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PRESIDENT'S PERSPECTIVE

Committees:
Where the Action Is
Whether we like it or not, most of the world's work today is done
in committees. Government leaders are noted for their inveterate
habit of creating a committee to consider any and all problems.
Private industry, too, has generally abandoned the practice of
unfettered decision - making by a single individual. With a few
exceptions, the day of the decisive entrepreneur making
individu a l dec is ions ha s p a s s ed. T op ma na gement now s p ends

many hours every week in committee meetings. Out of such
meetings come the decisions which energize the marketplace
and run the country.
This modern management style has created a new breed of
manager. Very often, he's the executive who can express himself
forcefully and effectively in committees without making enemies
of those who disagree with him. He is articulate, well- organized,
and knowledgeable in working with people.
Where do you get the knowledge and experience that will
make you an effective decision maker in today's business
environment? The answer, of course, is located right in your own
chapter and association. Working on a committee with your
colleagues at the chapter or national levels is invaluable
experience for similar work in your corporation.
If you haven't taken advantage of your chapter environment as
a training ground for future career advancement, you're missing
one of the biggest benefits of NAA membership.
Your colleagues can benefit, too, if you tell them about this
valuable training.
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President, 1973 -74
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THE SHADOW ORGANIZATION
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—requires a clear
understanding of
fundamental concepts.
See stories on pages

Robert F. Allen, Colin Park, and Saul Pilnick
The shadow organization is a complex mesh of social forces which influence the
behavior of each and every member of the organization. In this article, the authors
identify ten norm clusters which have positive and negative influences on the
organization, and they suggest a method of developing a norm profile which is useful
in bringing about change.

15

21 & 27.
Photo courtesy of TWA.

TAX SHELTERS FOR CAPITAL INVESTMENT —
A VIEW ON THEIR REFORM
By

James C. Corman
The author, a Member of the House of Representatives, presents his views on the use
and misuse of tax shelters. His thesis is that efforts to date to effect tax reform have
failed because they did not deal with complex tax shelters directly.
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THE ACCOUNTANT, THE MARKETING MANAGER AND
PROFIT
By Reed S. Spiegel
What kinds of information does the marketing manager need? How can the
management accountant help him? This article contains answers to these questions.
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LEASE VS. PURCHASE:
A QUASI- FINANCING APPROACH
By

William L. Ferrara
The "quasi- financing" technique can be shown to be so general in its applicability that
it can be easily applied to installment purchases, financial leases, operating leases and
even leases with purchase options. In this article, a refinement of the "quasi- financing"
technique is used to illustrate how lease- purchase evaluations can be made more
understandable and less complex.
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CAPITALIZING NET LEASE RENTALS
Donald E. Vaughn and Ronald W . Melicher
Leasing has become an important vehicle for financing the use of real property and
business equipment. This article examines several aspects pertaining to lease financing.
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STANDARD COSTS FOR DELIVERY SYSTEMS
By

Richard D. Enright
It may be as important to evaluate the cost to deliver as it is to evaluate the cost to
manufacture. The author explains why and shows how.
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FASB —A Critical Year
VOL. LV NO. 7
There are as many points of view on accounting principles (or standards), as there are participants in the long- running colloquy. Corporate financial executives and management accountants, for example, do not see the issues in the same way as CPAs or the financial
analysts or even the accounting professors. But those involved in—
or affected by —the making of standards are generally agreed on one
point: accounting standards should be set by the accounting profession and not the Government.
That is why the new Financial Accounting Standards Board was
established. That is why it is so important to accounting. That is why
NAA as an organization has pledged its support of the Board's
operations.
To find out what progress the FASB is making, a MANAGEMENT
ACCOUNTING editor visited the permanent headquarters of the
Board in Stamford, Conn. His report begins on page 55. After touring the offices and talking to a n um ber of peopl e on the Board,
including FASB chairman Marshall Armstrong, he came away with
two very strong impressions. On e is the absolute seriousness and
dedication with which the Board is approaching its task. The other
is that, despite criticism to the contrary, the Board is progressing at
a rate faster than some might believe. Preliminary spadework has
already been done on a number of issues with which the accounting
profession is very much concerned. As it emerges from the gestation
pha se to t he publ ic di sclosur e pha se of i ts oper at ions, t he Board
will be very much in the news this year.
Among the issues facing the Board is that of accounting for leases.
In ligh t of the Board's pending action on this problem, the two
articles on leasing in this issue are particularly appropriate. William
L. Ferrara in "Lease vs. Purchase: A Quasi- Financing Approach" on
page 21 suggests that the Board consider the quasi- financing approach to make lease- purchase decisions more understandable. And
on page 27, Donald E. Vaughn and Ronald M. Melicher discuss
various aspects of leasing in their article, "Capitalizing Net Lease
Rentals."

Coming Up in MANAGEMENT ACCOUNTING
A pattern of r ecent changes in financial reporting is identified by
Floyd A. Beams in his article, "New Directions in Financial Reporting" ... "Management Accountants' Code of Professional Conduct"
is the title of Joyce C. Lambert's article in which she discusses the
results of her survey ... Need to invest idle funds? Harold F. Zick's
article, "The Investment of Idle Cash Funds," discusses the two functions involved: determining how much cash is available and selecting the investment.
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New York / March 25 -29, 1974 / New York Sheraton Hotel
Developing and Using Standard Costs (Mon. /Tue.)
Costs for Decision Making (Mon. /Tue.)
Management Accounting for Executives and Managers (Mon. /Tue.)
Human Resource Management and Accounting (Mon. /Tue.)
Managing by Objectives for The Financial Manager (Mon. /Tue.)
Fundamentals of Management Information Systems Design (Mon. /Tue.)
Management Science for Budgeting and Profit Planning (Mon. /Tue.)
Flexible Budgeting & Performance Reporting (Wed. /Thu. /Fri.)
Accounting for Corporate Social Responsibility (Thu. /Fri.)
Economic Evaluation of Capital Expenditures (Thu. /Fri.)
Management Accounting for Banks (Thu. /Fri.)
Linear Programming: Accounting Applications (Thu. /Fri.)
Behavioral Science Implications for Management Accounting (Thu. /Fri.)
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Letters

TO THE EDITOR

Every Demand Represents an Additional Cost
I read with great interest the article, "Financial Evaluation
of Labor Contracts" by Michael H. Granof, published in July
1973. I have had the opportunity to be placed on negotiating
committees and sit at the bargaining table and I would have to
agree with Mr. Granof fully.
However, I was hoping, as I read the article, that Mr. Granof
would touch on the less obvious costs of contracts such as, (1)
additional union representatives, (2) guaranteed minimum
training, (3) minimum call -in pay, and (4) limits on outside
contracting, just to name a few, since almost every union demand represents an additional cost, not just the wages and
fringes.
Every financial advisor who is involved with union contracts
should look closely at every demand and anticipate a dollar cost
on future business profits in light of production volume, product mixes and allowed prices.
John A. Painter
Plant Accountant
Nicholson File Company

These are side effects of satisfying the demands of our affluent society and making a profit. They are costs of the product
just as much as depreciation or interest on debt. Of course depreciation is recognized as a cost of doing business but this reflects the change in value of a company asset. I refer to the
asset which we all jointly share and must, in our own interest,
jointly strive to preserve —the natural environment. It is being
damaged, but the cost of this damage finds no reflection in
P &L or Balance Sheet.
Now, I have little sympathy with the often fanatical environmentalist. I am trying to view the matter unemotionally. However, when the accounts fail to record an element of cost, profit
is inflated; and because of this circumstance the means of
spreading the cost equably through pricing the product is ignored.
Isn't it the responsibility of the profession to devise a method of approximating the extent of this cost in order to induce
management operating policies to ameliorate it? And should
not the auditor's certificate report on the existence and effectiveness of such policies?
Henry S. Turner
Emeritus Life Associate

Anderson, Ind.
Roxbury, Conn.
Concepts, Standards, and Rules

Two Billion Dollar Boondoggle?

I was extremely gratified to see in print a statement made by
I. Wayne Keller in his article entitled "Concepts, Standards,
and Rules" in the May 1973 issue. The statement appeared under the sub - heading "Perfection Standards and Rolling Budgets" and I quote, "However, the computer can never replace
the 'you and me' factor. The accountant will still evaluate and
interpret. He will determine conformance with concepts, standards, and rules. He will tell the computer specialist what he
wants and how he wants it."
I fear that all too frequently computer specialists are determining what the accountant will get and how he gets it. The
tail wagging the dog, so to speak. This may result from the high
salaries paid to EDP personnel which dictates that they be
placed in positions equal to or higher in authority than that of
accountants. It may also result from the technical knowledge
and mystique generated and enjoyed by the EDP profession.
Regardless of the reason, I feel it is a problem facing the accounting profession. If this trend continues it may result in
serious consequences by those organizations affected.

Mr. David Li's excellent article "Cost Accounting Standards
Board: A Progress Report" in the June 1973 issue of MANAGEMENT ACCOUNTING illustrates that the Cost Accounting Standards Board itself is becoming a two billion dollar boondoggle.
When Congress passed P.L. 91 -379 establishing the Board
and directing it to promulgate standards in defense accounting,
the Congress was repeatedly told (hearings on S. 3302 and Senate Report No. 91 -890) that implementation of standards
would save the government two billion dollars. During the hearings, testimony was given that differences in generally accepted
accounting principles allow contractors to overstate contract
costs by at least five percent. This five percent was applied to
the over $40 billion in contract costs reported by defense contractors to the Renegotiation Board, yielding a supposed savings
of two billion dollars.
It has now become clear that there will be no substantial savings. The Board itself has ruled in Standard 403 (4 CFR 403)
that costs representing 3.35 percent of operating revenue are
"immaterial" for the purposes of application of the standards.
Since Congress authorized the Board on the basis that it
would save the taxpayers five percent, and the Board has now
decreed that 3.35 percent of contractors' revenue is "not material," the question now becomes whether the Board itself is of
any value to the taxpayers.
Mr. Li's article demonstrates that the Board's activities to
date have been most professional, and the quality of its research
into accounting theory deserves our highest praise. However, all
such efforts, be they promulgating accounting standards or designing an SST, must be valued in terms of their benefits or
harm to the public.
I hope that the Board's own annual "Disclosure Statement"
to the Congress will clearly state the expected savings for the

Orlen C. Davis, Jr.
Ohio- Western Reserve Chapter
Ashtabula, Ohio

Our Jointly Shared Asset
"Are Accountants the Public's Protectors ?" by Carrol R.
Miller in the May 1973 issue revealed many of the accountant's
responsibilities but failed to mention one aspect of the matter.
That aspect is the awareness of the ravages of our environment
and the effect this has on the quality of life.
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taxpayers. Only in this way can the Congress determine, with
"uniformity and consistency," whether the Board should be
continued.
Thomas A. Neddy, CPA

Los Angeles, Calif.

that no alterations be made to the invoice. It would be better
to prepare a debit memo advising the vendor of discrepancies
and thereby reducing the amount of payment to him. Carbon
copies of the debit can be sent to all interested parties, thereby
providing a formal record of any and all changes required for
correct payment.
R. L. Johnson
Racine - Kenosha Chapter

Controlling Accounts Payable
Racine, Wis.
Two Sets of Books or Three?

Carrol R. Miller's article in the May 1973 issue of MANAGEMENT ACCOUNTING posed an interesting question: "Are Accountants the Public's Protectors ?" It was a provocative article,
but it failed to answer directly the question posed by the title.
Perhaps a somewhat different approach might lead to a definite answer. "Generally accepted accounting principles" may or
may not be used by a company in its internal reporting to management. There is no need or requirement to do so, providing
the internally -used figures are adjusted to GAAP when management reports to the public (including, and especially, the company's stockholders) . The article states: "Companies end up
keeping two sets of books, one for the stockholders and one for
the tax collector." Why not three sets of books: one for the
stockholders and one for the tax collector, as now, and one for
management?
We already recognize that the set of books kept for the tax
Continued on page 51
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I read with great interest, Mr. Giordano's article, "Controlling Accounts Payable," in the May 1973 issue of MANAGEMENT ACCOUNTING. However, I disagree very strongly with his
suggestion that accounts payable can be a part of either general
accounting or purchasing. There should never be any lines of
authority between individuals who procure goods and those
who process payment for such goods. If purchasing were allowed to buy, as well as pay, there would be no independent
check on their activities, greatly increasing the possibility of
fraud.
In discussing a test of F.O.B. terms, Mr. Giordano outlined
the procedure to follow when freight is charged on the face of
the invoice. There are times when goods are sent collect and
there is no way to determine via invoice if freight was prepaid
or collect. It is therefore necessary to state on the receiving report, freight terms and charges if anv, so that the accounts payable clerk can match terms on the invoice, purchase order, and
receiver.
Mr. Giordano also discusses the procedure to follow when
discrepancies are noted on an invoice and corrections must be
made. In order to preserve a proper audit trail, I would suggest

Allocation of purchase price
according to fair market values
has never been more important
for companies acquiring other
companies— whether or not
the transaction is taxable or
non - taxable.
The complexities involved can
add up to a splitting post- merger
headache. But not necessarily.
Calling on professional valuation counsel to determine
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fair market value is a sure
analgesic.
post- merger studies are an
American Appraisal strong
suit. Write for Brochure 12,
or call Mr. Worth at
800- 558 -9833.
The American Appraisal Company, Inc.
525 E. Michigan St., Milwaukee, W I 53201
Offices in 21 principal cities.
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Conference Board Sees 'Year of Test' in 1974
Sluggish growth with inflation and energy shortages looming as major threats to economic progress is the gloomy forecast for this year, according to The Conference Board's
Economic Forum. Comprised of 11 prominent economists and business analysts, the Forum
expects industrial production to advance 2.8%, as compared with 8.9% last year. Albert T.
Sommers, senior vice president and chief economist of the Conference Board, said, "The
Forum sees neither domestic recession nor major new international problems. But it has treated
our energy problems, our inflation issue, and the grave but difficult problem of direct controls and their impact on our growth potential as serious grounds for uncertainty and discontent." He added, ..... we look forward to a year of test for businessmen, investors, and government itself."
International Accounting Standards Committee Plans Exposure Drafts
In addition to the FASB, the Cost Accounting Standards Board, and the Securities & Exchange
Commission, another body will be heard this year on accounting standards. The International
Accounting Standards Committee, formed early last year by accounting bodies of ten countries,
plans to issue an exposure draft of its first standard dealing with disclosure of accounting policies. Two other standards in the works are those dealing with valuation of inventories and
reporting consolidated accounts.
Electronic Financial Information Retrieval System Launched
A new, electronic data system offering access to financial information on most publicly -held
companies has been inaugurated by the AICPA, 12 accounting firms, the SEC, and the FASB.
Terminals located in 8 cities connect with a computer data bank in Dayton, Ohio. Almost
instantaneously, information requested appears on terminal's video screen.
MAP Committee Comments on Foreign Currency Issue
Robert J. Donachie, chairman of the Management Accounting Practices Committee, has
urged the Financial Accounting Standards Board to move forward without undue delay on the
accounting for foreign currency translation project, "since this disclosure statement must
be viewed as a stop -gap measure." On behalf of the Committee, he suggested that "consideration be given to amending the exposure draft to indicate that translation gains be shown net
of income taxes, where appropriate."
Average MBA earns More Than $25,000; Doesn't Necessarily Profit by Job Shift
The average base salary of MBAs who graduated eight to ten years ago from leading business
schools is $25,620, according to a study made by MBA Resources, Inc., of 4,060 top business
executives. The study also showed that the top 10 percent of the sample earned from $35,000
to well over $100,000 per year. But changing jobs does not necessarily result in an increase
in base salary, according to the survey.
U.S. Business 'Willing and Able'to Convert to Metric System
In general, American business seems willing and able to convert to the metric system, according to a survey by the American Management Assn. Some of the highlights: more than
three - quarters of the respondents favored a national conversion program; more than 8 0 %
estimated that a ten -year transition period would be ample and over 50% of those surveyed
said their companies now purchase goods abroad. The survey, "Going Metric," is based on
questionnaires sent to more than 1,000 executives.
Psychological Cost Accounting? How's That Again?
The juggernaut of change brings in its wake severe stress and as a result more and more
businessmen suffer job- related health problems, according to Coloney, Cannon, Main & Pursell,
Inc. Accordingly, corporations must begin to take psychological factors into account in planning changes or risk severe economic and psychological penalties and the forfeiting of opportunities for a competitive edge. Stress in itself is not bad, says the management consultant firm, "It's how a person reacts to it that makes the difference." An executive who
functions best under stress is often a competitive asset while a businessman who allows stress
to affect his health creates costs in a personal and organizational sense.
10
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THE SHADOW
ORGANIZATION
Once a diagnosis of the organization's norms has been made,
the obvious question is: "What can we do about the norms
which are detrimental to our organization's success? "

By Robert F. Allen, Colin Park, and Saul Pilnick
Every organization is really two organizations. The
first, the surface organization, is the visible one.
It is identified rather clearly in organization charts
and policy and procedures manuals and is fairly easy
to describe. It is the organization seen by outsiders,
especially customers or clients. Like the top of an
iceberg, the visible part of the organization is only
a small portion of what actually exists. The second,
the shadow organization, is the organization that
lies beneath the surface. It can be discerned only
by a careful, sophisticated analysis of the subtle
human infrastructure of the organization. It is made
up of the informal day -to -day behavior which is
carried on in the name of tradition, habit, and expectation; it consists of what people actually do
rather than what they say they do.
An example of this is fund in internal control
systems where real information flows can differ
greatly from what procedure manuals say they
should. For instance, the success of the financial
department depends on the extent to which the
rest of the organization uses its services. There are
norms which govern such use. Consider also the
case of a financial department which assiduously
develops budgetary control data and plans over the
years, only to find that those who should be using
those plans ignore them. The top executives in such
a company may boast about its budgetary controls,
but no one believes that the plans will ever be
fully carried out, and there really is no control.
The shadow organization is a complex mesh of
social forces which influence the behavior of each
and every member of the organization. This is a
concept of organization structure in which interpersonal relationships are focal. It is the social
matrix that makes up the normative system of the
organization. One learns about the shadow organization by observing what is really happening, not
MANAGEMENT ACCOUNTING /JANUARY 1974

what is supposed to happen or what people want
to happen.
Normative Systems
In order for management to retain its control,
the shadow organization must be brought into the
light where it can be examined critically. It must
be consciously modified to meet organizational and
personal needs.
The working unit in the normative system is the
"norm." The norm is the behavior pattern which is
anticipated and expected of its members by the
group. Norms operate everywhere. They are the
social mores, traditions, and expectations which influence and control how we relate to each other.
They are manifest in all of our interrelationships,
and without them life would be difficult indeed.
Like every society, each individual organization and
division of an organization has its own distinct
culture, with its own unique normative structure.
In each such entity, traditions and expectations become the rationale for how it actually functions.
In some companies, the tradition is to appear
to work as hard as possible although there is no
direct relationship to measurable results. Hard work,
dramatized by putting in long hours, is openly
applauded and rewarded in such companies. Certain
professionals, such as accountants, are considered to
be believers of the hard -work ethic, and this may
not always be all to the good. A facade of industriousness, to the exclusion of attention to quality
performance, or a balanced life style, is as deleterious to quality performance or productivity as
it is crushing to the human spirit. The willingness
of a group to appear to work hard without a
dedication a priori to accomplishment is counterproductive. Moreover, the management accountant
who consistently works overtime and fails to take
vacations sets an example that is scarcely attractive
to alert young people entering business today.

R. F. ALLEN
is the President of
Scientific Resources
Inc. and SRI Human
Resources Institute
of Morristown, N. J.
He is also a Professor
of Psychology and
Policy Sciences in the
Graduate Division of
Newark State College,
N. J. Dr. Allen
received his Ph.D.
degree from New
York University.
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Another norm is found in some companies where
there is a tendency to promote individuals because
they are "nice guys." Such a nice -guy norm may
exist without the organization's fully realizing it,
and it may conflict with the company's long -term
success objectives. This would be manifest in an
organization in which a clean -cut, Van Heusen -shirt
type usually makes the grade; but an individual who

doesn't match the physical norm for executives
rarely does. This is the unconscious hang -up that,
despite many affirmative moves to overcome it in
the United States, still makes the going rough for
women, disadvantaged groups, first - generation
Americans —and, for that matter, people who
simply are short, fat, dumpy, or funny - looking.
When an individual is pitted against a group,
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Exhibit 1
NORM CLUSTERS

NORM CLUSTER

It's pretty evident that, around

Around here, it's murder to have

here, the people who get promoted
fast are those who are constantly
coming up with ideas for new and
better ways of doing things.

an idea that the higher -ups
haven't had first.

Performance/
excellence

In our company, one senses a certain attitude -- a passion for
excellence you might call it. It
makes you want to do your best.

Around here, there's no point in
busting your bones to get ahead.
Everybody knows it takes just so
many years to make it, so you
keep your nose clean and bide
your time.

Organizational pride

I think of FE Corp. as M company.

What do I care if the company was
blasted for dragging its feet on
pollution controls. I only work
here.

Associate relations

Just about everyone you meet
around here is a person who, if
you met him somewhere else, you'd
still want to have as a friend.

I'm just a "number" around here.

I trust my boss. I can talk to
him. He listens to me.

Around here, if you turn in what
you think is a good idea, you're
lucky if anyone even acknowledges
it -- much less takes an active
interest in it.

Supervision/

I don't know how the boss does it,

Around here, we pretty much follow

leadership

but every time one of the guys does

orders.

an outstanding job he hears about
it from him directly. It's happened to me several times, so I know.

we do a lot of the things we're
told to do.

Innovation change

Teamwork/
communications

I

Training /development

Most of us don't know why

You really know why our group has

Around here, training meetings are

the reputation of being a hot outfit. Both on the job and in training classes, we're constantly kept
in touch with the latest and best
in the field.

very often cancelled because of
conflicts with the work schedule.

Most of us feel that the customer
is number one.

Among the staff around here, customers are regarded as necessary
evils.

Profitability /cost
effectiveness

On out of town jobs and overtime nights, I get a decent meal,
but I don't always go to the
swankiest places. The company
treats me okay; I'm no chiseler.

It's customary to sock the expense
account for every cent you can get.
After all, who'll know the differ ence?

Honesty /security

In our company, stopping pilferage is everybody's concern.

So I swiped a box of paper clips!
Doesn't everybody?

Customer or client
relations

12

Negative

Positive

I
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the group generally wins and the individual tends
to conform. More often than not, a new employee
who is struggling to adjust to his new setting and
fearing exclusion from his peer group will choose
to go along with the crowd. He wants to "belong."
This process of going along with the crowd helps
to create many of the negative and positive norms
that come to exist in an organization. People will
perform far better when placed in work groups
whose expectations are high. And, unfortunately,
talented people can be neutralized or even pulled
down by the mediocre norms of the work groups
in which they find themselves.
In essence, people learn what they live rather
than what thev are taught or told. Moreover, the
way people behave is often quite different from the
way people would consciously choose to behave if
given an opportunity to select from a number of
positive or constructive alternatives. The reason
they do not consciously make a choice is because
the norms which have an impact on organizational
behavior usually exist at only a dim level of their
awareness. They come into being with very little
application of conscious influence by the very
people and organizations whose lives they shape.
Ten Norm Clusters
In every organization or work group, large or
small, there are hundreds of discernible norms in
operation. These norms fall into certain broad categories and certain norm clusters can be identified
as having significant impact on organizational success or failure. In most organizations, there are ten
general cluster areas that are highly influential. (See
Exhibit 1.) Because the labels placed on these
norm clusters are broad, the characteristics of a
given norm may be reflected in some of the others.
Also, it should be understood that it is only when
the behavior is expected or customary within a
group or organization that a norm exists.

The Normative Profile
In a normative - systems analysis, the first step is to
identify the norms of the organization. This is done
by interrogation, oral and written.
The first approach, oral, involves a consensus.
Although it is less exact, it is effective. A series of
meetings are held with groups of employees at
various levels beginning at the top of the organization. After the participants are made familiar with
the nature and significance of norms, they are asked
to identify some negative and positive norms for
each of the ten norm - cluster areas. This is done by
suggesting that they begin each norm statement
with a prefix such as: "It is a tradition around here
t o . . . " or "Ar ou n d h e r e we . . . " By t h i s me a n s ,
relevant norm patterns develop with surprising
rapidity.
The second approach is through a questionnaire
called the norm indicator. Its questions are really
behavioral situations which help expose key norms.
For each behavioral situation, the respondent is
asked to indicate what he thinks most other employees would do in such a situation when conMANAGEMENT ACCOUNTING /JANUARY 1974

fronted with that behavior —not what he himself
would do. Some of the questions, as they might
appear in a norm - indicator questionnaire for use in
the financial division of a manufacturing company,
are shown in Exhibit 2. The questionnaire is self scoring; and by combining each individual's responses into a total response pattern, it is possible
to trace a normative profile which brings out the
differences between an organization's realities and
its ideal norm patterns.
Every organization has its own special normative
pattern. In fact, the normative profile of a company
can be likened to a fingerprint, for no two profiles
will be exactly alike. In the norm profile, shown in
Exhibit 2
NORM INDICATOR QUESTIONNAIRE

IF AN EMPLOYEE IN YOUR WORK GROUP WERE

T0:
MOST OTHER EMPLOYEES WOULD
Approve

Approve

Not care

Disagree

and openly
encourage

but say
nothing

one way
or the

it

about it

other

but do
nothing to
discourage

Disagree
and openly
discourage
it

it

i
1. sign up for a s elf -help s tudy c ours e
to b e d on e on hi s own t im e

E l

E l

a

L❑❑

2. plan hl s w o r K s o he c an ac c ep t an
ext ra t as k th at' s not par t of h i s r eg ul ar
assignment

1 : 1

a

1 : 1

L❑❑

3. f ail t o par tic ipate in the tr ai n in g
programs , saying " I ' v e don e O K wi t h out t hem"

E l

E l

❑

L❑❑

EJ

4. tell, rat her t han as k , a s ec retar y to
get hi m a c u p of c of f ee

E l

E l

F 1

L
(❑ ❑

a

5. l ook f or ways
im p r ove his and
his assistants' work -even wh en th ey' r e
doin g well

❑

1 : 1

F-1

E J
L J

0

n
L J

E l

❑

E J

E

6. ref us e to dis c uss c ompany f inanc ial

affairs with a neighborhood friend

El

11
- 1

7. avoid win -lose conflicts with his ❑
colleagues

F ]

8. "pad" the mileage charged on his ❑
expense report for driving on company
business

1:1 1:1 E l
L J

1-1
13
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Exhibit 3, the organization depicted is one that had
been having difficulty breaking even. The areas in

The question
is r iot

an
easy one to

serving of first attention are: Teamwork/ communications, Supervision /leadership, Training/develop -

answer . "

ment and, of course, Profitability/ cost effectiveness.

which the norm gaps are the greatest and thus de-

Bringing About Change
Once a diagnosis of the organization's norms has
been made, the obvious question is: "What can we
do about the norms which are detrimental to our
organization's success? "
The question is not an easy one to answer. For
the longer and more deeply norms have been entrenched, the more difficult are they to alter. However, identifying norms is the first, critical step in
overcoming them. The process of systematically
identifying norms provides a new way of uprooting
outdated customs or habits because the approach
makes it possible for a large number of people to
participate constructively in the evolution and deExhibit 3
NORM PROFILE
N O R M PR O F ILE

NO R M C LU ST ER
0

4

8

12

16

20

24

INNOVATION /CHANGE
Onind
PERFORMANCE /EXCELLENCE

ORGANIZATIONAL PRIDE

velopment of the organizations of which they are
a part. Making comparisons of the opinions of management as a group with other groups in a business
organization whose performance is in question —by
the consensus method, by means of normative
profiles, or both --can lead to an understanding of
causes and effects, and to some provisional solutions.
To eliminate negative norms and replace them
with positive norms, each of the following influence
factors may be utilized in the norm - change program. They can be shaped, concurrently, into a
normative - change strategy:
1. Management commitment and follow- through
2. Management approval and confrontation
3. Modeling behavior

4. Recruitment and selection
5. Orientation of new employees
6. Training and skills development
7. Work -group involvement and support
8. Information, communications, and feedback systems
9. Evaluation and reward systems
The kev to a well conceived norm - change program is the fact that the issue of problem confrontation is depersonalized. All parties are encouraged to deal with problem behavior as it relates to
norms, with minimum risk that personal defenses
will be aroused. Blame- placing becomes difficult to
sustain in such a milieu; negative norms become
difficult for a group to adhere to when it openly
discusses them.

