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PRESIDENT'S PERSPECTIVE

The 'Stretcher'
A recent survey of financial executives indicates that broad
abilities and experience are a great er cont ribution to executive
success than just figure experience or number - ability.
Highly successful executives, the survey showed, express
themselves better both vocally and in print, and what they say is
that the financial executive of the future needs to be a salesman —
selling his ideas to other functional officers in the organization.
These findings would indicat e that t he ambit ious management
accountant should keep current with the state of the art by
participating in all the formal educational programs that he can.
In addition he should be making an effort to develop some of the
basic skills which may not be directly related to his current job —
but in the long run could be highly critical in terms of his career.
You don't have to enroll in a costly program for such
experience. Much of it can be gained by volunteering for one of
your chapter director posts. From Public Relations to Member
Relations, each directorate calls upon a different set of abilities.
The Member Acquisition Director, for example, must be
able to organize and motivate member teams to recruit prospects.
He must be able to clearly explain the advantages of NAA
membership and, in short, "sell" a product —NAA membership.
The only commission he will earn, of course, is the
self- satisfaction of doing a job well—and the knowledge that he
has "stretched" his career potent ial.
Most believe such "exercise" is well worth the time and effort.
How about you?

ROBERT CHAPMAN
President, 1973 -74

MA N A G E M E N T AC CO UN TIN G / AP RIL 1974

MANAGEMENT
ACCOUNTING
13

THE MONETARY SIDE OF INTERNATIONAL TRADE
By William J. Maus

Cover:
A typical scene in a
tobacco auction
warehouse.
See page 35.

The term "international trade" is somewhat misleading since most of the trade is
between individuals and companies rather than nations. Also, there are two sides to
international trade: (1) the actual side which deals with physical exchange of
commodities or services, and (2) the monetary side which is the mechanism used to
value the actual side of trade. In this article, the author concentrates on the monetary
side.
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INFLATION AND FINANCIAL REPORTING
By Karl E. Fraedrich

Photo courtesy of
Barnard A. Dospkens.

The author questions the validity of some of the justifications and underlying
assumptions upon which balance sheet valuations are based. Rather than depart from
historical cost valuation, he suggests the use of a "current value" column in the
balance sheet supported by separate fixed asset and insurance schedules.

23

ORGANIZING FOR FORWARD MOTION
By Frank Judd

The literature is quite meager when it comes to telling us how we can work out
changes in various departments while continuing current services. In this article, a
retired "director of long -range planning" tells us how it was accomplished by his
company.

25

PROCESSING NEW IDEAS
By James F. Harrison, Jr., and Samuel M. Baggett
The authors take the position that a company that seeks to grow from within should
mechanize the collection and dissemination of information relative to new ideas,
utilizing computer facilities to the extent dictated by company size. A technique for
processing new ideas is the subject of their article.

31

ACCOUNTING THEORY: REVOLUTION OR EVOLUTION?
By John L. Kramer
The development of accounting theory appears to be a political process. In this article,
the author examines the forms of political authority that have manifested themselves
in the past. He is concerned with the possible degrees of political influence, ranging
from autocracy to democracy, which will have a direct bearing on the form that
accounting theory will take in the future.

35

TOBACCO AUCTION WAREHOUSE ACCOUNTING
By James W. Jones
Although cigarette smoking and the use of other tobacco products is the center of
much controversy, the production and sale of these products is and continues to be
one of our major industries. In this article, the author discusses one of the more
interesting aspects of tobacco marketing.
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CAPITALIZING COSTS OF INFORMATION SYSTEMS
Karl E. Reichardt
There is a strong logical argument for explaining why certain costs of developing and
maintaining computer -based information systems should be capitalized. In this article,
the author presents that argument.

43

MAP STATEMENT ON INVENTORY APPROVED
The sixth in the series, "Guidelines for Inventory Measurement," is published by the
Management Accounting Practices Committee.
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CASB: DEVELOPING STANDARDS FOR COST ACCOUNTING
Robert F. Randall
The three - year -old Cost Accounting Standards Board is a dwarf among the alphabet
soup of government agencies, but its task of establishing standards for Government
contracts totaling $40 billion is giving this Congressional agency an ever - growing
impact in the accounting field.
By

50

TRAVELING CLASSROOM
N A A In-House Program has been well received by corporations, government agencies,
banks and other organizations which have sponsored the Association's courses.

55

CMA EXAMINATION QUESTIONS AND ANSWERS -PART 3

DEPARTMENTS
8
12
44
52
54

LETTERS to the editor
DATA SHEET items of interest for the businessman
BOOKS for the management accountant
CHAPTER /MEMBER NEWS all about chapters and members
TIME OFF the lighter side of the ledger

Views expressed herein are authors' and do not represent Association policy unless so
stated. Reprints of articles appearing in any issue Of MANAGEMENTACCOUNTING are
available from NAA's Reprint Department.

