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IS COMING OF AGE

CONSOLIDATED RETURN?

THE SHARE OF MARKET

COST OF CAPITAL

Re a de r s R eact
► The Fourth Answer
To the Editor:
To make somewhat complex Mr.
R. William Partridge's "simple Horn gren problem" in "Will the Real Variance, Please, Stand Up" (November
1966), there is still a fourth answer
that I contend to be the most realistic.
Before advancing my fourth answer,
I should point out the deficiencies in
the conventional, "pure," and third
answers, in terms of logic rather than
mechanics. I believe the logic is clearer
if we think of giving credit for favorable variances.
The conventional answer leads us
astray in failing to give full credit
where credit is due —it would seem
only reasonable, in the case of a favorable usage variance, to give Production credit for the true savings —the
material saved at the higher actual
price. Similarly, for the third answer,
Purchase should (but doesn't) receive
credit, in case of a favorable price
variance, for the dollar savings on the
higher actual quantity used. Conversely, both these answers can give credit
for savings not actually realized. The
"pure" answer suffers from giving us
a joint variance —a joint responsibility
is no one's responsibility and yet here
someone is responsible!
So, the fourth answer: the price
variance is the price differential applied to the actual quantity; the usage
variance is the quantity differential at
actual price; and we have a joint vari-

ance that is truly no one's responsibility. For the example given, we thus
have a price variance of $129 dr., a
usage variance of $204 dr., and a
joint variance of $9 cr. —our fourth
answer.
Here we have properly charged
Purchase with the excess cost of the
total quantity actually used, and Production with the total actual cost of
the excess quantity used —isn't that
what their below standard performance actually cost —the cost that
would have been avoided if either had
met the standard? But having duplicated $9 of the excess cost, we find
ourselves with a total enterprise or
accounting variance on the credit side.
I might add, and it is easily proved by
the formulae, that in this fourth answer, "no one's joint variance" will
be a debit if one of the variances
( usage or price) is a credit and the
other a debit —if both are the same,
the joint variance will be a credit.
As in Mr. Partridge's article, the
same logic will follow through to the
more sophisticated problem, and the
real variance will then stand up.
J. B. Kackley
Captain, SC, USN
Comptroller
Charleston Naval Shipyard
Charleston, S. C.
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Management Accounting
Is Corning of Age
B y R AY M O ND P . M A RP LE

for internal management
purposes, like Topsy, has "just
growed." Today's management accounting has evolved over a period of years
and is a product of the ever - changing
environment in which it has developed.
ACCOUNTING

H

There has been evidence in recent
years that management accounting is
approaching maturity. New habits and
ways of thinking are being integrated
into a unified whole, based on a philosophy or approach to accounting which
is management rather than external
reporting oriented.
The purpose of this article is to attempt to describe in g1neral terms the
mature; management accounting which
is beginning to emerge —the management accounting of the future.
All accounting, whether directed toward external public reporting or internal management planning and control, has the same basic objective or

purpose. It is concerned with measuring
entity capital and its increase or decrease through use by time periods.
Today this concern is as much with
planning and controlling the capital
employed by a business as with reporting after the event the results of such
planning and control.
Two principal end products of management accounting are the forecast
balance sheet and the forecast budget
or profit plan. But this is a too simple
and too superficial view of accounting
for management purposes. It entirely
overlooks management's concern with
historical reporting and the importance
of using the same concepts for both
planning and reporting in order that results may be compared with plans.
Management Needs Segment
Information
Management is just as concerned
with historical results and the ways in
which they are recorded and reported
as are the owners of the business. Historical results measure the effectiveness
of management planning and control.

DR. RAYMOND P. MARPLE, CPA, retired in June of
1964 as Assistant Secretary o f t h e Natio nal Association of
Accountants and its Educational Services Director. Since
the n, he has be en ve ry ac tiv e in su p p o rtin g NAA's c o n tin u -

ing education program. A graduate of the State University
of Iowa; Dr. Marple received an M.S. degree from the University of Illinois and a Ph.D. degree from Columbia University. He is the editor of National Association of Accountants on Direct Costing, an d a utho r of Capital Surplus and
Corporate Net Worth, both pub lishe d by Ro nald Pre ss Co mpany, Ne w York; as well as numerous a rticles which h ave appeared in a ccoun ting p ublic ation s. In 195 9 he was a wa rd ed
th e NAA's Ly b ra n d Awa rd in re c o gn ition o f "... h is twe nty five years of contribution to a ccounting literature and knowledge."
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The management team which plays the
game is as much concerned with the
score as are its sponsors on the sidelines.
But the concern of management for
historical accounting results is not the
same as the concern of the stockholder.
To carry the above analogy one step
further, the sponsor is concerned with
the final score, the team with the activities which produce that final score.
Most of management's planning and
control decisions do not relate to the
business as a whole, but to the parts or
segments of which it is composed. Management's primary interest is in the
contribution which each of these segments makes to the overall company
results.
The term, "segment," is used here
purposely to emphasize the fact that the
many subdivisions of the business with
which management must be concerned
are not independent units or entities in
their own rights. Rather they are interdependent arms or agencies of the business —the economic entity for which
the accounting is carried on.
Each of t he segments of a business
which is recognized for management
planning and /or control purposes contributes, either positively or negatively,
to the results of the business, but only
the business can be said to earn a profit
or sustain a loss. It is not possible to
measure objectively the income or loss
of a segment of the business.
Contribution vs. Net Profit
Failure to recognize this simple truth
is as responsible as any other factor for
the lack of effectiveness of some of our
present -day management accounting. By
applying the entity concept of financial
accounting to the segments of the business which are not entities, we have
drifted further and further into the
practice of imputing costs and revenues
to business segments instead of accounting for these segments in terms of
contributions.
Using a value added or benefit re-

ceived concept of cost assignment, based
on assumptions, we have piled allocations on allocations in the mistaken
belief that by so doing we could measure
income by products, product lines, divisions and sales territories. But each
time we resorted to allocations, we reduced the value of the resulting figures
for management planning and appraisal
purposes.
Why this is so is illustrated in Exhibit
1, where the results for two years are
compared, first under the conventional
approach to segment reporting and then
under the contribution approach. Contribution reporting will be discussed in
more detail later.
The exhibit shows two years which
differ from each other in only one respect, the addition of a new product
(A1) in the second year. This product
selling for $1 per unit has a direct out of- pocket or variable cost of 40¢ per
unit. $7,000 is spent for promoting its
sales during the first year. The costs and
revenues for all other products are the
same for both years. Production and
sales volume are in balance both years;
there was no change in inventories.
Inasmuch as the only difference between the two years is the introduction
of produ ct Al in the current year, we
would expect that the $23,000 increased
profit for the company would be reflected in the report for product Al .
This is what happens under the contribution approach —a simple objective
statement of what has happened, requiring no assumptions and no cost
allocations.
Quite different results are shown under conventional methods involving assumptions and allocations. After assigning to product Al , in addition to the
variable cost for which it is responsible,
a proportionate share of the fixed manufacturing cost (which were not changed
by the introduction of A1) and a pro rata share of the fixed non- manufacturing costs ( increased by the $7,000 for
whi ch Al is responsible), the product
MANAGEMENTACCOUNTING

Th e Two A p p r o a c h e s t o Se gm e n t R e p o r t i n g

Pr io r
Ye a r

C u r r e n t Ye a r

Com pany
To t a l
1.

Product
Lin e A

Prod uct
Al

Un it of
P ro d u c t Al

Th e C o n v e n t i o n a l A p p r o a c h :
Ne t s a l e s
C o s t of go o d s s o l d

$ 700, 000
567, 500

$ 750,000
587, 500

$150,000
97,500

$ 50,000
32,500

$ 1.00
.65

Cross p r o f i t

$ 132, 500

$ 162,500

$ 52, 500

$ 17, 500

$

58, 000

65, 000

33,000

11, 000

,22

97,500

19, 500

6, 500

.13

$ 700, 000

$ 750,000

$150,000

$ 50, 000

$ 1.00

435, 000

455,000

81, 000

20, 000

.40

$ 265,000

$ 295,000

$ 69, 000

$ 30,000

.60

P r o r a t e d non -m a nufa c tu r in g co sts
Ne t p r o f i t
2.

Company
To t a l

74,500

$

.35

Th e C o n t r i b u t i o n A p p r o a c h :
Net s a l e s
Dir ect va r ia b le
costs
Mar gin al

in c o m e

Product fix e d c o s t s

7, 000

Product c o n t ri b u t io n

23 00 0

Lin e fi x e d c o s t s

30,000

Lin e c o n t r i b u t i o n
Comp any f i x e d c o s t s

3 9 00 0
190, 500

197,500

74 500

97 500

get p r o f i t

EXHIBIT 1

is found to have produced a "profit" of
$6,500. This is an inaccurate and, therefore, meaningless figure: in comparison
with results forecast, for appraising the
results., and for planning the future.
Planning and Control Segments
As used here the term segment refers
to any part or subdivision of an accounting entity which is separately
recognized for either planning or control purposes. In the management accounting of the future, accounting for
these segments will be accomplished in
two major steps:
1. The assignment of all revenues
and costs to both the planning
segments and the control segments responsible for them,
JULY1967

2. The preparation of two series of
re p or ts : a. Measuring contributions, for
planning and appraisal purposes, by relating planning
segment costs to revenues.
b. Measu ring var ian ce fr om
plans, for control purposes, by
relating control segment costs
and /or revenues to those
planned.
Once all costs and revenues have
been assigned to both planning and
control segments on a responsibility
basis, they will be grouped and related
in reporting. The planning reports,
which measure segment contributions,
provide an alternative to cost allocations, making it possible to account for
5

segment costs and revenues instead of
imputing them to segments by allocations and assumptions.
Responsibility —The Only Basis
for Assignment

revenues out of which these costs are
met, thus measuring the segment contribution.
The following discussion will assume
a general familiarity with direct costing.
However, the extension of responsibility
accounting to planning segments, and
the use of contribution reports to relate
segment revenues and costs, are more
recent developments which merit further discussion.

Assignment of costs and revenues on
a responsibility basis recognizes the
cause and effect relationship between
decisions made and actions taken, on
the one hand, and the cost and revenue
results of such decisions and actions on
the other. It permits measurement in Responsibility Accounting Extended
advance of expected outcome of a proThe assignment of all costs and revposed course of action and measureenues on a responsibility basis to both
ment after the fact of the actual results
planning and control segments is a
of the action taken. When both plan- considerable extension of responsibility
ning and reporting are on the same
accounting. As currently applied, it is
responsibility basis, comparison of re- concerned only with the assignment of
sults with plans can be direct and
costs to organizational units for control
conclusive.
purposes. But to properly plan and to
Assignment and reassignment of costs
appraise the results of plans, manageand revenues on a value added or benement needs to know what is responsible
fit received basis, as is done in absorpfor each item of cost or revenue, just as
tion costing, results in costs and rev- for control purpose it needs to know
enues being assigned to segments not
who is responsible.
responsible for them. Thus, its stateThe answer to the "wh a t ' question
ments fail to reflect the results which
determines the planning segment to
follow from the decisions made and
which each cost and revenue is assigned
the actions taken.
and provides the basis for planning and
appraisal reports of the contribution
In the evolutionary development of
type. The answer to the "who' question
management accounting, the first step
determines the organizational segment
to correct this error was taken when
to which each cost and revenue is asdirect costing was introduced. Direct
costing recognizes the fact that the only signed and provides the basis for concosts for which a unit of product is trol reports.
responsible are the costs which vary
Actually, the assignment of all costs
with the number of units produced.
and revenues to separate planning segments on a responsibility basis is merely
A natural second step came when it
was discovered that the fixed produc- an application of direct costing —it is
recognized that other planning divisions
tion costs no longer assigned to prodin addition to units of product have
ucts did not need to be left dangling
but could now be assigned to other seg- direct costs. Once the so- called "indirect' fixed production costs are no
ments on a responsibility basis. This, in
longer allocated to the units or product,
turn, led to contribution reporting, a
it becomes clear that they are direct
technique for relating in reports the
costs of other and larger segments. This
direct costs, both variable and fixed, for
which a segment is responsible to the can be illustrated as follows:

MANAGEMENTACCOUNTING

Types of seg ments

Unit of product
Product in the line
Product line
Plant
Division
Company

Relation of Costs to Product Segments
Direct (traceable) costs

Variable with units
Above plus fixed to product
Above plus fixed to line
Above plus fixed to plant
Above plus fixed to division
All costs

At this point, direct costing and responsibility accounting tend to merge.
The direct costs of a segment are the
costs which can be traced to that segment on a responsibility basis. They are
the costs which exist because the segment exists, that would disappear if the
segment disappeared. All costs would
disappear if the company were discontinued, hence all costs are direct costs
of the company as a whole. As we

Indirect costs

All other costs
All other costs
All other costs
All other costs
All other costs
None

move to smaller and smaller segments,
more costs become indirect or common
costs. They are the costs which can be
disregarded in judging the smaller segment because they will be unaffected by
what happens to that segment.
A similar sequence of segments can
be used for developing the contribution
reports for the marketing side of the
business:

Relation of Costs to Marketing Segments

Types of segments
Sales transaction
Customer
Salesman
Sales territory
Sales district
Compary

Direct (traceable) costs
Variable product and selling costs
Above plus fixed to customer
Above plus fixed to salesman
Above plus fixed to territory
Above plus fixed to district
All costs

These two lists show the order in
which costs are applied against revenues
to measure stage by stage the contribution which each segment makes to the
overall company results. Since all of
the costs for which a segment is responsible have been applied in measuring its
contribution, all other costs will continue after the segment is discontinued.
In this sense, the contribution of a segment is a contribution to income.
Contribution Reports Illustrated
As an example of the form and arrangement which seems appropriate for
contribution reporting, three reports
are shown as Exhibits 2, 3, and 4. Exhibit 2 reports on the company's three
divisions: foods, chemicals, and fertilizers. Exhibit 3 is concerned with the
three product lines of the foods division: bouillon powders, canned sea
JULY1967

Indirect costs
All other costs
All other costs
All other costs
All other costs
All other costs
None

foods, and condiments. Exhibit 4 treats
each of the packages in which bouillon
powders are sold as a separate product.
These powders are packaged in bulk for
institutional use, in jars for home use,
and in individual servings for use in
vending machines.
The first thing to be noted is that all
related segments at the same level are
shown on one statement. This arrangement not only reduces the number of
reports to be prepared and reviewed, it
increases the usefulness of the reports.
For appraisal purposes the relative performance of each segment may be as
important as its absolute performance.
Comparison between segments is facilitated by showing for each key figure
its percentage to sales or cents per
dollar of sales. The columnar form has
the additional advantage of making it
possible to easily relate the perform-

C o n t r i b u t i o n s by D i v i s i o n s
( A c t u a l vo lu m e a t s t a n d a r d s e l l i n g p r i c e s an d c o s t s )
Company
To t a ls

$2, 800, 000

Am t.

%

%

Am t.
Ne t s a l e s

Div isio n s
C h em icals

Foods

100 $ 600, 000

10 0

Fe r t iliz e r s

Am t.

%

Am t.

%

$1, 000, 000 100 $1, 200, 000 100

Dir ect va r ia b le co s ts
$

300,000

790, 000

$ 180,000

P acka gin g

284, 000

108,000

90, 000

Mar ke ting

242,000

42, 000

110,000

P r o d u ct io n

To t a l va r i a b l e
M a r g i n a l in c o m e

$

$1, 316, 000
$1, 484, 000

47 $ 3 3 0 , 0 0 0
53 $ 2 7 0 , 0 0 0

55
45

$

310, 000
86, 000
90,000

500, 000

50 $

486,000

40.5

$

500, 000

50 $

714, 000

59. 5

$

98,000

$

205, 000

$

Dire ct fix ed co s ts
P r o d u ct io n

$

$

369,500

66, 500

56, 800

25,000

P ac kag in g

97,300

15, 500

Ma rk et in g

131,000

24,000

35,000

72,000

Ad m in is tratio n

105,000

20,000

42, 000

43, 000

700,800

25 . 1 $ 126,000

To t a l fix e d
Division al cont.

$
$

781,220

$

125,000

27. 9 $ 144, 000

21

$

200, 000

20 $

376, 800

31.4

24

$

300, 000

30 $

337,200

28.1

Comp any f i x e d c o s t s
Ad m in istratio n

95,000

Mar ke ting

120,000

Research 6 de v.

80, 000

Co rp orat e c o s t s
T o t a l co m pany c o s t s

$ 420, 000

15

N e t in c o m e s t a n d a r d

$ 361, 200

12.9

Net v a r i a n c e fro m
standard

$

58,720

2.1

Ne t in c o m e - actual

$ 302,480

10.8

EXHIBIT 2

ance of any one segment to the performance of the combined segments at
this level, and to compare the contributions of the individual segments and of
all related segments with the fixed costs
applicable against the total.
The second characteristic of these
reports which should be noted is that
each of them is divided vertically into
three parts or sections. The first section,
concerned with variable revenues and
variable costs for which the segments
8

being reported on are responsible, shows
the effect of volume on income. All the
costs shown in the other two sections
are fixed costs; they can be thought of
as representing a fixed cost handicap
which must be recovered out of the
margins provided by the difference between variable costs and revenues.
As a result, these marginal incomes
and their percents to sales (called marginal income ratios) are key figures for
management. The marginal income
MANAGEMENTACCOUNTING

Contribution by Product Lines - -Foods Division
(Actual volume at standard selling prices and costs)

Product Lines
Division
Totals

Net sales

%

Amt.

Bouillons

$600,000

100

Amt.

%

Sea Foods
Amt.

Condiments
%

Amt.

%

$300,000 100

$200,000 100

$180,000

$ 81,000

$ 56,000

Packaging

108,000

69,000

32,000

7,000

Marketing

42,000

21,000

12,000

9,000

100,000 100

Direct variable costs
Production

$

43,000

Total variable

$330,000

55

$171,000

57

$100,000

50

59,000

Marginal income

$270,000

45

$129,000

43

$100,000

50

41,000

59

Direct fixed costs
Of capacity:
Production

$ 30,000

$

9,000

Packaging

15,500

10,000

Marketing

10,000

10,000

Production

11,500

4,500

Marketing

14,000

8,000

Total fixed

81,000

13.5

41,500 13.8

$189,000

31.5

$ 87,500 29.2

$

8,000
4,000

$

13,000
1,500

Of program:

Line contrib.
% utilization -- packaging

75

7,000

-6,000

1 1,
9 000 9.5

20,500 20.5

$81,000 40.5

20,500 20.5

85

50

Divisional fixed costs
Production

$25,000

Administration

20,000

Total divisional

$45,000

Div. contrib

$144,000

7.5
24

EXHIBIT 3

ratio measures the rate at which fixed
costs are recovered up to the breakeven
point and the rate at which profits accrue beyond the breakeven point.
So long as sales prices and variable
costs are controlled, the marginal income ratio for a segment will remain
JULY1967

constant, while the marginal income as
an amount will move up and down with
sales volume. Thus, marginal incomes
and marginal income ratios are major
planning and appraisal tools of management.
9

Contributions by Products -- Bouillon Powders
(Actual volume at standard selling prices and costs)

Line
Totals

Net sales

Institutional

Amt.

