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Readers React
► Accounting Principles
To the Editor:

Pfaudler, gives an excellent picture
of modern management in a successful multi- divisional growth company.

Most accounting organizations feature articles in their publications concerning proposals for changes in
accounting principles. All NAA members should be interested in changes
made in these guidelines by which
they perform their accounting functions. Yet, it is possible that some
members do not have ready access to
these other publications due to the
size of the company or their position
in the company.

With regard to monetary incentives,
Mr. Gaudion states, ". . . we have
many incentive programs, I am unsure of them as powerful motivating
devices. I just hope they do not
demotivate individuals in our organization because of the large element
of judgment ". He further states that
he "... personally looks to the nonfinancial incentives as more important
" particularly in the higher management structure.

Since NAA is the largest accounting association it is my opinion that
an editorial should be published on
any proposed changes in accounting principles. This could take the
form of an outline of the changes, the
pros and cons and a recommendation.
It should also be suggested that members write to the AICPA's Accounting
Principles Board of their approval or
disapproval.

I believe Mr. Gaudion could improve the monetary incentive programs credibility gap if he insisted on:

Charles F. Lursen
Vice President and Comptroller
Clark Equipment Credit Corp.

c. Lastly, he should insist on no
plan until he can be convinced
it can do the job intended

Buchanan, Mich.

► Monetary Incentives
To the Editor:
The article "Building and Controlling a Multi- Divisional Growth
Company" (February 1968) by Donald A. Gaudion, President of Ritter

a. A program tied to quantitative
performance relative to formal
planned achievement (preferably a single basic plan).
b. A program in which the ground
rules were understood and endorsed by participants

In most companies monetary inc °ntives have outlived their usefulness
and need revitalization. They more
often than not loose their punch because they become over discretionary.
It follows that the closer they are
ti -d to the results of formal planning
and control systems, the more meaningful they become. This also forces
(Continued on page 63)
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Matching Management Decisions
and Results
B y WI L LI AM L . F U R LO N G
and LEO N B. R OBER TSON

most Of the
attention of accountants has been
directed toward the proper matching of
revenues and expenses with the underlying premise that this measurement reflects management's failure or success.
However, the rhetorical question is
whether the net income being reported
represents management decisions and
results.
Even if it is assumed that there is
great exactitude in compiling the final
net income figure, the writers submit
that it does not measure the ability of
current management. Rather, current
management should be measured more
on its ability to maintain the proper
level of "domino costs." These costs are
defined as those out -of- pocket costs the
N FINANCIAL REPORTING
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level of which cannot be changed by
current management due to commitments made by prior managements'
decisions. Such costs may be contractual
in nature, although the primary emphasis of this paper is on the forgotten
non - contractual costs which must be
continued because of prior elimination
of alternatives or due to custom and
economic considerations.
A decision, such as the opening of a
sales office, tends to be viewed as the
incurrence of an isolated cost. However,
there are costs associated with such a
decision, i.e. lease cost and salaries,
which, when taken in total over a period
of time with costs associated with other
so- called isolated costs, have the domino
effect of adding together successively
larger amounts of future out -of- pocket
costs. Moreover, alternatives have been
restricted unless a new chain of cost in-

D R . WI L LI AM L. F UR L O N G , Atlanta Chapter 1963, is
Professor of Accou nting, Georg ia Sta te College, Atlanta, Ga.
He h o ld s B.S . and Ph .D. de g ree s fro m University of Alabama, and an M.B .A. degree from City College of Ne w
Yo rk . Profe ssor Fu rlo n g h as h a d a rticle s pu b lishe d in various acc ounting period icals. He is a p re v io u s c o n tribu to r to
MANAGEMENT ACCOUNTING, a n d h a s wo n t wo N A A Certifica tes o f Me rit, o n e in 1966 -67 and the other in 1967 -68 for
t h i s article.

L E O N H . ROBERT SON is Assistan t Pro fesso r o f Bu sin ess
Administration, Georgia State College, Atlanta, Ga . Professor Robe rtson h o ld s B.S . a n d M. S . degrees in Industrial
Ma n a g e me n t fro m Georgia Institute of Tec hno log y, a n d is
currently work ing on Ph.D. d egre e a t Ge org ia S tate Co lle ge.
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currence is set off, such as to change the
sales office or to adopt new marketing
methods. We see the recognition by retail chains of the effect of domino costs
in their willingness to lease in suburban
shopping centers so as to remain flexible
to future markets.
At this point it is perhaps good to
differentiate programmed cost from the
cost concept being advanced above. Programmed costs are costs which arise
from periodic appropriation decisions,
and which directly reflect top management policies. Examples of such costs
are those incurred in connection with

research and development, advertising,
sales promotion and many employee
training programs. These costs are usually decided upon by management at
the start of a budget period.
The connotation given to programmed cost is then a cost that may be
reduced in a given year in dire times,
but this does not take into consideration
full employment and high economic activity with shrinking profit margins.
Therefore, one of the differences between programmed cost and the term
"domino costs" is that reductions in programmed costs usually assume reduced
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economic activity. Another difference
between programmed costs and domino
costs is that programmed costs do not
emphasize the cumulative effect of management decisions eliminating alternative courses of action that management
may take to reduce cost because of the
domino effect of cost decisions.
Characteristics of Domino Costs
It is the level of these non - contractual

and contractual costs for which each
successive management group obligates
future groups and for which it itself is
obligated from past managements that
restricts cost - cutting opportunities in
any one accounting period. Since
domino costs become uncontrollable
costs in subsequent periods, management's control of costs in the future is
directly influenced by current decisions
involving domino costs.

B e h a v i o r o f Do mi n o C o s t s
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As illustrated in Exhibit 1, the effect
of an increase in domino costs is to increase uncontrollable costs and decrease
controllable costs by equal amounts.
This equal change is necessitated by definition. Costs are either controllable or
uncontrollable. Hence, a decision which
results in added committed costs is always made at the expense of future
control.
Domino costs, when viewed in retrospect rather than as future commitments, tend to exhibit a constancy characteristic. This tendency is illustrated in
Exhibit 2. When decisions resulting in
domino costs in Period 1 are repeated

in Period 2, either by choice or lack of
practical alternatives, the cumulative effect shows domino costs exhibiting a
constancy characteristic over time.
When Periods 1 and 2 become historical
rather than futuristic, the amount of
domino costs appears to be constant as
shown in the diagram labeled cumulative effect. This constancy characteristic
continues over time as successive periods
are added.
The assumption made in Exhibit 2 is
stability of costs for illustrative purposes. Actually, in most situations costs
tend to be increasing, as will be shown
in Exhibit 3.

Cumulative Obligations by Management
Year of Cost Incurrence

Year of
Decision

1964

1965

1966

1967

1961

$ 10

1962

20

$ 10

1963

30

20

$ 10

1964

40

30

20

$ 10

40

30

20

44

33

1965
1966
1967

TOTAL

44
$100

$100

CONSTANCY
CHARACTERISTIC

$104

$107

INCREASE
TENDENCY

EXHIBIT 3
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eliminated or even reduced due to a
tight labor market. The advantages of
such a bonus today might be considered
marginal as far as retaining employees,
but suspension would have a demoralizing effect. Of course, if the company
were merged with another, a whole new
set of rules would apply sans bonus and
probably not arouse much of a ripple,
assuming that the merger occurred in a
month other than December. Workers
tend to expect and adjust to change in a
situation of uncertainty much better
than in a situation they consider stable
or certain.
Computer installations are another
example of the elimination bf alternatives for future management. Even
though current computer lease arrangements may be for a short -term period
(as little as sixty days or ninety days),
the alternative of going back to a mechanized method of handling the paper
work is not generally mu ch of a n a l ternative. The cost of conversion to a
mechanical system can be quite large
and often is economically impossible,
given the present high caliber of employees. Thus, the computer installation
has management locked in for a considerable period of time, even though
lease terms may be relatively short.
The auxiliary cost of programmers
and help associated with a computer installation is quite often out of the hands
of current management in that it is a
function of supply and demand for computer personnel in the economy today.
Thus, management finds itself not only
required to continue the use of the computer, but a vi ctim of the sup ply and
demand as to the cost involved of personnel needed to run the computer installation. Although some of these costs
associated with the computer installation
may be classified as fixed and variable
Some Situations Giving Rise to Domino
by definition, in reality prior managecosts
Custom may restrict current manage- ments have locked in the current manment's ability to curtail what at first agement to a certain level of costs which
glance is a variable cost. For example, are now uncontrollable. They have efChristmas bonuses to employees set up fectively eliminated alternatives for curand p aid over many years may n ot be rent management.

The danger posed by domino costs
tending to exhibit a constancy characteristic over time lies in concluding that
domino costs are fixed costs and not
subject to management's control. Domino costs are controllable, but control
must be exercised at the time of the
decision which is usually removed from
the period that the costs are reported in
the income statement.
The writers submit that domino costs
pose another significant danger. There
is a tendency to continually restrict future alternative courses of action by increasing the level of domino costs. This
tendency is illustrated in Exhibit 3.
As can be seen, a general increase in
the price level and /or the stepping -up of
pet projects tend to obligate successively
larger amounts. Of course, in each decision year the obligation is relatively
small, but future increases and the effects of past decisions on successive
years tend to restrict alternatives to management in a cost - cutting situation.
Domino costs cannot be thought of as
variable or fixed in the traditional sense.
A cost may be variable, but continued
operations require that it be incurred
at a variable level determined by a prior
management. A lower variable cost may
be obtainable, but may require a onetime additional outlay that makes the
lower variable cost uneconomical.
For example, an assembly line operation with a certain level of variable
cost might be improved so as to result
in a lower variable cost, but the present
value of future savings would not justify
a current dollar outflow to attain this
lower variable operation cost. Whereas,
another company making a different decision as to their assembly line operation
would be in a better competitive position.
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The desire to continue good customer relations may prevent current
management from eliminating a complementary product line for which there
have been back orders. For example, one
carpet mill missed the cost estimates on
the development and delivery of a particular product that went over so well
with customers that numerous back orders were created. The current management then was faced with the problem
of canceling these orders and alienating
some very important retailers, or continuing to produce the product at a loss.
The management decided to produce
the product at a loss in the current operating period. Here was a situation
where the accountant matching revenue
and cost showed a loss which did not
correspond with the decision period as
far as the management was concerned.
One might argue that there were similar decisions made that affected past
management, and therefore there were
canceling errors of judgment. Of course
this would only be so if the magnitude
of the errors between the periods were
substantially the same.
The foregoing examples involving bonuses, computer installations and customer relations with regard to a new
product are all non -contractual in nature, but represent a few past management decisions that have committed current management to a certain level of
cost. In the area of contractual agreements to make payments in the future,
such as for leases and purchase commitments, we in the accounting profession are just now requiring that these
be revealed in the financial statements.
We do not require that the effect of
these future commitments be broken
down for future years. It is also the
impression of the writers that management for their own internal reporting
purposes do not normally break these
costs out to reflect the elimination of
alternatives. Of course it might be argued that they are included in the budget for future periods, but these budgets
are generally broken down to the natural

classification of accounts, or perhaps by
responsibility areas, and there is not a
break -down reflecting out -of- pocket cost
committed for the future periods.
Supplementary Statement Proposed
What the writers are proposing then
is that a supplementary financial statement should be prepared reflecting the
domino cost discussed above, particularly for internal management reports
and preferably as a supplementary statement to the published financial statements. If the public is to judge the
effectiveness of current management,
then the public must have information
available to relate the decisions of current management to the results achieved
by current management. Exhibit 4 illustrates the financial statement which we
propose, based on data presented in
Exhibit 3.
As can be noted, the domino costs
are broken down by years of commitment. Eventually these costs committed
by prior management would be reduced
to zero at some point in the future. The
next step of reporting management's
decisions would be the requirement that
future domino costs be projected by estimate (illustrated in Exhibit 4).
Guidelines for Decisions Affecting

Domino Costs
Although no empirical data has been
gathered as to the correct or desirable
level of future committed out -of- pocket
cost, it would seem that there is an optimum level for these costs to provide
management with the greatest flexibility,
but at the same time not to restrict
management in taking desirable risks.
It seems to the writers that the extent
to which a company should incur domino costs depends primarily upon three
factors, as follows:
1. The relative importance of a short run profit maintenance objective compared to other short -run objectives
and long -term goals.
2. Variations in the level of sales which
may be reasonably anticipated (volatile versus stable sales).
3. The responsiveness of costs to conMANAGEMENTACCOUNTING

ABC Company
Income Statement
For Year Ended December 31, 1967
ConventionaZ
Proposed statement
statement
projections
Sales
Cost of goods sold
Gross margin
Other costs

1967
$200
60
$140
137

1967
$200
50
$150
$ 40

1968

1969

1970

$ 10
20
33
44

Total

$107

Total costs

$147
S 3

Profit

$

Domino costs:

1964
1965
1966
1967
1968
1969
1970

10
22
33
44

$109

$ 11
22
33
44
$110

$ 11
22
33
48
114

EXHIBIT 4

General Guidelines for Decisions
Affecting Domino Costs
RESPONSE OF COSTS
TO CONTROL MEASURES

VARIATIONS IN SALES
SLIGHT

SUBSTANTIAL

INCUR
DOM INO
COSTS

SLIGHT

MINIMIZE
DOMINO
COSTS

SUBSTANTIAL

MINIMIZE
DOMINO
COSTS

AVOID
DOMINO
COSTS

EXHIBIT 3

trol measures available to management.
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If a short -run profit maintenance objective is dominant, decisions involving
9

domino costs become crucial and we
must consider the other two factors:
sales variations and costs responsiveness.
The table shown in Exhibit 5 relates, in
general form, variations in sales to the
responsiveness of costs to control measures and sets forth general decision
guidelines.
The general guidelines set forth in
Exhibit 5 assume that variations in sales
yield proportionate variations in profits.
While these guidelines need to be developed more specifically for a particular company, based upon empirical studies, the rationale appears to have general
application. Minimizing domino costs
seems to be a prudent course of action
when substantial variations in future
sales can be reasonably expected or
when the responsiveness of costs to
management control measures is slight.
By minimizing domino costs, the pool of
future costs available for management's
control measures is greater and alternatives for maintaining profit levels are
enhanced. The rationale of incurring
domino costs in situations where only
slight variations in future sales are expected and responsiveness of costs is
substantial can be explained in terms of
a reduced need for control coupled with
an effectiveness of control measures.
Implications in Domino Cost Reporting
The domino cost concept introduced
here is perhaps applicable to the management of distribution costs, which
requires as much flexibility and the reduction of as few alternatives or creation of as few hindrances to quick policy
changes as is economically feasible. The
writers submit that efforts to convert
distribution costs and some factory costs
into engineered costs as in the manufacturing operation are inconsistent with
marketing objectives and the maintenance of a viable economy where the
consumer is considered "King." This is
not to say that standards of performance
for such activities as billing customers
and handling routine matters should not
be established, but rather that the con10

ceptual framework for viewing certain
costs covered in this article should be
one of maintaining an appropriate level
for domino costs and matching for reporting purposes management decisions
with cost incurrence.
An interesting question raised by this
approach is concerned with changes in
management for an ailing corporation.
As is known, some ailing companies
under new managements bounce quickly
back into the profit column. However,
this could have been due to the outgoing
management getting costs into a flexible
structure prior to their departure. Under
present reporting practices it is impossible to ascertain which management
group is responsible. Conversely, a very
profitable company may become unprofitable under a new corporate management. This could have been due to
the elimination of alternatives and maneuverability caused by the departing
management group.
Summary
Domino costs are those out -of- pocket
costs the level of which cannot be
changed by current management due to
commitments made by prior managements' decisions. Domino costs can arise
from contractual or non - contractual
commitments.
Budgeting procedures and financial
reporting usually do not disclose the extent and effect of domino costs. These
costs pose two dangers. First, the constancy characteristic may mislead management into concluding that domino
costs are fixed and uncontrollable. Second, domino costs tend to increase and
thereby continually restrict future alternative courses of action.
To avoid these dangers and to provide
management with sufficient flexibility to
cope with future declines in sales and
profits, domino costs should be reported
and controlled. The recognition of domino costs will move accounting closer to
one of its prime responsibilities —an improved matching of management decisions and results.
MANAGEMENTACCOUNTING

Accounting Investigations of the FBI
By J OH N EDGAR HO OVER
an FBI Age nt is not
all the glamour of chasing down
bank robbers, engaging in gun battles
with desperate criminals or tracking
down hijackers, kidnapers and car
thieves. While he necessarily conducts
such investigations, the Special Agent
Accountant may just as likely find himself auditing the records of a subject in
connection with a suspected violation
of the Federal Reserve Act, the National Bankruptcy Act, the Labor -Management Reporting and Disclosure Act
of 1959, Fraud Against the Government
or various other criminal and civil
matters.
To be considered for the position of
Special Agent with the FBI, the applicant must, among other requirements,
be a graduate of a state - accredited resident law school or a gr adua te fr om a
resident four -year college with a major
in accounting with at least three years
of practical accounting and /or auditing
experience. As of the end of the last
fiscal year, 10.8 percent of the more
than 6,600 Special Agents in the FBI
were accountants.

