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PRESIDENT'S PERSPECTIVE

Businessmen as Leaders
There is no single panacea for all the problems — social, economic, ecological—that besiege us today. But one ingredient is necessary if we intend
to even come close to mastering the difficult issues of the day.
Leadership.
In a time when all authority is held up to question, and sometimes scorn,
there is a need, as never before, for strong and effective leadership. It is
obvious that transitory drives, causes, exhortations to get involved are not
nearly enough. Someone is needed to shape the programs, channel the
energies of concerned people, and follow through to the end with effective, rational and farsighted leadership.
It isequally clear that the traditional respect commanded by figures in
authority has been severely undermined. Indecisiveness and a failure to be
candid have caused the downfall of a number of college administrators.
Weaknesses of authoritarian figures have been easily exposed, eliciting a
surprising apologetic defensiveness on their part.
In general, the business community has not yet felt the full impact of
this attack on institutionalized authority. We had better be prepared for
it. Some have predicted that it is only a matter of time before a corporation president is locked out of his office by his subordinates.
It is time for all of us to evaluate our basic premises. Some may be prejudicial or simply outworn. These should be abandoned. The core of our individual philosophy, however, should be strong enough to withstand even
the whirlwind of change that is sweeping through our society today.
Businessmen, I submit, have an obligation to offer the kind of concerned,
responsible leadership that is needed in every community and in the nation. We are ideally qualified for such a role because our training and
experience is directed toward the rational solution of problems through
the optimum allocation of resources.
We cannot afford to opt out in a pique, "if you don't like the way we've
been doing things, do it yourself." We almost certainly won't like the way
our society would be remodeled. We have helped create the wealthiest
nation in history; it is absurd to be apologetic about that. It is time we as
businessmen stood up and took leading roles in the resolution of conflicts.
Ettore Barbatelli
President,1970 -71
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An Act of Learning
A great strength Of M A N A G E M E N T ACCO U N T I N G (and previously NAA
Bulletin) is the fact that most of the articles published are written by members of NAA, management accountants and financial managers on the
firing line. Readers of the magazine are thus given the benefit of accounting
experience from those who must rely on their own ideas, and theories, for
their own professional standing. But those that write for M A N A G E M E N T
ACCOUNTING are, in the long run, the ones that benefit most.
The manuscript competition for the annual Lybrand Awards is one of the
vital parts of NAA's program of continuing education for its members, and
the continued support of the program is no less important than the support
given Local Education Activities Program or CEP. The act of writing a
manuscript is no less an act of learning than attending seminars or courses.
Anyone who ever wrote anything knows that the art of writing is the art
of applying the seat of the pants to the seat of the chair and it is work. We
salute those many NAA'ers who have continued their learning, who have
increased their knowledge and understanding through participation in the
manuscript competition.
All of us have ideas, new approaches to doing our work —and fear the
thought of seeing them in print. We should learn to watch those gleams
of inner thoughts more than the glow of the words of others. Yet, our own
thoughts tend to be diminished in our own eyes because they are ours. In
most works of genius we can readily recognize our own rejected thoughts.
Write now and be paid forever.

Q
c
Z

o

1919' Sy
E X E C UT I V E D I R E C T O R
Willia m M. You ng, Jr.
PUBL IS HE R
Dona l d M. Woo da rd
MAN AG I N G E D I T O R
Erwin S. Koval
SE N IO R T E C H N I C AL E D I T O R
Albert Cohen
F E A T UR E E D I T O R
Rob ert F. Randall
ED I T O R IAL ASSISTANT S
Debbie Rienzi
Lucile Lawrence
C I R C UL A T I O N M AN AG E R
Micha el R. Cloney

Advertising Representatives
Mead Irwin Associates, 520 Fifth Avenue,
New York, N. Y. 10036, (212) 986 -9781.
E. W. Carlson, Union Trust Building, Pittsburgh, Pa. 15219, (412) 471 -1410.
James K. Millhouse, 919 N. Michigan Avenue, Chicago, Ill. 60611, (312) 642 -6625.
David Heidersbach, Roy McDonald Associates, Inc., 1313 W. 8th St., Los Angeles,
Calif. 90017, (213) 483 -1304.
Charles Barrett, Roy McDonald Associates,
Inc., 625 Market St., San Francisco, Calif.

94105,(415) 397 - 5377..
Second class postage paid at New York,
N.Y., and at additional mailing offices.
To ensure uninterrupted mail service, please
notify us immediately of any change of
address. Send present address label and new
address, including Zip number, to Member
Relations Department. Allow six weeks for
change. Price $1.25 per copy. Subscriptions
available only to NAA members, libraries,
and college -level accounting students. Subscription rates, per year: NAA members,
$10.00; libraries, $9.00; college students,
$5.00.
Copyright ® 1971 by the
National Association of Accountants

4

MANAGEMENT ACCOUNTING/ MARCH 1971

Readers React
Human Asset Accounting
To the Editor:
Having recently completed a course
in Management Administration, I read
with particular attention Michael
H. Gilbert's article, "The Asset Value
of The Human Organization" in the
July 1970 issue. This article stated a
concept which is receiving more and
more attention and discussion in the
curriculum of our accounting field. An
indication of the growth of this concept
is the increase of the publication of
books and short articles concerning Human Asset Accounting.
The various methods listed by Mr.
Gilbert for recording The Human Asset Values upon the balance sheet were
discussed in detail by our class of approximately 50 graduate students. His
synopsis and summarization of the various alternatives of balance sheet presentation is clear and concise. This
article recaps in a few pages what our
class discussed for several weeks. I am
sure that, had this article been available
prior to class discussion, it would have
been of valuable assistance in our class
work. However, it does recount what
was discussed and like other articles
found In MANAGEMENT ACCOUNTING,
will become excellent reference material.
Joseph Mitchell
Management Accountant —U.S.
Consumer Products Group
Miles Laboratories, Inc.
Elkhart, Ind.
A Strong Single Profession
To the Editor:
It is understandable that people engaged in private or governmental accounting want the same recognition
that is granted to the public accountant.
The responsibilities of these nonpublic
accountants are often every bit as demanding, and call for an equal or often
greater amount of competence. However, would it be wise to create an un-
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limited number of splinter groups, or
would it be more advisable to take advantage of the present existing structure?
All professions today have specialists
within their groups. Physicians who are
not specialists of some sort are rarities;
yet they are all MD's, members of the
medical profession. Lawyers specialize
in many ways; yet they are all attorneys
and members of the Bar. Fortunately
the same framework is available, or
soon will be, for members of the accounting profession regardless of their
particular specialty.
The American Institute of CPA's has
already gone on record as favoring an
educational requirement in lieu of an
experience one as a condition for certification. While such changes require revised state accountancy laws, the move
to replace state certification with a national certificate is gaining momentum.
With the artificial barrier of experience
out of the way, there seems to be no
reason why anyone with the necessary
educational background and proven
competence (evidenced by successful
completion of uniform examinations)
cannot achieve full professional status.
The branch of accounting he then
wished to pursue need have no bearing
on his professional status.
The answer to professionalism in accounting lies in the direction of a strong
single profession —with appropriate
fields of specialization— rather than a
series of splinter groups, no one of
which could probably achieve professional status in the eyes of the public.
Jack J. Kempner
Chairman and Professor
of Accounting and Finance
University of Montana
Missoula, Mont.
Reply to Useful, Clear,
Precise and Brief
To the Editor:
Isn't it amazing how those who are

quick to complain or criticize are often
guilty of the very thing they are complaining about or being critical of? The
author of "Useful, Clear, Precise, and
Brief ?" (Readers React, August 1970),
could have said what he had to say in
about three brief, precise sentences. Instead, he used several not very brief or
precise paragraphs of questionable usefulness.
What Mr. Thompson fails to recognize is that the majority of articles in
technical journals are not written by
professional writers, but by amateurs like
himself with a certain amount of professional editing. The possibility also
exists that what is crystal clear to one
reader is as clear as mud to the next
reader. Anv author who writes only that
which is useful, clear, precise and brief
to every reader's eyes would indeed be
a miracle worker.
Jack Stednitz
Partner
Stednitz & Rhodes
San Jose, Calif .
A Management Accounting Attitude
To the Editor:
I read with mixed emotions a letter in
the August 1970 issue, by C. A. Thompson, Jr., titled "Useful, Clear, Precise
and Brief ?" Although I found the general content of this letter interesting, I
read with concern the comment that
"the needs of a management accountant" relate primarily to articles which
contain information that applies directly
to his "every-day job assignment." Is
this the attitude of a modern management accountant?
Most individuals in the accounting
profession are continually preparing for
a more challenging position, rather than
stagnating within the confines of their
present job assignment. If all accountants were concerned only with their
"every-day job assignment," there would
be little need for such organizations as
the National Association of Accountants, such publications as MANAGEMENT
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ACCOUN TIN G, or such programs as the
Continuing Education Program. Fortunately, this attitude is not shared by
many members of the accounting profession.
Grover L. Porter, CPA
Associate Professor of Accounting
The University of Tennessee
Nashville, Tenn.

A Major Breakthrough
To the Editor:
The article "Why Leave EDP in the
Hands of Specialists" in the October
1 9 7 0 i s s u e Of M A N A G E M E N T ACCOUNTING was very timely in regards to developments within my own bank. Both the
EDP Manager and I have been pushing
for more EDP education for managerial
personnel for years with little success.
We have had a few EDP short courses
which always seem to rehash the same
old generalities.
This year, however, we appear to have
made a major breakthrough and the cost
has been bearable. We prevailed upon
management to purchase a closed circuit television system and some video
tape training films from one of the suppliers of this type of material.
Our training program, consisting of
approximately four to five hours of outside study followed by a half -hour video
tape lecture, is proving fantastically successful. The good points are no travel,
no expense by the employee, no missing
work, and each trainee sets his own pace
within reasonable limits. We are at this
point considering making our own training films for other areas of the bank.
Your article serves to reinforce our
project at exactly the right time.
Richar d A. C upples

Vi ce President and Auditor
First National Bank
Little Rock, Ark.

Another View
To the Editor:
I am in agreement with Mr. Weltzin
in his article "Why Leave EDP in the
Hands of Specialists ?," (October 1970) .
However, that agreement only goes to
a point. His proposal that accountants,
engineers and scientists should become
more versed in computer technology is
well taken. If these professional people
are to take advantage of the computer
and use it to the fullest, they will need
6

a certain knowledge to be able to communicate with EDP experts. But, to try
and teach programming and all the
other aspects of computer technology
to these people seems to me to be going
too far.
He makes the point that computer
specialists think that the computer exists for its own end and that this is why
we should acquire computer skills. I
think that letting the EDP department
know who they serve and why would be
a much faster and less costly solution.
For example, in our company most
of the work done by the computer is
for the accounting area; therefore, the
supervisor of the EDP department is
directly responsible to our Controller.
In this way, we accountants can concentrate on accounting problems and
the EDP department is responsive to
our needs.
John Groth
Staff Accountant
White Stag Mfg. Co.
Portland, Ore.

They Are Human Too
To the Editor:
James O. Weltzin, in his article
titled "Why Leave EDP in the Hands
of Specialists ?" (October, 1970), writes
as though he may have been bitten by a
rabid computer. Such phrases as
"...they have concocted an atmosphere of mysterious inner - circle knowledge into which only the elect may
enter —the rest of us are mere laymen"
and "... sacred territory of the EDP
masterminds" do nothing more than
create bitterness and divisiveness between the computer - oriented people in
the organization and the non- computeroriented people.
Of course, his recommendation that
management (especially accountants)
learn to work with the technique of
EDP is correct, but he implies that the
reason this has not happened to a
greater extent is that those pesky "EDP
masterminds" have somehow discouraged violations of their "sacred territory."
In my experience this is sheer nonsense. The computer revolution erupted
on the American business organization
with such intensity that we have a
whole generation of management that
is out of touch with reality and the
computer. They have no more idea of
what is happening in that air- conditioned, temperature - controlled room

where the computer is kept than they
have of the Kremlin's inner workings.
This may be too strong an indictment, but at least it balances the opinions expressed by Mr. Weltzin. I have
found the computer people I have met
and worked with to be invariably helpful and eager to share their knowledge
and ever mindful of the goals of the
organization.
Harold Hitchen, Jr.
Assistant Treasurer
Automobile Insurance Co. of America
Providence, R.I.

Interim Reporting
To the Editor:
Having just read "Interim Reporting
on Financial Statements" by Mr. John
V. van Pelt, III, (February, 1970), I
feel it necessary to add my support to
his basic contention of the necessity for
accurate and consistent interim financial
reporting.
Mr. van Pelt indicated that the
A.I.C.P.A. and the S.E.C. are both concerned with this area of accounting.
Although rulings from these governing
bodies would probably make the report Continued on page 16
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Over 10,500 successful CPA candidates
have been coached by
International Accountants Society, Inc.

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

"if you don't pass your CPA examination after
our CPA Coaching Course, we'll coach you
without additional cost until you do I"
If you qualify, you may be eligible for GI Bill benefits. You
may start the IAS CPA Coaching Course, or the full IAS
accounting curriculum any time you please — there are no
classes, no fixed enrollment periods. So you can make maxi.
mum use of the time available, starting as soon as you enroll
and continuing right up to the examination dates.

Sen d today for fr ee report
To get the complete story on how you (or some member
of your staff) can benefit from the proven IAS CPA Coaching Course, just fill out and mail the coupon below. No
obligation.
r

"If any IAS CPA COACHING COURSE enrollee
fails to pass the CPA examination in any state
after meeting all the legal requirements of the
state as to residence, experience, preliminary education, etc., IAS will CONTINUE COACHING
WITHOUT ADDITIONAL COST until the enrollee is successful."
The IAS CPA Coaching Course is designed for busy accountants. You train at home in your spare time, at your own
pace. Most important, every lesson is examined and graded
by one of our faculty of CPA's, who knows exactly the problems you'll face in your CPA examination.
If you need refresher training in certain areas, IAS will
supply, at no extra cost, up to 30 additional elective assign.
ments, complete with model answers, for brush up study.
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You may be eligible for GI Bill benefits.

-----------

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

International Accountants Society, Inc.
A Home Study School Since 1903

209 W. Jackson Blvd.
Chicago, Illinois 60606
Att: Director of CPA Coaching
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Please send me your new report on the IAS CPA Coaching
Course. I understand there is no obligation.

I

Name........................................................................
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Address_............................_................................_........................
City..........................................................................._..
State._................_......_.__...................,.Zip ,..... ... ,...
Employed by ..

..

....._... _ _ ..._. ...,.

Approved for Veterans Training.
Check here if entitled to GI Bill benefits.
Accredited Member, National Home Study Council.
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The Risk /Reward Relationship
in Military Procurement
COMPETITIVE BIDDING IS NOT LIMITED TO DEFENSE CONTRACTORS —
IT BEGINS WITHIN THE DEPARTMENT OF DEFENSE
By Dudley E. Browne
One of the problems confronting the
defense contracting industry is a catastrophic imbalance in the risk /reward
relationship in military procurement. Although there are many separate factors
that brought about the current situation,
two are foremost in importance: (1) the
contractor's increased exposure to inflationary costs, and (2) the hazards of
performing development programs under
fixed price type contracts.
When one considers the adequacy of
the risk /reward relationship available on
military procurement contracts, full recognition must be given to the existence
of Congressional limitations with respect to rates of return on sales. From
Congressional expressions beginning in
the mid -30s, first with the Vinson Act
covering ship construction, and later
with the Vinson - Trammel Act which
added aircraft to profit - limiting legislation, we find a maximum return on
sales to be in the neighborhood of 10
to 12 percent. At that time the prime
rate of interest was 1 112 to 1 3/a percent.
The adequacy of return on sales permitted on Government business has
changed radically over the last few years.
Investment requirements have increased
sharply. The proportion of facilities used
by industry but owned by the Government has dropped, and working capital
requirements have increased sharply
with the shift from cost reimbursement
(100 percent pay -as- you -go) type contracts to fixed price (80 percent progress
payments) type contracts. And, over
MANAGEMENT ACCOUNTING/ MARCH 1971

This article is based on a pa er presented by Mr.
Browne to the San Diego Chapter on March 11,
1970.

the same period, the prime rate —the
interest rate charged corporations by
banks —has increased from 3 percent
fifteen years ago to 8 112 percent today.
That is, the amount of money we must
invest in this business for a given dollar
of sales is up dramatically at the same
time as the cost of money at the banks
has nearly tripled.
Added to this problem is the significant decline in our confidence of achieving the targeted profit level because of
the inherent technological uncertainty
in all of our major programs, particu-

DUDLEY E. BROWNE

San Fernando Valley Chapter (Los
Angeles 1938), is Senior Vice President and a Director of Lockheed Aircraft Corp., Burbank, Calif. Mr.
Browne, who is a CPA, holds a B.A.
degree in economics from the University of California at Los Angeles. He
was a Hoover Commission task force
member on budget and accounting.
Mr. Browne is a previous contributor
to MANAGEMENTACCOUNTING.

larly for development programs where
we are faced with a greatly increased
chance of loss as a result of the shift
from cost reimbursement to fixed price
contracts.
Past Procurement Policies
In the past, military procurement
policies were designed to minimize the
amount of risk that had to be assumed
by the contractor in the form of equity,
or venture capital investment. Since interest rates are substantially lower than
rates of return required on equity, this
had the effect of minimizing the fee or
profit requirements of the contractor,
and the cost to the Government as well.
It was generally agreed that the profit
objective of industry was compatible
with the competitive system, and that
the contracting agency had parallel and
complementary objectives to:
1. Obtain the desired defense capability_
at reasonable cost,
2. Maintain a healthy industrial base to
provide the needed defense capability,
3. Encourage the contractor to minimize his costs in seeking to maximize his return on investment,
-l. Encourage modernization of facilities and equipment,
5. Encourage entrepreneurial risk taking, and
6. Attract the best, most creative and
efficient, industrial capabilities.
An important, I should say vital, characteristic of past procurement policies
9

was the distinction that was made between development and production.
Historically, development work was considered as a level of effort directed toward the achievement of a design objective. By its very nature, development
work is primarily concerned with finding
solutions to problems, some of which
are known to exist at the beginning of
the project while others are in the realm
of "unknown unknowns." The difficulty
of estimating development costs in advance led the Government to procure
such efforts through cost reimbursement
type contracts.
Early production contracts were frequently of the cost reimbursement type,
but this method soon gave way to price
redetermination contracts or fixed price
contracts with adequate provisions for
contingencies. The different approaches
to contracting gave recognition to the
different levels of uncertainty that exist
between development and production
programs. Estimating the costs of development is inherently difficult; production costs of developed hardware, in
the near term at least, are much more
predictable.
In the past, it was also a standard
practice for the Government to provide
contractors the necessary buildings and
equipment whenever the recovery_ costs
of such capital assets were not clearly
evident. This was consistent with the
Government's over -all policy of minimizing the amount of risk to be assumed by the contractor.
Total Package Procurement
Several years ago steps were taken to
eliminate certain problems from the
procurement system. Among the deficiencies that were to be corrected were
such things as the buy -in and the lock -in
type contracts. It was felt that cost
reimbursement contracts awarded for
development work encouraged contractors to buy in because they had complete cost protection. The subsequent
placing of production orders, it was believed, left the Government locked in
to the original contractor because it was
either impossible or impractical to transfer the production work out of the development contractor's shop.
In addition to these disadvantages, it
was recognized that the profit rates
available to defense contractors were
marginal at best. To correct this in a
manner that would be in the best interests of the Government, a plan was
designed that called for increasing the
profit opportunity available to contrac10

tors, accompanied by a corresponding
increase to the assumption of risk. Basic
to this plan was the assumption that the
economic environment would remain
stable and devoid of any serious inflationary tendencies.
The quintessence of this new philosophy was embodied in the concept
of "total package procurement." The
total package procurement as conceived
by the Air Force envisioned that all development, production, and as much
support as feasible will be procured under competition in one total package
contract containing price and perfonmance commitments.
With the advent of total package
procurement, the major shift from cost
reimbursement contracts to fixed price
contracts was intensified—encompassing, for the first time, even the most
complex development programs. Additionally, longer term contracts and
priced options to purchase added production quantities became the rule and
the Government also withdrew its support in the form of capital assets.
Another feature was the expansion of
competitive bidding. Under the new
ground rules, competitive bidding was
not limited to the defense contractors;
instead, it began within the Department
of Defense among the three military
services. As protagonists of different
weapon systems, the Army, Navv, and
Air Force competed for funding by attempting to surpass their rivals in the
Department of Defense cost effectiveness studies.
It soon became obvious that if a proposed weapon system were to survive
the cost effectiveness competition, it
would have to be the cheapest and the
most effective. In other words, to get a
weapon system accepted by the cost
analysis group or the systems analysis
group in the Department of Defense,
it required extreme optimism with respect to both of these factors.
This double - barreled optimism within
the Department of Defense set the level
of funding that became available to the
contractors when they competed for the
resulting system. The contractors then
found themselves in the position of having to compete for a contract that was
inadequately funded for contingent adversities. Like the original proponents
of the weapon system, the contractors
could only win if they, too, exercised
the utmost optimism in forecasting the
solutions of development problems, the
achievement of design guarantees, and
the costs to be involved in the process.

Some New Problems
As mentioned above, fixed price total
package procurement policies were designed to correct past deficiencies in the
procurement process and to increase the
profit opportunity with an attendant
assumption of greater risk. In general,
the architects of this plan hoped to
simulate as much as possible the conditions found in the commercial market.
However, the most alarming development to emerge from total package procurement is the element of catastrophic
risk —risk of a magnitude that could
bankrupt the largest defense contractor,
the majority of his subcontractors, and
even threaten the survival of his creditors.
Before we determine how this situation came about, I would like to mention the Government's past experience
with respect to cost overruns on military programs. In so doing, I'm only
depicting the range of expectancy and
am not concerned with causes of overruns.
Clarence H. Danhof, in his 1968
study published by the Brookings Institution, makes the following statement:
"During the 1950's virtually all large
military contracts reflected an acceptance by the military agencies of contractor estimates which proved highly optimistic. Such contracts ultimately involved costs in excess of original contractual estimates of from 300 to 700
percent while slippages in delivery dates
were of similar magnitude."'
At the time of their 1959 RAND
study, Marshall and Meckling found
that the most recent estimates of the
cost of production for 22 major military
systems, on the average, exceeded the
earliest available estimates by some 140
to 220 percent, depending on the
method used to adjust the raw data.2 In
a footnote to this part of their study,
the authors observed:
"Though the subject is not covered
here, we have also compared predicted
and actual development costs, and found
much the same story as for production
costs. Actual costs generally prove to
be much more than originally antici'Clare nce H. Danhof, Government Contracting and
Technological Change The Brookings Institution,
Washi ngton, D.C., 1968, p. 287.
2A. W. Marshall and W. H. Meckling Predictability Of the Costs, Time, and Success o} )development,
RAND Report P -1821, revised, The RAND Co 0
ration, Santa Monica, Cali f., Dece mber 11, 19 9,
pp. 1a -15.
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pated, with a large variance in the
error from one project to another.",
Marshall and Meckling's observation
was substantiated by a later study in
which development costs were compared to the original estimates. In this
1962 study, Peck and Scherer reported
that the actual development costs on 11
major weapon systems, developed during
the 1950s, exceeded estimates by an
average of 220 percent. Among these
development programs, involving all
three military services, the highest overrun was 600 percent and one program
actually had an underrun of 30 percent.*

The C -5A Procurement from
Lockheed
Turning now to a specific procurement, the Government was faced with
an estimate of costs on the order of
$1.2 billion for the first 58 units of the
new C -5A cargo plane. Of this approximately $500 million represented the Design, Development, Test and Evaluation
(DDT &E), component. Historically,
the Government should have expected
an exposure to overruns of at least $500
million (100 percent) to $1.1 billion
(220 percent) on the C -5A development work. This range would have been
highly optimistic in the light of past
procurement history.
In order to have a specific figure to
work with, let's pick the midpoint of
of the above range (160 percent), which
gives us a risk exposure of $800 million.
With this risk being more than likely,
what were the alternatives available to
the Government when it contemplated
the placement of the C -5A contract?
Obviously, if the Government intended to hold the contractor responsible for an overrun of this magnitude, it
would have meant the transfer of an
$800 million risk to a contractor who, at
that time, had a net worth of about
$300 to $350 million. It is axiomatic
in finance that you cannot transfer risk
beyond the financial capability of the
bearer. You would not, for example, ask
someone to co-sign a note who would
be unable to pay if called upon to do so.
In Lockheed's role as C -5A contractor, having an inadequate net worth to
cover this risk meant much of the risk
would have to be imposed on unwitting
third parties: its suppliers, in the form
s rbid., p. 16.
s Merton J. Peck and Frederic M. Scherer, The
Weapons Acquisition Process: An Economic Analysis, Division of Research, Harvard Business
School, Boston, Mass., 1962, pp. 21 -22.
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of vendors and subcontractors; its creditors, in the form of debenture holders
and banks; and perhaps even its customers who had advanced money to Lockheed for the procurement of certain
other products.
Considering also that the typical contractor would use 25,000 or more suppliers, and that if debentures were outstanding, 10,000 or more investors would
be involved, plus 20 to 40 banks and
maybe as many as 10 to 15 customers,
the possibility of threatening the financial survival of such a large segment of
the American economy would be clearly
unthinkable.
Another approach would have been
for the Government to insist that Lockheed provide adequate equity to cover
the possible loss of $800 million. This
could have been done by requiring that
the winning contractor raise $800 million prior to the award of the contract.
However, this $800 million would be
required for a period of 5 years and,
assuming that it could be acquired, it
should not lie fallow in bank accounts;
instead, it should be used and logically,
on the C -5A program itself. Hence, the
contractor would have to inform the
Government that it wanted no progress
payments, since it had adequate finances
for the working capital portion of the
contract.
Of course, a reward or a return to the
equity holders must be calculated, and
certainly the minimum return that could
be contemplated would be 10 percent
after taxes or 20 percent before taxes.
This is, in fact, less than the average
return earned by manufacturing corporations on equity investments. Since this
capital would have to be employed for
a period of at least 5 years, we arrive at
5 times 20 percent, or 100 percent of
$800 million. Thus, $800 million would
have to be added to the price of the C -5A
in order to justify the assumption of this
risk. Obviously, this alternative was
equally unacceptable to the Government.
A third alternative would have been
to restrict the award to those contractors
that already had in hand through then
existing net worth the capacity to withstand this possible loss. However, no
aircraft manufacturers met such a requirement. If this alternative were pursued, it would necessitate mergers of
sizeable companies in order to develop
the requisite equity pool and would lead
to severe lessening of competition. Thus
excessive risk transference could become
a justification for the concentration of

economic power in the hands of fewer
contractors. This, too, would be unacceptable.
The solution that was found was the
so- called "adjustment" clause (sometimes called the "trick" clause by critics),
which implemented the then existing
Department of Defense policy of not
threatening the survival of its contractors. Additionally, recognizing that the
contractor might be involved in a sizeable initial investment (which peculiarly
in Government contracting is referred to
as a loss) on the original 58- quantity
contract, it provided for the partial
recovery of that investment on subsequent orders, with the result that in the
event of a sizeable overrun the contractor
would stand to lose not only his target
profit of $177 million but a practical
maximum of an additional $200 million.
It should be noted, therefore, that the
total package procurement on the C -5A
has imposed on Lockheed a possible
penalty of $377 million before taxes.
But, alas, it is said that this "adjustment"
clause is not to be exercised unless the
Government honors its tacit commitment by ordering production run "B"
for an additional 57 units. Although the
GAO is not normally thought of as a
protagonist of defense contractors'
rights, this point did not escape the
Comptroller General in his review of the
C -5A procurement. He raised the question of whether the Government had a
moral obligation to order the 57 units.
In the absence of such an order, it is this
exposure, now calculated by the Air
Force at $671 million, that has captured
the interest of the financial communitv.

