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NAA's
Management Advisory Service
Isn't For Sale .. .
(But a Lot Of People Are Buying It!)
For the disadvantaged, needy person wanting to establish his
own small business properly, confidential accounting and
financial management advice is available from a number of
NAA Chapters ... without cha rge.
This advisory service is provided by volunteer management
accountants, corporate treasurers, controllers, financial
executives and CPAs with membership in NAA.
The purpose of the advisory program is to make the small
businessman aware of his financial management needs and to
get him started in the right direction.
NAA does not do the detail work. Carrying out of advice must
be accomplished by competent employees or qualified
professionals. NAA advisors withdraw once the business is
successfully under way. The problem is, there are still a lot of
areas, where help is needed, not now being served by an NAA
Chapter Socio- Economic Committee.
If you'd like to start one —or otherwise help out — contact:
• Your local Chapter President
• ROBERT F. CLAIRMONT
Socio-Economic Program
National Association of Accountants
919 Third Avenue
New York, N.Y. 10022
(212) 759 -3444 or 371 -9124

Participation is not limited to NAA members. Anyone who
would like to join the NAA Socio- Economic Program is also
invited to contact us.

PRESIDENT'S PERSPECTIVE

Improving
Financial Reporting
A great deal of concern has been expressed in recent years
about financial reporting and disclosure. Audit ors have come
under fire for att est ing t o stat ements later viewed as misleading.
Corporat e accountant s and company management have also
received t heir share of criticism for information deemed
misleading and for omission of material facts. Financial public
relations consultant s are now the latest group t o fall under SEC
scrut iny. In the landmark Pig 'N Whist le injunction and consent
decree t he concept of liabilit y was ext ended t o financial public
relations counselors, placing on them t he obligation of
investigat ing facts received from management , as well as
investigation of management's credit ability.
A positive effort to improve financial reporting t o the press
has been launched in recent mont hs by t he Public Relat ions
Society of America. Its local chapters have held seminars on
disclosure requirements and account ing principles, which were
developed in cooperation with one of t he Big Eight account ing
firms.
Although the seminars principally involved CPAs and financial
public relations co nsult ants, it was apparent in many cases t here
was a lack of communication bet ween P -R consult ant s and
in -house accounting staff. Corporate accountants were not
held legally responsible in this particular instance but in light of
the recent public crit icism it would seem t hat at t he very
minimum they have a professional responsibility t o improve
their working relationship with all t he other parties involved in
financial reporting.
The inter - disciplinary approach to financial reporting, as
illustrated by the discussion seminars bet ween P -R consultants
and CPAs, is a significant new development and one which can
only lead t o bet ter communications. Management accountant s
can inaugurat e similar efforts to improve disclosure and thus
bolst er t he public's faith in the basic int egrity of t he private
enterprise system.

ROBERT BEYER

President, 1972 -73
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THE BUSINESSMAN'S ROLE
By Robinson F. Barker
A review of the problems facing business today and the role the businessman must
play in contributing to public policy.
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its comparative wealth. In this article, the author describes a procedure for the
measurement of gains or losses resulting from price -level changes.
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By Harold E. Sharp
Indirect expenses are of prime concern to buyers for governmental agencies and
private companies. In this article, the author reviews various aspects of the subject
and illustrates the approaches used to best allocate these costs in order to remain
competitive.
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ACCOUNTING CHANGES: WHY CPAs MUST CONFORM
By George D. Cameron, III; Ralph W. Gudmundsen, Jr.; and Jack R. Ball
Despite the natural urge to resist change in financial statements, management should
consider why the change is necessary and why the CPA insists on it. The authors feel
that the CPA must make these changes and they give three reasons why.
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A SYSTEMS APPROACH TO CASH FLOW DETERMINATION
By Walter J. Thrun, Sr.
The author presents three questions that budget administrators should ask to obtain
information for an investment decision. He shows how to answer them with a
systems concept.
An award-winning article: Certificate of Recognition
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THE 'MAKE OR BUY' DECISION
By Jim Madison
The cost analysis of "make or buy" decisions can best be made using a mathematical
model. In this article, the author discusses s u c h a model and offers an example where
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A CASE FOR CURRENT -COST REPORTING
By Arthur E. Carlson
The author asserts that data for reporting purposes must take cognizance of the fact
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CONTRACT TERMINATION AND UNABSORBED OVERHEAD
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By Paul M. Trueger
Although it is generally agreed that the overall public interest is best served by giving
the Government the right to halt activities and related costs which are determined to
be unproductive, this author believes that the Government should move to help the
contractor to extricate himself from the cancelled project and to compensate him
equitably for the financial consequences.
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Is There A Forecast In Your Future?
Corporate financial mana gement m ay soon be faced wi th a n additional annual reporting problem— forecasting. It appears that the Securities & Exchange Commission may permit, if not require, companies to include in their annual financial reports, predictions of next
year's profit status.
Some companies seem to believe the SEC will require such forecasts, and because of this belief one company included in an unusual
1972 "preliminary" annual report (dated Dec. 28) estimates for 1973.
The company's (Fuqua Industries, Inc.) Chairman, J. B. Fuqua, said
of the forecast, "While we are not fully convinced of the merits of
making public projections of future earnings, if this is the kind of
music we will have to march to, we are willing to lead the band."
At the SEC hearings in November and December, some testimony
was favorable to forecasting in annual reports, but most financial
groups were opposed to mandatory forecasts while in favor of voluntary forecasts. Because of such great opposition, some observers
believe required forecasting will not come about.
NAA is involved in the forecasting. issue through the Committee
on Management Accounting Practices. The MAP Committee suggested the SEC permit forecasting if companies so desire but should
not require forecasts because of the problems which could result
from presentation of such predictions. (See page 53 for text of the
statement.) The Financial Executives Institute took a similar position.
Since forecasting soon may become a reality, NAA members should
stay abreast of developments as reported in newspaper and magazine
artic les . MANAG EMENT AC CO UNT IN G has pr inted artic les O n f orec as ting

and undoubtedly will print more. NAA invites you to participate
directly in the forecasting issue through letters to MAP and MANAGEMENT AC C O U N T IN G Or t h r o u g h s u b m i s s i o n o
f articles discussing
the ramifications and feasibility of forecasting.

C o m i n g U p i n MANAGEMENT ACCOUNTING
Eve ryone comp la i n s a bou t r i si n g h e al t h car e cos ts ; in "Hosp i t al Cos t
Con tr ols , " Isa a c S ma l ls doe s s ome th i ng ab out it . . . Se eki ng s oph isticated pricing guides? Al J. Betley provides them with "Contribution
Pricing" . . . Setting work st a n da r d s for profess ion als requires resour cefulne ss, ski llfully di spla yed in "Con tr oll in g Professional Ma n power Costs" by J. Kent O eh m . . . In "The Investment Credit,"
W illiam A. Cole and Stephen H. W ales, Sr., discuss applications of
the five Investment Credit Acts passed since 1962.
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NewNCR18=22
Designed for the business office, with features for business problems.
Now, NCR brings you a new, low- priced
one - memory calculator especially designed for office
figure work. The new NCR 18 -22 has all the features
to do the kind of jobs you encounter every day in
business.
Two MOS /LSI chips make it tick. It has 12 -digit
display for your big problems. True memory with
direct access from plus, minus, equals /plus and
equals /minus. Overflow protection. Automatic
constants. Selection of automatic round -off or no
round -off. Floating /in, fixed /out decimal system. 0 -9
decimal selection. Convenient signals for minus
factor, overflow, and amount in memory.
The keyboard is not cramped. Extra long "zero"
bar extends to the left of amount keys for natural hand
positioning. Arithmetic function keys and memory
keys are spaced so anyone can operate the 18 -22
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with ease. Yet its compact size -8.8" x 11.2" —
takes no more space than a business letter, and its
light weight —only 3 lbs. —makes it easy to move
from desk to desk, or even take it home if you like.
When you see the NCR 18 -22, we're sure you'll
agree it's the ideal display calculator for your business
needs at a price you can afford. Only $279.
For more information call your nearest NCR Branch
Office or NCR Office Products Dealer. Or write Office
Products Division, Dayton, Ohio 45409.

Office Products Division

Letters

TO THE EDITOR

Will Accountants Recognize Social Changes
and Adapt . . . 3

one of the problems that has plagued financial officers for years
will have been solved.
It seems that Youngstown State University through its budget
I read with interest the article, "Pilots of Social Progress," by officer, William J. Sullivan, has reminded us again that there is
Mr. Robert Beyer in the July 1972 issue of MANAGEMENT more to finance than facts and figures, and that communication
ACCOUNTING. It is true that accountants in public and corporate is essential to productive, workable relations between persons in
accounting practices have historically had a role in corporate social any organization.
responsibility and that the role has expanded considerably during
the last twenty years. There is little doubt that future social
Jeffery W. Barry
changes will have even greater influences on the profession of
President —Walsh College
accountancy. The real question appears to be whether accountants
of Accounting and Business Administration
will be able to recognize social changes and adapt to them.
Troy, Mich.
Social changes have resulted from expanding technology, decline
of the family unit, greater educational opportunities, failure of
the market mechanism, and political philosophies. Whether these Listening Is a Two -Way Operation
factors represent root causes of social change or are results of
intensified human interaction is difficult to determine. However,
"The Auditor Should Be Welcomed Into the Data Processing
the effects of these factors can be seen in attitude changes toward Family ..." This concept, mentioned in Harry L. Brown's article
management and accounting, as well as in the quantity and sophis- "Auditing Computer Systems" (September 1972), represents a
tication of accounting data required to satisfy social demands.
challenge to both the auditor and data processing personnel.
Causes of social change are primarily external to the business
Mr. Brown pointed out that the auditor has more to offer than
organization. In many instances, a positive business response to just "checks and balances." The auditor for years has been a
social demands has resulted, principally due to government coer- "systems analyst." The auditor has the ears of top management,
cion. Some social groups have expressed antagonism towards busi- a corporate overview, access to all company information and knows
ness management and accountants because certain social needs the value of good controls. With this background the auditor has
and changing attitudes have not been recognized. Many corpora- many things to offer in designing a system. One wonders why,
tions would not have invested in pollution controls, engaged in with all of this going for him, the auditors have not been more
minority employment, or used good accounting and reporting involved in the design of major systems. He suggests that data
practices if it were not for government intervention.
processing personnel listen to the auditor. I suggest that the listenAccountants and professional accounting organizations need to ing is a two -way operation. However, being a "member of the
revise their perspectives of the accountant's service role and rela- family," he does link his experience factor as an auditor and his
tionship to social progress. Social progress is people- oriented, and control concepts to data processing operations. This closer tie tends
since accountants generally have had little training in the behav- to expedite the solution of problems of control in the design stages.
ioral sciences, any reference to the accountant as a pilot of social
progress may be misleading. Social progress will occur because
Ken Pender
elements in society change. The role played by accountants in
The Detroit Edison Co.
social progress will depend on their ability to recognize and respond Detroit, Mich.
to social changes and causal factors.
Elliot Slocum
Department of Accounting
Ge o r g i a S t a t e University

Atlanta, Ga.

A Giant Step Forward

Re: Information Services
I feel that I would be remiss in my duty if I did not report
on the excellent service that I received from your Mr. Donald
Mackenzie, the Manager of your Technical Information Service.
Mr. Mackenzie gave himself entirely to a problem which I
submitted to him for his assistance. 1 am sure that if prospective
members knew of his devotion to duty, and that of the national
staff, they would not hesitate to join our Association.
I am more than pleased to call attention to the high class of
"service" that Mr. Mackenzie gives on behalf of the Association,
and he deserves every consideration.

As I was reading the article by William J. Sullivan of Youngstown State University in the August 1972 Issue Of MANAGEMENT
ACCOUNTING, I discovered that through his system of budget reporting to department heads on a monthly basis, he has taken
a giant step forward in solving the age -old problem of communications between financial personnel and others in an organiJoseph de Ambrosis
zation.
Member -at -Large
As most of us know, a budget, in order to be effective, must Winnipeg, Manitoba
be communicated so that adequate planning can be done. Ade- Canada
quate communication means an understanding of the budget by
all concerned and frequent reporting on the budgetary progress.
Once the budgetary or financial division of an organization under- A Very Useful and Timely Article
stands all other facets of the organization, and once all nonfinancial people in an organization understand budgetary responsibility,
Mr. Pagano's article in the September 1972 issue of MANAGEMENT
MANAGEMENT ACCOUNTING/ FEBRUARY 1973
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Toshi*,ba would Ike
a few words w th
all 0111ietti* Dm24 users.
i6

There'll come a time when your old faithful friend —the
Olivetti D-24—is going to conk out on you.
When that sad day comes, you're going to be looking for
a new calculator.
We hope you'll take a look at us— Toshiba. Why? For one
very good reason. The keyboard and operation of the Toshiba
BC -1216P Electronic Printing Calculator is almost identical
to the Olivetti D-24.
The advantage of this is obvious. You won't have to spend
hours getting familiar with a new machine.
In addition, the Toshiba is electronic whereas the Olivetti
is electro- mechanical. So the Toshiba is faster and quieter.
The Toshiba is also smaller and lighter (it weighs only
15.4 pounds). Plus it has other convenient features like an
add -mode, a true credit balance, and red and black print -out.
So if your Olivetti is a little shaky, look into a Toshiba.
It's a tough little calculator with a familiar face.
For more details about the Toshiba BC -1216P write
Toshiba America, Inc., 41 -06 DeLong St., Flushing, N.Y.
11355 or call (212) 939 -7400.

W T O SRIBA

In T ouch w i t h T o m o r r o w

The Toshiba BC-1216P
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ACCOUNTING titled "The Line Manager's Role In Bakery Opera.

the method of accounting for software costs for tax purposes.
The IRS originally took the position that software, when purchased together with hardware, should be depreciated over a five year period. Left unclear was the problem of what a purchaser
of software should do when his systems engineering and programming services were purchased separately from his hardware. The
IRS has since changed its position. Its latest ruling provides that
companies obtaining software either bundled with new equipment,
purchased separately from an equipment supplier or software
house, or developed in- house, have the option of either expensing
it during the year of purchase or capitalizing the costs with subsequent amortization over a five -year period. The IRS also asked
that companies be consistent in their accounting for software, and
if a company wishes to change from one method to another for
a new purchase, permission must be obtained from the IRS
Commissioner. It appears that by changing its ruling, the IRS
James D. Pascoe has taken a "middle of the road" position and left the accounting
Accounting Manager for software costs to the discretion of the companies using data
Fred Sanders Co. processing equipment.
Detroit, Mich.
One cannot argue with the fact that a tax advantage would
accrue to a company that expensed its software costs. From an
accounting theory standpoint, it seems that an asset has been
Software Costs — Expense or Capital Expenditure
acquired and should be capitalized and depreciated. It is a known
fact that the hardware cannot operate without software, i.e., the
Software associated with a data processing facility, regardless programs to perform the various data processing operations,
of whether purchased or developed with in -house capabilities, poses whether for accounting analyses or other types of management
a serious accounting question. From both an accounting theory information needs, depend on software for implementation. If the
and a management information standpoint, what is the proper hardware must be capitalized and depreciated, why shouldn't the
accounting treatment for the costs of such software? This question same rules apply to the software?
comes to light because the IRS has changed the rules governing
Continued on page 28
tions" is a very complete discussion of line functions in a bakery
operation. He correctly identifies the primary objectives of the
line manager as "efficient production output" and "high quality
of merchandise."
His statement that the line manager must work closely with
the Scheduling Department indicates one very important and very
essential consideration. The line manager should not be burdened
With the responsibility for production scheduling in addition to
direct production responsibilities. For greatest efficiency, a scheduling function or department distinct from the line function
should be maintained. The overall line responsibility for production setup, production runs, packaging, production reporting, and
material and supply usage reporting is essentially a complete
operation.
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Stake it to aailas

.. md11 do the rest!
The Texas Council has helped prepare an exciting program for the
1973 Annual International Conference for you and your family
— one as big as Texas itself.
Your trip to Dallas will span the excitement of a real Texas Rodeo,
where big prize money is at stake, to a sample of the life style of
the sophisticated super -rich.
If you have never attended an informal Texas Chuck Wagon
Dinner, then this is your chance. (Of course you'll have a chance to
dress -up at the Annual Dinner.)
Children of all ages rave about the Six Flags of Texas, which is
acres and acres of fun and Texas history.
Plan now to attend one of the best National Association of
Accountants' Annual International Conferences ever. If you have
never attended before — don't miss this one!
Speakers and topics for the Technical Program and details about the
complete schedule at the Big "D" in '73 will be in the mail shortly.

■
� � NqlCONFER�N� �

■
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GE's nZw Mark III
extends time- sharing
across 17 time zones.
An information processing network of
nearly 100 integrated computers linking over
275 locations on 3 continents provides you
with the most economical time - sharing
In t er n at i on a l n etwor k ser vices
a r e be i n g i n t r o d u c e d i n J a p a n .

Ba la nc ing t he c omp u t ing needs
of u s er s on 3 c o nt inent s
r ea c hing a c r os s 1 7 t ime z ones
a llows p r oc es s ing ec onomies
whic h ca n help G E c ut you r
time - sha ring costs by a thir d.

GENERAL

� �

available today. And whether you're located

in Tokyo, New York, Paris, or all three, you
can have instant information processing
from common data files available through
a local phone call.
Whatever your needs — responsive, interactive
time - sharing, a world -wide order processing
or financial reporting network, or economical
remote processing —GE's new Mark III
is the answer.
For all the details, phone 800 - 638 -0971 or
write us at 7735 Old Georgetown Road,
Bethesda, Maryland 20014.
We're ready to help.

ELECTRIC

WORLD LEADER
IN INFORMATION
SERVICES

If you can't attend our
C
"Effective Cash
Management" in New York,
March
12m16,1111111111

New York /March 12- 16 /Statler- Hilton /13 Courses

&

&

&

Developing and Using Standard Costs (Mon. /Tue.)
Flexible Budgeting Performance Reporting (Wed. /Thu. /Fri.)
Effective Cash Management (Mon. /Tue.)
Economic Evaluation of Capital Expenditures (Thu. /Fri.)
Accounting Information for Pricing — Policies and Decisions (Mon. /Tue.)
Management Accounting for Banks (Thu. /Fri.)
Management Accounting for Executives Managers (Mon. /Tue.)
Management Accounting for Hospitals (Mon. /Tue.)
Data Processing— Concepts Techniques for Managers (Mon. /Tue. /Wed.)
Computers and Internal Control (Thu. /Fri.)
Management Science for Budgeting and Profit Planning (Mon. /Tue.)
Linear Programming: Accounting Applications (Thu. /Fri.)
Marketing Fundamentals for the Management Accountant (Thu. /Fri.)

12

MANAGEMENT ACCOUNTING/ FEBRUARY 1973

r

u1s

how about' n St. Lo
March 26 -30?

St. Louis /March 26 -30 /Chase -Park Plaza /6 Courses
Developing and Using Standard Costs (Mon. /Tue.)
Flexible Budgeting & Performance Reporting (wed. /Thu. /Fri.)
Direct Costing & Contribution Accounting (Thu. /Fri.)
Effective Cash Management (Mon. /Tue.)
Economic Evaluation of Capital Expenditures (Thu. /Fri.)
Data Processing— Concepts & Techniques for Managers (Mon. /Tue. /Wed.)

RegiSternow
for New York or St. Louis

Spring'73
CEP
Continuing Education Program
Write or call: CEP Registrar
National Association of Accountants
919 Third Avenue, New York, N.Y. 10022
(212) 759 -3444
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Disclosure of Accounting Policies and Tax Discrepancies Proposed by SEC
New disclosure proposals by the Securities & Exchange Commission would affect reporting
of accounting policies use0and reporting of Federal taxes in earnings reports. Under the SEC
proposal, companies would be required to submit in reports to the agency "a summary of
significant accounting policies to be included in the financial statements either separately or
as the first note." "Under certain circumstances and where significant" a company would have
to include an estimate of the dollar impact on net income of use of the principle followed
as compared to an alternative acceptable principle. Such disclosure would be required when
a company uses more than one accounting principle in reporting similar types of transactions,
when it changes its accounting policy within the past two years, or when the principle used
is not the prevailing principle used by companies in the same industry. An accounting change
regarded as "significant" by the agency is one that affects net income by at least 5% or affects
the improvement or worsening of earnings by more than 25 %, as compared to the prior period.
The agency also wants to see improved disclosure of the reason why total income tax expense
reported by the company differs from the amount which would result from multiplying the
statutory United States Federal corporate income tax rate by the income before tax.

Take Joint Responsibility for Disclosure, SEC Chief Accountant Urges Auditors
Speaking before the N.Y. State Society of CPAs, SEC Chief Accountant John C. Burton urged
the auditors to take joint responsibility with corporate management for what is disclosed in
financial statements. If the financial statement which the auditor is attesting to is not prepared
as he would prepare it, then he should so note that fact in his report and not tuck it away
in a footnote, Mr. Burton advised. He told the Society members that the costs would be much
higher if they let the potential liability from shareholder lawsuits prevent them from innovating
and improving their functions.

AICPA Expands Washington, D.C. Staff
In recognition of the increasing impact of the Federal Government on the accounting profession,
the American Institute of CPAs has expanded its staff in the U.S. capital. In announcing the
new direction in Washington, Gilbert Simonetti, Jr., vice president — government relations, acknowledged the influence of government in the past, on a number of matters of great significance
to the accounting profession. The Institute will concentrate on developing a more effective
relationship with Congress and the Executive Branch by working "toward becoming a positive
source of advice on public policy relating to accounting, auditing, financial controls, taxation
an d . . . r ela t ed m at t ers . .. . "
Big Demand for Accounting and Financial Executives Seen in 1973
There will be a 20% increase in corporate demand for accounting and financial executives this
year, according to a nationwide survey of 475 major corporations conducted by Boyden Associates, Inc., an executive search firm. This was the largest increase by job category projected
by the survey. The biggest demand for accounting and financial executives with minimum salaries
of $25,000 will be in the East and Southeast. The firm noted that the demand for multinational
executives is also rising. "The executive with international experience and expertise in marketing,
sales, finance and general management is being sought in almost every corner of the globe,"
says Frederick M. Linton, president of Boyden Associates.

CASB Secretary Says MAP's Statement on Contract Costs the Only One Available
One quote you may have missed. Speaking before the Federal Government Accountants Assn.,
Arthur Schoenhaut, executive secretary of the Cost Accounting Standards Board, said, "The NAA
has a subcommittee of its Management Accounting Practices Committee that interfaces with
the staff of the Board. The MAP Committee has made some constructive suggestions in the
past and, in fact, developed a statement of contract cost concepts which was published in
the March 1972 issue of MANAGEMENT ACCOUNTING. Although one can find fault with the statement of contract cost concepts, it is the only such statement available, and it emanates from
an authoritative group."
14
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THE BUSINESSMAN'S ROLE
Of All Our Institutions, Business Is The Only One That Society
Will Let Disappear

By Robinson F. Barker
In our free enterprise system, business traditionally
has been held responsible for the supply of goods and
jobs, for costs, prices, wages, hours of work, and for
standards of living. Today, business also is being asked
to take on the responsibility for the quality of life
in our society. The expectation is that business —in
addition to its traditional accountability for economic
performapce and results — should assume responsibility
for the health of society. Not only is business being
asked to solve those social problems that have defeated
others, but it is expected to anticipate them and to
prevent their emergence in the first place.
This challenge does not, of course, come as a complete surprise. For some time, there have been business
leaders who have heeded Thomas Paine's warning:
"Those who expect to reap the blessings of freedom
must, like men, undergo the fatigue of supporting it. "'
These are the men who share the concern voiced by
students and others that not all in our nation have
participated in the most prosperous economic era in
the history of man. More important, these same businessmen have begun to take steps to try to mitigate
the problem.' Similarly, the business community recognizes and is working on other associated social problems. The nation's top scientists and engineers —among
them representatives of industry— working under the
auspices of the National Academy of Engineering and
the National Academy of Sciences, have begun to
tackle the problem of assessing technology. Their goal
quite simply is to create a mechanism —now lacking
in the economy— whereby the broad social effects of
exploiting and restricting a technological development
could be considered and effectively expressed.

Good Business Or Good Citizenship?
More and more the distinction traditionally drawn
between corporate citizenship and corporate business
is becoming less and less delineated. Are company
training programs for school dropouts good business
or good citizenship? Does a large corporation's massive
study of the effects of automation on society most
significantly serve the company planners or the community at large? Is the sponsorship of an art show
sound advertising or does it fall under the heading
of culture? If you're a pragmatist, as most businessmen
are trained to be, the answers are irrelevant. It is
activity itself which is important.
Obviously, a great deal more activity is required.
MANAGEMENT ACCOUNTING /FEBRUARY 1973

In many areas we have merely begun to scratch the
surface and in others —if we subject ourselves to objective self - analysis —we have not accomplished even that.
We still have to substitute deeds for words if we wish
to plead innocent to the charge of preaching and
promising while running in place. There is however,
concrete evidence that the first steps —the most important in any journey —have been taken and others will
follow.
However, it is not that simple. Business does not
operate in a vacuum. While it does have a distinct
impact on society, distinct capabilities and characteristics, and distinct opportunities, business is not
alone. Other institutions such as the university, the
hospital, the government, the military, and labor play
a role, and as such must be held fully as accountable
as business for the quality of life in our society. Just
as we now recognize that government does not offer
a panacea for society's problems, we also must recognize that business of and by itself will produce no
miracles.

The Problem of Environment
Consider the problem of environment. Business does
not have the capability to solve the problem by itself.
Even the most stringent self - policing will result in
nothing better than a diffused, disorganized overall
approach. This is an area that is responsible only to
enlightened government regulation which accurately
reflects the demands of the total populace.
Too often, I'm afraid, we tend to ignore the complexity of the problem in a search for easy solutions.
Take the case of electric utilities. How many of our
power demands are we willing to sacrifice in the name
of preserving the environment? Before answering,
however, pause to consider that the makeup of many
of our power plants today was determined by government regulations responding to a public plea for power
at the cheapest cost.
Again, business' efforts in an area such as housing
will be governed by the attempt to update building
codes at the local level and the efforts of unions in
the building trades to cooperate. Nor can business be
expected to unleash the technology and capability that
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'Thomas Paine, The American Crisis IV, September 12, 1777.
' Members of the National Alliance of Businessmen, an organization re resenting
some 47,500 American industrial companies, during the past four and one -half
years found jobs for approximately 1,000,000 disadvantaged persons. Of this
group —made up of those formerly considered chronically unemployed because
of their environment and lack of education —some 500,000 were still on the job
after six months. Pittsburgh Office of the National Alliance of Businessmen.
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"What many
. . . fail to
recognize is
that business
is ...

an organ
of innovation."

exist to solve the problem under a property tax structure that harnesses the profit motive in reverse by
making it more profitable to let buildings decay than
to improve or replace them.
Similarly, can business attempts to help solve the
problems of the hardcore unemployed and minority
groups be effective unless accompanied by a similar
effort on the part of unions in their membership and
licensing practices?
None of the foregoing comments are to imply in
any way that it is not clearly in the self - interest of
business and businessmen to accept this responsibility
for the quality of life in our society and to build it
into the vision of business executives. Three immediate reasons come to mind to support such a move.
First, the consequences for neglecting this area are
so very great. Second, there is the obvious and more
important fact that a healthy business and a sick
society are not compatible. Healthy businesses require
a healthy, or at least a functioning, society. The health
of a community is a prerequisite for successful and
growing business. Finally, the quality of life in our
society should be a tremendous business opportunity.
It is, after all, the job of business to convert the needs
of society into profitable business opportunities —to
convert social change into constructive innovation.
And it is a poor businessman who thinks that innovation refers to technology alone. The major industries
of the nineteenth century resulted, to a very large
extent, from the conversion of the new social environment —the industrial city —into a business opportunity
and into a business market.