T

HE WORK OF

The accountant - investigator must be
thoroughly familiar with accounting
systems and procedures. Many times he
is confronted with the problem of incomplete, missing or altered records
and he must use his investigative ingenuity, together with outside sources
as well as secondary supporting records
such as bank statements, financial statements and the like in ord er to reconstruct devious or unexplained transactions.
As of possible interest to the readers
of Ma n a g e m e n t Ac c o u n ti n g , I should
like to relate some of the experiences of
our Special Agents as they pertain to
the field of accounting.
Federal Reserve Act
The Federal Reserve Act provides
criminal penalties for embezzlement
and related offenses by officers and employees of banks and certain other financial institutions, the deposits of which
are insured by designated Federal insurance agencies.
Bank embezzlement and similar offenses pose a major problem to this Nation's financial industry. Those who
specialize in such fraudulent practices
can greatly undermine the financial

JOHN EDGAR HOOVER is Dire ctor of the Federal Bureau
of Investigation, United States Department of Justice,
Washing ton , D.C. He rece iv ed Ba ch elor of Laws a nd Ma ster
o f La ws d e g r e e s fr o m Th e George Wash ing ton Univ ersity.
Mr. Hoover holds honorary degrees from ma ny colleges
and universities throughout the United States. He has
autho re d three bo ok s: Persons in Hiding (1938), Masters of
Deceit (1958) and A Study of Communism (1962). Mr.
Ho ov e r ha s rec e iv ed a gre at nu mb e r of ho no rs, me da ls an d

awards. In 1946, he was presented the Medal of Merit by the
President of the United States. President Eisenhower presented Mr. Hoover the National Security Medal (in 1955)
and the President's Award for Distinguished Federal Civilian
Service (in 1958). On Augu st 4 , 1 961, th e U.S. Sen ate passed
a resolution commending Mr. Hoover upon his 37 years of
"distinguished service to the United States" as Director of
the FBI.
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the amount of purchases made over the
period he selects to examine, and the
sales made during this same period.
He then is able to determine the amount
of inventory that should be on hand at
the date of bankruptcy. Comparison of
this figure with the inventory reported
to the bankruptcy court will reflect
whether a shortage exists.
In one investigation, it was found
that the bankrupt had a well -kept s .-t of
books, but the accountant - investigator
became suspicious of the large number
of accounts receivable upon which no
payments had been made. He reviewed
the sales slips and noted that in most
instances sales were made to completely furnish either apartments or
houses.
The investigator called at the addresses of several of the alleged debtors and
found in each instance a man and a wife
had rented either an apartment or a
house, completely furnished it and
then, within a period of thirty days,
had informed neighbors that the husband had been transferred to another
National Bankruptcy Act
city. The furniture was then sold
Investigations of violations of the through advertisements in the newscriminal provisions of the National
papers. Moreover, in each instance,
Bankruptcy Act are conducted by the the description of the husband and wife
FBI. These investigations are, in many tallied with that of the proprietor of
instances, directed at ascertaining the bankrupt business and his wife.
whether or not the bankrupt fraudu- When faced with the discovery made
lently concealed assets of the bankrupt
by the investigator, the bankrupt and
estate from the bankruptcy court. Conhis wife both readily admitted a scheme
cealed assets are often uncovered dur- to defraud creditors.
ing our investigations and this discovery
In recent years, these investigations
results in a larger distribution to the have taken on added importance due to
creditors of the bankrupt.
numerous planned bankruptcies enIn order to prove criminal acts on the gineered by the criminal underworld
part of some bankrupts it is necessary in violation of the Statute. These
that an experienced Special Agent Ac- schemes, commonly known in undercountant examine the bankrupt's books
world parlance as "scam" operations,
and records. Frequently, these records involve the acquisition or control of
are concealed or destroyed or they are
primarily mercantile establishments by
incomplete, and the investigator must
the hoodlum element through intimidalocate the missing records or bridge the
tion, extortion or loan - sharking operagap by locating collateral evidence.
tions. The firm is then rapidly mulcted
Briefly, during an inquiry into a bank- of its assets in below -cost sales of its
ruptcy matter, an accountant- investiga- inventory and any additional merchantor must establish a beginning inventory, dise that can quickly be secured on

stability of these institutions and seriously hamper their functions. Coping
with these culprits requires trained, expert auditors and comptrollers who can
readily detect irregularities.
Among the many cases in this category successfully concluded during the
past year was an investigation involving
a detailed review of records and books
of several banks and corporations controlled by two West Coast businessmen.
These two men acquired control of the
First National Bank of Marlin, Marlin,
Texas, and Mainland Bank and Trust
Company, Texas City, Texas, and the
FBI's inquiries related to the purchase
of approximately $1,000,000 in questionable mortgage and real estate notes
by these banks. The payment of commissions in connection therewith was
made to corporations controlled by the
two businessmen. As a result of the investigation, both men were convicted
of violations of the Federal Reserve Act
and Conspiracy Statute, and received
3 -year prison sentences.
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credit. With the business laid barren,
it is placed in bankruptcy while its erstwhile hoodlum owners or operators
scurry to hide their ill- gotten profits.
One bankruptcy case involving a
"scam artist" in which some 47 creditors lost approximately $129,000 resulted in the conviction of a notorious
labor racketeer and two of his associates. The convictions stemmed from
an FBI investigation involving a meat
firm placed in bankruptcy within six
months after being taken over by the
racketeer. A necessary element of proof
in the trial of this case concerned the
sale of specific finished goods on certain days. To establish the use of materials and finished goods by the
subjects and their corporation in manufacturing, accounting analyses were
made of the raw material purchases
which were compared with the sales
for a one -month period.
These analyses showed that total
poundage of sales far exceeded the
poundage of purchases, indicating the
use of raw material and finished goods
not shown on the firm's books. Because there were approximately 2,000
sales invoices involved, our Automatic
Data Processing Unit prepared additional accounting schedules to simplify
the explanation and presentation of
complicated and voluminous accounting records to the Federal Grand Jury.
Labor-Management Reporting and
Disclosure Act of 1959
The Labor- Management Reporting
and Disclosure Act of 1959 contains
numerous criminal provisions under
the investigative jurisdiction of the FBI.
The principal type of investigation under this law pertains to embezzlement
of union funds by dishonest union officials and employees of unions.
For example, one such case involved
a complaint alleging embezzlement of
union funds when the former business
agent of a labor union refused to turn
over records of the union to his successor. Our investigation was much
AUGUST1968

more difficult since the ex- business
agent refused to turn over any financial
records of the union, including any
canceled checks, check stubs, disbursement ledgers or financial statements.
To obtain some semblance of the
financial transactions of the union for
any one period, it became evident that
the entire financial picture would have
to be reconstructed from an examination of numerous microfilms maintained
in local banks. This tedious and lengthy
examination of microfilm by two Agent
Accountants enabled them to reconstruct the activities of the bank account
of the union for an entire year and evidence was obtained indicating eight
violations of the ex- business agent during a three -month period of that year.
The treasuries of labor unions and
other legitimate organizations provide
an irresistible temptation to "hoodlums with an entree." Characteristic of
FBI responsibility for certain provisions
of the Labor - Management Reporting
and Disclosure Act of 1959 was the
investigation of an official of the International Longshoremen's Association (ILA) and a reputed La Cosa
Nostra member. Following an extensive FBI investigation, the union official was convicted in Federal court
during April, 1967, of embezzling
$3,000 in ILA funds. He was fined
$1,500 and placed on probation for two
years. Even more significant, however,
is the fact that this official, who for
many years has been recognized as a
powerful labor racketeer on the New
York docks, will as a result of this conviction be prohibited from holding an
official position with a labor organization for a period of five years.
Fraud Against the Government
Fundamental to FBI responsibility is
the protection of the vast Federal Government complex against fraud. These
offenses, which are frequently complicated in nature, relate to false statements and claims made to Government
agencies and their contractors, as well
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as to Federal lending insurance agencies, the Veterans Administration and
the Federal Housing Administration.
Often involving multimillion dollar contracts affecting purchases of goods and
services, they may also be concerned
with the truthfulness of information
furnished by an applicant for Government employment. The FBI staff of expert Special Agent Accountants is often
required to analyze voluminous financial records to isolate spurious claims
and payments encountered in these investigations.
During the 1967 fiscal year, FBI
fraud investigations resulted in savings
and recoveries of more than $6,000,000.
Even more important, however, FBI
investigations frequently provide Government agencies necessary information
for their administrators to use in correcting internal weaknesses and designing control procedures which will
thwart future fraud attempts.
Civil Investigations
Important savings to the Nation's
taxpayers result each year from civil
investigations conducted by the FBI
in matters in which the Government is
a party in interest. These cases, many
of which involve highly technical accounting problems, were responsible for
savings and recoveries amounting to
more than $143,000,000 in the 1967
fiscal year.
For example, the FBI is requested by
the Civil Division of the United States
Department of Justice to investigate
claims against the Government brought
by contractors and others who have
sold goods or built facilities under
Government contract. In general, these
claims usually charge the United States
with contributing to alleged delays in
construction and resultant increases in
cost, or with giving inadequate compensation for property seized under
emergency proclamations.
Investigations of some of these claims
require our accountants to make detailed studies of the manufacturing operations and practices of the plaintiff
14

company for comparison with over -all
practices in the particular industry.
These studies may include detailed interviews with experts in the engineering, production, marketing, transportation, and other fields to obtain adequate
information for assessing the soundness
of the particular operations of the plaintiff which resulted in the additional
costs.
Often, a company will voluntarily
withdraw its suit in the Court of Claims
after realizing the Government's defenses would be based on the results of
FBI investigation. And, in many other
instances, such claims will be settled
for only a fraction of the total amount
originally claimed after a thorough investigation by FBI Agent Accountants.
FBI audits —like any other audit —
must be without error. In addition, our
Agents must be totally impartial. Facts
in the defendant's favor are reported
just as meticulously as those against
him. Moreover, our Agent Accountants
must testify in court to their findings
and, therefore, must be prepared for
thorough and strenuous cross- examining.
As in all our investigations, we are
frequently assisted by others in the accounting profession. On numerous occasions, certified public accountants and
other independent public accountants
have cooperated with the FBI, particularly in bankruptcy cases. Special examinations of bankrupt companies, made
by a CPA at the request of the trustee,
often disclose substantial asset shortages
which are reported to the FBI. In addition, from time to time members of the
accounting profession have also been
of assistance in making available information needed to supplement incomplete or altered records.
We in the FBI welcome and appreciate this cooperation. We also would like
to take this opportunity to assure the
members of the National Association
of Accountants of our own desire to be
of every possible assistance in all matters of mutual interest.
MANAGEMENTACCOUNTING

Learning Curve Wage Incentives
B y JAM ES A. B R O A DSTON
SYSTEMS based
upon the use of fixed time standards have certain fundamental characteristics that make them appear unsuitable for use in motivating human beings.
Humans, in contrast to machines,
prove their performance through learning in accordance with certain natural
laws. Hence, variable time standards
more nearly meet the needs of a wage
incentive system.
im-

W

AGE INCENTIVE

Learning Curve Theory
The improvement phenomenon, as
well as its mathematical model, the
learning curve, plotted in Exhibit 1,
provides an insight into human capability that bears directly upon the ability
of workers to do work and the time required for them to learn new skills.
While an actual learning curve shows
small irregularities, it does, when faired

out, follow an underlying natural characteristic of organized or individual human activity in a manner similar to the
way a normal random distribution can
be accurately depicted by the bell
curve.'
Learning curve theory states that if
the cumulative number of units produced is doubled, the last unit will cost
(in time, hours or dollars) a g i v e n p e rc e n ta g e le ss than the last unit produced
prior to doubling the quantity. If it is
assumed that this reduction is 20 %, it
means that the second unit requires
80% of the time required for the first
unit, the fourth 80% of the second, the
eighth 80% of the fourth, and so on.
By this method, the following table of
values for an "80 %" learning curve can
be computed, assuming that 10 direct
labor hours are required to produce the
first unit:
'Winfred B. Hirschman, "Profit from the
Learning Curve," Harvard Business Review,
January - February 1964, p. 125.

Table 1
Unit
No .
1
2
4
8
16
32
64

COMPUTATIONS FOR TYPICAL 80 % LEARNING CURVE
Required man -hours
per unit
10.0
8.0
(.80 x 10 hours)
6.4
(.80 x 8 hours)
5.1
(.8 0 x 6.4 hours)
4.1
(.80 x 5.1 hours)
3.3
(.80 x 4.1 hours)
2.6
(.80 x 3.3 hours)

J AM E S A. BROADST ON, San Fernando Valley Chapter
1967, is Director — Logistics, Roc ke td yn e, A Division of
North Ame ric a n Ro c k we ll Co rp ., Ca n og a Pa rk , Ca li f. M r.

Broadston holds an M.E. degree from the University of Cincinnati and an M.S. degree from San Fernando Valley State
College, Northridge, Calif.
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When plotted on normal graph paper pret, draw, project and understand. It
( Exhibit 2) , these values show the can be used in determining the man characteristic shape of a learning curve. hours required for any given unit; it can
Note that the line dips sharply at first be e x t e n d e d ea sily fo r la r ger qu a n tit ies
and then slopes more gently as the con- and its slope establishes its rate, i.e., all
stant percentage (80% ) of improvement 80% learning curves plotted on log -log
paper have the same slope.
becomes spread over longer periods of
While White 2 defines the "slope" of
time between doubled quantities.
When learning curves are plotted on the learning curve as being illogical
ordinary graph paper, where both ordi- mathematically, it is easy to assume that
nate and abscissa follow an arithmetical the curve, while it is plotted on log -log
scale, it is very difficult to see any con- paper, is superimposed upon an arithstancy in the improvement phenomenon. metical grid composed of the log -log cyFor this reason, as well as others, learn- cles which are squares. From this asing curves are usually plotted on log -log su m p t i o n it follows tha t the sl op e " N "
( wh i c h is very u se fu l in la ying o u t o r
graph paper, as shown in Exhibit 3. The
learning curve then becomes a straight determining the percentage of any given
line because as the sequence (unit num- or desired learning curve) is the decimal
ber) increases in geometric progression part of one log -log cycle where the
(1, 2, 4, 8, 16, 32, 64) the variable "curve" (or any line parallel to it)
(time) decreases in geometric progres- 'James M. White, "The Use of Learning Curve
sion (10, 8, 6, 4, 5.1, 4.1, 3.3, and 2.6). Theory in Setting Management Goals," Journal
Consequently, the learning curve on log - of Industrial Engineering, November-December
log paper is easier to recognize, inter- 1961, p. 410.
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through the origin at the upper left -hand
corner of the log -log cycle, intercepts
the right -hand boundary as shown in
Exhibit 4 for an 85% learning curve.
Application of Learning Curve Theory
In applying learning curve theory to
the actual performance of an operator,
twelve typical points, taken from original data used in preparing Exhibit 1,
are plotted on log -log paper in Exhibit
5. This plot, wherein the points nearly
fall into two straight lines (as will be
explained later), supports the belief that
the learning curve concept truly depicts
a basic fundamental characteristic of the
human improvement phenomenon. A
few careful measurements made on
these lines reveal N values of 0.274 for
the learning period, representing 82.5%
and 0.090 for the follow -on period, a
94% learning curve.
Referring back to the actual operation, it can be seen that during the
"learning" period (before the standard
fixed time rate was accomplished) the
operator was motivated to learn as rap-

idly as possible so that not too much
time would be spent in developing the
dexterity to perform the assembly operation within the prescribed allowable
fixed standard time: During this period,
an 82.5% "learning curve rate was accomplished. In the period subsequent to
the 80 -hour learning period, after the
operator had developed the required
proficiency, the "learning" rate changed
to 94 % , since only a 6% improvement
occurred as quantities were doubled.
This break in the curve appears to be
contrary to learning curve theory, but
since the break occurs at the point where
the operator first succeeded in meeting
the standard time, it is possible that
other human factors that influence productivity have entered the picture.3
Up to this point the operator has not
received any extra pay —just standard
base pay for the hours worked. He may
have been trying very hard, in fact
working harder than normal to reach
the "standard" proficiency. At the break
point he has learned to d o the job in
standard time. From there on it would

Use of Learning Curve Slope "N" for
Plotting Purposes
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be normal for him to slack off, to not
try so hard, and to begin to enjoy his
bonus pay for doing the operation in
less than the standard time. Beyond this
point, therefore, there is not so much
incentive to improve. His learning rate
will result from letting human nature
take its normal course (a 6 % improvement instead of a 17.5% improvement).
He does not have to work as hard to
learn and now he gets a bonus!
Without questioning the operator's
intent or implying criticism, it is possi-

r

Ln

reference that such actions do appear to
illustrate a perfectly normal human
trait. Individuals do not try so hard
when they have "arrived" in their own
opinions or in that of their associates. In
this case, the operator's accomplishment
consists of performing the assembly in
"standard" time or better. He will now
earn a bonus for not trying so hard, and
per the "code" of the shop, must be
careful not to perform the operation too
rapidly for fear that the time -study man
will reduce the time standard. He also
faces the risk that his associates may
criticize him for not conforming to the
shop view of how fast it should be done
to maximize take -home pay in the long
run for all workers on similar tasks.
For comparison, the 82.5% "learning
phase" of the learning curve is projected
down to the 180,000 cycle point in Exhibit 5. From this projection it appears
that this operator could be producing
these assemblies at an average time of
0.100 minutes if it were not for the
slackening off or social pressures mentioned above. This is a sizable improvement when compared to the actual
0.141 minutes he spends per assembly
in completing 180,000 assemblies! (After a full day's work at this stage of his
learning, the operator could assemble at
a rate of 0.110 minutes per assembly.)
This log -log projection has been added

m Cn
.-1 N

"D a l e S. Beach , " Wage Ince nt i ve s and H u m a n
Re lati ons, " Journal of Industrial Engineering,
Se pt embe r- Octobe r 1961, pp. 349 -353.
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as a dashed line in the lower portion of
the original arithmetical plot in Exhibit
1 and it shows more truly the characteristics learning curve which might
have prevailed if there were no fixed
time standard allowance to have a negative influence on production for the
greater part of the production period
shown.
Need for Variable Time Allowances
It appears that the fixed time standard
does not adequately meet the needs of
either the operator or management for
a number of reasons:
1. Old or new operators must go
through a learning period at their
base pay rate before they begin to
earn any bonus pay.
2. The learning period taxes their patience, dexterity and ingenuity to a
far greater extent than later when
they have learned to do the job and
they get less pay for this harder
work.
3. Such a method tends to make the
work force inflexible in that operators do not want to take on new
jobs that are harder for less pay.
Thus, they feel trapped, frustrated
and unhappy. They must lose take home pay whether a job change is
their choice or that of their company.
4. No recognition or pay is given to
encourage optimum learning curve
performance throughout the life cycle of a job —the operators must
hold back production to prevent criticism on the part of less capable operators.
5. It treats all operators as completely
average; it emphasizes optimum return for average performance; it
gives none the incentive to demonstrate versatility, productive performance, or learning ability beyond
the normal that would provide additional take -home pay as a reward
from management.
6. It does not establish a status symbo.
for optimum performance to be
sought after by the rest of the work
force.
20

7. All operators run the ever - present
risk, if they do perform exceedingly
well, of spoiling the job for others,
of becoming outcasts in their group,
of being known as rate busters;
hence, the fixed time standard is a
negative incentive in the long run.
8. It results in higher costs in the long
run for both the company and the
operator because the operator is
paid for lost and hidden idle time
as experience and performance ability on the job increases.
9. It results in higher costs because it
does not compensate workers in
proportion to their actual potential
accomplishment. Many "experienced" workers find themselves
locked into the "gravy train "; hence,
they do not need to produce up to
their capacities or desires, which is
frustrating and promotes ill feeling
toward the company.
10. Operators have little or no incentive
to improve or to change jobs, but
have a negative incentive, while
"learners" who are working very
hard to learn new tasks, receive
only their base pay.4
While no system can solve all problems, it is believed that the basic rationale and theory behind learning curve
time allowances will provide a foundation upon which learning curve wage incentive plans can be established that will
more nearly fit the varying capabilities
within a human work force.
Developing Learning Curve
Time Allowances
The real -life learning curve of Exhibit
1, car rie d on t o a total production of
approximately 400,000 units, is shown
in Exhibit 6. The irregular jagged line
represents actual operator performance
under a fixed time standard. The smooth
dashed lines represent the average learning curves of 82.5% and 94.0% already
determined.
'James A. Broadston, "Learning Curve Wage
Incentives," Unpublished Masters Thesis, San
Fernando Valley State College, Northridge,
California, 1967.
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that it becomes less as the experience
becomes greater and proficiency increases. If this were not done, there
would be no incentive for the operator
to learn quickly; hence, it must be lowered as learning proceeds, as shown by
line "B ".
From experience on other similar
tasks and with similar operators, the
company should be able to determine
about how much time it should take for
the "average" operator to learn to perform within the old computed "standard
time," i.e. the old original one heretofore known as fixed "standard time." It
should, therefore, be easy to establish
the crossover point where the learning
period ends marked "E ".
Experience has shown that as soon as
the operator finds out, under the old
fixed time incentive systems, that he has
met the standard time, he no longer sees
any benefit in trying to become more
efficient. Note the sharp break at 28,500
units in the log -log learning curve of
Exhibit 5.

