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Goodwill
Compounded
The goodwill created in the minds of consumers for one
product often spills over on other products manufactured by
the same company. Most businessmen are familiar with this
phenomenon. It is the reason why companies strive to create a
favorable corporate image.
In regard to the Association, a similar effect has developed
out of our three - year -old socio- economic program. Undertaken
as a spontaneous gesture of public service, it has now reached
literally thousands of people who heretofore had never heard of
NAA. Through the efforts of hundreds of NAA volunteer
counselors, minority and other disadvantaged businessmen are
getting a "hand up."
Indirectly, the Association is realizing a benefit —an
unanticipated bonus. This is because the additional exposure
generated by the socio- economic program illuminates other
NAA programs. Thus, we find business approbation of the S -E
activities leads to renewed corporate support of our educational
programs. Some people first introduced to NAA through the
socio- economic effort have become interested in other
programs. Finally, some new members have joined NAA as a
result of their involvement in the S -E effort.
Like cogs meshing together, the NAA programs mutually
support and carry out the objectives of the Association. And
sometimes there are unforeseen compound benefits.

ROBERT BEYER
President, 1972 -73
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THE MANAGEMENT ACCOUNTANT
By Sig Dembowski
Equivalent to a manager in a shop who must meet production schedules with the
equipment, supplies and personnel available, the Management Accountant is described
as requiring technical knowledge to understand the function of his department or
section, the ability to delegate assignments, and the ability to communicate.
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ACCOUNTING FOR BEHAVIOR
By Fred S. Pattison
A short essay in which the author suggests that behavior is what accounting is all
about. He states, "Behavior is what we measure and account for, and behavior is also
what we try to influence."
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Devotion and Dedication Pay Off
Five —or even three —years ago, the term Socio- Economic Program
meant little or nothing to NAA members. Today, thanks to concerted
efforts by a lot of people, both in governmental circles and the private
sector, it's almost a household word. What's more important, small
and disadvantaged businessmen throughout the country are finding
it easier to make a go of their companies —and NAA members have
been of tremendous help to them in doing so.
Although the NAA Socio- Economic program is young —the national
S -E Committee just celebrated its third birthday —it has made rapid
progress. When the program was started, only 25 chapters participated; now the number has grown to 184. NAA members have counselled all types of businesses from distributing companies to bowling
alleys to shoe repair shops. (For a case study of a manufacturing
company, see p. 51.) NAA aides don't "take over," however. They
make suggestions, stay around Jong enough to see the business on
its feet, and then bow out. No remuneration is asked or given —other
than occasional grateful thanks.
These dedicated participants are special individuals to the Association as well as businessmen. Even though some of their efforts to
establish programs fail, and not all the businesses succeed, they don't
give up. With members such as these, how can NAA help but forge
ahead?

Coming Up in MANAGEMENT ACCOUNTING
Today's accountants face problems in their expanding role. In "Concepts, Standards and Rules," I. W ayne Keller, a leader in the field
of accounting, suggests solutions ... What capital budgeting techniques are used by American business firms? James M . Fremgen gives
the answer in "Capital Budgeting Practices: A Survey" . . . Profits
and returns on assets can be greatly enhanced by the "Actionable -Asset Reporting" program described by James P. McLaney .. .
Developing a transfer price that satisfies both performance measurement and goal congruence is difficult. "The Opportunity Cost Transfer
Price" presented by Garry L. Holstrum and Eugene H. Sauls is designed
to satisfy both objectives under all conditions.
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Let Bell & Howell Sc hools help you get
your CPA certificate with this thoroughly
tested and proven International Accountants Society CPA coaching course.
Learn the f ive Important " how to's " that
have already helped t hous ands of ac countants jump that f inal hurdle to become CPA's. W e'll keep on coaching you
at no additional cos t until you pass the
CPA exam. (See our warranty below.)
Get the facts now. Clip and mail the
coupon today.
Everyone in accounting knows how
important a CPA certificate can be to your
career. But it's not that easy to get one. Even
with thorough training and experience in
acc ounting, you need "s om ething ext ra"

to help you get that coveted CPA certificate.
Not a course in accounting ... a course
that will help you pass the CPA c ertif ication exam
The Bell & Howell Schools CPA Coach-

ing Course is not designed to teach you
accounting. It's designed to help you pass
the CPA exam and get your certificate. And
that's a technique in itself.
The five techniques you can prac tice in
advanc e... and us e when you're ready
to pass the exam
This tested and proven International
Accountants Society CPA Coaching Course
teaches you the five basic techniques you
should know "cold" when you sit down to
take the exam:
*How to budget your ex am time to
make every minute count. W hen you sit
down to write the exam, you've got 240 minutes worth of work to do that may decide
your whole future. Some candidates fail
because they waste too many of these minutes. The CPA Coaching Course teaches
you the important "time economics" techniques you can use to make every minute
count.
*How to analy ze each problem and
extract the relevant data. Most business
professionals know that defining the problem is nine - tenths of the solution. Yet some
candidates let this important principle fly
out the window when they sit down to write
the exam. The CPA Coaching Course shows
you how to define and analyze each problem carefully and extract the data you need
to come up with the right answer.
•
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*How to decide quickly the requirements for each solution. Once you've defined the problem, you must get a clear
picture in your mind of the various ingredients that are required for the correct solution. Sometimes a right answer can look
like a wrong one because some apparently
minor element is missing. The CPA Coaching Course shows you how to make certain
that your solution has all of the requirements the examiners have in mind.
*How to construct an acceptable presentation for your solution. A single solution
can be expressed in many different ways.
How do you present your solution clearly
and concisely? How do you make it immediately obvious to the examiner that your
answer is the right one? The CPA Coaching
Course shows you how.
*How to use accounting terms thatare
acceptable to the examiners. As you know,
there is a certain amount of variation in
accounting terminology. The CPA Coaching Course shows you how to avoid the
stumbling blocks of misinterpretation by
using terms the examiners will find correct.
No night classes to attend... no traveling
to s eminars ... prepare at home in your
spare time.
Home study preparation through the
CPA Coaching Course offers special advantages over other methods. You work at
your own pace. You take advantage of
spare time study opportunities —at home,
at the office, traveling to and from work. And

today!

at no extra cost.
These elective assignments are not

part of the CPA Coaching Course. They are
offered separately as a courtesy to those
students who feel they need to "brush up"
in certain areas. Choose up to three of
them. They won't cost you an extra penny.
Our CPA Coaching Cours e has helped
thous ands pass their CPA Examination.
W e want our students to succeed. So we'll
do everything we possibly can to help you
get your certificate. That's why we offer you
this Warranty:
THE BELL & HOW ELL SCHOOLS
WARRANTY.
If after successfully completing the IAS
CPA Coaching Course and after meeting
all the legal requirements of your state as
to residence, experience, prelirrinary education, and other matters, you fail to pass
the CPA examination, IAS will continue to
coach you without additional cost until you
are successful or decide to discontinue
or withdraw.
A Mi lne Slocly School S,nce 1903
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Letters

TO THE EDITOR

Small- Business Accountants and
Unused Potential
Mr. Edwin A. Buerke's article, " "The Small- Business Accountant," MANAGEMENT ACCOUNTING, November 1972, covers the full
spectrum of the responsibilities associated with modern -day,
small- business accountants— almost! Lacking (but not to the discredit of the intent of the survey) is the degree of influence which
the accountants in question exercise over the financial structure
of the organization.
It is becoming apparent, at least according to my parameters,
that the strength of the successful small- business accountant lies
in his ability to perform in the financial realm (bank Negotiations,
location of capital resources when needed, leasing or sale and
lease -back programs, and other programs to maximize cash flow).
In fact, he may be the only person in the organization who has
had even any "quasi" training in this area.
Mr. Buerke's concluding statement, "With most of the business
in the country in the category of small, we must have a greater
awareness of the problems and the potential of the small- business
accountant," may be even more comprehensive than he realized
at the time lie wrote it. Aside from a bit of tax planning there
is very little to test the ingenuity, to test the awareness or to
test the potential of the small - business accountant. It is only when
he deliberately expands his horizons into areas with a "kinship"
to accounting that he is making his full contribution.
Mr. Buerke's article has stimulated my thinking that more of
us need financially- oriented information within NAA. 1 invite the
editors Of MANAGEMENT ACCOUNTING to solicit this expertise from
the membership.
James D. Lemon
Scottsdale Area Chapter
Scottsdale, Ariz.

A Fair Share of Taxes
Mr. Peter J. Patchin's article, "Estimating Property Taxes," in
the October 1972 Issue Of MANAGEMENT ACCOUNTING slakes several
valid points for encouraging a business enterprise to obtain a
professional appraisal of its real estate when establishing and
maintaining a property tax management program.
The important thing, however, is that any controller worthy
of his salary would not allow property taxes to become such a
crippling burden that a professional appraisal is necessary. It may
indicate that the controller and his associates are not exercising
effective expense control. It may also indicate that the business
enterprise has a too heavy and burdensome investment in real
estate. This type of investment could certainly cause much greater
problems than a few dollars of additional property taxes. An
over- investment in real estate can produce a more devastating
effect on corporate profits than property taxes.
The other argument I would like to put forth concerns the role
of property taxes in today's socio- economic climate. Every profitable business should pay its fair share of taxes. A business enterprise
that creates profits from the community in which it is located
has an obligation to that community as a corporate citizen. The
corporation is in a better financial position to pay property taxes
than the individual. A few extra dollars expended on property
taxes today may prove to be a much greater benefit to a business
6

enterprise tomorrow by providing better community services and
an upgrading of the entire business community.
My position on obtaining real estate appraisals, as they apply
to property taxes, is that they should only be used when there
is reason to believe the taxes are unfair; otherwise the business
enterprise should pay its taxes as assessed.
William A. Lees, Jr.
Pennsylvania Northeast Chapter
Scranton, Pa.

A Most Timely Article
The article, "Estimating Property Taxes," by Peter J. Patchin,
in the October 1972 issue Of MANAGEMENT ACCOUNTING was most
timely since annual tax statements are arriving this week. Mr.
Patchin has presented a number of helpful ideas on agreeing or
disagreeing with tax assessors.
One item that can be significant, tax -base dollars, applies to
dealers who make their major purchases out of state and who
also sell outside of the taxing state. Goods enjoying in- transit (free
port) status as of the moment tax valuation is established can
offer dollar relief to the taxpaying firm.
When sales are broken down to indicate the item by type, and
the type can be documented as being supplied from out of state,
the dollars represented in the inventory can be established rather
easily. Determining out -of -state sales, however, can involve more
work, unless some special tax such as the sales tax can be used
to satisfy the assessor /auditor that the claimed exemption is valid.
The percentages derived from out -of -state purchases and sales can
then be applied to inventory for tax relief.
This "no situs" concept was established in some states to encourage warehousing without undue personal property tax expenses,
and its benefit to firms that qualify can be added to those suggested
by Mr. Patchin.
Ed Bancroft
Portland Willamette Chapter
Portland, Ore.

The New Postal Service
In his article, "The New Postal Service: A Managerial Challenge," Julie 1972, Mr. A. T. Samuelson's lucid description of the
Postal Service's development and progressive restructuring outlines
the primary goals of any business operation— productivity, profitability, and marketability —and the primary tools of good management which permit attaining these objectives. His article provoked
reconsideration of the problems inherent in public enterprise and
political patronage. When executive appointments and rate increases become sound administrative functions rather than political
maneuvers, sensible levels of production and revenue will replace
misappropriated costs and deficit operations.
Mr. Samuelson's statements on the ineffective structure Of the
Post Office, however, are not startlingly new. The Hoover Commission in 1949 pointed out the inadequacies and inefficiencies
of its operations. It seems that we have finally completed the
review and instituted necessary changes. As a result, the Postal
Service will have information from revenue and cost analyses to
MANAGEMENT ACCOUNTING /APRIL 1973

restructure its rate framework and begin
the shift of the cost burden from the
taxpayer to the consumer. The advent of
limited competition has the potential of
increasing the Service's efficiency and perhaps creating avenues of specialization.
The regionalization of the management
structure should permit more immediate
responses to operational needs and increased administrative flexibility.
Changes have been made, and, as Mr.
Samuelson clearly states, the challenges to
management are impressive not only in
the demands they place but also in the
opportunity they offer. It will be interesting and of obvious personal concern to
Americans whether our new Postal Service
can meet these challenges within its
framework of operation.
A. H. Orander
Division Accounting Manager
South Central Bell Tel. Co.
Memphis, Tenn.

Something new
is happening
in corporate value management.

THE
VALUATION
REVOLUTION

Conflicting Interests

y

Your company is probably worth more then you think.
And you should know about it for good value management.
Your Marshall and Stevens valuation consultant can
help. He's the Revolutionary— backed by our 40 years
appraisal experience.
He's ready to show you today's new tools and techniques
in valuation. For tax purposes. For merger or sale.
For financing.To insure your insurance. For any reason.
Example: He can show you how to cost out a new facility
in advance of bidding, using computerized methods that
cut a week's work down to a day. Enable you to reduce
and control construction costs. And give you maximum
Investment Tax Credit and depreciation to boot.
He can describe the new M &S "Simpraisal" which
cuts out a lot of the labor —and expense —for special
purpose appraisals.
Call in our Revolutionary valuation consultant. It will
cost you nothing to see what's really new in valuation.
And this could be a good day to start the Valuation
Revolution in your company.

z

Mr. Dan M. Guy's article, "Audited
Projected Financial Statements," in the
November 1972 issue Of MANAGEMENT
ACCOUNTING, offered an excellent blueprint as to the possible ways of presenting
projected financial statements. However,
Mr. Guy assumes that the expressing of
an opinion by certified public accountants
on projected financial statements is inevitable. I challenge whether such an assumption is valid.
The projecting of -financial information,
as proposed by Mr. Guy, undoubtedly
would aid third party investors in analyzing the potential of corporate stock. In
view of the relationship between financial
forecasts and future corporate financing
through capital stock issues, management
would, in all probability, strive to present
as optimistic a picture of future profits
as was possible. However, requiring the
CPA to express an opinion concerning the
fairness of management's future profit
forecast can only place additional strain
on a profession already facing pressure
from the legal interests of third party
readers.
Ralph Gudmundsen
Western Wayne Chapter
Westland, Mich.
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No Simple Solution
"Transfer Pricing: A Proposal" by
Walter H. Crompton in the April 1972
issue of MANAGEMENT ACCOUNTING advocates a simple system of allocating gross
margins which is claimed to result in
Continued on page 27
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Financial Accounting Foundation Completes Organization
The final two members of the seven -man Financial Accounting Standards Board and the 27
members of the Financial Accounting Standards Advisory Council have been named. This completes the organization of the new structure which will set standards in the accounting field,
a function formerly carried out by the Accounting Principles Board. The two men named to
the Board are Arthur L. Litke, formerly chief of the Office of Accounting and Finance of the
Federal Power Commission, and Robert E. Mays, who was controller of the Exxon Corp. Mr.
Litke is an NAA member. The four other members of the FASB named earlier are Donald J.
Kirk, John W. Queenan, Walter P. Schuetze and Robert T. Sprouse. Marshall S. Armstrong is
the chairman of the Board. Seven of the 27 men named to the nonsalaried Financial Accounting
Standards Advisory Council are NAA members. They include Andrew Barr, former chief accountant of the SEC; George R. Catlett, partner, Arthur Andersen & Co., Chicago; Sidney Davidson,
dean, Graduate School of Business, University of Chicago; Philip L. Defliese, managing partner
of Lybrand, Ross Bros. & Montgomery, New York; Harold Q. Langenderfer, professor of accounting, University of North Carolina, Chapel Hill, N.C.; Robert A. Morgan, controller, Caterpillar
Tractor Co., Peoria, III.; E. Palmer Tang, partner, Touche Ross & Co., Minneapolis, Minn.; and
John A. Willis, controller, Union Carbide Corp., New York, N.Y.

Nixon Names New Chairman of Securities & Exchange Commission
G. Bradford Cook, director of the SEC's market regulation division, has been named by President
Nixon to succeed William J. Casey as chairman of the Securities & Exchange Commission. At
the same time, the President nominated John R. Evans, minority staff director for the Senate
Banking Committee, to take the Commission seat vacated by James J. Needham, who last year
became chairman of the New York Stock Exchange.

Internal Auditors Establish Certification Program
A certification program designed to upgrade the professional status of the internal auditor has
been launched by the Institute of Internal Auditors. Under the program, the Institute will grant
the professional designation of "Certified Internal Auditor" (CIA) to those who complete a
four -part examination and satisfy experience and education requirements. The first examination
is scheduled for July or August 1974.

Women Took Nearly Half of the New Jobs in Accounting in Sixties
Almost half of the new accounting jobs added in the decade between 1960 -70 were taken
by women, according to a new report by the Census Bureau. Of 233,844 positions added since
the last census, women held 45.1 %. The report lists a 1970 total of 703,546 accounting jobs,
of which 26% are held by females, as compared to a 16.5% share of the total accounting jobs
in 1960.

Multinational Corporations Can Precipitate Money Crises, Says Study
Multinational corporations now control such vast sums of money they could precipitate an
international monetary crisis by moving only small amounts of their funds from country to
country. This is the conclusion of a massive study by the U.S. Tariff Commission. At the end
of 1971, an estimated $268 billion was held by private institutions and most of this amount,
according to the report, was controlled by U.S.-based multinational companies and banks. The
$268 billion was more than twice the total of all international reserves held by all central banks
and international monetary institutions in the world at the same date.

Financial Managers Still in Demand
Changes in the money market, in investments and controls, and anticipated changes in the
tax structure —all these factors will ensure a continuing demand for financial managers, say
executive recruiters. But because of Phase III guidelines there will not be any big boosts in
executive compensation in 1973, according to Nation's Business. More and more managers are
making job changes based on such factors as location, "quality of life," and other factors before
salary considerations, the recruiters note.
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THE MANAGEMENT
ACCOUNTANT
He Must Have The Technical Knowledge To Understand The
Function Of His Department Or Section, The Ability To
Delegate Assignments, And The Ability To Communicate

By Sig Dembowski
Accounting is generally defined as the process of analyzing business transactions and recording them to
show the results of operations. Responsible for this
activity is the Management Accountant, who must
oversee the day to day input and output of the company's financial and statistical records. He is equivalent
to a manager in a shop, who must meet production
schedules with the equipment, supplies, and personnel
available. He must have the technical knowledge to
understand the function of his department or section,
the ability to delegate assignments, and the ability
to communicate.

Technical Knowledge
An important prerequisite to classifying business
transactions is the understanding of company policies,
and the capability of applying them to normal recurring transactions, as well as to unusual or unexpected
items. A major benefit in having a good knowledge
of line activity is reduced guesswork. Of course, a
good "account manual" is a must in areas of coding
assignments. All items included in the budget or forecast will then present little difficulty and can be classified at the source. Unusual items that were not
considered in the budget must be classified individually. For this reason, it is important that instructions
on coding procedures should originate with the Management Accountant.
A review and understanding of the budget by the
Management Accountant will help him develop areas
of income or expense that he can delegate to specific
individuals for classification and control. The budget,
however, should not be used to control reports, but
to alert him to items that may have either been omitted or recorded in error. Items of this nature include
professional services performed, delayed billings, prepayments belonging to future periods, payroll or time
card adjustments, and freight charges on large capital
additions.
With the aid of a good budget and proper adjustments, management can be supplied with up -to -date
information beyond the scope of what is normally
described as historical reporting.
The Management Accountant should review the
MANAGEMENT ACCOUNTING /APRIL 1973

reports for possible misstatements, vital omissions, or
errors which should then be discussed with the person
responsible for the preparation of the report. A procedure should be set up for immediately handling items
that may have an effect on a current decision. Quite
often vital information that could have an effect on
an important decision is lost because it does not reach
the proper person in time.

Ability to Delegate

S. DEMBOWSKI

The ability to delegate is the mark of a successful
Management Accountant. Failure to utilize available
personnel during critical periods may delay the completion of management reports and financial statements. Too often, when monthly trial balances are
needed, the Management Accountant has many small
tasks to be carried out. In attempting to perform rather
than control these tasks, he creates an unnecessary
bottleneck. All supervisory and daily routine duties
are shelved while he gets himself totally engrossed.
How does the Management Accountant go about
assigning the many specific tasks? One solution is to
prepare a Financial Statement Control Chart and a
Financial Statement Task Assignment List. (See Exhibits 1 and 2.) Many functions can be performed
simultaneously, while others are delayed until the
needed information is available. An important fact
to remember is that when there are delays in receiving
information, the Management Accountant must initiate action to obtain the missing information. These
incidents should be properly documented so that corrective action can be accomplished in the future.
Each month the expansion of the control chart will
allow the accountant to delegate more assignments,
keeping control over the work.
The flow chart identifies the functions, however,
the important thing is assigning the specific persons
to perform the required tasks. Assignments are given
to individuals who are responsible to the Management
Accountant for their normal routine duties. Each
month as the flow chart unfolds, he works with management to obtain the required manpower. The Management Accountant is in the same position as a coach
on a football team or the manager of a baseball team.
The rules are set by someone else, and he is limited
by the talent and the number of players. Proper use

Orange County
Chapter 1968, is Chief
Accountant, Ecom
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"The key to
teamwork is
sharing and
passing on
information
that might be
of dollar or
information
value."

of the team members and their develol ment is vital
for flexibility to meet unforeseen circumstances. The
name of the game is "teamwork," and tie rules must
be preplanned before the game, an very often
changed during the game. The key to teamwork is
sharing and passing on information thal might be of
dollar or idea value.
The members of the team are persons who process
documents or data of many types. Each inember must
know the product he is producing and must be informed of its ultimate use and importane . More often
than not there is more talent than ap ears evident
and it is the Management Accountant's responsibility
to fully develop this talent. The Management Accountant must also be able to accept
Tw members,
and he must effectively develop and train them for
Promotions to higher positions.
The actual training and develop ent of new
members by the Management Account nt is accomplished by having them assist him in performing his
duties. In delegating assignments, the development of
team members must be considered as critical. The flow
chart and its supporting documentation must be fully

utilized as a training tool. Each member should be
required to perform all functions of the Accounting
Department on a rotating basis, and should be permitted to propose changes to the flow chart. Suggestions
for better use of available personnel and equipment
should be encouraged from all members of the team,
including trainees. Whenever the Management Accountant moves up to a higher position, he must be
prepared to release some of his authority to a trained
member of the group.
The authority that the Management Accountant
has in delegating tasks makes him responsible for the
proper assignment of the work. He must communicate
what is desired without confusion, and see to it that
feedback and review is established. There are usually
three basic errors committed in assigning work. They
are:
1. Assignments are given to the first person available.
2. Assignments are allowed to become permanently
fixed in personnel and make -up.
3. Suggestions and comments from personnel are
minimized or ignored.

Exhibit 1
FINANCIAL STATEMENT CONTROL CHART

Flow

14

Petty cash

15

Doubtful receivables
allowance

Cash
2
Accounts
receivable

25 Total current assets

3
Inventories

16

Supplies

4
Fixed

17

Reserves

assets

Total assets
26

5

Other assets

Adjusted trial
balance

6
Preliminary
trial balance
1

Current

18

Employee overhead

30

liabilities
J
19

Accrued taxes

Long term liabilities

27

g

Total liabilities
Estimated deferred income tax
9

Stockholders equity
10

10

Gross

20

profit

COST
of goods

11
Oper

Sales

21

22

11
Selling expense

28

expenses
12

23 G & A
Current
provisions for
income tax

Profit before income tax

12

29 Net
profit

expenses
24
Interest expense

13

10
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Ability to Communicate
How often is a new system or concept implemented
with enthusiasm and hard work, only to fail some time
later? A review often finds that although personnel
changes occur, job assignments become static. The
Management Accountant must document (if only for
a check upon himself) his specific plan for reviewing
assignments, and for discussions with those involved.
During the discussions the Management Accountant
should ask questions, and then be a good listener.

Accountants have been accused of speaking a language all their own. The statement is true, but so
does every profession have a language of its own.
The accountant has the language of words and
numbers at his disposal to impart information. He
uses it in the communication of financial data to
others. This data should be readily and accurately
understood by the Accountant's staff and those for
whom it is prepared. A financial statement would then
communicate information about a company more
readily than if it was written in prose. A good start

Exhibit 2
FINANCIAL STATEMENT TASK ASSIGNMENT LIST
Assigned to
employee

Assignment

A

1. Preliminary trial balance or general ledger cards
Major break by major controls (2 -13)
30. Adjusted and final trial balance
Consolidated assignments 26; 27; 10.

B

2. Cash
Confirm balance to cash book.
Verity bank reconciliations.
Prepare cash flow analysis when required.
14. Petty cash
Insure that imprest balances are correct.
Verity any audits during period.
25. Current assets
Consolidate assignments 2; 3; 4.

C

D

E

F

G

3. Accounts receivable
Review subsidiary ledger Including control balance.
Receives from "K" copy of any entry for unbilled sales.
15. Allowance for doubtful receivables
Prepares aging statement.
Recommends any write -offs.
Computes required balance and makes entry.
4. Inventories
Confirm balance with subsidiary ledgers.
Receives from "K" cost of goods entry.
Verity if any unprocessed receivers or shippers are
on hand
Review open on order items.
16. Supplies
Prepare any standard overhead entries.
5. Fixed assets
Confirm balance to subsidiary ledgers.
Verify any new acquisitions.
Investigate any abandonments or sales and prepare
appropriate entries.
Appraise any installation or shipping charges.
17. Reserves
Evaluate depreciation expense charges for period.

Assigned to
employee

G
(continued)

19. Accrued taxes
Evaluate all accrued tax accounts for sales,
payroll, and income -state and Federal.
Receives entry for current tax accrual from "M ".

H

8. Long -term liabilities
Confirm balance to notes payable register.
Look for any balances that should be transferred
to current.
Verity balances in deferred compensation accounts.

I
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9. Estimated deferred income tax
Confirm balance with tax department.
27. Total liabilities
Consolidate assignments 7; 8; 9.

J

10. Stockholders equity
Check all changes during period.
Receives from "M" current profit entry.
Survey for any stock options taken.
Check for any entries for stock dividends.
Verity dates of payment for cash dividends.

K

11. Gross profit
20. Sales
Investigate any unbilled items and give
copy of entry to "C"
21. Cost of goods
Compute cost of goods sold and give copy
of entry to "D ".

L

12. Operating expenses
22. Selling expenses
Compute any commissions due salesmen of
sales and prepare journal entry.
Send commission due reports to sales
manager for approval and payment.
23. General and administrative expenses
Confirm to budget areas and investigate
large variances or unusual balances.
24. Interest expense
Compute any accruals and submit copy of entry to "G ".
28. Profit before income tax
Consolidate assignments 11, 12.
Remit amount to "M" (no entry).

M

13. Current provision for income tax
Compute Income tax on estimated basis 'Iron,
profit received from "L ".
Prepare journal for profit and tax provision,
copies given to "G" and "J ".

6. Other assets
Investigate any unprocessed items.
Inspect prepayment registers for write -offs.
26. Total assets
Consolidate assignments 25; 5; 6.
7. Current liabilities
Verity balance to subsidiary ledger.
Confirm any payments made for notes due.
Receives from "L" entry for accrued interest expense,
Identity balance in accrued liability accounts.
18. Employee overhead (benefit) accounts
Evaluate all balances and charges for
reasonableness.
Confirm overhead factor being utilized.

Assignment

29. Net profit
Consolidated assignments 13; 28, remit to 10.
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skill in
giving and
receiving
communications
is necessary."'
". . .

in communicating with and training an individual is
with an explanation of the account manual covering
its application to specific receipts, disbursements, or
entries. It should be explained that all items of a
specific type are coded under a specific number for
summarization into reports. However, the explanation
should be minimal since a good account manual would
include a brief introduction explaining its use. It would
also include account numbers and a full description
of what is, and at times what is not, represented by
the balance recorded under each specific valid number.
The Management Accountant, in the space of a few
hours, often deals with all levels of management, staff,
line supervision, and line personnel. The usual method
of communication by the Management Accountant
is through reports. They are the means of communicating meaningful information to management
and others.
Prior to preparing any report, the basic questions
of. "who" and "what" must be answered. The "who"
are the individuals who are to receive the report, and
the "what" is the information the report must convey.
Many reports serve more than one purpose and some
receive wide distribution. It is important to know what
is the basic reason for the report and what are the
supplementary uses for the report. As changes occur,
we often find the report not serving its primary purpose.
Communication involves both understanding and
being understood; therefore, skill in giving and receiving communication is necessary. Written reports are
designed to furnish data to: management, supervision,
stockholders, government agencies, external auditors,
and internal departments (e.g., tax department). The
reports can take the form of work sheets, schedules,
or letters; each report takes the format that would
best transmit the data that is desired and /or required.
We must keep in mind that our reports convey what
the reader not the writer needs. Feedback from
readers could eliminate misunderstandings, and help
improve the skill of the writer.
Keeping in mind who will receive the variety of
reports that have to be prepared, the "what" that
should be reported includes the following: financial,
statistical, and budget information. The reports should
be prepared on a periodic basis (weekly, monthly,
quarterly, semi - annually) and should be on a comparative basis (with prior years, industry, or budgets),
whenever any of these periods or comparisons are
required for sound management decisions.
The purpose of reports is to aid management in
the control of business operations. Each level of management must determine the information it desires
to execute its responsibilities, keeping in mind the
decision- making value of the information requested.
The reports should convey:
Meet standards
Serve purpose of report
Use language the reader will understand
Received in time to assist in deci4. Timeliness
sions
Relative judgment, not rules
S. Materiality
6. Comparability Valid comparisons

1. Reliability
2. Inclusiveness
3. Clarity
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7. Availability
8. Readability

Proper number of copies
Easily understood by the reader

Supplying' information to management cannot be
a hit and miss affair. It must be preplanned to attain
maximum value. Reports must have a predetermined
schedule as to their preparation and priority. Some
reports are necessary for the completion of other reports and statements. Attached to monthly financial
statements should be the Management Accountant's
statement which includes: (1) date of preparation, (2)
distribution, (3) an explanation of unusual variances
in the report, and (4) any information pertinent in
using the report for decision making.
Graduates in accounting upon entering industry
soon forget what they have learned about proper
reporting. There is, therefore, a need for continuing
education within the firm to strengthen this communication technique. To respond to management's
needs, accountants should attach a letter which explains in laymen's terms what benefits the report will
have to its reader. Effective communications means
expressing yourself in a way that is understood by the
reader or listener. Communication is a waste of time
if the person receiving the report does not understand
it.
The accountant's letter should be based on observations made by the Management Accountant and
should contain opinions based on this knowledge.
Management should encourage rather than discourage
this type of explanatory reporting. The letter should
be a maximum of one page, typed, double - spaced,
and should include any illustrations considered necessary. Feedback on this type of reporting would, of
course, assist the Management Accountant and his
staff.
It is at this point that the Management- Accountant
may influence management changes and company
policies by his suggestions, fulfilling his role as part
of the management team. It is not so much the setting
of policies, but a chance to express his ideas that is
of importance. The expression of ideas of many people
will be more beneficial to the company than if only
a few participate.