Conclusion
If such a sizeable risk is a condition to
be found in other total package procurements, this certainly wipes out the equity
of defense contractors and transfers the
equity exposure to their creditors, principally debenture holders and banks, and
probably to suppliers. The banks' initial
reaction has been to say that the prime
rate of interest will no longer be available to defense contractors, but I suspect,
on more complete examination and consideration of today's tight money market,
the inevitable result will be no credit at
all. Bank loans are usually not available
to borrowers who have inadequate net
worth to cover discerned risks.
One might wonder why a contractor
would accept a total package contract. Simply stated, the Department of
Defense used its monopsonistic position
for its own advantage in indicating to
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the competing contractors that any
deviations from the terms of the RFP
(Request for Proposal) would make the
contractor "non- responsive." In short,
the contractors were forced to rely on
the good faith of the Government or get
out.
Thus, if we are to take this as an
example, any contractor who accepts a
development contract, with guaranteed
specifications, on a fixed price basis, faces
the prospect of bankruptcy if he fails to

meet these guarantees. This new fact of
life in military procurement has not gone
unnoticed in the financial community,
either by investors or bankers.
Such wholesale exposure to risk is
regarded as a complete departure from
past procurement policies, and it represents a total distortion of the normal
risk /reward relationship. As such, total
package procurement has made a travesty
of the military procurement process and
seems likely to deny defense contractors

future access to normal capital markets.
The difficulty is a great and widening
imbalance of risk and reward. Assuming
that my thesis is correct, either rewards
must be increased or risks decreased. I
hold that it is politically untenable to
increase the reward. The only course is
to reduce the risk. It must be done
promptly. Failure to do so, in itself, will
jeopardize the survival of those corporations whose major business is with the
Department of Defense.

Postscript
On June 9, 1970, the Department of
Defense announced significant revisions
to procurement policy and practices.
Among these was the determination that
cost plus incentive fee contracts are preferable for the development stage, both
for advanced and for full scale develop-

ment. It is believed that this will allow
increased flexibility in contracts so that
trade -offs can be effected whereas under
fixed price contracts they are most difficult to effect. Contractors who are willing to undertake fixed price development
contracts must have the financial resources to absorb loss, if such should

occur. Under the revised policy, the
C -5A contract would not have been
awarded in the form in which it is discussed here. Unfortunately, though it
appears that the concerns evidenced in
this article have been alleviated with
respect to the future, the past is yet to
be resolved.

Dudley E. Browne
NEXT MONTH:

The Air Force Switches to Management Accounting
by Major Adrian M. Harrell

R & D Costs Studied by MAP Subcommittee
The new Subcommittee on Research
and Develoment Costs, one of seven
study groups formed by the Committee
on Management Accounting Practices,
held its first meeting in New York on
January 26.
Major troublesome areas in accounting for research and development costs
were reviewed and as a first step the
subcommittee decided to limit the scope
of the project initially to research and
development costs of manufacturing
companies.
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The committee also will study in detail all of the ramifications of the current definitions of research and development and, prior to the next meeting,
the members will conduct a thorough
and in -depth examination of the factors
determining the treatment of research
and development costs as expenses of
the current period or as deferred expenses.
Members of the Association are invited to express their opinions on the
subject of research and development

costs to the subcommittee, members of
which include Dudley E. Browne, Lockheed Aircraft Corp., Chairman; Paul
G. Helton, General Motors Corp.; William F. Miller, The National Cash Register Co.; Carl L. Nelson, Columbia
University; E. Wesley Porter, E.I. duPont de Nemours & Co.; Warren S.
Prebluda, Merck & Co.; John F. Roes gen, American Home Products Corp.;
Sidney D. Spencer, General Electric Co.,
and Fred L. Tepperman, Arthur Young
& Co.
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A Small Information System
for
Workload Analysis
THIS SYSTEM CAN BE USED WI T H ANY CURRENTLY ACCEPTED TYPE OF W ORK MEASUREMENT

By Donald L. Gerber
Employee motivation, direct costing,
work measurement, and computers arc
all popular subjects of current business
literature. However, they are usually
discussed separately ... even in different
journals ... rather than together, despite
some obvious interrelationships. In this
article we will try to bring various concepts together.
Several years of research and development have resulted in a small information system. It uses a computer to provide work measurement information in
a form readily grasped by managers as
well as psychologists and provides direct
costing as well. It is flexible enough to
be applied in both bargaining unit and
administrative departments. It is simple,
but allows for increasing sophistication
and combination with other systems
where the circumstances warrant. Three
computer printouts were developed
which may be used to:
1. Show direct labor costs for all identified tasks
2. Analyze workload distribution
3. Summarize individual and group
utilization of time
4. Aid wage analysis
S. Determine historical standards
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6. Develop standard labor costs for all
identified tasks
7. Report individual and group performances
8. Analyze work measurement standards
Characteristics
The system, Exhibit 1, can be used
in conjunction with any currently accepted type of work measurement. It
can be used to help install work measurement in new areas provided only that
the work can be identified and counted.

DONALD L. GERBER
is a Systems Consultant, Corporate
Controller's Department, FMC Corporation, San lose, Calif. He attended
City College of San Francisco and
Stanford University. Mr. Gerber is a
registered Professional Engineer and
has had articles published in other
professional journals.

This information, illustrated in Exhibit
2, is contained in the following three
reports:
TASKANALYSIS (A) enables an analyst to determine how long it takes,
and how long it should take, to perform each task. Work distribution
and performance rates are shown, as
well as actual direct costs. Cost
distributions may also be derived
from it.
2. WORK DISTRIBUTION (B) is designed
to help an analyst determine cyclic
variations in volume and the effect
that peaks and valleys may have on
performance. It should be run only
when a reorganization of the work
flow is being considered, or to help
recognize tasks for which additional
cross - training may be desirable.
PERFORMANCE REPORT (C) should
be used by operating supervision as
well as by the analyst. It shows performances and costs by employee and
date, summarized to the department
level. Excerpts from it may be used
to prepare a concise, informative
report to management, presented on
a regular schedule.
Inputs
There are four input documents
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illustrated in Exhibit 1. The information
carried on each document is as follows:
REC OR DS
contain each
employee's name, number, and
hourly wage, by cost center.

Exhibit 1
MANPOWER ANALYSIS PROGRAM SYSTEM DIAGRAM

EM PL O YE E

A TTEN D A N C E R E P O R TS c o n t a i n e a c h

Time logs
Employee
records

or
Batch
tickets

Attendance
reports

Task
records

emp loyee 's nu mb e r and hours
worked each day during the report
period, by cost center.
BATCH TICKETS / DISTRIBUTION CARDS
/ T I M E LOGS c o n t a i n each task performed and the number of units
completed, the employee who performed the task, and the start -stop
times.
TASK RECORDS contain the title of
each task, its identifying number, the
unit of measure used, and (if known)
the number of units that constitute
one standard hour of work. Competent preparation of this table is a
prerequisite for a useful system.

Reports
A hypothetical department, consisting
of just three persons performing four
tasks over a five -day period, is shown in
the three parts of Exhibit 2. Some of the
entries are common to most work
measurement reports. Others are not
usually feasible on reports prepared with
adding machine and calculator due to
the cost of processing and the difficulty
of assuring accuracy.
Listed below are eight uses of the
reports:

COMPUTER
Calculate performance
rates and ratios.
Employee
table
file

Task
table
file

Relate volumes and
standards to time
and wages.
IBM 360 -30, 32K
Disc or tape oriented

Z

Z

7

—

"'

__J

,
1.

D I RE C T COS T ALL LI S T E D T ASKS. Se e

(A): the "$PER UNIT" column
shows the direct cost per unit. For
Task 123452, it costs 3.70 per piece
when done by employee 2, or an
average of 4.0¢ per piece for all three
employees. We have multiplied the

2.

(B)

Task
analysis

Work
distribution

S U M M A R I Z E IN D IV ID UA L A N D G R O U P

ho u r l y wa g e o f e a ch em p lo y ee by th e

UTIL I ZA TIO N O F

hours that employee worked on the
task, then divided by the number of
units accomplished. The summary
entry is a true average.

(C), the Hours Worked show the
attendance. The Hours Utilized
show the total hours that each
employee worked on listed tasks. As
this report is constructed, the difference includes breaks, delays between
tasks, and work on unlisted tasks.
Note employee 3 on 8/28, utilized
for only five hours. During the five
hours, that employee produced at
124 percent of standard, but the
burden of unutilized time reduced
the effective performance to only 78
percent. Finding out what happened
to the missing three hours ( "indirect" time in factory parlance)
will help the supervisor identify and
remedy a possibly recurring delay.

A N A LYZE W O R K D IS TR IB UTI O N . R e -

port (A) shows the distribution of
work, by task, among employees.
The distribution is shown as the
number of standard hours completed
by each.
The distribution of work by date is
shown by (B) and is helpful when
trying to level cyclic variations in
workload. Th e number of hours
spent on each task each day, the
quantities, and the number of standard hours each day are shown.
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(A)

TI M E .

O n

Report

(C)
Performa nce
report

4.

AI D W A G E ANALYSIS. T h e c o m p a r a -

ti ve p er for ma nc es of e ve ry em pl oy ee ,

by task, is shown on (A). Both the
direct cost column and the Standard
Hours per hour column should be
examined. On task 123452, see that
it costs only 3.70 per piece for
employee 2 making $3.00 per hour
to do it, but employee 1, making
only $2.00 per hour, costs 4.0¢ per
piece. The "cheaper" employee is
sometimes the costlier.
The performance of each employee
is shown in (C) . Standard hours per
hour worked is basic for wage analysis. See that employee 1 performed
at 46 percent, 2 at 77 percent, 3 at
88 percent, for a group average of
70 percent. It becomes more useful
to have the wages per standard hour
MA N AG E ME N T A CC O UN TIN G / M AR C H 1 97 1

Exhibit 2
TASK ANALYSIS (A), W ORK DISTRIBUTION (B) AND PERFORMANCE REPORT (C)
4B O513A MA NP O W E R A NA LYS IS
SA MP LE IN S T A L L A TI O N
11 0
FICTIONA L DE P A RTM E NT
RE P OR T ( A ) F OR P E R IOD F R O M 0 8 / 2 6 / 6 8 TH R OU GH 0 8 / 3 0 / 6 8
5 W ORK ING DA Y S
TASK#

U N IT

123 451

JOB

12 3 45 2

PIECE

PACE

EMPL►

HOURS
U TIL .

BAT
CHS

0000001
00 00 00 2
TASK SUMMARY

12.0
2. 0
14.0

4
1
5

4
1
5

0.3
0.5
0.4

0000001
00 00 00 2
000 00 03
TASK SUMMARY

15.0
15.0
15.0
45.0

3
7
5
15

750
12 00
1425
33 75

0.5

10 0 . 0

0000001

12 3 4 5 6

QUANTITY

QTY /HR
U TIL Z D

STD
HOURS

S.H./
HOUR

SAL./
HOUR

$PER
STD HR

8.0
2.0
10.0

67
1.00
.71

2. 0 0
3.00
2.14

24. 00
6.00
30 . 0 0

6.000
6.000
6. 0 0 0

3.00
3.00
3.00

50 .0
80.0
95.0
75 . 0

7.5
12.0
14 . 3
33.8

.50
.80
.95
.75

2.00
3.00
4.00
3.00

30 .0 0
45 . 0 0
60 . 0 0
13 5 .0 0

.040
.037
.042
.040

4.00
3.75
4.22
4.00

NO TASK RECORD
5.0
4.0
16.0
25 . 0

3
2
14
19

45 00
5102
24480
340 82

900.0
12 7 8. 0
15 30 .0
13 6 4. 0

3.0
3.4
16.3
22.7

.60
.85
1.02
.91

2. 0 0
3.00
4.00
3.44

10.00
12.00
64 . 0 0
86 .0 0

.002
.002
.003
.003

3.33
3. S3
3.92
3.79

00 00 00 2
00 00 00 3
TASK SUMMARY

14.9
5.1
20.1

20
8
28

3352
1147
44 99

223 .0
224 .0
22 4. 0

13 . 4
4.6
18.0

.90
.90
.90

3.00
4.00
3.25

45 . 0 0
20 .0 0
65 . 0 0

.013
.017
.014

3.36
4.35
3.61

CARD

15 0 0. 0

12 3 46 4

FLDR

250 .0

REP OR T (B) F OR PE RIOD F R OM 0 8 / 2 6 / 6 8 TH R O U GH 0 8 / 3 0 / 6 8
PACE

DATE

HOURS
UTIL

5 W OR K ING DA Y S
QTY /HR
UTIL Z D

QUANTITY

BAT
CHS

S.H./
H. U TL .

STD
HOURS

TASK

U N IT

123451

JOB

08 -26
08 -27
08 -28
08 -29
08 -30
TASK SUMMARY

2.0
3.0
3.0
3.0
3.0
14.0

1
1
1
1
1
5

1
1
1
1
1
5

0.5
0.3
0.3
0.3
0.3
0.4

2. 0
2.0
2.0
2. 0
2.0
10.0

1.00
.67
.67
.67
.67
.71

12 34 52

PIECE

10 0 . 0

08 -26
08 -27
08 -28
08 -29
08 -30
TASK SUMMARY

16.0
10.0
8.0
6.0
5.0
45.0

5
3
2
2
3
15

1150
748
629
562
286
3375

71 . 9
74 .8
77 . 4
93 . 8
9S . 4
75 .0

11.5
7.5
6.3
5.6
2.9
33 . 8

.72
.75
.7 9
.84
SB
.75

123 463

CARD

15 0 0 . 0

08 -27
08 -28
08 -29
08 -30
TASK SUMMARY

5.0
6.0
5.9
8.1
25 .0

3
4
4
8
19

7215
9621
7219
10027
34082

14 41 .0
160 3.0
122 2.0
123 6.0
13 64 .0

4.8
6.7
4.8
6.4
22.7

.96
1.12
.81
.79
.91

12 34 64

FLDR.

25 0 . 0

3.0
5.0
6.1
5.9
20 . 0

4
8
6
10
28

623
1181
1349
1346
4499

207.4
147.8
221.3
238.0
224.0

2. 5
4. 7
5.4
5. 4
18.0

.83
.94
.89
.92
.90

0.5

0000001

12 3 45 6

08 -26
08 -27
08 -29
08 -30
TASK SUMMARY

NO TASK RECORD

RE P O R T( C ) F O R P E R IO D F R O M 0 8 1 2 6 / 6 8 TH R O U G H 0 8 / 3 0 / 6 8
SAL/
HR

$PER
U N IT

0000001
00 00 00 2
00 00 00 3
SUMMARY
TASK

12 34 63

NUMBER

WAGES FOR
HR. U TL .

0001

DATES

HOURS
WORKED

HOURS
U TIL .

STD
HRS

SH /HR
WORKED

5 W ORK ING DA YS
SH /HR
UTIL .

WAGES/
STD.HR

0000001

2. 0 0

08 -26
08 -27
08 -28
08 -29
08 -30
TOTAL

8.0
8.0
8.0
8.0
8.0
40.0

7.0
7.0
5.0
6.5
6.5
32.0

3.0
4.S
3.0
4.2
3.8
18.5

.3 8
56
.38
.53
.48
.4 6

.43
.64
.60
.65
.5 9
.58

5. 33
3.56
5. 33
3.81
4.21
4. 3 3

000 00 02

3.00

08 -26
08 -17
08 -28
08 -29
08 -30
TOTAL

8.0
8.0
8.0
8.0
8.0
40.0

6.5
8.0
7.0
6.8
7.6
35.9

5.0
7.0
5. 8
6.1
6.9
30 . 8

.6 3
.8 8
.7 3
.7 6
.8 6
.77

.77
.88
.83
.90
.91
.86

4. 8 0
3.43
4. 1 4
3. 9 4
3.48
3. 9 0

000 00 03

4.00

08 -26
08 -27
08 -28
08 -29
08 -30
TOTAL

8.0
8.0
8.0
8.0
8.0
40.0

7.5
8.0
5.0
7.7
7.9
36.1

8.0
7.5
6.2
7.5
6.0
35.2

1.00
.94
.78
.94
.7 5
.88

1. 07
.94
1. 2 4
.98
.7 5
.98

4.00
4. 27
5.17
4. 2 7
5. 33
4. 5 5

D E P A R TM E N T B Y D A TE S U M M A R Y
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DATES

HOURS
WORKED

HOURS
U TIL .

STD
HOURS

08 -26
08 -27
08 -28
08 -29
08 -3 0
TOTAL

24 . 0
24 . 0
24 . 0
24 . 0
24 . 0
12 0 . 0

21 . 0
23 . 0
17.0
21 . 0
22 .0
10 4 . 0

16.0
19.0
15.0
17 . 8
16 .7
84 . 5

SH /HR
WORKED
.67
.7 9
.63
.74
.70
.70

SH /HR
U TIL .
.76
.83
.88
.85
.7 6
.81

WAGES/
STD. HR.
4.50
3.79
4.80
4. 0 4
4.32
4. 2 6
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computed. For this column, we have
taken the period wages for each
employee and divided by the number
of standard hours accomplished.
Again we note that employee 2 costs
less than employee 1; $3.90 per
standard hour against $4.33. Certainly employee 1 is less likely to
receive a merit raise than employee
2. Intelligent review of this report,
with each employee, can result in
motivation to substantially improve
productivity.
To show the progress of each employee, one would record the weekly
"total" line from (A) . As the standard hours per hour worked figures
rise, and the wages per standard
hour fall, wage adjustments or other
appropriate recognition may be indicated.
5. DETERMINE HISTORICALSTANDARDS.
See the "Quantity per Hour Utilized" columns in (A) and (B). In
(A), it shows the pace at which each
employee actually performed each
task, with a true average. Appropriate mathematical techniques can
be applied to these historical performances to provide useful benchmark standards without time -study or
detailed analysis. For rapid coverage,
one might simply set a standard at a
pace slightly less than performance
of the fastest employee. If the
standards are to be used to project
costs, then the summary line figure
should be used. (B) highlights daily
variances in work pace; it is used
mostly to cross -check (A) .
6. HELP STANDARD COST ALL LISTED
TASKS. See (C): The department has
a wage cost of $4.26 per standard

hour. Apply this to the standard Conclusion
hours completed for each task as
If a company is working toward an
shown on (A), then divide that by
integrated
management information systhe Pace to give a unit standard
tem, this small system can be intecost.
%. REPORT INDIVIDUALANDGROUPPER- grated with the payroll system. Most of
the information is consistent with the
FORMANCE. Individual and departdata base concept.
ment performance is shown in (C) .
It will become possible to make acThe bottom line provides source data
curate
manpower requirement predicfor a summarized one -page report to
tions for all administrative, indirect, and
management. Only a backlog figure
direct labor departments ... by cost cenneed be added. As discussed earlier,
ter, classification, and even task. The
(A) shows comparative and group
technical problems are not great. It
performances by task; (B) shows
will be necessary to:
comparative and group performances
by date. Again, review of this inforAttain complete coverage throughmation becomes a major motivational
out the organization,
tool.
Statistically
relate the listed tasks to
H. ANALYZE WORK MEASUREMENT
key
volumes
which may then be
STANDARDS. When standards are in
forecasted,
and
use, relative performances against
Adapt programs already being sucstandard are calculated.
cessfully used for production and
material management, to convert inIf a random sampling study is concoming business volumes into schedducted simultaneously, remarkably aculed requirements at each station.
curate standards are possible. In areas
where the work method is clearly defined, as at a punch press, the standard
Information developed can be inwill be as reliable as one established by valuable in establishing a skills invenuse of a predetermined time system. tory, and the task numbers may be
Where the method cannot be clearly cross - referenced to a procedures manual.
defined, as in most office operations, Further, there should be particular benethe accuracy is unequalled.
fits to non - supervisory personnel. Full
The need for supervisory attention coverage with work measurement, addrather than standards revision can be ing quantitative measurement to existhighlighted by (A). See task 123452. ing qualitative evaluation, facilitates any
Employee 1 does it at 50 percent of the efforts toward either job enrichment or
standard pace, employee 3 at 95 per- job enlargement. Since it becomes poscent. Although employee 1 may com- sible to demonstrate clearly to each emplain about the standard, appropriate ployee how his efforts become part of
corrective action would involve raising the corporate effort, the concept of
his productivity, not lowering the total responsibility may be more constandard.
fidently applied.

READERS REACT
Continued from page 6

Errata:

ing more reliable, it will take more than
just rules. Each company must take it
upon itself to prepare consistent and
informative interim financial reports.
Then, and only then, can they be used
as a basis for sound investment decisions.
B. N. Harper
Miehiana Chapter
South Bend, Ind.

In Case 3, Exhibit 1, page 29 of the
December issue, the $100 revenue foregone on outside sales is already included
in the seller's marginal revenue and
should not have been included as an
item in the marginal costs shown. The
seller's total cost is $350 with a marginal
income of $50 (not a loss), and for the
Corporation total cost is $550 with a
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marginal income of $250. Professor
Fremgen advises us that the Corporation's marginal revenue loss was also
misstated in the text on the following
page.
Our thanks also to:
Louis W. Petro
Teaching Fellow and Ph.D. Student
in Accounting
The University of Michigan
Ann Arbor, Michigan
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Accounting Controls
for Corporate EDP Costs
OPERATING EDP DEPARTMENT AS A PSEUDO - PROFIT CENTER PRODUCES THE GREATEST BENEFITS
By Melvin Krasnev
As the uses and importance of the
computer in business are becoming
increasingly important, the monetary
investment in EDP equipment and personnel is growing rapidly. However,
actual machine costs are estimated to
constitute only about twenty to thirtyfive percent of total EDP costs. Most of
the remaining costs are attributed to
staff payroll. As new uses and different
applications are found for the computer,
larger more expensive machines and
more, properly trained personnel will be
required. Thus, the EDP department of
a typical corporation (one that either
owns or leases a computer) now constitutes a large monetary investment
which will only get larger over time.
Since the effectiveness of the accounting controls over this sizeable investment
should be a matter of immediate concern, the question may be asked, what
is the best method of accounting for and
controlling the costs involved in the
operations of an EDP installation ?"
EDP as a Cost Center
Traditionally, the computer department of a corporation has been treated
as a cost center by management. In other
words, all costs associated with electronic
data processing— mainly depreciation or
rent on EDP equipment, rent for floor
space being used, power, labor and
supplies were charged to the computer
department. However, no fees were
MAN AG EM EN T AC CO UN TING / MA RC H 19 71

charged to the other departments for Computer as a Service Center
services rendered; the costs were merely
The computer no longer functions
classified as an administrative expense of solely as a tool of the accounting departthe whole corporation.
ment. Use of EDP services in such varied
There was, however, an acceptable areas as personnel, marketing, finance,
justification for using this cost center manufacturing, sales, purchasing, reapproach in accounting for the EDP search and development, inter- departdepartment. The accounting depart- mental and inter - divisional coordination,
ment, being the area where the greatest has become quite common. Both the
amount of simple, repetitive tasks were fastest growth in computer usage and
performed on voluminous amounts of the most important advances in comdata came to have a virtual monopoly puter technology and applications are
over the computer, but since the com- being made in these non - accounting
puter was an experimental innovation of areas., The development of new comthe accounting department, no particular puter applications leads to the proeconomic justification existed to develop duction of larger, more sophisticated
accounting controls for EDP equipment. machines, which, in turn, leads to the
discovery of additional computer uses.
This spiraling growth trend signifies a
constantly increasing investment in EDP
equipment and personnel. The costs of
operating a typical computer department
are now great enough to not only justify,
but require that they be accounted for
and controlled effectively. Obviously, the
traditional cost center approach is no
longer satisfactory.
MELVIN KRASNEY

is a Ph. D. Student in the Accounting
Department, University of California,
Berkeley, Calif. He is a graduate of
Ohio State University where he received his B.S. degree in Accounting
summa cum laude. Mr. Krasney has
been affiliated
pliated with Owens- Corning
Fiberglas and with Peat, Marwick,
Mitchell 6 Co. in Los Angeles.

