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Continuing Education
This is the sixth year of operation for NAA's Continuing Education Program and in a continuing effort to make it available to all our members, CEP
is expanding the scope and content of its courses and seminars as well as the
number of programs offered.
Five seminar programs have been scheduled for the current year. For
the fir st time, a pr ogr am con sis tin g of four semina rs was hel d i n Augu st,

in New York. (Several members have indicated that the summer months
are less hectic for them, and they find it easier to take advantage of educational programs in July and August.) The remaining seminar programs
are scheduled for this Fall and next Spring.
Two new seminars have been developed. "Managing the Treasurer's
Function" which was offered as part of the August seminar program and
"Management Accounting for Small Business" which is scheduled for the
November seminar program in Chicago.
The CEP course program is also being expanded in 1970 -71. This Fall,
CEP programs will be offered in New Orleans and in Boston for the first
time, and Pittsburgh will be added as a tenth location next Spring.
To expand the scope and coverage of the CEP, the following courses
are being added in response to the suggestions of participants in previous
programs.
1.
2.
3.
4.
5.

Effective Cash Management
Auditing and EDP: A Practical Approach
Marketing Fundamentals for the Management Accountant
Linear Programming: Accounting Applications
Statistical Sampling for Accountants and Auditors

Professional Development
The Local Education Activities Program (LEAP), a professional development program for members at the chapter level, was initiated last
year. In Spring 1970, chapters across the country conducted eight LEAP
programs with excellent results.
There are two courses and two seminars currently available to the chapters in the LEAP program. They are:
Courses
1. Basic Concepts and Techniques for Management Accounting
2. Standard Costs and Flexible Budgeting for Production
Seminars
1. Cash Management and Funds Analysis
2. Direct Costing and Contribution Accounting
Several chapters have already made plans to conduct LEAP programs
in the year ahead; and as the need arises, additional courses and seminars
will be developed and made available for chapter use.

THERE'SSAFETYINNUMBERSproviding you know how to
interpret them.
Learnhowin NAA's Mathematics
forBusinessManagement Program
NAA will offer this extraordinary program
again this year, starting November 8
at the Arlington Park Towers,
Arlington Heights, Illinois.
Mathematical techniques are becoming
increasingly important in making decisions.
More and more companies a re using
mathematical models, statistical
forecasting, and computerized simulations.
Accounting and financial executives,
and other managers, must bridge the
communications gap with mathematically oriented technicians so they may
employ statistical information
more effectively.
These Courses are presented by
professional teachers of the highest
ca l i ber , wi t h ba ckgr oun ds i n a ccoun t i n g,

Mathematics for Business Management
is designed for you in top management
to learn about the newest, most
sophisticated mathematical techniques
and how to apply them. This complete,
concentrated program of four Courses,
presents concepts and practical applications
of mathematics for decision - making.
Basic Mathematics reviews such
fundamental material as algebra,
statistics, calculus and matrices.
It provides a foundation for the
advanced courses.
Advanced Methods and Models
builds practical business models to
evaluate the effects of changes in
selected variables. It covers linear
progr amming, simulation, and
multiple regression.
Sta tistica l Inf er ence a na lyzes
historical data to show significant
relationships between variables and
develops models for estimates
involving uncertainty.

statistics and mathematics. The textbooks
used were developed by General Electric
Probabilistic Models explores the
for its executives and managers. The
practical applications in solving business
program is part of the Continuing
problems caused by uncertainty. It
Education Program of the National
analyzes such methods as Monte Carlo,
Association of Accountants and reflects
decision trees, and queuing theory.
50 years' business experience.
For complete registration information, call Mr. Arthur Corr, Manager, Cont inuing
E d u c a t i o n P r o g r a m a t (2 1 2 ) 759 -3444, o r r e t u r n c o u p o n b e l o w .
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Readers React
Municipal Reporting
To the Editor:
This letter refers to "Financial Reporting in Municipalities" (March 1970) by G. A. Robason and L. P. Neeley.
I agree completely with the authors that in spite of the
vast amount of improvement in this area during recent
years, there is no stopping place in our missionary efforts.
However, their criticism of the certificate of conformance
granted by MFOA is without foundation.
A certificate of conformance is granted for a report which
substantially complies with the recommendations of MFOA
and NCGA. The report is reviewed by a committee of three
members and there must be unanimous agreement.
The certificate is issued for the report reviewed and does
not apply to subsequent reports even though a facsimile
is frequently presented with subsequent reports.
Only one certificate is issued to a governmental agency.
However, since the release of Governmental Accounting,
Auditing and Financial Reporting in 1968, a supplemental
certificate will be issued to a governmental agency having
previously received a certificate, if the report submitted
with the application substantially complies with the modified recommendations contained in GAAFR.
Several years ago, the Texas State Society of CPA's
adopted a program of helping their public agency clients
prepare their annual financial reports so that they might
merit a recommendation for a certificate of conformance.
As a result, there have been many more certificates issued
to cities in Texas than in any other state.
Joseph M. Lowery, Chairman
NCGA Executive Committee and
MFOA General Accounting Committee
Los Angeles, Calif.

in use today have become complex and difficult to understand," and the following which I believe might well be
considered by those persons having reservations on why
Uniform Cost Accounting Standards will not work:
"And it is probably because it is a new concept and everyone
of us has a certain degree of resistance to change. May I suggest you let yourself go, and do not adopt the philosophy:
It won't work.
I have always done it this way and don't want to change.
What's good enough in the past is good enough now.
It is too much work to change.
And many other reasons."
In this complex society we now live in, it is high time
we get out of the horse and buggy era where every businessman was pretty much allowed to keep his books pretty
much as he saw fit.
Henry W. Nelson
Supervisory Auditor
Peninsula Branch (Palo Alto, Calif.)
Defense Contract Audit Agency
Menlo Park, Calif
An Alternative to Uniform
Cost Accounting Standards?
To the Editor:
Mr. Mulligan's article of the same name (minus the
question mark) in the April 1970 issue deserves careful
reading especially his "Objections to UCAS" and his
"Recommendations," both of which seem very wise to me.
However, I have two comments I feel impelled to make
— neither of which subtracts one iota from his cogent
presentation.
First, the Question Mark

A letter from Messrs. Robason and Neeley which we feel
will clear up any misunderstanding caused by the original
article will be included in next month's Readers React. Ed.
Resistance to Change
To the Editor:
In his article "An Alternative to Uniform Cost Accounting Standards" (April 1970) Mr. Richard G. Mulligan introduces a number of arguments against proposed standardization.
Contrasted with this negative viewpoint, is the forward
thinking attitude of Mr. Kenneth R. Rickey in his article
on "Control Cost Accounting" appearing in the same issue
(April 1970). Although I do not know Mr. Rickey's views
regarding Uniform Cost Accounting Standards, I was impressed with his statement that, "Cost accounting systems
MANAGEMENT ACCOUNTING /OCTOBER 1970

Mr. Mulligan, in his "Recommendations" allows differences in cost accounting among contractors, and suggests
full disclosure plus governmental agency audit to "determine that the contractor's proposal pricing and accounting
methods are (self ?) consistent and to insure that costs are
not being charged in a manner which would cause a disproportionate allocation to Government contracts."
Where contractors follow consistent (internally) but
different (externally) accounting practices, audited full disclosure may indeed give the government better — perhaps
even adequate — protection against profiteering than UCAS.
I believe it would be vastly superior. But full disclosure and
audit would not produce comparability , nor would it enable the government auditor to make the adjustments
needed to achieve comparability without an inordinate
amount of rewriting the cost records of at least one of the
two contractors.
Continued on page 7
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State Laws Ease Way
For Inc or por ati on

corporations required to provide financial
reports to stockholders; and the increasing use of accounting services by small
New laws allowing professionals such as
business organizations. This is the
doctors, lawyers and accountants to form
bright forecast offered in the latest
service organizations that the Internal
Occupational Outlook Handbook published by
Revenue will treat as corporations for
the U.S. Department of Labor. EDP may
Federal tax purposes have now been passed
reduce or eliminate the need for junior
by 49 states. But, K. Martin Worthy, IRS
level accountants, but the vast amount of
chief counsel, in a recent speech said
data processed by computers will require
incorporation is not the proper answer.
additional accountants to analyze it,
"The potential. . . erosion of the traaccording to the report from the Bureau of
ditional stringent professional standards
Labor Statistics. . .. The outlook for
and liabilities on the part of those who
women in the accounting field is also
form such organizations is. .. a highly
rosy, according to a "Women's Salary
undesirable byproduct. . . . The interSurvey" published by the College Placement
vention of a legal entity between the
Council. Because of the demand for
doctor, lawyer, or accountant and his
accountants and auditors, the number of
client would not appear to serve any
offers to women college graduates insocial or public purposes." He pointed out
creased during 1969 -70. Moreover, salary
that legislation has been proposed that
offers for this category increased 13% in
would remove the tax discrimination
average dollar offers.
between the treatment of pension and
profit sharing plans for employees and
Inf or mati on Re t r i e val Se r vi c e De b uts
qualified plans adopted by self - employed
A new service which will be launched this
persons. This difference in tax treatment
Fall aims to provide users selectively, on
is a major reason why professionals
request, computer - generated reports
incorporate.
consisting of detailed, textual abstracts

M or e Compa n i e s A r e D i s c l os i n g
Sa l e s a nd E a r n i ng s of Se g me n t s
An increasing number of companies are
responding to the demand for more financial disclosure, according to a survey
which is reported in the August issue of
Financial Executive. In a study of the
1969 annual reports of 600 U.S. corporations, more than 59% reported contributions made to sales by divisions, major markets, geographical areas, product
lines or operating groups. More than 18%
of the annual reports included the
contributions made to pre -tax income by
segments of the firm. In surveys made in
earlier years, only 9% showed this
analysis.

Ac c ounti ng O utl ook For e c ast: G ood
—F or B ot h M e n a n d Wome n

of relevant articles on any computer
industry subject, digested from 150
publications, worldwide. Initially, the
service will offer the subscriber a
monthly "Profile," based on the subjects
he selects or his own specific interests.
Later the service will be expanded to
permit retrospective researches on any
subject the subscriber desires. "ComputaData" has been developed by Computerworld,
Inc., and International Systems Design,
Inc., Fort Lee, N.J. .. . A monthly
newsletter called "Tax Alert" will aid
small businessmen with timely, understandable information on taxes. The newsletter
is published by Tax Info Inc., 20 Adams
Ave., Souderton, Pa. 18964.

`Pe a c e Di vi de n d' —H ow M uc h and Wh e n?

The end of the Vietnam War may produce
a peace dividend but much of this bounty
Accounting employment is expected to
is already being spent or has been
budgeted. This is the conclusion of an
expand rapidly in the 1970's because of
such factors as the greater use of
analysis by the National Industrial
Conference Board. About half of this
accounting information in business management; complex and changing tax systems; dividend -about $20 to $24 billion -will
have been absorbed by the end of 1971.
the growth in size and number of business
6
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Continued from page 5

tional discrimination, audited as to facts and logic, and
approved by government auditors.'

Second, Discrimination
The purpose of UCAS is to prevent an enterprise discriminating among its customers. Apparently this is also the
purpose of Mr. Mulligan's alternative. Now, here, I find
his suggestion excellent for other reasons, but the purpose
of preventing discrimination is pernicious.
A very large number of price discriminations are so generally accepted that they tend to be overlooked. For example, resort hotels charge different rates in season and out
of season; shows charge different prices on Wednesday
matinee and Saturday evening; electric utilities have industrial, commercial, and domestic rates as well as often
making extra charges for maximum use during the utility's
peak load; railroads, with governmental approval, charge
different rates for carrying different commodities; the
government itself charges farmers a different price for water
than it charges other users. The list can be extended almost indefinitely. And vet, the list is irrationally short
rather than inequitably long. Wherever there are Lctuating load factors linked with heavy capacity costs, it makes
sense for companies to use price differences to build up
their off -peak loads. Moreover, wherever different users value
a product quite differentiv, price differences may make the
difference between profitable operation and bankruptcy.
Neither UCAS nor Mr. Mulligan's suggestion recognize
these two major reasons for discrimination. To me, the merit
of Mr. Mulligan's suggestion lies in the possibility of ra-

UCAS
Under the N.I.R.A., many industries adopted "Codes of
Fair Competition." Many of these codes imposed uniform
cost accounting standards. In almost every instance the result was a code suppressing all competition, fair or otherwise. So has it been with the printing industry, and others,
without the pressure or the justification of a panic reaction
to a catastrophic depression or the sanction of a governmental administrative agency.
oppose UCAS:
For reasons Mr. Mulligan expounds so well.
Because it restricts socially desirable and managerially
logic price discrimination (differentials) directed toward utilization of idle capacity.
Because it would terminate some necessary services,
such as railroads, which depend upon price discrimination for their very existence —upon using some modification of the principle of "charging what the traffic
will bear."
Because it fosters monopolistic practices.
Continued on page 54
' For further discussion of the logic of price discrimination, I strongly
recommend J. M. Clark's classic Economics of Overhead Costs, University
of Chicago Press, 1923. All management accountants should be familiar
with this brilliant work. I will also modestly suggest my own "T he Effect
of a Cost -Pl us Contract on Transfer Pri ce s" ( allocations) in The Accounting Review, April 1969.

MARKS OF SERVICE

Value of
the Hallmark
Before the Industrial Revolution, American
metalsmiths created many exquisite pieces of
silverwork by hand - hammering. The maker
punched out his individual mark —his hallmark —
to label his work.
Today, these hallmarks form the basis of value
for such pieces and identify famous silversmiths.
Another mark of value in today's business world
is the professional appraisal —for smoothing out
rough edges in corporate accounting, insurance
placement and other matters.
W rite today for our free brochure, "W hat Is Value ?"
It defines nine different values that may affect
your property.

BOSTON 185 Devonshire Street
CHICAGO 120 S. Riverside Plaza
DALLAS 312 Stemmons Tower East

DETROIT 17500 West Eight Mile Road
LOS ANGELES 1645 Beverly Boulevard
MINNEAPOLIS 930 Plymouth Building

MARSHALLandSTEVENSincorporated/appraisals
The Mark of Service in professional appraisals.

WA Unionameoca Company
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NEW YORK 25 Broadway
PHILADELPHIA 1845 Walnut Street
ST. LOUIS 314 North Broadway
SAN FRANCISCO 918 Fox Plaza

Genera1 nalytics
IntroducesaNew
GeneralLedgerSystem
• Can be implemented immediately; you need not wait months for
internal development before you realize reduced operating costs and
increased management control.
• The purchase price of this general ledger system is $10,000. This is
significantly less than the cost of a custom development.
• Proven standard operating procedures from leading companies are
incorporated in the general ledger system. The reports, internal controls
and audit trails have gained the acceptance of leading CPA firms.
FEATURES INCLUDE:
• Management Responsibility Reporting —Six levels of
reporting, including cost center, division, company and three
levels of consolidated organizations, are available.
• Multiple Company Capability —Up to 999 companies can
be processed. Each company can have its own organization
coding and controls.
• Chart of Account Independence —Each company can
determine their own chart of accounts and descriptions. No
account range or sequence is imposed upon the user.
• Automated Consolidations — Multiple companies with different charts of account can be combined into three levels of
reports above the company level. Inter - company accounts
can be eliminated during the consolidation.

• Comparative Analysis— Operating results are compared
to the original operating forecast and the current budget.
The previous year's results can be substituted for either the
forecast or budget.
• Monthly Budget Calculation —The original forecast from
the beginning of the year can be automatically adjusted to
coincide with the current level of production or activity. The
burdensome task of manually reforecasting budget data
each month is eliminated.
• Minimum Machine Configuration —Only 32K of core memory and four files, including one disk, must be available.
• Flexible Report Content —The level of reporting detail and
the format of several reports can be determined by each
company without program modification.

FOR FURTHER DETAILS WRITE OR PHONE:

General Analytics Corporation
Ancom Systems Division
9841 Airport Boulevard, Los Angeles, California 90045 • ( 213) 776 -6810
Offices in: Boston, New York and Washington

Why Leave EDP in the
Hands of Specialists?
COMPUTER SKILLS CAN BE ACQUIRED EASIER THAN EVER BEFORE
By James O. Weltzin

Outsiders vs. the Inner Circle

We professionals outside the EDP
The processing of data by electronic inner circle must continually assert our
devices began to have a striking impact
determination to use EDP as a valuable
on scientific research, on technology,
implement or tool, under human conand the solving of business problems
trol and for human purposes. Anything
including the processing of accounting
less is a frivolous waste of an asset
transactions about 15 years ago. During
which society has produced only with
these past 15 years, the people who asmuch toil and expense.
sumed the leadership role over the comIf a businessman owns a fleet of
puter, its accessories and its systems
trucks, he tells the truck drivers where
have pictured themselves as the custo drive the trucks, what to load, and
todians of a miraculous revolution. By
where to deliver. He does not say,
mixing electronics know -how with data "You're the truck drivers; take the
processing know -how, they have contrucks out whenever the spirit moves
cocted an atmosphere of mysterious in- you and drive them wherever you feel
ner- circle knowledge into which only
like going." He gives them a job to do
the elect may enter —the rest of us are
mere laymen.
I would be the last person to belittle
the computer and its potential. The
capacity, power and speed of third generation computers and related peripheral
gear are more important than their
price and complexity as machines. But
granting that the hardware, software
and systems are amazing achievements,
let us not forget that they are someSeattle Chapter 1967, is a Senior Acthing more than playthings, or idols,
countant with the Seattle Light Comor totems. They do not exist just for
pany Seattle, Wash. Previously he was
themselves. They do exist to serve the
associated
with the Puget Sound
legitimate activities of society —of peoPower and Light Company. Mr.
ple. To the 100 percent computer Weltzin attended the University of
oriented person it might appear someWashington and graduated from Autimes that the world's main function is
erswald Business University in Seattle.
to supply fresh data for interesting electronic data processing problems.
MANAGEMENT ACCOUNTING/ OCTOBER 1970

and holds them responsible for driving
and maintaining the trucks properly so
that this equipment will be able to
execute the required pickups and deliveries.
It should be the same with the data
processing center: the organization provides the input data —and states what
the planned outcome is. The actual
route between beginning and ending
points may be left to the serving unit,
whether it is the truck driver or the
data processing programmers and operators.
The truck driver may provide an
estimate on how long it is going to
take to reach his destinations, but he
does not tell the dispatcher to ship to
Denver instead of I.os Angeles because
Denver is closer, or because he has relatives in Denver. Neither should the
computer manager try to set the goals
of anv particular processing to suit the
skills of his programmers, the capacity
of the equipment, the machine time
available, or anv other external factor.
He might give you some useful pointers
on how to package your input, just as
the truck driver might. If you are sensible, you will do what you can with
the input to help it get to its destination
in the condition you want it to be in
when it arrives. Garbage in, garbage
out, as they say.
If the accountants, the engineers
and the scientists are to function in the
sacred territory of the EDP master-

fered by the manufacturer of computers
and through local university training.
Seventy -five percent of our junior acLet Us Acquire Computer Skills
countants, several electrical and civil
The computer has been developing engineers, some engineering trainees and
and changing rapidly. Up to now, it statisticians and a few of the more
has been difficult to keep abreast of qualified clerical people have also rethe changes without being a full -time ceived this training on company time.
EDP expert. However, we can expect Companies offering input /output terto see the rate of progress and change minal connected to time - sharing comin technology slow down; the machine's puters in remote locations will provide
characteristics will stabilize and afford training to educate personnel in the use
the non - experts a better opportunity of this equipment.
to learn the characteristics of the comWhen we look at what EDP training
puter hardware. At the same time, the can do for us, we do not think, "This
use of the computer, when to use it, can save us money." We think, "How
how to use it and ]low to program it, much have we lost by not training more
will gradually stop being the province people earlier in the game ?" Let me
of a few specialists.
mention a few examples showing how
This shift, already taking place, is EDP training has helped us.
to add computer skills to the techniques
that have always been taught to mem- A Few Examples
bers of the traditional professions. Many
At City Light, in order to report conof the largest computers are on univer- struction costs accurately, the accountsity campuses where advanced students ants must depend on the quality of the
in professional disciplines such as sci- data developed by engineers and conence, medicine, engineering and busi- struction men. If the engineering and
ness learn to apply EDP to research construction people have EDP training,
problems. Few, if any, I believe, studv they know three important things: how
computer technique as an end in itself; their data will be processed, how to dei.e., you can't earn a degree in elec- velop uniformly processible data, and
tronic data processing as such. You how to interpret the report we will
must possess a broader education. So produce from their data. I like to see
the student majors in business adminis- engineering and construction people
tration, accounting, or some other field, actually participating in the work of
and picks up data processing as a use- designing the systems that produce
ful, perhaps necessary, professional skill. construction cost reports. This they can
So it should be at the universitv, and do—if thev have some basic EDP trainI contend it should be the same in ing, including programming.
the working world, the business and
Our plant and project accountant
professional world. The job is always used his EDP training in developing a
bigger than just mastering the tools superior quarterly report on the progavailable to make the work easier. But ress of approximately 30 simultaneous
you must master the use of the tools construction projects included in the
if you want to be fullv competent in utility's six -year capital improvements
program. Based on uniform work -order
the job.
data contributed by the constriction
EDP Training Can Do Much for Us groups involved, this report is prepared
At Seattle City Light I have had a within three weeks after the end of
chance to observe what accountants can each quarter. It identifies each project
do with EDP once they have acquired as it appears in the program and comsome programming and related com- pares actual recorded progress with
puter skills in addition to their account- scheduled progress in terms that permit
ing know -how. Additional EDP training construction supervisors to adjust their
for accountants has paid off so well that efforts so they may correct any defiCity Light now has provided this train- ciencies shown. Although this report,
ing for all its accounting supervisors and on our $120 million share of the citysenior accountants, through classes of- wide six -year program, was established
minds they must prepare themselves
through training.

10

at the request of our mayor, we find
the report is of genuine value to our
own organization in controlling construction projects.
Another example of a benefit from
an accountant's EDP training occurred
in connection with Seattle City Light's
conversion of stores accounting reports
from tabulating machine to electronic
data processing. Every Tuesday afternoon, the stores accounting and warehouse personnel now receive a warehouse inventory stock status report
containing sufficiently current data to be
meaningful; it covers transactions
through the preceding Friday.
The former bi- weekly reports were
almost too old to have much value by
the time they were issued. Now, we
have much closer control of inventories
resulting in lower inventory levels, faster
updating of ledgers in stores accounting,
and far less unprocessed paper floating
through the system that must be
searched every time an unrecorded transaction is apparent. This was a case of
conversion from tab to electronic data
processing where the accountant could
make use of his 'add -on" EDP training,
as well as his long experience with both
tab and manual data processing systems, to bring about a smooth transition.
Toward a Broader View
Once the all- around accountant realizes that he, too, can learn in a relatively short time how to transfer his
data processing burdens to the capable
and efficient electronic computer of today, be can experience an exciting new
freedom from the sheer drudgery of
processing that for so many years has
been assumed to be the normal accounting task. Machines have literally taken
the actual physical burdens off the
backs of animals and men; now it is
our turn to get relief. The free, unburdened accountant can at last devote his
attention to a broader view of the information sv_ stems he has been responsible for; he has the time, the hardware,
the software with which to perfect these
systems from end to end, from "source
data automation" to "management information"—if he only will. It is a
prospect the management accountant
must not resist.
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An EDP General Accounting
System in Concept and in Force
EDP APPLICATIONS HAVE OFTEN BEEN RESTRICTED TO SPECIFIC AREAS
By William M. Hawkins
Contemporary thought in financial
management circles is devoted in large
part to specialized accounting problems. Accounting techniques evolving
in the recent past have been developed
to implement the adoption of such
concepts as profit planning, return on
investment, tests for acquisitions and
direct costing as a control method.
Study of basic principles has also been
directed to specialized areas such as
investment credit, inclusion of nonrecurring items in current operating
results, and accelerated depreciation.
Treatises on accounting subjects tend
to deal with even more specialized subjects with published investigations into
break -even analysis, acquisition studies,
standard cost variances, temporary cash
investments and other areas of equally
limited scope.
There is one notable exception to
this specialized approach, which is the
development of electronic data processing information systems with their far reaching impact on accounting procedures. But here too, application has
often been specialized to payroll accounting, accounts payable and accounts receivable distribution, inventory
accounting and control, and cost application.
Too little attention has been given
to the development of better financial
accounting systems. Manv of the record- keeping aspects of corporate books
of account and financial statement
MANAGEMENT ACCOUNTING /OCTOBER 1970

preparation continue to be left untouched by constructive thinking. Yet,
financial accounting continues to be
the common language in which management speaks to the public, the stockholders and to a large extent to each
other. Financial accounting remains the
core around which these more specialized financial problems revolve.
In any event, development of general
accounting procedures ought to be
given attention, if only to ensure that
their maintenance does not cut into
productive time that could be devoted
to the more specialized studies. Moreover, if the data maintained in the
books of account is to be used for the
specialized study, there ought to be
ways beyond those now available to

ensure its accuracy and, more important, to provide for its ready availability
in data processing form for such studies.
Card of Accounts
A system so envisioned and currently
in operation on our computer begins
with the reading of the Card of Accounts into a magnetic master tape
together with a key coding relating each
account balance to the financial statements and classification on those statements to which the account will eventually flow (Exhibit 1) . Data is introduced into the tape from a keypunch
source document. The contents of the
tape are reproduced to offset masters
for the purpose of publishing the Card
of Accounts as often as necessary,
thereby greatly lessening the problem
of updating.
Once a master tape is developed,
input to the system to be later matched
with the master tape is introduced from
journal vouchers (Exhibit 2) .
Control

Pittsburgh Chapter 1960, directs General Accounting for Bessemer and Lake
Erie Railroad Company, Pittsburgh,
Pa. He received a B.S. degree from the
University of Pittsburgh, and I.A. and
M.B.A. degrees from the Harvard
Graduate School of Business Administration, Boston, Mass.

Control over the entire operation is
exercised through the medium of a
journal voucher control system (Exhibit 3).
As each journal voucher is prepared
by the General Accounting Group from
supporting data — whether "mechanized" such as payroll distribution or
accounts payable distribution, or "manual" such as tax calculation or special
accruals —it is entered to the Control.
Separate columns on the journal vouch11

ers are provided for control totals posted
to the Journal Voucher Control apart
from the detail to be entered into the
EDP system. Additional columns are
provided for input to subsidiary ledger
systems including the standard cost system. The control helps ensure that the
input data is complete.
Journal vouchers are released in
batches to be keypunched by Data
Processing personnel. Each batch when
submitted is accompanied by a batch
control total which is simply an adding
machine tape with total debits and
total credits listed separately.

Exhibit 1
EDP GENERAL LEDGER FLOW CHART

BATCH
CONTROL

JOURNAL
VOUCHER

PROGRAM
INPUT

CARD
PUNCH

CARD
PUNCH
'
JOURNAL
VOUCHER
CARD

360 -40

JV
TAPE

ASTER
TAPE

Programs
Programs in the second phase of
data processing operations are then
activated (see Table 1). The first of
these is batch control balancing. Its
purpose is to ensure that input data
has been correctly keypunched and to
see that data processing input balances
to the batch control totals.
Upon ensuring that input is in balance, a program called "error listing"
is run ( Exhibit 4) . All codes are
checked by this program against the
master card of accounts tape for nonexistent codes, correct dating and correctness of division or subsidiary company coding.
The error listing is referred to General Accounting for correction. We use
for this purpose a form with the following columns:

PRINTER
CARD OF
ACCOUNTS
360 -40
VALIDIT Y
CHECK

PRINTER

PRINTER

TRIAL
BALANCE

ERROR LIST

TAX
CALCULATION

BATCH
CONTROL

CARD
PUNCH

:
PRINTER

PRINTER

360 -40

GENERAL
LE D G E R
DETAIL

[

PROFIT &
LOSS
STATEMENT

GENERAL
LE D G E R
SUMMARY

Coding
Journal voucher
Account
Sub - account

CONSOI 1DATED

Amount
Debit /Col. 33x
Credit /Col. 33x

]

�
SH

TATEMENTS

Exhibit 2
JOURNAL VOUCHER
FORM 700 -2
REV. 3.69
(COMPANY)

0. V. NO.)

(MONTH)

EXPLANATION:

STANDARD COST AND SUB - LEDGERS
I
AMOUNT
CODE
34.36
28.30 31 -3
SOU ACCT SUB P/C

1.V. NO.
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AFE

MONTH

GENERAL LEDGER AND
JOURNAL VOUCHER CONTROL
DESCRIPTION

8.15 CREDIT X 8
CREDIT X

PREPARED BY

DATE

CODE

AMOUNT

CON ACCT 1VC

CREDIT X

APPROVED BY

POSTED BY

GENERAL LEDGER
CODE
ACCT SUB

AMOUNT
DEBIT

CREDIT

TOTALS

MANAGEMENT ACCOUNTING/ OCTOBER 1970

When the corrections have been introduced into the system, a trial balance is drawn off by another program
(Exhibit 5) . The trial balance is verified to the Journal Voucher Control
and becomes the basis for federal income tax calculation. The results of this
calculation are journalized and keypunched, and the error list program is
reactivated to disclose any new errors
introduced by the tax input information. If error develops, the computer is
programmed to stop until the error is
rectified, but if no error occurs the
computer continues to the next programs.
The next program is the preparation
of a detailed general ledger. The purpose of this operation is to show in
detail each entry to each account, its
source and the total month's action in
the account.
The Summary General Ledger is
then immediately produced using opening balances and historical data produced in the previous months of the
year. The Listing contains each previous month's action and cumulative balances, separately, so that this ledger is
the conventional historical record.

Table 1

EDP GENERAL LEDGER PROGRAM ANALYSIS
PHASE 1

P R O G R AM

INS T R UCT IO NS

RE SULT

1

CAR D T O T APE

OR IG I NAL C ARD O F AC CO UNT S

2

UP DAT E C AR DS T O T APE

3

SO RT UPD AT E

4

MER GE P RO GR AMS 2 AND 3

T AP E O NL Y
LIS T I NG F OR AD DI T I ON AL
COP IES
T APE AND L IS T I NG

5

SO RT

LI NE F LO W RE PO RT
PHASE 2

6

JV'S CARD T O T APE

7

SORT JV'S IN T O COMPANY,
AC CO UN T AN D SUB
(AS CE N DI N G S E QUE NC E )

8

CH E C K T O DE T E RM I N E
VALID IT Y T O MAST ER T APE

ERROR LIST

R E P E AT

T R IAL B AL ANC E

BAT CH CON T ROL

ST OP
GE N E R AL AC C O UN T I N G
PROVID ES T AX ENT RIES,
ANY

CORRECTIONS

Financial Statements

PHASE 3
T AKE T AX E NT RI E S AN D
CO RR EC T I ON S AN D RE PE AT
PROGRAMS 6 AND 7

BAT C H C ONT ROL

T H E N P R OG R AM 8

GE N E RAL LE D G ER D ET AI L

IF ERRORS EXIST , T HE JOB
WIL L ON LY PR OVID E AN
ERROR LI ST AND T HEN ST OP
IF D R DO NOT
CR,
PROGR AM W ILL ST OP
=

Operating Statements are next in the
program sequence. The Profit and Loss
statement for each subsidiary is prepared. This programming includes instructions to show changes from the
previous period or periods. Following
the Income Statement, the Balance
Sheets are prepared, again showing
changes from prior period or prior year
to date.
Finally, consolidated statements are
issued. These together with the individual subsidiary statements are published to interested executive management personnel. Selected details from
each of the statements can at this time
be drawn off in whatever format is
desired.
The Summary General Ledger is
bound in one volume per year, less than

9
10

GE N E R AL L E D G E R S UM M AR Y
SOR T F OR RE POR T AND
LI NE F LO W SE QUEN CE

11

PROF IT AND LOSS ST AT EM ENT
BALANC E SH EE T
SUM M AR Y AL L CO M P AN I E S
PROFIT AND LOSS ST AT EMENT
BALANCESHEET

Exhibit 3

JOURNAL VOUCHER CONTROL
PAGE
(ROAD)
IOURNAL
'IOUCNER
N0.

OPERATING REVENUES
501 ACCT. 101.147
NCURPFD COS
PPOCFE05
VC 700 900
1YC 110

MISCELLANEOUS INCOME
521 ACCT. 502519
PROGEEOS
INCURRED COS
11C 110
1VC 300900

Of

(MONTH)
OPERATING EXPENSES
(531 ACCT. 201462
INCURRED COST
PROCEEDS
1VC 300900
1VC 110

MISC. INCOME CHARGES
591 ACCT. 532590
PROCEEDS
INCURRED COS
1VC 110
JVC 300 900

RETAINED INCOME
ACCT. 606 616 620-622
INCURRED COS
PROCEEDS
1VC 300-900
1VC 110

BALANCE SH ET
700 ACCT.7 1796
XGUKPED COS
P
FEO
ALL OTNfR
1VC 300900
1VC 110
1VC 000

1.

1.

2.

2.

3.

3.

4.

4.

5.

