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ADP's Accounts Receivable Service
means prompt preparation of monthly
statements; timely generation of
management analyses & reports;
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elimination of overtime; reversal of a
fixed overhead to a variable cost;
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PRESIDENT'S PERSPECTIVE

Certificate
I n Management
Accounting
T h e gr ow t h of t h e a c c o u nt in g f u n c t io n in s op his t ic a t ion a nd
prestige has been obvious to all in the business world. In many
wa ys , a c c o u n t i ng h a s t a k en on t he s t a t u s of t he n ew es t
profession.
I n r ec og nit ion o f t hi s d eve lo p me nt ma ny i n t h e p a s t h a v e
u r ge d t he As s o c ia t io n t o es t a b lis h a p r o gr a m w hic h wo u ld s e r ve
t o r e c ogni z e ed u c a t i ona l a t t a i n me n t a n d c o mp e t e n c e i n t h e

field of management account ing. We are proud t o announce in
t his is s u e t ha t s u c h a p r ogr a m wa s a p p r oved b y t he
Inter na tiona l Boa r d of Dir ect or s in J a nua r y.
NAA ha s es t a b lis hed t he I ns t it u t e o f M a n a ge me nt Ac c ou nt i ng
t o a dminis t e r a p r ogr a m whic h will lea d t o t he gr a nt i ng o f a
Cer t if ic a t e in M a na gement Ac c ou nting. T he C er tif ic a te will be
a wa r d ed t o t hos e s u c c es s f u lly c omp l et ing a s e r ies of u n if or m
ex a mina t ions . Det a ils of t he p r ogr a m b e gi n on pa ge 13.
W e kn o w t hi s ed u c a t io n a l a t t a in men t p r o gr a m w il l a d d t o t h e
s t a t u r e of t he ma n a g emen t a c c ou nt a n t b y es t a b l is hi ng
pr of es s iona l s t a nda r ds t o whic h a ll c a n a s p ir e. T he b enef it s
a c c r u ing f r om s u c h a pr ogr a m a r e ma nif old.
W e h o p e yo u ' l l t a k e a d va nt a ge o f t he n ew C M A p r og r a m.

/ /IX40̀140
�
J. G. UNDERW OOD
President, 1971 -72
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NAA ESTABLISHES CERTIFICATE IN MANAGEMENT ACCOUNTING
International Board of Directors approves program designed to recognize
professional competence in management accounting; Institute of Management
Accounting established to administer program; first CMA examinations
wi l l be held this Fall.

15

THE FUTURE OF ACCEPTED ACCOUNTING PRINCIPLES
By John V. van Pelt, III

a

Underwood.

A prominent member of the accounting profession presents his views
regarding the Wheat and Trueblood Committees and makes some recommendations as to what their determinations should be.

21

RESPONSIBILITIES OF THE ACCOUNTING PROFESSION
By Harvey Kapnick
The Chairman of Arthur Andersen & Co. discusses three crucial
issues about which the accounting profession is being challenged by the
courts, by governmental regulatory agencies, by the press, and by various groups in our society. These crucial issues are accounting principles and financial reporting, independence, and financial disclosures
by accounting firms.

25

OPERATIONAL AUDITING: A PART OF THE CONTROL PROCESS
By Corine T. Norgaard
Operational auditing is described as a means of determining whether
the system which has been established to control operations is adequate
and is functioning efficiently.

29

ACCOUNTING SYSTEM FOR EARNINGS PER SHARE
By Ronald 1. Huefner

Described in this article is a self- balancing set of accounts designed to
maintain the permanent data necessary for the earnings - per -share calculations. It provides an organized record of each year's computations,
to facilitate the auditing function and to serve as a base for the following
year's computation.

36

REPRESENTATION W ITHOUT TAXATION
By Joe Hall
The Merchant Marine Act of 1936, as amended by section 607 in 1970,
introduces some unique tax advantages for the shipowner. Passed by
Congress to stimulate shipbuilding, section 607 is reported by the author
to be more far- reaching (in this area) than was the old investment tax
credit.

39

SALES FORECASTING
By Donald E. Vaughn
Sales forecasting is basic to anticipating resource requirements and making
business decisions. In this article, the author discusses the merits of
judgmental and statistical forecasting and offers some suggestions concerning published lead -lag indicators.
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THE CONTROLLER: A MYTHICAL EXECUTIVE?
By Roger Moseley
A non - accountant reveals some of his findings about the controllership
function and how controllers actually participate in making decisions.
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THE CONTROLLERSHIP FUNCTION
By Eugene A. Johnson
The accounting system and organization, the regular reports to
management, break -even analysis, long -range planning, and research
and development are some of the areas in which the new controller will
find opportunities for improving the profit line.
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PENSION FUND CONSIDERATION
By I. A. Schuchart and
W. L. Sanders, Jr.
The four principal areas for consideration by management in its study
of pension funds are discussed by the authors. These include actuarial
assumptions, funding methods, APB Opinion No. 8 requirements, and the
evaluation of fund performance.
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CONCEPTS FOR CONTRACT COSTING
Management Accounting Practices Committee releases its official statement on the subject.
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PHILADELPHIA HOSTS LIBERTY BELL CONFERENCE -1972
It's an historic, charming city as NAA'ers will discover when they attend the 1972 Annual
International Conference in America's colonial capital.
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ACCOUNTING SUMMIT
Heads of six accounting associations discuss education, research, membership,
publications and information retrieval; they also focus on work of Wheat and
Trueblood Committees.
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the profession it represents. MANAGEMENT ACCOUNTING does just that.
III this issue, we report on three major accounting developments:
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• Culminating years of effort by a number of dedicated people, the
prestigeous Certificate in Management Accounting and its issuing
agency —the new Institute of Management Accounting —have been formally established (see page 13). Forthcoming issues of MANAGEMENT
ACCOUNTING will report continuing developments on this subject, the
final details of which are still being formalized.
• Starting on page 15, Lybrand Gold Medal winner John V. van Pelt,
III, discusses the future of accepted accounting principles and the work
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of several national blue- ribbon committees whose eventual recommendations conceivably could modify current reporting techniques.
• On the "home front," our own NAA MAP Committee has released
its first definitive statement, on "Concepts for Contract Costing," and
you'll find the complete text starting on page 55.
Reporting such developments is, as we noted at the beginning, an
editorial obligation. What we find even more pertinent, however, is being
at the center of a highly stimulating profession that's currently creating
news. W e may not always agree with what's being done, or said, or written,
but as long as it has relevance for NAA'ers, it will get printed.

Second class postage paid at New York, N.Y.,
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immediately
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of any
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change
and new
of address.
address,Send
including Zip number, to Member Relations
Dept., NAA, 919 Third Ave., New York, N.Y.
10022. Allow six weeks for change. Price $1.25
per copy. Single subscriptions available only
to NAA members, libraries, and college -level
accounting students. Subscription rates, per
year: NAA members, $10.00 (included in annual dues); libraries, $9.00; college students,
$5.00.
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Mead Irwin Associates, 520 Fifth Avenue, New
York, N. Y. 100.36, (212) 986 -9781.
E. W. Carlson, Union Trust Building, Pittsburgh, Pa. 15219, (412) 471 -1410.
James K. Millhouse, 919 N. Michigan Avenue,
Chicago, III. 60611, (312) 642 -6625.
David Heidersbach, Roy McDonald Associates, Inc., 1313 W. 8th St., Los Angeles, Calif.
90017, (213) 483 -1304.
Charles Barrett, Roy McDonald Associates,
Inc., 625 Market St., San Francisco, Calif. 94105,
(415) 397-5377.
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... t here are likely t o be many new rules and rule changes in 1972 which will
affect your payroll management . Act ivity in the '71 st ate legislatures was extraordinary
but it could be even greater in 1972 — thirt y -seven st ate legislatures are scheduled to
meet . Co ngress has already st art ed hearings on major Social Securit y and Medicare
changes. Anyway you look at it, it's almost certain that bigger, tougher payroll problems
lie ahead.

eGET SET
... t here is plent y t hat you can and should do ... RIGHT NOW. Keeping your
management activities in step with fast - moving payroll changes places new and varied
demands o n you.

SKGO..

with CCH's comprehensive two - volume PAYROLL MANAGEMENT GUIDE.
This is po sitive assist ance that can help you manage your payroll effect ively and eco nomically. Easy -to -use, the convenient , loose leaf GUIDE accurat ely reflect s federal,
state and local payroll laws with all new rules in place.
The GUIDE explains what 's new and what it means t o your payroll operat io n,
and what you should do about it for immediate compliance and for long -range planning.
Every seven days, regular GUIDE reporting tells you what's at hand and what's
ahead. And t he distinction is made clear.
A t imesaving Summary let ter gives quick- reading highlight s on new develo pment s. Yo u need only t o scan this handy Summary t o keep up to date on changes t hat
may affect yo ur operation.
To receive a free copy of t he Summary let t er and find out about t he GUIDE
at t he same t ime, simply complet e and mail t he coupon. No obligat ion, of course.
------------------------------------------------------COMMERCE CLEARINGHOUSE, Inc.

4025 W. Peterson Ave., Chicago, III. 60646

MGA -372

CCH: Rush us f ull details about CCH's PAYROLL MANAGEMENT GUIDE, plus a s ample of the quick- reading Summary.
No obligation, of course.
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Lette rs

TO THE EDITOR

Most Tim ely a nd Very Much App reci ated
The article oil "The Cost Accounting Standards Board" in
the December 1971 issue Of MANAGEMENT ACCOUNTING Was

most timely and very much appreciated.
It is vitally important that accountants in industry have the
opportunity to be heard in the establishment of cost accounting
standards. From Mr. Schoenhaut's discussion, it is apparent that
this involvement must take place before the standards are
published in the Federal Register. Hence; any information
pertaining to proposed standards that your magazine can provide on a timely basis would be of major benefit in assuring
participation by industrial accountants.
Kurt K. Leeser
Washington Tri- Cities Chapter
Kennewick, Wash.
The Committee on Management Accounting Practices presents
in this issue (see page 55) its official statement on Concepts
for Contract Costing. Ed.

Investment Tax Credit Revival
Oil October 6, 1971, the House passed a bill (HR 10947)
which provides for a job development credit against income
taxes payable by corporations. In many respects this job development credit appears to be a revival of the old investment
tax credit repealed by the Tax Reform Act of 1969: (1) both
credits are of a temporary nature and were proposed as national
objectives to stimulate certain sectors of the economy, (2) both
credits are measured by a percentage of a company's investment
in specified assets and (3) realization in both cases is dependent
upon the existence of taxable income. Although, at this time,
the bill has yet to pass the Senate and receive Presidential
approval, the accounting profession has already renewed the
prior controversy surrounding the recording of such a tax credit
by recipient corporations.
It would seern that this controversial issue had already been
satisfactorily settled in March 1964 by Opinion No. 4 of the
Accounting Principles Board, which stated that while amortization of the tax credit over the productive life of the acquired
property is the preferable accounting treatment, the alternative
method of reducing the company's federal income taxes payable
by the credit in the year it arises is also acceptable. The latter
method has, by far, become the most generally accepted and
utilized by corporations in recent years.
However, the failure of the Accounting Principles Board to
recognize this fact resulted in another exposure draft. It was
issued on October 22, 1971, but has since been withdrawn. In
its draft the APB stated: "The Board concludes that benefits
arising from investment tax credits should be accounted for
as reductions of income tax expense over the periods in which
the cost of the related property is charged to i n c o m e . . . "
From the viewpoint of management, there appears to be no
justification, economic or otherwise, for the deferral method
advocated by the Accounting Principles Board. To defer recognition of the tax credit on the basis of the "matching" concept
of accounting certainly does not represent valid reasoning. The
6

job development or investment type of tax credit clearly represents a short -term vehicle of government policy to stimulate
the economy and bears no relation to either the assets acquired
(merely the value upon which the credit is computed) or to
future period operations. Accordingly, financial statements presented internally and to investors should reflect recognition
of the new job development credit in the period it arises —the
same period in which it is earned.
Patricia Kay Pabst
Senior Accountant
Price Waterhouse 6 Co.
West Los Angeles, Cal.

The Specter ... W as Again Raised
Opinions of The Accounting Principles Board are circulated
in draft form prior to adoption with requests for comment.
Most recently, the specter of accounting for investment credit
was again raised. (This particular exposure draft has since been
withdrawn, however, because of the 1971. revenue act.) Most
accounting groups and organizations take a publicized stand
on the merits of a proposed opinion and encourage their
members to also voice their opinions. I believe it would be
appropriate if NAA and its members would do the same. We
are one of the largest groups of accountants and our opinion,
as a group and individually as representatives of the group,
could well have an important bearing on decisions that directly
affect our livelihood. I would like to see the national board
take a firm stand on each of the proposed changes and to inform
the membership of the merits of the changes or the reasons
for disagreement.
John C. Frieden
Michiana Chapter
Elkhart, Ind.

Developm ent of Acc ounting Principles
As a practicing certified public accountant, I view the establishment of the Wheat and Trueblood Committees as another significant step forward in solving the serious question
of how accounting principles should be developed. As set forth
in the October 1971 issue Of MANAGEMENT ACCOUNTING, the
function of the Wheat Committee is to consider how the
method of establishing accounting principles can be made more
responsive to the needs of those who rely on financial statements, and the function of the Trueblood Committee is to
analyze and refine the objectives of financial statements. I,
being an optimist, am quite confident that the efforts of these
two Committees will culminate in the preparation of more
meaningful financial statements.
I am disturbed, however, about one development and this
is the increasing criticism of the past efforts of the Accounting
Principles Board. I must take exception to this because I believe
that the Accounting Principles Board, as presently constituted,
has done an outstanding job in developing accounting principles. The many opinions issued by the Board since 1962 have
to represent a significant step forward for the accounting proX
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What to do when investment tax credits hide
Many companies take advantage of the investment tax credit provision
of the I.R.S. Code. However, some benefit less than others, because they do not
segregate costs of items that appear to be structural components,
but actually qualify for credit. Pinpointing these "hidden" qualifying costs
calls�for�professional�valuation�counsel�—a�service�combining
appraisal, engineering and accounting expertise.
For information, contact nearest Regional Office:
Atlanta (404) 577 -2399 • Chicago (312) 236 -4486 • Cleveland (216) 696 -7474
Los Angeles (213) 483 -8602 • New York (212) 989 -7780
District offices in other principal cities.
Or write to: The American Appraisal Company, Inc.
An American Appraisal Associates Company

MER.ic� v

P p R � s� .

Headquarters: 525 E. Michigan St., Milwaukee, Wis. 53201
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fession. True, the Board has weaknesses, but without their work,
I seriously doubt we would be in a position today to have the
Wheat and Trueblood Committees functioning. Therefore, we
should give credit to the Accounting Principles Board for the
progress made to date, rather than joining the increasing
numbers who are only critical of their efforts from 1962 to
the present time.
Robert A. Brown
Western Carolinas Chapter
Greenville, S.C.
"Hats Off" To Dr. Robinson and Dr. Alexander
The authors of "Are Accountants Adjusting to Change ?' in
the November 1971 issue Of MANAGEMENT ACCOUNTINGaret0
be commended for being forthright and honest in making a
searching critique of our accounting profession and, in the words
of the current idiom, "telling it like it is." Undoubtedly, all
members of the profession are not guilty, but I suspect too
many of us have acted out our roles in just the manner the
authors describe, so that it is no wonder we have a tarnished
image.
Perhaps it is the very nature of our work with numbers -2
plus 2 must equal 4; debits must balance credits —that results
in our staying in a comfortable niche, where, with our irrefutable
"facts," we don't have to adapt to responsibility and decision
making in an arena that has different ground rules and where
the answers don't always come out in absolute number terms.
Also, perhaps we have paid homage too long to our own self developed and cherished theories and principles expecting the
rest of society, of which we are but a part, to accept our
scorekeeping as final and undisputable.
We live and work in a world that is in a state of constant
flux and change —in international affairs, in physical environment, and in human social relationships. This is no time for
rigid, hide -bound tradition but a time for accountants to stop
being defensive and, as the authors suggest, be adaptable, imaginative, and creative.
Thank you for the challenge, Drs. Robinson and Alexander.
Russell D. Rawn
Central Arkansas Chapter
Little Rock, Ark.
Many Unrelated Areas
The article in the November 1971 issue titled "Are Accountants Adjusting to Change ?" by Messrs. Robinson and Alexander chastises the accountant as lacking progressiveness.
It appears to me that the total management information
system encompasses much more than the realm of the accountant. I feel the authors have equated the management information system to an accounting department. Much of the information derived from and used by management is in no way connected with accounting, except to say that every decision will
ultimately affect net income.
It appears to me that the accountant does not necessarily
have the responsibility to develop the total system as there
are many unrelated areas involved.
Douglas M. Weber
Lybrand, Ross Bros., 6 Montgomery
Niles, Mich.

The Challenge of the 70's
"Are Accountants Adjusting to Change ?" by Messrs. Robinson and Alexander in the November 1971 issue is another
example of the growing concern for the public image of the
accounting profession.
I think the authors did an excellent job of highlighting the
problem areas and offering suggestions for the future. If we,
as accountants, are going to meet the challenge of the 70's,
we must assume a leadership role in developing solutions for
the complex problems now faced by management. We must
become more dynamic and imaginative in our approach to the
entire problem solving process. We need to reinstill public
confidence in our ability to offer timely and accurate solutions
and, at the same time, rid ourselves of the green eyeshade,
garter - sleeve, debits - near - the - window image of our predecessors.
I would welcome more articles of this nature in future issues
with suggestions as to how we might proceed to solve the
problems now facing the accounting profession.
David A. Cole
Tulsa Chapter
Tulsa, Okla.

Pandora's Box
In his article, "Air Pollution: A Case Study," in the September 1971 issue Of MANAGEMENT ACCOUNTING, Alvah W.
Bearse has opened up a veritable "Pandora's Box" of accounting
problems to which industry must respond if it expects to cope
successfully with the emergence of strict pollution guidelines
in the United States.
There is not simply a dichotomy in which management must
choose between profits and effective pollution control. Rather,
successful management accounting should be able to have both
profits and public welfare as its goals. Some of the more fervent
ecological warriors fail to realize that business leaders are also
personally affected by pollution in that they must breathe the
same air, drink the same water, and live amongst the same
wastage as the rest of us.
I enjoyed Mr. Bearse's article and found it enlightening in
that it gave the effects of pollution legislation on a particular
company and from this, the reader could draw inferences about
the pollution problem for the nation and business as a whole.
I look forward with great interest to reading more articles in
your magazine concerning this highly relevant topic of pollution
control and its effects on accounting techniques.
Robert B. Nolan
Accounting Major
Villanova University
Villanova, Pa.
The Alternative Is to Steal Accountants
Hospital Accounting, and the industry which it serves, form
a much maligned and misunderstood segment of the business
world. This was brought forcibly to mind during a recent chapter
technical meeting. The speaker of the evening, during the
subsequent question and answer period, was told that the accounting educational system was somewhat remiss in not providing courses in hospital accounting. The only alternative to
Continued on page 48
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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

Any CPA will tell you it takes more than
You may be eligible for
accounting knowledge and experience
GI Bill benefits
to pass the CPA examination. You must
If you qualify, you may be eligible for
know the quick, correct way to apply
GI Bill benefits. You may start the IAS
your knowledge, under examination
CPA Coaching Course, or the full IAS
room conditions.
accounting curriculum any time you
How you budget your exam time, for
please —there are no classes, no fixed
example —how you approach each
enrollment periods. So you can make
problem or question —how you decide,
maximum use of the time available,
quickly, the exact requirements for the
starting as soon as you enroll and consolution— construct an acceptable pretinuing right up to the exam ination
DONALD R. MORRISON, CPA
sentation— extract relevant data —and
dates.
use accounting terms acceptable to the examiners.
Send
today
for
free
report
That's where the International Accountants Society can
To get the complete story on how you (or some member of
help you. As of June 1, 1971, 11,247 former IAS students
your staff) can benefit from the proven IAS C PA Coaching
who had obtained all or a part of their accounting training
Course, just fill out and m ai l t he cou po n b elo w. No
through I A s had passed CPA examinations. Our CPA
obligation.
Coaching Course is proven so effective we can make this
agreement with you:
International Accountants Society

❑Us
a

r

I

A Home Study School Since 1903
209 West Jackson Blvd., Chicago, Illinois 60606
Att: Director of CPA Coaching

41F1 -249

Please send me your new report on the IAS CPA Coaching Course.
I understand there is no obligation.

I

Name
Address

I
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Employed by
Check here if eligible for GI Bill benefits.
Accredited Member, National Home Study Council.
ONE Of THE

BELLE HOWELLSCHOOLS

APPROIfED
al

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

Apt.

BILL

Data Sheet
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Cost Accounting Standards Board Publishes Proposed Standards
In its first proposed standards, the Cost Accounting Standards Board (CASB) would require
that defense contractors disclose their cost accounting practices and then follow these practices
consistently. The Disclosure Statements would permit it to establish a data bank of contractors'
practices, by class of contractor, by dollar volume of business with the Government in relation
to total business, and by size of contractor. Other proposals would eliminate "double counting;"
require consistency in estimating, accumulating and reporting costs; and would establish a
standard contract clause in the appropriate Government contracts, which would implement
rules, regulations and standards promulgated by the Board. After receiving comments on the
proposed regulations and standards, the Board will again publish them in the Federal Register
with whatever deletions or additions that result from comments. If Congress does not disapprove,
the proposed regulations would become law after the expiration of a designated period.
CPA's

Call for Disclosure of Accounting Policies Followed
Under an Accounting Principles Board exposure draft, companies would be required to publish
in financial reports a summary of the accounting policies used, "as an integral part of the financial
statements." Noting that an increasing number of businesses have been revealing their accounting policies in annual reports, with some presenting them as supplementary information, the
APB strongly recommended that "this disclosure be made in a separate Summary of Accounting
Policies, so titled and presented immediately preceding the notes (or as the initial note) to
financial statements." If adopted, the proposed opinion would be effective for fiscal periods
after December 31, 1971.

Experts See Green " G O " Signal for Economy in 1972
Gross National Product is expected to jump 8.7% to $1,143 billion for 1972, according to the
latest forecast of the Conference Board's annual Economic Forum. The economists predicted
that inflation will ebb significantly, while unemployment declines slightly. Another encouraging
sign: business plans to increase investment in plant and equipment by 9.1% in 1972, according
to the latest survey of the Bureau of Economic Analysis and the Securities and Exchange Commission.
Urges Continuing Education Requirement for CPA's
"I am convinced that the great majority of the certified public accounting profession want
a continuing education requirement and will cooperate in every way to make it effective,"
Elmer G. Beamer said before a meeting of the N.Y. State Society of CPA's. Mr. Beamer, who
is chairman of the AICPA's Committee on Education and Experience Requirements for CPA's,
said it is now time for the profession to acknowledge that each of its members has an obligation
to continue his education throughout his career.
Demand for Top Financial Executives Increases
Demand for top finance executives increased during the closing months of 1971 and is expected
to increase slightly during 1972, according to Heidrick & Struggles, international management
consultants. The firm noted, however, that the executive market had not yet turned around.
Computer Industry Growth Rates Will Continue to Be High
Even though the industry is maturing, the computer sector will grow at rates only slightly
lower than those of recent years, Isaac L. Auerbach, president of Auerbach corporations, predicts.
He said that "there will be a shift in emphasis from technological changes to the development
of a user's specific problems." Increased sophistication and cost - consciousness on the part
of users, he suggested, will impose added responsibilities on suppliers.
Will Government Co -opt the Consumer Movement?
Pending now in Congress are bills which would create a brand new Consumer Protection Agency
(CPA) that would have the power to intervene in proceedings of sister agencies and conduct
product testing and publish the results. It would, in effect, supplant the efforts of private groups
now active in the consumer movement.
10
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How to
use Investment
lax Credit
for all
it's worth.
ITC is a boon to business on the grow. And the more
you know about it, the more valuable it gets. Example.
A careful review of your expansion plans may reveal overlooked costs that qualify for the credit. A sophisticated
segregation of the cost of process- oriented components
(from "building" costs) can do four things. It can qualify
substantial amounts for the credit; for accelerated depreciation; for shorter lives; and for the benefits of ADR.
This can bring both short and long term benefits to your
company. There are few easy answers. But we have
the men and experience to help dig for the tough ones.

If you would like some quick facts
on this important subject, we have them.
No obligation. Write or call
any Marshall and Stevens office.

appraisals by
Marshall and Stevens
1645 Beverly Blvd. • Los Angeles, Calif. 90026 • (213) 624 -3661

Fully staffed offices in: Boston, Chicago, Dallas, Detroit,
Houston, Los Angeles, Minneapolis, New York, Philadelphia,
Pittsburgh, St. Louis, San Francisco.

W

A Unionamerica Company
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CERTIFICATE IN
MANAGEMENT
ACCOUNTING
ESTABLISHED BY NAA
Board Of Directors Approves Program
Designed To Recognize Professional Competence
In Management Accounting; Institute Of Management Accounting
Established To Administer Program; First CMA Examinations
Planned For This Fall

A Certificate in Management Accounting program has
been established by the National Association of Accountants to recognize professional competence in the
field of management accounting.
The program was approved by the NAA Board of
Directors at its meeting in Dallas last January. It marks
the fruition of an effort urged in a report of the
Association's Committee on Long Range Objectives
in 1968.
The objectives of the program are:
1. To foster higher educational standards in the
field of management accounting;
2. To establish management accounting as a recognized profession by identifying the role of the management accountant, the underlying body of knowledge,
and by outlining a course of study by which such
knowledge can be acquired;
3. To assist employers, educators and students by
establishing an objective measure of an individual's
knowledge and competence in the profession of management accounting.
In announcing the new program, President J. G.
Underwood said that the Association has established
the Institute of Management Accounting to administer the program, conduct the examinations and to
grant the certificate to those who qualify. The Institute will also be responsible for ensuring that certificate holders, in order to retain their CMA's in good
standing, continue to meet the professional development requirements established by the Institute.
A nine - member Board of Regents will administer
the Institute of Management Accounting. The Chairman of the Board and the other board members will
be appointed by the NAA president for three -year
terns with three members being appointed each year.
MANAGEMENT ACCOUNTING /MARCH 1972

All members of the Board will be required to be
members of NAA in good standing.
Three special committees appointed from the membership of the Board of Regents will be delegated to
handle the three major areas of the Board's responsibilities. The Credentials Committee will be responsible for establishing standards, policies and procedures
for evaluating and validating applicants' credentials.
The Examinations Committee will be responsible for
setting up standards, policies and procedures for the
preparation, administration and grading of examinations. The Continuing Education Committee will be
responsible for establishing standards, policies and
procedures for determining and administering the
professional development requirements for retaining
the Certificate in Management Accounting.
A full -time, paid administrator will manage the
day -to -day activities of the Institute. As Director of
the Institute, he will be responsible for the detailed
planning and implementation of the activities of the
Institute within the framework of the policies and
procedures established by the Board of Regents and
its committees. The Director of the Board will report
directly to the Executive Director of the Association.

Requirements for Admission
The CMA program is open to everyone in the
management accounting field regardless of membership in the Association. Application for admission in
the program may be obtained from the Institute of
Management Accounting, 919 Third Avenue, New
York, N.Y. 10022. To qualify for acceptance in the
program, a candidate must either have a baccalaureate
degree, in any area, from an accredited college or
university, or have achieved a score satisfactory to the
13

EXTENSIVE PLANNING LED TO
CERTIFICATE IN
MANAGEMENT ACCOUNTING
KELLER

AT KINSO N

The initial impetus was given to the Certificate in
Management Accounting program by the Long Range Objectives Committee which was established
in 1965. This Committee, whose chairman was Past
International President I. Wayne Keller, recommended that the Association "develop and administer comprehensive examinations in the field of busi.
ness education." The Committee also urged that
upon successful completion of such examinations,
"the candidate be awarded an appropriate title ..."
The report was accepted by the Executive Committee in 1968. Subsequently, the idea was discussed
at a number of meetings of the Committee on Education which expressed continuing support. In 1970,
the Ad Hoc Committee on Recognition of Educational Attainment was established to begin some of
the preliminary spadework necessary to the development of such an ambitious program. Dr. Sterling K.

