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PRESIDENT'S PERSPECTIVE

NAA and
Accounting Principles
Early last year the American Institute of CPA's appointed a
special committ ee charged wit h examining t he organizat ion and
operat ion of the Account ing Principles Board and with
det ermining what changes are necessary to att ain bett er results
faster.
NAA was invited to submit comments to this Committee,
which has as its chairman former Securities & Exchange
Commissioner Francis M. Wheat. I appointed a special
committee composed of five past international presidents of the
Associat ion t o formulate and present NAA's recommendat ions
to the Wheat Committee. As current President, I served as an
ex- officio member of this group.
Last Fall the report of this special commit tee was presented
before the Wheat Committee. The full text of that testimony
starts on page 12 of t his issue. In brief, we suggested that the
Board's responsibilities should continue to reside in a
nongovernment al body of approximat ely 18 volunt eer members,
with a paid, full -time chairman.
As to composition of the Board, we recommended that the
Board be made more broadly represent at ive to increase its
effectiveness. To that end, we urged that no less than 25% of
the new Board membership consist of those who actively
part icipat e in t he preparation of financial stat ement s and who
are from industrial, commercial or public ut ility companies.
We believe our recommendat ions, if adopt ed, will lead to a
stronger, more effective Board whose opinions could truly be
characterized as "generally accepted."
1 1 A �1 "
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J. G. UNDERWOOD
President, 1971 -72
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MAJOR CHANGES URGED IN APB RULES MAKING
Critics of the Accounting Principles Board agree on faults but disagree
on remedies during public hearings held to discuss how accounting
principles should be established. NAA calls for more representation
on Board from business.
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By Frank

A.
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The plight of the accountant is reviewed in the light of legal findings with
respect to generally accepted accounting principles.
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corporations or associations as compared with the individual or partnership form.
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By Peter J. Clemens, III
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Depreciation is of necessity an arbitrary allocation of cost. This
article shows that a method based on more than one variable
can be both systematic and rational.
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THE 1969 TAX REFORM ACT
AND EMPLOYEE MOVING EXPENSES
By Stanley B. Lee, Jr.
The sections of the 1 %9 Tax Reform Act pertaining to the tax
treatment of employee moving expenses present substantial
compliance problems for corporate employers who frequently
relocate many of their employees. In this article, the author
reviews the provisions of the new tax law which involve employee
moving expenses, and the compliance burden imposed on
corporate employers.
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THE ACCOUNTING PRECONDITIONS OF PPB
By Ernest L. Enke
The introduction of PPB throughout the executive branch of the federal
government was expected to revolutionize federal management. Since
then serious reservations about the effectiveness of PPB have been expressed. In this article, the author contends that PPB must be firmly
grounded in an effective accounting information system.
An award- winning article: Certificate of Merit
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Accounting Principles

N,

Li k e d e at h a n d taxes, the de ba te on account in g p ri nci pl es se ems l ike ly

to go on forever. It is an issue, of course, which goes to the very core
of the accounting discipline. The resolution of this issue and the problems
that hi nde r t he developme nt, pr omu lga tion a nd accept ance of p rin cip les

and rules, however, must be accomplished within the profession itself —or
accountants will jeopardize their independence.
NAA authors have written extensively on the topic, approaching it from
a n umber of angle s. In thi s issu e, Fra nk A. Fortunato discusses some of
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a special NAA Committee presented recommendations for changes in
Board operations. The text of this report also appears in t h i s i ssu e .
It is encouraging to know that although a fast - changing environment
continues to present new accounting problems, they will be discussed
r e se a r c h e d , a n d , e v e n t u a l l y r e so l v e d o n e way
y

,
r a n o t h e r . A c c o u n t i n g is
g

a vibrant, developing discipline and the articles in this issue attest to that
fact.
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ya" FREE!
"THE LEGAL SIDE Of
CREDIT &COLLECTION"
A Remarkable Reference Handbook That Tells You
About the Laws That Vitally Affect the Entire Credit and
Collection Field!
Mail the Coupon Below For Your FREE Copy
It's Yours . . . Absolutely FREE . . . to Introduce You
Free Trial Examination of the "Credit & Collection Management
Bulletin"
JUST

SEND

IN

receive your FREE

THE

COUP ON

copy of

BELOW

to

"THE LEGAL SIDE

OF CREDIT A COLLECTION."

"The Legal Side of Credit & Collection" is
an amazing handbook that gives you invaluable protection against costly mistakes
. . . that will help you avoid the dangerou s pitfalls tha t fa ce all credit executives!
It tells you how to guard against libelous
statements . . . what statements are libel
per se . . . complete details a bou t the four
methods for satisfying a claim . . . tells
you how to handle u nea rned discounts .. .
new orders from overdue accou nts ... how
to handle "N.S.F." check s!
"The Legal Side of Credit & Collection"
carefully explains all of the legal liabilities
of the credit executive. Within its many
pages, you'll find all of the "do's and
don'ts" of credit and collection procedure
—all of the steps you can take to protect
your company's interests!

Here is just a small sample of the tremendous wealth of information you will
receive issue after issue—
* 5 sure -fire methods that will bring in the
toughest delinquents —new concepts
proven successful by other companies!
* How to avoid swindles, potential bankrupts, and deadbeats!
* 4 ways to boost sales through better account analysis —one of the nation's
leading firms tells how they do it a nd
how you can do it!

You Must Be Satis fie d
or Pa y Not hing!

H U N D R E D S O F FAC T S . . .
Written in clear, non - technical language, it
covers libel laws, postal' laws, bad check
laws, credit card laws, bankruptcy laws,
installment buying, attachments . . . plus
dozens of legal credit and collection facts
and information!
Best of all, "T HE LEGAL SIDE OF
CREDIT & COLLECTION" is you r FREE
gift — simply for taking a look at the
CREDIT & COLLECTION MANAGEMENT BULLETIN, the famou s continuing
program of news and information for men
who must stay on top of every critical development in credit management!
SPO TS NE W T REN DS . . .
Twice each month, the "Bulletin" spots
trends and developments throughout the
credit world and reports them to you. The
editors interpret these innovations and tell
you how you can profitably apply them to
your own operation.
You will receive fact- filled articles about
federal and state legislation . . . be carefully informed on UCC rulings . . . keep
posted on latest management techniques
. . . learn the new ways to analyze credit
risks, evaluate credit applicants, accurately
determine the worth of potential customers!

MANAGEMENT ACCOUNTING /JANUARY 1972

• A series of dynamic collection letters that
will guarantee immediate positive results!
• How to cut turnover and operate your
office with topnotch efficiency!
• How to turn slow payers into profit makers!
These and scores of other proven profitable
credit management techniques—unavailable until now from a single source —will
come to your desk twice every month. There
is no end to the many ways the "BULLETIN" will help you to keep your receivables profitable, strong and healthy!
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month at the low cost of $2.00 a
month, plu s a few cents for postage and handling.
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Letters

TO THE EDITOR

Pollution Control and Marginal Businesses
Alvah W. Bearse's article, "Air Pollution: A Case Study"
(September, 1971) presented a discussion of one industry's
economic response to the challenge of meeting stringent environmental standards. The article revolved around one basic
theme —that of meeting new pollution standards and, at the
same time, maintaining a profitable business. Unfortunately,
the author neglected to state the problem as it confronts most
small pollution producing businesses.
The author demonstrates that one company, after installation
of pollution facilities, would be faced with an annual operating
cost increase of some magnitude, but could reduce this cost
increase significantly by making additional capital expenditures
which would improve efficiency. However, he ignored the plight
of the many companies which cannot even meet the basic cost
of required pollution control facilities, let alone increase capital
expenditures to help defray their operating costs.
Albeit, while there is long -run economic justification in the
demise of these marginal businesses which cannot meet all
productive costs, the acceleration of this process by governmental dictates presents us with an alarming picture of the
promotion of even more control of our economic system by
those who control the largest industries. That this is true can
be seen by examining the provisions of Section 169 of the
Internal Revenue Code — "Amortization of Pollution Control
Facilities." This section, decried by many critics as short - sighted
and of little value, benefits principally wealthy corporations
by providing substantial tax write -offs. Ironically, these companies have the least need of public assistance to eliminate their
pollution. Yet, for those unable to purchase the equipment
there are no incentives, and for those who buy the equipment
and find operating costs increasing to absorb full income, there
is the discovery that a tax credit against no income is the same
as no tax credit at all.
This process, coupled with similar tax incentives by state and
local authorities, will surely spell an unnatural end to many
of our economically viable businesses.
Anthony Retford
Portland Chapter
Portland, Ore.

increasing costs of hospital care is pure conjecture. It is my
feeling it would have helped, but not very much. Hospital costs
have increased over the past few years because:
1. Wages and fringe benefits are catching up with wages in
industry.
2. Modern medicine can save lives that were previously lost.
To do this has required very expensive equipment (intensive
care, and cardiac care units are just two examples of facilities
requiring heavy capital outlays, and a large number of employees per patient served).
3. Often cost increases are measured on the basis of cost per
day. Average length of stay has been decreasing, and the
heaviest costs are usually incurred in the first few days. It
is much better to compare cost per stay than cost per day.
4. The passing of the Medicare law in 1966 placed a demand
(administrative and medical) on hospitals that taxed hospital
capacity. Institutions have had to expand, and expansion
creates hectic times. Also, we are all familiar with what has
happened to the cost of building construction. In addition,
new systems, both financial and medical, had to be installed.
These have resulted in added costs.
As for those readers who might have concluded that hospitals
(or the industry) are grossly inefficient, I offer:
1. How many institutions utilize their facilities 24 hours a day,
seven days a week, 365 days a year? (Certainly not churches,
government, the school system, or even industry).
2. During the past few years a national reporting system
(H.A.S.) has been developed. This is an excellent start and
is beginning to show results.
3. A yearly hospital achievements contest with cash prizes for
cost savings projects has been in existence in Michigan for
a number of years.
4. The entire industry is searching for improved reimbursement
programs that develop incentives.
In summary, Mr. Grundy's article is correct; a financial reporting system is needed, and it will assist. But to allow the
reader to conclude that such systems do not presently exist,
that no one is working on them, that hospital management
(and the industry) is totally lacking proper business controls,
and that such controls could have prevented cost increases over
the past few years, is totally misleading.
Raymond R. Haggerty
Associate Director, Finance
William Beaumont Hospital

Hospital Accounting:
The Wrong Impression
Mr. Richard A. Grundy's article titled "Hospital Accounting"
(March, 1971) is well written and I am sure well intentioned.
However, there is a great danger in articles such as this one
and the many similar articles that have recently been written.
The danger is that the readers are left with the impression
that hospital costs are rising because they do not follow good
business practices and that all hospitals are inefficient.
Like any institution in existence, there are inefficient, marginal, and efficient hospitals. If the author undertook a survey,
he would find some hospitals with financial reporting systems
equal to or better than those found in industry, government,
or any other institution. Whether such reporting systems, over
the past few years, would have significantly slowed down the

Royal Oak, Mich.

Tax Depreciation
Since most capital expenditures programs are long -term projects, it would be much better for all of us in the long run
if we could adopt a simple but constant approach to problems
of depreciation. Such an approach would be based upon recognition that a taxpayer can deduct as depreciation only the total
of his cost.
I would propose that the taxpayer be allowed to make his
Continued on page 8
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The
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electronic
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The odds are in your favor! Victor now
offers the industry's most complete
family of low -cost MOS /LSI calculators�—ten American -made Series
1800s to choose from. Five Uni -Plane
display models. Five printing calculators. One should be the perfect match
to your job requirements.
Each features 14 digits, automatic
constants, and full - floating decimal
with underflow. All share the same
basic, conveniently- sequenced keyboard (learn one machine and you've
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basically learned them all). You can
match m ach ine to job exactly by
choosing one or two accumulating
registers, with or without square root
... or our one - register models.
Victor's printing calculators are as
fast with the answers as display models ... and almost as quiet. In fact, the
printing motor runs only when activated for printing. And it prints in nice,
big, readable type.
But why not see one in action?
There are Victor sales (and factory-

trained service) offices covering every
county in the U.S.A. They're listed in
the Yellow Pages under "Adding &
Calculating Machines." Your local
representative will be happy to demonstrate a Victor Series 1800 electronic calculator right in your office.
Just give him a call.
o
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Victor Complometer Corporation, Chicago, Ill. 60618
ALSO: Galt, Ontario, Canada and Zurich, Switzerland

LETTERS to the editor
Continued from page 6
own decision as to capital versus expense and as to the timing
of his depreciation deductions — subject only to certain restrictions. These limitations follow:
1. Any method may be used so long as the depreciation amount
does not exceed that amount obtained by using minimum
lives and the straight -line method.
2. Very low minimum lives would be established for a few
broad categories of assets. Example: 2 years for automotive,
5 years for equipment, and 10 years for structures.
3. Capital gains tax rates would apply only to the excess of
proceeds over original cost.
4. Tax treatment and book treatment must be the same.
Businessmen have long argued that they are better judges
of the economic useful lives of their assets and appropriate
depreciation methods. My approach adopts the philosophy that
the same depreciation calculation is satisfactory for both financial reporting and tax purposes. This philosophy also serves
to limit the amount of tax revenues deferred that will result
from taxpayers' exercise of this new -found freedom to establish
their own depreciation policies. Taxpayers would constantly be
compromising with themselves on their desires to reduce tax
payments and their desires to boost reported earnings.
The adoption of a philosophy that tax and book depreciation
be the same would also require that the present depreciation
reserves on the balance sheet be immediately adjusted if different lives or methods have been adopted for tax purposes.
Such adjustment would be placed in a deferred account and
amortized into the income statement.
Many advantages would flow from my approach. Major cost
savings would result because of reduced requirements for government employees to write regulations, to audit returns, to
hear appeals, etc. Taxpayers would also realize cost savings
through less internal paperwork. Users of financial statements
would be in a better position to understand a company's financial condition. Also, some businessmen might feel that they
were in a better position to compete with businesses in foreign
countries where depreciation policies are much more liberal
than our present ones.
All of the advantages are worth going after. I wish I knew
how this kind of proposal could be adopted.
James H. Toy
Corporate Planning Department
Deering Milliken Service Corp.
Spartanburg, S.C.

Country Clubs: Tax Exempt Status
Drs. Messer and McDaniel are to be complimented on their
article, "Accounting for Country Clubs," in the June, 1971,
issue Of MANAGEMENT ACCOUNTING. However, their three paragraphs devoted to Income Tax Status may not elaborate enough
on this important subject. The tax exempt status of these clubs
is of vital importance and every action must be taken with
its protection in mind.
Very few clubs engage 100 percent in exempt activities.
Investment income, including interest, the occasional payment
of a bill by a bonafide guest and the office Christmas party
held at the boss's club are just a few examples of non - exempt
transactions. On the other hand, reports of the Senate Finance
8

Committee hearings would indicate that an annual golf tournament is to be excluded from the unrelated business activity
classification, as not being a business "regularly carried on."
Since these activities may be taxable or non - taxable without
affecting the overall exempt status of the club, any cost system
must include provisions for allocating costs to these activities.
Many times the professional accountant, particularly those
of us in public accounting, are called upon to serve as treasurer
or render various accounting or tax services to country clubs.
Very little is available as a guide in the club area and with
the above tax consideration kept in mind "Accounting for
Country Clubs" provides many valuable guideposts.
Benjamin C. Mahrle, CPA
Senior, Tax Department
Ernst 6 Ernst, CPA's
Tampa, Fla.

In Search of Money
I thought that Mr. Storm A. Allman's article "In Search of
Money" in the August, 1971, issue was exceptionally well done.
It is most unfortunate, though, that several errors in the exhibits
detracted from the effectiveness of the presentation. (Exhibits
1 and 3 were transposed. Ed.)
I also think that Exhibit 1 would have been improved by
clearly indicating which figures were actual and which were
forecast. Since Column 4, Fourth Quarter, and Column 5, Year
End 71, were identical, one of them could have been eliminated
thereby reducing the number of figures without a concomitant
reduction in the information provided by the Exhibit.
David Stanley
Miami Chapter

Miami, Fla.

Evolutionary Developments
Conrad Giesler's article in the October, 1971, issue of MANAGEMENT ACCOUNTING entitled "Budgeting for Multiple Operations" details some of the initial steps in computerizing financial
reporting systems, but does not go far enough. I would like
to outline what evolutionary developments could be applied
to the system over the.next five -ten years, using, for example,
the budgeting function which is relatively amenable to initial
computerization because of the comparatively simple structure
of accounts in a budgetary income statement and expense detail
analysis.
In some firms, dynamic product or market environment
factors require constant reorganizations of departments and
divisions which necessitate retrofitting of the original budget
prepared for what has become an obsolete organizational entity.
A programmed module to enable such organizational changes
to be automatically comprehended in the budget is a useful
addition. Building on this, it is logical to program the computer
to revise prior actual monthly results to the new organizational
basis, including significant ratios such as expense as a percent
of sales.
After a few years of experience with a batch output system
such as this, it becomes possible, in those firms enjoying sufficiently larger computer installations, to arrange for on -line
printout and display of these financial operating reports either
on CRT terminals or small local printers in the various locations.
Continued on page 24
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NAA PRESIDENT ASSUMES
NEW RESPONSIBILITIES
/. G. Underwood Named
Chief Executive Officer
Of Harsco Corporation

J. G. Underwood, President of the
National Association of Accountants, was named Chief Executive
Officer of Harsco Corporation at
the December 14th meeting of the
Board of Directors. J. T. Simpson
will continue to actively serve the
Corporation as Chairman of the
Board.
President
Underwood, who
stresses the virtues of self- development in his role as President of the
Association, can point to his own
career as a case in point. He joined H. &S. Pogue
Co., in Cincinnati, as a stock clerk and mail clerk;
later switched to the M. Werk Soap Co., as a
cost accountant. He attended the University of
Cincinnati Evening College.
Acting on a recommendation from a fellow
NAA member, Mr. Underwood joined Taylor Wharton Iron & Steel Company in 1951. It was
an excellent decision, for Taylor - Wharton was
acquired by Harrisburg Steel Corporation two
years later. In 1956 Harsco Corporation was
formed as a vehicle for the merger of Harrisburg
Steel and its wholly -owned subsidiaries, including
Taylor - Wharton, into a single unified enterprise.
As a financial and accounting executive in the
new corporation, Mr. Underwood participated in
decision- making that saw the company develop
into a large, diversified international organization
with operations falling into five major groups:
Primary Metals, Fabricated Metals, Construction,
Defense and International. The far -flung operations, with annual sales exceeding $300 million,
are coordinated by the corporate offices in Camp
Hill, Pa., a suburb of Harrisburg.
President Underwood, whose community and
MANAGEMENT ACCOUNTING /JANUARY 1972

professional interests have grown
along with his business responsibilities, joined the Association in
1936, affiliating with the Cincinnati
Chapter. He served as president of
that chapter in 1948 -49 and later
affiliated with the Lehigh Valley
Chapter and the Harrisburg
Chapter.
His service to NAA at the national level has been continuous
since his election to the Board of
Directors in 1960. Just prior to his
election as president of the Association, he was
chairman of the Committee on Finance, 1969 -71.
Since his election to the top position in the
Association, Mr. Underwood has spoken out vigorously against inflation. He told NAA members
at the NAA Annual International Conference in
Hawaii that this country was on the verge of a
great decision determining whether or not it will
continue to lead the world or fall back into a
second -class status. He has continued to urge fiscal
and budgetary responsibility and a re- dedication
to the principles of the free enterprise system.
As leader of the Association, he has strongly
supported the establishment of an educational
attainment program under the auspices of NAA.
In visits to chapter and other Association meetings
he stresses the importance of educational opportunities open to NAA members through their
membership in NAA. Self- development has many
dimensions, he suggests, including both formal
educational programs and informal —but very important— professional contacts.
As the head of a multi - national corporation,
President Underwood works long hours and makes
numerous trips in this country and abroad.
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Over 11,200 successful CPA candidates
have been coached by
International Accountants Society, Inc.

"If you don't pass your CPA examination
after our CPA Coaching Course, we'll coach you
without additional cost until you do!"
DONALD R. MORRISON, CPA,
Director of Education of IAS

You may be eligible for
GI Bill benefits
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
maximum use of the time available,
starting as soon as you enroll and continuing right up to the examination
dates.

MORRISON, CPA

Send today for free report
To get the complete story on how you (or some member of
your staff) can benefit from the proven IAS C PA Coaching
Course, just fill out and m ail the coup on b elow. No
obligation.

r

c3a

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

us

Any 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 question —how you decide,
quickly, the exact requirements for the
solution— construct an acceptable preDONALD R
sentation— 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, 1971, 11,247 former IAS students
who had obtained all or a part of their accounting training
through IA S had passed CPA examinations. Our CPA
Coaching Course is proven so effective we can make this
agreement with you:

209 W . Jac ks on Bl vd. . Chicago, Illinois 60606
Att: Director of CPA Coaching
4F1 -239
Please send me your new report on the IAS CPA Coaching Course.
I understand there is no obligation.

I
I
I

Name
Address

I
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 w i l l
supply, at no extra cost, up to 30 additional elective assignments, complete with model answers, for brush up study.
MANAGEMENT ACCOUNTING/ JANUARY 1972

I
I
I
I
I
I
I

Apt.

City
State

Zip

Employed by

APPROVED
GI BILL

Check here if eligible for GI Bill benefits.
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Past International President I. Wayne Keller presents NAA testimony before Wheat Committee,
shown at left. See story below.

MAJOR CHANGES
URGED IN
APB RULES MAKING
Critics Of The Accounting Principles Board
Agree On Faults But Disagree On Remedies During
Public Hearings Held To Discuss How Accounting
Principles Should Be Established; NAA Calls For More
Representation On Board From Business

"In its 12 -year history the Accounting Principles Board
has produced four Statements, 21 Opinions and 1,000
critics." This remark by current chairman of the APB,
Philip L. Defliese, sums up the position in which the
controversial rules- making body of the accounting
profession finds itself today.
Some of its critics had an opportunity to air their
concerns about the Accounting Principles Board during public hearings held before a special AICPA Committee last November. The committee, headed by
former Securities & Exchange Commissioner Francis
M. Wheat, is called the Study Croup on Establishment of Accounting Principles.
12

When it was appointed earlier this year, the committee was given the mandate to "examine the organization and operation of the Accounting Principles
Board and determine what changes are necessary to
attain better results faster." It was contemplated that
changes could involve anything from minor procedural
matters "to complete replacement of the part -time
volunteer Board by a full -time Board with a court -like
appeal mechanism."
(A second study group was also named at the same
time by the Institute. This one, whose chairman is
Robert M. Trueblood, chairman of the board of directors, Touche Ross & Co., was appointed to analyze
MANAGEMENT ACCOUNTING /JANUARY 1972
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and refine the objectives of financial statements.)
The Whea t Commit tee heard a wide variety of
opinions during its two days of hearings. Six of the
"Big Eight" accounting firms presented oral testimony.
In addition to the National Association of Accountants, others who testified included the Machinery and
Allied Products Institute, the Corporate Accountability Research Group, and the Financial Executives
Institute.
In general, those who testified agreed that the APB
should remain a non - governmental body, should continue to be under the auspices of the AICPA, and
should conduct more research before promulgating its
opinions. From that point the opinions varied considerably on size of the Board, makeup of the body, and
on the question of whether or not it should continue
to be a volunteer panel or a paid, full -time body.

Pledges $1 Million
Both Peat, Marwick, Mitchell & Co., and Touche
Ross & Co. emphasized that the Board had to be more
responsive to the public. The former firm called for
expansion of the present 18 -man board to a 21 -man
body, the balance of additional seats to be occupied
by "public interest representatives." On the other
hand, Touche Ross urged a small, full -time five- or
seven - member board. Haskins & Sells proposed that
a three -tier body be created, consisting of a Foundation for Advancement of Accounting and its Board
of Trustees, a full -time paid Accounting Principles
Commission and a part -time, non -paid Committee on
Applications of Accounting Principles. The firm said
it would pledge $1 million over a five -year period to
help finance such a new system.
The most detailed analysis of the Board, its history
and its problems was presented by Arthur Andersen
& Co. Indeed, Harvey E. Kapnick, Jr., chairman of
the CPA firm's board, may have helped trigger the
MANAGEMENT ACCOUNTING /JANUARY 1972

hearings with a letter which he wrote on November
16, 1970, to the AICPA president. The CPA firm
focused on two faults: the lack of definition of objectives of financial statements and basic organizational
wea k n esses. T he fi r m r e c o m m e n d e d a five- or seven member full -time board composed of members knowledgeable in the areas covered by APB opinions but
who did not necessarily have to be practicing CPA's
or members of the AICPA. It also urged that public
hearings be held on significant matters under consideration.
LeRoy Layton, senior partner of Main Lafrentz &
Co., and a former APB chairman, conceded that the
"will of the majority had gone down the drain on
a number of opinions," because of the need for compromise to achieve the two- thirds vote necessary to
carry a proposal. He called for a majority vote on any
new board. The chairman of the APB, Philip L. Defliese, defended the current Board, but agreed that
it could profit through representation of more viewpoints. He recommended a 21- member Board supervised by a full -time chairman and supplemented by
four ad hoc members when considering specialized
areas. These four members would include two practitioners and two industry accountants. Mr. Defliese is
managing partner of Lybrand, Ross Bros., & Montgomery.
Arthur Young & Co. recommended a volunteer
board about the present size and composition supported by more and better research and a larger staff.
Both the National Association of Accountants and
the Financial Executives Institute called for increased
business representation on the Board. FEI urged that
as much as 40 percent of the total membership be
made up of business representatives, while NAA suggested that no less than 25 percent of the membership
be composed of those who actively participate in the
preparation of financial statements. Both recommended that the rules - making body seek the advice
13

NAA SPECIAL COMMITTEE ON ACCOUNTING PRINCIPLES

MEYERS
President, 1 %9 -70

BARBATELLI
President, 1970.71

KELLER
President, 1953 -54

MEREDITH
President, 1968 -69

and participation of all responsible parties at the
earliest possible stage of its deliberations and also hold
open public hearings. (The text of NAA'S statement
follows this summary of the hearings.)
A forceful presentation of the industry viewpoint
concerning accounting principles was presented by the
Machinery and Allied Products Institute. Institute
spokesmen urged the committee and the AICPA to
look at the philosophy of the Accounting Principles
Board as well as its organization. There is a respon-

MORISON
President, 1 %7 -68

UNDERW OOD
President, 1971 -72

sibility to business management as well as to the
investing public and creditors, they pointed out. One
MAPI representative displayed charts supporting the
view that full disclosure of product line profits and
sales could help foreign competitors to zero in on an
industry and capture the market from American corporations.
The study Group on Establishment of Accounting
Principles is expected to submit its report to the
American Institute of CPA's sometime this Spring.