5,
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Exhibit 4
ERROR LISTING

&

&

•

DATE
0869
0869
0869
0869
0869

4
5
8

CORRECTIONS MUST BE MADE BEFORE GENERAL LEDGER CAN BE RUN

—

ERROR REPORT
ACCT
731
731
355
731
548

SUB
001
001
243
058
007

J.V.NO
013A
13A1
006A
006A
011E

AMOUNT
295,761.12
32,542.20
334.16
2,348.00
268.11

REASON J.V. WAS NOT PROCESSED
INVALID ACCOUNT NUMBER
INVALID ACCOUNT NUMBER
INVALID ACCOUNT NUMBER
INVALID ACCOUNT NUMBER
INVALID ACCOUNT NUMBER

Exhibit 5
TRIAL BALANCE
AUGUST 1970
CO N

ACCT

SUB

JV

501

O PEN ING
BALANCE

CUR RE NT M O N T H
CRE DIT
EFFECT

CLO SING
BALANCE

RAILW AY O PERA T ING REVENUES
101

FLO W
REPORT —LINE
00

000

01

004

FREI G HT REVE NUE
001

ORE
002A
002F
002G
002J
02F1
02F2
02G 1

TOTAL

.00 2,680,224.37
1,782,931.00
.00
14,014.00
.00
.00 1,582,484.00
.00 1,782,931.00
1,728,931.00
.00
.00
.00

2,680,224.37 1,782,931.00
14,014.00
1,582,484.00 1,782,931.00 1,728,931.00
.00

9,207,323.60— 3,525,876.00 6,045,639.37 2,519,763.37—

2 inches in thickness, thus eliminating
the problems of cumbersome or voluminous records associated with some
computer produced general ledgers. At
the same time the ability to compare
changes in the account and to check

14

DEBIT

these changes for reasonableness upon
audit is not lost.
Actual program running time per
closing is 108 minutes. With dramatic
reduction in financial closing time it
is possible to attain interim period re-

11,727,086.97—

porting for closer management control.
The total concept General Accounting System is a means through which
all segments of the financial organization and knowledgeable executives in
other areas can profit.
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A Data Base Concept
ACCESS OF INFORMATION DIRECTLY BY THE USER IS THE GOAL OF AN INTEGRATED DATABASE
By Frank M. Mastromano
The continuous need for management
to have available information to support strategic and tactical decisions requires that data be available on a timely,
accurate, relevant and comprehensive
basis. However, computer technology
and information requirements combined
with the differences in computer and
operational terminology tend to create
a dilemma between data processing and
operating activities. With careful structure and integration of the individual
data bases into a common data base
certain advantages can be provided such
as the "Report Generation by Request"
technique illustrated by Exhibit 1.
For an organization to plan a company wide information system supported by an effective data base to assure meaningful exchanges and availability of data it must provide standardization and flexibility of design. While
the two requirements may seem to
conflict, thev actually compliment each
other in the structure of the data base.
Emphasis is placed on the data base
design and nature of information.
Most data bases seem to be designed
by and for the data processing specialist. In many instances he alone has full
knowledge of the data stored and he
alone can directly access the information. All others must rely on programs
which have been prepared by the programmer when they need a precise report or response. To be truly functional, a data base should permit the
user to directly access the data base for
his specific information requirements.
MANAGEMENT ACCOUNTING/ OCTOBER 1970

Data Base Functional
Considerations

detail by detail. However, when consideration is given to the needs of the
overall organization, this requirement
becomes more idealistic then realistic.
The organization exists in a dynamic
environment. For the data base to be
effective in supplying information needs
to a dynamic organization, it too must
be dynamic.

The successful data base is largely
determined by the amount and variety
of information accessible and available
to the users, and the facility available
to users for submitting requests and
obtaining responses necessary. Data
processing specialists frequently request
from management a definition of their Objectives of a Data Base Structure
requirements for a specific system that
A data base must collect, store and
is being designed. The systems analyst
make
available data as a flexible process.
assumes that a system cannot be deWhile
it is desirable to minimize resigned until an itemized listing of redundant
recording of data by integraquirements and report formats have
been prepared. In cases where a singular tion of various files, it is not necessary
specific application is involved, it may to consider the total array of sub - system
be possible to define each requirement data bases in the initial phases of implementation. A well designed data base
system, with validation and standardization of file structure at and near the
source, will provide accurate, readily accessible and objective information to all
ry
levels of the organization. A data base
r•
designed to specific needs and report
formats falls short of satisfying the
needs of a dynamic operation. A data
base should be structured to enable
FRANK M. MASTROMANO
management to exercise options such
as requesting data for which a requireMorristown Chapter (Newark 1958),
merit has not been previously recognized
is Manager, Management Information
Systems, Record Division, Radio Coror defined. The availability of a comporation of America, Rockaway, N.J.
prehensive data base and the extension
Mr. Mastromano received a B.S. deof exception reporting makes possible a
gree from Seton Hall University, South
more flexible approach through demand
Orange, N.J., and an M.B.A. degree
reporting. Enabling management to befrom Neu, York University, School of
come knowledgeable as to the function
Business Administration, He is a preand contents of the data base enhances
vi.ous contributor to MANAGEMENT
the potential attainment of a realistic
ACCOUNTING.
man - machine, or management - system
interface.
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Analysis of Information
Components
A change in the operation of an organization or the methods employed
may have an effect on the systems flow.
However, the evaluation of the flow of
data in the system should not be considered. Report formats of the system
also should be put aside as they reflect
only present requirements. Analysis
should be made of information components, so as not to introduce bias or
rigidity in the evaluation. The source
or sequence of data or the format and
disposition of the information may introduce assumptions which are not pertinent in designing a universal data base
structure.
The first observation which can be
made is that an element of information
can be classified regardless of how general or detailed it may be. For example,
some facts relating to the sales of a
product may bring the relationships into
better focus:
A clock, Model 2A, sells for $7.45.
The dollar value of $7.45 is the selling price related to the clock, Model
2A.
A clock, Model 2A, costs $4.25.
The dollar value of $4.25 is the inventory value related to a clock,
Model 2A.
In the current month 475 units were
sold.
The unit value of 475 is the units of
clock, Model 2A, sold this month.
In the current year 2,756 units were
sold.
The unit value of 2,756 is related to
the units of Model 2A, sold this year.
Investigating the examples it can be
observed that the numeric values have
been expressed in a "format" of dollars
or units. Each element implied a period
of time. Unit sales were indicated to be
current month or current year. The
sales dollar rate or inventory rate are
those of the current period. To structure
the few considerations discussed we
can establish the following analysis:
Classification
Element
Structure of Each Element
Identity—Format—Time—Value
We need only to take one logical
step further and consider stringing various elements of data within a classification and the concept of the standardized and flexible data base is formed.
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Reverting back to the examples, the
statements of information can be arranged in one related record:
Classification 2A file index
Product Name —A— Current —Clock
2A
Sell Pr —Do— Current -745
Inv Val —Do— Current -425
Sales —Un— Month -47 5
Sales —Un— Year -2756
CLASSIFICATIONS

acters in the element, format, and
period codes and in the value field.
Standardized field lengths facilitates the
programming involved in updating files
and in adding new elements to the file.
It is more effective in providing the
programming for routine report or response formats to be used by the requestor of information.
FORMAT

The format code defines the value
field contained in the element segment
of the record. The code is used in conjunction with the identity code and
further identifies the element. Otherwise the identity code would become
cumbersome with repetitive terms such
as units, dollars, rate, etc.

The functional structure of an organization will be significant when considering the classifications of the data
base. Both the classifications and the
detail should consider the needs of all
levels of management. Individual data
base structures could contain classifications such as product type, product line, PERIOD CODES
employees, sales office, plant, wareRequirements for information by day,
house, etc.
week, month or year can be conveniSummary classifications can be struc- ently provided by a period code. The
tured within the data based to provide extent of the data retention for comimmediate summary data with immedi- parison purposes will determine the
ate access and minimum extraction. Up- purging of prior information maintained
dating of files would be in sequence in the file. Purged data would be transfrom the lowest level of detail to the ferred to auxiliary files for retention.
most summary_ record. Accuracy of data,
The structure of the element segment
an important facet of data base process- provides the flexibility of reintroducing
ing, will be controlled and access time to the data base information on an "as
will be reduced.
needed" basis. Segments can be added
to the record even though other segIDENTITY
ments already exist on the record. EleAn element can be defined by a ment codes and period codes eliminate
numeric code which provides the means the need for prearranged locations for
for identifying a particular record or for the data. The standardization of the
updating or extraction when required. segment structure allows prior data to
The identity codes are cataloged in a be accepted without concern for any
"Data Base Dictionary." Each element modifications that may have been made
of data is given a unique number which to field size or field location in a rigid
applies to the item of information re- formatted data base.
gardless of classification to which it is
related. For example, code 81 would VALUES
identify the sales element which would
Little need be said about the value
be found in each product classification portion of the element other than it
record. Each classification of product may or may not be standardized as to
would have its own record on the file the number of characters it contains.
and each would have its own element The question of efficient utilization of
segment which would be identified as random access storage comes into conrepresenting sales.
sideration. In some instances the numThe elements do not have to be ar- ber of significant digits would be few
ranged in exact identity code number in relation to the total field capacity.
sequence. Also, the number of elements for a particular classification Input to the Data Base
would not have to be predetermined
Each source of information is identiand there does not have to be a fixed fied by a code which indicates source
number of element segments. This fea- and nature of the transaction. Elements
ture provides the flexibility for adding of information contained within each
or deleting elements to a record on the source and transaction code are listed.
file.
Individual programs are developed to
Each element segment of the file is handle a source and transaction entrv.
standardized as to the number of char- The program directs each element of
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REPO R T G EN ERAT IO N BY R EQ U EST
REQU EST 1
S ys t e m R e s p o n s e

User Request

FORMAT

CDP

Rpt Gen
C L A S S I F IC A TI O N

121

P E R IOD

0770, 1370

NUMB ER OF E LE ME NTS

2

E1 COD E IDN -F OR CODE
E2

81, Un

ID E N TI TY C O D E

81, Do

TOTA L OF E LE M E NT

None

Th e r e p o r t g e n e r a t e d w o u l d b e :
Class

De sc rip t io n

Period

12 1

Cloc k 2A

0770

17

127

YTD

201

1,4 97

$

Units

REQU EST 2
S ys t e m R e s p o n s e

User R equest

FORMAT

CD P

CLA S SIFICATION

12 1

P E R IOD

XX70

Rpt Gen

-

0770

N U M B E R OF E L E M E N TS

2

E1

IDN -FO R CODE

81, Un

E2

IDN -FO R CODE

81, Do

TO TA L O F E L E M E N TS

None

Th e r e p o r t g e n e r a t e d w o u l d b e :
Class

De sc rip t io n

Pe ri od

12 1

Clock 2A

0170

19

14 2

0270
0370

27

201

62

462

0470
0570

13
42

97
313

0670

21

156

0770

17

127

Units

$

REQUEST 3
S ys t e m R e s p o n s e

User R equest

FORMAT

CDP -P

Rpt Gen
CLA S SIFICATION

12X

PI P ERIOD

0770

N U M B E R OF E L E M E N TS
P IE 1 IDN - FOR CODE

81, Un

PI E2 I D N - F O R C O D E

81, Do

2

P2 P E R I O D

1370

P2E1

IDN - FOR CODE

81, Un

P2E2

IDN - FOR CODE

81, Do

TO TA L O F E L E M E N TS

All

Th e r e p o r t g e n e r a t e d w o u l d b e :
Class

De sc rip t io n

12 1

Clock 2A

12 2

Cl o c k 3 B 7

123

Cl o ck 4c 1

5

10 0

20

400

124

W atch 1B

20

500

10 0

2 500

12 5

W atch 3C

16

160

350

3 500

126

W a tc h 9D

900

Elec Clock

10 5
2 400

60

127

7
24

38 2

38 200

10 1

4 192

1 533

60 998

To t a l

Pe ri od

Units

0770

17

127

12

800

Period
YTD

Units

$

Model sales by customer
Units and dollars
Model sales by salesman
Units and dollars
Model sales total
Units and dollars
Product line sales
Units and dollars
Total sales
Units and dollars
Customer's receivable account
Dollars
Total accounts receivable
Dollars
Model inventory
Units and dollars
Product line inventory
Units and dollars
Model cost of sales
Dollars
Product line cost of sales
Dollars
Total cost of sales
Dollars
Tax liability by state
Dollars
Taxable sales by state
Dollars
Tota! tax liability
Dollars
Transportation expense billed
Dollars
Service charges billed
Dollars

Exhi bi t 1

$

information on source input to properly
update appropriate element segments
of various data banks.
The programs arc modular in that
each contains the instructions for handling all transactions which are effected
by the individual source document.
When a particular source and transaction code is compared by the system the
appropriate module of program instruction is extracted from the library of
programs and brought into memory to
properly update the pertinent segments
on appropriate records. While some
prearrangement of input data will
optornize computer processing time,
this approach enables a truly random
cntry of data when and where expedient.
The module program contains all instructions for recording all transactions
to be recorded and elements to be updated for each source. A debit invoice
entered into the system could generate
all the following transactions upon receipt of the source document. In the
transactions generated the proper period
codes would be used to update the elements for day, week, month or year:

201

1 49 8

420

14 0 0 0
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Output of the Data Base

The capability for direct access of
the data base elements can be provided
by using an approach similar to the
module programs described in the update of data bases. Management awareness of the data base concepts which
requires no knowledge of technical programming will change the present approach to report preparation. By preparing an array of elements for which
information is required the user will
initiate the report generation process.
By referring to the Data Base Dictionary, the user can structure a request
message to provide the information required. The dictionary would provide
the classification code of 121 for the
particular model and 81 as the element
code for sales. The request and response
would be as shown in Exhibit 1, Request 1. Month number "13" is used
to request year to date totals. The user
may require information detailed by
month for analysis. It would be necessary to simply modify the original request as shown in Request 2.
One further example of a request
which could be made is for the data
of an entire series of classifications. The
dictionary would be arranged to define
a code for all the classifications within
the product line. If a summary record
is maintained in the file it can be referenced directly to obtain an immediate
total of the product line.
In the example, Request 3, the information requested is for a detail by
each product within the product line.
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The first two digits of this product line
has a classification code of 12.
The examples describe various extracts made possible by standardization
of the data base structure. The degree
of sophistication to be achieved in this
system is left to the imagination of the
designer and user and the ingenuity of
the code structures for the classifications and elements. Management involvement is significantly increased
when the system concepts and content are shared with the organization's
data specialist.
The flexibility of assigning new element codes which can be updated from
the same or new sources of information
supplied to the system can provide
additional functional benefits. For instance, the need to know sales of a
particular product by new criteria can
be instituted with the assignment of
new element codes. In addition, if the
sales by the various terms of sale were
required for a marketing decision, element codes could be established for the
various terms and a revision to the update module program for invoice source
date would provide the information.
There is also the facility for incorporating into the element segments
budget allowances which would be
readily accessible for the preparation of
periodic reports and statements. Programs can also be prepared to provide
the formal budgets for the organization.
Estimates in the form of revision to the
budget can be incorporated as well, and
the effect of the new projections be
compared to the prior budget.

The final area to be discussed is the
update of various period element segments at the time of source data update.
Maintaining updated totals in the appropriate period segments can provide
the information and data necessary to
produce the monthly statements and
related reports immediately after the
final source transactions for the month
have been processed.
Conclusion

The effective utilization and integration of data bases which are destined
to become the heart of the total information systems will require analysis as
to the essential data required and the
components of information. Considerations of present system flow and reporting requirements introduce bias and
rigidity which can make future integration of information difficult or impossible to achieve. With this concept, the
complexities of programming techniques
remain with the data specialist, while
the management and all levels of users
become knowledgeable as to the concept and content of the data base structure.
Realization of the long range objective of management - system interface
can be expedited where management is
able to express requirements for information in basic universal terminology.
The ability to communicate directly
with the system without the need to
solicit the technical services of the data
specialist will hasten the involvement
of management to integrated total information systems.
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Sales Up, Profits Down:
Sales Price Lag
A USUALLY UNDERESTIMATED AND OFTEN OVERLOOKED FACTOR IN THE PROFIT SQUEEZE

No company or industry is immune to
the dilemma which we are again faced
with in today's inflationary economy.
The profit squeeze being experienced
by most businesses can be expected to
continue as many companies are failing
to recover increased costs.
While it is true that external conditions are affecting profits, an often overlooked contributing factor is inadequate
information on backlog and timing of
price changes.
How can we as management accountants aid in isolating pricing problems?
We must furnish adequate information
in order to arrive at more effective pricing policies.
Let us make the following assumptions: (1) the company is part of an
industry which must honor all quotes
and if an order is accepted must deliver on a fixed price basis, (2) the
company must negotiate a wage contract each year, (3) periodically raw
material costs are increased substantially
by suppliers and (4) material costs arc
a significant portion of overall product
cost, necessitating selling price increases
of finished products.
Calculating the effect of the cost increases of both labor and raw material
is relatively simple. Indirect cost increases such as employee benefits, etc.,
may be more difficult to pinpoint but
again with experience and good judgment the effect on cost can be found.
MANAGEMENT ACCOUNTING/ OCTOBER 1970

The effect of price lag is in many
cases even more detrimental to profit
than those factors already mentioned.
It is this price lag portion of the pricing
policy which will be covered in this
article.
Effect of the Price Lag
In a situation where production cost
and sales prices are from two different
time periods, the result on profit can
be disastrous, particularly in those companies which have a substantial committed backlog. The sales value, because of committed price, represents a
period prior to a cost increase while the
actual production of the goods or service sold is performed after the cost
increase.

,.r
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'I'lac effect of sales price lag is usually
underestimated by sales people, and
sometimes overlooked by general management. Unfortunately not many companies maintain a complete record of
their open orders with the resulting
ability to prepare a profit margin or
gross profit report of open orders. As
a result corrective action is not taken.
Price Identity Code
In order to properly study the unfavorable impact on profits in future
accounting periods, it is recommended
that a coding system, which is referred
to as "P.I.D." or Price Identity Code,
be included as part of the sales accounting coding. The function of this code
is to statistically furnish a simple report
which will indicate the specific price list
used for pricing the product shown on
the order. The price identity code thus
points out the effect of committing the
company to long -term contracts without proper escalation clauses or other
means of recovering the additional rev cnuc required to meet the higher costs.
The Price Identity Code (P.I.D.)
can be a very simple one -digit code.
I✓ torc✓sophisticated✓systems✓may✓dictate
a two -digit or three -digit code, depending on needs of the enterprise.
Let us proceed on the premise that
the company represented has a multiproduct line operation with distinctive
sales prices to many types of outlen
such as individual consumers, dealers,
distributors, and general contractors.
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For this example let us oversimplify
and use a one -digit code:

Exhibit 1
FINANCIAL EFFECT OF THE SALES PRICE LAG

The question arises as to who should
apply the P.I.D. code? Naturally the
person originating the order can very
easily apply the code since it is necessary that he price the order. However,
the order checkers must also refer to
the proper price list in order to verify
sales prices and can, therefore, check
and, if necessary_ , correct the P.I.D.
code applied by the sales office.
The inclusion of this simple code
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C
Sales Value
Adj ust ed to
Act ual
Current Price
C = B + ( BxA)

1
2
3

10
7

120,000
50,000
230,000

132, 000
53, 500
230, 000

($12,000)
1 3,500)

415, 000

($15, 500)

82, 400
151, 500

($ 2,400)
1,500)

233,900

($ 3,900)

321, 000
70, 000

($21, 000)

391, 000

($21, 000)

$1, 040,400

($40, 400)

$

Product A
Product A
Product A

Sales Lag

$

P.I.D.
Code

D
Ef f ec t
of
Price Lag
D =B - C

2
3

7

$

Product C
Product C

$

T otal

230,000
300, 000
70, 000

(

80, 000
150,000

$

400, 000

$

3
1

$

4
5

$

$

T ot al
Product B
Product B

$

—

—

Description

B

%

A

370, 000

$1, 000,000

$

T otal
Grand T otal

$

—

—

Code 1. Price List published January
15, 1968 and used for prices
in effect through March 1,
1969.
Code 2. Intermediate price increase in
July, 1968 covering Material
Increase.
Code 3. Price List published March 1,
1969 and used until next
scheduled price increase.
Code 4. Escalation clause contracts involving increase of 1.0 percent through 3.0 percent.
Code 5. Escalation clause contract involving increase of 3.1 percent
and above.
Code 6. Intermediate price increase for
whatever purpose required between March 1, 1969 and
September 30, 1970.
Code 7. Price List published October
1, 1970.

policy. Pointing out the effect of price
lag is only the first step in the battle
against diminishing profit.
Evaluation of the problem will lead
naturally to necessary corrective action.
More timely price increases, escalation
contracts and P.I.E. (Price in Effect)
contracts are some examples of possible
changes in policy that can be adopted.
Each company, because of external
and internal factors, must come up with
what thev feel to be the best action to
be taken. However, I feel quite conConcluding Observations
fident that the controversy over pricing
The accountant is becoming more policy will not be as serious once you
and more vital in making management have developed and implemented the
decisions and in establishing company P.I.D. code.

recorded as part of the sales accounting
function and fed into the computer will
allow the management accountant to
prepare a concise report for management's review. In the final analysis it
is not the idea or theory that gets results, it is the presentation that makes
it work. Care must, therefore, be taken
in designing the report to be presented
to management. Exhibit 1, is designed
to get the most out of the simple single -digit system.
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An Approach
to Interim Reporting
CONTINUAL UPDATING YIELDS VALUABLE INFORMATION
By Frank Judd
Over the last twenty years there has
been a steadily increasing interest of top
management in financial results. The interest may focus initially on planning
and projecting income for the year.
However, we all realize that one cannot
wait till the year end to find out and
come -out where one expected to be.
Obviously, it is necessary to devise the
interim period reports in such a manner that one provides ready means for
(1) translating operating variances from
budget into effects on income and (2)
for identifying significant shifts of income and outlay between different
months.
Our problems are (1) timeliness of
reports and (2) well - analyzed significance. If we meet these two requirements, we will usually find that we can
obtain active management interest.
After all, the president and his associates have a keen interest in profit results, be ,it for reasons of operating
control, or stock quotations, profit sharing, or just the basic motivation of
wanting to do well.
In this age of better and faster office
equipment, of all varieties and sizes all
the way to advanced computers, and of
analytic methods including the widespread use of standard costs, timeliness
should not be the major problem it
was twenty years ago.
Content and significance are the real
problems. When we deal with problems
MANAGEMENT ACCOUNTING /OCTOBER 1970

of significance for interim reports,
mainly the timing between different
months, we have, of course, more leeway, and we can resolve our problems
primarily in terms of significance to our
own management, although we are
mindful that we account for transactions, and that our books must reflect
the status of liabilities, as they are incurred.
Specific Changes after Adoption
of Budget
It is almost unavoidable that we experience major changes in operating
plans after the budget has been locked
up. We have to preserve the budget.
Yet, for the sake of clearer analysis and

FRANK JUDD
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and Special Studies, Brown & Williamson Tobacco Corp., Louisville,
Ky. Mr. Judd had his early college
education in Berlin, Germany. He is
a CPA (New York) and taught for
twenty years at the University of Louisville.

statement of responsibility, we need to
recognize specific changes.
If it develops that a new machine
type becomes available at a later date
than budgeted, we do not leave the extra labor commingled with ordinary
inefficiencies, but we submit the facts
to top management and probably receive a formally authorized management decision recognizing the nature
and the extra operating expenses of
the delay as a specific management
decision variance.
The same course is followed if we
have significant price increases in major
purchased materials, or if advance or
delay of special promotions for the introduction of new brands or packings
affects results for the fiscal year. Such
changes for the balance of the budget
would be carried as "authorized variance" and would appear in a separate
column in the variance analysis.
The effect of applying a distinct label
to these changes is that the responsibility is assumed by the executive committee, and that these variances do not
have to be explained and discussed over
and over again at each of the later
budget review meetings during the year.
Thus, the executive committee can
concentrate on variances other than
those expressly authorized.
Temporary Variances Affecting
Interim Reports
What is left in the variances after
removal of management decisions, es21

Exhibit 1
INCOME STATEMENT
(IN THOUSANDS OF DOLLARS)

894
399
1,293

3.2
18.3
4.3

1,293
46*
1,247

5.3
5.3*
5.3

1,247
686*
561

5.4
5.4*
5.4
.2

-

%

5.9
.5
5.5
10.1*
5.9
5.2
6.3*
5.1
13.7
5.7
5.6*
5.8
.3

608*
10*
*Denotes Unfavorable Variance.

sentially represents (1) a large variety
of operating variances and (2) a limited
number of specific variances resulting
from shifts between periods.
The operating variances are the subject of study by management at all
levels, but for this report we are not
concerned with them. The temporary
period variances are the ones we want
to recognize and isolate. As we look at
variances in various areas, such as advertising or sales promotion, it is important to ascertain whether a variance
represents (1) a difference between
actual and budget due to vagaries of
operations, (2) an addition or a cancellation of a promotional project for the
current year, or (3) an anticipation or
delay of a program by a few months but
still within the same year.
It is obvious that this analysis is of
great importance, and that it must be
carried out and then cast into a clear
reporting form in order to provide management with the information it needs.
We devised the form shown in Exhibit
1 for the purpose of summarizing our
data. We also use it for showing management how our income runs against
budget with the temporary factors adjusted.
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CLASSIFICATION OF SPENDING /OTHER
MANAGEMENT TEMPORARY
OPERATING
DECISIONS
TOTAL

15

15

15

15

1,394
197
1,605

67
82

16*
1,589
15
52
1*
1,656
11
1,666
463*
67
1,270
54*
1,216
87
1,303
705*
598

16*
66
10
44
21
141
17
158
654*
12
484*
8
476*
46*
522*
300
222*

%

16*
1,589
15
52
1*
1,656
11
1,666
463*
67
1,270
54*
1,216
87
1,303
705*
598

16.8
8.1
4.8
.9
13.2*
4.7
2.2
2.2

&

2.7

1,394
197
1,605

&

894

15

DOMESTIC
Gross Paid Sales
Less: Excise Tax
Sales (Less Excise Tax)
Variable Manufacturing Cost
Freight
Variable Margin
of Gross Sales
Advertising Media
Sales Promotion - Specific
Brand Contribution
of Gross Sales
Loss on Returns
Brand Contributions (After Returns)
Sales Promotion - Non - Specific
Selling Field
General Administrative
Domestic Profit Contribution
Export Profit Contribution
Total Profit Contribution
Common Operating Costs -Mfg.
Common Operating Costs -Corp.
Profit Before Sharing
Profit Sharing
Total Operating Profit
Other Income Expenses
Profit Before Income Taxes
Federal State Income Taxes
Net Profit
% of Gross Sales
Adj. for Temporary Variances
Adjusted Net Profit
&

2.6
.2

PARTICULARS

396
43
439

998
87
1,085

439

1,085
5
8
10*
1,088
6*
1,082
127
55
1,264
45*
1,219
133
1,352
744*
608

%

894

15

-

1.7
1.4*
1.9
1.8*
2,2*
2.0
.1

-

2,903
1,016*
1,887
950
42*
894

VARIANCES
SPENDING /OTHER
AMOUNT

-

VOLUME/MIX
AMOUNT
%

Interpretation of the Report

Our report (Exhibit 1) starts with
the actual figures and in step one divides
the Variances between Volume /Mix
versus Spending/ Other. For this presentation we are only concerned with
Spending/ Other, which we further
cassify into (1) Operating, (2) Management Decisions and (3) Temporary.
Internallv, most of our effort goes
into analyzing the operating variances,
because that is where we achieve control. However, for the link to the
monthlv income statement we have to
focus on the other two.
The principle is illustrated under the
caption of Advertising Media. We show
a total underspending of $1,394,000
for the partial year which amounted to
16.8 percent of the budgeted amount.
This information by itself should not
be the cause of jubilation because no
one can tell what it means. Detailed
reports back of the income statement
have analyzed the nature of the underspending, and this takes care of the
needs for operational and management
control.
The point that still needed development was the effect on the financial

12*
427
427
64
491
17*
474
474
261*
213

statement, looked at from the point of
view of reporting for a partial year and
also from the point of view of the
projected effect against the plan for the
year. This is why we split the variance
between (1) management decisions,
meaning a deliberate change in programs from the budget plan, and (2)
the temporary underspending resulting
from events, such as the customary preemptions of scheduled TV shows. or
the delay in promotion programs by a
month or two, which result in some
accumulation of underspending. This
sort of underspending is considered
temporary since most of the time the
management will decide to substitute
sponsorship of special programs later in
the year in order to provide the amount
of advertising that is considered desirable and that was included in the original plans for the year.
In contemplating the effect of what
we are aiming to accomplish, we considered taking up advertising expenditures either in accordance with budget
plan or on the basis of 1/12 each
month, or on the basis of cents per
thousand cigarettes sold, or some other
relationship to sales. Yet, in analyzing
Continued on page 41
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Toward Probabilistic
Profit Budgets
THREE METHODS FOR THE CONSTRUCTION OF PROBABILISTIC PROFIT AND LOSS STATEMENTS
By William L. Ferrara and
Jack C. Hayya
Practical techniques have recently been
developed for business applications of
probability concepts so that they can be
easily integrated with profit planning.
This paper shows how sonic of these
techniques can be used in the construction of probabilistic profit budgets, i.e.,
budgets that display expected values and
a probability interval for every item.
Related Studies and Literature
The accounting literature does not
specify how probabilistic profit budgets
are constructed. A 1960 study on profit
planning by executives, for example,
makes no mention of probabilistic
approaches to profit budgets?
The 1966 S t a t e m e n t of Basic
Accounting Theory, encourages accountants to adopt probabilistic financial
statements, but does not offer any guidelines? Bvme, et al, offer similar encouragement when they state that decision tree and network concepts "... may be a
better way of utilizing the double -entry
principle —at least when probability distributions are to be compounded for
such purposes as ... projection of profit and- loss statement categories along with
related balance -sheet and flow -of -funds
analysis." a
Magee,4 Hertz,11 and Jaedicke and
Robichek" focus on issues related to

The authors are indebted to Joseph Mackovjak
(now with General Electric) who provided simulation expertise and other valuable assistance.

probabilistic profit budgets. Magee
develops a detailed decision -tree in calculating the expected net present value
of alternative capital investments. Hertz
also deals with capital investments, but
uses computer simulation to derive
expected discounted return on investment and a probability distribution
which expresses the variability of
expected return on investment. Jaedicke
and Robichek handle uncertainty in

cost - volume -profit analysis by assuming
that uncertainty is in the form of a
normal probability distribution.
Coughlan, Hespos and Strassman,"
Springer, Herlihv, Mall and Beggs" offer,
in ascending order, some of the more
detailed approaches to preparing probabilistic financial statements.
Coughlan uses discrete probability
distributions to calculate expected net
receipts. His treatment of probability
inten•als, however, is incomplete.
Hespos and Strassman, like some
afore - mentioned authors deal with in-
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vestment decisions. They expand the
treatment of risk analysis in decision trees by substituting continuous probability distributions for the discrete
probabilities at the chance event nodes.
Springer, Herlihy, Mall and Beggs
use an analvtic technique and Monte
Carlo to estimate probability intervals
for net profit. In this respect, their work
is similar to ours.
The intent of this paper is to integrate
three probabilistic techniques suggested
in the literature with profit budgets.
The PERT -like and probability -tree
approaches used here emphasize most
likelv and mean values as well as
measures of variability for each item in

the income statement. Monte Carlo is
used to simulate probability intervals for
complex distributions that are too difficult to treat analytically.
The Typical Profit Budget
Let us assume that the profit budget
in a single- product company is as shown
in Exhibit 1. The direct- costing format
of Exhibit 1 facilitates the use of break even and cost - volume -profit analysis.
Fixed costs are classified into managed
and committed costs. Managed fixed
costs are those costs which can be
modified in the short run. Committed
fixed costs are those which cannot be
modified in the short run. The distinc-

Exhi bi t 1
PR O F IT BU D G ET F O R YE AR EN D IN G J U N E 197X
Sa l e s ( 10 0 , 0 0 0 u n i t s @) $ 1 0 )

$1,000,000

Variable c os ts
Manufac turi ng ($5 per uni t)

$500,000

Ma rk e t in g ($ .5 0 p e r u n i t )

50,000

550,000
$

Marginal contribution

450,000

M a n a g e d f i xe d c o s t s
$

Manufacturing

20,000

Marketing

10,000

A d m i n i s t r a t i ve

40,000

70,000
$

Short -ru n m a rgin

380,000

C o m m i t t e d f i xe d c o s t s
Manufac turing

$180,000

Marketing

40,000

A d m i n i s t r a t i ve

60,000

280,000
$

Ne t in c o m e b ef o re t a x
50%

100,000
50,000

-

Ta x

$

Ne t i n co m e a f te r t a x

50,000

Exh i b i t 2 '
PR O F I T BU D G ET F O R YE AR EN D IN G JU N E 197X
Pes sim ist ic

Most Likely

Op t i m i s t i c

$800,000

$1,000,000

$1,100,000

408,000
40,000

500,000
50,000

528,000
55,000

$352,000

450,000

517,000

tion between variable, managed and
committed costs in this model is not
only useful, it is particularly appropriate
(as xvill become clear) in the preparation
of probabilistic budgets.
The segregation of fixed costs into
managed and committed fixed costs gives
rise to the "short run margin." This
margin is the contribution to earnings
for which managers can be held accountable in a given budget period. The
short -run margin further shows that
committed costs are an obstacle which
must be hurdled before a net profit is
realized.
The weakness of Exhibit 1, and other
models like it, is that they give no
indication of the potential variability of
the various estimates used. It is clear that
the items in the budget are subjective
estimates of most likely values, i.e.,
estimates of what is most probable in
terms of revenues, costs and profits. The
function of probabilistic profit budgets
is to extend such models to indicate
the variability of each budget item.
Optimistic, Pessimistic and Most
Likely Values
Consider first the "three- level" estimates referred to as optimistic, pessimistic and most likely values. Such a
"three - level" profit budget can be easily
prepared, as shown in Exhibit 2.
It is evident that the three -level
estimates of Exhibit 2 are more informative than the most likely one of Exhibit
1. For example, Exhibit 2 shows that net
income after tax may be as low as
$13,500 or as high as $8,500. The ]one
use of the most likely estimate of
$50,000, as in Exhibit 1 can therefore
be misleading.
From the data of Exhibit 2, one can
calculate means and standard deviations
for sales, variable costs, and marginal
contribution by using the PERT for mulas 10 or through probability -tree analysis. If we are to use the PERT formulas,
the person who is providing the estimates
must be made aware that a most likely
estimate is a mode rather than a mean,
and that the pessimistic and optimistic
estimates are assumed to be six standard
deviations apart.
1

Sale s ($10 per un it)

Margi nal c ontri buti on

$

Manufacturing
Ma rk e t in g ($ .5 0 p e r u n i t )

$

Variable Cos ts

M a n a g e d f i xe d c o s t s
10,000

20,000

Marketing

10,000
25,000

10,000
40,000

40,000

$307,000

380,000

437,000

180.000

180,000

40.000

40,000

$

180,000
40,000

60,000

60,000

60,000

27,000

100, 000

13,500

50,000

157,000
78,500

13,500

50,000

78,500

$

$

Ne t i n co m e a f te r t a x

$

-

Ne t i n c om e b e f ore t a x
50%
Ta x

$

Marketing
A d m i n i s t r a t i ve

30,000
10 , 0 0 0

$

C o m m i t t e d f i xe d c o s t s
Manufacturing

$

A d m i n i s t r a t i ve
Short -run m argin

$

Manufacturing

Th e d a t a a r e b a s e d o n E xh i b i t 1 w i t h o p t i m i s t i c , m o s t l i k e l y , a n d p e s s i m i s t i c va l u e s f o r
s a l e s vo l u m e a n d va r i a b l e c o s t s b e i n g 1 1 0 , 0 0 0 , 1 0 0 , 0 0 0 , 8 0 , 0 0 0 a n d $ 4 . 8 0 , $ 5 . 0 0 , $ 5 . 1 0 , r e s p e c t i ve l y. U n i t va r i a b l e c o s t s a r e a s s u m e d t o va r y i n ve r s e l y w i t h vo l u m e . C o m m i t t e d c o s t s
a n d u n i t va r i a b l e m a r k e t i n g c o s t a r e a s s u m e d t o b e c e r t a i n ; s o m e m a n a g e d c o s t s a r e m o d i f i e d
t o r e f l e c t c h a n g i n g vo l u m e l e ve l s .
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Probability -Tree Analysis:
General
A more useful method for the preparation of probabilistic profit budgets is
probability -tree analysis." Probabilitytree analysis is a generalization of the
PERT method.
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Exhibit 3
THREE DIAGRAM OF BASIC PROBLEM INCLUDING EXPECTED VALUES
Com binati on

JP X NIA T

Vol um e

Va ri ab le

Va ri ab le

Mana ged

Com m itted

Ne t In c o m e

Joint'

(pric e == $10)

Manufac turing

Marketing

Co s t s

Co s t s

Af t er Tax -5 0 %

Probabi l i ty

Cost

Cost

(NIA T)

ON

$5.10

$0.50

$45,000

$280,000

$13,500

0.06

1

$0.50

$45,000

$280,000

$17,500

0. 18

2

3,150

$0.50

$45,000

$280,000

$25,500

0. 0 6

3

1, 5 3 0

$0.50

$70,000

$280,000

$45,000

0.10

4

4,500

$0.50

$70,000

$280,000

$50,000

0.30

5

15,000

$0.50

$70,000

$280,000

$60,000

0.10

6

6,000

$0.50

$80,000

$280,000

$62,000

0.04

7

2,480

$0.50

$80,000

$280,000

$67,500

0. 12

8

8,100

$0.50

$80,000

$280,000

$78,500

0.04

9

3,140

$

810

q= . 2
80,000
p =.3

$5.00
q =.6
$4.80

q =.2

$5.10
q =.2
100,000

$5.00

p =.5

q =.6
$4.80

q = .2

$5.10
q =.2
110,000

$5.00

p =.2

q =.6
$4.80
q =.2

Expe c t ed Va lue o f Ne t I nc o me a f t e r

Tax

$44,710

' J o i n t p ro ba bi l i t i e s a re c al c u l at ed b y m ul ti p l y i n g th e p ro ba b i l i t i e s o n th e p at h (t h e s u c c e s s i o n of br an c h e s ) m ovi ng t ow ar d e ac h o ut c o m e .