%

$ 300,000

100

Home

% • Amt.

Amt.

Vendinit Machines
%
100

Amt.

%

$100,000 100

$150,000

$50,000

$ 81,000

$ 33,000

$ 37,500

$10,500

Packaging

69,000

14,000

35,000

20,000

Marketing

21,000

6,500

12,000

2,500

100

Direct variable costs
Production

Total variable

$171,000

57

5 $ 3,500 53.5

$84,500 36.3

$33,000

66

Marginal income

$129,000

43

4 $ 6,500 46.5

$65,500 43.7

$17,000

34

$

$ 6,750

$ 4,500

Direct fixed costs
Production
Marketing

$ 13,500
10,000

2,250

10.000

--

Total fixed

2 $ 3,500

7.8

Product contrib.

10$5,500

35.2

$

2,250

--

2.25 $16,750 11.2

$ 4,500

9

4$ 8,750 32.5

$12,5GO

25

4 $ 4,250 44.25

Line fixed costs
Packaging

$ 10,000

Marketing

8,000

Total line

$ 18,000

Line contrib.

8 $ 7,500

6
29,2

EXHIBIT 4

Separate reporting of fixed and variable costs was introduced with direct
costing. What is significant about contribution reporting is the distinction
between direct segment fixed costs and
common fixed costs, which permits the
measurement of segment contributions.
The second section -of each report (Exhibits 2, 3, and 4) shows the fixed costs
for which each segment is responsible
applied against the segment's marginal
income to measure the segment's contribution to the meeting of the fixed
costs of the next larger segment, shown
in the third section of the report.
Under contribution reporting the dis10

tinction between manufacturing and
non - manufacturing costs, which is primary in conventional reporting, becomes secondary. Both manufacturing
and non - manufacturing costs appear in
each of the three sections of the contribution report. What is primary in
contribution reporting is the distinction
between costs and revenues which vary
with volume (Section 1) and those
which do not (Sections 2 and 3), and
the distinction between the costs and
revenues for which a segment is responsible (Sections 1 and 2) and those for
which it is not responsible (Section 3).
The second section of a contribution
MANAGEMENTACCOUNTING

report can provide management with
most useful planning information if the
fixed costs shown there are classified
under two headings as shown on Exhibit 3. Fixed costs are of two general
types: committed or sunk fixed costs,
and programmed or planned fixed costs.
To provide productive, packaging and
marketing capacity management commits the company to a certain level of
fixed costs. Since these costs will continue unchanged until action is taken to
increase or decrease the capacities provided, they are sometimes referred to
as sunk costs. The programmed or
planned fixed costs on the other hand,
are those which can be varied from
period to period by management decisions. They vary with management
strategy but remain constant or fixed
for the period, once the management
decision is made. Expenditures for research, plant services and sales promotion are examples of programmed fixed
costs.
Once a company has committed itself
to a certain level of fixed costs, recovery
of these costs is in large measure determined by the extent to which the
capacity provided is utilized. Including
information in the report on the percent of capacity utilized, as illustrated
in Exhibit 3, provides management with
essential planning information.
In the typical situation where productive, packaging, and marketing capacities are not in balance, either the percent
utilization of each should be reported
or the limiting factor shown. In Exhibit
3 it is assumed that packaging capacity
is the limiting factor in each line.
As compared with the committed
fixed costs, the programmed costs are
strategy costs. They can be increased
when management sees the opportunity
to increase marginal income by more
than the added fixed costs of generating
it, or they can be decreased when the
expected decline in marginal income is
forecast to be less than the programmed
JULY 1967

costs saved. This information in periodic reports eliminates the need for
special analyses and reports for planning purposes.
The third section of each contribution report provides management with
the information needed to relate segment contributions to the fixed costs of
the next larger segment. At this point
there will be a temptation to allocate
these common costs as a step toward
measuring segment income. But, as
pointed out in discussing Exhibit 1,
segment incomes are a delusion. They
are worse than useless because they
serve to divert management's attention
away from the significant figures —segment contributions —and toward misleading imputed profit figures.
Contributions by Marketing Segments
Marketing management stands to be
the big gainer when conventional accounting methods are replaced by the
contribution approach. What marketing management sorely needs from the
accountant is a direct relating by marketing segments of the revenues and
costs (past and prospective), unobscured by allocations made to value
inventories.
In part this need is met by statements
showing contributions by product segments. This information will assist marketing management to direct its energies
toward the enhancement of marginal
income rather than sales volume or
meaningless gross profit.
The needs of marketing management
will be met further by a series of contribution reports for various marketing
segments. The segments which will be
recognized for the purpose will depend
on the marketing organization of the
individual company. A statement for
sales territories will be used to illustrate
the similarity with those for product
segments, and the relationship between
product and market statements.
Exhibit S shows a contribution type
11

C o n t r i b u t i o n s by S a l e s T e r r i t o r i e s - - F e r t i l i z e r D i v i s i o n
( A c t u a l vo lu m e a t s t a n d a r d s e l l i n g p r i c e s an d
standard cos ts)
Divisio n
To t a ls
Am t.

Ea s t e rn
%

Am t.

Terr ito r ies
Central
%

Am t.

Wes tern
%

Am t.

%

Net s a l e s
Or ga n ic s

$100,000

$ 50,000

Nitrates

300,000

175, 000

Phosp hates

200,000

Mix e d

600, 000

To t a ls

$1, 200, 000

M a r g i n a l in c o m e
b e f o r e m a r ke t in g

$

804, 000

67

90,000

7.5

$

714, 000

59. 5

$

15, 000

V a r i a b le m arket
M a r g i n a l in c o m e
Dir ect

10 0

40, 000

$ 10,000

75,000

50, 000

40, 000

60, 000

100,000

150, 000

150,000

300,000

$415,000

$

10 0

100

$460,000

10 0

$ 219, 325 67. 5

$288,500

62. 7

9.2

40, 100

8.7

$276,175 66. 5

$ 189,425 58. 3

$248,400

54.0

$

$

$

$296,175 71. 3
20,000

$ 325, 000

4.8

29,900

fix ed co sts

Dis trict

office

5, 000

5, 000

5,000

Pro m o t io n

17,000

5, 000

4, 000

8,000

Tra ve l

13, 000

4, 000

4, 000

5, 000

Wareh ou sing

9, 000

2, 000

To t a l fix e d

$

54, 000

4.5

Te r r it o r y c o n t r ib .

$

660,000

55.5

$

205,000

1 $ 6, 000

3,000
3. 5

$260,175 62.7

$

4,000

16,000

5.0

$ 22, 000

4.8

$ 173,425

53. 3

$226,400

49.2

Divisio n fix ed co sts
Prod uction
P ac kag in g

56,800

Mar ke ting

18, 000

Ad m in is tratio n

43, 000

To t a l d i v i s i o n

$

322, 800

26. 9

Div is io n al con.

$

337,200

28.1

EXHIBIT S

report which can be used to provide
marketing management with the financial data needed to appraise sales territories. The fertilizer division has its own
sales force, operating out of three sales
offices. In order to show the reason for
the different marginal income ratios of
the three territories due to the product
mix, the dollar sales are shown first.
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But the key revenue figures are the
marginal incomes by territories before
deducting any marketing costs.
Standards- Building Blocks
In the management accounting of the
future, standards will be applied more
intensively and extensively than in the
MANAGEMENTACCOUNTING

Va r ia n c e Wo r k s h e et - - F e rt iliz e r D i v i s i o n
Fore cast
Bu d ge t
Net s a l e s

Co n tro l
Bu d ge t

Varian ces
Vo lum e
Mix

Per
Books

$1,000,000

$1,200,000

$1,180,000

32 5 , 0 0 0

39 6 , 0 0 0

39 6 , 0 0 0

71,000

$

67 5 , 0 0 0

80 4 , 0 0 0

78 4 , 0 0 0

129,000

$

60 0 , 0 0 0

$

20 0 ,0 0 0

Price
Cost

($ 2 0 , 0 0 0 )

Dire ct va ria b le coa ts :
Pro d . b p e ck .
M a r . i n c . b e f o r e m kt .
V a r i a b l e m kt.
Ma r g . i n c , s t a n d a r d

75 , 0 0 0

90 , 0 0 0
$

60

M a r g . in c . r a t i o

71 4 , 0 0 0

87,500
$

69 6 , 5 0 0

($ 20 , 0 0 0 )

15. 000
$

114,000

2,500
($ 1 7 , 5 0 0 )

59.5

V a r i a n c e s fr o m s t a n d a r d

$

35 , 7 8 0

M a r g i n a l :in co m e - - ac tu al

$

66 0 , 7 2 0

$

114,000

14,750

$

1,000

(

35 7 8 0 )

(

53 28 0

Dist r ic t o f fice

$

14,000

$

15,000

$

17,000

17,000

18, 500

Tr a ve l

13,000

13,000

14,210

$

25 0

(

1 1 500)

(

1,210)
1.000 )

--

P r o m o t io n

--

Fix e d t e r r i t o r y c o s t s :

Wa r e h o u s in g

8,000

1.000

(

To t a l t e r r i . c o s t

$

52 , 0 0 0

$

54,000

9,000
$

10,000
57,460

$

2,000

(L_1 4 6 0 )

Te rrit o ry c o n t rib .

$

54 8 , 0 0 0

$

66 0 , 0 0 0

$

603,260

$

112,000

$

19 5 , 0 0 0

$

20 5 , 0 0 0

$

22 0 , 0 0 0

$

10, 000

(

56,740

P a c k a g in g

56 , 8 0 0

56,800

61,200

M a r k e t in g

18,000

18,000

24,500

Ad m in is t rat io n

43,000

43,000

43.000

To t . d i v .

in c o m e

Di v i s io n a l co n t r .

--

Pro d u ct io n

--

Div is i o n fix ed co s t s

$

31 2 , 8 0 0

$

32 2 , 8 0 0

$

34 8 , 7 0 0

$

10,000

$

23 5 , 2 0 0

$

33 7 , 2 0 0

$

25 4 , 5 6 0

$

102,000

R e c o n c i li a t i o n :
Fore cast d ivi s io n a l co n t rib u tio n
Add: f a v o r a b l e vo lu m e mix v a r i a n c e
F o r e c a s t f o r a c t u a l vo lu m e
L e s s : Un f a v o r a b l e p r i c e / c o s t v a r i a n c e
Ac t u a l d i v i s i o n a l c o n t r i b u t io n

($ 1 5 , 0 0 0 )
(

4,400)

(

6,500)

(

25 , 90 0

(8 $ 2,640 )

$2 35 , 20 0
102,000
$3 37 , 2 00
82 , 6 4 0
$2 54 , 56 0

EXHIBIT B

past. The reference here is to "standards" rather than "standard costs," because standards will be developed and
utilized for revenues as well as costs,
and cost: standards will be used for all
costs, not just those involved in standard product costing.
JULY 1967

Once all items of cost and revenue
are stated as standards, the various purposes for which accounting data are
used can be integrated. The standards
provide the building blocks for detailed
budgetary planning, the bases from
which variances for control purposes
13

are measured and the means for separating inventoriable from non- inventoriable costs in measuring periodic income.
The worksheet for the fertilizer division shown as Exhibit 6 illustrates the
relationship between standards and
budgets, as well as the development of
variances for exception reporting. The
fertilizer division uses flexible budgets
and has predetermined standards for all
of its costs and revenues. These standards have been applied to the sales
volume forecast for the period to develop the forecast budget shown in the
first column. The same cost and revenue
standards applied to the actual sales
volume have provided the control
budget shown in the second column.
As a result, the differences between
these two budgets, which are carried
over into the column for volume /mix
variances, reflect the effect of volume
on results. The net favorable volume/ mix variance of $102,000 is the result
of three influences: (1) that marginal
income which the higher sales would
have provided had the forecast mix of
products been obtained, (2) the loss in
marginal income because of a poorer
mix of products in terms of marginal
income ratios and (3) the stepped up
allowance at the higher volume for the
semi -fixed costs of district offices and
warehouses, and for production.
Because the forecast and control
budgets have been developed on a d i rect costing basis, with no mixing of
fixed and variable costs, the marginal
income ratios provide a ready means of
separating the $114,000 favorable volume /mix variance into its two parts.
Had the forecast marginal income ratio
of 60% been attained, the $200,000
increase in sales at standard prices
would have increased marginal income
by $120,000. But, because of the ratio
decline by 5/ l0ths of a percent, the
$6,000 unfavorable mix variance ($1,200,000 of sales at .005) reduced the
net gain in marginal income to $114,000.
14

It should be apparent that this measurement —based on comparing forecast
and actual sales volume at standard
.selling prices—could not be made with
accuracy if the actual sales volume had
been stated at the actual prices. Stated
another way, the use of standard selling
prices permits the isolation of a selling
price variance, and prevents price concession from distorting the measurement of the effect of physical volume
and product mix on the results.
The worksheet based on the use of
complete standards clearly illustrates
the relationship between planning (resulting in a forecast budget at forecast
volume) and control (resulting in a
control budget at actual volume) and
the use of standards in tying the two
together. The price /cost or operating
variances, representing the differences
between the control budget and the
book figures, 'are shown in the final
column. They are summary figures and
will need to be detailed in reporting.
Their development on this worksheet
with the volume /mix variance illustrates the usefulness of standards in
making possible a complete explanation
in terms of causes (variances) of th e
differences between forecast and actual
results.
Comparing this worksheet with Exhibit 5 will show that the totals column
(fertilizer division) of the contribution
report by sales territories contains the
same figures and same net result as the
control' budget column of the worksheet. This emphasizes again the point
made earlier that contribution reports,
being used for forward planning, are
stated at standard rather than actual.
The actual contribution of the fertilizer division was $254,560 or $82,640 less than should have resulted from
standard performance at the actual sales
volume. The details of this variance are
shown in the last column of the worksheet. But to include the total variance
at the end of the contribution report or
to apply the individual variances to
each of the standard figures would have
MANAGEMENTACCOUNTING

Performance Report
Western Sales Territory -- Fertilizer Division

Forecast contribution for the period . . . . . . . . . .$227,000
Plus:

Added marginal income from volume

$25,087

Reduced by added costs allowed for:
Sales commissions

$ 1,200

Freight allowance

2,300

District office

300

Warehousing

200

4,000

Net improvement from volume

21,087

Saving in variable cost

Less:

740
$248,827

Unfavorable variances in:
Selling prices

$ 8,500

Product mix

3,587

Programmed costs

570

Net contribution

12,657
$236,170

EXHIBIT 7

detracted from rather than contributed
to the usefulness of the report for planning purposes.
This, of course, assumes that the
standards are current attainable standards ,and that the variances represent
performance fall -downs which should
not be frozen into the planning for the
future. But variances do perform a
vital role in the area of cost control.
One of the strongest features of present -day management accounting is the
use of standards and budgets to control
costs in terms of organizational responsibilities. Future improvements in the
MY 1967

control area are likely to come from
extension and improvement of forecast
techniques rather than from their replacement by other methods.
The assignment of costs (and revenues) by responsibilities is bound to
become more complete and accurate
as the cost allocation crutch is discarded. The classification of costs by
behavior pattern will be improved with
experience and the standards will be
extended to cover revenues as well as
costs. Revenue control, in terms of
measuring by causes the difference between planned and actual revenue, will
15

is

increase the accountant's usefulness to
marketing management.
Some companies are already moving
in the direction of revenue standards
in the form of setting standard product
margins which can be combined with
standard product costs to give standard
prices. Many companies, in effect, set
standard selling prices in the process
of preparing the revenue side of their
forecast budgets, but fail to fully utilize
these prices in developing the variances
needed to explain the difference between planned and actual revenue performance. Once they have taken this
added step, the way will be open to a
whole new area of service to marketing
managers.
The marketing segments of the line
organization such as sales territories
have both a revenue and a cost responsibility, and the two are interrelated. In
marketing, underexpenditures may have
as adverse an effect on net income as
overexpenditures, and overexpenditures
may be justified when the result is a
revenue gain. This explains why it is
helpful in judging marketing performance to consider revenues and costs
together rather than separately.
Once experience in developing and
using such reports is acquired, it should
be possible to drop the distinction between cost and revenue performance,
and develop the report in terms of contribution performance as shown in Exhibit 7. This type of exception reporting
provides marketing management with a
summary of variances from plan by
causes, enabling management to appraise each variance in relation to management's judgment as to the interrelation.
If, in management's judgment, the

price reductions, the shift in mix and
the excess programmed costs were in
large part responsible for the added
sales volume, management may feel
that these unfavorable variances were
well justified. On the other hand, if
management feels that the increased
sales volume is due largely to improved
economic conditions not contemplated
by the forecast, the price concessions,
poorer mix, and higher costs will be
viewed in a different light. Accounting
is not a substitute for management's
judgment, but it can provide a factual
base to which the judgment can be
applied.
Summary
Notwithstanding this lengthy discussion, the key to the management accounting of the future is quite simple —
assignment of all costs and revenues on
a responsibility basis. Once it is recognized that the assignment of costs to
segments on any other basis than segment responsibility destroys the cause
and effect relationship between decisions
and reported results (on which the
validity of accounting reports depends),
the way will be open to the integration
of all accounting techniques into a management- oriented system.
Assigning all costs for planning and
appraisal purposes on the basis of what
was responsible for the cost and all
costs for control on the basis of who
was responsible for the cost leads naturally to full responsibility accounting,
complete direct costing and to contribution reporting. Accounting for all management purposes will be integrated
into a unified whole. When this has
happened, management accounting will
have come of age.