REPORT OF NAA SPECIAL COMMITTEE TO THE STUDY ON ESTABLISHMENT OF
ACCOUNTING PRINCIPLES
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On November 3 -4, 1971, a special study group apDivision, Gillette Corp., Boston, Mass.
pointed by the AICPA held public hearings to review
Past International President Keller, who is Chairthe establishment of accounting principles. (See preman of the Management Accounting Practices Comceding story.) NAA was invited to present its views
mittee, presented the special NAA committee's report
to the Committee on the Establishment of Accounting
to the study group. Following is the text of the statePrinciples. Accordingly, recommendations were develment.
oped by a special committee appointed by President
J. G. Underwood.
Composed of five past international presidents of
the Association, the committee included: Grant U. 1. Establishing Accounting Principles —Scope
of the Task
Meyers, Chairman of the Committee and Chairman
The NAA Committee concluded that it's response
of the Board of the Oil City Iron Works, Inc., Corcovers only accounting principles and /or standards as
sicana, Texas; Ettore Barbatelli, President, The Amerthey relate to financial reporting requirements and /or
ican Appraisal Co., Milwaukee, Wis.;1. Wayne Keller,
certifications by accounting firms. Also, it would be
CPA, former Vice President and General Manager of
more accurate and useful to refer to "financial acInternational Operations, Armstrong Cork Co., Lancounting and reporting standards" than "accounting
caster, Pa.; James E. Meredith, Jr., CPA, Partner,
principles."
Lybrand, Ross Bros. & Montgomery, New York, N.Y.;
In its discussion of what is meant by the term
and Thomas L. Morison, CPA, President - Emeritus of
"accounting principles," the NAA Committee reBentley College, Waltham, Mass. J. G. Underwood,
viewed such areas as accounting concepts, principles,
President, Harsco Corp., Harrisburg, Pa., served as
standards, rules, disclosures and regulations. It could
ex- officio member of the committee.
not concur unanimously on the definition of these
In its deliberations, this Committee was assisted
terms and agreed that they must be the subject of
materially by several prominent NAA members: Joextensive future study.
seph Bond, Executive Vice President, Crowell, Collier
Nevertheless, in general the NAA Committee de& MacMillan, New York, N.Y.; R. Leslie Ellis, Vice
termined that:
President, Controller & Director of Management Ina) accounting concepts are relatively fixed with
formation, Armstrong Cork Co., Lancaster, Pa.; John
respect to the function of time,
J. Fox, Partner, Lybrand, Ross Bros. & Montgomery,
b) accounting principles change relatively slowly
Chicago, Ill.; E. W. Kelley, President and Chief
over a somewhat shorter term, and
Operating Officer, Consolidated Cigar Corp. and
c) accounting rules must be relatively flexible
President, Consumer Products Division, Gulf +
with respect to changing economic, social and
Western Industries, Inc., New York, N.Y.; Alfred
political conditions.
King, Controller, The American Appraisal Co., MilWe (the NAA Committee) recommend that sepawaukee, Wis.; and Allen H. Seed, III, Vice President,
rate committees of a new body (refer to question 3),
New Business Development, Gillette Safety Razor
Continued on page 58
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THE QUEST FOR FAIRNESS
IN ACCOUNTING
Accountants At All Levels Must Call Them As They See Them —
Through Clear And Sharp Spectacles,
Not Rose - Colored Glasses

By Frank A. Fortunato

laws, regulations, rulings, and court decisions, all endeavoring to protect the general public.' For the most
part, the "rule of reason" doctrine prevailed; i.e., the
test was that of "reasonableness," a question of fact'
and accounting data and practices figured prominently

The quest for fairness in the presentation of financial
matters has always been, and still is, the objective of
the accounting profession. Through such organizations
as the American Institute of Certified Public Accoun- in the outcome.
In 1915, Congress adopted the Federal Trade Comtants, the American Accounting Association, and the
National Association of Accountants, concerted efforts mission Act which set up the Federal Trade Commis
have been made to establish standards founded upon sion with broad powers. The objective was to bolster
strong theoretical concepts and practically applied. the Sherman Anti -Trust and Clayton Acts and to "stop
Yet, the accounting profession, specifically those en- in their incipience acts and practices which, when full
gaged in public work, has found itself involved in blown, would violate those acts." ' In 1933 and 1934
disastrous lawsuits. Misuse of the professional accoun- the Securities Acts were passed and they have had
tant's work, in particular the condensation of his re- an even greater impact upon the accountants.
The 1960's found the accounting profession deluged
ports, has been a matter of concern for many years.'
with
work, and at the same time, plunged into perilous
All who come in contact with his work use it for their
lawsuits.'
This trend appears to be continuing into
own purposes— creditors to justify loans, management
to measure performance, and shareholders to justify the 1970's, creating an even greater chasm. Although
their investment. As long as external users get hurt, the cases involve the public accountant, the legal
a search for someone (other than themselves) to blame approach used poses potential threat to business management through the private accountant.
ensues. The usual "scapegoat" is the accountant.
Legal jurisprudence, through the rules of evidence,
The objective of this article is to review in brief
some of the occurrences which contribute to the ac- maintains that if reasonable minds could differ the
countant's plight and to a pply the out come to its matter must be decided by a jury. A jury addresses
logical conclusion. Hopefully, this will demonstrate itself, therefore, to matters of a factual nature. Since
the legal dangers present whenever financial data is accounting is not an exact science, (reasonable minds
reported and made available to the general public for could differ) such matters are for the jury to interpret.
In an attempt to protect the general public, accounting
its use.
interpretations by juries may require much improveLaws , Re gula tion s, Rulin gs, and
The first act which produced an enormous amount of civil and criminal litigation
was the Sherman Anti-Trust Act enacted by Congress in 1890. This Act was
Cour t De ci si on s
strengthened by the Clayton AM adopted in 1914.
For well over three - fourths of a century, business
Standard Oil of New Jersey v. United States, 221 U. S. 1; 31 S. Ct. 502 (1911).
in the United States has been subjected to statutory
E.T.C. v. Motion Picture Adv. Service Co., 344 U. S. 392, 73 S. Ct. 361, 97
- "Accountants are awaking to the danger which lies in condensation of their
re ports and sonic of them are insisting upon a clear, and full reproduction of
their original certificates and statements." From an editorial, "Misuse of Account•
ing Certificates:' The journal of Accountancy, August, 1920. (Reprinted in part
Accountancy, August, 1970, p. 32).
in The journal

of
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F. A. FORTUNATO
Youngstown chapter
1968, is an Assistant
Professor at Youngstown State University.
Professor Fortunato,
experience
whose
ranges from positions in
private and public accounting to the practice
of law and teaching,
holds A.B.A. and I.D.
degrees from Youngstown State University
and an L.L.M. degree
from Case- Western Reserve University.

L. Ed. 426 (1953).
`Lee Berson, "CPA's Under Fire;' The Wall Street Journal, Nov. 15, 1966, p.
13; it is reported that 100 lawsuits were pending against auditors in late 1966.
Also, Louis, "The Accountants are Changing the Rules;' Fortune, June 15, 1968,
p. 77. He reports that as many claims were filed against accountants in 1968
as in the previous 12 years.
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accounting of
business
transactions
begins
with the
management
accountant."

ment or outright change insofar as compilation of
internal accounting matters are concerned.

The Continental Vending Case
The controversy in point is that of the United States
versus Simon, or more commonly referred to as the
"Continental Vending Case." ° The legal controversy
began under three counts of an indictment charging:
"The drawing up and certifying of a false or misleading
financial statement for Continental Vending Machine
Corporation." The facts have received much publicity
in professional journals and, therefore, a restatement
of them is deemed unnecessary.' What is important,
however, is the legal approach used at the District
Court level as the initial step in the litigation and
the opinion rendered by the Court of Appeals for the
second circuit.
At the end of the trial, the instructions given by
the presiding judge to the jury centered around the
importance of generally accepted accounting principles
in determining the fairness of the financial statements
of Continental as Tendered by the public accountants
at September 30, 1962.8 The charge as actually given
relegates generally accepted accounting principles to
the status of matters of fact and are for a jury to
decide. In effect it removed these principles from the
realm of standards to which all accounting activities
must aspire and reduces them to the mere determination of use of "good faith" on the part of the
accountant. The relevancy of accounting principles can
be completely ignored in any determinations made
by a jury. Such hard and fast principles as consistency,
conservatism, and, yes, even recording assets at historical cost can become matters of propriety and relevance
which must be determined by a jury.

Responsibilities of Management Accountants
The accounting of business transactions begins with
the management accountant. As an employee accountant, is he less a professional accountant than those
who offer their services in public work? Does it mean
that he surrenders his independence? Is the responsibility of the management accountant only the doing
of mechanical functions, or is he in a position where
he could "stop in their incipience acts and practices
which, when full blown, would violate. . ." laws, rules,
regulations, or personal rights of third parties directly
or indirectly. If he is not responsible, it would be
necessary for public accountants to verify every detail
of every transaction in order to render financial stateUnited States v. Simon, F 2d, CCH Fed. Sec. L. Rep., Paragraph 92, 511 (2nd
Cir 1969); Supreme Court denied certiorari March 31, 1970, 397 U. S. 1006 (1970).
This case is commonly referred to as the "Continental Vending Case" and is
reprinted in The Journal of Accountancy, February, 1970, p. 61.
'Material concerning this case can be found in the following issues of The rournal
of Accountancy: December, 1966, p 20; March, 1968, p. 10; April, 196$, p. 3;
August, 1968, p. 14; November, 1968, p. 9.
The entire reference made by the Court of Appeals to the instructions given
the jury is as follows: "Dealing with the subject in the course of his charge, he
said that the 'critical test' was whether the financial statements as a whole 'fairly
presented the financial position of Continental as of September 30, 1962, and
whether it accurately reported the operations for fiscal 1962.' If they did not,
the basic issue became whether defendants acted in good faith, Proof of compliance
with generally accepted standards was evidence which may be very persuasive
but not necessarily conclusive that he acted in good faith, and that the facts
as certified were not materially false or misleading. The weight and credibility
to be extended by you to such proof, and its persuasiveness must depend, among
other things, on how authoritative you find the precedents and the teachings
relied upon by the parties to be, the extent to which they contemplate, deal
with, and apply to the type of circumstances found by you to have existed here,
and the weight you give to expert opinion evidence offered by the parties. Those
may depend on the credibility extended by you to expert witnesses, the definiteness
with which they testified, the reasons given for their opinions, and all the other
facts affecting credibility, .." (emphasis added) Journal of Accountancy, February,
1970, p. 65.
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ments which would survive the test of the accounting
principles as outlined in the Court's instructions to
the jury.

Example
Perhaps a simple hypothetical example with arithmetical illustrations will serve to emphasize the logical
application of the Continental decision.
Assume a shareholder acquired his stock a number
of years ago. His decision to acquire and to retain
his stock was based upon such norms as earnings per
share, book value per share, sales expansion trends,
etc. The financial statements he sees are prepared from
information maintained and recorded in accordance
with generally accepted accounting principles that all
transactions will be recorded at cost. Such information
reported on a comparative basis would then appear
as follows:

Year
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970

Earnings per
common share
as reported
in the 1970
Annual Report
$

"The

.78
.50
.14
.46
.77
.84
1.01
1.45
1.97
1.10

Although the conventional external financial statements upon which he relies show steady sales and
profits per share increases, an economic fact is that
inflation since acquisition of his stock has continued.
Would it be logical for this shareholder to argue that
the financial management of this business rendered
"false or misleading" information relative to its financial performance?
Management's care and concern for proper computation and reporting of earnings per share has long
been demonstrated. 10 Management abilities are
equated to this computation. Therefore, the failure
to adjust such computation for the effects of inflation
could logically be construed as publishing "false or
misleading" information. The absence of any reference
to the effects of inflation upon financial reports would
fit squarely within the scope of the Court's instructions
of the "critical test." The argument to the Court
would be that the information released by management is based upon the concept that the value of the
dollar is stable. In reality the value fluctuates; the
report as submitted is self- serving and rendered for
personal gains of management. Thus, it constitutes
a fraudulent conspiracy of a criminal nature. Exhibit
1 illustrates the type of evidence that might be presented.
° This example is taken from the 1970 actual annual report of a public corporation.
The prominence accorded earnings per share computation has prompted the
Accounting Principles Board of the American Institute of Certified Public Ac,
countants to issue Opinion No. 9. "Reporting the Results of Operations." New
York, December, 1966, pp. 106139.
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Exhibit 1

Exhibit 2

ADJUSTED EARNINGS PER SHARE

ADJUSTED COMMON SHAREHOLDER EQUITY

Price
leve l of

Ea rn in gs

Ea rn in g s pe r

Accounting

the dol lar

pe r sh a r e

sh ar e a dj us te d

yea rs

exp re s se d i n

as re p o rt e d

to r efl ec t

Co m m o n s h a r e ho l d e r eq ui ty
Cur re nt

re p o rt e d

pe r ce n ta g e

pr ic e le ve l

(1)

to com m on
sha re hol de rs

cu r r e n t p r i c e

by m a n ag e m e n t

level s ( 2)

exp r es s e d i n

As r e po r t e d

to r ef le c t

1961

100.00

$ .78

$ .780

pe r c e nt a g e

1962

97.00

.50

.485

Ye ar

(1 )

to
s h ar eh ol de rs

pr i c e l eve l ( 2 )

Ad j u s t e d
de c l in e in

1963

95.10

1961

100.00

92.25

.14
.46

.135

1964

.425

1962

97.00

5.21

5.05

1965

89.50

.77

.690

1963

95.10

5.50

5.23

1966

86.80

.84

.730

1964

92.25

5.74

5.30

1967

84.20

1.01

.850

1965

89.50

6.08

5.44

1968

81.65

1.45

1.185

1966

86.80

6.91

6.00

1969

79.20

1.97

1.560

1967

84.20

8.13

6.85

1970

76.80

1.10

.845

1968

81.65

11.86

10.04

1. Ro u n d e d t o n ea r e s t 0 0 . 0 0 %

1969

79.20

13.68

10.83

2. Ro u n d ed t o ne a r e st h a l f c e n t

1970

76.80

14.50

11.14

3. Ba s e y e a r o f co m p ar i s o n i s 1 9 6 1
4. As s um e the p rice level of the doll ars decreas ed by three perc ent an nua lly

$

$

3.35

3.35

1. R o u n d e d t o ne ar es t 00 .0 0%
2. Ro u n d e d t o n e a r es t c e n t

Exhibit 3
EFFECT OF COMMON DOLLAR CONCEPT ON REPORTED DEPRECIATION EXPENSE
Pe rc e nt ag e
An nu a l D ep re c ia t io n

Years

needed

Value

An n ua l

re p o r t e d

to ad just

us i ng th e

Ba s e d o n

Ba s e d o n

de pr ec i at io n

com m on
do ll a r c on c ep t

pe r c e nt a g e
ra te o f

his t ori c al

de pr ec ia ti on

c os t

com m on
do ll ar c o nc ep t

exp e n s e
un d e rs t a t ed b y

An n ua l

1961

$42, 100
42, 100

100.0
103.0

42,100

1962

43,363

4.0
4.0

1963
1964

42,100
42,100

106.0
109.2

44,626
45,973

4.0
4.0

16.840
16,840

17,850
18,390

101,000
155.000

1965
1966

42,100
42, 100

112.5
115.9

47,362
48,794

4.0
4.0

16,840
16,840

18,940
19,520

210, 000

1967
1968

42,100

119.4

50,267

4.0

16,840

20,110

327,000

42, 100

123.0

51,783

4.0

16,840

1969

42, 100

126.7

53,341

4.0

450, 000

1970

42, 100

130.5

54,941

4.0

16,840
16,840

20,710
21,340

16,840
16,840

$16 8,4 00

Tot al

16,840
17,350

$

to com m on
do ll a r c on c ep t

$

Orig inal
exp en d i tu r e

$

by
m a na g em en t

-051,000

268, 000
387,000

21,980

514 ,0 00

$19 3,0 30

$2, 46 3,0 00

Al l Am o u nt s sh o w n to t he n ea r e st t ho u s an d .

Exhibit 4
EFFECT ON NET INCOME PER SHARE OF COMMON STOCK USING COMMON DOLLAR CONCEPT IN
REPORTING DEPRECIATION
Les s
pri c e

Ne t i n co m e
be f or e
Years

Ave r a g e n o . o f

pri ce l evel

level

Ne t i n c o m e

re p o r te d b y

sh ar eh ol de rs

de pr ec ia ti on

adjus tm ent

aft er ad jus t-

m a na g em en t

(t h ou s a nd s )

adju stm ent

fo r d ep r ec ia t io n

m e nt to ta l

adju s tm ent

adj us tm e nt
$ .78

In c o m e p e r c o m m o n s h a r e
Be f or e
Af te r

$ 1,950,000

$ 1,950,000

1962

2500
2500

$ .78

1,250,000

51,000

1,199,000

.50

.48

1963

2500

350,000

101,000

249,000

.10

1964

2500

1,150,000

155,000

995, 000

.14
.46

1965
1966

2500

1,925,000

210,000

2,100,000

268,000

.77
.84

.68

2500

1,715,000
1,832,000

1967

2500

2,525,000

327,000

2,198,000

1.01

.73
.88

1968

2500

3,625,000

387, 000

3,238,000

1.45

1.30

1969

2500

4,925,000

1.79

2500

2,750 ,000

4,475 ,000
2,236 ,000

1.97

1970

450,000
514,000

1.10

.89

$22, 550, 000

$2,46 3,000

$20, 087, 000

$9.32

$8.03

1961

Tot al
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Earnings
per share

Year
1961
1970

the finances of
the bidder ?"

Percentage of increase

.78
1.10

Earnings per share
adjusted to reflect
decline in price level

1961
1970

.78
.845

Percentage of increase

8.333

Exhibit 2 illustrates further, how the common shareholders' equity is distorted. If the proper adjustments
for inflation had been made, the facts would have
appeared thus:

3.35
14.50

$

1961
1970

Equity per share of common stock
As
After price
level
management
reported
adjustments
$

Year

Income per common share

41.02

Recast with the proper adjustments for inflation,
the facts would have appeared thus:

Year

Percentage of increase in income between 1961 and
1970 would appear as follows:

3.35
11.14

Rate of growth
percent
432.83
332.537
The fraudulent act was perpetrated by not adopting
the common dollar concept in reporting financial
matters." Costs of operation are distorted since com" See Accounting Research Study No. 6, Reporting the Financial Effects
ofPrice
Level Changes, AICPA, New York, 1963, pp. 169219.

Year
1961
1970
Percentage Increase

As
reported
.78
1.10
41.02

Using common
dollar
.78
.89
14.10
$

management
to supervise

mingling of current and historic costs exists. (See also
Exhibits 3 and 4.) If the common dollar had been
used, annual income per share of common stock would
have been less favorable.

$

obligation of

The charge is accentuated by comparing the earnings
per share as reported in 1961 with the earnings for
1970 which reveals:

$

"Is an

To regard generally accepted accounting principles
as matters of fact, the relevancy of which must be
determined by a jury, would render vulnerable all
current practices, procedures and applications. Combine this legal concept with the concept that employ -_
ees have vested rights in their jobs and with the practice of awarding contracts for critical parts to the
lowest and best bidder. An interesting question is
presented if such bidder goes broke. Has a fraud been
perpetrated if the employees of the firm awarding the
bid must be laid off due to shortage of the critical
part? Is an obligation of management awarding such
bids to supervise the finances of the bidder?

Conclusion
The management accountant, in particular those
having management decision authority, will be required to assume more responsibilities for the presentation of external reports. Such matters of intercompany or interaffiliate transactions should be scrutinized. With computer costs placed within reach of
more users, such accounting concepts as the common
dollar should be considered. Accountants at all levels
must call them as they see them — through clear and
sharp spectacles, not rose - colored glasses.
F1

William W. Wright (1917 -71)
William W. Wright, Chairman of the Committee on
Education and member of the Executive Committee,
died suddenly last November 20th. He was 54. Mr.
Wright joined the Association in 1948, affiliating with
the Jackson Chapter. He then affiliated with the Raritan
Valley Chapter and was elected president for 1955 -56.
He was elected vice president of the Association for
1962 -63. A member of the Stuart Cameron McLeod
Society, Mr. Wright had a management consulting firm in Newport Beach,
Calif. His many friends and colleagues in the Association mourn the
passing of one of its leading figures.
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TAX ASPECTS OF
PROFESSIONAL
CORPORATIONS
There Is No Clear Cut Answer To The Prime Question
Being Asked Today By Professional Men:
"Are We Better Off Tax -wise To Incorporate ?"

By George Weinstein
Professional corporations have mushroomed in the
past two years as a result of the Treasury Department's
announcement in 1969 that it would recognize professional groups as corporations for tax purposes. As a
result, the various state legislatures rushed to pass
enabling acts permitting professionals to incorporate.
Now virtually every state in the Union has such a
law in one form or another. When we consider the
fact that corporations also offer limited liability,' then
we can understand why this form of organization is
doubly attractive. However, it is the purpose of this
article to explore only the tax advantages and disadvantages of professional corporations or associations
as compared with the individual or partnership form.

Tax Advantages of Corporations
FRINGE BENEFITS
By far the most appealing of the tax advantages
of a professional corporation over an unincorporated
business are the fringe benefits available to the practitioners as employees of the corporation but not available to them as individuals or partners. The resulting
benefit to practitioners is in being able to provide
these benefits for themselves and their families with
before -tax, rather than after -tax, dollars. Any such
benefits, however, are limited by the ability of the
enterprise to meet the cost of one or more of these
fringe benefits, even though tax- deductible dollars are
being used. Included among these fringe benefits are
the following:
1. Pension and profit sharing plans
The laws of a majority of the states permitting professional corporations offer
the insulation of a practitioner's personal assets from liability on contracts and
from negligence or other torts by fellow practitioners or employees over whom
he has no direct control.
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2.
3.
4.
5.

Group life insurance
Medical reimbursement plans
Accident and health insurance plans
Death benefit —$5000

Under present law,
employees covered by qualified pension and profit
sharing plans have a distinct advantage over self employed persons because of a far more generous tax
treatment. Although the income earned in each cate- G. W EINSTEIN
gory is tax - exempt, the benefit is in the amount of New Haven Chapter
coverage available. The amount that may be contrib- 1971, is a Partner, Has& Sells, New
uted for an employee ranges from 15- percent of com- kins
Haven, Conn., in charge
pensation for a profit- sharing plan to 25- percent or of H & S tax practice for
higher if combined with a pension plan and actuari- the State of Connectially required; or if it is a money purchase plan. The cut. Mr. Weinstein
self - employed (Keogh or HR 10 plan) is limited to holds an A.B. degree in
Economics, an M.B.A.
10- percent of earned income or $2,500, whichever is degree in Accounting,
lower. Additional voluntary contributions (with addi- and an LL.B. degree in
tional tax -free buildup) may be made under both types Law.
of plans, but in the case of a self - employed person
only if the plan includes a "non- owner" or common -law
(real) employee.
A corporate plan also has greater latitude for exclusion of coverage and vesting of rights so long as the
provisions are not discriminatory, whereas an HR 10
plan must cover each "full- time" employee with three
years of service and it must vest rights immediately.
The payout of benefits is also much more flexible
for corporate plans, and lump -sum distribution made
in one year because of separation from service or death
are taxed as long -term capital gains whereas all payouts
to self - employed persons under HR 10 plans are taxable as ordinary income.'
PENSION A ND P ROFIT-SH ARIN G PL ANS.

Internal Revenue Code, Secs. 401 -404, as amended by the Tax Reform Act
of 1969. The ordinary income portion of the distribution may be averaged over
7 years by an employee as compared with 5 years by a self-employed, IRC Sec.
72 (n). In addition, under corporate plans the first $5,000 of death benefits is
completely free of income tax, IRC Sec. 101(b).
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"A word of
caution is in
order for anyone covered
by a self employed
retirement
plan . . . "

In the Tax Reform Act of 1969, however, Congress
attempted to remove in part a chief advantage of
corporate pension and profit- sharing plans over unincorporated HR 10 plans. Section 1379 was added to
the Code to provide that for tax years beginning after
1970 shareholder- employees (owning more than 5 -percent of the corporation's stock) of pseudo- corporations
(Subchapter S corporations) are subject to the same
limits as apply to self - employed owners under HR 10
plans; i.e., amounts set aside under qualified pension
and profit- sharing plans for such shareholder- employee
are no longer excluded from his income to the extent
they exceed 10- percent of the compensation paid or
$2,500, whichever is smaller. An important consideration, however, is that while the excess contribution
is taxable income to the employee, the funds may
be left in the trust to appreciate tax -free, and the
corporation is still entitled to deduct the entire contribution. Although this provision has caused and will
cause many professional corporations to switch from
pseudo- corporation to real corporation status, the benefits to be obtained in this area by operating as a
Subchapter S corporation are still greater than for a
self - employed individual or partner. In the latter case
a contribution in excess of the limitation is not only
not deductible but also the entire plan will be disqualified if the excess contribution is not refunded to a
more than 10- percent owner.
Congress further narrowed the tax - treatment gap
between corporate and self- employed retirement plans
with regard to lump -sum distributions on death or
retirement by adding Section 402 (a) (5) which treats
as ordinary income that portion of the distribution
representing employer contributions after 1969.
A word of caution is in order for any one covered
by a self - employed retirement plan who desires to
switch funds from his current plan to a new one established after the business is incorporated. This switch
in the past has been difficult, if not impossible. It
has been held to be a premature distribution with
immediate tax to the participants. However, in a
recent Letter Ruling,' the Internal Revenue Service
approved the procedure whereby the Keogh plan
trustee transferred the trust funds directly to the
trustee of the corporate plan. Such a transfer will not
be treated as a distribution subject to income or penalties, provided that no benefits are paid to the owner employee before he becomes 59Y2, except for disability.
This offers a simple solution to a retirement plan
problem of newly incorporated firms.
Corporate employees can
also achieve a valuable benefit in the form of tax -free
life insurance coverage through group insurance plans.
The tax law provides that the premiums are deductible
by the employer and the employee generally has no
taxable income on the first $50,000 of life insurance
coverage. Even if coverage exceeds $50,000, it could
still be advantageous to the professional employee
because he will generally be taxed at a cost (based
upon a Treasury table) substantially below the actual
premium cost for such additional insurance. Unincorporated professionals are allowed no such benefits, the
premiums on their life insurance having to be paid
with after -tax dollars and at a higher cost.'
GROU P TE RM L IF E INS URAN CE.

' Letter dated February 18, 1971, P -H Par. 55, 259.
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A disadvantage of a group plan, however, is that
because it must be nondiscriminatory in nature, coverage may have to be provided for certain employees
for whom the additional premium cost may make the
plan too expensive for the corporation to fund entirely.
Corporate plans which
pay medical expenses for owner - employees (and their
wives and dependents) have become very popular.
Payment of such expenses by the corporation can be
deducted by the business and are not taxable income
to the stockholder - employee.' Self- employed persons
get no such benefits, their payments for medical expenses being deductible only in excess of 3- percent
of their adjusted gross income.
The Treasury, however, has been challenging these
corporate medical reimbursement plans. While the
Internal Revenue Code does not require such plans
to be nondiscriminatory, the Internal Revenue Service
has attacked plans discriminating in favor of stockholder- employees and has achieved a fair degree of
success in the Tax Court. In one case ° the Court found
that where the self - employed person incorporated and
set up a corporate plan to pay his medical expenses,
the purpose of the plan was to benefit himself not
as an employee but rather as owner of the business
and sole stockholder. The Court held that, not only
were such payments taxable to the owner, but also,
no deduction was allowed to the corporation because
the payments were considered to be dividends. Since
one of the primary purposes for incorporating a professional business is to qualify the owners for employee
benefits, the rationale of this case could take away
such advantages where only shareholders benefit from
the plan.
MEDICAL REIMBURSEMENT P LANS.

Employees
may also be covered under accident and health insurance and wage continuation plans with favorable tax
treatment. Employer payments for such plans are
generally deductible as ordinary and necessary business
expenses, whereas no such deduction is allowed for
plans covering self - employed persons.
Where the insurance covers only reimbursement for
medical expenses, an employee is not taxed on the
employer's premium payments on his behalf, and any
insurance reimbursements received will merely reduce
his amount of medical expenses. A self - employed person, on the other hand, can at present deduct only
half the annual premium up to $150, with the balance
being included as medical expenses subject to the
3- percent rule.
For wage continuation and income insurance plans,
corporate insurance premium payments on an employee's behalf are deductible by his employer and
not taxed to him. But any payments received by the
employee while absent from work because of sickness
or injury will be taxed in full except to the extent
it constitutes exempt sick pay up to the first $75 or
$100 of each week's salary (after a waiting period).
A self - employed person cannot deduct any part of such
ACCI DENT AN D HEALTH INS URA NCE PLANS.

' IRC Sec. 79. The general exclusion rule and prescribed u niform rates of th is
section apply only to the maximum amount of coverage permitted by the particular
state, so that in a state with lower policy limits the tax advantages to an employee
are somewhat reduced.
' IRC secs. 105, 106.
'Smithback, TC Memo. 1969136.
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premiums, and he can not take advantage of any sick
pay exclusion;' however, he is not taxed on any payments received under insurance in event of illness.
Here again care must be taken to avoid discrimination
in plans covering only stockholder - employees, for the
Treasury will claim such a plan to be invalid and will
seek to bar any tax benefits from it.
D E A T H B E N E F I T — $ 5,000.