ASSOCIATE RELATIONS
TEAMWORK /COMMUNICATIONS
SUPERVISION /LEADERSHIP

TRAINING /DEVELOPMENT
CUSTOMER OR CLIENT
RELATIONS
PROFITABILITY /COST
EFFECTIVENESS
HONESTY /SECURITY

t4

hG� �

Conclusion
The whole point is that we have no choice as to
whether or not norms will exist in the organization,
but we do have a choice as to what norms will
exist. The normative - systems approach of bringing
about change can help us mold the shadow organization. It can help people make considerable strides
toward consciously shaping the organization of
which they are a part. It takes the same people who
themselves are part of the problem and obliges
them to become involved in its solution. As Walt
Kelly's Pogo says, "We have met the enemy and
thev is us."
❑
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TAX SHELTERS FOR
CAPITAL INVESTMENT
A VIEW ON THEIR REFORM
We have reviewed and re- reviewed most major tax provisions
from the viewpoint of whether they are producing any
unintended economic or financial results, or threatening the
high regard we want our tax system to enjoy.

By James C. Corman
There is no doubt that tax provisions can have the
effect of encouraging or discouraging particular
financial or economic arrangements. While there
may still be a body of thought that decries this
fact, believing that tax provisions should be as
neutral as possible, most of us accept the reality
of tax incentives and believe they may yield some
economic benefits. However, there are limits to our
acceptance of the idea of financial arrangements
made for tax reasons. We do not, for example,
want tax incentives to be distorted to the point
where they create "unintended" results.
Almost continuously since 1959, Congress has
been concerned with "tax reform." Essentially, this
has meant that we have reviewed and re- reviewed
most major tax provisions from the viewpoint of
whether they are producing any unintended eco..
nomic or financial results, or threatening the high,
regard we want our tax system to enjoy. The
process is not an easy one. Opinions differ as to
what a provision may be intended to do and as
to whether that intention is still valid in light of
current and foreseeable conditions. In the debate,
a unique vocabulary has been built up. But quite
often the expressions have different meanings for
different people. Among the now well -worn phrases
are: "tax reform," "tax loopholes," "tax incentives,"
and "tax shelters."
Chairman Mills of the Ways and Means Committee made it clear that tax - reform is not likely
to raise additional revenue but rather is likely to be
neutral in this regard or could even cause a loss
of revenue. His point is that if one taxpayer is
paying relatively less than he should, our review
MANAGEMENT ACCOUNTING /JANUARY 1974

of the law would uncover another who is paying
more. The goal, there, would be to undertake to
correct both inequities. Thus, "tax- reform" is in
effect the finding of a new balance among the
various groups of taxpayers.
While agreeing in part with these views of the
Chairman, I believe it is also important, as a first
step toward the greater equity we all seek, to
identify those groups of taxpayers who may be
paying relatively less than they should. And I believe true tax reform will produce substantial new
federal revenue. For this reason, along with over
50 colleagues, I introduced early last year a bill,
numbered H. R. 1040, which we called "The Tax
Equity Act of 1973." This bill was a revision of an
earlier bill which we had called the "Tax Reform
Act of 1972." It included over 50 "reforms" of the
tax laws and was designed to help achieve greater
fairness in the distribution of the tax burden. We
have estimated that these reforms, if adopted, would
yield some $20 billion of added revenue each year.,
Tax Shelters
Among the 50 changes in our bill are some six
or seven provisions which aim to reform what can
reasonably be called "tax shelters." In the sense in
which I am using this term, a tax shelter occurs
when passive investment in an enterprise has the
effect under the tax laws of: (1) permitting the
losses that are incurred in that enterprise to shelter
from current taxation other income that is not
derived from that enterprise but arises from other
sources; and (2) insuring that the tax so deferred
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is either never recovered by the Government or at
best is recovered only in part at a later date.
This definition of tax shelter, by stressing passive
investment in an enterprise, may not cover every
transaction to which the term "tax shelter" may
conceivably be applied. By some definitions, "minimum deposit" life insurance, pensions, self -employed retirement plans, deferred compensation
plans, etc., would be considered as tax shelters also.
Other definitions would add virtually every personal
tax deduction, including those for charitable contributions, mortgage interest, and state and local
taxes, to the shelter category. The definition used
in this article is designed, however, to concentrate
attention on the more complex tax shelters; that is
to say, on transactions involving the interplay of a
number of tax provisions rather than those based
on a single provision of tax law. Generally speaking,
however, such tax shelters would be attractive only
to taxpayers who can afford the investment and
whose income is so high that their taxes without
the shelter would reach the 50 percent or higher
tax brackets.
Our general approach in H. R. 1040 with respect to tax shelters was to impose a severe
limitation on losses that could be used to shelter
other income. The following are the principal tax
shelter reforms included in the bill:
1. In connection with current deduction of expenses incurred for the exploration, development
and drilling of minerals (including gas and oil)
the deduction would not be allowed to shelter
from tax any income derived from non - mineral
sources.
2. In connection with the renting of a vacation resort house or apartment, or even one's own
permanent home, there would be a limit on
deductions for repairs, depreciation, insurance,
etc., so that they could not exceed rentals received.
3. In connection with farm losses, deduction of
farm losses against non -farm income would be
allowed only up to a limit of $10,000 a year.
4. With respect to limited partnership interests in
syndicated tax shelters, such as drilling funds
and real estate ventures, deductible losses of a
limited partner would not be permitted to exceed his investment.

1. Certain expenditures can be deducted currently
in farming which otherwise would be regarded
as non - deductible capital investments. Among
these are improvements of pastures, fencing and
buildings; soil and water conservation expenses
up to 25 percent of gross income from farming;
and up to $5,000 of land - clearing expenses.
2. The farm owner can use a "cash basis" for computing income, reporting as income the receipts
for only those commodities actually sold, while
deducting as expenses substantially all expenditures made in the year. While the motivation
for allowing cash -basis reporting is to simplify
tax compliance for the farmer, the cash basis
has tax shelter attributes as well. Crops can be
stored into a new crop year; seed and fertilizer
can be purchased in advance for the next year;
and both steps can result in tax savings.
3. While depreciation provisions are not exclusive
to farming but are related to business generally,
they are often quite important in farming. Thus,
such capital assets as buildings, fences, wells
and breeding livestock may be depreciated at
rapid rates, i.e., faster than "straight- line."
Moreover, depreciation may be calculated on
the entire cost of buildings and other assets,
including any mortgage on them, and not
merely on the owner's equity.
4. When farm assets such as breeding or dairy
cattle, for example, are sold, in years following
that in which expenses related to those assets
have been deducted currently, much of the
gains realized could nevertheless be taxed at
the relatively low capital gain rates.
AGRIBUSINESS

Since tax shelters, or tax sheltering investments,
are rather complex arrangements, an examination
of some of their details should be helpful in understanding the problems they pose for the tax
system. Examples of tax shelters occur in farming,
agribusiness, real estate, natural resource development, equipment leasing and numerous other areas.

Agricultural enterprises are a growing field for
tax sheltered investments. Examples of such enterprises include orchards, citrus groves, cattle raising
or feeding, almond groves, vineyards and nurseries.
Essentially, while the trees or cattle are maturing
and yielding no current net income, the investor
can use his investment losses to shelter his other
income. Later, cash flow from the sale of products
or rental or sale of assets may be timed to come
when other income is relatively low, such as after
retirement. In addition, various possibilities exist
for disposing of some or all of the property without
tax or at capital gain tax rates.

FARMING

INVESTMENT IN OIL DRILLING

Perhaps the clearest example of an enterprise
which may be a tax shelter (but not necessarily so)
is the purchase of a farm or ranch. If the enterprise
were operated by the owner as his major source of

The main basis for the tax saving which provides
the tax shelter is the current deduction of intangible
drilling and development expenses. These include,
generally, cost of labor and materials with no sal-

Examples of Tax Sheltered Investments
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income, despite certain tax advantages, it would not
be a tax shelter. In the event, however, that the
purchaser were an operator with high non -farm
income or an absentee investor, or a group of
absentee investors, the transaction is much more
likely to be a tax shelter. These are some of the
tax provisions which help create a tax shelter in
farming:
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INVESTMENT IN REAL ESTATE

Real estate investment provides one of the most
sensitive forms of tax shelter. It is important that
economic considerations in both the long -run and
short -run be considered carefully. The principal tax
provisions making the real estate tax shelter popular
are related to depreciation, interest deductions, and
capital gain treatment on disposition. A significant
point is that the basis for depreciation is not merely
the investor's equity in the property but also the
mortgage indebtedness on it. Thus, since mortgages
of 80 to 90 percent of property value are available
in real estate, it may be possible to invest, say
$100,000 of equity capital, borrow $900,000 and
base depreciation on the $1,000,000 value of the
property. Depreciation with this large basis can
also be accelerated; that is, it may be taken at a
faster rate than "straight- line." Although the Tax
Reform Act of 1969 made large inroads into the
availability of accelerated depreciation, rates of 150
percent of straight -line may still be available, and
200 percent (the double - declining balance method)
remains available for new low -and middle- income
housing and for the rehabilitation of low- income
housing. Another major contribution to the tax
shelter in real estate is the ability to deduct the
interest payments on the mortgage indebtedness.
As a general rule, depreciation and interest deductions are high in the early years, producing tax
losses. Actual income must be sufficient to cover, at
least the operating expenses and interest payments
(but not the depreciation of course) during these
years and thus produce a cash flow. In later years,
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when depreciation and interest deductions have
declined, taxable income may begin to grow and
the time arrives to consider disposing of the property with any gains taxable at capital gain rates.
The Current Issues in Tax Shelters
The Ways and Means Committee has in the past
engaged in panel discussions and public hearings on
the general subject of tax reform. Several sessions
were devoted to tax shelters directly and a number
of others related to them indirectly. It is quite clear
that tax shelters are not only with us, but that their
tendency to encourage economically wasteful investment has not vet been reduced materially.
Investors with funds available continue to seek
tax shelters even more aggressively as the law complicates the considerations involved. When investment in citrus groves became a less attractive tax
shelter, for example, investors sought out rosebushes
which had not yet been subjected to the same
restrictions. This search for tax shelters continues
despite any considerations of possible overproduction of the commodity involved. The side effects on
farmers fully engaged in producing such products
can often be very painful.
We have also seen a wave of investment in
limited partnerships such as for the raising of cattle
and for investment in real estate with often undesirable effects on many investors. The search for
tax shelters seems so headlong in many cases as to
cause investors to overlook major possibilities that
they may incur real and permanent losses of invested
funds. Moreover, the open manipulation of the tax
system by high - income people having tax avoidance
as their principal purpose offends the general run of
taxpayers and accentuates a sense of inequity.

",

vage value. In many instances, the objective seems
to be for an investor to obtain a tax deduction for
100 percent of the amount invested. This is
ordinarily done by participating in a drilling fund
as a limited partner. If possible, the entire investment of the limited partners may be allocated to
deductible intangible expenses, with the oil company which is the general partner bearing the nondeductible costs. If this method of allocating expenses is not available, leasing or mortgaging of
capital equipment may accomplish similar results.
An added advantage, from a tax - saving viewpoint
is the deduction for percentage depletion when an
oil or mineral interest becomes productive. The
depletion percentage for oil and gas was reduced in
1969 from 271/ 2 to 22 percent. In addition, in 1969,
percentage depletion exceeding cost depletion became an item of tax preference income for purposes
of computing minimum tax. It is likely, however,
that these 1969 changes did not affect very significantly the tax shelter provided by oil investment. Still another tax advantage is that the yield
from the sale of oil interests may be treated as a
long -term capital gain.

, , a more
direct attack
on the undue
use of tax
shelters would
appear to be
in order."

Conclusion
It is clear that these problems continue despite
Congressional efforts to deal with them in the Tax
Reform Act of 1969. My thesis is that our efforts to
date to effect tax reform may have failed because
they did not deal with complex tax shelters directly.
Rather, we have dealt with individual provisions
contributing to tax shelters and not with the totality
of provisions organized in a way to produce the
shelter. Thus, a more direct attack on the undue
use of tax shelters would appear to be in order.
Simply put, such an attack would disallow or
severely limit the extent to which losses incident to
investment would be allowed to shelter other income.
Let us snake no mistake about the need for
remedial action in the area of tax shelters. The
stakes are great. We cannot be unmindful of the
wastefulness and unproductiveness of tax provisions
which encourage investment in unneeded and
overly risky enterprise.
El
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THE ACCOUNTANT,
THE MARKETING
MANAGER AND PROFIT
The effectiveness of the marketing manager is
strongly influenced by the presence of management
accountants doing their job.

By Reed S. Spiegel
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To perform effectively, the marketing manager
must have useful information, and he must have it
when he needs it and in adequate dimension and
content for decision - making. Most of this information must come from the accounting function.
Consequently, the effectiveness of the marketing
manager is strongly influenced by the presence of
management accountants doing their job. If this
situation does exist in a positive fashion, the profit
impact can be considerable.
What kind of information does the marketing
manager need? What are some of the ways the
management accountant can meet these needs? The
successful development of the answers to these
questions can have a direct bearing on the profitability of the products merchandised by a marketing
manager.
The Marketing Manager's Role
The marketing manager, typically, is charged
with the overall task of knowing the particular
needs of the market he serves and reacting to these
needs. His broad responsibilities include a maximization of the margin contribution (sales less
variable costs) to costs of the period. Specific responsibilities include determination of products to
add or drop in the line, coordination of the development of new products, establishment of the
"proper price" for both regular and speciality items,
creation of promotional packages that in the long
run will enhance profits, and maintenance of the
costs of marketing and promotion within preestablished parameters or justifying the negative
deviations.
The effective performance of the marketing manager will rarely occur without adequate information.
This manager must know the cost to produce the

items in the product line before and after they are
introduced; he must have a feel for the sales
volumes that will result at varying price levels;
the marketing and promotion expenses within his
control should be well defined, and he should play
a vital part in their definition; he should have
special data on the cost outcome anticipated by a
product promotional package; he should receive
follow -up reporting on his actual performance in all
phases of his job, i.e., profit and loss statements,
margin analyses, actual product production costs,
actual costs for promotions, actual costs for product
development, and adequate sales analysis information on performance in both geographic market
areas and distribution outlets. A viable relationship
with a management accountant is a key element
in having the information to meet these needs.
The Management Accountant's Role
The overall responsibility of the management
accountant is to tell management "what is happening" in the business. This is a dynamic concept
that provides information to operating management
on past, present, and future events. In this regard,
history and experience may be used to analyze
present situations and to make predictions of the
future. This analysis, of course, presupposes the
accountant's possession and use of sound business
judgment. Telling management what is happening
means working with data systems people, with
manufacturing people, with marketing people, with
other controller's people, etc. It requires staying
abreast of what is going on in the accounting profession and in the business itself. It involves the use
of the available tools when they can help, e.g., the
computer, mathematical models, economic projections, a business library, and peer counsel. This
sounds like a monumental role, but it is exactly
what management accounting is all about.
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In responding to the particular needs of the marketing manager, the management accountant must
establish basic criteria for performance. There must
be a definition of the need. This can happen only
through involvement with the marketing manager.
This takes time; but unless the accountant spends
time with the marketing manager about his business, he cannot help in the definition of information needs nor can he appreciate requests for data.
By making this type of commitment, the management accountant displays his interest in helping the
marketing manager, and after all, help is defined by
the recipient.
The management accountant must strive to establish information comparability so that the marketing manager has a common base for understanding and decision - making. For example, if a marketing manager has two products with approximately
the same cost of manufacture, but one of the items
requires special handling or involves special selling
costs, he had better have this information displayed
to emphasize the basic difference so the proper
provision can be made in pricing the two products.
Any information that is to be regularly provided
should be issued in a routine, predictable fashion.
If information is to be used, it should be scheduled
so that the marketing manager can rely on its
receipt when it is expected.
Decision - oriented data should be confined to only
the information involved in the decision. In essence,
this is the contribution approach to evaluating the
economics of a decision because the net of the
changes in all the affected areas (only) will provide
the net answer, i.e., the contribution to profits.
This is the result desired of the decision - making
information.
Specific Aids
There are three broad areas where the management accountant can provide specific aids to help
the marketing manager reach his objectives:
1. Product costing and pricing
2. Financial planning
3. Measurement of performance
Since it is always easier to identify a proposal a4
it relates to a specific situation, we will assume in
the study that our marketing manager is responsible
for the tennis equipment business within a major
sporting goods company.
PRODUCT COSTING AND PRICING

The marketing manager who is on his toes will
consistently strive to obtain a bigger share of the
market, assuming this does not come at the expense
of reduced profits. To accomplish this end, it is
necessary to maintain a close watch on the market
needs as well as the actions and reactions of the
major competition. In a healthy market situation,
this will require many different activities on the part
of the marketing manager. It will mean product
additions, product drops, special promotions,
and /or pricing changes.
MANAGEMENT ACCOUNTING /JANUARY 1974

Because the cost of production is a critical part
of profit determination, the marketing manager
should have these costs at his disposal and most
typically they come from the management accountant. When a new product is contemplated, e.g.,
an aluminum tennis racket with a round configuration, it is the accountant who normally works with
the manufacturing segment of the business in developing a preliminary cost estimate for the item as
it is specified. With this first "look see" at the
cost, the marketing manager can then decide
whether he can give the go -ahead for a test production run, i.e., the preliminary cost tells him if he
is in the tennis court with the maximum pricing
that the product will bear. Assuming there is a goahead sign, a limited number of the rackets would
be made on a production test, and at this time, the
accountant should work with the manufacturing
people to obtain an updated cost estimate. This is
necessary, of course, because frequently there are
changes between the original specification on a pro prosed product and the final production requirements for the product. Because the role of production start -ups and end -of -run costs can be significant
to the unit costing, it is imperative that the marketing manager define the minimum and maximum
sales levels anticipated for the product. The unit
costs would, of course, be developed using both
quantity expectations.
After a product is introduced into the line, it is
just as important to follow the cost developments
on that product because, for one reason or another,
they change. For example, material substitutions,
wage increases, changes in specification or revised
quality demands all have an influence on the end product cost. The marketing manager must be advised of any significant changes and why they occur,
so he can take the necessary pricing action at the
appropriate time.
Special promotions are frequently conducted in
an attempt to obtain additional business on existing
products or to get maximum attention on new product introductions. These take many forms such as
a sales contest with a prize award to the best performers, free samples, extended terms of payment,
or price concessions for a limited period of time.
A part of the management accountant's job is to
evaluate the cost of these promotions in advance,
so the marketing manager is fully cognizant of the
dollars involved before a commitment is made.
In all the above situations where product costs
are involved, the management accountant must sit
with the marketing manager and marry these costs
with the intended selling prices. In this way, the
margin contribution to cover the fixed operating
costs is defined. Armed with this information, decisions can then be made — decisions pointed toward
maximizing overall profits.

"...the
management
accountant
must establish
basic criteria
for
performance."

FINANCIAL PLANNING

A sound business practice is the establishment of
objectives and, of course, a strategy for achievement. These plans should be equated in dollar
terms because of the broad acceptance of dollars
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"The
marketing
manager's
responsibility
extends to
some of the
most critical
areas of the
business . . . "

as a common denominator. Since there are limitations on the resources available to carry out a plan,
it is certainly necessary that the plan be approved by
those with the authority to do so. The plan may be
called a budget, a task, or some other similar term,
but the important thing is that it becomes a measuring stick for expected performance of the marketing manager's product line. It is critical that the
management accountant and the marketing manager work together in establishing the dollar value
of the plan to make sure that all the parts are
included and to assure a coordinated package of
financial expectations in the plan. This means that
the sales levels used are reasonable and attainable,
that the production capacity is either available or
near -term, that the production costs are properly
computed and married with the sales dollars, that
the operating costs of the period to manufacture,
sell, advertise, and administer the business are included properly, and that all other miscellaneous
cost items are also included.
Enough cannot be said about the importance of
establishing a dollar plan. From the standpoint of
profit and loss performance, when there is an established objective to shoot at, the result is typically
higher profits simply because most people will work
very hard to achieve success.
In addition to the operating plan, however, the
availability of the operation information permits the
development of financial planning for the asset
levels needed to support these profit and loss objectives. With this information in hand for all of a
company's product lines, it can be determined if a
cash shortage is developing with an adequate lead
time to make the borrowings or equity increases
that are necessary.
It should be emphasized that there is no one
period of time that is involved in this financial
planning process. There are short -term objectives
that require pre - evaluations, e.g., the cost of intended promotions, the costs to develop and introduce a new product, or the expense to expand the
sales force. There are regular plans, such as the
annual establishment of a budget —the official
guidepost for the subsequent year. There are longer range plans, e.g., a five -year plan, that involve much
more emphasis on the strategy than on the figures
alone. Nevertheless, these, too, must be assembled
into a coordinated picture of the dollar impact anticipated by the strategy.
MEASUREMENT OF PERFORMANCE

Everything that has been mentioned thus far
will go for naught if there is no follow -up reporting
on the actual performance achieved. This is basic.
Without this measurement, there is no gauge on
how well we are doing with our decisions. But, with
this information, action can be taken of one sort
or another. If it is apparent that everything is on
course, then the action of "no action at all" will
speak for itself.
The marketing manager's responsibility extends
to some of the most critical areas of the business;
consequently, performance in these areas must be
20

brought to his attention. For example, in the area
of sales, the marketing manager needs to know the
extent of any deviations that occur in his actuals
versus the budgeted objectives. Typically these will
fall into one of three categories: changes due to
price, volume, or mix (assortment). If prices are
raised on the items in his line the dollar impact
of these changes can be readily computed by the
management accountant. Similarly, if more units
are sold than were included in the budgeted objective, the volume deviation can be determined by
multiplying the plus in units by the budgeted sales
rates. The mix factor is, of course, the difference
between the total sales deviation and the price and
volume factors previously determined; this can be
verified by extracting the change due to price from
the actual average sales rate per unit. The difference
between the adjusted actual sales rate per unit and
the budgeted sales rate per unit is the unit assortment deviation. This rate difference applied to the
actual units sold then will equate to the sales deviation due to mix.
In the area of margin contribution, the same type
of analysis rendered on the sales performance can
also be applied —deviations due to price, volume,
and mix. In fact, the price deviation computed in
the sales analysis will have the same direct dollar
impact on the margins attained. The same type of
computation discipline should be applied to
margins in determining the deviations due to volume and sales assortment, but in these cases the
average contribution budgeted to occur on each
sales dollar is substituted for the sales rates mentioned above. In addition, the factor of plant performance also has a direct bearing on the margin
contribution levels: If the plant manufactures the
products at a lower cost than the ones contained
in the budget, there is a margin increase that results. The marketing manager will need to follow
this type of information by item to separate his
top performers from the lower - margin items, so he
can take corrective pricing actions as they are warranted.
The whole area of sales and margin analysis is
the number one concern of the marketing manager
because knowledge in this area provides direction
to his job. To help him with these areas, the management accountant should have periodic reviews of
the actual performance being registered. In this review, the marketing manager should be apprised of
the dollar impact from all pricing changes that
occurred during the period under scrutiny and for
all of the reasons that might be involved, e.g., temporary price allowances, volume rebates, special job
pricing, and other pricing concessions. In addition,
the marketing manager will need to have the information on the proportions of his business that are
first -grade quality versus the off -goods category and
he will need to know where all of these goods are
being shipped, i.e., which markets are being reached
and by what type of merchandising outlet. Finallv,
he will need to know the relative inventory investment that is necessary to attain the sales volume
Continued on page 36
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LEASE VS. PURCHASE:
A QUASI - FINANCING
APPROACH
Too often in the past, lease- purchase analysis has revolved
around the inappropriate and simplistic question of, "Should
I lease or purchase? " whereas the real question should be, "How
large a premium should 1 pay to avoid various ownership risks? "

By William L. Ferrara
The quasi - financing approach to evaluating leases
concentrates on the premium rate of interest implicit in leasing. In doing so it enables evaluators
to make a judgment concerning whether or not the
premium rate is worth paying in order to avoid
specific ownership risks. This approach can be
applied to many, if not all, varieties of financial and
operating leases and it also facilitates similar analyses for lessors. Although not covered in detail here,
the most useful aspect of the technique is the relative ease with which one can introduce the impact
of optimistic, pessimistic, and most - likely data on
the premium rate of interest.
Since the early 1960's lease - purchase evaluations
have been plagued by an overly complex literature.
The complexity has resulted essentially from a very
tenuous dichotomy between financial leases and
operating leases and the associated notion of a lease
being evaluated as a "quasi- investment" decision.
"The financial lease is defined as a contract
under which a lessee agrees to make a series
of payments to a lessor which, in total, exceeds the purchase price of the equipment
acquired. During this initial term of the lease,
the contract is noncancellable by either party;
i.e., the lessee is irrevocably committed to continue leasing the equipment. Operating leases,
on the other hand, may be defined as all other
leasing contracts ... "'
These definitions by Richard F. Vancil, and his
proposed technique for lease- purchase evaluations,
seem to have been instrumental in creating our
overly complex literature. His definition of a financial lease has been generally accepted even
though it is tantamount to the definition of an
MANAGEMENT ACCOUNTING /JANUARY 1974

installment purchase. And his lease - purchase evaluation technology, upon which most others are based,
essentially ignored operating leases, i.e., leases
where the total committed payments do not exceed
the purchase price or where the contract is cancellable prior to the point where committed payments will exceed the purchase price. A by- product
of the concentration on financial leases seems to
have been the quasi - investment approach to evaluating lease - purchase decisions. After all, a purchase
and a financial lease are so similar that it was perhaps inevitable that the quasi - investment approach
was adopted.
Quasi - Investment vs. Quasi- Financing
The "quasi- financing" technique can be shown
to be so general in its applicability that it can be
easily applied to installment purchases, financial
leases, operating leases and even leases with purchase options. In this article, a refinement of the
"quasi- financing" technique of Beechyz will be used
to illustrate how lease - purchase evaluations can be
made more understandable and less complex.
The most illuminating way to view the distinction
between the quasi- investment and quasi- financing
approach to lease - purchase evaluations is illustrated
in Exhibit 1. Note that the description of a lease
is essentially that of a financial lease. The difference
between the two approaches depends upon what is
subtracted from the lease alternative and how the
remainder is evaluated. Under the quasi- investment
approach the opportunity cost of borrowing is subtracted from the lease which leaves a remainder that
can be evaluated as an investment decision. For
Richard F. Vancil, Leasing of Industrial Equipment, McGraw Hill Book Co., N.Y., 1963, p. 8.
Y
Thomas H. Beechy, "Quasi -Debt Analysis of Financial Leases,"
The Accounting Review, April 1969.
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"This implicit
rate can be
compared
to the
borrowing
opportunity
ra te . . . "

example, the remainder or investment aspect of the
lease is compared to a purchase by calculating the
net present value cost (including the tax shield)
of each using the minimum desired rate of return
for investment decisions.
The above brief description of the quasi- investment method appears to indicate an easy to apply
technique. However, when we subtract interest at
the borrowing rate we are making an assumption
concerning a loan repayment configuration that is
implicit in the lease payments. Then such additional
issues as the proper handling of salvage value, purchase options, potential difference between minimum desired return for investment decisions and
cost of capital, and the assumption that a financial
lease would not be treated as a purchase for tax
purposes brings forth many pragmatic and theoretical problems which are typically ignored in the
literature.3
All of these problems are avoided if one adopts
the variation of Beechy's quasi- financing method.
This technique subtracts the purchase alternative
from the lease alternative and leaves a remainder
which can be converted into the rate of interest
implicit in the lease. This implicit rate can be compared to the borrowing opportunity rate to judge
whether or not the differential rate{ is a reasonable
price to pay for avoiding various risks of ownership
through a lease.
Examples
In the following examples, we will begin with the
evaluation of an installment purchase and then
proceed to evaluations of financial leases, operating
leases and leases with purchase options. In each
instance the same basic technique will be used.
AN INSTALLMENT PURCHASE

Assume a situation where an asset can be purchased either with $330,000 cash or with four equal
payments of $95,000. Assume that the first is a
down payment and the others are paid at the end
of each of three years. Either way, the asset is
actually purchased and it will be owned and depreciated for tax purposes in the most favorable way.
Thus, the tax shield (reduction) related to deprecia-

present values of the installments with the cash
purchase price. The process is one of trial and error
as indicated below.5 Typically, only two or three
trials are needed even for the neophyte:
Present value (PV) of cash purchase
Years
0

Outflow
$330,000

PV factor
1.000

Present
value
$330,000

Present value (PV) of installment purchase
PV factor
PV
@ 8%
@ 8%
Years
Outflow
$339,815
0 -3
$95,000
3.577
PV factor
PV
@ 10%
@ 10%

3.487

$331,265

A "Ye ar 0" outflow always has a present value
factor of 1.000 regardless of the rate of discount as
shown above under the cash purchase. The installment purchase outflows discounted at eight percent
indicate a present value of $339,815 while at ten
percent the present value is $331,265. Thus, the
rate of discount which equates the present value of
the cash purchase with the installment purchase is
slightly above ten percent.
The solution to the cash purchase versus installment purchase problem is found by comparing the
rate of interest (10 + % ) and the best rate of
interest at which one could borrow elsewhere (e.g.,
at the bank). If one can borrow elsewhere at eight
percent, then there isn't any reason to borrow at the
over ten percent rate on the installment purchase."
To those familiar with present value technology,
the above format for laying out the present value
factors would be unnecessary if we stopped our
analysis with an installment purchase; however, we
are going on to evaluate leases. We will use exactly
the same approach except that the differential tax
treatment of leases and purchases requires that we
deal with all data after taxes.
A FINANCIAL LEASE

Assume the following facts concerning a financial
lease:

t i o n c a n b e i g n o r e d si n c e i t wi l l b e t h e sa m e u n d e r

E CON OM ICS OF P U R C H A S E . T h e p u r c h a s e p r i c e o f
the facilities is assumed to be $330,000, the
economic life is assumed to be 10 years, and the
salvage value at the end of the economic life is

either form of purchase.
The approach recommended for deciding which
purchase, cash or installment, would be best is the
one which determines the rate of interest implicit
in the installment purchase. It is found by determining the rate of discount which equates the

zero.
ECONOMICS

See for exa m p le : Ric h a r d S . Bo we r, F r a n k C . H e r r i n % r a n d
J . Pe t e r William son , " Lease Eva lu a tio n , " T h e Acco u n t i n g Re v ie w ,
Apr il 1966 - Nic holas Do p uc h a n d Ja c o b G . Bir n b e r g , Co st AcrtarcO U f l , Brace tk Word, Inc., 1969, pp. 199 -202;
countin
William-1 . F e r r a r a , " Sho uld In ves t m e n t an d Fin a n c in g Decisio n
Be Se p ar a te d , " T h e Account i ng Re v i e w, J a n u a ry 1966 ; Willia m L .
F earnr aa ge
r a ,m "e nCa
a l Bu dgetq,in � uly
a n d 1966
Fin a;nc Willia
in g o rmLeas
Accountm
M
t p it
eastin g De cis io n s, "
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Th e

annual

ren tal

of

the facilities is $50,000 for ten years, payable at
the beginning of each year.
O T H E R F A C T S . T h e m a i n t e n a n c e c o s t s , insurance,
etc. are covered in a separate contract with the
lessor whether the asset is purchased or leased.
The Federal income tax rate is 50 percent; the

"

" L e a s in g : A Disc oun ted Cash - Flow A p p r o a c h , " Cont roll er, May
1961; Ja m e s C . V a n H o r n e Fi nancial M a n a g e m e n t a n d Po licy
(second edition ) " Lease K n a n c i n g , " Pr e n tic e -H a ll, In c . 1971
p . 563 -588; R i A a r d F . Va n cil " Lease o r Bo r ro w — New Meth c;J
of Ana lysis " Harvard Business k e v i e w , Se p t e m b e r -Oc t o b e r 1961.
4 Ra re ly will the ra t e of in t e re s t im p lic it in a lease n o t ex ceed th e
bor ro wing op po r tu n it y ra t e . Sinc e leasing avo id s vario u s risks of
own er sh ip an d m ay also avo id re p or t in g d e b t o n a b ala n ce sh eet,
one should ex pe ct to pay a p r e m iu m ra t e of in t ere st with lease
fina ncing.