MANAGEMENTACCOUNTING/APRIL 1974

5

COMMENT

MANAGEMENT
ACCOUNTING
VOL. LV NO. 10 APRIL 1974
Published monthly, f or members only,

A New Service
The readers of this magazine, we've been told, like to keep it
intact —and hence dislike clipping out coupons. This reluctance to
destroy the magazine attests to its usefulness and value as a reference when kept, but it also negates our efforts to provide any kind
of feedback to the advertisers who include response coupons.
In order to rectify this situation, we are trying out a new service
beginning with this issue. The very last page is an insert containing
t wo postage -paid return postcards. On e card —the one with the
numbers —is known in th e tr ade as a "bi ngo ca rd." T he numbers
ar e keyed to ad ve rt i s e me n t s ru nn in g in th e particular issue. If
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and no salesman will call unless you specifically request it. What
it will do is prove to the advertisers that MANAGEMENT ACCOUNTING readers do respond!
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Albert Cohen
FEATURE EDITOR

Robert F. Randall
ASSOCIATE EDITOR
Kathy Williams
EDITORIAL ASSISTANTS

Olive Kelly
Lucile Lawrence

COUNTING valuable to your career, som eone else you kn ow m a y

CIRCULATION MANAGER

also find it of value. If so, write down his or her name and address
on the card and drop it in the mail. The national staff and the
local chapter will follow through in providing complete information on the numerous benefits to be derived from NAA member-
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Coming Up in MANAGEMENT ACCOUNTING
Does a developing coun try need management accountants? Yes—
says Dan Dorian, Peace Corps Advisor, in his article "Management
Accou n t i n g in a De ve l op i n g Cou n t r y. " . . . In "Acc o u n t i n g for

Future L o s s e s , " John V. van Pelt, III, two -time winner of the
Lybrand Gold Medal, speaks out on a subject which is t o be con sidered by the FASB. . . . And, in "Border Zone Limits for Materiality," R. Dale Hensley discusses the problem of setting guidelines for materiality judgments.
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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
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
factoring.
The idea being sound, factoring endured the
ct 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 t,,
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
.. --Financial
- -- - - -_ r Corporation. With
Southeastern
Southeastern's new Factored Accounts
Credit System (FAGS), 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 FACS. 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. ' yon Street, Charlotte, N.C. 28201.
Or phone ( 704) 372 -7000 today and start making
financial history.

f

C(DSoutheastern
Financial Corporation
The fiscal fitness experts
A su bsidia ry of American Credit Corpora tion
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Letters

TO THE EDITOR

The Accumulated Earnings Tax
The article, "The Accumulated Earnings Tax," by Mr.
Dale L. Davison, November 1973, was a very well and concisely written article on a subject which, in light of its growing
relative importance, has had very little exposure. Mr. Davison
indicates that this "spectre" lurking behind the walls is a
more pronounced threat to come out than it has ever been
in the past, thanks to the Golconda decision of Mav 1972.
I thoroughly enjoyed the article and feel that more awareness of this pertinent area would be helpful to many companies.
Many thanks to the author.
Joseph Levi
Cleveland East Chapter
Lyndhurst,Ohio
Far More Powerful Tools
In his article, "Monitoring Accounts Receivable," which appeared in the September 1973 issue of MANAGEMENT ACCOUNTING, Dr. Lewis P. Freitas provides us with a fresh and practical
approach to the perennial problem of monitoring accounts
receivable.
Dr. Freitas points out early in his article that the two principal aspects of receivables control, liquidity and risk, are often
lumped together by accounts receivable managers in their evaluation process. Dr. Freitas then fully develops two practical techniques for evaluating liquidity and risk separately. I find his approach and techniques especially helpful.
As a field auditor for a major CPA firm, I'm often asked by
clients how they can best monitor their accounts receivable.
In the past, I've relied on industry averages, turnover rates,
collection periods, and trends in advising my clients. The
Freitas article has now provided me with some far more
powerful tools in providing constructive service to clients.
His techniques for evaluating liquidity and risk should be
especially helpful to accounts receivable managers of medium
to large -size firms who have many customers. In such firms a
detailed analysis of each customer account is often not practical
due to the overwhelming number of customer accounts. As an
alternative, the manager must rely on quantitative techniques
to monitor his accounts receivable. He would be well advised
to adopt the techniques developed in the Freitas article.
Samuel A. Aucoin
Hawaii Chapter
Honolulu, Hawaii
On Rotating Auditors
I was delighted to read the letter from John E. Treacv, in
the October 1973 issue Of MANAGEMENT ACCOUNTING, wherein
he suggested that accounting firms (sic — auditors) be changed
every two years. However, I feel that a two -year change is a
little too frequent.
For some time now, I have been advocating that all firms
which must have an audit should be required to change auditors

at least every five years. My reasons for wanting this to come
about are:
Auditors are now hired by the firm, actually by the incumbent management, whereas they are, or should be,
working for the stockholders.
Auditors do not now have enough independence when they
are auditing a firm which they wish to retain as a customer
(client) .
There would be a tremendous incentive to do as close to a
perfect job as possible, on each engagement, including a
full documentation of both facts and reasoning, for every
position, other than normal and routine ones, since other
auditors would also be checking on a firm's work.
It would create a climate in which an investor could feel a
lot more certain that the auditor's report means that an
accurate and thorough job has been done.
I fully realize that the institution and promulgation of such
a policy would be costly; each time there was a change in
auditors, the new ones would have to learn the company's
policies and methods. I am also aware that one of the ramifications of this suggestion could be a "management audit "; this
too might be worth looking into. The institution of such a
policy would materially help to restore everyone's faith in the
competency and veracity of the auditor's report.
Jonas H. Siegel
Tulsa Chapter
Tulsa, Okla.
Personality of Internal Auditor
Much has been written during the past few years about
various aspects of behavioral science and Ms. Jeanne H. Nelson
added a worthwhile contribution through her article, "Behavioral Implications of Internal Auditing," which appeared in
MANAGEMENT ACCOUNTING In October 1973.
Ms. Nelson very convincingly analyzes some of the frustrations and behavioral implications of the auditor. However, we
should note that management likewise has concern and attitudes
along similar lines. Management is responsible for planning,
organizing, directing, and controlling.
In larger companies a team of people, including auditors and
management accountants, are essential for accomplishing the
goals and objectives of these four important business functions.
But there are those who feel that their position should be
exempt from administrative management control. Therefore,
thev assert that they should report only to top management.
Whether he is the butcher, the baker, the candlestick maker;
the management accountant, auditor, or undertaker; each must
take his rightful place in the organizational structure. Each
individual position must be placed somewhere on the organizational chart. No one would deny the necessity of organizing the
effort of multiple personnel functions toward a common goal.
The auditor, like the management accountant, should be
placed at whatever organizational level he is most useful to
M AN AG E M E N T AC CO UN TI NG / AP RI L 1974