Another advantage to the professional corporation employee is the tax law provision
which allows a corporation to pay and deduct up to
$5,000 as a death benefit to a deceased employee's
widow or other dependent or his estate with the payment being tax -free to the recipient. However, it
should be noted that there is no such benefit available
to the self - employed person.'
CAPIT AL BUILDUP AT LO WER T AX RAT ES

The real corporation (as distinguished from the
pseudo or Subchapter S corporation) offers another
major tax advantage over unincorporated businesses.
By allowing earnings to accumulate and be retained
in the business (to be taxed at corporate rates) and
controlling the amount paid out as salaries to the
owner- employees (to be taxed at individual rates), an
overall tax which is lower will generally result. This
allows current earnings to be built up as additional
capital over the years through income tax savings.
Against these savings, however, must be compared the
added future tax cost to the owners, which in turn
involves looking into a crystal ball to predict future
corporate and individual tax rates. The limitation on
taxation of earned income under the Tax Reform Act
of 1969, moreover, has reduced the need for creating
a 48- percent tax shelter by incorporating.
In addition, since real corporations pay tax on only
15- percent of dividends received from domestic corporations, another advantage accrues to owners of
professional corporations which invest some of the
corporation's earnings in dividend - paying stock. However, one must be aware of certain real corporation
problems such as personal holding company and unreasonable accumulation penalty taxes.
SELEC T ION OF T AX YEAR FOR
NE W CO RP OR AT IO N

The formation of a new corporation can result in
a one -shot tax saving to the owner by permanently
postponing tax on one year's income. This result is
achieved by judicious selection of a taxable year for
the corporation and a subsequent pseudo - corporation
election. To illustrate, a professional individual incorporates on August 1, 1971 and ends the corporation's
first year on January 31, 1972. He operates as a real
corporation during this period, leaving the entire
earned income in the corporation. Thus, there are two
separate taxpayers for his 1971 income, the individual
(taxed at graduated rates) and his corporation (taxed
at a minimum Federal rate of 48- percent), with a
consequent lower overall tax generally being paid. The
following year he elects pseudo - corporation status and
draws no salary or dividends until January 1973. Because of the rule that shareholders are to be taxed
on a pseudo - corporation's undistributed income as if
'IRC Sea. 105, 106.
' IRC Sec. 101 (b).
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they received it on the last day of the corporation's
year, he will be taxed on the corporation's full year's
income in 1973 (the corporation's fiscal year ending
January 31, 1973), and will thus have no personal
earned income in 1972. Not only will there be a tax
saving to him in 1972, but he will have the advantage
in future years of income averaging with a smaller
income in 1971 (the year he incorporated) and no
income in 1972 (the year he switched to a pseudo -corporation). One year's tax will have been permanently
postponed so long as he continues to draw the corporation's income out in the following January.
A simpler method for a one -shot tax saving is for
a professional to incorporate during his taxable year
and choose a corporation year ending within the professional's subsequent taxable year, and for the remainder of his incorporation year to avoid taking any
salary from his corporation (a real corporation). For
example, a professional individual reporting on a calendar year cash basis may incorporate as of October
1, 1971 and select a corporation year ending in 1972;
for the balance of the year 1971 he could refrain from
taking any salary from his corporation (which may
necessitate his having to live on savings or borrowed
funds during this period), postponing the payment of
such salary to himself until January 1972. In this
manner he has reduced his 1971 income with consequent tax saving, and although his 1972 income may
include 15 months' salary, he may still benefit from
the application of maximum tax or income averaging
provisions in 1972.

"A simpler
method for a
one -shot tax
saving is for a
professional to
incorporate
during his
taxable
year ..."

TRANSFERRING RECEIVABLES AND PAYABLES
T O T HE N EW C O RP O R AT I O N

Another one -shot election with possible tax advantages is whether or not to transfer accounts receivable
when incorporating a professional business. The cash basis unincorporated practice can either hold the receivables until collected, with the sole practitioner or
partners being taxed on the collections, or transfer
the receivables tax -free to the new corporation with
the corporation (if a real corporation) being taxed on
the receivables. The relative tax advantages of each
would be a factor in selection of the method to be
used. There is the possibility, however, that the Treasury may claim such transfers to the corporation to be
taxable to the transferors as assignments of income,'
although present Internal Revenue Service policy is
to consider the transfer to be part of tax -free incorporation under Section 3 51 if the transferor owns at least
80- percent of the corporation stock after the transfer.
Care must be taken, however, to make sure that all
transfers of assets to the corporation are solely in
exchange for stock or securities within the meaning
of Section 351, for otherwise the transferor may find
himself taxable under the "boot" provisions of that
section.
No such option, however, exists for accounts payable. These should be paid and deducted by the old
unincorporated business, for if they are transferred to
the new corporation, the Treasury may deny a corporate deduction on the grounds that they represented
part of the cost of acquiring the unincorporated business.
' IRC Sec. W.
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"failure to
meet the
Treasury's
standard can
have serious
tax consequences."

Tax Di s a d v a n t a ge s of C or p or a t i on s
REAL CORPORATIONS AND
PSEUDO - CORPORATIONS

Changes In partners or partnership interests can be quite common in professional
partnerships, and they are ordinarily accomplished
with a minimum of effort and with no serious tax
consequences. Professional corporations, on the other
hand, face problems of allocation of initial stockholdings and reallocations and transfers of stockholdings.
In theory there should be a direct relationship between allocation of ownership of a service business
and income earned therefrom. To the extent that
ownership interest may change from time to time with
admissions and retirements of owners, frequent stock
adjustments may be necessary. If a stockholder purchases his interest from the corporation for less than
fair market value or is given the interest free, he may
be deemed to have received taxable compensation in
the transaction; if, on the other hand, the shareholders
sell part of their interest to him at fair market value,
they may have to pay a capital gains tax, and neither
the corporation nor the buyer will benefit from such
tax having been paid by the seller.
Unlike a partnership, where the parties may vary
the tax consequences of payments upon transfer of
a partner's interest, the transfer of a stockholder's
interest yields less flexible tax results, making the
allocation of tax burdens impossible, and allows for
no benefits to the corporation or to the various parties
concerned.
CH AN GE S I N O W N E R S H I P .

O F PR OF ITS AN D LOSSES. Changing Of
profit- and -loss sharing ratios in a partnership is a comparatively simple matter, even after the end of the
year when the operating results are known. A corporation, however, is not so flexible. While it is true that
changes can be made before the year -end by setting,
increasing, or decreasing salaries, and after the year -end
by payment of bonuses computed on the basis of either
a dollar amount or a percentage formula, the procedures may not be flexible enough to permit the desired
division of corporate profits and losses. In a real corporation, moreover, salary and bonus amounts are
limited to "reasonableness" by the Internal Revenue
Service, which is also likely to attack constant changes
in salaries as being nondeductible dividends to the
stockholder - employees rather than salary adjustments.
Care must be taken that the professional corporation,
even though legal in form, be operated as a corporation; for the Treasury, in its concession to recognize
professional corporations, reserved the right to deny
corporate status for tax purposes under special circumstances.10
AL L O C ATI O N

When a partnership is liquidated, there
will ordinarily be no tax cost to the partners, except
to the extent that the distribution of partnership
property is not made on a pro rata basis. Upon a
corporate liquidation, however, each stockholder will
generally have a taxable capital gain on the excess
of the fair market value of property received over his
basis. If the professional shareholders thereafter conLI QUID ATIO N.

"Tress. Rel. TIR -1019, 8/8/69.
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tinue their practices, either individually or in another
association, the Treasury may increase the individual's
tax burden by claiming that goodwill has been transferred as an additional asset in liquidation and thereby
increase the gain to be recognized, regardless of
whether such goodwill antedated the formation of the
corporation from the pre - existing individual practices
of those who became shareholders.
While it can be argued that ordinarily a corporation
will not be liquidated, it is more likely to occur in
the case of a professional corporation, which is dependent upon individual practitioners working in harmony
under often trying circumstances; and the more valuable the corporation becomes through increase in the
value of the practice and other assets and accumulation
of earnings, the more expensive it will become to
liquidate the corporation should that become necessary or desirable for tax or other reasons. Furthermore,
if the corporation is liquidated too soon after incorporation, there is the danger that it will be considered
by the Treasury to be a "collapsible corporation," with
consequent conversion of capital gain into ordinary
income to the shareholders."
STA TE BUS IN E S S TAX E S, P AYR OL L TA X ES , A N D O THE R C O STS .

While nearly all states impose taxes on doing business
in corporate form, an unincorporated professional
business may not pay any such tax. To the extent,
therefore, that profits remain in the corporation rather
than being paid out as compensation, the corporation
is subject to an additional income tax liability.
Since the professional will be a salaried employee
of the corporation, social security taxes will be payable
on such salary and at a rate (including employer and
employee portions) which exceed the self - employment
tax rate of an individual or partner. Furthermore,
unless exempt by statutory provisions," unemployment
taxes, both state and Federal, must be paid on the
professional's wages. Insurance based on payrolls will
likewise increase.
DISADVANTAGES OF REAL CORPORATION
D O U BL E

TAX

ON

DI S AL L OW A NC E

OF

" U N R E A S O N A BL E "

It is possible to allocate corporate income
in part to retained earnings and in part to salaries
in order to produce the lowest possible overall tax
rates on such earnings. The payout of salaries, however,
is subject to the Treasury- imposed limitation of "reasonableness'." Failure to meet the Treasury's standard
can have serious tax consequences. Not only will the
corporate deduction be denied (with consequent imposition of corporate tax thereon), but also it will be
taxed to the employee, in effect leveling a double tax
on such earnings.
Since in a professional corporation most of the
income is attributable to services rendered by the
employees, it would seem that a large part of the
earnings may be paid out to stockholder- employees.
However, merely because a professional man has in
the past or may in the future net a certain amount
from an unincorporated practice, the Treasury may
not accept such amount as a reasonable salary from
SALARIES.

• IRC Sec. 341. Unrealized receivables or fees are considered to be Sec. 341 assets.
"See, for example, Connecticut General Statutes, Sea. 31 -222 (b) (7) and 31.223
(a); IRC Sec. 3306 (a).
" IRC Sec. 162 (a).
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his corporation. It could argue either that it is unreasonable for a corporation to pay out salaries which
will result in no profit being left to it, or that the
compensation was proportionate to shareholdings, or
was generated by other non - owner- employees being
underpaid for the services rendered by them.
On the other hand, if the professional attempted
to leave too much profit in the corporation by not
paying himself enough salary (in an attempt to lower
the tax burden), the Treasury might attack the compensation as unreasonably low and attempt to allocate
additional amounts of income to the practitioners
personally from the corporation's earnings.
PE N A L TY

TAX

FOR

UN R EA S ON A BL E

A C C UM U L A TI O N

OF

A further limitation on the division of corporate income between salary payout and retained
earnings is the severe tax on corporate earnings unreasonably retained as a method of tax avoidance."
This problem does not occur until earnings are accumulated beyond $100,000. Once that point has been
reached, however, professional service corporations are
likely to be extremely vulnerable to attack. Not only
will they be hard - pressed to prove the reasonableness
of the accumulation, but, failing that, they will have
to prove that tax avoidance was not one of the motives
for such unreasonable accumulation." Good business
reasons for reasonable accumulation may perhaps be
shown, such as the need to buy or construct a building
in which to carry on the professional practice, but
ordinarily professional service corporations do not
require the accumulation of substantial capital beyond
working capital.
In such cases, the corporation would most likely be
unable to pay out its entire earnings as salaries because
of the limitation of reasonableness on salaries, thus
compelling the corporation to distribute its earnings
as dividends with resultant double tax consequences.
One "out" which a real corporation may have is
to accumulate earnings up to the limit of reasonableness and then elect pseudo- corporation status
(if it is able to qualify as such and if the pension
plan contribution limitation will not be unduly restrictive), thus avoiding the problems herein mentioned.
EA R N IN G S .

P E R S O N A L H O L D I N G CO M PA N Y PE N AL TY TAX. A very real
danger for the real professional corporation is the
personal holding company penalty tax." Such a corporation, therefore, must either avoid meeting the
definition of a "personal holding company" or else
it must distribute all of its income in order to avoid
the heavy penalty tax on its retained earnings. As has
been pointed out, the distribution of earnings to avoid
the personal holding company penalty tax can be costly
taxwise. It not only places the stockholder - employee
in a higher tax bracket but also creates a double tax.
The term "personal holding company income" includes amounts received under personal service contracts with employees owning 25- percent or more of
the value of the outstanding shares. Since the professional corporation by its very nature receives income
"

IRC Secs. 531 -537.
The "dominant motive" theory was discarded in a Supreme Court case, U.S.
v. The Donruss Company. 393 U.S. 297 (1969), making it easier for the Treasury
to attack unreasonable accumulations by holding that tax avoidance need only
be one of the motives rather than the dominant motive.
"IRC Sea. 541.547.
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under contracts requiring the rendition of personal
services, it is vital to the avoidance of personal holding
company income that the purchaser, be he client or
patient, not have the right to designate, either by name
or by description, the individual to perform the services, where that individual is the actual or constructive owner of at least 25- percent of the outstanding
stock of the corporation. The performance of routine
services, as opposed to important and essential services,
by persons other than the designee may not avoid the
personal holding company income "taint" so long as
the designee controls and supervises the activities. It
is, therefore, essential that the client or patient be
not given a legal or contractual right to designate
whom he desires to perform the services, although the
very personal nature of a personal service business
makes this difficult. The hazard of a real corporation
running afoul of the personal holding company provisions is a substantial one; therefore, it may be advisable
to operate instead as a pseudo- corporation."

"... the 1969
Tax Reform Act
treats owneremployees
of pseudo corporations
as though they
are selfemployed
persons ..."

The setting up of a professional corporation by a practitioner who already owns
stock in a closely -held corporation may result in the
denial of the $25,000 surtax exemption and the
$100,000 accumulated earnings credit to the controlled
professional corporation.1B This result can be avoided,
however, by transferring only cash to the new professional corporation, or proving that the saving of taxes
was not a major purpose of the transfer.
Even if the multiple surtax exemption is not denied,
a 6- percent penalty tax may be imposed on each corporation's first $25,000 of taxable income as members
of a controlled group.19 Furthermore, the Tax Reform
Act of 1969 wiped out the extra surtax and accumulated earnings exemptions of corporate groups gradually over a six -year period.20
M U L T I P L E CO R P OR A TIO N S .

DISADVANT AGES OF PSEUDO - CORPORATION

Assuming that a professional corporation is able to
qualify as a Subchapter S corporation, 21 the stockholder- employees are able to secure the tax advantages
of fringe benefits while at the same time avoiding the
inherent dangers of operating as a real corporation.
There are, however, certain problems peculiar to the
pseudo- corporation.
As pointed out earlier in this article, the 1969 Tax
Reform Act treats owner- employees of pseudo -corporations as though they are self- employed persons
with regard to the limitation on deductible contributions to their qualified pension and profit- sharing
plans. This removes one of the great tax advantages
of the fringe benefits available to corporate employees.
Since many professional corporations may have to
operate as pseudo- corporations (because of the hazards
of operations as real corporations), the attractiveness
of Subchapter S corporations have been substantially
reduced.
Care must also be taken to insure that the pseudo" A corporation which is classified as a personal holding company, because of
persona
contracts which constitute a large proportion of its income, can
still be a pseudo-corporation. This is because personal service income is not
considered "passive investment income'" which can disqualify a pseudo-corporation.
IRC Sec. 1372 (e) (5).
" I R C Sec. 1551.
IRC Sec. 1562 (b).
OIRC Sea. 1561 (amended), 1562 (repealed, effective after 1974), and 1564
(added).
" IRC Sea. 1371 -1378.
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"it is apparent
that there is
no clear -cut
answer

. . ."

corporation remains qualified to be one. Should the
practitioners desire to take in more than ten shareholders or issue another class of stock, or should any
one of a number of other events occur,'' either through
inadvertence or design, the corporation can lose its
Subchapter S status and revert to a real corporation
with its consequent tax attributes and pitfalls.
While the pseudo- corporation avoids many of the
tax traps of a real corporation, its very nature of passing
through its entire income to its shareholders for tax
purposes prevents it from realizing certain tax advantages of a real corporation, such as capital buildup
at lower rates and the 85- percent dividend credit.
Furthermore, in those states which tax Subchapter S
corporations as corporations and also have a personal
income tax based on Federal income, the undistributed taxable income of the corporation will be subject to a double state tax, once at the corporation
level and once at the individual level.

A Look Into The Future
The ultimate decision, of course, as to the forth
he will use in conducting a professional practice rests
with the professional himself. However, in the not too
distant future he will undoubtedly receive some additional persuasion from the Treasury Department,
which is on record as looking with disfavor upon the
formation and operation of professional corporations.
In the Congressional deliberations on the Tax Reform Act of 1969, the Treasury has opposed the provision restricting the use of qualified plans by Subchapter S corporations (that provision passed), as well
as a provision imposing HR 10 limits on qualified plans
of all professional corporations (which provision did
not pass). The reason for the opposition is the Service's
desire to study the whole field of law concerning
deferral of tax on compensation income with a view
to proposing new legislation. Whether that proposed
legislation (which appears to be at l east a year or
possibly two away) will take the form of placing greater
" IRC Sec. 1372(e).

restrictions on professional corporations or of liberalizing the tax treatment of self- employed persons so
as to bring them on a . par with that of employees
is anyone's guess.
It is safe to say that the Treasury is now studying
legislative proposals to remove the discrimination between employees and self - employed persons so as to
discourage the use of the professional corporation in
the future. Such changes in the qualified plan area
may include redefining an employee, imposing monetary limitations on the amount of compensation paid
him for computing benefits, and on the amount of
contribution for any one employee participant within
one tax year. It may also include the counting of years
of service, limiting withdrawal of employer contributions, requiring a minimum level of vesting of benefits,
and allowing limited deduction for employee contributions. At the same tithe, the Treasury is looking
at the possibility of changes in the tax treatment of
fringe benefits, such as sick pay, group term life insurance, and accident and health insurance."
If these proposals become law, it will be interesting
to watch the flood of professional corporation liquidations and the concomitant possible adverse tax consequences which may flow therefrom.

Conclusion
Each form of doing business, as individuals or partnerships on the one hand and real or pseudo- corporations on the other hand, has been discussed in this
article. The chief advantages of a corporation are the
fringe benefits available to the stockholder - employees,
while the chief advantage of an unincorporated business is the flexibility of operation without certain tax
dangers inherent in our income tax laws.
From the above exploration of the tax advantages
and disadvantages of professional corporations, it is
apparent that there is no clear -cut answer to the prime
question being asked today by professional men: "Are
we better off tax -wise to incorporate ?"
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"See K. Martin Worth y (Chief Cou nsel, Internal Revenu e Service), "Equ ality
in Deferred Comp ensation Tax Treatmen t fo r Profession als an d Others," Tnab
6 Estates. Au gust 1971.
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Some cautions will have to be observed during these development years. Where the various branches and plants being reported on are organized as subsidiary corporations, are international, or engage in extensive interplant business transactions,
the consolidation process can become quite complicated. The
financial reporting system can become so elaborate and extensive that the expense of operating it becomes disproportionate
in relation to the benefits.
Richard A. Reed
Manager General Accounting
Components Group
Texas Instruments, Incorporated
Dallas, Tex.

Labor vs. Machine Hour Costing" by Mr. Richard E. Bergquist
(May, 1971). It was especially interesting since we have been
confronted with this same problem on several occasions.
Mr. Bergquist pointed out that by using the direct -labor and
departmental- overhead costing system, operations with low
labor content are under costed and operations with high labor
content are over costed. However, in his article he failed to
point out the affect this system has on their pricing structure.
Products manufactured primarily in a department with low
labor content could possibly be under priced and those manufactured primarily in a department with high labor content
could possibly be over priced which means the company could
be losing a lot of work by pricing themselves out of the market.
John Geelhoed
Controller
Davis, Inc.

Costing System Affects Pricing Structure
I read Ncith great interest and appreciation the article "Direct
24
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ASSET DEPRECIATION
RANGE SYSTEM ...VERSUS
INVESTMENT CREDIT
The New ADR Rules Will Effectively Delay,
Not Reduce, Tax Payments

By Peter I. Clemens, III
The new Asset Depreciation Range (ADR) system
announced by the Treasury Department on January
11, 1971, is expected to reduce business tax payments
by $2.6 billion in 1971, and to increase them thereafter.
These reductions will serve to offset the effects of
the 1969 suspension of the investment tax credit.
However, because the new rules alter the pattern, not
the amount, of the tax payments, ADR benefits are
not as easily quantified as the benefits of the investment tax credit.
ADR provides for changes in two significant areas
of the old rules. First, ADR allows the taxpayer to
deduct a full year's depreciation for an asset acquired
during the first six months of the fiscal year; and
one -half year's depreciation for assets acquired during
the last half of the year. Second, ADR permits the
taxpayer to reduce the depreciable life of the asset
by 20 percent. In this article we will compare the cash
flow benefits of the 20 percent reduction rule with
the gains that would have accrued under the investment credit laws.

Example
On January 1, 1971, a calendar year business purchased an $18,000 asset with a useful life of five years,
after which no salvage is expected. Assuming straight
line depreciation, the annual charges would be $3,600
under the old depreciation rules. The investment
credit on this asset would have been ('/h x 7% x $18,000)
or $420, which like the tax payment, would have been
realized at year end.
Under ADR, however, this asset can be depreciated
over four years. This shortened life will increase the
MANAGEMENT ACCOUNTING/ JANUARY 1972

annual depreciation charges to $4,500 or $900 in excess
of the depreciation allowed under the old rules. The
cash flow benefit of this increased depreciation will
be (48% x $900) or $432, during each of the first four
years of the asset's life. Because the asset is fully
depreciated during these four years, no depreciation
deduction is available in the fifth year. Accordingly,
taxes in the fifth year will be (48% x $3,600) or $1,728,
higher under ADR as compared to the results under
the old rules. Note that the tax increase in the fifth
year ($1,728) exactly offsets the previously realized
benefits of the first four years (4 z $432). Hence, the
advantage of the shortened life rule lies in the pattern
of the tax payments rather than the amount of the
payments, as was the case with the investment credit.
(See Exhibit 1.)
To determine the cash flow benefits of ADR and
their relationship to the gains realized under investment credit, the taxpayer must define his cost of
capital. For the purposes of this example, a 6 percent
cost of capital is assumed. This rate is used to discount
the tax reductions on December 31 of the years of
the asset's life, as shown in Exhibit 2.
Investment credit rules would have increased the
present value of the tax payment reductions by $399.
The use of ADR will increase the present value by
$206. Hence, in this example, ADR restores approximately 52 percent of the investment tax credit benefits.

R
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Cleveland East Chapter
1969, is Financial Analyst
for Pneumo Dynamics
Corp., Cleveland, Ohio.
Mr. Clemens, a CPA,
holds an A.B. degree in
from
mathematic s
Oberlin College and an
M.B.A. degree from the
University of Michigan.

The General Model
The present value of the cash flows under ADR
can be formulated by subtracting the present values
of the tax reductions which would have resulted from
depreciation under the old rules from the present
25

"The tax
reduction from
depreciation
[is] the
product of the
tax rate and
the deprecia tion charge.

values of the tax reductions that result from depreciation under ADR. The tax reduction from depreciation
being defined as the product of the tax rate and the
depreciation charge. In the previous example, the tax
reduction from depreciation under the old rules was
(48% x $3,600) or $1,728, in the first year, while the
reduction under ADR was (48% x $4,500) or $2,160,
for the same period. The difference of these, $432,
is the tax reduction, and hence, the cash flow benefit
of ADR in the first year.
Mathematically, the present value of the tax reductions from depreciation under the old rules can be
represented as:
n

PVo =

where:
in = Shortened asset life
Ai = Depreciation in the ith year of the asset's shortened life
If we let the investment credit equal I, then the
present value of the investment credit is I /(1 + c),
assuming the benefit is realized fully at the end of
the first year. The percentage restoration of the investment credit by ADR is therefore:
RIC = (PV a — PVo) +

(t x Di) /(I + c)i

= 0+ C )

I
(1 +c)

x (PVa — PVo) + I

i =1
It should be noted that the above formulations are
valid for any method of depreciation. The taxpayer
may investigate the impact of different depreciation
methods merely by changing the annual depreciation
charges, Di and Ai.

where:
n = Normal asset life
i = Year (from 1 to n)
t = Tax rate
Di = Depreciation in the ith year of the asset's normal life
c = Cost of capital
Similarly, the present value of the tax reduction
from depreciation under ADR can be represented as:
I71

PVa =

(t x Ai) /(I + c)i
i =1

This model has been used to test the relationship
of ADR to investment credit under varying assumptions relative to the life of the asset, the cost of capital,
and the method of depreciation. The results are summarized in Exhibit 3. In the case of the double declining balance method (DDB), no switch to the straight

Exhibit 1

Exhibit 2

TAX REDUCTION BENEFITS
INVESTMENT CREDIT VS ADR

PRESENT VALUES OF CASH FLOWS RESULTING
FROM REDUCTIONS IN TAX PAYMENTS

$ 420
0
0
0
0

$

$

420

0

0

Present Values
Discount
factor
6%
.943
.890
.840
.792
.747

Year
1
2
3
4
5

@

1
2
3
4
5

Asset Depreciation Range
Extra
Tax
depreciation
reduction
$
900
$
432
900
432
900
432
900
432
—1,728
—3,600
$

Year

Investment credit
tax reduction

Total

Investment credit
$ 399
0
0
0
0

Total

$ 399

ADR
408
384
363
342
—1,291

$

$

206

Exhibit 3

Exhibit 4

PERCENTAGE RESTORATION OF
INVESTMENT CREDIT

ADR BENEFITS AS A PERCENT OF ASSET COSTS

Assumptions
Depreciation
method
SL
DDB
SYD
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Generalizations

Asset life

Cost of
capital
6%
6
6

5 years

10 years

Assumptions

15 years

52%
46
36

29%
26
21

37%
33
28

SL
DDB
SYD

10
10
10

77
70
54

40
36
30

46
41
37

SL
DDB
SYD

15
15
15

102
94
73

47
43
37

49
46
42

Depreciation
method
SL
DDB
SYD

Asset life

Cost of
capital
6%
6
6

5 years

10 years

15 years

1.2%
1.1
.8

2.0%
1.8
1.5

2.6%
2.3
2.0

SL
DDB
SYD

10
10
10

1.8
1.6
1.3

2.8
2.5
2.1

3.2
2.9
2.6

SL
DDB
SYD

15
15
15

2.4
2.2
1.7

3.3
3.0
2.6

3.4
3.2
2.9
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line method (SL) has been assumed, and the undepreciated balance at the beginning of the final year of
life has been completely written off.
An examination of Exhibit 3 leads to several generalizations. First, ADR will lend greater benefits to
taxpayers with high costs of capital. Second, for assets
whose lives exceed eight years (the minimum life
necessary for full investment credit), the benefits of
ADR increase as the life lengthens. And, third, the
straight line taxpayer will realize a closer return to
investment credit under ADR than taxpayers already
using accelerated methods of depreciation.
Exhibit 4 summarizes the benefits of ADR as a
percentage of asset cost. The entries are the product
of the percentages listed in Exhibit 3 and the investment credit rates of 2y3 percent for assets of five year
lives and 7 percent for assets of ten and fifteen years.

Summary
The new Asset Depreciation Range system will
effectively delay, not reduce, tax payments. The benefits, of these rules, therefore, are not as easily quantified as the investment credit gains. The ADR benefits are similar to the advantages incurred by the use
of accelerated methods of depreciation, which also
alter the pattern, not the amount, of the payments.
Accordingly, the concept of present value must be used
to evaluate the effects of ADR.
The decision to purchase an asset should be the
result of careful consideration of all characteristics
inherent in the acquisition. One of these characteristics
is the tax effect. This article presents a method that
both buyers and sellers of capital assets can use to
evaluate the tax implications of ADR.
❑

"... the
concept of
present vale
must be used
to evaluate the
effects of
ADR."

...Plan to attend!
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The responsibility which accountants have accepted
relating to the "fair" presentation of financial position
and the operations of a business firm, requires that
methods of accounting and reporting be altered when
conditions change. It is highly likely that in the future
advancing technology and other changing economic
conditions will require a questioning of current practice and the possible development of new methods
of accounting and financial data presentation. For
instance, all depreciation methods relate the cost allo=
cation to some variable. The straight -line, sum- of -theyear's digits, and double declining balance methods
use time as this variable. The asset cost is written off
as a function of time and the amount of use obtained
from the asset within each time period is not a factor
in the determination of annual depreciation. On the
other hand, the units of output method accepts the
amount of physical use as this variable and the time
periods involved are ignored. The asset cost is written
off as it is "used up." An example of this would be
when an asset is said to have an estimated life of five
years, its cost is allocated over the five years regardless
of the use pattern within the five years. If an asset
is expected to have a life of 50,000 units of production,
the cost is allocated as the units are produced, regardless of whether they are produced during a two -year
period or five -year period. In the case where the output
of the assets can be expressed in both units of use
and in years, the method selected usually relates the
allocation of cost to only one of these two variables,
time or physical use. In most instances the decline
in the usefulness of a fixed asset is due both to the
passage of time and the amount of its physical use.
For example, if a company owns a fleet of trucks which
it uses in its business operations, the decline in the
usefulness of these trucks to the company will most
likely result from both the physical use of the vehicles
and normal deterioration with time. Reducing- charge
depreciation methods take the latter factor into consideration while output methods (based on miles as

a unit of measurement) take the former factor into
consideration.
Many pieces of production equipment and machinery illustrate the same situation. The life of a machine
may be estimated in years or it may be estimated in
units of production or machine - hours. The usefulness
of the machine to the company declines with physical
use and obsolescence.