A New Concept of The EDP
Department
According to Horngren, "A profit
center is a segment of a business, usually
called a division, that is responsible for
both revenue and expenses. In effect,
these divisions are regarded as independ' Neil C. Churchill,
ohn
Ke mpst er; Systems
and M yron
Uretsky,
Computer -Bas
edH.
Information
for
Management: A Survey. National Association of
Accountants, New York, N.Y., 1969, pp. 3 -13.
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ent businesses with a top manager who
is ultimately responsible for revenue,
expenses, and the resources (that is,
assets) which are utilized to sustain
operations.2
Typically, these divisions produce
goods which are sold as finished products
in an outside market, or as parts to
another division of the same company.
They are profit oriented entities.
A service center, on the other hand,
is a segment of a business, usually called
a department, that provides services to
other divisions and departments. These
services benefit company operations as a
whole, but physically add nothing to
the firm's intermediary or final products.
While the accounting for these departments is sometimes based on the cost
center concept normally, sophisticated
techniques are used to reapportion costs
incurred. These departments are not,
however, responsible for or oriented
towards profits.
The EDP department can be thought
of as a service - department providing
services which can be grouped into three
general categories:
Data preparation, which includes
keypunching, verification, bookkeeping and tabulating machine services.
Programming, which includes systems design, programming, and
maintenance.
Operations, which involves the actual
use of the computer and related
equipment.
Although services are also available
from service bureaus and software firms,
many companies operate their own EDP
department because they can obtain
data processing services more economically in that way. Internal computer
departments often operate at near capacitv levels, thus, they have no driving
incentive to become market or profit
oriented.
A comparison of an internal computer
department with the definitions of profit
centers and service centers indicates that
the latter concept is more appropriate. A
corporate EDP installation has customarily been responsible for providing data
processing services in an efficient and
timelv manner to other corporate departments and divisions. Accounting based
on the cost center theory does not charge
these users for the services they employ.
Hence, their overall performance cannot
'Charles T. Homgren, Cost Accounting: A Managerial Emphasis. Prentice -Hall Inc., Englewood
Cliffs, N. J., 1987, p. 338.
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be effectively evaluated. Since only the
benefits accrue to these users, no strong
motivation exists to seriously consider
the relevant costs. This can, and sometimes does, reduce corporate profits.
Consider, for example, a division manager who requests a computer system to
mechanically produce divisional accounting reports on a plotter. Assume the variable costs associated with designing, programming, and testing the system are
four thousand dollars and the variable
cost of producing each report is fifty
dollars. Previouslv, a commercial artist
has been manually producing reports of
the same quality for forty dollars a piece.
Everything else being equal, the company's costs (charged to the computer
department) have been increased by the
initial four thousand dollar system development cost plus an additional ten
dollars for each report produced. Moreover, the time spent on the computerized
report plotting system that could have
been spent on an economically worthwhile project represents an opportunity
cost to the corporation. Nonetheless,
this division, because it is charged for
neither a commercial artist's fee nor a
computer service fee, shows a cost savings of forty dollars per report.
By reallocating the costs incurred in
operating a data processing department
to computer service users instead of to
the computer department, some situations similar to the one illustrated could
be avoided. However, this procedure
does not furnish exceptionally good
results for departmental and /or divisional performance evaluation and control. The requestor is assigned a prorated
portion of fixed costs regardless of the
actual amount of services he uses during
the operating period. This may affect his
decisions concerning the quantity of
services to demand because of an increasing or decreasing average cost, depending upon the relative size of the
period and product charges. Since the
service center is theoretically supposed
to break even it offers the department
manager little direct incentive to stress
efficiency in his department because
the only wav his performance can be
evaluated is through a detailed variance
analysis.
Pseudo-Profit Center
The goal of a profit center manager is
to maximize divisional profits. Psychologically speaking, this would also be a
far better objective for a service center
manager. A division, ideally, sells its
products in an outside market for the

going market price, or transfers them to
other divisions at that price (or some
derivative thereof). An element of profit
is inherent in this price. Thus, accounting for these sales or transfers automatically provides a revenue figure which
will give some indication of divisional
efficiency (through net profits) when
netted against cost of goods sold. Conventional service center accounting does
not include a profit element in charging
for a department's services. Replacing
the nonprofit service center concept with
a profit oriented concept would warrant
including this desirable aspect of divisional accounting into the traditional
departmental accounting system. This
new concept may be called a pseudo profit center. It is defined as a service
center with operating costs great enough
to justify profit center treatment.
Since going market rates do not exist,
suitable substitutes must be developed.
First, standard rates based upon total
costs should be computed using well known and generally accepted cost accounting procedures. Next, a standard
profit rate must be determined. This
may be the corporation's average or
expected rate of return, or the average
rate of return realized by comparable
independent computer service firms.
The profit rate is then applied to the
standard cost rates resulting in a standard
profit margin for each of them. Lastly,
each profit margin is added to its respective cost rate. The resulting cost plus
figures represent substitute market rates.
Once acceptable rates for data processing services have been ascertained, the
accounting system for the pseudo -profit
center will operate as follows:
A request for computer services is
formulated outside the EDP depart ment. The requestor should make a
thorough analysis of the periodic
benefits to be derived from these
services and quantify them in monetary terms.
He must then justify these monetary
benefits to a responsible person having no direct ties with any specific
corporate department or division. If
this amount is thought to be underestimated, the two parties involved
should agree to a higher, more accurate figure.
The request is sent to the computer
department where it is analyzed, and
two estimates of the costs involved
are made. One is based on the previously calculated cost plus rates.
Continued on page 26
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A Computerized
Decision - Simulator Model
SIMULATOR MODEL MEETS THE NEEDS OF MANAGEMENT TO TEST
THEIR 'WHAT IF ?' and 'WHAT HAPPENS ?' COURSES OF ACTION
By Michael R. Tyran
Although computer and information
processing technologies have advanced
significantly in the past few years, appropriate management attention has not
been accorded to its potential in the
management decision - making process.
Manually prepared annual budgets and
long -range planning data development
still remains a horrendous clerical effort that is inflexible to the tempo of
changing plans and the needs of management to effectively test their "what
if ?" and "what happens ?" courses of
action. A detailed annual budget or
long -range forecast, however prepared,
involves a mass of data needed to support an intelligible and valid plan which
will fulfill the requirements of management's decision - making as well as for
future comparative reporting to actual
results. It is a time - consuming effort and
many functional (grass roots) organizations are involved in the preparation of
the projected plan of operation.
Financial Planning Criteria
The decision - making process involves
a number of considerations which will
appropriately reflect the anticipated future operational environment. Examples of major planning criteria utilized
in the forecasting process are listed
below:
1.
2.
3.
4.

Level of effort
Market prospects
Sales risk
Economic conditions
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5.
6.
7.
8.
9.

Products /service sales
Investment
Profits
Performance
Break -even point

Projected sales volume would govern the level of effort to be required
to meet the needs or, on the other

. a•

MICHAEL R. TYRAN

Pomona Valley Chapter (Los Angeles
1955), is Chief, Controller System
Planning of the Pomona Division of
General Dynamics Corporation. Prior
to this he was a Manager of Financial
Systems and Procedures at Lockheed
Missiles and Space Company, a Group
Division of Lockheed Aircraft Corporation. Mr. Tyran, a "Fellow" in PEI,
graduated from Rider College with a
B.S. degree. He also holds an M.B.A.
degree in Industrial Management from
the University of Southern California.
A previous contributor to MANAGEMENT ACCOUNTING, Mr. Tyran was
awarded a Lybrand Gold Medal (in
1965.66), three NAA Certificates of
Merit (1966 -67, 1967 -68 and 196970) and an NAA Certificate of Recognition (in 1968.69).

hand, the level of effort could be the
controlling factor in determining sales
potential, particularly on cost -plus contracts or service function performance.
Dependent on the product and the
known experience associated with it,
performance would indicate the learning curve factors to be used or, in new
product development, estimated learning parameters. Performance results of
the past are the basic and logical references for projecting future anticipations
and market prospects are a significant
criteria to predicting new business
volume and sales potential.
A study of anticipated economic conditions is another guideline in the projection process, particularly when it can
be associated with its direct effect on
an organization's growth, stability, financing, profitability and return on investment.
A decision as to the type of product
or service to be offered or exploited in
the future plays an important role in
an organization's planning operation.
The decision could very well govern the
requirement for different skills, equipment, facilities, location, financing and
other related considerations.
Basic Problems
After the detailed data, based on
premised ground rules, have been prepared and summarized into the primary
financial schedules, they are forwarded
to management for review and approval.
More often than not, changes are required because of the following considerations:
19

1. New developments have occurred
since the start of the planning and
development process cycle.
2. The results generated often indicate
that the projected manpower dictates a need for facility expansion
or contraction, which may or may
not be practical or desirable due to
cost and financing plus other associated considerations.
3. The sales values might indicate
that the manpower requirements are
either too large or too small to
accomplish the projected activity or
that they may not be realistic in
terms of anticipated business and /or
economic conditions. The government budget spending or a competitor's new product development
could also very well influence an
organization's marketing position.
4. The profit from operations might
indicate a too - optimistic outlook or,
based on past experience, management may choose to make it conservative as a "hedge" on possible or
anticipated future business conditions.
5. The generated overhead could indicate that changes are required due
to competitive influences on the net
income. Further, it could very well
be a management decision to establish cost control goals which represent lower expense projections than
historical experience has indicated.
Any and all of the above factors could
very well influence management to make
revisions of the projected plan. Under
the manual environment, approval and
implementation of changes were made
at the summary level of the plan. But
they were generally not reflected in detail
until sometime later on a "time available" basis. Thisprocedure can be aptly
classified as the "cart before the horse"
detailed plan implementation.
Plan Changing Process
Testing alternate courses of action
manually is a tremendous task. It takes a
considerable amount of time to rework
the complete plan each time a change
has been initiated and to have it reflected
throughout the detailed projected data.
Further, there is no capability for
comparing a forecast development plan
starting with manpower projections to
cost and sales value buildup with sales
projection translated into terms of the
attendant costs and manpower requirements. In other words, the comparison
of these two approaches cannot be
20

readily reconciled manually to test the
validitv of the detailed data. If this
capability were available it could provide
a means for revealing certain major inconsistencies between the two development techniques.
What Should Be Done
In order to improve and change the
environment, it is necessary that organizations design, develop and implement
a computerized process for developing
and improving their budget /forecasting
procedures. Mechanization of the planning process is a necessity, particularly
in the larger, more complicated organizations. This is not to imply, however,
that smaller organizations should ignore
this type of capability. Mechanization
would provide timely, detailed and summarized projections for analysis and for
satisfying the revision processing needs.
Flexibility and timeliness, also, are major
goals for decision guidance, and the
preparation of a financial and operating
action plan. At General Dynamics,
Pomona Operation, we are completing
the development of a computerized forecast /simulator model which will provide
capabilities for mechanical projections
and a rapid means of testing alternate
courses of action.
Designing the Model
In order to develop an effective and
appropriate projection model, the usual
considerations outlined below are common to most system designing efforts:
1.
2.
3.
4.
5.
6.
7.
8.

Data requirements
Manual procedures
Participating organizations
Degree of sophistication
Level of process
Organization structure composition
Assessment of historical data
Specific flow and data interface

DEVELOPMENT CRITERIA

Exhibit 1 displays the considerations
involved in a financial plan data flow and
various interfaces that exist. In the
development of a projection and decision- making model, detailed flowcharts
should be prepared in addition to the
overview shown in Exhibit 1. This is
necessary in order to determine the most
logical approach to the development of
data from its initial source to the sum mary levels. The model should provide
for the following types of input:
1. Projected direct manpower levels by
organization /contract

2. Time phased hours by period
3. Sales forecast of deliveries
4. Lag timing of the invoice issuance,
payment, cash receipt
5. Projected other income and expense
6. Indirect manpower forecast or projected percent indirect to direct by
organization and contract
7. Direct and indirect labor rates or a
correlation formula
8. Planned fixed asset acquisitions and
depreciation factors
9. Simple identifiers and location codes
COMPUTER PROCESSING

Based on the input and program instructions, the computer performs the
various mathematical requirements. If
the direct and indirect manpower values
are given, thev are combined for a manpower loading schedule. If the indirect
manpower is a ratio to the direct, then
it is applied to the direct headcount to
produce the indirect headcount and the
total manpower requirement. The total
manpower is then converted into hours
through a projected hours per period
application. An overtime factor is applied
to obtain overtime hours both for the
direct and indirect totals. The total of
the straight time and overtime hours
results in total hour expenditure.
The hours are priced through straight
time and overtime rate application to
obtain the total labor costs. The costs
then flow to various accounts and
processes such as overhead (indirect
labor), earned pavroll as an accrual and
disbursement, as well as to inventory and
cost of sales. The payroll dollars are also
involved in the price of the sale which,
in turn, are reflected in the receivables
and cash receipt processes.
Direct material can be projected by
various means. It can be a direct input,
rate per direct labor hour of effort based
on historical data correlation, percentage
of direct labor plus overhead, etc.
Exhibit 2 indicates some of the possibilities and how the data is processed in a
forecast or "gaming" model.
The method to be used is dependent
upon the organization's knowledge of
what is its most reliable projection
criteria. In standard products, the material dollars are fairly accurately known
from past experience of production costs.
In new product areas, this element of
cost is the most difficult to predict —at
least initially. The subclassifications of
overall material costs can be percentaged
from the total or possibly derived
through another means such as "subcontract costs" projection as a percent
MANAGEMENT ACCOUNTING/ MARCH 1971
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Exhibit 2
DIRECT MATERIAL PROJECTION MODEL
B FACTORS /CORREL ATI ONS

I NPUT
A BASI C DATA BY P ERI OD

1

1

2 PERCENT DL / OVERHEAD COSTS

TO T AL MAT ER I AL B Y C ONT RAC T

3 CO R RE L ATI O N O F MAT ER I AL D E TAI L
TO T O T AL

Z DE T AI L MAT E RI AL B Y CO NT RAC T
3 DI R ECT L ABOR HO URS
�

DL /OVERHEAD COSTS

6

SAL ES VAL UE

8

TOTAL COSTS

t

PER CENT F AC TOR OF D ETAI L TO

TOTAL (INCLUDING S /CI
6 SUBCONTRACT AS PERCENT OF SAL ES
8

SLIM

A3 x 8 1

AB x 8 2

87

MATE RI AL P ERC ENT OF TO TAL CO STS
PER CE NT F ACTO R OF DE TAI L TO
T O T AL (EXCL UDI NG S UBCONT RACT)

MANI P UL AT I O N

Al

MAT ER I AL RATE / D L HO UR

AB x BB

A6 x BB

M AT E R I AL
(EXCL UDI NG
SUBCONTRACT)

X

83

88

X

X

SUB CONT RACT
COSTS

RESUL TS

Al

I

TO TAL
M AT E R I AL
BV DI VI SI ON

g

M

C

A

O

T EF
M AT E R I AL
DE T AI L
COSTS BV
CONTRACT

L
I AL
RACT

DI RECT
MAT E R I AL
FILE

DE T AI L
M AT E R I AL
BV PBC

PURC HAS I NG M ATE R I AL
O. DI RECT COSTS
SUBCONTRACT
O. MI SCEL L ANEOUS

A2

of total costs or sales volume, etc. The
material data is projected by contract
and product line, organizational budget
centers and division totals.
Overhead costs can be generated
through various means. If the overhead
rate has been established by management, it is applied to direct labor hours

that the more people you have, the
greater expense is incurred in telephone
costs, travel, publications, etc. The test ing of other related independent variable
data will reveal the best correlation to be
used.
Other business expense which includes memberships, contributions, and

or dolla rs to ob t a i n th e tota l ov er he a d

professiona l se rvices is corre la ted to tota l

expense. The control account values can
be a function of experience, data factoring or may be through the use of correlation formulae. For example, indirect
labor can be generated from manpower
projections as mentioned above. And
fringe benefits are generally correlated to
total headcount and an appropriate
formula developed to be used in the
mechanical process.
Supporting indirect supplies and material are usually associated with level of
effort to be expended. Direct labor or
total hours can be used for the projection
formula.
Travel and communication expense
is based, as one alternative, on the headcount projections —the premise being

headcount, although some of the specific
detailed accounts within this classification could be a direct input based on
past experience or planned expenditures.
Fixed charges are generally predeterminable. Depreciation is based on gross
property owned and the facility projection plan which also includes the depreciation method formula to be used.
Taxes and rentals are based on past
experience assessments and known
changes to occur in the future relative
to current actuals.
Total overhead has a definite correla-
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DE T AI L
MAT E R I AL B V
DI VI SI ON

tion to direct labor hours or dollars. The
regression analysis technique is typically
used and it can be adjusted from peri od
to period based on projected events in

order to reflect unusual and anticipated
de v i a t i o n s i n sp e c ifi i c t i m e p e ri o d s. T h e
following for mu la ca n b e u sed as a
m e t h o d for segrega ting th e fixed a n d
va ria ble ov er he a d va lu es a ft er t h e tota l

overhead has been determined:
(A — B)
where:
F =Fixed expense
A = Maximum expense
B = Minimum expense
C = Maximum percent of activity
D = Minimum percent of activity
A variable rate check is computed at
several levels of labor values in order to
prove the validity of the formula. If a
reasonably constant variable rate per
direct labor hour or dollar is not
achieved, then the two remaining alternatives are direct input of fixed expense
or use of the regression analysis formula.
The general and administrative expenses are usually associated with rate
MANAGEMENT ACCOUNTING/ MARCH 1971

per direct labor hour or dollar, or they
are projected as direct input by the
organizations concerned. This category
of expenditure includes selling, advertising and miscellaneous administrative
expenditures.
Disallowance rate per direct labor
hour is predicated on historical experience and customer negotiations. It is
reflected in government cost plus fixed
fee contract projections. In fixed price
contracts and commercial endeavors,
disallowance type expenses are an ordinary reduction to income as a business
expense.

Exhibit 3
OVERVIEW OF A COMMERCIAL BUSINESS
PRODUCT COST AND SALES DATA FLOW
Product

FIRM BUSINESS
MAJOR PRODUCTS
REPAIR OR SPARE PARTS

Service

FOLLOW ON NEEDS
(ANTICIPATED)
PRODUCT OR SERVICE

Deliveries
and
Projections

NEW PRODUCTS IN
DEVEIOPMENT
MANUFACTURE

COMMITMENTS FOR
SPECIAL N "DS
RESEARCH
PRODUCT DEV

REQUIREMENTS

Financial Plan Overview
Assuming that the basic data has been
developed as described above, the next
consideration is to summarize it into
logical segments of data for financial
management reporting. Exhibit 3 illustrates a simplified flow of data to its
subsequent utilization for fixed price
and /or commercial business.
Consideration must be given to the
segregation of data as to current "in
house" contracts or sales orders, anticipated follow -on business, new product
development or potential sales and
special projects. As shown on this exhibit, the costs are summarized into a
finished product inventory. A gross
margin percent is applied to obtain the
profit amount, and this value totaled
with costs represents the sales price. The
sales price is associated with units of
delivery and an average price per unit is
established. The flow of data affects
various account classification values and
schedules involved with cash flow, receivables, payables and investment.
Decision- Making Process
When the projected plan is completed, it is forwarded to the responsible
management for review, approval and /or
change. Some of the governing considerations used in making the overall
evaluation of the plan are as follows:
1.
2.
3.
4.
S.
6.
7.
8.

Return on sales
Cash liquidity
Inventory turnover
Working capital
Age of receivables
Facility expansion /contraction
Backlog
Return on investment

Management must make a determination whether the sales volume is realistic
in terms of supplemental knowledge of
future events and projected backlog. Is
MA N AG E ME N T A CC O UN TIN G / MARC H 1 97 1

Labor

I

IMatsriell
Purchase

General)
Adm inis

Other
Direct
Costs

I

I.,.n toI

Expense

Usage

Cost Finished
Goods /Services

Profit
Margin

Cash Flov
Rec /Disb

Caen
Balance

Accounts
Payable

I I

Accounts
Receivable

Balance
Sheat

the return on sales too high or low? Is
the return on investment in line with
past performance? Will the working
capital be sufficient to fulfill the operating requirements? Will cash be a problem thus involving financing needs? Each
organization undoubtedly has established what it feels are the governing
criteria for the projected plan evaluation.
These considerations are the result of
management's judgment, experience and
the direction in which they decide to
proceed for the projected period. The
output from the forecast model would
highlight, specifically, the summary data
to be reviewed with a comparison to
prior period actuals as an aid in the
decision - making evaluation process.
Financial Decision
Data Development
Exhibit 4 provides an insight as to
how a "gaming" model would operate
in the development of various data. As

Profit

Product
Delivery

Profit
6 Loss
Statement

illustrated in the exhibit, there are four
alternatives in this particular model.
However, it does not mean that these
are the only alternatives which can be
used. The main purpose of this capability is to provide management with the
flexibility to test alternate courses of
action mechanically, based on certain
premises and /or changes to input or
developed data. This exhibit indicates
that the output is computer - generated
when an input is provided. These alternatives reflect the processing sequence
involved with a given input and /or
change to the initial projection.
The alternatives discussed are fairly
representative of changes that concerned levels of management may want
to make in order to finalize their
financial plan. The data developed in
this particular decision model is then
reflected in the cash schedule, balance
sheet and other appropriate reports.
Changes in various inputs provide vary23

ing results in the Summary of Operations
Schedule.
A general description and /or objectives of the varying action alternatives
and what they propose to do is summarized below.

Exhibit 4
FINANCIAL DECISION DATA DEVELOPMENT
INP UT

ALTERNATIVE B

Given, primarily, the manpower, sales,
cost of sales as a percent of sales, overhead rate and fee input, the objective is
to develop total cost and its composition
by elements of cost. Since the fee rate is
given, profit is "pegged" with the forced
cost difference being reflected in the
material cost value.
ALTERNATIVE C

In this instance, sales, fee rate, and
cost correlations are an input and the
objective is to obtain total costs and the
elements of cost forcing the difference
into direct labor dollars. The direct labor
dollars are also mechanically converted
to hours and manpower.
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Given, primarily, the manpower, overhead and G and A rates and fee input,
the major objective is to develop the
sales value from cost and fee buildup
and, in turn, reflect the data flow
through the profit and loss schedule.
Since disallowances are used in this
alternative's input, it can be assumed
that this procedure is primarily tailored
to cost -plus- fixed -fee (CPFF) type of
activity for developing a P and L schedule. Fixed price and /or commercial
business do not reflect disallowances in
the manner shown on this exhibit, but
rather are considered as a reduction to
profits.
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ALTERNATIVE D

In this alternative, sales, cost of sales
percent, G and A rate and correlations
are a direct input and the objective is to
develop fee dollars.The overhead dollars
are forced because of a developed and
projected cost of sales value.
Another version of the decision model
is reflected in Exhibit 5 which indicates
the effect of changes as a result of
revisions to manpower. For example, an
increase or decrease in direct manpower
would influence a revision probably to
indirect manpower and, in turn, to overhead dollars, cost of sales, payables and
cash disbursements. It would affect the
number of direct labor hours and dollars
and labor costs which are part of the cost
of sales and accrued payroll account. The
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return on sales and investment could
very well be affected because of resulting
changes in profit values.
In the same wav, sales revisions could
influence either costs or profits or both.
Further, the effect of the change would
be reflected in inventorv, delivery price
and, possibly, facilities. The specific
financial schedules that would be
affected by revisions are:
1.
Z.
3.
4.
5.
6.

Profit /Loss statement
Balance sheet
Sales schedule
Manpower loading
Fund source and application
Cash flow schedule

The interface of financial data flow as
shown on Exhibit 6 further demonstrates the need for establishing a forecast /decision model in order to take
advantage of simultaneous multiple and
reporting information updating which
can only be achieved by computerized
processing.
Conclusions
In the discussion above, it has been
indicated that a properly constructed
forecast model can be used to develop
mechanically the requirements of a
financial and operating projection plan.
The decision table provides a capability
for making changes and having this inMANAGEMENT ACCOUNTING/ MARCH 1971

Exhibit 5
EFFECT OF CHANGES TO PROJECTED DATA
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Exhibit 6
OVERVIEW OF DATA INTERFACE
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formation reflected in various financial
schedules.
This forecast technique provides the
means to achieve the following benefits:
1. A rapid means of making projections
with minimal clerical effort.
2. Detailed as well as summary information.
3. Improved accuracy in data development since it is all mechanically

generated from one input source.
4 Opportunity by management to
make various assumptions and to test
alternate courses of action based on
any change to the basic premises with
resulting data for finalizing the projected plan of operation.
The capability for management to
change summary data and have the
revisions reflected in the supporting
detail.

6. A means for frequent interval updating of the plan resulting from
changing business environment and/
or management prerogatives of redirection needs caused by internal
and /or external influencing forces.
7. An online "gaming" capability
through remote terminal devices thus
bypassing card and tape input reflecting changes which delay output
results.