Business . . . An Economic Institution
Yet, one must wonder if the demand that business
take responsibility for the quality of life has been
carefully thought through by its advocates. Business,
for example, cannot accomplish these tasks by behaving like anything but what it is, an economic institution that acts in terms of economic rationality, an
institution that must be motivated by profit incentives
in order to function efficiently. Profitability must
remain the yardstick of business whether its activities
are concerned with the quality or quantity needs of
society.
This is a pressing point, and one, I suspect, that
is not fully recognized. For example, businessmen of
today cannot help but be struck by the lack of understanding regarding the profit motive. It may well be
that the greatest failure of businessmen is their inability, or lack of effort, to educate others about the
operation and meaning of the profit system. You as
accountants, better than anyone, should understand
the system. Yet how many of you go home each
evening and complain about the rat -race? Is it any
wonder that most wives can't go beyond naming the
company their husbands work for in answer to a request to describe what their husbands do for a living?
Or is it surprising that so many of the youth in our
colleges —sons and daughters of businessmen —swear
that business and industry is the last place they want
to end up. It is readily apparent, and becomes more
so each day, that while as a nation we reap the benefits
of our economic system, we have little understanding
of it.
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An Organ of Innovation
At a time when increasing numbers of individuals
and groups are demanding that business accept more
responsibility— because of its demonstrated ability to
manage and get things done —there is underway also
an attack at the very foundations of business —profit
and competition. What many unfortunately fail to
recognize is that business is predominantly an organ
of innovation. Of all social institutions, it is the only
one created for the express purpose of making and
managing change.
Specifically, business has an advantage where government, for example, is weak. Business can abandon
an activity. Indeed, it is forced to do so if it operates
in a competitive market. There is a point beyond
which even the most stubborn businessman cannot
argue with the market test, no matter how rich he
may be. (Even Henry Ford had to abandon the Model
T when it no longer could be sold.)
Of all our institutions, business is the only one that
society will let disappear. Attempts to close a university or a hospital, no matter how superfluous and
unproductive they might be, create a storm of protest.
Precisely because business can make a profit, it also
must run the risk of loss. This risk, in turn, goes back
to a second strength of business: It alone among all
institutions must pass the test of performance. No
matter how inadequate the test of profitability, it is
a test nonetheless for all to see.
Support for an obsolete hospital in a community
is usually based on the argument that it will one day
be needed again. Advocates for even the poorest university contend that it is better than none. The community is easily moved by a sense of "moral duty"
to save either institution. The consumer, however, is
unsentimental. He is unmoved when he is told that
he has a duty to buy the product of a company because
it has been around a long time. The consumer always
asks: "And what will the product do for me tomorrow?" If the answer is "nothing" he will see its
manufacturer disappear without the slightest regret.
And so will the investor.
This is the strength of business as an institution.
And it is the best reason for keeping it under private
ownership. The argument that the capitalist should
not be allowed to make profits is a popular one. But
the real role of the capitalist is to be expendable. His
role is to take risks and, sometimes, to take losses as
a result. This is a role that the private investor, rather
than the public one, is much better equipped to discharge. Business is the one institution that, from the
beginning, has adapted to change, the one institution
that has proved its right to survival again and again.
This is what business is designed for, precisely because
it is designed to make and to manage change.

The Proper Role of Government
For many years people have expected miracles of
government because it was widely believed that government would produce a great many things for nothing. It could eliminate wicked private interests and
the dirty profit motive. It could solve many of our
problems by dividing the wealth as opposed to the
Continued on page 25
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PRICE -LEVEL CHANGES
AND COMPANY WEALTH
The Funds Approach To The Measurement Of Net Monetary Gain Or Loss

Approach
The general procedure to be described may be
viewed as a problem in estimating price- stabilized net
monetary fund flows during a specific time period.
Accountants have become experts at measuring and
reporting other fund flows when the fund is defined
as cash, net working capital, or net quick assets. As
we will illustrate, they also may develop a funds statement to report the flow of net monetary magnitudes
(during a specific time period) using the same concepts
and procedures which are appropriate for the development of the more classical funds statements. The
measurement of net monetary gains and losses involves, in essence, the measuring of price- stabilized
net flows to determine a computed net magnitude
at the end of the time period. Comparison of this
computed magnitude with the actual net monetary
position will yield the period gain or loss.

Example
The financial statements of the Durham Fabric
Shoppe, Exhibit 1, are used to illustrate the principal
ideas in this procedure. In addition to the financial
statements, the following information is required in
order to complete the analysis.
1. Depreciation expense for 1971 was $500 and is
included in cost of sales.
2. Assets disposed of during the year were depreciated to a net 20 percent salvage value. They
were sold on March 31, 1971, and all new assets
were acquired on June 30, 1971.
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In addition to the above information, the general
price -level index data is assumed to be as follows:
Date
12 -31-70
3 -31-71
6 -30-71
9-30-71
12 -31-71
Average
(1971)
*Conversion
factor

GNP
deflator
120.0
122.0
124.0
125.0
126.0

Conversion
factor*
1.050
1.033
1.016
1.008
1.000

123.0

1.024
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End of period index
Index of time of monetary flow

Average CF (1971)

126.0
123.0

—

During a period in which there is a change in the
general price level, a company may experience a change
in its wealth in the form of reduced or increased
purchasing power. In certain circumstances this impact
can be material, particularly for companies that hold
large net monetary positions during periods of significant changes in the general price level. The purpose
of this article is to describe a procedure for the measurement of general price -level gains and losses, which
is an amplification of material contained in ARS No.
6 and APB Statement No. 3.'

3. Bonds were redeemed on March 31, 1971, at their
book value at that time. They were six percent,
$5,000 face value bonds.
4. Preferred stock valued at $2,000 was redeemed
on June 30, 1971, in exchange for notes payable.
5. Cash dividends of $100 were declared on June
30 and December 31,1971.
6. The company maintains its investment in its
unconsolidated subsidiary account on an equity
basis. The subsidiary declares and pays cash dividends on September 30 of every year.
7. Prepaid expenses are entirely salesmen's supplies.
8. The company sold patents which cost $450 for
book value on September 30,1971.
9. Interest is paid on December 31 of each year.
10. Sales, purchases, and selling expense have been
realized or incurred evenly throughout the year.

—

By Russell J. Petersen

1.024

ME AS UR E ME NT O F N ET M O NE T ARY FL OW S

The Monetary Gain /Loss Computation Work paper, Exhibit 2,reflects the complete computational
procedure from which we will derive the Comparative
Funds Statement illustrated in Exhibit 3. Essentially,
there are two principal steps required to complete the
Reporting the Financial Effects of Price -Level Changes, ARS No. 6, AIOPA,
New York 1963.— Financial Statements Restated for Central Price -Level Changes.
APB Statement No. 3, AICPA, New York. 1969.
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workpaper. The first step involves the usual adjustments to the financial information to obtain estimates
of the gross monetary flows which have occurred during the accounting period. The procedure for this part
of the analysis is similar to that followed in the determination of fund flows when the funds are defined
as net working capital or net quick assets. A discussion
of the reclassification and elimination entries which
would be appropriate in the Durham Fabric Shoppe
situation is set forth below. Each step is keyed to
appropriate entries appearing in the reclassification
and elimination columns of the workpaper. Completion of this stage of the analysis is then achieved by
extension of the effect of each reclassification or elim-

Exhibit 1
FINANCIAL STATEMENTS
DURHAM FABRIC SHOPPE, INC.
STATEMENT OF FINANCIAL POSITION
12 -31 -70 and 12 -31 -71
Assets
12 -31 -70

$

2,400
1,700
5,200
200

$10,300

8,300
2,600

8,100
2,500
$

5,700

$

Net
Investment in unconsolidated
subsidiary
Patents
Total assets

$

$

Property, plant and equipment
Less: Accumulated depreciation

1,800
1,500
6,700
300

9.500

$

$

Current assets:
Cash
Accounts receivable
Inventory
Prepaid expense

12 -31 -71

5,350
1,200
$21,750

$

$

5,100
650
$21,650

Total equities

$

$
$
$

7,000
3.200
600
1,600

9,650

-02,000
$

4,750
$

$

Owners' equity:
Preferred stock
Common stock
Paid in surplus
Retained eamings

9 1850
-0-0-

4,600

4,750
-0$

$

Long -term liabilities:
Bonds payable
Notes payable

$

$

4,150
350
10_0
$

$

Equities
Current liabilities:
Accounts payable
Current income tax payable
Dividends payable

5,600

2,000

5,000
3,200
600
1,200

$12,400

$10,000

$21,750

$21,650

INCOME STATEMENT
12 mos. ended 12 -31-71
Sales
Cost of sales
Gross margin
Selling expense
Patent amortization
Operating income
Interest expense -bonds
Income tax expense
Gain on disposal of assets
Income from unconsolidated subsidiary
Net loss

18

$8,235
7,200
$1,035
1,450
100
$(515)
65
-0150
250
$(200)

ination entry to the "Unadjusted monetary flows"
column of the workpaper.
PRICE -LEVEL ADJUSTMENT
OF T HE M ONET ARY F LOWS
The reader should note that each of the items
appearing in the "Unadjusted monetary flows," debit
and credit, columns of the workpaper represent gross
monetary values during different price -level periods.
which existed at the time the flows occurred. Accordingly, they represent measurements made at different
monetary values during different price -level periods.
The adjustment process, therefore, involves the translation of these flows to a common dollar value, in
which case one must know the date that each such
flow occurred together with the general price -level
index which existed on that date.
For certain kinds of monetary flows, this information is not always available; therefore, accepted practice has been to use the average index values for flows
which are presumed to occur evenly during the period.
For example, the sales amount is assumed to occur
evenly throughout the period, and the general price level adjustment factor is the average index for the
period.
The last step in the analysis involves the general
price -level adjustment of the monetary flows. In this
example, the financial statements have been prepared
as of December 31, 1971; therefore, the price -level
adjustments will reflect the monetary flows at the
general price level which existed at that time. For
instance, the problem data tell us that the company
acquired new assets on June 30, 1971, when the general
price -level index' was 124.0. The appropriate conversion factor for this price level is 1.016 and is applied
to the monetary flow of $550 to arrive at an estimate
of the monetary flow measured in December 31, 1971,
of $559. This same procedure is applied to adjust all
of the flows. Note that the opening balance of net
monetary assets also must be adjusted to year -end
dollars. This amount is entered on the workpaper
under the column heading entitled "12 -31 -71 Computed net monetary assets."
MEASUREMENT OF NET
MONETARY GAIN OR LOSS

The numerical data which have been extended to
the "Adjusted monetary flows" columns represent
gross monetary flows measured at the general price
level which existed December 31, 1971. Adding the net
flow of ($3,161) to the price- stabilized opening balance of net monetary items yields an estimate of the
"Computed net monetary position" at December 31,
1971. In this example, the amount so determined is
($8,674) and can be thought of as a "best estimate" of
the net monetary position which should exist at the
year end if the wealth position of the company has
not been affected by movements in the general price
level during 1971. In this example, however, the net
monetary position at December 31, 1971, is ($8,350).
Therefore, it can be seen that the best estimate of
the net effect on the wealth of Durham Fabric Shoppe
The indexes used in this example are hypothetical. Under an actual analysis
of this kind the GNP deflator is probably the hest measure of movements in
the general price level and is suggested in APBS No, 1.
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Exhibit 2
MONET ARY G AIN / LOSS COMPUT AT ION W O RKPAPER

12 -31 -71
12 -31 -71
Unadjusted

C o n ve r s i o n

Adjusted

net m one tary

en t r i e s

m onetary flow s

fa c t o r s

m onet ary f low s

m
Z

as s ets

Dr

D

Net cha nge

12 -31 -71

12 -31 -70
Dr

Cr

Dr

Cr

Co m p ut ed

Re c l as s i fi c a ti on

r

D
Z
D
O
m

Dr

Cr

Cr

Dr

Dr

Cr

Cr

$

Di vi d en d s p aya b l e
Bo n d s p a ya b l e

$

9, 65 0
-0-0 -02, 00 0

-0 -

12 -31 -70

$

1.0 50

5, 2 5 0

$( 5 , 5 1 3 )

$ 8, 35 0

12 -31 -71
Ne t

$

c
co

v
w

4,1 50
350
100
4, 75 0

No t e s p a ya b l e

D

1,800
1,5 00

$ 3, 10 0

3,1 00

xxx

$ 3,1 61

In ve n t o r y
P r e p a i d e xp e n s e
P r o p e r t y, p l a n t 8 e q u i p m e n t
Ac c um ulated deprec iation

8, 30 0

100
200
100

2, 50 0

2,6 00

In ve st m e nt i n s u bs i d ia r y

5,3 50

5,1 00

Pa te nt s
Pr e f e r r ed s t o c k
Com m on stock
Pa i d i n s u r pl u s
Re ta i ne d e a rn i ng s - be g in n in g

1,2 00

650

(6 ) 1 , 5 0 0

$ 1,5 00

6,7 00
30 0
8,1 00

5.200
20 0

250
55 0

(2 )
(1 )

750
500

(3 )

250

(4 )

10 0

(5)

10 0

(2 )

60 0

$

1. 01 6

550

$

55 9

2, 00 0

1. 00 8
1. 01 6

Divid ends 6 -3 0-71

100

10 0

1.0 16

102

Dividends 12 -31 -71

100

10 0

1.0 00

10 0

8, 2 0 0

1.0 24
1.0 24

8, 39 7

1. 55 0

1.024

1,5 87

1.0 00
1. 03 3
1.0 08

85

4, 10 0

4, 10 0

8, 23 5

8,2 35

Sales
Co st of s a le s
De p r e c i a t i o n e xp e n s e
Se l li n g e xp e ns e
Pa t e n t a m or t i za t i o n

6,7 00

(6) 1,5 00

50 0
1,4 50

(5)

100
85

In t e r e s t e xp e n s e
Ga i n o n di s p o s a l of a s s e t s
In c o m e f r o m s u b s i d i a r y

(1)

50 0

(4)

10 0

(2 )
(3)

15 0
250

10 0

85
150
250

$2 9, 88 5

45 4
2, 03 2

40 0

1,600

$2 0 , 2 5 0

450

2,0 00

5, 00 0
3, 20 0
600

7,0 00
3,2 00
600
1, 60 0
$2 0, 25 0

$2 9, 88 5

300
500
$1 2 ,5 8 5

$1 2, 58 5

8, 43 3

310
50 4
$1 2 , 8 6 2

Com put ed net m o net ary po s it ion
LESS: Ac t ual net m onet ary pos i tion
NOTE S :

Net m onet ary gain

( 1 ) D e p r e c i a t i o n e xp e n s e d o e s n o t r e p r e s e n t a n a p p l i c a t i o n o f m o n e t a r y a s s e t s a n d t h e r e f o r e i s e l i m i n a t e d .
( 2 ) Th e r e m a i n i n g n e t c r e d i t c h a n g e i n t h e a c c u m u l a t e d d e p r e c i a t i o n a c c o u n t r e f l e c t s t h e a m o u n t o f d e p r e c i a t i o n p r e v i o u s l y t a k e n o n a s s e t s d i s p o s e d o f d u r i n g t h e y e a r . A c c o r d i n g l y ,
one c a n dete rm ine the c os t o f as s e t dis p os als as fo llow s

.8X = 60 0, X = $75 0. Th i s e n t r y , t h e r e f o r e , s i m p l y e l i m i n a t e s t h e n o n m o n e t a r y e f f e c t o f t h e s e d i s p o s a l s a n d m e a s u r e s

the inflo w to the m onetary as s et gr oup of $ 300 w hic h oc c urre d as a re s ult of this tran s ac tion.
( 3 ) W h e n a c o m p an y m ai n t a i ns i t s i n ve st m e n t i n a n u n c o ns o l i d at e d s u b s i d ia r y on a n eq u i t y b a s i s , t h e e n t r y m a d e b y t h e a c c o u n t a n t t o r e c o r d t h e c o m p a n y ' s s h a r e o f t h e u n c o n s o l i d a t e d
su b s i d i a r i e s ' n e t i n c o m e i s a n o n m o n e t a r y t r a ns a c t i o n . A c c o r d i n g l y , t h e e f f e c t o f t h i s t r a ns a c t i o n i s e l i m i n a t e d .
( 4 ) Pa t e n t a m o r t iza t i o n i s a n o n m o n e t a r y t r a n s a c t i o n . Th e r e f o r e , it s e f f e c t i s e l i m i n a t e d .
( 5 ) P r e p a i d e xp e n s e s , u n d e r t h i s c i r c u m s t a n c e , r e p r e s e n t p r e p a y m e n t s o f i t e m s w h i c h w i l l u l t i m a t e l y be c l a s s if i e d a s s e l l i n g e xp e n s e . Th e r e f o r e , i n o r d e r t o e s t i m a t e t h e n e t m o n e t a r y
f l o w , t h e n e t c h a n g e i n t h e p r e p a i d a s s e t a c c o u n t i s a d d e d t o t h e s e l l i n g e xp e n s e a c c o u n t .
( 6 ) Tr a n s f e r o f t h e n e t c h a n g e i n t h e i n ve n t o r y a c c o u n t w i l l r e s t a t e c o s t o f s a l e s t o a n a m o u n t r e f l e c t i n g p u r c h a s e s d u r i n g t h e p e r i o d . S i n c e p u r c h a s e s a r e a c h i e ve d b y e i t h e r i n c u r r i n g
lI
m o n e t a r y d e b t o r g i vi n g s o m e m o n e t a r y a s s e t , th e y r e p r e s e n t a p p l i c a t i o n s o f t h e n e t m o n e t a r y f u n d .
tD

(3,161)

Nonm onetary item s

$

m
m

2,4 00
1,7 00

$

Z
O

Ca sh
A c c o u n t s r e c e i va b l e
A c c o u n t s p a ya b l e
C u r r e n t i n c o m e t a x p a ya b l e

$

O
C
2

$

n

n

Mon et ar y a ss et s/ li ab ili ti es

$1 2 ,8 6 2

$ (8,674)
(8,350)
$

324

Exhibit 3
COMPARATIVE FUNDS STATEMENT
Unadjusted
$(5,250)

Net monetary positions January 1, 1971
Net monetary flows from operations:
Sales

8,235

$8,433

$, 8,200
1,550
85

$8,397
1,587
85

$

Less:
Inventory purchases
Selling expenditures
Interest expenditures

Adjusted
$(5,513)

Applications of monetary amounts:
To retire preferred stock
Investment in plant
Dividend accruals
Net monetary position— December 31, 1971

of movements in the general price level during 1971
is a gain of $324.
COM PARAT I VE FUND S ST AT E ME NT

The Comparative Funds Statement, Exhibit 3, reflects the data generated on the Monetary Gain /Loss
Computation Workpaper. The reader should note that
the statement reports the flow of monetary amounts
measured on an unadjusted (mixed dollar) basis and
at the price level which existed at the end of 1971.
Certain characteristics of the general price -level adjustment procedure are probably best reflected
through a review of the data presented in these statements. The reader should take particular note of the
following interesting points which are illustrated on
these statements:
1. The opening net monetary position measured on
the two bases is different because the adjusted data
are stated in dollar values which existed at the end
of the year while the unadjusted amount reflects
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$

300
500
450
NA

(1,636)

1,250

310
504
454
324

(2,750)

$2,032
559
202

$

Other monetary sources:
From asset disposals
Distributions from subsidiary
Sale of patents
Monetary gain

$

(1,600)

2,000
550
200

$(8,350)

1,592

(2,793)
$1.350L

the same net monetary position measured in
December 31, 1970, dollar values.
2. The adjusted -funds statement reflects a monetary
source which is labeled "monetary gain." This
amount is the monetary gain measured on the
Monetary Gain /Loss Computation Workpaper
and reflects the company's net increase in purchasing power which it experienced during 1971 as a
result of changes in the general price level.

Conclusion
The procedure outlined in this paper is an amplification of procedures explained by others in ARS No.
6 and APBS No. 3. However, the advantage of the
approach developed in this article is that it recasts
the measurement of general price -level gain or loss
in a form which is a direct extension of the usual
funds -flow measurement procedure. Therefore, accounting practitioners will find that the mastery of
this procedure involves only a simple application of
techniques previously learned.
❑
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CONTROL AND
MANAGEMENT
OF INDIRECT EXPENSES
The Control And Management Of Indirect Expenses Is One Of
The Most Important Contributions The Management Accountant
Makes Toward The Profit Objective Of His Company

By Harold E. Sharp
It is common today for buyers representing both govemmental agencies and private companies to obtain
detailed cost estimates from the seller for the purpose
of establishing a price for his various products and
services. Because the subject of overhead is generally
too complex to be readily understood by most buyers,
they base their purchase decisions on the size of the
overhead rate. It is, therefore, important for the seller
to find answers to the following questions: "Is a low
rate better than a high rate ?" "Does a more efficient
company have low overhead rates?' "Do lower overhead rates mean lower total costs ?" The answers are
not easily determined. In order to please the customer,
and to remain competitive, many companies have
deviated from the academic approach of classifying
direct and indirect costs. The trend has been to reclassify many indirect costs as direct, under the assumption
that whenever a cost can be charged direct it is more
reasonable to do so. Some companies also attempt
to reduce their overhead expense rate through accounting reclassifications. An example of this is demonstrated below:
Companies A and B have the same facilities, basic
expenses, and produce the same products. Company
A is 10 percent more efficient than Company B in
the areas of direct and indirect labor. However, Company B has reclassified 20 percent of its indirect labor
as direct. A comparison of costs and rates before and
after the accounting change is illustrated by Exhibit
1. The example shows that before the accounting
change, Company B was the high cost producer, but
had a lower overhead rate. After the accounting
change, Company B's total costs did not change, but
the overhead rate dropped considerably.

Indirect Expense Rates
The development of indirect expense rates as a part
of the company's estimating and accounting procedures permits it to: (1) estimate its rates so that it
MANAGEMENT ACCOUNTING/ FEBRUARY 1973

can bid on new work and plan internal operations;
(2) record and allocate expenses to the various work
orders as actual costs are incurred; and (3) at the end
of each fiscal year (shorter periods may be used), close
its books and make final adjustments to accurately
reflect the period's costs. These three processes result
in the following types of rates:
BIDDING RAT ES

Bidding rates are used for estimating the price for
work to be performed in the future. They are estimates
usually based on historical costs modified by estimates
(statistical and /or direct) to reflect anticipated future
conditions.
BILLING RAT ES

Billing rates are interim overhead rates used to
allocate overhead expenses to the various work orders
or other cost objectives during the company's fiscal
year. Actual overhead rates may fluctuate widely
throughout the year because of seasonal fluctuations
of expenses and workload changes. Overriding these
conditions is the fact that at the close of the fiscal
year overhead charges to all work performed during
the year will be adjusted to reflect the final overhead
rate. The billing rate thus represents the company's
best estimate of what the final rate will be for the
fiscal year.
The cycles which billing rates normally follow are:
(1) At the beginning of the company's fiscal year the
bidding and billing rates will probably be the same;
and (2) Periodically, based on experience and other
current data (as it becomes known), the rates for
distributing indirect costs will be revised to be as
realistic as possible. Each time the billing rate is revised, all overhead costs allocated to the specific cost
objectives during the current fiscal year are adjusted
to equal the revised rate.

H. E. SHARP
is Corporate
Administrative
Contracting Officer at
the Lockheed Aircraft
Corp., Burbank, Calif.
He holds a B.A.
degree in Accounting
from California State
College at Los
Angeles, and has been
an Instructor at the
U.C.L.A. Government
Contracts Program.
This article was
submitted through the
Southwest Los
Angeles Chapter.

FINAL OVER HEAD RAT ES

Final overhead rates are the rates established at the
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". . .

some
companies
establish a
number of
indirect
expense
POWs."

close of the company's fiscal year after all expenses
are in and accruals, as appropriate, are made. These
are the final rates which will be used to allocate indirect expenses to all work orders or other cost objectives
which incur costs of the type included in the base
used to allocate indirect costs. The following example
illustrates the effect of adjustment from interim rates
used for allocating costs during the fiscal year to reflect
the allocation of the final rates for the fiscal year.
In this case, direct labor cost is used to allocate manufacturing overhead.
Rate
Direct labor (base)
Applied overhead
Actual overhead
Adjustment (increase) to
work orders

118%
121%

Amount
$5,000,000
5,900,000
6,050,000

3%

150,000

The $5,900,000 of applied overhead is the amount
applied to work orders by use of interim billing rates
of 118 percent. The overhead expense actually experienced during the company's fiscal year was $6,050,000,
or 121 percent. The three percent difference, $150,000,
represents the additional cost to be applied to the
specific cost objectives.

Indirect Expense Pools
For purposes of controlling and estimating, overhead expenses are generally classified as fixed, semi variable, and variable expenses in relation to some
base. Some of the more typical categories to be found
in a manufacturing plant follow:
FIXED

Rent
Taxes
Insurance (property)
Utilities
Communication

Vacation & sick leave
Payroll tax
Accounting
Maintenance
VARIABLE

Indirect labor
Training
Supplies
Recruitment expense
Fixed expenses usually do not vary much unless
management decides, for example, to increase or decrease facilities and other capital equipment. Semi variable expenses usually relate to payroll oriented
expenses that have fixed limits, and do not vary proportionately to the payroll. Variable expenses usually
vary directly with the base to which they are applied,
such as payroll cost, or labor hours. In many cases,
management decisions can vary the amounts to be
expended without a direct relationship to the base.
Indirect expense is thus allocated to the various cost
objectives by the application of a rate which is developed by relating total indirect expenses for the year
to a base. To account for these costs, some companies
establish a number of indirect expense pools.
The number of expense pools established by the
accounting system determines the number of different
rates the company must manage and use in estimating
the prices of its products. From a management aspect,
the smaller the size of each pool the better visibility
management has in controlling indirect expenses.
Some companies use a large number of small pools,
usually at the departmental or burden center level,
and therefore have many different overhead rates. The
following list is an example of an organization with
many pools:
ENGI NEE RIN G E XPE NSE PO OLS

Advanced technologies
Systems engineering
Design engineering
Material engineering
Analytical support
Laboratories
Test operations
Engineering shops
Logistics
Training

SEMI - VARIABLE

Pensions
Employee insurance

Exhibit 1
COMPARISON OF OVERHEAD RATE
BEFORE AND AFTER ACCOUNTING CHANGE

110%
115%
117%
116%
120%
150%
175%
165%
105%
112%

T EST SIT ES EXPENSE POOLS
Company A

Company B
After
$1,200

900
1,000

$1,000
1,000

800
1,000

Total overhead

$1,900

$2,000

$1,800

Total cost

$2,800

$3,000

$3,000

Overhead rate

211%

200%

150%

Eastern test range
Western test range
Happy island
Go -Go mountain
Boondock haven
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100%
115%
90%
95%
105%

MAN UFACT URI NG EXP EN SE POO LS

Development machine shop
Development sheet metal
Development assembly
Processing
plating
Heat treating
Production machine shop
Production sheet metal
&

Overhead
Indirect labor
Other expenses

$

Direct labor

$

$900

Before
$1,000

210%
195%
180%
250%
220%
160%
155%
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Aircraft
The disadvantage of having many small overhead
pools and rates is that fluctuations in the allocation
base (i.e., direct labor dollars) causes the rates to vary
significantly. This in turn makes forecasting realistic
rates a difficult task. When business is slack for a
certain department, its rates are high, and it is more
difficult to estimate prices for new business. Also, the
accounting for historical costs, and cost distributions,
are more complex and time consuming. In order to
avoid these difficulties, many companies prefer to use
a small number of large pools, such as the following:

Engineering
Labor
Overhead
A
G
Total

SERVICE AND OPE RAT IONAL POOLS

Material
Material burden
G
A
Total

Types of Indirect Rates
Factors that influence the structure of indirect rates
are (1) the nature of the business (e.g., aircraft versus
spacecraft) and, (2) the overhead expense base (e.g.,
direct labor dollars versus direct labor hours).
NAT URE OF BUSINESS

$

$

&

$

&

(

$

3.00 /hr.
4.80 (160 %)
1.20 40 %)
9.00 /hr.

$10.00 ea.
2.00 (20 %)
1.20 (10 %)

—

$10.00 ea.

3.00 /hr.
3.90 (130 %)
.69 10 %)
7.59/hr.

—

$10.00 ea.

$13.20 ea.

The aircraft company allocates all indirect expenses
on the basis of direct labor dollars. General and administrative expenses are allocated on the basis of total
direct labor dollars ($16,000 + $40,000 — 40 %). This
is designed to avoid charging indirect costs to direct
material costs. Spare parts constitute a sizeable portion
of an aircraft company's sales and are composed primarily of purchased parts. Therefore, by not allocating
indirect expense to material costs, the company can
keep its spare parts costs low and competitive. Sales
of complete aircraft are based on total sales price, and
advanced design features, therefore, rates do not significantly influence the company's competitive position. Also, when there is a mix of commercial and
military aircraft, an allocation of general and administrative expense on the basis of total costs cause disproportionate burdening of commercial work. This is
because engines are usually furnished by the Government and not included in the cost base.
The spacecraft company allocates part of its indirect
Exhibit 2
COMPARISON OF COSTS AND RATES:
AIRCRAFT COMPANY VS. SPACECRAFT COMPANY

Spacecraft

10,000

$5.00 /hr.

Ma n u fa c t ur i n g d i r ec t la b o r

12,000
30,000

12 0%
$3.00 /hr.