Depreciation Based on Time and Use
For fixed assets whose useful life can be estimated
in terms of both a productive measurement (hours,
miles, etc.) and a length of time, a depreciation
method which combines the two variables in the computation is appropriate. Such a method would reflect
more fairly the annual cost allocation of the asset,
based upon the physical use of the asset and the action
of other factors on the usefulness of the asset.

Declining Charge per Unit Method
Such a depreciation method, which may be described as the "Declining Charge per Unit" method,
is developed below through a series of examples. It
will show how depreciation might be developed for
an asset whose useful life is measurable in both units
of physical output (miles) and the passage of time.
The following information is used for all examples:
Asset cost
Expected salvage
Estimated life

$10,000
None
50,000 miles, 5 years

Exhibit 1 presents the annual depreciation charge
and the year -end book values for the asset under the
traditional Double Declining Balance (DDB) method
and the Units of Output (U of O) method. In the
Declining Charge per Unit method some features of
the other two methods are used. An assumption is
made that the decline in usefulness of the asset is
related to a number of 10,000 -mile segments rather
than years. The declining rate schedule, based on this
assumption, is as follows:
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line method (SL) has been assumed, and the undepreciated balance at the beginning of the final year of
life has been completely written off.
An examination of Exhibit 3 leads to several generalizations. First, ADR will lend greater benefits to
taxpayers with high costs of capital. Second, for assets
whose lives exceed eight years (the minimum life
necessary for full investment credit), the benefits of
ADR increase as the life lengthens. And, third, the
straight line taxpayer will realize a closer return to
investment credit under ADR than taxpayers already
using accelerated methods of depreciation.
Exhibit 4 summarizes the benefits of ADR as a
percentage of asset cost. The entries are the product
of the percentages listed in Exhibit 3 and the investment credit rates of N percent for assets of five year
lives and 7 percent for assets of ten and fifteen years.

Summary
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The new Asset Depreciation Range system will
effectively delay, not reduce, tax payments. The benefits, of these rules, therefore, are not as easily quantified as the investment credit gains. The ADR benefits are similar to the advantages incurred by the use
of accelerated methods of depreciation, which also
alter the pattern, not the amount, of the payments.
Accordingly, the concept of present value must be used
to evaluate the effects of ADR.
The decision to purchase an asset should be the
result of careful consideration of all characteristics
inherent in the acquisition. One of these characteristics
is the tax effect. This article presents a method that
both buyers and sellers of capital assets can use to
evaluate the tax implications of ADR.
❑
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The responsibility which accountants have accepted
relating to the "fair" presentation of financial position
and the operations of a business firm, requires that
methods of accounting and reporting be altered when
conditions change. It is highly likely that in the future
advancing technology and other changing economic
conditions will require a questioning of current practice and the possible development of new methods
of accounting and financial data presentation. For
instance, all depreciation methods relate the cost allo=
cation to some variable. The straight -line, sum- of -theyear's digits, and double declining balance methods
use time as this variable. The asset cost is written off
as a function of time and the amount of use obtained
from the asset within each time period is not a factor
in the determination of annual depreciation. On the
other hand, the units of output method accepts the
amount of physical use as this variable and the time
periods involved are ignored. The asset cost is written
off as it is "used up." An example of this would be
when an asset is said to have an estimated life of five
years, its cost is allocated over the five years regardless
of the use pattern within the five years. If an asset
is expected to have a life of 50,000 units of production,
the cost is allocated as the units are produced, regardless of whether they are produced during a two -year
period or five -year period. In the case where the output
of the assets can be expressed in both units of use
and in years, the method selected usually relates the
allocation of cost to only one of these two variables,
time or physical use. In most instances the decline
in the usefulness of a fixed asset is due both to the
passage of time and the amount of its physical use.
For example, if a company owns a fleet of trucks which
it uses in its business operations, the decline in the
usefulness of these trucks to the company will most
likely result from both the physical use of the vehicles
and normal deterioration with time. Reducing- charge
depreciation methods take the latter factor into consideration while output methods (based on miles as

a unit of measurement) take the former factor into
consideration.
Many pieces of production equipment and machinery illustrate the same situation. The life of a machine
may be estimated in years or it may be estimated in
units of production or machine - hours. The usefulness
of the machine to the company declines with physical
use and obsolescence.

Depreciation Based on Time and Use
For fixed assets whose useful life can be estimated
in terms of both a productive measurement (hours,
miles, etc.) and a length of time, a depreciation
method which combines the two variables in the computation is appropriate. Such a method would reflect
more fairly the annual cost allocation of the asset,
based upon the physical use of the asset and the action
of other factors on the usefulness of the asset.

Declining Charge per Unit Method
Such a depreciation method, which may be described as the "Declining Charge per Unit" method,
is developed below through a series of examples. It
will show how depreciation might be developed for
an asset whose useful life is measurable in both units
of physical output (miles) and the passage of time.
The following information is used for all examples:
Asset cost
Expected salvage
Estimated life

$10,000
None
50,000 miles, 5 years

Exhibit I presents the annual depreciation charge
and the year -end book values for the asset under the
traditional Double Declining Balance (DDB) method
and the Units of Output (U of O) method. In the
Declining Charge per Unit method some features of
the other two methods are used. An assumption is
made that the decline in usefulness of the asset is
related to a number of 10,000 -mile segments rather
than years. The declining rate schedule, based on this
assumption, is as follows:
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Exhibit 1

Exhibit 2

COMPUTATION OF DEPRECIATION:
(DDB) METHOD AND (U OF 0) METHOD

COMPUTATION OF DEPRECIATION:
DECLINING CHARGE PER UNIT (DCPU) METHOD
VARYING USAGE

Year
Declining bal.'
1
2
3
4
5

Year -end
book value

Depreciation computation
40%
40%
40%
40%
40%

Units of output:'
1
8,000
2
14,000
3
10,000
4
12,000
5
5,000

x $10,000
x
6,000
x
3,600
x
2,160
x
1,296

-

$4,000
2,400
1,440
864
518

$6,000
3,600
2,160
1,296
778

x
x
x
x
x

-

$1,600
2,800
2,000
2,400
1,000

8,400
5,600
3,600
1,200
200

$.20
.20
.20
.20
.20

1. The DDB rate is twice the straight -line rate of 20% for
an asset with a five -year life.
2. The miles driven are assumed to be the following figures
for the years one through five, respectively: 8,000, 14,000,
10,000, 12,000, and 5,000. The unit rate Is $.20 per mile
($10,000/50,000 miles - $.20 per mile).

1st
2nd
3rd
4th
5th

10,000 miles: $4,000 /10,000 miles
10,000 miles: 2,400/10,000 miles
10,000 miles:
1,440/10,000 miles
10,000 miles:
864/10,000 miles
10,000 miles:
518/10,000 miles

-

$.40 per mile
.24 per mile
.144 per mile
.0864 per mile
.0518 per mile

The computation of depreciation during the five year asset life, assuming the same use pattern as in
the units of output method in Exhibit 1, is shown

1

8,000 x $.40

8,000 miles:

2

3
4
5

HEAVY ASSET USE IN EARLY YEARS
In ma ny cases a new asset is used heavily du ring
th e e a r l y ye a r s of i t s l i fe. T h e i n c o m e s t a t e m e n t fo r
th e ea rl y ye a r s sho u l d, t he r efor e, sho w a l a r ge d ep re ci a t io n fi g u r e wh ic h r esu l ts fro m b ot h he a v y p hy si ca l
u se a nd o ther fa c tors. Ex hibit 3 illu stra tes the a pplica tion of the De c li n in g C h a r g e per Un i t m e t h o d in a
si tu a t io n wh er e th e a sse t ex pe ri en ce s th is h ea vy e a r ly
usa ge. In this ca se, it is assu med tha t the a sset is driven
18,000 miles, the first year 17,000 miles, th e sec ond
year 10 ,0 0 0 miles, the third yea r 3 ,00 0 miles the fou rth
yea r, a nd 1 ,0 0 0 m il es d u r in g t he fifth y ea r. I t c a n b e
seen th a t a very la rge de pr ec ia ti on figure, $5,920, or
59- percent of the asset cost results in the first year.
T his, of cou rse, is a r ea li stic fig u re for a n a sse t wh ich
u se s u p 1 8 , 0 0 0 m il es of i ts estim a t ed 50 ,00 0 miles of
pro du cti ve se rv ice i n the first yea r a n d i s a lso su b je ct
to obsol esc en ce. T he re su l ts of t he co mpu ta tio n u nd er
MANAGEMENT ACCOUNTING/ JANUARY 1972

$3,200

$6,800

-

800
2,400
288

-

14,000 miles:

2,000 x
10,000 x
2,000 x

3,488

3,312

10,000 miles:

8,000 x
2,000 x

.144 .0864 -

1,152
173

1,325

1,987

12,000 miles:

8,000 x
4,000 x

.0864 .0518 -

691
207

898

1,089

5,000 miles:

5,000 x

.0518 -

259

830

.40
.24
.144

$9,170

Total depreciation charge

Exhibit 3
COMPUTATION OF DEPRECIATION:
DECLINING CHARGE PER UNIT (DCPU) METHOD HEAVY
USAGE IN EARLY YEARS
Year

Year -end
book value

Depreciation computation

1

18,000 miles:

10,000 x $.40
8,000 x .24

2

17,000 miles:

3

10,000 miles:

in Ex h ib i t 2 . T hi s m e t h o d may b e d e fe n d e d o n the

ground that it bases depreciation on both the passage
of time and on the physical use to which the asset
is subjected. The allocation of 40 percent of the asset's
book value over 10,000 -mile segments is no more arbitrary than the allocation of the same figure over
periods of time, i.e., years. It can be seen that in a
situation where the asset is evenly used throughout
its life (10,000 miles per year in this example) the
Double Declining Balance and the Declining Charge
per Unit methods will render identical solutions. In
cases where there is relatively heavy use in early years
of the asset's life, the Declining Charge per Unit
method will give a large depreciation figure in the
early years. In instances where the asset is used very
little in early years, the depreciation charge will reflect
a lower depreciation figure in those years.

Year -end
book value

Depreciation computation

Year

-

$4,000
1,920

$6,920

$4,080

2,000 x
10,000 x
5,000 x

.24
.144 .0864 -

480
1,440
432

2,352

1,728

5,000 it
5,000 x

.0864 .0518 -

432
259

691

1,037

155

882

52

830

4

3,000 miles:

3,000 x

.0518

5

1,000 miles:

1,000 x

.0518 -

$9,170

Total depreciation charge

Exh ib it 4
CO M PA R IS O N O F M ET H O D S F O R H E AV Y U S E I N E AR L Y YEA R S
Depreciation
Sl e. 000T
Source:
DDB:
U of O:
DCPU:

1.000

Exhibit I
S.20 x Number of Miles
Exhibit 3

+

3.000

`

♦ ♦u�or�o
',000

DCPU

1.000

%.
♦� `}� .,,� DDB

L
I

_

3

4

5

Years
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Exhibit 5
COMPUTATION OF DEPRECIATION:
DECLINING CHARGE PER UNIT METHOD HEAVY USAGE
IN LATER YEARS
Year

Year -end
book value

Depreciation computation

1

3,000 miles:

3,000 x

S.40

-

2

5,000 miles:

5,000 x

.40

-

2,000

3

11,000 miles:

2,000 x
9,000 x

.40
.24

-

800
2,160

1,000 x
10,000 x
9,000 x

.24
.1440 .0864 -

240
1,440
777

2,457

1,383

1,000 x
9,000 x

.0864 .0518 -

86
466

552

831

4

20,000 miles:

5

10,000 miles:

$1,200

$8,800
6,800

HEAVY ASSET USE IN LATE YEARS
2,960

3,840

9,169'
1. Depreciation total and resulting book value vary from other DCPU Computations
by $1 due to rounding error.

Exhibit 6
COMPARISON OF METHODS FOR HEAVY USE IN LATE YEARS

Source:
DDB:
U of O:
DCPU:

In some instances assets may be used very little in
early years and more heavily in later years. In that
c a se , t h e D e c l i n i n g C h a r g e p e r Un i t m e t h o d o f c o m -

Total depreciation charged

Depreciation
56.000

the Declining Charge per Unit method, as shown in
Exhibit 3, are compared with the Double Declining
Balance and the Units of Output methods in Exhibit
4. The Double Declining Balance depreciation figures
are the same as those shown in Exhibit 1 and the
Units of Output depreciation figures are computed
by multiplying the number of miles shown in Exhibit
3 for each year by the $.20 unit charge.

Exhibit I
S.20 x Number of Miles
Exhibit 5

5.000

puting depreciation offsets the deficiencies of the
other methods. This is shown in Exhibit 5, where the
asset is assumed to be driven 3,000 miles, 5,000 miles,
11,000 miles, 20,000 miles, and 10,000 miles, respectively, during each of the five years. Exhibit 6 illustrates
the three depreciation methods for this case. It can
be seen that in Year 1 the Double Declining Balance
computation gives a depreciation charge of $4,000,
despite the lack of physical use of the asset in the
first year. The Units of Output method measures very
little depreciation, while the Declining Charge per
Unit, combining both time and use, gives a charge
of $1,200 which more appropriately reflects both time
and use. In year 4, for example, the Declining Charge
per Unit Method still reflects both time and use
whereas the Units of Output method gives depreciation of $4,000, due entirely to physical use.

An Accelerated Declining Charge
Per Unit Application
4,000

i;
I

j
3.000

In cases where factors related to the passage of time
are considered to be very important determinants of
the decline in the usefulness of the fixed asset, an
accelerated Declining Charge per Unit computation

♦U�of�O
♦

I

ma y b e a p p ro p ri a t e . I n th e fo ll owi ng ca se , wh ic h fol -

.. 1K.
� /L

2.000
�

DCPU

� l , • • •' T .

`
T

Ist
7,500 miles: $4,000/ 7,500 miles Next 7,500 miles: 2,400/ 7,500 miles Next 10,000 miles: 1,440/10,000 miles Next 12,500 miles:
864/12,500 miles Next 12,500 miles:
518/12,500 miles -

DDB''••..

1,000--

_

3

4

5

Years

1

Depreciation computation
8,000 miles:

-

Year -end
hook value

$4,000
160

$4,160

$5,840

2

14,000 miles:

7,000 x
7,000 x

.32
.144

-

2,240
1,008

3,248

2,592

3

10,000 miles:

3,000 x
7,000 x

.144
.06912 -

432
484

916

1,676

4

12,000 miles:

5,500 x
6,500 x

.06912 .04144 -

380
269

649

1,027

5

5,000 miles:

5,000 x

.04144 -

207

820

Total depreciation charge
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7.500 x $.533
500 x
.32

$533 /mile
.32 /mile
.144 /mile
.06912 /mile
.04144 /mile

It ca n be seen th a t the u sefu lness of th e asset is
a ssu med to dec li ne in va riable se gm e nt s of 7,500,

10,000, and 12,500 miles rather than equal 10,000 -mile

Exhibit 7
COMPUTATION OF ACCELERATED DECLINING CHARGE
PER UNIT DEPRECIATION
Year

lows the use pattern of the first example given in
Exhibits 1 and 2, per unit depreciation charges are
determined in the following manner:

$9,180

se gm en ts. T h u s, th e first 7,500 miles carry a la rger
unit charge ($ .5 33 ) tha n in the orig ina l ca se of ($ . 4 0 ).
De pr ec i a t io n for ea ch of th e five years is given in
Ex hi bi t 7, which aga in illu stra tes how ti me a n d use
wo u l d b e a p p l i e d t o t h e c o m p u t a t i o n .

Conclusion
Depreciation methods which take into consideration
a variety of factors are both possible and desirable
in many instances. The Declining Charge per Unit
method that was developed here is not a concrete
solution to the depreciation allocation problem but
it does illustrate that such methods can be developed
with relative ease. The same type of analysis may be
developed using straight -line, sum -of- the - year's digits,
or any other depreciation methods.
❑
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THE 1969 TAX REFORM ACT
AND EMPLOYEE
MOVING EXPENSES
In 1969 Congress Changed The Basic Rules On Reimbursements
And Created For The Employer
A Real Compliance Headache

By Stanley B. Lee, Jr.

Section 82
Reimbursement for Moving Expenses

Prior to 1970 there had been considerable controversy
between the Internal Revenue Service and corporate
employers over the taxability of reimbursements to
employees for their moving expenses. Most employers
had refused to report such reimbursements and failed
to withhold Federal income tax on the taxable portion
of the moving expense reimbursements, notwithstanding a 1954 IRS ruling which stated that transferred
employees must pay tax on the portion of the reimbursement attributable to the indirect moving expenses which were other than the direct "bare- bones"
expenses. Instead they chose to leave it up to the
employee to report and pay taxes on those reimbursements deemed taxable by the 1954 revenue ruling.
As a result, there was considerable litigation over the
moving expense controversy.
In 1964, Congress created a new code, Section 217,
which spelled out the deductions permitted for moving
expenses of new employees and unreimbursed employees. However, no relief was granted to old employees
for their reimbursements as it was intended that any
exclusions from income would be left to judicial interpretation.
In 1965, the IRS made its view clear that reimbursements covering the indirect moving expenses constituted wages subject to withholding. A campaign was
begun by the IRS to go after large corporate employers
for the tax dollars which they had failed to collect
by withholding. In each case, taxes were determined
and paid by the employer in behalf of his relocated
employees.
In 1969, Congress acted again and passed the 1969
Tax Reform Act. Congress changed the basic rules
on reimbursements and provided additional relief for
taxpayers by the expansion of deductible moving expense categories.

New Section 82 has been added to the Internal
Revenue Code. It provides that effective January 1,
1970, all reimbursements for moving expenses, whether
direct or indirect, must be reported and included in
gross income as compensation for services. Prior to
1970, reimbursements for only the taxable indirect
moving expenses were included in income.
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Amended Section 217
Moving Expenses
Section 217 has been amended by the 1969 Tax
Reform Act so that it now provides for the following:
DEDUCTION ALLOWED
A taxpayer, as an employee or a self - employed individual, is permitted to deduct from gross income in
computing adjusted gross income the reasonable expenses of moving from one location to another, if the
move is incident to the commencement of work in
a new location.
DEDUCTIBLE MOVING EXPENSES
Code Section 217 now permits a deduction for the
following moving expenses:
Direct Moving Expenses
1. Travel expenses (including meals and lodging) of
taxpayer and his family from the taxpayer's former
residence to the new residence
2. Expenses of moving household goods and personal
effects —Such expenses include packing, crating,
in- transit storage, insurance of household goods,
and personal effects.
Qualified Indirect Moving Expenses
1. The premove house - hunting trip —This includes the
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"There is no
limit for direct
moving
z.
expenses if
expenses are
reasonable."

cost (including meals and lodging) of preliminary
trips by the employee and his wife to the new place
of employment for principal purpose of searching
for a new residence.
Temporary living expenses at the new job location —The cost of meals and lodging incurred after
the move by the taxpayer and his family during
which time they occupy temporary quarters at the
new job location, while waiting to move into the
permanent residence, provided such costs are incurred within any period of 30 consecutive days
after obtaining employment.
Selling expenses and closing costs of old residence —These expenses include appraisal fees,
broker's commission, mortgage cancellation penalty, legal fees, title costs, transfer stamps, and lease
cancellation fees if old home was leased.
Purchase expenses of new residence —These expenses include legal and recording fees, escrow fees,
appraisal fees, title costs, and loan placement
charges other than points.

DOLLAR LIMITATIONS —
MOVINC EXPENSE DEDUCTION
There is no limit for direct moving expenses if
expenses are reasonable. However, qualified indirect
moving expenses are subject to an over -all limit of
$2,500, and the expenses related to house - hunting trips
and temporary living expenses at the new job location
are limited to $1,000 of the $2,500 total limitation.
CONDITIONS FOR ALLOWANCE
DI STA NC E TE S T. No deduction for moving expenses is
allowed unless the distance between the taxpayer's new
principal place of work, and his former residence, is
at least 50 miles greater than the distance between
the taxpayer's former principal place of work and his
former residence. Thus, if the distance between a
taxpayer's old residence and his former job location
is 15 miles, the location of his new place of employment must be at least 65 miles from his old residence.
The law now provides that the distance measurement
is to be the shortest of the more commonly traveled
routes, rather than on the basis of a straight line on
a map.

In order for his moving expenses
to be deductible, an employee must be, in addition
to the 50 -mile minimum distance requirement, a full time employee in the new job location for at least
39 weeks in the 12 -month period immediately following his start of work in the new location. The 39 -week
test must be met regardless of whether or not the
employee is reimbursed for his moving expenses. For
self - employed persons, there is a 78 -week test involved
during a 24 -month period.
If not otherwise disqualified, employees and self employed persons are permitted to deduct moving
expenses even though they have not satisfied the
39 -week or 78 -week employment test by the time
prescribed for filing the return for the taxable year
in which moving expenses were incurred and paid.
However, if the employment test is not met, the
amount deducted for moving expenses must be included in gross income in the following year.
E M P L O YM E N T TE S T.
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The 39 -week test is waived only if the taxpayer's
failure to meet it is due to death, disability or involuntary separation from the service of, or transfer for the
benefit of, an employer after obtaining full -time employment in which he could reasonably have been
expected to satisfy the 39 -week requirement.
No n-Deductible Moving Expenses
The following moving expenses are non - deductible:
Total disallowance —All direct and indirect moving
expenses if distance or employment tests are not met
by taxpayer, and qualified indirect moving expenses
in excess of the $1,000 and $2,500 limitations. In
addition, the following non - qualified indirect moving
expenses are non - deductible.
1. Interim period living expenses incurred prior to
the move of the family of the transferred em.
ployee —Such expenses include lodging, meals,
laundry, and return trip travel costs.
2. Interim period expenses on old residence if employee and his family move before it is sold —Such
expenses involve mortgage interest, real estate
taxes, monthly allowance for rent, utilities, insurance and yard care during period former residence
remains unoccupied and unsold.
3. Loss on sale of old residence
4. Relocation expenses of refitting draperies and rugs,
installation of appliances, fees for utility connections, auto re- registration, new driver's licenses,
losses sustained on disposal of club memberships,
and tuition fees
5. Fixing up expenses of old residence before sale
6. Storage charges other than in- transit
Withholding Requirements
Moving expense reimbursements or payments to,
or on behalf of, an employee by his employer are wages
subject to the withholding provisions of Section 3401
and the reporting requirements of Section 6041. However, only moving- expense reimbursements or allowances which are in excess of deductible moving expenses are subject to withholding of Federal income
tax and F.I.C.A. tax. Regulations require employers
to include the re- imbursements or payments for nondeductible moving expenses in the "Wages" block on
Form W -2, Wage and Tax Statement, and payments
for deductible moving expenses in the "Other Compensation" block since these payments are not subject
to withholding.
Impact on Employers
What is the impact on employers as a result of the
many changes and additions in the tax laws that pertain to the reimbursement and deductibility of employee moving expenses? For large corporate employers, the changes wrought by the 1969 Tax Reform Act
have created a real compliance headache. A great deal
of record - keeping is now involved in order to satisfy
the new requirements of the law. This is particularly
true when it is the company policy to make relocated
employees as "whole" as possible so that no economic
hardship will be incurred by them as a result of a
company- dictated move.

Continued on page 38
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THE ACCOUNTING
PRECONDITIONS
OF PPB
The Accounting Information System Is In A Unique Position To Supply Data For Planning Programming - Budgeting Systems, Because It Represents An Already Staffed Function With
Expertise In Regular And Systematic Information Collection And Communication

By E r n es t L. E n k e

The adoption of Planning- Programming- Budgeting
(PPB) Systems in the federal government was widely
heralded as an approach to rationalized budgeting and
improved management of national affairs. PPB spread
rapidly. It was adopted by state and local governments
and by foreign governments. Unfortunately, PPB has
been a disappointment to many people. This is partly
because there is significant confusion as to what PPB
actually is. Is it a decision model or is it an information
system?
Some social scientists and public administrators feel
that an optimum or near - optimum set of public policies is identifiable and that analysis will enable them
to identify and then carry out these policies. This is
to be accomplished by the adoption of PPB. However,
they tend to view PPB in its ideal state as a decision
model relating ends to means. They see it as involving:
1.
2.
3.
4.

Identifying the objectives or goals of government
Setting priorities among these objectives
Searching for alternate means of meeting objectives
Using analytical techniques to determine which
means will satisfy the objectives most effectively

or at the least cost
5. Creating administrative arrangements for carrying
out and enforcing the decisions so reached
In their concern with the techniques of decision
making, however, proponents of this approach often
overlook the raw material of decision making— information. Much of the effort directed to PPB has tended
to rely on ad hoc investigations, simple extrapolations
of trend data, and estimates.
MANAGEMENT ACCOUNTING /JANUARY 1972

A second approach to PPB is the information system
concept which emphasizes the need for information
to illuminate policy decisions. It sees PPB's contribution as presenting information in more useful formats,
presenting information not previously available, and
providing a data base for special analyses.
The advocates of the information system concept
see it as involving:
E. L. ENKE

1. Classifying the costs of government by program
structures with common goals or objectives
2. Attempting to find quantitive and qualitative
measures of program outputs and collecting these
on a regular basis
3. Projecting program financial cost inputs and service
outputs several periods into the future
4. Identifying special problem areas and using analytical techniques to appraise solutions
5. Attempting to integrate this information into the
regular budgetary process so that it is considered
systematically as part of the ongoing process of
government financial management

Mid- Missouri Chapter
1960, is an Associate
Professor at the University of Denver, Division of Accounting and
Quantitative Studies,
College of Business Administration. He received both his B.S. and
M.A. degrees from the
University of Nebraska
and his Ph.D. degree
from the University of
Illinois. Professor Enke
received a Certificate of
Merit for this article
(1970 -71).

While it may be true that designing a decision
model is a different problem from designing an inforThis article is based in
mation system, the problems are interdependent. part on material gathWithout data the decision making system is a sterile ered during a consulting
exercise in logic. The need for decision making, how- engagement with the
U.S. General Accountever, is implicit in data gathering.
ing Office, Washington,
A comparison of the attributes of the two apD.C.
proaches reveals that a change in emphasis rather than
a fundamental conflict is involved. Objectives must
be identified if program structures are to be developed.
Analytic studies are considered an integral part of the
information system. They are, however, subordinated
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"The whole
point of
accounting
systems is that
they exist to
furnish data
for decision
models. "

to the information system and treated as inputs into
a much more generalized and not fully defined decision model rather than as decision models themselves.
Critics of the information system role of PPB see
the opportunities for analysis swamped by the ordinary
routines of budgeting and data gathering and processing. "A Gresham's law is at work: routine drives out
analysis," states Schick.' "Wh y go through all the
rigmarole in order to accomplish a few discrete studies
of important problems ?" asks Wildaysky.'
While in part these objections seem based on the
old green eyeshade image of the accountant, they also
present a challenge to the accountant to take much
more active responsibility to develop information systematically without bogging down in routine.

The Role of Accounting
jaedicke and Sprouse have commented on the relationship of analysis and information gathering in accounting.
"It is useful to think of accounting in terms
of (a) a system for collecting quantitative
data — predominantly financial data —and (b) a
body of knowledge, including methods and
techniques, concerned with the use of these data
in making decisions. In other words, the measurement system may be distinguished (not divorced) from the use of data provided by the
system, but the field of accounting embraces
both. Indeed, the latter is of overwhelming importance in designing or evaluating the
former." '
The whole point of accounting systems is that they
exist to furnish data for decision models. The explication and development of PPB as a new decision model
challenges the management accountant to provide the
necessary data. In doing so, accounting will tend further away from emphasis on financial data to a comprehensive view of its information gathering function.
The management accountant is particularly fitted
to meet the challenge of greatly expanded information
requirements. He is already accustomed to gathering
and dealing with all sorts of nonfinancial data. Indeed
the shift from an emphasis on financial data to economic data has already begun. The American Accounting Association sets forth as the standards for
accounting information: relevance, quantifiability,
verifiability, and freedom from unannounced bias.'
While the accountant must measure, collect, purify,
and verify accounting data, the relevance of the information depends on his close association with the decision maker. The decision maker must give careful
consideration as to what information is relevant to
his needs and communicate these needs to the accountant. The accountant must seek to collect such information on a consistent, accurate, and timely basis.
Allen Schick, "Systems for Analysis: PPB and Its Alternatives," The Analysis
and Evaluation of Public Expenditures, Vol 3. A compendium of papers submitted
to the Subcommittee on Economy
G in overnment of the Joint Economic Coco.
mittee, 91st Congress, Ist Session, GPO, Washington, 1969, p. 819.
Aaron W ildayskv, "Rescuing Policy Analysis from PPBS, "Public Administration
Review, :March /April 1969, p. 196. Reprinted in The Analysis and Evaluation
of Public Expenditures, (ibid.), and in Planning Programming Budgeting, Inquiry
of the Subcommittee on National Security and International Operations for the
Committee on Government Operations. (:PO, Washington, 1970.
' Robert K. jaedicke and Robert T. Sprouse, Accounting Flows: Income, Funds,
and Cash, Prentice -Hall Inc., Englewood Cliffs. NJ., 1965, p. 2.
'.American Accounting Association, A Statement of Basic Accounting Theory.
American Accounting Association, Evanston, III., 1966, p. 8.
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The concept of an information system is essential
to the successful implementation of PPB. Its information needs are not one -time demands for data but
are recurring. The accounting information system is
in a unique position to supply such data, because it
represents an already staffed function with expertise
in regular and systematic information collection and
communication.
Failing to integrate with the accounting information
system deprives PPB of essential data. If the cost
categories used by the financial management system
are not consistent with those used by the PPB system,
the data collected may have little relevance for planning and programming. It will be difficult to compare
plans with results. One of the first problems PPB poses
for the accountant is the need to restructure financial
information for its purposes.