management in the control and direction
of the organization.
Auditors, in particular, concern them -
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retaliation. At the same time, manage ment is very much concerned with its
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must also be able to
resolve differences at various employee
and management levels diplomatically.
Along these lines Ms. Nelson makes an
excellent point when she says, "T h e
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Paul N. Atkins
Muscle Shoals Chapter
Muscle Shoals, Ala.

Controller's Responsibility :
To Coordinate Planning
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organization is such that management
must weigh carefully its decisions regarding the organizational status and func-

would be the one that he should conscientiously report to and he must then
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Mr. Al J. Prenger's article, "Divisional

Controllership," which appeared in the
November

1972

is su e

Of

MANAGEMENT

A C C O U N T I N G succeeded very well in weaving together items that are perhaps specific to the divisional controller, but at
the same time, are basic points pertinent
management accountants in numerous
levels
of management.
le
It was very heartwarming to see emphasis pla ced o n planning. His st a t e m e n t

t h a t " . . . th e co nt ro ll er 's r espo nsib il it y is

to coordinate planning, rather than do
the planning," did stop me for a bit because my initial reaction was that he was
relegating the controller to the mere role
MANAGEMENT ACCOUNTING/ APRIL 1974
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FEES
2 Day Courses $200 3 Day Courses $300
The fee for NAA Courses includes daily luncheons,
refreshments, comprehensive workbooks
and technical materials.

of coordinating secretary. However, in
reading further, I realized that this certainly was not the intention or meaning
of his statement. To rephrase the statement we, could sav that the controller:
1. Assists in communicating the basic
planning objectives,
2. Receives the individual pieces of information from various members of
the line and staff' management,
3. Interprets meaning and effect —
through use of comments and varying
media, and
4. Combines the pieces into a total
management plan.
In essence, the individual pieces alone do
not constitute a management plan.
The controller is a key figure in any
strong management team, and I fully
agree with Mr. Prenger that planning is
the name of the game.
Richard E. McCartv
Lancaster Chapter

Toshiba would like
a few words with
all Olivetti D 24 users.
There'll come a time when your old faithful friend —the
Olivetti D -24—is going to conk out on you.
When that sad day comes, you're going to be looking for
a new calculator.
We hope you'll take a look at us— Toshiba. Why? For one
very good reason. The keyboard and operation of the Toshiba
BC -1218P Electronic Printing Calculator is almost identical
to the Olivetti D -24.
The advantage of this is obvious. Yo u won't have to spend
hours getting familiar with a new machine.
In addition, the Toshiba is electronic whereas the Olivetti
is electro- mechanical. So the Toshiba is faster and quieter.
The Toshiba is also smaller and lighter. Plus it has other
convenient features like an add -mode, percent key, 3-register
underflow, and a high -speed buffered keyboard.
So if your Olivetti is a little shaky, look into a Toshiba.
It's a tough little calculator with a familiar face.
For more details about the Toshiba BC -1218P write
Toshiba America, Inc., 280 Park Avenue, New York, N.Y.
10017 or call (212)557-0200.

TOSHIBA

In T ou ch w it h To mo rrow

Lancaster, Pa.
Examination for Fraud Not Practical
In his article, "A Primer on Fraud
and Embezzlement," in the October
1973 issue Of MANAGEMENT ACCOUNTING,
the author points out many of the internal controls necessary to discourage or
preclude the perpetration of fraud and
embezzlement by employees.
I agree with the author that a company
should try to implement the internal
controls that he has listed in his article
and that the relative economic benefit of
these controls should be considered before they are made a part of the company's system of internal control. However, there is one important form of
protection available to a company that
the author neglects to mention in his
article. This protection is simply provided
through the maintenance of adequate
fidelity bond coverage on employees who
are in a position to perpetrate a fraud or
embezzlement against a company. I believe that this type of insurance should be
carried both in lieu of costly controls and
in addition to the maintenance of economically sound internal controls.
The author also indicates in his article
that, during his audit, the auditor should
have knowledge of the creditors of the
company to guard against payment of
fictitious invoices, take care to see that
unnecessary merchandise is not being
ordered as part of a vendor "kick- back"
scheme, examine invoices for style of
MANAGEMENT ACCOUNTING /APRIL 1974