Atkinson was appointed chairman of this committee
for 1970 -71.
Once the basic concepts had been laid down for
the program, the Association's leaders urged that it
be implemented as soon as possible. As a result,
President J. G. Underwood appointed the Educational Attainment Task Force whose title reflected
the importance the Executive Committee attached
to the prompt establishment of the program. Robert
Beyer was named chairman of the Task Force last
year. Mr. Beyer and his committee ironed out details
of the program and presented it to the Executive
Committee in October 1971.
The Executive Committee approved the program
in principle and urged that it be put into effect.
The planning stages of NAA's new educational attainment program ended when the Board of Directors voted last January to put it into effect.
❑

BEYER

Credentials Committee on either the Graduate Record
Examination or the Admissions Test for Graduate
Studies in Business.
Ce r t i fica t i on Re q u i re me n t s
A Certificate in Management Accounting will be
awarded to candidates who: (a) pass all four parts of
the certifying examination and (b) pass the experience
requirement to be established by the Board.
The four -part examination may be taken at one time
or over a period of three years. No fewer than two
examinations may be taken at one time unless three
parts have been passed. For this purpose, Part IV,
which is given in two sections, will be considered two
examinations. The two sections, however, are graded
as one part and must be taken together.
. A candidate must pass all four parts of the certifying
examination within three calendar years from the date
of his acceptance into the program. Candidates who
do not achieve this may apply for re- admission into
the program under the same three -year consideration.

The Examination
Present plans call for the first four -part uniform
examination to be administered during November
1972. The examination is designed to test the applicant's knowledge of accounting concepts and techniques and their practical application to business management and decisions. Candidates should have a basic
working knowledge of managerial economics, business
theory and organization theory. The successful candidate is likely to have a bachelor's degree in business
with a substantial amount of study in management
accounting. The examination level will be geared to
the college graduate with this type of background.
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Here is an outline of the contents of the four -part
examination by major and minor topics:
Part I Managerial Economics and Business Finance
Economic Environment of Business
Supply and Demand Analysis
Pricing Theory
Competition
Sources of Corporate Capital
Acquisition Cost of Capital
Capital❑Structure❑—Debt❑vs.❑Equity
Financial Flexibility
Part II Organization Theory, Motivation and
Communication
The Management Process
Business Functions
Organization Structure
Human Behavior in Organizations
Communication
Part III Accountability and Disclosure
Internal Control (Custodial)
External Reporting
Tax Accounting and Reporting
Financial Statement Analysis
Part IV Management Accounting for Planning
and Control
Planning Concepts and Techniques
Long Range Profit Planning
Annual Profit Planning
Product Costing
Financial Modeling
Control Concepts and Techniques
Standards for Costs and Revenues
Budgets
Continued on page 64
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THE FUTURE OF
ACCEPTED
ACCOUNTING PRINCIPLES
The Ultimate Success Traceable To The Activities Of The Two Committees
Will Be Dependent Primarily Upon The Extent To Which
There Is A Full Input From All Interested Parties

By John V. van Pelt, III
On April 5, 1971, the American Institute of Certified
Public Accountants announced that former Securities
and Exchange Commissioner, Francis M. Wheat,
would head a study group to consider the operations
of the Accounting Principles Board in order to develop
recommendations designed to improve standards of
financial reporting. Concurrently, another study group,
under the chairmanship of Robert M. Trueblood,
Managing Partner of Touche Ross & Co., was established. Its assignment is to review the fundamental
objectives underlying financial reporting. In announcing the appointments, Marshall Armstrong, President
of the American Institute, stated that it was the responsibility of the accounting profession to reappraise
its position in the role of standard setting. The ultimate success traceable to the activities of the two
committees will be dependent primarily upon the
extent to which there is a full input from all interested
parties. The principal function of the groups will be
to make an unbiased distillation of the disparate views.
Toward this end, the Wheat Study Group scheduled
public hearings for November 3 and 4, 1971, in New
York City. While making no general appeal for written
suggestions on how accounting principles should be
established, the Administrative Secretary of the Committee contacted such organizations as the National
Association of Accountants to obtain any comments
and suggestions those organizations might care to
make.'
The Trueblood Committee on the other hand,
issued an Appeal requesting interested participants to
submit written statements by December 31, 1971.
Public hearings on the general subject of the objectives
of financial statements are tentatively planned for the
Spring of 1972 at one or more locations. In order to

get maximum dispersion of the Trueblood Committee
Appeal, the Financial Executives Institute issued
copies of the Appeal to all of its chapter presidents,
a move designed to elicit comments from the financial
officers of many of the major corporate entities in
the country.

Conference at Northwestern
A conference, conducted under the auspices of the
Graduate School of Management of Northwestern
University on October 18 and 19, 1971, (which I was
privileged to attend) was arranged to discuss aspects
of the problems facing both study groups. The conference brought together representatives of the leading
accounting firms, corporate executives, analysts, lawyers, educators, and representatives of various government commissions. Nine papers which were prepared
by leaders in several of the categories represented at
the meeting, and which will be published ultimately,
were presented. Each author was allotted approximately twenty minutes to expand upon or alter the
matters covered in his paper and, after presentation
of two or three papers at each of the half -day sessions,
the conference was thrown open to discussion. Commissioner Wheat was in attendance and one of the
formal papers was presented by Mr. Trueblood.
The conference objective was met, in that the discussion on all subjects was lively, and it was clear that
the views of many participants were sharply conflicting. The results of the discussion will be summarized
by Professor Alfred Rappaport and his colleagues on
the faculty of the Department of Accounting and
Information Systems of the Graduate School of Management. It is assumed that the summarization will
provide thought provoking material for both study
groups, though it will not be available until the early
months of 1972.1

J. V.

VAN

PELT, III

Birmingham Chapter,
(Boston 7948), is Vice
President of Finance,
Vulcan Materials Company, Birmingham, Ala.
He is a graduate of Columbia College and Columbia Law School. Mr.
van Pelt, a CPA, is a
previous contributor to
MANAGEMENT ACCOUNTING. He was awarded
a Certificate of Merit
in 1968 -69 and the
Lybrand Gold Medal for
the outstanding article
of the year in 1%9 -70.

2 A con feren ce of this typ e serves to stimu late th inkin g. However, since none

' See "Major Changes Urged in APB Rules Making," MAGBMaNT AccourmNC,
January 1972, p. 12.
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of the m aterial has been published at the tim e this article was written, no direct
quotation would seem to b e app ropriate.
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". . .

the tenor
of the
discussion

indicated that
there are many
views

. . ."

The discussion was not directed with any degree
of intensity to the areas of interest of one committee
as opposed to the other. However, the tenor of the
discussion indicated that there are many views both
as to their organization and objectives. These views
are so polarized that one wonders if the American
Institute will be able to promulgate effectively any
recommendations that may be ultimately made as part
of the final reports of the two study groups. It seems
obvious that such recommendations should be made
operative as soon as possible, as opposed to the possible alternative of putting the reports on the shelf to
gather dust. All too often this is the fate of worthwhile
but controversial reports.

Government Is Vitally Interested Spectator
The single factor that enables one to feel optimistic
about the ultimate success of the two study groups
is the spotlight of publicity that will be centered on
their endeavors. As a result, the Government, possibly
the Securities and Exchange Commission more than
any other branch, will be a vitally interested spectator
in the pulling and hauling that will attend any effort
to get needed action. However, the positions which
may be taken by any one segment of the Government
will not be crystal clear before the Trueblood Committee defines the objectives of financial reporting.
A public policy analyst at the conference contended
that financial information should be of such magnitude and in such detail as to permit government
agencies to police any activities of.a corporation. The
analyst contended that product information should
at least be given by S.I.C. code,' that the public in
general should be represented on the boards of directors, and that income tax returns should be available
for examination by the public.
If the recommendations approached such far- reaching proportions it is conceivable that many agencies
would have greater interest in seeing that changes were
made than would the Securities and Exchange Commission, whose field of interest is primarily limited
to protection of the investor. Demands for information
by the public sector of the economy is what brings
into sharp focus the role of the Securities and Exchange Commission (as opposed to the public accounting profession) in the establishment of objectives.
If the trend is in the direction of reporting espoused
by the public policy analyst, the establishment of the
accounting rules will tend to fall into the hands of
a government agency. In fact, it would be well nigh
impossible for a body constituted along the lines of
the present Accounting Principles Board to satisfy the
demands of a variety of government agencies. In passing, it might be well to mention that there was no
vocal support during the discussion period for the
stance taken by the public policy analyst.

"The accounting and reporting practices followed in the preparation of the financial statements included .... shall be based on uniform
accounting standards and principles as determined by the accounting profession so that the
investor is placed in the position of being able
to make an informed judgment on the merits
of a security and to provide a basis for comparing
that security with other issued by companies in
the same or different industries. The Commission has the responsibility of determining
whether the accounting profession has taken
appropriate action in this regard." '
Coupled with this suggestion, it was recommended
that a separate body, independent of accountants,
Securities and Exchange Commission, or others should
be established and given the power to enforce its
findings. A new agency would not be encrusted with
its own precedents, as are both Securities and Exchange Commission and American Institute of Certified Public Accountants. If this recommendation
were adopted, the wording of Mr. Spacek's amendments might require alteration in instances where they
refer to the "accounting profession."

Aunt Jane

The papers and discussions that were primarily of
interest to the Wheat Committee dealt with such

The areas of discussion of primary interest to the
Trueblood Group were concentrated along three principal lines. The first of these was the answer to the
question as to whom the statements are directed, i.e.,
the sophisticated investor or the neophyte. A more

' Standard Industrial Classification, a codification put out by the Bureau of labor
Statistics, required as identification in connection with many reports to the
Government.

' U.S. Congress, House of Representatives, Hearing held before the Subcommittee
on Commerce and Finance, the Committee on Interstate and Foreign Commerce,
Special Study on Securities Markets, December 4, 1963.

APB, Accounting Senate, or Independent
Agency
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fields as management influence in the current deliberations of the Accounting Principles Board, the right
of dissent on that part of management to generally
accepted accounting principles, the necessity that the
profession be able to maintain complete independence
in the performance of the attest function, methods
of appeal from rulings by either the Accounting Principles Board or the Securities and Exchange Commission and, finally, suggestions as to the body that should
occupy a position comparable to that held by the
present Accounting Principles Board.
The positions on this latter aspect of the discussion
ranged from a plea that the Board should stay under
the control of the American Institute of Certified
Public Accountants, to a suggestion for the establishment of an Accounting Senate, whose members would
be appointed by the President of the United States.
As an intermediate position it was proposed that the
presently informal cooperation existing between the
accounting profession and the Securities and Exchange
Commission be formalized by amending the Securities
Act of 1933 and the Securities Exchange Act of 1934.
The form of amendment was first proposed by Leonard Spacek of Arthur Andersen & Co. in 1943 and
is part of the record of a hearing before the Subcommittee on Commerce and Finance, Committee on
Interstate and Foreign Commerce of the House of
Representatives. The proposed amendment to both
acts would follow in general along these lines:
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common term applied frequently to the latter class
was "Aunt Jane." The second area debated the need
for designing financial information which reported on
stewardship as opposed to those which fostered predictability. Finally, there was considerable discussion
about the development of economic reality as a fundamental concept in the preparation of financial information. Several speakers contended that this necessitated a shift to fair value accounting from the present
original cost concept. The discussion also raised the
question that it is possible that the same economic
events may be measured in a number of ways.

Areas of Self Interest
Throughout the conference it was obvious that the
participants were there to defend their areas of interest.
A series of examples will point up these areas of self
interest which are often very difficult to detect. However, it is essential that the factor of bias be assessed
in searching for basic truths amidst the multitude of
assertions. The work of these groups is a form of
research for true beliefs, but the assessment of the
findings requires intuitive judgment which is different
from the type of research into the reactions of physical
forces. In statistical sampling the problem of bias
detection is mathematical, but when the input represents the testimony of prestigious individuals, bias may
only be detected by weighing past and present associations of the individuals against the various positions
they espouse.

A Plea for the APB
A former chairman of the Accounting Principles
Board, Mr. Leroy Layton, Senior Partner, Main LaFrantz & Co., CPA's, though acknowledging imperfections in the present setup, felt that the Board should
be the body designated to carry forward the development of Accounting Principles in the future. The
Wheat Study Group should listen carefully to his
appraisal of weaknesses in the present procedures and
to his review of suggestions which have been made
for improvement. Few men are in a position to analyze
these operations from the vantage point of his background and experience. However, the Group should
look with particular caution at his ultimate conclusion
that control of the Board should stay under the American Institute of Certified Public Accountants. This
conclusion is tied to the premise that enforcement
of the Board's Opinions is essential. In a large part,
it is related to the continuing membership on the
board by representatives of the larger public accounting firms, that issue the bulk of the opinions on financial statements of publicly held corporations.
FAIR VALUE ACCOUNTING
On the other hand, representatives of another public
accounting firm recommended that we must establish
objectives before we determine how we should proceed. The firm maintains that accounting must deal
with economic facts and business realities. It also
contends that the real purpose of financial statements
is to present the resources and obligations of a company and changes in net resources. This latter statement was translated into a plea for fair value accounting.'
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Working from this premise, it was possible to develop an indictment of many of the Board's recent
actions. The step -by -step development of the need for
a fair value concept was superficially convincing. However, it failed to develop other sides of the issue.
Furthermore, the firm has made no effort to conceal
opposition with respect to Opinion No. 17, and its
dissatisfaction with Opinion No. 16 because of its
ultimate straddle of a basic issue. According to this
representative, fair value accounting would resolve this
problem.
Industry representatives provided strong support for
the fair value concept. It must be recognized that for
a considerable number of years several large corporations with heavy investment in capital assets have been
pushing for some form of fair value accounting as a
lever to obtain tax write -offs of such assets to an extent
greater than original cost. Though partially stilled by
the introduction of the investment credit, this factor
is still an underlying force pushing toward fair value
recognition. The principle is also attractive to those
who are subjected to negotiation with major labor
unions, on the theory that costs of sales would bear
a higher cost of capital assets. All of these arguments
are political in nature and are thus subject to serious
question as being valid arguments for the development
of sound accounting principles.

"One could
not sit in
attendance at
such a
conference
without
formulating
ideas ..."

THE RIGHT OF DISSENT
Several industry representatives spoke of the need
for the right to dissent. Generally the pitch was that
an APB Opinion that spelled out in detail the method
of its application, could not fit all situations. The point
was also made that elimination of flexibility in the
treatment of transactions from an accounting standpoint inhibited the development of new ideas. While
industry has consistently led the chant for flexibility,
there is an underlying impression among groups of
educators, analysts, regulatory authorities, legislators,
and even some members of the business community
that the real purpose is to make available treatments
of transactions that are not only out of s tep with
economic realities, but which are designed to improve
operating results in the short term, generally at the
expense of the long run viability of the enterprise.
There are many instances in which broadly worked
APB Opinions have been bent by sharp corporate
financial executives and financial consultants to support the handling of transactions in a manner completely at odds with the intent of the original Opinion.
The objective of these manipulative practices is always
to improve reported earnings, and attesting accountants have been subjected to intensive pressures to go
along.

Who Should Establish Accounting Principles?
One could not sit in attendance at such a conference
without formulating ideas as to the direction in which
the two study groups should go. Ideas which crystalized
in the mind of this,writer, as they relate to the areas
of interest of the Wheat committee, form the substance of this section.
' The firm is one of those heavily interested in the utility industry, a field that
would benefit from a reversion to the principles of fair value accounting in the
establishment of rates.
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"The rulemaking body
should be
constituted of
a cross section
of experts in
the field of
accounting . . . "

T HE " COOKB OOK" APPR OACH

A body (whether the Accounting Principles Board,
or some comparable rule- making authority, which
might be recommended as a result of these proceedings) must have the responsibility for enunciating the
ground rules governing the preparation of financial
statements issued to the investing public.
It has been made abundantly clear that without
codification of rules the attest function cannot operate
properly in a manner to protect the public. Failure
of the public accounting profession to be flexible has
led to the development of new, though not necessarily
beneficial, concepts. This failure has led to the "cookbook" approach in order to minimize areas of flexibility and to maximize consistency of application.
BROAD APPLICAT ION OF RULES

The rules should have broad application in order
that there will be comparability and consistency in
accounting applications.
If protection of investors is the sole criterion for
establishment of accounting rules, it is questionable
if it would be possible to establish a body outside
of the jurisdiction of the Securities and Exchange
Commission. However, accounting rules have a much
broader application in areas of public interest other
than solely the development of financial information
to support the issue of sales of and trading in securities.
For this reason there should be some agency vested
with the powers to develop the accounting rules which
will have general application.
EN F O R CE M E N T

The enforcement factor must be linked to the attest
function. Chief Judge Friendly, of the U.S. Second
Court of Appeals, recently enunciated:
"The first law for accountants was not compliance with generally accepted accounting principles, but rather full and fair disclosure, fair
presentation and, if the principles did not produce this brand of disclosure, accountants could
not hide behind the principles but had to go
beyond them and make whatever disclosures
were necessary for full disclosure. In a word
`present fairly' was a concept separate from `generally accepted accounting principles,' and the
latter did not necessarily result in the former."
A few years of this type of thinking may end the need
for the "cookbook" approach to accounting rules and
result in a truly professional approach to the attest
function.
As an element in the code of ethics of the American
Institute, the attest function does provide the right
of dissent. In the event that the conditions present
in a particular transaction are such that some already
enunciated rule will not result in a proper portrayal
of the conditions, a company will have no problem,
so long as it can convince the attesting accountant
that a departure from the rules is warranted, and he
is willing to include in his opinion that he agrees to
such departure. Operation of this rule is highly effec-

tive in limiting unsound dissent. Since the accountant
is unwilling to subject himself to scrutiny by the accounting experts in such institutions as the New York
Stock Exchange or the Securities and Exchange Commission, it may be difficult for the company to convince the accountant the departure is warranted.
RESEARCH

The rule- making body must have the ability to
conduct research in order to have available knowledge
as to current practices and economic realities under
which the practices will be applied.
While research may be conducted by an in -house
staff or by specialists retained to conduct various
research projects, there is a presupposition that at a
minimum the body will have available funds with
which to conduct productive research, and an organization which can administer the program.
A CROSS SECT I ON OF EXPERT S

The rule- making body should be constituted of a
cross section of experts in the field of accounting so
that all interests may be adequately represented.
It would seem that the ultimate decision making
could be more constructively effected if, in addition
to members of the accounting profession engaged in
public practice, there was adequate representation in
the body of several types of industry, the financial
community and educators. Adequate liaison with such
governmental bodies as the Federal Power Commission, Federal Communications Commission, or other
similar agencies endowed with rule making authority
related to accounting practices, should be sufficient
to insure consideration of the interests of such bodies.
However, the government should not be a party to
the establishment of accounting principles or else the
resulting principles will be subservient in the regulatory process, rather than a mechanism for recording
and reporting economic events.
FUL L T I ME M EM BE RS

The rule - making body should be comprised of full time members, with the membership appointed on
a rotating basis. If appointees are separated from their
prior affiliations there is a reasonable chance that
conflicts of interest can be minimized. One of the
primary obstacles to the development of accounting
principles adaptable to interim accounting thus far
has been the primary interest of Accounting Principles
Board members in the financial statements which
constitute the bulk of the engagements of their firms.
Furthermore, if the members of the rule - making body
are full -time members, a wide field of selection of
members is available. Although at present, few industry executives can be members of the Board because their firms cannot provide for the time demands
on the individual (or provide the backup support
expected of Board members), it would seem that many
of the members of the new body could be selected
from men who had already retired from their firms.
To this end, an upper age limit for initial appointment
might also be required, at say age 67.
FUND IN G

U.S. vs. Simon, 425 F2nd 796, (2d Cir. 1969).
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Funding of the body's expenses should come from
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governmental sources. However, rather than depending on annual appropriations from the Congress, it
might be better to establish a trust fund supported
by fees charged against listed corporations. There is
no justification for the funding of the Accounting
Principles Board by appropriations out of the budget
of the American Institute of Certified Public Accountants, plus such research assistance as may come
from other organizations, e.g., the National Association of Accountants or the Financial Executives Research Foundation, when those organizations feel that
such research might help the interests of their
members. The body must have adequate money available to conduct necessary studies and have access to
the funds without ties to any particular interest.

Suggested Objectives for the Trueblood
Committee

5.

As a preliminary, the basic uses of accounting should
be mentioned. It is a tool to run business; it is used
as a mechanism for governmental regulation of the
economy and, finally, it is the means through which
substantial information is provided to enable present
and prospective investors to act. To avoid chaos it
is advisable that the established rules in the latter area
should recognize the requirements of the other two
but not necessarily be circumscribed by subservience
to them. Offered below are some suggested objectives
for the Trueblood Committee:

6.

I. Accounting information made available to the
investing public measures the profitability of
money making enterprises and permits the public
to formulate its estimates as to future profitability
and, in this regard, profits are stated in terms of
current money values and do not include provisions for contingencies or inflation.'
Z. Revenues which enter into the computation of
profits should be computed on the basis of negotiations conducted at arms' length between unrelated parties, but should be recognized in computing profit only to the extent that service has
been rendered or delivery effected.
3. Costs which enter into the computation of profits
generally should be computed on the basis of
completed negotiations computed at arms' length
between unrelated parties, but may be subject
to preliminary estimates when current commitments or completed transactions will require future expenditures or write -off of recorded values
of resources.
4. The convention of matching revenues with related
costs should determine the timing of cost absorption in the computation of profitability, subject
to the following provisos:
a. Many costs of an enterprise are costs of maintaining an existing going concern and should be
absorbed at the time the related service is rendered.
b. Costs of a production facility applicable to a
given accounting period representing an operating
season, which are not directly and clearly related
to the volume of production, should be applied
r Many of the accounting principles applicable to the profit - making enterprises
would also apply to financial statements of non -profit organizations.
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7.

8.

9.

on a normalized basis to anticipated production
during such season and any variances should be
absorbed currently.
c. Costs which have been deferred in anticipation
of the earning of future revenues should be subject to careful scrutiny to determine that there
is a relative assurance that there will be a flow
of future revenues, and when there is reasonable
doubt about the revenue assumption, the costs
should be absorbed in the current period.
d. Costs which are incurred in acquiring a going
concern should be amortized over a predetermined period, probably ten years, unless management can make a showing through competent
evidence that some shorter period is appropriate,
and should be written off at an earlier date only
if the acquired business is abandoned.
The computed values of both revenues and costs
should recognize economic realities of the transactions and it may be necessary to recast the form
of a transaction to achieve that goal, thereby
reallocating and reclassifying the indicated revenues or costs as shown in the formal agreements
between parties. It is assumed in this regard that
money values payable over extended periods are
presumed to include interest at prevailing rates
at the date of the transaction if no realistic rate
is stated.
Costs of an acquired basket of assets and intangibles must be charged to future operations in
determining profitability, with the total cost being
allocated among the various components of the
basket on the basis of their respective fair values.
Fair values used in making such allocations should
be based upon competent evidence and should
recognize that values subject to future realization
must be discounted. In the case that the aggregate
of all ascertainable fair values does not equal the
total cost of the basket, the balance is presumed
to be the cost of acquiring a going concern. In
situations where securities are issued for the basket, the cost should represent a realistic appraisal
of the market value of the securities issued in
the light of the quantities of the securities involved in the transaction.
Profitability, whether for a single transaction, for
a venture, for fiscal periods, for interim periods,
or for the entire economic life of the enterprise,
represent the excess of revenues of the enterprise
over the known costs related to the transaction,
venture or time period.
Accounting rules should be designed to report
properly results of interim periods of a month
or a quarter, whether or not the financial statements are examined by an independent public
accountant, and accounting for a fiscal period that
does not conform to the natural business year of
one or more lines of business in which a corporation is engaged should correctly report any aspects
of seasonality in each line.
Accounting information for companies engaged
in more than a simple line of business should be
broken down to show the results of each significant element of the business, but, in so doing,
allocations of general corporate costs not directly

"It might be
better to
establish a
trust fund
supported by
fees charged
against listed
corporations."
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related to the running of the business should be
avoided.
10. Financial information should be made available
to the public for the sole purpose of providing
information and it is assumed that the information presented is correct, makes full disclosure,
and is not designed to mislead. However, it should
be recognized that, beyond furnishing reliable
information, there is no way in which the investor
can be protected from the risks of making any
particular investment decision.
11. It should be expected that estimates as to the
extent of future revenues, or other events, will
be required for the purpose of allocating costs
against current and future periods and that as
reappraisal of such allocation bases indicates the
necessity for a change, the revised base shall be
applied prospectively to the balance of the particular cost involved.
12. While estimates of future events are inherent in
the allocation of costs, the estimation of the
overall profitability of the enterprise for any particular period should not be part of the financial
information made available to the investor, since
it substitutes for his analysis the often biased
forecasts of a member of management.
The recommendations insofar as the Trueblood
Committee is concerned may seem to go beyond the
realm of pure objectives. However, the trend of discussion at the Conference indicated that the input which
the Committee will get will involve thoughts on spe.
cific accounting treatment, particularly in the area of
fair value accounting.

