. The portfolio valuation reserve is analogous to a reserve for
bad debts which is applicable to all accounts receivable and not to a
specific account.

Certain of the formulas by their nature can be applied only to
individual stocks. Other formulas are intended only for use as port-
folio reserves. Some of the formulas can be applied either on an
individual stock basis or on a portfolio reserve basis.

The major advantages of the individual methods are:

1. Asset bases, earnings, yields, and gains on sale are mea-
sured for each stock in the same way that portfolio amounts are mea-
sured. This information can be useful in analyzing details of oper-
ating results and current status of the investment accounts.

2. Gain or loss on sale of a specific stock can be deter-
mined. Gain or loss on sale of a stock is not determinable with
aggregate methods of accounting. Gains can be estimated by use of
allocation methods. However, all allocation methods are somewhat
arbitrary in nature.

The major advantages of the aggregate methods of accounting
are:

1. Relative simplicity in application.

2. Less fluctuation in the important variables than compu-
tations based upon individual measures. The use of portfolio reserves
may tend to provide a more stable yield measurement than methods
applied to individual stocks.

It is not the purpose of this paper to select a preference for
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either the individual or aggregate methods of accounting. Both types
will be tested. One method will be tested by both methods of applica-
tion. The issues in the controversy are not critical in terms of the
criteria developed earlier, with one exception. Provision must be
made in the application of aggregate methods for non-deferral of gains

or losses on sales of stocks after date of sale.

Earnings and Asset Valuation Methods

Accounting methods can vary in their approach to computing
earnings and asset values. One group such as the long range yield
method, computes earnings from the prescribed formula. Asset values at
year end are the residual balances that result from computed earnings.
Other methods, such as the write-up of percentage difference between
adjusted book value and market value, compute asset values from the
prescribed formula. Earnings for the year are the amounts that result
from the change in asset values. This distinction is made for the pur-
pose of understanding of each particular method and will be noted in

the description of the accounting.

Parameters, Constraints and Alternative Procedures

The application of various methods involve selection of para-
meters, constraints, and procedural alternatives. Examples of para-
meters are (1) rates of yield or appreciation, (2) percentages for
annual adjustment or reserve limits, or (3) number of years for aver-
aging. An example of constraints are maximum or minimum values based
upon current market value or historical cost value. An example of a

procedural alternative is the optional treatment of a gain on sales.

A gain can be included in current earnings or deducted from the
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valuation reserve.

The parameters selected for study will include those most fre-
quently in use according to the CMB Study, those known to be in use by
church pension funds, and other reasonable alternatives sufficient to
provide a representative test of the accounting method.

The constraints and procedural alternatives will be selected
on a basis consistent with the criteria specified above. Many pro-
cedural alternatives have little effect on yields and book values. 1In
those cases where the researcher judges the alternatives would result
in immaterial differences, selection will be based upon ease of appli-
cation. In those cases where available alternative constraints or
procedures are in accord with criteria specified for theoretical
appeal, and significant differences may result, several modifications

of the method will be included in the study.

C. DISCUSSION OF EACH ACCOUNTING METHOD

The following outline will be a guide in presenting a verbal
description of each accounting method:

1. General purpose.

2. Description of the accounting.

3. Basis of selection.

4. Parameters, constraints, and alternative procedures.

The methods will be presented in order according to the classi-
fication listed previously. The mathematical formulas for each method

are detailed in the APPENDIX.
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I. Initial Cost

a. Historical Cost Method

General purpose. The Historical Cost Method is designed to

meet the requirements for the stewardship function. All adjustments
to the records are the direct result of transactions with independent
organizations. The method provides " . . . an internally consistent
accounting system which enables the trustee to demonstrate that every

dollar received has been properly held, invested, or applied to pay

benefits, in accordance with the terms of the trust agreement.'

Description of the accounting.

1. The Historical Cost Method is applied to each individual
stock.

2. It is an asset valuation method. A common stock is valued
at the purchase price until sold.

3. Earnings are the sum of dividends received plus the gains
recorded for individual stocks.

4. Gains are recorded at the time of sale of shares of stock.
The amount is the differential between the sales price and the purchase

price of the stock.

Basis of selection.

1. The basis of selection of the Historical Cost Method is
its wide use by pension funds. Over 50% of the corporate pension

funds2 as well as many church pension funds use this method.

ljackson, "Valuation of Assets," p. 396.

2
Kane, Pension Fund Financing, Table 10a.
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2. The method lacks theoretical appeal. Historical Cost
Method does not use market value in its formula. Stability of yield
is not inherent in the method, although by proper timing of trans-
actions stability of yield can be achieved. The method is an objec-
tive method of valuation. It does not systematically allocate appre-

ciation during the holding period.

Parameters, constraints, and alternative procedures.

1. Parameters - none

2. Constraints - One possible constraint is the use of the
lower of cost or market. Study of the Historical Cost Method is
justified by its wide use. There is no reference to use of the lower
of cost or market in the CMB Study and therefore the method will not
be included in the study.

3. Alternative procedures - If there have been multiple pur-
chases of an individual stock at different prices per share, there are
alternative methods to compute cost of sales. These alternatives
include: first-in, first-out; last-in, first-out; and average cost.
For this study average cost will be used. It is not believed by the
researcher that significant differences would result by use of other

alternative procedures.

I1. 1Initial Cost Methods with Formula Modifications

All methods in this classification do not consider market value
in the formula. Therefore, they are subject to this common criticism.
They will in general be close to market value only by chance when

applied consistently over a long period of time. Present use is the
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basis of selection for methods in classification II. The choice of

parameters will be those parameters most widely used.

a. Long Range Yield Method

General purpose. The reporting of a stable yield is the pur-

pose of the Long Range Yield Method. Annual earnings are computed by

the estimated long run earnings rate.

Description of the accounting.

1. The Long Range Yield Method is applied to aggregate port-
folio amounts. The individual stocks are valued by the historical
cost method of accounting.

2. 1t is an earnings method. Earnings are computed by appli-
cqtion of the selected yield to the asset base of the portfolio.

3. The asset value of the portfolio is the aggregate value
of the individual stocks valued by the Historical Cost Method plus a
valuation reserve. The valuation reserve is cumulative. The periodic
adjustment is the difference between earnings computed by the Histori-

cal Cost Method and earnings specified above.

Basis of selection.

1. Present use by pension funds is the basis for selection.
2. The method lacks theoretical appeal. All methods of this
class do not use market value in the formula. Stability of yield is
a characteristic of this method. Selection of the rate may be very
subjective. 1If the appropriate rate is selected, appreciation is
systematically allocated during the holding period. Otherwise, appre-

ciation may be either anticipated or deferred.
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Parameters, constraints and alternative procedures.

1. Parameters - The rate of yield is the critical parameter
to be selected. Both 6% and 7% are used by several firms.1 The
literature frequently suggests 7%.2 A 7% yield will be tested. A
study by Fisher and Lorie published in 1968 presented information
indicating that a 9% return was reasonable for long term investments
in common stock.3 While there is no objective basis for selection of
9% for a study simulating accounting results beginning in 1945, a 97%
yield will be tested as a matter of interest.

2. Constraints - In order to insure that realized gains are
included in income, a constraint will be included. The method will be
modified so that the portfolio asset value will not be less than the
valuation based upon historical cost measurements.

3. Alternative procedures - none.

b. Long Range Appreciation Methods

General purpose. The reporting of a stable rate of appreci-

ation is the purpose of the Long Range Appreciation Method. Annual
appreciation recognized as earnings are computed by the estimated

long run appreciation rate.

l1bid., Table 12b.

2Jackson, "Valuation of Assets,'" p. 413; Cramer, Reporting
Requirements, p. 82; Frederick P. Sloat, '"Valuation of Equities Held
in Retirement Plan Trust Funds,' The Lybrand Journal, Vol. 45, No. 4
(1964), p. 44; Thomas Gainer and Walton Kingbury, '"Pension Plans ...
A Survey and Commentary based on 163 Actual Plans," The Price Water-
house Review (Autumn, 1966), p. 17.

JLawrence Fisher and James H. Lorie, "Rates of Return on
Investments in Common Stock: The Year-by-year Record, 1926-65,"
Journal of Business, XXXX, No. 3 (July, 1968), p. 296.
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Description of the accounting.

1. The Long Range Appreciation Method is applied to aggregate
portfolio amounts. The individual stocks are valued by the Historical
Cost Method of accounting.

2. It is an earnings method. Earnings are the sum of the
dividends received plus an amount computed by application of the
selected appreciation rate to the asset base of the portfolio.

3. The asset value of the portfolio is the aggregate value of
the individual stocks valued by the Historical Cost Method plus a
valuation reserve. The valuation reserve is cumulative. The periodic
adjustment is the difference between earnings computed by the Histori-
cal Cost Method and earnings specified above. This adjustment is the
difference between realized gains recorded by the Historical Cost

Method and the appreciation computed above.