OF

Th e p res en t valu e tab les used assu m e end -of -y ear flo ws a n d an n u al co m p o u n d in g . M a n y leasin g situ at io n s wo u ld p r o b a b ly r eq u ir e
ta b les re flec t in g m o n th ly p a y m en ts .
e Ce r t a in lo an restrictio n s co m b in ed with a lo w er r a t e of in te re st
might be foregone in favor of a slightly higher rate of interest and
a le s se r a m o u n t o f lo a n r es t ric tio n s .
6
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it does
not make
"...

Exhibit 1
ALTERNATIVE APPROACHES TO LEASE - PURCHASE EVALUATION
QUASI- INVESTMENT

Interest at the
borrowing rate

Lease alternative
Includes
1) Purchase price
2) Interest

less

Investment aspects of lease

Interest at a rate equal to
the best rate at which the
company could borrow the
purchase price

equals

Portion of lease related to
investment (includes interest
in excess of best available
alternative rate)

sense to
pay the
premium
rate..."

QUASI - FINANCING

Includes
1) Purchase price
2) Interest

Financing aspects of lease

Purchase alternative

Lease alternative
less

Includes
1) Purchase price

best available borrowing rate before tax is eight
percent and after tax it is four percent.
The lease described above fits the definition of a
financial lease, but it also appears to be nothing
more than an installment purchase since the lessee
is irrevocably committed to a series of payments
over the assets' full useful life, and, also, the series
of payments ($500,000) is greater than the purchase price ($330,000).
If the taxing authorities permit taxation as a lease
then our mode of analysis must first reduce lease
and purchase flows to an after -tax basis before
determining the rate of interest implicit in the
lease! Exhibit 2 contains the appropriate information based on the assumption that the tax shield is
an end -of -year flow.It also shows the after -tax flows
for both lease and purchase and the difference
between the two sets of flows per Exhibit 1. To
determine the rate of interest which is implicit in
the lease, one need only find the rate of discount
which equates the two sets of flows (or alternatively
the rate of discount which reduces the "lease minus
purchase" column to zero). This is shown at the
bottom of Exhibit 2.
It can readily be seen that the present value of
the lease flows exceeds the purchase flows at four
percent while the opposite is true at six percent.
Thus, the rate of interest implicit in the financial
lease is between four and six percent. Interpolation
indicates a 5.8 percent rate would be a fair approximation. This 5.8 percent rate is an after -tax rate
which should be compared to the after -tax borrowing rate of four percent, or both rates can be converted to a before -tax value (11.6 percent versus 8
percent). Either way our lease - purchase evaluation
resolves itself through a comparison of the rate of
interest implicit in the lease and the borrowing rate.
In the present instance one can easily follow the
T

If the taxing authoaities do not permit the above financial lease
to be taxed as a lease and require it to be treated as a purchase
for tax purposes the mode of analysis to be used is that recommended for installment purchases.
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equals

Portion of lease related to
financing (includes the total
interest related t o t he lease
proposal)

notion that it does not make sense to pay the
premium rate to obtain the lease since the lessee
would be acquiring the same risks of ownership
with the irrevocable ten -year lease that he would
through purchase. Furthermore, the lessee would
not gain even the benefit of "off- balance sheet
financing," if the Opinions of the Accounting
Principles Board are properly interpreted.
AN OPERAT ING LEASE

An operating lease can be evaluated in the same
manner as the installment purchase and the financial lease. What is needed in this case is the data
that will make the operating lease period and the
purchase holding period comparable. An estimate
of salvage value at the end of the operating lease
period is all that is required in this case, as is
shown below:
1. ECONOMICS o f PURCHASE. The purchase price of
facilities is assumed to be $330,000, the economic life is assumed to be 10 nears, and the
salvage value at the end of the economic life is
zero.
2. Ecoxomics OF LEASING. The annual rental of
the facilities is $80,000 for three years, payable
at the beginning of each year —a three -year commitment. Year -to -year lease renewals at the option of the lessee are available at the rate of
$60,000 per year payable at the beginning of
each year.
3. PURCHASE OPTION. A purchase option is available at the end of three years when the estimated
purchase price and salvage value of the equipment is $200,000.
4. OTHER FACTS. The maintenance costs, insurance,
etc. are covered in a separate contract with the
lessor whether the asset is purchased or leased.
The Federal income tax rate is 50 percent; the
best available borrowing rate before tax is eight
percent and after tax it is four percent.
This lease is quite realistic even though it ap23

" . . .

consider

the three year lease

chase option compared to a purchase for the full
ten -vear economic life as shown in Exhibit 4. Finally, consider the three -year lease plus year -to -year
lease renewal compared to a purchase for the full
ten -year economic life as shown in Exhibit 5.

pears complicated. A useful approach to analysis
would be to first consider the three -year lease corn_
rnitnlent versus a purchase with sale assumed at the
end of three years at illustrated in Exhibit 3. Secondly, consider the three -year lease plus the pur-

co mmi tmen t
Exhibit 2
DETERMINATION OF FINANCING ASPECTS OF LEASE (AFTER TAX)
Net
50,000
25,000
25,000
25,000
25,000
25,000
25,000
25,000
25,000
25,000
(25, 000)

(

(25, 000)
(25, 000)
(25,000)
(25, 000)
(25, 000)
(25, 000)
(25,000)
(25, 000)
(25, 000)
(25, 000)

Lease
minus
purchase
$(280,000)
41,500
41,500
41,500
41,500
41, 500
41,500
41, 500
41,500
41, 500
8,500)

Purchase cash flows
Tax shield"
(inflow)
Net
Outlays
$330,000
$330,000
(16, 500)
(16, 500)
(16, 500)
(16, 500)
(16, 500)
(16, 500)
(16,500)
(16,500)
(16,500)
(16, 500)
(16, 500)
(16, 500)
(16, 500)
(16, 500)
(16, 500)
(16, 500)
(16, 500)
(16, 500)
(16, 500)
(16, 500)
$

Outlays
$50, 000
50,000
50,000
50,000
50,000
50,000
50,000
50,000
50,000
50,000

$

Year
0
1
2
3
4
5
6
7
8
9
10

Lease cash flows
Tax shield"
(inflow)
$

versus a
purchase . . . "

"

T he tax shield results in a reduction of taxes which is the equivalent of a cash inflow. T he lease tax shield of
$25,000 is based upon a $50,000 deduction and a 50 perc ent tax rate while the purchase tax shield is based upon
straight -line depreciation of $33, 000 and the 50 percent tax rate. Straight -line depreciation and no investment
credit are assumed for simplicity.

196,168

6%
Present value
Factor
Amount
330, 000
1.000
(121, 440)
7,360

@

$218,975

6%
Present value
Factor
Amount
$ 50,000
1.000
6.802
170,050
( 13,950)
.558

Difference (lease minus purchase)

$

$

$

$

Present values of purchase flows
Purchase
Pr es ent val ue @4%
Years
flows
Factor
Amount
0
330, 000
1.000
330, 000
1 -10
(16, 500)
(133,832)
8. 111

206, 100

@

@

Present values of lease flows
Lease
Present value
4%
Years
flows
Factor
Amount
0
$ 50,000
1.000
$ 50,000
1 -9
25,000
7.435
185,875
10
(25,000)
.676
(16, 900)

$ 22,807

208,560
$

(2,460)

Effective interest rate, determined by interpolation, equals 5.8 percent.

Exhibit 3
THREE -YEAR LEASE VERSUS THREE-YEAR PURCHASE

(40, 000)
(40, 000)
(40, 000)

Outlays
$330,000

$

Net
$ 80,000
40, 000
40, 000
(40, 000)

Purchase cash flows
Tax shield
(inflow)
$

Outlays
$ 80,000
80,000
80,000

$

Year
0
1
2
3

Lease cash flows
Tax shield
(inflow)

( 21, 667) "
( 21,667)
( 221 , 667 ) •"

Net
330, 000
( 21, 667)
( 21,667)
( 21,667)

•

Straight line depreciation
• • Includes salvage value

$119,560

Present value (W 10%
Amount
Factor
80, 000
1.000
69, 440
1.736
30,040)
.751

115,364

Present value @ 10%
Factor
Amount
1.000
$ 330, 000
1.736
( 37, 614)
.751
(166.472)

(

$

$

@

Present values of purchase flows
8%
Present value
Purchase
Years
flows
Factor
Amount
330, 000
1.000
330, 000
0
( 38,632)
1 -2
( 21,667)
1.783
(176,004)
3
(221, 667)
.794
Difference (lease minus purchase)

$

4,196

(

$

$

@

Present values of lease flows
8%
Lease
Present value
Years
flows
Factor
Amount
0
$ 80, 000
1.000
$ 80,000
1 -2
40, 000
1.783
71,320
3
(40, 000)
.794
31,760)

119,400

125, 914
$(

6,514)

Effective interest rate, determined by interpolation, equals 8.8 percent.

24

MANAGEMENT ACCOUNTING /JANUARY 1974

short -term commitment. The second alternative reflects product life and /or equipment obsolescence
being determinable by the end of year three at
which time a purchase commitment might be rea-

The first alternative reflects the possibility of
risky ownership in that the product to be produced
may or may not be long -lived or the equipment may
be subject to obsolescence: hence the relatively

Exhibit 4
THREE -YEAR LEASE PLUS PURCHASE OPTION VERSUS TEN -YEAR PURCHASE

$
$

$

$

Net
330,000
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)

@

8%
Present value
Amount
Factor
1.000
80,000
71,320
1.783
127,040
.794
(59,044)
4.133

@

Present values of lease flows
6%
Lease
Present value
flows
Years
Factor
Amount
0
80,000
1.000
80,000
1.833
1 -2
40,000
73,320
3
160,000
.840
134,400
(66,958)
4-10 (14,286)
4.687

(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)

$220,762

Present values of purchase flows
Purchase
Preseut value
6%
flows
Years
Factor
Amount
330,000
$330,000
0
1.000
7.360
(121,440)
1 -10 (16,500)

$208,560

Difference (lease minus purchase)

$ 12,202

$219,316

@

@

Present value
8%
Factor
Amount

$

1. 0 0 0

330,000

$

(40,000)
(40,000)
(40,000)
(14,286)
(14,286)
(14,286)
(14,286)
(14,286)
(14,286)
(14,286)

Purchase cash flows
Tax shield
(inflow)
$

Outlays
$330,000

Net
80,000
40,000
40,000
160,000
(14,286)
(14,286)
(14,286)
(14,286)
(14,286)
(14,286)
(14,286)

$

Outlays
80,000
80,000
80,000
200,000

$

$

Year
0
1
2
3
4
5
6
7
8
9
10

Lease cash flows
Tax shield
(inflow)

"The first
alternative
reflects the
possibility
of risky
ownership..."

(110,715)

6.710

$219,285
$
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Approximate rate of interest equals 8 percent.

Exhibit 5
THREE -YEAR LEASE PLUS YEAR -TO -YEAR RENEWALS VERSUS TEN -YEAR PURCHASE

$230,000

$236,775

14%
Present value
Factor
Amount
1.000
330,000
5.216
(86,064)

243,936

$

$

Difference (lease minus purchase)
Approximate rate of interest equals 12.4 percent.
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$

$

$

@

@

$

Present values of purchase flows
6%
Purchase
Present value
Years
flows
Factor
Amount
330,000
0
$330,000
1.000
(93,225)
5.650
1 -10 (16,500)

$

$239,960

14%
Present value
Factor
Amount
80,000
1.000
1.647
65,880
.675
13,500
2.624
78,720
.270
(8,100)

@

Present value of lease flows
12%
Present value
Lease
Years
flows
Factor
Amount
80,000
80,000
1.000
0
1.690
67,600
1 -2
40,000
.712
14,240
3
20,000
2.926
87,780
4-9
30,000
.322
(9,660)
(30,000)
10

(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)

Net
$ 330,000
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)
(16,500)

3,185

$

(40,000)
(40,000)
(40,000)
(30,000)
(30,000)
(30,000)
(30,000)
(30,000)
(30,000)
(30,000)

Outlays
$330,000

Net
80,000
40,000
40,000
20,000
30.000
30,000
30,000
30,000
30,000
30,000
(30,000)

Purchase cash flows
Tax shield
(inflow)

@

$

Outlays
$80,000
80,000
80,000
60,000
60,000
60,000
60,000
60,000
60,000
60,000

$

Years
0
1
2
3
4
5
6
7
8
9
10

Lease cash flows
Tax shield
(inflow)

$( 13,936)
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"Hopefully,
the new
Financial
Accounting
Standards
Board will be
able to deal
with this
issue . . . "

sonable. The third alternative represents continuing
risk of ownership which can be avoided by year -toyear lease renewal. In each case the lessee is trying
to avoid risks of ownership and to do so he will
have to pay a price. The price is the differential rate
of interest applicable to each situation as determined above. The three rates may be summarized
as follows:
After tax implicit
Lease commitment
interest rate
Three -year lease vs. three year purchase
8.8%
Three -year lease plus purchase
option vs. ten -year purchase
8.0%
Three -year lease plus year -to -year
renewals vs. ten -year purchase
12.4%
It should be quite clear that the quasi- financing
approach to lease - purchase evaluations emphasizes
the premium to be paid in order to avoid various
risks of ownership. For example, the three -year lease
involves a 4.8 percent after tax premium (after subtracting the best borrowing rate of four percent)
to avoid the risks inherent in purchase; the three year lease plus the purchase option involves a
slightly reduced premium of four percent (8.0 %4.0 %) due to the assumption of more ownership
risk via the purchase option; and the three -year
lease plus year -to -year lease renewals involves a
larger premium of 8.4 percent (12.4 % -4.0 %) since
practically no risks of ownership are involved for
the lessee.
Uncertainty and Leases
In many leasing situations there are elements of
uncertainty which can readily be attached to the
quasi- financing analysis. For example, in operating
leases the salvage value at the end of the operating
lease, the purchase price option at such time and
lease renewal provisions may not be too definite.
Each of these items, however, can easily be introduced into our analysis by means of optimistic,
pessimistic and most - likely estimates in order to
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derive minimum, maximum and most - likely impact
on the premium rate of interest.
With such data in hand the lessee can be more
rational in his bargaining over the specifics of a
leasing contract. He could perhaps negotiate an
upper limit on the renewal rental provisions. By
the same token he might be able to negotiate a
lower limit on the salvage value through a repurchase provision by the lessor.
The Lessor's Pricing Dilemma
Much of the literature on leasing deals with the
leasing decision from the point of view of the
lessee. The lessor has an equally important problem
in that he should set up a consistent set of leasing
alternatives. In most instances the quasi- financing
approach should help him to do this in terms of the
premium rate of interest he asks for assuming
various ownership risks. Actuallv, the quasi- financing technology, if adopted, could produce very rational negotiations between lessee and lessor since
both would be concentrating on the key elements;
the premium rate of interest and the ownership
risks to be avoided or assumed.
Conclusion
Too often in the past, lease - purchase analysis
has revolved around the inappropriate and simplistic
question of, "Should I lease or purchase ?" 8 whereas the real question should be, "How large a
premium should I pay to avoid various ownership
risks ?"
Negotiations between lessee and lessor could
then be the key in any leasing arrangement. With
an understanding of the quasi- financing approach
to lease evaluations a substantial portion of the
negotiation could revolve around the key financial
element: the premium rate of interest.
❑
8
For a number of years the lease- Purchase decision has been substantially influenced by the accounting treatment of leases in financial statements. Many executives have actually incurred excessive
leasing costs in order to obtain financing which didn't have to be
reported as a balance sheet liability. Hopefully, the new Financial
Accounting Standards Board will be able to deal with this issue
and perhaps the quasi-financing approach would be of assistance to
the Board in making lease- purchase decisions more understandable.
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CAPITALIZING
NET LEASE RENTALS
Except for certain types of firms, the capitalization of net lease
rentals will have less impact on financial reporting than generally
believed.
By Donald E. Vaughn and Ronald W. Melicher
The lease method of acquiring the right to use
equipment or real property offers numerous advantages to the lessee company. It offers an alternate source of funds, flexible terms of payment,
exact amount of payment (for gross leases), avoidance of other costs (such as compensating balances,
indenture restrictions, idle funds, and underwriting
costs), increased leverage (off the balance sheet
financing), and certain income tax advantages.'
Small companies, or firms with financial difficulties
can often obtain the right to use equipment through
a leasing arrangement. Leasing contracts often offer
100 percent financing rather than requiring a substantial down payment as in an installment purchase. Special investment tax credits (often passed
through to the lessee) and the use of accelerated
depreciation methods may be of greater tax benefit
to the lessor than they would be to the user if he
owned the equipment. Similarlv, the lessor may
have a lower borrowing rate (a higher credit rating)
than the lessee (a lessor institution or a municipality
leasing pollution control equipment, for example)
and pass this advantage back to the lessee in the
form of relatively low interest cost on the lease
contract.
Lease Reporting in Financial Statements
The historical treatment of leases on the balance
sheet and the expenses associated with them on the
income statement have depended somewhat on the
economic characteristics of the lease contract. In a
leasing arrangement, title remains with the lessor
but may be transferred for some consideration at a
later time to the lessee. The contract may be so
drawn as to grant the lessee the major portion of
ownership attributes, such as suffering economic
risks or receiving economic benefits from uncertain
asset terminal values. The periodic rent may be
gross or net of such items as repair, maintenance,
taxes, and insurance. Third party assignment may
be permitted to the lessor (sale of the contract) or
to the lessee (subletting). Any special tax benefits,
such as investment tax credits, may accrue to the
MANAGEMENT ACCOUNTING /JANUARY 1974

lessor or be passed through with his permission to
the lessee.
In 1949, the AICPA Committee on Accounting
Procedure published Accounting Research Bulletin
No. 38 dealing with leasing. Chapter 14 of Bulletin
No. 43, published in 1953, restated and slightly
simplified the stand taken in 1949. Subsequently,
Professor John Myers of Northwestern University
was commissioned by the AICPA to prepare Accounting Research Studv No. 4, Reporting of Leases
I n Financial Statements, which was published in
1962. The report provided a strong conclusion
about reporting leasing obligations on the financial
statements. Although Myers suggested that lease
data could be shown in notes to financial statements, he suggested that such notes should be
reserved to provide supplementary information, and
that the balance sheet should give a complete summary of the financial position of the firm. "To the
extent that leases give property rights," he said,
"these rights and related liabilities should be measured and incorporated in the balance sheet."
In 1964 and 1966, the Accounting Principles
Board drafted Opinions No. 5 and 7 recognizing
the types of leases which were the equivalent of
installment purchases and those which were not the
equivalent of installment purchases. APB Opinion
No. 5 recommended that where a lease is the
equivalent of an installment purchase, that leased
property and the associated liability be recorded as
an asset and liability. Depreciation is taken on the
capitalized value of the asset; and maintenance,
taxes, insurance and other out -of- pocket periodical
expenses are recognized as they occur. The amount
of the rent payment is prorated to interest and
principal. Where the lease is not the equivalent of
an installment purchase, APB Opinion No. 5
recommends that asset and liability recording not
take place. Rent on such an operating lease is
expensed in full as incurred.
Accounting Principles Board Opinion No. 7 deals
with accounting for leases by lessors. The Opinion
recognizes two acceptable methods of accounting
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Louis A. Zehner, Jr., "Investor Leasing Programs," Financial
Executive, July 1970.
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"The carrying
amount of
capitalized
leases
should be
amortized
in a manner
similar to that
used by
owners of
property."
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for costs, revenues, and profits from leasing contracts, the financial method and the operating
method. The financial method (which is suggested
as being appropriate for net leases) assumes that
the excess of the sum of the contract periods' rent,
less cost and scrap value, equals the amount of
interest income. The constant rate of interest on the
unpaid balance is recognized periodically on the
contract. The difference between rent and recognized interest is treated as a reduction of loan principal. Under the operating method, aggregate rentals
are reported as revenues over the life of the lease.
The income statement reflects as expenses the
depreciation of the leased property, maintenance,
and other related costs of providing services under
the contract. Opinion No. 7 generally recommended
that financial leases be reported under the financial
method and that other contracts in which the
lessor retains substantial risks of ownership be reported under the operating arrangement.
Numerous difficulties have been voiced by both
the business community and the accounting profession in interpreting the meanings of Opinions No.
5 and No. 7. The guidelines in Opinion No. 7 on
risks and rewards of ownership were difficult to
evaluate (i.e., tax benefits and residual values). The
meaning of building up a material equity on leased
property, in determining the appropriate interest
rate to use in the present value capitalization approach, and in defining a related lessee - lessor arrangement also provided problems.
Over the 1970 -1972 period, the Accounting
Principles Board began to develop exposure drafts
to a revised Opinion for treatment of leases in
financial statements by both lessees and lessors. The
most recent of these exposure drafts was dated
January 18, 1972. The revised Opinion called for
the capitalization of financial leases (that is, one
where approximately all of the risks and rewards of
ownership pass to the lessee) when the lessee bears
taxes, repairs, insurance; and where one of the following conditions are present: (1) the lease contract cannot be cancelled and covers the entire
service life of the asset, (2) title passes to the
lessee after specified lease payments, (3) the lessee
is permitted to buy the residual value at a price
below the probable fair value of the asset upon
expiration of the lease, or (4) the estimated terminal value accruing to the lessor is less than 10 to
15 percent of the selling price of the asset using
service lives of similar assets. If land and buildings
are involved in a lease which covers all or substantially all of the service life of the building and the
land reverts to the lessor at the expiration of the
lease, the building should be capitalized as a leasehold improvement and amortized over the life of
the lease.
The Opinion requires the capitalization of leases
when the following conditions between related
parties exist: (1) owned companies (50 percent or
greater), joint ventures, or phantom corporations;
(2) with lessees' pension trusts, profit sharing plans,
or charitable foundations; (3) where lease payments are pledged as security for a loan to the

lessor; (4) where there are common officers or
directors; or (5) where potential control of the
lessor by lessee exists.
The amount to be capitalized should be computed at the commencement of the lease commitments for the primary term plus any favorable
renewal terms and /or purchase values. The longterm debt cost of the lessee is suggested as a discount factor. Such capitalized value should be equal
to or less than the fair value of the property at the
inception of the lease (giving consideration to tax
credits and benefits from accelerated depreciation) .
Buildings and land should be capitalized separately
with land shown at fair value at inception of the
lease and the buildings at discounted rental equivalents. For related parties, however, the amount to
capitalize should be the greater of the present value
of the estimated future lease commitment (assuming the property is leased for its remaining useful
life) or the undepreciated cost of the property to
the lessor.
The carrying amounts of capitalized leases should
be amortized in a manner similar to that used by
owners of property. The sinking -fund method is
disallowed whereas the "interest method" is specified. With the latter method, interest expense (to
a lessee) or interest income (to a lessor) over the
life of a note is to be amortized so as to provide a
constant rate of interest. Other methods of amortization may be used if the results obtained are not
materially different from those which would result
from the interest method.
Evaluation of Lease Financing
The following examples provide a means for illustrating the use of the financial method for determining interest expense recognition where leases
are capitalized. The leasing arrangements described
would not necessarily require capitalization under
APB Opinion No. 5 or the exposure draft revision
unless (1) the lessee also receives favorable buy -out
options or (2) the leases are between related parties.
IMPACT ON FINANCIAL STATEMENTS

Let us assume, for illustrative purposes, that a
certain manufacturing company, CMC Company,
has a current level of sales of $10,000,000, operating
expenses of $9,000,000, financial expenses of
$200,000, and state and Federal income taxes equal
to one -half of taxable income. A detailed listing of
operating expenses is shown in Exhibit 1. Analysis
suggests that sales may be expanded by 20 percent
if the firm commits $2,000,000 to additional fixed
assets and $520,000 to current assets. A review of
the expenses suggests that materials costs are
variable, labor costs are one quarter fixed and three
quarters variable, cash overhead is one half fixed,
depreciation averages 10 percent of net book value
of depreciable fixed assets, selling expenses are one
half fixed, general expenses are one half fixed, and
financial expenses are dependent upon the outstanding debt and leasing contracts. The company
in the past has declared about one -half of its after
tax earnings as dividends on common stock but
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The financial officer determines that additional
bonds (up to $1,400,000) may be issued at a net
effective yield of eight percent; common shares may
be sold in the market to net the firm book value per
share after flotation costs and market price pressures; or all or a portion of the land, plant, and
equipment may be acquired on leasing arrangements.
The land and plant, estimated to cost $400,000
and $800,000, respectively, with the plant to have
an estimated life of 30 years, may be ]eased on a
net basis from an insurance company over 25 years
with 85 percent amortization of loan principal and
with annual interest at seven percent. Payments are
to be made at the end of each year, and the salvage
value of the land and plant at the end of the lease
contract period is estimated by corporate management to be $400,000. CMC receives the right to
buy the plant at appraised salvage value in 25 years.

varies the figure somewhat depending on other
needs for funds.
A breakdown of assets, liabilities, and equity is
shown in Exhibit 1. At the present time, the firm
has current assets amounting to $2,600,000, land
which costs $2,000,000, and $8,000,000 in fixed
assets with a net book value of $3,600,000. Credits
consist of $1,500,000 in current liabilities, long -tern
debts of $2,500,000 and common equity of
$4,200,000.
The chief financial officer of the firm developed a
projected statement of uses and sources of funds
(see Exhibit 1) which suggests that investment in
land will be $400,000, additions to plant and equipment will total $1,600,000, and net working capital
(current assets minus current liabilities) will in.
crease by $220,000. The sources of funds will
depend partially on the method used to meet outside financing needs.

