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GE'snew Mark III
letsyoucreatea
worldwidefinancial
reporting network.
Immediately,,
Computerized financial systems are not new.
What is new is a complete service that requires no
capital investment. A service that can give you
access to reports the day you close the books.
A service available by local phone from hundreds
of international locations. A service whose cost
is proportional to your use.
It's called Mark III. It is already the financial
reporting network for many major companies
and accounting firms. And it's ready to work for
you starting today.
With Mark III, you have budget and financial
control over your decentralized business. You can
instantly collect data from far -flung locations.
After you've captured this financial information
in a single data base, you can use it to prepare
operating statements ... consolidate them ...

GENERAL

handle eliminations ... generate management
reports ... and perform accurate projections and
analyses. You can also make last- minute changes
easily. And you'll have an on -line audit trail that
can reduce auditing costs.
Mark III is an integrated network of nearly
100 computers, interconnected and accessible
from over 250 cities in North America and Europe.
This international network has been used
commercially since 1970 —and it is ready
for you right now.
If you use GE's Mark II, Mark III offers major
new features and is fully compatible. There's
much more to this exciting new opportunity. For
the facts, phone 800 - 638 -0971 or write us at
7735 Old Georgetown Rd., Bethesda, Md., 20014.
We're ready to help.

ELECTRIC

WORLD LEADER
IN INFORMATION
SERVICES
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James C. Norris, Jr.
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W ithout a doubt, great achievements of the world can be traced
to the work of a small number of men and women — dedicated enterprising, able individuals —with a special quality setting them apart
from their contemporaries. Much of the world's history —if not all—
flows from the actions of individuals who for some unknown reason
turn out to be the movers and the shakers. These are the people
who do not passively accept the course of events. Instead, they
actively work to influence the nature of things and to anticipate and
control change.

The analogy can be applied r e a d i l y t o o u r As s oc i a t i on . The re is
no history of the National Association of Accountants —only biographies of numerous men and women who pioneered in the field of
management accounting. We cannot, for example, fully explain the
development of the Association without referring to such outstanding
leaders as Col. J. Lee Nicholson, William M. Lybrand, Stuart Cameron
McLeod and all the other individuals who devoted so much of their
professional lives to an organization in which they believed.
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he joyous season this month is more than an
occasion for religious rites and gift - giving — although
they are basic components of the celebration. It is
also a time when the spirit of harmony, peace and
fellowship is most keenly felt. It is a reminder that
we must rededicate ourselves to the ideal of making
this earth a peaceful place on which to live and
work. Ours is an affirmative discipline —one that
deals not only with material resources but also
moral and ethical capital. We play no small part in
one of the great institutions of our civilization —
business. This institution has furnished the
dynamic for progress so we do well to continue
to support its creative service to man. At the same
time through right conduct of our business and
professional lives we can contribute toward the
long- dreamed goal of peace throughout the world.
IIIIIIIZII
MOn behalf of the officers, directors and staff of the
Association, we wish you a happy holiday and
successful new year.

President, 1972 -73
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Letters

TO THE EDITOR

Ideal Auditor Is a Troubleshooter
Dr. Norgaard's article "Operational Auditing: A Part of the
Control Process;' March 1972, is very timely and appropriate. She
presented an excellent distinction in basic purposes, skills and
orientation of the financial auditor and the operational auditor.
However, no comment was made as to the relative value of each
type of auditing.
The financial auditor is primarily concerned with financial policies, procedures, controls and historical cost. Normally he will find
that the policies and procedures are written even though they
may not be compiled into a formal manual. He deals largely with
people of the financial division. The independent auditor may
reduce his field detail work as a result of increased reliance upon
the work of the financial auditor. This reduction of scope in normal
field work may result in a reduced bill or in devotion of the time
savings to other, more beneficial, work.
The operational auditor is more likely to find a lack of complete
written or well defined policies, directives and procedures —
"Operating Policies " —as well as a lack of standards or inadequate
standards of performance and reporting. He will deal with all
segments of the organization as well as the executives responsible
for those segments. He will "discover problems or potentially
troublesome areas" and, contrary to Dr. Norgaard's statement, he
will many times "provide solutions to particular problems." He
is concerned with increasing operating efficiency which may be
accomplished through his recommendations to achieve improved
performance or productivity and cost reduction or savings. The
successful operational auditor very likely will be regarded more
as a "troubleshooter" than an auditor.
The ideal "troubleshooter," however, would be an individual
who has the flexibility to perform successfully as a financial auditor
and as an operational auditor as well. His services are badly needed
by most organizations and are in great demand. He will receive
a great amount of personal satisfaction as well as recognition,
prestige and appropriate remuneration from his achievements for
his organization.
W. C. Jacobs
Company Internal Auditor
Lone Star Steel Company
Lone Star, Texas

Accounting Functions Alone —Not Enough
I read with interest Mr. Wayne W. McKee's article in the April
1972 issue entitled "Small Business Can Be Computerized" but
disagree with his conclusion that "by computerizing the accounting
function, efficiency, information, productivity and costs can be
optimized." Although many small businesses are computerized
successfully, I contend that many companies have obtained computers for accounting functions but were unable to justify the
cost when the use of the computer was examined closely.
Management must take a "hard" look at all facets of such a
decision and obtain adequate answers to these key questions: Is
there a need for additional management information? Is greater
speed or ease of processing our accounting information required?
What specific advantages will we enjoy that are lacking under

our manual system? Will there be a contribution to our overall
profits either directly or indirectly? Will our decision- making
capabilities be improved? Answers to these and other questions
should carefully enter into the decision to obtain a computer.
Accounting functions alone will not always justify a computer.
Edmund Lenahan
Providence Chapter
Brighton, Mass.

Articles in MANAGEMENT ACCOUNTING
Make Their Way Easier
Of great interest to me was the article "Small Business Can
Be Computerized," by Wayne W. McKee, published in the April
1972 Issue of MANAGEMENT ACCOUNTING.
It was of particular interest to me at this time because my partner
and I are in the throes of attempting to decide whether or not
the accounting write -up work of some of our small -sized business
clients can —and should —be computerized.
The great shortage of competent accounting personnel at nearly
all levels, the high rate of turnover prevalent as a result, and
the great need for more accurate, varied, and above all, timely
information makes the move to computerized accounting almost
a must even for the smaller business.
This has become increasingly apparent in our firm (a small CPA
firm consisting of two partners, six staff accountants and three
secretarial and clerical employees) where it has become increasingly
difficult to provide timely manual write -up services for our numerous smaller clients, especially during the difficult tax season
when the work load is particularly heavy.
We have concluded that we must make the move to computerizing the accounting for these clients, especially in view of rising
personnel costs, if we are to continue rendering a satisfactory and
meaningful service in this area.
That conclusion having been reached, we are now on the verge
of even more important decisions such as: service bureau or our
own mini- computer; availability of satisfactory software (programs,
etc.) for use by our inexperienced, non- technical staff, etc., and
finally which service bureau or computer.
Our problems have not yet been solved, but we are on the way;
and articles such as "Small Business Can Be Computerized" help
make our way easier.
Arthur F. Oetting, CPA
San Juan Chapter
Santurce, Puerto Rico

The Authority Is Shared with Others
In his March 1972 issue article "The Controller: A Mythical
Executive ?" Dr. Roger Moseley justifiably reaches the conclusion
that the responsibilities of the "real" controller often do not
correspond with those assigned by popular definitions of the controllership function. A factor in this conclusion is perhaps that
these definitions have overstated the controller's optimum role.
An authoritative definition quoted in the article implies that
the controller has primary authority for developing an adequate
Continued on page 52
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How to get out cyf
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this is why we've grown to serve
15,000 customer firms, have computer centers in 20 major cities and
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Exchange.
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Armstrong Named Chairman of Financial Accounting Standards Board
A 58- year -old CPA from Indianapolis has been named to head the newly- created Financial
Accounting Standards Board. Marshall S. Armstrong, formerly managing partner of Geo. S. Olive
& Co., was appointed to the $125,000 -a -year post by trustees of the Financial Accounting Foundation, which is responsible for appointing the Board and funding the new operation. Mr. Armstrong is a past president of the American Institute of CPAs and a past member of the Accounting
Principles Board. At a news conference, Ralph E. Kent, president of the Financial Accounting
Foundation, said Mr. Armstrong would serve in the post until his retirement at 65. He also
announced that the six other members of the FASB would be appointed before the end of
the year. The new board, which will take over the responsibilities of APB early next year, will
be headquartered in the Greenwich, Conn., area.

FEI Endorses NAA's Guidelines on Interim Reporting
NAA's position paper on "Guidelines for Interim Financial Reporting" was endorsed by the
Financial Executives Institute which sent a copy of the guidelines to every member of the
Institute. In an accompanying letter, FEI President C. C. Hornbostel wrote, "Financial Executives
Institute fully supports the need for interim financial reporting to the investing public. Accordingly, the Institute endorses the NAA guidelines and the use of these guidelines by FEI members.
FEI urges its members to review the NAA guidelines and use them as appropriate in the publication of future interim reports." Developed by the Comm ittee on Management Accounting
Practices, the guidelines were published in the August 1972 issue of MANAGEMENT AccoUNTING.

Accounting Fellow Program Established by Securities & Exchange Commission
Beginning April 1, 1973, the Securities & Exchange Commission will appoint a young professional
accountant to a two -year non - renewable term on the staff of the Chief Accountant. The position
will entail "involvement in the development of accounting principles, evaluating current reporting practices of registrants and studying significant accounting and disclosure issues." Those
appointed to the post under the Accounting Fellow Program must be CPAs, have an undergraduate degree with a major in accounting (advanced degree preferred), have a minimum
of five years diversified public accounting experience with at least one year at the manager
level, be thoroughly familiar with accounting principles and reporting techniques, and have
an understanding of SEC accounting requirements and registration procedures. If you're interested, write to Director of Personnel, Securities & Exchange Commission, Washington, D.C.
20549.

New Disclosure Rules Studied by SEC May Affect 1972 Annual Reports
Increased disclosure of accounting policies may be required of corporations, Chairman William
J. Casey of the Securities & Exchange Commission told the annual meeting of the Financial
Executives Institute. He said that the Commission hoped to establish definite disclosure rules
"in the more significant areas" that could be reflected in annual reports sent to stockholders
for the calendar year 1972. He applauded a recent APB opinion requiring disclosure of accounting
policies but noted it "did not call for disclosure of the quantitative implications of various
accounting principles which we believe is necessary under some circumstances." His remarks
alluded to the areas where the Commission was contemplating more disclosure requirements.
"I believe there should be disclosure of all elections and assumptions which affect reported
earnings in any material way. This requirement should reach tax elections, assumptions with
respect to earnings on pension funds, production estimates on long -term contracts, decisions
to invest in plant and equipment which will reduce the current year's taxes but have to justify
themselves over a period of years and that sort of thing." Another disclosure the Commission
is considering, he said, is one which would spell out the differences between earnings reported
for taxes and earnings reported for financial reporting purposes.

More Finance Officers Reach Top Spot in U.S. Businesses
Financial backgrounds were represented among no less than a third of the new chief executive
officers appointed in 1971, according to a survey made by Coloney, Cannon, Main & Pursell,
Inc., a consulting firm. The company predicted that the financial man's representation in the
chief executive suite will continue to rise.
MANAGEMENT ACCOUNTING/ DECEMBER 1972

ESTABLISHMENT OF
FINANCIAL ACCOUNTING
STANDARDS
Each Of The Big Eight Accounting Firms, A11 Of Whom Spend A
Great Deal Of Time And Effort In Trying To Develop
Accounting Principles And Practices, Must Find New Channels
O f Input To The Financial Accounting Standards Board

By Albert J. Bows, Jr.
A number of dramatic changes are taking place in an
attempt to establish a framework for improved accounting standards in this country. At the present
time, the Accounting Principles Board is the rule -making body for accounting and reporting in the United
States. The APB is currently a voluntary 18 -man group
with all of the Big Eight accounting firms represented.
Last year a distinguished committee, known as The
Wheat Study Group, was appointed by the American
Institute of Certified Public Accountants to study the
need for changes in the establishment of accounting
principles, to review the entire operating procedures
of the APB, and to recommend improvements. The
complete report of that group has been adopted unanimously by the Council of the AICPA, and a new
Financial Accounting Standards Board should be operative by January 1, 1973.
Perhaps the quickest way of reviewing the needs
for improvement in our profession would be to discuss
the specific recommendations of The Wheat Committee and at the same time explain why that group
decided that these new procedures will overcome the
problems of the past.

Recommendations of the Wheat Group
First, the Wheat Group proposed a new foundation
called the Financial Accounting Foundation which
would consist of nine trustees. Four of the trustees
would be CPAs in public practice, two would be
financial executives, one a financial analyst, one an
accounting educator, and the other would be ex officio,
the president of AICPA. In this manner, the trustees
of the new Board would be separated from the dominant role of the AICPA in the establishment of accounting principles, and other members of the financial community who have a real interest in the matter
would be brought into the picture. The separation
MANAGEMENT ACCOUNTING/ DECEMBER 1972

of the establishment of accounting principles from the
CPA profession will hopefully lead to better participation, cooperation, and practical recommendations
in developing sound accounting principles.
FINANCIAL ACCOUNTING STANDARDS BOARD
The trustees' main function would be to appoint
a Financial Accounting Standards Board (FASB). That
Board would consist of seven members; four would
be CPAs drawn from public practice, and the other
three not necessarily holding CPA certificates but
possessing extensive experience in the financial reporting field. These men would serve for five years, with
staggered terms at the beginning. An affirmative vote
of five of the seven Board members would be required
to approve a standard before it could be issued. The
Board will to the fullest extent possible carry out its
functions in the public. It will also issue interpretations
when necessary.
The suggestion that there be a five to two affirmative vote before a new standard could be adopted will
mean that there will be more of a sharing in the
establishment of any accounting standard between
CPAs in public practice and those in industry. The
fact that the Board will work on a full time basis and
will be paid independently hopefully means that this
Board will be removed from the alleged pressures that
the present members have from their own accounting
firms and from their clients. The FASB trustees are
currently developing ethical rules of conduct for the
proposed Board members so that this independence
will be in fact strong. A reduction from 18 to seven
members should result in a much better working relationship. The overall coordination and planning which
will be possible with a strong, permanent group would
be a great improvement over the present procedures
where members of the APB must divide their time
between the demands of the APB and their other
activities.

A. J. BOWS, JR.
is a Senior Partner
with Arthur Andersen
& Company. He is a
member of the
Accounting Principles
Board and has been
chairman of the
AICPA Committees on
Auditing Procedure
and Relations with
SEC and Stock
Exchanges. Mr. Bows
was graduated from
Northwestern
University.
This article was
submitted through the
South Birmingham
Chapter.
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BI G E IG HT NO T R EP RE S EN T E D

The proportionate representation on the Board is
very interesting and there are many important subtle
changes that take place by limiting the group to seven.
The fact that there will only be four practicing CPAs
on the Board and they will in fact be independent
means that the differing philosophies of the Big Eight
accounting firms will not be represented. This will
mean that each of the accounting firms, all of whom
spend a great deal of time and effort in trying to
develop accounting principles and practices, must find
new channels of input to the Financial Accounting
Standards Board.
More important than the structure or the term or
the participation will be the caliber of the Chairman,
of the members and of the back -up research and administrative staff that will be given to this organization. At times, present Board efforts seem endlessly
prolonged, waiting for research which is far off target,
and then trying to develop positions in areas where
many of the members have little experience. The
Opinions become bogged down in hopeless detail as
the members try to accommodate the variety of practices which prevail in 15,000 public companies and
6,000,000 private businesses.
FINANCIAL ACCOUNT ING ST ANDARDS
ADVISORY COUNCIL

The Wheat Group also proposes a Financial Accounting Standards Advisory Council which would
include members from the National Association of
Accountants, the American Accounting Association,
the American Bar Association, Financial Analysts
Federation, the Financial Executives Institute, and
others, all in the hope there would be a more formal
and orderly participation by these groups in the development of a standard.
At the present time the work of the Accounting
Principles Board is funded largely by voluntary contributions from the accounting profession. Many accounting firms also contribute the time and effort of
their own accounting and auditing staffs to bring to
the Board the vast research and support groups who
work on these matters in the development of techniques within their respective firms.
FUN DI NG N OT A P RO BL EM

The new Financial Accounting Standards Board will
need between $2,500,000 and $3,000,000 per year, and
these funds will have to be assured for a period of
at least five years for this organization to be operative.
At this time, there are discussions underway as to how
this funding will take place. There is no shortage of
funds but each of the major groups, the AICPA, the
Financial Analysts Federation, the Financial Executives Institute, and NAA are, of course, interested in
working a sensible balance to the funding. While there
must be ample funds to do the job, there must be
no excessive pressure by any one of the supporting
groups who may threaten to withdraw financial support to make their views prevail.

Need for Reporting Objectives
Perhaps the most important decision which this
Financial Accounting Standards Board will have to
10

make is to decide what really are the objectives underlying the use of financial statements in this country.
There is certainly great public interest in the release
of financial information. This interest is not simply
once a year when companies issue annual reports, but
includes all the interim financial information which
is released at least quarterly by most of the public
companies. It includes the whole question of our form
of income taxation which is dependent upon a sensible
definition of the income and ability to pay by businesses; it includes the proper concern of our government
on the economic progress of our private sector enterprise as we move from month to month in dynamic
economic conditions.
Obviously, many of the operations of such important groups as the Federal Reserve Board, the Treasury
Department, the Commerce Department and Congress itself depend a great deal on the underlying
strength of the economy, and this is in part determined
by the reports of profitability by public companies.
Since accounting is the scorekeeping mechanism at
the root of our whole system of private enterprise,
there is and should be a great public interest in establishing sound accounting principles.
But interestingly enough, with all this public dependence upon reliable earnings reports and sound statements of financial position, there has not as yet been
developed by our profession, or by the academic profession, an underlying foundation of the real purposes
of financial statements.

What is Income?
A few simple examples should illustrate the point.
What is income? And when should it be reported?
Take a very fundamental question, the sale of land.
Suppose you own 1,000 acres of land in some of the
rolling hills within 50 miles of a major city. You decide
that you are going to make this land into a great
recreational area and sell home sites to individuals.
You decide that to accomplish this the area will include lakes, golf courses, tennis courts, camping areas,
roads, sewage systems, fresh water and many other
attractions to induce people to buy the land and live
there. You decide to sell 100 lots to get the project
going. To further induce people to live there, you sell
these on time payments for ten years and require a
very small down payment. When you make that sale,
have you made any income? Is it all right for you
to report some income before you have built any of
the amenities? Is it all right to report this income
before you know what those amenities are going to
cost since there is no way for anyone to know the
inflationary impact on costs over the next few years
when the development will take place? Is it proper
to take up some profit on 100 lots when it may take
the sale of 1,000 lots before there will be enough cash
flow to make it a viable project?
The interesting point is that using existing practices
we could get dozens of differing answers to the questions from responsible CPAs. We have men in our
profession who will argue strongly that all of the
income should be reported on the lot sales. We have
others who would say, well, it is probably all right
to report some income on the lot sales, but we certainly
ought to reserve part of the sale price for the expected
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development. Suppose the cost of the land, the development, and the selling effort each amount to one third of the total project cost. Is it good accounting
to take up one -third of the expected profit based on
the sales, or should the profit be determined after
recovering the sales cost, and then be divided equally
between the land and the development?
One very important point to understand in the
development of a profit recognition standard is that
there will only be one economic profit or loss. That
will finally be the net amount of funds which are
actually collected for the lots less the costs of the land,
the sales effort and the development. That profit, if
any, will not change, but it will only be known years
hence. Thus, the tough question we deal with is not
only to determine the final profit, but when it is proper
to recognize parts of it.

Front-ending Income

recognize income. It is interesting to surmise what kind
of situation these front - ending companies might be
in if during that five -year period many of us buy these
new television cassette sets, and the public may have
little interest in whether those particular movies are
shown by those networks at all. The legalities of contracts rarely stand up when the economic factors
change. Contracts can always be amended, modified
or terminated.

"There is a
growing
demand for
immediate
recognition of
future profit."

FRANCHISING

Recently the APB has dealt with the franchising
question. Assume you are a franchise owner in a new
kind of fast food business. You think it is a good
operation, and you decide that you are going to sell
your franchise rights in other areas of your state. You
have only one or two store outlets operating in your
city, but you have convinced someone in a city nearby
that it is a great thing. The purchaser does not pay
you any cash; he gives you notes which are conditioned
upon a commitment on your part to find him a location, hire and train his people, and help him get
started. He cannot pay the notes unless the operation
is a financial success. This takes time. When do you
report the income on the sale of that franchise? When
you receive the notes? When you have fulfilled your
commitments? When you receive cash?

There is a growing demand for immediate recognition of future profit. This is called front - ending income
and it can be recognized in many recent APB Opinions
and interpretations. Front - ending usually includes a
concept of discounting payments from buyers since
nearly everybody recognizes that there is a time cost
to the use of funds. The total profit is estimated and
reported early after deducting a discount factor from
the total of the payments to be received. This is a
favorite method of the academic profession, but a very FR AM EW O R K O F RE F E RE N C E
disturbing one to practical men because it substitutes
This Financial Accounting Standards Board will do
for actual economic fact estimates of interest costs well before it begins to put out the many fires that
which of themselves are unpredictable. To know future do exist to develop a framework of reference for profit
interest costs, you should know who will be the next recognition; so that as the myriad of questions come
President in this country. Then you should know what up, FASB has a base to answer these questions.
his economic policies are likely to be in terms of
The basic question is: What are the fundamental
current inflation and the accommodation of capital purposes of financial statements? There is a sensible
funds. Even if you have those answers, they can be answer. One purpose is to communicate the change
challenged because a great deal of what our govern- in underlying economic values from one date to anment must decide in the way of interest rates is depen- other. Unless and until these values are made a part
dent on what other countries decide, and their deci- of financial statements, the whole question of profit
sions may be beyond our control.
recognition, upon which most of our stock values are
The point is that in this whole question of profit dependent, rests upon a very shallow foundation.
recognition, we should not get carried away by the Many natural resource and investment type companies
subtleties of the discounting process — making some- have situations where the values of their holdings have
thing very orderly, which is really very erratic. The new risen greatly, and no indication of these values is
FASB must have a framework for answering these disclosed in the statements. At the time a company
kinds of questions. These identical questions have finally decides to dispose of some of these holdings,
arisen recently not only in real estate, but also in the holding gain is reported in that year. Is that the
television films and in franchising.
year in which the income was made? Is it clear to
investors when the profit was made?
T V M OVI E S
Efforts in my firm in trying to develop answers
Most of the movies you see on television are shown would indicate that it is far more useful to the readers
from three to four years after they have been shown of financial statements to deal with the changes in
in theaters. When the movie production companies values on a current basis than to tie them to historical
sell these rights to the television networks, there has costs.
been a surprising diversity of practice in reporting
income. Some companies pick up the income on the "Off-Balance Sheet" Financing
sale on a discounted basis at the time the contract
Another significant area in the development of
is signed even though there has been no theatrical accounting principles concerns the political pressures
showing of the film. The ultimate showing by the that will be exerted over the FASB as it deals with
television companies may be as late as five years from the delicate and important financial position and
date of sale. Income has been reported at the date profit recognition issues which affect the stock market
of sale, prorated over the five years, and at the time values of companies in a variety of businesses. A good
of showing of the films on television —all by large example is the pressure that was put upon the APB
companies —all taking a different position on when to while it was studying the question of leases; it has
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"The public
interest is of
prime
importance..."

now decided to relinquish this honor and yield to the
new FASB. As you know, a very sizable leasing business
has grown up in America to help finance the acquisition of property. The APB was studying the question
of whether or not to capitalize the obligation for
property used by businesses under long -term leases.
At the present time, obligations for certain kinds of
leased property need to be reflected in the financial
statements only by footnote, and this process is appropriately termed 'off- balance sheet' financing. In addition, companies which lease properties frequently have
lower front -end charges against their earnings for lease
payments in comparison with acquiring and owning
the property. If they own the property, they are faced
with higher interest costs and sometimes higher depreciation charges in the early years as compared with
level lease payments. The aggregate of the lease payments is usually higher than the purchase cost, but
they can be spread in a way to front -end income.
The whole issue is quite simple. If an airline operating 18 jet planes owns nine 727 jets and leases another
nine from a leasing company or from a manufacturer,
should all 18 planes be shown on its balance sheet,
or should it show only the nine it owns? All 18
fly —the pilots, the passengers, and the mechanics do
not know the difference in how they are financed —and
they do not care. The overall obligation to pay for
the nine that are owned may in fact be somewhat
less than the cost required to lease the other nine.
The question is, should the obligations for the nine
that are leased be reported only in footnotes, largely
to conform with legal concepts, or should they be
capitalized and the obligation for lease payments be
shown as a liability? I feel quite strongly that firm
obligations on noncancellable leases that extend over
the life of the property are, in effect, take -or -pay
contracts that should be reflected on the balance sheet,
discounted for the known interest factor. This issue
had not been decided by the Accounting Principles
Board. Present members of the APB have already
received letters from Senators, Congressmen, Cabinet
Members and others stating that if the APB acts to
the detriment of the leasing business, such action will
probably disrupt the American economy.
"Off- balance sheet" financing is not likely to become "on- balance sheet' without a real fight even if
there is a public interest pressing for improvement
in accounting principles. If the new FASB does decide
to go ahead and rule in a way considered adverse to
the leasing industry on this issue, there will undoubtedly be a huge clamor and an effort to pass laws to
prevent the proposed accounting. The APB was circumvented on the investment tax credit. It was accomplished by those who wished to front -end income
and included powerful political forces who wished no
impediment to our so- called economic recovery —even
at the cost of sound accounting.

The Political Problem
Certain of these tactics will likely be used over and
over again. Consequently, one of the many problems
FASB has in future years is to find a way to have
the importance of its objectives recognized by the
important political leadership in this country. The
efforts of the AICPA to cope with the political pres12

sures were minimal. Recently, some of the staff of
AICPA moved to Washington, and there are indications of improvement in the forcefulness in the area
of accounting principles by the Securities and Exchange Commission. With a new Chief Accountant
at the SEC and with a CPA at the head of the New
York Stock Exchange, and growing pressures by financial analysts to cope with accounting deficiencies, the
pressures are building for FASB to do a sound job
on accounting. The question remains, what will happen as the issues are debated?
Besides the leasing question, there are great differences of opinion in this country on how oil and
gas accounting is to be accomplished. Most of the
major companies report on a very conservative basis
of accounting which results in the expensing of part
of the costs of finding productive oil and gas wells.
Many new companies capitalize identical costs under
identical situations. An effort has been made to reconcile these two viewpoints, but it is about as hot an
accounting and political issue as you can visualize —and
there is no apparent answer.
The APB also grappled with the question of how
to account for gains and losses on marketable equity
securities held by insurance companies. This sounds
like a simple question, but there are violent differences
of opinion between those insurance companies which
are owned by holding companies, and the so- called
independent insurance companies. The latter argue
that the realization of income from securities is not
a fundamental part of their insurance activities and
should be kept outside the income account. They also
disagree on how and when unrealized gains and losses
should be reported.
The public interest is of prime importance in these
matters and the concerns of the private companies
for their own peculiar interests must bend or we are
bound to turn over the whole accounting principles
problem to the Federal Government.
That Government has no more intelligence, responsibility, staff, research or other facilities available than
the combined resources of private industry and the
accounting profession. It does have the clout to enforce whatever rules it develops, but even the Government will be under the same political pressures.
Therefore, if the private sector wishes to keep the
determination of accounting principles in the private
sector, then it should encourage the new FASB to
deal decisively and strongly on these issues.