Circle 5 on inquiry
print and the use of a post office box in
order to detect a dummy corporation,
examine payrolls carefully to determine
whether employees' salary rates and fringe
benefits are proper and that the payrolls
do not include nonexistent workers, and
examine endorsements on returned checks
to guard against payments to fictitious
payees. I believe that although the auditor
should be aware of the above possibilities
of fraud and embezzlement during his
normal audit, he should not be expected
to specifically detect them as is implied
in the author's article. An auditor would
have to examine virtually all of the above mentioned documents in order to conclude that fraud or embezzlement did or
did not occur. To do so would, obvious-

]v, take an enormous amount of time and
would run up large audit fees which his
client would most likely not be prepared
to pay. In addition, the performance of
the above audit steps could give his client
a false sense of security, since there are
many other types of fraud or embezzlement which could exist that could not be
detected by these audit procedures.
In conclusion, I would like to state
again that the best protection against the
misappropriation of a company's assets is
the maintenance of a good system of internal control and adequate employee
fidelity_ bond coverage.
Timothy P. O'Hara
Detroit Chapter
Oak Park, Mich.
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FASB Schedules Public Hearing on Foreign Currency Translation
The Financial Accounting Standards Board will delve deeper into accounting issues related to
foreign currency translation when it holds a public hearing in New York beginning June 10. The
FASB's first statement, which was issued last December, established requirements for disclosure
of foreign currency translation information. In announcing the public hearing, the Board issued
a discussion memorandum on the topic which identifies three basic questions to be answered:
What is the objective of translation? Which of the assets and liabilities of foreign entities should
be adjusted for changes in exchange rates? What is the nature of an exchange adjustment: is it a
gain or loss or an adjustment of other accounts? ... A public hearing of the Board —on reporting the effects of general price -level changes in financial statements —will be held this month,
April 23, in New York.
SEC Censures 'Big Eight' Firm for Improper Conduct
Touche Ross & Co. has been censured by the Securities & Exchange Commission for improper
conduct in auditing the 1970 and 1971 statements of U.S. Financial, Inc. The agency charged that
the firm did not adhere to professional standards in preparing the statements. U.S. Financial
has been charged with violating the antifraud provisions of the securities laws. Although the
CPA firm disagrees with the charge that it had failed to act independently enough or skeptically enough to detect alleged deception, it signed a consent order. Under the consent order,
Touche Ross agreed to a "peer review" of all its more than 60 offices at least once every two
years.
New Investment Service Provides Investment Opportunities
For Those with Moderate Means
A new investment service, just introduced by the Dreyfus Corp., allows smaller investors the
same financial opportunities now enjoyed by corporate giants. Under the plan, investors combining their money with others in Dreyfus Liquid Assets could maximize their return through investments in U.S. Government securities, Certificates of Deposit, bankers acceptances and
high grade commercial paper —which usually require large cash outlays and a long term commitment. A minimum investment of $5,000 and subsequent investments of $1,000 or more are
required to participate in the service. Maximum total charge to the investor is 1% and he has
the option of withdrawing his money at any time with as little as 24 hours notice.
Seattle- Tacoma Chapter Sponsors Western Regional Conference in Seattle
A Western Regional Conference sponsored by the NAA Seattle- Tacoma Chapter will be held at
the Washington Plaza Hotel in Seattle, May 2 -3.On the program are speakers from industry,
universities, CPA firms, the FASB and the CASB. For information, contact Richard Berkau, Coopers & Lybrand, 4700 Seattle -First National Bank Bldg., Seattle, Wash. 98154.
Chemical and Electronic Equipment Industries Attract Largest Number of
Foreign Investors
The chemical industry and the electric and electronic equipment industries attracted the largest
number of foreign investments in the United States between March and November, 1973, according to an analysis by The Conference Board. Reported foreign direct investments totaled
more than $1.9 billion in this period. Data for only 67 of the 129 investments was reported so
The Conference Board estimates actual foreign direct investment was at least $3 billion.
AICPA Changes Titles of Top Elected and Staff Officers
The American Institute of CPAs has named Samuel A. Derieux chairman of the board and Wallace E. Olson president. Previously, Mr. Derieux had been elected president and Mr. Olson was
serving as the AICPA's full -time executive vice president.
International Journal of Government Auditing Debuts
A new publication, International Journal of Government Auditing, devoted to issues of interest
to auditors of government operations in all countries, has just been published. The quarterly is
sponsored by the Board of Governors of the International Organization of Supreme Audit Institutions, which consists of top national auditors of the countries in the United Nations. U.S.
member of the organization is Comptroller General of the U.S., Elmer B. Staats.
Beta Alpha Psi Will Honor an Outstanding Professional Accountant
Beta Alpha Psi, the professional accounting fraternity, will honor an outstanding professional
accountant in 1974 with a newly established national award.
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THE MONETARY SIDE OF
INTERNATIONAL TRADE
The balance of payments data by themselves do not tell us
anything about the things which are important to people today.
What is important is the level of business activity in a country, the
level of employment, standards of living, and the economic
policies that contribute to the balance of payments performance.