"The sources
of funds
will depend
partially on
the method
used to
meet outside
financing
needs."

Exhibit 1
PROJECTED STATEMENTS FOR EXPANSION PLANNING
(Thousands of Dollars)
8%
Bonds

Common
stock

$10, 000

$12,000

$12,000

1,268
634

1,380
690

1,383
691

1,305
562

400
4.0%
10 . 0 %

634
5. 3 %
14 . 1 %

690
5. 7 5%
12. 9%

692
5. 7 5%
15. 0%

653
5. 44 %
14 . 4 %

$10,200

$

1,800
3,736
4, 542

1,800
2,500
5,900"

$10, 200

8,900

$10,078

600
220

33
356
1,513
220

2,220

820

2,122

2,220

-

$

$
$

420
400

$

520
300
1,400

$

2,220

-

520
300
1,900

400
1,600
220

-

-

2,220

$

$

$

400
1,600
220

820

$

Total

$

Sources
Depreciation
Retained earnings
Outside financing

1,800
2,500
4,600

$

$

$

Total

10, 078

$

8,200

8,900

3,120
2, 356'
4, 602

$

1,800
3,900
4, 500

$10, 200
$

1,500
2,500
4,200

3,120
2,000
3,780

$

$10,200

3,120
2,400
4,680

$

8,200

&

SOURCES AND USES OF FUNDS
Uses of funds
Debt retirement
Land
equipment
Plant
Net working capital

$

$
$
$

Total

3,120
2,400
4,680

$

Liabilities and equity
Current liabilities
Long -term debt (at 8 %)
Common equity (1,000,000 shares)

$

$

Total

2,600
2,000
3,600

-

BALANCE SHEETS
Assets
Current assets
Land
Depreciable assets (net)

$

800
400

$

(3,360)
(3,680)
(1,760)
(411)
(660)
(440)
(284)

$

(3,360)
(3,680)
(1,760)
( 420) '
(660)
(440)
(317) 2

Before tax profits
T axes at 50%
After tax profits
Profit margin
Return on equity at year end

$12,000

(3,360)
(3,680)
(1,760)
(520)
(660)
(440)
(200 )

$

1/ 217
1/ 2 F
V

$12,000

(3,360)
(3,680)
(1,760)
(520)
(660)
(440)
(312 )

$

(2,800)
(3,200)
(1,600)
(400)
(600)
(400)
(200 )

V
1/ 4F
1 /217

Assumed method of financing
Leases
Leases
footnoted
capitalized

-

INCOME STATEMENTS
Sales
Expenses
Materials
Labor
Cash overhead
Depreciation, 10% D.B.
Selling
General
Financial

Current
level

$

Variable
or
fixed

511
342
1,269
2,122

'

'

'

'

Notes:
Assumes $400,000 equipment purchased, $200,000 leased on net basis
Includes lease rental payments of $100,127 on plant and $16,504 on equipment
Lease rentals capitalized at eight percent for 25 years with one thir d t o land, t wo thir ds to buil di ng
Used as a balancing figure Net income increase in retained earni ngs equals di vidends distr ibut ed - Some 333,333 shares ar e s old at
book value.
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"Balance
sheet
reporting is
substantially
affected by
the method
used to
finance the
expansion..."

Equipment with a 10 -year tax guideline life, in
units of $200,000, is also available on a net lease
basis. The equipment leasing firm requires 100
percent payout, with first -of- period semiannual payments for eight years and with an eight percent
annual rate of return. The scrap value of the equipment, estimated by CMC management to be 10
percent after eight years, will belong to the lessor.
C O N T R A S TS . Exhibit I contrasts projected financial
statements ( income statement, balance sheet, and
sources and uses of funds statements) for CMC
when financing with bonds, common stock, footnoted leases, and capitalized net lease rental payments, respectively. Under any of the financing
alternatives the major difference in the projected
income statement is the charge for depreciation and

Exhibit 2
AMORTIZATION OF NOTES

Period
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

End -of -year payments of $100,127 with 7.0% rate
Principal
beginning
Interest
of Period
84,000
1,200,000
82,871
1,183,873
81,663
1,166,617
80,371
1,148,153
78,988
1,128,397
77,508
1,107,258
75,925
1,084,639
74,231
1,060,437
72,418
1,034,541
70,478
1,006,832
68,403
977,183
66,182
945,459
63,806
911,514
61,264
875,193
58,543
836,330
55,632
794,746
52,518
750,251
49,185
702,642
45,619
651,700
41,803
597,192
37,721
538,868
33,352
476,462
28,678
409,687
23,677
338,238
18,325
261,788

Principal
reduction
16,127
17,256
18,464
19,756
21,139
22,619
24,202
25,896
27,709
29,649
31,724
33,945
36,321
38,863
41,584
44,495
47,609
50,942
54,508
58,324
62,406
66,775
71,449
76,450
81,788•

*

Beginning -of- period payments of $16,504 with 4.0% rate
Principal
Principal
beginning
reduction
Interest
of period
Period
$16,504
- 0 $200,000
1
9,164
7,340
183,496
2
9,531
6,973
174,332
3
9,912
6,592
164,801
4
10,308
6,196
154,889
5
10,721
5,783
144,581
6
11,150
5,354
133,860
7
11,596
4,908
122,710
8
12,059
4,445
111,114
9
12,542
3,962
99,055
10
13,044
3,460
86,513
11
13,565
2,939
73,469
12
14,108
2,396
59,904
13
14,672
1,832
45,796
14
15,259
1,245
31,124
15
15,865 0
635
15,865
16
Slightly smaller than other payments due to upward rounding of prior
payments.
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financial expenses. The expansion program appears
to be highly profitable with any of the suggested
financing methods. Profit margins (during the first
full year of expanded operations) are expected to
be 5.3 percent with bond financing, 5.75 percent
with stock, 5.75 percent with footnoted leases, and
5.44 percent with net lease rental capitalization. Return on year -end book equity, however, is forecasted to be lowest when using equity, highest
when footnoting lease financing, and next highest
when capitalizing net lease rentals.
Balance sheet reporting is substantially affected
by the method used to finance the expansion,
though current assets and current liabilities are
assumed to expand by 20 percent under each of the
alternatives. With bond financing, debt is expected
to be used in meeting the entire outside financing
needs ($1,400,000) while retained earnings (net of
dividend declarations) are planned at $300,000.
With equity financing, a similar retained earnings
and the sale of common to net the firm book value
per share will increase the number of outstanding
common shares by one- third. With lease financing,
the fixed asset mix and capitalization structure will
depend on whether net lease rentals are capitalized
or merely shown in notes to financial statements.
A T 1 o R T 1 Z A T 1 o N . Amortization schedules of interest
and principal for the two lease contracts are shown
in Exhibit 2. The lease contract on the land and
plant calls for 25, end -of -year payments, an annual
return of seven percent, and 85 percent amortization of principal. The equipment lease requires 16,
semiannual, beginning -of- period payments with periodic interest (of 8.0/2 = 4.0 percent) which will
fully amortize the $200,000 debt over eight years.
Scrap belongs to the lessor. The end -of -year rental
payments on the 25 -year contract must be $100,127.
The amount is determined by adding the constant
interest for the 15 percent unamortized principal
( $180,000 X 0.07 = $12,600) to an amount required to amortize $1,020,000 over 25 periods at
seven percent. The latter is determined by applying
0.858105 (read from partial payment tables)
against the principal to be amortized. Thus,
$12,600 + ($1,020,000 x 0.858105) = $ 100,127.
Interest during the first period is $1,200,000 X .07
= $84,000 with the balance of the rental payment
being applied to the principal. The process is continued for 25 vears until the unamortized principal
reaches $180,000.
Determination of the beginning -of- period, semiannual payments on the equipment leasing contract requires two steps not indicated in the above
illustration. First, the eight percent annual rate,
with semiannual payments, requires the use of
present value tables designed around four percent.
Next, the correct present -value factor to use in calculating the equal beginning -of- period, semiannual,
rental payment is the present worth of "1" per
period factor (where i = 4.0 percent and n = 15,
plus one). That is, the payment should be
$200,000/(1.0 + 11.1184) = $16,503.83 which for
convenience we round upward to the next dollar.
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Exhibit 3
MISCELLANEOUS FINANCIAL CONSIDERATIONS
Current
level
DEBT AND EQUITY MIX
Current liabilities
Long -term debt
Common equity

Bond
financing

Stock
financing

Leases
footnoted

Leases
capitalized

18%
30
52

18%
38
44

18%
25
58

20%
28
52

18%
37
45

Total

100%

100%

100%

100%

100%

PER SHARE RELATIONSHIPS
Earnings per share
Cash flow per share
'Dividends per share

$.40
.80
.20

$.63
1.15
.33

$. 52
. 91
.29

$.69
1.11
.29

$.65
1.16
. 31

8.5x
5.4x

7.9x
5.6x

'

COVERAGE RATIOS BEFORE TAXES
7.9x
5.0x
5.Ox
Bond interest earned (x)
7.9x
5.Ox
5.Ox
Financial charges earned (x)
Assuming that stock is sold to net book value per share after all flotation costs

"Cash flows
per share
are slightly
improved
with leases
capitalized..."

Prorations of periodic rentals are then made to interest and principal in the same way as above except
that the initial payment made at zero time carries
no interest.
Numerical values developed in Exhibit 2 are
employed in the lease financing columns of Exhibit
1. With footnoted leases, lease rentals are assumed
to be $100,000 + $17,000. The balance of the
equipment needs, $600,000, is presumed to be financed with internally generated cash throwoff.
Depreciation charges are estimated at ($3,600,000
+ $600,000) 0.10 = $420,000.

Net lease rental payments are capitalized for the
two contracts in the following amounts (eight percent is the presumed debt borrowing cost to the
firm) :
Type of contract
Land and plant
Equipment

Relationship
8% for 25 yrs.
8% for 8 yrs.

Amount
$1,068,834
$200,000

These amounts are shown (Exhibit 1, column 5) as
capitalized values for fixed assets (with one third
of $1,069,000 to land and the balance as plant).
Interest is recognized in period one as shown by the
amortization schedule with the balance of rental
payments being used to reduce the long -term debt
from net rental capitalization. Plant and equipment
accounts are depreciated in the ordinary manner.
Other miscellaneous finaIcial
considerations frequently used in contrasting merits
of debt, equity, or lease financing of expansion are
shown in Exhibit 3. The exhibit is divided into
three parts showing debt and equity mix as percentages of total book assets, per share relationships,
and coverage ratios before income taxes. With bond
financing or leases capitalized, the firm has the appearance of being excessively debt - heavy, contrasted
to the situation when equity financing or footnoted
leases are employed. In the first period, reported
earnings per share are highest with leases footnoted.
They are second with leases capitalized, third with
bond financing, and lowest with equity financing.
Cash flows per share are slightly improved with
leases capitalized over bond financing or leases footDE B T A N D E QU I T Y T i I X .
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noted. Dividends per share are not very meaningful
as the assumed payouts are largely squeeze figures in
Exhibit 1.
The before -tax coverage ratios show mixed results
for the alternative methods of financing. Bond interest earned is greatest for leases footnoted followed
by stock financing and leases capitalized. Financial
charges earned are greatest with stock financing.
Nevertheless, in no instance do the coverage ratios
with any method of proposed financing fall below
that for the latest historical year.
The above comparisons show that when lessors
are willing to make lease credit charges relatively
comparable to the lessee's cost of direct debt borrowing, the impact from leasing on per share items
and financial coverage ratios may be improved with
lease financing over the use of straight -debt or
common equity.
THE EFFECTIVE, TIME -VALUE COST

The effective, time -value cost is that rate of discount which equates cash flows (before taxes) with
the stated purchase price of the asset being evaluated. In our example of the lease - financing offer for
the $200,000 in equipment, we must determine the
rate of discount which equates 16 beginning -ofperiod lease rental payments of $16,504 and the
estimated scrap value of the equipment, $20,000,
with the cash cost of the equipment. This is done
by a trial- and -error method, though we know that it
will exceed the four percent per period used in the
amortization schedule. The calculation, with r =
4.75 percent per period, which provides an annual
yield of 4.75 X 2 = 9.5 percent is as follows:
Period
0 -15
16
Total

Outflow
$16,504
$20,000

4.75% Factor
11.5570
0.4759

Amount
$190,737
9,518
$200,255

Thus the effective time -value cost of the arrangement is slightly above 9.5 percent per year.
The effective financing rate of the land and plant
is computed in similar fashion with end -of -year net
lease rental payments of $100,127 for 25 years and
a terminal value estimated to be $400,000.
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"... another

popular
method for
comparing
the economic
advantages of
leasing is
with the net
present value
of cash flows."

Period
1 -24
25

P. V. Factor
11.6540 at 7`/0
0.1842 at 7%

Amount
$1,166,880
73,680

Total

$1,240,560

1 -24
25

11.1470 at 7.5%
0.1640 at 7.50

$1,116,116
65,600
$1,181,716

Total

Thus, the effective rate is somewhere between 7.0
and 7.5 percent, or approximately 7.35 percent per
annum, a rate somewhat lower than the firm's
long -term bond yield.
One would assume that the land and plant leasing contract is preferred to straight debt financing
since the effective time value cost is less on the
lease. On the other hand, the equipment leasing
contract carries an implied rate of return to the
lessor of 9.5 percent and the lessee would prefer to
finance with straight debt if available at a yield of
eight percent per year.
NET PRESENT VALUE APPR OACH

Since the pattern of cash inflows and outflows
differs for ownership and leasing arrangements, and
because money has a use value, another popular
method for comparing the economic advantages of
leasing is with the net present value of cash flows.
This may be done on a full cash flow basis (i.e.,
total cash flows including after tax profits and non.
cash expenditures are considered) or on an incremental cash flow basis (i.e., only items which differ
under the two alternatives are considered) . The
latter method is lust as valid and easier to employ,
and is shown in Exhibit 4 for the equipment lease.
Let us assume that the company can arrange an
installment purchase with 100 percent of the
needed funds to be amortized over eight years with
semiannual, beginning -of- period payments. We shall
assume that the lease contract qualifies as a bona
fide lease for income tax purposes so that rental
payments are business expenses. In the installment
purchase, the interest (as shown in Exhibit 2),
depreciation (using the declining balance method
with a 10 -year life and zero scrap) , and taxes affect

cash flow patterns. Cash flows are normally contrasted on an after tax basis and discounted with the
firm's cost of capital (or at times, the opportunity
investment rate) . For the CMC Company, the after
tax cost of capital is computed as follows:
Source
Proportion After tax cost Weight
Debt
.37
.04
.0148
Common equity
.63
.10
.0630
Total

.0778

For convenience, let us round the above calculated
cost of capital to eight percent as the discount
factor.
The incremental net present value cash flows for
the assumed installment purchase and for the proposed leasing arrangement are contrasted in Exhibit
4. The mathematical relationships for their net cash
outflows are as follows:
Purchase
°-' — Pi+(1— t)(D; —I1
NPV = 120
(1 + k) 1
0— t)(S —B) _
(I +k)'

(1

S
+k)■

Lease
NPV

=

R.
1 z 0 ( 1 + ,k)' =

,_I

R

1 + 1 — ( 1 +1

k)1

k
Where
P, = Principal repayment in ith year
t = Tax rate of firm
D, = Depreciation in ith year
I; = Interest in ith year
R; = Rent in ith year
k = Discount rate
B = Book value of asset at disposal
S = Estimated scrap at disposal
The schedule in Exhibit 4 is constructed with
eight years rather than for 16 semiannual periods
but the results are not materially different in using
either of the methods. The net present values are

Exhibit 4
LEASE OR PURCHASE DECISION

20, 000

—

1)
$7,340)
13,565)
11,979)
10,262)
8,407)
6,399)
4,228)
1,880)

P r
8
%
P.V.
factor
.926
.857
.794
.735
.681
.630
.583
.540
.540
.540

value
of flows
($8,647)
8, 764)
(11,290)
(12,963)
(14,037)
(14,650)
(14,190)
(13,776)
1,678
10,800

($16, 504) '

5. 747'

($94, 848)

Total NPV (P)

($85, 839)

'

'

Total NPV (L)
After tax cost of semiannual rent payments
Read from present value per period tables

esen t

After tax
net flows
(1)
(2)
($9, 338)
(10, 226)
(14, 219)
(17, 637)
(20, 613)
(23, 255)
(24, 340)
(25, 511)
3,107
20,000

(

—

—

—
—

—

(

(

(

(

(

1
2
3
4
5
6
7
8
8
8

(2)
(I
t) (D
.5($40,000
.5( 32, 000
.5( 25,600 —
.5( 20 , 4 80 —
.5( 16, 348
.5( 13,107
.5( 13, 10 7—
.5( 13,107
.5( 6,215)
—

(1)
Principal
($25, 668)
19,943)
( 25,600)
( 22,746)
24,601)
26,609)
28,780)
31, 124)

—

Cash flows with
installment purchase
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first calculated for the purchase alternative by
(1) adding the periodic outflows for principal repayment to one -half the difference in depreciation
(inflow) and interest expense (outflow); and (2) by
applying the appropriate discount factor against the
after tax (a) periodic cash flows from operations,
(b) difference between scrap and book value of
scrap, and (c) the value of the scrap at the end of
the eighth year. Investment tax credit was omitted
from the equipment illustration since many lessors
pass the credit through to the lessee, and similar
items are eliminated in an incremental cash flow
analysis. The net present value of cash outflows
from the installment purchase is determined to be
$85,839. Conversely, the net present value of incremental lease cash outflows is determined to be
$94,848. The conclusion, would be that it is economically preferable to finance the equipment with
an installment purchase rather than with a lease in
this case. The use of another discount factor, however, could reverse a close decision. The reader
should note that the value of the scrap is critical
in the above decision. If scrap is only $2,000 rather
than the assumed $20,000 we would be indifferent
as to the method of financing.

The Continuing Controversy
Strong arguments have been presented on both
sides of the leasing debate: whether to footnote
important lease characteristics or to capitalize their
net lease rentals. The Securities and Exchange Commission considered the issue and in 1972 revised
Regulation S -X (on lease reporting) to read:2
"(i) Commitments and contingent liabilities.—(I) If material in amount, there shall
be disclosed the pertinent facts relative to
firm commitments for the acquisition of permanent or long -term investments and property, plant and equipment and for the pur' Securities and Exchange Commission, Release No. 125, June 23,
1972.

chase, repurchase, construction, or rental of
assets under material leases.
(2) Where the annual rentals or obligations
under noncancelable leases which have not
been recorded as assets and liabilities are in
excess of one percent of total sales and revenues of the most recent fiscal year, there
shall be shown (i) the minimum annual
rentals for the current and each of the five
succeeding years; (ii) the nature and effect of
any provisions that would cause the annual
rentals to vary from the minimum rentals;
and (iii) a description of the types of property leased, important obligations assumed or
guarantees made, and any other significant
provisions of such leases."

"Strong
arguments
have been
presented on
both sides of
the leasing
debate ..."

While the S.E.C. did not take a stand against
net lease rental capitalization, it did strengthen
its requirements concerning financial statement reporting. Other Federal agencies will likewise have
to face the issue in future years.
Discussion with lessors and certain government
agency officials and a review of the published literature leads us to believe that the capitalization of net
lease rentals by lessee firms would not have a substantial impact on the financial statements and per
share data of most companies outside of the finance,
retail trade, and transportation industries. Many of
these firms, because of their heavy reliance upon
lease financing of buildings and equipment, would
find capitalization distasteful.

Conclusion
Manv financial institutions and wealthy investor
groups have in recent years begun, perhaps largely
due to income tax treatment differences of bond
interest and lease rental income, to offer leases on
business properties at terms more favorable than
long -term bond yield costs. The response by business has therefore been toward a much greater usage
of lease financing.
0

Errata
The following changes need to be made to correct
errors in Exhibit 4 of the article, "Decision Tables
for Clerical Procedures," page 25, October 1973: In
column 3, replace existing X's with one X at "Go
again." In column 4, replace existing X's with one
X at "Perform hamburger." In columns 13, 14, 15,
and 16, at "Bone and fat," change Y's to N's. In
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Exhibit 3, column 5 for Steak is similar to column
8 of Exhibit 4, but with an indifference to bone
and fat. It should therefore be the same as column
3, "Buy" and "Leave store."
Our thanks to
C. W. Kiefert
Cleveland Chapter
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STANDARD COSTS
FOR DELIVERY SYSTEMS
Any firm that runs its own fleet of delivery vehicles should have a
cost system capable of measuring the efficiency of the delivery
operation.

By Richard D. Enright

R. D. ENRIGHT
Reading Chapter
(Morristown 1966),
is Manager of
Accounting, Bachman
Foods, Reading, Pa.
Mr. Enright holds a
B.A. degree in Business
Administration from
Moravian College,
Bethlehem, Pa.

This article was
submitted through the
Reading Chapter.

The firm that measures the efficiency of its manufacturing operations with micrometer -like accuracy
but lumps its delivery costs on the income statement may be playing a dangerous game. For many
reasons, it may be as important to evaluate the
cost to deliver as it is to evaluate the cost to manufacture. The first and most obvious reason is that
delivery costs may represent a significant portion
of the sales dollar. Another important factor is that
the principal operators (drivers) of the delivery
system are by the very nature of their work largely
unsupervised. In manufacturing, most flagrant violations of good work practices can be corrected by
supervision without the aid of standards or yardsticks of performance. But once the driver leaves
the plant with his trailer, no one can visually observe
his work practices. If costs are to be controlled,
the driver's performance must be measured. Therefore, if a firm is to run its own fleet of delivery
vehicles, it must have a cost system capable of
measuring the delivery operation. In this article, we
will show how such a system was developed in one
company.
Case Study
The company is a large producer of snack foods
(pretzels, cheese twists, popcorn, etc.) . Between
80 -90 percent of its products are delivered in leased
vehicles from three manufacturing locations. Snack
foods are very light products to ship. Consequently,
the shipping weights of the products are not important in measuring costs. Because each trailer
represents a definite number of cubic feet available,
the important question is how many cubic feet of
space do the products occupy?
The Measuring Unit
The first thing to be determined is the basic
measuring unit. In manufacturing it would be units
produced or a job completed. In deliveries the basic
unit is one trip. Each trip scheduled becomes the
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equivalent of a separate job in a job order system.
The next step is to determine what factors cause
the costs of one trip to differ from the costs of
another. After studying the actual costs for several
months, we defined four cost factors:
1. The number of miles traveled
2. The amount of product to unload (The amount
of product to be carried has no effect on the
cost.)
3. The number of stops which must be made (The
same amount of product will cost less to unload
at one stop than it will to unload at four stops.)
4. Whether or not the driver will have to sleep
away from the home plant (This is a function
of the three items above.)
The analysis requires certain cost figures which
include the driver's wages based on hours and /or
mileage, wages during breakdowns, fringe benefits,
tractor costs, trailer costs, meal allowances, lodging,
and miscellaneous costs such as tolls, highway use
taxes, insurance, etc. Wages, fringe benefits, meal
allowances and trailer rental (idle time) must also
be included in product unloading costs, stop costs,
and lodging costs. These costs, as illustrated in
Exhibit 1, were converted into the basic costs per
mile, cost per 100 cubic feet (unloading cost), cost
per stop, and cost per night (lodging).
Performance Factors
In addition to the cost factors, we must establish
performance factors. These factors are developed
by a study of the records from trips already taken
and the judgment of the distribution manager.
The performance factors were as follows:
Factor
Speed (40 mph)
Breakdown frequency
Unloading time
Stop time
Lodging time

Use
1 hr /40 miles
.001 hr,/mile
.25 hr /100 cubic feet
.50 hr /stop
8.00 hrs /night
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Applying lodging time to the standard cost of a
trip is difficult. The need for lodging is largely controlled by Federal regulations. A driver is allowed
15 hours work a day of which no more than 10
hours can be actual driving. To determine lodging
time, we have developed the table in Exhibit 2.
For example, if the driver travels 400 to 799 miles
and makes one stop, he is entitled to one night's
lodging. If he travels 700 to 1,099 miles and makes
three stops, he is entitled to two nights' lodging.
Although the table, as shown, covers most cases,
it can be very easily extended to include higher
mileages or more stops.
Before the standard cost can be determined, the
length of the trip in miles must be known. The
sources for this information are ordinary road maps
available at most service stations. Road -map distances are amazingly accurate, and we have developed distances for several hundred points. A
record of these distances is kept on file.
Trip Costs
We have now established that a trip (trip length
up to 225 miles) should cost: $.49 per mile plus
$1.18 per hundred cubic feet to be unloaded plus
$2.37 per stop plus $21.04 for each overnight.
Since the need for an overnight can be determined from Exhibit 2, we can determine the cost
of a trip in advance if we know three things:
1. The cities to be visited
2. What volume is to be delivered in terms of
cubic feet
3. How many stops (delivery points) there will be
in each city
Example
Let us assume we are going to make a trip from
a plant in Reading, Pa. to Boston, Mass. with two
delivery points in Boston. The shipment totals 2,000
cubic feet. Our standard costs would be:
1. 690 standard miles at $.43 per mile
2. 2,000 cu. ft. at $1.18 per 100 cu. ft.
3. Two stops at $2.37 per stop
4. One overnight

$296.70
23.60
4.74
21.04

Total

$346.08

A standard cost is prepared for each trip. The
standard cost is later compared with the actual
cost of that trip, and the trip variance is determined. This history enables us to measure performance by the following:
1. Driver -If one driver consistently has an unfavorable trip variance, action can be taken to
correct the situation.
2. Stops -If a certain delivery point consistently
takes too long for unloading, a discussion between the customer and our distribution manager will usually solve the problem (changing
delivery time, enlisting more help from the customer, etc.) .
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3. The delivery department- Adding up the totals
for a number of weeks or months gives a very
good measure of the department's performance.

"... we can
determine the
cost of a trip
in advance if
we know three
things."

The standard cost system also gives us the ability
to measure costs by territory, shipping quantity, and
individual customer. Since most of our trips require
more than one stop, it is necessary to prorate the
cost of a trip over several stops. The following procedure has been developed for this purpose:
1. Costs determined by mileage are assigned to the
delivery points involved by prorating the total
mileage cost by the product of the amount of
cubic feet per delivery point and the distance
each delivery point is from the shipping point.

Exhibit 1
FACTOR COST BREAKDOWN
Mileage costs
Wages
1. For t rips up to 225 standard m iles
2. For trips f rom 226 to 550 standar d mi les
3. For tr ips of 551 or more standard miles
Breakdown costs ($3.00 /hr. X .001 hr /mile)
Fringe benefits (20 percent of above items)
1. For trips up to 225 standard miles
( $ 1 5 0 + $ . 0 0 3 ) X (.20)
2. For trips from 226 to 550 standard miles
( $ 1 2 0 + $ . 00 3 ) X (.20)
3. For trips of 551 or more standard miles
($.100 + $.003) X (.20)

Costs per mile
$.150
$.120
$.100
.003

.003

.003

.031
.025
. 021

Meal allowance ($.30 /trip hr *)
(1 hr = 40 m i les ) ( $. 30/ 40 m i l es )

.008

.008

.008

Tractor rental

.250

.250

.250

Trailer rental ($50 /wk or $.83 /trip hr *)
(1 hr = 40 mi les) ( $. 83/40 mi les)

.022

.022

.022

Miscellaneous costs (includes tolls, highway
use tax, insurance, etc.)

.030

.030

.030

Total mileage costs:
1. For tr ips up to 225 standard miles
2. For tr ips fr om 226 to 550 standard miles
3. For trips of 551 or more standard miles
Product unloading costs
W age costs ($3.00 /hr X . 25 hr )
Fringe benefits ($.750 X .20)
Meal allowance ($.30 X .25 hr)
Trailer rental ($.83 X .25 hr )
Total product unloading costs
Stop costs
W age costs ($3.00 /hr X .50 hr )
Fringe benefits ($1.50 X .20)
Meal allowance ($.30 X .50 hr)
Trailer rental ($.83 X .50 hr )
Total stop costs
Lodging costs
Hotel costs
Meal allowance ($.30 X 8 hr s )
Trailer rental ($.83 X 8 hrs)
Total lodging costs

$.494
.$458
$.434
Costs per
100 cubic feet
$.750
.150
.075
.208
$1. 183
Costs per stop
$1.500
.300
.150
.4 15
$2. 365
Costs per
night
$12.00
2, 40
6.64
$21.04

*T rip hours are t he number of elapsed hours between the time the driver
leaves his home plant until his return.
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is easy
to develop
standard costs
by territory,
shipping
quantity, or
individual
customer."

