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Editorial Consultants: Rufus Wixon, University of
Pennsylvania; Walter G. Kell, University of Michigan; and Norton M. Bedford, University of Illinois;
with a Board of 47 Contributing and Consulting
Editors. This definitive reference includes 28
major Sections of practical help and authoritative
opinion across the entire field of commercial and
financial accounting. Many exclusive working features. 5th Ed., 1970. 1,596 pp.
$20
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FOR NONPROFIT
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Malvern J. Gross, CPA, Partner, Price Waterhouse
& Co. Examines the specialized accounting and
reporting problems of nonprofit organizations and
recommends procedures for improved disclosure.
Covers questions of budgets, investment income,
internal control, etc. 1972. 541 pp.
$13.50
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J. Brooks Heckert, CPA and James D. Willson,
CPA. Stressing decision- making aspects of the
controller's job, book sets forth tested ways of
gauging performance; helps set up reliable standards for materials, labor rates, overhead. Covers
management of office staff, cost and accounting
systems, tax work. 2nd Ed., 1963. 808 pp. $14

THE ELUSIVE ART
OF ACCOUNTING
Howard Ross, CA. Issuing a hardhitting call for
more informative financiai statements, a distinguished accountant offers realistic proposals for
reform. Many illuminating examples. 1966. 205
PP.
$6

AUDIT DECISIONS IN
ACCOUNTING
PRACTICE
Edited by Richard S. Woods, University of Penn sylvania. Eight recognized authorities offer valuable 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

SAMPLING IN AUDITING
Henry P. Hill, CPA, and Joseph L. Roth, CPA —
both Partners, Price, Waterhouse & Co.; and
Herbert Arkin, Ph.D., The City College of the City
University of New York. Provides a full set of
statistical tables needed by auditors plus instructions for use. 1963 169 pp.
$6

ACCOUNTING FOR
EXTRAORDINARY
GAINS AND LOSSES
Leopold A. Bernstein, CPA, Bernard M. Baruch
College of the City University of New York. Invaluable study examines the underlying theory and
diverse practices that have given rise to APB
Opinions. 1967. 331 pp.
$12

HOW TO FIND THE
INFORMATION YOU NEED...
For years, the Ronald Catalog
has been the key to any professional library. It helps you immediately identify needed
sources of working information
in every area of business operations. Your complimentary
copy is available upon request.

00000

TO ORDER or request descriptive
information, write to Dept. 103 . . .

The Ronald Press
Company
79 Madison Avenue • New York, N Y 10016

Serving the professionfor over seventy years

PRESIDENT'S PERSPECTIVE

Writing for Profit
The number of authors who make a living from writing articles
and books is very small. Writers like Harold Robbins who made a
fortune through the sale of his novels or Economist Paul
Samuelson —who wrote probably the all -time best selling
economics textbook —are the exception, not the rule.
But as many NAA authors have discovered there is more profit
to writing than just royalties. Members who write articles for
Management Accounting receive no direct monetary
compensation. They do receive recognition from their colleagues
and their companies. They do succeed in clarifying and
improving their own knowledge, by the very act of placing pen
to paper.
Some even find that a published article opens new doors of
opportunity. For example, several NAA authors have been
requested by a publisher to expand their articles into books. One
recently published NAA author received numerous requests to
speak as the result of his article. Others have seen their job
marketability go up after appearing in print.
You can't make a fortune by writing and submitting an article to
NAA. You can, however, profit in many other ways. Accept your
Association's standing invitation to write about your work and
submit it for publication.
It's another benefit of NAA membership.

,cam
ROBERT CHAPMAN
President, 1973 -74
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By Bert J. Blewitt
A distinction is made in this article between the functions and goals of corporate
accountants and corporate economists. The accountant's concern, according to the
author, is current and retrospective while the economist is concerned with prospective
considerations.
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Cover:
San Juan Harbor,
entry to Puerto Rico,
a country which offers
tax advantages to new
industry. See page 18.
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MULTINATIONAL FINANCING AND ACCOUNTING HARMONY
By Frederick D. S. Choi
The feasibility of international disclosure standards is an item of growing importance to
accountants engaged in multinational corporate work. In this article, the author
indicates, on the basis of his study, that such disclosure standards are indeed feasible.
He offers also, a technique by which a "disclosure score" may be derived from a
company's annual report.
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SECTION 931 AND THE PUERTO RICAN PROGRAM
By Donald A. Calhoun
The increasing efficiency of foreign competitors in most industries has virtually
eliminated the large cost advantages that United States companies in foreign trade once
enjoyed. In place of those cost advantages, they may do well to explore the tax
advantages under section 931 of the Internal Revenue Code and the Puerto Rico
Industrial Incentive Act of 1963.
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PROGRAMMED REQUIREMENTS PLANNING
By Garlon Crossno
In most existing inventory management systems, the time dimension is virtually
ignored. They leave unanswered the two most critical questions: "When must I ship
to my customer ?" and, "When will I receive new stock from my vendor or factory?"
Programmed requirements planning is a technique which introduces the time
dimension into inventory management so that these questions might be answered.

28

DECENTRALIZATION IN REAL LIFE
By Raymond L. Larson
An empirical analysis of the environment of transfer pricing and a discussion of
divisional autonomy in the decentralized firm are the main themes of this article. The
author discusses the results of his in -depth interviews with divisional controllers and
top -level managers of eight decentralized firms.
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COST BEHAVIOR: A DYNAMIC CONCEPT
Larry Elliott
In each phase of the management process, the key element is the acquisition and
utilization of resources. The way in which management utilizes and replaces resources
directly determines the costs and cost behavior within the firm.
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SALES COMPENSATION: CONFLICT AND HARMONY
By Willis R.

Greer, Jr.
There are significant advantages in shifting from a revenue -based commission plan to a
contribution -based commission plan for compensating sales force personnel. Using
mathematical and graphical analyses, the author demonstrates how this can be true.
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NAA plans wide variety of activities for Annual International Conference in Detroit,
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A retired 40 -year member of the Association recalls some of the problems of a
business career spanning an era which saw the rapid development of cost accounting
and management accounting techniques in this country.
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MANAGEMENT
ACCOUNTING
VOL. LV NO. 9

Still Relevant
Retirement for some means a little fishing, a little golfing and lots of
loafing. For others, however, it represents an opportunity to realize
unfulfilled ambitions such as public service, hobbies, research or
writing.
Every year this magazine receives a number of articles written by
retired members of the Association who are still actively interested
in the discipline in which they earned their livelihood. There is an
article in this issue written by such a member; another was published
last month and still another will be published in the near future.
For members retired from active business, there are both advantages and disadvantages in writing an article for publication. They
do have more time to research, write and rewrite than would -be
authors who go to an office every weekday. On the other hand, if
they have been retired for a number of years, the question arises:
what subject can they write on which will be relevant to accountants
currently working in the field?
This question should not deter aspiring authors. Specific applications of accounting techniques may change or become outmoded,
it is true, but basic principles do not change —as Mr. Bergstrom
points out on page 47. A payoff for every clerical expenditure was
the kind of hard - headed dictum which guided him in his career.
In the February issue, Dixon Fagerberg, Jr., alluded to the same
point, urging management accountants to review the entire accounting process periodically to make sure there are no points in the accounting chain where the cost of accounting itself is excessive. Another article by an ELA member will be published in next month's
issue, and the topic is relevant. You can be sure of that.
After a lifetime spent in the accounting profession, these members
know they have something further to contribute. The distillation of
the knowledge they have gained adds to the sum total of expertise
and makes the road a little smoother for those accountants just
starting to travel similar routes.

C o m i n g U p In MANAGEMENT ACCOUNTING
The development of accounti ng theory appears to be a political
process according to John L. Kramer in his article, "Accounting
Theory: Evolution or Revolution ?" He examines the forms of political authority that have manifested themselves in the past and the

form that accounting theory will take in the future.... William J.
Maus presents his interesting article, "The Monetary Side of International Trade," in which he explain s that th e "trade" is between
individuals and companies rather than na ti on s. . . . Do your em ployees come up with new ideas? —James F. Harrison, Jr., and
Samuel M. Baggett offer a technique for handling them in their
article, "Processing New Ideas."
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About four thousand years ago
the Babylonians originated factoring.
We think they had a good idea.
Factoring is nearly as old as business itself. It was utilized
r
in the Babylonian days by merchants who received shekels of
silver for the goods they shipped to foreign countries —
'„
=
a form comparable to Southeastern's import - export: r
factoring.
The idea being sound, factoring endured the
0.
ft few thousand years and was
'•
`
fined by England during its high
,rade era There it became a combined
"'
..
function of selling and shipping merchandise overseas. Often, the merchants received
no bullion in advance of the specified collection
date —a practice which parallels Southeastern's
maturity factoring.
In the heyday of the New England mills, when that
section controlled nearly two - thirds of the country's capital,
factoring was used extensively. Then, the factor
served as a commission merchant, a
-- _-=
banker and collection agency —a form
very similar to the factoring Southeastern practices today in that
it is a combination of a service
_
and a financing technique.
' '
Factoring has
st
years,
and so has
a r
---Southeastern Financial Corporation. With
Southeastern's new Factored Accounts
Credit System (FACS), your customers' invoices are processed and followed up promptly and efficiently by computer.
Yes, factoring has progressed through the past four thousand years —from old Babylon, England and New England to
Southeastern's FAGS. This seasoning and evolution to refinement has been the history of factoring —and of Southeastern
Financial Corporation. We can now provide you with the most
sophisticated financial services available — including equipment, machinery and inventory financing, accounts receivable
financing and leasing.
Write to 201 S. Tryon Street, Charlotte, N.C. 28201.
Or phone (704) 372 -7000 today and start making
W.,
financial history.

Southeastern Financial Corporation
The fiscal fitness experts

A s ubs id iar y of Am e ri ca n C re dit C orp or ati on

MANAGEMENT ACCOUNTING /MARCH 1974

What color is a tycoon?
■ It is no surprise that the vast majority
of the nation's business owners are white
. . . like the illustration. The circumstances of history have combined to exclude a good share of our minority group
members from business ownership. In
fact, while minorities make up some
seventeen per cent of our populace, they
own and operate less than four per cent
of the country's businesses.
It is not our role to debate all of the
conditions that led to this imbalance. But
it is our job to do something about it .. .
namely to assist qualified minority group
members to participate in the free enterprise system.
You can help us if you are a successful
business person who would be willing to
share your experience with others who
hope to make it as you have. And perhaps
you would be well advised to explore the
very tangible financial incentives and advantages available today to any company
that is willing to launch a minority owned
or operated subsidiary.
Obviously, the color of any given tycoon is not nearly as important as the
qualities that led him to the top. But it is
important that all of our people have every
chance to share in the rich rewards for
initiative possible in this country.
NAA now has an advisory program,

the purpose of which is to make the minority businessman aware of his financial
management needs and to get him started
in the right direction.
NAA does not do the detail work. Carrying out of advice must be accomplished
by competent employees or qualified professionals. NAA advisors withdraw once
the business is successfully under way.
The problem is, there are still a lot of
areas, where help is needed, not now
being served by an NAA Chapter SocioEconomic Committee.
If you'd like to start one—or otherwise
help out — contact:
■ Your local Chapter President
■ HERBERT P. TINNING, Manager
Socio- Economic Programs
National Association of Accountants
919 Third Avenue
New York, N.Y. 10022
(212) 759 -3444 or 371 -9124
Participation is not limited to NAA
members. Anyone who would like to join
the NAA Socio- Economic Program is also
invited to contact us.
This Program is funded by:
Office of Minority Business Enterprise,
U.S. Department of Commerce, W ashington, D.C. 20230

HERE .. .

it

ALL IN ONE PLACE,
FIND EVERYTHING
YOU NEED
to expand
your services to
your clients.
ACT NOW... secure your copy of The
Practice of Modern Internal Auditing
by Lawrence B. Sawyer.
need conveniently and in concise form.

In this 531 -page volume are hundreds of ideas and
methods to help you expand your services to your
clients. Frederick G. Butler, CPA, wrote in The CPA
Journal: "... its biggest contribution is in its detail
of 'how to' perform that function [internal auditing].
First, 'how to' set up an effective audit staff, stressing
human relations and the art and science of
communicating, progressing right through 'how to'
conduct an audit utilizing the most modern sampling
and measurement techniques, and 'how to' prepare
workpapers and write the report with many, many
detailed examples."
Today's client has come to expect more and more of
his accountant. The Practice of Modern Internal
Auditing offers you the background and details you

Whether you're evaluating sampling results,
establishing standards and controls, appraising field
work, deciding what a program must include, using
graphics in your report, handling your client's replies
to your reports or any of hundreds of other auditing
functions, you'll find the background and details you
need conveniently at hand in The Practice of Modern
Internal Auditing.
Please return the convenient coupon to us today.
We'll send The Practice of Modern Internal Auditing
for your review. If you agree that it belongs on your
bookshelf or office desk, you may purchase it at the
low rate of $15.00 per copy.

MAIL T H I S I M P O R TAN T C O U P O N N O W !
r o s e � . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . � . . . . . . • � • � • � • � • � • � • � • � • � • � • � • � • � � • � • � � • � � • � • . . . . . . �
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The�Institute�of�Internal�Auditors�•�5500�Diplomat�Circle�•�Orlando,�Florida�32810
Yes, please send me
copies of THE PRACTICE OF MODERN INTERNAL AUDITING
for free examination. After my week's review I may return it and owe nothing or remit $15.00
per copy (Florida residents must add sales tax to price).
� Please bill me
� Payment enclosed
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Letters

TO THE EDITOR

Published Plans vs. Operating Plans
Timely articles such as "Forecast Disclosure" by Charles
H. Mott in the July 1973 issue is what makes MANAGEMENT
ACCOUNTING "must" reading for me. The article appears to be
well researched, and most of the pros and cons on publishing
forecasts are presented. However, I must take issue with some
of his generalities and the easy manner with which he dismisses some of the problems. I am not convinced that all, or
even most, forecasts resulting from formal planning are as
reliable as Mr. Mott would lead us to believe. Nor do I agree
that "Planning distinguishes a successful firm from an unsuccessful one." If planning was the only requisite for success
in business, we would all plan ourselves to financial utopia.
We must also recognize that some planning programs are
deliberately geared to goals which are not readily attainable.
I doubt that any company which plans in this manner would
publicly obligate itself to so perform. This brings us to the
questions, "Would published plans have to be operating
plans ?" "Could performance be measured internally with a
different yardstick than that used externally ?" If not, I fear
that aggressive planning might be severely restricted and that
both goals and performance would be diluted.
I believe that forecast disclosure is inevitable, but it will
create problems for both management and the investor which
may be greater than those it is supposed to solve. I don't
believe it will necessarily make dishonest managements honest,
unsuccessful businesses successful or uninformed investors informed. But, I do suggest that we strive for accurate reporting
of actual results by supporting the Financial Accounting Standards Board before we become advocates of forecast disclosure.
Ralph E. Meyer
Chicago Chapter
Chicago, Ill.
Index of Credibility
The article by Charles H. Mott, "Forecast Disclosure," July
1973, brought many issues together in a realistic manner. I
would only suggest one other idea to go along with the author's
ideas, an "index of credibility."
This index would relate the forecasted amount of sales, etc.
to the actual amount of sales, etc. The index would indicate
the reliability of a company's forecast. This index could also
be weighted for variations in the industry in which the company is operating. Thus, if the change is caused by macroeconomic changes, the effectiveness of the company to operate
could be isolated.

1, "Foreign Tax Credit Computation." In showing how the
foreign tax credit is computed, in cases where only a portion
of the net income of the foreign company is paid to the parent,
the taxes paid credit is computed as if the dividend to the
parent were 400; however, the deemed paid credit is computed
as if the dividend to the parent were 460. If the actual dividend is 400, then the deemed paid credit would be 171 for a
total foreign tax credit of 231, instead of the 257 shown. If
the actual dividend is 460 then the taxes paid credit would be
69 (15% of 460) for a total foreign tax credit of 266 instead
of the 257 shown.
In addition it would have been appropriate to have stated
that this calculation applies to developed - country corporations
only. The calculation for less developed- country corporations
is different.
I would like to make a couple of other observations on the
article: (1) the term gross -up was used to indicate the amount
of the withholding tax; whereas, at least in our section of the
country, the term gross -up means the deemed paid credit of
developed- country corporations which is added to the actual
dividend paid to arrive at taxable income for U.S income tax
purposes and (2) the various designations of the term "dividend" so that the use of the word dividend by itself is not
meaningful.
Dale S. Lary
Toledo Chapter
Toledo, Ohio
I received Mr. Lary's comments on my article appearing in
the October 1973 issue Of MANAGEMENT ACCOUNTING. I agree
with his conclusion —the foreign tax credit computation on a
partial repatriation should have been as follows:
Assuming a gross dividend of $400 were paid, the
foreign tax credit would be:
Credit = Taxes paid + Taxes deemed paid
T = (400 X 15 %) + (300 X 340 + 60 )
700
T = 60 + 171 = 231
(Net dividend = 340)
I should have been more careful in using the term "dividend" interchangeably between "gross dividends" and "net
dividends." I apologize for the error, and wish to thank Mr.
Lary for taking the time to offer his comments.
Paul F. Brantner
Seattle Chapter
Tacoma, Wash.
Pitfalls of DISC

Roy A. Pentilla
Lansing - Jackson Chapter
Lansing, Mich,
Foreign Tax Credit Correction
Mr. Paul F. Brantner, in his article "Taxation and the Multinational Firm," which appears in the October 1973 issue of
MANAGEMENT ACCOUNTING, shows an inconsistency in Exhibit

Albert S. Colbert's article, "Pitfalls of DISC," July 1973,
focuses on a number of DISC problem areas, including producers' loans. In our opinion, the Regulations as to producers'
loans are too restrictive and it appears unlikely, at this time,
that our DISC would use producers' loans to meet the assets
requirement. We understand many other DISCs take the same
position. Currently, our DISC which acts as a commission
agent is satisfying the assets requirement by purchasing export
accounts receivable arising from sales by its principals. We,
MANAGEMENT ACCOUNTING/MARCH 1974

therefore, encourage our divisions to expand export sales by
extending longer financing periods than previously to foreign
customers.
As to other export incentives, we suggested to the Department of Commerce that legislation be sought which (1)
exempts report sales' profits from the Federal income tax or
provides a credit against tax on such profits similar to the
investment credit, and (2) provides that such tax reduction
be used to lower export prices. While such actions might be
considered a violation of the GATT agreement, thev seem to
to similar to the value added tax rebates offered by common
market countries as to exported merchandise.

cussed, internal control is to insure that there is a system of
controls whereby employees know that attempts to embezzle or
steal company assets would most probably be discovered. An
employee's knowledge that strong internal controls exist and
that audits on these controls are performed regularly in a
disciplined manner can provide a strong deterrent to embezzlement and theft.
Richard R. Goebel
Cleveland East Chapter
Mentor, Ohio

Herbert B. Hunsberger
North Penn Chapter

Mr. Donald A. Reddington's article, "Control Methods for
Small Business," in the September 1973 issue Of MANAGENIENT ACCOUNTING covered a wide variety of topics. I was
especially interested in what he had to say about "Credit and
Collection Control." In our present economv, which is geared
heavilv to credit, it is most necessary for businesses to establish
good credit policies; and while credit is a major factor in any
business, it is even more important in a small business.
Most small businesses depend upon the local customers in
their immediate vicinity for the majority of their sales. Many
of the smaller stores are referred to as "family stores," where
the store is operated by the father and /or other members of
the family, who perform all necessary duties such as bookkeeping, purchasing, selling, stocking, etc. If in this type of
store the credit policy is too liberal, the business soon faces
financial hardship and often fails. This is because credit sales,
Continued on page 17

Paoli, Pa.
Primer on Fraud ... Extremely Helpful
In initiating an internal audit department at our company, I
found the article, "A Primer on Fraud and Embezzlement,' by
Martin S. Freedman, published in the October 1973 issue of
MANAGENIENT ACCOUNTING, extremely helpful.
Covering the critical accounting areas susceptible to manipulation, Mr. Freedman gave plausible checks and balances on
the cash receipts, receivables, purchases, sales, and inventory
areas.
My personal opinion on internal control is that its purpose
is two -fold. First, internal control is to protect the cash and
other assets of the company. Second, and ordinarily not dis-

Credit and Control for Small Business

MOST

invesTmenT

maKinG

THe

Tax

of
cr e DI T ?
After tax dollars can be lost
if you're not detecting costs that
qualify for Investment Tax
Credit.
American Appraisal specialists
can determine t he amount
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of "hidden" property t hat
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Want more informat ion?
Writ e for Brochure 1 3 , or call
Mr. Wort h at 800 -558 -9833.
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Accounting Standards Board Will Consider Price -level Accounting
The Financial Accounting Standards Board will hold a public hearing on a new project, "Reporting the Effects of General Price -Level Changes in Financial Statements," at about
mid -year. In announcing the addition of the new project, the Board emphasized that price level statements will be considered only as supplementary information to, and not in place
of, historical - dollar financial statements. As a basis for the hearing, the FASB is preparing
a brief discussion memorandum highlighting the basic issues and referring extensively to
Statement No. 3 of the Accounting Principles Board. The price -level project will not consider whether current value should replace historical cost as the basis for financial accounting because such discussion would be premature before the completion of another
project already in the works on the conceptual framework for accounting and reporting... .
In related developments, the Management Accounting Practices Committee has just approved a new project which will involve uses of price level adjusted data with emphasis on
the managerial aspects, according to Robert J. Donachie, chairman . . . a n d the Securities
& Exchange Commission called upon corporations to disclose in their financial reports some
of the impact of inflation on their earnings.
SEC Proposes Tougher Disclosure Rules for Annual Reports
Annual reports may not sound as rosy if the Securities & Exchange Commission puts proposed new rules on financial disclosure in effect. SEC proposals released earlier this year
would require disclosure of some information already filed with the agency in the 10K reports but not usually released to stockholders. Under the proposed rules, publicly held corporations would be required to disclose sales and earnings breakdowns by line of business
and of sales by classes of products or by services; a summary of the past year's operations,
including an explanation of changes in operating and nonoperating revenues and expenses;
information indicating the liquidity position, and the working capital requirements of the
company. A two -year history of the price of the company's stock, dividends paid, and a statement of current dividend policy would also be required. Corporations would be required to
send 10K reports to stockholders upon request. SEC is accepting comments until March 15.
FASB Chairman Describes Relationship with SEC as One of 'Creative Tension'
The FASB relationship with the SEC was described as a "situation of creative tension" by
Chairman Marshall S. Armstrong in an address before the Economic Club of Detroit. Noting
that all the procedural details involved in setting up the new body had created at least a
partial hiatus in the private- sector standard - setting process, he said, "For the first time, the SEC
is now doing more in the way of establishing accounting standards than is the private sector."
The SEC issued 17 Accounting Series in 1973, compared with an average of only three -anda -half per year prior to 1972. "1 am hopeful," he added, "that when our new Board starts issuing Statements with some regularity, the SEC will find good reasons to slow down its present
pace."
Federal, State and Local Auditors Form New Intergovernmental Forum
A new National Intergovernmental Audit Forum has been formed by auditors in the federal,
state and local governments. The purpose of the new association is to improve coordination
and cooperation among auditing executives at all government levels.
International Members May Receive MAP Newsletter Upon Request
NAA members living outside the United States who want to keep abreast of the activities of
the Management Accounting Practices Committee may do so by reading the MAP Newsletter.
This publication, which is periodically mailed to the full domestic membership, will be sent to
members in other countries upon request to L. Bisgay, Manager —MAP Development, care of
the NAA office.
FGAA Schedules 2 - '

/2

Day Seminar on Government Auditing Techniques

A two - and- a -lialf day seminar titled "Sophisticated Audit Techniques" will be held in Washington, D.C., on March 25 -27. The seminar, which will focus on auditing techniques used
by federal, state and local governments to measure and evaluate efficiency, economy and program effectiveness, is sponsored by the Federal Government accountants Assn. For information, contact J. W. Dodwell, Coopers & Lybrand, 1251 Ave. of The Americas, N.Y., N.Y. 10020.
10
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CORPORATE
ACCOUNTING
AND ECONOMICS
With the analysis of cost behavior as his major function, the
economist can help the accountant to identify economic
alternatives where a choice exists and where such a choice can
affect corporate costs.

By Bert J. Blewitt
Accountants and corporate economists have as a
common goal and responsibility the welfare of the
existing investor - owners of the corporate enterprise.
The accountant strives to record the results of
operations and to update the balance of sources and
disposition of funds as accurately as possible so that
the existing investor- owners are as well- informed as
possible. The corporate economist, on the other
hand, seeks to identify the course of action that
will place the corporate enterprise in the best
position to (1) survive the onslaughts of competition and to (2) increase the financial benefits of
the pre - project or pre- decision investor - owners of
the enterprise.
This is a brief but fairly complete statement of
the common objective of corporate accountants and
the corporate economists. It points up not only the
common goal of the two groups of corporate professionals but also differentiates between their areas
of responsibility. It is unfortunate indeed that frequently these different areas of responsibility are
often interpreted as not having a common goal. Not
only is there a common corporate goal but there
are many instances where the efforts of the one
group are of immeasurable assistance in the discharge of the responsibility of the other.
Basicallv the concern of the accountant is current
and retrospective. While it is true that (1) current
charges for depreciation involve prospective considerations in the form of life estimates of the
depreciable assets of the enterprise and (2) deferred
charges and credits must take into account estimates
of events assumed to take place at some future date,
his principal concern is with the amount of the
current entry.
The economist, on the other hand, is almost
entirely concerned with long -term prospective considerations. His responsibility calls for the identification of the least costly or most profitable course of
MAN AG E M E N T ACC OU NT IN G /M AR CH 1974

action among several possible alternatives. While he
may not be primarily concerned with capital budgeting decisions, with corporate financial management,
or with the final executive decision; his responsibility
calls for the identification of those courses of action
which, if adopted, will place those having such
corporate functions in the best possible position to
further enhance the financial status of the enterprise. The abbreviated flow -chart illustrated in Exhibit 1 can be used to best describe the situation.
Exhibit 1 depicts various functions within a
corporate enterprise. These functions are performed
in all corporate enterprises regardless of their size.
In small companies all of these functions may be
performed by relatively few individuals or even a
single person. In large enterprises the discharge of
these responsibilities may require the service of
hundreds or even thousands of individuals. In any
event, thev are separate and distinct functions, all
with a common goal but with different areas of
responsibility and perhaps requiring different areas
of expertise and the use of different criteria.

B. J. BLEWITT
is a Corporate
Economist with the
Public Service Electric
and Gas Co., Newark,
N.J. He holds a B.A.
degree in Pure Science
from the University of
Scranton, a B.S. degree
in Electrical
Engineering from
Lehigh University, and
an M.S. degree in
Industrial Engineering;
from Stevens Institute
of Technology.