In using probability -tree analysis,
probability estimates must be made for
every level of volume and variable
manufacturing cost considered. Thus,
in our case, probabilities are assigned to
each of the three sales and variable
manufacturing cost levels as indicated in
Exhibit 3.. The probabilities (the p's
and q's) assigned to each level are
usually applicable to ranges whose midpoints are used in the calculations.
T h e budget variables under consideration in Exhibit 3 are sales, variable
manufacturing cost, variable marketing
cost, managed costs, committed costs,
and net income after tax. The nine
combinations in the Exhibit result by
considering the three sales estimates to
be independent of the three variable
manufacturing cost estimates .12
In Exhibit 3 variable marketing costs,
managed costs and committed costs are
assumed to be non - probabilistic. The
Exhibit shows net income after tax
(NIAT ) for each of the nine combinations and the expected value (the average
or mean value) of NIAT.
Th e expected value of NIAT in
Exhibit 3 [T(NIAT)JPl is $44,710. On
the other hand, the corresponding result
for Exhibit 2 as calculated by use of the
MANAGEMENT ACCOUNTING /OCTOBER 1970

PERT formula for the mean turns out
to be $48,666. The two results differ
because they are based on two different
models.

From the point of view of planning, the
coefficient of variation predicts the
potential variability of budgeted items.
A high coefficient of variation, for
example, indicates that an outcome
Probability-Tree Analysis and Profit
(e.g., actual sales) has relatively large
Budgets
variations about the budgeted value.
In Exhibit 4 the expected value (� �) From the point of view of control,
and the standard deviation (o) of every differences between budgeted and actual
item in the income statement is pre- outcomes are understood more meansented. The normal distribution and ingfully when they are related to the
probability intervals 13 of ±2 0 or -_* 3 0 coefficient of variation.
Exhibit S summarizes Exhibit 4 in the
from the mean cannot be used here since
the probability distributions under con- format of an income statement. The
sideration are not nonnal. They are three columns provide the mean, the
discrete probability functions, i.e., func- standard deviation and the coefficient of
tions where the random variable must variation.
An alternative format is presented in
assume distinct values.
It may be preferable to use the Exhibit 6, which displays the 100 percoefficient of variation rather than a cent and the 90- percent probability
probability interval in describing vari- intervals (or ranges) for the budget
ability for discrete probability distribu- items. As the terms imply, the 100 tions of the type shown in Exhibits 3 percent probability interval includes all
and 4. The coefficient of variation is the the elements in the distribution, whereas
percentage relationship between the a 90- percent probability interval excludes
standard deviation and the mean. The five percent in each of the two tails of
calculated values of this coefficient are the distribution. Probability intervals
presented in Exhibit 4 for each item in are obtained from Exhibit 4 by inspecthe income statement.
tion as explained below.
The coefficient of variation is a useful
Clearly the highest and lowest possible
tool for planning and control purposes. values for an item would contain a 10025

unit variable manufacturing cost. The
choice of any of these formats, however,
depends
managerial needs and
preferences.
on

percent probability interval. This can
be obtained readily from Exhibit 4. The
90- percent range, on the other hand, is
arbitrarily chosen in this instance because it fits the distribution of the nine
possible values for each item shown in
Exhibit 4. The highest value for each
item has a probability of 0.04, while
the lowest value for each item has a
probability of 0.06. Thus the 90- percent
range is determined by excluding the
highest and lowest values for each item
(with the exception of sales) . By definition, the 90- percent probability interval
as it has been presented here is slightly
off center.
The probabilistic income statements
of Exhibits 5 and 6 provide more information than the three -level format of
Exhibit 2. The improvement results
from attaching probabilities to sales and

A Model with Continuous
Distribution
Thus far we have considered two general approaches to preparing probabilistic
income statements, i.e., the three -level
and the probability -tree approaches. We
now consider the construction of a probabilistic income statement for a model
with continuous probability distributions.
The assumptions of the model are listed in
Exhibit 7. Note that basic data (e.g.,
price, mean volume, or mean -unit variable manufacturing cost) similar to the
D E S C R I P TI O N

OF

TH E

MODEL.

previous illustrations are adopted. Again
the model is for a single - product firm.
The main variables (volume and unit
variable manufacturing cost) are
normally distributed and statistically
independent with known means and
standard deviations. A relevant range for
volume (80,000 S Q <_ 120,000), but
not for unit variable manufacturing cost,
is assumed. In addition, two costs are
functions of volume. 'These are managed
manufacturing cost and managed administrative cost. The former has a linear
and the latter a quadratic relationship
with volume. The other costs, and also
unit price are constant.
The model presented may not be
representative of the typical firm. Nevertheless, it is useful, for gaining insight
into the construction of probabilistic
profit budgets.

Exhibit 4
CALCULATION OF EXPECTED VALUES, STANDARD DEVIATIONS AND
COEFFICIENT OF VARIATION FOR ALL INCOME STATEMENT ITEMS
Dollars in T housands
Com binati on

4

.18

5

.06

6

.10

8

7

.30

.10

9

.04

.12

.04

408
40
352

400
40
360

384
40
376

510
50
440

500
50
450

480
50
470

561
55
484

550
55
495

528
55
517

10
10
25
307
280

10
10
25
315
280

10
10
25
331
280

20
10
40
370
280

20
10
40
380
280

20
10
40
400
280

30
10
40
404
280

30
10
40
415
280

30
10
40
437
280

90
45

100

50

120
60

124
62

135
67.5

157
78.5

50

60

67.5

$

$

62

$

45

$

25.5

$

17.5

51
25.5

$

13.5

35
17.5

$

27
13.5

$

$1,100

$

$1, 100

$

$1,100

$

$1,000

$

$1,000

$

$1,000

$

$800

$

$800

$

Net income after tax

3

.06

$

Net income before tax
Tax @ 50%

2

$800

$

Joi nt Probabili ty
Sales
Variable Costs:
Manuf acturing
Marketing
Margi nal cont ribution
Managed Costs:
Manuf acturing
Marketing
Administrative
Short -run margin
Committed costs

1

78. 5

In Dollars

2

Coeffic ient of
Var iat ion -

Q

$12,400,000,000

$111,400

11.6%

478,080
48, 000
433, 920

3,164,913, 600
31, 000,000
2,623,033,600

56, 300
5,560
51, 200

11.8%
11.6%
11.8%

19,000
10,000
35,500
369,420
280,000
89, 420
44, 710
44,710

49, 000,000
0
47, 250,000
1,462,363,600
0
1,462,363, 600
365,590,900
365,590,900

7, 000
0
6,870
38, 250
0
38, 240
19,120
19, 120

36.8%

-

19.4%
10.4%
42.8%
42.8%
42.8%

.

E xt p( x I 1 where the x are the values of each combinat ion and the p(x 1) are the joint probabilities assigned to each x I
E Lx12 P(xt ) j - µ2 where is the expected value (mean).
P the
that r is the mean.
T

-

$960,000

%

µ

'

@

Sales
Variable Costs:
Manuf acturing
Mar ket ing
Marginal Contr ibut ion
Managed Costs
Manufac tur ing
Mar ket ing
Administrative
Short-run margin
Committed costs
Net income before tax
Tax
50%
Net income after tax

a

"

Expec ted value'

26

MANAGEMENT ACCOUNTING /OCTOBER 1970

income statement. This is especially true
with regard to the "short -run margin"
and the "net income before and after
tax" since these items are functions of
a product of two normal variables, a
linear function of a normal variable and
a quadratic function of a normal variable.1 5 Without knowing the specific
or approximate distribution of these
functions one cannot hope to obtain a
probability interval for the items under
consideration.
The distribution of these functions
can be derived with involved numerical
and mathematical techniques. By using
simulation, however, we can more easily
derive such probability intervals.

D I F F I C UL TI E S A S S O C I A TE D W I T H T H E C O N S TR UC TIO N

OF

WHEN

P R O B A B I L I T Y D I S TR I B UTI O N S

THE

PR OBA BI L ITY

I N TE R V A L S

To estimate a 95- percent probability interval
for the various budget items, we must
know how these items are distributed.1 4
If these items are normally distributed,
or if they belong to distributions that are
tabulated, it would be a simple matter
to obtain the desired distribution limits.
However, in spite of the simplifying
assumptions of our model, difficulties
associated with identifying the proper
distributions occur.
These difficulties increase as one progresses from the top to the bottom of the
AR E NO T READ ILY IDENTIFIABLE.

Probabilistic Intervals Through
Simulation
The model described in Exhibit 7
was simulated by computer and the
mean and a 95- percent probability interval for each budget item was determined.
The result is the profit budget of Exhibit
8.
The simulation program involved
1000 iterations; for in this type of
problem, experience indicated that 1000
iterations yields a reasonable approximation to the theoretical distribution 18 We
have partially verified this in our case
as test runs of 3000 iterations did not
produce significantly different results.

Summary and Conclusions
This paper presents three methods for
the construction of probabilistic profit
and loss statements: the three - level, the
probability-tree and the continuous distribution approaches.
The paper begins with a typical profit
and loss statement which displays most
likely values. Valuable information, however, is added to budgeted profit and
loss statements if every item in those
statements displays a mean and a probability interval. The mean is an expected
value -what the value of the item would
be on the average if we are afforded a
large number of trials. The probability
interval, on the other hand, tells us that
a stated percentage of the distribution
of a budget item falls within a given
range. Thus the probability interval
serves as a measure of variability for the
budget item. Other indices of variability

Exhi bi t 5
PR O F IT BU D G ET F O R YE AR EN D IN G J U N E 197X

Expected Value

Standard
Deviation

Coef fici ent
of Var i at ion

Sales

$960,000

$111, 400

Variable costs
Manufac tur ing
Mar ket ing
Margi nal cont ribution

478,080
48, 000
$433, 920

56, 000
5,560
51, 220

11.8
11.6
11.8

19, 000
10, 000
35, 500
$369, 420

7, 000
0
6,870
38,240

36.8
0
19.4
10.4

180,000
40, 000
60,000
89,420
44, 710
44, 710

0
0
0
38, 240
19, 120
19, 120

0
0
0
42.8
42.8
42.8

11.6%

Committ ed fixed costs
Manuf acturing
Mar ket ing
Admi nis trat ive
Net income before tax
T ax -50%
Net income after tax

$

Manuf acturing
Marketing
Adminis trative
Short -run margin

$

Mana ged fi xed co sts

Exhibit 6
PROFIT BUDGET FOR YEAR ENDING JUNE 197X
Expected Value
$960,000

$800,000

$1,100,000

90% Range
not applicable

-

Sales

100°x6 Range

Variable costs
Manufac turing
Marketing

561,000
55, 000

4 0 0 , 0 0 0 - 550, 000
40,00055,000

$433,920

352,000-

517,000

360,000-

495, 000

19, 000
10, 000
35, 500

10,000-

30, 000

10,000-

30, 000

25,000-

40, 000

$369,420

307,000-

307, 000

Short-run margin

25,000-

Net income before tax
Tax
50%

89, 420
44, 710

27,00013,500-

157, 000
78, 500

35, 000
17, 500

44,710

13,500-

78, 500

17,500

-

135,000
67, 500
67, 500

-

$

-

$

-

-

-

180,000
40,000
60,000

-

Committed f ixed costs
Manuf acturing
Marketing
Administrative

Net income after tax

40,000

3 1 5 , 0 0 0 - 415, 000

-

Managed fixed costs
Manufac turing
Mar ket ing
Admi nis trat ive

-

384,00040,000-

-

Margi nal cont ribution

478,080
48,000
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suggested arc, of course, the standard
deviation and the coefficient of variation.
In models with continuous distributions, it is recommended that Monte
Carlo simulation be used where the
probability distributions in question are
difficult to handle analytically. One
thousand iterations usually yield an
accurate approximation of the desired
distributions.

E xhi bi t 7
ASSU M E D O N E - PROD U CT C OM PA N Y M OD E L
1. V ol um e ( Q) is no rm al l y di st ri bu t e d w i t h e st i m at e d me an , µ Q = 10 0, 00 0 u ni t s ,
st a nda rd de v i at i on , GO = 1 0,0 00 uni t s, a nd re l e va nt ran ge 80,000 <Q <120,000.

2. Sal e s pri ce is co n st a nt at $ 1 0 p e r u ni t .
3. U ni t va ri a bl e ma nufa ct u ri n g c ost (v) is no rm al l y d i s t r i b ut e d w i t h e s t i ma t e d me an ,
My = $ 5. 00 a nd s t a nd ar d de vi at i o n, a = $0.20.

4. V o l um e (Q) and un i t var i ab l e man ufa ct u ri n g c ost ( v ) a re st a t i s t i c al l y i nde pe n de n t .

'Le on E. Hay, "Pl anni ng for Profits -How Some
Executi ves are Doing It," The Accounting Review,
April 1960, pp. 233 -237.

5. M ana ge d ma nuf act uri ng cos t ( Cm mfg) h as t he fo l l o wi n g l i ne ar re l at i ons hi p
wi t h vo l u me (Q):
Cm m fg = $ 20,000 + ( Q
- 1 00 ,0 00 ) ,

2

A Statement of Basic Accounting Theory, American Accounting Association, 1966, pp. 38, 59,
and 65.
2

wi t hi n a re l e van t range : 80,000<Q <120,000.

"R. Byrne, A. Chames, W. W. Cooper, and K.
Kortanek, "Some N e w Approaches to Risk," The
Accounting Review, January 1968, p. 33.

6. M ana ge d ad mi n i st rat i ve cos t ( Cm ad) ha s t h e f ol l owi ng qua drat i c re l at i ons hi p
wi t h v ol um e (Q):
Cm ad =- $40,000 + 0.25 Q + 0.64 (10 s Q ' )
wi t hi n a re l e vant range : 80,000 <Q <120,000.

4 ohn F. Magee, "H ow t o Use Decision Trees in
Capital Investment," Harvard Business Review,
September- October 1964, pp. 79 -96.

7. Al l ot h e r cos t s a re con st a nt : ma na ge d ma r ke t i n g ( $ 1 0 ,0 0 0) ,
co m m i t t e d m a n u f a c t u r i n g ($180,000), co m m i t t e d m a r k e t i n g ($40,000),
co mm i t t e d a d mi ni st r at i v e ($60,000), and va ri a bl e m ark e t i ng ($0.50 pe r uni t ) .

"David B. He rtz, "Risk Analysis in Capi tal Investment," Harvard Business Review, January-February, 1964, pp. 95 -106, and "Investment Policies
that Pay Off," Harvard Business Review, JanuaryFebruary 1968, pp. 96 -108.

'John W. Coughlan, "Profit and Probability,"
Advanced Management Journal, April 1968, pp.
53 -69.
"Richard F. Hespos and Paul A. Strassman,
"Stochastic Decision Trees for the Analysis of
Investment Decisions," Management Science, August 1956, pp. 244 -259.

Exhi bi t 8
PR O F I T B U D G E T F O R Y E AR E N D I N G J U N E 197X
E xpe ct e d V a l ue
Sal e s

95% Pr oba bi l i t y I n t e r v al '
$807,746

"Clifford H. Springer, Robert E. Herlihy, Robert
T. Mall, and Robert I. Beggs, Probabilistic Models,
Richard D. Irwin, Inc., Homewood, Ill. 1968: Of
particular relevance are Chapters 4 and 5.

Vari abl e cost s
M an ufa ct uri ng
M arke t i ng

50 0 , 4 5 2
50,123

406, 370
40, 387

M argi nal cont ri bu t i on

45 1 ,5 7 1

366,022

' "The PERT formulas for the standard deviation
(o) and t he me an (A) are:
_ b - a
6
(a +b)]
[2m+

M anage d fi xe d cost s
M an ufa ct uri ng
Marke t i ng
Admi n i st ra t i ve

$1, 195,900
-

$1,002,146

600, 546
59,795
548,412

-

$

-

-

"R. K. Jaedicke and A. A. Robichek, "Cost Volume -Profit Analysis Under Conditions of Uncertainty " The Accounting Review, October 1964,
PP. 9 4 -926.

-

20,825

Short -run margi n

"T h e probability-tree analysis used in this study
differs from formal decision -tree analysis in that
all node s i n the probabili ty-tree are chance event
nodes.

Co mm i t t e d fi x e d c o st s
M an ufa ct uri ng
Marke t i ng
Admi ni s t rat i ve

180,000"
40,000"
60,000"

N e t i n com e b e fo re t ax
Tax
50%

91,523
45,762

34 , 05 7
15 , 68 2

45 , 7 6 1

15 , 6 8 2

31 4 , 0 5 7

70 , 0 4 9
433,914

-

-

-

-

$
$

153,914
75,870
75, 870

-

N e t i nco me a ft e r t ax

$

-

-

"Exhi bit s 2 and 3 re pre se nt di ffere nt mode ls. T he
model of Exhibit 2 assumes that volume and
variable manufacturing costs are inve rsely related.
The model of Exhi bi t 3 assume s them t o be i ndependent.

-

Where " b " is the optimistic estimate, " a " is the
pessimistic estimate and "m " is the most likely
estimate.

371, 523

29,795

-

2

10 ,3 87

-

µ=8

20 , 1 1 1
10,000"
49 ,9 37

D e t e r mi n e d by dr o pp i ng t h e upp e r an d l ow e r 2 1/ 2 p e r ce n t of t h e 1 00 0 i t e ra t i o ns .
'C o s t s w h i c h a re c on s t a nt d o not have a p roba bi l i t y i nt e rval si n ce t he y are con si de re d
"ce rt a i n ".
'

"Re fe rre d to as confidence intervals when the
parameter to be estimated is not known.
The probabilit y interval could he set at whatever
level desired if 95 pe rce nt is considered inappropriate.

14

' "The Short-Run Margin, SR M - 6 0 ,0 00 + Q
( 8 . 7 5 - v ) - . 6 4 ( 1 0 - 1 )Q 1, where Q is the volume, v is the unit variable manufacturing cost,
and Q and v are inde pe nde ntl y and normal ly di stributed. Net income before and after tax is of
the same form.

28

"Addi ti onal information concerning how many
iterations are appropriate in this type of problem
is available in;
R. W. Conway, "Some Tactical Problems in
Digital Simulation," Management Science, October
1963, p. 49.

Daniel Teichroew, "A History of Distribution
Sampling Prior to the Era of the Computer and
its Relevance to Simulation," Journal of the American Statistical Association, March 1965, pp. 2749.
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Systems Framework
for Capital Expenditure
Program Development
CONTROL MUST BE IMPLEMENTED OVER THE TOTAL PROCESS,
INCLUDING THE PROCEDURE BY WHICH PROPOSALS ARE DERIVED
By Larry N. Killough
Before an efficient and effective capital
expenditure program can be developed
or indeed necessary integrative factors
identified, we should acquire an understanding of the nature of the relationship between capital budgeting and
its operational environment. Our purpose here is to develop an operational
concept of capital expenditure programs to aid in the expansion of such
an understanding. This paper relies on
a conceptual - analytical base, supported
to some extent by empirical data. Since
we are primarily concerned with identification and integration of observable
relationships, utilization of systems
methodology in the development of the
framework is quite reasonable.'
A system, by definition, is nothing
more than a group of interrelated elements, having a common purpose, with
systems analysis involving decomposition of the basic structure in successive
stages until desired relationships are
obsen•able. Within this context any
system (or sub - system) may be described in terms of three general components: (1) input, (2) processor and
(3) output.
William G. Scott, Organization Theory: A Behavioral Analysis for Management, Ri chard D . Irwin,
Inc., Homewood, 1967, pp. 122 -123.
MA NA GE M EN T AC C OU NTIN G / OC TO B ER 1 97 0

In order to introduce the overall concepts involved, the corporation will first
be viewed superficially in terms of the
above three general components. After
providing this systems orientation to
the corporate structure, an attempt will
be made to derive a meaningful frame
of reference for subsequent considera-

tion of planning and control for capital
facility decisions.
Corporate System
Conceptually a corporate system can
be broken down into successively smaller
components until all relevant parts are
revealed. In this manner, and allowing
for the degree of ignorance that must
prevail at any given time, something
approaching complete knowledge about
the system should then be available.
Basic components of a corporate system might initially be viewed as:
Input:
Operating conditions
Operating methods
Resources

Roanoke Chapter 1969, is Assistant
Professor in the Department of Accounting, Virginia Polytechnic Institute and State University, Blacksburg,
Va. Professor Killough holds a B.S.
degree from The University of Tennessee, an M.B.A. degree from Temple University and a Ph.D. degree
from the University of Missouri. Professor Killough, in addition to teaching, has had other professional accounting experience, is a CPA and
has contributed articles to various accounting and management journals.

Processor:
Corporate activities.
Output:
Product
Sales
Costs
Position
Dividends
Image
Othcr
Next, recognizing that a corporation
must rely on objectives, plans, controls
and operations (either formally or in29

formally), an initial decomposition of
the above basic structure may well take
the form reflected in Exhibit 1.
Three major sub - components result
from this initial separation of the
corporate structure: (1) a strategic
decision making system, (2) management control cycle and (3) operating
System.2 The schematic representation
indicates that through strategic decisions, objectives for the corporation are
formulated and indeed these basic
objectives are altered only through the
strategic decision making process.
By means of the management control
cycle, the enterprise is guided to these
predetermined objectives. Finally, plans,
subsequently formalized in the management control cycle are carried out by
individual segment control through the
derivation of guidelines and application
of objective decisions to specific activities.
A continued separation and analysis
of components on a logical basis would
provide additional detail regarding the
system. For instance, should one of the
components, such as the production system, be isolated and analyzed as a sub system more information about the
functioning of the part could be obtained.

Exhibit 1
THE CORPORATE SYSTEM
INPUT

Problem
input

OUTPUT

PROCESSOR
Strategic
planning

r - - - - - - - - - - - - - - - - - - - -

Solution
output

-

-

-

-

- -

I

Problem
input

Management
control
cycle

[ I

Production
input

Production
system

Productive
output

N

Sales
inp ut

Sales
system

Sales
output

M

Other
input

Other
systems

Other
output

Solution
output

The Capital Expenditure System
Assuming some previous knowledge
of capital investment theory, and given
the preceding exposure to the corporate
structure, one might intuitively find it
quite simple to equate capital budgeting
with the corporate system either
through strategic decision making or the
management control cycle. However,
such an association neither permits
verification of the relationship, nor exposes unresolved problems that may be
a part of this relationship. Consequent ]v, it is considered more appropriate to
look at a capital expenditure system in
terns of its observable relationships
(both intra and inter - system) before
beginning to formulate potentially ill structured notions regarding the capital investment process.
The initial system might be visualized
as shown in Exhibit 2.
The derived model is obviously deficient for at least two reasons: (1) no
consideration is given to source of
project proposals and (2) the model
ignores disposition of outputs. ThereFor an extensive discussion and justification for
the individual components see: Robert N. Anthony,
Pl anning and Cont rol Systems: A Framework For
Analysis, Harvard University, Boston, 1965, pp.
1 -93.

1

30

fore, it logically follows that the system
should be expanded to consider these
missing links.
PROJECT ORIGINATION
Conceptuallv, a framework for originating project proposals can be visualized if it is considered permissible to:
(1) disregard specific originating source,

(2) assume, as given, a relevant set of
criteria for controlling the process, and
(3) assume that the model yields all
worthwhile projects. Of course, such a
model is quite incomplete, but it does
permit the outlining of basic components as evidenced by Exhibit 3.
The model can logically be related to
traditional capital budgeting theory

Exhibit 2

TRADITIONAL CAPITAL INVESTMENT THEORY

INPUT

Project
proposals

INPUT

Technically
feasible
proposals
INPUT

Project
proposal
ranking

PROCESSOR
Technical
evaluation

PROCESSOR
Economic
evaluation

PROCESSOR
Cost of
capital
concepts

OUTPUT

Technically
feasible
proposals

OUTPUT

Project
proposal
ranking

OUTPUT

Acctle
projects
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Exhibit :I
PROJECT ORIGINATION

CONTROL

Some
criteria

the company's long -range objectives.
More logically, proposals should be derived from an expansion of objectives
into plans, thus eliminating the need
for an identification, since one would
evolve from the other.
IN-PROCESS CONTROL

INPUT
Corporate
system

PROCESSOR
Pre - selection
process

(i.e., the model provides output which
in turn becomes input to the traditional
capital investment model), but a great
deal more must be known before the
concept becomes operational for capital
expenditure programs. Sources of inputs
have to be discovered, leading to a tie
in with other systems in the corporate
hierarchy: necessary criteria for effectively and efficiently controlling the preselection process must be determined,
and perhaps still other factors, not intuitively obvious, require some consideration.
Indeed, the sub - system may even be
unrealistic. Traditional theory assumed
away any consideration of project pro-

OUTPUT
Project
proposals

posal origination. For example, a recent
study apparently was rather vague regarding project origination, as indicated
by the following statement:

Shifting focus to outputs, it is apparent that determination of project
acceptability must not be the terminal
point for a capital expenditure decision
making process. In some manner certain
project proposals must be approved and
committed, while others must be subsequently discarded, or at least held in
abevance. Thus, in skeleton format, a
logical sub - system should appear to be
somewhat as presented in Exhibit 4.
Recognizing that costs, either time
or expenditure generated, are factors
that must be controlled in project construction and installation, the schematic
presentation is generally indicative of
the type of sub - system required. But
even so, little is actually known about
specific means for project approval and
implementation, or about information
processing for control purposes. As a
last item, consideration must be given
to means for measurement of actual
performance.

-

-

-

-

-

-

-

-

—

-

-

- -

—

POST EVALUAT ION SUB - SYSTEM
If the ultimate objective is to assist
"An essential starting point in capital
in
making optimal use of resources (or
expenditure planning and control is the
identification of proposals with the some similarly phrased desire), then
long -range objectives of the company. actual results must be compared with
This requires a definition and a rather predicted results (with a distinction
complete description of both the objec- made between planning and operations
tives and the capital expenditure pro- in evaluation). Without this comparison, a major source of information flow
posals." 8
is
left out of the system. Therefore, as
From the above it might be assumed
a
final
proposed system, the framework
that the study was referring to the
identification of the relationship be- indicated in Exhibit 5 is offered for
tween proposals (already found) and post audit of operational facilities.
Several significant problems, not
readily apparent from the diagram itExhibit 5
self, result from additional consideraPOST EVALUATION SUB — SYSTEM
tion of processes implied in this system.
For one, information retrieval of actual
results must be considered a problem
CRITERIA
Control
Original
of the first magnitude since traditional
proposals
accounting systems are not designed to
supply such information, vet, this information may well be an important
link in the overall corporate evaluation
process. Additional problems include:
INPUT
OUTPUT
Operational
PROCESSOR
(1) review timing, (2) selection of
uc
facilities
Comparison
failure
projects for comparison and (3) selection of personnel to make the reviews.
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Feedbac k- --- --- - - - . — .J

'Reginal L. Jones and H. George Trentin, Budggeting: Key to Planning and Control, American Management Association, Inc., New York, 1988, p. 138.
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Tentative Framework for Reference
Preceding comments were directed to
presenting the broad foundation necessary for proper consideration of planning and control in capital expenditure
decisions. In doing so, various necessary
relationships, as well as complicating
factors, were suggested.
As a means of outlining the major
area of concern within the overall corporate management system, components
earlier identified are now pulled together as shown in Exhibit 6.
Identifiable in the model are four
components for capital expenditure programs: (1) project origination, (2)
project planning, (3) in- process and
implementation control, and (4) follow-up review. These activities function
within a general management environment composed of strategic planning,
the management control cycle and operating systems.
Beyond this, the model casts little
additional insight into capital expenditure programs except to suggest that:
(1) in each sector a logical and consistent structure of criteria must be developed to implement control, (2) each
activity is dependent for input on the
preceding one or on the management
system and (3) the whole structure or
hierarchy of systems must be integrated
by means of an operational feedback
process. Thus, it would appear that any
consideration of capital expenditure programs should be predicated on the
framework, criteria and connectives implied in this section.

Exhibit 6
MODEL FOR CAPITAL EXPENDITURE
PLANNING AND CONTROL
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Summary and Conclusions
Traditionally, capital budgeting
theory has centered attention on evaluation and selection, assuming that all
alternatives were given and that complete knowledge existed. However,
where capital budgeting is to be both
effective and efficient, control must be
implemented over the total process by
which proposals are derived, evaluated
and committed.
This would seem to require derivation and development of facility op-
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portunities within the framework of the
total management environment. Within
this overall framework the traditional
capital budgeting model appears indeed
to be a sub - system logically integrated
with total management planning.
Finally, if the system, as presented,
is to become operational: (1) a consistent structure of criteria must be de-

veloped for implementing control and
(2) all segments of the system must
be given adequate recognition and properly integrated. Only in this manner can
the process involved be expected to
properly receive input and produce output in a manner consistent with what
are considered to be the overall corporate objectives.
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Pitfalls in Using Discounted
Cash Flows for Mutually
Exclusive Proposals
UNLESS WE APPLY VALID METHODS, WE MAY REJECT A PROMISING PROPOSAL
By David O. Jenkins
There are several ways of approaching
the discounted cash flow calculation and
care must be taken in selecting the
method to be used. The accountant
should be aware of the pitfalls of
improper use of discounted cash flow in
evaluating mutually exclusive proposals
and know how to avoid them.
Various Approaches
In the most common approach to
discounted cash flow,, a time - adjusted
rate of return or yield is found which
discounts cash flows to a zero net present
value. If this rate of return is deemed to
be sufficient, the proposal merits consideration. A rate of return is Usually
determined for each separate proposal,
but in the case of mutually exclusive
alternatives with unequal amounts of
investment, a rate of return can be
computed on an incremental basis by
determining the marginal rate of return
on the additional investment.2
An alternative approach is to compute
"Financi al Analysis to Guide Capital Expenditure
Decisions," National Association at Accountants
Research Report 43, New York, 196 7, p. 4.
' The procedure is described concisely by Victor H.
Brown, "Rat e of Return: Some Comments on i t s
Applicabili ty in Capi tal Budget ing," The Accounting Review, January 1961, p. 54.
I
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the net present value of each proposal
based on a predetermined discount rate.
For ranking purposes, the result of this
approach may be expressed as a profitability index, defined here as the discounted present value of all projected

t ..

future cash flows divided by the present
net cash outflow. Profitability indexes
do not necessarily produce the same
rankings as time - adjusted rates of return.