By William J. Maus
The foreign exchange market operates on three
levels. First, commercial banks engage in buying
and selling foreign currency for their customers;
second, commercial banks buy and sell foreign currency for each other; and third, central banks intervene to maintain the exchange rates of their
currencies within a designated range. This latter
intervention occurs with currencies whose rates are
intended to be stabilized or controlled. In theory,
intervention by central banks would not occur with
a "freely floating rate" where supply and demand
determine the rate in the same way as any other
commodity. However, this theory has never been
tested (except for brief periods and with thin markets) because of governmental intervention.
In the United States the market is essentially
an inter -bank one, with no fixed hours or central
meeting place. Virtually all trading is done by telex
and telephone. When dealing with each other,
banks often use a foreign exchange broker to save
time in surveying the market.
Fluctuations in Exchange Rates
Fluctuations in exchange rates (also referred to
as "parity") can arise due to causes ranging from
a country's deep - seated "fundamental economic
factors," to certain market "technical factors." The
technical factors are of short duration and are the
result of such things as seasonal adjustments, the
release of statistics, a bank's liquidity consideration,
etc. It is also possible that outright speculation will
affect the rates.
The fundamental economic factors of the supply/
demand relationship among currencies is greatly
influenced by the longer run developments in a
nation's balance of payments. A persistent surplus
or a deficit leads to pressures resulting in parity
changes through revaluations or devaluations. A disequilibrium can result from numerous causes such
as differing rates of inflation between trading naMANAGEMENT ACCOUNTING /APRIL 1974

tions, tariff and non -tariff restrictions, technological
changes affecting imports or exports, foreign military commitments, etc.
Of these causes, the most basic is inflation which,
if prolonged, will erode the competitive position
of the affected countries. Exchange rate changes
will result, usually through currency devaluation
of the nation experiencing the most rapid inflation.
The reverse of this is also true, i.e., a country that
is consistently experiencing a balance of payments
surplus because of a competitive advantage stemming from undervalued currency will ultimately be
forced to revalue by increasing its exchange rate.
Impact on United States Firms
When a United States firm invests abroad, its
desire is to increase its dollar earnings. Each foreign
investment is made with the expectation that it
will generate a dollar income stream. However,
when dollars are invested abroad, in a subsidiary,
they are used to purchase assets for the subsidiary
which are expected to produce earnings in another
currency. As a consequence, fluctuations in the
value of that currency against the dollar affect the
subsidiary's ability to generate dollar earnings for
the parent. In an economic sense, then, a firm's
foreign exchange exposure is the amount by which
the dollar value of its investments abroad would be
affected by a change in foreign exchange rates.
A United States firm which imports or exports
goods is also affected by exchange rate fluctuations.
To the extent that the firm has accounts payable
or receivable denominated in a foreign currency,
a fluctuation in the exchange rate of that currency
will result in a real cash gain or loss. Similarly,
if a firm has made commitments to buy or sell
goods with prices quoted in a currency other than
dollars, its profit margins will be affected by changes
in the value of that currency, unless the change is
offset by price movements.
When a United States firm borrows in a currency
other than dollars to take advantage of favorable
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"For decades
the United
States dollar
was the world's
leading
medium of
exchange . . . "

terms or interest rate differentials, the estimated
savings must be weighed against the possibility that
more dollars will be required to repay principal
and interest if the foreign currency appreciates in
value against the dollar. Conversely, it takes fewer
dollars to repay debt in a currency which declines
in value relative to the dollar.
Balance of Payments
One definition of a country's balance of payments is that of ". . . a systematic record of the
economic transactions during a given period between its residents and residents of the rest of
the world." ' Hence, the balance of payments
summarizes all exports and imports of goods and
services, lending, borrowing and remittances of
funds, government aid and military expenditures.
However, describing it as a "balance of payments"
tends to be misleading. While most of the transactions result in a monetary settlement, the record
also includes many other transactions that never
give rise to an offsetting payment. As one author
has put it:
"Gifts and donations of merchandise are
treated as if the donor sent funds abroad and
the recipient purchased U.S. exports. Aid financed exports are recorded as if the U.S.
Government transferred funds to the aid recipients and they in turn purchased U.S.
exports. Exports financed by suppliers or
bank loans to foreign purchasers are recorded
as if they involved offsetting international monetary transfers. Even exports
shipped abroad on credit by U.S. firms to
their own affiliates are treated as if these affiliates were provided with foreign exchange to
pay for these goods." z
Thus, what is commonly called the "balance of
payments" is really a "balance of international
transactions." It includes not only all flows of
resources, both real and financial, but all changes
in a country's foreign owned assets and liabilities
as well. Note too that it is a statement covering
a specific period of time and is not a snapshot of
a country's international liquidity position as of
a specific date.
Also, the balance of payments data by themselves
do not tell us anything about the things which
are important to people today. What is important
is the level of business activity in a country, the
level of employment, standards of living or the
economic policies that contribute to the balance of
payments performance. These factors must also be
analyzed.
The Gold Standard
The classical gold standard was in operation until
World War I. Each country had declared its currency as a percent of gold weight and dealt in
it accordingly. This was a "mint parity" with gold
serving to back the currency. Exchange rate
fluctuations were slight and governments and
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central banks made their currency and gold freely
interconvertible at a fixed price. As an example,
the United States was coining gold into money and
redeeming money in gold at $20.67 an ounce.
This continued more or less for several decades
thereafter in most major countries. International
trade, however, was expanding much more rapidly
than the gold supply and in time gold became only
a fraction of the world's total money supply. When
a nation experienced a balance of payments problem, its trading partners wanted payment in their
own money or in gold. Thus, a nation's gold supply
could run out before the deficit corrected itself.
This happened to the United Kingdom and in an
effort to avoid a similar situation in the future,
the Bretton Woods Conference of 1944 created the
International Monetary Fund (IMF).
The IMF was intended to establish international
machinery for monetary problems (rather than isolated solution) . It provided that each country state
a par value for its currency, in terms of the United
States dollar and then intervene to support that
value within a band of plus and minus one percent.
It created quotas whereby countries could draw
upon the Fund (within certain limits) in another
countrv's currencv. Most of the countries drew their
limit in United States dollars to enable them to
buy our exports during the late 1940's, 1950's and
earlv 1960's.
In the mid 1960's, confidence in the United
States dollar began to weaken and countries started
to redeem their dollar holdings stimulating a high
outflow of United States gold reserves. In March
1968 a "two -tier gold system" was adopted whereby: (1) central banks agreed to honor one another's
claims at $35.00 per ounce, and (2) the private
market price was set free to be determined by
supply and demand.3
In 1970 Special Drawing Rights (SDR's) were
created permitting countries to withdraw or borrow
SDR's from the IMF to buy other countries' currencies —they could be used in the same way as
gold, hence the name "paper gold." But this still
didn't stern the pressure on our gold outflow and
in response, the United States suspended further
convertibility of the dollar into gold in August
1971. This precipitated a world monetary crisis
which was quieted by the Smithsonian Agreement
of December 1971 establishing semi -fixed exchange
rates and devaluing the United States dollar. Thus,
there is no gold standard today as it was known in
the past.
The Dollar Devaluations
AN OVERVIEW