4. Lodging costs are divided evenly among stops.

" . . . it

Exhibit 2
Once the prorating has been accomplished, it is
easy to develop standard costs by territory, shipping
quantity, or individual customer. Such information
can then be used for such purposes as:

LODGING NEEDS BASED ON
MILEAGE AND STOPS
No. of std.
miles
200
250
300
350
400
450
500
550
600
650
700
750
800
850
900
950
1,000
1,050
1,100
1,150

1
0
0
0
0
1
1
1
1
1
1
1
1
2
2
2
2
2
2
2
2

2
0
0
0
1
1
1
1
1
1
1
1
2
2
2
2
2
2
2
2

No. of stops
3
0
0
1
1
1
1
1
1
1
1
2
2
2
2
2
2
2
2
3

4
0
1
1
1
1
1
1
1
1
2
2
2
2
2
2
2
2
3
3
3

1

1
1

5
1
1
1
1
1
1
1
1
2
2
2
2
2
2
2
2
3
3
3
3

2. Costs determined by product unloading time
alone are assigned directly to the delivery points
involved.
3. Costs determined by the number of stops alone
are assigned directly to the delivery points involved.

1. Predicting the cost to deliver to a new customer
2. Determining price differentials by order size
( Our analysis is that this is a straight line relationship.)
3. Determining the price differential by territory
4. Determining whether to ship on common carrier
or our own truck
Conclusion
One of the real benefits of a standard delivery
cost system is the information that can be provided
to the marketing department. Because this method
of costing enables you to determine delivery costs
of individual products or product groups it enhances your ability to price these products and
product groups. A better knowledge of total costs
also improves management's ability to control the
product mix. It would also help them identify those
geographic areas where the delivery costs are lowest.
More importantly, the development of the standard
cost delivery system has proven to be a meaningful
tool in determining what our costs are, what our
costs should be, why our costs are not as they
should be, and what can be done about them.

THE ACCOUNTANT, THE MARKETING MANAGER AND PROFIT
Continued from page 20
actuals, item by item. For all of these items, the
marketing manager should look to the management
accountant to keep him on top of "what is happening" with his business. If the management accountant is not providing this type of insight, then
he is simply not doing his job.
To obtain the sales volume needed to support
the marketing manager's line, 11e, of course, is
allotted so many dollars of an expense nature. These
dollars are used for product development, advertising, sales promotion, sample costs, and other selling
expenses. Generally speaking, these cost elements
are within the direct influence of the marketing
manager. As such, the marketing manager needs to
be regularly apprised of the spending levels for each
of the items within his span of control with particular attention focused on those specific areas that
are significantly over or under budget, i.e., analysis
by exception. It is the management accountant who
must provide this necessary data and, to this end,
the management accountant needs to establish a
cost collection system that will permit the segregation of costs in parallel with the way the spending
patterns are anticipated. Since it is necessary to
deviate from plan, from time to time, the collection
t

system should be so designed that specific expenditures are properly classified and in sufficient detail
to provide answers. This will permit the full analysis necessary to inform the marketing manager on
where the dollars are going.
Conclusion
Because the merchandising of products is a very
dvnamic process, the one thing that is constant
is change. This means, of course, that there must
also be changes in the reporting to meet the changing need. Certainly, the management accountant,
in order to be doing his job properly, will need to
know just as much as he possibly can.
This is especially true when it comes to the information to be supplied to the marketing manager
because of the strategic type of decision that he
makes. Assuming the marketing manager is competent to use information in making these important decisions, with the right type of data and in
the proper quantity, he will know "what is happening with his business —past, present, and the
future—and this puts him in the position of being
able to maximize profits. Because the management
accountant typically provides the information, the
end result, profit, can be greatly influenced by how
well the management accountant does his job.
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INVENTORY CARRYING
COSTS: A CASE STUDY
The determination of carrying costs for each year can provide a
record of past carrying costs that may illustrate trends useful
for future projections of inventory carrying costs.

Inventory carrying costs are explicit as well as implicit. That is, some costs are readily ascertained
from accounting records, while others require extensive study to estimate because they are not distinctly stated. Taxes on inventory, for example, are
explicit costs, while the costs of funds invested in
inventory are implicit costs. Generally, carrying
costs are considered to be proportional to the value
of inventory carried. However, in the short run
some costs, such as those related to the space occupied, remain fixed, regardless of normal fluctuations in inventory.
Inventory Carrying Costs
Cost of capital invested in
inventory
Cost of inventory facilities:
Taxes on inventory facilities
Insurance of inventory facilities
Depreciation on inventory
facilities
Utility costs for inventory
facilities
Rental costs of inventory
facilities

2.62

Cost of servicing inventory:
Taxes on inventory
Insurance on inventory
Warehouse handling expense

1.20%
.20
1.40

2.80

Cost of inventory risks:
Obsolescence
Shrinkage

4.00%
.30

4.30

10.00%
.22%
.03
.34

3.30

20.40%

In estimating the inventory carrying costs for the
ABC Company, four main categories of costs were
considered. These include the cost of capital invested in inventory, the cost of inventory facilities,
the cost of servicing inventory and the cost of inventory risks. The costs shown above represent the
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Cost of Capital Invested in Inventory
The cost of capital invested is generally one of
the principal costs. Manufacturers' estimates of the
cost of capital range from four to fifteen percent
of the investment in inventory. For the purpose
of this study the long term after tax cost of capital
for the ABC Company is assumed to be ten percent. This assumption is based upon the need for
an overall return of ten percent after taxes as a
minimum benchmark in establishing corporate financial criteria. This level of return, while well
below the return on investment earned by the corporation as a whole, is expected to be sufficient to
cover the company's long -term cost of capital and
provide a small safety margin to cover risk.' In
1972, the cost of capital for inventory was 10 percent of $6,469,000 or $646,900.
Costs of Inventory Facilities

.09

Total

inventory carrying costs for 1972 as a percentage of
average inventory costs. (The percentage next to
each item equals the 1972 cost of the item divided
by the 1972 average inventory.)

The cost of inventory facilities consists of: (1)
taxes, insurance, depreciation, and utility cost for
the space occupied by inventories in the plant warehouse and, (2) the charges for rented warehouses.
The costs for taxes, insurance, and depreciation
on space occupied by inventories have been determined by allocation according to the percentage
of total factory floor space occupied by the inventory. Utility costs are also related to space occupied
by the inventory but are based on the plant's oil
and electricity costs that are applicable only to
heating and lighting for the inventory areas. The
charges for rented warehouses are actual expenses
paid in 1972 for these inventory related warehouses.

T. W . HALL
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Supervisor of
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Schick Safety Razor
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Mechanical
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Engineering from
Rensselaer
Polytechnic Institute
and an M.B.A. degree
from Boston
University. Mr. Hall
was awarded a
Certificate of
Recognition for this
article (1972 -73).
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submitted through the
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SPACE RELATED COSTS

The total floor space in square feet consists of:
' It is likely, considering the current cost of money, that this
small safety margin has narrowed.
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were
considered to
be applicable
to inventory
facilities were
heating and
lighting."

Building No. 1
1st floor offices
2nd floor offices
Cafeteria
Building No. 2
All factory areas

233,850

Total

270,650 sq. ft.

14,400 sq. ft.
16,000
6,400

The Inventory areas are all located in Building
No. 2 and consist of:
Packaging material and work in
process material storage
Finished goods warehouse
Raw materials storage area

13,200 sq. ft.
20,400
6,900

Total

40,500 sq. ft.

The percentage of factory space occupied by inventory is then 40,500/233,850 or 17.3 percent.
TA XE S O N I N V E N T O R Y F A C I L I T I E S . The
1972 assessed valuation on buildings and land was
$3,000,000 for which taxes in the amount of
$110,370 were paid. A public assessment company's
sound value estimate of the real property provided
the following information:
P R O P ER TY

Building No. 1
Offices
Building No. 2
Factory
Fixed equipment (boilers,
airconditioning
equipment, etc.)
Yard items (oil tank, water
tank, etc.)
Total

$645,000

16.9%

2,818,000

74.1

72,000

1.9

269,000
7.1
$3,804,000 100.0%

The property tax allocated to factory space, based
upon the above sound values was estimated as 74.1
percent of $110,370 or $81,783. Taxes applicable to
inventory areas based upon percentage of floor space
occupied were estimated as 17.3 percent of $81,783
or $14,148. The property taxes on inventory facilities as a percentage of average inventory for 1972
was $14,148/$6,469,000 Or 0.22 percent.
The follow ing premiums were paid for insurance in 1972:

I N S UR A N C E O N I N V E N TO R Y F A C I L I TI E S .

884
4,088
7,572
$12,544
$

Earthquake
Blanket crime
Property damage
Total

As illustrated above, the value of the factory
area is 74.1 percent of the total sound value of
buildings, fixed equipment, and yard items and the
factory area occupied by inventory is 17.3 percent.
Therefore, the insurance cost applicable to space
occupied by inventory is .741 times .173 times
$12,544 or $1,608. The insurance on inventory
facilities as a percentage of average inventory for
1972 was $1,608/$6,469,000 or 0.03 percent.
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In 1972
depreciation on buildings and building improve ments was $173,250. The depreciation allocated to
inventory areas was .741 times .173 times $173,250
or $22,209. The depreciation on inventory facilities
as a percentage of average inventory for 1972 was
$22,209/$6,469,000 or 0.34 percent.

DEPR EC IATIO N O N

IN VENTOR Y FAC ILITIES.

C O S TS F O R I N V E N T O R Y F A C I L I T I E S . The
utility costs which were considered to be applicable
to inventory facilities were heating and lighting.
Gas and water consumption related to inventory
areas is considered to be negligible. For the purpose
of this study, plant engineering developed the following broad guidelines to be used to allocate the
total plant fuel and electricity costs:
UTI L I TI E S

Fuel oil for steam
Dec., Jan., Feb.
Mar., Apr., Oct., Nov.
May., Jun., Jul., Aug., Sept.

Heating
35%
20%
0%

Process
related
65%
80%
100%

Electricity

Plant
lighting
15%

Process
related
85%

In 1972 electricity for lighting applicable to inventory facilities was $160,515 (total 1972 electricity cost) times 15 percent for lighting times
the 17.3 percent applicable to inventory areas floor
space or $4,165.
In the same wav, the 1972 fuel costs for heating
was estimated to be $14,382 (Dec., Jan., Feb., total
plant fuel cost) times 35 percent (applicable to
heating) equal to $5,034 plus $15,356 (Mar., Apr.,
Oct., Nov. total plant fuel cost) times 20 percent
(applicable to heating) equal to $3,071 for a total
of $8,105. The portion applicable to heating inventory areas was $8,105 times 17.3 percent (floor
space occupied by inventory) or $1,402. The total
1972 utility costs for inventory areas was $4,165
plus $1,402 or $5,567. The total utility costs as a
percentage of average inventory for 1972 was
$5,567/$6,469,000 or 0.09 percent.
RENTAL COST OF INVENT ORY FACILITIES

The total 1972 rental costs for 10 warehouses
Used for inventory was $169,470. The rental cost
of inventory facilities as a percentage of average
inventory was $169,470/$6,469,000 or 2.62 per cent.
T OT AL FACILITIES COST

The total cost of inventory facilities was estimated as follows:

Property taxes
Insurance
Depreciation
Utilities
Rental

Estimated
cost
14,148
1,608
22,209
5,567
169,470

Percent of
avg. invent,
0.22%
0.03
0.34
0.09
2.62

Total

$213,002

3.30%

$

"The Utility
costs which
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Inventory Servicing Costs

Cost of Inventory Risks

The inventory servicing costs consist of municipal taxes on inventories, insurance on inventories
at locations and in transit, and warehouse handling
expenses.

Inventory risks were considered to include shrinkage and obsolescence costs. Shrinkage was considered to consist of the following two items: the
difference between inventory book value and physical inventory value determined after each semiannual physical inventory, and the value of inventory written off due to the revaluation of inventory
with new annual standard costs. Obsolescence costs
included the value of all inventory written off with
plant disposal authorities. The following represents
the value of inventory written off due to these risks.

The municipal taxes on machinery, equipment,
furniture, fixtures, and inventory for 1972 was
$323,835. The net value declared by ABC Company was as follows:
Machinery and equipment
Furniture and fixtures
Inventory

$5,932,738
131,981
1,935,666

74.2%
1.6
24.2

Total

$8,000,385 100.0%

Based upon the percentage of declared net asset
value, the taxes applicable to inventory were estimated to be 24.2 percent of $323,835 or $78,368.
As a percentage of average inventory, this was
$78,368/$6,469,000 or 1.2 percent.

Shrinkage
Written off due to
physical inventory $21,959
Written off due to
revaluation of
inventory
32,260
Obsolescence
Total

54,219

.8%

228,531 3.5%
$282,750 4.3%

INSURANCE ON INVENTORY

Total Inventory Carrying Costs
The total inventory carrying cost is therefore the
sum of the individual costs:
Percent of
Amount
invent.
Cost of capital invested
646,900
10.0%
Total facilities costs
213,000
3.3
Servicing costs
177,036
2.8
Risk costs
282,750
4.3
Total
$1,319,686
20.4%
avg.

The premium for all -risk- stock - insurance for inventories at locations and in transit for 1972 was
$10,668. This was 0.2 percent of the average inventory for 1972.

carrying
costs . . . "

Percent
of avg.
Amount invent.

$

TAXES ON INVENTORY

"Provisions
can be made
for collecting
future costs
related to

$

WAREHOUSE HANDLING EXPENSE

Of the total 1972 warehouse and receiving department expenses of $158,884, it was estimated
that $88,000 was applicable to warehousing activity.
This was 1.4 percent of average inventory for 1972.
TOTAL SERVICING COST

Conclusion

The total inventory servicing cost was estimated
as follows:

Inventory taxes
Insurance
Handling expense
Total

Estimated
cost
$ 78,368
10,668
88,000
$177,036
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Percent of
avg. invent.
1.2%
0.2
1.4
2.8%

Having completed the ground work for determining inventory carrying costs, one can readily
conduct annual updates. Provisions can be made for
collecting future costs related to carrying costs, thus
eliminating some of the problems encountered in
reclassifying historical costs. The determination of
carrying costs for each year can provide a record of
past carrying costs, that may illustrate trends useful
for❑future❑projections❑of❑inventory❑carrying❑costs.❑❑
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INTERNAL CONTROL
FOR CHURCHES
Internal control is a means of safeguarding and preserving assets,
protecting against improper fund disbursement, and assuring
that unauthorized obligations cannot be incurred.

By Orville R. Keister

is just as necessary in churches as it is in commercial enterprises. Finally, no matter how small the
church, an adequate, if not an ideal, internal control system can be developed.

Total annual church contributions in the United
States are measured in the billions of dollars. In
many towns the church handles more money than
Principles of Internal Control
some of the commercial enterprises located in those
In their auditing text, Holmes and Overmyer
towns. The absence of good accounting systems in
list
the following principles of financial internal
many
of
these
churches
for
controlling
the
large
O. R. KEISTER
sums of monev should be a source of concern to all. control: 1
Akron Chapter However, some people violently object to placing
(Williamsport 1961),
1. Responsibility for the performance of each duty
is a Professor of emphasis on church accounting records and on paymust be fixed.
Accounting at The ing attention to internal control. They say it tends
University of Akron, too much towards commercialism. They believe
2. The accounting procedures and operations
Akron, Ohio. He that a church is a service institution made up enmust be separated. An employee should not be
holds B.S. and
in a position in which he has control of the
tirely
of
honest,
loyal,
God
fearing
people
and
that
M.B.A. degrees from
records and at the same time control of the
The Ohio State in such a situation, business -like records and sysoperations giving rise to entries in the records.
University and a tems are not necessary. What they do not realize
Ph.D. degree from is that, despite the lack of a profit motive, churches
3. All available proofs of accuracy should be utithe University of do resemble business enterprises in many ways. And
lized in order to assure correctness of operaIllinois.
tions and accounting.
even if one were to waive the possibilities of fraud,
4. No-one person should be in complete charge
there would still be many benefits to be gained by
This article was installing a satisfactory church accounting system
of a business transaction.
submitted through the complete with internal control safeguards.
5. Employees must be carefully selected and
Akron Chapter.
trained.
In the case of churches, the problem of internal
6. Employees should be bonded.
control has seldom been carefully analyzed. There
7. Employees should be rotated on a job, if posare at least three reasons for this lack of considerasible.
tion. In the first place, many church accounting sys8. Operating instructions for each position should
tems have been installed and operated by persons
be reduced to writing.
who have no knowledge of the internal control
9. The protective advantages of a double -entry
concept. Second, many of the people who are aware
system of accounting should not be exaggerof the concept do not believe that its application is
ated.
necessary for churches because they associate internal control with fraud control and detection. 10. Controlling accounts should be used as extensively as possible.
Finally, some people claim it cannot be used in
their churches because of limitations of facilities 11. Mechanical equipment should be used, if feasible.
and personnel due to the small size of their organizations.
Responsibility Must Be Fixed
Ignorance of the internal control concept may
Very often in churches, responsibility is not fixed.
excuse past shortcomings, but it does not excuse
future failures. Every effort should be made to de- Frequently, there is no established flow of responsivelop the concept of internal control in the mind bility from, for example, the board of stewards
of every church financial officer. Concerning the
' Arthur W. Holmes and Wayne S. Overmyer, Auditing Principles
second point, this unfortunate situation results from and
Procedures, seventh edition, Richard D. Irwin, Inc., Homean erroneous comprehension of internal control. It wood, Ill., 1971, pp. 87 -88.
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will

down to the person posting to individual member
contribution cards. The failure to fix responsibility
may stem from an ignorance of what responsibilities
are involved. Whatever the reason, if there is no assigned responsibility, there can be only limited internal control. Therefore, one of the first requirements for good church accounting should be the
assignment of responsibility.
In order to effect this requirement, church financial operations and transactions should be broken down into responsibility centers and one person
should be held accountable for each center. For example, if cash receipts handling is considered a responsibility center (in larger churches this may be
too broad), one person should be given complete
responsibility, with the corresponding authority, for
the proper counting and handling of cash receipts.
Of course, he
not count the cash by himself,
but he will be held accountable for the proper and
satisfactory operation of the cash receipts responsibility center. It should be stressed that the responsibility should be assigned to one person, not to a
committee, which is a procedure rather commonly
followed in churches today.,
The best way to develop a responsibility. center
system is to prepare an operating manual of procedures which would list precisely and completely the
duties and responsibilities assigned to each individual, and which would describe checks to be made
to determine whether or not these duties and responsibilities were being adequately carried out.
Separation of Procedures and Operations
The reason for incorporating this principle into
any internal control system should be obvious. For
example, if the same person who approved certain
expenditures were to disburse the money and also
enter the disbursements in the records, he could
quite easily enter one amount in the books, actually
pay the creditor something less, and pocket the difference. This fraudulent act would go undetected
until an audit were conducted, if one were conducted at all. Thus, if the assets are to be safeguarded, if there is to be protection against improper fund disbursement, and if there is to be no
unauthorized incurrence of obligations, the accounting procedures and the operations must be
separated —even in churches. Although the possibilities of fraud do exist, separation of procedures
and operations will more importantly reduce the
number of simple errors that go undetected.
Proofs of Accuracy
Church bookkeepers are rather fortunate in the
sense that their records are usually on a simple cash
basis. Also, no arbitrary estimates need be made
and put in the books. For example, there is no
need to periodically calculate an estimated amount
for depreciation or to allocate expenses to several
departments. However, entries made in the church
financial records do need to be supported by underlying data or proofs of accuracy, and the supporting
documents should be kept on file for a reasonable
period of time. These proofs may include such
things as opened members' contribution envelopes
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with amounts noted thereon, collection cash counts,
invoices, vouchers, cancelled checks, simple notes
signed by responsible persons, etc. Monies that
cannot be supported by at least a simple explanatory
note should not be entered in the books. The note,
however, is not a satisfactory proof of accuracy until
it is signed by a person who has been delegated that
responsibility.
No One Person Should Be in Complete Charge
The worst shortcoming of the internal control
systems found in most churches is that they provide no control over people who are usually in complete charge of all business transactions — especially
in the area of the collection cash counts. In a relatively large number of churches (especially the
smaller ones), it is not unusual for just one person to collect the collection plates after the services,
count the cash, and deposit it in a bank. There
have even been instances where that one person
takes the cash collection to his own home after the
services and then counts it at his leisure. This practice is probably more common than one would
think.
Selection and Training of Employees
This principle is as applicable to churches as
it is to any organization. Too often in churches,
however, the most qualified persons are not elected
or appointed to office. For example, one church,
which has annual collections totaling over $25,000,
has as its treasurer a teenager not yet out of high
school. Another church, with an annual budget, of
over $100,000, has as its treasurer someone who has
never had a bookkeeping course. In both of these
congregations there are several experienced businessmen who have yet to perform financial functions.
Of course, there are people who simply do not
want to hold office, but failure to make every effort
to elect or appoint to office those most qualified
persons will result in a great waste of talents and
abilities and in a loss of efficiency. It is important,
therefore, that every effort be made to obtain and
retain the services of the most qualified persons in
the congregation.
No matter how qualified the person, training
will also be necessary. In most churches today initial
training is accomplished by word of mouth. It is
suggested that churches develop manuals of procedures explaining in detail what duties are required
df every financial officer. With such manuals and
with the retention of capable officials, every church
could easily adopt this principle of internal control.
Employee Bonding
Few churches take advantage of the relatively
cheap protection against employee theft and embezzlement of funds that is provided by bonding
companies. A fidelity bond is both protection for
the church and a psychological deterrent to the
worker considering fraudulent actions. Therefore, it
would be wise in every church to consider bonding
every responsible financial officer and person handling money. Individual church circumstances will
determine the type of bond to be purchased —posi41

tion, individual, schedule (covering several positions), or blanket (covering all persons who handle
money) . Whatever the type used, churches should
purchase fidelity bond protection for an amount approximating the maximum amount of money subject to loss.
Job Rotation
This principle, although it could well be incorporated in any internal control system, is generally
of less importance in church systems. In one area,
however, it is important. Periodically, perhaps every
three months, the team of persons counting the
collection after services should be revised. The
whole team should not be composed of the same
individuals for any prolonged period of time; however, one person ( the individual assigned that responsibility center) could be a permanent member of the team. The rotation of these workers
will reduce the possibilities of temptation. Some
people object to this practice because it increases
the number of persons who know what other members are contributing, but the internal control advantages to be gained more than offset whatever
undesirability there is in losing almost complete
secrecy of amounts of members' contributions.
Procedures Manuals
Very few churches utilize procedures manuals.
This is certainly unfortunate because in most
church environments, with high personnel turnover,
the procedures manual is ideally suited to increasing
general efficiency. The procedures manual would
clearly describe the specific duties and responsibilities of each church officer and would explain
completely and in detail how those duties were to
be performed. As part of the manual, a good accounting procedures section would be easy to develop in any church, and the benefits to be gained
are many. In the first place, the preparation of a
manual would facilitate the installation of a responsibility center system with all of its attendant
benefits. Second, it would be extremely helpful
in the training of new workers. Third, in the larger
churches, manuals would facilitate supervision.
Fourth, manuals get the procedures on record. If a
long -time official were to leave or to die, financial
confusion would not result as in the case where
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only one person has the procedure stored in his
head. Finally, manuals would tend to promote work
coordination and synchronization.
Double -Entry Systems
Very small churches really have no need for a
complete double -entry system. However, every
church financial officer should be aware of the protective advantages provided by a double -entry system of bookkeeping. Nonetheless, errors, omissions,
and fraud can occur even in the most elaborate
double -entry system, so the protection provided by
such a system must in every situation be supported
by the adoption of other internal control principles.
Controlling Accounts
In general, churches have fewer opportunities to
use control accounts than do commercial enterprises. However, where control accounts might usefully be incorporated into the system, especially in
the larger churches, every effort should be made to
accomplish this in order to obtain a simple check
of bookkeeping accuracy.
Use of Mechanical Equipment
Other than the usual office machines such as
adding machines and addressographs, mechanical
equipment has not been used to any great extent
in churches. However, some of the larger churches
do use posting machines to post weekly contributions to individual member contribution cards. The
real reason, of course, is the need to accomplish
more rapidly and efficiently the weekly postings
which can develop into a most time - consuming
operation as the membership grows. For example,
in a church with 500 members contributing every
Sunday, there would have to be 26,000 postings
every year❑—an extremely laborious task if done
manually.
Conclusion
Internal control is a means of safeguarding and
preserving assets, protecting against improper fund
disbursement, and assuring that unauthorized obligations cannot be incurred. Adequate internal control depends upon well - planned and well - developed
accounting records and satisfactory segregation of
duties.
❑
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DISCUSSION DRAFT

FIXED ASSET ACCOUNTING:
THE ALLOCATION OF COSTS
The Management Accounting Practices Committee presents
the following discussion draft for consideration by the Association Membership.
This draft, devoted to the study of depreciation accounting as it relates to external financial reporting, results from
the second major project of MAP's Subcommittee on Fixed
Asset Accounting. The Subcommittee's first major project
was the development of what ultimately was to become
"Fixed Asset Accounting: The Capitalization of Costs,"
number 4 in the series of Statements on Management Accounting Practices by NAA. Members of the Fixed Asset
Accounting Subcommittee are: Donald C. Brabston, Chairman; Warren B. Coburn, G. Kenneth Dye, William C.
Flewellen, Jr., Charles W. Lamden, and Clement Schwingle.
The MAP Committee would appreciate receiving inputs
from as broad a spectrum of the membership as possible
prior to adopting the draft as a Statement on Management
Accounting Practices. Interested persons are encouraged to
submit comments to Louis Bisgay, Secretary-MAP Committee, at the NAA national office, 919 Third Avenue, New
York, N. Y. 10022.
In MAP Statement No. 4, "Fixed Asset Accounting: The
Capitalization of Costs," certain principles pertaining to cost
capitalization versus expensing were expressed. One of these
was that after the amount to be capitalized is determined
by the company, the measurement problem of allocating
the fixed asset cost to accounting periods arises. In such a
situation, two factors are basic: an estimated life of the asset
is required and the depreciation method must be selected.
These factors, together with composite and group depreciation methods, the treatment of depreciation of idle and
auxiliary assets, the relevancy of salvage value, and when to
commence depreciation charges are examined in this discussion draft.
It should be recognized at the outset, that this draft
focuses on depreciation problems involved with accounting
for external corporate reporting. It does not address itself to
the role played by depreciation in connection with income
tax accounting, managerial cost control, pricing, cost allow ability, or in any other context. Some of these considerations
may be examined in future Statements on Management Accounting Practices.

Determination of kength of Asset Life
Depreciation accounting for financial reporting is a proMANAGEMENT ACCOUNTING /JANUARY 1974

cess for allocating the capitalized cost of fixed assets (less
salvage minus removal costs) over the estimated life of such
assets in a ratable, systematic and rational manner. Supportable estimated life is a basic element in such a process.
Since almost any estimate of asset life is a forecast which
may be influenced by many factors not known at the time
of the forecast, the estimate is seldom precisely realized.
The margin of error can, however, be substantially reduced
by assembling and recognizing all facts available. The initial
development of an estimate of asset life requires expert
knowledge about the technical capability of the asset and
careful consideration of the uses to which the resources are
put and external environmental elements involved.
The evidence in support of the life studies must be based
on a detailed knowledge of the property and its usage from
year to year. Management's policies for changing products
and production requirements are important factors. The useful lives should reflect the future plans of the production,
engineering, maintenance, and sales departments.
A liberal policy for expensing maintenance will result in
longer life estimates for fixed assets; the reverse is also true.
A fixed policy for the above items, used consistently, is important. Recurring errors balance out.
Some factors needed to make useful life estimates are:
1. An inventory of depreciable assets by items or groups
of similar items
2. Life studies made by industries
3. Life studies of similar assets which have been retired
at the particular plant
4. Condition of used units
5. Changing speed of operating the equipment units over
the life cycle compared to capacity operations
6. Expected future usage
Since the various terms related to depreciable asset life
have become somewhat nebulous, the following definitions
have been adopted for this discussion:
Physical life is the time period an asset
exists in substantially its original form regardless of its usability or economic utility.
P H YS IC A L

LIFE.

U S E F U L L I F E . Useful life represents the service capacity,
normally expressed in time periods or production units, of
an asset used in its original form for entity activities.

43

Economic life is the time period over
which the use of an asset is economically justified. It is normally expressed as the period of time that revenues from
the productivity of an asset exceed the cost of the productivity. Typically, economic life is shorter than physical and
useful lives.
For example, a simple machine such as a steam power
threshing engine kept in good operating condition with
minimum cost may enjoy an indefinite physical life, but its
useful life is ended if it no longer serves a practical useful
function. Metal- working equipment often continues in production long after its replacement would be justified by
lower costs, all costs included. In such cases, economic life
expires but useful life continues.

EC O NO M I C L IF E .