Valid vs. Invalid Applications
Our concern is that some of these
approaches are not valid as a guide
to choosing between mutually exclusive proposals which involve different
amounts of investment but which have
equal lives and returns on investment
which are a linear function of volume.
Our position can be summarized as
follows:

DAVID 0. JENKINS

Los Angeles Chapter 1966, is a Professor of Accounting at Stanislaus
State College, Turlock, Calif. He was
formerly Associate Professor at the
University of Southern California. Professor Jenkins, a CPA, received his
B.B.A. degree from Loyola University
of Los Angeles, an M.A. degree from
the Catholic University of America in
Washington, D.C., and a D.B.A. degree from the University of Southern
California in Los Angeles. He is a
previous contributor to MANAGEMENT
ACCOUNTING, and has received an
NAA Certificate of Merit for this
article (1969 -70).

Valid applications:
Present value — Compare total net
present values
Rate of return— Comparc rate of
return on incremental investment
with minimum rate required
Invalid applications:
Present value— Compare profitability
indexes
Rate of return — Compare total rate of
return of each alternative
Either approach— present value or rate
of return —can be used in such a way as
to arrive at a valid result, if properly
33

Table 1

COMPARATIVE

PROFITABILITY INDEXES AND NET PRESENT VALUES
FOR VARIOUS ANNUAL VOLUMES AT ASSUMED DISCOUNT RATE OF 8%
Annual Volume In Units
2,000

3,000

4,000

5,000

6,000

Alternative
Number

Alternative
Number

Alternative
Number

Alternative
Number

Alternative
Number

Taxable Income
Income Tax At 6W

$

$2,000
1,667
333
200

4,000
4,000

$3,000
1,667

-0-0-

2

1

2

1

2

1

2

8,000
4,000

$5,000
1,667

$10,000
4,000

$6,000
1,667

$12,000
4,000

6,000
4,000

$4,000
1,667

1,333
800

2,000
1,200

2,333
1,400

4,000
2,400

3,333
2,000

6,000
3,600

4,333
2,600

8,000
4,800

Income After Tax
Depreciation

133
1,667

-04,000

533
1,667

800
4,000

933
1,667

1,600
4,000

1,333
1,667

2,400
4,000

1,733
1,667

3,200
4,000

Net Cash Inflow

1,800

4,000

2,200

4,800

2,600

5,600

3,000

6,400

3,400

7,200

Present Value Of 3 -Year
Annuity Of 1 At 8%

2.577

2.577

2.577

2.577

2.577

2.577

2.577

2.577

2.577

2.577

$6,700

$ 14,431

$7,731

$ 16,493

$8,762

$18,554

$5,000

$12,000

$5,000

$12,000

$5,000

$12,000

$5,000

$12,000

Profitability Index

(a)

.928

.859

1.134

1.031

1.340

1.203

1.546

1.374

1.752

1.546

Net Present Value

(a) -( b)

(361)

(1,692)

669

370

$1,700

2,431

$2,731

4,493

$3,762

6,554

$

(b)

An Illustration

The following illustration will demonstrate that both profitability index
and total rate of return methods favor
the same alternative at all possible
volumes under the assumptions stated,
and hence these methods are invalid as
a basis for choice. The total net present
value and incremental rate of return
methods, on the other hand, lead to
different decisions depending on anticipated volume and thus are a valid basis
for distinguishing between alternatives.
Assume that the volume of some
product, service, or clerical function has
risen to the point where present ]landlabor methods are obviously inefficient
and some degree of mechanization is
needed to reduce the cost. Two types
of labor - saving equipment are available:
Alternative
Investment (in 000)
Savings (per unit)

1

2

$5
$1

$12
$ 2

Within the possible range of activity
under consideration, the unit cost saving
will remain constant at all volumes. Each
machine has an estimated economic life
of three years with no salvage value. In

general the choice between the altematives should depend on the anticipated
volume of the activity under consideration.
Present Value Approach

Table 1 illustrates comparative prof itabilitv indexes for various assumed
annual volumes from 2,000 to 6,000
units, using straight -line depreciation
and an assumed Fcdcral -State income
tax rate of 60 present.' A discount rate
of 8 percent is assumed as the minimum
required after -tax rate of return.
Note that at each volume Alternative
1 has the higher profitability index, and
by an increasingly large margin. Yet it
would seem that higher volumes and the
resulting greater savings should justify
investment in the more costly alternative. If total net present values are
computed, the result does swing in favor
of Alternative 2 as volume increases. This
can be seen graphically in Exhibit 1.
Some additional observations may be
of interest. At zero volume, the profitability indexes are identical at .5154.
This represents the value of the dc3
Straight-line depreciation is chosen to simplify the
illustration and make the basi c re lati onships more
clearly discernable. A total income tax rate of 60
percent closely approximates the combined corporate rate of tax in California at the time of
writing in 1969 ( 48 percent basic Federal rate
+ 4 . 8 percent to allow for the 10 percent surcharge + 7 percent California corporate tax rate
= 5 9 . 8 percent.)

$

$12,370

$12,000

$

$5,669

$5,000

$

$ 10,308

(b)

$

$4639

Investment

$

(a)

$

Present Value Of
Net Cash Inflow

applied. However, invalid applications
must be avoided.
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I

$

Labor Cost Saved
Depreciation

2

$

1

preciation tax shield relative to the
investment. I
At zero volume, the net present
values of the alternatives are $(2,423)
and $(5,815) respectively, representing
the excess of the investment over the
present value of the tax shield. This
excess equals 1 minus .5154 or .4846 x
$5,000 and $12,000 respectively.
Under the net present value approach
there is an indifference point beyond
which Alternative 2 becomes more
attractive. This point is approximately
3,291 units annually, yielding a net
present value of about $970 under either
alternative. The present value of the
after -tax cost savings from sales of one
unit per year can be computed as 2.577
x (1 - .60) x $1 and $2 respectively for
Alternatives 1 and 2 which equals
$1.0308 and $2.0616.
Using the net present value at zero
volume as computed previously and
letting X = annual volume in units, the
indifference point, as shown in Table 2,
is computed by solving for X:
$2.0616X - $1.0 308X = $1.0 308X
$5,815 - $2,423 = $3,392
$1.0308X= $3,392
X= 3,291 units
The pre se nt val ue at 8 pe rcent of an annunit y of
1 for 3 ye ars is 2.577 and the amount of de pre ci ation pe r year i s 4 o f t h e investment. Thus, % X
60 X 2.577 = .5154, which is a const ant regardless of the size of the investment.
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annual returns over its entire economic
Table 2
THE INDIFFERENCE POINT
Alternative
Annual volume in units
Cost savings per unit
Gross savings
Annual depreciation
Taxable income
Tax at 60 percent
Net income
+ depreciation
Net cash inflow
Present value factor
Total
Less investment
Net present value

1

2

3,291
$
1
$ 3,291
1,667
$ 1,624
974
$ 650
1,667
$ 2,317
2,577
$ 5,970
5,000
$ 970

3,291
$
2
$ 6,582
4,000
$ 2,582
1,549
$ 1,033
4,000
$ 5,033
2,577
$12,970
12,000
$ 970

life, the payback period can be computed by dividing the investment by the
annual return. The factor thus computed
not only represents the payback period
but also is the factor in a present value
of annuitv table which indicates the
time adjusted rate of return. This is so
because the latter is simply the discount
rate which makes the annual returns
equal to the initial inve s t m e n t .

Rate of Return Approach

Rates of return are determined from

Note that at each volume in Table
3, Alternative 1 has the higher total rate
of return, and by an increasingly large
margin. This is the same pattern displayed by the profitabilih, index in
Table 1. Again, it would seem that high
volumes and the resulting greater savings
should justify the larger investment. If a

Table 3 shows comparative rates of
return using the same data and range of
volume as in Table 1, The comparisons
arc displayed graphically in Exhibit 2.

payback periods, an approach explained
in the next paragraph for those who may
be unfamiliar with it.
For an investment which has equal

anticipated, for example, would a firm
rather have a return of 46 percent on an
investment of $5,000 or a return of 36

Exhibit 1
COMPARATIVE PRESENT VALUE MEASURES
OF DESIRABILITY OF MUTUALLY
EXCLUSIVE INVESTMENT ALTERNATIVES

=

vo l u m e

of

6 ,0 0 0

u n it s

pe r

year

is

Exhibit 2
COMPARATIVE RATE OF RETURN
MEASURES OF DESIRABILITY OF
MUTUALLY EXCLUSIVE
INVESTMENT ALTERNATIVES

_ Profitability Index
(figures from Exhibit I )

total Rate OI' Return
Iligures from Exhibit 3)

48
44
0 40
_ 36

0

2.

Alternative I �

1.8
x 1.6

-
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L 1.4

28

_ 12

= 14

5154

;� I. 0
8
6

.Alternative 2

x

20
16
I ,

ci . 4
0

Alternative I

z

0

1.000

- -.000

3.000

4.000

5.000

4
0

6.000

0

o

-I
�
3

$(5.815)

3.000

4,000

5,000

(in units)

6,000

Incremental Rate Of Return
(figures from Exhibit 3)
+
32
18
24

$970
3,291 units}

$(2.423)

'_.000

(in units)

Alternative 2 �

,
I
0

1.000

Annual Volume

_ Net Present Value

O

-'

Annual Volume

(figures from Exhibit I)
7
6
5
4
3

Alternative

8

Alternative I

a
E
v

20
16 12

a

8
a
0

Alternative 2
Desirable
_____ Assumed Minimum
- - - - -- - -- - - - -- - - - - -- - - - - - - - -- - - - -- - - - Required Rate
� � �A lt er n at ive� 2
Not Desirable

-5

0

1,000

2,000

3,000
4,000
Annual Volume
(in units)
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5,000

6,000

0

1,000

2.000

3.000
4,000
Annual Volume

5.000

6,000

(in units)
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Table 3

COMPARATIVE TOTAL AND INCREMENTAL RATES OF RETURN FOR
VARIOUS ANNUAL VOLUMES
Annual Volume In Units
2,000

3,000

4,000

5,000

6,000

Alternative
Number

Alternative
Number

Alternative
Number

Alternative
Number

Alternative
Number

1

1

2

1

2

1

2

1

2

4,800

$2,600

5,600

$3,000

6,400

$3,400

$5,000

$12,000

$5,000

$12,000

$5,000

$12,000

$5,000

$12,000

Payback Years

(b)

2.778

3.000

2.273

2.500

1.923

2.143

1.667

1.845

1.471

1.667

4%

•0•

15%

10%

26%

19%

36%

28%

46%

36%

Payback Years

(d) =(c)

Incremental Rate Of Return
(3 Year Life)

percent on an investment of $12,000?
Probably most firms would choose the
latter. The trouble with total rate of
return is that it ignores the relative size
of the investment.
If rate of return is to be used as the
criterion in the type of situation under
discussion, it must be an incremental
rate of return. In choosing between
Alternative 1 with an investment of
$5,000 and Alternative 2 with an investment of $12,000, the essential point is
whether the incremental investment of
$7,000 is justified.
If the anticipated annual volume is
3,000 units, the additional cash flow
will be $2,600 per year ($4,800 minus
$2,200) and the rate of return will be
only about 6 percent ( $7,000 _ $2,600
= 2.693 which approximates the present
value of an annuity of 1 for 3 years at
6 percent). This rate of return would
not be sufficient to meet the assumed
cutoff rate of 8 percent.
If a volume of 4,000 units annually is
expected, the incremental cash flow of
$3,000 ($5,600 minus $2,600) will
represent an approximate 14 percent rate
of return on the incremental investment
of $7,000. This is more than enough to
justify the larger investment alternative.
The preceding illustration demonstrated that, for the specific example

7,000

7,000

$

3,400

$

$

3,000

$

7,000

$

2,600

$

7,000

$

2,200

$

Incremental Investment
($1 2,000 45 ,00 Oxd)

$

Incremental Cash Flow
(Alternative 2 less
Alternative 1) (c)

$

(a)

$

$2,200

$12,000

$

4,000

$5,000

$

$1,800

(b)

$

(a)

Investment

$

Net Cash Inflow
From Exhibit I

Total Rate Of Return
(3 Year Life)

36

2

7,200

3,800
7,000

3.182

2.692

2.333

2.059

1.842

.3%

6%

14%

22%

297o

assumed, a total rate of return or
profitability index approach would not
constitute a valid basis for discriminating
between mutually exclusive alternatives.
The question may arise as to whether
this statement is always valid or applies
only to limited examples which involve
some peculiarity of data.
The discussion in the Appendix to this
article will abstract from specific figures
and present an algebraic proof of the
relationships illustrated above.
Consequences of Improper
Evaluation
Failure to recognize that certain discounted cash flow approaches are invalid
as bases for choosing between mutually
exclusive capital expenditure proposals
could be most unfortunate in any companv having even a modest degree of
decentralization in the capital expenditure decision process.
For example, the managers of a
division within a decentralized company
may be faced with a choice between
alternatives such as those involved in the
example discussed earlier. In that case,
if they anticipated an annual volume of
4,000 units and used total rate of return
to arrive at a decision, they would
erroneously recommend investment in
Alternative 1 to top management.

Those responsible for capital rationing would presumably be favorably
impressed with a proposal promising an
after -tax rate of return of 26 percent
(Table 3) and would recommend its
adoption. What thev would not realize
is that they would be unknowingly rejecting an additional investment of $7,000
which promised an after -tax rate of
return of 14 percent. Unless top management sees to it that appropriate
criteria are used in screening investment
opportunities at lower echelons, desirable
investments may never even be proposed.
Summary
For mutually exclusive capital expenditure proposals having equal lives and
returns which are a linear function of
volume, neither profitabilitv index nor
total time- adjusted rate of return provides an appropriate basis for choice,
because both will favor that alternative
whose relative return is higher than its
relative investment, regardless of volume
achieved. Onlv an incremental rate of
return or total net present value approach
is able to distinguish between the relative
merits of the competing proposals. It is
especially important that these facts be
communicated to lower echelons of businesses in which the capital expenditure
screening process is decentralized.
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APPENDIX
Investments with equal annual returns over a given number
of years have a payback period which can be used as an
indicator of time - adjusted rate of return, as noted previously.
If mutually exclusive alternative investments of this type have
equal lives, then the alternative with the shorter payback
period will have the greater rate of return, and the alternative
with the longer payback period will have the lower rate of
return. If the alternatives have equal payback periods, then
they will generate equal rates of return on investment. The
following proofs will be based on this relationship.
Let ROI == the rate of return on investment,
P == the payback period of the investment,
C = the total contribution to profit after taxes at a
given volume, ignoring the benefit of the depreciation tax shield and
kI == the value of the straight line depreciation tax
shield, where
k = a constant, the tax rate divided by the life of the
investment and
I = the investment.

Let PI = the profitability index,
and p = the present value of an annuity of 1 for the life of
the investments at any given discount rate.

+

C,

Divide each side by I,

kI,)

I,

+

kaI,
all
(bC, kaI1 )
aI,
(C 2 kI2 )
I2

kI,)

+

+

(Cl

p

p

Substitute C2 for bC,
and I2 for aI,

a

+

I,
P (C,

+

>
>
>

kI, > bC,
p

Multiply each side by

kI1

akI,
kaI,

+

C1

b
bC,
bC,
bC,

>

aC,

a
aC1
akI,

+

>

'Given
Multiply each side by C,
Add akIl to each side
Divide each side by a;
also rearrange terms

I,

Multiply each side by I,

+

aI,

>

+

a

>

kI1

Proof that if a > b, then PI, > PI2:

>

>
>

b
bC,
bC, akI,
K,
akI,
bC, akI,
C,
I l
I, (bC, akI,)
C, kI,
I,
C, H i
I,
C, kI,
+

+

+

aC,
a(C1

a
aC,
akI,
kI,)

>

These rules result and are demonstrated below:
If a > b, then P2 > P, and R0I 2 < ROI,
If a < b, then P2 < P, a nd R0I 2 > ROI,
Ifa = b, t h en P 2 =P, an d ROI 2 = R O I 1
Following is proof that if a > b,
then P'2 > P, (and R0I2 < R011 ) :

+

b = the relative contribution to profit, C 1

+

I,

Using other symbols as defined previously.
PI= p(C +kI)
I
and the following rules result, as demonstrated subsequently:
Ifa> b, then PI, >PI 2;
If a < b, then PI, < PI2;
If a = b, then PI 1 = PI2.

+

I2

a = the relative investment,

+

Similarily, if a = b, then P2 = P, and R0I 2 = ROI,. The
proof is as before; just replace the inequality signs with equal
signs.
A similar proof can be developed to show that a profitability
index is also invalid as a basis for choosing between mutually
exclusive alternatives with equal lives. If the relative investment of alternative 2 exceeds the reliability contribution to
profit, then alternative 1 will have the profitability index regardless of volume achieved, and vice versa. If the relative
investments and savings are equal, then the profitability indexes will also be equal.

+

kI

Let I and 2 = subscripts representing two mutually exclusive
alternatives,

Divide each side by C,

If a < b, then P2 < P, and R0I 2 > ROI,. The proof involves
the same steps as before; simply reverse the inequality signs.

I
C

Given
Multiply each side by C 1
Add akIl to each side
Factor

P2 > Pl
and R0I 2 < ROI,

p

Then, P =

By definition
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+
+

I2
C2+ k12

>

Al l

>

aI,
K,

+

+

Divide each side by
bC, akI,
Substitute I2 for aI, and
C 2 for K i

By definition

PI1

>

P1 2

As before, the proof that if a < b, PI 1 < PI 2 or if a = b,
PI1 = PI 2 is essentially similar. Simply reverse the inequality
signs or substitute equal signs.
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A Control Program for
Construction Projects
CONVERSION OF ORIGINAL ESTIMATES TO CONTROLLABLE BUDGETARY UNITS
By Robert Kramer
The basic budgetary concept for construction projects is no different from
traditional techniques; that is, establish
a target budget and measure actual results against the plan. For a construction project, the target budget is the
original estimate. What could be more
simple?
However simple it may seem, this
original estimate causes major problems
for non - construction companies when
applied to usual budgetary practices.

timely basis to avoid "surprises" at the
close of a project, in terms of higher
than anticipated costs, and to allow
lead -time for choosing alternative
courses of action, such as:
Revision of contract specifications
Change in use of materials
Arrangement for other sources of
financing
MAJOR OBSTACLES
Isolation of the components of a

New Approach Needed
Construction contractors have begun
new managerial approaches in estimating and controlling costs. Their methods can be made adaptable for use by
non - construction companies for controlling capital expenditures on major projects.
Based upon experience with construction contractors, this paper will outline
a control program that can be applied
in this manner.
MAJOR OBJECTIVES
Management needs the following information at periodic intervals:
1. Revised estimates on what the final
cost will be
2. Reasons for changes in cost from
original estimate
3. Remaining cash to be paid out
This information is required on a
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contract into manageable budgetary
units is of paramount importance. Unless this is accomplished in the beginning, further attempts at cost control
will be frustrated.
This is further complicated by the
various methods used in contract negotiations and settlement. For example,
what budget limits do you establish for
a "cost plus" contract, or for a company that uses its own labor force on
the project?
When contracts are let out on firm
bids, the process is simplified. But in
many cases it is difficult to negotiate
turnkey contracts for an entire project.
The answers to many of these problems can be obtained through proper
contract negotiation procedures in
which minimum /maximum cost limits

are established for major work elements,
and are clearly defined in the contract.
ROBERT KRAMER

New York Chapter 1967, is a Manager in Management Consulting
Services at the New York Office of
Ernst & Ernst. Mr. Kramer is a CPA
and received a B.B.A. degree from
Pace College. He has ivritten and
spoken extensively on the subject of
information systems for the construction industry, and has recently
completed a systems manual for the
Mechanical Contracting Association
titled, Managerial Accounting and
Cost Control System.

INTERDISCIPLINARY
COMMUNICATION
For the reasons mentioned above, it
is of extreme importance that companies involve various disciplines during
and after contract negotiations. This
would include their legal department,
engineers, accountants, and operations
people.
Here, the management accountant
can take the lead by establishing uniform communication procedures resulting in an integration of the original
estimate into measureable budgetanunits for reporting purposes.
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tion of the control features used for
each cost category:

Construction contractors break down
their estimates by trade: concrete, masonry, plumbing, heating, electric, etc.
Within each trade category,, the following direct costs are accumulated:

Subcontracts Let:
1. Original estimate (by type of subcontractor)
2. Adjust for gain or loss at time of
contract award
3. Add or deduct for changes

Materials Purchased:
1. Original estimate (by type of material)
2. Adjust for gain or
upon completion of type of materials used
3. Adjust for price variances
4. Add or deduct for changes
loss

Converting the Estimate into
Budgetary Units

1. Subcontracts Let
2. Direct Labor Expended
Other direct job costs, not usually
accumulated by trade, are:
1. Equipment (Installation) Purchased
2. Materials Purchased
3. job Overhead (General Conditions)
Each of the above five cost categories
is subject to particular budgetary treatment, after they are extracted from the
original estimate used in arriving at the
bid price. Following is a brief descrip-

Direct Labor Expended:
1. Original estimate (by work elements
for each trade)
2. Adjust for gain or loss upon completion of each work element
3. Add or deduct for changes
Equipment (Installation) Purchased:
1. Original estimate (by specific item
of equipment)
2. Adjust for gain or loss at time of
purchase (buy -out)
3. Add or deduct for changes

Exhibit 1
BUDGETARY CYCLE FOR A CONSTRUCTION PROJECT

FEED -BACK
INFORMATION

ORIGINAL
ESTIMATE

TRADE
SUBCONTRACT

TYPE OF
SUBCONTRACTOR

CONTRACT
AWARD

WORK
ELEMENTS

LABOR
TIME
REPORTS

ITEM OF
EQUIPMENT

PURCHASE
ORDER

TRADE
DIRECT LABOR

EQUIPMENT
( I NS TA LL AT IO N)

TYPE OF
MATERIALS

MATERIALS
PURCHASED

E

EXPENSE
CATEGORY

JOB
OVERHEAD

APPROVEDCHANGEORDERS
PENDINGCHANGEORDERS
CASHPAYMENTS
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job Overhead:
1. Original estimate (by expense category)
2. Adjust for gain or loss at periodic
time intervals
3. Add or deduct for changes
Information Flow
Once the original estimate is satisfactorily segregated into manageable
units with appropriate identification
coding, the feedback process should
conform to this pre - established format.
However, in addition to the cost categories previously mentioned, the feedback documentation should also contain information that indicates the
nature of the activity being reported.
For example:
1. Contract Award
2. 'Equipment Buy -Out (Purchase Order)
3. Approved Change Order
4. Pending Change Order
5. Incurred Costs (Payables)
6. Cash Payment
The basic budgetary cycle is illustrated in Exhibit 1.
Labor Cost Control

EXPENSE
LEDGERS
AND
INVOICES

Labor is probably the most critical
element of cost control. This is primarily due to a lack of labor standards
—a condition that is generally characteristic of the construction industry.
This inability to set performance standards, coupled with the rising wage settlements made by craft unions, is largely
responsible for the high cost of construction. The situation has reached a
point where many contractors believe
that labor is the only item of cost that
requires scrutiny, and that "if you control labor you control the job."
With that caution in mind, there are
procedures available that are used by
contractors to control their own labor
force, which are also adaptable for use
by non - construction companies. They
involve the further breaking down of
the original estimate into work elements
for each trade classification, and the
feedback of actual labor expended by
the same work elements.
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7

situations that can lead to contract
changes. Still, two major reasons for
changes should be clearly distinguished:

Table 1
LABOR BREAK -DOWN FOR MECHANICAL TRADES
Code
01
06
09
12
21
23
30
40
92

Estimated
man -days
100
160
140
90
50
70
30
40
20

Work elements
Sanitary mains
Sanitary risers
Domestic water risers
Steam mains
Boiler installation
Plumbing equipment installation
Testing, start-up, balance
Hangers, supports, anchors, guides
Material handling
Total estimated man -days

$

For example, should a company wish
to use its own labor to perform part of
the mechanical work (plumbing, heating, sheet metal, air conditioning, etc.)
the work elements might be established
as shown in Table 1. The accumulation
of actual man -days against each of these
work elements- coupled with periodic
inspection reports - provides the control function necessary for corrective
action, and for projecting what the final
cost will be.
A labor breakdown can be established
for any trade category by qualified construction supervisors and engineers. The
information is available -it is up to the

Under actual job conditions, the distinction between the two reasons is not
always easily ascertained. In some cases,
a subcontractor may try to recover his
own inefficiency by arguing that a
change in scope took place. In other
cases, when an error in cost estimating
did in fact occur, a sharing of risk
might be negotiable between the subcontractor and owner.
In anv case, the important thing to
remember is: record a contract change
as soon as it becomes known. If the
cost is not readily available, an approximate value may be assigned for adjusting the original estimate to current,
known conditions. This procedure will
help minimize the effect on ultimate
final costs caused by numerous change
orders approved near the close of the
project.

700

$

Average wage per man -day
Total estimated labor cost

A change in the original scope of
the contract
An error in cost estimating

50
35,000

management accountant to pry it loose
from engineering and operations people
responsible for the project.
Change Orders
Change orders are usually associated
with additional work performed by subcontractors, resulting in added cost.
However, they also apply to other categories and thus may involve a reduction
in contract specifications, resulting in
decreased cost. Each of these situations
should be accounted for in adjusting the
original estimate to a revised estimate
at periodic intervals.
It is impossible to enumerate all the

Gains and Losses
In addition to contract changes, the
original estimate is subject to revisions

Exhibit 2
MONTHLY COST ANALYSIS REPORT
P R O J E C T NO .

CHANGE -ORDERS

(GAINS)
OR
LOSSES

APPROVED

25,000

ORIGINAL
ESTIMATE

1100

CONCRETE

100,000

10,000

1200

MASONRY

60,000

5,000

1300

PLUMBING

80,000

(7,000)

1400

HEATING

120,000

(3,000)

1500

ELECTRIC

190,000

PENDING

15,000

ANTICIPATED
TOTAL
COST

COSTS
TO
DATE

AMOUNT
PAID

BALANCE
TO BE
PAID

20,000

30,000

135,000

50,000

10,000

75,000

60,000

35,000

25,000

40,000

128,000

70,000

60,000

10,000

5,000

122,000

20,000

150,000

40,000

20,000
-

CODE

TRADE
CATEGORY

-

40,000

TOTAL

40

I

2,000,000

I

50,000

I

100,000

1

200,000

I

2,350,000

11400,000 1

250,000

1 150,000
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due to the following ( see Exhibit 1) :

Systems Requirements

Reporting Format

1.
2.
3.
4.

The cost control program requires
the establishment of paperwork flow
procedures, appropriate source documents, and coding instructions. The
main effort involves the creation of data
handling techniques among the various
disciplines — namely, engineering, operations and accounting. Source documents
would include:

An extract of a monthly cost report
used by a large contractor is shown in
Exhibit 2. (Supporting data are omitted) .
This report provides the answers to
the basic questions regarding the project
of final anticipated cost, cash investment to date, and amount of deviation
from original estimates.

1. Detailed original estimates

Summary
Methods used by construction contractors to control costs are adaptable
to non - construction companies for controlling costs on major capital projects.
The high cost of construction merits
consideration of new approaches to
these problems.

Actual contract awards made
Labor overruns or underruns
Actual purchase orders issued
Actual expenses incurred

At periodic intervals, these gains or
losses should be analyzed to determine
the existence of trends. For example,
if contracts awarded are averaging 15
percent over estimate, the remaining
contract estimates might be adjusted
to reflect a 15 percent increase. (This
could be recorded in the Pending
Change —Order category.) On the
other hand, if gains and losses showed
no apparent trend, only the net totals
of current gains or losses would be reflected.

2.
3.
4.
5.
6.
7.
8.

Change -order forms
Awarded contract notice
Purchase orders
Labor time sheets
Inspection reports
Requisitions and vouchers
Cash payment listings

AN APPROACH TO INTERIM REPORTING
Continued from page 22
our situation we felt that accounting on
any such basis would move us somewhat
further away from actual operations
than necessary, and also that we would
create the temptation not to adjust for
differences between actual or revised
planning versus original budget until
late in the year.
Since the amounts involved in promotional expenses in our business tend
to be sizable we felt that we would prefer a different route. Our choice of
separating the "Temporary" classification accomplished the purpose in that
it tells us what portions of our under spending are still considered temporary
and are expected to be caught up prior
to the end of our fiscal year. In our
illustration we show that by far the
larger part of the total underspending
of $1,394,000 namely $998,000, was
considered temporary. This is a typical
situation, which probably also prevails
in other industries. We often tend to
be optimistic in estimating the time
when future programs can be accomplished.
The process for completing the picture for top management is clearly laid
out in Exhibit 1. We compute the
amount of profit sharing and of federal
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and state income taxes applicable to
the temporary underspending on a pro
rata basis and let the profit sharing and
federal income taxes fall into the same
period in which the spending will be
recorded. We then take the final step
of reducing for budget reporting purposes the book profit by the net amount
of "temporary" variances, after applicable profit sharing and income taxes.
The net adjustment for the period
amounted to $608,000, or approximately 51/z percent of the profit reported for the period. A ratio of this
size is significant. We often run that
high, especially in the early part of the
year, and most of the time we are on
the underspending side. If we did not
have a ready procedure to bring out the
significance, we might delude ourselves
and overstate income in the early interim statements.
Advantages of Our Approach
We feel that our approach to variances gives us the advantage of maintaining our books on an actual basis
and, at the same time, preserving the
full integrity and realistic analysis of
our management information system
very effectively. We know (1) how we
are doing against budget, (2) how
much of our variances against budget is

temporary, and (3) how our income is
moving along toward budgeted profit
goals for the year.
Our procedure of management decisions permits ready recognition for programs and events to be moved beyond
the fiscal year. Most of the time, such
changes represent ordinary delays, such
as corrections of optimistic targets, and
the multitude of smaller and larger failures we always meet. However, there
is also a possibility of moving programs
from the current fiscal year to the next
because of the effect on reported profits.
This point is of special importance for
publicly owned companies.
Conclusion
The method described here may be
a useful alternative for different standard methods. However, the major benefit is in providing a systematic link between operating data and income statement, and presenting that information
to management in a form that carries
out the full significance.
Speaking generally, management
would, of course, publish the book figure. Yet, knowledge of the adjusted and
projected status is extremely useful. In
fact, at times, this information may
serve as the basis of comments released
along with the earning figures.
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International Financing
of Construction Projects
PUTTING TOGETHER A FINANCING PACKAGE FOR A MULTIMILLION DOLLAR PROJECT
By Murray J. Marchione
Broadlv defined, international financing
is the movement of capital from one
country to another; the flow of funds
across international boundaries. Narrowly speaking, it is the international
lending and borrowing or the raising of
funds in foreign markets.
International financing is a complex
matter. First it requires a working
knowledge of banking laws and currency regulations, political and economic conditions, local and national
taxes, and local commercial practices.
Second, the selection of the best combination of financing arrangements and
techniques requires know -how of the
intricate working and sources of financing, as well as a considerable
amount of management talent and time.
Experience has proven that it is not
an easy game to play. Most financing
arrangements require months of patient
negotiation. In spite of time, money
and energy, some simply fall by the wayside. The risks inherent in arranging an
international financing package are
often great.
Some Basic Considerations
It would be presumptuous and almost impossible to cover every aspect
of international financing in this paper.
However, it might be helpful to cite
some of the basic considerations in investment decisions and in determining
the best financing approach to follow
in a given situation. Some of the factors are:
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2.

4.
5.

8.

The reason and economic justification for a loan at this time.
What type and from what source
loans are currently available.
The length of time the loan will be
needed and the basis of repayment.
Collateral or guarantees to cover the
contingent liability.
What restriction will the loan have
on dividends, payments, current
ratio and the subordination of other
debts?
Informat ion required by lender
about the company. Will the loan
give an entree to the internal affairs
of the company?
The problems of local laws and
commercial practices.
Availability of insurance or guarantees to protect the loan from political
hazards and commercial risks.

c
�

t
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We must also consider the relative
costs of different financing methods,
the interest rate connected with the
financing, and possible problems of exchange and freedom of operation. Is it
necessary to hedge against devaluation
and are there any hidden costs? In the
category of hidden costs, one must consider commissions for preparing the
loan package, management fee for handling the paperwork on notes, and the
commitment fee on the unused balance. Some banks also expect that they
would handle a good portion of your
banking business transactions.
It should also be noted that local laws
and regulations may restrict the flow
of capital in and out of a countrv, prohibit certain types of borrowing, limit
the debt equity ratios, and require ownership by nationals.
The ultimate decision is made after
evaluation of the "pluses" and "minuses" of different financing approaches
and methods which are evolved from
making the above appraisal.