Conclusions
Economic reality requires that profit be measured
in terms of complete negotiations. Inflation may tend
to increase revenues or increase costs, but this fact
of life is merely an explanation as to why the profitability of the enterprise was up or down. Fair value
accounting, if honestly administered, would result in
the writing up of holdings in assets for which there
might be no ready market, and if fair value accounting
were adopted for tax purposes it could well be that
there would be no cash available to pay taxes.
The problems of valuation are too obvious to mention, though it would do no harm to cite the recent
situation of the Penn Central Trustees. The public
attitude toward underwriting the road to any further
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extent was apathetic to say the least because of the
trustees controlled real estate in New York with relatively current appraised values well in excess of a
billion dollars, a sum in cash which would carry the
railroad for some time. Unfortunately, when bids were
requested they came to less than one - eighth of the
appraisal. In other words, the fair values are only valid
if one can locate a willing buyer.
Leonard Spacek looks upon fair value accounting
as a way to resolve the situation he so bitterly opposed,
the amortization of good will. However, there are
many intangibles, whether purchased or developed
internally, that under a fair value concept should be
valued. How does one handle research projects in a
pharmaceutical house that are in varying states of
completion? What of two chemical plants, one ready
to start its shakedown and one which has been through
that trying period? Assuming there is a reasonable
answer to these questions, there is always the problem
of trying to get a fair value of the assets from one
period to the next, and at the same time avoid any
bias on the part of management. I look upon fair value
accounting as being much like the sailor who spends
the night aboard ship with a large piece of cork on
the end of the anchor line. With cost as a basis, one
at least has a firm base from which to measure changes.
It has been argued that fair value accounting would
have solved that problem of instant earnings, arising
from pooling acquisitions combining undervalued
assets. This is a valid argument, but the abolition of
pooling of interests would have accomplished the same
end. It is argued that a balance sheet developed under
a cost convention does not give realistic values. This
is also valid, but what is a realistic value? Is a value
realistic for one purpose realistic for another? The
corporation is not normally a liquidation situation and,
even if it were, just think of the Penn Central real
estate.
The basic purpose of this article is to start a trend
whereby all those who have a real interest in accounting as it has been practiced in the past, will see to
it that we have a continuation of the same format
in the future. The success of the two committees will
be dependent in a large measure on the input from
the accounting world. Unless accountants in general
think about the problems and then make their ideas
known, only a few subsidized individuals with a bias
toward one particular answer or another
have an
inordinant pull on the final decisions of both committees.
❑
will

"The success
of the two
committees
will be
dependent...
on the input
from the
accounting
world. "
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RESPONSIBILITIES OF
THE ACCOUNTING
PROFESSION
The Ability Of Public Accountants To Perform Useful Services
For Society Will Determine Whether They Will Continue To Be
An Effective And Vigorous Part Of Our Free- Enterprise System

By Har ve y Ka pn ick
The public accounting profession is being challenged
in many forms. It is being challenged by the courts,
by governmental regulatory agencies, by the press, and
by various groups in our society. The questions involve
all phases of our practice, but three of the crucial
issues, which I would like to discuss, are (1) accounting
principles and financial reporting, (Z) independence,
and (3) financial disclosures by accounting firms.
Accounting Principles and
Financial Reporting
EVO LUT IO N O F P RE SEN T D AY
RE QUIR E ME NT S

The need for adequate financial information of
business enterprises has been present for a long time.
However, in earlier days much of this information was
needed by the owners of the business who were also
its management. Bankers and other creditors knew the
owners and their businesses intimately. So long as the
bases for the presentation of financial data were described or understood, the financial statements could
be analyzed and interpreted for the necessary decisions
to be made. The operating results did not have to
be resolved into pervasive statistics of performance,
such as earnings per share. Today, with vastly more
complex business entities, an evaluation of a business
and its management relies heavily on financial statements that inadequately reflect the facts, and are
overbalanced with voluminous footnotes and supplementary data. If you have looked at many prospectuses and proxy statements lately, you have found
them to be a jungle of data that provide legal defenses
for the issuer and rationalizations for the Securities
and Exchange Commission.
While we may lull ourselves to sleep by self -convincing arguments that financial statements have many
limitations, these views may be of little defense if the
public and the courts do not understand or fail to
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agree as to the limitations. When challenged that
financial statements are deficient in reflecting what
really has occurred, we offer the defense that the
information can be gleaned by careful study of the
presentations or from the technical disclosures in the
footnotes. But this defense will be to no avail, even
if all of the information can be put together like a
jigsaw puzzle by an expert. Why, the investors will
ask, should essential data be buried in a form that
is of such questionable usefulness? Why should not
the information be reflected clearly and forthrightly
in an appropriate manner?
Those persons who would defend the shortcomings
of the accounting profession to develop sound objectives and accounting principles that meet the current
responsibilities of the profession are laboring under
a false illusion. The accounting profession probably
has only one more chance to do what clearly is necessary, and we can all hope that this chance will not
again be wasted. If the present challenges which confront us are not squarely faced and a proper procedure
for determining accounting principles is not developed,
the accounting profession, as we know it, will surely
disappear. Reliable financial data about business entities is so necessary to the users of such information
and to the welfare of the free - enterprise system that
other means will be found to satisfy this need if we
accountants do not succeed.
The threat of action by governmental agencies in
the development of accounting principles has been
referred to many times. Although these agencies do
have some legal authority for the development of
accounting principles, they have not yet exercised the
authority they possess. However, the accounting profession still remains the best body to take the leader ship—if it will only do so.
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ASSESSMENT OF APB PERFORMANCE

As originally conceived, the Accounting Principles
Board was to develop a statement of basic objectives
P1

". . .

businessmen

have as great a
concern for
what is right
and fair as
does any other
group."

and concepts of financial statements. This statement
would then provide the premises or base points of
support for later Opinions on individual problems.
While some research was undertaken along these lines
by the APB in its early years, it was unable to agree
on any particular objectives and concepts. When
agreement on Statement No. 4, was reached by the
APB in 1970, no real guidelines for progress were
established, and the APB was eleven years down the
road to oblivion without a road map.
As a result of its failure to agree upon objectives,
the APB has gradually deteriorated over the years into
an organization which issues more and more arbitrary
and inconsistent rules rather than broadly based and
logical standards or principles that are consistent with
a set of guiding objectives. Each Opinion has been
approached in an ad hoc manner, seeking to accommodate conflicting views with no clear expression of
the goals to be achieved. Compromise has replaced
principle, and regulations have replaced reason.
Flowing from this effort has been a proliferation
of detailed methods, procedures, and disclosures, and
an attempt to fit these into an ever - expanding web
of regulations. As a result, we spend a tremendous
amount of time trying to "keep our wires straight,"
rather than addressing ourselves to fair presentation.
In our own firm, hundreds of pages of material have
been prepared in order to try to interpret APB Opinions, and our personnel have become increasingly
frustrated and confused. Our profession is being destroyed by rules, and we need interpretations to interpret the interpretations.
REGULATORY ATTITUDES
Some accountants frequently argue that while a
certain concept or principle is theoretically proper, it
is vulnerable to abuse. Therefore to foreclose the
potential abuse, various arbitrary rules are prescribed.
This approach is highly questionable from either a
theoretical or a practical standpoint. Accounting and
financial reporting should reflect economic facts in
the most meaningful manner. Accounting rules should
not be used as a club to police the performance of
management.
I disagree completely with the underlying presumption that businessmen are of questionable honesty,
that they will choose self- interest above the public
interest, or that they will try to press their activities
to the absolute bounds of legal permissibility or to
the ultimate limits allowed by a regulatory authority.
This presumption results in subconscious reasoning
that strict rules are essential to cover everything, even
if those rules stand in the way of meaningful communication between management and the users of
financial statements. This is totally unjustified and
has never been demonstrated to be valid.
The APB has become obsessed with its self -appointed role of plugging up imagined loopholes and
stopping alleged abuses. But as more rules are written,
more loopholes are created; since the more precise
a rule, the more questions develop as to its scope and
applicability. Hence, the greater is the pressure for
relief from the restrictions that cannot be supported
with reasons. The constant increase of detailed requirements has also had the effect of encouraging
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cleverness in financial reporting. Enormous amounts
of time are needed by businessmen and accountants
to study and interpret the rules. This effort could well
be spent in a more productive manner; and unfortunately the image of the accounting profession suffers
in the process. In any event, a regulatory attitude of
the type displayed to an increasing degree by the APB
is self - defeating when adopted by any group in the
private sector trying to establish principles for the
free - enterprise system.
In my contacts with people, in all walks of life, over
many years, I find that businessmen have as great a
concern for what is right and fair as does any other
group. Indeed, if the presumption were valid that
managers and directors of our business enterprises are
not inclined to deal in good faith with each other
and with the public at large, our society would not
be entitled to enjoy the benefits of our system. Like
government by the people, the concept of free enterprise must ultimately be anchored in the competence and integrity of the people who comprise it.
To argue otherwise is to say that we do not possess
the capacity for self- determination. That contention
leads inevitably to the conclusion that the system is
basically not sound and that government regulation
of business is necessary. As an end result, the conduct
of business enterprises would become a form of nationalized endeavor just as certainly as it would following a revolution by radicals advocating government
ownership. We must reject this attitude and eliminate
it from our thinking.
A classic illustration of t he disciplinary attitude
toward accounting is found in APB Opinions No. 16
and No. 17 on accounting for various aspects of business combinations. Those Opinions are almost devoid
of logic and are not oriented to the economics of
business mergers. While alleged abuses were a principal target, the medicine was worse than the disease.
Are we trying to prevent abuse or to communicate
economic data in a meaningful manner? Should we
not try to straighten out some fundamentals? Those
two Opinions were born in controversy, and they will
die in disgrace.
ACCOUNTING CHANGES
Another example of the regulatory approach to
accounting is the recent Opinion No. 20 on accounting
changes. Certain prominent accountants, including
some members of the ABP, have stated that the theoretically proper way to reflect accounting changes is
to restate prior - period financial statements so that all
financial statements presented are on a comparable
basis reflecting the new method of accounting, a
method presumed under the Opinion to be preferable
and to provide more useful information. But then they
say that there should not be restatement except in
certain prescribed cases, because it would lead to
abuses.
The APB then prescribed a confusing conglomeration of approaches that can only guarantee that
current and prior - period statements contain erroneous
and misleading information. As many as fifty individual earnings - per -share figures can be required in a
five -year earnings summary. Huge credits or debits to
reflect the so- called "catch -up" adjustments to bring
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prior years' accounting into line with the newly
adopted method are reflected as a part of net income
for the period of change. These adjustments have
absolutely nothing to do with the current year's results
of operations. Yet, accountants presumably are expected to report on the statements as a fair presentation of results of operations. How can such a ridiculous
requirement be imposed upon anyone? What are the
investor and the user of financial statements supposed
to do and think about all of this?
All of this confusion could be eliminated if we would
acknowledge that adoption of an improved accounting
method calls for restatement of the financial statements on the newly adopted basis. It is as simple and
logical as that. How far are we going to be led astray
from plain common sense?
INVES T M EN T T AX CR ED IT

Another area of reaction versus action is to be found
in the accounting for the investment tax credit. The
APB (along with the SEC) has fumbled with this
problem for years. Initially, the APB issued an Opinion
stating that the proper basis of accounting for the
investment credit was to defer the credit over the life
of the related property. Certain accounting firms chose
not to follow the Opinion and indicated they would
certify to financial statements prepared on either the
deferral or the flow- through method. The APB subsequently issued another Opinion in which a preference was expressed for that deferral method, but that
either method would be accepted. This comedy of
errors continued when, in the exposure draft of Opinion No. 11, the APB proposed deferment again, and
then deleted it from the final Opinion when the SEC
again withdrew support after having previously given
its approval.
Several months ago the APB was urged to adopt
a new Opinion so that the accounting profession would
be prepared beforehand in the event that an investment tax credit should be re- enacted. However, the
APB decided to do nothing at that time. Now we
have such a credit; the APB has again had to react
to the problem in an emotional and political setting
rather than to act reasonably in a deliberate manner
on principle from a position of leadership; and the
results of the present action of Congress, thus forcing
the APB to rescind their recommendation, will have
long -range devastating results for the profession. Those
who failed to act at the proper time must take the
full measure of responsibility for this catastrophe.
CONFUSION AND INCO NSIST ENCY

What we have now in many financial statements
is confusion and inconsistency. Inventories can be
stated at LIFO or FIFO, causing significant differences in financial position and results of operations.
Goodwill acquired before October 31, 1970, is retained
on the balance sheet without amortization, while
goodwill acquired afterwards must be amortized by
charges to income —and some goodwill is not recognized at all under pooling -of- interests accounting.
Some productive property is being depreciated on an
accelerated basis and some on a straight -line basis. Yet
all of these results and many others, diverse as they
are, come out in earnings - per -share figures. Can the
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investor truly understand all of this? Can he understand all of the subtle aspects of the term "generally
accepted accounting principles," or is he more likely
to latch on to the words "present fairly "? Furthermore,
is it proper to ask him to try to distinguish between
the alternative accounting principles followed by
various companies? Do we actually believe that the
investors and other users of financial statements are
being served in a professional manner?
With all of this, the independence of the members
of the Accounting Principles Board is naturally being
questioned. Do the members represent their own views
or the views of others? Are they being influenced by
vested interests? Several recent Opinions have had the
effect of raising these and other questions. With the
conglomeration of arbitrary rules, is it any wonder that
the motives and the actions of the individual members
are being questioned, however unfair such questions
may be? The personal integrity of the members is
undoubtedly of the highest quality, but the doubts
arising create a cloudy situation that must be a real
concern to anyone interested in the future welfare of
the profession. In the final analysis, the record and
the facts must represent the basis for judgment, and
in my opinion a change is required.

"... accounting
must deal with
economic facts
and business
realities."

A N E E D F O R A N E W S T R UC T UR E

The profession is in urgent need of a new structure
to establish accounting principles that will be free from
the misconceptions and errors of the past. A group
is required whose independence will not be doubted
and who will be responsive to the needs of all users
of financial statements.
I am firmly convinced that what is needed is a
full -time, paid Board, with its members free from
direct association with public accounting or other
affairs of business. Such a Board would be viewed by
the public as independent, and it could react more
quickly to problems and could address itself to issues
more promptly as they arose. The Board would not
need to deliberate for years and eventually adopt
arbitrary rules after the damage had been done. A
fulltime, paid Board of five to seven members, with
appropriate terms and retirement benefits, would represent a desirable substitute for the present volunteer
Board.
OBJE CT IVES R EQUI RED

If we are ever to find our way out of our present
dilemma, goals must be established. This is not as
difficult as it sounds. It may simply be an acknowledgment that accounting must deal with economic
facts and business realities. The ultimate purpose of
financial statements is to present information as to
the value of the economic resources and obligations
of a company and of changes in those net resources.
If this does not represent financial position and earnings, what else can those terms mean?
We must stop our blind insistence on cost for cost's
sake and our stubborn clinging to the so- called matching process. We must recognize these for what they
were originally intended to be— useful conventions in
an accounting process, but not objectives of accounting. To the extent that these conventions fail to
achieve their objectives, they should be modified.
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all of our
activities
should be
aboveboard."

"...

Acknowledgment of a goal oriented to presentation
of the economic consequences of business decisions
does not mean wholesale abandonment of the cost
concept, for cost is a useful conveyor of information
in many cases. It does, however, mean abandonment
of cost when it has no relevance to value. It does mean
structuring accounting principles that will move us ever
closer to economic reality, not principles that perpetuate an illusion based on decisions made by an earlier
generation.
CAN T HE PROF ESSI ON P ERFO RM?

Some say we are naive to hope that a proper answer
to our problems can be found within the accounting
profession. A few leading authorities are already proposing the development of accounting principles by
government. The profession still has the time to determine its own destiny if only it will accept the challenge
and take positive and effective action.
If the accounting profession can develop sound
standards, the power of the auditors' report can become impressive. We may have lost sight of this fact.
An exception in the auditors' report may mean that
a security cannot be issued, that the financial statements to which such an exception relates will be more
carefully evaluated, and that governmental agencies
may intervene to require that correction of the financial information be made. We need a full recognition
that the power exists, if there is the will, to enforce
accounting principles. The reports issued are ours, and
not those of anyone else. If the practicing accountant
has not made proper use of his report, the AICPA
is not at fault. The quality of the practitioners is what
becomes questionable.
If the profession will address itself to establishment
of sound objectives and principles on a proper basis,
practitioners, with the cooperation of the governmental regulatory agencies, will quite likely adhere
to the standards that are established. This pattern of
professional performance and self - regulation can continue only if the standards established are properly
conceived and responsive to the needs of investors and
other users of financial statements.
Independence NEE D FOR I ND EPE ND EN CE IS C RIT IC AL

In addition to the establishment of an appropriate
structure to assure sound accounting principles and
a definition of financial- statement objectives, a critical
need exists for the maintenance of independence, both
by the profession in the establishment of standards
and by individual firms and practitioners in their
application of the standards. The subjective and judgmental nature of accounting —which lies at the basis
of its professionalism — demands independence in the
formulation of sound guidelines. Likewise, absolute
independence is essential on the part of the public
accounting profession in the performance of its work.
Independence must exist in fact as well as in appearance. Loss of confidence in our independence can
destroy us just as surely as can a failure to establish
standards in the first place.
IND EP END EN CE OF P RAC T I T IO NE RS

Regardless of the quality of our objectives and
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principles, in financial statements will continue to be
the result of judgment and opinion, exercised by those
expert enough to render such judgments. The fact that
financial information is subjective in nature makes
ethical issues very important, for when an expert deals
with matters of judgment and subjectivity, the public
is at his mercy. The professional must demonstrate
honesty, integrity, objectivity and independence, and
he can engage in no conduct by which the public might
doubt those characteristics.
Each of us as members of the public accounting
profession must be scrupulous in our conduct and
attitudes. Not only must we avoid investments and
management decisions in our clients, but we must also
be alert for other areas of potential conflicts of interest. We must not get so intimately involved in our
clients' activities or become so entangled in the affairs
of a client that an outsider would not believe one's
independence. Even today some firms may not, in fact,
be independent, because of their heavy involvement
in such activities as bringing capital together, executive
recruitment, certain functions in relation to mergers,
and in some cases almost serving as combination auditor, underwriter, and promoter. The profession is not
adequately controlling the scope of practice by its
members, and the continuing expansion into areas that
have nothing to do with an accounting practice may
bring on disaster. As a result, the profession could have
regulations imposed by governmental agencies that
could be so restrictive as to be stifling.
The ethical issues also apply to managements and
boards of directors. The standards which might have
been adequate in the era of the free- wheeling entrepreneur, who both owned and managed the business
enterprise, are not enough today. The actions of directors and managements of publicly held companies with
their many millions of stockholders represent a public
trust as serious and extensive as that of an elected
public official.
A major voluntary effort is needed by the business
community, including accountants, to establish standards that will ensure fairness, objectivity, and independence of action in discharging the public responsibility. Some suggest that such an approach would be
restrictive and thereby erode the freedom of business
enterprise. Just the opposite is true. A code of ethics
soundly conceived and rigorously enforced can be an
instrument of real freedom and may prevent disastrous, restrictive government legislation and regulation.
Financial Disclosures by Accounting Firms
If the public is to have confidence in the standards
of our profession, all of our activities should be aboveboard. We should have no secrets.
Robert Metz of The New York Times recently
reported on the attempt to get financial reports from
CPA's. He tells of the frustrations of an unidentified
corporate officer trying to obtain some financial information about accounting firms. The officer commented: "To my amazement, the responses have run
the gamut from vague assurances to downright refusals."
Continued on page 35
Robert Metz. The New York Times, August 21, 1971, p. 34.
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OPERATIONAL AUDITING:
A PART OF
THE CONTROL PROCESS
The Operational Auditor Is Concerned With The Activities Of
Various Components Of The Organization
And The Means By Which These Activities Are Controlled

By Corine T. Norgaard
As organizations have developed more complex structures, the controlling of operations has become an
increasingly difficult problem. The chain of delegated
authority lengthens and various facets of the control
process become fragmented among individuals and
organizational levels and components. In such cases
it is essential that an organization have some means
of determining whether the system which has been
established to control operations is adequate and is
functioning efficiently. Operational auditing can provide an effective mechanism for making this determination.

What is Operational Auditing?
Operational auditing, as the term is used here, is
concerned with examinations which are made for management, not for third parties, and the results are
circulated internally rather than externally. The function of the operational auditor is neither to render
an opinion on the fairness of financial representations,
as with a financial audit, nor to provide a solution
to a particular problem as a management consultant
would generally do. It is instead an activity which
provides a systematic means through which a control
system can be evaluated and feedback concerning the
adequacy and efficiency of this system can be channeled to the appropriate management level. In addition, it is an on -going activity which is designed not
exclusively to solve problems but also to discover
problems or potentially troublesome areas. Thus, an
appropriate definition of operational auditing consistent with its meaning in this paper can be stated as
follows:
Operational auditing is an activity which is concerned
with the examination and evaluation of management
and its operational controls, and is made with the
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purpose of formulating recommendations that will
lead to increased operating efficiency.

Management and Its Operational Controls
The term "management and its operational controls" is used in a manner consistent with the vie"
of an entity's control system as proposed by Anthony.'
He describes three distinguishable control processes
which occur within a firm. These are defined as follows:
"Strategic planning is the process of deciding
on objectives of the organization, on changes
in these objectives, on the resources used to
attain these objectives, and on the policies that
are to govern the acquisition, use, and disposition of these resources.
Management control is the process by which
managers assure that resources are obtained and
used effectively and efficiently in the accomplishment of the organization's objectives.
Operational control is the process of assuring
that specific tasks are carried out effectively and
efficiently."
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The operational auditor's work is most relevant to
the management and operational control processes —
that is the efficient and effective acquisition and use
of resources and the performance of the day to day
operations of the organization. While strategic planning may be influenced by the findings of the operational auditor, the type of activities carried out at this
level do not lend themselves to examination and evaluation consistent with the operational audit function.
Robert N. Anthony, Planning and Control System: A Framework for Analysis;
Division of Research, Grad u ate School of Business Administration, Harvard
University, Boston, 1965, pp. 16-18.
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"...operational

auditors need
a broader basis
of knowledge
and skill . . . "

Instead the results of the strategic planning process
(goals, objectives, structure of the organization) represent the constraints within which the management and
operational control processes must be viewed by the
operational auditor.
Operational Auditing vs. Financial Auditing
In further refining the nature of operational auditing it may be well to distinguish it from financial
auditing.' The first major difference which can be
noted is the difference in basic purpose. The financial
audit seeks to determine the fairness of financial representations; the operational audit, the adequacy and
efficiency of management and operational controls.
Because of this difference in objective, the scope of
the two audits diverge. The financial auditor looks
to the fiscal record, supporting documents, and the
related system of internal control. The operational
auditor, on the other hand, is concerned with the
activities of various components of the organization
and the means by which these activities are controlled.
If a comparison of the basic skills of the financial
auditor and those of the operational auditor is made,
another difference is apparent. Traditionally, financial
auditors have used their accounting skills as their
examinations dealt with financial records; conversely,
operational auditors need a broader basis of knowledge
and skill because their analysis reaches beyond finan-

Exhibit 1
THE OPERATIONAL AUDIT
Pilot
audit

Production

Marketing

Procurement

Personnel

Selection of
audit area(s)

General
revle W'

Fa r t i

Place in
organization

Organizational
structure

Personnel and
facilities

Constraining
policies

Review of
management controls

Operational
policies

Performance
standards

Reporting
standards

Other
controls

Review of operational
controls

Appropriateness

Adcyuacy

Conformance

Fvaluation of
findings

Audit report
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Feedback

vial records into the operational areas of the organization. The operational auditor must be familiar with
the general types of management and operational
controls which are appropriate for functional or other
organizational components. For example, if the operational auditor is examining that part of an organization
which is charged with procurement, he needs to determine what types of activities are encompassed by the
procurement function and how these operations can
be effectively controlled.
Another factor of importance when comparing financial auditing and operational auditing is the time
orientation of the feedback produced by the audit.
Financial auditing tends to be related to the past and
past performance. The major output —the audit opinion —has little, if any, relation to improved future
performance. Conversely, operational auditing is, by
its very nature, oriented toward the future. The justification for its existence is neither legal nor related
to stewardship but instead to improved performance.
It should not exist if it cannot provide a rationale
for its existence in the form of cost reduction and
savings.
Procedural Aspects of Operational Auditing
The conceptual nature of operational auditing has
been described; the procedural nature is described in
Exhibit 1. Before an operational audit can be undertaken, the first question which has to be answered
is what part or parts of the organization will be examined? The part of the organization to be audited
(hereafter frequently referred to as the audit unit) may
be some functional area such as production or marketing, or some other organizational component such as
a branch or subsidiary. Exhibit 1 shows the-selection
process taking place after the pilot audit, however,
selection may also occur as a result of a management
request to examine some facet of the organization.
Or, if the operational auditing function is an on -going
activity, various components of the entity may be
audited on a regularized basis.
General Review
Once the area in which the audit is to be concentrated has been selected, the operational auditor will
make a general review which will have the following
major objectives:
1. A delineation of the functions of the audit unit
2. A determination of the place of the audit unit
in the overall structure of the organization
3. An examination of the organizational structure of
the component being examined
4. A determination of the personnel and physical
facilities associated with the audit unit,
5. An examination of the constraints which have been
placed on the operations of the audit unit
Determining the exact functions of the audit unit
is important because the auditor must be aware of
the particular area of the organization that the unit
encompasses before he can evaluate the nature of the
' The differences between operational auditing and financial auditing described
in this section were adapted from those described by john W. Buckley in Operational Audits by Public Accountants." Abacus, August 1966, p. 161.
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related system of management and operational controls. He may find that what would seem to be a
natural function of the audit unit is actually something
that is handled in some other part of the organization— because of tradition, management directive,
or for some other reason. For example, if an auditor
is examining the procurement function of an enterprise
he would probably expect that office equipment orders
would be processed by this department. However, on
determining the extent of the responsibilities and
activities of procurement, he may discover that such
purchases are handled through other channels.
The second element of the general review is equally
critical — establishing the audit unit's interrelationships
in the organization. Often problems cross functional
or other organization lines. Thus, the auditor will
determine the other organizational components which
are affected by the operations of the audit unit, and
conversely, which parts of the organization affect the
operations of the audit unit. What may seem to be
a problem related to the audit unit may in actuality
be a problem which arises as a result of the operations
of some other part of the organization. For example,
if inefficient scheduling of production appears to be
a problem, a general review may prove that the real
problem lies in the manner in which sales forecasts
are generated. Hence what might first appear to be
a production problem is in reality a problem related
to that part of the organization which forecasts sales.
The operational auditor, as does any other auditor
needs to develop a "feel" for the audit unit by obtaining a clear picture of its organizational structure. What
are the lines of authority, responsibility, and reporting
which characterize operations? He must also ascertain
what personnel are associated with the audit unit and
what physical facilities are used for its operations.
With regard to both personnel and physical facilities
the operational auditor will want to know whether
the quality and quantities available are consistent with
operating efficiency. These two factors — personnel and
facilities— sometimes prove to be constraints of which
the auditor must be cognizant. The best designed
system of controls cannot be used effectively if adequate and appropriate personnel and facilities are not
available.
Finally, as a part of the general review, the operational auditor will familiarize himself with company
policies and goals as they affect the audit unit. These
are beyond the immediate control of the audit unit
and must be recognized as constraints within which
the existing system of management and operational
control must function.

Management Con t r ol Re vi e w
After the general review has been completed, the
auditor is ready to examine the management control
process in that part of the organization being audited.
As previously defined, the management control process
is concerned with activities such as: formulating budgets, planning staff levels, formulating personnel practices, and formulating decision -rules for operational
control. The auditor's interest in this phase of the
examination is focused on the policies, directives, and
procedures which have been established to regulate
operations (hereafter collectively referred to as
M A N A G E M E N T A C C O U N TIN G / M A R C H 1972

"operating policies "), the standards of performance
and reporting which have been set, and with any other
physical or organizational controls which have been
established.
The following are isolated examples of the various
types of management controls which an operational
auditor might find in his review of the procurement
function within an organization:
1. Operating policy: Three competitive bids must be
obtained before purchases exceeding $500 can be
made.
2. Standard of performance: The budget allowance
for clerical assistance is $40,000 for the month of
April.
3. Standard of reporting: The dollar volume and
associated cost of all "rush" orders must be reported to the head of the purchasing department,
daily.
4. Physical control: A log detailing the issuance of
blank purchase orders is used.

"Often
problems cross
functional or
other
organization
lines."

In other words, the auditor is seeking to determine
the nature and extent of operating policies, standards
and other controls, within which the regular operations
of the enterprise take place.
Op e r a t i on a l C on t r ol Re vi e w
The final data gathering phase of the operational
audit centers around the operational control process
of the organization —that is the way in which the day
to day tasks of the enterprise are being carried out.
From his previously applied procedures, the operational auditor should have a clear picture of both the
broad and specific controls and standards which have
been established to regulate operations. The auditor
now seeks to determine how effective these controls
are in an operational sense. He will try to determine
answers to the following types of questions:
1. Are operating policies and standards of performance and reporting appropriate to the activities
being controlled?
2. Are there areas in which management controls
should have been established but which are lacking?
3. Are operations carried out in conformity with the
established management controls?
4. What type of feedback is generated as a result
of operations and how can it be rated in terms
of quality and timeliness?
Considering these questions in the context of the
management controls which were described in the
preceeding section, selected findings might be:
1. Appropriateness: For 90 percent of the dollar volume of all recurring purchases, only one supplier
can meet the required quality standards.
2. Lack of controls: No limit has been placed on the
size of purchases which can be made without the
approval of the head of the purchasing department.
3. Conformance: The log established for controlling
the issuance of purchase orders is no longer maintained.
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"He is in a
position to be
objective and
should have
no special ties
or loyalties ..."

Feedback: The system of reporting the cost and
volume of rush orders is providing timely and
significant information.
In this concluding phase of his work, the auditor
is doing two things: (1) He is evaluating the adequacy
and appropriateness of management controls and (2)
he is evaluating the way in which such controls are
applied.

Data Gathering Techniques
In carrying out his examination, the data gathering
techniques which the operational auditor uses are
similar to those of the financial auditor. Information
will be gathered through the use of formalized questionnaires, through the use of interviews, and through
observation. It may also be appropriate to do some
transaction testing and tracing as does the financial
auditor. However, the information which is significant
to him in such testing and tracing will not be the
same information which a financial auditor would find
of interest nor will the operational auditor select the
same type of transactions. For example, if the operational auditor is evaluating the manner in which capital expenditures are made, he may wish to select one
particular outlay, or one each of the different types
of capital expenditures which have been made and
determine (1) how the decision to make the outlay
was made, (2) the manner in which the acquisition
was facilitated, and (3) the feedback which is generated
in order to aid management in judging the wisdom
of the commitment. The financial auditor would be
more interested in establishing the physical existence
of the asset acquired and the manner in which it is
accounted for.

Evaluating and Reporting
As with any audit, the operational auditor must
evaluate his findings and determine those which are
significant —in this case, those which are significant in
terms of efficient operations. A description of those
practices and procedures which detract or which in
the future may detract from the overall efficiency of
the organization, along with recommendations for
corrective action will constitute the heart of the audit
report.
The presentation of the final report is of critical
importance for it is on this basis that corrective action
will either be taken or ignored and also the basis on
which the performance of the operational auditor will
be judged. There are many general recommendations
which can be made about the audit report: it must
be long enough but not too long, constructive in tone
rather than destructive, addressed to and discussed
with persons at the proper level in the organization,
etc. Yet adhering to recommendations can prove an
extremely difficult process. Each situation is unique
in terms of the reporting function but some of the
following approaches to reporting may prove fruitful:
1. Summarizing all critical findings and recommendations on one page with supporting detail
given in the body of the report
2. Attaching dollar costs to the inefficiencies uncovered where this can be realistically done
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3. Discussing the findings of the audit with the responsible personnel in the area being audited and
allowing such personnel to formulate a written
response to the findings which will be circulated
with the audit report

Contribution of Operational Auditing to
the Control Process
Operational auditing has been defined and described from a procedural point of view. It is now
necessary to assess its contribution to the control
process. In doing so it is assumed that there is general
agreement that evaluation of an organization's system
of management and operational controls in terms of
their adequacy and efficiency is a part of the overall
control process itself. In which case, the question must
be asked: "In what ways does the operational auditor
make a unique contribution to this evaluative process?"
First, operational auditing represents a well organized and systematic approach to the problem of evaluating management and operational controls. Viewed
as an on -going process, it provides continuous and
current feedback regarding the manner in which the
activities of an organization are being carried out. The
development and application of appropriate audit
programs, techniques and skills is the major concern
of the operational audit function as its performance
is judged on the output (results) of the audit process.
The continuous use of operational audit skills and
techniques should lead to their refinement and hence
to more meaningful evaluation of those phases of the
control process to which these operational audit skills
are applied.
Second, the operational auditor is in a position to
see the firm as a total unit. He is not expressedly
concerned with improving the performance of personnel or marketing or any other sub - component of the
unit, but with the process of improving the total
performance of an entity. He should be able to see
the intrafirm relationships which exist and the contribution of each part of the firm to other parts, and
the firm as a whole.
This also points out one of the other advantages
enjoyed by the operational auditor which should lead
to improved performance of the control - evaluation
process. He is in a position to be objective and should
have no special ties or loyalties to any part of the
organization. He should be immune to pressure
which could be exerted upon someone within a particular segment of an enterprise who was also charged
with evaluating that segment's management and operational controls.