MANAGEMENTACCOUNTING

Direct Costing for Sales Pricing
and Profit Plannin(;
By ] LEONARD L. SHEARER

T

o K E E P a corporation healthy in today's complex economic system requires profit planning, and strict control of expendable capital, inventory
and operating expenses. New and additional tools are needed to help todays'
managers beat the crushing "profit
squeeze."
Controlling costs, preparing budgets
for period costs, and profit planning on
the basis of the capacity that management chooses to maintain are very
complex tasks in a multi - product manufacturing and captive foundry operation.. Recognizing the difference in
behavior between direct costs and
period costs is as important for a job
order shop having facilities in readiness
for use, and an organization for operating the physical facilities and service
to customers, as it is for a process
manufacturer. The one cost that really
is important to management in this
complex economic order of ever changing markets is "future" cost. This is the
direction in which we aimed our entire
effort and after much deliberation and
soul searching, Textile made the deci-

sion to turn to "direct costing" as the
most helpful tool. The first question
naturally asked by the non - accounting
personnel was, "What is direct costing "?
Direct costing is the segregation of costs
between those which vary directly with
volume and those which do not. It is
basic to say that direct costs include:
1. Direct materials which become a part
of the finished product.
2. Direct labor used in converting the
direct materials into a finished product.
3. Direct manufacturing expenses which
vary directly with the units produced;
such as payroll taxes, direct materials
at point of use storage (such as
screws, nuts, bolts, etc.), scrap losses,
re -work necessary to reclaim scrap,
and perishable tools that wear out
with production (such as cutting
tools, oils, etc.)
All other elements of "whole cost,"
are considered fixed expenses of the
period in which they are incurred, and
are not, therefore, related to the units
produced through the application of
burden rates.
Under direct costing, our monthly
reports are on a direct cost basis. Inventory is carried for internal reporting
purposes at direct cost but is converted

LEONARD L. SHEARER, Reading Chapter 1950, is Assistan t to Con tro lle r, Tex tile Ma ch in e Wo rk s, Rea d in g , Pa. Mr.
She are r is a gra du ate o f the Wh arton Ev en in g S ch o ol, University of Pennsylvania, Philadelphia, Pa.
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to "whole cost" for external reporting.
Explain and Convince
In converting to direct costs, the accounting people felt that we were taking
the simple and obvious path by eliminating burden application which was
applied on a machine hour basis, thus
eliminating und er ab sorb ed bur den
problems, which were especially aggravating during our period of conversion to new product lines. By presenting
costs in such a way that management
would be in a position to more effectively price its proprietary products,
and quote highly competitive "contract
manufacturing services" jobs, we felt
that we, as accountants, were rendering
a more effective service to them. It is a
fact, in our organization, that many of
the key non - accounting personnel found
it easier to follow this simple and
direct path of direct costing as compared to the more confusing and complex path of allocations required in
absorption costing.
One of the considerations that the
accounting people had to listen to was
the sales manager's complaint that he
needed the "whole cost." Accounting
had to convince him to take a look and
see how direct costing would help in
the area of pricing and merchandising
decisions. Because direct costing keeps
period or capacity costs separate from
direct or variable costs in accounting
records and reports, the cost for any
volume of production can be figured
quickly. With cost data in this form,
it is relatively easy for management to
understand more clearly, the true price cost- volume relationship, which is the
key to sound merchandising and pricing
decisions.
Some of our sales managers were not
in sympathy with direct costing for
pricing, because they tried to limit their
use to short -term marginal pricing decisions only. This was accompanied with
the theory that for long -range pricing
decisions, allocations of fixed manufacturing costs to products is necessary to
18

make sure that each product is carrying
its fair share of these costs.
Of course, you can debate, as we
accountants did, that there isn't anything like a long -range pricing decision,
especially the way things were changing
within the company and within its markets. However, to satisfy the "whole
cost" school of thought, a schedule was
prepared for all of the production
facilities by machine grouping.
To start out the first element listed
was the direct cost for each machine
group. To the direct costs were added
period costs, specific to each group and
those which were joint, were allocated.
This resulted in a total manufacturing
cost per hour per machine group. By
adding engineering, marketing and general and administrative costs, we arrived
at the equivalent of a "whole cost." To
this was added a normal profit factor,
and a tentative sales price resulted. The
adequacy of these sales prices can now
be measured against the going rate, so
to speak, of our competition. The job
being sought after can also be rated as
to desirability, low scrap content, machining tolerances, easy delivery dates,
quantities involved, risks involved in
new orders, and the possibility of repeat
orders.
One point that becomes quite obvious
in the presentation of direct and variable costs separately from fixed or
period costs, and which warrants some
comment at this time is:
Direct, or conversion costs, as we
accountants like to call them, sometimes are subject to expansion and contraction exactly in relationship to the
quantity of goods produced. It is natural, therefore, to expect that they be
controlled in their day - today relationship to production.
Any and all other costs that did not
move in direct relationship to production were classified as period costs and
are controlled with budgets. These
period costs are those costs that result
from passage of time or are incurred
by managerial decision. We included
MANAGEMENTACCOUNTING

Some of the basic premises around
which were built the company's direct
costing system, and which at first
seemed quite foreign to company personnel thinking, are as follows:
1. There will be no general allocation
or splitting of expenses in either the
direct costs or period expense categories. This means that no allocations of expenses by floor space,
employees, or productive hours will
be made, as had been the case under
absorption accounting.
2. Expenses are reported on a responsibility basis and are not accumulated
on a lower level than the point at
which they can be controlled.
3. Maintenance and /or service departments, by their very nature, are con sidered in the fixed expense category.
Generally speaking, these maintenance and service departments can
charge time against production orders, orders for outside work and
orders for construction of capital

Direct material
Direct labor
Direct manufacturing expense
Total direct costs
Period expenses
Total manufacturing cost
Marketing, engineering & administrative costs
Whole cost
Cost per unit
It is evident that fixed costs do not
change with volume. We are assuming
JULY 1967

Information for Pricing
Since one of the company's chief
concerns in connection with direct
costing was the benefits to be derived
in the field of sales pricing, it was
necessary to establish a criterion for
applying direct costs to pricing problems. Stated very simply, direct costs
are the starting point for working up
price quotations. From that point, it
was up to the accountant to work out
steps that would enable the marketing
department to arrive at proper quoting
figures, so that the company wound up
each fiscal year with all fixed expenses
fully covered by contributions from
sales, and with sufficient margin left
over to yield a satisfactory profit
(Exhibit 0 .
Our manufacturing engineering department estimates jobs by arriving at
hours both direct labor man hours and
machine group hours required to fabricate a product. For all of these groups,
sales prices are established which, as
you can see, provide adequate reimbursement for the work involved. Applying the simulated rates in Exhibit 1,
total costs for individual jobs can be
arrived at as follows:
10,000 units

20,000 units

2,500
5,000

5,000
10,000

$

Our Direct Costing System

items. However, all other charges are
considered fixed within the department and division, and are the responsibility of the supervising foreman and division manager.

$

those costs that are commonly considered semi- variable as well as those that
are considered fixed. Included are depreciation, property taxes, insurance,
supervision, wages of non - incentive
personnel (e.g., inspectors, job setters,
leaders), fringe benefits, engineering,
marketing and service expenses together
with ,general and administrative expenses.

2,500
10,000
17,000
27,000

5,000
20,000
17,000
37,000

7,000
34,000
3.40

7,000
44,000
2.20

that we have the capacity to handle the
maximum amount required without
19

6

4

tions and period expense budgets enable management to:
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1. Plot a mou nts requ ired to cover fixed
expenses a nd profit elements.
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2. Plot the contribu tion expected from
forecasted sales of products for the
coming yea r.
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The sales forecasts for the six month
period ahead are reviewed, and adjusted if necessary, each month. From
this information, planning, purchasing
and manufacturing are constantly
brought up to date with the sales requirements. Profit and loss projections
and budgets are usually frozen for a
six month period, unless something
drastic occurs in any one market, which
invalidates the present figures used in
the calculations of projections.
The vice - president in charge of marketing has statistics available which
show:

"

a
F

compa ny.

N l

b

h

3. Determine the contribu tion to be
realized from any one product or
division as part of the total for the

n

u

m
v°m p
hAm
Q

W

9

F

O

O

w

¢

A

O

b

0

c

u
4

0

a
m
° C
0

— N u m b e r of outside jobs qu oted and
contribu tion expected.

g a s

t
Nu

C
M

u

p

M

O

M

O

H

9

U

h
O

O
N

M
E

rv t NCi

M

ry 41
N

N

a

M M
P N V

T

M

D

0
d

0

O

H

O

O

O

h
M

h
M

O
M

h
M

h
M

M M M

w

0 0 m
0

u o

W

Mm

v

T

do oIrvEF olyE

olyE.

EXHIBIT t

adding any expenses in the fixed category.
Sales forecasts, contribution projec20

— Number of actual orders received,
and contribution expected.
— Am ou nt of contribu tion to be received from forecasted sales of proprieta ry products.
By mai nt a ining a contr ol of t he contrib u ti ons re qu ir ed fr o m ou tsid e wo r k ;
th e co n t r i bu t i o n s c o n n e c t e d wi th o u t st a n di n g qu o ta t i on s; a n d th e co n t r i b u -

tions expected from orders received;
marketing can see a constantly moving
and up -to -date relationship of expected
contributions as. projected, and contributions available from orders on hand
and orders available. With this information available:
1. Ma rk eting knows the pricing objective available for quoting ea ch specific order or job.
2. They k now wha t contribu tion will be
received a nd wha t will happen to the
fixe d ex pen se p ool if the y qu ote for
MANAGEMENT ACCOUNTING

CONTRIBUTION STATEMENT BY DIVISION
De c e mb e r , 19 6 6
Total
69 7 0

%
100

Direct cost of sales and
produce expenses
Variances
Interdivisional transfers

37 8 4
I95

54
3

NET CONTRIBUTION

-2991

NE7' SALES

Division A
Tot al
%
3799
100

2299
100

Divis ion B
Total
%
1472
100

61
3

Division C
Total
%
16 99
100

70 0

47

765

46

3
2
48

50
(57)
92 1

3
(3)
54

13
4

241

14

43

30
1370

36

45
27
70 0

14
3

51 8
134

13
4

18 5
50

4

175

5

45

25

97 7

26

75

PERIOD EXPENSES
94 4

Manufacturing
Engineering S development
Marketing
Depreciation

234
27 5
1758

Total periods
Di v i s i o na l co nt r i but i o n to
, j o i n t p e r i o d s and p r o f i t

1233

18

39 3

10

3

50
55

3
3

5

80

5

35 5

25

426

25

345

23

49 5

29

JOIN T PERIO DS
Plant engr . d maintenance
Employee relations
Fringe benefits
G d A
Non - operating

97
94
29 7

Provision for taxes

172
100
76 0
473
23 6

NET PROFIT
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PROFIT BEFORE TAXES

11
7
3
3

EXHIBIT 2
CONT RIBU TIO N ST ATE MENT BY PRO DUC T - DIV ISIO N A
De c e mb e r , 1 9 6 6
To ta l

Pro duc t A
To t a l
%

%

Pr od uc t B
To ta l
%

Pr od uc t C
To ta l
%

Pro du ct D
To ta l
%

NET SALES

37 99

100

1718

100

82 7

100

295

100

959

100

Direct cost of sal es and
produc t exp enses
Va r i a n c e s
Inter divi sion al t rans fers

2299
100
30

61
3

1027
30
10

60
2

485
15
5

59
2

132
20
10

45
7
3

655
35
5

66
4

NET CO NTRIB UTION

1370

36

65 1

38

322

39

133

45

264

28

Manufac turing
Engi neer ing 6 d eve lopm ent
M a r � e t i n,g
Depre cia ti on
Tota l p eri ods

518
134
17 5
150
977

13
4
5
4
26

252
44
89
60
44 5

15
3
5
3
26

110
30
28
20
186

13
4
3
3
23

40
14
14
20
88

14
5
4
7
30

116
46
44
50
256

12
5
5
5
27

Div isi ona l c ont rib uti on to
joi nt per iod s a nd pro fit

393

10

20 6

12

134

16

45

15

8

1

,

PER IOD EX PEN SES

EXHIBIT 3

any pa rticu lar level, a nd the order is
su bsequ ently received a t tha t price.
Ex h ib i t 2 sh o ws the co n t ri b u ti o n of
th re e sim u l a t ed div isi ons a n d th e c o n tr i b u t i o n t o j o i n t p e r i o d s fo r e a c h d i v i -

Sion. It sh o ws a t a n i m m e d i a t e gl a n ce

which division is making a satisfactory
contribution to the total company effort.
Exhibit 3 shows which simulated
product line within a division, is carry 21

,

ing its own share of the load. Those
products which do not carry their
proportionate share of the load are
looked at with a critical eye. Eventually
either the results must be bettered, or

represented by the solid line; the direct
cost of sales represented by the broken
the product eliminated from the line as
an unsatisfactory marginal product.
Exhibit 4 shows the sales each month,

bar; and the period expenses relative
to that product represented by the
solid bar. Profit to sales, charted at the
top is represented by the narrow bar.
Having knowledge of all of this information, management can now measure intelligently the price- cost - volume
relationship of each product, division,
and the company as a whole.
One final comment in connection
with quoting jobs under direct costing
might be appropriate here. There will
be occasions, particularly when quoting
sizable jobs, where special considerations will be required in connection
with period expenses. For example: (1)
a large job may require additional
supervision and excessive inspection
and (2) a large government contract
may require additional inspections or
additional capital equipment. In addition to the direct costs, all quotations
should include provisions for such increases in period expenses where applicable.
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Conclusion
Certainly it should be apparent that
costs of any type do not necessarily
determine the price to be quoted. On
the other hand, direct costs must certainly be considered so as to determine
whether a particular price will be remunerative or not. Most important,
however, we must learn to look for
contributions from orders received. It
is not important that one order on a
total cost basis, as we know it, shows
a profit while another shows a loss. Our
interest is in the whole. Did the company, at the end of a period, make an
overall net profit?
We must realize too, that no one
product line or division can yield a net
profit. The profit again belongs to the
company as a whole. Each job, product
line and division contributes to the
total income earned which in turn pays
the fixed overhead of the company and
yields a net profit.

23

Responsibility Reporting of Return on Investment
B y R O B E R T B . COOKE

T

HIS ARTICLE discusses important

considerations in reporting actual
return on investment as it relates to
budget in a company interested in responsibility reporting. Net profit as a
percent of average assets ( net of depre-

ciation) `is used as an example. This is a
popular index and is simplest to illustrate; the concepts apply to other forms
of return on investment. In the last section of the article a particular reporting
format is presented which can be used
to give proper emphasis to asset variances from budget and their effect on
return on assets.

RESPONSIBILITY REPORTING OF PROFIT

Assignment of Responsibility
The first step in a responsibility reporting system is to assign responsibility.
Do not assume that this has previously
been satisfactorily completed. Organization charts may exist, but this usually
does not mean that specific responsibility for each financial result has been
assigned.
First, a complete set of up -to -date
organization charts should be assembled.
These must reflect how things are actually done. These charts should be
reviewed in relation to financial transactions to establish specific responsibilities. When adequately prepared, the
organization chart is one of the most
important tools available to the accountant in his daily work in a responsibility oriented company.
Accounting System
The second major step in establishing

responsibility reporting is to review the
accounting classification system. The
ideal system would be one in which
each account can be solely the responsibility of one manager. This ideal cannot be achieved, but the necessary
results can be accomplished in conjunction with the budget system, as will be
shown later.
The department classifications can,
and must, coincide with the organizational structure. The content of expense
categories within a department should
be reviewed to assure that items are being charged to the manager responsible.
Budget System
In virtually every business it is impossible to have meaningful responsibility reporting without an appropriate
budget system. The budget serves two
basic purposes —both essential to a responsibility oriented reporting system.

ROBERT B. COOKE, New Haven Chapter (Nashville
1960), is Controller, Arms and Ammu n itio n Operations,
Winchester- Western Division, Olin Mathieson Chemical
Co rp ., Ne w Ha ve n , Co n n . Mr. Co o k e re c e iv e d h is B.S . a n d
M. A . degrees from the Ohio State University, Co lu mb us,
Ohio. He is a previous contributor to MANAGEMENT ACCOUNTING.
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First, the budget is an objective which
It is also essential to budget variable
serves as a measure of what is satisfac- costs separately which permits proper
tory performance. Second, the budget evaluation of manufacturing cost perserves to define responsibilities not ade- formance at volume levels other than
quately defined by the accounting for
those budgeted. As volume increases
actual financial results; for example, a
the manufacturing budget should inflexible budget separates manufacturing crease in a predetermined manner (the
costs between volume (Marketing re- increase being attributed to Marketing
sponsibility) and cost performance
volume); any remaining variance of
(Manufacturing responsibility). This
actual costs from budget is cost perwill be discussed later in this section.
formance (Manufacturing responsibilA prime characteristic of the budget
ity). It is important that the factors
is that it represents a commitment on
used to develop budgeted variable cost
the part of the manager responsible. It
in Cost of Sales be identical to those
is therefore desirable that each manager
used to develop variable manufacturing
prepare his own budget, and certainly budgets.
he must commit himself to it in any
event. The accountant can be very help- Analysis of Variance
ful in two important roles: (1) advising
Each month the actual financial reand assisting the manager to prepare sults can be compared with the budget
the budget and (2) reviewing the pro- to identify variances by responsibility.
Many variances can be readily identified
posed budget carefully and pointing out
items which should have close manage- to responsible managers since the actual
and budget classification system indiment attention.
cates responsibility. Other variances
The budget should cover each of the
items making up the profit or loss state- will represent a mixed responsibility
and will require statistical analysis
ment in sufficient monthly detail to
based on budgeted factors to establish
serve as an effective control tool. This
responsibility.
includes unit volumes by product, selling prices, each element of manufacturSometimes the variance can be at
ing costs, distribution costs, etc. To least partially analyzed by examining
permit evaluation of actual volume per- variance from standard cost (providing
formance against budget (Marketing the standard cost is based on the budget
responsibility) it is essential that the data). In that instance the budget has
budget identify variable margin or profit
been partially recognized in the actual
contribution for each product. This re- data —by separation of standard (equal
quires that budgeted cost of sales be to budget) and nonstandard or variance.
separated between variable and fixed
Organized analysis of actual and
costs. Gross margin cannot be used as
budget detail in a responsibility oriented
a profit index of volume performance. system with variable budgets will permit
Instead the profit contribution — revenue identification of all variances by cause
less variable costs —must be used.
and therefore by responsibility.
RESPONSIBILITY REPORTING OF ASSETS
Responsibility reporting of assets
follows the same concepts as with profit
— assignment of responsibility, responsibility oriented accounting system, appropriate budgets and analysis. Specific
techniques are discussed below by type
of asset.
JULY 1967

Cash and Receivables
Cash, or investments in lieu of cash,
in a corporation is a function of cash
flow resulting from changes in other
assets and liabilities, or from profits or
depreciation during the period. Respon25

sibility for cash levels in that situation
can best be determined by identifying
responsibility for each of these changes.
Cash levels in many divisions of corporations are fixed by policy since cash
is transferred to or from the corporate
office as required. Responsibility for
cash in that situation can usually be
assigned to the department responsible
for making those transfers.
Receivables should be budgeted at
appropriate relationships to sales volume, and variances will be due primarily to changes in volume (Marketing responsibility). Changes in customers' terms can also affect receivable
levels but this change can be identified
to the responsible department. Change
in customer's payment patterns or customer delinquencies will affect receivable levels and responsibility should be
assigned (e.g. credit department).
Inventories
Inventories should be budgeted in
relation to budgeted production or sales
volume, or in some minor accounts on
a fixed basis.
Finished goods will be determined by
the interrelationship between budgeted
sales and production. Actual finished
goods will deviate from budget due to:
—Scheduled changes in sales and production.