ACCOUNTING CONTROLS FOR CORPORATE EDP COSTS

The other is based on variable costs
only. When the request involves a
recurring use of data processing
services (a periodic sales analysis system for instance), the systems development cost, a one -time cost, and
the periodic costs should be segregated. When the request calls for
any extraordinary effort by the EDP
department (such as immediate, or
very fast service), an additional
amount may be charged.
4. These estimates, along with the
expected completion date of the
request and any other relevant information (time or capacity limitations, etc.) are sent back to the
requestor. If a one -time request is
being considered, and the benefits
exceed the variable costs, it should
be accepted by the computer department. If a request requiring a periodic need for data processing services
is being considered and the requestor
believes that the long term excess of
periodic benefits over periodic variaable costs will sufficiently cover the
variable systems development cost,
the project should be accepted by
the computer department. A request
not meeting these conditions should
not be performed. If for any reason,
the requestor can justify going to an
independent data processing firm, he
should be permitted to do so.
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5. The EDP department's revenue is
calculated by multiplying the actual
quantities of the various computer
services provided by their respective
substitute market rates.
6. The expense recorded by the requestor is a portion of the corresponding revenue recognized by the
computer department. The ratio of
expected benefits to actual costs
(based on cost plus rates) determines
the amount of this portion. Under
no circumstance, however, should
this amount exceed the revenue normally recognized by the computer
installation.
7. Any difference between the expense
recorded by the requestor and the
revenue recognized by the data processing department should be
charged to a general administrative
expense of the corporation.
8. A change in the standard costs of
EDP services will cause a proportional change in the substituted
market rates. The computer department will use these new rates to
calculate revenue. Likewise, the periodic expense recorded by the requestor will change accordingly.
Thus far, the entire corporate data
processing department has been referred
to as a pseudo-profit center. This is not
the only, nor necessarily the best way to
view this department. Sometimes, more
beneficial information leading to a more

efficient computer department will he
supplied if the data processing, programming, and operations areas are each
regarded as a separate pseudo-profit
center. However, this is a case by case
decision based upon the absolute investment in electronic data processing and
the relative importance of each of its
three component parts.
Benefits
Implementing the pseudo-profit center approach in an internal computer
installation produces significantly better
results than either conventional cost
center accounting or sophisticated cost
reallocation techniques. The use of
standard costs ensures that any variances
from normal efficiency in the EDP
department will not be reflected in the
rates charged to departments and divisions employing computer services. Requiring a thorough cost -benefit analysis
(based on variable costs only) for every
data processing service request helps
assure that only potentially beneficial
projects be accepted. Charging users
of computer services only for services
actually rendered and in amounts that
they are
to pay, makes them
directly responsible for EDP costs. This
allows better performance evaluations of
computer service purchasers to be made.
Finally, permitting the EDP department
to realize profits furnishes a strong
incentive to emphasize departmental
efficiency.
willing

Continued from page 18
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Accounting and the
Total Information System
THE FOCAL POINT OF THE PROFESSION MUST BE SHIFTED FROM THE GENERATION OF ACCOUNTING
INFORMATION TO THE GENERATION OF MANAGEMENT INFORMATION
By Gerald E. Nichols
Most organizations have only informal
information systems. The rest have
either formal financial information systems, or they have very large sophisticated management information systems.
Where formal information systems are
in use, they tend to be located within
the accounting function, even after the
system has "outgrown" accounting and
is generating information traditionally
outside the scope of accounting. Such
a situation presents a challenge, an opportunity, and a threat to the individual
accountant and to the profession.
If the accountant in charge of such
a system lacks "management information perspective," he will not understand the magnitude of the task thrust
upon him. As a result the flow of information to management will be
throttled at its source, and management
will have to "go around" or by -pass the
accountant to get needed information.
Eventually, this accountant will be relegated to a lesser post, and the function
of information generation will be assigned to someone else. Of course, the
accountant still has a job; he supplies
the data regarding "his" sphere of influence to the larger system. However,
his potential for growth and promotion
has been severely curtailed. If the pro
fession of accounting adopts the myopic
outlook of this not -so- mythical accountant, future accountants may be doomed
to a similar fate. However, the die is
MANAGEMENT ACCOUNTING/ MARCH 1971

not cast; the focal point of the accountant and the profession can be shifted
from the generation of accounting information to the generation of management information.
We accountants can and are broadening our perspective (e.g., by considering the behavioral aspects of accounting information), and we are adding
new tools to our repertoire (such as
statistical and computer techniques) .
One further small step for the accountant, but a giant step for the profession,
would be to recognize and become
familiar with the entire scope of man-
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agement's informational needs and the
spectrum of needs covered by accounting. Of course, we all "know" that
management needs and uses a great
variety of information regarding the
internal and external environments of
the business organization and the interaction between the two of them.
Whether this knowledge is of the conscious useful variety is another matter.
Our goal here is to jog the individual
accountant's memory, to bring this
dormant knowledge to the forefront;
and thus to sensitize him to the current
needs and demands of present day management. If we individual accountants
are properly sensitized, the profession
must ultimately follow.
Sensitization is attempted here by
comparing the scope of the accounting
system with that of the management
information system (MIS) . The comparison will disclose those areas of management's informational needs outside
the scope of accounting —the areas with
which the enterprising accountant must
become conversant.
The Scope of Accounting
The accepted definitions of accounting vary greatly —from a narrowly construed primary concern with the needs
of absentee owners, creditors, and the
government (financial accounting) to
the rather liberal definition formulated
by the 1966 American Accounting Association Committee to Prepare a
Statement of Basic Accounting Theory.
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This AAA committee viewed accounting as being concerned with all of the
quantified economic information relating to the business organization., The
AAA committee definition encompasses
financial accounting activities. This situation is illustrated by the two innermost circles in Exhibit 1. These two
extreme views of the scope of accounting should encompass the entire range
of roles ascribed to accounting by most
individual accountants, and the roles
assumed by the accounting function in
most business organizations.
The Management Information
System
The total information system encompasses the entire spectrum of information utilized by an organization. In
Exhibit 1, the concentric circles progress
inwardly from the least to the most
structured subsystem of the total information system. As illustrated, accounting is a subsystem and is concerned with formal information. The
inputs to the total system are derived
from both the internal and external environments of the organization. The
outputs are always as formal information.

non - financial. These latter categories of
information are often closely related.
For instance, the fact that 1,000 board
feet of lumber were scrapped is nonfinancial information, but multiplying
by a cost factor of $.05 per board foot
makes the information ($50 of scrap
loss) financial.
Quantified financial information deals
primarily with the matching of costs to
business activities —that is, it is operational in nature. The cost and profit
effect of production volume changes,
changes in product mix, or machine assignment are important examples of
this type of information.
Quantified non - financial information
is also generally operational in nature.
It includes information regarding the
efficiency of resource used in all facets
of operations —such as the span of control of a foreman or the Brinell hardness
number of manufactured steel stock.
Non-quantified information will often be the most imporN O N - Q UA N TI F I E D .

tant determinant of the long -run success
of the business. Non - quantified information is the most irksome to deal
with, the least precise and the most
difficult to communicate. Non- quantitative information deals with the imponderables that management must
weigh in mitigating the apparent preciseness of the available quantitative
information.
Non - quantitative information is descriptive in nature and concerns such
things as the organization's pool of
talent or efforts to facilitate innovation
and the creation of new and better
products through research and development. Management also uses non quantitative information in evaluating
personnel qualifications, determining job
requirements, and matching one with
the other.
EXTRINSIC INFORMATION

Extrinsic information is of two general types — information concerning the
general external environment (manage-

INTERNAL INFORMATION
se;

per

Internal information deals with the
organization,
it is strictly internal
in nature. Internal information is generally oriented towards facilitating dayto -day operations, but is also concerned
with the identification and reporting of
a company's own strengths and weaknesses. Examples would include such
activities as tracing the flow of materials
and cost through the organization, and
the evaluation of personnel or research
and development efforts.2
It is useful also to think of internal
information as being quantified or non quantified. Quantified information is
information conveyed using the ratio
and interval measurement scales, accompanied by sufficient descriptive data to
make the numbers meaningful. Non quantified information encompasses the
remainder of formal information used
by the business organization.
Quantified information is
also classified as being either financial or
Q U A N TI F I E D .
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ment intelligence) and information pertaining to the interaction of the organization with the external environment.
Management must, in general, have
specific extrinsic information for any
given planning decision, and in addition must be apprised of the general
social, political, and economic climate
in which the business is operating or
may operate in the future.
Extrinsic information is especially important to strategic or long -range planning, but it is also necessary for some
types of short -term or operational planning. For example, product price levels
(latent interaction information) are required for the basic decision of whether
or not to produce at all, a short -tern
decision. Short -run planning information is most concerned with specific
values or costs, while strategic information is more concerned with trends and
projections.
Intelligence information may also be
classified as either competitive or general. Competitive information deserves
special recognition because it is the
prime determinant of corporate profits,
and in fact survival; and because competition is a factor common to most
business organizations.
IN TE LLIGEN CE . Management intelligence involves seeking out,
collecting, evaluating, and reporting
those factors of the external environment which directly or indirectly affect
the organization.
Information concerning the past actions, present activity, and future plans
of competitors can have great impact
upon planning. Such information could,
for example, lead to accelerated research
programs, a switch of product test areas,
or a change in advertising policies.
Other information desired, in order
of importance, concerns: promotional
strategy, research and development, sales
statistics, manufacturing processes, cost
data, expansion plans, competitive bids,
product styling, financing, patents and
infringements, and executive compensation. The most frequently used sources
of competitive information, in order of
importance, are company salesmen, published sources, contact with competitors,
and company suppliers. Industrial espionage (under -cover agents, wire tapping,
and the like) does occur but is not
prevalent . 3
Other intelligence requirements common to most businesses relate to manMANAGEMENT

'Editors, "Indust rial Espionage ," Harvard Business
Review, November- December 1959, p. 12.
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agement's need for a knowledge of the
general social, political, and economic
climate in which the business is operating or will be operating. Indicators of
the general climate would include an
organization's community standing, economic indicators (GNP, inventory
levels, price levels), labor availability,
population growth trends, and population age or geographic distributions.
In addition to these common intelligence needs, there are other facets
of intelligence information worthy of
mention whose importance will vary
from industry to industry, from business
to business, and with other factors, such
as the size of the firm. For example, the
availability and cost of funds are important for expansion or innovation
when borrowing or new stock issues are
necessary, or in considering the timing
and advisability of refinancing bond
issues. Other factors often relevant include stock prices, margin requirements,
commodity prices, and technical information.
Innovation and product development
(which are a function of technical information) are often necessary for short run survival as well as for long -term
growth. For example, new product development is a major factor in the food
processing industry, while innovation
in creating new types of policies spells
the difference between success and failure in the life insurance industry; and
scientific competence is especially important to the electronic and aviation
industries.
Interaction
information relates to organizational
planning or decision - making that requires actual interaction or the consideration of specific potential interaction
with the external environment.
Latent interaction information is developed when the evaluation of altematives requires that specific extrinsic factors be considered as a part of the basis
for choice. The use or consideration of
this type of information gives rise to
potential actual interactions and may
result in a consummated interaction.
However, since a choice is involved,
some latent interactions will never be
consummated. Examples of latent interaction information are actual market
prices, opportunity costs, and imputed
costs. Latent interaction information is
pertinent for decisions regarding such
things as product mix, asset purchases,
or make -or -buy decisions, and includes
information concerning both the prodINTERACTION IN FORM ATI ON .

uct and resource markets.
Information concerning actual or consummated interaction is especially important for it concerns the results of
managerial action. Consummated interaction information is the primary basis
for evaluating management itself. This
type of information relates to such
things as dollar and unit sales of product, additions to personnel, the receipt
of orders, and, of course, the purchase
of materials.
Uses and Users of
Business Information
EXTERNAL USERS

The users of business information in
the external environment (the government, creditors, stockholders, and the
general public) are primarily concerned
with consummated interaction information as is shown in Exhibit 2. As can
be seen, some concern is shown for
general extrinsic information. (The +
or 0 in the exhibit indicates relative
concern with the various areas of information by the particular users of the
information.) The need for general extrinsic information is very small in comparison with the need for consummated
interaction information; but some indication of concern is necessary—for example, the financial statements presented to external users may show
inventories valued at the lower of cost
or market, or market prices may be indicated parenthetically for some assets.
Within the above indicated areas of
concern — general and consummated extrinsic information — extemal users are
most desirous of receiving financial information. Some, but relatively little,
non - financial information is required.
The required non - financial information
might relate to such things as collusive
business activities or perhaps the conservation of natural resources. Thus,
external users will normally desire mostly
financial, consummated, interaction information.
INTERNAL USERS

Management is charged with the responsibility of making decisions to select
those efforts or productive factors,
which, at the time the decision must be
made, seem best for achieving existing
organization goals. This responsibility is
fulfilled through planning and control.
In many instances the same information will serve the needs of both the
planning and control functions. At other
tinges, different information will be required in the various areas; but the in29
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Exhibit 2
THE USES OF MANAGEMENT INFORMATION
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formation may be generated from a
common data base. In still other cases,
the informational needs of an area of
managerial concern will be unique in
relation to both the information required and the data base. These
managerial functions (strategic and
operational planning, and control), will
require information concerning both recurring and special environmental events.
The information selected to fulfill the
needs of any specific function will, of
course, be determined by equating the
value of the information (or the cost
of not having the information) with
the cost actual of generating the necessary information.
Reference to Exhibit 2 indicates that
strategic planning is concerned with all
facets of management information but
emphasizes management intelligence,
latent interaction information, and non quantitative internal information. This
emphasis points out that the long -run
"health" of the business depends upon
management's ability to evaluate external "imponderables" through management intelligence, to evaluate internal non - quantitative "imponderables"
( research, development, talent pool) ,
and to formulate and evaluate possible
courses of action (latent interaction information) .
Short -run planning is primarily concerned with quantitative information
having a scheduling bent. The control
function emphasizes two of the same
categories of information emphasized
by short -run planning needs, quantitative financial and non - financial information, but control deals in after - the -fact
information (feedback) while short -run
planning is pre- action oriented. Short run planning also differs from control
in that some concern is given to competitive and to other latent interaction
information.
Control systenls are more structured
than planning systems and follow organization lines (as does the upward
flow of responsibility). Control is generaliv enhanced when information is
reported regularly, frequently, and
promptly. Control information is past
oriented. It would be desirable to have
control information before action has
occurred, but of course the best that can
be accomplished is to provide for control at the point of action or as soon
as possible thereafter.

Conclusion
It is apparent that the accounting system is a sub - system of the management
information system and that both are
contained within the scope of the total
information system of the business organization. The financial accounting system is a static model designed to measure the performance of the total firm
and to report to third parties regarding
management's stewardship of assets and
the results of operations. The information presented deals almost exclusively
with the dollar amounts of consummated interaction transactions. These
transactions are classified and summarized and presented in the form of bal-

ance sheets and income statements —
the primary outputs of the system.
Those accountants wishing to expand
their horizons must become consciously
aware of the informational needs of
management outside the scope of accounting (as defined by the individual
accountant, the organization for whom
lie works, and the profession) and the
means of generating this non- accounting information. This conscious awareness of management's needs is necessary
if the accountant is to be sensitized to
the realities of modem business life.
The accountant thus sensitized is better
ready to accept the challenge of growth
and greater responsibility.
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Installing a New
Direct Cost System
WITH DIRECT COSTING, THE WORK OF ANALYZING AND INTERPRETING BECOMES AN IMPORTANT
FUNCTION OF THE CONTROLLER AND HIS STAFF
By Marshall W. Webster
Any financial man who is contemplating
the installation of a direct standard cost
accounting system must keep in mind
that he is not installing just an accounting tool but, more importantly, a management tool. His job will be not only
to install and operate this system, but
to insure that management knows it,
believes in it and uses it to the best
advantage. In order to achieve this result, he must approach the job intelligently. Although there are pitfalls, they
can be avoided if plans are properly
made. I would like to mention some of
the problems and I would also like to
offer some solutions.

of time required and then point out
frankly what your problems will be and
that six months, one year or two years
will be required to accomplish the
change -over.
Appoint a Task Force
Assuming you have top management
sold that this is a significant milestone
in the company's growth, then what
should you do? Roll up your sleeves and
get started. One of the best ways is to
appoint a "task force" of competent
people. This may be one man, five, or
ten, depending on your size and the
manpower available. Nevertheless, issu-

Non-Technical Problems
First, the most ideal condition under
which the installation of direct costing
can take place is where top management
is enthusiastic about converting to it.
If your president is completely sold on
the concept and what it can do for the
company, a large share of the problem is
solved. If the president is "all for it,"
other resistance will quickly fade away.
However, to sell the president you
must first be sold yourself. And to be
sold yourself means some conscientious
effort on your part to educate yourself
thoroughly regarding responsibility accounting using the direct cost or contribution concept. Study your problem
thoroughly so that you are well aware of
what must be done. Estimate the length
MANAGEMENT ACCOUNTING/ MARCH 1971
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ing a memo to all departments that such
a group has been appointed and will be
working on the problem always has a
good psychological effect.
As the task force proceeds with the
work, appropriate progress reports
should be made to the top management,
formal or casual, as seems fitting, keeping them aware of the phases that have
been completed as well as the tougher
problems you are having difficulties solving. This permits you to familiarize
them with the system gradually rather
than "springing" it on them when you
are finished.
Technical Problems
Your chart of accounts should have
a very thorough review. Chances are
that it is obsolete. This is all too often
overlooked. The chart of accounts is
the foundation upon which your cost
and reporting system must rest. You
should review it to see if the accounts
and the numbering system are such as
to allow an accumulation of data that
can be assembled into financial reports
that will give management proper
knowledge of and control over the company's profits and its assets. Make certain your chart of accounts numbering
system allows for considerable flexibility
and expansion. If your volume of transactions is today, or will be tomorrow,
large enough to warrant automatic data
processing equipment, be certain to
build the proper logic into the number
code.
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Write descriptions for your accounts
so that all people will be using the accounts consistently. It will tend to reduce the variety of individual interpretations of accounts which result in coding
errors and thereby result in a lack of
confidence by operating people in the
accounting department's figures.
The chart of accounts must spell out
the cost centers which have been assigned for cost control. Each cost center
must clearly have a specific person responsible for the costs being charged
to that point. This may be one of your
first real obstacles. All too frequently I
find these cost collection points have
been set to collect product line costs
for the accountant's benefit. He uses
them for inventory evaluations and
profit reporting, completely ignoring the
cost control reporting aspects.
Now, let's take a look at another area
which usually requires some clarification
for those of you who do not presently
have cost center labor and expense
budgets and will be required to build
them as part of your installation.
The question is how do you recognize an account that is partially constant and partially variable with production activity? Many accounts will
obviously be variable or they will be fixed
for the period of reporting. Exhibit 1
illustrates an account in a cost center
where these costs are clearly variable and
the budget has been set in direct proportion to the cost center activity units (in
this case a standard direct labor hour).
This account has therefore been classified as variable or "direct."
Fixed or "period" accounts are usually
such things as salaries, property taxes, insurance, or depreciation. In setting these
items, a dollar amount is set for the
budget period, generally with no problems involved.
Exhibit 2 shows the budgeting of a
"mixed" account. A scattergraph chart
was used to indicate the fixed or
"period" element of the budget as well
as its variability. This may be determined by drawing a line of best -fit
which in many cases will suffice, or by
using the method of least squares calculation, which is more accurate.
The b ud get s he et at t he bott om of
the exhibit shows that 600 hours will
be allowed at a rate of $2.48 per hour,
or $1,488 in addition to a variable rate
of $.995 per activity hour (standard direct labor hour) each period.
Wh en building individual cost center budgets for manufacturing cost centers, make certain that the activity fac32

Exhibit 1
BUDGET DATA SHEET
Date
11/15/68

Compiled
R.O.S.

Acct. Class
Direct

Cost Center Name
MACHINE SHOP

Cost Center No.
02

Date
11/30/68

Accepted
C.A.G.

Period
Month

Account Name
DIRECT OPERATING SUPPLIES

Account No.
301

Date
12� 8� 68

Approved
R.G.O.

Unit
Standard Direct Labor Hours

This account is charged with:
(1)
(5)

Drill bits
Lubricants

( 2)

Units in Period
1960

All charges for the following tools and supplies:

Cutting tools

(3)

Small hand tools

(4)

Coolants

Summary of Prior Years: (Average Monthly)
Standard Direct
Labor Hours

Direct Operating
Supplies Expense

Direct Rate
Per Unit

1966

1700

$398

E .215

1967

2200

510

1968 (10mos.)

1800

410

.223

BUDGET WAS DETERMINED AS FOLLOWS

.232

Variance
Amount
%

S (32)
(19)
8

(9 %)
(4 %)
2%

TOTAL

PERIOD

S 465

—

S 465

S 465

—

S %S

DIRECT

Analysis of prior years experience and
consultation with department foreman,
Mr. Smith. Known expenditures for
November and December are expected to
virtually eliminate ten month gain.
1968 rate used for 1969, plus 2% to
allow for increase in purchase price.
1969 Direct Cost per Unit = $.232
(1968 rate) x 1.02 = S.237
1960 (1969 Units per Month) x 5.237 =
TOTAL STANDARD BUDGET

tors being used are compatible with
product costing. Where two distinctly
different types of operations are being
performed in a cost center it may be
necessary to use sub - centers in order to
get accurate costing rates for use in
building standard product costs. If you
are too broad in your definition of Cost
centers you may wind up with standard
product costs that are not sufficiently
a cc u r a t e.

A final word of caution for the installation period. You must anticipate
problems which you may expect for the
first few reporting periods after your
change -over date. This is particularly Important for those who have overhauled
their chart of accounts or will be using
revised cost accounting entries in their
closing work. A few after -hours training
sessions with the specific clerical force
who are involved in the closing will pay
big dividends. And, if you are making
rather substantial revisions in the accumulation and reporting of information, remember to review the problems
you will encounter in losing some historical comparative data.

Making the System Work
Operating your newly installed system will be like getting a new lease on
life. But, your job does not stop when
you have it installed. You must be sure
that your operating people understand
and use the system and that will require substantially more effort on your
part.
A great deal of this training mast be
directed to the lower and middle management group. These are the people
who are making most of the day -to -day
decisions and who, therefore, should be
well- grounded in the behavior characteristics of costs.
I find that if I can spend a quiet hour
or two with a supervisor once or twice
he will not only understand the theory
and common sense of direct costing but
will also see the applications of it in
his own area. If you can't afford the
time for individual discussion, use group
meetings to show how the system works
and how it can be used in typical davto-dav decision making.
Control reports are more effective if
comments on the results are issued
MANAGEMENT ACCOUNTING/ MARCH 1971

along with them. This requires proper
analysis of reports as they are being
compiled. Don 't make the mistake of
issuing reports showing significant deviations from budgets or forecasts without pointing out the reasons. To do so
often leaves the job of analysis up to
someone who would rather ignore the
report than spend the effort trying to
uncover the reason for deviation. The
work of analyzing and interpretating is
an important function of the controller
and his staff.
I would like also to point out that
standards and budgets must be kept
current. By current, I mean reviewed
and revised each year. To do so more
frequently is generally not practical, and
to let them go longer will lessen their
usefulness since they may not represent
attainable costs.
Rebuilding budgets and standards
each year is not normally a real problem
if properly planned and organized. However, it usually presents a problem the
first year your new system is running.
This is because you have been so busy
de- bugging the new system that suddenly the time is upon you to rebuild
t h e b u d g e t s a n d st a n d a r d p r o d u c t c o st s.

Your natural inclination will be to let
the job go until the next year.
In most of the installations, there
seems to be an underlying fear that the
marginal contribution concept will be
misused by the sales people. It is felt that
if given information showing "direct"
or out -of- pocket product costs, they will
immediately tend to set prices too low,
or take too much marginal business.
This is a valid point and to forestall this
possibility you should be ready with a
sound method of pricing.
Exhibit 3 illustrates two different
methods for setting a pricing formula.
At the top of Exhibit 3 is the simpler
of the two. Here, the direct cost of the
product is simply raised to yield a
margin large enough to cover the period
costs and the profit desired. The direct
cost of the product is divided by 1.00
minus the P/V ratio (the marginal contribution as a percent to sales) . The
P / V ratio chosen for the pricing formula should be developed using: (a) an
agreed upon normal level of activity expected over a period of years; (b) the
period costs that are expected for that
activity; and (c) an amount of profit
dollars which will yield a target return
on the capital employed. Obviously, the
price resulting from the formula can
only be a target as many other factors
will play a part in the price finally set.
MANAGEMENT ACCOUNTING/ MARCH 1971

Exhibit 2
MATERIAL HANDLING vs. DIRECT LABOR HOURS
2,000

•

•
= 1,500

0 000-

0x

t
(BUDGETED VOLUME
1960 HRS
0(DIRECT LABOR:
(MATERIAL HAND( LING:
1384 HRS

Z
•

O
Z 1.000

x

1

J
Q

ix
u�
a 500

FIXED BUDGET 600 HR

El

0

500

1,000

1,500

2,000

3,000

2,500

3,500

DIRECT LABOR HOURS

Date
1211/68
Date
12115/68
Date
12/28/68

Compiled
R.O.S.
Accepted
C.A.G.
Approved
R.G.O.

Cost Center No.

Cost Center Name
MACHINE SHOP

Acct. Class
Mixed
Period
Month

02
Acc ount No.

Account Name
MA TE RIA L H A N DL IN G

206
Units in Period

Unit

1,960.

Standard Direct Labor Hours

This account is chargbd with:
All wages paid to the following occupation:
I. Occupation No. 304, Craneman
2. Occupation No. 308, Lift Truck Operator
Summary of prior years, (Average Monthly
Standard
Direct
Labor Hours
1966
1967

Actual Mat'I Handling Hours
Period
Direct
Total

Rate
Per Hour

1700
2200

720
700

680
850

1400
1550

$1.90
2.00

1968 (10 mo) 1800

610

740

1350

2.40

BUDGET WAS DETERMINED AS FOLLOWS:

TOTAL

Variance
Am ount
$(242)
(14 3)

160

(10%)
( 5 %n)

5%

PERIOD

DIRECT

$1,488
$1,488

$1,950
$1,950

Analysis of prior years experience and coneslation with Department Foreman, Mr. Smith.
Occupation Number
Rate Per
No.
Name
Hours
Hour
Total
304
Cranemen
850
$2.55
$2,167.50
308 Lift Truck
Opt.
534
2.38
1,270.92
Total
1,384
$3,438.42
Average Rate per Hour = $

_ $2.48
1,384
Period Expense
Direct Cost per Unit
Budgeted Fixed Hours = 600
$3,438 - $1,488 = $.995
Average Rate per hr. _ $2.48
1960 HRS.
Budgeted Fixed Exp. = $1,488
$3,438
TOTAL STANDARD BUDGET
53,438

A more sophisticated me t hod is
shown next. Here, we are separately
recognizing the direct material factor
and the direct conversion cost factor.
The material cost will be marked up
to produce a target return on the capital employed for material. The direct
conversion cost will then be marked up
to cover period costs and the target return on the rest of the capital employed.
In the example shown, the target or
objective rate of return on capital em-

ployed is 20 percent. The investment
in materials, although not shown in the
example, is $4 million. Since we are using $8 million of material per year, we
are getting 2 turns on this investment.
20 percent on capital therefore need
only be 10 percent in relation to sales.
Thus, by applying a markup factor of
1.10 to our material cost of $8 million
we will have $8.8 million of the objective sales income.
The remainder of the sales income
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Exhibit 3
PRICING AND MARK -UP
PRICING TO YIELD A GIVEN PER CENT MARGIN

COMPUTATION OF MARK -UP FACTORS
Material
Let:

Assume:
An estimated direct cost of a product = $7.00
P/V ratio required to cover period
expenses and desired profit level
=
30010
Then:
S7
The suggested price = -1 S7.00
- $10'00

M=
R=
T =
MF =
Then:
F

Direct material cost
Objective return on capital employed
Number of turns per year of capital employed for material
Mark -up factor for material

_ M + M (R /T)
M

PRICING TO YIELD A GIVEN RETURN ON CAPITAL EMPLOYED

Using ABC Corporation data:

DATA FOR PRICING FORMULAS
Product Line B
Item

Profit Plan

Net Sales (S)
Direct cost:
Material (M)
Labor and expense (C)

$20,000

$20,400

8,000
6,000

8,000
6,000

Total direct cost

$14,000

$14,000

Margin
P/V ratio
Period expense
Net operating profit
Percent of (S)
Gross assets employed
Percent return

MF = $8,000,000 + $8,000,000 (0.20/2) = 1.10
$8,000,000

Objective

Direct Conversion Cost
Sales income required to provide 20% return
on total capital employed
Less sales income required for material
portion of capital employed

S 6,400
32.3%
$ 4,000
$ 2,400
11.8%
$12,000
1
20%

S 6,000
30%
S 4,000
S 2,000
100/0
$12,000
16.7%

= S20,400,000

=

8,800,000

Equals sales income required to provide
2090 return on all other capital employed = $11,600,000
Then: CF = mark -up factor on conversion cost - $11,600,000 - 1.93
$ 6,000,000

NOTE: $000 omitted

Exhibit 4
PRICE ANALYSIS CHART
PRODUCT LINE B
3.00

F

TARGET
PRICES

2.80

/

DIRECT COST
Ma terial Conversion

S

PRODUCT

S/M

l� �

C/M

2.60

N

.40

larl

2.20
J

a`

B

2.00

q�

I

BREAKEVEN
RICES

/

$ 1.93

$1.00

50.380

B

1.03

0.50

0.255

2.06

0.51

C

4.66

2.00

1.240

2.33

0.62

D

0.64

0.25

0.187

2.56

0.75

E

2.08

0.75

0.713

2.77

0.95

F

0.32

0.11

0.111

2.9!