Conclusion
The dramatic advancement in electronic data processing has made it possible to supply management
with almost any type of information it needs. The
credibility of this information, however, rests upon
the Management Accountant. He must insure that
the input into the records is properly classified and
processed on a timely basis. He must also confirm the
reliability of information presented to management
and help to make and improve policy decisions.
Each company varies in its policies, types of employees, and equipment available, therefore, the Management Accountant must adapt to fit into his current
environment. In an ever changing environment,
methods of operation should be constantly reviewed
and improved whenever they will result in benefits
to the company. Being a good Management Accountant is like being a good coach or manager — results
obtained with the material available rates the team
and its individual members.
1:1
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ACCOUNTING
FOR BEHAVIOR
The Ultimate Effect Of Our Craft Is To Contribute In A Positive
Fashion To Those Behavior Patterns Which Take The
Organization Along The Path Toward Its Goals

By Fred S. Pattison
Accounting is a highly structured way of communicating about the behavior of people. Its purpose
is also to affect the behavior of those who receive
and read the reports of the accountant. People will
buy or sell stock, managers will make decisions, and
workers will be urged to work harder as a result of
what is being reported.
Accountants are also concerned with the usefulness
of the work they do. They pay attention to the format,
content, and timeliness of their reports in terms of
the user's needs. After establishing the user's needs,
they make suggestions about what they feel needs to
be changed within the limits of the system. In all of
this, the accountant's suggestions are influenced significantly by traditional accounting practices. Now,
with the computer, he has the ability, and the temptation, to give everybody, almost everything, most of
the time. Without the constraints of a manual system,
he may have a very real problem of what to produce.
The answer lies in the behavior of the user whom
the accountant is trying to influence. How is the user
going to feel about what is given him? What is he
going to do with it? And, how is he going to do it?

A Tendency to Dwell on the Negative
Often, in fitting the pieces of a system together,
we stretch things a bit for the sake of consistency,
and find ourselves supplying something that is of little
use to the people involved. This practice tends to
erode the faith people have in their accounting system.
They begin to feel that top management is not interested in what they are actually doing. They feel that
accountants have a tendency to dwell on the negative.
Given a budget, a set of standards, and a measure
of expected performance, they believe that accountants take on the role of policemen and pounce upon
the offender, pointing out his trangression up and
down the chain of command.
One very significant point that is now well established is that negative reinforcement (punishment) has
far less effect on behavior than positive reinforcement
MANAGEMENT ACCOUNTING /APRIL 1973

(reward). This suggests that we might profit from a
shift in emphasis. Instead of being primarily concerned
with eliminating negative variances, let us focus on
providing the means to establish more firmly those
positive behavior patterns which make a contribution
to the goals and objectives of the organization. The
amount of time that passes between the exhibited
behavior and the reinforcement, as well as the schedule
of reinforcement, is also important.

Value Must Be Related to Behavior
"Many executives say that people constitute the
most priceless asset of business, yet current accounting
practices neither measure nor report their value. "'
There is a growing feeling in accounting that this is
a serious oversight. When we do begin to p ut t he
value of the human organization on the balance sheet,
we will find that value must be related to behavior.
We will be in a position to identify those behavior
patterns which contribute toward company goals as
positive factors, and those behavior patterns which are
detrimental to company goals as negative factors. As
people grow and increase their contribution, the added
value will need to be reflected.
First, and most obvious, the work of the accountant
is a significant part of the business environment. He
must insure the maximum effectiveness of his reports
in terms of the behavior patterns of the report preparers, the report users, and the people being reported
on. Second, and not so obvious, his efforts depend
upon a precise and fairly complicated record keeping
and reporting system to get the best results. It is up
to the accountant to design and maintain the feedback
system that makes the system work.
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Conclusion
Behavior is what we measure and account for, and
behavior is also what we try to influence. The ultimate
effect of our craft is to contribute in a positive fashion
to those behavior patterns which take the organization
along the path toward its goals.
❑
'Michael❑H.❑Gilbert,❑'•The❑And❑Value❑of❑the❑Human❑Or`aniration,❑•❑Manage.
ment Accounting, July 1970, p. 25.
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SELECTING A USEFUL LIFE
FOR
THE INVESTMENT CREDIT
One Who Acquires An Asset With A Guideline Life Of Six Years
May Have The Choice Of Using A Seven -Year Life And Taking
The Full Credit Or Of Selecting A Five -Year Life And Receiving
Only Two - Thirds Of The Credit But Depreciating The Asset In Five Years

By Allen Ford
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The on -again off -again investment credit was reinstated in the 1971 Revenue Act. While the name has
been changed to "Job Development Investment
Credit," the similarity to the old investment credit
is quite apparent. One significant change involves the
useful life provisions which govern the amount of
credit available. Instead of an eight -year useful life
it is now only necessary to have a useful life of seven
years in order to receive the full credit. For partial
credit, the useful provisions have correspondingly been
reduced by one year. Given a useful life of five or
more but less than seven years, the seven percent credit
is allowed on only two- thirds of the investment in
Section 38 property. Only one -third of the investment
qualifies if the useful life is three years or more but
less than five. Compared to the old law where the
upper limit was eight years and the lower was four
years, the new version is more liberal since seven and
three now constitute the upper and lower limits. One
significant difference involves the useful life used for
determining depreciation deductions and the life to
be considered when ascertaining the amount of credit
available. Under the 1971 Revenue Act, they must
be the same.'
In the past, considerable controversy has surrounded
the question concerning whether or not the life used
for depreciation purposes had to be consistent with
that used for investment credit purposes. Ironically,
this thorny issue had been resolved with Revenue
Ruling 72 -76 where the IRS acquiesced to the Tax
Court decision in the Triangle Publications, Inc. case.'
The Tax Court had approved the use of an eight -year
life for investment credit purposes while using a six year guideline life for computing depreciation.
' Code Sec. 46 (c) 2, amended by Section 102 of 1971 Revenue Act.
54 T.C. 138.
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One might conclude that questions or decisions
involving useful life would be nominal in view of
guideline lives and the clear position stated in the
1971 Act. However, such is not the case. The "Class
Life" system of depreciation, which greatly parallels
the Asset Depreciation Range System implemented
by the Treasury Department, was also part of the 1971
Act. Since the class life system allows the selection
of a useful life generally within a range of 20 percent
more or less than the guideline lives, a purchaser of
Section 38 property may find that the range allows
some flexibility in determining the amount of credit.
However, the decision to select a higher useful life
for investment credit purposes will result in a slower
depreciation write -off. Thus, one who acquires an asset
with a guideline life of six years may have the choice
of using a seven -year life and taking the full credit
or of selecting a five -year life and receiving only
two - thirds of the credit but depreciating the asset in
five years. As was true for the investment credit, the
amount of credit taken under the job development
investment credit does not reduce the basis of the
asset for depreciation purposes.

Choosing Between a Five -Year or
Seven -Year Life
Assume a new machine with a cost of $100,000, a
guideline life of six years, and a zero salvage value.
Under the new class life system, salvage value does
not have to be considered when determining the depreciation charge regardless of the method of depreciation. However, it is not permissible to depreciate
past salvage value. Since salvage value is not a factor
in determining the yearly write -offs, the sum of the
years' digits method of depreciation is a more appealing method. Probably, the optimum depreciation
strategy for new assets will be to initially elect the
double declining balance method and then switch to
M AN AG E M E N T AC C O U N T I N G / AP R I L 1 9 7 3

the sum of the years' digits method in the third or
later year. Under the class life system, it is permissible
to make this switch as long as the change in method
applies to all property in the vintage account and is
adhered to for the entire taxable year.' This was the
procedure used for depreciating new assets in all of
the following examples.
Using present value (PU) analysis, a useful life of
seven years should be selected for the above described
asset if the cost of capital is less than eight percent.
Given a cost of capital of nine percent or more, the
shorter life should be chosen. By referring to Exhibit
1, one may see that the point of indifference, a cost
of capital figure whereby one would be indifferent
between the two useful lives in question, is between
eight and nine percent.

Choosing Between a Three-Year or
Five -Year Life
Given the same asset and related information except
that the guideline life is four years, a choice between
three and five years must be made. In this case, as
shown in Exhibit 2, the point of indifference is between seven and eight percent. Where the cost of
capital is greater than eight percent, the shorter life
should be selected.
For those assets where the upper limit of the class
life is three years or more but less than five, it seems
readily apparent that three years should be considered
as the useful life. T o select a life less than three years
' Reg. 1.167

(2) - 1 1

(c).

when three years is within the permissible range would
not only cause a loss of one -third of the investment
credit but the alternative of using an accelerated
method of depreciation would not be available.

Used Section 38 Property
If the asset in question is a used one, two other
factors must be considered. First the maximum rate
of depreciation permitted is 150 percent declining
balance. The optimum depreciation strategy to use
will probably be the 150 percent declining balance
method in the early years with an eventual switch to
straight line near the midpoint of the asset's depreciable life. Secondly, not more than $50,000 of used
Section 38 property may qualify for the investment
credit in one year. Thus, one who acquires a used
machine for $60,000 will receive the same credit as
one who purchases a $50,000 used machine, assuming
identical useful lives.
Consider the purchase of a $50,000 used asset with
a zero salvage value and subject to class life limits
which include both five and seven years. Since this
is theonly used asset, the entire $50,000 may be used
for a basis when determining investment credit. In
this case, it would be more advantageous to select
a five -year useful life if the cost of capital is seven
percent or more. Given the same asset except that
the choice between useful lives is three and five years,
the shorter life would also be preferable for one with
a seven percent or greater cost of capital. In essence,
the shorter life should be selected in both cases when

" . . . a choice

between three
and five years
must be
made. "

Exhibit 1
SCHEDULE OF DISCOUNTED CASH FLOW BENEFITS:
SEVEN -Ye'AR LIFE VS. FIVE -YEAR LIFE

1
2
3
4
5
6
7

Tax
Savings
at 48%

PV
at 8%

PV
at 9%

S 28,570
20,408
17,007
13,606
10,204
6,603
3,402
$100,000

$20,714•
9,796
8,163
6,531
4,898
3,265
1,633
$55,000

$19,181
8,395
6,481
4,800
3,336
2,057
952
$45,202

$18,995
8,248
6,302
4,624
3,184
1,946
893
$44,192

Depreciation
5 -Year Life
$

Year

Depreciation
7 -Year Life

40,000
24,000
18,000
12,000
6,000

$100,000

Tax
Savings
at 48%

PV
at 8%

PV
at 9%

$23,867 0
11,520
8,640
5,760
2,880

$22,101
9,873
8,860
4,234
1,961

$21,886
9,700
6,670
4,078
1,872

$52,667

$45,029

$44,206

*Note that the tax savings in year one would also Include the amount of investment credit,. $7,000 In the case of a seven -year life and $4,667 for
the five -year life.

Exhibit 2
SCHEDULE OF DISCOUNTED CASH FLOW BENEFITS:
FIVE -YEAR LIFE VS. THREE -YEAR LIFE

Year
1
2
3
4
5

Depreciation
5 -Year Life

Tax
Savings
at 48%

PV
at 7%

PV
at 8%

Depreciation
3 -Year Life

Tax
Savings
at 48%

PV
at 7%

PV
at 8%

S 40,000
24,000
18,000
12,000
6,000
$100,000

$23,867 0
11,520
8,640
5,760
2,880
$52,667

$22,316
10,057
7,050
4,395
2,053
$45,871

$22,101
9,873
6,860
4,234
1,961
$45,029

$ 86,667
22,222
11,111

$34,333•
10,667
5,333

$32,101
9,312
4,352

$31,792
9,142
4,234

$100,000

$50,333

$45,765

$45,168

*Note that the tax savings in year one would Include the amount of the investment credit.
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is

"If salvage
value is
considered .. .
the point of
indifference
will increase."

the cost of capital is equal to or greater than seven
percent. The longer life should he used for a cost of
capital of six percent or less. The point of indifference
lies between six and seven percent.
As the cost of the used asset is increased, the impact
of the investment credit on the decision concerning
useful life selection is reduced. If one considers the
above asset and assumes a cost of $100,000, the point
of indifference is between two and three percent. For
a cost of capital of three percent or more, the shorter
life is preferable.

Salvage Value
For the above examples, salvage value was assumed
to be zero. This assumption may not be too unrealistic
when discussing property subject to the Job Development Investment Credit, since salvage value of 10
percent or less of the basis for personal property may
be ignored, provided that the property must have been
acquired after October 10, 1962 and have a useful life
of three years.' Thus, if the new machine in the original
example had a salvage value of $10,000 or less, the
figures in Exhibit 1 would remain unchanged.
Despite the fact that yearly depreciation charges
are not initially affected by salvage value, an estimate
of salvage value still must be made at the start of
the asset's life. Under the class life system, there is
a tolerance limit of about 10 percent of cost. As long
as it is within this limit, the taxpayer's estimate of
salvage value will not be challenged. One must note
that salvage is to be estimated at the time of expected
retirement which may be beyond the useful life selected under the class life system.
If salvage value is considered in the basic illustration,
the point of indifference will increase. For example,
assume that only $90,000 of the $100,000 cost in the
basic illustration is to be depreciated because of salvage value considerations. Note that the depreciation
methods used in Exhibits 1 and 2 will not change
since salvage value no longer has to be considered when
selecting the method of depreciation. For purposes
of selecting between a five -year and three -year life,
the longer life would be preferred if cost of capital
amounted to nine percent or less.

Other Factors
It is possible that all of the investment credit will
not be allowed in the year of acquisition since there
Code sec. 167

A

is a limitation on how much credit may be used. The
credit for one year is limited to $25,000 plus one -half
of the taxpayer's tax liability in excess of $25,000. In
those cases where the decision about which useful life
to select is very close, this restriction might be used
in justifying a choice of the shorter life if the total
credit available exceeds that which may be taken. Even
in the situation where the credit available exceeds the
credit allowable for the current year, one must still
consider the possibility of carrying the credit back to
the three prior years or forward for seven years. Thus,
the taxpayer may be able to take the entire credit
in the year of purchase by carrying back to prior years,
and he does have the opportunity to utilize the credit
in future years although this option is certainly not
as desirable as using the credit in the current year.
Another factor one might consider is the additional
first -year depreciation allowance of 20 percent of the
cost of tangible personal property. Since this additional
allowance only applies to $10,000 of investment and
the basis for depreciation is reduced by the allowance,
it is unlikely that this bonus depreciation will have
much impact on the selection of a useful life. This
is especially true when the property's cost is large. In
those cases where bonus depreciation might be a significant factor, the additional first -year depreciation
would support the choice of a seven -year life relative
to a five -year life since the tangible personal (new or
used) property must have a useful life of at least six
years to qualify for bonus depreciation.

Summary
While no rigid rules for determining which useful
life to use have been established, hopefully the reader
has obtained some ideas about the variables to consider when making this decision. It is possible that
many will be able to compare the basic illustration
with their own situation. To summarize, the basic
illustration involves the purchase of a new asset which
has a salvage value of zero by a taxpayer in a 48 percent
tax bracket. Given that the class life for this asset
contains both five and seven years, the point of indifference is between a cost of capital of eight and nine
percent.
If the class life of the basic illustration is changed
to include both five and three years, the point of
indifference is between seven and eight percent. When
the cost of capital is greater than the point of indifference, the shorter life should be selected.

Errata:
We wish to apologize to our readers and to Mr. Al
J. Betley, the author of "Contribution Pricing," March
1973, for combining non- related data. An earlier version of Exhibit 1, than the one intended, was published
with the article. Consequently the rates and prices
cited in the text do not agree with those shown in
the Exhibit. Although either set of figures will work,
they should be uniform throughout. We are listing
here the changes which will make the text conform
to the Exhibit:
' A l l figures contained in this article are representative of Magnaflux Corp.
procedures and do not reflect actual data.
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(A)
(B)
(C)
(D)
(E)
(F)

Direct Materials —(no change)
Direct Labor of $4.00'' —
Variable Overhead of $5.50 —
Direct Engineering Labor of $5.00 —
Other Variable Costs of $3.80 —
Fixed Costs of $19.20—
The first price is the variable costs price of $465,790
The second price is the break -even price of $826,750
The third price of $945,827 . . .
The fourth price of $973,085 . . .
Ed.
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FORECASTING
IN MULTI - OUTLET

BUSINESSES
A Framework Can Be Established That Permits The Development Of
Evaluative Criteria Based On The Unit As A 'Profit Center' Constrained By
Its Location And Facilities

By James L. Cottrell
Top management is placing increased emphasis on its
ability to " manage by exception." Since the existence
of an exception also implies the existence of a forecast
of expected performance, it has also led to a greater
interest in sophisticated forecasting techniques. The
problem of developing these forecasts becomes especially acute in an organization that has a large number
of similar operating units. Projections must not only
compensate for differences among the units, they also
must be detailed enough to pinpoint just where problem areas are within a given unit. In this article we
will present a method for developing a comprehensive
descriptive model of forecasted profit behavior for a
supermarket chain in terms of its environment.
MANAGEMENT ACCOUNTING /APRIL 1973

A supermarket chain is an excellent example of the
type of organization most conducive to the develop ment of a comprehensive environmental model. There
exists a large number of similar operating units and
a trade literature which contains many references to
environmental factors. The most significant of these
factors can be combined into a model that will generate estimates of expected performance. A framework
can be established that permits the development of
evaluative criteria based on the unit as a "profit
center " constrained by its location and facilities. These
criteria help to direct the energy and resources of the
firm to significant deviations from expected performance. A model of this nature would permit better
decisions to be made with respect to cash management,
promotion and training of outlet managers, remodel -
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ing of existing outlets and the location of new ones.

Cash Management
An environmental model is very helpful when estimating cash requirements because the net cash inflow
from the outlets may not be accurately determined
by extrapolation from prior periods. The distribution
Of retail units over different kinds of environments
changes from period to period as old stores are closed
and new ones opened. For instance, some environments will have greater increases in sales than others
because of rapid population growth. Also, some attempt must be made to forecast performance of outlets not yet constructed. Once the store -level cash flows
are estimated, they can be integrated into a complete
cash projection which considers other expected sources
and uses of funds.

Performance of Outlet Managers
Determination of whether or not an individual outlet's performance is commensurate with its profit potential is difficult, since actual performance reflects
different external and internal environments and also
different managerial capabilities. Therefore, the environmental effect and the managerial effect are commingled. Kinney mentions this problem with the use
of accounting data for control purposes when he
indicates that the environmental factors must be extracted before the manager's performance can be
evaluated. Subjective adjustments are not feasible over
a large number of outlets! To simplify the problem,
performance goals are often set in the form of dollar
sales volume based on extrapolations of past performance. This could cause dysfunctional performance on
the part of an outlet manager by forcing him to emphasize sales and customer service to the detriment
of cost control. The measures of performance should
be based on the outlet as a "profit center" constrained
by its location and facilities.

Remodeling of Existing Outlets
The useful life of a retail outlet is determined
partially by the width of the product line as dictated
by the size of the store. As consumers demand an
ever - increasing proliferation of products, a particular
store can only offer these by'reducing the shelf space
allocated to other items. The result is that each item
must be restocked more frequently causing higher
labor costs. A model which forecasted unusually high
sales per square foot after considering the effect of
changes in the external environment would pinpoint
more quickly the need to remodel the store and incorporate a change in capacity. Furthermore, the effect
of the change in size on sales, gross margins and controllable expenses could be estimated.

Location of New Outlets
Even though the approach taken in this article
emphasizes the evaluation of existing outlets, the
model can be used as a simulator for a proposed outlet
once the environmental variables are specified. It is
up to the chain's management to specify the physical
dimensions of the outlet to be constructed. Through
use of the environmental model, the effects of a proposed set of dimensions on profits can be estimated.
18

Environmental Factors
The profit performance of any unit within the
multi- outlet structure is assumed to be affected by
four types of factors:
1. Various social, demographic and economic parameters in the external environment;
2. The presence of competing outlets;
3. The configuration of the outlet including hours
open and its price level; and
4. The level of managerial effort.
An estimate of expected performance based on the
first three factors considers only nonmanagerial variables. This allows the manager to be evaluated against
the profit potential of the outlet rather than imputing
to him any advantages or disadvantages inherent in
the environment. Once an estimate is developed that
considers the nonmanagerial factors, any difference
between estimated and actual performance can be
attributed to the manager. This difference is, of course,
contaminated by environmental factors not considered, i.e., measurement errors and random disturbances. However, nonmanagerial factors that are not
included in the model are assumed to have effects
which offset one another.
One could list a large number of nonmanagerial
factors that might affect the performance of any retail
unit. Certainly, some would be more important than
others. Many would be extremely difficult to measure.
When constructing a model of this nature, emphasis
must be placed on existing information about the most
important determinates of a retail unit's performance.
This involves an investigation of the literature and
interviews with appropriate personnel in the field. The
model can then reflect some "collective perception"
of the retailing environment by individuals associated
with it. These investigations can isolate a set of factors
for each of the first three categories that can be tested
for inclusion in the model. These factors can be divided into two groups: the external environment (excluding competition) and the internal environment.
T H E E XT E R N AL E N VI R ON M E N T
N E I G H B O R H O O D TYP E . The outlets are classified into
a set of neighborhood types as follows: high income,
blue collar, Black, small town, young marrieds, and
composite.' Of course, the categories are not mutually
exclusive; outlets are characterized according to the
dominant type. In the model described below, at least
two individuals who were intimately familiar with the
areas surrounding the sample stores were interviewed
separately and, with their help, each outlet was classified. Where there was disagreement, or where it was
clearly recognized that the neighborhood had no dominant characteristic, the outlet was entered in a "composite" category.

The outlets were further classified into
a set of location types as follows: free standing, urban
shopping strip, and shopping center.
L O C A T I O N T YP E .

1

William R. Kinney, Jr., "An Environmental Model for Performance Measurement
in Multi -Outlet Businesses," Journal of Accounting Research, Spring 1969.
' Discussions of the above neighborhood types appear as special supplements to
Progressive Grocer in March 1966 an d May th rou gh August 1966.
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"The internal
environment
presents
factors having
to do with the
configuration
of the
individual
outlet."

Customers become more relaxed when they don't have to battle for position at checkouts or bump
into each other turning corners. (Photos courtesy of Progressive Grocer)
In location analysis, the determination
of a potential market must, of necessity, involve the
preparation of estimates of population located within
some geographical area. The research department of
the organization had the trading areas of all the outlets
in the division under study on maps. Population estimates were based on U.S. Bureau of the Census
statistics as well as information on new construction
and building demolitions.
P OP ULATION.

offers. Certain supermarket names are considered by
the industry to be discount operations and these were
accepted to be such in the research. This is not an
unwarranted assumption since the discount "image"
associated with a particular name may be opposition
just as formidable as the price structure itself.
The final measures used were stated in terms of
the number of square feet of competitive supermarket
space within one and two mile radii stated separately
for "regular" and "discount" offers.

INCOME LEVEL.

The average income level of the trading
area should have some effect on the performance of
the outlet. This effect is not so much on the quantity
of merchandise sold but rather on the relative distribution of purchases among the different items in
the product line. To use the raw income amount as
a measure of dollars available would be naive. This
would only be reasonable at the lower end of the
income scale, since the percent of an income increment
spent on food decreases as income increases. A measure
of "food sales potential per capita" was derived from
current median family income estimates for each trading area, average family size and changes in the consumer price index for food.
The amount of competition from other
outlets of like nature has some effect on performance.
Presumably, there is some optimum level of outlet
capacity for a particular trading area. When this level
is exceeded, underutilization of resources is the result
and the market is oversaturated. At levels below the
optimum, unusually high performance of the unit may
have little to do with managerial effort.
A competitor's product offer is made up of both
price and nonprice aspects. The distribution of this
offer between the two can be said to be different for
each competing supermarket. For this reason, it was
decided to use the industry's classification of "regular"
and "discount" to differentiate between types of
COMP ETITION.
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THE INTERNAL ENVIRONMENT
The internal environment presents factors having
to do with the configuration of the individual outlet.
With reference to new locations, once the external
environment and competition variables are forecasted,
it becomes necessary to estimate the values of the
internal variables. The model can be used to estimate
the effect of different store sizes, price levels, etc.,
but once'the store is constructed, these must be considered as given when the manager is evaluated since
he cannot control them.
ACE OF THE OUTLE T. This is a measure of the general
quality of the facilities. Older stores tend to have
fixtures and equipment that do not perform as well
as those in newer stores. Shelving is not quite as
attractive, lighting quality is not as good, frozen food
cases do not maintain the temperatures that newer
ones can. Also, the checkout counters are smaller, the
cash registers are more cumbersome to operate and
do not make change.
Any tendency for the smaller store to present a "less
pleasant" atmosphere to the shopper is at least partially offset by periodic redecorating. The main effects
of age are probably on costs because of the older
facilities. Any effect on sales probably is due to the
limited product line, which is more a function of size
than age.
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"Estimates of
expected
performance
were
developed . . . "

Outlet Size is probably the most
important variable when estimating performance.
Generally, large stores have higher sales than small
ones because of the convenience they offer the customer. This convenience factor manifests itself in the
wide product line offered, making trips to other stores
unnecessary. Also, because the product line is wider,
the gross margin as a percent of sales tends to be
higher, since the store is able to stock more high profit
lines such as gourmet foods and delicatessen items.
On the cost side, a larger outlet is able to allocate
more shelf space to a particular item, which makes
restocking less frequent. In our model, the standard
industry measure of "square feet of selling space" was
used for outlet size.

S I ZE O F T H E O U T L E T .

The size of the parking facilities
increases the accessibility of the outlet. It also increases
maintenance and utility expenses.
PAR KI NG FA CI L ITI ES .

N U M BE R OF C H E C K O UT C O UN T E R S . The number of
checkout counters utilized has an effect on the length
of the line waiting to be processed. It is assumed that,

for a given outlet size, the number of counters is some
measure of its peak load processing capability. Using
the number of counters as a variable gives recognition
to the fact that managers may have different capacity
constraints during peak periods.
Another source of nonprice offer variation
among retail outlets could be the number of hours
that the unit is open for business. Hours open depends
upon the shopping habits of the customers in the
particular area and limits imposed by municipal and
state authorities. It also would seem that increasing
the hours open may increase labor and utilities expenses.
H O UR S O P E N .

PR IC E LE V EL . A pricing policy that is flexible within
very narrow limits is necessary in order to meet competition. Differing price levels certainly have an effect
on sales dollars and gross margin percentages for a
given sales volume. Also, since one standard of efficiency is labor cost as a percent of sales, the lower
the price level, the higher a reasonable standard should
be.

Measures of Performance
Exhibit 1
TYPICAL PRO -FORMA INCOME STATEMENT
FOR ONE STORE
Projected performance
Unit B
Fiscal year ended March 31, 1969
Lower
control
limit
Sales
Grocery
Produce
Meat
Total
Gross margin
Grocery
Produce
Meat

836
82
261

1,170
138
505

Actual

1,504
194
749

1,257 (1)
138 (1)
467 (1)

1,813

185
44
122

204
47
135

1.862

210
48
148

386

Total
Direct expenses
Controllable
Store
Utilities
Wrapping supplies
Wages
Employee benefits
Trading stamps

Estimated

Upper
control
limit

3.0
7.4
9.5
142.3
16.9
33.3

5.2
11.2
10.9
152.3
18.3
35.9

381

7.4
15.0
12.3
162.3
19.7
38.5

4.7
12.8
9.9
143.3
17.8
37.8

Total controllable

233.8

226.3

Manager's contribution

152.2

154.7

Noncontrollable
Maintenance
and repair
Refrigeration
Total noncontrollable
Unit contribution

3.6
0.4

10.2
3.4

16.8
6.4

(1)
(1)
(2)
(2)
(1)
(2)

10.8 (1)
4.5 (1)

13.6

15.3

138.6

139.4

(1) Actual performance is within one standard error of the estimate
(2) Actual performance is within two standard errors of the estimate
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210 (2)
45 (1)
126 (2)

Estimates of expected performance were developed
using a regression analysis model as a set of "proforma" income statements for each unit. (See Exhibit
1.) The statements consist of only those revenue and
expense accounts necessary to compute contribution
margin (gross profit less direct store expenses). Also,
each estimate is shown along with its control limits.
The use of multiple regression techniques yielded a
set of factors which are statistically significant in one
or more of the performance estimators.
Regression estimators are presented as Equations
1 through 16 in Exhibit 2.' The dependent variables
(left -hand sides of the equations), relate to specific
items in both the "list of dependent variables" and
the "list of independent variables." For instance, S, /X i
means "total grocery sales dollars per square foot of
selling space." On the right -hand side, the X's are the
independent variables and the B's are the regression
coefficients which are determined from the data. Their
signs indicate the direction of their effect.
An examination of s ome of the more important
relationships in the equations communicates, at a
rudimentary level, a perception of the food retailing
environment.
SALES
Equation 1 is the estimator for total grocery sales.
Within this category, estimators were also developed
for dairy (Equation 2), non -foods (Equation 3), and
dry grocery sales (Equation 4).
The above equations show that sales per square foot
(S i/X i) is positively correlated with outlet size. This
relationship is due partially to differences in the product line handled by different size stores. Larger outlets
carry a wider product line within each category. As
the product line becomes wider, the mix swings toward
merchandise which has a higher sales value per square
foot. In addition, the larger outlet does not subject
' It should be noted that these equations represent the form rather than the
substance of the computations that were made.
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Exhibit 2
REGRESSION EST IMATORS

L i s t o f d e p e n d e n t va r i a b l e s

Li s t of Inde pe nd en t var i a bl es

Sal es doll ars

B.X„

B.X,.

To t a l g r o c e r y
Da ir y
Frozen foods

Se
S,,,
Sag
Sp
S
S,

Ba k e r y
Nonfoods
Dry gr oc ery
Prod uc e

X ,
X ,

Square feet of s elling s pac e
L o g ,.X ,

X

N u m b e r o f c h e c k o u t c o u n t e r s p e r t h o u s a n d s q u a r e feet of

X ,

s e l l in g s p a c e
Pri c e le vel —d u m m y va ri a bl e to in d i c a t e w h e t h e r a un it is o r
is no t i n t h e h ig h e s t of th e c h ai n ' s f ou r a l te r na t i ve gr o c e r y p ri c e

o

—

—

B,X,

+

B, X,

+

B,X

+

B,X,

+

B

+

( 1 ) Ss / X ,

Sg
Sa
Sn

B, X,

B,X„

B. X.

o

—

—

+

B,X,

+

B

+

( 2 ) Sa / X ,

B,X,,

m

—

—

B,X ,.