For decades the United States dollar was the
world's leading medium of exchange because everyone was confident that everyone else would always
' International Monetary Fund, Balance of Payyments Concepts and
Defnitiont, Pamphlet Series, No. 10, 1968, p. 4.
M. Hudson, "A Financial Payments -Flow Analysis of U.S. International Transactions: 1960- 1968," The Bulletin, Nos. 61-63, New
York University, Graduate School of Business Administration, Institute of Finance, March 1970, p. 7.
r Since then the `official" price has gone up to $42.22 per ounce,
while on February 1, 1974, the market price was $132.50.
3
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accept it. It was the principal money in international
business since other currencies were tied to it from
Bretton Woods.
But in August 1971 when the President sus.
pended the dollar's gold convertibility, he served
notice that other countries would have to:
(1) choose between accepting an inconvertible dollar standard, and (2) cutting loose from the dollar
by floating their exchange rates. The major countries whose currencies were not already floating,
took the second course. The system had broken
down.
THE MONETARY SYSTEM IN USE

The pegged -rate system which had been in use
rested on two points: (1) the general use of the
dollar as a reserve asset, and (2) the presumption
that major currency valuations were not likely to
change. The assumed stability of the dollar made
it possible for the United States to expand its
domestic money supply without much regard for
the effect on balance of payments. This, in turn,
kept the entire world monetary system very liquid.
It permitted other major countries to follow similar
expansive policies.
The system worked successfully because United
States domestic policy, with its relatively self contained economy, was not subject to as stringent
balance of payments discipline as other countries.
But everything depended on the willingness of
other nations to go on accumulating dollars in their
official reserves.
Looked at in this wav, the system contained the
seeds of its own destruction since it depended on a
political relationship that made overtones of dollar
leadership acceptable. Our country's great economic
weight meant that the Federal Reserve operated
as a supranational central bank which strongly influenced monetary conditions in other countries
thus setting the general state of the world's monetary climate.
CAUSES OF THE SYSTEM'S COLLAPSE

A number of developments were responsible for
the system's demise. First, Western Europe and
Japan had grown very rapidly as trading powers
during the 1960's. This contributed to a growing
unwillingness to accept a United States position
of monetary dominance.
Second, the increasing international mobility of
capital (principally Eurodollars) * tended to undermine the presumption of exchange rate stability.
It provided the means for overwhelming speculative
pressure on existing parities.
Third, the buildup of largely inconvertible dollar
holdings in foreign banks gradually eroded the system's credibility which depended on a fixed dollar
exchange rate.
Fourth, inflation in the United States, which
resulted from Federal spending financed by an excessive money supply in the mid and late 1960's,
helped to undermine the United States world competitive position.
Finally, the breakdown was probably precipitated
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by the Federal Reserve's massive expansion of the
United States money supply in the first half of
1971. This helped to accelerate an outflow of short term funds from the United States; and by undermining the remaining confidence in the dollar, it
played an important part in the timing of the crisis.
Coupled with the sharp deterioration of United
States trade balance in 1971, all of this convinced
the markets that the dollar should be devalued.
In December 1971 a 7.9 percent devaluations took
place; and on February 12, 1973 the dollar was
again devalued, this time by an additional 10 percent. There were a number of reasons which forced
the second devaluation. First, our trade deficit increased from $2.8 billion in 1971 to $6.8 billion
in 1972. Recognizing the fact that 1971 was the
first trade deficit experienced by the United States
underscored a continued lack of confidence in the
dollar by foreigners. Second, the international
mobility of Eurodollars continued. This excess of
dollars was driving down the conversion price in
much the same way as an excess supply of a commodity will drive its price down. Finally, concern
was beginning to set in about the United States
abilitv to contain domestic inflation.6
The consensus holds that we failed to devalue
the dollar by the right amount in the first place.
Just what the right amount should have been remains to be seen, but today's floating currency
comes closer to permitting the market forces of
supply and demand to determine this. The band -aid
which was applied by the Smithsonian Agreement
turned out to be only a temporary measure.

,,... by
undermining
the remaining
confidence in
the dollar, it
played an
important part
in the timing
of the crisis."