1.01

20.40

8.00

6.000

2.55

0.75

1800

8.00

6.000

2.25

0.75

14.00

8.00

6.000

1.75

0.75

A

11-1

C 0/

PRESENT COMPETITIVE
PRICES

� DI RE CTCOS T

I.BO

d
1.60
N

z 1.40
/

Target*
Breakeven•
Direct Costs*

_RATI OS F OR INDIVI DUAL
PRODUCTS IN LINE

1.20

$1.93 $0.38

1.00
0.1

0.2

0.3

0.4

0.5

0.6

0.7

0.8

09

DIRECT LABOR AND EXPENSE/MATERIAL COST (CIM)

(or $20.4 million less $8.8 million
equals $11.6 million) must come from
markup on direct conversion cost.
Hence, $11.6 million related to the
conversion cost of $6 million gives us
a markup factor of 1.93 on direct conversion cost.
Our pricing formula for this product
line, therefore, will be 1.10 times the
34

1.0

1.1

1.2

• MiIl10I1S Of

Dollars

material cost plus 1.93 times the direct
conversion cost.
Exhibit 4 is a pricing analysis chart
which graphically portrays the pricing
situation in this product line. Present
prices and target prices can be plotted
by using the vertical scale for the relationship of sales price to material cost
while the horizontal scale is used for

the relationship of conversion cost to
material cost. This chart indicates that
prices on product items E and F are
not priced to yield the objective results.
The breakeven line and the direct
cost line are drawn to show if any products are below breakeven or even below out -of- pocket cost. Such products
Continued on gage 38
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Optimizing Cash Flow
and Tax Benefits in
New Plant Construction
IF IT IS USED IN THE PROCESS, IT IS NOT PART OF THE BUILDING, AND IT GETS A FASTER WRITE -OFF
By John Heath, Jr.
An attractive cash flow and tax planning
technique has often been overlooked
by business firms recently completing
new plants. The technique is in the
segregating of various components of a
facility, assigning varying useful lives to
each component, and in allocating their
respective costs to Section 1250 (building) or Section 1245 (property).
Such a procedure can substantially increase current cash flow through tax
depreciation as compared to the depreciation generated by applying an over -all
life to the construction cost of the
facility. This is because the Tax Reform Act of 1969 limits depreciation on
buildings to not more than the 150
percent declining balance method, while
it still allows the 200 percent (double)
declining balance method of depreciation for equipment. To obtain these
benefits, one must first ask the following questions:
1. What are the component parts of
the construction?
2. How do you segregate their costs
from the total contractual cost?
3. How do you establish the useful life
to the taxpayer of each component?
4. How can you separate Section 1245
property from the rest of a building?
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Components of construction include
building foundations, walls, roof, sewerage, interior partitions, plumbing,
plumbing fixtures, air conditioning machinery and ducts, boilers, lighting fixtures and the heating system. To segregate the construction costs, we start by
inventorying the property to determine
what components exist, identifying and
using the actual costs of components
where available, analyzing each subcontract in order to allocate costs to their

L7
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Los Angeles, Calif. Mr. Heath, who is
also Vice President of his Chapter,
holds a B.S. degree in Civil Engineering from the California Institute of
Technology. He has also done graduate work at the University of Santa
Clara and the University of California
at Los Angeles.

respective components and prorating all
indirect costs to the various components.
The next step is the determination of
the useful life of each component which
calls for considerable experience and expertise. It should not be done by guesswork. The property units should be
individually reviewed by a qualified appraisal engineer and lives should be assigned only after careful consideration
is given to each of the following factors:
1. The quality and type of construction.
2. Anticipated operating conditions affecting the property.
3. Potential obsolescence, both functional and economic.
4. Management's capitalization policy.
There are no specific guidelines for
identifying specific Section 1245 property. The law is not very explicit and
the Internal Revenue Service has not
helped to clarify matters. However, the
Internal Revenue Code does define Section 1245 property in general terms as:
1. "Tangible personal property" such
as machinery and equipment, office
furniture and fixtures.
2. "Other tangible property used as an
integral part of the manufacturing
35

Exhibit 1

Exhibit 2

TOTAL CONSTRUCTION COSTS ON ORIGINAL CONTRACT

RECAPITULATION
OF ACTUAL COSTS

Description
1.
2.
3.
4.
5.
6.
7.
S.
9.
10.
11.
12.
13.
14.
15.
16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.
31.
32.
33.

Job organization
Excavation and grading
Concrete
Reinforcing steel
Metal deck and siding
Structural steel and miscellaneous iron
Hollow metal doors and frames
Rolling steel doors and grille gates
Paving
Masonry
Sound insulation
Rough carpentry
Panelized roof
Millwork and wood doors
Finish hardware
Lath and plaster
Acoustic the
Ceramic tile
Resilient tile
Toilet partition
Glass, glazing and window wall
Roof and waterproof
Sheet metal
Painting
Electrical
Plumbing
Heat, vent and air conditioning
Fire protection
Fencing
Load levelers
Fire extinguisher cabinets
Bridge crane
Overhead and fee

process." Items in this category
might include humidity system,
power connections, process piping,
and machine foundations.
"Other tangible property used in
furnishing transportation, electrical
energy, etc."
"Other tangible property constituting a research facility, [or] a facility
connected with 2 or 3 above."
Some business concerns rely on their
CPA's, their inhouse engineers or their
tax personnel to identify Section 1245
property. Other companies have established manuals to determine Section
1245 items. Although these methods
have some merit, it is much more effective to supplement them with on -thespot engineering inspections. An engineering inspection together with some
probing questions will help to identify
and document that Section 1245 property which is an integral part of the
production process.
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Amount
$

9,600
14,600
229,200
35,600
30,300
90,300
22,700
5,100
26,200
0
280
2,350
15,700
20,000
6,500
53,700
22,700
41,500
1,400
530
31,000
51,900
10,100
25,500
333,200
271,900
68,300
28,400
2,400
1,600
200
8,000
51,800
Total original contract $1,512,560
Change order #1 -30
90,458
Total contract $1,603,018

Segregating Section 1245 Property
The identification of Section 1245
property and the segregation of its costs
from the total facility cost requires a
unique blend of engineering know -how
and accounting skills. A detailed analysis
of the cost information and of the plans
and specifications is not enough. For example, floors are not generally considered Section 1245 property. Yet a wood
block floor in a machine shop or a
quarry tile floor in a food processing
plant may be eligible property. In many
instances the manufacturing process
could not be conducted without special
kinds of floors; and in the foods processing industry in particular, health authorities sometimes require special floors
for cleanliness before issuing the proper
certificates normally required to operate
the facility.
Once you have decided what to segregate as Section 1245 property, how do
you go about segregating the cost?

General contractor
Design
Supervision
Landscape contractor
Landscape design
Foundation tests
Relocate fire hydrants
Temporary power
Miscellaneous steel
Chain link fence
Metal signs and plaque
Minor items under $100
Concrete tests
Permits
Bonds and insurance

$1,603,018
96,181
36,284
4,600
1,150
1,961
1,583
1,692
603
573
2,454
237
1,888
844
9.417
Total $1,762,485

What construction costs should be
analyzed? Let us look at a specific example, the construction of a carbonated
beverage bottling facility, a large part of
which is an essential part of the manufacturing process.
Exhibit 1 is a breakdown of the construction costs as supplied by the general contractor, including some 33 subcontracts and numerous change orders.
Initially, the facility's accounting department, with some outside assistance,
made an analysis of the construction
costs and came up with an amount
totaling $124,600 to be claimed as Section 1245 property with a 20 year life.
The balance of the construction cost
was given a building guideline life of
45 years.
Subsequently, management utilized
sophisticated appraisal techniques to
make a more thorough and detailed
analvsis of the construction costs. The
first act in the analysis was to assemble
information covering all costs incurred.
This is shown as Recapitulation of Actual Costs in Exhibit 2.
These costs came from a variety of
sources and included substantial indirect costs. In this instance, the indirect
costs amounted to approximately 10 percent of the total costs of the project.
These costs are rarely allocated properly,
but since they have a significant impact
they certainly should be considered in
making this type of analysis.
Electrical Property
To illustrate the problem of segregating and costing components of construction, a close look at the total cost of
only the electrical work will be taken
first:
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Exhibit 3
Exhibit 4
ALLOCATION OF ELECTRICAL COSTS

Building service power
Air conditioning connec tions (H uman com fort ) $
Install relocated air conditioner
Circulating pump connection
$

15
10
15

1,819
24, 976
67, 100
134,167
78,579
1,562
1,248
437
1,869
827
1,526
158
226
1,677
2,330
$318,501
$428,975

25
25
25
20
20
20
15
15
15
10
15
15
10
15
15

Land improvements
Storm drains
Building structure
Roof drains
Building service systems and equipment
Sewerage
Plumbing fixtures and connections
Domestic water mains
Natural gas mains
Heat exchanger and circulating pump
Air condit ioning connections

50

3,894

50

5,227
13,810
9,442
2, 726
889
1,127
33, 221
37, 685

50
25
25
25
15
15

Original subcontract
$333,200
(from Exhibit 1)
Electrical work portions of
45,293
change orders 1 -30
Total paid to electrical
$378,493
subcontractor
Proration of indirect costs such
18,008
as design, supervision, etc.
32,474
Proration of architectural fees
Total expenditures for elec$428,975
trical work
A detailed on- the -spot analysis of the
total electrical work resulted in an allocation of costs as shown in Exhibit 3.
Lives were also assigned for each category as shown. Note that all of the categories tinder the heading of "Processing and Packaging facilities" are directly
connected with the process and thus are
Section 1245 property. In this situation,
a considerable amount of power was
required to operate machinery and
equipment, and this is broken down
into such items as the power feed mains,
electrical switchgear, emergency clecMAN AG EM EN T ACC OU NTIN G/ MA RC H 19 71

32, 194
189, 510
2,162
37, 175

25
25
20
20

18,889
16, 245
363
215
453
368
$297, 574
$335,259

20
15
15
10
10
15

$

$

Section 1245 Costs
Processing and packaging facilities
Industrial waste system
(Exclusive of concrete)
Gas and fluid process pipe
Reflecti on pool piping
Steam and condensate piping
Steam boiler (Exclusive
of electrical connections)
Process pumps
Laboratory sink
Electrical drinking fountains
Emer. shower and eye wash
Fire protection hose cabinet

trical plant, motor control centers, motor starting wiring, and so forth.
Plumbing Property
The plumbing subcontract also provided numerous items of Section 1245
property because many of the items are
related directly to the bottling process.
Original subcontract (from
$27 1,900
Exhibit 1)
Plumbing work portions of
23,977
change orders 1 -30
Total paid to plumbing
$295,877
subcontractor
Proration of indirect costs
14,033
Proration of architectural fees 25,349
Total expenditures for
plumbing work
$335,259
A thorough analysis of the plumbing
subcontract is shown in Exhibit 4.
Again, individual lives were assigned to
the various components of the plumbing subcontract. A 50 year life was assigned to the storm drains as well as

$

Section 1245 Costs
Processing and packaging facilities
Power feed mains
Switchgear
Power feed distributor wiring and conduit
Motor c ontrol centers
Motor star ter w iring
Emergency electric plan
Visitors display illumination
Reflec ting pool i llumination
Cash conveyor housing electrical
Boiler connections - electrical
Air conditioning and exhauster connections
Blending t ank connections - electrical
Electric sign connections
Paging system
Intercom system

Li f e

570

$

400
120
73
593

Cost

Section 1250 Costs

$

20
25
20
20
15
15
20
20

ALLOCATION OF PLUMBING COSTS

$

$

1,899
2,044
10,158
5,415
32,271
48,480
4,706
4,908
$109,881

Li fe

$

Cost

Section 1250 Costs
Electric lighting
Transformer
Switchboard
Feed wiring
Distribution panels
Branch wiring and controls
Lighting fi xtures
Telephone conduit
Exter ior security lighting

to the roof drains. A 50 year life was
also assigned to the portions of the
plumbing subcontract allocated to sewerage, but much shorter lives were
assigned to the plumbing fixtures, the
domestic water main, and so forth.
The balance of the plumbing subcontract is in the area of the processing
and packaging facilities, and all items in
this category are Section 1245 property.
A carbonated beverage bottling facility
has a great deal of process piping that
is directly connected with the manufacturing process. Vlore than half the
expenditures were in the area of gas and
fluid process piping. 1Nany of the pipe
lines were either stainless steel or glass
and a great number had to meet health
standards. Since all of these were put in
by the general contractor and his subcontractor, they were initially considered
by the Company's accounting department to be a part of the construction of
the facility and thus, Section 1250 property. In realitv, because thev were tied
to the process, they were Section 1245
property. Being tied to the bottling
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Exhibit 5
SEGREGATION OF COSTS AND LIVES
Cost

Weighted life

Land improvements
Building structure
Roof cover, interior and exterior finish
Building service systems and equipment
Total 3 items considered as building
Processing and packaging facilities

28,600
$509,492
167,591
229,821
$906,904
$826,981

23.2 years
50.0 years
23.2 years
25.6 years
32.4 years
21.2 years

process, thev should take the useful life
of the process for depreciation purposes.
Lives for the various categories under
the processing and packaging facility
ranged from 25 years down to 10 as
shown in Exhibit 4.
Total Benefits

The complete analysis of the entire
building contract, including indirect
costs and architectural fees, resulted in
the costs segregation and tabulation
shown in Exhibit 5.
In reviewing the comparative results
between the initial allocation of costs
and the detailed analysis described
herein, the facts are startling. The initial
allocation claimed Section 1245 property
amounting to $124,600 at 20 years with
the balance of the construction cost at
45 years. This results in first year

$

Category

depreciation charges of approximately
$67,000. The detailed analysis claimed
a sevenfold increase in the amount of
Section 1245 property and a weighted
life reduction of more than a third resulting in first year depreciation of
approximately $123,000. At a 48 percent
rate, this would represent about $27,000
less tax being paid in the first year alone.
This is admittedly a dramatic example.
However, the illustration is typical of
many new facilities being constructed
today that are designed specifically for
a manufacturing process. As has been
shown here, the segregation of construction cost into components of construction and the establishing of realistic
useful lives may result in a composite
weighted life for a facility of one -half to
two- thirds of that suggested by IRS
"guideline" lives.

A point should also be made of the
name given to items classified as Section
1245 in documenting such an analysis.
It is advisable to use a description indicating the item's function rather than
giving it a structural identity. If property
is structurally described, the Internal
Revenue Service may be inclined to
disallow it as Section 1245 property.
Following are some examples of equivalent terminology:
Structural

Functional

Rooms

Enclosures, compartments
Conveyor housings
Environment test
chamber
Work platforms
Portable space
dividers
Process piping
Industrial waste

Bridges
Clean room
Balconies
Partitions
Water supply
Sewerage
Conclusion

It should be emphasized once again
that to optimize the benefits from tax
depreciation on new facilities, one must
thoroughly investigate the use of the
various components of constriction in
order to segregate their cost, identify
them as to whether they are Section
1245 property, and establish a life that
is realistic from the standpoint of use to
the taxpayer.

INSTALLING A NEW DIRECT COST SYSTEM

Continued from page 34
may warrant closer scrutiny for possible
elimination from the product line.
An interesting application of this
technique is taking place in a company
where a direct cost system has been installed. The company has some 1,600
product items making up five product
lines. The new standard product cost
rates have been programmed into the
computer to give monthly standard cost
of sales. The standard material cost
rate and the standard conversion cost
rate for each product are kept separate.
Target pricing formulas for each of the
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five product lines have been developed.
The target return on capital employed
for each line is found to be attainable
for its particular market condition.
Through a very simple computer program we have taken year -to -date sales
dollars and units for each product item
and figured its average unit sales price.
Against this we are comparing the computed target prices which were obtained
by using the appropriate markup against
our cost rates. A further computation
will calculate the percent increase in
price needed for each product item
presently below target.
Each of these sub - standard product

items will then be given closer scrutiny
to decide whether the target price is
attainable, whether production methods
or costs can be improved in some manner, or whether the product should be
dropped from the line.
Conclusion

The clarity with which direct cost
information can be developed and presented assures that managers, whether
they be in sales, production or staff, will
be better informed. Better informed
managers means sounder decisions and
more realistic planning.This all adds up
to success.
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Manufacturing
Power Substations:
An Accounting Practice Report
EVEN THE SIMPLEST SUBSTATION REQUIRES THE BEST THINKING BY ENGINEERS AND BY ADMINISTRATIVE
AND ACCOUNTING EXPEDITERS

Many small but highly technical manufacturing companies face their most
critical managerial decisions during the
initial phases of operation when price,
volume, cost factors are most disjointed;
when the slightest misjudgment may
prove disastrous. Decisions as to product mix and type of order to be
solicited must be made before orders
are secured for most profitable utilization of limited capacities. Costs must
be controlled effectively once orders are
in process, and all this must be decided
quickly and accurately to yield the earnings required to finance planned expansion objectives.
One such company, a division of
Anderson Electric Corporation, located
in Leeds, Alabama, is engaged in the
electrical engineering, design, and fabrication of high and low voltage power
substations. The division provides steel
structures and electrical components in
a complete package for field erection at
locations specified by utilities, municipalities, and industrial users in the
southern and mid - western geographic
areas of the United States.
The highly technical nature of electrical power regulation and distribution
requires customized engineering. Complete engineering specifications and
drawings in most cases are supplied by
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the customer, but it
common practice to develop a quotation from electrical data only. Orders are secured by
bidding, but are also generated through
submission of internally engineered
plans, drawings and specifications to
consultants, who are retained by the
smaller utilities and industrial users.
For a large number of these orders,
standard design and custom job history
files provide the details. However, in
every instance, the company engineer
must develop a detailed bill of materials
as the basis for all activities that follow.
is

By Art P. Jarrett

Bill of Materials
The building of even the simplest
substation involves the bringing together

of the best thinking by structural and
electrical engineers as well as by the
administrative and accounting expediter.
Materials detailed on the bill of materials are of three types — structural steel
components (nuts, bolts, washers, anchor bolts and reinforcing rods) for the
structure that supports the electrical
components; galvanizing which is applied to the steel surfaces; and electrical
components (switches, fuses, transformers, insulators, lightning arresters, wire,
bus bar, and connectors) for suspending
the conductors.
Conversion of structural steel (cutting, punching, deburring and machining) is accomplished on a process basis
with minor deviations in work flow and
in time - motion elements. This permits
standard cost techniques to be used for
labor and burden values. For this reason, the bill of materials does not have
to detail the man or machine physical
elements required.
Preliminary Planning

ART P. JARRETT

Birmingham Chapter 1950, is Controller, Brown Moulding Company,
Division of U.S. Industries. Mr.
Parrett has had extensive experience as
a Controller in the electrical connector
and steel fabricating industries.

Prior to the beginning of each year, a
comprehensive short -range operations
plan is developed by the company.
Productive capacity in terms of "pounds
of steel fabrication" is budgeted at the
optimum level of facility capabilities.
Steel material, hardware and galvanizing
costs are developed for the pounds data
indicated.
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Labor manning tables complement
machine stations in use for establishing
the labor 'plan. Departmental budgets
are prepared in accordance with labor
hours indicated at union rates and historical manufacturing expense is based
on experience during the current manufacturing period.
Transportation department mileage
rates are projected for the territorial deliveries envisioned. They are developed
from customer data available and from
marketing knowledge regarding customer plans for expanding their service.
Engineering, selling and general administrative expenses (primarily personnel and staff expense) are programmed
and budgeted in line with the productive effort indicated. Profit objectives are
established by corporate administration
as a percent of return on investment.
The profit, in monetary terms, is projected and incorporated in planning. A
preliminary statement of income and
expense is then projected using all financial budget data developed.
Product Mix Decision
The mix of fabrication orders solicited is critical. Income attributable to
production capacity is virtually fixed
while income related to purchasing
activities (electrical components purchased at a discount) is limited only by
working capital turnover. The division
has developed a range of standard costs
for its "pa cka ge" substations and
through analysis of the cost interrelationships involved, structure and electrical component costs are comparable
to the sales value objectives planned.
Analvsis also enables the establishment of a "package" substation sales objective in dollars per pound.
Pricing
A combination Quotation- Job /CostAccumulation form develops a recommended sales price for each job quoted.
Due to the nature of the product and
the operation, approximately ninety percent of the manufacturing costs (material, labor and burden) are variable or
specifically assignable to individual orders. For this reason, the form is completed by direct variable costing methods.
The electrical component bill of material and the steel cutting lists are
costed, hours- pounds units are calculated, and all appropriately recorded
on the Quotation - Job /Cost Accumulation form. Direct variable, nonmanufacturing expenses, and outside engi40

neering service, are also entered along
with truck load and mileage estimates
which are prepared and extended at the
cost per mile standard. The rate used is
all inclusive covering vehicle expense,
truck driver salaries, fringes, food, and
shelter expenses.
General administrative, selling and
engineering expenses, commissions, and
profit objectives are calculated as a percent of the quoted selling price. Direct
costs per the quotation is divided by
the reciprocal of their total percentage
to determine the recommended sales
price. All amounts are entered and the
total recommended selling price is compared to the actual bid price made to
meet current competitive market considerations.
Prior to its submittal to the customer,
each quote and bid response is evaluated
for conformance with capacity utilization and profitability objectives. The
amount of steel, in pounds, for the fabrication content of the quote is related
to the monthly plan for "package" substations.
An analysis (Comparison of orders
booked and orders planned) is made.
Year to date poundage deficiencies are
also reviewed for corrective effect.
Forecast revenue based on the operational plan or "price per pound" target
is compared to the recommended selling price of each individual job. Since
customers and engineers sometimes deviate in their standards, it is possible
that the "package" substation configurations may not yield the desired income
level.
Job discount allowances are highlighted in the report. Actual quotation
price is compared to recommended selling price. A possibility for profit improvement exists in any quotation containing discounts or price concessions.
Can cost reductions be effected to offset
the reduced bid price? Is the division
leaving any profit on the table? Year
to date activity is side lighted and marketing volume potentials are considered.
Practically speaking, the analvses described present a means of controlling
bookings. They require that a studied
appraisal of each order be made as to
utilization of existing capacity, and contribution to the overall profit plan. Selectivity is encouraged by comparisons
of job -to -job, and as a result, a better
structure results.
Manufacturing Function Control
job shop fabrication and lacing activities are planned and shop loads are

scheduled within available capacity, in
line with customer requested shipping
dates and current manufacturing lead
times. The steel cutting lists supplies
production data needed and procurement of special steel and electrical components proceeds through bill of material allocation against inventory stocks
or purchase orders being negotiated.
Departmental labor hours are reported through use of daily time and
production cards prepared by each worker. Columns are provided for name,
clock number, date, department, class
of work (direct or indirect), job number, machine station or operation performed, as well as time started and
completed.
Control of the labor force is accomplished departmentally by conventional
standard cost methods. Daily, actual direct labor hours, summarized from time
and production cards, are compared
with labor hours earned. A review of
machine station actual hours assists in
pointing out deficiencies as well as pin
pointing subnormal productive employees.
Steel vields are controlled by identifying and removing daily material
"drops" and scrap. Pounds produced are
accumulated and concurrently compared to the production budget for the
period. Nonnal "drop" and scrap ratios
are applied to current production data
to assist in detecting aberrations.
Electrical components are controlled
through the bill of material electrical
sublist which is used as the shipping
manifest. It is prepared by the administrative office and is assigned a bill of
lading control number. Quantities on
the sublist are marked as they are loaded
with the truck driver receipting the listing and bill of lading. Quantities loaded
in excess of the ones shown are recorded
on prenumbered stock requisition
forms. No material leaves the vard without a numerically controlled bill of lading in the driver's possession.
The Quotation- Job /Cost- Accumulation form is also used here to record
actual job cost data as it develops. Columns provide for weekly entries of the
physical elements as well as pertinent
financial values.
Financial Accounting Procedures
The division maintains a standard job
cost accounting system which assigns
financial values to transactions controlled by the activity. Variances for
price and quantity are developed in the
accounting ledgers for the manufacturMANAGEMENT ACCOUNTING/ MARCH 1971

ing elements, material, labor and burden.
Direct Material
Standard purchase prices for "stock"
materials are established during development of the annual operations plan and
are used for purchase price variance determination at the time the invoice is
recorded.
STEEL AND HARDWARE