Export Financing
To encourage exports, many countries
provide incentives and give priority to
export financing by granting more favorable terms than for domestic sales financing. Banks and government agencies often provide financing for exports
at lower than market rates through
straight loans to the buyer or discounting the buyer's notes. Some private fines that specialize in export '
financing will supplement banks and
government-supported agencies in this
MANAGEMENT ACCOUNTING /OCTOBER 1970

effort. Moreover, a growing percentage
of export credit is insured by either official or semi - official agencies against
political and commercial risks. The system used by each country may be different but their objective is the same
—to encourage exports of domestic
goods, equipment and services. However, most export credits are short and
medium -term financing.
Project 'Financing
Many large construction projects, because of their magnitude in initial investment, are so difficult for a single
company to finance on its own that
a financing package must be arranged,
utilizing the many sources of debt capital available. This is particularly true
for the high priority projects in the
developing countries where capital is
scarce.
The Lummus Companv, including its
subsidiaries, is an engineering and construction company operating on a worldwide basis. It designs and builds all
types of industrial process plants from
complete refineries to petrochemical
and chemical complexes, fertilizers, pulp
and paper, metallurgical and heavv
water plants.
Not too many years ago our company
would be awarded a job if we had the
best technical presentation and price.
Todav, however, providing a financing
plan for the project is often as important as technical competence. More and
more it is becoming the primary consideration as to whether a project will
go beyond the initial proposal stage —a
master key to open many doors which
would otherwise be closed.
Case of Project Financing
Our recent experience in India for
the erection of a chemical complex will
provide a typical example of project
financing. We assisted the client in
developing a financing package of approximately $50 million for the client,
an India corporation, with equity participation from non - Indian companies.
The dollar loan was arranged with a
U.S. government agency for financing
the purchases of goods and services in
the United States required for the project. The Indian rupee loan was arranged
through a United States government
agency, involving the establishment of
an Indian rupee line of credit.
This rupee loan was made pursuant
to the United States Agriculture Trade
Development and Assistance Act of
1954, as amended. It is commonly reMANAGEMENT ACCOUNTING /OCTOBER 1970

ferred to as the "Cooley" Loan. The
loan could be used only in payment for
goods and services of Indian origin required for the project, including fees
payable by the client to any guarantor
or guarantors of the dollar loan and for
payment of Indian import duties in
connection with the project.
It was stipulated in both loan agreements that the aggregate of the credits
could not exceed 70 percent of the
total project cost.
The balance of 30 percent was to be
raised from the sale of capital stock —
one -half to be subscribed to by the
non - Indian companies and the other
half by public offering in India.
The non - Indian companies also were
required in the financing agreement to
agree to subscribe to the above shares
and to provide additional funds in the
amounts sufficient for the completion
of the project as required.
Terms of Payment of the Loan
The dollar debt loan carried an interest charge at the rate of 53/4 percent
per annum. Both principal and interest
would be repaid in 24 equal, semi -annual installments commencing four
years after signing the agreement.
As a condition to the first utilizing
of the credit and further to evidence
the obligation of the client to repay the
loan and interest, the client was required to issue and deliver to the government agency its promissory note in
the principal amount of the credit. The
client was also required to obtain guarantees of two or more institutions in
India for the repayment of the loan.
The rupee loan carried an interest
charge at the rate of 7 percent per
annum. This loan was to be repaid in
30 equal, semi - annual installments —
the first installment due two years after
the payment of the first installment of
the dollar loan or six years after the date
of the agreement, whichever was earlier.
The Feasibility Study
When the United States government participates in project financing
considerable time and effort is required
for the development of "economic and
technical soundness analyses" and for
the negotiations of financing agreements
and permits, both in Washington and
in New Delhi. This particular financing
required almost three years. It included
Lummus' feasibility studies which
played a very important part in obtaining financing approval.
Normally a feasibility study should

include, aside from technical data and
design basis, the following financial
analvsis:
ESTIMATE OF TOTAL COST

The estimate of the total project
cost includes the following components:
1. Equipment and material segregated
into that of United States origin
and that of local origin, freight and
insurance, initial catalvsts and
chemical charges, as well as spare
part requirements.
2. Field construction costs, direct and
indirect including field labor, construction supervision, construction
aids, initial operations and start -up
expenses.
i . Engineering and royalties, which includes contractor's engineering and
procurement expenses, overhead and
fee, as well as anv royalties and licensing fees which may be required.
f. Contingency and escalation provisions.
The sum of the above four items represents the total installed cost of the
plant.
In addition, the total estimated project cost should include the interest and
financing charges during the construction period. These charges can normally
be refinanced.
There is one more item which must
be emphasized; namely, working capital.
This item is important in the financial
planning of the project, particularly
when the project is a new business venture and the cash flow will be critical
in the initial operating stage.
ESTIMATE OF THE PLANT
OPERATING COSTS

The operating costs should be based
on the material balances for the plant
as established in the technical study and
consistent with the design basis. The
operating cost estimate should provide
adequately for feed stock or raw materials, catalyst and chemicals, operating
and maintenance supplies, utility consumption such as fuel, electric power,
and water, manpower requirements in
terms of supervisory and technical personnel, labor and administrative overhead. In addition, provision should be
made for taxes and insurance.
PRO FORMA INCOME STATEMENT

A pro forma income statement should
be prepared covering the period of financing. This statement should reflect
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the estimated revenue to be derived
from the sales of the products on the
basis of a sound market survey.
THE CASH FLOW

The cash flow projection should cover
a period of three or four years after the
plant has been completed and put into
commercial operation. The net income
after taxes plus the depreciation represents the cash on hand available for the
redemption of debt and for dividend
payments.
It is also necessary in the cash flow
anavlsis to estimate the U.S. dollar or
hard currency expenditures versus the
local currency expenditures for the project. In this connection one must be
cautious in estimating the various currency requirements since the government
of the developing country in which the
facilities are to be built approves the
estimated amount to be spent in each
currency. Normally it will not allow the
offset or underrun of soft currency to
overrun of hard currency, nor will it
allow the payment of hard currency to
the contractor for the approved amount
if the actual expenditures for the imports are less than that amount even if
it is a lump sum contract.
ECONOMIC JUSTIFICATION

The last item to be included in the
feasibility study is the economic justification for the facilities. Under U.S.
government financing procedures, normally to qualify for such a loan the
client must show that the product to
be produced by such facilities will result
in substantial foreign exchange currency
savings to the developing country. It is
an estimate of the savings in U.S. dollars or other hard currencies by producing the product in lieu of importing it.
Other Problems
In connection with financing, there
are other problems involved in a foreign
project; for instance, the import approval. In India, after an overall project
import license is obtained, individual
Indian import approvals are required
for itemized project components. An
itemized list must show a technical description, such as dimensions, horsepower, type of materials, specifications
and so forth.
The referenced project involved over
1,200 individual approvals extending
over a two -year period. Approval time
for a specific item averages about two
months.
Approvals are not granted if the item
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descriptions are too general or too Domestic Sources of Financing
vague. In order to obtain approvals, the
applicants usually must show evidence EXIMBANK
that the particular items are unobtainAs can be seen from the case study
able in India. While some materials are illustrated above, United States governacknowledged by the Indian govern- ment agencies are an important source
ment to be unobtainable in India, most for financing exports for approved projapplications had to be supported by ects. The Eximbank (Export Import
India vendors' refusals to quote. Ob- Bank) is a corporation wholly owned
taining these statements is more easily by the government. Its main objective
said than done since manufacturers in is to aid in financing the export trade
India as well as other developing coun- of the U.S. The bank does not comtries are reluctant to admit their inabil- pete with private capital and, therefore,
ity to produce a given product.
does not extend credits when private
Moreover, the Indian customs au- credit is available. The bank extends
thorities are very strict in following credits for financing purchases of materegulations regarding documents and rials, equipment and services produced
certifications required for imported or manufactured in the U.S.
goods. Purchase orders are registered
The duration of the loans extended
with customs and must show foreign is generally up to seven years in the case
vendors' acceptance signature in ink. of credit to the export trade, but they
Purchase orders and vendors' invoices can range up to twenty years for ecomust show the import license, exact nomic development projects. Eximbank
description and must agree with each has an enviable record of collection as
other in all details. Invoices must also they do not normally make loans unless
show landed values, including inland they are reasonably sure of repayment.
and ocean freight and insurance.
To illustrate these requirements based FCIA
on our experience, 501 feet, 6 inches of
The FCIA (Foreign Credit Insurance
8 inch pipe received in India as listed Association) is a part of the Eximbank.
on packing lists and on invoice could Its membership consists of the Eximnot be cleared because the purchase or- bank and a large group of the principal
der called for 500 feet.
U.S. marine casualty and property inTo comply with customs' require- surance companies. The membership of
ments, it was necessary to issue a sup- the Association is open to any insurance
plementary purchase order changing the companv which can qualifv.
quantity to 501 feet 6 inches and adFCIA normally insures both commerjusting the cost to match the invoice. cial and political risks. The commercial
This supplement had to be submitted risks are shared by the membership of
to the vendor for acceptance by him the Association. The political risks are
in writing and forwarded to India be- assumed entirely by the Eximbank as a
fore the pipe could be taken from dock- member of this Association.
side.
AID
Ocean Shipping
In addition to FCIA, another U.S.
Another matter to be considered with
this type of financing is ocean shipping.
Under U.S. government financing regulations there are limitations on the use
of non -USA flag ships. On the referenced project, 20 percent of the dollar
value of U.S. material was originally
permitted to be shipped on non -USA
bottoms. About half way through the
job, this had to be increased to a 50
percent limit because of lack of U.S.
shipping destined for that area within
the time schedule.
In spite of many difficulties and complications, the project was successfully
completed. It is effectively operating
and aiding the Indian economy by providing her essential needs and conserving foreign exchange.

Government agency known as AID
(Agency for International Development) also guarantees foreign investments.
This agency differs from FCIA:
1. It is a branch of the State Department, whereas FCIA is, as I stated
earlier, an association of Eximbank
and insurance companies.
2. It will heavily consider the political
ramifications with respect to guaranteeing financing for foreign projects.
It is generally referred to as the
"Agency of last resort."
It, too, guarantees against loss occurring because of political risks and
extends its guarantees on an all -risk
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basis against loss from all causes including commercial losses except fraud or
misconduct on the part of the investor
and risks that are normally coverable
with ordinary commercial insurance.
Such guarantees are usually provided
only after the prospective investor has
obtained from the host government
written approval for the insurance of
the particular investment under a bilateral agreement.
Since the period of time for obtaining financing or guarantees from U.S.
financing agencies takes a long time,
the investor usually proceeds with his
investment on the basis of obtaining
an "assurance against prejudice letter"
from AID, commonly referred to as a
waiver letter. This letter usually states
that the investor may proceed with his
investment without impairing his eligibility for a guarantee contract.
European Financing
Arranging financing in the U.S. may
take a long period of time because of
the requirements of the lending agencies. In Europe, however, a commitment, in principal, for financing a project can generally be obtained within
one week and finalized with all details
negotiated within a period of four
months.
The loans or credit are guaranteed by
that government's insuring agency such
as COFACE (Cie Francaise d' Assurances Pour le Commerce Exterieur) in
France, HERMES (Hermes Kredituersicherungs A.G.) in Germany, ECGD
(Export Credit Guarantee Department)
in the U.K. This guarantee insurance
cannot be obtained unless the central
bank of the government of the country
in which the facilities are to be built
guarantees repayment to the lending
country. Stated another way, the government in which the plant is to be
built guarantees repayment to the government of the country in which the
loans are being provided. These guarantees cover political risk, currencv convertibility risk and all commercial risks
except default of the supplier.
All of the European countries extending this type of financing or credit, as
well as the U.S., are members of the
Beme Convention. Under this convention, rules and procedures have been
set up which each country must follow,
such as the period of credit, the interest rate, the down payments, amount
that can be expended in countries other
than the country in which the credit
is provided, etc.
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and was prepared to guarantee these
loans, then the time period of the
Up to about 1965, the classical credit would be considerably extended.
A big difference to date between the
method for extending financing under
the Berne convention was known as a use of suppliers' credits versus buyers'
Suppliers' Credit. The supplier of the credits is that a suppliers' credit provides
various commodities or services actually a purchaser with more flexibility in obtaining the best worldwide prices for
provided the credit to the client.
This credit usually involved a repay- equipment or commodities. This is so
ment period of five years from date of because a purchaser can arrange sevshipment of the goods. The interest eral suppliers' credits in different counrate was 1 1/ i - 2 percent above the tries and obtain competitive bids from
prime rate of the lending country. A each of the countries. For instance, he
down payment was between 10 and 20 could purchase, depending on the best
percent of the cost of the commodity price, a portion of his equipment in one
or service, with the balance of the pay- country and a portion of his equipment
ment evidenced by promissory notes in another country or in a third counfrom the client. The guarantee insur- try. However, up to the present time,
ance, in general, covered between 75 to a buyers' credit is usually issued with
90 percent of the amount financed, the understanding that substantially all
depending on the credit standing of the of the equipment and commodities will
country in which the facilities were to be bought in the country granting the
be built. The supplier could then dis- credit.
Some of the countries allow for a
count the client's promissory notes with
the banks up to the amount covered by small percentage to be purchased in
the insurance. He could also discount other countries; but basically, the comthe amount not covered by insurance petition under a buyers' credit is restricted to the suppliers within the counthrough his own credit facilities.
try granting the credit. In other words,
Buyers' Credit
under the buyers' credit the financing
About 1965 a new form of financing is provided only with purchasing on a
was introduced in Europe which was vertical basis rather than on a horizontal
called Buyers' Credit. The guarantees basis as under the suppliers' credit.
Although the use of buyers' credit is
by the government agencies of the lending country, as well as the guarantees still in its development stages, I would
of the government in which the facili- not be surprised if in the near future
ties were to be built, was still the same this restriction is not further modified
as under the suppliers' credit. However, to allow a larger portion of the financing
whereas the suppliers' credit was ex- to be made on a horizontal basis.
tended from the supplier to the client,
Case of European Financing
the buyers' credit was extended from
Perhaps it would be best to give you
the banks to the buyer. This had the
advantage of allowing the supplier to an illustration of this type of financing
provide better prices to the buyer since by outlining a financing package for
he would not have to take into consid- which we recently assisted one of our
eration in his pricing the credit risk for clients. The financing is for a petrothe uninsured portion of the transaction chemical complex to be built in a counand the cost of the extra paperwork in- try in South America. (Incidentally, it
volved in carrying the credit line. Un- is the first such complex in that counder this type of financing, the supplier try.) This plant will be sufficiently large
presents acceptance certificates of the to provide that country's petrochemical
buyer and /or shipping papers to the needs for several years after the plant is
bank which has arranged the financing completed. It is expected that it will
and receives full payment of his selling not only save foreign currency requirements to that country for present imprice.
The period of financing under the ports, but it actually will substantially
buyers' credit generally is extended to reduce the cost of the product.
The financing for this project is be10 years from completion of the erection of the facilities. However, depend- ing provided by local South American
ing on the credit rating of the country, banks, International Finance Corporathis can be reduced considerably or ex- tion, and a syndicate of French banks.
tended somewhat. Obviouslv, if a com- However, since we are speaking primarpany with substantial wealth were to ily about buyers' credit in Europe, we
Continued on page 50
build a facility in a developing country
Suppliers' Credit
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Preparing Proposals for
Expansion in Foreign Markets
HOW TO UNDERTAKE LARGE -SCALE EXPANSIONS WITH A HIGH DEGREE OF RELIABILITY
By Raymond E. Wright
With the complexity of today's modem
business world, it is becoming increasingly necessary to develop higher degrees of professionality in analyzing
markets and justifying expansion projects to top management. The days of
"wild guessing" and "spit balling" are
long gone, and only the most sophisticated businesses can undertake large scale expansions with a high degree of
reliability.
This article will deal with one important aspect of developing expansions
in the modern business concern the
preparation of a meaningful and comprehensive proposal along with detailed
market and financial studies. This
necessary step in the overall program is
increasingly important as modem companies have so freely practiced vertical
and horizontal integration, mergers, acquisitions, etc., and their boards and
top management can and must be selective in allocation of investment
capital.
We will outline the specifics necessary for presentation of recommendation to top management concerning a
proposal for expansion into a foreign
market, including a manufacturing facility. The objective is to demonstrate
the feasibility of such an involvement
and to convince top management that
the recommendation is justified both
on future profit potential and return
46

on investment. In order to do this, the
study must be absolutely thorough, so
as to convince the decision makers of
its merits.
Major Components of the Proposal
The major components of such an
expansion proposal are as follows:
Comparative market data demonstrating sales potential
Projection of past, present and future gross profit based on sales and
sales projections
Review of capital equipment requirements based on sales estimates

RAYMOND E. WRIGHT

Evansville Chapter 1960, is Vice President of Finance,Distribution and
Purchasing, Fiberfil Division, Rexall
Chemical Co., Evansville, Ind. Mr.

Wright received his B.S. degree in
Business Administration from Evansville College, Evansville, Ind. He is a
previous contributor toMANAGEMENT
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Projected income statement for
5 -year period that will be used as
base for return on investment calculation
Schedules projecting various overhead cost factors for 5 -year base
period
Financial evaluation, showing detailed calculation of payout and return on investment
Marketing Analyses
The phenomenal growth rate of
widgets in the United States is well
known. An assessment was made to determine in its proper proportion, growth
rate in the selected foreign country,
termine in its proper proportion, growth
On the basis of the consumption in
Country A for the period 1965 -69 and
our forecast for 1975 and 1980, we have
computed the following relationship
in terms of the U.S. consumption:
Consumption by Country A vs. U.S.
Year
Percent
1965
6.7
1966
6.3
1967
6.0
1968
6.0
1969
6.3
Forecast
1975
6.25
1980
6.25
The above figures indicate that Country A has enjoyed this growth in its
MANAGEMENT ACCOUNTINGIOCTOBER 1970

Comparing these percentage figures
with those for the United States that
the penetration of nylon widgets in the
total widget market in Country A is
only approximately one -half of that of
the United States.
Since there exists a relationship between the U.S. total widget consumption and total widget consumption in
Country A, a similar and perhaps equal
relationship should exist between nylon
widgets in the two respective markets.
One could assume that the immediate area of opportunity in Country A
is approximately double that of the
United. States, since the penetration
percentage figures for Country A are
one -half that of the United States.
A comparison of the overall consumption of the company's products in
Country A shows the following:
MANAGEMENT ACCOUNTING /OCTOBER 1970

Table 1 has been prepared to examine the loss of gross profit through
the loss in market share from 1965.
Column # 3 (Market Share Percent)
is a reasonable estimate of what the
company's market share should have
been. Column # 5 (Potential GP $ )
reflects gross profit potential based on
the companv's actual experience during
these periods.
Comparing the potential gross profit
dollars in Column #5 with actual gross
profit dollars in Column #6, one can
easily see the price paid for sacrificing
a share of the potential market in
Country A.
Table 2 shows the estimated company sales in Country A, based on the
estimated projected share of the total
market.
Column #1 indicates good growth
for the total market, rising to 3.5 million parts by 1976. By this time it is
believed that 65 percent share of market
would be recaptured, offering a potential of 2.28 million parts and that the
selling price of nylon widgets will be
approximately $.65 /part. The sales in-

6.6

It can be noted that, since 1965, the
company has continually lost shares
of market until 1969 reversal of trend.
This point is relevant to later assessments and estimates. In addition, unless remedial action is taken for all
future business in Country A, the company could anticipate commanding only
approximately 5 percent of the market
place.
Financial Analyses
The gross profit contribution of sales
in Country A is illustrated below (in
thousands of dollars) :
Year
1965
1966
1967
1968
1969
1970 Est.

G.P.0
17
18
7
7
41
20

Table 1
LOST GROSS PROFIT OPPORTUNITY IN COUNTRY A
(All Figures in Thousands)
Market
Share

Potential
Sales

Potential
GP

Actual
GP

1965
1966
1967
1968
1969
1970
Est.

40
222
252
236
259

17
91
105
102
93

17
18
7
7
41

722

249

20

657

110

50
330
412
515
772

40
267
331
394
562

100
83
76
60
46

1600

1110

65

Six Year Total

$

Mar ket

$

Total

$

Nylon widgets consumed in Country A
as percent of all widgets
Year
Percent
.1965
.01
'1966
.05
1967
.05
1968
.06
1969
.08

Profit Opportunity

%

The same analysis of the consumption in Country A shows the following
percentages:

1965
1966
1967
1968
1969
Projection
1970

$

Nylon widgets consumed in U.S.
as percent of all widgets
Year
Percent
1965
.06
1966
.08
1967
.10
1968
.13
1969
.16

This gross profit contribution has
obviously been of such low value as
to minimize attention.

Market
Share Percent
100.0
15.5
4.9
4.1
33.3

Year

#

proper proportion a reasonably constant six plus percent of the United
States usage. Since the growth of the
United States widget production is estimated to reach 27 million parts in 1975,
and 40 million parts in 1980, one can
readily estimate the Siberian market will
be 1.7 million parts, and 2.5 million
parts respectively. This analysis indicates that Country A is as fruitful an
area for widgets as is the United States,
when considered in proper proportion.
An assessment was then attempted to
determine the receptivity of Country A
to nylon widgets. Our analysis of the
U.S. consumption of all widgets vs. the
U.S. consumption of nylon widgets
shows the relative percentage of the
latter as follows:

Table 2
PROJECTED MARKET AND SALES FOR NYLON WIDGETS

1970
1971
1972
1973
1974
1975
1976

Total Market
Mi l li on Parts

Mar ket Share
Percent

1.60
1.90
2. 30
2.55
2.85
3.15
3.50

6.6
15.0
25.0
35.0
50.0
60.0
65.0

Foreign Division
M Parts
*/ P ar t
105
285
575
895
1425
1890
2275

.825
.785
.75
.75
.675
.65

M$

235
452
671
1070
1275
1479
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lion equipment for an endeavor of this
nature should be capable of handling a
resin mix similar to the company's, and
in addition, should be capable of producing the broad product mix necessary
in this market. It is estimated that
such manufacturing facilities after being
installed in leased quarters would be
$129,000.
Precise costs for the installation, including supportive equipment costs,
would be separately attached. In addilion, it was necessary to plan, program
and detail the manufacturing, marketing, technical and administrative cost
for the five -year period which has been
selected for evaluation. Material costs
for the five -year study have been estimated based on current experience,
which is considered to be reasonable
and conservative.
Exhibits 1 and 2 show our projections

of operating profit and overhead cost
for the five -year period. Our calculation
of the return on investment is shown
below:
Return on new funds employed (in
thousands)
New funds
219
Net profit depreciation
50
Pay out period after taxes
4.4 Yrs
Average incremental funds
209
Annual net savings (before taxes) 73
Five -year average return
34.9%
+

come potential under these conditions
will then be approximately 1.5 million
dollars.
From the figures established in Table
2 and with the company's prior knowledge of production machinery, the size
of the production line can be ascertained.
A 20 oz. injection mold production
line is capable of producing 960,000
parts per year, or sufficient capacity to
carry an operation through 1973, with
existing and anticipated products and
order size. With larger production runs
generated through larger order sizes,
and a more favorable product mix, the
same production facilities should be
capable of producing 1,440,000 parts,
or well into the 1974 schedule. At that
time, additional production capacity
will be necessary.
We are confident that the produc-

New funds comprise capital expend itures, for machinery. and equipment
($129,000) and additional working cap ital ($90,000) for inventory ($30,000
and accounts receivable $60,000.) The
net profit and loss projection is shown
below:

Exhibit 1
PROJECTED STATEMENT OF OPERATIONS

(In Thousand Dollars)

GROSS SALES
Less Freight
NET SALES

%

1971
235
6

1972 %
452
11

229 100.0 441

1973
671
17

%

1974
1070
26

%

1975
1275
32

100.0 654 100.0 1044 100.0 1243

%

5 -yr.
Avg. %
741
18

100.0 723

100.0

COST OF SALES
Material
Labor
Mfg. Overhead

110
12
51

48.0 219
27
56

49.7 337
30
56

51.5

525
42
69

50.2

681
46
70

54.8 375
31
60

51.9

TOTAL COST
OF SALES

173

75.5 302

68.5 423

64.7

636

60.9

797

64.1 466

64.5

GROSS PROFIT

56

24.5 139

31.5 231

35.3

408

39.1

446

35.9 257

35.5

OPERATING EXP.
Marketing
Technical
Administration

50
21
34

43
22
65

50
24
73

102
28
86

68
24
67

105

45.9 130

29.5 147

216

17.4 159

(49)

9

84

210

230

98

67
10

18
5

14
5

9
5

10
5

24
6

77

23

19

14

15

30

TOTAL OP. EXP.
OP. PROFIT
BEFORE E -O -E
EXTRA - ORDINARY
EXPENSE
Management
Int'l
TOTAL E -O -E

(

OPERATING PROFIT (126) 55.0) (14) (3.2) 65

48

93
26
79
22.5

9.9

198

196

18.9

18.8

215

17.3

68

22.0

9.4

MANAGEMENT ACCOUNTING /OCTOBER 1970

3
n
Z

Exh i b i t 2
O VE RHE AD CO S T 5 -Year Pr ojec ti on

z

n
c>
m
g
1

n
n

O
O
C

1972

1973

1974

1971

1975

1972

1973

1974

1975

$19,000
9,500
11,500
3,300
6,200

$20,500
10,250
12,500
3,800
6,800

$22,000
11,000
14,000
4,000
7,300

z

1971

0A
0
CD

Prod. Supt. Base
Bonus

m

Fringe Benefits 12%

A

ADMIN IST RA TIV E:

MA N U F A CT U R I N G O / H :
$8,500
2,000

$10,500
3,000

$11,000
3,500

$11,500
3,500

$12,000
4,000

1,000
1,400
13,000
16,500

1,200
3,200
12,000
16,500

1,300
3,600
10,000
16,500

1,400
5,000
18,000
16,500

1,400
5,500
16,000
16,500

..
10

Fringe Benefits 12%
Depr.

Off ice Furniture
-

Prod. Supt.
Direct Labor
Depreciation
Lease Bldg.
-

0

Gen. Manager Base
Bonus
Accountant
Base
Bonus
Secretary
Base

$

z

1

Utilities
Misc.

&

Taxes, Ins.

DE P A R T M E NT T O T A L

4,200

4,800

4,800

7,500

8,500

4,000

4,500

5,000

5,300

5,800

$50,600

$55,700

$55,700

$68.700

$69,700

Misc. Operational Expense
DE P A R T M E N T T O T A L

4,500* $18,000
2,250*
9,000
6,000 ** 10,500
1,800 **
3,200
5,200
5,700
2,100

4,100

4,400

4,800

5,200

500

900

750

700

600

12,000

14,000

18,000

19,500

22,000

$34,350

$65,400

$72,650

$78,850

$86,100

21,000
10,000

8,000

6,000

3,500

4,000

31,000
16,000

8,000
4,000

6,000
3,000

3,500
1,750

4,000
2,000

16,000
8,000

17,000
8,500
15,000
7,500

18,500
9,250
16,000
8,000

1,700

1,800

1,900

3,800

4,200

15,000

6,000

10,000

15,000

18,000

MANAGEMENT :
Gen. Mgr.
Mf g. Mgr.

12,000

13,000

14,000

26,000

28,000

DEPART MENT T OT AL

$49,700

$43,300

$49,900

$92.800

$101,950

10,000
3,000

10,500
3,200

11,500
3,400

12,500
3,800

14,000
4,000

1,200
6,000

1.300
6,500

1,400
7,000

1,500
7,000

1,700
7,000

500

500

750

750

1,000

$20,700

$22,000

$24,050

$25,550

$27,700

&

Entertainment

TECHN ICAL :
Tech. Serv. Base
Bonus

&

Fringe Benefits 12°'r
Travel
Entertainment
Exper. Materials
DE P A R T M E N T T O T A L
A
lD

10
8

Total Base
Bonus
Fringe Benefits 12%
Travel

Travel

Mos.

3,600

1,000

750

400

500

10,000

5,000

4,000

3,000

3,000

$18,000

$13,750

8,650

9,500

10,000

5,000

5,000

5,000

5,000

$76,600

$23,000

$18,750

$13,650

$14,500

Entertainment

Moving Expense
DE P A R T M E N T T O T A L

6,000
$66,600

$

Promotion

15,000
7,500

$

Advertising

&

Fringe Benefits 12%

14,000
7,000

&

Salesman Base
Bonus
1974
Base
Bonus

#

E -O -E

LEG AL, ACCT G . & CO NSULT ING :
Local Cons ulting, Divisional
Billings Research Services
GRAND TOTAL
*3 Months Only
*7 Months Only

Profit and Loss Projection (in thousands)
Gross annual savings
87
Additional depreciation
14
Annual net savings— before taxes 73
Taxes
37
Profit after taxes
36
Depreciation
14
Net profit plus depreciation
50
This proposal for expansion is formally submitted for top management
review. All the significant data, derived
from the analyses illustrated here, are
presented in the form of a Capital
Project Appropriation Request, which
is the same as for domestic projects.

present only a fraction of the United
States' market for nylon widgets, it is
In its quest for profit opportunity, expected to grow at a more rapid rate,
the company realizes that income from as the area of opportunity is estimated
non - domestic operations offers a sig- at twice that of the United States.
nificant source. The most efficacious Ultimately, profits are estimated at a
method of expanding the company's conservative seven to ten percent of
operations into a foreign country is U.S. profits.
through the establishment of mini Product demands in Country A are
satellite operations. These operations anticipated as being quite similar to
would be installed by a trained team U.S. product demands. This would call
from the parent company, and by the for a single production line sufficiently
end of an approximate one -vear period, modified to permit it to be utilized for
a team of foreign nationals should be the present spectrum of the company's
trained sufficiently to manage the opera- products. Said production line would
tions. At this time, the team could be adequate until 1974, when a second
move on to another location of estab- production line (cost — $50,000) would
lishment of further operations.
be necessary because of increased
Though the Country A's market is at demands.
Summary

INTERNATIONAL FINANCING OF CONSTRUCTION PROJECTS
Continued from page 45
will limit the illustration to that portion
of the financing. The salient points of
the loan arrangements are as follows:
The agreement provides for a loan
of $40,000,000, 80 percent of
which is to be financed as a buyers'
credit and 20 percent to be financed
with Eurodollars.
The buyers' credit portion of the
loan bears interest at a rate of less
than 6 percent and is repayable in
18 semi - annual installments commencing four years after the effective date of the agreement. (An
effective financing period of 13
years.)
The Eurodollar loan will bear interest at a fixed rate of 10 percent and
is repayable in six semi - annual installments commencing 4r /z years
from the effective date of the financing agreement. (Final payment
seven years after the financing became effective.)
It is interesting to note that under
government- sponsored financings, the
buyer must provide a certain down payment. In the above recited case, the
20 percent down payment requirement
was satisfied by the Eurodollars financing. Another interesting facet of this
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particular financing is that once the
20 percent down payment has been
made, it can be utilized to cover local
costs in South America. This is an
example of the flexibility which is being introduced into these financing arrangements —the same 20 percent being
utilized to satisfy legal requirements of
down payment and at the same time
the 20 percent can be used for purchases outside of the country extending
the loan.
The term "Eurodollars" has become
very popular in the last few years. Eurodollars are dollars or dollar claims held
on deposit by banks anywhere outside
the United States. A massive pool of
Eurodollars exists in Europe.
Eurodollars may be borrowed on
short or medium terms directly from
a commercial bank located outside the
United States or through the floating
of medium- and long -term Eurobonds.
The demands for Eurodollars have
been quite strong because of the tight
money market prevailing throughout
the world and the heavy demand by
American banks at home because of
the U.S. credit squeeze. The interest
rates of Eurodollars have risen to a
record -high level.
This paper can only explain the highlights in the case cited here. The financing and the engineering services agreement are covered by six substantial

volumes. The negotiation took approximately four months to complete and included a host of lawvers, bankers and
financial men representing the clients,
the engineering company, as well as the
banks providing the financing.