+

B.X„

+

B.X.

B, X, ,

+

B,X,

+

B,
—

(3) S„f /X,

( 4 ) Say / X ,

=

B.

+

B, X,

+

B,X,

+

B.X. +

B. X , , — B , X , +

B.X ,.

Gr o s s m a r g i n p e r c e n t a g e s

B.X,

+

B, X,

B.X„

B, X , ,

struc tures
Fo o d s a l e s p o t e n t i a l p e r c a p i t a — d e r i ve d f r o m c u r r e n t m e d i a n

X .

fam i l y i nc om e es ti m ates f or eac h trad i ng area, average fam i l y
s iz e a nd c h an ges i n t he c o ns um e r pri c e in de x f or fo od
D i s c o u n t c o m p e t i t i o n w i th in o n e mile— s quare feet of s ell ing

X

s pa c e o f a ll s upe rm ar k et s w i th a "d is c ou nt ” i m a ge
Disc ount com peti tion from o ne t o tw o m i les

X .

Re gu la r c o m p e t i t i o n w it hin o n e mile— square feet of s el li ng

To t a l g r o c e r y

G p/ S p P r o d u c e

—

—

B, X.

X

—

B,X,

+

B.

+

G./ S.
( 5 ) Sp / X ,

Me a t
To t a l

G,,, /S . Meat
B, X,

s pac e o f al l s uper m ar k ets w i th a '' reg ular pr ic e” im age

B, X , ,

+

B,X,

=

B,

+

( 6 ) 5,,, /X,

—

X.

Co n t r o ll a b l e d i r e c t e xp e n s e s
( 7 ) S, /X,

— B,

B,X,

+

+

B,X. — B,X, +

B, X , +

B, X „ +

B. X , .

E ,

St o r e

exp ens es — in c lu des

X ,
va ri ou s

B, X ,

B, X, .

+

+

B, X, .

B.X.

—

+

B.

+

s e r vi c e s s u c h a s l a u n d r y , a r m o r e d c a r s , r e f u s e
di s p o s al , w i nd o w c le a n i n g, f l o or c l e an i n g , s t o r e
(8 ) Gg/ S g

E ,
B3X2o

B, X ,

+

B.

+

—

+

B, X,

=

+

B, X ,

B, X ,

+

B.

B, X, .

E ,

B,X„

E ,

B, X, .

B,X,

+

B.

B,X,.

B. X „

B,X,.
—

—

=

( 1 2 ) log „E.

+

—

—

( 1 1 ) Io g, .E ,

+

( 1 0 ) log „E,

B.

—

( 9 ) log „E,

E ,

E ,
( 1 3 ) log „ E, =

B.

+

B, X , +

( 1 4 ) log „ E. =

B.

+

B,X, +

(15) log

B.

+

B,X,. +

B.

B, X , .

B. X ,

—

X.

+

X.

Population in trading area

X
X„

Square m iles in trading area
Po p u l at i o n de n s i t y p e r s q u a r e m i le

— X „ /X „

W rapp ing s upp lies expe ns e —all s upp lies us e d to
pac k age m erc hand is e prior to po int of s ale and

X„

To t a l s a l e s p o t en t i a l — (X

X.) ( X , ) ( X . )

bags us ed at c hec k out c oun ters
W age s e xpe ns e —a ll w ag es pai d t o s tor e p ers onnel
E m p l o y e e be n e fi t s expens e —union p e n s i o n

X,.

N e i g h b o r h o o d type —dum m y va r i ab l e to in d i c a t e b l u e c o ll ar

fu n d s , w el fa re fu n ds , g r o u p life a n d ac c i d e n t
in s u r a n c e , m e d i c a l ben ef it s , w o r k m e n ' s c o m -

X„

nei ghb orh ood
N e i g h b o r h o o d t y p e — d u m m y va r i a b l e t o in d i c a t e Bl ac k n e i g h -

pe n s a t i o n a n d F . I C . A .
Tra din g s ta m p s e xp ens e —c o s t of tr ad ing s tam ps

X,.

bo rh oo d
N e i g h b o r h o o d type —dum m y va r i ab l e to in d i c a t e s m a ll t o w n

X„

nei gh borho od
Lo c a ti o n t y p e — d um m y va r i ab l e t o in d i c a t e w h e t h e r a un i t is

d e c o r a t i o n s a n d e xt e r m i n a t i o n
Ut il i ti e s exp en s e —h e at , l ig h t a nd p o w e r

and m ainte nanc e to s tore equip m ent and p roperty pe rfo rm ed by bo th ins i de and out s id e p er-

B, X , — B,X.

B,X ,.

=

( 1 6 ) Io g, .N ,

1V

B,X. +

+

X

No n c o n t r o l l ab l e d i r e c t e xp e n s e s
N
Mai nte nan c e and re pai r e xpe ns e —c os t of re pai rs

N ,
+

N,

-

B, X , . +

X,

dis tributed to c us tom ers

B,X„ — B.X .

Dis c ou nt c o m peti tion perc e ntage =

purch as ed

sonnel
Ref ri ger at ion e xp ens e— re pa irs a nd m a in ten an c e

X,.
X1.

X.

+

X. +

or i s n ot loc ate d i n a sho ppi ng cen ter
Sales per s quare toot = St/X ,
L o g , X ,.
G r o c e r y s a l e s p e r c e n t = Sy / S ,

N o t e : D u m m y v a r i a b l e s w e r e u s e d t o c l a s s i f y t h e s a m p l e s t o r e s in t o

to re f r i g er a t i o n e a u i o m e n t p e r f o r m e d by b o t h

f o u r p r i c e l e ve l s , f i ve n e i g h b o r h o o d t y p e s a n d t w o l o c a t i o n t y p e s .

in s i d e a n d o u t s i d e p e r s o n n e l

Th o s e s h o w n a b o ve a r e s i g n i f i c a n t i n o n e o r m o r e e q u a t i o n s .

"The number
of checkout
counters has a
significant
relationship to
sales."

the customer to crowding. A more leisurely shopping
pace makes the customer more susceptible to "impulse" buying. There is some evidence that size may
have this effect since a correlation was found between
outlet size and sales per customer.
Price level (X,) affects total grocery sales (Equation
1) primarily through its effect on dry grocery sales
(Equation 4). The dry grocery category comprised
about 70 percent of total grocery sales in the stores
studied.
The number of checkout counters (X 3) has a significant relationship to sales. However, just using the
number of counters posed serious problems since the
number of checkout counters is highly correlated with
store size. This problem was solved by computing the
number of counters per thousand square feet of selling
space for each outlet and thus preserved independence.
This variable is some measure of peak load processing
capability, which is an important aspect of a store's
nonprice offer. After considering the effects of size
and competition, the customer who shops during the
busy peiod may frequent that store which promises
the shortest processing time. The one exception is that
it is not significant for nonfoods (Equation 3).
The sales potential (X l3) of a particular unit takes
into consideration its own economic and competitive
environment. Its base is a measure of supermarket
saturation, which is stated as the average number of
persons per square foot of the total supermarket space
in a one -mile radius. Multiplying this by store size
allocates a part of the population to a particular store
in proportion to its size and this is converted into
dollars by the use of food sales potential per capita.
The above computation of market potential does
not consider the mix of supermarket space in the area
between regular and discount. For this reason, X 9 was
entered into the analysis. Also, stores in blue collar
neighborhoods have slightly higher sales in most grocery categories than units in other locations (Equations
1, 4, and 7).
Nonfoods (Equation 3) are usually purchased when
the bulk of the weekly shopping is done. For this
reason, the peak load processing capability of the unit
(X 3) is not significant. Neighborhood types are more
important. Research indicates that nonfoods make up
a smaller than average percent of sales in "Black"
neighborhoods (X t s ) . ' Also, this merchandise comprises a greater than average percent of sales in "small
town" areas (X 16), since this shopper is not exposed
to as many outlets as is his urban counterpart. In
addition, company representatives indicated that nonfoods do not sell as well in "shopping center" locations
(X 17) because of the availability of this merchandise
from other units in the center.
Sales estimation for produce (Equation 5) is more
difficult than for grocery items due to frequent
changes in price as well as seasonal supply and quality
changes. Also, sales are more erratic and the unit of
purchase changes over time.` These variations force
the customer to observe price differences among competing outlets on only a few key items. The awareness
of these differences, coupled with the relatively high
' "The Negro C000MQr," Progrearive Grocer, June 1966.
5

Bob R. Holdren, The Structure of a Retail Market and the Market Behavior
of Retail Unitd, Prentice -Hall, Inc., Englewood Cliffs, N.J., 1960, p. 96,
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price of produce is the reason for the significance of
discount competition outside of a one -mile radius
(X 7). The chain generally maintains the same produce
price level over all outlets.
Meat sales (Equation 6) is not as sensitive to discount competition. This is due to the nature of the
market which causes the customer to associate quality
with price. The competition is partly illusory, for it
is difficult for the customer to discern relative quality
levels.
The total sales estimator (Equation 7) is very similar
to that for grocery (Equation 1), since grocery sales
comprise approximately 70 percent of total sales. The
value of this equation is that it permits an estimate
of the overall "intensity of utilization" of the outlets
(X is) and (X w), which is of value when estimating
expenses.
GROSS MARGIN
The estimator for the grocery gross margin percentage is shown as Equation 8. The only data available
on gross margin percentages were by the three conventional sales categories. (Direct per item cost is the same
for all the chain's outlets.) Margin is a partial function
of the product category percentages of total sales. In
most cases, these percentages used as independent
variables did not cause a significant reduction in the
gross margin variances. There are two reasons for this:
(1) A positive correlation exists between store size and
product line width, and (2) very small differences exist
in the gross margin percentages of the different outlets
for produce and meat.
Sales per square foot (X is) is a measure of how
intensely an outlet is utilized. This measure incorporates the advantages that a larger unit gives for the
maintenance of a high margin percentage since there
is some correlation between outlet size (X l) and sales
per square foot. Also, a wider product line is offered
in the larger units. The additional items are of higher
than average margin and a "convenience factor" is also
a part of the nonprice offer.
Outlets located in higher income areas (X s) have
even higher grocery margins because of the greater
emphasis the customer places on "national brand" as
opposed to "house brand" merchandise and on specialty
items. The "shall town" outlet benefits from the higher
percentage of nonfoods it sells (Equation 3).
EXPENSES
Information was not available for the derivation of
functional relationships based on a management decision to render a particular level of service as part of
the nonprice offer. Expenses were stated as a function
of outlet size (X z), its intensity of utilization (X l9),
and, in most cases, a product mix percentage (X zo).
The results for direct expenses are shown in Equations
9 to 16.
After the effects of size and intensity of utilization
are considered, stores with a high grocery sales percentage (X zo) have lower expenses in some categories.
This is because units with high produce and meat sales
percentages will incur greater cleaning and laundering
costs as well as increased expenses for wrapping supplies, skilled labor and maintenance.
Continued on page 30
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CUSTOMS DRAWBACK
Although Domestic Merchandise May Be Used In The
Production Of The Export, 99 Percent Of The Duties Paid On
The Designated Import Of The Same Kind And Quality
W i l l Be Refunded

By John W. Giltinan
The United States has long sponsored a program
whereby those who import articles, perform a manufacturing operation on them and export the new product receive a refund of 99 percent of the customs duty
paid on the original import. This program is called
Customs Drawback. The purpose of the program is
to offer an incentive to importers to export products
made with the imported merchandise. This helps
strengthen the United States' trade position by having
a higher valued commodity going into the international market and helps offset the deficit caused by
the import initially. The benefit which the importer manufacturer- exporter receives is that he is able to
procure the essential articles for his operation at lower
cost thereby improving his profit picture.

The Drawback Law
The present Drawback Law is part of the Tariff
Act of 1930. The concept of drawbacks has had a long
legislative history and the law in the field has been
well settled. Few court cases have risen in this field
since the beginning of the twentieth century.
Through the Tariff Act, the Secretary of the Treasury receives the power to establish regulations which
enable the Bureau of Customs to carry out both the
spirit and the letter of the law. Part 22 of the U.S.
Customs Code contains regulations concerning drawback. There are 46 sections of this part covering all
aspects of drawback from importation to manufacture,
to record keeping, to exportation.' "Customs Regulations have the force of law and compliance with them
is a condition precedent to drawback. "'
When a controversy arises wherein the claimant
feels he has been unjustly denied a right to drawback,
the claimant must file a written protest within 60 days
of official notice of denial.' If the protest is denied,
the claimant may then appeal to the Court of Claims.
"The jurisdiction of the Court of Claims attaches upon
refusal of the Secretary of the Treasury or a collector
' All footnotes appear at the end of this article.
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of customs to pay drawback to which the party is
entitled upon demand duly made for its payment, but
formal conditions for perfecting such a claim required
by Treasury regulations ... must be completed within
order to entitle plaintiff to receive." '
The burden of proof rests on the claimant to show
that he has complied with the customs regulations
and to show that he is entitled to receive the refund.'
The claimant must rely primarily on affidavits to
support his claim. The various certificates that support
a drawback claim require one or more affidavits.' But
there is a caveat.
"Whoever knowingly and willfully files any
false or fraudulent entry or claim for payment
of drawback allowance, or refund of duties upon
the expectation of merchandise, or knowingly
or willfully makes or files any false affidavit,
abstract, record, certificate or other document,
with a view to securing the payment to himself
or others of any drawback allowance, or refund
of duties on the exportation of merchandise,
greater than that legally due thereon, shall be
fined not more than $5,000 or imprisoned not
more than two years, or both and such merchandise or the value thereof shall be forfeited. "'
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The penalties for false or fraudulent drawback
claims are levied against those who sign the documents.
For this reason, the power to sign such documents
is limited to the president, vice - president, secretary
or treasurer of the claimant, or to one who holds
customs power of attorney. This provision is so strict
that one who by act of the board of directors of a
corporation is made an officer of the corporation but
does not have the words: president, vice - president,
secretary or treasurer as part of his title may not sign
on behalf of the corporation!
In one case, this regulation (22.45) almost deprived
a claimant of his proper drawback. The exporter of
the merchandise was a family firm with the owner
in retirement in a foreign country. Although the manager had a customs power of attorney on file at the
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manufacturer
of imported
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. . ."

local port, the port of claim would not recognize his
endorsement. The owner could not be reached for an
endorsement and the manager would not file another
power of attorney for fear of incurring liability for
appearances at the port of claim. The claimant, therefore, stood to lose a sizeable refund because of the
iron -clad character of regulation 22.45. Finally, the
claimant was able to satisfy the regulation by asking
the director of customs at the port of exportation to
certify to the port of claim that a power of attorney
on the manager was on file at the port of exportation.

Drawback Jargon
Like so many other fields, customs drawback has
developed its own vocabulary. Three words take on
additional meaning and significance when one speaks
of drawbacks. These are: "appear," "manufacture," and
"export."
APPEAR

The standard drawback phrase used on the certificate of manufacture is X quantity of import "appearing" in Y quantity of exports. The word appear does
not require that the imported materials should appear
in the sense of being seen in the completed articles,
but only in the sense of being proven present in the
completed article.'
MANUF AC T UR E

"Manufacture" can be considered to be the keystone
of the entire drawback program. "It has been held
that the word manufacture as used in the drawback
statutes comtemplates something more than a mere
change in the article as the result of treatment and
labor." "
For custom purposes, even though the products have
the same name as the import, the import could be
said to have been manufactured. The case in point
dealt with the importation of paint and the exportation of paint. As long as the claimant could prove
that the product met the manufacturing test, he was
allowed the refund."
A diamond necklace made in the United States with
twenty -two imported diamonds also satisfied the manufacturing test."
On the other hand, a brewing company that imp o r t e d b o t t l e s a n d c o r k s , f i l l e d t h e m wi t h beer and
then exported the products was held not to have met
the manufacturing test."
These examples point to a specific definition of the
word "manufacture." For drawback purposes, an import can be considered manufactured when there is
an entirely new article wholly manufactured in the
United States "and not merely the finished material
of a further stage." "
EXPORT

The words "export" and "exportation" mean the
sending of goods to some foreign place, that is, that
"there shall be a port of foreign destination." " Exports
that may be consumed on a voyage do not meet the
definition of an export." The necessity for this strict
definition of export stems from one of the primary
purposes of the drawback program, i.e., to give the
United States a better balance of payments ratio. If
24

the goods are consumed on the voyage, the United
States will not achieve the goal of having its products
enter another nation's market place.

Substitution of Domestic Material
Some manufacturers have both a domestic and a
foreign source for their raw materials. These manufacturers may commingle the imported and the domestic
raw materials in their inventory, and interestingly
enough, the product to be exported does not necessarily have to cont1 in any of the imported merchandise. Although domestic merchandise may be used in
the production of the export, 99 percent of the duties
paid on a "designated" import of the same kind and
quality will be refunded.'- The benefit to the manufacturer is that he does not have to isolate the imports,
and he does not have to insure that the imports are
used for only his export production. Since the manufacturer must use the import in his manufacturing
process within three years of the receipt of import,
he benefits from this clause even though he receives
the import at the beginning of the period and does
not have to manufacture the exported article until
three years later. The only requirement is that the
raw material for the manufacture must be of the same
kind and quality as the import. This clause enables
a manufacturer who has only a small portion of his
total sales volume going into the export market to
use all of his exports for drawbacks. He may apply
three years of exports to any one import.

Benefit
The manufacturer of imported merchandise realizes
one obvious benefit from the drawback program. It
enables him to reduce his sale price without sustaining
any real loss. In the first place, the customs duty which
the manufacturer paid on importation usually does
not bring the price of the import up to the price of
the domestic merchandise of the same kind and quality
as the import. Then, at the time the manufacturer
sells his product, he is also in a position of being able
to retain the duty recaptured. In this way, he may
improve his profit picture or he can pass the savings
onto the customer thus placing him in a more competitive position in the market.
One major buyer, the United States Government,
does not permit the manufacturer a direct benefit of
sales for export with benefit of drawback. At the time
the claimant submits his claim, he must file a statement whether or not the merchandise is to be sold
to the United States Government, including any
branch, department or agency of it. If sold to the
Government, the claimant must also present a statement signed by an officer of that branch, department
or agency that the rights to drawback were reserved
by the seller." Whenever the manufacturer has reserved the rights to drawback, such reservation is taken
into consideration in his bidding for the government
contract. Usually, the price on the contract is reduced
by the amount of drawback to be captured. Thus, the
Government assures itself that it will get the benefit
of the drawback refund.
This requirement applies only to direct sales to the
United States Government. Sales to foreign customers
who are able to purchase the goods with a loan from
MANAGEMENT ACCOUNTING /APRIL 1973

the Aid to International Development program (AID)
are not exempt from the drawback. The United States
merely sponsors these sales and cannot be considered
to be the purchaser.

Record Keeping
The records kept by the importer, the manufacturer
and the exporter play a very important role in determining the validity of a drawback claim. Although
the records do not have to have absolute detail and
accuracy, they should meet the reasonability test.
The claimant should be able to trace the import
from its unloading at the port, through each manufacturer and through each step of manufacture. Once
the import loses its identity and becomes a part of
the export, the claimant must trace the new product
to the point of exportation. Because this record keeping can be cumbersome, many claimants follow the
"designated material" route. In this case, the claimant
can trace the import from the time of importation
until its original identity is lost in the manufacturing
process. He may then show that the export is made
from the same kind and quality of material as the
import and that it was manufactured within five years
of the date of importation." The claimant must also
identify the material by its kind, quantity and by any
special marks. Once this is done at the point of importation, the claimant may rely on routine inventory
entries through the manufacturing process.
A major problem that the claimant faces is the loss
of records. It may take three years or more from the
time the drawback program is approved through the
certification of imports and exports and to the filing
of the first claim. The claimant's system must be such
that he can refer to records and provide a reasonable
tracing of the import.

The Drawback Statement
Once a manufacturer or exporter desires to establish
a drawback program, he completes and submits an
application to the appropriate authority. When the
drawback program involves only the manufacture of
imported merchandise, the manufacturer sends the
application to the port where he wishes to file his
claims. When the application calls for the use of
domestic articles of the same kind and quality as the
import, the manufacturer refers the application to the
Bureau of Customs in Washington D.C. In both cases,
the manufacturer will receive an acknowledgement of
the application and sample drawback statements.
Some delay may occur at this point. The Bureau
or the local port director find themselves extremely
busy and applications for a new drawback rate may
receive a low priority. The manufacturer has a better
chance of achieving the new drawback approval if he
can somehow tie his present application to another
drawback rate issued to him and seek to amend that
rate.'
After he receives an acknowledgement of the application, the manufacturer must prepare a drawback
statement. This statement is really a contract with
the Government in which the manufacturer promises
to do certain things and keep certain records. In consideration, he will receive the right to claim drawback.
In preparing the drawback statement, the manufacMANAGEMENT ACCOUNTING /APRIL 1973

turer assembles all the pertinent information concerning his manufacturing process. He lists the imports
to be consumed, the domestic merchandise of the same
kind and quality that may be consumed, the location
of his plants, a description of the record keeping
process, a detail description of the manufacturing
process, and the accounting for any waste that may
occur. The manufacturer must also prepare schedules
that show the quantity of import that is present in
each kind of export article. The manufacturer, or in
the case of a large corporation, an officer of the corporation, signs the statement. His signing binds him
personally as having reviewed the statement and acknowledging the facts presented are true and binds
the manufacturing company."
When completed, the drawback statement that
involves only the manufacture of imported goods must
be sent to the regional commissioner of customs at
the port where the drawback entries are to be liquidated. The drawback statement that involves the
manufacture of imported merchandise and the manufacture of merchandise of the same kind and quality
as the imported merchandise must be sent to the
Bureau of Customs in Washington. In each case, the
customs officials review the statement and if the statement meets certain criteria concerning the manufacturing and record keeping processes, approval will be
issued. With the approval of the manufacturer's statement, the customs officials issue a drawback rate to
the manufacturer.
Whenever a claimant files his first drawback claim
under a new rate or under an amended rate, the
regional commissioner of customs sends the claim, a
copy of the drawback rate, and a copy of the drawback
statement to the special agent in charge of the area
where the manufacturer's plant is located. The special
agent must verify all the particular aspects of the claim
and ascertain whether the claim meets the requirements set forth in the manufacturer's statement and
the drawback rate." Once the agent approves the
claim, the manufacturer or his exporter may file a
claim.

"The claimant
must
satisfactorily
documen t t h e
import."

Documenting the Imports
The claimant must satisfactorily document the import. At the time of importation, the claimant, or his
agent, must present to the customs officials a consumption entry for each import. The consumption
entry shows a complete description of the import, its
quantity, its identifying marks, the total customs
duty paid, the name of the importing vessel and the
date of importation."
The claimant bears the responsibility of properly
documenting the import. The task is usually easy
where the claimant is the importer. In this case, he
merely keeps a copy of the consumption entry for his
files. Where, however, the claimant is a customer of
the importer, or a customer of the manufacturer, the
task of documentation can become difficult, if not
impossible.
The customs regulations place on the manufacturer
the responsibility of tracing the import from the custody of the importer to his own custody. Where the
manufacturer is also the claimant, he will often procrastinate in the documentation of imports. This is
25
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because the manufacturer makes his money through
production and not through searching files. At times,
a manufacturer will even wait until a slow period
before he spends time on the drawback program. By
that time, records may be lost or destroyed.
The claimant must file a certificate of delivery of
imported merchandise at the port of importation. This
certificate must show the name of the importer and
the name of each intermediate transferee. The basis
for this certificate is the consumption entry. Problems
frequently occur where the manufacturer keeps his
records by vessel and purchase order number and the
importer keeps his records by seller, order number,
and by vessel. Thus the only common ground for the
records is the name of the vessel. The manufacturer
then finds himself asking the importer to spend several
hours reviewing files. However, the importers are reluctant to waste their time on this kind of gratuitous
work and they too put off the research until a slow
period. Consequently, many imports are not fully
documented for perhaps a year or two after the date
of importation."

Documenting the Manufacture
Every claim for refund of customs duties must be
supported by a certificate of manufacture and delivery.
The manufacturer must also prepare this document.
On it lie shows the quantity of import used in manufacturing the export. The certificate also shows the
pertinent information about the import such as the
consumption entry number, name of importer, port
of importation, quantity, date of importation, the
date of delivery, the rate of duty and the number
of the certificate of delivery of imported merchandise.
The proprietor of the manufacturing company and
the foreman for the last phase of manufacture attest
to the manufacture, the date, and the place of manufacture.
Where the manufacturer is a large corporation, an
employee holding customs power of attorney usually
signs for the corporation and a clerk who has reviewed
the manufacturing records signs as the foreman. The
rule is sometimes relaxed for the large corporation
because it can keep adequate manufacturing records
whereas the small manufacturer may not keep sufficient records."
In the large corporation, the drawback clerk is the
one who prepares the certificate of manufacture and
delivery, in duplicate, and presents it to the port where
the drawback entries are to be liquidated. The port
numbers the certificate, retains the original and returns
the numbered copy to the manufacturer. The certificate of manufacture can be filed at any time between
the actual manufacture and the filing of the drawback
entry. Those manufacturers who have a steady import- export business tend to file the certificate at the
time of manufacture; whereas those whose import -export trade is not regular tend to hold the filing until
there are sufficient exports so that all the paper work
can be done at one time. The statute of limitations
covering the imports is five years.
As in the case with the certification of importations
and delivery, the claimant bears the responsibility for
tracing the import through all its steps of manufacture
and through each different manufacture. This infor26

mation is presented on the certificate of manufacture
and delivery.

Documenting the Exports
The rights to drawback remain contingent until the
article is exported. At the time of exportation, the
right to drawback vests in the named exporter. Where
the manufacturer and exporter are one, there is no
problem concerning the rights to the refund. Where
the title to the exported article passes from the manufacturer to the exporter, the right vests in the exporter
alone. The exporter normally assigns his rights to
drawback to the manufacturer, unless the sales contract
between the manufacturer and the exporter specifically treats the rights to drawback.
The claimant must prepare a notice of exportation
of articles with benefit of drawback in triplicate. On
this document, the claimant records the name of the
claimant, the port of exportation, the name of the
exporting vessel, the exporter of record, his agent, the
consignee, his agent, ultimate destination, name of
the manufacturer, and a complete description of the
article being exported. If the claimant is not the
exporter, the claimant presents notice to the exporter
for an assignment of the drawback right. The claimant
has three years from the date of exportation to complete this documentation process. 26
The claimant faces a similar problem in certifying
the exports that he faced in certifying the imports.
Different systems of record keeping impede the certification process. The manufacturer often keeps his
records by car or truckload shipped. The exporter, on
the other hand, uses the exporting vessel as his basis
for his files. Sometimes, the products are put on a
different vessel from the one originally slated and the
manufacturer is never informed of the change.
The biggest problem, though, is time. Ideally, the
claimant should present his notice of exportation at
the time the other export documents are presented.
However, the claimant often does not have enough
information to prepare the form at that time and he
will have to wait until he can obtain it. The delay
brings other problems. Changes made but not documented are forgotten, files get lost, and exporters do
not want to spend their time reviewing old files.
The Drawback Entry
The last form to be completed in the normal drawback claim is the drawback entry. On this form, the
claimant enters his name, the notice of exportation
number, the name of the exporting vessel, the date
of exportation, the number of the exporter, the
number of articles exported, the quantity and description of the articles exported. This form becomes the
basis for computing the drawback refund.=
An unusual aspect of the drawback entry is that
the claimant may have to sign the form four times.
The claimant, if he is the manufacturer or his agent,
signs the form once after listing of the exports, once
after the statement of manufacture, once after the
notice of export or lading and finally after the affidavit
attesting that the sale was not made to the United
States Government, including any branch, agency or
department of the Government. The practice is that
the same individual signs all four times for the claimMANAGEMENT ACCOUNTING /APRIL 1973

ant. What happens if he forgets to sign in one place?
The Drawback Section promptly notifies the claimant
of his failure to comply with the Customs procedures
and possibly the claimant must go to the government
office to make the last signature.2°

Conclusion
The drawback program offers the manufacturer a
1
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good opportunity to reduce the cost of his materials.
Many manufacturers of imported merchandise do not
seize the opportunity of that program because they
are unwilling to establish comprehensive record keeping systems and because they find it too
difficult to comply with the various regulations. As
in many cases, the potential exists but is management
willing to pursue it?
❑
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LETTERS to the editor
Continued from page 7
increased interplant cost competition. In my opinion, this method,
although relatively simple, w i l l not necessarily lead to the predicted
interplant competition.
A comparison of the two examples given in the article will clarify
my position:

Sales price
Unit cost, plant A
Unit cost, plant B
Margin, total
Margin, plant A
Margin, plant B

Before any 10% decrease 10% decrease
changes in A's cost; no in B's cost; no
change in B's change in A's
$2.00
$2.00
$2.00
.80
.80
.72
.20
.20
.18
1.02
1.00
1.08
.20
.235
.187
.80
.845
.833

Given the relationship between sales price and the unit costs of
A and B, the two plant managers are in quite different positions.
Manager A can count on an increase in the margin to be allocated
to him if he reduces his costs; however, his actions will also increase
the margin allocated to Plant B, even though Manager B has not
reduced his costs. In fact, the absolute increase in margin allocation
is greater for B than for A. On the other hand, Manager B can
increase his margin allocation by reducing his costs; but, in this
case, his actions will reduce the margin allocation of A.
The article states that, "with both plants sharing in the benefits
of reduced costs, a cooperative effort aimed at establishing quality
standards, part design modifications; etc., has a better chance of
success than under a transfer pricing plan without this benefit."
This quoted statement is probably correct; unfortunately, the
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proposed transfer pricing plan does not have this benefit. How
does Plant A share in the benefits of Plant B's cost reduction?
The answer, according to the examples given, is by having its
margin allocation reduced.
The results of the proposed transfer pricing method can be
summarized as follows:
1. The plant initiating a cost reduction will always receive an
increase in its margin allocation;
2. The plant experiencing a cost increase will always receive a
reduced margin allocation;
3. If one plant initiates a cost reduction, then the other plant's
margin allocation may increase, decrease, or remain the same,
depending on the relationship among the sales price and the
plants' costs; and
4. If one plant experiences a cost increase, then the other plant's
margin allocation may increase, decrease, or remain the same,
depending upon the same relationship as before.
This method does not seem to be a valid or useful managerial
control tool. If managers are evaluated by comparing these margin
allocations with budgeted amounts, as suggested in the article,
it would appear that this transfer pricing method will violate an
important rule in performance evaluation: judge an individual on
all those things, but only those things, which he can control. The
transfer pricing problem is indeed an important and troublesome
one. Perhaps there is no simple solution.
Robert W. Williamson
Michiana Chapter
Assistant Professor
University of Notre Dame
Nortre Dame, Ind.
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Any analysis that attempts to determine value must
begin with a presumption about the factors involved.
The presumption in this technique is that the value
of a company is determined by five principal factors:
1. The value determined must be some function of
the operating flow realized from the assets employed in the business,
2. A portion of this operating flow must be paid to
investors for the use of their capital,
3. Some portion of the flow must be used to replace
retired assets,
4. For the given combination of assets employed in
the business there is a productivity factor that
permits the determination of future growth and
future operating flows, and
5. The discounting factor used to determine the
present value of the seller's future operating flows
must be based on the acquiring company's cost
of capital.