Structural steel removed from the
yard, cut and placed into the fabricating
process, is requisitioned by piece and
length; conversion into pounds is made
and standard cost value calculated for
a monthly entry relieving inventory and
charging a Fabrication Material Yield
Account. Pounds calculated are credited
in the inventory ledger cards maintained
for stocking level controls.
The cutting lists used in quoting and
production planning are the data source
for job cost accounting. Good production pounds are transferred from the
fabricating department; thev are extended by standard costs, credited to the
Fabrication Material Yield Account and
charged to the Work in Process Inventory Account. Quantities applicable
to the individual job orders are summarized weekly and recorded in the
appropriate Quotation- Job /Cost -Accumulation form. Financial values, calculated at standard cost weekly and at
month end cut off are recorded for subsidiary ledger purposes.
As jobs are reported "complete," the
total quantity and amount is calculated.
The division controller reviews each job
order completed for material quantity
variances monthly. Did the structural
design engineer misestimate material
content? Did Production Control overproduce requirements or was an error
made which necessitated reams? Did
scrap occur in a subsequent process?
Wh y?
Nonstock steel purchases applicable
to specific job orders receive purchase
price variance treatment using the same
standard cost price as stock purchases.
However, such purchase price variances
calculated, are recapped and entered by
job order in the Quotation- Job /CostAccumulation ledgers. This permits accounting for good production at standard cost without deviation. A monthly
general ledger entry relieves the Purchase Price Variance Account and
charges the Work in Process Account
for total price variance applicable to
nonstock items.
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GALVANIZING

Structural components requiring galvanized surfaces are accumulated and
manifest entries are prepared indicating
job order number, lacing date, cutting
list number, and total cutting list
weight. To control scheduling, the parts
are loaded on trucks for removal;
weights are checked by a hoist scale and
the manifest is completed, showing total
weight and date. The truck driver signs
the load out. Any abnormal deviation
in the cutting list weight and the hoist
scale weight is reported to the shop
superintendent for review.
Materials returned from platers are
"weighed off" by hoist scale and the
total is checked to the platers manifest
which is the basis for the plating
charges. Since galvanizing adds to the
weight of the material, a conversion factor is used to compare weight of components out against weight of components in for detecting losses, weight
errors, etc.
Purchase price variances from standard are recorded as invoices are vouch ered and the Galvanizing Inventory Account is charged at standard cost. The
total value in the inventory account is
transferred at month end to the Material Variance - Galvanizing Yield Account. Variances develop since cutting
list weights are not precisely in agreement with platers' weights. In addition,
plating charges are based upon galvanized weight rather than fabricated
weight.
An accounting entry is made monthly
to charge Work in Process and to
credit Material Variance - Galvanizing
Yield for the standard galvanizing costs
applicable to the total cutting list
weight received from platers during the
period. Individual job postings are then
made to the Quotation- Job /Cost -Accumulation form for appropriate values.
ELECTRICAL COMPONENTS

Electrical components appearing in
the engineered bill of materials sublist
are either stock or special purchase items
for individual job orders. The system
provides that materials purchased specifically for a job will be charged at
actual cost to the proper inventory
account. Simultaneously, this cost must
be entered on the Quotation- Job /CostAccumulation form of the specific job
order involved. The posting is made in
the actual cost column for the particular
week being costed and a copy of the
invoice is placed in the job history file.
A monthly listing of all such items

posted is the data source for the journal
entry which charges Work in Process
Inventory and relieves the Electrical
Components Inventory.
Stock electrical components comprising the balance of the bill of material
are posted at standard cost on Quotation- Job /Cost- Accumulation forms at
the time the job order is shipped. A
numerically controlled copy of the sub listing of electrical components used in
quote preparation is used as a manifest
of items shipped in conjunction with
the bill of lading.
The standard cost of stock components shipped is combined with non stock item values in the entry debiting
Work in Process and crediting Electrical
Components Inventory monthly. Physical inventories of stock items valued at
standard cost should agree with the
Electrical Inventory General Ledger
balance.
Direct Labor
Daily time and production cards provide elapsed time hours applicable to
the various jobs being fabricated or assembled. A summary of these hours is
the basis for monthly accounting entries, recording payroll distribution departmentally and functionally. The indirect labor of loading and unloading
structural steel is considered to be a
direct job order charge since it is a
significant portion of controllable variable expense and can be identified to
jobs. Hours, reconciled weeklv with
pavroll journals, are summarized by job
order and posted to the Quotation -Job/
Cost - Accumulation forms.
Good production pounds represented
in the job cutting list segments, yields
standard direct hours earned in the
fabrication department. The lacing department reports total weight of substation structures assembled by summaries of applicable steel cutting lists.
Weekly poundage sumaries, having
been posted to cost accumulation, forms
and structural steel material cost accounting enable calculation of earned
direct labor hours and postings are
made at standard rates.
A weekly report of elapsed direct
labor hours, compared to standard hours
earned by job order, provides an efficiency indicator for corrective action.
Jobs evidencing poor performance are
analvzed for labor content, machine
problems, set up times required, improvement areas, methods changes or
personnel realignments. Dailv evaluations of efficiency on a department -wide
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basis in most cases have already given
the answer to many of the problems
high- lighted in the weekly performance
report.
At month end, total earned direct
labor hours for the departments are
extended by their standard direct labor
rates and a journal entry is made charging the Work in Process Inventory and
crediting the Conversion Variance -Direct Labor Efficiency account, for values
calculated. Evaluation of fabrication and
lacing work in process at month end
permits adjustment of labor efficiency
variances. Routine cost accounting entries are made to debit the Conversion
Variance- Direct Labor Efficiency account and credit the Conversion Variance- Direct Labor Rate account, the
latter accounting having been debited
for the actual cost of direct labor per
labor distribution.
Variable Manufacturing Expense
Indirect labor, fringe benefits, supplies, repairs and maintenance, and
purchases are developed in the manufacturing department's rate structure as
variable according to pound fabrication
or lacing planned. Good pound production through the two departments, extended by the standard variable rates,
provides values posted to job cost forms.
The monthly sumary of such production generates an accounting entry
charging Work in Process Inventory and
crediting a Conversion Variance -Manufacturing Expense Budget account. Actual variable expenses in the factory
ledgers are closed into the variance account to develop the amount of overspending or over - Utilization experienced.
Due to the significance of indirect
labor costs, actual hours posted from
labor distribution summaries are comparable to "ratio- delay" standard hours
established as objective performance,
and permits effective control of the indirect labor force.

42

Manufacturing Expense: Capacity
In the development of the annual
operating plan, costs attributable to
manufacturing capacity and maintaining
the facility are budgeted as fixed in the
product rate structure. Depreciation,
taxes, insurance, supervisory salaries, indirect service salaries and other expenses
of a fixed nature are in this category.
The expense of operations administration including expediters, production
control, and stores personnel is included. A departmental manufacturing
expense rate is computed for standard
cost accounting purposes and applied
to job orders based upon the common
production units. Weekly cost postings
at standard rates are made to individual
job order cost accumulation forms as
production is reported, and a monthly
recap provides the necessary accounting
entry charging Work in Process and
crediting a Conversion Variance Manufacturing Volume.
A debit to Conversion Variance -Manufacturing Volume is recorded as fixed
factory ledger expenses are closed. Completing this entry, the general and subsidiary Quotation- Job /Cost- Accumulation ledgers are brought into full standard cost agreement.
Other Variable Expenses
Remaining direct variable expenses
are recorded by job order as activities
occur. Freight expenses are assessed to
job orders based on odometer miles
at budgeted rates, and deviation from
quote estimates result in quantity variances. Expense reports prepared by
drivers are checked for variable expense
rates per mile although the transportation department is financially controlled
by budgetary methods. Sales commissions and outside engineering expenses
are charged direct from invoices.
Engineering, sales department and
general administrative expenses are ap-

plied at current year to date percent of
sales rates, the same as used in the
Quotation Development column. The
company's philosophy is that current expenses should be recovered in quotations
even though they may be in excess of
those originally budgeted. Many unforeseen changes in administrative operations affect the rate per sales dollar and
are properly recoverable. Since flexible
budget techniques are effectively utilized in controlling these expenses, excesses are policed, reducing percent applications made to job orders.
Variance Analyses
Variances between quote and actual
are extended on the Quotation -job/
Cost - Accumulation form as elements
are completed. Manufacturing variances
become apparent as manufacturing costs
flow through financial records and enable management to appraise productive
cost performance. Cost accounting procedures require that only the full manufacturing costs reflected by the job orders be charged to cost of sales and
that work in process inventories be
relieved as invoicing takes place. General administrative, selling expenses appearing in job cost accumulation forms
are posted for quotation performances
specifically. A summary prepared
monthly of all job order details on jobs
shipped reveals the net contribution of
each job. Totals of the nonmanufacturing expense variances at a given time
point out the effectiveness of commercial expense absorption.
Conclusion
The control program was developed
along lines which establish objectives
for each of the areas of management,
cost, price and volume, and which,
through standard cost techniques, yields
a complete job history. The methods
described ensure attention to control details by every level of management.
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Derivations of
Accounting Terminology
ACCOUNTING ROOTS REACH BACK TO THE GREEKS, ROMANS AND ANGLO- SAXONS
By Clarence Langer
After the second week of Accounting
101, during my lower freshman days,
I became a marked (sic) man. I dared
to ask the instructor why he abbreviated
"debit" Dr., when there was no "r" in
debit! After five seconds of silence, he
asked "What's your name ?" To which
I hesitatingly replied "Langer, Sir."
Then for a moment he just stared.
Lowering his hand, he directed his
stubby pencil to his class roll, and carefully drew an elipse upon it.
Only two weeks at college, and I was
already a circled name! This was all
new to me. I never was circled before.
What does a freshman kid do under
such circumstances?
Throughout the rest of the term, the
circle stayed, and so did I. Final grade
— "D "; and I was still without an answer to my question!
During the days that followed, the
"Dr." syndrome became obsessive. I
was never much of a researcher, so it
didn't occur to me then, that there
was some quick mental relief readily
available in a handy reference work
called a Dictionary. And there it was!
DEBIT —From the Latin "debitum,"
something owed; whence Debitor —one
who owes something. I "discovered"
that the abbreviation technique was
quite evident. It must follow, therefore,
that the same method was used for
"CREDIT," as well. And so it proved
to be! Creditus —From the Latin,
MANAGEMENT ACCOUNTING/ MARCH 1971

trusted; whence Creditor — someone
trusted.
I must admit that this piece of "research" not only gave me much pleasure
and satisfaction, but also prompted me
to investigate further the etymological
background of our present -day accounting vocabulary.
"Why" an Accounting Terminology
What follows is not intended to be
a dissertation on semantics. It is meant
to infuse an appreciation of why we
use accounting terminology to identify business transactions, as well as to
enjoy the experience of discovery which
should enhance your concept of accounting terminology.
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Consider now, if you will, the following exercise, which may be found
in any elementary accounting textbook:
What effect will the following general
journal entries have upon the formula:
Assets = Liabilities + Capital?
Debit

Credit

Cash
Expense
Cash
Accounts payable
Accounts receivable

Sales
Cash
Capital
Cash
Sales

At this point, the student may have
a Pavlovian associative reflex, which
could direct him toward how these entries will alter the formula. Moreover,
his powers of recall may very well enable him to solve the problem exactly
as the author's solution manual presents it.
But does he know why? Does he
have any understanding of what these
words mean? Does the "left -hand,
right- hand" rule give him the "open
sesame" to accounting treatment? Does
the commutative rule apply to the
A =L +C formula? It does, and he now
has the credits on the left! And when
he graduates, how does he relate all this
to computer application?
A Look at Some Words
Let's look at some words used in
preceding paragraphs: JOURNAL —
From the Latin "diurnalis," an account
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of daily transactions, whence the Italian
"giorno," day, to "giornale" —daily record -book. In other words, what we are
using today, is a "diary" of business
transactions set up in columnar form.
It is interesting to note, however, that
we still use the narrative form after inscribing a general journal entry. ENTRY derives from the Latin "intrare,"
to enter upon (a roll) .
The next word we see is ASSETS —
From the Latin "ad +satis," to enough
(to pay obligations), whence the Italian
"assai," enough. LIABILITY has an
interesting derivation: From the Latin
"ligare," to bind + "able;" which needs
no further etymology. CAPITAL —
From the Latin "Caput," head (of
wealth) .
Now the formula is beginning to
mean something more than just an
algebraic equation. Let's go on to CASH
—From the Latin "capsa," whence the
Italian "cassa," box or case. (Many people still have one somewhere about the
house) .
With two teen -agers still at home, I
react to the word EXPENSE in its
original connotation: From the Latin
" ex," out + "pendere," to weigh.
('Null said!)
ACCOUNT (and Accountant) is
next on our list: From the Latin "computare," to count, whence the Old
French "a conter," (the suffix "ant"
meaning "one who ") .
Did you ever have difficulty explaining the difference between "depreciation"
and "amortization ?" DEPRECIATION
—From the Latin "de pretium," a depricing or reduction in value. AMORTIZATION —From the Latin "ad
mors," to put to death (by gradual extinction) . In one case, you may fully
devalue or "de- price" the item; but you
still have it. In the other case, you just
put it gradually to death, and you end

up with nothing; like burning a mortgage. MORTGAGE is a good one!
From the Old French "mort," dead +
"gage," a pledge (to pledge it to death) .
What do you expect in return for
what you've advanced? "REVENUE,"
said the Romans "re + venire," to
come back. Did you ever do any trading at a "DISCOUNT house ?" The
Latin derivation is "dis + computare,"
to count away (from) . How about selling capital stock at a PREMIUM? From
the Latin "prae + emere," to take or
buy before. ( What one has gotten better than others.)
When you're asked to prepare a
BUDGET, remember that the French
had a word for it: "bougette," a bag or
wallet (containing all income and expense items.) As you pay your bills,
consider INVOICE, from the French
"envoyer," things sent. Are you thinking of forming a CORPORATION?
From the Latin, "corporare," to shape
into a body.
Do you remember the old word
SURPLUS, before they made it more
understandable by using "Retained
Earnings ?" It came from "super + plus,"
above more (the remainder after the
need is satisfied) . And what about the
old "pr ofi t and loss" statement?
PROFIT derives from the Latin "pro feetus," advance or progress. LOSS is
from the Anglo -Saxon "los," destruction. In other words, an "Advance or
Perish" statement. Today, we call it an
"Income Statement."
A SCHEDULE, supporting one of
these statements is no more than a
split -off, or support of the related exhibit; From the Greek "scida," a leaf
of papyrus— hence, "schide," a split
piece of wood.
Do you feel that your present EARNINGS are inadequate? Before complaining, consider that the Anglo- Saxons

called it "earnung," which means "to
deserve." WAGES too low? Perhaps
you haven't pledged enough for your
services —the English translation of the
Old French "wagier." Best thing you
can do is to set up a RESERVE —From
the Latin "re + servare," to keep. You
might even end up with a good NET
—From the Latin "nitere," to shine
(clean).
What I have set down, so far, is
the merely GROSS picture —From the
Latin "grossus," big, thick, or bulky. It
is, of course, nowhere near a complete
TREASURY of accounting terminology
—From the Greek "thesauros," a store
laid up.
Perhaps, though, it will (or should)
give you the impetus to inquire further,
to seek some meaning and understanding when you use or explain certain
combinations of syllables which have
found their way into our language as
special words to identify very special
business transactions.
To prove a point, I challenge you to
explain "Balance Sheet" to the average
stockholder. These two words have no
more meaning to him than "debit" and
"credit" does to the elementary accounting student. Fortunately, this famous
"sheet" always appears at the end of
the annual report—a fact which may
save you the embarrassment of trying
to interpret a rather difficult language
problem.
Naturally, I have saved the best for
last: For more than half a century (57
years to be exact) we've had to live
with it.... Income TAX —From the
Latin "taxare," to touch sharply!!
Notwithstanding what I said at the
beginning of this "profound" discussion, I am most grateful to the instructor who started me on my etymological quest for understanding. He
touched me sharply.

MAP Requests Member Assistance
From time to time the Accounting Principles Board issues exposure drafts of
pending opinions. They request responses to these drafts from interested
parties. NAA's Management Accounting Practices Committee urges mem-
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bers and their companies to comply
with these requests. The address for
replies is shown on the exposure drafts.
The MAP committee reviews all exposure drafts. To guide the committee
in its decisions, members are requested

to send copies of all responses to:
Jack W. Gibson, Secretary
MAP Committee
National Association of Accountants
919 Third Avenue
New York, N.Y. 10022
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Hospital Accounting
CONCEALED BEHIND THOSE ANTISEPTIC W HITE W ALLS LIES A
FINANCIALLY UNORGANIZED BUSINESS CRYING FOR HELP

By Richard A. Grundy
The vast majority of the hospitals in
the United States are being operated on
a non -profit basis. This creates an atmosphere that is not conducive to the
cold hard business techniques of cost
control, planning and budgeting, and
responsibility accounting. Nonetheless,
behind that imposing structure with its
antiseptic white walls there is a perfectly
good business enterprise just begging to
get organized!
This presentation illustrates how a
highly specialized industry adopts the
industrial cost control approach to solve
some key management problems. Specifically, it will cover payroll costs, other
costs, the summary reports and decision
making.
To establish the basic requirements
for cost control in a hospital, it is necessary to outline a few peculiar aspects of
a hospital operation:

tion chart, forms the foundation upon
which a financial plan and cost reporting system must be based.
As in the development of a budget
or financial plan for any enterprise, the
revenue forecast is the first step. Working together, the hospital administrator
and controller must develop monthly
estimates of revenues. Where possible
the estimates should be broken down
by the major revenue producing departments and the supervisors of those departments should be made a vital part of
the budgeting process. In anv case, consideration must be given to the'long and
short term seasonal fluctuations in
patient load over which the hospital
has little or no control.
Patient Day

Any control system needs a common
denominator to use as a measuring

1. It operates 24 hours a day, every
day.
2. It is an extremely high fixed cost industry.
3. It suffers uncontrollable variations
in revenue.
In addition, one must consider the reporting requirements imposed by Medicare and individual state programs. The
programs operate on a cost plus profit
formula basis and require adherence to
a strict reporting system that is usually
based upon the chart of accounts recommended by the American Hospital
Association. The chart of accounts, coupled with the hospital's own organizaMANAGEMENT ACCOUNTING/ MARCH 1971
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stick. For the hospital it is the "patient
day," a census count of the number of
patients in the house, taken daily, usually at midnight. (It is upon this census
that the daily room charge is based.)
Having established a reasonable plan
for revenues for the year, we can turn
to the major cost items we want to isolate and carefully control. Since this is
a service industry, it is no surprise that
labor and fringe benefits are by far the
largest single item of cost. Controls
must also be established at the department level, on supplies and on outside
services. (Those services performed in
or out of the hospital by non - employee
physicians or technicians.)
A number of costs are non- departmental in nature and, whether fixed or
variable, may be controlled as a group.
These include fees for legal, accounting,
data processing and other management
services, communications, advertising
and public relations. These costs are
usually the direct responsibility of the
administrator. Finally, fixed plant costs,
though easily estimated and controlled,
must be integrated into the cost reporting system in a meaningful way. These
include depreciation, interest, taxes, insurance, and utilities, or rent in lieu
of one or more of these depending upon
the terms of a lease. While these costs
do not fluctuate (in the short run), the
effect upon profits in high vs. low
revenue months is staggering.
Payroll Costs and
People Management
Since payroll and related costs are the
biggest single controllable cost factor,
hospital management needs its most so45

phisticated cost control tool in this
area.

LABORATORY STAFFING
Shift

Regular part time:
Less than 80 hours per period, but
scheduled days on specific shifts (usually weekends )

Stand -by:
Available, but off hospital premises.
Usually paid token amount for time
not actually worked. Must be able to
report in 30 minutes.
The following mathematical relationship using a 14 day payroll cycle for our
control period was developed to compute actual FTE's:
Employee's pay period
= 10 days x 8 hours or 80 hours
Maximum shift coverage
= 14 days x 24 hours or 336 hours
336 - 80 = 4.2 employees
In other words, it takes 4.2 people to
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FTE

1
3
2
1
1

80
80
80
80
40

1.0
3.0
2.0
1.0
0.5

Evenings

Technologist
Part time aide

2
1

80
40

2.0
0.5

Saturday

Part time
technologist
Part time clerk

1
1

16
16

0.2
0.2

Totals

13

10.4

Exhibit 2
STAFFING REPORT

`1

1.00
5.50
3.05
1.40
10.95

Plan

Variance

1.00
5.20
2,50
1.70
10.40

(.30) `
(.55)
.30
(.55)

Full
time
1
5
2
1
9

Part
time
—

600
2,600
480
230
$3,910

Actual

—

Manager
Lab tech
Lab aide
Lab clerk
Totals

Actual

$

Full time equivalents

1
2
2
5

Unfavorable

perform a specific duty around the
clock for two weeks using 80 hours as
a base of 1.0. The 4.2, then, is referred
to as the full time equivalent (FTE).
Departmental Budget

On call:
Unscheduled but available on short
notice. Mav work a day now and then
or fill in for long periods to cover
for vacation or illness

Hours

Manager
Technologist
Lab aide
Lab clerk
Part time clerk

)

Full time:
Employee scheduled for regular 80
hours per period on a specific shift

No.

Days

Job class

Work shift:
Days (7:00 a.m.-3:30 p.m.)
Evenings ( 3:00 p.m.-11:30 p.m.)
Nights (11:00 p.m. -7:30 a.m. )

Job Class

$

CONTROL THROUGH FTE'S
As mentioned above, the hospital
never closes; supervision and staffing
must be provided around the clock.
However, many departments do not
staff "around the clock." During evening, or night shifts and /or on weekends, a department may be closed, with
one or more employees on stand -by
status. These employees receive what is
known as call -back pay for work performed during these off hours since the
volume of work performed during these
periods is not sufficient to warrant having a regular shift employee on duty.
For this purpose we must compute
the full time equivalent (FTE) for each
job classification in each department.
First, however, there are some special
features that should be mentioned and
some payroll nomenclature that must be
understood in terms of FTE planning:

Exhibit 1

Let's look at a typical department's
FTE budget. Assume that the laboratory schedules two shifts five days per
week one shift on Saturday. The night
shifts, the evening shift on Saturdav,
and all three shifts on Sundav are handled on a stand -by basis. The resulting
laboratory staffing breaks down as shown
in Exhibit 1.
In addition to these payroll costs
which are well suited to the budget
control process, there are certain other
wages paid. They include "non- productive" hours paid for sick leave, vacation,
and holidays, as well as stand -bv and oncall time pay. However, overtime hours
actually worked are added to regular
hours worked for purpose of controlling
labor costs.
Actual Data vs. Payroll Budget
To facilitate the control of payroll
costs, consider the following possible
application. Each employee's time card

is precoded with certain data, including
a job class code. The hours paid are
segregated into regular, overtime and
the non - productive time categories
noted above. Each department's FTE
budget is fed into a computer and a
payroll budget in hours for a fourteen
day period is summarized. By converting this budget into dollars on a calendar month basis, the payroll budget
can be integrated into the total profit
plan for approval by the administrator
or board of directors.
The actual payroll data for the fourteen day pay period is fed into the
computer. The output report for the
laboratory is shown in Exhibit 2.
At a glance, the user can see that the
staffing exceeded the planned hours.
Like all variances, this may be justified
by a sudden increase in patient load or
some other reason. If not, the administrator has a tool with which to determine where costs are not in line and
to determine how they can be brought
back into line.
Two features of FTE planning are
apparent. First, the budget must be
constantly changed to reflect predictable
fluctuations in patient load. Experience
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Exhibit 3

Exhibit 4

LABORATORY COST REPORT
3,294 PATIENT DAYS (FOR MONTH)

DEPARTMENTAL COST REPORT
3,294 PATIENT DAYS (FOR MONTH)

Repairs and maintenance:
Preventive
Equipment repair
Other service

Professional fees:
Pathologist
Outside lab work
Medical -other
Blood processing

Other controllables:
Auto expense
Local business
Equipment rental
Dues and subscriptions

Total

Cost per
patient
day

$10,604
635
1,528
12,767

$10,200
800
1,400
12,400

$(404)
165
(128)
(367)

$3.88

5,618
274
81
5,973

5,600
300
100
6,000

(18)
26
19
27

1.81

384
61

400
25

16
(36)

445

425

(20)

.14

6,814
1,490
1,106
992
10,402

6,2300
1,400
1,000
1,000
10,200

(14)
(90)
(106)
8
(202)

103
66
412
18
599

200
75
400
25
700

97
9
(12)
7
101

.18

$30,186

$29,725

$1461)

$9.16

in forecasting will develop a virtually
flexible FTE budget for each department, that is, the FTE's needed for
various expected patient loads. Second,
changes in the FTE budget must be
approved at the administrator level to
prevent lower level supervisors from increasing both planned and actual staffing levels.
A word of caution! The department
supervisors must be guided to maintain
the proper balance between full time,
part time and on call help. Failure to
utilize the latter two types will result
in a fixed payroll that cannot be reduced in periods of diminishing revenues.
Converting the Fourteen Day Plan

One of the problems of payroll cost
control is relating the fourteen day
management tool to the calendar month
financial plan. Like any other business
that uses short reporting periods for
cost control, it is necessary to develop
yet another common denominator to
effect such a conversion. By dividing
the FTE for the control period by
fourteen, and multiplying the result by
the number of calendar days each
month, it is possible to develop an
accurate monthly payroll budget for the
entire hospital.
Since most hospitals work a reduced
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3.15

Departm ent
Nursing:
Daily care
Maternity
Nurs ery
Surgery
Central supply
Emergency

Anc illary:
Pharmacy
Radiology
Laboratory
Nuclear medicine

Service centers:
Dietary
Medical records
Housekeeping
Laundry
Maintenance
Adm inis tration

Fixed expenses:
Deprec iation
I nterest
Property taxes

Total

shift on weekends, a more sophisticated
FTE plan would develop a separate rate
for week days and weekend days. In this
way, fluctuations between both the total
number of days and the week day/
weekend mix could be accurately forecast.
Other Costs
SALEABLE EQUIPMENT
AND SUPPLIES

Hospital stores items generally fall
into two categories: those that are
"sold" to the patient and those that are
consumed in the performance of routine care. Prescriptions, crutches, and
intravenous solutions are examples of
the former, while the latter includes
fluids for laboratory tests, x -rav film, etc.
In addition, food costs of the dietary
department must be controlled separately as the revenue is generally included in the room rate.
The best measure of all hospital supplies consumed is the patient day.
Census in a 150 bed hospital may vary
quickly from under 100 to nearly 140,
and the mix between the various departments (surgical, pediatrics, maternity,
etc.) may change even more drastically.
It is necessary to determine the reasonable cost of each department's supply
needs per patient day. The actual cost
per patient day can then be compared

Expenses

Cost per
patient day
Plan
Ac tual

Variance
favorable
(unfavorable)

56,325
12,097
5,451
24,313
9,864
6,119
114,169

$17.10
3.67
1.66
7.38
2.99
1.86
34.66

$16.80
3.60
1.65
7.45
7.75
1.75
34.00

$(.30)
(.07)
(.01)
A7
(.24)
(.11)
(.66)

15,657
24,177
30,186
5,726
75,746

4.75
7.34
9.16
1.74
22.99

4.80
7.40
9.00
1.80
23.00

.05
.06
(.16)
.06
.01

17,682
4,381
10,423
9,247
5,938
51,407
99,078

5.37
1.33
3.16
2.81
1.80
15_ 61
30.08

5.40
1.35
3.15
2.75
1.80
15_55
30.00

.03
.02
(.01)
(.06)

7,400
7,120
2,600
17,120

2.25
2.16
.79
530

225
1.95
.80
5.00

1.21)
At
1.20 )

$306.113

$92.93

$92.00

$1.931

-

Supplies:
Routine operating
Special items
Expendable equipment

Variance
favorable
(unfavorable)

1.06
(.08)

-

Wages and benefits:
Salaries
Temporary help
Fringe benefits

Plan

$

Actual

to budgeted figures and historical averages. Since these supplies are almost 100
percent variable, it is possible to control waste or other loss by investigating
promptly unfavorable variances.
Hospital supplies that are peculiar to
any given department are generally
charged directly to that department,
while more commonly used items are
inventoried in general stores and issued
when needed. Since most routine supplies can be purchased with short lead
times, care must be exercised with direct departmental supplies to insure that
distortions in monthly costs do not
result from fluctuations in purchasing.
OTHER DIRECT COSTS

Brief mention must be made of other
controllable costs that are departmental
in nature. In the laboratory, one of the
most significant costs concerns special
tests that are performed by outside
laboratories. Also, service contracts for
maintenance and repair of hospital
equipment must be controlled. While
the former are billed to patients, and
are nearly 100 percent variable, the latter may be quite fixed, resulting in
minor departmental fluctuations in patient day costs. It is important to recognize the magnitude of such fluctuations
in analyzing costs.
Continued on page 50
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Management Accounting
Customer Service
HELPING A CUSTOMER SET UP AN ACCOUNTING SYSTEM IS GOOD BUSINESS
By Robert G. Moody
Many small business men, and it seems
particularly true of truck operators, use
professional accounting assistance only
at year -end or tax time. As costs go up
and selling prices are squeezed by competition, it is important for any business to know where it is going. The
smaller the business, the more likely it
is that it will try to get by with few or
no records, while at the same time financing institutions will insist upon adequate records. For this purpose there is
no substitute for monthly operating
statements and balance sheets. However,
most accountants would be shocked and
amused at some of the so- called profit
and loss statements or balance sheets
that we receive from prospective customers. Often they make no provision
for depreciation, no provision for interest expense where it is included in a
contract, equipment values are not realistic, and /or the figures do not add to
the totals.
Many individuals try to get support in
the purchase of equipment in the $30,000 to $100,000 range, yet are ill -prepared to justify their desires. Since our
company's primary activity is sales, service and financing of heavy -duty trucks, it
should be obvious that we, as the seller,
need adequate information on the prospective purchaser to make a sound judgment on the financing of the equipment.
If the purchaser is successful in his
operation, we are successful, and if he
fails, we lose also. Repossessions in our
48

business can be disastrous because of
the amounts of money involved. We
could spend $2000 to $5000 reconditioning a truck to put it into condition
to retail, so it behooves us to help the
customer in any way that we can to
see that he is successful and able to pay
for the equipment.
There are many businesses such as ours
where the growth potential is limited. A
prime example is the Sand - Gravel -Ready
Mix business with which one of our
local NAA members is affiliated. He
told of his company's success in holding
a seminar for the local independent cement finishers. They prepared a bid form for the finishers which had all the
probable cost items listed on it, with
columns for the bid figures and also a
column for the actual costs which they
were to fill in when they did the job.
In this way, they could see where they

ROBERT G. MOODY
Eugene Chapter 1965, is Controller,
Gunderson White Trucks, Inc., Eugene, Ore. Mr. Moody has specialized
in Automotive Accounting and is a
Past President of the Eugene Chapter.

made mistakes in the bidding. It was
pointed out to them, the importance of
figuring move -in costs. If they do the
job all at one time, it is much cheaper
than having to do it at three different
times. All of this was aimed at getting
them to bid a job on an intelligent basis,
be able to determine costs, and know
what their overhead costs really are.
This will sound elementary to the accountants, but most of these people
merely bid jobs by the square foot at
the going price (or under) without ever
knowing whether they made money or
not. They have very little invested in
their business so if they make a bad
bid, the ready mix firm has trouble collecting, and the finisher goes to work
for someone else by the hour as a finisher.
It occurred to us that we could also
be of service to our customers and help
ourselves at the same time by furnishing
them with a simplified uniform system
of accounting. We devised the following simplified Chart of Accounts as
well as the Profit and Loss Statement
(Exhibit 1) and Balance Sheet (Exhibit 2).
We furnish these forms to our customers and help them to get a system
set up. We ask them in turn to furnish
us with a monthly P & L for analysis. As
time goes on, we expect to accumulate
a substantial amount of operating information and averages on these forms
so that comparisons of expense categories may be made for operating efficiency. It is our hope to eventually feed
MANAGEMENT ACCOUNTING/ MARCH 1971

back expense percentages to the individuals so that they can compare their
own operation to the average of similar
size fleets.
Chart of Accounts
ASSETS (109 -194)
Cash accounts
Notes receivable
Accounts receivable
Other receivables
Other liquid assets
Prepaid expenses
Land
Buildings and improvements
Equipment (trucks, shop equipment,
furniture and fixtures, etc.)
Leasehold improvements

Notes and accounts due from officers
and owners
Other assets (non- current nature)
LIABILITIES (200 -265)
Accounts payable and payroll
Federal income tax payable (Corp.)
State income tax payable (Corp.)
Notes payable
Taxes payable —other than income taxes
Other accrued liabilities (payroll taxes,
etc.)
Contracts and mortgages payable
Deferred interest (on contracts and
mortgage payable) (debit balance account)
Long -term liabilities (such as mortgage
on property)

RESERVES (270.289)
Reserve for doubtful accounts and notes
Reserve for depreciation— building and
improvements
Reserve for depreciation — equipment
Amortization of leasehold improvement
EQUITY (290-299)
Stock outstanding
Treasury stock
Retained earnings (prior years)
Investment
Drawing account
Profit or loss
SALES AND INCOME ( 300 )
Separate as to type of hauling, such as
log haul, heavy haul, chip haul, etc.

Exhibit 2
PROFIT AND LOSS STATEMENT

Exhibit 1
BALANCE SHEET
For

FOR

Period Ending

Months Ending
(name)

ASSETS
100
110
114
270

Cash
Notes Receivable
Accounts Receivable
Less Reserve

121

Other Receivables

126
170

Other Liquid Assets
Prepaid Expenses

No.
Trks

(

TOTAL

Land
Bldgs & Improvements
Reserve for Dept.
�
Equipment(Sch A)
Reserve for Dept.
(
Leasehold Improvements
Amort. of Improvements (
Note�&�Accts�—�Off�&�Empl.
Other Assets

DIRECT EXPENSE
Direct Driver Wages
Salaries & Wages, Other
Payroll Taxes & Insurance
Fuel
License & PUC Fees
Insurance (on Trucks)
Maintenance & Repairs
Oil & Grease
Shop Supplies
Tires & Tire Repairs
Body Repairs
Depreciation (on Trucks)

)
)
)

TOTAL ASSETS

Total Current Liabilities
250260

Contracts & Mill; Payable (Sch B)
Deferred Interest

265

Long-Term Liabilities

(

TOTAL LIABILITIES
Stock Outstanding
Treasury Stock
Retained Earnings

(

)

(

)

v.

295 a °C6Investment
2%
a Drawing
299

%

Profit YTD after Tax

100.00

100.00

_

Total Direct Expense

LIABILITIES
200
Accounts Payable
210
Federal Income Tax (Corp)
211
State Income Tax (Corp)
220
Notes Payable
225
Taxes Payable (Other than Income)
240
Other Accrued Liabilities

290
292
2939

% Year to Date

)

Total Current Assets

180
181
281
182 -8
282.8
189
289
193
194

Month

INCOME

)

INDIRECT EXPENSE
Adv. Promotion & Training
Rent
Depreciation (other than Trks)
Insurance
"
Utilities
Communications
Office Supplies & Expense
Legal & Professional
Dues, Memberships & Cont.
Donations
Property Taxes
Tools
Interest Expense
Maint & Repair (except Irks)
Freight Expense
Misc. Taxes & Fees
Misc. Expense
Fines

TOTAL EXPENSE
OPERATING PROFIT OR (LOSS)

TOTAL NET WORTH
TOTAL LIABILITIES & NET WORTH

MAN AG EM EN T ACC OU NTIN G/ MA RC H 19 71

NON - OPERATING INCOME OR (DED)

_

NET PROFIT OR (LOSS)
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OTHER INCOME AND DEDUCTIONS
(500-529)

Non - operating income
Non - operating deductions (income state
and federal tax for Corp., provision
for doubtful accounts, capital gains
and losses, etc.)
DIRECT OPERATING EXPENSES
(10 -36)

Salaries and wages (all, including mechanics and shop labor.) You may
want to segregate these in subaccounts.
Pavroll taxes and insurance (all payroll
added-costs)
Fuel
License and PUC fees

Insurance (on trucks)
Maintenance and repairs (mechanical
repairs only)
Oil and grease
Shop supplies
Tires and tire repairs
Body repairs (including collision deductible, painting, glass, etc.)
Depreciation (on trucks only)
INDIRECT EXPENSES (40 -95)

Advertising, promotion and training
Rent (income amortization of LH improvements)
Depreciation (other than on trucks)
Insurance (other than on trucks)
Utilities
Communications (phone, radio, etc.)

Office supplies and expense (income
postage)
Legal and professional
Dues, memberships and contributions
(contributions not allowable as donations under federal income tax law)
Donations
Property taxes
Tools (expendable tools that do not
qualify as fixed assets)
Interest expense (income bank charges)
Maintenance and repair of equipment
other than trucks (office and shop
equipment pickup, gas for pickup,
etc.)
Freight expense
Misc. taxes and fees
Misc. expense

HOSPITAL ACCOUNTING
Continued from page 47
FIXED COSTS

Fixed costs, mentioned earlier as having a tremendous effect upon hospital
profits, are a high percentage of total
costs. Most hospitals make no attempt
to allocate fixed costs to revenue producing departments and such an attempt
would serve no useful purpose. Rather,
fixed costs need be added only to the
total controllable costs to present a
complete operating statement.
Summary Reports and
Decision Making

Two levels of summary reports are
required to present meaningful data to
the reader in a manner that allows him
to easily locate exceptions to acceptable
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standards. First, the department supervisor needs a detailed report of all 'his
controllable costs measured against an
operating plan. The report shown in
Exhibit 3 illustrates the detailed
monthly cost report for the laboratory
supervisor, equating each major cost
item to patient volume.
Second, the administrator and controller need a summary report of departmental costs so that they can quickly
locate trouble spots. The summary report for top management of the hospital presents departmental cost totals
compared to plan to point out variances
in operating results. Exhibit 4 illustrates
how quickly the administrator can spot
a department that is out of control.
Having predetermined an acceptable
variance level below which he need not

be concerned, the administrator can
select the departments whose operation
he wishes to review in detail. The departmental reports previously discussed
for those selected will aid him in discussing corrective action with the responsible supervisors.
Concl usion

The modem hospital must adopt sophisticated methods to control the continued rapid growth expected in the
next few years. The techniques of payroll cost control using FTE's, comparing actual costs to budget and using
costs per patient day as a measuring
stick will assist hospital management in
meeting this challenge. Failure to do
so may result in even more government
intervention.
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to let yourself become
professionally behind - the - times,
it's downright dangerous!

These 3 things will help you keep
up -to -date and on- the -job:

1,,RetainyourmembershipinNAA.

2

evenmoreoutofitbybecomingmoreinvolved—personaly.
3.13ringyourclosecolleaguesinto
NAAsoyouwillbesharing
thesamelearningprocess.

NAAisyourAssociation.Useit!

National Association of Accountants

If you're big enough to be considering an
accounting machine, you're ready for a
genuine Information System from NCR. For
the price of an accounting machine, you
can get a complete information system
that's ca pa ble of gener a ting meaningful
infor ma tion a nd t he ma na gement r epor ts
you need a s well as conventional accounting records. You get both with one system
... for less.
The NCR 400 Inf ormation System pic-

tured here is a perfect example. It gives
you a ll of the computa tiona l a nd record gener ating capa bilities of the traditional
acc oun ti ng ma chi ne . A nd so me thi ng
more. Because it contains its own electr onic memory and a ta pe- comma nd programming mechanism, the NCR 400 can
create financial reports while it's furnishing hard copy documents for receivables,
pa ya bles, pa yr olls and inventor y recor ds.
A magnetic ledger record enables you to
verify and update a c c ou nt s a t t he s a me
time. And you get all the records, reports
and information you need with a minimum
of operator time.
There's another feature of NCR Information Systems you shouldn't overlook.
They're modular. Very simply, that means
any NCR Information System can grow
as your business grows. Memory capacity can be increased with a few simple
adjustments. Because the program mecha ni s m is ex t e r n a l , you c a n c r e a t e or
change programs for any of your accounting functions. And you can a dd NCR card
or tape printers and readers whenever
you're ready to upgrade any or all of your
accounting activities.
NCR Information Systems. More speed,
more efficiency, more flexibility, more inf o r ma t i o n . . . a t a c c o u n t i n g ma c h i n e
prices. Get more information. Contact your
local NCR representative or write NCR Information Systems, Dayton, Ohio 45409.

NCR INFORMATION SYSTEMS
BETTER�QUAYS�TO�Dn�R1�J� INF� �

R
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Recent Publications
T HE BE HAV IORAL ASPE CT S OF ACCOUNT ING
DATA FOR PERFORMANCE
E VALUAT ION
College of Administrative Science, The
Ohio State University, Columbus, Ohio,
1970, paperbound, 347 pp., $8.50.
A number of papers on the behavioral
aspects of accounting data, prepared by
a group of company executives for a
symposium held at Ohio State University in the Fall of 1968. The monograph
is divided into two Parts: Executives'
Papers and Discussion, and Critiques
of the Executives' Papers and the Symposium.
MOTION AND TIM E STUDY
Principles and Practices
4th Edition
Marvin E. Mundel
Prentice -Hall, Inc., Englewood Cliffs,
N.J. 07632, 1970, 674 pp., $13.50.
A systematic discussion of techniques for
the development of improved work
methods and setting of standards for human performance. The book is cast in
direct language, supported by many examples of work simplifications, plus
drawings and charts. Intended for several levels of plant personnel, and includes recent concepts and techniques.
FINANCIAL ACCOUNT ING
An Input /Output Approach
William J. Schrader, Robert E. Malcom
and John ]. Willingham
Richard D. Irwin, Inc., Homewood, Ill.
60430, 1970, 515 pp., $11.95.
A collegiate text intended for a first
course in financial accounting. In line
with instructional trends, more material
on conceptual topics has been included,
and less on procedure and description.
New topics, such as fund statements,
revenue recognition alternatives, price
level adjustments, and consolidated
statements, have been included.
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CO N T EM P O RA RY A C CO UN T IN G A ND T HE
COMPUT E R

PRODUCT ION AND
INVENTORY CONTROL
HA N D BO O K

Dickenson Publishing Company, Inc.,
Belmont, Calif. 94002, 1969 paperbound, 356 pp., $4.95.
s an
A collection of articles for use a
adjunct to either a first course in the
principles of accounting or to support
such advanced courses as auditing, systems, cost or managerial accounting, and
data processing.

James H. Greene, Editor -in -chief

READING S IN TH E
CONCEPT AND
MEASUREME NT OF
IN CO M E
Edited by R. H. Parker and G. C.
Harcourt
Cambridge University Press, 32 E. 57th
St., New York, N.Y. 10022, 1970, 40Z
pp., clothbound $12.50, (paperbound
$3.45).
Papers on the problems of defining per
sonal and business income; measurement
of business income; depreciation and na
tional income accounting. Drawn from
the literature of economics and account
ing, with a slight bias toward the former.

IN F O R M AT I O N A L
SY ST EM S FOR
M A N A G E M E N T PL A NN I N G
A N D CO N T R O L
Thomas R. Prince
Richard D. Irwin, Inc., 1818 Ridge Rd.,
Homewood, Ill., 60430, rev. ed. 1970,
523 pp., $14.00.
A treatment of information systems, for
the executive who is concerned with
the measurement, interpretation and
use of economic data. In addition to
traditional information systems, the
author discusses production and o pera
tions information systems, and also
marketing information. He devotes
totala
section to the movement toward
information systems.

McGraw-Hill Book Co., 330 W. 42nd
St., New York, N.Y. 10036, 1970 1104
,
pp., $29.50.
This first APICS handbook includes material from 8 i contributing editors. Concept and operating detail are offered on
the most effective production and inventory control methods practiced in
segments of industry. Guidelin
given for adapting these methods to new
situations.

M A N A G E M E N T P L A N N ING
AND CONTROL:
M A T H E M A T I C A L M O D ELS
Edited by John Leslie Livingstone
McGraw-Hill Book Co., 330 W. 42nd
St., New York, N.Y. 10036. 1970, 616
pp., $12.95.
Original articles drawn from four accounting and management publications
are here reprinted, with each analyzed by
Ph.D. candidates in managerial ac counting. The selected research articles
cost information systems, cost sta
and control cost-profit-volume a
and future- operations budgeting.

P R A C T I C A L B USI NESS
STATI STICS
Frederick E. Croxton, Dudley J. Cowden, Ben W. Bolch
Prentice Hall, Inc., Englewood Cliffs,
N.J. 07632, 1969, 444 pp., $9.95.
A text for business administrators and
economics students. In the 4th edition,
graphic or tabular presentation f data
has been reduced to a minimum. An extended discussion of regression analvsis,
including the standard matrix algebra
approach to it, is offered, and s pace is
alloted for comparison of the "Bavesian"
techniques with the classical.
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Reader Service
Research Publications
Each Research Report is a comprehensive study in management accounting,
emphasizing applications of accounting
for management planning and control.
Each Report represents an authoritative
description of current practice, together
with reasoning theory underlying practice.
The former numbered series of Research
Reports has been ended with No. 43,
and two new series established: NAA
Research Studies in Management Reporting, and in Management Planning
and Control.
C A P I TA L E X P E N D I TU R E S
( 1 ) R e t u r n o n C a p i t a l as a Gui de t o Manageri al De c is io ns / R ese ar ch R e p o r t N o . 3 5 . . . $ 2 . 5 0
( 2 ) F i n a n c i a l A n a l ys i s t o G u i d e C a p i t a l
E x p e n d i t u r e s Dec is io ns / Re se ar ch R e p o r t N o .

43 .......................... ............................... $2.50
(3) T he Capital Expendit ur e Cont rol Pro gram/A.P.R. No. 7 . ............................... $ .75
(4) Experience w ith Ret urn on Capit al to Appraise Management Performance /A.P.R. No.
14 .......................... ............................... $ .75
(5) Financial Anal ysi s T echniques for Equipment Replacement Decisions/ Research Monograph No. 1 ........... ............................... $2.00
(6) Sensitivity Analysis in Making Capital
Inves tm ent Decisions/ Research Monograph
No. 3 ..................... ............................... $2.00
(7) Eff ec ts of Federal Income Taxes on
Capital Budgeting/ Research Monograph No. 5
............................... ............................... $2.75
COST - VOLUME - PROFIT R EL AT I O N S H IP
( 8 ) T h e A n a l ys i s of Cost - Volume- Profit
R e l a t i o n s h i ps / R e s e a r c h R e p o r t s (Nos.
16- 17 -18) ...... ............................... $2.00 each
(9) T he Analysis of Non- Manufacturing Costs
for Managerial Decisions ............... $2.50 each
(10) C urrent Appli cati on of Direct Costing/
Research Report No. 37 ....................... $2.00
(11) Separating and Using Costs as Fixed and
Variable /A.P.R. No. 10 ........................ $ .75
EXT ER N AL R EP O R T IN G
(12) External Reporting for Segments of a
Business/ Research Study No. 1 ............ $2.50
(13) A Framew ork for F inanci al Report ing by
Diversified Companies/ Research Study N o. 2
........................................ I.................... $2.00
(14) Financial Repor ting for Security Inve s t m e n t a n d Credit Decisions /Research
Study No. 3 ......... ............................... $8.50
F O R E C A S T I N G , P L A N N I N G & CONT R O L LI N G
(15) Cash Flow Analysis for Managerial Control /Research Report No. 38 ................ $2.00
( 1 6 ) Ac c o u nt i n g f or Costs of Capac ity/
Research Report No. 39 ....................... $2.00
( 1 7 ) Long -Range Pr ofi t Planning /Research
Report No. 42 ....... ............................... $2.00
(18) Planning, Controlling and Accounting for
Maintenance /A.P.R. No. 2 .................... $ .75
FO R EIG N O PER AT IO N S
(19) Management Acc ounti ng Problems in
Foreign Operations/ Research Report N o . 3 6
.............................. ............................... $2. 50
IN T E R N AL P LA N N IN G & C O N T R O L
(20) Classification and Coding T echniques to
Faci l it at e Account ing Operations/ Research
Report No. 34 ....... ............................... $2.00
(21 ) Computer -Based Inf or mat i on Systems
for Management: A Survey .................... $4.50

(22) Major Changes Caused b y the Implement at ion of a Management Inf or mat i on
System /Research Monograph No. 4 ...... $2.00
INV E N TOR Y M A N A G E M E NT
( 2 3 ) Te c h n i q u e s i n I n v e n t o r y M a n a g e m e n t /
Res ear ch R e p o r t N o . 4 0 .. . .. . . .. . .. . . .. . . .. . .. $ 2. 0 0

REPRINTS
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In 1921 when the National Association
of Cost Accountants analyzed its membership of 2,116, the management acVice
countant did not exist,
presidents, treasurers, secretaries, and
comptrollers —who made up a very
small percentage of the Association's
membership —were lumped under the
heading "business executives" along
with general auditors. Industrial accountants formed the largest category of
membership.
The world has turned over many
times since then and the words "holler
and tick" replaced by once esoteric, now
familiar terms, such as "printout," "data
base," and "edp." The cost accountant
moved off his traditional high stool into
offices with wall -to -wall carpeting and,
perhaps, a computer display console
next to his desk and became today's
management accountant. As he became
future - oriented and developed systematized planning, he moved away from the
auditing of income and expenses into
budgeting, model - building and operations research.
The new status of the management
accountant, and NAA members, is reflected in a membership profile survey
completed last year. Supplemented by
the results of an opinion sample taken
earlier, it brings into a sharper focus the
individual NAA member —who he is,
where he works, how much education
he has, what his salary is, and how big
his family is.
It is instructive to compare the figures
in the 1970 survey with a membership
analysis published in 1921. However,
because the membership breakdowns
are different in the two surveys and no
corroborative material exists for the
earlier analysis, caution must be taken
in generalizing from the results.
Some significant points stand out. For
example,

Chief Accountants

Cost Accountants,
Accountants
and Internal
Auditors

Bookkeepers and
Accounting Clerks
Data Processing
Managers,
Programmers
and Systems
Analysts
CPA — Principals,
Partners, Owners,
Managers,
Supervisors
and Staff Members
Office Managers
and Supervisors
Professors and
Graduate Students

Other Personnel
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* Some 28% of the NAA membership in 1970 held top jobs with such
titles as presidents, partners, owners,
vice presidents, secretaries, treasurers
and controllers.
* 26% of the 1970 membership had
such titles as vice president, secretary,
treasurer, or controller as compared to
8.5% of the 1921 membership. This
would indicate that the Association has
substantially enlarged the proportion of
members in top management.
' NAA still draws most of its membership from the manufacturing sector
of the economy. In 1970, 45.6% of
members were employed in manufacturing; in 1921, 51.7% were listed as industrial accountants. The percentages
are almost identical if we include in
addition to those members listing their
employment in manufacturing the 6.6%
employed in mining, contract construction, transportation and communication.