Concluding Remarks
In this article we have illustrated two
cases of financing based on our companv's experience; one, a U.S. government financing, the other a European
financing. There are many other sources
of financing which exist on international, regional, governmental and private levels, as well as many different
methods of financing; for instance,
short -term vs. long -term financing,
equity vs. debt financing, local vs. foreign financing. One must carefully select an appropriate approach wliich will
best suit his financing need.
Submitting a financial proposal to a
client has become as important as the
engineering proposal and to be able to
put together a financing package for a
multi- million dollar construction project
is a highly rewarding experience. The
financing not only serves as catalysts to
the client, engineering contractor, and
lending institutions, but also is beneficial to the economy of the developing
country where the plant is being built
as well as the country which provides
the credits, goods and services.
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'Value Added by Manufacture
DATA CONCERNING VALUE ADDED BY MANUFACTURE
HAVE NUMEROUS APPLICATIONS IN BUSINESS DECISIONS
By M. Frank Troy
In the majority of cases, human contributions are of small
value with resulting economic rewards of comparable size.
The rare monumental legacies of genius often repose in
obscurity or as a curiosity for as much as a centennium
before man and his slowly developing environment can
derive utility and therefore value from the unsolicited
endowment.
Our senses signal for the inputs needed for survival and
well -being on cycles whose periods vary from a fraction of a
second to not longer than a few hours. These inputs are
provided by an economic mechanism wherein services having
utility are performed in exchange for negotiable currency.
Thus the performance of services to enhance the utility
of materials, capital goods or additional services can be considered as the operation of adding value.
The significance of value added by manufacture has long
been referenced in the literature of economics. The business
world has similarly recognized the cardinality of value added
by manufacture for financial news notes and frequently com-

ments qualitatively on the capability of an organization with
respect to: Conversion of raw material, depth of manufacture, vertical orientation, integrated operation, etc.
It is postulated that value added by manufacture is one
of the fundamental quantities of industry and business
warranting the use of a systematized mathematically defined
method of providing direction in the establishment of programs to improve the business system. The goal of the
programs established thereby is to increase the operating
margin by adding value.
Operating Margin
Operating margin consists of all involuntary and discretionary costs required to manage, market, develop, engineer,
facilitate, handle and support the manufacture of the product, plus the fundamental economic motivator profit.
A chart showing the cost and operations interrelationship
is shown in Exhibit 1.
Computation of Value Added by Manufacture
The basic quantities of analysis are the factors employed
in a business, sales, material, labor, capital and management.
Sales = Cost of material + Cost of labor + Operating
margin
By definition:
Value added by manufacture
= Cost of labor + Operating margin

M. FRANK TROY
is a Designer of Manufacturing Equipment for Union Carbide
Corporation, Chicago, Ill. Mr. Troy is a Professional Engineer
and received his degree in Mechanical Engineering from the
University of Cincinnati.
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Operating margin
= Value added by manufacture — Cost of labor
Let us use factors introduced by the Department of Commerce: The factor, value added per $1.00 wages, is denoted
by the svmbol X. Similarly the factor, value added per $1.00
shipment, is symbolized by Y. The terms shipment and sales
are used interchangeably in further discussion.
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Using simple dimensional analysis:
Labor
Value added
1/Value added
$1.00 shipment — $1.00 shipment x $1.00 wages or labor

Exhi bi t 1
C O ST AN D O PER AT IO N S IN T ER R ELAT I O N SH IP
DIRECT FACTORY COST

=

Y

1
X

x

COMPONENT
COMPONENT
COMPONENT
COMPONENT
MANUFACTURING MANUFACTURING MANUFACTURING MANUFACTURING
PLANT A
PLANT B
PLANT C
PLANT D

Convert the operating margin equation to a per dollar
shipment basis
Operating margin
Value added
$1.00 shipment — $1.00 shipment
_

PURCHASED RAW
MATERIAL

DIRECT LABOR

Y
X

Labor
$1.00 shipment

ASSEMBLY
MANUFACTURING
PLANT A

ASSEMBLY
MANUFACTURING
PLANT B

ASSEMBLY
MANUFACTURING
PLANT C

Y

Y

X

VARIABLE.
OVERHEAD

Converting to a common denominator
Operating margin
$1.00 shipment

YX
X

—

Y
X

—

YX —Y
X

Y(X -1)
X
Y thus becomes the index of the percentage of the product
manufactured and its degree of sophistication. The factor
X -1
X has the dimensions of operating margin per $1.00 value

TOOLING

PERIOD EXPENSE

G&A

ENGINEERING

R& D

SELLING EXPENSE

QUALI TY

PRODUCT MANAGEMENT

if

R

*OPERATING MARGIN

added and may be considered an index of mechanization.
The equation may be broadly interpreted as:
Profit + Competitive capability= Percent of product manufactured x Index of mechanization
A cursory examination of the foregoing equation will reveal
that Y has greater leverage and linearly affects the operating
margin. Whereas(X —1) .
X is non - linear and can only approach

PROFIT

VALUE ADDED BY MANUFACTURING

ROSS MARGIN

SALES

Other Equations:

Dimensional analysis can be used similarly to the demonstrated development of the operating margin equation to produce the following wherein:
X

=

Value added /$ wages

Example:

Y

=

Value added /$ sales

While contributing to operating margin to a lesser degree,
X cannot be ignored as illustrated in the following actual
examples:
In the Fabric Glove Industry:

W

=

Value added /$ salary

R

=

Interest rate

X = 9.499
(X -1)
(9.499 -1) =
(X) — (9.499)

g95

Therefore if Y, the value added per dollar shipment, is assumed to be constant for purposes of illustration, the operating margin in the Soap and Detergent Industry is superior to
that of the Fabric and Glove Industry by a ratio of:
.895 =.467= 1.915.
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Y(X - 1)
X
X -1
W(X -1)
X
X-1
X

=
=
=
=

Y
1_ y

=

While in the Soap and Detergent Industry:

Y/W

=

Y/X
(X -1)
(1.844 -1)
X
— (1.844) _ •467

=

1 —Y

=

Value added
X — $1.00 wages = 1.844

BV

=

unity for high values of X.

Total book value
Material /$1.00 sales
Wages /$1.00 sales
Salary/$1.00 sales
Value added /$1.00 material
Operating margin /$1.00 sales
Operating margin /$1.00 wages
Operating margin /$1.00 salanOperating margin /$1.00 value added
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1 YY I

C

1 XX I

=

Operating margin /$1.00 material

\
R BV
Y Y
$ 1 . 0 0 + l_Y) + —
VV+ Net Sales] Management
X +—
margin
Application

Analysis of business operations and projects by use of
value added by manufacture equations directly indicates
the effectivity of changes in the principal components
of cost.
Project approval should continue to be based on profit,
return on investment and turnover of invested capital plus
other criteria established by management. The economic
activity factors of value added and operating margin when
related to units of sales, material, labor, salary, floor space
and investment aid visualization in the early stages of
project selection and development.
Ratios for more than thirty value added and operating margin factors have been developed and ranked for the 418 four
digit SIC industry classifications listed by the Department of
Commerce. These ranked ratios express the range of the
mean and top docile of each factor and have been useful in
determining the limits of the model of the project at its inception.
The data generated by the above equations can be applied
in the following areas of business planning, analysis and con trol:
Capital facilities project evaluation
Make -buy project generation
New product innovation
Productivitv— investment effectivity
Selection of areas for business acquisition
Utilization of existing capital facilities
The use of the listed equations in these areas should not
replace any techniques considered effective by the analyst.
Value added analysis is an additional tool for more completely evaluating an industrial or business project.
Profit Improvement
Profit is accepted in capitalistic societies without discussion. Profit is equally important in a totalitarian or communal society for it represents the margin of human endeavor
generated by minimizing remaining costs, available for
further capital investment.
Discretionary cost areas with the exception of capital and
fixed costs are, arbitrarily, bevond the scope of this discussion
solely for reasons of brevity. Application of indices of the
degree of value added in areas of sales, management control
reporting and engineering are considered relevant. Basic
costs of manufacture are:
Material
Labor
Operating margin
1. Profit
2. Discretionary costs
3. Involuntary costs
From the equation set forth earlier,
Sales =Cost of material + Cost of labor +Operating margin
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It can be readily ascertained that for a given net sales and
manufacturing facility, the operating margin can be directly
increased by reducing material costs. These costs can be con'
trolled by use of competition, specification, schedule forecasts and economic lot size techniques which evaluate and
endeavor to optimize the effect of volume purchases, ordering, freight, receiving, inventorv, obsolescence and stockout
costs. Well managed material operations are constantly on a
collision course with the boundaries of cost minimization attainable by statistical methods.
Significant break - throughs in material cost arc accomplished by purchasing materials at a lower state of manufacture, with the obvious stipulation, that the facility and manufacturing organization be modified to accept and convert
more basic materials.
Under the conditions of constant sales and invested capital, elimination of variances within the operation provide a
fruitful method for reducing involuntary costs and providing
funds for profit and discretionary costs.
Steadily escalating labor costs are an unavoidable, predictable, recurring normal event. Since competitive economic
forces oppose transmission of the annual negotiated increase
to the customer, a large -scale effort is required in the improvement of manufacturing efficiency by the introduction of
new methods, processes and equipment to maintain constant
labor costs. Low -cost offshore labor competitively engaged
places a higher stress on the importance of unit labor costs.
High - caliber manufacturing engineering management, similarly to the case cited for materials, will at any point in time
leave small margin for improvement of unit labor costs
without unprofitable increases in the involuntary costs of
operating margin.
Economics and Make -Buy
Increase of value added by manufacture thus is a prime
method of profit improvement and coincidentally is analogous to one of the fundamental processes for achieving rapid
economic growth, known as the replacement of imports.
Japanese industrial growth was made possible by the development at the turn of the present century of a bicycle
repair industry for maintaining imported bicycles in operational condition. This capability was extended and expanded
to encompass the local manufacture of bicycles at a cost advantage. This process has been applied to sewing machines,
optical goods, electronics and many other items with all
too obvious success.
Prophets of gloom had a field day in 1945, forecasting conditions of widespread unemployment on the U.S. Nest
Coast due to curtailment of aircraft and ship production at
the cessation of hostilities. The slogan `Buy West Coast' and
the development of basic steel and aluminum manufacture
coupled with electronic and automotive industry growth
maintained a north east slope of business activity.
The sophisticated skills and technology developed during
World War II were available to viably support a broad spectrum of industries manufacturing products formerly imported from the Midwest and East Coast.
It is now readily apparent that Make -Buv is replacement of
imports practiced at the local industrial level. The operating
margin equation clearly shows the immediate economic
benefits derived from increase of value added by manufacture.
The costs related to fixed investment favorably influence
the P & L directly and proportionally to the degree of
utilization.
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Value Added Taxation
Recent trial balloon released by the Administration proposing the use of value added by manufacture as a tax base
is economically unsound for it acts as a countermeasure to
retard the growth of this component. The net effect of such
a tax is to encourage the growth of imports as well as service
and distribution sectors, with correspondingly reduced manufacturing and engineering operations, and ultimately a
lower GNP.
An alternative and fiscally feasible tax base, if we must
have another tax, would be the material value of the product,
thereby providing an incentive which is codirectional with
essential factors of an expanding economy. The material
content of the annual national manufactured product is approximately 300 billion. Simple arithmetic shows that a one
percent tax yields three billion in revenue.
Conclusion
A fundamental management equation was derived in the
early 1900's by a young man with a background in sales of

dynamite and blasting powder.
The equation was the widely used return on investment
formula which numerically demonstrates the effect of turnover of invested capital on rate of return, i.e.
Return on investment —

Profit
Sales
x
Sales
Investment

The young dynamite salesman, Donaldson Brown, later
moved from Dupont to General Motors to become Vice
President in charge of the Finance Committee.
The operating margin equation
Operating margin = Y(XX-1)
and other value added formulas are not equally powerful
equations. However, it is hoped that the numeric measures
of value added employed afford mathematical insight to
warrant their use as an additional tool for management
decisions.

Readers React
Continued from page 7
While UCAS is an unmitigated evil, Mr. Mulligan's
proposals could provide some necessary policing to prevent
abuses, e.g., conspiracies in restraint of trade, milking minority interests by transferring profits to holding companies or other subsidiaries via price discriminations, and
perhaps other misuses of a generally desirable practice of
price discriminations.

and I believe his customer rejoiced in the inordinately low
price lie paid.
And no UCAS would have benefited either.
Billy E. Goetz
Visiting Professor
Florida Atlantic University
Boca Raton, Fla.

Mea Culpa

Conclusion

To the Editor:

Why should the government be concerned about comparability of cost systems of competitive bidders? Why not
award a contract to the low bidder after a check on the
bidder's technical and financial ability to do the job? And,
of course, taking reasonable precautions against collusive
practices.
An illustration comes to mind. Some very large steel
storage tanks were to be wrecked. One bidder was much
below all others, and was awarded the contract. Whereas
all the others had contemplated constructing scaffolding
on the outside to enable cutting up the tanks by torches,
this lone low bidder proceeded to put his torches on a raft
inside the tanks and floated them to the top, and as each
laver was cut off, lowered the water to the proper level for
the next cut.
I believe this low bidder earned his "exorbitant profit,"

The formula in my article on page 68 of the July 1970
issue was typed incorrectly in the final draft to you and I
failed to detect the error when reviewing the edited copy.
It should read Dv= c[1- (1- r /p)yl and not Dv= c(1- r/ p ) Y ,
which would give remaining cost ( net book value) and
not accumulated depreciation.
Robert D. Miller
Financial Reporting
Boise Cascade Corp.
Boise, Idaho
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Errata:
Exhibit 1, page 18 of the July 1970 issue: For Gould National Batteries, Inc., the "Reported earnings per share"
should be 1961 — $2.28, 1960 — $2.17, and 1959— $1.67.
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Recent Publications
ACCO UNTING
A Programmed Te xt
Volume 1 and Volume 2
James Don Edwards, Roger H. Her manson and R. F. Salmonson
Richard D. Irwin, Inc., 1818 Ridge Rd.,
Homewood, Ill. 60430, 1970, revised
edition, Volume 1 -720 pp.— $13.25,
Volume 2 -789 pp.— $13.25.
Offered here is a programmed method
for self study. The advantages claimed
for the method are: (1) it permits a
more active participation by the student in the learning process and (2)
it permits immediate reinforcement of
correct understanding or correction of
misinterpretations. The scope of the
material. covered is financial accounting and management accounting at the
beginning level.

F I N N E Y A N D MILLER'S
PR IN CI PL ES O F
ACCO UNTING
Introductory
Glenn L. Johnson and
James A. Gentry, Jr.
Prentice -Hall, Inc., Englewood Cliffs,
N.J. 07632, 1970, 688 pp., $10.95.
This is the seventh edition of a book
that dates back to 1932. It was written
for the prospective career accountant,
and in this edition presents a blending
of financial accounting with managerial
accounting.

AUDITING

PRI NC IPLES

Howard F. Stettler

disclosure in financial statements, and
objectives and procedures of auditing
practice.

Raymond V. Lesikar
CASES IN OP E RAT IO NS
MANAGE ME NT
James L. McKenney and
Richard S. Rosenbloom
John Wiley 6 Sons, Inc., 605 Third
Ave., New York, N.Y. 10016, 1969, 311
pp., $8.95.
The cases offered in this book concentrate on the design aspects of the operating system and presents problems in
planning and control.

Richard D. Irvin, Inc., 1818 Ridge Rd.,
Homewood, Ill. 60430, 1968, 547 pp.,
$11.35.
In this approach to business communication, one part deals with communication theory and another is concerned
with its application to business correspondence and reports.

ORGANIZATIONAL
P L A N N I N G A N D CO N T R O L
SY STEM S
Th eory a nd T echn ol ogy

M O D E R N RE S E A R C H FO R
AD M I N I S TR A T I V E
DECISIO NS
Louis Hough

James C. Emery
The Macmillan Co., 866 Third Ave.,
New York, N.Y. 10022, 1969, paperbound, 166 pp., $6.95.

Prentice -Hall, Inc., Englewood Cliffs, The central theme of this book is the
N.J. 07632, 1970, 609 pp., $12.95.
planning process which is presented as
a
synthesis of fields related to planning.
An explanatory and critical survey of
Included
arc chapters on the systems
the research procedures employed by
concept,
the
organization as a systcm,
many administrators. These include preand
the
economics
of information.
liminary search techniques, simple
model building and advanced programming methods employed in operations
research.

NEGOTIAT ION AND
MANAGE ME NT OF
DEFENSE CONT RACT S

B USINESS R E S E A R C H

Dean Francis Pace J. D.

Concept and Practice

John Wiley 6 Sons, Inc., 605 Third
Ave., New York, N.Y. 10016, 19 /0,
835 pp., $35.00.

Robert G. Murdick
International Textbook Co., Box 30,
College Dept., Scranton, Pa., 18515,
1969, paperback, 226 pp., $3.95.

The meaning of business research in rePrentice -Hall, Inc., Englewood Cliffs,
lation to both the theory and practice
N.J. 07632, 1970, 716 pp., $11.95.
of business is developed in this book.
Concentrating on the conceptual and It explores concepts in research, atpractical aspects of the examinations of tempting to identify investigative projfinancial statements by independent ac- ects which qualify as research and decountants, this book details the objec- velops practical systematic approaches
tives and techniques of internal con- to the principal phases of a research
trol, standards of presentation and project.
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BUS I N E S S
CO M M UN I C AT I O N
Theory and Application

7

A "Ilow -to" book, to introduce the
engineer, the scientist, the inarketeer,
the finanecer, the administrator, and
counsel to the negotiation and managcment of defense contracts.

PRA CT IC AL SALES
FORE CAST ING
NVillianr Copulsky
American ,'Management Association,
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A book of readings designed to give a
broad view of the most significant resource allocation techniques in use by
government and industry.

DE C IS I O N T A B L E S
Marion L. Hughes, Richard M. Shank
and Elinor Svendsen Stein
McGraw -Hill Book Co., 330 W. 42nd
St., New York, N. Y. 10036, 1968, 176
pp., $15.95.
Decision tables are graphic displays that
fill the communications gap between
the operating manager and the computer specialist. This book explains how
they document the information needs of
operating management in a form directly usable by the specialist.

1970 DIRECTO RY O F
NATIONAL TRADE AND
PR A C TI C A L H O TE L .
PRO FE SSI O N AL
M
OTEL COST REDUCTION
ASSOCIATIONS OF THE
H
AND
BOOK
UNITED STATES
Columbia Books, Inc., Ste -300, 917 Herbert K. Witzky
15th St., N. W . Washington, D.C. Ahrens Publishing Co., 116 W. 14th
20005, 1970, paperbound, 288 pp., St., New York, N. Y. 10011, 1970, 208
$10.00.
PP., $8.50.
This Directory contains data on about
4300 national trade and professional
associations.

One of the best ways to boost profits is
to cut costs. This book explains how it
can be done in the hotel -motel industry.

CORPORATE SIMULATION
M O D ELS
University of Washington, Graduate
School of Business Administration, B.
A. Facultv Publications, 101 Mackenzie
Hall, Seattle, Wash. 98105, 1970, 614
pp., $12.50.

A STATEMENT OF
AUSTRALIAN
ACCOUNTING
PR IN CI PL ES

This volume contains 25 papers presented at a symposium held at the University of Washington in Seattle in
March 1970. The authors of the papers
are industrial executives and faculty
members who have been involved in
developing, testing, and using simulation models in various organizations.

W. ]. Kenley
Accountancy Research Foundation, 49
Exhibition St., Melbourne, Australia,
1970, 121 pp., $3.00 (Australian) post
free.
This study is essentially an examination
of Accounting Research Study No. 7,
published by the AICPA in 1965, and
its applicability to Australian financial
reporting.

Q UANTIT ATIVE AIDS FOR
DE CI SI O N-M AK ING
L. Daniel Massey

MULTINATIO NAL
BUSINESS M ANAGEMENT
Rowe Martvn

D. H. Mark Publishing Co., 285 Wood
Rd., Braintree, Mass. 02184, 1969, paperbound, 143 pp., $2.95.

Meath Lexington Books, D. C., IIeath
and Co., 125 Spring Street, Lexington,
Mass. 02173, 1970, 221 pp., $12.50.
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B U S IN E SS CO M B I N AT I O N S
IN TH E ' 60 s : A C ANA DI AN
PRO FI LE
Samuel A. Martin, Stanley A. Laiken
and Douglas F. Haslam
The Canadian Institute of Chartered
Accountants, 250 Bloor Street East, Toronto 285, Ontario, Canada, 1969, paperbound, 87 pp., $8.95 (Canadian).
Presented here are facts about the nature
and extent of Canadian merger and
acquisition problems in the field of accounting and finance.
B USINE SS LO G ISTICS
Concepts and Viewpoints
Allyn and Bacon, Inc., 470 Atlantic
Ave., Boston, Mass. 02210, 1969, paperbound, 466 pp., $5.95.

APROPERTYRECORD
S
I...
• a current inventory of Plant and Property assets showing the description
and location of each asset or group
of assets.
• a record of the original cost, depreciable base, accrued depreciation reserve, net book value, and periodic
provision for depreciation for each
asset or group of assets.
• perpetuated with a system (EDP or
manual) comprising the documented
policy and procedure.
• useful in corporate accounting, standard costing, preventative maintenance,
tax accounting, property tax reporting, insurance valuation, and capital
budgeting.

TECHNICAL RESO URCE
MANAG EM ENT
Q UANTITATIVE
METHODS
The M.I.T. Press, Cambridge, Massachusetts 02142, 1969, 236 pp., $10.00.

Describing the workings of multinational firms from the inside, the author
tells how they are organized and how
they operate to obtain their results. He
draws attention to the capital that is
tied up in slow moving stocks of goods
and long distribution channels in countries where capital is most scarce.

• a good investment paying long term
dividends.

Based on the premise that sales forecasting involves three main areas, financial budgeting, strategic planning
and research planning, this book provides a survey of product demand forecasting methods. It includes also simple numerical techniques and an example of simple model forecasting.

Described here are a number of the
more important techniques of quantitative analysis which give the reader a
familiarity with the basic types of problem- solving models available, the kinds
of problems in which each is most useful, and the data and managerial input
that each requires if it is to be used
effectively.

Inc., 135 W. 50th St., New York, N.Y.
10020, 1970, paperbound, 109 pp.,
$5.00.

The design, implementation and perpetuation of property records is our
business. We can develop a property
record for you or help you do it yourself. Write for our brochure.

PropertyRecordsCompany
PO Box 656, East Orange, N.J. 07019
Tel. 201-674.9360
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The Accountant's Role
In Labor Relations
AFL -CIO CONTROLLER TELLS HOW THE MANAGEMENT ACCOUNTANT CAN ASSIST NEGOTIATIONS
By Harold H. Jack,
Controller, AFL -CIO
In the book Horizons for a Profession,
which resulted from a study sponsored
by the Carnegie Corporation of New
York and the American Institute of
Certified Public Accountants, the conclusion is stated that with respect to
accountants' services in labor relations,
onlv arbitration, commercial or labor,
appears to be of any significance at
the present time, and this is limited
to the larger public accounting firms.
The same is true but to a lesser extent
of collective bargaining and labor negotiation studies. While that study was
limited to services performed by CPA
firms, I believe we can say with a reasonable degree of assurance that the
results of the study apply equally to
licensed public accountants and to a
lesser degree to accountants in industry.
I believe that this lack of participation by accountants in the collective
bargaining process is unrealistic.
Certainlv, as accountants, more than
any other group, we can appreciate that
accounting data constitutes an important segment of the total information
which must be considered by both labor
and management in the course of their
negotiations. Almost without exception,
labor negotiations involve more than
hourly wage offers and demands (being
a labor accountant, I prefer to think of
the latter not as demands but as atMANAGEMENT ACCOUNTINGlOCTOBER 1970

tempts to secure a fair share of the
productive effort) . Such matters as
working conditions, pensions and profit
sharing plans, holidays, vacation —and
the list is long and impressive —have
long been recognized as proper subjects of the collective bargaining process.
With rare exception, each item which
is involved in the bargaining process
whether it be offered by management —
or demanded by labor —has a cost attached to it. Certainly we can agree
that no one is better equipped to measure what the cost is than accountants.
The feeling of responsibility to intelligently justify contract proposals probably bcars more heavily on the union
conscience than on management's.
Since we make most of the suggestions
we are expected to justify them. The
day when the union takes as much or
as little as it has the naked power to
take has long since passed. In this age
of highly integrated social and economic factors, there is a continuing demand that collective bargaining progress
be related to community progress.
Unions feel this keenly and, therefore,
have for many years placed great emphasis on the accumulation and presHarold H. Jack was graduated from the Benjamin Franklin University School of Accountancy with a B.C.S. degree. In 1953, he
was named controller of the CIO, a post he
held until merger of that organization with
the AFL in 1955. He has been controller of
the AFL -CIO since 1955.

entation of pertinent economic factors
in support of its bargaining performance.
Thus it is not surprising to find a
nationally -known corporate industrial
accountant, Paul W. Demarest, writing
in the August 1968 issue Of MANAGE NIENTACCOUNTING:
"Union accountants have provided
sufficient data to their management so
that their union is in some cases better
prepared than corporate representatives
for negotiations."
Ways to Assist Management
While the type of economic research
and analysis required to determine the
costs involved in a particular item might
be different than anything you have
previously dealt with, your background
and training would enable you to develop reliable figures. Some of the particular areas in which you could assist
management, either by computing projected costs or by furnishing background
information which would assist it in
the negotiations, include:
Costs of the proposals advanced by
the labor negotiators;
Special productivity studies;
Analyses of profit margins to determine ability to pav;
Calculations of the effect of projected
wage increases on profitability if
prices cannot be increased;.
Forecasts of profit margins based on
Continued on page 60
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The Challenge
This is one of the opening frames in new filmstrip on NAA's
Continuing Education Program.

of Tomorrow
FILM POINTS OUT NEED FOR CONTINUING EDUCATION

Two participants in a recent CEP course discuss some of the
accounting problems during a break in the all -day session.

A new, 12- minute filmstrip on the Association's Continuing
Education Program, titled "The Challenge of Tomorrow,"
is being made available to chapters this Fall. The film, which
was specially developed to inform members of the opportunities available through the NAA Continuing Education Program, features scenes from some of the meetings held in
1969 -70. It also includes comments on the program from leading industry figures. The Continuing Education Program in
1970 -71 features 19 courses and 14 seminars, to be held in
New York, New Orleans, Boston, Chicago, Los Angeles, Atlanta, Pittsburgh, and San Francisco this Fall and next Spring.
Scenes from the filmstrip are reproduced on this page.

As Arthur V. Corr (center), Manager of Continuing Education Department, knows, one of the virtues of a good teacher is to be

able to listen, as well as to lecture. Here he discusses course
with two registrants during break in the CEP meeting.
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National Staff Changes
DR. LANHAM RETIRES; CORR IS EDUCATIONAL DIRECTOR; LANDEKICH NAMED RESEARCH DIRECTOR;
GIBSON JOINS STAFF; MRS. JOHANSON NAMED ADMINISTRATIVE ASSISTANT
Dr. James S. Lanham, Director of the
NAA Educational Services Division, has
retired, effective October 1, 1970. Dr.
Lanham will continue to serve as Secretary to the Committee on Educational
Attainment and as a special consultant
on educational projects.
Arthur V. Corr, Manager of the Cont i n u i n g E d u ca t i on De p a r t me n t , wa s
named to succeed Dr. Lanham as Director of th e Educational Services Division.
Stephen Landekich, Editor of MAN-

accounting field, serving as academic
vice president of the American Accounting Assn., and as a member or chairman
of various national committees of the
American Accounting Assn., and the
American Institute of CPA's. He also
served as Book Review Editor of the
Accounting Review, 1956 -60. A well known writer and speaker in the field,
Dr. Lanham is the author of a number

degree at NYU's School of Business
Administration.
Prior to joining NAA, Mr. Corr was
a member of the faculty of the Accounting Depar tment at New York University for nine years. He has also participated in business education programs
as a consultant as well as an instructor.
He is a member of the American Accounting Assn. and the American Economic Assn.

Steve Landekich
Director of Research Steve Landekich
joined the NAA staff in 1959 as research associate and assistant editor.
Upon retirement of the former editor,

has been named
Research Director of the Association.
These staff changes were recently an-

AGEM E NT ACCOU NT I NG,

nou nced by Execu tive Di rector William

M. Young, Jr. Mr. Young also announced two other changes affecting
staff personnel. Jack W . Gibson has

he was named Editor of the NAA

joined the NAA staff in the newly created position of Secretary to the
M a n a g e me n t Ac co u n t i n g P r a c t i c e s
Committee, and Mrs. Lorraine C. Johanson was named Administrative Assistant to the Executive Director of the
Association.

Born in Yugoslavia, Mr. Landekich
]folds a degree in economics from Zagreb
University. He also has an M.B.A. degree from New York University.
He has held a number of executive,
top management and governmental
positions and has authored articles and
worked as a management consultant.
He is a member of the Academy of
Political Science, American Accounting
Assn., and a fellow of the Royal Economic Society of England.

James S. Lanham
Wh e n he joined the NAA staff in
1960, Dr. James S. Lanham had a long
and distinguished career behind him.
Bom in Santo, Texas, he earned his
BBA, MBA and Ph.D. from the University of Texas. Prior t o World Wa r
II, he taught at his alma mater and
during the Wa r he joined the Army
Air Forces. He was promoted to colonel
and subsequently served as Chief, Industrial Audits Division, Auditor General Headquarters, USAF.
After the War, Dr. Lanham was on
the faculty of the University of Southern California as associate professor of
accounting in the College of Business
Administration. He was Head of the
Accounting Depart ment, College of
Business Administration, University of
Florida, 1957 -60. While on the NAA
staff he taught at Columbia University
as adjunct professor of accounting.
Dr. Lanham was highly active in the
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BULLETIN,

now
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COUNTING.
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LANDEKICH

GIBSON

of articles published in various accounting journals.
As Director of the Educational Services Division at NAA, he guided the
Association's total educational effort, including the research program and the
Continuing Education Program. Dr.
Lanham makes his home in Manhattan.

Arthur V. Corr
Arthur V. Corr, new Director of the
Educational Services Division, joined
the NAA staff in 1965. He subsequently
was named Manager of the Continuing
Education Department, with responsibility for organizing and scheduling the
Continuing Education Program.
He earned a B.S. degree magna cum
laude from New York University in
1955, and his M.B.A. in 1956. He has
completed all the requirements, except
the doctoral dissertation, for the Ph.D.

Jack W. Gibson
Mr. Gibson joins the staff as Secretary to the Management Accounting
Practices Committee. An honor graduate of Michigan State University School
of Business with a B.A. degree in general business, he earned his M.B.A. from
the University of Michigan, majoring
in finance and accounting. He has had
assignments in general and cost accounting, financial planning and analysis, defense contract accounting and
project management.
Prior to joining the staff, he was manager of administrative services, Consolidated Edison of New York. Mr. Gibson and his wife Marilvn and their two
children live in Nonvalk, Conn.
Continued on page 63
59

THE ACCOUNTANT'S ROLE

in

Continued from page 57
sales forecasts and projected wage
increases.
Historical summaries and analysis of
employee wages and benefits could
prove helpful. Such an analysis could
take many forms. The amount of information which might be supplied is
limited only by your imagination. For
example, a historical tabulation of wage
rates and benefits stated in total dollars,
dollars per hour, and as a percentage of
total sales and total costs could provide
management with a meaningful guide
against which present demands could
be measured.
While some of the areas might be
beyond those you are used to dealing
with, I do not believe that a strong
accountant need feel any trepidation
about expanding his services to serve
management needs.
From the standpoint of possible services which might be rendered to the
labor side of the negotiations, consider
these possibilities: Special studies of
prevailing wage rates in the geographic
area; special studies of contract settlements in comparable industries; special
studies of cost of living index changes.
Again, these are only illustrations of
possible areas of service. There are certainly manv additional possibilities.
Those of von who are industrial accountants are probably not too interested in the possible areas of service to
labor negotiators, but look again at the
items above. Management has a vital
interest in knowing how its offer compares with the wage rates in its area of
operations, and further that its wage
scale is comparable with its competitors, and further that, in relation to
the change
price levels since the last
contract was negotiated, its offer is fair.
Moreover, if you are dealing with a
publicly held company it would be possible to develop important information
from labor's standpoint by examination of published reports, SEC filings
and other available information.
As you may have deduced, I believe
the possibilities for an accountant rendering service in collective bargaining
are greater on the management side
than on the labor side. This naturally
follows. An accountant cannot perform
without information, and, without
doubt, the amount of information
readily available to the accountant
makes his role as an advisor to management easier than when he is called
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upon to act as an advisor to labor. In
most instances the information required to perform the various studies
and projections which I have previously
mentioned is available from the records
of the company and need only be assembled and converted to understandable facts and figures. This is generally
not true of the types of information
required to produce meaningful information for the labor side in the collective bargaining process.

Helpful Government Sources
Your search for information in this
area should begin with the U.S. government. There is available a wealth of information which can be extremely useful. I am sure that you are all aware
of the Bureau of Labor Statistics and
the regularity with which it publishes
the cost of living index, both on a
national and local basis.
In addition, a number of publications
are available at a nominal cost from
the Government Printing Office. Examples of publications which could sere
as possible sources of meaningful and
helpful information are:
1. Employment and Earnings and
Monthh, Report on the Labor Force.
This publication presents the most current information available on trends and
levels of emnlovment, hours of work,
earnings and labor turnover. It gives
not only overall trends, but also shows
developments in particular industries
in the States, and local metropolitan
areas.
2. Employment and Earning Statistics for States and Areas —based on the
1957 standard industrial classification.
This publication provides historical in-

formation on employment and earnings
statistics.
3. Monthly Labor Review. This publication is the medium through which
the Labor Department publishes its
regular monthly reports on such subjects as trends of employment and payrolls, hourly and weekly earnings,
weekly working hours, collective agreements, industrial accidents, industrial
disputes and many others.
4. Wages and Related Benefits. This
is a series of area wage surveys covering
over 60 metropolitan areas.
As I stated earlier, manv of you may
feel that some of these areas lie outside the accountant's area of competence. While at present this may be,
and in large measure is probably true,
nevertheless, I don't believe any one
of us is precluded from expanding his
area of competence. If you will think
about it for a moment, I am sure you
will agree that each of the areas of
possible service which I have suggested
deals with facts and figures —and isn't
that the meat and potatoes of our
chosen field?
To those of you who have not been
so involved in labor negotiations, may
I suggest you consider getting involved.
If you are in public practice, sell your
clients —be they management or labor —
on the idea that you have something
to offer. If you are employed in industrial accounting, and your company is
not getting this type of service from
its accounting group, let it be known
that management is missing a good bet.
The question arises: does the accountant even have to limit himself
to merely furnishing facts and figures
to the negotiating parties or can lie
also extend himself into active participation in the collective bargaining
process? I personally feel that because
of their background, training and broad
exposure to people many accountants
would make excellent negotiators. However, it would take time for accountants
to adjust to the fencing exercises and
apparent lack of progress which characterizes many collective bargaining
sessions, but again his competence and
background should stand the accountant
in good stead.
We arc determined as labor accountants to help in setting as high a standard as possible for our profession.
There will be those who say it is perhaps the heat and the glare of the
public spotlight, which seems to be
Continued on page 63
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BARDEN,

Los Angeles.
Indianapolis

CHARLE S C A M P B E L L ,
past

re ce nt l y

promoted

president.

Boston.
GE O RG E A . BE CKE R, Milwaukee.
JOHN W. BE SWE T HE RICK, Detroit.
FRANK A. BOETTGER, Dayton p a s t p r e s i dent; Wichita.
FRE DERICK L. BURNS, Providence.
CHARLES W. CHRISTY,Cincinnati.
C. W I L S O N CLO N T S, Atlanta.
GREGORY R. DETMER,Fort Wayne.
L. HOMER D O W E L L , Tulsa.
D O M I N I C S. GASPARD O, Milwaukee.
RAY M. FUGIT,Wichita.
HAROLD H. GEARHART, Cleveland.
C E C I L V. GRIFFITH, Portland past
BARKER,

president.

W.