Ma n u f a c t u r i n g o ve r h e a d

48,000

16 0%

En gi ne e ri ng di re c t la bo r
En g i n ee r i n g o ve rh e a d

Mate rial

s u b c on t r a c t i n g

$

Ra te

60,000

Ma t er i al bu r de n
Gen er al

adm ini s tr ati ve

Tot al c o s t

16.000
$176,000

40 %

$

Air c ra ft
Cos t

&

When large pools are used, the effect of fluctuations
in the base at the lower departmental levels do not
cause significant variations in the rates. Management
of expenses in this case is done by accumulating expenses at a lower tier department or burden center
level, combining these expenses into one larger burden
center. This method is simpler, because the rates are
fewer and are more stable.
Because many expenses are not easily identifiable
to an operational pool for which rates are established
(i.e., engineering, manufacturing), it is expedient to
first charge the costs to service pools and periodically
allocate the service pools to the operational pools.
Types of service pools would be: (1) facilities and plant
maintenance, which include many occupancy type
expenses, and (2) plant services which includes office
supplies, reproduction, transportation, etc.
Another method of handling these expenses is to
charge them to special accounts within each of the
operational pools and then to periodically make allocations among the operational pools. For example,
heat, light, and power could be charged to manufacturing and then allocated to engineering and other
pools. It is also a common practice to use a combination of both methods. In any event, the results will
be substantially the same, with the reason for the use
of different methods being primarily one of preference.

Manufacturing
Labor
Overhead
A
G
Total

&

120%
103%
162%
12%

5.00 /hr.
5.00 /hr.
6.00 (120 %)
4.50 (90 %)
2.00 (40 %)
.95 (10 %)
$13.00 /hr.
$10.45 /hr.

&

&

Engineering Overhead
Test Sites
Manufacturing Overhead
Administrative
General

Spacecraft

(

10%
2%

"Another
method of
handling these
expenses is to
charge them
to special
accounts ..."

cerning the formation of the company's rate structure.
The various methods of structuring rates do not change
total plant costs, but they do influence the cost distribution. Exhibit 2 shows a comparison of costs and
rates between an aircraft and spacecraft company.
A comparison of the cost of a unit of labor and
material between the two companies is demonstrated
a s follows:

$

G & A EXPENSE POOLS
Contract & administration
Research & development

140%
130%
120%
170%
115%

$

Production subassembly
Production final assembly
Tool design
Tool fabrication
Planning

Cost
10,000
9,000
30,000
39,000
60,000

Rate
$5.00 /hr.
90%
$3.00 /hr.
130%

12, 000

20%

16,000

10%

$176,000

The marketing tendencies of a company tend to
influence management and accounting decisions conMANAGEMENT ACCOUNTING /FEBRUARY 1973
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"Indirect labor,
payroll
expenses, and
fringe benefits
usually relate
to direct labor
dollars."

expense to material and subcontract direct costs. General and administrative expenses are allocated on the
basis of total costs (direct labor, overhead, material /subcontracting and material burden) which produces a lower rate ($16,000 + $160,000 — 10%). The
principle sales of the company are in the form of its
engineering capabilities; therefore, the cost of an engineering hour must be competitive. Although the company does get involved in hardware production, spares
sales are low, and the company is usually 'locked in"
on its products because of its engineering capabilities.
OVERHEAD EXPENSE BASE
Overhead expenses are commonly distributed as a
percentage of direct labor dollars; however, some firms
use a percentage rate based on direct labor hours. This
is shown by the following examples:

G &A
G &A
G &A

Base
Rate
Direct labor
dollars
120%
Direct labor
hours
$6.00 /hr
Direct material
sub - contract
dollars
12%
Total costs
10%
Direct labor
dollars
50%
Direct labor
hours
$1.10 /hr
&

Expense
Engineering
overhead
Engineering
overhead
Material handling
expense

The percentage methods have the following advantages and disadvantages:
Advantages
1. Fluctuations in expense dollars do not "appear"
to affect the rate significantly, for example:

Overhead expense
Direct labor dollars
Direct labor hours
Rate — percent
Rate — dollars per hour

Before
After
change
change
$1,200,000 $1,240,000
1,000,000 1,000,000
200,000
200,000
120%
124%
$6.00 /hr.
$6.20 /hr

A four percent increase appears less significant than
a 20 cent per hour increase.
Since direct labor dollar escalation trends are significantly higher than for overhead trends, the
effect of adverse fluctuations in either the direct
labor or overhead expense will tend to be offset
by the difference in escalation trends.
Percentages are easier to compare between departments or companies than are the rates per hour.
Disadvantages
1. If most of the overhead expense items are not
directly related to direct labor dollars, but rather
to direct labor hours, headcount, floorspace, or
some other identifiable relationship, then the use
of percentages for management purposes is misleading.
2. Since direct labor rates normally escalate at a
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higher rate than other costs, judging fluctuations
of other expenses in relation to direct labor dollars
will result in distortions.

Forecasting Indirect Expense Rates
Forecasted rates are used for bidding and cost management purposes. However, there are two significant
problems in forecasting: (1) determining the future
sales in terms of units to be used for establishing the
base for each indirect expense pool (i.e., direct labor
dollars, cost of sales, etc.), and (2) the cost of future
expenses (i.e., labor, material, taxes, etc.). Commonly,
seat -of- the -pants forecasting is done by starting with
the current rates and adjusting them for known
changes, such as tax increases, union agreements, etc.,
and ignoring the sales base and the other effects of
future costs. Today, most major concerns attempt to
be more exacting in their estimates.
Forecasting the base of each indirect expense pool
requires a determination of future sales, based on firm,
as well as anticipated business. The value of future
sales can be developed on a bottom -up or top -down
basis. Bottom -up estimates are used when hardware
quantities for current products are estimated (i.e.,
number of airplanes, missiles, etc.). Then manhours
and materials can be estimated using statistical means
such as learning curves and other historical costs and
providing for anticipated escalation trends. Bottom -up
estimating, although more exacting, is time consuming
and the least preferred methods by most people. Top down estimates usually consider cost escalation in a
gross manner. The base for each overhead pool (i.e.,
engineering direct labor, etc.). is usually determined
on a statistical basis.
Forecasting expenses applicable to each overhead
pool is relatively easy once a base is established. Expenses are usually estimated statistically by relating
them to some base such as labor dollars, labor hours,
square feet, etc. Regression analysis or correlation
techniques may be used to determine these relationships at various sales levels. For example, indirect labor
dollars can be correlated to direct labor dollars adjusted for differences caused by inflation. In turn,
indirect labor dollars can be determined for the forecasted direct labor dollars. Adjustments must be made
for escalation (inflation) of future costs, union negotiations, changes in law, and other known or anticipated
changes. The use of new facilities can cause an increase
in occupancy costs per man, or square foot. Some
analysts tend to estimate all expenses as a percentage
of the base they are using. Although this relationship
must be made in analyzing the composition of the
total overhead rate, it is not a logical relationship for
estimating expenses. Indirect labor, payroll expenses,
and fringe benefits usually relate to direct labor dollars. Supplies and services may relate to manhours or
headcount. Occupancy costs may relate to area or
headcount. Another essential factor to consider is the
operating ratios of expenses that management may
establish as goals, for controlling indirect expense.

Conclusion
The control and management of indirect expenses
is one of the most important contributions the management accountant makes toward the profit objective
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of his company. There are many methods which can
be used to accomplish this. In the final analysis, the
rate structure selected, the methods used for allocating
costs to profit objectives, and the methods used for
preparing forecasts of indirect expenses, should be
those methods which give the most reasonable results
in the circumstances. To attain the most reasonable

results, due consideration must be given to (1) the
size of the company, (2) the type and complexity of
the product being manufactured, (3) the competitive
atmosphere in which the company operates, (4) the
availability of resources and comparative costs of administering the system, and (S) the degree of control
and management information necessary.

"... one of
the most
important
contributions . .

THE BUSINESSMAN'S ROLE
Continued from page 16
business concept of multiplying it. Historically, we
have had an inclination to create administrative and
even regulatory agencies which carried within themselves the seeds of inertia and perpetuity. No sooner
are they called into being than they become ends in
themselves, acquire a vested right to grants from the
treasury, and achieve immunity to political direction.
What often occurs is that they end up defying public
will and public policy rather than implementing it.
The proper role of government is that of the central
institution in the society of organizations. Business
cannot replace it as such, nor should it. We need an
organ that expresses the common will and the common
vision; yet one that enables each organization to make
its own best contribution to society while continuing
to express common beliefs and common values.
Idealistically, the role of government has been
likened to that of a symphony conductor. The conductor himself does not play an instrument nor does he
have to know how. His job is to know the capacity
of each instrument and to evoke optimal performance
from each. His job is to lead.
This is the lesson that business has learned —the
distinction between governing and doing. In business
today, this separation is achieved through decentralization. Yet, the term is misleading. It implies a
weakening of the central organ, the top management
of a business. Actually, decentralization often
strengthens top management by freeing it to manage.
We have heard much criticism of our system. And,
while much of it has been warranted and has served
a useful function, a good bit of it is based on an idyllic
view of a perfect past and a myopic view of an imperfect present. Many of our problems are not problems
of failure but of inaction. It is only now— because we
take for granted that the economy can provide for
all our physical needs —that we are becoming conscious
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of our shortcomings in respect to the quality of life.
This consciousness, I might add, may be the most
important factor in rectifying our shortcomings.

The Role of the Businessman
To do his part, the businessman must assume at
least four important roles in the area of public policy.
1. A role of leadership —He must display the courage
of his convictions. If his firm has developed safety
glass or a safe car, he must —when necessary —take
the lead in upgrading minimum standards.
2. A role of positive action —He must take the lead.
No longer will complaints about government restrictions or general public apathy suffice. Not only
must the businessman strive for closer cooperation
with government and other institutions in society,
but he must compete and voluntarily take on those
tasks he is better equipped to perform.
3. A role of concern —He must devote himself to
providing opportunity, not aid or charity, to those
groups in society bypassed to date. He must give
weight to social as well as commerical factors in
making his plans and decisions.
4. A role of education —He must proselytize outside
of the board rooms and comfortable associations
of manufacturers. For only by increasing the man in- the - street's insight into the role of free markets
as the basis of economic order will the businessman
gain the understanding and cooperation he needs
to succeed in accomplishing these larger tasks.

Conclusion
Above all, in contributing to public policy, may we
hope that business will display the confidence and
aggressiveness that once was the hallmark of most
American institutions —the belief that anything can be
done and that the way to correct a wrong is not to
apologize but to take action.
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Whenever the Accounting Principles Board of the
AICPA issues an opinion calling for changes in corporate financial statements, management prepares for
a confrontation with the independent CPA. Management knows he will insist on changes in the published
financial statements to make them conform with the
new opinion. This concern over financial statement
changes is understandable, particularly if the changes
would have an unfavorable effect on the financial
statements. Despite this urge to resist change in financial statements, management should consider why
change is necessary and why the CPA must insist on
it.
Accounting principles evolve to cope with changes
in the ways business is conducted. This evolution
appears clearly in the development of such techniques
as single proprietorship accounting, partnership accounting, joint venture accounting, corporate accounting, fiduciary accounting, and cost accounting. Yet it
would be naively simplistic to ascribe all changes in
accounting principles to business evolution. The CPA,
primarily through professional associations, has effected deliberate changes in accounting principles.
This area of change is the chief concern of this article.
Further, only those factors which might help management better undtsrstand the reasons for deliberate
change are of concern here. Some of the principal
factors that management could well ponder include
these traits of CPAs:
1. Professional outlook
2. Code of ethics
3. Professional liability

Professional Outlook
In the practice of professions, deliberate change
born of research and study guards against decadence.
As experience with established principles accumulates,
changes are found to be needed in the applications
of principles and in the principles themselves; new
principles emerge generating additional waves of
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change. In its interest in developing and refining principles, accounting conforms with the experience of
other professions.
Management has much to lose by successfully opposing statement changes borne on the tides created
by the evolution of accounting principles. The usefulness of the CPA's opinion to management rests almost
entirely upon the confidence of the public in the
public accounting profession. Without the public's
confidence, the CPA's opinion of management's financial statements would become meaningless to third
parties, and the statements would suffer substantial
loss of credibility. To maintain the public's confidence
in his opinion and thereby maintain the value of his
opinion to management, the CPA must insist that the
tides created by the evolution of accounting principles
be allowed to run their course in the financial statements. Management should be assured that the evolution reflects changes in business practices or genuinely
better understanding of business practices. The CPA's
concern for deliberate change from study and research
is no phony exercise or indulgence in professional
snobbery; changes are needed and expected of the
profession.

Code of Ethics
CPAs are guided in their practice by a code of
professional ethics, a voluntary assumption of self -discipline advising the public that the profession will
protect (or attempt to protect) the public interest.
However, the code of ethics applicable to CPAs has
a unique characteristic; it requires him in his historically primary service, the attest function, to place the
public interest above the interest of his client. In
attesting financial statements, the CPA is responsible
primarily to third parties who may read his report.
Thus, his professional ethics take on more than usual
importance.
In view of the importance of the code of professional
ethics to the CPA, management should consider that
in discharging his responsibility to third parties, he
must evaluate the fairness of management's financial
statements in the light of generally accepted accounting principles. In connection with this rule, management should remember that whenever the APB speaks,
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"generally accepted accounting principles" are automatically generated. Thus, as a matter of professional
ethics, the CPA must keep abreast of APB opinions.
If management's statements are based on accounting
principles that conflict with a new APB opinion, he
may have to insist on changes in order to render an
unqualified opinion or a report free of distracting
disclosures.

Professional Liability
While financial statements are basically the representations of management, the CPA has a professional
liability for the information contained in the financial
statements on which he reports. His primary responsibility (hence liability) for the statements is to third
Parties, not to management. To understand this position, management would benefit from a thorough
review of the development and nature of the CPA's
liability.
CHANGES IN JUDICIAL MOOD
While the body of law dealing specifically with
"accountants" has been slow in developing, parallels
may be drawn to the legal rules covering other professions and suppliers of services. The late 1950's and
1960's have seen a drastic shift in legal thinking insofar
as the liability of suppliers of goods or services is
concerned. The old rule of caveat em¢tor (let the
buyer beware) has been repudiated, both legislatively
(e.g., the Uniform Commercial Code) and judicially.
The trend is distinctly in favor of extension of legal
protection to the consumer, the customer, the client.
Another drastic shift in the "rules of the game"
worth noting at this point concerns "privity." Briefly
put, "privity" means "relationship" (based on a contract between plaintiff and defendant). It was used
by manufacturers to deny warranty liability on their
products where the product had passed through the
hands of at least one independent middleman. But
the concept of "privity" as a prerequisite to recovery
against a manufacturer of defective goods has met all
but unanimous judicial repudiation.
Thus far, however, .relevant reported court cases
indicate that privity of contract remains a key variable
in the professional liability of the CPA. Whereas he
is liable for fraud both to his client and to third parties
on much the same basis, his liability for negligence
and /or breach of contract will differ, depending on
who is suing and on the nature of the action brought.
It is difficult for a third party to mount a successful
breach of contract action against a CPA unless the
plaintiff can show a clearly intended "third party
beneficiary" situation, i.e., unless the CPA's reports
were clearly intended for the plaintiff's benefit. Even
if such a plea is successful, its inherent limitation from
the plaintiff's point of view is that recovery usually
would be limited to the amount paid for the (defective) services rendered; the third party also would have
to prove he suffered "special damages" which were
within the contemplation of the parties to the contract
when they made it. All in all, this would be a difficult
case to prove.
Presently, a majority of jurisdictions continue to
distinguish between the CPA's liability for negligence
to his client and his liability for negligence causing
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harm to third parties. While he is clearly liable to
his client for the consequences of his negligence,
.. as to third parties —even those who the
accountant knew or should have known were
relying on his audit — liability can be founded
only upon fraudulent conduct, and proof of
mere negligence will not suffice. "'
In the case just cited, the court noted a "developing
trend" of cases holding accountants liable to third
parties 2 but indicated that the plaintiff had not proved
that Colorado courts were ready to accept this new
theory of liability. Nevertheless, the beginnings of a
trend are surely there. In the light of developments
in other areas of the law, it seems only a matter of
'time until the CPA's liability for "mere" negligence
is extended to third parties, just as the liability of
manufacturers has been.
SIGNIFICANCE OF THE CHANGES
What meaning has all of this to the CPA? It means
that he will be held more closely by the law to strict
standards of quality performance. In cases of gross
error or blatantly sloppy work, punitive damages are
possible. Some different types of legal liability to
which CPAs have been subjected are:
1. Liability to employer or person in privity for damages which result from his failure to employ the
degree of knowledge, skill, and judgment usually
possessed by members of that profession.
2. Liability for false or inaccurate reflection of financial conditions presented by certified statements.
3. Liability for failure to discover defalcations or
fraud because of lack of compliance with proper
accounting procedure.
4. Liability for loss or damage due to erroneous advice
or lack of due care of property.
5. Liability to third parties for false financial statements where the CPA has reason to believe that
statements are incorrect and that said statement
will be relied upon.'
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Perhaps the key question from the individual CPA's
point of view is: "How careful do I have to be to
avoid legal liability ?" Phrased another way, his problem is to gain advance knowledge of the standard by
which he will be judged and then to hold to that
standard. In this regard, the existence of the APB's
standards may be considered as boon or bane, depending on one's point of view.
APB PRONOUNCEMENTS
In the pronouncements of the APB, the accounting
profession has some generally accepted and generally
known national standards of practice. The medical
profession, for example, does not have any such national standards, and medical opinions of "good practice" vary even more widely than those of accountants.
The CPA, therefore, has a more reliable gauge for
his day -to -day practice than does the medical doctor.
With some national standards as a guide, the CPA
'Stephens Industries, Inc, v. Haskins and Sells, 438 F.2d 157 (19711.
[bid., p. 360.
' American Jurisprudence, Second Edition, Vol. 1. The Lawyers Cooperative
Publishing Co.. New York, 1962, p. 365.
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"In addition to
potential legal
liability, there
is also pressure
from private
and
government
regulatory
agencies."

has less chance than a medical doctor of being subjected to liability simply because of "luck of the draw,"
i.e., due to the professional opinions of the experts
who testify in his case.
On the other hand, the APB pronouncements may
present a legal hazard for the individual CPA who
does not abide by them. If observing APB opinions
constitutes sound evidence of good practice, departing
from them might in itself constitute a prima facie
case of bad practice. No CPA would lightly assume
the heavy burden of justifying the use of accounting
principles that conflict with those supported by the
APB. Hence, his insistence to management that their
financial statements conform to the pronouncements
of the APB stems to a large extent from the pressure
of potential legal liability.
THE AUDITING ASPECT
In addition to potential legal liability, there is also
pressure from private and government regulatory
agencies. Public accounting firms have been accused
of failing to protect the "third party" public from
distortion, misrepresentation, and fraud in the financial statements of their clients. In defense, independent auditors claim that their primary responsibilities
are to assure that the statements are presented in
accordance with "generally accepted accounting principles" and that the amounts presented are reasonable.
The auditing firms do not guarantee that the client

LETTERS to the editor
Continued from page 8
Software for various applications are not consumable
items, and should not be treated as office supplies.
Once developed, they remain static and are used to
perform specific functions on a repetitive basis. However, it is recognized that some changes to existing
software may be necessary because of changing for
management information requirements or systems
design. In such cases, the normal accounting treatment
for asset improvements, maintenance and disposals
should be applied.
The data processing facilities of an organization
form a service type organization that provides the
required services for the various operating entities of
the organization. Therefore, looking at software costs
from a management viewpoint, it would seem that
management would be interested in knowing what part
of the total cost of operating the data processing
facility is attributable to software. In addition, management should be interested in the most equitable
method of distributing the cost to "customer- users"
of the services. Should they be treated as part of the
general overhead that is distributed to all "customer- users" of data processing services, or should they
be charged to the specific "customer- user" for whom
the software application was developed?
Let me cite an example where software costing
about $200,000 was developed to perform a specific
application for a "customer- user" as part of the overall
accounting and management information system. The
total cost was charged to the "customer- user" in one
period although the application developed will be used
28

has accounted accurately for every penny earned and
spent. Even if an audit of such scope as to justify
such a guarantee were possible, the cost of such an
audit would not be economically feasible to the client.
Thus, a CPA must rely instead on sample tests of
the data on which the client's statements and schedules
are based. When his examination, based on such sample procedures, does indicate a need for change in
the financial statements, he would be foolhardy not
to insist on such changes as the condition for an
unqualified opinion.

Conclusion
This article has emphasized three reasons why the
CPA from time to time must insist on changes in
financial statements. First, he is a professional practitioner and as such seeks to improve his service by
deliberate changes in theory and practice born of
research and study. Second is the need for him to
respect the profession's ethics; the majority of CPAs
are bound ethically in their attest function to treat
the interests of statement readers as paramount. Finally, the need for him to consider his professional
liability was discussed. The APB pronouncements were
found to be a potential legal shield when statements
conform with APB pronouncements but a strong potential legal hazard when they do not. Hence, he is
motivated strongly to insist that the statements on
which he reports conform with APB opinions.
M

on a repetitive basis. This method, in lieu of capitalizing the cost and depreciating over an estimated life,
will have the effect of distorting the data processing
services charged in future periods. This same situation
would be true for all other software costs whether
purchased or developed in -house and charged to the
"customer- users" in the same manner. On the other
hand, if such costs were charged to general overhead
and distributed to all "customer- users," they may or
may not be charged with the cost that is directly
attributable to them.
From an accounting standpoint, it appears that the
most appropriate method of accounting for software
costs would be to capitalize such costs and depreciate
them over their useful life. If developed for a specific
j "customei- user" include, as part of the services
charged, an increment for the depreciation. If the
application developed is not for a specific "customer- user," the depreciation attributable to them
would be charged to overhead and distributed to all
users of data processing services.
As previously stated, a tax advantage would accrue
from treating software costs as expense rather than
capitalizing them. However, I believe that it is equally
important (1) from an accounting standpoint, to recognize when an asset has actually been acquired, and
(2) for costing purposes, to provide management with
meaningful operating cost data for data processing
activities. It would be interesting to know what
methods various organizations are using in accounting
for software costs.
Frank M. Zappacosta
Washington, D.C., Chapter
Alexandria, Va.
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A SYSTEMS APPROACH
TO CASH FLOW
DETERMINATION
It Should Be Remembered That Unless Accurate Projections Are
Made Of Expected Cash Benefits It Makes Little Difference
Whether The Expected Cash Flow Is Discounted At Five Percent
Or Twenty -Five Percent

By Walter J. Thrun, Sr.
The bulk of research in the capital budgeting process
has been directed to choosing the discount rate. The
major concern appears to be whether to use the firm's
borrowing rate —its marginal cost of capital or the
stockholders' opportunity costs —or a non - default rate
as found on existing government securities. Though
the discount rate is an important part in an investment
evaluation, it should be remembered that unless accurate projections are made of expected cash benefits
it makes little difference whether the expected cash
flow is discounted at five percent or twenty -five percent. Some firms compensate for the uncertainty inherent in cash projections by increasing the calculated
discount rate, but risk and the time value of money
should not be pooled by employing a "risk inflated"
discount rate. What must be recognized and accepted
is the need for a more accurate measure for establishing the expected cash flow from the investment.
There are three questions that the budget administrator should ask in the capital budgeting process to
obtain the information needed for a decision: First,
is there really a need for another machine of the type
requested by the production personnel? Second, if a
bottleneck does really exist and the new machine is
needed, what are the operating cash benefits associated
with the acquisition of the machine? Third, how much
can the firm afford to spend to relieve the bottleneck
and still provide the required return on investment?
These questions will be presented in order and
answered with the aid of an illustrative example. The
example will cover an application for a simple machine
shop operation. This application is similar to other
industries with process operations in that the products
pass through common operations. Consider, for example, that there are only a couple of operations that
are performed on a raw casting to transform it into
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a finished pipe fitting. In fact, there are generally just
four basic steps to be performed. They are:
1.
2.
3.
4.

Grind gates and /or clean parting line as required.
Ream interior and tap thread.
Turn and chamfer exterior and chase thread.
Test for porosity by water submersion.

In a shop that machines pipe fittings it is typical that
100 percent of all castings are ground and /or deburred;
100 percent of all fittings are reamed and tapped; 60
percent of all fittings are turned and chased; and 40
percent of all fittings are tested for porosity.

Question One
The problem begins with the production manager
requesting a new automatic chucking machine. Therefore, question number one is: Do we really need another chucker? To answer this question objectively is
not as simple as it may first appear; conventional
methods will at best underestimate the cash benefits
made available by acquiring additional chucking
equipment. The problem adds dimensions when one
remembers that all the fittings that pass through the
chucking operation will have passed through the
grind /deburr operation and 60 percent of the fittings
will subsequently pass through the lathe operation.
If scheduling does not enter as a decision variable,
then unnecessary idle grinding capacity may result or
create a bottleneck at the lathe. So then, the problem
becomes one of optimization with the cash flow information being provided as a by- product. Here's how
it works:
A linear programming optimization equation is set
up. This equation is a function of the total shop
capacity, individual machine constraints, and the current cash margin realized per product. The latter
parameter is perhaps the most significant. Instead of
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Production

X,
X,
X;
X,
X;
X,
X-

Time required Total chucking
to ream and
hours required
tap 1,000 units

205,504
346,816
92,649
15,734,086
25,126,900
10,442,246
12,843,081

=

entrepreneurs

=

business

=

game' for the

=

'name of the

=

maximization
is the usual

This is simply the hours provided from two machines
per month considering a three - shift, five -day work
week.
At this point, all we need to know is the actual
production for each product during several preceding
months. This enables us to find the monthly average
and then determine if there is a bottleneck at the
chucking machines. This procedure is carried out as
follows:

considering each of the factors of production individually, the overall effect is consolidated by subtracting
the variable cost from the selling price with the result
being the variable cash profit realized for each product.
Inasmuch as profit maximization is the usual "name
of the game" for the business entrepreneurs, this is
the logical parameter for the optimization equation.
We will assume that the proposed equipment is equal
in performance to the existing chucking machines,
hence its advantages are limited to providing additional available hours. A faster machine could be
incorporated into the problem, but then the problem
becomes more sophisticated and the purpose of this
presentation is to describe a concept, not to expound
on software applications.
This problem can be represented mathematically
by the cash profit maximization equation for a shop
that machines pipe fittings as shown in Exhibit 1.
The coefficients of the maximizing equation across
the top of the table represent dollars of cash profit
realized per thousand of the respective products. Each
of the constraint equations represents a machine center
as follows: equation (1), three grinder /deburrers; equation (2), two automatic chuckers; equation (3), two
turret lathes; and equation (4), one water tester.
Now let us take a close look at the equations in
Exhibit 1. Consider product X,. It can be noted that
this product passes through or utilizes all machine
centers except the water tester. If the time coefficients
of X, were added, the result would be .5097 standard
hours to produce one thousand fittings 1.26 to 1.75
lbs. requiring four cutting elements. In other words,
the coefficients of the machine constraints tell how
many standard hours are required for each product
to pass through each machine center. Let's look at
it in another way. Consider the machine center which
consists of turret lathes. Proceeding across the row it
is noted that products X „ X,, X;, and X, pass through
this machine center. Adding the coefficients of each
of the variables in this row will indicate how many
standard hours of lathe tiine are required if one thousand of each of the aforementioned products are produced. It can be noted that the chucking machines
center is constrained by 1,040 total available hours.

=

profit

=

". . .

.1558
.1643
.2703
.0088
.0064
.0364
.0192

32.02
56.98
25.04
138.46
160.81
380.10
246.58
1,039.99

By multiplying the "Production" of each product
by its respective "Time required to ream interior and
tap 1,000 units" we can determine "Total chucking
hours required." It is clearly evident that there is a
bottleneck at the chucking centers as there are 1,040
total available chucking hours and 1,039.99 were required for present production. There is no room to
expand. Also at this point the present level of variable
cash profit can be determined by substituting the
"Production" figures into the profit maximization
equation in Exhibit 1.