Developing the Model
The general model developed below is normative,
28

n

=

F (1 + y [1— (a +b +c)]) t
a

V

(1 + CR)'

o

The rising tide of business acquisitions in recent years
and the consequent interest in growth by the acquisition process have prompted the development of this
"Value Analysis Model." The model was designed to
establish a range of values for consideration in making
a cash purchase, and to emphasize the going concern
value. In all except special cases, such as purchase with
the intention of liquidating assets, the potential future
earnings are assumed to be determinative and these
earnings must subsequently be translated into the
going concern value.
The model has been designed to provide objectivity
to the measure of value and does not attempt to
determine isolated intrinsic values for intuitive factors.
Although it is true that value adjustments are often
made for intuitive reasons, the cost of making such
adjustments should be compared to some objectively
determined value analysis.

and is designed to determine the present value of an
acquisition prospect's future operating flows. The general model may be represented by the following equation:

-

By Dwight M. Edmonds

Where:
V = The value of an acquisition prospect to the
acquiring company
F. = The operating flow for the base year (t =o)
y = The asset productivity factor
a = The common dividend proportional requirement
b = The preferred dividend proportional requirement
c = The plant replacement proportional requirement
CR = The cash flow rate of return required on investment
The operating flow represents the cash flow available from operations for the purpose of capital replacement expenditures, dividend payments to stockholders, and internal and external growth. The value
of this variable is derived by adding non -cash charges,
depreciation, amortization, and depletion to the net
income figure reported as being available to stockholders.
The numerator in the model expresses the amount
of operating flow available to the acquiring firm in
time period (t). The quantity [1— (a +b +c)] is expressed as the proportion of funds retained by the
company from current operations for reinvestment.

Specific Assumptions
There are a number of specific assumptions that
have a bearing on the development of the individual
financial variables in this model. They are:
The market value of the acquiring company's
stock can be used as a base for developing and
measuring its cost of capital.
2. The market value of the acquired company's stock
MANAGEMENT ACCOUNTING /APRIL 1973

is some function of its revenue stream.
3. The financial data presented in the published financial reports are objectively determined and
fairly presented.
4. The operating flow requirements can be measured,
and their values do remain fairly constant.
5. The present cost of the stockholders' capital is
relevant for all future periods covered by the
model.
6. Asset productivity in future periods will remain
constant because management will not invest for
a return less than the one currently enjoyed on
present investment.
The following discussion relates how each of these
variables is derived mathematically from the acquisition prospect's financial data. The operating flow
requirements are:
a =

b =

1
n

1
n

=

1

7_ ,
i
1

CIS
F;

PD,
_ gy Fi

(AD; + D ; ,

C

n

_

I

—AD; ,

I

)

1. The amount spent for capital replacement is used
if it is stated separately in the financial reports.
2. If total capital expenditures (for the period) are
given, the figure is added to the beginning balance
in gross plant and equipment. The ending balance
in the gross plant and equipment portion of the
balance sheet is then subtracted from the previously computed figure. The remaining balance
is subsequently used as the capital expenditure for
plant replacement.
3. Capital replacement is calculated by analyzing the
change in accumulated depreciation. The balance
in accumulated depreciation at the beginning of
the year is added to the depreciation expense for
the year. The ending balance in accumulated depreciation is then subtracted and the resulting
figure is taken as the capital expenditure for plant
replacement. The change in net plant and equipment account must be used to adjust this figure.

"A value is
calculated for
each random
variable for a
period of
seven to ten
years. "

The next step in the valuation model is the determination of values for the common dividend requirement
(a), the preferred dividend reouirement (b), and the
requirement for plant replacement (c). A value is
calculated for each random variable for a period of
seven to ten years. These values are added and subsequently divided by the number of observations. This
computation produces a fairly stable variable which
becomes a constant in the forecasting model.

F.

Asset Productivity
Where:
CD = The total common dividends paid by the
company
PD = The total preferred dividends paid by the
company
AD = The accumulated depreciation at the beginning of the year
D = The depreciation expense for the year
F; = The total operating flow in the ith year
n = The number of time periods observed prior
to acquisition
The variables a, b, and c are added together and
then multiplied by the current year's operating flow
to determine the amount of operating flow that is
used for common dividends, preferred dividends, and
plant replacement. The amount of internal asset
growth is determined by subtracting this amount from
the current operating flow.

Dividend Requirements
The current common and preferred dividend payments to investors are assumed to be a function of
the current year's operating flow. Thus, the current
dividend is divided by the current operating flow to
determine the percentage of flow which must be paid
annually to satisfy the cash needs of the stockholders.

Plant Replacement
The requirement for plant replacement is often
somewhat complicated due to the failure of many
companies to include plant replacement in their annual reports. The amount spent for plant replacement
is determined from the financial reports in three ways:
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Asset productivity is computed for each operating
period by dividing the current operating figure by the
gross working assets reported in the financial statements at the beginning of the year. These values are
averaged and the resulting value is the asset productivity variable (Y). It is applied to the operating flow
available for reinvestment to determine the reinvestment flow for the next operating period. The asset
productivity factor is given by the equation:
Y = —I

[ i

n

,_

F i -i
I

GWA ;

Where:
T W A = The gross value of all assets at the beginning
of the year

Capitalization Rate
The cash flow rate of return required on investment
is the discount rate and is estimated as follows:
CR

Fb
yz(M I , + M H )

Where:
Fb = The operating flow per share of the acquiring
company's common stock
M, = The low market price per share of acquiring
company's common stock in the base year
(t =o)
M H = The high market price per share of acquiring
company's common stock in the base year
(t =o)
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"The last
problem
solved ...
is. . .

determining
the
a ppropriato
discount
rate..."

The capitalization rate used in the model is a function of the market value of the acquiring company's
stock and the current operating flow for the acquiring
company. The market value of the stock is determined
by averaging the high and the low price of the common
stock for the current year. The average market price
for the year is then divided into the operating flow
per share of common stock for the year to estimate
the return desired by the acquiring company's investors.
justification for the use of this capitalization rate
is based on the assumption that the acquiring company's management desires investments that will not
reduce the current return enjoyed by its stockholders.
An investment value that has been determined by
capitalizing the future average annual revenue stream
will seemingly assure the investor his desired return
on investment. This particular valuation technique
(capitalization) appears in most finance textbooks and
is commonly used in the analysis of the market price
of a security.
The reinvestment flow for the next operating period
added to the operating flow for the current period
gives the total estimated operating flow for the next
period. This computation is repeated until the operating flow has been determined for the number of years
specified by the analyst. The significance of these
future revenues will depend on the appropriate capitalization rate or discount rate used in the analysis.

Discounting Flows
It seems advisable to determine the appropriate
investment value by discounting the future stream of
revenues estimated for the company to be acquired.
The rate of discount applied to each company is the
same rate used to determine the capitalization ratio
for the average annual earnings. The formula used
to discount the future operating flow F, is:
F
F2
+
F� i (1 +CR)
(1 +CR)2 +

the capitalized value, and their difference computed.
The computation of the future operating flow is
based on estimates of the values for the common
dividend requirement, the preferred dividend requirement, the plant replacement, and the asset productivity. The model provides for the computation of
the arithmetic mean of these variables and that mean
is used in the development of future flows.
The average deviation, or the mean deviation, as
it is sometimes called, is then measured in relation
to the arithmetic mean to determine the dispersion
of the individual variables around their mean values.
The standard deviation of the distribution of arithmetic means may then be found to summarize the
variation in the means.'

Summary
The income stream in the model has been defined
as the operating flow realized from the assets employed
in the business. The appropriate financial variable
from which this income stream is derived has been
defined as total assets and includes both tangible and
intangible items. All valuation accounts have been
eliminated from the balance sheet so that comparability between companies can be more meaningful. Further, the income stream has been projected through
the use of a constant growth rate. This future growth
rate has been defined as asset productivity and is
applied to the funds retained each year to calculate
the next year's operating flow. The last problem solved
by the model is that of determining the appropriate
discount rate to be used in the determination of the
present value of the future operating flows. This rate
has been defined as the rate necessary to maintain
for the shareholders a future return on investment
equal to the one currently enjoyed. The rate is developed by dividing the operating flow per share of stock
by the average annual market price of the stock. ❑

Fn
+ (1 +CR)n

The formula for computing the standard deviation is:
_
s

The discounting values are summed, compared with

=N')-k,-.,) '

See F. E. Goxton and D. 1. Cowden, Applied General Statirt c second edition,
Prentice-Hall, Inc., Englewood Cliffs, N.1., 1955, p. 218.

FORECASTING IN MULTI- OUTLET BUSINESSES
Continued from page 22

point of supermarketing, the same types of problems
occur in many other businesses. The equations also
The amount of competition seems not to have are specific to one chain within the industry, but they
any significant relationship to the level of expenses serve to present at least an " image" of this type of
incurred in different outlets, with one exception. The retailing, which is consistent with both earlier research
issuance of trading stamps tends to be greater when and the thoughts of individuals who are working in
there is a high amount of competition from discount the field. This image helps to make those individuals
supermarkets (X 6) because of the chain 's policy of who are responsible for performance evaluation conoffering periodic stamp giveaways in these stores.
stantly aware of the significant internal and external
factors that relate to organizational performance. A
Conclusion
manager's performance can then be evaluated consoWhile arguments presented for the development nant with the advantages or disadvantages of his workof a regression model were stated from the vantage ing environment.
❑
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PLANNING FOR COST
REDUCTIONS
If Losses Are Analyzed By This Method, One Will Determine
That A Small Number Of Areas Where Losses Might Occur Will
Usually Account For The Major Portion Of These Losses

By Harmon S. Bayer

Employees Involved

A cost reduction program is the solid foundation from
which an increased profits structure can be realized.
The way this principle —cost reduction —is applied can
affect the basic goals of management— increased prof its—by avoiding wasted cost in misdirected or improperly used modern techniques. For the program
to prove effective, however, it is necessary to stimulate
employee cooperation; cost reduction by management
decree just will not work.
What steps can be taken to assure employee cooperation that will develop an effective cost reduction
program? From the beginning, it will be useful to
discuss the importance of cost reduction and to stress
its relation to profits. For instance, many management
members feel that to increase profits, you merely
increase sales. Unfortunately, we often find that as
we increase sales, we increase costs disproportionately
by enlarging the complexity of the business before
providing adequate controls. This disproportionate
increase in costs results in lost profits. Another view
is that if profits are not adequate, a rise in prices will
solve the problem. But this proves false because of
customer resistance against an increase in price and
competition from effectively managed firms with
lower prices.
It is possible, therefore, that a modest cost reduction
program can have a greater effect on profits than
efforts to increase sales. If profits after taxes for a
company are one percent of gross sales, and a cost
reduction program produces $10,000 savings, this savings is the profit equivalent of a one million dollar
increase in sales. This ratio varies as illustrated below:

T HE SUP ERVI SOR

10%
20%

$
$
$

5%

A cost reduction of
$10,000 is the profit
equivalent of this
increase in sales
$1,000,000

$

If your profit after
taxes is the following
percent of gross sales
1%
2%
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500,000
200,000
100,000

50,000

The key to effective cost reduction is the supervisor,
and the program must be built around him. Motivate
the foreman to do the cost reduction job and you
gain results. Too often, little attention is paid to the
influence the first -line supervisor exerts over costs. You
may have a scheduling department, but the foreman
actually decides what is going to go through the department; when you have an assembly line that paces
him, he can regulate its flow. He is the man who calls
for maintenance, who spends most of your direct and
indirect dollars. He is the fellow who calls the shots
on how people are cooperating. It is a truism that
employees reflect their immediate supervisor's attitudes. If you fail to motivate the first -line supervisor,
if you don't make him your cost reduction controller,
you will have no workable cost reduction program.
T HE C EN T RAL AUT HO RI T Y

Organizing a logical program begins with the decision to develop a professional cost reduction staff. You
cannot develop a cost reduction program by making
it a part -time job for everyone in the organization.
Everybody's job becomes nobody's job. We have
found this out in a number of instances.
Control of the expenditures in a plant must be
exercised by a central authority —a controller. Every
salesman, every foreman, every supervisor, every superintendent, every manager spends money for the organization, but the central responsibility to control expenditures is the controller's. As in the matter of
production control, to be sure of coordinated schedules
throughout the company, we appoint someone as the
central production control authority. The quality control program responsibility, similarly, is the full -time
task of one authority assisted by an adequate staff.
The cost reduction program must likewise have a
central authority and trained staff. This staff may be
small. It may be pa rt of the industrial engineering
department or part of the controller's function. But
there should be someone, or some group of people
who see that this program is carried out.

H. S. BAYER
is President of Bayer
and McElrath, Inc.,
Management
Consultants, Detroit,
Mich. Mr. Bayer
earned his degree in
Chemical Engineering
at the University of
Michigan and
continued his
education in Industrial
Management and
Statistical Engineering
at Wayne State
University.
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your
professional
staff
coordinates
these teams."

T H E CO ST R ED UCT IO N ST AF F

Many companies build from within by assigning
personnel from an existing section to the job of cost
reduction manager. The advantage of this method is
that there is no need to orient this man to the company's "know- how," and his individual management
growth potential has already been tested. However,
natural management desire to see a quick return from
this new effort often results in dropping the program
before the manager has had an adequate opportunity
to develop skills and produce results.
Other organizations recruit a trained manager from
outside their staff. If the recruitment has been highly
selective, the addition of a qualified individual will
likely assure a more rapid advance with the cost reduction plan and concomitant earlier positive savings. A
hazard in this approach is that even the best recruiting
may not uncover an adept person and, of course, even
technically competent persons may not be flexible
enough to adapt to your method of operation in a
reasonable time.
There is a third way of embarking on a cost reduction program. Employ a consultant. This can be advantageous provided the company has a history of
successful cooperation with consultants and understands their role. The consultant will usually pointedly
direct assigned company personnel toward swift reduction of costs. He can also provide training, and since
management sees positive results, it is inclined to allow
proper time for thorough development of its personnel's skills. This naturally has a snowballing effect on
the ultimate savings through cost reduction.
A word of caution: The use of the consultant is
not a magic cure for management ills. First, some
organizations lack stability and are unable to make
maximum use of the consultant's recommendations.
Then there is sometimes an almost subconscious unwillingness to accept the trained analysis of the consultant when it runs counter to management's preconceptions. Further, there is always the possibility that the
consultant retained is not adequate for the situation.
To decide which of these three courses to pursue,
you must make a careful analysis of the company's
total environment and its experience with previous
introduction of new methods. How did you install the
standards program that was initiated five years ago?
How did you set up the new quality control program
which started eight years ago? Did you utilize an
"inside" man and send him away to training school?
Were you patient enough to wait for him to develop,
or did you remove him before he had a chance? Did
you successfully recruit an outsider who did the job?
Or, did you go outside for a consultant who satisfactorily helped you achieve your goals? Whatever
method has worked for a past program in any given
organization should be used as the basis of decision
for approaching cost reduction. It follows, certainly,
that imaginative business management will abandon
those methods which have failed and will investigate
one of the three alternatives as posed above.
T H E N E W C O S T RE D UC T I O N M AN

Whomever you assign to the cost reduction department, you must make him understand that while "as
of today you have the title, by next year or three years
32

from today you must be an expert in the profession."
Too often, people are given a job, but they never
obligate themselves to learn new techniques in the
assigned field.
There are several ways in which the new cost reduction personnel can acquire professional knowledge of
their field. They can attend meetings sponsored by
universities; many universities sponsor special courses
for industrial personnel, aimed at prof essionalizing the
cost reduction approach. They may attend training
courses given by professional societies. This latter
training is important for them; the processional societies are their college campus.
T o further professionalize his approach, the cost
reduction man has to understand that there are
hundreds of other people with the same problem who
already have cut a path through these mazes. Another
way he "learns his trade" is to visit other companies,
although they may not necessarily be in his field. 13e
opens his horizons as he seeks help outside the confines
of his own world —his own firm.
CO ST R ED UC T I ON T EAMS

Many companies have found it desirable that the
professional staff work with teams established from
the line. One of these cost reduction teams might well
be composed of a production foreman, the area process
engineer, someone from the cost department, someone
from maintenance, and possibly the quality control
engineer assigned fo this specific department.
Do not make any one team too large. It is advisable
to subdivide the plant into a number of areas of
responsibility where each team, working on a part -time
basis in addition to regular jobs, generates ideas for
cost reduction. Make sure your professional staff coordinates these teams. Be sure that they do not become
talking teams, rather that they are doing teams. It
is up to them to assure completion of team projects.

Priorities for Cost Reduction
A concept called Pareto's Principle of Maldistribution can be used to organize information to decide
logically what problems are most susceptible to improvement.
A typical example of the principle is given in Exhibit
1. This exhibit lists 23 production operators and the
scrap each produced during one day and places this
information in rank order from the largest to the
smallest loss. Each operator is identified by his clock
number. Starting from the top of the column, the third
listing gives a cumulative total of the losses. (For
example, 38.66 + 27.68 = 66.34; 6634 + 20.58 —
86.92; etc.) The final column converts these data to
percent cumulated. These results are also depicted
graphically in Exhibit 1; the heights of the steps on
the curve represents the cumulating of costs.
Now we are able to discuss the significance of the
data. The exhibit emphasizes the relationship between
each operator and the scrap he produces; it pinpoints
the percent each contributes to total losses. For example, five out of 23 operators in the department (operators 0054, 0011, 0146, 0130, and 0066) are responsible
for 79 percent of the scrap. This relationship is highlighted by the shaded areas of Exhibit 1.
If losses are analyzed by this method, one will deterMANAGEMENT ACCOUNTING/ APRIL 1973
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"Make sure

mine that a small number of areas where losses might
occur will usually account for the major portion of
these losses. For example: Three departments out of
10 will cause approximately 80 percent to 90 percent
of all losses, three machines out of 10 will cause approximately 80 percent to 90 percent of all losses, and
three people out of 10 will cause approximately 80
percent to 90 percent of all losses; any three subdivisions out of 10 will cause approximately 80 percent
to 90 percent of all losses.
Taking this principle into consideration, one realizes
that if a cost reduction program tries to blanket all
departments, all machines, all people -all potential
areas for cost reduction -it results in largely wasted
effort. A more efficient way to attack any problem
is to develop a reporting system which identifies losses
in order of their severity, separated out by departments, machines, operators, product identification,
defect types, delays, overtime, downtime, or any other
logical loss subdivision.
Identifying the sources of the losses and then concentrating on those few responsible areas will reduce
the cost reduction effort drastically. Admittedly, establishing the source document which indicates the
cost center, identified by such factors as the department, person causing problem, machine, product identification, delay, etc., is of inestimable value. Good
cost reduction systems start here, and modern data
processing systems can quickly subgroup information

proved that clerical time spent in analysis of such data
is well worth the time and produces actual savings.
The cost reduction manager should make certain
that company losses are correctly analyzed to assure
that a minimum effort is expended on low loss areas
and a maximum effort to high loss areas.

"... a small

Cost Reduction Potential

occur will

As was pointed out above, the goal is to reduce
the effort of the cost reduction program by "Paretoizing" the losses. But we might ask, "Whe re do we
look ?" Exhibit 2 enumerates some of the possible
losses and some of the cost reduction techniques
which, while available to all, have been utilized only
by forward- looking firms.
Obviously, attacking all the areas listed is a large
problem in any plant. It becomes most important that
the scheduling of the entire effort (both short -range
and long -range projects) is a major factor in installing

usually

number of
areas where
losses might

account for
the major
portion of
these losses."

a c ost r e du c ti o n sy st e m. Wi t ho u t i t, c ha o s c a n re su l t .

Large areas of losses, such as quality, scheduling, inventory, direct labor, maintenance, and industrial accidents must be analyzed and the order of priority
chosen. Each area must then be subdivided into tasks,
and time schedules set for service departments and
production departments. This scheduling will provide
reasonable time phasing to assure that the confusion
created by each new program in each area is at a
minimum.

into a ny d esire d br ea k do wn. B u t ev en c ompa n ies with-

out modern data processing equipment should realize
that they can develop similar systems. The author has

Solving Cost Reduction Problems
The solving of a ny specific problem in cost redu ction

Exhibit 1
THE PARETO MALDlSTRlBUTl0N
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Loss
l o w
27.65
20.58
17.15

_

Cumulated
Perc entof
cumulated loss
loss
66.34
86.92
104.07

47.50
62.24
74.54

6.

0118

5.84

116.04

83.09

7.
8,
9.
10.
11.
12.
13.
14.
15.
16.
17.
18.
19.
20.
21.
22.
23.

0085
0006
0039
0068
0038
0003
0072
0047
0117
0004
0031
0083
0077
1465
0062
0005
1176

4.82
4.46
2.02
1.86
1.71
1.48
1.28
1.10
1.07
1.00
.99
.90
.52
.15
.10
.09
.06

120.86
125.32
127.34
129.20
130.91
132.39
133.67
134.77
135.84
136.84
137.83
138.73
139.25
139.40
139.50
139.59
139.65

86.54
89.73
91.18
92.51
93.74
94.80
95.72
96.51
87.27
97.99
98.70
99.34
99.71
99.82
99.89
99.96
100.00
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"As we
progress In
management,
we learn
to assess
risks . . . "

must be done in an organized fashion. There should
be definite steps. These steps are outlined in the cost
control circle shown in Exhibit 3.

we progress in management, we learn to assess risks,
and, most of all, to take risks. It is absolutely necessary
that we make this effort so we can give a direction
toward which personnel may work.

EST ABLISH A GOAL

First, a good cost reduction program establishes a
goal. This goal should be in concrete terms of actual
money saved during stated time periods. The overall
goal should be broken down to assign specific subgoals
tb areas, departments, etc. Many managers hesitate
to make this fundamental decision, but this decision making quality separates the men from the boys. As

WHERE T O WORK —' PARET OIZE '

The second stage in solving the management problem is deciding specifically where to work. Through
a Pareto analysis of losses we should reduce the areas
investigated to specific problems, specific areas, specific machines, specific products, specific losses (such
as direct labor), etc.

Exhibit 2
POTENTIAL COST AREAS
Problem indicator

Area
Organization

A. Inability to pinpoint responsibility
B. Poor policy formulation
C. Difficulty determining what to do when

A. Organizational analysis and orientation
B. Executive training
C. Systems and procedure analysis

Product design

A. Good product, no sales

A. Market analysis, including analysis of
pricing policy
B. Manufacturing capabilities study and
methods analysis
C. Cost analysis and control
D. Budget priority and scheduling analysis
E. Reliability control

B. Good product, can't make it
economically
C. Cost higher than estimated
D. New product research lagging
E. Customer complaint— service problem
A. Cost and disposition of labor unknown
B. Evaluating location in terms of procurement and distribution cost
variables
C. Determining where to place equipment and how to provide areas
D. Machinery replacement untimely
and costly

A. Labor area surveys
B. Linear programming

Personnel

A. Wage inequities
B. Poor selection of men
C. Supervisors do not realize they
are managers
D. Lack of incentive to do better

A. Job evaluation and job pricing
B. Aptitude testing
C. Supervisory training programs

Production planning and control

A. Orders lost in the plant
B. Lots of paper work for little product
C. Priorities not honored

A. PPC procedure analysis
B. PPC procedure analysis
C. Better scheduling through Gautt analysis,
linear programming and lead time
charting
D. Economic methods analysis —tool control
E. Time study performance analysis and
control

Plant locations layout

D. Over and undertooling for the job
E. Inequitable performance standards
Purchasing

A. Poor contract placement with

unreliable vendors
B. Vendors uncooperative due to poor
past relations and misunderstandings
C. Costly component procurement
D. Purchased items not in condition of
use
E. High demurrage cost

C. W ork flow analysis in plant layout
D. Dynamic machinery with placement
analysis

D. Incentive plans

A. Pre -award surveys

B. Understandable incoming quality
inspection plans, using statistical
sampling
C. Value analysis and linear programming
D. Point and condition of use analysis,
inventory studies, materials handling
capabilities
E. Demurrage analysis

Quality

A.
B.
C.
D.
E.

Scrap and rework losses
Customer quality service cost
Rebates and complaints
Excessive inspection
Downtime due to poor quality

A. through E.
Quality control, quality engineering
studies, machine and process capability
analysis, statistical quality control
techniques

Sales

A. Opportunistic vs. planned sales

A. Market research and sales approach
controls
B. Geographical potential surveys
C. Statistically controlled demand analysis
D. Break -even analysis, economic
profitability analysis, including marginal
analysis

B. Inequitable sales compensations
C. Poor forecasts of customer demands
D. Unit profit becoming total item losses
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Cost reduction technique
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1. A runaway incentive system
2. A quality problem
3. A methods improvement plan
In the runaway incentive system, the company was paying out large incentive payments without the expected increase in production units. A study by the industrial engineer in
the cost analysis group determined that certain operators consistently were paid high incentives. Observing
the work of these operators over a long period of time
showed a minority of the high incentive people were
working diligently. They deserved their earnings. But
the majority were idle a large part of the time. There
could be only one conclusion concerning the majority —the original time studies had established loose
work standards.
Management was faced with a dilemma. Should it
expose the obvious inequity of the situation and encounter the possible resistance of the union and the
workers, even though this was obviously unfair to the
company, or should it enlist the aid of the methods
department. Each area of unreasonably high incentive
payment was restudied and new methods instituted.
There was now a significant change in methods, and,
according to the contract, a new time study could be
instituted. Obviously, the company assured itself that
a standard fair to both company and operator was
determined and the "gravy- train" operators began to
get reasonable incentive payments.
The preponderance of high incentive payments was
reduced and the production rates increased to what
is expected of a well- managed incentive system. The
employees were getting their fair share and so was
the company.
A R UN AWAY IN CE NTI VE P ROG RA M.

The second case involved a quality
problem. A high scrap area in a machine shop was
analyzed by the quality control department. It was
determined that the largest part of the scrap was due
to taper in a bore operation. A statistical engineering
study revealed that the tooling method was at fault.
A basic tooling method change was installed and the
operation problem was solved.
A Q UALITY P ROBLEM.

A M E T H O D S I M P R O V E M E N T PL A N . A third case Involved
a methods improvement that cut costs. A manufacturer of large boilers was faced with excess production
costs. One of the high loss areas was the shaping of
the boiler shell from flat sheet steel. The shell was
shaped in a series of rollers. The method used was
to roll the flat sheets with a series of rollers, and use
an overhead ocrane to return the shell to the original
position to run through the roller again. This process
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"New tools,

Exhibit 3
COST CONTROL CIRCLE

new methods,
new
procedures

Establish
goal
Audit
process &
product
.

Where
to
work

/

DETERMINE THE PROBLEM
At this point, the service departments must come
forward. It is their job to help production departments
determine the cause of the problem. Unfortunately,
too many service departments do not understand this
principle. They have forgotten the meaning of "service." Too often they merely report problems faced
by production personnel rather than help them as they
should. For purposes of illustration, let us take the
following three cases in point:

Cut costs

Problem
area

Establish
control
method

were
necessary."

Determine
cause of
problem

Determine
necessary
action
Corrective
action
follow -up

was repeated in about 11 passes and tied up the overhead crane. Time elapsed (including time for the
overhead crane) was 24 minutes. The methods improvement analyst first requested that an experiment
be tried to eliminate the overhead crane transport by
merely reversing the sheet in the rollers. It had been
the opinion of all production people that this method
was not possible because the shell would be destroyed
in the reversal. This opinion proved wrong. Result:
The processing time was reduced from 24 minutes to
eight minutes.
GET T ING T HE NECE SSAR Y AC T ION

Studies and recommendations made by service departments or by production personnel, however, will
not alone cut costs. Action is required. In each case
above, note that when the problem was analyzed it
required action by people. New tools, new methods,
new procedures were necessary. Getting the action is
usually the hardest part of the job, but only organized
plans for getting this action will assure the final result.
FOLLOW -UP
The only positive way to assure getting this necessary
action is to assure that there is a competent, aggressive
follow -up system. In the cases above, the real answer
to solving the problem was a dogged determination
of the service men* and the production foreman, involved in their everyday activities, to assure final completion of the problem and the resulting payoff by
competently following up.
The incentive program, for example, required constant jogging of the methods department by the industrial engineer to complete methods study. Often the
methods department would report back methods
changes which, when further analyzed, would be of
no significant difference so that a new time study could
not be made (according to the contract) to give a new
standard rate. Also, when the new time studies were
taken, it was necessary to follow up to assure a fair
standard was now being set so the company would
not fall into the same trap as before.
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"Reduce the
cost of your
cost control."