H. PATTERSON H A L E , JR ., Merrimack
Valley.
RI CHARD HARKLESs, Brunswick Area.
F . L A W R E N C E H E C K E R , New Orleans
past pre si de nt ; S t uart Came ron M cLe od
S oci e t y.

CLWRENCE L.

HE ND RI CKS,

Tri- Cities

past pres ide nt.
RAYM ON D

A.

HOFFMASTER,

Kansas

City.
J. RAY WOOD JOHNST ON, Buffalo.
HARRY J. KUEMPEL, Denver p a s t
B.

LOCKHART ,

Western Caro-

linas.
HOMER R. LUCAS, Fox River Valley.
HAROLD J . M C A L P I N , Chicago.
KE N N E T H V. MCDONOUGH, Waterbury.
W. J. MGKEMIE, Coosa Valley.
JOHN A. M O O R E , Mohawk Valley.
GE N E V I E V E M ORRI S, Des Moines.
GE O RG E W . PARDIECK, Peoria.
PE T E R J. PE ALE R, Fort Worth.
HO L L I S J. PU T N AM , Member -at- Large.
JOHN W . RE T HE R , Columbus.
ARTHUR M. R I C E , Birmingham.
FRE D F. SCHMITZ, Mid - Hudson.
L E O N L . SCOTT,Washington.
WILLIAM J. SHI V E R, Atlanta.
AR LO G . SHOOKM AN , Fort Wayne.
ROGE R W . STALLIN GS, New York.
WILLIAM E. STEIDLE, New York.
FRANK L. W I E M E R , New York.
IRVING Y AN OW, Essex County.
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troller, Marietta Carpet Plant.... ROBERT B. OLIVER has joined Hamilton

Watch Co. as corporate accounting
manager.
NVALTER M. COLLEY, Los Angeles, has
been elected chief executive officer of
Pacific Clay Products, Inc.

Time Off

FRANK R. KRISTOFF, Louisville, has

been named vice president of state ments and taxes of Capital Holding
Corp.
LEON SHELDAHL, Madison, has been
appointed assistant treasurer and assistant secretary of Oscar Mayer & Co.

P

ROBERT FICKER, Massachusetts North

Central, has been promoted to conJOHN
troller at Decotone Products
JANELL was named controller...
at Specialty Paper, Printing and Forms
Group, Litton Business Systems, Inc.
ED\VARD WALSH has been promoted
...
to controller at Fitchburg Paper Co.
JOHN VIEIRA, Mass. Route 128, was

promoted to accounting manager, Bird
& Son, Inc.
HAROLD LEVELL, Memphis, has been

promoted to partner at Haskins & Sells.
DAVID FORE, Michiana, has joined Pat-

rick Industries as secretary and treasurer.
RALPH E. ELLS, Milwaukee, has been
promoted to manager with Arthur
Young & Co.

"I'm sorry, sir,Mr. Shaw's hours on Wednesday are strictly from two to fore in the

afternoon."

Missing 'U -2'
I

4,
EGAN
New York

HEIMAN
New York

W. H. GAUTHIER, Muskegon, was promoted to manager, aircraft engineering
administration, Teledyne Continental
Motors.... TONY J. MOTEKAITIS, chapter president, was elected vice president
and secretary of Midwest Machine &
Mfg. Co.
RICHARD G. ROBERTS, JR., New Orleans, has been named controller and
personnel director of the GTS Corp.
ERNST BAREUTHER, New York, has been

named a vice president and chief
operating officer of Patagonia Corp....
WILLIAI,I M. EGAN has been elected
vice president of Stone & Webster, Inc.
... J.ROBERT GALE was named to the
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There still exists in the minds of
some taxpayers a little uncertainty
as to the letter and number designations of Federal tax forms. One taxpayer, who had apparently held several jobs during the preceding year,
phoned to say: "I have misplaced a
'U -2'; what should I do ?" Answered
the quick - thinking Internal Revenue
Service clerk, "Call CIA, I guess."

Accounting for Homo Sapiens
The 1970 census will soon tell officially how many people there are in
this country. Even without the census, certain facts are fairly well established about the country's population
growth. For instance,
Every 9 seconds someone is born;
Every 161/2 seconds there is a
death;

Every 60 seconds an immigrant
arrives;
Ever 23 minutes a citizen leaves
to reside in another country.
The net result? An addition to our
population every 151/2 seconds. This
figure, extended, means four new
citizens in just over a minute; over
232 per hour; and an increase of
more than 5,575 every 24 hours.
— Chamber of Commerce
of the U.S.

Convention Topics:
Hunting Without a License
From Governor Harold LeVander of
Minnesota in his welcoming address
at the 1970 NAA Annual International Conference in Minneapolis:
"Going to a convention with your
wife is a little like going hunting
with the game warden."
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newly- created position of director, long
range planning of Avon Products, Inc.
...FREDERICK D. HEIMAN has joined
FAS International, Inc., as corporate
controller.

Campbell Co., a subsidiary of Campbell
Soup Co.... RICHARD TOLBERT has
been promoted to staff assistant to the
controller of Gamlen Chemical Co., a
division of Sybron Corp.

Two Northern New York members
have been named at Cives Corp.
HORACE BUNKER was appointed controller, and WILLIAM RUBAR named divisional controller for Northeast Constructors Div.
WILLIAM R. DUFFELL, Philadelphia,
has been elected treasurer of Invest -InAmerica National Council.

HERMAN GROTHMANN, Southwest Los
Angeles, is now manager of auditing for
M.C.A. Corp.
WILLIAM L. M U E L L E R , Southern Illinois, is now controller for Plains Leasing Co.

Th r ee Pittsburgh
members have been
n a m e d a t D r a vo
Corp. ROBERT L.
BRUSH was appointed
group cont roll er ,
heavy construction;
RAYMOND JASINSKI
BRUSH
has been named conPittsburgh
troller, Eastern Construction Div., and DOMINICK R.
TRIBONE was appointed assistant controller.

GERMAIN BOER, Tulsa, is now associate
professor, College of Business Administration, Oklahoma State University. Dr.
Boer was formerly a project manager
with the NAA Continuing Education
Department.... HENRY HAESLOOP has
been appointed business manager and
secretary- treasurer of KVOO- TV....
JAMES L. LABORDE was admitted to
partnership in Arthur Andersen & Co.

MARK MILLER, Racine- Kenosha, is now
controller at the Milwaukee Shoe Co.
STANLEY R. PYLIPOw, Raritan Valley
president, was appointed controller of
the Chemical Coating Div., Mobil
Chemical Co.
JERRY L. ASHWORTH, Richmond, has
been elected executive vice president,
treasurer, and comptroller of the Riclimond Life Insurance Co.
JACK MARTIN, Rockford, has been
named secretary- treasurer of Special
Machine Co.
J. E. BUELT, St. Louis, has been admitted as a partner in Price Waterhouse
& Co.
THOMAS AZARET, San Diego, has been
elected vice president and treasurer of
Digital Development Corp.
JACK C. MORRISON, Sangamon Valley,
was promoted to assistant controller of
Thor Tool, Inc., a Stewart- Warncr subsidiary.
ROBERT S. CooMs, Scottsdale Area
president, is now secretary/treasurer of
United Produce, a subsidiary of Iniperial International Corp.
EARL FEDERMAN, South Jersey, is now
Mid- Atlantic regional controller with
Lavanthol, Krel-stein, Howath & Horwath.... JOHN A. ROWE has been appointed resident comptroller of Joseph
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WALLACE M. SCOTT, Springfield past
president, has been promoted to vice
president of finance, William E.
Wright Co.

RONALD E. KAUFFMAN, Valley Forge,
has been named assistant controller of
Gino's Inc.
THOMAS MARSHALL, Virginia Skyline,
is now controller, Acme Visible Records.
WAYNE BUSKE, Waukesha Area, has
been appointed controller, Wisconsin
Centrifugal, Inc.
ROBERT J. SCIIULTZ, Westchester, has
been named treasurer of Materials Research Corp.
EARL RAMBOW,Western Carolinas, has
been promoted to controller, Spartan
Mills.... LUTHER STANCIL was recently
named audit manager at S. D. Leidesdorf & Co.
RICHARD B. POLLINS, Westmoreland
County, was appointed assistant vice
president -EDP systems at Telephone
Utilities of Pennsvlvania, Inc.
STAFF CHANGES

Continued from page 59
Lorraine C. Johanson

Mrs. Johanson, newly - appointed Administrative Assistant to the Executive
Director, joined the staff in February
1965 as Executive Secretary to a division director. Subsequently, she was
named Executive Secretary to the Executive Director Of the Association.
Mrs. Johanson, who received her education at public schools in Brooklyn,
and at Brooklyn College and Hcffley's

Business School, has extensive experience working with top executives and
administrators. Before joining the staff
of the Association, she was secretary to
the chairman of the board of Standard
Kollsman Industries, Inc.
As Executive Secretary, she has attended many Association meetings and
assisted in the conduct of the annual
international conferences. She brings to
her new position a broad knowledge of
Association activities.
In M emoriam

J. WAYNE AUGSPURGER, 5 5, Los Angeles, 1958.
PAUL C. BAUR, 55, Reading past president, 1955.
A Correction
GORDON E. SHELLBERG, Los Angeles,
was inadvertently listed in the "In
Memoriam" column in the August issue
Of MANAGEMENT ACCOUNTING. Mr.
Shellberg is an active member of NAA.
THE ACCOUNTANT'S ROLE

Continued from page 60
kept well focused on labor unions, that
helps to account for this attitude. Perhaps that is so. We also have professional pride.
We think, for example, that this
attitude of professionalism and conscientiousness had at least some part
to play in the reduction of the premium for fiduciary bonds required of
union officers and certain employees
under federal labor law. The reduction
was made by the insurance companies
voluntarily and is the first such voluntary reduction in history.
Mr. Demarest, the corporate accountant to whom I referred to earlier said
this in that article,
"The inconsistencies and inadequacies of corporate annual reports have
frequently been mentioned in accounting literature. Corporate accountants could take a lesson from
the Biennial Report of the AFL -CIO
issued to their convention."
We arc determined to maintain and
improve the record as it stands, and we
hope that more and more the scope
and effectiveness of the magical col lectivc bargaining process, which has
helped make this nation and our system one of the wonders of the world,
may be improved by virtue of a more
intense interest on the part of the
accountant as to the role lie can play.
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PRESIDENT'S PERSPECTIVE

Relevance Now... or Later
From out of the halls of ivy in recent years has come a cry that, has
shaken educational institutions to the core. The howl of righteous indignation is drawn from a suddenly white -hot perception of the problems
of our society: pollution, racism, poverty, exploitation, alienation. It is a
cry for relevance that the youth of America and others are flinging at
once sacrosanct institutions.
What they want is an education that will be relevant to the solution
of today's problems. The immediacy of society's glaring deficits prevents
any shift of attention to future concerns. Problems -now must be solved
while problems- future wait.
Some NAA members may have a similar attitude when facing the
challenge of an accounting career. Now you are concerned with the cost
accounting of a small division of a large conglomerate. Accounting for
foreign operations is not relevant to your position in your company; the
concept of a management information system does not concern you.
Behaviorial science implications of accounting? Sounds like sociology.
True, these topics —all of them part of the Continuing Education
Program —may not be relevant to you now but what about the future?
An opening in the international operations of your company requires
a financial manager with some knowledge of foreign operations. Are you
ready? Your company decides to establish a management information
system and is looking for a competent manager to supervise the project.
Will you be caught napping?
The point is no institution can be relevant to every current concern
and still give some attention to the future. It might be relevant for
one year, two years ... even five years, and then suddenly find itself
obsolete. That is why the NAA Continuing Education Program is designed to be relevant both now —and later. The program is continually
revised and updated and subject to review by participants and national
committees. CEP planners are cognizant of the latest theory and experience in specialized areas. New courses are added to reflect technological
and fiscal changes in the business environment. The program aims to
strike a balance between theory and experience.
The next time you receive a brochure concerning the Continuing Education Program — think. The offerings may not appear to be completely
relevant now at this stage of your career.
But what about five years from now?
ETTORE BARBATELLI
President,1970 -71
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"...Planning for
the Future"

THE PRESIDENT'S MESSAGE

all

—an

It was my good for tune a nd privilege to be honored as President of our Association during an
exciting yea r of tr ansition. A short summa ry of
some of the significa nt events that occurr ed during this administration will serve to illustrate the
dimensions of the task —and to suggest the rewards—of serving the largest association of management a ccountants in the wor ld during a cr ucial year.
We accomplished the move of the national office
to a new location at 919 Third Avenue, New York
City, despite the usual difficulties and frustrations
tha t everyone encounter s dur ing a major relocation. The offices in a new, moder n building a r e
mor e in keeping with the sta tur e of a n inter na tional organization and the image we want to project. Additional space is available in this building
which will enable the national staff to achieve its
maximum capabilities in serving our worldwide
membership.
It was gratifying to discover that members
thought enough of their investment in NAA to renew their dues — despite the increase which went
into effect this yea r. The net gain in membership
ca n be a ttr ibuted to ha r d wor k on the pa r t of
chapter officers and directors, as well as national
officers and directors —and, of course, the national
staff. They patiently explained the reasons why at
every opportunity; obviously their message got
across.
Twenty -one chapters
-time record —were
granted charters during 1969 -70. Again, only close
cooperation between volunteer officers and directors at the national and chapter levels and the
professional staff could bring about such fruitful
results. Vigorous efforts will continue to be extended to achieve our objective of making ava ilable the benefits of our Association to all management accountants — domestic and international.
It became apparent within less than a year after
its establishment that the Mana gement Accounting Practices Committee is fulfilling a long- needed
function in the Association. Members now have a
vehicle through which they can express their opinions on current accounting issues. The Committee
spoke out boldly on the controversial issue of accounting for mergers. Moreover, Chairman Keller
testified on behalf of NAA before a Congressional
committee —so far as we know this is the first time

Meyers: "Twenty -one chapters —an all -time record
—were granted charters...."
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in recent year s tha t your organization ha s been
invited to be heard in the halls of Congress.
Our a ttempts to help the nation solve some of
its socio- economic problems are going very well.
The response to the call for volunteers to participate in our plan to provide free advisory services to struggling businesses sta rted by minority
groups has been highly encouraging. There is still
much to do, but already our efforts have received
considerable recognition from the Administration
in Washington as well as those we are endeavoring
to assist.
I could go on and mention ma ny other a ctions
that were taken during 1969 -70, such as a new
approach to education, consideration of re- organization of the national volunteer organiza tion for
improved communications, feasibility study started
concerning recognition of educational attainment,
and many other significant matters. The committee reports which follow will sum up most of the
work accomplished.
I would be remiss not to note —with regret —
that this report r epresents the last year of Rawn
Brinkley's stewardship as Executive Director. His
nine years in office gained him many friends and
admir ers within the Association and we shall all
miss his continued presence, although he has
agreed to remain as a consultant. I am certain that
William M. Young, Jr., his successor, will carry
on the tradition of excellent and forward- looking
leadership that this Association has enjoyed since
its inception. I am also confident that John E.
Vavasour as Managing Director will make a significant contribution to our future progress.
On behalf of the national officers and directors
I would like to thank each and everyone who contr ibuted to the r ecor d of the Associa tion dur ing
1969 -70. I ask that you give the same support and
encouragement to my successor.

GRANT U. MEYERS
President, 1969 -70

PLANNING
The standing committees of the Associa tion help
to review and guide the year -in and year -out activities. The Committee on Planning, however, is
unique in that it sta nds apar t fr om the da ily activities and tries to help shape future Association
programs. Its blueprint, of cour se, is the r epor t
of the Committee on Long Range Objectives which
was adopted by the National Board in June 1968
and published in August 1968.
In 1969 -70 the Committee discussed the national
volunteer organization structure of NAA. The obMANAGEMENT ACCOUNTING/ OCTOBER 1970

Here's a view of the NAA national offices at old address ...
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jective of the discussions wa s to find wa ys a nd
means of mor e equita bly distr ibuting the wor kload, assuring continuity, improving communications from top management down through the
grassroots of the Association and developing
knowledgeable and experienced management at
the top level. A report of its conclusions was made
to the Executive Committee which made constructive suggestions and recommended that next year's
Planning Committee again review the structure for
submission to that body.
The Committee established priority for the implementation of projects r ecommended in the report of the Long Range Objectives Committee.
Top priority was given to the establishment of an
Ad Hoc Committee on Educational Attainment
which was subsequently appointed by President
Grant U. Meyers.
Actions to accelerate the pace of promotion and
expansion of the Association's membership and
services in the international field, with specific
emphasis on education, were proposed and approved by the Executive Committee. The Committee worked with the Committee on Inter na tional
Chapters in developing these proposa ls, and will
closely follow international developments with a
view to making future policy recommendations.

...

and a view of the offices at 919 Third Avenue.

"NAA realized a net gain in membership during
1969 -70 despite the increase in dues."

CHA PTE R A ND ME MBE R G ROW TH
NAA realized a net gain in membership during
1969 -70 despite the increase in dues. Membership
increased to 69,820, as compared to 68,954 at the
beginning of the period. This increase is a reflection of the dynamic nature of our Associa tion.
Ne w Chapte r s
Chapter growth set a new record, with charters
approved for 21 chapters in the United States and
South America. Four new Latin American chapters
reinforced the international aspects of Association
operations. New chapters included:
Domestic
• Ithaca - Cortland (N.Y.)
• Sioux City (Iowa)
• Spokane Area (Wash.)
• Stockton (Calif.)
• Valley Forge (Pa.)
• Northwestern Michigan
• Tyler Area (Texas)
• Western Montana
• Conejo Valley (Calif.)
• Elkhart Area (Ind.)
• Long Island - Suffolk (N.Y.)
• North San Diego County (Calif.)
• Orange Coast California
• Ponce (Puerto Rico)
• Southern Nevada
• Macomb County- Michigan
• Western Wayne County (Mich.)
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President Meyers (right) presents charter to National Director David B. McNitt who served as chairman of the organizing committee for the Elkhart Area Chapter.
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International
• Bogota International (Colombia)
• Rio de Janeiro International (Brazil)
• Santiago International (Chile)
• Lima International (Peru)

CHAPTER RELATIONS
At June 30, 1970, the Association had 248 affiliated
domestic and 10 international chapters. The national officers, director s and member s of the national staff made 742 visits, with 233 existing chapters contacted and 24 new and potential chapters
visited.

Competition
The competition is directed principally toward
stimulating the chapters to promote the objectives
of the Association. It offers incentives to chapter
officers and directors to provide a broad spectrum
of activities and services to members. An overall
review of the competition was undertaken by the
standing committees and modifications were proposed to place more emphasis on the chapter
education program by improving the relationship
between NAA objectives and the competition incentives. The changes, which become effective in
1971 -72, will help to ensure that chapters will
provide better services to members.
A realignment in the chapters competing for the
trophies was also author ized. Beginning 1970 -71,
any cha pter whose membership falls below 125
on any June 1 shall automatically compete in the
Warner Trophy competition for the following
year. In or der to return to the Stevenson T rophy
competition, a chapter must have 135 or more
members on its roster as of any June 1.

International Chapters
Considerable attention was devoted to the international oper ations of the Association dur ing
1969 -70. A National Director and a member of the
national staff visited eight cities in South America
and presented charters to four new cha pters. A
point payment incentive plan developed by the
Committee on International Chapters was approved by the National Board and will become
effective in 1970 -71. Designed to stimula te more
activities on the part of these chapters, as well as
the reporting of these activities to the national
office, the plan is similar to the competition for
the Stevenson and Warner Trophies.

EDUCATION
During the Association year, the Committee on Education supervised the introduction of a special
educational program to allow chapters to hold
courses a nd seminars in their own ar eas. Called
MANAGEMENT ACCOUNTING /OCTOBER 1970

the Local Education Activity Program (LEAP), it
is designed to make available specially developed
work materials for the chapter's own use. Initially,
work materials covering two courses and two
seminars were developed for chapter use. The new
pr ogra m is designed to implement recommenda tions made in the Report of the Committee on
Long Range Objectives. Through LEAP, chapters
can offer an additional, valuable educational service to members who do not have the opportunity,
for many reasons, to attend national -level CEP
programs. It is contemplated that additional
courses and seminars will be introduced.

Continuing Education
Fall and Spring programs of the national Continuing Education Program were well received by
those attending. Attendance was more than 2,000,
a little less than the year befor e, reflecting the
slowdown in the economy. Each year new courses
and seminar s are introduced; others ar e r evised
and updated to keep the program current.
A special two -week program at the University
of Texas —The Integrated Management Accounting Program —was held April 19 -May 1 with 30
registrants.

RESEARCH
The research arm of the Association, under the direction of the Committee on Research, published
two reports in 1969 -70 and explored new areas for
possible projects. Financial Reporting for Security
Inv e stme nt and Credit Decisions and A Frame rrork f or Financi al Reporti ng by Div ersi fie d Companies are Numbers 2 and 3 in a new Management

Reporting series. A second pha se of the pr oject
will test the fra mework, described in the initial
report, in a limited number of actual business
situations.
A study on interim financial reporting is being
coordinated with the NAA Management Accounting Practices Committee, the AICPA Accounting
Principles Board and the Financial Executives
Institute. A case study of a management information system is on schedule, and a second study on
planning and control of computer -based management information systems is also in process.
Other projects in progress are Cost Concepts for
Government Contract Pricing, revision of NAA reports on standard costs, Financial Controls for International Operations, and Cost Concepts and
Cost Controls for the Marketing Area. A new research project titled Contribution Margin Analysis
for Managerial Decision Making was approved by
the Executive Committee.
To explore opportunities of research dealing with
applications of behaviorial science, the Association
sponsored a Behaviorial Science Symposium at
the University of North Carolina, January 30 -31.
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As a result of the discussions at the Symposium,
the Committee recommended, and the Executive
Committee a ppr oved, the for mation of a behaviorial science advisory committee to assist in the
development of a conceptua l fr amewor k for resea r ch in this a r ea a nd to identify pr ojects a nd
select qualified researchers.

Management Accounting Practices
In its first year of oper ation, the Management
Accounting Practices Committee contributed significantly to forging a role for NAA in matters of
public policy affecting the accounting profession.
The MAP Committee issued statements concerning
the Accounting Principles Board draft proposal
on accounting for business combinations and intangible assets. I. Wayne Keller, chairman of the
Committee, testified on behalf of the Association
before the Subcommittee on Production and Stabilization of U.S. Senate Banking a nd Currency
Committee. He appeared during hearings on a
bill designed to impr ove cost sta nda r ds used in
government contracting. Chairman Keller advised
the senators that the National Association of Accountants supports the effort to improve government cost sta nda r ds a nd tha t it ha s under ta ken
research in this area.
To assist in this research and in deliberations on
other subjects, the Committee appointed subcommittees on Basic Cost Concepts, Segment Reporting, and Interim Financial Reporting. In carrying
out this work, the Committee is authorized to cooperate with the Accounting Principles Board and
Financial Executives Institute, however, it will
maintain a position of independence on opinions
issued.

Conferences
The Annua l Interna tional Conference, held for
the first time in Minneapolis, proved to be highly
successful. There were 1,391 members, 735 wives,
and 110 children registered, and 1,462 members
and wives attended the traditional Annual Dinner.
At least three regional confer ences will be held
in 1970 -71, with the NAA professional staff assisting in the planning and development of these
chapter- sponsored meetings.

Grants -in -Aid
To encourage research in the accounting field,
NAA annually awards Grants -in -Aid to a number
of doctoral candidates selected by a special NAA
committee. Three grants of $6,000 each were made
in 1969 -70 for the research and preparation of dissertations.

PUBLICATIONS
The Committee on Publications focused considerable attention on MANAGEMENT ACCOUNTING, the
major periodical of the Association. As recom70

Here's a view of one of the general sessions during Annual
International Conference in Minneapolis.

MAP chairman testified before Congress on
behalf of the Association.

mended by the Committee, the magazine will
henceforth be offered on a subscription basis to all
libr a ries with a discount on the single copy list
price. A change in printers for the ma ga zine r esulted in substantial savings on production costs.
A membership profile survey of NAA members
has now been completed and will be added to the
advertising promotion kits of our representatives.
The survey, which identifies members by job title
and industr y, will also be used in other a reas of
Association activities. It constitutes an important
analytic tool in fulfilling the educational objectives
of NAA.

As a means of eva luating the editorial and advertising impact of the magazine, the Committee
authorized a special readership survey by an independent organization. Nearly 85% of the respondents indicated they regularly read MANAGEMENT
ACCOUNTING, and 70% said tha t they had marked
articles or advertisements for the attention of associates. It was clear that a majority of those replying had a major voice in their company's purchases, equipment leases, accounting and financial
services.
The Committee a lso reviewed the pr ogr am of
translating selected articles in MANAGEMENT AcCOUNTING and sending them to international chapters for di str i but ion t o m em ber s. It wa s agreed
th a t t hi s pr ogr a m sh oul d be con ti n ued.
Sa l es of N AA r esea r ch r epor t s wer e up a s a r esul t of i m pr oved m a r ket i n g tech n iques.
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PUBLIC RELATIONS
The publicity function was broadened and im-

Secretary of Treasury David M. Kennedy holds press conference after his address before 1970 convention. Portions
of his remarks were later televised.

proved during 1969 -70. An advertising and promot i on ca m pa i g n a i m ed a t n on m em be r s r e su l t e d i n
mor e th an 750 r esponses. In addi ti on , a new test imonial -type filmstrip about the Continuing Education Pr ogr a m wa s pr oduced an d will be m a de
avai la ble for use by ch apter s at Fa ll m eet in gs.
Spon sor sh i p of t h e Ju n i or Ach i eve m en t Treasurer of th e Year Awar d con ti nued to ga in r ecogn ition for th e Associa ti on. A subcommi ttee has been
wor ki n g wi t h Jun i or Achievement, Inc., on revisions of the ma n ua l concerning the Tr ea sur er
fun cti on.
With the assista nce of our publ ic rela tion s counsel, a handbook for chapter Public Rela tions Director s wa s pr epar ed an d issued to al l ch a pt er s. A
publ ic r elat ions wri ter was added t o th e NAA st aff
to en sur e t h at t h e publ i cit y effor t i s a con t i n ui n g
pr ogr a m a t t h e n at i ona l l evel .
Media coverage of the Annual International Conference was excellent, wit h Secretary of the Treasury Ken nedy a tt ra ct in g consider able a tt en ti on . An
effort to publicize . outstanding articles in MANAGE-

MENT ACCOUNTING has led to several articles being reprinted in other publications.

STUART CAMERON
McLEOD SOCIETY
The fraternal organization of past national officers
and directors of the Association held its mid -year
meeting at the San Marcos Hotel and Country Club
in Chandler, Ariz. T he meeting was attended by
mor e tha n 100 member s a nd their wives. At the
Annual Meeting in Minneapolis, the Society induct ed 30 n ew m em ber s. Mor e t h a n 350 m em ber s
att en ded thi s meet ing, wh ich was h el d in conjun cti on wi t h t h e An n ua l In t er n a ti on a l Con fer en ce of
the Association.
Th e Soci et y pl a n s t o h ol d fi ve m eet i n gs dur i n g
1970 -71. It will ha ve a dinner a t ea ch of the r eSound of bagpipes precedes march of Stuart Cameron
McLeod Society at its Annual Meeting and induction ceremony in Minneapolis last June.

gional conferences — scheduled in San Francisco,
Hartford, Conn., and Louisville, Ky. It will also
hold a mid -year meeting in Miami Beach, November 15 -18, a n d i ts an n ua l m eet in g i n conjunct ion
wi t h t h e Associa t i on ' s An n ua l In tern at iona l Confer ence in Honol ul u, Ha wai i.

SOCIO- ECONOMIC PROGRAMS
Forty -six chapters are involved in NAA's
socio- economic program.

With the impetus of a generous contribution by an
anonymous donor, NAA's socio- economic programs moved into high gea r during 1969 -70. At
l ea st 46 ch a pt er s h a d a ct i va t ed pr ogr a m s t o gi ve
fr ee fin an ci a l an d accoun t in g advi ce t o str uggl in g
ar ea busin esses; 68 ot h er ch a pt er s a r e di scussi n g
or st udyin g t h e est a bl i shm en t of a fi n a n ci a l m a n -
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agemen t a dvi sor y group. A
tot a l of 691 a dvi sor s wer e
in vol ved i n t h e n a ti on wi de
pr ogr a m a t yea r 's en d.
At t h e n a t i ona l l evel t h e
Association wa s coopera ting wi t h the U.S. Department of Commerce Office of
M i n or i t y Bu s i n e s s E n t e r pri se. The NAA Executive
D i r e c t o r w a s n a m e d by
Pr esiden t Ni xon t o th e Advisory Council for Minority
Busi n ess E n t er pr i se wh i ch
wa s di r e ct ed t o wor k wi t h
the Office of Minority Business Enterprise in fostering
t h e g r o w t h of m i n o r i t y
busi n esses. An NAA n ewsletter, "Socio- Economic Action," ke ep s gr ou ps a wa r e
of t h e pr ogr ess of over a l l
pr ogr a m a n d offer s a dvice.

During year NAA staff members and accounting field executives worked closely with
the U.S. Dept. of Commerce on the Socio - Economic program. L. -r., Dr. James S.
Lanham, NAA Director of Educational Services; Executive Director Rawn Brinkley;
Dr. Elizabeth Stone; Charles W. Tucker, national coordinator of NAA's Committee on
Socio- Economic Programs; Nancy Myers; Secretary of Commerce Maurice H. Stans;
Robert Beyer, managing partner of Touche Ross & Co.; Louis Kessler, AICPA president; Herman W. Bevis, and John Lawler, AICPA administrative vice president.

F I N AN C I AL
Th e a ccom pa n yi n g fi n a n ci a l r epor t s i n di ca t e t h a t
we enjoyed an operat in g surplus of $39, 500 duri ng
t h e pa st yea r . T h e C om m i t t ee on Fi n a n ce i s c on st an tl y up- da t i n g a five yea r budget in or d e r t o
assure fiscal responsibility. It is apparent that many
of our m ost pr ogressi ve l on g r a n ge pr ogr a m s wi l l
requi r e fut ur e m od est increases in dues. These
pr ogr a m s ar e essen tial to ma in ta in our Associa tion as a dyn am i c force in t h e m a n a g em e n t accounting field.

Memorial Education Fund
Gifts, don a t i on s a n d beq u es t s t o t h e N AA Me m or i a l E du ca t i on F un d c on t i n u e t o be ge n er ous .
The Fu n d h e l d m or e t h a n $32, 000 a t yea r ' s en d.
Th e Fun d wa s esta bl i sh ed t o a l low NAA m em ber s
a n d ot h er s t o con t r i bu t e t o t h e ed uca t i on a l goa l s
of t h e A ssoci a t i on . Adm i n i st r a t i on of t h e m on i es
of th e Fun d is sepa r at e from t h ose of t he Associa tion. Respon sibili ty for the Fun d is vested in a
three - member committee. Al l acti ons of this commi tt ee a re subject to t he a pprova l of th e Execut ive
Com m i tt ee.
T h e com m i t t e e i s e m power ed t o i n vest a n d a dmin ist er th e funds in such a m ann er as in i ts judgm en t wi l l bes t se r ve t h e obj ec t i ve s a n d pu r p os es
of t h e Fu n d. T h e c om m i t t e e h a s t h e a ut h or i t y t o
pur ch a se or sel l secur i t i es a s i t deem s n eces sa r y.
I n c om e e a r n e d by th e Fun d, or a n y p a r t of t h e
pr i nci pal , i s used excl usivel y for educa ti ona l pur poses.
Donors to the Fund in 1969 -70 included:
A. P. Bartholomew
Rawn Brinkley
Mr. and Mrs. Robert G. Chapman
Lafe P. Fox
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Mr. and Mrs. Firman Hass
John D. Harrington
John T. Kokos
Mr. and Mrs. Cary A. Marshall
Grant U. Meyers
Nels C. Nelson
Mr. and Mrs. Carl Orne
William A. Reville
David W. Rewick
Kenneth R. Rickey
Jack W. Robinson
Mr. and Mrs. John E. Vavasour
William M. Young, Jr.
Beaver Valley Chapter
New Orleans Chapter
Peninsula -Palo Alto Chapter
Scottsdale Area Chapter
Per s on s a n d gr oup s m e m or i a l i z ed by t h e don a tion s i nclude:
John H. Bergstedt
Robert Beyer, Jr.
Harold V. Bloomberg
Norman E. Breitling, Jr.
Merwin P. Cass
E. L. Davies
Louis P. Gaudin

Peter Hass
Louis O. Hemel

John A. Kelly
James Nolan
Armand J. Preau, III
Mrs. H. Leslie Rogers
Norwich Chapter
Past Presidents

NA A I n s u r a n c e P l a n
More than 12,000 m ember s, spouses an d dependen ts wer e in sured i n th e NAA gr oup l ife in sura nce
pl a n a t Jun e 30, 1970. T ot a l a m oun t of i n sur a n ce
issued a m oun t ed to m or e t h an $100,000, 000. Dur i n g a speci a l en r ol l m e n t pe r i od i n t h e m on t h of
Jun e, m or e t h a n 900 n ew en r ol l ee s wer e a dded t o
th e pr ogr a m . T h a n ks t o a fa vor a bl e vol um e i n t h e
pr ogr a m , a 10% r educt ion i n pr emi um s was m ade,
effective July 1, 1970.
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Statements of Assets, Liabilities and Fund Balances
LIABILI TIE S AND FUND BALANCES

ASSETS

June 30,

June 30,
1970

1969

1970

1969

210,172

198,949
968
82,777

22,483
34,162
17,500

20,500
12,224

3

$1,459,216

230,331

$

3

$

1,200,732
48,312

52,363)

(

1,150,000
26,635

Account s paya ble an d accr ued ex penses . . . . . . .
Al l ow a n ce s d u e ch a p t e r s . . . . . . . . . . . . . . . . .
De fe r r e d i n come -d u e s . . . . . . . . . . . . . . . . . .
Fund balance (deficit) - including, in 1970,
$ 8 , 8 0 8 r e s t r i ct e d f or s p e c i f i c p u r p o s e s . . . . . . . .