Question Two
Now the second question concerning the operating
cash benefits associated with the acquisition of an
additional chucking machine can be tackled. The input
information required at this point is extremely important. The product managers trust advise the limit or
extent of each product that can be sold within the
existing pricing structure. The significance of this will
be realized by considering that to change the pricing
structure would affect the operating cash profit rea-

Exhibit 1
CASH PROFIT MAXIMIZATION EQUATIONS
Maximize profit:

.0068X,
.0192X
OX
.0101X

$9.83X ,

<

,

<

1,040 hours
1,040 hours
520 hours

,

+

Profit

_< 1,560 hours

,

+

,

+

,

.0129X,
.0364X
.0568X
.0112X

+

<

$30.25X ,

+

+

,

+

,
,

+
+

,

.0024X
.0064X
.0118X
.0104X

$4.34X ,

+

+

,

,

+

.0041 X
.0088X
OX,
OX,

+

,

+

,

+

,

$10.58X ,

+

,

+
+
+

,

,

+

+

,

+

+

,

,

+

,

Subject to equipment constraints:
.1140X
.1341 X
(1)
.1267X
.2703X
(2)
.1558X
.1643X
.1963X
(3)
OX
.2113X
(4)
OX
OX,
OX

+

+

$276.06X ,

+

+

,

$213.20X,

+

+

,

$185.03X,

W here the variables represent the following products:
X, - Fitting, 2.51 to 4.00 lbs. requiring five cutting elements
X, - Fitting, 1.26 to 1.75 lbs. requiring four cutting elements
X, - Fitting, 4.01 to 5.00 lbs. requiring five cutting elements
X, - Fitting, .51 to .75 lbs. requiring four cutting elements
X, - Fitting, .26 to .50 lbs. requiring two cutting elements
X, - Fitting, .51 to .75 lbs. requiring six cutting elements
X, - Fitting, .51 to .75 lbs. requiring three cutting elements
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".
Exhibit 2
PROJECTED PRODUCTION ADDITION

—
=

=

=

=

=

=

X,
X,
X,
X,
X,
X6
X,

Production
205,504
375,000
100,000
16,000,000
25,126,900
10,442,246
14,032,385

all three

questions have

Time to ream
and tap thread
for 1,000 units
.1558
.1643
.2703
.0088
.0064
.0364
.0192

Total
chucking
hours
32.02
61.61
27.03
140.80
160.81
380.10
269.42

Time to
water test
1,000 units
-0-

-o-0-0.0104
.0112
.0101

1,071.79

Total
water
test hours
-0-0-0-0261.32
116.95
141.73

been
answered."

520.00

Total variable cash profit per month with this production is $877,727.43.

lized per product and our optimization equation (see
Exhibit 1) would no longer be valid. This is not to
say that the concept being presented could not handle
a price change. It can, but this requires changing the
cash margin on those products affected, just another
complication that would not enhance the understanding of the basic concept.
The product managers provide their marketing limitations as shown below:
X, =
346,816 < X, <
92,649 < X, <
15,734,086 < X, <
25,126,900< X, <
X, =
12,843,081 < X, <

205,504
375,000
100,000
16,000,000
30,000,000
10,442,246
15,250,000

The incorporation of the proposed chucking machine is accomplished by changing equation (2) to
reflect the change of the availability of 520 more hours,
i.e., from 1,040 to 1,560:
The rest is left to the computer. The results are
given in Exhibit 2.
It can be seen that production was not maximized
on all products even though there is now ample chucking capacity. The answer is that another bottleneck
was reached and sure enough, by examining the water
test time used in Exhibit 2 it is noticed that the water
test time is now the limiting factor.
Observe also the changes in the mix (within the
constraints) and the new value of the profit function
of $877,827.43. The profit has increased $22,542.37 per
month from the profit found in Exhibit 1. According
to the present concept then, the $22,542.37 is attributable exclusively to the proposed chucking machine
and is, therefore, the relevant cash flow associated with
the investment.
Question Three
Now, we are ready to consider question slumber
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theee, i.e., how much can the company afford to spend
to relieve the chucking bottleneck and still provide
the required return on investment.
Assuming that the company requires a 10 percent
return on its investments, that a chucking machine
has a five -year economic life, and a 50 percent corporate tax rate:
X BE

=

[(

CF — PX BE) (t) ] x (IF)

Where:
X BE

=

CF

=
=

P
t

=
=

IF

Cost that the proposed asset cannot exceed
to provide the required return
Cash flow from operations
Percent of proposed asset to be depreciated
annually
Applicable tax rate
Interest factor for the required rate of
return over the economic life of the proposed asset.

Then:
X aE

_

=

($ 270,508.44 —

.2X BE) (.50)]

x (3.962)

$383,811.22

Conclusion
At this point, all three questions have been answered. It was determined that there was a bottleneck
in the chucking area, the cash flow associated with
a new chucking machine was isolated, and the break even point to relieve the bottleneck was computed.
As one might suspect, the foregoing is actually a dynamic process. As soon as the next bottleneck is
reached, the whole process starts over again until the
point is reached in which the incremental cash benefits
cannot be equated favorably with the cost to relieve
the bottleneck.
❑
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THE 'MAKE OR BUY'
DECISION
Taken In Aggregate, 'Make Or Buy' Decisions Can Have A
Critical Long -Range Effect On The Firm's Operating
Characteristics

By Jim Madison
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The "make or buy" decision is basically one of determining which alternative is economically most desirable and most effectively utilizes the firm's resources.
Individually, these decisions may or may not produce
a significant impact on the firm's operation-, however,
taken in aggregate, they can have a critical long -range
effect on the firm's operating characteristics. These
decisions can affect the firm's production methods and
capacities, available working capital, cost of borrowing funds, and competitive position. Therefore,
before the "make or buy" decision can be made, the
firm must establish a goal with respect to the nature
and extent of its production facilities. The firm also
must define the manufacturing processes that are
congruent with its overall company goals and strategies. With these basic considerations established, the
firm can proceed to an analysis of the cost, quality,
and quantity considerations of the individual "make
or buy" decisions.
Although cost and quantity considerations are the
first to come to mind, quality sometimes will be the
determining factor in the "make or buy" decision. For
example, some of the reasons quality is used as a
criterion for buying are as follows:
1. The supplier's experience makes him better suited
for producing the desired quality.
2. The research activity of a progressive supplier enables the firm to "keep up with the times."
3. The cost of developing expensive production
methods and processes which may or may not be
congruent with the firm's goals are avoided.
4. Large investments in inventories having a high risk
of obsolescence can be reduced.
However, when there is no significant difference in
the quality of the product (make or buy), cost and
quantity considerations will govern. These considerations can best be approached from the firm's sales
forecast. Once the sales forecast has been established,
then such techniques as economic order quantity (buy)
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and economic manufacture quantity (make) can be
used to determine what quantities of component parts
will be necessary to support the forecasted sales. This
in turn leads to the analysis of such items as proficiency
of labor, adequacy of facilities (capacity), and technical
and administrative support.

A Mathematical Model
The cost analysis can best be made using a mathematical model. However, before developing the model,
certain assumptions must be established. First, the
firm must have and maintain adequate planning and
sales forecasting techniques which will predict reliable
future demands for the firm's product and consequently component parts. Second, the firm must take
into account the fact that it has limited resources
available to invest in different strategies. Third, there
must be an adequate capital budgeting system which
evaluates potential investment rates of return and
compares them with returns available from alternative
uses of the firm's resources. Each of these assumptions
has a direct impact on the "make or buy" decision
which will influence greatly the final decision.
The basic model used in the cost analysis is one
developed by Mock and Miller.' Since the model is
predictive in nature, the expected value of each influencing variable must be taken into consideration.
The five influencing variables are:
Quantity —The future demand for component parts
as determined by forecasting techniques
Variable Manufacturing Costs —Raw materials,
labor, and overhead items that tend to vary with
production
Purchase price of component parts
Investment to buy— Inventory handling and carrying charges
Investment to make —Any necessary additional
capital equipment, investment in both work -inprocess and finished goods inventory, and inventory
handling and carrying charges
Edward Mock and David Miller, 'The 'Make or Buy' Decision under Unmrtainty," journal of Systems Management, May 1970.
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Exhibit 1
ASSUMED (MAKE OR BUY DECISION) VARIABLES

$1.50
1.55
1.75
1.80

$3.50
3.65
3.75
3.85

Discount
rate at 15%
(r)
—

—

—

$.20
.20
.25
.25

Invest.
to buy
(1 e)
$500
400
300
300

.870
.756
.658
.572

,

,

,

,

2,500
3,000
4,000
4,500

Invest.
to make
(I M
$1,000
400
300
500
600
)

Price
per unit
(P)
—

+

Labor plus
var. O/ H
VOH)
(L

—

Year
Y„
Y
Y
Y
Y

Materiel
unit Cost
(M)

—

Demand
(D)

The "ma ke or b uy" model may be expressed by
the equation:
CS = D (P) — D (M + L + VOH)
Where:
CS is the cost savings in the accounting period.
Dis the demand in units for that period.
Mis the raw material unit cost.
L is the labor cost per unit.
VOH is the variable overhead cost per unit.
P is the purchase price per unit.
The expected cost savings in a period are equal to
the demand for components in that period times the
purchase price minus the variable cost of the components if made in- house. The incremental investment
for the period is equal to the investment to make
minus the investment to buy and is given by the
equation:
K = Im —I B
Where:
K is the incremental investment.
I M is the investment to make.
I B is the investment to buy.

this
model
analyzes just
the cost aspect
of the 'make
or buy'
decision . . . "
". . .

capacity available to meet new future demand for four
years into the future. Exhibit l lists the variables which
are assumed to apply. With these variables established,
the cost savings, incremental investment, and the
present value of the (make) savings based on the firm's
minimum acceptable rate of return of 15 percent can
be calculated (see Exhibit 2).
Thus, if the firm utilizes its future excess capacity
as given in this case and makes the component parts
needed, there will result a savings of $16,323 over
purchasing the same component part from a vendor.
This is, of course, based upon the fact that the firm
is willing to accept 15 percent as a minimum return
on its investment.
As a second assumption we wi l l consider the case
in which the sales forecast indicates that the firm no
longer has adequate production facilities (capacity) to
produce the necessary component parts during the
next four years. To rectify this situation and continue
making the parts will require an additional capital
expenditure of $20,000. It also is estimated that this
additional expenditure will reduce variable operating
costs by 10 percent. Given these conditions, the variables, demand, purchase price, and raw material costs
remain the same as before. The labor and variable
overhead figures now become:
Year
Y
Y!
Ya
Y,

The mean of the inflows or outflows for that period
is equal to the expected cost savings minus the investment costs:

L + VOH
1.35
1.40
1.58
1.62

Y, = CS — K
and the new investment strategy becomes:

PV i = (1 + r ) -i Y i
The final step in this model is to sum the present
values for each time period which results in the present
value of the mean inflows or outflows.

Example
The following example illustrates how capacity considerations will affect the "make or buy" decision.
First, we will assume that the sales forecast, the economic manufacture quantity, and the present facility
utilization are satisfactory and the firm has adequate
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Year
Yo
Yr
Y2

Ya
Y,

Make I M
$21,000
400
300
500
600

Buy I B
0
500
400
300
300
$

When it is discounted to its present value by a rate
of return equal to the minimum acceptable return
(r) for the firm, the inflow or outflow is equal to:

Placing these new variables into the formula will give
us the new annual cost savings (to buy), the new annual
incremental investment cost, and the new present
value of the net savings based on the same minimum
acceptable rate of return equal to 15 percent (see
Exhibit 3).
In this case, based on the revised assumptions, the
firm would be $2,089 better off to purchase the com-
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Exhibit 2
COST SAVINGS FOR MAKE DECISION
BASED ON ADEQUATE CAPACITY

,

,

—

,

$4,500
5,700
7,000
8,100

Incremental
investment
(K)
$1,000
(100)
(100)
200
300

Mean inflow
or outflow
(Y i)
$1,000
4,600
5,800
6,800
7,800
Expected net present value of the positive (make) inflows =

Cash
flow
(PV
$(1,000)
4,002
4,385
4,474
4,462
$16,323
)

Cost savings
(CS)

a

Year
Y
Y
Y
Y
Y
,

"The results of
this example
can be used
to draw conclusions . . . "

Exhibit 3
REVISED COST SAVING FOR BUY DECISION
BASED ON INADEQUATE CAPACITY
Mean inflow
or outflow
(Y i)
$21,000
4,975
6,250
7,480
8,630

ponents from an outside vendor than to acquire the
additional capital investment needed to increase capacity. It should again be pointed out that this model
analyzes just the cost aspect of the "make or buy"
decision and oftentimes the factors of quantity or
quality will outweigh the final decision.

Conclusion
The results of this example can be used to draw
conclusions and to demonstrate the usefulness of the
"make or buy" analysis. The first case illustrates the
savings a firm might experience if it manufactures its
own component parts, providing there is excess production capacity to produce the component parts and
it is congruent with the firm's goals. The second case
illustrates the situation in which the firm increases
its production facilities to increase the capacity of
component part manufacturing. In this particular case
where the component parts can be purchased from
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$

Expected net present value of positive (buy) inflows

Cash
flow
(PV i)
$(21,000)
4,328
4,725
4,922
4,936
=

Incremental
investment
(K)
$21,000
(100)
(100)
200
300

,

,

Year
Y
Y
Y
Y
Y

Cost savings
(CS)
—
$4,875
6,150
7,680
8,930

(2,089)

an outside vendor, an increase in capacity would prove
to be costly.
By looking at both cases together, certain limitations
to the "make or buy" decision are observed. In both
cases, the analysis assumes that the firm's operating
conditions are static. This situation is in fact not true,
and oftentimes many "make or buy" situations develop
simultaneously, making their effect cumulative. Each
decision causes changes to the firm's operating situation. Many such decisions will change substantially
the set of operating conditions upon which each decision is based, nullifying any computations and comparisons based on that set of conditions. To reduce
the effect of these limitations. the "make or buy"
decision always should be reviewed by some control
entity within the firm. Without this review process,
all elements of planning, control, and coordination
with respect to the firm's goals are lost, which again
is detrimental to the firm's long -range survival.
F-1

MANAGEMENT ACCOUNTING/ FEBRUARY 1973

A CASE FOR
CURRENT -COST
REPORTING
It Appears That If Accounting Information Is To Be Of Primary
Usefulness To The Decision Maker, It Must Take On A Larger
Degree Of Future Orientation

No pretense is made that this listing more than
scratches the surface of possible decision - making areas,
but there can be little doubt of the heavy future
orientation they evidence. Although data on past
events may enter into the information filtration process, they do so chiefly to fill in the continuum, along
with present conditions and future possibilities (or
probabilities in many instances). It appears that if
accounting information is to be of primary usefulness
to the decision maker, it must take on a larger degree
of future orientation.

Three Sets of Standards
At least three sets of standards or qualities of accounting information may be viewed in historical
perspective. They are:
1. The American Accounting Association set
2. The AICPA set
3. Selected generally accepted accounting principles
subset
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Relevance
Verifiability
Freedom from bias
Quantifiability I
A. E. CARLSON

The AICPA set consists of:
1.
2.
3.
4.
5.
6.
7.

St. Louis Chapter 1952,
is Professor of

Relevance
Understandability
Verifiability
Neutrality
Timeliness
Comparability
Completeness

From the traditional set of generally accepted accounting principles, the following subset can be developed:
1.
2.
3.
4.
5.
6.

Accrual
Adequate disclosure
Consistency
Conservatism
Matching
Materiality

Accounting at
Washington
University. He holds
an Ed.B. degree from
the University of
Wisconsin, an M.B.A.
degree from Harvard
University, and a
Ph.D. degree from
Northwestern
University. Dr. Carlson
is Past President of
the St. Louis Chapter
and a Past National
Director.
This article was
through the
St. Louis Chapter.
submitted

1. The determination of the price for a product or
a service
2. The determination of which product to push in
a multi - product line
3. The determination of which sales territory to exploit
4. The determination of the optimum site location
for a new plant or warehouse
5. The determination of quality of performance by
an employee or associate

1.
2.
3.
4.

If future orientation is a prime requisite of accounting information for decision - making purposes, then
data for reporting purposes must take cognizance of
this requirement. For that purpose, then, current -cost
data do a better job of satisfying the future orientation
requirement than do historical -cost data. A review of
the three sets of standards outlined above (which are
I

A Statement of Basic Accounting Theory, American Accounting Association,
(Chicago, now Sarasota, Fla.), 1966, p. 7.
Basic Concepts and Accounting Principles Underlying
Statements
Business Enterprises, APB Statement No. 4, AICPA, New York, 1970, p. 10. of
Financial

Economic decisions are numerous and diverse, and if
economic information is to be communicated for purposes of decision making, then the nature of these
decisions must be identified. A few of the more typical
cases might include:

The American Accounting Association set consists
of:

=

By Arthur E. Carlson
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is by no means mutually exclusive) should help substantiate this assertion.
essential that
Current Cost
the term
First, however, it is essential that the term "current
'current cost' cost" be defined. It is used in this discussion as a
surrogate for "replacement cost to the user of the
be defined." resource," and would necessarily involve the determi". . . it

nation of liability values as well. Current -cost information, it is suggested, can best be derived by applying
generally accepted price indices to historical -cost data
for specific types of assets. It seems reasonable to assert
that current -cost reporting would provide useful information for the decision maker(s) in a single firm,
even if no other firm were to adopt this approach.
However, the usefulness of the method would be
maximized if there were general use by the business
community, as well as general acceptance of specific
indices for specific purposes and general agreement
on a set of rules for index application, since comparability thus would be enhanced.

The standard of neutrality (or, "freedom from bias,"
as the AAA calls it) suggests that accounting information should not reflect in the process of its development the biases of anyone likely to be using it for
decision making. The use of historical costs tends to
build in biases because some persons with knowledge
of current conditions possess an advantage over others
who lack such knowledge. It is to be hoped that the
use of current -cost information would tend to diminish
sharply this advantage and would more closely approach the standard of neutrality.

T HE ST AND ARD O F R ELE VAN CE

T HE ST ANDARD OF QUANT IFIABILIT Y

The standard of relevance (found in both the AAA
and the AICPA sets) suggests that information presented to the decision maker should influence his
decisions in some positive manner. Does the presentation of historical -cost information alone fulfill this
standard? It frequently does not because one or more
of the figures given are obsolete; and in addition, it
may mislead those who do not recognize the obsolete
figure or figures. Historical -cost information can be
useful: (1) as a base for observing trends; (2) as a means
of satisfying legislative requirements (such as tax liabilities); or (3) as a means of discharging stewardship
responsibilities. But, historical -cost information needs
to be augmented by conversion to current -cost equivalents in order to satisfy the needs of the decision maker
for relevancy in financial reporting.

The standard of quantifiability (found in the AAA
set) need not pose any greater problems of quantification in the development of current information than
traditionally have been experienced in the measurement of historical costs once the ground rules have
been developed and agreed upon.

T HE ST ANDARD OF UNDERST ANDABILIT Y

The standard of understandability (found only in
the AICPA set) suggests that the decision maker
should receive accounting information to which he can
relate. Most users are oriented primarily to the most
recent price level. Even those users who recognize the
true character of historical -cost information do not
possess the requisite knowledge to properly adjust such
information to reflect current conditions. And, it is
not sufficient simply to apply a general price index
to all classes of assets indiscriminately. Specific indices
must be used to adjust particular classes of assets whose
behavior departs substantially from the general norm
over time. This cannot be done by just any decision
maker, whoever or wherever he may be.
T HE ST ANDARD OF VERIFIABILIT Y

The standard of verifiability (found in both the
AAA and the AICPA sets) suggests that the same basic
set of accounting data should be susceptible to use
by unrelated practitioners (preparers of reports) who
can be expected to arrive at fairly similar results, and
that it can be found by practitioners to compare with
evidence in order to reassure investors. Verifiability
is one of the prime attributes of historical -cost infor36

mation and its importance cannot be denied. But it
seems appaient that reliable indices (such as the GNP
Implicit Price Deflator, the Wholesale Price Index,
etc.) can be prepared and disseminated by reliable
agencies independent from both user and practitioner.
If such indices then were applied uniformly according
to generally accepted rules, it would seem that the
standard of verifiability still could be maintained.
T HE ST AN DARD OF NEUT RAL IT Y

T HE ST AN DARD OF T IM ELIN ESS

The standard of timeliness (AICPA) refers not only
to promptness in the publication of financial statements, but also may be interpreted as requiring relative
currency of reported information. It would seem by
definition that, for the most part, current -cost information should be more timely than historical -cost
information. And, while the quantification of current cost information may consume more time than the
quantification of historical -cost information, the ubiquity of computer -based accounting systems should
reduce this time differential to relative insignificance.
THE ST ANDARD OF COMPARABILIT Y

The standard of comparability (AICPA), like its
older counterpart consistency, concerns year -to -year
comparisons within a single firm, comparisons between
firms in the same industry, and inter - industry comparisons. Consistency and uniformity of accounting practices lead to comparability of results. Throughout the
history of the accounting profession, consistency and
uniformity have been difficult to control. The universal adoption of current -cost reporting, following
agreed -upon rules of index use and application, would
narrow severely the range of alternative choice of
accounting method and remove much of the existing
lack of comparability.
T HE ST ANDARD OF COM PLE T EN ESS

The standard of completeness (AICPA), like its
older counterpart adequate disclosure, suggests that
the information presented to decision makers should
be sufficient or adequate to meet their needs. Traditional financial statements are replete with examples
of inadequate disclosure, especially in the Owner's
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Equity section of the Statement of Financial Position.
A financial statement confined to historical -cost presentation is further inadequate in its encompassment
of recent events that have influenced the conduct of
the business — current -cost information would do a
more adequate job of reporting.

lems faced by the decision maker. Traditional financial
reports have not proved to be completely adequate
inputs to the decision - making process, and it would
be most presumptious to assume that current -cost
reporting would solve this problem once and for all.
But, if current -cost reporting can increase the information content of financial statements, (or reduce redunTraditional Concepts
dancy, whichever is to be preferred) it certainly beThe traditional accrual concept generally is recog- comes a step in the right direction.
It might be asserted that current costs are not future
nized as essential to the complete accounting system
of all but the simplest of businesses. The accrual basis costs and therefore do not solve the problem of the
of accounting represents the traditional approach to future orientation of most decisions. But we already
the extension of historical cost information by the have observed the complete lack of future orientation
recognition of economic events before any cash set- inherent in historical -cost information. Time is a
tlement. The use of current cost information extends continuum, and what is really needed is a cybernetic
the "distant early warning" line even farther by en- approach to information identification, measurement,
compassing significant economic events not recognized and communication. Since we still may be several years
through the use of historical costs. This tends to pro- away from this type of information system, however,
duce additional refinement in the determination of it is believed that current -cost reporting moves us
farther along the continuum than historical-cost reincome.
Even the advocates of historical cost reporting have porting and closer to the realization of the "total
come to recognize the declining importance of the systems concept."
While it has been asserted earlier in this article that
traditional standard of conservatism. The adoption of
current -cost reporting procedures would serve merely historical -cost (or acquisition cost) information alone
to hasten its demise since many of the standards is not sufficient input for wise decision making, the
already discussed are clearly of greater overall impor- corollary notion that current -cost information alone
is sufficient input should not be inferred and does
tance.
It has been asserted by several writers that the not follow. Current -cost information must be used
matching concept is the most important of the tradi- in financial reports in a manner that will make this
tional accounting concepts and standards. Its objective limitation clear to the user. The most appealing apis to match current costs and current revenues as proach would seem to be to state the acquisition cost
precisely as possible. Current costs have considerable of each asset either parenthetically (as is done now
influence on current sales prices of products and ser- with lower of cost or market inventory presentations)
vices and reflect the true current expirations of re- or in a series of appended footnotes. But primary focus
source values. Thus the use of current -cost informa- still would be on current -cost information.
It must be acknowledged that historical -cost infortion in the preparation of financial reports clearly
should improve the matching process and diminish mation will continue to be relevant as the basis for
the reasons for attempted manipulations in the timing specific current -cost determinations and must continue
to be available where specific legislation requires its
of transactions.
The traditional concept of materiality should apply use. This leads naturally to the notion that current
with equal force to the use of current -cost information. costs are really the present -day fulfillment of historical
Many detailed adjustments of cost information need costs and become necessary inputs if decision makers
not be made when the effects of specific price changes are to keep pace with dynamic economic developare of minor importance, both with respect to the ments. Therefore, arguments can be advanced either
asset valuation problem and with respect to the income for keeping accounts on an historical -cost basis and
making index adjustments only for statement purposes
determination problem.
at statement dates, or for making index adjustments
Some Objections to Current -Cost Reporting
within the accounting system but recording the price
This discussion would not be complete without a level increases (or decreases) in separate accounts for
reconsideration of some of the objections to current -cost those containing acquisition costs. Careful specifireporting that have been raised (or are likely to be cation of the use of indices' and the use of computer raised) by accounting scholars. Most of the notions based accounting systems should reduce considerably
thus far presented evolved from the deliberations of the effects of time lags on the conversion from an
the AAA Task Force on Accounting Objectives' dur- historical -cost framework to a current -cost framework
ing November and December 1971, which built its of reporting.
It also must be acknowledged that difficulties exist
report upon the 1966 AAA report titled "A Statement
of Basic Accounting Theory." But it is well to look in estimating the effects of specific future environmental changes on the future course of any business
to the other side of the question.
enterprise.
But, difficulties also exist in estimating the
It might appear that the advocacy of current -cost
reporting presumes some sort of panacea for the prob- lives of depreciable assets booked at acquisition costs.
And, the LIFO inventory method was developed in
' Consisting of the author, Professor Raymond C. Dein, University of Nebraska;
an effort to bridge the gap between historical costs
Professor Anelise N. Mosich, University of Southern California; and Professor
Lawrence L. Vance (Chairman), University of California, Berkeley. Professor Dein
and current costs.
submitted a written dissent from the majority report of the Task Force.
4
A case can be made for a standardized approach
Such as specification of the use of averages of beginning -of -year and endof -year
indices for updating sales, purchases, and ending inventory figures, and for developing the amounts of purchasing power gains and losses.
Continued on page 44
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"... current
costs are
really the
present -day
fulfillment of
historical
Costs . . ."
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CONTRACT TERMINATION
AND
UNABSORBED OVERHEAD
If The Government Defaults In Its Obligation, The Overhead
Cost Must Be Charged Against Other Work Which Neither
Caused It Nor Received Any Benefit Therefrom

By Paul M. Trueger

P. M. TRUEGER
New York Chapter
1948, is head of his
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Administrative and
Accounting
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"Administrative and
Accounting Guide for
Defense Contracts,"
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Standard contract clauses provide that the Government may terminate its contracts either because the
contractor has defaulted or for its own convenience.
The latter action has little direct analogy in the business world; however, it is generally agreed that the
overall public interest is best served by giving the
Government the right to halt activities and related
costs which are determined to be unproductive. The
remaining problem in this area, and it is a significant
and complex one, relates to the Government's obligation to mitigate the harm it has done to its contractor
by terminating for convenience. In its broadest context, this obligation is twofold. The Government
should (1) move quickly and effectively to help the
contractor to extricate himself from the cancelled
project and find his way back to other activities, and
(2) equitably compensate the contractor for the financial consequences of the termination action.
A contract termination settlement should generally
include payment to the contractor for: (1) costs incurred on the terminated contract, (2) a reasonable
profit thereon, (3) costs continuing after termination
which could not reasonably be avoided, and (4) expenses of settlement. Continuing costs fall into several
categories. For example, there are production and
engineering costs of ongoing operations that, if halted
abruptly, would damage the work in process or would
otherwise be detrimental to the Government's interest.
There are also costs which continue just because there
is no way of cutting them off. In the unanimous view
of the defense industry, as well as in the judgment
of very many (although sometimes silent) DOD officials, the Government is equally responsible, in both
a moral and legal sense, for all reasonable costs attributable to its action in terminating a contract for
its convenience.

Unabsorbed Overhead
Those of us who can remember the mass termi38

nations of World War II find it difficult to understand
the basis for questioning continuing costs, including
unabsorbed overhead, to the extent reasonable and
traceable to the termination. Few questions were
raised about this cost in principle at that time and
the Joint Termination Regulation (JTR) specifically
recognized that some costs and expenses just could
not be discontinued immediately and, where reasonable attempts had been made in this direction, they
"should not be denied merely because they were incurred after the effective date of termination."
Some twenty years later, noting the absence of
existing authoritative DOD regulations on this subject,
the Defense Industry Advisory Council (DIAC, predecessor to IAC) specifically recommended an addition
to the Armed Services Procurement Regulation
(ASPR) to recognize continuing fixed overhead expense after termination for the convenience of the
Government. The ASPR Committee refused to take
any action on this recommendation in July and December 1965.
In February 1971, however, the Defense Supply
Agency (DSA) proposed a revision to ASPR stating
that: "the cost of idle facilities and idle capacity or
any form of unabsorbed overhead is not allowable as
a direct charge to a terminated contract." As the ASPR
Committee people studied this proposal, they found
little in the way of definitive, authoritative precedent.
Specific, clear -cut ASBCA or court cases were difficult
to come by, and the study group grudgingly carne to
the conclusion that unabsorbed overhead claims tend
to be negotiated between the contractor and the contracting officer without resort to formal appeals.
The study group expressed concern about what it
thought were signs of increasing claims for unabsorbed
overhead, and its failure to identify policy pronouncement allowing or disallowing unabsorbed overhead as a termination cost. The DSA, on the other
hand, offered the view that the increasing claims for
unabsorbed overhead might be attributable to the
ASPR revision to 15- 205.12 in May 1967. This ASPR
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paragraph previously contained sharp limitations on
the allowability of costs of idle facilities and idle
capacity. The aforementioned revision described these
costs as including "maintenance, repair, housing, rent,
and other related costs, e.g., property taxes, insurance,
and depreciation," and stated that they would be
allowable under a number of circumstances, including
where "... they were necessary when acquired and
are now idle because of
termination ..."