Basis of selection.

l. Present use by pension funds is the basis for selection.
2. The comments concerning theoretical appeal for the Long
Range Yield Method are equally applicable to the Long Range Appreci-

ation Method. It lacks theoretical appeal.

Parameters, constraints and alternative procedures.

1. Parameters - The rate of appreciation is the critical para-
meter to be selected. Over 70 percent of those reporting percentages
in the CMB Study use 3% appreciation.1 The average rate of appreci-

ation for the Standard & Poor's price index for 500 common stocks for

1Kane, Pension Fund Financing, Table 12a.
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the period from 1918 to 1960 was 3.84%1 Three percent is suggested
in the literature.2 One church pension fund uses 67 appreciation as
the basis for earnings credits available to the participants. Both
3% and 67% appreciation will be selected to test this method.

2. Constraints - In accordance with the reasoning set forth
in the discussion of the Long Range Yield Method, this method will be
modified so that the portfolio asset value will not be less than the
valuation based upon historical cost measurements.

3. Alternative procedures - One church pension fund imposes
as additional constraint. The annual addition to earnings for appre-
ciation is eliminated when the fund value is equal to or exceeds 807%
of market value. This modification will be tested.

c. Write-up Adjusted Book Value by an Amount Required

to Equate Earnings Yields with the Interest Rate
Assumption Method (Minimum Yield)

General purpose. Sufficient earnings each year to meet the

actuarial interest requirements are reported by use of the Minimum

Yield Method.

Description of the accounting.

1. The Minimum Yield Method is applied to aggregate portfolio
amounts. The individual stocks are valued by the Historical Cost

Method.

1Harold G. Fraine, Valuation of Securities Holdings of Life
Insurance Companies (Homewood, Illinois: Richard D. Irwin, Inc.), p. 98.

2Jackson, "Waluation of Assets," p. 413; Cramer, Reporting
Requirements, p. 82; Sloat, "Valuation of Equities," p. 43; Gainer,
"Survey and Comentary," p. 17.
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2. It is an earnings method. Subject to certain constraints,
earnings are the greater of the dividends received or an amount suffi-
cient to provide a yield equal to the actuarial rate of interest.

3. The asset value of the portfolio is the aggregate value of
the individual stocks valued by the Historical Cost Method plus a valu-
ation reserve. The valuation reserve is cumulative. The periodic
adjustment is the difference between earnings computed by the Histori-

cal Cost Method and earnings specified above.

Basis of selection.

1. Present use is the basis for selection.
2. The comments concerning theoretical appeal for the Long
Range Yield Method are equally applicable to the Minimum Yield Method.

It lacks theoretical appeal.

Parameters, constraints and alternative procedures.

1. Parameters - The actuarial interest rate is the critical
parameter to be selected. Of the 12 firms in the CMB Study using this
method, 4 use 6% actuarial interest rate.1 All others use a lesser
rate. Six percent will be utilized to test this method. Yields for
dividends based upon the Historical Cost Method would probably equal
or exceed 67, and, therefore, it would be redundant to test the method
at lower rates of return.

2. Constraints - In accordance with the reasoning set forth
in the discussion of the Long Range Yield Method, the Minimum Yield

Method will be modified so that the portfolio asset value will not be

1Kane, Pension Fund Financing, Table 14.
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less than the valuation based upon the historical cost measurements.

3. Alternative procedures - none.

d. Earnings Methods

General purpose. Use of the Earnings Method assumes that a

change in the intrinsic value of the common stock has a one to one
relationship with undistributed earnings. The purpose is to assign
to the value of the stock that portion of earnings not paid to the

investor in dividends.

Description of the accounting.

1. The Earnings Method is applied to each individual stock.

2. It is an earnings method. Earnings recorded by the pen-
sion fund are the sum of that portion of the earnings reported by the
industrial firm applicable to the shares owned by the fund plus gains
on sales of individual stocks.

3. A common stock is valued at the initial cost plus cumula-
tive earnings less dividends received.

4, The amount of gain on sales is the difference between the

sales price and the asset value computed above.

Base of selection.

1. Present use by pension funds is the primary basis of
selection.

2. The method does not meet all of the criteria for theoretical
appeal. Market value is not included in the formula. Similar to the
Historical Cost Method, stability of yield is not inherent in the

method, although by proper timing of transactions stability of yield
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can be achieved. The method is an objective method of valuation and
systematically allocates portions of the appreciation during the

holding period.