Conclusion
The function of the operational auditor is to examine and evaluate the existing systems of management
and operational control and make any pertinent recommendations which will lead to increased operating
efficiency. The operational auditor is in a unique
position to contribute to the overall control process
of an enterprise through such an examination because
his approach is well organized and systematic; he is
able to see the firm as a total unit and can make
an unbiased examination.
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ACCOUNTING SYSTEM
FOR EARNINGS PER SHARE
All Securities Which Possess A Claim To Common Shares Must Be
Incorporated Into The Earnings- Per -Share System

By Ronald). Huefner
In the past, the calculation of earnings per share was
a relatively straightforward operation. Today, the determination of earnings per share has become a complex process. The methods prescribed by Opinion No.
15 of the Accounting Principles Board have complicated the task considerably. In addition, since earnings- per -share has become an important part of the
financial report, efficient accounting practice may now
require a more formalized manner of structuring and
maintaining the necessary data. In view of this potential need, an accounting system has been designed for
recording the data relevant to the earnings - per -share
calculations.
To calculate earnings per share, two basic types of
information are required. First, potential claims to
common shares must be identified and then classified
as to whether or not they are common stock equivalents.' Second, for each period for which earnings -pershare calculations are required, income effects of assumed conversion must be determined, and the calculations must include those which are dilutive. For
this purpose, an accounting system is needed which
provides a set of calculation rules and procedures for
recording the results. This article presents and illustrates such an accounting system.

System of Accounts
The following self - balancing set of accounts is designed to maintain the permanent data necessary for
the earnings - per -share calculations. Used in connection
with the rules for testing dilution effects, described
below, this set of accounts also reflects the temporary
data employed in a particular period. Thus, it provides
an organized record of each year's computation of
earnings per share, in a form which facilitates the
auditing function, and serves as a base for the following
year's computations.
A typical set of accounts (which may be modified
in individual situations) is presented in Exhibit 1.
These are, in effect, "pro- forma" accounts. The permanent accounts deal with the company's "residual
securities," reflecting common stock equivalence. The
convertible debt, convertible preferred, warrant, opM A N A G E M E N T A C C O U N TIN G / M A R C H 1 9 7 2

tion, and contingent share accounts will normally have
debit balances. For convertible securities, these serve
as contra - accounts to the credit balances appearing in
the regular accounts for these securities, and reflect
the assumption of conversion. In the case of options
and warrants,' the account reflects the assets (presumably cash) that would be generated by the exercise
of these rights. The committed common stock accounts represent the potential increase in equity arising from the residual securities, recorded at the
amount which would be credited if the conversions
and exercises had actually taken place. If desired,
separate accounts may be used to record par values
and amounts in excess of par. Also, the use of subsidiary accounts may be desirable to facilitate maintenance of data on an issue -by -issue basis.
The temporary accounts record the adjustments to
the "earnings available for common stock" figure resulting from those residual securities whose conversion
would affect these earnings in a dilutive way. The
entries result from the outcome of the calculations
described below. Other temporary accounts record the
residual securities which enter into the calculation of
primary or fully - diluted earnings in a given period.
We might observe that Opinion No. 15 does not
allow the inclusion of conversion assumptions into the
financial statements.' If, however, such inclusion were
permitted or desired, the data recorded in the earnings- per -share accounts would greatly facilitate this
task. Entries to these accounts will generally follow
the rules set forth in Exhibit 2.
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Common Stock Equivalence
All securities which possess a potential claim to
common shares must be incorporated into the earnings- per -share system. In addition, those which qualify
as common stock equivalents must be so identified.
This aspect of the system is relatively straightforward.
In the case of convertible securities, common- stock' Since common-stock-equivalent status is determined at time of issue and remains
unchanged thereafter, this set of information should be retained in the system
from year to year (so long as the security is not retired, exercised, etc.).
' Warrants may already have been assigned a valuation in accordance with Opinion
No. 14. This amount is already reflected in the equity accounts. We are here
interested in the additional equity which would be generated if these rights were
to be exercised.
; Sce paragraph 39 of Opinion No. IS.
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Opinion does
not clearly
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approach
should be
.

followed

equivalent status is determined at time of issue and
remains unchanged thereafter. Generally, the "A of
prime rate" test determines common stock equivalence.' However, warrants and options are always considered to be common stock equivalents, so no test
is required.
Thus, an entry will be required at time of issue of
each residual security, recording it either as a common
stock equivalent or a non - common stock equivalent.
Generally, no further entries will be required until
the rights to common shares are exercised or expire.
If, however, the conversion rate changes during the
life of the residual security, an entry will be necessary
to reflect the change in the number of committed
common shares.

Rules for Calculation
While Opinion No. 15 does present a set of computational guidelines, there are still many unresolved

Exhibit 1
EARNINGS PER SHARE —CHART OF ACCOUNTS
Permanent accounts
Convertible debt— Common stock equivalent
Convertible debt —Non common stock equivalent
Convertible preferred— Common stock equivalent
Convertible preferred —Non common stock equivalent
Warrants
Options
Contingent shares
Premium and discount
Committed common stock— Common stock equivalents
Committed common stock —Non common stock equivalents

Net income
Common shares outstanding 1,000
Common stock equivalent A
Increase shares by
200
No effect on net income
Common stock equivalent B
Increase shares by
100
Increase net income by

Temporary accounts
Adjustment to net Income — Primary earnings per share
Adjustment to net Income —Fully diluted earnings per share
Adjustment to preferred dividends — Primary earnings per share
Adjustment to preferred dividends —Fully diluted earnings per share
Adjustment to net assets
Committed common stock used for primary earnings per share
Committed common stock used for fully diluted earnings per share

Exhibit 2
RULES FOR ENTRIES IN ACCOUNTS
Event

Issue convertible
securities
Issue warrants
Issue options
Conversion or exercise
Expiration of rights
Change In exercise
price or
conversion rate
Annual Income effects
which dilute
earnings
per share
Securities used
In earnings
per share
calculations
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Debit
Conv. debt —CSE
Conv. debt —non CSE
Conv. pfd. —CSE
Conv. pfd. —non CSE
Premium/ Discount
Warrants
Options
Reverse above entry
Reverse above entry
Reverse or repeat above
entry to extent
of change
Adjustment to
net assets

Committed common
stock —CSE
Committed common
stock —non CSE

details concerning the calculation of primary and fully- diluted earnings per share. Undoubtedly, changes
and clarifications will be issued in the future, and as
these occur, the programs presented below may need
to be modified.' However, for our present purpose,
the exact details of calculation are not critical. The
primary goal is to present a systematic approach to
calculation and data maintenance.
It should be pointed out that the Opinion does
not clearly indicate what approach should be followed
in applying the "no- anti - dilution" rule. The most clear
statement appears in the definition of fully- diluted
earnings per share in Appendix D. This refers to securities which "individually would have decreased
earnings per share and in the aggregate would have
had a dilutive effect." 6 This supports what we will
term the aggregate approach. The body of the Opinion, however, states that "the purpose of the fully
diluted earnings per share presentation is to show the
maximum potential dilution." ' In addition, the noanti- dilution provision states that the computations
should exclude securities if "their inclusion would have
the effect of increasing the earnings per share amount
. . . otherwise computed. "' "Otherwise computed"
may be taken to infer a sequential approach.
In line with these statements, consider the following
illustration:

Credit

Committed common stock —CSE
Committed common stock —non CSE
Committed common stock —CSE
Committed common stock —CSE

Adj. to NI— primary EPS
Adj. to NI —fully diluted EPS
Adj. to pfd. div.— primary EPS
Adj. to pfd. div. —fully
diluted EPS
Committed common stock used
for primary EPS
Committed common stock used
for fully diluted EPS

$12,000

1,100

What is the amount of primary earnings per share?
Clearly, each common stock equivalent individually
dilutes. If we aggregate them, a figure of $10.08 results.
If, however, we use only the first common stock equivalent, the result would be $10.00. Thus, there are two
possible general approaches. We may aggregate all the
common stock equivalents, or we may work sequentially, incorporating only those securities which further
reduce the earnings per share figure. In this latter case,
the sequence becomes important. In the illustration
above, we begin with $12.00 as the unadjusted figure.
Testing A first, the figure drops to $10.00; then, testing
B, we find that it increases to $10.08. However, if we
had tested B first, the earnings would fall from $12.00
to $11.91, and then incorporating A would cause a
further decrease to $10.08. If we accept the sequential
approach rather than the aggregate approach, the B -A
sequence is incorrect, since it does not achieve the
maximum dilution.
Computationally, the aggregate approach is much
easier to accomplish than the sequential approach. The
' With the exception that, if a security is issued having the same terms as a

previously issued security which qualified as a common stock equivalent, the new
security is also a common stock equivalent.
'One set of clarifications has already appeared. See J. T. Ball, Computing EAICPA,
ami'PTng
per Share: Unofficial Accounting Interpretations otAPB Opinion No. 15 (
1970).
6
Opinion No. 15, p. 274.
r Ibid., p. 234 (paragraph 40) (italics added).
s Ibid., p. 228 (paragraph 30) (italics added).
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Exh i b i t 3
CALCULAT IO N O F " PRIMARY" AND " FULLY DILUT ED" EARNING S PER SHARE
Read and store initial data
(See Note 1)

From calculation of primary
earnings per share

ia� cmarc �we,gn, ea �av erage �f or

I

I

current year stock issues

I

For
Contingent Shares

Store (0121 minus weighted average by issue
Read and store all option and warrant data
(See Note 1)

No

Calculate total shares (TS) issuable
Yes

Would issue at beginnin66 of period
dilute prvnary EPS

a
•
•

Is TS > 20% outstanding

•
6 ....

No

Adjust
NEA and CSA
. . . . . . . . . . . . . . . . : . . . . .comp
ompleted )

common stock
Each Issue

Is aggregate
effect dilutive

Yes

Yes

Increase
ANE and ACS

Is -month
tes11satisfied

For each
option and warrant

No

�s

Calculate net shares
(NS) = (shares issuable)
- (proceeds /AMP)
No
i■

NO

i
■

i
i

�

C
by

r
r
■

■
r........::::: c o m p l e te ,

...........1

■
.. .. .J

Read and store nun- SE convertible
security data (See Note 5)
11
For
Each Issue
"s

Is NE +ANE < NE
CS +ACS CS

creau
ACS
byANE

E
A
S
b
y

Nu
•
•
■
i

(

Increase
CSA byACS

NO
•
•
•
i
•
i
�
•

(when completed)
. . . . . . . . . . . . . . . .
.. . . . . . . . . . a

en completed)
wh . , . . . . . . . . . . . . . . . . i
To calculation of fully
diluted earnings per share

W

Is NE +ANE +ANE < NE +ANE
-CS +ACS +ACS
CS +ACS

Increase
NEA byANE

�

re au

Ycs

E a n d adjust CSA and NEA
Recalculate net shares

Read and store CSE convertible security data
(See Note 3)

Yes

Is EMP > AMP

Yes
Is NS >0

(when completed)

1

■

For shares issued adjust NEA and CSA
to beginning of year

aggregate effect
Nu

Yes

NOTES
I. Initial data includes:
a' Net earnings available to common (denoted NE), defined as net income less preferred dividends
b. Common stock outstanding at beginning of period an d issues ( with dates ) during th e period '(the resultant
weighted average is denoted CS)
c. Average market price (AMP) of common stock during the period
d. Variables for accumulating adjustments to net earnings ( ANE) and adjustments to common shares (ACS),
initialized to zero
'. Option and warrant data includes:
a. For each issue: date, number of shares, exercise price, satisfaction of three -month test
b. Income effects if 20% rule is applicable
3- Convertible security data (CSE's only) includes for each issue:
2. Date

F

Calculate fully diluted EPS
__NE+ANE +NEA
CS +ACS+CSA

b. Number of shares
c. Effect of conversion on net earnings
4. Additional data includes:
a- End-of-period market price (EMP) of common stock
b. Market price of common stock at exercise date
c. New variables for accumulating additional adjustments to net earnings
(NEA) and adjustments to common shares (CSA), initialized to zero
S. Convertible security data (non -SE's) includes for each issue:
a. Date
b. Number of shares
c. Effect of conversion on net eamings

aggregate approach requires that each security be
tested against the unadjusted figure, and all those
which dilute on an individual basis be combined. The
sequential approach requires that all possible sequences be tested to guarantee that the lowest earnings
per share amount is found. The number of combinations quickly becomes large. A company having five

Exhibit 4
ILLUSTRATION -DATA
A Residual securities outstanding at beginning of year (1 / 1)
1. Convertible debt (CSE), $1.000,000 face value, 4% coupon, issued
at 97 1/2 (unamortized discount $20,000, 20 years remaining), convertible into 9,000 shares.
2. Convertible debt (non -CSE), $2,000,000 face value, 7% coupon, Issued
at 109 ( unamortized premium $150,000, 15 years remaining), convert-

as a common stock equivalent.
3. Convertible preferred, issued 9/30, $500,000 face value, 4.75% dividend, issued at par, convertible into 5,000 shares; qualifies as a

3/31

3/31

3/31

3/31

3/31

3/31

common stock equivalent.
4. Warrants, issued 9/30 (with non - convertible debt), for 1,000 shares
at $115, expiring two years from date of issue.
6/30
Residual securities exercised during year
1. Options (A -4b, above) exercised 3/31 for 500 shares at $90 (market
price at 3/31, $90)
2. Convertible debt (A -1, above) converted 3/31. No gain or loss recognized on conversion.
3. Options (A-4b, above) exercised 6/30 for 500 shares at $90 (market
price at 6/30, $100).
4. Options (B -1, above) exercised 9/30 for 750 shares at $105 (market

6/30

9/30

price at 9/30, $115).
5. Contingent shares (A -5, above) issued 12/31 (1,000 shares).
D Other data
1. Common shares outstanding at 1 / 1: 101,000
2. Net income for the year, $1,450,098.
3. Market price of stock
a. Range $86 -$117
b. Average for year, $100
c Average, last three months, $115
d, End -of- quarter prices:
3/31
$ 90
6/30
100
9/30
115
12/31
117

9/30

9/ 30

12/31

12/31

12/31

32

Debit

Date

B. Residual securities issued during year
1. Options granted 3/31, 1,000 shares at $105, expiring four years from
date of grant.
2. Convertible debt, issued 3/31, $500,000 face value, 4.5% coupon,
issued at par, 10 year life, convertible into 5,000 shares; qualifies

In practice, not all combinations would need to be tested. Any security which
affected only the number of shares and not income would always dilute. Such
securities should be considered at the beginning of all sequences tested.

Exhibit 5
JOURNAL ENTRIES

Ible Into 15,000 shares.
1 Convertible preferred (non -CSE), $5,000,000 par value, 5% dividend,
Issued at par, convertible into 25,000 shares.
4. Options
a. 1,000 shares at $115 (expiring 3/31)
b. 1,000 shares at $90
c. 1,000 shares at $120 (until 6/30, thereafter $125)
5. Contingent shares (based upon the maintenance of a given level of
earnings), 1,000 shares in each of the next five years.

common stock equivalents, for example, would have
31 possible combinations to test.' For our purposes,
we shall assume that the aggregate approach is to be
used.

Options
Committed common stock -CSE
To record granting of options (see item
B -1, Exhibit 4)
Convertible debt -CSE
Committed common stock -CSE
To record issuance of convertible debt
(see item B -2, Exhibit 4)
Committed common stock -CSE
Options
To record exercise of options for 500
shares (see item C -1, Exhibit 4)
Discount
Committed common stock -CSE
To record 3 months' amortization of
discount on convertible debt prior to
conversion (see item C -2, Exhibit 4)
Committed common stock -CSE
Discount
Convertible Debt -CSE
To record conversion of debt (see item
C -2, Exhibit 4)
Committed common stock -CSE
Options
To record expiration of options (see
item A -4a, Exhibit 4)
Committed common stock -CSE
Options
To record exercise of options for 500
shares (see item C -3, Exhibit 4)
Options
Committed common stock -CSE
To record change in option price (see
item A -4c, Exhibit 4)
Convertible preferred stock -CSE
Committed common stock -CSE
To record issuance of convertible
preferred stock (see item B -3, Exhibit
4)
Warrants
Committed common stock -CSE
To record issuance of warrants (see
item B -4, Exhibit 4)
Committed common stock -CSE
Options
To record exercise of options for 750
shares (see item C -4, Exhibit 4)
Committed common stock -CSE
Contingent shares
To record issuance of 1,000 shares (see
item C -5, Exhibit 4)
Contingent shares
Committed common stock -CSE
To adjust valuation of remaining 4,000
contingently issuable shares to end of- period market price of $117 (previously recorded at $86)
Committed common stock -non CSE
Premium
To record 12 months' amortization of
premium on convertible debt (see item
A -2, Exhibit 4)

Credit

$105,000
$105,000

500,000
500,000

45,000
45,000

250
250

980,250
19,750
1,000,000

115,000
115,000

45,000
45,000

5,000
5,000

500,000
500,000

115,000
115,000

78,750
78,750

86,000
86,000

124,000
124,000

10,000
10,000
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Exhibit 6
GENERAL LEDGER ACCOUNTS
Convertible debt - CSE
Date
I
3.31
3?I

4''i IS lll'
4.53 issue
Conversion

I/ I

T 3 issue

I

Committed common stock - non CSE
Credit

Debit

Description

Balance

l. [ ) O O. D O O

Date
I'I

I,DDD,DDD
1.500.000
500.000

500.000
1.000,000

1'!31
1 2 31

Description

Debit

BJ IJ I Ii t

Debt 7?
To fully
diluted EPS

10.000

Credit

Balance

7,I5D.DDD

7,15D,DDD
7,140.000

7,140.000

Cr .

Cr.

-0

Convertible debt -non CSE
_' 0 00, 000

Contingent shares

?, 0 0 0 . 0 0 0

Co n v e r t i b l e p re f e r r e d - C S E

93 0

4.75'+ issue

500,000

500.000

Il l
1'! 31
1'_!31

Balance
1.000 issued
Revaluation

I/I
I'I
3/31
3131
1'_131

Drbt 4 4
Debt 77
Amortization
Conversion
Amortization

7'_131
I _' 3

Primary
Full diluted

I '_!31
1'_'31

IDetaill
IDrtuil

1:!31
I_'l31

IDeW ill
IDrtaill

1'_/31

Debt 4.5`.

430,000
86.000
1'4,000
Premium and discount

Convertible preferred -non CSE
I I

577 issue

5,000,000

5,000,000

Options
I'I
331
3r31
3131
hB0
n130
9 %30

3'_5,000
105.000

A.B.0
D granted
B exerrcised
A expired
B exercised
(' revalued
D exercised

430,000
344,000
468,000

325.000
430.000
385.000
270,000
"_5.000
_'30,000
151.250

45.000
115.000
45,000
5.000
78.750

'_0,000
1 50,000
250
19,750
10.000

Adjustment to net assts
14.375
3_0 125

'_0.000
1 30.000
I30, 'S0
150,000
140.000

Cr.

14,375
334,500

Committed common stock used for primary EPS
93 0

Warrants
1 I S 000

Issue

1 15,000

Committed common stock -CSE

I/ I
3!31
3131
331
3 3I
3!31
3;31
6 130
6x30
9!30
93 0
93 0
12'31
IZ ?I
1 231

1.494,250
1,494,'50

Cr.

7,140,000
7,140,000

Cr.
Cr.

8,437

Cr.

70.1 _s5

Cr

5 938

Cr

250.000

Cr.

Cr.

Committed common stock used for fully diluted EPS

1.735.000
105.000
500.000

Balance
Options D
Debt 4.5'%
Options B
Drbt 4',3
Deb 4'.
4'7,
Options
Options B
Options
Preferred 4.75'7
Warrants
Options D
Contingent
Contingent
To primary EPS

1.494 'S0
memo

1,735.000
1.840,000
'_.340,000
2,295,000
2,295.250
1,315,000
1.200.000
1.1 55.000
1,160,000
1.660,000
1.775,000
1,696,250
L610,250
1,734,250
240,000

45,000
250
980.250
115,000
45,000
5,000
500,000
115,000
78,750
86.000
1'_4,000
1.494.250

Cr.
Cr.
Cr.
Cr.
Cr.
Cr.
Cr.
Cr.
Cr.
Cr.
Cr.
Cc

Cr.

7.140.000
memo

Adjustment to net income - primary EPS
8,437

Adjustment to net income -fully diluted EPS
1'_!31

Debt 7? and 4?

1'_/31

Preferred 4.75',3

70.1 25

Adjustment to preferred dividends - primary EPS

Cr.
Cr.

S 938

Adjustment to preferred dividends -fully diluted EPS
1'_/31

Preferred S7

250,000

Exhibit 7
SUBSIDIARY ACCOUNTS
Common stock equivalents
Da te

111
? 31
3;'31

Descr i pt i o n
4 6 c o u po n:
int . 5 4 0 ,0 0 0 .
disc. S1.000
3 mo n t hs '
a mo rt i za t i o n

Converted

Co nve rti ble de bt 1 4
Shares

De bi t

90 0 0

19 0 0 0 1

1

Co mmo n s t o c k equivalents
Cre di t

Balance

98 0 ,0 0 0

98 0 ,0 0 0

ZSp

98 0 ,2 5 0
-0 -

980,_'50

I;I

F.xr rc i u S l l S
Expi ri ng 3 131
Expi re d

1000
110 001

Descr i pt i o n

3131

4. 5J c o up o n ,
10 years,

Co nve rt ible debt 14 .5 ; I
Shares

int. S21,500

De bi t

Cre di t

50 00

a. ls

rr

50 0. 00 0

SW . 0 0 0

50 0, 00 0

50 0, 00 0

Convertible pre fe rred 14.751;11

Opt i o ns (A)

3131

Da t e

9130
115, 000

115. 000

1 15.000
p_

4.75 ^„ rate.
di v i de nd
523 .7 50

5000

Opti ons 18 1
I; I
i; it
6'3 0

Exercise 590
F]cr rc i x d l m a r ket pri ce 59 01

1000
15001

45 . 00 0

90 . 00 0
45 . 0 0 0

Exercised (marlet pri er 5 10 0 1

15001

45 , 00 0

0-

Warrants
0 / 30

Exercise $115,
Expire in _'
years

1000

115 .0 00

11 5. 00 0

Opta n s lCl
Ill
630

Fxrrcivc 51 _'0
I n c r ra w m
rxc rc i s r pn rc

1000

1_'0.000

(_'0.000

5.0 00

5,0 00

Options 1 D I
3131
9/30

Ex r ms r 5 1 0 5
Exe rc i s e d I ma r
kc•t prier SI 151

1000
17501

105. 000
78 ,7 50

105. 000

No n c o mmo n s t o c k e qui v a le nt s
Co nv e rt i ble de bt 171;1
Date

Descr i pt i o n

I/I

T% c oupon,
int. S 140.000,
prom. S 10,000
Amo rt i za t i o n

_'6 '5 0
12/ 31

Mai nt enanc e of
earnings
S years

I_ /il
12; 31

Shared issued

50 00
110001

Re v alua ti o n t o
51 17 per share
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43 0 ,0 0 0
86 .0 00

114,000

430 ,0 00
34 4 ,0 0 0
46 8 .0 0 0

De bi t

1 5,000

Cre di t

2.1 50 .0 00
10.000

of premium

Contingent s hares
ICI

Share

Balance

2.1 50 .0 00
2. 14 0. 00 0

Convertible pre fe rred 151;1
I/I

5`: ra te.
di v i de nd
$250 ,0 00

25.00(1

5, 00 0, 00 0

5,0 00 ,0 00
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All common
stock
equivalents
must be
examined to
determine
whether or not
they have a
dilutive effect
on earnings
Per share.

Primary Earnings per Share
The calculation of primary earnings per share requires that all common stock equivalents be examined
to determine whether or not they have a dilutive effect
on earnings per share. Since our concern lies more
with the accounting system than with the calculation
rules, we shall not discuss the latter to any great extent.
The major aspects of the computations are shown in
the flow chart presented in Exhibit 3. The flow chart
summarizes the various steps in the calculation. Details
of the calculations and test have been omitted, as has
been the consideration of special cases (such as warrants requiring the tender of debt in partial payment).

Fully Diluted Earnings per Share
The calculation of fully diluted earnings per share
(also presented in Exhibit 3) follows up on the calculation of primary earnings. The effect of residual securities which are not common stock equivalents must
be tested. In addition, some tests are made on common
stock equivalents or on issued shares under a different
set of assumptions. Thus, end -of- period market price
is used (if greater) rather than average market price
for testing options and warrants. Also, for any shares
issued during the period, fully diluted earnings per
share should be adjusted, if the assumption of issuance
at the beginning of the period (or date of commitment,
if later) would have affected primary earnings per share
in either direction.10 For any shares which were contingently issuable at the end of the period, fully diluted
earnings per share should be further adjusted, if the
assumption that these were issued at the beginning
of the period would have diluted primary earnings."

Illustration
To illustrate the operation of the proposed system,

the following comprehensive example is presented."
Exhibit 4 summarizes the set of data being employed.
It is assumed that the determination of common stock- equivalence has already been made.
Exhibit 5 presents the journal entries necessary to
record the above transactions data in the earnings per -share accounts. We assume that the beginning -ofperiod data has previously been recorded; thus, these
items are entered directly into the accounts (see Exhibits 6 and 7). In the interest of space, the descriptive
data presented in Exhibit 4 is not repeated in the
explanation of the entry, as it would be in practice.
However, a cross - reference to this data is provided.
The entries are posted to the accounts in Exhibit 6,
while Exhibit 7 presents subsidiary accounts for the
two "Committed common stock" control accounts.
Using the data recorded in the earnings - per -share
accounts and the flow chart of calculation rules, we
may compute primary and fully - diluted earnings per
share for the year.
For primary earnings per share, we wish to test each
component of the "Committed common stock —CSE"
account to determine whether or not it has a dilutive
effect. We observe from the subsidiary accounts that
six residual securities qualifying as common stock
equivalents exist at year -end. The subsidiary accounts
also provide the necessary data as to effect on number
of shares and net earnings. The calculation of primary
earnings is summarized in Exhibit 8.
For fully diluted earnings per share, we test theitems contained in the primary earnings - per -share cal10 In effect, no test is necessary. The assumption of issue at the beginning of

the period should always be incorporated into fully diluted eamings, since there
is no condition under which this 1s inappropriate.
11This calculation along with the preceding one is also useful in calculating the
supplemental earnings-per-share data described in paragraphs 22 and 23 of Opinion
No. 15,
"The assistance of Mr. Robert P. Destine in the development of the illustrative
material is gratefully acknowledged.

Exhibit 9
FULLY DILUTED EARNINGS PER SHARE

Exhibit 8
PRIMARY EARNINGS PER SHARE

Weighted -

Weighted Item

Dilutive

(

(250,000)
5,938)
101,000
375
6,750
250
185
-0108,560

Subtotals

Totals

Net
earnings
$1,450,098

Net income for year
Preferred dividends paid:
5% Issue
4 3A% issue
Common shares outstanding:
Beginning of year
Options B (500 shares, 3/31)
Debt (9,000 shares, 3/31)
Options B (500 shares, 6/30)
Options D (750 shares, 9/30)
Contingent (1,000 shares, 12/31)

Common stock equivalents:
Options C
Contingent shares
Options D
4 1Fa% Convertible debt
4%% Convertible preferred
Warrants

average
shares

No
Yes
Yes
Yes
Yes
No

Item

Dilutive

Data from calculation of
primary earnings
Shares issued during year
Options B
Debt
Options D
Contingent

8,437
5,938

117,569

$1,208,535

117,569

$1,208,535

5,125

10

Non common stock equivalents
7% Convertible debt
5% Convertible preferred
Totals

4,000
9
3,750
1,250

Net
earnings

25
2,250
33
1,000

Common stock equivalents
Options D
$1,194,160

average
shares

Yes
Yes

15,000
25,000

65,000
250,000

160,887

$1,528,660

Fully diluted earnings
per share $9.50

Primary earnings per share $10.28
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culation to determine if additional dilution is present
under revised assumptions. Also, the non- commonstock- equivalents must be examined for dilutive effects. The calculation of fully - diluted earnings is summarized in Exhibit 9.
The entries in Exhibit 10 record the results of the
earnings - per -share calculations above (again, explanations and detail have been omitted). The residual
securities which entered into the computations are
reclassified to temporary accounts, and the income
adjustments are also recorded. These entries create
a permanent record of the earnings - per -share calculations for the given year. These temporary accounts
may be closed by transferring the stock balances back
to the committed common stock accounts and transferring the earnings adjustments to "cumulative earnings adjustment" accounts. The cumulative record will
be useful in preparing and verifying multi -year summary statements, and will also be useful on those few
occasions where a retroactive adjustment of earnings
per share is appropriate.