The PPB Budgetary Classifications
Perhaps the easiest way for accountants to identify
PPB with their discipline is by seeking more meaningful budgetary classifications. Costs must be related to
objectives and budgeted figures must be projected over
several periods. Many possibilities for classification of
public expenditures are available, yet few of them
provide an overview of the results of governmental
operations. Most classifications used relate to inputs
rather than to outputs. The extreme example is classifying expenditures by vendor, which many local governments use as a means of reporting. Whatever the
validity of such a classification for control of payables
it provides an almost meaningless hodgepodge when
tracing the cost of specific activities.
The object of expenditure or line item classification
is only slightly better. It details how much was spent
for various types of services and supplies. The emphasis
is on personal services, materials, and equipment purchased rather than on what was done with these inputs.
Classification by fund is also input- oriented. It
stresses where the money came from rather than what
was done with it. Even classification by organization
may not reflect outputs since one organization may
service several activities or several organizations may
be involved in one program.
Perhaps the most clearly output- oriented classification is one based on program, function, or activity —three words used almost interchangeably. This
classification relates spending to progress toward a
goal — cleaner streets, better recreation facilities or
better educated citizens, and attempts to show what
government does.
Relating the activities of government to the goals
of society is important not only for managers but
perhaps even more so for legislators and citizens. A
good program budget structure may provide the only
way the private citizen can gain an overview of the
activities within a single classification.

The Crosswalk Problem
A crosswalk exists when it is necessary to classify
the same expenditures by two different methods. Congress requires that all expenditures be classified by
appropriation. Since program and activity classifications normally do not coincide with appropriations,
two sets of reports are required. Converting informaMANAGEMENT ACCOUNTING /JANUARY 1972

in the bond election that the construction of a new "PPB
tion from one reporting format to another is called
crosswalking. The typical illustration of this is quite school building would not require a tax increase.
Use of a longer time horizon introduces the problem challenges
simple, involving only a few easy transactions. In pracof
periodicity into governmental accounting. In the
tice, however, it can be an accountant's nightmare.
accounting to
past
the focus was on fund flows, and fixed assets and
Even with an EDP system, the job is prohibitively
long term debt were ignored. The immense commit- extend the
costly for any large quantity of data unless they have
ments of funds to capital investment and the long
been properly coded when first recorded. With early
time lags associated with forward planning and pro- matching
multiple coding and an EDP system the crosswalk
gram start up which are a part of modern govern- principle to
becomes manageable. However, the request for a new
ment— require a long run assessment of both costs and
classification of data frequently comes too late for
benefits.
This necessitates some form of matching. As governmental
economical recoding. One of the prime challenges to
the
programs
of government grow more complex, the
the management accountant in PPB, as elsewhere, is
relationship of governmental and corporate accounting operations."
to work with the manager to anticipate needed expenbecomes closer. The need for cost accounting supditure classifications.
ported by an adequate accrual system becomes evident
After the fact, the response to a request for a new
as
a governmental unit attempts to measure its current
cost classification is probably limited to some allocaand
future costs of operations. Recording expenditures
tion of existing data without going back to recode.
only
as they are disbursed leads to the possibility of
This can be done using statistical sampling techniques
both
accidental and deliberate distortions of reported
or simply by arbitrarily assuming that, say 40 percent
data that could render cost comparisons meaningless.
of the total man hours went to a particular function.
While such arbitrary allocation may not be appealSystematic Analysis
ing, program budgeting usually must involve some
arbitrary decisions. One is simply which program clasPPB challenges accounting to extend the matching
sification best fits a particular activity. Are the service
principle to governmental operations. Cost - benefit
academies education or national defense? Is a school
analysis seeks to match efforts and accomplishments.
vaccination program education or public health?
The benefits obtained from public expenditures are
After such decisions as these are made, the problem
the equivalent of the revenue flows of private enof joint costs remains. Many agencies are involved in
terprise.' Accounting is trying to develop a measuremultiple programs. How is agency overhead to be
ment technology which can report them. The difficulallocated in such cases? The problem of jointness also
ties of quantifying and evaluating benefits may be
affects long -lived assets. The same launch pad at Cape
eased by first seeking to measure revenue flows or cost
Kennedy may be used for several different series of
savings resulting from an activity.
rockets. How can such costs be allocated fairly? Henke
COST - REVENUE ANALYSIS
points out that the need for such allocation of costs
Cost - revenue analysis seeks to match the costs of
of physical facilities among functions is a strong ara
proposed
governmental activity against the direct
gument for depreciating governmental fixed assets.'
and
indirect
revenues which can be expected to flow
Certainly all costs including depreciation and services
from
it.
Such
analysis can be used in gathering data
furnished without charge by other agencies must be
for
such
decisions
as whether a city should annex an
considered in relation to a program if costs are to be
adjacent area, whether to undertake urban renewal
compared with benefits.
projects, and even whether to seek certain types of
Use of Longer Time Horizon
industrial development. Such analysis involves a long
The whole question of long -lived assets opens for range view of governmental programs, and accounting
discussion the allocation of costs among periods. A may help present the decision in its total proportions.
classification not considered in the prior section is The International City Managers' Association points
classification by character. This relates the expenditure out:
to the time period benefited —past (debt retirement);
"The judicious location of public buildings
present (current expenses); future (capital improvecan be one of the most important elements of
ments).
any program of central revitalization and reMore important, however, than the question of
development. Most public facilities can best
which government expenditures are capitalizable, is
serve the over -all community from a central
the effect that certain expenditure decisions made
location. By choosing a central site which needs
currently will have on future budgets. All too often
clearance and redevelopment, the local governthe relatively low initial start -up costs of a program
ment can provide a new anchor point for private
are considered in determining whether to go ahead,
redevelopment investment in the same vicinity.
rather than what the program will cost when fully
Although initial site and building costs may be
staffed with its associated supply and equipment needs.
higher, clear financial gains usually can be reaSimilarly, capital expenditures are often made conlized by the local government over the long run
sidering only the costs of debt retirement and interest.
through the stability provided to other central
A new school building needs teachers, administrative
investments and through the creation of new
and custodial staff, books and classroom equipment
private investments built around the public
if it is to become operational. Voters are justifiably
buildings. "'
perturbed when the school board seeks a levy increase
°Norton
Bedford, Income Determination Theory: An Accounting Framework,
to operate the new school after assuring the voters
Addison - Wesley Publishing Co., Reading, Mass., 1965, pp. 92 -93.
`Emerson 0. Henke, Accounting for Nonprofit Organizations, Wadsworth Publishing Co., Belmont, Calif., 1966, P. 127.

MANAGEMENT ACCOUNTING/ JANUARY 1972

- International City Managers' Association, Municipal Finance Administration,
6th ed., International Citv Managers' Association, Chicago, 1962, p. 383.
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"The role of
accounting in
this task is to
provide
quantitative
measures of
the
objectives."

Cost - revenue analysis is secondary to cost - benefit
analysis. The direct and indirect benefits of a governmental program are the key factors in considering
expenditures rather than the direct or indirect effects
on revenues. The revenue effect, however, may be
quite significant both in measuring some of the benefits and in determining the net cost of the project.
Tax dollars are scarce resources. The ability to finance
part of the cost of a project from user fees, grants in -aid, or an improved tax base may be crucial to the project decision.
COST - BENEFIT ANALYSIS

Carrying out a program of a governmental unit
involves three steps. First, objectives must be determined. The needs of the community must be assessed
and the standards of meeting them set. Second, the
efforts to meet these needs must be decided upon.
Alternative methods of meeting these needs and their
costs must be considered. The administrator then
carries out the actions judged most effective. Third,
the legislative body and the citizens review the administrator's acts and try to determine whether the
actions taken meet the needs adequately and efficiently.
The role of accounting in this task is to provide
quantitative measures of the objectives, efforts, and
results of governmental activities and to relate these
measures to financial data, and, indeed, to attempt
to express them as financial data. By relating such
measures to dollar costs, accounting assumes a significant role in the public decision making process.
To achieve this role, however, accounting must reach
out to encompass much more data than are included
in the typical financial data oriented accounting system. Social costs must also be considered as accounting
becomes a total management information system.
While the tasks seem ominous and forbidding, the
need for this type of information is urgent. Decisions
must be made. If accounting is to help put them on
a rational basis, it must help quantify the data needed
and, if possible, to state it in financial terms.

Measuring Needs
In seeking to quantify need, a variety of measures
are available. First, socio- economic breakdown data
can be related to specific functions and estimates
offered of the costs of preventing or mitigating unfavorable conditions. A high motor vehicle accident rate
suggests that solutions may lie in constructing better
highways, improving traffic signals, or increasing police
patrols. The costs of these different approaches can
be estimated and compared. The incidence of fires
and total fire loss, the crime rate, the number of high
school dropouts, and the incidence of communicable
diseases all offer bases for comparison with present
expenditure levels and costs of prevention or alleviation.
Second, the trends shown by current performance
data indicate points of stress. Heavy use of recreational
facilities may indicate a need for additional funds.
Comparisons of usage with estimated capacity can
indicate crowding, adequate facilities, or even under usage.
Third, the value judgements of experts have often
been expressed quantitatively. Such standards are ar36

bitrary figures and may reflect the experts' bias toward
expanding the activities of their occupational interests.
However, in some cases, where grants -in -aid or some
form of accreditation is attached to these standards,
they may even serve as minimum needs by definition.
The costs of meeting these standards can then be
determined and even matched against some of the
specific benefits in certain cases. Thus the costs of
meeting the standards of the National Board of Fire
Underwriters, in order to secure a better fire insurance
rating for property in a city, can be matched against
the fire insurance premiums saved.
Fourth, an index of needs based on data gathered
in personal interviews with users of governmental
services related to standards for state of health, educational background, and employment status has been
developed for Detroit by Touche Ross & Co. Their
managing partner, Mr. Robert Beyer, pointed out:
"The degree to which [needs] are reduced,
and the time it takes for reduction to occur,
is the acid test of a program's success. Continuing measurement, reliably controlled in the best
accounting tradition, provides a valuable instrument of continuing evaluation. The absence of
this ingredient ll responsible for the failure of
more social improvement programs in the past
than any other single factor."

Considering Efforts to Meet Objectives
The allocation of scarce public resources among
competing needs must be the decision of the community. Nonetheless, accounting may offer legislators,
administrators, and citizens some guidance for their
decisions by indicating the costs of n ot improving
governmental services, the usage of these services, how
these services compare to standards suggested by experts, the cost of these services at the current level
and the estimated cost of improved service.
The budget is a financial expression of this. As such,
it is important that the emphasis of the budget be
on the matching of the inputs of tax dollars with the
outputs of services. By showing what activities are to
be carried on to meet objectives, the budget invites
a comparison of the various types of activities which
may be used to reach the objectives. If, for example,
the objective is to reduce property damage caused by
juvenile delinquents, alternative programs are available. A city might detail extra police to protect affected
areas, undertake recreational programs designed to
take idle teenagers off the streets, provide social counseling for families of teenagers, attack the problem
as an educational one dealing with dropouts, use vocational training to create job opportunities for unemployed youth. Any one, or a combination, of these
approaches might be deemed best. By comparing costs
and estimated benefits from each suggestion a more
effective and unified program may be achieved.

Evaluating Results
Part of the point of this example is that police
effectiveness is measured by crime prevention, not by
detection and arrests. Police departments of the future
may give a much higher relative emphasis to commu'Robert Beyer, "The Modern Management Approach to a Program of Social
Improvement," Journal of Accountancy, March 1169, p. 15.
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nity relationships of the social work type than to
traditional enforcement activities. Indeed, it may be
that one reason the small town cop with all his lack
of adequate training, equipment, and scientific support is so often effective, is that he is felt to be part
of the community in a way that big city policemen
often are not.
Measuring effectiveness is a formidable task. Perhaps the best single test of police effectiveness is how
much has the probability of one's being murdered,
mugged, robbed, etc. been reduced by the last increment spent on police protection? Granted that such
a measure is relevant, can it be quantified in an objective and reliable manner?
Difficulties in finding quantifiable, objective and
reliable data to evaluate organizational effectiveness
have led accountants to performance measurement.
Miles of streets cleaned, hours of police car patrol,
numbers of books checked out of libraries are not only
quantifiable, but also can be collected in the course
of operations. By tying performance estimates to budgetary amounts, and comparing results in terms of both
spending and performance, new insights may be gained
into operational effectiveness.
In seeking measures for both the private and public
sector, accounting has frequently been forced to a
compromise among the criteria for reporting. Even
if current costs may be more relevant, historical costs
may be used because they are more objective and
reliable. Performance measures may likewise sacrifice
relevance to objectivity and reliability. This may be
because the performance data measure the wrong
thing. The important fact for a police department is
not arrests made but crimes prevented. Stressing an
easily quantifiable measure may be misleading. Yet
such defects can be over - emphasized.
There probably is a functional relationship between
likelihood of arrest and desisting from crime. Similarly,
it can be charged that such data as hours of patrol
duty are really input measures since the true output
is public safety. These objections to performance measures point up the need to consider the deficiencies
that are going to exist whenever a perfect measurement
of effectiveness cannot be utilized.

Other Reporting Problems
Perhaps a greater danger to relevance of performance measures than the need for judgement in interpreting them is their proliferation. Many organizations carry on a variety of activities. If information
furnished about each is detailed to the point that the
number of letters typed and the number of vouchers
handled begins to creep into departmental reports,
the system may soon generate more noise than information.
Even accurate figures may be misleading. The story
about the museum which boasted of the large number
of visitors who flocked through its doors each year —
until a comfort station was built in the park across
the street— illustrates the danger of not investigating
the data for hidden bias.
Despite these warnings, use of performance data in
public decision making marks an important step forward. It is reasonable to expect the accounting system
will collect, verify, and report performance data as well
MANAGEMENT ACCOUNTING /JANUARY 1972

as financial data. The relationship of such performance
data to cost accounting is clear. As the demand for
accurate cost collection and then standard costing
becomes more general in government, the importance
of the accountant and his value to the PPB system
will increase. In particular, as the accountant attempts
to relate performance to needs, to show how government is trying to satisfy those needs, the PPB accounting information system has come to full cycle.

Putting Dollar Values on Results
Measuring the cost of performance does not provide
the decision -maker with the key factor —did the cost
produce benefits which were at least as valuable as
the resources expended? It is here that relating performance to need can best express the benefits
achieved. Improvements in socio- economic breakdown
data such as a lower accident rate after a highway
improvement or a reduction in high school dropouts
after a stepped up counseling program provide measures of benefits, but benefits that are difficult to put
a dollar value on. Perhaps the benefits need not be
priced explicitly to serve public decision- makers.
However, dollar pricing of benefits accompanied by
such sophisticated methodology as present value discounting is spreading. Originally used in analysis of
water resource projects these techniques are now being
used in the Department of Health, Education and
Welfare to put dollar values on the expected benefits
of cancer research and accident prevention.'
The use of facilities offers an even easier translation
of performance data into dollar benefits if an imputed
value can be agreed upon for such services as recreation, library borrowing, or highway mileage.

" ... did the
cost produce
benefits which
were at least
as valuable as
the resources
expended ?"

The Political Decision
Ultimately, however, such refinements of the information system must yield to the values of the decision- makers. Accounting data are inputs into a decision
model. When the decision model is as vast as an entire
democratic society it is impossible to determine all
of the inputs into such a decision model or even their
priority. Political rationality is not necessarily the same
thing as economic rationality. This makes providing
information for a public decision making system much
more challenging to the accountant than providing
it for a more economic oriented system such as the
business enterprise. An important requirement for
rationality, however, is information. To the extent that
the accountant quantifies relevant, objective and reliable information for public decision - making, he is
helping our society to seek its goals more rationally.

Conclusion
The major constraint on the analytical models of
PPB is lack of data. By developing an adequate data
base both for budgeting and reporting in a PPB format
and for supporting special analytical studies, the accountant can contribute enormously to the success of
the system. If the accounting preconditions for PPB
are not met, it is likely that the hoped for benefits
of the system will prove illusory.
° William Gorham, "Statement." The Planning - Programming- Budgeting Systeo:
Progress and Potentials, Hearings before the Subcom mittee on Economy in
Government of the joint Economic Co mm ittee, 90th Congress, 1st Session,
September 14, 19, 20 and 21, 1967, CPO, Wash ingto n, 1967, pp. 6-7.
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THE 1969 TAX REFORM ACT AND EMPLOYEE MOVING EXPENSES
Continued from page 32

" . . . avoid
any delay of
payments that
might occur
through use of
the payroll
system."

Compliance Procedure
Let us now review the procedure that a large corporate employer should adopt in order to comply with
the new features of the law pertaining to employee
moving expenses:
CO MM UN IC AT IO N AN D ED UC AT IO N

First, a procedure must be written at company
headquarters that will fully explain the features and
requirements of the 1969 Tax Reform Act applicable
to the reimbursement and deductibility of employee
moving expenses within the company's employee
moving policy. The procedure should also outline the
routine to be followed by the various departments
of each division within the company so that a consistent policy is maintained throughout the company so
that a consistent policy is maintained throughout the
company as a corporate taxpayer. For a large corporate
employer, it will usually be the responsibility of its
Tax Department to prepare this procedure for distribution to the many managers and supervisors
throughout the company after it has been approved
by top management. The next step is to inform all
employees of the basic compliance factors and the
reimbursement policy of the company whenever such
employees are to be relocated.
ME T H O D O F R EI M BUR SE M EN T

The most practical and efficient way to reimburse
relocated employees is to make payments to them
promptly through the regular accounts payable system
and avoid any delay of payments that might occur
through use of the payroll system. However, the
payroll system can be used to calculate, report, and
pay the appropriate income taxes attributable to the
taxable portion of reimbursed employee moving expenses. In any event, company policy should require
relocated employees to submit documented evidence
of their moving expenses so that they will be eligible
for company reimbursement. The gross -up calculations
prepared in accordance with a gross -up formula provided by the Tax Department, and the deposit of
income taxes by the company in behalf of the relocated employees are made after completion of all
reimbursements and payments attributable to the
employees' moving expenses. An exception to this rule
would be at year -end, whereby the tax calculations
and reporting on wage and tax statements would be
made for reimbursements in the current year even
though the employee's move is not complete. Further
reimbursements in the subsequent year would be handled separately for tax purposes in such year as the
employees are cash -basis taxpayers.
RECORD - KEEPING AND FORMS REQUIRED

Obviously, the foregoing procedure for reimburse-
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ment of employees' moving expenses requires a great
deal of record - keeping, as well as the design and use
of several new forms in order to comply with the
withholding and reporting requirements of the tax law.
In addition, the records and forms must be keyed to
inform the relocated employees of how much additional compensation and applicable income taxes will
be included in their annual wage and tax statements,
as well as the amount and type of moving expenses
they can deduct to determine adjusted gross income
on their federal returns. Listed below are various forms
that can be used to implement and maintain a procedure for the reimbursement of employees' moving
expenses in order to satisfy the requirements of the
current tax law:
1. Requested information letter to relocated employees who will complete and return it to the designated company department
2. Moving expense voucher designed for use by relocated employees to report their moving expenses
3. Form for itemizing the total reimbursements and
payments made to moving companies in behalf of
the employees, the deductible portion and taxable
portion of such payments for moving expenses
4. Form to inform Payroll Department of basic data
to be used for preparation of the moving expense
statement issued to a relocated employee
S. Payroll Department notice used to inform relocated employees that their wage and tax statements
for the year will include the grossed -up taxable
portion and deductible portion of reimbursements
for moving expenses plus applicable income taxes
withheld and paid by the company in behalf of
the employee.
6. A moving expense statement to be completed by
the Payroll Department and sent in duplicate to
the employee —This statement can be attached by
the employee to his federal income tax return as
a supplement to Form 3903 in order to support
his deduction for qualified moving expenses.
7. A gross -up formula for calculating withheld income
taxes together with current Federal, state and local
tax rate schedules
8. Form 4782, Employee Moving Expense Information, required by regulations to be furnished by
employers to their relocated employees. If the
employer furnishes a complete moving expense
statement described in Item 6 above, it should be
attached to Form 4782.

Conclusion
While this presentation concerning employee moving expenses has been slanted toward the compliance
problems a large corporate employer now faces under
the provisions of the 1969 Tax Reform Act, a similar
compliance problem will exist for smaller corporate
employers who become involved in the relocation of
their employees.
❑
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TAX ASPECTS OF REALTY
Taxpayers In The Higher Brackets Benefit More Proportionately
From The Purchase Of Depreciable Property

By Almer B. Clark
Since land is a non - depreciable asset, its original cost
can only be recovered out of the profit earned when
it is sold. Consequently, when a parcel of land with
improvements is purchased for a specific amount of
money, separate allocations from that amount must
be made for the land and for the improvements. The
fair market value of each is the determining factor.
If, for example, the fair market value of the land were
$10,000 and that of the improvements were $70,000,
the total fair market value of the property would be
$80,000. If the property were purchased for $75,000,
one - eighth of $75,000 should be allocated to land and
seven - eighths of $75,000 should be allocated to improvements in the ratio of the fair market value. The
seven - eighths allocated for improvements may then
be considered as a depreciable asset.
An important consideration is that the life used for
depreciation purposes is not necessarily the physical
life and may be shortened to its useful life. The useful
life is strictly limited by the date when obsolescence
sets in —the date when the original purpose has been
served and the improvement must be demolished or
converted to some other purpose less financially desirable.

Cash Flow
The real effect of depreciation, however, is that the
owner realizes a cash flow inward through a reduction
of income tax at the rate in his highest bracket of
taxable income. If a corporation is allowed a $10,000
depreciation deduction and it is in the 50- percent
bracket, the Treasury has, in effect, provided a cash
flow from the property of $5,000. It should be noted
that, in case of individuals or partnerships, taxpayers in the higher brackets benefit more proportionately from this deduction than those in the lower
brackets.
Let us assume that a piece of real property has a
negative cash flow of $10,000 and that the annual
depreciation is $30,000. A prospective buyer in the
25- percent bracket could not afford to purchase the
property because he will get only $7,500 benefit from
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the depreciation and his cash flow would still be a
negative $2,500. A prospective buyer in the 70- percent
bracket, however, might be a willing purchaser. He
would get $21,000 benefit from the depreciation and
could turn a negative cash flow of $10,000 into a
positive cash flow of $11,000.
In addition to the cash flow generated from depreciation, real estate investment has certain advantages
taxwise over alternative forms of investment. In general the gains on sales, less depreciation recapture, are
taxed as capital gains. The losses, however, if the
property is used in trade or business are 100 percent
deductible against other ordinary income.

Advantages and Leverage
Another advantage of real estate investment is that
the holder of nonproductive real estate has the option
of expensing or capitalizing taxes, interest, and other
carrying charges, depending on which method will give
him the most tax advantage. This option is not available to other forms of investments. There is also the
situation where improvements added by a tenant ordinarily are returned to the lessor tax -free at the termination of the lease. Thus, the landlord receives the
benefit of an accretion to his capital without paying
an income tax thereon.
An interesting example of the possible build -up of
leverage in real estate investment is supplied by
J. K. Lasser.
"A builder paid $100,000 for a piece of downtown land. He had plans drawn for a building
and got tentative leases. On the basis of the
leases, he sold the land to an insurance company
and leased it back from them. His lease commitment was enough to make the land worth $1
million to the insurance company. After paying
his capital gains tax on the million dollars received from the insurance company, the
builder's $100,000 initial investment had grown
to $766,000. This, together with his prospective
profit on the building job, gave enough equity
to get an insurance company to give him over
$7.5 million in mortgage money against the
building to be erected on the site. Thus, a deal

i

Than Those In The Lower Brackets

A. B. CLARK
N o r t h Texas Chapter

1967, is Controller,
Central Control Co.,
Dallas, Texas. Mr. Clark
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"Very rarely
are properties
exchanged
which are
exactly equal
in value."

amounting to almost $10 million was swung with
less than 2 percent of equity money." '

Trading: Tax -Free and with 'Boot"
One of the most interesting and unique income tax
provisions of realty is in regard to tax -free exchanges
of like property. Owners of real property held for
investment or for use in their trade or business have
the privilege of deferring capital gains by trading
tax -free for real property "of a like kind," according
to Sec. 1031 (a), I.R.C. The provisions of this section
specifically exclude real estate held for sale to customers in the ordinary course of business and to owners
of property used for residential purposes.
The definition of "like kind" has a rather broad
interpretation as shown by the following accepted
transactions:
1. City real estate held for rent exchanged a farm
2. Commercial property rented for store use exchanged for unimproved city lots
3. Exchange of mineral rights for hotel property
4. Fee interest exchanged for leasehold interest of
30 years or more in like property
5. Fee interest in land exchanged for perpetual water
rights
6. Exchange of oil and gas lease for a ranch
An exception to be noted is that an exchange of
real property for any type of personal property or for
intangibles, such as stocks and bonds, does not qualify
and is treated as a taxable exchange.
In any event, the properties to be traded must be
either held for investment or for use in trade or business. The following warning was cited by Paul Anderson:

were cash boot. If a party were relieved of a mortgage
on the property given up, the transaction is treated
as one in which he received an equivalent amount
of cash and the rules about boot and gain would apply.
If both properties are subject to debt, the respective
debts are offset one against the other and only the
net debt is treated as the receipt of payment of debt.
If cash boot and mortgages are both involved, it might
be preferable to use the cash boot to reduce the
mortgage and thus cut the taxable ceiling.
A three - cornered exchange, as illustrated in Exhibit
1, can also qualify for tax -free treatment. Suppose A
owns lot R and B owns lot S. A would like to trade
lot R for lot S, however, B does not want lot R, but
is willing to sell lot S. C wants to buy lot R. A per -

Continued on page 45
Exhibit 1
THREE CORNERED EXCHANGES

A

R

B

S
SALE

B

S

C

"The taxpayer must be careful to hold the
new property acquired in the exchange for business or investment purposes. If he immediately
resells the property acquired, he may unwittingly
create an inference that the property received
in the exchange was acquired for the purposes
of resale. In this event, the exchange would be
converted into a taxable transaction by the intention to resell held at the time the property
was acquired." 2
In a bona fide tax -free exchange, free of boot or
encumbrances, the basis and holding period of the
property received remains the same as the original
property traded for it. Very rarely are properties exchanged which are exactly equal in value. Consequently, one party generally gives cash or unlike property, known as "boot," to equalize the transaction.
The one giving the boot has no problem —he simply
adds the cash or the basis of the unlike property to
the basis of the real property given up and arrives
at the basis of the property received. The person
receiving boot reports as profit the lesser of the gain
or boot. If the boot should exceed the profit, the excess
is applied against the basis.
Mortgages released or assumed are treated as if they
J. K. Lasser, Successful Tax Planning in Real Estate, Larchmont, N.Y., American
Research Council, 1461, p. 225.
' Paul E. Anderson, Tax Factors in Real Estate Operations, Pren tice-Hall, Inc.,
Englewood Cliffs, NJ., second edition, 1965, p. 111.
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MEASURING PROFITABILITY
IN THE EQUIPMENT RENTAL
BUSINESS
If The Risks Of Ownership Can Be Accommodated
Then Equipment Rentals Can Be As Profitable
As Direct Sales

By Robert T. Kirschbaum
Quite often a dealer in equipment will have two
distinct lines of business. He will be involved with
rentals as well as direct sales. His resources will be
allocated to a continuing, interacting combination of
rentals and sales. Frequently, he has no direct notion
of his exact resource allocation in the short -run; and
must judge the merits of renting equipment versus
selling it as each situation arises. How then, does he
judge (1) what his return on the rental portion of his
business is in relation to the direct sales line, and (2)
whether each line is profitable enough?
If he has fixed resources available and a choice of
whether to rent or sell equipment outright, he can
employ the usual lease analysis to measure the profitability of his business. He can follow the acceptable
procedure of discounting alternative cash flows by his
cost of capital' and choose the alternative with the
highest present value. However, the dealer does not
usually find his problem this simple. In a combination
rental- direct sales type of business, two returns must
be calculated to answer this question. Returns must
be calculated for both the rental line and the direct sale line. In both cases the returns must exceed the
cost of capital.