To illustrate the development of a
new, variable, learning curve "time allowance" designed to meet human needs
and performance more nearly than a
fixed "time standard," it appears logical
to divide the job into a series of steps
for each change in job condition. To
establish some of the limits, logic would
dictate that it is certainly unfair not to
pay operators some bonus while they
are performing the more difficult learning phase of an operation. This is particularly so if the operators are ekperienced and have been earning well on
other operations, but, because of
changes in production requirements,
have had to be put on new jobs. When
such a change is necessary, management
should provide an allowable time that is
somewhat above the required learning
time, as illustrated by the time allowance marked "A" of Exhibit 6.
It is also reasonable to expect that
this new "learning" pay rate should not
be ,constant or fixed, but should, when
plotted, slope downward to the right, so
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The operator is, of course, well aware
of this point. He has been advised of
the standard time value before he started to learn. He also knows that as soon
as he meets the standard he will begin
to earn bonus pay. As soon as that occurs, he can slack off his learning rate
so that he will not spoil the�job�—just
the opposite of what management really
would prefer. For such basic human
reasons, management should give up the
fixed "standard time" and decide to pay
him proportionately for his learning
progress from the start, so that there
will be no break to disturb his learning
pattern. This means that the variable
allowable time line should drop down a
bit to the right on the plot to keep the
average earnings of the average operator at the average, hence, the new time
allowance line "C" in Exhibit 6.
It is logical to deduce from experience, as shown in Exhibit 1, that as the
operator gains in proficiency with the
old fixed standard time, he has a normal
human tendency to slack off and take it
easy. To b e fai r and to match human

characteristics, therefore, the time allowance should be automatically reduced as the experience and proficiency
of the operator increases. The new allowance, shown as "D" in Exhibit 6, is
the natural, unpushed, (94 % ) learning
rate to be expected during this phase of
normal production in this type of operation.
If the three pieces of the new logical
"variable time" allowance, B, C and D,
are now connected together smoothly,
there being no justification for an abrupt
change at any point, it can be seen that
the rough approximation of a "variable"
time allowance begins to take the shape
of a typical learning curve. It is possible
that, by carefully choosing the proper
slope of such a learning curve time allowance, the operator may be motivated
to continue to learn and to produce at
the 82.5% rate. Under such conditions,
from beginning to end, management
could allow him to earn satisfactory incentive bonus pay throughout the entire
life of the job. He could continue to improve at his own personal learning rate
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from the beginning of training to the
end of the job in return for an improved
production rate.
With such precepts in mind, it should
be possible to establish a variable time
allowance curve that is similar to an
82.5% learning curve from start to finish as shown in Exhibit 7. This curve
will allow the proper "bonus" to be
earned and can be used, better than the
old fixed time standard, to establish the
criteria for incentive pay determination
for any operator on this operation. This
concept calls for each operator, through
performance, to establish his own individual learning rate and to be compensated accordingly in proportion to his
ability to produce for the firm without
in an y way being in competition with
other operators. An operator who learns
slowly would have his base pay factored
proportionately, while one learning
quickly and sustaining production would
receive a greater base rate.
These learning rate factors would be
established by each operator, and operators would not be in direct competition
with each other with respect to "spoiling" an antiquated fixed standard time
system. Each operator's learning rate

would be known and posted to bring
prestige and recognition to him as well
as greater base pay. Such a rate would
stay with him and would be adjusted upward or downward at certain intervals
as his long -run learning performance varies. He would be motivated to learn
rapidly and to produce accordingly.
Conclusions
It appears possible that, through the
use of the variable learning curve time
allowance concept and the resulting
learning curve wage incentive systems,
the present need for precise time studies
and the calculation of fixed time standards would become quite unnecessary,
except, perhaps as a check and balance
system. There would still be a need for
a methods analysis to determine the
"best" way to perform a task, but
whether this would justify extensive
quantitative analysis remains to be seen.
With modern computers, it is believed
that the application of the variable time
standard concept is well within reach
and that its adoption will bring into existence learning curve wage incentive
plans that will more nearly match the
human improvement phenomenon with
industrial goals.

A Financial Concept of Working Capital
and Its Effect on Accounting
By Ric ha rd G . El de r*
in modern corpora tions between financial men and accounting men is becoming less and less
pronounced as the two fields become
more integrated. The two fields have
been in agreement on many matters, in-

T

HE DISTINCTION

* Assistant to Director of Audits, Westinghouse Electric Corporation, Pittsburgh, Pa.
M.B.A. degree from University of Michigan
and B.S.B.A. degree from Hillsdale College.
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cluding the concept of working capital.
The accounting profession and many
financial people have defined working
captial as current assets minus current
liabilities. Current assets, as defined by
The American Institute of Certified Public Accountants, are "Cash and other
assets or resources commonly identified
as those which are realized in cash or
sold or consumed during the normal
23

operating cycle of the business. "t Current liabilities are defined as "obligations
whose liquidation is reasonably expected
to require the use of existing resources
properly classifiable as current assets, or
the creation of other current liabilities.
This paper will use a definition of working capital suggested by Professor Wilford J. Eiteman and developed by James
N. Holtz.s Working capital will be defined as "funds used during an accounting period to induce a current income of
a type consistent with the major purpose
of a companies existence."{
112

This definition changes the emphasis
on working capital from liquidity to
generation of income. This has the effect of excluding from working capital
marketable securities, revenues from
sources other than operations, and portions of accounts receivable, cash and
inventories —all of which have been traditionally included in working capital.
In addition, this definition includes certain fixed assets which have been recognized as applying to the current year
by an y of t he nu me rous methods recognized and used by accountants. This
value is the cost of depreciation for machinery used in the production process
and charged to inventory.
The management of working capital
is one of the most important functions
of todays accounting executive. However, before suggesting how this definition of working capital will benefit the
accounting executive in managing working captial, an example will be presented
to show the basic theory behind the
definition. This example will also point
out why only a portion of accounts re'A c c o u n t i n g R e se a rc h and Te rmi n ol o gy Bu l le tin, American Institute of Certified Public Accountants, Final Edition, 195 3, p. 20.

'Ibid., p. 21.
'James N . Holtz, "Financial Concepts of
Working Capital," Microfilm 488 7, University
of Michigan General Library.
'Wilford J. Eiteman, "Working Capital Management," Essays o n Business Fi na nc e, Masterco Press, Ann Arbor, Mich. 19 63 , p. 209.
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ceivable, inventories and cash are included in working capital, while marketable securities are not.
This method is not concerned with the
physical events, but only cash payment.
In a manufacturing concern this would
mean that you would start with cash, the
funds would linger in cash until raw
materials are p u r c h a s e d , then instantaneously transferred to raw material
where they linger until they are again
instantaneously transferred to material
in process etc., until they are sold as
finished goods and the funds are transferred to accounts receivable. The manufacturing firm has also another path,
this one through labor to finished goods
inventory.
The lingering time in each component
of the path can be defined as the
typ ical
or a v e r a g e balance necessary for
that component divided by (outflow of
the component / #of days in the accounting period). The turnover period as defined is the sum of the component
lingering times for each path. To get
the turnover period for the working
capital, the weighted average of the two
paths must be used. This period divided
into the number of days in the accounting period will give the working capital
turnover for the accounting period.
The example in this paper has been
kept simple so that the principle underlying the method can be seen. The following assumptions have been made for
the example:
MANUFACTURING MODEL FOR
WORKING CAPrrALa
I. Minimum cash balance $180
2. Inventory equal to one -month supply:
A. One dollar assigned to material
B. Two dollars assigned to labor
3. Markup 80%
4. Expense other than working capital:
A. Rent 5100 /month
B. Selling and administrative $140/
month
'Holtz, op. cit.,

p. 52.

MANAGEMENTACCOUNTING

5. Mercha ndise is bou ght on terms of
cash in 1 5 da ys
6. Ta kes 45 da ys to convert raw material to finished product
7. Production of 1,20 0 units

Al so ne e d e d a r e the fol lowing Position a n d I n c o m e St a te m e nt s. F o r si mplicity, n o i n c o m e is e a r n e d , bu t the
e a r n i n g o f i n c o m e w o u l d no t a ffe c t the
a na lysis.

POSITION STATEMENT FOR MONTH
$ 180
100
300
300
1,080
$1,960

Ca sh
Ra w ma terial inventory
Work in process's
Finished goods
Accounts receiva ble

INCOME STATEMENT FOR YEAR
Sales
Cost of goods sold:
Materials
La bor
Gross profit
Other expenses:
Rent
Selling and
administra tive
Net ea rnings

6,480
$1,200
2,400

3,600
$2,880

1,200
1,680

2,880
$ -0-

T h e linge ring times fo r ea c h c o m p o n e n t mu st be c o m p u t e d to find th e
tu rn ov er o f wo r k i ng c a p it a l .
C a s h = 1 8 0 /6 4 8 0 /3 6 0 = 10
*Ra w ma ter ia l = 5 0 /1 2 0 0 /3 6 0 = 15
Ma teria l in process = 1 5 0 /1 2 0 0 /3 6 0 =
45
La bor in process = 15 0/24 0 0/36 0 =
22.5
Finished g oods = 3 0 0 /3 6 0 0 /3 6 = 3 0
Accou nts receivable = 10 80 /6 48 0/36 0
= 60

Accou nts pa ya ble
Equity

A s wa s me n t i o n e d , the we ig h te d
a v er a g e of the two pro ce sses mu st be
co mp u t ed :
Ma t er ia l = 1,200 X 16 0 = 1 92 ,00 0
La bor = 2,400 X 1 2 2 .5 = 294,000
3,600
486,000
T u rn over pe riod = 4 8 6 , 0 0 0 /3 6 0 0 = 135
da ys
T u r no ve r ra te = 3 6 0 /1 3 5 = 2 .6 6 6 6 7
Gross Profit ( G P ) = Ma rk u p ( M ) X
Quantity (Q) of Working Capital
Su bject to Ma rk u p X Tu rnover (T )
Hence,
GP =MXQXT
2 8 8 0 = Q X 80% X 2.66667
28 80 = 2 .1 33 28 Q
Q = $ 1 ,3 5 0
T h e Q is the a m o u n t of wo r k i n g
ca pita l wh i c h this e x a m p l e sa ys is su bj e c t t o t h e m a r k u p p r o c e ss. T h i s c a n b e
fo u n d in the posi tion st a t em e n t a s
fol lows:
*Ca sh
$ 100
Ra w material
50
in process
300
Finished
goods
300
*Accou nts
receivable
600
$1,350
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co m-

—

—

Materials Labor
10
10
60
60
15
45
22.5
30
30
160
122.5
—

Ca sh
Accou nts receiva ble
Raw Materials
Material in process
La bor in process
Finished goods

50
1,910

$1,960

* Since 15 days of the raw materials, or 50
units, have not been paid for, terms cash in
15 days, the average raw material inventory
paid for is 50.
T h e linge ring ti me fo r ea c h
po n en t of t he t wo p ro c e sse s i s;

$

(100 in material,
200 in labor)

*Working capital expended is 3600. Divided
by sales gives a percentage of each item which
is working capital, in this case 55.55 %. 180 X
55.55% = 100. 1080 X 55.55% = 6 0 0 .
1

45 days is a su pply of 150 units of material.
Since the work is 1/x done, labor cost is $1
and material is $1. The inventory is 150 X $2
or $300.
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This example shows how the working
capital definition as a generator of income is derived. Since marketable securities as such are not able to go
through this process until they are converted into cash, they are called sources
of potential working capital.
Importance of This Concept to
Accounting Executive
What is the effect of this concept on
the financial statements? Of what consequence is this concept to the executive?
The report to stockholders under this
method would show the basic working
capital position that the business has
and the use of this capital. This would
require a revision of the position statement as it now is prepared. Since this
method does not classify assets into
current and fixed portions, but into
working capital, non - working capital
and potential working capital; these
would be the new position statement
headings.
As mentioned before, the potential
working capital would include marketable securities and the profit function
of the receivables. This revision of the
statement would probably cause much
concern to stockholders and investors,
since many of the figures used to compute conventional ratios would not be
clearly displayed. More than likely new
ratios would be required because of the
revision.
The most significant aspect of this
method, however lies in the other
functions of accounting pertaining to
the manager. The reports generated by
this method would be useful in the controlling and planning of current operations. A manager of the collection
department could be evaluated, as well
as the performance of the department,
by looking at the turnover period and
the lingering time of Accounts Receivable. These rates are based on the out-
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flow from Accounts Receivable, or the
generation of cash, not on the inflow
as is recognized when credit sales is
used.
If the outflow is lingering in the collection department for too great a time,
the whole cycle will be lengthened. The
amount of working capital cash needed
would have to be enlarged if only the
minimum was used before.
Another function that these rates
could perform is to act as standards,
for instance, a standard lingering time
of 50 days in Accounts Receivable.
Variations from this standard could be
spotted quickly and acted upon.
The executive working on the management of working capital would be
able to see what funds are available for
working capital and what funds are
available for other projects. The statement derived is a working capital statement, the figures derived on it are
partially found on the present cash
statement and its underlying computations.
A special project could be evaluated as to its feasibility using this concept by determining the quantity of
working capital needed to get the desired markup on expenditures. If the
quantity is not available and the funds
can not b e s ecu red so as to ma ke the
markup, the project should not be undertaken. The analysis will show the
amount of funds which will have to
be tied up in working capital to realize
the profit.
We are not advocating the change in
the method of defining working capital
as a generator of income as opposed to
the common and accepted principle of
current assets — current liabilities. Rather
we are trying to present a view of working capital which may be more valuable
to the accounting executive charged with
the management of his firm's working
capital.
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Some Problems in
Accounting for Lana Development
B y G A R D N E R M. JONES

T

HE A C C O U N T A N T wh o e n c o u n t e r s fo r

th e fi r st t i me t h e ne ce ssi ty of se tt in g
u p a sc h e m e of re c o r d s fo r l a n d a n d
l a n d d e v e l o p m e n t c o s t s f i n d s h i m se l f i n
a b a ffl in g ex er ci se . T he fru st ra ti on s st em
fr o m a v a ri e ty of ca u se s:
1. He is dealing almost entirely with
joint costs.
2. The development project ma y extend
over severa l years. Ho w the project
rea lly fa res is not determina ble u ntil
it is finished; therefore, interim reported incomes a re only tenta tive.
3. He must identify, as "cost of goods
sold," the costs attaching to lots or
units sold in ea rly sta ges of development, whe n ma ny of the prop erly a ttachable costs h a ve not yet been incu rred.
4. Special a nd pecu liar accounting trea tments are required for income tax
purposes.
5. Ea ch project is sufficiently different
from others so that "sta nda rds," as
developed in manufactu ring operations, are not a pplica ble.
6. Some pa rt s of a de velopment project
may be operated for produ ction of
income. Revenue, expense, a nd other
economic data mu st be ma inta ined on
each pa rt o f th e venture so t h a t pe riodic hold - versus -sell evaluations can

be ma de. Carefu l a ttention mu st then
be paid to the income tax consequences of su ch decisions.
Frequ ently, development work is on
a "joint ventu re" ba sis, which carries
with it its own set of accou nting
complications.
In t his pa per , th ese di ffi cu lt ies a r e d iscu ssed a n d so m e a cce pta b le — bu t n o t
ne ce ssa r il y c om p le te l y sa t isfa c t or y— sol u ti ons a r e su gg est ed.
Jo int Co sts o f Land
W h e n a p a r c e l o f l a n d i s a c q u i r e d fo r
d e v e l o p m e n t , its cost (i n cl u di n g a l l a p plica ble lega l a n d o t h e r a cq u isiti on
co sts) mu st be a ll oca ted to th e sev er a l
sa la ble " p r o d u c t u n i t s" (lots o r sites)
wh i c h a r e t o b e m a r k e t e d a t a l a t e r d a t e .
T h e si m p l e st ( a n d p r o b a b l y r a t h e r i n a p pr o p r ia t e ) a l lo ca ti o n sc he m e is t o d iv id e
a cqu isit ion co st ev en ly a m o n g all sites.
A more a ccepta ble ma tching notion is
to try to find so m e me a su r e of benefit
fo r e a c h si t e a n d t o a l l o c a t e c o st o n t h e
ba sis of th a t benefit pa t t er n . Bu t h o w
ca n " be n e fit " b e m e a su r e d ?
T h e r e is n o a d e q u a t e theo reti ca l o r
pra ct ica l wa y to d o it. A fa irly pr a g ma tic noti on of ma tc hing lea ds u s t o a n
"e xp ec t ed m a r k et v a l u e" b a si s fo r m a t ch in g. T h e e xp ec t ed m a rk et va lu e b a si s ha s

DR . GARD NE R M. J ON ES , La nsin g Chapte r 195 6, is Professor of Accounting a t Mich igan State Unive rsity. Professor
Jo n e s h o ld s B.B.A. a n d M.B.A. d e g ree s from th e University
of Mich iga n, an d a Ph .D. d e gre e fro m Lou isian a S tate University, Baton Rouge, La. He is a previous contributor to
MANAGEMENT ACCOUNTING. Dr. Jo ne s wa s a wa rd ed a n NAA
Certificate of Merit for t h i s article in the 1967 -68 chapter
competition year.
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no profound theoretical justification.
However, it "seems" desirable that all
sites should reflect some contribution to
total project profit. It also seems desirable that the pattern of cost recovery
should follow the pattern of sales. Thus,
in a period when many high -price lots
are sold, more cost would be considered
as recovered than when many low -price
lots are sold. Therefore, the expected
market value basis provides a cost allocation scheme that will assure that all
sites have about the same rate of markup.

This approach has been in use for at
least 40 years, and no one has yet proposed a more meaningful allocation basis. One added complication is that sale
price for lots is largely determined by
the prices of houses to be built on them;
the size of lots is similarly determined.
Thus an average cost per square foot
could be a quite suitable basis for cost
allocation to sites.
The method is briefly illustrated in
Table 1. A tract of land, acquired for
$190,000 plus $10,000 fees, surveying
and related costs, is broken into 160 lots.

Table 1

$4,000
2,000
1,500

80,000
120,000
120,000
$320,000

In the example, a uniform markup of
60% of cost is provided. It follows that
when any lot is sold, a proportionate
share of acquisition cost is recovered.
This approach caters to the accountant's
visceral feeling that costs assigned must
be related in some way to recoverability
of the costs in the sale prices of particular lots.
An additional cost assignment complication occurs when several parcels of
land are acquired at varying acreage
prices to complete the necessary development area. For example, two farms
are bought for a subdivision tract. For
one farm, $800 per acre is paid; for the
other, $1,100 per acre is paid. In addition to the two farms, three small lots,
with houses, at still different rates, are
bought to obtain a complete tract.
Should the particular lots to be laid
out on each separate purchase bear varying unit costs? Probably not. Common
sense tells us that they were acquired to
complete a single package; thus, their
costs would all be lumped together in a
total for the tract.
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of

Cost
allocated

Pe r u n it
allocated

50,000
75,000
75,000
$200,000

$2,500.00
1,250.00
937.50

total

25
371/ 2
37th
100

$

Market
total
$

20 lots Type A
60 lots Type B
80 lots Type C

Market
per unit

%

LAND COST ALLOCATION

A complex development may involve
division of the land into several types
of properties: industrial, commercial
and residential. The dimensions of industrial properties and some commercial
properties will be tailored to prospective
buyers' needs, while some other commercial properties may be pre - platted in
definite size lots. The existence of these
multiple "products" may require two
steps in the cost allocation process: first
to sections, according to expected use,
and then within sections to smaller units.
The smallest units to which costs are
allocated may depend upon the type of
property. For example, industrial sites
may be costed per acre whereas residential sites may be costed per lot.
A still different allocation pattern may
be appropriate where the land (prior to
identification for particular uses) may
be "zoned" according to some physical
criteria: proximity to water access, rail
or access highways, elevation, forestation, soil characteristics, etc. Again, the
potential market value of the several
"zones" will be the basis for allocation
of common costs of t he tract. After a
MANAGEMENTACCOUNTING

determination is made of expected uses
for the lands in each "zone," the land
costs, both direct and allocated, can be
re- allocated to sections or acreages within the zone on the basis of their expected
market values and, finally, within
platted sections or acreages, to individual sites, on the basis of their expected
individual market prices.
It is necessary that these allocations
be made at as early a point in time as
the data are available for allocation, in
order that land cost ( "cost of goods
sold ") may be identified with each site
or acre sold. This cost recognition is
necessary for both taxable and financial
income measurement purposes, beginning with the very first site sold.
Joint Costs of Improvements
The cost allocation problem, as it
bears on improvements, is seen in the
following example: a main access road
is constructed, leading from the expressway into a development tract. This road
serves both industrial and residential
areas as a main artery. Within the tract,
semi -main streets serve different areas
of the tract, and local streets serve
particular residential areas. If one is to
spread cost of these roads on some "benefit' basis, the decision on where the
service area of one road ends and that
of another begins is necessarily somewhat arbitrary. But the decision is unavoidable. A possible solution is to allocate the cost of the main access road
over the entire tract, but allocate the
cost of each lesser artery over the acreages or sites which are thought to "benefit."
Improvements offer another puzzling
costing problem. The problem arises because improvements which will benefit
certain lots may not be incurred until
after those lots are sold. To match costs
properly with selling prices, an equitable
portion of applicable still- to -be- incurred
costs should be included in "cost of lots
sold." The answer, of course, is to estimate the applicable remaining improvement costs that are to be incurred, and
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to include these estimated costs as an
element of "cost of lots sold." This may
require the accountant to construct a little scheme of contra - accounts for estimated and actual improvement costs,
which hopefully will offset each other at
the end of the project.
Another type of improvement is drainage and filling. Few subdivisions are
constructed without at least one of these
types of improvements. But only certain
portions of a tract need these preparations.
How does one determine the boundaries of the area "benefited" by a certain
ditching? One must physically observe
the drainage area.
In the case of fill, the value added is
measured by the increase in expected
market value —the act of filling increases
the val ue of the lots up t o a "n ormal'
value for comparable lots. It is also possible that fill is made merely to get rid
of excavation dirt; no value is necessarily added thereby and any recognizable
cost attaches to the site being excavated.
The amount allocated, then, depends
on the identification of degree or
amount of benefit to each particular site.
In the case of the construction of retaining walls or of fill, there is some
visible connection between effort expended and resulting value added. In
the case of drainage, however, the benefit is extended over a wider area and the
costs are allocated somewhat arbitrarily
to all sites within the drainage area.
Joint Costs of Public Facilities
As an attraction to buyers, developers
sometimes construct a golf course or a
swimming pool in a newly opened subdivision. Its cost must be recovered from
the sales of surrounding lots or through
eventual sale of the club to a membership association.
In either case, there is a considerable
passing of time before cost recovery. In
the meantime, the developer has the
initial development cost of the course or
pool and also the early -year operating
losses to recover.
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Two cost - spreading questions arise:
over what lots should the golf course (or
pool) costs be spread (which lots benefit
from its existence ?), and how can some
of the future annual operating losses be
attached to "cost of lots sold" in the
early sales? This cost - spreading is desirable because the facility's presence presumably contributes to these sales.
The answer to the first question lies
in the decision as to which lot buyers
will be influenced by availability of the
facility. This decision is conditioned, of
course, by the varying prices that can be
obtained because the facility exists. The
"first row" adjoining the facility commands a premium by being "on the fairway." The next adjoining group of
houses also benefit, and benefit can be
measured to the extent that some premium can be commanded on these lots.
But beyond that, a point is reached
where no distinct premium can be seen.
Thus, except for the proximate premium- commanding lots (for which a "contribution to expected sales value" is
discernible) the facility's costs will be
spread ratably over all the subdivision.
The answer to the second problem is
that the forecast operating subsidies
must be included in the "cost of lots
sold" by adding an allowance (to the
improved sites suspense account) with a
corresponding book reserve, against
which later operating subsidies will be
charged. In practice, developers tend to
ignore this approach and, instead,
charge off the subsidies when incurred.
Many developers make assessments
against the properties and hold these
advances as a "deposit" or liability, with
the possibility of returning them when
the development has provided recovery
through sale or profitable operation.
It is interesting to note that the pool
or golf course is intended to stimulate
residential growth which is intended to
stimulate commercial growth where the
real payoff is hoped for.
Special Tax Provisions
Capital gains treatment for land sales
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depends upon whether the holder is a
dealer in real estate or a n investor in
real estate. Normally, the subdivider is
considered a dealer in real estate; his
land for sale (lots) is his stock in trade
(inventory). If properties are held for
sale as stock in trade, gains on sale are
ordinary income.
Carrying charges (interest and taxes)
on land awaiting development are subject to annual elections to capitalize or
expense. The accountant should study
the current provisions for the handling
of carrying charges and for the treatment of capital gains versus ordinary income. There are special provisions for
the landholder who has held land for at
least five years and who sells only a
limited number of sites per year.
If developed properties are field for
income while awaiting future sale, they
are then operating investments (business
assets) rather than stock in trade; but
the dividing line between these two purposes may be pretty thin; the Malat
case' indicates court acceptance of the
notion that properties may be held as an
investment and simultaneously as stock
in trade.
The Inapplicability of Standards
Land development is seldom a repetitive ope ?ation. Each subdivision effort is
unlike any other, although there are certain rough guides to proper cost incur rences. For example, a condition providing some comparability is in curbing,
sidewalks and grading. A yard of curbing of particular composition and conformation costs about the same no matter where, and grading and ditching
costs are estimable based upon yards of
dirt and distances to move dirt. Sewer
and paving costs are estimable within
wider range; for these, the peculiar soil
conditions of a given location will have
unusual effect on cost.
For the most part, however, there are
few activities in land development where
1

383 U. S. 569 (1966), 66-1 UST C 49317, 17
AFTR 2nd 604.
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"should -be" costs are highly predictable.
Standards, by definition, are what costs
"should be "; but they are effective only
in repetitive measurable, reasonably
constant conditions.
Cost estimating for land development
and improvements is not a highly refined
process. But the organization that has
been keeping adequate records on its
past estimates versus experienced costs
has at - least a fair chance of making
reasonably close estimates for each cost
component in a new development. These
estimates are not standards, however,
and cannot be.
Multi -Year Projects
The developer really cannot know
how much he has profited or lost until
the development is completed and the
last lot sold. But that day is normally
several years after he began the project.
In the meantime, for tax and for income
measurement purposes, he has to measure the outcome in annual segments.
This measurement requirement means
that the "matching process" must be
undertaken; the particular revenues for
a year must have associated with them
the related expenses.
Recognition of revenue poses no particularly difficult problem; the accountant's custom of revenue recognition at
point of sale is generally acceptable.
However, many sales are installment
sales; the down payment and a few
monthly payments are all that is received in the given year; therefore, the
installment method of income recognition may be adopted. When the installment method is adopted, the related
cost of lots sold is properly spread over
the installment contract life and matched
with that portion of income being recognized periodically.
The real difficulty lies in identification of the proper dollar amount of
"cost of goods sold" to be matched with
the particular sale. One such cost which
is difficult to identify is carrying charges.
The whole question of the propriety of
capitalization vs. expense of carrying
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charges is bound up in this question, and
goes way back to the very fundamental
nature of the definition of an asset.
If one takes the definition that an asset is a resource awaiting disposition
(through use or sale) in the production
of revenue, then any outlays which relate to current production of revenue
are not assets; and any outlays which
relate to future production of revenue
are assets. Clearly, the acquisition cost
of a parcel of land relates to future production of revenue through use or sale.
Similarly, acquisition cost of improvements includible in the definition of asset.
If current carrying charges are incurred on a particular land parcel, but
no sale or use is made of that parcel
currently, and it is "just sitting there"
awaiting future sale or use, certainly the
incurrence of carrying charges is not related to current revenue production,
there being no current revenue product
tion. The decision to hold, to incur carrying charges, was made rationally with the
intention of future sale at a price which
would compensate for performing the
utility function of storage over time;
thus, carrying charges are properly attachable to the future sale, and should
then be capitalized until the period of
sale.
This is not to say that developers do
necessarily capitalize carrying charges;
since IRS permits the election of capitalizing vs. expensing, developers behave
rationally by expensing if it is advantageous taxwise. But we must recognize
the compromise between the logically
sound treatment and the "practical"
treatment under the necessity of minimizing the tax burden.
Developed Income Properties
Where a development encompasses
commercial (shopping) properties, the
developer may have to operate these
properties himself until the population
reaches a point where the commercial
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properties will become sufficiently attractive to investors. He has not abandoned his primary purpose: the sale of
land. But he temporarily carries the
property as income property. He should
account for it as income property;
therefore, he will need a set of accounts
quite different from land development
accounts, both for his own operating income measurement and for taxable income measurement.
Since the developer's primary concern
is development of property, not its operation, he will do well to turn over
operation to a professional property
management organization. However, he
should periodically re- evaluate the hold versus -sell decision in order to know
whether the time has come to sell the
property. Some accounting data, i.e., his
own land cost, taxes, etc., which the
property management organization does
not have, will be needed for the hold versus-sell decision. Thus part of his
accounting may be on the property
management books, part of it on his
own.
The remaining problem in the operation of self- developed income properties
is their tax treatment. Although the
Malat case, and its predecessor cases,
did not deal with developed income
properties, there is a hint of possible
dual interpretation implicit in the IRS
(and judicial) viewpoint in the Malat
case —while the property is held for income production and is subject to capital gain treatment on sale, it is at the
same time held as developed land
(stock -in- trade) and could therefore be
subject to ordinary income treatment on
sale. Whether the IRS and later court
decisions will actually go this far, remains to he seen.
Joint Ventures in Property Development
One of the useful forms of enterprise
in land development is the joint venture.
This is essentially a short -term partnership for a specific undertaking, the
partnership to be dissolved upon the
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completion of the task for which it was
formed.
To begin a joint venture, the parties
enter into a contractual agreement as
to investments, functions and profit sharing. The joint venture, as a business
entity, has its own books of accounts.
For tax reporting purposes, however,
co- venturers are treated as partners.
The range of arrangements between
co- venturers is almost endless. Sales of
assets may be made to the joint venture
at terms agreed upon between the parties; or the land holder may continue
to hold title while his co- venturer builds
improvements and structures, and at
the time of sale, each sells his portion
of the "package" to the ultimate buyer.
Or, for ease in financing and selling,
title to all parts of the package may be
vested in one of the venturers.
If land is sold to the joint venture at
an agreed price, the seller has a profit;
but, since he is a part owner of the
joint venture, his only profit is on that
part of the sale that is to his co- venturer
as a participant. Yet, even this profit is
not realized; realization will come with
the sale to the ultimate buyer.
All these complications give rise to
questions of when and in what amount
income should be recognized on the
land- contributor's books. Possibly he
should record, at time of contribution,
a debit to an Investment in Joint Venture account, a credit to Land (at cost),
and a credit to Deferred Income. Later,
upon sale to a final buyer, the Investment in Joint Venture becomes Cost of
Joint Venture Properties Sold, while Deferred Income becomes realized Income.
But even here, income recognition may
be deferrable until there is a cash distribution from the joint venture to the
participants. One cannot prescribe a
single uniform way that the participant
should set up his accounts; they will be
governed by the contractual arrangements and the preference of the participants for the timing of income recognition. Income recognition for tax purposes may be still different.
MANAGEMENTACCOUNTING

Summary
The accounting difficulties of land
development arise from (1) joint costs,
(2) the multi -year duration of most development projects, (3) matching of
costs, (4) income taxation provisions,
(5) inapplicability of "standards," (6 )

operation of developed properties for
income while awaiting sale and (7)
joint ventures in development. Each of
these poses a special set of acounting
problems for the accountant; each requires a careful understanding of contractual requirements and of the related
taxation provisions.

The Standard Cost Review —A Seldom Used
Management Tool
B y B e r n a r d J . K r a v i t z*
O P I N I O N S exist regarding
the frequency with which standard
costs should be revised. The conditions
necessitating such revision may be classified as internal or external. Technological advances, design revisions, method changes, labor rate adjustments and
changes in physical facilities are among
the internal conditions. External conditions include purchase price changes,
market trends, customer special requirements and changes in the competitive
situation.
Most companies utilizing standard
cost systems have become accustomed
to living with a complex and burdensome revision each year. There is seldom a systematic review preceding the
revision to determine the actual need
for carrying out that tedious and time consuming task.
It is generally agreed that events,
rather than time, determine whether
standard costs should be revised. Some

V
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*Philadelphia Cha pt e r. C P A , Part ne r in the
Phi l ade l phi a offi ce of Pe at , M arwi ck, Mitchell
& Co.
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larger companies are in the fortunate
position of being able to measure the
effect of these events on their existing
standard costs. The presence of specialized departments for market analysis,
statistics, budgetary control, product design and industrial engineering assures
substantial manpower to review the
authenticity of the standards at any
point in time. However, the ready availability of this large group of overhead
personnel often finds management tolerating a review system which is thorough
in its conclusions but costly in its
methods.
While the majority of companies have
the basic factory engineering service
functions, they do not ordinarily retain
a large staff for statistical studies and
analysis. Typically, the accuracy of the
standards is under constant question.
The need for review is recognized but
falls into that vague category called
"special assignments" for which no one
seems to have enough time. Such a company will normally follow one of the
two courses described below:
1. T o av o i d t h e ri sk of us i n g ob s o l e t e
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standard costs, the company may
completely revise standard costs each
year. Considerable time and expense
may be incurred and routine work
disrupted with no assurance that the
revision was necessary at all.
Due to a limited number of personnel and unwillingness to interrupt the
usual routine, the company may delay revision for several consecutive
years. Standard costs are likely to
become inaccurate and performance
measurement may become distorted.
Large variances may result which require time consuming analysis. As a
result, a general distrust of the standards and cost accounting reports are
likely to develop throughout the company.
A Practical Approach to Review
Ideally, procedures enabling continuous review should be included when designing the standard cost system. However, they may be added to the system
at a later date. The addition can be
orderly and economical if it follows a
well - planned systems design and timetable.
In redesigning a standard cost system
to include a continuous review program,
there will naturally be more ready acceptance if the additional clerical load
is tailored to existing manpower and
data processing equipment. It is also
advisable to state in writing (if this
has not been done previously) the objectives of the standard cost system and
the concepts upon which the standards
are based.
Once the objectives and the concepts
are clearly defined, the procedures for
the review system may be developed.
While several approaches are possible,
depending upon whether the system is
operated manually or on data processing equipment, the typical standard cost
system should adapt readily to built -in,
routine procedures for review.
Service Effort Variances— Adjunct
to Traditional Variances
A sound standard cost system in34

eludes procedures for controlling revisions in material and direct labor
standards as these changes occur. Consideration of updated standards is necessary for accurate efficiency measurement of both direct labor performance
and material usage.
In practice, direct labor tickets may
be expanded to show revised rate and
time standards as well as the original
standards contained in the standard
costs. Similarly, material requisitions
may show, in addition to original standards, changes for quantities and specifications. Purchase price changes should
not be made unless they are substantial
and permanent.
Under this approach, work -in- process
inventory would be charged with original standard costs and credited with
the identical original costs as shown on
the finished product standard cost sheets.
Material and direct labor performance
variances would represent true efficiency
as determined by the difference between
actual costs and updated standard costs
and would be recorded in the usual performance variance accounts. In addition, the difference between original
standard costs and updated standard
costs, as recorded on the material requisitions and direct labor tickets, may be
separated easily in variance accounts to
reflect the efforts of Product Design,
Production Engineering, Industrial Engineering, Purchasing and other service
departments as necessary. These may
be termed "service effort' variances.
Another approach, which is more
suitable for mechanization, would require updating of direct labor tickets
and material requisitions as described
heretofore. However, unlike the first approach, the original standards ma y be
discarded as they are updated. Finished
product standard cost sheets would not
be revised, but changes, classified according to service effort, would be recorded on each sheet affected. While
work -in- process inventory would be
charged with updated standard costs
MANAGEMENTACCOUNTING