It is important to emphasize that the above definitions
provide intuitive support for the adoption of economic life
in computing depreciation for corporate reporting.
For Federal income tax purposes, property life estimates
have been altered. They have been reduced by law or by administrative action to induce or accelerate capital spending.
This practice has tended to confuse the real purpose of
depreciation accounting and has reached a point where depreciation calculated for tax purposes, in many instances,
does not result in the proper statement of net income. This
is not to say that tax incentives are unwarranted, but instead
of the term "depreciation," perhaps a more appropriate term
for deductions of this sort would be "capital cost recovery."
The point is mentioned here because this discussion is con cemed primarily with depreciation for corporate reporting,
and not with tax incentives offered to make U.S. Federal
income tax practices competitive with foreign taxes or to induce capital spending.
Property lives are influenced by the character of maintenance, operating conditions, quality and attitudes of operating labor, plant location, hours of operation, changes in
material processed, style changes, labor costs and new processes or products. These influences might be termed internal and in varying degrees are susceptible to recognition
in life estimates by informed plant management and outside
engineering consultants. Significant examples of these influences, and others somewhat external to the plant, are
suggested by the basic oxygen furnace replacing the open
hearth furnace in the steel industry, geographic movement
of industry, smoke and water pollution legislation, and substitute materials for grey iron castings.
Hours of operation per se may not influence asset life,
since maintenance and parts replacement may offset wear
and tear. A third shift, however, may attract only inadequately qualified labor and so decrease life expectancy not
offset by maintenance.
Plant location may affect asset life by movement of existing operations to locations with lower labor costs. This may
result in termination of asset operation (in the original location) before normal expected economic life has been enjoyed. Plant location may also be a factor if the location is
subject to corrosive atmospheric conditions such as salt air
or certain industrial waste gases.
The determination of economic lives is predominantly a
subjective matter depending upon the type of property involved. Where great masses of similar units exist and where
detailed records are available for many years including several life cycles, such as for regulated companies, the estimates of lives may be considered much less subjective.
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The estimates insofar as history is pertinent can be susceptible to quite accurate determination but prospective
change must always be evaluated. For most industrial property, without masses of identical units, where records over
the years are far from detailed, and the impact of change
is irregular and dynamic, life estimates, to be systematic and
rational, depend much more upon the assembly of pertinent
and somewhat pragmatic facts plus experienced judgment.
Continuing change in the character, capacity, function, and
cost of additions and replacement, while complicating the
life estimating process, are factors which can and must be
weighed in the estimating process.
Wherever asset life can be related to known production,
the units produced may be the measure of life. An example
is blast furnace lining for which experience has shown that
life may be fairly measured by the tons of metal produced.
Similar examples exist for other types of furnaces. In some
instances, asset lives for mining property can be related to
production of the resource and are so limited.
Asset lives must be linked to the replacement capitalization policy. For instance, if the belt represents one half of a
total conveyor cost and the established policy is to expense
the replacement of belts, the estimated life should be that
for the conveyor frame, rolls, and drive only. On the other
hand, if replacement of the belt, a relatively shorter life
item, is to be capitalized, the life of the belt and the conveyor proper should be weighed, the result being a much
shorter life for the complete unit in order to provide for
full recovery.
As mentioned earlier, particularly suited to statistical
methods are the masses of similar units found in regulated
companies. Accuracy depends largely on the detail available
from the records and the span of years for which information is at hand. Since detailed discussions of statistical methods are readily available from published texts on depreciation, they will be treated only briefly here.
Turnover methods are based on the time required for a
total group to "turn over," i.e., to be replaced in kind.
Supporting data should embrace somewhat longer periods
than the indicated average life covering several cycles if
possible. Turnover can be refined to recognize the impact of
growth, but this method has definite limitations in accuracy.
One reason for this is that it assumes a uniformity which
seldom exists.
Actuarial methods, similar to those used by insurance
companies, provide a much more accurate approach, where
applicable, but require detailed data seldom available in
nonregulated companies. Taken alone, of course, they reflect only history and exclude the influence of changed conditions known or estimated.
Familiarity with the industry, research, actual recorded
life of similar property, knowledge of potential change or
improvement and experience of the estimator, engineer or
appraiser all serve to reduce the element of judgment error.
There are few instances where prior mortality experience for
similar or related property cannot be found. Usually this
experience relates to older, less efficient, property which is
lower in cost than that under review and these conditions
must be recognized. Some appraisal firms, engineering com.
panies, and equipment manufacturers maintain extensive
files on this subject. A few industries, among them oil and
gas, periodically publish the most recent engineering con.
elusions on asset lives of total plant or individual units.
This practice should be encouraged.
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Revenue Ruling 62 -21 publishes guideline lives for most
industries. A survey pertaining to tax depreciation of all
manufacturers by the Office of Business Economics showed
that 69 percent of all companies were using guideline lives
(62- 21) -78 percent of those with over $100 million in
assets, 69 percent of those with $10 to $100 million, and
47 percent of those with less than $10 million. Effective
January 1, 1971, these lives for tax purposes may be adjusted
upward or downward by 20 percent for tax purposes, effective for additions after December 31, 1970. Each year's
additions are held as a separate unit.
President Nixon's Task Force on Business Taxation, on
the other hand, recommended that the lives specified in
Revenue Procedure 62 -21 be reduced 40 percent. A strong
point was made for shorter lives by pointing out that, for
tax purposes, depreciation rates in the United States are
the lowest among all industrial countries, that it is first in
over -age equipment (10 years and over) and last in investment as percentage of gross national product. Technological
advances at an accelerating rate, aided by the development
of the computer, speed up obsolescence and lend some
support to this contention.
The lives for tax purposes, just described, now generally
known as ADR —Asset Depreciation Ranges —are mentioned here as a matter of information. It seems appropriate,
however to repeat that the extra 20 percent allowance is an
investment incentive and is not considered appropriate for
corporate reporting.
Life estimates are best made for similar classes of assets
and for major individual units where investment and ease
of control so justify. With the availability of the computer,
detail presents no problem. In weighing the problems of detail, a rule of thumb is that for most industrial property,
75 percent of plant investment is represented by items
or base units which, as a practical matter, can be individually
recognized and controlled. The remaining 25 percent is
represented by items such as foundations, installations, wiring, piping, furniture, small tools, etc., for which individual
check and control is not only impractical but prohibitively
expensive. For items in this 25 percent category, a realistic
and quite practical life approach is to take a reasonable average estimate of life, and to remove a like amount from
cost and reserve accounts at the termination of the estimated life.
As facts influencing asset life change, the remaining life
should be adjusted at the date new facts become known and
the unrecovered cost should be spread over the revised remaining life at that time. There seems to be no justification
for retrospective adjustments and these are not allowed under generally accepted accounting principles{' ir. accordance
with Accounting Principles Board Opinion 'No. 20. Life
estimates should, as a matter of policy, be periodically reviewed in a systematic manner. This is of paramount importance and should be made a planned company practice
involving operations, management, engineering, and accounting.
In summary, the problems encountered in asset life forecasting or estimation do not preclude acceptance of reasonable estimates based upon the facts usually available and
interpreted by competent engineering, accounting and management personnel. The net result should be a systematic
and reasonable depreciation charge insofar as life estimates
are involved. The conclusions reached should be based upon
and supported by:
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1. Recognition of company capitalization and expense policy
2. Access to a logically prepared and factual inventory of
the property
3. Use of such actuarial, turnover or other statistical approaches for whatever portion of the property facts are
available and those approaches considered applicable
4. Records of property retirements, their ages at retirement
and the reasons therefore —in other words —in- company
life experience
5. Published statistics such as guidelines and published industry experience
6. Company policies as to maintenance of equipment, operating conditions, and the character of the labor force
7. Recognition of impending developments to the extent
considered relevant such as loss of market, obsolescence
of product, and environmental legislation
8. Recognition of potential retirement arising from improvement, replacement or expansion projects authorized or
reasonably expected to be authorized, any or all of which
may have an impact upon lives of existing assets
9. Counsel from operating management and possibly from
outside engineering counsel experienced in the industry
and in the study of asset lives
Determination of Salvage Value
Salvage value, which is ordinarily understood to be the
amount recoverable at the end of the asset life, may arise
from sale of scrap, used parts, or metals —less dismantling,
wrecking, or other costs necessary to realize the salvage recovery. Although the recently adopted Asset Depreciation
Range System (ADR) disregards salvage in its life ranges,
it stipulates that no asset be depreciated below salvage value.
When property of relatively short life is periodically
traded for new property, the amount expected from the
trade -in allowance can be significant, and proper recognition
should be given in the estimates of asset life. Typical assets
customarily traded this way include office mechanical equipment, automobiles, motor trucks, ships and aircraft.
Some types of industrial property may have substantial
salvage in the bulk metal which comprises the major part of
their physical mass. Typical would be copper and aluminum
bus systems in electrolytic refineries, nickel in caustic plants,
and steel in heavy die blocks. Aside from such instances or
those of a similar nature where resale is expected, salvage
realizations can be expected to be negligible or even a liability. For instance, buildings may have to be razed, machine
foundations demolished, or heavy machinery removed, all at
costs substantially above any realization from resale.
The emphasis that Federal income tax regulations and the
Code place on salvage hardly seems warranted by the facts,
except in those few areas in which trade -in or resale is a
normal expectation. In most instances, salvage value is so
negligible that it may be completely disregarded.
Depreciation Methods
Over the years, a wide variety of methods have been
used for depreciation for corporate financial reporting. In
practice, however, the following basic approaches have been
mainly used:
I. Straight -line allocation overtime
2. Decreasing charge depreciation
3. Increasing charge depreciation (used only rarely)
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4. Replacement accounting
5. Unit of production, or production adjustment
These methods are discussed in the following sections.
It is very important that the selected method reflects economic reality and is clearly stated in the company's written
depreciation policy. It is also essential that the reasons for
selecting the method or methods be clearly understood and
set forth so that the method used will be the same in all
cases with similar circumstances. Of primary importance is
that the method should be consistently applied over the
years, and arbitrary shifts between methods should be
avoided to prevent distortion of results in comparable periods.
While some link between depreciation and production
does exist, from a practical point of view, this relationship
usually is so elusive that in most cases it is impracticable
to determine.
Therefore, for corporate reporting, it is considered that
depreciation charges are largely a product of the passage of
time. A particularly reasonable and logical method which
provides depreciation based on time is the straight -line method, because certain elements that are constant and fairly
uniform are present, and the method is practical and simple.
The substantial use of this method by most companies for
corporate financial reporting affords easy understanding,
standardizes financial reporting in this area, and readily facilitates industry comparisons. Other methods are acceptable
but, if adopted, should be consistently applied from year to
year.
GENERAL

Companies normally use a method or combination of
methods of computing depreciation for Federal income taxes
that is different from the methods used for financial reporting. In the majority of cases, accelerated depreciation methods are used for determining taxable income, while straight line depreciation is the most frequently used depreciation
formula for reporting to stockholders.
Some companies use the unit -of- production method in
combination with other depreciation methods for stockholders' reports and internal management reports, but such depreciation methods based on usage are not normally used in
the computation of Federal income taxes. The difference
between the objectives of income tax reporting and general
financial reporting provide a compelling reason for using
different depreciation methods. Application of accelerated
depreciation methods provides for deferring the payment of
income taxes and consequently improves a company's cash
flow. For general accounting purposes, the assignment of
applicable costs to the reporting period is the important
factor.
STRAIGHT -LINE METHOD

The straight -line method of depreciation based on time
is the most widely used in this country. It is simplest of all
in both theory and practice. The straight -line method of depreciation is reasonably equitable, exemplifies simplicity, and
permits good industry comparisons. By allocating the total
cost (minus any estimated scrap or salvage value) of a
fixed asset at an unchanging rate over the presumed economic life of the asset and calling for steady rates of allocation, the depreciation is easily calculated and provides an
adequate matching of costs and revenues in appropriate pe46

riods. The rate is held constant except for changes made in
accordance with revised estimates of life or salvage. Because of its simplicity, based on time, this method is easily
understood by readers of financial reports. A disadvantage of
the straight -line method is that depreciation charges remain
fixed while upkeep charges tend to increase with the age of
the assets, although this does not always follow and in many
cases is illusory. It seems better to budget repairs and maintenance, accrue them annually, and to let depreciation follow its own rules.
Depreciation may also be based on usage (unit-of- production or hours -of- service) determined by dividing cost less
salvage value of an asset by the number of units of product
estimated to be produced during its useful lifetime or hours
of usage. This rate is then applied to the number of units
produced or hours used during the period to compute the depreciation charge. As the rate is held constant. this method
may be considered advantageous because it relates high depreciation charges to periods of peak business activity and,
presumably, high income, and avoids penalizing depressed
periods with heavy amounts of depreciation. However, it is
usually even more difficult to estimate the total number of
units of product that a machine will turn out than it is
to forecast its economic life. Also, obsolescence continues
even though a machine may not be heavily used and its
influence will not be recognized in periods of low production.
Except for such assets as tools, dies, jigs, fixtures, and
patterns, there are not many classes of plant and equipment
with economic lives that can be reasonably estimated in
terms of production units; accordingly, the difficulties involved in computing depreciation under the unit- of -production method usually preclude its use.
The hours -of- service method, which attempts to relate
loss of useful life to hours of actual use of property, is subject to the same limitations as the unit -of- production method.
In some limited cases where assets are used directly in
fabrication, and also have an economic life expectancy limited by the product run, there may be a fairly accurate assessment of the charge that should be levied against the particular production run. If so, the appropriate figures for
inclusion in the profit and loss statement would seem to be
the charges so assessed that are attributed to the goods sold
during the financial period. But, the great majority of assets
have no direct connection with production or sales and are
in the nature of fixed costs. The only way to deal with them
would seem to be apportionment on a time basis.
Depreciation is sometimes related to rate of operation.
Process -type industries (such as steel) experience wide
swings in production activity and may tie depreciation to an
operating rate. A method used is to establish straight -line
depreciation rates "based on time" for normal production,
i.e., 70 percent to 80 percent of capacity. For production
below normal, depreciation is decreased; and for production
which exceeds normal, depreciation is increased. The calculation must be governed by firm company policy applied
on a consistent basis year -to -year, and must include a minimum and maximum rate range; for instance, 65 percent to
135 percent of normal, depending on production rates.
Depreciation is a word of different meanings and applications. For example, its meaning for public utility accounting is defined in the Federal Power Commission and
state public service commissions' uniform system of acMANAGEMENT ACCOUNTING /JANUARY 1974

counts. The annual depreciation expense is computed on the
straight -line method using average service lives and salvage
factors to determine an annual depreciation rate for each
primary plant account. This expense is computed monthly,
using 1112th the annual rate times the prior monthly balance, by primary plant account. A utility can make actuarial
studies, based on retirement experience, which indicate historic service lives and dispersion of retirements about the
average service life. The results of these studies together
with considerations of functional and economic factors should
form the basis for determination of future service lives. Salvage factors adopted are primarily based on prior utility experience. The theoretical or computed reserve may be checked
periodically from a study of the adopted service lives and indicated dispersion patterns.
DECREASING - CHARGE - DEPRECIATION METHODS

Depreciation procedures which produce larger charges during the early life of the asset, and progressively decreasing
charges as the asset approaches retirement, are important
considerations in the cost recovery process. Although these
procedures are commonly labeled as separate methods of
computing depreciation, they are actually variations of a
single depreciation method which is distinguished from the
straight -line method by a diminishing net balance (asset cost
minus accumulated depreciation) of the asset account.
Three decreasing- charge procedures are discussed in the following:
This method is also called
"uniform rate on diminishing balance," a name which is
more conceptually correct, because it requires the determination of a single factor, or rate, which is applied annually to a decreasing net balance. This operation will result in writing the asset cost down to an estimated salvage
value at the conclusion of its pre - determined life period. The
determination of the rate to be applied annually requires
the use of a mathematical formula as follows:

D E CL I N I N G - B A L A N CE

M E T HO D .

Rate = 1 — _/ S/C
n= Number of life periods
S =Salvage value
C= Cost
Since this method is related to the compound interest
concept and is, in fact, the inverse of it, the annual rate
can also be obtained from commercially available present
value tables. Although it may be observed that a salvage
value is a necessary part of this method, the residual, if the
rate is continued, may be as little as $1.00.
M E T H O D . This method is a
variation of the declining balance method, but the rate to
be used is not mathematically determined to systematically
reduce the net book value to a salvage value after a period
of years. An annual rate is used which is predetermined.
The double declining balance method's rate is twice the
annual rate that would have been used had straight -line depreciation been used, hence a life period of eight years by
the double declining balance method of depreciation would
require the use of a 25 percent annual rate. Like the declining balance method, a residual value will emerge at the conclusion of the depreciable life since the predetermined rate

D O U B L E- DECL ININ G - BALA NCE
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has been applied annually to the decreasing net value of the
asset. But, unlike the declining balance method, the residual thus obtained is not the result of a predetermined
salvage value but is produced by the mathematical working
of the method.
This method requires
the application of a mathematical technique for allocating
depreciation to years of useful life in proportion to the inverse order that the years appear in a sequence. The denominator of each of the fractions formed is the total of the
years. These fractions (one for each year) are applied to the
original cost of the asset less the salvage value to produce
annual depreciation. ( For practical purposes the decimal
equivalent of the fraction is used.) The construction of
the sum of the years digits depreciation configuration and
its application to an example in which the original cost
less salvage value is $6,000 is demonstrated below:

SUM -O F- TH E - YEAR S'- D IGI TS

METHOD.

A
1
2
3
4

B
8
7
6
5

.19444

5

4

.11111

6
7
8

3
2
1

.08333

500

.05555
.02777

333
167

36*

1.00000

$6,000

C
.22222
.16667
.13888

D
$1,333
1,167
1,000
833
667

Column explanations:
A: Years in sequence to end of asset life
B: Inverse of A (Numerators of fractions for assigned years)
C: Percentages for each year (Column B digit divided by
total)
D: Annual depreciation (Column C times original cost
minus salvage)
*Where the asset has a long life, this denominator may
be found by either of these formulae:
1. ( Life squared + Life) /2 = (82 + 8) /2 = 36
2. (Half of life) x (Life + 1) = (8/2) (8 + 1) = 36
MATHEMATICAL COMPARISON OF DECREASING - CHARGE
METHODS

The charts in Exhibit I clearly illustrate The financial
differences which result from the use of accelerated depreciation methods when they are compared with the straight -line
method. A strong argument in favor of the application of
accelerated depreciation methods for tax purposes is revealed. The accelerated depreciation methods have the effect
of shunting cash outflow for taxes to later years and they
immediately free -up cash for the benefit of the business,
including capital investment. But the objective of this discussion is not to point out the tax effect of depreciation but
the measurement of the flow of the capital resources of a
business into the operations of that business.
In the environment of sound financial reporting pray
tires, it has not been apparent that an asset's contribution
to profits conforms to the diminishing curve characteristic
of the accelerated depreciation methods. Because evidence
does not support the thesis that the seemingly more sophis47

ticated methods provide a more realistic measurement of the
depreciation flow, the use of the straight -line method has
become exceedingly widespread. This approach seems reasonable as a general rule. In those circumstances, however,
wherein economic factors justify, or even dictate, otherwise,
the use of an accelerated method would be appropriate.
INCREASING - CHARGE - DEPRECIATION METHODS

In past years, a number of accounting authors have theorized on increasing -- charge- depreciation methods by advocacy of sinking fund, annuity, inflation, replacement accounting or production (which can also be a decreasing
charge) methods for depreciation or capital cost recovery.
Because of complexities such as a varying interest rate
and the theory that economic values tend toward a decreasing depreciation annual charge, only a very few companies have to any extent used a sinking fund or annuity
method (except for purchase decisions) in their accounting
for the exhaustion of an asset. Recently, in Canada, a large
number of real estate companies have adopted the sinking
fund method, but this practice is rarely used and would
not be considered a generally acceptable practice for corporate reporting except in rare explainable situations.
REPLACEMENT (BETTERMENT) ACCOUNTING

Replacement, sometimes called "betterment" accounting,
appears to be used only by the railroad industry for track
accounts (in that it is prescribed by the Interstate Commerce
Commission) . These accounts comprise grading, ties, rails,
other track material, ballast, and track laying and surfacing
costs. Costs are charged to property accounts when the track
is originally constructed. To the extent replacement is in
kind, replacement costs are expensed and no entry made to
the capital accounts. The method provides for no regular
periodic amortization of costs as is typical of depreciation
systems. If the items are replaced with heavier or improved
material, the cost over the cost of replacing in kind is capitalized. The so- called "betterment" is limited to the betterment in material as labor cost is charged to operating expense, both when replaced in kind and when replaced with
heavier or improved material. When additional track is laid,
all costs are capitalized. When track is removed and not
replaced, the related cost in the property accounts is removed
and included in operating expense or charged to retained
earnings.
It is apparent that replacement accounting permits wide
fluctuations in charges to operations and that there is little
if any justification for departing from the accepted principle
of depreciation whereby the cost of an asset is distributed as
nearly as possible over its economic life expectancy.
COMPOSITE AND GROUP DEPRECIATION METHODS

Although the depreciation method may be composite,
group or item, if the facts are the same and the growth
pattern is reasonably uniform, the depreciation charge over
the years will, theoretically, differ but little as between methods. In practice, however, major differences do develop, arising mainly from failure to recognize changes in growth and
in mix for the composite and group methods.
The last three terms have been somewhat arbitrarily used
for purposes of clarity. Actually almost any rate or life is in
some measure composite since most property items are made
up of elements which have differing life characteristics.
The composite method is open end, which means that
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the rate is applied to the total gross cost remaining so long
as an undepreciated balance exists with no separation by
year of acquisition. The content of the account may be
heterogeneous or homogeneous. This method is extensively
used by regulated companies but little used by non - regulated
companies. Results are affected by differences in mix of
property with varying life expectancies and in rate of growth.
Periodic testing is required to assure that the depreciation
allowance is reasonable.
Group depreciation, like the composite method, may
be heterogeneous or homogeneous but is considered herein
as being closed -end with each year's additions controlled
as an entity. For example, a group may comprise an
entire machinery and equipment account or of groups controlled separately for screw machines, lathes, drill presses,
etc. Obviously the rate or life will be different for the two
examples mentioned. Being closed end, the depreciation on
fully depreciated costs is discontinued at the termination
of the life span used.
A position favoring heterogeneous grouping is frequently
premised upon the theory that errors in life estimates tend
to balance out. This position would appear to have merit
only if detailed weighting of the elements is done periodically and prospective obsolescence recognized. Before the
advent of the computer, the tests for heterogeneous grouping required substantial effort; now this obstacle is largely
removed. However, unless periodic review is made a matter of regular practice, reasonable depreciation allowances
may not result from either the composite or group method.
Except for what might be termed special losses substantial in amount and usually arising from unforeseen developments, ordinary retirements are cleared in like amount from
cost and reserve. Any proceeds received are credited to depreciation reserve or to first cost (cost at first date of acquisition), either of which reduces the amount recoverable. A
special loss is separately treated based upon the lives specifically applicable and initially used in the weighting, assuming that no provision was made for this contingency.
While published data on property lives are available and
are useful for reference, asset life is essentially an engineering matter where in- company experience and plans are basic,
frequently supplemented with outside independent engineering counsel.
As with the periodic review earlier urged, the computer
has made possible economical control of detailed data so
that the cost of adequate depreciation control, whether composite, group, or item, is not unduly burdensome.
Idle and Auxiliary Equipment
Plant assets appearing on the balance sheet may include
both property in use and property held with reasonable
expectation of being used in the business. It is not customary
to segregate or indicate the existence of temporarily idle
plant, reserve, or standby equipment. Temporarily idle or
standby plant equipment includes all fixed assets expected to
be put into use in the business at some time in the future.
Depreciation charges should be continued on these assets.
When the period of idleness is extended but it is expected that the assets will be recommitted to use at some
distant future date, for example, five to ten years hence, the
amount should be set forth separately with an appropriate
caption, but depreciation should be continued.
Property permanently discontinued from use in the business should be written down to estimated realizable value
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Depreciation

$50,000

$256,000
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Salvage (1096) $ 25,600
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1
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/

$230,400

/
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A company's written policy, as previously stated, should
set forth the criteria for beginning depreciation charges on
an asset or assets purchased or constructed. The best theoretical date to start is the date on which the asset is located in position, ready and available to produce an acceptable product or service at an acceptable capacity.
For practical reasons, many companies have adopted certain conventions such as the half -year rule for depreciation
charges during the first fiscal year of a fixed asset's use.
These methods have gained wide acceptance and are generally accepted except in cases where the provision for depreciation on a specific date basis as set forth above would be
materially different from the practical computation. Even
when the July 1 or half -year rule is employed, if a disproportionately large addition or reduction is made in the
fixed asset accounts toward the beginning or the end of the
fiscal year, it may be subject to separate computation to
clearly present the income for the year more accurately. It is
also an accepted practice to begin depreciation in the month
after acquisition rather than on the specific date of acquisition. Other depreciation conventions with some accepted
use are:

Annual
depreciation

/

Determination of When to Start Depreciation Charges

Exhibit 1
ACCELERATED DEPRECIATION METHODS VS.
STRAIGHT -LINE METHODS

/

and removed from the plant accounts. In such cases, depreciation should be discontinued. Records should document the decision to discontinue assets. Board action or
equivalent is recommended for these determinations. There
should be an indication that the assets will not be put into
use in the business. Actions such as scrapping, offering for
resale, otherwise disposing of the equipment, or determination that facilities are no longer adapted for use in the business are normally conclusive. Carrying values should be
periodically reexamined to determine whether future writedowns are necessary in light of changed estimates in realizable value.

/

/

$150,000

/

/

$100,000

10

/ /

When a fixed asset is retired, abandoned, sold, or
scrapped, the company's policy for depreciation during the
initial year of acquisition should also control the amount of
depreciation to be provided on an asset in its year of disposition.

-

-

- - Straight -line
—

—

—

$50,000
/

1. To begin depreciation with the first of the year following
the year of acquisition and to provide for depreciation
only on assets on hand at the end of the preceding fiscal
year
2. To depreciate for a full year in the first fiscal year of
acquisition those assets acquired during the first half of
the year and to take no depreciation on assets acquired in
the last six months of a fiscal year

Sum of- the - years' - digits
Double - declining- balance

5
Year

Conclusions
Adherence to the following principles appear necessary to
assure proper and adequate depreciation charges for corporate reporting purposes:
1. Asset lives must be carefully determined, reasonably supportable and subject to scheduled periodic review.
2. While other methods are acceptable, the straight -line
method usually appears best adapted to corporate reporting.
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3. Company policy with regard to both depreciation and
capital and expense should be clearly defined and consistently followed.
4. Adequate property records should be maintained.
5. Salvage value is usually not significant and may even be
negative.
6. The combined thinking of operations, accounting, and
engineering staffs should be utilized in estimating lives
and determining policy.
1:1
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FOR THE MANAGEMENT ACCOUNTANT

ZERO -BASE BUDGETING

THE PRICE SYSTEM AND RESOURCE ALLOCATION

Peter A. Pyhrr
John Wiley & Sons, Inc., 605 Third Ave., New York, N.Y.
10016, 1973, 231 pp., cloth bound, $13.95.
This books explains the concept of attempting to reevaluate all
programs and expenditures every year —hence the term Zero Base. To help allocate limited resources effectively it answers
two questions for government and industry: Where and how
can we most effectively spend money? How much money
should we spend?

Fourth Edition
Richard H. Leftwich
The Dryden Press, Inc., Hinsdale, Ill. 60521, 1970, 402 pp.,
clothbound, $10.00.
As in previous editions, this book is directed to juniors and
seniors taking first courses in microeconomics. The most extensive revisions occur in chapters on demand theory and
theory of production.
PROFILE FOR PROFITABILITY:

PRACTICAL CONTROLLERSHIP
David R. Anderson, Leo A. Schmidt and Andrew M. McCosh

Using Cost Control and Profitability Analysis
Thomas S. Dudick

Richard D. Irwin, Inc., 1818 Ridge Rd., Homewood, Ill.,
60430, 1973, 628 pp., clothbound, $18.65.
This book reaffirms the basic nature of the controllership function reflecting the changed emphasis of current developments
in forward planning, successive generations of computers, operations research, and new venture planning.

John Wiley & Sons, Inc., 605 Third Ave., New York, N.Y.,
10016,1972, 253 pp., clothbound, $12.95.

INITIATIVE AND MANAGERIAL POWER

FINANCIAL MANAGER'S MANUAL AND GUIDE

Raymond F. Valentine
American Management Association Inc., 135 West 50th St.,
New York, N.Y. 10020, 1973, 147 pp., clothbound, $9.75, Members: $8.00.
Seizing initiative — despite the inevitable risks involved —is the
message of this book. It spells out if, how, and when you should
assume these risks.

Dr. Sam R. Goodman
Prentice -Hall Inc., Englewood Cliffs, N.J., 1973, 468 pp., clothbound, $35.00.

This volume presents a broad review of the various aspects of
profitability containing illustrations representing company experience. Portions of the material has been taken from articles
in Management Accounting and other technical publications.

A down to earth guide to managing a company's capital and
credit for higher profitability, this book covers such subjects as
improved return on invested capital, conservation of cash,
stronger lines of credit, and the most effective deployment of
the company's financial resources.

MANAGEMENT AND ORGANIZATION

edition.

Second Edition
Henry L. Sisk
South - Western Publishing Co., 5101 Madison Rd., Cincinnati,
Ohio 45227, 1973, 755 pp., clothbound, $10.75.
This edition has undergone a considerable reorganization of
content to incorporate new material. A new chapter has been
added on organizational behavior, and a summing up chapter is
new. Two case problems per chapter are included as in the first

PRODUCTION MANAGEMENT MODELS AND
SYSTEMS
Bernard Giffler
The Management Seminars Institute, Inc. P. O. Box 414,
Caldwell, N.J. 07006, 1972, 528 pp., clothbound, $25.00.
This book provides a systematic, quantitative treatment of
production planning and inventory control. In addition to basic
technical considerations it covers production smoothing, exploding and netting material and resource requirements, order
entry systems, inventory control and management, and production scheduling.
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FINANCIAL MANAGEMENT
Theory and Techniques
George C. Philippatos
Holden -Day, Inc., 500 Sansome St., San Francisco, Calif. 94111,
1973, 661 pp., clothbound, $13.95.
The author attempts to synthesize the analytical and empirical
developments from several disciplines into a unified framework
dealing with the problems encountered in financial management. It treats both theoretical considerations and policy implications of various financial decisions and techniques for
financial decisions.
ESSENTIALS OF MANAGERIAL FINANCE
Second Edition
J. Fred Weston and Eugene F. Brigham
Holt, Rinehart and Winston, Inc., 383 Madison Ave., New
York, N.Y.10017, 1971,578 pp., clothbound, $12.00.
The fundamentals of managerial finance are presented here
without exploring in depth controversial and difficult conceptual problems such as is done in the authors' larger book.
Continued on page 52
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LETTERS
Continued from page 9
collector may deviate from GRAP. Indeed, the requirements for tax purposes
are quite specific. Income tax laws and
regulations define income and expense,
and other considerations that lead to a
determination of taxable net income.
Why should there not be a similar rigidity
in reporting to stockholders? If one assumes such rigidity would enhance comparability among companies, to the benefit of the investing public, in what way
would management be harmed?
To return to the question, "Are Accountants the Public's Protectors ?" that
answer is "No!" since the public is not
being protected. Perhaps the title of the
article should have been, "Should the
Accountants be the Public's Protectors ?"
John R. Croxall, CPA
Chairman, Accounting Department
Xavier University
Cincinnati, Ohio

Pricing for Government Contractors
Mr. Michael D. Roberge's article "Pricing for Government Contractors" in the
June 1973 i s s u e of MANAGEMENT ACC O UN TI N G w a s

ve ry

tim ely

fo r m e

in

my

first attempt at understanding the complexities of ASPR.
It seems to me, however, that Mr.
Roberge should have also considered opportunity costs when he discussed average
cost pricing. Unless this is done, no explicit recognition of the current value of
the facilities or even the cost of capital
committed to a project is considered in
the development of the average cost price.
The use of average cost pricing without
considering valid alternative cost opportunities contributes to the misleading
costs which result from this type of pricing.
The decision by most companies to allocate available capital or potential new
capital to various segments of the business is based upon alternative uses of resources as measured by the return on
capital. During periods of idle facilities
there is no reason for placing value on
alternative use of resources; but when
facilities are at full or near full capacity,
opportunity costs do become a significant
cost item which is not considered under
average cost pricing.
Gene Hymel
New Orleans Chapter
New Orleans, La.
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MODERN
INTERNAL AU

G

AN OPERATIONAL APPROACH
By these nationally -known authorities —
Vic tor Z. Brink, Graduate School of Business, Columbia University; James A. Cashin,
School of Business, Hofstra University; and
Herbert W itt, Regional Audit Direc tor, Dep a r t m e n t of Healt h , Ed u c at ion , an d
W elfare.

Completely revised, greatly expanded, this
standard guide puts at your disposal a complete array of conceptual and practical tools.
It places prime stress on the responsibilities
that have made the internal auditor a key
member of today's management team —measuring and reporting functional and departmental efficiency. At the same time, the book
supplies a detailed review of his traditional
financial auditing activities.
The Third Edition presents far more than a
compendium of techniques. It fully clarifies
background considerations essential to the
sound applications of procedures in all kinds
and sizes of organizations— whether business,
non - business, or governmental.
Hundreds of pages focus on specific areas of
operational auditing ranging from purchasing
to production, from marketing to computer operations. Similar thorough treatment is accorded
the administration of the internal auditor's department with detailed attention to questions of
personnel, manuals and reports, and the coordination of activities.
Many checklists and end -of- chapter audit guides
highlight factors to be considered in carrying
out the work. Extensive coverage of statistical
sampling zeros in on the special problems facing
the internal auditor.

795 pp.

Illus

. . . . . n . . . . . . . . . . u . . . . . . SEND

Includes
29 Chapters Organized
In 5 Major Sections:
Foundations for Internal Auditing:
The Nature of Internal Auditing
Objectives and Scope of Internal
Auditing
Responsibility, Authority, and
Independence
Understanding Management Needs
The Fundamentals of Control
Organizational Control
The Operational Approach of the
Internal Auditor
Areas for Operational Auditing:
Purchasing and Transportation
Receiving, Inventories, and Scrap
Production
Quality Control, Engineering, and
Research
Facilities
Marketing
Personnel
Basic Financial Control
Financial Management
Computer Operations
International Operation s
Other Operational Areas
Review of Financial Statements:
Assets
Liabilities and Equity
The Income Statement
Administering the Internal Auditing
Department
Pl anni ng and Organiz i ng
Staffing, Directing, and Controlling
Manuals, W orking Papers, and Reports
Sampling and Statistical Techniques
Coordination W ith the Outside Auditor
Evaluation and Future Prospects:
Evaluation and Self Audit
Facing the Future

COUPON TODAY ........................:

THE RONALD PRESS COMPANY
79 Madison Avenue, New York, N.Y. 10016
Send
copies of MODERN INTERNAL AUDITING, Third Edition, by BrinkCashin -W itt, at $17.50 per copy.
Ch ec k e nc lo s ed ( N .Y. an d C al i f. r e s i de nt s a dd s a le s t ax)
Bill firm

Ch a r g e m y a c c o u n t

.

Name
Firm

_

Address
City & State

ZIP __

_

n.. n.. i. Ituu. au...... n.... n...... aa.. aa. aa. a....aa..aaaaa..n...a..a.n....:
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Continued from page 50

Matthew Tuite, Roger Chisholm and Michael Radnor

FINANCIAL ACCOUNTING THEORY 1:

Aldine- Atherton, Inc., 529 S. Wabash Ave., Chicago, Ill. 60605,
1972, 298 pp., clothbound, $12.95.

Issues and Controversies
Second Edition
Stephen A. Zeff and Thomas F. Keller
McGraw -Hill Book Co., 1221 Avenue of the Americas, New
York, N.Y. 10020, 1973, 623 pp., clothbound $8.95, paperbound $6.95.
Since the first edition in 1963 the authors have given recognition to the following trends: a change in the process by which
accounting principles are determined, an increasing interest in
current value, an interest in the establishment and clarification
of accounting objectives, and finally a sensitivity to the broader
purposes of accounting.
MANAGERIAL FINANCE
Fourth Edition
J. Fred Weston and Eugene F. Brigham
Holt, Rinehart and Winston, Inc., 383 Madison Ave., New
York, N.Y. 10017, 1972, 768 pp., clothbound, $13.50.
This edition has been updated to reflect the new Uniform
Commercial Code, Federal income tax changes, and changing
economic factors since 1969. Additional emphasis has been
given to risk analysis, working capital management and international finance, and the cost of capital presentation has been
modified.

COST ACCOUNTING AND
FINANCIAL CONTROL SYSTEMS
John Deardea
Addison - Wesley Publishing Co., Reading, Mass. 01867, 1973,
539 pp., clothbound, $11.95.
A text for use in cost and management accounting courses, its
emphasis is placed on cost determination and financial control
systems. It examines systems for helping management exercise
control over the utilization of the economic resources of the
company and the allocation of them among competing demands. It contains over 40 business cases and 100 problems.
An instructor's manual is also available.

This book is intended as an explanation and study of inter
system decision making using analytical joint decision - making
models to solve problems which are both technological and
motivational in character.
AUDITS OF BROKERS AND DEALERS IN
SECURITIES
Industry Audit Guide
American Institute of Certified Public Accountants, 666 Fifth
Ave., New York, N.Y. 10019, 1973, 213 pp., paperbound, $4.50,
Members: $3.60.
Prepared for the assistance of independent public accountants,
this guide describes those conditions or procedures unique to
the industry and illustrates the form and content of broker
dealer financial statements. It contains also a discussion of
brokerage transactions, accounting records, and internal accounting controls.
BANK AUDITS AND EXAMINATIONS
John H. Savage
Bankers Publishing Co., 89 Beach St., Boston, Mass. 02111,
1973, 206 pp., clothbound, $32.00.
As director of banking services for Ernst & Ernst, the author
draws on his experience to outline step by step the procedures
necessary to conduct a thorough audit of a bank whether by
an internal auditor, a director, or an outside CPA firm. He
furnishes guidance for the conduct of every type of audit.
AUDITS OF STOCK LIFE INSURANCE COMPANIES
American Institute of Certified Public Accountants, 666 Fifth
Ave., New York, N.Y. 10019, 1973, 183 pp., paperbound, $4.50,
Members, $3.60.
This guide, applicable principally to stock life insurance companies, contains information concerning the nature and conduct
of the life insurance business accounting practices prescribed
or permitted by insurance regulatory authorities, the differences
between regulatory practices and generally accepted accounting
principles, auditing procedures and reports related to life insurance companies.

NEMA ACCOUNTING MANUAL
For The Electrical Manufacturing Industry
Eighth Edition
National Electrical Manufacturers Association, 155 East 44th
St., New York, N.Y. 10017, 1973.
Ring Binder, Members, $12.50, Educational, $13.50, Others,
$15.00.
A professionally prepared revision covering 70 percent of the
previous edition, it reflects the latest accounting developments.
Broad coverage is provided for accounting for investment in
plant and equipment; job, process and standard costs; variance
analysis; and absorption and direct costing. The concluding
chapters cover financial statements and ratio analysis.
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AUDIT DECISIONS IN ACCOUNTING PRACTICE
AUDIT DECISION CASES
Richard S. Woods, Editor
The Ronald Press Co., 79 Madison Ave., New York, N. Y.
10016, 1973, 157 pp., casebook -202 pp., paperbound, $6.00
each.
These writings are for the auditor who is concerned with the
policy level in his profession. Together they provide broad
coverage of the area of decisions which an auditor is faced with
in his relations with clients, boards of directors, regulatory
agencies, and the public.
Continued on page 54
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DECISION STRATEGIES IN FINANCIAL
MANAGEMENT
Donald H. Schuckett and Edward J. Mock

EXTENSIONS IN ACCOUNTING DISCLOSURE

AMACOM a Division of American Management Assn., 135 W.

Norton M. Bedford
Prentice -Hall Inc., Englewood Cliffs, N.J. 07632,1973, 208 pp.,
clothbound, $8.95,paperbound, $4.95.
The aim of this book is to provide a comprehensive conceptual
and innovative view of the accounting disclosure problem and
to relate this view to specific disclosure issues. The intent is to
reveal new research opportunities and to suggest ideas for further study and work on problems of accounting disclosure.

50 St., New York, N.Y. 10020, 1973, 243 pp., clothbound,
$16.50.

FINANCIAL REPORTING FOR LIFE INSURANCE
COMPANIES

This handbook contains a collection of problem solving techniques developed and used by successful companies. It provides
a basis for sharpening the profit focus of your financial decision
making.
MULTINATIONAL BUSINESS FINANCE
David K. Eiteman and Arthur I. Stonehill

Addison - Wesley Publishing Co., Reading, Mass. 01867, 1973,
399 pp., clothbound, $11.95.
The Canadian Institute of Chartered Accountants, 250 Bloor The authors attempt to bring some order and structure to the
St. E., Toronto 285, Canada, 1973,190 pp., paperbound, $6.00. growing field of managing financial decisions within multiThis research study was initiated by the Institute's Accounting national business enterprises. Among other things, it deals with
and Auditing Research Committee and carried out by a study the transfer of funds from one economy and currency system to
group devoted to financial reporting for life insurance com- another.
panies through general purpose financial statements. It contains a glossary of the most significant life insurance terms and
THE BUSINESSMAN'S VIEW OF THE PURPOSES
a bibliography.
OF FINANCIAL REPORTING
PRINCIPLES OF AUDITING
Fifth Edition
Walter B. Meigs, E. John Larsen and Robert F. Meigs

C. D. Rice, H. C. Ford, R. J. Williams and G. W. Silverman
Financial Executives Research Foundation, 633 Third Ave.,
New York, N.Y. 10017, 1973, 126 pp., paperbound, $6.50.

A study conducted by Booz Allen & Hamilton providing a
Richard D. Irwin, Inc., 1818 Ridge Rd., Homewood, Ill. 60430, documented statement of management views on the purposes
of financial statements, it is based on both library research and
1973, 777 pp., clothbound, $12.95.
This edition provides a five -year update. It contains a new chap- top executive interviews.
ter on legal liabilities and court cases, a new chapter reflecting
the new code of professional ethics, and an expanded chapter
FINANCIAL STATEMENTS
on electronic data processing systems.
Form, Analysis, and Interpretation
Sixth Edition
CODIFICATION OF AUDITING STANDARDS
Ralph Dale Kennedy and Stewart Yarwood McMullen
AND PROCEDURES
Richard D. Irwin, Inc., 1818 Ridge Rd., Homewood, Ill. 60430,
Statement on Auditing Standards No. 1.
1973,628 pp., clothbound, $13.95.
American Institute of Certified Public Accountants, 666 Fifth This update of the earlier edition reflects new pronouncements
Ave., New York, N.Y. 10019,1973,235 pp., paperbound, $4.50, of the Accounting Principles Board of the American Institute
Members: $3.60.
of CPAs affecting various aspects of published financial stateA codification of Statements on Auditing Procedure Nos. 33 ments and current changes in financial statement practices as
through 54 previously issued by the Committee on Auditing reviewed in Accounting Trends and Techniques.
Procedure. It supersedes the previous statements and incorporates all the substantive matters covered in those statements.
PUBLIC DISCLOSURE OF BUSINESS FORECASTS
VALUATION OF USED CAPITAL ASSETS
Studies in Accounting Research No. 7
Carl R. Beidleman
American Accounting Association, 653 S. Orange Ave., Sarasota, Fla. 33577, 1973, 84 pp., paperbound, $4.00, Members:
$2.00.
This study focuses on the relative importance of the determinants of market values of secondhand capital assets. It is based
on observed market values.
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Part I. Public Disclosure of Business Forecasts,
by A. T. Kearney, Inc.
Part I1. The Legal Aspects of Public Disclosure
of Corporate Financial Forecasts,
by Sidley and Austin
Financial Executives Research Foundation, 633 Third Ave.,
New York, N.Y. 10017,1972,116 pp., paperbound, $6.00.
This two part study was made to determine management's use
of internal forecasts and public disclosure and to consider the
legal aspects of such disclosure.
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This is the permanent headquarters of the Financial Accounting Standards Board in Stamford, Conn.

FASB:
THE YEAR
FOR DECISIONS
Now fully organized and established in a permanent home, the
Financial Accounting Standards Board prepares an eventful 1974
for the financial and accounting community, a year which will
see the organization's first public hearings
and the publishing of the first standards.

By Robert F. Randall

Just off the Merritt Parkway outside Stamford, a
striking three -story building stands etched against
the red and orange leaves of a Connecticut
Autumn. At nine o'clock in the morning the air
is brisk with a wintry promise. A truck stands in
the lee of the new building, busily selling coffee
and doughnuts to construction workers. In the
front, bagged trees lie on the ground waiting for
the landscapers to put them into the earth.
The sole tenant of the building last November
was an unusual organization —the only one of its
kind in the world. Considering its objective, howMANAGEMENT ACCOUNTING /JANUARY 1974

ever, it seems appropriate for the Financial Accounting Standards board (FASB) that its permanent headquarters is a brand new building. As
most accountants know, the FASB has launched
a major new beginning in the effort to build a solid
structure of accounting fundamentals and standards
that will maintain the confidence of the public
in financial reporting —a function of paramount
importance to the continued conduct of free enterprise in the United States.
The Financial Accounting Standards Board grew
out of a crisis of confidence in financial reporting
which saw its predecessor, the Accounting Principles Board (APB), bombarded with criticisms from
55

"This year the
Board will
move into the
decisionmaking
phase . . . "

all sides. Responding to this criticism, the American Institute of CPAs established a special blue
ribbon committee to re- examine the problems of
establishing accounting principles. The Wheat
Committee, named after its chairman, Francis M.
Wheat, issued its report in March 1972, calling
for a new, independent, salaried body to establish
accounting rules.
The report, whose recommendations were carefully designed to meet the criticisms of the APB,
was speedily approved by the AICPA and other
financial and accounting organizations including
NAA. Briefly, a seven - member, full -time Board was
vested with the responsibility of promulgating
standards for financial reporting. The members of
this Board would be appointed by the Financial
Accounting Foundation (FAF) which was also
made responsible for the financing of the new organization.
To ensure that the new Board would be cognizant of many different views on the topics it would
face, a Financial Accounting Advisory Council was
created. The Council consists of not less than 20
members (currently 27) drawn from all sectors
of the accounting and financial field and appointed
by the board of trustees of the Foundation for a
term of one year.
The Decision-Makers
The APB was dominated by certified public accountants, particularly members of the "Big 8,"
according to its critics. That is why the make -up
of the membership of all three new bodies has been
structured to ensure a broader representation of the
accounting and financial field. Only four of the
members of the FASB are required to be CPAs;
the other three members are to be drawn from business, government, financial analysts or accounting
education.
According to the by -laws, the trustees of the
Foundation consist of four CPAs in public practice, two financial executives, one financial analyst
and one accounting educator. The nominees for
financial executives are made by the Financial
Executives Institutes and the National Association
of Accountants. FAF trustees are elected by the
AICPA Board of Directors.
The new organization has moved far and fast
since its incorporation in June 1972. Early last
year the final members of the Board were appointed
as well as the members of the Advisory Council.
By midyear most of the technical and administrative
staff had been selected. In April, the Board selected
seven projects for the initial agenda and began to
appoint task forces for each. In November 1973,
an eighth project —on business combinations —was
added to the agenda. Much of the initial preparation work has been done on a number of the
projects; this year the Board will move into the
decision- making phase of its work.
The seven members of the Financial Accounting
Standards Board are a fascinating mixture of professional skills, ranging from the brilliance of the
younger members to the experienced wisdom of
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the older ones. Marshall S. Armstrong, the chairman of FASB, for example, has more than 30
years of experience in public accounting. Prior to
his appointment to the Board, he was managing
partner of Geo. S. Olive & Co., a regional firm of
CPAs with headquarters in Indianapolis. Thanks to
his service as president of the AICPA and as a
member of the APB, he is no stranger to the task
assigned him. A straightforward man with a keen
sense of humor, Mr. Armstrong likes to recall one
of his first jobs as a vacuum cleaner salesman. He
sold one new sweeper to the president of a local
bank but before the banker could make payment
he was charged with embezzlement. "This was my
first experience with the need for a `reserve for bad
debts,' " the FASB Chairman noted wryly.
John W. Queenan, board vice chairman, has also
served as president of the AICPA. Mr. Queenan,
former managing partner of Haskins & Sells, had
also been a member of President Nixon's Price
Commission. The fact that he had served both as a
member of the AICPA Committee on Accounting
Procedures, predecessor of the APB, and on the
APB ensures his grasp of the problems facing FASB.
Donald J. Kirk is a former partner of Price
Waterhouse & Co. He served on committees of
both the AICPA and the New York State Society
of CPAs.
Arthur L. Litke, formerly chief of the Office
of Accounting and Finance of the Federal Power
Commission, has served as president of the Federal
Government Accountants Assn., and contributed to
a number of business and accounting journals. He
was also associate director, Civil Accounting and
Auditing Division of the U. S. General Accounting
Office, thus making him the expert in government
accounting on the Board.
Robert E. Mays brings the experience of a longtime career in industrial accounting to the Board.
Although he is a CPA, his career has been devoted
primarily to the oil and gas industry. Before his
appointment he was controller of Exxon Corp.
Walter P. Scheutze has been a partner with Peat,
Marwick, Mitchell & Co., in San Antonio, New
York and Los Angeles. He has been involved in
work on the AICPA's Committee on Auditing Procedures and the Accounting Principles Board.
Robert T. Sprouse was professor of accounting
at the Stanford University Graduate School of Business for eight years. He was a lecturer at The Harvard Graduate School of Business Administration
for two years and has written, as a co- author, three
important books in accounting, as well as publishing
many articles for the profession's journals.
Accounting 'Think Tank'
As might be expected of an organization such
as this, the staff of approximately 60 is heavily
weighted on the technical end. Each Board member has his own technical advisor (called TAs) and
there is also a senior technical advisor to the Board,
J. T. Ball, and a research director, Ronald J. Patten.
The administrative and clerical staff is headed by
Michael A. Pinto, director of administration, who
MANAGEMENT ACCOUNTING /JANUARY 1974
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served as executive secretary to the Wheat Com- Microfiche System. It also subscribes to the AICPA's
mittee. A former senior vice president of N. W. National Automated Accounting Retrieval System.
Ayer & Son, Inc., Robert Van Riper, is public relaMarshall Armstrong has no illusions about the
tions counsel to the Board.
difficulty of the Board's job. One of the criticisms
Inevitably, some wag is going to refer to the of the APB, he points out, was that it did not
FASB as the accounting "think tank." That desig- deal sufficiently with the fundamentals of financial
nation is not too far off base. Its 28,000 square accounting. "Particularly in its later years, the APB
feet of offices have been carefully designed to sup- had all it could do to fight any number of brush port the cerebral efforts of the seven members of fires that were flaming across the accounting landthe Board. Their offices are arranged in suites with scape."
two members sharing each suite, which includes
The Board is determined to avoid this pitfall
offices or work stations for a technical advisor and and has set up procedures to eliminate some of
secretaries. A small conference room is located in the shortcomings of the APB. Criticisms of the
each suite and there are four larger conference rooms APB focused on three areas: its lack of definition
for general use. A larger conference room with of the issues involved, insufficient research on the
microphone facilities is used for meetings of the problems it considered, and little provision for comBoard, the task forces and the Advisory Council. A ments and opinions from those in the accounting
pantry adjoining the conference room allows the community, prior to release of its statements.
Board to serve lunch to groups right on the premises
In contrast, FASB appoints a task force composed
and thus save valuable time. For practical reasons, of individuals with many different viewpoints to
not Puritan, the Board decided at the outset not to consider an issue. The task force is delegated the
serve liquor on the premises.
job of putting together a neutral discussion memThe Board also has established on its organiza- orandum outlining all the possible alternatives to
tion chart a level of para- professionals who hold the accounting issue under study. After the Board
college degrees, not necessarily in accounting or has approved the discussion memorandum, public
business administration. It is the responsibility of hearings will be held, giving all those who wish to
this group to relieve Board members and technical be heard an opportunity to make their views known.
staff of such administrative details as meeting arIn the decision- making phase of its operations,
rangements, distribution of materials to Advisory the Board will then decide what it believes the
Council and task forces, and the design and produc- standard should be. At least five of the seven memtion of discussion memoranda, exposure drafts and bers of the Board must approve an exposure draft of
other publications.
a statement or interpretation before it can be issued.
The Board may stand or fall on the basis of Proposed statements will be exposed for a minimum
its research supporting the standards it promulgates. of 30 days and in most cases 60 days. Interested
That is why one of the most important areas in parties will be invited to comment on the proposed
its offices is the library. The Board has access to statement. At the end of the exposure period, the
financial reports filed with the New York Stock Board studies the comments and determines
Exchange and the American Stock Exchange, as whether to issue the statement in its original form
well as those filed with the SEC, through a LEASCO or to modify it.
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The FASB meets with members of the Financial Accounting Standards Advisory
Council in large conference room at the Board's headquarters.
The FASB rules do not require it to go through
discussion memoranda, public hearings and public
procedure when it issues an interpretation of a
Statement of Financial Accounting Standards or
interpretation of the statements or opinions issued by its predecessors. All proposed interpretations, however, must be submitted prior to issuance
for comment to the members of the Advisory Council for at least 15 days. The Board may also choose
to publicly expose the proposed interpretation. The
voting rules are the same; at least five members must
vote affirmatively before an interpretation can be issued.
Public disclosure of the work of the new Board
was deemed essential by the organizers of the
Board, as a means of ensuring the confidence of
the public in the final product. Accordingly, the
Board is required to maintain a complete public
record containing among other things written research data, written comments and position papers,
and transcripts of public hearings.
These procedures, plus the large research staff
that the Board has put together, are designed to
improve the process by which accounting statements are issued and to silence some of the critics.
Eight projects are now in this pipeline:
1. Accounting for foreign currency translation
2. Reporting by diversified companies
3. Accounting for future losses —such as catastrophe reserves of casualty insurance companies,
self- insurance and reserves for foreign operations
4. Accounting for certain costs such as research
and development, start -up and relocation
5. Accounting for leases by lessees and lessors
6. Criteria for determining materiality
7. Broad qualitative standards for financial reporting
8. Accounting for business combinations and related intangibles

'Starting from Scratch'
"1974 is going to be an extremely busy and
important year for this body," Marshall Armstrong
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told MANAGEMENT ACCOUNTING In an interview last
November. The Board had "started from scratch"
but now its endeavors would start to bear fruit.
He pointed out that an exposure draft of a Statement on Disclosure of Foreign Currency Translation
Information had already been released. Moreover,
the Board expects to issue discussion memoranda
and hold some public hearings early this year.
Those who criticize the new Board for going too
slow are just not aware of how much has been
accomplished. "I think," he said, "there may be a
silent majority who favors our determination not
to be sidetracked by putting out day - to-day fires."
The items on the agenda are "extremely complex
problems and we are going at it on a very careful
basis."
The "pipeline" is now full and both Mr. Armstrong and Robert Mays pointed out that the Board
would be moving into a new phase of its operations. Each member of the Board acts as a chairman of the task force on a specific issue. Initially,
he often worked very closely with the members of
the task force. With discussion memoranda emerging, the Board now has to move up to its decision making role which will involve "almost constant
meetings." Research and drafting of documents will
necessarily have to be delegated.
Financing is always a problem for any new organization, but Mr. Armstrong said he thought the
financial arrangements for the new organization had
been done extremely well. In addition to public accounting firms, five accounting and financial organizations (including NAA) have pledged their efforts
to help the Financial Accounting Foundation finance the Board. "Most of the organizations have
either equaled or exceeded their aims for the first
year," Mr. Armstrong said.
Board members also have a problem in striking
a balance between maintaining good communications with the public about its work and devoting
maximum time to the difficult accounting issues on
the agenda. The Board has been swamped with
speaking invitations but "each speech is extremely
costly in terms of Board member and staff time."
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As a result, Mr. Armstrong has limited his commitments and asked the others to do likewise.
Although the FASB has been given a mandate
by the accounting and economic community to
promulgate financial accounting standards, the Securities and Exchange Commission actually has the
legal authority to do so. In the past the SEC has
been willing for this function to be exercised by
the private sector. Occasionally, however, the Commission has issued rulings in direct contradiction
to APB's statements.
The FASB has held several meetings with the
full Commission to clarify the relationship between the governmental body and the private nonprofit organization. SEC Chief Accountant John
Burton has been invited to attend meetings of the
Advisory Council as as observer. In addition, the
Board maintains continuous liaison with the Chief
Accountant's office. "We're seeing improvements
in our relationship," Mr. Armstrong noted. The
Board has moved to establish good communications
with Congressional committees, too.

Potentially, one of the toughest problems the
Board has on its agenda is defining the objectives
of financial reporting. It is working now to combine
the report of the Trueblood Committee on accounting objectives with its own project on qualitative standards for financial reporting. "I think it's
time for the financial community, accounting community and the FASB to agree on objectives of
financial reporting," he observed.
The FASB has undertaken a formidable task
(one person described it as a "goldfish in a pool
of sharks "), but Chairman Armstrong believes that
with the wide support which the organization enjoys and its carefully designed, full - disclosure procedures the Board has a good chance to succeed.
"The challenge is just unbelievable," he says, pointing out that the significance of its success or failure
would be far - reaching. This year, when the first
discussion memoranda start emerging from the
pipeline, may well be a critical one for the Financial Accounting Standards Board and the accounting community.
O

"It's time ...
to agree on
objectives of
financial
reporting."