—Unscheduled changes in sales (Marketing responsibility).
— Unscheduled changes in production
(Manufacturing responsibility).
As the scheduled changes in sales or
production result primarily from revised
volume outlook, responsibility can usually be ascribed to Marketing.
Work -in- process and raw material
inventories should be budgeted based
on planned lead times and safety stocks,
and should be applied to budgeted production schedules. Approved changes in
production schedule should result in a
recomputation of budgeted inventory
with the difference being the responsibility of Marketing which caused the
change in sales volume and therefore
the resulting change in production
schedule. Any remaining variance of
actual inventory from budget results
from changes in lead time or safety
stocks and is the responsibility of
Manufacturing.
Real Property and Equipment
Normally these assets are the responsibility of Manufacturing. However,
there may be instances in which a major
change in sales volume has caused a
change in property asset levels. Asset
variances from such programs can be
assigned to the department causing the
change (in the case of sales volume —
Marketing).

RESPONSIBILITY REPORTING OF RETURN ON ASSETS
We have discussed the principles of
responsibility reporting of profit. We
then saw the same concepts applied to
reporting of assets. These two elements
are the numerator and denominator of
the ratio which represents return on
assets. Therefore, return on assets can
be analyzed by responsibility by bringing together the methods presented in
those earlier sections. We are ready to
discuss ways of presenting the results.
"Profit Equivalent" Reporting
Most companies which are using re26

turn on assets as an index are interested
in the expected final return on assets for
the year when it is completed. The management constantly attempts to translate current profit or asset variances
into effect on year -end return on assets.
One means of showing this effect is
to forecast profit and asset levels for the
remainder of the year each month and
to compute the resulting return. This is,
of course, only of help to companies
which wish to make a forecast each
month, and even then mixes future
projections with past results and may
MANAGEMENTACCOUNTING
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$12,000

$1,000
12% (1%

Raw
variance
$(400)

—

Profit
equivalent
$(4)

5

5

I
100

1
$

-

-

The favorable answer indicates that
the budget return on assets will be exceeded —the effect on the budgeted return can be approximated by dividing

1,100

1,000
1,000
1,000
900
900
900
900
1,000

In the example, the return is 12% per
ye ar or I% per month. An increase in
any one month of assets by $600 will
affect the average assets by $50 ($600
12) and will require a $6 ($50 x
12% ) increase in profit to maintain the
12% annual rate of return. Thus $600
of assets for one month is equivalent to
$6 of profit -1 %. This is true in January, August or any month —the answer
is not affected by which month is involved.
With the above example as a budget,
let us examine some examples of variances and their financial effects. Assume in January that assets are $1,400
—$400 over budget, and that profit was
$15—five dollars over budget. Further
assume that assets in August were $800
—$100 under budget, and that there
were no other variances during the
year. Under these circumstances the
actual return on assets for the year
would be 12.2 % -0.2% over budget.
This variance can be analyzed as follows:

-

-

-

January Asset variance
Profit variance
Net
August Asset variance
Net for the year

April
15
May
10
June
10
July
10
August
5
September
5
October
5
November
5
December
10
$120
Total year
Average
Returns $120
$1,000
per month)
_

conceal the specific effects of past results.
One reporting method, known as the
"Profit ]Equivalent of Asset Variances,"
is particularly useful. It is based on the
following:
I. A profit dollar, regardless of the
month in which earned, is a dollar at
the end of the year.
2. An. asset dollar at the end of any
month, regardless of which month,
divided by 12 is an average asset
dollar for the year.
I The budgeted return on assets for
the year serves as a constant desired
relationship of profit to assets
throughout the year.
From 2 and 3 above we find that an
asset dollar in any one month when
divided by 12 and multiplied by the
budgeted annual return is equal to one
profit dollar in terms of effect on return
on assets for the total year.
Here is an example using 12% pretax return on assets (6.2% after tax)
as the budget for the year, i.e., I% p er
month. In other words, 100 asset dollars
for one month equal one profit dollar.
Therefore, any asset variance for a
given month times 1% will be the
"profit equivalent" or will represent the
same effect on total year return on
assets as one pre -tax profit dollar. An
example:
Pre -tax
profit
Assets
January
$ 10
$ 1,000
15
1,100
February
March
20
1,200

2

the $2 by the budgeted assets for the
average year —$2 divided by $1,000
equals 0.2 %.
The profit equivalent, once computed
27

for a particular month, stays firm; the
year to date is determined by adding
the most recent month to the previous
year to date without any need for recomputing earlier months. This can be
seen from the summary shown above
where the net profit equivalent variance
of $1 for January remains as the year
to date figure until August when the
additional $1 variance changes the year
to date to $2 where it remains for the
balance of the year.

Suggested Reporting Format
A suggested format for reporting
profit variances and profit equivalent of
asset variances is presented in Exhibit 1.
The stub is identified by responsibility.
The first column under April and under
year -to -Date, "Profit ", reflects pre -tax
profit variances for each responsibility
(volume under Marketing; cost per formance under Manufacturing, etc.)
adding up to the total profit variance of
$5 favorable for April.

Pre -tax Profit and Asset (Profit Equivalent) Variances
1966 Actual vs. Budget
Profit
Actual

$ 20

Budget

15

Variance

$

April
Assets*
$

Total

Year -to -Date
Profit Assets* Total

$

$

50

$

$

$( 3)

$(13)

60

5

$( 2)

$

3

$(10)

Analysis of Variance

2)

Expense

$

1

(

1)
7

$

Total Marketing

$( 2 )

$

3

1)

( 4)

1)

( 3)

5

$( 3 )
2

-

7

$

(

(

Military Sales

$( 3)

(

10

$

Commercial Sales

$

Marketing:

( 2)
( 3)

$( 4)

$( 1 )

$( 5)

$(10)

$( 5 )

$(15)

Manufacturing:

Finance

1
(

Administration

$

Total Company

2)
1

General Manager

5

$(11)

1

2

1

2

( 3)
$( 3)

$(14)
2

-

1

$( 4)

4

2
-

Engineering

$( 1 )

2

2)

( 1)

( 1)
-

$( 3)

( 3)

(

Total Manufacturing

2

2)

(

2)

3

2

$(

1

2

2)

3

$

Staff Departments

$( 5)

-

1
(

Plant B

$( 3 )

-

$( 2)

-

Plant A

2

$(10)

1
$( 3 )

3

$(13)

*Profit Equivalent ( 1 % per Month) of Asset Variance.
EXHIBIT 1
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In the second column of each period,
"Assets ", the profit equivalent of asset
variances are shown. These variances
are read as having the same effect on
total year return on assets as an equal
amount of profit variance. Of course,
increases in assets are unfavorable while
increases in profit are favorable to return on assets.
The third column in each period is
shown to total the impact on return on
assets. A net figure which is favorable
indicates an improvement in return on
assets over budget; an unfavorable number, in parentheses, indicates a deterioration in return. Each manager can compare effects on profit and equivalent
assets in making operating decisions. A
cost increase may result in an offsetting
asset decrease which will improve return on assets.
In a company without preconceived
needs for profit reporting it would even
be possible to regard the profit equivalent of asset variances as rent or a usage
charge for extra assets (based on the
12% annual rate) and to eliminate the
first and second column, leaving the
third column as a measure of combined
profit and asset performance.
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The data in Exhibit 1 could be presented in terms of percentage points
effect on annual return on assets. Mathematically this would work equally well.
However, in terms of management
presentation it may not be as desirable
for two reasons:
Most managers are more used to
dealing with dollar amounts and are
more at home with figures expressed
that way.
The variance amounts would be less
impressive. A variance expressed as
0.02% may not have the same impact as $10,000 even though it may
be the equivalent.
Summary
Analysis of profit variances by responsibility is an accepted method of
management reporting. It is important
that sound concepts be followed in
budgeting and accounting for profits to
achieve the best results.
Responsibility reporting of asset variances is equally important in companies
interested in maximizing return on investment. The use of profit equivalent
of asset variances is a useful tool in
responsibility reporting based on return
on assets.
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The Financial Report of the Diversified Enterprise
B y Le o p o l d S c h n e h n e r *

diversification became an
acknowledged accounting topic in
1966, when the Securities and Exchange
Commission expressed concern as to
the effect that diversification may have
on accountability.
What is diversification? What is its
purpose? A knowledge of some of the
management problems in this area will
be helpful to a better understanding of
the accounting issues and will enable
one to deal more effectively with them.
NDUSTRIAL

I

The wisdom of diversification is
rooted in change. Changes in external
conditions may offer profitable opportunities for new investment outside
present product lines. Diversification
may be indicated even if existing product- markets do not become less profitable, as long as their expansion would
be less profitable than other investments
within the company's productive opportunity. Changes in internal conditions
may also encourage diversification,
namely, changes in the productive services and knowledge within the company.
Diversification implies expansion and
growth. Growth is implicit in the very
act of diversification, since new activities are being entered into and old ones
are not terminated. Yet more than that,
the primary objective of diversification
is growth. Diversification is primarily
a policy for growth.
Closely related to the growth motive
is the objective to protect the company
against unforeseen adverse changes in
the demand for existing products. Diversification may be sought as a kind
of hedge. A company may thus attempt
to enter new production and market
* Ph.D., Assistant Professor, The City College, Bernard M. Baruch School of Business
and Public Administration, New York, N.Y.
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areas in order to increase its exposure
to favorable opportunities. Although it
is a flexibility objective, it could not be
distinguished in practice from the general growth objective. Diversification of
this nature involves planning for the
unknown.
A company may also want to diversify in order to attain cyclical stability,
if its product line is subject to cyclical
fluctuations. Empirical evidence shows,
however, that the stability objective is
merely a subdivision of the primary
growth objective. Management will
usually seek further expansion in its
cyclical industry, but will also look for
growth in another industry which is not
characterized by periodic underutilization of resources and fluctuation in
earnings.
Finally, management may want to
diversify if it expects a permanent impairment of demand for its product
line. Though the strategy in such case
becomes defensive and remedial in nature, it is still a matter of expansion.
Entry into a new industry would usually
not be accomplished by a substantial
cut in the manufacture of existing
products.
The Need for Product -Line Breakdown
The financial statements as we know
them today have developed largely in
the period of specialized industrial
enterprise. For the specialized firm then,
as for the nondiversified firm now,
these statements are in effect a report
on a single product line. It would appear therefore that mere maintenance
of established standards would require
the diversified firm to render an accounting by product line. This would
equalize the reporting quality of the
diversified company with its nondiverMANAGEMENTACCOUNTING

sified neighbor. The public needs such
a report to make orderly and methodic
decisions for investing in the nation's
enterprises.
It is true that diversified companies
usually comment on their individual
product lines in their operating reviews
and other narrative materials. Narrative
reporting does not lend itself, however,
to precise interpretation. It is much too
vague and is therefore not suited for
reaching definitive conclusions.
There is also another dimension to
this issue. Some are inclined to say
that, since product line figures are so
vital, it is inconceivable that stock
prices were ever set without reference
to them. This would imply, of course,
that important stockholders or brokerage houses somehow do get the figures.
Corporations can gain a great deal
from sophisticated and meaningful financial reporting. In a survey of financial public relations activities in 183
companies, 91 percent placed a very
important rating on the objective, "to
meet our fiduciary responsibilities by
reporting the facts to the owners."
Management believed that freedom to
do their job rested on the stockholders'
confidence in their integrity which is
showy, by the manner in which they account for their activities. One in three
companies in the survey accorded
primary importance to developing
sources of capital, to build a market
for new security offerings.'
In brief, a given corporation must
compete for the investor's favor with
all other issuers of corporate securities.
Inadequate reporting by a corporation
would tend to cause investors to ascribe
to its shares less than their true value.
A little thought will demonstrate that
the omission of product -line breakdowns
in financial statements will indeed tend
to have an adverse effect on the market
value of the shares of the diversified
' L e Baron Russel Foster, Telling the Company's Financial Story, New York, Financial
Executives Research Foundation, 1964, pp. 4-9.
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company. The unclassified income
statement spreads total earnings of the
enterprise over all its diversified operations. The contribution that given
product lines make to net income may
fluctuate very widely. Some may realize
losses in certain years —with overall
earnings positive, even sizable. Accordingly, to the extent that stock prices
are determined by earnings per share,
the unprofitable industries may make
little contribution, no contribution, or
a negative contribution to the market
value of the shares.
Now, temporarily unprofitable product lines obviously possess some value
(fluctuations in earnings are not uncommon); the resources committed to
them may be considerable. Yet, with an
unclassified balance sheet and income
statement, the financial market would
be precluded from making an adjustment in the price of the shares.
The reason most often advanced
against product -line breakdowns is that
it may result in a competitive disadvantage. Information is said to be withheld
in order to protect the profit position
of the company and is therefore in the
stockholders interest. The validity of
this argument has been widely questioned. It was pointed out extensively
that competitors, generally, already
know a great deal about each other.
Many financial analysts have in fact
found that competition is an excellent
source for obtaining withheld operating
data.
Disclosure in Supplementary Schedules
Product line breakdowns in financial
statements are best handled by means
of two supplementary schedules. One
schedule would be devoted to an analysis of assets by product line, while the
other schedule would be concerned with
the analysis of the income statement by
product line. The schedules would be
titled accordingly.
Any facet of business activity which
is desirable to analyze may be designated an accounting entity for the
31

purpose of collecting and reporting
accounting information. A product line
sector may represent such an entity and
may encompass several divisions. Analysis will be successful, if each product
sector is as independent as possible of
operations elsewhere in the company.
Some degree of relationship among
product line sectors is, of course, expected to exist, with each sector contributing something to the others.
Various services and activities may be
performed centrally. In addition, there
may be some intermediate - product
transfers between sectors. It should be
emphasized, that product transfers are
less important for product line accounting than for divisional accounting.
Transfer pricing for management accounting purposes is concerned with
the motivation aspect of pricing. It is
expected to prompt the divisions to act
in a manner which is conducive to the
success of the company as a whole. External accounting is not concerned with
the motivation feature of pricing. This,
in conjunction with the fact that transfers between product sectors are not expected to be significant, takes much of
the weight and complexity out of the
transfer pricing problem. If a sector's
shipments to other sectors were to constitute a substantial part of its output,
and market prices were not reliably
available, the supplying sector would
have to be combined with its most significant transferee sector.
Product line accounting will require
a general sector as a separate entity.
This sector may account for new prod-
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uct line ventures, if they are not
material. The general sector will occupy
a separate column in both schedules,
just like each product sector.
Shared fixed assets, which could not
be attributed to product sectors on an
incremental basis, would be accounted
for by the general sector. Cash, marketable securities, investments in government obligations, and minority interests
in other companies would also be held
by the general sector. Accounts receivable would be distributed to the originating sectors, even if centrally held.
Revenues and losses generated by
assets held by the general sector would
be attributed to that sector only. Thus
dividends and interest on investments
and gains or losses on the sale of central
office buildings would be general sector
items.
Incremental central expenses would
be distributed to the product sectors by
type of expense, such as research and
development, depreciation, advertising,
income taxes, etc. These would be combined on the schedule with the sectors
own expenses of the given type. Central
expenses which are not incremental
would be allocated to the product sectors and to the general sector. These
would be shown in the schedule on a
separate line as allocated central expenses in order to avoid misinterpretation.
Presentation of supplementary product line schedules appears to pose no
major difficulty. Financial reports are
much more limited in scope than managerial reports.
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Should You File a Consolidated Return— Revisited
than minor clarifications and revisions.
What has occurred is a complete overhaul of the consolidated return regulations from beginning to end.
The overhaul of the regulations was
A X P A Y E R S that form an affiliated
undertaken in an attempt to simplify
1 group having the right to file a conthe existing regulations. Another pursolidated Federal income tax return
pose, of course, was to remove inequimust very soon now face up to the ques- ties and loopholes. Further, throughout
tion of whether the group should elect
the new regulations, an effort has been
to commence or continue consolidated
made to more closely conform confiling. This question has been placed in solidated income tax reporting with
special prominence by the issuance in consolidated reporting for financial
final form in September and December.
statement purposes.
of 19615 of new consolidated return
The primary goal of clarification and
regulations.
simplification has been achieved. The
The issuance of these new consoli- new regulations are simpler in construcdated regulations is one of the most
tion, more logical in organization and
significant tax developments of recent
to a great extent, because of the adyears. Significant because the changes dition of a number of examples, they
which have been made in the course
are much easier to understand than the
of their issuance amount to much more
old regulations. The old regulations
By W I LLI AM E. NEUHAUSER
nu d DALLAS H . B RA DF OR D

T

WILLIAM E. NEUHAUSER, CPA, is the Partner in charge
o f th e ta x d e p a rtme n t o f Arth u r An d e rse n & Co ., Lo s A n geles, Calif.

DALLAS H. BRADFORD is a Senio r Acc ountant in the tax
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were somewhat akin to "the house that
Jack built "; they resulted from a myriad
of uncoordinated attempts to close
loopholes and remove inequities, while
at the same time providing for changes
in the law.
As might be expected because of this
major revision of the regulations, the
Treasury Department has given permission to those affiliated groups which
had previously elected to file consolidated returns to terminate this election.'
It is essential, therefore, that affiliated
groups which have generally followed
the practice of filing consolidated returns reevaluate this decision in the
light of the new rules. By the same
token, it is equally important that affiliated groups which have not previously availed themselves of the consolidated return privilege also review
their decision and the effect which the
new consolidated return regulations
might have on it.
No decision regarding the filing of
consolidated returns should be made
before the new regulations are thor-

oughly read and understood. This article is not intended as an easy substitute
for the reading of these regulations. If it
achieves its purpose, it will serve only
as an introduction to the regulations; it
should not be relied on for more than
this.
The reader must keep in mind that
the regulations under most sections of
the Internal Revenue Code are merely
the Commissioner's interpretation of
the statute and on occasion are held to
be invalid by the courts. In the consolidated return area, however, the
regulations are tantamount to law inasmuch as the Commissioner is authorized
by the Code to prescribe definitive
regulations."
The purpose of this paper will be to
point out some of the basic advantages
resulting from consolidated filing, the
disadvantages of consolidated filing,
and the changes brought about by the
new regulations which must now enter
into the consideration of relative advantages and disadvantages.