Return on Rentals
Each rental situation should return to the dealer
an amount in excess of his cost of capital. His profitability analysis ' should extend over the asset's life
and consider the time value of money, i.e,, present
value. Cash flows over the projected life of equipment
should also be discounted in terms of his internal rate
of return (IRR). If the IRR of cash flows is:

'

p

' See Harry V. Roberts, - Current Problems in the Economics of Capital Budgetin g;' jo u rn al of Business, January, 1957, pp. 12 -16.
'See Anato my of the Rental Business, Association of Equipment Distributors,
publicatio n from 52nd Annual Meeting, Les Vegas, Nev.. January 18.22, 1971,
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1. Greater than the cost of capital —Then, financially,
the investment is acceptable.
2. Less than the cost of capital —The investment is
unacceptable.
3. Equal to the cost of capital —The investment offers
no definite choice.

Calculating the Return
The following example is adapted from the AED
publication, Anatomy of the Rental Business'.
$58,400
Book value of equipment
Less, estimated value —end of useful life 29,200
29,200
Net depreciable cost —over useful life
Yearly costs
5,840
Depreciation
316
Insurance
1,064
Advalorem dr personal property taxes
5,840
Interest on investment
3,000
Repairs and maintenance
1,500
Sellin g costs
1,200
Other overhead costs
$18,760
Total annual cost
Total annual cost divided by probable
months of rental in year is equal to
the approximate cost for each month of
rental (6 months).
Add 25% profit
Monthly rental rate

$ 3,127
782
$ 3,909

Annual revenue (6 x $3,909)

$23,454

R. T. KIRSCHBAUM
Manager, Capital
Budgets, for Borden
Chemical Co., a division
of Bo rd en , Inc., Columbus, Ohio. He is in
charge of forecasting of
capital re qu ire me n ts,
budget consolidation,
andinvestment analysis.
Mr. Kirschbaum holds a
B.S. degree in business
and an M.B.A. degree,
both earned at the University of Pittsburgh.

is

The cash flows emanating from this investment are
presented in Exhibit 1. For example, the cash flow
for Year 1 would be equal to the sum of all costs,
except interest, plus income taxes subtracted from that
year's revenue. In Exhibit 2, the internal rate of return
' Ibid., p. 4.
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" . . . the
return on
rentals should
exceed the
return on
direct sales."

is calculated to be 13.44 percent. It is found by interpolation and represents the rate of return at which
the sum of the cash flows is exactly equal to the
original investment.
If the rate of return is less than the rate for the
cost of capital, then -on financial criteria alone -one
should reject the investment. If it is greater than the
cost-of-capital rate, one should accept it. The result
determines whether the rental rate or utilization of
equipment is acceptable. If the rental rate cannot be
increased, perhaps the utilization can be.

Return on Direct Sales
Return on direct sales obviously should also exceed
the cost of capital. In the simplest situation, an acceptable return can be calculated on the basis of sales
price less investment cost, direct and pro -rata costs,
and taxes. If the time period of direct sales compares
to the same time period as rentals, returns are more
properly comparable than when different time periods
are involved.
Although the simultaneous occurrence of all revenues and costs is the simplest situation in the direct -sale
line, such is usually not the case. For example, set -up
costs, other servicing costs (e.g., warranties) and taxes
are not involved at the time of sale. Frequently, the
dealer must borrow funds to purchase equipment and
will subsequently sell to a customer on credit, which
entails additional financing criteria. These time - series
considerations should be taken into account in developing an IRR for direct sales. However, to simplify
the analvsis, it will be assumed that the purchase, sale

and related costs occur simultaneously and that no
financing problems are involved.

Rentals Versus Direct Sales
Assuming the dealer knows his cost of capital and
that his revenue from rental and direct -sale lines exceed this cost, what is the relationship of return on
rentals to return on direct sales? A major criterion
is that the return on rentals should exceed the return
on direct sales. There are various advantages and disadvantages to the business of renting equipment.
There is, for example, the risk of ownership assumed
by the dealer. This risk should persuade him that the
return generated by the rental line must exceed return
generated by direct sale line. Once equipment has been
sold, the risk is usually nil. However, ownership of
rented equipment exposes him to various risk factors,
such as technological obsolescence of equipment and
possible misuse of equipment. Regardless of labor and
market conditions, the dealer alone must bear risk of
ownership and consequently must demand a higher
return on his rental business.
Historical data can be used to simplify comparison
of return on rentals to return on direct sales. This
information offers actual performance results; and
since past experience is often a significant basis for
future predictions, some relevant facts may be gleaned
to alter these projections if necessary. Methodology
for analyzing history can be used in the same manner
for short -range budgets and long -term projections.
Both actual and projected data can be combined to
monitor returns at periodic intervals.

Exhibit 1
CASH FLOWS- SINGLE INVESTMENT

$29,200

$23,454
23,454
23,454
23,454
23,454

Depreciation

Other
cash
costs

$(5,840)
(5,840)
(5,840)
(5,840)
(5,840)

$(7,080)
(7,080)
(7,080)
(7,080)
(7,080)

*Interest

Taxable
income

$(5,840)
(5,840)
(5,840)
(5,840)
(5,840)

4,694
4,694
4,694
4,694
33,894

(52 %)
Income
taxes
$( 2,441)
( 2,441)
( 2,441)
2,441)
(17,625)
(

Investment
$(58,400)

Rental
revenue

$

Year
0
1
2
3
4
5

Salvage
value

Cash
flow
$(58,400)
13,933
13,933
13,933
13,933
27,949

*

Interest is excluded from cash flow since IRR theory by definition is a gross return before cost of funds. However, interest
must be considered for tax calculations.

Exhibit 2
INTERNAL RATE OF RETURN - SINGLE INVESTMENT

*
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639

1,469

=

830

= .44

1469

IRR

13.0

.44

=

830)

639

+

$(

Interpolation
+

14 percent
Discount
*Present
factor
value
1.0000
$(58,400)
.9332
13,002
.8112
11,302
.7053
9,827
.6131
8,542
.5330
14,897

-

13 percent
Discount
*Present
factor
value
1.0000
(58,400)
.9377
13,065
.8234
11,472
.7230
10,074
.6349
8,846
.5575
15,582
639
$

Year
0
1
2
3
4
5

Cash
flow
$(58,400)
13,933
13,933
13,933
13,933
27,949

13.44%

In this table continuous, rather than discrete, discounting factors were used.
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A hypothetical income statement is presented in
Exhibit 3. It presents sales, out -of- pocket costs, depreciation, taxable income, income taxes and net income
after tax for five prior years. The statement is divided
into three categories: (1) direct sales; (2) rental equipment purchased before Year 1 and not yet sold through
Year 5, or purchased after the beginning of Year 1
and not sold by the end of Year 5; and (3) rental
equipment purchased and disposed of within the five year period.
In this example, the direct -sales return will be measured against the return on rentals in group (3) with
a life span between the beginning of Year 1 and end
of Year 5. This simplifies the analysis because the
particular rental group has completed its life span and
all revenue and cost data is available. However, in
an actual case, the analysis can be extended by combining estimated and actual data to include the entire
business.
First, the return on direct sales must be computed
to compare with the return on rentals. Since costs and
revenues are assumed to occur simultaneously, present

value is not applicable. Divide net income of $144,000
by revenue of $900,000 to obtain a return on direct
sale of 16.0 percent.
The next step is to extrapolate from the income
statement the resultant cash flows from rental equipments that have completed their life spans. Assume,
for this example, that seven separate pieces of equipment were purchased for $40,000 each over a period
of one year. Each piece had a four -year life with 10
percent scrap value. Each piece rented for $2,500 per
month and was utilized 100 percent. Recognize all
costs applicable to the rental line. Variable operating
(including maintenance and repairs), selling and administrative costs were 10 percent of rental revenue;
and fixed operating, selling and administrative costs
were $1,000 per month. Tax rate was 52 percent. To
lessen the complexity of the example, assume the use
of existing resources (no interest expense), and a stable
economy to eliminate fluctuating dollar values over
the period.
Conventional depreciation practices could be followed (straight line, sum -of- the -years digits, declining

" . . . the
analysis can be
extended by
combining
estimated and
actual data to
include the
entire
business."

Exhibit 3
FIVE YEAR INCOME STATEMENT - MULTIPLE INVESTMENTS

Rental
$105,000
210,000
210,000
214,000
129,000

$2,968,000

$900,000

$1,200,000

$868,000

$(120,000)
(120,000)
(120,000)
(120,000)
120,000

$(36,000)
(36,000)
(36,000)
(36,000)
$(36,000)

$(22,500)
(33,000)
(33,000)
(33,000)
22,500

$(924,000)

$(600,000)

$(180,000)

$(144,000)

$(129,876)
(63,746)
(63,746)
(65,036)
( 137.616)

-0-0-0-0-0-

$(96,000)
(96,000)
(96,000)
(96,000)
$(96,000)

$(33,875)
(67,746)
(67,746)
(69,036)
$(41,616)

-0-

$(480,000)

$(280,020)
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540,000

$

48,624
109,254
109,254
111,964
64,884
443,980

$(31,200)
(31,200)
(31,200)
(31,200)
(31,200)

$(56.160)
(56,160)
(56,160)
(56,160)
(56,160)

$(25,284)
(56,812)
(56,812)
(58,221)
_ $(3_3,740)

$(667,669)

$(156,000)

$(280,800)

$(230,869)

103,980
133,082
133,082
134,383
111,784
616,311

28,800
28,800
28,800
28,800
28,800
144,000

51,840
51,840
51,840
51,840
51,840
259,200

$

$(112,644)
(144,172)
(144,172)
(145,581)
121,100

$

1
2
3
4
5

$

Net income after tax

1
2
3
4
5

$

Income taxes

300,000

108,000
108,000
108,000
108,000
108,000

$

1,283,980

60,000
60,000
60,000
60,000
60,000

$

216,624
277,254
277,254
279,964
232,884

$

1
2
3
4
5

$

Taxable income

$

$

$(760,020)

$

1
2
3
4
5

$(178,500)
(189,000)
(189,000)
(189,000)
17(8,500)

$

1
2
3
4
5

$

Depreciation

Rental
$ 240,000
240,000
240,000
240,000
240,000

$

Out -of- pocket costs

Total
$ 525,000
630,000
630,000
634,000
549,000

$

2
3
4
5

(3)

$

Revenue

1

(2)

$

Year

(1)
Direct
Sales
$180,000
180,000
180,000
180,000
180,000

23,340
52,442
52,442
53,743
31,144
213,111
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Exhibit 4
CASH FLOWS- MULTIPLE INVESTMENTS

( 67,746)

(21,000)

(12,000)

109,254

4,000

192,500
17,500
15,000
15,000
12,500
12,500
10,000
10,000
7,500
7,500
5,000
5,000
2,500
2,500

( 62,100)
6,936)
4,839)
6,129)
4,033)
5,323)
3,226)
4,516)
( 2,420)
3,710)
( 1,613)
( 2,903)
(
807)
2.097)

(19,250)
1,750)
1,500)
1,500)
1,250)
1,250)
1,000)
1,000)
( 750)
750)
( 500)
(
500)
( 250)
250)

(11,000)
1,000)
1,000)
1,000)
1,000)
1,000)
1,000)
1,000)
( 1,000)
1,000)
( 1,000)
( 1,000)
( 1,000)
1,000)

$28,000

$840,000

$(280,020)

$(84,000)

$(60,000)

(
(
(
(
(
(

120,188

100,150
11,814
7,661
10,371
6,217
8,927
4,774
7,484
3,330
6,040
1,887
4,597
443
3,153

( 52,078)
6,143)
3,984)
5,393)
3,233)
4,642)
2,482)
3,892)
1,732)
3,141)
981)
( 2,390)
230)
( 1,640)

110,172
12,607
8,516
11,107
7,017
9,608
5,518
8,108
4,018
6,609
2,519
5,110
1,020
3,610

$443,980

$(230,869)

$ 213,131

(
(

(
(
(

(
(

(
(

(
(
(

(

(

56,812)

(

120,188

(

(
(
(

(
(

(

(

(
(
(

230)
230)
981)
981)
1,732)
1,732)
2,482)
2,482)
3,233)
3,233)
3,984)
3,984)
56,812)

(

4,000

(

4,000

(

4,000

(

4,000

(

4,000

(

(

(

(

(
(

(
(

210,000

(

109,254

$(
(
(

(

&

&

(
(

(
(
(
(

(

(12,000)

4,000

$(280,000)

(

(21,000)

(

67,746)

$

Month
37-47
48
49
50
51
52
53
54
55
56
57
58
59
60

443
443
1,887
1,887
3,330
3,330
4,774
4,774
6,217
6,217
7,661
7,661

(

3

$

(

Year

1,000)
1,000)
1,000)
1,000)
1,000)
1,000)
( 1,000)
1,000)
1,000)
1,000)
1,000)
1,000)

Cash
flow
$(40,000)
1,020
(38,980)
2,519
(37,481)
4,018
(35,982)
5,518
(34,482)
7,017
(32,983)
8,516
(31,484)

(

210,000

$(
(
(
(

250)
250)
500)
500)
750)
750)
( 1,000)
1,000)
1,250)
1,250)
1,500)
1,500)

Income
taxes

(

2

$(
(
(
(

Taxable
income

(

Year

Fixed
oper., sell.
admin.

(

40,000)

(

Variable
oper., sell.
admin.

(

40,000)

807)
1,613)
1,613)
2,420)
2,420)
3,226)
3,226)
4,033)
4,033)
4,839)
4,839)

(

40,000)

807)

(
(
(

(

40,000)

$(

(

(

(

(

(

( 40,000)

2,500
2,500
5,000
5,000
7,500
7,500
10,000
10,000
12,500
12,500
15,000
15,000

(

$
( 40,000)

Depreciation

(

revenue

(

revenue

(

Investment
$( 40,000)

Rental

(

Month
0
1
2
3
4
5
6
7
8
9
10
11
12

Scrap

Exhibit 5
INTERNAL RATE OF RETURN - MULTIPLE INVESTMENTS

1

.976

.952
.929
.906
.884
.862
.841
.821
.801
.781
.762
744

99 6

(37,109)
2,340
(33,958)
3,552
(31,016)
4,641
(28,310)
5,621
(25,760)
6,489
(23,424)
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Cash
flow

49
50
51
52
53
54
55
56
57
58
59
60

8,516
11,107
7,017
9,608
5,518
8,108
4,018
6,609
2,519
5,110
1,020
3,610

7.627

76,392

25 -36

10,016 (each mo.)

5.671

56,801

3747
48

10,016 (each mo.)
12,607

3.909
.306

39,153
3,858

.298
.291
.284
.277
.270
.264
.P57
.251
.245
.239
.233
.227

213,143°

$(

2,538
3,232
1,993
2,661
1,490
2,141
1,033
1,659
617
1,221
238
819
92)

Since $(92) is less than zero,
then the annual nominal rate
2.5 x 12
30.0%
*Differs from Exhibit 4 because of rounding
=

=

13 -24

10,016 (each mo.)

2112% Annual rate
Discount Present
factor
value

Month

$

2
3
4
5
6
7
8
9
10
11
12

2 11x% Annual rate
Discount
Present
factor
value
1.000
$(40,000)

$

0

(

Month

Cash
flow
$( 40,000)
1,020
(38,980)
2,519
(37,481)
4,018
(35,982)
5,518
34,482)
7,017
(32,983)
8,516
(31,484)
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balance) to match revenue with costs on reported
income statements. However, assume a percentage of
revenues method was used. This is computed as:
D —

C
R +S

=

—

-

where:
Depreciation rate
D
Cost of investment
C
Rental revenue
R
S = Salvage value
In the example, investment cost for each piece is
the same, $40,000; rental revenues are $2,500 per
month, or $120,000 over the asset life; and salvage
value is 10 percent, or $4,000. The depreciation rate
is then equal to:
D —

$40,000
$120,000 + $4,000

a

,3226

This type of depreciation rate ($3226 depreciation
for each dollar of revenue) will provide for equivalent
gross profit levels for rental revenue and for final
disposal value of equipment.
Exhibit 4 applies previous financial data over the
five -year history of the rental business and presents
applicable cash flows. Negative cash flows occur bimonthly during the first year as a result of multiple
investments.
Exhibit 5 presents the calculation for the internal

rate of return. Discrete discounting factors were used
because monthly data was used and little difference
would result from continuous discounting. In Exhibit
5, the calculated rate of return is 2.5 percent per month
or a nominal annual rate of 30.0 percent. This percentage compares favorably with the calculated return of
16.0 percent on direct sales. As stated, the return on
rentals should exceed the return on direct sales. In
this example, it does, indicating an acceptable relationship between rentals and direct sales. If the cost
of capital is less than 16.0 percent, then both returns
are acceptable. Of particular note is that each firm
must decide for itself the proper magnitude of difference in returns.

" ... each
firm must
decide for
itself the
proper
magnitude of
difference in
returns."

Conclusion
The preceding analysis presents a method for measuring returns in the equipment rental business and
for the proper relationship that should develop between returns. Sophistication of the analyses can be
extended to whatever degree necessary by including
computer processing and risk and sensitivity analysis
for future projections. For example, the framework
of the business could inculcate a complex informational accounting system that could easily and efficiently generate the revenue and cost information
for calculating the necessary returns!
❑
See Ralph E. Otto, "How to Use Profit Center Concept for Creater Financial
Strength, Construction Equipment Distribution, June, 1970, pp. 2022.
4

TAX ASPECTS OF REALTY
Continued from page 40
suades C to buy lot S from B. A agrees to trade lot
R to C in exchange for lot S, which he acquired from
B. For this exchange to qualify, C must have been
under no obligation to A. In other words, C must
be buying the lot with his own money and not money
belonging to A. Otherwise, it may be treated as a
purchase and sale.
Another form of three - cornered exchange may occur
if A conveys a lot to B, B conveys his lot to C, and
C conveys his lot to A. If no money changes hands,
each of the three will qualify for a tax -free exchange.
In any case, where it is necessary to sell a property
in order to buy another property, the possibility of
an exchange should be investigated. In a sale and
purchase, the funds for purchase available from the
sale would be reduced by the tax on the gain. An
exchange would be wholly or partially tax -free, depending on the circumstances. On the other hand, if
the present property has sustained a loss, an exchange
would not be feasible because losses are not recognized
in an exchange. Also, one must be cautious of considering a tax -free exchange where the present property
is largely depreciable with a low basis. Since the basis
would be carried forward to the new property, the
depreciation allowance on the new property would be
greatly reduced. Of course, an exchange of unimproved
land would not be affected.
It cannot be too strongly pointed out that all legal
technicalities should be complied with, as Paul Anderson notes:
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"Once the parties have decided how the
transaction should be handled, that is, whether
it should be cast in the form of a sale or of
an exchange, they should be careful to follow
the proper legal formalities so that the character
of the transaction is preserved. If it is to be
an exchange, both parties should deposit all
deeds, payments, etc., in the same escrow. The
legal agreement between them should be drawn
in terms of an exchange, not a sale.
On the other hand, if the transaction is to
be a sale, the contracts between the parties
should speak in terms of a sale. If the legal
formalities are carefully observed, it is possible
to have a sale and purchase of like properties
between the same parties. The sales escrow covering one parcel should be closed and the sales
proceeds distributed to the seller before he
enters into an agreement of purchase of the new
property and deposits the purchase price in an
escrow newly opened for that purpose." '

Conclusion
This article was confined to general statements on
equity financing and the tax advantages enjoyed by
the real estate investor through depreciation and tax free or partially tax -free exchanges. To enjoy these
advantages, he must be thoroughly tax - conscious and
tax - oriented. No move should be made before the tax
consequences of the proposed action and alternative
actions are carefully weighed.
❑
' Ibid, p. 125.

45

THE LEASE OR BUY
DECISION IN
'TRUCK FLEET' EXPANSION
Leasing Equipment From Owner - Operators
Is Sometimes The Solution

. . .

To The Need For Enlarging The Fleet

By Paul I. Roesner

P. I. ROESNER
Toledo Chapter 1964, is
secretary- Treasurer of
gentle Trucking Corp.,
Toledo, Ohio.
Mr.
Roesner is a graduate of
Davis Business College
where he majored in
accounting.

A sales manager has just convinced management that
a need exists to increase his fleet of diesel tandem
tractors and tandem semi - trailers by ten of each. The
need is due to additional business, primarily iron and
steel articles coming from the steel mills of the Pittsburgh area and going to the auto industries in Detroit,
Michigan. Management has a decision to make: Should
they try to lease these ten complete units or should
they purchase them outright in order to enjoy the
additional revenue?
This question: "Do we buy or look for lease equipment to meet the increased demands on our fleet of
tractors and trailers ?" arises time after time for every
carrier engaged in truckload shipments of specified
commodities. Before the final decision is made about
how to achieve the additional capacity, many factors
must be considered. These would include:
1. Is sufficient equipment available for lease from
owner - operators ?'
2. Will the owner - operator domicile his equipment
in the area where it is most needed?
3. Do you have adequate assurance that the equipment will be under lease for a duration of time
sufficient to fulfill your commitments?
4. Can complete dispatch control be exercised on this
leased equipment?
The most important question that must be answered, however, is: "Can your fleet operate at a
profit ?" Since a profitable operation is so important,
a thorough evaluation of all costs involved must be
This study is comparing ownership of equipment versus leasing from owneroperators. Although one can also lease equipment from large leasing com anies, this
of
type
specified
of leasing
commodities.
is very seldom
In most
usedinstances
by carriersit engaged
is found to
in be
truckload
even more
shipments
costly
than outright ownership.
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obtained before an intelligent decision can be made.
The first step is to calculate the costs per mile versus
the revenue per mile.
Basically there are two main types of costs. Those
costs which occur annually, regardless of the amount
of usage, and those costs which are in direct proportion
to the miles that the equipment is driven. In other
words, the fixed costs and the variable costs.

Estimated Annual Miles
We cannot overemphasize the importance of an
accurate annual -mile estimate because so many of the
large expenditures are fixed costs and must be prorated over the estimated annual miles. Therefore, the
cost figures can only be as accurate as the estimated
annual miles are to the actual miles.
When one is about to estimate his approximate
annual miles per unit, certain factors must be taken
into consideration. For example, we must consider:
1. The number of weeks that contain holidays
2. The amount of down time in regard to repairs
and service
3. The complications that might arise in scheduling
loading and delivery times
4. The availability of a replacement driver when the
regular driver is off due to illness and authorized
leaves
5. The possibility of adverse weather conditions
Now let us show how an estimate of gross miles
can be calculated. First, figure the maximum number
of miles a unit can traverse under the very best circumstances. In this situation, it would be three trips per
week from Pittsburgh to Detroit and return to Pittsburgh, a round trip of 600 miles. Then allow for all
of the circumstances that will prevent this maximum
mileage of three round trips per week as illustrated
in the following calculation:
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Maximum miles per week (3 x 600)

1,800
x 52

Maximum miles per year
Less one round trip for each week
containing a holiday (6 x 600)

93,600

Less an estimated down time of 12
days or 6 trips (6 x 600)
Less the estimated loss time due to
complications of scheduling (2 x 600)
Less the estimated mileage loss due
to unavailable replacement driver
(3 days x 300)

—3,600
90,000
—3,600
86,400
—1,200
85,200

—900
84,300

Less the estimated loss due to adverse
weather conditions prohibiting driving
(3 days x 300)

—900

Average estimated annual miles per unit

83,400

The calculation does not allow for a reduction of
annual miles for driver's vacation. This is due to the
fact that vacations are generally scheduled and a replacement driver is normally available so the equipment suffers no additional lost time.

Fixed Costs
Once the estimated annual miles have been determined, one can start converting his fixed costs into
cents per mile as illustrated in Exhibit 1. The variance
in cost per mile will be quite apparent if one used
estimated mile figures which are much larger or smaller
than the actual figures. The fixed costs could include
the following:

Variable Costs
Correct cost figures for repairs
and servicings are the most difficult to estimate, the
reason being that there are so many variables which
must be considered. For instance, does the company
have its own garage and is it capable of performing
all the needed service? Can it handle the major repairs?
Remember, we are trying to get the average cost per
year over a four -year period. To achieve this we must
estimate the dollar cost of major repairs and replacements such as engine overhauls, transmissions and
differentials, and the number of times these major
servicings will have to be made during the period we
will own this equipment.
REP AI RS AN D SE RVI CI NG S.

"The greatest
single fixed
cost Is
depreciation."

Generally it is relatively safe to figure five miles
to the gallon provided the engine is tuned, the terrain
is moderately level and the loads average around
50,000 lbs.

F UE L .

In order to keep major repairs
to a minimum, maintenance should include prompt
and proper greasing and oil changes.

OI L , G RE A SE AN D F I LTE RS .

The equipment in this case study has 18 tires
on the road at all times; these tires and tubes have
an average cost of $100 each, and have an average
life expectancy of 90,000 miles.
TI R ES .

TO LL S AND TUR N P I K E CHARGES.

On movements from

Exhibit 1
COST PER MILE TO OPERATE A TRACTOR AND
SEMI - TRAILER
FIXED COSTS

As with all capital expenditures, a finance
charge must be considered as a direct fixed cost. Any
interest rate can be disputed depending on the geographic location, credit rating, availability of funds,
etc. However, for this study we will compute our
interest charge on a simple 8 percent basis.
I N TE R E S T.

LI CE NS E. The base plate for the tractor and trailer along
with the various fuel tax and axle permits required
for the other states through which the unit will tra-

verse.

Depreciation:
Tractor cost
20% Residual; salvage at the end
of 4 years
To be depreciated over 4 years
To be depreciated in 1 year
Trailer cost
10% Residual; salvage at the end
of 6 years
To be depreciated over 6 years
To be depreciated in 1 year
Interest
Tractor & trailer
original investment
Average investment over period
License:
Base plates and various permits
Federal use tax:
Insurance: (Fire, theft, collision on
tractor and trailer)
Total fixed cost

The highway tax imposed by the
Federal Government, which cost is determined by
weight of the tractor and number of axles.
FE D ER A L USE TAX.

This insurance cost does not include public
liability or property damage. Generally this coverage
is paid by the carrier regardless of whether it is using
company -owned or leased equipment. However, an
insurance cost must be computed for fire, theft and
collision if the carrier owns its own equipment. Generally this is written with a $500 deductible clause.
IN S UR AN C E .
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Fixed cost per mile based on 83,400 miles

$18,000
3,600
14,400
$3,600
6,000
600
5,400
900

24,000
12,000

@

The greatest single fixed cost is depreciation. For this study we are using the "straight line
method" taking depreciation on the power unit over
four years with a 20 percent residual, and a six -year
life on the trailer with a 10 percent residual.
D E P R E C I A TI O N .

8%

960
500
222
1,100
$7,282
8.734

VARIABLE COSTS
Repairs & servicing:
(Average for a 4 year period
Fuel: (270 per gallon @ 5 miles per gallon)
Oil, grease, filters:
Tires & tubes: ($1,800 over 90,000 miles)
Tolls & turnpikes:
Total cost per mile to operate a
tractor & semi - trailer

3.00¢
5.400
.300
2.000
3.000

22.430
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Pittsburgh to Detroit, turnpikes are generally used and
the cost must be considered. Though the costs of using
toll roads are great, there are several advantages that
must be considered. Some of these are:

"It is possible
that an
owner - operator
can make
money on his

1. They are safer highways and have fewer accidents
per mile traveled.
2. It provides more contented drivers since they consume less driving time to make their trip; they are
limited, by Federal law, to a maximum of 60
equipment
hours of on -duty time in a seven -day period.
when a 3. Increased fuel savings and tire mileage is obtained
due to less stopping and starting.
company 4. More annual miles per unit can be obtained because of quicker return of equipment.
cannot . . . "

The Cost of Leasing
Generally this cost is based on a percentage fixed
through labor negotiations, by various lease agreements, or is governed by supply versus demand. The
present union contract stipulates that 46 percent of
the gross revenue be apportioned to the owner of the
equipment as equipment rental. Since our study is
comparing ownership of equipment versus leasing
equipment from owner- operators, let us use this 46
percent basis for our study.'