The Two Major Markets
There are two major markets which determine
the financial health of the enterprise. These two
markets are the consuming market and the investing market. They determine the allocation of available resources in our economic system toward the
goal of fulfilling human wants. If there is no consumer market for the output of an enterprise, it will
soon find itself in financial ill health. It will be
unable to attract new capital at reasonable costs
and be unable to pursue new ventures or proposals
should they become available. If an enterprise has
developed markets for its products and services but
the enterprise does not appear to be growing, the
investing market may view the situation as one
representing increased risks. The cost of new money
to that enterprise would start to climb.
Let us take a look at the opposite situation. If

This article was
submitted through the
Worcester Area
Chapter.
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"The economic
analysis
concerns itself
only with
relative
costs . . . "

an enterprise is constantly developing new consumer markets, is successful in warding off competition, and is profitably maintaining its growth in
sales; investors will inevitably regard the enterprise
with favor and the cost of new money, if and when
needed, will be relatively low. The situation almost
seems to verify the cliche, "Nothing succeeds like
success." In the arena of corporate and intercorporate activity, this is quite true. The Dun & Bradstreet reports of business failures are more than
mute testimony of the large number of ventures
that for one reason or another were not able to
attract and maintain their consumer markets profitably.

and minimum revenue requirements to take into
account the effect of associated taxes. Financial
management must then be concerned with the form
that new financing will take and the disposition of
any excess funds that may be generated. These
decisions may be the result of adopting prior proposals or may involve estimating the amount of
capital available for new projects. They usually involve such things as:
Amount of current dividend payout
Amount of other internally generated funds
Amount and form of new financing, i.e., short term versus long -term, debt versus equity, etc.
Disposition of internally generated excess funds,
if and when they exist

Economic Analysis and Profitability
The economic analysis concerns itself only with
relative costs among alternative courses of action.
Not only is it not concerned with the question of
capital rationing and short -term money market
fluctuations, it is also not concerned with the relative riskiness of individual new ventures. Although
risk may enter into the profitability analysis, it is
more usually restricted to the budgeting function. In
brief, the economist is concerned with the identification of the best alternative course of action which,
if adopted, will place the entire corporate enterprise in the best position to survive. He does this by
establishing the limit to which corporate revenues
may be reduced in order to meet the onslaughts of
competition. He also seeks to increase earnings out
of any revenues permitted by competition.
Profitability studies are basically comparisons of
differences between project revenues and costs. We
will refer to costs then as the minimum revenue
requirements which will permit the enterprise to
break even. The true relative profitability, of course,
must also adjust the difference between revenues

Executive decisions are then based on the evidence provided by the economic analysis and profitability studies together with other factors such as
those relating to corporate image, political considerations, competition, etc., that cannot be readily reduced to dollar and cents terms.

The Accounting Function
An essential function of accounting is to keep
the investor - owners as well informed as possible
concerning the current operations of their enterprise. Accounting must also provide information for
management so that better decisions can be made
by corporate executives. Informative analyses and
reports are indispensable for making most financial
management decisions. The budgeting function cannot be properly discharged unless adequate accounting reports and records are available. The economic
analysis also leans heavily on accounting records.
The economist must be kept informed as to the
accountant's basis for classifying various expendi-

Exhibit 1
FUNCTIONS WITHIN THE CORPORATE ENTERPRISE
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return
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materials, taxes,
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I
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tures to capital while others are expensed. In addition, accounting information is essential to the
estimating of costs for labor, material, and taxes.
This is the major interface between the accountant
and the economist.
The economist also can be of major assistance
to the accountant. With the analysis of cost behavior as his major function, the economist can
help the accountant to identify economic alternatives where a choice exists and where such a choice
can affect corporate costs.
Minimum Acceptable Return
The economist must estimate the future cost of
money to the enterprise. This cost of money is
more accurately described as the minimum a c ceptable rate of return on the pool of investors'
committed capital in the enterprise. It is that rate
of return below which investors would prefer to
divest themselves of their interests in the enterprise,
if they could get their investment back. Stated perhaps in a more meaningful way, it is that level of
return necessary to reduce the proceeds per common
share, if new common stock were to be issued, to
the book value. It is actually the break -even, bare bones, minimum level of return that investors will
accept and still keep their investment committed to
the enterprise.
Long -term estimates of this minimum acceptable

future receipts and outlays. It is the economist's
estimate of future investor reaction to the overall
riskiness of the enterprise and provides the essential
basis for all of his computations and analyses

. issues
Fortunately, while interest rates on new
of debt securities as well as dividend rates on new

issues of preferred stock may fluctuate from year to
year, and while the ratio of market price to book
value or the price to earnings ratio may rise or fall
widely from time to time, it can be demonstrated
that the minimum acceptable rate of return on the
corporate pool of investors' committed capital remains remarkably stable for most mature enterprises.
Even for newer enterprises the range of fluctuation
is not so great that the analyst cannot make a
meaningful projection of its probable behavior.

" The
econom ist

must estimate
the future
cost of money
to the
enterprise . "

Economic Alternatives
Let us assume that the economist is faced with
the problem of making a choice between two mutually exclusive projects that have identical salable
outputs and reliability (see Exhibit 2). Project A
has larger minimum revenue requirements. It involves larger capital outlays than Project B in that
its minimum revenue requirements for return, depreciation and income taxes are larger. In addition,
its requirements for operation, maintenance and
production expenses are also greater. Under these
circumstances, Project B is the economic choice.

rate of return also provide the basis for discounting

Continued on page 17

Exhibit 2
ECONOMIC ALTERNATIVES

Profit
Incentive
Fair
return

Larger
Profit
Incentive

Minimum
acceptable
return
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total
return
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Minimum
revenue
require
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Operation,
maintenance,
other
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minimum
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require ments

Same
revenues

Smaller
revenue;

etc.
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Total
income
taxes

In c om e t a x
on MAR

In co m e ta x
on profit
inc ent ive

Income tax
on larger
profit
incentive

Different
total
income
taxes

/

Z Z /

Z
Total
income
taxes

Income tax on
same profit
incentive as A
J

Alternative A

Alternative B

Alternative B'

Base case

Superior plan with
same revenues

Same superior
plan but with
reduced revenues

Alternative A: Base case
Alternative B: All benefits of reduced revenue requirements passed on to investors
Alternative B': All benefits of reduced revenue requirements passed on to customers
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MULTINATIONAL
FINANCING AND
ACCOUNTING HARMONY
The Europeans seem to have eliminated what many would
consider cumbersome and unessential United States SEC detail
with regard to management and its affairs while retaining all of
the accounting and financial reporting elements.

By Frederick D. S. Choi
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The growing internationalization of business and
investments has created an increasing awareness of
the need for international comparability of accounting standards and measurements. Accountants,
eager to play a positive role in the quest for accounting harmony, have accordingly embarked
on an ambitious plan to develop worldwide accounting standards. Coordinating the effort is a
new group called the International Accounting
Standards Committee (IASC). Headquartered in
London, the IASC presently consists of representatives from Australia, Canada, Germany, Japan,
Mexico, The Netherlands, the United Kingdom,
and the United States.
The IASC will reportedly seek, as its first priority,
agreement on a meaningful set of disclosure rules.'
While coordinated efforts in the area of international financial reporting and disclosure are to be
applauded, the following questions appear worthy
of consideration. First, are international disclosure
standards really feasible at this time? 2 Second, are
there any disclosure norms which might serve as a
guide to "acceptable" international minima? Answers to these questions are crucial if accountants
are to make any meaningful headway in developing
global disclosure standards.
This article presents the results of a study which
suggests that international disclosure standards are
indeed feasible. It also suggests that recent developments in financial reporting and disclosure by
multinational corporations (MNC's) to transnational investor groups currently offer valuable
benchmarks for the formulation of meaningful international disclosure norms.
The Growth of an International Capital Market
In recent years, many corporate borrowers have
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tapped what has become a truly international capital market for external financing. In the United
States, political considerations, beginning with the
series of "voluntary restraint" programs, initiated
in the mid- 1960's to remedy an adverse United
States balance of payments, prompted American
firms to finance their direct investments overseas.
Elsewhere in the world, government and corporate
entities, faced with the problem of increased needs
for money capital in the face of relatively "thin"
domestic capital markets, and restricted borrowing
opportunities in foreign markets, found their traditional sources of funds drying up. Increased capital needs and reduced capital availability thus contributed greatly to the development of a broadly
based capital market in Europe. This market, which
received its start as the Eurodollar market, has
come to be known as the Eurobond markets
The Eurobond market is characterized by the
fact that it is foreign to both borrowers and lenders.
Since investors participate in security transactions
which represent, for them, foreign assets, ultimate
claims against enterprise - borrowers are generally
made in countries outside the legal jurisdiction of
the security holder.4 Arrangements for security issues in the Eurobond market are also rather unique.
Security flotations generally constitute direct or private placements by "three- tiered" international un"The CPA's Aim for Global Guidelines," Business Week, June 30,
1973, pp. 28, 30.
° Although accountinj harmonizat ion has been "accepted" as being
feasibleevidence
y the organizers
as to the validity
of the of
IASC,
this presumption.
there is little, if any

I

For a more complete account of the nature and features of the
Eurobond market see: Gunter Dufey, The Eurobond Market: Function and Future, University of Washington Graduate School of
Business Administration, Seattle, Wash., 1%9.
4
A typical Eurobond transaction, for instance, would involve the
issue of corporate bonds by a Swedish multinational firm (denominated in U.S. dollars) and managed by a consortium of
European and perhaps American investment bankers whereby a
portion of the issue would be placed with Italian investors who
maintain investment accounts with Swiss banks. See: David Williams, "Foreign Currency Issues on European Security Markets,"
IMF Stag Papers, March 1967, p. 43.
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derwriting syndicates consisting of a managing un- and competitive Eurobond market would then tend "i n t he
derwriter(s), an underwriting group, and a selling to significantly increase their financial disclosure
absence of
group of brokers, dealers, and bankers from all upon entry.
over the world. The managing underwriters and the
governmental
The Significance of Changes Upon Entry
underwriting groups, consisting of up to 20 memTo test the foregoing hypothesis, the writer restrictions
bers, will typically subscribe firmly to the issue, thus
pricing it. The selling group, consisting of any- found a means of operationalizing the construct
and controls,
where from 10 -50 members, in turn, places part of of increased disclosure. This was accomplished by
the issue with their clients or purchases a portion constructing the disclosure index appearing in the Ec.irobond
Exhibit 1. The index contains a listing of accountfor their own account.
The great geographical coverage, arising from the ing and related information about a firm and its market has
international syndication and distribution of Euro- environment deemed relevant to international inflourished."
bonds, makes the concept "market of issue" quite vestors. Disclosure weights appearing in the right vague. It also renders impractical any attempted hand column were intended to reflect the relative
controls over the market. Who, for example, is to importance of each information item.'o
While corporate revealments could be made via
administer such controls and on what criteria have
a
number
of alternative media, a firm's published
remained absolute imponderables. Accordingly, the
annual
report
was selected as a principal means of
market's operation and structure have been subject
5
observing
changes
in disclosure. The disclosure inCorporate
to the regulations of no one country.
information practices are also influenced by the un- dex was applied to the entire report to arrive at a
regulated nature of the market. Thus, legislative "disclosure score" for a given year. That is, each
minima such as the information requirements of company's annual report was given a numerical
the Securities and Exchange Commission in the score which was a function of the items contained
United States or the various Companies Acts and in the index which also appeared in the firm's
Legislation in Europe do not exist. Instead, there annual report. Positive changes in disclosure scores
are a variety of borrowers each having their own between two successive time periods were construed
standards and attitudes toward disclosure.e In addi- as an increase in disclosure.
The population of Eurobond participants extion, the evidence suggests that competition among
borrowers for access to this market is keen. Such amined consisted of private industrials which
access, however, has not been subject to formal tapped the Eurobond market prior to July 1971.
Care was taken to assure that the population querrestrictions of any kind.7
In the absence of governmental restrictions and ied and the sample selected contained the characcontrols, the Eurobond market has flourished. In teristics which would enable one to have critical
1963 the volume of gross issues in this market confidence in the author's findings." The annual
amounted to a modest $150 million. By 1972, this reports of 18 Eurobond entrants from 12 different
figure had grown to well over five and one -half bil- countries were then examined over a five -year interlion dollars.a Observers feel that the market, which val (three years prior to and a year subsequent to
is currently confined to governments and the multi- entry) to note the presence or absence of any
national giants, will continue to be responsive to increases in corporate disclosure.1 2 The five-year inthe international demands placed upon it for cap- terval was designed to capture any leads or lags
which might characterize a company's competitive
ital financing.
disclosure policy in relation to the event entry.
Disclosure Effects of Capital Market Entry —
A Hypothesis
I Denis S. Katsonis, "The Bust le in the Bond M arkets," Columbia
of World Business, Summer 1966, P. 62-63.
From an accounting standpoint, it would be in- Journal
e Philip Howard, "Eurobond Disclosure, R Euromoney, November
1971,
pp.
9 -10.
teresting to discover whether financial reporting and r Dufey, Op.
Ci t., pp. 56 -59.
B Morgan Guaranty Trust Companq, World Financial Markets,
disclosure was an integral feature of the market's various issues. Although the recent dollar crisis has dampened the
activity in dollar denominated bond issues eventual stabilphenomenal growth. That is, has the development issuing
ization of the dollar should revive this market as it ltas in the past.
of the Eurobond market affected international disWhile investors within a given country typically have access to a
of competing information sources about a particular firm,
closure practices? This question is especially inter- variety
this is usually not the case in the international sphere. Because of
the limited information available on foreign borrowers, it appears
esting in view of the secretiveness which has char- reasonable to assume that international investors rely very heavily
on information provided by the borrowing firm.
acterized international financial reporting in the 1e
The philosophy underlying the measurement of disclosure draws
on the work of Professor Alan R. Cerf. See his Corporate Reportpast.
ing and Investment Decisions, The University of California, Berkeley, Calif., 1961, pp. 25 -27.
To answer this question, the effects of entry 11
In this regard, it was decided to omit U.S. and U.K. participants
into the Eurobond market upon the disclosure prac- from the target population. Certain conditions led the writer to
believe that participants from these countries would be less subject
tices of international borrowers were noted. The to competitive pressures regarding disclosure. For example, the
London and U .S. capital markets are generally regarded as having
reason for this choice was that a firm would be relatively
high disclosure requirements due in part to their long
records
of experience and expertise in handling both domestic and
expected to make its security issue relatively ap- foreign security
flotations. The relatively advanced stage of develof the accounting professions in both countries has also no
pealing during entry in order to attract support opment
doubt exerted a large influence in shaping disclosure statutes. An
from an audience which possessed alternative out- examination of the annual re port s of a random sample of British
cipants and a control group of nonparticipants supported this
lets for its savings. One would expect that increases parti
suspicion. The writer found, for example, that positive disclosure
changes of the Eurobond participants were not significantly different
in corporate revealments would benefit intema- from those of the control group of nonparticipants.
Countries included in the sample were: Australia, Belgium,
tional investors.9 Thus the writer hypothesized that 17
Canada, Denmark, France, Germany, Japan, Italy, The Netherfirms vying for access to the relatively unregulated lands, Norway, Sweden and Switzerland.
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If changes in disclosure policy were solely
a function of competitive pressures associated with
external financing, one would expect measured disclosure over the selected five -year interval to be
caused primarily by the event entry. However, this
need not be the case. It has been shown, for example, that disclosure levels tend to be correlated

Exhibit 1
INDEX OF DISCLOSURE
Items of Information

Disclosure
Weights

General
1. Discussion of economic variables correlated with sales /performance
of the enterprise
2. Discussion of major industry trends
3. Discussion of other major f actors tending to affect future business
4. Discussion of competitive position of the firm
5. Forecast of company performance
6. Breakdown of sales /earnings performance
a. Consolidated group - parent- subsidiaries
b. Domestic - foreign
c. Major product line /activity
d. Major customer
7. Discussion of reasons for changes in current operating performance
8. List of directors /managers
9. Emoluments of directors /managers
10. Discussion of basic policies /objectives of management
11. Discussion of marketing network for finished goods /services
12. Discussion of recent acquisition- formation /spin -off activities
13. Description of major products /operating activities
14. Physical production statistics
15. Orders booked
16. Backlogs
17. Supply of raw materials
18. Capital expenditures
a. Past
b. Planned
19. Recent capital market activities
20. Description of principal plants
21. Discussion of research and development activities
22. Number of employees
23. Information on labor contracts/ relations
24. Social responsibility activities (i.e., environmental, etc.)
25. Number of shareholders
Financial Statements
26. Income statement
a. Single
b. Comparative
c. Relevant sub - classifications
27. Distribution of income schedule
28. Dividends
29. Balance sheet
a. Single
b. Comparative
c. Relevant sub - classifications
1) Sub - classification
2) Method of valuation
30. Auditor's report
31. Statement of accounting principles used in statement preparation
32. Multiple language translation
33. Multiple currency translations
Supplementary Information
34. Sources and uses of funds /cash flow statement
a. Single
b. Comparative
35. Statement of reconciliation of earned surplus
36. Summary of important financial statistics
a. 10 years or more
b. 6 -9 years
c. 3 -5 years
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3
2
2
2
2
1
1
2
1
2
1
3
1
1
1
3
3
2
2
3
1
2
1
1

3
4
1
1
1

with firm size.1 3 Thus, one would expect to encounter increases in disclosure levels over time as
firms tend to increase both the scope and breadth
of their economic activities. Other factors affecting disclosure practices over time are the various
disclosure requirements imposed periodically by
capital market institutions. Recent revisions in the
European companies laws are a case in point.
Thus, to assure that any measured increases in
disclosure were indeed a reflection of the event
entry and not some event or variable extraneous
to the research question of interest, this writer
tested the effects of entry on the disclosure practices of a sample of Eurobond participants relative
to changes in the disclosure practices of a control
group of nonparticipants. Eurobond entrants and
their nonparticipating counterparts were matched
in terms of their relative asset size, industry affiliation, and national origin.1 4
In view of the measurements employed, the significance of the measured disclosure changes of the
Eurobond participants over and above that of the
control group of nonparticipants was tested with
the use of a nonparametric statistical test. The
test revealed that measured disclosure changes of
the experimental group were significantly greater
than that of the control group. The sample studied
thus suggests that firms seeking financing in the
Eurobond market significantly increase their disclosure upon entry. Items tending to recur most
frequently among the positive disclosure changes
observed in the sample of Eurobond participants
were:
1. Forecasts of company performance for the
coming year
2. Discussion of past sales performance by geographic area
3. Discussion of capital expenditures both past and
planned
4. Discussion of current research and development
activities
5. Discussion of the method of translation of accounts into foreign currency equivalents
6. Provision of earnings per share statistics
7. Inclusion of sources and uses of funds /cash f l o w
statements
8. Provision of financial and operating trend statistics
Conclusions
What does all this mean for the promulgation
of worldwide disclosure standards? The finding of
voluntary improvements in disclosure on the part
of firms domiciled in a number of different countries should be viewed as encouraging. The evidence
implies that getting firms such as the large multinational companies studied to exceed the reporting
is For example see: Cerf, Oyy. Cit., ppp. 20 -21, 31; also Surrendra
S. Singhvi and fl rsha B. e-sai `An Empirical Analysis of the
Quality of Corporate Financial Disclosure," The Accounting
Review, January 1971 p. 138.
11 For a more detailed account of the aut hor's rese arch design and
methodology see Frederick D. S. Choi, "Financial Disclosure and
Entry to the Europe an Capital Market," The Journal of Accounting
Rerearch, Fall 1973.
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minima characteristic of their own domestic environments is not impossible. What is more, the
existence of a demonstration effect is a very real
possibility, i.e., if the large and successful firms can
do it, there is no reason why other firms could
not do it. It would appear, therefore, that a necessary precondition for fruitful progress in the area
of international accounting harmony has been established.
Another implication of the current findings is
that significant new insights into the question of
international disclosure standards could very well
come from competitive cases such as capital market
entry. An examination of a sample of Eurobond
offering circulars is also suggestive in this regard.
For example, European offering circulars appear
very "innovative" indeed. The Europeans seem to
have eliminated what many would consider cumbersome and unessential United States SEC detail
with regard to management and its affairs while

retaining all of the accounting and financial reporting elements. These and other disclosure developments suggest that the Eurobond market is
establishing itself not only as a distinctive financial
institution, but as an accounting leader as well.
Voluntary disclosure precedents set by this market could offer valuable disclosure guides to policy
makers interested in achieving worldwide disclosure
norms. The disclosure patterns of progressive and
globally oriented MNC's in search of scarce money
capital suggest that the market place has a compelling interest in and influence on company information policy which cannot be denied. Accordingly,
an initial objective of the International Accounting
Standards Committee might be to attain voluntary
standards of disclosure in published financial statements which are at least as informative as those
provided by the more progressive multinationals
(Eurobond issuers) which have tapped the resources of worldwide audiences.
❑

"... i f the
large and
successful
firms can do it,
there is no
reason why
other firms
could not
do it."

CORPORATE ACCOUNTING AND ECONOMICS
Continued from page 13
The adoption of Project B will place the corporate enterprise in a better position to increase earnings for the pre - project investor- owners. It will provide a larger amount of Profit Incentive, i.e.,
earnings over and above the minimum acceptable
return. Also adoption of Alternative B will permit
a greater reduction in unit prices for the salable
output if the meeting and beating of competition
requires it. Actually revenues could be reduced by
as much as the difference in the minimum revenue
requirements in the two alternatives and the total
return to the corporate enterprise would be the
same. This situation is shown in the third rectangle
labeled Alternative B' in Exhibit 2.
Conclusion
This presentation has demonstrated that corporate accountants and economists have a common
goal, which is to enhance the financial status of the

existing investor - owners of the enterprise. The corporate accountant's principal responsibilities are
usually current and retrospective in nature and include: maintenance of records, preparation of statements, analyses, and reports for:
1. Investor - owners,
2. Corporate executives,
3. Financial managers,
4. Budget analysts,
5. Economists,
6. Financial analysts, and
7. Other personnel on the management team.
The corporate economist's responsibilities usually
involve considerations in the nature of estimates
of future cost behavior. Specifically, it is his job to
identify the economic courses of action that will
place the (1) budget analyst, (2) the financial managers, and ( 3) the corporate executives in the best
position to discharge their responsibilities.
❑

LETTERS
Continued from page 9
as well as inventory, require a capital outlay. This need for
capital is likely to be gradual and unplanned. The small stores
then have to resort to borrowing money from banks at high
interest rates, and this reduces their profit. If credit is not
properly controlled, bad debts accumulate and become a
serious drag on the business.
Also, the competition from big firms with their liberal
credit policies, has almost eliminated the concept of not
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extending credit. Such a concept could be fatal to a small
business unless it has a well established position in the community.
The credit factor in operating a small business, it seems to
me, is one of the most vital areas of concern, and a sound
credit policy may be of greater significance here than in a large
business.
John R. Purser
Muscle Shoals Chapter
Muscle Shoals, Ala.
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SECTION 931 AND
THE PUERTO RICAN
PROGRAM
By participating in the Puerto Rican program, multinational as
well as domestic companies may find similar tax advantages here
at home as they do abroad.

By Donald A. Calhoun
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The several thousand United States companies that
have substantial direct investments abroad represent a growing segment of the world's business.
That segment will undoubtedly continue to expand, but there is reason to believe that it will
be at a reduced growth rate.
The lunge to invest overseas started in the postwar vears of the 1940's. By the early 1960's there
was much activity, although these corporations were
beginning to come under a lot of pressure due to
fluctuating currencies and rising labor costs. Now,
the increasing efficiency of foreign competitors in
most industries has virtually eliminated the large
cost advantages that the United States companies
once enjoyed. Thus, the incentive for overseas investment is losing its attractiveness. With this loss,
there is now a search for virgin territory that includes tax incentives. Through Congressional action, and a desire to promote the United States and
its possessions, certain tax incentive programs have
been made available. One of these programs, applicable closer to home, is available through the use
of section 931 corporations.
A specific possibility, with many advantages, is
that of operating in Puerto Rico (a U.S. possession) as a section 931 corporation under the Internal Revenue Code Incentive Acts.
The Section 931 Corporation
Under section 931 of the Internal Revenue
Code, a domestic corporation that receives at least
80 percent of its gross income for the requisite
statutory period from sources within Puerto Rico
and which derives at least 50 percent of its gross
income from the active conduct of a trade or business within Puerto Rico (computed without the
benefits of section 931) will be effectively exempt
from United States taxation on such income.l
In addition to an income -tax exempt status, the

1s

corporation would also be exempt from real and
personal property taxes and all license fees, excise
or other municipal taxes levied by any municipal
ordinance in relation to that exempted corporation.
The four major advantages of a section 931 corporation are as follows:
I. Tangible and intangible personal property can
be transferred to a section 931 corporation without section 367 permission;2
2. Since a section 931 corporation is a domestic
corporation, it is not subject to subpart F controlled foreign corporation provisions;
3. The income built up in Puerto Rico can be
brought into the United States tax -free at the
time of complete liquidation into its domestic
parent corporation; and
4. Up to 20 percent of a section 931 corporation's
gross income can be earned outside both Puerto
Rico and the United States. In addition, investment or passive income can be received by a section 931 corporation up to 50 percent of its
gross income (but at least 60 percent of a section 931 corporation's passive gross income must
be from possession sources) .
For example, the corporation receives 50 percent
of its gross income from the conduct of an active
I
Under the Puerto Rico Industrial Incentive Act of 1963 tax
exempt firms can be established in either (a) a "high industrial
development zone," or (b) an "underdeveloped industrial zone"
as designated by the Governor of Puerto Rico. In the "high industrial zone," the firm is exempt from income tax upon its
industrial development income derived during ten years following
the date of the commencement of its operations. For the "underdeveloped zone," the exemption is extended for five additional
years. If the exempt business is located on one of the islands
adjacent to Puerto Rico (and a part of the Commonwealth of
Puerto Rico) the exemption can be for as long as twenty -five years.
The Governor, in desiltnating underdeveloped zones, determines
the necessity of establishing factories in that zone, taking into account its population and the nature and opportunities of employment currently existing. He also takes into account the difficulties
encountered by factories that will be established there.
I
Section 367 of the Code provides that for purposes of recognition
of gain under most of the key reorganization sections of subchapter
C, a foreign corporation shall not be considered as a corporation,
unless in advance of the transaction, the Treasury has been satisfied
that the avoidance of Federal income taxes is not one of the
principal purposes of the transaction.
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trade or business within Puerto Rico as industrial
development income.3 It also receives 30 percent of
its gross income from passive Puerto Rican sources
and another 20 percent of its gross income from
passive foreign sources. Result: Since 80 percent of
the corporation's gross income is from Puerto Rican
sources and 50 percent of its gross income is from
the active conduct of a Puerto Rican trade or business, the conditions of section 931 are met.
Although the Code prescribes a three -year period
with respect to which the above percentage tests
are to be made, in the case of a "new" domestic
corporation, this three -year requirement would not
be applicable. The minimum statutory requirements for section 931 status should always be exceeded in order to provide a margin of operating
safety in the event of a section 482 adjustment .4
An alternative that would seem to be attractive
is to establish the company as a Puerto Rican corporation. The utilization of a Puerto Rican corporation would not result in the imposition of any
United States income taxes so long as the corporation does not engage in a trade or business
(or maintain an office) within the United States or
receive any income from United States sources.
The Puerto Rican corporation is for practical purposes a foreign corporation and thus subject to
the "controlled foreign corporation" provisions of
subpart F of the Code. These provisions are not
applicable to a Puerto Rican corporation which derives at least 80 percent of its gross income from
sources within Puerto Rico and at least 50 percent
of its gross income from the active conduct of a
trade or business within Puerto Rico. However,
the major disadvantage of a Puerto Rican corporation is simply that tangible and intangible personal
property could not be transferred to it without section 367 permission.
Source of Income Rules
The benefits of section 931 are conditional in
that the requisite amounts of gross income must
be derived from sources within Puerto Rico. So
long as tangible products are both produced and
sold within Puerto Rico, there should be no source
of income problems. However, what is critically
important is that the point of sale of the manufactured products be documented to be in Puerto
Rico. Under the income tax regulations, a sale of
property is consummated "at the time when, and
the place where, the rights, title, and interest of
the seller in the property are transferred to the
buyer." It follows then that a section 931 corporation must have sufficient documentation to assure
that title passage occurs in Puerto Rico. This is no
different than the usual commercial practice of selling f.o.b.— Puerto Rico. Because of the clear Congressional intent to grant a favored status to domestic corporations doing business in Puerto Rico,
there is no reason to anticipate a source of income
problem.
Intercompany Pricing
Taxpayers doing business with their Puerto
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Rican manufacturing affiliates can choose between
two sets of intercompany pricing guidelines, either
Revenue Procedure 63 -10 or the income tax regulations under section 482. Although both the Procedure and the section have as their purpose the
maintenance of arm's length pricing arrangements
in intercompany transactions involving controlled
taxpayers, they prescribe different methods of determining the applicable arm's length price.
Revenue Procedure 63 -10 points out that in determining whether section 482 of the Code applies:

"... the standard is that transactions between related parties must take place according to terms which correspond to those which
would have occurred in arm's length dealings
between unrelated entities. Thus, the price
which an island affiliate charges a mainland
affiliate for its product is required to be that
price which the island company would receive from the mainland company if each
were independent and unaffiliated ..."

"The
utilization of
a Puerto Rican
corporation
would not
result in the
imposition of
any United
States income
taxes..."

Similarly, the regulations under section 482 provide that where one member of a group sells tangible property to another member of the same group,
the district director may make appropriate allocations to reflect an arm's length price:
"An arm's length price is the price that an
unrelated party would have paid under the
same circumstances for the property involved
in the controlled sale. Since unrelated parties
normally sell products at a profit, an arm's
length price normally involves a profit to the
seller."
Listed below are summaries highlighting the
available methods in their required priority of application which distinguish between section 482
and Revenue Procedure 63 -10.
SECTION 482

1. COMPARABLE UNCONTROLLED PRICE METHOD.
The arm's length price is defined to be equal
to the price paid in sales in which the seller
and buyer are not members of the same controlled group, and are therefore unrelated.
2. RESALE PRICE ]METHOD. The arm's length price
of a controlled sale is equal to the applicable
resale price, reduced by an appropriate markup.
This method is generally used where one member of a controlled group sells property to another member of the controlled group before the
second member of the controlled group resells
the property to an unrelated party.
This income is defined to mean "ne t i ncome " derived from the
production of manufactured product that gives rise to the
exemplion of an eligible business.
* Code section 482 dealing with allocation of income and deductions
among taxpayers has survived any substantial change from the
1939 Gode (section 45). This section was included, by Congress, to
prevent evasion of taxes or to clearly reflect the income of any two
or more organizations owned or controlled directly or indirectly by
the same interests.
3
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property plus an appropriate amount of gross
profit (figured as a percentage of cost). The
"appropriate" gross profit percentage is supposed
to be equal to the gross profit percentage earned
by the seller on uncontrolled sales of similar
property.

mainland
labor costs
may generally
be substituted
for Puerto
Rican labor
"...

The formula for determining the arm's length
price under this method is S = C (1 + R) ,
where S equals the arm's length selling price, C
equals ABC's cost, and R equals ABC's profit
(expressed as a percentage of cost) on uncontrolled sales of similar property.

costs."

REVENUE PROCEDURE 63 -10

1. DIRECTLY APPLICABLE INDEPENDENT PRICE.
The premise is that the best evidence of the
applicable arm's length price is the generally
prevailing price paid in transactions between independent sellers and buyers for the same product under similar circumstances.

A typical pharmaceutical mixing process at
ICN Pharmaceuticals, Inc., Puerto Rican
facility.

engaged in the production of certain products
For example, suppose ABC Puerto Rico were
for sale to unrelated U.S. wholesalers at a price
of $1.00 each. If these unrelated wholesalers were
to sell these products to unrelated U.S. retailers
at a price of $1.50 each, the gross profit percentage to the wholesalers would be 33 percent
(expressed as a percentage of the selling price).
Now suppose ABC Puerto Rico were to sell these
same products to a related North American
wholesaler, who in turn would sell these products to an unrelated North American retailer at
a price of $2.00 each, under circumstances comparable with the sales by unrelated U.S. wholesalers to unrelated U.S. retailers. The 33 percent
gross profit margin would suggest that the arm's
length price to the related North American
wholesaler would be $1.34.
The formula for determining the ABC billing
price (P) to a related wholesaler under the "resale price" method is simply P = S (1 — M)
where S equals the resale price that the related
wholesaler will charge an unrelated retailer, and
M equals the markup percentage (expressed as a
percentage of the selling price) earned on similar uncontrolled sales by unrelated wholesalers
(who are also unrelated to ABC) to unrelated
retailers.
3. COST -PLUS METHOD. The arm's length price of
a controlled sale is equal to the cost of the
20

INDEPENDENT PRICES FOR SIMILAR PRODUCTS.
This recognizes the difficulty of finding directly
applicable independent prices for the same product under similar circumstances, and so it provides that when directly applicable independent
prices are not available, independent prices for
similar products may be used to arrive at an
arm's length price.
3. RESALE PRICE M E T H O D . This procedure contains no method of pricing that is analogous to
the resale price method.
4. No INDEPENDENT PRICES. Tl1iS method generally resembles the "cost -plus method," and is
to be used where information regarding independent prices for similar products is not available. The procedure is to approximate an arm's
length price, relying on independent mainland
manufacturing costs and manufacturing profits.
FURTHER CONSIDERATIONS

While the "cost -plus method" under section 482
requires the use of an "actual" cost figure, the
method of "no independent prices" under Revenue
Procedure 63 -10 does not. Under Revenue Procedure 63 -10, the notional cost factor is determined
by reference to a hypothetical mainland manufacturer of similar products. It involves determining
which activities are carried on in Puerto Rico and
what charge an independent United States manufacturing firm would make for performing the same
activities in the United States. For example, mainland labor costs may generally be substituted for
Puerto Rican labor costs.
Although the regulations under section 482 require the application of one of the three methods
of pricing described above, they also allow the taxpayer to use any other method if lie can establish
that considering all the facts and circumstances,
some other method is "clearly more appropriate."
Another factor that must be considered in the inMANAGEMENT ACCOUNTING /MARCH 1974

tercompany pricing area is the problem of allocating profits to manufacturing intangibles belonging
to an island affiliate. Revenue Procedure 63 -10 specifically allows for an increased arm's length price
where intangibles, e.g., secret processes and formulas, trademarks and trade names, and patents, belonging to the Puerto Rican affiliate are used in the
manufacturing process. Section 4.01 of the Procedure states:

"The Internal
Revenue Code
permits the
tax -free
transfer of
appreciated
tangible and

"If intangibles are present in a particular case
and belong in whole or in part to the island
affiliate, income properly allocable to the island affiliate will be increased, and the price
properly allowable to the island affiliate will
be higher ..."

intangible
property ... "'

"The significance of intangibles is that when
they are present, they constitute an advantage
possessed by the related firms which enable
them collectively to obtain a higher rate of
profit Hom their joint operations than could
be achieved by existing or potential competitors producing an equivalent product .. .
perhaps because of a patent, a particular firm
might for a period of time be able to produce a product at lower costs than its competitors even while paying identical prices for
the same factors of production. Again, the
differential, in this case, in terms of cost,
would represent a return on intangibles."
If the economic return on intangibles is substantial, the determination of whether they belong to
the island affiliate or to the mainland affiliate is
important in the proper application of section 482.
Under Revenue Procedure 63 -10, this determination is a question to be decided under the facts
and circumstances of the particular case. The Procedure indicates that where the mainland affiliate
permits tangible or intangible property belonging
to it be used by its island affiliate, arm's length
charges must be made in the arm's length price
which is to be received by the island affiliate for
its manufactured products.•
To the extent that the selling price of a Puerto
Rican manufacturing type product represents a
monopolistic profit attributable to intangibles possessed by the island affiliate, which intangibles were
not developed through the island affiliate, an arm's
length allocation of income to the parent corporation must be made. Onlv where the island affiliate
has acquired an interest in intangible property as a
participating party in a bona -fide cost sharing arrangement will an allocation of manufacturing profits to its mainland affiliate generally be unnecessary.
Corporate Organization
The Internal Revenue Code permits the tax -free
transfer of appreciated tangible and intangible
property (patents, trademarks or trade names, secret processes, or formulas) to a controlled domestic corporation in exchange for its stock or securities.
This, of course, is not true where the transMANAGEMENT ACCOUNTING/MARCH 1974

Encapsulating process in the manufacture
of capsules at ICN Pharmaceuticals, Inc.,
Puerto Rican facility.

feree is a foreign corporation; the IRS will not grant
section 367 permission where United States patents, trademarks or trade names, secret processes or
formulas, or similar intangibles will be used by a
foreign corporation to manufacture products for
sale or consumption in the United States. There
is no valid reason other than the avoidance of
United States income taxes, to justify a transfer of
intangible property to a foreign corporation whose
products will ultimately wind up in the United
States. Further, if the transfer is to be tax -free, all
substantial or significant property rights must be
transferred to the transferee corporation in exchange for its stock and securities. But the concept of "all substantial rights" does not preclude
the imposition of restrictions upon the transferee
corporation's right to use intangible property.
Thus, as long as all substantial rights to the use
of ABC's United States intangibles are transferred
to its section 931 subsidiary, the transfer would be
tax -free notwithstanding the fact that ABC might
5
I is important to remember that section 351 of the Code (which
permits tax -free corporate organizations) addresses itself only to the
issue of whether gain ought to be recognized on an incorporative
transfer, and not the issue of to whom the income, with respect to
the transferred property, ought to be taxed. Thus, assuming the applicability of section 351 to be associated with the transfer of
intangibles by ABC to its Puerto Rican manufacturing affiliate, it is
proper to inquire whether section 482 overrides the nonrecognition
transaction so as to tax in the hands of ABC that portion of the
Puerto Rican affiliate's manufacturing profits attributable to the
transferred intangibles.
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"When
property is
transferred
to the
subsidiary, it
may acquire
some of the
controlled
corporation's
stock or
securities
tax - free."
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retain exclusive rights to use the same intangibles
for production process purposes in other foreign
countries.
Capitalization
It is desirable to inject some debt into the capital
structure of the section 931 corporation in order to
permit the parent corporation a relatively early recovery of a portion of its capital investment. When
property is transferred to the subsidiary, it may acquire some of the controlled corporation's stock
or securities tax -free. The term "securities" has a
technical meaning and does not include short -term
promissory notes. Unfortunately, there is no fixed
rule as to the length of maturity required for obligations to qualify as "securities." Five -,year obligations have been judicially treated as securities, while
those with a lesser term have generally been unable to qualify. A conservative approach seems to
favor obligations with a fixed maturity period of at
least five vears, and then perhaps serial retirement
over a period of another five years (with 20 percent
of the debt becoming due in each of the sixth
through tenth years).
It should be emphasized that the retirement of
any section 931 corporate securities could entail a
capital gains tax cost to the parent, because when
appreciated property is transferred to a corporation
in exchange for its stock and securities, the transferor's basis in the property transferred must be
allocated to the stock and securities received. To
the extent that payments of principal exceed the
securities' allocable basis, capital gain will result.
Since the capital gains tax rate is 30 percent and
the section 931 corporate dividends would be taxed
at 48 percent, there is still an incentive for using
corporate debt.
Sufficient equity should be placed in the section 931 corporation to eliminate Internal Revenue
Service scrutiny of the corporation's debt to equity
ratio. However, there are no clear judicial guidelines
as to what the ratio of debt to equity should be.°
If the Service views the corporation as having insufficient equity capital, then it will treat any "securities" repayments as dividends to the parent
corporation.
In determining the amount of equity capital, it
is permissible to take into account the value of
certain intangibles owned by the corporate taxpayer
even though they are not necessarily reflected on
the corporation's balance sheet. Where balance
sheet equity capital is inadequate to support a corporate taxpayer's debt structure, it is relevant to
inquire whether intangibles having perhaps nominal balance sheet costs, such as secret processes
and formulas, patents, trademarks and trade names,
and contracts, can generate the level of income
that is necessary to adequately service corporate
debt. A thinly capitalized corporation would be
well advised not to gamble on being able to convince the Internal Revenue Service that economic,
rather than balance sheet considerations are more
important points of capital health. The valuation
process is simply too tenuous to permit such a risk
to be undertaken.

Utilization of Accumulated Tax - Exempt Profits
After the corporation has been in operation, it
is assumed that income will result. The use of such
income has some pitfalls that must be circumvented
if the tax - exempt status is to be beneficial. For instance, no portion of this effectively exempt income
may be received in the United States if the section 931 exemption is to be operative. However,
cash generated by the Puerto Rican business may
be reinvested in the Puerto Rican business, invested
outside the United States, or loaned to related foreign corporations not engaged in a United States
trade or business.
Because of the tax exemption available to firms
operating in Puerto Rico under the terms of the
Puerto Rican industrial incentive legislation, and
the fact that a section 931 corporation is effectively
exempt from United States taxation, substantial
funds will undoubtedly be accumulated in Puerto
Rico. While these funds could be distributed by
the section 931 corporation to its United States
parent as a dividend, anv dividend distribution
would require United States corporate tax at the
rate of 48 percent. An early repatriation of earnings
from Puerto Rico to the United States would be
quite costly, especially since the tax -free liquidation
provisions of the Internal Revenue Code and the
Puerto Rican industrial incentive legislation obviate
dividend or capital gain tax treatment.
In the case of a section 931 corporation, the realization of passive income through investments, including capital gain income, from non - United
States sources will not give rise to United States
tax so long as the actual receipt of such income occurs outside the United States. Thus, under the
operating rules of section 931, a section 931 corporation can receive up to 50 percent of its gross
income from investment activity. However, at least
60 percent of any gross investment income must
be attributable to a Puerto Rican source (in which
case, 60 percent of 50 percent equals 30 percent of
the gross Puerto Rican investment).
Many section 931 companies having funds available for investment channel their investment funds
into government guaranteed residential mortgages,
foreign certificates of deposit (principally Canadian
or Mexican), or United States or Puerto Rican
municipal obligations (the income from which is
tax - exempt). The grant of Puerto Rican tax exemption, however, does not extend to the income
Continued on page 27
6

The Tax Courts have recognized that what would be adequate
equity ca ital to launch a corporation in one industry could be
quite inadequate in another. The Internal Revenue Service, however, is likely to accept a ratio of debt to equity that is not in
excess of five to one.
' Under the 1973 Puerto Rico Legislative Assembly Act No. 52 of
May 29, 1973, this Act eliminates the income tax exemption of
interest derived from mortgages guaranteed by the FHA and VA,
either possessed individually or placed in a pool with the Government National Mortgage Association (GNMA). Exception is made
for those mortgages executed prior to February 15 1973 and
possessed by a resident of Puerto Rico on May 5, 1973, and for
mortgages executed within the 180 days following February 15,
1973, provided that a binding commitment existed for a Puerto Rico
resident to acquire them.
In the case of mortgages owned by non - residents of Puerto Rico,
the exemption from income taxes is retained since interest on those
mortgages when received by any person not engaged in trade or
business in Puerto Rico is treated by the Act as income from
sources without Puerto Rico.
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PROGRAMMED
REQUIREMENTS
PLANNING
Time series analysis simulates the available physical inventory by
reflecting inventory additions and depletions in the time bucket
in which they are planned to occur.

By Garlon Crossno
You can build a system which will provide virtually
100 percent customer service, but the carrying cost
on the required inventory and the operating costs
incurred due to frequent set -ups and short runs
would be prohibitive. You can build a system which
will involve no stocking of inventory, but the long
delay in reacting to customer orders and the inflated
operating costs due to frequent set -ups and short
runs would be prohibitive. You can build a system
which will hold operating costs to a base minimum
by issuing frequent, large quantity shop orders, but
the resulting high inventory costs and the accompanying slow reaction time to unanticipated customer orders would be prohibitive. Or, you can
build a system which properly balances these three
factors, making the trade -offs .necessary in each individual area, to arrive at the best overall solution.
The Time Dimension
In most existing inventory management systems,
the time dimension is virtually ignored. In spite of
the fact that the manufacturer can only work with
inventory which is physically present, most inventory control systems give equal validity to physical
inventory and what we will call "paper" inventory.
The rationale may be illustrated (see Exhibit 1) as
the physical stock on hand plus all stock on order
(paper replenishments) minus all customer demands (paper depletions) which then equals the
available inventory. If the available inventory is
sufficient to satisfy average demand over the average
lead time for the item, no action is taken. However,
this approach has a number of drawbacks. It manipulates the paper inventory to arrive at a satisfactory
situation, but in doing so it ignores the time dimension. It leaves unanswered the two most critical
questions: "When must I ship to my customer ?"
MA N A G EM E N T A C C O U N TIN G / M A R C H 1974

and "When will I receive new stock from my
vendor or factory ?" The system concentrates on
what to order and how many, and the expediters
are left to control the "when."
The second serious drawback to this most prevalent type of inventory management system is the
assumption that average weekly usage represents
the true demand pattern. It takes very little evidence to prove that this is not the case. The demand for finished goods is governed by your customers. The demand pattern may be smooth or
sporadic (see Exhibit 2). If you have a large number of customers placing orders for relatively small
quantities, it is most likely that a smooth demand
pattern will prevail. However, if some of these
customers place relatively large orders, or there is a
small number of potential customers, then the demand pattern is likely to be sporadic. Both types of
demand patterns can be averaged, but the average
does not represent an adequate planning base for
sporadic or inconsistent demands.
The demand for lower level components is
governed by the build plan for higher level assemblies. Even where the higher level demand pattern
is smooth, the demand pattern on the lower level
items will be sporadic if you are attempting to run
economical lots. Once again the average does not
represent an adequate planning base for sporadic
demands.
Since the actual demand within a given time
period will rarely equal the average demand over
several time periods, the system based on anticipated average demands ignores the time dimension.
Such a system will, at any point in time, yield a
normal distribution of stock situations with some
inventory items requiring urgent expediting, some
inventory items being overstocked, and the majority of inventory items falling somewhere between
these two undesirable situations (see Exhibit 3) .
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"Time series
analysis
simulates the

Exhibit 1
PHYSICAL AND PAPER INVENTORY

available

STOCK
ON
NAND

physical
inventory ..."

for each of several given time periods in the future.
The time periods may be referred to as "buckets."
Time series analysis simulates the available physical
inventory by reflecting inventory additions and depletions in the time bucket in which they are
planned to occur. The technique is simple and for
the first time the user has a sound planning base
which accurately reflects the time dimension.
AUTOMATIC REFLECTION OF SIGNIFICANT CHANGE
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In the normal conduct of business, many changes
occur which should be reflected immediately in the
inventory management plan. Wh e n used in conjunction with a "bill of material" system, the net
requirements plan reflects these changes and triggers
the affected items for analysis. Some of these
changes are related to how a particular product is
built. We refer to these as changes related to the
product structure. The two most common changes
of this type occur when (1) a new component is
replacing an old component, and (2) a change is
made in the number of particular components
which are required to produce a given assembly.
The source of this type of change is usually the
engineering department. There are also other
changes which will result from the dynamic nature
of inventory management. The most common
changes of this type are:
Changes in product lead times, dictated by
either the vendor or the factory
Due date or quantity changes on customer orders
Due date or quantity_ changes on replenishment
orders
Changes to correct errors discovered by means
of a physical inventory
ANALYSIS BY EXCEPTION

These problems can be solved by programmed requirements planning, which introduces the time
dimension into inventory management.

Programmed Planning
The four outstanding features of programmed
requirements planning are as follows:
1. It provides time series analysis for incorporating
the time dimension into the inventory management function.
2. It automatically reflects changes which are significant in inventory management.
3. It analyzes only those inventory items which
have had a significant change (analysis by exception) .
4. It employs user determined and controlled inventory policies (flexibility).
TIME SERIES ANALYSIS

It is the function of time series analysis to calculate the physical inventory which will be available
24

In analysis by exception, onlv items with significant changes are analyzed. The analysis is triggered by the changes alreadv mentioned and can
cause a revision to the replenishment plans for
those items. In a multi -level environment, changes
to either due date or order quantity at one level
must be reflected as soon as possible at lower levels.
Net requirements planning provides for this task to
be performed immediately and automatically. It
also provides for reports of any potential shortages
of lower level parts, which may result from the revised replenishment plan.
FLEXIBILITY

Th e program permits complex manipulation of
data in accordance with the product structure relations maintained by the bill of material program,
but it does not overstep its bounds. All decisions on
how to revise replenishment plans are the result of
management's predetermined inventory policy
routines. This feature of the program enables us
to enjoy considerable discretion and flexibilitv in
performing replenishment analysis. If you so desire,
you can have one set policy for all inventory items.
On the other hand, the power of computer processing and the flexibility of the net requirements
program enable the user to employ different policies
M A N A G E M E N T A C C O U N TIN G / M A R C H 1974

Exhibit 3

"The

NORMAL DISTRIBUTION?

identification
of other
significant

SHORTAGES

NORMAL
DISTRIBUTION

1

SURPLUS

_

segment s
within the
total inventory
is also

a
�

possible."

,i

� r

for different segments of the total inventory. Some
examples of these different segments might be:

to follow in laying out a replenishment plan for
each segment.

ITEMS. Those inventory items
which individually have a high cost, such as
components made of precious metals or precision
electronic components
2. Low V A L U E ITEMS. Those inventory items
which individually have a low cost, such as
standard fasteners, washers, leadwire or labels

Reports

HIGH

HI GH

VALUE

USAGE

V ALU E

I T E M S. T h o s e

3.

inventory
items where the individual cost, multiplied by
the anticipated usage over a given time period,
yield a significant dollar value

4

L o w

US A G E V A L U E

ITEMS .

Those

it e m s

where

the individual cost multiplied by the anticipated
item usage over a given time period, yield an
insignificant dollar value
S TA N D A R D P UR C H A S E D I T E M S . T h o s e i t e m s w h e r e

the risk of obsolescence is reduced, since the
vendor has expressed his willingness to accept
returned goods at full or partial refund
6.

SPECIAL

MA N U F A C TU R E D

ITEMS .

Those

it e m s

where the risk of obsolescence is high, due to
the fact that the item is only usable as a component in your production process
7 C U S T O M E R S P E C I A L S . T h o s e items which are
built exclusively for a single customer and may
involve a high risk of obsolescence Or a commitment to maintain a minimum stock available
for immediate shipment
B U L K Y ITEMS. Those items where individual
cost Or usage value does not differ significantly
from the norm, but where bulk represents a
significant storage problem
The identification of other significant segments
within the total inventory is also possible. Once
thev have been identified, the net requirements
program enables us to designate the policy we want
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This system produces a series of reports providing
assistance at all management levels. Some of these
are listed below:
P A R TS

R EQ UIR EMEN TS REP O R T. T h i s
report shows
the results of the time series analysis program and
contains certain constant and historical data, which
is helpful to the person reviewing the requirements
on a part. Some of the most used data are:

1. Buyer's number
2. Lead time in weeks
3. Safety stock, order quantity, and reorder point
on class B (economic order quantity) and class
C (min /max quantity) type parts
4. Last year's usage
5. January 1st inventory
6. Quantity on hand at date of report
7. Year -to -date usage
S. Year -to -date receipts
The report also indicates the weekly time periods
which we referred to as buckets and are used for
requirements analysis. The specific data reported
are as follows:
1. Requirements —This is the quantity required by
week in order to produce the master finished
product schedule.
2. Replenishments —This is the quantity that is
on order and scheduled to be received in inventory. Here again it is broken down by weeks.
3. Available —This is a computed figure that represents the quantity "over or short" of our needs
for each week. This computation is simply the
quantity on hand minus requirements, plus re25

"The
important
part of this
program is that
inventory is
checked,
beginning at
the highest
level ..."

plenishments, and is equal to the quantity available. A minus quantity available represents a
quantity that must be expedited. It could result
from a substitution or master schedule change.
This is a cumulative figure computed weekly.
4. Needed replenishments —This is also a computed figure, it represents a quantity which
someone must expedite, find a suitable sub5 stitute, or make a change to the master schedule.
Needed orders —This item tells us when we
should place orders, enabling us to have the
parts required to satisfy the schedule. The orders
are backed up by the lead time on each part plus
one week. This assures us that we will have the
parts the week before they are scheduled. Since
this is a class A part (ordered as required), we
order only enough to make the schedule.
6. Open orders —This is a detail back -up of the
figures shown in the replenishment buckets. We
show the order number, quantity, vendor and
date due.
Requirements —This is also a detail back -up for
the requirements buckets. We show the finished
product (model number), quantity and week
they are scheduled to be produced.
It must be remembered that we are looking at
only one part and it is a component of an assembly.
In our operation we have a number of levels of
assemblies. Each assembly has its own lead time,
order quantity, etc. Therefore, you can immediately
see that parts required on the lower level assemblies
will be in advance of the actual production schedule for the finished product. The important part
of this program is that inventory is checked, beginning at the highest level; we then compute the
net requirements needed. Only the net requirements are passed down to the next level, where we
again check inventory and compute only the net
requirements. When we reach an inventory level
sufficient to satisfy the requirements, then there are
no net requirements to pass down to the next level
of the assembly process.
The data are accumulated until the master
schedule has been completely exploded. We then
have the accumulated net requirements for every
part and assembly in our operation. Our net requirements then tell us what we need over and
above what we have on hand at the component
levels. We accumulate and process all the input
data daily. In our operation, there are some 20
different inputs that affect the status including
receipts, usage, production, scrap, substitutions, etc.
Each week a new schedule for the 13th week out
is entered, along with any changes to the first 12
weeks, and each week is rolled forward one week.

is surplus. The formula is: "On hand plus on order
minus forecast usage this year equals surplus." This
report is used to flag those parts that are about to
become obsolete and substitute them if possible.
These reports give detail information about all open orders. They are useful
in expediting receipts.

OPEN

ORDER

REPORTS.

S H O R T A G E R E P O R T . This is a Ieport of Urgent parts
shortages. It is often called the "Hot List."

This report Indicates
the difference between the physical count and the
perpetual inventory.

INVENTORY VARIATION REPORT.

T R O U B L E R E P O R T . This report is printed as a
result of a simulation program. It is printed on the
same form and contains the same type data as the
"Parts Requirements Report." However, this is a
simulation program, run only to reflect the inventory status after completion of schedule changes. In
this way, we can see the effect of proposed schedule
changes on our inventory status. We print a report
on each part indicating shortage if the lead time is
too long to order now and receive the parts in time
to meet the schedule. Thus, it is a report of parts
which would cause trouble if the proposed schedule
changes became permanent. The report goes only to
the schedulers and helps them in making schedules
and changes.
IN

Ordering
The same advantages available in identifying the
various segments of the inventory are available for
determining ordering policies. Some typical ordering policies are:
Each replenishment order is for a
predetermined quantity. Under this type of policy
the order frequency varies, but order quantity remains constant. This type of policy is particularly
well suited to bulky items, since it enables you to
allocate a storage area which is large enough to
accommodate the predetermined order quantity.
FIX ED LO T SIZ E.

O R D E R I N T E R V A L . A replenishment order is
placed each week, month or quarter for the quantity
needed during the subsequent week, month, or
quarter. Under this type of policy the order frequency is constant, but the order quantity will
vary. This type of policy is particularly well suited
to items which require special handling or inspection, since it enables you to schedule the crew for
these special considerations.
FIXED

This report Is programmed to show all parts that have been inactive
for 365 days or do not appear on specifications.

A replenishment order is placed
only in response to a firm order from the customer.
The planned inventory level is zero. This type of
policy is particularly well suited for high cost items
or customer specials.

S U R P L U S M A T E R I A L R E P O R T . This is
another version of the above report. However, on
this report we have a formula that determines what

ECONOAIIC ORDER QUANTITY.

11 IA KE T O OR DE R.
OBSOLETE

MATERIAL

REPORT.

OBSOLETE AND
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A replenishment order
is placed for an economical order quantity to arrive
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during the time bucket when you would reach a
predetermined minimum stock position. This is the
policy most frequently employed in time series
analysis since it enables you to balance procurement
costs and carrying costs by means of the economic
order quantity, while satisfying your desired level of
customer service by preserving safety stock.
- M A X I M U M . A replenishment order is
placed to arrive during the time bucket when you
would reach a predetermined minimum stock level
and for a quantity which would take your stock
level up to a predetermined maximum quantity.
This is a variation on the economic order quantity
policy and is particularly suited to those items
where the mathematically determined economic
order quantity represents too great a risk due to
obsolescence.
MINIMUM

Forecast
Further improvements and refinements to the
system can be realized by incorporating an annual
forecast into the overall inventory policies. Through
the use of the "bill of material" system, we explode

our annual forecast sales into component parts and
maintain a balance of expected usage on each part.
This becomes very useful in negotiating prices,
planning order quantities, and in spotting possible
obsolescence in inventory. The forecast may be
continually revised as sales statistics accumulate.
The revisions are exploded all the way down to the
parts level and each part's record reflects the latest
estimated annual usage quantity. As the year progresses, the forecast becomes more accurate; therefore, the possibility of error at the parts level is
reduced.

"As the year
progresses,
the forecast
becomes more
accurate ..."

Conclusion
Inventories represent stocks of raw materials,
work in process, and finished goods which are held
for a short term to be converted into sales dollars.
They are one of the most active elements of a
business operation. Inventories appear not only on
the balance sheet and the manufacturing statement
of the business, but also on the profit -and -loss statement. Continuous monitoring available through
programmed net requirements planning, permits us
to have the latest data.
❑

SECTI O N 931 A N D THE PUERTO RI CA N P R O G R A M

Continued from page 22
generated by reinvested tax - exempt profits, including gain from the sale or exchange of property that
was acquired with any tax - exempt profits (an exception is tax - exempt income from municipal obligations) . Also, since Puerto Rico does not tax the
foreign source income of section 931 corporations,
a section 931 corporation can invest in Canadian
or Mexican certificates of deposit and receive interest income tax -free, provided the deposits are
made in Canada or Mexico and the certificates are
kept physically outside Puerto Rico.
The parent corporation may, of course, wish to
use the accumulated tax - exempt profits of its section 931 corporation to fund loans or advances to
brother - sister corporations. An important issue is
whether loans or advances between brother - sister
corporations result in constructive dividends to the
controlling stockholder, e.g., the U.S. parent corporation. The regulations under section 482 that
deal with intercompany loans or advances are not
applicable to corporate interests other than bona fide indebtedness. But under section 385 of the
Code, the Treasury Department is authorized to
prescribe regulations explaining the factors that are
to be considered in determining whether an interest
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in a corporation is to be treated as debt or equity.
A determination under these regulations (which
have yet to be proposed) that loans or advances
constitute bona -fide indebtedness should be sufficient to preclude a constructive dividend attack. In
structuring brother - sister loans or advances, the following points should be observed:
1. The loans or advances should be evidenced by
a written unconditional obligation to pay on a
specified date (or dates),
2. A fixed rate of interest should be charged,
3. The loans or advances should not be subordinated to or preferred over any other indebtedness, and
4. They should be reasonable in relation to the
debt servicing capacity of the borrowing brother- sister entity.
Conclusion
Pending in the United States Congress are a
number of proposals to make multinationals pay
more tax on foreign earnings, or at least pay sooner.
By participating in the Puerto Rican program, multinational as well as domestic companies may find
similar tax advantages here at home as they do
abroad.
❑
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DECENTRALIZATION
IN REAL LIFE
Instead of profit generation, each manager has conceived his role
to be that of a supersalesman. All that really matters is that he sell,
sell, sell!

By Raymond L. Larson
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How, in the real world, are transfer prices established and administered? How much autonomy of
operations does a division manager have in a decentralized firm? And, how is the performance of
a division manager actually evaluated given decentralization and an identified method of transfer
pricing? t It is just possible that, due to the actual
operation of the decentralized firm, transfer prices
should, in the absence of the desired level of competition, be established from a predominantly behavioral viewpoint, especially if top management
persists in using profit as the principal evaluation
item of the division. By such an approach, goal
congruence could be achieved and the division
manager would act in such a manner so as to maximize the goals of the firm.
The Empirical Base
From a preliminary examination of annual
reports and other public information, 18 firms were
contacted as to the possibility of conducting indepth interviews with top -level and division managers. Of these firms, six responded that they had
no problems involving transfer pricing and decentralization. Two of the remaining 12 firms stated
that this information was confidential and would
not be released under anv circumstances. Two other
firms were not available because of year -end closings
and other internal problems that precluded interviews for several months into the future. As a
result, in -depth interviews were conducted in eight
firms. Within these firms, nine division controllers
or assistant controllers and eight top -level managers
were interviewed. The firms represented wood products, clothing, banking, industrial equipment, alcoholic beverages, crude oil and electronics products
industries.
The interviews centered around the administration of transfer prices, the degree of autonomy of
operations granted to a division manager, and methods used to evaluate divisional performance. An
equal amount of time was budgeted for each of

these areas. However, based upon the responses
received, this time allocation was allowed to vary
so that certain problems could be explored in greater depth as they were identified. Most questions
were asked twice, employing a rewording of the
question the second time so as to provide a self check on previously obtained answers.
Establishing a Price
All of the companies represented in the interviews, whether they had many or few intra- company
transfers and regardless of how close they came to
the "ideal' of decentralization, advocated market
price as the best method of pricing intra- company
transfers. The principal and most often cited reason
was simply that it duplicated the market, i.e., selling
and buving situation, faced by all businesses organized for profit generation. If decentralization was
to work, that which was found in the economv,
i.e., competition, must be duplicated for each of
the divisions operating within a given corporation.
Unfortunately, none of the firms and /or divisions
used market prices for intra - company transfers, even
though they advocated them. Nor did any of them
employ a negotiated price system with or without
arbitration, which would have been the next most
acceptable alternative. All of the firms used a price
that ranged from market -based to cost and were
established by top management action. Probably
the chief reason for this was that each of the firms
and /or divisions was largely supreme in its particular geographic region. Granted, there was a high
degree of competition for each of these firms and/
or divisions in the final product market, but for
intermediate products and /or raw materials there
was no other close competitor. If there was,
each of the firms was totally integrated in that it
produced the raw material, the intermediate prodI
Although decentralization can take many forms, the "ideal"
adopted here is where the widest variety
management decisions
have been delegated to an operating division. Ile ultimate would
be the retention of only the capital budgeting decision at the
corporate level. Such an "ideal" gives the greatest autonomy to the
division manager and thus duplicates the operations and decisions
of an independent firm as closely as possible while retaining that
division as a part of a larger organization.
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uct or products and the final product, eliminating
a competitive market from which to obtain a transfer price. However, this difficulty of establishing a
market price did not keep any of the firms from
using some form of profit center organization.
LOSS OF LOCAL AUTONOMY

The composite picture of transfer prices within
these firms would be an administered pricing system. That is, a special committee located at the
vice presidential level or higher is given the responsibility of establishing transfer prices, with the
stipulation that these prices must be market based.
The market base, as envisioned by this committee,
is the final product market.
Each division (profit center) has an approved
production and cost budget for the coming fiscal
year. Sales estimates for all of the firm's products
are obtained for the same time period and are then
matched with the expected prices and budgeted
costs. The result is anticipated profit for the entire
corporation.
Since, under decentralization, each division is
expected to contribute some specified share of this
profit, the amount available for material purchases
can then be easily determined, i.e., allocated or
anticipated division profit minus division labor and
overhead. The allocation of profit via cost and production budgets is based largely on division performance for past periods, coupled with top
management expectations. Once material purchase
amounts are available, transfer prices can be determined that will, if budget expectations are accurate,
result in appropriate division profits.
This system results not only in transfer prices
that are derived from a market, even though that
market may be somewhat remote from any one
particular division, but adds management control
of operations through assignment of appropriate
shares of corporate profits to each of the divisions.
The results are improved control over decentralized
operations. The cost is loss of local autonomy by
each of the division managers.
Division management response was varied. Perhaps the best characterization would be to say that
they don't like the present system but, as vet, have
not been successful in changing it. Generally, division managers were given only a vague idea as to
exactly how the transfer price was determined.
Insofar as they were concerned, these prices were
approximately the same as those they would pay or
receive if they bought from or sold to an independent operator. Division managers did realize that
the prices existing in that market might be considerably different if they were to actually use that
market, due to the size of their division when
compared to the market. What they did not seem
to realize was that they were being locked into the
system by the arbitrary pricing system and by the
fact that this market could not be used.
PERSONAL INFLUENCE

Another complaint stems from the fact that there
is considerable subjectivity involved in the pricing
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process, even though the exact degree is not known.
This allows for greater personal influence to enter
the system than division managers feel warranted.
For example, in one of the companies it was a well
known fact that one of the division managers had
the "ear of the president." Whatever he suggested
received immediate presidential approval. If such
approval was to have been obtained from a lower
managerial level but was refused, the president
would always step in and push things in the direction desired by this particular division manager.
If anyone attempted to refute one of these decisions, he was immediately quelled again by presidential action. Although this division manager was
respected by others, since he did have considerable
ability and talent for running his division, that
respect was somewhat tarnished by the fact that
he was allowed greater control over his operations
than were the other division managers.

"The
allocation of
profit via
cost and
production
budgets is
based largely
on division
performance
for past
periods ..."

PRICING COMPLAINTS

Granted, in cases where division managers felt
there were inequities in the pricing system, each
company had established machinery for handling
pricing complaints. Each company would, upon
receipt of a complaint, immediately review the
prices as established. Top management was very
much in favor of this review policy and strongly
believed that changes would occur when warranted.
Yet few, if any, of these reviews ever resulted in
a significant change in any one year's transfer price.
The changes that were made were obvious to all
and, in effect, were simply the righting of an obvious error in the price determination process. Here
again, the division manager had what he felt was a
justified complaint. But, since there was no comparable market for his output or input, he was never
able to prove objectively that the company's prices
were in error. Thus, he perceived himself as a victim
of the system, with little or no recourse for pricing
grievances.
THE EXCEPTIONS

There were, of course, several variations and /or
exceptions to this composite picture. The principal
exception was found in the oil and wood products
industry. Both crude oil and plywood were priced
at the market; crude oil because of governmental
regulations and plywood because of the presence
of independent operators possessing considerable
capacity, at least enough to affect the capacity of
the giants of the industry. Plywood prices were also
quite volatile, so the holding of a plywood price
for any period of time would seriously distort the
actual performance figures for any one division
Interestingly, all division managers agreed with this
pricing method in each of the instances identified.
They had no complaints with this system and
thought it to be fair and equitable to all concerned.
Another variation came from a company that
sold a finished product through wholly -owned and
independent retail outlets. The transfer price, list
less a fixed percentage, was established some twentv
years ago and had not been changed since, i.e., the
29

"Its first charge
was to buy
within the
company if
at all
possible."
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list price had changed but the percentage discount few situations where established markets did exist.
remained the same. Certain trade and quantity dis- In spite of the lack of outside markets, all of the
counts were allowed the independent operators but corporations included in the interview sample rewere not available to the owned outlets. The com- mained dedicated to the profit center concept. As
pany justified this by the fact that whatever profits we shall soon see, this dedication was nowhere close
were made through "owned" retail outlets accrued to the "ideal" promulgated earlier, in that many
to the corporation. It then makes little difference additional changes have occurred which lessen the
what price is charged to the retail outlet. However, degree of autonomy present in any of the corporathe company tied the manager's salary to division tions and divisions contacted.
profits and, at least in part, evaluated his performance on his record of profit generation. The Autonomy of Operations
owned outlet managers have tried to change this
The extent of autonomy of operations was most
system but have not been successful.
easily recognized in those firms that were totally
The effect of this type of a pricing system and integrated, i.e., for those that produced the raw
evaluation scheme has been for the division man- material, intermediate and final product. In such
agers to quit trying to change the system and actu- a situation, successive manufacturing operations
ally to change their attitudes towards what they were locked into the system by top management's
think the company expects from them. That is, earlier decisions. That is, a raw material reduction
instead of profit generation, each manager has con- unit was built as a source of supply to some interceived his role to be that of a supersalesman. mediate or final product division. Consequently, the
All that really matters is that he sell, sell, sell! only source of supply would be the preceding comThis gives him control over his operation and allows pany owned unit. In almost every case, the output
him to successfully ignore the fact that he does of one unit was allocated by some means as inputs
not get the same considerations as to profit and to other units. Rarely were intermediate and /or
discounts as are given by the company to its in- final product units allowed to go outside the comdependent outlets.
pany to seek a source of supply. Most of this was
Another corporation, although at the time of caused by resources already committed, which
interview not having a transfer pricing problem, would have to stand idle if buyers went outside the
was in the process of acquiring a former supplier. company. It was only when the supplying division
They had been investigating the advantages of de- lacked capacity to meet demand that units were
centralization and the profit center concept, and allowed to purchase in local markets. These requests
had adopted it in principle. The problem remained, had to be approved by top management, primarily
however, of how to attach a price to intra- company to ensure that company facilities were first used to
transfers. The firm had been using standard cost the fullest extent possible.
for the few transfers made, primarily rejected
Combining these restrictions of outside purchasmerchandise transferred to the company store for ing with the arbitrary price system has led some
resale to employees. Since all the existing depart- division managers to conclude that their principal
ments of the company were organized as cost goal was to utilize to the fullest the capacity of their
centers, this system worked very well. The acquisi- supplying units. This is somewhat cyclical in
tion of this supplier, since he was an independent nature, in that if buying units begin to demand
profit generating unit, led company management to more than supplier units can produce, outside purwant to perpetuate this, even though the supplier chasing is allowed and division managers again
would be wholly owned. The transfer price problem stress profitability of operation.. Once capacity
precluded this, however, and it seemed quite likely catches up, however, these purchases are cut off,
that the profit center concept would be abandoned the stress on profitability declines, and usage of
and the supplier would become another cost center.
volume again becomes paramount.
END OF PERIOD ADJUSTMENTS

PURCHASING —A HIGHLY CENTRALIZED OPERATION

One of the major wood products companies did
adjust the profit of each division at the end of the
fiscal period. That is, they re- examine the conditions that led to transfer prices at the end of the
year and drew up a new price list. Division operations were then recast, using this new price list,
with any adjustment reflected as a change in division profit for that period. Thus, a major company
did recognize that they were not infallible. However, division managers, although appreciating this
re- examination, did not use it in any way, as they
had to make all of their decisions based on the old
price list. Because of this, the readjustment was not
looked on favorably.
In general terms, then, we would conclude that
transfer prices were largely arbitrary except for those

In the majority of the companies interviewed,
purchasing was rapidly becoming, if not alreadv,
a highly centralized operation. It was purchasing's
responsibility to see that materials were supplied
in the proper quantities and qualities. Its first charge
was to buy within the company if at all possible.
Secondly, if this was not possible, a trade was to
be arranged. Usually, this was to be effected between divisions of a company, but could also be
worked through competitors, although local independents were usually excluded.
Transfer prices that are market based take on
considerably greater import when trades are accomplished. That is, if trades are between competitors,
market prices make conversions to dollars as a common measurement much easier. Anv kind of
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a transfer price would suffice when trades are made recognizes the impossibility of this and will soon reintra- company. But when trades are affected with organize so that there will be another intervening
no market price in evidence, the converting of level of management.
The autonomy of the division manager is also
trades to a common measurement becomes a major
problem. Again, this is simply another source of limited in the area of hiring and firing. In each of
the firms interviewed, the majority of the employees
complaint to division managers.
The one other alternative, that of external buy- were union members. The decision to hire and fire
ing by the division, was generally not available was largely limited by the union contract. But this
unless approved by top management. When prices has been the case for many years, and managers
were changing with any degree of rapidity, this are not so concerned as they might be had it been
method was effectively blocked due to the time a recent occurrence. This is not to say that they
it took for appropriate approval. Also, in the ma- agree with unions, but only that they are not so
jority of companies, purchasing did not favor any- concerned with the loss of autonomy in this area
one asking to be allowed to make an outside as they might otherwise be.
purchase. In the majority of cases, centralized purchasing was accomplished primarily to get better Performance Measurement
In the decentralized firm that has assigned profit
prices since orders could be pooled for all units.
Generally, less than 25 percent of all inputs were responsibility to its divisions, one would naturally
expect profit to be the chief mode of division pernow left to the discretion of the division manager.
Most of the managers realized that centralized formance evaluation. This is highly advocated by
purchasing was here to stay. Although they dis- the literature if a given firm is to be truly deliked the loss of autonomy, they went along with centralized and is to reap the benefits therefrom. It
it because they realized that resource allocations is possible, however, for a division manager, given
must be handled centrally in order to achieve bene- such a scheme, to act in such a way that his profit
fit to the corporation as a single unit. The fear will be increased, while the effect on corporate
expressed by nearly one -half of those interviewed, profit is less than had been anticipated. If this is
was that this was simply a herald of increased the case, quite possibly profit is not used as the
principal evaluator, which means that autonomy of
centralization in the future.
operations has been removed from division managers. Many of the problems of decentralization
CENTRALIZED COMPUTER FACILITIES
Another area of concern, recognized by about identified in the literature would not then be worth
25 percent of those interviewed, was the increasing further consideration.
Within the companies sampled, it was extremely
use of centralized computer facilities. These people
difficult
to get concrete examples of situations
were forced to accept this centralization, not because of top management directives, but because it where division managers acted in a manner that
had been proven that fantastic work loads could enhanced their profit while causing the corporation
be accomplished through computer application. Be- to show a lower profit. The majority of individuals
cause of this, they were relinquishing autonomy interviewed readily admitted that this has happened
more willingly than had been the case with central - and could continue to happen but were extremely
alized purchasing. The concerned individuals reluctant to identify specific situations. Much of
mentioned, however, that they could see in the what follows then, although still factual, is without
not - too - distant future a pronounced shift from illustrative examples which would lend considerable
profit decentralization to administrative decentraliz- support to the conclusion reached.
ation —that is, execution of directives as opposed
to conception of division operating policy and then THE NORM FOR NEXT YEAR
This is not saying that profitability is not given
execution.
a major role in performance measurement. Generally, however, it seemed that profit was considered
GROWTH AS A FACTOR
Another factor contributing to centralization, or only when it fell outside some previously deterthe lessening of divisional autonomy, at least for the mined range. Obviously, when it fell below the
companies interviewed, was that of growth. That is, range, it received considerable attention, at least
everyone once had the opportunity of communi- as far as an evaluation device was concerned, than
cating directly with the president. (One company when it fell above the range. Practically all division
of major size still holds performance evaluation managers were very certain that if they didn't show
for each profit center with that center's manager a profit, no matter what problems they had or the
and the corporation president.) This gave the chief economy was having, they would be in serious
executive officer a very close "feel" for his opera- trouble. They also felt that, given a profit above the
tion. With considerable growth, however, ad- accepted range, that profit figure would become the
ditional layers of management were added between norm for next year's evaluation. If they could not
the president and the operating divisions. The gen- meet it, it had better be very, very obvious why,
eral effect has been to increase policy statements or else the manager concerned would be looking
from central management so as to maintain a elsewhere for employment.
It is realized that this sounds extremely harsh.
tighter rein on operations. Even the company where
the president participates in performance review Yet this was the impression received from the vast
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"Most of the
managers
realized that
centralized
purchasing
was here
to stay"
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"Each profit
center
prepared its
own budget
based upon its
forecast of the
appropriate
budgeting
periods."

majority of division managers interviewed. They did
admit that the acceptable profit range was fairly
broad, which tended to keep most of them employed. The major point here, however, is that the
bottom of the range was set as a means of stimulating activity and was set, in most cases, higher
than that level attained for the previous fiscal
period. If this level of profitability was not attained,
the only way out for the manager was to prove that
it had been due to a general slackening of the
economy and not due to his own incompetence.
And, as several of them candidly stated, this was
not always the easiest thing to do. Top management, at least in the eves of the division, tended
to treat profits as a norm that was to be attained.
One firm's experience in this area was that the
profit to be attained by any one profit center was
invariablv established at a figure higher for the
coming fiscal period than that achieved for the
immediate past fiscal period. Furthermore, swings
in the economy were ignored. In this particular
company, the president, who started the firm in the
depression years, set the goal of becoming a billion
dollar corporation within the next few years. This is
the current, operational manifestation of his continuing philosophy to seek growth in every way
possible. His philosophy has been translated into
company policy that demands better and better
performance for each succeeding fiscal period. If
the market goes soft, then each profit center is
expected to get more than its normal market share
in order to meet the desired profit (and growth)
figure. The company does not recognize a slack
period and, as of the present, has never shut down
any portion of its production facility.
To illustrate, if the market has been demanding
500,000 units with this firm getting a fifty percent
share, and if the market drops to 400,000 units,
a company policy continues to demand that they
sell 250,000 units. Fortunatelv, thev have been
quite successful in applying this policy up to this
point. Division managers were becoming increasingly concerned, however, that, given increasing
competition and the prospects for a "cooling -off'
of the economv, the present policy would be severely tested. They hoped the firm would have to
replace this policy with one that recognized external factors over which they had little or no
control.
BUDGETS AND HORSE TRADES

Assuming then, that profit or profitability was
within an acceptable range, or at least above the
norm established for that year, what other methods
of evaluation were evidenced in the firms sampled?
Every single firm and every single division (profit
center) was required to prepare a budget (or
strategy) for the three- to five -year future period,
for the immediate future fiscal period, and, in about
fifty percent of the firms, a quarterly forecast. Furthermore, this budget was not merely a profit
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forecast, as would be expected under profit decentralization, but was a detailed budget showing
both profits and costs, based upon the division
manager's expectation. The evaluation of performance, after profit, became that of variation from
budget.
Each profit center prepared its own budget based
upon its forecast of the appropriate budgeting
periods. This budget moved to the next higher
level, where it was evaluated in view of that level's
expectations. If approved, it went to the next higher
level where it was again evaluated. Eventually, it
reached the president where, if approved, it became
the operating plan for the appropriate budget
period. If the budget were rejected, the division
manager and his immediate superior would "horse.
trade" until an agreement was reached. This budget
was then used as the principal evaluator of the
division. Since it included all costs and revenues
anticipated, it was looked upon as the principal
control device. Such a procedure, as viewed by
division management, was necessary to achieve the
overall objectives of the corporation. This was
agreed upon even though it also reduced the range
of activities allowed to them had they been governed by a profit figure only. Thus the corporation
maintained continual "rein" on each of the operating divisions.
Conclusion
The overall conclusion that emerges here is that
the problem of conflict resolution that surrounds
transfer pricing and decentralization is of such a
complex nature that it is very doubtful that any
present method of transfer pricing would be successful. As long as top management ignores profit
in evaluating a division, the method of transfer
pricing used is largely irrelevant. But, if management is truly devoted to decentralization then a
transfer price, to be successful, must be based on
behavioral considerations. That is, the transfer price
used would be that price, given a volume level, that
would cause a division manager to make the same
decisions that would be made by top management.
Thus, goal congruence is attained and the corporation is maximizing its profits while allowing a high
degree of autonomy of operations to its division
managers. The alternative, of course, is to largely
abandon the decentralization of management.
Granted, this conclusion cannot be extrapolated
to all industrial firms. Yet the evidence is such
that additional research is called for before making
anv decisions in this area. The accountant, the one
looked to in establishing an appropriate transfer
price, is probably not vet competent in the behavioral area. Considerable additional research will
be necessary to prescribe principles, postulates, conventions, etc., of accounting necessary to the
establishment of a transfer price that will reduce
managerial conflict and promote goal congruence
between the two levels of management.
❑
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COST BEHAVIOR:
A DYNAMIC CONCEPT
Managerial expectations will generally be formed in relation to
spans of time. For example, management will have an opinion
of expected activity for the next month, the next year,
and the next five years.
By W. Larry Elliott
The environment in which the business entity finds
itself is constantly changing. Therefore, the company must constantly re- evaluate its relationships
and take whatever strategic and tactical action that
is necessary in order to maintain or improve its
position. Costs are an important consideration in
these relationships and since we are talking about
change and changing relationships, a dynamic concept of cost is necessary.
Most companies employ three basic types of resources. They include physical resources such as
Plant and equipment; human resources such as
managers, workers and salesmen; and financial resources such as money, securities and leverage. Management's responsibility is to acquire these resources
and convert them into products and /or services in
accordance with market demand. In other words,
the company can be thought of as a system in
which inputs (resources) are fed into a conversion
process in such a way as to result in desired outputs
(products and services) which have been determined to be appropriate according to management's
analvsis of demand.
The resources are used up in the production
and marketing process and must be replaced. Therefore, management must decide how these resources
are to be acquired and made available within the
firm. The wav in which management utilizes and
replaces resources directly determines the costs and
the cost behavior within the firm.
Costs and Cost Behavior
Costs are the sacrifices made to secure resources.
Cost behavior, on the other hand, may be defined
as the pattern by which costs change in magnitude
in relation to changes in volume of activity.
Traditionally, the concept of cost behavior has
divided costs into two categories —fixed costs and
variable costs. This classification procedure means
that certain costs (fixed) are not affected by
changes in volume and that other costs (variable)
increase or decrease because of increases and deMA N A G EM E N T A C C O U N TIN G / M A R C H 1974

creases in the volume of activity. This basic concept
has been modified somewhat by the recognition
that there exists also semi - variable and semi -fixed
costs. Semi- variable costs are those which contain a
fixed element and semi -fixed costs are those which
are fixed over a given range of volume but vary
from one range of volume to another. A more
general approach to cost behavior, however, can
relate cost to other factors as well as to activity.
The increasing complexity of business activity
means that an increasing number of alternatives are
available to management in tends of the decisions
that can be made regarding resource acquisition
and utilization. A greater number of alternatives
available for these decisions means a greater number
of possible cost behavior patterns. If, for instance,
management can make arrangements to obtain and
use a particular resource only as it is required by a
specific activity, then that cost behaves in a fashion
similar to the variable cost concept. If, on the other
hand, management can obtain a particular resource
only in "lump" amounts of a given quantity regardless of the activity requirements, there is an
indication that this is a "fixed" cost, to be charged
to the period regardless of the utilization which
does take place.
For particular resources, there are methods of
acquisition and utilization which would not fit into
the patterns of the examples above and would,
therefore, have different patterns of behavior. In
other words, there are resources which are not acquired in amounts as needed even though they may
be available in that fashion because management
either in anticipation of certain consequences or as
a result of particular circumstances makes alternative acquisition arrangements.
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Importance of Understanding Cost Behavior
The importance of a knowledge of cost behavior
can best be demonstrated in the context of the
environment of the economic unit. It is, therefore,
useful to explore some of the aspects of this environment. First, if the company must acquire resources,
one environmental factor is the element of supply,
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"Demand and
how the
company
meets demand
is also related
to cost
behavior."

and, therefore, there must be a relationship with
suppliers. Second, if the company provides products
and services by utilizing these resources and offers
them for sale, there is a demand factor and a
corresponding relationship with the appropriate
types of consumers.
The firm is also in contact with labor unions and
the government in terms of environmental relationships. Generally, these relationships are not of a
deterministic nature but are instead quite flexible,
and there is a constant movement as each element
attempts to find a better position. If the company
does not have an understanding of its pattern of
costs, it will not be in a position to act or react
in these various situations. In other words,
the understanding of cost behavior is extremely
important to the company in its negotiations with
these elements. The company must, of course, know
the direction and magnitude that its negotiations
should take. Cost behavior does not supply all the
answers for these negotiations but it is an extremely
important input into the decision - making process
where profit is a prime objective.
Demand and how the company meets demand is
also related to cost behavior. By filling demand, a
requirement is placed on the conversion process
which in turn puts a requirement on the resource
acquisiton process. Again, management must be
aware of the pattern of costs in order not to make
decisions which would be of harm to the company's
objectives. For instance, the decision of determining which product and service demands are to be
satisfied has a direct effect on the type and quantity
of resources to be utilized and thus on the type and
quantity of resources to be acquired. Therefore, a
decision to satisfy a particular demand without a
proper understanding of the cost behavior involved
may result in the incurrence of a large amount of
unutilized cost.
Cost behavior is also concerned with the way in
which costs change. Improvement in technology is
an example of the type of change which is constantly taking place in the environment, and a
change in technology generally means a change in
the type and quantity of resources required by the
company. Each company must make a decision as
to whether or not its goals can be attained by
adopting the new technology. Cost behavior enters
into this decision because the change in the acquisition and utilization pattern of resources of the
firm changes. The cost of resources under the new
technology when taking the other decision factors
into consideration might work for or against whatever objectives may be considered.
Objectives
Another important point, one suggested by
Robert Anthony, is in regard to formulating objectives for the company.' Effective management
cannot take place unless there are effective predetermined objectives. An "effective" objective is
one that is defined in such a wav that the achievement or lack of achievement can be explicitly determined and in such a wav that some of the reasons
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for the success or failure can be isolated. Such an
approach is sometimes called "management by
objectives."
Under this approach, the objectives must be
quantified. Usually this quantification is or should
be in economic terms since the economic position
of the firm is generally management's first consideration. However, the type of objective may differ
according to the role of the manager involved. For
instance, executive management is more concerned
with net income while manufacturing management
is concerned with product costs.
Another characteristic which these objectives
must have, in addition to being in economic terms,
is that they be flexible. Flexibility is important
because the ability or lack of ability to perform at
a certain level depends to some extent upon the
environment in which the managerial unit within
the firm finds itself. In other words, there is an
"inside" and an "outside" environment for a particular managerial unit. For instance, particular
units may be affected by other managerial units
(e.g., the activities of the sales department inevitably has an effect on the production department)
and also by activities outside of the company
( suppliers, consumers, government, etc.) .
Objectives should be structured in such a way
that they do not fall apart or become obsolete when
changes or unexpected developments take place in
any part of the environment. If an objective does
not have some degree of adaptability built into it,
it becomes almost useless because the time involved
in making revisions will not permit the guidance
and direction intended for the management process.
For adequate management to take place, objectives must be set and they should be in economic
terms as well as being flexible. Therefore, there is
an element of cost involved either explicitly or
implicitly. If the objective is profit or contribution,
even though cost is not explicit, it has to be taken
into consideration. In addition, since we are talking
about flexibilitv and changing conditions, the objectives must be based not on a consideration of
static costs but on patterns of costs which are
determined by the changing conditions —in other
words, by cost behavior.
Fixed and Variable Costs
There are basically two types of techniques currently used to distinguish between fixed and
variable costs: (1) the assertion approach and (2 )
the historical approach. Both tend to extremely
oversimplify the problem. The assertion approach
simply determines the fixed and variable costs by
their inherent nature. For instance, depreciation,
rent, property taxes and so forth would be classified
as fixed simply because they are traditionally considered to be fixed costs. On the other hand, such
things as direct labor would be classified as variable
costs because they are traditionally considered to
be variable costs. A company adopting this
approach would, therefore, base its managerial
' Robert Anthony, "Framework for Analysis," Management Services, March -April 1964, pp. 19, 20, 22.
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decisions on the basis of this assertion as to the
nature of a particular cost classification.
The historical approach is the process of using
data from prior years to determine the nature of
the costs by use of several different techniques such
as regression analysis, high -low methods and
engineering analysis. The important point is that
decisions will be based on a distinction of costs for
a period prior to the period for which the decision
is being made. The results are likely not to be
accurate to the extent that behavior in the two
periods is different.
This traditional attitude toward the problem of
cost behavior is, however, an oversimplification. Before determining the appropriate method to classify
costs to particular categories, consideration must
first be given to the categories used. In other words,
perhaps fixed and variable are not the most appropriate classifications for a particular company; therefore, the lack of adequate categories would in itself
explain some of the difficulties in finding a method
to use to make the classifications.
If the two -way classification of fixed and variable
cost is used, it implies that costs are a function
either of capacity or of activih,. This is true, but
there are likely to be some factors which are more
basic determinants such as managerial decision, the
learning curve, product specification, product mix
and so on. It is these more basic determinants and
their underlying factors which are the key to deciding whether a particular cost is a function of
capacity or of activity.
If there are factors other than capacity and
activity which are determinants of cost, then more
behavioral categories may be needed to describe the
way costs change. An attempt should be made to
relate costs to their principal causal factor whether
it be capacity, activity or some other element.
Various suggestions have been made as to what
the more realistic categories of classifications are.
Walter B. McFarland suggests that there are three
such categories of costs: (1) Activity, (2) Committed Capacity, and (3) Programmed Capacity.2
He defines and discusses each as follows:

in purchased services such as advertising.
These costs are planned and controlled from
period to period in relation to expected manufacturing and sales activity or planned programs in areas such as research, advertising,
or employee relations.
There are important implications in having appropriate categories to simplify classification. If the
fixed and variable categories do not represent the
underlying cost pattern, then the use of the categories as inputs for decision- making purposes will
not result in the appropriate decision.
Very closely related to the problem of cost
classification is the problem of data classification.
By data classification is meant the way in which
transactions are recorded in the accounts and more
specifically the problem is one of whether or not
the appropriate accounts are used. In other words,
do the account classifications normally used to
record the events within the firm lend themselves
to cost behavior analysis? The data must be available, obviously, if there is to be any meaningful
use made of the techniques of analysis.
The Determinants of Costs

COMMITTED COSTS originate in long -lived
commitments for physical facilities and
services. Depreciation, property taxes and
rentals under long -term leases are typical
examples. Once made, decisions to incur such
costs are usually not reversible at an early
date without substantial loss. Committed
capacity costs are long -run costs in that they
are incurred for a number of service years
of capacity as a unit.

What is needed for current decision- making is a
study of the costs of the period under consideration.
The only way that this can be done is by having
an understanding of the underlying determinants of
those costs. Managerial decisions underlie all costs
and determine whether or not a particular cost will
vary with changes in volume, whether or not it will
have a fixed element and a variable element,
whether or not it will be fixed over a given range,
or whether or not it will be fixed over the entire
range of productive possibilities.
The determinants of these decisions are managerial expectations and according to the cost
classification involved will be a long -run, a short run or an intermediate -run expectation. Therefore,
managerial expectations will generally be formed in
relation to spans of time. For example, management
will have an opinion of expected activity for the
next month, the next year, and the next five years.
Although exact spans or periods of time probably
vary to some extent from company to company, they
do in general have short -run, intermediate -run and
long -run expectations.
For purposes of this discussion, specific time
spans are assigned to the expectation periods and,
although to some extent they may be arbitran-, it
is believed that they generally represent the time
orientation of management. Short -run expectations
are defined here as those concerned with
immediate, current activity of the company.
Intermediate -run expectations are those relating to
the demands upon the company for one operating
period, which is normally considered to be one year.
Finallv, long -run expectations represent those
expectations concerned with the demands upon the

PROGRAMMED CAPACI T Y COSTS originate In
functions staffed with salaried personnel and

s Walter B. McFarland, Concepts for Management Accounting,
National Association of Accountants, New York, N. Y., 1966, pp.
51, 53.

ACTIVITY COSTS originate in and are controlled with current activity. Such costs are
commonly called variable costs because the
total amount for a given period tends to vary
proportionally with the volume of activity.
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"Management,

company in terms of activity for more than one
operating period ( two or more operating periods) .
therefore,
Acting upon its expectations, management will
make the decisions concerning the acquisition of
must look into the resources needed for productive activity.
the future . . . " Expectations are important in these decisions affecting resources because of the lead time required in
certain of these acquisitions and because of the
extended life of some resources. If resource acquisition were instantaneous and if the resources were
utilized completely at the time of acquisition,
expectations would play a very small role in
decisions of resource acquisition and utilization.
Such, however, is obviously not the case and
expectations do play an extremely important role.
It should be noted that the term "acquisition of
resources" as used here refers to the process of
making the resources available to the firm either
by purchase, lease or any other method.
Long -run expectations are most important in the
decisions involved with providing physical
facilities —plant and equipment. It is obvious that
such things as buildings, machinery, equipment and
so forth cannot be provided without some lead time
between the point of the decision to provide and
the point these items are to be put into use. A
building, for instance, may take years to construct,
and machinery may take several months to be acquired from the supplier and several more months
to be installed for use. A second consideration is
that once the buildings, machinery and equipment
are available for use, they will be available for a
number of years.
Management, therefore, must look into the
future in order to decide whether or not to acquire
these productive facilities. It is their responsibility to
decide whether or not there will be sufficient demands for productive activity during the life of the
facilities to justify acquisition. In order to make this
decision, management must form opinions about
activity needs for several operating periods. Therefore, the acquisition of certain productive facilities
is decided by what has been defined as long -run
expectations.
In addition to physical facilities, part of the labor
resources will also be determined by long run expectations. Here, the reference is to those
personnel in the work force whose services cannot
be easily obtained or whose skills require much
experience. In order to have these people available
at any given time, management must make provision for their availability well in advance of the
actual demands for productive activity. The type of
personnel involved ranges from top management to
the highly skilled production worker. Normally, a
relatively long period of time will be needed either
to recruit or to train these people.
The decision to acquire a basic labor force or to
acquire physical facilities has an element of cost
attached in that these resources are not free. For
example, the decision to acquire physical facilities
(building and equipment) will cause a change in
the magnitude of certain costs, such as depreciation,
insurance (on the facilities) and property tax (as-
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sessed because of the facilities) . Therefore, it follows that there are changes in the magnitude of
certain costs as a result of long -run expectations.
A similar observation can be made about the
acquisition of the basic labor force in that the
decision to acquire and maintain the force determines the magnitude of salary expense as well as
expenses related to salaries. Since the acquisition
decision is based on long -run expectations, the
amount of cost is determined by these expectations.
Other resources do not require as much time for
acquisition as those previously mentioned but do
require some. In the case of physical facilities, for
instance, although the company may have the
building and machinery, certain things such as
maintenance and major repair have to be accomplished in order to actually have the facilities ready
for productive activity. There is also a part of the
work force which, although it is not as highly
trained or skilled as the long -run personnel, must
be acquired in advance of the actual activity demands. In other words, this work force requires
certain skills and training which are not available
instantaneously or within a relatively short time.
Therefore, resources described above would have
to be obtained in anticipation of what the productive activity will be in some intermediate -run
period which may be defined as being one operating
period or one year. Since there are also costs
involved in the providing or the not providing of
these resources, intermediate -run expectations
determine these costs.
On the other hand, there are some resources
which can be provided or acquired in response
to the immediate needs of productive activity. The
expectations needed here for deciding on resources
are those concerned with what the immediate activity requirements are. Some of the labor force may
be provided in this way if the labor market is such
that the workers can be hired on a day -to -day or
week -to -week basis. Power and water are other
examples in that they are acquired in direct
response to activity demands. The same is true of
non - perishable materials in that they can be held in
storage until actually needed.
As in other situations, there are costs involved
in providing these resources. In this case, the costs
are determined by short -run expectations in that
these expectations are based upon immediate
activity needs and activity determines the cost.
Managerial Expectations
If managerial expectations are the underlying
determinants of cost behavior, the problem then is
to analyze those expectations. Since the budget
is an accounting representation of managerial
expectations, an investigation of the budgeting procedure for each cost should give an indication of the
type of expectation underlying it. The following
represent some of the criteria which should be
used in determining whether a particular item is
based upon a short -run expectation, an
intermediate -run expectation or a long -run expectaContinued on page 41
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SALES COMPENSATION:
CONFLICT AND HARMONY
The key to solving the problem lies in the concept of goal
congruence . . . we must devise a plan whereby both
management and the sales force personnel will strive to
attain a common goal.
By W illis R. Greer, Jr.

In manv industries, established practice calls for
compensating sales force personnel through some
sort of commission plan. The base used for determining the commission to be paid is typically the
revenue generated by the salesman. However, we
question the wisdom of that practice under conditions where price is a flexible element in the
firm's marketing strategy. We will demonstrate,
with marginal cost analysis,' that price flexibility
and the revenue -based commission plan combine
to produce an ideal backdrop for intraorganizational conflict, for personal discontent, and for
suboptimization of the entity's financial performance. As a positive contribution, we will suggest
an alternative contribution -based commission plan
which, through the concept of goal congruence,2
eliminates internal discord and enhances the economic efficiency of the organization. (See Exhibits
1 and 2.)
An Example

For simplicity, let us consider the economics of
a fictitious machine -tool company. While such a
firm would, in fact, have a multiplicity of interrelated goals (expansion of the number of tools for
which it sells parts and service, for instance), we
will study the firm's performance in relation to a
single objective —the maximization of annual profits
on the sale of tools.
To begin, we must construct a model of the
marketplace in which the firm competes. In actual itv, manv variables would enter into a determination of the number of units demanded by potential
customers during a given period of time (advertising, the general condition of the economy, etc.) .
However, in our models, we will restrict our interest to the impact of price on the level of demand,
and the assumption upon which our model will
rest is that all factors other than price remain constant.
The exact shape of the demand curve is unimportant to the results of our study, but we must
establish that annual demand is negatively related
MA N A G E M E N T A C C O U N TIN G / M A R C H 1974

to price, a normal condition for products of this
nature. The results, therefore, will be applicable
onlv to situations where we would expect larger
numbers of transactions to be consummated during a period when prices are set at relatively lower
levels. Conversely, an increase in price would, with
other things equal, be expected to cause a reduction in the number of transactions. The market for
the firm's product will therefore be modeled with
the following annual demand function:3
Q= 3,120 —.8P
where
Q = Annual demand in units
P = Average price per unit
If, for example, the average price of units offered
were $ 3,400, we would expect approximately 400
transactions to be consummated during a one -year
period:
Q = 3,120 — .8 ( 3,400) = 400
The inverse of the demand function, termed
the pricing equation, is:'
P = 3,900 — 1.25Q
This equation determines the equilibrium price at
which any given annual quantity of tools can be
sold. Repeating the example, if the firm wishes to
establish a price which would lead to a 400 -unitper -year level of demand, that price would be:
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P = 3,900 — 1.25(400) = $3,400
For a good introduction to the economic application of maxima
and mini ma see M ichael J. Brennan, Jr., Preface to Econometrics,
South - western Publishing Co., Cincinnati, Ohio, 1960, ch. 12.
8 A detailed treatment of the concept of goal congruence can be
found
in Edwin
H. Caplan,
Accounting
Behavioral
Science,
Addison
- Wesley Management
Publishing Co.,
Reading,and
Mass.,
1971,

1

ch. 5.
For greater detail on the concept of demand functions and on
demand curve estimation see an introductory text such as Paul A.
Samuelson, Economics, McGraw -Hill Book Co., New York, N. Y.,

J

1955.
4

See Harold Bierman, Jr. and Thomas R. Dyckman, Managerial

Cost Ac c ounting, The Macmillan Co., New York, N.Y., 1971, p.
168.
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1t =PXQ
= ( 3,900 — 1.25Q)
= 3,900Q — 1.25Q 2

COM =. 03R
= 117Q — .0375Q 2

xQ

To illustrate, if the firm prices tools at a figure
which would create a demand level of 400 units
per year, it can expect annual revenues of:

The firm's annual profit, 7r, will be a function of
revenue, costs and commissions:

Marginal Revenue
As a general economic proposition, profits are
maximized when marginal revenue is equal to marginal cost. Marginal revenue is here defined as the
change in annual revenue which is associated with
a one -unit change in the equilibrium level of annual demand. This change in demand, of course,
is brought about by changing average price.
Mathematically, the expression for marginal revenue is the first derivative of the revenue function:

=dQ

MC = d( TC d+QC O M ) = 3,177 — .075Q

In maximizing profit, then, the firm would seek
to establish market equilibrium at that quantity
which would equate marginal revenue to marginal
cost:
MR =MC
3,900 — 2.5Q* = 3,117 — .075Q
Q* = 323

= 3,900 — 2.5Q

If, for instance, the firm reduced its average
price to an amount which would cause annual demand to increase from 400 to 401 units, it should
expect a change in annual revenue of:'
MR = 3,900 — 2.5(400.5) = $2,899
This change can be verified by computing, with the
revenue equation, expected revenue at the 401 -unit
level of demand:
R = 3,900(401) — 1.25(401) 2

=

$

1,362,899

The Cost Structure
A cost structure must now be introduced into
the problem. Suppose the firm incurs annual fixed
costs (depreciation, property taxes, administrative
salaries and so on), FC, of $80,000. Further, suppose that variable costs, VC, exclusive of sales
commissions, amount to $3,000 per unit times the
number of units sold (this includes the dealer
cost, transportation charges, etc.) . Then the total
annual amount of cost, TC, incurred by the firm,
before commissions, will be:

To create this level of demand, the firm would
seek to establish an average price of:
P = 3,900 — 1.25(Q*)
= 3,900 — 1.25(323)
= $3,496

In so doing it would expect annual revenues of,
R =PXQ
_ $3,496 x 323
_ $1,129,208
nonselling costs of,
TC = 80,000 + 3,000(Q*)

= 80,000 + 3,000(323)
= $1,049,000
commissions of,
COM =. 03R
= .03 (1,129,208)
= $33,876
and profits of,
7r

TC

= R — (T C + C OM)

So far as the firm is concerned, "commissions" is
just another element in its (variable) cost structure, so "marginal cost" is the first derivative of
(TC + COM):

R = 3,900(400) — 1.25(400) 2
= $1,360,000

MR

rewarded at a flat percentage rate (let us assume
that it is three percent) of the revenue he brings
in. Total sales commissions paid during a year can
therefore be expected to amount to:

c

average price."

The total revenue generated by the firm during a
given year is a function of price and quantity;
specifically, R = P X Q. Annual revenue, R, can
therefore be expressed as a function of equilibrium
quantity through the pricing equation:

n

"This change
in demand . . .
is brought
about
by changing

FC + VC = 80,000 + 3,000Q

= R— ( T C + C O M )
= 1,129,208 — (1,049,000 + 33,876)
_ $46,332

The Revenue -Based Commission Plan

Suppose now, that the firm is using a commission plan based on sales: that is, the salesman is
38

The fractional value, 400.5, is necessary because of the discrete
nature of the demand shift.
s The asterisk indicates that the value of Q which satisfies the
equation is optimal.
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In setting prices, then, the firm will tend to gravitate toward $3,496, as an average, since no other
average price will produce so high a profit.
If left to their own devices, though, the salesmen will tend to view the situation somewhat differently. Their income, COM, is a function of
revenue. In attempting to maximize their own income," they will attempt to maximize revenue or,
in economic terms, to seek a point on the quantity demanded scale where the first derivative of the
"commissions" function is zero."
d (COM) = 117 — .075Q = Zero
dQ
and
Q = 1,560
In order to establish this much higher demand
level, the salesmen would desire a drastic reduction
in average price:
P = 3,900 — 1.25(1,560)
= $1,950
If indeed the firm were to operate at this level,
commissions would amount to:
COM= .03(PxQ)
= .03($1,950) (1,560)

= $91,260
Profits, however, would be reduced to the point
where the firm would expect an annual loss of
$1,809,260— obviously an intolerable situation.
The movements of quantities, commissions and
profits under the percent -of- revenue plan are illustrated graphically in Exhibit 1 and summarized in
Exhibit 3.Clearly the firm's annual profit is optimized at a price of $3,496 for a quantity of 323
units, while the sales personnel would experience
a much higher level of income at lower prices. And
therein lies an ideal background for intraorganizational conflict.
To live with the situation at all, management
must at least set a floor on the transaction price.
Supervision effort thus becomes significant: discontent (and perhaps employee turnover and lower
productivity) becomes a burden.
The key to solving the problem lies in the concept of goal congruence. That is, we must devise a
plan whereby both management and the sales force
personnel will strive to attain a common goal.°
Fortunately, this can easily be done by shifting the
base upon which commissions are computed from
"revenue" to "contribution."
It is generally accepted that workers attempt to maximize income. The May, 1966 CPA Exam (Theory, Q. J)5), for instance,
based a problem on a statement that " a salesman's compensation
encourages him to work to increase the measure of performance to which his compensation is related." Motivation is a
complex subject, though, and should be studied with care. See, for
instance, J. C. Sawatsky, "What are the Motivations for Work ?"
The Canadian Chartered Accountant, ,January 1967, pp. 40 -43.
8 This equation equals zero at Q = 1,560.
• Charles T. Horngren, Cost Accounting, Prentice -Hall, Inc., Englewood Cliffs, N. J., 1972, p. 155.

Exhibit 2
CONTRIBUTION -BASED COMMISSION PLAN
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"We can
therefore
consider
the goal

Exhibit 3
SALES COMMISSIONS AND PROFIT BASED ON
THREE - PERCENT REVENUE
P
$3,775
3,650
3,525
3,496
3,400
3,275
2,025
1,950
1,900

congruence
problem
sol ve d. . . "

Q
100
200
300
323
400
500
1,500
1,560
1,600

R
$ 377,500
730,000
1,057,500
1,129,208
1,360,000
1,637,500
3,037,500
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$ 380,000
680,000
980,000
1,049,000
1,280,000
1,580,000
4,580,000
4,760,000
4,880,000

COM
$11,325
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•91,260
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730,000
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Q
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3,496
3,450
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1,950
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Exhibit 4
SALES COMMISSION AND PROFIT BASED ON
21- PERCENT CONTRIBUTION

The Contribution -Based Commission Plan
Consider the before - commission contribution
generated by selling one unit -price less variable
cost (P - $3,000). If the commission earned by
the salesmen were some fixed proportion, say k, of
this amount, the total commissions earned by the
salesmen in a given year would be:

TC + COM = 80,000 + 3,000Q
+ k(900Q - 1.25Q 2 )
and
MC = d(TC d+QCOM) = 3,000 + k(900 - 2.5Q)
Equating,

COM = k (PQ - 3,000Q )
= k (900Q - 1.25_0 2 )
Again, maximizing COM, as we would expect the
salesmen to seek to do, we set the first derivative
equal to zero,
d(COM) = _
Q) = Zero
dQ
k ( 900 _ 2.5
which yields an optimal annual quantity of 360
regardless of the value of k. This still seems to be
in conflict with management's desires, but let us
check by re- optimizing profit under the new plan.
The firm will still seek the MR = MC level of
volume, but now:
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MR = MC
3,900 - 2.5Q* = 3,000 + k(900 - 2.5Q *)
Q* = 360
We find that profits are also maximized at an
equilibrium demand level of 360, and that this,
too, is independent of the value of k. We can
therefore consider the goal congruence problem
solved; management and the sales force now seek
a common goal. But there is another factor which
you will find extremely interesting.
Suppose that, under the old (percent -of- sales)
plan (Q* = 323), management's desire to maximize profit prevailed. At that point, COM + 7 r
equals $33,876 plus $46,332 or $80,208 per vear.
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Under the new (percent -of- contribution) plan,
Q* = 360. This demand level, at equilibrium,
would produce a COM + nfigure of:
COM

+ 7 r

=R —TIC
= [3,900(360) — 1.25(360) 2]
— [80,000 + 3,000(360)]
= $82,000

The common optimum demand level of 360
units per year produces greater total income for
the entity! The percentage of contribution which
is established as the commission rate must, of
course, be set to that figure, in this case 21 percent, which would produce both higher profits for
the firm and greater income for the salesmen than
was achieved at optimum under the old plan. For
example, when P = $3,450 and Q = 360 then
COM = $34,020 and 7 r = $ 47,980. These figures
can be verified by studying Exhibit 4.
One can most easily understand the differences
between the optimum performance combinations
of the two plans by the graphical analyses. The
graph in Exhibit 1 shows the situation for the
revenue -based plan. The firm, striving for maximum
profits, will insist on operating at the Q = 323
level in spite of the obvious advantage to sales
personnel of moving to a higher volume. While it

is also true under this plan that the sum, COM +
be maximized at the Q = 360 level,
r(COM
, would
increases more rapidly than
r falls as Q
moves upward from 323 to 360) we would not
expect to find the firm willing to accept that level
since its profit would be somewhat lower ($44,740).
In Exhibit 2, profits and commissions are plotted
against demand for the contribution -based plan.
Clearly, anv departure from an equilibrium demand
level of 360 units per year would cause a decline
in both commissions and profits.

"The most

Conclusion

concept
of goal

This article has demonstrated the significant advantages that would accrue to a firm in shifting
from a revenue -based to a contribution -based commission plan for compensating sales force personnel. The most obvious benefit is harmony within
the organization through the concept of goal congruence. In addition, though, the firm would
become a more efficient economic entity, distributing greater quantities of product to consumers at
lower prices and generating more income for employees and owners. To a greater or lesser degree,
we can expect these results to obtain in any business setting where price is a flexible element in the
marketing strategy and where the quantity of goods
demanded is negatively correlated with price.

obvious
benefit is
harmony
within the
organization
through the

congruence."

COST BEHAVIOR: A DYNA MIC CONCEPT
Continued from page 36
tion. These criteria are to be applied to the factors
involved in making the decision to budget a
particular amount for a particular cost:
SHORT -RUN

1. Amount is determined by multiplying quantitv
of activity by a price factor.
2. Small and large changes in activity will cause
proportionate changes in amount.
3. Prime consideration is the amount of resources
actually to be utilized.
4. Replanning of this cost can be done on a week to -week or month -to -month basis.
INTERMEDIATE -RUN

1. Amount is determined by a policy decision by
management.
2. Activity for year is a factor in determination.
3. Resources underlying cost have a life of approximately one vear.
4. Prime consideration is not actual utilization but
what is likely to be utilized during the year.
5. Replanning of this cost can be done annually.
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LONG -RUN

1. Little consideration is given to actual annual
activity.
2. Resources underlying costs have a list in excess
of one year.
3. Prime consideration is what activity might be
for a period of several years.
4. Complete replanning of this cost can be done
only over a period of several years.

Conclusion
Once the various expectation periods are known
for a particular company, and they may differ from
firm to firm for the same cost, it is then just a
matter of putting labels on the categories of cost
which they underlie. For example, the category that
short -run expectations underlie, may be called variable or activity costs; that intermediate -run expectations underlie, programmed costs; and that long -run
expectations underlie, fixed or committed costs.
Classification can then be made by each cost.
In summary, it is suggested that this cost behavior
concept provides a more definitive, accurate and
meaningful approach to defining, evaluating, understanding and accounting for cost behavior.
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Books

FOR THE MANAGEMENT ACCOUNTANT

ACCOUNTING AND SOCIETY
Ralph W. Estes

STRATEGIC AND LONG -RANGE PLANNING
FOR THE MULTINATIONAL CORPORATION
John Snow Schwendiman

Melville Publishing Co., a Division of John Wiley & Sons, Inc.,
605 Third Ave., New York, N.Y. 10016, 1973, 411 pp., clothbound, .$8.95, paperbound, $5.95.

Praeger Publishers, 111 Fourth Ave., New York, N.Y. 10003,
1973, 151 pp., clothbound, $15.00.

The author shows how accounting skills and techniques can be
(and have been) applied to the serious problems facing society— problems such as urban blight, rampant crime, poverty,
and pollution.

Based on a 1971 dissertation at M.I.T., this book presents key
elements in successful international corporate planning systems
and explains how to gear them to human needs. Provided also
is a model of corporate planning.

REPLACEMENT COST ACCOUNTING
Lawrence Revsine
Prentice -Hall, Inc., Englewood Cliffs, N. J. 07632, 1973, 194
pp., clothbound $7.95, paperbound $4.95.
This book develops the essential characteristics of replacement
cost accounting and contrasts them with traditional measurement methods. The author has provided a theoretical foundation for replacement costing and has incorporated available
empirical evidence where appropriate.
REPLACEMENT INVESTMENT
A Guide to Management Decisions on Plant Renewal
J. Connor and J. B. Evans
Cahners Books, 89 Franklin St., Boston, Mass. 02110, 1972,
82 pp., clothbound, $9.50.
Starting with the assumption that the profitability of replacement investments is often grossly exaggerated, the authors explain why this is so and provide a more realistic approach. A
set of tables useful in making replacement decisions is included.

THE EVOLUTION OF THE THEORIES AND
TECHNIQUES OF STANDARD COSTS
Ellis Mast Sowell
The University of Alabama Press, Drawer 2877, University,
Alabama 35486, 1973, 539 pp., clothbound, $10.00.
S. Paul Garner notes in the Foreword to this book that in
writing his Evolution of Cost Accounting to 1925 he purposely
omitted exhaustive treatment of standard costs. Dr. Ellis Sowell
has now covered this area for the English- speaking world.
ACCOUNTANT'S HANDBOOK OF FORMULAS AND
TABLES
Second Edition
Lawrence Lipkin, Irwin K. Feinstein and Lucile Derrick

EXECUTOR'S AND TRUSTEE'S GUIDE
William J. Casey
Institute for Business Planning, Two New York Plaza, New
York, N.Y. 10004, 1973, ring- binder, $66.00.
A working guide for executors, trustees, and their advisors,
it illustrates the uses and flexibility of trusts, how to administer
them and how to handle an estate.

A GUIDE TO PROBABILITY THEORY AND
APPLICATION
Cyrus Derman, Leon J. Gleser and Ingram Olkin
Holt, Rinehart and Winston, Inc., 383 Madison Ave., New
York, N.Y. 10017, 1973, 750 pp., clothbound, $14.95.
The purpose of the present book is to provide an extensive
treatment of the concept and models of probability theory at
an elementary mathematical level, with specific attention to the
needs and interests of researchers in the social and environmental sciences and professionals in medicine, law, and business.
STATISTICS: A FOUNDATION FOR ANALYSIS
Ann Hughes and Dennis Grawoig
Addison- Wesley Publishing Co., Reading, Mass. 01867, 1973,
414 pp., clothbound, $12.95.
An advanced undergraduate or graduate level textbook based on
a conceptual approach to statistics, it presents a reasonably
comprehensive discussion of the more commonly used statistical methods and illustrates their application in a business context.

STATISTICS

Prentice -Hall, Inc., Englewood Cliffs, N. J. 07632, 1973, 487
pp., clothbound, $21.50.

For Business and Economics
Jerome D. Braverman and William C. Stewart
The Ronald Press Co., 79 Madison Ave., New York, N.Y.
10016, 1973, 482 pp., clothbound, $11.00.

This edition has been updated and expanded. New material
on the use of random numbers and a new table on sample
sizes has been added. Interest and annuitv tables have been
extended to 12 percent and to 360 conversion periods.

This work provides the student of business and economics
with an introduction to the principles of statistical inference.
It should be examined primarily as a way of defining relationships rather than as a compendium of techniques.
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You'll have a great time at NANs

Detroit '74

[even if you don't win the Gremlin ]

1) Win a new 1974 Gremlin — Register prior to
June 15th, and you are automatically in the contest.
Drawing to take place at the Annual Dinner.
2) A buying spree in Canada — great buys on woolens,
crystal and china.
3) Greenfield Village — see the actual workshops of
Edison, the Wright Brothers, Ford; the studies of
Stephen Foster and Abraham Lincoln and working
craft shops.
4) Annual Dinner — this enjoyable event is the
highlight of our Annual International Conference.
5) Broadway Show for the ladies at the famous
Elmwood Casino Theater.
6) Teens visit a Mustang assembly line — molten metal
to a moving automobile.
7) Everyone will be talking about the boat ride on the
historic Detroit River to the international playground —

Bob -Lo Island. Enjoy a buffet supper on the island —
over 28 free rides — and then moonlight dancing to a
live band on the return trip.
8) Get acquainted at the traditional National Officers'
Reception. Meet and greet old friends — make
new friends.
There are many other events that guarantee you and your
family will have a sensational time. You'll be receiving
your registration form shortly.
Don't miss National Association of Accountants'

DCTR
9

Annual International
Conference, June 23 -26

An aerial view of Detroit. Cobo Hall and Civic Center are in the foreground.

MOTOWN HOSTS
ANNUAL CONFERENCE
NAA plans an educational and pleasure trip
for members and their families who attend
Annual International Conference in Detroit, June 23 -26,

Detroit, Michigan, is famed as the city which put
much of the world on wheels but when Antoine de
la Mothe Cadillac founded the city in 1701 fur was
the major product not a Ford, nor even the luxury
car named after the Frenchman.
He selected the narrowest point on the straits
connecting Lake Huron and Lake Erie and built
Fort Pontchartrain d'Etroit. In French d'etroit
means on the straits, hence the name of the modern metropolis. NAA members who think "cars"
when they think of Detroit will be in for a pleasant
surprise when they attend the Annual International
Conference in that city, June 23 -26.
A major international cargo port, Detroit makes
machine tools and accessories, gray iron foundry
items, metal stampings, drugs, paints and varnishes,
commercial films and rubber tires. The industrial
and cultural diversity of the oldest city in the Midwest is something that convention -goers will learn
about firsthand, says Bliss R. Finlay, chairman of
the Operations Committee.
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In planning the technical program, for example,
the Program Committee will feature some of the
industrial executives headquartered in Detroit. (Details of the technical program will appear in a
future issue.) All the historical, cultural and industrial attractions of this bustling city will be on display for the families who participate in the social
activities planned for the Conference.
Conference headquarters will be at the Sheraton Cadillac Hotel which is in the heart of the downtown area. A note of interest for NAA oldtimers:
the last NAA annual conference in Detroit was
held in this hotel (then the Book - Cadillac) in
1932. Manv of the activities will take place in the
hotel but the National Officers' Reception, the keynote luncheon, and the Annual Dinner are scheduled at Cobo Hall.
Located on one of the world's busiest international waterways —the Detroit River —Cobo Hall is
part of the $100 million Civic Center. One of the
finest convention centers in the country, the Hall
M AN AG E M E N T AC CO UN T IN G / MARC H 1974

boasts 400,000 square feet of exhibit space, 42 meeting rooms that can handle groups from 25 to 3,700,
and three kitchens capable of serving more than
5,000 people for a banquet. Parking on the rooftop
and other areas can accommodate about 8,000 cars.
A Gremlin for an Early Bird
The committee planning the 1974 annual conference has chosen an appropriate prize for one
lucky early registrant. A member who registers early
and is chosen at a special drawing during the Conference will drive away a brand new American
Motors Gremlin. Registration packages were mailed
to all members of the Association earlier this year.
An unusual excursion has been planned for the
Family Activity Tuesday afternoon after the technical sessions for the day have wound up. This
is a ride by steamer to an island in the Detroit River
called Bob -Lo.
The NAA party will have the boat and entire
island all to itself in an excursion that should be
enjoyed by all ages. Bob -Lo, a 240 -acre Canadian
Island, features a large zoo, roller coasters, a ferris
wheel and many other rides for the children. The
picnic grounds on the island once witnessed Indian
dances, maneuvers of marching armies and border
warfare. Against the dramatic backdrop of Detroit's
skyline, convention -goers will dance in the moonlight as the vessel returns to the American side of
the historic river.
This conference offers a unique opportunity for
the ladies as it marks the first time that they will have
an opportunity to visit another country during
conference week. A visit to Windsor, Ontario, right
across the river from Detroit, is the highlight of
the first day of the Ladies' Program. Monday starts
off with a tour of the Detroit Civic Center; then
shopping in Windsor, with luncheon at the Elmwood Casino, and concluding with a theatrical musical performed by a New York theatrical company.
Just minutes from downtown Detroit is Dearborn,
Michigan, the destination of the ladies on Tuesday.
They will visit Greenfield Village, /Henry Ford
Museum which captures in perpetuity some of the
artifacts of Americana. I.n the Museum, American
furniture craftmanship and decorative arts displays
date from the early 1600's to the early 20th century. There are also historical aircraft, a steam locomotive display and 200 antique automobiles.
Greenfield Village includes Thomas Edison's
original Menlo Park laboratory, the Wright Brothers' cycle shop and the courthouse in which
Abraham Lincoln practiced law. A Street of Early
American Shops and an authentic general store
are two of the other attractions of this geographic
homage to nostalgia.
On Wednesdav the ladies will tour Detroit for
half of the day, beginning in the city's "Cultural
Center," whose crown jewel is the Institute of
Arts. Its collection of American Art has earned it
a worldwide reputation. Other institutions in the
center are the Detroit Historical Museum, the
Children's Museum, the International Institute, and
the Detroit Institute of Musical Arts.
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One of the steamers that takes tourists to
Bob -Lo Island, site of NAA excursion.
For the remainder of the day, the ladies are
invited to shop in the central shopping area which
features every type of store, ranging from the
world's tallest department store —J. L. Hudson
Company —to small, exclusive speciality shops.
Metal to Mustang
Teenagers who can't wait for that crucial birthday which allows them to apply for their first
driver's license will appreciate the activities in the
Teenager Program in the automobile capital of
the world. A tour of the assembly line at the Ford
Motor company is the highlight of the program.
The teenagers will see the complete cycle, from
molten metal to the final Ford car driven off the
assembly line ready to be shipped.
The teenagers will also see Greenfield Village,
Henry Ford's 260 -acre contribution to the preservation of America's past. History comes alive for the
young people as they walk in this village with more
than 100 historical buildings tracing the development of the American home and industry. Lunch
will be served during the day's activities.
On the second day of the conference the young
people will go on a guided tour of the Detroit
Zoo, one of the most complete and attractive
zoological parks in the world. It includes such
special exhibits as the Holden Museum of Living
Reptiles, Great Ape Exhibit, Penguinarium and
the Animal Show in the Holden Amphitheater. A
picnic lunch comes with the tour package. In the
afternoon and evening the entire family sails to
Bob -Lo Island.
Winding up the teenagers' activities is a visit
Continued on page 50
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REGISTRATION INFORMATION

Continuing Education Program

To register for any Course listed, fill out and return the
registration form together with your check to:
National Association of Accountants
919 Third Avenue, New York, N.Y. 10022

Developing and Using Standard Costs
(Mon. /Tue.)
Effective Cash Management (Mon. /Tue.)

Att: CEP Registrar (212) 759 -3444 Ext. 261

Accounting Information for Pricing — Policies and
Decisions (Mon. /Tue.)

Fees 2 Day Courses $200 3 Day Courses $300
The fee for NAA Courses includes daily luncheons,
refreshments, comprehensive workbooks
and technical materials.
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Accounting for Foreign Operations (Mon. /Tue.)
Management Accounting for Hospitals (Mon. /Tue.)
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Business Phone No.
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NAA Mem ber ( Chapter)
I

(Acc ount N o. )

I Please register me for the following Courses:
Print or type complet e name
of each Course

Dates
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Fee

(

$
2

I

$
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-

-

-

-
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-

-

-

I

I
- J

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

Data Processing— Concepts and Information
Systems Design (Mon. /Tue./Wed.)
Flexible Budgeting & Performance Reporting
(Wed. /Thu. /Fri.)
Statistical Sampling for Accountants and Auditors
(Wed. /Thu. /Fri.)
Communications and Report W riting
(Wed. /Thu. /Fri.)
Direct Costing & Contribution Accounting
(Thu. /Fri.)
Planning, Programming, Budgeting for Local
Governments & Nonprofit Institutions
(Thu. /Fri.)
Computers and Internal Control (Thu. /Fri.)
Marketing Fundamentals for the Management
Accountant (Thu. /Fri.)

LOOKING BACK
A retired 40 -year member of the Association recalls some of the
problems of a business career spanning an era which saw the
rapid development of cost accounting and management
accounting techniques in this country.

By Kenneth H. Bergstrom
The management accountant today is an accepted
member of the team. His contribution in helping
management to hold down costs and in planning
the most feasible, least costly ways of doing business
is indispensable in the modern, highly competitive
business environment. Management expects —and
demands —that its accounting staff show it how to
reduce costs and improve profits.
But it wasn't always that way. When I first
started working almost 50 years ago we accountants
had to fight every step of the way to get our ideas
across and in order to be heard by management.
It was an exciting time to live as an emerging discipline was being refined from day to day right on
the production line. I can remember, for example,
how the study group sessions of the Worcester
Chapter in the forties fairly crackled with ideas as
cost accounting discussions went on for three to
four hours a night.
Fortunately, my experience in business ranged
across a wide spectrum of disciplines, and each experience tended to reinforce and cross - fertilize what
I had learned earlier. I started out in cost accounting, went into systems and procedures design and
installation, later worked as an industrial engineer
and production manager and then took advantage
of this rich cumulative experience to become a
consultant.
To give some form and shape to these experiences, I have arbitrarily divided the last four decades
into four periods. Some of the major characteristics
of the periods in an accounting sense are:
1930 -39— Mostly manual operations; Depression
period, overhead kept low.
1940 -49— Mechanical calculators, posting machines, punched card methods. World
War II period; Cost Control required.
1950 -59— Computer development; Korean War.
1960 -70— Vietnam War Period. Cost less important than production; inflation.
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During the 30's and 40's we concentrated principally on the development of meaningful cost accounting procedures and reliable product costs. This
effort contributed to more consistent and uniform
costing practices in industry. The cost elements:
material, labor, overhead, had to be defined and
methods developed to charge costs to products
equitably. Many complicated problems had to be
solved, including:

K. H. BERGSTROM
is an Emeritus Life
Associate member of
NAA who served as
President of the
Worcester Chapter.

* How do we set up product cost centers to accumulate costs?
* What method(s) should be used to distribute
factory overhead costs?
* How should administrative and selling costs be
charged to products?
* What volume level should be used? Projected
sales? Percentage of plant capacity? Past experience?
Overhead —a Dirty Word
On joining the accounting staff of Tyer Rubber
Co., in Andover, Mass., coming from a large CPA
firm, I found the accounting system adequate only
for financial reporting purposes. The monthly and
quarterly profit and loss and balance sheets were
the only accounting management information reports. When I prepared my first quarterly report,
the general manager wanted to see it as soon as it
was completed. Proudly, I gave him the statements.
To my chagrin he tore off the bottom line and
walked into the directors' meeting.
Of course, management has grown in financial
sophistication to the point such arbitrary amputation of financial reports would not be tolerated today. One must keep in mind, however, back in the
old days management was often by the "seat of
the pants." The reams of computer - produced data
which is a commonplace today were simply not
available then. Moreover, many of the accounting
techniques and procedures had not been developed.
The year 1930 marked the beginning of the Depression years. Overhead was a dirty word to man47

"We in
accounting
persisted."

Mr. Bergstrom is standing third from the right in this photograph of the
past presidents of Worcester Chapter.
agement. Every element of burden was challenged new order system which we could also use for profrom a pay -off basis. Proposed additional overhead duction control. It was B. C. (Before Computers)
required to operate a factory ledger and develop so we had to make -do with what was available. We
reliable unit product costs met with management borrowed some addressograph equipment and plates
refusals on the grounds that "competition sets sell- discarded by the sales department and since a large
ing prices, so why incur overhead to decrease profits style and size label had to be prepared and attached
or increase losses ?" Given the recession, we had no to each case, it seemed logical to make extra copies
alternative other than to meet or be below com- for production control purposes. Then we propetitive selling prices.
ceeded to print material cutting room requirements
We in accounting persisted. We all knew the on the right side of the making ticket, and style
importance of cost reduction: our task consisted in and size data on the left side.
showing management just how it could be done.
As a result, the direct labor savings in the cutting
The largest element of cost was in the direct costs — room payroll alone was 25 percent; in the mill
materials and labor. Whv not tackle them?
room, 10 percent, and in the making room, 12
During that era the "hot" subject was work percent. The principal reasons were longer runs by
simplification. As members of the Industrial En- style and colors and elimination of changeover costs.
gineers' Boston Chapter, some other employees and
Management was alarmed at first because it
I attended studv courses held on the subject. Then seemed the overhead rate had increased! Closer
we gave company foremen and other key men the analysis, however, enabled us to demonstrate to
course in ten evening sessions. Next we went to management that overhead dollars had not inwork in the factory to reduce direct costs through creased. Instead, the base figure, the direct labor
methods improvements. A change in the method of costs had decreased.
"curing" chemicals saved approximately $50,000 a
All of these improvements did not come easy.
year; a multiple die method enabled us to produce We had to persuade management that they would
gaskets at a profit, not a loss. Within nine months, work. The view then seemed to be that accountants
direct costs were reduced 15 percent because of were necessary overhead evils. We had to gain the
methods improvements which involved little or no confidence of management through accomplishcapital investments —all because many people asked ments which required extensive shirtsleeve team"why."
work with operating people throughout the comSimilarlv, cost analysis studies indicated that ex- pany.
cess cost variances were caused by too many changes
Once the cost reductions were achieved, managein styles in the production of waterproof footwear. ment gave us a budget for a good cost system and
We had to determine the best possible scheduling planning functions. We installed a "predetermined
giving proper consideration to the delivery promise cost system," which later became known as a stanto customers, longest possible run on similar styles dard cost system. Labor dollar variance reports were
and colors, and direct labor effort.
issued to foremen weekly.
Using a little Yankee ingenuity, we developed a
One report showed a negative variance of 40
48
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percent in a major department; the underlying
reality of accounting figures was made quite clear
to this accountant when the department's big foreman marched into the office and threatened my
scalp! After everybody had cooled off we delved
into the reason why. An extensive analysis indicated
that conditions which could be corrected accounted
for about half the excess and the balance was due to
accounting reasons.
Price Freezes and Ferment
During the Forties, World War II price freezes
presented us with a whole new set of problems. It
was the decade in which I was most active in NAA,
serving in several directorates and finally as president of the Worcester Chapter, in 1947 -48.
The entire cost accounting field was in ferment.
As I remember, the chapter study group sessions
were highly stimulating. Accounting theories and
their practical applications frequently clashed. The
college professors who served as session leaders were
put on their mettle by those of us actually working
in industry. Work simplification studies were extending into clerical and accounting fields, and we
no longer accepted the traditional accounting
methods if we found we could do the same task
equally as well by less costly methods.
By contrast with the present, and recent years, we
still had to work on cost reduction if we wanted to
survive and grow. We couldn't continuously raise
selling prices. The computer wasn't invented so we
couldn't blindly fall back on a miraculous cureall
for everything. We started with one fundamental:
there must be a purpose for every effort and the
objective must be worth the cost. The Worcester
Chapter group had members from several different
types of manufacturers, so right from the outset we
realized that identical accounting methods were not
universally applicable all over. The important thing
was to properly diagnose the problem and then apply the simplest and most effective solution.
Some of the benefits to the company which came
about, in part, because of the contributions gained
from the study group included: a ledger -less accounts receivable system which reduced our clerical
costs 50 percent; a tied -in general accounting and
cost system which provided all features of the direct
cost method, effective standard costs, job costs for
specific large orders and full absorption costs; a
simplified payroll system, and a sales analysis by
comptometer peg board method at a cost no greater
than the key punch operation on tab cards.
The late forties and early fifties comprised the
systems and procedures phase of my career. As
director of systems and procedures for the Yale &
Towne Mfg. Co., Philadelphia Division, I continued to attend meetings of NAA and at the same
time joined the Systems and Procedures Association.
Management procedures and data processing
technology were growing at a faster rate. Computers loomed just over the horizon but we still
clung to the basic principle that all clerical effort
must have sufficient "payoff." Moving one step at
a time to keep management's full backing, we first
installed production control procedures on one
MANAGEMENT ACCOUNTING /MARCH 1974

product line, supported by a sales schedule, engineering department work loading, procurement
lead time and parts manufacturing and assembly
time tables. Nine months of the new procedure
gave the company the desired payoff in a greater
number of customer order deliveries on time and a
rise in industry sales and shipments from 35 percent
to 52 percent. What's more, clerical operation costs
did not increase.
The new data processing technology came into
full bloom during the Sixties. This period comprised the years in which I did consulting before
finally retiring last year. It was particularly gratifying after struggling with manual systems early in
the century to install electronic data processing
systems at a corporation in Boston. Conceptual
procedures and backup hardware for management
information, control and planning systems had been
revolutionized in the span of a lifetime and yet the
basic principles that guided the early accountants
laboring in the industrial vineyards still apply.

"...the
department's
big foreman
marched into
the office and
threatened
my scalp!"

Accounting: Route to Success
Up until I became a member of the National
Association of Cost Accountants, my career seemed
to have no clearcut focus, but exposure to the Association's meetings, its literature and the inspiration of NACA speakers, such as past presidents
Harry Howell, Clinton Bennett, and Wyman Fiske,
convinced me that the accounting route could lead
to success. My subsequent career in which I received ever increasing responsibilities bore this
judgment out.
Ideally, my job changes permitted me to supplement accounting knowledge with that of related
fields. I was able to use each job assignment as a
building block leading to increased responsibilities.
The skills demanded by each task differed considerably.
The auditor, for example, like a detective, must
be able to detect errors of commission and omission.
Auditing requires endless patience with details. Not
only must the cost accountant, like the auditor, be
accurate with detailed figures but he must understand manufacturing operations and organization
relationships. Moving up to the controller slot demands even greater knowledge of overall operations,
including the functions of sales, manufacturing,
engineering, and administration departments. The
controller especially needs selling ability to carry out
his responsibilities.
Innovation and resourcefulness are called for in
carrying out the responsibilities of the industrial
engineer. But experience in this function carries
over into similar work in systems and procedures
which is industrial engineering applied to management information and data processing procedures.
The production manager must have great fortitude —all the mistakes of the whole company show
up in his area. I realized this when I moved from
director of systems and procedures to operate the
system I had installed. Finally, the management
consultant must be diplomatic and quick to find a
"handle" to the problem even though he labors
under the handicap of having less knowledge of
49

"The old
problems
are still with
usina
different
form."

company operations than an employee.
The old problems are still with us in a different
form. As we read about the energy shortage and
the need to conserve the earth's resources, the
economic solution comes ultimately down to cost
control, cost analysis and the figuring of trade -off
benefits at the corporate level. Given the projected
era of shortage economies, the skills and experience
of the accountant will continue to be needed.
Standing on the foundation of methods, procedures and techniques, tediously developed and

tested in the first five decades of this century, the
management accountant can —and should —take
the lead in providing all levels of management with
practical and usable information. He must encourage operating people to contribute from their particular know -how. Above all, he must keep certain
questions in mind in approaching every problem:
What information do we really need? Are we getting more data than we can use? Is it timely? Is it
worth the cost? And, of course, the most important
of them all —Why?

MOT OWN HOSTS ANNUAL CONFERENCE
Continued from page 45
to the Cranbrook Institute of Science, which features fascinating historical exhibits and art objects.
A pizza party and a dance with a rock band climax
the conference Teenager Program.
Activities for the young people under 12 years
also range from the entertaining to the historical
and educational. On Monday, for example, they'll
be interested in different aspects of Greenfield
Village, the complex of historical memorabilia.
They'll all take guided tours to the Cranbrook Institute of Science on Tuesday and the Detroit
Zoo on Wednesday. Each day's tour package for

the pre -teens includes lunch and on Wednesday
there will be a party and a show.
Four post- convention tours to Canada will be
offered at this Annual Conference. Three will visit
points of interest in Eastern Canada and one is
scheduled for the Banff, Lake Louise area, Vancouver and Western Canada.
Thanks to the unusual site of this conference,
NAA members and their families have an opportunity to visit an outstanding vacation and tourist
area, and another country. One of the world's most
famed industrial centers — Detroit — welcomes the
NAA Annual Conference for the first time in 42
years.

PROJECT MANAGER JOINS NAA STAFF

t.

40
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Dennis Gross has joined the staff of the National
Association of Accountants as a Project Manager in
the Continuing Education Department. He is responsible for developing and presenting educational
programs as a part of the Association's continuing
education effort.
Before joining NAA, Mr. Gross taught in the
accounting departments of Southern Illinois University, the Chicago City College -Bogan Branch,

and is currently on leave as an assistant professor of
accounting at Eastern Illinois University, Charleston, Ill. He also has worked as a member of the
audit staff of Peat, Marwick, Mitchell & Co.
He earned his B.S. and M.S. degrees at Southern
Illinois University and is currently at the dissertation stage of the Ph.D. in accountancy degree at
the University of Illinois. He holds an Illinois CPA
certificate.
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Chapter/ Member News
CHAPTER PRESIDENT WEARS MANY HATS

Women working together
etter Salinas

NORMAN E. KINc, Harrisburg Area, past
president.
HENRY P. MATTHEWS, JR., Dallas.
RUS5EL S. MEINHOLZ, Reading, past
president. SCMS.
WALTER F. O'CONNOR, Charlotte Blue.
CARL B. RENK, San Diego.
KENNETH R. RICKEY, Phoenix, past national vice president. SCMS.
JOHN W. RUSWINCKEL, Lansing- Jackson.
WILLIAM A. SCHINK, Seattle.
GEORGE A. SMALL, Syracuse.
HUCH T. WALSH, Rochester, past president. SCMS.
PAULA J. WOLF, Peoria.
FRANK V. ZENDZIAN, Palm Beach County.
Promotions and New Positions

Roy M. BERRY, Asheville, is now controller at Coca -Cola.

Allan Willey

In a day and age when there are almost
infinite demands on a businessman's time,
36- year -old Allan Willey is a phenomenon. This year he is serving as president
of the Salinas Valley- Monterey Chapter
of NAA.
He is also serving as president of the
Salinas Chamber of Commerce and as a
director of a charity organization called
Meals on Wheels. Oh, yes, his career is
centered around his position as controller
and a director of Spiegl Foods, Inc.,
which markets frozen vegetables.
Where does he find the time to devote
to all these activities? It is a problem, he
admits. "You find time where you can,"
he explains, ticking the periods off: mornings, lunches, nights and weekends.
A Scottish -born accountant who came
to this country six vears ago, Mr. Willey
figuratively started running as soon as he
stepped off the jet. He joined NAA, affiliating first with the San Francisco
Chapter ( "You have to belong to an accounting organization in order to keep up
with what's going on. "), and then transferred to Salinas Valley. A CPA, he had
been employed by Touche Ross in Scotland and by Haskins & Sells in Rhodesia.
As vice president for finance of the
local chamber of commerce, he introduced
MANAGEMENT ACCOUNTING /MARCH 1974

a program to computerize the records of
its 1,044 members. This has helped make
the Salinas Chamber more efficient in
carrying out its objectives.
As Socio- Economic Director of the
NAA chapter, he became involved with
Meals on Wheels, a charity program that
provides meals to the elderly. He helped
set up budgets and financial planning for
the program.
Mr. Willey says he enjoys living and
working in the United States, especially
in California. He emigrated to this country originally because as a career businessman he felt this was "where the action
is."
Believe it or not, he still finds an odd
hour or two to play golf.
❑
Emeritus Life Associates

FRANKLIN L. BUCHHEIT, Raleigh- Durham
Area, past president. Stuart Cameron
McLeod Society.
A. C. CARLSON, Harrisburg Area, past
president.
JOHN J. GOEPFERT, New York.
LYLE B. GRESS, Illowa.
RAYFORD W. HARWELL, national vice
president from Fort Worth, past .national
vice president. SCMS.

HARRY SPEER, Birmingham, is now an assistant comptroller of the Sun First National Bank, Orlando, Fla.
KENNETH SAYLOR, Charlotte Blue, is now
controller of Fiber Industries' Greenville
plant.
GRADY S. DUNCAN, Charlotte Gold, is
now comptroller with Wix Corp.
HARRY W. SIEFERT,
Chicago, has been elected
vice president, chief financial officer and a
member of the board of
directors of Liggett &
Myers Inc.

.40

PETER J. DERRIG and WILLIAM G.
FARAKOS, Greenwich- Stamford, have been
named assistant controllers at Walden
Book Co.
LARRY BoUFFARD, Houston, has been
named vice president of finance for
Turner, Collie, & Braden, Inc.... Tom
A. GOODMAN has been promoted to the
newly created position of general manager, Premium Financing Operations,
American General Insurance Co.... R.
GORDON RosIDEAUx was named secretary treasurer of Central Welding Supply Co.
... DAN R. WIPPF is now vice president finance of Telecom Corp.
BRUCE A. HEPBURN, Lancaster, has been
elected treasurer of Woodstream Corp.
J.R. BI.ALOCK, Kalamazoo, is now business manager, Metro Mazda -Regal Volvo.
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R I C H A R D P . J ACKSON, Lima, was recently
promoted to treasurer and assistant secretary, Pangles Master Markets, Inc.

SOUTHERN
OPPORTUNITIES

CHARLES

We ar e r e c r u i t i n g m an ag em e nt - o ri ent ed
A c c o u n t i n g , Fi n an c ia l a n d EDP per so nnel f o r th e ra p id 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 ca r ee r op 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 Ma n a g e r , A s s t .
Tr e a s u r e r , Fi n an c ia l An a lys ts , Ac c tg .
Ma n a g e r s , Cost A c c o u n t a n t s , Au d i to r s ,
Gen . Acc ts ., Sys t em s An a l ys t s , Pr og ra m m e r /A na lyst , DP Ma n a g e r s a n d ot h er s .
Sal ari es to $25, 000.

M.

DINA,

Long Island - Nassau,
has been appointed controller for the
Instrumentation and Control Systems
Div., Applied Devices Corp.
ALBER T

RAITERI,
Memphis, has been
promoted to treasurer of Hunter Division
of Robbins & Myers, Inc.
DAVID

R.

AND ER SO N,

Milwaukee, has
been elected executive vice president of

• CONFIDENTIAL SERVICE

MIlSCo M f g .

Yo ur pr es en t po s i ti o n w ill i n no wa y be
je op ar di ze d. W e h a ve h a d o ve r 12 ye ar s
exp e r ie n c e in t h e pl a c e m e n t o f pro fe ss i on al pe r so n ne l .

is now the assistant controller of Mortgage Associates, Inc.... J E R O M E L . H E G Y

• OUR FEES ARE PAID BY
MANAGEMENT
Pleas e se nd your re s u m e w i th c u r r e n t
s a la ry, o r w ri te f o r o u r Pr of es s io na l
Re s u m e Ki t.

C O. . . . THOMAS G . CLARK

has joined Cummins Wisconsin, Inc., as
director of finance.... THOMAS H. LUNN
was named financial vice president of
Kleen Test Products, Inc. . . . Louis
STOVICH has been appointed assistant controller of Thiem Corp.
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Emy

e r me nt S e n i c

HEPBURN
Lancaster

changin.9
your

address?
r-------- - - - - --I
D
D

uni nt e r ru pt e d
service on
MANAGEMENT
AC C O U N T IN G
and other NAA

O
a

I

mailings, please

D

re tu r n t hi s

a

coupon at least

I

C

four weeks prior
to moving.

D
o
c
o

X'
?y;
a m
;

a o

o
om

ID
y

MA IL T O :
National

;

Association of
Accountants
919 T hir d Avenue
New Yor k, N . Y.
10022

L

(P l e as e pr i n t o r t y p e )

o
—

fO °- ;

,
;N

3 0,
m
o—

------------- - J

COOK
Montgomery

W . PATRICK CO OK , Montgomery, has
been named a vice president of Blount
Brothers Corp.
VI NCEN T

P.

BLAKE ,

T.

LAG NES E,

Rochester, has been
named assistant controller of the Xerox
Information Technology Group. . . .
FR ED ER IC K
E. J A N E T T E h a s joined SybIon
Corp., Pfaudler Company Div., as a senior
Cost analvSt. . . . W I L L I A M W . M A S O N
has been promoted to director of accounting in the Mixing Equipment Co.
A. TED PEARSON, Seattle, was promoted
to vice president, Safeco Credit Co.
HEN RY DUI N,

Sioux Falls Area, has been
promoted to vice president— operations
manager at the Paper Co.

Zip

R U S S E L L B A K E R , 77, Atlanta past president, 1933. Emeritus Life Associate.
F R E D B . B E L L , 64, Bangor- Waterville,
1966.
J O H N F . B R I E R L Y , 4 8 , Chicago, 1956.
I R V I N G G . C L A P H A M , 7 4 , San Francisco,
1952. Emeritus Life Associate.
W .R .
A.J.

DUFFELL,
HENING,

USA, 1944.

U . S . L i f e C o r p . . . . E M M A N U E L J . CAS -

JOHN

SIMATIS w a s e l e c t e d a s s i s t a n t t r e a s u r e r of

Squibb Corp.... ROBERT P. LYONS has
been appointed comptroller of the Malleable Casting Division of Acco. . . .
M I C H A E L P . W E I N has been elected vice
president- finance of Kirby Block Mark eting Serv ices.

Three Northern Wisconsin members have
been named at Consolidated Badger Cooperative. Albert Spiegel was named treasurer, Donald A. Juers, controller, and
Richard A. Brei, assistant treasurer.
Messrs. Spiegel and Juers are past presidents of the chapter.
GARY

C. RAUCH, Oakland County, has
been named manager of administration,
Koebel Diamond Tool Div., Norton Co.

W I L L I A M H . SIMMONS,

52

JOHN

York, was
elected vice president and treasurer of

W . D E M A R E S T , Omaha, has been
promoted to assistant administrator —
fiscal services of Archbishop Bergan Mercy
Hospital.

Ne w A dd res s

Sta te

New

PAUL

Na m e

City

Portland- Willamette,
is vice president, finance, at Welsh Corp.

In Mem oriam

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

T o insure

WALTER G. THARL,

H A R R Y E. L A M B , Youngstown, has been
elected corporate secretary and treasurer
of Casings, Inc.

CHARLES EDWARDS, CEC, Mgr.

W e HB e U7 a 1

Two Piedmont Winston -Salem members
have been named at McLean Trucking
Co. J. B. ELDRIDGE has been elected vice
president /administration and A. M. BODFORD, controller.

Owensboro Area,
is now business manager at Griffin Electric Co.

A.

75, Philadelphia, 1950.
Member-at- Large—

65,

HENNIGAN,

JR .,

58,

Pensacola,
1956.
RUTH F. HERBERT, 55, Fort Lauderdale,
1970.
W I L L I A M J . H E R R , 34, St. LOUIS, 1970.
SHERWOOD

A.

MAYN AR D,

77,

Pie d I r io I lt ,

1946. ELA.
RODE RICK

D .

MC K E N ZIE ,

44, Mobile,

1972.
HENRY

A.

MER TENS,

59, Florida West

Central, 1953.
MARGARET NYBLIN,
WILLIAM

M.

64, Seattle, 1965.

O'BR IEN,

65,

Cincin nati,

1939. ELA.
HARRY RIGGS, JR., 48, Indianapolis, 1967.
G E O R G E W . R U T H , 6 8 , C i n c i n n a t i , 1947.
ELA.
N I C H O L A S A . S T . P E T E R , Hartford. ELA.
F R A S E R C . T R O w , 58, North Jersey Shore,
1961.
J O S H U A V A N D Y K , 48, Grand Rapids, 1969.
K E N N E T H B . W A L T H A M , 64, New Orleans, 1968.
HARRY

O. W E A V E R ,

80,

HERBERT J. W O R T H , 57

Davton,

1927.

, Chicago, 1967.
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DeCoster/
Ramanathan/
Sundem's

Decision

Managerial

for

Accounting

Time Off

Making

"That's not what 1 meant when 1 said to get ready for the auditors, Kleaton!"

Small Business Reporting
—In Triplicate

Products, Inc., 1000 Vermont Ave.,
N.W., Washington, D.C. 20005.

Red tape and paperwork are the bane
of modern industry and the Tax Foundation periodically stresses the enormous cost of record - keeping. A report
from the Senate Select Small Business
Subcommittee on Government Regulation detailing problems imposed on
the nation's 81/ 2 million small businesses by the federal government might
induce a little nostalgia for the old
days of quasi laissez -faire capitalism. It
estimated the cost of filling out some
6,000 information - gathering forms at
between $18 and $50 billion a year.

Computer Power
to Save Energy

Up Your Accountability
A Washington, D.C., publisher decided the title for its new book on
solving specialized financial management problems in nonprofit organizations did not have to be dull. So it
called the book Up Your Accountability and illustrated the 60 -page handbook with a hand holding a pencil
pointed up. The blurb on the cover
reads "how to up your serviceability
and credibility by upping your account- ability." Written by Paul Bennet, it can be purchased from Taft

An efficient computer car pool program
has been developed by the Bureau of
the Census to help ease the energy
shortage. Under the program, a local
company or municipal government collects applications from drivers and
riders and feeds them into the computer. The "CARPOL" tape then
matches the people up. The system
has already been tested in Los Angeles and programs are being developed for other cities. The program is
based on automated geographic data
files compiled by Federal and local
governments. In announcing the program, the Commerce Department
added this teaser for the potential pool
rider's consideration: "No attempt
has been made, as yet, to match people with regard to personal characteristics such as smoking habits, age,
sex, or marital status. However, this
information could be built into the
system if it were required." Presumably those who have an inclination to
be back seat drivers could also be
pooled.
❑

explores the
accountant's role
in the managerial
decision making
process.
In 33 articles and essays, DeCoster/
Ramanathan / Sundem bring together
utility, decision,and economic theories
with operations research techniques
to show students how accountants
can best serve managerial decision
making —and to help them integrate
their understanding of accounting and
managerial processes.
Each reading is practical and theoretical
. simply written
. and upto -date. And students will find such
helpful features as section introductions that tie the readings together ...
and a preface that includes suggested
assignment sheets for use with other
texts.
And students don't need advanced
math or technical know -how to understand the concepts in DeCoster/ Rama nathan/Sundem's text!
Accounting for Managerial Decision
Making, edited by Don T. DeCoster,
Kavasseri V. Ramanathan,and Gary L.
Sundem, all of the University of Washington
1974
462 pages
0 471 20501 -X
Paper $7.95
0 471 20502 -8
Cloth $11.95
For a complimentary copy of DeCos ter/
Ramanathan /Sundem's text, contact your
local W iley representative or write to
W alker G. Stone, Dept. 937, Los Angeles
office. Please include institution, course
title, enrollment,and present text.

Is

MELUIIIE
PUBUSHINGCOMPANY

11661 San Vicente Blvd.
Suite 913, Los Angeles, Calif. 90049.
a division of JOHN W ILEY & SONS, Inc.
Pric es s ubjec t to c hange w ithout notic e.
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Canada
the bit' holiday land

f orei

(in

. . .

After the DETROIT CONVENTION

. . .

familiar

. . .

and friendly

COME TO CANADA . . .
THE HOST WITH THE MOST . . . WHERE OUR WELCOME IS TRULY INTERNATIONAL
. . .

Ca n ad a is a v a s t c o u n tr y o f ma n y f a c e s an d se a s o ns . Bus t lin g mod e r n c it ies a re b a la n c e d b y t h e sile n ce o f
thousands of squ are miles of forested parks, m aj est ic toweri ng m ou nta ins , a nd wheat -ri ch pra iri e l and th at
stretches as far as the eye can see. Everywhere ar e rem inders o f the rich p ast, the Indi ans, Mounties, and forts
where English and French fou ght for contro l of a "New W o rld ".

To en ab le you and your fam ily to visit the'big holida y land of Can ada', LAW SON, McKAY TOURS Ltd., of Toronto
ha ve d e ve lo p ed 4 u n us ua l and e xciting POST CONVENTION TOURS esp ecially for NAA DEL EG ATES.
Bel ow a re b ri ef o u tl i n es o f eac h of t he it i n er a r ies . Fo r a l l f u r th er i n f or m a ti o n o n th es e t o ur s ju s t s en d i n t h e
co u p o n b el o w.

TOUR #1

TOUR #3

TORONTO. . . 'The Queen city of the Great Lakes'
3 Days — June 27th to June 29th 1974
Spend 3 days in Toronto at the deluxe Royal York Hotel
in the heart of downtown Toronto. Sightseeing tours of
the city and plenty of time for shopping and enjoying the
nightlife, also chance to take an optional trip to Niagara
Falls.
Inclusive cost per person for 3 days (including hotels and
sightseeing) — $62.00. (Air fare Detroit to Toronto $27.00)

ONTARIO and QUEBEC
8 day conducted, deluxe motor -coach tour through
these 2 lovely provinces,June 27th to July 5th 1974
Visit for 8 days the major cities of Ontario and Quebec —
Toronto, Montreal, Quebec City and Ottawa, also the
resort town of Ste. Adele in Quebec's Laurentian mountains. Staying at deluxe hotels throughout.
Inclusive cost per person for 8 days (including all transportation, hotels, sightseeing and 6 dinners) — $325.00
Toronto back to Toronto. (Air fare Detroit to Toronto $27.00)

TOUR #4
TOUR #2
TORONTO, OTTAWA and MONTREAL
4 days — June 27th to June 30th 1974
Visit for 4 days these three exciting cities of Eastern
Canada. One day and night in Toronto with sightseeing
tour of the city. Then Via CP Air fly to Ottawa —the
nation's capital for overnight stay and city sightseeing
tour. Another short CP Air flight to the cosmopolitan city
of Montreal —often known as the 'Paris' of Canada for
one day and overnight stay. All deluxe hotels.
Inclusive cost per person for days (including hotels and
sightseeing tours) — $85.00. (Air fare Detroit to Montreal
$66.00)

WESTERN CANADA and the CANADIAN ROCKIES
11 days by air and private motorcoach through the
Canadian Rockies to Vancouver..
June 27th to July 8th 1974
This is a deluxe tour escorted throughout and an itinerary
especially designed for convention delegates from the
West Coast who may like to return home after the Detroit
Convention via the Canadian West. Fly via CP Air from
Toronto to Calgary— gateway to the fabulous Canadian
Rockies, overnight stay in Calgary before boarding your
private motorcoach the next day to commence the scenic
drive through the Rockies, with overnight stops at the
mountain resorts of Banff, Jasper, and Lake Louise. Then
drive on via Kamloops to the beautiful West Coast city of
Vancouver for a three night stay. Staying at deluxe hotels
throughout.
Inclusive cost per person for 11 days (including transportation, all sightseeing, hotels, all dinners and five breakfasts). Land portion $551.00. Air fare Toronto -Calgary —
$104.00 (Air fare Detroit to Toronto $27.00)

Please send me details and information on the following tours:

LAWSON, McKAY TOURS LTD.
55 York Street, Suite 1610,
TORONTO, Ontario, Canada, M5J 1 R7
Tel: (416) 364 -0622

TOUR #1: TORONTO

TOUR #3: ONTARIO & QUEBEC

TOUR #2: TORONTO,
OTTAWA & MONTREAL

TOUR #4: WESTERN CANADA
& THE ROCKIES

Name:
Address:
City

... ..... .....

_.
State & Zip
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Examination for the Certificate in Management Accou nting Program given by the Institu te of Ma nagement
Accounting (City Center Building, Ann Arbor, Michigan 48108), of the National Association of Accountants.
(919 Third Avenue, New York, New York 10022)

Examination for Part 2
Organization and Behavior, Including Ethical Considerations
Thursday December 6,1973; 8:30 a.m. to 12:00 N

Estimated Time

Questions
RequiredNumber 1
RequiredNumber 2
RequiredNumber 3
Required Number 4
Required Number 5
RequiredNumber 6
Required Number 7

........................................................................................
........................................................................................
........................................................................................
........................................................................................
........................................................................................
........................................................................................
........................................................................................

1/2 hour
1/2 hour
1/2 hour
1/2 hour
1/2 hour
1/2 hour
1/2 hour

3 -1/2 hours
The time allowance suggested approximates the relative weight assigned each question.

IN S T R UCT I ON S T O CAN DI D AT E S
Place your candidate number at the top of each
answer sheet you submit. Begin each question on
a new sheet of paper. Arrange your answers in the
numerical order of the problems. Number all
pages in order. The answer sheet provided for
objective questions is to be considered page 1.

2.

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

3.

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

FAILURE TO FOLLOW THESE INSTRUCTIONS MAY RESULT IN FAILURE OF WHAT OTHERWISE
MIGHT HAVE BEEN PASSING WORK.
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QUESTION NUMBER 1 -- Estimated Time

1/2 hour

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

4. An organization in which the executives and supervisors retain authority and control over activities in their
particular departments with the aid of an engineering department, budget officers and other corporate specialists
is an example of
a. line organization.
b. line and staff organization.
c. functional organization.
d. line and functional staff organization.

Sample Question:
101. Which of the following writers is not associated
with the scientific management school?
a. Henry Kissinger
b. Frank Gilbreth
c. Frederick Taylor
d. H. L. Gantt
Answer Sheet
101. a .

_ b .

5. The pure functional type organization structure is
usually criticized on all but one of the following grounds,
which one?
a. Inhibits upward communication.
b. hampers coordination of effort.
c. violates unity of command principle.
d. lacks sharp lines of authority.

c.:::::::::::::::: d.::::::::::::::

Answer the Following Items
I. According to modern organization theory, which
of the following is generally true with respect to an individual's goal structure:
a. it tends to be constant over time.
b. it is consistent with the goal structures of others.
c. it is rationally determined.
d. it is not adaptive, i.e., not subject to learning.
2. According to modern organization theory, which of
the following traditional functions of management accounting is most likely to be dysfunctional for the organization?
a. improving efficiency of operations.
b. coordination of activities.
c. motivating desirable behavior.
d. assigning responsibility for failure to achieve objectives.
3. Which of the following propositions is not an integral component of classical organization theory?
a. management must control the tendencies of employees to be lazy, wasteful, and inefficient.
b. the authority a person has must be commensurate
with his responsibility for performance.
c. authority flows up from the bottom of the organization while responsibility flows down from the top.
d. the ultimate authority of management stems from
its ability to affect the economic rewards of their
subordinates.
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6. Which of the following statements currently is accepted with respect to "span of control "?
a. the classical management principle that it should
normally range between four and ten is one of the
few such principles to be upheld by current research
b. current research indicates that it varies directly
with the size of the organization.
c. current research indicates that it varies inversely
with the size of the organization.
d. current research indicates that it varies widely
from situation to situation.

7. Which of the following concepts is least important
in the bureaucratic model of organizations'?
a. organizational size.
b. rules.
c. specialization.
d. hierarchy.

8. Which of the following is decentralization least
likely to accomplish'?
a. provide a pool of managerial talent.
b. shorten decision -delay time.
c. reduce goal-incongruence.
d. reduce information overload.
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Organization and Behavior
9. Which of the following was not associated with the
scientific management school?
a. wage incentives.
b. optimal job design.
c. systems approach.
d. work standards.
10. "Initiating structure" and "consideration" are
dimensions of theories of
a. motivation.
b. training.
c. communication.
d. leadership.
11.
a.
b.
c.
d.

Management by objectives is least likely to
increase effective control at the top of the organization.
increase the acceptance of responsibility by subordinates.
improve a poor morale problem.
be effective in a decentralized organization.

12. Which of the following is irrelevant to the theory
of "satisficing behavior "?
a. inability to concentrate on more than a few things
at a time.
b. limited reasoning ability.
c. lack of interest in non - economic goals.
d. limited knowledge of alternatives.

15. Which of the following is the best conclusion to be
drawn from modern research on satisfaction and productivity?
a. improving worker satisfaction will increase productivity.
b. improving worker satisfaction will not increase
productivity.
c. improving worker satisfaction will increase productivity if morale is high.
d. there is no direct relationship between worker
satisfaction and increased productivity.

16.
a.
b.
c.
d.

17.
a.
b.

13. Which of the following statements conforms to need hierarchy theory?
a. self - actualization is the strongest need and tends
to override physiological and security needs.
b. higher order needs must normally be satisfied
before lower order needs.
c. there must at all times be a balance between the
satisfaction of physiological and self - actualization needs
d. lower order needs must normally be satisfied before higher order needs.

14. Which of the following statements is best supported
by research on change?
a. most people fear and resist change.
b. most people welcome change.
c. people tend to fall into one of the above two categories.
d. people tend to be ambivalent about change, i.e.,
both to welcome and resist it.
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c.

d.

Job enrichment is not worth considering when
employees are under - educated for the work required.
employees are bored with their jobs.
employees are over - educated for the work required.
job satisfaction is low.

Modern views on influence indicates that
supervisors often give up influence to obtain productivity from subordinates.
the total amount of influence available in an organization is fixed by the environment.
both supervisor and subordinate may gain in influence at the same time since the amount of influence in an organization is not fixed.
influence flows from the top of the organization.

18. Which of the following statements concerning informal groups is true?
a. the relationships between members are casual and
infrequent.
b. they tend to be non - existent where the formal organization is strong.
c. from the overall organization point of view, they
tend to be dysfunctional.
d. none of the above.
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19. Which of the following is not likely to be a benefit
of informal organization?
a. a useful channel of communication.
b. a means for workers to achieve belonging.
c. improved delegation.
d. helping to get work done.

Alton management also plans to institute a standard
cost accounting system in the very near future. The company engineers are supporting a standard based upon 1000
pieces per hour, the accounting department is arguing for
750 pieces per hour and the department foreman is arguing
for 600 pieces per hour.
Required:

QUESTION NUMBER 2-- Estimated Time

1 /2 hour

The classical economic model of competition assumed
that the objective of the entrepreneur was to maximize
profits. The fundamental elements of accounting theory
are based on the objective of measuring the ownership
interest in and changes in the amount of the ownership
interest (e.g. profits) in the financial resources in the
firm.

A.
What arguments would each proponent be likely to
use to support his case?
B.
Which alternative best reconciles the needs of cost
control and the motivation of improved performance? Explain why you made that choice.

Required:
Discuss and compare the above paragraph with the
views of current organization theorists on
1. the nature of organization goals, and
2. how such goals are established.
QUESTION NUMBER 3 --Estimated Time

1 / 2 hour

The Alton Company is going to expand its punch press
department. It is about to purchase three new punch
presses from Equipment Manufacturers, Inc. Equipment
Manufacturers' engineers report that their mechanical
studies indicate that for Alton's intended use, the output
rate for one press should be 1,000 pieces per hour. Alton
has very similar presses now in operation. At the present
time, production from these presses averages 600 pieces
per hour.
A study of the Alton experience shows the average is
derived from the following individual outputs.
Worker

Dailv Output

L. Jones
J. Green
R. Smith
H. Brown
R. Alters
G. Hoag

750
750
600
500
550
450
3600

Total
Average
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600

QUESTION NUMBER 4-- Estimated Time

1/2 hour

George Johnson was hired on July 1, 1969 as Assistant
General Manager of the Botel Division of Staple, Inc. It
was understood that he would be elevated to General Manager of the Division on January 1, 1971, when the then current General Manager retired and this was duly done. In
addition to becoming acquainted with the division and the
General Manager's duties, Mr. Johnson was specifically
charged with the responsibility for development of the
1970 and 1971 budgets. As General Manager in 1971, he
was, obviously, responsible for the 1972 budget.
The Staple Company is a multiproduct company which
is highly decentralized. Each division is quite autonomous.
The corporation staff approves division prepared operating budgets but seldom makes major changes in them.
The corporate staff actively participates in decisions requiring capital investment (for expansion or replacement)
and makes the final decisions. The division management
is responsible for implementing the capital program. The
major method used by the Staple Corporation to measure
division performance is Contribution Return on Division
Net Investment. The budgets presented below were approved by the corporation. Revision of the 1972 budget is
not considered necessary even though 1971 actual departed from the approved 1971 budget.
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BOTEL DIVISION (000Omitted)
Accounts
Sales
Less Division
Variable Costs:
Material and Labor
Repairs
Supplies
Less Division Managed
Costs:
Employee Training
Maintenance

QUESTION NUMBER 5 -- Estimated Time

1969

Actual
1970

1971

Budget
1971
1972

1,000

1,500

1,800

2,000

2,400

250
50
20

375
75
30

450
50
36

500
100
40

600
120
48

30
50

35
55

25
40

40
60

45
70

1/2 hour

The Parsons Co. compensates its field sales force on
a commission and year end bonus basis. The commission
is 20% of standard gross margin (planned selling price
less standard cost of goods sold on a full absorption
basis) contingent upon collection of the account. Customer's credit is approved by the company's credit department. Price concessions are granted on occasion by
the top sales management, but sales commissions are not
reduced by the discount. A year end bonus of 15% of commissions earned is paid to salesmen who equal or exceed
their annual sales target. The annual sales target is
usually established by applying approximately a 5% increase to the prior year's sales.
Required:

Less Division Committed
Costs:
120
Depreciation
80
Rent

160
100

160
110

200
140

200
140

600

830

871

1,080

1,223

400

670

929

920

1,177

Accounts Receivable 100
200
Inventory
1,590
Fixed Assets

150
300
2,565

180
270
2,800

200
400
3,380

240
480
4,000

Total
Division Net
Contribution

A.
What features of this compensation plan would
seem to be effective in motivating the salesmen to accomplish company goals of higher profits and return on
investment. Explain why.
B. What features of this compensation plan would seem to be
counter - effective in motivating the salesmen to accomplish the
company goals of higher profits and return on investment.
Explain why.

Division Investment:

Less: Accounts
and Wages Payable
Net Investment
Contribution Return
on Net Investment

(150)

(225)

(350)

(300)

(360)

1,740

2,790

2,900

3,680

4,360

23%

24%

32%

25%

27%

QUESTION NUMBER 6 --Estimated Time 1/2 hour
A common measure of a management's performance
is "return on net worth ". This is a particularly important
measure from the shareholder's point of view. This ratio
can be expressed as the product of three other ratios as
shown below:
1L
JUL
I
Return on Net Income Net Income Sales
Assets
Net Worth Net Worth = Sales
x Assets x Net Worth
Required:

Required
A.
Identify Mr. Johnson's responsibilities under the
management and measurement program described above.
B.

A.
Discuss the "return on net worth" as a management goal and as a measurement of management performance.
B.
What management activities are measured by
each of the ratios I, 11, 111?

Appraise the performance of Mr. Johnson in 1971.

C.
Recommend to the President any changes in the
responsibilities assigned to managers or i n th e measurement methods used to evaluate division management based
upon your analysis.
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C.
Would separation of the "return on net worth"
into the three ratios and use of these ratios for planning
targets and performance measures result in goal congruence (or improvement toward goal congruence) among
the responsible managers? Explain your answer.
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QUESTION NUMBER 7 -- Estimated Time

1/2 hour

The following statements were made by a corporate
financial executive.
"...the corporate financial officer is first an active
member of the management team and is every bit as
much involved in the conduct of the business as the
other principal members of that team. His loyalties
are to the chief executive officer and are directed to
making the efforts of the corporation successful. ..."
"... the amount of disclosure ... must then reflect management's best judgment. The corporate financial officer, as a member of the management team, must
represent not only the corporation, but also the interests of the investor in such disclosure, ... (including) publication of information (on) events ... of real
importance to the investor. ...
Required:
A.
Do the above statements of the corporate financial
officer suggest a conflict of interests? Explain your
answer.
B.
In light of your answer to Requirement A and the
statements above, how would you, if you were a corporate
financial officer, respond to the following requests by the
chief executive officer in a year of expected decline in
earnings? Support your answers with your reasoning.

The company has prepared a program to offer to a
large discount chain a substantial amount of slow
moving inventory. The price to the chain will be below cost. The program will take effect in the next
fiscal year. The chief executive officer wants the
write -down of inventory to be made in the year when
the deliveries are made.
2.

The chief executive officer wants to change the financial statement depreciation method for new acquisitions to straight -line. A declining balance method
has been used for book and tax purposes since the
1954 Internal Revenue Code revision and will continue to be used for tax purposes.

3.

The Company has spent a large amount of money in
the development of a new product. At the present
time it is uncertain whether or not a marketable
product will emerge. The research and development
group believes there is a 70% chance that the project
will be successful. You had proposed that the capitalized costs of this project be written off. The chief
executive officer and the chief research and development officer argue that the chance of success
is high enough to leave the costs capitalized for
another year. It is expected that the final determination of the potential for the project can be made at
that time.

(END)
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Unofficial Solution for Part 2- December 1973
Organization and Behavior, Including Ethical Considerations

QUESTION NUMBER 1
1. c
2.
3.
4.
5.

d
c
b
a

6. d
7. a
8. c
9. c
10. d

11.
12.
13.
14.
15.

c
c
d
d
d

16. a
17. c
18. d

environment and by other non - dominant but significant
participants in the organization. It also follows from this
that organization goals can shift over time in response to
significant changes in any of these factors.

19. c

QUESTION NUMBER 3

QUESTION NUMBER 2
1. According to current organization theorists the classical
economic entrepreneurship model does not fit modern
organizations, whether profit- making or not - for -profit in
nature. There is no longer typically a single entrepreneur
whose personal goals, even if they were solely economic,
which is also questioned, can dominate the objectives of the
organization and all of its participants. In fact no single goal
of any kind is seen as sufficient to explain the observed
behavior of modern organizations. Rather there appear to
be a series of goals, any one of which may dominate at a
particular point in time. The accounting model as described
in the paragraph would be inadequate to measure the results
of an organization's activities because some objectives are
non - economic and because the model focuses on only one
economic goal. In fact, organization theorists would say that
the organization itself can have no goals but rather what we
view as organizational goals are merely the goals of the
dominant members of the organization. Another contrast
between classical and modern organization theory has to do
with the nature of sub -unit goals. The classical view is that
the sub -unit goals will fit into an overall and congruent goal
structure which will lead to the single goal of profit maximization whereas the modern organization theorists' view is
that it is highly likely that such sub -unit goals will be in
conflict with each other and with higher unit goals.
2. Current organization theorists also take exception to the
classical economic view of the profit goal being established
by the entrepreneur at the top of the organization and the
appropriate sub -unit goals developed from it and imposed
upon the rest of the organization from the top. Rather, the
establishment of organization goals is viewed as a political
process of bargaining or coalition formation. The goals
which derive from this process will be those of the dominant
members of the organization (or a dominant coalition of
powerful members), subject to constraints imposed by the
MA N A G E M E N T AC C OU N TIN G / M AR C H 1974

A. 1000 pieces per hour:
1. Studies show that machine can be operated at this
rate.
2. Variances determined by this output rate will measure
the ineffective use of the machines.
3. This rate can be a target -level to be strived for and
the changing variances will show progress toward this
target.
4. A goal of this nature will motivate the foreman, and
through the foreman the workers, to reach this rate
of output.
750 pieces per hour:
1. This rate of output has been attained by some workers.
2. The 1000 pieces per hour rate has not been attained,
nor has any rate near to it been attained.
3. The 600 pieces per hour rate is an average of actual
performance and does not represent good economical
performance.
4. The standard cost should reflect production rates
that can be attained when good economical performance occurs. The 750 rate, capable of being
achieved by some workers, would seem to be such a
performance.
5. The variances would measure the extent by which
this economical level has been exceeded or the extent to which it has not been met.
6. It should provide motiviation for the foreman to improve on the 600 pieces per hour current rate and
through him motivation for the employees to improve on their performance.
600 pieces per hour:
1. This rate has been achieved by the departments as a
whole. The standard costs should be set to reflect the
ability of the whole department.
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2. The variances from standard cost based upon the
600 rate would measure the departures, favorable
and unfavorable, from the current effective level of
operations.
3. For 2/ 3 of the workers the 750 rate would be difficult to obtain and would tend to frustrate them, thus
making even the present 600 rate difficult to maintain. For all workers, the 1000 rate could not be
attained thus lowering the morale of the department
and probably lowering output below current levels.
4. The 600 pieces per hour rate when passed down to
the production worker would be an appropriate goal
for those three employees who are producing fewer
than 600 pieces per hour.
B. The purpose of standard costs and standard cost reporting is to measure the performance of a department against
a level of cost incurrence that represents attainable good
economical performance. The variances indicate the periods
when the performance varied (favorably or unfavorably)
from this acceptable level.
The output rate set for standard cost purposes and
embodied in the standard cost could motivate directly only
the foreman. The workers would be influenced only indirectly by rate set for the standard costs. That is, the foreman would "translate" to the workers their required contribution for achievement of the departmental standard.
The rate to be used to effectively motivate the foreman,
and through him the workers, to improve performance
would depend upon his and their perceptions as to what is
attainable. It would also depend upon the reward structures
within the firm. Other variables would also affect what output rate would motivate improved performance. In the absence of a rate contained in an established standard, it is
quite likely to be some rate other than the standard cost rate.
A single value (e.g. 1000, 750 or 600) must be picked. It
will have to be a compromise between the level that will
have the most effective motivational result and that which
will be an effective representation of the costs when the
department is operating at an acceptable economical level.
The 1000 pieces per hour value should be rejected because
it does not provide the basis for measure of an acceptable
cost level. It would also be of questionable value from a
motivational point of view because it appears to be unattainable by the production workers. The 750 pieces per
hour is a possible choice. It is capable of being achieved by
some workers and as such may provide motivation to the
foreman to bring his other workers up to that level, thus
achieving a departmental output of 750 per hour. It also
may represent the appropriate basis for a standard cost because it is a possible acceptable level of performance. It may
also be a suitable departmental target established in connection with the introduction of the standard cost system.
The 600 pieces per hour is also a possible candidate. The
department has achieved this level; and three of the six employees have been able to achieve it. It is, however, the current level of output which may make it ineffective in motivating the department and its workers to improve the level
of output. As the basis for standard costs it could represent
an acceptable level of output, but it does not incorporate the
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possible improvement likely to be obtained in connection
with an introduction of a standard cost system.
The 750 pieces per hour seems to be the best choice of the
three alternatives. More information about the conditions
under which the engineering studies were done, the training
and experience of the workers, the trend of worker output
and department output in recent periods, etc., would be
necessary before the number could be picked with some assurance that it would meet the objectives stated.

QUESTION NUMBER 4
A. Mr. Johnson is responsible for the current operating
results of his division; this includes revenue development,
pricing and physical volume; cost incurrence for manufacturing and distributing the product, for maintenance of the
facilities, and for development of work force. He is also responsible for contributing to the capital investment program
for his division and for implementing the approved capital
programs. The inclusion of certain balance sheet items, Inventory, Accounts Receivable, and Accounts and Wages
Payable and the Contribution Return on Division Net Investment imply responsibility for the management of some
assets and liabilities.
B. The first impression is that Mr. Johnson has done a
fine job. His return is 32% compared to a budgeted return
of 25% for 1971 and average return of 25% for the four
year period of 1969 -1971. Careful analysis of the data suggests that this result was achieved by manipulation of activities which result in an overstatement of Division Net Contribution and an understatement of Division Net Investment.
1. Items affecting contribution:
a. Sales— $200,000 below budget.
b. Repairs— $40,000 below its normal relationship
to sales.
c. Managed costs — $35,000 below budgeted
amounts and $25,000 below last year.
d. Depreciation and rent below budget amounts
(see item a below).
2. Items affecting investment:
a. Fixed assets $580,000 below budget — capital plan
not implemented (note rent also low suggesting
leased capacity not acquired according to plan.)
b. Accounts and Wages Payable $70,000 above
normal relationship to material and labor.
c. Inventory $90,000 below normal relationship with
sales.
All the items within his control (sales excepted) varied
from normal relationships (relationships he accepted and
embodied in the budgets he recommended) in directions
which enhanced his division return. This suggests he took
action to improve the return in the short-run at the expense
of the longer run. He appears to have deferred repairs, maintenance, employee training and capital improvements. Each
should have detrimental effect upon future performance of
the division and firm.
C. The responsibilities of Mr. Johnson seem quite appropriate for a manager of an autonomous division. The use of
the Contribution Return on Division Net Investment for
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overall performance measurement is a good start for autonomous divisions. In addition to this measure, additional activities should be reported:
1. Budget for implementation of capital programs compared to actual implementation.
2. Budgeted operating costs and revenues compared to
the actual figures.
3. Comparison of level of controlled assets to budgeted
levels.
The reports should be accompanied by explanations of
significant differences. This information plus the return on
investment would provide a good measure of the division
manager performance.

QUESTION NUMBER 5
A. The Parsons Company sales compensation plan does
provide financial motivation to salesmen to make profitable
sales. First, sales commissions are contingent upon the collection of accounts receivable. Thus salesmen are discouraged from selling to high credit risk customers simply
to generate sales volume (a double -edged condition, See
B). 'The sales commission is based upon product profitability. This motivates salesmen to direct their efforts toward the most profitable products in the line. Third, salesmen are not penalized if price concessions are considered
necessary and desirable to attract certain customers. Finally
the substantial year -end bonus provides a strong economic
stimulus to salesmen to meet their annual sales quota.
B. The Parsons Company sales compensation plan does
have several major deficiencies. Most notably the flat 15%
bonus for meeting or exceeding the annual sales quota does
not stimulate a salesman to exceed the quota by more than
a slight safety margin. Salesmen are further discouraged
from making sales far in excess of the quota due to the
method of setting sales quotas. By setting the annual quota
at 105% of prior year's sales, a salesman increases his
quota for the following year by making sales well in excess
of the current year's quota. If a salesman has achieved his
quota near the end of the year, he would be motivated to
hold back sales until the following year. Secondly, the commission /collection policy could discourage salesmen from
contacting prospective customers who would be classified
as slow, but collectable. Third, the standard gross margin
is not necessarily a good measure of product profitability.
Product contribution margin would be a better measure of
product profitability. The standard gross margin does not
reflect cost - volume -profit relationships. Nor does it consider directly traceable marketing costs. Finally, the reward
system is apparently limited to monetary rewards. The system does not provide for higher order rewards such as peer
or superior recognition.

QUESTION NUMBER 6
A. The "return on net worth" would be inadequate as a
goal if used alone. Although it captures two important
management responsibilities in the one ratio, financing consequences and operating results, and it does compare the
net income and stockholder investment, both of interest to
the stockholders, it is not adequate. It does not recognize
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the market values placed upon the stockholders' investment
and, therefore, does not effectively measure the return to
the stockholder.
It would also be inadequate as a measurement of management performance. The use of the stockholders' book value
rather than share market value results in the ratio not incorporating important variables under management control
which influence the market value. Such factors would include:
1. Variability of earnings.
2. Risks associated with the financial structure.
3. Dividend payout rates.
The measurement of management performance should
include not only the operating performance of the firm but
also the effect that management actions have on the market
value of the stock.
B. Ratio I is a measure of current operating activities.
Revenue production, cost incurrence and cost control are
embodied in this ratio.
Ratio II is a measure of the amount of asset investment
relative to the activity level of the company. It would highlight the success of achieving sales volume with minimum
asset investment. It measures the sales generation activity
and overall asset management.
Ratio III is a measure of financial leverage and financial
structure (Note that it is the reciprocal of an equity ratio,
Net Worth _ Total Equities).
C. Separation of the "return on net worth" into the three
ratios and use of them individually by managers would likely
lead to goal incongruence. The nature of the individual
ratios is such that attempts to maximize one will tend to
minimize another. For example, reducing total asset investment would improve Ratio II (assuming that the action
doesn't cause customers to purchase elsewhere due to inventory stockouts or too aggressive collection policies and
therefore reduce sales), but at the same time would reduce
Ratio III.
The use of ratios individually would lead to conflicts
among managers and managers' goals. Thus, rather than
leading to improved goal congruence, it would likely result
in the opposite.
The use of the three ratios and the "return on net worth"
together to demonstrate to managers the nature of the conflicts in their objectives might prove useful in improving goal
congruence.

QUESTION NUMBER 7
A. The statements do suggest a potential conflict. The corporate financial officer identifies three relationships in his
statements: 1) member of the management team, 2) loyalty
to the chief executive officer, and 3) representing stockholder interests.
The goals of these three groups or persons are likely to
be different in some respects and the corporate financial
officer may find that helping one of the parties achieve its
goals may work to the detriment of the other parties. The
goals of the several parties will overlap and certainly they
all would include long -run financial success of the corporation. However, individual goals related to the short -run and
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to non - economic goals may differ from party to party.
The possible disparity of goals, in part, is caused by the
separation of ownership and management. Although both
are interested in the long -run success, the management
would feel pressure to report good short -run results in order
to remain in office. This might lead to business practices
and /or accounting choices which produce "good" statements now at the expense of future periods. The corporate
financial officer would find himself at the heart of this conflict. The corporate financial officer also faces the personal
problem of carrying out orders from a superior which might
conflict with the best interests of the stockholders.
The several responsibilities described by the corporate
financial officer are in keeping with the duties of such an
office as promulgated by the Financial Executive Institute.
However, trying to serve at one time several interests, each
one having different goals, is likely to create conflict -ofinterest situations for the corporate financial officer.
B. 1. Proper accounting for inventories under generally
accepted accounting principles requires inventory

value to be written -down when the loss becomes
apparent. The loss on this inventory has become apparent. Therefore, the write -down must take place
this year. The period in which the deliveries are to
be made is irrelevant.
2. The straight -line method is an acceptable depreciation method. However, a change in an accounting
principle (from accelerated to straight -line depreciation) should be justified on the basis that it is a
preferable accounting principle. Although arguments
can be offered to support straight -line depreciation,
it appears that this change is being considered solely
because of its impact on current earnings. The change
should not be made if this is the motivation for it.
3. The project is still in existence and the research and
development department believes that there is a good
chance that a marketable product will result. There
is no basis, at this time, to write off the capitalized
costs of the project because it still has potential for
future contribution to the firm's profits.

Applications to the Institute of Management Accounting Should be Submitted Now By Candidates
for the December 1974 CMA Examination
Examination Schedule and Locations
WEDNESDAY, DECEMBER 4
1:30 p.m. -5:00 p.m.

Part I

Summary of Procedures and Events Leading to Earning the
Certificate in Management Accounting.

Economics and
Finance

Business

THURSDAY, DECEMBER 5
8:30 a.m. -12:00 noon Part I I Organization and Behavior,
Including Ethical
Considerations
1:30 p.m. -5:00 p.m. Part III Public Reporting Standards,
Auditing and Taxes
FRIDAY, DECEMBER 6
8:30 a.m. -12:00 noon Part IV Periodic Reporting for
Internal and External
Purposes
1:30 p.m. -5:00 p.m. Part V Decision Analysis,
Including Modeling and
Information Systems
The examinations will be conducted on several college campuses and other locations throughout the United States. The
December 1974 examinations tentatively are scheduled for
the following cities:
1. Atlanta
2. Birmingham
3. Boston
4. Buffalo
5. Chicago
6. Cincinnati
7. Cleveland
8. Columbia, S.C.
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9. Dallas
17.
10. Denver
18.
19.
11. Detroit
12. Hartford
20.
13. Los Angeles
21.
14. Milwaukee
22.
15. Minneapolis
23.
16. Nashville
24.
25. Washington, D.C.
26. Winston - Salem, N.C.

New Orleans
New York
Omaha
Pittsburgh
San Francisco
Seattle
St. Louis
Tampa

1. Apply for membership in the Institute of Management Accounting. Arrange to have proof of educational credentials
and character references sent to the Institute. Applications
should be submitted as soon as decision to enter program is
made but no later than August 1, 1974, for the 1974 examination.
2. Applicant is notified of acceptance into the Institute of
Management Accounting when educational credentials and
character references are received.
3. Institute member applies for the examination, identifying
parts to be taken and selecting city location from announced
examination cities. Examination application should be submitted no later than September 1, 1974, for the 1974 examination.
4. Examination candidates are sent authorization letters for requested examination parts and the exact address of the examination in the city selected about November 1, 1974.
5. Examination is given in the various cities on December 4, 5,
6, 1974.
6. Candidates are notified of examination results approximately
March 1, 1975.
7. Candidates are awarded the Certificate in Management Accounting upon passage of all five parts of the examination and
completion of two or more years of appropriate management
accounting experience. (This requirement can be satisfied by
experience gained prior to, or subsequent to, completion of
the five part examination.)

Applications, requests for information and other correspondence
should be sent to: Institute of Management Accounting, City
Center Bldg., Ann Arbor, Mich. 48108.
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Howmuchtime
do you spend in your business,
accounting for it?

A direct proposal from ADR
We'll process your payroll,
accounts payable, accounts receivable,
general ledger /financial reports —
any or all of them.
Well do these jobs faster, more efficiently, more
accurately and usually more economically. And we'll
be happy to mail you FREE booklets that tell you
just how we do it... and have been for 25 years. They
spell out how we operate and the benefits you'll receive. Such as free preparation of local, state and
federal payroll tax reports. Cash flow and working
capital reports. Meaningful management information that helps you run your business better.
You need not buy, rent, or install any equipment
—we have our own. And with ADP you're never

asked to sign a contract. There's no place to hide in
our business: either we do better or out we go. Perhaps this is why we've grown to serve 25,000 customer
firms,
have
centers
in 26Exc
ma or
cities
and are
listed
oncomputer
the New York
Stock
ange.
To receive copies of our booklets, just fill out and
mail the attached card. If the card has already been
used, just drop us a line. There's no obligation.
Write Automatic Data Processing, Dept. M -7, 405
Route 3, Clifton, New Jersey 07015. Or simply call
(201) 472 -2222.

,Automatic Data Processing

Use Robert Half

f

or a change

Searching for competent Financial or Data Processing talent?
Looking for a better position?
ROBERT HALF offers personalized, intensive coverage .. . locall y,
regionally, nationally or internationally.
ROBERT HALF IS GOOD FOR A CHANGE.
W orlds Largest Financial & EDP Personnel
Sp e c i a li s t s . O f f i c e s :

AL EX AND RI A
ALE
Seminary Rd.
(7031931 -3600
AL L ENTOW N
Hotel Traylor Bui lding
(215) 4 391506
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(301) 3237770
BOSTON
140 Federal St.
1617) 4236440
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Independence Blvd.
(7041 535 -3370
CHI CAGO
333 ) Michigan Ave.
(312) 782
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(216) 621 -0670
DAL L AS
2001 Bryan Tower
(2141742 -9771
DENVER
1612 Court Place
(303) 244 -2925
DETROI T
670 Honeywell Center
Southfield
(313) 354 -1535
HARTF ORD
111 Pearl St.
1203) 278 -7170
HOUSTON
1200 Central Nat'l. Bank Bldg.
(713) 228 -0056
I NDI ANAPOL I S
9 North I Ilinois St.
(317) 636 -5441
KANSAS CI T Y M0 .
127�West�10th�� L
18161474.4583
LANCASTER
8 North Queen St.
(717) 299 -5621

LONG I SL AND
420 Jericho Turnpike
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(516) 822 -8080

OMAHA
7101 Mercy Rd.
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ORANGE, CA.
500 South Main St.
(714) 835 -0103

LOS ANGELES
3600 W ilshire Blvd.
(213) 386.6805

STAMF ORD
117 Prospect Ct.
(203)325 -4158
TAMPA
1311 N. W estshore Blvd.
(813) 876-0191
W ASHINGTON, D. C.
7316 Wisconsin Ave. N.W.
(301) 652.1960
W I LMI NGTON
1102 Weat St.
(302) 652 -3244

PHI L ADEL PHI A
2 Penn Center Plaza
(215) 568 -0580

LOUI SVI L L E
680S 0 uth 4th St.
(502)589-6657

PHOENIX
1517 Del W ebb TowneHouse
(602) 279 -1688

MEMPHIS
12 S. Main St.
1901) 52348950
MI AMI
t ort N.E. 163 St.
North Mi am t Beech
(305) 947-0684
MI LW AUKEE
777 East W' oasin Ave.
(414) 271

PI TTSBURGH
(412 ) 47 T ower
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PORTLAND, OR.
610 S.W. Alder St.
(503) 222 -9778
PROVI DENCE
400 Turks Head Bldg.
(401) 2 74$700

MI NNEAPO IS
80 South 8th St.
(6 12 ) 33 61 6
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12011823 -3641
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330 Madison Ave.
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SEATTL E
1215 Fourth Ave.
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LONDON E C 2 , England
17 Finsbury Square
07- 638 -4394
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15 Toronto St.
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