ADVANTAGES OF A CONSOLIDATED RETURN
Current Year's Losses
One of the most important advantages of consolidated filing is that current losses sustained by one member of
the group may be used to offset current
income of other members of the group.3
This advantage is basically unaltered by
the new regulations.
In the event the current year's loss
of a subsidiary creates a consolidated
net operating loss, the excess may be
used as a carryback or carryforward
against consolidated income of other
years.' If the loss corporation was not
in existence in prior separate return
years, the loss may be carried back to
'Technical Information Release 769, October
1, 1965.
'I.R.C. Sec. 1502.
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the "equivalent separate return year,"
provided that the loss member was a
member of the group immediately after
its organization.5 This provision is new.
Reg. Sec. 1.1502-79(a)(2) originally
proposed that current net operating
losses attribute to a subsidiary not
in existence in prior separate return
years could be carried back to the
equivalent separate return year of t he
common parent corporation. As finally
adopted, however, the phrase "of the
common parent" was deleted. As a result of this deletion, it is unclear
whether such losses are to be carried
back against the separate return income
aReg. Sec. 1. 1502 -11(a)
*Reg. Sec. 1. 1502 -21(b)
"Reg. Sec. 1. 1502- 79(a)(2).
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of anv member of the affiliated group
or only to the member of the affiliated
group which originally formed the loss
corporation.
Prior Years' Losses
An important issue when discussing
consolidated income tax returns and
net operating losses is the availability
of prior separate return losses in a
current year's consolidated return. The
new regulations have continued and
expanded the rule originally announced
in TD 6813 relating to the carryover
of net operating losses. That is, there
will be no limitation on the carryover
of the loss from separate return years
if the corporation having the loss was
a member of the affiliated group for
each day of that separate return year.e
The rule makes sense; after all, losses
experienced by a group dur in g a consolidated return period become part of
a consolidated loss carryover. Why
should this be any different merely because the group, in the year in which
one or more of its members had a loss,
did not file a consolidated return?
Obviously, there is no practical difference. The regulations now recognize
that the loss belongs to the group and
should be available for carryover.
Unfortunately, there is one exception
to this otherwise very sensible rule.
That is, if the affiliated group elected
multiple surtax exemptions in the separate return year, the loss carryover
will be subject to limitation? (the limitation generally being that the carryover from a separate return year can
be availed of in a consolidated return
only to the extent of the income of the
corporation having the carryover 8 ) .
The reason for this restriction is
somewhat of a mystery, since the use
of multiple surtax exemptions carries

with it its own penalty. Of course, if
the use of a carryover from a separate
return year without limitation is important, previously made multiple surtax exemption elections can be revoked.e
Although the new regulations have
somewhat tightened the rules regarding
loss carryovers, it may be a relief to
some to know that it is still possible for
a group having a consolidated loss to
acquire profitable subsidiaries and offset those losses against the future profits
of the subsidiaries.
Losses in Excess of Basis
The consolidated return regulations
have long contained a provision that an
operating loss which could not be
availed of by a subsidiary on a separate
return basis and which therefore was
used to shelter the income of a parent
corporation during a consolidated return year, would reduce the parent's
basis in the stock and indebtedness of
the subsidiary. The new regulations retain this provision; however, the reduction is limited to the parent's basis in
the stock of the subsidiary.io
Under the old regulations, losses of
a subsidiary availed of by a parent
during a consolidated return period in
excess of the parent's basis in the stock
and indebtedness of the subsidiary went
unaccounted for. Under the new regulations, losses in excess of the basis in
the stock must be accumulated in an
"excess loss account." Furthermore, this
excess loss account is included in the
income of the parent at the point at
which the stock of the subsidiary is
sold, or in the event the group ceases
to file a consolidated return, in the
event the particular subsidiary or parent
leaves the affiliated group, and upon the
occurrence of certain other events."

'Re g. Sec. 1. 1502 -1( f)

'I .R.C . Se c. 156 2( e ) .

'Re g. Se c. 1. 1502 -1(f) (2)

10

°Re g. Se c. 1. 1502 -21(c) ( 2)
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Re g. Sec. 1. 1502- 32(a).
"R e g. Se c. 1. 1502 -19(b) (2).
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The following example will illustrate this provision:
Acquisition price of subsidiary's stock
Less — Current net operating loss of subsidiary
fully utilized in the consolidated return
Excess loss account
Sales price of stock (to unrelated third party)
Gain on sale

$ 25,000
(40,000)
$(15,000)
10,000
$ 25,000

tax attributes remain basically unThe gain on the sale of the stock
shall be treated as capital gain unless changed by the new regulations, it is
at the time of the disposition the sub- perhaps appropriate to review what may
be accomplished in this area by considiary is insolvent as defined in the
regulations, in which case the income solidated filing.
The investment tax credit is limited
will be treated as ordinary income to
by the amount of corporate taxable inthe extent of the insolvency.1
In the example just discussed, the come. In a consolidated return year,
$40,000 current net operating loss is the investment tax credit limitation is
based on consolidated taxable income.15
fully deductible under both the old and
the new regulations. However, under Thus, a credit which might otherwise
be limited during a separate return
the old regulations, the gain on the
year, may be fully utilized in a consubsequent sale of the stock would be
solidated return. This same advantage
limited to $10,000, all of which would
applies to other items which are limited
be capital gain.13
by taxable income, such as the chariFortunately, the excess loss account
provisions are prospective in their ap- table contribution deduction, the Western Hemisphere trade corporation deplication. That is, there will be no reduction, and the dividend received
capture of losses claimed in excess of
basis if the loss occurred in years be- deduction.la
In addition to the items mentioned
ginning before January 1, 1966. 14
in the preceding paragraph, a consoliDespite the addition of the excess
loss account rules to the regulations dated filing may permit current usage
(and make no mistake about it, these of a capital loss deduction which could
rules amount to recognition of negative otherwise be used only to offset future
capital gains of the corporation susbasis), the offsetting of losses of certaining the loss. 17 Also, a consolidated
tain members of a group against the
filing may permit more effective use of
profits of other members of the group
the foreign tax credit.18
remains one of the important advantages of consolidated filing.
Intercompany Dividends
Consistent with the old regulations,
Other Tax Attributes
dividends distributed by one member
In addition to net operating losses, of an affiliated group to another during
there are other corporate tax attributes
a consolidated return year are, under
that may go unused or be limited dur- the new regulations, eliminated from
ing separate return years, but which
consolidated taxable income.19 This
may be availed of by means of a con- elimination is made regardless of the
solidated filing. Although the provisions
15 Reg. Sec. 1. 1502 -3(a) (1).
of the regulations relating to the use of
16
Reg. Sec. 1. 1502 -19(a) (2).
18 Reg. Sec. 1. 1502 -33A.
"Reg. Sec. 1. 1502 -19(a) (4).
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Reg. Sec. 1. 1502 -11.
"Reg. Sec. 1. 1502- 11(c).
18 Reg. Sec. 1. 1502 -4.
18 Reg. Sec. 1. 1502 -14(a) (1).
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year in which the earnings and profits
of the subsidiary were accumulated.
Thus, tax on intercompany distributions
is avoided by consolidated filing.
Deferral of Intercompany Profit
One of the unique concepts of the
new regulations is the deferral of certain intercompany profits and losses.
The type of profit or loss referred to is
that resulting from the sale or exchange
of property occurring between members
of an affiliated group and income derived by a member of t he gr oup as a
result of the performance of services
for another member of the group when
the payment for the services is required
to be capitalized.
Under the old regulations, intercompany profits and losses of this kind
were simply eliminated. The new regulations provide that these profits and
losses are deferred by the "selling member" to be recognized by it at a later
time.

portant, taxpayers are faced with the
possibility of this deferred gain being
recognized upon the occurrence of
some future and perhaps uncontrollable
event. Under the elimination concept
of t he old regulations, this unpleasant
possibility could not occur.
There is a special rule for the recognition of deferred gain or loss on intercompany sales of property subject to
depreciation, amortization or depletion.
This rule provides that the selling member recognizes gain or loss as the purchasing member depreciates, etc., the
property.22
It should be remembered that the
new deferral rules, like the old elimination rules, are advantageous when
applied to gains, since they permit
avoidance of payments of tax on intercompany gains which would otherwise
be payable in separate return years. On
the other hand, if the transactions result in a loss, these rules penalize the
group filing a consolidated return inasmuch as these losses would reduce taxable income if separate returns were
filed.

Some of the transactions that will
trigger the recognition of this deferred
gain are (1) the sale of the property
by the acquiring corporation to a member outside of the affiliated group, (2)
the elimination of either the selling or
acquiring member as a member of the
affiliated group, (3) the filing of separate returns by the affiliated group (but
only if consolidated returns have been
filed by the group for fewer than three
consecutive taxable years), and (4) in
the case of inventory, the date on which
its value is written down to market (if
the lower -of- cost -or- market method is
used by the purchaser) but only to the
extent of such write- down.20

A group is permitted, with the consent of the Commissioner, to elect not
to defer intercompany gains and losses.
Unlike many elections, this election
does not have to be made with the filing
of the first consolidated return. The
election may a ppl y to all property or
any class or classes of property. The
election shall apply to all members of
the group for the consolidated return
year for which made and all subsequent
consolidated return years unless revoked
with the consent of the Commissioner.23

The major difference between the
elimination concept of the old regulations and the deferral concept of th e
new regulations is that the effect of the
sale on earnings and profits is taken into
account by the company making the
sale.21 Further, and perhaps more im-

Although most affiliated groups will
desire to defer the effect of intercompany transactions, there are a few situations when a group might prefer otherwise. For example, if a group has a
consolidated loss carryover which is in
its last year of carryover, it might try to

8

zReg. Sec. 1. 1502 -13(d) (1).
x'Reg. Sec. 1. 1502 -13(c) (3).

OReg. Sec. 1. 1502- 13(f).
nReg. Sec. 1. 1502- 33(a).
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absorb some of this loss by electing not
to defer intercompany income.
This same thinking can also be applied to investment tax credit carryovers. Other instances where a group
may desire not to defer the effect of
intercompany transactions is where
there are losses on intercompany sales.
Whether the Commissioner would consent to an election not to defer,
prompted by reasons of this kind, is of
course another question.
Inventory. Transactions involving inventory may give rise to intercompany
profit or loss which, under the old regulations, was subject to elimination.
Under the new regulations, this same
profit or loss is subject to deferral.
To large organizations having substantial intercompany sales of inventory, the prospect of deferring this
intercompany profit by the filing of a
consolidated return has substantial allure. The regulations, therefore, have
long contained a provision which, while
not wholly eliminating the benefit obtained by the deferment of intercompany profits on inventory, removes a
little of the frosting from the cake.
This provision, which requires a consolidated group to increase consolidated
taxable income by the amount of intercompany profit on hand in inventory at
the beginning of the first consolidated
return year has, in substance, been carried over into the new regulations.24
The effect of this rule can be illustrated by a simple example. Assume
parent and subsidiary elect to file consolidated returns. At the end of the first
consolidated return year, there is present in the subsidiary's inventory items
on which the parent realized $100,000
in intercompany profit. Under the deferred intercompany profit rules, this
$100,000 of profit is deferred and,
therefore, not included in consolidated
taxable income. However, if the inventory of the subsidiary at the beginning
of the year contained items purchased
Reg. Sec. 1. 1502- 18(b).

24

38

from the parent on which the parent
had realized $75,000 in intercompany
profit, this $75,000 would be added to
consolidated taxable income for the
year. Thus, the net decrease in the
income of the group as a result of filing
a consolidated return would be $25,000
rather than $100,000.
Under the old regulations, no deduction during the consolidated return period was allowed for the amount of
intercompany profit in opening inventory at the beginning of the first consolidated return year. Upon the filing of
separate returns, a deduction was allowed, but it was limited to the amount
of intercompany profit in inventory at
either the end of the last year of consolidation or the end of the first separate
return year. Thus, if the intercompany
profit in inventory decreased between
the beginning of the first year of consolidation and the end of the last year
of consolidation (or one year thereafter), a portion of the intercompany
inventory profit was taxed twice permanently. This inequity is removed by
the removed by the rules contained in
the new regulations.
The new regulations provide that at
any time the intercompany profit in
inventory decreases below the amount
which was present in the inventory at
the beginning of the first consolidated
return year, a deduction will be allowed
for the amount of the decrease. 25 The
reason for this provision is obvious; the
inclusion of the intercompany profit in
inventory at the beginning of the first
taxable year is, in effect, subjecting that
profit to tax twice; and since it had
been reported and taxed in the previous
year on a separate return basis, an offsetting deduction must be allowed at
some point to avoid double taxation.
The difference between the old and
the new regulations is that the new
regulations provide for a deduction during the consolidated return period to
the extent the intercompany profit prespReg. Sec. 1. 1502 -18(c) (2).
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ent in the opening inventory in the first
consolidated return year decreases during the: period of consolidation. The
amount of any unrecovered opening inventory adjustment will be allowed as a
deduction in the first separate return
year following the filing of consolidated
returns.26
If an affiliated group has been filing
consolidated returns under the old regulations, but not eliminating gain or loss
on intercompany inventory transactions,
then for purposes of the inventory adjustment, each member shall be treated
as if it had filed a separate return for
the year immediately preceding the effective date of these regulations.27 In
the case of those corporations having
filed consolidated returns in prior years
and which have consistently eliminated
intercompany profit in inventory, the
opening inventory adjustment which
was required to be made under the old
regulations is subject to recovery during
a consolidated return period in the same
mariner as a similar adjustment made
under the new regulations would be.
Property Acquisitions
Depreciation methods. The new regulations continue the rule contained in
the old regulations that property acquired from one member of the group
by another member of the group shall
be depreciated by the buyer, using the
same method that was used by the selling .mernber.28 If property is transferred

between affiliated members during separate return years, the acquiring member
is limited to either straight -line or 150
percent declining - balance depreciation
on the property.
Investment credit and investment
credit recapture. As in the old regulations, members of the affiliated group
may transfer property to each other
during a consolidated return year without the transferor corporation suffering
the consequences of investment credit
recapture.Y9 Of course, the acquiring
corporatoin in such a situation is not
allowed to claim investment credit on
the property thus acquired.30
If the property were transferred during a separate return year, the transferor corporation would be required to
recapture the investment credit taken in
prior years ?1 and the transferee corporation could not claim investment
credit on the acquisition.32
Installment contracts. The deferred
profit relating to installment contracts
is fully recognized on the disposition or
other transfer of the installment contract between members of an affiliated
group during separate return years.33
However, the deferred profit is not
recognized if the transfer is made to a
member of the group during a consolidated return year.34 This section of the
new regulations is a carryover of t he
rule under the old regulations35

CONSOLIDATED RETURN DISADVANTAGES
Some of the disadvantages of consolidated returns have already been discussed to the extent they added explanation in the discussion of the consolidated

return advantages or were exceptions
thereto. The following discussion relates only to those areas not previously
discussed.

"Reg. Sec. 1. 1502 -18(c) (3).

"I. R. C. Sec . 47(a).

"Reg. Sec. 1. 1502 -18(f) (5).
'Reg. Sec. 1. 1502- 12(g).
BReg. Sec. 1. 1502 -3(f) (2).

9

90

I.R. C. Sec . 48(c ) ( 1).

JULY 1961

"I. R. C. Sec. 48(c ) (1).
1

1 R.C. Sec. 453(d).

"Reg. Sec. 1. 1502 -13(c) (1) and (e.) .
'Rev. Rul. 56 -186, CB 1956 -1, 441.
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Loss of Multiple Surtax Exemptions
Only one $25,000 surtax exemption
may be used in a consolidated return.36
Even with the six - percent penalty on
the use of multiple surtax exemptions,
there is still an annual tax savings of

$5,000 to each subsidiary earning at
least $25,000.
The added tax cost resulting from the
loss of multiple surtax exemptions can
be illustrated by the following example:

Separate Returns
Subsidiary

Combined

Consolidated
Returns

Taxable income

$35,000

$26,000

$61,000

$61,000

Tax (at 48 percent)
Surtax exemption

$16,800
6,500
$10,300

$12,480
6,500
5,980

$29,280
13,000
$16,280

$29,280
6,500
$22,780

1,500

1,500

3,000

$11,800

$ 7,480

$19,280

Multiple surtax penalty
Total tax
due

$

Parent

—
$22,780

tion A, the common parent, has no
earnings and profits on a separate return basis. Assume further that its subsidiaries, Corporations B and C, have
current earnings and profits of $10,000
Loss of Multiple Accumulated Earnings
and $20,000, respectively. For purposes
Credits
of determining the taxability of CorOnly one $100,000 accumulated earnporation A's dividends to its stockholdings credit is available to corporations
ers, the earnings and profits of Corpora7
filing a consolidated return 3 During
tion A ar e deemed to be $30 ,000 if a
separate return years, each corporation
consolidated return is filed.
has a credit of $100,000 for purposes of
The proposed regulations required
determining the vulnerability to the tax
on unreasonable accumulations of earn - that this investment (earnings and profits) adjustment be made for taxable
ings.38
years beginning after December 31,
Earnings and Profits of Parent
1965. However, as finally adopted, the
regulations provide that this adjustment
Under the new regulations, the earnis elective for years ending before Januings and profits of a subsidiary during
a consolidated return year are imputed
ary 1, 1968.40 Note that calendar year
to the parent. Thus, what previously groups may choose not to make the
adjustment for 1966 and 1967, whereas
might have been tax -free dividends of
the parent corporation may now be tax- fiscal year groups have this election only
for the fiscal year ending in 1967. As a
able to the extent of the earnings and
tax planning device, fiscal year groups
profits of its subsidiaries accumulated
might consider changing to a calendar
during consolidated return years.39
year basis to pick up an additional taxFor example, assume that Corporaable period in which such election may
apply if it is otherwise advantageous to
a"Reg. Sec. 1. 1502 -2.
do so and permission to change can be
"Reg. Sec. 1. 1502 -(2) (d).
obtained.

As illustrated, the additional tax cost
from filing a consolidated return in this
situation is $3,500.

I.R.C. 535(c) (2).
"Reg. Sec. 1. 1502 -33(c) (4).
11

40

' "Reg. Sec. 1. 1502 -33(c) (4).
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Consolidated Declaration of Estimated
Tax
In determining the tax on the corporation's declaration of estimated tax
during a separate return year, each corporation is allowed a credit of $100,000.
Under the old regulations, an affiliated
group filing a consolidated return had
the option of filing a separate declaration of estimated tax or a consolidated
declaration.41 Under the new regulations, an affiliated group is required to
file a. consolidated declaration of estimated tax if the group filed a consolidated return for the two preceding taxable years.42
The effect of this provision is really
one of timing the company's cash flow.
Under both the old and the new regulations, the entire tax liability is to be
paid within 5 1/2 months after the taxable year end of the corporation.

In certain situations under the old
regulations, it was possible for an affiliated group to defer a significant amount
of tax by filing either a consolidated
declaration or a separate declaration,
depending upon the facts in their particular case. In addition, they could
change from one method to another
from year to year.
The payment of tax will generally be
accelerated under the new regulations,
except in those instances where the
losses of some members offset the income of others.
The new requirements with respect
to consolidated declarations of estimated tax apply to years beginning after
August 1, 1966.43 Note that the effective date of this provision is different
from the effective date of the majority
of the new regulations; i.e., January 1,
1966.

OTHER CONSIDERATIONS
There are two areas of the new regulations which, while not necessarily being an advantage or a disadvantage of
consolidated filing, are rather significant
in their application and should be discussed. These are the accounting methods of the memb ers of the grou p and
the requirement for continued filing of
consolidated returns.
Accounting Methods
Under the old regulations, it was required that all members of the affiliated
group adopt the same method of accounting.44 Under the new regulations,
members are not required to conform
their accounting methods in order to
file a consolidated return 45 However, if
a change is desired, it may be obtained,
with the consent of the Commissioner,
"Reg. Sec. 1. 1502- 10A(c).
4

by filing a request under the normal
procedures.
Although there is no requirement
that the accounting methods conform,
there is the requirement that related
items of income and expense be reported in the same consolidated return
year, thus resulting in the matching of
revenue and expense so much desired in
financial reporting.48 For example, assume that Corporation A is on the cash
method of accounting and Corporation
B is on the accrual method. Assume
further that as of the end of the fiscal
year of the group, Corporation B accrues $10,000 of interest from Corporation A. In a separate return year,
Corporation B would report $10,000
income in the earlier year and Corporation A would report $10,000 expense in
"Reg. Sec. 1. 1502- 44A(a)

='Reg. Sec. 1. 1502 -(5) (a).