Revenue per Mile
Once we have both the fixed and variable costs
broken down to cents per mile, the next step is to
convert the revenue appropriate to the equipment into
cents per mile. The present iron and steel rates from
Pittsburgh, Pennsylvania, to Detroit, Michigan, are
80t/cwt. on 24,000 lbs, and 54Q /cwt. on 40,000 lbs.
Exhibit 2 is a sampling of these figures, based on round
trip mileage of 600 miles. As these figures indicate,
only those shipments averaging approximately 55,000
lbs. yield sufficient revenue per mile to offset the
operating cost per mile. Note that the cost per mile
does not vary with the weight of the load. This is
so because the cost figure fluctuates very little with
loads varying from average to maximum legal weights.

Improving Revenue per Mile
If the analysis shows a probable loss, and it is still
desirable to own and control the equipment, then one
should explore different avenues of generating more
revenue per mile. Basically, there are three approaches
by which this can be accomplished:
1. Develop more balanced operation, by having fewer
empty miles

Exhibit 2
EQUIPMENT REVENUE PER MILE
Equipment
revenue broken
down per mile

Weight

Rate

#

#

25,0004
40,000
45,0004
50,000
55,000#

48

80
54
54
54
54

cwt.
cwt.
cwt.
cwt.
cwt.

$200.00
216.00
24100
270.00
297.00

92.00
99.36
111.78
124.20
136.62

$1533
.1656
.1863
1070
.2277

$

revenue

46% Allocated
to equipment

Gross

2. Increase the weight per load
3. Obtain some type of a rate increase
By having a more balanced operation, we mean
having some type of a return load for compensation,
thus eliminating at least some of the non - revenue
producing miles. The "return haul" helps make the
"head haul" more lucrative and vice- versa. However,
many times this is hard to accomplish because of
restrictions placed on one's operating certificate. Perhaps a subleasing agreement can be arranged with
another carrier who has authority to transport commodities back towards your origin, to alleviate some
of the empty miles.
Two things must be considered when anticipating
weight increases —the various weight restrictions by
states and the weight per pallet, skid, bundle or coil
being transported. Certain coils, bundles, skids, etc.,
because of their weights, are limited to multiples. For
example, let's consider 20,000 lb. coils. Two of them
snake a very light load consisting of only 40,000 lbs.
and yet three coils of this size snake an illegal load
of 60,000 lbs. Ideal weights of coils, bundles, etc. are
those which when combined will constitute loads between 49,000 and 54,000 lbs. Examples of these multiples are 7,000 lb., 9,000 lb., 10,000 lb., 13,000 lb.,
17,000 lb., 18,000 lb., and 25,000 lb. coils. Perhaps if
the consumers or manufacturers were more cognizant
of this situation, orders could be placed to meet these
specifications which would make their freight more
profitable and consequently improve their service.
Certain freight, because of its nature, geographic
location or other specific characteristics, is less desirable and because of this, some sort of a rate adjustment
is necessary in order to make it profitable so satisfactory service can be rendered.

Conclusion
Any variation in the above mentioned areas might
be sufficient to have the equipment operate at a profit
rather than at a deficit. If no adjustment can be made,
the company will, of course, have to consider the
advantages of leasing equipment.
It is possible that an owner- operator can make
money on his equipment when a company cannot,
even when hauling the same kind of freight to the
same destinations because of the following reasons:
1. The owner- operator is driving his own equipment
and generally has greater respect for his equipment.
2. Much of the minor maintenance is performed by
the owner, thus substantially cutting down on
maintenance expense.
3. Because of this personal concern toward his
equipment, a longer life for the equipment can
usually be anticipated.
4. In the case of strikes or economic dullness in a
particular commodity or area, an owner- operator
can lease his equipment to another carrier not
affected by these circumstances.
Under the current union contract, a driver is paid 29 percent of the gross revenue;
the equipment rental is based on 46 percent of the gross revenue. The remaining
25 percent must cover all of the other expenses which includes payroll taxes and
fringe benefits of the drivers, road mileage taxes, terminal rents and dispatchers,
tariff and salesmen's expenses, insurance and the Safety Department, and general
administration. Consequently, the equipment must generate sufficient revenue
to cover its own cost so it is not a parasite to anv other department.

MANAGEMENT ACCOUNTING /JANUARY 1972

INTERNAL AUDITING:
HAMILTON COUNTY
Internal Auditors Help To Minimize Risks
To The County By An Audit Of Transactions
In Areas Where Establishment Of Adequate Control Procedures
Is Impractical

By Louise R. Williams

ciliation," and "elimination of non -cash entries," are
The State of Tennessee Private Acts of 1941, Chapter used extensively by the County in proving that receipts
156, Sec. 7, for Hamilton County, Tennessee, author- and disbursements recorded in the cashbook have
ized the creation of an Auditing Department. The actually been recorded by the bank. For one month
Act states among other things, "That there is hereby out of each quarter, selected by the Auditing Department, all columns of the cashbook are footed, cross created an Auditing Department, the employees of
which shall be appointed by and be solely responsible footed, and compared with the "block bank reconto the Council. This department shall make an audit ciliation." Also, since they are cumulative, "non -cash
of each office and officer of the County handling entries" are noted monthly on the worksheets of the
County funds, and shall report the same to the Coun- various offices.
As money is received it is debited to cash and
cil, and shall perform such other auditing functions
credited to the appropriate equity account which is
as may be required by the Council."
usually set forth by the State Legislature, one being
A further provision stipulates that, "It shall be the
duty of the Council to make semi - annual reports the fee account. At the end of each month these
accounts, with few exceptions, will balance out. The
showing receipts and disbursements and conditions of
balance left in the fee account is remitted twice a
all funds, and such reports shall be certified to by
year to the County General Fund.
the Auditing Department, and each report shall be
Amounts to be collected are usually printed on
made available promptly upon completion to any
documents
such as receipts and dockets stating the
newspaper published in the County."
To comply with this Act and the Internal Audit amount to be credited to each fund. A separate bank
Program For Examination of County Offices, the account is kept for each fund and one office may have
County Auditing Department prepares audit work - as many as 25 bank accounts. These bank accounts
papers at the beginning of each Fiscal Year on each will be reconciled in total by a "block bank reconoffice at the Courthouse. They include, among other ciliation." The "block bank reconciliation" is used to
prove that all receipts and disbursements recorded in
things depending upon the office: (1) an analysis of
the particular fund's cashbook have been recorded by
cash in banks, (2) an analysis of receipt books, (3) an
analysis of recorded receipts— accounting for numerical the bank. (See Exhibit 1.)
After the reconciliation, the amounts shown in the
sequence and reconciliation to total cash postings, (4)
an analysis of clerk's expenses, (5) an analysis of clerk's cashbook should agree with the last line, "Balance per
fee and commission receipts, (6) an analysis of amounts books." In connection with the reconciliation, "non cash entries" must be eliminated. For instance, all
paid to County, State, and other municipalities, (7)
an analysis of payments to Sheriff and other County receipts by the County offices are first debited to cash,
officers, constables, etc., and (8) a summary of Bills and a credit is made to an equity (fund) account.
When the money is deposited, cash is credited, and
of Costs paid to Hamilton County.
the bank is debited. Therefore, all debits to cash
Block Bank Reconciliation and
should equal all credits to the equity account, after
Non -Cash Entries
eliminating "non -cash entries;" and all debits to the
equity accounts should equal the checks drawn against
The auditing techniques of "block bank reconMANAGEMENT ACCOUNTING/ JANUARY 1972
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"Each office is
examined on a
surprise basis
insofar as
possible."

the bank, after eliminating "non -cash entries." This
is shown in the following example:

Example
1. Document (cash or check accompanied by docket
or receipt) received from Joe Doe $120.00.
Cash

120.00
State
County
Fee
Entry to record receipt
120.00
Cash
Entry to record deposit

55.00
55.00
10.00

Bank

120.00

Tax Collections

2. Now suppose the officer finds he should have been
credited with only $5.00 instead of $10.00; and the
State and County $57.50 respectively.
Fee

5.00

State
County
Entry made to correct

2.50
2.50

3. By this entry we have overstated receipts and disbursements by $5.00; therefore, we must eliminate
this "non -cash entry" on the workpapers for the
office involved. Therefore, instead of debiting the
fund, the clerks transfer amounts from one fund
to another by using brackets and "non -cash entries"
are thus avoided. (See Exhibit 2.)

The Auditing Department Review
The Auditing Department reviews the details of
recorded cash receipts, traces credits to the equity
accounts, traces monthly totals carried forward to

Exhibit 1
BLOCK BANK RECONCILIATION
Balance

Deposits

Check

Balance

75.00

$125.00

$(35.00)

$165.00

$

Balance per bank
Add:
Deposits in transit
beginning

45.00

Deposits in transit
ending

(45.00)
40.00

Deduct:
Outstanding Checks
beginning

40.00

(10.00)

10.00

Outstanding Checks
ending
$110.00

$120.00

$

(5.00)

Balance per books

cumulative totals shown in the cashbook, accounts for
the numerical sequence of receipts, notes that dates
on receipts correspond with dates shown in the cashbook and determines that the proper amounts have
been collected.
If receipts are not posted individually to the cashbook, agreement of dates may be tested by tracing
two or three daily posting totals to copies of receipts
bearing the same dates. Totals of copies of receipts
so examined are added and compared with daily posting totals. The Department also traces and compares
receipts from County funds and various other offices
with records of the disbursing office and accounts for
intransit funds.

30.00

(5.00)

The Hamilton County Budget is a financial plan
for operations embodying an estimate of proposed
expenditures for a given period of time and the proposed means of financing them.
To provide budgeted funds, specific rates on each
$100.00 assessed valuation for the tax levy are approved
by the County Council. The Auditing Department
traces a sample number of tax receipts and credits
to the equity accounts.
A privilege tax for County purposes is also levied.
It applies to each vocation, occupation and business
subject to privilege tax and is imposed at the same
rate at which the State assesses and collects privilege
tax for state purposes. Another source of revenue is
the Merchants Ad Valorem Tax to be levied upon
the average capital invested in a business. Privilege
Taxes and Ad Valorem Taxes are prorated to the
various funds in the same manner as property taxes.
Tapes of tax roll valuations prepared by the County
Trustee, who is also County Treasurer, are obtained
as soon as such work has been completed by the
Trustee. The Auditing Department then adds the levy
and compares their tapes with those prepared by the
T'rustee's Department. Also, a delinquent tax list that
is prepared by the Trustee as of March 1st of each
year is compared with the control account maintained
by the Department of Accounts and Budgets. On a
test basis, about 10 percent of the items listed are
traced to the original tax roll; also, open items on
the original tax roll are compared with the delinquent
list.
Property Taxes are assessed by the County Assessor's
Office on January 10th of the year to which they apply.
The Assessor's Office prepares the County tax rolls
for the Trustee's Office approximately two months
prior to the tax due date, which is the first Monday
in October.

$200.00

The Internal Audit Program
Exhibit 2
NON -CASH ENTRIES

$120.00
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Fees
Dr
Cr
$10.00
(5.00)
$

Bank
Dr
Cr
$120.00
Entry to Correct

5.00

State
Dr
Cr
$55.00
2.50
$57.50

Dr

County
$55.00
2.50
$57.50

Cr

The internal audit staff programs its work on a
rotating basis in order to carry out an examination
of the financial statements of each office of the
County at interim dates during the year. Each office
is examined on a surprise basis insofar as possible. The
examination is carried out along the lines outlined
in the "Internal Audit Program for Examination of
County Offices." The work of the Auditor is directed
primarily toward satisfaction that financial statements
submitted to the County Council are fairly presented
MANAGEMENT ACCOUNTING/ JANUARY 1972

and properly reflect the cash receipts and disbursements and accountability of the offices. The
Auditor confines his report to (1) an expression of
opinion on the fairness of the statements, (2) comments on conditions of the office and matters noted
in the examination and (3) recommendations for improvements in accounting procedures and strengthening of internal accounting controls.
Certain other matters in connection with the work
of the Auditing Department in order that the department may be of most benefit to the Council are:
AVAILABILIT Y FOR SPECIAL PROJECT S

The Auditing Department should be available to
the County for the performance of special projects
from time to time. The council may require the Auditor (1) to assist in establishing controls over such
matters as uncollected taxes, fixed assets, sinking fund
commission accounting, etc., (2) to examine accounts
of officials in the event of emergencies such as death,
retirement, or replacement, and (3) to work on such
other matters as deemed appropriate by the Council.
COORDINAT E D ACT IVIT Y

The work of the Auditing Department should be
closely coordinated with the work of independent
public accountants engaged by the County. Copies
of all reports to the Council prepared by the Auditor
should be furnished to the independent accountants.
Programs and working papers of the auditor should
be available to and reviewed by the independent accountants. The Auditor should work closely with the
independent accountants during the periods of their
examinations and insofar as possible assist the accountants in accumulating and interpreting data. Independent public accountants are expected to take every
advantage of the work and services of the Auditing
Department in order to reduce the scope of their
detailed work, and consequently reduce the cost of
their services to the County.
SUP PLE MEN T AL WO RK

The Auditor should be prepared to expand and
supplement work outlined in the programs where unusual circumstances are encountered. For instance, in
the event the Auditor discovers a shortage in an office
of the County, additional work should be required
to fully investigate and report on the circumstances.
Failure of an official to comply with a provision of
the law may also require additional tests by the Audit-

NAA Insurance Committee
An item on the Insurance Trust published in the
November 1971 issue Of ]MANAGEMENT ACCOUNTING
included the names of the 1970 -71 Committee on
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ing Department. The Auditor may be expected to
extend or supplement the Audit Program where required by circumstances.
INT E RNAL ACC OUNT ING CONT ROL

The responsibility for creating and maintaining an
effective system of internal accounting control rests
with the County officials. Internal accounting control
may be defined as the organization and methods used
by the Coun ty to (1) safeguard its assets from loss
by fraud or by unintentional errors, (2) assure the
reliability of the accounting data which officials may
use in making decisions affecting the County, and (3)
promote operational efficiency and encourage adherence to adopted policies.
Conditions which permit frauds or the development
of unreliable accounting data may result from either
a poor system of internal accounting controls or an
effective system which is reduced by poor execution
of the prescribed procedures, or by deliberate avoidance of the procedures by persons in a position to
do so. While it is difficult to be protected completely
against all types of fraud (for instance, those resulting
from collusion), the adopted accounting procedures
should provide whatever safeguards are reasonable.

"The Auditor
should ...
assist the
accountants in
accumulating
and
interpreting
data. "

Conclusion
The work of a competent internal audit staff is an
effective means of assuring that procedures are adequately being followed in the several offices of the
County. The internal audit staff subjects transactions
to audit for the purpose of determining not only that
procedures prescribed are being observed, but also
whether modification should be made therein as a
result of changing conditions. Internal auditors help
to minimize risks to the County by an audit of transactions in areas where establishment of adequate control procedures is impractical because of the limited
number of employees or for other reasons.
The effectiveness of the system of internal accounting controls is also of importance to independent
accountants since the scope of the examination required to form an opinion as to the fairness of financial
statements depends upon the reliance which can be
placed upon procedures in effect. By coordinating
audit work with the internal Auditing Department and
relying, where justified, upon the test made by that
department, the independent accountants can eliminate much of the detail checking otherwise considered
necessary.
❑

Insurance instead of the current committee. The
members of the 1971 -72 Committee are George D.
Gee, Chairman; Rob ert W. Arnold; James C. Stephenson, and Russell W. Hardy, Secretary.

51

Make Your Voice Heard
... on two timely topics:
Financial Reporting by Diversified Companies
and
Interim Financial Reporting
Starting on the opposite page are the points
which will be used as the basis of discussion
on Financial Reporting by Diversified Companies, so that NAA members —and other interested parties —may read and study them, and
then express an opinion. Next month, tentative
Guidelines for Interim Financial Reporting will
be published.
MAP wants your comments, in order to provide a broader base on which to formulate its
position on the subjects. In addition to inviting
written comments, MAP also has arranged —in
four major cities — public forum discussion
meetings at which both topics will be discussed,
with a portion of each day devoted to each
subject. All NAA members and others interested are invited to attend.
No limit on registrations is contemplated,
but please send yours early to permit proper
planning. If overnight hotel accommodations

are required, please send your reservation request directly to the "Front Office Manager"
at the appropriate hotel.
The MAP Open Forum dates and locations
are shown below. All meetings will begin at
9:00 a.m. Registration fee of $20.00 per person
includes all materials and luncheon.
Discussion priorities will be given to comments submitted in writing no later than one
week prior to the meeting. Comments submitted in advance will be discussed before comments and questions from the floor are entertained. Summaries of these meetings will be
made available to the Accounting Principles
Board of the American Institute of Certified
Public Accountants.
Comments should be addressed to MAP
Committee, c/o Jack Gibson, National Association of Accountants, 919 Third Ave., New
York, N.Y. 10022.

Monday, March 13
Palmer House
State & Monroe Sts.
Chicago, Ill. 60690

Friday, March 17
Regency Hyatt House
265 Peachtree St., N.E.
Atlanta, Ga. 30301

Wednesday, March 15
Century Plaza Hotel
2025 Ave. of the Stars
Los Angeles, Calif. 90067

Monday, March 20
Americana Hotel
1335 Ave. of the Americas
New York, N.Y. 10019

To expedite registration, please use form below:
(photocopies are acceptable if you do not wish to clip magazine or need multiple registrations)
---------------------------------------------------------- TO:
Registrar
National Association
of Acc oun tan ts
919 Thir d Avenue
New York, N.Y. 10022

- --

_

__Z ip

Name

❑

Chic ago , Ma rch 13
-]
Los Angel es, Marc h 15
F- ] Atla
nta , Mar ch 17
F
❑
New Yo rk, Ma rch 20

Please register m e for the MAP Open Forum at the
loca tion checked abo ve. Encl osed is
Personal check [7 Com pany c h e c k ❑ ❑ for $20.00
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- -

Title
Com pany

_

Address
City

_

State
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FINANCIAL REPORTING
BY DIVERSIFIED COMPANIES
Map Committee Urges Interested Parties
To Voice Their Opinions

The Accounting Principles Board of The American
Institute of Certified Public Accountants is studying
financial reporting by diversified companies. The
Management Accounting Practices Committee of
NAA, in accordance with its purpose of making the
voice of the Association heard in such matters, appointed a subcommittee to study the question and
make recommendations to the full MAP committee.
Members of the subcommittee (Robert Beyer,
Chairman; Dr. Morton Backer, Arthur H. Smith, Earl
f.Wipfler and W. W. Wright,) had their first meeting
on February 16, 1970. Since that date they and the
MAP committee, chaired by 1. Wayne Keller, have
been considering the matter. This included meetings
with the committee of the APB assigned to the subject
and with representatives of the Financial Executives
Institute.
The MAP committee has not taken a final position
on a number of significant points. It did respond to
a questionnaire from the APB. Opinions of the committee expressed in the following are based on that
response. They do not purport to be official opinions
of the committee, and on some of them the committee
members are not in complete agreement.
To assist the committee, this subject was addressed
to the members of the Association in the September
1971 issue Of MANAGEMENT ACCOUNTING through
questions. Responses to them, other correspondence,
and further committee discussion indicate that more
input from NAA members is desirable. Accordingly,
meetings to secure these views are scheduled as shown
on the opposite page.
When the APB submitted its questionnaire to the
MAP committee it presented the following background on the problems of segment reporting by diversified companies:
"Businesses during the last decade showed a
growing tendency to diversify their operations.
That policy resulted in more requests by investors and investment analysts for additional information on the results of operations. In particular, they requested revenue and profit data
of the individual segments of diversified compaMANAGEMENT ACCOUNTING/ JANUARY 1972

nies. Further, some analysts and writers have
stated that balance sheets and funds statements
by segments are also useful.
"The Accounting Principles Board in September 1967 responded to the growing requests
for additional financial information of diversified companies by publishing APB Statement
No. 2, Disclosure of Supplemental Financial
Information by Diversified Companies. The
Statement cited the usefulness of segmented
financial information but noted the complex
problems entailed in providing the additional
data. The Board observed that the information
may be useful but that the data could also be
misleading in many instances. Thus, the Board
concluded that —
(1) diversified companies should review their
circumstances with a view toward voluntary
disclosure of segmented financial data as
supplemental information, and
(2) in conjunction with (1), more research
should be undertaken to determine the need
for, and extent of, disclosure of such information by diversified companies.
"Three research studies were published by accounting associations since APB Statement No.
2 was issued in September 1967—
(1) External Reporting for Segments of a Business, Morton Backer and Wal ter B. McFarland, National Association of Accountants, 1968.
(2) Financial Reporting by Diversified Companies, R. K. Mautz, Financial Executives
Research Foundation, 1968.
(3) A Framework for Financial Reporting by
Diversified Companies, Alfred Rappaport
and Eugene M. Lerner, National Association of Accountants, 1969.
"Furthermore the Securities and Exchange
Commission (SEC) has published its requirements for reporting segmented financial information and the Canadian Institute of Chartered
Accountants (CICA) has issued for comment
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an exposure draft of its proposed research recommendations."
POI NT S FOR DI S CUS SI ON

I. Fundamental Issues
A. Should diversified companies be required to
publish financial information by segments?
As stated in the background section above, the
impetus for making the reporting of segment financial
information mandatory originated in the financial
community. Investors, creditors and financial analysts
state that such information is essential in making
projections and appraisals. Opposition to such disclosures rests primarily in the business community.
It is argued that financial information by segments
could be (1) misleading under certain circumstances
or (2) competitively damaging to the reporting company. The Management Accounting Practices Committee of NAA has assumed that since financial information by segments is now required in certain SEC
reports, this question has essentially been answered.
B. What is a segment?
Rules as to what constitutes a segment might be
established and be applicable to all reporting companies. This would require that some organization or
governmental agency issue such rules. The alternative
to rules is for the management of each company to
select its segments for reporting. The MAP committee
feels a segment should be broadly defined, as designated by management, but with full disclosure as to
how it was determined.
The Committee considers the following to be useful
guidelines in identifying a segment:
a. It should comprise an activity on which the
securities market would attach a separate price -earnings ratio. That is, it should possess its own rate of
profitability, degree of risk and need for continuing
investment. While "opportunity for growth" should
be considered this must be conditioned by probable
different rates of growth of revenues and of contribution. Also, because of the normal life cycle of individual products, present "growth rate" should not be a
primary consideration in constituting a segment.
b. Other factors which might aid management
in determining what constitutes a segment, but not
necessarily be restrictive in this are (a) independent
production and marketing functions and (b) its identification in internal management control reports. But,
it must be recognized that outside persons do not care
about internal control points.
c. Size tests based upon revenues or earnings are
not necessarily meaningful. However, if an activity
accounts for 10 percent or more of a company's volume
there is substantive evidence that it is a reportable
segment.
d. The composition of a segment should be consistent from period to period regardless of profits or
losses of a component of the segment. Where appropriate, a significant loss of a component of a segment
should be disclosed.
e. Standard industry classifications are not useful,
generally, in identifying a segment.
C. How should segment profitability be measured?
54

There is general agreement that if information is
reported by segments it should include some indication
of the profitability of each segment. There are tho °e
who support the reporting of profits (losses) before
taxes and extraordinary items. This would require the
allocation of joint and common revenues and costs.
Some who favor such allocation would include the
allocation of income taxes.
At the other extreme, only revenues would be
shown. The majority of the members of the MAP
Committee favor a position between these two extremes; i.e., revenues by segments less all costs traceable to each segment. "Traceable costs" would include
prime costs and fixed and variable expenses, regardless
of internal cost classifications. It is possible that many
companies have not developed methods which would
result in meaningful allocations for external reporting.
Also such allocations are likely to have negative information content because of implications of causation
that cannot be verified since they do not exist. Further
research and development is necessary before useful
rules and procedures can be formulated for making
such allocations.
D. Should inter - segment revenues and related costs
be eliminated?
The amount of sales of one segment of an enterprise
to other segments of the same enterprise may vary
from zero to substantial portions of the total. Such
sales may be of services, raw materials, component
parts, semi - processed materials, etc. They may be eliminated from the information reported for each segment or eliminated at the company level from the
total of all segments.
If the guidelines for determining segments (B above)
are. followed, the MAP Committee is of the opinion
that segment information will be more useful if the
effects of inter - segment transactions are not eliminated
from the segments. However, there should be full
disclosure as to (a) whether or not inter - segment revenues and related costs are included in the segments
and (b) pricing methods when revenues are included.
E. Should other financial information be required?
There have been some suggestions that balance
sheets and funds statements should be reported for
segments.
The MAP committee believes companies should be
encouraged to report such data if it is economical,
convenient to compile, and meaningful to report.
However, because substantial amounts of each of these
are influenced more by company rather than segment
considerations, judgment would be a major factor in
segmenting decisions. Also, segmenting these items in
external reports would imply —at least to unsophisticated users of data —a relationship of those items
to income after all traceable costs, by segments which
would not necessarily exist.

II. Other Considerations
The MAP Committee has tentatively drafted statements relative to various facets of segment reporting.
These relate to one or more of the "fundamental
issues." They are presented as follows for discussion:
A. Foreign Activities
Foreign activities present a special problem in segContinued on page 59
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LEAP
From Seattle To Buenos Aires,
NAA Members Are Attending
Local Education Activities Programs;
Planners Rate It Big Success

In Fall 1969 the NAA Educational Services Division
launched a special program of educational courses and
seminars for use by chapters in holding professional
development programs at the local level. Called the
Local Education Activities Program (LEAP), it was
designed to supplement and broaden the educational
services offered to members.
LEAP was developed in response to many requests
from chapter leaders that materials be made available
to them so that the local chapter could conduct its
own professional development meetings. Initially,
NAA offered workbook materials and guides for conducting two courses and two seminars. Last Fall 12

Prof. of Accounting Orville R. Keister,
The University of Akron, uses an
overhead projector to make a point
for LEAP course sponsored by the
Akron Chapter.

Two participants in LEAP course
sponsored by Reading Chapter go
over one of the problems during
problem- solving session.

During coffee break, Reading Chapter
members discuss some of the material
presented earlier by lecturer.
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programs were made available, comprising eight
courses and four seminars.
Two years after its inception, LEAP has been
greeted with enthusiasm by NAA members and by
chapter leaders who plan and schedule the meetings.
More than 50 chapters have held LEAP programs in
their areas, sometimes in conjunction with the local
universities and /or the local chapter of a sister organization. "More of the same" was the general reaction
of participants who praised the concept of professional -type meetings held only a few miles from their
homes.

!n` Ulln
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LEAP in Spanish
Courses and seminars have been planned and conducted by chapters as geographically distant as Seattle
and Buenos Aires. The Argentina chapter, which held
a course titled "Standard Costs and Flexible Budgeting
for Production" last August, translated all the LEAP
materials into Spanish. So successful was the meeting,
the chapter immediately made plans to repeat it the
following month. Fifty -three businessmen attended
the course. The Washington state chapter also held
this course and another one on "Basic Concepts and
Techniques for Management Accounting." Both
courses drew 30 registrants each.
Equally successful has been the Texas Council, a
cooperative group of NAA chapters in the Lone Star

Dr. Arthur /. Francia, assistant
professor of accounting, Pennsylvania
State University, clarifies a point for
registrant at LEAP course in Reading.

Blackboard is also used by Prof. Keister, who is a member of the Akron Chapter of NAA. He
was instructor for the course and developed some of his own material to supplement LEAP
materials furnished by NAA.
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Small group allows more effective teaching in LEAP format, as shown here in Reading
Chapter course.

state. Sixty -four members and other businessmen at- to 20 -25 participants for each instructor.
tended one of its courses. Nine of the state's 14
Seminars are planned for a one -day format with an
chapters were represented in the attendance figures.
experienced discussion leader guiding the session. MaThe LEAP course on "Basic Concepts and Tech- terials for the seminar include selected readings, deniques for Management Accounting" is a popular one. tailed discussion outlines by subtopic and a selected
Reading Chapter conducted the program in coopera- bibliography. Planners are urged to limit seminar
tion with Pennsylvania State University, with a groups to 15 individuals for maximum benefit.
member of the Central Pennsylvania Chapter —Dr.
To measure the effectiveness of the teaching mateArthur J. Francia— serving as instructor. Those com- rials and instructor, appraisal forms are distributed at
pleting the course were presented a Continuing Edu- each meeting. Participants are asked to evaluate the
cation Certificate from the university.
facilities, topic, instructor, workbooks, problems, and
Professor Orville R. Keister, professor of accounting, to indicate whether or not they got out of the meeting
The University of Akron, was the instructor at a meet- what they expected to get.
ing devoted to the same subject and sponsored by
Robert F. Kelly, manager of the NAA Continuing
Akron Chapter. In reports to NAA, both chapters Education Program, said, "the LEAP program has far
noted that most members rated workbook materials surpassed our expectations. The participants' appraisal
either excellent or good. Typical of the comments forms show it to be a high quality professional develmade by participants are:
opment program. Every course and seminar has suita• "Believe the course was tops. Had a course on ble coverage of the specific topic within a good, procosts years ago and this really reviewed and added fessional format."
Much of LEAP's success is due to the fact that no
to my knowledge."
matter where the chapter is located —in Seattle or
• "Instructor— presentation was excellent."
• "T h i s type of course has been an excellent Buenos Aires —it can conduct its own program in its
experience for me and I look forward to future own area —using professionally- developed materials
and guidance. These two elements help to explain why
courses of this type."
As much attention is given to preparation as is given it appears that 1972 will be the year of the great "leap"
to actual conduct of the LEAP courses. Prior to the forward in the Local Education Activities Program.
meeting, each registrant is sent a workbook which Chapters around the country are planning to hold
includes selected readings to be studied in advance, courses and seminars for members and other accountlecture outline notes, and a set of integrated case ants and businessmen. Those who have attended the
studies. Courses are designed for one full day, with courses consistently find they are an excellent investboth the morning session and the afternoon session ment for the future as a way of reviewing and updating
providing for two one -hour lectures and one hour of their knowledge in a highly competitive and fast -paced
problem- solving. Chapters are urged to limit courses business world.
MANAGEMENT ACCOUNTING /JANUARY 1972
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"The authority
of the body
should be
final . . . "

REPORT OF NAA SPECIAL COMMITTEE ON ACCOUNTING PRINCIPLES
Continued from page 14
be designated that concern themselves with each of
these three areas.