Exhibit 10
JOURNAL ENTRIES —END OF PERIOD ADJUSTMENTS
Date

Committed common stock —CSE
Committed common stock used for primary EPS

$1,494,250

Adjustment to net assets
Adjustment to net income — primary EPS
Adjustment
to
preferred
dividends— primary EPS

14,375

Committed common stock —non CSE
Committed common stock used for Fully
Diluted EPS
Committed common stock used for primary
EPS
Committed common stock used for fully
diluted EPS
To give recognition to those common stock
equivalents (and also issued shares) which
enter into the calculation of fully diluted
earnings

7,140,000

Adjustment to net assets
Adjustment to net income —fully diluted
EPS
Adjustment to preferred dividends —fully
diluted EPS

320,125

12/31

12/31

12/31

Conclusion
This article described and illustrated an accounting
system for maintaining earnings - per -share data. The
system provides for a continuity of data, since many
elements remain in the calculations for a period of
several years. In addition, the verification of the earnings- per -share calculations is facilitated. In short, the
cost of maintaining this accounting system is likely
to be very small in relation to the benefits to be
derived.
❑

Debit

12/31

Credit

$1,494,250

8,437
5,938

7,140, 000
memo
memo

70,125
250,000

RESPONSIBILITIES OF THE ACCOUNTING PROFESSION
Continued from page 24
That corporate officer is exactly right, and the accounting profession should pull itself into the second
half of the Twentieth Century. How can a profession
that is so concerned about full and complete disclosure
of the affairs of others be so reticent concerning disclosure of its own?
Our firm several years ago proposed to the AICPA
that this subject be considered, and we offered to
disclose our financial statements if other firms would
do likewise. The shock could be felt from New York
to Chicago, and the reaction was one of horror.
Our firm also proposed that the SEC consider
whether such disclosures would not be in the public
interest. This revolutionary suggestion was brushed
aside with little comment. Unless the accounting profession adopts an uncompromising spirit of independence and is willing to put all of the cards face up
on the table, public confidence will cease to exist.
Con cl u s i on
In conclusion, the accounting profession has serious
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responsibilities. These responsibilities can be carried
out on ly if th e APB is reorganized (1) to appoint
independent, full -time members who can address
themselves to the real needs of public investors, (2)
to remove all question as to the motives of the Board,
(3) to stop the regulatory approach to accounting so
evident in recent Opinions of the Board, (4) to develop
Opinions responsive to the needs of users of financial
statements, and (5) to avoid undesirable intrusion by
governmental agencies.
Two choices exist: We can continue with halfhearted improvements and half -baked solutions, and
proceed with a helter- skelter proliferation of arbitrary
rules that leave business with little choice but to play
the loophole game and place professional accountants
on the brink of disaster. Or, we can have a responsible,
self - disciplined, and independent profession. The public will not long tolerate the first choice. If we choose
the second, the growth of business and the public
participation in business will continue on the basis
of sound financial information; and our profession will
grow in its service to the public's needs and will prosper
accordingly.
F1

35

REPRESENTATION
WITHOUT TAXATION
The More Money A Vessel Owner Puts Into The Bank,
The Less Income Taxes He Will Have To Pay

la

By Joe Hall

J. HALL
Mobile Chapter 1970, is
an independent Public
Accountant and practices under the name
Joe Hall, CPA, in Mobile, Ala. Mr. Hall is a
graduate of the International
Accounting
Society, CPA Course.

While toiling away at the revolution of his day, one
of America's forefathers made the statement, "Taxation without representation is tyranny." In our day,
we find that Congress has placed certain fishing and
trading vessel owners in the opposite position of "representation without taxation." Under certain conditions, bank deposits are a deductible business expense,
and the more money a vessel owner puts into the bank,
the less income taxes he will have to pay. Impossible?
This is the approximate reaction I received from my
local Internal Revenue office when I called their attention to this provision of the Merchant Marine Act
of 1936, as amended by section 607 in 1970.
When the investment credit expired on April 19,
1969, it seemed that the shipping and fishing industry,
along with other segments of the economy, had suffered the loss of one of the most effective tax incentives which had come along in many years. However,
in order to stimulate shipbuilding in the U.S., Congress
came up with a new incentive. It may prove to be
as great a tax saver, and in some instances, a much
greater tax saver than the investment credit, provided
those affected make maximum use of this new tool
which Congress had thrust into their hands. In most
cases, the ordinary American -owned and operated
shrimping, fishing, freight, and passenger carrying vessel will be eligible to qualify.
Those taxpayers who own vessels which meet the
following requirements can qualify for this tax advantage:
1. The vessel must be constructed or reconstructed
in the United States.
2. It must be documented under the laws of the
United States.
3. The vessel must be operated in the foreign or
domestic commerce, or in the fisheries of the
United States.
4. It must be operated as a fishing or shrimping vessel
or as a carrier.
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Under certain conditions, barges and containers can
also qualify.
If the vessel meets the above requirements, the
owner's next step is to enter into an agreement with
the Commerce Department to deposit, among other
amounts, the amount of the vessel's profit plus depreciation claimed each year. This fund will remain the
property of the taxpayer, but will be listed as a deduction on his income tax return. Among other things,
the taxpayer's agreement with the Commerce Department provides that this fund will be used to purchase
a replacement vessel when the covered vessel wears
out or becomes obsolete. The fund will be held by
a depository in a type of trustee account. Later, if
the taxpayer changes his mind and withdraws the fund
for some purpose other than to replace the covered
vessel, he simply reports part of the withdrawal as
income and pays tax on it for the year of withdrawal.
The tax advantages of such an arrangement are
obvious and substantial. The tax effect is immediate
since the owner can enter into an agreement and make
the required deposit, file an amended return and
receive a refund based on the agreement. Further, the
effect is continuous in that in each future year he
may deposit into the fund in such a way as to eliminate
or materially ameliorate income taxes.
As we begin to focus the spotlight on this new tax
incentive for vessel operators, we should remember
that we are working in a vacuum. We are talking about
a tax procedure involving a completely new concept
in income taxation. This concept is loaded with potential for tax - planning and tax - savings for vessel owners,
hopefully for years to come.

Joint Administration
Yet, one year after Congress broke with precedent
in granting this tax break to ship owners, the Treasury
Department issued only one terse communication
relating to it. I refer to TD 7124, issued on June
4, 1971. They have issued no substantive regulations,
although the law called for a December 31, 1971,
deadline for filing 1970 amended returns, to take
MANAGEMENT ACCOUNTING/ MARCH 1972

advantage of these new benefits aimed at vessel
owners.
In TD 7124, the Treasury Department points hopefully to Internal Revenue Code section 7805 as their
authority to administrate section 607 of the Merchant
Marine Act. They may or may not be correct in this
assumption. Almost certainly a new code section must
eventually be added to the Internal Revenue Code
to clear up uncertainties and to grant solid authority
for the action so badly needed in this area at present.
The confusion and procrastination here is the result
of the Treasury Department trying to administrate
a law not contained in the Internal Revenue Code,
but one which incepted in the Merchant Marine Act
of 1936, as amended by section 607 in 1970. The
Merchant Marine Act provides for joint administration
by the Commerce and Treasury Departments.

A Need for Assenting Regulations
Until such time as the Treasury Department issues
its assenting regulations, we must approach this special
tax deduction without the full light of administrative
instructions usually available in dealing with tax problems. Presumably, these regulations will have been
forthcoming before the end of 1971. The deadline for
filing amended 1970 returns so as to take advantage
of the Capital Construction Fund provisions is 60 days
after the issuance of final regulations, or December
31, 1971, whichever comes first. However, we may see
this deadline changed, since it would seem that the
ordinary three -year limitation on filing amended returns should at least be considered before closing the
door on such an important tax advantage as this promises to be. It also seems that a three -year limitation
would better serve Congress' intent to promote American shipbuilding.

Tax Laws to Stimulate Industry
In granting this tax advantage to vessel owners, it
is obvious that Congress was not bent upon raising
revenues, but in stimulating a lagging shipbuilding
industry in the U.S. This is a consistent practice with
much of the tax legislation in recent years. We have
seen tax laws which forsake revenue - raising to accomplish such diverse results as to grant relief from
substandard living, encourage foreign expansion of
industry, promote better ecology, encourage capital
outlays, and for all sorts of reasons far removed from
that of raising funds to support the governing Emotion.
The shipbuilders, however, are not the only ones
benefitted by the Capital Construction Fund provisions of the Merchant Marine Act. In fact, they may
not even be the ones most benefitted. Almost everyone
who pays income taxes and operates a vessel as a
carrier, trader, fisher, or shrimper can save substantial
sums by properly qualifying under the Act. Like many
other areas of taxation, those who are not alert to
the possibilities of this law and who neglect to take
advantage of its provisions by advance planning will
reap no benefits.
In the light of present information available concerning this law, it seems to me that the potential
for tremendous tax savings exists. This seems especially
true in the case of young vessel owners who will be
expanding the size of their fleets in future years or
MANAGEMENT ACCOUNTING/ MARCH 1972

paying more for replacement vessels. Instead of substantial amounts going out for taxes each year, these
amounts will go into the bank accounts to be used
to replace vessels. This will be done with the blessing
of the Internal Revenue Service.

One -Time Agreement
Section 607 of the Merchant Marine Act provides
for vessel owners to enter into agreements with the
Commerce Department to deposit certain sums which
are to qualify for income tax deductions. This is a
one -time agreement, effective for the current and
future years, and relating to a specific vessel for the
life of that vessel, or for the term of the agreement
if the agreement terminates before the vessel's useful
life comes to an end. The Commerce Department will
police compliance with the agreement and the Treasury Department will police the impact of the agreement upon income taxes.
The amount to be deposited in the fund for any
taxable year cannot exceed the sum of:

"... the
potential for
tremendous
tax savings
exists."

The profit from the operation of the covered vessel
The depreciation deduction
Net proceeds from sale of the vessel or insurance
indemnity if the vessel is damaged or lost
Income earned by investing assets contained in the
fund —This would usually be such items as interest
and dividends.
Funds deposited subsequent to the agreement between the vessel owner and the Commerce Department are non - taxable to the following extent:
1. The taxable income of the covered vessel becomes
non - taxable at the time and to the extent deposited
into the agreement fund.
2. Capital gain from sale of the vessel or proceeds
from an involuntary conversion
3. Earnings from investing the fund itself
4. In determining the taxability of dividends paid by
an incorporated covered vessel, the amount added
to the fund is subtracted from the total earnings
available for dividend payments. This feature alone
seems to present possibilities for substantial tax
savings.
5. Amounts held in a qualified fund are not taken
into account in computing accumulated earnings
subject to the 27V4 percent to 38'h percent accumulated earnings tax.
The money in the fund will remain the property
of the vessel owner. Should he take it out of the fund
for use other than for purchase of a replacement vessel,
he would pay taxes on it at that time. The agreement
between the taxpayer and the Commerce Department
determines the amount to be deposited each year. This
will be geared to earnings. With certain exceptions,
Section 607(b) of the act places a maximum on the
amount which can be deducted. This is the amount
of the profit made on the agreement vessel plus the
amount of depreciation deducted. Under no circumstances can the Commerce Department require a vessel
owner to deposit more than 50 percent of the taxable
income from the operation of the vessel.
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"The final
regulations may
contain a
limiting
provision as to
benefits of this
nature."

Qu a l i fi e d a n d Non - Qua lified Wi thdrawals
Withdrawals from the fund are classified as either
qualified or non- qualified. Generally speaking, qualified withdrawals receive tax preference treatment.
Non - qualified withdrawals generally incur tax liability
in the year of withdrawal. The general effect of a
non - qualified withdrawal is to place the taxpayer in
the approximate - position he would have been in had
he never contracted with the Commerce Department
to partake of the benefits of the Capital Construction
Fund. He is not penalized for trying to receive these
benefits and then backing out.
To be classified as qualified, and thus receive preferred tax treatment, a withdrawal from the fund must
satisfy the following requirements:
It must comply with the terms of the agreement
between the taxpayer and the Commerce Department.
It must be used to acquire, construct or reconstruct
a qualified vessel, or for barges or containers which
are part of the complement of a qualified vessel.
It must be used for the payment of principal on
indebtedness incurred in connection with such
acquisition, construction or reconstruction.
A qualified withdrawal from a fund shall be treated
as having been made first, from the capital account;
second, as having been made from the capital gain
account; and third, as having been made from the
ordinary income account.
A qualified withdrawal from the capital gain account
reduces the cost of the replacement vessel to five eighths of the amount of the withdrawal. This applies
to other than Subchapter S corporations. For taxpayers
other than corporations, there is a 50 percent reduction
in basis. The portion of a qualified withdrawal which
comes from the ordinary income account and goes
toward the purchase of a replacement vessel reduces
the basis of that replacement vessel by a like amount.
All withdrawals which do not satisfy the requirements of a qualified withdrawal are classified as non qualified withdrawals. Non - qualified withdrawals may
or may not result in taxable income. There are no
penal provisions for non - qualified withdrawals.
A non - qualified withdrawal is treated as having been
made from the three fund accounts in the following
order:
Out of the ordinary income account —The taxpayer
includes this amount in income in the year of
withdrawal. As the title indicates, it is ordinary
income. In effect, he has delayed taxes on a prior
year's income until he withdraws it.
From the capital gain account —The taxpayer reports income in the year of withdrawal. In this
case the withdrawals are reported as long -term
capital gains.
Withdrawals in excess of the ordinary income and
capital gains accounts come from the capital account and are tax free.
At this point, the rainbow in the Capital Construction Fund agreement begins to appear in all its beauty.
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The taxpayer has all to gain and nothing to lose. Even
a non - qualified withdrawal cannot result in increased
taxes unless the tax rates go up between the date of
deposit and that of withdrawal.
Pr efer e nt ia l T re a tmen t
Section 607 of the Merchant Marine Act indicates
that joint regulations of the Commerce Department
and the Treasury Department will permit transfer of
funds from one person to another in the cases of
certain corporate reorganizations and changes in partnerships. Preferential treatment will be accorded reorganizations under Section 381 of the Internal Revenue
Code. This has to do with certain mergers.

Living Expenses
Someone may be asking himself, "How could the
vessel owner obtain living expenses if he deposited
the maximum amount of taxable income plus depreciation into the fund ?" There seem to be three sources
working for him in this connection:
1. Because of the peculiar hazards attendant to maritime operations, most vessels are incorporated and
the owners or operators receive a salary.
2. The amount of cash retained in the business would
increase because of the reduction, or possibly elimination, of Federal income taxes during the foreseeable future.
3. Since the vessel owner retains his vested interest
in the deposited funds, he could probably use them
as security to borrow from the bank. I have been
unable to find any restrictive provisions in relation
to the Capital Construction Fund which would
prevent the taxpayer using the fund as security.
Almost certainly, however, he could not borrow
and use the fund as security for 100 percent of
the amount in the fund, since there is a contingent
liability relating to the fund, depending on the
conditions under which it is eventually withdrawn.
These three sources (salaries, loans, absence of income tax) should give the boat owner approximately
the same working funds he would have had had he
not participated in the Capital Construction Fund.
If he uses the funds to buy a replacement vessel, he
should be in a much more fluid cash position.

Pass -Thru Benefits
Another interesting aspect of this law is whether
it will serve to reduce taxes on income other than
from the operation of covered vessels. I am thinking
specifically of a high bracket doctor or lawyer who
buys a shrimping vessel, for example.
Based upon information presently available, it seems
that if such a taxpayer operated the vessel as a sole
proprietor, partnership or Subchapter S corporation,
he would get such pass -thru benefits as to reduce the
taxes on his professional income. This seems almost
too good to be true and we must again remember
the vacuum in which we are working. The final regulations may contain a limiting provision as to benefits
of this nature. This will be an interesting feature to
look for in the forthcoming regulations.
Continued on page 41
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SALES FORECASTING
A Logical Starting Point In Making A Company's Sales Projection
Would Be To Use Some Form Of Correlation Analysis
Combined With Known Lead -Lag Relationships.

By Donald E. Vaughn
Aggregate sales forecasts may be made in a number
of ways. They may be judgmental forecasts, representing the cross sectional opinion of "so called" experts
in an area or industry; they may be based on salesmen
or sales managers' estimates of expected sales for the
next year or two, or in the case of governmental
agencies and large business firms, they may consist
of the application of statistical forecasting techniques.
Ap p r o a c h e s t o Forecasting
JUDGMENT AL FORECAST S

Judgmental forecasts are commonly used in making
projections of sales, operating expenses, and allocation
type expenses of business firms. Such estimates are
usually made by the officers of the company, i.e., the
vice presidents of sales and /or production, the corporate controller, and the corporate budget director.
This group, together with the president, may review
the forecast for reasonableness and adopt it as the
company's plan of operation.
Judgmental forecasts enjoy certain advantages over
other, more scientific approaches but also suffer from
certain deficiencies. They involve the combined wisdom of a select group of individuals, they may be
assembled rapidly and require no elaborate analysis,
and they combine the views of specialists. In some
instances a judgmental forecast is the only practical
approach. Nevertheless, basing a forecast on executive
opinion may produce inferior results compared to
using a scientific or statistical approach. Besides, the
time of these executives is expensive and such forecasts
are frequently no more than an average of opinion,
and the responsibility is disbursed over the number
of individuals involved.
SALES FORCE EST IMAT ES

Many business firms base their sales forecast on
estimates made by their sales force. Certain advantages
and disadvantages accrue from using this approach.
Theoretically, the salesmen (or district sales managers)
should be familiar with the local situation and be able
to gauge more accurately than outsiders the direction
in movement of expected sales for the following year.
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In addition, those responsible for achieving the results
have a part in setting the quotas, and thus a confidence
in the forecast may ensue. The sales forecast made
in this manner also facilitates breakdowns by products
and sales territory. However, salesmen are notoriously
optimistic, and many are poor estimators. They tend
to over - estimate sales in rising trends as well as for
declining products. Some are poorly informed on the
overall state of the economy, and a significant number
shun the use of statistical methods of forecasting. Last
of all, a great deal of time is needed for making an
accurate, product -by- product estimate of expected
sales time which causes a sacrifice of sales effort and
one which may produce little compensation to the
commissioned salesman.
The sales force method of forecasting appears more
suitable for certain types of businesses than for others.
Commercial and service oriented companies, for example, tend to use the method more frequently than
do manufacturing companies. Such companies are
often small in comparison to manufacturing companies
and employ few staff specialists in the areas of economic forecasting, statistical analysis, or market research. Thus they turn to less sophisticated, grass roots
forecasting approaches.
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ST AT ISTICAL FORECAST S

Two statistical approaches to sales forecasting, with
combinations, have generally become recognized in
the economic literature during recent years and will
be described briefly in this section. The first of these
is correlation (or regression) analysis, which takes into
account the impact that the business cycle has on
industry, and makes use of an observed lead -lag relationship. The second is the building of sophisticated
econometric models, or systems of equations, which
purport to explain probable economic action given
other occurrences.
A recent article' suggested that better forecasts of
sales were generally afforded through regression analysis than with subjective predictions or extrapolations
of past data. The writers suggested that certain leading
firms were employing their computer centers and corGeo rge C. Parker and Ed ilh erto L. Segu ra. "Ho w to get a Better Fo recast,"

Harvard Business Review. March —April. 1971.
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"Sources of
information . . .
are available
in a number of
government
publications
and privately
published
lists."

relation analysis in order to predict product demand,
sales, raw material prices, and other important variables. The authors suggested that the first step in such
an analysis is to determine a list of variables which
have a logical causual effect upon the sales of a company, For example, for a manufacturer of household
furnishings, the number of marriages, housing starts,
level of disposable income, and past year's sales might
have a logical impact on expected sales. Such an analysis would provide a higher correlation than would
a simple extrapolation of past sales levels.
The correlation method does offer certain advantages over non - statistical approaches but has some
weaknesses. For instance, unless there is a lead -lag
relationship between the independent (causual) and
dependent (company sales) variables, the approach
may include a substantial forecasting error. Also, the
forecaster of household furnishing sales does not have
an accurate figure for marriages, housing starts, and
disposable income until the period of sales activity
is already passed. He is then left with the problem
of either forecasting these three important variables
or with seeking other lead -lag relationships which tend
to exert strong pressure on the level of sales.
The business cycle is usually measured by one or
more of the following: gross national product in current dollars, gross national product in constant dollars,
total non - agricultural employment, the unemployment
rate inverted, and the index of industrial production.'
The index is not distorted with price changes but
neither is it quite so broad as the deflated GNP. It
can be shown that the sales of certain industries are
very succeptible to general business activity reflected
by these statistical measures while others are little
influenced. Production, construction, and sales of consumer durables appear much more affected by the
business cycle than do sales of non - durable goods and
services. Thus the index of industrial production,
which includes manufacturing and construction, swings
much more widely over a business cycle than does
the broader based GNP. Since the sales within certain
industries, such as chemicals or petroleum, are highly
correlated to moves in the index of industrial production, the index can be used as an effective tool in
forecasting industry sales. The index, of course, would
have to be forecasted, but the knowledge that many
business series are dependent leaders of the business
cycle simplifies the task.
The National Bureau of Economic Research economists have developed the following lists of reliable
leading, coincidental, and lagging indicators of business activity:'
Leading indicators
Average work week
New orders, durable goods industries
Contracts and orders, plant and equipment
Corporate profits after tax
Ratio, price to unit labor cost, manufacturing stock
prices, 500 stocks
Industrial materials prices
Building permits, private housing
Non - agricultural placements, all industries
Change in book value, manufacturing and trade industries
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Index of net business formations
Change in consumer installment debt
Coincident indicators
Employees in non - agricultural establishments
Total unemployment rate (inverted)
Industrial production
Gross national product in 1958 dollars
Personal income
Sales of retail stores
Manufacturing and trade sales
Lagging indicators
Business expenditures on plant and equipment
Total manufacturers inventories
Interest rate on short -term business loans at banks
Labor cost per unit
Though the stock market level, as measured by the
Standard & Poor's Index of 500 stocks, is a leading
indicator, three other leading indicators usually give
warning of a stock market top. These are private
housing starts, average work week of production
workers, and new durable goods orders. In about
three - fourths of the recorded cycle troughs, stock prices
lead business indicators.
Sources of information on economic series are available in a number of government publications and
privately published lists. The Survey of Current Business, Federal Reserve Bulletin, Statistical Bulletin of
the S.E.C., Statistical Abstract of the United States,
Quarterly Financial Report for Manufacturing Corporations, and U.S. Industrial Outlook are some examples of these publications.'
The second approach to statistical forecasting is
through the use of quantitative relationships, or
models, which represent expected changes in various
segments of economic activity. Models are used by
the government to forecast aggregate economic activity, such as gross national product, the level of employment, the level of unemployment, or price level
changes. They may also be used to forecast the sales
of a company, given a forecast of the general business
cycle. This approach involves using one or more equations to represent sales forecasts. The series may be
best represented by assuming no trend effect, and
additive trend effect, or a multiplicative trend effect.`
Some companies, build corporate financial models
as a part of their periodic budgeting plans. By running
the model through the computer with the various sets
of assumptions, monthly and quarterly outputs are
produced which can be compared to the various budget
outputs in order to see likely annual trends. Regression
analysis may also be employed in determining the
relationship between production costs and level of
physical operations.
Rather than prepare their own models of aggregate
1

Rendigs Fels and C. Elton Hinshaw, Forecastingand Recognizing Business Cycle
Turning Points, Nation al Bureau of Econ omic Research, New Yo rk, 1%8.
' Probable reasons for these lead-coincident-lag relationships are discussed in less
Levin, "Pro phetic Lead ers;' Financial Analysts jou rnal, July— August, 1970; or
David H. McKin ley , Mu rray C. Lee, and Helene Duffy, Forecasting Business
Conditions, The American Bankers Association, undated book.
'Descriptions o f these an d oth er so urces are supp lied by Ed ith Sands, "Sou rces
of Inform ation fo r Eco nom ic Forecasting." Financial An alysts journ al, July —
August, 1969.
'Th ese m o dels are ex p lain ed graphically and algeb raically in C. Carl Pegals.
"Exponential Forecasting: Some New Variations; Management Science, January
1969.
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economic activity, many business sales forecasters depend upon the popular Klein, OBE, Wharton, Suits,
or Fromm econometric models. In general, such forecasts using the models provide better nearby forecasts
than more distant ones.

Percent of the Market Forecast
One approach to forecasting sales for a given company is to first forecast component parts of gross
national products and then forecast sales for a given
industry. The normal percentage of industry sales
historically taken by the company in a given market
can their be applied toward the industry forecast in
reaching the company's sales expectations. Should the
sales growth rate for the company normally exceed
that for the industry, then an appropriate adjustment
should be made. Though forecasts of industry sales
may be made by the statistician or economist for a
business firm, he may elect to employ industry -wide
sales forecasts made by certain governmental agencies.
Two such forecasts are published regularly in Survey
of Current Business (March issue) and U.S. Industrial
Outlook (annual edition). The U.S. Department of
Commerce, Office of Business Economics, and Bureau
of Domestic Commerce, respectively, prepare these
estimates which combine elements of statistical and
judgmental type forecasts.
The Office of Business Economics forecasts include
annual projections for corporation expenditures for
new plant and equipment; sales for manufacturers (11
industries), retail and wholesale trade, and public utili-

ties; and other quantitative forecasts.'
For about seven years the U.S. Department of
Commerce, Bureau of Domestic Commerce, has been
publishing an annual edition of U.S. Industrial Outlook. Industry coverage has been broadened over time
so that in 1971 it included 163 manufacturing industries (with 1971, 1975, and 1980 sales projections), and
43 industries in construction, extracting, retail and
wholesale trade, and service components. Forecasts for
individual industries are based on a statistical analysis
of past sales levels, by industries, with consideration
given to the response of a given industry for an increase
or decline in aggregate economic activity.'

"Forecasts for
individual
industries are
based on a
statistical
analysis of past
sales levels ..."

Conclusion
Various types of forecasts are made by governmental
agencies and businessmen in an attempt to plan future
action. The forecasts made by governmental agencies,
or economists commissioned by them, are usually
published and may assist businessmen in their attempt
to forecast short -term and long -term sales levels, and
to make decisions regarding plant expansion, inventory
levels, and labor forces. Though some forecasting error
does occur, the need for projections on which to base
important financial decisions makes the use of government forecasts imperative.
Alfred 1. Jacobs, "Investment Programs and Sales Expectations for 1971;' Survey

of Current Business, March 1971.

7 Forecasts are Published in U.S. Department of Commerce, Bureau of Domestic

Commerce, U.S. Industrial Outlook 1971 with Projections Through 1980. U.S.
Government Printing Office, Washington, D.C., 1971. See also Harlow Osborne,
"Characteristics of Sales Forecasts Based on Gross National Product," Financial
Analysts journal, September— October, 1970.

REPRESENTATION WITHOUT TAXATION
Continued from page 38
What happens during the year in which the vessel
sustains a loss? The Merchant Marine Act of 1936,
as amended by section 607, provides for withdrawing
tax -free from the fund the amount of the loss.
An alternative would be to borrow against the fund,
provided banking arrangements permitted this. The
advantage in not dipping into the fund is that these
funds will ordinarily be invested in various ways such
as securities, mortgages, etc. In many cases it will be
desirable to leave undisturbed the increment - earning
arrangement of the funds.

Raising Tax Money —A Thing of the Past?
Unless the as -yet- unissued regulations provide otherwise, a taxpayer with a covered vessel seems to be
in the position of being able to deposit the sums he
formerly paid out in income taxes and deduct the
amount of these deposits before arriving at taxable
income. He can then use these sums, undiminished
by taxes, to replace existing vessels. For him the recurring annual problem of how to raise tax money, while
at the same time meeting his other obligations, seems
to have become a thing of the past. As with many
current tax benefits, he will need competent outside
professional tax assistance.
Although the purpose of the Capital Construction
Fund is to stimulate American shipbuilding, the shipMANAGEMENT ACCOUNTING/ MARCH 1972

builder himself will not be benefitted taxwise. Presumably he will see his shipbuilding activities stimulated through a ricochet effect, with the tax benefit
going to the vessel owner who, in turn, will use these
tax savings in current years to buy more and better
vessels in future years. Section 607 will use two avenues
of approach to reach its objective:
1. There will be more demand for new vessel construction because of the incentive given vessel
owners to replace old and obsolete equipment.
2. One of the major obstacles to replacing expensive
equipment will be largely overcome. I refer to the
finance problem. The ever - present question
"Where can I get enough down payment to enable
me to finance the type of purchase I would like
to make ?" will be answered. The money in the
Capital Construction Fund is the exact answer.