"Technical Information Release No. 858, October 6, 1966.
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"Reg. Sec. 1. 1502- 17(a).
"'Reg. Sec. 1. 1502- 13(b).
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the later year. However, under the new
regulations, both members would take
the item into consideration in the later
year. 97
Under the old regulations, there were
many groups which were not filing consolidated returns because those members of the group which were using
advantageous accounting methods resulting in the deferral of income, were
required to switch to a less advantageous method. Now that it is no longer
required that the members of the group
conform their accounting methods,
many affiliated groups in this situation
may ju mp at the chance to get on the
consolidated bandwagon.
Continued Filing Requirement
Under the old regulations, an affiliated group wishing to deconsolidate
could do so by the simple expedient of
acquiring a new subsidiary. Under the
new regulations, the acquisition of a
new subsidiary will not provide the
group with an automatic basis for deconsolidation.
Under the new regulations, the discontinuance of the filing of consolidated
returns will be allowed only if the parent applies for permission to deconsolidate and can show good cause for
such a request.48 It is expected that the
Commissioner will be extremely strict
in the interpretation of the term "good
cause."
"Reg. Sec. 1. 1502 -13(b) (2).
1teg. Sec.1. 1502- 75(c).

18

42

Without a good cause showing, an
affiliated group will be obligated to continue filing consolidated returns, until
the Commissioner, for one reason or
another, grants blanket permission to
all groups or a particular class of groups
to deconsolidate.
The filing of consolidated returns
should, therefore, be approached by the
affiliated group with the solemnity with
which marriage vows are approached,
because like marriage, once having
taken the vows, an affiliated group will
be expected to stick with its election for
better or for worse, in sickness and in
health, with death in the form of termination of the group being the only assured way of breaking the tie that binds.
Conclusion
This paper has intended to present
an overview of the major provisions of
the new consolidated return regulations,
effecting an intelligent decision regarding the filing of a consolidated return.
The importance of making a good first
decision cannot be emphasized too
strongly. Once the decision is made to
file a consolidated return, it will take a
significant change in the operations of
the company, or in the tax laws, to
terminate that election.
For some affiliated groups, a consolidated return could be disastrous. For
others, however, a consolidated return
might prove to be a most important tax
planning device.
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Accounting and the New Soviet Reforms
B y B e r t r a n d H o r w i t z*
of accounting as a
result of the new economic reforms
in the Soviet Union again emphasizes
the utility of accounting and financial
information in economic systems which
are different from our own. Soviet planners until recently had relatively little
interest in the field of accounting as compared to the field of production. Managers were motivated to concentrate on
physical production because the bonus
scheme, for managers and lesser personnel, was based upon the fulfillment and
ove:rfulfillment of the production of
physical units.

to slow down. The average decline in
this rate between 1961 and 1965 was
about 33% as compared to the period
1956 -60. Inventories of consumer goods
began to accumulate, capital projects
were only partially completed and a fairly large number of machines, especially
in agriculture, were idle because of a
lack of spare parts. At the same time
managers began to complain about the
large number of constraints to which
they were subject and about the number
of accounting reports to the higher administrative authorities which these constraints required.

Although relatively little attention was
paid to the use of accounting data as a
means of measuring and stimulating performances, much emphasis was placed
upon its use as a control device by central planners to ensure that there would
be no overexpenditures within the constraints of the financial plan. To aid this
control a standardized system of accounts was imposed upon enterprises
within industries.

Beginning in 1962 Soviet economists,
managers and planners engaged in a
most interesting discussion of methods
to improve economic management. The
problem at issue was how to make enterprise operate more efficiently within the
plans established by the central authorities. The outcome of this discussion was
a new set of rules for improving the
management of enterprises that was announced by Premier Kosygin on September 27, 1965 at a meeting of the
Central Committee. This new set of rules
may be described as the triumph of accounting in Soviet economics.

T

HE IMPORTANCE

If the economic use of accounting
data was downgraded, the chief accountant of the enterprise had an important
status. lie was, and still is, the financial
eyes of the central planners, appointed
by them and assigned the task of assuring the safety of the assets, the detection
of "hidden" reserves and the preparation
of reports which conformed to the standardized rules.
Beginning in about 1961, the economic
growth rate in the Soviet Union began
*Rochester 1964. Assistant Professor of Business Administration at the University of
Rochester, Rochester, N.Y. He has A.B. and
M.A. degrees from the University of Chicago
and a Ph.D. degree from the University of
Minnesota.
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Performance is now to be judged not
on the basis of physical output, the total
wage bill, labor productivity, average
wage by detailed category, etc., but rather by two indicators which are the lifeblood of the accountant: (1) the percentage change in profit and (2) the
ratio of profit to the average, gross, historical cost of assets. (In some cases
enterprises will be judged on the basis
of the percentage change in cash sales
rather than the percentage change in
profits. )
The Soviet manager will have a keen
43

interest now in how profits and assets
are measured. His bonuses and those for
the administrative personnel will be determined by the size of these two indicators. And the amount of additional
capital he can receive both for investment within the enterprise and outside
the enterprise, mostly housing for the
workers, also are to be determined by
the size of the two indicators.
The most important innovation in the
calculation of profit has been the imposition of an industrywide six - percent
charge on gross, historical assets (excluding land, which does not appear on
balance sheets). Clearly, investment decisions by managers will now need to
consider their effects on book profits
and the book rate of return.
The manner in which the size of the
bonuses and funds for investment are
to be determined is now established by
a general formula which assigns different weights to the success indicators by
industry. Thus, the managers know how
to pla y the game and are less encumbered with the necessity for submitting
detailed reports. In effect, they are now
motivated to maximize profits and to
expand to the point where the cost of
capital is equal to the return on the additional investment.
So we see that Soviet economic planning has come to elevate the importance
of accounting as a measuring and motivating device. Yet, because production
and gross physical output have been
stressed for so long, Soviet managers
apparently lack knowledge about the
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niceties of accounting and the new management techniques. There is currently
a large -scale educational effort being
undertaken to increase the knowledge of
managers in business administration.
The introduction of accounting measurement into efficiency calculations has
not been free of problems. Since the
rules of the game are now different, the
infractions of those rules by enterprise
managers have now also changed somewhat. Instead of producing small nails
to meet the physical nail goal or producing poor quality cloth to meet the yardage goal, we are likely to see attempts
to `bugger the books."
A glance at the type of articles appearing in Soviet accounting journals reveals a greater concern for violations of
the accounting rules. Because the percentage change of profits and the book
rate of return are the success indicators,
it was clearly advantageous to enter the
new system, which officially began on
January 1, 1966, with a low profit. Thus
one official at the Ministry of Finance
cites case after case of instances where
depreciation was overstated, capital repairs were expensed, inventories were
not verified and were grossly understated, etc. Soon, I suppose, we will hear
about their salad oil problems.
That the Soviets have discovered that
they live in an Adam Smith world and
have moved toward accepting the principles and techniques which underlie the
practices of large U.S. corporations is
really most interesting. The visible hand
in Soviet industry bears watching.
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Internal Reporting for Motion Picture Distributors
11:v JEROME LOWENGRUB
HE P U RP O SE S of this article are to
describe the informational needs of
top management of a motion picture
distribution company and comment on
the related internal reporting practices
which stimulate management thinking
and induce action.
T o understand the informational
needs of management of a motion picture distributor, it is necessary to review briefly the nature of motion picture
distribution. Each feature motion picture is a separate and distinct product
that produces revenue and involves an
investment which may vary from several hundred thousand to many millions
of dollars. Financial success is dependent upon many factors, of which cost
and public response are of primary importance. Each film involves a series of
decisions relating to initial investment,
the release or play -off program, and
advertising and release (positive) print
expenditures.

The Critical Decisions
Two critical decisions must be made
by management to implement a film
distribution program:
1. Selection of the film.
2. Planning of its distribution.

The decision to invest takes into account such factors as: (1) public preferences for stories (musicals, comedies,
westerns, biblical, racial, and social
themes, etc.) and stars, (2) the economic and political climate in the
United States and abroad, (3) available
story material suitable for motion picture production, such as a successful
book or Broadway stage play, (4) existing contractual commitments for talent
and (5) the aggregate cost of a motion
picture, including direct distribution
costs, measured against the estimated
revenue that it is expected to generate.
The plan for distributing the films to
theatres entails the setting of release
dates and establishing the type of release program to be executed —i.e., accelerated play -off program via saturation
bookings (simultaneous release of a
film in theatres throughout the country
or in selected markets), slow play -off
via road -show releases (release of a film
to selected theatres selling higher priced,
reserve seat tickets for a limited number
of daily performances) followed by
"first -run" and neighborhood theatre exhibitions, etc. The pattern of release is
influenced by such factors as: (I) rapidity of return of cash investment desired
by the company balanced against obtaining maximum income from distribution, (2) type of advertising and ex-
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ploitation campaign to be carried out,
(3) timeliness or nature of subject matter of the films, (4) type of pictures to
be released, such as a "big spectacular,"
second feature "B" film, etc., and (5)
availability of desired theatres to exhibit the films.
The Distribution Function
When a motion picture is nearing
completion or has recently been acquired, plans for the selling campaign
are developed and a tentative release
date for the commencement of exhibitions in theatres is determined. After the
planned release program is established,
orders for release prints are placed with
a film processing laboratory. A play -off
schedule calling for the release of a
motion picture over a wide area in a
short period of time (saturation bookings) requires a larger number of prints
than if the motion picture were released initially to first -run theatres and
to subsequent runs in neighborhood
houses (regular general release).
The annual expenditures for release
prints by a major film distributor, an
enterprise which distributes 20 to 30
pictures annually, aggregates anywhere
from four to eight million dollars. Management must make critical judgments
throughout the year of the size of print
buys on a picture -by- picture basis
which, among other things, balances the
cost of prints against the film rental income that the prints could be expected
to produce. Such judgments are also
influenced by the ability of operating
personnel to keep the ratio of transit
time to playing time at a minimum and
to obtain a scheduled flow of bookings
from exhibitors.
The principal revenue, referred to in
the industry as film rental, is derived
from theatre exhibitors for the use of
prints pursuant to lease contracts which
provide for payment by the exhibitors
of a percentage of box office receipts,
with or wi thout a guaranty of a fixed
minimum, or at a flat sum. Generally,
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distribution of motion pictures by a
major film distributor is carried out
through branch sales offices ( "film exchanges") strategically located throughout the world, or through agencies in
certain foreign countries.
A typical film exchange office is
staffed by a manager, salesmen, bookers,
secretaries, billing and accounting clerks,
shippers and inspectors. However, in
recent years, some film companies have
centralized the billing and accounting
functions at regional accounting centers
or at a single data - processing installation
in the head office. Release prints are assigned to each film exchange for leasing
to theatres in accordance with the terms
of booking contracts in the territory administered by the exchange office.
Film distribution involves the advertising, exploitation and publicizing of
motion pictures as the principal means
of creating public demand for and interest in films and thereby increasing
attendance at theatres. The cost of prints
and advertising comprise the largest
expenditures incurred in the distribution
of films. In fact, some industry executives would prefer to spend one million
dollars on advertising and prints for a
film and one hundred thousand dollars
for the cost of production rather than
vice versa as the method to obtain maximum profits. In recent years, this technique has been successfully applied in
the distribution of certain "low- budget"
exploitation -type motion pictures.
Film distribution also involves: (1)
shipping, inspection, maintenance, repairs and storage of prints, (2) spot checking of theatre box office receipts
to assure that exhibitors accurately report sales information, (3) procurement
of censorship clearances, (4) payment
of remittance, turnover and other taxes
(other than taxes on net income) that
are imposed on distributors, and (5)
performance of other sundry activities
which, in the aggregate, do not significantly affect the cost of distribution but
are essential to the distribution function.
MANAGEMENTACCOUNTING

Forecasting Operating Results
The system for reporting the financial results of film distribution operations must be devised with a view toward
satisfying the information requirement
imposed by the Government, taxing
authorities, participants (those who participate in either the gross income or net
profits earned by a motion picture) and
stockholders or owners, as well as man agemcnt. It is with the latter that we
are concerned and, specifically, the elements of the reporting function from
which management can make decisions,
plan and control the distribution of motion pictures.
As indicated previously, one of the
more important factors taken into account in considering the relative merits
of investing in a motion picture is
whether a favorable return will be realized. Management determines the expected return by comparing the budgeted production cost plus estimated
distribution costs, with a forecast of
income which can be expected from
distribution to theatres and television.
(Although feature films have been sold
to television during the past ten to fifteen
years, it is only in recent years that
substantial sales prices have been obtained from the television market which
significantly affect the ultimate profit or
loss of a motion picture.)
Ite m

Gross film rentals

After a completed motion picture has
been delivered to the film distributor
and screened by executive sales personnel, the original income forecast will
usually be revised. The revision is based
upon such factors as final production
cost, artistic and technical quality of the
picture as evidenced by the work of the
writer, director, cast, cameraman, etc.,
treatment of subject matter (a good
plot; strong and interesting characters),
and general appeal to the movie -going
public.
Based upon the revised forecast, management can prepare an advertising
budget for executing the planned ad
campaign, order from the film processing laboratory what it believes to be the
most economic quantity of release prints
necessary to carry out the predetermined
release program, and project future cash
flow. At this stage, the ultimate theatrical profit or loss of a motion picture
can be reasonably estimated. Currently,
many industry executives estimate, as a
rule of thumb, the film rental breakeven
point of an average motion picture at
approximately 2.5 to 2.8 times production or acquisition cost, depending principally on the extent of participation by
others in the gross income or profits
generated by the film.
The following tabulation briefly summarizes the elements of a profit or loss
forecast:

Source of info rmation

Amo u n t

Income forecast

$ 000

Less:
Cost of motion picture

Actual production or acquisition cost

$ 000

Cost of distribution:
Distribution overhead

Estimated percentage of domestic and foreign gross
film rentals to cover cost of
operating film exchange offices and other sales and administrative expenses
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Advertising expense

Advertising budget

Print expense (including

Estimated cost of orders to
be placed on foreign and do-

cost of foreign language
versions)

000

mestic film processing laboratories

Other direct distribution

Estimated percentage of gross

costs (i.e., freight, duty remittance and other taxes,

film rentals based upon past
experience

000

000

000

censorship, etc.)
Balance, representing net profit (which may be subject
to participation payments to artistic personnel and others
pursuant to contract) or loss

A forecast report to management usually provides for a columnar presentation of estimates for all pictures to be
released in a year, together with total
projected operating results.
Reporting Operating Results
Inasmuch as the projected gross film
rental constitutes the basis for budgeting the cost of distribution and estimating ultimate profit or loss, top management must have prompt and reliable
reports on actual film rental earned after
the date a motion picture is released for
theatrical exhibitions. Timeliness is essential so that the company may: (1)
vary its sales policy with respect to film
rental terms obtained from exhibitors
(most exhibition contracts provide for
payment of a negotiated percentage of
box office receipts —the greater the box
office receipts the greater the percentage terms to the film distributor), (2)
change the advertising budget as required (e.g., increase advertising expenditures because of the need to modify or completely revise the ad campaign) and (3) change the planned release program (e.g., diminishing box
office receipts on a road -show attraction
might require acceleration of the general release of the motion picture to
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$ 000

regular first -run and neighborhood
theatres).
The box office receipts earned by
what are known as "key" theatres on
initial film bookings usually indicate the
trend of the film rentals that will be
derived from future bookings. These
"key" theatres, which may be a representative sampling of theatres located in
both large and small cities, will be requested by the film distributor to report,
daily, the amount of box office receipts
earned during the first weeks of the engagement. For important pictures involving large investments and road -show
attractions, such reports may be requested during the entire run at each
theatre.
In addition to box office receipts, the
distributor might require additional information, such as seating capacity and
number of patrons, number of performances per day identified as to weekday, holiday, or week -end, copies of
newspaper critics' reviews, weather conditions, audience reaction, and type of
opposition from films playing at neighboring theatres. The statistical data may
be transmitted to the distributor by telephone, telegram or written report.
"Key" box office results also permit
management to refine the film rental
MANAGEMENT ACCOUNTING

forecast. It is not unusual to find that
fairly accurate film rental projections
based upon "key" theatre box office
data can be made by experienced motion picture management.
After establishing the complete release
program subsequent to the initial first run engagements, management requires
information that will enable it to effectively supervise and control the play -off
program in order to attain projected
operating results. Accordingly, internal
reports should be designed to: (1) identify action areas and provide the means
for rapid response to changing conditions, (2) accumulate history for comparison purposes which may trigger
action in the future, (3) allow comparisons to be made of performance to
estimates and budgets with a view to
inducing action and (4) keep all elements of management informed of the
size and nature of the various aspects
of the results of distribution with which
they are concerned in order to permit
proper and timely evaluation of such
results for controlling existing conditions and forecasting the future so that
corrective action may be taken before
problems become severe.
The following financial information
in respect of the operating results of
each motion picture in distribution and
the film exchange office is generally required by management to control the
distribution of films:
Film rental income:
-- Sources classified by theatre, salesman, region or territory and, if applicable, separately as to road -show
and general - release engagements.
— Number of bookings and exhibition
contracts tabulated by region or territory.
— Dollar amount of adjustments (arising
from renegotiation with exhibitors) to
contracted rental terms identified by
theatre, play -date and region or territory.
JULY1967

Advertising expenses:
--Cost of advertising campaigns classified by type of campaign (national, cooperative and pre- opening) and media
used.
—Cost of cooperative advertising allowances granted to exhibitors classified
by theatre, play -date and region or
territory and by type of media.
Print costs:
— Dollar amount of expenditures tabulated by region or territory, gauge of
film used in release program (70mm
for road -show engagements, and 35mm
for general release engagements), and
type of film processing laboratory
charges (fine and dupe grain negatives,
interpositives, release prints, squeezing,
etc.).
Other direct distribution expenses (e.g.,
freight, shipping, censorship, taxes, duty,
etc.):
— Dollar amount classified by type of expense and region or territory.
Expense related to the operations of film
exchange offices:
— Dollar amount of expenditures classified by type of expense in the aggregate and by film exchange office.
The manner of reporting such statistical data differs among film distributors
as to frequency and the inclusion of
comparative historical and budgeted figures and analytical ratios. The techniques used to compile the data also
vary among distributors; combinations
of both manual and machine methods
are commonly applied.
Application of Electronic Data
Processing Systems
In recent years, the use of machine
methods to compile and report film
rental income and distribution expenses
has been given greater attention than
ever before by financial executives. Actually most film distribution companies
which possess electronic data- processing equipment have barely scratched
the surface in adapting computer systems to the reporting function. For the
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most part, present systems are being
used as little more than high -speed data
processors to automate clerical activity
and compile, store, and print -out income
and expense amounts rather than as
profit - oriented management tools.
The following areas for computer assisted action in planning and controlling the theatrical distribution of
films are examples of how an EDP
system may effectively aid management
to discharge its decision- making responsibility and measure business performance:

4. Evaluation of the effectiveness of advertising expenditures in relation to
film rental income earned. A mathematical formula that measures the
relationship of expenditures to income for each territory by picture
can be programmed into a computer.
Such computations can provide management at the earliest stage of a release program with an information
tool to maximize the return on each
advertising dollar spent in connection with future film bookings by
varying the advertising campaign
when adverse conditions are encountered.
5. Assessment of marketing performance. Techniques utilizing computers
are available for correlating regular
company transactions with statistical
information obtained from other
sources, for the purpose of determining present and future market
potential and company share of
market and analyzing changes in
competitive trends.