and credited with original standard
costs, the differences would be removed
from inventory by transfer to service
effort variance accounts. Identification
of service effort variances would be accomplished by using the changes recorded on the finished product standard
cost sheets used during the month.
A valuable benefit of the service effort
variances, generated under both of the
above approaches, is that they provide
a practical management tool for measuring the economic benefit contributed
by the service departments. Moreover,
the segregation of variances, by performance and service effort provides
more precise data for a routinized and
continuous review of the material and
direct labor standard costs.
Gross Profit Analysis —Effect of Sales
Performance on Standard Costs
All too often the manufacturing variances are used as the sole guidelines for
determining the validity of the standard
costs. There are, however, equally important indicators which should be used
from data that may be gener ated routinely by the standard cost system.
These deal with sales performance variances which may be obtained from a
monthly gross profit analysis.
In a multi - product company it is unrealistic to think that variations against
the sales forecast concerning individual
product mix, volume and selling price
have no effect on manufacturing performance. It is an unusual plant manager who can adjust to unfavorable
product mix and volume variations
quickly enough to avoid unfavorable
variances from appearing in his performance reports. Where major variations in selling prices are concerned, it
is assumed that the standard cost was
one of the factors properly considered
in establishing the original selling price.
It follows that anticipated variations in
price may enable methods changes or
substitutions in material which would
result in revised standard costs or, perAUGUST 1968

haps, a decision to eliminate the product
entirely.
Planning for the gross profit analysis
should take place when the sales forecast is compiled. It is necessary to obtain the forecast price and quantity for
each product or product grouping depending upon the amount of detail desired. Comparison of these figures to
actual sales results and to standard cost
of sales will facilitate determination of
gross profit variances separated by mix,
volume„ and selling price.
The gross profit analysis should be
considered an important contributor
toward reviewing the validity of the
standard costs. Trends indicating major
variations in mix, volume and price
should be reviewed monthly to determine their effect on the cost and the
necessity of undergoing a revision. This
may be accomplished statistically, with
or without summary sales variance accounts for mix, volume and price appearing on the books.
Where data processing equipment is
available, a detailed report, providing a
comprehensive review is possible. In the
absence of such equipment, the report
should be designed for broader product
groupings which require less clerical
effort.
Standard Capacity Level —The Crux of
Well-Planned Overhead Absorption
Comparatively few companies attempt to distribute actual overhead to
product costs since actual overhead
varies widely from month to month and
would cause similar fluctuations in product costs. Further, the use of actual
overhead would unnecessarily delay the
costing of shipments and the preparation of month -end statements. The prevailing practice is to establish a standard
capacity level of operations on which
to calculate a base (direct labor hours,
direct labor dollars, machine hours,
etc.) for overhead absorption during a
prolonged period.
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Where the sales forecast alone determines the standard capacity level, the
company is in severe danger of facing
the classical "widget" dilemma. The attempt to absorb all overhead against
actual sales may create prices higher
than the competition, resulting in reduced sales and, in turn, prices that are
increased further. Therefore, the interplay of many elements of the type listed
below must be considered:
1. Historical sales data averaged over
several years to determine customer,
product and geographical trends.
2. Sales forecast for the current year to
determine the correct product mix in
the standard capacity level selected.
3. Projected sales forecast for a future
period to assure that the standard capacity level will assist in market penetration.
4. Total market demand to assure that it
is not less than the standard capacity
level (which may be higher than the
current sales forecast).
5. Practical plant facilities allowing for
inefficiencies and production delays
such as machine maintenance, breakdowns, set -up time and inspection.
In order to have continuing control
over the standard capacity level it is
important that both manufacturing and
sales management have a complete understanding of its construction. The cost
accounting department must be advised
of an y cha nge s to the above elements
which may significantly affect the overhead absorption process.
From a practical standpoint, the overhead spending variance will be unaffected by changes in the standard capacity level if a flexible budget is utilized.
However, in t he case of t he overh ead
volume variance, the standard cost review can be facilitated by segregating
the planned volume variance (resulting
from the difference between practical
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capacity and the standard capacity
level) and the operating volume variance attributed to scheduling errors and
other manufacturing inefficiencies.
Summary
Ideally, procedures enabling continuous review should be included in the
initial design of the standard cost system. However, an existing system may
be redesigned at any time to include
these procedures.
"Service effort" may be segregated
readily into variance accounts to reflect
the efforts of service departments. These
service effort variances provide a practical management tool for measuring
the economic contribution of the service departments. Of greater importance
is that the segregation of variances by
performance and service effort provides
more precise data for a routinized and
continuous review of the material and
direct labor standard costs.
The effect of adverse sales performance on manufacturing variances is
often overlooked. This effect may be
determined by initiating a gross profit
analysis identifying the variances according to mix, volume and selling price.
The standard cost review can be
facilitated by segregating the planned
overhead volume variance and the operating overhead volume variance attributed to scheduling errors and other
manufacturing inefficiencies.
Armed with more definitive information than contained in the traditional
variance accounts heretofore, management now has the tools for reviewing
the standard costs each month. The
decision can be made with reasonable
confidence to defer revision at year -end
if not really necessary or to revise the
standard costs, or some segment thereof,
if needed at an interim time.
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Are Labor Unions Accountable?
B y P A U L. N'. DEMARES T
that the best friend
the accountant ever had was the
federal government. Numerous financial
and operating reports to government
that industry must prepare are also
required of labor unions. Unions as well
as companies have had to change their
reporting methods to conform to government regulations. There has been
frequent comment in business circles on
the alleged fiscal irresponsibility of
unions. Actually, the legal financial restraints on labor unions are quite comparable to those affecting industry.
OMEONE HAS SAID

S

Landgrum - Griffin Act: Legal Restraints
The child labor laws of another era,
and more recently the Securities and
Exchange Commission regulations, were
effected to eliminate specific abuses by
industry and investors. Similarly, the
rapid growth of the AFL -CIO to its
present level of over 14 million members, and a concurrent growth of several
other national labor unions, brought
about legislation to provide adequate
protection to union members and the
public.
The most recent significant law directly affecting labor unions was the Land grum- Griffin Act, technically known as
the Labor - Management Reporting Act,

which was enacted on September 14,
1959. Under this law, a n y u n i o n m e m be r as we ll a s th e gene ral pu blic may
obtain from the U.S. Secretary of Labor
copies of the annual report for his or
any other union. Filed within 90 days
after the fiscal year, usually July 1st to
June 30th, this document shows the
following:
Annual receipts listed by source such as
dues, fines, work permits.
All disbursements — including salaries and
other expenses listed by name and total
amount for each officer and other employees receiving $10,000 or more per
annum in salaries and expenses.
Loans to officers over $250, listing name,
security given and purpose of loan.
Loans to any business, with security
listed and purpose stated.
Assets and liabilities detailed as to current and fixed and separated as to category such as cash, land, etc.
For unions with annual receipts under $30,000 the short form LM -3 (Exhibit 1) is required to summarize union
financial operations. Every international, district or local office of a labor
union must file either the LM -3 report
as shown, or the longer form LM -2 for
organizations with annual receipts of
$30,000 or more. The data shown on
the LM -2 form is an informative and
detailed four -page financial statement
with 14 separate schedules as follows:

PAUL W. DEMAREST, Omaha Chapter (Chicago 1949), is
Divisio n Co ntrolle r o f th e Indep end ent Metal Prod ucts Division, Fruehauf Corporation, Oma ha , Ne b . He has been
actively engaged in industrial accounting for the past twenty eig ht ye ars. Mr. De marest is a gra du ate o f Re nsselae r Polytech nic In stitute, Tro y, N.Y., whe re he obtain ed his Ba che lor
of Business Admin istration degree.
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Statement of Assets and Liabilities in
prescribed categories.
Statement of Receipts and Disbursements
in substantial detail.
Supporting schedules for the following1. Loans receivable
2. Other investments
3. Other assets
4. Other liabilities (Other than accounts payable, loans)
5. Fixed assets (land, buildings, autos,
furn. & fixt.)
6. Loans payable (by source, method
of payment, etc.)
7. Sale of investments and fixed assets
8. Disbursements to officers (by name)
9. Disbursements to employees (over
$10,000 by name)
10. Purchase of investments and fixed
assets
11. Benefits (payments to strike or pension funds)
12. Contributions or grants (charities,
bonuses).
The legal requirement that the above
financial data be available to the reporting union members is of greater significance that the report itself, as is the requirement that union officials be bonded.
Other important provisions of the Act
are that supporting documents to the
LM reports must be retained for 5 years,
and that fiduciary responsibility of officers is a legal requirement. Union funds
cannot be used for union officer election
campaigns. Loans to officers or employees cannot be over $2,000. Fines of officers violating the Act cannot be paid by
the Union involved.
Reports to Internal Revenue Service
Assuming that a union is declared exempt from federal income taxes (by
filing form 1024 after its first 12 months
of operation) ; it is required to file an
annual return of tax exempt organizations, Form 990. This report is ostensibly a duplication of the LM series. However, this three -page document has one
page of factual information such as byAUGUST 1968

law changes, location of books, etc., a
full page statement of income and expenses, and a third page balance sheet
for beginning and ending of the fiscal
year. The regulations have been modified recently to permit the us e of t he
LM -2 or LM -3 report in place of the
income and balance sheet pages.
Where income unrelated to the union
operation is realized, such as business
income, an Income Tax Return (4
pages) Form 990 -T must also be filed
and tax paid. Profit making enterprises
entered into by individual union officers
or members can also eliminate the organization's tax exempt status.
With these two reports, the comparability of corporate and union financial
reporting has been established as follows:
1. It is interesting to note that all labor
unions are required to prepare annual
LM financial statements, but not all
companies are required to prepare a
prospectus or annual financial statement, available to the general public.
Also, corporate annual statements are
frequently less informative than union
LM reports.
2. Internal Revenue Service reports for
tax exempt unions are comparable to
income tax statements for taxable
corporations —with the added requirement for a separate taxable income statement for non -union businesses operated by unions for profit.
Pension Plan Reporting
Pension plans and other welfare programs operated by labor unions for the
benefit of officers, employees or members are covered by the Welfare and
Pension Plans Disclosure Act which became law in 1958. Similar to corporate
pension plans, union pension programs
must be filed with the Department of
Labor, Form D -I Plan Description
Form.
An annual report of receipts and disbursements, assets and liabilities are detailed in the required annual pension
plan statement Form D -2. Copies of
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these reports must be made available to
participants on request.

Where applicable, state income tax
reports must also be prepared by unions
for their staff employees.

Union Organization—A Big Business
We have selected the AFL -CIO organization as a basis for our presentation simply because this confederation
of unions is the largest in the U.S., representing approximately one -fifth of the
total U.S. labor force. National unions
have accounting practices comparable to
the AFL -CIO.
To operate a large organization like
the AFL -CIO requires a complete staff
of specialists comparable to a corporation as indicated on Exhibit 2.
The December, 1967 biennial convention of the AFL -CIO at Miami Beach
made one basic change in this organization chart by eliminating the Executive
Committee. However, the departmental
and staff organization is as shown. These
officials operate the headquarters office
of the AFL -CIO at Washington, D.C.,
employing some 300 persons in the
home office and approximately 200 field
employees. The 129 international and
national member unions maintain full
office staffs to service their locals, and
each has a president, a secretary- treasurer and other officers as required.
Payroll Tax Reports
For each salaried office employee the
union involved must maintain payroll
tax data in a form similar to industrial
acounting records. A partial listing of
the government reports involved includes:
W -4 Withholding Tax Exemption Certificate
Form 941 Quarterly Tax Return
W -2 Annual Tax Statement to employee
SS -4 Social Security Account Application
— Unions
SS -5 Social Security Account Application
— Employees
Form 2240 Supplemental Pay Report
W -3 Reconciliation of Taxes Withheld
940 Federal Unemployment Tax Return
— Annual
40

Financial Statements
These required governmental reports
for labor unions are supplemented by
internal reports stipulated in the union
charter and augmented by an internal
control system which is part of the
union's Code of Ethics. Monthly, quarterly, semi - annual, annual and biennial
financial statements are prepared at the
local, national and headquarters offices
of each union group. Field auditors perform prescribed checks on local union
office operations, and their reports are
read at local union meetings as well as
administered by regional and national
union offices. The books and related
records of every local, national and
headquarters office are available to
members and this right is protected by
law. Audits by CPA firms are performed
semi - annually and their reports are
available to members.
The inconsistencies and inadequacies
of corporate annual reports have frequently been mentioned in accounting
literature. Corporate accountants could
take a lesson from the Biennial Report
of the AFL -CIO issued to their convention. The report used in this study was
issued for the December, 1965, AFL CIO Convention at San Francisco. This
imposing document contains 326 pages
of highly informative material concerning union operations, including a financial section of 31 pages.
The other page s of this report deal
with the activities of national headquarters departments and committees.. A
sample item from the 1965 report is the
auditing staff section which contained
the following very informative item.
"Defalcations- Directly Affiliated Local
Unions . . . AFL -CIO auditors during
the period July 1, 1963 through June 30,
1965 found that two local unions were
guilty of financial irregularities
the
bonding company was notified ... the
... reofficers responsible were immediately
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moved from office
immediate recov...
ery was obtained ..
."
Such precise detail of action taken to
protect interested parties is seldom part
of the typical corporate statement, where
similar unfortunate events do occur.
Another worthwhile service offered by
union accountants and other professionals on the headquarters staff is the
national office investment department.
This group provides direct assistance
to locals and national affiliates in the
profitable investment of the substantial
funds administered by these groups.
What Happens to Union Dues Income?
Union fees and dues are established
by each local union's charter. Union accounting principles are established by
law and by charter, providing each member with substantial control over the disposition of his union's income.
Each local union has a president and
a secretary- treasurer who are elected at
prescribed intervals (by law at least
every three years). Larger locals have
additional officers as required. Many of
these officials generally serve without
salary, and the local union dues are set
to pay minimum operating expenses
such as officers' travel expenses to national conventions, office supplies, rent,
postage, etc. The secretary- treasurer
maintains the local union's books, which
are available to members at any time,
and issues a monthly financial statement
presented at membership meetings.
Special assessments for strike funds
or other unusual expenditures require a
special vote of the local union involved.
Travel allowances are further defined by
the Internal Revenue Service as being
acceptable at a maximum of $25 per
diem and 150 per mile, which is the
same as that allowed for taxable corporations.
The average local in the AFL -CIO
has in excess of 200 members. The
monthly dues income is usually shared
on a 50 -50 basis with the national union
office. A pro -rata assessment of 7¢ per
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capita tax per member per month is paid
to operate the national headquarters of
the AFL -CIO and is included in the portion of the dues paid to the affiliate
headquarters office.
Taking a national AFL -CIO union as
an example, the Amalgamated Meat
Cutters and Butcher Workmen of North
America has 400,000 members in numerous locals throughout the country.
By Charter the $1.85 assessment includes $1.20 to operate this union's
headquarters and field staff offices.
Each national or international union
office has an organization setup similar
to the AFL -CIO headquarters office in
Washington. The distribution of the
$1.85 assessment to operate the headquarters office of the Meat Cutters
Union is approximately as follows:
$1.13 Operating expense —staff salaries,
office expense, travel, etc.
.07 AFL -CIO National Headquarters
Assessment
.20 Members Death Fund
.10 Strike Fund
.35 Officers & Staff Pension Fund
$1.85 Total monthly payment per member
The accounting for this income and
financial guidance to locals is by a controller and his staff. At the Meat Cutters
headquarters office the accounting department has 42 employees; 35 employees in this group are concerned with the
preparation of membership (accounts
receivable) reports for each of the locals.
The monthly receipts record is updated each month and sent to every local's secretary- treasurer for completion.
The strike benefit roll, showing the strike
benefits paid, is also used when applicable. A Univac 1004 data processing machine is used for processing these membership reports. The remaining 7 accounting employees at the Chicago Office constitute the financial accounting
section which processes payroll, accounts payable and related reports for
the Chicago Office operation.
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The quadrennial convention of this
union, provided by charter, requires an
annual financial statement comparable
in scope to that issued by the AFL -CIO
national headquarters office. Financial
accounting reports at the Meat Cutters
headquarters, including earnings records, are produced on a Burroughs 2190
installation. In addition, the national
secretary- treasurer has 7 field auditors
who visit each local annually and report
on any improvements needed or irregularities present in local union operations.
The books of the Meat Cutters Chicago
office are audited annually by an established CPA firm. Where expenses appear out of line at the headquarters
office level, the controller is expected to
bring such items to the attention of the
Meat Cutter's union management.
The 70 per month per capita tax per
member for operation of the AFL -CIO
national headquarters office in Washington, D.C., amounts to an annual budget
in excess of ten million dollars from
dues paid by the more than 14 million
members of the AFL -CIO. To administer these funds, the controller at the
AFL -CIO headquarters office has a staff
of 25 employees including 6 field auditors assigned to directly affiliated locals
(see Exhibit 2).
A tabulating department operation is
also part of the AFL -CIO headquarters
controllers staff. This group is concerned
with direct local affiliates membership
(accounts receivable) reporting. Headquarters staff payroll and accounts payable transactions are processed on NCR
equipment. Other accounting employees
prepare a long list of government and
union reports culminating in the biennial report to the convention. Monthly,
quarterly, semiannual and annual financial statements are issued by this group
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and audited every 6 months by a CPA
firm.
All union accounting personnel who
were contacted to provide the basic information for this article welcomed the
opportunity to display their records and
their desire for accuracy in financial reporting. The individual union member
expects his organization to keep his
wages ahead of inflation and for this
reason does not ignore his dues expenses
which #re the direct result of actions approved by him at local level. He expects
accurate accounting records the same as
a corporate stockholder. He can be confident that, with rare exception, the financial transactions of his union are
handled in an ethical manner and to his
advantage. His union's financial activities are properly recorded for control
purposes in accordance with accepted
accounting principles. Finally, union accountants have provided sufficient data
to their management so that their union
is in some cases better prepared than
corporate representatives for negotiations.
Conclusion
Any effort to describe all the accounting problems affecting labor unions
would not be feasible in a summary report of this type. However, this article
attempts to provide an objective approach to union accountability. There is
no intent to be pro labor or anti labor
in the political sense. The concept of
presenting this subject originated with
the author and was not solicited by any
labor union.
The conclusion is that labor unions in
this country are accountable to their
members and to the general public
through established laws and modern
accounting principles employed by union
financial management representatives.
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The Role of Operational Accounting Periods in
a Goal - Oriented Control System
By M I CH AEL CHATF I ELD
ACCOUNTANTS often
needlessly imitate the time pattern
of periodical external reporting. The
idea that reporting to management
should be scheduled in terms of fixed
calendar intervals has harmed administrative planning and control, because
firms' activities and objectives simply do
not conform to these periods.
We shall argue that planning and
control statements can be structured directly toward company goals, rather
than toward departmental functions or
fixed time intervals. Developing this
thesis involves two tasks: (1) demonstrating a goal- oriented administrative
model and (2) devising time periods
that are compatible with such a model.
Since this is a study of periodicity, the
needed model changes and the reasons
for them will be described only briefly.
The intention is not to prove the merits
of a goal- oriented system, only to estab-