The quality problem took constant follow -up by the
quality engineer to assure that the new tools and
fixtures were procured and that people were retrained
in their use before scrap ultimately was reduced.
In the case of the boiler shell, it took a lot of
salesmanship to get the production personnel to accept
the new and seemingly impossible method. Again,
follow -up was the key.
Think of your plant —how often has someone seen
the need for new equipment, new methods? Yet,
because no one assumed a personal responsibility for
action and follow -up, the beneficial results from
studies have never paid off due to the dissipation of
the effort needed to give the final result.
A good philosophy to follow in assuring adequate
follow -up is that the service department responsible
for the program for reducing specific losses must adopt
a positive attitude. The quality manager must assign
himself the responsibility: "Anything that affects
quality is my business." That does not mean he is
responsible for quality control. Similarly, the methods
engineering manager must say, "Anything that affects
methods is my business."
Of course, the manager responsible for cost reduction must also adopt the attitude: "Anything that
affects costs is my business." And he must learn to
establish an effective follow -up system to assure that
all departments are doing their cost reduction job.
DEVELOP ING A C ONT ROL SYST EM

It is fine to solve problems through engineering
studies, cost studies, etc., but the company that does
not develop control systems finds itself having reduced
costs in an area, only to have costs rise at a later date.
Why does this situation arise? Perhaps it is from a
lack of control systems. Systems for "turning on the
red light" must be used. Quality control people sometimes use control charts. Accounting and costs systems
must be set up to detect variances from reasonable
standards and to signal trouble if costs are rising after
they have been reduced. Of course, follow -up systems
must be sensitive to the "red light" reports, and responsible parties must be organized to move quickly
into the danger area and remove the problem through
the methods outlined above.
RED UC E T HE P RO GR AM'S CO ST

Often, cost control programs start out to reduce
costs and then cost reduction staff members find that
although they are reducing certain costs they are ballooning the cost of their function. A cost reduction
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staff must be a small compact group that works with
the already existing quality control department, production department, industrial engineering department, etc. The cost reduction department must not
become an "empire builder" and eat up the cost
reductions they have achieved in other areas. Often
this occurs because people fail to realize that all control efforts should be reviewed periodically. For instance, a constant inspection by the quality department may be entirely unnecessary after a series of
studies are instituted, new tools bought, scrap reduced,
etc. The high frequency of inspection may be highly
unnecessary —in fact, no inspection may be necessary
if the basic problem has been solved.
A constant reduction of pressure, time, and effort
on current problems must be sought as the problems
are solved. The concentration must be constantly
adjusted to new areas, and reduction of effort in areas
where problems are solved is imperative. Reduce the
cost of your cost control.
AUDI T YO UR PROG RAM

Reducing the cost of control is necessary, of course.
But a constant audit of product, costs, etc. must be
developed to assure that the result is achieved and
maintained. Unless the audit is established, the results
from a program can be lost before the company realizes
the situation. Keep your eye on the goal and the ability
to maintain this goal. The program must be flexible
enough to reverse when necessary, back up to a previously assured control, and mop up the areas that
get out of hand after they had once been controlled.

Conclusion
How do you establish a cost reduction program?
A simple way is to remember these principles:
1. You separate, through Pareto analysis, the many
inconsequential areas from the vital few.
2. You take each problem in order of economic importance and you build the program outlined in
Exhibit 3.
In other words, around each area you close the cost
control circle. If your audit in any particular area
indicates a problem, back you go around the circle
until you close it again. Cost reduction is proving itself
extremely effective in a large and increasing number
of companies. Many companies can cite impressive
profit
achievements
through
cost
reduction
programs.
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AN ACCOUNTING SYSTEM
FOR JOINT VENTURES
The Parent's Computer System, Uniquely Modified To Include
Two Separate Accounting Systems, Sorts, Merges, And
Summarizes The Accounting Data

By Steven C. Johnson
The joint venture method of doing business is typically
used in the purchase and sale of large blocks of securities, the development and sale of large parcels of land,
or the exploration and drilling for oil. Generally, this
type of operation has a short life — rarely exceeding
three years. Profits or losses are recorded in the individual investment accounts of the participants. The
joint venture to be described in this article does not
have a short life, rather its life expectancy is about
thirty years. This multimillion dollar venture owns
nothing and employs no one. All assets are owned
and accounted for on the respective participant
records. This venture recognizes no revenue; it records
only expenses and periodic capital additions and betterments.

The Joint Venture
In 1966, six electric utility companies agreed to
jointly build and operate two large fossil fueled electric
power generating units to serve the energy needs of
four states. Each company recorded its share of the
construction costs on the basis of the agreed individual
ownership in the new units. After the units were built,
the joint venture's primary purpose became the production of electricity. This electricity is delivered via
long distance transmission lines owned by each participant and having a common origin within the plant.
Each company's share of the power is transmitted to
its home market where it is commingled with power
from other sources and then sold to each company's
customers. Thus, the joint venture has no identifiable
revenues.
Of the six companies, one owning three smaller units
at the selected site was chosen to be the operating
agent (managing partner) responsible for running all
five units and providing the necessary accounting information. This firm has three roles in the venture:
operating agent, a private company (referred to as the
parent) supplying services to the agent, and a participant.

The Accounting System
The venture accounting system must satisfy the
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Federal Power Commission's (FPC) requirements that
all utilities under its jurisdiction report production
expenses of all generating units, even if partially
owned, in accordance with the commission's uniform
system of accounts. The parent's computer system,
uniquely modified to include two separate accounting
systems (that of the parent and of the agent) sorts,
merges, and summarizes the agent's accounting data.
A description of the eight essential elements of this
accounting system follows:
TH E P A YR O LL S YS TE M . As In most payroll systems, wages
and account distributions must be computed for each
employee. The parent (employer of all plant personnel) computes each employee's wages and bills the
agent; the agent in turn bills the participants. A payroll
distribution report listing the hours and the amounts
charged to each account, along with the employee
number, accompanies the parent's billing to the agent.
The computer develops an average rate for each employee and applies this rate to the hours charged to
each account by an employee. This procedure establishes the payroll distribution listed on the report. A
liability of the agent to its parent offsets all the payroll
charges. The parent also adds to the payroll a component for payroll loads based on experience rates for
payroll taxes, pension expense, and other employee
benefits, and bills the agent for the total.
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The
participants
estabCASH
E X P E N D I TUR E S .
lished a working capital fund, for the agent's use, on
the imprest basis and replenish the fund as expended.
The cash voucher (check) system records the agent's
cash expenditures. The parent's disbursement section
issues all agent checks after the agent supplies the
proper authorization and account distribution. The
account numbering system of the agent allows for the
separation of up to nine types of expense, such as
payroll, travel, and material, within each account. A
cash expenditure report lists the monthly cash disbursements by account and check number.
The participants agreed that an adequate
jointly owned spare parts inventory should be maintained. This necessitated that the accounting system

I N V E N TO R Y.
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"The
participants
share, on a pro
rata basis, the
administrative
expenses . . . "

have the capability of accounting for each company's
share.
The participants own the spare parts inventory in
one of three ratios, each with its own inventory and
contra accounts used as memo accounts by the agent.
The ownership ratio is determined according to the
generating unit on which the part will be used. Parts
used on all five units go into inventory one. Parts
fitting only the original three units go into inventory
two, owned by the parent company. A part that can
only be used on the two new units goes into inventory
three.
The cash voucher system records all inventory purchases made by the agent. Monthly, the agent bills
each participant for his pro rata share of total purchases for each inventory and credits the applicable
inventory contra account. This method allows the
participants to account for inventories on their own
records. Inventory useage requires a charge to an expense account and a credit to the appropriate inventory account. A monthly inventory withdrawal report
is prepared for this purpose and sent to the participants
as a basis for an entry on their books. At this point,
the participants, who pay all expenses for operating
and maintaining the plant, have been charged twice
for portions of the inventory —first when originally
purchased and again when used —a completely unacceptable arrangement. To correct this situation, the
parent bills the participants for inventory useage as
well as giving them an offsetting credit for their
pro rata share of inventory withdrawals.
M I S C E L L A N E O US A C C O UN TI N G E N TR I E S . The design Of the
system elements allows the agent to use a preestablished computer routine. Inevitably, exceptions occur
which cannot be foreseen or programmed, and a fourth
computer run, journal vouchers, comes into use. Typical entries on this run include recording cash receipts,
allocating expense using variable ratios, and billing
participants.
TR I A L BALANCE — ACCOUNTING S U M M A R Y. Monthly, a
computer produced trial balance report lists the entries
from each computer run after they are merged and
sorted by account number and type of expense within
each account. This report includes each account's
beginning ledger balance, the current month's activity,
and the ending ledger balance.

EXPENSES. The summary of
operating expenses allocates the current month's expenses to the participants through the use of various
ratios. These ratios represent the several combinations
of ownership each company has in the design kilowatt
output of the plant. The agent allocates the maintenance costs of the two new units on the basis of each
participant's ownership of them. The parent assumes
the expense of maintaining the original three units.
All expenses, however, cannot be attributed directly
to either the new units or the old units and require
a third ratio, a weighted average of the ownership each
company has in all five units. Several other ratios,
combinations of the first three, have also been adopted
for sharing switchyard expenses.
S UM M A R Y O F O P E R A TI N G
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From the trial balance, the computer extracts the
activity of approximately 128 expense accounts
(payroll load accounts are excluded) and allocates
them to the participants using one of the pre- determined ratios already mentioned. Any account shared
on a variable basis has already been allocated manually
and recorded by the journal voucher system. In the
process of allocating expenses, the computer also accumulates each company's share of the total monthly
expenses, as well as each company's pro rata share of
each type of expense. This latter accumulation additionally provides the basis for the allocation of payroll
load and administrative expenses.
Payroll load expenses are shared on the same basis
as payroll. The agent manually computes a ratio from
each participant's share of the total monthly payroll
and applies it to the activity in the various payroll
load accounts listed on the trial balance.
The participants share, on a pro rata basis, the
administrative expenses incurred by the parent in its
capacity as operating agent. Total operating expenses
for the month, less charges in certain accounts agreed
to by the participants, make up the base. The agent
applies a fixed rate to the base to determine the
administrative expense due the parent from the participants.
The agent supplies the participants with a monthly
report of the total operating and maintenance expenses, including the computer allocations and computations of payroll load and administrative expenses.
The agent also submits invoices to the participants
for the unbilled balance.
The cost for any specific maintenance job may be accumulated through the use of
a series of accounts established for that purpose.
Charges from any of the four systems enter these
accounts and are then transferred monthly to an appropriate expense account to be included on the summary of operating expenses.
COST C O L L E C TI O N .

CA P ITA L I M P R O V E M E N TS . The accounting system has a
second series of accounts established to accumulate
the cost of capital additions and betterments which
the participants have authorized the agent to make.
The agent bills these jobs individually on the basis
of the ownership each company has in the improvement. The invoices include the total cost by type of
expenditure and each participant's share of the total.

Conclusion
This unusual accounting system is able to account
for the non- ownership of assets by using contra accounts and billings to the owners. Venture revenues
accrue directly to the participants. Expenses to match
the revenues are supplied by invoices to the participants from the agent in sufficient detail to satisfy all
accounting requirements and federal regulations.
This concept is not restricted to the utility industry.
Any industry that has economic benefits from large
scale product production but where individual markets
cannot justify a large plant or where individual financial conditions preclude the building of a large plant
could make use of this business technique.
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TESTING
INTERNAL CONTROL
IN AN EDP SYSTEM
One Of The Most Important Procedures In Testing A Company's
EDP System Is Obtaining Assurance That The Program Being
Tested Is The One The Company Actually Uses To Process Data

By Robert G. Schomo
The definition of internal control quite often is
deemed to be the control over such items as cash and
inventories in order to preclude the threat of theft.
Consideration must be given to the protection of the
company's assets as part of the overall control plan,
but other factors must also be included in the concept
of internal control. A broader definition of internal
control is that it is concerned with the overall operations of a company, not just the control over the basic
accounting records. In terms of this more general
definition, the auditor, in evaluating internal control,
will be looking at the entire operations of a company
including the management reporting system, budgetary control system, cost accounting system, and physical protection of the company against exposure to a
serious loss of any kind, which includes the computer
file backup.
The effect of electronic data processing on the
evaluation of the system of internal control largely
centers on the testing of the system, i.e., the selection
of actual transactions to determine whether the purported policies, procedures, and controls are operating
as described. In any system, EDP or otherwise, a review
of the organizational aspects, procedural control, and
administrative practices is necessary to establish the
extent of the audit examination and to make constructive suggestions about improving the system. Obviously, EDP affects the nature of such a review. The
review of systems development, programming practices, documentation, input control, output control,
programmed controls, tape library procedures including the back up, and computer operating controls
require the auditor to observe different activities, ask
different questions and review different manuals and
documents than he would in a non -EDP system.

Internal Control Problems
In an EDP dominated environment, internal control
MANAGEMENT ACCOUNTING/ APRIL 1973

represents the most perplexing aspect as far as auditing
is concerned. When examining the problems in this
area and the control methods that are used to resolve
them, we find that EDP machines are now accepted
as the most accurate devices for accounting the world
has ever known. Considering this, one might assume
that the machines always produce accounting records
that are accurate and reliable, and that internal control
in EDP systems is expected because of the high inherent reliability of the machines. This is not always so.
The machines operate on programs and data prepared
by people; this is the problem. People make mistakes
in programming, coding source documents, setting up
the machine, and running down exceptions rejected
by the machine. The mistakes may be unintentional
or they may be deliberate and intentionally designed
for the purpose of defrauding the company. Good
computer internal control requires something more
than machine reliability. It requires specific measures
that are imposed on the system to control the actions
of people, and its effectiveness varies from company
to company and application to application within the
same organization. What is necessary is that control
measures be established at each stage in the flow of
data.
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INPUTS
The first stage covers the preparation of source
documents and the movement of input information
from its origin to the point where it first enters the
computer. The controls for this stage relate to the
authenticity of input data, the quantity of records to
be processed, and the quality or accuracy of the individual records. Most of the individual control measures
are traditional, a carryover of methods used to control
punched cards and manual systems. The more common techniques include the use of written approvals
on source documents, pTenumbering and manual editing of source documents, use of card counts and batch
totals, and verification of the accuracy of keypunching.
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the basic
purpose of
internal
control . . . is
to control the
actions of
people."
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PROGRAMMING
The next major stage in the flow of data relates
to the internal operations of the computer. The control measures for this stage are a part of the computer's
stored program of instructions.
Programmer controls are of two types, quantitative
and qualitative. Quantitative controls include such
measures as balancing the input to the batch totals
and carrying control quantities or amounts on magnetic tape. Qualitative checks include editing checks,
which cause the computer to reject inputs having
invalid codes or other faults, and processing proofs,
such as cross footing of totals and testing of the reasonableness of mathematical calculations. In effect,
programmer controls provide an automatic means of
detecting three kinds of errors: erroneous or incomplete data, machine malfunctioning, and operator
malfunctioning.
Programmers occasionally feel there is no need for
such controls. Their argument is that once a program
is correctly written and tested the computer will process every transaction of a given type in exactly the
same way, and there is no possible way for the machine
to deviate from its program. The pitfall here is evident
only when we return to the basic purpose of internal
control, which is to control the actions of people.
For example, a computer may stop in the middle
of its processing for any one of several reasons. The
operator may then restart the processing at the wrong
place in the program. The result may be a failure to
process one or more records. Use of an appropriate
programmer control such as a control amount on
magnetic tape or a hash total would catch an error
of this type.
OUTPUT
The final stage in the flow of data relates to the
disposition of the output of the computer. There is
nearly always some degree of control over output
because reports prepared by the computer are usually
reviewed by someone. Good control requires more
than a casual examination of the output. It requires
a regular systematic review to determine whether the
established requirements are being met. It makes use
of yardsticks such as departmental budgets and cost
standards. Finally, it includes balancing to independent control totals to the extent these can be predetermined.
Output includes information concerning errors that
may be detected by the computer. The error may be
an out of balance batch or a record that can not be
read because of faulty magnetic tape. The control
problem is to make sure all such items are investigated,
corrected, and resubmitted for processing.

Around, or Through, the Computer
There are two theories on how an EDP dominated
installation should be audited. These are "around the
computer" and "through the computer. "' The two
approaches can be explained more clearly by comparing two hypothetical cases. The examples concern two companies in the same industry each having
identical computers. Each company uses its computer
' For a discussion of these techniques, see Edward M. Mdko, "Auditing: Through
the Computer or Aroundr' Manegarnant Accounting, August 1970.
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to process payrolls. The payroll procedures are similar
in every major respect.
In the first company, the payroll department keeps
a running record of the payroll totals. The records
contain the total gross salaries of all employees, the
totals of the various deductions, and the total net pay.
It is adjusted each period for new employees, terminated employees, and salary changes. The totals are
figured in advance by the payroll department to serve
as a check on the preparation of the payroll by the
data processing department, and totals of the payroll
register when prepared by the computer are checked
for agreement with the control before the pay checks
are released.
In the second company, the payroll department does
not keep a running record of the payroll totals. This
activity was transferred to the computer when the
payroll procedures were mechanized, and the only
manual control over EDP operations is a comparison
of payroll change forms with the final payroll.
In the first case, the auditor might decide that
nothing further would be gained by reviewing the
machine procedures. He would audit "around the
computer" by verifying that the EDP payroll totals
agree with the precomputed control totals to satisfy
himself that the purported system functioned in the
manner prescribed.
In the latter case, however, the internal control is
embodied in the computer system. Therefore, the
machine procedures must be reviewed in order to form
a conclusion regarding the adequacy of the internal
control. The controls in this case, being kept electronically, would probably be easier to audit by going
"through the computer."
Auditing "around the computer" will not result in
a satisfactory audit in all cases. It is inappropriate,
for example, where the major portion of a system of
internal control is embodied in the computer programs
or where accounting information is wedded to operation information in a computer program that is too
complex to permit identification of inputs and outputs
in a straightforward manner.
Those who favor the "through the computer" approach insist that the hear t of an EDP system of
internal control is the machine's program of instructions. Controls over the EDP department by the outside departments are indeed necessary, but they are
not sufficient in many cases because the outside personnel may not be adequately control minded or the
mechanized procedure may be too complex to control
by this means alone. Those who advocate this approach argue that it is necessary to review the computer procedure in order to develop proper conclusions
regarding internal control. The poor documentation
practices and the auditor's need for specialized training
are considered to be separate and incidental problems
which the auditing profession must resolve.
The "through the computer" approach really calls
for a new audit outlook. In large corporations, it is
becoming increasingly more time consuming to test
enough of the transactions to justify an opinion as
to the reliability of the records. Using the "through
the computer" approach auditors are now placing less
emphasis on the testing of records and concentrating
their tests on the system that produced the records.
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If the system is found to be reliable, it is contended
that the records can be accepted as being reliable.

Using Audit Programs and Test Decks
Before discussing the development of audit programs and test decks Z it is important to differentiate
between the two. Computer audit programs are used
by the auditor to determine the quality of information
generated by the system and should be used as a tool
to evaluate mechanized routine audit tasks that would
otherwise have to be done manually. Test decks are
used to evaluate the quality of the data processing
system in use.
T HE AUDI T PRO GR AM

Audit programs basically use the machine for routine auditing tasks such as selecting accounts receivable
to be confirmed and automatically preparing related
confirmation requests. Such application merely
mechanizes the same job that was previously done by
the auditor manually. In other cases, the auditor designs a program of his own which is used to reprocess
a large number of transactions. The computer filters
out the items that warrant his personal attention based
on predetermined controls. All other items are accepted as being normal, having passed the auditor's
definition of normalcy. This could be called "auditing
by exception."
In addition, there are generalized audit programs
which provide for a wide application of jobs with little
or no modification on many different systems. Basically this means the same program with minor changes
can be used interchangeably with other systems or even
other companies.
T HE T ES T DE CK

Test decks are used by preparing machine readable
data (punched cards, magnetic tape) designed to simulate every feasible type of transaction and to test
specific program controls. These transactions are processed using the existing computer program, and the
results of the computer processing are compared with
predetermined results. The purpose of the test deck
technique is to determine for the auditor exactly how
a specific processing system will react to particular
types of transactions. The auditor, in effect, allows
the automatic data processing system to audit itself
by merely presenting the system with a set of test
problems or situations which the system can not distinguish from normal processing activity and then
ascertains how these test cases are handled. No real
programming is required to implement a test of this
type. The procedure is relatively inexpensive from the
standpoint of operating costs and the results obtained
are both effectively presented and cannot be disproved.
T E S T D EVE LO P ME N T

The development of test decks for evaluating the
performance of a computer is very important. A review
of the company's documentation used to develop the
applicable program is desirable and must be sufficient
to give a complete knowledge of the procedural con=See C. H. Kiefer, "Systems Auditing W ith Teat Decks," Management Account ing, June 1972.
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trol, both manual and programmed, in the EDP system
so that the transactions included in the test deck check
the existence and effectiveness of these controls.
It must be known where the tests are to be entered
in the system. If the operations and controls in the
preparation of input are to be included in the test,
the test deck data must be fed into the input portion
of the system as basic source documentation. If only
computer operations are being tested, the data may
be introduced into the computer operations in the
form of punched cards or magnetic tape records.
Then a decision must be made as to the types of
transactions to be reviewed. The auditor can prepare
entirely imaginary transactions or he may find it expedient to select transactions from the company's actual
data or from the test data, if any, used by the company's programmer to check out the computer program. The review of the company's test data may also
uncover some outdated tests and areas in the program
which were not tested at all.
Selection of the company's input data or test data
usually will not include all the possible variables, and
additional transactions must be created. The determination of possible variables to be tested may be made
by analyzing the input record layout. Distinction
should be made between variables which merely represent identification data such as account numbers or
social security numbers and those variables which
involve alternate handling. In the case of the former,
only a limited number of possibilities need to be
included to test the identification routines in the
programs. In the latter, at least two of each type of
variable must be included to test the existence and
effectiveness of programmed controls.
The tests should include transactions which determine the processing and handling of out of sequence
conditions, out of limits conditions, routines arising
from a major decision point where alternative processing takes place as a result of the comparison of transaction records with master records, units of measure
differences, incomplete or missing input information,
wrong tape files, numeric characters in fields where
alphabetic characters belong and vice versa, characters
it certain fields which exceed prescribed length, illogical conditions in fields where programmed consistency
checks test the logical relationship in the same fields,
and conditions where transaction codes or amounts
do not match the codes or amounts established in
tables stored in internal memory. Obviously all these
conditions can not be tested with each type of transaction, but the majority of them, if not all, may be
tested in processing all transactions included in the
test deck.

"it must be
known where
the tests are to
be entered in
the system."

T ES T PRO CE DUR ES

The auditor must obtain the master records in
machine readable form against which the test transactions are to be processed and in visable form to
compute the predetermined results. The two sets of
results are then compared for correctness.
With sequential processing, there is usually not
much of a problem in obtaining the master records
in machine readable form since the master file is not
written over or destroyed in processing the test transactions. There is a problem in random processing,
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however, since the master records maintained on random access equipment are written over or destroyed
by processing transactions. To protect the company's
master records, the test deck should be run immediately after the random access file transfer to magnetic
tape. After the transfer the master records are on both
the random access master files and on magnetic tape.
The test data can then be processed against the tape
files as discussed above. In such a situation, the company's computer would have to be altered slightly to
have the computer "read" and "write" tape rather than
"read" and "write" random access files. In situations
where the auditor must or wishes to run his test transactions between the transfer cycle, the random access
files may be protected by physically locking the files
to prevent writing on them and altering the program
so that the "write random access file" instruction
becomes "write tape."
There is a need to carefully consider the effects test
transactions will have on the results of the system.
The auditor does not want to have his test transactions
affect the results produced under normal operating
conditions. For example, the output tape resulting
from the processing of test data should be clearly*
labeled so as to prevent improper use and subsequent
incorrect processing of operating data.
One of the most important procedures in testing
a company's EDP system is obtaining assurance that
the program being tested is the one the company
actually uses to process data. This can be accomplished
in one of three ways: (1) If the data processing organization and administrative controls are adequate, the
program can be requested on a surprise basis. (2) The
auditor may request on a surprise basis that the
operating program be left in the computer at the
completion of processing operating data so that he
may process his test data with it. (3) Where a special
program generates from the instructions in a program
a unique numeric value, then the independent auditor
when ready to make his test can verify that the value
of the program used in production is the same version
he was given for his test.
In addition to obtaining master records and the
company's regular processing program the auditor
must carefully design test data, obtain the necessary
key punching equipment and /or personnel, and obtain
computer time from authorized personnel in order to
get the test data prepared and processed and to get
the output in the desired form. Most of these arrangements are procedural and involve advanced planning
with systems and computer operations people.

Summary and Conclusion
The changes made in the system of internal control
when a computer is installed affect many people.
Functions which are traditionally vested in the accounting department have now been altered significantly, eliminated, or transferred to the computer. A
much greater discipline is now imposed on the computer department and on the source and user departments than ever was necessary in the manual system.
Conventionally, the auditor took a random sampling
to ascertain the validity and /or accuracy of a record.
It was felt that if a sufficient sample or random test
was made, an opinion could be given as to the accuracy
of the accounting records. Prior to the development
of the computer this was economically a good procedure provided the records were manually prepared.
But with the development of computers, the conventional audit steps used in the manual systems became
more time consuming to perform because the source
documents are likely to be in random order, geographically separated from the computer output, and
the volume of output has increased substantially.
Thus, we must ask, "Are the conventional audit
procedures the most efficient ones for detecting the
type of errors to which the new computer system is
susceptible, or are they intended for a system which
no longer exists ?" The computer does not make the
mechanical errors which the clerks whom it replaces
did. Therefore, checking through countless sheets of
output in a large sample of transactions to ascertain
if the computer has made a mistake is a rather pointless
audit test. It would be equally wrong, however, to
assume that computer systems are free of error. In
fact, the infallibility which surrounds a computer in
the eyes of the layman may be dangerous if carried
over into the auditor's thinking. The point is only
that computer systems are prone to different types
of errors than manual systems. Coding errors, keypunching errors, and failure to reject absurd input are
all potential problems in the computer system, and
they take the place of the addition, multiplication,
and copying errors which occur in a manual system.
Audit procedures primarily designed to detect the
latter type of errors are no longer efficient for computer systems.
It would appear then in the light of the above facts
that the auditor really does not have much choice.
He is forced to utilize the computer as a tool through
the use of test decks and audit programs. Not to do
so will be his downfall.
E)

MANAGEMENT ACCOUNTING /APRIL 1973

JOINT PRODUCT COSTING
The Best Allocation Method For Aiding Management As A Whole
Would Be One Showing Maximum Profits By Product Line

By William T. Harris, Jr. and
Wayne R. Chapin
To more efficiently utilize raw materials, business
endeavors to find uses for materials once considered
useless. Through the employment of advanced technology, scrap is transformed into marketable byproducts or co-products. As these products are formed,
however, it becomes necessary to assign the resulting
common (or joint) processing and material costs to
the two products that are jointly produced.
Cost assignment is needed for several reasons. First,
costs must be assigned to products to provide inventory
valuations for income determination and position
statement purposes. Second, to the extent that the
products enter a less than purely competitive market,
management needs cost information to make pricing
decisions. Even when price is essentially determined
by competition (the case in the purely competitive
situation), management must have some idea of the
relationship of "cost" to the externally imposed price
if only to indicate the "shut down point." Finally,
cost allocation or assignment between products is
needed to aid management in determining output
quantities.

Joint Product Costs
Joint product costs pose a most difficult problem.
For purposes of this article, joint product costs are
defined as those costs which arise from the common
processing of products produced from a common raw
material. A joint product is a commodity produced
in such a manner that an increase in its output will
be accompanied by some change in the output of
another product made concurrently. Very often, the
increase in output is common to both products, however, it is possible to increase the output of one product by producing less of the other product(s) from
a given quantity of raw material inputs.
A simple example of joint products and joint product costs would be the production of "grade I" and
"grade II" lumber from a common raw material input —logs. The former is square boards and the latter
is scrap. Common or joint product costs would include
the cost of the logs as well as the cost of the labor
and machinery used in the sawing process. Even final
inspection and grading costs would be joint. Other
examples include the joint raw material costs and
MANAGEMENT ACCOUNTING /APRIL 1973

processing costs associated with the production of two
(or more) products from a fractional distillation process by removal of the output from various temperature levels of the cracking tower and the production
of both table -grade salt and industrial -grade salt from
a common raw material input —sea water.
The two common characteristics of the above examples need reemphasis at this point. In each case, a
larger quantity of any one or all of the joint products
involved in the example may be obtained through
introduction of a larger quantity of material inputs.
Likewise, a larger quantity of specific joint products
might be obtained from a fixed quantity of material
input. In the latter case, of course, the increased output of one joint product must of necessity be accompanied by a reduction in the output of one or more
of the other joint products involve,] in the joint process.
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The Optimization Problem
It seems reasonable to assume that there is some
point where processing in such a manner as to obtain
more output of one product at the expense of less
output of the other product(s) is just not economically
justifiable. Unfortunately the limit point is not as
obvious as the concept. When costs are determined
for output quantity decisions and pricing decisions by
management, we often look to the marginal analysis
of microeconomics for the theoretical basis of rational
solutions. As an example, let us extend the "grade
I /grade II" lumber production example introduced
above.
Assume that an incremental quantity of "grade I"
lumber is produced. One might reason that the incremental cost of producing this lumber is equal to the
incremental cost of sawing plus the cost of the logs.
But this position implies that since all incremental
costs are assigned to the "grade I" lumber, the "grade
II" lumber has no incremental cost. Production of
marketable output at no cost is a pleasant thought,
but certainly not an economic reality. We might even
suggest the ludicrous to emphasize the point —why
don't we just set fire to the "grade I" lumber to which
all incremental costs attach, then concentrate our
efforts on ever increasing output of "grade 11" lumber
(which has no cost associated with incremental output)
and push output to the point where marginal cost
equals marginal revenue and maximize profits. If we
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"Both actions
will increase
joint product
costs."

further assume a purely competitive situation, capacity
limitations would be our only constraint.
Obviously, the argument runs similarly if an incremental quantity of "grade 11" lumber were produced.
Again, if the increase in total costs were assigned to
the incremental output of "grade II" lumber, there
would be the suggestion that the companion "grade
I" lumber produced had no incremental cost and hence
no marginal cost. Lacking the latter, we once again
are forced to the position of pushing output to the
point where marginal revenue equals marginal cost.
Lacking a marginal cost we would push output to
capacity or the point where we have to give the lumber
away.
To sum up the situation to this point, management
is faced with a dilemma: If the total revenue functions
for each of "grade I" and "grade 11" are linear with
a positive slope, it appears that management cannot
determine optimal joint output. If all incremental
costs are assigned to "grade I" we may certainly determine an optimal solution for "grade I," however, this
leaves us with a real problem associated with "grade
II." With no incremental and hence no marginal cost
associated with "grade 11" we would be led to produce
"grade 11" to capacity —but this is not really a solution,
it is a constraint, and there is no assurance that profits
would be maximized. If cost assignment is reversed,
the problem remains; only the product roles are transposed.
Let us consider another case with respect to the
lumber example. Assume that a company will produce
"more" of "grade I" lumber out of a given fixed
quantity of log input. Obviously, to do so it will be
necessary to produce less of "grade II" out of that
quantity of log input. How might this be accomplished? For purposes of illustration we will assume
that "grade I" lumber is full -sized lumber sold by the
board foot with full surfaces not marred by a portion
being part of the outer perimeter of the log. As lumber
is sold by the board foot, output of "grade I" can
be increased by making more cuts. To do so will
increase costs, but for the moment we will delay dealing with this problem. Also, there will be a point
beyond which further cuts would not be feasible be44

cause the dimensions of the "grade I" lumber produced will surely have an impact on price per board
foot. (Note the difference in price in total for one
board 12 inches by 12 inches by 10 feet long and 12
boards that are 12 inches by one inch by 10 feet long.)
Consideration of these added complications would
bring the example closer to reality, but it is not necessary to consider them for the points being made here.
Exhibit 1 illustrates three possibilities with respect
to cutting a given log into lumber. Note that two
actions increase "grade I" output: more cuts and repositioning of the log during cutting. Both actions will
increase joint product costs. Note that in no case is
the production of "grade 11" lumber eliminated; as
a matter of fact, elimination of "grade 11" is not
physically possible until we can learn how to grow
square logs.
Method I produces 360 board feet of "grade 1"
lumber. Method 2 is the best, with a yield of 520
board feet; method 3 is a close second, with a yield
of 510 board feet. The point to be made is that it
is possible to obtain a larger proportion of "grade I"
output from a given log, but of necessity one will
automatically obtain less of "grade 11" output. Also,
the increased proportion of "grade I" output increases
total joint costs due to more sawing and /or repositioning of the log throughout the sawing process.