Information retrieval of pertinent
booking data (contract terms, box
office receipts, film rental income, advertising allowances, allowable theatre overhead costs, etc.) for each
theatre and territory by picture. Readily- accessible stored data is useful in
forecasting income, negotiating contract settlements with exhibitors and
planning future motion picture release programs. Although equipment
is available to implement this technique, it has not been widely adopted Conclusion
by commercial enterprises.
The informational needs of manage>.. Centralized billing of theatre bookment of a film distribution company
ings. A centralized billing system are not unlike those of any other comutilizing computerized data process- mercial enterprise. Vital information
ing techniques can eliminate duplica- disseminated on a timely basis in a form
tion of effort and personnel, reduce
operating costs and result in tighter which will command attention, generate
control over billing and collection interest and induce action is the principal management tool for making sucpractices.
3. Booking and release print control so cessful business decisions.
as to obtain the maximum number of
In this era of high cost of investments
play dates from a minimum quantity in and distribution of motion pictures
of prints. Effective control over the
utilization of prints (movement of throughout the world, accountants must
prints within a territory to meet continually re- examine reporting pracbooking needs) in carrying out a re- tices and procedures and consider the
lease program and application of im- application of electronic data - processing
proved quantitative bases (aided by systems with a view toward furnishing
operations research techniques) for top management with the informational
determining the most economic quan- tools necessary for them to make decitity of prints to "play -off" a motion
picture would materially enhance the sions that will yield a greater return on
motion picture investments.
profitability of film distribution.
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The Share of Market: A Focal Point for Financial
Reporting
B y M ARTI N M . EIGEN

I

ry SPITE of common usage, the term
`share of market" has varied meanings. The market for a product can be
viewed in terms of dollars that relate
back to the company's trade sales; it
can be envisioned in terms of units or
volume; or in terms of total consumer
dollars. If all the competition in a particular market were to sell at the same
price, the share of market measured on
a dollar basis or a unit basis would be
the same.
A dollar basis is probably most useful for financial purposes and will be
used in this paper. However, the financial department should be flexible
enough to use other methods when this
best serves the purpose of the company.
Top management uses share of market as one index in determining relative
position of its products because it is
the most readily available. Generally,
share of market figures are presented in
the form of historical reports or comparisons. This information is valuable,
as far as it goes. However, more is
needed. It is necessary to project future
market and the company's relative
"share" in its industry for at least a

few years, if future objectives are to be
analyzed.
Determining the future state of the
economy and industry is a difficult
process. However, as more mathematical economic models are being prepared by company economists and
operations research people, there is a
growing source of data to aid in the
preparation.
Reason for Report
In order to make a sales forecast, a
company must estimate the market and
its potential share of this market.
When actual results are recorded, financial forecast comparisons usually
stop at the sales figure without an
evaluation in terms of total market and
share of market. The financial department should develop reports and forecasting techniques in an attempt to aid
in the attainment of the company's
marketing objectives as well as determining the effectiveness of such efforts.
It is, therefore, essential that reports
encompass more than just a share of
market comparison against the prior
year's results. Since management already receives some share of market
reporting from the accounting department, this report can be the focal point
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from which the step can be taken to they should be aware of these objectives, the accounting department should
issue more meaningful financial analbe responsible for the coordination and
ysis of the marketing area.
evaluation of the effectiveness of the
The total market planning and
marketing plan.
strategy are beyond the scope of the
financial function of most companies.
Format of Reporting
However, in order for these plans to be
Presented below is a type of reporting
properly evaluated, they cannot be conwhich, if issued on a periodic basis,
trolled by the originator of the plan.
would allow management to better
Market strategy is a form of budget
compare actual results with previous
similar in a marketing sense to a departmental budget. The accounting de- expectations.
Exhibit 1 is merely a breakdown of
partment should aid in the preparation
sales
by product. In companies with
of these figures in a manner similar to
many
products, it is advisable to make
that presently used in the construction
a separate schedule for each division,
of departmental budgets.
but the information should also be
Many companies, realizing the need,
consolidated. In this manner, goals or
have attempted to develop standards,
capital requirements which are in consuch as variable profit contribution, to
flict may be detected.
measure the effectiveness of particular
This is generally the schedule with
products or product groups. In many
cases, these approaches are taken in which the financial department begins
its budget analysis. If meaningful evalupiece -meal fashion, with little concern
ations are to be made, the reports
for the total corporate objectives. Since
SALES BY PRODUCT
1966 - 1969
( i n t h o u s a n d s of d o l l a r s )

Pro d u ct A

( a d h e s iv e b a n d a ge s )

Ac tu al
1966

Fo re ca s t
1967

Fo recas t
1968

Fo recas t
1969

10 , 0 0 0

12,000 *

15,000

20,000

8, 0 0 0

10,000

Pro d u ct B

8, 0 0 0

7, 0 0 0

Pro d u ct C

9, 0 0 0

8,000

8,000

9, 0 0 0
10,000

10 , 0 0 0

11 , 00 0

Pro d u ct E

10 , 0 0 0

6,000

1,000

2,000

4, 0 0 0

6, 0 0 0

2,000

3. 0 0 0

6,000

New P r o d u c t B
(To b e I n t r o d u c e d in 1967)
T o t a l Net Tr a d e S a l e s
Net P r o f i t Be f o r e Ta xe s

* Note:

12,000

-

New P r o d u c t A
( I n t r o d u c e d in 1966)

-

Pro d u ct D

12,000

4$ 9, 0 0 0

5$0 , 0 0 0

$53 ,0 00

$6 7, 00 0

$ 6,000

$ 7, 0 0 0

$ 8,000

$1 0, 00 0

Consum er s p e n d in g f o r co m pa n y's a d h e s i v e ba n d a ge s in c r e a s e d 33% i n 19 6 5 o v e r 19 64 w h i l e
s a l e s volum e in c r e a s e d o n ly 20 %. Th i s shows a marked i n c r e a s e in d i s t r i b u t i o n c o s t s .

EXHIBIT 1
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SHARE OF MARKET BY PRODUCT

1966 - 1969

(H ypo t het i ca l )
Ma rk et
Pro du ct A

Ac t u a l

Fo recast

Fo recast

1966

1967

1968

1969

59.7

60.0

60.0

60.0

29.6

25.0

28.0

30.0

2.9

2.8

2.7

2.6

Ga u z e P r o d u c t s

22.4

22.0

21.0

20.0

Paper Ti ss u e s

10.3

5.0

.7

1.1

2.0

2.9

5.7

7

1.0

1.8

Adhe s i ve

Ba nd ag es

Product

B

Ant i se pt i cs

P r o du c t

C

Dia pe rs

Product

E

_

P r o du c t

D

For ecast

Or al Ant i s e pt i cs
Ant i se pt i cs

_

New P r o d u c t A
New P r o d u c t B

EXHIBIT 2
TOTAL MARKET

1966 - 1969
(in

millions

of

do l l ars)

Ac t u a l

Forecast

Forecast

1966

1967

1968

1969

Forecast

Produce

A

$ 16 . 8

$ 20 . 0

$ 25 . 0

$ 33 . 3

Product:

B

27 .0

28 .0

28 .6

33 .3

Product: C

31 . 0

38 .6

29 .6

28 . 9
5.0

D

4.5

5.0

5. 7

Product

E

9. 7

12 . 0

14 .3
-

Product.

New P r o d u c t

A

New P r o d u c t

B

18 . 2

20 . 0
Market

*

In

Total

Market

terms

of

for

sales

to

Co m pa n y A

possible

$107 .2

cu st o mers;

not

20 .7
same

$113.6

consumer

as

Product

$123.9

21 .1
B

$121.6

dollars.

EXHIBIT 3

illustrated in Exhibits 2 and 3 must also
be prepared.
Exhibit 2 sets forth the market definition and the share of market. Discussion of what actually constitutes the
market for any product is bound to
arise. It is not the purpose of this paper
to discuss the relative advantages of
various market definitions. However,
this is a problem which must be evaluJUL111967

ated by the marketing and financial
departments, and resolved in ord er to
achieve the greatest decision - making
potential.
Although market shares of certain
products are not audited by an outside
market service, share figures for these
products are probably available, because an estimated share figure should
be constructed to determine a sales
53

forecast. In many companies, these
figures are constructed in the market
research or sales forecasting department.
Exhibit 3 shows the projected market
data in dollar terms for each product.
The market should be viewed in very
broad terms because of the large variations wh ich may occur due to faulty
estimates and lack of adequate information. Yet, these estimates should
provide enough of a guide to determine
various opportunities and hypotheses
which could lead to highlighting problem areas.
Using Exhibits 1 through 3 with
product profit contribution figures
would allow top management to determine where opportunities exist that are
not being fully exploited. I f return on
investment figures are constructed for
various markets which the company is

in, or plans to enter, the analysis can
be as detailed as desired.
The projected profit figures should be
evaluated with great care. The decision
on evaluating product profit contribution may lead to varying conclusions
about a product's profitability. Preparing a complete product income
statement to determine profit after tax
of each product might contain so many
arbitrary allocations as to be of little
value in determining a product's worth
to the company.
One means of overcoming this problem would be to use the variable costing
technique. Another possible method
would be to divide costs into three
categories: direct, coordinated and allocated.' Direct costs would include all
'I de a s ugge s t e d b y Ro b e r t Ca m pb e l l - D i r e c t o r
of Fi nanci al M a n a ge m e n t - V E T C O , a Joh nson & J ohn son co mpa ny.

PRODUCT A
(in thousands of dollars)

1966

Net Profit After Direct Costs
% of Company Total
Variable Profit %
Profit After Direct d Coordinated Costs
% of Company Total
Net Profit After All Costa Except Taxes
% of Total Company Profit
Share of Market

10,000
20.4%

12,000
24.0%

15,000
28.3%

20,000
29.9%

5,000
20.2%
50.0%
4,100
21.3%
2,000
33.3%

6,200
22.3%
51.7%
5,300
23.4%
2,500
35.7%

7,900
26.4%
52.7%
6,000
28.4%
3,000
37.5%

12,000
27.4%
60.0%
7,100
30.1%
3,500
35.0%

59.7%

60.0%

60.0%

60.0%

Capital Expenditures Necessary to

Receivables
Inventory
Equipment (Net of Accumulated
Depreciation)
Selected Operating Expenses
Selling
Merchandising
Advertising
Administrative
Research b Development

3,000

500
-

Meet Forecast

1969

-

Sales
% of Total Company Sales

1968

1967

900
1,200

1,000
1,250

1,400
1,300

1,800
1,400

5,000

4,500

4,500

3,950

1,000
200
900
500
400

1,500
250
1,200
600
410

1,500
275
1,900
650
410

2,000
500
3,000
700
800

Major Competitors (more than 5%
of the market)
XYZ Company
ABC Company

8.2%
5.0%

8.0%
5.0%

8.0%
5.0%

8.0%
5.0%

EXHIBIT 4
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costs directly allocated to the product
or controlled by the product manager,
such as advertising and merchandising
management. Coordinated costs would
include items which the product manager influences, but does not control
directly, such as selling and research
expenditures. Allocated costs would include all expenses for which the product
manager has no control, such as taxes
and administrative expenses. Product
income could be determined at any of
three levels (i.e., income after direct
costs, income after direct and coordinated costs, or income after all costs).
This form of statement assists management in setting the responsibility for
various expenses and to estimate the
income contribution of each product.
Product Summary
For all major products, a mor e de .
tailed analysis should be prepared. The
product summary in Exhibit 4 is an
example of the type of information
which could be useful.
The product summary allows top

Errata
In the article "Can My Company
Afford a Computer?" by Harlan B.
Reeves (April 1967, pp. 55 -6), a graphical illustration (Exhibit 1) of the data
flow in an integrated system had been
JULY1967

management to review the broad market plan of important products. If
changes from the original plan occur,
they should be analyzed when evaluating the deviations from the forecast.
While this report would be of greatest
value when combined with plans for
financial, manufacturing, and research
and development, it would provide the
first phase in planning for the future.
Another approach would be to prepare the product information in the
form of a d ige st for top man agement
with a more detailed analysis for operating management. This approach
would provide the information necessary to spot weak products and not
take too much of the top executives'
time.
The detailed information can then be
provided to the level of management
where the decisions on product lines are
made. The manager directly responsible for a product should be provided
with the detail of his product because
he is ultimately responsible for the success or failure of the plan.

inadvertently omitted during the printing process. We apologize for t he i nconvenience caused by this negligence
on our p ar t. Exhibit 1 referred to on
p. 56 of the April 1967 issue is reproduced on p. 56 of this issue.
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MANAGEMENTACCOUNTING

A Closer Look at Cost of Capital

of capital has become an important concept underlying modern
financial management. A measure of
cost of capital is essential to the business
enterprise in making capital budgeting
decisions, for such a measure provides a
quasi- objective standard for accepting or
rejecting various investment proposals.
oST

Generally an investment of funds
should be accepted if the internal rate
of return on investment exceeds the cost
of capital. Yet behind this line of reasoning is a fundamental assumption: that
financial management aims primarily to
maximize the present value of the
owner's future income.

)

o

While most financial executives would
accept the above assumption, the determination of a firm's cost of capital (k
remains one of the most controversial
issues of business finance. Computing
k,, in a given situation involves such
variables as the capital structure, federal
income taxes, flotation costs, dividend
policies, and the level of security market
prices; and discussing the cost -of- capital
funds figure implicates many analytical
and theoretical problems. The financial
literature generally reflects two main

approaches to this subject: (1) the
static weighted- average approach, and
(2) the dynamic incremental approach.'
This article will not discuss the relative merit of these two approaches to
determining an investment cutoff standard, although we might simply note that
the weighted- average cost approach
seems more practicable. But this article
will discuss the weighted- average cost
method. Our purpose is to examine and
attack some of the procedures often
used in calculating k,,. To begin,
The cost of capital of a firm may be
defined as a weighted- average of the
cost of each type of capital. The weight
for each type of capital is the ratio of
the market value of the securities representing that source of capital to the
market value of all securities issued by
the company. The term security includes
common and preferred stocks and all
interest - bearing liabilities, including
notes payable'
' This second approach is also called sequential
marginal costing. For a discussion of this approach, the reader is advised to read Robert
Lindsay and Arnold W. Sametz, Financial
Management: An Analytical Approach, Richard D. Irwin, Inc., Homewood, 111., 1963, pp.
141 -187.
Harold Bierman, Jr., and Seymour Smidt,
The Capital Budgeting Decision, The Macmillan Co., New York, 1960, p. 135.

a
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agement illustrates how the weighted average cost of capital is computed:;

Errors in Measuring the Cost of Capital
A leading textbook in financial man-

Bonds (long -term)
Preferred stock
Common stock
Retained earnings

Amount
provided

Percent
of total

$2,000,000
1,000,000
4,000,000
3,000,000
$10,000,000

20
10
40
30
100

X
X
X
X

After -tax
cost

Weighted
cost

1.85%
5.00
12.00
8.00

0.37%
0.50
4.80
2.40
8.07%

weighted- average
cost of capital
From a study of this illustration, three
questions emerge:
1. Should short -term debt and other
current obligations be considered in
the analysis?
2. Is it theoretically sound to make a
distinction between common stock
and retained earnings?
3. Should the tax rate selected for converting the cost of debt to an after tax basis be the marginal tax rate or
the actual effective tax rate that the
firm is likely to pay?
Contrary to majority opinion, we
maintain that the correct answers to the
three questions are:
1. Current liabilities should be considered when calculating a firm's
weighted- average cost of capital.
2. It is unsound to make any distinction between common stock and retained earnings under the static approach to measuring cost of capital.
3. With the weighted- average method,
the effective tax rate should be selected for converting the cost of debt
to an after -tax basis.
To understand why these answers are
correct, one must comprehend what
W. Johnson, Financial Ma na ge me nt ,
second edition, Allyn and Bacon, Inc., Boston,
1962, p. 216. The 1.85% figure has been adjusted to reflect the fact that interest is a
tax - deductible expense. If the precise yield on
the bonds is 3.86% and the assumed tax rate
is 52 %, then the after -tax cost of the bonds is
only 1.85% (.48 x 3.86 %), pp. 211 -212.
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"cost of capital" means. The term is by
itself misleading, for capital usually
refers to elaborate machinery, large scale factories and plants, and stores of
finished and unfinished materials; in
other words, the properties and resources
of the enterprise— things which accountants call assets. But under the cost -ofcapital concept we are really discussing
the cost of funds provided to the firm
through a wide spectrum of financial arrangements, not the cost of those capital
assets in which the funds have been
placed. The usual sources of corporate
funds include short -term credit, longterm debt and various types of owner's
equity investments.
Short -term Debts and Accruals
Once the various sources of funds
enter the reservoir, they lose their individual identities and become fungible
items available to the firm for a variety
of applications. It is deceptive to associate any particular use of funds to any
particular source. In reality, then, increases in accounts payable, bank credit,
and other short -term liabilities are just
as much sources of funds as increases in
funds from issuing stock and long -term
debt. Thus, current liabilities although
apparently "cost- free" should not be ignored in computing a firm's overall cost
of capital.
Most financial managers would accept
this line of reasoning for those short term obligations where the current
creditors explicitly share in the income
MANAGEMENTACCOUNTING

stream through contractual interest
charges. But how should we consider
the noninterest- bearing funds, such as
accounts payable, rents payable, wages
payable, and other accruals? For these
accrual funds, it can be argued that an
"implicit" interest factor is included in
the actual cash price. Professor Paton's
statement on this point applies as directly
to cost of capital as to the subject of
enterprise valuation:
. . . the parties representing accounts
payable, wages payable, etc., furnish
capital and receive a return thereon,
like creditors who loan funds at a contractual rate. However, the interest paid
to these parties is not segregated by
contract and does not appear as such in
the ordinary accounting process. Instead
it is buried in operating expenses in the
form of prices for goods and services
furnished.'
While; this particular line of reasoning
falters when directed to accrued interest,
dividends and taxes, an implicit interest
assumption may yet be warranted even
here. As Professor Paton expressed it,
it. can be argued that to the extent
that payment of taxes (or interest or
dividends) can be postponed beyond the
accrual or recognition date this amounts
to a commitment of funds to the enterprise, funds that presumably have some
earning power during the waiting period,
and that there is therefore nothing intrinsically unreasonable in assuming
that the payments made include a slight
element of "interest" on the funds so
committed.'
Even though the actual cost or implicit interest on current liabilities cannot be treasured, changes in the capital
structure resulting from an increase in
short -term obligations clearly affect the
overall resources available to the enterprise and therefore the firm's cost of
capital. In practice, various credit extension limitations, business customs and
legal requirements limit using current
William A. Paton and William A. Paton, Jr.,
Co., New

Asset Ac co un ti ng , The Macmillan
York, 19.52, pp. 516 -517.
' Ibi d., p . 51 7
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liabilities as a financing device. Yet
when determining the implicit interest
on funds supplied by current creditors
not explicitly sharing in the income
stream, the appropriate figure to use is
the rate generally prevailing for ordinary
short -term loans.
Common Stock ys. Retained Earnings
Now we shall proceed to the question
of whether to distinguish between common stock and retained earnings under
the static approach to measuring k ". We
should remember that k„ is essentially an
opportunity cost concept; this is why
market values, not book values, are
more relevant in performing the computation. Market values best reflect those
creditor and investor expectations of
future returns so closely identified with
opportunity cost. As Professor Weston
states,
The firm should charge as the cost of
its capital what the capital would cost
if it were currently to be acquired rather
than what it happened to have cost
when the capital was acquired."
To adhere strictly to the opportunity
cost concept, financial managers must
use current facts, not historical information. Generally market prices best reflect the value of a business as a going
concern. Since there is no direct, significant relationship between the net worth
that a firm reports on the balance sheet
and the current market value of that
firm's common shares, we should consider both contributed capital and retained earnings accounts as an inherent
part of the enterprise worth manifested
in current market values. In our opinion,
the best formula for expressing the cost
of shareholders' net worth is:
_ En
kn—
o+ g

M

where kn — the cost of the net worth
of the enterprise,
'J . Fred Weston, Managerial Fin anc e, Holt,
Rinehart and Winston, Inc., New York, 1962,
p. 232.
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E.