M

lish certain premises required for the
use of flexible time bases in internal
reporting.
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Toward a Goal -Oriented Control System
A logical first step in implementing a
goal- oriented control system is to formally define broad company objectives
and set up criteria for judging their attainment. Establishing long -run profit
maximization as the main objective, and
the justification for all other company
goals, makes possible a hierarchy of objectives to replace the functional control
structure and help relate goals of different types. This hierarchy can in turn be
developed into a goal- oriented profit
plan which systematically assigns control priorities, coordinates objectives at
different levels, and controls the interplay of a short-range and long -range
goals. Ranking other objectives below
income cannot in itself make departmental efforts compatible, but it suggests new ways to measure their effectiveness and evaluate management performance.
Subgoals can be judged by their contribution to company -wide profitability.
Hence, when the relationship between
short-range and longer -range goals is

DR . MICHAEL CHATFIELD, CPA, Los Angeles Chapter
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made part of the planning process, managers can usually tell sooner whether a
given objective is worthwhile.
Defining subgoals as part of a pyramid of objectives also forces an understanding before the fact of what the
local goal is to be, and protects subordinates from being judged by criteria
other than those they pursued.' Ideally
it results in a traceable connection between each individual's work and the
achievement of overall objectives.
Accounting periods based on a firm's
production -sale processes could support
a goal- oriented control system by fitting
the lengths of planning and control reports to the duration of goals being pursued. At the least, monthly control results might be cumulated on the operational year —the natural business year —
of each company unit, and progress toward goals traced from low point to low
point of each unit's activity.
It is also possible to tie such interim
reports directly to the lifespans of objectives. That is, a series of subgoals
might be projected into the future and
reported on at times that were operational in terms of a main goal's attainment date.
Identifying Long -Range Goals
To structure periods around goal lives, accountants must first be able to
anticipate the duration of important objectives. Logic suggests that this can be
done. Since goals are formally set by
management, executives can to some
extent decide what each objective's
achievement time is to be. This lifespan
could be a calendar year or some other
arbitrary period, or it might be a period
whose length is governed by the tasks
to be accomplished. If a goal's life can
be made to coincide with operational
variations, it follows that the accounting
'George I. Long, "Estimating Company Objectives and Creating an Atmosphere Conducive to T heir Achievement," from Financial
Planning for Greater Profits, A.M.A. Report

44 (New York: American Management Association, 1960), pp. 17 -19.
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periods which measure progress toward
it over its life will themselves be operational.
Some companies can rather precisely
identify their long -range goal horizons.
E. B. Rickard describes Ford's product
planning cycle for the 1964 Galaxie, in
which engineering, tooling, market research, volume, cost and expense estimates had to be ma de as much as six
years in advance of production.2 Each
of these activities started at a different
time and had a different duration before
the car was finally introduced on September 15, 1963. If production of the
1964 Galaxie was considered a longterm goal, having each of these operations as subgoals, monthly progress reports could cumulate control data over
each of these multi -year goal lives rather
than on the usual "year to date" basis.
This would at least recognize that the
activities undertaken to achieve main
goals run on individual time tracks, not
all of which are relevant to Ford's fiscal
year or to any other single accounting
period.
An Operational Reporting System
A company study will show in more
detail how the use of flexible reporting
periods can give managers additional
data about operational trends. Westcoast
Corporation, whose real name, products
and location are withheld at management's request, is a large manufacturer
of precision instruments. Founded just
after World War Two, this publicly
owned corporation has grown to a position of world leadership in its field.
According to a company handout, the
internal accounting mission "is to devise
a system that will enable managers at
all levels (cost center, departmental,
plant, division and manufacturing) to
plan effectively, compare results with
plan, and communicate effectively."
Since this involves interpreting the ac'E. B. Rickard, "The Past is History —the Future is Planning," The Controller, October
1962, p. 480ff.
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tivities of twenty -three semi- autonomous
divisions, a variety of control models
are used by the company's various units.
This study will consider only two of
the more goal- oriented systems —those
of the Components Division, and within
it, the GRT Plant, which produces vac cuum tubes used in the final product.
The Lunar Calendar
A distinctive feature of Westcoast's
accounting system is the artificial, thirteen- period calendar which is used
throughout the organization. Most advocates of the lunar calendar have emphasized its procedural advantages while
overlooking its superior ability to reflect
activity level changes. In this firm it is
the cornerstone of an operational reporting structure.
Perhaps most important, the thirteen period calendar forces both makers and
users of accounting reports to become
conscious of the time element in their
daily work. The author found everywhere in the company both an awareness of periodicity, a healthy questioning
of its possibilities, and a sense of great
freedom in employing it.
The modified calendar, with light and
dark shaded four -week periods superimposed on calendar months, hangs on
the wall of nearly every office and is
one of the first things explained to the
visitor; no ordinary calendars are seen.
Not only are annual, interim and managerial reports made in terms of this
lunar time function, but nonaccounting
time references of all kinds are given
simply in terms of the appropriate lunar
period: for example, "603" indicates to
everyone the third period in the sixth
year of the lunar calendar's use.
Since production in this firm is unaffected by the tides or the phases of the
moon, these lunar periods are not in
themselves operational. But four -week
accounting intervals, evenly divisible into work weeks, suggest and lend themselves to operational applications and
are considered especially well suited to
a goal- oriented control system. Planning,
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scheduling, comparability studies and
control reports are prepared over
twenty -eight day periods which tend to
equalize working time. Somewhat arbitrary time bases are used for general purpose planning, divisional forecasts
being made eighteen lunar periods ahead
and capacity planning being done on a
twelve -week basis. But because production scheduling is dominated by the
length of assembly lines, the pace of
operations, and the availability of parts
and storage space, it must be responsive
to operational variations.
In the GRT Plant, materials scheduling is on a three -week basis: a week is
allowed to test a part, a week to get it
into production, and a week to inspect
the finished component. By making work
weeks its basic accounting units, the
company aligns its reporting processes
with its plant processes, establishing
measurements which can readily be
tailored to fit operational patterns.
The Components Division
Management's intention is to allow
major activities to be planned collectively but controlled and reported on
individually within each production
area. Divisional trends are often different enough from the overall company
pattern to justify and get individualized reporting periods. Each division
manager has his own forecast, budget
and stated objectives.
Within the Components Division,
every plant manager sets his own goals
for output, costs, efficiency and reject
levels, and even estimates at what percentage of capacity he will operate. The
accountant's job then becomes one of
furnishing the information that managers ask for concerning progress toward these goals.
The GRT Plant, in the Components
Division, is of special interest because
its accounting control system is almost
entirely goal- oriented. Plant costs are
allocated to subgoals, which become the
focus for cost measurement, and the
MANAGEMENTACCOUNTING

basis for control is component-by-com ponent comparison of goals and performance. Certain future needs are also
defined in terms of objectives, and managers are encouraged to relate their own
efforts to those of other units. The tie -in
between plant costs and overall company
objectives is still weak, but a similar
goal- centered control system is planned
for the entire Components Division.
Plant management claims that converting to this system was not difficult
or expensive, because most of the data
needed to set goals and measure their
attainment had already been gathered
for other uses. The accounting records
provide a cost history of each component, which the manager translates into
objectives set six lunar periods ahead
on an hours - per -unit basis. To permit
comparisons among various departments
in the plant, opportunity costs derived
for product cost studies are used with
the unit cost figures in which most goals
are expressed.
Many cost standards are the result of
engineering studies which also indicate
that management should be able to
reach certain goals. But developing
standards and goals together does not
keep them from serving different purposes. In this plant, standards are tight,
idealistic fixed measurements, whereas
goals are performance levels the manager wants to achieve, given his resources and the training of employees.
Still there is enough overlap for the
complaint to be made that "When the
goal improves output, the engineer
comes along and raises the standard."
Operational Reporting Periods
Plant accountants emphasize that reports are prepared to meet the manager's
needs rather than to satisfy the needs of
a system. Executives require periodic
comparisons between the goals they have
set for themselves and their actual accomplishments.
In theory, the manager's temperament is the main reporting variant. He
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decides what information he wants and
how often he wants it.
In practice this means that production
processes influence the timing of accounting reports because they influence
managers' data requirements. In particular, the state of the production art
in various plants affects internal reporting time. New or experimental components usually require more frequent reports than established ones. Some processes are inherently less stable than others and also need shorter -run reporting.
The Components Division's Gun Department is "mature" enough so that
savings come almost entirely from cuts
in expenses, which are reported at the
end of e ach lunar period. But in the
GRT Plant the process is delicate, goals
center around raising the quality of output, and some managers ask for weekly
information on reject levels.
The state of business has obvious
effects on reporting frequency. When
this study was made there was a backlog of orders, and many requests for
current labor and efficiency reports. As
demand for the company's products
slackens, control emphasis is expected
to shift toward cost consciousness and
more reports analyzing expenses.
A system of priorities is designed to
counteract delays in data processing. In
the Components Division, goals affecting the majority of costs ( "normal
costs ") are divided into three categories
which are reviewed at standardized intervals. Variable production costs are
examined each lunar period, "managed
costs" incurred by staff, service and engineering units are reviewed once every
three periods, and long -term controllable costs are looked at every sixth
period.
The GRT Plant maintains a list of
"critical process" items. If deviations
from goals, either in quantity or dollar
value, go beyond the limits set by managers, a special report is immediately
prepared. The list of k ey items is revised as operations proceed and the
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most critical may be reviewed each week
or even oftener.
Underlying this almost completely irregular time element, controlled by plant
processes, is the realization that both the
manager and the accountant have limited resources. Operational reporting becomes an attempt to allocate their time
in the most useful way.
Conclusions
Statements for management can be
timed to coincide with the pace of operations, and there is no compelling
reason why all of a firm's control reports, prepared as they are for different
people, must be issued on identical time
bases. Calendar period reporting to executives should become a matter of convenience rather than a supposed necessity. The use of operational accounting
periods can help focus managers' attention on goals and on the time intervals most relevant to their attainment.
This might be done in several ways. One
is to cumulate monthly control results
over each goal- area's natural business
year. Another is to allow the duration
of objectives to determine the length
and timing of base accounting periods.
If it is possible to identify long -range
goals and find their lifespans, it should
also be possible to project these goals
into the future and report directly in
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terms of progress toward them over their
lives. The "annual" period for control
reports might then be the lifespan of the
goal, whether it lasted a season, a year,
or five years, and the "interim" periods
could be defined either as calendar inter •
vals or by operating processes themselves.
The use of operational time in a goal oriented control system would alter a
number of established accounting relationships. Identifying reporting periods
directly with production processes would
not always be the clear -cut task it was
in the Ford example, nor is it one described by present accounting doctrines.
Anticipating the duration of long -term
goals would often require subjective
judgements, which might be incorporated into reports used for comparative
purposes. If accountants choose to cut
across calendar time measurements they
will have to exercise more judgment and
skill. Moreover, added risk of inconsistency, which is always present yvhen
subjective decisions are made, must be
balanced against the more useful information which an operational reporting
system can help provide.
The time- activity relationship remains
a hidden factor in a great many accounting analyses. Making it explicit is
a step toward better solutions to these
problems.
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It Pays to Pay: Accepting Section 531
Penalties May Be Sound Economics
B y M . R . S ki g e n * and E . K . Snyde r * *

o J U D G E fr o m n u m e r o u s a r t i c l e s a n d
the v o l u m e of pe n d i n g litiga tion
th er e is a su b sta nt ia l • in te r est in Se ct io n
53 1 e t. se q . of the In t e r n a l R e v e n u e
Co d e . T h is i s t h e se c t i o n wh i c h pr o v i d e s
fo r a pen a l ty if c o r p o r a t e ea r n in g s a r e
re ta i ne d in o r d e r to a v oi d the i n c o m e
t a x o n d i v i d e n d s. T h e p e n a l t y is a p p a r ent ly i m p o se d , h o we v e r , on l y u p o n t h e
ex ce ssiv e l iq u i di ty o f c lo se ly h e ld c or po ra t i on s. '

T

W h e r e th e r e is ex ce ss liqu idity, a n y
i n c o m e re ta in ed o v e r th e " r e a so n a b l e
n e e d s" of the c o r p o r a t i o n is t a r e d a t
2 7 1/2 % of t he fi rst $ 1 0 0 , 0 0 0 a nd 3 8 1/ i %
o n the ex ce ss o v e r tha t first $ 1 0 0 ,0 0 0 ,
br i n gi n g th e hi g h e st m a r g i n a l t a x r a te t o
6 8 . 0 2 % of c u r re n t p ro fi t s.
Alter nativ es
W e p r o p o se to e x a m i n e the co n se qu e nc es of p ot ent ia l Sec ti on 5 3 1 li a bi li ty
to a c o r p o r a t i o n ea r n i n g $ 1 ,2 0 0 ,0 0 0
a ft e r ta xes wi th a ne t ca sh flow of
$ 2 , 4 0 0 ,0 0 0 . It wo u l d a p p e a r th a t su c h
a c o r p o r a t i o n h a s fo u r ba sic a l te r na tives:
1. Pa y p a rt o r a ll o f th e in c o me o u t a s
dividends. T h e higher the marginal
*Washington, D. C. Chapter. CPA, Assistant
Professor of Accounting at Georgetown University. B.S. from Lehigh University and
M.B.A. from New York University. Received
an NAA Certificate of Recognition for this
paper in the 1967 -68 chapter competition year.
* *CPA, Associate Professor of Business Law
at Georgetown University. A.B. from Wayne
State University; J.D. from University of Michigan Law School. Member of Michigan,
Ohio, and D.C. Bars.
'James Kendall Hall, The Taxation of Corporate Surplus Accumulations.
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bra ck et of the sha reholders, the more
unpa la ta ble this a lterna tive wou ld become. If the controlling sha reholders
were in th e 7 0 % bra ck et this wou ld
mea n their net a fter Federa l ta xes on
$1,200,000 of dividends wou ld only
be $360,000. T he corpora tion, however, would ha ve $1 ,20 0 ,0 0 0 rema ining, not subject to Secti6n 531, bu t
contributing to fu tu re liqu idity problems.
Reinve st th e net c ash flow into p lan t,
equip ment and inven tory. One ca n
build capacity or modernize to the
point where retu rns become nega tive.
Tha t is, efficiency and volume are
not increased, but taxes, insurance,
ma intenance a nd deprecia tion a re. In
short, this action might well be advisa ble for a ti me , but is subject to
the eco nom ic la w of dim ini shi ng returns.
Invest net cash flow in othe r ven tures
in which a co ntro lling inte re st is a cquired. This progra m is ba sica lly the
popu lar conglomera te ploy. A closely
held sma ll corpora tion has certain
advantages a nd disadva ntages as compa red to t he p u bli cly held conglomera te. Beca u se of its rela tively sma ll
size, vertical and horizontal integration ma y well be fea sible. Disa dva nta ges revolve a rou nd the necessity to
bu y fo r cash with the resultant immedia te tax disadvantages to the
seller.
4. Pa y th e ta x a nd inv est th e d iffe re nc e
in marketable securities or other
property where a co ntro lling inte rest
is not acquired. This wou ld, in effect,
ma k e th e co rp or a t io n bo th an opera ting a nd a hol ding compa ny. I n ou r
exa mple, the accumulated ea rnings
tax wou ld be $412,500, leaving the
compa ny $ 1 ,9 8 7 ,5 0 0 to invest a s desired— or no t inve st a t a ll.
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Analysis
The businessman faced with this admittedly happy situation needs a yardstick by which he can measure the parameters and determine the appropriate
resolution of the dilemma. He can
choose from any of the above or combine two or more alternatives. Most tax
advisors omit the fourth alternative, considering it to be too expensive. However, there are many cases in which this
alternative can well be the most profitable.
We do not mean that the company
should go "hat -in- hand" to the IRS saying: "Assess us with Section 531 penalties." What we do mean is that it may
be better economics for a company with
"excess liquidity" and current earnings
probably subject to Section 531 penalties
to disregard the possible penalty and to
invest the "excess liquidity" in the most
profitable manner. If the penalty is later
assessed, so be it. Whenever the penalty
tax is less than the equivalent marginal
tax rate on the owners (the usual case
with Section 531) this alternative is
worthy of consideration. If there is no
foreseeable need on the part of the
owners for dividends in excess of future
year's earnings. Alternative 4 might be
sound economic planning. Let us look at
one such example where this would be
true under present tax laws.
Alternative Rates of Return
For the purposes of this problem we
will examine the consequences of each
alternative facing a company with income of $1,200,000 and net cash inflow
of $2,400,000. The basic problem, just
as with most business decisions, is that
the businessman operates without knowing the true rate of return attached to
any alternative. Another fundamental
problem is to determine the amount to
which to apply the rate of return. A high
rate of return on a given base may be
preferable to a lower rate of return on a
higher base. A p r i o r i the rate of return
can only be the businessman's best judgment, but the base is readily determi50

nable after any alternative has been selected.
The alternatives and rates of return
illustrating these alternatives are as
follows:
Pa y a ll inc o me o ut as div ide n ds. As-

sume the stockholders are (or will
be) in the 70% bracket and have
been averaging 15% on their investments in the stock market and real estate. Stockholders would be left with
$360,000, net of tax, which could be
invested at 15% for a $54,000 annual
return. The $1,200,000 remaining
from the cash flow can be invested
by the company in any manner it
wishes, but presumably it will elect
the highest rate available. This would
mean an additional $180,000 annual
return. Much of the additional annual return for both the stockholders
and the corporation might be tax
free (e.g. unliquidated gains) or taxable only at capital gains rates.
2. Reinvest $2,400,000 in plant and
equipme nt. We assume the company
is currently earning 8% on assets.
However, because of the wording of
the law, the entire cash flow must
be reinvested in the business, not
just "earnings." Reinvesting only an
amount equal to earnings in plant and
equipment is not sufficient to avoid
the penalty as long as "excess liquidity" is increasing. This is so because
under the statute any excess cash or
marketable securities on hand are attributed to earnings and are, therefore, tainted. Under this interpretation, earnings from the current year
are first taxed and last spent.
Reinvesting $2,400,000 in plant and
equipment would have the effect of
avoiding the penalty tax and leaving
the company with the use of the entire amount thus yielding an additional $192,000 annual income, taxable at ordinary income rates. This
analysis, of course, presupposes that
the point of diminishing returns has
not been reached.
3. Begin a program of acquisition for
cash. In this case let us assume that
any desirable subsidiary would return
at least 8%. A noisy program withMANAGEMENTACCOUNTING

three year probable time lag in assessment of the pena lty tax. T he
annu al return would be over $298,0 0 0 , som e o f wh ic h m a y b e t a x fre e
or taxa ble only a t ca pita l ga ins rates.
Even though the $ 360 ,0 00 in Alternative 1 is t a x p a id in t he h a nds of the
sha reholders, Alterna tive 4 is clea rly
superior. As in Alterna tive 3, acquired investments ma y be subject
to future spin -offs.
Su mma r y
We ha v e t ri ed t o d emo nst ra t e in this
a r t ic l e t h a t t he r e a r e se ve r a l a lt e rn a t iv e s
o p e n t o a c o r p o r a t i o n f a c e d wi t h a
tentia l Se c t i o n 5 3 1 a ssessm en t . M o st o f
t h e l i t e r a t u r e o n t h e su b j e c t h a s c o n c e n tra ted o n the a v o i d a n c e of the pen a l ty
th ro u gh t h e m ea ns il l u str a te d i n o u r fi rst
th re e a lte rna tiv es.
po-

ou t t o o m a n y acqu isitions might ena ble th e c omp a ny to esc a pe th e S ection 531 penalties and still invest
some of its excess liqu idity in investments where control is n ot a fa ct or .
Ina smuch a s there ca n be no "sa fe"
guideline to follow in dividing the
fu nds between controlling and non controlling investments, we will assu me that the entire a mou nt is invested in controlling situations. This
alternative is particularly useful for
those compa nies which ha ve recently
completed modernization or expa nsion progra ms a nd ha ve a dequ a te fa cilities for anticipated ma rk et penetration. T he retu rns here wou ld be
about the sa me a s in Alternative 2.
A spin -off of acquisitions at some
fu tu re da te might also work to the
adva ntage of the stock holders.
4. Invest as mu c h as possible in maxim u m yield situations. Alternative 4
wou ld involve pa ying $41 2,500 in tax
[38 1h %($ 1 ,2 0 0 ,0 0 0 — $100,000) —
$11,0001 a nd investing the rest at
15 %. This a na lysis ignores a t wo t o

It is h o p e d th a t t h i s pr esen t a t io n de ve lo ps a n a wa r en e ss tha t th er e is a n o t h e r , possibly bet te r, ch o i c e a va il a ble
be y o nd t he t h re e u su a ll y su g g e st e d .
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— entitled " T h e C a se fo r C o n t i n u o u s
D i sc o u n t i n g " — pr esen ts co nc l u si on s
wh i ch di ffer fr o m r e ce i ve d n o t io n s a bo u t
co n t i n u o u sl y c o m p o u n d e d i n t e r e st .
T h e t r o u b l e c o m e s fr o m t h e a u t h o r ' s
co n fu sio n a b o u t t wo sl i gh t l y sim i l a r , b u t
re a l l y q u i te d i ffe r e n t c o n c e p t s: t h e c o n tinu o u sly c o m p o u n d e d a n n u a l ra te a n d
t h e " fo r c e o f i n t e r e st . " I n t e c h n i c a l l a n gu a g e, the co n t i n u o u s ra te is co rr ec tl y

51

defined as the effective rate per year
which results from compounding the
annual nominal rate instantaneously.
The force of interest is the nominal rate
which, if compounded instantaneously,
would produce the same effect as the
desired annual rate. The author thought
he was dealing with the first concept,
but he was really working with the
second.
At a mundane level, the two concepts
may be compared by analogy. The first
is the result of the compounding of interest over short periods, which increases
the actual or effective rate; 6% compounded semi - annually becomes 3%
each six months, equivalent to 6.136 %.
If the compounding is done monthly,
the effective rate becomes 6.168 %, and
so on. The second concept (the "force
of interest ") is related to the not so frequently encountered situation in which
an nu it y paymen ts are made semiannually, but the rate of interest is required to remain at the annual level.
This calls for an effective rate of the form
j =(l

+ O U P

-1

The (1 + W/P factor is often included
with tables of interest factors, under the
caption, "Amount of 1 for Fractional
Parts of a Year," and it is useful, to
make interim conversions for annuities
in which the payment interval is shorter
than the specified conversion period. If
we deal with a 6% annual rate from
this viewpoint, semi- annual conversion
produces a 2.965% rate per six months,
1.467% per quarter, .487% per month,
and so on.
The Force of Interest
The confusion is an easy one to fall
into, for the mathematical expressions
are quite similar. Using a slightly different notation than that used in the original article, the continuous rate is given
by:
c= e '— l , or l + c = e '
whereas the formula for the force of
interest is
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i= eJ- 1,orl +i =ej
The second version appears on p. 58 of
the original article, and is the basis for
the conclusions developed therein.
To compare these, the arithmetic may
be developed by using the relation between common and Napierian logarithms:
log„ _ .43429 log,
Following the original article, the force
of interest may be stated,
log,, (1 + i) = j, and log (I + i) _ .43429 j
For a 10% annual rate, the force of interest is calculated,
log (1.10) _ .43429j; log (1.10) is
(from a table) .04139; j = •04139
.43429
Dividing, j = .0953 or 9.53%
This is the force of interest, called the
"continuous rate" in the article. Really,
converting a nominal rate to a continuous force of interest actually does ngthing to the effective rate of interest, for,
as pointed out by Chris Luneski (A c counting Review XLII No. 4, October,
1967 pp. 767 -771) "the difference in
nominal rates exactly offsets the difference in compounding." For any given set
of annual (or other) receipts we would
get precisely the same present value using a 10% nominal rate as would be
had with the author's 9.53% (force of
interest) rate.
The Continuous Rate
and Its Significance
Now, if we compute the continuous
rate, we proceed:
l + c = e '; l o g „ ( I + c ) = i ,
and log (1 + c) _ .43429 i
For a 10% annual rate, the result is
log (1 + c) _ .43429 (.10);
log (1 + c) _ .043429,
antilog .043429 is 1.10515,
and the continuous rate is 10.515 %.
This is the true continuous rate, the
MANAGEMENTACCOUNTING

effective result of compounding 10%
per year continuously.
Using the effective continuous rate
(rather than the nominal rate which
would be compounded continuously to

Continuous
rate
(c)

Discount factor
for one period
(m)

.90909

10.515%

.90485

.46%

.83333

22.140%

.81873

1.78%

Discount factor
for one period
(k)

10%

" Error"
(k /m) -1,
%

Annual
rate
(i)

20%

equal the annual rate), we apply the
computational results of c, as given, and
a comparison of annual and continuously compounded effective rates would
be as in the table below:

30%

.76923

34.986%

.74082

3.83%

40%

.71429

49.182%

.67032

6.56%

50%

.66666

64.872%

.60653

9.91%

The "errors" in this table are measured from the continuous discount factor, rather than from the annual one.
Because the base in this calculation is
smaller, the percentages are larger than
they would be figured from the annual
base. But the differences are small, except for very high rates.
Evidently, the errors in using an
annual rate instead of the appropriate
continuous rate (not the force of interest) are not so large as the article suggested. But a more serious point is
involved.
The author of the article comments
on his tabulation of "errors" as follows
(p. 59) :
This illustrates that the percentage error
in present value using the two methods
is a function of the interest rate only and
not of the size or timing of the payments.
Thus, percentage errors computed here
for one dollar for one year would hold
for other amounts and other discount
periods.
This is contrary to the argument sometimes presented that continuous discounting will be of insignificant advantage
when flows are being discounted over
long time periods. See Ezra Solomon,
The Management of Corporate Capital,
Free Press of Glencoe, New York, 1959,
pp. 17 and 321.
The statement in Solomon's book, page
17, was:
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For low rates and short time spans, these
differences are relatively minor. As rates
and periods are increased, the relative
differences becomes significant. However,
because the present value of distant sums
falls very sharply at high rates of discount, the absolute difference brought
about by different compounding intervals is minor.
The reference to page 321 cites a
table which shows the effect of using
rates from 5 to 20% over terms of 1
through 25 years, compounded continuously and annually. For 20% and 25
years, continuous conversion produces a
present worth of .0067, and annual conversion gives present worth of .0105.
The relative difference between these
factors is 57% of the continuous base,
but these factors are both so small as to
produce little real difference. Discounting $100,000 for 25 years would be
different by only $380, an absolute
amount too small to have much effect
on any typical capital expenditure situation. For longer periods, the effect is
even less pronounced.
Solomon's statement, cited in the article, began by pointing out that for low
rates and short times the differences are
slight. More meaning may be put into
this, by making comparisons for rates
below 10 %, as in the table immediately
below:
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Nominal
(annual)
rate

Effective rate
(compounded
continuously)

Nominal rate
discount factor
(one year)

2%

2.0201%

.9804

.9802

3%

3.0455%

.9709

.9704

4%

4.0811%

.9615

.9608

5%

5.1271%

.9524

.9521

8%

8.3250%

.9259

.9231

E$ective rate
discount factor
(one year)

The rates below 10% fall much more
Evidently, the length of the period
nearly within the range of ordinary does have an effect on this. When the
usage; this is especially to be noted in term becomes longer than five years,
connection with income taxes. The ef- there is a reducing emphasis on this diffective rate used to evaluate capital ference, with the increased term length.
expenditures must be an after -tax rate; Ultimately (soon after fifteen years),
thus, the nominal pre -tax rates (market the difference in the two kinds of disrates ?) will be considerably larger than count rates produces only very small
the ones used in calculation. Under a absolute deviations in the result. This is
48% tax rate, 20% per year really because both of the discount factors bemeans 38.5% before taxes; it is doubt- come so small that, even though they
ful whether rates of much higher level may be relatively different, they do not
would be really useful for most pur- really affect the dollar amounts subposes. But then, the largest difference stantially.
in the low rate comparison just given is
Against the backdrop of this discus3/10 of one percent, in the case of the
sion there looms the ungainly shadow of
8% annual level. Professor Solomon's
uncertainty, which makes most of th e
statement as to the small effect of conargument
about continuous versus antinuous compounding for rates up to 8%
nual
compounding
seem of not such
is certainly acceptable. Even at the 20%
great
importance.
The
errors in forelevel (which is really equivalent to
38.5% pre -tax), the relative error is casting expected receipts and payments
for more than a year or two in advance
only 1.78 %.
are
themselves large enough to cause
As to the other part of Solomon's
much
greater concern than the frestatement —its meaning will be clearer,
quency of compounding any given inif we consider how much difference in
terest rate. It thus may appear to some
dollars will appear as between the use of
continuous or annual rates, if we dis- readers that the whole issue of rates and
conversion periods is academic.
count a single amount (say, $100,000)
However, if one does attempt the
for terms of different length. At the 20%
level, the two present worth figures for transition from annual to continuous
this $100,000 will be $1,460 apart. Over rates, in the hope of achieving that
a five -year term, the difference is great- slight "accuracy" which may result, it
er, $3,400. But this falls to $2,620 for a
is well to be sure that the mathematical
ten -year period, $ 1 , 5 1 0 for fifteen, and concepts are chosen carefully, and ap$780 for the twenty-year term.
plied with discretion.
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Asset Base for Performance Evaluation —A Critique
By RICHARD A. IE LNICIKI
of 3,525 major companies'
revealed the extent to which Return On Investment ( ROI) has been
adopted as a management performance
index. V. J. Stafford, in his article "As-

A

SURVEY

actions. This analysis is based on the
assumption that divisions can act as independent companies, given corporate
rules and regulations, through the implementation of evaluation methods that
provide congruity between division managers' actions and corporate goals .3

set Ba se fo r P e r f o r m a n c e E v a l u a t i o n "

Ge n e r a l O b j e c t i v e

(Management Accounting, February
1968), was correct in asserting that
many companies have adopted this tool:
The survey revealed that 57 percent
(1,503) of 2,658 respondents used the
index as a measure of division perform ance.2 However, Stafford's proposals for
determining the denominator of the ROI
index have been rejected in full or part
by various authors. The following analysis shows how the proposals can lead to
misevaluations and undesirable division

It is generally agreed that division
managers should be held responsible for
"controllable" assets, as Stafford indicates. But, there is disagreement on deducting non -interest bearing liabilities to
determine the ROI denominator.
Corporation rules usually determine
when divisions pay their bills 4 The proposed net asset base---controllable assets
less non-interest bearing liabilities —is an
apples and orange mix that does not, as

'J. R. Mau riel and R. N. Anthony, " Misevaluation of Investment Center Performance," Harvard Business Review, March-April 1966, pp.
98 -105. The survey included all companies in
the Dun & Bradstreet Million Dollar Directory
whose 1963 sales volume was over $20 million,
plus all banking, insurance, and transportation

°T hi s assumpt i on i s i n agre e me nt wi t h t he wri t i ngs of Jo e l D e an, " Pro fi t Pe rfo rma nce Me asur e m e nt o f D i v i si on M a na ge r s, " Th e Co n t ro l ler, Se pt e mbe r, 1967, Gordon Schil l inglaw, Cost
Acc ou nt in g: Analysis and Co n t ro l , re v. e d.
R. D . I rwi n, I nc., Home wood, Ill., 1957, p. 780,
a n d Char l e s T . Ho rn gr e n, Co st Acc ou nt in g:
A Ma na g eria l E mp h asis, 2nd e d., Pre nt i ce-Hal l ,
Inc., E ngl e wood Cl i ffs, N.J., 1967, p. 338.
'J o h n D e a r d e n , " Prob l e m i n D e ce n t ral i z e d Fi nanci al Con t r ol, " Harv ard Business R e v i e w,
May -June 1960. Re pri nt e d i n Ma na ge me nt
Co n t ro l S y s t e m s, R . N . Ant ho ny, John D e ar de n, and R. F. V anci l , R. D . I rwi n, I nc., Home wood, I l l., 1965, p. 324.

compani e s l i st e d i n t he 1964 Fo rt un e D ire ct ory
t hat we re not listed in the D u n & Bradst re e t
listing.
$[bid., p. 101. T he t e rm division was de fi ne d as
any s e para t e l y acco unt abl e o rga ni z at i ona l u ni t
re spon si bl e t o t o p mana ge me nt for some f i nanci a l me as ure o f pe rfo rm an ce . Thi s de fi nit i on i s
use d i n t hi s anal ysi s.

R I C H AR D A . E L N I C KI, New Ha ven Chapter 1968, is
Assistant Professor of Economics, Ya le University, Ne w
Ha ven, Co nn . He h olds a D.B.A. d eg re e fro m Ha rv ard Bu siness Scho ol, B.S. and M.S. de g re e s fro m Penn State University, University Park, Pa. Professor Elnicki has been
a wa rd e d a n N AA Ce rtifica te of Me rit fo r th is a rtic le in th e
1967 -68 chapter competition year.
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Stafford writes, "...most accurately reflect the resources at management's disposal." (p. 2 2 ) .
When Corporate rules do not determine payment policies, the deduction of
accounts payable from controllable assets can promote "reverse" window
dressing:
Dearden reports a case where a division
manager held up paying as much of his
accounts payable as he could at the end
of the month. This increased his ROI by
decreasing his asset base. The action accomplished nothing for the corporation
but created considerable ill will among
the suppliers.s
A net asset base does not necessarily
lead to goal congruity. The measure
most accurately reflecting a division's
resources is not unique: Differing corporate rules and policies must be reflected in asset base definitions if the
item definition approach is used. This
factor is considered further below.
Current Assets
Cash and Accounts Receivable. Stafford proposes that cash and accounts
receivable be included in the asset base
at their actual amounts. But in most decentralized corporations cash is centrally controlled and corporate rules determine credit terms. Actual cash balances
are determined by daily needs and the
sophistication of corporate cash transfer
systems. The usual practice is to include
in base asset an estimate of the amount
that would be needed if the division
were an independent company.

Period

Production

Including receivables when divisions
control them can be a problem whether
actual formula cash is included in the
base:
Dearden describes a case where a division manager made all -out efforts to collect receivables at the end of each month.
Collection expenses increased and ill will
was created on the part of the customers s
A corporation would gain little from
such actions, but division managers' asset bases would be decreased since (1)
the corporate system would pick up the
excess cash or ( 2 ) the formula cash
would not change.
There are conflicts inherent in the various formula cash bases. But the formulas give better standards than a corporate- controlled actual cash base that
in no meaningful way reflects division
actions. Including actual accounts receivable in the base is illogical if corporate rules determine credit terms and
can lead to undesirable actions where
divisions control credit terms.
Inventories. Stafford proposes that inventories be included in the asset base
at standard direct costs at a FIFO basis.
The direct costing justification is partially based on two assumptions: (1)
Fixed overhead costs are not being absorbed on a normal volume basis, or
( 2 ) volume variances are allocated to
all production, whether sold or in inventories.
The assumed figures were as shown in
the following table:

Total Costs
Variable
Fixed

Ending
Inventory

100

$100

$200

50

200

$200

$200

50

It is argued that ending inventories
would have different total costs (values)

under absorption costing but similar total costs under direct costing:

'Dearden, op.cit., p. 324.

'Dearden,op. cit., p. 324.
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Period
Direct costing

$ 50
$ 50
$150
$100

Absorption costing

The implied unit costs under absorption costing of $3 and $2 (as shown in
parentheses) were found by dividing total costs by production, viz.,
Period

Unit costs
($100 + $200000 — $3
$(200 + $200)/200 — $2

or by allocating volume variances to
units in inventories and to units sold:
If normal capacity is, for example, 150,
the standard cost will be $1 + $200/150
or $2.33 per unit. The volume variance
in Period 1 will be ($2.33[1001 — [$200
+ $1(100)]) - $233 — $300 - $67.