Parameters, constraints and alternative procedures.

1. Parameters - none

2. Constraints - none

3. Alternative procedures - There are alternative procedures
to compute cost of sales under certain conditions. Average cost will
be used to test the Earnings Method. See the Historical Cost Method

for discussion.

II1. Modification Based upon Both Initial Cost and Current Market Value

a. Writeup some Percent each Year of the Difference
between Adjusted Book Value and Market Value
Method (Percentage Write-up)

General purpose. Smoothing of the adjustment to market value

by taking only a portion of the difference between book value and cur-
rent market value periodically is the purpose for use of the Percentage

Write-up Metﬁod.

Description of the accounting.

1. The Percentage Write-up Method is applied to aggregate
portfolio amounts. The individual stocks are valued by the Historical
Cost Method of accounting.

2. It is an asset valuation method. The asset value of the

Portfolio is the aggregate value of the individual stocks valued by

t he Historical Cost Method plus a valuation reserve. The valuation
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reserve is cumulative. Realized gains recorded by the Historical Cost
Method are deducted from the valuation reserve. The specified per-
centage of the difference between the current market value and the
ad justed book value, after deduction for realized gains, is added to
the valuation reserve.

3. Earnings are the sum of the dividends received plus the

adjustment to the valuation reserve computed above.

Basis of selection.

l. Present use is a basis for selection. According to the
CMB Study, this method is the most widely used, write-up method of

. 1
accounting.

2. The method also meets all of the criteria for theoretical
appeal. The method considers market value in the formula. It smooths
the adjustment to market value and therefore specifically provides
for stability of yield. Selection of the percentage adjustment would
depend upon the pension fund's weighting of the two factors above, not
a projection of future values, and therefore the method is objective.

The formula attempts to systematically allocate appreciation during

the holding period of the asset.

Parameters, constraints and alternative procedures.

1. Parameters - The percentage to be applied to the difference
between current market price and adjusted book value to obtain the
Periodic adjustment is the parameter to be selected. Ten and twenty

Per cent are the most frequently used percentages according to the

——

l1bid., Table 11.
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CMB Study.1 One church pension fund uses a 507 write-up. All three
percentages will be used to test this method. They should provide a
representative test.

2, Constraints - This method will be modified so that the
portfolio asset value will not be less than the valuation based upon
historical cost measurements. See the Long Range Yield Method for
discussion.

3. Alternative procedures - There are alternative ways to
treat realized gains on sales of stocks. However, these are generally
impractical refinements of the method described above and are not

recommended for use.

b. Minimization Formula Methods

Gencral purpose. The Minimization Formula Methods are designed

to optimize the recorded asset values in terms of specified criteria.

The factors to consider in this study are reported yields and current

market values. The purpose for the use of the minimization is to com-
pute annual book values considering both current market values and

stability of yield.

Description of the accounting.

1. The minimization formulas can be applied to each individual
stock or to aggregate portfolio amounts. The aggregate method will be
discussed in this section. The individual stocks are valued by the

Historical Cost Method of accounting.

11bid., Table 12c.
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2, It is an asset valuation method. The asset value of the
portfolio is obtained from a formula. The formula was derived to mini-
mize both the change in yield from the preceding period and the devi-
ation from current market value according to a specified relationship.
The derivation of the formula is shown in the APPENDIX. The valuation
reserve is the total value obtained above less the aggregate value of
the individual stocks valued by the Historical Cost Method plus the

change in the valuation reserve computed above.

Basis of selection.

1. The method is not reported to be presently in use.

2. The method was selected for its theoretical appeal. It was
designed specifically to meet the criteria of consideration of market
value and stability of yield. The method is objective in terms of its
application and attempts to systematically allocate appreciation during

the holding period of the asset.

Parameters, constraints and alternative procedures.

1. Parameters - The relative weight given to each factor is
the parameter to be selected. In the absence of any evidence to do
otherwise, equal weight will be assigned to the factors to give a
representative test of the method.

2. Constraints - none

3. Alternative procedures

a. The method can be modified to consider additional
factors, such as conservatism. This study will be restricted to the
use of the two primary factors developed in Chapter II.

b, The method can be applied to individual stocks as
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well as portfolio totals. Because of the theoretical appeal of this

method it will be tested on individual stocks and portfolio totals.

IV. Current Market Value Method.

General purpose. The Current Market Value Method is designed

to equate accounting measures with the objective of measuring invest-
1
ment performance.  Market value changes are recorded as they occur.