THE MEANING

Devaluation by the United States meant that
the par value of the dollar was reduced by 17.9
percent. Technically, it meant that before the devaluations we would not redeem dollars for gold at
$35 per ounce and after the devaluations we would
not redeem them for $42.22 per ounce. The par
value of the dollar is a number in the statute books
and changing it does not, per se, have any economic
effect. What has an effect is a change in the behavior of foreign governments and central banks
in determining the price at which they will buy
and sell dollars and the exchange rates they seek
to preserve. If, for example, other nations had
chosen to counter our action by similar reductions
in the par value of their own currency, they would
have neutralized our devaluation.
One of the effects of the devaluation will be to
contribute to the inflationary pressures in the
United States. While this is so, it is also true that
any action to improve our position internationally
would have a similar effect. Reducing our trade
deficit means reducing our imports, increasing our
exports, or some combination of the two. Imports
Eurodollars are United States dollars on deposit with foreign
banks; the deposits are interest bearing and the holding bank can
lend them to borrowers similar to other deposits.
As measured against those governments that did not change their
official rates.
At the time though, the annual rate of about three percent was
the lowest among industrial nations; talk of relaxed Phase ITT
controls may also have been a factor.
I
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"Over the long
run, however,
the impact on
the trade
balance
should be
favorable . . . "

help to hold domestic prices down through the
added competition, while exports tend to push domestic prices up —since income from the goods is
distributed here but the goods themselves are not
available in our markets. Thus, the excess of imports
over exports in 1971 and 1972 partially protected
us against the full economic effects of domestic
policies.
The over - valued dollar also enabled United States
manufacturers to get more for their dollars in investments overseas. Thus, investments would have
been more attractive to United States investors
before the devaluations than afterwards. The devaluations are also responsible for less direct investment abroad, and they will have a negative effect
on our balance of payments, since overseas investments by United States firms are generally believed
to strengthen our international position in the long
run.
By the same token, the initial impact of a currencv devaluation is unfavorable. The trade deficit
of the devaluating country gets worse because of
in- process orders for imports and exports which
will be honored at the prices established before
devaluation. Over the long run, however, the impact on the trade balance should be favorable since
the cost of imports will rise while exports will
become cheaper; this implies several other positive
factors:
1. United States goods traded on a price basis
should become more competitive abroad.
2. Increased export markets and /or increased import prices may make it profitable for some
United States businesses to go back into the
export business.
3. The United States can expect to boost receipts
from visitors encouraged by cheaper travel costs.
4. Investment in the United States by foreigners
may now be more attractive.
There are also several other negative factors connected with cheaper export and higher import costs:

oil.

1. The cost of non - elastic imports will have to
be met —most notably
2. United States producers using foreign raw materials or components in their production will
pay more unless competitive domestic substitutes are available.
3. Some United States products already in short
domestic supply will become more costly with
increased demand.
4. Foreign investment in the United States will
cause increased competition at home.
Thus, while devaluation is intended to help
correct existing disequilibrium it is not a panacea
nor is it a guarantee of export competitiveness.
Time will tell whether or not the two devaluations
have been successful.
Some Strategies for International Management
As a general rule, an affiliate operating in a weak
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currency country should attempt to fund assets
subject to loss on devaluation by liabilities denominated in that currency. An affiliate operating in a
country where the currency is expected to appreciate in terms of dollars would be managed quite
differently. Borrowings in strong currencies, for
example, should not be undertaken unless the probable loss on interest and principal which would
accompany a revaluation is exceeded by the interest
savings resulting from borrowing in that currency.
FOR OPERATIONS IN WEAK CURRENCIES

Devaluation prone currencies are characteristic
of economies which are undergoing rapid and protracted inflation. Operations in such a country
should be structured in a wav that will minimize
the effect of inflation on an affiliate's profits and
the effect of devaluation on the parent company.
Local cash should be kept at a minimum. If
feasible, all funds that are not specifically required
for local use should be remitted to the parent
company. Since waiting for year -end entails unnecessary risks, interim dividends should be used
whenever possible. If immediate repatriation of
earnings is limited or prohibited, permission to
remit funds in the future should be sought. Funds
can also be remitted by other means (often more
frequently) by such payments as rovalties, licenses,
technical advice, and management fees.
Strict control over local currencv receivables
should be maintained. Whenever possible, receivables should be denominated in a stable currencv,
unless the required discounts exceed the losses anticipated as a result of inflation or devaluation. The
receivables collection period should be minimized.
Inventories should be minimized consistent with
satisfying the customers' needs. Exceptions may
occur, when persistent price increases on materials
exceed financing costs and when there is the possibility that a devaluation would affect the costs of
imported goods.
If possible, hard currencv expenses should be
prepaid unless the cost of financing the prepayment
exceeds the estimated risk of devaluation. As a
general rule, all liabilities other than intercompany
obligations should be designated in weak currencies
if the related costs do not exceed the probable
gain on devaluation. The effective cost of borrowing
local currency should be deducted from the gains
which are expected to accrue from having weak
currencv debt during a period of inflation or devaluation of that currency, and compared with the
alternative cost of financing in hard currency. The
effective cost of debt becomes prohibitive only
when the cost less the anticipated rate of currency
depreciation exceeds the cost of financing in a
strong currency. This is important in many developing countries where the cost of capital is often
extremely high and the general level of interest
rates is in excess of the inflation rate and the
probable loss upon devaluation.
Accounts payable should be denominated in the
affiliate's local currency, where possible. Payment
terms should be lengthened if there is a positive
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spread between earnings on funds made available
by postponed payments and the interest costs.
Weak currency trade payables, payments on withholding taxes, social security obligations and import
and export duties should be deferred.
All possibilities for borrowing locally should be
investigated, including insurance companies, development banks, finance companies, foundations
and the subsidiaries of other United States companies which may have excess funds.
If the parent company decides to lend to its
affiliate rather than have it borrow locally, it should
obtain official assurances that interest payments and
repayment of principal will be permitted. Many
companies arrange to have their subsidiaries borrow
from their United States bank rather than directly
from the parent company. Then, if a country finds
it necessary to impose restrictions on repayments
of foreign indebtedness, the country will be less
likely to jeopardize its relationship with the world
financial community than with individual investors.
FOR OPERATIONS IN STRONG CURRENCIES