Conclusion
We should encourage the new FASB to develop
basic guidelines which it will follow in establishing
new standards. These should include:
Broadening the definition of income by recognizing
in the financial statements changes in values of
assets to avoid forcing companies to dispose of
properties to show gains or losses, and
Other guidelines for profit recognition which will
be based on economic facts and cash flow of income rather than "paper profits" and academic
concepts which frequently permit the front - ending
of income.
Continued on page 16
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SHOULD HUMANS BE
REPORTED AS ASSETS?
What Is Needed Is A Thorough Discussion Of What Should Be
Reported As An Asset

By Gale E. Newell
The positive relationship between a firm's employees
and its success has long been recognized by those
predicting a firm's future. Recently, many writers have
expressed the idea that because the employees of a
firm have value and are important to the future performance of a firm, they should therefore be reported
as assets on the balance sheet. However, some fundamental questions must be answered before we can
evaluate the proposals for "human resource accounting." One principal question is, will the public be served
by placing a value on the people who work for (not
belong to) an organization, calling them assets and
reporting this value on a published financial statement?'
This article is an attempt to place substantive questions in the minds of accountants and others who feel
this is the correct and best way to disclose the human
element within a firm. It is argued below that human
resources do not fit the definition of an asset and
that most of the reasons given for including humans
as assets have centered around the fact that employees
are extremely important to the future success of the
firm. A much more scholarly and effective approach
would be to develop a definition (or model) of what
is an asset, convince the profession of its propriety,
and use the model to determine what should be recorded as an asset. Accountants' reputations have been
made based on their reporting of objective, verifiable
data. Any relaxing in this objective for the sake of
a presumed improvement in relevance must be studied
very carefully.

The Need
The users and preparers of financial statements have
long been aware that such published data do not
provide all the facts necessary for snaking a decision
as to the investment worth of the firm or its securities.
One of the noticeable omissions has been that the
value of the firm's employees has been given little,
if any, attention in the published data. Any indication
of the value of the employees is generally presented
in a manner similar to that in the president's letter
in the 1970 annual report of Fruehauf Corp. "Our
greatest strength comes from the skill and dedication
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of Fruehauf people throughout the world. We rely
on this strength as we continue to build for the 70's."
Generally, the only other disclosure concerning the
human element is the reporting of employee compensation as a current expense on the income statement.
This is inadequate to allow the reader of the report
to estimate the value of the employee group that is
so important to the future success of the firm. Coupled
with the awareness of this lack of information concerning the employee group is the feeling that information
concerning such an important element in a firm's
success should have a dollar amount attached to it
and be reported on the balance sheet.

Current Proposals
There have been several methods suggested as possibilities for valuing human resources which would enable them to be reported as assets on the balance sheet.
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ACQUISIT ION COST S

This method values the human assets by accumulating all of the associated costs incurred prior to the
time that the firm can realize the benefits of the
employee. It would include recruiting costs, hiring
costs, and training costs associated with a new employee. This approach accounts for the costs of acquiring employee services similar to the costs of acquiring
fixed assets.
While this method would allow the accountant to
record humans as assets, the valuation would not necessarily have any relationship to the value of th e
employee to the firm. That is, the problem of historical cost deviating from value would occur in both
"traditional assets" and "human assets."
REPLACEME NT C OST S

This approach places a value on a human based
on the estimated costs of replacing him with someone
of equal ability. This method is quite similar to the
current cost concept of valuing fixed assets.
CAPITALIZAT ION OF SALARY

This method would discount the expected future
salaries of employees to the present and report it as
' For example see R. G. Barry's statements in Management Accounting, November
1971.
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"A decision
should
.. .
be based on
whether the
cost fits the
theoretical
definition of
an asset

. . ."

them against what we are doing currently, it is desirable
that we look at the changes that must be made in
the traditional definition of an asset in order that
humans would be included therein.
Exhibit 1 is a somewhat abbreviated description of
ECONOMIC VALUE
the
decision process that accountants now use in deUnder this general approach there are several techniques discussed as possible acceptable methods. These termining if a transaction should result in the recording
include the "present value method" and the "goodwill of an asset. This traditional model has rejected reportmethod" (to determine the firm's excess earnings and ing employees as assets. The suggestion to record at
then decide how much of this excess valuation should economic value is rejected because of the lack of cost
be allocated to human resources). These approaches associated with the valuation. The suggestion to record
deviate from the cost concept of accounting and are at cost might also be rejected due to the subjective
measure of future benefit (because of employee termimore subjective than those mentioned previously.
nations) and, therefore, the employee, as an asset,
An Evaluation
cannot be considered to belong exclusively to the firm
By disregarding the specific techniques we can gen- in question.
Exhibit 2 is a modification of Exhibit 1 which would
eralize and condense the approaches into two cateallow
human services to be recorded as assets at cost.
gories:
This approach gives one category of cost (i.e. that of
1. Record human resources at their estimated future acquiring humans) a status that is separate and unique
in determining which costs to expense and which to
value.
2. Record human resources at their so- called cost (i.e. record as assets. One principal argument is that good
at costs incurred to get the asset ready for produc- employees are so necessary to the benefit of the firm
that they should be reported on the balance sheet.
tive use, replacement costs, etc.).
A more convincing approach would be to argue for
In evaluating the above suggestions and comparing the inclusion of all costs wit]: comparable characteristics as assets, instead of granting human resources
special consideration.
The argument should center on (1) is a cost involved,
and (2) is this "expected" to provide some future
benefit. If so, record it as an asset. However, if this
argument were followed there would be justification
for including other costs as assets (i.e. political contributions, advertising, charitable donations, sales promotions) because the expected benefits of these expenditures are not completely contingent upon one
individual's (or collectively, individuals') evaluation of
his (their) present position in comparison with his
(their) other opportunities. A decision as to whether
to expense or capitalize a cost should be based upon
whether the cost fits the theoretical definition of an
asset rather than by giving it special treatment in the
decision process.
Exhibit 3 is a condensation of a model that would
allow the recording of human assets based on their
current economic value as determined by their pro.
jected benefits to the firm. This approach, as a method
of valuing all assets, has been proposed by many economists and accountants over the years and its pros
and cons will not be restated here. However, this
method has merit over the model given in Exhibit
2 in that it allows for the inclusion of all items with
future economic benefit and does not make exceptions
for human resources. For human resources to be included as assets under this model they would have
to be considered a specific right of the firm. This
model would also require the firm to include as assets
such things as value of location, created goodwill, or
lack of competition, as these also have future benefit
to the firm.

an asset. This method implicitly assumes a definite
relationship between an employee's future salary and
his value to the firm.

Other Views
Accountants have given much thought over the years
concerning the characteristics of assets. Canning, in
1929, stated:
MANAGEMENT ACCOUNTING /DECEMBER 1972
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"In general then, the professional accountant's
implied definition may be said to be: an asset
is any future service in money or any future
service convertible into money (except those
services arising from contracts the two sides of
which are proportionately unperformed) the
beneficial interest in which is legally or equitable
secured to some person or set of persons. Such
a service is an asset only to the person or set
of persons to whom it runs." 2 (Emphasis added)
As the beneficial interest in humans is not legally or
equitable secured to any organization, humans would
not be included as assets.
Sprouse and Moonitz in Accounting Research Study
No. 3 state, "Assets represent expected future economic benefits, rights to which have been acquired
by the enterprise as a result of some current or past
transaction."' They also state, "To come within the
purview of 'assets,' the scarce resources must be assignable to specific entities, must be capable of exchange
(transfer), either separately or as p art of a related
group, and must be expressible in terms of money
"' As in the case of employees the firm has not
acquired a right to future benefits and cannot exchange the humans with other organizations, ARS # 3
would not allow for the inclusion of humans as assets.
Ijiri defines assets as resources under the control
of the entity or resources over which the entity expects
to gain control in the future.'
A firm does not have control nor does it expect to
gain control over a particular human's resources even
though it may expect to maintain de facto control
over a group of human resources as the probability
of mass resignation is remote; thus, humans are excluded from this definition.
While Chambers does not specifically mention costs
of human employment, his discussion of assets does
not allow for the inclusion of humans. He defines an
asset "as any severable means in the possession of an
entity. "' His description would exclude humans because (1) humans cannot be converted to other means
at any given time and (2) there is not legal right to
hold and use them. Chambers refers to the temporary
nature of human services by noting that, "In case of
voluntary associations, individuals join and retain
membership only provided that, and as long as, they
believe their ends are better served than by individual
action or by some alternative association.' His measurement method would also exclude the valuation
of the human as an asset. He describes the monetary
measurement of an asset at a point of time as being,
its current cash equivalent at that time. In our society
there is no current cash equivalent to the firm for
its employees.
An opposing view is held by Lev and Schwartz. They

note that "ownership" by the entity is not one of their
criteria for recognition as an asset. They state ".. .
As long as employees can be replaced it does not
matter for our purposes whether the labor force always
contains the same persons or is a rapidly changing
group. The labor force as a whole is constantly associated with the firm and it can be constructively
regarded as being 'owned' by it." ° In their view something can have future value even if the firm has no
specific right to its use in the future and even if
comparable benefits are available in the future at the
same price.

Measuring Ability
To record a human or group of humans as an asset
implies that the loss of the asset would be a severe
blow to the financial stability or success of the firm.
Is this true or is it just as true that "everyone can
be replaced ?" Only very rarely can a firm fail to find
an employee of comparable talent at a competitive
rate. In these rare cases this is indeed useful data which
should be disclosed and the risk of investing in such
a firm made known.
The author has not questioned the importance of
the human resources of a firm in decision making.

Exhibit 2
ASSET DETERMINATION MODEL TO RECORD
HUMAN RESOURCES AT COST
Di d
firm incur

cost?
No

Yes

Donated
to firm?

Yes
Expected
to benefit
future
periods?
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No

Discovered
by firm ?
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In fact, the implication is that additional information
concerning the human element is desirable. However,
the means used to disclose this information need not
and should not take the form of an asset until we

have established a theory which would allow us to
report other similar costs as assets. In the meantime
it is necessary that additional information concerning
the employee group be reported for evaluation by the
reader. The external user must be able to evaluate
performance; lie cannot, in most cases, use data to
improve a situation except, in theory at least, to remove the management. The best measures of managerial ability according to financial analysts are, "the
growth of company, the return on common stock
equity, and the personal reputation of key personnel."
If analysts feel these are the best indicators of managerial ability, it is folly for accountants to attempt to
quantify these into one asset account. To express
subjective, questionable information as one figure and
imply it has a readily measureable value does not
reduce its subjectivity. It merely buries it, thereby
making its interpretation and use more difficult.
Conclusion
The role of accounting is to provide useful data.
To be useful, data must allow the decision maker to
make a better decision because lie has access to the
data. Information concerning the human element of
a firm should be disclosed as it is beneficial to the
user. However, to note that hunnan resource costs are
different from other expenses is not an adequate reason for recording them as assets for there is also a
fundamental difference between "human assets" and
other assets. Assets are usually thought to have value
because of the exclusive rights that the "owner" has
over their productive capabilities. There is no such
exclusive right in the case of "human assets" and with
no assurance of future control there is no assurance
of future benefit. The costs associated with humans
for the most part are for current performance and the
continuation of the "human asset" to be controlled
by the firm paying the salary is completely at the
"asset's" discretion. Wh at is needed is a thorough
discussion of what should be reported as an asset. Once
this has been decided upon, the costs (or other value)
associated with human resources should be considered
to see if they meet the criteria for an asset.
❑
c Robert K. Mautz, Financial Reporting By Diversified Co mpanies, Financial
Executives Research Found ation , In c., New York, 1968, p. 151.

ESTABLISHMENT OF FINANCIAL ACCOUNTING STANDARDS
Continued from page 12
We should also encourage the FASB to take a hard
look at present APB Opinions before any of them
are adopted as new standards. Hopefully many of the
detailed arbitrary rules can be replaced by self -disciplining standards tied to economic facts.
Finally, FASB should be encouraged to do a sound
job in research, and participation with industry and
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financial analysts in making its decisions. FASB
members should acquaint the political leadership of
their proposed decisions so they gain congressional
support and overcome pressure groups who usually
speak from self- interest. The stock market, the Government, pension funds, the taxing system, the banking
system, and millions of shareholders all have a real
stake in sound accounting. The private sector has this
last chance to do an effective job.
❑
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ACCOUNTANTS AND
ENGINEERS:
CLOSING THE
COMMUNICATIONS GAP
The Fundamentals Of Accounting And The Fundamentals Of
Engineering Are Both Rooted In Logic And Can Be Made
Understandable To Intelligent People Who Must Work In These Areas

By James C. Norris, Jr.
This is an article about communications between accountants and engineers. Now, there is a relationship
(albeit loose) between the two groups; both are concerned with profit. It is the thesis of this article that
profit control is too important to leave to the accountants and expense control is too important to leave
to the engineers. To appreciate how problems are
created by poor communication between accountants
and engineers, let us first examine their diverse interests, since diverse interests seldom lead to mutual
advantage within a business.

The Engineer
The engineer, by natural bent and technical training,
is oriented to problem solving. Customers bring problems which present challenges to engineers —and engineers love challenges. Because the customer and the
engineer are absorbed with challenge and performance,
such prosaic considerations as costs and especially
profit hold little interest or concern for them; both
prefer to get on with the job. And neither (for entirely
different reasons) is nearly so anxious as the controller
to negotiate the contract. In their enthusiasm for the
challenge, the engineers are also inclined to promise
additional benefits or services without full appreciation of the cost to the company. This was not a
serious shortcoming in the days of cost -plus contracts,
but it can be disastrous in today's fixed price environment.
Engineers are only occasionally aware and even less
concerned about costs. They are conscious of and do
use schedules and milestones (sometimes millstones)
but these are secondary to achieving performance. And
the more performance the better; a better product
for the customer and a greater challenge to the engiMANAGEMENT ACCOUNTING/ DECEMBER 1972

neer are their ultimate objectives. Engineering documentation is a delaying nuisance to be tolerated in
minimum quantities, and the expense thereof is the
less tolerable when it competes for design and test
dollars.
There is also a spirit of "academic freedom" among
engineers which rejects the right of the non - technical
man to question their requirements or decisions. This
rejection extends to another annoyance known as engineering estimating, an area where engineers prefer to
deal in area estimates, man - loading, and "flexible"
schedules. Finally, because of their great respect for
technical excellence, they like to reward their subordinates and colleagues with ample pay raises, attractive
modern facilities and generous fringe benefits. A well paid engineer is a happy engineer, and they like to
be happy.
Much of the foregoing is exaggerated to highlight
the differences between the world of the engineer and
the world of the accountant. Nor do all these allegations apply to many engineers in management who
must grapple with both financial and administrative
problems. Furthermore, increasing numbers of engineers are returning to graduate school for business and
management training.

The Accountant
The accountant's world is a world of progress payments, disallowances, depreciation, cash flow, incentive pricing, fixed and variable burden rates, budgets,
cost at completion, commitments, funding authorizations, work in process and similar terms. Unlike the
engineer, the accountant's ultimate objective is the
balance sheet and the profit and loss statement. Even
some of the terms common to both engineers and
accountants have different meanings. For example, the
term "system analyst" means business methods to
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"...

accounting
sets goals
...
and it
measures
against those
goals in a
most exacting
wa y. . ."

accounting whereas it means complex mathematical
modeling of sophisticated electronics to engineers. To
an accountant, the world is neatly packaged in discrete
time intervals of months, quarters and fiscal years
distinctly and inexorably marked by precise cut -off
dates. Everything is digital; analog, the mainstay of
engineers, has no place in accounting. Worse still, the
accountant must turn to the busy and quite unenthusiastic engineer for grass roots input to the pyramids
of management information which exact both time
and exasperation from every level of supervision.
Another requirement of accountants that is frustration to the engineer is the "order of magnitude"
problem. The engineering manager wants an estimate
to the nearest thousand or tenth of a million dollars,
while the accounting system develops the answer to
unit dollars and even cents. These may be rounded
off to give the engineer his answer, but much unnecessary time can be spent in achieving a precise answer
when only a rough answer is required. The extra precision costs time and money. Furthermore, it can put
the accountant behind schedule in other tasks and
delay management in attaining the quick answer it
wanted.
On the other hand, hasty estimates often turn into
"approved" numbers and their questionable ancestry
is hard to trace. Often they have been worked up on
a "scratch sheet" with insufficient identification, lacking even a date. There is no list of assumptions, no
reference to sources, not even a title for the worksheet.
There may be no date, nor the name of the requestor,
nor the purpose for which the figures were derived.
This becomes painfully clear a year or so later when
management tries to determine how a certain figure
was arrived at in attempting to reconstruct the program history.
There is yet another reason why accounting is frustrating to engineers. It sets goals and it measures
against those goals in a most exacting way. It tells
management in hours and dollars just how well performance has measured up to plan. It is human nature
to prefer to be given a job with minimum guidance
and restriction. Unfortunately, multi -year procurements don't permit that luxury for resources must be
allocated before the job starts. Milestones must be
established, and periodic reviews must be held to
assure management that it is going to make the
planned profit. The engineer recognizes the need for
this, but he works cost budgets and is primarily concerned with completing the task within those cost
budgets rather than with exploring the possibilities
of additional profit. Nor is he particularly concerned
with the return on investment aspect of how much
inventory or capital investment is tied up while he
achieves both his cost and his schedule plan.

The Program Manager
The program manager's office was developed, with
varying degrees of success, to integrate the differences
between engineers and accountants. Unfortunately,
the program manager and his small staff can only "hit
the high spots and the hot spots." He, even more than
the engineer, must be customer - responsive and must
devote a great deal of time and effort to customer
activity (including the activity of finding customers).
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The result is that the bridge between accounting and
engineering is weakened. Without a bridge, these two
sides of the business are left more and more to their
own problems and solutions. Costs at completion
become increasingly more important in profit projection, while carefully reviewed and timely inputs become increasingly harder to obtain.
The program manager can provide little more than
top level coordination. He must deal with the customer, the contracts department, the cost accounting
department, the engineering department, the material
department, the budgets department and the production factory. This often leads to specialization, with
only one man in the program office fully familiar with
budget and cost details of specific line items. In his
absence, questions must often go unanswered. There
may be others who know where the records are and
are vaguely familiar with the problem, but all too often
only one individual can supply the needed information. This cannot be done by the program manager
who has quite properly and of necessity delegated the
multitude of detail to his assistant. It is truly amazing
how program managers can keep up with as much
detail as they do with their "total responsibilities" for
every aspect of the program.

Additional Complications
There are additional complications which cause the
communications gap between accountants and engineers. These are the organizational problem, the cost
of completion enigma and the computer situation.
T HE O RGAN IZAT IONAL PRO BLEM

One of the greatest problems in profit surveillance
has its origin in existing organizational structure and
procedures. A contract comes in priced by line item
or work breakdown statement, but the company allocates funds by departments and collects costs by work
orders. Thus, funds and responsibility flow down one
channel and cost reports and excuses return by another.
Various management systems have tried to rectify this
problem through matrix systems that permit summing
costs in a variety of ways. This may be a solution,
but it is a very expensive solution which almost demands a computerized system for any job of significant
size or complexity.
T HE C OS T AT C OM PL ET IO N EN IG MA

A second problem in profit identification is arriving
at realistic cost estimates and costs to complete. Many
engineers do not realize that after the contract is won
it is, in effect, reestimated every month of its life,
and that these reestimates are as important financially
as was the original bid. From these costs at completion
are derived over /under run projections affecting profit
forecasts and many financial decisions occasioned
thereby.
One of the toughest problems in aerospace is the
material cost at completion, often 40 to 50 percent
of the total contract. The purchasing department
knows precisely what it has spent, what it has committed, and what remains in the bid, but it does not and
it often cannot know what goes on the factory floor
or what changes are in the making in the engineering
department. Material estimates are further compliMANAGEMENT ACCOUNTING/ DECEMBER 1972

cated by holding work orders, delayed cost transfers,
make /buy changes, and off- loads. Small wonder that
the cost at completion swings with the accuracy and
currency of the material estimate.
Frequent turnovers, especially in management,
occur in the aerospace industry without the benefit
of planned continuity and documented procedures
common to the defense organization. It is not uncommon to find that the program manager, various
department heads, and even members of top management have changed in the course of a multi -year contract. Policies have changed, files have deteriorated
or disappeared; even the contract has been changed.
It then becomes quite a job to construct an audit
trail for the life of the program. This is especially true
if the audit extends back through the proposal history
and the evolutionary years before the first contract
when work was performed on company funding. This
raises the question of whether management can ever
determine the real cost of the program and its real
profit.
Finally, after receiving and analyzing the cost at
completion reports, the controller and program manager are faced with the determination of the real causes
of the overrun. Simple things like rate increases, revised labor forecasts and price variances are not always
the answer. Often the answer is a combination of
factors, even within a single department. For a complex major program the answer at the top level can
normally represent only a summary of what really is
happening at various levels and in various locations
throughout the organization. Here both the engineer
and the controller (as well as the program office and
the production factory) must jointly analyze the problem and reach not only a conclusion but a corrective
plan of action. Controller participation in these decisions is vital because they invariably affect costs and,
therefore, profit and return on investment.
THE COMPUTER SITUATION
The computer system presents complications in the
"top management" output. How many company presidents, controllers, program managers, or even department heads get their really important information
directly from a concise one -page computer report?
Computer reports proliferate in volume and information inversely with the level of management they serve.
It is ironic that they best serve time- keepers, bookkeepers, and material clerks (all of whom richly deserve
and badly need their help) and least serve the top
manager who has the least time and yet the greatest
urgency for the latest informationl This is not the
fault of the systems manager or the computer specialist. If the president, the program manager, or the
controller took the hours or days required to detail
explicitly what information he needed, at what frequency, with what effectivity, for what use, with what
accuracy, etc., surely our space -age specialists could
produce such a report. But, the requester must personally take the time to do this. He must not and
he cannot delegate it to a second or third level of
authority, for many subordinates do not know exactly
what information the boss really needs nor how he
really uses it. If he took time to tell them they might
surprise him with the quick and simple response. HowMANAGEMENT ACCOUNTING /DECEMBER 1972

ever, he should first decide what reports he really needs
and how he will use them. Finally, he should ask for
an estimate of the true cost of providing the report,
and he should check later to see what the actual cost
turned out to be.
Computers are not respecters of persons or dollars.
They perform the same computations for $100 jobs
that they perform for $10 million jobs. They can
produce reports faster than the entire work force can
read them, much less really use them. So people must
step in to tell the computer what reports are really
needed, and what can be done without and what are
needed on call only. The same applies to manual
systems. The accounting department normally treats
every transaction with equal care and detail. Yet, only
a small fraction of the total contracts constitute the
dollar volume of the business and even come to top
management attention. Why not let the smaller details accrue over longer periods and report them less
frequently?

"Better
communication
can help solve
the controller's
gap

The Solution: People
Better communication can help solve the controller's gap. The first step is to develop meaningful
reports for management, but reports alone do not solve
the communications problem. The next step is to
insure that the controller (or his representatives) participate in all activities that involve or will involve
cost considerations. That means just about all activities, since very few decisions do not involve a cost
consideration. The chief engineer, the factory manager, and the program manager are equally essential
to these decisions, but, too frequently, the controller
is overlooked in the developing stages and is brought
in belatedly, when there is insufficient time to analyze
the financial alternatives or to implement them.
Better communication is not a panacea and is not
sufficient in itself. People must be trained and cross trained. Orientation tours are generally marginally
effective. People learn by doing and by being members
of the group. Taken in the perspective of a 30 -year
or 40 -year career, an engineer can well afford to leave
his profession for six months or a year and actually
work in the controller's office. He can, likewise, afford
a similar period, at some other time, in production.
He will be a better engineer and ultimately a better
manager for it. Obviously, this should occur in his
earlier years when he is both easier to spare from the
engineering department and he is easier to assign
within a new department. Although most young
MBA's cannot move into a radar design group, they
can be rotated to administrative and business assignments within engineering and within production where
they can learn a great deal about the problems and
the methods that they will need to understand later
in the controller's office.

Conclusion
The fundamentals of accounting and the fundamentals of engineering are both rooted in logic and
can be made understandable to intelligent people who
must work in these areas. Few companies publish a
simplified description of their business systems (or
conduct a familiarization course) for use of their pro -

Continued on page 30
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A CASE FOR ELECTRONIC
BUSINESS MACHINES
A Person Who Operates A Machine Eight Hours A Day
Is Better Qualified Than Most Management Personnel
To Point Out The Good And Bad Features Of The Equipment

By George C. Wheat and
W. Paul Woodson
In 1968 we were faced with the decision of replacing
obsolete accounts payable checkwriting equipment
with more modern EBM (electronic business machines) equipment or computerizing the entire existing
system. The major problems facing us were:
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1. Our present equipment could not handle our increasing volume.
2. The cost to repair our existing equipment would
have been prohibitive.
3. Projects understudy by our Computer Department
placed us on an indefinite time table.
The Computer Department's commitments and the
condition of our equipment left us no alternative but
to examine the various possibilities of using EBM
equipment. We called in five different manufacturers'
representatives to discuss their EBM equipment. One
manufacturer was ruled out immediately because of
incompatibility with our system, and the lead -time for
availability eliminated another. This left us with three
firms from which to choose our equipment.
We visited local companies in our area utilizing
EBM equipment manufactured by the remaining three
firms to see their hardware in actual operation. One
gains by talking with people using a line of equipment
as to dependability of machinery and especially the
quality and type of service offered by the company.
On our visits to the local firms, our lead checkwriter
and the supervisor of that group accompanied us in
order to actually test the equipment; we wanted to
have equipment that our operators would be happy
using. A person who operates a machine eight hours
a day is better qualified to point out the good and
bad features of the equipment than most management
personnel.
After completing our review of companies using
EBM equipment, we visited two companies that used
their computers for payables checkwriting. These two
companies were also using one or more EBM machines
to write rush type payables which every company has,
such as expense accounts, invoices with discount terms

arriving late, and contract and lease payments. This
is one plus factor for accounting machines in that
checks can be written at any time without interrupting
expensive computer hardware that is at work on other
programs. However, we found that more time was
spent auditing and batching the vouchers for payment
by companies using the computer than by companies
utilizing EBM equipment. One firm using the computer wrote checks every other day and one full day
was spent in auditing vouchers, assigning specific vendor numbers, and reconciling the vouchers with the
Computer Department control center.
A problem every company faces is that of duplicate
payments. In spite of every safeguard some get
through. One advantage of writing checks on the computer is the capability to program audits comparing
vendor number, invoice number(s), date, and amount
paid one month against prior or subsequent months'
payments. However, it is difficult to audit payments
made on documents which do not reflect an invoice
number. Assigning a specific vendor number to each
document fails in some cases to catch a duplicate
submitted at a later date.
At the conclusion of our equipment review, a cost
study and review of both types of systems was made
including lease and /or rental versus purchase, availability of equipment, maintenance contracts, and operator training.