...

Costs Continuing After Termination
The term "unabsorbed overhead" (or "unabsorbed
burden," used interchangeably) has several connotations in accounting and business. In discussing this
cost in connection with termination settlement proposals, we refer to that portion of indirect costs which
would have been absorbed by, or charged to a specific
contract if it had not been terminated. The termination action makes this portion unabsorbed initially
and its disposition must be determined. Logically, in
our judgment, inasmuch as this overhead became unabsorbed as the direct result of the Government's
action in terminating a contract, it should be paid
(absorbed) by the Government and considered a cost
of the termination. If the Government defaults in its
obligation, the overhead cost must be charged against
other work which neither caused it nor received any
benefit therefrom. In effect, of course, this cost would
come out of the contractor's profit or "hide."
ASPR 15- 205.42(d) and (e), respectively, explain the
bases for specifically allowing loss of useful life of
special tooling, special machinery and equipment, and
rental costs under expired leases. Most of industry's
problems in this area arise because many DOD officials
recognize the specific allowances cited in subparagraphs (d) and (e) but ignore the more comprehensive
provisions of subparagraph (b), cited below, which is
significant and persuasive:
"15- 205.42(b) Costs Continuing After Termination. If in a particular case, despite all reasonable efforts by the contractor, certain costs
cannot be discontinued immediately after the
effective date of termination, such costs are
generally allowable within the limitations set
forth in this Part, except that any such costs
continuing after termination due to the negligent or willful failure of the contractor to discontinue such costs shall be considered unallowable."
We note that there is no regulatory support for
disallowing unabsorbed burden. To the contrary,
ASPR 15- 205.42(b) would appear to constitute reasonable indication of an intent to reimburse all continuing costs which the contractor could not halt.

tion, the amount of which is $84,733. The Termination
Contracting Officer (TCO) disallowed in its entirety
appellant's claim for unabsorbed overhead but determined that certain indirect expenses could not be
immediately discontinued and allowed appellant
$9,588." As explained in a footnote to the decision,
"This figure was computed by the TCO using appellant's unabsorbed overhead figure
" We found
... footnote
both the basic statement and the related
unclear.
Further, research disclosed that the TCO testified
as follows:

"The term
'unabsorbed
overhead'. . .
has several
connotations
in accounting
and business,"

"In deciding the amount of money to allow the
contractor for the continuing indirect costs I
used the contractor's settlement proposal of
$57,000, approximately, for the fiscal year 1967,
and I divided that by 1/6, allowing approximately $9,500 in total settlement for the contractor's claim of unabsorbed overhead, or
continuing indirect costs as indicated in my
unilateral decision."
The point of interest here, it seems to us, is that
the Board's decision has been interpreted by some as
clearly establishing that unabsorbed overhead is not
allowable. This is understandable in the light of some
of the Board's comments, e.g., "The TCO disallowed
in its entirety appellant's claim for unabsorbed overhead. . . " However, the above -cited statement attests
a different picture. Other portions of the hearing
further suggest that the Government did make an
allowance for unabsorbed overhead so that the dispute
seems to have involved the amount rather than the
principle. More importantly, the hearings revealed that
the decision to make this allowance for continuing
indirect expense was actually initiated by a DOD
Settlement Review Board and passed on to the TCO
for implementation.
In a previous case, involving the Fairchild Stratos
Corporation, the Board's decision with respect to unabsorbed overhead contained the following:
"Before reaching the question posed by the
parties, we must determine whether unabsorbed
overhead is a continuing cost reimbursable under
the contract. Our research has uncovered no
cases in which the question of unabsorbed overhead had been considered under a termination
for convenience clause of the type included in
this contract. In connection with the partial
termination for convenience of a fixed price
supply contract, this Board has refused to allow
recovery of unabsorbed overhead." Z

The Board cited its ruling in Fairchild Stratos, when
it reached the Technology, Inc, decision, and implied
Contract Appeals
that it reflected a precedent for disallowing unabRelatively few appeals involving unabsorbed over- sorbed overhead. The Fairchild Stratos case was an
head ever reach the Armed Services Board of Contract extremely complicated one, and the ASBCA decision
Appeals (ASBCA). One of the exceptions that proves was long and involved.
The Navy partially terminated an engine contract
the rule was reflected in the following case.' According
to the Board, the contractor claimed: "entitlement
' Appeal of Technology, Incorporated, ASBCA 14083, June 1971.
to the entire continuing overhead, from the date of I
Fairchild Stratos Corporation, ASBCA No. 9169, on Motion for Reconsideration,
termination until the contemplated date of comple- 68.1 BCA par. 7053 (Recon. den.).
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". . .

we
strongly
endorse the
recommendations of
industry associations . . . "

and several months later the Air Force completely
terminated all of its contracts. The latter action, leading to the ultimate shutdown of the contractor's plant,
understandably occupied most of the contractor's attention. The Fairchild -Air Force termination settlement, which did not go to dispute, apparently
included an assumption by the Government of a considerable portion of the continuing costs. A similar
procedure with the Navy, however, could not be
agreed upon and became the basis for this appeal.
It is important to note that the Board's views oil
the financial consequences of the termination are
subject to various interpretations. It framed a question
as to whether Fairchild was entitled to an equitable
adjustment because of the partial termination. In
effect, it seemed to be considering the effect of the
continuing costs, including unabsorbed overhead, on
the remaining portion of the contract. The Board's
answer to its own question was:
"If, by a rational means, a method is found for
calculating the monetary effect upon appellant
of the partial termination of the contract, and
if the application of that method shows an
increase in cost, then appellant is entitled to
an equitable adjustment."
We find here an obvious parallel to the problem
of unabsorbed overhead under a contract terminated
in its entirety. In the case of the partial termination,
the Board found no pain in compensating the contractor by an upward adjustment in price for the remaining
engines. In the case of a complete termination, the
only comparable financial relief is through reimbursement of the costs which could not be absorbed.
A third case' which does not involve a substantial
dollar amount, does, however, offer several points of
interest. The contract that was entered into by Adam
Barr's Son on July 23, 1969, required construction work
in connection with the Stewart Air Force Base, Newburgh, N.Y. On September 18, 1969, the contractor
was directed to suspend work for a 30 -day period at
which time approximately 20 percent of the total job
was completed. Thereafter, the suspension was extended for an additional 44 days. However, on November 24, 1969, the entire contract was terminated
for convenience due to a decision to close the Base.
As a result of the foregoing, a settlement proposal
was submitted which included, in addition to the
normal cost amounts, such items as: (1) full overhead
and profit that would have been realized if the contractor had completed the contract, (2) loss of anticipatory earnings computed at $250.00 per day caused
by the termination and the bond associated therewith,
(3) costs of preparing the case for appeal to the Board,
and (4) interest expense.
Initially, the Board ruled on the loss of anticipatory
profits negatively by placing this item in the category
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of consequential damages, which were not allowable
since they were not incurred costs applicable to the
contract terminated.
With respect to the contractor's claim for the cost
of preparing the case and interest expense, the Board
made reference to a prior ruling,' and made the comment that "such requests for relief are traditionally
denied."
As to the loss of overhead absorption and profit
that would have been earned had the contract gone
to completion, the contracting officer limited this
amount to the percentage of work actually completed
to the date of the receipt of the aforementioned
suspension of work that was approved by the Board.
However, the Board further recommended the allowance of an additional amount of overhead incurred
during the 67 -day suspension period prior to the receipt of actual termination notice which was comparable to continuing overhead on a standby basis. This
latter amount was computed on a daily absorption
basis. In addition, the Board also suggested the allowance of a lump sum for settlement type expenses that
were to be distinguished from those incurred in prosecuting the appeal.
It is to be noted here again that some contractors
are including in their settlement proposals lump sum
amounts representing unabsorbed overhead that would
have been recovered had the contract gone to completion. Obviously, such total numbers, predicated on a
total overall computation, are having difficulty with
the Board since they do not represent costs of a direct
nature applicable to the terminated contract. Time
and again we find contractors appealing items of a
sophisticated and complex nature and computing them
on a lump sum basis rather than using detailed precise
formula computations. Naturally, the total basis does
not make much of a headway with the Board; but,
it tends further to set certain precedents in principle
that are difficult to overcome in future similar appeal
actions.

Conclusion
The views of individual Government auditors, contracting officers, settlement review boards, boards of
contract appeals, Federal courts, etc., in specific situations are impossible to predict. For this reason we
strongly endorse the recommendations of industry
associations to revise ASPR to establish unequivocally
the acceptability of appropriate unabsorbed overhead
and all other reasonable costs which can be traced
to the Government's action in terminating a contract
for its own convenience. Until this action is taken,
it is our judgment that contractors should continue
to assert such claims, where applicable, because they
are clearly supportable by accounting and business
logic, as well as equity.
❑
i Adam Bart s Son, ASBCA 15178. dune 1971.
{ ]cco Industries, Inc.. ASBCA Nos. 15061 and 11131.
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ASPR: SOME
SUGGESTED CHANGES
The Termination For Convenience Clause Of ASPR Is An
Outmoded Concept That Is Costing The Government Millions
Of Dollars While Disguised As A Cost Savings Device

By Douglas G. Corderman
The "bible" for the defense contract accountant is
the Armed Services Procurement Regulation, abbreviated as ASPR. Section 8 of the regulation deals with
terminations; Section 15, which is of particular concern, deals with the basic question of cost allowability;
and Section 3 includes regulations on Contractors
Weighted Average Share.

Problems with Termination for Convenience
Sections 8 and 15 consider the termination of a
Government contract. Section 8 discusses termination
procedures, and Section 15- 205.42 treats the allowability of termination cost. The one fault in this treatment, however, is that ASPR allows the Government
to terminate a contract at its convenience.
In the normal commercial business world, if a contract is terminated by the buyer before performance
is completed, the seller is entitled to a variety of
remedies which essentially guarantee the seller's ability
and right to a "full" profit on the job rather than
simply the prorated profit on the work accomplished
up to the point of termination. The Government has
revised these normal contracting rules to give itself
an "extra" advantage.
In reality, however, a good case can be made that
the advantage to the Government that arises from
having a termination for convenience clause is more
than offset by the disadvantages. The impact of this
clause in general terms is to:
1. Dry up private financing, particularly long -term
loans or debt arrangements
2. Require the government to provide capital assets
under facility agreements
3. Force contractors into short -term, high -cost leasing
arrangements
4. Increase administrative costs excessively in the
settlement of terminations
5. Prevent or limit modernization of equipment and
plants
6. Increase the probability of poor procurement practices by providing government procurement agencies an escape clause from bad procurements
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Lower profits of defense contractors and limit
equity financing
CO S T T O C ON T R A CT O R S

Such provisions, in which the Government can cancel a contract at its convenience, keep the normally
prudent lender from providing funds. When funds are
provided, they are always at high -risk rates, further
driving up the cost of doing business with the Government. Few contractors can afford to make a sizable
investment in facilities on a long -term commitment
basis and must turn to the Government or to leasing
companies.
The cost of administering termination settlements
is excessive for the value received. Whole sections of
companies and government agencies are involved in
describing, accounting for, and disposing of terminated
inventory. Many others work out the problem on a
part -time basis. These costs can come to or exceed
10 percent of the negotiated value of the termination.
Too many contracts are started and then cancelled.
Several billion dollars are wasted each year on items
procured and then cancelled. Since these actions severely impact contractors' sales and profits, equity
financing is very difficult to obtain.
Further, the effective management of a company
with a major termination is almost impossible with
layoffs, bumping, idle plant capacity, morale, and
public relation deteriorations. Many of these costs are
chargeable to the termination claim and, therefore,
are passed along to the Government.
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COST TO THE GOVERNMENT

The Department of Defense today has a major
investment in the machinery of terminations. Each
of the Defense Contract Administration Service Regional ( DCASR) offices has a Termination Branch
with a varying number of Termination Contracting
Officers (TCO). In total, DCASR has approximately
60 TCOs in 17 branches. Each DCASR office also
has price analysts, production and technical specialists,
administrative contracting officers, legal staffs, finance
experts, and many others, including DCASR top management personnel, involved on a part -time basis with
terminations.
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"What should
the rule be
regarding
interest
allowabihty ?"

While statistics are not readily available on the
manhours expended by the Defense Contract Audit
Agency on terminations, there is no doubt that the
total dollars are very substantial.
Each of the Army, Navy, and Air Force procuring
agencies also has staff members who participate in
terminations on a full -time or part -time basis. All of
the major aerospace companies have full -time termination staffs and both they and the smaller defense
contractors have a great many employees engaged in
termination assignments on a part -time basis. While
it is impossible to know the true cost of personnel
involved in defense contract terminations, there is
little doubt that it is in the tens of millions annually.
Another indication of hidden costs partially attributable to the existence of a termination for convenience
clause is the amount of money invested in government
real property. As of June 30, 1970, the Department
of Defense had $6 billion invested in industrial real
property and $12 billion invested in plant equipment.
While the Defense Department could not withdraw
completely from investments of this magnitude, under
certain conditions this investment could be reduced
substantially. If members of industry were asked
whether they would purchase the government facilities in their possession if the termination for convenience clause were eliminated and if interest were
made allowable, in a large number of cases the answer
would be affirmative.
Viewed another way, the carrying costs alone of $18
billion of DOD owned industrial real property and
plant equipment, at a six percent annual interest rate,
equals the total contract price of items terminated
in fiscal year 1970, $1.095 billion.
This money does not represent savings to the Gov emment arising from termination. This figure is the
price of the various items terminated as contained in
the contract or as estimated when unit prices are not
available. Since some terminations occur shortly after
work begins and others occur immediately before delivery, it seems fair to assume that the average termination occurs halfway through a contract. If a
termination is partial, the contractor is entitled to
an equitable adjustment of the price for the continuing portion of the work. In addition, a contractor
always is entitled to recover settlement expenses.
Combining these factors, a reasonable estimate indicates that an amount equal to two - thirds the contract
price of items terminated yields no benefits to the
Government.
Terminations are expensive in terms of the personnel structure the present system has allowed to develop. Termination "savings" tend to be more than
offset by "wasted" expenditures. The termination for
convenience clause does impact the defense industry's
ability to obtain financing.

Cost Allowability
Over the years, the original ASPR Section 15 rules
for cost allowabilities have been modified and
amended hundreds and hundreds of times —until what
remains is a nightmare of confusion to the novice
accountant who first discovers this whole new accounting world and an illogical, unfair set of guidelines to
the experienced practitioner. In particular, many items
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of cost that are accepted as allowable by the accounting profession generally, and by the Internal Revenue
Service, are deemed to be unallowable when charged
against a defense contract. Still, it does seem that
certain of these disallowances are totally inappropriate
from the viewpoint of both accounting theory and
normal business practice.
INTEREST
Under the terms of ASPR clause 205.17, interest
is unallowable as a cost to be charged against a Government contract. This clause defines interest as including "interest on borrowings (however represented),
bond discounts, (and) costs of financing and refinancing operations." The theory behind this clause is that
to allow interest would give an unfair advantage
to firms that are under - financed and must resort to
borrowing, as opposed to other contractors who are
able to finance a contract from their own resources.
Moreover, the theory is that the Government can
"borrow" at a better interest rate than contractors so
it is better for the Government to provide contract
working funds through the progress payment route
than for a contractor to borrow money and then charge
the borrowing costs to a contract.
The first argument above fails because it ignores
the fact that most companies have both debt and
capital financing rather than one or the other, so the
hypothetical "black and white" situation rarely exists.
Instead, the majority of companies finance contracts
partly with retained earnings. Moreover, not to allow
interest favors companies with a substantial net worth,
as opposed to the company that lacks financing. It
also penalizes both the small business and the struggling company on the way up as they compete
with the corporate giants in the defense business.
While it may be true that the Government can raise
funds more cheaply than a private firm, this assertion
is by no means clear. For it assumes that the Government always raises funds at the best going rate in the
money markets and, therefore, no one can do better
and many will do worse. However, if consideration
is given to the Government's internal administrative
costs in processing funds to a contractor, the full costs
of Government financing may well turn ou t t o be
greater than simple contractor borrowings. In any
event, the "real truth" will never be known because
of the great difficulty in determining the applicability
of the various Government administrative costs involved.
A more valid issue is the question of can (and will)
the banks and other lenders provide the necessary
funds. Defense contractors are hardly the most popular
of borrowers in today's money markets. Frequently
they are required to pay more than another borrower
because of the high- risk /low -profit nature of their
business. In other cases, any kind of financing simply
is not available.
The real question, notwithstanding the above, is
"What should the rule be regarding interest allowability?" By all normal and reasonable standards
the answer must be, "Interest should be allowable."
Interest expense is recognized as an allowable element of cost in all commercial contracts. Almost every
contractor has interest expense. Not to allow interest
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penalizes the small business more than it damages the
large business. This result is opposite the normal government position of favoring small business.
CONTRIBUTIONS AND DONATIONS
The ASPR provision (ASPR 15- 205.8) relating to
cost allowability of contributions and donations is
short and specific; they are unallowable.
When this provision was first drafted and included
in the regulation, it perhaps had limited merit. After
all, the Government has a duty to its taxpayers not
to allow contractors to increase defense costs through
excessive generosity to favorite charities. But events
over the past 25 years have demonstrated clearly that
the prohibition has missed its mark. The problem is
not the occasional contractor who perhaps might attempt excessive and improper charitable donations.
The problem today is the almost mandatory requirement of all contractors that they support their local
United Fund and other charitable organizations.
In a very real sense, the resulting contractor expenditures are not an optional item for the DOD contractor. He must give if he is to continue to be a respected
and responsible member of the business community.
When his employees need help from a United Fund
or other charitable agency, they receive it. How can
the employer not aid these very same organizations?
Contributions and donations are recognized as legitimate business expenses by every authority, including
the IRS.
BAD DEBTS
ASPR (Section 15- 205.2) states, "Bad debts, including losses (whether actual or estimated) arising from
uncollectible customers, accounts and other claims,
related collection costs, and related legal costs, are
unallowable." This regulation is founded on the premise that the Federal Government always pays its bills.
Thus, a defense contractor should have no bad debts
that are the responsibility of the Government.
This premise is faulty for two reasons. While the
Government may pay all its bills, sometimes prime
contractors on government contracts do not pay their
obligations. Since this bad debt clause generally is
passed down to the subcontractor level by the prime
contractors, a subcontractor of a bankrupt prime contractor can be left holding the bag. As with most of
the unallowable items of Section 15, it is typically
the small business that suffers most since a small
business is more apt to be a subcontractor rather than
prime contractor.
Even if the Government pays its bills, in many
instances there are controversies over the amount due.
The Armed Services Board of Contract Appeals
(ASBCA), which has been established to hear matters
in dispute on Government contracts, handles in excess
of one thousand cases a year, and the majority of
Government contract claims are resolved without resort to the ASBCA. In addition, there are always
collection and legal costs and these costs must be paid
by the contractor. Thus, the Government has it within
its power to delay payment of a just debt, causing
a contractor to incur added expense and then not to
recognize these additional costs. Somehow, this appears to be unfair and improper.
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ADVERTISING
Other than advertising for employees, procurement
of scarce items, and the disposal of scrap and surplus,
advertising is prohibited by ASPR 15- 205.1. This determination is based on the Government's desire to
avoid paying for extensive high pressure advertising
campaigns directed at influencing the awarding of
contracts. The theory is that the Government receives
enough information as part of the normal proposal
cycle to make proper award determinations and, therefore, not only is advertising expensive, it is unnecessary.
This approach ignores everything preached by the
advertising industry and on which American industry
has been based. Advertising builds awareness of companies and products. Companies frequently get the
opportunity to bid and obtain orders as a result of
buyers reading their advertising. This spreads overhead
costs and lowers prices. And this is true in government contracting as well as commercial business.
Advertising helps build reputation. A well -known
company is more apt to be a well- thought -of company.
This helps in attracting and retaining employees. It
helps in raising capital. And it helps in convincing
customers that you can do their job.
If total freedom in advertising is anathema to Government regulations establishers, at least partial cost
allowability seems in order. Advertising is a real and
necessary cost of doing business (even with the Gov emment), and it pays for itself.

"Advertising is
a real and
necessary cost
of doing
business ..."

ENTERTAINMENT
ASPR 15- 205.11 provides for total prohibition of
.entertainment costs including "costs of amusement,
diversion, social activities, and incidental costs relating
thereto, such as meals, lodging, rentals, transportation,
and gratuities . . ." In theory, this regulation keeps
government contractors from improperly influencing
contract awards and performance of government personnel. However, there are other government regulations specifically prohibiting government personnel
from accepting contractor paid entertainment of any
sort. Thus, the prohibition in ASPR against entertainment is redundant as regards its original purpose.
We find here a situation where the business world
in general accepts customer entertainment as a normal
business practice, even when done on a very broad
scale. The IRS accepts entertainment expense as legitimate and requires no documentation if the expense
is under $25. Yet the Department of Defense refuses
to acknowledge the acceptability of even one dollar
of such cost. Excessive entertainment in government
contract circles would clearly be out of order, but
recognizing lunches and dinners and other entertaining
costing under $25 in total as acceptable business seems
to be in keeping with the way American business is
usually done. No government buyer or inspector is
going to be influenced improperly for $25. The regulation is out of tune with the world of today.

Contractors Weighted Average Share
In December 1966, the DOD issued Defense Procurement Circular Number 50 which introduced a new
concept into accounting for defense contractors. Contractors Weighted Average Share (CWAS) is now
covered by ASPR Section 3 -1000. The CWAS concept
43

"Unfortunately,
the CWAS
concept never
has gotten off
the ground."

is based on the premise "that a contractor who accepts
higher risk contracts has a greater financial motivation
to exercise prudent business judgment in the performance of such contracts." Accordingly, a contractor who
accepts these higher risk contracts is to be given a
reward in the form of reduced government controls.
At the time the CWAS concept was introduced
there was great hope by those in both industry and
the Government that it would develop into an effective technique for government contract management.
Unfortunately, the CWAS concept never has gotten
off the ground. The problem with CWAS is not that
the concept is deficient; rather, the difficulty is that
CWAS application has been severely restricted to only
the most obvious cases —items such as salaries and
wages, fringe benefits, materials, training expenses, and
recruitment costs.
CWAS is not applicable to stock options, certain
rental costs, various taxes, termination costs, plant
reconversion costs, and precontract costs; nor is it

applicable to any of the many items of normal business
expense that ASPR deems unallowable. Moreover,
while CWAS appears to have application to all the
many surveys DOD conducts on contractor compensation programs, procurement systems, accounting procedures, estimating systems, and the like, it never has
been authorized for such usage. Thus, a good idea
atrophies and costs remain higher than necessary.

Summary
The termination for convenience clause of ASPR
is an outmoded concept costing the Government millions of dollars while disguised as a cost savings device.
Section 15 cost principles should be updated to conform to modern business practices as recognized and
accepted by the IRS. However, CWAS is an imaginative, practical, new approach to managing DOD contracts. Its use should be expanded at every opportunity. The cost saving to the Government as well as
to industry can be substantial.

A CASE FOR CURRENT -COST REPORTING

to value estimation. And, it would appear that the
uniform application of standard indices agreed upon
in advance by the accounting profession would accomplish this goal and thereby provide a closer approximation to reality than now is achieved by the
more traditional procedures.
Con cl u s i on
There is much evidence that the consolidated
financial statements of conglomerates can gloss over
many important considerations and that the use of
current costs in financial reporting would not cure all
of this illness. Also, the consolidation of foreign subsidiaries in an era of floating currencies and shifting
exchange rates further complicates the financial reporting problem. It would be naive to suggest that
a switchover to current -cost reporting on the part of
the American financial community necessarily would
simplify this. But how much should be expected from
a reporting procedure when the fundamental problem
stems from the quality or character of input data?
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These matters need attention, but current -cost reporting can have little or no more influence upon them
than historical -cost reporting has had to date.
To summarize, the use of current -cost information
in financial statements would seem to satisfy (or at
least not contradict) almost any set of accounting
objectives that has been or could be developed. And,
while current costs do not provide complete information about the future, they seem to move farther along
the continuum of time than historical costs are capable
of moving. Much of t he reverence for the use of
historical -cost data stems from tradition and long
experience.
It is natural to fear the unknown. But the resolution
of most of the doubt concerning the efficacy of current cost data never will take place unless and until there
is general acceptance by the financial community
(accountants, financial analysts, etc.), specific rules for
the application of indices are developed, and current cost reporting is given a fair trial in practice. Only
it be possible to face squarely many of the
then
questions that can be only matters of conjecture at
present.
will

Continued from page 37
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BUSINESS COMBINATIONS:
POOLING OR PURCHASE?
One Must Consider That The Fair Value Of What Is Received Is
Equal To That Which Is Being Surrendered

By David J. Retz
When two corporations decide to combine, whether
through merger or acquisition, the accounting methods
used to effect that combination will be subject to
conflicting interpretations. Essentially, in a merger,
when the pooling of interests method is used, the
balance sheet and income statement items of the
constituent companies are added together including
prior period earnings. In an acquisition, or purchase,
the acquired company is considered to be identical
to that of a tangible asset. The earnings of the new
entity (Company A and Company B combined) are
presented as of the date of acquisition.

Reasons for Combining
Ignoring accounting methods for the moment, several reasons are given for a merger or an acquisition.
The acquiring company or dominant one often cites
the following: (1) a need to diversify its product line,
(2) a need to improve its competitive position, (3)
a need to obtain superior management and /or technical abilities, or (4) a need to invest excess funds.
On the other side, the acquired firm uses the following
reasons: (1) a need for additional financing for vital
expansion, (2) a need to expel the threat of technological product changes in the future which can be
achieved by joining a larger corporation, (3) a need
for suitable management after the retirement of a key
executive, or (4) a need to be acquired after a long
period of depressed operations. The real reason, however, and a valid one, is increased profitability.'
The guiding purpose of the American capitalist
system is primarily to make profits and consequently,
all actions of corporations have as their goal profits
whether they are part of long or short -term plans.
Admittedly, the theoretical difference between the
purchase and pooling of interests methods is whether
or not two companies are joining together equally.
Undoubtedly, if it is a purchase one company must
be the dominating one. If two companies are of equal
strength, neither one in reality wants to join or sell
itself to the other. Rather, one must want something
that the other has, and in most cases, the dominant
company has expertise and money while the acquired
one has a salable product or service along with plane,
property, equipment, etc.
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At the present time both methods are imperfect.
However, the purchase method has more theoretical
support than the pooling method and can be perfected
somewhat more with stricter regulation from within
the profession.