2. Should the primary responsibility for establishing accounting standards reside in a
governmental body or a non - governmental
body?
The NAA Committee, with one dissenting opinion,
recommends that the responsibility for establishing
and enforcing financial accounting and reporting standards should reside in a non - governmental body.
The dissenting opinion was based not upon principle, but upon economic considerations; the individual
believing that in full operation an effective body,
adequately supported by permanent staff, facilities and
research, would eventually become so costly that it
would require governmental financing to support an
effective level of operation.
We recommend that:
a) the non - governmental body be supported by
private funds. It must be so supported if it
is to remain free of political pressure.
b) the body be sponsored by the AICPA, but that
it be independent in its activities.
c) the body be housed in a facility contiguous
to the professional staff of the AICPA to take
advantage of the library, research and other
services of the Institute.
d) close and continuing liaison be established and
maintained with the SEC, the Congress and
other interested governmental agencies.
The authority of the body should be final, not
because of authority vested in it by government, but
by virtue of the background and stature of the individuals comprising the body. The pronouncements of the
body should be binding on all publicly -owned enterprises and all public accountants. These pronouncements must be enforced through the certifying
authority of the public accounting firms auditing the
statements of such enterprises.
Essential to the success of the procedures we recommend is the need for effective and uniform enforcement by the AICPA.

3. Composition of a non - governmental standards board
NAA recommends that the non- governmental body
be comprised of approximately 18 voluntary voting
members with a suitably paid, full -time chairman serving on a long -term basis of about 10 years.
The volunteer members would serve three -year rotating terms to provide continuity. We recommend
that:
a) no more than 50% be practicing Certified Public Accountants,
b) no less than 25% be those who actively participate in the preparation of financial statements
and from the industrial, commercial or public
utility communities, and
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c) the balance of the members be selected from
colleges and universities and the financial
community, including financial service organizations.
The initial non - governmental body and subsequent
appointments to it, consistent with the foregoing recommendations, should be appointed by the AICPA
using its own rules of order.
The full -time chairman of the body should be selected by the AICPA. We see the role of the chairman
as that of a strong chief executive. He need not be
a practicing CPA.
The contemplated new body should be supported
by a full -time staff. This staff should be headed by
a professional and competent administrative officer.
It would be responsible for:
a) researching areas where opinions are required,
b) developing background material,
c) making recommendations for the body, including research into the results of the applications of the standards or rules through simulation, models, etc.,
d) interpreting the pronouncements as issued by
the body.
We recommend that the practice of using volunteer
committees be continued. In appointing these committees, however, each should have representation
from the three categories recommended above for the
new body.
The financing of the body and its professional staff
is treated in section 6.
We recommend that a new name be created for
this body to make clear that there is a complete change
in, and departure from, current procedures. Suggested
is a designation such as:
a) Council on Financial Reporting Standards
b) Financial Reporting Standards Authority

4. Methods of operation of a non- governmental standards board
The NAA Committee believes that the APB has
improved its operations through counsel with other
professional associations and groups, the wide circulation of opinion drafts, public hearings and the analysis
and compilation of responding statements and replies.
We have studied the "Guidelines for APB Committee Operations" issued by the Accounting Principles
Board. We recommend that the new body consistently
follow the steps outlined below as its method of
operation:
Step One: The preparation of a public statement,
explaining the terms, reasons and need for an
opinion in a particular area.
Step Two: The distribution of the public statement
to all interested individuals, groups or associations, soliciting a response.
Step Three: Following an examination of these
responses, preparation of a memorandum of
opinion or "point outline."
Step Four: Wide circulation of the memorandum
of opinion or "point outline" to governmental,
business and professional communities, both on
MANAGEMENT ACCOUNTING /JANUARY 1972

the basis of a representative distribution list
and by definitive selection. Copies of the material should be mailed to everyone requesting
inclusion on the distribution list.
Step Five: Open public hearings be held throughout
the country to encourage participation and
contributions on a geographical basis.
Step Six: Following the public hearings, there be
a study and analysis of the input and the preparation of an opinion draft.
Step Seven: Empirical research to test the effect
of the proposed opinion. (see section 5)
Step Eight: The circulation of the exposure opinion
to interested parties indicated in Step Four.
Step Nine: The issuance of the final opinion.
Relative to the deliberations of the new body, we
recommend that a two- thirds' favorable vote be required in order to issue a final opinion.
If swift action is required on a rapidly developing
problem, Steps Two, Three, Four and Five may be
omitted, i.e., the distribution of the public statement;
the preparation of a memorandum of opinion or
"point outline "; the circulation of the memorandum
of opinion or the "point outline "; and the public
hearings, respectively.
We believe that the new body comprised and
operating as final authority pursuant to the above
recommendations does not require an appeal procedure.

5. Accounting research support for a nongovernmental standards board

"We

Two types of research are necessary for effective
operation. The first comprises theoretical research,
ranging from concepts and principles to broad conclusions.
The second and most important classification of
research comprises the empirical research. We recommend that the most effective type of research would
project the effect of a proposed financial accounting
standard on the business community (a model),
thereby supporting it or causing it to be changed
before issuance. We strongly feel that formulation and
testing of new opinions are mandatory to receive full
cooperation of industry, the accounting profession and
others.
In both types of research, the responsibility rests
with the paid staff. The work should be accomplished
by the coordination of prior research in the area and
the use of the most effective vehicle for new research.
Full advantage should be taken of the research capabilities of universities, professional associations and
societies in the accounting and related fields.

recommend a
two - thirds'
favorable vote
... in ord er to
issue a final
opinion."

6. Method of Financing the Non- Governmental Body
The entire operation of the body, as recommended,
should be funded by the AICPA, as it is now.
F�

FINANCIAL REPORTING BY DIVERSIFIED COMPANIES
Continued from page 54
ment reporting. If they are segmented to parallel
domestic activities and consolidated with domestic
segments, they in effect disappear from the reports.
Foreign activities may be included with domestic activities in segment reporting. However, when this is
done there should be a supplemental disclosure, probably in the notes. As a minimum these should include
revenues and income after all traceable costs.
In disclosures relative to foreign activities, the effect
of pricing policies for transfers between domestic and
foreign units on domestic and foreign revenues should
be stated. If foreign activities are reported as a segment
without being comingled with domestic segments, then
all recommendations herein for segment reporting
would be applicable to such a segment.
B. Revenue Details
Revenue generated largely by sales to one customer
or one class of customer, e.g., mail order houses, defense contractors, U.S. Government, etc., should be
disclosed. However, such customers should not be
construed to be a segment for reporting purposes.
Income after all traceable costs of such activities
should not be required to be shown.
C. Disclosures
There should be a complete description of segments,
the basis for identifying them and disclosure of any
changes from prior years in any aspect of segment
reporting. This is essential if the reports are to be
meaningful since prescribed procedures and precedents
for segment reporting are now nonexistent. The reader
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should be able to determine what the segment reports
mean in terms of what is included and excluded.
While common costs should not be required to be
allocated, if management elects to do so the costs
should be described and the basis of allocation fully
disclosed. Full disclosure should be made of the treatment of inter- segment transactions.
Disclosure of sales order backlogs should not be
required either for segments or the total company.
Often orders are cancellable and thus there is no
reasonable basis for determining what portion may be
filled. Reports by segments are history and many
factors other than order backlogs must be considered
in using reports to project company profitability.
D. Periods Reported
As a minimum, information by segments should
be shown for the current and preceding periods. As
historical information is developed and published it
should be reflected for all prior periods presented in
financial statements, but not necessarily in historical
summaries. When the composition of a segment is
changed and the change has material effect, prior years'
data should be adjusted with appropriate disclosure.
E. Attestation
A company's certified public accountants should
attest to the data reported by segments. The procedures for developing data by segments should be reasonable, fair and consistent, in the absence of any
disclosed changes. Thus, the auditor would attest both
to the accuracy of the data and to their compilation
in accordance with acceptable criteria developed by
management.
F-1
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New Products /Services

INFO - TRIEVE 10 is a self- contained
electronic data storage and access system for massive data records, such as
inventory, sales, materials handling and
personnel. Storage capacity up to
310,000 records. Write BCD Computing
Corp., P.O. Box 240, Buffalo, N.Y. 14225.

ULTIMACC integrated business accounting system combines hardware and software consisting of standardized program packages designed for the most common
business - accounting situations. Features random access time of 70 milliseconds
and a nominal data transfer rate of 1.56 million bits per second. Ultimacc Systems
Inc., 1064 River Rd., Edgewater, N.J. 07020.

Versatile System Available
System 75 is a versatile computer data
entry, retrieval, and display system designed for stand -alone operation, or for
enhancement of a mainframe computer
either by preprocessing in an off -line mode
or directly connected for on -line applications. System includes minicomputers and
CRT alphanumeric keyboard terminals,
together with standard peripheral equipment, a operating system and application
software. General Instrument Corp.,
Electronic Systems D i v. , 100 Andrews Rd.,
Hicksville, L.I., N.Y. 11802.

Program Reports Stock Accounting

MICRO electronic calculator is "shirt
pocket- sized'; performs all tour arithmetic functions, tallying up to 16 digits.
Runs on throw -away batteries for more
than a year. Ragen Precision Industries,
Inc., 9 Porete Ave., North Arlington, N.1.
07032.
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Capital Stock System is computer program
which is capable of preparing dividend
checks, proxy statements, daily transfer
sheet, stockholder ledger, certificate index,
dividend check register, and reconciliation
statement, among others. Innovative feature has all information pertaining to a
given stockholder's account in one master
file. CSS is written in COBOL using 32K
core and disk or tape sorting facilities, card
reader and 132 print positioner printer.
Winfield Inc., Box 50, Route 34, Matawan, N.J. 07747.

XEROX 4000 copier automatically cop pies on both sides of a sheet of unsensitized paper at the rate of 45 impressions
a minute. Xerox Corp., Xerox Square,
Rochester, N.Y. 14603.
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Basic Accounting Programs
Programs for five separate areas of basic
accounting applications are being offered
to IBM System /3 users. The programs
include systems for inventory control, accounts payable, accounts receivable,
payroll, and general ledger - financial statement preparation. All systems include
complete documentation, instruction
manuals and forms on organizing and
coding data, data recording, machine instruction, forms layout and computer programs. Certified Software Products, 2419
Nicollet Ave., Minneapolis, Minn. 55404

NCR 270 TERMINAL offers three keyboard options —the full- numeric keyboard with either 10 or 14 columns; the
alphanumeric (typewriter) keyboard
with a 10 -key pad for data entry; or the
10 -key pad standing alone or all three
in one system. The National Cash Register Co., Dayton, Ohio 45409.

VISU -TROL data processing scheduling
board provides a visual display of the
entire work load and instantly identifies
open available time /down time. VlSlrecord Systems, Division of Barry Wright
Corp., 54 Railroad Ave., Copiague, L.1.,
N. Y. 11726.

Computerized Accounts Receivable
Offered to Small Business

CHECKWRITER typing element fits
standard Selectric typing machine and
includes upper case alphabet and numerals, as well as special characters for
check amounts which result in a heavy
impression of broken -dot pattern characters. Camwil, Inc., 835 Keeaumoku St.,
Honolulu, Hawaii 96814.
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Free Business Forms Catalog
DIEHL sigmatronic calculating system is
pre - programmed to reduce statistical
calculations —such as linear regression,
chi - square, and coefficient of correlation—to one key operation. Diehl Calculating Systems, 540 Madison Ave.,
New York, N.Y. 10022.

CANON 2- memory compact desktop
calculator chain multiplies and divides,
calculates by a constant in addition to
handling sums and differences of products or quotients, involutions, extraction of square roots, percentage calculations and various mixed calculations.
Canon, 64 -10 Queens Blvd., Woodside,
Queens, N.Y. 11377.
If you write to a manufacturer, please
say you saw it in MANAGEMENT
ACCOUNTING.

A new, free 50 -page catalog offering more
than 300 styles of standard and imprinted
business forms is now available from Mat tick Printing Co., 2140 North Clybourn
Ave., Chicago, Ill. 60614.

ap

A computerized accounts receivable service f or companies w i t h 100 -500 invoices
a month is being offered by ITEL Corp.
Its "Mini Account' program includes
statements, ledger cards and reporting of
past due and future invoices. Howard A.
Behren, Data Processing Div., ITEL
Corp., 1120 Avenue of the Americas, New
York, N.Y. 10036.

MICROFILM system files documents on
microfiche for about 24 each. Desktop
recorder accepts a 50 -foot film cartridge
to photograph 1600 documents which
are processed into 4" x 6" indexed fiche,
each containing 160 images. Milli File,
Inc. 3 Westchester Plaza, Elmsford, N.Y.
10523.
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Chapter /Member News
JOHN

GRIMMER,

C.

cont roller at
P E TE R

S.

was

Buffalo,

named

B. W h is t l e r & S o n s , In c.

K A M YS Z, w a s n a m e d c o n t r o l l e r ,

P.

Lu c i d o l Div., P e n n w a l t , In c .
GAR Y

BA UC O M,

N.

has

Charlotte,

been

ap p oin te d vic e p re s ide n t a nd c om p tr o lle r
of R a l p h S q u i re s
DUA NE

Co.

SW AN S ON ,

Cincinnati,

a p p o in t e d president of

El

has

been

D o r a d o Indus-

tries a n d r e l o c a t e d t o M i n n e a p o l i s .
WILLIAM

P. B A T T L E , Columbus, h a s

promoted

to

fin ance,

Ernest

JACK D .

CAR R,

G.

presid en t —

Frit sche

& Co... .

has

sistant

treas u rer fo r

chin ery

Co.,

been

appointed

Jeffrey

Min in g

L . YEL EY w a s e l e c t e d

partner with Arth u r An d ersen

N. J O R D I N , Dallas,

a

& Co.

was n a m e d

president, cont roller a n d

vic e

treasurer of

E.
1971 -72i n t e r -

B. C a r p e t M ills, I n c . H e is a

At Cincinnati's 50th Anniversary celebration, International President
f. G. Underwood and William G. Dorna (right), 1971 -72 chapter
president, display honorary plaque given to the chapter. Executive
Director William M. Young, Ir., is at left.

asMa-

a divis io n of Jeffrey G a l i o n

In c . . . . ROG ER

JOHN

been

vic e

senior

nat ion al director.
EA R L

T.

Dayton, i s n o w c o n t r o l l e r
C o . . . . JO S E P H W .

HINES,

of A d v a n c e F o u n d r y
MC CONNELL

was

promoted

to

assistan t

divisional co m p t r o lle r of D e l c o Pr o d uc t s

Emeritus Life Associates

L. S C H L I P F , North Penn.
C. S T I N E , Kansas City.
ED W AR D
C. S TI V E R S , Sangamon Valley
CHARLES

GEOR GE

The designation of Emeritus Life Associate is
made available to retired members who have
had 20 years of active service, or ten years of
active service including five years as an elected
national or chapter officer or director. Those
so designated are relieved from payment of
annual dues. The intent of this provision of
the By -Laws is to recognize the debt which the
Association owes to members of long standing.
For additional information, write to the
Member Relations Dept.

past president.

Greenwich -Stam-

ford.
TR A P P , C i n c i n n a t i

A.

DO NA LD

past

pres-

RALPH

J. V O N E S H , Florida West Central.
Atlanta.
JA M E S B . W I L L I N G , Boston.
P A U L L . YA TE S , Fort Lauderdale.
T O M M . W E B E R , JR .,

T.

Washington.
F R A N K R. BO R C H E R T , Cleveland.
H A R R Y G. BO W L E S , Detroit.
F R A N K E . BR O S E , St. Louis.
E A R L R . C R A W F O R D , San Francisco.
E D W I N G . E D W A R D S , J R . , Detroit.
D I X O N F A G E R BE R G , J R . , Phoenix.
C. R . F L I C K I N G E R , Houston.
D A N I E L G O R S E Y , New York.
W I L L I A M C. G R E E T , Columbus.
JE R A L D S. H A N K S , P r i n c e t o n .
E D W A R D G . H I N E S , Boston p a s t p r e s i d e n t .
E L I Z A B E T H C. K E N L Y , Washington.
A L B E R T H . K I N D L E R , Youngstown.
M I L L A R D C. K I N G , Indianapolis.
R O B E R T A . L A W S O N , Brooklyn.
G E O R G E H . M E Y E R , Philadelphia.
J O H N D . O W E N S , Chicago.
C H A R L E S H . R E I L Y , St. Louis.
E D W I N R U D D I C K , Detroit.
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Promotions and New Positions
R O B E R T F . AR M STR ON G ,
t h e cont roller

of

subsidiary

Grow

ED W AR D
manager
. . . JOHN

of

NAV AR RE
and

A.

Chemical.
was

treas u rer,

.

named
Van

.

H Y A TT w a s n a m e d t r e a s u r e r

of

Ku ner - Em ps on

A N K R UM ,

contr oller

of

corporate

Des Moines,

Me re d it h

Corp.,

has

been

e l e c t e d a n o fficer o f t h e c o m p a n y .
D.

A.

F IN D LEY,

East Tennessee

ide nt, was n a m e d

pas t p res -

as s is t an t c o n t r o lle r fo r

Eastman

Co.,

and

Eastman

C h e m ic a l P ro d u c ts , In c.

Baltimore, i s n o w
C h e m i c a l Co., a

Cello

been

Co.

Ten n e ssee
P A U L A M . BA R K S TE D T,

has

Denver,

a n d as s is t an t se c r et a r y

DEAN

ident.

H A YN IE ,

L.

a p p o in t e d contr oller of t h e D e n v e r Post.
. . . JAM Es

H A R O L D B . SW IN D EL LS ,

EDW IN

Div., of G M C .

.

A.

S P A L L O N E , Elmira Area, is n o w
FRA NC IS
vice president, fina n cial co nt r ol, M oh aw k

J.

D a t a Sciences C o r p .

general

Sa le s,

In c.

V A L E N TI N I h a s j o i n e d O c e a n

Pin es , a fam ily res ort c o m m u n it y o w n e d
by Bo is e C a s c a d e , as d ir e c t o r of fin a nc e .

Two Essex County

members

have

been

named at Sel -Rex Corp . SAM FALCONE was
appointed
and

vic e p re s i d e n t a n d

PETER

S TE V E N S ,

vice

controller,

pre sid ent

and

technical director.
J O H N F . C H R I S TE N S E N ,

Boston, w a s

named

vice p re s id e n t , Be r ke l e y S e rvic e C o r p ., a
subsidiary

of

. . . CHARLES
pointed

Chase

W.

Insuran ce

New

was

presiden t —

vice

Engla nd

ap -

Mutual

Life

KEN NETH

Bridgeport

appointed

Con su me rs Petroleum.

vice

past

pres-

president

of

P.

Valley, w a s

VAN DER PLO EG,

Foods, Borden
RONALD

Fox River

appointed aspistant con troller,

the Cracker Jack

Co., a

division of Borden

In c.

C. R O B E R T S O N , Hawaii, h a s

Electro n ic

Co.

RICHARD NIELSEN,
ident,

Bank.

S W E E TS E R h a s b e e n

assistan t

acc oun tin g,

Manhattan

Measurement

Corp.,

as

j o in e d
pres -

ident.
EA R L E . G R UB B , JR .,
re - e le c t e d

treasurer

Lancaster, h a s b e e n
of K r o w n K i t c h e n s .
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LEO G. CONNORS, Lehigh Valley, has been
named vice president for financial planning of GAC Finance Inc., a unit of GAC
Corp.
JOHN FERRARI, Los Angeles, is now controller of Bell Funding Corp.... DONALD
J. O'BRIEN was promoted to assistant controller at the Stoody Co.
GEORGE SHATFORD, Massachusetts North
Shore, is now controller of Granite State
Machinery.

Time Off

RONALD F. MURPHY, Mass. Route 128, was
promoted to vice president and controller
of the Sippican Corp.
JOSEPH L. BRUMIT, Member -at- Large, is
now vice president, sales and services, Far
East Region, for Trans World Airlines,
Inc. He is a past international president
of the Association.
DONALD R. GARRIS, Member -at- Large, has
been promoted to assistant administrator,
Holy Name of Jesus Hospital.
Two Memphis members were named at
Dover Corp., Elevator Div. GEORGE
SCHROTH is treasurer and WILLIAM
HANEGHAN, Controller.

. 1Y

JORDIN
Dallas

BRUMIT
Member -at-la rg e

JAMES J. RUTHERFORD, Miami, has been
elected vice president and chief financial
officer of Blount, Inc. He is a past NAA
vice president.
ROBERT KAPPEL, Milwaukee, has been
promoted to secretary of Wisconsin Steel
& Tube Corp. . . . EUGENE A. MENDEN
has been elected executive vice president
in addition to his present position as
treasurer - controller for Marquette ElectIonlcs, Inc. . . . FRANK PLYER is now
controller, August G. Barkow Mfg. Co' .
. . WAYNE WILLIAMS was named division
controller for the George Meyer Co.
ROBERT E. PATERSON, New York past president, has been appointed assistant vice
president, specialized marketing operations, for the S &H Green Stamp division
of The Sperry & Hutchinson Co.
Two Northern New York members have
been named at George Hall Corp. F.
GERARD REAGAN was named executive vice
president, and D. F. DAVEY, treasurer.
RAY W. CULTER, North Texas, has been
appointed manager of accounting, Southwest Region, Computer Technology Inc.
MANAGEMENT ACCOUNTING/ JANUARY 1972

"Now, as to the profit for this quarter...."

Did You Hear the One
About the Egg- Making Machine?
Chicken jokes were once relegated to
the corn department of television's
"Laugh -In" but now the Internal Revenue Service is trying to get in the act.
Iii a tax case reported in The Wall
Street Journal, the IRS held that a
chicken operator should not be allowed
to inventory his flocks at the price they
fetched at a heat- processing plant,
where the fowls ended up after their
egg - laying life was over. It contended
that since the taxpayer was mainly
selling eggs, the laying hens should be
construed as "self - constructed production equipment ('egg - making machines')." The tax court ruled, however,
that the operator was selling both eggs

and chickens and the heat processor's
price was a fair measure for depleted
hells. Whether or not the birds will
end up being capitalized and amortized, as the IRS wants, is a question
up to a future court decision. But the
old chestnut —which came first, the
chicken or . . . —is not likely to be
resolved so easily. The salve problem
was touched upon in the January 1969
issue Of MANAGEMENT ACCOUNTING 111
and article titled "Accounting for
Poultry Projects." Charles T. Smith,
Jr., the author of the article, favored
an accrual basis of accounting for
poultry and he doesn't refer even once
to an - egg-making machine."
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Mr.Advertiser•
MANAGEMENT
ACCOUNTANTis part
of the corporate team

Z. T. BYNUM, JR., Piedmont, has been
named a partner in the Winston Salem
office of Ernst & Ernst.

York - Shipley and controller and secretary
of CompuDyne Corp.; D. V. DINSMORE
was named treasurer, and JOHN L. MAGOR,
assistant treasurer and assistant secretary.

CHESTER R. KENNEDY, Pittsburgh, has
been elected financial vice president and
treasurer at Washington Steel Corp. He
is an international director of NAA for
1971 -72. He was president of the chapter
for 1969 -70.

In Memoriam

MANAGEMENT
ACCOUNTANTis an
integral part of corporate planning
A

MANAGEMENT
ACCOUNTANTplaysa
vital role in the decision
to purchase or lease:
• COMPUTER/EDPSYSTEMS
• BUSINESSMACHINES
•SYSTEMSANDFORMS
•ADDRESSING/FILING
EQUIPMENTSYSTEMS
• BUSINESSSERVICES
• LEASING
ReachKeyMenonthe
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GEORGE L. CADUTO, Providence, was promoted to regional controller of New England for Ward Baking Co.
BENNETT NEBEL, Raritan Valley, is now
controller with Best Seal Corp.
GILBERT B. BE1SWINGER, St. Louis, has
been elected vice president and controller,
Federal Barge Lines, Inc. . . . EDWARD
A. STRIKER was admitted to partnership
with Ernst & Ernst.
ADRIAN KEMPER, Sangamon Valley, is now
corporate budget director with the Sun strand Corp.
FRANKLYN ROMEU, San Juan past president, is now comptroller of Caribe Millwork Corp. and Caribe Builders Supplies,
Inc., subsidiaries of Enrique A. Castillo,
Inc.
FRED D. LAYTON, Washington, was named
associate director for financial management in the Division of Financial and
General Management Studies, U.S. General Accounting Office.
MAURICE ALEXANDER and ARNOLD H.
W O LK, W a t e r b u r y , ha ve formed a par t -

nership under the firm name of Alexander
and Wolk, CPA's.
LEE PRIMIANO, Wes t Bergen- Passaic
County, has been appointed controller of
Unique Zipper Distributing Service.
LOREN E. LAKE, Wichita, was elected to
the board of directors and secretary- treasurer of Hershberger Explorations, Inc.
MACK V. FURLOW, JR., Wilmington, is
now president of Pipeco Steel Co., a subsidiary of Blount, Inc. He was 1971 -72
president of Montgomery Chapter.
Three York members have been named
at York - Shipley, Inc. D. DEAN BARBOR Was
appointed vice president of finance of

ROBERT J. BECKER, 57, Essex County, 1956.
EUGENE J. COMMENT. 81, Fort Way ne,
1948. Emeritus Life Associate.
THEODORE E. DYMSKI, 71, Erie, 1949.
ELA.
HUGH H. GILMOUR, 63, Los Angeles, 1941.
ELA.
F. LYLE GRAY, 69, Hagerstown, 1953.
ELA.
C. CHASE GREER, 53, Wheeling, 1970.
CECIL V. GRIFFITH, 66, Portland past president, 1939. ELA.
PAUL H. HARK, 72, Dayton, 1944. ELA.
C. E. HEADLEE, Pittsburgh past president;
past national vice president.
REED O. HOLLANDSWORTH, 75, Peoria,
ELA.
CARL G. NELSON, 68, Chicago, 1945. ELA.
DOUGLAS S. NEWELL, 77, Wichita, 1941.
ELA.
FREDERIC G. OBERLE, 56, Lancaster, 1970.
WEBSTER P. O'NEILL, 69, Waterbury past
president, 1952. ELA.
ANTHONY J. OSTENDORF, 76, Peoria, 1940.
JACK A. Ross, 43, Harrisburg past president, 1953.

THI S SP AC E C O NTRI BU TE D BY TH E PU B L I S H E R

Are you over
40 and
acting like you
aren't?
After 40 the possibility of
c a n c e r of t h e r e c t u m i n creases markedly.
Yet almost 3 Out Of 4 peopl e st r icke n i n t he ir pr ime
might be saved by early diagnosis and prompt treatment.
Th e n e x t t i me you h a ve
you r a nn u a l ch e ck u p, b e a
real adult. Ask your doctor to
include a procto examination.
After all, life should just
begin at forty.

It's up to you,
too.
American
Cancer Society
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early warning system for prudent acquisition
Corporate decision makers, engaged in planning acquisitions,
have learned that purely financial evaluations are inadequate
yardsticks for measuring a company. They need more — an
early warning system — facts about products, markets, plant
capacities, obsolescence, engineering, patents, personnel,
tax implications, etc. They get what they need through
professional valuation counsel — in -depth measurement of
all the values — providing a sound and timely basis for
holding back or proceeding with the transaction.
Assisting corporate decision makers is our business.

Write for further information.
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