= t h e best est i ma t e of ea r n i n g s p e r sh a r e o n t h e c o m m o n st oc k fo r the c u r r e n t
yea r,

M . = t h e c u r r e n t m a r k e t pr ic e
pe r sh a re ,
g = a g r o wt h fa c to r , ex pr essing the ex p e ct e d a n n u a l
pe r c e n t a g e r a te o f i n c r e a se
in fu t u r e ea r n in g s per
sh a r e a s a de c i m a l fra ction.?
Wh il e so me fi na n ci a l a u t ho r it ie s g r a n t
th a t ba lance -sheet re ta i ne d ea r n in g s
sh o u l d b e c o n c e i v e d o f a s in he r en tl y in
L a n d tha t distin gu i shi ng me a ni n gfu ll y
be t we e n c o m m o n sto ck a n d re ta in ed
ea r ni n gs is im p o ssi bl e , t he y st i ll co n te n d
t h a t p a r t o f t h e n e t w o r t h of t h e e n t e r pr i se i s r ea l l y " r e t a i n e d e a r n in g s" wh i c h
the st o c k h o l de r s c h o se to rei nve st. If
th is a mo u n t ca n be d et er mi ne d, the a u th o r i t i e s r e a so n t h a t st oc k h o l d e r p e r so n al i n c o m e ta xes sh o u l d a p p e a r in th e
c o n c e p t u a l so l u t i o n ; fo r t h e o p p o r t u n i t y
c o s t o f t h e se ret a in ed ea r n in g s d e p e n d s
o n th e re tu rn tha t st o c k h ol d e r s mi gh t
e a r n b y ot h e rwi se inv est ing th e divid e n d s re m a i n in g a fte r ta x p a y m e n t s. 8

Ad j u st i n g to a n a ssu m e d o p p o r t u n i t y
c o s t o ft e n m e a n s c u t t i n g d o wn t h e s e r e ta ined ea r n in g s b y so m e pe r c e n t a g e
( s u c h a s 4 0 p e r c e n t ) wh i c h r efl e c t s a n
a v e r a g e m a r g i n a l t a x r a t e f o r t h e st o c k hol de rs.° Ca lc u l a t in g pe rso na l i n c o m e
ta x r e fi n e m e n ts ( a n d t h i s i nc l u d e s a c a p it a l g a i ns t a x a s we ll ) a s p a r t o f a fi r m 's
c o st o f n e t w o r t h is, we ma i n ta i n , si mp l y i r r e l e v a n t a n d i n c o n so n a n t wi t h o t h er fin a nc ia l co n c e p t s.
Un d e r l y i n g t h e p e r so n a l u se c r i t e r i o n
i s t h e a ssu m p t i o n t h a t r e t a i n e d e a r n i n g s
c a n b e pa id o u t to st o c k h ol d e r s in th e
fo r m o f d i v i d e n d s, a n d t h u s t h e re sp ec tive sh a r e h ol d e r s c a n b e fr e e to utilize
these " f u n d s " a s th ey wish. Un fo r t u na te ly, this misle a di ng a ssu m pt i o n fa ils
t o c o n si d e r :
1. T ha t di vi den ds m a y be a ppropria ted
from reta ined ea rnings, bu t are almost a lwa ys pa id from ca sh.
T h a t t h e a ccu mu la ted r eta ined ea rnings ba la nce does not mea su re the
a mou nt of fu nds available for disbu rse ment to sha re holde rs. T his ba lance more appropriately represents
a type of sha reholder cla im against
the properties a nd resources of the
enterprise — assets not intended for
later dividend distribu tions.
3. T ha t, as a ma tter of policy, corporate ma na gement never intends to
distri bu te more tha n a port ion o f a nnu al net earnings.

Various financial authorities have worked
with this formula or variations of it; credit for
the original formulation of this growth factor
belongs to Myron J. Gordon and Eli Shapiro,
"Capital Equipment Analysis: The Required
Rate of Profit," Management Science, October
1956, pp. 104 -106. Also see Ezra Solomon,
The Theory of Financial Management, Columbia University Press, New York, 1963, pp. 6267; and Harold Bierman, Jr., and Seymour
Smidt, op. cit., pp. 146 -150. In this formula,
g refers to an increase in earnings resulting
from the acceptance of projects which promise
a rate of return in excess of k,,, the cost of
capital.

Basic Business Finance, revised edition, Richard D. Irwin, Inc., Homewood, 111., 1961, p.
429. All of these authors call attention to the
tax position of the shareholder in measuring
the cost of retained earnings.

'Ro be rt W. Johnson, op. cit., pp. 214 -215.
Also see Robert Lindsay and. Arnold W.
Sametz, op. cit., pp. 164 -167; David K. Eiteman, "Capital Budgeting," Essays on Business
Finance by Merwin H. Waterman et. al.,
fourth edition, Masterco Press, Inc., Ann
Arbor, Mich., 1963, p. 297; or Pearson Hunt,
Charles M. Williams, and Gordon Donaldson,

"I n th e author's opinion any attempt to formulate an average marginal tax rate for the
shareholders of the enterprise is also an impossible task. Besides the complexities of individual personal income taxes, one should think
of the tax aspects of shares held by corporate
pension funds, investment companies, insurance
companies and trusts.

I
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4. T ha t so met hin g h a ppe ns to the se a nnua l reta ined earnings.
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Static Weighted - Average Method
r
[D
m
V

Type of Funds

Accrued payables
(non - interest bearing)

414% Notes payable
(interest bearing,
short term)

x
s�
y

Amounts provided
( Book value )

$

750,000

500,000

Amounts provided
( Market value )

$

Weight
symbol

Percent of
total

Algebraic
symbol

After -tax
Weighted
effective rate*
cost

750,000

wl

6.8%

kx

4.00%

2.145%

0.1459%

500,000

w2

4.54

k

4.25

2.280

0.1035

ki
1

4.70

2,520

0.4538

5.77

5.770

0.5441

12.00

12.000

s

4!1X Bonds payable
(long -term)

2,000,000

1,985,600

w3

18.01

6% Preferred stock

1,000,000

1,040,000

w4

9.43

k

2,475,000
$ 6,725,000

6,750,000
$ 11,025,600

w5

61.22
10 0 .0 0 %

kn

Common stockholders'
equity or net worth

Before -tax
effective rate

7.3464
g. 5 93 7 % =k
0

CI?

* We are assuming that the corporate taxable income ( Y) is $400, 000. Then
the effective tax rate ( te) is 46.38% based on Formula 1.2. For practical
purposes the marginal tax rate of 48% could be used with negligible effects
on the computation of ko. Still the effective tax rate ( rather than the
marginal tax rate) is technically the correct rate to use in the calculation.

Earlier we suggested that retained
earnings be considered an inherent part
of the net worth of the enterprise reflected in the current market price (M,,).
Now, as the firm's shares are traded,
each new shareholder acquires these retained earnings from the previous shareholder as a part of his claim to a cross
section of the assets of the enterprise.
In turn, these total assets must be seen
as "enterprise funds," fully committed
to generate the level of earnings (E.)
which this investor expects and which
he took into consideration when he
bought the stock at market price.
For present investors these balance sheet retained earnings funds are fully
committed to income - producing assets
and are just as much a part of the permanent capital of the enterprise as the
funds which new common share issues
provide. Any possible distribution of
these retained earnings amounts to a
type of "enterprise liquidation" as far
as the stockholders are concerned, for
this action implies that income- producing assets must somehow be converted
into cash. The conversion process in
turn jeopardizes the level of estimated
earnings (E,,) to the shareholder and the
growth factor (g) of the enterprise, as
well as the current market price of the
shares.
We must realize that the distribution
of these committed balance sheet retained earnings is inconsistent with investor expectations and will never maximize the net present worth of the owner's financial interests in the enterprise.
Thus, under the static method of measuring the cost of retained earnings, we
must reject the personal use criterion,
for it is based on a misleading assumption contrary to the axiomatic financial
concept of maximizing net present worth.

The Tax Rate Problem
Finally, we come to the question of
what tax rate should be selected for converting the cost of debt to an after -tax
basis. As a review of the financial literature reveals, most computations use
some marginal tax rate rather than the
anticipated, effective tax rate the enterprise is likely to pay. Certainly the dynamic incremental approach to determining an investment cutoff standard
could use a marginal rate (such as 48
percent based on the current corporation income tax rate on taxable income
over $25,000) as relevant in the analysis. But this is not true for static analysis.
When estimating the cost -of- capital
funds figure under the static weighted average approach, the effective tax rate
(t,,) for the particular firm should be
used. This effective tax rate depends on
the dollar amount of that firm's taxable
income. For most corporate enterprises
the current formula for the effective tax
rate is:
_ (.48 X Y) — $6,500 (1.2)
Y
where Y - the taxa ble income for the
corporate enterprise.
Illustrative Summary and Conclusion
T o conclude this discussion of the
static weighted- average approach to
measuring a firm's overall cost of capital, a fictitious corporation provides a
final illustrative summary (Exhibit 1).
The reader who wishes a better understanding of how the figures were determined for Exhibit 1 should refer to
the supporting information presented
below:

SUPPORTING DATA FOR EXHIBIT I
1. Accrued Payables and Notes Payable may be recorded at book values. The

notes have a coupon rate of 4 1/ z % which can be regarded as the before -tax
effective rate. 4% is an estimate of the rate presently prevailing on ordinary
short-term loans. This rate is suitable to employ for the implicit interest on the
accrued payable funds supplied by current creditors not explicitly sharing in
the income stream.
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2. Bonds Payable have a nominal rate of 4114 %, a total book value of $2 million,
and a maturity of four (4) years. Interest is payable semiannually. The current
market quotation on each bond is 99.28 or $992.80 per bond, selling at a discount. The effective rate on the bonds is 4.70% (from bond tables) and the
total market value of the bonds is $1,985,600.
3. Prefe rred Stock has a book value of $1 million (10,000 shares at $100 par
value). The stipulated dividend rate is 6 %. However, the current market price
of each share of preferred stock is $104, selling at a premium, and therefore
the effective yield is 5.77 %.
4. Net Wo rth : Presently there are outstanding 100,000 shares of $10 par value
common stock. Book values are:
Common Stock
Retained Earnings
Total
$24.75 per share

Use Formula 1.1 to obtain the best
estimate of the cost of the shareholders'
net worth.
kn = 2.25 + .0867 = 12%
67.50
Note that the rate of return on net
worth based on book values is about
9.1%. Calculations based on book values can generally be deemed unsatisfactory, for the current shareholders measure earnings against what they are
paying for ownership interest in the
business, not against what original owners may ha ve paid as reflected on the
balance sheet.
)

o

Based on Exhibit 1, the actual formula for after -tax cost of capital (k
could be written:
ko = ( 1 — Q ( k , w , + k i W 2 + k , W O
K

+ k PIV4 + k nW 5
JULY1967

(1.3)

L

where:
k „ = the implicit cost of the non interest- bearing, short -term liabilities.
k, = the cost of interest bearing,
S
short -term liabilities
ki = the cost of long -term liabilities
1
.

The current market price of a share
is $67..50.The best estimate of current
earnings per share is $2.25. A reasonable estimate of investor expectations as
to the expected annual percentage rate
of increase in future earnings per share
is 8.67%.In some investment circles the
enterprise has been regarded as a
"growth" company. (Note that the price
earnings ratio is 30.) Historically, the
growth factor for this enterprise has
averaged around 10 %.

$1,000,000
1,475,000
$2,475,000

ki) = the cost of preferred stock
k „ = the cost of the common stockholders' equity or net worth
of the enterprise
t„ = the effective tax rate for the
business enterprise
and w l + w 2 + wa + w 4 + W 5 =
100%
By using Formula 1.3 for our fictitious corporation, we have:
ko = ( 1 — .4638) (.2720 + .1930 +
.8465) + 0.5441 + 7.3464 = 8.5937%
Conclusion
In conclusion, we would emphasize
that this approach to computing a cost of- capital funds figure is conceptually
sound and forward - looking. It considers
funds from all capital - supplying sources,
it stresses investor expectations as to
fu tu re income, it reflects the ex te rn a l
rate of return on alternative investment
opportunities, and it correctly employs
the effe c tiv e tax rate.
This closer look at cost of capital
demonstrates how these four elements
must be included in determining a firm's
weighted- average cost of capital.
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Recent Publications
PROFIT SHARING IN PERSPECTIVE: IN AMERICAN
MEDIUM -SIZED AND SMALL BUSINESS
B. L . M etz ger
Profit Sharing Research Foundation,
1718 Sherman Ave., Evanston, Ill.,
60201, 1966, second edition, 229 pp.,
$8.50.
This is an updated and expanded edition of material in the 1964 edition. It

includes new findings. The primary emphasis is on unionized profit sharing
companies, problem solving and profit
improvement through P /S, incentive
methods, cash - deferred options and increased productivity through joint participation.

COMMON STOCK VALUATION IN INDUSTRIAL MERGERS
Lynn E. Dellenbarger Jr.
University of Florida Press, 1 5 N. W.
:5th St., Gainesville, Fla., 1966, 168
pp., $6.95.

This work investigates the problem of

relative value as it appears in the valuation of the common stock equity inter ests in fifty corporate mergers. The
analysis suggests certain basic principles applicable to the valuation problems of mergers in general.

ACCOUNTANT'S HANDBOOK OF FORMULAS AND TABLES
L. Lipkin, 1. K. Feinstein and L. Derrick
Prentice -Hall, Inc., Englewood Cliff's,
N.J. 07632, 1963 (third printing, 1965),
340 pp., $16.00.
Compiled primarily for use by accountants, the formulas and tables cover:

interest (simple and compound), annuities, statistics (averages, variation, sampling, correlation, index numbers and
time series), inventory, depreciation, finance, price - level, marketing, cost and
production, ratio analysis, etc.

ACCOUNTING: A PROGRAMMED TEXT
J. D. Edwards, R. H. Hermanson and R. F. Salmonson
Richard D. Irwin, Inc., 1818 Ridge Rd.,
Homewood, Ill. 60430, 1967, two volumes, 760 + 853 pp., $11.95 each volume.
This book has been specifically developed for the undergraduate student of
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business administration. The areas covered are: financial accounting, financial
management and managerial accounting. Included are a series of questions
and exercises. Special workbook forms
are available (a separate volume) for
use in solving the problems.
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(Continued from inside front cover)

► Employee Benefits Review

► Oversimplified?
To the Editor:

I read with much interest Mr. J.
Robert Hicks' article, "The Costs of
Employee Benefits," (March 1967).
As Mr. Hicks points out, we have yet
to really define the area about which
we are so concerned. The resulting
ambiguity and uncertainty have made
valid comparisons extremely difficult,
if not virtually impossible.
Our company had always thought
of fringe benefits as comprising two
main areas: (1) those required by
law such as social security, unemployment and workmen's compensation;
and (2) those items which are commonly agreed upon in union contract
negotiations, primarily pensions and
insurance. Quite recently we made a
ten -year study including not only
these fringe costs but all employee
benefits: holiday and vacation pay
(and the premium time which they
almost invariably cause), severance
payments, educational costs, bonuses,
etc. The: results of our study were
most enlightening.
I would strongly recommend that
every company which has not already
done so make a complete review of
this cost area, both past and present.
You will learn much of value and may
find, as we did, a few surprises buried in the fringe benefits package
of supposedly, but not necessarily,
constantly increasing uncontrollable
costs.

In his article, "When is Quantity
Buying a Bargain ?" (February 1967),
Mr. Frank T. Berry Jr. presented an
apparently novel approach to one facet of the familiar question of the economic order quantity. Unfortunately,
the originality and simplicity of his
thesis are overshadowed by the errors in his premises and argumentation.
The idea of considering the overflow of a time period into the following calendar year in the determination
of a firm's cost of capital is clearly
untenable. If a firm borrows money
for two months, it must pay exactly
two months' interest (implicit or actual) regardless of which particular
two months are involved.
Secondly, even a novice inventory
manager would notice some gross
over - simplifications. One of the more
obvious is the savings realized (in Mr.
Berry's example) from effecting the
purchase of 10 months' supply with a
single order rather than 5 separate
orders.
Perhaps, a more reasonable approach would be to allow the inventory manager to establish the
economic order quantities for the
products they manage and ask the
purchasing agent only to fulfill his traditional function; viz. effecting the
purchase and delivery of those goods
and those amounts specified by the
requisitioners.

George P. Schramm
Controller
The Rodefer- Gleason Glass Co.
Bellaire, Ohio

Frank Hawk
Administrative Assistant
Union Carbide Corporation
Bound Brook, N. J.

To the Editor:

