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The new electronic calculator
you can carry to the questions.
The newest, trimmest, lightest, lowest - priced

You don't have to be a trained operator to get

addition to NCR's line of electronic calculators
has arrived. Now you can carry an NCR Answer
Machine from desk to desk, office to office, office
to home. It weighs less t ha n a por ta ble t ypewri ter, a nd even ha s a buil t -i n ha ndle a nd a
keyboard cover.
Like all of NCR's Answer Machines, the new
NCR 18 -12 is first cousin to an NCR computer.
Not h i n g m oves in its solid -state electronic
ci r cui t r y. So t h er e' s no ca l cul a t in g m a ch i n e
clatter. T h e NCR 18 -12 electronic calculator

answers from the NCR 18 -12 or any of NCR's

does in thousandths of a second what an ordinary calculator takes over a quarter of a minute
to do. In high - pressure offices that adds up to
lots of labor dollars every year. And there are
no cams, gears, or gadgets to jam or wear out.

other Answer Machines. Enter a problem into a
keyboard the way you'd write it: 1.2 X 3.4 = ,
and before your finger leaves the = key, your
answer is displayed: 4.08.

All NCR Answer Machines —from the small
NCR 18 -12 through the bigger 18 -1, 18 -2, and
18 -3 —have functions and capacity to meet the
needs of any application. All have in the answer
a ut om a t i c p osi t i on i n g of t h e deci m a l p oi n t .
Models 18 -2 and 18 -3 have automatic round -off
to the nearest cent and two memories to accumul a te t ota l s or stor e con st an t s. Model 18 -3
has automatic square root calculation.
All are guaranteed by NCR for one year and
have the support of NCR's service network. No
matter where you're located, service is only a
phone call away.
Move up to the silence, speed, and performance of new NCR electr onic calcul ators —the
Answer Machines. Se e t h em a t your n ea r e st
NCR branch or dealer. Or write to NCR,

NCR
answer
machines
Dayton, Ohio 45409.

NCR
pro ud t o be th e s p ons or o f the S pa c e Expl or at ion E xh ib it
in t h e Un i te d S ta t es Pa vi l io n a t E xp o '10. Os ak a, J apan.

MANAGEMENT ACCOUNTING
PUBLISHED BY THE NATIONAL ASSOCIATION OF ACCOUNTANTS / JULY 1970

RAWN BRINKLEY RETIRES; YOUNG NAMED EXECUTIVE DIRECTOR;
VAVASOUR APPOINTED MANAGING DIRECTOR

DYNAMIC COST ANALYSIS
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11

By Yezdi H. Bhada
Procedures for quantification of dynamic data are no more troublesome than
those used in static analyses.
EARNINGS PER SHARE AND THE INSENSITIVE DENOMINATOR

15

By John J. Mahoney
Is the supplementary disclosure of earnings per share really meaningful? Is
there another way of looking at the corporate earnings report and of improving
its contents? The author answers both questions in his "minority report of
one," presented in this article.

DE FE RRE D COMPE NSAT ION PLANS AFT E R T HE

21

1969 TAX REFORM ACT
By Paul F. Smith
Employers are advised to review their deferred compensation plans to determine the extent of future advantages.

THE ASSE T VALUE OF T HE HUMAN ORGANIZAT ION

25

By Michael H. Gilbert
Proponents of human asset accounting present a strong theoretical argument
for giving asset status to human resources. Discussed here are various methods
proposed for determining the value of human assets and the impact that human asset accounting would have on investment and allocation of resources
within the economy.
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PLANNING AND ORGANIZING A WO RK ME ASUREMENT PROGRAM
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By William E. Grace
A discussion of the practical aspects of getting a work measurement program
started in the office.
fice.

LOCATING AND EVALUAT ING UNPROFITABLE PRODUCTS
OR SE GME NT S OF A BUSINE SS FIRM
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By Charles D. Mecimore
How to locate and evaluate potentially unprofitable operations? The author
offers a feasible approach.

MANAGEMENT ACCOUNTING /JULY 1970

HOW TO OBTAIN PROBABILITY ESTIMATES IN
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use of all the three in arriving at the results that fit the situation under study.
STANDARD COSTING DEVELOPMENTS AND APPLICATIONS
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By Lloyd Seaton, Jr.
What appears to be new to one observer may be "old hat" to another. Development and acceptance stages of standard costing are illustrative of the
pace and direction of the developmental process that a new concept undergoes.
A SHORT -CUT METHOD TO CALCULATE DECLINING
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BALANCE DEPRECIATION
By Robert D. Miller
Developed here is a mathematically sound substitute for the laborious calculations required in usual procedures.
DEFENSE CONTRACT CHANGE ORDERS: PRICING
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By Edwin P. James
Almost every company engaged in defense business can improve its over -all
profit position by keeping on top of change orders. The surest way is to ensure
that the change orders are properly priced.
AN ALTERNATIVE TO HEDGING IN FOREIGN INVESTMENTS
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By Donald G. Keesee
As protection for operations the approach presented here is superior to hedging. It works through a series of steps toward improved profitability.
BARBATELLI ELECTED NAA PRESIDENT
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New president promises to stress membership services through increased communications.
POLLUTION CONTROL: HOW MUCH WILL IT COST?
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It's the financial manager's job to find out and minimize the impact on the
corporation.
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82

DEPARTMENTS
READERS REACT letters to the editor
DATA SHEET items of interest for businessmen
RECENT PUBLICATIONS book review notes
NEW PRODUCTS /SERVICES
CHAPTER /MEMBER NEWS all about chapters and members
TIME OFF the lighter side of the ledger

4
6
77
84
86
87

Views expressed herein are authors' and do not represent Association policy unless so stated.

2

MANAGEMENT ACCOUNTING /JULY 1970

MANAGEMENT
ACCOUNTING
VOL. LII NO. 1

COMMENT

JULY 1970

Published monthly, for members only, by the
NATIONAL ASSOCIATION
OF ACCOUNTANTS
919 Third Avenue, New York, N.Y. 10022

dH
EXECUTIVE DIRECTOR
William M. Young, Jr.
PUBLISHER
Donald M. Woodard
EDITOR
Stephen Landekich
ASSISTANT EDITOR
Albert Cohen
FEATURE EDITOR
Robert F. Randall
EDITORIAL ASSISTANT
Debbie Rienzi
PRODUCTION MANAGER
Erwin S. Koval
CIRCULATION MANAGER
Michael R. Cloney
Advertising Representatives
Mead Irwin Associates, 520 Fifth Avenue,
New York, N. Y. 10036, (212) 986 -9781.
E. W. Carlson, Union Trust Building, Pittsburgh, Pa. 15219, (412) 471 -1410.
James K. Millhouse, 919 N. Michigan Avenue, Chicago, 111. 60611, (312) 642 -6625.
David Neidersbach, Roy McDonald Associates, Inc., 1313 W. 8th St., Los Angeles,
Calif. 90017, (213) 483 -1304.
Second class postage paid at New York,
N.Y., and at additional mailing offices.
To ensure uninterrupted mail service, please
notify us immediately of any change of
address. Send present address label and new
address, including Zip number, to Member
Relations Department. Allow six weeks for
change. Price $1.25 per copy. Subscriptions
available only to NAA members and to college -level accounting students. Subscription
rates: NAA members, $10.00 per year; college students, $5.00 per year.
Copyright © 1970 by the
National Association of Accountants
MANAGEMENT ACCOUNTING /JULY 1970

Accounting and Ecology
The proble ms of how we re lat e t o our environme nt can not be le ft to the
button wearers. Everyone in one way or another, in his private and professional life, is involved in the pollution of the environment. It is necessary
that a b roader, more bal anced ap proach, instead of emoti onal att acks on
automobile manufacturers and oil companies, be taken if we really mean to
turn back the threat to the ecosystem.
Accountants and financial executives can play a very important role in
the coming struggle to reverse the damage already done to our environment.
As suggested by the experts, the crusaders for cleaner air and water have an
important ally in cost - benefit analysis. The tools that accounting has develope d to maximize p rofit s can be a dapted to a ssist in t he re ducti on of
poll uti on. Th e me asu rement of cos ts to eli mina te dir ty air and conta minated water —which all of us must pay— represents a new area of concern
for accounting.
Ame rican corpora tions sh oul d face t he fa ct the y wil l h ave t o a ll oca te
more for re se ar ch an d de ve l op me nt of p ol lu ti on cont rol d evices . In th e
short run, these expenditures will have a substantial impact on the profit
picture. However, if the expendit ures are not mad e, it is apparen t in the
long run costs will be much greater —all of these considerations fall within
the account ants ' p urvi ew.
There are, then, at least two areas where accountants can play a part in
the cha llenge prese nted by the e cologi cal cri sis. T hrough their financial
expertise they can help soften the impact on the corporation; in the macrocosm, they can point out the most efficient, least costly ways to roll back
pollution, using such techniques as systems analysis and cost effectiveness.
In other words, while environmentalists supply the necessary galvanizing
rhe tor ic, accou nta nt s can qui etl y a na lyze t he opt ion s and te ll the m h ow
much it's going to cost and what the measurable benefits will be.

Readers React
Success and Recognition
To the Editor:
The April 1970 issue contains an
article on the U.S. General Accounting
Office ( "GAO— Success Is a Problem")
which makes us sincerely happy.
The role of a critic is often a lonely
one and favorable recognition is as
often not easy to come by. To have an
article in a prestigious professional publication such as MANAGEMENT ACCOUNTING not only cite our record as outstanding but also describe so ably the challenges ahead is especially heartening.
Last year the National Association of
Accountants honored its fiftieth anniversary with a phrase "Proud of the past,
preparing for the future." In 1971 we
will have our fiftieth anniversary and
that phrase, we believe, is also appropriate for us.
Elmer B. Staats
Com ptroller General
of the United States
Washington, D.C.

The Three R's of Readers React
To the Editor:
As I read the letters to the Editor by
Elwyn E. Failor and Barbara C. Boody
in the November 1969 issue, I couldn't
help but reflect how important "reading,
'riting, and 'rithmetic" were to the accountant. It seems that there are varied
opinions about these three "R's" of
MANAGEMENTACCOUNTING.
Another quotation which when paraphrased to our publication seems especially appropriate as an answer to your
critics is: "You can please some of the
accountants some of the time, but can
you please any of them all of the time ?"
How about an article or a series of
editorials stating, or perhaps restating,
the purposes Of MANAGEMENT ACCOUNTING and enumerating the criteria for
publishing articles. Of course, you may
have to repeat this statement in each
issue in order to acquaint some of us
4

"hard headed" accountants with your
goals.
While I am at the "Suggestion Box,"
please consider these additional suggestions toward the improvement of the
current format:
Articles, practices and other information should be categorized into special sections of each issue. This
might provide uniform source data
when one is seeking to locate retroactive research information.
A series on Management Development Techniques would be interesting to our younger members in their
career planning and job improvement.
Generally, I think we have a fine publication which provides the dual purposes
of producing technical and general information for accountants and the above
are merely suggestions. If you do not
change the magazine one bit, here's one
of those accountants about whom you
can say you are pleasing all of the time.
Ellis Berlin
Accounting Analyst
Western Electric Co., Inc.
Winston - Salem, N.C.
Form a Bottleneck Brigade
To the Editor:
Dr. Parkinson's article in the November 1969 issue, "Our Overheads are
Overhigh," suggests one way of reducing
overhead is by hiring part time people
when a job does not require a full time
person. I suggest that a smaller staff
would be required if it were made up
of the minimum staff to handle the
workload and a utility staff to serve as
your Bottleneck Brigade.
The Bottleneck Brigade should be
comprised of higher caliber employees
with more diversified skills than the
average employee and should be given
higher status, pay and recognition as

trouble shooters. Properly trained, each
of them could do the work of several
part -time people or several partially busy
people.
The employees assigned to the Bottleneck Brigade should clearly understand
that they will perform many different
jobs in a day or a week, and will be paid
a premium for their ability to get the
job done and move on to the next one.
When some of the group are not needed
in departments due to abnormally low
work backlogs, they then can work on
essential longer range assignments.
This group, used effectively, can increase the tempo of work performance,
temporarily fill positions until the right
applicants are found, and smooth the
wave of the workload from order entry
to final collection and accounting.
R. Gordon McKee
Controller
Anchor Fasteners
Div. of Buell Industries, Inc.
Waterbury, Conn.
Computerized Backlogs
To the Editor:
Mr. Tyran's article in the November
1969 issue on the benefits of a computerized sales backlog was both timely
and informative. His detailed presentation highlighted the need of management to have a complete and current
reading on bookings and backlog.
I would like to add several additional
significant uses of the backlog for decision making. Although perhaps more
relevant to a backlog of commercial products than to a backlog related to government contracts, they do, nevertheless,
provide an invaluable basis for analysis.
First, all bookings can be entered into
the backlog with scheduled shipment
dates. When the computer summarizes
the backlog by scheduled dates, the time
shape of the backlog is described as well
as the orders which require expediting
because they are past due to customers.
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Secondly, if the sales backlog is
matched to the computerized file of
standard costs, the time shape of margin contribution and company profitability is additionally identified. Because
of other charges to cost of sales, the
"backlog" margin dollars or margin percentage may not be an accurate forecast of actuals. The benefit of the "backlog" margin comes from analyzing its
trend which gives management a good
indication of whether and to what extent shifts in product mix and or volume
prices (where quantity pricing schedules
exist) will have an effect on future margins.
Aianagement should not only use
backlog analysis to project future bookings and backlog, but should also input
enough schedule and cost information
to project short -term sales fluctuations,
margins and profits.
Stephen J. Kind
Controller
AIAISO Division
The Singer Company
Somerville, N.J.
Continued on page 20

ATTENTO
IN
BUSINESSMEN/
AUTHORS
Leading publisher is seeking
"how- to- do -it" manuscripts on
business topics.
If you have an idea, are planning
to write (or have written) a practical, book - length Guide (for
company financial executives,
practicing accountants, investors, or others,) contact us. We
help you develop your manuscript; when it is ready for publication, we print and promote
at our expense, and pay you
royalties.
Write Everett R. Dashoff, Executive Editor, Executive Reports
Corporation, Englewood Cliffs,
New Jersey 07632
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You know your customers... sure.
But what about their customers?
Of course you have confidence in the willingness and
ability of the people you do business with to pay their
bills. Otherwise you wouldn't do business with them on
a credit basis.
Many things can happen, though, to make it impossible
for your customers to meet their obligations. They can't
pay you ... if their customers don't pay them. Result ...
your money is tied up in receivables. Your working capital
isn't working for you. Your customers' problems cost you
your profits. Their business . , , becomes your business.
Protecting your receivables is the business of ACI.
When a customer can't pay, we pay ... everything in
excess of a predetermined amount.
Low cost, broad coverage American Credit Insurance "'
has been protecting businessmen against unexpected
credit losses since 1893... and strengthening their companies' competitive positions in many ways.
Send today for full information in the free
booklet: "Play It Safe With ACI ".
American Credit Indemnity Company
Dept. E, 201 North Charles Street
Baltimore, Maryland 21201

Name
Company
Address
City

State

Zip

----------------------------------------------------------------------American Credit Insurance is one of the many financial business services provided by Commercial Credit
Company subsidiaries. Other services are: vehicle, aircraft, farm, industrial equipment financing and leasing —also, factoring, rediscounting, business financing and information processing. Commercial Credit
Company is a subsidiary of Control Data Corporation.
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Ann ual Re por t Sur ve y H i ghl i g hts We ak n e ss e s

companies are currently operating more
Lack of concise, factual, uniform information than 24,000 airplanes, ranging from a
and figures on product growth, market share, $32,000 three - passenger model to a $4.5
and industry trends was one of the weaknesses million 20- passenger jet. Annual cost of
supporting a business plane runs from
of annual reports cited by a number of
about
$15,000 to over $500,000.
financial analysts and executives. In a
survey conducted by the Wall Street Surveys
`U. S. B al ance of Payments
Division of Robert S. Taplinger Associates,
Ac c ounti ng Di stor te d'
most approved of five- and ten -year
The current system for recording
statistical summaries of a company's
international transactions significantly
financial condition, of figures on the
distorts and, in many cases, misrepresents
number of stockholders at the end of the year,
the nation's relative surplus and deficit
and of details on insiders' stockholdings.
positions in real cash, or financial,
A majority of respondents also expressed
terms. This is the conclusion of a recent
a preference for standard -sized reports over
study of the accounting procedures used by
odd shapes and sizes, favor color over black
the U.S. Department of Commerce. The
and white, and photographs instead of
study, "A Financial Payments -Flow
drawings. A majority believed that the annual
Analysis, 1960 -68," points out that
report should contain a brief summary of the
while the balance of payment figures tend
company's history but nearly half of the
respondents believed that production cost of to reveal the total amounts of goods and
services which flow in and out of the
the annual report should be commensurate
U.S., they fail to provide necessary
with the size and reputation of the company.
information on whether any money actually
changes hands. The article was written
`Exc h ange s M ust Pl a n For 24 - H our Day'
by Dr. Michael Hudson, assistant professor
SEC Commissioner James J. Needham
of
economics at the New School for Social
suggested the exchanges, wherever located,
Research,
and published by the NYU Gradshould be planning now for a 24 -hour day
uate
School
of Business Administration.
securities market. In working toward that
goal, the exchanges should design their
trading systems so that they interface
with one another and give some thought to
eliminating the stock certificate
entirely. He spoke at a National
Industrial Conference Board meeting held
earlier this year.

FEI O ppose s APB O pi ni on
On Cor por ate Me rge rs

Reiterating its opposition to a proposed
Accounting Principles Board opinion on
business combinations, the Financial
Executives Institute said that it believed
"abuses in the application of the pooling
Mafi a Consul tants O pe n Busi ne ss
method have occurred because of the
failure to properly define the conditions
So you want to keep the Mafia out of your
requisite to pooling; the inability to
business? A former head of the Justice
support
and apply arbitrary criteria, such
Dept.'s crime strike force has set up a
as
a
size
test; and the failure to require
consulting company whose purpose is to
meaningful and realistic financial
help businesses keep from being
reporting through adequate disclosure of
infiltrated by organized crime.
material facts relating to business
Headquartered in Washington, D. C., the
combinations. We are convinced that
new concern is International Intelligence,
Inc., and is headed by Robert D. Peloquin. elimination of the identified abuses
of the pooling method can best be
Comp a ni e s Now Flying 24,000 Pri vate Planes
accomplished through the adoption of
Maintenance costs of private planes add to effective guidelines and disclosure
companies' expenditures as the use of
requirements rather than through an
corporate aircraft increases. A recent
"endorsement -in- principle, proscription National Industrial Conference Board
in- practice" approach to the use of the
survey indicated that over 12,000
pooling method."
6
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Hone ywe l l and G E Combi ne
Compute r O per ations

mendations for the computer field made by a
special interdisciplinary group. The comHoneywell and General Electric have agreed mittee, sponsored by the American Federation
of Information Processing Societies, also
in principle to combine their computer
urged
the formation of a special body to
operations into a new Honeywell subsidenforce
provisions of the ethics code and to
iary. Under the agreement, Honeywell will
assist
in
providing related services in the
own 81 %% and GE 18 %% of the subsidiary.
public
interest.
AFIPS President Richard
The new company would become the second
I.
Tanaka
said
the
Federation would undertake
largest in the computer industry, after IBM,
a
preliminary
study
pointed to defining proif the boards of directors of both companies
visions of a code and possible methods of
approve the merger.
enforcement. AFIPS, with national headAFIPS Cal ls for Code of Ethi cs
quarters in Montvale, N.J., is a federation
A code of professional ethics and development of 12 national societies active in the
information processing field. It represents
of standard personnel professional profimore than 100,000 people.
ciency tests were two of the major recom-

At Victor, we figure
calculators should be part of the answer.
Not part of the problem.

Victor 14009
multi -line display calculator

in many calculator
applications, just seeing the final
answer isn't enough.
'That's why Victor developed
the Series 1400 multi -line display
calculators. The 1400 displays both
factors in any multiplication or
division simultaneously while
providing a visible storage register.
What's more, it can display all three
significant answers to a discount
problem at the same time.

MANAGEMENT ACCOUNTING /JULY 1970

The nixie*

And best of all, we've managed
to combine the abilities of
sophisticated electronic calculators
with the price of the ordinary nixie
(our model 14/321 is only $795).
The Series 1400 calculators
— i t have 14- digit
visible accumul-,
ing memory, an(
automatic rounc
off. Automatic
constants in

one -line display calculator.

multiplication and division. And
large, bright clear numbers on a non glare screen.
If you're looking for answers, take
a look at the Series 1400 from Victor.
We think you'll like what you see.
V ; , * _ r Comptometer
,rporation, Business
.achines Division,
2hicago, Illinois 60618.

°VICTOR
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Rawn Brinkley Retires

Rawn Brinkley has retired as Executive Director of the National Association
of Accountants at his request, effective June 30.
The National Board named William M. Young, Jr., to succeed Mr. Brinkley
as Executive Director. At the same time John E. Vavasour was appointed
Managing Director of NAA.
In announcing Mr. Brinkley's retirement, President Grant U. Mevers
said that Mr. Brinkley had agreed to continue to serve as a consultant to'the
National Board of Directors for an indefinite period.
Rawn Brinkley's association with NAA began in 1938 when he became a
member, affiliating with the Providence Chapter. He was a charter member
of Elmira Area and East Tennessee Chapters, serving as president of both.
He joined the national staff in 1954 as assistant to the Secretary and was appointed Assistant Secretary later that year. On July 1, 1961, he was named
Secretary and on July 1, 1964, assumed the title of Executive Director when
the name of the top administrative post in the Association was changed.
Prior to joining the staff of the Association, Mr. Brinkley was a member of
the controller's staff of Corning Glass Works. A native of Seattle, Mr. Brinkley
was graduated from Harvard University.
Mr. and Mrs. Brinkley will continue to make their home in the New
York area.

Young Named
Executive Director

William Young
The new Executive Director of the Association, William M. Young, Jr., was
born in Milwaukee, Wis., in 1921. He received a B.S. degree in Business
Administration from the Wharton School of Finance and Commerce of the
University of Pennsylvania.
He joined American Appraisal Company in 1949 after several years with
the Guaranty Trust Co. of New York. He was named district manager of the
Buffalo office, and later, assistant vice president and Southeastern regional
manager with offices in Philadelphia. In 1967, he was elected a vice president
of American Appraisal and moved to Washington, D.C., assuming responsibilities for the correlation of his company's services with the Federal Government. In 1969 he was elected a director of the company.
Mr. Young joined the Association in 1951, affiliating with the Buffalo
Chapter, and later transferred to the Philadelphia Chapter, serving as president in 1965 -66. In 1966 -68 he served on the Committees on Membership
and Chapters. He was elected national vice president for the 1968 -69 term.
Just prior to his appointment to the top NAA executive post, he was chairman of the Committee on Membership and the ad hoc Committee on SocioEconomic Programs. He received a Certificate of Merit in 1961 for his article
"Variable Based Fixed Asset Acc6unting." He is a member of the Stuart
Cameron McLeod Society.
William Young and his wife, Nancy, have three children. They plan to
move to the New York City metropolitan area in the near future.

Vavasour Appointed
Managing Director

8

John Vavasour
John E. Vavasour, the newly appointed Managing Director of NAA, was
born in Albany, N.Y., in 1920. He attended Siena College, Loudonville, N.Y.,
where he received a B.B.A. degree.
Mr. Vavasour was associated with General Electric for many years, serving
in a number of accounting and information processing positions. Subsequently, he became director of corporate systems and procedures for American Metal Climax, New York, N.Y. Prior to his appointment as Managing
Director, he was director of information processing for Consolidated Edison
Co. of New York.
Mr. Vavasour joined the Association in 1949, affiliating with the Albany
Chapter. He later was elected president of that chapter and then was named
to the National Board of Directors, 1957 -58, and 1959 -61. He has been a member of the Executive Committee since 1960, and was elected national vice
president for the 1962 -63 term. He also has served on several national committees and was chairman of the Committee on Chapters and the Committee on Promotion and Publicity.
Many NAA members know Mr. Vavasour because of his position as national treasurer of the Association, a post he held from 1966 to June 1970.
Mr. Vavasour, his wife, Kaye, and seven children live in Rye, N.Y.
MANAGEMENT ACCOUNTING /JULY 1970

Over 10,500 successful CPA candidates
have been coached by
International Accountants Society, Inc.

Donald R. Morrison, CPA,
President of IAS, says:

"If you don't pass your CPA examination after
our CPA Coaching Course, we'll coach you
without additional cost until you do I"

"If any IAS CPA COACHING COURSE enrollee
fails to pass the CPA examination in any state
after meeting all the legal requirements of the
state as to residence, experience, preliminary education, etc., IAS will CONTINUE COACHING
WITHOUT ADDITIONAL COST unti l the enrollee is successful."

The IAS CPA Coaching Course as well as the full IAS
accounting curriculum is approved under the GI Bill. You
start any time you please —there are no classes, no fixed enrollment periods. So, you can make maximum use of the
time available, starting as soon as you enroll and continuing
right up to the examination dates.

Send today for free report
To get the complete story on how you (or some member
of your staff) can benefit from the proven IAS CPA Coaching Course, just fill out and mail the coupon below. No
obligation.
r - In
- t -er -n at- i -on-a l- Accoun
- - - -t an
- t-s -S oci
- -et-y,- Inc.
- - - - - - I A Home Study School Since 1903
I Dept. 4F1.007, 209 W. Jackson Blvd.
Chicago, Illinois 60606
Att: Director of CPA Coaching
Please send me your new report on the IAS CPA Coaching
Course. I understand there is no obligation.
a

A

Approved under the GI Bill

us

y CPA will tell you it takes more than accounting
knowledge and experience to pass the CPA examination.
You must know the quick, correct way to apply your knowl.
edge, under examination room conditions.
How you budget your exam time, for example —how you
approa ch each problem or ques tion — how you de cide,
quickly, the exact requirements for the solution — construct
an acceptable presentation — extract relevant data — and use
accounting terms acceptable to the examiners.
That's where the International Accountants Society can
help you. As of June 1, 1969, 10,559 former IAS students
who had obtained all or a part of their accounting training
through IAS had passed CPA examinations. Our CPA Coaching Course is proven so effective we can make this agree.
ment with you:

Name.................................................................................................
Address.............................................................................................

The IAS CPA Coaching Course is designed for busy accountants. You train at home in your spare time, at your own
pace. Most important, every lesson is examined and graded
by one of our faculty of CPA's, who knows exactly the prob.
lems you'll face in your CPA examination.
If you need refresher training in certain areas, IAS will
supply, at no extra cost, up to 30 additional elective assign.
ments, complete with model answers, for brush up study.
MANAGEMENT ACCOUNTING /JULY 1970

City
State..__ ._ ..._ ...... .... ............................... Zip
Employed by ._.._.....__......_.......... ...................._.................
Approved under the GI Bill.
Check here if entitled to GI Bill benefits.
Accredited Member, National Home Study Council.
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How fast can you
answer these three
simple questions?.
(one month is average.)

1.How many salesmen did better than

average today?

2. What were today's total profits?
3. What were your company's total

accounts payable today?

If you could have the answers to questions like these at the end of every working
day, would it help you manage your company better?
Our 5610 COMPUTYPER` billing /accounting system can give them to you. It's designed
to do your billing and accounting. And it can also sift complete daily management reports out of
the figures it handles.
The 5610 has a memory for stored programs plus separately addressable data storage.
So while it's preparing invoices at electronic speeds, it's also storing information.
And when you want an instant replay, it'll break down that information almost any
way you want it —by product, by product group, by salesman or by territory. To name just a few.
If you had asked this Friden* System "
three questions above when you started reading,
you'd be getting the answers right now.
The 5610 is surprisingly inexpensive.
And if you just want an answer to your billing/
accounting problems, without the management
reports, there are three other COMPUTYPER
billing /accounting systems that cost even less.
To see them, just call your nearest Friden office.
Or write to Friden Division, The Singer Company,
San Leandro, California 94577.

SINGER
FRI DEN
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Dynamic Cost Analysis
DYNAMIC ANALYSIS SHOULD NOT BE CONSTRAINED BY THE LEARNING CURVE THEORY IMPLICATIONS
By Yezdi K. Bhada
Conventional accounting procedures
have been governed to a considerable
extent by the artificial periodic compartmentalization concept. This concept is
extremely valuable for purposes of certain
types of decision - making, but it has led
to the structuring of a predominantly
static analysis.
The restraining effect of such an approach has been felt particularly in the
area of managerial accounting. While the
simplifying assumptions of this approach
provide means which facilitate accounting analysis, and hence decision - making,
practical situations may invalidate the
assumptions. Therefore, the derived
propositions may be unwarranted or
misleading.
One such implied assumption is that
the variable cost per unit is constant over
a wide range of production. Hence, an
absolute standard once set does not have
to be revised until considerable time has
elapsed since its inception.
Consider the following example in
which it is assumed that labor standards
were set after a detailed investigation
based on experience, time and motion
studies, and future expectations. The
standard for manufacturing and assembling one unit of a product is set at 200
labor- hours.
Now, if the standard is set using some
form of an averaging process, and if production is influenced by the factor of improvement, the resultant variance might
be misleading. The actual time taken on
the first few units would tend to be more
than the standard, indicating unfavorable
variances; on the other hand, the stand MANAGEMENT ACCOUNTING /JULY 1970

and would tend to be higher than the
actual reported time after production has
settled down, indicating a favorable balance. In actuality, both these judgments
might be invalid. If the production was
subject to an ascertainable rate of change,
the conventional variance analysis could
produce misleading results.
The point is that continuous production does influence accounting analysis.
To what extent such an influence would
affect decision - making depends upon the
situation at hand. Simplifying assumptions provide ease of analysis and very
often compensate for the possible loss of
accuracy; however, when circumstances
necessitate an analysis wherein such assumptions are inapplicable, they should
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be replaced by more appropriate and
relevant ones. The temptation to disregard implied assumptions, or to consider
basic propositions as self- evident truths,
is always beckoning as can be witnessed
by the accounting professions' apparent
obsession with the "average" concept.
Consideration of the dynamic factor can
provide a possible equilibrium.
This study approaches cost analysis
from a quantity-of- operations point of
view, taking into consideration the effects of changes on data for planning and
control. Answers are sought to such questions as: How does continuous exposure
to production operations affect data for
accounting analysis? Can the effect of
continuous change be quantified? If so,
how should the quantification be approached? What are the possible causes
of change? Can they be measured and
controlled? Can a general "theory" be
enunciated? It is the intention of this
paper to present the implications of continuous production for decision- making,
without at the same time strait - jacketing
the presentation within the constraints
of an accepted set of propositions.
Dynamic Cost Concept
The term "dynamic" is used here to
indicate continuity of operations for a
given situation, and "dynamic production data" has been used to refer to information collected from continuous
operations. This study is concerned with
the effect of change through repetition
of production; therefore, interest is centered on information which can be quantified in order to analyze the effect of
acquired experience on production time
and cost.
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process used and the planning involved,
would have to be undertaken before any
efficiency comparisons can be made. The
reason for this cautious attitude is that
the dynamic function is influenced by
two determinants: (1) the exponent of
the slope which is influenced by during production change and improvement,
and (2) the labor -hours at unit number
one which are determined by preproduction factors.
Several studies, including an empirical
investigation, have demonstrated the impact of pre - production planning on the
time taken to produce unit number one
and the dynamic rate witnessed during
the course of production .3 The importance of this implication warrants a short
explanation.
It can be conceptualized that if proper
pre - production planning is undertaken,
including better tooling, scheduling,
equipment, etc., the labor -time or the
cost for the first completed unit is likely
to be lower than without such extra
care (assuming the rate of production
and the estimated volume to be given in
both cases) . Moreover, proper planning
undertaken at the initial stages lessens
the scope for improvement during the
course of production which results in a
flatter function, lying considerably below
one which depicts a smaller amount of
pre - production planning.
Hence, an understanding of the factors
which affect the rate of change can be
extremely important for long -range
planning and other decision - making.
Some of the factors which influence initial cost and production time, indirectly
affecting the dynamic rate, are:

im-

It should be noted that the primary changes involved in the production data.
concern of dynamic cost analysis is the
In order to aid analysis, a smooth curve
relationship of cost to cumulative pro- may be fitted through the scatter points
duction, whereas most studies are con- to derive a trend. If a linear relationship
cerned with the cost to rate -of- output is discerned for the plot, then the line of
relationship. Although attention has best fit may be drawn using sight- judgebeen focused primarily on the manufac- ment or the algebraic method of least
turing function, the concept and analy- squares?
sis can be as easily adapted to other busiThe rate of change can be visualized
ness functions.
from the negative slope of the curve
To state that the dynamic cost con- which symbolizes the decline in costs as
cept is a recent introduction in the bag cumulative production increases. The
of tools for quantitative techniques to dynamic rate of change is defined by a
aid efficient decision - making, would percentage which signifies the compleamount to a gross exaggeration. Air- ment of the rate of decline in production
frame manufacturers have been taking time or costs between two levels of actiinto consideration the effect of cumula- vity which bear a duplicated relationship.
tive production quantity on manufactur- Thus, a 75 percent dynamic rate means
ing time and cost for several decades. For a decline of 25 percent in costs or labor
example, T. P. Wright pointed out the hours between doubled quantities.
curious relationship between the quantity Therefore, if the tenth unit was produced
of production and unit manufacturing in one hundred hours, the twentieth unit
time in a paper published in 1936.1 Sev- would be completed in seventy-five
eral other studies relating to the subject hours, and so on.
have been undertaken and scores of artiTheoretically, it would be possible to
cles have been published since that time. have unit -hour curves representing rates
However, most of them are directly re- within the entire range of 1 to 100 perlated to the "learning curve" propositions cent (or even more) . However, the cumand, hence, are constrained by the usual ulative average rates could have a possible
charge of detailing and explaining the range from only 51 percent to 100 perconcept and technique. The important cent (or more), for a 50 percent cumulapoint here is not the recognition of the tive average rate would mean that if the
hypothesis that cumulative production first unit were produced in X number of
affects operating costs but whether such hours, the second unit would have to be
effects can be quantified, analyzed and produced without any work —a practical
profitably applied to aid efficient deci- impossibility. The practical limits would
sion- making.
be somewhere between 70 and 100 percent for both the unit hours and the
Basic Conceptual Implications
cumulative average rates with a substanBefore commenting on the finer points tial majority of products falling within
and usage of dynamic cost analysis, it is the 80 percent to 95 percent range.
useful to recognize the mathematical
plications relevant to the discussion. Factors Affecting the Dynamic
When dynamic production data is plot- Function
ted on arithmetic grid (plain) graph
What does the study of the dynamic
paper, the result is a scatter - diagram, function indicate? Since it depicts the
which on closer inspection normally indi- cost - quantity relationship, a steeper slope
cates some pattern or trend. The trend is means lower costs at increased levels of
difficult to evidence on plain graph pa- production. Does this then mean that a
per, for the arithmetic scale can indicate steeper dynamic function would necesonly absolute differences between varia- sarily involve a higher degree of attained
bles. Since the absolute differences be- efficiency than one describing a gradually
tween units may be small, especially sloped situation?
when operations have progressed beyond
One might be tempted to answer the
the initial stages of production, it is often query with an unconditional affirmative;
necessary to observe relative changes. however, the research accomplished by
This can be achieved by the use of log- this study indicates that the answer canarithmic transformations; hence, full not be based on a priori judgments. Delogarithmic grid graph paper is exten- tailed analysis regarding the production
sively used in dynamic analvsis. The
' For more accurate analysis, polynominal equatogarithmlC scales On such paper
P P auto- Lions can be utilized to fit and test trends, especially
if the possibility of a curvilinear trend can
matically focus attention on the relative be evidenced.
The projected trend line as indicated
T. P. Wright, "Factors Affecting the Cost of
Airplanes," Journal of Aeronautical Sciences, February, 1956, pp. 122 -128.
1
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by the best - fitting curve is important from the
point of view of forecasting and planning; however,
a linear function may be approximated to ease
analysis.

Anticipated duration of the production run.
Estimated rate of output.
The type of tooling utilized.
The degree of detail presented by engineering specifications.
Effort expended on settling problems
regarding manufacturing design and
inspection procedures.
The degree of coordination achieved
between different functions within the
organization.
The importance given to proper work methods, planning, and shop organization.
The influence of experience gained on
similar products and processes.
For example, Harold Asher, Cost-Quantity Relationships in the Airframe Industry, Project Rand
R -291, The Rand Corporation, July 1, 1956. Also,
R. W. Conway & A. Schultz, "The Manufacturing
Progress Function," The Journal of Industrial Engineering, January- February, 1959, pp. 39 -54.
8
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In spite of considerable care taken at
the pre - production stage, there are bound
to be coordination errors and peculiarities which can only be ironed out in the
actual process of production. Some of
the relevant during - production improvements are generated by factors and functions, such as workers' learning, tooling,
engineering specifications, design modifications, industrial engineering aids, supervision, inspection, management philosophies, clerical efficiencies, personnel
services, production methods and processes, materials, more efficient combination of resources, state of knowledge, and
coordination and communication within
the organization.

Table 1
HYPOTHETICAL COST DATA
Com plem ent of
Unit

labor

Mat eri al

Appl ied

To t a l

tw e e n d o ub l e d

number

cos t

cost

o ve r h e a d

cos t

qu an t it ie s

The "Learning Curve" Theory
How can the dynamic relationship be
treated for improving accounting analysis? Are there generalizations which can
be hypothesized in order to provide a
systematic approach to observation and
analysis of production data? As stated
earlier, T. P. Wright noted that a linear
logarithmic function resulted from plotting data related to airframe manufacture. This curious relationship was also
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Exhibit 1
THE LEARNING CURVE EFFECT
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observed by other researchers and an

hypothesis, commonly referred to as the
"learning curve" theory, was originally
stated in the form: the average labor cost
per unit declines by a constant percentage whenever production is doubled. In
other words, a linear relationship exists
between production quantity and cumulative average hours of work, which
would necessarily produce an initially
non - linear relationship between the
quantity of production and individual
unit hours. Several variations on this
basic theme have been offered over the
years, such as considering the unit cost
curve as a linear function, thereby suggesting an initially non - linear cumulative
average function; using lot averages in
place of cumulative averages; and other
possibilities mentioned further on in
this paper.
What the theory involves is interesting to note. It implies that once a few
values for units produced are secured,
this limited information can be used by
management in decisions regarding planning and control of operation, for the
theory states that a definite pattern of
constant percentage cost decreases for
doubled quantities will ensue. The universality of acceptance awarded this
' F o r f u r t h e r d e t a i ls r e f e r t o : Ye z d i K . Bh a d a , " S o m e
I m p lic a t io n s of t h e E x p e r ie n c e F a c t o r fo r M a n a g e r ia l A c c o u n t in g, " Un p u b li s h e d D o c t o r a l D is s e r ta t io n , Un ive r s it y o f F lo r id a , 1 9 8 8 .
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Cumulative prod u ct on
proposition is overwhelming¢ despite observations made which seem to point out
the possibilities of other forms for production time- quantity functions.
If the linear representation can be
proved to be conceptually sound as well
as empirically verifiable, then a universal
proposition can be stated in the form of
a generalized theory. However, if contrary assertions can be made, the proposition cannot be stated in the form of a
generalization but may be presented as a
possible explanation for a particular set
of conditions, or can be used (giving full
recognition to the assumptions involved)
as an approximation for purposes of
simplifying analysis.

The Im plications of the
Learning Curve Theory
During the course of an investigation
undertaken by this author into the implications of the learning curve theory,
it was noted that the propositions were
neither logically consistent, nor did existential data warrant a generalized
theory. In the first place, no consistency
was found in the use of variables. The
dependent variable was found to be
stated in terms of unit direct -labor hours,
unit direct -labor costs, average total unit
costs, and lot average labor hours. And
yet, it can be proved graphically and
mathematically that, in a given case, if
13

a linear relationship exists between
cumulative production and one of the
variables stated above, such a situation
would preclude a linear relationship between cumulative production and most
bther commonly utilized dependent variables. Moreover, any one of these variables is a composite of several sub -variables, each of which would presumably
also be affected by change. Now, if each
of these factors have different rates of
change, then the sum total of these sub variables would not result in a linear
relationship for the parent variable.
To illustrate, the total cost for a unit
includes direct material, direct labor, and
other manufacturing costs. With continuous production, these costs might decline at varied rates. If all these costs are
combined at different levels of production, the total cost per unit function
would tend to be curvilinear, and the
degree of the curvilinearity would be determined by the different rates of
change maintained by individual cost
elements.
The hypothetical cost data presented
in Table 1 assumes that a constant rate
of improvement for material and labor
costs is maintained, and that other manufacturing costs are related directly to
labor costs. Exhibit 1, which is a graphical representation of the data, illustrates
the linear functions for each individual
element; however, the total cost function which is a composite of all the elements is non - linear, with the rate of
decline gradually tapering off.
Similarly, all other variables are summations of various sub - elements, each
subject to a different rate of change
and, hence, liable to be represented by
a function convex to the point of origin,
unless rates of change for all sub -elements are identical.

It Is Only a Rough Approximation
From the above critique it
be
noticed that at the very most the learning curve "theory" depicts a rough approximation of production data under
special conditions. The attempt at creating a universal proposition from a simplified approximation might be one of
the factors which has led to the limited
will

Why a Linear Relationship?

It has been argued that it is "logical"
to accept the contention that human beings generate an equal amount of improvement with equal opportunity for
improvement. Ilowever, the logic is not
always apparent. In the first place, what
is "equal opportunity for improvement "?
Even if individuals did improve an equal
amount with a doubling of the original
work done (a psychological hypothesis
which would have to be empirically verified), why should this same contention
apply to the dynamic manufacturing relationship which is affected by complex
components and functions? It is the contention of this study that there can be
no a priori assertions regarding a linear
pattern, for there are no scientific reasons for costs or manufacturing time to
decline at a constant rate over an infinite
range of production. Since numerous
variables are involved which could, individually or collectively, react in unascertainable ways, the only thing that can
be evidenced is that the logarithmic
scale, by bringing relative changes into
the limelight, tends to generate a quasi linear trend.
As part of another studv, empirical experiences presented by practitioners and
researchers were collected to note linearity of trends observed in empirical
data.5 Although linear unit -hour, cumulative- average and lot- average functions
were witnessed, an equal number of nonlinear functions resulting from the use
of the same variables under different conditions were also evidenced; for instance,
inverted "S" curves, humped projections,
convex possibilities, toe -up, toe -down,
and leveling -off peculiarities, linear functions on semi - logarithmic grids, and notrend situations with resultant functions
after reclassification, were noted.

Why should change affect manufacturing time and costs such that there
would be a constant rate of decline over
a considerable range of production as
proposed by the theory? Is there something "inherent" in production processes
that automatically leads to a linear relationship?
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acceptance of the dynamic relationship.
The hypothesis that experience promotes efficiencies which lead to a decline
in cost with increased production is still
acceptable, but it is dangerous to generalize that such declines take place by
means of a constant percentage whenever quantities produced are doubled. It
is not contended that the linear form
cannot exist but that it may not exist
in all cases. This does not imply that the
linearity assumption should be wholly
discredited and discarded, but that there
should be an awareness of its implications. The linear form has considerable
utility as a simplified approximation
where analysis would not be otherwise
possible.
The reason for this seemingly lengthy
discussion of the learning -curve theory
is apparent when one considers the importance awarded to its application. For,
if the proposition enunciated is warranted, then dynamic cost analysis can
proceed on the basis of its predictive potential. On the other hand, since the applicability of the formulation has been
determined to be limited, the set of
hypotheses may be considered as a possible model which can be utilized under
given conditions for specific situations.
Conclusions
In conclusion, it may be reiterated that
the effect of repetitive operations should
be taken into consideration as a possible
variable in accounting analyses. Dynamic
data can be accumulated and utilized for
more efficient planning and control, and
the procedure for quantification is no
more troublesome than any other aid
used for facilitating managerial decision making.
The study of dynamic data should not
be constrained by the learning -curve
"theory" specifications. Each product or
firm should be treated as an organic
entity and the principle of relevancy applied for determining trends and other
bases for creating more efficient operations. Above all, it should be remembered that the dynamic factor can be
quantified and profitably incorporated
into accounting analysis.

Ibid., pp. 96 -130.
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Earnings pear Share and the
Insensitive Denominator
FOR MORE MEANINGFUL INDICATORS OF MANAGEMENT PERFORMANCE
By John J. Mahoney

Earnings per Share

During the past decade stock exchange
listed firms achieved unprecedented

Earnings per share applicable to simple capital ,, structures is the quotient of
net income (less preferred dividend requirements) divided by the average number of shares outstanding during the
period for which earnings results are reported. According to the American Institute of Certified Public Accountants,
earnings per share data, when presented
with formal financial statements, assist
the investor in weighing the significance
of a corporation's net income and of
changes in its net income from period
to period in relation to the shares he
holds or may acquire.2

growth results for their owners. This
pattern and emphasis on performance
has come to be symbolized by earnings
per share —the "results of operations"
referred to in the accountants' opinion
on audited earnings statements. Indeed,
earnings per share is now recognized by
many as the principal measure of management's performance.
Because audited earnings reports are
the vehicle through which results are
authenticated, both results and reports
have gradually evolved into a stock market- oriented, uni- dimensional format.
While there is nothing inherently wrong
with either the stock market or one -dimensional reports, mandatory disclosure
of earnings per share in audited earnings
statements is open to serious question.
Indeed, accountants ought to be leery of
identifying themselves with inadequate
yardsticks such as the earnings per share
device required by Accounting Principles
Board Opinion No. 15.
This paper was prepared as a minority
report of one to (a) demonstrate that
earnings per share disclosure has attained
a stature in accountants reports which
is disproportionate to the inherent worth
of the concept and (b) suggest how the
information content of earnings reports
can be improved.
MANAGEMENT ACCOUNTINGIJULY 1970
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Thoughtful analysts recognize past
earnings performance as only one of several appropriate factors useful for evaluating risks; other factors to be considered
include: management abilitv, products,
economic forecasts, research and development expenditures, etc. On the other
hand, securities salesmen interpreting
performance and "touting" stocks have
long highlighted past earnings and the
market price of the company's common
shares. Continued use of the Price Earnings Ratios reputedly fueled the demand
for per share earnings data in published
financial reports.
Naturally such demand aroused
periodic sparks of concern in accountants, the culmination of which is APB
Opinion No. 15 released in 1969. A brief
outline of this "official" concern is indicated although it may not be of much
help to the reader interested in tracing
the conceptual underpinnings of the
earnings per share device.
Recent History of Official Concern
In 1953 the American Institute of
Certified Public Accountants published
'Simple capital structures consist of common stock
only or include no potential ly di lutive convert ible
securities, options, warrants or other rights that
upon conversion or exercise could in the aggregate
dilute earnings per common share by more than
3 percent. AICPA APB, Opinion No. 15.
= AICPA Accounting Principles Board, Opinion
No. 15.
sMarket Price of a firm's common shares expressed
as a multiple of its earnings per share, e.g., 10 -to -1.
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Accounting Research Bulletin No. 43—
a Restatement and Revision of Accounting Research Bulletins. Chapter eight,
paragraph fourteen of this restatement
noted the undesirability in many cases
of the dissemination of information in
which major prominence is given to a
single figure of net income per share. At
this time CPA's typically did not express
an opinion on per share earnings although such data was often included in
annual reports to stockholders.
The Committee responsible for the
restatement indicated that in its deliberations concerning the nature and purpose
of the income statement it had been
mindful of the disposition of even well
informed persons to attach undue importance to earnings per share shown for
a particular year.* Pronouncements made
subsequent to this by the Committee's
successor, the Accounting Principles
Board, require prominent display of earnings per share data on the face of audited
earnings reports. However, this complete
reversal of attitude occurred gradually
over a fifteen -year period.
For example, in April 1958, Accounting Research Bulletin No. 49 entitled
Earnings per Share was published. It
contained a section which dealt separately with displays of comparative earnings summaries in annual reports and
other presentations. The committee indicated its recommendations were intended as guides to general uniformity
but not as substitutes for explanations
and disclosures or as cures for the inherent defects in statistical presentations
of earnings per share.5 Number 49, however, did not spell out the inherent defects of the earnings per share device;
rather it elaborated on the additional
computational steps required when faced
with special situations such as stock
splits, reverse splits and pooling of interest —all of which involve restatements of
prior years earnings and earnings per
share data. The bulletin also made an
oblique reference to "residual securities"
but did not expand thereon.
In 1966 the AICPA published Accounting Principles Board Opinion No.
9 entitled Reporting the Results of
Operations. Part II of this Opinion dealt
exclusively with computations and reporting of earnings per share. Here, the
committee began to address itself to prescribing its cures for one of the more
recently publicized ills attending earnings per share data, viz., the practice of
improving "results" per share through

use of quasi -equity capital such as convertible debt and common stock warrants. The rise in popularity of quasi equity financing was a predictable
development in the continuing performance /earnings syndrome. Rather than
dwell on the details of this pronouncement, we note that the Earnings per
Share section was superseded entirely in
May 1969 by Accounting Principles
Board Opinion No. 15.
APB Opinion No. 15— Earnings per
Share —made mandatory prominent disclosure of earnings per share data on the
face of audited earnings reports. Although calling for no more than one
figure on the income statement of companies with only ordinary common stock,
Opinion No. 15 requires two earnings
per share figures for companies that have
issued convertible securities, options and
warrants.e A new term, "common stock
equivalent," replaced the heretofore
obscure residual security concept .7
The primary earnings per share figure
is based upon outstanding shares of common stock and other securities which are
in substance common stock equivalents
if at the time of issuance their cash yield
is less than two - thirds of the bank prime
interest rate. Options and warrants are
considered as if they were exercised and
the funds therefrom used to purchase
common stock of the issuing company
at the average market price during the
period —the dilutive effect arising when
the average market price of common
stock obtainable upon exercise during the
period exceeds the exercise price of the
option or warrant."
The fully diluted earnings per share
figure is based on the common shares
that would be outstanding if all convertible securities and stock option and
warrants were converted or exercised.9
Thus, by decree of Accounting Principles Board Opinion No. 15, earnings
per share virtually vaulted from nonentity status into a position of prominence in audited earnings reports. An
examination of the conceptual framework of such an "important" indicator
of performance was noticeably absent
from the opinion.
The Insensitive Denominator
Conceptually, earnings per share is a
device used by managements to relate
aggregate earnings performance to shareholders of the business in terms of the
1969 Report of Council to the Membership of the
American Institute of Certified Public Accountants.
Accounting Principles Board Opinion No. 15.
9
Ibid.
9
Ibid.
I

4
Accounting Research Bulletin No. 43.
' Accounting Research Bulletin No. 49.
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evidence of ownership held by the latter,
i.e., the common share. Appearances to
the contrary, there is no valid correlation
implicit in this concept between reported
earnings applicable to each share and
the respective total common stockholders' capital employed incidental to such
earnings. In other words, net earnings
represent that which has been earned on
all capital after deducting the interest expense of borrowed funds. And, just as
capital employed at a cost which is less
than the total earned on such capital has
a salutary effect on earnings per share, so
too does the use of equity capital not
represented in the denominator by outstanding common shares. This is a significant defect of the earnings per share
device. Accordingly, earnings retention
and cash dividend policies also have a
significant effect on the amount of earnings per share reported by publicly owned
companies.
Moreover, retention of earnings for
use in the continuing business operations
ipso facto triggers an automatic though
spurious increase in the reported earnings per share of subsequent periods. Indeed, reporting apparent improvement
in performance, or the status quo, when
in fact regression has occurred is another
inherent, though little publicized, defect
of the concept and use of earnings per
share data.
This phenomenon is demonstrated by
a simple but fundamentally sound analogy. For example, assume that a company
earns $100,000 during a twelve -month
period when its stockholders' equity
averaged $1,000,000 and included 100,000 outstanding common shares. A return of 10 percent on stockholders'
equity is thus indicated. The company
then distributes $60,000 of the $100,000 earned and retains the balance. At
the end of the following year the company again earns 10 percent of its
average amount of stockholders' equity
during the period. ($104,000 on
$1,040,000 of equity capital.) Between
the two years, therefore, company management has maintained the same earnings rate in relation to its equity capital
(or stockholders' investment).
However, using the earnings per share
device, management will not report
maintenance of the status quo to stockholders. Rather, the company's press release as well as audited earnings report
will announce to the world an increase
in earnings per share over the amount
reported per share for the prior period.
Table 1 illustrates the analogy and conclusion.
MANAGEMENT ACCOUNTING /JULY 1970

sponsive to the needs of those it seeks to
serve. At the same time the object of its
efforts (in this instance audited earnings
SIG N I F IC AN C E O F R ET AIN ED E AR N IN G S
report), must be both responsive to the
XYZ C om pany
First -year
Next year
truth and in a form that can easily be
understood and interpreted. What then
Net earnings (a)
$ 100, 000
$ 104, 000
are the best alternatives to existing earnAverage shares outstanding
100, 000
100, 000
Earnings per share
$1.00
$1. 04
ings per share reports? Several come to
Net earnings (a)
$ 100, 000
$
104, 000
mind: (a) sensitize the denominator of
Common stockholders' equity
$ 1,000,000
$ 1,040, 000
the fraction to changes in equity capital,
Earnings on common stock particularly retained earnings; (b) reholiders' equity
10% (b)
10% (b)
place earnings per share data with per(a) After deducting dividend requirements applicable to preferred stock, if any.
cent return on stockholders' equity re(b) This is the equivalent of 10 cents earned on each dollar of stockholders' equity.
porting; (c) supplement earnings per
share data with percent return on stockNote in the example the amount substance common stock equivalents holders' equity reporting.
The denominator can be made reearned per dollar of common stockhold- (e.g., convertible preferred stock, stock
ers' equity did not change; but, reported purchase warrants issued with debt, con- sponsive to earnings retention policy by
earnings per share indicates an improve- vertible debt, and stock options) . Ac- issuing stock to shareowners of an
ment in the second year over the first of counting Principles Board Opinion No. amount which in total represents the
15 itself is convincing evidence of the equivalent of earnings retained after paysome four percent.
The explanation for this phenomenon inadequacy of the earnings per share ment of cash dividends. The summary in
Table 2 illustrate earnings per share reis simply that the denominator of the device.
Supplementary earnings per share data sults actually reported by six stock exearnings per share fraction, i.e., average
shares outstanding, is insensitive to and other APB Opinion No. 15 solutions change listed firms qnd pro forma rechanges in all stockholders' equity ac- do not remedy the inherent defects at- sults, i.e., those which would have
counts save common stock. Hence, as tending use of the earnings per share obtained, had the denominator been senthe capital investment base grows year device. Indeed, it has been observed that sitized to earnings retention policy over
after year reflecting a policy of consistent disclosure of the type now required has a ten -year period. The source of data conearnings reinvestment so too a rising made the earnings report even more con- tained in Exhibits 1 and 2 is the reearnings per share trend should be an- fusing than ever —i.e., from forest to spective annual reports of the firms. It is
ticipated. If this phenomenon is now jungle in the name of progress. Incorpo- interesting to note that the respective
widely understood by stockholders, and, rating earnings per share data into the percentage changes in earnings in the
I think not, then it must be in spite and audited earnings report not only extends tenth year is lowest for the two comnot because of published earnings re- the auditor's responsibilities to that of panies having the highest capitalizaa quasi- securities analyst but also finds tions.
ports.
The insensitivity of the denominator him embracing and highlighting as the
The important point to be noted is
of the earnings per share fraction is not ultimate measure of a firm's performance, that the results of sensitizing the denomlimited to earnings retention and cash a device of limited scope and of equally inator of the earnings per share fraction
dividend policy. It also fails to provide inconclusive stature.
clearly indicate that earnings retention
recognition to the existence of quasi policy has a significant effect on the
Improving Published
equity securities in the capital structure,
amount of per share earnings reported
Earnings Reports
in subsequent periods, and that the ini.e., debt and noncommon equity seIt is well recognized that no service sensitive denominator perpetuates to a
curities which are either potentially
dilutive of earnings per share, or, in profession can exist in a vacuum unre- degree an illusion of growth in earnings
per share reports.
While it is not my purpose here to
T abl e 2
delineate all of the pros and cons asSU MMAR Y O F E AR N IN G S PER SH AR E AN D C A PIT AL ST O C K
sociated with the retum -on- investment
C H AN G E F O LLO W IN G SE N SIT IZ IN G O F D EN O MIN AT O R
principle, I am compelled to note the
almost
universal use of this concept by
(A)
(B)
industrial managers. For example, this
Outstanding
Earnings
reduc tion
stock increase
tool is now widely used to evaluate profit
percentage
percentage
results of departments, divisions and subsidiaries; it is also used as a prime inAddressograph Multigraph
13%
16%
dicator for allocating scarce resources to
Gould National Batteries, Inc.
17
21
Lit ton Indust ri es
8
9
competing endeavors.
Sanders Associates
12
14
There would certainly be little or no
United Merchants and Manugimmickry
associated with reporting
facturers, Inc.
35
55
earnings performance in terms of average
Xerox Corpor at ion
6
6
amount of stockholders' equity em(A) Cumulative effect of earnings retention policy over a ten -year period on tenth year's
ployed. Existence of quasi- equity funds
earnings.
in
the capital structure would represent
(B) Difference between actual and revised shares outstanding in tenth year.
either an obvious potential source of adTable 1
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Exhibit 1
ANNUAL REPORTS
ADDRESSOGRAPH MULTIGRAPH
For The Years Ended July 31
(000 Omitted)

1968

1967

1966

1965

1964

1963

1962

1961

1960

Net income
Less cash dividends
Balance retained
and capitalized
Market value
per share
Pro forma
stock dividends'
Pro forma average
shares outstanding
Pro forma earnings
per share
Reported earnings
per share
DIFFERENCE

$ 23,992
11,231

$ 19,016
11,218

$ 26,622
11,189

$ 18,439
10,390

$ 17,144
8,438

$ 15,562
6,577

$ 13,151
5,89

$ 12,177
5,759

$ 12,694
4,917

12,761

7,798

15,433

8,049

8,706

8,985

7,261

6,418

7,777

59

92

77

45 3/4

46

51 1/2

5,342
120 1/2
44

8.871

8,683

8,486

8,319

6,791

6,727

6,621

6,556

2.59

2.08

100

2.12

2.02

1.87

1.94

1.81

1.92

1.50

.20

1

.05)

.15

31 %)

42%

5%

8%

4%

7%

($

.42

.08)

43

5 %)

28%

-

$

$

.11)

1.50

-

(

25%

(

-

$

.13

1.93
.01

-

.07)

.16

$

($

1.02

$

.15

.96)

1.85
.04

$

$

$

2.00
.06

$

.10

1.95
.08

$

.88

2.15
.13

$

$

2.31
.19

(

(

.92)

$

($

.51
.62

3.33
.33

$

2.37
.29

$

101

9,150

$

70

9,281

$

123

$

174

$

189

$

175

$

250

$

131

$

_
$

61 5/8

9,834
4,492

176

2.9
.40

$

Pro forma earnings
growth per share
Reported earnings
growth per share
Pro forma earnings
growth%
Reported earnings
growth
Actual average
shares outstanding

595/8

$

$

723 /8

1959
$

1

29 1

44

7

10

3

8

7,974

7,981

6,576

1

4 1

29
-

%

26
8,024

8,024

7,995

7,982

6,582

6,577

6,556

GOULD NATIONAL BATTERIES, INC.
For The Years Ended April 30

35

58

62

2,099

2,067

2,012

2.00

1.56

2.04

(

24 %)

(

21 1

1

.37)

$

$

1,972

$

$

$

2,792
1,669
1,123

48

44

38

46

30

1,950

1,946

1,898

1,852

1,769

1,715

1,672

2.41

1.29

2.15

2.35

2.18

2.13

1.67

1.12

($

.86)

.35)

1.27

1

.911

15 %)

87%

(

40 %)

($

.20)

.17

.05

228
.04
.46

.22

.11

.50

9 %)

8%

2%

28%

$

-

.15)

2.17
-

2.50
.10

37

$

2.50
.15

$

2.35
.20

$

1.44
.15

$

2.71
.30

$

7

$

42 1/2

$

47 1/4

$

51 3/4

$

38 1/2

$

$

1,807

1959

3,657
1,685

-

28%

($

2,261

1960

3,861
2,054

$

.50)

1,832

363 /4

1961

4,346
2,085

$

.48)

1

248

4,090
2,258

$

($

.56

2,506
2,258

1962

$

.44

2.36
.32

$

$

1.86
.30

$

39

$

38 1/4

$

28 3/8

2.42
.42

$

2,363

227/8

1963

(

1,670

1964

4,708
2,345

$

793

4,102
2,432

$

3,225
2,432

1965

447/8

$

-

1

12 %)

39 1

6 1

10

5

30

1,738

1,693

1,685

-

85

(

30

(

$
$

1966
$

$

$

4,190
2,418

(

%

Pro forma earnings
growth per share
Reported earnings
growth per share
Pro forma earnings
growth %
Reported earnings
growth
Actual average
shares outstanding

1967

1,772

$

Net income
Less cash dividends
Balance retained
and capitalized
Market value
per share
Pro forma
stock dividends'
Pro forma average
shares outstanding
Pro forma earnings
per share
Reported earnings
per share
DIFFERENCE

1968

(

(000 Omitted)

1,731

1,734

1,737

1,737

1,740

1,740

1,672

LITTON INDUSTRIES
For The Years Ended July 31

69,668

54,015

29,767

937 /8

23,296

65

16,316

70 1/2

10,158

103 1/8

1959

7,455
7,455

127 7/8

4,954
4,954

833 /4

128
39

29,262

26,971

25,392

23,950

22,765

22256

20,444

20,188

17,693

2.38

2.00

1.57

1.24

1.02

.73

.37

.28

.50
.50

.30

.24

.13

19%

27%

27%

22%

40%

77%

35%

19

34

28

23

40

85

35

24,239

23,255

22,400

22,049

20,316

%

-

%

-

-

-

.13

-

.24

-

$

.36

$

.55

-

.41

23

.28

-

$

22

$

.33

$

.43

$

.38

.29

.37

-

.74
.01

$

1.04
.02

$

1.28
.04

$

1.64
.07

$

2.19
.19

$

$

2.60
.22

$

89

$

79

$

158

$

330

$

458

$

423

$

736

$

683

-

26,950

25,395
'Balance retained and capitalized divided by Market value per share

18

39,752

73 3/8

$

$

$

$

102

1960
$

10,158

$

1961
$

1962
16,316

$

1963
23.296

$

1964
29,767

$

1965
39,752

$

1966
55,614
1,599

$

1967
70,070
402

-

%

Pro forma earnings
growth per share
Reported earnings
growth per share
Pro forma earnings
growth
Reported earnings
growth %
Actual average
shares outstanding

$

(000 Omitted)
Net income
Less cash dividends
Balance retained
and capitalized
Market value
per share
Pro forma
stock dividends'
Pro forma average
shares outstanding
Pro forma earnings
per share
Reported earnings
per share
DIFFERENCE

20,149

17,693
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Exhibit 2
ANNUAL REPORTS
SANDERS ASSOC I ATES
For The Years Ended July 31

$

$

1,990

131/2

458
34

251 /2

$

880
56
824

1,931

37

1959

1960

1961
$

2,027
96

$

2,595
119
2,476

2,510

145/8

1962

1963
$

2,643
133

$

$

1964

2,534
544

547 /8

455/8

424

297
323/4

44 1/2

57

327
30

9
2,947

1.22

1.08

.59

.62

.69

.69

.56

.25

.14

.11

-

$

-

$

-

$

.31

.11

.03

.03)

.01

.15

.31

.11

.03

10 %)

-

23%

124%

78%

27%

-

-

$

.11

$

$

$

$

.13

.14

$

.07)

$

83%

(

($

25

.56

$

.02)

.71
.02

$

.03)

1

.72
.03
-

1$

.56

$

.49

.69
.07

-

.16

.67
.08

(

.14

1.23
15

$

1.39
.17

$

10
3,240
$

14
3,519
$

76
3,646
$

67
3,773
$

186
3,871
$

136
4,061
$

36
4,259
$

91
4,371
$

107
5,083

$

$
$

2,521
552
1,969

4,144

$

$

4,707
563

45 1/4

5 %)

(

3 1

1

83
3,837

4 1

1

27

124

78

27

3,664

3,613

3,500

3,231

1.4 1

-

13
4,458

(

-

13%

%

Pro forma earnings
growth per share
Reported earnings
growth per share
Pro forma earnings
growth %
Reported earnings
growth
Actual average
shares outstanding

4,845

1965

1966

1967

6,183
1,338

$

Net income
Less cash dividends
Balance retained
and capitalized
Market value
per share
Pro forma
stock dividends*
Pro forma average
shares outstanding
Pro forma earnings
per share
Reported earnings
per share
DIFFERENCE

1968
$

(000 Omitted)

3,699

3,761

3,695

2,947

UNITED MERCHANTS AND MANUFACTURERS, INC.
For The Years Ended June 30
(000 Omitted)

1968

1967

1966

1965

1964

1963

1962

Net income
Less cash dividends
Balance retained
and capitalized
Market 'oal ue
per share
Pro forrna
stock dividends'
Pro forma average
shares outstanding
Pro forma earnings
per share
Reported earnings
per share
DIFFERENCE

$ 21,031
7,094

$ 15,133
7,105

$ 24,100
7,132

$ 18,519
6,871

$ 14,120
6,007

$ 10,810
6,008

$ 11,153
6,598

13,937

8,028

16,968

11,648

8,113

4,802

4,555

23

255/8

19 1/4

183/4

18 118

1980

1959

9,758
5,962

$ 14,337
6,568

$ 12,455
5,975

3,796

7,768

6,480

21 1/4

183/8

20 112

404

349

603

454

421

265

243

179

423

316

9,164

8,823

82 28

7,809

7,433

7,168

6,911

6,705

62 91

5,972

2.29

1.72

2.93

2.37

1.90

1.51

1.61

1.46

2.28

2.09

3.56
1.27

2.56
.84

4.07
1.14

3.11
.74

2.35
.45

19 0
.29

18 6
.25

1.64
.18

2.40
.12

2.09

.57

0.21)

.56

.47

.39

(.10)

.15

1.82)

.19

1.00

(1.51)

.96

.76

.55

(.08)

.22

(.76)

.31

41 %)

24%

25%

26%

37 1

31

32

31

5,927

5,962

6,007

-

6 %)

10%

(36 %)

4 1

13

32

15

9%

5,993

5,966

5,975

-

(

39

(

-

(

(

33%

%

Pro forms earnings
growth per share
Reported earnings
growth per share
Pro forma earnings
grow th%
Reported earnings
growth
Actual average
shares outstanding

$

-

$

$

341/2

281 /8

1961
$

5,911

5,919

6,007

5,972

XEROX CORPORATION
For The Years Ended December 31

%

23,001
4,895

13,894
2,688

.97

.42

$

$

$
$

$

$

$
$

.75

$

.81

$

.90

28

.13

.12

.10

.70
.71
.01
.42

.28

.13

.12

.10

.15

.87

.78

.42

.43

.15

.01
.01

.02
.02

-

.72

$

.64

1.13
.01

16270

-

1.12

1.91
.04

17,374

-

1.87

2.78
.10

20,182

$

2.68

3.75
.17

19,679

$

3.58

4.47
.25

969

$

42 2

19,718

-

20,575

57

$

21,309

48

$

21,849

17

$

22,274

27

-

23,639

17

71

$

212

27

$

321

1,285

94

$

228

1,608

$

298

1,627
668

161

157 3/4

$

241

2,078
793

4,358

11,206

85 1/2

$

97

$

31,130

202

$

46,107

201

$

60,047

303

2,610
1,002

-

18,106

73,118

5,476
1,118

$

39,876
8,746

1958

1959

$

58,648
12,541

$

79,850
19,803

1960

1961

$

99,950
26,832

$

1962

$

1963

$

1964

$

1965

$

1966

$

$
$
$

1967

18%

34%

43%

67%

60%

150%

115%

8%

20%

19%

35%

46%

69%

61%

153%

115%

8%

20%

-

%

Pro forma earnings
growth per share
Reported earnings
growth per share
Pro forma earnings
growth
Reported earnings
growth
Actual average
shares outstanding

$

1000 Omitted)
Net income (millions
of dollars)
Less cash dividends
Balance retained
and capitalized
Market value
per share
Pro forrna
stock. dividends*
Pro forma average
shares outstanding
Pro forma earnings
per share
Reported earnings
per share
DIFFERENCE

22,360

21,293

21,096

20,877

20,355

19,569

19,557

20,077

17,317

16,270

'Balance retained and capitalized divided by Market value per share
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ditional return on stockholder's investment or decrement; which would depend on the disclosed cost of the
borrowed funds and in any case would
not warrant elaborate disclosure of the
type now required by APB Opinion No.
15. Likewise, the presence of warrants
would simply represent an obvious source
of potential increase in both assets and
stockholders' equity.

Conclusion
If Certified Public Accountants understand that a firm's performance is inextricably linked to its management and
that the latter are responsible to stockholders for the former, then why have
CPA's insisted that earnings per share
data be included in audited earnings
reports? Clearly per share data is a far
less meaningful indicator of manage-

ment stewardship than available alternatives. Such rigidity may have locked
out any chance of near term earnings
report reform and identified the accounting profession with an incomplete, unidimensional and unnecessarily complicated earnings report. Accountants
should do all in their power to divorce
management performance reports from
earnings per share disclosures.

have already been done. On the same
record, clerks can post vacation as taken
and compute the balance remaining for
the current period. Care must be taken
to keep separate each fiscal year because
there will be simultaneously charging
of current year's vacation taken and accrual of the subsequent year's entitlement.
With both dollar and hour computations of vacation taken and to be taken
in the fiscal period, the accountants are
in a better position to forecast ensuing
expenses for budget and control purposes.
Bruce K. Willard
Administrative Staff
Massachusetts Institute
of Technology
Concord, Mass.

ment up to a maximum of six percent.
The penalty did not apply after the due
date for filing the return. Accordingly,
in most circumstances, the maximum
penalty for any underpayment of withholding tax was three percent since returns are required to be filed on a quarterly basis. Underpayments which extend beyond the due date for filing the
return were only subject to interest at
the rate of one -half percent a month,
providing that a return was timely filed.
Because of these modest penalty provisions as well as the high interest rates
and tight money situation currently prevailing, many employers probably were
tempted not to timely pay their employment taxes and risk the assessment of
the penalty.
It is interesting to note that Congress
has recognized the problem. The Tax
Reform Act of 1969 amends the one
percent per month penalty to a flat five
percent penalty (Section 6656 as
amended). In addition, underpayments
which extend beyond the due date for
filing the return will be subject to penalties of one -half percent per month, in
addition to the one -half percent per
month interest assessment (Section
6651 (a) (2) as amended). The
amended law will apply to underpayments of deposits required to be made
after December 31, 1969.
Thus, in addition to the individual
penalties discussed by Mr. Cooper, the
new law will subject the employer to
onerous penalties. This factor should be
kept in mind by those persons responsible for the disbursement of corporate
funds.
Ralph G. Gellatly
Supervisor —Tax
Touche Ross 6 Co.
Detroit, Mich.

Readers React
Continued from page 5
Vacation Expense in Cost
Projections
To the Editor:

Mr. Fagerberg's article, "Accounting
for Vacation Expense," in the December 1969 issue questions the degree to
which good vacation accounting exists.
While the need for accurate distinction
between cost of labor and costs of
fringe benefits is obviously great, there
is another area where this division is at
least as important for decision - making.
This is the area of forecasting project
costs and manpower requirements.
As companies become more liberal
in extending vacation periods from the
traditional two week plant shut -down up
to even a full twelve months of staggered vacations, forecasting becomes Employment Taxes — Penalties
more complex. If, as Mr. Fagerberg
rightly suggests, the method "4" accrual To the Editor:
procedure is followed, extrapolation of
current costs into future periods may
I am sure many readers of the Deproduce varying results depending upon cember 1969 issue were surprised to
the time of year. In the heavy 'vacation learn that they may be personally liable
period (July- September), these esti- for the failure of their employer to make
mates will be low, because of the rela- payments of employment taxes. Mr.
tively large proportion of expense that Cooper's article, "Liability of Corporate
was absorbed in the overhead. Similarly, Officers and Employees for Corporate
projection of labor costs from a low Employment Taxes" covered the subvacation incidence period into a higher ject in some depth.
one produces the opposite result.
It was not within the scope of Mr.
To accurately forecast available man - Cooper's article to discuss the penalties
hours, one must know for each employee that apply to the employer for failure to
or group of employees, not only the make timely payment of employment
vacation time to which each is entitled taxes.
but also the number of hours or days
Under prior law, Section 6656 IRC
already taken and the correlative num- (1954) provided for employer penalties
ber to be taken. If the firm follows the for failure to timely deposit withholding
"proper treatment —Step 2" as outlined taxes. The penalty was one percent per
by Mr. Fagerberg, part of the task will month of the amount of the underpay20
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Deferred Compensation Plans
After the 1969 Tax Reform Act
CERTAIN CHANGES AFFECT ALL FORMS OF DEFERRED COMPENSATION
By Paul F. Smith

Changes Affecting All Deferred
Compensation Plans

The principal objective of the Tax Reform Act of 1969 was to cause a more
equitable distribution of Federal Income
tax liability. It is far too early to judge
whether that objective has been
achieved, but one result of the Act does
appear certain. The maze of uncertainties and complex calculations created by
the Act is likely to result in a distribution of headaches to those who must
unravel its provisions.
From 1941 to 1969, the most important types of deferred compensation
plans were pension and profit sharing
plans, qualified stock option plans, and
plans granting restricted stock to employees. All these plans, in varying degrees, allow the employee to postpone
the recognition of income for a period
of time. In some cases, they provide that
ultimate recognition of income will be
in the form of a long -term capital gain
subject to a maximum tax rate of 25 percent. Depending on the type of plan,
the employer will get an immediate deduction, a future deduction, or no deduction at all.
Certain changes in the Tax Reform
Act of 1969 indirectly affect all forms
of deferred compensation. The effect of
these changes is to narrow the gap between the tax rate on ordinary income
and the tax rate on capital gains. Employers are advised to review all of their
deferred compensation plans to determine whether their future advantages
are more illusory than real.

The maximum tax rate on "earned
income" will decline from its present
level of 70 percent to a rate of 50 percent in 1972. "Earned income" is defined to include wages, salaries, and
other income from personal services.
However, "earned income" does not include lump -sum distributions from a
pension or profit sharing plan, or deferred compensation. It does include income from restricted property recognized by the recipient in the first year his
interest is not subject to forfeiture.'
The alternative capital gains tax on
individuals is increased from the present
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level of 25 percent to 35 percent in
1972. However, capital gains up to $50,000 in any one year will continue to be
taxed at a maximum rate of 25 percent.2
A brand new tax of 10 percent will
be applied to "tax- preference" income.
The tax is complicated, but, in general,
would apply to "tax- preference" income
reduced by $30,000 and the taxpaver's
ordinary income tax for that year. "Tax preference" income includes one -half
of the net long -tern capital gain in excess of short -term capital losses. It also
includes the excess of the market value
of stock at the time of exercise of a qualified stock option (or restricted stock
option) over the option price of the
stock. The new tax will not be added
to the cost basis of the stock involved
in the transaction.3
The income averaging provisions of
the Internal Revenue Code have been
liberalized to take into account income
from capital gains.* The effect of the income averaging rules is to treat unusual
fluctuations in income as if they had
been earned over a five -year period.
Pension and Profit Sharing Plans
Pension and profit sharing plans are
the most widely used tools for deferring
compensation. Thus, changes in the law
with regard to these types of plans will
'Tax Reform Act of 1989, Section 804, adding
Code Section 1348.
'Tax Reform Act of 1989, Section 511 (a) and
511 ( b) , adding Code Section 122 (11) and
amending Code Section 1201.
'Tax Reform Act of 1989, Sections 301 (a) and
301 ( c ) , adding Code Sections 58, 57 and 58.
'Tax Reform Act of 1989, Section 311 amending
Code Sections 1301, 1302, 1303 and 1304.
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Lump -Sum Distribution Rules
The Tax Reform Act provides that
distributions from a qualified plan, paid
after December 31, 1969, are not eligible
for long -term capital gain treatment to
the extent of employer contributions
made for plan years beginning after
December 31, 1969. Specifically, the
law states that capital gains treatment
applies to distributions only to the extent that they do not
"exceed the sum of—
(i) the benefits accrued by the employee on behalf of whom it is paid
during plan years beginning before
January 1, 1970, and
(ii) the portion of the benefits accrued by such employee during plan
years beginning after December 31,
1969, which the payee establishes
does not consist of the employee's
allocable share of employer contributions ..."
22

Example:
Employee X retires on June 1, 1978,
and receives a lump -sum distribution of
$100,000. Because his employer has
kept accurate records, Employee X is
able to establish that the $100,000 payment is made up of the following items:
Employer contributions for
plan years beginning
prior to January 1, 1970
Employer contributions for
plan years beginning
after December 31, 1969
Employee contributions to
the plan for all years (our
hypothetical plan permits
employee contributions
so as to enable the
employee to take advantage of the tax -free
build -up of the fund)
Earnings and appreciation
in employee's account
for all years
Total

$

affect more employees than any of the
other changes. The most significant
change occurred in the area of the taxability of lump -sum distributions.
The general advantages of pension
and profit sharing plans are that contributions to such plans are currently
deductible to the employer, but the employee participant does not have to take
such contributions into income until
they are actually received by him. The
Federal estate tax provisions allow an
exclusion for distribution from a qualified plan upon the death of a participant.
The estate tax exclusion applies to that
portion of the distribution which is attributable to employer contributions
and which is payable to a named beneficiary other than the participant's
estate. In addition, any earnings of a
qualified pension or profit sharing plan
are tax exempt until they are actually
received by the participant.
Prior to the Tax Reform Act, lump sum distributions from qualified employee pension, profit sharing and annuity plans were taxed as a long -term
capital gain instead of being taxed as
ordinary income. If these distributions
were received as periodic payments,
they were taxed as ordinary income under the annuity provisions of the Internal Revenue Code. Congress apparently felt that the use of a the long -term
capital gain treatment for lump -sum distributions was unfair when compared to
other compensation paid for services
and thus should no longer be eligible
for long -term capital gain treatment.

20,000

35,000

15,000

30,000
$100,000

The taxable amount of the distribution is the total distribution of $100,000
less the employee's contribution of
$15,000, or $85,000. Prior to the Tax
Reform Act of 1969, the entire $85,000
would have been taxable as a long -term
capital gain if the distribution had been
received in a lump -sum. However, the
Tax Reform Act now tells us that the
favorable treatment for long -term capital
gains will only be applicable to the employer contributions for earlier years as
well as the earnings and appreciation of
the fund for all years. Thus, the total
eligible amount for long -term capital
gains treatment is only $50,000.
Seven -Year Averaging
After providing that employer contributions after 1969 were to be taxed
as ordinary income, Congress softened
the blow and inserted a provision that
effectively averages such post -1970 employer contributions over a seven -year
period. The seven -year averaging provision works as follows. The ordinary income tax payable on the portion of a
lump -sum distribution which consists of
employer contributions made after December 31, 1969 is subject to a limit.
That limit is the greater of:
(a) seven times the increase in tax
resulting from including 14 2/7 percent of the ordinary income portion
of the distribution in the employee's
income, or

(b) seven times the increase in tax
which would result if taxable income
consisted of 14 2/7 percent of the
ordinary income portion of the distribution, less personal exemptions.
In determining the greater of the two
amounts, any salary or other compensation received by the employee from the
employer in the year of the lump -sum
distribution is excluded if the distribution is made after attainment of age
59 1/2 years, or is due to the death or
disability of the employee. In addition,
any part of the distribution which is
eligible for long -term capital gains treatment is excluded.
One thing appears certain. No employee receiving a lump -sum distribution
will dare to complete his own tax return
without the help of a computer.
Many employers ha ve won dered
whether the above changes will actually
increase the tax burden of a retiring employee. The only study which I have
seen done on this question indicated
that due to the increase "in the capital
gains rate under the new Act, lower
taxes will be payable by many employees
under the lump -sum averaging provisions than if the entire distribution were
treated as a long -term capital gain.5 In
that study, the authors indicated that
the primary exception would be in the
case where an employee received substantial other income in addition to his
compensation from the employer.
Forfeitures
There is one area of uncertainty under the Tax Reform Act which may provide a migraine for employers with profit
sharing plans, and a high turnover of
employees whose interest are not fully
vested. The problem is what to do with
forfeitures. Forfeitures occur when an
employee quits or is fired and his interest is not fully vested. If such an employee is 40 percent vested (i.e., 10 percent per year for four years), 60 percent
of his account will be reallocated to the
other employees. As indicated above,
post -1969 employer contributions will
not be eligible for capital gains treatment. However, what about post -1969
forfeitures which include elements of
both pre -1970 and post -1969 employer
contributions?
Several articles which have already appeared on the subject have indicated
that post -1969 forfeitures will probably
"John R. Lindquist, and Norbert A. Daleiden,
"The Effects of the Tax Reform AM of 1969 on
Lump -Sum Distributions," Profit Sharing, January 1970.
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VESTED CONTRIBUTIONS

One of the conceptual difficulties revolves around how you measure a forfeiture. If a participating employee is 40
percent vested in his account, does that
mean that the vesting is prorata as to all
employer contributions, or can we perhaps compute it on a FIFO (First -in,
First -out) basis.
The most logical approach would be
to treat 40 percent of each year's contribution as vested. Thus, 40 percent of
pre -1970 employer contributions would
still be eligible for long -term capital
gains treat ment and should be so
treated. The forfeited 60 percent of pre 1970 contributions should be allocated
to the pre -1970 accounts of the other
participating employees.
A significant problem with attempting to treat any portion of forfeitures as
eligible: for long -term capital gains treatment is that under the new Act, the
employee has the burden of establishing
the portion of the distribution which is
eligible for long -term capital gains treatment. This burden of proof might prove
insurmountable if the employer has not
kept accurate and complete records.

an employer contribution subject to all
of the changes indicated above. Howchange in the
ever, there has been
tax treatment of unrealized appreciation
of those securities. Thus, when the employee receives those securities as a distribution, he will be taxed in the amount
of the employer's cost basis. When he
subsequently sells the securities, the appreciation will continue to be taxable as
a long -term capital gain.e
no

be taxed as ordinary income. It is unfortunate that Congress could not have
addressed itself to this specific problem
since there are good grounds for taking
the opposite position and establishing
the portion of each forfeiture which
consists of pre -1970 employer contributions.

Shareholder Employee

A shareholder employee is defined as
an employee or officer of a tax option
corporation owning more than 5 percent of the outstanding stock of the corporation. Any amount which is taxed to
the shareholder employee under this
provision will be treated as a contribution by the employee for purposes of
Section 72 of the Internal Revenue
Code relating to annuities. Thus, the
currently taxable portion would be recovered later tax -free.
In addition, the new Act provides that
if the plan terminates, or the shareholder
employee sells his stock, or if he dies
without full recovery of the amount of
the contribution which was taxed to
him, then the shareholder or his beneficiary is entitled to deduct the unrecovered portion of the excess contribution which was previously taxed to him.
Tax option corporations should be
aware of a special trap contained within
the Act. All plans for tax option corporations must be amended to provide
that forfeitures attributable to contributions for taxable vears beginning after
ACTUARIAL SURPLUSES
December 31, 1970 may not "inure to
Another problem which is related in
the benefit of any individual who is a
nature to the forfeiture problem con- shareholder - employee for such taxable
cerns actuarial surpluses which have vear." This amendment must be in force
been created in pension plans prior to for taxable years beginning after De1970, or which relate to years prior to cember 31, 1970.
1970. Can these actuarial surpluses be
The language of the Code is so
used to fund capital gains benefits for drafted as to automatically disqualify
employees for years beginning after De- the pension or profit sharing plan of a
cember 31, 1969?
tax option corporation which does not
Definitive answers to these questions contain such a provision. Hopefully, the
will have to wait, but it does appear pos- Regulations will include some relief prosible for imaginative accountants to do visions for tax option corporations which
some good tax - planning at this time. In inadvertently fail to insert such a proany event, companies would be well - vision in their plans.
The apparent intent of Congress was
advised to keep sufficient accounting
data available so as to be able to satisfy that the treatment of qualified retireInternal Revenue Service requirements ment plans of tax option corporations
which hopefully will be clarified in the would now be the same as the treatment of qualified retirement plans for
near future.
self
- employed individuals. However,
One popular practice was left relaCongress
did not fulfill this objective.
tively unscathed. If an employer trans'Tax
Reform
of 1969, Section 515, adding
fers employer securities to a plan, the Code Sections Act
402 (a) ( 5 ) and amending Code
employer's costs basis will be considered Section 72 ( n ) ( 1 ) .
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Many benefits still remain for the tax
option corporation which wishes to
have a retirement plan. For example, the
earnings of the trust fund will still be
exempt until distributed, just the same
as any other retirement plan fund. Thus,
although the excess over the 10 percent
limit, or $2,500.00, will have to be included in the taxable income of the
shareholder - employee, it is still allowed
to compound tax -free within the trust.
This is not the case with self- employed
individuals' retirement plans which flatly
prohibit such excess contribution. It
should also be borne in mind that the
corporation does get a deduction for
such contribution and the same capital
gains and estate tax benefits apply to a
tax option corporation plan as would apply to a normal pension or profit sharing
plan of a corporation which has not
elected tax option status.
Carry- Forwards
Another twist was added for tax option corporations which will require
some careful pencil scratching by accountants. Any portion of a contribution
made by a tax option corporation to a
plan, which is not deducted in one year,
cannot be carried forward and deducted
in a subsequent year when the corporation does not have tax option status.
However, a contribution carry- forward
from years when the corporation is not
an electing tax option corporation to a
year when it has elected tax option status
will be allowed.
It should be noted that under the
Tax Reform Act, excess contributions
to a tax option corporation's retirement
plan are not earned income within the
meaning of Section 1348 for purposes
of computing the 50 percent maximum
tax rate. Depending on other personnel
and compensation problems which
might be involved, this could be an area
for some careful tax planning. Since the
shareholder - employee will have to include the excess contributions in income
anyway, it may be feasible to amend the
plan to allow for employee contributions. If the money is then distributed
directly to the shareholder- employee,
who then contributes it into the trust
fund as an employee contribution, it
would appear that the excess would be
considered "earned income."
This technique is based upon the fact
that the definition of "earned income"
excludes deferred compensation. Since
the excess under this planning technique would be paid directly to the
employee, it would not be deferred com23

pensation and thus would appear to
constitute "earned income." The only
disadvantage to such a planning technique is that the excess contribution
which is paid directly to the employee,
who then contributes it to the fund,
would not be eligible for the Federal
estate tax exclusion. The Federal estate
tax exclusion applies only to that portion of a distribution which is attributable to employer contributions.'
Self- Employed Individuals'
Retirement Plans
Prior to the 1969 Tax Reform Act,
lump -sum distributions to self - employed
individuals (as opposed to employees of
self - employed individuals) were taxed
as ordinary income. However, such distributions were eligible for a five -year
averaging relief provision.
An interesting question remains as
to the tax status of distributions to self employed individuals who were mere
employees at one time during existence
of the plan. The seven -year averaging
provisions applicable to lump -sum distributions are to be applied, under the
new Act, only to employees who are not
shareholder - employees.
The original five -year averaging procedure which was contained in the Self Employed Individuals' Tax Retirement
Act of 1962 has been retained for those
participating employees who are sole
proprietors or partners owning more
than a 10 percent interest in a partnership. If an employee is promoted and
acquires a 10 percent ownership interest, does be forfeit all of his opportunity
to use the seven -year averaging provision?
Qualified Stock Option Plans
The changes under the new law with
respect to capital gains rates, reductions
in the maximum rate of tax on earned
income, and the new minimum tax on
tax - preference items, may render obsolete the use of qualified stock option
plans. The most significant requirements of a qualified stock option plan
are as follows:
1. The exercise price, pursuant to the
terms of the option, must be at least
100 percent of the market value of
the stock at the time of the grant of
the option.
2. The option must be exercised within
five years after is granted.
3. Stock acquired, pursuant to exercise of the option, must be held for
' Tax Reform Act of 1969, Section 531(a ), adding
Code Section, 1379.
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three years in order to avoid becoming a disqualifying disposition.
4. Any employee who owns more than
five percent of the stock of the company cannot participate in the option plan.
There are other requirements, but the
above list includes the principal ones
necessary for a consideration of such a
plan.
The great selling point of a qualified
stock option plan is that the employee
gets long -term capital gain treatment
upon the ultimate sale of the stock.
However, even before the 1969 Tax Reform Act, there were a number of significant disadvantages to qualified stock
option plans.
The fundamental disadvantage to the
stock option plan was that the corporation would get no deduction unless
there was a disqualifying disposition of
the stock prior to the expiration of the
three -year holding period. If such a disqualifying disposition does occur, the
employee loses much of his capital gain
benefit. In addition, the experience of
many professionals in the field has indicated that stock options can cause many
problems which cannot strictly be classified as tax problems.
For example, a qualified stock option
requires an investment of money by the
employee and, at the same time, requires
that he keep his money tied up for at
least three years. What has frequently
happened is that an employee does not
exercise his option until the stock has
significantly increased in value. The employee then borrows money to exercise
the option and if the stock happens to
decline in value at some time during the
three -year period, he becomes extremely
unhappy and immediately sells the
stock. He uses part of the proceeds to
pay off the loan which he used to buy
the stock and must report any excess
income which he has at ordinary income
rates.
The premature sale is a disqualifying
disposition of stock and the company is
entitled to a deduction for the amount
of income which the employee is required to report. Hopefully, the company will be aware of the disqualifying
disposition so as to be able to take advantage of the deduction —but this is
not always the case.
Dissatisfied employees and disqualifying dispositions are fairly common in
qualified stock option plans. If there is
a disqualifying disposition, the difference between the option price and the
value of the stock when the option

was exercised will be taxable as ordinary
income, and the difference between the
value of the stock and the sale price will
be capital gain. The company gets a deduction, if it is fortunate enough to be
aware of the transaction, to the extent
of the ordinary income recognized by
the employee. It gets no deduction for
any capital gain realized by the employee. How then can the 1969 Tax
Reform Act make the use of qualified
stock option plans even worse?
TAX - PREFERENCE ITEMS

First, the increased rates for all types
of capital gain in excess of $50,000 will
make this form of compensation relatively less attractive for high income executives who probably will also be eligible
for the maximum "earned income" tax
rate of 50 percent. In addition, the new
minimum tax on "tax- preference" items
makes the qualified stock option even
more expensive. The 1969 Tax Reform
Act classified as a tax - preference item
the difference between the option price
and the fair market value of the stock
at the time of the exercise of the option.
A double disadvantage is that the minimum tax on tax - preference income cannot be added to the basis of the stock
to offset any later gains (or to increase
anv later losses).
It should also be noted that this tax
must be paid in the same tax year in
which the employee was probably required to borrow money in order to exercise the option. Later, when our disenchanted employee sells his stock for
the hoped -for capital gain, one -half of
that gain is again taxed as a "tax- preference" item.
If we contrast all of the new disadvantages of a qualified stock option plan
with the fact that there will be a maximum rate of 50 percent on earned income, it appears likely that qualified
stock option plans are breathing their
last gasps. For those persistent companies which will continue to use the
qualified stock option plan, I would suggest that they carefully scrutinize their
plans, and amend them wherever possible to take advantage of the annual exclusion of $30,000 from the minimum
tax on preference income. In addition,
executives disposing of stock acquired
pursuant to qualified stock options
should stagger their sales over a period
of years to take advantage of the lower
capital gains tax on the first $50,000 and
the $30,000 exemption from the new
tax on preference income.
Continued on page 28
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The Asset Value of the
Human Organization
HUMAN ASSET ACCOUNTING: VITAL FOR IMPROVED RESOURCE ALLOCATION AND MANAGEMENT
PRACTICES
By Michael H. Gilbert

man organization ....2 The question remains: Is human asset accounting a
feasible and practical concept?

There is considerable evidence that the
value of a business as a going concern
Limitations of Current Accounting
is much greater than the value of its
Practice
tangible assets. Evidence of the magniMany executives say that people contude of the investment in non - physical
assets of a business organization is pro- stitute the most priceless asset of busivided by the prices companies pay for ness, yet current accounting practices
firms they acquire. Usually the market neither measure nor report their value.
price of a company's common stock is This exclusion handicaps all levels of
significantly larger than the sharehold- management through inadequate and
er's equity because market forces take often inaccurate information. Measures
into consideration the totality of the which ignore the key personnel factor
firm's resources and income - producing of an organization are likely to lead the
assets. These valuable assets, not re- manager to non - optimal decisions.
The problem arises from the tradiflected in the balance sheet, include
such things as customer goodwill, pat- tional accounting view of assets. This
ents and land whose value is in excess view emphasizes assets as "things" of
of book value, and the human organiza- value "owned" which give worth to the
tion.
The value of human assets was recognized by accountants as far back as 1932,
when the Accountants' Handbook suggested that the origin of goodwill was
certain values arising from the personal
qualities and technical skills of owners,
managers, and employees 1 In present
accounting practice we find organization
costs and some prepaid expenses being
MICHAEL H. GILBERT
treated as assets because of their future
economic benefits, which is the basis of
isa Staff Accountant in the Charlotte,
North Carolina, office of Ernst 6
the human asset concept.
Ernst. He holds a B.A. degree from
In human asset accounting we are
the University of North Carolina and
concerned with developing and attachan M.B.A. from the University of
ing explicit dollar values to a firm's huMaryland.

' W. A. Paton, ed., The Accountant's Handbook,
The Ronal d Pre ss Co., N ew Y ork, 1932, p. 793.
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firm as a going concern. Both the proprietary and entity theories of accounting insist that items must be owned to
qualify as assets. Labor, as an economic
factor of production, is not considered
an asset .3
This preoccupation with physically
owned evidence often results in the expensing of outlays that should be treated
as assets. Thus, expenditures for investment in humans are usually expensed,
although, in an economic sense such expenditures represent benefits to the firm.
By treating these expenditures as expenses, a key part of the investment base
is ignored. Using an incorrect investment base yields an incorrect rate
of return on investment. Under the
general assumption that funds within
the economy seek the highest rates of
return, this situation causes an imperfect
allocation of resources within the economy.
By not keeping accurate, quantitative
control over valuable human assets, current accounting practices also do not
protect these assets from poor management within the firm. The omission of a
large percentage of the income producing assets from the balance sheet encourages decisions which yield short range gains at substantial long -range
costs.
Rensis Likert, Th e Human Organization, MeCraw -Hill Book Co., New York, 1987, p. 148.
' Roger H. Hermanson, Accounting for Human
Asse ts, Occasi onal Paper #14, Bure au of M ine s &
Economic Resources Graduate School of Business,
Michigan State University, East Lansing, Mich.,
1984, p. 3 .
I
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Without human asset accounting a
"`pressure artist" may be able to achieve
high earnings over a few years while
causing unmeasured deterioration of the
loyalties, favorable attitudes, and motivations of the personnel. The liquidation
of these psychological variables will be
reflected in reduced earnings in the
future.*
Basis for Human Asset Accounting
The justification for assigning asset
status to human resources is based on
the economic concept that an asset is
capable of providing some future service
in money or some future service convertible into money. Thus, economists
equate assets, resources, expected future
services, and factors of production,
which clearly justifies human resources
being considered as assets.
A broader basis for human asset accounting is found in the need for bringing together the fields of accounting and
management. Accounting must shed its
narrow view of historical values and
fixed relationships among variables, and
must expand to provide the information
needed by management. In order to develop a more dynamic management accounting system there must be a recognition of behavioral science concepts
which will bring to management's attention the importance of the firm's investment in its human assets.5
Methods to Determine the Value of
Human Assets
Several authors have proposed procedures for developing explicit values
for human resources within the firm.

concept of opportunity cost has been
proposed by Professors Hekimian and
Jones. The value of an asset is determined by the opportunity cost of the
ACQUISITION COSTS. Another method is
asset, which is its maximum value in
to determine the acquisition costs of the an alternative use. This value is estabhuman assets. To find the original dol- lished by competitive bidding within
lar value of an employee would require the firm, with investment center mancollecting or imputing the costs involved agers bidding for scarce employees in
in recruiting, hiring, and training him. the marketplace of the company. A
Although some estimates would have to human asset will have a value only when
be made under this approach, it is it is a scarce resource; that is, when its
theoretically possible to establish dollar employment in one division denies it to
values, and this method is compatible another division. The investment center
with the standard accounting treatment with the highest bid would win the
of assets?
human resource and include the price
This approach faces problems because in its investment base. The competitive
the value of a man may easily change bidding process provides an optimal alduring his employment, causing an in- location of personnel within the firm
accurate return on investment figure. and a quantitative base for planning and
Furthermore, if humans are regarded as developing the human assets of the firm.
assets, should their cost be allocated to
Although this approach is based on
future periods through a form of "de- the theoretically sound law of supply and
preciation"? A good question concerns demand, it makes serious omissions of
the tax deductibility of any depreciation certain asset values. Employees of the
of human assets. Would the federal gov- type that can be hired readily from the
ernment provide a tax benefit through outside are not regarded as scarce rehuman asset depreciation?
sources and are not subject to a bid, or
able to be part of the asset base of an
START -UP COSTS. Likert proposes a more
investment center.
inclusive approach by measuring start -up
This concept also ignores the current
costs. This measurement uses original value of ordinary personnel and emcosts of hiring and training personnel, phasizes those with special capabilities
but also takes into consideration the which are in great demand. Even the
synergistic component of costs and potential future services of non- scarce
time required for members of the firm employees are not considered under this
to establish effective cooperative work- alternative, and this exposes the narrow
ing relationships.' While this viewpoint viewpoint of not expecting or planning
correctly identifies an investment in time for growth or improvement in the value
for developing these working relation- of certain employees. This situation
ships, it is more difficult to measure and would tend to perpetuate, at least for
quantify such an investment.
some employees, the traditional mechanical viewpoint of human motivaRE PLACE M EN T COSTS. Another method
tion, which is contrary to the objective
is to value humans at the estimated cost of improving the management of human
to the fine of replacing them with others resources. Also, would this not lead to
of equivalent talents and experience. increased shifting of personnel within
The replacement cost concept has the the firm, thereby disrupting work in
advantage of adjusting the human value progress, and possibly affecting employto price trends in the economy, thereby ees' security and inter - personal relationproviding a more realistic value in in- ships?
flationary times.9 However, this approach is not consistent with current ECON OM IC VALUE ME THOD S. Another
accounting means of valuing assets, and major approach to the evaluation of huwould keep the value of human assets man assets is to calculate their economic
from being comparable with other assets value. This concept is based on the view
in the fine.
that differences in present and future
earnings of two similar firms in the same
COMPE TI T IV E BIDDING M E T HOD . An inbusiness are due to differences in their
teresting approach using the economic human organization.1
Brummet, Flamholtz, and Pyle sug1
R. Le e Brumme t e t al , "human Re source M an gest
a general approach for estimating
agement—A Challenge for Account ant s," Th e
Accounting Review, April 1968, p. 219.
the
contribution
of human resources to
s Rensis Likert , Op. cit , p. 147.
e

CAPITALIZATION OF SALARY. Hekimian
and Jones' felt that an acceptable way
would be to capitalize a man's salary to
find his value. However, this approach
is limited in usefulness because of the
lack of a direct relationship between
salary and an employee's value to the
firm. Personnel receiving the same salary
rarely contribute the same value to the
firm.
Another problem is reflected in the
choice of the discount rate to use for
the capitalization of the salary, and over
what time period the present value of
the stream of salary payments should be
calculated. Also, what salary should
actually be used? There will most likely

be increases in the salary over the years,
yet the size and timing of these would
be unknown.

4
Rensis Lilcert, Op cit., p. 114.
"E d wi n H. Capl an, 'Behavi oral Assumptions of
Manageme nt Accounting," The Accounting Review,
XLI, July 1966, P. 509.
s James S. Hekimian and Curtis H. Jones, "Put
People on Your Balance Shee t," Harvard Business
Review, January- February 1967, p. 107.
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o Heki mian and Jones, Op. cit., pp. 107 -110.

10

Rensis Likert, Op. ci t , p. 14 8.
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visory levels, and organization structure
(causal variables), and the resulting
changes in subordinate attitudes, motivations, and behavior (intervening variables) can establish relationships among
such variables. If a meaningful relationship is established between changes in
causal variables which result in changes
PRE SE N T V ALU E ME T HOD . PIofessor Her in the intervening variables, and these
manson proposes a more sophisticated
produce changes in end result variables
approach for determining the economic
such as productivity, innovation, and
value of the human assets. First, the
manpower development, then trends in
future wage payments over the next five
earnings can be predicted.
years are determined and then disThen, according to Likert," the forecounted at the rate of return on owned
cast of predicted earnings would be disassets in the economy for the most recounted to find the present value of the
cent year. This yields the present value
human resources for the profit center,
of the future five years of wage paysmall
unit, or total corporation.
ments. The next step is to calculate the
This proposal would be particularly
firm's efficiency ratio, which is a measure
desirable because it not only produces
of the firm's rate of return in relation
to the average rate of return for the in- GOOD WI LL ME T HOD . Another economic an explicit dollar value, as achieved by
dustry. The formula is based on earn- valuation method is to translate a com- the Hermanson method, but it directs
ings performance over the past five years, pany's earnings in excess of the industry management's attention to the key hubut weights recent years more heavily average into goodwill. This goodwill is man variables of an organization. The
in order to emphasize the present effi- then allocated to human resources in system would reveal whether the human
ciency of the firm. The final step is to terms of the ratio of human assets to organization was increasing, remaining
multiply the present value of the future total assets 14 While theoretically feasi- unchanged, or decreasing in value, and
wage payments by the firm's efficiency ble, this theory assumes the asset ratio would show trends in vital elements such
ratio, which yields the present value of to be "given," and does not explain how as employee loyalty and motivation.
For the firm developing such a systcm
the future services of the firm's human one is to initially value the human assets
within the firm and derive the asset ratio. a great deal of data and time will be reassets. 1 2
Hermanson also proposes an unpur- quired before the relationships are fully
The major benefit of the Hermanson
system would be in a more efficient al- chased goodwill method in which eattl- established and the current dollar value
location of resources within the economy ings in excess of the industry average are of human assets are computed continubecause investors would be encouraged capitalized and allocated to the organi- ously. As with other concepts, the Likert
to provide additional funds to firms earn- zation's human resources. This is de- method also must somehow determine
ing a high rate of return on their assets. sirable method because it uses only past the appropriate capitalization rate.
Thus, the cost of capital to these firms objectively verifiable net income figures
Signs of Acceptance
would be lowered.- Those firms with in- in the calculation.1 5 However, this apFrom the point of view of the firm
efficient handling of human resources proach faces the problem of determining
and the total economy, human asset
would face increasing costs of capital, the proper capitalization rate to use.
Both goodwill methods assume that accounting is a feasible and useful conthereby discouraging the further addition of assets to the investment base but human assets add value to the firm only cept. The accounting profession is movleading to increased efforts to improve when earnings exceed the industry aver- ing toward the acceptance of a basis for
age, which is a questionable hypothesis. recording both physical and human asthe efficiency of the present assets.
In this proposal a closer relationship It does not recognize differences in the sets at their true values, and there is
between financial statements is achieved size, quality, and efficiency of owned some evidence to support this. A recent
because the measurement of valuable in- assets which can produce divergences in development is the legal precedent set
by tax courts that in certain defense
come- producing human assets is stan- earnings.
contracts
return on investment might
dardized, thus providing greater comparability of financial statements and BEHAVIORAL VARIABLES M E T HOD . Pro- take into account in the investment base
more accurate information for investors. fessor Likert has proposed; as reported the prior expense of gathering together
Hermanson believes that the account- by Brummet,1 6 a human asset accounting certain kinds of engineering talent. Utiliing profession may finally be ready to procedure whereby periodic measure- ties have also begun investigating the
move toward a basis of recording assets ments are made of the key casual and possibilities of including human assets
that reflects their actual value, and that intervening variables for the corporation in their rate base and the value of the
the recording of human resources at as a whole, or for each profit center or sales force of an insurance company has
their fair value should aid in the re- unit for which productivity, costs, waste, been calculated by the economic value
juvenation of the position statement. and earnings can be computed. Statis- method of discounting future earnings
The proposal also provides the financial tical analysis of variations in leadership attributable to the sales force.1 8
It seems that a gradual shift is taking
analyst a starting point for the analysis styles, technical proficiency levels, superplace, and that eventually a system such
of the total assets of the firm and a
more accurate estimation of the firm's
value.
A major drawback to the Hermanson
method is that it proposes a dynamic
change for accounting practice and it
must be accepted across - the -board by the
accounting profession if it is to function
as intended. A single firm using it alone
will add to the value of its asset base,
thereby causing a decrease in its return
on investment relative to other firms.
Funds will then tend to flow to less efficient organizations, thereby destroying
the incentive for more efficient allocation
of resources. Full acceptance is also required to realize the benefits of greater
accuracy and comparability in financial
statements.

a

the total economic value of the firm.
Future earnings must be forecast and
then discounted to find their present
value. A portion of the present value is
then allocated to human resources based
on their relative contribution."

R. I.e e Brummet et al ., Op. ci t., p. 220.
Roge r H. Hermanson, Op. ci t., p. 17.
Is
Ibid., p. 38.
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'O R. Le e Brummet et al , Op. cit .. p. 221.
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Rensi s Likert, Op ci t., p. 150.
lsR. Le e Brummet et al , Op. cit ., p. 218 and 219.
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as that proposed by Dr. Hermanson
could become part of accounting practice
throughout industry. In the meantime,
the Likert method can be initiated in
individual firms and provide benefits
through improved management consideration of human variables. If a firm attempts to apply Likert's approach, it
should achieve immediate benefits
by focusing management's attention on
the relationships among the causal, intervening, and end result variables.
Studies of measurements for causal
and intervening variables are currently
being made at The Institute of Social
Research, University of Michigan. Researchers Brummet, Flamholtz and Pyle
are presently engaged in a joint effort
with members of the R. G. Barry Corpo-

ration of Columbus, Ohio in what is
believed to be the first operational human resources accounting system.1 '
The Employee's Point of View
The feasibility and benefits of human
asset accounting from the employee's
point of view are certainly questionable.
The effect on an employee's attitudes,
motivations, and other feelings from having a specific value established for him
are not known. It is easy to imagine employees repulsed by such a concept, for
it has been traditionally unacceptable to
society. Organized labor is probably powerful enough to stop such a movement
11

R. Lee Brummet, Eric G. Flamholtz and William
C. Pyle, "Human Resource Accounting A Tool to
Increase Managerial Effectiveness," Management
Accounting, Augtlst 1989, p. 12.

if it wished. On the other hand, one
could argue that by having his value
recognized, a person would be motivated
to better himself and increase his worth.
Conclusion
Proponents of human asset accounting present a strong theoretical argument
for giving asset status to human resources
and listing these in the balance sheet at
dollar values. The use of such a system
would aid decision making by providing
more accurate information to management and investors. More meaningful information will provide a better estimate
of the value of the firm and its return
on investment, which will lead to a more
efficient allocation of resources within
the economy.

DEFERRED COMPENSATION PLANS AFTER THE 1969 TAX REFORM ACT
Continued from page 24
RESTRICTED STOCK

is no longer subject to a substantial risk
of forfeiture. At that time, the tax will
be computed at ordinary income rates on
the excess of the fair market value of
such property at the time it becomes
transferable or non - forfeitable over the
amount paid for such property.
The definitions are obviously significant:
"(1) Substantial risk of forfeiture. —
The rights of a person in property are
subject to a substantial risk of forfeiture if such person's rights to full enjoyment of such property are conditioned upon the future performance
of substantial services by any individual.
(2) Transferability of Property. —
The rights of a person in property are
transferable only if the rights in such
property of any transferee are not subject to a substantial risk of forfeiture."

Prior to June 30, 1969, the use of
restricted stock was a popular form of
deferred compensation for key executives. If stock was issued to an employee,
subject to restrictions which had a substantial effect on the value of the stock,
the employee did not recognize income
at the time of receipt. Instead, income
was recognized by the employee when
the stock was sold or the restriction
lapsed. At that time, the employee
recognized ordinary income measured by
the lower of the fair market value of the
stock at the time of acquisition, or the
fair market value of the stock at the time
the restriction lapsed or the stock was
sold. The excess gain was reported as a
capital gain upon the ultimated disposition of the stock. This favorable treatment has been substantially changed by
the Tax Reform Act.
The employer is entitled to a tax deUnder the new Act, ordinary income duction at the time the employee is
is recognized upon receipt of restricted taxed in an amount equal to the amount
stock if the stock is transferable or is not included in the employee's taxable
subject to a substantial risk of forfeiture. income.
In addition, the value of the stock at that
The Act does contain one exception
time will be determined without' regard to the general restricted property rule
to anv restriction unless the restriction, indicated above. An employee, by makby its very terms, will never lapse.
ing a timely election no later than 30
If the stock is non - transferable or sub- days after the property or stock is transject to a substantial risk of forfeiture, ferred, can elect to have the value of the
then the employee will not be taxed restricted property in excess of his cost,
until the stock becomes transferable or i.e., the bargain element, taxed to him in
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the year of receipt. If an employee makes
this election, any appreciation in value
will be taxed as a capital gain. It should
be noted, however, that if the property
is later forfeited, no deduction will be
allowed to the employee.
The new Act specifically provides that
the restricted property rules do not apply
to options or stock transferred under the
statutory employee stock option rules,
or to stock transferred to a qualified
pension or profit sharing plan.8
More to Come
I wish that we could program our
computers and forget the 1969 Tax Reform Act. However, John S. Nolan,
Deputy Assistant Secretary for Tax
Policy, has indicated that more changes
are in store for deferred compensation
plans. Mr. Nolan has stated "unofficially" that the differences between
corporate plans and self - employed plans
should be eliminated. In addition, he
has suggested that the estate tax exclusion for corporate plans should be
eliminated and that the new private
foundation rules should apply to pension
and profit sharing funds. This last suggestion could have a great impact on
those funds which own stock of the employer, lease property to the employer,
or engage in any dealings with the
employer.
'$Tax Reform Act of 1989, Section 321(a), adding
erode Section 83.
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Planning and Organizing a
Work Measurement Program
A TEDIOUS CHORE, OFTEN RESENTED BY PERSONNEL, BUT —IF DONE WELL —
IT PRODUCES SIGNIFICANT SAVINGS
personel costs prevails in certain manufacturing companies, where the producIn today's world, professional and cleri- tion costs are minor compared to recal work in sizable numbers is essential search, design, engineering, testing, etc.
to modern operations. But can it be This has caused a new vitality in work
measured and controlled in the same measurement programs, in the applicamanner as production work? No, cer- tion to design engineers, laboratory techtainly not —not in exactly the same nicians, quality control personnel, and
way. However, the same principles ap- many other positions previously thought
ply, because the savings potential in per- unmeasurable.
A principal reason that work measuresonnel costs is directly proportional to
the variety and complexity of work per- ment is so often successful in effecting
a cost reduction is the fact that emformed.
We will be discussing the measure- ployees who are not working against a
ment of professional and clerical person- standard or goal will have an effort level
nel only, leaving the traditional measurement of factory labor to our industrial
engineering brethren. Work measurement programs in the office have been
around for a long time, they have been
tedious to carry out, they are often resented by workers and they lack the
glamor of computer feasibility studies,
but they have one great advantage —if
done, well, they produce significant savWILLIAM E. GRACE
ings. 'Therefore, in recent years of rising
costs, diminishing labor market, and
Owensboro Chapter 1963, is a Specialist, Special Systems 6 Business
lower profit margins, management has
Procedures, General Electric Comshown for good reason a greatly inpany's Tube Department in Owenscreased interest in the subject.
the
boro, Ky. He is a graduate
A successful work measurement proUniversity Cincinnati with a B.A.A.
gram can usually make a sizable dent in
degree in Business Administration. A
the expense column, particularly in
previous contributor to MANAGEMENT
those industries where payroll costs of
ACCOUNTING, he is a recipient
an
professional and clerical people are th#
Merit (1967).
NAA Certificate
main items of controllable expense. The
same climate of interest in reducing
of

of

of
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By William E. Grace
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or pace of 65 to 75 percent. This simply
does not happen much any more in factory work because direct labor costs have
historically received close management
attention. Almost the opposite is true in
groups of professional and clerical personnel.
Responsibility for the Program
Most sizable factory operations have
an industrial engineering or time study
staff responsible for measuring production work. Generally speaking, these are
not the people to be given the assignment of measuring work outside the
Plant operations. Their orientation and
training are usually not compatible with
the requirement for detailed understanding of work in the office.
Sometimes an individual may be capable of moving from factory work measurement to the office, with appropriate
retraining. His knowledge of work measurement principles can be valuable. He
will find the application profoundly different, however, since much work in the
office is quite random and varied. This
inherent looseness of office work measurement can be troubling to a person
who has been locked into a rigid measurement concept.
The typical systems man suffers from
no such inhibitions. He just wants to
find ways to get a reasonable handle on
what's going on. He is more inclined to
take a broader view before burrowing
into the details. He is less likely to fall
29

into the trap of optimizing the method
of performing a certain operation that
really should be labeled unnecessary
work at the outset.
This does not necessarily mean that
the systems department is always the
best place to staff a measurement program. If the existing system activity concentrates entirely upon the mechanical
aspects of data processing systems, a
separate group performing work measurement would be more desirable with
suitable liaison between. Far better to
have both under the same manager.

Planning
The most important rule in planning
a work measurement program is to study
an entire department or section at one
time. You examine everything that people do to eliminate the non - essential,
improve the method of performing essential work, and finally measure how
long it takes to do the latter. This is
somewhat contrary to the usual systems
practice of tracing work flow across organizational lines. Of course you have to
investigate the effects of changes in one
department or section upon the work-

load of others, so that problems are not
simply shifted around the organization.
Perhaps a second rule in planning
work measurement would be to select
those departments for study which will
be relatively stable for a long period.
There's not much point in investing
many man days of work measurement
in an activity, for instance, that will be
substantially altered by a new data processing application.
On the other hand, a common mistake in initiating a study is to begin with
functions such as files, mail room, typing
pools, etc. that resemble repetitive production operations. This is aiming too
low. It is better to start with a group or
department that has some key significance to the success of the company,
such as customer service or inventory
control. Where improved quality of performance can be achieved along with
operation economy, management will
get a better picture of the full capabilities of systems analysis combined with
work measurement.
A question which always arises is
whether or not the services of an outsider specialist is needed. Outside help

is not needed in every situation, though
it is very difficult to hire qualified personnel, with a complete background of
systems and work measurement. Therefore, some training, either on or off the
premises, may be necessary.
The real question is how quickly and
economically management wants to see
results from work measurement. A program cranked up entirely from inside a
company's walls takes some time to
gather momentum — unanticipated problems will often occur that could be
headed off by experienced counsel. The
other extreme is worse —work measurement by a team of specialists, performed
on a one -time basis, leaves no trained
company personnel to continue. The
company will soon find all the gains
from work measurement dissipated
through deteriorating control.

Training in Techniques
Now, when we begin to determine
techniques of work measurement, we
are in an area of common knowledge.
There is abundant literature on the subject in any technical library, plus all
kinds of special works by practitioners.

Exhibit 1
WORK MEASUREMENT
ESTABLISHES THETIME REQUIREMENTS OF WORKLOADS
ESTABLISH
STANDARDMETHODS
FOR EACH OPERATION
USE MOST APPROPRIATE TECHNIQUE TO MEASURE TIME REQUIREMENTS
TIME
AND MOTION
STUDY

PREDETERMINED
TIME
STANDARD

DETERMINE OPERATION
ELEMENTS AND
MEASURE
NORMAL TIMES

DETERMINE OPERATION
ELEMENTS AND SELECT
APPROPRIATE NORMAL
TIMES

OPERATIONS
TIME
ANALYSIS

WORK
SAMPLING

DETERMINE PROPORTION
OF TIME SPENT ON
VARIOUS OPERATIONS
BY RANDOM OBSERVATIONS

ESTIMATE AVERAGE
OPERATIONS TIMES BY
OBSERVATION OR
WORKER RECORD

NORMAL TIME REQUIRED
PER UNIT OF CONTROL
FACTOR

INFORMATION FORMANPOWER
ASSIGNMENT AND VARIABLE
BUDGETING

MULTIPLY BY
ACTUAL OUTPUT
IN UNITS

COMPARE WITH
ACCUMULATED
ACTUAL TIME

PRODUCTIVITY
{ EVALUATION REPORT
(EFFICIENCY)
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Anyone with reasonable intelligence
and some analytical ability can learn to
do a competent job of work measurement. Of equal importance are a pleasing manner and empathy with people,
for measurement deals with people in a
sensitive area —how they go about their
daily work.
Besides classroom training, it is very
desirable for the neophyte to gain practical knowledge, either paired with, or
closely supervised by an experienced individual.
Work measurement is not a job that
requires a long -term commitment, it is
usually considered an excellent training
vehicle for supervisory positions. Notice
that we haven't limited ourselves only
to a measurement man. This is an excellent assignment for women.
Four methods of work measurement
commonly used to establish standards
of performance can be summarized as:
1. Time Study
2. Operations, Time Analysis
3. Predetermined Time Standards

Table 1

4. Work Sampling
Exhibit 1 depicts the interrelationship
of each. All have a valuable place in the
spectrum of work measurement.
A summary of the techniques of work
measurement in the office, showing
some advantages, disadvantages and type
of standard produced by each technique,
is presented in Table 1. The use of work
measurement data is related to the measurement techniques in Table 2.
No technique is applicable to any and
all types of work. The problem is to find
the one which is most valid and economical in a given situation. For instance, it would be absurd to employ
predetermined times on creative engineering design, just as it would make
little sense to use a self measuring time
log on keypunching operations. The purpose of measuring professional and clerical personnel is to find out how long it
should take to handle a given volume
of work over a fairly lengthy period —not
how many micro - seconds are involved in
each motion.
Ethical considerations are also im-

portant. This aspect of work measurement had been overlooked by the so
called "efficiency expert" of the twenties. Systems personnel today still suffer
from this stigma.
Integrating Systems Analysis
and Work Measurement
We should always study and, if possible, improve methods prior to work
measurements because work measurement by itself is sterile and unproductive. Measuring a poorly performed job
is a waste of time, unless, and here is
the important exception, measurement
of the present method is needed to substantiate a capital investment through
cost comparison.
The analysis of systems, procedures,
methods, and job duties which precedes
work measurement may take as long as
a longer period than measurement. It
should, for it is from this thorough examination of all the characteristics of a
professional or clerical group that significant improvements are generated.
The system s an alyst cann ot and

SU MM A RY O F W O RK ME A SU RE M EN T T EC H NI Q UE S

TYPE OF STANDARD
PRODUCTS

TECHNIQUE

PRIMARY ADVANTAGE

PRIMARY DISADVANTAGE

Stop-Watch
Time Study

Accuracy; speed of
a p p l i c a t i o n ; provides
d e t a i l e d inform ation.

Employee Reaction; not
useful on long cyc l e o r
mental oper atio ns; re quires use of subjective l e v e l i n g .

Very ac curate; fo r re p e t i t i v e tasks; " t i g h t " .

Predetermined
Times

Accuracy; speed of
a p p l i c a t i o n ; provides
d e t a i l e d inform ation.

Expense- - Requires
sp e ci a l ize d t r a i n i n g ;
not useful on long
cycl e or m en tal operations.

Extrem ely accurate f o r
r e p e t i t i v e tasks; very
"tight"

Work
Sampling

Ease of a p p l i c a t i o n ;
favorable employee r e ac t i o n ; can be used on
lo ng c ycl e o pe ra t io ns .

Lack of d e t a i l e d information; may requ ire
lengthy y samp l e periods;
d i f f i c u l t to ex p l a i n .

Fair ly accur ate for
both short and long
cycl e o pe ra t io ns ;
"loose " .

Time Logs

Ea s e o f Ap p l ic a t io n ;
can be used on long
cycl e o p er a ti o ns .

D i f f i c u l t to summarize;
unfavorable employee
reaction's; data may be
inaccu rate.

Inaccurate and delays
bu il d - in ; very "loose ".
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should not attempt to pose as an expert
on the work itself. But he certainly can
be an authority on work organization,
scheduling, and position content. He
must establish such a rapport with the
supervisor that they work together to
find ways to improve operations. And
quite often it is only by enlisting the
active cooperation of the employee that
lasting improvements can be made.
Sometimes the installation of improvements may require a considerable
length of time, so that it may be wise to
delay work measurement until most
changes in methods and procedures are
completed. When this seems necessary,
an estimated staffing level should be
prepared by the systems analyst and the
supervisor. Positions can then be reor-

ganized as the effect of improvements
reduce the workload of the group.
Maintaining Control of
Personnel Levels
Work measurement will, of course,
validate the estimate of personel required, through analysi§ of the workload
in terms of time and skill levels. The
time standards developed through work
measurement are the building blocks for
workload analysis, as well as for maintaining continuing control over personnel levels.
It is a rare professional or clerical
group that has a very stable workload
all year around. Cyclical and seasonal
variations are the rule. Some groups are
subject to random fluctuations in work-

load that are difficult to predict. The inherent dilemma is that people will just
naturally stretch out a low workload to
fill out the available time.
The other horn of the dilemma is that
peak periods do have to be coped with,
and usually under some pressure to meet
a deadline. Overtime and temporary
help are a partial help, but are limited
in effectiveness. Some compromise in
staffing levels may be necessary. When
a department is subject to severe fluctuations, it may have to be broken up
to spread out the impact upon more of
the organization.
In addition to planning personnel
levels to meet forecast workloads, the
work measurement program must also
Continued on page 64

Table 2
USES OF WORK MEASUREMENT RELATED TO WORK MEASUREMENT TECHNIQUES
USE
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BASIC
OBJECTIVE

REQUIRED
PRECISION

TECHNIQUES RELATED TO USES
Time
Study

Predetermined

Work
Sampling

Time
Logs

Determine
Manpower
Requirements

To f a i r l y
acc ur ately
es t a b l i s h
r el a t i o n s h i p
between work
volume and required man hours.

Standard
should be
ac cu ra te, but
n o t o v er .

Very
Good

Good;
may be
too
det a i l ed

Exc e l l ent

Not too
good;
la c k o f
accuracy

Schedule and
Di s t r i b u t e
Workload

Es ta bl is h
p r i o r i t y tim eta bl e f o r tasks;
even d i s t r i b u t ion o f wo rk
among employees
o r s ec t i o n .

Standard should
be accurate
where product ion l i n e i s
inv ol ved; less
p r ec i s i o n requ i red f o r
distr ibut ion.

Very
Good

Very
Good;
may be
too det ai l ed

Very
Good

Good i f
scheduling
not
critical

Co m pa r e

To ev a l ua t e

St an d ar d s ho ul d

Excell -

Goo d;

Exc el l-

Not t oo

Performance

output i n
term s of
standard

be f a i r l y
accur ate, but
not overly
pr ec is e

ent

may be
too det ai l ed

ent

good;
inaccuracies
bui l t in

Inc en ti ve
Wages

Provide f o r
payment o f
wages based
on output

Extreme p r ec i s ion req uir ed

Exc el l ent

Exc el l ent

Poor

Extreme l y poor

Determine
Cost

Al l o c a t e c o s t s
among products
or fu nc ti on s

Only r e l a t i v e
precision

Exc e l l ent

Very
good;
could be
too
d et a i l ed

Exc el l ent

Very
good
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NATIONAL ASSOCIATION OF ACCOUNTANTS
CONTINUING EDUCATION PROGRAM
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Continuing Education
Modern management information systems for planning, control and decision making
are based on methods, techniques and concepts unheard of just a few years
ago ... And with the rapid pace at which new techniques are evolving, it is obvious
even greater changes are going to take place in the future. Will you be ready for them?
Your readiness will be based on your willingness to master new developments by
continuous re- education. Experience is no longer the best teacher; one lifetime is not
long enough for us to gain from experience all we need to know to stay abreast of new
developments. We must find some short cut to the necessary knowledge, and one of
the best available is NAA's comprehensive program of Continuing Education. NAA's
Courses and Seminars offer unique opportunities for discussing current developments,
exchanging ideas, and gaining a grasp of fundamental concepts.

Courses vs. Seminars . , . what's the Difference?

tilt
0

NAA Courses provide detailed classroom instruction in basic fundamentals and
applications. Unless specifically indicated, prior training or background in the topic
is not a prerequisite. Professional staff for lectures and problem solving sessions,
advance assignments and limited enrollment assure participants of a thorough
understanding of underlying concepts and practical applications.

NAA Seminars provide opportunities for discussing and exchanging ideas, experiences and practice. As such they are intended for individuals who have a background in the topic. The format consists of small group discussions guided by
specially selected leaders, and supplemented by authoritative speakers chosen for
the extensive practical experience. Some seminars are devoted almost entirely to
small group discussion, while others devote up to 50% of the time to coordinated
addresses by specialists. This two - pronged approach tailors the format of each
seminar to the needs of the topic, assuring balanced and comprehensive treatment ... and maximizing exposure to the experiences and know -how of others.
Each seminar participant receives a comprehensive workbook, including bibliographies, selected readings and discussion material.

I would like to invite you to join NAA's
Continuing Education Program, our series
of Courses and Seminars in accounting
and financial management. Among accounting
people, this Program has the reputation for
superiority that only NAA's long years
of experience in these fields can bring it.
It is gratifying that so many NAA members
have continued to strive to raise the
standards of our profession by actively
supporting the Continuing Education
Program. They contribute brilliantly not
only as instructors, but also as
participants in the discussions,
reflecting their own experiences as
successful executives in leading companies
in diverse industries. Their questions,

answers, and their free exchange of
ideas are vital to the advancement of
business, and the advancement of
the individual.
Plan to join the most knowledgeable men in
your field. Meet them in NAA's Continuing
Education Program. It will be taking place
this fall and next spring either in your
city, or one close to it. Help make this
year greater than any before. And that's
a big order.

Cordially,

Ettore Barbatelli
President

Courses

tot

Course Outline:

DEVELOPING AND USING
STANDARD COSTS
(2 Days)

FLEXIBLE BUDGETING
AND PERFORMANCE
REPORTING
(3 Days)

When integrated with flexible budgeting, responsibility reporting and contribution accounting, standards provide significantly better control
and decision - oriented information than the traditional cost accounting system. Indeed, effective
planning, feedback and control have become
dependent on the use of standards which are an
integral part of the latest management techniques.
Developed in the factory, standard costs are now
being used in all activities of the business; standards are used for both revenues and costs to provide a consistent and dynamic information-collect ing and reporting system.

Basic concepts of cost control
Developing and revising materials and
labor standards
Factory overhead under direct
standard costing
Factory overhead under absorption
standard costing
Cost and revenue standards for marketing
Developing and analyzing variances
Designing the system

More and more managements are using flexible
budgets to meet the growing need for meaningful
and sophisticated techniques for planning and con trolling company operations. Focusing on the principles, procedures and applications of flexible
budgeting, this course provides a thorough under standing of this vital tool for dynamic planning
and effective cost control.

Budgeting and business management
Complete responsibility accounting
Cost behavior
Forecasting and budgeting sales
Planning production and administration expense
Production performance reports
Marketing performance reports
Summary reports and variance analysis
Human behavior and motivation

"Successful

planning of business operations requires
cost of alternative courses of action."

Course Outline:

DIRECT COSTING
AND CONTRIBUTION
ACCOUNTING
(2 Days)

COSTS FOR
DECISION MAKING
(2 Days)

Successful planning of business operations requires a clear understanding of the cost of alter native courses of action. Effective control of operations requires a precise definition of the costs
controllable by specific individuals in the organization.
Direct costing and contribution reporting improve planning by focusing attention on the contribution to profits from various segments of the
business, by emphasizing cost - volume - profit relationships and by highlighting profit opportunities.
These tools strengthen control by assigning costs
and revenues directly to the business segment responsible for them, and by reporting deviations
from plans to the individual directly responsible.
This course is designed for managers who make
operating decisions and for accountants who develop the information for these decisions.

Management accounting objectives and
concepts
Cost behavior analysis and classification
The "who "and "what" of responsibility accounting
Integration and flexible budgets and
standard costs
Management uses of direct costing and
contribution accounting
Installing direct costing and contribution accounting

Business management in today's world is con stantly engaged in making decisions — decisions of
all types. Management makes decisions about
products and markets, growth and expansion, pricing, etc. All these decisions involve choosing
between alternatives; and management must have
information about the profit impact of each alternative, information that recognizes that costs are
different for different decisions.
This course describes the problem solving and
decision making process and then explores cost
concepts and uses in terms of their relevance to
various decision situations. Since the course emphasizes relevant costs for decision making, both
accountants and managers who use costs in making
decisions will benefit from this course.

The framework for problem solving
and decision making
Cost concepts and definitions
Managerial economics
Pricing policies and decisions
Cost effectiveness for marketing and
distribution
Decision making uses of product margin information
Incremental cost analysis for decisions

clear understanding of the

Course Outline:
EFFECTIVE CASH
MANAGEMENT
(2 Days)

ECONOMIC EVALUATION
OF CAPITAL
EXPENDITURES
(2 Days)

Effective cash utilization is essential to profit able business operations. Lower cash balances,
higher return on assets and greater profitability are
a few of the benefits companies obtain by following basic cash management concepts and techniques. Cash usage must be coordinated with overall objectives of the firm so there is neither idle
cash nor the risk of financial embarrassment.
This course will show you how to use the latest
techniques and practices so important to the effective utilization of cash. It will show you not only
how to control and account for cash, but also how
to coordinate its use with accounts receivable,
short -term investments and accounts payable. In
short, this course shows how to make every cash
decision maximize the company's liquidity objectives.

Managing corporate finances
Bank relations and cash management
Managing accounts receivable
Investing surplus cash
Short -terra financing
Cash budgeting
Cash reports

Capital expenditure decisions have always been
vital to corporate health. Today these decisions are
even more critical, due to expanding investment
opportunities, rapid technological changes, shorter
product life - cycles and more sophisticated competition. Recognizing that today's profit potential
depends more on yesterday's investment decisions
than on any other factor, more and more companies are turning to sharper tools for analyzing
investment proposals and better procedures for
appraising the results of those selected.

Capital and cost ofcapital concepts
Evaluation techniques compared —
including payback, DCF rate of
return and present value index
methods
Forecasting project cash flows
Mutually exclusive investments
Lease or buy
Risk and sensitivity analysis
Appraising project performance
Capital budgeting and administration

"The phenomenal growth of
has led to dramatic changes

Course Outline:
BASIC DATA
PROCESSING CONCEPTS
AND TECHNIQUES
(3 Days)

AUDITING AND EDP —
A PRACTICAL APPROACH
(? Days)

Management accountants, finance executives
and others are often unable to communicate with
data processing specialists. Frequently this leads to
misunderstandings, false starts, unsuccessful applications, and a host of other expensive, time -consuming delays.
The objective of this course is to close the communication gap between you and the data processing specialist by developing your practical
understanding of basic EDP concepts, techniques
and terminology.

How a computer works
Hardware, software and buzzwords
Implementing a data processing conversion
How to flowchart
How to block diagram
Programming for nonprogrammers

The phenomenal growth of computerized
accounting systems has led to dramatic changes in
auditing procedures. Traditional audit trails have
disappeared, hard copy records have been replaced
by electronic storage media, and good internal
control procedures have become extremely critical
to reliable system operation. While the computer
provides a problem for the auditor, it also provides
him with an audit tool that can perform numerous
detailed audit tests that are almost impossible
using conventional audit approaches.
This course is designed for the individual concerned with the effect computer oriented systems
have over internal control. It will be of interest to
Financial Executives, Controllers, Internal Auditors, Public Accountants, and Systems Analysts.
Through the use of a case study, the course presents an outline of the steps to be followed in
auditing and controlling a typical data processing
system. For greatest benefit participants should
have attended Basic Data Processing Concepts or
the equivalent before taking this course.

Data processing controls
Internal control and the company
Operational controls
Using the computer as an audit tool

computerized accounting systems
n auditing procedures."
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Course Outline:
FLINDAMENTALS OF
MANAGEMENT
INFORMATION
SYSTEMS DESIGN
(2 Days)

EFFECTIVE INVENTORY
MANAGEMENT
(3 Days)

Information is the raw material for decisions
made at all levels of the organization. The quality
of these decisions is directly related to the quality
of the information used in making them. The quality of information, in turn, is directly influenced
by the effectiveness of the information system.
This course will show you how to approach the
design of a new information system or the redesign
of your present system to provide information
that is useful and meaningful for decision making.
No prior knowledge of systems concepts is necessary for attending this course.

Role of information in the decision
process
Evaluating information need
Analyzing information flows
Output design
System profitability
Common data base

Lower inventory investment, better production
scheduling and improved customer service are but
a few of the benefits to be gained from sound
inventory management.
This course presents and analyzes the basic concepts and techniques underlying the effective management of inventories, and emphasizes their practical application in business situations.

Elements of effective inventory
management
Cost analysis for inventory decisions
Relating inventory planning to production planning and control
Economic order quantities
Establishing reorder points
Using mathematical techniques
Demand forecasting

"The costliest factor in decisior,

Course Outline:
MANAGEMENT
ACCOUNTING
FOR HOSPITALS
(2 Days)

—

NETWORK BASED
PLANNING TECHNIQUES
CPM /PERT
(2 Days)

The importance of sound management decisions by hospital administrators demands that the
accounting information developed for them be
relevant, timely, and decision oriented. Techniques
such as responsibility reporting and flexible
budgeting are already providing useful information
for today's hospital managers.
The objective of this course is to give hospital
managers and accountants an understanding of
accounting concepts and practices that contribute
to effective hospital management.

Hospital information systems
Responsibility accounting
Cost behavior
Using cost standards
Flexible budgeting
Cash management

The costliest factor in decision making is poor
planning. Informal, rule -of -thumb approaches to
planning decisions do produce results, but not
always the best nor most profitable results. Net work based techniques significantly improve planning decisions by providing a decision framework
that highlights potential trouble spots before they
turn into costly delays that result in "management
by crisis."
This course provides an understanding of the
essentials of these techniques for both the accountant who will process the data and the manager
who must make decisions using the information
generated by the network analysis.

Basic concepts and procedures
Preparation of network models
Developing time estimates and analyzing networks
Work scheduling
Management reports for project control
Decision tree analysis
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Course Outline:

ACCOUNTING FOR
FOREIGN OPERATIONS
(2 Days)

CONCEPTS AND USES
OF ACCOUNTING
FOR THE
NON-ACCOUNTANT
(2 Days)

Coordinating multinational business operations
confronts management with a real problem that
demands the latest techniques. Management can
no longer afford an antiquated, traditional approach to its accounting; management must develop a modern accounting system that effectively
communicates and responds to diverse economic
environments.
This course is designed for accounting and
finance executives from companies engaged in or
contemplating foreign operations. Emphasizing
current practice and procedures, it will provide an
understanding of some of the unique accounting
and management problems of doing business
abroad, and approaches to their solution.

Establishing and operating an
accounting system abroad
Use of standard practice instructions
Reporting on foreign operations
Currency translation practice and
problems
Minimizing exchange losses
Protecting foreign assets at risk
Tax considerations of foreign
operations

Operating managers and non - financial executives frequently experience difficulty in communicating effectively with accounting specialists. This
leads to misunderstandings, ineffective use of
accounting information, lack of cooperation, and
inadequate cost control.
This two -day course is designed to give non accounting managers and executives an appreciation of accounting concepts, techniques, and terminology so they will be able to bridge the communications gap between accounting and other
segments of the business. Also, it will show the
manager how he can use the tools and techniques
of the accountant and accounting reports to
achieve effective control of his operation.

Accounting concepts and terminology
Analyzing financial statements
Responsibility accounting
Standard costs
Flexible budgeting
Planning and control reports

"In today's economy—
a business can produce
anything it can sell."

Course Outline:
BEHAVIORAL SCIENCE
IMPLICATIONS FOR
MANAGEMENT
ACCOUNTING
(2 Days)

COMMUNICATIONS &
REPORT W RITING
(3 Days)

This course identifies and presents new developments in the behavioral sciences that are affecting
management accounting. It shows how the human
side of the organization influences not only the
operations of the business but also the effectiveness of the management accounting system.
Built around a series of lectures and case
studies, this course focuses on the significance to
management accounting of the latest findings in
the study of organizational behavior; it explores
the impact of these findings on the budgeting and
performance reporting system, and shows how the
findings can be used to increase the effectiveness
of the management accounting system. The course
is intended for accountants who design systems,
process data, and develop reports, as well as for
managers who must use these reports for evaluating performance and making decisions.

Management, human behavior and
accounting
Motivational aspects of accounting
Human behavior concepts
Impact of budgets on organizational
behavior
Improving the effectiveness of
management accounting
Coordinating organization goals with
management goals
Behavioral aspects of accounting
reports
Selecting meaningful measures
of performance

The successful communication of information
is cricital to managerial effectiveness — more critical perhaps than any other single factor. Combining
lectures, discussion and practice sessions, this
course will develop your thorough understanding
of the communications process and the characteristics of good writing. It will provide you with
practical, proven techniques for planning, organizing and writing reports that communicate.

Foundations of scientific communication
Functional insights into better writing
Writing that communicates
Planning the report
Writing the report
Packaging and presenting reports
Oral presentation

MARKETING
FUNDAMENTALS FOR THE
MANAGEMENT
ACCOUNTANT
(2 Days)

LINEAR PROGRAMMING:
ACCOUNTING
APPLICATIONS
(2 Days)

STATISTICAL SAMPLING
FOR ACCOUNTANTS
AND AUDITORS
(3 Days)

In today's economy a business can produce any
product it can sell. Marketing capabilities constrain
profits far more significantly than production
capabilities. Because of the importance of the marketing function to the success of the firm, every
accountant should have a thorough understanding
of the activities carried on and the decisions made
in this essential function. Only with this understanding can the accountant provide marketing
management with the accounting information it
needs.
This course is designed specifically for accountants with a major emphasis on the interrelationships between accounting and marketing. The
course material emphasizes those segments of the
marketing function that will benefit from relevant
accounting information.

Course Outline:
The marketing plan
Market analysis
The marketing mix
Using accounting information to control marketing effort
Distribution costs

Linear programming is a mathematical tech nique that has been applied to a wide variety of
problems in industry and government. It has great
potential for application to accounting problems,
although actual utilization by accountants has not
been extensive.
This course will discuss and analyze the concepts and techniques of linear programming, and
focus on applications to accounting. No prior
knowledge of linear programming is assumed, and
no mathematics background beyond basic algebra
is necessary.

Basic concepts and assumptions of
L. P.
The generalized linear model
Graphic solution
The simplex technique
Duality and its implications
Sensitivity analysis
Computer solution
Accounting applications: budgeting,
break -even analysis, job -order costing, long -range planning, control
models, variance analysis, intracompany pricing

The ever increasing volume of data processed
by business, and the increasing demands for relevant information require accountants to focus
their attention on statistical sampling techniques.
Auditors are already using these techniques to
improve the quality of their audit information and
in some cases to reduce sampling costs. Because of
the importance of sample data in solving accounting problems, accountants must be aware of the
practical applications and limitations of these techniques.
This three -day course relates basic sampling
concepts to data collection and evaluation, and it
shows how to use sampling techniques to develop
accounting information. Lectures and coordinated
problem solving sessions provide the participant
with the opportunity to apply sampling concepts
to practical problems.

Nature and uses of sampling
Statistical concepts for sampling
Statistical and judgmental sampling
methods
Effective sampling techniques
Practical sampling applications —
inventory and accounts receivable
Evaluating internal control

Budgeting
Profit Planning
Capital Expenditure
Seminar Outline:
LONG -RANGE
PROFIT PLANNING
(2 Days)

In this day of rapidly changing markets, prod ucts and technology, the need for formal long range profit planning is becoming more and more
critical. Lack of long -range planning results eventually in economic suicide or, at best, economic
stagnation. The future success of any organization
depends on how well management answers these
questions today:
• What do we want our company to be
doing five years from now?
• How can we establish meaningful corporate objectives and strategies?
• What must we do now to ensure long -run
profitability for our company?

Long -range profit planning — objectives and organization
Critical factors and sources of economic information
Integrating annual budgets with long range profit plans
Coordinating and implementing the
long -range profit plan
Measuring and improving the effectiveness of long -range profit planning
Quantitative techniques applied to
long -range profit planning
Implementing, and effective utilization
of, the five year plan

If you are concerned about the long -run profitability of your company, this Seminar is a must.
Discussions will emphasize techniques, experiences
and problems is developing and improving long range profit planning practices.
PLANNING AND
CONTROLLING
MAINTENANCE COSTS
(2 Days)

Maintenance is the weakest link in cost control.
This seminar offers management accountants and
maintenance engineers a unique opportunity to
discuss modern techniques and procedures for
planning and controlling maintenance costs.
Since these costs are rising drastically with
increased mechanization and automation, the benefits to be derived from participation in this seminar cannot be ignored by professionals who want
to stay abreast of current practices in this field.
For added benefit, it is recommended that a
maintenance manager or engineer and a management accountant from the same firm attend this
seminar together.

The maintenance function
Maintenance department organization
Accounting for maintenance costs
Budgeting and reporting maintenance
costs
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... professional development
of management accounting
personnel are the
most pressing problems

Seminar Outline:
PLANNING, APPRAISING
AND FINANCING

CORPORATE ACQUISITIONS
(2 Days)

ADMINISTRATION OF THE
DIVISION AND PLANT
CONTROLLER'S JOB
(2 Days)

The strategies and techniques of identifying,
screening, appraising and financing corporate
acquisitions continue to evolve and change both in
form and level of sophistication.
Coordinated lectures by specialists and follow up discussions analyze the latest developments
affecting the most pressing problems in this area.
This seminar will show you how to successfully
implement your acquisition program, and it will
show you how to formulate guidelines for avoiding
the most common pitfalls.

Pooling vs. purchase
Post merger financial statements
Tax aspects and implications
Financing alternatives and techniques

Dynamic organizational relationships and responsibilities, sophisticated management information systems, greater emphasis on divisional profit
planning and profit responsibility, and professional
development of management accounting personnel
are the most pressing problems of controllers
today. This seminar affords controllers a unique
opportunity to find and develop new methods to
meet these problems. Coordinated lectures and
follow -up discussion sessions focus on these questions and approaches to their solution.

Scope and characteristics of plant and
division controllership
Profit planning and administration
Techniques and procedures for effective administration
Managing information
Integrated information systems: responsibility of the controller's organization
Developing the management accounting staff

Responsibility for mergers and
acquisitions
Establishing company policies
Management appraisal of prospective
acquisitions
Criteria for economic and financial
ev a lu a tio n

mathematics
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Mathematical
Ma
thematical models, statistical forecasting tools, and computerized simulations are
adopted by a greater number of businesses every day. The accountant must have an
understanding of these mathematical tools if he is to continue his vital role in communicating relevant information to decisionmakers at all levels of management.
Such an appreciation of these quantitative tools does not require the skills or the
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insights of the trained mathematician. It requires only an appreciation and understanding
of the use of mathematics.
NAA offers the Mathematics for Business Management program to provide accountants and financial managers with a concentrated course on concepts and practical applications. The textbooks used in this series were developed by the General Electric Company for its own executives and managers.
Professional teachers with backgrounds in accounting and mathematics, limited enrollment, and specially designed course materials provide participants with maximum exposure to current mathematical techniques. Each of the following four courses focuses on
an important segment of this vital subject.

Basic Mathematics
Comprised of a review of material that serves as a foundation for later courses, this
course focuses on topics such as algebra, statistics, calculus, and matrices. It deals primarily with the kind of mathematics used to analyze business situations to find relationships
not readily identifiable.

Advanced Methods and Models
This second course in the series builds on the mathematical foundation developed in
the Basic Mathematics course. Whereas the first course was devoted to mathematics that
help to analyze a problem, this second course emphasizes model building to evaluate the
effect on a situation of changes in selected variables. Topics covered in this course include
linear programming, simulation, and multiple regression. Throughout the course practical
applications of mathematical models to business problems are constantly emphasized.
Statistical Inference
The third course in the math series uses the concepts and applications developed in the
first two courses, but greater emphasis is placed on the practical difficulties encountered
in applying mathematical models to business problems. This course shows how to analyze
historical data to reveal significant relationships, it shows how to deal with problems in
which the estimates used in a model are not known with certainty.
Probabilistic Models
The final course in this series builds on the material covered in the second and third
courses. It continues the emphasis on dealing with a business environment characterized
by uncertainty. Several methods of coping with uncertainty such as Monte Carlo
methods, decision trees, and queuing theory are explored in this course.

T he Mathem atics for Business Management Program will be offered in November
1970 and r epeated in May 1971.
Complete details of the program with registration informati on are contained in
a brochure that will be available this summer.
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Man gement Accounting Pro for accountants at the division or plant controller level and for controllers of
small and medium -sized companies will be offered
in April 1971.
Jointly sponsored by the Graduate School of Business Administration of the University of Texas and
NAA, this two week program is designed to give
participants a thorough knowledge of the concepts
and techniques of management accounting as well
as an appreciation of the information needs of
management in all functional areas.

covered include:

• Long -range profit planning
• Capital expenditure
management
• Annual profit planning
• Cost behavior patterns
• Standards for costs and revenues
• Direct costing
• Scientific inventory
management
• Quantitative techniques for
planning and decision making
• Management information
systems

Complete details of the program together with registration information
are contained in a brochure that w i l l be available in October.

REGISTRATION INFORMATION

Fees
The fee for NAA Courses and Seminars includes daily luncheons and refreshments,
an informal reception, and comprehensive
workbooks and technical materials.
members please add $25 per Course or Seminar. (This surcharge may be applied to NAA
membership; check box on registration form
for details.)
Substitutions, Cancellations, Refunds
Unless otherwise specified, substitution
of another individual for a registration will
be accepted up to the first morning of each
Course or Seminar. Confirmed registrations
cancelled later than one week prior to the
Course or Seminar are subject to a $30 cancellation charge — the cancellation charge

To register for any of the Courses described
in this booklet, fill out and return
the registration form together with your
check to:
Registrar
National Association of Accountants
919 Third Avenue
New York, N. Y. 10022
Fee — For Members
2 day programs — $150
3 day programs — $225

REGISTRATION FORM

for the five -day courses is $50. Full refunds
will be made on cancellations received earlier than one week prior to the start of the
Course or Seminar. All registrations will be
confirmed by the Registrar in the order received. To make sure you will be able to attend the program you want, register early.
Hotel Accommodations
NAA does not arrange hotel reservations.
However, the hotel at which your Course or
Seminar is offered will hold a limited number of rooms for registrants up to two weeks
before your meeting starts. Please contact
the hotel directly for reservations. You may
make your reservation by using the hotel
reservation and rate card which you will
receive with your confirmation.

(Please list only one registrant per form. Form may be
photocopied for additional registrants from the same company.)
PLEASE REGISTER ME FOR THE FOLLOWING COURSES:

Ti t l e

Name

Print or type complete name

of

each Course
Dates

Division, Plant or Office

Street Address

Location

Fee

Company

City

State

Zi p

Code

2.

Firm's Principal Product or Service

NAA Member

Nonmember
Name of Chapter

Please send schedule of Seminars showing dates and locations.
Please send me NAA membership information.

I

■

CONTINUING EDUCATION PROGRAM

D
FALL 1970
NEWYORK NEWORLEANS BOSTON
Sept. 21 -25
Oct. 5-9
Oct. 26 -30

CHICAGO
Nov. 16 -20

SPRING 1971
LOSANGELES
Nov. 30 -Dec. 4

ATLANTA
Feb. 15.19

PITTSBURGH
Mar. 1 -5

NEWYORK
Mar. 22 -26

SANFRANCISCO
Apr. 19.23

CHICAGO
May 17 -21

COURSES
Developing Using Standard Costs
Flexible Budgeting Performance Reporting

_

.

.

&

_

.

&

&

Mon. /Tue.
Wed. /Thu./
....
Fri.
Direct Costing Contribution Accounting .. ......................Thu./Fri.
Costs for Decision Making
........ Mon. /Tue.
........ .. ..... .....................
Effective Cash Management
Mon. /Tue.
.. .... ... __ ._
Economic Evaluation of Capital Expenditures
_
Basic Data Processing— Concepts & Techniques
Mon. /Tue./
Wed.
Auditing EDP —A Practical Approach ........ ......................Thu./Fri.
Fundamentals of Management Information Systems Design..
Effective Inventory Management
Network -Based Planning Techniques —CPM /PERT
Management Accounting for Hospitals
Accounting for Foreign Operations
Mon. /Tue.
Concepts and Uses of Accounting
for the Non - Accountant
Behavioral Science Implications for
Management Accounting
Communications and Report Writing
....... ...
... ....Wed./Thu./
Fri.
Marketing Fundamentals for the Management Accountant
Linear Programming: Accounting Applications
_
_......
Statistical Sampling for Accounting
and Auditing Information _ _ _ __ _
Wed. /Thu./
Fri.
_

Mon. /Tue.
Mon. /Tue.
Mon. /Tue.
Mon. /Tue.
Wed. /Thu. /Fri. Wed. /Thu. /Fri. Wed. /Thu. /Fri. Wed. /Thu. /Fri.
Thu. /Fri.

Thu. /Fri.
Mon./Tue.
Mon. /Tue.

Mon. /Tue.

Mon. /Tue.
Mon. /Tue.
Mon. /Tue. /Wed. Mon. /Tue. /Wed. Mon. /Tue. /Wed.
Thu. /Fri.

.

&

_

_

I

Mon. /Tue.
Mon. /Tue.
Mon. /Tue. Mon. /Tue.
Mon. /Tue.
Wed. /Thu./ Wed. /Thu. /Fri. Wed. /Thu. /Fri. Wed. /Thu. /Fri Wed. /Thu. /Fri.
Fri.
Thu. /Fri.
Thu. /Fri.
Thu. /Fri.
Thu. /Fri.
Mon. /Tue.
Mon. /Tue.
Mon. /Tue.
Mon. /Tue.
Mon. /Tue.
Mon. /Tue./
Mon. /Tue. /Wed. Mon. /Tue. /Wed. Mon. /Tue. /Wed
Wed.
Thu. /Fri.
Thu. /Fri.
Mon. /Tue. /Wed.

Thu. /Fri.
Mon. /Tue. /Wed.

Thu. /Fri.
Mon. /Tue. /Wed.

Mon. /Tue.

Mon. /Tue.

Thu. /Fri.

Thu. /Fri.
Mon. /Tue.

Mon. /Tue.
Mon. /Tue.

Thu. /Fri.

Thu. /Fri.

Thu. /Fri.

Thu. /Fri.

Thu. /Fri.
Wed. /Thu. /Fri.

.

Wed. /Thu. /Fri.

Thu. /Fri.
Mon. /Tue.

Thu. /Fri.
Mon. /Tue.
Wed. /Thu. /Fri.

SEMINARS
`Managing the Treasurer's Function
'Administration of the Division and Plant Controller's Job
'Planning, Appraising and Financing Corporate Acquisitions
'Corporate Financial Reporting to Shareholders and the SEC
—Financing Corporate Expansion and Corporate Debt Capacity
"The Accountant's Role in Government Contracting
—Comprehensive Budgeting and Profit Planning

" "Capital Expenditure Management
tLong -Range Profit Planning
tPlanning and Controlling Maintenance Costs
tAccounting Applications of EDP
tCurrent Developments in Business Information Systems
tPricing Policies and Decisions: Techniques and Practice
tpdministration of the Budget Director's Job

'To be held in New York, August 24th -28th
"Tentatively scheduled for New York, Sept. 28th -29th
tBalance of schedule to be announced
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"The future success of any
organization depends on how
well management answers
these questions today..."
ACCOUNTING
APPLICATIONS
O F EDP
(2 Days)

THE ACCOUNTANT'S ROLE
IN GOVERNME NT
CONTRACTING
(2 Days)

Dynamic utilization of EDP increases the
accounting contribution to the corporate objectives. This seminar provides a unique opportunity
for systems analysts and accountants to find out
what other companies are doing in this critical
area. By focusing on an exchange of ideas and experiences, the seminar shows you how others are
approaching and solving problems similar to yours
in automating accounting functions.

Accountants concerned with Government contracting must update constantly their knowledge
of government contracts accounting. To maintain
your skills in this dynamic field is a challenge in
itself. This seminar is NAA's answer to that
challenge.
Through a series of coordinated lectures by
recognized specialists from both Government and
industry - plus follow -up discussion sessions for
exchanging current practice and experience - this
seminar provides the latest information on
government contractor accounting problems.

Seminar Outline:
Basic criteria for planning EDP
systems
Automation ofaccounting functions
Conversion of payroll systems to EDP
Billing and sales order processing
Expediting credit and collections
Leveling cash flow
Inventory control functions
Cash disbursement and accounts
payable procedures
Updating standard costs
Automation and management
reporting: responsibility and
exception reporting, reports to
top management
Operating a government contractor
accounting system
Contractor accounting systems and
cost administration
Contract cost principles
Factors affecting cost allowability
The government auditor's role in
government contracting
The functions of the contracting officer
Pricing and negotiating government
contracts
Preparing termination claims
Tire renegotiation process

Seminar Outline:

CURRENT DEVELOPMENTS
IN BUSINESS
INFORMATION SYSTEMS
(2 Days)

PRICING POLICIES
AND DECISIONS:
TECHNIQUES AND PRACTICE
(2 Days)

Current developments in business information
systems are radically changing the organization
functions of modern business. Their impact on
planning and control decisions is profound and far
reaching.
Focusing on the major aspects of information
systems, concepts and problems, this seminar gives
you insight into the latest developments and applications of sophisticated information systems. Discussion sessions provide concrete and practical
information about the experience of others already involved in integrating their information
systems.

Basic concepts of integrated information systems
Planning a management information
system
Information acquisition and storage
Information retrieval and data analysis
Information controls and internal
audit
Integrated information systems and
the role of the controller

A multitude of factors and considerations are
involved in virtually every pricing decision. Because of this complexity, more and more companies are re- evaluating the pricing function and giving
it a priority status compatible with its critical importance in dynamic, profit- oriented management.
If you want to do something about your pricing
practices and procedures, and learn what others
are doing, this seminar is the place to start.

Organizing for pricing
Fundamental factors in pricing
Cost justification for price differentials
Interdivisional transfer pricing
Pricing for profit and growth
Developing long -run pricing policy

"Current developments in business
information systems are radically
changing the organization functions
of modern business."
Seminar Outline:

MANAGING THE
TREASURER'S

FUNCTION
(2 Days)

ADMINISTRATION
OF THE BUDGET
DIRECTOR'S JOB
(2 Days)

Interacting with all functional areas of the business, the treasurer's decisions and actions generate
consequences that affect all segments of the organization. The treasurer's decisions, ranging from
managing cash to planning future financing and
capital structure, affect the financial and operating
health of the firm for many years. Because the
decisions made in this function have such a significant impact on future operations, corporate treasurers must be aware of the latest developments
affecting their function.
This seminar analyzes the organization structure and major duties involved in the treasurer's
function. The topic coverage encompasses cash
management, planning and implementing financial
policy, establishing working relationships with
banks, and planning and implementing short -term
investment practices. This seminar shows how
these topics are integrated with corporate financial
policy and objectives.

Scope of treasurer's job
Managing corporate cash
Selecting and working with a banker
Financial planning
Short -term investment management
A banker's view of the treasurer's job

Budgeting is the most important tool available
to management in carrying out its responsibilities
successfully. The policies and practices of budgeting permeate the entire organization, affecting the
attitudes, morale and motivation of every employee.
Focusing on the administration of the budgeting function, this Seminar provides an opportunity
for reviewing and discussing all aspects of this vital
topic.

The budget director's job — scope,
organization and responsibilities
Human behavior and budgetary
control
The planning side of budgeting
Performance review and appraisal
Administration of the budget
department
Impact of mathematical techniques
and information systems on the
budgeting function

Dynamic organizational relationships sophisticated
management information systems profit planning
and responsibility.,.
...

...

Seminar Outline:
CORPORATE FINANCIAL
REPORTING TO
SHAREHOLDERS AND
THE SEC
(2 Days)

FINANCING CORPORATE
EXPANSION AND
CORPORATE DEBT
CAPACITY
(2 Days)

Corporate executives responsible for financial
reporting must knowledgeably and actively participate in new developments in this critical area.
This seminar provides an opportunity to explore
these developments in depth and to discuss current
problems in SEC accounting and shareholder reporting. Lectures by authoritative specialists and
follow -up discussion sessions give you a thorough
analysis of the topic.

Attitudes of corporate executives and
security analysts toward financial
reporting
How a security analyst evaluates a
company's stock
Line of business reporting — pros and
cons
The implications of APB opinions
Release of financial information, insider trading and tender offers
The role of the SEC in establishing criteria for financial reporting

The job of choosing a particular source of
financing for today's expansion needs is crucial.
Financing decisions have to be lived with for many
years to come. To make a mistake — to select the
wrong method at the wrong time or to fail to
maintain a flexible posture to satisfy future needs
— can all but eliminate a company's chances of
achieving its growth objectives. These factors —
plus the variety of methods and available sources
of financing expansion — underscore the importance of this seminar for corporate finance executives responsible for financial planning and
implementation.

Considerations in developing an optimum capital structure — decision
rules vs. practice
Financing corporate acquisitions
Use and misuse of lease financing
Debt financing
Equity financing
Short and intermediate term financing

MARKETING
FUNDAMENTALS FOR THE
MANAGEMENT
ACCOUNTANT
(2 Days)

LINEAR PROGRAMMING:
ACCOUNTING
APPLICATIONS
(2 Days)

STATISTICAL SAMPLING
FOR ACCOUNTANTS
AND AUDITORS
(3 Days)

In today's economy a business can produce any
product it can sell. Marketing capabilities constrain
profits far more significantly than production
capabilities. Because of the importance of the marketing function to the success of the firm, every
accountant should have a thorough understanding
of the activities carried on and the decisions made
in this essential function. Only with this understanding can the accountant provide marketing
management with the accounting information it
needs.
This course is designed specifically for accountants with a major emphasis on the interrelationships between accounting and marketing. The
course material emphasizes those segments of the
marketing function that will benefit from relevant
accounting information.

Course Outline:
The marketing plan
Market analysis
The marketing mix
Using accounting information to control marketing effort
Distribution costs

Linear programming is a mathematical tech nique that has been applied to a wide variety of
problems in industry and government. It has great
potential for application to accounting problems,
although actual utilization by accountants has not
been extensive.
This course will discuss and analyze the concepts and techniques of linear programming, and
focus on applications to accounting. No prior
knowledge of linear programming is assumed, and
no mathematics background beyond basic algebra
is necessary.

Basic concepts and assumptions of
L. P.
The generalized linear model
Graphic solution
The simplex technique
Duality and its implications
Sensitivity analysis
Computer solution
Accounting applications: budgeting,
break -even analysis, job -order costing, long -range planning, control
models, variance analysis, intracompany pricing

The ever increasing volume of data processed
by business, and the increasing demands for relevant information require accountants to focus
their attention on statistical sampling techniques.
Auditors are already using these techniques to
improve the quality of their audit information and
in some cases to reduce sampling costs. Because of
the importance of sample data in solving accounting problems, accountants must be aware of the
practical applications and limitations of these techniques.
This three -day course relates basic sampling
concepts to data collection and evaluation, and it
shows how to use sampling techniques to develop
accounting information. Lectures and coordinated
problem solving sessions provide the participant
with the opportunity to apply sampling concepts
to practical problems.

Nature and uses of sampling
Statistical concepts for sampling
Statistical and judgmental sampling
methods
Effective sampling techniques
Practical sampling applications —
inventory and accounts receivable
Evaluating internal control

Semimars

Seminar Outline:
COMPREHENSIVE
BUDGETING AND
PROFIT PLANNING
(2 Days)

CAPITAL EXPENDITURE
MANAGEMENT
(2 Days)

Increasing competition, expanding markets and
complex business organizations necessitate the
coordination and integration of all company activities through comprehensive budgeting and profit
planning. This seminar provides management
accountants, budget directors, and finance executives a valuable opportunity to discuss the current
practices, procedures and problems in the field of
periodic budgeting.

Organizing for effective budgeting
Preparing the profit plan
The comprehensive budget
Techniques, procedures and feedback
Putting the budget to work
Budgeting objectives and organizational behavior
Mathematical techniques and the overall approach to profit planning

WHAT techniques should we use to appraise
the financial merits of investment proposals — payback? DCF rate of return? financial statement
approach? present value index? other?
WHAT is our cost of capital and how should it
be determined?
HOW should we measure and allow for risk and
uncertainty?

Capital budgeting
Appraising capital expenditure
proposals
Profit goals and cost ofcapital
In- progress control and post- completion audits
Quantitative models in planning capital expenditures

HOW can the results of capital expenditures be
evaluated?
ARE our procedures for initiating, reviewing
and authorizing capital expenditures satisfactory?
Dynamic approaches are now utilized by many
companies to solve their problems in the capital
expenditure decision making process.
This seminar gives you the opportunity to discuss your experience and learn new concepts in
this very sensitive area.

Budgeting
Profit Planning
Capital Expenditure
Seminar Outline:

LONG -RANGE
PROFIT PLANNING
(2 Days)

In this day of rapidly changing markets, prod ucts and technology, the need for formal long range profit planning is becoming more and more
critical. Lack of long -range planning results eventually in economic suicide or, at best, economic
stagnation. The future success of any organization
depends on how well management answers these
questions today:
• What do we want our company to be
doing five years from now?
• How can we establish meaningful corporate objectives and strategies?
• What must we do now to ensure long -run
profitability for our company?

Long -range profit planning — objectives and organization
Critical factors and sources of eco-

nomic information
Integrating annual budgets with long range profit plans
Coordinating and implementing the
long -range profit plan
Measuring and improving the effectiveness of long -range profit planning
Quantitative techniques applied to
long -range profit planning
Implementing, and effective utilization
of, the five year plan

is

If you are concerned about the long -run profitability of your company, this Seminar is a must.
Discussions will emphasize techniques, experiences
developing and improving long and problems
range profit planning practices.

PLANNING AND
CONTROLLING
MAINTENANCE COSTS
(2 Days)

Maintenance is the weakest link in cost control.
This seminar offers management accountants and
maintenance engineers a unique opportunity to
discuss modern techniques and procedures for
planning and controlling maintenance costs.
Since these costs are rising drastically with
increased mechanization and automation, the benefits to be derived from participation in this seminar cannot be ignored by professionals who want
to stay abreast of current practices in this field.
For added benefit, it is recommended that a
maintenance manager or engineer and a management accountant from the same firm attend this
seminar together.

The maintenance function
Maintenance department organization
Accounting for maintenance costs
Budgeting and reporting maintenance
costs

Locating and Evaluating
Unprofitable Products
or Segments of a Business Firm
SYSTEMATIC SEARCH TO REVEAL SUB - STANDARD PERFORMERS
By Charles D. Mecimore
Adequate assessment of current operations involves a critical analysis of the
products or divisions to ascertain whether
or not there are any products or divisions
that are not contributing at least their
"cost" to the overall profitability of the
firm. If a product or division is not generating profits in an amount necessary to
recover the initial investment and to
provide for the average cost of capital
employed, the firm is able to increase
profitability by eliminating such a product or division.
Of course a firm may have divisions or
products that are not expected to be
profitable but are continued in order to
round out a product line, provide some
type of desired status, or for some other
reason. Such products or divisions should
not be subject to critical evaluation because their presence is attributable to
some motive other than profit. Many of
these products or divisions may be difficult to defend from a stockholders'
viewpoint even though management may
feel that they contribute to the continuing success of the firm.
There are at least two problems involved when a firm begins an intensive
self - analysis. One problem is to locate
potential unprofitable segments or divisions and the other is to evaluate these
segments or divisions once they have
been located. Locating and evaluating
MANAGEMENT ACCOUNTING /JULY 1970

potential unprofitable segments or products requires the ability to assimilate,
digest, analyze and compare in some
manner a vast amount of data. A company should periodically subject all existing products or divisions to such a
searching procedure to minimize the
probability that existing unprofitable
products or divisions have not been located and reported. A task such as this
is ideally suited to the application of a
computer installation.

CHARLES D. MECIMORE
Atlanta Chapter (Piedmont 1963), is
Associate Professor of Accounting at
the University of Georgia. He received
a B.S. degree from Pfeiffer College,
an M.S. degree from the University of
North Carolina, and a Ph.D. degree
from the University of Alabama. Professor Mecimore, ivho is also a CPA,
is a previous contributor to MANAGEMENT ACCOUNTING; he received an
NAA Certificate of Merit for this
article (1969 -70).

Using a computer, the products or divisions can be ranked by degree of profitability based upon a weighted estimate
of future earnings. The "decision rule"
is simple once the calculations are performed.,
Calculating the weighted estimate of
future earnings is the theme of this
paper. The procedure is presented in four
steps, each building upon the preceding
one until a logical framework is finally
erected. These four steps are:
1. Estimation of umveighted future
earnings
2. Determination of minimum return
for evaluating these earnings
3. Weighting of future earnings by the
minimum return
4. Comparison of weighted earnings
with the investment in a product or
division
Future Earnings
Future earnings may be estimated by
determining a regression equation or
equation of a straight line for several
items of financial data of a firm. Given
the financial data for several years, it is
possible to predict a range of values for
future earnings.
One of the methods of calculating a
' Unless computers are available, the type of approach outlined in this paper is not feasible because
of the time and cost involved in performing the
calculations. On t he ot he r hand i f a computer is
available such a technique, if systematically applied
to the various products or segments within the firm
on a recurring basis, promises to aid in maximizing
earnings per share.
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regression equation is called the stepwise
regression technique. The stepwise regression method and other procedures
for calculating a regression equation are
widely demonstrated in the statistical
literature so detailed discussion of the
technique will be omitted. Instead an
illustration will be given of the application of the procedure.

as being possible and if prudence is used
in the selection of data then these errors
should be minimized. Applying the stepwise regression method further reduces
this type of error because the stepwise
regression procedure automatically eliminates superfluous financial data or data
that have little association with future
earnings.
A regression equation was calculated
by the computer using the data in Table
1. The results are presented in Table 2.
One may question the wisdom of
using only two variables to predict net
income. However, there is a useful degree of correlation between the three
variables and thus one is able to make
quite adequate projections with only a
small amount of data. Manv accountants
and analysts fail to appreciate the degree of relationship between the data
found on financial statements and thus
compute numerous ratios for analytical
purposes —many of which are superfluous.
It should be noted that although only
two variables are used in the calculations,
the multiple regression coefficient, a
measure of the adequacy of the variables
is .99. This is rather high since 1.00 is
the maximum value of this cofficient and
would support the decision to utilize
only a few variables in the calculations.
Since there is such a high degree of

AN ILLUSTRATION OF
ESTIMATION OF EARNINGS

The best financial data to be used in
calculating a regression equation may
vary from firm to firm or from industry
to industry and for that reason data
should be selected with care. Improper
or careless selection of data may lead to
conclusions that are undesirable such as
retaining an unprofitable product or division. If this type of error is recognized
Table I
SELECTED FINANCIAL DATAPRODUCT X
(Expressed in Millions)

Year

Net income
after taxes

1
2
3
4
5

.56
.41
.30
.19
.16

Operating
expense

Sales
10.45
8.83
8.07
7.32
7.05

9.07
7.78
7.18
6.61
6.42

Table 2
THE REGRESSION EQUATION RESULTS
Dispersion
Variable

Mean

Standard deviation

1
2
3

0.32400
8.34400
7.41200

6.16471 Net income after taxes
1.36652 Sales
1.06635 Operating expenses

Correlation matrix
Variable
number
1
2
3

1

2

3

1.000

.994
1.000

.993
1.000
1.000

-

.120 (sales)
x2

Standard error of estimate
.021
Multiple regression coefficient
.99
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+

Y —.676
xt

+

Equation
.0 (operating expenses)
xg

autocorrelation only one variable, sales,
is necessary to predict net income after
taxes.
Given any amount of sales and the
regression equation from Table 2, the
corresponding level of net income may
be projected with a predetermined level
of confidence. The level of confidence
is introduced by making a range of predictions rather than only one value and
is based on the idea of a standard error of
estimate. If one utilizes the equation
above and two standard errors then the
range of values will contain the true
value approximately 95 percent of the
time. This is an acceptable degree of
variation and is the one used in this
paper. Referring again to Table 2, the
standard error of estimate is ± .021 so
two standard errors would be ± .042.
The concept of a standard error of
estimate takes into consideration only
one chance factor, the chance that the
true value may fall outside the projection. There is another chance factor just
as important when one tries to calculate
a cost of capital for the firm. This factor
will be discussed when the cost of capital is determined.
PROJECTION OF
FUTURE EARNINGS

Only the lowest value in the range of
values is of importance in projecting
future earnings for if a product or division passes the evaluation procedure
using the lowest value in the range then
the product most certainly would be
acceptable if the upper range was employed. For that reason only the lowest
value is calculated and results in an adjustment in the basic equation:
From:
Y = — .676 + .120 (Sales)
To:
Y = — .676 + .120 (Sales) — .042
There are two other problems to be
discussed before the estimated future net
income is calculated. The first concerns
the number of future periods for which
net income is to be estimated while the
second is concerned with the sales figure
to be used in the equation.
N U M B E R O F F U T U R E P E R I O D S . As One
moves into the future with projections
these may become less reliable because
the past becomes less reliable as an indicator of the future. For this reason the
projections should be limited to only a
few years. Since a few years are adequate
for evaluating the profitability or unprofitability of a product or division, this
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Y = — .676 + .120 ( $9.64) — .042
Y = —.676 +$1.16 —.042
Y = $.442 (in millions)
This projection is going to be used as
a measure of the estimate of future
earnings.
Once the net income for a product or
division has been projected it then becomes a matter of selecting a procedure
for comparing the projected net income
MANAGEMENT ACCOUNTING /JULY 1970

Several proposals have been advanced
as a proper definition of cost of capital.
Many have sound theoretical support
but are too impractical to apply. The
measure used in this paper has both
theoretical and practical support.

Table 3
COST OF CAPIT AL - UNADJUST ED

Year

COST OF CAPITAL
As adopted the cost of capital is the
reciprocal of the price - earnings ratio
(P /E ratio). For instance if a P/E ratio
is 20 then the cost of capital is 5 percent.
A P/E ratio is found by dividing the
market value of a share of stock by earnings per share. There are several advantages to selecting this as a measure of
the cost of capital of segmental
operations.
The cost of capital needs to be easily
computed and widely understood. On
both of these counts a P/E ratio is probably superior to any other measure.
Many of the other definitions of cost
of capital are rather general but have
broad applications. This would include
such terns as prime rate, rate paid for
most recent borrowings in an industry,
or a weighted average of preferred stock,
common stock and long -term borrowings. Since a particular P/E ratio is
adaptable only to the firm for which it
is computed this would make a P/E
ratio particularly appropriate to segmental analysis.
There is one danger of using the P/E
ratio as a measure of the cost of capital.
If a growth company such as Xerox or
IBM calculates the P/E ratio, the cost of
capital becomes very low and may be invalid where investors are obviously valuing the stock in terms of some large
future expected income stream. This objection is eliminated by making an
adjustment for the degree of association
between the P/E ratio and earnings per
share (EPS). This is discussed in the
section on adjusting cost of capital for
uncertainty.
Since the P/E ratio changes quite
frequently there is some question as to
which P/E ratio to choose. Obviously

P/E R atio
High Low Average Cost of capital

1
2
3
4
5

25
18
15
20
25

13
11
11
14
14

19
15
13
17
20

.05
.07
.08
.06
.05
.31

.31

5

Average Cost of Capital

=

Minimum Rate of Return

the cost of capital could be manipulated
somewhat by the selection of the P/E
ratio; therefore, it would appear that an
average of some kind would provide a
better measure of cost of capital than
either of the P/E ratios above.
To estimate cost of capital, the high
and low P/E ratio for each of the last
five years are added together, averaged,
and then the mean is taken of these averages. The measure would appear to be
quite adequate as an estimate as shown
by the computations in Table 3. The
average cost of capital is 6 percent.

_

To complicate
the projection, a growth factor could be
entered into the variable used in the
equation. This could be done by increasing sales by a specified percentage,
i.e. 10 percent, over the value of the
preceding year or by some other method.
Inasmuch as the purpose of the projection is to evaluate the existing investment in a product or division, the introduction of a growth factor may lead
to erroneous conclusions by overstating
or understating the profitability of the
existing investment. To compensate for
this one would also have to add a growth
factor to the existing investment to make
the various figures comparable. As a
means of eliminating this confusion and
improving comparability, a growth
factor is ignored in the variables used in
both the equation and amount of the
existing investment.
The net income per year then is projected for the next seven years using an
average of the past two years as the best
estimate of sales provided by current
investments. Rather than use only one
year and face the possibility that the
most recent sales are influenced by some
abnormal situation, the sales for two
years are employed to smooth out any
abnormalities. Referring again to Table
1 the average sales for Year 1 and Year 2
is $9.64 (expressed in millions) . The
equation may be solved as follows:
THE GROWTH FACTORS.

with the investment. This can not be
done directly since such a comparison
would ignore the time value of money as
well as the cost of capital of the firm
itself. These two factors may be taken
into consideration by utilizing a discounting technique. Involving both a
determination of cost of capital and an
adjustment for chance variations, the
technique allows one to arrive at a minimum rate of return.

a

restriction does not limit the applicability of the method.
While it is possible to project for one
year, two years or N years as far as the
regression equation is concerned, the
number of years of projected earnings
should be based on the minimum number that is required to locate and evaluate unprofitable products or divisions.
A guide to this minimum period of time
is the payout period expected for new
products or divisions. Since the most
usual payout period, based on personal
knowledge, appears to be five to seven
years, a payout of seven years is used in
the remainder of this paper.

.06

If there have been enough erratic
changes in the P/E ratio to cause abnormal highs or lows then this fact may bt!
taken into consideration by making subjective adjustments to the P/E ratio.
However, care must be used in manipulating the P/E ratios in this manner by
making a thorough investigation of the
reasons why such changes occurred to
ensure that these are temporary and not
permanent changes in the market's outlook for the prospects of a particular
firm.
Remember that the cost of capital
percentage is merely an estimate and
needs to be adjusted for the chance
variations attached to such an estimate.
Inasmuch as the cost of capital percentage is going to be used to weight the
projected future earnings of a product or
division then the chance variations attached to such a percentage need to be
considered.
The variations of the estimated future
earnings were noted by having the projections cover a range of values rather
than just one figure; the range of values
bracketed the true net income a predetermined percentage of time. While the
same type of approach could be used
with the cost of capital figure, in order
to reduce computations and possible
misunderstanding, the cost of capital
percentage is adjusted for chance
variations in such a manner that the percentage may be expressed as one value.
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ADJUSTMENT FOR CHANCE
VARIATIONS
One of the purposes for undertaking an active merger program or reason
for eliminating a product or division is
to increase earnings per share. Why not
measure the degree of association between earnings per share and cost of capital and use the absolute value of this
measure (coefficient of correlation) as a
chance variation adjustment to the cost
of capital percentage? Where there is
perfect association between earnings per
share (EPS) and cost of capital (I .--P / E
ratio) no adjustment is necessary. To
illustrate assume the data given in
Table 4.
Table 4
COST OF C APIT AL- U NAD JU ST ED

Year

Segment or
Product earnings
per share

Average
P/E ratio

1
2
3
4
5

.25
.20
.15
.09
.08

19
15
13
17
20

Coeffi cient of c orrel ation
Cost of capital (T able 2)
Adjusted cost of capital

.128
.06
.47

(.06 = .128 = 47 percent)

The coefficient of correlation in Table
4 was calculated by determining the
measure of association between earnings
per share and price earnings ratio. The
cost of capital was determined first without any adjustment. From Table 3 we
note that the unadjusted cost of capital
for the past five years has been 6 percent. This figure does not take into consideration any degree of chance variation attached to the estimate. To do
this we need a measure of the association between the P/E ratio and EPS;
such a measure is the coefficient of correlation.
The coefficient of correlation is a
measure of the degree of association
between EPS and P /E; the higher the
degree of association the higher the
coefficient. Although we are using the
P/E ratio as a measure of the cost of
capital the primary interest is on earnings per share. Therefore, by dividing
the unadjusted cost of capital figure by
the measure of the degree of association
between earnings per share and P/E
ratio, the cost of capital is adjusted for
the variation attached to the original
cost of capital figure. If one examines
60

the data in Table 4, the adjusted cost
of capital is 47 percent.
There is one factor that should be
stressed with respect to the earnings per
share figure. The earnings per share
is the amount contributed by the
product or division under examination
and is not related to the earnings per
share figure of the firm as a whole. To
determine this EPS for a product or
division one divides the net income per
product or division by an average of the
number of shares of common stock outstanding.
The EPS figure of the firm as a whole
would have little significance for evaluating the reliability of the cost of capital
for a particular product or division although the cost of capital for the firm
as a whole may be compared with the
EPS of a product or division. Inasmuch
as the investment in a product or division may be diverted to some other
activity if a product or division is unprofitable, the cost of capital of any activity is determined by the cost of capital of the firm as a whole.
Once the future earnings of a product
or division have been estimated and adjusted for chance variations and once
the cost of capital has been computed
and also adjusted for chance variations
then the next task is to weight the adjusted future earnings by the adjusted
cost of capital.
Weighting Future Earnings

by Cost of Capital
If we define this adjusted cost of capital percentage as the minimum acceptable return to allow a continuation of
a product or division and if we assume
each product or division must promise
a payout in no more than seven years,
then a discounted rate of return technique may be employed to evaluate the
estimated future earnings. Since the
discounted method explicitly and routinely weights the time value of money,
it is the best method to use for long range decisions. Obviously a decision to
continue or abandon a product or division would fall under the classification
of a long -run decision.
Using a rate of return of 47 percent
and a time period of seven years we find
the present value of an annuity of $1
to be 1.983. The estimated future earnings may then be discounted by this
present value of an annuity by multiplying the estimated annual return (.442)
by 1.983. This results in the adjusted
return of .876 (in millions) .
This adjusted return by itself has little

significance. It is only after a comparison between this figure and the investment in the product or division that a
decision can be made with respect to
the profitability or unprofitability of an
investment.
Again it should be emphasized that
the two components which were multiplied together to get the adjusted return
have each been adjusted for chance
variations. These chance variations involve the firm as a whole as well as a
particular product or division. One of
the adjustments was for the entire firm
and one related only to the particular
segment being scrutinized.
The uncertainty or chance surrounding the estimate of future earnings of
a product or division was explicitly
recognized when a range of values,
rather than a single figure, was computed using a regression equation with
a standard error of estimate. Thus the
"normal" net income for a segment
should be somewhere between the upper and lower limits of this range.
By using only the lower limits in our
analysis a liberal approach was taken.
Many managers may prefer to use the
upper limits and thus be more conservative in their acceptance of a product or
division. The use of the upper limit
would result in some segments of the
business being eliminated that would
have been accepted if the lower limit
had been applied.
The variation surrounding the estimate of the cost of capital of the firm
as a whole was recognized by measuring
the degree of association between segmental earnings per share and the firms
price earnings ratio. The less the association between these two variables the
greater is the adjustment to the original
cost of capital percentage. Thus the cost
of capital figure as adjusted may be considered to be quite conservative. After
these two adjustments have been made
and after the present value of the stream
of future earnings have been determined, the present value should be compared with the current investment in
the product or division.
Comparison of Weighted Earnings
with Investment
The weighted earnings may be compared with the current investment in
the product or division by means of a
profitability index. Assuming two values
for the current investment in order to
illustrate the usefulness of a profitability
index, the data in Table 5 is determined.
Continued on page 64
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How to Obtain
Probability Estimates in
Capital Expenditure Evaluations:
A Practical Approach
THE METHOD MUST BE DESIGNED AROUND THE PEOPLE WHO ARE USING IT
By Terry D. Cole
Given the task of measuring the profitability of capital expenditures for a
business venture, it is generally agreed
that some form of discounting future
earnings is the most desirable approach.
The discounted cash flow and present
value methods are perhaps the most
popular discounting tools.
One Value Approach
The usual approach to discounting
techniques is to use one value for each
variable considered, compute the cash
flows, and the corresponding present
value or rate of return. All the variables
used have one common characteristic:
they are dependent upon future events,
which in turn implies uncertainty as to
the outcome of these events.
A one -value approach implies accuracy
which in fact does not exist. Accepting
or rejecting a proposal based on one
value for each of the variables implies a
100 - percent degree of belief in the values
used.
If the suppliers of data admit they are
not 100 - percent sure and lower the
estimate to 80 percent, then the final
result is still not reasonably accurate.
MANAGEMENT ACCOUNTING /JULY 1970

Assume there are 7 variables considered
in the discounting formula and each has
an 80- percent chance of occurring. Then,
there is only a 21 percent chance (.8 7 x
100) that all 7 values will occur together.
The magnitude of dollar expenditures
for most proposals warrants more than
a one best estimate for a measure of
profitability that has in fact a very
unlikely chance of occurring.
To account for risk, high discount and
cutoff rates are considered for projects
that appear to be risky. Sensitivity

a c+
Y
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analysis is an approach where one
variable changes while the rest are held
constant to obtain a feel for sensitivity
of the result to changes in this particular
variable. High, low, and most likely,
values and combinations of each have
also been used to obtain an idea of the
range of possible results. All of these
approaches have one common characteristic; they do not give the decision
makers an explicit measure of the risk
in the investment required.
Risk Analysis
A few years ago, David Hertz presented a new approach that does give an
explicit measure of the risk in a business
venture.' It considers a range of values
for each variable used in the discounting
formula, and the comulative probability
of each value occurring.
The importance of this tool, called
risk analysis, is that it gives suppliers
of data a chance to express their degree
of belief in the data. The greater the
confidence in a piece of data the smaller
the range should be, and vice- versa.
Risk analysis assigns a cumulative
probability distribution to this range of
I
David B. Hertz, "Risk Analysis in Capital Investme nt " Harvard Business Review, January-February, 1964, pp. 95 -106.
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values. In fact, each of the key decision
criteria is assigned a probability distribution. This range and corresponding
probabilities represent the total picture.
Many possible combinations of all
variables are then considered by randomly sampling each range of values. A
value for each variable is considered
according to its probability of occurring.
Rates of return or present values are then
computed for each combination, summarized, and the chances of a specified
value can then be determined. The
uncertainty in each estimate has been
systematically combined into one set of
probable outcomes.

Assignment of Probabilities
The key element in risk analysis
is the assignment of probabilities or
weights to the range of values provided
for each variable considered. There are
several sources for these weights.
Historical data is the most tangible
source. However, there are variables for
which historical data does not exist.
Here the source that must be tapped is
managerial judgment and experience.
The resulting probabilities are called
subjective cumulative probability distributions.
Currently, there is not an empirically
proven way for seeking these subjective
evaluations from the suppliers of data.
In addition, very few papers have been
written on practical ways of obtaining
the required distributions. Hence, it
seemed feasible to test existing methods
to assess the credibility of input data. In
addition, it would provide supporting
data for the most apparent weak aspect
of risk analysis.
One important criterion used in selecting the methods is that the suppliers of
data understand each method as well as
how their answers will affect the sampling of the range of values. The following are the three methods considered.

Method 1
This method was suggested by Donald
G. Morrison of the Graduate School of
Business at Columbia University in a
critique of an article written by Lee H.
Smith of the University of Texas at
Arlington on "Ranking Procedures and
Subjective Probability Distributions." 2
In Morrison's approach the supplier of
data is asked to state three values for
each variable being estimated. The
questions are stated in the following
manner:
Donald G. Morrison, "Critique of: Ranking Procedure and Subjective Probability Distributions,"
Management Science December, 1967, p. B -253.
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What value of ( variable being estimated ) do you feel could be assigned
a cumulative probability of .75?
What value of
do you feel could be assigned a
cumulative probability of .50?
What value of
do you feel could be assigned a
cumulative probability of .25?
Morrison states the results are the
manager's subjective cumulative distribution function; and, therefore, calls his
method the CDF method.
The subjective cumulative probability
distribution was constructed by plotting
the values given for .75, .50, and .25 on
both log normal and normal probability
paper. If the distribution appeared to
be highly skewed, log normal probability
paper was used, since the use of logarithms will often give characteristics of
a normal distribution. So which type of
paper seemed to yield the best straight
line was used for interpolating the values
provided.

Method II
The essence of this method, proposed
by Frederick S. Hillier,3 is seeking the
most likely value and the standard deviation. Hillier is assuming the variable
being estimated has a normal distribution with a known mean .4
The questions are stated in the following
manner:
What value of (variable being estimated) do you feel is most likely to
occur?
Considering the most likely value
provided in question one, what range
would you assign to it such that 70
percent of the time the actual value
will fall in this range. This range
must be stated in terms of the most
likely value and plus or minus one
figure. For example, 20 is the most
likely value, and plus or minus 10
will give that range of values in
which I believe the actual value will
fall 70 percent of the time.
The standard deviation was asked for
in this manner in case the subject did
not understand the term. Even though
the mean plus or minus one standard
deviation includes about 68 percent of
the area under a normal curve, the
* Frederick S. Hillier "The Deviation of Probabilistic Information for the Evaluation of Risky
Investments," Management Science April, 1963.
4
Space does not permit the explanation of the
rationale behind this assumption. For those interested, Hillier's reasoning is based on the application of the Central Limit Theorem.

rounding to 70 percent should not cause
a significant problem considering the
subjective nature of the data involved.
Once the mean and standard deviation are known for a particular value, the
cumulative probability can be computed
from tables of the cumulative unit
normal distribution.

Method III
This method was proposed by Donald
Paris, Manager of the Economic Research Division of Business Economics
Department, Caterpillar Tractor Co.5
The questions are stated as follows."
1. What do you feel is the most likely
value of (variables being forecast)
that will occur?
2. What do you believe is the practical
maximum value that could occur?
3. What do you believe is the practical
minimum value that could occur?
4. What do you believe is the chance
or probability that the actual value
will fall between the most likely and
maximum value?
For Method III the cumulative distribution function was obtained in the
same manner as for Method I, using log
normal and normal probability paper.
The practical maximum and minimum
values were plotted at the extreme end
of the distribution, and the most likely
value was plotted on the basis of the
chance the actual value would fall
between the most likely value and the
maximum value. This probability gave
the area under the curve between these
two values; therefore, if 70 percent was
the chance that the actual value would
fall between the most likely and the
maximum value, the most likely value
was plotted at .30.
Study Plan
A total of thirteen subjects were used
in testing the three methods. Five of the
thirteen subjects had supplied data for
previous projects using Method III. The
remaining eight subjects were either
familiar with the concept of risk analysis
or were knowledgeable in estimating
probabilities. Although the number of
subjects might seem small, it is not
unusual for a few individuals in a large
corporation to be responsible for providing practically all input data for capital
expenditure evaluation.
Each subject was given the questionDonald G. Paris, "Probability Estimation for Investment Decision Analysis," ( Unpublished report, Caterpillar Tractor Co., September 5, 19 67 ).
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naire showing the three methods and
told the purpose of the study. Approximately one -half hour was spent in discussing what variable they should
forecast and explaining what was needed
for each method. Care was taken to see
that each one understood what data was
needed for each method.
After the decision had been made as
to which variable should be forecast, the
subjects completed the questionnaires
and returned them. The variables forecast were product costs, R & D expenditures, capital expenditures, man -hours
to completion of a project, GNP, and
new product shipments.
Once the subjective cumulative distribution functions were determined, two
values were picked at random, and the
corresponding cumulative probabilities
that each method yielded were observed.
A questionnaire was returned to the
subjects showing two values for the
variable they had estimated and the
corresponding cumulative probabilities
from each method.
Assume the values of $1,100 and
$1,300 were picked as the ones to be
tested with the corresponding cumulative probabilities as shown in Table 1.
The values were given to the supplier
of data in the following manner:
Value
Cumulative
Probability
$1,300

.70
.60
.80

$1,100

.30
.45
.20

He was then asked to check the cumulative probability which best described
the chance of occurrence for that value.
In addition, he was asked to note which
method took the longest time, which
took the shortest time, which method
presented the most difficulty, and which
presented the least difficulty. The subjects were also given a blank copy of the
initial questionnaire that explained each
method to refresh them on the mechanics of each method.
Summary of Results
There were a total of 26 values to be
predicted (13 subjects times 2 values
each) . Since the cumulative probabilities
were not identified as to the method of
computation, the subjects did not know
from which method the cumulative
probabilities came.
The summary of results shows that
Method I was chosen for 12 values,
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Table 1

EXAMPLEOFTESTDATA
Cumulative Probabilities
Method II
Method I

Product Costs

1.00
.95
.90
.70
.50
.30
.07
.05
.02

$1,600
1,500
1,400
1,300
1,200
1,100
1,000
900
800

Table 2
Longest time
Shortest time
Most difficult
Easiest
Table 3

Longest time
Shortest time
Most difficult
Easiest

Method III
1.00
.95
.90
.80
.60
.45
.35
.25
.15

1.00
.90
.80
.60
.40
.20
.17
.12
.07

SUMMARYOFRATINGS BYTHIRTEEN SUBJECTS
Method III
None
Method I
Method II
3
5
2
3

5
3
1
2

4
4
4
6

1
1
6
2

SUMMARYOFRATINGSBYFIVE SUBJECTS
WHOHADPREVIOUSLYUSEDMETHOD III
None
Method III
Method II
Method I
2
1
1
1

3
1
1
-

Method II for 10 values, and Method
III for 4 values.
Out of thirteen participants, eight
chose cumulative probabilities that came
from the same method for both values.
In other words, in the previous example
where $1,300 and $1,100 were the
product costs chosen, the supplier of
data chose cumulative probabilities .70
and .30, respectively, which came from
Method I. The breakdown of the eight
times this occurred shows that Method
I was chosen 4 times as the one best
describing the chance of occurrence for
both values, Method II was chosen three
times, and Method III was chosen one
time.
Table 2 shows how the thirteen
subjects rated the methods.
According to Table 2 there is no
pattern related to any one method.
Method II ranked first for taking the
longest time, and yet there was only one
vote difference between Methods II and
III as well as between Methods I and
III. For the method which took the
shortest time, the votes again were
spread almost evenly over the three
methods.
There was a strong indication that
none of the methods presented more
difficulty than another (six of thirteen
subjects said none) . Six of the thirteen
subjects felt Method III was the easiest.

3
2
3

1
1

Total
13
13
13
13

Total
5
5
5
5

However, five of the thirteen subjects
had provided data before under Method
III and were perhaps biased.e
Table 3 shows the ratings of the
five subjects who had previously used
Method III to supply data. Ratings by
the thirteen subjects as a whole (Table
2) revealed no clearly preferred method;
yet Table 3 indicates the five subjects
had a preference for Method III. None
of the five felt Method III took the
longest, three indicated it took the
shortest time, and three believed it was
the easiest. Yet the vote was not absolute
for Method III. Surprisingly, two of the
five described Method III as being the
most difficult.
Table 4 shows the results of the eight
subjects who were not familiar with
any of the methods.
Although a strong preference for any
one method does not exist in Table 4,
it does indicate that Method III perhaps
is the least desirable. Four of the eight
subjects stated Method III took the
longest, while Methods I and II received
respectively one and two votes. Only one
" Initially, Spearman's formula for rank correlation
was going to be used to relate how the methods
ranked in predicting the twenty-six values to the
rank in order of longest time, shortest time etc.
However, because the summary results did not
clearly show one method to be significantly different
from another, the method of rank correlation would
have assumed that Method II ranked first in taking
the longest time and would thus distort the fact
that no clear pattern existed to substantiate the
premise since there was just one vote difference.
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subject indicated that Method III took
the shortest time. Only four subjects
noted that the most difficult methods,
and three of the four believed Method
III was most difficult. Surprisingly again,
three of the eight subjects indicated
Method III was the easiest.

Table 4

Longest time
Shortest time
Most difficult
Easiest

SUMMARY OF RATINGS BY EIGHT SUBJECTS
WHO WERE NOT FAMILIAR WITH THE METHODS
Method I
Method II
Method III
None
1
2
4
1
4
2
1
1
1
—
3
4
2
2
3
1

Total
8
8
8
8

Conclusion
None of the methods appeared superior in interpolating managerial judgment and experience into a subjective
cumulative probability distribution.
The research effort could be criticized
for testing just three methods and the
sample of thirteen subjects. There are
other methods, but they all have one
common barrier. One would almost
have to be an applied statistician to
understand the methodology. The
method used must be designed around
the personnel who are supplying the
data. Perhaps these individuals are not
experts in statistics and, in particular,
probability theory, but their contribu-

tions are important because of their
accumulated experience and judgment
in fields such as accounting, manufacturing and marketing. Unfortunately, their
numbers are not large. Because there
were no significant findings regarding
the attributes of each method relative
to the number of times each was chosen
for predicting the correct cumulative
probability, it appears that each method
has its merits. It is doubtful if the study
had included one hundred subjects that
one method could be proven superior
to another.
Thus, it would appear that the best
procedure is to use all three methods

when soliciting data, construct three
subjective cumulative probability distributions, and check them with the suppliers of data to see which is best. If none
of the distributions appear correct, then
the procedure should be repeated until the correct distribution is found.
Risk analysis represents a significant
step toward quantifying uncertainty in
capital expenditures. The development
of the cumulative probabilities is an aspect that should be given careful consideration in the application of this new
tool. Every means available should be
utilized to obtain the maximum amount
of information relative to the input data.

PLANNING AND ORGANIZING A WORK MEASUREMENT PROGRAM
Continued from page 32
provide a sound means for continuously
monitoring a department workload in
order to meet unforeseen variations. The
program should also provide simple and
rapid capability for altering the measurement data to reflect small changes in
methods and procedures. Major revisions may require complete re- measurement.
There are two other aspects of controlling personnel levels that are impor-

tant to the total picture. The first is that
too seldom are supervisors of non -producing departments compensated or
even recognized for their economy of
operation. Instead the emphasis is on
quality and speed of performance alone
and supervisors are free to battle the
budget director for more personnel.
Finally, we focus our attention on the
individual employee himself. One of my
very astute friends in personnel administration has a favorite saying: "Man is
not a fact, and cannot be reduced to a

number." Nor can the inherent value
of trained, dedicated people ever be expressed solely in numerical terms.
A concrete way to show compassion
toward your fellow man —even in work
which aims at controlling personnel
costs —is to insist upon a management
policy that no one will lose his job as a
result of a work measurement program.
When reductions are indicated, normal
turnover and transfer will gradually decrease the personnel complement to the
proper level.

LOCATING AND EVALUATING UNPROFITABLE PRODUCTS OR SEGMENTS OF A BUSINESS FIRM
Continued from page 60

the rate of return is greater than the cost
of capital as computed.

Table 5

Summary and Conclusions

PROFITABILITY INDEXES
Adjusted
Current
investment
return
Investment (millions) (millions) Index
A
B

.876
.876

.95
.85

.92
1.03

If the adjusted return is greater than
the current investment, the profitability
index is greater than 1; in Table 5 investment B meets this criterion. Where
the profitability index is greater than 1
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This paper has illustrated how products and divisions may be evaluated for
future profit potential by a discounting
technique. The usual discounting technique does not consider chance variations in the underlying data and thus
is gener ally not applica ble unti l a
method of adjusting for these chance
variations is developed.
There are two types of variations to
consider — uncertainties involving the
firm as a whole and uncertainties involv-

ing only a product or division. The
former type of uncertainty may be considered by using the coefficient of correlation to weight the cost of capital
while the latter may be reconciled by
using a standard error of estimate and
computing a range of values. Each of
these complements and supplements the
other.
The final analysis or decision regarding relative profitability is based on the
profitability index. If the index is greater
than one the product or division promises to earn a rate of return that will not
diminish and should contribute toward
increasing the earnings per share.
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Standard Costing
Developments and Applications
OUR ABILITY TO SELL MANAGEMENT ON THE ADVANCED CONCEPTS
WILL SHORTEN THE TIME LAG BETWEEN THEORY AND PRACTICE
By Lloyd Seaton, Jr.
The evolution of any idea is difficult to
trace. Standard costing proves to be no
exception to the rule.
The evolutionary process involves the
extension of the original idea and refinement of the initial generalization to meet
specific needs of the individual situation.
Then, if the concept proves meaningful
and survives, the application is expanded
to other problc-n areas and to the solution of problems in other firms. Finally,
the codification of the seasoned concept
into an overall system of thought occurs.
Although grossly oversimplified, the foregoing characterizes the developmental
process that a new concept undergoes —
modern standard cost practices and procedures included.
The term modern implies a reference
to the past. With respect to cost accounting, it is fair to say that all standard
cost practices are, on a relative basis,
modem. That is, the broad ideas or concepts incorporated in standard cost systems today are rooted in thought that appeared in the accounting literature of
the recent past —about the turn of the
present century.
S. Paul Garner, in his book Evolution
of Cost Accounting to 1925, cites a
paper delivered in 1903 before the Society of Chemical Industry by Stanley
Gary, an English accountant, as one of
the first proposals advocating use of
standard costing procedures in factory
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accounting. Garner concludes, however,
that Gary's proposals "... fell on barren
ground. That ... it was not until some
twenty years later that serious steps were
taken in the direction . . . con t em plated. ", If Professor Garner's contention is correct, the codification state in
the evolution of standard costing was
reached less than fifty years ago. Accordingly, in a broad sense all standard costing practices and procedures are relatively modern.
A review of the literature to determine
modern developments or trends in standard cost practices reveals that advancements are being made in at least three

distinct areas. First, there is ample evidence that some rather sophisticated appearing quantitative techniques are
being developed and used in the solution
of standard cost - related problems. Second, there is a growing body of literature
concerning the behavioral implications of
both internal and external accounting
procedures and practices, including standard cost accounting. 'Third, there exists
a movement toward broadening the application of standard cost techniques to
the planning and control functions outside the confines of traditional industrial
accounting.
Quantitative Developments
Perhaps the easiest of all trends to discern in the literature is the trend toward
more widespread use of mathematical
techniques in the solution of business
problems. With respect to standard cost
accounting, three relatively simple applications of a quantitative nature may serve
to illustrate this trend:
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1. The learning curve
2. Control charts
3. A unique application of cost vectors
LEARNING CURVES

The development and use of learning
curves in the establishment of labor standards is a good example of the way a
concept evolves. Learning curves were
Paul Garner, Evolution of Cost Accounting to
is.
1925, University of Alabama Press, 1954, p. 104.
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widely used to establish labor cost standards in the aircraft industry in the late
1930's and the early 1940'$.2
The idea behind the use of learning
curves is that for a given task, one involving complex and highly skilled labor
operations, the time required to perform
the operations decreases as the laborer
acquires experience in the performance
of a specific task. The applicable rate
varies from about 60 to 85 percent.$
Eighty percent appears to be the most
common rate mentioned in the literature.* The learning curve provides a
useful tool for predicting change and,
consequently, may be used to establish
standards of performance.
As noted previously, the learning curve concept was well in the application
stage of development by the early 1940's.
Unfortunately, many of the current
widely used cost accounting texts do not
mention, much less discuss, the concept
at all.
CONTROL CHARTS

Still another application of mathematical technique of analysis to standard
costing is the control chart that was developed in the late 1920's by Dr. W. A.
Shewhart of the Bell Telephone Laboratories.$ Essentially, use of the control
chart makes the analysis of variances
more meaningful.
The control chart idea is grounded in
elementary probability theory as it relates to normal probability distributions.
This approach to variance analysis assumes that some variances from planned
(standard) activity are to be expected.
These expected variances generally take
the shape of a normal probability distribution —the expressed standard represents the mean value for a whole series
of standards. Upper and lower limits of
deviation from the mean value or standard are determined, usually two or three
standard deviations from the mean value.
Managerial attention is directed toward
investigating the cause of performance
falling outside of the established limits.
Note that when the control chart concept is employed the result is a "band
of standards" rather than a single standard. Use of a control chart concept of
standards tends to lessen concern over
'Se e Winfred B. Hirschman, "Profit from the
Learning Curve," Harvard Business Review, January- February, 1984, pp. 125 -139 for an excellent
discussion of historical development of the concept.
'Charl e s T . Horngren, Cost Accounting, A Managerial Emphasis, second edition, Prentice-Hall, Inc.,
Englewood Cliffs, N. J., 1987, p. 182.
Ibid.
1

W. A. She whart, Economic Control of Quality of
Manutactured Products, D. Van Nostrand Company, Inc., Princeton, N. J. 1931.
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the use of "tight" or "normal" standards
in the measurement of performance.
Periodical literature on control charts
is plentiful. Although the techniques are
presented in most, if not all, texts dealing
in depth with quality control issues, unfortunately a discussion of these procedures is missing from many standard
cost texts in use today. Here is still another example of the time lag that is
involved in the evolution and codification of a concept that has some very real
and significant implications for managerial accounting applications.
COST VECTORS

A third mathematical technique was
illustrated by Stanley B. Henrici in a lead
article in the NAA Bulletin—Management Accounting of July, 1965.8 Henrici
describes a process of establishing "super
standards" using cost vectors. Essentially,
Henrici states that use of standards based
upon past performance, even though adjusted for anticipated changes in the
future, all too frequently falls short of
the needs of management. Using the
same concepts underlying learning
curves, Henrici concludes that one can
establish "super standards" based on
past known rates of change. Comparison
of the super standard with the regular
standard reveals "super variance." Note
that attention is directed toward answering the question of what standards
should have been —an interesting as well
as worthwhile issue.
The primary appeal in Henrici's proposal is that it represents an attempt to
evaluate standards by use of a relatively
simple tool. (Incidentally, the same procedure has been suggested as an approach to sales forecasting.) Again, reference to standard cost texts indicates that
considerable time may lapse between the
introduction and use of a procedure and
its appearance in textual material.
Behavioral Influences
In addition to the quantitative tools
that have evolved in standard costing,
more attention in recent years has been
directed toward behavioral considerations in the performance of the managerial functions. Indeed, inquiry into
the role of individual needs and firm objectives have tended to change some of
the traditional viewpoints concerning
motivation. Traditional conclusions regarding the nature of man have and are
being challenged. The idea of man as a
mass of "economic muscle" is being
'Stanle y B. Henrici, "N e w Views on St andards,"
NAA Bulletin— Management Accounting, Section 1,
July 1985, pp. 3 -8.

superseded by broader and more complex
concepts.
Attention to satisfying the needs of the
individual, as well as recognition that the
individual's needs will, in all probability,
differ from those of the firm, have suggested new approaches to control different from those that were formerly used
— including the direction of people toward the achievement of budgets and
standards. Consequently, there appears
to be a greater trend toward defining and
communicating the various roles of individuals at all levels within the firm
than during previous times.
Concepts such as responsibility reporting, "bottoms -up" budgeting, and
contribution analysis, all have been subject to more advanced notions of worker management relationships. Perhaps we
have only touched upon a few of the
possibilities in the explanation of the relationship of human behavior to the
achievement of firm objectives. It is a rewarding fact, however, that these topics
are finding their way in varying degrees
into standard cost texts.
In addition to developments in standard cost practices of a quantitative and
behavioral nature, there has been a definite move toward broadening the application of standard costing techniques to
assist management in the performance
of their tasks in many diverse situations
and circumstances.
Application of Standard Costing
to Other Areas
For the most part, cost accounting
has been identified with manufacturing
operations. Early discussions of standard
cost practice centered around product
costing in factory situations. Presently,
there appears to be a tendency toward
adapting standard cost procedures to
business problem solving in retail firms,
service bureaus, as well as governmental
operations —areas outside of the traditional manufacturing confines of cost applications. No doubt the extension of
standard costing concepts has been a
natural outgrowth of a need for more
definitive planning and control procedures. At any rate, there appears to be a
definite trend in this direction.
RETAILING APPLICATIONS

Cost applications to problem solving
in retailing have seemed to be slow in
arriving. Although consideration of standard of optimum order size, inventory
stock levels, selling costs and the like
were forthcoming fairly early, standards
of performance in many labor- related
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functions, such as billing, receiving and
marking, and delivery were not. This
may be due partially to the nature of
work being performed. Generally, retailing operations are not as readily subject
to work - measurement techniques as are
manufacturing processes. At least a portion of the apparent slowness of retailers
to adopt more standard costing techniques is the result of a lack of personnel
trained and, perhaps, keenly interested
in the development of such procedures.
This may be due, in part, to the lack of
personnel with an engineering bent that
are generally found in manufacturing
firms.
In spite of the difficulty involved,
many retail functions do lend themselves
to scientific measurement and, consequently, the establishment of standards.
Although there seems to be a dearth of
literature on the subject, there is some
evidence that a great deal of experimentation is being carried on.
SERVICE FIRMS

In addition to the trend toward wider
applications of standard cost techniques
in retailing, interest in the use of standard costing in the solution of management problems in service firms has shown
a marked increase in recent years. For example, considerable interest in the development of cost standards for hospital
services has evolved. "Interest" has, no
doubt, been spurred by federal and state
programs allowing for reimbursement of
a portion of the costs of serving selected
patients. The trend, however, toward
wider use of health insurance, as well as
increased operating costs, had considerable impact on the informational needs
of hospital administrators long before the
advent of federal and state programs.
Management's informational needs in
service firms does not differ greatly from
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the informational needs of managements
of manufacturing firms. In our economy
it seems that as a firm matures, the management function becomes more sophisticated and, consequently, the informational needs of management tend to
become more complex. Consequently, it
should not be surprising to find managers of service firms borrowing and
adopting for their use proven cost -control and cost - reduction techniques developed in the manufacturing sector. The
list of the kinds of service firms that are
doing so would be quite long.
NOT - FOR - PROFIT ESTABLISHMENTS

Considerable interest in cost control
and cost reduction procedures is evident
in the not - for -profit sector. As one would
expect, adoption of some of the most advanced costing procedures in areas involving the administration of contractual
arrangements for the production of goods
and services for such agencies as the National Aeronautics and Space Administration and the Department of Defense
has been forthcoming. Development of
incentive contract programs and fixed -fee
contracts in lieu of the more traditional
cost - plus -a- fixed - percentage procedure
had added to the cost control aspects of
governmental contracting. In a broad
sense, one could call such applications
"recent developments" in standard costing practices in that both incentive -type
and fixed -fee contracts rely heavily upon
the use of predetermined costs.
Budget practices of governmental organizations have also been influenced by
concepts underlying standard cost practices and procedures. More attention
than ever before is being paid by all
levels of governmental units to budget
performance and proposals, particularly
with respect to achievement of objectives and justification of requests.

Concepts related to the measurement
and evaluation of performance, that is,
the establishment of predetermined standards, as well as ideas associated with
responsibility accounting are gaining in
use. Hopefully, this trend will accelerate.
Summary
All these examples point up the importance of sharing your experiences and
ideas with your fellow practitioners. Obviously, the time lag between introduction of an idea and its adaptation to the
solution of a specific problem will be
shortened as we improve our communications. And, although one may lament
the apparent slowness of management
to utilize fully the tools that can be made
available to him by the accountant, one
can only conclude from a review of practice and of the literature on the subject
that progress is being made. More efficient managerial cost practices and procedures are being developed and utilized
in the solution of a wide range of problems in rather diverse managerial settings
—only a few of which have been touched
upon in this paper and most of which, in
all probability, have not been written
about at all.
It is quite likely that managerial lethargy toward the adoption of new practices and procedures is overemphasized.
Managerial reluctance to adopt relevant
practices suggests an inability or failure
on our part to develop and /or present
rationales supporting our proposals.
Rather than emphasize our more traditional and much easier role of reporting
to management what has been done,an
after - the -fact procedure, we should take
a more forward- looking approach and be
cognizant of our responsibility to make
management aware of what they might
do to capitalize on new practices and
procedures.
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A Short -Cut Method to Calculate
Declining Balance Depreciation
CONSIDERABLE TIME CAN BE SAVED BY USE OF THE TABLES PRESENTED IN THE ARTICLE
By Robert D. Miller
How often is the management accountant or financial manager required to
calculate depreciation provisions? On
numerous occasions we are faced with
accounting reports, capital expenditure
justifications, depreciation adequacy
tests, expense budgets and tax schedules
that require the calculation of depreciation using a declining balance method.
It has been a somewhat monotonous task
on several occasions for this writer. In
each instance, it required the use of
long arithmetic procedures to arrive at
the solution, i.e., find the amount of
depreciation at the end of the first year,
subtract it from the cost to get the
balance to be used the second year, and
on and on to completion.
It seemed logical that a formula could
be derived to calculate the accumulated
depreciation under a declining balance
method for any asset life for any point in
time. This article describes the derived
formula and the development of logarithm -based tables. It also illustrates the
use of the tables.
The formula:
Dy =C(1—

)y

P

where:
Dy = Total depreciation to date
C = Cost
y = Year being calculated
p = Total depreciation period (asset
life years)
r =Declining balance rate (1.5 for 150
percent and 2.0 for 200 percent)
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The formula is valuable in several
ways, such as: (1) in calculating an
after -tax return on an investment; (2)
in forecasting or estimating tax depreciation provisions; (3) as a programmable
method for computerized property systems; and (4) as a tool for estimating
future book or tax net asset values.
Using the Formula
As an illustration, assume that a problem consists of finding the accumulated
depreciation at the end of 25 years
for a new building which originally
cost $150,000, has a 40 -year life, and
the double (200 percent) declining
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cial Reporting Department of Boise
Cascade Corp., Boise, Idaho. Prior to
this assignment, he was Manager of
Property Accounting. Mr. Miller, a
CPA, received a B.A. degree from
George Wa s hi n gt o n University,
Washington, D.C., and an M.B.A.
degree from the University of Denver
in Colorado. He is a previous contributor to MANAGEMENTACCOUNTING.

balance method of depreciation is to
be used. Therefore,'
2.0
Des = $150,000 [1 — (1 — 40 )

J

= $150,000 x .7227
= $108,405
As illustrated above, the derived formula is not easily applied since it
requires the use of power function
mathematics involving extensive calculations. In the example, .95 had to be
raised to the 25th power (that is, had to
be multiplied by itself 25 times).
Logarithms which give a fairly precise
answer could have been used as an
alternative. However, a table of logarithms is required. Moreover, it is
necessary to find a log (which is negative
due to the number being less than 1),
multiply by the exponent, and then find
the antilog of the product.
Recognizing the difficulty of applying
such a formula, research commenced for
a method to calculate accumulated depreciation more easily and quickly. One
possibility was to build a table of values
using the derived formula as the mathematical basis. However, to cover the
range of useful lives, the table would
have contained over 1,800 values for
each of the declining balance alternatives. Therefore, something less cumbersome had to be devised. It was
determined that by using logarithmic
theory a set of tables could be constructed, referred to, and utilized
repeatedly with a close degree of accuracy.
' For ease of calculation, all factors were rounded to
four places. A more accurate answer is $108,392.
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How the Tables Were Developed

Table 1
A Values
Asset
Life
Years

For Declining Balance
of
of
150%
200%

3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18

.6990
.7959
.8451
.8751
.8953
.9098
.9208
.9294
.9363
.9420
.9467
.9508
.9542
.9572
.9599
.9622
.9643
.9661
.9678
.9693
.9707
.9720
.9731
.9742
.9752
.9761
.9769
.9777
.9785
.9791
.9798
.9804
.9810
.9815
.9820
.9825
.9829
.9834
.9838
.9842
.9846
.9849
.9853
.9856
.9859
.9862
.9865
.9868
.9870
.9873
.9875
.9878
.9880
.9882
.9885
.9886
.9888
.9890
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.5228
.6990
.7782
.8239
.8539
.8751
.8909
.9031
.9129
.9208
.9275
.9330
.9379
.9420
.9457
.9489
.9517
.9542
.9566
.9586
.9605
.9622
.9638
.9652
.9666
.9678
.9690
.9700
.9710
.9720
.9729
.9737
.9745
.9752
.9758
.9765
.9771
.9777
.9783
.9788
.9793
.9798
.9803
.9807
.9811
.9815
.9819
.9823
.9826
.9829
.9833
.9836
.9839
.9842
.9845
.9848
.9850
.9853

Table 1 of A Values is based upon the
logarithm of the (1 - r /p) portion of
the formula. The A was then calculated
under the 150 and the 200 percent
declining balance methods for an asset
life range of three to sixty years. A two year life was ignored since under double
declining balance the asset would be
fully depreciated after one year. Sixty
years was set as the upper limit as this
is the longest life suggested for use by
the Internal Revenue Service.
The calculation under the 150 percent
method was 1 - 1.5 /p for each p and
for the 200 percent method it was
1 - 2.0/p for each asset life. The
logarithm was then found for each
solution.
The construction of B Values and
RATE Factors appearing in Table 2 was
a bit more difficult. The RATE in the
table is the antilogarithm of B. The B
is arrived at by multiplying A by the
"calculate year "z and then subtracting
the calculate year minus one. 3
For example, management desires to
know the depreciation provision at the
end of the fifth year for an asset with a
fifteen year life (an A Value of .9542).
Multiply the .9542 by 5 and you would
get 4.7710, then subtracting 4 would
give a B of .7710. The rate for this B
value is .410. The asset cost would then
be multiplied by .410 to obtain the
accumulated depreciation.
Using the Tables
To further illustrate the use of the
tables, assume the previous example of
finding the accumulated depreciation at
the end of the 25th year for a 40 -year
asset. The asset cost is $150,000 and the
200 percent method is selected.
Step 1:
Find A on Table 1, by reading down
the 200 percent column to 40 and read
off .9777.
Step 2:
To solve for B, multiply the calculate
year by the A value and substract the
calculate year less one, or (25x.9777)
- (25 -1) =.4425
Step 3:
From Table 2, select the RATE nearest the calculated B. The calculated B of
P "Calculate year" is defined as the specific year
for which accumulated depreciation is being estimated.
5 The subtraction of one from the calculate year
is to adjust for the negative logarithm used in arriving at the A Values.

.4425 is nearest the B of .4393 for a
RATE of .725.
Step 4:
To find the accumulated depreciation
at the end of the 25th year, multiply the
asset cost x RATE, or $150,000 x
.725 = $108,750.
The tables generated an accumulated
depreciation provision $358 less than did
the long, more accurate, but tedious
method. This is a 99.67 percent degree
of accuracy.
The tables will generally be accurate
to within one -half of one percent. Since
the setting of asset lives is normally
based upon an estimate, this degree of
accuracv is more than sufficient.
If a higher degree of accuracy is necessary, it can be be obtain by extrapolation in Step 3. In the example, the
calculated B is between the RATES of
.720 and .72 5. To extrapolate, find where
.4425 is between the two rates. This
calculates out to a RATE of .72298. Using this extrapolated RATE the accumulated depreciation would be $108,447.
However, the slight increase in accuracy
(the degree of accuracy increased to
99.95 percent) does not generally warrant the additional calculations.
Examples Utilizing the Tables
If a problem concerns estimating the
annual depreciation expense, it is necessary to go through the outlined steps
for both the beginning and the end of
the year in question. The difference is
the annual depreciation, and the monthly
amount is simply the annual expense
divided by 12.
Another advantage to encourage the
use of the tables is computing depreciation charges for specific years as required
in tax - related investment decisions.
Still another beneficial use of the table
would be elimination of depreciation
lapsing schedules. To arrive at the estimated depreciation expense each year, it
is merely a matter of calculating the current accumulated provisions and subtracting them from the previous year
amounts. The following are other ways
to utilize the tables in depreciation
related problems:
1. As a tool to test the adequacy of previously recognized accumulated depreciation
2. As a device to estimate depreciation
expenses for the future
3. For calculating the tax vs. the book
effect of a proposed investment
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Table 2
8

B VALUES AND RATE FACTORS
RA TE

B

RA TE

B

RA TE

B

RA TE

B

RA TE

1. 0 0 0 0

.000

,9 1 3 8

.180

.8 0 6 2

.360

.6628

,540

.4472

.9978

.0 0 5

.9112

.185

.8028

.3 6 5

.6580

.545

.4393

.720
.725

.9956

.010

.9085

.190

.7993

.370

.6 5 3 2

.550

.4314

.730

.9934

.0 1 5

,9058

.195

.7959

.375

.6484

.5 5 5

.4232

.735

.9912

.02 0

.9031

.200

.7924

.380

.6 4 3 5

.560

.4150

.740

.9890

.025

.9004

.2 0 5

,7 8 8 9

.385

.6 3 8 5

,5 6 5

.4065

.7 4 5

.9868

.030

,8976

.210

.7853

.390

.6335

.570

.3979

,750

.9 8 4 5

,035

.8949

.215

.7818

.395

.6284

.5 7 5

.3891

,7 5 5

.9823

.040

.8921

.220

.7782

.400

.6 2 3 2

,580

.3802

.760

.9800

.045

.8893

.2 2 5

.7745

.405

.6180

.5 8 5

.3711

,765

.9 7 7 7

.050

.8865

.230

.7 7 0 9

.410

.6 1 2 8

.590

.3617

.770

.9754

.055

.8 8 3 7

.2 3 5

.7 6 7 2

.415

.6075

,5 9 5

.3522

.7 7 5

.9731

.060

.8808

,240

.7634

.420

.6021

.600

.3424

.780

.9708

.065

.8779

.245

.7 59 7

.425

.5966

.6 05

.3324

.7 8 5

.9 6 8 5

.070

.8751

.250

.7559

,430

.5911

.610

.3222

,790

.9661

.075

.8722

.2 5 5

.7520

,4 3 5

.5855

.6 1 5

.3118

.795

.9638

.080

.8 6 9 2

.260

.7482

.440

.5 7 9 8

.620

.3010

.800

.9614

.085

.8663

.2 6 5

.7443

.4 4 5

.5740

.6 2 5

,2900

.805

.9590
.9566

.090

.8633

.270

.7404

.450

.5682

,630

.2788

.095

,8603

.275

,7364

.455

.5623

.6 3 5

,2672

.810
.8 1 5

.9542

.100

.8573

.280

7324

.460

.5563

.640

.2553

.820

.9518

.1 0 5

.8543

.2 8 5

,7284

.465

.5 5 0 2

.6 45

.2435

.8 2 5

.9494

.110

.8513

.290

.7243

.470

.650

.9469

.1 15

.8 4 8 2

.2 9 5

.7202

.475

.5441
.5 3 7 8

.6 5 5

.2304
.2175

,830
.8 3 5

.9445

.120

.8451

.300

.7160

.480

.5 3 1 5

.660

.2041

.840

.9420

.125

.8420

.3 0 5

.7118

.4 8 5

.5250

.6 6 5

.1903

.8 4 5

.9395

.130

,8 3 8 8

.310

.7076

.490

.5185

.670

.1761

.9370

.135

,8 35 7

.3 15

,7033

.4 9 5

.5119

.6 7 5

.1614

.850
.8 5 5

.9345

.140

.8325

.320

.6990

.500

.5052

.680

.1461

,860

.9320

.1 4 5

,8293

.325

.6946

.5 0 5

.4983

.6 8 5

.1303

.8 6 5

.9294

.150

.8261

.330

.6 9 0 2

.510

.4914

.690

,1139

.870

,9269

.155

.8228

.335

,6 8 5 7

.5 1 5

.4843

.6 9 5

.0969

.8 7 5

.9243

.160

.8195

.340

.6 8 1 2

.520

.4771

.700

.0 7 9 2

.880

.9 2 1 7

,1 6 5

.8162

.345

.6 7 6 7

.5 2 5

.4698

,705

.0 60 7

.8 8 5

.9191

.170

.8 1 2 9

.350

.6721

.530

.4624

.710

.0414

.890

.9 1 6 8

.175

.8096

.355

.6675

.535

.4548

.715

.0 2 1 2

.8 95

T7iis is true where tax depreciation is
accelerated and book depreciation is
straight -line over the asset life
Since the tables relate to point -in -time
provisions, they can be used to arrive
at the future date when the accelerated method should be switched to a
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remaining life method for maximum
tax deduction.
Conclusion
The preceeding illustrations are only a
few of the possible situations in which
the tables can be used. All of the fore-

going examples can be accomplished by
the laborious method of calculating declining balance depreciation or by use of
the mathematical formula presented
earlier. However, considerable time can
be saved if the tables, which are quick,
accurate and easy to use, are utilized.
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Defense Contract
Change Orders: Pricing
CONTRACTOR'S RELIEF MAY BE UNDER THE "CHANGES" CLAUSE OF HIS CONTRACT
By Edwin P. James
A neglected area in defense contracting
today is the pricing of constructive and
formal change orders. In the press for
new business and new contract pricing,
an often overlooked fact is that properly
priced change orders can add considerable revenue to the defense contractor's
business.
Constructive Change Orders
The greatest potential for recovery is
lost by contractors in the constructive
change order area. In this case the defense contractor has before him no
official contract document authorizing
him to make some change in the equipment he is producing for the government
as he does for a formal change order.
It is essential to understand the situations which may give rise to constructive
change orders. In an excellent legal
presentation appearing in The Government Contractor, Briefing Papers, October 1965, Mr. F. Trowbridge vom
Baur, noted Washington lawyer specializing in government contracts, stated
that constructive change orders result
from: "conduct, circumstances or instruments—in other words, oral or written acts or omissions —by the contracting officer (or other authorized government official) which are of such a nature
that they are construed or inferred to
have the very same effect as if the contracting officer had issued a formal written change order under the changes
clause."
MANAGEMENT ACCOUNTINGIJULY 1970

Any action by a contracting officer or
other authorized government representative which is not a formal change order,
but which has the effect of requiring a
contractor to perform work different
from that prescribed by the original
terms of the contract, constitutes a constructive change order. They entitle the
contractor to relief under the "Changes"
clause of his contract.
Often constructive change orders consist of oral instructions, letters, telegrams or other documents directing, in
substance, that additional work be performed, but without use of the word
"change." It should be noted, however,

EDWIN P. JAMES
Chicago Chapter (Cedar Rapids
1953), is a Government Contract Specialist with Arthur Andersen 6 Co.,
Chicago, 111. He is a graduate of
Drake University, Des Moines, Iowa.
Mr. James has written and spoken extensively on defense contracts. He is
a previous contributor to MANAGEMENTACCOUNTING, having won NAA
Certificates of Merit in 1963, 1966 and
1969, and the Lybrand Silver Medal
in 1968.

that Isere suggestions by government
representatives do not constitute constructive change orders nor does additional work which the contractor volunteers to perform.
In many instances a so- called cost
"overrun" on a fixed -price contract is
really due to constructive change orders.
Likewise, many contractors whose business starts running in the red or at a
reduced profit margin may find that constructive change orders are the real culprit. The effect on the financial statements can be dramatic in loss of sales
and profit.
Constructive change orders are not
easy to detect and analyze. They are elusive in character and are ferretted out
only by a good system of contract controls or by an intensive after - the -fact
search. Yet, on a large contract millions
of dollars may be involved.
Constructive change orders in their
present magnitude are a fairly recent development due to three major reasons:
1. The trend away from cost -reimbursement contracts to fixed -price
contracts, with the resultant shift of
risk to the contractor.
2. The increased involvement of Department of Defense personnel in
the contractor's dav -to -dav oneratlons.
The growing complexity and intricacy of products being built for the
government. Rapid advances in the
state of the art require constant updating of specifications and plans
71

S P E C I F I C A TI O N S .

If
the contract requires that the government furnish the contractor with certain
property and the property proves to be
defective, the contractor can normally
obtain relief under the GovernmentFurnished Property (GFP) clause. He
can also, however, recover under the
Changes clause which may be the best
route in an after- the -fact situation. For
example, the furnishing by the government of a defective model, which is part
of the contract design specifications,
may be compensable as a constructive
change order.
GOVERNMENT

FURN IS HED

P R O P ER TY.

Authorized
actions of inspectors (and other government personnel) going beyond original
contract requirements may also give rise
to constructive change orders. These actions include directing the contractor
to perform excessive or repetitive tests;
changing the time and manner of inspection, tests, or quality control; or requiring the contractor to meet a standard of performance higher than that
set by the original contract.
I N S P E C TI O N R E Q U I R E M E N T S .

If the contracting officer directs the contractor to
perform work in accordance with an interpretation of the contract specifications which differs from the contractor's
interpretation, and the contracting officer's interpretation is erroneous, his action constitutes a constructive change
order entitling the contractor to appropriate relief.
C O N TR A C T I N T E R P R E T A T I O N .

If the contract (expressly or by implication) permits the
contractor to choose between various
METH O D OF WORK.
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methods of doing the work, and the contracting officer thereafter insists that
method "X" be used (when the contractor wished to use the less expensive
but nevertheless satisfactory method
"Y ") , a constructive change order results for the difference in cost between
the two methods.
If a contracting officer or other authorized government official injustifiably rejects the contract work and requires that certain rework be performed, such a requirement
is a constructive change order.
R E J E C TI O N AND R E W O R K .

A C C E L E R A T I O N . If the contractor has encountered excusable delav for which he
is entitled to a performance time extension and the contracting officer (a) fails
or refuses to grant a request for such a
time extension and (b) acts in such a
way as to require the contractor to complete performance within the original
performance period, a constructive
change order directing the contractor to
accelerate performance has resulted.
D E C E L E R A T I O N . A constructive change
order also results from acts of the government which compelled the contractor
to perform work required by the original
contract in later, higher cost, periods beyond that contemplated by the original

$

Material:
Purchased parts
Subcontracted items
Raw material
Total material
Direct Engineering Labor:
Hard core - - 19,600 at $5.00
Disruption - - 4,600 hours at $5.00
Total direct engineering labor
Engineering Overhead at 85%
Direct Manufacturing Labor:
Hard core - - 9,800 hours at $4.00
Disruption - - 5,600 hours at $4.00
Overtime - - 1,500 hours at $6.00
Total direct manufacturing labor
Manufacturing Overhead at 140%
Other Costs:
Interest
Cost of preparing claim
Outside services
Subtotals
General and Administrative Expenses
at 10% (Interest Excluded From Base)
Subtotals
Profit at 13.65% of Cost (Interest Excluded
from Base)
Total Price

40,000
115,000
5,000
$160,000

$

Most gOVemment contracts, at least the more
complicated ones, contain design specifications which indicate how the item
is to be made, not merely how it is to
perform. There is ordinarily an implied
warranty by the government that the
item produced will meet the contract's
performance requirements if the specifications are followed. If the specifications prove to be defective, or incomplete, or if they impose unattainable
(impossible) requirements, a compensable constructive change order results.
DEF ECTIV E

PRICING FOR DEFECTIVE SPECIFICATIONS

98,000
23,000
121,000
103,000

$

Examples of Constructive
Change Orders

Exhibit 1

39,200
22,400
9,000
71,000
99,000

$

with numerous changes (often not
formally authorized) being the net
result.

70,000
6,000
7,000

83,000
$637,000
57,000
$6'94,000
85,000
$779,000

contract. Such a stretch -out in the
period of performance in this day and
age of increased inflation entitles the
contractor to an equitable labor rate or
material dollar adjustment as offset by
any escalation clause the contract may
contain.
Pricing of Constructive
Change Orders
Exhibit 1 is an example of the method
for pricing a constructive change order
involving defective specifications. It
must be remembered that a contractor
cannot neatly go to the books and pull
off the costs for work already done. judgmental estimating by knowledgeable
people, supported by technical evaluations, is required.
In addition to the three categories of
material listed on Exhibit 1, interdivisional parts may be included in a constructive change order claim such parts
must be carefully avoided. In the subcontract category, quite often constructive change orders will filter down to
subcontractors, who as a result may well
have claims of their own against the
prime contractor or higher tier subcontractor. All of these subcontractors
claims should be embodied in the final
prime contractor claim against the government.
The so- called "hard core" labor hours
MANAGEMENT ACCOUNTING /JULY 1970

1. Description of disruptive elements
and exactly how work has been or
will be disrupted
2. Period of time when the disruption
occurred, or will occur
3. Areas where the disruption occurred
or will occur
4. Categories of personnel disrupted
with a break -down of manhours for
each category
5. Scheduling of manpower before,
during and after the period of disruption
6. What measures the contractor took
to lessen the disruption

them) under the original contract. It
furnishes the very foundation for all later
sections in the claim.

Exhibit 2

'Includes overhead and G

10.00

8.80
1.20
475,000
$570,000
5,000
$575,000
78,000
65,000
$718,000
$

Composite actual labor rate,
entire contract period'
Composite actual labor rate,
original contract period*
Increased labor rate (A)•
Original bid hours (B)
1 ncreased basic costs (A x B)
Cost of preparing claim
Subtotals
Profit at 13.65% of cost
Interest
Total price

$

PRICING FOR DECELERATION

&

in the example cover the comparatively
easy to identify additional work that is
directly involved in the change. Disruption labor hours cover the harder to
identify but appropriate impact or ripple
costs in other areas of the contractor's
plant. The latter are very real costs and
are frequently overlooked by the contractor.
Although disruption labor hours have
to be estimated due to their very nature,
detailed supporting information should
be developed covering the following
points:

A expense

died as a formal change, weighted profit
guidelines including risk would have applied.
Exhibit 2 is an example of the method
for pricing a constructive change order
involving deceleration. Such a claim has
to be approached from a different angle
than the normal constructive change order claim since it is based on differences
in rates between the originally contemplated contract period and the actual
contract period in which the original
contract hours were performed.

SCOPE

OF

THE

C O N S TR UC T I V E

CHANGE

The government's actions are detailed in this section. It should minutely
describe how those actions changed the
original contract requirements.
ORDER.

R E Q U I R E D . The purpose of this section is to describe in detail
—that is, in "nut- and - bolt" terms —just
exactly what work was required by the
constructive change order. It should be
stated in terms of specifics as it will be
subject to audit by government technical
and accounting personnel.
A D D I TI O N A L W O R K

IN C RE A SE D

C O S TS

IN C LUD IN G

DO L LA R

The increased costs
due to the constructive change order
are detailed in this section. They should
include such data as labor hours by
category, labor rates, total labor, overhead, material, G & A expense, cost of
preparing the claim, profit and interest.
AMO UNT OF C LAIM.

DD Form 633 -5
With each constructive change order
claim of over $100,000, a D D Form
633 -5 (Contract Pricing Proposal,
Change Orders) must be submitted.
Complete detail should be included as
to derivation of costs, and reference
made to appropriate backup files in the
contractor's possession. In the final settlement, a certificate of cost or pricing
data is also required on claims of over
$100,000, and they are subject to a defective pricing audit by the government.

A factor for interest should be in- Submission of Claims
cluded in a change order claim under a
Constructive change order claims are
fixed -price contract where the costs have a reflection of poorly managed contracts
been incurred and should have been on the part of government personnel.
reimbursed some time ago. Interest is a They are, in effect, often caused by letcost of doing business and should be ters written by government technical
allowed on change order claims. The personnel who may strongly deny that
Armed Services Board of Contract Ap- they ever intended the letter to be a
peal ( ASBCA) often rules favorably on change order. As a result of these coninterest, providing a contractor can fused situations the claims must be preprove that he actually paid interest on pared in minute detail, with complete
money borrowed for the increased legal, technical and financial support. Appeals
change order costs. It is, however, fre- Each claim must tell its story. It takes
Sometimes it is necessary to carry a
quently disallowed by contracting offi- a team effort of representatives from ac- constrictive change order claim to the
cers, on the grounds that ASPR Section counting, legal, engineering, production, ASBCA or even to the Court of Claims
XV prohibits such interest, which is not purchasing, quality assurance, and con- in order to obtain an equitable adjustso on fixed -price contract.
tract administration or sales to get the ment. For example, on the subject of
Claim preparation costs (covering in- job done right.
defective specifications where a generhouse personnel and expenses, and outIt is a good idea for clarity and con- ator frequency stabilization performance
side legal and financial consultants) ciseness to break down the official claim specification could not be achieved
should be removed from overhead pools presentation into five sections, as fol- within the state of the art, the ASBCA
and claimed as a direct charge.
lows:
ruled as follows in favor of the contracFinally profit on constructive change
tor:
orders should be calculated based on S U M M A R Y O F T H E C L A I M . The summary
weighted profit guidelines just as it is is an overall snapshot of the claim. Its "...the specifications are defective
...
on formal change orders. The govern- purpose is to give the government a in imposing an impossible performance
ment sometimes contends there is no quick, clear and accurate picture of the requirement.... When the Government
risk on a constructive change order claim, and to lead the reader's mind contracts for supplies to be manufacpriced after the fact and hence a low into the claim proper.
tured in accordance with Government
rate of profit should be allowed. The
specifications, ordinarily there is an imfact remains that there was risk when O R I G I N A L C O N T R A C T R E Q U I R E M I E N T S . plied warranty on the part of the Gov the costs were incurred. Also, had the This section covers the contractor's vernment that, if the specifications are
constructive change been properly ban- rights and obligations (or absence of
Continued on page 76
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An Alternative to Hedging
in Foreign Investments
PROFITS ARE IN THEMSELVES A HEDGE. HEDGING SHOULD BE USED ONLY
WHEN REMITTANCES ARE INVOLVED
By Donald G. Keesee
One of the most important and perplexing problems facing a multinational company today is financing and protecting
assets abroad against the risk of changes
in currency parities. These risks are usually devaluation risks, although there is
also a risk of upward revaluation as has
recently been demonstrated by the German mark. There are many formulas designed to handle these risks, most of
which include a certain degree of hedging.
Any approach used to protect against
the risk of parity change must by the
nature of the subject be complicated.
Unfortunatelv, many of the approaches
currently in use are too complicated and
tend to ignore the relationship between
the financing of operations, protecting
the corporate assets, and maximizing
total corporate profits.
There is a definite relationship between these factors. To illustrate, the
financing of operations means an interest cost must be incurred which affects
total corporate profits according to the
level of that interest cost. Likewise, the
devaluation of a currency in which a
multinational company has unprotected
assets denominated can create a loss up
to the extent of the level of devaluation
less recoverable taxes.
Corporate Objectives
What then is the objective of those
charged with responsibility for financing
and protecting the multinational company's assets abroad?
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The objective is to optimize the cost
of financing overseas operations at the
lowest possible level consistent with
maximum utilization of corporate financial resources and without assumption of
excessive exchange risk. Further, it
should be done with due consideration
to factors of exchange parities, taxation
( total corporate as well as local) , exchange regulations, economic stability
and the financing requirements of the
operations abroad.
Centralized Financing
The first step toward a corporate objective of optimization of costs for overseas financing is to centralize corporate
financing. This step should minimize
the amount borrowed and allow those
borrowings to be consummated at the
lowest total cost to the corporation.
Centralization of fund raising would

-
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represent a significant policy change for
many corporations operating multinationally. The most prevalent policy today is to allow units to finance their
operations as much as possible in their
local markets. Protection against devaluation is the reason most often expressed
for the adoption of this policy. Beyond
this point, there does not appear to be
any major justification for the policy of
local financing. However, centralized financing can provide the same protection
against devaluation through increased
profits. In addition, this approach should
accomplish the following:
1. Identify actual corporate borrowing
costs
2. Lower the cost of borrowing by
sourcing at lower rates
i . Lower borrowing requirements
through closer coordination of needs
and sources
4. Provide for improved measurement
of overseas units
Filling a corporation's financing rcquirements from a centralized point does
involve the assumption of exchange risks.
Anyone who has operated in a multinational environment knows that exchange
risks can never be entirely avoided, only
minimized. Through proper planning
and maintaining of investments at minimum operating levels, exchange risks
can be kept at optimum levels.
Although centralization of corporate
borrowing should be an important part
of a financing plan for a multinational
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company, it must be recognized that an
overseas unit will on occasion have unforeseen fund requirements. Hence, it
should never be totally dependent on
external funds. The principal reason is
that if the unit were totally dependent
on external funds and it was deemed
prudent to borrow locally, it could be
difficult without local relationships.
The balance to be maintained between local and external borrowings must
be determined as a result of consultations between local finance managers and
headquarters. The actual borrowing
should be consummated by headquarters,
except in those instances where the overseas unit borrows to maintain a position
in the local market or it is advantageous
because of exchange risks. Even in these
latter instances the borrowing should
be done upon the direction of headquarters.
Unit Interest Rates
An additional issue comes to light in
examining this concept. This issue is
essentially the common corporate policy
of requiring units to be on a profit center
basis. Often this policy is carried to the
point that units must perform well not
only within the corporation but as compared to other local businesses. Thus the
question arises as to whether the local
units should be charged for funds at the
actual cost to the total corporation or a
theoretical rate, i.e., the average effective rates prevailing in the local markets.
Under the concept of centralized fiancing, units should be charged for funds
used at the effective rate for the total
corporation. However, this charge should
be made after the net profit calculation.
That is to say that the units' profitability
for purposes of measurement should be
prior to any finance charges, local or
external.

overseas financial matters would be the
result of consultations between the financial area (V. P. finance, treasurer,
and comptroller), marketing, planning,
overseas operations and any international
financial expertise on the staff. Matters
covered by these guidelines should include how much exposure should be assumed in a given market, whether to
shift the financing mix for a given
market, and what the mix of types of
financing (term loans, overdraft lines,
debentures, etc.) should be for financing
operations abroad.
Once the direction has been set, it is
necessary to specify the action to be
taken to obtain the objectives within the
policies that have been outlined. To
recommend action, there must be a person or a committee charged with the
responsibility for evaluating exposure
and risk as well as determining total
corporate requirements.
Reporting Systems

To operate on a centralized basis requires the establishment of two information systems. The first must provide a
reliable forecast of the financing needs
of overseas operating units as well as data
to determine corporate exposure. The
second system must provide for a constant flow of economic and financial data
to corporate headquarters.
The information provided by the first
system will allow a compilation of total
corporate exposure by currency. An
analysis of a single unit's exposure will
not give consideration to the situation of
another unit operating in a different currency; therefore, exposure must be analyzed in total. The calculation of exposure should be on an after -tax basis
because that is the only way to determine
the true corporate position.
This system should also supply a forecast of the financial needs of overseas
Program Administration
operations. Perhaps the best machinery
The next problem to be settled is the for this system is a five -year profit plan
administration of such a program. There wherein the first year is the budget and
are two areas to be discussed here — the remaining years act as forecasts. The
policy determination and policy imple- plan should be supplemented by interim
mentation.
reports, preferably monthly, which are
Policy and objectives with respect to used to measure performance to budget
financing operations and protecting in- and to adjust for any changes. The
vestments against parity changes must be budget should be maintained on a rolling
determined by top management. This is 12 -month basis, i.e., as each month
so because these activities are an integral passes, a new one is added. Forecasts
part of operating a multinational com- should be on a rolling quarter basis for
pany. The people responsible for opera- at least two years ahead of the budget.
tions must understand management ob- The specific form and content of these
jectives overseas and know what risks reports must vary by company according
are involved.
to its product and mode of operation.
Presumablv policv and objectives in
The purpose of the second system is
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to provide the information to make an
evaluation of the risk of a parity change
wherever there is an exposure. This information should come from two principal sources: (1) the overseas operating
units, and (2) the money markets. There
are many publications which supplement
these sources, but this information must
be recognized for what it is— supplemental.
The information required from the
units will vary from industry to industry.
The exact form must be determined individually. However, it should include
such items as cost of living indices,
wholesale and retail price levels, wages,
local interest rates, exports, exchange
reserves, pending legislation, and political developments.
The information from the money
markets should include these same items
as well as projections as to the future of
exchange rates, the cost of forward contracts and any other relevant data. Commercial banks, especially their foreign
exchange traders and economists, and
the various commercial intelligence services are the primary and perhaps best
sources of this information. There are
also certain private and merchant banks
both in the United States and abroad
which are excellent money market
sources.
Once the data flow is in operation, the
person having the responsibility for
recommending or (depending on the
organizational structure) taking action
must set about the assignment. Among
the tasks should be the following:
1. From the forecasting system, determine the requirements of the overseas units.
2. Match unit requirements against any
surpluses in the system to determine
net corporate requirements.
3. Schedule borrowings at the appropriate time to fill the requirements.
4. Identify the sources of financing net
corporate requirements giving consideration to (a) taxes, (b) corporate
exposure, (c) risk of devaluation, and
(d) net interest cost.
5. Evaluation of the devaluation risk of
any given currency.
6. Recommend or implement actual
borrowings within the guidelines
established and, when necessary, direct overseas units to borrow.
Keep abreast of developments in the
money markets and particularly those
countries where the corporation has
an exposure.
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8. Integrate into the system any changes
in unit forecasts, making any necessary adjustments.
Another benefit of the steps outlined
above could be the establishment of a
reserve for devaluation. In the evaluation
of the likelihood of a parity change in
the currency of a given country, an estimate could be made of the percentage
that any change is likely to be. The dollar value of that percentage of assets at
risk in that currency could then be added
to the devaluation reserve.
Conclusion
As a concluding comment, a caution
flag must be raised. A company could
follow all the moves noted in the foregoing paragraphs and still lose large sums

on parity changes. Actually these losses
would be the result of poorly managed
operations but would not be visible until
a parity change occurred.
For example, a company that builds
into an overseas unit capacity that cannot be justified either immediately or
very nearly so, is soliciting trouble. This
is particularly true in inflationary economies where flexibility is a necessity, or
when a unit operating in an unstable
currency market is allowed to accumulate
inventory in excess of virtually hand -tomouth requirements. A similar case can
be made for any inventory which cannot
absorb price changes to compensate for
movements in parity levels.
This article was written to present an
alternative to hedging. This should not
be construed to say a company should

not hedge. However, hedging should
only be used when remittances are involved and should not be used as protection for operations. Similarly, local
borrowings should only be used as a
means of protecting operating profits
where the possibility of a parity change
is unmistakably clear. The reasons are
simply the associated costs of these
methods. The use of hedging, local borrowings, etc., as protective devices incurs
costs which can more than offset operating profits.
Profits are in themselves a hedge.
Obviously, careful management of investments, centralization of borrowing,
coordination of total corporate requirements, and systematic evaluation of risk
and exposure can result in improved
corporate profitability.

DEFENSE CONTRACT CHANGE ORDERS: PRICING
Continued from page 73
followed, a satisfactory product will result. The Government's implied warranty of the adequacy of its specifications is based on its responsibility for the
specifications rather than any presumed
superior knowledge in the sense of
greater expertise...." 1
Pricing of Formal Change Orders
In defense contracting, improper pricing of formal change orders also takes
its toll. Such change orders are often
placed in an orphan category because
they are usually a relatively small part
of the total business. As a result the
contractor's most experienced personnel
may not participate in the development
of the cost details. There is, also, little
follow -up on formal change orders to
compare the original estimate with the
actual costs incurred. In addition, government negotiators are prone to look
upon formal change orders as a way for
the contractor to "get well" on the basic
contract, and the contractor is frequently forced to concede labor hours
ASBCA No. 10488, 87 -2 BCA Par 8889, Consolidated Diesel Electric Corp.
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or material costs in the final negotiations.
There is also the fact that the engineering scope prepared to cover the
change may not properly cover what is
really required. The engineers or production people actual ly installin g the
change may not be in close enough touch
with the engineers who developed the
scope. They may "goldplate" it or do
added work not covered by the scope.
The production people estimating labor hours required may use ideal labor
hours instead of considering a utilization factor. People being what they are,
a job is seldom accomplished on an ideal
hours basis. The material estimators
may not fully consider all the bits and
pieces of material needed; they may fail
to properly consider the cogent effects
today of an inflationary economy.
The cost estimating or accounting department which puts together the final
change pricing package may use a labor
rate or overhead rate that is too low, or
overlook items like indirect material expense, rework or warranty. In the final
step, weighted profit guidelines may not
be used (even though the man on the
government side is forced to use them)

and the profit rate may be understated
as a result.
Conclusion
Almost every company engaged in defense business can improve its overall profit position by keeping on top of
change orders, be they constructive or
formal. The surest way is to install a
system of contract controls which will
leave no stone unturned to insure that
change orders are properly priced. In the
ideal system, constructive change orders
are identified as they occur, and the
contracting officer is immediately advised in writing that a price proposal is
in process. This requires a team effort
by engineering, manufacturing, contract
administration and finance, including
in -house training. The engineer is a particularly key man in this regard as his
intricate knowledge of the technical
aspects of the product should alert him
to potential constructive changes. Defense Contractors, who want to do
things the right way, should be aware
that change orders are an area where
better facts will result in improved
revenue, increased profits and better
decisions.
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77

THE USE S OF VIDE O T APE
IN TRAINING AND
DE VE LOPME NT
A M A Study 93
Thomas F. Stroh
American Management Association,
Inc., 135 W. 50th St., New York, N.Y.
10020, 1969, paperbound, 59 pp.,
$6.00.
This report describes the experiences of
a number of companies that have used
video tape recording (VTR) equipment in training and development.
Twenty-five companies were selected
for an in -depth field study from questionnaire returns.

TH E C O M P ET IT I O N FO R
SAV IN G S
Determinants of Deposits at
Commercial Banks, Mutual
Savings Banks, and Saving and
Loan Associations
George K. Kardouehe

EX E C U T IV E D E CI S I O N S
AN D O P E R A T I O N S
RESEARCH
David W. Milles and Martin K. Starr

National Industrial Conference Board,
845 Third Ave., New York, N.Y.
10022, 1969, paperbound, 187 pp.,
$3.00 (non - associates $15.00).
A study of the major economic factors
which affect the competition among
commercial banks, mutual savings
banks, and savings and loan associations
for deposit dollars from the private
economy.

This book offers to show the professional manager how to determine the
existence of operations research problems, how to recognize the appropriate
decision classification for that problem,
how to approach individual problems
employing current theory, when to enlist specialized assistance, and how to
evaluate the results of the project.

Prentice -Hall, Inc., Englewood Cliffs,
N.J. 07632, 1969, second edition, 605
pp., $11.50.

MANAGEMENT DECISIONS
QUAN T IT AT IV E C ONBY O B JECTIVES
CE
P T S I N O RG A N I ZA T I O N
CA S ES IN A UD I TI N G
George S. Odiorne
T
H
EORY
With Supplemental Readings
Prentice -Hall, Inc., Englewood Cliffs, Roy E. Baker
Finn Oien
N.J. 07632, 1969, 252 pp., $8.95.
Prentice -Hall, Inc., Englewood Cliffs, Bedriftsokonomisk Institutt, Boks 12
This book offers a look into the logic
N.J. 07632, 1969, paperbound, 254 pp., Korsvoll, Oslo 8, Norway, 1969, 86
of decisions, presenting models of alpp., $5.00.
$4.95.
most every possible type of decision
The cases in this book have been pre- The author discusses general organizafacing management.
pared to provide the setting in which tion theory and develops a set of dethe accounting system and internal scriptive concepts and symbols. He also
control
interact. Many of the cases shows how his model makes it advanSYST EMS ANALYSIS
demonstrate
the interrelationships be- tageous to introduce matrix algebra in
T E CHNIQUE S
tween
various
parts of the accounting budgeting and cost accounting.
Ralph Deutsch
system.
Prentice -Hall, Inc., Englewood Cliffs,
N.J. 07632, 1969, 472 pp., $13.50.
ST A TI S TI C AL M E T H O D S
An introductory source for experi- P R O F I T O R I E N T E D M A N U FO R DECISIO N M AK ING
enced engineers who wish to comple- F A C T U R I N G S Y S T E M S
William A. Chance
ment their specialties with the tech- Jerry Cantor
Richard D. Irwin, Inc., 1818 Ridge
niques of the systems analyst. This book
will be of interest to those readers who American Management Association, Rd., Homewood, Ill. 60430, 1969, 442
pp., $12.65.
are interested in such topics as prefer- Inc., 135 W. 50th St., New York, N.Y.
10020,
1969,
paperbound,
139
pp.,
A textbook that places major emphasis
ential calculus, analytical signal, matrix
on application, rather than the theopseudo- inverse, fast Fourier transform, $5.25 (nonmembers $7.75).
linear programming, graph theory, esti- Written to provide the reader with retical or mathematical aspects of the
mation theory and Kalman filters.
enough insight to enable him to de- methods.
termine what information systems his
business needs and to teach him how
best to gain acceptance from manufac- R E S E A R C H I N G T H E
ECO N O M I C DE CIS IO N
turing people so that they will provide EU R O P E A N M A R K E T S
M O DELS
the required cooperation.
AMA Research Study 95
For Engineers and Managers
Robert J. Alsegg
James L. Riggs
American Management Association,
McGraw -Hill Book Co., 330 W. 42nd
IN T RO D UC T IO N T O
Inc., 135 W. 50th St., New York, N.Y.
St., New York, N.Y. 10036, 1968, 401
M I C R O E C O N O M I C T H E O R Y 10020, 1969, paperbound, 160 pp.,
pp., $11.50.
Gerald Garb
$12.00.
Written for engineers and managers,
The
Ronald
Press
Co.,
79
Madison
Market research is becoming increasthis book may very well be studied by
management accountants. The author Ave., New York, N.Y. 10002, 1968, ingly oriented to sociological factors.
offers a blend of typical business sub- 234 pp., $6.00.
This report attempts to remedy this
jects and traditional engineering econ- A text devoted mainly to orthodox situation, and to provide information
omy topics. His model range from price theory. The presentation is de- and insight for all readers, even those
critical- path - scheduling to time- value -of- scriptive and requires only a minimum who are already knowledgeable about
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Barbatelli Elected
NAA President
NEW PRESIDENT PROMISES TO STRESS MEMBERSHIP SERVICES VIA INCREASED COMMUNICATIONS
The newly - elected president of the National Association of Accountants has a
bachelor of science degree in mechanical
engineering but he probably knows more
about modern managerial accounting
than many accountants.
Ettore Barbatelli, president and chief
executive officer of The American Appraisal Co., Milwaukee, Wis., was
elected president of NAA for 1970 -71 at
the Association's annual meeting in
Minneapolis last month. During the
meeting 13 other officers and 51 directors were elected to the NAA National
Board for terms of one and two years.
Mr. Barbatelli, 46, has been a familiar
figure at Association meetings for many
years. He joined NAA in 1948, affiliating with the New York Chapter. Chapter members elected him president,
1959 -60, and NAA members elected him
to two terms as a national director where
he gained experience of national operations by serving on several national committees. After his term as NAA vice
MANAGEMENT ACCOUNTING /JULY 1970

president, 1964 -65, he was appointed
chairman of the Committee on Chapters
for 1965 -66 and reappointed for 196667. During 1967 -68, he served as chairman of the Committee on Membership
and as a member of the Executive Committee.
In 1964, when American Appraisal
moved him to its headquarters in Milwaukee, he affiliated with Milwaukee
Chapter.
When news of his nomination to the
NAA top office was received in the Milwaukee Journal offices, a reporter asked
him about the selection of an engineer
to head an accounting association. He
replied: "This engineer happens to be
in the appraisal business. We must be
able to evaluate a company's overall assets and must have an understanding of
how accounting is employed by a company."
American Appraisal, which Ettore
Barbatelli joined in 1948 following his
graduation from Yale University, is in

the business of valuation. Much of its
business relates to purchase, sale, merger, or acquisition of business enterprises.
The firm has 900 employees in 40 offices
located throughout the United States,
Canada, Europe, and the Far East.
As Mr. Barbatelli points out, most of
his company's business is directed to
some financial purpose. That is why
more than a passing knowledge of .accounting theory and practice is necessary
for the man in charge. After 22 years in
NAA and extensive writing and speaking about accounting, depreciation, and
mergers and acquisition, Ettore Barbatelli is well versed in the language of
business - accounting.
He also understands the problems of
management accountants and financial
executives. In the June 1969 issue of
MANAGEMENT ACCOUNTING he said:
"The function of management accounting as we conceive it today is to be certain that procedures and systems are
optimized within a particular company
79

for two purposes: (1) to give management the information it needs to manage more effectively and (2) to clearly
and consistently reflect the operations
of the company. If accounting accomplishes this, which in my judgment is
what it is striving to do but has not
yet fully succeeded, the entire discipline
will be well advanced."
Improving Communications

destiny. The future need not happen to
you or to me; we can make it happen,
if we face up to our individual responsibilities."
As top executive of a modern company, President Barbatelli must devote
much of his leisure time to reading in
the field of business and within his industry. It is necessary for him to stay
on top of industry trends and technological changes. As a result, he is a businessman thoroughly aware of change and
the necessity to adapt to it.
In reflecting on the impact of the
computer on management accounting,
he believes that computers have not endangered the employment opportunities
of management accountants but increased them. More accountants will be
needed to provide the information for
computer usage, he suggests. "There is
no doubt that mathematical techniques,
both in and out of the computer medium, will have a continuing increasing

impact on management accounting.
"While there is no substitute for judgment, the accountant has always depended upon numerical and mathematical relationships for his primary
function, which is to report operations
in an informative and clear manner using
the language of numbers. The sophistication introduced by the computer
makes the understanding of mathematical concepts much more important. It
appears that anyone planning a career in
accounting will find his opportunities
enhanced if he is able to relate classical
accounting reporting methods to the
computer techniques prevalent today, as
they are ever growing."
A young corporate president in a
hurry, Ettore Barbatelli plans to visit a
number of NAA chapters during his
term in office as president. If the past
is any guide, he will probably be transmitting his remarkable enthusiasm and
optimism to NAA'ers in 1970 -71.

It is clear one of his major goals as
NAA president will be to improve communications. "Service to membership is
our primary responsibility. I hope that
we can achieve an improved dialogue
with the general membership so that
their needs can be fulfilled through the
activities of the Association. The responsibilities and the experience characteristics of the management accountant are
changing rapidly and it is important that
we remain aware of the needs of our
membership."
He also has other goals in mind for
his term in office, including achieving
"some progress in the areas of accreditaNAA Members Elect
tion, research and education, and regionalization of Association activities." In
Officers and Directors
recent months he has become particuAlso: Charles W. Greenwood, Jr.,
larly interested in the Association's In addition to electing Ettore Barbatelli
Socio- Economic Program. He reaffirmed to the presidency of the Association, Shreveport; William C. Groome, North
his beliefs about the value of the pro- NAA members elected 13 other national Central Indiana; Norman E. Hadad,
gram during an interview with a news- officers and 51 national directors. Elected Bridgeport; Frederick J. Harper, Seattle;
paper reporter. "The impact these pro- to vice president to serve during 1970 -71 James H. Hopper, Jackson; David H.
grams can have on the disadvantaged is were R. Lee Brummet, Raleigh -Dur- Hough, South Jersey; Donald E. Iburg,
significant. There is no better way for ham; Robert R. Elliott, Baltimore; Wil- Omaha; Chester R. Kennedy, Pittsmanagement accountants to assist with liam L. Ferrara, Central Pennsylvania; burgh; Kenneth B. Kirkwood, Detroit;
the problems of the inner city than to John J. Fox, Detroit; Vincent B. Grande, Wesley A. Lueth, Sacramento; Dean R.
help with the organization, manage- Knoxville; Gordon A. Johnson, Roches- Luxton, Mgssaehusetts North Shore;
ment, and accounting counsel so badly ter; Harold E. Little, Washington Tri- George W. McBride, Baltimore; Ronald
Cities; Raymond Lutjen, Des Moines; P. McKeefrev, Mid - Hudson; Harry L.
needed in the core areas."
President Barbatelli's concern with William R. MrCamy, Ft. Worth; Wade Morris, Kansas City; David M. Murray,
social - economic problems carries over B. Salisbury, San Jose; James C. Ste- Olean - Bradford; A. Reed Nelson, Salt
into his other activities. He is active in phenson, Lake Erie Central, and Robert Lake Area; H. Max Nesbitt, Columbia;
Vernon Owens, Jr., Birmingham; Robert
several local Milwaukee organizations, J. Weafer, Boston.
Elected as national directors to serve L. Pyle, Cleveland; Vernon C. Quarles,
among them St. John's Home of Milwaukee, Wisconsin Correctional So- a two -year term, 1970 -72, were Wilbert Delaware, and Ivan W. Robertson,
ciety, St. Marv's Hospital, Milwaukee S. Anderson, Jr., Fox River Valley; Alan Owensboro Area.
Also: Raymond A. St. Pierre, SouthChildren's Hospital, and is an advisor to B. Anson, International Buenos Aires;
a black -owned company in Milwaukee. John A. Bannach, Youngstown; Robert ern Maine; Horace G. Sanders, North
In a speech before a college graduating E. Brittle, Richmond; William H. Cald- Alabama; Allen H. Seed, New York;
class, he enumerated several examples il- well, Wheeling; Harry B. Carlson, Des Kenneth M. Sime, Los Angeles; Charles
lustrating business's concern with cur- Moines; Robert H. Cameiro, San An- T. Smith, Jr., Atlanta; Robert E. Sorent problems and corporate attempts to tonio; James A. Connell, New York; braske, San Jose; Edward W. Stephens,
alleviate them. He urged the students to Emmett B. Day, Houston; Henry De Hampton Roads; Manuel R. Sylvester,
get involved in constructive work to Vos, West Bergen- Passaic; Frederick J. Hawaii; F. B. Thomas, III, Lancaster;
change society. "It's really quite difficult Dresser, Minneapolis; Robert S. Durn- Edward J. Trelease, Raritan Valley; R. J.
to find the ceiling of what we can do for wald, Cleveland East; G. William Wills, Central Arkansas; and Kenneth
ourselves and each other, given the op- Fahev, San Francisco; James J. Finerty, T. Woodruff, St. Paul. James W. Mcportunity. The real now is the exciting Cedar Rapids; Douglas L. Francefort, Leod, Merrimack Valley, was elected to
opportunity to explore our human po- Greenwich - Stamford; Luis Gomez, a one year unexpired term of a current
tential, man's seemingly limitless ability Westchester, and Ian D. Gordon, Inter- director who was elected a vice
president.
to adapt, to grow, to invent his own national Medellin.
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In Washington, D.C., Rock Creek is no longer the fresh, sparkling
brook that early Americans knew. Like many other streams and
lakes in the U.S., it has been polluted by the waste products of

an affluent society. A "hidden" cost of prosperity for many
years, pollution is now becoming more and more apparent in
the deficit column of society's balance sheet.

Pollution Control:
How Much Will It Cost?
IT'S THE FINANCIAL MANAGER'S JOB TO FIND OUT AND MINIMIZE THE IMPACT
Amid the passionate declamations about
the rape of our environment one thing
stands out like red ink in a financial report: it's going to cost billions to return the country—not to its original
pristine state but to a reasonable, livable
environment.
Because manufacturing plants have
contributed extensively to polluting air
and water resources, business will undoubtedly have to shoulder the major
burden of the costs to clean up the environment. In light of this fact, financial
management will soon find itself faced
with the problem of accounting for pollution—or at least for pollution control.
Millions are already being spent by
corporations. In a recent study of capital
expenditures for pollution equipment,
MANAGEMENT ACCOUNTING /JULY 1970

the National Industrial Conference
Board reported that in 1969 companies
planned to spend $68 million more than
in 1968 —or $306.4 million. Moreover,
planned appropriations for new capital
facilities in 1969 increased 23 %, as
compared to actual appropriations in
1968. This, concluded the Conference
Board study, "indicates an expanded
commitment by these industries to deal
with the problems of pollution."
Highly sensitive to the environmental
issue, companies are emphasizing in
their annual reports and in separate
brochures their efforts to control pollution created by their plants. Georgia Pacific Corporation, for example, boasts
that it is currently investing in continuing programs for environmental control

"enough money to pay the base salary
of the President of the United States for
the next 200 years." Cyanamid President
C. D. Siverd estimates that the cost of
pollution - control facilities installed by
the company is $45 million with an annual operating cost of $10 million "and
the equivalent of 250 full -time employees" assigned to pollution - control
operations.
Gulf Oil Corp. has set up a centralized Department of Air and Water Control, and Republic Steel announced the
formation of a new corporation -wide Environmental Control Department. Gulf
said it had spent $85 million during
1966 -68 on pollution control; Republic
invested approximately $30 million on
air and water quality control in 1969.
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Corporations have been making large
investments in pollution control, but it
is clear that much of the cost of environmental housekeeping will, eventually, be
carried by those responsible for polluting
it— everyone. Most corporations frankly
admit that costs of adhering to more
rigid pollution control standards will just
be added to the cost of doing business. In
describing its commitment to minimize
the effect of its operations on the environment, Kennecott noted that "This
effort will not be accomplished without
significant cost implications to the Corporation and the public it serves. The
price of Kennecott metals and coal will
of necessity reflect these additional costs
over the vears to come, becoming part
of the price that now must be paid to
accomplish an improved environment."
Cyanamid's president said much the
same thing recently at the company's
annual meeting. "...A clean environment will be expensive, and the costs,
in the form of inevitable higher taxes
and higher prices, will fall upon everyone.
The end - -clean air, clean water, green
countryside —is a goal most humans will
concur in. But within the parameters
of the overall objective to achieve a better environment there will be much
room for discussion about available options. This is where the financial manager and accountant finds their proper
niche in programs to remedy the ecology
crisis.
What role can the financial executive
play to help reduce pollution? Should
he be involved in the environmental
issue at all?
Louis M. Kessler, president of the
American Institute of CPA's, flatly
affirms the accountant's obligation to assist in the fight against pollution. Businessmen must get involved, he said in
a speech in Los Angeles, "...not just because their creativity and productivity
helped bring about the problem, but because they possess the prestige and influence, the skills and talents to turn this
country's proficiency for making tangible
goods to the preservation of intangible
values in our physical environment."
Past NAA National President Grant
U. Meyers addressed himself to the same
problem in a speech before the National
Industrial Conference Board in April.
"There is no longer any option. Business
must eliminate the air and water pollution from factories. It must produce
products that do not contribute to this
problem
we are faced with enor... not only of financing,
mous problems,
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but of product development, plant design, marketing and reclamation. And
we must know where we are going in
terms of the costs of these changes."
Where Are We Going?
That statement points in the direction the accountant's contribution to reclaiming the environment will, in all
probability, take. For if millions must
be spent to ensure that this generation
is not the last on earth, assurances surely
will be required that the enormous sums
are spent wisely. For each dollar spent,
there should be maximum return in the
intangible values that everyone cherishes, especially when they are gradually
disappearing: green forests, fresh air,
clear sparkling lakes and streams. Money
spent for the abatement of pollution

must show tangible reductions in pollution. Reduced to a cost effectiveness
problem, it seems tailor -made for the
management accountant who has been
trained to analyze and control costs.
It is no small task that faces treasurers
and financial vice presidents. In reporting on its anti - pollution expenditures,
Georgia- Pacific asked and answered its
own questions, touching upon the dimensions of the financial problem for
corporations:
"How do you justify a capital investment program of this size ($20 million) ,
representing an amount equal to more
than one -fifth of annual net income ?"
"'Today, more than ever, good citizenship is an important part of good
business, and we are among those who
live in our plant communities. The cor-

McLeod Society Elects
Paul Herring
Paul N1. Herring of Reading Chapter
was elected president of the Stuart
Cameron McLeod Society at its Annual
Meeting in Minneapolis last month.
Mr. Herring joined the Association in
1943 and subsequently was elected president of Reading Chapter, 1952 -53, and
national director, 1954 -56, and 1957 -60.
He served as national vice president,
1957 -58, and was a member of the
Committee on Education, Committee
on Finance and Budget, and the Nominating Committee. He joined the Stuart
Cameron McLeod Society in 1956 and
was elected governor, 1966 -68, and vice
president, 1968 -69, and 1969 -70.
Elected as vice presidents for a term
of one vear were Donald G. Hoffman,
Mohawk Valley, and Robert E. Newberg, Des Moines. Robert J. Enersen,
Florida West Central, was elected secretary and Doren D. Vest, Washington,
treasurer. Russell W. Hardv, NAA national controller, has been re- elected assistant secretary- treasurer.
At the same time, members of the
Society elected six governors to a two year term. They are Alexander R. St.
Bernard, Cleveland; Paul W. Demarest,
Omaha; Charles W. Hawkins, Portland;
Russell P. Jones, Waterbury; Chris V.
Kemendo, Jr., Tulsa, and Stanley A.
Pressler, Indianapolis.
Current governors serving a term of
two years expiring June 1971 are Robert
I. Dickev, Sangamon Valley; Earl A.

Mathenev, Charlotte; S. Alden Pendleton, Pittsburgh; Kenneth R. Rickev,
Phoenix; J. Edward Schultz, Pittsburgh,
and C. Tom Sumner, Ft. Worth.
The new president of the Stuart
Cameron McLeod Society is president
and treasurer, Kutztown Foundry and
Machine Corp., Kutztown, Pa. Active
in community affairs, Mr. Herring has
had a life -long interest in the Boy Scouts
of America. An Eagle Scout himself, he
has served many years on one of the
councils of the BSA. He was awarded
the Outstanding Citizen Award by Kutztown in 1966.
Mr. Herring and his wife, Elda, have
three daughters.
The Stuart Cameron McLeod Societv
is an honorary organization of the Association composed of past national officers and directors of NAA. It was
founded in 1934 as the Spot Club; then
renamed for the first secretarv.
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porate image will have growing importance in the marketplace for goods,
services and even securities as the 1970's
progress.' "
"Does not this big current program,
plus similar work over the years, place
you at a production cost disadvantage
in competitive markets ?"
" `If so, it is only temporary since industry leaders are moving in this direction generally. It is also true that those
who have delayed will have to do the
job later at much higher costs, which
will work to our advantage.' "
M a n v o t h e r s t a t e m e n t s co u l d b e
quoted showing that top management
is becoming increasingly aware of the
corporate responsibility in the abatement of pollution caused by manufacturing, mining, and processing operations. This concern in all likelihood has
already been communicated to the corporate hierarchy, and the financial executive senses his task is going to become
a little more difficult. Some of the contributions he can make to pollution control involve standard operating business
procedure for cutting costs; others will
call for originality.
For example, in its survey of capital
expenditures for pollution equipment,
the Nati onal Indus trial Con fe re n ce
Board noted that although most of the
companies surveyed were able to provide
data on pollution control expenditures,
"some indicated that their production
processes or accounting systems make it
difficult, or impossible, to isolate expenditures accurately." A survey respondent in the petroleum industry
noted the difficulty of isolating pollution
control expenditures. "'... we normally
make no attempt at a clear -cut dollar
value determination of our pollution
control expenditures, either past or projected.' "
If Congress and state legislatures do
enact additional tax incentives for pollution abatement expenditures, then it
would obviouslv be practical for accounting to isolate such expenditures.
Then, too, those companies seeking to
project a good image for the public and
stockholders might well seriously consider running such expenditures, clearly
identified, as separate items in their annual reports. Many corporations already
think the issue is important enough to
deserve mention in either the President's
report or in other textual portions of
the annual report.
AICPA President Kessler points out
that ad hoc and fragmentary approaches
are not going to help in the cleansing of
MANAGEMENT ACCOUNTING /JULY 1970

the lakes and streams and purifying of
the air. T o coordinate the necessary
broad effort, he suggests, we need the
tool of systems management which has
been developed by Government and
business. "From the point of view of
the systems management technique, it
is logical to look at the United States as
a system, composed of a wide variety
of interacting subsystems —be they industries, cities, states or regions. Th e
systems approach would make it possible
to analyze the environmental problems
facing the nation as a whole, to design
master plans for solving these problems,
and to manage their execution."

T i me magazine agrees. "Ideally, the
entire environment should be subjected
to computer analysis and systems control. Whole cities could measure their
inputs and outputs via air, land and
water. By making cost - benefit choices —
for example, between new plants and old
marshes —they could balance the system." Such a development may, as T i me
suggests, be in the far future.
T e n t a t i ve s t e p s a r e a l r e a d y b e i n g
taken in this direction. A major accounti n g f i r m i s c on d u ct i n g p r e l i mi n a r y
studies on the feasibility of establishing
a National Institute of Ecology to pro Continued on page 88
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Cass Bank's Shipppers' Freight Payment Plan relieves all
pres s ure to audit and pay freight bills within the s tringent
I.C.C. credit periods.
More than 500 progres sive firms are as sured of complianc e
with all I.C.C. credit regulations by us ing this servic e.
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But, that's not all!
Cas s Bank pays all f reight bills f rom any c arrier ...
... truc k, rail, s hip, airline, delivery s ervic e ... f or any
number of branc hes or plants loc ated anywhere in the
United States. T his is not just partial c overage limited to a
certain number of member carriers.

AND YOU DO NOT NEED A DEPOSIT ACCOUNT
S e n d f o r o u r f r e e boo k le t, "C as s Ba nk ' s S hi pp e rs ' Freight Paym ent
Pl a n. " W rite or c a l l 3 1 4 62 1 - 9 4 0 0 t o d a y f o r m o r e in f o rm a t io n .

De pa r tm en t F
145 0 N. 13th St.

a

St. L o u i s , M o . 6 3 1 0 6
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New Products /Services

`K

XEROX 4000 COPIER permits automatic,
two -sided copying and uninterrupted operation; duplicates at rate of 45 copies a
minute on ordinary, unsensitized paper.
For more information, write Xerox, Xerox
Square, Rochester, N.Y. 14603.
SYSTEM 10 combines ability to process simultaneously up to 20 programs through
use of hardware and the flexibility of putting computer power where the job needs to
be done. Friden Division, Singer Co., 2350 Washington Ave., San Leandro, Calif. 94577.

A new business /financial report preparation system ( AUTOTAB) is said to reduce the time and effort of preparing
tabular reports by about 50% or 75 %.
Through use of a nationwide timesharing service, the AUTOTAB program
performs all calculations, formats the
table and produces the completed report almost instantly. Report can be
corrected or updated by changing a
single number or word and asking
AUTOTAB to "replay" the printout.
Contact B. R. Hays, Capex Corp., 5055
N. 12th Street, Phoenix, Ariz. 85014.

Program Protection Service
A computer program called AUTO SOURCE is designed to prevent pilferage and tampering with computer programs by use of cryptographic techniques
to scramble the programs it guards. Passwords are used to prevent unauthorized
access and modifications to a program.
System also provides increased programming and operating efficiency. Available
for IBM /360 installations. Rapid Response Systems, Inc., 1040 Avenue of
the Americas, New York, N.Y. 10018.
Mini -Sized Electronic Computer
'Seminar -by -Mail'
Offers D -P Education
A "Seminar -by -Mail" called Data Processing for Executives is being offered
by the Management Education Institute.
Available on a free ten -day trial to management -level people, the 20- lesson
course is designed to give the student
a basic understanding of data processing
and knowledge of how to maximize the
use of computers. Management Education Institute, The Evergreen Building,
Renton, Wash. 98055.
84

AUTOTAB Reduces Time
For Report Preparations

A new desktop electronic calculator with
memory system for both positive and
negative automatic accumulation makes
computations up to the billions. Model
121 weighs only 8 1/ 2 pounds, measures
10 1/ 2 " wide x 13" deep. In addition to
performing addition, subtraction, multiplication and division, Model 121 performs credit balances and markups and
includes an overflow indicator which
lights up and interlocks further operations. Canon U.S.A., Inc., 64 -10 Queens
Boulevard, Woodside, New York 11377.

Program for Non - Computer Experts
Shared Applications' Information Retrieval Technique (SHIRT) allows the
non - computer expert to maintain a computer file and retrieve information from
that file at random, utilizing English
language throughout the operation.
Boyden W. Earls, Director of Marketing, Shared Applications, Inc., 209 East
Washington Ave., Ann Arbor, Mich.
48108.
When writing to a manufacturer, please say
you saw it IIIMANAGEMENTACCOUNTING.
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GE's Forecasting Aids
Two computer -based systems for long range planning and economic forecasting are now being made available by
General Electric. The two systems are
called MAP, for management analysis
projection, and MAPCAST, a business
advisory service available on subscription to all businesses.
Through use of MAP, the businessman will be able to set up a complete
model of his business in relation to the
economy, similar businesses, markets,
and regions. Then by adding statistics on
prices, sales, earnings, market share, and
other key indicators, he can assess various business moves to make. MAP data
bases include economic statistics for 850
key national indicators, financial summaries covering approximately 60 areas
of more than 900 industrial companies,
statistics by industry classification, historical and projected data of 3,000
major areas of business and commercial
activity, and histories and forecasting of
industries and the economy.
MAPCAST is a forecasting and interpretation service in booklet form,
with no need for computer tie -in. A
quarterly review, sold as a mail order
service, it consists of a compilation
and summary of more than 500 economic indices, including the Gross National Product, Government purchases of
goods, and specific sales for a given in-

.I
ADDO -X Mark III tape punch equipment offers numeric or alpha- numeric input with
optional check digit verification. Tom Kibbe, Addo -X, Inc., 437 Madison Ave., New York,
N.Y. 10022.

dustry. In addition to the quarterly review, telephone consultation with GE
economists will be available four times
yearly. For information write GE, 5 East
42nd St., New York, N.Y. 10017.
Management Systems Handbooks
Sixteen reference handbooks on systems problems are described in a new
4 -page brochure from Systemation, Inc.

SYCOR Model 340 Terminal Communications System above is compatible with ASR
33 Teletype and IBM 1050 terminal, and IBM 2770 batch terminal. It features options for reduction of operator error in entry applications. Sycor, Inc., 100 Phoenix
Drive, Ann Arbor, Mich. 48104.
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Topics covered include how to make
systems a people art; how to identify
organizational problems; how to write
clearly; how to write procedures; what
data is and how to control it and other
subjects on management operation and
cost control through systems. Write
Svstemation, Inc., P.O. Box 730, Colorado Springs, Colo. 80901.

One reel of a new data recording system
developed by General Dynamics can record all the computer data in this stack
of 40 reels of magnetic tape. Known as
the UNIDAR system, it will be used initially for a data acquisition requirement
of the U.S. Government but may eventually have commercial applications in
accounting, inventory control, library reference and other retrieval systems.
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promoted to division controller at R. G.
LeToumeau, Inc.

Chapter /Member News
Promotions and New Positions

division manager of the Prescon Corp.

ALLEN WHEATLY, Asheville, has joined
Blue Jay Knitting Mills as plant accountant and office manager.

Two Dayton members have been named
at Hobart Mfg. Co. JACK L. BERRY was
promoted to manager of market research
and statistics for Kitchen Aid Products,
and CHARLES J. GIEGEL was appointed
supervisor, systems administration, Data
Processing Organization.

PAUL F. KEATING, Boston, has been
named a vice president of Viatron Computer Systems Corp.... JOSEPH J. WYAND, treasurer and secretary of S. D.
Warren Co., was elected a director of
the company.
ERIC G. LLOYD, Brunswick Area past
president, has been promoted to controller of the U.S. Pharmaceutical Profit
Center, E. R. Squibb & Sons, Inc....
JAMES F. OTT is now controller with
Computer Field Express.
ALFRED F. JANICKI, Buffalo, has been
named treasurer and chief fiscal officer
of Globe Albany Corp.... SALVATORE
NiCASTRo has been named controller of
Sellmore Industries, Inc.
CARL D. LONG, Calumet, has been
elected vice president and treasurer of
Informatics, Inc.... EDWARD TRACEY
has been elected vice president and a
member of the board of directors of
Gary Hobart Water Corp.
DONNA H. MCCONNELL, Canton, is now
comptroller of Williams Asphalt Paving.

E. A. NARTOWIez, East Jersey past president, has been promoted to manager domestic accounting operations at Schering Corp.
JOHN SICHTER, Elmira Area, was recently
appointed manager of financial planning
at Westinghouse.
FRANKGALLAS, Eugene, is now controller for Music West, Inc.
HOWARD JOHNS, Florida West Central,
was recently promoted to assistant con
troller, Tampa Electric Co.
RICHARD PATTON, Fort Worth, has been
named manager of accounting and administrative services, Central Security
Life Insurance Co.
L. R. JOHNSEN, Fox River Valley, was
promoted to president, general manager,
and director of the Johl Div., All -Steel
Equipment, Inc.

J. BERNARD REHNSTROM, Cedar Rapids
past president, was recently elected treasurer at Iowa Electric Light & Power Co.

CHARLES HUNT, Cleveland East, has
joined the Euclid Electric & Mfg. Co. as
manager of cost accounting.
JOSEPH E. STALEY, Columbus, has been
appointed division controller, K. M.
Miller Division of Dynamic Security
Mfg.
C. R. CARNEY, Corpus Christi, was recently promoted to vice president and
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MERLE WESTBROOK, Knoxville, has
been elected to the board of directors
of Charles H. Bacon & Co., a division of
Genesco. He is company controller.
FRANCIS W. MILLHEIM, Lehigh Valley,
was recently appointed treasurer of the
Lackawanna Leather Co.
Four Longview -East Texas members
have been named at Lone Star Steel Co.
W. C. JACOBS, past chapter president, is
now company internal auditor, GLENN
BISHOP was named manager of cost and
production accounting, R. G. ATKINS
was named works accountant, and ALVIS
REDFERN was named manager of general accounting.... ROGERS POPE has
been named president of Longview Bank
& Trust Co.
DORRIS E. FINE, Los Angeles, is now office manager, Hanley Corp.
Two Louisville members have been
named in the Plumbing Products Div.,
American Standard Co. RICHARD I.
LYNCH was named senior general accountant, and T. P. NATHAN, controller
of Huntland, Tenn. plan.
FRED RYAN, Mass. Route 128, has been
appointed information services manager
at Bird & Son, Inc.
J. S. EID, Milan, has joined Unilever
Italy as division chief accountant.

ROGER T. SMITH, Cape Canaveral, has
been appointed manager of finance for
the Control Div., Radiation Inc.

Two Charl ot te members have been
named by Piedmont Natural Gas Co.
EARL A. MATHENEY, past NAA national
vice president, was promoted to senior
vice president- finance, and JAMES O.
COCKRELL was elected controller.

ROBERT W. FERGUSON, Kansas City, has
been named executive director of budget
and assistant treasurer of Farmland Industries.... RICHARD D. LOVE has joined
Great Midwest Corp. as vice president finance, and controller.

MATHENEY
Charlotte

SIMPSON
Hawaii

MARTIN NELSON, Hagerstown, was recently promoted to assistant vice president, Loewenport & Co.

JOHN F. GREER, Milwaukee, Is now controller, 1st Wisconsin Bank of Ripon.
. PAUL GANIERE was named accounting manager of Pepsi Cola Div., Pueblo,
Colo.... ROBERT MELSMA Is now valuation engineer of Lybrand, Ross Bros. &
Montgomery.... GORDON L. SIERAKOWSKI has been elected to the board of directors and secretary- treasurer of Hoffman York, Inc.

WILLIAM CHANG, Hawaii, has been promoted to assistant administrator in
charge of business affairs at Kapiolani
Hospital.... JOHN G. SIMPSON has been
appointed president of Spencecliff Corp.
EDWIN L. CASSADY, Indianapolis, has
been elected executive vice president,
Indianapolis Power & Light Co.

JERALD D. GRANDE, Minneapolis, has
been appointed vice president- finance of
Perri Tom, Inc.... LESLIE A. HARKNESS
was named controller of Vexilar Engineering, Inc.... PAUL S. VOLSTAD has
been promoted to vice president-development at Apache Corp.
RICHARD F. C. IHRIG, Mohawk Valley,
has been appointed controller, Zenith
Laboratories.

ANTHONY B. THOMAS, Jackson, has been

WILLIAM A. HOWE, Morristown, was
MANAGEMENT ACCOUNTING/JULY 1970

named assistant controller, Boyden Assoc iat e s,

Inc.... STUART

PE E BLE S h a s

been appointed division controller at
Allied Chemical International.
Newark, has been
named manager of cost analysis of Schering Corp.... T HO M A S M . CAR SC AD D E N
ROB E RT W . BACRE s,

Time Off

was named controller of Beecham Pharmaceuticals, Division of Beecham, Inc.
.. . JOHN

F . M C C A R T H Y w a s elected
treasurer of Hoffmann -La Roche, Inc.

EUGENE

E.

HUPPENBAUER,

SR.,

New

Orleans, has retired as comptroller for
the Roosevelt Hotel.
New York, has
been appointed an assistant controller in
the profit planning and analysis division
of the controllers department, Bankers
Tr u s t CO. .. . ANTHONY R . SPINELLI h as
been named vice president- finance of the
New Era Letter Co. Mr. Spinelli is running for comptroller of the State of New
York in the Conservative Party.
MATTHEW J. HAMMILL,

R. G. MILLER, Niagara, was promoted
to accounting manager, Coated Abrasives Div., Carborundum, Inc.

Ilk.
Jl� ��

CASSADY
In d i a n a p o l i s

"I have just one question. Where will you get the money to pay me ?"

VOLS TAD
Minneapolis

No rt h Jersey
Shore, was recently promoted to manager of cost accounting.
JOSEPH

J.

KWASHNAK,

A . C A R E L L , North Penn, has
joined Kulicke & Soffa Industries, Inc.,
as a divisional controller.... WILLIAM
R . K E R S H A W has joined Tredesco and
Avdin Co., as the controller of the Philadelphia and Petersburg operations.

STEVEN

Two Northwest Arkansas members have
been na med at Donrey Media Group.
E. H. PATTERSON was named vice president

and

treasurer, a n d

J O H N ALVA R EZ,

controller.
Norwich, was named
controller of the Day Publishing Co....
M A U R I C E M O R E S S E T T E w a s appointed
corporate controller of Davis - Standard.

Financial Gobbledygook
A shift in consumer demand early in
the year resulted in a less favorable
product mix and gave rise to added
costs of special merchandising programs undertaken to sustain a balanced level of sales.
Translation: "The low price, low
profit cars sold better and the company had to give incentives —cut
prices or boost advertising and such
to sell its bigger cars. This, of course,
means less profits per sale."
— Jersey City- Hudson Newsletter

ALC INO ALMEIDA,

Orange County,
is now vice president- finance for Envirofoods, a subsidiary of Natec.
RUSSELL M. HOULIHAN,

Controller's Report -1849
The City Controller's report for New
York City reported that the budget
was $7.8 million, the operating expenses of the Mayor's office about

$7,000 and, in short, the municipal
financial position was sound both at
home and abroad.
As far as Mayor Lindsay's New
York City is concerned, this report is
a pipe dream. But it was true back
in 1849, when the report was written,
and when Gotham consisted only of
Manhattan and a small section of
what is now the Bronx. The report
was one of four recently discovered in
the files of current New York City
Comptroller Abraham D. Beame.
Time has added a number of digits
to the figures since then. The current
budget is $6.6 billion, the Mayor's
office operating expenses now total
$1.5 million, and, although not exactly bankrupt, the city has to
scramble every year to balance the
budget.

J O S E P H C. BABOS, Pennsylvania Northeast, has been promoted to Electrical
Products Division controller at All -Steel
Equipment, Inc.
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ALLAN H. CLIFT, Phoenix, has been appointed manager of operations of Systems Capital Cor p . . . . JOE E. KEITH
has joined Sigma Technology, Inc., as
controller.... W. D. KENNEDY was recently appointed assistant vice president
of the Valley National Bank.
FRED ZAHRN, Piedmont past president,
was promoted to corporate controller of
Dan River Mills, Inc.
WALLACE J. FISHER, Pittsburgh, was appointed manager of the audit division,
Jones & Laughlin Steel Corp.... HARRY

D. HYATT, JR., has joined Holco Inc. as
controller.... FRED H. RUFF has joined
Planning Dynamics, Inc., as executive
vice president.
ROBERT HAGEN, Racine - Kenosha, was

named corporate budget director, Western Publishing CO.... GLENN HEISA is
now manager of officer services, Walker
Mfg. Co.
ROGER J. BURKE, Raritan Valley, has

been elected treasurer and assistant secretary of Mack Financial Corp., subsidiary of Mack Trucks, Inc.
JOHN H. HENRIKSEN, Salt Lake Area, has
been named assistant vice president and
auditor for Zions First National Bank.
... JON L. JOHNSON was named vice
president in charge of finance, David
W. Evans & Associates.... HAYES R.
WHITE has joined Medical Growth Industries, Inc., as controller.
ROBERT E. STEVENS, San Diego, has

been named director of accounting for
Teledyne -Ryan.
ROBERT L. HERMAN, San Fernando Valley, has been appointed director of finance of Magic Mountain.
JOHN JACKSON, San Francisco, was recently appointed planning officer at The
Bank of California.... CARRY PETTIS
has been named controller of Fremont
Land Co., subsidiary of Fibreboard.
V. N. MARAFINO, San Jose, was promoted to assistant controller for Lockheed Aircraft Corp.
RAYMOND ST. PIERRE, Southern Maine
past president, has been named assistant
controller, Bates Mfg. Co.
GAETON F. ROCCAMO, Valley Forge, has
been elected to the board of directors,
Horace T. Potts Co. He is treasurer of
the company.
DALE E. KNOWLES, Washington, has
been promoted to director of examination and audit at Federal National Mortgage Assn.
CHARLES K. CRUM, Wichita, has been
88

Notice
Membership dues invoices for 1970 -71 have been mailed to all
active members. Your membership dues of $35 ($25 for members living in countries other than the U. S. and Canada) are
due July 1. Membership termination for nonpayment will be
on September 30, rather than November 30, as in the past.
Thus, the grace period from the due date has been reduced
from five to three months. Two follow -up notices will be
mailed during this period to remind you of the dues obligation;
however, payment should be made as soon as possible to ensure
there is no interruption of NAA services.

named treasury associate - finance at K G
& E, t he El ectr ic Co.. .. LE E O. HIcDON is now controller, L & S Aerodyne,
Inc.

see past president, 1953.

In Memoriam

WILLIAM G. RITZER, 73, Buffalo, 1933.

WARREN W. ALLEN, 77, St. Louis, 1926.
Emeritus Life Associate.
WILIAM C. ARMSTRONG, 77, New Haven
past president, 1923. Stuart Cameron
McLeod Society. Emeritus Life Associate.
HAROLD G. AVERY, 68. Albany, 1939.
Emeritus Life Associate.
EDWARD K. BALDAUFF, 58, Pittsburgh,
1966.
JOE M. DEAL, 51, Pittsburgh, 1950.
REINHARD M. FISCHER, 71, New York,
1939. Emeritus Life Associate.
VAN A. FREY, 64, Tulsa, 1955.
KENNETH G. GORDON, 48, Oakland East
Bay, 1956.
FRANCIS H. HALL, 73, New Haven past
president, 1934. Stuart Cameron McLeod Society. Emeritus Life Associate.
Past national vice president.
TRUMAN L. HEICHER, 69, Columbus,
1944.
CARL D. KUSENBERG, 54, Piedmont past
president, 1947.
FOREST O. MAVIS, 71, New Haven, 1928.
Emeritus Life Associate.
DANIEL G. MILLER, 45, Cleveland,
1959.
HYWEL R. MORGAN, 77, San Francisco,
1931. Emeritus Life Associate.
WILSON E. MORGAN, 61, Chicago, 1940.
WALTER E. MUELLER, 59, Milwaukee,
1944.
TRAVIS O. PHILLIPS, 34, Charlotte,
1963.
WILLIAM C. PIGFORD, 79, Memphis,
1942. Emeritus Life Associate.
CHESTER W. RALSTON, 50, Sioux City,
1969.
JOSEPH M. RASPING, 42, Houston, 1965.

ROBERT M. REYNOLDS, 58, East TennesJOHN J. RIORDAN, JR., 32, Union County,

1968.
Emeritus Life Associate.
C. W. WEITZEL, 61, Reading, 1935.

POLLUTION CONTROL
Continued from page 83
vide overall assistance in helping to solve
environmental problems.
Within his corporation the accountant can help brunt the costs of antipollution expenditures through awareness
of current tax write -offs. The National
Assn. of Manufacturers recently published a 12 -page booklet which lists
"Pollution Abatement Incentives for Industry," broken down by states. The
NAM points out the tax relief is generally in three forms: "allowing the purchaser to accelerate the depreciation
write -off value over a period of from one
to five years for income tax and /or franchise tax purposes; second, exempting
the purchase of pollution abatement
equipment from sales and use taxes;
third, exempting pollution abatement installations from property taxes." Congress has not yet enacted similar assistance for federal corporate taxes.
There are, however, several bills in
Congress which will have the effect of
tightening enforcement of anti - pollution
standards and increasing Federal control
over the entire effort. It is obvious that
"ecology," "environment," and "pollution control" are terms that will become
increasingly familiar to corporations.
Now these words are showing up in the
President's report; eventually they will
be reflected by figures on the financial
pages of the annual report. That is why
the financial manager has a key role to
play in the environmental crisis.
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guide paths for corporate land investment
The potentialities of land development are becoming
increasingly evident to corporations seeking new areas
for profitable investment. The land -use and area development concepts involved often challenge the
imagination ... call for highly diversified valuation
counsel. The resulting studies measure feasibility,
application, financial potential and ultimate value ...
serve as "guide paths" for corporate action.
Assisting corporate decision - makers is our business.

MERICAN
P PRAIS A L
The American Appraisal Company, Milwaukee, Wisconsin 53201

U.S.A. • Canada • Philippines • Brazil • France • Italy • Spain

AT L AN T A
235 Peachtree St., N. E.
(404 ) 68 8 -2 300

select the
BEST...
select fro
the
MOST

BALTIMORE
The Quadrangle -Cross Keys
(3 01) 323 -7770

BOSTON
140 F ede ra l S t.
(61 7) 423 -6 440

CHICAGO
33 3 N . M i c hi g an Ava .
(31 2) 78 2 -69 30

CINCINNATI
60 6 Te rr a c e Hi l t o n
(513 ) 62 1 -7 711

CLEVELAND
13 6 7 E . 6 t h S t .
(216) 621.0670

DAL LAS
11 7 0 H a r t f o r d B l d g .
(21 4) 742 -9 171

DETROIT
11 14 G u ar di an Bl dg .
(31 3) 961 -5 430

GARDEN CIT Y, N.Y.
58 5 St e w ar t Ave .
(516 ) 24 8 -1 234

HAR TFORD
75 Pearl St.
(20 3) 278 -7 170

HOUSTON
1200 Cen tral Na t'l. Ban k Bl dg.
(71 3) 22 8 -00 56

INDIANAPOLIS
9 N o r t h Il li n o i s S t .
(31 7) 636 -5 441

LOS ANGELES
360 0 W ils hi re Blvd.
(21 3) 381 -7 974

MI AM I
1107 North east Airli nes B ldg.
(30 5) 377 -8 728

MINNEAPOLIS
8 2 2 M a r q u e t t e A ve .
(61 2) 336 -8 636

NEW YORK
33 0 M a di s on Ave .
(21 2) 98 6 -13 00

NEWARK
1 1 8 0 R a ym o n d B l vd .
(201 ) 623 -3661

PHILADELPHIA
2 Penn Center Plaza
(21 5) 5 68 - 45 80

PHOENIX
1517 Del W ebb TowneHouse
(60 2) 27 9 -16 88

PITTSBURGH
42 9 F or b e s A ve .
(41 2) 47 1 -59 46

POR TLAND ,OR E.
610 S. W . Al de r S t.
(50 3) 22 2 -97 78

At Robert Half our procedures are efficient,
quick and confidential. We are the largest specialists
in the Financial and EDP placement field, and
we therefore have access to the most people and the
most positions within this concentrated area
of employment....
and from the most we carefully select the best....
for you.
It makes no difference whether your requirements
are local, regional, national or international...
if it has to do with Financial or EDP employment
we are best equipped to serve you through our
extensive files, resources and intensive
knowledge of our specialization.
We succeed on merit alone.
Our fees are earned only when we actually make the
placement, and all fees are paid by management.

ST. LOUIS
10 1 5 Lo c u s t S t .
(31 4) 23 1 -01 14

SAN DIEGO
70 7 Br o ad w a y
(71 4) 234 -1 896

SAN FRANCISCO
111 Pine St.
(41 5) 43 4 -19 00

The most Financial and EDP positions
The most Financial and EDP people

SAN JOSE
6

North Firs t St.
(40
( 4 8) 2 93 - 90 40

STAMFORD, CONN.
111 Pros pect St.
(20 3) 32 5 -41 58

WASHINGTON
7316 (3
W 01
is con
Ave
) 65sin
4 -1
85 .,
0 N .W .
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