Conclusion
The thrust of section 607 of the Merchant Marine
Act of 1936, as amended in 1970, is in the direction
of permitting the vessel owner to deduct the cost of
a replacement vessel before he buys it. This is accomplished by permitting the owner to deduct replacement money as he deposits it according to the
agreement. In effect, he is deducting future depreciation in the current year, in addition to the regular
current year depreciation.
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THE CONTROLLER:
A MYTHICAL EXECUTIVE?
The First Difficulty Often Was To Determine
Just Who The Controller Really Was

By Roger Moseley
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As a "non- accountant" it would certainly be presumptu ou s of me t o tell the members of the National
Association of Accountants what is what in the figure
side of business management. It is appropriate, however, for me to present some research findings which
have seriously jeopardized my faith in the definition
of a controller which I have relied on for years.
The research project was undertaken to determine
how controllers actually participate in making decisions in areas commonly held to be controllership
responsibilities. The analysis covered 25 firms with
sales volumes ranging from $5 million to $190 million
and they are characterized by total assets ranging from
about $2 million to almost $500 million. The firms
are engaged in manufacturing of various sorts, transportation, banking, insurance, publishing, agriculture
and related processing, merchandising of various sorts,
diversified operations, and public utility services. With
the exception of one area of controllership responsibility, all of the firms engage to some extent in all
of the controllership activities.
The research methodology involved a structured
interview with the controller, his superior, and one
of the controller's peer executives in each of the companies studied. The interview structure itself consisted
of 72 questions, each related to the extent of the
controller's authority with respect to making a specific
type of decision.

What Is the Job of the Controller;
The initial problem was to determine what kinds
of decisions fall in the controllership area. The controller's job required definition. A search of the literature revealed that there is a well established and
surprisingly uniform concept of the controller as having a specific set of duties and responsibilities. This
concept is also assumed to be appropriate for uniform
application; i.e., local conditions such as geographical
location, industry, specific company, etc., do not seem
to basically alter the prescribed controllership role.
Perhaps the most detailed of the popular definitions
of the controller and the one which has the most
substantial degree of professional acceptance is that
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set forth by the Financial Executives Institute. The
FEI defines the controller as the executive who is
responsible for the following:
To establish, coordinate, and
administer, as an integral part of management, an
adequate plan for the control of operations. Such a
plan would provide, to the extent required in the
business, profit planning, programs for capital investing and for financing, sales forecasts, expense budgets
and cost standards, together with the necessary procedures to effectuate the plan.
P L A N N I N G F O R C O N TR O L .

TO compare performance with operating plans and standards, and to report
and interpret the results of operations to all levels
of management and to the owners of the business.
This function includes the formulation of accounting
policy, the coordination of systems and procedures,
and preparation of operating data and of special reports as required.
R E P O R T I N G AN D I N T E R P R E T I N G .

To consult with all segments of management responsible for policy or action
concerning any phase of the operation of the business
as it relates to the attainment of objectives and the
effectiveness of policies, organization structure, and
procedures.
E V A L U A TI N G A N D C O N S UL T I N G .

TO establish and administer tax
policies and procedures.

TA X A D M I N I S TR A TI O N .

To supervise Or coordinate
the preparation of reports to government agencies.

G O V E R N M E N T R E P O R TI N G .

To assure protection for the
assets of the business through internal control, internal
auditing and through the maintenance of a proper
level of insurance coverage.
P R O TE C TI O N O F ASSETS.

APPRAISAL. To continuously appraise economic and social forces and governmental influences,
and to interpret their effect upon business.'
ECO NOM IC

' Financial Executives Institu te Application for Active Mem bership, 1964, Form
MA-3.
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Take Me to Your Controller
After having developed a set of questions based on
the preceding concept of controllership, the next task
was to begin the interviews. The first difficulty often
was to determine just who the controller really was.
This in itself revealed a great deal about the gap
between the theory and practice of controllership.
Perhaps it would be helpful to illustrate this by means
of a hypothetical, but not untypical interview with
a "controller."
Interviewer:
May I make an appointment to speak with the
controller?
Receptionist:
Controller? I am sorry, sir, there is no one in Ace
Catapults, Inc. with that title.
Interviewer:
Surely there must be an executive in charge of
accounting, tax work, budgeting, and the like.
Receptionist:
Oh, I see. You want to see Mr. Tibed. He does
those things, but he is the Treasurer. He does have
time to see you right now, too.

Enter Mr. Tibed
Interviewer:
Mr. Tibed, I have read a great deal about controllership, but I am trying to find out about the
practical aspects of the job. I understand that you
are called the Treasurer, but you are really the Controller.

Interviewer:
Well, let's see now, what are the other controllership
activities. Oh yes, how about accounting reports. Is
that your responsibility?
Mr. Tibed:
Yes, I have full responsibility in those matters.
Interviewer:
Good. Now please explain to me how you decide
what kind of comparisons will be made in the income
and expense reports generated for internal use.

"The first
difficulty often
was to
determine just
who the
controller
really was."

Mr. Tibed:
Actually each of our vice presidents decides that
for his division.
Interviewer:
I see. Perhaps you could describe how you go about
determining the appropriate allocation of general and
administrative overhead expense among the various
cost centers.
Mr. Tibed:
That particular decision is so important that the
President makes it. He does discuss it with me, of
course, but it is his decision.
At this point the reader should be able to anticipate
how the interview might progress.
The concept of the controller as a "standard" executive with a clear set of responsibilities and concomitant
authority appears to be more of a myth created and
perpetuated by the profession than a description of
what happens in the real world of business.

Some of the Findings
Mr. Tibed:
Yes, I am really the Controller, and I would be
glad to assist you.
Interviewer:
Good. First I would like to learn what problems
you face in carrying out your duties in the various
areas of your responsibility. Let's start with the tax
area.
Mr. Tibed:
I am sorry. That is Mr. Line's responsibility. He
is the Secretary of the corporation and is responsible
to the President on that.
Interviewer:
Well, how about internal auditing?
Mr. Tibed:
You would have to see Mr. Thurt on that. He is
our Internal Auditor. He reports directly to the President, too.
Interviewer:
Then how about budgeting?
Mr. Tibed:
We have a Vice President of Planning who has full
responsibility in that area.
MANAGEMENT ACCOUNTING/ MARCH 1972

Actually in less than half (11) of the companies the
controller was identified as being only one person. In
over half (14) of the companies controllership responsibility areas were distributed to more than one individual. In 20 percent of the companies two people
shared the responsibilities, three people in 16 percent,
four in 12 percent, and five in 8 percent of the companies. If the sample studied is indicative of general
practice in companies of similar sizes, the controller
should be thought of more often as a "multiple executive" rather than a single executive.
Inasmuch as it would be nonsensical to give several
executives the same title, one would expect to find
a variety of titles assigned to the executives with
controllership responsibilities. These executives have
such titles as treasurer, assistant treasurer, insurance
supervisor, director of profit planning, auditor, vice
president of finance, vice president and treasurer, and,
of course, controller. Surprisingly, in several companies
there was no executive with the title of "controller."
Incidentally, the alternate spelling, "comptroller," is
seemingly teetering on the edge of extinction.
Where do the "multiple controllers" fit into the
organization structure? In thirteen of the companies
the controller (all, if there was more than one) reported
either to the president or to an executive vice president
who had company wide operating responsibility. In
the remaining twelve companies the controllers re43

"Often the
controller
shares his
authority
with peer
executives."

ported to either a vice president or other executive
of equivalent level in the organization, e.g. treasurer.
In one company several, but not all, of the controllers
reported to a treasurer who in turn reported to a vice
president of finance. There were also several mixed
situations in which one or two of several of the "multiple controllers" reported to the president whereas
the others reported to a vice president.

Do Controllers Make Controllership
Decisions?
After solving the problem of identifying the controller, the study focused on the extent of the controller's authority in making controller- ship -type decisions.
The responses resulting from the questionnaire lead
to the conclusion that although the typical controller
may be assigned the responsibility for one or more
controllership functions, his authority is not likely to
be commensurate with that responsibility. For the
most part controllers seldom have complete decision
authority in any area. Often the controller shares his
authority with peer executives.
The controller apparently has considerable decision
authority in government reporting, accounting system,
internal auditing, economic appraisal, tax administration, and internal control. At best, he substantially
shares his authority with others when it comes to
insurance adequacy, long -range budgeting, short -range
budgeting, and accounting reports. In all areas, however, the controller has varying decision authority from
one decision to another. For example, the controller
has considerably less authority when-it comes to deciding about the allocation of factory overhead than in
deciding about the allocation of general and administrative expense.
In theory, the controller is delegated authority to
carry out the controllership functions and the concomitant responsibility is expected. In practice, his
authority is meaningful only in terms of specific decisions he participates in making and his responsibility
certainly becomes fuzzy. Effective controllership, it
seems to me, requires a more relevant base than that
which had led to the present concept and definitions.
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What Harm is a Myth?
Leonard Sayles observed:
"For the most part, management theory and
management principles stress abstract categories
and entities rather than process. They are ususally concerned with the nature of authority and
its preservation (when there are multiple hierarchies and staff specialists) . . . Much is static
description: the functions performed by typical
controllers are surveyed and listed. As a result,
management principles fail to deal with dynamic
problems of human systems in action. For example, it is easy to say legalistically that staff
advisors should not have authority because,
lacking it, they will not destroy the principle
of unitary command. But.. . the actual conduct
of an advisory relationship —the pattern and
sequence of contacts and their quantitative
characteristics— involve complex and subtle behavioral requirements." 2
The modern manager, including the "controller"
must operate in a complex network of interdependent
relationships. The achievement of organization objectives generally involves many and varied activities
which are sequentially tied together. Such related
activities or processes have rightfully increasingly become the focal point of management attention. Violation of traditional principles and concepts is, at worst,
a minor crime.

Conclusion
Although to outward appearances the mythical controller exists, there is a "real" controller who functions
quite differently. Until the mythical controller is disposed of, however, it is unlikely that there will be
significant progress toward the critical examination of
the "real" controller and the subsequent needed redefinition of his role in terms of facilitating those key
processes upon which the organization must depend
for its success.
11
Managerial Behavior. McGraw -Hill Book Company, New York. 1964, p. 262.
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THE CONTROLLERSHIP
FUNCTION
You Have Just Become A Member Of The Management Team
And Have Been Elected Controller.
What Are Some Of The Opportunities You Should Explore?

By Eugene A. Joh n s on
How often have you heard the saying, "The accounting
department is just a necessary evil and a burden upon
the operations of the company." Another statement
that bruises the morale of accountants is, "The best
way to reduce costs is to eliminate the accounting
department." Such statements may appear unfair, but
the truth of the matter is that many accountants never
concern themselves with anything beyond entering and
balancing the debits and credits in their ledgers. This
should not be. The accounting department can always
find many opportunities to enhance the profits of the
company —if it only will. And, although these opportunities do .not always include increasing sales or
designing a better product, they do have an impact
on improving the bottom line figure.
To illustrate some of the opportunities that may
be identified and exploited, let us assume that you,
the reader, are a well- trained accountant experienced
in the needs of management accounting. You have
just become a member of the management team and
have been elected controller because the other
members of the management group feel a real need
for proper financial management counseling, in addition to preparation of monthly financial statements.
What then are some of the opportunities that you
as the new controller should explore, or what can you
do to enhance the profit picture?
Of the many opportunities, normally available to
a controller, we will select and discuss five areas which
are very pertinent to the controllership function and
which should improve the profit line fairly soon. These
are:
1.
2.
3.
4.
5.

The accounting system and organization
The regular reports to management
Break -even analysis
Long -range planning
Research and development

T h e Ac cou n t i n g S ys t e m and Orga niza tion
The first task you should undertake is to satisfy
yourself that the basic accounting system and related
M A N A G E M E N T A C C O U N TIN G / M A R C H 1 9 7 2

organization of the accounting department is as it
should be. You might expect to find, among other
things, that the bookkeeper expended tremendous
efforts to maintain a good set of double -entry books.
You might find that the monthly financial statements
were often issued later than management desired because of an interest in seeing to it that everything
was properly recorded. You might find that the accounting responsibilities are poorly defined since "they
all know what they have to do," and nearly every
accounting decision of any significance has been made
by the bookkeeper /office manager. You also find that
he had a rough form of budgeting in effect, but, as
this had nothing to do with the bookkeeping system,
he delegated the "budgeting" to a clerk who had little
direct contact with the top management and whom
he supervised little. He also had an internal auditor
whose chief job was to review invoices before they
are paid. The bookkeeper also made a rough estimate
of the tax liability every month, but the tax returns
were handled by the company's auditors.
The conditions described may sound exaggerated,
but, unfortunately, they are typical. As mentioned
above, the first big objective for you as the new controller is to put your own house in order. You should
do this because the operation of the accounting system
should require only a minimal amount of your time
in the future. The things you should do are as follows:

E. A. JO HNSO N
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One
of the first tasks is to find out what accounting work
is being done and who is doing it. This information
should then be carefully examined and decisions made
and formalized:
MA K E L O GI C AL A SS I GN M E NTS O F AC C OUN TIN G D UTIE S .

1. To specify individual responsibilities of the accounting organization,
2. To identify action which should be delegated and
the type of review necessary,
3. To define reporting relationships at all levels, including a decision as to who should report directly
to the controller, and
4. To establish reporting relationships outside of the
department.
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"All
procedural
changes
should be
properly documented . . . "

If a chart
of accounts is not in existence, one should be developed. If one is already in effect, it should be reviewed
to see whether it is adequate, and it should be modified to the extent necessary.
The chart of accounts should identify the various
accounts by numerical or alphabetical codes. In addition, there should be a clear classification or definition
of what types of items go into each account. This
calls for the preparation of descriptive material properly aligned with the chart. Essential for this purpose
is a complete accounting manual, which is needed both
for reference purposes and for staff training.
I N S TA L L A N EFF EC TI VE A C C O U N TI N G M A N UA L .

The accounting procedures should be examined, giving special
attention to the opportunities for:
RE V I E W AND M O D I F Y W O R K I N G M E TH O D S .

1.
2.
3.
4.
5.
6.
7.
8.

Speeding the flow of accounting data
Producing more meaningful information
Simplifying the work
Combining work of substantially identical types
Eliminating unnecessary work
Reducing accounting costs
Using estimates where these are acceptable
Producing monthly accounts more rapidly

As the new controller, you should guide this review,
but should not undertake it yourself. You should assign
one or two of your people to handle the task. If no
one is qualified or has available time, you should seek
the assistance of the company's outside accountants
and auditors.
All procedural changes should be properly documented and procedures written for the more complex
functions which are not changed.
The budgetary
procedures, with their previously low -level approach,
will obviously need a thorough overhaul. The new
procedures should contain provisions for:

EX A M I N E T H E BUD G E TA R Y PR O C E DUR E S .

1. Controlling all areas of significance
2. Correlating the budgetary program with the accounting system
3. Establishing responsibility accounting
4. Producing effective budgetary reports in a form
that can be understood by the management
5. Introducing graphical techniques for reporting
progress and significant deviations from plans
In developing a budgetary program, you should work
closely with the rest of the management team to assure
a full understanding and a maximum degree of participation.
RE -E V AL UATE T H E I N T E R N A L A UD I T. It is unrealistic to
assume that the voucher examination mentioned
above constitutes an internal audit. It is merely a part
of the regular payment process. You should study the
over -all situation and see whether an internal audit
program is needed. The advice of the company's auditors should also be sought in this connection.
The establishment of an internal audit entails additional expense. If, therefore, it is decided to introduce
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such a program, the staff: should be of modest size,
perhaps only one man at the outset. Authorities, responsibilities, and working methods should be carefully
defined, and close attention should be exercised with
regard to the progress achieved.
Regular Reports to Management
One of a controller's principal relationships with the
rest of management is that of being a communicator.
Not only should he generate a flow of important
financial information to the management, but he
should also act as an information center and provide
details when called upon.
Under the conditions of our illustration, it is likely
that the bookkeeper /office manager was providing
little more than the natural output from his books
of account. What, then, should you as the new controller do?
Find out
from the various members of the management team
the types of financial, accounting, and statistical information they need. Inquire into the details they gather
informally and into their need for accounting -type
information often developed independently of the
accounting department. The inventory should provide
useful clues as to what is expected of your department.
TAKE AN I N V E N TO R Y O F M A N A G E M E N T NE E DS .

The existing
reporting system should be studied in relation to management's expressed needs. Particular attention should
be given to the opportunities for reducing the quantity
of data reported and for allowing full exercise of the
concept of management by exception through the
reports. ,
E X A M I N E T H E P R E S E N T R E P O R TI N G S YS TE M .

DE V E L O P

AN

AP P R O PR I A TE

RE PO RTIN G

FO RMAT

AND

A comparison of needs with current practices should lead to the development of an adequate
reporting program. The program should have the following characteristics:

SCH EDULE.

1. Reports should be geared to the needs of management decision - making.
2. The accounting system should be modified wherever necessary to facilitate effective report preparation.
3. Reports should contain significant data even if
derived from other than the accounting records.
4. Information should be reported as promptly as
possible using "flash reporting" techniques whenever feasible.
5. Reporting formats should be accepted in advance
by the people who are to receive the reports.
6. Narrative data should support figure -type reports.
7. A schedule should be prepared to serve as a checklist, coupled with definitions of responsibilities, to
assure that reports are produced on time.
8. Provision should be made for reviewing reports
before they are released.
The reporting program should always be regarded
as changeable, and you should be constantly alert to
the need for anticipating management requirements
and gearing your output accordingly.
MANAGEMENT ACCOUNTING/ MARCH 1972

Break -Even Analysis
An important tool in planning for profit is break even analvsis. The use of this technique enables management to review product profitability, based on
differing levels of volume and product mix. It is particularly, significant in planning for a manufacturing,
or other type of material converting, business. It can
also be helpful in service operations.
The following break -even analysis concepts are basic
to developing an over -all profit plan.

As the new controller, you should move warily but
positively into the field of long -range planning. You
should seek first to improve your planning capability
for the period just ahead, and second, you should give
thought to determining the most appropriate planning
cycle for your company. You would do well to be
guided by the following considerations in developing
a long -range plan:

U N I T " BASIS. The business should be subdivided into
planning units, each representing an organizational
segment, to aid in developing a total profit plan. The
relationship of the various plans should be compared
to the over -all profit structure, so that any deviation
of planned profit from desired profit may be identified
as to source, reason and amount. Deviations may be
corrected by budgetary adjustment.

S TUD Y T H E IM P A C T O F C H A N G I N G C O N D I TI O N S O N T H E

Circumstances beyond
the company's control, as well as company- induced
conditions, can materially affect the break -even point.
As these occur, the over -all break -even point condition
should be restudied to see whether changes in unit
plans are necessary.
The use of break -even control techniques enables
a company to budget more effectively. It allows deviations from established profit objectives to be examined
during the planning stage. This approach is preferable
in contrast to the post - mortem type of review based
solely on the use of standard cost variances or budgetary comparisons. Corrective action can thus be
considered before operating plans are finalized.
BREAK -EVEN P O I N T OR PO I N TS .

Long -Range Planning
One of the greatest evils resulting from conventional
accounting methods is that it leads us to review business operations in terms of separate annual cycles.
Although conventional annual accounting is important
primarily as a measure of progress to the owner/
stockholder and to the tax collector, most business
operations consist of a continuing flow of challenges
and solutions. As a result of using conventional accounting methods, company profit plans tend to be
constructed for only a single fiscal period, and as each
year rolls by, the period of planned operations often
progressively decreases. This situation may be overcome in either one or both of the following two ways:
The planning period may be progressively prolonged at given stages during the fiscal year. For
example, the plan may consist of one quarter budgeted in fine detail and the succeeding three
quarters in broad detail. As each quarter passes,
the planning process is repeated and an additional
quarter is planned.
Two plans may be operated concurrently —one
relating to the current fiscal year and the other
a longer -range plan, covering three years or five
years. Continuity is achieved by correlating the two
plans.
M A N A G E M E N T A C C O U N TIN G / M A R C H 1972

should

. . .

permit an easy
conversion
from long range into

GA IN F U L L C O N C UR R E N C E

AN D PA R TI C I P A TI O N BY T H E

A long -range plan is a managerial
exercise in which the controller plays only a limited— albeit important —part. The management group
will generally need to plan in terms Of statements of
broad policies and to examine the impact of these
policies by testing them against expected or simulated
economic conditions. Qualified economic analysts are
generally needed for this purpose, and one may have
to be sought from outside the business. You should
not attempt such an analysis unless you are thoroughly
skilled in the field.
MAN AGE MEN T G ROUP.

D E T E R M I N E C O S T A N D V O L UM E LEVELS O N A "P L AN N I NG -

"The plans

short -range
planning."

P R O D U C E A S TA T E M E N T O F TH E L O N G - RA N G E P L A N . When
developed, the plan may extend into the future for
varying periods. For example, capital expenditures may
be planned five years ahead, whereas sales may be
forecasted for only three years. It must be recognized
that the plan will generally be only tentative in many
respects and be subject to change as more facts become
known. The plan decided upon should be made a
matter of record and show such things as:

1.
2.
3.
4.

Areas for particular future study
Assumptions made
Deadlines for future actions
A display of planned profits and financial position

C O O R D I N A TE T H E L O N G -RAN GE AND SHORT -RANGE PLANS.

The passage of time will result in portions of the
long -range plans being used for short -range (year ahead) planning. The plans should therefore be expressed in terms that enable them to be readily corrrbined and permit an easy conversion from long -range
into short -range planning.
The controller who is able to assist in developing
a long -range plan generally builds himself into a position of great value to the other members of the management team. He is able to evaluate short -range
decisions in the light Of their long -range impact and
thus strengthen his ability to counsel wisely. Furthermore, his responsibility for routine budgetary preparation should be considerably eased by having a well defined pattern for the future of the company.
Research and Development
A phenomenon of recent years has been the increasing expenditure by American business on research and
development. It should be noted that many of the
nation's most successful businesses spend heavily in
this area. It is an area, however, that is little understood by the average accountant. He too often is
content to record the amounts spent, and compare
them with a budget, rather than to attempt to evaluate
the efficiency and effectiveness of the function.
There are two important ways in which you can
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it offers
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development
of his
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assist management in monitoring the profitability of
research and development expenditures.

REVIEW THE EFFICIENCY OF THE ACTIVITY. YOU should
personally, or through the internal auditor, gain an
accurate picture of the efficiency of the research and
development activity. Periodic reviews should suggest
questions on such matters as:
1. The development of an operating plan as a basis
for action
2. The assignment of work on a project basis
3. The control over researchers' time
4. The proper scheduling of each project
5. The maintenance of effective facilities, laboratories
and libraries
6. The exercise of prompt action on completion of
each project
7. The adoption exercise of sound expense controls
EVALUATE THE EFFECTIVENESS OF THE ACTIVITY. No matter how efficiently the research and development
function is performed, it may still fail to produce
effective results. You should evaluate the effectiveness
of this activity in monetary terms. The evaluation
should extend over a period of years because of the
normal lag between the beginning of work on a project
and its ultimate production of economic benefit. To
carry out an evaluation, you should attempt to:
1. Determine the amount of profit produced and
capable of being produced by each research and
development project.

2. In the case of profits not yet materialized, discount
the profits of future periods because of (a) the
factor of uncertainty, (b) the prospect of changes
that might reduce the profitability, (c) the cost
of money, and other factors.
3. Apply a money value to other services performed
by the research and development group, based on
a market value agreed upon between the research
and development staff and the department receiving the service.
4. Total the expenditures of the research and development group.
5. Subtract the total expenditures from the sum of
discounted profits produced and services provided.
If the result is a plus figure, it tends to denote
that the activity has been effective.
While it is important to evaluate the gains produced
from the research and development function, it would
be unwise to assume that arithmetical calculations can
reveal its effectiveness without also giving due consideration to a number of intangibles that cannot be
expressed in monetary terms.

Conclusion
The facets of a controllership discussed in this article
were selected for their potential impact on company
profitability. They are not the only ones, but they
should focus attention on the opportunities available
to a controller who wants to assist in planning for
and obtaining profit. It may be an onerous task, but
it offers great satisfaction to the man who aspires to
actively participate in the development of his company.
❑

LETTERS to the editor
Continued from page 8
us in the field was to "steal" our accountants from other hospitals. His answer was that this should prove easy for us, since
we were stealing from the public on a routine basis. He was
quite serious. The accompanying "guilt by association" concept
implies that we in the field are ex officio, if not card carrying,
members of a fraternity of thieves. Since our local chapter has
been trying to interest hospital accountants in becoming
members of NAA, the remarks were at least unwise, as well
as unwarranted. It does point up the need for informing the
lay public of the problems faced by present day hospitals.
Much of the blame must be placed on the early concept
of hospital financial management. Operating deficits were corrected by community fund drives. This is no longer practical,
and only major capital improvements require this approach.
Emphasis placed on the term "non- profit" was misleading. No
organization can really be non - profit. You either make money
or lose money. More and more hospitals are realizing that they
must become self - sufficient, and not rely on public donations
to offset added costs of operations. Emphasis is placed on service,
with profit as a secondary theme. To this extent hospitals differ
from industry per se.
We do not have the Internal Revenue Service to supervise
our operations, but this does not mean that we have no controls
at all. To participate in Blue Cross and Medicare programs,
we must be accredited by a Board of Professionals. Their exami48

nations are much more demanding and inclusive than those
for our colleges and universities, since hospitals are involved
in life itself. In addition, programs set up by national and state
hospital associations in conjunction with representatives of Blue
Cross and Medicare provide and supervise cost systems and
programs required for all hospitals receiving reimbursements
for cost from Blue Cross and Medicare. We are paid on an
actual costs basic and not as a result of charges billed. The
cost study which we make each year is subject to audit by
outside auditors representing Blue Cross and not due to the
charges set up by our administration or by our Board of Directors. Incidentally, the auditing of our hospitals is done by
national firms such as Ernst & Ernst and Seward & Monde,
and the cost program in Connecticut is used as a sample for
all other states.
The law of supply and demand is not the controlling factor
in hospital economics. If the public was informed of the real
situation existing due to soaring labor and materials costs they
would realize that soaring room rates are directly affected each
time labor costs to us or our suppliers are increased. In this
respect we.are no different than any other organization providing products or services.
Clifford R. Young
Business Office Manager
Windham Community Memorial Hospital
Willimantic, Conn.
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PENSION FUND
CONSIDERATIONS
Pension Plans Are Long -Term Commitments And Require Regular Analyses
By Actuaries To Determine The Proper Annual Costs And Funding Status

By J. A. Schuchart and
W. L. Sanders, Jr.

against which attainment of plan objectives can be
measured.

In recent years, the numbers and amounts of pension
funds have grown enormously. The Securities and
Exchange Commission has compiled data showing that
non - insured pension fund assets have increased from
approximately $33 billion in 1960 to an estimated $80
billion in 1968.' This represents an increase of more
than 140 percent in that eight year period. Note that
the reference here is to non - insured pension funds only,
since insured pension funds are handled and controlled
by insurance companies and generally contain certain
guarantees.
During this same 8 -year period, common stocks
contained in pension funds have grown from $11 billion in 1960 to more than $40 billion in 1968, representing an increase of nearly four times.' In 1968,
common stocks represented approximately 50 percent
of the total assets of all private, noninsured, pension
funds. This has resulted in pension funds becoming
very large buyers and sellers of stocks in the stock
market. During 1968, such funds made purchases of
more than $6 billion of common stock and during
the first three months of 1969 purchases of common
stock have continued at a slightly higher pace.'
Thus, while under ever - increasing economic and
social pressure to obtain the highest level of guaranteed retirement income possible, responsible management must make an omnibus and comprehensive study
to effect a maximum return on its funded investment.
Basically, management must recognize four principal
areas for consideration. The first consideration is to
examine the most common actuarial assumptions used
to compute contributions to the pension fund and
identify those most sensitive to cost. The second consideration is the choice of funding method. The third
consideration concerns the pertinent Accounting Principles Board's Opinion No. 8 requirements which
affect the accounting for pension costs. And the last
consideration is the evaluation of the performance of
the fund, which requires a critical appraisal of possible
results and the development of performance standards

Actuarial Assumptions
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Actuarial assumptions are estimates of various contingencies that will affect the payment of benefits.
Once a set of assumptions has been chosen, the estimated lump sum cost (present value of benefits) of
a plan on a specific date is fixed. This total present
value of benefits is then allocated over different time
periods by means of the funding or actuarial cost
method. The method may be effectively considered
to be a budgeting device.
The most generally used assumptions are listed
below. In the paragraphs that follow, each will be
discussed, with emphasis on the impact on cost.
1.
2.
3.
4.
5.