Joint Product Profit Maximization
The simplest joint product problem involves two
products made in some constant proportion. To demonstrate this problem, let us continue the lumber
example. We will begin with a fixed output ratio of
"grade I" to "grade II" and determine optimum output quantities. Then we will remove the technological
constraint of a constant proportion and allow for its
variation.
To simplify the example, assume that profit maximization is the only goal of the lumber mill owner.
Assume further that logs are purchased, and that
though logs are not homogeneous, the general "mix"
remains constant. Over the long run, this consistency
permits the owner of the mill to produce "grade I"
and "grade I1" lumber in a constant ratio. Thus,
MANAGEMENT ACCOUNTING/ APRIL 1973

proaches the "true" or correct reading. It should be
observed that Q. represent points that might have
been taken from a tabular presentation such as Exhibit
2. TC, a second - degree parabola, is the form of our
hypothetical total cost function. Since MC can be
approximated only through interpolation, we cannot
get absolute precision. But we can get greater precision
the shorter the "gap" in which we interpolate. Consider the interpolation between Q2 and Q4 compared
to the interpolation between Q2 and Q 3; as an approx-

Exhibit 2
DISCRETE QUANTITY -COST- REVENUE DATA
Board feet of output
Grade I
Grade II
Total
0
1,200
2,400
3,600
4,800
6,000
7,200
8,400
9,600
10,800
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Where Y
Q

-

We pointed out earlier that associating marginal
costs entirely with "grade I" lumber implies that the
marginal cost of "grade II" lumber is zero and that
the reverse is likewise true. We must proceed, therefore, with marginal analysis in terms of both products
at the same time, that is, we must limit our marginal
analysis of cost to total cost of both "grade I" and
"grade II" output. We must recognize that we can
only logically relate incremental revenue from the sale
of both products with the related incremental cost
of producing both products.
Because we have assumed a purely competitive
situation, marginal revenue is readily determinable,
and we can even identify it separately for each type
of lumber. Though the grades may be sold together,
they are priced separately. We have assumed that all
output can be sold at the market, so incremental
revenue per 2,000 board feet of output is $1,120
[(.6) (2,000) ($.80) + (A) (2,000) ($.20) - $1,120].
Microeconomic theory tells us that profits will increase
up to the point where MC-MR (i.e., marginal cost
equals marginal revenue). Exhibit 2 suggests that this
point must be between 12,000 and 14,000 board feet
of output. We might try straight -line interpolation
for the answer, but we would not get the precise answer
because we would be using straight -line interpolation
in a curvilinear function. Nevertheless, the owner of
the lumber mill can approximate the optimal output
level, that is, the level that will approximately
maximize his profit. The mill owner could get more
precision by decreasing the size of the discrete intervals
used in Exhibit 2.This procedure may be illustrated
graphically as shown in Exhibit 3. Note that as the
size of the interval decreases, the approximation arrived at by straight -line interpolation reading ap-

Total

0
2,000
4,000
6,000
8,000
10,000
12,000
14,000
16,000
18,000

Cost
Marginal

S 500
1,190
1,960
2,810
3,740
4,750
5,840
7,010
8,260
9,590

$

-0690
770
850
930
1,010
1,090
1,170
1,250
1,330

Revenue
Total
Marginal
$

401,120
2,240
3,360
4,480
5,600
6,720
7,640
8,960
10,060

$

-01,120
1,120
1,120
1,120
1,120
1,120
1,120
1,120
1,120

$.3250

+

$500

+

Note: For this hypothetical company, revenue per board foot Is determined as Indicated
In the text. Cost Is expressed as follows:
Y

MARGINAL COST ANALYSIS

0
800
1,600
2,400
3,200
4,000
4,800
5,600
6,400
7,200

-

though no two particular logs are likely to yield the
same relative proportion of "grade I" to "grade II"
lumber, two batches of logs will do so.
Let us further assume that the mill owner can sell
all "grade I" lumber for $.80 per board foot and all
"grade II" lumber for $.20 per board foot. The mill
owner is a small operator and cannot influence price,
therefore his price for both grades of lumber is the
"market price." His only limit is a mill capacity of
18,000 board feet per month. His costs rise as output
rises and mount at an increasing rate as mill output
approaches its practical capacity of 18,000 board feet
per month. The mill produces lumber in a ratio of
60 percent "grade I" and 40 percent "grade II" in
terms of board feet of output. The costs of sawing
operations plus the cost of raw materials (i.e., logs)
are listed in Exhibit 2.
Marginal cost increases for each incremental 2,000
board feet of output. This is typical behavior of total
costs as output approaches capacity. Perhaps it requires
overtime to turn out 18,000 board feet per month.
Obviously, as the rate of work increases there will be
greater possibility for mistakes and waste. Further,
with the faster pace of operations and more intensive
use of machinery, breakdowns will occur more frequently. All these causes give rise to a relationship
that makes total cost a parabolic rather than linear
function of volume of output. (See Exhibit 3.)

S•000010 ,

Total coat
Board feet of production.

Exhibit 3
INTERPOLATION FOR OPTIMAL OUTPUT

TRo

TCo

of

02 0

0

03

Q4

TR o = T otal revenue at optimal output level
TCo = T otal cost at optimal output level
Po

= Prof it at opti mal output level

TC = T otal cos t function
T R = T otal revenue function
MCo = Marginal cost at optimal output level (slope of T C at optimal point
Qn

which is equal to slope of T R at the same quantity level)
= Quantity readings (note that Qo is opt imal quantit y)
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mathematical tools
can be used to
determine the
precise optimal
output."
". . .

imation of the total cost curve, the shorter chord
(Q2Q3) is more accurate than the longer chord (Q2Qa)•
MAT HEMAT ICAL SOLUT ION

While the "trial and error" method will yield a fair
approximation of the optimal output level, mathematical tools can be used to determine the precise
optimal output. Subjecting the problem to rigorous
mathematical analysis serves two purposes. First, it
requires us to be precise about our facts and our
thinking: Is our total cost function that which we have
previously stated? Second, the solution we get when
using this analysis is simply a better solution than we
get through "trial and error."
To begin the analysis, we express the total sales
revenue function as follows:
R = .8Q, + .2Q2
Where R is total sales revenue and Q, and Q 2 are
quantities of "grade I" and "grade II" lumber respectively. In the example we are using, cost consists of
three components. There is a fixed cost of $500 which
is incurred independent of output. (This is the familiar
"Y intercept" of the total cost function.) There is a
variable cost that is uniform in amount per unit of
output; it increases in total as total output increases
and it does so proportionally. This "variable" cost
amounts to $325 per board foot. Finally there is a
portion of total cost that rises at an increasing rate
as volume increases. This causes the total cost function
to be upward sloping and convex to the quantity axis.
Each of these three elements of total cost can be seen
in the total cost equation repeated below:
C, = 500 + .325Q, + .000OIQ,'
We are using Ct and Qt for total cost and total quantity (board feet) respectively.
Recall that we are beginning our analysis with the
assumption that the relative proportion of "grade I"
and "grade II" is held constant. Since this is true,
we may express Qi and Qz as proportions of Qt::
Qr = .6Q,
=

. 4Q,

R — .48Qt + .08Qt = .56Q,
This value for the revenue function of .56Q t is nothing

46

$7,280.00
6,608.00
6,580.00
6,552.00

t

Total cost
.3250t
.00001010
+

13,000
11,800
11,750
11,700

500

+

Exhibit 4
NET INCOME AT VARIOUS QUANTITIES
Sales
.560

$6,415.00
5,727.40
5,699.38
5,671.40

NI = R — C,
_ (.56Q,) — (500 + .325Q , + .0000102,)
We may use calculus to find the optimal output
by taking the derivative of net income with respect
to quantity. The derivative of an equation gives the
slope of a line drawn tangent to the curve expressed
by the equation at any point selected. Note that in
Exhibit 3, MC, is a tangent drawn parallel to TR,
and is ta ngent to TC at Q0 , therefore the point of
tangency on TC has the same slope as TR at point
Qo. In our lumber mill example, net income will
increase as volume of sales increases. Note also, that
in the area from the origin to Qo, a tangent drawn
to any point on TC would have a smaller slope than
does TR. This is because in that range marginal revenue is greater than marginal cost. Returning to our
lumber mill example, as marginal cost exceeds marginal revenue, net income will decline. In Exhibit 3,
this decline is shown in the area on the graph beyond
Qo where a tangent drawn to any point on the TC
curve would have a slope steeper than TR. Sorne profit
exists up to a point beyond Q 4, but maximum profit
has long since been passed. From the discussion it
must be obvious that net income as a function (i.e.,
Equation 5, above) must rise to a maximum point
and then turn downward. It too is a second - degree
parabola, concave to the quantity axis. At its highest
point, the net income function would have a zero
slope. Therefore, if we take the first derivative of the
net income function and set it equal to zero (point
of no slope, positive or negative) we will be able to
determine the optimal quantity —the quantity at which
net income will be maximized.
dNI /dQ

t _

. 235

— .00002Q, = 0

11,750 board feet
Q, = 7,050 board feet
Q 2 = 4,700 board feet

Now we substitute these new expressions for Q, and
Q 2 in the revenue formula (formula 1). This gives:

Total quantity
04

as:

Q,

and
Q2

more than the weighted average revenue per board
foot of lumber sold.
We know that net income is equal to total revenue
less total cost. Using our previously developed expressions we may express NI (net income as a function)

Net
Income
$865.00
880.60
880.62
880.00

This result appears to conflict with Exhibit 2, but
actually it does not. Exhibit 4 demonstrates that the
mathematical solution is indeed the optimal answer.
The reason that the optimal solution is best determined by the method just employed is because interval
interpolation only approximates the answer, whereas
the mathematical method "zeroed" in on the point.
Exhibit 4 indicates that net income is higher at the
derived optimal point, 11,750 board feet, than it is
a short distance on each side of the optimal point.
Further, the net income is higher than it is at 13,000
board feet, the mid -point of the optimal interval in
Exhibit 2.
DET ER MIN AT IO N O F OPT IM AL PR OP ORT IO NS

As previously defined, it is not essential that the
relative proportion of "grade I" (or obviously of "grade
MANAGEMENT ACCOUNTING /APRIL 1973

II ") remain constant. We held the proportion constant, in the ceteris paribus approach of economics,
to be better able to conceptualize the analysis that
was presented. Intuitively (the manner in which we
first perceive anything) we see that there must be some
limit on the a mount of shift from one prod uct to
another. We were able to obtain more "grade I"
lumber by making more cuts. But the extreme case
of this suggested solution — increase cuts ad in finitum—gives the absurd result— sawdust! Even in other
situations we realize, again intuitively, that there must
be some economic limit on the number of units we
can shift or the change in proportion we can achieve.
Certainly two limitations are obvious: There must be
technological or engineering limitations and shifts are
not made without costs that would rise faster as one
reached the absolute limit.
Returning to our now familiar lumber mill, we might
suggest ways to increase the proportion of "grade I"
output. We could use narrower saw blades to reduce
scrap sawdust. We might take considerably more time
to position logs to obtain the maximum arnounts of
"grade I" lumber (recall Exhibit 1). Certainly we might
employ more skilled operators who cause less waste,
and thus obtain more output per unit of material
input. But all these suggestions, if implemented, would
surely increase costs. Thinner saw blades would wear
out faster and break more often, causing temporary
shutdowns. More skilled workers would do better work

cost. The cost per board foot related to change in
volume of "grade I" output from a given input may
be symbolized as Cbf and the variable cost per unit
due to proportion is:

Cbf = .01 /(I —r)

8

As in prior analysis, profit will increase as long as
the incremental revenue associated with a shift in
proportion is greater than the incremental cost associated with the shift. Thus, as before, we take the
derivative of profit per board foot with respect to
proportion (of "grade I" lumber) and set it equal to

.

there

must be so me
lim it o n the
amount of

shift from one
product to
another."

ze r o ( i . e. , se e k a n r t h a t wil l ma x i mi z e P H ) :

P.

=

R bf

—

Cbf

= [.6r + .2] — [.01 /1 —r)]
dPbf/dr = [.6] — [.01 /(1- 2r —r)] — 0
W e so l v e f o r r u si n g t h e q u a d r a t i c fo r m u l a a n d g e t :
r equ a ls .8 7 1 .
We h a v e a l t e r e d so m e wh a t t h e fo r ma t o f t h e o r i g i na l tota l cost eq u a t i o n to give effect to cha n ges in
co st du e t o c ha n ge s i n p r op or t io n o f " g ra de I" lu m be r
p r o d u c e d . T h e r e v i se d t o t a l c o st e q u a t i o n i s n o w:

C, = [500+.3Q t +.000OIQ t2] + [.o1Q t /(I-r)] 10
= 500 + .37752Qt + .00001Qt'

a n d o b t a i n m o r e o u t p u t , b u t wo u l d co st m o r e . B e t t e r

W e ma y now co nv er t reve nu e eq u a t i o n 7 to tota l

positioning of logs before a saw pass would increase

revenue as follows:

d e si r e d o u t p u t , b u t p o si t i o n i n g t a k e s t i m e .

According to NAA Research Series No. 31, there
are two basic ways to solve the problem: (1) Prepare
comprehensive budgets for each product mix under
consideration or (2) work only with costs that will
fluctuate as a result of the change or the decision.'
It would seem that using the former is again taking
a discrete look at a situation that varies on a continuous basis; we might arrive at a good usable solution
which is only an approximation of the optimal solution. Let us, therefore, employ previously illustrated
techniques to the "relevant costs" of the latter. We
need to compare added or incremental revenue with
the added or incremental costs directly related to
changing the relative proportion of output.
Revenue per board foot (Rbf) for total production
is equal to revenue per board foot of "grade I" lumber
sold times the number of board feet sold plus revenue
per board foot of "grade II" lumber sold times the
number of board feet sold. If we let r equal the
proportion of "grade I" lumber produced and sold,
then (1 —r) would equal the proportion of "grade II"
lumber sold. In summary we can express revenue per
board foot as:

R, = .6rQt + .2Q,
= .72260Q,

11

The obvious next step is to combine 10 and 11 viz:
N I = .34508Q, — .00001Q,= — 500

12

Once again we take the derivative of net income with
respect to total quantity and set it equal to zero:
dNI /dQ, = .34508 — .00002Q, — 0
Q, = 17,254 board feet
Qr = .871 x 17,254
— 15,028 board feet of grade I
Q2 = (1 -871) x 17,254
= 2,226 board feet of grade II
By substitution we find that net income is maximized
at $2,485.38 at these optimal quantities.

Summary and Conclusions

When joint products are produced joint product
costs obviously arise. Extreme care must be exercised
in the allocation of these joint product costs, since
improper allocation may lead management to erroneRt,, = .8r + .2(1—r)
ous decisions with respect to output and prices. When
= .6r + .2
revenue, proportion, and cost functions can be quanAssume that a portion of the linear variable cost tified with accuracy, we may portray the relationships
is attributable to a change in proportion of "grade quantitatively and seek an optimal solution through
I" output, and we determine that this amount is $.025 dependable mathematical analysis. The word "depenper board foot of the total of $325 linear variable dable" is used advisedly, as obviously the solutions
are only as good as the quality of the input (i.e., the
'
Sts: "Costing joint Products," Research Series No. 31, NAA, 1957, pp. 4-6.
quality of the functional relationships used).
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Science Research Associates, Ind., College Division, 1540 Page
Mill Rd., Palo Alto, Calif. 94304, 1972, 312 pp., paperbound, $5.95.
The underlying theme of this book is that the systems function
is working with management, working for management, and working as managhnlent.

LATERAL THINKING FOR MANAGEMENT
Edward de Bono
American Management Association, Inc., 135 W . 50 St., New
York, N.Y. 10020, 1971, 225 pp., clothbound, $12.50.

BUSINESS SYSTEMS AND DATA PROCESSING
PROCEDURES
Frank J. Clark, Ronald Gale and Robert Gray

Creativity is treated here as a skill available to anyone who takes
the time to learn the principles and practice lateral thinking.

Prentice -Hall, Inc., Englewood Cliffs, N.J. 07632, 1972, 333 pp.,
clothbound, $8.95.

OFFICE MANAGEMENT

A working tool for those preparing to enter the field of business
data processing. It stresses the intradependencies of the various
subsystems that comprise the components of a total business
system in use. Workshop problems are taken from direct business
experience.

Third Edition
Irene Place, Charles B. Hicks and Robin L. Wilkinson
Allyn and Bacon, Inc., 470 Atlantic Ave., Boston, Mass. 02210,
1971, 650 pp., clothbound, $10.95.
This book deals with the basic responsibilities and problems of
the office manager. Written as a text, it contains questions, problems, cases and a bibliography.

INDUSTRIAL SECURITY MANAGEMENT: A
COST - EFFECTIVE APPROACH

FRINGE BENEFITS AND OVERTIME BEHAVIOR

American Management Association, Inc., 135 W . 50 St., New
York, N.Y. 10020, 1971, 274 pp., clothbound, $15.75.

Ronald G. Ehrenberg

This classification and review of security hazards provides the basis
of defensive thinking and planning for cost effective, reasonably
reliable countermeasures.

Lexington Books, D.C. Heath and Co., 125 Spring St., Lexington,
Mass. 02173, 1971, 192 pp., clothbound, $13.50.
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Richard J. Healy and Dr. Timothy J. Walsh
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MAY14m189 1973
SI- 93MRATOl*T - SLAC'KSTOW3C
Human Resource Management
and Accounting (Thu. /Fri.)
Managing by Objectives for
The Financial Manager (Thu. /Fri.)
Developing and Using Standard Costs (Mon. /Tue.)
Flexible Budgeting & Performance
Reporting (Wed. /Thu. /Fri.)

COURSES

Direct Costing & Contribution Accounting (Thu. /Fri.)
Costs for Decision Making (Mon. /Tue.)
Accounting for Foreign Operations (Mon. /Tue.)
Management Accounting for Hotels (Thu. /Fri.)

REGISTER

Management Accounting for
Insurance Companies (Mon. /Tue.)

TODAY!

Planning, Programming, Budgeting for Local
Governments & Nonprofit Institutions (Mon. /Tue.)

Sprino'73
CEP

M

Continuing Education Program

W rite or call: CEP Registrar
National Association of Accountants
919 Third Avenue, New York, N.Y. 10022
(212) 759 -3444

MANAGEMENT ACCOUNTING /APRIL 1973

Data Processing— Concepts & Techniques
for Managers (Mon. /Tue. /Wed.)
Statistical Sampling for Accountants
& Auditors (Wed. /Thu. /Fri.)
Behavioral Science Implications for Management
Accounting (Thu. /Fri.)
Communications & Report Writing (W ed. /ThuJ:6.)
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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 Chapter s ... without charge.
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.
This Program is funded by
Office of Minority Business Enterprise,
U.S. Department of Commerce, Washington, D.C. 20230
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By Kathy Williams
Small businesses that fail far outnumber the ones that
succeed —it's a fact of business life. If the business is
a minority -owned enterprise begun by people with
little experience, the possibility of failure is even
greater. But, if the firm can survive more than two
years, its chances for success are multiplied. Multifab
Manufacturing Corp. of Tulsa, Okla., has been in
operation four years.
Mu ltifa b is a socio - economic success story. T hrough

cooperation, determination, and trust —all essential to
a multiracial venture —the staff and Arthur L. Cotham,
socio- economic counselor, have established a personal
and working rapport. Mr. Cotham, a charter member
of NAA's Tulsa Chapter, became involved with Multifab through his accounting firm, and in turn, the
chapter became involved with this and other socioeconomic projects.
The small manufacturing corporation was founded
in July 1968 by a group of Tulsa businessmen. Two
major organizers —one white and one black —were
T. D. Williamson, Jr., president of T. D. Williamson
Inc. and chairman of the board of Multifab, and
LeRoy Thomas, president of Multifab and chairman
of the board of the American State Bank. Mr. Thomas,
MANAGEMENT ACCOUNTING /APRIL 1973

prominent in the black community, is the largest
Multifab stockholder and has helped start several black
businesses in Tulsa.
Multifab was "a bit slow getting started. We've
never been a profitable operation because we've never
been able to actually get off the ground —but we're
trying," Mr. Cotham, plant controller and general
manager, said. " But Multifab is gaining respect and
confidence, especially in the black community. We're
keeping our fingers crossed for other project prospects.
If we get one job we're checking out, Multifab will
be off the ground." (Multifab still doesn't break
even —it is underwritten on a cash basis.)
Mr. Cotham started working with Multifab in 1970.
He had been controller at T. D. Williamson Inc., when
Mr. Williamson approached him one day and asked
if he thought he could train someone to take over
his job. Puzzled, Mr. Cotham answered "Sure." Mr.
Williamson then explained he wanted him to take
over a special assignment —that of helping with some
new projects — Multifab in particular. His duties would
be to assist the company in any way necessary, especially on the financial end. Mr. Cotham readily agreed
and immediately began working with the company.
The corporation welcomed his arrival. Ventura
Watson, Multifab's production coordinator, had seen

T h is

multiracial
company
strives for
success.
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Welders put together fireplace grates for a
national retailer.
the need for a change in his organization. "We had
five people up front —four production people and one
shop foreman —with a payroll of $700 per month. We
had relatively little experience but a great desire to
learn," 11e said. This desire has been one of Multifab's
stabilizing forces.
Multifab's accounting system had been patterned
after that of T. D. Williamson Inc. The procedures
were working, but additional assistance was needed.
Mr. Cotham's predecessors had made great strides in
Multifab's organization, but they and Mr. Watson had
worked on their own time —from 4:30 p.m. to midnight— putting into operation modifications and improvements. Someone was needed who could be at
Multifab headquarters during regular working hours
to help Mr. Watson supervise. So Mr. Cotham stepped
in to devote most of his time to Multifab, the balance
to T. D. Williamson.
Multifab's employees work as a team. More a "family" than a business, workers assume a guarded air when
questioned about details of the company. This spirit
Of protectiveness and camaraderie permeates the
youthful crew. Rock music blares almost constantly
all day long, and people laugh and joke as they work.
They are free to come and go as they please, as long
as the work gets done, and each can progress at his
own speed.
Multifab's physical appearance, reminiscent of its
aura, is informal. Its 13,500 square feet are housed
in one huge Quonset building. Because of the nature
of the manufacturing the concrete floor is dusted with
shavings of wood and metal. (Not dirty, however; the
premises are swept constantly.) Behind the executive
offices and reception area lie the construction areas.
Shipping and lead melting operations are on the right,
woodworking and blackboard assembly line in the
center room, and tool shop and metal, welding, and
painting areas to the left. Within the shops all safety
precautions are taken, especially that of wearing protective glasses while operating machines.
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Quality is expected from all workers. One woman
devotes most of her time at the end of a job to
inspecting all parts of a product. Once, after finding
a flaw, she hung a sign above the assembly line: "Quality must be built into a product. It cannot be inspected
into it." And such is the motto for every facet of the
operation.
Multifab has meant steady employment for the first
time for some of its employees. Before joining the
operation, some had changed jobs every three months
or so. Now 25% of the 22 workers have been with
the company two years or more.
One man especially had had trouble holding down
jobs. When he came to Multifab he was bright but
lazy. "He was unstable because of his environment,"
Mr. Watson said. "We didn't know how long he would
last. But Mr. Cotham gave him some responsibilities
and he changed overnight. Now he's hard on the other
workers, good on the job, and never absent. He's been
with us three years now. His case shows you have to
give people responsibilities —you have to build your
hopes on someone."
Those who stay long enough earn vacations —a first
for some, even Mr. Watson. One worker, when
handed a paycheck for his week's vacation, laughed,
"Man, this is the first time I've ever gotten money
for not workin'."
Multifab has been manufacturing since February
1969. It started with $113,000 capital, donated machinery, and a business qualification under the Federal
government's minority -owned business regulation 8A.
Of the now more than 300 stockholders, 53.1% are
blacks and 46.9% white.
One of the first contracts negotiated, and the firm's
mainstay for a while, was with Sears, Roebuck and
Co. for fireplace grates. Work expanded to include
window guards, water meter keys, garbage can racks
and later, lead hammers for North American Rockwell
and McDonnell Douglas Corp. Because it was just
getting started and lacked operational experience, the
company had to stick pretty much with noncompetitive items in industry.
In order to make more money and to keep everyone
busy, Multifab also took on "those jobs that industry
has to do but doesn't care to," Mr. Watson said. "For
American Airlines we cleaned the ash trays and baggage restraints, cleaned and sanitized oxygen masks,
made pullbars, and assembled all sorts of stuff. For
North American Rockwell we delivered parts for the
747, separated bits according to sizes and packaged
them, and repaired shipping cartons. But with the
cutback in the aerospace industry these contracted jobs
were discontinued. The companies wanted their own
workers to perform the duties."
With the loss of those contracts, Multifab workers
were left at loose ends. Metal work kept them busy
from September until December, but from January
to August there weren't many calls for fireplace grates.
So, thoughts turned to a shop addition —and woodworking seemed best.
It was a good choice; as soon as the woodworking
section opened, the orders rolled in. Multifab logged
in requests for shipping crates and racks, pallets, and
airplane wheel chocks. Then came the big order —a
$150,000 Government contract for chalkboards.
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When first approached about manufacturing chalkboards, Mr. Watson answered "Sure" even though he
knew nothing about their composition. "The blackboard business was all new as far as people at Multifab
were concerned. We had no one with knowledge of
or experience with blackboard construction. You see
a blackboard, but you never take another look." But,
he had confidence in his workers' abilities.
Learning the chalkboard business wasn't easy, but
Mr. Watson and his crew had outside assistance and
cooperation. A North American Rockwell engineer
helped him draw up the specifications; no one at
Multifab had drafting experience. The next step —obtaining materials —found Mr. Watson contacting an
Indian tribe in New Mexico whose chief suggested
he try a company in Harrison, Ark. Experts in this
company taught him how to work with the necessary
materials. In order to learn about the wood for the
boards, he was advised to get in touch with a hardwood
company in Lufkin, Tex. North American Rockwell
handled the negotiations and purchases —and finally
Multifab was set for production.
Mr. Watson originally estimated that if his workers
could produce 67 of the some 3,000 green and black
boards a day, the company could break even and meet
the August 4, 1973, deadline. The assemblers, however,
are turning out between 100 and 110 a day, bringing
the estimated date of completion to early Spring, 'way
ahead of schedule. "We hope to stay ahead of schedule
so there's the possibility of additional contracts and
to prove we can do the job," Mr. Watson said, "but
we can do this only if there aren't any breakdowns
in shipping or assembly lines and if we can maintain
our wood supply which is running short right now.
I have no doubts about fulfilling the contract other wise—if we have anything at all here, it's a little bit
of togetherness!"
Multifab already is looking ahead to other contracts.
The company is working simultaneously on the board
contract and an additional Government contract for
refurbishing office furniture in northeast Oklahoma.
Because of these extra projects, and because they now
are able to start buying some of their machinery,
officers are talking about expansion. There's plenty
of room in the building for additional work, Mr.
Watson noted.
The corporation has come a long way since the
Summer of 1968. "If we consider Tulsa and Multifab
as a whole, we have been very fortunate," Mr. Watson
mused. "LeRoy Thomas summed up our feelings at
a party in December. He said that Mr. Cotham has
an entirely different view of the black man and his
ideas from when he first came to Multifab —the same
as LeRoy has a different view of the white man.
Through our associations we have made a lasting
impression on the community."
Multifab is not the only socio- economic effort made
by the Tulsa Chapter. Robert Bryarly, another charter
member of the chapter and a past national Vice President, has taken part in several seminars on the ownership and operation of small and minority businesses.
In addition, several chapter members have tried to
make initial contact in the community with various
businesses which have requested socio - economic help.
Not all projects have.succeeded, unfortunately. One
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Assembly line workers smooth rough edges of a
metal bracket for one of their many products.
member of the chapter's socio- economic committee
tried to establish a working relationship with a black
football star from Tulsa University who had gone into
the mini -bike business. The NAA member contacted
the man, discussed details of his work, made some
suggestions as to a procedure for setting up a cost
analysis system, and explained how to organize his
business so as not to overexpand. The project collapsed
when the recipient of the advice didn't follow through
with the suggestions. A few weeks later the business
went bust — chiefly because of market saturation and
lack of controls.
George C. Wheat, Tulsa's socio- economic committee chairman, said the chapter has started other projects which have had similar disheartening endings, but
the members are not discouraged. In fact, initial contact soon should be established with a welding company, and other projects are in the works.
As to the chapter's success in relating to corporations
such as Multifab, Art Cotham came up with the answer: "You have to be sincere in your dealings with
people; you have to let them know you really are
interested in helping them but not taking over. The
main point, though, is that you don't think of people
in terms of black and white but in terms of what they
are individually."
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A
BUSINESSMAN - EMERITUS
SPEAKS OUT
What Can You Do About Inflation, Unemployment And
Productivity? Lemuel Boulware, Retired Corporate Executive
Who Rewrote The Rules For Collective Bargaining, Challenges
'Thought- Leaders' With A Plan Of Action; At 77, He Still Enjoys
Taking A Whack At 'The Heathen' In Defense Of A Free, Productive Economy

By Robert F. Randall
A few years after World War II —and a crippling
strike — General Electric Company decided to do
something about its relations with the public. Management picked a corporate vice president named
Lemuel R. Boulware to head up the effort. They
couldn't have made a better choice. His pioneering
efforts in the relations area added a new term to the
lexicon of business— Boulwarism.
When Mr. Boulware was given the assignment by
GE, he had no previous experience in the community -labor relations field. He had started out as a public
accountant, later shifted over to marketing, and just
prior to the climactic assignment of his career had
been general manager for three companies. At various
phases of his career, he taught accounting, served as
an Army officer in World War I and as an administrator on the War Production Board in World War II.
A highly successful marketing executive, Mr. Boulware applied consumer product marketing principles
and practices to relations with GE's many publics,
including employees, stockholders, unions, governments and community neighbors. Launching a multifaceted information program aimed at each of these
groups, he managed to bring about a measurable
change within a year in the admittedly unfavorable
image of the company held by these publics.
While broadly aimed, the program happened to
draw most public attention in connection with union
negotiations. It eliminated the charade of management joining the unions in taking initial positions
unrealistically far apart, and then gradually coming
together on the inevitable compromise at about the
going rate of pay and fringe benefits. After exhaustive
° What You Can Do About Inflation, Unemployment, Produrtivitv, Profit, and
Collective Bargaining by Lemuel R Boulware. Loeffler & Co., Inc., Box 9622,
San Diego, Calif. $1.15.
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discussions in negotiations, Mr. Boulware and his team
would put together what they judged to be absolutely
the best offer the company could possibly make in
"the balanced best interests of all." This was truthfully
presented as all the company intended to offer — unless
the union could come up with something more or
different which would prove still to be in the balanced
best interests. After further discussion, agreement was
usually reached with little or no change in the offer.
All that is history now and Lemuel R. Boulware
has been retired for 12 years. Retired, but not silent.
He wrote about the experience at GE in The Truth
About Boulwarism— Trying to Do Right Voluntarily.
Then lie sat back, planning to enjoy his retirement
by playing a little golf, fishing and doing some quail
hunting. But again the call came. Florida Atlantic
University asked him to give a series of lectures on
business; out of this assignment grew another book
with an imposing title, Wh a t You Can Do About
Inflation, Unemployment, Productivity, Profit and
Collective Bargaining.*
We are in a crisis, Mr. Boulware believes, an economic and moral crisis. The outstanding symptom is
the attitude toward business. "Business people are
letting profit become very unpopular and I think
business is at the lowest ebb it has ever been in public
understanding and public willingness to cooperate."
Collective bargaining has degenerated into a political process, Mr. Boulware concludes, as have many
other economic issues. Because of this fact political
leaders are inclined to pass legislation and make decisions which they know are politically right but which
turn out to be economically wrong. But Mr. Boulware
does not hold unions, government or politicians responsible for the social and economic ills that plague
Americans.
In his view, it is the individual citizen. "I think the
principal culprit is the individual citizen who makes
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"1 normally talk about what
businessmen ought to do to do
the missing part of their job."