We Installed EBM Equipment
The study of equipment and costs led to our installing new EBM equipment. The following is a brief
description of our system:
Our corporate Accounts Payable complement consists of 39 people including one section supervisor
and two unit supervisors. Total complement includes personnel for coding and auditing account
distribution.
Our checkwriting equipment consists of four electronic business machines with processors and paper
tape read -punch units —a total investment of
$65,000 (total replacement guarantee on any component on our yearly maintenance contract).
Our monthly document count is approximately
MANAGEMENT ACCOUNTING /DECEMBER 1972

55,000, including purchase orders, invoices, expense
reports, counter orders, etc.
4. Our monthly check volume averages 16,000.
At the time our checks are written, all the information that is punched into paper tape by our
checkwriters is visible on an accounting distribution
back -up sheet for the operator to see. (See Exhibit
1.) Since several lines of distribution may be involved
in the payment of an invoice or several invoices combined into one payment, the total distribution must
agree with a predetermined total prior to the actual
writing of the check. This allows the writer to either
command the machine to the writing position or, if
an error has been made, determine whether to analyze
the error immediately or proceed with typing the
check. (We have built into our program a procedure
whereby the operator can code to a special account
if an amount of distribution varies from the correct
amount. This account is analyzed and corrected periodically.) This lets the operator proceed with writing
checks and keeps the machine busy.

Edge-punched Cards
We have several applications involving payments
to companies or individuals which remain constant
for indefinite periods of time. These are set up on
edge - punched cards which are fed into the machine
by the operator without the need for manual typing.
(See Exhibit 2.) The accounting distribution is
punched into the card in addition to name, address,
zip code, and amount. Rentals, car allowances, etc.,
are examples of this type of payment. These files also
could have been set up on paper tape as well as
edge - punched cards. However, we chose the cards
because updating is handled more easily by changing
one card than by punching out a new master file on
paper tape.

We also have a vendor master file on edge - punched
cards. Each card contains a name, address, and zip
code and is attached to a batch of invoices prior to
passing to the clieckwriter. This eliminates typing
errors and increases speed. The vendor cards are then
refiled for subsequent use.
The checkwriting equipment is utilized also for
updating existing cards or creating new vendor cards
by using a small punched tape program which is read
into the processor. This operation can be performed
during slack time or can be scheduled for a certain
time each day or week. It is also a good tool for training
back -up operators.
Presently, we write or are capable of writing checks
on some 30 banks, each of which is identified by an
assigned number. When the machines are closed for
a day's business, the machine prints out a total for
each bank upon which checks have been written. The
daily totals would be shown as follows:
Daily Totals 8/30/71

Net
Discount
Gross

3,511,319.74
.00
3,511,319.74

Bank
4
5
6
11
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Individual Totals
1,386.38
253,165.77
325,000.00
2,131,767.59

30

150,000.00

31

300,000.00
150,000.00
200,000.00

35

36
All banks

3,511,319.74

Clear

yes

JOHN DOE
B- PRODUCTS INC
RW
CO
JAMES
SUPPLY
GEN TELE CO OF W ISC

99934

43070

JAMES W YATT

171

43071

PRINDLY

FISHEL
CONSOLIDATED

LINE

Amount

4105
4330
3142
3230
8010
5560
5420
3124
619
6129

21190
28100
16100
15000
28313
26425
24150
11309
06000
23210

1335100

100.80
177.88
150.00
169.14
3.77
59.03
3.00
156.73
.01
13,351.00

6129
6129

23210
23210

1335100
1335100

13,351.00130.21

994600
8002600
8022100

Balance
code
1
1
1
1
1
to
.01 l b
1
-

43064
43065
43066
43067
43068
43069

Detail

13, 220.79

+

99990
99985
35671
67843
99985
99985

Accounting
Area

Function

Vendor name

&

Voucher
number

BROWN

Vendor
number

distribution

Exhibit 1
ACCOUNTING DISTRIBUTION BACK -UP SHEET

1c
1

distribution

distribution

Notes
a. More than one line of accounting
per vendor.
b. $.01 Error — Account 619.0600 is charged with the one cent error in order that the writer may continue with writing the check.
c. Error requiring analyzing and correction —The complete accounting
is entered with a negative amount (error) and with the correct amount.
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The set-up program tape is then re-entered into the
processor and we commence writing checks bearing
the next day's date. The daily set-up for this operation
is as follows:

Exhibit 2
EDGE - PUNCHED CARD
CAR ALLOW ANCE APPLICATION

Daily Set -up
Check date
Tape date
Month
Voucher no.
Bank
Check no.
Clear

8/31/71
7008131
8
43064
1
636754
yes

Output Paper Tapes

Function

r a

mount

At the close of a day's business, the output paper
tapes from the four machines are delivered to the
Computer Department. The paper tape is converted
to nine-track magnetic tape by a machine which is
used as a keypunch machine when not in use for this
conversion. The magnetic tape is then processed by
the computer through various voucher accounting
programs for the various responsibility accounting and
management reports, general ledger update, check
registers (by bank), etc.
Our paper tapes are kept on file until all transactions
have passed the various voucher accounting audits and
are in the system. As soon as notification is received
from the Computer Department that all data are good,
the tapes are destroyed.

4415

24120

$40.00

Conclusion
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ALLOWANCE

In today's business world, many people believe that
to be competitive and to justify computer hardware,
all accounting functions must be computerized. This
philosophy can be very costly and many applications
can be handled more efficiently with electronic business machines.
Having worked in our Computer Department, we
fully appreciate the capabilities of the computer and
the untold savings of time in processing data. We do,
however, believe that the systems effort and manpower
requirements to design and implement a new system
should be based upon rate-of- return type projects. We
also recognize that all of us have fires to put out
occasionally, and government requirements demand
im)nediate attention which overshadows the economics of any project. We feel, ,therefore, that there is
a place in every company for efficient up-to -date systems utilizing electronic business machines, which are
rapidly becoming small computers in themselves at
a far lesser cost.
❑
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REPORTING REQUIREMENTS
FOR EQUITY SECURITIES
Eligibility To Use The Equity Method For 20 -50 Percent Owned
Investments Is Based On The Percentage Of Ownership In The
Voting Shares Outstanding

By Thomas E. Lynch
In March of 1971 the Accounting Principles Board
(APB) of the American Institute of Certified Public
Accountants (AICPA) issued APB Opinion No. 18
which requires investors to use the equity accounting
method to account for investments in:
1. Corporations in which the ownership interest is
20 percent or more of the outstanding voting stock
which leads to the presumption of significant influence; or, corporations in which the ownership
interest is less than 20 percent of the outstanding
voting stock but significant influence over the
investee can be affirmatively demonstrated by the
investor
2. Incorporated joint ventures (regardless of the ownership level)
3. Unconsolidated foreign subsidiaries

on the income statement. The question is, should they
be reported as they occur or on a moving- average basis?

APB Opinion No. 18: The Equity Method
The philosophy underlying Opinion No. 18 is that
the equity method better reflects the economic consequences of the investment and is a logical extension
of the accrual method of accounting for revenue recognition. The Board believes that by reason of his
investment in voting stock the investor has the ability
to exercise significant influence over the operating and
financial policies of the investee. That is, the investor
could control the dividend policy of the investee and
thus control, to a degree, his own reported earnings.
The equity method obviates this because the investor
includes in income his share of the profits or losses
of the investee in the same periods for which they
are reported by the investee rather than in the period
in which the investee declares a dividend.

This Opinion is in effect for fiscal periods beginning Arbitrary 20 Percent Ownership Criterion
after December 31, 1971, but earlier adoption was
The Opinion cites "significant influence" over the
urged by the APB. It applies retroactively to all invest- investee by the investor as the criterion for use of
ments in common stock regardless of when such in- the equity method, and states that significant influvestments were made. The Opinion also requires that, ence is presumed with ownership of 20 percent or more
where available, the market price of each investment of the outstanding voting stock of the investee; with
accounted for by the equity method be disclosed. This ownership of less than 20 percent of the outstanding
opinion will not affect as many companies as other voting stock, significant influence must be demonAPB Opinions because a relatively small number of strated by the investor.
companies (possibly only 50) have such investments.'
Some of the companies that adopted the equity Basis of Eligibility for Equity Method
method in their 1971 annual reports, and the effect
Eligibility to use the equity method for 20 -50 perof the adoption on their earnings per share, are listed cent owned investments is based on the percentage
in Exhibit 1.
of ownership in the voting shares outstanding. HowIn addition to this Opinion, the APB is also con- ever, the amount of equity earnings that the investor
sidering issuing an Opinion that would require inves- reports is based on the actual ownership of common
tors to value their long -term marketable common stock stock. This is a nuance that could be significant in
investments that are less than 20 percent owned at some cases. For example, if an investor owias 10 percent
market value rather than cost on the balance sheet. of the voting common shares and a significant portion
Debate on this Opinion is focusing on how the realized of voting convertible preferred that increases his voting
and unrealized gains and losses from changes in the ' B. \Geh l Lloyd and term
"Market Value Information fo r Nonsub.
I Weygandt,
ting Review, October 1971.
market value of the investment should be reported sidiary Investments;' Th e Accoun
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The result is a distortion in the key ratio of sales to
earnings. For example, in 1970 Sifco Industries' sales
were $21 million and its net income including its
equity in the earnings of its 50- percent owned affiliate
Sifco do Brazil, was $868,000. This resulted in a rate
of return on sales of 4.1 percent. If Sifco had been
allowed to pick up its 50 percent of Sifco do Brazil's
$13.1 million in sales, Sifco would have reported an
Prior to Opinion No. 18, investors carried less than adjusted 1970 sales figure of $27.6 million which, when
50- percent owned investments at cost and included related to the same net income of $868,000 results
in consolidated net earnings only dividends and inter- in a 3.1 percent rate of return on sales.
est from such investments. Under the equity method
the investor's entire share of the net earnings (or losses) ELIMINATION OF INTERCOMPANY PROFITS
of the investee, after elimination of intercompany AND LOSSES
The Opinion also states that intercompany profits
gains and losses, must be included in the consolidated
net earnings, and the investment account is increased and losses should be eliminated in the same manner
to reflect the investor's share of undistributed earnings as if consolidated statements had been prepared. The
and other capital changes of the investee. The Opinion question here is: In a 25 percent ownership situation
also requires a retroactive restatement of financial (or any percentage over 20), shall all of the intercomstatements for all prior years to reflect the change pany profits or losses be eliminated or only 25 percent?
There seems to be a growing belief that the eliminato the equity method.
tion of intercompany profits and losses should be
limited to the percentage of ownership interest that
DISTORTION IN SALES - EARNINGS RATIO
The equity method is called a "one -line consoli- the investor has in those profits.
dation" because it produces the same net effect on
total assets, net income, and retained earnings as if Change in Market Value
Another possible change in accounting rules may
consolidated statements had been prepared. Intercompany profits and losses are eliminated, goodwill require investors to include in their earnings each year
is amortized, and any other adjustments incidental to the change in market value of their common stock
a complete consolidation are effected. However, in investments. This would involve accounting for less
contrast to a consolidation, the equity method does than 20 percent owned marketable equity securities
not permit the investor to pick up any of the investee's at market value. The question then is: Shall changes
sales. Consequently the investor's earnings are in- in market values be reported as they occur or on a
creased at the bottom of the income statement but moving- average basis?
nothing changes at the top. The entry to record the
investor's equity in the earnings of the investee is Equity Securities Defined
The present study of the Board is limited to marketsimply:
able equity securities: Corporate common stocks where
there is less than 20 percent ownership; preferred stocks
Investment in stock
100,000
Investment Revenue
100,000 regardless of the percentage of ownership; and rights

"The result is interest to 20 percent of the total voting interest
outstanding, the investor is eligible to use the equity
a distortion in method. However, the investor's equity in the earnings
the investee would be based on the 10 percent
the key ratio of
common share ownership and not on the 20 percent
of sales to voting interest held.
earnings." Applying the Equity Method

Exhibit 1
NET INCOMES OF COMPANIES HOLDING 20 -50 PERCENT LONG -TERM COMMON
STOCK INVESTMENTS

Investor
Hercules
Kaiser Industries
Marathon Oil
Penn Virginia Corp.
Phillips Petroleum
Sifco Industries
St. Regis Paper

$2.78
.14
2.28
2.65
1.78
(.20)
1.34

$2.67
.02
2.18
1.18
1.67
(.55)
1.26

1970 Net Income*
Adjusted to
As reported—
exclude
which includes
equity in
equity in
earnings of
earnings of
20 % -50%
20 % -50%
owned
owned
companies
companies
+

1971 Net Income'
Adjusted to
As reported—
exclude
which includes
equity in
equity in
earnings of
earnings of
20 % -50%
20 % -50%
owned
owned
companies
companies

$2.61
.94
2.90
6.01
1.50
.91
2.56

$2.51
.82
2.83
2.65
1.58
.62
2.50

+

•

After extraordinary items.
As required by APB Opinion No. 18, the investors retroactively restated their 1970 financial statements to reflect the
change to the equity method of accounting for these investments.

Source: Annual reports of companies listed
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The Problem of Managed Earnings
The major criticism against the present practice of
accounting for less than 20 percent owned marketable
common stock investments at cost is that it permits
the "managing" of earnings. For example, it is possible
for companies with equity (or debt) portfolios to
"realize" gains or losses whenever it benefits their
financial reporting position or their tax posture (or
both), merely by selling securities or "switching" securities. Switching occurs when one stock is sold,
unrealized appreciation or depreciation that has occurred over several years is realized, and the proceeds
are immediately reinvested in another stock. The market value of the portfolio in total remains the same
but the securities comprising it have changed. For
example, assume General Motors common, which costs
$150, was sold for $300, which was immediately reinvested in RCA common. This is an exchange transaction which requires the recognition of the gain but
the question arises as to why income is created immediately after the switch and not before it when the
appreciation occurred. The possibility of managing
earnings is eliminated if securities are accounted for
at current market value on the balance sheet and the
annual changes in market value are included in income.
This may be accomplished, as mentioned above, either
by reporting changes in market value (1) as they occur
(on an annual yield basis), or (2) on a moving- average
(also called long -term yield) basis.

Reporting Changes in Market Value
as They Occur
When changes in market value are reported in the
financial statements as the changes occur, the change
in market value from the previous year end to the
current year end is recorded by adjusting the investment account in the balance sheet (debit or credit)
and by recognizing an unrealized gain or loss in the
income statement. By doing this, the results of the
decision to hold an investment are measured each year
in the same way as the results of the decision to sell,
except that holding gains and losses are measured on
an "unrealized" basis while selling gains and losses are
measured on "realized" basis. Each year that management chooses to hold securities, it makes a decision
MANAGEMENT ACCOUNTING/ DECEMBER 1972

that is equally as important as the decision to sell.
Therefore, both "realized" and "unrealized" gains and
losses together constitute the proper measurement of
the total results of investment operations, and holding
gains and losses are attributed to the period in which
they occur without the necessity of an exchange transaction for income recognition purposes. The major
criticism of this method is that massive earnings fluctuations result when changes in market value are recognized as they occur. The effect of such fluctuations
on post - balance sheet events underscores this criticism.
Present accounting practice requires the anticipation
of losses and the recognition of material post - balance
sheet events that occur before the annual report is
issued. If unrealized gains and losses are included in
the income statement, the effects of market value
fluctuations on post - balance sheet events may make
the amount of net income that is reported by a company literally dependent on the date the company's
independent auditors sign their certificate for the
annual report.

" . . . the

results of a
decision to
hold an
investment are
measured each
year in the
same way as a
decision to
sell . . . "

Moving Average Method
The APB believes that if the moving average
method is used:
1. At year end the investment account should be
debited or credited so that the securities are stated
at current market value in the balance sheet.
2. Both realized and unrealized gains and losses from
changes in market value should flow through the
income statement.
3. Realized and unrealized gains and losses should
be shown as a separate item in the income statement after "net income before realized and unrealized capital gains and losses."
Exhibit 2, which shows the relevant investment
information of the Monumental Life Insurance Company, provides the basis for illustrating how the
amount that is debited (or credited) to the investment
account is computed and how the amount that is
credited (or debited) to investment income is computed.
COMPUTATION OF DEBIT TO INVESTMENT
ACCOUNT
The amount that is debited to the investment account in 1967 is computed as follows:
Market value of stocks owned
at 12/31/66 (column 3)
Add purchases during 1967 (column 1)
Less sales during 1967 (column 2)
Market value of stocks owned
at 12/31/67 (column 3)
Amount that should be debited
to investment account

$11,617,000
3,379,000
$14,996,000
3,570,000
$11,426,000
13,705,000
$

to acquire corporate stocks, such as warrants. Excluded
are investments covered by APB Opinion No. 18 and
investments in securities with fixed maturities, including convertible debt.
The exclusion of marketable debt instruments from
the APB study has been criticized on two counts. First,
it excludes from consideration assets which in many
industries (such as insurance, banking, and brokerage)
comprise a major portion of the investment in marketable securities. The danger is that a company could
invest its funds in convertible bonds and enjoy most
of the economic benefits of equity investments while
accounting for such investments on the basis of cost.
(This type of security is often valued primarily on the
basis of the underlying equity securities to which the
debt instrument can be converted.) The second criticism is that it permits the "managing" of earnings
through selective realization of gains or losses in the
bond portfolio.

2,279,000

COMPUTATION OF CREDIT TO INVESTMENT
INCOME
The amount ($944,000) that is credited to investment income (column 7) in 1967 is calculated by
25

"The effect of
this
computation is
to smooth
income by
spreading
market
fluctuations
over a period
of years."

adding the total realized and unrealized gains (column
6) from 1963 through 1967 and then dividing by five.
The amount that is credited to surplus (column 8),
$1,334,000 in 1967, is the difference between the realized and unrealized gains /losses (column 6),
$2,278,000, and the amount credited to investment
income (column 7), $944,000.
The journal entry at the end of 1967 to record the
debit to the investment account and the credits to
investment income and to surplus is:

and are recognized as income over a prospective period
of time so that each year's income includes a pro -rata
portion of the investment gains or losses which arose
in prior periods. The effect of this computation is
to smooth income by spreading market fluctuations
over a period of years. This makes it possible to report
investment income even in a year when the market
is plummeting downward. For example, from Exhibit
2, the computation to record the adjustment to the
investment account for 1970 is as follows:

Investment in marketable securities
Investment income
Surplus

Market value of stocks owned
at 12/31/69 (column 3)
Add purchases during 1970 (column 1)

$2,278,000
$ 944,000
$1,344,000

$15,719,000
3.567.000
$19,286,000
1. 210,000
$18,076,000

To determine the amount credited to investment
income for 1968, the total realized and unrealized
gains /losses for 1963 are dropped and the total realized
and unrealized gains /losses for 1968 are entered into
the computation, with the result being determined
on a "five -year moving-average, 1964-1968."

Less sales during 1970 (column 2)

BALANCE O F SURPLUS ACCOUNT

The entry to record the decrease in market value
of the investment account, the investment income,
and the reduction in the surplus account is as follows:

Market value of stocks owned
at 12/31/70 (column 3)
Amount that should be credited
to investment account

The balance of surplus account (column 9) serves
as a valuation account for changes in market value
that are recognized in the balance sheet but not in
income. It is undecided how the initial amount to
be put in the valuation account should be determined.
In this illustration, the account was established with
the balance in the common stock component of the
Mandatory Securities Valuation Reserve as of January
1, 1965. It is also undecided as to where the credit
balance should appear in the balance sheet: As a
liability account or as a surplus segregation. A debit
balance may not be allowed to develop in the account
but must be deducted from net income as it occurs,
thereby preventing the possibility of securities being
carried at an amount greater than market value.

Surplus
Investment in marketable
securities
Investment income

16,017,000
$ 2,059,000

$2,399,000
$2,059,000
$ 340,000

Column 6 of Exhibit 2 represents the annual addition to or reduction in earnings which would have
resulted if unrealized gains and losses were recognized
as they occurred. With this method an investment
loss of $2,059,000 would have been reported in 1970
rather than an investment income of $340,000. Note
also that by the first quarter of 1971 this loss would
have reversed itself and realized and unrealized gains
would total $2,598,000.
The averaging of investment gains and losses over
Continued on page 30

INC OME S MOO T HI NG

When the moving average method is used, realized
and unrealized gains and losses are combined each year

Exhibit 2
MONUMENTAL LIFE INSURANCE COMPANY REALIZED AND UNREALIZED GAINS AND LOSSES ON
COMMON STOCKS HELD
-

5 -Year Moving Average
(4)
Realized
gains
(losses)

982
1,720
845
1,115
1,600
2,922
3,379
5,136
4,255
3,567
670

847
233
254
309
1,071
957
3,570
3,944
5,102
1,210
3,263

4,340
5,284
6,611
8,242
9,892
11,617
13,705
15,682
15,719
16,017
16,022

226
26
(137)
(36)
243
276
643
600
1,315
362
892

Year
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971 (3 Mos.)

(6)
(7)
(5)
Credit to
Unrealized Total realized
and unrealized investment
gains
gains /(losses)
income
(losses)

(8)
Annual
credit to
surplus

(9)
Balance
of surplus
account

907
543
737
825
1,122
(240)
2,278
529
1,190
(2,059)
2,598

512
(619)
1,334
(374)
214
(2,399)
N/A

1,374
2,365
1,746
3,080
2,706
2,920
521
N/A

&

(3)
Market value
of stocks owned
at December 31

&

Purchases

(2)
Sales

( 1)

681
(569)
874
861
879
(516)
1,635
(71)
(125)
(2,421)
1,706

610
379
944
903
976
340
N/A

+

Statement presented by the Monumental Life Insurance Company before the Accounting Principles Board of the AICPA, May 25 and 26, 1971.
Purchases, sales, and market value for the year are shown for illustrative purposes only to indicate the magnitude of Monumental's portfolio.
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A GENERAL

RETRIEVAL SYSTEM
Alt hou gh T her e Ar e Certain Dis a dva nt a ges To The System, They
Ar e M or e T ha n Compensated For By The Adva nt a ges

B� �Jacque�E.�Kaercher
The general retrieval system (GRS) described in this
article is a software package ' consisting of four programs, namely:
1.
2.
3.
4.

A data base generator program
A search statement analysis program
A data search and selection program
A report printing program

base depends upon the record length and the complexity of the data base. It is estimated that three to
twelve man hours and less than one hour of computer
time are required for each data base generated.

System Generation Procedure
A flow chart of the system generation for a data
base is shown in Exhibit 2. The data base control cards
and the GRS 002 and 003 skeleton program decks are
processed through the GRS generator program.
The GRS generator program first analyzes the DES,

T h e d a ta b a se g e n e ra t o r pr o g r a m p r o v id e s t he n e c -

E D T , a n d B L D c o n t r o l c a r d s fo r e r r o r s . If err or s a re

essary programs and complete run deck for a data base
file. The search statement analysis program is a generalized program for any data base. It analyzes the
statements for each search request. The data search
and selection program reads, analyzes, calculates and
selects requested records from the data base. The
selected records have an appended "sort-key" with up
to six data fields for use in our standard sort software
program. The report printing program reads the sorted
data from the data search and selection program and
prints the requested reports in the desired formats
using the specified report headings.

present, the errors are documented on the printer and
the generation is aborted. If no errors enlist, a run deck
is punched and a listing of the run deck is printed.
The run deck is used when a search is made on the
data base.
The GRS generator program also produces a
COBOL source program tape. This tape processed by
the standard COBOL compiler and linkage editor
produces both the search and selection program and
the report printing program for a data base. The
generation procedure for a data base need be performed only once unless the data base is changed.

System Generation Input

Data Base Search Input

The data base generator program must be used for
each different or revised data base. This is accomplished with three different data base control card
formats. (See Exhibit 1.) The first format is indicated
by the characters 'DES' in Columns 1 to 3. This format
is used to describe t he input file. The second format
is indicated by characters ' EDT' in Columns I to 3.
Up to 50 of these cards may be used to define the
edit words used in the report printing program. Each
field to be totalled must have an edit word provided
for the field and for its total. An edit word need be
defined only once even though it is used by more than
one field. The third format is indicated by the characters ' BLD' in Columns 1 to 3. One card is used to
describe each field in the record. The cards must
appear in the same sequence as the fields appear in
the record. This card is used to designate the "search
name" which will reference the field, and to set up
the column headings to be printed with the field. The
time involved to generate the programs for a new data

The search input consists of the retrieval run deck
and search request parameters for a specific report.
Parameters for up t o 99 reports may be processed
during one pass of the data base. The search request
parameters control the report title, the fields printed,
the report sequence, the data selected, calculations
performed and the totals obtained. The parameters
are written in an English syntax language by observing
a few simple rules.
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Data Base Search Procedure
A flow chart of the search and report printing procedure is shown in Exhibit 3. Three programs must be
run to produce a requested report, and up to 99 reports
may be produced in one pass through these programs.
The first program, AGRSI, is a generalized program
to analyze the search request, list the input parameters
and document any parameter error that may exist.
' The general retrieval system described in this article was developed by Information
Scienm Inc., New City, Rockland County, New York.

27

"The best use
of the GRS
system is in
the production
of special
one -time
reports."

The second program, GRS 002, is tailored for a
specific data base by the generator program. The GRS
002 program scans the records of the data base file
and selects those records which satisfy the search criteria. All records selected have a 57 character sort key
appended to the front of each record to allow sorting
of up to six selected fields. By sorting on the first
57 characters of the selected records, the records are
sequenced for all reports by a one -time sort.
The third program, 003, also is tailored for a specific
data base by the generator program. The GRS 003
program generates the specified report formats, col-

unmi headings, and data fields from the selected and
sorted data file. An optional tape may be written in
the exact image of the detail print line. Also, 80
column card images of selected data may be punched.

Conclusion
The best use of the GRS System is in the production
of special one -time reports. It permits quick turnaround on special run requests. Although there are
certain disadvantages to the system, they are more
than compensated for by the advantages. These are
as follows:

Exhibit 1
GRS GENERATOR —INPUT CARDS
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Exhibit 3
GRS SEARCH
r

Exhibit 2
GRS GENERATOR — SYSTEM GENERATION
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disadvantages
are more than
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advantages.

Disadvantages
1. The GRS system supports sequential data bases
only.
2. Variable or unknown record lengths are not permitted.
3. Three programs must be run to produce a report.
4. Only the first nine characters of a field are used
as the sort key for that field.
5. Fields exceeding 40 characters will be truncated
in the printing program.
Advantages
1. The GRS system permits fast response to special
one -time listing requests from files for which a
retrieval program has been generated.
2. Multiple searches of the same data base may be
structured and and performed in one pass through
the data base file.

3. All "search control statements" are free -form English.
4. Knowledge of programming is not required.
5. Page numbers, report titles and columnar Headings are provided through the "print" control
statement.
6. Data base elements described as numeric data at
generation time will have a final total printed
automatically by the "print" control statement.
7. Up to five levels of intermediate totals may be
provided.
8. Selected data may be punched into 80 column
cards.
9. Tape or disk output in print -line image may be
requested.
10. The "sort -key" generated permits sequencing
multiple searches in one run through the sort
progra in.
❑

ACCOUNTANTS AND ENGINEERS: CLOSING THE COMMUNICATIONS GAP
Continued from page 19
grain offices and engineering departments. Surely,
there would be fewer mistakes, mischarges, oversights,
and the like if the "users" understood the system. The
usual practice is to assign a specialist from the appropriate department to the program manager, but this
still leaves the manager dependent on the "expert"
rather than providing him with a summary of the
fundamentals of the system so that he can make his
own judgment.
One of the best means of improving communications is that of personal contact. Executives
should take the time to walk through their departments as a regular practice. Many an employee will
gladly make a worthwhile suggestion face to face with

management which lie would never bother to write
down for a suggestion box. Seeing an executive informally on the factory floor does worlds more for worker
morale, pride and efficiency than seeing him only on
ViP tours. What executive can really not afford to
take the time for these visits?
Engineers as well as accountants are responsible for
profit - making. Therefore, there must be more understanding and joint participation in decision- making.
Better understanding begins with better coin munication. Better communication begins with personal interest and initiation by management. This
article has suggested some measures that would in1prove communications. There are as many more measures as there are ingenious managers and enthusiastic
employees.
❑

REPORTING REQUIREMENTS FOR EQUITY SECURITIES
Continued from page 26
several years raises the possibility of applying this
technique to the total net income of all companies.
Companies such as T WA and Chrysler would undoubtedly prefer to average the results of their operations over a number of years rather than report high
profits in some years and losses in other years due
to strikes, overcapacity, or other conditions that cause
variations in their operations.

Conclusion
The arbitrary 20 percent ownership level as the test
of significant influence is the result of a compromise
among Board members. Some members of the Board
believe the equity method is appropriate for all longterm investment regardless of the percentage of ownership. Other members believe that the equity method
should be limited to those investments in which the
investor has control. Those who believed that the

30

equity method should be limited to controlled investments generally were willing to accept 20 percent as
being enough influence to demonstrate control. The
members who wanted to go all the way down to a
minimal percentage agreed to stop at 20 percent because this was an improvement over the previous rule
whereby 50 percent ownership had been the cutoff
for use of the equity method.
Accounting for less than majority owned intercorporate investments, however, is also becoming increasingly important and, as is evident from the preceding
discussion, there are many facets of this problem to
be considered. The arbitrary criterion of 20 percent
combined with the variable test of "significant influence" may make the equity method difficult to apply
in practice. A preferable alternative may be to apply
the equity method to all significant investments in
common stock representing long -tern business affiliations where consolidation of the financial statements
is not appropriate.
❑
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The
disadvantages
are more than
compensated
for by the
advantages.

Disadvantages
1. The GRS system supports sequential data bases
only.
2. Variable or unknown record lengths are not permitted.
3. Three programs must be run to produce a report.
4. Only the first nine characters of a field are used
as the sort key for that field.
5. Fields exceeding 40 characters will be truncated
in the printing program.
Advantages
1. The GRS system permits fast response to special
one -time listing requests from files for which a
retrieval program has been generated.
2. Multiple searches of the same data base may be
structured and and performed in one pass through
the data base file.

3. All "search control statements" are free -form English.
4. Knowledge of programming is not required.
5. Page numbers, report titles and columnar headings are provided through the "print" control
statement.
6. Data base elements described as numeric data at
generation time will have a final total printed
automatically by the "print" control statement.
7. Up to five levels of intermediate totals may be
provided.
8. Selected data may be punched into 80 column
cards.
9. Tape or disk output in print -line image may be
requested.
10. The "sort -key" generated permits sequencing
multiple searches in one run through the sort
program.
❑

ACCOUNTANTS AND ENGINEERS: CLOSING THE COMMUNICATIONS GAP
page 19
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gram offices and engineering departments. Surely,
there would be fewer mistakes, mischarges, oversights,
and the like if the "users" understood the system. The
usual practice is to assign a specialist from the appropriate department to the program manager, but this
still leaves the manager dependent on the "expert'
rather than providing him with a summary of the
fundamentals of the system so that he can make his
own judgment.
One of the best means of improving coin munications is that of personal contact. Executives
should take the time to walk through their departments as a regular practice. Many an employee will
gladly make a worthwhile suggestion face to face with

management which lie would never bother to write
down for a suggestion box. Seeing an executive informally on the factory floor does worlds more for worker
morale, pride and efficiency than seeing him only on
VIP tours. What executive can really not afford to
take the time for these visits?
Engineers as well as accountants are responsible for
profit- making. Therefore, there must be more understanding and joint participation in decision - making.
Better understanding begins with better communication. Better communication begins with personal interest and initiation by management. This
article has suggested some measures that would improve communications. There are as many more measures as there are ingenious managers and enthusiastic
employees.
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REPORTING REQUIREMENTS FOR EQUITY SECURITIES
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several years raises the possibility of applying this
technique to the total net income of all companies.
Companies such as T WA and Chrysler would undoubtedly prefer to average the results of their operations over a number of years rather than report high
profits in some years and losses in other years due
to strikes, overcapacity, or other conditions that cause
variations in their operations.

Conclusion
The arbitrary 20 percent ownership level as the test
of significant influence is the result of a compromise
among Board members. Some members of the Board
believe the equity method is appropriate for all longterm investment regardless of the percentage of ownership. Other members believe that the equity method
should be limited to those investments in which the
investor has control. Those who believed that the
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equity method should be limited to controlled investments generally were willing to accept 20 percent as
being enough influence to demonstrate control. The
members who wanted to go all the way down to a
minimal percentage agreed to stop at 20 percent because this was an improvement over the previous rule
whereby 50 percent ownership had been the cutoff
for use of the equity method.
Accounting for less than majority owned intercorporate investments, however, is also becoming increasingly important and, as is evident from the preceding
discussion, there are many facets of this problem to
be considered. The arbitrary criterion of 20 percent
combined with the variable test of "significant influence" may make the equity method difficult to apply
in practice. A preferable alternative may be to apply
the equity method to all significant investments in
common stock representing long -term business affiliations where consolidation of the financial statements
is not appropriate.
❑
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SALES -USE TAX
ADMINISTRATION
An Active Interest In Sales -Use Taxation Will Ensure Maximum
Compliance With Applicable Laws With Minimum Interference
In The Primary Thrust Of The Business

By Harlan R. Manchester
This article concentrates on sales -use tax administration in a decentralized manufacturing and laboratory
facility. It is oriented to the administration of sales use taxes in the State of California, but many
of the techniques presented may be used in other
states.' However, readers are cautioned to review their
own state laws prior to utilizing any of these techniques.
The sales -use tax, as applied in California, is actually
two taxes, each imposed on different types of transactions. The sales tax applies generally when a sale
takes place in California. The use tax applies generally
when a sale takes place outside of California but the
object of the sale is subsequently used, stored, or
otherwise consumed within the state of California.
These taxes apply to the sale or use of tangible personal property, as well as certain rental transactions.
Fabrication labor is also taxable.

Exemptions
The primary exposure to the sales -use tax in a manufacturing and /or laboratory environment is in the
internal consumption of material or labor supplied
by another business entity. The concept of internal
consumption is quite important in the determination
of taxability, as purchased material or labor is not
taxable if incorporated into a product which is later
resold. This resale concept is the basis for the most
significant exemption from the application of a sales use tax. Any material or fabrication labor which is
incorporated into a product which is later sold may
be purchased without payment of sales tax. To accomplish this, the buyer must give the seller a resale
certificate which relieves the seller of the obligation
to collect tax on his sales. Usage of such a certificate
must be closely monitored internally to ensure it is
used properly. A common error is to purchase certain
manufacturing aids, such as chemicals, in a resale
transaction. Many such chemicals do not appear in
the final product, but are evaporated during processing, or remain as waste material, and therefore cannot
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be purchased in a resale transaction.
There are other exemptions which are applicable
to the sales -use taxes of several states. Containers and
packing material for shipment of products to customers are exempt if they are not returnable. Installation
labor and repair labor are non - taxable, if separately
stated. Other exemptions are applicable to certain
types of industry and should be explored in depth
for possible tax savings. Material purchased in California but delivered out of state is not taxable by California, unless subsequently brought into California and
used.

Liability Calculations
There are two basic methods of calculating sales -use
tax liability. Many states (hereafter referred to as direct
payment states) allow a purchaser to give a certificate
to a seller which relieves him of the obligation to
collect sales -use tax on all sales to the purchaser. The
purchaser then accrues tax on all self - consumed purchases and pays the direct payment state on a periodic
basis, either monthly or quarterly. If the volume of
such transactions is large, the manufacturer may need
a relatively sophisticated accounting system to properly compute the tax due. These accruals may be
automatic, based on summarizations of transactions
by specific sources of original entry and specific expense classifications within the account structure.
However, once installed, such a system is simpler in
operation than the non- direct payment method discussed below.
Some taxing jurisdictions (including California) do
not allow the direct payment method. They require
sellers to collect tax on all sales unless relieved of this
responsibility by possession of a resale certificate from
each buyer. The manufacturer in such a state must
pay sales tax to individual sellers for property that
is not to be resold, as well as accrue use tax on self -consumed property or fabrication labor not obtained
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' No attempt will be made to precisely define which transactions are taxable
and which are not taxable, as questionable items should be discussed with an
attorney or with tax officials. In California. The State Board of Equalization
maintains offices throughout the state to administer the law and to advise taxpayers
in questionable cases.
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through a local purchase. This use tax liability arises
from a number of conditions, including purchases from
out -of -state suppliers not authorized to collect local
tax, transfers of material from out -of -state locations
of the manufacturer, and internal plant transfers of
material between resale accounts and internal consumption accounts. Monitoring these areas can be
quite complex and is discussed in depth in the section
below on Control Areas. Necessary accruals can be
made manually or by various automatic methods.
Tax Payments
Payment of accrued taxes, regardless of how calculated, must be made on a regular basis. In California,
a prepayment is required for each of the first two
months of a calendar quarter, with a formal quarterly
return filed in the month following each quarter.
There is an option allowed in computing the prepayment. The amount of the prepayment can be either
(1) 90 percent of the actual tax accrued for the month
or (2) one -third of the tax paid in the corresponding
quarter of the prior year. Correct choice of the appropriate option may aid in short -term cash flow requirements, although all remaining tax due for the quarter
must accompany the quarterly return.
External Audit
All firms with a significant volume of business will
be subject to audit on a periodic basis by auditors
from the applicable taxing jurisdiction. In California,
an audit is usually performed every three years. Normal
audit procedures are followed, with a six -month period
usually selected as a representative sample. This period
is audited in depth, with the errors found being multiplied by six to arrive at a three -year deficiency
amount.
Taxpayers must review all errors found by the auditors. Often a misunderstanding of the accounting
system will cause the auditors to record some incorrect
results. Resolving this misunderstanding will reduce
the deficiency. Another defense which is sometimes
applicable involves claiming the sample is nonrepresentative. A non - representative sample might
occur when a tax control program is installed during
the audit period, or if the accounting system or physical operations change during the period. Such a claim
will require the auditors to extend the sample to ensure
an accurate representation of errors.
Control Areas
The following areas have the greatest potential
hazard as to underpayment or overpayment of sales -use
taxes. Adequate control in these areas will minimize
errors. The actual mechanism of accrual may be a
manual journal entry or a computer - generated transaction. This depends primarily on the volume of transactions and the sophistication of the accounting system
involved. The concepts discussed must be considered
whether the system for accruing tax is entirely automatic, partially automatic, or completely manual.
AC CO U NT S P AY A BL E

This section is oriented to a non - direct payment
state, such as California. Proper tax administration
in accounts payable actually starts with the purchase
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orders placed by the purchasing department. All personnel involved in dealing with suppliers must be
familiar with the tax regulations of their state, as well
as the intended use of the material which they are
buying. If the material and /or fabrication labor is for
incorporation into a product for resale, then the supplier must be so advised. The manufacturer's resale
certificate must be provided to new suppliers and the
certificate number referenced on subsequent purchases. If there are other reasons why the supplier
should not charge tax, these should be highlighted
on the purchase order. Reasons could include repair
or installation labor, service labor only, statutory exemptions, etc. Often proper account numbers or other
coding techniques can aid the buyer in his determination of taxable status, but there is no substitute
for his intimate knowledge of the manufacturing
operation. In a large company, buyers are often specialists in a certain type of buying. Quite frequently,
material purchased by an individual buyer is all for
resale, and thus non - taxable; or it may be all overhead
purchases, such as supplies and tools, and thus taxable.
If the purchasing department has done its job
thoroughly, the accounts payable department can administer sales -use tax with much less effort. Accounts
payable personnel must also be trained in tax regulations and procedures. Each invoice received from
a supplier is compared with the applicable purchase
order, either manually or as part of an automatic
system. As part of the normal verification procedure,
any tax appearing on the invoice is checked for rate
and applicability against a tax status code on the
purchase order. Invoices with errors are either returned
to the supplier or corrected by adding or deleting tax.
In the latter case, the supplier should always be advised
of the reason for the change in the payment amount.
(In direct payment states, all tax appearing on all
invoices is deleted unless unusual circumstances exist.
Again, the supplier should always be notified of the
reason for the change in the amount of his invoice
payment.)
In some instances the supplier may not be authorized to collect tax for the state involved. This is frequently the case with smaller, out -of -state suppliers.
In these cases, the appropriate amount of tax must
be accrued and later paid to the state. These accruals
may be made by separate journal entry or added to
the invoice processing routine for more automatic
handling.
The accounts payable operation is a critical point
of control. It is the last visual inspection of a purchased
activity transaction before it "disappears" into the
accounting system. Individuals processing invoices
should be sufficiently familiar with the account coding
structure so as to notice such things as tax being
charged on non - taxable accounts and vice - versa; service -only invoices; out -of -state retentions or deliveries;
and other abnormalities.
A recent development in California has been the
imposition of additional sales taxes to finance rapid
transit districts. These additional taxes are only applicable to purchase activity within the counties situated
in the transit district. Taxpayers located in counties
adjacent to these transit districts should monitor their
invoices to assure this additional tax is not being
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included on invoices from suppliers located within the
transit district, unless the material is actually retained
or delivered within the district.
INT ERST AT E T RANSACT IONS

Companies with manufacturing and /or laboratory
facilities in several states must consider a number of
factors in relation to sales -use taxation. The laws of
each state involved are often different and must be
carefully examined to determine the potential taxability of material moving between states. As with purchases from outside suppliers, internally transferred
material which is incorporated into a product for resale
is normally not subject to tax. It is only when the
material is self - consumed, such as capital equipment,
tooling, or expensed parts or material, that a taxable
event occurs. There are a number of conditions that
affect the taxability of such an interstate transfer of
material. These conditions fall into three general
classes: material content, substantial use, and reciprocal credit. Individuals responsible for handling interstate transfers should be thoroughly familiar with these
conditions.
Quite often an interstate transfer
consists of material that has been processed in some
manner by the sending location. The sending location
has purchased material, expended labor and overhead
costs, and transferred the processed material to a
facility in another state. In California, only that portion of the incoming internal billing which represents
material is subject to use tax as tax does not apply
on internally- generated labor or overhead costs.
Therefore, internal billing forms should be designed
to segregate material costs from labor and overhead
costs. In this way, the receiving location would accrue
tax on only the material portion of a billing. In some
industries, the determination of material cost for an
individual billing might be quite difficult, if not impossible. This would be particularly true of frequent
material cost transfers composed partially of purchased
material, manufactured or processed material, purchased labor (subcontract), and internal labor. In this
case, the sending location might develop a ratio of
material cost to total cost on an overall basis, i.e.;
for all transfers during an annual period. The receiving
location could utilize this ratio to accrue an appropriate amount of tax. Users of such a ratio should
discuss its composition with their local tax officials
and obtain approval prior to continued utilization.
This type of ratio must be updated at least annually
and may be used on a manual basis or built into a
program for automatic data processing.
M A TE R I A L C O N TE N T .

Another condition affecting taxability of an interstate transfer of material relates to the
prior usage of the material in the sending state. The
type of material normally affected is machinery,
equipment, tooling, etc. This concept involves the
original intent at the time of purchase or construction.
If the original intent was to use the equipment in
the sending state, and this intent has been reinforced
by a "substantial" period of use in the sending state,
then tax does not normally need to be accrued and
paid in the receiving state. The term "substantial "is
S UBS TA N TI A L USE.
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not precisely defined, as it relates to the useful life
of the specific equipment involved and may vary from
a few months to several years. Again, discussions with
local tax offices are necessary to develop reasonable
guidelines for a specific company. A related condition
concerns temporary presence within the receiving state.
Tax need not be accrued on property which is brought
into the state to be transported outside the state or
to be processed or fabricated into property which is
to be transported outside the state for use outside
the state.
RE C I P R OC A L C RE D I T. A third condition to be considered
in interstate transfers of material is the possibility of
a reciprocal tax credit arrangement with the sending
state. Many states have such an agreement. In essence,
it allows a taxpayer to claim a credit against local
(receiving) state tax in the amount of such taxes paid
to the sending state on the original purchase or construction. This credit cannot, of course, be in excess
of the amount due to the local jurisdiction. In order
to claim the credit, the amount of tax paid to the
sending state must be known by the receiving location.
One method of accomplishing this would be to design
the internal billing form with a line or space in which
the sending location could insert the amount of local
tax paid. If the percentage of tax is constant or calculable, it may be built into an automatic data processing system by either the sending Or receiving location. In California, such tax credits must be claimed
as a separate item on the quarterly return form, and
therefore, should not be netted out against gross tax
due. Interstate sales -use tax administration is quite
complex. Personnel handling the paperwork at either
end of intra company /interstate material transfers
must be cognizant of the possible avenues of tax
savings as well as their local tax laws.

" . . . internally

transferred
material which
is incorporated
into a product
for resale is
normally not
subject to
tax."

INT RAST AT E T RANSACTIONS

One facet of sales -use taxation that often escapes
the view of the casual observer concerns the internal
accounting transactions which record the flow of material within a manufacturing plant or laboratory environment. This may be at a single location or between
multiple locations within a single state. A taxable
event occurs whenever material which was originally
purchased under a resale certificate is diverted to
internal use. An example of this would be construction
of a piece of test equipment for internal use, utilizing
parts which were originally purchased for incorporation
into a product for resale. Tax would need to be accrued
on the cost of the parts thus used. Normally, any time
a manufacturer uses his own products, he is liable for
tax. If the use consists only of demonstration or display
of the product in connection with the subsequent sale
of the same product then no tax applies.
Determining the tax base in transactions of this type
can be quite complex. If the part or product was
purchased as is, then the cost would be wholly taxable.
In the case of an internally manufactured part or
product, only the material cost involved would be
taxable. If the volume of such internal transactions
is high, it would be appropriate to develop an equitable ratio of material cost to total cost. This ratio could
be used in all applicable transactions. The background
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analysis and derivation of the ratio must be kept
available for review by the auditors of the local taxing
jurisdiction.

Problem Areas
There are a number of problem areas which make
accurate determination of tax difficult. These problems occur primarily in purchase transactions but may
occur in interstate or intrastate cost transfers. Some
of these problem areas in California are discussed
below.
1.

2.

3.

4.

5.

6.

7.

Even though repair labor is not taxable,
any parts or material provided by the repairing
agency are taxable unless they are an "insignificant" part of the overall job.
REN TAL S. The rental of tangible personal property
is normally taxable, as it is considered a "continuing
sale and a continuing purchase." The rental is not
taxable if the lessor paid tax on the original purchase of the property and is renting it in substantially unaltered form. There are also some statutory
exemptions, such as linen supply contracts.
F R E I G H T. Freight charges are not taxable when
separately stated if the material is delivered by a
common carrier and if title passes at the seller's
place of business. Freight charges are taxable if
the supplier delivers the material in his own truck
or if the material is sold for a "delivered" price.
IN S TA L L A TI O N . Labor costs of installing a product
are non- taxable if separately stated although it is
sometimes difficult to distinguish installation labor
from taxable labor.
FA BR I C A TI O N . Labor costs of fabricating components
or finished products are taxable even if raw material is furnished to the fabricator by the buyer.
If the fabricated components or finished products
are for resale, the labor may be purchased ex -tax
under a resale certificate.
S H I P P I N G M A TE R I A L . Containers and packing material used to ship finished products to customers
are not taxable when purchased unless returnable.
If the ownership passes to the customer, then no
tax is applicable on the original purchase.
NEWSP APERS AND PER IO DIC AL S. These are normally
not taxable if issued on a regular basis, at least
four times annually, and if they meet the statutory
definition of a newspaper or periodical.
RE P AI R .

Establishment of a Control Program
Since sales -use tax administration in a manufacturing and laboratory environment can be quite complex, management must make a conscious effort to
properly monitor this increasingly important area. A
control program should be installed in both new and
existing locations. The following suggestions may aid
in organizing such a program:
Establish a sales -use tax coordinator position. This
could be part of an existing tax department or a
separate individual on a part -time basis. The individual chosen should have a wide knowledge of
the operations as well as a thorough knowledge
of the accounting system.
This coordinator must familiarize himself with the
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local tax laws. The support and advice of the
company attorney is highly advisable at this point
and throughout the establishment of the control
program.
3. The coordinator should review the manufacturing
and laboratory operations to ascertain the primary
tax exposure areas. The section above on Control
Areas should aid in identifying the sensitive transaction areas.
4. The coordinator should prepare a tax guidelines
document highlighting the specific tax exposures
at the location. The guidelines should also contain
detailed responsibilities of each specific department or section involved. Top management
support must be available at this point, as each
individual manager must conform to the tax responsibilities shown in the guidelines for his group.
5. The individuals responsible for original document
processing (invoices, internal billings, journals, etc.)
must be educated by the coordinator. This may
be done by reference to the guidelines document
or by actual classroom effort.
6. The coordinator should establish an appropriate
level of audit to ensure compliance with the guidelines. It is recommended that the first level be
a self -audit wherein the document processors post audit their own efforts on a regular basis. A second
audit level could be a random review of each
control area by the coordinator.
7. The coordinator should also act as a liaison with
any external auditors from various taxing jurisdiction. He is in the best position to explain the
location's tax control program and follow up on
any audit problems noted. Subsequent to any such
audit, the guidelines mentioned above should be
updated with any new requirements which may
have emerged from the audit. The education cycle
should be initiated again to disseminate any new
information.
The control program outlined above may require
a significant resource commitment to ensure a taxpayer
is paying the correct amount of tax. There are three
basic reasons why an adequate control program should
be established:
A business entity should make all reasonable efforts
to fulfill its responsibilities as a citizen of the
community. Paying its share of local government
costs is a prime responsibility.
Accurate costing of products or projects requires
all expenses be considered on a timely basis. Pay ment of back taxes after an audit causes considerable difficulty in allocating the expense to current products or projects.
Penalties and interest are often assessed against
tax deficiencies identified by audit. The costs of
such a control program may be completely offset
by potential savings on penalties and interest.
Governmental agencies frequently hold public hearings prior to enacting new tax laws or developing new
rulings on matters of major importance. The concerned businessman may benefit from attending such
Continued on page 38
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AN ECLECTIC
ACCOUNTING
APPROACH
Costs And Expenses Are Categorized By Expense Type, Identified
As Variable Or Fixed For Decision - Making Purposes, Assigned
To Responsible Managers On The Basis Of Controllability, And
Separated Into Traceable And Joint Costs To Emphasize Rig Profitability

By Henry T. W eathers
One of the most difficult and frustrating tasks in the
oil well drilling industry is that of evaluating the
performance of a company's drilling units. This is
partly so because traditional full -cost absorption accounting methods are profit oriented rather than performance oriented. Profitability is often expressed as
"drilling rig income per operating day" as a comparative measure of performance. However, standards of
income per operating day may be intuitively established based on personal judgment and provide little
control over activities in the various areas of responsibility within the company. The reporting system
should (1) measure the drilling units' contributions
to company profits, (2) show how well the rig managers
have fulfilled their profit responsibilities, and (3) provide adequate control over operating activities. The
purpose of this article is to present an eclectic approach
to profit reporting that fulfills these requirements; one
that combines desirable features of responsibility accounting, contribution accounting, and direct costing.
In the analysis, consideration is given to the effects
of responsibility accounting, contribution accounting,
and direct costing on reported profits and to the
question of whether these methods communicate useful information for performance measurement and
control. An eclectic accounting approach that combines most of the advantages of these accounting
methods with the fewest disadvantages is recommended. Because performance measurement, segmentation, and responsibility are emphasized, comparative
budget amounts are omitted in the reports for clarity.
The Nature of Drilling Costs
A drilling rig is a separately accountable operating
segment of a company. In a decentralized operation,
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a drilling rig is comparable to a division or department
having its own operating objectives and profit responsibility.
Because of the many common services required and
the constant need for equipment maintenance, groups
of drilling rigs are usually serviced by a strategically
located service center. In the industry, a service center
is referred to as a "field warehouse" because numerous
supply items are acquired there for the drilling rigs
and it makes available a multitude of specialized
drilling equipment. Some services performed by a field
warehouse, such as preparation of the drilling site and
provision of specialized equipment, are traceable to
specific jobs. These costs are not directly controllable
by a drilling rig manager, but they comprise a comparatively large part of the job costs incurred.
Some major costs, such as depreciation on drilling
equipment, are only partly controllable by a drilling
rig manager. Although a drilling rig manager is held
accountable for rig maintenance, rig improvement, and
drilling equipment procurement and replacement, he
does not determine the depreciation methods used
and, consequently, the amount of long run costs allocated to current jobs.
Expenditures which are directly controllable by a
drilling rig manager include direct labor, board and
lodging for the crew, rig moving and set up expenses,
third party contract services, equipment rentals, and
rig supplies.
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The Absorption Accounting Approach
A drilling rig profitability report (Exhibit 1), which
is not very different from those prepared by many
oil well drilling contractors, is presented first as a basis
for comparison. The most serious criticism of this
report is that it does not represent the rig manager's
profit responsibility. The report fails to distinguish
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between expense responsibilities assigned to the rig
manager and expense responsibilities assigned to others
in the organization.
Examination of the data underlying the report reveals the following costs over which the rig manager
has no direct control:
1.
2.
3.
4.
5.
6.
7.
8.

Location expense — $20,000
Equipment re„tals— $40,000
Salaries and expenses— $20,000
Repair and maintenance— $100,000
Insurance— $50,000
Depreciation— $300,000
Field warehouse expense— $250,000
Home office expense— $50,000

If full costs and expense are included in the profitability report used to evaluate a rig manager, his
evaluation will be predicated, in part, on decisions
made by other managers in the company. The profit
report based upon full -cost absorption accounting will
be revised in the following discussion to emphasize
most of the advantages and disadvantages of respon-

Offshore oil drilling equipment and tender ship.

Exhibit 1
STATEMENT OF INCOME AND EXPENSE:
ABSORPTION ACCOUNTING APPROACH
Drilling revenue

$2,000,000

Costs and expenses:
Location expenses
Rig labor
Equipment rentals
Salaries and expenses
Drilling supplies
Repair and maintenance
Insurance
Depreciation
Field warehouse expense
Home office expense
Total costs and expenses
Rig net profit

50,000
500,000
50,000
50,000
100,000
400,000
50,000
300,000
250,000
50,000
$1,800,000
200,000
$

separation of
direct rig costs

$

"...

sibility accounting, contribution accounting, and direct
costing.

The Responsibility Accounting Approach
A responsibility approach attempts to show how well
a rig manager has fulfilled his profit responsibilities.
Cost control is the key to relevance.' In Exhibit 2,
costs and expenses ($970,000) which are controllable
by a rig manager are isolated and reported separately
from costs ($830,000) controllable by others. In the
evaluation process, controllable amounts should be
compared with predetermined target figures which, in
this example, are omitted for clarity.
The main disadvantage of the responsibility approach is that it does not isolate and report the effects
on drilling rig profits of decision making in other areas.
The effects of decisions made by the drilling superintendent and other managers may have a significant
impact on rig profits. Because costs and expenses which
are controllable by others are not included, the responsibility accounting approach is not very useful for
measuring the performance of the drilling unit (as
distinct from the performance of the rig manager).
Another disadvantage of the responsibility approach
is that no distinction is made between costs and expenses which arise from commitments made in prior
periods. To the extent that past costs are reflected,
the profit reported does not measure solely the decisions made and actions taken in the current period
but also the continuing results of prior decisions and
cost commitments.

The Contribution Accounting Approach
While a distinction between controllable and uncontrollable costs and expenses is desirable for managerial evaluation, separation of direct rig costs and
expenses from joint amounts is desirable for rig performance measurement. A contribution accounting
approach focuses attention on segment operating performance. The contribution profit of a drilling rig is
the revenue it has earned less the costs which are
specifically traceable to its operations. This approach
to profit reporting is illustrated in Exhibit 3. Operating
expenses ($1,455,000) are deducted from drilling revenues to reflect rig profit contribution ($545,000).
All footnotes appear at the end of the article.
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Exhibit 2
RIG MANAGER'S PROFIT
RESPONSIBILITY:
RESPONSIBILITY ACCOUNTING
APPROACH
Drilling revenue

$2,000,000

Costs and expenses:
Location expenses
Rig labor
Equipment rentals
Salaries and expenses
Drilling supplies
Repair and maintenance
Total
Rig manager's profit responsibility

$

$

30,000
500,000
10,000
30,000
100,000
300,000
970,000
$1,030,000

Exhibit 3
DRILLING RIG PROFIT:
CONTRIBUTION ACCOUNTING
APPROACH

$2,000,000

Drilling revenue

$

Costs and expenses:
Location expenses
Rig labor
Equipment rentals
Salaries and expenses
Drilling supplies
Repairs and maintenance
Insurance
Depreciation

$1,455,000
$

Rig profit contribution

545,000

Exhibit 4
DRILLING RIG PROFIT REPORT:
DIRECT COSTING APPROACH

The Direct Costing Approach

activity."

are deemed
independent
of short - period
fluctuations in
drilling

Direct (marginal) costing is a starting point for
differentiating between short -run and long -run costs.
The existence of costs which are controllable only with
respect to the long -run outlook is a distinguishing
characteristic of the short -run measurement problem.=
To the extent that reported profits are affected by
allocations of long -run costs, the amount reported is
a result of the depreciation accounting methods followed rather than the result of operational performance.' Choice of alternate depreciation methods results
in the allocation of substantially different amounts
of long -run costs to interim periods and these amounts
are frequently material with respect to reported profits. Consequently, separation of short -run and long -run
costs is desirable to permit measurement of short -range
decision making against short -range profit goals.'
The direct costing approach to profit measurement
(Exhibit 4) can be readily contrasted with responsibility accounting and contribution accounting.
Variable costs ($1,335,000) are deemed controllable
(but not necessarily controllable by the rig manager)
in the current period. Fixed costs ($465,000) are
deemed independent of short - period fluctuations in
drilling activity. Direct (marginal) costing provides for
the collection and reporting of variable and fixed costs
as separate deductions from revenue.
The main disadvantages of the direct (marginal)
costing approach are (1) costs are not separated by

Exhibit 5
DRILLING RIG PROFIT REPORT:
ECLECTIC ACCOUNTING APPROACH
Total
$2,000.000
_

0$' 20,000

30,000
500,000
10,000
30,000
100,000
300,000

10,000
10,000
300,000
S 320,000
545,000
345,000
200,000
$
$

$
$

830,000
-0830,000

$

200,000

S 200,000

$

$

10,000
10,000
100,000
120,000
285,000
345,000
$(630,000)

30,000

$

970,000
$1,030,000

100,000
15, 000
165,000
165,000

50,000
500,000
40,000
30,000
100,000
400,000
15,000
$1,135,000
$' 865,00. 0

$

$

$

Committed costs:
Equipment rentals
Salaries and expenses
Depreciation
Total
Rig profit contribution
Joint costs
Rig net profit

$_2,000,0.0.0

$

10,000
20,000
300,000
35,000
80,000
20,000
S 465,000
$ 200,000

Variablle costs:
Location expenses
Rig labor
Equipment rentals
Salaries and expenses
Drilling supplies
Repair and maintenance
Insurance
Total
Contribution margin

$

Fixed costs and expenses:
Equipment rentals
Salaries and expenses
Depreciation
Insurance
Field warehouse expenses
Home office expenses
Total
Rig net profit

Drilling revenue

$

50,000
500,000
40,000
30,000
100,000
400,000
15,000
170,000
30,000
$1,335,000
665,000

$

Variable costs and expenses:
Location expenses
Rig labor
Equipment rentals
Salaries and expenses
Drilling supplies
Repair and maintenance
Insurance
Field warehouse expenses
Home office expenses
Total
Gross profit

Controllable by
Rig
Others
manager

$

$2,000,000

$

Drilling revenue
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"Fixed costs

$

Total

50,000
500,000
50,000
40,000
100,000
400,000
15,000
300,000

'The main disadvantage of the contribution approach is that it does not distinguish between costs
and expenses which are controllable by the rig manager
and those which are controllable by others in the
company. Consequently, a contribution approach is
not very useful for managerial evaluation. Another
disadvantage is that the contribution approach does
not distinguish between short -run and long -run costs.
This separation can be achieved by direct costing.
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"The operating
profits
reported by all
of the drilling
units can be
su mmed t o
equal
company
profits."

responsibility areas and (2) joint costs are merged with
costs which are traceable to the drilling units.

The Eclectic Accounting Approach
The proposed approach to profit measurement
combines most of the advantages of the accounting
methods previously discussed with the fewest disadvantages. The first requirement of the proposed approach is to distinguish between costs and expenses
which are traceable to a drilling unit and joint costs
and expenses. The second requirement is to identify
all costs and expenses as either short -run or long -run
amounts to distinguish between expenditures which
are controllable in the short -run and long -run. Finally,
for managerial evaluation, all of the amounts must
be identified with managerial areas of responsibility,
i.e., as controllable by a rig manager or by others in
the company.
An eclectic accounting approach to profit measurement is presented in Exhibit 5. Responsibility accounting is used to distinguish between costs and
expenses which are controllable by the rig manager
and those which are controllable by others. Direct
costing is used to separate short -run and long -run costs
and expenses. Contribution accounting is extended to
focus attention on the three major parts of the report.
First, controllable variable costs are deducted from
drilling revenues to show the short -run contribution
controllable by a rig manager ($1,030,000). Costs and
expenses ($165,000) controllable by other managers in
the company are included in the report to show the
rig's short -run contribution margin ($865,000). These
are the most significant amounts for managerial and
rig operational performance evaluation in the short run.
Second, costs ($320,000) which are controllable only
with respect to the long -run outlook because they
represent continuing charges for long -lived commitments are deducted to arrive at rig profit contribution
($545,000). Long -run costs, which cannot be precisely

assigned to interim periods, are not mixed with short run costs which are precisely measured. Long -run costs
are included to focus attention on costs which are fixed
in the short -run by previous decisions. Profit contribution is the most significant concept of profit measurement for rig performance evaluation in the long -run.
Third, joint costs ($345,000) are deducted to arrive
at rig net profit *($200,000). Joint costs are included
to relate rig profitability with the total profit structure
of the company. The operating profits reported by
all of the drilling units can be summed to equal company profits.

Conclusion
An eclectic approach which combines the desirable
features of responsibility accounting, contribution accounting, and direct costing provides a sequential
measurement of profit contribution in an essentially
building block form. Costs and expenses are categorized by expense type, identified as variable or fixed
for decision - making purposes, assigned to responsible
managers on the basis of controllability, and separated
into traceable and joint costs to emphasize rig profitability. Each building- block is small enough to satisfy
the accounting information needs of various management decision levels.
❑
'W illiam L. Ferrara, "The Contribution Approach." NAA Bulletin. December
1%4.
2 National Report
Research
Association
Number
of Accountants.
37, National Association
Current Application
of Accountants.
of Direct
New
Coati
rk
1961, p. 69. The report states "In measuring periodic income, the accountant
is, with few exceptions, dealing with Periods shorter than the life of the enterprise.
of depreciable assets used in the business, and of commitments made by manage.
ment establishing costs which are independent of current volume fluctuations.
Presence of these costs of maintaining capacity to do business is a distinguishing
characteristic of the shorurun income measurement problem, for in the long -run,
there is no difference between direct and period costs:'
Walter B. McFarland, Concepts for Management Accounting, National Association of Accountants, New York, 1966, p. 56. McFarland states that
it seems
important for management to recognize that, to the extent that reputed segment
costs are composed of allocated long- period capacity costs. segment net profit
for the period reflects the accounting method chosen rather than performance
of manufacturing and selling functions."
'W illiam Langenberg, "Planning Your Profit Path Through Contribution Reporting," NAA Bulletin, March 1965. Langenberg states, "A dynamic accounting
information system should be the effective bridge between short-range and
Ion g range planning. Expenditures affected by short -range decision making need
to be separated from fixed or longer -range costs. This permits measurement of
short-range decision making against short -range profit goals."

Y.I.

"...

SALES -USE TAX ADMINISTRATION
property, or other tax laws. Accountants working in
this field must stay constantly alert to changes in the
hearings and voicing his opinion or offering his exper- law, new rulings from governmental agencies, new
tise in the field. Another method of communication statutory interpretations by the courts, and other inis through membership in taxpayers' associations, pro- dicators of change. A number of publications are
fessional groups, or industrial associations. Large com- available from the business publishing houses to aid
panies may retain attorneys in the field. The extent in learning the fundamentals and also in staying
of the involvement should depend on the significance abreast of changes. Various services are available which
of sales -use taxes to the particular company involved. will provide frequent reviews of new developments
throughout the country. An active interest in sales -use
Conclusion
taxation will ensure maximum compliance with appliTaxation in general is far from an exact science. cable laws with minimum interference in the primary
❑
Sales -use tax laws are no better or worse than income, thrust of the business.

Continued from page 34
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THE COST CENTER
PROBLEM IN THE
OIL INDUSTRY
The Accounting Problems Involved Extend Beyond The
Depletion Calculation Itself, And The Current Preoccupation
With Cost Centers Conceals The Difficulties To Be Faced In
Determining Cost

By Kenneth S. Most
The American Petroleum Industry has changed considerably in the past twenty years. There has been
an enormous expansion in domestic operations accompanied by an unpredicted increase in the scale of
overseas activities, particularly in the area of production. The industry has also been responsible for a
thriving offshoot, the petro - chemicals industry. In
addition, there has been a strong move toward vertical
integration so that the distinctions between production, refining and marketing no longer seem so clear cut, and an extension into wholly distinct areas of
activity, such as shipping, pipelines, real estate, tourism
and consumer finance, is creating entirely new problems of financial and managerial accounting. In consequence, the preparation of decisions in the area of
production and the replanning of decisions which will
have to be ma de for the du ration of the resulting
financial arrangements depend for their validity in
large measure on methods of calculating depletion.
Depletion is the largest single component of the cost
figure in any income statement or profitability calculation and implies the collection of cost data relative
to the discovery of oil and gas.
In the petroleum industry, costs are incurred in
approximately the following sequence. An oil scout
or other prospector searches for underground deposits
of oil and gas and reports his findings to the investor
who pays his salary and expenses. If the scout finds
indications of a possible deposit, the investor may
acquire an interest in the particular piece of land,
which will give him rights both to drill for oil and
to receive, or to share in, any exploitable discovery.
Payments made for such rights may precede by many
years the actual drilling operations which are necessary
to establish the existence of underground deposits.
MANAGEMENT ACCOUNTING /DECEMBER 1972

During the currency of the rights to land thus acquired,
the investor may drill either test -wells or, having
proved the existence of oil or gas, a development well,
and each drilling may or may not reveal the presence
of oil or gas in exploitable quantities. Again, expenses
of drilling wells may precede by several years the actual
production of oil or gas, a decision which depends
upon, among other things, the extent to which artificial lifting operations are necessary, the price of
the oil or gas, government regulations in force, and
contractual arrangements with the owner of the land
or other participant.
It can be seen that there are, in any given case,
at least three separate and separable decision areas
subject to different probabilities. The probability that
the geologists will be successful is quite distinct from
the probability that a particular tract will yield oil;
the latter probability differs from those involved in
"wild -cat" drilling (apparently, one in nine) and development drilling (somewhat higher). All of these differ
from the probability that oil and gas deposits will be
found in exploitable quantities, or that, if found,
commercial production will result. In most cases the
word "probability" cannot be construed in a statistical
sense but merely connotes subjective evaluations which
will vary from field to field and from company to
company.
It seems clear, therefore, that depletion, which relates deposits, costs and time, would only be calculable
at the stage of production when identifiable deposits
have been found in commercially exploitable quantities and would not enter into product cost determination until actual production takes place. The
accounting problems involved extend beyond the depletion calculation itself, and the current preoccupation with cost centers conceals the difficulties to be
faced in determining cost. Resolution of these prob-
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"We know
that some of
these
expenditures
are sunk costs
but we
do not know
which . . ."
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lems can be accomplished only if investment decisions
are made with the assistance of relevant accounting
data and the introduction of modern planning and
control methodology into the work of replanning.

Selection of a Cost Center

difference between book income and tax income.
Secondly, there is general agreement that expenditure
capitalized at any point in time should be subject to
a maximum, namely, the fair market value of remaining proven reserves.

We can envisage the need for several cost centers, The Analytical Approach
defined as "persons or places to whom or to which
The analytical approach involves treating as separate
costs can be allocated." This definition excludes prod- phenomena those operations which represent distinct
ucts. The view that a product can be a cost center, management decision areas. We first consider geologiwhile sound in jobbing industries, is not relevant to cal and geophysical exploration costs. The incurrence
the oil and gas industry.' The circumstance that each of these costs must precede the acquisition of producof these distinct cost centers may be represented ing properties and should be charged off through
physically by the same piece of land appears to be production to cost of goods sold, by means of an
the source of much of the confusion surrounding the amortization calculation. One cannot argue with the
practice of charging actual costs to products through
subject.
It is clear, therefore, that Robert E. Field' was a cost rate in the case of mature companies with stable
correct in addressing himself first to the problem of exploration programs,' Since these functions are conselecting a cost center. His choice of this topic for trolled at the corporate level, a company or market his first recommendation reflects the critical impor- area cost center is appropriate for cost absorption
tance of depletion in financing the extraction indus- although expenditure control may call for cost first
tries generally, and the oil and gas industry in particu- to be allocated to geographical or process cost centers.
lar. His "Recommendation 1" reads: "The individual
Secondly, there is the acquisition of property rights
mineral deposit should be chosen as the cost center and the expenditures necessary to investigate the poby which to identify costs with specific miner - tential for commercial production, including test drilling. Such costs should initially be capitalized by locaals-in- place."
This method of accounting can be called traditional tions, and until exploratory work has established their
and is used by many of the largest oil companies; value, they should be shown in the balance sheet as
exploration costs are amortized over the life of the "undeveloped properties." We know that some of
contractual arrangement under which they are under- these expenditures are sunk costs but we do not know
taken. When a discovery is made, the whole cost of which. This then calls for an amortization procedure
the lease relating to that property is capitalized and to charge product costs with development costs so as
becomes subject to depletion calculations. The cost to reflect the probabilities of success or failure. Again,
of a barrel of oil, therefore, is largely the sum of a company or market -area center is appropriate beexpenditures incurred in relation to the particular cause the decisions concerning properties to exploit
discovery from which it derives, divided by the number are made centrally.
Thirdly, the production situation properly begins
of barrels estimated to be extractible there. As a corollary, expenditure on dry-holes is written -off as soon where the proven reserves of a property have been
as it is known that minerals are not present in exploita- established. On the assumptions that: (a) replacement
value is greater than or equal to the present value
ble quantities.
An alternative method of accounting has received of the proven reserves, and (b) acquisition cost is an
wide support from the smaller oil producers and is acceptable surrogate for replacement value, the necesalso favored by several majors, such as Tenneco and sary costs incurred in order to acquire the property
Occidental Petroleum. The public accounting profes- should be transferred from "undeveloped properties"
sion is similarly divided, with some firms supporting to "producing properties." At this point we can esthe traditional approach and others the full -cost or tablish the relationship between resources, costs, and
total -cost method, which has been equally acceptable time which is needed in order to calculate depletion.
The question now arises whether the depletion calto the Securities and Exchange Commission.
The full -cost method involves the capitalization of culation should be traditional or full -cost; that is to
all production expenditures — including, in some cases, say, should separate depletion rates be computed for
a proportion of company overheads —and the calcula- each property acquisition unit, or should depletion
tion of a "company" depletion rate by dividing into be computed on a company or market -area basis?
This question can be answered only by considering
this total an estimate of total proven recoverable
resources in all locations. In practice, a "modified the usefulness of the information obtained. In the
full- cost" method is used under which different pro- traditional procedure, the cost center would be debited
duction areas are identified geographically or in rela- and credited with the same amount of cost since, owing
tion to specific markets served. Under the full -cost to the integration of oil company operations, objective
method a composite depletion rate is developed and market values or realization prices cannot be found
applied to each barrel of oil, wherever extracted, regardless of the acquisition costs of the particular prop- ' Robert E. Field, Financial Reporting in the Extractive Industries, Accounting
Research Study No. 11, AICPA, New York p. 30.
erty from which it is taken.
_ Ibid.
Two significant restrictions on capitalization under i Accounting for Oil and Gas Exploration Costs, Arthur Andersen & Co., Chicago,
1963, pp. 28.39.
the full -cost method should be noted. in the first place, ' Research and development costs, which are common to all producing companies,
should be handled in a similar fashion; the governing principle is that these costs
the expenditure capitalized may be reduced by the be
allocated to those products, the prices of which may reasonah1v be expected
amount of income tax saved as a consequence of the to reimburse them.
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for the output of the field or lease. Even if they were
available, generally accepted accounting principles
would tend to exclude them. The usefulness of the
cost center is thus restricted to the area of budgetary
control (identification of input values and comparison
with estimates). If the full -cost method is used, the
cost center may be debited at actual cost and credited
at company or market -area cost, thus permitting the
establishment of output variances and introducing the
possibility of cost control (comparison of input values
with output values).
In Exhibit 1, we show the structure of an accounting
system which combines the features of budgetary and
cost controls. It indicates briefly how the accounting
system can be extended to the situation where the
oil produced is transferred to a refinery by an integrated company which embraces both types of activity. In this case, the output of the production operation may be valued at the long -run buying price of
equivalent oil. This will permit a loss or gain on
marketing to be calculated for the production operation and the analysis of production profit or loss into

three components: gains less losses on acquisitions
(depletion), gains less losses on drilling, and gains less
losses on marketing. It also points the way toward a
rational basis for profitability planning in refineries,
which are in many cases operated on the assumption
that they do not contribute to company profits, all
of which accrue at the point of production.

"... the fair
value cannot
be reduced to
a formula."

Valuation and Estimating Reserves
Unsuccessful exploration and development expenditures should be charged to operations even though
incurred on property units where commercially recoverable reserves exist.' Clearly the whole question
hangs on the meaning of "unsuccessful" and any attempts to eliminate subjectivity in valuation will have
to face this problem.
The full -cost practice of restricting the reported
amount of investment in mineral reserves to the fair
value of proven reserves (or limiting the addition to
investment to the fair value of reserves added) must
' Op. Cit., Field.

Continued on page 47

Exhibit 1
STRUCTURE OF AN ACCOUNTING SYSTEM FOR OIL PRODUCERS
1. Accounts not affected by depletion
Geological and geophysical exploration
costs

Analyzed by locations, teams

Charge production
through amortization

Research and development costs

Analyzed by laboratories, processes

Charge production
through amortization

Undeveloped properties (write
off "dry holes" to amortization
reserve)

Analyzed by locations, contractual
arrangements

Charge production
through amortization
("dry hole" cost)

2. Accounts affected by depletion (all analyzed by locations)
Producinq Propertles
Property acquisiDepletion at
tion costs + deactual rate
velopment drilling

Depletion
Quantity
produced
company rate
Difference
i

► Establish loss /gain on depletion

Charge production with
depletion at "full
cost"

(to Income Summary)

Drillin
Expense accruals Capitalize as
including
"undeveloped"
depreciation
or "producing"
properties
Difference

No Establish loss /gain on drilling
(to Income Summary)

Operations
Expense accruals
Expense
including
allocation
depreciation

Charge production with
operating costs

Notes: (a) Locations = property acquisition units (leases, fields)
(b) If standard costing used for operations, establish loss /gain on operations as a separate feature.
(c) Product costs found as the sum of: A + B + C + D + E.
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INVENTORY CONTROL
SYSTEMS
The Most Rewarding Contribution That Can Be Made By The
Computer In Continuous Manufacturing Firms Is The
Minimization Of Inventories

By Edward Brady and
J. C. Babbitt

recent design of the part and the previous version
whose inventory is in the process of being depleted.
Without this visibility, the designer is unaware of the
version of the product that is currently being manufactured. Consequently, changes may be proposed which
would not interface with other parts which are contained in the product.

An enormous amount of confusion exists today as to
the proper role of the computer in continuous manufacturing concerns. This uncertainty can be traced, in
most cases, to a top management belief that the computer is merely a clerical - saving device of the accounting department. Few firms have truly challenged the THE MASTER FILE
The major element of the data base is a Master
computer's potential in the area of maintaining invenFile
which contains all of the information that is
tory control. A firm which anticipates future sales must
build an inventory to hedge against the difference unique to a part, such as:
between demand and the economics of manufacturing
(i.e., stable workforce, se tu p cost, overtime, price Part number
breaks on material, etc.). In establishing a selling price, Description of part
a cost factor must be included for carrying the inven- Drawing control number (revised number)
tory for a nominal period of time. If this period is Original release document (number & date)
exceeded, profit may very well be adversely affected. Latest release document (number & date)
Therefore, a primary application of the computer, in Drawing size
using its effectiveness in cost reduction, is inventory Loss factor
Scheduler, buyer, tool planner codes
control.
The most direct approach to the desired inventory Disassembly code
control is one which identifies those parts which should Disk addresses of subordinate files
be inventoried and controlled. It follows'that an engineering bill of material is the foundation from which In addition to this data, the Master File maintains
a data base can be constructed. This data base must address links to subordinate files.
have the capability to be modified, or actually augmented, by the addition of parts which are not recog- THE STRUCTURE FILE
The subordinate file that describes the relationship
nized by the system designer. These additions represent parts which have been re- designed, but which are between the part and its next assembly (parent) is
still in inventory, and those inventories must be de- called the Structure File. Regardless of the number
pleted before the latest configurations can be pro- of bills of material in which the part and next assembly
duced. Also, a part numbering system must be devised are used, the relationship is contained only in the
in order to identify the parts in various stages of Structure File as follows:
fabrication and ultimately in a variety of packaged
conditions. If all these requirements are met, the data Disk address of part number
base will serve the needs of engineering, manufac- Disk address of next assembly
Assembly sequence control
turing, and sales.
Procurement source /manner
Establishing the System
Effectivity instructions
The data base should be constructed in a modular
fashion, using several data files. A great deal of benefit THE REQUIREMENTS FILE
The next step is to generate a Requirements File
is derived from these files by simply being able to
to
determine what components are needed for a given
prepare a bill of material which contains both the most
42
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manufacturing schedule. The generation of gross requirements is accomplished by multiplying each part's
usage in the bill of material by the quantity that is
scheduled for each time period. This information is
shown below:
Disk address of part number
Quantity (each time period)
Due date

Establishing the inventory on the computer requires
a good deal of perseverance, for all of the transactions
must be properly recorded. A "T op Management
Dictum" is required in firms that have not previously
experienced the regimentation that is demanded by
computer systems. Cycle audits must be built into the
system and the effectiveness of the control must be
measured against established standards.
E. BRADY
T HE L OC AT IO N FI LE

Requirements generation via the computer enables
management to control the period for which parts are
being scheduled. This is of paramount importance
when building to a forecast. If the forecast changes,
uncontrolled scheduling makes a smooth transition to
another model difficult to achieve. One scheduler may
have secured enough parts to last for three years, while
another has only three months' supply. In addition
to the cost of carrying the unnecessary inventory until
the model is scheduled again, the inconvenience of
storing and related cost is sufficient to justify a computer system. The difficulty that arises in locating
material in work -in- process many times encourages the
schedulers to abandon the search and to reorder.
When inventory becomes excessive to the current
needs the natural consequence is that the most recently purchased inventory is stored in areas which
are not suitable for the minimum accountability and
preservation requirements.
Significant benefit is derived by merely providing
each scheduler and buyer with gross requirements.
Summarizing their needs for each part frees them from
the monumental task of reviewing the bills of material
for models that are scheduled in order to initiate
procurement action.
Initially, the information that is provided will be
erroneous. The reason for the discrepancy is that the
engineer never really knows how the product is being
produced. To him the bill of material is simply a
reference document. (The assembler who realized that
the part needed four screws instead of the three that
were listed in the bill of material always wondered
why he ran short.) With the advent of greater reliability on the bill of material for procurement and
production requirements, it follows that greater accuracy will be attained concerning the bill of material
document itself, and as a result of this, it will become
an accurate reflection of the model that is being
produced.
T H E I N VE N T O R Y F IL E

After purging the bill of material of all the erroneous
data, the next step is to capture the warehouse inventory on the computer. With this information in the
data base, gross requirements can be "netted" in order
to determine the quantity of parts that are needed
in each time period. The process is simply one of
depleting the inventory by applying it to each requirement. The Inventory File is made up of the following
components:
Disk address of part number
Quantity
Date of last transaction
Date of last audit
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The location of each part within the warehouse also
needs to be included in the data base. With the
location information securely recorded, many avenues
may be explored (e.g., express aisle, size, etc.). Multiple
locations for the same part can be established and
easily maintained by the computer linking them together. Data included in the Location File are:
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Disk address of part number
Storage location
Disk address of addition location
T HE CO ST OF SALES FILE

The Cost of Sales File, the next module to be
constructed in establishing the data base, contains the
following components:
Disk address of part number
Operation number
Description of operation
Section (department)
Machine classification
Setup hours for the machine
Skill (job) classification
Ratio of machine to operator
Standard hours per piece
Type of standard
Scrap factor
Dimension or weight of material
Unit of measure for material
Material specification
Type of material
Freight cost
Material cost
Labor cost for operation
Burden cost for operation
Total cost for operation
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Systems, Inc., Los
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Inclusion of routing and related costs of each fabricated part and the cost of each purchased item enables
the bills of material to be automatically costed in order
to examine profit margins, and a dollar inventory can
be maintained by costing the warehouse transactions.
Employee and departmental efficiency can be measured against the labor standards that are contained
within the file. Assisting in the determination of which
procurement method should be the first to be automated, is another use for the file. A distribution
by value of the costed requirements will indicate the
area that deserves immediate attention. If the analysis
indicates, for example, a three to one ratio of the value
of material to labor burden and 80 percent of the
purchased value concentrated in five percent of the
items, while 25 percent of the manufactured parts
account for 75 percent of the value, the most fruitful
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"The
foundation for
the data base
is the bill of
material . . . "

application of the computer would be the control of
manufactured parts.

Terms
Estimated annual requirement

THE MANUFACTURING ORDER FILE

The purchase requirements are reduced by the
amount of inventory that is already available and that
which has presently been ordered from the vendor.
A purchase order is prepared by the computer which
informs the vendor of the "netted" requirements in
each time period. It is necessary to negotiate a purchase order only once for the entire year. Price breaks
for various quantities and other economic considerations are reviewed with the vendor at that time.
A revised purchase order can be prepared by the computer as often as the schedule is changed. In addition
to the quantitative information upon which procurement action will be taken, the system will also provide
the volume of dollars that are committed to vendors
in each time period, a purchase price variance register,
vouchers for accounts payable, and quality control
statistics.

The Manufacturing Order File directs the parts
through the shop by control of the following items
of information:
Disk address of part number
Quantity scrapped
Quantity completed
Quantity remaining
Quantity available from previous operation
Hours remaining
Scrap allotment

It utilizes the Requirements File and the Inventory
File to determine the quantity to be produced in each
period. The Cost of Sales File explodes these requirements by each operation through which the part passes
in fabrication. The result is a status report, for each
Simulation
department of the work which must be accomplished
before a specified date. Each foreman is provided with
While significant achievements result from the imall the information that is necessary to complete tasks plementation of each individual module, perhaps the
(i.e., machine assignments, standard hour require- greatest benefit of the computer to the firm is derived
ments, material availability, etc.). In order to achieve when the entire data base has been constructed. It
plant -wide coordination of the fabrication of each part, will then be possible to simulate a manufacturing
a member of the Production Control staff receives schedule. The ability to simulate is mandatory when
a status report which includes all of the operations. automated procurement action systems have been
Production claims and scrap tickets report the progress developed. If reaction time by the action systems is
of the parts in the shop on the status report. There instantaneous, management must be provided with a
are various techniques for submitting this information view of the effect of a change in the schedule before
to the computer. Perhaps the simplest method is to they make it. The feasibility of the schedule can be
ask the worker to record his claims on a daily job card, reviewed and implementation efforts can proceed with
because a minimum number of documents on the shop reasonable knowledge of possible results.
floor will usually produce the best results.
Conclusion
The most rewarding contribution that can be made
With the establishment of the Purchase Order File by the computer in continuous manufacturing firms
on the data base, the system is complete. This module is the minimization of inventory. All efforts toward
records:
automation must be made to achieve this objective.
It can be successfully accomplished by developing a
Disk address of part.number
data base, in modular fashion, that includes all the
Purchase order number
information that it is possible to ascertain about a
Origination date
part. The foundation for the data base is the bill of
Quantity & unit price (each break)
material, for it alone will dictate the inventory reCodes for special notations
quirements. With the addition of each succeeding
Tax code
be derived whicli
module, benefits
enable the
Vendor number
firm to operate more efficiently. Ultimately, by the
FOB code
mere submission of a master schedule, management
Inspection type code
will be able to speak with one voice and achieve
Certification code
automatic procurement action.
❑
will

will
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FORMULAS FOR
DEPRECIATION
They Ha ve Proven To Be Gr ea t Time Savers For A Variety Of
Problems And Should Be A Part Of Every Accountant's Tool Kit

By Harold E. Wyman

The net book value is the cost of the asset minus
the accumulated depreciation:

As t h e c o m p u t e r h a s b e c o m e a m o r e i m p o r t a n t t o o l ,
ma ny a c c ou n t a n t s ha ve fo u n d a ne ed to write their
own progra ms fo r p r o fo r m a st a t e m e n t s a n d present
va l u e c a l cu la ti on s. T he se ca lc u l a t io ns r eq u i re ma t hema t ica l sta t eme nts of de pre cia tio n form u la s whic h a re
n o t rea dily ava ilable. T h e pu rp ose of this article is
to prov ide a set of ma t h em a t ic a l formu la s for ea ch
yea r 's depr eci a ti on, a cc u mu la te d d epre cia tio n, a nd net
book value u sing straight -line, sum -of- years- digits, and
double - declining ba l a n ce de pr ec i a t io n [methods. If

B, = C�— tD,
DOUBLE - DECLINING BALANCE DEPRECIATION
T h e a n nu a l double - declining bala nce de pr ec i a t io n
is twice the straight -line de pr ec ia ti on ra te times th e
net book va lu e a t the beginning of the yea r, a declining
figure. T h e straight -line ra te is 1 /n, the re fo re the
dou ble - decli ning ba la nce r a te is 2 /n a nd the deprecia tion formu l a is:

these formulas are understood and kept handy they

Dt =

wi l l s a v e u n t o l d h o u r s i n r e d e v e l o p i n g d e p r e c i a t i o n

2 Bt.i
n

relationships each time they are needed.

The Formulas
De v e lo p m en t o f t h e fo r mu l a s wi l l p r oc e e d i n or d e r
of difficulty: from straight -line, to double - declining
balance, to su in -of- yea rs- digits. T he following symbols
wi ll b e u sed in a l l exa mp le s:
Dt =

De p re c i a t i o n i n yea r t

Bt = Net book value at the end of year t
At = Accumulated depreciation at end of year t
C = Cost of the asset
S
n

= Salvage value of the asset
= De p r ec i a b le l i fe o f t h e a sse t i n ye a r s

It will be a co n di t io n of the formu la s th a t t S n
for Bt and At and t h a t O<t S n for D,. Also, t and

n trust always be positive integers.

T o ma k e th e de pr ec ia ti on formu la op er a t io na l it
is essentia l to develop a fo rmu la for the net book va lu e
Bt to get Bt.i. T h e n e t book va lu e formu la ca n be
dev el op ed by l ook in g a t a fe w ca l cu la tio ns a nd ge ne ralizing:
Book
va lu e

Yea r
1

Bi = C

2

Bz = C(1—

3

B, = C(1— )

)

Net book
va lu e

De pr ec i a t io n
— nC

= C(1—�� )

—;t C(1— n

= C(1— n)
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—nC(I— om)
t
= C(1— n)

n

STRAIGHT -LINE DEPRECIATION
The annual straight -line depreciation is the cost of
the asset minus salvage value divided by the depreciable life in years:

T herefo re, we ca n ge nera li ze tha t the n et book va lu e
formu la is:

Dt =�C�—S

B, = C(1— n)�

n
T h e a c c u m u l a t e d dep re cia ti on is th e n u m b e r of
ela psed y ea rs ti t r e s t h e a n n u a l d e pr e c i a t i o n :

and
B,_, = C(1_ 2

A, = tD,
or

th e n d ep r e c i a t i o n in y e a r t i s:
t

At = E D.
i =1
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D = 2C(1— )2 `'
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"if these
formulas are

Exhibit 1
DEPRECIATION FORMULAS SUMMARIZED

understood
and kept

Method

Depreciation

Straight line

Dt = C S

At

=

Net book value
Bt =

t Di

C —tD i

n

handy they

Do u bl e
dec lin ing

will save

balance

untold

Accumulated depreciation

years
Sum of
digits
the

D t = 2. C(1— 2)
n
n

Dt - (C —S) [

nn
'(n—+1)
t+ 1

At - C — C(1— ) t
A t — (C —S)

t 2n
n(n—t+1)
+1

Br — C(1— n)
B t - C —(C—S)

n(n
+1)
n —t
+ )

ho u r s . . . "
Where:
D t = Depreciation in year t
B = Net book value at the end of year t
A = Accumulated depreciation at end of year t
C = Cost of asset
S = Salvage value of asset
n = Depreciable life of asset in years

The formula for the accumulated depreciation can
then be found from the fact that the cost of the asset
less accumulated depreciation equals the net book
value.

Year 1

DI

(C - S)

2
Ir

2n

_ (C - S) L n(n +l)

C - A t = Bt
and
At = C - Bt

D

i =1

Year 3

D ; = (C - S )

2(n -2) ]
n(n +1)

Year 4

D, = (C - S)

2(n-3)
n(n +l)

1+2+3+4+5-15. The first year's depreciation is
calculated by taking a fraction of the cost of the asset
less its salvage value. The fraction for the first year
is the life of the asset in years divided by the sum
of digits, or 5 / 1 5 for a five year life. T h e fra ction

n(n +1)

I

Everything but the negative figure in the numerator
remains the same in each calculation. The negative
figure is always t -1, so the formula becomes:

SUM -OF-YEARS-DIGIT S DEPRECIAT ION

The annual sum -of-years- digits depreciation is
calculated by first summing the digits in the life of
the asset; for a five year life the sum of digits is:

I

D = (C - S)

t
- 2 ;

2(n -1)

Year 2

At = C - C ( 1 - n ) '

At = C

[ n n n+ 1

Dt

( C - S) [ 2 n -t +l l
Ln(n +1) J

The formula for the accumulated depreciation can
be derived by doing a few calculations and generalizing:
+1 )
Year 1 A, - ( C - S ) [n ( n2n

for the next year is found by taking the remaining
life of the asset and dividing by the same denominator, Year 2 Az = (C - S ) [n(n2n+1)
or 4/15 for the second year of a five -year life.
T h e s u m o f d i g i t s i n t h e d e n o m i n a t o r i s a n arithme ti c p ro gr essio n gi v en b y th e fo r m u l a :

2(n+1)
-1
+(C - $ ) n(n

n + -1
l j
_ ( C - S)l n2( 2n

S u m = 1 (a + t)

Year 3 At _ (C - S)R (2n—� l+�(C - S)r2(n -2)
Su b st i t u ti n g a = 1 fo r t h e fi r st y e a r a n d t = n fo r t h e
la st y ea r , th e formu la for t h e s u m -of- years- digits be-

(C - S) [3 (2n
-2)
(n +1
n

com es:
Sum — n n+ 1

2
The formula for the annual depreciation can be
derived by looking at a few calculations and generalizing:
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Year 4

n n+1
A, = (C - S) [n3(2(
-2)) ] + (C - S) n(n
2(n +1),
-3)
n n
+1-3)
)
_ (C - S)[n4( 2(
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At = (C — S)

r

The general formula for any year becomes:
t 2n —t +1
n(n +1)

The formula for the net book value when we use
Bt — C — At becomes:
B, — C — (C — S)

t 2n—t +1
n(n +1)

All of the formulas we have developed for straight line, double - declining balance, and sum -of- years- digits
depreciation may be summarized and compared (see
Exhibit 1). The formulas can be used in several ways.
For example, given a 10 percent cost of capital, an
asset costing $15,000, with a life of 10 years, and salvage
value of $3,000, what is the present value of changing
the timing of tax payments by using accelerated
methods instead of straight -line depreciation? Which
is more favorable, double - declining balance or sum-

of- years- digits? If the taxpayer is permitted to switch
from double - declining balance to straight -line, in what
year should he do it? What is the present value of
the right to switch? What is the net book value after
ten years of double - declining balance depreciation?
What is the optimal depreciation method or combination of methods?
For new projects it is sometimes necessary to generate pro forma statements which show annual net book
values of depreciable assets on the balance sheets and
depreciation on the income statements. The formulas
are useful here to calculate the required data as weft
as the financial picture for changes in depreciation
methods.

"The formulas
can be used in
several ways."

Conclusion
The author has found the formulas extremely useful
in teaching and hopes that they will be helpful to
practitioners as well. They have proven to be great
time savers for a variety of problems and should be
part of every accountant's tool kit.

THE COST CENTER PROBLEM IN THE OIL INDUSTRY
Continued from page 41

Conclusion

rest on the judgment of informed managers. The
judgment would be based upon their confidence in
engineering studies and their outlook on future markets. For this reason, if for no other, the fair value
cannot be reduced to a formula. The method of accounting proposed in this article is predicated on the
existence, within the firm, of an organizational structure capable of distinguishing waste from use and
losses from costs. Without this distinction, management accounting statements can contain only historical
data without normative significance. Under both traditional and full -cost methods, exploration and development costs capitalized are a function of managerial
judgment and the observation that, at a particular
point in time, investment is a larger amount under
the one method than under the other merely reflects
different views of the future.
One objection to full -cost arises out of the accountant's need to contain managerial optimism within
boundaries of realism. How do you protect the firm,
asks the accountant, against the possibility that the
weight of capitalized exploratory costs may prove too
great for future markets to bear? In the framework
of this article, the creation of reserves for risk and
uncertainty is a separate problem and should be approached as such in establishing a system of accounts.
It is an error to merge this problem with the cost
center problem and call the result "the calculation
of depletion."

The expansion and diversification of the operations
of oil and gas corporations brings in its wake a need
for improved methods of financial and managerial
accounting. Financial reports are based upon the assumed conditions of the going concern, which imply
that capital raised for investment will be used for the
acquisition of fixed assets and working capital. To omit
important parts of fixed capital from the balance sheet
is to weaken the financial statements as instruments
of planning and control. In the last analysis, the effects
of full -cost profit determination are unknown, but the
systematic determination of costs must tend to improve the quality of reported earnings and it should,
of course, lead to more relevant estimates of corporate
profitability.
From the viewpoint of managerial reporting, the
system of accounts described in this article, which uses
both property unit and company -wide cost centers,
or sections for analysis, lends itself to a greater precision of decision - making and permits the evaluation
of operating efficiencies in relation to the decisions
taken. The analysis of profitability by property units,
which is the strong feature of the traditional approach,
is allied to the analysis of profitability by production
units, which is the virtue of the full -cost method. The
slight loss of flexibility which accompanies such a
transformation is more than compensated by gains in
the area of long -range projection and total company
planning.
❑
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By Frank Garrison

sonal discoveries should be sustained throughout your
professional life.

Resolving to be a true professional in the field of
accounting may well be your first high -order management decision. Learning to manage is basic to fulfilling
it. Good management of activities in your own life
is essential to realizing your career aspirations. Give
as much attention to inner life satisfaction as you give
to self - improvement effort in your profession. The
essence of a happy and fully satisfying life is to grow
and mature. To be a whole person, apply the learning
process to development in your private life as well
as to your professional skill. Give equal attention to
your recreational and cultural fulfillment.
The qualities of a professional in accounting are
dedication, unselfishness, integrity, and responsibility
in one's approach to all relationships. Within this
framework, there are some hard choices which must
be considered if one aspires to being a financial executive. The possible avenues toward advancement in
accounting careers are numerous but can be confusing. The young accountant will do well to concentrate on three principal classes of objectives in
managing balanced professional development: technical, management responsibility, and communications.

SUP PLE MEN T AL ED UC AT I ON PRO GRAMS

Technical Objectives
As an accountant, in whatever capacity, you must
be aware that the underlying conditions of your work
will be constantly shifting. You will encounter changes
in (1) thinking and requirements for financial statement presentation, (2) computer and software advances, (3) tax modifications, (4) new government
programs calling for expertise, (5) oscillations of the
economy with the effect on interest rates, inflation,
and the interplay of other forces, and (6) in the technology of your particular industry or company. These
changes, together with the knowledge explosion, force
accountants to continue to learn. Experimentation is
a basic ingredient of the process and is the key to
professional development. A continuing series of per48

Public programs of courses and seminars offered by
universities, colleges, and professional organizations
are readily available sources of supplemental education. Taking advantage of them is necessary just to
keep current on technical know -how. For example,
CPAs may soon be required to complete a minimum
of 120 hours of compulsory accredited courses every
three years to maintain their licenses. The public's
right to expect CPAs to be aware of latest developments establishes a standard that management accountants also want to set for themselves.'
A demand for advanced degrees is resulting from
the rapid expansion of these public programs. The
desire to learn with an attitude of judicious curiosity
is necessary to professional development.
So many professional publications are accessible for
self -study that keeping familiar with them is an
achievement, and pursuing chosen areas fully is even
more of a task. Programmed instruction and other
recent techniques using tape recordings and computer
tapes are available.
Subjects for useful learning range through the profession's inventory of common knowledge recommended for the beginning accountant, which is inclusive of general humanities, economics, behavioral
science, law, mathematics, and business. In addition,
management courses in the area of organizational
structure, operational controls, the management process, marketing analysis, personnel relations, and multinational operations are needed to develop your capabilities in managing. Ideas and understanding as to
how human values encountered in everyday issues and
problems have evolved will increase in usefulness as
your services reach more sophisticated stages. The
habits of [Hind that you cultivate will affect how much
r NAA recently responded to the need for an educational attainment program
to establish a standard of professional competence in management accounting.
An important part of the program adopted is administering the professional
development requirements for retaining the Certificate in Management Accounting
after it is issued.
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you will benefit from public sources of learning available.
1N -HOUSE PROGRAMS
In -house programs of planned improvement should
be as comprehensive as an employer organization can
make them. Increasing effectiveness of personnel
should be a prime goal of every management's plans
and policies. Staff development usually is a blending
of on- the -job experience with formal courses and specialized seminars and conferences. Quality of supervision is the vital factor in developing staff effectiveness rapidly. The type of supervision needed
progresses from daily personal direction to review of
segments of work assigned and finally to review of
complete engagements or projects.
A crisis sometimes develops early in one's professional career. More areas of interest demand study
than an average human can master. Proficiency is
almost impossible in so many technologies. Upon
realizing this, the accountant faces the choice of areas
in which to specialize.
SPECIALIZATION PROGRAMS
Specialization programs are necessary to meet professional standards of competence. Specialization is
a process of division and concentration that progresses
into various degrees of formalization and organization.
Steps must be taken to develop the accountant's specialized competence through increased association and
experience with particular areas. Heavy reliance upon
on- the -job training in addition to courses and seminars
is found in the well -run accounting and auditing function. Opportunities to specialize evolve continuously
for the accountant. In order to reach the management
responsibility level in any specialized accounting field,
competence is required in (1) the principles and procedures applicable, (2) the evaluation of results, (3)
regulations, (4) resolution of unusual problems and
preparation of reports, and (5) knowledge of current
developments in the field.
Various levels of subjects are required at advancing
stages in your career as an accountant since you never
outgrow the need for further study, review, and exploration of new areas. You keep encountering needs for
additional kinds of competence as higher level responsibilities come your way. It is necessary to learn more
about managing.

Management Responsibility Objectives
The management outlook is basic to every phase
of accounting. Accounting know -how is valuable to
management at all levels, but the professional accountant should be much more than a technician.
CONCEPTS TO LEARN
Leadership is the crux of managing. Your measure
of progress in life is the extent to which others look
to you for direction. The skills you need here have
little relation to your technical know -how. The classic
example of a machine shop, where raising a good
workman to foreman often results in losing a good
operator and getting a poor supervisor, can apply to
the accountant's work as well. As an accountant, your
mental resources and experience equip you continually
MANAGEMENT ACCOUNTING /DECEMBER 1972

for positions with leadership characteristics, and the
sooner you learn the qualities of management, the
faster you will advance.
Learning the art of managing is sometimes taken
too lightly because of the assumption that it comes
naturally to the professional. True, you can observe
rather informally the behavior of those who manage
your early activities. But you need to polarize the good
and bad. You will be quite remiss if you do not seek
the new and changing concepts available. Good managing results come with practice and experimentation— leaming from one's own mistakes or less
productive results. Publications and classes also are
helpful in learning how to manage.
Behavioral science is contributing valuable concepts
and information about methods that work, such as
the coaching concept and sensitivity training. Learning
to organize work experiences and procedures to take
advantage of motivational know -how is very useful.
Ideally, to be an effective manager you should be as
permissive as practicable; you set objectives for people
and encourage their attainment with minimum interference. Opposed to this approach is the super authoritative manager.

"Self- development
in managerial
areas Is
necessary for
advancement."

PRACTICES TO FOLLOW
Self - development in managerial areas is necessary
for advancement. The earlier this practice is given
attention, the more helpful one can be in motivating
others. Managing one's assistants well is accomplished
when they know one has the authority and willingness
to crack the whip, but rarely, if ever, does so. This
method is a good approach for the accountant in
charge of fellow accountants because they also should
be self - starters. Managing accountants well entails
avoiding misuse of their trained talent or avoiding
their being overburdened with clerical and routine
duties. It requires mutual respect between manager
and subordinates through increasing their responsibilities as rapidly as they are ready for them and
by encouraging their innovations, research, and professional activities.
The good manager can move subordinates toward
goals set, can direct a flow of changes and innovations,
and prevent his organization from disintegrating under
pressure. To be good at managing, you have the responsibility to ask for needed help and accept suggestions as the means of reducing unreasonable pressures.
Your duty is to keep pressures and tensions to a minimum while gaining understanding of the problems of
those around you and learning to adjust to the pressures caused by factors beyond your control. Management of personal objectives requires self- control, which
means planning and choosing steps that are attainable.
Taking on the more difficult or disliked steps first
is one way to reduce pressure.
Managing people through planning and measuring
their performance becomes more and more important
as the accountant's career brings him into higher organization positions. Thinking and reporting in terms
of responsibilities stresses the role of objectives and
policies for increasing productivity. Management by
objective includes performance appraisal where the
individual's personal objectives are made relevant to
the organization's objectives. Each person is given the
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"'Good
listening is a
necessary
skill."

opportunity to manage his own improvement where
needed in order to achieve overall policy objectives
for improved productivity.
The accountant should use decisiveness and self motivation in managing his own organizational responsibilities and the various aspects of his career.
Better self - management can be developed by being
thoughtful and decisive. Weighing ideas and evaluat.
ing data will help simplify problems. Avoiding wasted
effort by learning to delegate some of his authority
will provide opportunities to take on more responsibilities and to be creative. Saving time by analysis
of its use will help reduce unproductive demands and
free more time for valuable tasks. Building self -confidence by use of sound logic and learning to be a
good communicator will result in one's being believed
and being reliable, thereby earning leadership. You
cannot do these things alone. Since you are usually
part of one or more teams, your understanding of
others and contributions to team objectives should
achieve a measure of distinction.

Communications Objectives
How well the accountant can communicate is more
than an indicator of his education —it is a professional
necessity. It determines how well his fellow man will
respond to his reports and services and how well he
will be compensated. Inability to express his findings
in understandable, unambiguous language can be misleading and self- defeating.
T HE P RO CE SS

will

Basically, communicating is a continual process of
each individual's reactions to the needs of those he
contacts. When the needs of two or more people in
contact with each other are satisfied, the process is
successful because each is understood. Learning to
change and mature by identifying with the needs of
produce growth in communicating abilities.
others
Your development continues so long as you do not
stop learning.
Conveying exactly what the individual intended is
the primary communication problem. The object of
good communication is to transfer facts, intentions,
viewpoints, degrees of perception, and motivation
from the mind of A to the mind of B. The accountant
in his professional capacity is faced with doing this
mainly by the means of language.
PRO CE DUR ES

In learning to develop communication skills, an
important bugaboo to dissolve is fuzziness. Lack of
clarity in linguistic communications is evidence of
fuzzy thought rather than inability to use the right
words. Clarity is achieved by use of those short and
simple words known since childhood. Finding ways
to know more about the art of understandable self expression is worth your lifetime search.
Reading good literature, thoughtful editorials, and
the speeches of acknowledged clear thinkers is useful
in developing linguistic facility. Caesar and Churchill
could use simple language effectively. Making frequent
use of the dictionary when in doubt about the meaning
of a word encountered or about to be used also is
helpful.
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Writing is the skill most crucial to the professional
accountant. His main purpose always is to get a message to the reader. Who your reader is determines
the form, content, and style to create the maximum
impact on him. Convey ideas more forcibly by using
short sentences. Avoid unnecessary words and phrases.
Be positive rather than negative wherever possible.
Occasionally give special emphasis to an idea. You
can underscore and illustrate by example, graph, or
other exhibit. Sometimes repetition is effective. Remember to write naturally, choosing short, descriptive
words for more color and vigor.
The art of speaking well is as important as using
good written language. Getting a smile into one's voice
or putting steel into it, as the occasion requires, is
part of the art. Speaking into a recorder and listening
critically to oneself is really an effective aid. And
practice is the key to all communicating skills. Opportunities to speak before big and little groups should
be welcomed and sought for the benefit of practice
in oral communications.
Good listening is a necessary skill. This is what the
accountant's "audit" function is meant to imply. Understanding requires the give and take of responses
to honest expressions of needs, emotional as well as
objective. Making use of feedback with an open mind
and listening with an effort to understand are effective
ways to ease communicating.
Every effort should be made to improve your communications skills —to close the gap between management and managed. A clear mind, coupled with the
use of clear and simple language in expressing your
thoughts, will be invaluable to you professionally.
However, achieving equal facility in oral and written
expression is, in contrast to the objective of acquiring
technical know -how, essentially a matter of practice
and more practice.
PART ICIPAT ION

Participation in the activities of professional and
civic organizations furthers development of communicating and other skills that may not be called
upon in job situations or in courses. Service to associations and participation in activities, such as NAA
chapters provide, gives one practice and helpful contact with others. Especially valuable opportunities to
participate are found in one's field of expertise. When
you have achieved sufficient recognition as an accountant, you will have many opportunities to serve
your fellow man in ways that expand horizons and
are a credit to the profession. Initially, you must learn
the knack of choosing those services which will benefit
the profession and the community most within the
time you can allot to them. Your highest professional
objective can be working toward this maximum potential for service in terms of results, whether or not for
hire, as a method of repaying peers for the satisfactions
and benefits you receive.

Balancing Personal Goals
Time is a hard taskmaster —not a minute of life is
salvageable! Any of it that is misused or marred never
can be redeemed. When one dwells over cherished
memories of days gone by, they are generally of times
well spent.
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USING TIME WELL
Handling pressures of demands on his personal time
is a primary skill the professional accountant is forced
to master because his opportunities to serve and to
improve himself are so varied. Coping with the choices
between numerous educational self- improvement directions open to him and other pastimes, some of
which may be self- defeating, is a problem. Fight off
hindrances and the obsolescence that results from lack
of keeping current.
There is a time lag in the usefulness of formal
training because course materials usually come after
procedural innovations brought about by changes in
operations. However, the most talented innovators
need to learn the current steps in fields outside their
own experience and use imagination in applying them
to best advantage.

will

you

OVERCOMING OBSTACLES
Overcoming obstacles to self- improvement requires
vigilance and setting a new goal each time a personal
objective is about to be achieved. Successful self -motivation comes through the satisfaction derived from
reaching a series of attainable goals set up as steps
in one's program of personal objectives.
The greatest danger facing the dedicated professional accountant is his getting into one -sided or unbalanced living habits. If you consistently overdo devotion to business and profession at the expense of
a happy family life with little time for recreation and
the finer things,
not be a "whole" person.
You cannot afford to overlook considerations affecting
physical and mental health. For achieving a well rounded life, your personal goals should include
guarding against over - emphasis on your business career.
Objectives should be geared to family and others'
needs for your company, guidance, and enjoyment of
the things that develop warm relationships.
Working toward balance requires a well- defined
broad route to professional satisfactions. In seeking
the best opportunities to improve, one must work at
keeping abreast of the ever - expanding alternatives and
at keeping ever - broadening vistas in view. An open minded approach results in heightened awareness, and
each individual's self - discipline in choosing personal
direction usually results in learning to enjoy the glow
of inner contentment.
ACHIEVING A TOTAL VIEW
The accountant needs good peripheral vision to
encompass the choices available in setting personal
goals in all three areas of objectives: technical, managerial, and communicational. You cannot afford to
overlook the profession's technical and social body of
knowledge, nor the responsibility areas which are necessary for advancement, nor expecially the skills
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needed for expressing ideas and meeting the needs
of others. Resolving the dilemma of matching one's
capabilities at their various stages of development
throughout life with the conflicting opportunities afforded requires excellent judgment and balance in
choosing between available routes.
In these turbulent times when self -doubt or condemnation and stylized guilt are such popular attitudes, who can say what is proper balance? The best
that experience has to tell us is that seeking development and maturity by so vigilantly controlling ourselves that we never injure another counterbalances
whatever aspects of sacrifice that seem to be involved.
Ever proving better ways to do more about satisfying
the needs of others brings about an equilibrium of
contentment. And being moderate in how much you
take on at a time helps preserve your balance.
Keeping your balance among objectives is a matter
of good self - mangement. Attention in this area will
be helped by conducting periodic reviews of your
personal life. This prompts a fresh view of self that
indicates directions for the time ahead. Once started
somewhere, is this the way to get there? What can
you become? Being ever mindful of your mortality,
in order to prevent overdoing particular things, you
should receive useful messages about yourself from
such a stock taking. The feedback from this kind of
midcourse correction should make it possible to proceed upon a plan with a sure grip on the priorities.