Interest or return on the pension funds invested
Fund appreciation'
Mortality
Turnover
Retirement age

The interest or return on funds invested and fund
appreciation normally have the greatest impact on
pension cost. As return and appreciation increase, costs
decrease or benefits may be increased at substantially
the same cost. Pension fund performance (return) thus
assumes new significance.
Variations in the mortality assumption' have a more
limited cost impact. A higher mortality rate reduces
costs since fewer employees survive until retirement.
After retirement, benefits are paid on the average
for a shorter period of time. Should the pension plan
provide a death benefit or pre -ret irement widow's
"Pension Funds and Capital Markets," Business Conditions, August 1969, Federal
Reserve Bank of Chicago, p. 8.
Ibid.
' "Statistical Series," Release No. 2406, Secu rities and Exchange Commission,
Washin gton, D.C., Decemb er 12, 1969, p. 1.
' The amo un t o f annu al ap preciation is gen erally assu med to b e the differen ce
between the actual return earned and the assumed return. As far as the valuation
of pension liabilities and costs is concerned, there is no need to distinguish between
fund appreciation and interest earn ings or d ivid end incom e, altho ugh these are
frequently treated differently.
s Mortality is usually determined fro m a standard table, modified for specific
company experience or by the consulting actuary based on his judgment.
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"There is no
end to the
variety of
funding
methods
theoretically
possible."

benefit, the plan cost could be adversely affected by
abnormal experience.
Turnover, on the other hand, could have a significant impact on cost. The impact of a given rate of
turnover varies depending upon the benefits provided
to employees who terminate with vested rights.
Salary progression, too, has a significant effect on
cost since benefits are frequently related to salary
during the later years of employment. During a period
of inflation when salaries increase faster and at higher
rates, pension costs can be expected to increase in order
to fund the anticipated retirement benefit based on
present salaries. A typically used scale averages five
percent with the scale inversely related to age. In this
case, at age 25 the increase is seven percent decreasing
to four percent at age 58.
Retirement age is another assumption of great significance. A variation of one year in the assumed average
age at retirement can cause a difference in the estimated cost of a pension plan of about 10 percent.
If, in fact, the actual experience of a plan (not specifying a fixed retirement age) is that retirements occur
on the average at an age one year younger than was
assumed, then this will result in actual costs being
approximately 10 percent higher than expected. If the
pension plan provides liberal early retirement benefits
or full benefits prior to the date of normal retirement,
there will be an additional cost as compared to a
pension plan which does not provide such benefits.
This extra cost can be estimated by making an actuarial assumption as to the percent of the employees
who will become eligible and elect to exercise such
benefits.
The age at which employees become eligible for
a pension plan is determined by its provisions. Occasionally employees are arbitrarily excluded from the
funding of the plan until they have coinpleted certain
age and service requirements even though they may
be entitled to full credit from the date of employment.
This device is primarily a matter of administrative
convenience and is appropriate where pension costs
will not be significantly distorted by its use.

Funding Methods
There is no end to the variety of funding (actuarial
cost) methods theoretically possible. However, most
of the methods in common use fall into one of the
following categories:

ual level premium method, costs are always spread
over an employee's future service. No part of the cost
is separately identified as a part service cost or specifically attributed to an employee's prior service. Therefore, when a plan is first adopted or is amended to
increase pensions, costs for older employees are spread
over a relatively few years until their retirement and
are relatively high. As these older employees retire
and are replaced by younger employees, the costs for
the younger employees on the average are spread over
a longer period and are therefore less.
A common variation is to apply the method only
to benefits accruing after the date of the plan. In this
case, benefits attributed to service before the date of
the plan are separately identified and their cost is
provided for under a different funding schedule.
EN T R Y AG E ME T HO D

The cost of an employee's pension is determined
as a level annual cost from his entry age —the earliest
date he would have been eligible for the plan, assuming
the plan had been in existence since the employee
was hired —until his retirement age. This level annual
amount is called the normal cost. The theoretical
accumulation of the normal costs from an employee's
entry age to the current date —the amount that would
have been accumulated in a pension fund if the normal
cost had been paid each year from the employee's
entry age to the current date —is usually called the
actuarial liability, (sometimes referred to as the past
service cost or accrued liability). Since on the date
the plan is started these past normal costs have not
been paid, the actuarial liability is unfunded and it
is often funded by level payments over a period of
years.
If, at any time, an employee's pension increases
above the amount originally anticipated, the cost of
the increase in pension is similarly spread from the
employee's entry age (not from his attained age) to
his retirement age, thereby creating an increase in both
the normal cost and the actuarial liability.
The annual contribution to a pension plan under
this method is normally the sum of the normal cost
and a payment toward the actuarial liability—a payment which may be equivalent to the interest on the
unfunded balance or which may also include an
amount intended to reduce the unfunded balance.
PR OJ EC T E D BE NE FI T CO ST M ET HO D

1.
2.
3.
4.

Attained age method
Entry age method
Projected benefit cost method
Accrued benefit cost method

AT T AIN ED AGE M ET HO D

The cost of each employee's pension is initially
determined when he is first covered by the plan as
a level annual amount payable from his attained age
to his retirement age. If, at any time, his pension
increases above the amount initially anticipated, the
cost of the increase is similarly determined as a level
annual amount, payable from his then attained age
(when he becomes eligible for the increase) to his
retirement age.
Under this method, which is also called the individ50

The projected benefit cost (aggregate) method applies on a collective basis the principle followed for
individuals in the individual level premium (attained
age) method. That is, the entire unfunded cost of
future pension benefits (including benefits to be paid
to employees who have retired as of the date of the
valuation) is spread over the average future service
lives of employees who are active as of the date of
the valuation. In most cases, this is done by the use
of a percentage of payroll.
The aggregate method may deal separately with past
service cost or may, instead, include such cost in normal cost. Actuarial gains and losses enter into the
determination of the contribution rate and, consequently, are spread over future periods.
Under stable conditions, annual contributions deMANAGEMENT ACCOUNTING /MARCH 1972

crease, but the rate of decrease is less extreme than
under the individual level premium method. It amortizes past service cost (if not separately identified) over
the average future service lives of employees, thus
avoiding the very short individual amortization periods
of the individual level premium method.
The aggregate method may be modified by introducing past service cost. If the past service cost is
determined by the entry age normal method, the
modified aggregate method is the same as the entry
age normal method applied on the aggregate basis.
If the past service cost is determined by the unit credit
method, the modified aggregate method is called the
attained age normal or attained age level method.
The aggregate method is used principally with trusteed plans and in many cases with deposit administration contracts as well.
AC CR UE D B EN EF I T CO ST ME T H OD (UNI T
CRE DIT ME T HO D}

Future service benefits (pension benefits based on
service after the inception of a plan) are funded as
they accrue —that is, as each employee works out the
service period involved. Thus, the normal cost under
this method for a particular year is the present value
of the units of future benefit credited to employees
for service in that year (hence unit credit). For example, if a plan provides benefits of $5 per month for
each year of credited service, the normal cost for a
particular employee for a particular year is the present
value (adjusted for interest, mortality and usually for
turnover) of an annuity of $5 per month beginning
at the employee's anticipated retirement date and
continuing throughout his life.
The past service liability is the present value at the
plan's inception date of the units of future benefit
credited to employees for service prior to the inception
date.
The annual 'contribution ordinarily comprises (1)
the normal cost and (2) an amount for past service
cost. The latter may comprise only an amount equivalent to interest on the unfunded balance or may also
include an amount intended to reduce the unfunded
balance.
As to an individual employee, the annual normal
cost for an equal unit of benefit each year increases
because the period to the employee's retirement continually shortens and the probability of reaching retirement increases; also, in some plans, the retirement
benefits are related to salary levels, which usually
increase during the years. As to the employees collectively, however, the step -up effect is masked, since
older employees generating the highest annual cost
are continually replaced by new employees generating
the lowest. For a mature employee group, the normal
cost would tend to be the same each year (except for
the effects of plan amendments).
The unit credit method is almost always used when
the funding instrument is a deferred group annuity
contract and may also be used in trusteed plans and
deposit administration contracts where the benefit is
a stated amount per year of service. It is less frequently
used where the benefit is a fixed amount (for example,
$100 per month) or where the current year's benefit
is based on earnings of a future period.
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Accounting Considerations
Certain pertinent provisions of Opinion No. 8 of
the APB should be borne in mind when dealing with
the accounting for pension costs. The costs should be
accounted for on an accrual basis with all variable costs
applicable to an accounting period included in the
provision. The accounting method adopted to determine the pension cost must use an acceptable actuarial
method consistently applied from year to year and
result in a provision between the minimum and maximum levels prescribed.

"The costs
should be
accounted for
on an accrual
basis ..."

MIN IM UM ANNUAL P EN SIO N CO ST

The minimum annual pension cost provision should
include "normal cost" plus an amount equivalent to
interest on any unfunded "prior service cost." Also,
an additional provision must be made when the actuarially computed value of t he amount of vested
benefits due within the Plan does not meet the mathematical test described in the Opinion.
To readily understand the principle involved in the
latter provision, it is essential to obtain a clear understanding of what is meant by "vested benefits." Vested
benefits represent the actuarial value of benefits due
to retired employees (and optional beneficiaries, if
any) plus the actuarial value of vested benefits due
active or former employees when the Plan calls for
vesting rights prior to retirement. It is to be noted
that vested benefits prior to retirement are determined
by the specific terms of the individual Plan.
MAXIMUM ANNUAL PEN SIO N C OST

The maximum annual pension cost provision should
not be greater than the total of (1) normal cost and
(2) 10 percent of prior service costs (until fully amortized), adjusted by an amount equivalent to interest
on prior -year funding in excess of or less than provisions (prepayment) for pension cost.
With respect to the amortization of prior service
cost, these may be spread equitably over a 10 -year to
40 -year range. Each revision in the Plan that increases
the benefits retroactively introduces an independent
prior service cost item and each of these costs may
be amortized equitably over its own selected span of
years within the 10 -year to 40 -year range.
MINIMUM - MAXIMUM LIMITS

Whether your company's annual provision for pension costs falls within the limits of the minimum and
maximum provisions is the question which will be
asked (if it has not already been asked) by your independent accountants. It can readily be seen that the
answer is not easily obtained. On the contrary, the
only person who can provide the answer is an actuary. Therefore, those of us responsible for our financial results should have taken steps to determine
whether our annual provision for pension cost, in
accordance with past practice, does fall within the
prescribed limits. This is by far the most important
section of Opinion No. 8 for accountants to be aware
of and with which they will be concerned.
ACTUARIAL GAINS AND LOSSES

The Opinion states that actuarial gains and losses
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"Pension plans
are long -term
commitments
and require
regular
analyses by
actuaries

. . ."

should be given effect in the provisions for pension
costs in a consistent manner that reflects the long range nature of pension costs. Three methods of accomplishing this objective are:
Spreading over the current year and future years,
where this does not result from routine application
of the actuarial method
Applying an average amount based on past experience
Applying net gains as a reduction of prior service
cost so as to reduce the amount of interest or
amortization, but not the amortization period
Gains and losses that arise from a single occurrence
not directly related to the pension plan and not in
the ordinary course of the employer's business should,
however, be recognized immediately. The adjustment
should be treated as a net business gain or loss from
the occurrence and not as an adjustment of pension
cost for the year.
As to unrealized appreciation and depreciation in
equity holdings by a Fund, the Board states "that these
should be recognized in the determination of the
provision for pension cost on a rational and systematic
basis that avoids giving undue weight to short -term
market fluctuations." Fluctuations in the value of debt
securities which are expected to be held to maturity
and redeemed at face value are normally not recognized.
While the area of actuarial gains and losses generally
is within the scope of the actuary's responsibility, the
accountant must have an understanding of the assumptions which an actuary uses to determine the
company pension expense. Major assumptions with
which he must be familiar are those relating to mortality tables used, rate of employee turnover, rate of
anticipated wage increases, anticipated interest earnings by the Fund, and appreciation and depreciation
of the equity investments of the Trust Fund.
The Board prescribes items which it believes to be
of such significant importance that they should be
disclosed in financial statements or their notes. The
items are:
1. A statement that such plans exist, identifying or
describing the employee groups covered
2. A statement of the Company's accounting and
funding policies
3. The provision for pension costs for the period
4. The excess, if any, of the actuarially computed
value of vested benefits over the total of the pension fund and any balance sheet pension accruals,
less any pension prepayments or deferred charges
5. Nature and effect of significant matters affecting
comparability for all periods presented, such as
changes in accounting methods (actuarial cost
method, amortization of past and prior service cost,
treatment of actuarial gains and losses, etc.)
changes in circumstances (actuarial assumptions,
etc.), or adoptions or amendment of a plan
These disclosure requirements will have to be carefully considered by the accountant when financial
statements are prepared. Note that item 4 will necessi-

tate a determination by an actuary. Also, a decision
must be made as to whether the assets of the pension
fund are to be quoted at cost or market. At present,
there is divided opinion as to which is the appropriate
method for disclosure purposes, although market value
has proved acceptable. Further, if the market value
is used, does it only refer to equity items or must
the usual bond depreciation amounts be netted against
equity appreciation?

Techniques for Evaluating Performance
When a retirement fund is referred to, such reference is to the typical non - insured fund managed by
a trustee, usually a bank, under an agreement setting
forth the rules by which the trustee is to abide in
administering the pension fund. It will either give the
trustee all the responsibility for selection of investments, or some part of it, with the remainder being
retained by the trustor. Such matters as termination
of and compensation for services are typically included
in the agreement.
SELF ADMINIST RAT ION

Although traditionally, non - insured pension funds
have been handled by bank trustees, the recently
emphasized impact on profits and the enormous
amounts of funds involved has caused investment
advisors and insurance companies to become interested
in this area, and are now offering management and
advisory services. Today's corporate pension plan administrators are also becoming more performance
oriented and, as a result, much more attention is being
paid to this phase of pension plan administration.
Self- administration is becoming more commonplace
than ever before, and these funds may be completely
controlled and operated by the companies to the
extent they decide what will be bought and sold, and
when.
The basic reason for the added interest in performance is that an increase in investment return on a
pension fund, if consistently maintained, will significantly improve the plan growth and, consequently,
reduce the cost of pension expense to the companies
or increase benefits to employees. It is generally believed that an increase of one percent in return on
a pension fund investment, if achieved year in and
year out, may produce about 20 percent reduction in
pension costs to an operating company or, to say it
another way, an increase of one percent in return on
pension fund investments would make possible an
increase of 25 percent in pension benefits for the same
outlay. The effect of continuous long -term investment
gain and high rates of return is clearly illustrated in
20 -year and 30 -year investment periods. For example,
in 30 years a 101/2 percent rate of return on a pension
fund can produce more than double the return provided by a seven percent rate of return and more than
seven times what would be provided by a three and
one half percent rate of return.
F UN D G R O W T H

Pension plans are long -term commitments and require regular analyses by actuaries to determine the
proper annual costs and funding status. Future investment return is an important factor in the actuarial
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calculation of the annual cost to be provided by the
company and, if contributory, the amount of its employees' contributions. Thus, in the beginning, the
company and employee contributions are the major
factors in the growth of a pension fund, but after some
period of years, the investment gain or improvement
in the fund becomes the major element in the growth
of the fund. As the investment return grows in importance, it can have a significant effect on the amount
of pension expense which is incurred by the company
and contributions of its employees. These facts have
created great interest on the part of corporate administrators of pension funds in obtaining better performance from the investments in those funds. In turn,
this interest has created the need for methods of
measurement and evaluation of investment performance for pension funds and much research is being
done in these areas.

balanced mutual funds in assessing how its pension
fund has performed. In making comparisons, some
companies are content to compare the performance
of their pension funds with the stock market in general.
In some cases, the better known market indices, such
as the Dow -Jones or Standard and Poor's averages, are
used for this purpose.
While not necessarily recommended, perhaps one
of the simplest ways to compare performance is for
a corporation to have more than one trustee and to
measure the performance of one against the other.
This is being done by some of the conglomerates, since
in the process of making numerous acquisitions, they
have also acquired several trusteed pension plans. In
this kind of a comparative situation, it is sometimes
possible to reward the trustee with the best performance by making contributions to the fund of the
trustee with the best performance each year.

MEASUR ING PE RFO RMANCE

Conclusion

There are various ways in which to measure performance of a pension fund. One is to establish a goal
to be achieved by the fund. In this case, the degree
to which the fund performance actually reaches the
goals established is the measurement of the performance. Of course, the company can compare the current year's performance with that achieved over the
previous year or years. This does not, however, render
any assurance that the trustee presently employed has
done as good a job as some competing trustee has
done for his clients during the same period. A third
way would be to compare the performance of one
pension fund with the performance of another fund.
In the latter case, the company should be certain that
all the conditions relating to the two funds are substantially the same so that there can be a true comparison.
There are those who measure the return of the
equity portion of pension funds against the return
obtained by various mutual funds. In order to make
such a comparison, they seek and find individual mutual funds whose objectives in terms of income versus
asset growth are quite similar to those of the equity
portion of their pension fund portfolios. A more common practice, however, is to compare the performance
of the pension fund with the average performance of
a group of mutual funds. A petroleum company, for
instance, uses the average return of the ten largest
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"There are
various ways
in which to
measure
performance
of a pension
fund."

In measuring the performance of a pension fund,
a rate of return should be determined on the fund's
assets which should be made up of (a) investment
income in the form of interest, dividends and similar
income and (b) the growth of the fund's assets during
the period. The market value of the fund's assets at
different points in time should be the basis for arriving
at these rates of return. This should take proper account of payments into the fund by the corporation
and withdrawals from the fund for pension benefits.
Since the ability of a fund to provide benefits is
determined by the market value of its assets, measurement of performance should also be based on the
market value, not the cost.
The performance of pension funds should be measured in two dimensions: rate of return and risk. Rate
of return should be based on income and on changes
in the market value of assets held in the fund. With
regard to risk, one generally accepted proposition is
that investors on an average can obtain a higher rate
of return by assuming a greater risk. For example,
low -grade bonds on the average produce a greater
return than high -grade bonds. Low -grade stocks may
produce a greater return than high -grade stocks and
stocks on the average produce a greater return than
bonds. All these considerations may, in the final analysis, be summed up in three words: measure, compare,
and evaluate.
❑
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Books

FOR THE MANAGEMENT ACCOUNTANT

CONTEMPO RARY COST ACCOUNTING AND
CONTROL

DATA PROCESSING ADMINISTRATION

George J. Benton

Martin L. Rubin, Editor

Dickenson Publishing Co. Inc., 10 Davis Drive, Belmont,
Calif. 94002, 1970, 515 pp., paperbound, $10.60.
The author's purpose is to provide the best contemporary
thought on nine important subject areas and thus to serve
as supplementary reading for students of the subject.

Auerbach Publishers, 1101 State Rd., Princeton, N.J.
08540, 1971, 600 pp., clothbound, $29.95.
The handbook explains how to structure, staff and budget
the data processing organization. It also discusses the
decision making processes for purchasing, leasing or renting
computers and provides guidelines for time- sharing.

SELECTED STUDIES IN MODERN
ACCO UNTI NG

BUSINESS DATA PROCESSING

1971 Edition
American Institute of Certified Public Accountants, 666
Fifth Ave., New York, N.Y. 10019, 1971, 96 pp., paperbound, $3.00, members $2.40.
A group of articles '.om the Journal of Accountancy
selected for their continuing interest and usefulness in
a wide range of accounting, auditing, business management and professional subjects.

ACCOUNTING FOR PRODUCT -LINE REPORTING

Frederick M. Eisner, Author & Publisher
16 Hotel Drive, White Plain, N.Y. 10605, 1971, 684 pp.,
clothbound, $21.00.
The author provides a completely worked out distribution
cost accounting system. Designed to comply with new SEC
reporting requirements, he discusses accounting from
transactions of original entry to final meaningful and
reliable reports on product lines.

STUDIES IN BUDGETING

R. F. Byrne, A. Charnes, W . W . Cooper, O. A. Davis
and Dorothy Gilford, Editors
North Holland /American Elsevier, 52 Vanderbilt Ave..
New York, N.Y. 10017, 1971, 392 pp., clothbound, $24.95.
This book contains a collection of papers representing
recent research in budgeting and involves new approaches
to many important topics.

Handbook of Data Processing Management, Vol. 6.

Third Edition
Elias M. Awad
Prentice -Hall Inc., Englewood Cliffs, N.J. 07632, 1971,
632 pp., clothbound, $10.95.
The current edition reflects new developments such as
the minicomputer, time shared data processing, on -line
man - machine communications.

ELECTRONIC DATA PROCESSING
SYSTEMS AND PROCEDURES

George A. Gleim
Prentice -Hall Inc., Englewood Cliffs, N.J. 07632, 1971,
305 pp., clothbound $7.50, paperbound $5.95.
This book contains an overview of EDP terminology and
concepts through the third generation which encompasses
high level languages, systems analysis and the use of mass
storage devices. Appendix A includes 187 pages of excerpts
from an actual corporation standards manual.

EDP SYSTEMS FOR CREDIT MANAGEMENT

Conon D. Whiteside
John Wi l e y 6 Sons, Inc., 605 Third Ave., New York,
N.Y. 10016, 1971, 191 pp., clothbound $11.95.
This volume presents a practical approach to the design,
development and installation of a successful and profitable
computerized system for trade receivables, credit and
collection operations.
COMPUTER INDUSTRY ANNUAL

BUDGET INNO VATI ON IN THE STATES

Allen Schick
The Brookings Institution, 1775 Massachusetts Ave.,
N. W. , Washington, D.C. 20036, 1971, 223 pp., clothbound, $6.95.
A review and commentary on the two most recent attempts to improve State Budgeting — Performance Budgeting in the 1950s and Planning- Programming- Budgeting
in the 1960s.
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3rd Edition
Computerfiles, Irw., 221 Baker Ave., W. Concord, Mass.
01781, 1971, 616 pp., $20.00.
This guide, described by the publisher as a basic tool for
purchase, research or design, presents up -to -date factual
data on computer products and services. Information is
provided for comparing, selecting, specifying and purchasing computers, peripherals, data systems and related products.
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Concepts For
Contract Costing
The Committee on Management Accounting Practices presents
the following as its official statement on concepts for contract
costing. The purpose of the statement is to provide the criteria
against which specific cost accounting standards can be tested
to provide better assurance that they are consistent and are
not based on mutually exclusive or conflicting objectives.
The MAP Committee appointed a subcommittee in early
1970 to study basic cost concepts. Members of the subcommittee (Robert N. Anthony, Chairman; Wilber C. Haseman, Bernard H. Semler, Gordon Shil1inglaw and Donald J. Trawicki)
had their first meeting on March 10, 1970. Since the emergence
of the Cost Accounting Standards Board appeared imminent,
it was decided that the initial set of concepts should be oriented
toward contract costing.
The subcommittee met several times to develop a discussion
draft which was the topic for forum meetings in late May and
June of 1970. Following these and several meetings with the
CASB staff (see Letter, next page), the MAP Committee finalized this official statement.

1. Preamble
I.I.THE

PROBLEM. One function of accounting is to measure
the amount of cost incurred to produce specific products or
services as a basis on which the price to be paid for those goods
or services can be established. Neither tax law nor generally
accepted accounting principles can be expected to provide
adequate guidelines for this purpose. Tax law determines how
the taxpayer's tax liability for individual periods is to be computed, while "generally accepted accounting principles" govern
the measurement of an entity's income for specific periods and
the measurement of its assets, liabilities and owners' equities
at given points in time. Different measurement methods may
distribute costs among an organization's activities in any of
several ways and still produce identical taxable income figures
and identical reported net income. Thus guidelines supplementary to generally accepted accounting principles are necessary for the measurement of the costs of goods or services when
such costs are used as a basis for establishing prices.
Cost accounting ordinarily cannot measure the actual cost
of a contract. Cost Accounting Standards, however, can enhance
the likelihood of agreement that the measurement of cost is
equitable.

1.2. THE P URP OS E O F THI S STA TE MEN T. The purpose Of this statement of costing concepts is to provide the criteria against which
specific cost standards can be tested to insure that they are
internally consistent and relevant to the measurement purpose
MANAGEMENT ACCOUNTING /MARCH 1972

and not based on mutually exclusive or conflicting concepts.
The statement defines certain basic concepts that are applicable
when the measurement of cost becomes a basis for negotiations
between the buyer and seller. This occurs when contracts (a)
provide for reimbursement of costs, (b) contain price escalation
clauses, (c) are subject to price redetermination, or (d) subject
to other stated provisions which relate prices to costs.
This statement of concepts is applicable in connection with
costs that are used to establish contract price. The statement,
however, does not deal with all concepts applicable to pricing.
For example, it does not include concepts concerning risk, rate
of return on investment, competitive situation, subsidies to
socially desirable programs, reasonableness of price, profit, and
national policy considerations. An important point should be
noted about the relationship between costs and prices: if the
contracting parties believe that cost accounting (under standards
designed to enhance these conceptual objectives) will not furnish an agreeable result, they may make appropriate pricing
adjustments; they need not change the cost measurement practices.
In the interest of clarity of exposition, the concepts described
herein are worded in terms of their relevance to the measurement of costs incurred. It should be understood that the salve
concepts apply to the estimation of costs to be incurred, when
these estimates are to be used in negotiations between buyer
and seller as described above.
These concepts apply to the measurement of the total cost
of a contract. In many contracts, the buyer agrees to reimburse
the seller, not for the total cost whatever it may be, but rather
for the reasonable cost. The reasonable cost may be less than
the total cost; this is the case if the seller incurred unreasonable
costs in performing the contract. Concepts relating to reasonableness are intentionally omitted from this document. The
question of reasonableness is one aspect of the broader question
of allowability, which includes also the question of costs which
may be included or excluded on public policy grounds; such
matters are also intentionally omitted from this statement.
1.3. TER MIN OLO GY. A cost objective is any product, service,
organization unit, asset or activity whose costs are to be measured. The cost objectives that are relevant for the present
statement are (a) contracts and (b) noncontract work. Noncontract cost objectives can include (1) products worked on or
services provided that are not covered by contracts and (2)
additions to assets. The total cost of a period is the sum of
the costs of all contract and noncontract cost objectives.
Cost is a measure of the resources used to achieve a given
cost objective. A Cost Accounting. Standard is a normative
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statement indicating criteria to be followed in reaching decisions
on the assignment of specific cost elements or groups of elements to individual cost objectives.
Cost Accounting Standards are, in turn, used to provide
criteria against which specific cost accounting practices can be
tested.
1. 4. R E L A TI O N S H I P W I T H O TH E R C O N C E P T S . Th e A c c o u n t i n g P r i n -

ciples Board of the American Institute of Certified Public
Accountants has adopted statements of the concepts which are
related to the general environment of accounting. The concepts
applicable to measuring the cost of contracts are to be considered in the context of this larger environment.
The Accounting Principles Board has set forth qualitative
objectives that "are related to the broad ethical goals of truth,
justice, and fairness that are accepted as desirable goals by
society as a whole." I The qualitative objectives which are sought
for financial accounting are: relevance, understandability, verifiability, neutrality, timeliness, comparability, and completeness. Each of these broad qualitative objectives is applicable
to the measurement of contract costs.

2. Broad Ethical Concepts
Cost standards should be designed to assure that cost measurements will not conflict with the broad ethical goals of truth,
justice, and fairness. These broad goals can be represented by
specific qualities which are sought in contract costing, namely
objectivity, accuracy, uniformity, and comparability.
2.1.

O BJ E C TI V I TY.