Notice of Adoption
Of Amendments to the Constitution
NAA members have voted to adopt the proposed
amendments to the Constitution which were published in the September 1973 issue of MANAGEMENT
ACCOUNTING. Of those casting ballots, 96.9 percent
voted for adoption and 3.1% cast their vote against
the proposal.
According to the Constitution, Article VIII (d),
"If the Executive Director shall have received within sixty days thereafter votes in writing in favor of
such proposed amendments, repeals, or additions,
signed by a majority of the Members casting such
votes, such proposed amendments, repeals, or additions shall be deemed to be adopted as of the
date of such submissions."
The amendm6Its recognize the establishment of
the Institute of Management Accounting, permit

MANAGEMENTACCOUNTN
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the Board of Directors to authorize a mail vote of
officers and directors before the Annual Meeting if
it so desires, and to hold the Annual Meeting at
any time within 60 days prior to the end of the
fiscal year. The amendments also remove the necessity for a mail vote of the entire Board of Directors
on proposed amendments to the By -Laws or the
Constitution when a majority of the Board is opposed to such changes. Other changes have the
effect of clarifying the language of the Constitution.
The complete text of the amendments was published in the September issue of MANAGEMENT
ACCOUNTING, the Official Bulletin of the Association.
WILLIAM M. YOUNG, JR.
Executive Director
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New Products I Services
Auditing Software Package
Is Flexible, User - Oriented
The Audit Analyzer software package

.usa
ELECTRONIC calculator combines print
and display panel. Model CS -628 has
memory register, automatic credit balance system. Sharp Electronics Corp., 10
Keystone Place, Paramus, N.J. 07652.

facilitates thorough audit without dependence on programming and systems
personnel. It combines flexibility and simplicity: an auditor can learn the basics of
the system in two to three hours. Based on
Pilgrim's Data Analyzer Retrieval and Reporting System, it incorporates a library
of auditing functions maintained by the
company. Pilgrim Products, Inc., 20 Old
Turnpike Road, Nanuet, N.Y. 10954.

s
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Ultimacc Tailors Computerized
Business System for Firms
An on -line, computerized business system tailored to customer specifications
is offered by Ultimacc Systems. A turnkey operation, the system is designed to
produce reports for the entire operation,
including accounting, finance, sales, purchasing, inventory, and production. Ultimacc Systems, Inc., 9 Brook Ave., Maywood, N.Y. 07607.

MINI- CALCULATOR, Palmtronic LE -81,
operates up to 100 hours on single set
of alkaline batteries. Capable of chain,
mixed and constant calculations. Canon
USA, Inc., 10 Nevada Drive, Lake Success, . New York 11040.

SPEAKERPHONE allows its user to talk
on the telephone without using handset.
Can be installed on any telephone line
with standard telephones or with key
sets. Ford Industries, Inc., 5001 S.E. Johnson Creek Blvd., Portland, Ore. 97206.

On Line Accounts Receivable
Video-On -Line Accounts Receivable
System (VOLAR) keeps A/R up to
date, produces statements, ageings, cash
receipt books, complete audit trails within two days after monthly closings.
Video -on -line terminal connects to central computer, obviating need for the
firm to buy or lease a computer. Coordinated Computer Concepts, Inc., 475
Park Ave., So, New York, N.Y. 10016.
60

XEROX 7700 reduction duplicator automatically copies and reduces computer forms
to 8 ' /2 by 11 -inch size in pre - selected quantities directly from fanfold computer
printout. Xerox, contact Robert L. Stearns, Rochester (716) 546 -4500.
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Program Assists Forecasting
Foresight IV is a computer program designed to assist management in forecasting financial results. Program allows such
usages as forecasting from previous data,
seasonal and linear forecasts, and simple
or exponential data smoothing. Planning
analyzes can be simulated through a financial subroutine that performs present
value, internal rate of return and loan
amortization calculations. Depreciation
and tax loss carry- forward and carry-back
features are also available. United Computing Systems, Inc., 3130 Broadway,
Kansas City, Mo. 64111.
Booklet Offers Ideas
For Improving Reports
"Internal Reports —Ideas to Make Them
More Readable, More economical, More
Impressive" is the title of a 15 -page booklet whose purpose is to help improve the
formats of internal reports. It shows how
graphs, line tints, special rulings, captions, boxes, and similar devices can make
reports highly readable and impressive.
Available without charge from Moore
Business Forms, Inc., 1001 Buffalo Ave.,
Niagara Falls, N.Y. 14302.

NIXDORF 8201110 computer package features programs developed specifically for
public accountants and accounting firms. Permits automation of such services as
general ledger, payroll, statements and various custom - designed reports. Nixdorf
Computer, Inc ., 5725 East Riv er Road, Chicago, Ill. 60631.

e 0 00

POCKET calculator Model 1E -883U
weighs 11 ozs, operates either on AC
or 4 "AA" penlight batteries. Panasonic,
Matsushita Electric Corp., of America,
200 Park Ave., New York, N.Y. 10017.

STENCIL MAKER, Model 588, automatically produces an imprinted stencil in 4
minutes; then shuts itself off. Weighing 66 Ibs, the tabletop unit is solid state and
requires no warm -up. A. B. Dick Co., 5700 West Touhy Ave., Chicago, 111. 60648.
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REMOTE Touch Dictation System permits dictation from any local or long
distance telephone. Memocord, 78 E.
Palisade Ave., Englewood, N.J. 07631.
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Chapter/ Member News
JOHN

J.

HARRI N GT ON , Boston.

RO BE R T H. KA HL E Y , R o ch e s t e r .
KE N N E T H A. K E RST E N , Raci ne - Ke nosha.
N O R M AN E . KE R T H , S t . L o u is , p a s t p r e s i dent.
LANHAM, Lo ng Beach.

D.

KATI E

M ACK I N , L o s A n g e l e s , p a s t

J.

HOW ARD
pre si dent.
FRANK

Merrimack Valley,

M I T CHE LL,

D.

past pre side nt.
HE N R Y H. M Y E R S, R o c he s t e r .
GE O RG E

K.

PA LM E R , S a n

D i e go ,

past

pres ide nt.
SA M U E L RE E S ,

Kans as Ci ty.

II I ,

T H E O D O R E A . R E N S T R O M , C h i c a go .
ARN OLD
JAM E S

E. R O S C H L I ,
W. ROSE ,

Hage rs t own.
Piedmont - Winston

Salem.
F R E D S C H W A R Z , B r o o k l yn , p a s t p r e s i d e n t .
LE O N AR D S PA C E K , C h i ca go .
LE LAND

G. S P E N C E R ,

S yr a c u s e .

WALT ON B. T HOMPSON, Williamsport.

J. J.
At organizational meeting of Fayetteville (N. C.) chapter were, L -r.,
Spruille Braden, Jr., NAA staff manager; Karen Schmitz, past president
of Raleigh- Durham Area; Nicholas Perry, current president; Gene
Williams, chairman, and George McCarthy, secretary, of the organizing committee.
ye a r .

Author Receives Wide Response
To Magazine Article

se minar on

No t hi n g p l e as e s an au t ho r mo re, aft e r h i s
ar t ic l e h a s b e e n

publi she d, t han

Moreover,

t o dis-

co v e r t h a t s o m e o n e h a s re ad a n d ap p re -

he

"N e w

part icip ated

Ho r i z o n s of

in

VARLE Y, Youngstown.

R. A . W A T K I N S , D a y t o n .
HAR OL D H. WHI T E , New Orle an s.
T HE OBALD

a

Inte rnal

V.

WOLF , C hi cago.

Promotions and New Positions
CLARE N CE

G.

HARD I N G, B a l t i m o r e , h a s

Au d i t i n g in E u r o p e , " at St. Gal l Univer-

be e n appoi nt e d

s i t y.

Li ght i ng Products ,

cont rol l e r of

HE R M A N i s n o w

tre as ure r of

Emeritus Life Associates

N a t i on al L e as i n g, I nc .
LAWRE N CE

ers wr o t e t o h i m , a n d at least fo u r u n i -

T h e 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. Th ose so designated are relieved
from payment of annual dues. T h e intent
of th is p rovision of the By -Laws is to recognize the debt which the Association owes to
members of long standing.

versi ties —one in

JOSEPH

ciated

it.

NAA

re ce nt l y wr o t e

Member

E.

K.

Briner

us a b o u t hi s e xpe ri e nce s

af t e r h i s a r t i c l e , " I n t e r n a t i o n a l T a x M a n -

1973

age me nt ," appe are d i n t he F e bruary
i ssu e Of M AN AGE M E N T ACCO U N T I N G.

of t h e N A A
staff he noted that the article had reI n a letter to a m e m b e r

ce i ve d wo r l d w i d e re s p o n s e . Se v e r al re ad the

U.S.,

t wo in Ge r -

V.

BRIGGS, L a n c a s t e r , p a s t p r e s -

m a n y, a n d o n e i n S w i t z e r l an d — t ho u gh t

ide nt .

e n ou gh

E . F . B U R M AHL N , Lync hburg.

of t h e a r t i c l e t o a r r a n g e f o r i t s

dis tribu ti on to st ud en ts . "F u r t h e r m o r e , "

of

h e c o n t i n u e s , " t h e As s o c i a t i o n
nat ion al

has

(U.K.)
full."

Accountants

pri nte d m y arti cle in

Interre -

As a res ult of the arti cle, Au thor Bri ner
has be en asked b y a n u m b e r o f

U.S.

and

E ur op ean as so ci at io ns to writ e articles on
taxation. Bu t he ask s, whe re d o

I

take t he

ti me from?
Mr.
Europe

Briner,
for

who

Dow

is

tax

Chemical

man ager —
in

Zurich,

S wi t z e r l a n d , al so f o u n d t i m e t o h e l p organ i z e

02

the

Swiss

C h a p t e r of

NAA

last

Rou ge ,

has

Co.,

As su rance

as

DON ALD

HOP KI N S,

J.

Boise,

has

of t h e B u i l d i n g
rials Div., Boise Cascade Corp.

n a m e d controller

ROBE RT
now

J.

been
Mate-

M C K E E L , C a t a w b a V a l l e y, is

resident

controller

wi t h

Cab i ne t s , a Beatrice F o o d s

He kman

Co. d i v i s i o n .

BAI RD, C h a r l o t t e G o l d , h a s

promot ed

to

vice

pre sident

wi t h

So u t h e as t ern F i n an ci al C o rp .
ROBE RT F . RE BE CK, C h i c a g o , h a s b e e n

pres ide nt.

T. CA U M M I S A R , J R ., L o ui s v i l l e .
R. CLE V EN ST IN E , S o u t h J e r s e y,
E.

p r o m o t e d t o vice p r e s i d e n t a n d tr e a su r e r
of t he F ibre B ox Ass n.
RAYM ON D A . FE LLI N GE R, C i n c i n n a t i , i s

past pre side nt.
ST AN LE Y

Baton

M.

M ar yl a nd

co n t ro l l e r f o r a l l s u b si d i a ri e s .

be e n

M . W A Y N E CARSON , W i l l i a m s p o r t , p a s t

FRANK

All

LAT U so,
American

R. W A R R E N

RI C HAR D L. BU R T T , P itt sb urgh.

JOSEPH

joined

We ls bach

I n c . . . . FRE D

FORD ,

Toledo,

past

presi-

n o w t r e a s u r e r of C i n c i n n a t i S a v i n g s A s -

G.

STANKORB h a s

dent.

s o c i a t i o n . . . . JOHN

JOSE PH F ORT I E R, Ha rtfo rd.

be e n

promot ed

GU I S E PP E L . G H E R Z I , M e m b e r - a t - L a r ge ,

Fuller

Co.

Swi tz erl an d.

E . PARK SPE N CE , C l e v e l a n d , w a s n a m e d

CL E M E N S

P. H A E R E R ,

Ne w Orleans.

to

controller

of

H.

B.

as s i s t ant s e cre t ary of B e ari ngs , I nc.
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L.
BR UNS W IC K ,
Columbus, h a s
joined VOPLEX Corp., as assistant controller.

PAUL

Dayton, i s n o w
Stumps Enterprises,

RO BE RT H . G R O L E M UN D ,

controller

with

In c. . . . CHAR LES V. JEFFER SON h as b een

promoted�to�manager�—�process�industrial
and education, IBM Corp., White Plains,
N.

Y.

. . . CARL

V.

WALKER

is

now

controller with Globe Tool & Engineering Co.
Delaware, has been
appointed vice president of J. E. Rhoads
& Sons Inc., and will continue as secretary- treasurer.
KENNETH

R.

BULL,

D.
F A L C O N ETTI,
Delmarva
president, has been named a partner in
the firm of Granger, Faw & Co.
RAYMOND

Four Erie members have been promoted at the American Sterilizer Co.
W I L L I A M J . B L E I L i s now director o f
credit and collections; C H A R L E S D . R E I T EBACH has been named controller of Automatic Tube Co., a subsidiary; THOMAS
A. PAKELA has been promoted to general
accounting s u p e r v i s o r ; D A N I E L J . MULLEN is financial systems project manage I . . . . W I L L I A M R . M I N N I G has been
named divisional controller, Airco Speer
Electronics.
Two Florida West Central members have
been named at Reeves Fence C O . J O H N

W. BERRY was promoted to vice president, and ROGER M. GREENE, named division

co m p tr o lle r .

. . . GEORGE

WICH-

was named business manager,
Channel 13, WTVT -TV.

TER MA N

Greater Ozarks,
was promoted to controller, Reyco Industries, Inc.
CLIFF

E.

CR APENHOFT,

EDWARD

L. DUNN, Hawaii, past president, has joined the Coca -Cola Bottling
Co. of Honolulu, Inc., as controller.
Houston, has joined
North American Turbine Corp., as manager of planning and financial services.
M E L V I N E . LESIKAR,

NORMAN

E.

DITTR IC H,

Knoxville, h a s
been appointed head of the University
of Tennessee, Knoxville, accounting department.
J.

S T A N L E Y M U L L , J R . , Lancaster, h a s
been named controller of Farmers First
National

Ban k.

. . . JAMES

O.

TOM LI N-

SON has been appointed corporate controller, Wilton Brass Co.
ANDREW

J . BR O W N , JR., LOS

Angeles, IS
now controller of Sunline Furniture Mfg.

CO. .

. . ROBER T

R. PEEK has been appointed division controller of Electro -Optics Div., Infrared Industries, Inc.
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CLIF F OR D

D.

KAR R,

Lubbock Area,

has

SOUTHERN
OPPORTUNITIES

been promoted to vice president, Harmon Tank Co.
TH E O D O R E A . LUSS IER,

Massachusetts Pioneer Valley, has been promoted to controller of American Pad & Paper Co.
P. F. SALMON, Member -at- Large, England, has been named finance director of
Albright & Wilson Ltd.
R I C H A R D W . N U N N , Minneapolis North star, has been elected treasurer at Medtronic, Inc.
WOODROW

S.

MERRILL,

JR .,

Montgomery, has been promoted to treasurer, Fitzpatrick Co.

We ar e r e c r u i t i n g m a n a g e m e n t - o r i e n t e d
Ac c o u n t i n g , Fi n a nc i a l a n d EDP pe rs on ne l f o r t h e ra p i d l y g r o w i n g S o u t h e r n
M a r k e t . Im m e d i a t e c a r ee r o p p o r t u n i t i e s
f o r C o n t r o l l e r s . P l a n n i n g M a n a g e r , As s t.
Tr e a s ur e r , Fi n an c ia l An a l ys t s , Ac c t g.
Ma n a ge r s , Cos t Ac c o u n t a n t s , Au d i t o r s ,
Ge n. A c c ts ., Sy s t e m s A n a ly s t s , Pr o g r a m .
m e r /A na ly s t , DP Ma n a g e r s a n d ot h er s .
Sala ries t o $25, 000.

• CONFIDENTIAL SERVICE
Yo u r pr e s e n t p o s i t i o n w ill i n no w ay be
jeo pa rd iz ed . W e h a ve h a d o v e r 12 y ea r s
exp er i en c e i n th e pl a c e m e n t of pro fe s s i on al pe r s o n ne l .

• OUR FEES ARE PAID BY
MANAGEMENT
Pleas e s e n d y o u r re s u m e w i t h c u r r e n t
s a l ar y , o r w r it e f o r o u r Pr of es s io na l
Res um e Ki t .

CHARLES EDWARDS, CEC, Mgr.
Accounting Division
WATKINS
Oakiand•East�Bay
WAL T E R

FILER
Ohio W estern
Reserve

R . SJ OG RE N ,

N

Morristown, h a s
been promoted to chairman of the board,
president and general manager of White-

wener�� ,mn

[mrro mu m aenrke

Where New Futures Begin
Box�J•2000,�Columbia,�S.C.�29201

he a d B r o t h e r s C o . . . . t w o o t h e r m e m -

bers were promoted at the Suburban
Propane C O . S A L V A T O R E G . P A S T O R E i s

now assistant controller, and CHARLES
S . SHAYNE

has been named manager of
the credit and collections dept.

RO BE RT

C.

DAVIS,

JR.,

New Haven,

1S

now assistant vice president�—deputy
controller, Connecticut Savings Bank.
MICHAEL

D.

BUC E LLA,

New York , w a s
recently promoted to treasurer of Amprobe Instrument, a division of SOS Consolidated, Inc.
F . E D W A R D C A S S I D Y , Oakland County
,
has been promoted to vice president�—
controller, Detroit Automotive. . . .
W I L L I A M H E R R I C K , past chapter president, is now a partner with Plante &
Moran, CPAs.
DONALD C . WATKINS,

Oakland -East Bay,
was promoted to treasurer, Soule Steel Co.
RIC HAR D

J.

FILER ,

Ohio - Western Reserve, has been promoted to controller,
Reliance Electric Co.
LA RR Y

O. S E E V E R S , Parkersburg - Marietta,

c hy oau rn g i n g
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Four Piedmont Winston -Salem members
have been named at R. J. Reynolds In-

a
D
a
N

has been promoted to assistant treasurer
of Parkersburg Hospital Service, Inc.
F . S T R I E M E R , Philadelphia past
president, is now vice president and director of Watson & Associates, Inc.
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dustries. C. CLAY BOOHER is manager of
foods billing and finished goods accounting; DONALD L. DWIEL, manager of corporate revenue accounting; JERRY R.
HARNION, manager of corporate accounting, and DAVID W. LEWIS, manager of
corporate property accounting.
JANIEs R. MATCUK, Pittsburgh, has joined
the Chemicals Group of Crompton &
Knowles Corp., as controller.

Time Off

KENNETH L. HEAL, Rockford, has been
named controller and assistant secretary
of Elco Industries, Inc.
DONALD AHRENS, St. Louis, was promoted to vice president, finance accounting
and administration, Bianco Mfg. Co... .
STEVEN E. COTTLE was named control ler -office manager, Carlstrom Foods, Inc.
... GLENN J. DAVIS has joined Edward
R. Spence Co. as controller.... F. R.
ROGERS has been promoted to plant con toller, Titanium Pigment Div., N L Industries, Inc.
ROBERT E. CHEVERTON, San Diego, was
appointed executive vice president of the
Cheverton, Bach /Bayly, Martin and Fay
Insurance Co.
THOMAS L. COTTRILL, Southern West
Virginia, was promoted to executive vice
president of operations, Bright of America.
JOHN F. WHITELEY, Suburban- Northeast
Philadelphia president, has been named
vice president- finance, Captain International Industries.
DONALD F. EDEN, Western Wayne, has
been promoted to director of accounting
and data processing, Flint Ink. . . .
BETTY J. SCHULTZ is now manager, general accounting and employee benefits,
Vickers Inc.
MYRON L. UNRUH, Wichita, has joined
the Coleman Co., as director, internal
audit.
In Memoriam
EDWARD Y. BARNHART, 74, Birmingham,
1939. Emeritus Life Associate.
FRANKLIN M. BOLLER, 72, Norwich,
1925.
WILLIAM J. CARROLL, 81, New Haven,
1928, ELA.
J. J. CHAIKA, 59, Niagara, 1971.
L. P. DETWILER, 44, Los Angeles, 1960.
DAVID H. FEINER, 59, Westchester, 1967.
JACK GOTTERUP, JR., 58, Wichita, 1951.
G. KELLOCK HALE, JR., 69, Piedmont,
1947, ELA.
MORTON S. HILDEBRAND, 72, Raleigh Durham Area, 1942, ELA.
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"Didn't you persuade us to use new math in our accounts last April, Henderson?"

Advice to Romeo:
See Your Tax Adviser
A suitor used to ask a girl's father
for permission to marry, but considering today's complex tax structure, he
should ask his tax adviser also. No
longer can two live as cheaply as one.
In fact, when a couple earning about
equal income marry, their tax liability
goes up.
What about people with widely unequal income? Here's a hypothetical
example supplied by The Tax Adviser:
Assume a world - traveling sales manager earning about $100,000 meets
and marries a girl on a foreign trip
in early 1973. Single, he was taking
advantage of the 50 percent maximum
tax rates on earned income. His 1972
tax was $43,000. You would assume
lie would pay a lower tax now that he's
married. Wrong!
The law says: (1) Because his new
wife was a nonresident alien during
part of the taxable year, they cannot
file a joint return. (2) As a married
person filing a separate return he becomes subject to a tax rate higher than
the single person rate. (3) He is not
eligible for the 50 percent provisions

since only married persons filing a
joint return receive these benefits.
So—his tax bill increased from
$43,000 to $50,000.
His tax adviser should have told
him, "Don't marry until 1974, and
make sure your fiancee becomes a resident of the U.S. during 1973."

The Accountant,
An Audiophile?
Accountants have been called many
names —but audiophile?
That's what Walter E. Hanson,
senior partner of Peat, Marwick,
Mitchell & Co., dubbed the "new accountant" in a recent speech. An
audiophile for those who are not
"into" 8 -track systems is one who is
enthusiastic about sound reproduction.
"Numbers do sing for us "; he explained, "and sometimes they're out
of t un e . . . on occasion they come
crashing upon us from outer space,
like the Equity Funding orchestration ... the `accounting audiophile'
has a keen and even passionate ear for
basic harmony in the sphere of economics."

MANAGEMENT ACCOUNTING /J ANUARY 1974

.

booksfor

accountants.*

RONALD

VALUING A
COMPANY

MODERN
INTERNAL AUDITING

PRACTICES AND
PROCEDURES

AN OPERATIONAL APPROACH

George D. McCarthy, CPA;
and Robert E. Healy, CPA
— Partners, Price
Waterhouse & Co.

Victor Z. Brink, CPA, Columbia University; James
A. Cashin, CPA, Hofstra University; and Herbert
Witt, CPA, Department of Health, Education and
Welfare. Third Edition of this standard guide puts
at your disposal the conceptual and practical tools
needed by today's internal auditor.3rd Ed.,1973.
795 pp.
$17.50

The one reference that offers detailed help in
handling valuations for public offerings, estate
and gift taxes, acquisitions and mergers, and
special situations. 1971. 521 pp.
$25

AUDIT DECISIONS IN
ACCOUNTING
PRACTICE
Edited by Richard S. Woods, University of Pennsylvania. Eight recognized authorities offer valu.
able insights into such controversial areas as
relationships of the CPA with client's management, with investors, with other practitioners and
with regulatory agencies. 1973. 157 pp.
$6

HOTEL ACCOUNTING
Ernest B. Horwath, CPA: Louis Toth, CPA, and
John D. Lesure, CPA. Definitive source of help in
handling accounting for hotels and motels of all
sizes — including food and beverage control, payroll, forecasting and budgeting. 3rd. Ed., with
revised Appendix C, 1970. 513 pp.
$12.50

ACCOUNTANTS'
COST HANDBOOK
Edited by Robert 1. Dickey, University of Illinois
with a Board of 22 Contributing Editors. Authoritative guidance across the whole complex field of
cost accounting — organized for immediate reference. 2nd. Ed., 1960. 1,050 pp.
$17.50

COMMERCIAL
FINANCING
Edited by Monroe R. Lazere, Lazere Financial
Corporation. A practical guide to all forms of
commercial credit, with special emphasis on the
various forms of secured lending. 1968. 310 pp.

DEVELOPMENT OF
INFORMATION
SYSTEMS
WHAT MANAGEMENT NEEDS TO KNOW
Donald F. Heany, General Electric Company.
Answers the key questions about system design,
implementation, operation, and follow -up, plus
administration of costs, personnel, and EDP de$9
partment. 1 9 6 8 . 4 2 1 pp.

PRINCIPLES OF
ACCOUNTING
Rufus Wixon, University of Pennsylvania and
Robert G. Cox, Syracuse University. This well known text offers a balanced introduction to
financial and managerial accounting. 2nd. Ed.,
1969. 827 pp.
$10.50

HOW TO FIND THE
INFORMATION YOU NEED . . .
For years, theRonald Catalog has
been the key to any professional library . It helps you identify
immediately needed sources of
working inform ation in every
area of business operations.
Your complimentary ropy is
available upon request.
TO ORDER or request descriptive
information, write to Dept. 101.. .

The Ronald Press
Company

Use Robert Half
,
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for a change
Searching for competent Financial or Data Processing talent?
Looking for a better position?
ROBERT HALF offers personalized, intensive coverage ... locally,

regionally, nationally or internationally.
ROBERT HALF IS GOOD FOR A CHANGE.
World's Largest Financial & EDP Personnel
Sp e c i a l i s t s . O f f i c e s :

AL E XANDR I A
5001 Seminary Rd.
(703) 931 -3600
AL L ENTOW N
Hotel Traylor Bui lding
1215) 439 1506
AT L ANT A
3379 Peachtree Rd. N.E.
(404) 233 -2416
BALTI MORE
The Quadrangle —Cross Keys
130113237770
BOSTON
140 Federal St.
(617) 423 -6440
CHARLOTTE
4801 E. Independence Blvd.
(704) 535.3370
CHI CAGO
333 N. Michigan Ave.
(312) 782-6930
CI NCI NNATI
606 Terrace Hilton
(5131621-7711

CL EVEL AND
1367 E. 6th St.
(216) 621.0670
DAL L AS
2001 Bryan Tower
(214) 742.9171
DENVER
1612 Court Place
(303) 244 -2925
DETROI T
670 Honeywell Center
Southfield
(313)354 -1535
HARTF ORD
111 Pearl St.
(2031278 -7170
HOUSTON
1200 Central Nat'l. Bank Bldg.
(713) 228 -0056
IN
9 North Illino is St.
(317) 636 -5441
KANSAS CITY MO.
127 West 10th St s.
(816) 474 -4583
LANCASTER
8 North Queen St.
(717) 299 -5621

L ONG I SL AND
420 Jericho Turnpike
Jericho
(516) 822 -8080
LOS ANGEL ES
3600 W ilshire Blvd.
(213) 386 -6805
LOUI SVI L L E
680 South 4th St.
(502) 589 -6657
MEMPHIS
12 S. Main St.
(901) 523.8950
MI AMI
1190 N.E. 163 St.
North Miami Beach
1305) 947 -0684
MI L W AUKEE
777 East Wisconsin Ave.
(414) 271.9380
MI NNEAPOLI S
80 South 8th St.
(612) 336.8636

OMAHA
7101 Mercy Rd.
(402) 397-8107
ORANGE, CA.
500 South Main St.
(714) 835 -4103
PHI L ADEL PHI A
2 Penn Center Plaza
(215) 568 -4580
PHOENI X
1517 Del Webb TowneHouse
(602) 279 -1688
PITTSBURGH
Gateway Towers
(412) 471 -5946
PORTL AND, OR.
610 S.W. Alder St.
(503) 222 -9778
PROVIDENCE
400 Turks Head Bldg.
(401) 274 -8700

NEW ARK
1180 Raymond Blvd.
(201) 623 -3661

ST. L OUIS
7733 Forsyth Blvd.
Clayton
1314) 727 -1535

NEW YORK
330 Madison Ave.
(212) 986 -1300

SAN F RANCI SCO
111 Pine St.
(415) 434 -1900

SAN JOSS
675 North First St.
(408) 293.9040
SEATTL E
1215 Fourth Ave.
(206) 624.9000
STAMF ORD
111 Prospect CI.
(203) 325 -4158
TAMPA
1311 N. Westshore Blvd.
(813) 8 764191
W ASHINGTON, D.C.
7316 Wisconsin Ave. N.W.
(301) 652.1960
W I L MI NGTON
1102 West St.
(302) 652 -3244
LONDON E C 2, Engla nd
17 Finsbury Square
01- 638-4394
TORONTO, Canada
15 Toronto St.
(416) 868 -1314

ROBERT
EL