"Testing
actions in
practice
counterbalances
theory or
instruction."

Conc l us ion
A continuing series of personal discoveries should
result in desirable changes in your growth and usefulness as a management accountant. Change is what you
should get from education. Experimentation is a basic
ingredient of learning. Testing actions in practice
counterbalances theory or instruction. To successfully
manage your own department or business provides the
best of all sources of learning, feedback from your
own mistakes. Doing things pragmatically is strengthened by incorporating ideas —by thinking. Your thinking and education always should be tested by doing.
Making your self- motivating decisions as an accountant while considering the cost in time and effort,
you can enjoy fulfillment in reaching the intermediate
goals and eventually the fond memories of having lived
a well- rounded and balanced life. You can be inspired
by observing that the man who goes farthest in achieving the most useful results and is held in highest
esteem as a leader is the one who gives the most to
others in helping them develop and mature. Self improvement is the road by which you can get there
from here. If you realize that, you will take heart in
planning your next step forward and resolve your
professional development dilemma by keeping your
self - management objectives balanced.
M
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LETTERS to the editor
Continued from page 6
plan for the control of operations (profit planning, capital budgeting, sales forecasting, etc.). It is unquestionably appropriate to
state that the controller should have a significant role in the
development of this plan in regard to format, timing, coordination,
and evaluation. It is also appropriate, however, to realize that this
process is so fundamental to the purpose and future success of
the enterprise that direction and input must come from the highest
management levels and encompass all disciplines. It is no flaw
in the role of the "real" controller that authority for this process
is shared with others.
It is also evident that the "real" controller often does not have
adequate authority in situations which are justifiably his responsibility. Management has yet to accept and /or we have yet to prove
that we can and should perform these functions.
James T. McGowen
North Texas Chapter
Garland, Texas

Mythical Executive or Function?
"The Controller: A Mythical Executive ?" by Roger Moseley
In the March 1972 Issue Of MANAGEMENT ACCOUNTING, at first
reading, left me somewhat puzzled as to what the author was trying
to prove. After reading the article that immediately followed it,
entitled "The Controllership Function" by Eugene A. Johnson,
I realized what was bothering me. It is apparent that the controllership function as opposed to the controller as an individual
is a far more relevant subject for a study or an analysis. A study
covering 25 firms with sales volumes ranging from $5 million to
$190 million and total assets ranging from $2 million to $500
.million that has as its objective the finding of one individual in
each company designated as a "controller" whose duties encompass
the entire controllership function would appear to be doomed
to failure. Company size, industry, location, quality of personnel
and many other factors result in the implementation of the controllership function that must be organized and staffed to meet
each company's individual needs and circumstances. Mr. Moseley's
point, as I see it, seems to be a personal concern with the rather
loose usage of the word controller. His point may be valid, however,
his conclusion that the misuse of the title eliminates or hinders
the proper implementation of the controllership function does
not appear warranted. In rereading Mr. Moseley's article, I would
submit to him that he may not have found his "mythical controller" but it would appear that in each case he cited he certainly
did find the "controllership function."
Frank Smith
Youngstown Chapter
Youngstown, Ohio

Feed Back a Portion of the Loss
Walter H. Crompton's article "Transfer Pricing: A Proposal,"
In the April 1972 issue of MANAGEMENT ACCOUNTING effectively
outlines the problems of creating the overall corporate
profit- objective where various subsidiary divisions share in the
production of the product that creates the profit.
While his suggestion on procedure is limited to parts or semi52

finished products between plants, his theory could be modified
to handle cases where one division produces the entire product,
but is brand -named so to speak and distributed by a sister company.
In that case, the purchasing division has to create the market,
but the selling division has to sell its "knowhow," its tooling, and
its engineering at a fraction of what the purchasing division would
have to invest if it were to undertake the production of the goods
itself. Therefore, the selling division (in our opinion) should be
entitled to "full cost" (however refined) plus an administrative
handling mark -up. The proper incentive for the producing division
is its ability to produce at or under the "quoted" cost.
Now here's the difficult part of it —the purchasing division
marketing the product is apt to turn down some business if the
yield price runs a little under its cost. If it cannot make a profit
on its books, it just will not take the business. And Corporate
Headquarters is unhappy if it does take the business and sells
at a loss.
However, if the producing division supplies cost data to show:
(1) out of pocket variable cost (2) semi - variable cost (3) overhead
factor and (4) administrative mark -up, it could sell at under full
transfer cost because it can show there was a contribution to
variable costs, if not all the semi or fixed costs built into the
transfer price.
The trick here is to feed back a portion of the artificial loss
in order to promote the marketing of a product that produced
some revenue for the company and yet avoid a loss being shown
falsely on the marketing division's books.
R. R. Tastor
Mohawk Valley Chapter
New Hartford, N.Y.

Current Rate of Exchange Is Best
Measure of Value
Larry F. Konrath, in his article "Foreign Exchange versus Purchasing Power Gains and Losses" in the May 1972 issue of MANAGEMENT ACCOUNTING, recommends that foreign exchange gains
or losses resulting from fluctuations in rates of exchange not be
recognized in the income statement unless conversion of monetary
assets and liabilities has taken place, or is highly probable. 1
disagree with Mr. Konrath's recommendation since the measurement of any asset or liability is what can be received or what
must be paid at a specific date, and the current exchange rate
is the best measure to use in determining these values at a specific
date.
Mr. Konrath points out that recognition of a loss when a foreign
subsidiary is planning on reinvesting net working capital in inventories and /or other monetary assets is inconsistent with the going
concern concept. However, it is only inconsistent if the exchange
rate changes again, i.e., if the original exchange rate was $2.40
and goes to $2.20 at year end, the cost basis for all new inventory
or other nonmonetary assets would be $2.20 unless the exchange
rate fluctuates. Since it is not possible to determine what the
exchange rate will do in the future, the current rate appears to
be the best measure of the value of any asset or liability and
should be used in determining the proper charge or credit in the
income statement.
Franklin R. Rick
St. Paul Chapter
Bloomington, Minn.
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Books

FOR THE MANAGEMENT ACCOUNTANT

MANAGERIAL ACCOUNTING

December 1971. A useful reference source published continuously
since 1920 classified by author, subject and title.

Third Edition
Carl L. Moore and Robert K. Jaedicke
South - Western Publishing Co., 5101 Madison Rd.,
Ohio 45227, 1972, 707 pp., clothbound, $10.75.

Cincinnati, CPA REVIEW MANUAL

Many chapters have been revised and the latest Accounting Principies Board Opinions have been included. Attention has also been
given to quantitative methods and organizational behavior.

COST ACCOUNTING
Fifth Edition

Fourth Edition
Herbert E. Miller and George C. Mead, Editors
Prentice -Hall, Inc., Englewood Cliffs, N.J. 07632, 1972, 744 pp.,
clothbound, $20.00.
An updated, one volume source, that surveys the entire field for
the CPA candidate.

Adolph Matz, Other J. Curry and Milton F. Usry
South - Western Publishing Co., 5101 Madison Rd., Cincinnati,
Ohio 45227, 1972, 863 pp., clothbound, $10.95.
The general updating of this edition includes such newer techniques as PERT /Cost, probability analysis, risk and sensitivity
analysis, statistical correlation analysis, and the simplex method
for profit maximization and cost minimization.

FUNDAMENTAL ACCOUNTING PRINCIPLES
Sixth Edition
William W. Pyle and John Arch White
Richard D. Irwin, Inc., 1818 Ridge Road, Homewood, Ill, 60430,
1972, 837 pp., clothbound, $14.00.
A first course at college level. In this edition internal control,
accounting for plant and equipment, and capital budgeting have
been expanded. New materials explaining accounting concepts and
the uses and limitations of accounting data have been added.

COMPUTERIZED ACCOUNTING METHODS AND
CONTROLS
Michael R. Tyran
Prentice -Hall, Inc., Englewood Cliffs, N.J. 07632, 1972, 256 pp.,
clothbound, $19.95.
The author, all award winning contributor to MANAGEMENT
ACCOUNTING, draws on his aerospace industry experience to demonstrate how computerized accounting methods and controls can
be designed, implemented and monitored to achieve cost reduction
and profit increase for both large and small companies. All accounting functions are covered including the general ledger, and
suggestions are offered for transferring from manual to machine
accounting with emphasis given to building flexibility into the
financial accounting system.

ACCOUNTING PRINCIPLES AND CONTROL
Third Edition
Lawrence L. Vance and Russell A. Taussig
Holt, Rinehart and Winston, Inc., 383 Madison Ave., New York,
N.Y. 10017, 1972, clothbound, $11.00.
A first course in accounting for college level students. This third
edition places much more emphasis than previously on managerial
uses rather than procedural detail. A new chapter on mergers and
an appendix on compound interest have been added.

ACCOUNTING FOR MANAGERIAL ANALYSIS
Revised Edition
James M. Fremgen
Richard D. Irwin, Inc., 1818 Ridge Rd., Homewood, Ill. 60430,
1972, 532 pp., clothbound, $15.95.
The main theme of this book stresses the usefulness of a variety
of financial data and financial analysis to management in the
functions of planning, control and decision making. It assumes
a knowledge of financial accounting or principles of accounting.

ACCOUNTING AND CONTROL IN PHYSICAL
DISTRIBUTION MANAGEMENT
Dr. Michael Schiff
The National Council of Physical Distribution Management, 222
W. Adams St., Chicago, Ill. 60606, 1972, 229 pp., paperbound,
$25.00.
A study on accounting for physical distribution to determine
whether changes in accounting methods, of a practical nature,
could be developed to more accurately reflect distribution costs.
The author reviews the applicability of the matching concept and
the utility value of the resulting figures.

ACCOUNTANTS' INDEX

BASIC FINANCIAL MANAGEMENT

20th Supplement

Text Problems and Cases

American Institute of Certified Public Accountants, 666 Fifth
Ave., New York, N.Y. 10019, 1972, Members $20.00, nonmembers
$25.00.

Raymond G. Schultz and Robert E. Schultz

A Bibliography of Accounting literature from January 1971 to
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Second Edition
Imext Educational Publishers, Box 30, Scranton, Pa., 1972, 765
pp., clothbound, $11.25.
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This edition includes over 200 problems and 40 cases dealing with
the theory, principles, practices, and applications of business financial management to various industries and situations.

THE INCOME TAX AND BUSINESS DECISIONS
Second Edition

Richard D. Irwin, Inc., 1818 Ridge Rd., Homewood, 111. 60430,
1971, 424 pp., clothbound, $15.95.
First published in 1963, this revised edition reflects the experience
of the authors in using the material for teaching purposes and
as a guide for business practitioners. The revision reflects the
increasing use of linear programming, optimizing models, decision
theory, and management science.

William L. Raby
Prentice -Hall, Inc., Englewood Cliffs, N.J. 07632, 1972, 496 pp.,
clothbound, $11.95.
The emphasis here as in the first edition is on tax planning using
the rationale of tax provisions as opposed to legalistic interpretations. A new chapter has been added on foreign tax matters.

REVENUE ACT OF 1971 —LAW AND
EXPLANATION
Editorial Staff, Commerce Clearing House, Inc., 4025 W. Peterson
Ave., Chicago, 111. 60646, 1971, 383 pp., paperbound, $4.50.

TECHNIQUES IN CORPORATE
REORGANIZATION
William M. Mishkin, Editor
Presidents Publishing House, Inc., 575 Madison Ave., New York,
N.Y. 10022, 1972, 294 pp., clothbound, $25.00.
A compilation of the firsthand experiences of corporate executives,
spelling out in explicit detail the concepts of selling and divesting,
spinoffs and shells, and multiple corporations. It shows how each
can best be used, and how all can interrelate for a company's
greatest benefit.

A handy one volume reference to the 1971 Revenue Act including
the law sections amended and repealed by the Act.

ISSUES IN THE ECONOMICS OF ADVERTISING
1972 GOVERNMENT CONTRACTS GUIDE

Julian L. Simon

Commerce Clearing House, Inc., 420 Lexington Ave., New York,
N.Y. 10017, 1972, 916 pp., clothbound, $17.50.

University of Illinois Press, Urbana, 111. 61801, 1972, 371 pp.,
clothbound, $11.95.

An annual publication, this guide reflects pertinent changes in
the Armed Services Procurement Regulation and Federal Procurement Regulations through January 1, 1972. It also includes
checklists of required and permissible contract clauses for use in
each type of contract, together with a description of the clause
content and reference to its source.

A group of theoretical and empirical studies exploring questions
about advertising and its place in the economy and society. Part
One deals with the microeconomics of advertising and Part Two
with advertising in the economy and society.

MANAGEMENT PROBLEMS IN INTERNATIONAL
ENVIRONMENTS

ECONOMIC THEORY AND OPERATIONS
ANALYSIS
Third Edition

W. Arthur Cullman and Harry R. Knudson, Editors

William J. Baumol

Prentice -Hall, Inc., Englewood Cliffs, N.J. 07632, 1972, 455 pp.,
clothbound, $13.95.
A compilation of 40 case histories developed and taught by professors of business at the Management Development Institute, Lausanne, Switzerland. The authors selected these accounts of European companies in European environments from a poll of the
Institute's faculty.

Prentice -Hall, Inc., Englewood Cliffs, N.J. 07632, 1972, 529 pp.,
clothbound, $12.95.

FINITE MATHEMATICS WITH BUSINESS
APPLICATIONS
Second Edition
J. G. Kemeny, A. Schleifer Jr., J. L. Snell and G. L. Thompson
Prentice -Hall, Inc., Englewood Cliffs, N.J. 07632, 1972, 529 pp.,
clothbound, $12.95.
This book provides a grounding in finite mathematics necessary
to the use of dieital computers.

MATHEMATICAL ANALYSIS FOR BUSINESS
DECISIONS
James E. Howell and Daniel Teichroew
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In line with the trend toward integration of economic theory and
application, this work illustrates how business practice can be a
fertile source of more abstract analytical ideas.

DATA PROCESSING MATHEMATICS
George A. Gleim and Mario V. Farina
Prentice -Hall, Inc., Englewood Cliffs, N.J. 07632, 1972, 289 pp.,
clothbound, $11.95.
The topic of data processing mathematics is developed in such
a way that prior mathematical prerequisites are unnecessary. It
covers material for all levels of data processing.

SYSTEMS PROGRAMMING
John J. Donovan
McGraw -Hill Book Co., 330 W. 42 St., New York, N.Y. 10036,
1972, 488 pp., clothbound, $14.95.
A text covering topics such as the use and implimentation of
assemblies, macros, loaders, compilers and operating systems.
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As President Robert Beyer has reflected in his President's Perspective,
the individual member can help NAA by suggesting names of business
colleagues and friends as prospects for membership. The Association's
continued leadership in management accounting rests as significantly
in its future membership as it does in its present membership.
Help your Association maintain this leadership by referring at least
one prospect to your chapter member acquisition director. If you
prefer to send the lead directly to NAA's national office, or if you
are not affiliated with a chapter, please use one or both referral forms
below.

PROSPECT FOR NAA MEMBERSHIP

PROSPECT FOR NAA MEMBERSHIP

Name

Name

Company

Company '

Position

Position

Company Address

Company Address

Ci t y

State

Ci ty

State

Zip

Zip

Home Address

Home Address

Ci ty

State

Ci ty

State

Zip
Contact prospect at:

OC om pany

Zip

OHome

Contact prospect at:

R EF ER R ED BY:

O H om e

R EF E R R ED BY:

(Add your name here if you wish)

(Add your name here if you wish)

MAIL T O: Nat ional Ass oci ati on of Acc ountants
919 T hi rd Ave. , N ew Yor k, N . Y. 10022
MA ,12 -72
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OC om pany

MAIL T O: National As sociation of Acc ountants
919 T hi rd Ave. , N ew Yor k, N . Y. 10022
MA 12 72
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SPORTS ACCOUNTANTS:
THEY WATCH TEAM'S
BOTTOM LINE
Professional Sports Clubs Are Multimillion Dollar Businesses
(Look At The Salaries Of Some Of The Stars If You Don't
Believe It), But Accounting For Major League Football
And Hockey Teams Is Relatively Simple — Especially If
Every Game Is A Sellout

By Robert F. Randall
The script is a familiar one every Sunday afternoon
in the Fall. Joe Namath or Len Dawson drops back
to pass and millions of sports fans lean forward, hoping
for that one exciting play which makes up for all the
hours of routine play actions viewed in front of the
TV set or in a stadium watching professional football.
If it's not football, it may be the flashing game of
hockey with Vic Hadfield of the New York Rangers
or Phil Esposito of the Boston Bruins slapping a puck
into the net.
Whatever their preference, sports fans never had
it so good. Neither have major sports teams. The
millions of dollars poured into the coffers of the teams
is proof of that. As any fan will tell you, it's almost
impossible to get tickets to major league football
games. Attendance at games reached an all -time high
in 1970 when 13,488,708 fans flocked to stadiums all
over the United States to watch 22 men scramble for
a pigskin.
Just emerging from its Canadian deep freeze, hockey
has not yet become a national sport with a following
the size of football, but it's well on its way. With
the creation of another league and the resulting dramatic surge in salaries, as the new World Hockey
Association began competing with the established
National Hockey League for players, the ice arena may
eventually rival the gridiron for the attention of sports
fans.
Thanks to television, sports enthusiasts see practically all the action on the field or the rink. But what
56

happens in the front offices of the major league teams,
particularly in the accounting end? Given the millions
the sports industry reaps every year, what happens to
it? How is it accounted for?
One football magazine estimated that total gross
revenue for major league teams will reach $200 million
in 1972. Split evenly among the 26 teams, that would
come to about $7.6 million per club. Of course every
team does not sell out its stadium every year, and
most teams are privately owned, so the real bottom
line figures are hard to come by.
There are some exceptions. The New England Patriots are publicly owned, and the Green Bay Packers
team is set up as a nonprofit corporation with stockholders limited to 200 shares. The Packers do not pay
dividends; profits not used for capital improvements
go into the club's surplus funds or are earmarked for
charitable causes. The late Vince Lombardi said that
when he took over the team in 1959, total income
was $600,000. Thanks largely to his driving genius for
coaching victorious teams, by 1967 it had grown to
$5,500,000.
But Clint Murchison, owner of the Dallas Cowboys,
recently complained to Forbes that most people don't
understand that "most professional teams don't generate much profit." A member of the "Big Eight" surveyed NFL teams several years ago and the results
tended to confirm this opinion. Average after -tax
earnings per club were estimated at about only
$235,000.
Hockey teams on the average are even less profitable. There are a number of reasons. Hockey arenas
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Dramatic scenes like this are typical in the game of hockey as N.Y. Ranger Goalie Giles
Villimure and teammate stop Chicago Black Hawk Jim Pappin's attempt to score.
do not have the seating capacity of stadiums; hockey
has not yet caught on nationally to the extent where
it can tap a larger portion of the TV -radio entertainment dollar; and many new franchises have growing
pains.
Most franchises are not started to make money even
though NFL franchises are estimated to be worth more
than $8 million today. Usually a franchise is picked
up by an individual or group of individuals who love
the game and also want a tax write -off. Team accountants generally do more than just the accounting for
the team. Many also do the accounting for the stadium, arena or corporation that owns the franchise.
Madison Square Garden Corp., for example, owns
the New York Rangers —a top -notch hockey team —and
the Knickerbockers, a major basketball team. In addition to the activities at the Garden itself, it conducts
real estate operations and owns racetracks.
At least one accountant, Frank Wall, is president
of a major league team. Mr. Wall, for many years
a partner in the firm of Garrett & Wall, CPAs, helped
with the financial arrangements for the purchase of
an NFL franchise in Atlanta. When the Falcons were
created in 1965, he became the treasurer. Then he
was promoted to general manager and in 1970 was
named president.

Income Is Predictable
There are basic similarities in accounting for major
MANAGEMENT ACCOUNTING/ DECEMBER 1972

league teams whether the game is played on ice or
astroturf. Major sources of income are ticket sales and
radio -TV rights. Major expenses are player salaries and
rental of the stadium or arena.
Accounting for the team is pretty simple, according
to Miss Magda Kende, assistant treasurer of the Detroit Lions. A member of the Detroit Chapter, she
has been with the team 17 years. It has "a very predict abie income" from the sale of tickets, television and
radio rights. "Tickets go on sale at 9 Monday morning;
by 10 o'clock they're all gone."
The team operates on a fiscal year of January I
to December 31. If it makes the play -offs, the income
will be carried over in the books for the next fiscal
year. Players are given annual contracts, and trades
are on a player- for - player basis. The stadium where
the team plays home games is rented from the Detroit
Tigers. Miss Kende works up financial statements
every month and usually actual results are within 5`In
of the budget.
Accounting for the New York Jets falls into the
same pattern. Bonus payments for players are amortized over a period of four to eight years. The team
realizes most of its income from sale of tickets and
radio -TV rights. Shea Stadium is rented from New
York City for home games. Other expenses include
travel, maintenance and the cost of equipment. (The
team spends about $8,000 or $9,000 a year for footballs
alone.)
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Financial Importance of W inning
Agreeing with the notion that accounting for professional sports teams is not too difficult is William
W. Combs, vice president and treasurer of Missouri
Arena Corp., which owns the franchise for the St. Louis
Blues hockey team. " Once you have the pattern,
there's really not much to it," he said. " You'll find
it's not the only job for many accountants . Most are
involved in accounting for the overall operations. Most
of us are tied into the building operation."
As an illustration of the predictability of the income,
he explained that the Blues have 18,000 seats available
and usually 17,000 are sold on a seasonal basis. The
fact that the Blues have never finished worse than
third place in five years helps to ensure that every
game is a sell -out. He estimates that S% of the team's
income is derived from TV and radio rights.
One unusual aspect of accounting for hockey is that,
unlike professional football teams, visiting hockey
teams do not share in the gate receipts with the home
team. Player contracts are on an annual basis but there
is a trend toward multi -year contracts, Mr. Combs says.
In depreciating player contracts, he reckons on the
basis of a player's useful life of five years. (As in any
business, there are exceptions. Jean Beliveau, an all time all star, played 20 years for the Montreal Canadians before he retired last year.)
The importance of having winners to ensure that
the bottom line figure is black rather than red is
stressed by Kent Bowen, vice president and treasurer
of the Pittsburgh Penguins hockey club. An expansion
team created in 1967, the team is still struggling to
generate sufficient interest to sell out the home games.
The opener this year drew 11,000 fans. That and other
indications lead Mr. Bowen to think " We have made
it." He btlieves that sports buffs in the Pittsburgh
area now realize the city has a hockey team.
It has been a long struggle. The team has had three
owners in five years. The fact that the team has won
few games has not helped attendance figures. " It took
us a long time to even get national TV coverage,"
Mr. Bowen pointed out.
Things are looking up for the team. It made the
Stanley Cup play -offs last year and has a good chance
to do so again. Mr. Bowen forecasts reaching the
breakeven point " this year possibly and next year
definitely."
"

We wo r k o n a t i gh t b u dg e t , "

he told MANAGEMENT

ACCOUNTING. Player and staff salaries are the major
expenses, followed by road travel. "There are only two
or three items after October 1 that could be variable."

s4,�

5

Millions watch on Sunday afternoons
when let Quarterback Joe Namath pauses
for a split second, looking for an open
receiver.�Less�dramatic�—but�just�as
essential�—is�the�team�accountant's�job.
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These items include gate receipts and the weather.
In depreciating player contracts, the general manager,
assistant manager and scout get together and try to
estimate the length of a player's useful life to the
club. "Basically, it's a five- to six -year life," he said.
Like the stars on the field and on the rink, the
financial men in the front offices for big league teams
maintain an unofficial camaraderie. They compare
notes on how to handle common aspects of the business. Admittedly, theirs is not too difficult a task, as
compared to— say —the accounting for the diverse
operations of a conglomerate. But it isn't boring —not
when you can get season tickets to all the home
games.
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McCall's Article Gives Socio- Economic
Program Big Boost
ticles —to the Small Business Administration and asked
for a loan. The SBA was sympathetic but advised her
that she must go through the usual formality of acquiring two rejections from commercial banks before
it could consider her for a loan.
The article had gone to press before the loan went
through, so readers of the magazine did not know the

An article in the October 1972 issue of McCall's
magazine has generated a substantial response to the
Association's Socio - Economic Program. Part of a continuing series ( "Launching Your Own Business ") in
the women's magazine, the article described the efforts
of Miss Barbara Huntley to open a specialty clothing
store for women who had undergone mastectomies
(breast surgery).
Miss Huntley, the article states, went to the National Association of Accountants for financial counseling. She was referred to a member affiliated with
the Brooklyn Chapter. A volunteer in NAA's Socio Economic Program, he helped her work out a financial
projection for the business. The story notes that NAA
offers free financial counseling for small businessmen
under its Socio - Economic Program. The name and
address of the Association are listed for readers wanting similar assistance.
After the October issue of McCall's appeared on
the newsstands, the Socio- Economic Department at
the NAA office in New York began receiving letters
and telephone calls inquiring about the service. More
than 150 letters and postcards have been received to
date, thanks to the story in the ladies' magazine, which
ha s a circu la tion of a p pr ox im a t el y seven -and -a -half
million readers.
Miss Huntley took the projection worked up by the
NAA member — supplemented with clippings and ar-

e n d i n g of

th e story. B u t
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followed up and visited the shop located only a few
blocks away from the NAA office on New York's East
Side. Called "Regenesis," the shop was decorated in
bright yellow with a line of overhead spotlights focused
on the apparel. Miss Huntley said she was still busy
arranging the clothing to give all items visibility.
Yes, she had received a loan for $18,000. She felt
the struggle to get the business going was easing,
especially since she had managed to establish a credit
line. She had projected a gross of $750 in the first
month, but the actual gross was nearer $1,000.
Since the shop is the only one in the New York
City metropolitan area she believes there is a definite
need for the service. The letters and telephone calls
and an article in Women's Wear Daily have strengthened this belief. Already she is planning to expand
t h e b u s i n e s s b y b u i l d i n g a s m a l l m a i l i n g l i st so s h e

can eventually branch out into a mail order business.
"I 'm h o p in g b y J a nu a r y t o ca t c h u p wi t h m y sel f, " sh e
sa i d wit h a sm i le .
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Accounting for churches' financial affairs has often been neglected so Indianapolis Chapter
inaugurated a workshop for church treasurers. Above, one of the instructors in the workshop
elaborates on good accounting practice for a church.