Pooling of Interests
In a pooling of interests, one of the corporations
involved issues its stock to the stockholders of the
other corporation in exchange for their stock. Usually,
just the common stock is involved, but there are numerous cases where debentures and preferred stock
are used in effecting the transaction. Also, cash is not
used except for the buying or selling of fractions of
shares or to buy out a small stockholder who does
not wish to convert. The assets, liabilities, and the
equity accounts of the two corporations are then added
together and no goodwill is recognized.
Validity of the pooling concept lies in the fact that
the assets belonging to the corporations are not given
to the stockholders, and the net assets of the combined
companies are not increased in total. Another factor
is that the owners are now involved in a new entity
since they did decide on the combination.
The mutual exchange of risks and benefits on behalf
of the two ownership groups is similar to the giving
up of some interests in one company for those of
another firm. Such is the case where a new corporate
entity results from the combination of two corporations. The functions of the two companies become
"integrated" at the high management levels at first
and then, numerous changes take place at other levels.
Even the liabilities, production and operations, as well
as the marketing policies will change.
Another requirement for the pooling to take place
is that cash, except for the negligible amount mentioned previously, cannot be used to effect the combination. However, there is not much difference in terms
of liquidity between cash and stock. Stock can be
readily sold for cash and this reasoning is self - evident
on a balance sheet where "marketable securities" is
shown beneath the "cash" account. The addition of
account balances would, in the end, have the same
value whether or not stock were used to effect the
combination. Believers in pooling, do not want to
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"More work is
involved, but
the benefits to
be derived
would be
worthwhile."

acknowledge this effect since the use of cash would
make the combination similar to a purchase of an asset.
In this respect, the validity of the pooling concept
seems weak and its consistency, in respect to other
accounting concepts, is questionable.
Pooling is said to have been "developed within the
boundaries of the historical -cost system and is compatible with it." = While the statement is true, the degree
of compatibility that exists is subject to argument.
Historical cost can be carried to an extreme and this
is done in pooling. For example, assume that a new
corporate entity is formed as the result of a pooling.
The accounts of the two original corporations are not
revalued. The question is, why should they not be
revalued? If an asset is bought by a firm for $1,000,
it is recorded at that amount. If the firm now combines
with another firm, the asset remains on the books at
$1,000 (assume no depreciation). However, acting as
a middleman, why should the firm not add a cost to
the asset? If this cost of the "middleman" is not
considered in the merger, why should the cost of the
original middleman be accounted for in the cost of
the asset?
Of course, it is easier to compare the earnings of
the new firm if the accounts are combined at their
historical cost. But, if the accounts are not reasonably
stated at a fair value, the comparison is not valid.
Negotiations before the transaction are not based
solely upon the number of shares to be exchanged,
but rather on the value of the two companies (value
being the worth of present net assets and future earning power) in terms of dollars. Those amounts are
then converted by using the market value of the stock
and making adjustments for temporary effects.
Also, ignored by the pooling method is goodwill
which is always an integral part of the negotiations.
It should, therefore, be acknowledged and accounted
for in the new or surviving entity.
After the merger has been accomplished, the accounts of the two previously separate entities are
combined. The financial statements are presented as
if the pooling of interests took place on the first day
of the accounting period, even though it could have
occurred on the last day. This can and does distort
the income statement that is subsequently issued. It
seems that a better method of financial reporting
would be to present separate statements for each firm
for the partial period before the combination, and
then a combined statement for the period beginning
with the date of the combination. More work is involved, but the benefits to be derived would be worthwhile.
Expenses incurred during the merger period are to
be deducted from income in the first period of the
combination. This is contrary to present day accounting concepts. When a firm is organized, its related
organization costs are amortized over a period of five
years or less. This is done even though benefits from
the organization are experienced for the life of the
business. When a pooling occurs, the costs are not
spread out, although the amounts involved in both
cases may be approximately equal. For instance, ex2
APB Opinion No 16, "Bus111— Combinations," AICPA, New York, 1970,
P. 291.
' Ibid.. p. 2s7
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penses, such as registration fees, costs of furnishing
information to stockholders, fees of finders and consultants, and salaries and other expenses of employees
who are involved with the merger activity are similar
to those of starting up an organization.

Purchase Method
In contrast to the pooling of interests method, a
combination can also be accounted for by the purchase
method. The purchase method is based on the condition that there is a dominani company which acquires
a subordinate company on the same basis that an asset
is purchased. The most voiced objection to the purchase method is from proponents of the pooling of
interests method who feel that goodwill should not
be recognized.
In addition to maintaining that any combination
is actually an acquisition, those who favor the purchase
method believe that the transaction is a bargained
one. In other words, negotiations take place on each
side. There is an estimation of the value of the net
assets and future earning power of the subordinate
company. The excess of the purchase price paid over
the recorded (after revaluation) value of the net assets
is accounted for as goodwill. Whether the combination
is effected by cash or stock is of no great importance
because one must consider that the fair value of what
is received is equal to that which is being surrendered.
Basic principles are followed by the purchase
method. First, the assets and liabilities are shown at
their bargained values. These items also include new
assets and liabilities, if any, incurred directly as a result
of the combination. In addition, the fair value of
consideration which was received for the stock issued
is shown. When, the net income is computed for the
new firm, the expenses are based upon the newly
recorded figures rather than ones recorded by the
previous owner. Another principle followed is that the
retained earnings of the corporation are not fused with
those of the acquired company.'
At first glance, there are numerous defects with
the method. However, they can be eliminated with
some self - imposed control. It has been said that it
is difficult to measure the fair value of the business.
This is nonsense since both sides during negotiations
have an idea of what each is worth, regardless of the
accounting method to be employed.
The argument against the revaluing of assets of only
the acquired firm and not those of the acquiring firm
has little justification. When a firm purchases an asset
it is recorded at a cost, which is reasonable and necessary to get the asset where one wants it and in the
condition one wants it. At this time, the company
that purchases the asset does not revalue all other
assets which it has. The probable reason for the opposing point of view is that the purchase method does
not produce as high an income after the combination
is effected as the pooling method.
Just as abused, if not more so, as the treatment
of acquisition costs is that of goodwill. Goodwill is
probably the most voiced objection to the use of the
purchase method. The proponents of the pooling
method say that goodwill is not exactly determinable
and therefore should not be acknowledged. Regardless
Continued on page 50
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INTERNATIONAL TAX
MANAGEMENT
An International Company Requires Constant Exchange Of
Information Between Parent And Subsidiaries To Gain The
Advantage Of Any Possible Legal Tax Benefits Which Can Be
Ascertained And Included In The Overall Tax Planning

By Ernst K. Briner
Prior to January 1, 1963, the earnings of American
controlled foreign corporations (CFC) were not taxed
until dividends were paid to the parent companies.
After that date, controlled foreign corporations were
subject to the Revenue Act of 1962. The Revenue
Act was introduced because it was possible for certain
companies to avoid taxation by selling products manufactured in the United States to their CFC subsidiaries
located in low tax rate countries which then resold
the products at higher prices to worldwide markets.
According to the Act, if the taxable base company
income is less than 30 percent of the total income,
none of the current year foreign income (not yet
remitted) is taxed in the United States. If the taxable
type income is more than 70 percent of total income,
all of the income (Subpart F income) is taxed. If the
taxable income is between 30 percent and 70 percent
of the total income, then the exact amount of taxable
type income is taxed (dividends, interest, royalties, and
various miscellaneous types of income generally are
taxable). Thus, the income of a CFC must be carefully
analyzed so that the taxable income and the non -taxable income can be distinguished.
The 30 -70 T est
In order to ascertain whether income meets the
"30 -70" test, it is necessary to group the CFC's sales
income. It is also necessary to group, on a separate
basis, income originating from commissions, service
and rentals as follows:
All income from material manufactured by the
controlled foreign corporation is non - taxable.
(Non -base company income)
2. The portion of profits from sales, consumption or
disposition inside the country of incorporation of
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material purchased from a related company for
resale without further processing is non - taxable.
The remainder is taxable in the United States.
a
For profits resulting from material purchased from
an unrelated company for resale without further
processing, the portion from sales, consumption or
disposition inside the country of incorporation is
non - taxable. The portion of profits from sales outside the country of incorporation to unrelated
persons is non - taxable, the remainder (sale to related companies outside the country of incorporation) is taxable. (Base company income)
It is here that good tax management comes in to
play since it is essential that the various exceptions
are properly applied. It is particularly important that
income not subject to United States taxes be properly
reported to the parent so that exemption from taxes
with respect to foreign income be obtained. Most
multinational companies have designed special forms
where detailed breakdowns of base company and
non -base company income are shown. It should also
be noted that foreign taxes paid by CFC's may be
offset against the United States tax when the earnings
of the CFC are subject to the United States tax, and
that the total taxes can be further reduced by a minimum distribution of dividends from CFC's to the
parent company.
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Good T a x M a n a ge men t Is E s s e n t i a l
Because of the very far reaching effects that information submitted by CFC's to their parent companies
have, it is mandatory that the tax papers and tax
receipts be verified by someone not connected with
the actual preparation. Additionally, attention should
be given to how the foreign taxes themselves are
handled. It is interesting to see that profit planning,
the establishing of short -term and long -term cash fore47

"'Most
industrialized
countries have
concluded
double
taxa tion
treaties with
other
countries."

casts, and the generation of source and application
of funds statements have become some of the most
time consuming key functions of controllers and
treasurers. All expansion programs depend on these
estimates. It is therefore surprising that one of the
avenues which some large international companies still
tend to treat rather lightly is taxes. It is evident that
an international company requires constant exchange
of information between parent and subsidiaries to gain
the advantage of any possible legal tax benefits which
can be ascertained and included in the overall tax
planning.

International Taxes
It is virtually impossible for any person to know
all of the tax laws. An American company operating
in all States will be subject to every Federal, State
and local taxing jurisdiction. A small country like
Switzerland "enjoys" 25 different cantonal income tax
laws and one Swiss Federal income tax law. Nevertheless, the tax laws of some countries show a certain
similarity, but only on a very broad basis. Any attempt
to put the various countries into groups is therefore
very difficult and the results would be very debatable.
Moreover, it depends upon which aspect the grouping
is made, since the tax systems of some countries may
show similarities but vary widely from the legal point
of view. The following are some possible though incomplete groupings:

Luxemburg
Netherlands
United Kingdom (and most British Commonwealth
countries)
United States
Corporation taxes are levied
at two different rates, i.e., depending on whether profit
is distributed or retained, in each of the following two
countries:

SP L I T TAX RATE SYS TE M .

Austria
Germany
Corporation taxes
are levied at one rate and imputed credit is granted
to the shareholder in the following countries:
TAX C R E D I T ( I M P UT A TI O N ) SYS TE M .

France
Belgium
United Kingdom (beginning April 1, 1973)
Germany (intends to switch in 1974)
The corporation tax rate
depends on the yield on capital employed (the higher
the capital, the lower the tax rate). This system is
in use in Switzerland.

YI E L D O N CAP ITAL SYS TE M .

LEGAL GROUPING

ASSESSMENT GROUPING

The following countries have similar
assessment methods:

G L O BA L M E T H O D .

Group a
Austria
Belgium
France
Germany
Luxemburg
Netherlands

income at normal rates in the following countries:

Group b
Denmark
Norway
Sweden

The tax laws of various European countries were
greatly influenced by private law. Certain Anglo-Saxon
regulations, e.g., the taxing of worldwide income and
the granting of foreign tax credits were established
in order to avoid double taxation. Thus, they have
an impact on International taxation. In general, however, they may be grouped as follows:
Continental European
Anglo -Saxon
Iberian

SC H ED ULA R M E T H O D .

The following countries differentiate between various kinds of income:

Local Tax Problems

Greece
India
Italy
Spain

t h e sa m e si n c e t h e y a r e t r u l y o f a n in te rn a ti on a l na tu re . So me o f th e fol lo wi ng sit u a ti on s wil l, t he re fo re ,
a lwa y s c on fro nt the t a x ma na ger.

A number of local tax problems are fundamentally

DOUBLE T AXAT ION T REAT IES

The United Kingdom employs its
own schedular assessment method (Schedules A to
F —with different cases under Schedule D).
BR I TI S H M E T H O D .

W O R L D W I D E ( U N L I M I TE D ) M E TH O D .

The United States

employs the worldwide method.
Switzerland exempts under certain
conditions income received by a holding company
from its subsidiaries.
LI M ITE D ME TH O D .

Most industrialized countries have concluded double taxation treaties with other countries. A number
of advantages can be gained by properly following the
regulations contained in the treaties. Under certain
conditions the withholding tax on dividends can be
partially returned to the payee. It is, however, to be
observed that the processing of claims for such returns
by the tax authorities takes some time and it is therefore, essential to lodge any such claim at the earliest
possible date. Much bank interest can be gained if
the claim is speedily processed.

FISCAL GROUPING

Corporation taxes are levied at a
single rate. Dividends are then taxed as shareholder's
CLASSICAL SYS TE M .
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MERGERS AND ACQUISIT IONS
OF FO RE IG N C OM PANI ES

Mergers and acquisitions (also restructuring) usually
MANAGEMENT ACCOUNTING /FEBRUARY 1973

require a ruling for exemption of United States taxes.
Exemption from local taxes can sometimes also be
obtained as long as it can be proved that the transaction was in the interest of the local economy (e.g.,
Germany, Spain). Sometimes past losses can be carried
forward to future tax periods if the merging company
will continue to manufacture the products of the
absorbed company.
LEGAL ST RUC T URE OF LOC AL FO REIGN
COMPANY

In certain countries, or in a particular type of industry, it might be preferable to operate through the
vehicle of an American branch. This is particularly
true where there are considerable start -up expenses
and where it is very doubtful whether a reasonable
return on investment can be obtained within the next
five years or so, but where nevertheless, for technical
or prestige reasons, an operation must be opened.
Losses can sometimes be written off directly in the
books.
CAPI T AL ST RUC T URE OF A CFC

In a number of countries there are rules requiring
companies to keep their capital investment equal to
a certain ratio with respect to indebtedness. If it is
contended that there is "thin capitalization," then the
difference will be treated as hidden capital and might
be subject to a capital stamp tax of one or two percent.
In some countries this consideration is not even
brought into account when the capital investment is
actually increased by new capital injection. In these
cases the stamp tax is automatically levied.
In some countries (e.g., Germany) there are also
specific rules requiring an increase in capital when 50
percent or more of the paid -in capital has been lost
through operational difficulties. In addition, Germany—to quote one example —has a split tax rate. The
distributed earnings are taxed at a lower rate than
non - distributed earnings. However, this benefit is
partly lost due to the fact that on capital conversion
of retained earnings there is no stamp tax whereas
on cash injections there is.

authorities will not effect cash refunds but credit the
excess to future tax liabilities.
INTER - COMPANY PRICING
Inter - company pricing (Section 482) and related
matters should also be verified since the tax authorities
of most major countries pay special attention to arm's
length transactions for inter - company sales as well as
inter - company services. It is, therefore, mandatory that
the setting up of international service pools which
render know -how for technical service, data processing,
systems work, site planning, etc., must be of ultimate
and direct benefit to the respective local organization.
The criterion is usually that pooling of resources and
brains results in improved production, increased sales,
better efficiency and avoidance of trouble when starting up a new plant.
It is obvious that the streamlining of work will
benefit, not only the respective local company by
increasing its efficiency, but ultimately the local tax
authorities will benefit since usually more profits are
generated by the taxpayer if better methods are introduced. Needless to say that documentation, time
records, etc., of service pool staff should be available
at the offices of the company rendering the particular
kind of service. The allocation of the charges is usually
made on actual cost basis plus a mark -up of five to
ten percent and the proportionate shares depend on
the individual sales, accounts receivables, number of
personnel and other allocation factors. The allocation
of charges should be verified by an independent auditor since most tax authorities will insist on proof that
service was given at arm's length and that it was also
a bona fide one.

"In most
countries,
taxes must be
paid in
advance."

PROVISIONS TO RESERVES
WH IC H ARE NO T T AX EXEM P T E D

It is not unusual for various reserves (e.g., reserve
for severance pay or staff indemnities) to be set up
with provisions which are fully taxable. Permanent
records should be kept of these taxed reserves since
a second tax might have to be paid.
ROYALT Y AGREEMENT S

TAX PAYMENT S

In most countries, taxes must be paid in advance.
Usually the payments must be made on a quarterly
basis. The first payment on account is normally based
on the preceding year's results. It is very important
that the payments properly reflect the company's
approximate liabilities on the year -to -date taxable
profits. If this is not the case, i.e., if the company
makes payments on account which are based on a lower
earned profits for the preceding year, then, apart from
the additional tax which will be due, there will be
interest and fines to be paid.
In certain countries there is a very close coordination
between sales tax authorities and the income tax people. Any increase in the payment of sales tax is usually
reported to the income tax people who are thus aware
of these substantial changes. It is obvious that the
reverse might also happen, inasmuch as the current
results may not correspond to the preceding year's
results. In which case, the recovery of excessive payments is usually very time consuming. Also, some tax
MANAGEMENT ACCOUNTING /FEBRUARY 1973

Frequently royalties that are payable by a licensee
to the licensor are reduced by a value added tax. This
procedure is usually caused by an oversight of the
licensee who is not aware that he should pay the full
amount. The amount which he will have to pay for
the value added tax is a creditable item and will be
considered as being a prepayment for his value -added
tax liabilities and constitutes no additional cost.
T AX UNIT Y

The full integration beyond the border depends on
three criterions: financial integration, economical integration, and managerial integration. Only if all three
points can be proven is there a chance that the parent
or other related company can offset the value -added
tax paid by one of its related companies as a prepayment of tax paid by the local company.
TAX DECLARAT IONS

Tax declarations must always be reviewed properly.
It is not unusual that a company might have declared
49
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the tax

manager
should
preferably
work with a
checklist . . . "

too little which will later result in not only heavy
taxation, but most likely there will also be interest
and possibly fines levied. If a company has declared
excessive fiscal profits, e.g., by adding back reserves
already taxed, etc., it will have difficulty obtaining
credit or a refund of the excess paid. In some countries
it may take as much as three years to receive either
a credit or a refund.

Conclusion
Proper planning is necessary and this must be done
in close concert with the top management. Therefore,
the tax manager, should preferably work with a check
list, such as the following:
1. Request tax projections from the respective controllers whereby the non tax - exempted items
would be enumerated. Likewise timing differences
due to accelerated depreciation, etc., should be
shown.
2. Management should work out some minimum
dividend distribution plan so that at year -end the
group of companies can take advantage of any
United States tax concessions.
3. In a less developed country it might be preferable
to operate through a less developed country corporation (LDCC) in order to qualify for a much
lower effective United States tax rate.
4. Find avenues for bona fide reduction of the taxable profit (accelerated depreciation, inventory
write -offs, etc.).
5. Check the local company's tax declarations.
6. Examine the local tax assessments and advise

7.
8.

9.

10.

11.

12.

management of the non deductibility of certain
items so that corrective measures can be taken.
Verify that unjustified tax assessments are contested.
Verify that all relevant papers (tax returns, etc.)
and tax receipts (photocopies) are forwarded to
the parent company in order to obtain foreign
tax credits.
See that the American management is cognizant
of major changes in local tax legislation so that
corporate policy, as e.g., for future investments,
cash flow, dividend remittances, minimum dividend distribution, etc., can be formed accordingly.
See to it that local personnel discharge their tax
liabilities properly since in many countries the
employer will be held responsible for the employees' personal tax liability.
See to it that value -added tax credits are fully
taken up as advance payments as long as the tax
is incurred within the group members. Related
companies —but domiciled outside the EEC —can
under certain conditions debit the value added
tax to a related company which is domiciled in
the respective country where the value added tax
arose. The local company can then utilize this
debit as an advance payment toward its own value
added tax liability and thus grant a credit to the
related non - resident company.
Check the variance if the effective tax rate of
a CFC differs much from the official average rate.
Perhaps some special investment benefits were
deducted from the tax payments and no entries
were made for the timing differences.

BUSINESS COMBINATIONS: POOLING OR PURCHASE?
Continued from page 46
of the difficulty of its determination or its intangibility, goodwill does exist, and therefore, in some manner
it ought to be accounted for if one is paying more
than the fair value of an asset (in this case, an entire
company is being considered an asset). In the purchase
method the recognition of goodwill is permitted; yet,
there is a problem of amortization and the amount
of goodwill to be recorded.
"Accounting for Goodwill, ARS No. 10," states four
fairly specific treatments for the asset. They are briefly:
(1) retain the cost indefinitely, (2) retain the cost but
permit amortization, (3) retain the cost but require
amortization, and (4) deduct the cost of goodwill from
stockholders' equity at the date of acquisition.' Amortizing the future superior earning power seems preferable to charging it to stockholders' equity or leaving
it on the books indefinitely. another reason for non amortization, is that the "goodwill value is not con smned or used to produce earnings in the same manner
as various property rights." ` This is totally inappropriate, since few assets, if any, really depreciate, deplete, or amortize in the same manner. Goodwill may
thus be misconstrued to be the perfect asset. In other
words, it does not lose value through the passage of
50

time. If this were so, it would be the "ideal" asset
in which to invest. Actually, it does lose value over
a period of time even though the period cannot be
precisely spelled out.

Conclusion
The accounting methods for combinations are
definitely weak and need to be strengthened. Until
the profession begins to review some of its practices
it is doubtful that financial statements present the
truest picture possible to the reader.
The pooling of interests method, due to its fundamental but irrational justification for existence,
should be eliminated. Its only "advantage" is that it
lets a combined company show a larger income because
expenses, such as depreciation, are based on very conservative historical costs rather than the real cost. If,
for example, the assets of the acquired company were
revalued, most likely upwards, the depreciation expense would be greater, current income would be
lower, and therefore, taxes paid would be lower. The
accounting profession should be concerned with accurate financial reporting as a whole and not over emphasize tax considerations.
' APB Opinion No. 17, "Intangible assets," AICPA, New York, 1970, pp. 336337.
' Ibid.. p. 337.
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Books

FOR THE MANAGEMENT ACCOUNTANT

COST ACCOUNTING: ANALYSIS AND CONTROL
Third Edition

cable internal control features, auditing principles, standards and
procedures, concluding with financial statement consideration for
proper and adequate disclosure in reporting.

Gordon Shillinglaw
Richard D. Irwin, Inc., 1818 Ridge Rd., Homewood, 111. 60430,
1972, 789 pp., clothbound, $16.35.

MANUAL OF COST REDUCTION TECHNIQUES

The author's goal in this third edition revision is to emphasize
the universality of cost accounting concepts. Major changes include
a new chapter dealing with the behavioral aspects of budgetary
planning and reporting systems and a major expansion of the
coverage of short -run optimization models. Included in CMA
examination reading list.

Magnus Radke

READINGS IN COST ACCOUNTING BUDGETING
AND CONTROL

McGraw -Hill Book Co., 1221 Avenue of the Americas, New York,
N.Y. 10020, 1972, 259 pp., clothbound, $15.00.
This work is conceived as a basic guide, offering suggestions and
methods useful to the managements of firms about to introduce
systematic short term cost reduction. It is intended as a work
programme for division managers and cost reduction executives.

Third Edition

MANAGING THE RESOURCE ALLOCATION
PROCESS

William E. Thomas, Jr.

Joseph L. Bower

South - Western Publishing Co., 5101 Madison Rd., Cincinnati,
Ohio 45227, 1968, 879 pp., clothbound, $9.15.

Division of Research, Graduate School of Business Administration,
Harvard University, Soldiers Field, Boston, Mass. 02163, 1970, 363
pp., clothbound, $8.00.

A compilation of readings in cost accounting and budgeting originally sponsored back in 1955 by the American Accounting Association with the present editor. The criteria for selection of the articles
were quality and coverage.

Four case histories, following investment projects from their inception deep in the organization to a final decision by the corporation's top management, constitute the core of the study. They
provide unique insight into the forces that shape the resource
allocation process in action.

BENEFIT COST ANALYSIS 1971
Arnold C. Harberger et al., Editors
Aldine - Atherton, Inc., 529 S. Wabash Ave., Chicago, Ill. 60605,
1972, 485 pp., clothbound, $20.00.

HANDBOOK OF MODERN OFFICE
MANAGEMENT AND ADMINISTRATIVE SERVICES

Carl Heyel, Editor -in -Chief
This book represents the first attempt to provide an annual volume
in benefit cost analysis. The authors have collectively attempted McGraw -Hill Book Co., 1221 Avenue of the Americas, New York,
to choose some of the most significant and relevant work of 1971. N.Y. 10020, 1972, 1172 pp., clothbound, $29.50.
A comprehensive handbook providing broad reference and practical information on such subjects as: planning and scheduling
GRANTS ADMINISTRATION
office work, hiring, training, deployment, office work measurement,
and standards.
William Willner and Perry B. Hendricks, Jr.
National Graduate University, 1630 Kalmia Road N.W., Washington, D.C. 20012, 1972, 278 pp., clothbound, $12.50.

1972 -73 DIRECTORY OF OFFICE SALARIES FOR
This volume has been prepared to offer assistance in the diverse U.S. AND CANADA
field of grants and contracts with federal agencies, but it may
Administrative Management Society, Willow Grove, Pa. 19090,
be equally useful with state, county and city governmental agencies
1972, 40 pp., paperbound, $30.00.
as well as with other non -profit institutions and foundations. While
the grantee is the principal point of focus, the grantor has not This survey presents weekly salary data for 12 clerical jobs and
7 data processing jobs considered to be the most common for
been ignored.
all types and sizes of companies. It is based on salary rates in
effect Feb. 2, 1972.

BASIC AUDITING PRINCIPLES
Fourth Edition

MANAGING EDUCATIONAL COSTS

Arthur W. Holmes and Wayne S. Overmyer

Philip H. Coombs and Jacques Hallak

Richard D. Irwin, Inc., 1818 Ridge Rd., Homewood, 111. 60430,
1972, 434 pp., clothbound, $14.65.

Oxford University Press, 200 Madison Ave., New York, N.Y. 10016,
1972, 288 pp., clothbound $7.50, paperbound $1.95.

This book provides a relatively short course in auditing. To show
the terminal visible audit product, an audit report is presented
in the first chapter. Each chapter presents audit objectives, appli-

The aim of this book is to provide those directly responsible for
managing education with a clearer understanding of the nature
and behavior of educational costs in relation to educational results.
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NAA TESTIFIES
ON FORECASTS
Committee On Management Accounting Practices Tells SEC Hearings
That Forecasts Should Be Permitted, But Not Required, In Financial Statements
Because Of The Many Problems Inherent In The Process

The National Association of Accountants, through its
Committee on Management Accounting Practices,
presented its position to the Securities and Exchange
Commission on the matter of including Forecasts in
company financial reports.
The SEC conducted public hearings on the subject
for approximately three weeks. On December 12, 1972,
Dudley E. Browne, Chairman of the MAP Subcommittee on Forecasts, testified before the Commission.
Mr. Browne, who is a consultant to (and former Senior
Vice President of) Lockheed Aircraft Corporation,
stressed that, because of the multiplicity of problems
which are inherent in the process, the SEC should
not require management's inclusion of forecasts in
financial statements. For the benefit, however, of
those companies whose managements believe themselves capable of presenting forward estimates with
reasonable expectation of accuracy, and who consider
such information to be significant to interested parties, the SEC should relax its present rules and permit
discretionary use of forecasts. Other members of the
MAP Subcommittee on Forecasts are Robert f. Dona ehie, E. W. Kelley, and Robert A. Morgan.
The following "Statement to the Securities and
Exchange Commission Regarding Forecasts," which
was submitted to the SEC prior to Mr. Browne's oral
presentation, contains the official views of NAA.
In regard to the publication of forecasts, the Committee on Management Accounting Practices, speaking
for the National Association of Accountants, wishes
to reiterate and expound upon its position previously
put forth to the American Institute of Certified Public
Accountants Accounting Objectives Study Group.
We believe that certain forecasts, or forward estimates, are desirable in some circumstances, and encourage their discretionary use at the option of manMANAGEMENT ACCOUNTING /FEBRUARY 1973

agement where the likelihood of materially misleading
the reader is not great. Corporate managements have
a clear responsibility, as stewards of business enterprises, to think in terms of future direction, and plan
accordingly. In this respect, forecasting of future activity assumes an importance second to none in the
managerial process.
Because forecasts and projections of various kinds
are prevalent throughout the business and financial
community, and some are utilized by certain groups
in making investment decisions, there would seem to
be little conceptual justification for not including
pertinent forecast data in financial reports. It is in
this light that we have stated that the publication
of forward estimates of material aspects of the company with statements of the basic underlying assumptions is highly desirable, but at the discretion of management. However, before a mandatory requirement
should be imposed, significantly more study and research work needs to be done. NAA's research studies
relative to planning, budgeting, and the like have been
directed toward internal management functions. In our
opinion, forecasting for the benefit of outsiders involves many practical difficulties which require careful
consideration prior to requiring the mass of American
industry into a course of action for which many may
not be ready.
Some of the areas which we believe need further
study are the following:
(1) Format should we talk in terms of revenues, expenses, cash flow, earnings per share, etc.? If we
wish to minimize problems and still provide readers
with information of value, it would probably be best
to think more in terms of "trends" and "ranges"
than to attempt greater precision.
(2) Disclosure of Assumptions—it would appear that
full and open disclosure of all relevant underlying
53