$1,459,216

230,331

$

156,183

$

249,854

$

Cash (including, in 1970, $8,808 restricted
for specific pur pose s) . .... .... .... ... . . . .
Short -term investments, at cost which
a p p r ox i m a t e s ma r k e t . . .
......... .
Miscellaneous receivable and deposits . . . . . . . . . .
Due from Reserve Fund . ... .... ... ... ... ...
Prepa id pe nsion cost . . . . . . . . . . . . . . . . . . . . .
Deferred charges ........................
Fixed assets and publication inventory,
at nominal value -Note A . . . . . . . . . . . . . . . . .

$

CURRENT OPERATING FUND

RESERVE FUND

529,110

1,047,653

1,677,999

1,389,567

$2,268,554

$2,498,003

34,162

$

$2,463,841
105,970
48,894)
252,363)

(

54,931

(

54,931

Due to Current Operating Fund . . . . . . . . . . . . .
Fund balance:
B a l a n c e a t b e g i n n i n g o f ye a r . . . . . . . . . . . . .
Initi ation fees . . . . . . . . . . . . . . . . . . . . . .
Net gain (loss) on sales of securities . . . . . . . .
Contr ibut ions to curre nt operat ing fund . . . . . .

(

5,852

$

6,514

$

Cash. ....... ... . . . . . . . . . . . . . . . . . . . . .
Investments, at cost:
Bonds:
U.S. government agencies (quoted market price
... .. .
$52,250 in 1970 and $51,353 in 1969)
Corporate (quoted market price $302,913
in 1970 and $856,339 in 1969) . . . . . . . . . . . . .
Corporate stocks and commercial paper (quoted
market price $1,364,734 in 1970 and
$1,353,105 in 1969) . . . . . . . . . . . . . . . . . . . . . . . . . .

2,355,002
96,660
46,341
34,162)

2,268,554

2,463,841

$2,268,554

$2,498,003

$

27,654
2,305
2,845

$

10,355
16,772
527

$

32,804

$

27,654

Ba l a n ce a t e n d o f ye a r . . . . . . . . . . . . . . . . .

MEMORIAL EDUCATION FUND
Cash ........ ... . . . . . . . . . . . . . . . . . . . . .
Short -term investment, at cost which
approximates market ............... . . . . .

$

$

25,000
$

See notes to financial statements.

7,804

32,804

2,654
25,000

$

27,654

Fund balance:
B a l a n c e a t b e g i n n i n g of ye a r . . . . . . . . . . . . .
Dona ti on s to fun d .
. . . . . . . . . . . . .
In t e r e s t i n c o m e . . . . . . . . . . . . . . . . . . . . . .

NATIONAL ASSOCIATION OF ACCOUNTANTS

Statement of Income and Expenses and Changes in
Fund Balance -Current Operating Fund
Year ended June 30,
1970

1969

$2,218,629
421,455
95,616
59,700
54,172
58,074
13,724
19,541
28,847

$1,589,730
375,493
90,321
40,974
21,629
43,611
12,803

2,969,758

2,201,286

616,973
531,951
459,118
227,238
156,310
69,199
597,205
252,719
18,922

588,478
446,253
338,408
224,235
168,094
84,010
496,822
226,815

2,929,635

2,573,115

INCOME
Membership dues .. . .... .... .... ... .... .... .... ...
Con t i n u i n g e d u c a t i on p r og r a m- r e gi s t r a t i on fe e s . . . . . . . . . . . . .
Interest and dividends on Reserve Fund investments . . . . . . . . . .
In t e r e s t o n s h o r t - t e r m i n v e s t m e n t s . . . . . . . . . . . . . . . . . . . . . .
Advertising ... ... .. .. ... ... .. ... ... ... .. ... ... ..
Sales of rese arch reports . . . . . . . . . . . . . . . . . . . . . . . . . . . .
S a l e s o f p u b l i ca t i on s . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Socio-economic program - donation . . . . . . . . . . . . . . . . . . . . .
Miscellaneous .... ... .... .... .... .... .... .... ....

26,725

EXPE NSES
Ch ap t er r e la ti ons a n d me mbe rs h ip d e ve lop me nt .. .. . . . . . . . . . .
Continui ng educa tion program .. . . . . . . . . . . . . . . . . . . . . . .
Publications . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Membership . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Re s e ar ch st u d i es on ma n age me nt a ccou n ti n g .. . . . . . . . . . . . . . .
Promotion and public relations . . . . . . . . . . . . . . . . . . . . . . . .
General office services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Administrative . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Socio- economic program . . . . . . . . . . . . . . . . . . . . . . . . . . . .

E XCE SS OF INCOME OVER E X P E N S E S ( E X P E N S E S
OVER INCOME ) BE F ORE CONT RIBUT ION FROM
RE SE RVE F UND AND E XT RAORDIN ARY IT E M

40,123

Contribution from Reserve Fund (including, in 1970,
$200,000 applicable to office relocation) ... . . . . . . . . . . . . . . . . .

252,363
292,486

Extraordinary item -office relocation, including
leaseh old i mprovements , fur nitur e and equip ment -Note A .. . . . .

191,811

NET INCREASE (DECREASE) IN FUND BALANCE

100,675

Fund balance (deficit) at beginning of year . . . . . . . . . . . . . . . . . .

FUND BALANCE (DEFICIT) AT END OF YEAR

(

(

34,162
(

337,667)

(

337,667)

52,363)
$

48,312

371,829)

285,304
($

52,363)

In 1970, the method of allocating certain expenses was revised, and accordingly, expense totals as
presented above by functional categories are not necessarily comparable.
See notes to financial statements.
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NATIONAL ASSOCIATION OF ACCOUNTANTS
NOTES TO FINANCIAL STATEMENTS
June 30, 1970

Note A —FIXED ASSETS AND
PUBLICATION INVENTORY

a five -man Board of Trustees, whose actions are subject
to the approval of the Executive Committee.

It is the policy of the Association to charge purchases of
leasehold improvements, furniture and equipment, library books, and publications to expense at the time of
purchase.
Note B— SPECIAL PURPOSE FUNDS
The Res er ve F un d was e st ab li sh ed for th e pu rp os e of
provi di ng fund s wh ich ma y b e ut il ized to in sure continuous extension and development of activities for the
best interests of members. Income earned on investments
of the Fund are recorded in the Current Operating Fund.
No a ppr opr iati ons ma y be ma de from th e F und except
upon affi rmat ive vote of th e ma jori ty of th e Boar d of
Directors.
The Memorial Ed ucation Fund wa s estab lished for the
purpose of accepting and holding funds t o support and
further the educational goals of the Association. All
money and property received by the Fund is administered
separately from the general funds of the Association by

Dote C— PENSION PLAN
The Association has a pension plan covering substantially
all employees. Total pension expense for the year ended
June 30, 1970 amounted to $67,000. Past service costs are
being amortized over 15 years, and it is the Association's
policy to fund pension costs accrued.
Note D —LEASE COMMITMENTS
During the year, the Association relocated its offices to
new leased premises which require an annual rental of
$201,055 to 1985. The Association has subleased a portion
of the premises at annual rentals of $54,587 through 1975
and $36,000 for five years thereafter.
Un de r th e te rms of a comp ut er l ea s in g agre emen t ex piring in 1971, the Association is required to pay an annual rental of $35,000. During the term of the lease the
Association has the option to purchase the computer at
a price which declines to $43,000 at December 31, 1971.

ERNST & ERNST
140 BROADWAY

NEW YORK, N.Y. 10005
Board of Directors
National Association of Accountants
We have examined the statements of assets, liabilities
and fund b alances (e xclud ing funds and a ccoun ts of
chapter treasuries) of the Current Operating Fund,
the Reserve Fund, and the Memorial Education Fund
of the National Association of Accountants as of June
30, 1970, and the related statement of income and
expenses and changes in fund balances— current operating fund for the year th en ended. Our examination
was made in accordance with generally accepted auditing standards, and accordingly included such tests of
the account ing re cord s a nd s uch ot her aud itin g p rocedures as we considered necessary in the circumstances. The financial statements of the preceding
year were examined by other independent accountants.
Leasehold improvements, furniture and equipment,
libra ry books, and p ublications ar e sta ted i n the accompanying statements of assets, liabilities and fund
balances at a nominal value, and the costs of additions
and repla cements are charged to ex pense in the current operating fund when incurred, rather than capitalizing such items as would be required by generally
accepted accounting principles.
In ou r op in i on, ex cep t a s st a te d i n t h e p r ece di n g
paragraph, the accompanying statements present
fairly the assets, liabilities, and fund balances of the
several funds of the National Association of Accountants as of June 30, 1970, and the results of its operations and changes in fund balances for the year then
ended, in comformity with generally accepted accounting principles applied on a basis consistent with that
of the preceding year.
New York, N.Y.
August 10, 1970
MANAGEMENT ACCOUNTING /OCTOBER 1970
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NATIONAL ASSOCIATION OF ACCOUNTANTS

Current Operating Fund Expenses
Classified As to the Nature of the
Expenditures
439,078
239,784
128,557
954,237
83,958
123,932
31,101
58,655
325,456

.

Tota l pa ymen ts to chapt ers
Publications (production and...............
mailing costs only). .
Printing and supplies
. . and
. . . clerical
..............
Salaries— administrative
.........
Contract payments
.....................
Travel
.............................
Meetings
. .and
. . .promotion
......................
Advertising
...............
Conference expenses
...................
General expense:
. . . . . . . . . . . . . . . . . . . . $118,513
Rents an d relate d. costs
................
Equipment— rented
40,267
...................
— purchased
4,562
...............
General postage
40,584
Employee benefits. . . . . . . . . . . . . . . . . . . . .
182,885
. . and
. . . tel.,
...............
General services —tel.
delivery, insurance, etc
44,967
. . . . . . .fees,
. . . .etc......
....
Other — auditing, legal, .consulting
56,520
Special project expenses
37,657
Socio-Economic Program . . . . . . . . . . . . . . . .
18,922

$

Year Ended June 30, 1970

...............

544,877
$2,929,635

STATEMENT OF TRANSAC TIONS AND
FUN DS OF C HAPTE R T RE ASU RI ES
Year Ended June 30, 1970
Total payments to chapters
. . .chapters
......
Less: payments to international

......
.......

Miscellaneous receipts

..................

Disbursements
. . .treasury
. . . . balances
Increase in chapter

.........
COMPOSITIO N OF CHAPTER FUNDS

Cash . . . . . . . . . .
..
..
. . . . bonds
Savings accounts and U.S. savings

$ 439,078
9,774
429,304
249,986
679,290
649,442
$ 29,848

$ 178,363
$ 157,905
.......
NOTE: Information on this page was prepared by national staff and is not
covered by the auditor's report.
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NATIONAL STAFF
ORGANIZATION
This is the last annual report
for which I am responsible as
Executive Director. In looking
back over the decade of the Sixties— roughly the period in which
I served as Secretary and Executive Director —it is gratifying to
note the number of changes that
have taken place in the National
Association of Accountants.
We have seen the Association
grow fr om 50,000 members a nd
171 cha pter s to a n inter na tional
organization composed of nearly
70,000 members and 258 chapters. Growth was only the outward manifestation of internal
cha nges tha t r esulted in the expansion of services and increasing sophistication in our educational a nd research pr ogra ms.
It is not my intention to catalog
all of the actions taken by the Association since July 1, 1961, but to
tr a ce in broa d outlines some of
the vectors that converged to
for m the Association as it is today. For example, in 1962 -63, the
new Mexico City Chapter represented the first move of the Associa tion to worldwide expansion.
( C u b a C ha p t e r w a s c ha r t e r ed
earlier but is now dormant for obvious reasons.) The progra m of
international expansion has been
continu a lly su pp lemented with
the chartering of the International Chapters of Paris and Milan
in 1967 -68 and the establishment
of seven chapters in South America during the last three calendar
years.
The Association's programs are
needed by international accountants and businessmen, and in reMANAGEMENT ACCOUNTING /OCTOBER 1970
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(

Executive Director Rawn Brinkley thanks NAA employees
with ten or more years of service on the staff organization.

Program was initiated to honor long -time employees who,
because of their experience, become increasingly valuable.

cent years the National Board has been giving
increasing attention to this ar ea of a ctivities. A
permanent Committee on International Chapters
was set up a nd a number of r epr esenta tives of
these chapters have been elected to National
Boards.
Two problems arose with chapter organization
in the United Sta tes. Fir st, some wa y ha d to be
found to motivate small chapters — originally
called accounting groups —to provide quality services. As a solution, a competition paralleling the
successful Stevenson Trophy competition was developed. The major trophy was named in honor of
Philip H. Wa rner , a past nationa l pr esident and
long -time National Treasurer. In 1964 -65, the
smaller chapters were off and running for this
trophy and other recognition for top performance.
The quality of their activities began to reflect the
competitive stimulus. A second trophy, named in
honor of past national President I. Wayne Keller,
was established in 1969 to be awarded to the chapter in the Warner competition which showed the
greatest improvement over the prior year.
On the other hand, it was clear that big chapters
tend to become unwieldy and membership benefits
suffer as a result. As a remedy to this problem, giant

chapters were encouraged to spin off new chapters
in their areas. Results have been gratifying but
there are many potentials for further chapter expansion through this approach, with greater benefits accruing to the members.
Turning from the chapter organization to education, again the growth has been remarkable.
Starting off with a modest nationally- sponsored
program of educational courses and seminars, the
Association expanded its concept of continuing
education to include week -long courses and seminars in major cities during the Fall and Spring of
each year. In recent years, in line with the recommendations of the Committee on Long Range Objectives, there have been developed two -week long
conferences in conjunction with major universities.
Education at the chapter level has been encouraged through the incentives built into the competition. In 1969 -70 there was introduced a new
program for chapters to sponsor. It is called Local
Educational Activity Program (LEAP). It was introduced because of chapter demand, and first indications are that it will be widely and effectively
used.
Another educational benefit —the monthly maga-
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zine —went through several changes during the
years, 1961 -70. Sections 1 and 2 of the old NAA
Bulletin were combined to form a re- designed and
retitled publication, MANAGEMENT ACCOUNTING. In
a larger format, the magazine now actively solicits
advertising designed not only to benefit members
but a lso to help defr ay the costs of pr oduction.
The research program was vigorously pursued
and expanded. The Association finds its reports receiving a continually broadened acceptance.
No list of significant NAA programs and benefits
should omit t he beginning of the pr ogr a m with
Junior Achievement, and NAA's sponsorship of the
Treasurer of the Year Award.
The group life insurance plan for members has
had wide acceptance a nd has alrea dy resulted in
lower premium rates for members due to increased
volume and a satisfactory claims ratio.
A program for recognition of sta ff employees
with ten or more years of service was established
and has contributed to staff morale.
With the help of specia l committees, the sta ff
was reorganized into four divisions (later five) and
staff functions coordinated with national committees. The post of Managing Director was created,
prima rily to assist the Executive Dir ector in the
direction of day -to -day staff activities. Planning
was systematized and a standing Committee on
Planning established.
A Committee on Long Range Location gave consider able study to the relocation of the na tiona l
office. The move to a new location, at 919 Third
Avenue, New York, was accomplished in June, 1970.
With staff growth in proportion to the increase in
membership, the larger quarters provide space on
one floor for all employees and will improve national office functions.
The volunteer national organization has been
shaped and re- shaped to best reflect the needs of
the Association. Thr ee new sta nding committees
were established — Planning, New Chapters, and
Publications. Two permanent committees were
also established— Management Accounting Practices and International Chapters. The Constitution and By -Laws were revised as necessary to
reflect these changes.
Before closing this report, a word about one of
the newest activities of the Association. As part of
the world around it, the Association is not unresponsive to the changes going on in the socio -economic sphere. With the encouragement, advice and
assista nce of ma ny NAA member s, a nationwide
pr ogr a m was launched in 1969 designed to help
struggling minority businesses with free financial
78

management advice. In recognition of this effort,
President Nixon named the NAA Executive Director to the Advisory Council on Minority Business
Enterprise.
In a r eview of nine b us y yea r s muc h of note
must necessarily be left out. It is appa rent, however, that the Association, which celebrated its
50th Anniversary in 1969, is a vigorous organization. The volunteer officers and directors at all
levels have consistently concerned themselves with
the Association's problems and contr ibuted outstanding leadership. No association could successfully opera te without an informed and dedicated
staff with which NAA ha s most for tuna tely been
blessed. To both groups and to many other members I express my deep gratitude and appreciation
for their generous support during the years in
which I had the privilege of serving as head of the
staff organization.

RAWN BRINKLEY
Executive Director

NAA COMMITTEES
1969 -70
Executive Committee
President

GRANT U. MEYERS, North Texas
Vice P residents

WILLIAM J. BERGLUND,
Oakland County
*JOHN H. BERGSTEDT,
Los Angeles
W. ATLEE DAVIS, JR., Delaware
CLEMENS A. ERDAHL, New York
ROBERT 0. FEOLA, Akron
WILLIE E. FERGUSSON, Columbia
CHARLES S. MYERLY, Charlotte
JOSEPH V. NEWMAN, Pittsburgh
RICHARD F. PEIRCE, Chicago
HUGH R. PINGREE, Hawaii
WILLIAM A. REVILLE,
Bangor - Waterville
J. LAMAR STALL, Shreveport
Treasurer

JOHN E. VAVASOUR, Westchester
Appointed Members

ETTORE BARBATELLI, Milwaukee
ROBERT G. CHAPMAN,
Los Angeles
PAUL W. HOLT, Bridgeport
JOHN T. KOKOS, Indianapolis
CHARLES R. MILLER, Pittsburgh
NELS C. NELSON, Cleveland

*Deceased
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BARNECUT

BARTHOLOMEW

UNDERWOOD

YOUNG

SALISBURY

P ast National P residents
THOMAS L. MORISON, Bost on
J AM E S E . M E RE D IT H , J R. ,
Ne w Yor k

JAS ON M . T E RRY,
Palos Verdes - Torrance
ARTHUR J . TIF FANY, Ni agar a
GE ORGE C. WE IGE LE , Eva n s vi l l e

Cha irmen of S tan din g Commi tte es
LE O J . BARNECUT, JR. , Chi cago
ART HUR P . BART HOLOM EW,
Ne w Yor k
R. LE E BR UM M E T , An n Ar b or
R. L E S LIE E L L IS , La n c a s t e r
LAFE P. FOX, Cleve land
KE N NE T H R . R ICK E Y, P h oe n i x
WADE B. S ALIS BURY, S a n J os e
JULIUS G. UNDE RWOOD,
Ha r r i s b u r g
WILLIAM[ M. YOUNG, JR.,
Wa s h i n gt on

COMMITTEE ON EDUCATION

Standing Commit te es
COMMITTEE ON CHAPTER
OPERATIONS
LEO J . BARNECUT , JR.,
Ch icago, Cha ir ma n
RO BE RT 0 . B E R GE R, J R. ,
Cleveland
ROBERT' L. CRAMER, Mid - Florida
FLOYD F. CRAVENS, San Diego
MIGUEL A. DAVILA, Mexi co City
JAM E S EVANS, S yr a cu s e
RICHARD J . F ILE R,
Ohio - Western Reserve
VINCE NT B. GRANDE , Kn ox vi l l e
CH AR LE S H. H AW K IN S , P or t l a n d
ROBE RT M . HUS BAND,
Da yton a Be ach Ar e a
GORDO N A. J OHN S ON, Roch e s t e r
C. EVANS LAWTON, New Yor k
J. WILL LEWIS, S al t La ke Ar e a
RAYM OND J. LUTJEN, Des Moi nes
ROBE RT L. LYLE, Kn oxvi lle
F RANCIS J . M E J S T RICK,
M or r i s t own
DONALD G. P ERRY, S an F r an ci sco
VE RNON C. QUARLE S, Del awar e
HAROLD C. M OORE , Ba lt i mor e
J OHN H. ROBE R T S , S t . Lou i s
J. JOE L RUSK, Oak lan d -Eas t Bay
BILLY Al. SHOCKEY, San Diego
JOS E P H: S . ST E VE NS , Colu mb u s
M ICHAE L T E ACH , P i t t s b u r gh
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ART HU R P . BART HOLOME W,
Ne w Yor k , Ch a i r ma n
J AM E S BU L LO CK An n Ar b o r
PAUL A. BUSCH, Cincinnati
PAUL B. CATE, New York
ROBERT L. CHAP LIN, F t . Wayn e
DONALD H. CRAME R, New York
ROBE RT J. DONACHIE , Da l la s
JOHN J . FOX, De tr oi t
S T E P H E N LOIDL, J R., T r e n t on
GORDON LOUVAU,
Oakland -East Bay
R. T E RRY LYLE ,
Fl or id a We s t Ce nt ra l
A. W. P ATRICK, Bl u e Gr a s s Ar e a
ROBE RT E . P AT T E RS ON,
La n cas t e r
A. RICHARD PE RRY, Ne w Yor k
KE NN E T H W. P E R RY ,
Sa n ga mon Va l l e y
AL LE N H . S E E D , N e w Y or k
HE R B E R T H . S E IF F E R T ,
Rarit an Va lley
BE RNARD H. S E M LE R,
Or a n ge Cou n t y
ROBE R T L. S HULT IS , M or r i s t own
ART HUR S . TAYLOR, Bost on
WIL LIAM W . W RIG HT ,
Or a n ge Cou n t y

COMMITTEE ON FINANCE
J UL IUS G. UNDERWOOD,
Ha r r i s b u r g, Ch a i r ma n
ROBERT W. ARNOLD, Bi rmi ngh am
WILLIAM H. BE ADLE , Ne w Yor k
GE OR GE D. GE E , Ka n s a s C i t y
ROBE RT J . HINZ , Nor t h Al a b a ma
CHRIS V. KE M E NDO, J R. , T u l s a
E ARL A. M AT HE NE Y, Ch a rl ott e
CARL G. ORNE , Oa klan d -E ast Bay
J O HN PUGS LEY, Pi t t s b u r gh
JACK W. ROBINS ON, T u l s a
ALE XANDE R R. S T . BE R NARD,
Cleveland
COLIN A. S TILLWAGEN, San Diego

RICKEY

FOX

J O HN E. VAVAS OUR, We st ch es te r
GE ORGE H. WADS WORT H,
Chicago
BRONISLAUS ZAMROK, JR.,
M or r i s t own

COMMITTEE ON
MEMBERSHIP
WILLIAM M . YOUNG, JR. ,
Wa s h i ngt on , Ch a ir ma n
W. VERNON ALLM AN,
Parkersburg- Marietta
RICHARD BIE GANS KI, M i l wa u k e e
HOWARD M . CAIN, Ka la ma zoo
DAVID G. CARREAU,
Fall River -New Bedford
J. A. CONNE LL, Ne w Yor k
CONRAD C. DODSON, Albuquerque
R. R. E LLIOTT, Bal timore
J. J . F INE RT Y, Ced a r Ra p i d s
GE ORGE GAUDY, Ca p e Ca na ve r a l
ROBERT M. HENDRY, P ri ncet on
A. L. HUNT, S an F r an ci sco
J. W. J AM E S , Or a n ge Cou n t y
CLARK H. J OHNS ON,
Br u n s wi ck Ar e a
N. A. LANUTT I, Nort h Pe n n
BILLY W. LAS S IT E R,
Raleigh- Durham
WILLIAM D. LE E, Lon g Be a ch
DONALD L. P ERLROT H,
Ne w Ha ve n
J. H. RICHM OND,
S ou t h C e n t r a l In d i a n a
DAVID F . ROBE RTS ON, Da ll a s
A. T . SAMUELSON, Was hi ngton
LE O R . S M E NT OW S KI,
Colorado Springs- Pueblo
C. T. SMITH, JR., Western Carolinas
J. D. STONE, Wi chi ta
JAME S E . T AYLOR, M emp hi s

COMMITTEE ON NEW
CHAPTER FORMATION
WADE B. S ALIS BURY,
Sa n J os e , Ch a i r ma n
F. E. ANDE RSON, Mi lwauk ee
ROBE RT L. BURDE T T E ,
Lu b bock Are a
L. DE AN CARP E NT E R, Ch i ca go
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ELLIS

BRUMMET

H. W. CHERRY, Wilmington
FRANK E. DOELER, Indianapolis
JACK C. FINNELL,
Owensboro Area
CLARENCE LANGER, Miami
HAROLD E. LITTLE,
Washington Tri- Cities
JAMES H. O'DELL, Augusta
GEORGE R. ROACHE, East Jersey
RALPH L. TROSCLAIR,
New Orleans
COMMITTEE ON PLANNING
KENNETH R. RICKEY,
Phoenix, Chairman
RICHARD E. AUSTIN, Pittsburgh
JOSEPH F. C0TTELEER, Chicago
WILLIAM E. CRAIG, Jamestown
JOHN E. HAMPEL, Cincinnati
CHARLES W. LENT, JR., Charlotte
S. ALDEN PENDLETON,
Pittsburgh
STANLEY A. PRESSLER,
Indianapolis
DAVID W. REWICK, Chicago
COMMITTEE ON
PUBLIC RELATIONS
LAFE P. FOX, Cleveland, Chairman
IRVING R. AUGUST, East Jersey
W. J. BONNER, South Jersey
ERNEST L. BRIOZA,
Peninsula -Palo Alto
RUSSELL M. BRUCE, JR.,
Cape Canaveral
EBEN C. CUTLER, Dayton
DONALD DeGROOT, Battle Creek
BILL B. HOOK, Scottsdale Area
PAUL IMLER, Washington
WILLIAM R. McCAMY, Fort Worth
JAMES E. McMILLEN,
Central Texas
DAVID B. McNITT, Michiana
JOHN K. MEYERER, Brooklyn
BEN R. MURPHY, Nashville
PETER C. NEFF, Springfield
R. B. OAKLEAF,
Olean- Bradford Area
THOMAS C. OTTEY, Philadelphia
EDGAR SCHMIDT, Long Island
ROBERT E. TODD, Binghamton
CHARLES P. VOLLER, Cincinnati
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HOLT

KELLER

EDWARDS

WARREN N. WAGGENSPACK,
Baton Rouge
COMMITTEE ON
PUBLICATIONS
R. LESLIE ELLIS,
Lancaster, Chairman
GEORGE BATTISTA, Trenton
DONALD C. BRABSTON,
Birmingham
ARTHUR CARLSON, St. Louis
ROBERT CHAPMAN, Los Angeles
PAUL DEMAREST, Omaha
ELWYN FAILOR, Dayton
WILLIAM FERRARA, Williamsport
KENNETH W. HILL, Des Moines
JAMES McFADDEN,
Member -at -large
WILLIS SHENK, Lancaster
DANIEL VAN SANT, JR., Nashville
ROBERT WEAFER, Boston
COMMITTEE ON RESEARCH
R. LEE BRUMMET,
Ann Arbor, Chairman
DAVID R. ARNOLD, New York
JOSEPH F. BOND, New York
JAMES B. BOWER, Madison
HENRY L. CLAYTON, Elmira Area
WILLIAM F. COLAN, Peoria
ALLAN C. CRANE, Milwaukee
JAMES DON EDWARDS,
Lansing- Jackson
WILBER C. HASEMAN,
Mid - Missouri
W. F. IRONS, Lynchburg
WILLIS LEONHARDI, Chicago
E. A. MANNING, JR., Morristown
R. WAYNE OATES, Pittsburgh
HADLEY SCHAEFER, New Orleans
D. J. TRAWICKI, Milwaukee
JOHN VAN PELT, III, Birmingham
E. A. WILLIAMS, North Texas
E. J. WIPFLER, St. Louis

Other Committees
COMMITTEE ON
INTERNATIONAL CHAPTERS
PAUL W. HOLT,
Bridgeport, Chairman
ALAN B. ANSON, Buenos Aires

SMITH

SEMLER

PIO BERSANI, Milan
ROGER E. BLIN, France
ROBERTO COIMBRA, Sao Paulo
ROBERT I. DICKEY,
Sangamon Valley
IAN D. GORDON, Medellin
EDWARD L. MILES, Mexico
ROBERT A. MORGAN, Peoria
WILLIAM U. WESTERFIELD,
North Jersey Shore
COMMITTEE ON
MANAGEMENT ACCOUNTING
PRACTICES
I. WAYNE KELLER, Lancaster,
Chairman
ROBERT N. ANTHONY,
Member -at -Large
ROBERT BEYER, New York
DUDLEY E. BROWNE,
San Fernando Valley
R. LEE BRUMMET, Ann Arbor
WILLIAM H. FRANKLIN, Peoria
DOUGLAS L. HAMILTON,
New York
FIRMAN H. HASS, Detroit
JOHN V. JAMES, Dallas
COMMITTEE ON
GRANTS -IN -AID
JAMES DON EDWARDS,
Lansing- Jackson, Chairman
MORTON BACKER, Springfield
G. KENNETH NELSON, Seattle
CHARLES R. PURDY, Minneapolis
D. W. REWICK, Chicago
ARTHUR H. SMITH, Los Angeles
1970 ANNUAL
INTERNATIONAL
CONFERENCE CHAIRMEN
RAYMOND E. SMITH,
Minneapolis,
Chairman, Operations
BERNARD H. SEMLER,
Orange County,
Chairman, Program
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it's your Association, use it!

OhN
FINANCLU and EMP
In the personnel field, meaningful personalization
must be combined with maximum selection. . .
that's why we coined the word personnel -ized.
Only the large organization can offer a genuine
selection, because they have the quantity to select
from — more positions ...more people ...greater
personnel -ization.
Robert Half is the largest source in the FINANCIAL
and DATA PROCESSING placement field.. where
you select the best because you select from the
most. ..where the service is not only personalized,
but is personnel -ized.

ROME-RT H

Lf

PERSONNEL AGENCIES

ATLANTA

DENVER

23 5 P ea c h t r e e S t. , N . E .
( 4 0 4) 6 88 - 23 0 0

161 2 C o ur t Pl ac e,
( 3 0 3) 24 4 - 2 92 5

The Qu adr ang le — C r oss Ka y s
13 01 ) 32 3 - 7 77 0
B O S T ON
14 0 F a de r s) St .
(617) 4236440

14 0

D ETROI T
H o n e y w e l l C e n te r , S o u t h f i e l d
( 3 1 3 ) 354 - 1535

PORTLAND, ORE.
61 0 S. W . Al d e r S t .
( 5 0 3) 22 2 - 9 77 8

MI N NE A P OL I S

P R OV I D E N C E

82 2 Mar q ue tt e A ( 6 1 2) 33 6 - 8 63 6

76 W a stm i n st e, r S t.
( 4 0 1) 2 74 - 87 0 0

GA RD E N C I TY , N. Y .

NEW ARK

5 8 5 S t e wa r t A w .
( 6 1 6) 24 8 - 1 23 4

1 1 8 0 R e Y — n d BW d.
( 201) 98 6 . 13 0 0

-

BALTI MORE

MI L W A U K E E
Th e C l a r k B l d g .
( 4 1 4) 27 1 - 9 38 0

RO C H E S TE R
On e Ma r i n a Mi d la n d P la z a
( 7 1 6) 5 46 - 30 2 0

C HA RLO TTE

HA RTFORD

9 0 7 Ba ug h B u i l d i n g
( 7 0 4 ) 333 - 51 73

75 P ea r l S t.
( 2 0 3) 27 8 - 7 17 0

CHI CAGO
3 3 3 N. Mi c h i g a n A w .
( 312) 782 - 6930

HOUSTON
1 2 0 0 C e n t r a l Na t ' l. B a n k B ld g ,
( 7 1 3) 22 8 - 0 05 6

5 0 0 S o u th Ma i n
( 7 1 4 ) 83 5 - 4 10 3

11 1 P l ne S t .
( 4 1 5) 4 34 - 19 0 0

C I N C I NN A T I

IND IA NAP OLI S

PHI LADELPHI A

60 6 Te , r r ac a H i lt o n
( 5 13 ) 6 21 - 7 71 1

9 No r t h I lli n o i s S t .
( 3 17 ) 63 6 - 5 44 1

2 Pe n n C en te r P l az a
12 15 ) 5 68 - 4 58 0

SA N J OSE
675 Nor th Fi r st St.
( 4 0 8 ) 2 93 - 9 0 4 0

PHOENI X

S T A M F O RD , C O NN .

CLE VEL AND
1367 E. 6th St.
( 2 1 6) 62 1 - 0 67 0

K A N S A S C I TY
12 7 W a s t 1 0 t h S t .
( 816) 474 - 4583

-

NE W

YORK

3 3 0 M a d i s o n Ave,.
12 12 ) 98 6 - 1 30 0
ORANGE,

MEM PH I S
12 S . M a i n St .
( 9 0 1) 52 7 - 7 32 4

DALLAS

L OS A NGE L E S

MI AMI

1 1 7 0 Ha r t f o r d B ld g .
( 2 14 ) 74 2 - 9 17 1

3600 W i lsh i r e, BW d.
( 2 13 ) 3 81 - 7 97 4

1 1 0 7 No r t h e a s t A i r li n e s B ld g .
13 06 ) 37 7 - 8 72 8

CA L.

ST. L O U I S
1015 Loc ust St.
( 3 1 4) 23 1 - 0 11 4
SAN FRANCISCO

1517 Dal W ebb T — H.. .
( 602 ) 27 9 - 1 688

11 1 Pr o s pe c t S t .
(203)325-4158

P I TT S B UR GH
G a t e w a y To w e , n
( 412) 4 7 1 5 9 4 6

73 1 6 W i s c o n s i n A - N. W .
( 30 1) 654 .18 50

W A S HI NGTON, D . C .