TODAY'S SERMON:
FINANCIAL MANAGEMENT
OF CHURCH AFFAIRS
Churches Annually Handle Millions Of Dollars In Contributions
But Record - Keeping Often Leaves Much To Be Desired,
Indianapolis Chapter Tries To Fill The Gap With All -Day
Accounting Workshop For Ministers, Church Treasurers And
Financial Secretaries

Churches accept and disburse millions of dollars in
contributions but the management of these funds
often is done by volunteers or paid professionals on
a part -time basis. Many have little experience in the
field and their tenure is rarely long enough for them
to gain proficiency. As a result, "muddling through"
sometimes turns out to be the best description of
churches' handling of their financial records.
Two members of Indianapolis Chapter realized the
60

scope of the problem and resolved to do something
about it. Their planning culminated in a successful
workshop for church treasurers held last Spring. In
carrying out the project, they proved once again that
NAA chapters with initiative can serve real community
needs.
Both Verlin H. Petry and Cassius M. Fenton are
CPAs with extensive experience in church accounting.
Mr. Fenton is the treasurer and business manager of
MANAGEMENT ACCOUNTING/ DECEMBER 1972

the Christian Theological Seminary in Indianapolis,
while Mr. Petry, a partner with Geo. Olive & Co.,
has been an active church treasurer and member of
financial committees for many years.
The six -hour workshop was only the tip of the iceberg. Many more hours went into planning for the
meeting. The Church Federation of Greater Indianapolis was contacted and subsequently agreed to join
the chapter in sponsoring the workshop. Then a planning committee was formed. It consisted of two acting
church bookkeepers, three student ministers and two
Church Federation staff members, as well as the two
originators of the idea. An earlier meeting with denominational leaders helped to get official sanction
for the workshop.
The planning committee hammered out the subject
matter to be reviewed, determined the format of the
workshop and set the price. Registration was limited
to 50 persons to ensure full interplay between instructors and registrants.
Starting with a review of the responsibility of church
financial management, the instructors stressed the
need for adequate record - keeping and explained what
they meant by "adequate." During a discussion of the
role of the budget and its relationship to accounting
and reporting, guides were handed out with suggested
charts of accounts, income and expense statements and
balance sheets. Special fund accounting also was reviewed with an analysis of the reporting involved.

Pros and cons of a unified budget for churches, as
opposed to separate ones for each affiliated organization, were touched upon. Later the instructors reviewed the relationship of the church to the various
governmental units with which it must deal. This
discussion principally involved the church as an employer.
The lively discussion and participants' comments
on critique sheets led the instructors to believe that
the workshop had been a success. "Here's an area where
there's a real need and there's nothing available,"
explained Mr. Petry, commenting on the lack of material in the literature about church accounting. "A
balance sheet is almost unheard of in some churches,"
he added.
The idea for such a meeting had been fermenting
for a number of years, he said. Now that the pilot
workshop has achieved some success, the chapter can
make improvements and put on the workshop again.
"We made a presentation that we think we can now
build upon."
In addition to contemplating another workshop in
Spring 1973, Mr. Petry believes there is a possible book
waiting to. be developed from the outlines and materials he gathered for the lectures. But the book will
have to wait until he finds time to do more research
and compile a bigger bibliography. Meanwhile, the
chapter wants him to submit an article on the topic
to MANAGEMENT ACCOUNTING.
❑

"A balance
sheet is almost
unheard of in
some
churches."

STAFF ADDITIONS
Seven employees have joined the NAA staff in recent
months as a result of a staff reorganization, expansion
of NAA services, and the creation of a Socio- Economic
Department.
A. Kenneth Benson and Louis Bisgay have been
added to the Educational Services Division. As a Project Manager in the Continuing Education Department, Ken will develop and teach courses and seminars. He is adjunct Professor of Accounting at Rutgers
University where he develops and teaches courses in
financial and managerial accounting. A former corporate controller of Dykes Lumber Co., he earned his
B.B.A. in accounting at the City College of New York
and his M.B.A. at New York University in 1961. Prior
to joining the staff, Ken had been an active member
of Raritan Valley Chapter.
Louis Bisgay was named Manager of Management
Accounting Practices Development. As secretary to the
Committee on Management Accounting Practices, he
will provide staff support for the activities of the
Committee and its sub - committees.
Just before joining the staff, Lou was assistant controller at Andrex Industries Corp. He earned his B.S.
in accounting and his M.B.A. at Rutgers University
where he serves as an instructor in the evening division.
He is a member of the N.Y. State Society of CPAs.
In the newly- created Socio- Economic Department,
Herbert P. Tinning and Francis P. Lynch were named
Regional Coordinators. They will assist in the organization and implementation of the new minority business counseling program and coordinate socioMANAGEMENT ACCOUNTING/ DECEMBER 1972

economic activities of the NAA chapters with governmental and community group organizations.
Herb was graduated from Stevens Institute of Technology with a major in engineering. Prior to joining
the staff, he was assistant technical director with the
Association of Home Appliance Manufacturers.
Prior to joining the NAA staff, Frank was associated
with General Motors Overseas Division and Humble
Oil & Refinery Co. He is a graduate of Manhattan
College and the New York University Graduate School
of Business.
Robert F. Clairmont, a former counselor in the
Chapter Relations Department, is Manager of the
Socio- Economic Department.
Donald Diverio has joined the NAA Administration
Department as Manager of Systems and Procedures.
He will report to Jack W. Gibson, Manager of the
Administration Department.
A former staff analyst at Trans World Airlines, Don
is a graduate of New York University with an MBA
in accounting and management.
The staff Of MANAGEMENT ACCOUNTING also has
been expanded with the addition of two employees.
Donald R. Stabile has joined the Association magazine
staff as an Associate Editor and Miss Kathy Williams
as a Production Assistant.
Don recently was graduated from the University of
Massachusetts with a master's degree in Economics.
Kathy has completed requirements for a master's
degree in journalism from the University of Missouri Columbia.
❑
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Chapter /Member News
group controller's office department,
Babcock & Wilcox Co.
EVERETT LOWERY, Charlotte Blue, was
recently named controller of Consolidated
Brass Co.
DANIEL J. PARACKA, Chicago, has been
named controller of the Trend Mills division of Champion International.... MYRA
A. SwicK was appointed controller of
Shorr Paper Products, Inc.... JOHN VOCE
was recently appointed vice president and
controller of Jernberg Forgings Co., a division of U.S. Industries, Inc.
FRANK J. PINK, Cleveland, has been
elected assistant controller for TRW, Inc.
DANIEL R. Goss, Columbus, has been
named controller of the Galbreath Mortgage Co.

A MOD (Men of Distinction) fashion show recently staged by
Worcester Area (Mass.) Chapter was a huge success, chapter officers
report. Above, guess what periods these models represent?

Emeritus Life Associates
The designation of Emeritus Life Associate is
made available to retired members who have
had 20 years of active service, or ten years of
active service including five years as an elected
national or chapter officer or director. Those
so designated are relieved from payment of
annual dues. The intent of this provision of
the By -Laws is to recognize the debt which the
Association owes to members of long standing.
THOMAS E. ALLEN, Denver.
D. DEAN BARBOR, York past president.
HOMER N. BEAKLEY, Houston past president.
KEITH L. BRIGHT, Sacramento.
GUY F. CAMPBELL, Calumet past president.
GEORGE CANDEA, Cleveland.
WILLIAM B. COCHRANE, Washington past
president.
HUBERT C. CUNNINGHAM, Milwaukee.
HAROLD E. DRISCOLL, Hartford.
Roy L. GOODWIN, Peoria.
ADELBERT M. GRAF, Buffalo.
WILLIAM B. HALL, Pittsburgh.
CHESTER K. KLEINLEIN, Evansville.
DONALD A. KUSSE, Rochester.
OLIVER M. LARSON, San Francisco.
EARL J. LEGUILLON, Akron.
ERNEST A. LEHMAN, Portland Willamette.
LEONARD U. NARVA, Rockford.
HAROLD K. PEDERSEN,,St. Louis.
FRANK PELLEGRIN, St. Louis.
F. LEWIS PHILLIPS, Chicago.
ALBERT J. PLATTA, Milwaukee.
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EDWARD C. REYNOLDS, Hagerstown past
president.
R. WILLIAM ROSE, Lehigh Valley.
ALLEN R. SCHAEDEL, Detroit.
CLARK SLOAT, Brooklyn.
KENT W. SMITH, New Hampshire.
JOHN D. STRUYS, Philadelphia.
GRACE M. TAYLOR, Peoria.
HARRY F. WALTON, St. Louis.
HELMUT O. WERNER, New York.
HAROLD M. WOEHRLE, Chicago.
ROY J. WOOD, Providence past president.

Promotions and New Positions
WILLIAM J. SMITH, Akron, has been named
manager of group accounting services with
the power generation group, Babcock &
Wilcox Co.
Two Beaver Valley members have been
(lamed at Colt Industries, Crucible Steel
Div. FRED BLOEMEKE is vice president— finance of the Fairbanks -Morse
Pump Div., and EUGENE D. MILEY, assistant controller in the Crucible Steel Div.
MICHAEL G. THOMPSON, Bridgeport, was
appointed controller of the Instrument
Marketing Division, Perkin - Elmer.
CHESTER C. SYPUT, Buffalo, has joined
Freezer Queen Foods, Inc., as assistant
director of budgets.
RICHARD D. COWLES, Canton, has been
named supervisor of inventory accounting,

JAMES D. KERR, JR., East Tennessee, Was
recently promoted to comptroller, Plum bium Mfg. Corp.
CHARLES W. CANOE, Elkhart Area, has
been appointed controller at Starcraft Co.
. . . JOSEPH MITCHELL was appointed controller of Nutritional and Hygiene Div.,
Miles Laboratories, Inc. He is president
of the chapter.

CARDACE
Essex County

JOYCE
Lancaster

VITO A. CARDACE, Essex County, has been
named treasurer of Jamesway Corp. He
Is also controller.... WILLIAM A. NEWMAN
has been appointed controller, Monroe
International, Inc., division of Litton Industries.
J. R. CREAGER, Hagerstown, has been appointed controller of the Herald Mail Co.
THEODORE BISKUPIAK, Hartford, is now
assistant controller at Waterbury Hospital. . . . RICHARD H. SMITH has been promoted to treasurer at Coca -Cola of
Southern New England.... A. EDMUND
TULLER was promoted to assistant secretary in the Tax Department at Connecticut General Life Insurance Co.
EFFRAIN ANDREWS, Hawaii, is now controller, Mid - Pacific Region, for Boise Cascade Corp.
SHELDON NORDSTROM, Illowa, was proM AN AG E M E N T AC C O U N T I N G / D E C E M B E R 1 9 7 2

Time Off

1. PROFILE FOR
PROFITABILITY
Using Cost Control
and Profitability
Analysis

By

THOMAS S. DUDICK,
Ernst& Ernst
A volume in the Wiley Series on Systems and Controls for Financial Management, edited by Robert S. Shultis
and Frank Mastromano
A practical guide book, Profile for
Profitability provides valuable insight
into various aspects of profit - making.
Presenting real -life examples of how
profits can be improved, it examines a
troubled company's financial position,
offering approaches to improved profitability, and methods for establishing
feedback so that progress can be
monitored.

I

o
0

O

_
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Far from being a theoretic al textbook, Profile for Profitability stresses
spec ific methods f or evalu ating the
profitability of ventures and determinin g t h e r eas on s f or d evi at ion f r om
profit anticipation.

r
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Businessmen who would like to improve productivity in their companies
might take a cue from the recent -experience of the New York City government. The solution: just pile it up.
The project assigned to a dozen
clerks was the discarding of a huge
collection of old Medicaid papers in
1,200 file cabinets. In order to discard
a file, the clerk had to find some sign
that a case was closed or out of date.
A time- and - efficiency expert estimated
that an average of 150 files a day were
being examined by each clerk. But
closer analysis indicated that a "fair
rate" of work would be the removal
and scrutiny of 700 files an hour.
The solution was quite simple. Instead of having everyone discard his
files in a common container, the efficiency experts asked each clerk to
make a pile in front of his work station.
As the piles mounted, it was readily
apparent which clerks were doing the
most work and which clerks were
operating in first gear. Subtle group
pressures accomplished the rest.
Initially, there were great disparities
between the piles; then the workers
tried to keep the heights approximately
even. As a result, each worker on the

By CONON D. W HITESIDE, President,
Whiteside Associates, Inc.
In the pas t f ew years the total Investment in funds In receivables has
begun to regularly exc eed thos e tied
up in inventories, and financial and
c r edi t man ag emen t have bec om e
c entral c onc erns of top exec utives .
W ritten for credit managers, financial
managers , and information s ys tems
manag ers , EDP Sys tems for Cre dit
Management provides a practical approac h to designing, developing, and
installing a s uccessf ul and profitable
computerized system for trade receivables, credit, and collection operations.
"T his new book tells how to adminis ter and control today's larges t corporate asset — accounts receivable. It
off ers a wealth of information on the
hows and whys of EDP systems...."
—Los Angeles County Data
Processing News

average was handling 400 files an hour,
more than 20 times the old work
average. A job which was originally
estimated as taking months was completed in six weeks.
Postscript: It is not true that some
city officials are pondering how the
same principle could be applied to
potholes and garbage.

A Corporation's Major
Responsibility
" T h e n o t i o n o f v a st a c c u m u l a t i o n s o f
profits, wa iting so m e wh e r e to be
ta pp ed , is a da n ger ou s fi cti on. It co ncea ls the fa ct th a t o n e of ou r mo st
pressing nee ds is for grea ter profit ability—to he lp finance th e e c o n o m i c
exp a n sio n on wh ich t he hi ghe r pro du ctivity, h i g h e r e m p l o y m e n t a n d higher
tax revenu es all d e p e n d . Every new
social ex p er i m en t , a n d every forward
ste p, will ta ke ti me a n d mo ne y, a nd
the costs will ha ve to b e ba la nced
a g a i nst th e ot he r d em a n ds o f a so ci et y
alrea dy u p in a rms over th e level of
ta xa t ion. As for the cor po ra t io n, its
ma jor responsibility in ou r society is
to c onti nu e to perform its cla ssi c fu nct i o n o f c r e a t i n g t h e we a l t h n e e d e d to
u n de rwri te the costs of change." —
R o b e r t C. Gu nn ess, pre si den t, Sta nd a r d O i l C o m p a n y o f Ind ia n a .
j]

1971

191 pages

45 illus.

$11.95

Prices subject to change without notice.
Available at your bookstore or from Dept.
092 -A 3098 -WI
WILEY - INTERSCIENCE
a division of JOHN W ILEY & SONS, Inc.
605 Third Avenue, New York, N.Y. 10016
In Canada:
22 W orcester Road, Rexdale, Ontario
r

WILEY- INTERSCIENCE
Dept. 092 -A 3098 -W I
605 T hird Avenue, New York, N.Y. 10016
Please send me the books whose numbers
I have circled:
1
2

I

My check (money order) for S
is enclosed.
Please bill me.
Name
Company
Address
City /State /Zip
Pleas e add st ate and l oc al taxes w here
applicable.
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$12.95

2. EDP SYSTEMS FOR
CREDIT MANAGEMENT

"It'll be a little while. Santa's accountant is figuring out his overhead costs.

Piling Up Productivity

272 pages

-

-

-

- - I
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R O B E R T S . W A L I G O R E , NAA director from
San Francisco, is now secretary- treasurer
for Heald Colleges.

How BIG should
your factor be?

Shreveport past president , a n d H A R O L D R O B I N S O N were promoted to assistant controllers, Texas
Eastern Transmission Corp.

CHARLES MORRISON,

Big enough to support
your capital demands —
small enough to give you
the personal attention of a
top -level Decision Maker.

Southern Nevada, i s i i o w
the controller of the Flamingo Hotel.

G A R Y E . AD LER ,

Springfield, has been
promoted to vice president and controller
of Buxton, Inc.
FRAN CIS C . PARK ER,

Westmoreland
County president, has been promoted to
treasurer, Latrobe Die- Casting.
WILLIAM

u cR

FACT ORS, INC. ( Say "Roosh "! )

Old -line factoring & commercia l
financing. A Financial Service of
BAN K OF VI RG INI A COM PA NY -

104 0 Avenue of the Americas
New York, N.Y. 10018. (212) 947 -3500

mote d t o v ice pre sid ent, co ntr olle r a t S ta r
Forms,

Inc.

. .

. J.

HAROLD

SE AR S

Was

installed as Small Business Administration
district director for Iowa.
F I E L D I N G L . N O R T O N , J R . , K a n s a s C i t y , is

now a partner in the accounting firm of
Norton, Kahmann & Co., CPAs.
Two Lancaster members have been
named at Sperry Rand Corp. EDWARD M.
JOYCE is vice president and controller of
operations with the parent company;
P H I L I P M . R A E Z E R succeeds him as vice
president and controller of the New Holla n d

Division . .

.

. CHARLES

1. RACMIL

is

now the controller of Grinnell Corp.
Mass. Route 128, has
been named controller of the Herriott Co.
DAVID H . W E EV ER ,

G. S M I T H , Member-at- Large—
USA, was appointed comptroller, Bronsberg & Hughes Pontiac, Inc.
DON ALD

R I C H A R D W . N U N N , Minneapolis North star, has been promoted to corporate controller, Medtronic Inc.
W . B O B T U R N E R , Los Angeles, has been
elected to the board of directors, Wyndon Corp. He is vice president — finance.

Reno Area, has been promoted to treasurer - controller at Harrah's.
M I L T O N C . R I T Z L I N , S t . L o u i s , has joined
Interstyle, Inc., as controller.

GEOR GE DREWS,

64

S.

CAIRNS,

W A L T E R -M . JAC OBSO N,

Wichita, was promoted to vice president of finance, Duo
Bed Corp.
BERN

F.

NEUMANN ,

York, has been appointed controller of Penn National Race
Course.

Author
Milwaukee past president, is the author of The Accountant's
Master Guide to Profitable Practice
Management, a guide for practicing CPAs
just published by Executive Reports
Corp., Englewood Cliffs, N. J.
N O R MA N E. S C H LEY,

JULI AN
G.
K L I N G E N BE R G E R ,
69, Fort
Wa y ne, 1943. ELA.
IRA H. MASSiE, 64, Northeast Mississippi,
1970.
J O H N R . M C C A R T A N , 71, Pittsburgh, 1943.
ELA.
L . G . P A L L O TA , 61, Atlanta, 1946.
V . G A R Y P I T T E N G E R , 4 0 , F o r t Wa y ne,
1971.
E R N E S T A . R I C E , 51, Indiana East, 1968.
R O B E R T B . R Y A N , 49, Minneapolis, 1952.
C O R N ELIUS
J. S E I B , 55, Owensboro Area,
1970.
WILLIAM
T.
SHEA, 4 8 ,
East
Bergen Rockland, 1961.
H A R R Y S H R E V E , 89, Cincinnati, 1930. ELA.
G I L B E R T R . S M I T H , 66, Williamsport,
1949. ELA.
R U D O L P H J . S O BE K , 67, San Diego, 1957.
JA ME S L . TA S S L E R , 26, Mass. Route 128,
1970.
A R N O L D J . U N S E N , 54, Dubuque Tri- State,
1960.
C O R N E L I U S J . V A N N I E L , 7 9 , Rochester,
1925. ELA.
JOSEPH J . W A G N E R , 58, New York, 1946.
C H A R L E S H . W A L K E R , 7 7 , Memphis past
president, 1950. ELA.
T H O M A S R. WALSH, 74, St. Louis, 1939.
ELA.
S E Y M O U R W E B E R , 3 2 , Q u e e n s , 1968.
H E L E N E . W H I T T A K E R , 56, Morristown,
1970.
G A R Y F . Y O U N G M A N , 6 5 , B u f f a l o , 1957.

In Memoriam
FR AN K
AL LE R STON ,
48
, Member -atLarge —South Africa, 1965.
J A C K L . BA L L O U , 57, Salt Lake Area, 1960.
A . P E R C Y BL O C K , 75, New York, 1934.
F R A N C I S C O P . BO BE S ,
GEORGE

A.

50 , Sa n Ju a n, 1971.

CH IM BO LE ,

48

, Greenwich-

Stamford, 1960.
CR A I^ i S . C O U R TN E Y ,

63, Southern West

Virginia, 1962.
80, Hartford, 1938.
, Chicago, 1952.
Emeritus Life Associate.
W I L L I A M C . D E H A V E N , J R . , 59, Syracuse

E R N E S T R . D A Y TO N ,

ALBERT H . DEG ENE R, 7 3

pa st p r esi d en t , 1937.

LEWIS K. EDWARDS, 82, Lancaster, 1935.
Emeritus Life Associate.
BRYCE F. ELLS, 51, Seattle, 1971.
F R A N K J . F A B E R , 75, Milwaukee, 1946.
T H O M A S B . F R A N K , 78, Cincinnati past
president, 1924. Past president, Stuart
Cameron McLeod Society, ELA.
J O H N A . F L Y N N , 75, Bridgeport past president, 1929. ELA.
R O B E R T A . G I L L E S P I E , 36, St. Louis, 1970.
M A X E . GU L L I CK , 52 , C i n c i n n a t i ,

1962.

V I V I A N A . H A M I L TO N , 48 ,
EDW ARD

D.

Richmond, 1971.
H I T C H C O C K , 6 1 , Lancaster,

1958.
47, Dayton, 1966.
Cleveland, 1957.
J R . , 5 9 , New Haven past

L O UI S E B . IN G RA M ,

R I C H A R D A . J AKSre, 48,
FR AN K J. KELLY,

president, 1946.

Henry W. Pirkey, Jr. (1907 -72)
Henry W. P irk e y, Jr ., p a st N AA v ice p resident (1 9 62 -6 3 ), died last inonth of a heart
a t t a c k a t th e a ge of 6 5 .
Mr . Pirkey work ed for only o n e coin pa ny du ring his lifet im e, So u t h west e r n
E l e c t r i c P o we r C o . H e b e c a i n e p r e si d e n t
of the c o m p a n y in 1966 a n d la ter was
n a m e d c h a i r m a n o f t h e b o a r d , a p o si t i o n
lie rel inq u ished th is yea r wh en lie re tir ed.
H e wa s a co n su l ta n t to the c o m p a n y a t
the time o f h is dea th.
Bo rn i n Ann o na , T ex . M r. P i rk ey sp en t
mo st o f h i s a d u l t li fe i n S h r e v e p o r t , La .,
the he a d qu a rt ers o f S ou t hwest er n E le ctr ic
P o we r C o . H e joined th e Associa tion in
1 9 5 1 , a ffili a tin g wi th Shre vepo rt C ha pt er,
a n d wa g e le c te d it s p r e si d e n t i n 1955 -56.
Su b se q u e n tl y , lie served as a na ti on a l
di r e c to r o f t h e Asso ci a t i on a n d b e g a n h i s
se r v i c e o n n a t i o n a l c o m m i t t e e s.
A m e m b e r of th e St u a r t C a m e r o n
M c L e o d Society, M r . Pirkey re m a in e d
active in N AA a n d ch a pt e r affairs u nt il
the e nd o f hi s life. H e a l so pl a yed a p romine nt ro le in Sh re vep ort c omm u n ity a cti vit ie s. Hi s ma n y fr ie n ds i n t he Asso ci a t io n
will niou rn t he de a th of o ne of the Associa t io n's
mo st
loya l
and
de d i c a t e d
lea ders.
11
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NEW YORK
Mar. 12 -16
AT LA NT A
Feb. 12 -16

Statle,- Hil'on

Sheraton Biltmore

SheratonBlackstone

Mon. /Tue.

Mon. /Tue.

Mon. /Tue.

Mon. /Tue.

Mon. /Tue.

Wed. /Thu. /Fri.

Wed. /Thu. /Fri.

Wed. /Thu. /Fri.

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

Thu. /Fri.

Thu. /Fri.

Thu. /Fri.

.

.

.

.

.

.

Mon. /Tue.
Mon. /T ue.

.

.

.

.

.

.

.

.

.

.

Mon. /Tue.
.

ihu. /Fri.

Thu. /Fri.

.

.

&

Mon. /Tue.

Mon. /Tue.

.

.

.

&

John Marshall

May 14 -18

Mon. /Tue.

Costs for Decision Making
.

CHICAG O

Wed. /Thu. /Fri.

Human Resource Management
and Accounting . . .
. . . . . . . . . .
Management Accounting
for Executives
Managers
Mon. /T ue.
. .
. . .
.

RIC HMO ND
June 4 -8

.
.

Planning, Programming, Budgeting for Local
Governments
Nonpr ofi t Inst i tut ions

.

Benson

Chase -Park

Cont ri but ion Ac c ount ing

&

Direct Costing

ST. LOUIS
Mar. 26 -30

.

Performance Reporting

&

Flexible Budgeting

.

.

Developing and Using Standard Costs. . . .

PO RT LA ND
Apr. 9 -13

"

ornrwev

SPRING FOR OUR
COURSES

Thu. /Fri.

Thu. /Fri.

Thu. /Fri.

Mon. /T ue.

Mon. /T ue.

.

Economic Evaluation of Capital Expenditures

Mon. /Tue

.

.

Mon. /Tue.

Mon. /T ue.

. .
. .. ..

Mon. /Tue

.

.

.

.

.

.

.

.

.

.

Accounting Inf or m ati on for Pricing- Policies and Decisions

.

.

.

.

.

.

.

.

Effective Cash Management

Cont rol

&

Inventory Management

..

Thu. /Fri.
Thu. /Fri.

Mon. /Tue.

Mon, /T ue.

.

.
.

. .

.

Management Accounting for H otels

Thu. /Fri.
.

Management Accounting for Hospitals

.

.

.

.

Management Accounting for Banks

Thu. /Fri.

Thu. /Fri.

.

. . . .

.

.

.

.

.

.

.

.

.

Mon. /T ue.

&

Techniques

Computers and Internal C ont rol

Mon. /Tue. /Wed.

.

.

.

.

Mon. /Tue.

.

Thu. /Fri.

. .

Marketing Fundamentals for the
Management Accountant

Thu. /Fri.
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17REASONSTO
CONTACTROBERTHALFFORYOUR
FINANCIAL &DATA PROCESSING
PLACEMENTPROBLEMS
1. Success Record. Many of
the most outstanding people in
the Financial & Data Processing
fields got their positions through
Half.
2. Specialization Does a Better
Job. Concentration in a confined
area of employment eliminates
hit and miss methods.
3. Makes Your Job Easier. If
you're looking for competent personnel or searching for a better
position, our efficient service
works hard for you.
4. We've Been Around Since
1 9 4 8 . . . In fact, we pioneered

going on in our specialized fields.
We are constantly surveying the
market. The Robert Half Annual
Salary Survey has been a standard
since 1950.
8. Respected by Our Colleagues. You've got to be good to
earn a fee from other personnel
services to find financial executives for their own firms.
9. Ethical Business Practices.
We never search our vast file of
placed candidates. We never
'pump' applicants for 'leads'. We
don't annoy companies with
'canned' solicitations.

specialized employment agencies.
5. Largest Organization of its
Kind. More competent people.
More specialized positions.

10. Best Placement Executives.
Our placement managers are

6. Network Action. Robert
Half has offices in key centers
throughout North America. We
are geared to search the continent
as quickly as we search a com-

munity.
7. We Know the Market. We
are fully conscious of what's

trained to understand the job
order requirements, and examine
the job - seeker's abilities. Their credentials read like "Who's Who in
Financial & Data Processing."
11. Confidential Service. The
name of the company is not revealed until they elect to see our
candidate; and the employed job seeker is protected against infor-
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mation getting back to his employer.
12. Exclusive. In many instances, Robert Half is the only
source for certain competent personnel, and for selected positions.
13. Advertising. The Robert
Half System is backed by a million dollar annual advertising
budget.
14. Private Interviewing Facilities. Al I interviews are conducted
in private offices; never in a staff
room; and there is always an
office available for our clients
use too.
15. Consultation. We're always
available to give free counsel regarding Financial & Data Processing employment.
16. Speed. Time is money. Our
methods will generally produce
the right situation faster and
more efficiently.
17. We Succeed on Merit Alone.
No placement . . . no fee. (Fee
arrangements are with company
clients exclusively.)
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