"This isn't an attack on just
companies and stockholding. This
is an attack on private property
and that's an attack on freedom."

up the sovereign public majority, who has not fitted
himself to make the decisions in his own interests that
are required of him for his freedom. Unless he gets
better equipped right quick he is not going to have
these decisions to make." What makes the problems
ever more difficult is that the individual citizen does
not know he needs help and even if he did would
not know where to get it.

Something for Nothing
At the root of the crisis is a kind of economic
illiteracy that leads many people to believe that affluence can be obtained instantly without effort, without
investment, and without cost to anybody but the
government. "I had to kind of simplify the economics —which I'm still not very good at —and it seemed
to me it could be divided very quickly into two areas.
You can separate the two awfully fast between the
something- for - nothing claims and the something- for- something facts. This was the only kind of
economics I tried to teach. It is the kind of economics
I had to substitute for knowledge of the product when
trying to sell jobs and business the way products are
sold."
Since what are essentially economic and moral issues
are being handled as political matters, Mr. Boulware
believes any change in the salient trends also will have
to be political. Sophisticated in the art of legislators,
he discovered while a corporate executive that the way
to persuade politicians to change their minds is to
first persuade their constituents. And the people who
are best able to mold opinions are the "thought -leaders" who, Mr. Boulware estimates, comprise ten percent of any given population.
Those thought leaders inside business come from
two groups. "One is those with formal authority such
as the owners, the directors, the officers and the other
supervisors including foremen. Then you have a second
group which is just as important for this purpose. They
are the nonsupervisory people who have the informal
authority of knowledge. They are the people such as
engineers, accountants, production people, personnel
people, secretaries and maintenance people."
Businessmen, particularly, he says, have a role and
responsibility in the education of the public majority
to counter the growing tendency of people to try and
get something for nothing out of business or out of
government. "I normally talk about what businessmen
MANAGEMENT ACCOUNTING /APRIL 1973

"Accountants ought to carry a
sideline of good citizenship in
their own interest."

ou gh t t o d o t o d o the missing part of their job. I
claim businessmen in my time were engaged primarily
in what I call 'metal cutting' and 'paper shuffling.'
They were limiting themselves to this level and they
didn't go on up to engage in ideological competition
with the people who are the detractors of businessmen
and I still keep trying to urge businessmen to do what
is necessary to prevail over their unmet ideological
competition in the same way they now prevail over
their commercial competition." He adds, "And this
ideological competition is in large part a talking contest where the so- called 'strong, silent' type finishes
a bad last."
'
Accountants are uniquely qualified to talk about
the economic facts of life and lead the public, he
believes. "Anybody with education enough and native
endowments enough to be an accountant is way above
the average of the sovereign public majority.
He is inescapably a thought leader! And there isn't
one of them who hasn't got an audience of nine or
ten."
To illustrate his points, Mr. Boulware often draws
upon anecdotes from his business career, including his
years with Easy Washing Machine Corp. "There was
a salesman out in Iowa in the washing machine days
whom I was about to hire. I finally got around to
talking to his former boss who said, 'he's a very fine
fellow but one thing you might be interested in, he's
always carrying a sideline of pants or something.' "
Mr. Boulware laughs in recollection; then completes
the analogy. "Accountants ought to carry a sideline
of good citizenship in their own interest."
The accountant has an advantage at the outset
because he has an "unusual credibility." People rightly
believe that accountants deal only in facts, and one
of the first hurdles for a businessman, according to
Mr. Boulware, is establishing credibility with the public. "The accountant ought to become a thought- leader
above and beyond the subjects they teach in business
schools. He ought to go on to teach people the economic understanding, the moral perception and the
political sophistication that will enable people to act
more soundly in their own interests in matters having
to do with pay, prices, savings and freedom."

A 'Multiplier'
A tall, well -built man, Lemuel Boulware has a zest
for living and a competitive drive that will not allow
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a whole society in crisis." His listeners should make
no mistake about it. "This isn't an attack on just
companies and stockholding. This is an attack on
private property and that's an attack on freedom because you can't have freedom unless you have profit
and private property."
In his book, What You Can Do..., Author Boulware
points out the popular misconceptions held about
business and economics. Example: "Profit does not
go to just some few but goes directly to about
50,000,000 investors — involving half our families —and
also indirectly to practically evpry man, woman and
child in the U.S." The book explains in simple language just how business operates and how it benefits
' ... unless there is a marked
everyone.
correction soon, both you and I
Businessmen have fallen down badly on the job of
are not going to like what we
telling their story, but there is still a little time to
find down my remaining 25 years."
change the adverse trends which threaten to suffocate
him to stop even in retirement. "I have always been freedom, reduce the productivity of American industry
behind all my life. Now I am behind in my loafing," and lower the living standard. He urges businessmen
lie admits. He believes, however, that because business to include messages about their company and business
and life have been so good to him he still has an in general in every salary envelope, in monthly stateunmet obligation. As one who has always been a ments to customers, and also with the quarterly divi"multiplier," he feels it is his responsibility to help dend checks to stockholders. ( "To my mind, the stockcitizens get rid of the current myths and illusions about holder is the most unused and the most dangerously
business.
neglected asset of business after business. ") In the final
His retirement from the nuts and bolts of producing chapter of his book, he includes samples of the kind
and selling a product has given him an opportunity of message he thinks should be distributed to citizens.
to shift his considerable energies to the philosophical
Mr. Boulware writes in longhand 5,000 words a day
plane. "I think there's hardly any businessman whom when he is working on a book. When he was younger,
I've seen in the last couple years who isn't very aware his father insisted that he be able to write legibly so
that he's in deep trouble and that something ought typists do not have too much difficulty in reading his
to be done — somebody ought t o do something. He writing. During the winter months, he lives and works
can't for three reasons.
in his home at Delray Beach, Florida; in the summer
"First, if he speaks up lie's got the problem of his lie lives in an apartment in New York City.
credibility with the public. He's neglected to develop
Why, at 77, is he committed to the arduous task
it. The second thing is he has nobody — including him- of promoting his book, speaking to various groups and
self —who is skilled in this kind of thing. They haven't conducting the extensive correspondence necessarily
been trained in the ideological competition. They've involved in such an effort? As lie tells it, in addition
been trained only in metal- cutting and paper - shuffling. to the obligation that he feels toward the country,
"And the third thing is if lie sets up anything that he has a selfish reason. "My mother lived to 103, and
touches the unions —and the unions and their allies I am very sure that, unless there is a marked correction
are largely the promoters of the something- for - nothing soon, both you and I are not going to like what we
game —he realizes that the unions and their allies can find down my remaining 25 years."
destroy the company."
The new book was deliberately published as a low If a business executive claims he doesn't have time cost paperback to insure its wide distribution to
to deal with the larger implications of economics and thought - leaders who could relay its information. He
politics, he is a poor businessman. "It's the mark of himself takes no compensation from the book; it's his
a poor executive that he keeps making all his decisions contribution to improving the system and the country.
for his people down the line. A good executive is the
Lemuel Boulware claims he does not like to speak
fellow who can standardize and systemize and teach in public but when he gets up in front of an audience,
the known professions and push them one level down. he cannot resist the urge to present his message as
The whole story of management is that you have to vividly as possible. He usually winds up with a ringing
keep regularizing, systemizing, organizing and pushing affirmation of the free enterprise system and a plea
old problems on down. You move up to the new for action. "Ours is too good a country—and our profit
problems where you've got to pioneer."
and loss system's proven ability to yield unprecedented
material and non- material well -being is too priceless
Mowing Down the Heathen
a treasure —for us to let all this slip through our fingers
Mr. Boulware frankly admits, with a chuckle, that for lack of that little extra attention by enough good
he is a crusader. "I think the crusader really enjoys people."
life. To the crusader there is no exaltation like mowing
In urging accountants to expend the extra effort
down the heathen." (The "heathen" here being bad to defend the system, he adds with the crusader glint
ideas.) But his concern for the country is deeply felt in his eve, "And the wonderful thing about it is you'll
and fluently expressed. In addresses before business soon find yourself enjoying this new good you have
groups and on college campuses he warns, "We have started out doing as a duty!"
El
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A view of Dallas, site of the 1973 NAA Annual International Conference.

BIG 'D' IN '73
Vibrant, Bustling Dallas Prepares Texas -Style Welcome
For NAA's Annual International Conference.
Operatio ns Chairman Dave Robertson Says, 'Y'all Come!'

By David F. Robertson, Chairman,
1973 Conference Operations Committee
Some native Dallasites maintain that the only way
to heaven is through Dallas. This statement, as far
as we know, has never been verified but we do know
that if you and the family come to Dallas for the
Annual International Conference, June 24 -27, you'll
have the time of your life.
First a little about Dallas. The eighth largest city
in the United States, this metropolis has sprawled over
former ranches and cotton fields to become a cosmopolitan center of modern skyscrapers, freeways and
beautiful homes, with a reputation for unusual hospitality and friendliness. Fort Worth and several intervening towns form a megalopolis of more than two
million people.
Downtown Dallas is a pleasing blend of the old and
the new. Just "a short piece" away from the Conference hotels sits the John Neely Bryan log cabin, which
was built in 1841 and served as the first courthouse.
A typical turn -of- the - century courthouse which is also
preserved stands in contrast to JFK Plaza with its
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modern marbleized courthouse and memorial to President John F. Kennedy.
Three large major department stores dominate the
business district. Titche- Goettinger is an eight story,
block -long building. Distinctive Sanger- Harris' building has an unusual multicolored, glass tile neural. The
abstract pattern of the mural is made up of 13 million
glass tiles, 100,000 pounds of them imported from
Italy. Between these two stores is the famed Neiman Marcus downtown store. A collection of specialty
shops in the "underground" area caters to other tastes.
The entire panorama of Dallas can be viewed from
two of its highest buildings, the Southland Center or
the First National Bank building.
Nightclub entertainment varies from big -name
talent in the Venetian Room of the Fairmont to
Dixieland jazz at the Levee. For dining, there is a
broad choice of American and regional dishes available
or you may enjoy the variety of foreign cuisines, such
as French, German, Grecian, Italian, Mexican and
Oriental.
Sights you'll want to see during your stay in Dallas
are the Biblical Arts Center —with a 124 -foot mural
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of the Miracle at Pentecost —the SMU Arts Center
and Bob Hope Theater, the Theater Center designed
by Frank Lloyd Wright, and the State Fair Grounds
with its Museum of Natural History, Aquarium and
football's Cotton Bowl. Nearby Arlington attracts
thousands of families with a number of fascinating
amusement centers, including Six Flags Over Texas,
Lion Country Safari, and Seven Seas.

'Ride 'em, Cowboy'
The headquarters for the first NAA Annual Conference ever held in Texas will be the Fairmont Hotel.
Three other hotels in the same area will furnish accommodations for conference participants and their
families. The magnificent ballroom of the Fairmont
will serve as the setting for the traditional NAA Officers' Reception.
A Texas rodeo is the star attraction of the Family
Event this year. Air conditioned buses will whisk you
from your hotel to the State Fair Grounds where cold
draft beer for the adults and soft drinks for the young
people —along with Mexican -style hors d'oeuvres —will
be served. Then a tasty barbeque supper will put you
in the mood for a thrilling and exciting rodeo put
on by cowboys from all over the country. They'll be
competing for top prize money in such events as
bronco riding, steer wrestling, calf roping and bull
riding.
The Annual Dinner will be held in the breathtaking
Great Hall of the Apparel Mart. This is a majestic
room with towering white columns 60 feet tall, and
indoor gardens with tropical palms and contemporary
sculpture. You won't forget the dinner, pageantry and
spectacle of this NAA function in a unique setting.

A Guide to Dallas Shopping
T h e l a di e s wil l a p pr e ci a t e th ei r sta y i n th e Da lla s
a re a mor e if th ey t a k e t he co mp le te pa ck a ge o f a ct iv ities. Ev e ry m or n in g a c o nt i ne n t a l br e a k fa st ser v e d i n
t h e L a d i e s ' H o sp i t a l i t y R o o m a t t h e F a i r m o n t H o t e l
will begin the da y 's a cti viti es.
T h e " F a c e of Da lla s T o u r " co n d u c t e d by Da lla s
Sy m p h o n y Or c h e st r a Le a g u e h oste ss g u i de s wi ll sto p

at cultural institutions in the city, such as the SMU
Art Museum and the Bob Hope Theater. As part of
the tour, a buffet sherry luncheon will be served in
the luxurious Brookhaven Country Club in North
Dallas. One of the highlights of this trip will be a
visit to two distinctive private homes of Dallas residents.
Dallas' unique "Potpourri of a Woman's World"
will be conducted by Marilyn Lee, a well known shopping guide expert, fashion consultant and TV personality. Inexpensive —but elegant— out -of- the - ordinary
shopping ideas that most visitors normally miss will
be brought to the attention of the ladies. The varied
pro gra m wil l t ou c h o n fa shio n, ma k e -u p , n ee dle wor k ,
a n ti qu es, jewelry, flower a r r a n ge m e n t a n d original
wo rk s of a r t, wi th a rt i cl es o n d ispl a y fr om m a ny b ou ti qu e sho ps.
G u e st s o n this liv ely show ma y i nc l u d e instru ctors
in Yoga , flower a rr a n ge me nt s, ha ir styling, make -up

or even palm reading, astrology or needlepoint. A
professional connoisseur will comment on wine tasting
during the program. The setting for this production
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and luncheon will be in the exclusive "Cowboy Club,"
at the world - famous Texas Stadium, home of the
Dallas Cowboys football team. Following lunch the
ladies will be treated to a suburban area shopping tour
of interesting shops, climaxed by a visit to the Neiman- Marcus downtown store.
Youth Activities:
From Ranch to Aquarium
The Texas host chapters have placed special emphasis on having the children of NAA members entertained and chaperoned throughout the entire conference. A special "Get Acquainted" event will launch
their activities with suitable entertainment for both
the teen -age children and the pre -teens in their respective hospitality rooms.
Highlight of the teen -age program is a day at Austin
Patio Dude Ranch where they will enjoy horseback
riding, swimming and a barbeque lunch. Their final
day will feature a trip to El Fenix Restaurant for a
Mexican dinner and then a dance at the Fairmont
upon return.
The younger children will visit Seven Seas where
numerous aquatic acts are staged, including high dives
from a sailing vessel, underwater aquatic performers,
sea lions playing baseball, and a two -ton killer whale
leaping and splashing.
Both groups will have the opportunity, on separate
days, of visiting Six Flags Over Texas. Similar to
Disneyland, this amusement park is now in its twelfth
season and has played host to more than 20 million
people. There are more than 95 rides, shows and
attractions —all included in the one ticket price.
Another amusement area both groups will visit, at
different times, will be Lion Country Safari. They will
ride in air conditioned buses through the preserve
where hundreds of wild animals— including lions, tigers,
cougars and elephants —roam free. After lunch, they'll
visit the petting zoo and African village.
We h ope this preview of the entertainment and
social activities of our Conference in Dallas will persuade you to register for the Conference. The technical
program, which will be published in the May issue
Of M A N A G E M E N T A C C O U N T I N G ,

i s e qu a lly o u tsta n din g.

After Dallas, See More of Texas
We hope to show you some of the noteworthy sights
of our friendly city during the Conference. May we
suggest that you extend your visit to include other
places after the conference? Texas stretches 801 miles
from the northwest corner of the Panhandle to the
extreme southern tip at Brownsville, and from east
to west some 773 miles.
You can travel from sea level along the Gulf Coast
to 8,751 feet in far West Texas at Guadalupe Peak.
There are desert areas, ranch lands, citrus orchards,
and the Big Bend mountains. See beautiful San Antonio, or Corpus Christi and Padre Island with its miles
of sandy beaches and excellent deep sea fishing. Visit
Houston and the famed Astrodome and Space Center.
T h e r e 's m o r e , too: a post - conference t o u r t o Me x ic o
Cit y a nd Ac a p u lc o i s bei ng pl a nn ed by t he Con fe ren ce

Committee.
Y'a ll come —we're look ing forwa rd to ha ving you
a nd will be mighty prou d to b e y o u r h o st s.
F
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Chapter /Member News
Emeritus Life Associates
The designation of Emeritus Life Associate is
made available to retired members who have
had 20 years of active service; or ten years of
active service including five years as an elected
national or chapter officer or director. Those
so designated are relieved from payment of
annual dues. The intent of this provision of
the By-Laws is to recognize the debt which the
Association owes to members of long standing.

Rochester.
W I L L I A M F . B E N N E T T , Richmond.
W I L L I A M A . B L O C H , Boston.
G E R A L D I N E H . C A N D I D O , Washington.
B R Y A N T L . BA T E S ,

RONALD T . COOP ER, R o c h e s t e r.

Racine- Kenosha.
Grand Rapids.
ARN OLD
J. D E M P S E Y , Muskegon.
JAM ES G. D I M O C K , Long Beach, past president.
B R U N O H . F E R R A R I , Trenton.
DAVID E. GEISS, Mohawk Valley.
LE R O Y N . C R A M E R ,
JAY D E M A N ,

HA RO LD G . GR IEP , S e a t t l e .
A L BE R T J . IRVING ,

Buffalo.

F R E D E . JO HN STON , B e a v e r V a l l e y .

GEORGE

J. KALCIK,

Northern Wisconsin,

controller, and J O H N N Y W A L K E R
named assistant vice president.

Valley, has been promoted to director of
finance for Blue Cross and Blue Shield
(Columbus, Ga.) Plan.

was

P A UL A B. PATrON, Daytona Beach president, was promoted to assistant vice president at First Federal Savings & Loan of
Daytona Beach.

M. T. CAMERON, Charlotte Gold, was
recently promoted
to vice
president— finance of Smyre Mfg. Co.... PAUL
E. LLOYD has been appointed secretary of
Eastern Federal Corp.

Six Delaware members have been named
by ICI of America. WILLIS M. MOHN was
appointed group controller; C. ROBERT

M . S A N D E R S , Chicago, Was promoted to controller of Rotary Seal Corp.
. . . A L F R E D J . T R I M B L E h a s b e e n named
controller of the machinery group of FMC
C o r p . . . . G . S . V A N M E T E R has been
named vice president and controller of
Stewart - Warner Corp.... A. J. WYSOCKI
has been elected executive vice president
of American Spring & Wire Specialty Co.
DAVID

CHAMBERLIN has been appointed manager
o f a c c o u n t i n g s e r v i c e s ; R O B E R T L . PA RS ON S

was appointed manager of corporate accounting; HUGH J . P A R K H I L L , manager of
financial analysis and reporting; BRUCE G.
P E T E R S , manager of division accounting;
a n d F R A N K E . W E B B , manager of budgets
and forecasts.

D A V I D BE V A N , Cleveland, has been
named controller of Imagex, Inc.

J E R R Y A. LAMB, Detroit, has been promoted to second vice president and accounting officer at Manufacturers Bank.
. . . H E N R Y M . L A P E ZA Is n o w treasurer,
Sycor, Inc.

L.

Two Columbia members have been
named at South Carolina National Bank.
G E O R G E M C D A N I E L , past chapter president, was promoted to vice president and

ROBERT SHAW,

E a st Bergen - Rockland, ha s

past president.

W A LTER H . KNORR,
C.

EVANS L A W T O N ,

Essex County.
York, past

JR., N e w

president.
E D W I N 1 . M A S TE R S O N ,

Providence.

BECKER CPA REVIEW

W I L L K . NO R TO N , S h r e v e p o r t .
E R W I N E . P E L S TE R , S t . L o u i s .
GRA DY P OW ELL,

Atlanta North, past pres-

ident.
Richmond, past president.
S E I T z , Dayton.
L. SCOTT, Memphis, past pres-

J. S . R EN N OL DS ,
LUKE C .
HER MA N

ident.
New Orleans.
S T A N G E L , Cleveland.

JOHN C . SHEA,
E. F.

CUSSESIN
CLEVELAND
SINCE 1955:
CHICAGO
DALLAS
DAYTON
HOUSTON
DETROIT
LOS ANGELES
SAN FRANCISCO
NEW YORK
SINCE1970:

M . MAY, Atla nta Ce nt r a l , wa s recen tly ele ct ed vice president — finance of
In t er n a t i on a l City, I nc .

CINCINNA A
TI
TI
DENVER
MILW AUKEE
MN NE A PO LIS
NEW ARK
SAN DIEGO
SANTA ANA
ST. LOUIS

R. G. DEMUTH, Ba ltimo re , ha s b ee n pr om o t e d to co m pt r o ll e r of Ke n n e c o t t Re-

SINCE 1971:
BOSTON A
t

Promotions and New Positions
JA ME S

f i n i n g C o r p . . . . G E O R G E D . SPI CE R, JR.,

was appointed comptroller of Doughtie's
Foods, Inc.... JOSEPH E. SMITH has been
appointed vice president of finance for
Albert F. Goetze, Inc.
Birmingham, past
president, was elected to the board of
directors of Central Bank and Trust Co.
He is president of the Woodward Co.,
a division of Mead Corp., of which he is
group vice president.
CH AR LE S

RA N DA LL

W .

A.

AD A IR ,

ED W A RD S ,

IN 36 MAJOR CITIES IN THE U.S.A....
and growing

SINCE 1959:

FT. W ORTH
INDIANAPOLIS
LONG ISLAND
MIA MI
NEW ORLEANS

Students may enroll In any one or combination
of t he f ou r pa r t s

After taking our courses
f o of our students pass those parts
of the next CPA exam.

0

1200 of our former students successfully completed
the CPA exam, from one to four p arts,
in May 1972
which represents

1/5 0F

COLUMBUS

HONOLULU
MEMKPISV ILLE
PHILADELPHIA

PITTSBURGH
SAN ANTONIO
SAN JUAN
SEATTLE

NEW — 1973:
TAMPA

S

A

• our students consistent) rank among
9 he to p 40
in he U.S.A.
1st In U.S.A. —
George H. Matters
MAY 1971

SAN JOSE
SINCE 1972:
HARTFORD

U

r

t

`

TERMS BEGIN
JUNE 1 AND DEC. 1

BECKERCPA

R
EVIEWCOURSE
National Headq
Bul dargt er
. s
146 Engineers
Cleveland, Ohio 44114

Call "In fo rm a ti on Ope rat or" for
telehone
number ton 216 69 6 -0969`
Reve
s e Charges

Chattahoochee
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been appointed vice president and con- V I N C E N T P . BL A K E , New York, has been
troller of the American Can Co., Printing elected vice president— corporate finance
Of U S L i f e C o r p .
. . S T A N L E Y A . PRAT Div.
N
I
C
K
i
has
been
promoted
to assistant
J O S E P H J . T Y B U R S E Y , East Jersey, has been
director
of
fiscal
affairs,
Goldwater
Meelected vice president and auditor, Fidelmorial
Hospital,
New
York
City
Health
ity Union Bancorporation.

LEO

J.

BA R N E C UT,

JR ., S e a t t l e ,

was

pointed general manager of Mantech, a
national consulting service, formed by
Boeing Computer Services as a new
operating division. He is a past NAA vice
president.

a n d H o s p i t a l C o r p . . . . JO H N T . P R E N TK I ,

DON

W .

HENNERMAN,

Houston, Is n o w
controller at Intercontinental Steel Corp.
He is a past president of Battle Creek.
H. JONES, Knoxville, has been
named controller for Tennessee Metal
Culvert Co.

president and controller for Photo Lettering Division, Electr ogr a ph i c Cor p . . . . J O H N F . W A L R A T H
was elected a director of American Brands,
Inc. He is vice president, subsidiary administration, of the company.

JA ME S R . B R Y D E N ,

RO BER T

STE VE N

Lake Erie Central, is
now vice president- cashier at Lorain National Bank.
RAE M .

BE NN ETT ,

Mid - Florida, has been
named president of Federal Construction
Corp.

A.

HAR NER,

North Penn president, is now controller of Germantown
Ho sp it al.

. . . JOHN

P.

GA LL AG HE R

was

named controller of Evans - Pitcairn Corp.
. . . W A Y N E P . J A N C ZE W S K I h a s j o i n e d F i r s t

American Equity Corp., as treasurer.

Milwaukee, has joined
Autotrol Corp., as controller.

JE F F R E Y B . M E R S H O N , Morristown, has
been appointed controller of the recently
formed Industrial Chemical Div., FMC
Corp.
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SHAW
E. Bergen- RWA1NW

SLAKE
New yorA

W. E . SAD D E R,

Peoria, has been promoted
to vice president - control and finance of
Construction and Mining Equipment,
Westinghouse Air Brake Co.
H . W I L L I A M BROWN, Philadelphia, was
elected senior vice president and treasurer,
and a member of the Board of Investment
Annuity Inc., and its subsidiary, First Investment Annuity Co. of America. . . .
JO S EP H F. LONGO was recently appointed
chief accounting officer, Brandywine
Raceway Assn., a subsidiary of Rollins
International, Inc.
KEN NETH

E.

TUTTE R O W ,

Piedmont Greensboro, was promoted to assistant
cont roll er a t Bl ue Be ll , In c. .. . C. W.
ha s b e e n n a m e d con tr oll er of

Washington Mills Co.
S A L V A TO R E V . CA SA ME NTO,

Stockton Area, has
been promoted to secretary/ treasurer of
Hart - Carter Pacific Corp.
E L D O N HUGHES, Southeast Los Angeles
County, was recently promoted to vice
president of Apex Data Processing, Inc.

B . O R D H O U S T O N , Trenton past president,
has been elected executive vice president
of the Bethlehem Corp.
E R N S T E . BA R E U T H E R , T u c s o n ,

has been
elected president and chief operating officer of Patagonia Corp.... LARRY BROWN
has been promoted to vice president and
treasurer of Pima Savings & Loan.
Two Wilmington members have been
na med a t Sta r News Newspaper, Inc. JOHN

O. F U L L E R T O N

w a s p r o m o t e d t o e xe c u t i ve

vice president ,
troller.

a n d MENDEL HAM t0 co n -

N E R I N A K . BA L L , Worcester, has been
appointed assistant treasurer of Astra
Pharmaceutical Products, Inc.... EVELYN
A . MO LLER w a s p r o m o t e d

CHARLES

CO LE , Y o u n g s t o w n , h a s been
e l e c t e d t r e a s u r e r o f W e a n Un i t e d , I n c .

In Memoriam

G E O R G E I . P O Y TO N ,

MONROE

Providence, has been
appointed assistant controller by the Gorham Co., division of Textron.
Two St. Louis members have been named
at Rose Barge Line, Inc. LARRY G.
HOWDESHELL has been elected vice president of administration and finance, and
PAUL A. RoTTlnxoB has joined the firm
as controller.
III, San Diego, has been
promoted to assistant to the vice president, finance, of San Diego Gas & Elec-

t o as s i s t a n t t o

the president, Millbrook Distributors.

Princeton, has
been named vice president of Petroleum
Data Corp.

tric CO.
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BAREUTNER
Tuaoa

has been promoted to vice president and comptroller
at Lincoln First Bank — Central.

JO S EP H E . H I T T ,

Sta te

W.

HOUSTON
Trenton
L . WILKI NSON,

RONA LD D IPPO LD, Sy ra cu se ,

WALKER

le

• vi

JR., was named vice

EAR LE W . W IR TH,

Oltanging
yo u r
address?

ap -

E . F. BALDWIN, 79, Norwich, 1930.
HOWARD C .
B.

C IZE K , 51, Cleveland, 1970.
E L L Z E Y , 89, Jackson, 1945.

ELA.
GEOR GE B . FUNK,
J.

HA ROLD

HA A G,

74, St. Louis, 1937.
76,

Lanc aster,

1931.

ELA.
VERNE D. HANNA, 74, Detro it

, 1935. ELA.
Calumet, 1946.
JOE L. JACKSON, 57, Charlotte Gold, 1948.
M. F. KORN, 67, Member -at- Large, 1950.
JACK MAY, 51, San Diego, 1961.
W I L L I A M R . P H E L A N , 55, Baltimore, 1941.
P E R C Y L . P R O C T E R , 8 3 , E s s e x County,
1936. ELA.
R. W. WASCHAU, 68, Chicago, 1944, ELA.
D EL MA R H . H A U G H E Y, 57 ,
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Plan to be in Dallas, June 24 -27, by mailing in your
reservation today.
Dallas emerges as a warm, hospitable city to be remembered.
The Texas Council has planned exciting programs for you
and your family ... so register today.
If you have not received your registration package write:
John Freeman, National Association of Accountants,
919 Third Avenue, New York, N.Y. 10022.