"The extent of
practical
problems
created by a
forecasting
requirement
must be
recognized."
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assumptions is necessary for presenting forecasts in
a meaningful manner. Of even greater concern is
whether a user of a forecast will retain the information relating to underlying assumptions. The importance of assumptions lies in the knowledge that
deviations therefrom signify a need for forecast
revision. An obvious difficulty in this process is the
likelihood, in some cases, of thereby disclosing potentially damaging information to competitors
about new product development, marketing and
pricing strategies and other such data usually considered to require confidentiality.
(3) Time Period what time period should the forecast
cover? What criteria is appropriate in terms of
acceptable accuracy? How does the time period
relate to the product cycle? It is, of course, true
that the longer range used for the forecast, the
greater the potential for error and, in the long run,
the greater will be the error factor.
(4) Revisions—with what frequency should forecasts
be reviewed and updated, and how does the product
cycle affect the timing of revisions? Frequent
changes would probably be confusing to a reader,
and yet, changing circumstances might demand revision for the forecast to have any real value.
The question at hand is whether forecast information directed toward investors, or potential investors,
is the logical derivative of a mechanism utilized principally for guidance of business managers. A differentiation should be recognized between management's
function of taking business risks in guiding operations
on the one hand, and the investor's role in appraising
investment risk. In the latter situation, it might well
be considered that management's historical record is
of greater value than its ability to prognosticate. It
is certainly true that forecast information is available
and forms the basis of many investor decisions. In
many situations, the forecasts are prepared by outsiders
who speculate based on data supplied by management.
In other cases, corporate management has, through
the media, hazarded a guess as to earnings. In neither
instance is the same ring of authenticity accorded these
forecasts as would be to those made by detailing
revenues and expenditures within the framework of
an annual report or SEC filing. In the former instances,
there is, or should be, an understood element of risk
in acceptance of the forecasts.
The extent of practical problems created by a forecasting requirement must be recognized. The range
of accuracy would vary widely depending upon individual competence and characteristics of the company,
industry, and type of market, as well as the current
economic circumstances surrounding the company and

its industry. Furthermore, these capabilities are constantly changing. A large organization with a stable
market would undoubtedly perform better than a
company which has not achieved a level of maturity,
and is concerned, perhaps, with future actions of a
foreign government. Similarly, a monopolistic situation, such as exists with a utility, would create less
of a problem than a monopsony (one buyer with many
sellers) such as in government contracting. Disclosure
of all relevant assumptions not under management
control could produce estimates so fraught with error
potential as to be virtually meaningless. Despite wishes
to the contrary, the possibility always exists that estimates within acceptable ranges cannot be made
within a desired level of probability.
From a behavioral viewpoint, presenting forecasts
could well foster, on the part of management, a tendency to take actions which would be contrary to the
best interest of the organization solely to come out
on target. Requiring a forecast, in many cases, would
not only create hardships, but would ask for that
which, of necessity, is of dubious value at best and
in fact may be misleading to the reader.
Another matter of concern relates to the very nature
of financial accounting. It should be generally understood that historical financial statements contain estimates and sometimes arbitrary allocations, representing the informed judgment of management. A
danger inherent in the usage of forecasts might be
an inclination by unsophisticated readers to lose sight
of the subjective aspects of the financial statements
because of the emphasis on estimation in the forecast.
To conclude, we think that in certain instances,
when management has significantly better than usual
expectations of excellent foresight, when all basic
underlying assumptions are recited, and when management believes information of this nature is particularly
important for an investor to make an informed decision, only then should forecasts be included in financial reports. The degree of sophistication in accounting
practice has come far over the years, but, in our opinion, has not reached the point at which forecasts
should be made mandatory. We do believe the current
restriction should be relaxed, thereby permitting the
use of forecasts, if desirable. We do not believe that
those forecasts which are incorporated in reports
should be attested to by independent public accountants for all the reasons noted herein. We believe such
attestation would be so limited, and that the possibility of the users' misunderstanding so great, as to
indicate that attestation could lead to greater loss of
confidence therein than any correlary increase in reliability in the forecasts.
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ELECTIONS '72
Mid - Missouri's 'Kit' Bond, Who Was Elected Governor Of His
State, Leads List Of NAA Members Who Ran And Were Elected
To Public Office, According To Association Survey

The youngest governor ever elected in Missouri and
its first Republican Governor in 28 years, Christopher
S. Bond, 33, set a number of records as a result of
his successful race for the state's top executive post.
Mr. Bond, a lawyer, was elected state auditor in
1970. The same year he joined the National Association of Accountants, affiliating with the Mid - Missouri
Chapter.
Although he was elected to the most prominent
office in 1972, a number of other members also were
elected to offices at the state and municipal levels,

according to a survey by MANAGEMENT ACCOUNTING.
At least four were elected to their state legislatures,
while other public- spirited members. ran for offices
ranging from seats on the city council and board of
education to county commissioner.
The commitment to public service demonstrated
by the members who won their races, and also by those
who lost theirs, is not unusual for NAA'ers. For many
years accountants and others affiliated with local
chapters have been very active in community affairs,
often as a result of their membership and the incentives in the chapter competition. However, one has
to look no further than a general willingness to help
their communities to find the common root for the
involvement of members in public affairs.
In pulling off his record victory, Governor Bond
had help from President Nixon's landslide vote in the
State of Missouri. But much of it was also due to
his own appeal. Young, articulate and handsome, "Kit"
Bond stressed the need for new faces and a change
in the government of the state. "There is one overriding issue in this campaign." he told voters. "Who can
bring real change to Missouri's state government ?"
During his campaign, he called for a strong Civil
Service, a code of ethics for state officials, and strict
controls on lobbyists and campaign spending. As one
of the newest and youngest governors in the Republican party, he will be closely watched and evaluated
for possible national office.

'Elect an Accountant'
Wayne H. Traub, who won a two -year term as
county commissioner, minced no words about his
MANAGEMENT ACCOUNTING/FEBRUARY 1973

Candidate "Kit" Bond, a member of Mid Missouri Chapter, campaigns for the governorship.
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Elections 1972
OF FICE

Christopher S. Bond
John Cox
Joseph Dennis
Steve T. Grammen
Albert J. Hanson

Governor
State Senator
Councilman
Board of Education
Councilman—
Hightstown
James P. Irwin
City Auditor—
Martins Ferry, Ohio
Vincent Moore
State Senator
Raphael J. Musto State Representative
Robert D. Reisman Trustee—
Irvington, N.J.
Donald F. Smith
School Board Member
Edward Smith
Board of Education
Wayne H. Traub
County Commissioner
Caesar Trunzo
N.Y. State Senator
E. Jack Umland
City Councilman
Ralph Ziegler
Treasurer—
Carrollton Township

CHAPT ER
Mid - Missouri
Bangor- Waterville
North Jersey Shore
Wheeling
Princeton
Wheeling
Wichita
Pennsylvania Northeast
New York

REISMAN

Daytona Beach
Columbia
Lansing - Jackson
Long Island
Mpls.— Northstar
Saginaw Valley

background. At the bottom of his campaign flyer is
the exhortation, "Elect an accountant to the board."
In addition, at the top of his list of accomplishments
and other relevant data is the phrase "Understands
Finance, Taxation."
Did this emphasis on his financial experience contribute to his election? Mr. Traub is not sure but it
did put his opponent on the defensive because he felt
compelled to protest that a financial background was
not required for a county commissioner. Mr. Traub,
treasurer of Lee Stamping & Machine, Inc., was asked
by the local party committee to run for the office
even though he had never run for a public office
before. He is currently serving as treasurer of the
Lansing- Jackson Chapter.
Mr. Traub will be one of 15 county commissioners
who run Hillsdale County in Southern Michigan. The
county board holds two meetings a month, Mr. Traub
said, but each commissioner is also assigned to one
or more committees, so he looks forward to spending
quite a bit of his free time on county business. "It
will be very interesting," he says. He would like to
serve on a committee dealing with either budget or
taxation but committee assignments are made on the
basis of seniority and not on the basis of proficiency
or experience in a particular area.
The three NAA members elected to the upper houses
of their state legislatures are Vincent Moore of Wichita
(Kansas) Chapter, John Cox of Bangor - Waterville (Maine)
Chapter, and Caesar Trunzo of the Long Island-Suffolk (N.Y.) Chapter. Mr. Moore was reelected to a
two -year term in the Kansas legislature.
Although he served eight years as councilman of the
Town of Islip on Long Island, Mr. Trunzo has never held
a state -wide office before. He won election as New York
State senator in his third campaign for the post. His
involvement in government and community affairs first
started when he moved to Brentwood, Long Island, according
to the new state senator. "Community service just naturally
flowed into politics;' he says.
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HANSON

TRAUB

TRUNZO

At one time he held a financial position in a local
corporation, and at the same time served as a councilman for the town of Islip. When this office was
changed to a full -time position, he had to make a
decision whether to continue in private industry or
pursue a budding political career. "I'm not sorry I
made that decision," he noted in recounting his choice
of public service.
When he campaigned early last year, he could boast
a long list of accomplishments and service in community organizations. For example, he was treasurer of
the Brentwood Youth Activities, treasurer of the
Brentwood Little League and is still treasurer of the
Islip Town Republican Committee. He also belongs
to several community, fraternal and church - related
organizations.
Welfare reform and tax reform were two of the
issues Mr. Trunzo campaigned on, but he also interested in issues such as recreation and conservation.
He would prefer to serve on the Committee on Finance when he goes to Albany in order to put his
financial background and training to good use.
is

NAME

One Night a Week Plus . . .
"Much to my surprise I've enjoyed it thoroughly,"
Albert J. Hanson says when asked about his election
as councilman for the borough of Hightstown, N.J.
Mr. Hanson, who is assistant controller with McGraw Hill, Inc., was asked by his local party to run for the
office. He was asked to run primarily because of his
financial background since the vacant spot had been
held by the councilman in charge of budget and finance.
Initially, the post will take at least one night a week
of his time, Mr. Hanson says. But during the early
part of the year when the budget is being put together,
Continued on page 58
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THE GAMES
ACCOUNTA
PLAY
With Magnifying Glass And Trenchant
Prof. Briloff Dissects The Anatomy Of
Financial Reports; Finds 'Hot Pants' Ac
And 'Inflated Bosoms'

A balance sheet is very much like a bikini bathing
suit. What it reveals is interesting; what it conceals
is vital.*
If there was a contest for the "Ralph Nader of the
accounting field," a slim, unassuming —but outspoken— professor from the City University of New York
would win it hands down. And you can be sure if
the final tabulations in the contest did not check out,
someone would speak up —Dr. Abraham J. Briloff
himself.
In his new book, Unaccountable Accounting,* Dr.
Briloff analyzes some recent company fiascos and
spotlights the role the auditors played. It is Professor
Briloff's thesis that accounting is going through an
identity crisis because in a number of celebrated instances the auditors did not blow the whistle on their
client companies. He faults accountants on two counts:
for not making sensible rules for the game and for
not rationally interpreting principles already promulgated.
Most businessmen will recall the examples he cites
in his indictment of the accounting profession. Those
who read Barron's National Business and Financial
Weekly regularly will recognize some of the material
here and the breezy acerbic style of the author. In
a series of articles for the financial weekly in 1968
and 1971, Dr. Briloff zeroed in on some of the questionable practices of companies who had found a gap
in GAAP. Specifically, he took aim at the conglomerates, home - building industry, the leasing industry
and land developers.
The pooling ploy has passed its heyday but the
author shows how it was done at the height of the
conglomerate frenzy. Dramatic improvements in the
* Abraham J. Briloff, Unaccountable Accounting. Harper & Row, New York,
1972. $9.50.
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company's operations could be shown just by including
earnings of the companies acquired during the year
and comparing them with results the year before the
conglomerator pooled. It worked for awhile, but then
many people— including Author Briloff and the
SEC — started blowing the whistle.
Another innovative bit of accounting noted by the
author is that of leasing companies. They inflated
income by picking up manufacturing revenues immediately despite short -term leases, the expenses involved
in re- leasing or selling the equipment, idle capacity
and other considerations.
The name of the game was earnings per share and
before the bottom fell out, a number of companies
excelled at it. The author mentions names and figures.
He has done his homework well and when he concludes
"The Emperor has no clothes," often as not he is right
on the mark.
The burden of the responsibility for such distortion
of accounting lies not with company managements —whom Dr. Briloff seems to expect to take
advantage of every loophole —but with the CPAs who
attest to the "fairness" of the statements. A CPA
himself, Dr. Briloff has jousted with the companies
involved and even with the former top rule- making
body of the profession —the Accounting Principles
Board. At one time, he was a co- defendant in a multimillion dollar suit brought by a company which he
wrote about.
A considerable knowledge of accounting and a
penchant for footnote - reading are. prerequisites for
reconstructing some of the earnings reports. As Dr.
Briloff points out, even some professional accountants
57

"Lift up your
eyes from
bottom line,"
he tells
analysts.

are unable to understand all the ramifications of some
corporate financial statements.
But with an elan and color that belies the public
image of fusty accountants and accounting, Dr. Briloff
takes some financial reports apart and puts them back
together. Here's a sampling of the chapter headings,
illustrating a style which will help give the book a
greater exposure than if it were written in turgid
acadenlese: "Alice in GAAP Land," "A Look at Some
Inflated Bosoms and Big Busts," "A House Is Not
a Home."
In a final chapter, "Quo Vadis ? ", the author offers
to the groups involved in financial reporting some
prescriptions for corrective action. He suggests unless
investors, analysts, businessmen and accountants understand the implications of the crisis, "there is little
hope for the survival of the corporation as a form
of private enterprise." Challenging the accounting
profession, he insists that "they must share with man-

agement the transcendent commitment to the total
society and to posterity; they must manifest a realization that they are professionals, hence with the
presumed commitment to an advancing body of
knowledge, and a commitment to service —and thereby
forswear the coloration of a trade profession." The
march of events has rendered academic a number of
recommendations directed to the American Institute
of CPAs and the Accounting Principles Board, which
of course has been superseded by an entirely new,
independent structure. He also refers to NAA as one
of "the leading spokesmen for my profession."
What Dr. Briloff is doing is sounding a call to
integrity to accountants in public practice and in
corporate offices. As such, this book deserves careful
reading and pondering. The crisis may not be as deep
and wide as the author believes, but the problems
exist and, as a result, an upheaval is going on in
financial reporting. This book helps to show why.

DR. BRILOFF: CONSCIENCE OF ACCOUNTANCY
One of t he most controversial men in the field of
accounting, Dr. Abraham J. Briloff has been described
variously as the "Conscience of Accountancy" and the
"Avenging Angel of Accounting." The targets of his
caustic criticism, of course, tend to refer to him in
less printable terms.
Dr. Briloff first received widespread attention when
he drew the eyes of security analysts to the shenanigans
going on in pooling -of- interest accounting by conglomerates. In a speech before the New York Society
of Security Analysts in January 1968, he discussed the
distortions of pooling as exemplified by Litton Industries. The speech brought little attention until almost
two weeks later when Litton announced its second
quarter earnings would drop by a large percentage.
Almost overnight, his career as gadfly to the accounting world bloomed and with courage and gusto he
has pursued it ever since.
A favorite speaker before the security analysts, Dr.
Briloff recently appeared before the Society in connection with the publication of his new book, Unaccountable Accounting. He was in top form, inveighing
against the dubious accounting practices of leasing and
land development companies.

With his right hand sweeping out to make his points,
he traced the tortuous financial manipulations of a
"growth" company. Enlivening the speech with a dry
irony and humorous metaphor, he used such phrases
as "lo and behold," "incestuous circumstances," and
"how could this be ?"
A CPA himself and a professor at Baruch College,
City University of New York, Dr. Briloff is highly
critical of auditors and even of the American Institute
of CPAs itself. Despite his constant barrage of criticism, however, it is obvious that he loves the field
of accounting and wants its practitioners to maintain
the highest standards of ethics. He exhorts security
analysts to "lift up your eyes from the bottom line"
and "know much, much more about accounting." He
belives that accountants, especially auditors, will be
more careful in the future if the analysts point out
doubtful accounting practices to the companies involved. "The burden is for you to say this won't go
on any more or any further," he told the analysts.
Perhaps the major tenet of this accounting iconoclast is capsuled in one of his favorite remarks: "What
is wrong with my profession is not so much accounting
principles but the principles of accountants."

ELECTIONS '72
Continued from page 56
council members devote a proportionally greater
amount of time to township affairs.
A member of the Princeton Chapter, Mr. Hanson
is interested in Hightstown's recreational program and
in helping solve a growing problem of most growing
communities — traffic. Another big local matter is education, and resolving the conflicts— monetary and otherwise —will take up a big slice of his three -year term
as councilman.
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If anyone knows the value of time — surely it is an
accountant. Almost daily he is involved with calculations of time value of money. Because of this appreciation, a willingness to devote private time to public
service gratis or for nominal compensation is all the
more noteworthy. The members listed above are only
illustrative of the widespread public service contributions being made at present. Others have served at
public posts in the past and even more will serve their
communities, states and countries in the future.
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Chapter /Member News
A. L. CHAPMAN, Atlanta Central.
ELMER E. CHENOWITH, Washington.
HERBERT C. GRIMM, Atlanta Central.
WILLIAM D. HAMILTON, Des Moines.
ROBERT M. HANISCH, Raritan Valley.
HOWARD G. HAYES, Toledo.
BENEDICT A. HENN, Detroit.
HERBERT M. HOLMES, Hawaii.
CHARLES IHRIG, JR., Long Island - Nassau.
ROBERT LLOYD, Piedmont- Greensboro
past president.
RANDALL P. MACDONALD, Albany.
EUGENE B. MARTENS, New York.
RONALD G. NESTOR, Wheeling past president.
HENRY R. ORTOWSKI, New York.
CARL R. RANDOLPH, Lansing- Jackson.
GEORGE W. SWANSON, Essex County.
EDWIN WALKER, Erie.
HOWARD M. WOLCOTT, Cincinnati.
WALKER

Walker Is U.S. Steel President
Wilbert A. Walker, New York, has been
named president of the United States
Steel Corp. Mr. Walker, who has been
executive vice president since 1967, will
assume the new post on March 1. He will
also head the general administration committee.
A graduate of the University of Pittsburgh, Mr. Walker joined U.S. Steel in
1941. A CPA, he was elected in 1949 vice
president- accounting and director of the
former Carnegie - Illinois Steel Corp., a
subsidiary of U.S. Steel. He was named
vice president- accounting of the parent
company in 1951 and six years later was
promoted to vice president and comptroller. On September 1, 1970, he was
elected chairman of the finance committee. He has been a member of the board
of directors of the steel company since
December 1968.

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 in ten t o f this p rov ision of
the By -Laws is to recognize the debt which the
Association owes to members of long standing.

J.BERNARD BROWN, Louisville past president.
FRANK C. CAPISTA, Essex County.
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Promotions and New Positions
JOHN RITCHIE, Albany, is now financial
vice president of Mohawk Paper Mills.
PAUL COWIN, Butler Area, has been promoted to secretary- treasurer of Butler
County Mushroom Farm, Inc.
THOMAS E. FIRST, Cincinnati, has been
appointed treasurer and chief financial
officer for the E. W. Buschman Co.
JERRY LEE, Columbia, was recently elected
vice president and treasurer of Dixie
Radio Supply Co., Inc.
ANTHONY W. DEFRANCIS, Columbus, has
been promoted to secretary- treasurer of
Dynamic Security Life Co.... ALEX J.
GAAL was named controller of Suburban
Motor Freight. . . . THOMAS M. JORDAN,
JR., has been appointed vice president of
Citizens Capital Corp.... R. E. WINNER
was named controller for Bernardo Sandals, Inc.
NICHOLAS P. DASCALos, Dayton, was
named comptroller of Koehring Master
Division.
EMERY AUTHIER, JR., Detroit, has been
promoted to vice president of finance for
American Steel Corp.
WILLIAM KEANE, Essex County, has been
named financial planning manager for
Hoffman -La Roche.
MICHAEL P. HERMAN, Fort Way ne, Was
named treasurer - controller of Dietrich Industry.
BERNARD D. CARTER, Jacksonville, has
been named controller of Florida Publishing Co.

MICHAEL J.CONROY, Kn o x v ille , has been
appointed controller of the Berkline Corp.
ROLAND REED, La k e Erie Central, past
president, has been promoted to vice
president in charge of finance of Norwalk
Furniture Corp. . . . DENNIS SWITALSKI is
now controller at Central Security National Bank.
S. HALE WEGENER, Los Angeles, was
named vice president of professional services of General Appraisal Co., an American Appraisal Associates company.
PAUL WARREN, Louisville, has been promoted to assistant secretary of Glenmore
Distillers Co.
LARRY L. WALKER, Ma d iso n , has been
promoted to assistant controller for Ray O -Vac Div., ESB Inc.
SALVATORE G. PASTORE, Morristown, has
been appointed project manager for the
corporate development department of
Suburban Propane.

fi

FIRST
Cincinnati

CARTER
Jacksonville

ARTHUR DURFEE, Nashville, was recently
elected treasurer, Myers Truck & Caster.
MAURICE MAYO, N e w Ha mp sh ire , was
recently appointed corporate controller of
Ingersoll Rand Corp.
WILLIAM HOGAN, N e w H a v e n , has been
promoted to controller, Cerro Wire &
Cable Co., division of Cerro Corp.
THOMAS J.GIROIR, New Orleans, has been
promoted to assistant cashier of the First
National Bank of Jefferson Parish. lie is
the son of Philip L. Giroir, the late past
NAA vice president.
MELVIN M. PECHON has been named a
partner in the firm of Robbert, Favaloro
and Pechon.
CHARLES H. JEHLE, Oa k la n d County, was
named controller of Karam Bros., Inc. .
. . ROBERT J. MILLER was promoted to
treasurer of A. J. Etkin Construction Co.
DUDLEY SHEFFLER,Ohio- Western Reserve,
has been promoted to divisional controller
at Reliance Electric.
FRANK SALADIN, Ok la h o m a C i ty , was pro59

Raritan Valley, is now
with Alpha Metals as corporate controller.

moted to secretary- treasurer of American
Trailer, Inc.

LYLE ZIMMERMA N ,

, Orange Coast, has
been appointed vice president of business
development for General Appraisal Co.

RICHARD

Three St. Louis members have been
named at the Tretolite Div., Petrolite
Corp.

R O BE R T J. TO L T ZM A N

R. HOARE, Pennsylvania Northwest, was recently promoted to controller,
Penntech Papers, Inc.
HENRY

Piedmont - Greensboro,
has joined Miller TV Products as vice
president and controller.

R O B E R T BL A YL O C K ,

LEWIS G. IFFT, JR., Pittsburgh, has been
appointed general manager, systems, procedures and communications, Regional
Service Centers of U.S. Steel Corp.

Richmond, has
been named controller of Hamilton Paper
C o . . . . D A V I D M C K I T T R I C K has joined
James River Paper Co., as treasurer.
. . . K E N N E T H H . W I N S T O N , S R . , has joined
Carmine Foods, Inc., as controller.
A.

C A L A BR I A ,

D . BA G A TE L L E , Rochester, has
been elected to the board of directors of
Meson Electronics Co.... MARK KOIEN
was promoted to treasurer of Opic Corp.

WARR EN

J. R. MORRIS, Sabine, has been named
controller of Ideco Division— Dresser Industries.

N.

S TA N S BE R R Y

was

B . SC HRAND

ap -

WILLIAM

was named controller, and
cost accounting supervisor.

JO HN F . D A IN S ,

. . . RO Y R . HE IM BURG ER h a s

jo in ed

the

"ABC" group of banks as vice president
and controller. He will serve as vice president of the Brentwood Bank and controller, "ABC" Bank Services.
San Francisco, has been
promoted to director, corporate financial
services, Fibreboard Corp.
ROBER T HIN SHAW ,

PA UL P A LMER ,

Seattle, has been promoted
to chief accountant of Lockheed Shipbuilding & Construction Co.
B . M C G I N N I S , South Jersey, is
now vice president of finance for the John
Meyer Div., W. R. Grace Co.

DO NA LD

Time Of
gpF l R D ROOM
•� i

LLO YD

poin ted a d min ist ra t ive ma na g er,

I

r

MARVIN MORSE, Tulsa, has joined Arrow
Trucking as controller.
Waterbury, was
recently promoted to manager of the
Ernst & Ernst Hartford office.
DON ALD W .

�

I

MA C LEA N ,

Organization Service
A N T H O N Y , Mass. Route 128,
has been named president -elect of the
American Accounting Assn. Dr. Anthony,
who is the Ross Graham Walker Professor
of Management Control at Harvard Business School, served as Assistant Secretary
of Defense, Comptroller, from 1965 -1968.
He was active on the NAA MAP Committee for a number of years.
ROBERT N .

uY/I`
I_

Two Staff Members Retire

"We've voted in favor of adopting your profit- sharing scheme, Smith. You folks

for Mrs. Ma d e l i n e Long, who retired

w e ea c h of us $20, 000. "

New Kind of Disclosure
Asked in Annual Reports
Am i d the ser iou s d isc u ssi ons co nce rning fina ncia l disclosu re, the Wa ll S tr e e t
Journal re ce n tl y str u c k a li gh t er n o te .
It see ms o n e ho m e b u il d i n g co m p a n y
ha d the br ight id ea of a sk i ng its sto ck ho ld er s wh a t th ey wo u l d li k e to see i n
its a n nu a l r eport . Appa rentl y obli viou s
of c ont rov ersies inv olv ing su c h d isc losu re issues as foreca sts, a c co u n ti ng
me t ho d s, a nd de p re c i a t i on , o n e st oc k hol der 's re qu est wa s si mpl e. He wrot e:
"J u st t e l l u s y o u a r e m a k i n g m o n e y . "
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Between them they have more than 52
years of service with the Association.
That kind of loyalty may be unusual
but it was just part of the daily work

It's Only $45
A new member of the Association
graphically made a point about NAA
that its officers and directors have been
stressing for a number of years.
Whether intentionally or not, the
member wrote on the check accompanying his application "Pay to the
order of National Association of Accountants only Forty Five . . . dollars."
The italics are ours but the use of the
adverb would suggest that at least one
member was amazed that the Association would charge only $45 for all the
membership benefits.

last month, and for Miss Evelyn Willett, who retired on December 31.
Thousands of NAA members —past and
present— received mail from Miss Willets, who acted as member correspondent for many years and who excelled in unraveling member problems.
Indeed, Miss Willets monthly furnished part of the material for
Chapter /Member News in MANAGEMENT
A C C O UN TI N G .
The
name of
Madeline Long is probably not as familiar to NAA members because of the
nature of her work; nevertheless she
played a vital role in the handling and
control of accounts receivables. Both
former staff members deserve long and
happy retirements but their colleagues
at 919 Third Avenue will miss them.
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CMA EXAMINATIONS
HELD FOR FIRST TIME
Questions And Unofficial Answers To Part 1 Of First Examination
In Certificate In Management Accounting Program Are Published;
410 Applicants Take Exams At 22 Sites Throughout United States
Over 400 applicants in NAA's new Certificate in Management
Accounting Program sat for the first examinations which were
held December 6 -8 at 22 sites in the U.S. Questions and answers
to Part 1 of the examination are published on the following
pages; Parts 2, 3, 4 and 5 will be published in subsequent issues.
The Institute of Management Accounting, which was established earlier this year by the National Association of Accountants, developed the examination program. The objectives of
the Institute, according to Dr. James Bulloch, its Director, are
"to establish management accounting as a recognized profession
by identifying the role of the management accountant and the
underlying body of knowledge; to foster higher educational
standards in the field of management accounting; and to assist
employers, educators and students by establishing an objective
measure, through examination, of an individual's knowledge
Prof. Joseph Lane, Jr.
Department of Accounting
University of Alabama
Prof. Gary Yamashita
Department of Accounting
California State University— Hayward
Prof. Larry Peppers
Prof. John Sauter
Prof. William Kimball
Prof. Roger Hawkins
College of Business
Eastern Michigan University
Prof. James Wheeler
Prof. Timothy Nantell
Prof. Edwin Miller
Wayne Bernath
Larry Madeo
Graduate School of Business Admin.
University of Michigan
Prof. Edward Howle
Prof. Harold Wyman
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and competence in the field of management accounting."
There are five parts to the examination, and applicants who
are accepted by the Institute have up to three years to complete
all five parts. Successful candidates are awarded the Certificate
in Management Accounting. In order to retain the Certificate,
holders must continue updating their expertise in the field.
The examination will be held annually during the first week
of December.
A complete set of questions and unofficial answers to the
five -part examination, in booklet form, will be available later
this Spring from the Institute of Management Accounting for
a nominal charge.
The success of this first examination is due to the excellent
cooperation given by many individuals. Among those who contributed to the content of the first CMA examination are:

Prof. Elba Baskin
College of Business Administration
University of North Carolina

School of Business Administration
Canisius College
Buffalo, N.Y.

The examination was offered at 22 sites
with the assistance of the following people
and their universities:

Prof. Clayton Grimstad
College of Business Administration
University of Denver
Denver, Colo.

John Baker
National Test Supervisor
University of Alaska
Anchorage, Alaska
Dean Francis DiLeo
College of Business Administration
University of Bridgeport
Bridgeport, Conn. (Hartford site)
Clifford Youse
Director of Continuing Education
Bentley College
Waltham, Mass.
Dean Eugene Kotz

Prof. Harvey Hendrickson
Department of Accounting
Florida International University
Miami, Fla.
Prof. Anthony Mastro
Department of Accounting
George Washington University
Washington, D.C.
Prof. Catherine Miles
Department of Accounting
Georgia State University
Atlanta, Ga.

Continued on page 72
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Management Accounting Examination
Examination for the Certificate in Management Accounting Program given by the Institute of Management
Accounting of the National Association of Accountants, 919 Third Avenue, New York, New York 10022

Examination for Part 1
Managerial Economics and Business Finance
Wednesday, December 6, 1972; 1:30

P.M.

to 5:00

Questions

P.M.