Allocating this unfavorable volume variance to inventories of 50 and implied
units sold of 50 gives:
Inventory cost
- $2.33(50) + 1/ 2 ($67) — $150

Cost of goods sold

— $2.33(50) + 1/ 2 ($67) — $150
The volume variance in Period 2 will be
($2.33[200] — [$200 + $1(200)]) —
$467 — $400 - $67. Allocating this fa-

vorable volume variance to inventories of
50 and units sold of 150 gives:
Inventory cost
— $2.33(50) —

CosT of goods sold

— $2.33(150) —

1/ 4 ($67)

— $100

3/ 4 ($67)

— $300

Given usual absorption costing practices, this justification is not valid if
volume variances are closed to the income statement: The inventory costs 7
will not differ given equal standard costs
and inventory quantities.
It is stated that direct costing ". .
discourages managers from building up
excessive inventories when such action
is not in the best interests of the company." (page 22) This is not explained
'If quantities sold times their cost equal "Cost
of goods sold," should not quantities not sold
times their cost be "Inventory cost" instead of
"Inventory value "?
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Inventory cost (value)
—
—
-

50($1)
50($1)
50($3)
50($2)

— supposedly the favorable volume variances will more than offset the increased
asset base. In given circumstances this
is possible:
If a manager's ROI or his target is, say,
20 %, then the ratio of the favorable volume variance to the full cost inventory
increase would have to be greater than
.2 for him to accumulate unnecessary inventories.
But it is also true that direct costing
will discourage the accumulation of inventories when they are necessary. If
high production relative to sales in the
spring and summer is necessary to meet
heavy fall and winter demands, direct
costing will result in lower profits or
greater losses than under absorption
costing. The division manager will not
be motivated to build inventories as
needed if he is evaluated quarterly: absorption costing does "reward" him for
properly scheduled production.
Direct costing is not a panacea for
directing divisional inventory actions (as
it is not a panacea for decision making
generally). It is a double -edged sword.
The relevant question, given the item
definition method, is: How much inventory should a division carry given
the nature of its demand? This calls for
an inventory quantity base reflecting optimal production planning given various
sales patterns. If a base is so defined,
excesses or deficits can be charged, directly or at a carrying cost, to divisional
income statements as inefficiency expenses, thus reducing the ROI numerator. This will prompt the division managers to act congruently.
The FIFO -LIFO question is also a
double -edged sword. Stafford proposes
FIFO so that current costs are reflected
in the asset base and to discourage the
LIFO motivation of not selling low -cost
57

$10 — $9 — $1

LIFO

$10 — $8 — $2

In this situation, the division manager
would sell the unit since it would increase his actual ROI or be over his target ROI only if LIFO were used. This is
the opposite of Stafford's contention.
This brief example shows that the inventory costing method is dependent on
the numerator a n d denominator. If the
FIFO -LIFO question is to be avoided,
the use of current costs in both the income statement and asset base is required under the item definition method
of determining asset bases.
Fixed Assets
Stafford proposes that fixed assets be
included in the asset base at their market
values. Under the alternative of net
book values, actions are misdirected. It
is possible for ROI's based on net book
values to go to infinity. Given a profitable division, depreciation will decrease
the asset base, thus increasing the ROL
Opportunities for investment are likely
to be avoided since any real -world situation would result in a large increase in
assets and relatively small income increases. Gross book values lead to much
the same problem where long -lived assets are involved.
Market values have the obvious advantage of forcing managers to reflect
relevant o p p o rt u n i ty amounts in their
decision making.
Assume a division has an income of $25
and fixed assets with a net book value of
$100,a gross book value of $150, and a
58

Percentage
margin
(a lb )

$9
$9

$1/$9 — 11.1%
$2/$9 — 22.2%

market value of $200. The division manager is considering a proposal that will
save $3 per year with a $20 investment.
If he is evaluated on a net or gross book
value basis, he is not likely to promote
the investment since his ROI would be
reduced:
Net b ook v alue

Gross bo ok value

Present
$25/$100 25% $25/$150 16.7%
With the proposal
$28/$120 24% $28/$170 16.3%
If he is evaluated on a market value
basis, he is likely to promote the investment: The ROI would increase from
10% ($25/$250) to 10.4% ($28/$270).
If the corporation can earn 10% on additional investments, it would make the
$20 investment and it would keep the
division. But, if the corporation can earn
15% on additional investments, it would
consider closing the division, since it is
losing 5% on the $200 tied up in the
division's operations.
Using market values forces the division manager to compare relevant opportunity amounts as the corporation
would do. Hence, congruity is achieved.
However, such arguments have had little apparent effect on corporate practices. The second phase of the Anthony Muariel study revealed that only 2.8%
of respondents used some measure that
departs from cost such as insurance or
appraisal value.8
—

FIFO

Replacement
cost
(b)

—

Margin
(a)

—

Method

and actual or target divisional ROI's.
Consider a base quantity unit that can be
sold for $10. The division's actual or
target ROI is 20 %n. Assume that the unit
is in inventory at a $9 FIFO cost or an
$8 LIFO cost; that $9 is the replacement
cost; and that if the unit is sold, it will
have to be replaced.

—

inventories when they should be sold
since they will be replaced at higher
prices. This is a partial and misleading
analysis. FIFO will result in non - current
costs being reported in the ROI numerator. The trade -offs involved are dependent on profit margins, current costs,

^Mauriel and Ant h ony, o p . cit., p. 101; 851
compa ni e s re sponde d t o the se cond phase of
the surve y.
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The fixed asset base suggested by
Stafford is qualified by proposing the
use of gross assets" ... only when the
personnel being evaluated have not got
final authority in the disposal and purchase of fixed assets." (page 2 4). The
implementation of this qualification
would result in an apples and oranges
fixed asset mix —gross book and market
values —in most decentralized corporations. For, most corporations have rules
specifying division managers' final investment authority up to given levels,
with major proposals requiring corporate approval. Because of this practice,
the usual investment center criteria is
that divisions to some significant extent
influence the size of the investment
bases
The rule should be that fixed asset
bases be valued at market when managers to some significant extent influence the size of the investment base. If
a division manager does not significantly
influence his fixed assets, then the ROI
measure is not applicable. The division
is not an investment center a priori.
Summary
The proposals made in "Asset Base
for Performance Evaluation" are not
acceptable item definitions for determining asset bases —with one exception.
Averages are necessary to help eliminate "window dressing." Cash, accounts
receivable, and non - interest bearing liabilities taken at actual amounts can be
meaningless or can lead to undesirable
actions. Direct costing and FIFO are
not panaceas to solve the inventory
question; both are double -edged swords.
Fixed assets at market value should al°Mauriel and Anthony, op.
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cit., p. 99.

ways be used given that division managers have some significant authority —
not necessarily final —over acquisitions
and disposals. If market values are not
appropriate, the ROI measure is not appropriate.
The proposals suffer from the lack of
a reasonable definition of investment
centers and from the restricted view of
the ROI denominator. Dearden has concluded that the usual item definition approach to asset bases cannot lead to
congruity.10 He proposed that fixed assets be taken at market value and that
working capital be the remainder of the
asset base. The "working capital " —cur rent assets less current liabilities —he
recommends is the amount required if
the division were an independent company.
The working capital is an amount to
protect the company and divisions
against insolvency in case of a temporary shutdown and a base quantity of
inventory that would not be liquidated
during the shutdown period. Given corporate decisions on these factors, an
amount of working capital would be determined and changed only in the case of
expansions, contractions, or changes in
the decision factors. Specific corporate
rules for collections, bill payments and
inventories determine actual amounts,
with a charge for inventory variations
from the base. This method is preferable
to the alternatives, for item definitions
of current assets or working capital are
illogical and lead to undesirable actions
and the elimination of working capital
from the asset base does not permit
needed comparisons.
10

Dearden, op. cit.
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Recent

SENSITIVITY ANALYSIS IN MAKING
CAPITAL INVESTMENT DECISIONS
William C. House, Jr.
National Association of Accountants,
505 Park Ave., New York, N. Y. 10022,
1968, paperbound, 86 pp., $2.00.
The principal objective of this study,
which is the third in the NAA Research
Monographs Series, is to determine the
significance of errors in estimating cer-

tain variables used to calculate estimated
rates of return on investment by comparing the rate of return changes resulting from variations in the underlying
estimates. The wholesale distribution of
natural gas serves as the basis for examining the problem.

MANAGEMENT ACCOUNTING: AN INTRODUCTION
FINANCIAL ACCOUNTING: AN INTRODUCTION
Harold Bierman, Jr. and Allan R. Drebin
The Macmillan Co., 866 Third Ave.,
New York, N. Y. 10022, 19 68, 414pp.,
$6.95, respectively 420pp., $6.95.
These two coordinated textbooks together provide broad coverage of the
subject matter of accounting to provide
economic data for users both within and
without a company's management. The
approach is non - procedural to serve both
the many students who wish to know

something about accounting without becoming accountants as well as those who
expect to acquire more technical competence in subsequent courses. It is unfortunate that the authors have, in
choosing titles, tended to perpetuate the
erroneous impression that financial accounting and management accounting
are different subjects rather than integral aspects of a company's economic
information system.

FINANCIAL ACCOUNTING CONCEPTS
James H. Rossel & William W. Frasure
Charles E. Merrill Books, Inc., 1300
Alum Creek Dr., Columbus, Ohio
43216, 1967, 532 pp., $13.00.
Financial Accounting Concepts is writ-

ten to provide a text combining managerial aspects with techniques of financial accounting. No previous exposure
to accounting is assumed.

COST ACCOUNTING
Adolph Matz, Othel J. Curry and George W. Frank
South - Western Publishing Co., 5101
Madison Rd., Cincinnati, Ohio 45227,
1967, fourth edition, 963 pp., $9.00.
As with earlier editions of this well
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known textbook, this fourth edition provides a comprehensive and clearly
presented explanation of cost accounting
techniques.
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THE EFFECTIVENESS OF ACCOUNTING COMMUNICATION
Abraham J. Briloff
Frederick A. Praeger, Inc., 111 Fourth
Ave., New York, N. Y . 10003, 1967,
338pp., $17.50.
Whether or not one agrees with Profes-

sor Briloff's analysis —and few people
will be able to agree with all of them —
it makes provocative reading for accountants.

DEVELOPING A COMPUTER -BASED INFORMATION SYSTEM
Perry E. Rosove
John Wiley & Sons, Inc., 605 Third
Ave., New York, N. Y . 10016, 1967,
384pp., $14.95.
This book offers a description of the
general approach and the critical problems included in planning and implementation of large -scale computer -based
information systems. The orientation of

the material is broad in that it deals with
governmental, military, and business
organizations, but it is also quite thorough without being highly technical.
This is the eighth in a series of books on
information sciences published by John
Wiley and Sons, Inc., and the authors
and other contributors in this case are
associated mainly with the Systems Development Corporation.

BUSINESS INFORMATION AND ACCOUNTING SYSTEMS
Wallace M. Carrithers and Ernest H. Weinwurn
Charles E. Merrill Books, Inc., 1300
Alum Creek Dr., Columbus, Ohio
43216, 1967, 734pp., $12.50.
This book is intended as a college text

covering the whole field of business information systems. Approximately half
of the pages are devoted specifically to
accounting systems.

COBOL LOGIC AND PROGRAMMING
Fritz A. McCameron
Dow Jones- Irwin, Inc., 1818 Ridge
Rd., Homewood, 111. 60430, 1966,
paperbound, 246 pp., $5.00.

This is manual designed to introduce
COBOL to beginners and assumes no
prerequisite knowledge of computers.

BASIC FORTARN IV PROGRAMMING AND
SELF - INSTRUCTIONAL MANUAL TEXT
Jeremiah J. Healy and Dalward J. Debruzzi
Addison - Wesley Publishing Company,
Inc., Reading, Mass. 01867, 1968, paperbound, 264 pp., $4.95.

As a self- instruction text, the context of
this book is described by the title.

COMPUTERS IN BUSINESS: A FORTRAN INTRODUCTION
Robert E. Malcom and Malcom H. Gotterer
International Textbook Company, P.O.
Box 30, College Dept., Scranton, Pa.
18515, 1967, paperbound, 267 pp.,
$5.25.
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This text is intended to provide an introduction to computers for students in
business, questions and exercises are
included.
61

ACCOUNTING FOR MANAGEMENT
Richard M. Lynch
McGraw -Hill Book Company, 330 West
50th St., New York, N. Y. 10036, 1967,
447 pp., $8.50.

tended for a one - semester or one quarter
course in accounting for management
planning and control.

This a comparatively brief textbook in-

MANAGEMENT PLANNING: A SYSTEMS APPROACH
Norbert L. Enrick
McGraw -Hill Book Co., 330 W. 42 nd
St., New Yor k, N. Y. , 10036, 1967,
217pp., $12.00.

This book is designed to serve both man agers and students with an introduction
to quantitative methods for operations
planning.

INDUSTRIAL LOGISTICS
John F. Magee
McGraw -Hill Book Co., 330 W. 42 nd
St., New York, N. Y. , 10036, 1968,
353pp., $11.50.

This book provides a clearly written and
comprehensive survey of modern tech nology in business logistics.

THE FINANCIAL MANAGER: BASIC ASPECTS
OF FINANCIAL ADMINISTRATION
Jerome B. Cohen and Sidney M. Robbins
Harper & Row Publishers, Inc., 49 E .
33rd St., New York, N.Y. 10016, 1966,
1006pp., $13.50.

Wide coverage of topics in financial
management and a practical viewpoint
make this college text useful to the business reader as well as to the student.

EFFECTIVE MAINTENANCE MANAGEMENT
E. T. Newbrough
McGraw -Hill Book Co., 330 W. 4 2nd
St., New York, N. Y . 10036, 1967,
368pp., $12.50.

This book presents maintenance man agement methods from the author's long
experience in this field.

EXPENSE ACCOUNT CONTROL
John N. Taussig
American Management Association Inc.,
135 West 50th St., New York, N. Y .
10020, paperbound, 1967, 64pp., $6.00.
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T h i s A M A research study No. 82 pro vides a useful view of company practice
and policy in expense account control.
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SUCCESSFUL CO M P E N S AT I O N T E C H N I Q UE S
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The objective of this book is to provide

(Continued from inside front cover)
sharper financial planning and reporting systems to support their administration.
If monetary incentive programs can
be developed to where they are reliable motivators, then perhaps the non monetary incentives can also reliably
be measured as to their value as a
management tool.
James A. DeVille
Vice President of Finance
and Administration
Apache Corporation
Minneapolis, Minn.

► Multiple Regression
Computations
To the Editor:
Professor Charles D. Mecimore's
article, "Classifying and Selecting Financial Ratios" (February 1968),
clearly identifies financial ratios as another area in which the management
accountant can profitably employ
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in practical form the knowledge needed
to design and implement an effective
executive compensation plan. Ways to
attract, motivate, and retain executives
are built into plans described.

mathematical analyses. However, we
would like to add some comments to
the discussion.
In calculation of the multiple regression some divergences sometimes
occur due to numerical reasons, that
is, round -off errors in the calculations
required to solve the equations. This
problem is more acute in some computer programs than in others.' It
more frequently occurs when the independent variables are highly related,
as in Dr. Mecimore's example. However, this rounding problem generally
does not incur in the newer and numerically superior programs which
are available in time - shared computers.
From the viewpoint of the financial
analyst and management accountant
there are distinct advantages to conducting multiple regression analysis
(stepwise or otherwise) via timesharing service.
First, it is desirable to have the
ability to choose that technique which
best fits the situation on the basis of
'R. J. Freund, "A Warning of Round -off Errors
In Regression," The American Statistician, December 1963.
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tested results. Actually stepwise regression is a multiple regression technique. The only difference is whether
one would like to quit at the point
where there is apparently no longer
a statistically significant reduction in
variability by adding further variables.
In some situations, especially when
a simple equation, or ratio is desired,
the stepwise procedure may be preferable. In other cases, such as predicting overhead rates2 and even developing better financial ratios, the
analyst would like to obtain the final
complete regression or predictive factors. This is so because lack of statistical significance does not in fact prove
the variable insignificant is still an unbiased estimate of the effect of that
variable in conjunction with all the
others. This point is especially important if there is a good reason to
expect all the independent variables to
be related to the dependent variable
that we are intending to predict or
analyze.
In either case, the analyst would
like to test, if it were only a matter of
a flew minutes additional time, not
only the effect of including or excluding independent variables but also the
effect of time delay among the variables. Testing the effect of time delays
between long -term liabilities and cash
and marketable securities could conceivably provide the financial analyst
with a better ratio. The same is true
in the relationship between inventory
and cash, and so on.
The essential point is that the analyst and management accountant can
do a better job when they understand
'See November 1967 special supplement of The
Federal Accountant.
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the applicable mathematical techniques and can personally react with
a computer, such as is done when
one uses a time - sharing terminal.
Thomas J. McCarthy
Manager
Management Consulting Services
Lybrand, Ross Bros. &
Montgomery
New York, N.Y.

► Taxes in Financial Planning
To the Editor:
In his October 1967 article "The
Influence of Taxes on Financial Planning," Mr. Levon C. Register indicated that a corporation in 1967 was
required to pay 100% of its tax liability in quarterly installments during
the year in which the liability arises.
Actually, under present law, cash
payments in 1967 on 1967 taxes
could have been as low as 70% of
the estimated 1967 tax reduced by
$100,000 and estimated credits without incurring penalties for underpayment.
Further, under a recent proposal
by the administration, which has already been approved by the House
Ways and Means Committee, it would
be at least five years before a corporation would be required to pay its
entire tax liability in the year it arises.
Under this proposal the minimum
cash outlay in 1968 on 1968 taxes
would be sharply increased and the
tolerance for accuracy of the estimate
would be narrowed further. In 1968,
the $100,000 exemption would be reduced to $80,000 and underpayment
penalties could be assessed if the
MANAGEMENTACCOUNTING

proposals miss the mark in a number
of important ways.
While I make no claim to having
solved the problem, I suspect that the
answer lies in utilizing an index which:
1. Employs an income concept
which means "income which
could have been used to pay
dividends to common stockholders" (net of income locked
in by restrictive loan agreements, etc.) .
2. Employs an asset base which
means "funds invested by common stockholders."
3. Expresses both income and the
asset base in current dollars by
applying some kind of price level mechanism to assets held
for a long time (LIFO invenNew York, N.Y.
tories, fixed assets, ect.) .
4. Utilizes a relatively long time
span (say three fiscal years) in
► An Index for Performance
the determination of both "inTo the Editor:
come" and "asset base ".
5. Places great importance on
Hopefully, Mr. Victor J. Stafford's
trend — weighing the most rearticle "Asset Base for Performance
cent
activity more heavily than
Evaluation" ( February 1968) will
earlier activity.
stimulate additional thought aimed at
Neither Mr. Stafford nor I have
deriving a performance measure
begun
to cope with the difficult queswhich, in fact, "motivates managetions
of
attributing portions of a comment always to act in the best interpany's
income
or asset base to a
ests of the company's stockholders."
particular subdivision of the comCertainly it would be a significant
pany, nor has either of us suggested
break - through in managerial science
that our proposals should replace exif someone developed a performance
isting accounting concepts used in remeasurement which really motivated
porting financial position and earnmanagement to always act in the
ings to stockholders.
stockholders' best interest. It would be
W. James Whelan, CPA
an even greater coup if the device
Manager
fairly reflected the differences in perPrice Waterhouse & Co.
formance of various managements.
Unfortunately, Mr. Stafford's specific Boston, Mass.
quarterly installments did not total
8 0 % (as compared to 7 0 % in 1967)
of the final tax reduced by $80,000.
The exemption would be further reduced by $20,000 each year, and in
1972 every corporation expecting a
tax liability of $40 or more would be
on a current basis for its tax liability.
The cash flow considerations for
meeting these proposed requirements
would be of greatest importance during the transition years, especially as
exposure to the liability for paying
quarterly tax installments encompasses more and more the smaller
corporation.
W. Greyson Quarles, Jr
Tax Department
Ernst and Ernst
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