■

Dallas is delightful.

■

Dallas

country.

Deldsh-tfulq

National Association
of Accountants

The Institute of Management Accounting
Announces Important Information
Regarding the 1973 CMA Examination
The Board of Regents of the Institute has established
the following schedule for the 1973 Certificate in Management Accounting examination.
Part 1 Wednesday December 5 1:30 to 5:00
Part 2 Thursday
December 6 8:30 to 12:00
Part 3 Thursday
December 6 1:30 to 5:00
Part 4 Ffiday
December 7 8:30 to 12:00
Part 5 Friday
December 7 1:30 to 5:00

The Board also announced the following important
dates for the 1973 examination. Application for membership in the Institute of Management Accounting
(membership is required for the CMA program) should
be filed promptly but not later than August 1, 1973, for
the December 1973 examination. The application for the
examination, indicating the parts of the examination to
be taken, should be filed by September 1, 1973.

The examination
tions:
Atlanta
Birmingham
Boston
Buffalo
Charlotte
Chicago
Cincinnati
Cleveland

The Institute will prepare booklets containing the 1972
CMA examination and unofficial solutions. The booklet
will be available from the Institute later this Spring.

will be offered at the following locaDallas
Denver
Detroit
Hartford
Los Angeles
Miami
Milwaukee
Minneapolis

Nashville
New Orleans
New York
Pittsburgh
San Francisco
Seattle
St. Louis
Washington

Further information on the program may be obtained
by writing to:
Dr. James Bulloch, Director
Institute of Management Accounting
919 Third Avenue
New York, N.Y. 10022

Questions and answers to Parts I and 2 of th e CMA Exam
were published in February and March respectively. Parts 4
and 5 will be published in subsequent issues.
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Management Accounting Examination
Exa mina tion fo r the C ertific a te in Ma na gem ent Acc ou nting Progra m given by the Institu te of Ma na gement
Accou nting of the Na tiona l Associa tion of Accou nta nts, 9 1 9 T hird Avenu e, New York , New York 10022

Examination for Part 3
Public Reporting Standards, Auditing and Taxes
Thursday, December 7, 1972; 1:30

P. M.

to 5:00

P. M.

Estimated Time

1
2
3
5
7

... ...............................
... ...............................
or Number 4 (not both) ...........
..
or Number 6 (not both) . . . . . . . .
or Number 8 (not both) ..............

3/ hour
3 / hour
3/a hour
3/a hour
hour
i

Required Number
Required Number
Required Number
Required Number
Required Number

'

Questions

3% hours

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

2. Calculations made to support your answers to problem and analysis questions should be legible and
clearly referenced to your answers.
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
Q U E S T IO N N U M B E R 1— Estimated time 3/4 hour
INS T RUC T IO NS : Se le ct t he BES T a ns we r for ea ch of
the questions below. You r a n s wer i s t o b e ma r ke d on t h e
answer sheet provided. M a r k you r ans we r by blackening
the appropriate answer space with a soft lead pencil. Mark
ON L Y O N E ANS WE R for each question. You r grade
will be determined from your total of corre ct answers.

3. Delphi Corporation carried a $5 00 , 00 0 insurance
pol icy on t he life of its President with itself as the beneficiary. On August 1 of the current year, the President
passed away. On September 1, Delphi received a check
from the insurance compa ny for $500,000. T h e current
year 's p remium for thi s p olicy, up t o t he d ate of the Pre sident's death , was $15,000. In comp uti ng Delp hi's t axa ble
in come for t h e cur re n t yea r

Sample Question:

a.

101. Which of the following outlays is not a potential
deduction from income for the computation of taxable
income?

the $15 ,0 00 should be deducted as an expense
and the $5 00 ,0 00 should be included in gross
income.

b.

the $15,000 s hould not be deducted as an expense,
but the $50 0,0 00 should be included in gross
income.

c.

the $15 ,0 00 should be deducted as an expense,
but the $500 ,000 should not be included in gross
income.

d.

the $1 5 , 0 00 a n d t h e $5 00 ,0 00 sh ou ld b e ignored

e.

non e of t h e ab ove .

a.

Contribution to th e Boy Scouts.

b.

Payment of property taxes.

c.

Payment of federal income taxes.

d.

Payment of bond interest charges.

e.

Payment of building rental charge.
Answer Sheet

101.

a.

b.::-�::::::�::::::::::c.� d.:::::::::::::...�,�e.....:...:.......:
Answer the Following Items

L Rogers Corporation has 20,000 shares of its $5
par stock outstanding on January 1, 1972. The stock had
been issued in 1966 at eight dollars ($8) per share. On
January 15, 1972, it bought 200 shares of this stock at
twenty dollars ($20) per share, and held the stock until
July 10, 1972, when it sold the 200 shares for thirty dol-

4. An examination of Freo Corporation's books, a
calendar year accrual basis taxpayer, disclosed the following information for the current tax year:
Taxable revenues . . . . . . . . . . . . .

$2,000,000

Deductible expenses, exclusive of
charitable contributions and organizational expenses . . . . . . . .

$1, 50 0,0 00

lars ($30) per share. These transactions should be reported
on Roge rs Corp ora ti on 's 197 2 cale nd ar yea r t ax return as
a.

a long -term capital loss of $2 ,4 00 and a shortterm capital gain of $2,000.

b.

a shor t-te rm capit al gain of $2,0 00.

c.

a long -term capital gain of $2,000.

d.

a long -term capital gain of $3,600.

e.

resulting in no gain or loss.

2. Hazelbeck Corporation was formed late last year
and started operations on January 1 of the current year.
In forming the corporation, organizational expenditures of
$120,000 were incurred and paid. If Hazelbeck elects
to amortize these expenses, its maximum deduction for
tax purposes in the current year is
a. $120,000.
b. $ 24,000.
c. $ 12,000.
d. $ —0—
e.
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None of the above.

Cash contributions to public charities— $20,000 paid in the current tax year and $20,000 paid in
February of the following tax

year . . . . . . . . . . . . . . . . . . . . . .

$

40,000

Organizational expenses . . . . . . . .

$ —0—

Domestic dividends received . . . . .

$ —0—

Assuming that the $40,000 of charitable contributions
were properly authorized by the current year's Board of
Directors, Freo's taxable income for the current year is
a.

$498,000.

b.

$480,000.

c.

$475,000.

d.

$460,000.

e.

None of the above.
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5. CMA Corporation bought a machine in 1965 for
$30,000. The Corporation used this machine in its manufacturing operation until November, 1972, when it was
exchanged for a similar, but larger, machine having a list
price of $65,000 and which could be bought at a cash price
of $60,000. At the date of the exchange, the adjusted
basis of the original machine was $12,000, and CMA paid
$35,000 on the exchange. The gain or loss recognized for
tax purposes on the exchange by CMA Corporation, and
its tax basis of the new machine immediately after the
exchange, are
a.

gain recognized $13,000; basis $60,000.

b.

no gain or loss recognized; basis $60,000.

c.

no gain or loss recognized; basis $47,000.

d.

gain recognized $18,000; basis $65,000.

e.

loss recognized $5,000; basis $60,000.

6. Seal - Brazer Corporation, a domestic manufacturing company operating exclusively in this country, was
organized last year and had a net operating loss of $125,000.
During the current year, Seal - Brazer had taxable income of
$250,000 "before" considering last year's net operating
loss and the current year's capital asset transactions. Seal Brazer's capital asset transactions in the current year resulted in a short-term gain of $6,000 and a long -term loss
of $15,000. Seal - Brazer has a taxable income in the current year "after" considering last year's net operating loss
and the current year's capital asset transactions of
a.

$256,000.

b.

$131,000.

c.

$125,000.

d.

$116,000.

e.

None of the above.

7. Apple Corporation had accumulated earnings and
profits at the start of the current tax year of $300,000. During the first six months of the current tax year, Apple's
operations resulted in profits of $250,000. On June 30,
Apple declared a dividend of $750,000 which was paid
on July 10. During the last six months of the current tax
year, Apple's operations resulted in a loss of $250,000.
In effect, Apple's operations for the entire year resulted in
a break -even situation. For the current tax year, Apple
has distributed a taxable dividend of
a.

$750,000.

b.

$300,000.

c.

$250,000.

d.

$ —0—

e.

None of the above.
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8. The Pink Pearl Company has experienced the following taxable incomes or losses before adjustment for
net operating loss carryover and carryback provisions. The
company began business in 1966.
Income
(Loss)

Income
(Loss)

1966

$20,000

1970

(40,000)

1967

10,000

1971

35,000

1968

10,000

1972

(20,000)

1969

(19,000)

1973

4,000

The taxable income or loss carryover for the year 1971
after recognition of net operating loss provisions through
1973 is
a.

$35,000 taxable income.

b.

$5,000 unused loss to carry forward from 1971.

c.

no taxable income or unused loss carry forward
from 1971.

d.

$15,000 taxable income.

e.

$24,000 unused loss to carry forward from 1971.

9. An item of property owned by a corporation and
used in its business was severely damaged by a fire. The
item had an adjusted basis (cost less accumulated depreciation) of $25,000 and a fair market value of $35,000 immediately before the fire. Immediately after the fire the fair
market value of the item was $5,000, and insurance in the
amount of $12,000 was received because of the damage
to this item. The casualty loss deduction which the corporation may claim is
a.

$30,000.

b.

$25,000.

c.

$18,000.

d.

$13,000.

e.

None of the above.
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10. On February 10 of the current tax year, the Texas
Highway Department condemned several of Basic Outdoor
Advertising Corporation's billboards in order to make room
for a major highway in Dallas. The billboards had an
adjusted basis to Basic Outdoor of $42,000. On April 6
of the current year, Basic Outdoor received the Texas
Highway Department's total award for the billboards of
$75,000 and elected to apply the rules under Sec. 1033
covering involuntary conversions. In January, June, and
July of the next year, Basic Outdoor replaced the converted property with new billboards at a cost of $72,000.
The remaining amount of the condemnation award ($3,000)
was not used in the conversion year or the following two
years to acquire replacement billboards. Also, Basic Outdoor did not request an extension of replacement time.
Basic Outdoor should report a recognized gain of
a.

$33,000 for the condemnation year (current year).

b.

$33,000 for the replacement year.

c.

$ 3,000 for the condemnation year (current year).

d.

$ 3,000 for the replacement year.

e.

None of the above.

11. An improper tax accounting method for a manufacturing corporation is
a. the cash method.
b.

the accrual method.

c.

the hybrid method.

d.

the installment method.

e.

LIFO for inventories.

12. Which of the following statements, relating to
depletion deductions, is false?
a. The taxpayer must take the larger of the cost depletion or the percentage depletion.
b.
c.

Total depletion taken on an asset may not exceed
the cost of the asset.
Percentage depletion is determined (subject to limitations) by multiplying the gross income from the
depletable property by a statutory percentage.

d.

If more than one taxpayer owns an economic interest in depletable property, the depletion is
allocated among them in proportion to their
economic interests.

e.

None of the above.

13. Starlight Corporation, an operating company, wants
to dispose of its "Division X" which is no longer an integral
part of Starlight's operations. "Division X" was formed
and has been operated continuously by Starlight since 1962.
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Starlight forms Moonlight Corporation, another operating
company, and transfers "Division X's" assets to Moonlight
in exchange for all of Moonlight's capital stock. Starlight
immediately distributes the Moonlight stock to its stockholders in exchange for Starlight stock. Moonlight continues the operations that were formally carried out by
"Division X." Assuming that the assets transferred to
Moonlight have substantially appreciated in value, the
disposal of "Division X" assets by Starlight will be taxed to
a.
b.

no one.
Starlight.

c.

Moonlight.

d.

Starlight's stockholders.

e.

None of the above.

14. Which of the following is not required of a corporation in order that it make the Subchapter S election
(that the corporate income be taxed to the shareholders
rather than to the corporation)?
a.

It must have only one class of stock.

b.

It must not have over ten shareholders.

c.

It must be a domestic corporation, and no shareholder may be a nonresident alien.

d.

It must not have total invested capital in excess of
$1,000,000.

e.

Every shareholder must be either an individual or
an estate.

15. In compensating its officers and other employees,
a corporation frequently provides "fringe benefits" for the
employees. Which of the following "fringe benefits" does
not qualify for full current deductibility of the cost of the
benefit by the corporation and nontaxability of the full
value of the benefit to the employee or recipient?
a.

Medical insurance for the employee and his family, paid for by the corporation.

b.

Contribution by corporation to a qualified pension
plan, where the employee's interest is fully vested.

c.

Group -term life insurance of $100,000, paid for
by the corporation with employee as owner of the
policy.

d.

Five thousand dollar death benefit paid by the corporation to the children of a deceased officer.

e.

Wage continuation payments of $75 per week made
to employee who is in hospital due to injury not
related to employment, where employee's usual
earnings are $150 per week, and employee is absent from work for ten days.
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16. The 7 percent job development credit contained in
the Revenue Act of 1971

cially designed machines for the company research department; and it occasionally builds a machine for a valued
customer.

a.

allows a tax credit of up to 7 percent of certain
wages paid by employers who hire "hard core
unemployed."

b.

is very similar to the prior investment tax credit in
that it applies primarily to purchases of machinery
and equipment items.

c.

applies to overseas investments by domestic international sales corporations (DISCS).

d.

increases jobs by extending the credit to most new
buildings as well as covering machinery and equipment.

Freight on above . . . .

none of the above.

..

$

$

$

During 1971 it built three machines; Machine A for
manufacturing assembly; Machine B for research project
1076; and Machine C for a valued customer. The costs recorded by the machine department for each machine are
shown below:
A
B
C
Assembly Research Customer
Material and
3,000
2,000
4,000
Purchased Parts

e.

QUESTION NUMBER 2— Estimated time

3/ 4

hour

A press release announcing the appointment of the trustees of the new Financial Accounting Foundation stated
the Financial Accounting Standards Board (to be appointed by the trustees) ".. . will become the established
authority for setting accounting principles under which corporations report to the shareholders and others" (AICPA
news - release July 20, 1972.)
Required:
A. No mention is made of the S.E.C. in the press release. What role does the S.E.C. play in setting accounting
principles?
B. How have accounting principles been set in the past
ten years? In your answer identify the body performing
this function, the sponsoring organization, the method by
which the body arrives at its decisions.
C. What methods have management and management
accountants had to influence the development of accounting principles in the past ten years?

Answer only one question from Questions 3 & 4. If both
are answered, only the first will be counted.
QUESTION NUMBER 3 (an alternate to Number 4)—
Estimated time 3/ 4 hour
The Slidon Co. machine shop builds machines for use
by its regular manufacturing departments; it builds spe-
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300

200

500

Insurance in Transit

50

25

37

Implicit Interest on
tied up Working
Capital . . . . . . . . . .

40

20

30

Labor to build

6,000

8,000

7,000

Labor to test

1,000

1,000

1,000

Overhead . . .

3,000

4,000

3,500

$14,390

$15,245

$15,067

The machines, although requiring different mixtures of
cost are quite similar. The machine for the customer was
sold at a reasonable approximation of the market price for
such machines, $21,000.
The machine used in research project 1076 was specially modified for the project and will not be of any value
when the project is completed. The total expected costs of
project 1076 not including this machine are $750,000.
Costs incurred in this the first year of the project, not including the machine, are $427,000. The total research
budget for the current year is $4,500,000.

Required:
A. What dollar amount should appear in Slidon's balance sheet for machine A? Explain your answer.
B. What dollar amount should be charged to project
1076 for machine B? Explain your answer.
C. Corporate policy is to expense research and development costs in the year incurred. Assuming that this research project is expected to contribute to future revenues
as is machine A in the assembly department, how can the
different treatment for the machine A and the research
project be justified?
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QUESTION NUMBER 4 (an alternate to Number 3)—
Estimated time 3/a hour

Answer only one question from Questions 5 & 6. If both
are answered, only the first will be counted.

Bookston, Inc., needs to acquire additional machine capacity to meet the growing demand for its product. The
Machine Supply Company offers to provide the machines
to Bookston using any one of the options listed below
(each option gives Bookston exactly the same machines
and gives Machine Supply approximately the same net
present value cash equivalent at 8 %).

QUESTION NUMBER 5 (an alternate to Number 6)—
Estimated time 3/a hour

Option A —Cash Purchase $100,000
Option B— Installment purchase requiring 15 equal
payments of $11,700
Option C - 1 0 year lease with right to purchase for
$1,000, annual lease payments of $14,800
Option D —A 15 year rental contract at $11,300 per
year
The expected economic life of these machines to
Bookston is 15 years. Salvage value at that time is estimated to be $10,000.

Required:
A. Based upon current generally accepted accounting
principles state how the machines and the obligations will
appear on the balance sheet, if at all, of Bookston, Inc.,
for each option. Present your answer, on an answer sheet,
in the following format. If it should not appear in the
statement, write "not shown" opposite the option.
Asset
Account
Name
Amount
Option
Option
Option
Option

Liabilities
Account
Name
Amount

A
B
C
D

B. If you have different treatment for one or more of
the options, explain the reason for your differing treatment.
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The independent auditor issues a report at the end of
the audit. The standard short form report is as follows.
" We have examined the balance sheet o f X
Company as of December 31, 19— and the related statements of income and retained earnings
and changes in financial position for the year then
ended. Our examination was made in accordance
with generally accepted auditing ,standards, and
accordingly included such tests of the accounting
records and such other auditing procedures as we
considered necessary in the circumstances.
"In our opinion, the aforementioned financial
statements present fairly the financial position of
X Company at December 31, 19 —, and the results of its operations and the changes in financial
position for the year then ended, in conformity
with generally accepted accounting principles applied on a basis consistent with that of the preceding year."

Required:
A. What is the difference between 1) " . . . generally
accepted auditing standards, . . ." and 2) " . . . auditing
procedures ... "? (A detailed listing of standards and procedures is not required.)
B. Why is it important that the auditor state that the
sta tement s ar e ". .. in conformity with generally accepted
accounting principles ... "?
C. What would the auditor be required to do if the
statements were prepared using generally accepted accounting principles not consistent with those used in the
preceding year?
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QUESTION NUMBER 6 (an alternate to Number 5)—
Estimated time 3/a hour
Part A
The Jarton Company is a large, nationally known, manufacturing company. Its stock is sold on the New York Stock
Exchange and it files the appropriate reports with the Securities and Exchange Commission. Its financial reports
are audited by a national public accounting firm.

cent Board meeting, called to" discuss the financial plan for
1973, Mr. Johnson discovered two planned expeditures
for auditing. In the Controller's Department budget he
found an internal audit activity and in the Treasurer's
budget he found an estimate for the 1973 annual audit by
a CPA firm.
Mr. Johnson couldn't understand the need for two different expenditures for auditing. Since the CPA fee for
the annual audit was less than the cost of the internal
audit activity he proposed eliminating the internal audit
function.

Required:
You are required to define each term given below and
describe briefly the effect, if any, on the company's rights
on the NYSE and before the SEC with respect to the item
defined.
1. An unqualified auditor's opinion
2. A qualified auditor's opinion
3. An adverse auditor's opinion (or a disclaimer or the
resignation of the auditor with no opinion being
prepared.)
Part B
"The independent auditor must be independent in mental attitude and in appearance."
Required:
Discuss the importance of independence and the difficulties in achieving and maintaining it.

Required:
A. Explain to Mr. Johnson the different purposes
served by the two audit activities.
B. What benefits does the CPA firm performing an
audit derive from the existence of an internal audit
function?
QUESTION NUMBER 8 (an alternate to Number 7)—
Estimated time 1/ 2 hour
The President of your company (a multidivision company) has been discussing his company's internal operations with several colleagues in the business community.
He has discovered that most of them have an internal
audit staff. The activities of the staffs at other companies
include financial audits, operational audits and sometimes
management audits.
Required:

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 1/z hour
G. Johnson, a local real estate broker, is a member of
the Board of Directors of Pernset Corporation. At a re-
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He has asked you to describe for him the meaning of
the terms
A.

Financial auditing

B.

Operational auditing

C. Management auditing
as they would relate to the internal audit function.
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Unofficial Solution for Part 3— December 1972
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QUESTION NUMBER 1
1. e
2. b
3.d
4. c

5.c
6.c
7.b
8. c

9.d
10.c
11.a
12. b

13.a
14. d
15.c
16. b

QUESTION NUMBER 2
A. The S.E.C. was given the legal power to establish
accounting principles and reporting requirements for corporations subject to its jurisdiction. This power was
granted in the Securities Acts of 1933 and 1934. The S.E.C.
has not exercised these powers to establish accounting
principles except in one or two instances. It has given
the accounting profession the opportunity to develop
accounting principles and has accepted these principles
for reports filed in accordance with its regulations. The
S.E.C. is in a position to overrule a principle developed
by the accounting profession by requiring that the company follow an S.E.C. announced principle. It has done
this in very few cases thus leaving the leadership role
in developing accounting principles to the accounting
profession.
B. The Accounting Principles Board (APB) has issued
pronouncements on accounting principles. The APB,
which is a par t of t he American Institute of Certified
Public Accountants, issues opinions on accounting principles. The opinions (over 25 have been issued in the past
10 years) state the accounting principles that are to be
followed in financial reports attested to by Certified Public
Accountants.
The Board selects important accounting topics from
a review of problem areas in accounting. The APB then
reviews research, prepared by AICPA staffi and from other
sources, and other information on the topic. From the
deliberations of the APB comes a tentative opinion in
the form of an exposure draft. Testimony received during
public hearings on the draft and written documents on
the draft are considered by the APB. The information
arising out of the responses to the exposure draft is considered by the Board. A proposed opinion is developed,
if at least two- thirds of the members of the APB approve
it becomes an official opinion of the APB.
C. Managements and management accountants have opportunity to influence the APB in several ways. The APB
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issues exposure drafts of proposed opinions; written response and /or testimony in public hearings can be made
by managements and their accountants. Research studies
by primarily management accounting organizations (e.g.,
National Association of Accountants, the Financial Executives Institute, etc.) would be considered in an APB study
of a specific issue. An important way to make company
and management accountants' positions on current accounting issues known is for them to maintain a continuing dialogue with their public accounting firm.
QUESTION NUMBER 3
A. The asset value for Machine A is $14,350. A new asset
is valued at the incurred cost necessary to bring it to
an operating state. Implicit interest ($50) and "profits"
($21,000 - $14,350) are not incurred costs.
B. Research project 1076 should be charged with $15,225.
The reason is essentially the same as above. The project
should be charged with the incurred costs necessary to
accomplish its objective. The potential profit and the
implicit interest are not incurred cost.
C. A cost incurred for an item which will benefit future
periods, by contributing to the revenues of a future period,
is recorded as an asset. Both machines were manufactured
with the expectation that they would contribute to future
periods, yet one is capitalized and the other is charged
to expense. The differing treatment is permitted within
"generally accepted accounting principles." Machine A
must be capitalized under accounting rules. Machine B,
assuming it has no use beyond the research project, may
be capitalized as part of an accounting policy that capitalizes research and development or it might be expensed
in accordance with a company policy to expense research
and development costs.
The expense alternative for research and development
costs is justified on the basis of uncertainty. Expenditures
for research are undertaken with the expectation that the
research effort will produce future revenues. However,
whether a specific project will produce profits and, if so,
at what time in the future, is usually very speculative.
Thus, asset treatment for a specific project is a debatable
issue. This is clearly so when it is contrasted with the
Machine A case which is acquired with a reasonable
certainty as to the time periods benefitted and perhaps
even the amount of benefit.
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QUESTION NUMBER 4
Liabilities

Assets

A.

Option A

Account
Name
Machinery

$100,000

Option B

Machinery

$100,000

Option C

Option D

Machinery

Machinery

Amount

$100,000

See comment
below

Account
Name
None
Install. Cont.
Pay.- Current
Install. Cont.
Pay. -L.T.

Amount
None

$11,700
88,300

Install. Cont.
Pay. - Current
Install. Cont.
Pay. -L.T.

85,200

Install. Cont.
Pay. - Current
Install. Cont.
Pay. -L.T.

11,300
See comment
below

14,300

The a mou nts shown represent the present va lue, at 8%, of the contra cts. The a mounts for option D
which should be capitalized will be less than $100,000 (about $96,000) because Bookston doesn't develop
any equ ity in the salvage value in this ca se. The problem doesn't give sufficient data to make the
calculation with ease.

B. Each option has been treated as a purchase; therefore, ments. The alternative methods that will reflect the situano answer to B is required. With the limited information tion properly would be included among "generally acavailable treating option D as a purchase is subject to cepted accounting principles." This phrase in the auditor's
some question. APB opinion number 5 states that a lease opinion assures the financial statement user that the
which is in essence a purchase should be reported as a accounting principles used in the preparation of the statepurchase with the asset (property rights) and liability ments are among those that the accounting profession
(obligation for rental payments) appearing on the finan- feels will properly reflect the activities of the company
cial statement. Option C clearly fits this because Bookston audited.
is building up property rights with payments running
ahead of the expiration of the service life coupled with C. The fact that there are alternative acceptable principles
bargain purchase rights. Option D is for the useful life to record a set of events requires a company to consistently
of the asset (as defined by Bookston) and the $10,000 use the same alternative over time. This will make the
value at the end of the lease is a salvage value. This statements comparable from year to year. Any differences
small amount suggests the economic life is over. Also, showing in the statements would then be due to changing
Bookston is required to maintain the asset in the same events and not from changing accounting methods.
If a company chooses to change from one acceptable
manner as if it were the titleholder of the asset. These
accounting
principle to another this will violate the conconditions would satisfy the conditions required for asset
sistency statement in the auditor's opinion. The auditor
treatment for option D.
is required to make note of the change in the opinion
paragraph by indicating the specific principle which has
QUESTION NUMBER 5
been changed. The final sentence of the opinion would
read
. .. . .. .. appl ied on a ba si s consist en t wi th t ha t
A. Auditing standards deal with measures of the quality
of
the
preceding year after giving retroactive effect to
with which auditing procedures are performed and with
the
change,
with which we concur, in the method of
the objectives of the procedures. The standards concern
account
for
research
and development costs as described
themselves with the auditor's professional qualities and
in
note
10
to
the
financial
statements." The proforma
the judgments exercised by him in the performance of
effect of retroactive application of the changes should
his examination.
Auditing procedures are the specific acts carried out be disclosed.
by an auditor in obtaining sufficient evidential matter
for an opinion. The acts include such things as testing QUESTION NUMBER 6
cash, verifying addition to assets, etc.
Part A
1. An unqualified opinion that financial statements
B. There are often a variety of accounting methods to
present fairly financial position and results of operareflect a particular set of circumstances. Not all methods
tions can be expressed by an auditor only when an
would reflect the situation properly in financial stateMANAGEMENT ACCOUNTING /APRIL 1973
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examination is made in accordance with generally
accepted auditing standards. The statements must
be prepared in accordance with generally accepted
accounting principles applied on a consistent basis
and contain all information necessary to make the
statements not misleading.
An unqualified opinion is required by companies
who file registration statements and prospectuses
with the S.E.C. It is necessary if NYSE listed companies wish their stock to be traded on the exchange.
2. A qualified opinion is given when the auditor finds
the scope of his examination limited or the company
is using or changing to an accounting principle that
is not an acceptable principle. The circumstance
causing the auditor to qualify his opinion should
not be so material as to require a disclaimer or
adverse opinion.
The S.E.C. will not permit securities to be registered
if there is a qualified opinion accompanying the
registration statement. Issues being traded will be
suspended from trading if a qualified opinion is
rendered by the auditor.
3. An adverse opinion states that financial statements
do not present fairly the financial position and results
of operations. A disclaimer indicates that the auditor
was unable to gather enough evidence to state an
opinion.
A company receiving either of the above auditor's
statements would be subject to a "stop order" or
"refusal order" by the S.E.C. This would result in
a suspension of trading for that company on the
NYSE.
Part B
The auditor expresses an opinion that a company's
statement presents fairly the financial position and results
of operations. The opinion gives assurance to statement
users that the statements are fair presentations. Independence of the auditor is an important ingredient to the
acceptance of auditor's opinion as sound evidence of fairly
presented statements.
The auditor may have difficulty in achieving independence if the fees from the audit are a material portion
of his income. If the auditor had a financial interest in
the client prior to the client - professional relationship (the
auditor would be required to divest himself of this interest) independence might be difficult to develop. The
performance of non -audit services might interfere with
the proper independent attitude by the auditor.
The auditor must appear to be independent as well
as be independent. Independence is a state of mind. Such
a statt of mind is necessary for the auditor to carry out
his function without being subject to pressures to compromise his work. The items listed in the prior paragraph
may not in fact reduce his independence but they may
give others cause to question it. The auditor must be on
guard at all times to maintain his independence in fact
and appearance.
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QUESTION NUMBER 7
A. The purpose of the annual audit by a CPA is to obtain,
from that CPA, an opinion that the company's financial
statements fairly present its financial position and results
of operations. This opinion is important because it is used
and /or required by creditors, stockholders and regulatory
agencies.
The internal audit is conducted for the purpose of
promoting adherence to company accounting procedures,
accounting policies and reporting practices. Internal audit
is done on a continuous basis and as such protects the
company from losses due to fraud and losses due to
inefficient performance of duties, and helps to reduce
the number of errors in information. The outside auditor
is not hired to achieve these objectives.
B. The CPA performing the audit benefits in at least
two ways from the internal audit function. The most
important benefit is the modification of samples and tests.
The CPA must evaluate the internal control system. This
evaluation determines the amount and type of audit tests
required. The existence of an effective internal audit
function and a good internal control system will significantly reduce the amount of audit tests required by the
CPA. This will reduce both audit fee and audit time.
A second benefit lies in the ability of the internal audit
function to get the company ready for the audit. The
preparation (at the external auditor's direction) of audit
work papers and the assembling of other required information would reduce the audit time and the audit fees.
QUESTION NUMBER 8
A. The three terms relate to three different objectives
of the internal audit function. They are sufficiently different so that the objectives of one can be accomplished
without the others being achieved. They can be carried
out simultaneously so that the objectives of all three are
achieved.
Financial auditing refers to testing and reviewing financial transactions. The purpose is to assure that the
financial information is correct, that the systems and
procedures are operating properly and that no fraud losses
have occurred.
Operational auditing is for the purpose of insuring that
operating practices conform to operating plans. It also
ascertains that management practices are in conformity
with company policies.
Management auditing is performed for the purpose of
evaluating management performance. Management personnel would be evaluated in terms of profitability, return
on investment, market share, labor relations, community
contribution and other factors as specified by top management.
The list of contributors to the first CMA examination published in the February issue Of MANAGEMENT ACCOUNTING
should have included Prof. W. Stevenson, Department of Accounting, University of Wisconsin - Madison.
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