Estimated Time

Required Number 1
Required Number 2
Required Number 3 or Number 4 (not both)
Required Number 5 or Number 6 (not both)
Required Number 7 or Number 8 (not both)

1

hour
hour
1/2 hour
1/2 hour
3/4 hour
3 1/s hours
3/ 4

The time allowance suggested approximates the relative weight assigned each question.

INSTRUCTIONS TO CANDIDATES
1. Place your candidate number at the top of each
answer sheet you submit. Begin each question on
a new sheet of paper. Arrange your answers in the

2. Calculations made to support your answers to problem and analysis questions should be legible and
clearly referenced to your answers.

numerical order of the questions. Number all pages
in order. The answer sheet provided for objective
questions is to be considered page 1.

3. Answers to questions should be well written.
Illegible writing and lack of clear exposition will
influence the evaluation of the examiners.

FAILURE TO FOLLOW THESE INSTRUCTIONS MAY RESULT IN FAILURE OF WHAT OTHERWISE
MIGHT HAVE BEEN PASSING WORK.
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Management Accounting Examination
QUESTION NUMBER 1— Estimated time

1 hour

INSTRUCTIONS: Select the BEST answer for each of
the questions below. Your answer is to be marked on the
answer sheet provided. Mark your answer by blackening
the appropriate answer space with a soft lead pencil. Mark
ONLY ONE ANSWER for each question. Your grade
will be determined from your total of correct answers.

4.
a.
b.
c.
d.
e.

Economies of scale are experienced when
the law of diminishing returns holds.
a variable input is added to a fixed factor of production.
the total of all factors are variable and output
grows at a faster percentage rate than input.
the total of all factors are variable and input grows
at a faster percentage rate than output.
the total of all factors are variable and both input
and output are growing at the same percentage rate.

Sample Question
101. Which one of the following persons is a famous
economist?
a. Albert Einstein.
b. Charles Lindberg.
c. Louis Pasteur.
d. Jonas Salk.
e. Adam Smith.
Answer Sheet
b

,. ... , ....., c.

d

e

.

_

6. If a government's objective in levying excise taxes
on commodities is maximum yield of revenue, this objective is most likely to be achieved by taxing
a. goods with high prices.
b. goods with low prices.
goods which are price inelastic.
d. goods which are price elastic.
e. only imported goods.
c.

101. a.

5. If total revenue rises in response to a decrease in
a product's price, demand elasticity is
a. inelastic.
b. unitary.
c. elastic.
d. perfectly inelastic.
e. none of the above.

Answer the Following Items
1. The profit- maximizing rule for a firm operating
under perfect competition is to produce until
a. price equals average cost.
b. price equals marginal cost.
c. price equals average fixed cost.
d. marginal revenue equals average cost.
e. marginal revenue equals average fixed cost.

2. The profit- maximizing rule for a monopolist is
to produce until
a. price equals average cost.
b. marginal revenue equals marginal cost.
c. marginal revenue equals average cost.
d. price equals marginal cost.
e. price equals average variable cost.

3. When output of a product increases at a decreasing
rate as uniform sized increments of variable input factors
are added while fixed input factors remain constant in
amount, this is an example of
a. economies of scale.
b. diminishing marginal utility.
c. demand.
d. diminishing returns.
e. none of the above.
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7. A major coffee - exporting country in South America
routinely destroyed part of its coffee crop. This practice
is most likely to have short run economic benefits to coffee
growers
a. if coffee has price inelastic demand.
b. if coffee has elastic demand.
c. if demand for coffee is increasing.
d. if demand for coffee is decreasing.
e. if demand for coffee is unchanged.
8. The demand curve as seen by a producer in a
perfectly competitive economy is
a. sloping downward to the right.
b. sloping upward to the right.
c. perfectly horizontal.
d. perfectly vertical.
e. none of the above.
9. An increase in demand for a particular good will
generally cause its demand curve to shift
a. downward and leftward.
b. upward and rightward.
c. only if supply shifts.
d. only if the price changes.
e. none of the above.
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Managerial Economics and Business Finance
10. The short run supply curve for the perfectly competitive firm is
a. its marginal cost (MC) curve.
b. that portion of its MC curve above the minimum
point on its average cost (total unit cost) curve.
c. that portion of its MC curve above the minimum
point on its average variable cost (variable unit
cost) curve.
d. that portion of its MC curve above the minimum
point on its average fixed cost (fixed unit cost)
e.

curve.
that portion of its MC curve above the demand
curve.

11. When the demand curve slopes downward to the
right, marginal revenue will be less than price because
a.
b.
c.
d.
e.

consumers behave in this way.
economic analysis makes this assumption.
firms not in perfect competition behave in this way.
firms in a monopolistic setting behave this way.
the price change as you move to the right along
the curve applies to all units sold.

12. Which of the following is the clearest statement of
the law of demand?
a. As income rises, people buy more of all goods and
services.
b. As price increases, the quantity of a good demanded will fall, assuming all other things equal.
c. As price increases, demand falls.
d.
e.

a.
b.

above average cost.
above average variable cost.

c.
d.
e.

below average cost.
below average variable cost..
above average fixed cost.

15. When an economist speaks of a firm making "zero
economic profits" he means
a. that the owners of the firm get a normal rate of
return, or the going rate of return, on their investment.
b. that the owners of the firm get a zero rate of return
on their investment.
c. that the firm's price is equal to the low point on
its average cost curve (or total unit cost curve)
even if the firm is not in perfect competition.
d. that the firm's marginal revenue and marginal cost
curves intersect somewhere along the average cost
curve (total unit cost curve).
e. that the firm is in short -run equilibrium.

16.
tries is
a.
b.
c.
d.
e.

One characteristic not typical of oligopolistic industhe existence of barriers to entry.
the absence of price competition.
price leadership.
a small number of firms in the industry.
easy entry into the industry.

Demand can never exceed supply.
The higher a person's income, the greater the percentage of income saved.

13. A free - market economy allocates its resources primarily through
a. central planning.
b. the price system.
c. negotiation.
d. bargaining.
e. none of the above.

64

14. The short -run equilibrium price under perfect competition may not be

17. The "kinked" oligopoly demand curve describes a
situation where a firm expects
a, competitors to follow price decreases but not price
increases.
b. competitors to follow price increases but not price
decreases.
c. competitors to follow price increases and decreases.
d. competitors to not follow price increases and dee.

creases.
none of the above.
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18. The major objection to monopolies advanced by
economists is
a. the instability in an industry where there is a single
producer.
b. the dangerous influence on democratic government.
c. the lack of technological progress in monopolistic
industries.
d. the tendency to restrict output and charge higher
prices.
e. the tendency to form international cartels with
monopolists in other countries.

19.
a.
b.
c.
d.
e.

Monopsonistic exploitation of labor occurs when
there is only one producer of a product.
there is only one employer in a labor market.
there are many employers in a labor market.
there are not enough workers in a labor market.
unions strike a small employer.

20.

Tennis rackets and tennis balls may be described

23. Net national product is equal to
a. national income plus taxes.
b. gross national product less depreciation.
c. disposable income plus corporate profits.
d. gross national product less indirect business taxes.
e. none of the above.
24. Which of the following is not included as part of
the national income statistic?
a. Wages.
b. Dividends.
c. Personal income taxes.
d. Social security payments.
e. Rental income.
25. Gross investment for the economy does not include
a. new home construction.
b. purchases of new equipment by business enterprises.
c. changes in inventories.
d. construction of a new factory.
e. purchases of government bonds.

as
a. inferior goods.
b. substitute goods.
c. complementary goods.
d. derived demand goods.
e. none of the above.

21.
a.
b.
c.
d.
e.

The demand for bicycle parts is an example of
derived demand.
snob demand.
artificial demand.
purely competitive demand.
none of the above.

22. Let MUA be the marginal utility that the consumer
gets from good A, MU„ be the marginal utility that the
consumer gets from good B, PA the price of good A, and
P„ the price of B. We know that the consumer will increase
his overall utility level (that he obtains from an expenditure
of a given size), by spending less on B and more on A if

26.
capita
a.
b.
c.
d.
e.

27. The accelerator effect or investment accelerator
describes the effect of
a. a change in investment when the change in investment is induced by an income change or a change
in sales.
b. a change in investment when the change in investment is induced by accelerated depreciation.
c. a change in investment when the change in investment is induced by an interest rate change.
d. any change of investment in inventories.
e. any change in investment.

a.

M U A > MU B

b.

M U A < MU„

28.
a.
b.

C-

MUA MU,t
PA < P„

c.

d.

MU A MU„
PA > P B

d.

e.

M U A • PA > MU„ • Pit
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The absolutely crucial requirement for a rising per
living standard is
rising wage rates.
rising productivity.
increases in spending.
increases in the money supply.
none of the above.

e.

The Keynesian multiplier effect is based on
the instability of aggregate investment.
the stability of open market purchases by the
Federal Reserve.
the circular flow of expenditures and income in
the economy.
the built -in stabilizers present in the federal tax
structure.
the absence of perfect competition in the automobile industry.
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29. Given a marginal propensity to consume of 75%
and equilibrium GNP of $200 billion, a $10 billion decrease in government expenditures will produce a new
equilibrium level of
a. $160 billion.
b. $240 billion.
c. $210 billion.
d. $190 billion.
e. $197.5 billion.

30. A family spends $9,000 out of its $10,000 income.
If their income were to rise by $1,000, they would spend
$800 of it, for a spending total of $9,800 out of $11.000
total income. The family's marginal propensity to save as
its income rises from $10,000 to $11,000 is
a. 10 %.
b. 20%.
c. 10.9 %.
d. 8.0 %.
e.

none of the above.

32. Consider a simple economy with no government
spending or taxes, and no foreign trade. If the amount of
desired savings exceeds the amount of desired investment,
this means that
a. the level of demand is causing excess inflation.
b. the level of demand is causing excess unemployment.
c. income will rise.
d. income will fall.
e. the accelerator effect has caused a drop in investment.

33. Continuing inflation would benefit people who are
a. bondholders.
b. on fixed income.
c. creditors.
d. covered by life insurance.
e. none of the above.

34.
since
a.
b.
C.

31. In the diagram Y, is the full employment income
level. From the information in the diagram it can be
determined that

d.
e.

35.
a.
b.

Q

c.
d.
e.
Yf
a.

tax receipts are fixed over the business cycle.
congress changes tax rates whenever the economy
experiences a recession.
tax receipts automatically decline during a recession.
tax rates automatically decline during a recession.
the budget is balanced during a period of full
employment.

The value of money to a United States citizen is
the amount of goods and services it will buy.
the gold the government will give you in exchange
for it.
independent of the consumer price index.
determined by the level of the national debt.
determined by the balance of trade with foreign
countries.

Y

the equilibrium income level involves unemployment.
b. the equilibrium income level involves inflation.
c. income will fall.
d. income will rise.
e. income is above the equilibrium level.
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The federal tax system acts as a built -in stabilizer

36.
a.
b.
c.
d.
e.

The money supply is composed of
government bonds and time deposits.
time deposits and demand deposits.
time deposits, paper money, and government bonds.
demand deposits and common stocks.
coins, paper money, and demand deposits.
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37.
a.
b.
c.
d.
e.

38.
that
a.

Which of the following statements is correct?
In recent years the entire increase in G.N.P. has
been inflation; real G.N.P. has not grown.
Inflation is defined as a high price level.
Unexpected inflation tends to raise the real income
of debtors.
A continuing inflation will eventually cause prices
to begin to increase more rapidly than wages.
none of the above.

The analysis of business cycles seems to indicate

if income remains constant, gross investment will
become zero.
b. investment spending tends to fluctuate more widely
and play a more active role in initiating income
fluctuations than does consumption spending.
c. if income grows a given number of dollars each
year, net investment will also be constantly growing.
d. if the marginal propensity to save is high, income
fluctuations will be greater.
e. none of the above.

39. The "principle of comparative advantage" indicates
that free international trade can be beneficial to nations,
a. as long as wage levels are not too greatly different
between nations.
b. as long as domestic industries are not threatened
by foreign competition.
c. as long as no country is absolutely more efficient in
the production of every good than others.
d. as long as the products imported cannot be produced domestically.
e. even if none of the conditions mentioned in the
other answers is fulfilled.

40. The money value of a country's total exports of
goods minus total imports of goods for a period of one
year is commonly referred to as the
a. balance of trade.
b. balance of payments.
c. balance of international indebtedness.
d. net balance on current account.
e.

none of the above.
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QUESTION NUMBER 2— Estimated Time

3/ 4

hour

On March 1, 1972, the National Corporation purchased
$100,000 worth of inventory on credit with terms of 1/20,
net /60. In the past National has always followed the
policy of making payment one month (30 days) after the
goods are purchased.
A new member of National's staff has indicated that the
company he previously worked for never passed up its cash
discounts, and he wonders if that is not a sound policy.
It was pointed out, however, that if National were to pay
the bill on March 20 rather than on March 30, this would
require the firm to borrow the necessary funds for the 10
extra days. National's borrowing terms with a local bank
were estimated to be at 8 1/i percent (annual rate) with a
15 percent compensating balance for the term of the loan.
It was the feeling of most members of National's staff that
it made little sense to take out an 8 1/2 percent loan with a
compensating balance of 15 percent in order to save 1
percent on its $100,000 by paying the account 10 days
earlier than they had planned.

Required:
A. Just in terms of true interest cost, would it be to
National's advantage to take the 1 percent discount by
paying the bill 10 days early if to do this they borrowed
the necessary amount on the above mentioned terms?
B. It has also been pointed out to National that if they
do not take advantage of the cash discount, they should
wait the entire 60 -day period to pay the full bill rather than
paying within 30 days. How would your answer to Part A
change if National undertook this policy (i.e. just in terms
of interest cost, would it be to National's advantage to take
the l percent discount by paying the bill 40 days early
if to do this they borrowed the necessary amount on the
above mentioned terms ?)
C. Your answer to Part B indicates that, in relation to
Part A, it has become either more or less desirable to
borrow in order to take advantage of the 1 percent cash
discount.
If you said more desirable, explain why, given
that the only difference is that in Part A, if
National doesn't take the 1 percent discount, it
pays the complete sum at the end of March;
while in Part B, it wouldn't pay the complete
sum until the end of April.
2. If you said less desirable, make a similar explanation.
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Answer only one question from questions 3 & 4. If both
are answered, only the first will be counted.

2. What effects can the dollar devaluation be expected to have on prices of domestic and imported goods:

QUESTION NUMBER 3 (an alternate to Number 4)—
Estimated time 1/ 2 hour

a) in the United States9
b) in West Germany?

The Federal Reserve System purchases one million dollars of U. S. Government securities on the open market.
The securities are sold by the non -bank public. Member
banks have a reserve requirement of 25 percent for demand
deposits and expand or contract their loans to the legal
maximum at all times.

B. Discuss the following statement. "The devaluation
was necessary, at least in part, to compensate for the inflation occurring in the United States."
Answer only one question from questions 5 & 6. If both
are answered, only the first will be counted.

Required:
A. As a result of the above action, are commercial
bank reserves expanded or contracted? By how much?
B. What amount of increase or decrease in the money
supply will occur?
C. The action is appropriate for one of the two states
of economy described below. For which one is it appropriate and why?
1. The economy is essentially at full employment
and is experiencing inflation of about 10%
annually.
2. The economy has a significant amount of unemployment and is experiencing almost no
inflation.

QUESTION NUMBER 5 (an alternate to Number 6)—
Estimated time 1/ 2 hour
While most people describe the United States economy
as a free enterprise system, it is really a mixed economic
system in which a significant degree of government regulation and intervention may be found in every important
industry. For businessmen operating in such an environment it is increasingly important that they recognize the
powers of the various agencies set up to oversee the functioning of the economy. Several important governmental
regulatory groups are listed below:
a.
b.
c.
d.
e.

Interstate Commerce Commission.
Price Commission.
National Labor Relations Board.
Antitrust Division of the Department of Justice.
Environmental Protection Agency.

Required:
QUESTION NUMBER 4 (an alternate to Number 3)—
Estimated time 1/ 2 hour

Select any two and describe for each the main areas of
intervention into the business sphere; be sure to outline
the specific functions the agency performs which have
economic consequences.

The United States has experienced a deteriorating balance
of payments position during the postwar period, most
notably during the late 60's and early 70's when it suffered
large balance of payments deficits. Because of these persistent deficits, the United States recently agreed to devalue
the dollar by raising the official price of gold from $35
per ounce to $38.

QUESTION NUMBER 6 (an alternate to Number 5)—
Estimated time 1/ 2 hour

Required:

Required:

A. Discuss the following questions with respect to trade
relations between West Germany and the United States.
1. What does it mean to say the dollar has been
devalued?
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The United States national debt has grown from about
16 billion dollars in 1929 to over 400 billion dollars in
1972.

A. What are the major circumstances that have brought
about this large growth in amount of debt?
B. There are conflicting arguments as to whether or
not the debt is a burden to the economy. Take either side
of the argument and support it with appropriate points.

MANAGEMENT ACCOUNTING/ FEBRUARY 1973

Management Accounting Examination
Answer only one question from questions 7 & 8. If both
are answered, only the first will be counted.
QUESTION NUMBER 7 (an alternate to Number 8)—
Estimated time 3/ 4 hour
The Morton Company is planning to invest $10,000,000
in an expansion program which is expected to increase
earnings before interest and taxes by $2,500,000. The
company currently is earning $5 per share on 1,000,000
shares of common outstanding. The capital structure prior
to the investment is:
Debt
Equity . . . . . . . . . .

.........

B. At what level of earnings before interest and taxes
will the earnings per share under either alternative be the
same amount?
C. The choice of financing alternatives influences the
earnings per share. The choice might also influence the
earnings multiple used by the "market ". Discuss the
factors inherent in choice between the debt and equity
alternatives that might influence the earnings multiple. Be
sure to indicate the direction in which these factors might
influence the earnings multiple.

$10,000,000
30,000,000

QUESTION NUMBER 8 (an alternate to Number 7)—
Estimated time 3/ 4 hour

$40,000,000

The Conner Company has the following capital structure:
Mortgage Bonds 6% . . .
$ 20,000,000
Common Stock (one million
shares) . . . . . . .
25,000,000
Retained Earnings
55,000,000
I

uu,uuu,uuu

The expansion can be financed by sale of 200,000
shares at $50 net each, or by issuing long term debt at a
6% interest cost. The firm's recent profit and loss statement was as follows:
Sales

$101,000,000

Variable cost
Fixed cost . . . .

$ 60,000,000
30,500,000

a.

$ 90,500,000
Earnings before interest and taxes $ 10,500,000
Interest
500,000
Earnings before taxes
Taxes (50 %)
Earnings after taxes

$ 10,000,000
5,000,000
. ....... $

5,000,000

Required:
A. Assuming the firm maintains its current earnings
and achieves the anticipated earnings from the expansion,
what will be the earnings per share
1.

if the expansion is financed by debt?

2.

if the expansion is financed by equity?

Mortgage bonds of similar quality could be sold
at a net of 95 to yield 6 1/2 %.
b. The common stock has been selling for $100 per
share. The Company has paid 50% of earnings
in dividends for several years and intends to
continue the policy. The current dividend is $4
per share. Earnings are growing at 5% per year.
c. If the company sold a new equity issue, it would
expect to net $94 per share after all costs.
d. The marginal tax rate is 50 %.
Conner wants to determine a cost of capital to use in
capital budgeting. Additional projects would be financed
to maintain the same relationship between debt and
equity. Additional debt would consist of mortgage bonds
and 'additional equity would consist of retained earnings.
Required:
A. Calculate the firm's weighted average cost of
capital.
B.
used.

Explain why you used the weighting system you

(END)
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QUESTION
1. b
2.b
3. d
4. c
5.c
6. c
7.a
8. c
9.b
10. c

NUMBER 1
21. a
11. a
12. b
22. d
13. b
23 . b
14.d
24. d
15 . a
25.e
16. e
26 . b
27 . a
17 . a
18.d
28. c
19. b
29 . a
30. b
20. c

31. a
32. d
33.e
34. c
35.a
36. e
37. c
38 . b
39.e
40. a

QUESTION NUMBER 2
A. The cost of not paying by the 20th day is $1,000.
The company pays on the 30th day; thus, it is paying
$1,000 to borrow $99,000 for 10 days. The annual interest
cost is:
1,000 x 360 or 36.36%
99,000
10
It would be necessary to borrow $116,471 from the bank
to satisfy the 15% compensating balance and pay $99,000
to the suppliers (99,000 + 85 %). The interest charges
for the 10 -day period would be $116,471 x .085 x 10/360
or $275.00. The interest rate on the $99,000 would be:
275 x 360 = 10.00%
99,000
10

for the 40 -day period. The amount of discount is unchanged by the number of days that lapsed between the
20th day and the day of payment. The interest charges
vary with the number of days. Changing the borrowing
period from 10 to 40 days increased the interest charges
from $275 to $1,100.
QUESTION NUMBER 3
A. Member bank reserves will be expanded by $1,000,000
if all the money is deposited.
B. The money supply will increase by $4,000,000. The
$1,000,000 deposited will support $3,000,000 in expanded
loans for a total change in the money supply of $4,000,000.
C. This action is appropriate for the economy experiencing
unemployment and no inflation. The added money available would lead to borrowing for investment and other
expenditures, thus increasing demand for goods and services, requiring companies to hire more workers and thus
reducing the unemployment.
QUESTION NUMBER 4
A. 1. Strictly interpreted devaluation means a rise in the
price of gold. Thus, the change in the gold price
from $35 per ounce to $38 per ounce is devaluation.
If no other countries revise the value of their currency relative to gold then the devaluation of the
U.S. dollar results in its depreciation relative to
other currency. This was the objective of devaluing
the U.S. dollar.

It is to National's advantage to borrow from the bank
in order to earn the discount.
B. Waiting 40 days to pay the bill changes the annual
interest cost of the discount to 9.09 %.
1,000 x 360 = 9.09%
99,000
40
The interest charges at the bank would be $1,100 (116,471
x .085 x 40/360).
The interest rate on the $99,000 would be:
1,100 x 360 = 10.00%
99,000
40
It is not in National's best interest to borrow from the
bank in this case.
C. The reason the borrowing alternative is no longer
desirable is the change in the number of days that the
borrowing covered. The $1,000 discount is a fixed charge
70

A. 2. a) In the United States the prices of domestic goods
(assuming no West German components) will remain unchanged. Imports from West Germany will
increase in price.
A. 2. b) The prices of goods produced domestically in
West Germany will not be affected by the devaluation of the U.S. dollar. U.S. goods imported by
West Germany will decline in price.
B. The inflation in the United States has occurred at
a faster rate than inflation in our important trading
partners. Thus, foreign imports become more attractive
because their prices are not rising as fast as those in the
U.S. Also, our exported goods become less attractive to
the foreign markets. The devaluation, assuming other
nations do not do the same, will depreciate the value
of the U.S. dollar and, at least temporarily, make imports
less attractive and our exports more attractive.
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QUESTION NUMBER 5
a. Interstate Commerce Commission. The Commission
regulates the activities of interstate common carriers;
railroads, water carriers and motor carriers. Its activities
which have economic consequences include setting
freight rates, allocating routes, approving change in
levels of service and approving certain capital- raising
transactions.
b. Price Commission. The Commission has the responsibility of monitoring the changes in prices of products
under the current wage and price controls. It considers
requests for price increases in light of price guidelines
and cost factors and grants, modifies or disapproves
them in accordance with its findings of the facts.
c. National Labor Relations Board. The major responsibility of the Board is to consider case -by -case application of labor relations laws. The major issues handled
by the NLRB are primarily unfair labor practices and
union certification elections. Its economic consequences
are usually found only with one firm and one union.
The accumulation of decisions in similar cases would
perhaps have a more widespread economic effect.
d. Antitrust Division of the Department of Justice. The
Antitrust Division's primary responsibility is to enforce
the provisions of the Sherman and Clayton Acts. Its
economic function is to preserve competition by enforcing antimonopoly laws.
e. Environmental Protection Agency. The Agency was
established to develop quality standards for air and
water. The enforcement of the standards set has economic consequences. The consequences appear in the
form of added costs of products (e.g., automobile emission control devices) and added plant investment costs
(e.g., particle precipitators). It is argued that these costs
are a form of value for a previously "free" good such
as air and water.
QUESTION NUMBER 6
A. The major circumstances that brought about the large
growth in the amount of national debt was World War
II. The national debt grew from $40 billion to $260 billion
from 1939 to 1945. There was also a rapid growth, approximately $100 billion, in the 1960's, attributable to
the Vietnam War and domestic programs of that period.
B. Arguments supporting the debt is a burden.
1. The interest payments require large amounts of
money, raised from taxes, that could have been spent
on other, more important needs.
2. The taxes and interest, although collected from
taxpayers and paid to taxpayers, does shift funds
between individuals in the economy.
3. The public expenditures causing the debt are in
place of present and future outlays for private goods.
Thus, there is an opportunity cost in the form of
foregone private goods.
Arguments supporting the position that the debt is not
a burden.
1. When the national debt is compared to the growth
and size of our national economy it does not represent
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a large burden at all. In 1971 the national debt was
approximately $400 billion with a national income of
$850 billion. The interest charges are about 2'h% of
national income.
2. The debt is owed internally (due to each other);
thus is offsetting within the economy.
3. The large amount of debt gives the Federal Reserve
the opportunity for stabilization through largo open
market operations.
4. The existence of the debt may cause taxpayers to
accept the use of deficit financing more readily for
achieving economic stability.
QUESTION NUMBER 7
A.
Debt
Financed
Earnings before
interest and taxes—
$10,500,000
present
Added earnings —
expansion
2,500,000
13,000,000
Interest
1,100,000
11,900,000
Taxes
5,950,000
Net income
5,950,000
Common Shares
Outstanding
Earnings Per Share
B.

1,000,000
$5.95

Equity
Financed

$10,500,000
2,500,000
13,000,000
500,000
12,500,000
6,250,000
6,250,000
1,200,000
$5.21

(E.B.I.T. —Int.) (1 —T. R.) = E.P.S.
No. of Shares
(E.B.I.T.- 1,100,000) (1 —.50) _
1,000,000
(E.B.I.T.- 500,000) (1 —.50)
1,200,000
E.B.I.T. = $4,100,000

C. A major factor that is inherent in the choice between
debt and equity financing is the change in the risk for
the equity holders. If the expansion is financed by debt
the increase in risk appears in two forms. There is increased risk of insolvency because the debt requires regular fixed cash outlays for interest and usually for principal. Equity financing does not incur the legal obligations
for the regular cash outlays. The other effect is on the
variability of earnings to common stockholders. The fixed
charges against income reduces the amount of income
available to stockholders. The relative variability of earnings available to common stockholders increases. Both
of these risks would tend to reduce the earnings multiple.
(Note, the market value of a share does not necessarily
decrease with the debt expansion.)
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QUESTION NUMBER 8
A.
Book Value Weighting (In Millions)
After
Weighted
Tax
Cost
Amt. Proportion
Average
Bonds
20
209o'
3.42%
.68
Common Stock
25
25%
7.20
9.0
Retained Earnings 55
55%
9.0
100
100%
7.88%

&

Market Value Weighting (In Millions)
Bonds
19
16%
3.42%
.547
Common
Retained Earn. 100
84
9.000
7.560
119
100%
8.107%

The cost of equity capital is:
Dividend + growth or
4.00 + .05 = 9.0%
Price
100.00
B. The weighting to be used should reflect the mix of
capital the company intends to use (presumably based
upon its understanding of the optimal mix). The problem
states that the company intends to maintain the same
relationship between debt and equity. If that relationship
was defined as the book value relationship then that
should be used to calculate the weighted- average cost
of capital. If the relationship referred to meant the market
value weighted - average cost of capital then that relationship should have been used.
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is one of your firm's most important assets... and because of the
nu mer ou s p r of i t p oi nt er s descr ibed... this booklet is well
worth reading. It is yours FREE.
No cost. No obligation. Just fill in
and ma il the coupon below, or
phone (201) 472 -2222.
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cha t's the t itle of a new 240 booklet of valuable, factual
or ma tion on how to mana ge
ur Accounts Receivable more
ficiently ... and save money doig so. As the nation's largest
►rocessor of accounts receivable, a ccounts pa ya ble, general ledger and pa yroll preparation, we have packed this
booklet with 23 years of expe-
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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 f ile of
placed candidates. We never
'pump' applicants for 'leads'. W e
don't annoy companies with
canned' solicitations.
10. Best Placement Executives.
Our placement managers are
trained to understand the job
order requirements, and examine
the job- seeker's abilities. Their credentials read like "W ho's W ho 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. All 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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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
1948 . . . In fact, we pioneered
specialized employment agencies.
5. Largest Organization of its
Kind. More competent people.
More specialized positions.
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 community.
7. We Know the Market. We
are fully conscious of what's
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