Contract costs should be measured on the basis

C OST AC C OUNTI NG STAND ARD S BOARD
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Mr. L Mayne Keller, Chairman
Accounting Practices
Committee on Management
em
National Association of Accountants
919 Third Avenue
New York, New York 10022
Dear Mr. Keller:
The Cost Accounting Standards Board has followed with interest
y o ur Co mmi t t e e 's de ve l opmen t o f a s t a t e me nt o f c o nc e pt s f o r c o n t ra c t c o s t i n g.
We unde rst a nd t h a t t he s t a t e me nt i s t o be p ub li s h e d

in the March issue of Management Accounting.
The MAP Committee is comprised of outstanding representatives
of the accounting profession. Accordingly, the Board will recognize
the statement of concepts as coming from an authoritative body; and,
as such, the statement will be considered with other authoritative
literature of the accounting profession in the developm ent of Cost
Accounting Standards.
We appreciate your past assistance and look forw ard to a
continuing cooperative relationship with the National Association
of Accountants.

of an impartial consideration of the interests of the parties
to the contract. Each party has his own subjective idea of what
is fair, and objective facts cannot always close the gap between
the views of the opposing parties. Inevitably, differences iiI their
interests will lead the parties to disagree from time to time,
each of them believing that the applicable concepts and standards support his position. Even so, objectivity is a desirable
attribute, and explicit costing standards may be thought of
partly as surrogates for it. When applied, they should lead to
measures of contract cost that are not far from what a qualified
neutral party would regard as equitable.
Cost Accounting Standards should give due regard to the
interests of both parties. They should not be arrived at on
the basis of the immediate economic advantage of the choice
to either party; rather, decisions should be made on the basis
of equity. Cost Accounting Standards should also be designed
to enhance the likelihood that comparable transactions are
treated comparably.
It is understood that "objectivity" here includes the ideas
of "neutrality" and "fairness ".
2.2. ACCURACY. Accuracy in measuring contract costs is a goal.
Cost accounting techniques should be selected to enhance the
likelihood that the measure of cost will be a reasonable approximation of actual cost.
Cost Accounting Standards should provide guidance for the
selection of cost accounting practices designed to increase the
accuracy of the results to be obtained.
2.3. UNIFORMITY. Cost Accounting Standards should provide
criteria governing selections of cost accounting practices which
can be expected to produce like results whenever the surrounding circumstances are similar. Standards should also provide
criteria for defining the circumstances under which differences
are warranted and for deciding on the appropriate treatment
for each circumstance.
The general concept of uniformity does not mean that all
contractors must use the same chart of accounts, the same
printed forms, or the same cost assignment formulas. These
are procedural details.
2 . 4 . C O M P A R A BI L I TY.

Enhancement

of

co m pa r ab ilit y

in

co st

accounting from period to period within the same entity is
desirable. Cost Accounting Standards should encourage comparability.

3. Operating Concepts
Cost Accounting Standards should be developed to influence
the results of specific cost accounting practices. The extent to
which the broad ethical concepts described above (Section 2)
can be satisfied is, in general, hard to measure. The following
descriptions deal with more specific concepts. Progress toward
these operating objectives is likely to enhance attainment of
the more important general goals.

nc ely your
3 . 1 . M I N I M U M D UP L I C A T I O N . A c c o u n t i n g s e r v e s m a n y

Chai roan

purposes;

so does cost accounting. Most requirements for accounting
information are compatible with one another, although not
identical. To the extent practicable, the same accounting records should serve all of management's needs. In particular,
costs for contract costing should be compatible with costs used
for financial reporting, to the extent that this is practicable.
3 . 2 . C O N S I S TE N C Y O V E R T I M E . C o s t m e a s u r e m e n t s h o u l d b e c o n -

sistent from one period to another and even within an account56

MANAGEMENT ACCOUNTING /MARCH 1972

ing period, unless there are significant reasons for changes.
Changes in measurement methods should be made (a) to increase their accuracy materially —that is, to make them reflect
the other costing concepts more fully provided the cost of
achieving the added accuracy was reasonable, (b) to attain an
adequate degree of accuracy at a lower record keeping cost,
or (c) to comply with changes in standards.
Cost Accounting Standards should be designed to prevent
changes in method from period to period or even within an
accounting period which are intended primarily to give an
advantage to one of the parties. (See 2.4.)
3.3. INTER OB JE CTIVE C ON SIS TE NC Y. The Same cost concepts and
standards should form the basis for cost measurement for both
contract and noncontract cost objectives. In practice, this means
that the approach for determining the amount of cost assignable
to a product, project or other cost objective will be the same
whether or not it is a contract in the meaning of this statement.
Interobjective consistency does not require identical book keeping procedures for contracts and noncontract cost objectives.
3.4. V E R I F I A BI L I TY. Measures of cost should be objectively verifiable. (See 2.1.) "Verifiability is that attribute of information
which allows qualified individuals working independently of
one another to develop essentially similar measures or conclusions from an examination of the same evidence, data or records."'
The desire for verifiability does not preclude the exercise
of judgment in measuring contract costs; the measurement of
contract cost is not a routine matter.
The goal of verifiability means that an independent professional observer should be able to trace every element of cost
assigned to each contract back to the basic facts or assumptions
which led to its assignment to the contract.
3.5. G O IN G C O N C E R N A N D TE R M IN A TIO N . Unless there is adequate
substantive evidence to the contrary, cost measurements for
contract costing should reflect the concept of enterprise continuity; that is, they should be based on the assumption that
the organization will maintain its operating capability indefinitely by suitable maintenance, training, planning, and various
kinds of replacement expenditures. This is consistent with the
definition recently published by the Accounting Principles
Board: "An accounting entity is viewed as continuing in operation in the absence of evidence to the contrary. " r
If there is adequate substantive evidence that the enterprise
will not continue after the contract work has been completed,
or shortly thereafter, then the cost of the contract should
include relevant liquidating costs related to the contract and
the unamortized cost of assets acquired for that contract, adjusted for the resale value of those assets.
3.6. D IR E C T CH A R G IN G . Cost Accounting Standards should be
designed to encourage direct charging to cost objectives. All
classes of costs which practicably can be traced to contracts
should be charged directly to them. Costs are traceable to
contracts if they are caused by those contracts. All other costs
are indirect costs; these are assigned to contracts as described
in 3.7.
3.7. A L L O C A TIO N O F IN D IR E C T C O S T. All Indirect costs should be
allocated to cost objectives. An indirect cost is one which,
because of its incurrence for common or joint objectives, is
not readily subject to treatment as a direct cost.
An indirect cost is allocable to a contract if it is necessitated
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by that contract and other cost objectives; or if it supports
a portion of the operation's capability that is necessary for the
type of work that is done under the contract, product line or
class of customer activity, even though a direct relationship
to any particular cost objective cannot be shown.
For those indirect costs which are necessitated by cost objectives, the amount of the cost allocated to the cost objective
should be measured in accordance with the beneficial or causal
relationship between the cost and the cost objective. Cost
Accounting Standards should provide guidance for the techniques to be followed where benefits cannot be well measured.
This does not mean that the costs of noncontract cost objectives must be recorded in the same manner and detail as are
contract costs. It does mean that the records must be adequate
to substantiate the amounts charged to contracts. It also means
that classes of costs which have been charged directly to cost
objectives for contract or noncontract work (See 3.6.) must be
excluded from allocable indirect costs so that there will be no
double counting on contracts.
3.8. H O M O G E N E I TY . For allocation of Indirect cost, costs should
be accumulated in logical indirect cost accounts, which accounts
are then pooled for allocation. These pools should be relatively
homogeneous; that is, all costs in any one pool should be
governed mainly by the same set of determinants and the
relative importance of each determinant should be about the
same for each cost element in any given pool. Materiality of
the amounts in a pool and the cost of maintaining records
of a pool and assigning it to cost objectives should be considered
in the determination of the number of pools. (See 3.11.)
3.9. P E R I O D I C I TY. Cost Incurred in any time period should be
charged only to cost objectives of that time period, including
items capitalized. This is the essence of the accrual concept
in accounting. It means that if a contract extends over parts
of two time periods, contract costs should be identified separately for the work done in each period.
3.10. EX C L US I V ITY. Given elements of costs of a given time
period should not be assigned more than once to a given cost
objective. Double counting would be a violation of this concept.
3.11. M A T E R I A L I TY. These concepts are objectives to be considered in determining the amount of cost assigned to a contract
or other cost objective. Cost standards will apply as determinants of the validity of procedures used to attain these goals.
It may be appropriate to use simple procedures and short -cuts
for transactions and classes of actions which have minor significance on cost assignment and cost determination.
El
Management Accounting Practices Committee
1.
ROB E RT

N.

W A Y N E KE L LE R,

AN TH ON Y

E. B R O W N E
R. L E E B R U M M E T
E. W . K E L L E Y
R. W A Y N E O A TE S

R O B E R T BE YE R
JOSEPH

F. B O N D
C. BR A B STO N

DONALD

BERNARD

Chairman
DUDLE Y

H.

SE M L E R

1
Accounting Principles Board, Statement No. 4. See Section 1024.14 of the Statement
of
Generally Accepted Accounting Principles. dated February I, 1971.
2
American Accounting Association. A Statement
Basic Accounting Theory (Evanston, IIL:
of
American Accounting Association, 19661 p. 7. A similar wording has been published by the
Accounting Principles Board of the American Institute of Certified Public Accountants, "Basic
Concepts and Accounting Principles Underlying Financial Statements of Business Enterprises."
Statement
of the Accounting Principles Board. No. 4 (New York: A.I.C.P.A., 1970.1 p. 37.
r Accounting Principles Board of the American Institute of Certified Public Accountants, "Basic
Concepts and Accounting Principles Underlying Financial Statements of Business Enterprises."
Statement of the Accounting Principles Board, No. 4 (New York: A.I.C.P.A., 1970). p. 45.
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Philadelphia's most famous shrine houses the Liberty Bell which attracts millions of visitors each year. NAA'ers will have an opportunity to see the bell during the Annual International
Conference, lune 25 -28.

PHILADELPHIA HOSTS
LIBERTY BELL
CONFERENCE-1972
It's An Historic, Charming City As NAA'ers
Will Discover When They Attend The 1972 Annual
International Conference In America's Colonial Capital

What could be more appropriate? As the nation prepares to celebrate its bicentennial, members of the
National Association of Accountants will have an
opportunity to see the birthplace of the United States
during the Annual International Conference, June
25 -28, in Philadelphia.
The city which served as host to the first American
convention —the Constitutional Convention of 1787 —
will be the site of the NAA Annual Conference for
the first time. NAA area chapters will act as hosts
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for the hundreds of members from around the nation
and the world who are expected to attend.
The Conference Operations Committee and the
Program Committee have planned a series of technical
meetings and social activities that will sweep up the
whole family in four days of exciting, educational and
entertaining events. Pre - conference. early bird tours
are also planned for those members who would like
to visit some of the historical sites that abound in
the Commonwealth of Pennsylvania.
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Philadelphia Is Surprising
If all you know about Philadelphia is capsuled in
one of the dreary jokes about the city, you're in for
a big surprise. The fourth largest metropolis in the
United States, the City of Brotherly Love has a distinct flavor lent to it by the Old World atmosphere.
Many colonial structures still standing and the narrow
cobblestoned streets mirror this city's honored past.
Two legendary figures dominate this city and no
description of Philadelphia would be complete or even
accurate without mentioning them. They are, of
course, William Penn and Benjamin Franklin. William Penn, the Quaker who founded the city, left an
indelible mark on it and the state. It was his "Holy
Experiment" and thanks to progressive ideas about
religious freedom and representative government, Philadelphia thrived, becoming the premier city in the
colonies. A gigantic statue of this farseeing founder
overlooks the modern city from atop City Hall.
Benjamin Franklin, one of the most brilliant Americans who ever lived, also left his stamp on the city.
This philosopher - statesman - printer - writer - inventor
- businessman founded many institutions which still
exist and prosper in the city. To mention only two,
the American Philosophical Society —the oldest
learned society in America —still exists, and the University of Pennsylvania is a flourishing tribute to
Franklin's vision.
Much of note in American colonial history took
place in Pennsylvania and particularly Philadelphia.
The signing of the Declaration of Independence, the
first meeting of the Continental Congress and the
adoption of the U.S. Constitution are all commemorated. Here are Independence Hall, the famed Liberty
Bell— which, incidentally, is being used as a symbol
of the NAA Annual Conference —and elegant colonial
mansions still preserved as they were back in the 18th
Century.
Names like Valley Forge and Brandywine echo with
the faint sound of musketry, recalling the desperate
years when Washington and his tiny army manuevered
to stave off defeat and build a new nation. These
sites and others equally fascinating are within easy
driving distance of the city. Philadelphia itself, however, has enough attractions to absorb visitors for
weeks.
NAA M us ic Ha ll Debuts
The setting for the NAA Officers' Reception on
Sunday at the world - famous Philadelphia Museum of
Art establishes the unique aspects of this Annual
Conference at the outset. Entertainment for this cordial get - together will be furnished by a Philadelphia
institution —the Mummer's Band.
One of the most beautiful locations imaginable has
been selected for a new feature —"The NAA Music
Hall," which replaces the Conference Ball. Top talent
from the world of TV, radio and the movies will
entertain members on Monday night at the famed
Academy of Music. A palace of gold and marble with
superb acoustics, this building is the home of the
Philadelphia Orchestra, one of the world's finest. In
still another different and dramatic setting members
will sit down Wednesday evening to the traditional
Annual Dinner.
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Top talent will
entertain
members at
"NAA Music
Hall."

History lives in Philadelphia, especially
in Independence Hall, above, where the
Declaration of Independence was signed
and the Constitution of the U.S. was debated and adopted.
On the Ladies' Program is a tour which includes
Independence Hall, Betsy Ross House and Society
Hill, as well as the Shrine of the Liberty Bell. One
of the most interesting sights the ladies will see is
Elfreth's Alley —a narrow street where the working
people of colonial days lived. The original brick structures of these early Americans are still standing —and
still lived in— virtually unchanged in appearance for
more than 200 years. Modern Philadelphia with its
beautiful parks, elegant stores and charming restaurants serves as a contrast to the unique heritage of
which Philadelphians are so proud.
This year the Association has planned a unique
event for the ladies. It is a session in business on
Tuesday, an activity which can be taken instead of
the tour of historical Philadelphia also planned for
this day. Called "Family Financial Planning," the
session will feature some timely pointers from experts
on coping with inflationary prices, educational costs
and retirement.
The ladies will also be taken on guided tours of
attractions in the vicinity of Philadelphia. The famous
Longwood Gardens on the estate of the late Pierre
S. du Pont contain hundreds of varieties of plants and
flowers, and the magnificent electric fountains never
fail to awe visitors. Another stop for the ladies is the
Henry Francis du Pont Winterthur Museum near
Wilmington, Del., which features some of the best
available examples of Queen Anne, Chippendale,
Classical and European period furnishings.
At a luncheon at the Benjamin Franklin Hotel, the
ladies will be regaled by Lise Richette, an authoress
Continued on page 64
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Once a year, the heads of five major accounting associations meet to discuss common
problems. Clockwise, 1 -r., John Lawler, AICPA; Leonard Savoie, AICPA; James A. Robbins,
FGAA; Sidney S. Baurmash, FGAA; C. Milton Allen, FEI; Charles C. Hornbostel, FEI; John E.
Vavasour, NAA; William M. Young, Jr., NAA; J. G. Underwood, NAA; Lorraine C. Johanson,
NAA; L. E. Maloney, IIA; Robert L. Richmond, IIA; Paul L. Gerhardt, AAA; Charles T.
Zlatkovich, AAA, and Walter J. Oliphant (back to camera), AICPA.

ACCOUNTING SUMMIT
Heads Of 6 Accounting Associations Discuss
Education, Research, Membership, Publications
And Information Retrieval, They Also Focus On
Work Of Wheat And Trueblood Committees

At their annual "Summit Meeting" in New York City
last January, the presidents and chief administrative
heads of six accounting organizations discussed common problems and made plans for future cooperative
efforts. The meeting was hosted this year by the National Association of Accountants.
As part of the discussion on education and professional development, Executive Director William M.
Young, Jr., outlined the Association's newly inaugurated educational achievement program (see page 13)
and promised to keep his colleagues informed on
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developments of the Certificate in Management Accounting. Other topics discussed included membership
growth, educational services, cooperative research efforts, publications, the recruiting of accounting students, and the public image of the profession.
One of the most exciting projects discussed was the
information retrieval program which the American
Institute of CPA's is developing. Eventually, a computerized indexing and abstracting service of all accounting publications is planned for the benefit of all in
the field.
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The accounting leaders also discussed the work of
the two AICPA committees —the Wheat Committee
on Establishment of Accounting Principles and the
Trueblood Committee which was appointed to analyze
and refine the objectives of financial statements —as
well as the contributions made to these studies by
the five other associations.
The heads of the six accounting organizations have
been meeting since 1959. The objective of the Accounting Associations' Summit Group is "to encourage
cooperation and consultation among national organizations of accountants and auditors to the end that
the entire accounting function make its greatest contribution to the public welfare."
Those attending the meeting included Charles T.
Zlatkovich, president, and Paul L. Gerhardt, administrative secretary, of the American Accounting Assn.;
Walter J. Oliphant, president, Leonard Savoie, executive vice president, and John Lawler, administrative
vice president, of the American Institute of CPA's;
C. Milton Allen, chairman, and Charles C. Hornbostel,
president, of Financial Executives Institute; Sydney
S. Baurmash, president, and James A. Robbins, executive director, of the Federal Government Accountants
Assn.; Robert L. Richmond, president, and Miss
L. E. Maloney, office manager, Institute of Internal
Auditors; and J. G. Underwood, president, William
M. Young, Jr., executive director, John E. Vavasour,
managing director, National Association of Accountants. Mrs. Lorraine Johanson, NAA administrative
assistant, acted as recording secretary.

This unusual view shows accounting
leaders hard at work as reflected in
mirror at Drake Hotel.

NAA Staff heads and President J. G. Underwood (right) served as hosts to the latest summit meeting.
At left is John E. Vavasour, managing director, and William M. Young, Jr., executive director
of the Association.
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H. KADLER, K a n s a s C i t y .
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GE O RGE R . W HI T E , Toledo p a s t p r e s i d e n t .
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Promotions and New Positions
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co rp orat e

Pet ro iii x,
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ROBE RT J. CARI SON , M ilwauke e , has be e n
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Emeritus Life Associates
The

d e s i g n a t i o n o f E m e r i t u s L i f e Ass o-

ci a t e i s m a d e a v a i l a b l e t o r e t i r e d m e m b e r s
h a v e had 20 ye ars o f a c t i v e s e r v i c e ,
o r t e n y e a r s o f a c t i v e s e r v i c e i n c l u d i n g five

who

of

RICHARD K . COSTELLO. M i n n e a p o l i s , h a s

PETER J.O R w i c K , D e n v e r , w a s r e c e n t l y
name d tre as urer of P lann e d Eq ui t v Co rp .
WESLEY D . JORDAN, D e s M o i n e s , is n o w

RALPH CROCKER,

El Paso p r e s i d e n t ,

is now

assista nt tre a sure r, as we l l as as sistant se c retarv, at El Paso Electric

b e e n n a m e d co n t ro l l e r at Barry Bl o we r
Co .. .. N AT HA N I E L S . BE RM ON T ha s be e n
n a m e d co n t r o l l e r a n d as s is t an t tr e a s u r e r
at C r o wn Au to S to re s, Inc.

controller of Brad y M o to rfrat e , Inc.

RICHARD HOUSEMAN,

Co.

ART HU R G. CI E LO.

dues.

ROBERT E . ARCHER. W i c h i t a .
WALLACE E . BECKHAM, St.

Loins.

GEORGE M . BLEDSOE, S a g i n a w V a l l e y .
KENNETH VAN W i E CRAW, B u f f a l o p a s t
president.
GI LB E RT E . DELANEY, D e t r o i t .
FRANK

WI LLI AM
JOHN

DRAKE,

H. FLY NN,

C. GRACx, Los

Wi l l iamsport
Po r tl a n d .
Ang ele s.

JOHN F . GRIE DER, S a n F r a n c i s c o .
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D. HARBOLD.

York.

RALPH J. HE I N , B e a v e r V a l l e y .
CHARLES E . HU LM E , P r o v i d e n c e .
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Ad a m s -

Millis Corp.

for G ood wi l l Indus tri es .

CLAY TON W. KN ODE LL, P o r t l a n d , h a s b e e n

D . B. ALBANO, H a r t f o r d , h a s b e e n n a m e d
ass is ta nt tr e a s u re r o f t h e T a y l o r & F e n n

e l e c t e d f i n a n c i a l vi ce p r e s i d e n t , s e c r e t a r y

Co.... R O B E R T E . C H A I N w a s a p p o i n t e d
c o r p o r a t e c o n t r o l l e r of

O.F. M o s s b e r g

&

So n , Inc.
ROBERT

an d tr e asu r e r o f Wi l l ame t t e Industries.
RON E . DOGGETT, R a l e i g h - D u r h a m , w a s
pro mo te d to con tr ol ler , Go od M ar k, I nc.,
Consumer Specialties Division of General

L. M CGA HE Y ,

Kans as Citv, has

Mills, Inc.
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Supply

Planni ng Dept.,

ap p o i n t e d

p r o m o t e d to as si st an t tr e as u re r , P r i n t i n g

T h o s e wan ti n g further in fo r mat io n m ay
Ce n te r, Ch arle st on ,

been

C o u n t y, has

Delaware

DANIEL E . FAHEY,

Edgcomb

Nav al
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and

PIPER w a s

W e w i l l b e gl a d t o s h a r e i d e a s , s u gge s t i o n s ,
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to
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Macomb County —
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CO. . . . LAWRENCE

Chemical
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COLLINS,
has

Philadelphia.

Dayton

pre s i de nt .

E.

been

N EIL KELLY

La d i s h Pacific Div isi on, L a d i s h

MARVIN A . RAHE , Y o r k .
ALFRED

Oil TOO]C o r p . . . .

promoted

JOSEPH A . NAEGELE, B a l t i m o r e .
EARL

Los Angeles, h a s

t i o n a l , I n c . . . . R . ARON SOLDYN w a s

J.MAHONEY, S p r i n g f i e l d .

FRANCIS

ERN EST C. SM IT H, Southern
past presi dent.

st aff a n d

has be en

p ro m o t e d to vice presid ent of finance at

spe ak e r s, N A A

members and

C. MOORE ,

ad m i t t e d a s a p a r t ne r i n t h e f ir m Of T r o u t ,

WE N D E LL CHILD S,

C. SCHNITZLER,
GE ORGE W . SCHOENBERG,

account i ng s t u de nt s from B ap t i s t C ol l e ge .

HOME R

Co.

STANLEY A . LAWRENCE, O r a n g e C o u n t y
pas t pre s i de nt .

83 c o u n s e l o r s , p a r e n t s , a n d s t u d e n t s f r o m 27 h i g h s c h o o l s . T h e t o t a l
a t t e n d a n c e w a s 130, w h i c h i n c l u d e d p a n e l
at tracte d

be e n el e ct ed a vi ce p re s i d en t o f t h e Am e r-
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C.

Lancaster,
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IVORY
ide nt.

Michigan,

Charleston Does It Again

VINCENT C. AMM.\NN, Raritan Valley, has
been promoted to manager of operational
auditing, Joh n Wi le v & S on s , In c. . . .
FREDERICK K. KLEEN has formed a CPA
partnership, Frederick K. Kleen. Jr. &
John M. Gillen.

Time Off

HENRY R. ANDERSON, Rockford, has been
appointed an assistant director on the
Cost Accounting Standards Board.

9

JAMES D.

LEMON, Scottsdale Area, was
elected secretary- treasurer of Fisher Contracting, Inc. . . . CHARLES J. WOLFF is
now controller for QV Distributors.

►HISS

GLENN A. MARTIN, South Jersey, is now
controller with Lawrence Clothes, Inc.
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PAUL BARNES, Springfield, was recently
appointed controller of Stanlev Home
Products. . . . ROBERT G. DECARLO was
elected president and treasurer of American Pad & Pencil Co.

TO T A L A S S E T S
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T
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HO ME L OA N g D y A
LOAN IN PROCE S S C
D E F E R R E D C R E D I TS
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A. E. SCHROEDER, Tri- Cities, has been
named vice president of Republic Companies. He will continue as controller and
secretarv.

TO TA L L IA EIIL ITIE S

15,209

62,010
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30 0
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000

E. DAVID CRiM, Tyler Area, was recently
promoted to senior vice president and
controller of Peoples National Bank.
ROLAND GENTNF.R, Western Wayne, is
now controller of United Beverage
Wholesalers, Inc.
SAM R. GOODMAN, Westchester, has been
named vice president and controller at
The Nestle Co.

C

PAUL E. SCHWARZ, Wichita, is now Controller with Jack P. DeBoer Associates.
CHARLES CLARY, Virginia Skyline, has
been appointed director of accounting at
American Safety Razor.... HORACE JONES
was appointed director of accounting,
Phillip Morris, USA.
In Mem oriam
IRVING W. BRIGGS, 78, Rochester past
president, 1924. ELA.
O. H A R R Y CANNON, 70, Memphis past
president, 1943. ELA.
J. B. CARLIN, JR., 80, Memphis past president, 1923. ELA.
JOSEPH W. COBURN, 77, Bridgeport past
president, 1922, ELA.
JOHN E. DIETEMAN, 77, Erie, 1944.
WILLIAM R. FORSYTHE, 84, Columbus,
1926. ELA.
RALPH O. HANLING, 64, Piedmont, 1953.
RICHARD K. HILL, 51, Dayton, 1954.
R. M. HUGHES, 54, San Francisco, 1960.
LAURRIENE M C G U F F E Y r 51, Chattahoochee Valley, 1968.
JOAN H. MILLER, 61, Wichita, 1946.
R. PAUL RADER,65, Columbus, 1949. ELA.
CARDEN S. SHEKELL, 66, Detroit, 1932.
M. G. WICKHAM, 38, Buenos Aires, 1967.
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"Looks like Millie Turner is really serious about finding a husband!"

Footnotes Aren't W hat
They Used to Be

Accountants Ranked
Below Midwives

The Securities & Exchange Commission wants to make it impossible for
a corporation to bury embarrassing
financial information in an unreadable,
mini -type size. Recently, the Commission amended a regulation to increase
to 10 points the minimum type size
of footnotes to financial statements
that investment companies must include in their filings. (This item is
printed in 9 point type size.) Most
other publicly -held companies were
previously required to use at least 10point type in the body and footnotes
of their reports.

It could only happen in a noncapitalist
society where money managers are
considered to have the sinful odor of
Wall Street about them. In a poll of
Russian vouth and their rankings of
occupations, accountants rated lower
than steelworkers, truck drivers, carpenters and even midwives. The choice
professions were listed as physicists,
pilots, electrical engineers, matheinaticians, geologists and doctors.
Creativity seems to be the criterion for
their status rankings, according to the
author of the article which appeared
in Soviet Life.
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CERTIFICATE IN MANAGEMENT ACCOUNTING
Continued from page 14
Variance Analysis
Capital Investment Analysis
Use Cost of Capital
Economic Evaluation of Capital Investments
Controlling Capital Expenditures
Financial Analysis
Costs for Decision Making
Cost Behavior
Mathematical Techniques
Performance Measurement
Transfer Pricing
Measurement Techniques
Exam ination Administration
Applications to sit for specific examinations must
be submitted to the Institute of Management Ac-

counting by August 1 of the year in which the examinations are to b e taken. Examination applications
must be accompanied by the payment of the appropriate fees in dollars. By September 1, each candidate
will receive a card authorizing him to take specific
examinations at a selected location.
Each candidate will be assigned a number to ensure
that all grading will be on an anonymous basis. Papers
will be reviewed by the Examinations Committee
before a candidate receives a failing grade. Pass and
fail decisions by the Institute will be final.
(More information on the Certificate in Management
Accounting program will be published in a future
issue, after the newly - appointed Board of Regents
establishes the details of the program. The membership of the Board of Regents will also be announced
❑
shortly. Ed.)

PHILADELPHIA HOSTS LIBERTY BELL CONFERENCE
Continued from page 59
whose material is drawn from city and state lore. A
full schedule of activities on the Ladies' Program is
planned but there will be time also for shopping and
sightseeing.
Two separate programs have been arranged for
teen -agers and pre -teens who accompany their parents
to the Annual Conference. They'll be treated to
guided tours of modern and historic Pennsylvania sites
and institutions.
An exceptional technical program has been planned

for NAA members and other businessmen. A well known figure in the news will deliver the keynote
address at a luncheon on Monday. Some perceptive
forecasts on the state of the economy will be offered
by speakers on Tuesday. The Wednesday session will
feature concurrent sessions on five important subject
areas.
Tile complete technical program, ladies' program
and children's activities will be published in brochures

and in the May issue of MANAGEMENT ACCOUNTING.
Watch for further information on this unusual and
different Liberty Bell Conference.
❑

4 - - M n

M E M O R I A L

E D U C A T I O N

F U N D

You don't need a special reason to support the
NAA Memorial Education Fund. Any day is the right day to
help further the educational goals of the Association.
Remember the NAA Memorial Education Fund today.
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WATCH FOR THIS MAILING...
IF YOU LIVE IN THE CONTINENTAL U. S. YOU
SHOULD HAVE IT ABOUT MID - MARCH.
IT WILL BE YOUR FIRST OPPORTUNITY TO
SIGN UP FOR THE ANNUAL INTERNATIONAL
CONFERENCE IN JUNE.
IT WILL TELL YOU A LOT ABOUT THE SOCIAL
EVENTS AND A LITTLE ABOUT THE TECHNICAL
PROGRAM - FULL DETAILS LATER.
WATCH FOR IT.
SIGN UP EARLY AND GET YOUR PICK OF
ACCOMMODATIONS.
GET TWO BONUSES, TOO!
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