Periodic earnings are the result of market value changes.

Description of the accounting.

1. The current market value is applied to each individual
stock.

2. It is an asset valuation method. A common stock is valued
at the current market value.

3. Earnings are the sum of the dividends plus the gains
recorded for individual stocks.

4. Gains represent, (a) the market appreciation during the
period for stocks held at the end of the period, and (b) the difference
between the sales price and market value at the beginning of the period

for stocks sold during the period.

Basis of selection.

1. Present use is a basis for selection. 1Its use is not
extensive. Only 18 of the 497 firms in the CMB Study specified using

the Current Market Value Method. The method ranked fifth out of eight

Peter O, Dietz, '"Measuring Pension Fund Performance,"
Financial Executive, XXXVII (November, 1969), 20-21.
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methods specified in that study.1

2., The method lacks theoretical appeal because of the fluctu-
ating yields that result from its use. The method is discussed widely
in the literature2 and therefore deserves to be included in the study

on that basis alone.

Parameters, constraints and alternative procedures.

1. Parameters - none
2. Constraints - none

3. Alternative procedures - none

V. Adjusted Market Value Methods

a. Market Value, Less a Reserve

General purpose. The Market Value, Less a Reserve Methods

are designed to recognize market appreciation but on a conservative
basis. Conservatism with regards to current market value is the gen-

eral purpose of these methods.

Description of the accounting.

1. The Market Value, Less a Reserve Methods are usually
applied to aggregate portfolio amounts. The individual stocks are

valued by the Current Market Value Method.

2. It is an asset valuation method. The asset value of the

Kane, Pension Fund Financing, Table 11.

2

“Fraine, Life Insurance Companies, p. 10; Jackson, '"Valuation
of Assets," p. 392; Cramer, Reporting Requirements, 80-8l; Sloat,
"Valuation of Equities,'" 38-41; Gainer, ''Survey and Commentary," p. 16.
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portfolio is the aggregate value of the individual stocks valued by
the Current Market Value Method less a valuation reserve. The valuation
reserve is the lesser of (1) a percentage of the current market value,
(2) an amount computed by any one of many formulas. The most commonly
recommended formula is the difference between the current market
value and the historical cost valuation. When this formula is applied
the portfolio is valued at the greater of the Historical Cost Method
or a percentage of current market value.

3. Earnings are the sum of the earnings computed by the Current

Market Value Method plus the change in the valuation reserve.

Basis of selection.

l. Present use by a church pension fund is the basis of
selection.
2. The method has limited theoretical appeal by the criteria

established in this study, since conservatism is the primary objective.

Parameters, constraints and alternative procedures.

l. Parameters - The percentage to be applied to current market
value to obtain the reserve is the parameter to be selected. Ten,
twenty, and thirty-three percent should provide a representative test
of the accounting method and will be selected for testing. The church
pension fund uses a 207% reserve.

2. Constraints

a. Since conservatism is the objective and market value
is the maximum value logically permitted, this constraint will be
observed.

b. The reserve percentage is in reality a constraint
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and represents the minimum value for the portfolio.
3. Alternative procedures

a. Since the method specifies upper and lower con-
straints, any other method of accounting can be used in combination
with this method. Use of these constraints are particularly appro-
priate for methods in Classification I and II that do not consider
market value in the formula. However, testing of this method will be
restricted to use with the Historical Cost Method and the method dis-
cussed below.

b. One church pension fund is using the following modifi-
cation to compute earnings when there is less than a maximum size re-
serve: One percent of the total current market value is deducted
from earnings and added to the reserve. Earnings are dividends
received less this 1% charge.

b. Moving Average Market Value based upon the
average of several years (Moving Average)

General purpose. Stability of yield in the use of market

value is the general purpose of the Moving Average Method.

Description of the accounting.

1. The Moving Average Method is applied to each individual
stock.,

2., It is an asset valuation method. Each stock is valued at
the average market value computed over a specified number of years.

3. Earnings are the sum of the dividends received plus the
gains recorded for the individual stocks.

4., Gains recorded are (a) the changes in value during the
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period as computed above for stocks held at the end of the year and

(b) the difference between the sales price and the average value at

the beginning of the year for stocks sold during the year.

Basis of selection.

1. Present use is a basis for selection. This is one of the
methods cited in the CMB Study.1

2. The mcthod also meets all of the criteria for theoretical
appeal. It considers market value and smooths the adjustment to mar=-
ket value by averaging values. The method is obje<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>