Mister NAA'er
It is possible to put together a fairly
accurate profile of "Mister NAA'er"
from the information gained from the
membership -wide survey and from the
earlier opinion sampling. To begin with,
Mister NAA'er is a male (only 2% of
NAA members are female), married,
and has at least two children. Four out
of five members have children.
More likely than not, the typical
NAA member is between 35 and 50
years old and works as a secretary, treasurer or controller in a manufacturing
establishment somewhere in the Middle
Atlantic states or the East North Central States. He may, however, work
somewhere on the Pacific Coast where
11.8% of the membership are concentrated.
Members are truly part of the affluent
society. Most, including our typical
Mister NAA'er, earn salaries of more

than $10,000 a year. Almost half of the
membership (40 %) earn more than
$15,000 a year, and most members
(more than 80% ) have investments and
receive income from their investments.
Mister NAA'er has probably been at
his present company for more than five
years. NAA members are not job hoppers; 31 % had been employed by their
present company for less than five years,
while 48% had been with their company for 10 years or more. Twenty percent had spent 20 years or more with
the same employer.
This record of comparative stability
does not mean Mister NAA'er is not
mobile. He tends to move fairly rapidly
up the corporate ladder of advancement.
Nearly two out of three have remained
in the same job less than five years. Almost 30% had been in their present
job for less than two years.
Continued on page 59

Two MIS Studies to Be Published
In early Spring NAA will publish two
research reports in the series on computer -based information systems for
management, according to Stephen
Landekich, Director of NAA Research.
One study will deal with "Management Control of Information Systems
Development." The second report addresses itself to "Identifying the Information Needs of Marketing Management." Both studies were prepared
Under the direction of the NAA Research Department and the Committee
on Research.
The initial study in this series was
published in 1969 under the title,
Computer -Based Information Systems
for Management: A Survey. A general
assessment of the "state of the art,"
in management use of computer systems, it raised a number of questions,
opening new lines of research. Following tip on these lines, the study on information systems focuses on an especially problematic sector of corporate
systems management: managing the systems development activities that merge
a still rapidly advancing computer technology with growing managerial demands for information.
The report on information systems
development is based upon field research conducted in 18 large corporations representing diverse fields of
MANAGEMENT ACCOUNTING /MARCH 1971

American industry. Designed as a pioneering as well as a practical work, it
presents findings in the frontier areas
of management literature on the subject.
Harold M. Sollenberger, associate
professor at the Graduate School of
Business, Michigan State University,
authored the study. Dr. Sollenberger,
a Certificate of Merit winner in NAA's
annual manuscript competition, is the
author of an earlier NAA publication on
management information systems. In
June 1968, NAA published a monograph
written by Dr. Sollenberger, titled
Major Changes Caused b y the Implementation of a Management Information System.
The study on information for marketing management concerns a paradox
facing many corporations today. Although a company may receive extensive analyses of sales and selling costs
produced by computer -based management information systems, little of this
information can be applied directly in
making most day -to -day marketing decisions. The information can be used
in most cases only if judged intuitively
or analyzed further and very laboriously
by hand.
This study in NAA's series was initiated to help identify some of the information needs of marketing manage-

ment. The initial description of the
problem was borne out in the study.
Only two of 25 representative manufacturing fines that were selected to
participate proved to have marketing
information systems directly applicable
across a broad range of the firm's marketing decisions. Almost all of the other
firms had largely inapplicable systems.
A valuable feature of this report on
the information needs of marketing
management is a series of report formats
designed to show the types of analytic
information most needed but not now
available to most marketing managers.
The study shows that marketing, accounting and systems managers had not
joined together to develop reports of
these types in most of the firms studied.
The study, which was written by researchers at Booz, Allen & Hamilton,
Inc., an international management consulting firm, aims to be completely
practical. For example, the authors generally recommend the introduction of
components that can be added to present systems on the basis of currently
available source data, rather than the
creation of whole new systems or large scale econometric models.
Announcements of the availability of
the two publications will be made in
MANAGEMENT ACCOUNTING and in a
mailing piece to all members.
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Future Shock
STAND BY FOR AN ABRUPT COLLISION WITH THE FUTURE
By Robert F. Kelly
Manager, NAA Continuing
Education Program
"In three short decades between now
and the twenty-first century, millions of
ordinary psychologically normal people
will face an abrupt collision with the
future." From his opening sentence in
Future Shock,* Alvin Toffler guides us
through a fascinating and frightening
view of ourselves and society. Our collision course is brought about by too
much change.
The book presents a broad spectral
view on the ramifications of change and
the accelerated amount of change in
social life and behavior patterns. Toffler's
methodology reverses the time mirror.
He looks to future changes for examining
today's world —a future orientation as
opposed to the more widely used historic perspective. This future perspective
makes the book extremely exciting and
relevant for contemporary society.
The inspiration for Future Shock
arose out of an article for Horizon written by Mr. Toffler. Increasingly fascinated by the impact of change, he
spent five years visiting and interviewing
people, and exchanging views on change
implications. His travel brought him in
contact with those in the laboratories
and the novel and frightening products
for the future which could shatter preconceived notions of man and society.
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The result of this labor is synthesized
in Future Shock.
The book not only digs into subsurface aspects of change in our daily
lives, but brings together in a fascinating
presentation the more dynamic and
disturbing aspects in and affecting our
culture. Thoroughly intriguing and suspenseful, the book forces one to think of
the powerful impact of the accelerating
rate of change; what sectors are creating
change and how society must prepare for
and moderate change.
Problems of society created by change
appear to be overlooked in most of the
analyses of change. One of the major
problems is that change in our society
may not diffuse throughout society at
the same speed in all segments. Different
rates of diffusion will create a patchwork
quilt society. Different sectors receiving
different inputs of technology will be
reconsidering themselves in light of new
technology.
This is what Toffler means by "future
shock" —the rate of technology diffusion
involving greatly accelerated amounts
of change in society. All the behavioral,
institutional activities of a culture could
change so quickly as to superimpose a
new culture upon an old culture. If
human behavior cannot keep pace with
concurrent changes in part of the
environment, individuals will become
more susceptible to future shocks.
In the present day, change has become

a prevailing force in western civilization.
The more a nation increases technologically, the greater becomes its propensity for begetting more change to be
injected into society. The technology of
a society and its changes are extremely
important for any culture. The way we
perceive ourselves and our environment
is greatly affected by our technology;
therefore, changing our technology can
have a drastic effect on the way we see
our world with all its social institutions
and interpersonal behavior patterns.
Toffier is not so much concerned with
technological change as he is with the
rapidity of change itself.
Before taking us down the avenues of
change that are invading society, Toffier
makes his case concerning the accelerating rate of time. According to his social
and technological "change clock," somewhere in the twenties or thirties we
crossed a figurative Rubicon. The difference from now to that point in time is
as different as from then to the age of
Charlemagne.
For the purpose of illustrating the
change agents in society, Toffier takes a
three - pronged attack. In sequence he
considers transience, novelty, and diversity which are pervading our culture and
changing it. The first of the categories
may ,not be considered the most powerful, but it is definitely a significant
aspect of contemporary culture. It presents us with a unique view of ourselves
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and the desire for change and impermanence. Because of it, many of our
cultural social and political heritages go
by the board. We are so mobile we pass
through complete life styles in one lifetime.
Transience is conceived as our ability
to "use up" people, places, things, organizations and ideas. The impact of this
growing impermanence is seen in our
throw -away society, corporate and geographic nomads, and shifting personal
ties. Transience is the result of a basic
reduction in our durational thinking, or
how long things should last. Such a fast
"through -put" of people, places and
things or rapidity in making and breaking relationships affects our "sense of
ability—or inabilcommitment and
...increased rate of
ity—to cope." This
newness "strains our capacity to adapt
and creates the danger of future shock."
It is our own life styles which may disrupt our lives and create future shock.
As for novelty, it is quickly being delivered from the laboratory. If "transience is the first key to understanding
the new society, therefore, novelty is the
second. The future will unfold an unending succession of bizarre incidents,
sensational discoveries, implausible conflicts, and widely novel dilemmas."
Toffler depicts discoveries coming from
the labs, which will have shattering
impacts on our views of life, marriage
and family organizations. He gives a
preview, ranging from head transplants
through eugenics, possibly leading to
new concepts of parenthood. Cryobiol-

ogy forces redefinition of life and death,
if not philosophically, at least legally.

Change Check -Up
On a concluding note on change the
book shifts to consider diversity in society. Unlike many of the younger social
critics, Toffler believes society is not being molded and stereotyped. We are not
being deprived of choice. On the contrary we are faced with a uniquely 20th century phenomena of over - choice. We
select not just clothes fashions but also
complete life styles all available in unbelievable abundance. From all sides we
are bombarded with goods for our use.
The more choice we have the more individualistic we shall become. "A society fast fragmenting at the level of
values and life styles challenges all the
old integrating mechanisms crying out
for a totally new basis of reconstitution."
Having taken us on a journey through
a different society in which we see ourselves in a new light, Mr. Toffler next
shows us both the biological and psychological impact. Future Shock is a
syndrome which, although not medically recognized, does cripple and maim
as surely as any classified virus. It is not
an illness to be brought back from space;
it is a malady already with us. In looking
at present society, Toffler is able to show
numerous examples of this ailment,
biologically or psychologically constituted. On the biological level we are
shown a correlation between the extent
of change in a person's life and the ensuing illnesses. As a preventive measure,

Toffler recommends stability zones. Each
person should have a certain area in life
that will allow him to better cross major
change areas. Instead of annual physical
check -ups, we may require annual
change check -ups.
Looking at the psychological level,
Toffler points out that "...individual
rationality
depends upon continuity,
and order ...
and regularity in the environment." By not analyzing the impact of
change on our lives we are tampering
with "an environmental precondition of
rationality."
Suggestions for coping with this new
environment range from technological
ombudsmen and technological screening
committees to stability zones or communities of people going through major
life changes. TofAer's view is not a pessimistic one. We do have the abilitv to
control both direction and amount of
change — provided we awaken others to
the problem. This book represents one
man's urgent clarion call.
A reading of Future Shock does incite
the reader to deep thought upon the
problem of change. Many of the ideas
and trends disclosed have frightening implications and one does finish the book
in a state of mind, fulfilling the purpose
of the author —more future- minded and
possessing a new framework for perceiving many of the changing aspects of
life. An extremely important book for
anyone.
*Future Shock by Alvin Toffler, Random House, New York. $8.95.

MISTER NAA'er
Continued from page 57
If education is any criterion of a profession, NAA members can consider
themselves professionals. More than
three out of four have college degrees
and a substantial percentage have graduate degrees or taken graduate work. This
percentage of college- educated members is likely to grow as industry increasingly demands —and rewards —the
highly educated.
In the early days of cost accounting
when members were beginning to shape
their profession and sketch in the dimensions of their discipline, the Association appealed to some who were not
cost accountants. In the 1921 survey,
3% of the membership were listed as
industrial engineers. Almost five decades
later, there was no significant number
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of industrial engineers, but a new category of membership had emerged. The
1970 analysis showed that 4% of the
membership, or more than 2,700 members, are data processing managers, programmers and systems analysts.
Whether this percentage increases or
decreases in the next decade is a question which could possibly have an effect
on the direction the Association takes
and even on management accounting
itself. Then again a new class of membership may emerge.
By and large, the Association has
maintained its ability to attract not only
Mister NAA'ers who form the bulk of
the membership but also a cross section
of the people within the accounting
discipline. With 11% of the membership coming from the certified public
accounting area and 1% from the

academic area, NAA is guaranteed a
cross - fertilization of ideas from the
academy, public accounting and industrial accounting.
It is obvious from the data gathered
in the membership -wide survey that the
National Association of Accountants
rests on a broad base. Every stratum
of the accounting field, or accounting related fields, is represented on the rolls
of the Association. NAA members, on
the whole, are well- educated and well pai d. Fifty yea rs of busin ess ha ve
brought about an increase in status and
expansion of opportunities for the NAA
member; fifty years of technology have
also brought many changes in the accounting discipline. NAA members,
however, have taken these changes in
stride, increasing their contributions
many fold.
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NAA Board
of Directors
at Work

As directors and other members pick up their name badges,
before meeting begins, they also are given copies of reports of
the national committees and other material on NAA programs.

The NAA International Board of Directors held its first meeting in 1971 in New York. With more than 145 directors, vice
presidents, past presidents and chapter presidents attending,
the Board heard reports of the international standing committees and others. The two -day meeting drew an above - average
attendance, including chapter presidents and members of the
Stuart Cameron McLeod Societv, because of interest in the
Board's action on the dues structure for 1971 -72. Chaired by
President Ettore Barbatelli, the meeting discussed finances,
the Socio- Economic Program, credit awards for member attendance, the LEAP program, and other NAA programs. The
Executive Committee met prior to the meeting of the International Board of Directors. Pictured on these two pages are
the directors, vice presidents, staff members and others hard
at work on the Association's business.

Three of the chapter presidents attending the meeting at the
invitation of the NAA President were, I.-r., Frank D. Bowman,
Hampton Roads; Mrs. Lucille F. Taylor, Richmond, and Mrs.
Lillian V. Filardo, Greenwich - Stamford.

Listening attentively to presentations are International Vice
President Gordon A. Johnson and NAA Director Edgar Schmidt.
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Managing Director John E. Vavasour points out item of interest
to Past International President Colin A. Stillwagen. Past
International Presidents James E. Meredith, Jr., and Grant U.
Meyers also attended the Board meeting.
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International Directors (I.-r.) Paul W. Holt, Allan H. Seed, III,
and Robert 0. Feola listen closely to reports of committee
chairmen. All directors serve on at least one committee devoted
to NAA operations or programs.

Two International Directors from Hawaii, Hugh R. Pingree
(left) and Manuel R. Sylvester, were not too busy arranging the
1971 International Conference to attend meeting. Manny
Sylvester, who is Operations Chairman for the NAA meeting,
gave a progress report on planning for the Annual Conference.

Days of preparation go into the planning of every meeting of the
International Board of Directors. On hand to assist President

Ettore Barbatelli (right) are, I -r., John E. Vavasour, Managing
Director, and William M. Young, Jr., NAA Executive Director.
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TOTH has been appointed manager of

financial accounting for TRW Inc.

Chapter /Member News

T. E. HEYWOOD, Member-at-Large,Eng-

land, has commenced practice as a management consultant based at Bowdon,
Cheshire, England.
VICTOR J. LoeAsio, Member-at-Large,

Emeritus Life Associates

FROCK was named controller for Ray-

WILLIAM D. BARGER, Southwest Los

mond Bag Co.... FRED G. WALL has
been named executive vice president,
Robbins & Myers, Inc.

Angeles past president.
FREDERICK EBEL, Springfield.

C. RICHARD GUNZER, Brooklyn past
president.
C. A. HALVERSON, JR., Minneapolis.
MALCOM F. HILL, Chicago.
H. V. HOLT, Fox River Valley.
IRWIN B. HOXWORTH, Reading.
CLARENCE C. HOUSEHOLDER, Mohawk

Valley.
EARL O. HUFFMAN, Wichita.
ARTHUR V. JENNINGS, San Antonio.
WILLIAM T. JOHNSON, Atlanta.

ANDREW J. KIEFFER, Louisville past president.
DALE H. OCKERMAN, San Diego.
EDMOND D. PARKER, San Diego.
HENRY V. PARSONS, Springfield.
ARTHUR J. PETERMAN, Toledo.
GILBERT R. SMITH, Williamsport.
Roy L. WARD, Atlanta past president.
MISS LORYCE E. WHARTON, Jackson.

ALLEN BEss, Evansville, has been pro-

moted to head of the Department of
Accounting & Finance, University of
Evansville School of Business Administration.
JAMES R. MILLER, Fort Wayne, has

been named assistant vice president operations division, Fort Wayne National Bank.
DALE

BUCHNER,

Fox River Valley, has
been appointed vice president - controller
of Aurora Pump, a unit of General
Signal Corp.
DAVID I N M A N , Grand Rapids, is the new
controller at Heath Mfg. Co.
ROBERT H. FAUTEUX, Jersey City -Hudson president, is now manager of financial planning, Anaconda Wire & Cable.

WILLIAM
past president, is now vice president and controller, Coleman Tire Co.
M I L L N E R , Asheville

EDWARD J. KEOHAN, Boston, has been
elected treasurer of American Science
& Engineering, Inc.
DAVID L.

JOHNSEN,

Calumet, was appointed manager of accounting, Castings Div., Rex Chainbelt, Inc.
LAWRENCE M. RAGLAND, Chicago, was

recently elected treasurer and controller
of Burnside Steel Foundry Co.
NEIL A. JOHNSON, Dallas, has been ap-

pointed controller of Earth Resources.
JACK GERSTLE, Dayton, is now controller and director of operations, Restaurant Service Corp.... RONALD FIN62

E. KEITH CHASE, Mid - Hudson, was recently promoted to president of Highland Telephone Co.
WALTER KORONA, New Hampshire, was

promoted to treasurer of Transamerican
Shoe Machinery Corp.... LARRY OBERG

is now treasurer of Jewell Electrical Instruments, Inc.
THOMAS J. LEHMAN, New Haven, has
been elected treasurer of Drazen Industries, Inc.
ERNST B A R E U T H E R , New York, has been

named to the board of directors of
Patagonia Corp. He is vice president
and chief operating officer.

LES M. BLANK, Oakland -East Bay, has

been named assistant treasurer and
GEORGE CUTLER was named assistant

HAROLD C. HAASE, JR., Atlanta, has

JERRY F. CORNETT, Birmingham, has
been named controller at Peco Foods.

CHARLES M. HONEYCUTT, Memphis,
has been named treasurer and assistant
secretary of the Hunter Fan Division of
Robbins & Meyers.... JAMES MORRIS
was named comptroller of Gem, Inc.

R. J. KULKA, North Central Ohio, was
recently promoted to vice president and
member of the board at Philway Products, Inc.

Promotions and New Positions

been appointed comptroller and assistant secretary of the Agri - Chemicals Div.,
U.S. Steel Co.

England, has been promoted to vice
president at Booz, Allen & Hamilton,
Internationaal N.V.

ALFRED J. BLASCO, Kansas City, has

been named honorary chairman of the
board for ISC Industries, Inc., and Interstate Securities Co., a subsidiary.
Four Madison members were recently
named at Ohio Medical Products Co.
GREGORY MUSKAT was named Vice
president- manufacturing and distribu-

controller at Cutter Laboratories.
G. ALLEN HOUPT, III, Philadelphia,has
been appointed district manager for the
Manhattan District of the American
Appraisal Co.
J. B. ELDRIDGE, Piedmont, has been
elected comptroller McLean Trucking.
Two Pittsburgh members have been
named at Jessop Steel CO. MARVIN
HINE was named treasurer, and RICHARD ROSS, controller.

tion of equipment, KENNETH L. DAVIES
was promoted to controller, ROLAND
ELLIS was named assistant controller,
and JACK EWERS, supervisor of budgets
and evaluations.

ROBERT M. HENDRY, Princeton, has
been appointed financial administrator
and assistant treasurer of United Hospitals of Newark.

JOSEPH E. CALLIHAN, Los Angeles, has

ROGER T .

been named controller, Northrop Institute of Technology.
GEORGE STEWART, Member -at- Large,

USA, has been named assistant treasurer, Ciba -Geigy Corp.... EDWARD J.

BIRINGER,

past national director from Raritan Valley, has been
appointed administrator of The New
York Botanical Garden. He will continue as business manager.
REUBEN ALLEN, Richmond, has been
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named to the office of president of Data
Systems Corp.
WILLIAM CABELL,
chapter past president, is now vice president and counsel for Virginia Trust Co.

Time Off

JOHN SLAUGHTER, St. Paul past president, is now controller with Teig, Ross,
Klenert & Chica, Inc.
RONDO E. WHITING, Salt Lake Area, has
been appointed controller, Magnesium
division, National Lead Co.
RAYMONDD. JOHNSTON, San Diego, has
been named director of internal audit,
Westgate - California Corp.
IRWIN 1. MILLER, Union County, has
joined Transcontinental Music Corp. as
controller - special projects.... BERNARD
PRESCHEL Is now controller for Engelhard Hanovia, Inc.
JOSEPH J. WISNIEWSHI, Valley Forge, is
now controller of John Wood Co.
J. DEXTER PEACH and HAROLD L.
STUGART, Washington, have been promoted to assistant directors, Civil Division, U.S. General Accounting Office.
ROBERT J. FREEMAN, Worcester past
president, has been elected treasurer of
State Mutual Life Insurance.

Oops! We Goofed
JOHN HEATH, Southwest Los Angeles,
was elected vice president of Marshall
& Stevens, Inc., not president as erroneously reported in the February issue
OfMANAGEMENT ACCOUNTING.
Organization Service
JOHN V. VAN PELT, III, Birmingham,
has been named to serve on the Alabama Institute of Certified Public Accountants Editorial Advisory Board —
The Journal of Accountancy. Mr. van
Pelt is chairman of the NAA Committee on Research.
In Memoriam
MERLIN H. BECHER, 58, Princeton,
1968.
RALPH L. BERRY, 77, Milwaukee, 1923.
Emeritus Life Associate.
BENJAMIN BERRYMAN, 51, Dayton,
1966.
EILEEN E. BIETAU, 66, Rockford, 1965.
VICTOR A. ENGEL, 60, Dayton, 1941.
GEORGE A. FENNER, 54, Springfield,
1948.
HARRY F. HINDERER, 84, East Tennessee, 1953.
ELMERJ.KANIA, 47, Milwaukee, 1953.
MISSCLARE PONTZER, 76, Pennsylvania
Northwest, 1933. Emeritus Life Associate.
JAMES J.TAYLOR, 70, Memphis, 1937.
Emeritus Life Associate.
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"Why not ask your controller if you can co- mingle the down payment with Miscellaneous Expenses, Allowance for Bad Debts, and Absorption Costing ?"

Famous Forecasts that
Didn't Happen
Forecasting and planning tools, which
are being honed to a finer and finer
accuracy each passing year, still do
not encompass the genius who comes
along and says, "I got a wild idea.
What do you say we try this ?" What
if financial or other advisors, for example, had been on the scene when some
of history's great decisions were made.
It might have gone like this:
Financial Advisor to Napoleon:
"We ran an exhaustive computer
simulation and projected it fifty years
into the future and the data show that
the so- called Louisiana Territory will
never be worth more than a couple
million francs."
Advice to William Caxton: "According to the latest mathematical
techniques, and marketing expertise,
if your Bible sells 200 copies you'll
be lucky. You won't even be able to
get your return on investment."
Consultant to Orville and Wilbur
Wright: "You'll never get enough
paying customers to make it worth

vour while to build a flying machine.
Why should people fly when they can
travel by train in greater safety and
comfort ?"
Business Consultant to Christopher Columbus: "The voyage will
clearly cost more than it's worth. And
who will invest in such a risky
scheme? Mr. Columbus, we advise
against wasting your resources and
those of others on this fanciful attempt to find a new passage to India.
Better that you invest your savings in
land."

Wealth —A Dirty Word?
"Our system produces wealth. I realize that 'wealth' is a word that is
scorned by a lot of people today. But
how could we afford our massive educational system without the wealth
produced by the people who make
our economy move? Where would
we get the resources to care for the
poor, to look after the sick, to clean
up our air and water —if it were not
for the wealth generated by our free
economy ?"
President Richard M. Nixon
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Four Ac c ounta nts App oi n te d
To Cos t Ac c oun ti ng B oa r d
Now that all the members of the board
delegated to establish cost accounting
standards for defense contractors have
been appointed it can begin work. The
members of the board are Herman W. Bevis,
former senior partner of Price Waterhouse
& Co.; Robert K. Mautz, professor of
accountancy at the University of Illinois;
Charles A. Dana, manager of government
accounting controls for Raytheon Co., and
Robert C. Moot, comptroller of the Defense Dept. Comptroller General Elmer
Staats is the chairman of the panel.

$250,000 Pl edge d to Ai d
Stude nt s at B l ac k Col l e g e s
Grants totaling $250,000 have been
pledged by the accounting profession
to aid needy accounting students at five
black colleges. The funds were collected
or pledged in a drive by the AICPA's
Committee on Minority Recruitment and
Equal Opportunity to "racially integrate
the accounting profession in fact as well
as in ideal." The number of black and
other minority staff assistants at
leading accounting firms has risen 200 300% since the committee was formed two
years ago, according to the American
Institute of Certified Public Accountants.

with its time - sharing service business,
boasting that it had put into operation
the world's first international computer
network, including a tie into London via
Comsat satellite and transatlantic cable.

Task For c e 2000 Studi e s
Rol e of Can ad i an A c c oun tan ts
Accountants in Canada are also concerned
with how change will affect the accountant's role and, like the AICPA and NAA,
have established a long -range planning
committee. Called Task Force 2000, the
committee called for the codification of
accounting principles and the development
of useful financial statements. To accomplish these objectives, it recommended
that the planning committee be renamed the
Accounting Principles Committee. Formed
by the Canadian Institute of Chartered
Accountants (CICA), the committee noted
that "The adoption of these proposals
would recognize the importance of a
national authority on accounting principles and standards of financial disclosure and, hopefully, forestall government intervention in the exercise of
independent judgment by enhancing the
profession's role as the leading authority
on financial statement disclosure."

AICPA C ommi t t e e A d vi s e s R e vi e w
Of Standar d-Se tt i n g Rol e

M e r ge d C ompute r B us i ne ss e s
Conf or m Ac c oun ti ng Pr ac ti c e s

A special conference of prominent CPAs
chaired by AICPA President Marshall S.
When Honeywell and General Electric
Armstrong has recommended that the
merged their computer businesses last
American Institute of CPA's study ways to
year, accountants had to resolve the
improve its function of establishing
problem of different accounting practices. standards of financial reporting. The
The new company has adopted the Honeywell
conference recommended two study groups
practice of charging to inventory or
—one to consider the operations of the
capitalizing in rental equipment a portion Accounting Principles Board and one to
of hardware R &D costs, and also most
refine objectives of financial statements.
factory costs classified as manufacturing
Sma l l Cap i ta l O utl ays Pl ann e d i n ' 71
overhead. GE used to write some of these
costs off currently. Honeywell Board
A rise of only 1 %% in expenditures for new
Chairman James H. Binger also said that
plant and equipment in 1971 is projected
the company had changed from a six -year
by businessmen, according to calculations
to a five -year depreciation schedule for
of the U.S. Department of Commerce's
equipment shipped after Oct. 1. Prior to
Office of Business Economics and the
the merger, Honeywell used six -year
Securities & Exchange Commission. Outlays
straight line; GE used a five -year, or in
for 1971 are expected to total $81.7
some cases a modified sum -of -the years
billion compared with $80.6 billion now
approach.. .. Meanwhile, GE forged ahead
estimated for 1970.
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ARIL19=23
COURSES
Developing & Using Standard Costs ..... ............................... Mon. /Tue.
Flexible Budgeting & Performance Reporting .................... Wed. /Thu. /Fri.
Economic Evaluation of Capital Expenditures .................... Mon. /Tue.

Continuing
Uwafion Program

Basic Data Processing— Concepts & Techniques ................. Mon. /Tue. /Wed.
Concepts and Uses of Accounting for the Non-Accountant. Thu. /Fri.

Call or Write:
NAA Registrar
919 Third Avenue, New York, N.Y. 10022
(212) 759 -3444

ChN
FINANCIAL and EDP
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.
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