From a financial standpoint, it is easier to operate
affiliates in countries with revalution prone currencies. The primary exposure here comes from a
company having its liabilities in the currency exceeding its assets denominated in that currency.
In this case, it is advisable to undertake a strategy
directly opposite to the ones described above for
minimizing exposure in a weak currency. Again,
the possible courses of action should be carefully
evaluated to determine whether the probability of
loss resulting from a given action exceeds the savings which it will generate.
Since interest rates on loans in strong currencies
are frequently below those on comparable dollar
borrowings, United States companies are often
faced with the problem: should debt to be floated
on the international markets be denominated in
dollars or in another currency? When making cost
calculations, prospective borrowers should bear in
mind that when a revaluation occurs, not only is the
principal of the loan revalued, but the company
must purchase the currency to make interest payments at the new higher rate.
Emerging Reforms
In the last eighteen months there were two significant meetings of international authorities trying to
agree on monetary reforms in an attempt to avoid
past mistakes. The first was a September 1972
Washington meeting of the members of the World
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Bank and International Monetary Fund. The following principle seemed to represent an emerging
consensus:
The idea of protectionism is being rejected.
Japan's Minister Ueki stated ". . . the international monetary system in the future should
be guided by a one world principle . . . its
overriding objective should be the avoidance of
inward - looking economic blocs ..."
The exchange rate system should continue to
be based on fixed but flexible par values. Exchange rate changes in the future should be
recognized as an integral part of the adjustment
process, whereas under the old system par values
were defended by domestic policies and changes
occurred only when secular factors created a
fundamental disequilibrium.
Balance of payments deficits should be settled
in international assets as contrasted to international liabilities. Secretary of the Treasury
Schultz made it clear that "... after a transitional period the United States would be prepared to undertake an obligation to convert
official foreign dollar holdings into other reserve
assets as part of a satisfactory system —a system
assuring effective and equitable operation of the
adjustment process."
There will be a diminishing role for gold and
key currencies which are outside the control
of monetary authorities and there will be an
increasing use of SDR's as the principal asset
for settling balance of payments deficits.
The principle that ". . . all nations must subject themselves to the disciplines of the adjustment process, so that the persistent accumulation of deficits or surpluses may be avoided,"
be no longer contested.

"... should
debt to be
floated on the
international
markets be
denominated
in dollars or in
another
currency ?"

The second such meeting was concluded in
September 1973 in Nairobi. Although there was
no total agreement the draft reform proposal seems
to be so broad that it would embrace positions
that run from rather freely floating rates to tightly
pegged exchange rates. The sense of the meeting
though, was that the freely floating rates must go—
although this view was not shared by Treasury
Secretary Schultz. Critics charge that rates have
been unstable under the managed floats and that
they're not moving toward equilibrium levels. Based
on this meeting, there seems to be some evidence
that we might have a return to some of the problems similar to the past.
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INFLATION AND
FINANCIAL REPORTING
If we as accountants can be forced to seriously consider and
discuss the attesting of forecasted income statements, then the
implementation of these recommendations should not be
controversial.
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Income Statement
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In the presentation of financial condition on the
balance sheet, we accountants have held steadfast
to the cost principle in the valuation of a business
entity's assets. The justifications and assumptions
underlying this position were that the dollar was a
stable monetary unit of measure, the business entity
was viewed as a going concern, and the purchase
price of the assets measured in cash or cash equivalents was an objective, verifiable statistic. Now we
find that the justifications may not be completely
valid and it may be time to take another look at the
assumptions.
While the annual rate of inflation, as measured
by the Consumer Price Index, has averaged three
percent for the period 1946 through 1972, in three
recent vears (1969, 1970, and 1971 ) , the annual
rate has been about six percent; and for the three
months ended August 31, 1973, the seasonally
adjusted annual rate of inflation in the United
States was 11.4 percent.' This certainly leaves something to be desired for the stability of the dollar.
The "going- concern" assumption, on the other
hand, is still valid in most cases. However, recent
merger and acquisition activity does indicate the
need for reporting more current valuations of an
entity's financial condition. The current shareholders and potential investors have a right to receive information on which to judge purchase
prices and stock exchange ratios at the time they
trade in the company's securities.
The cost principle, too, should not be abandoned
in reporting financial condition and results of operation. Statements prepared on this basis provide
relevant information for tax purposes and other
government reports. They also provide important
information for shareholders, potential investors and
other interested parties. However, supplemental information should be provided to give interested
parties some indication of the current financial
condition of a business firm.

Because investors want to know how well a
company has performed in the past, as a starting
point for forecasting how well a company will do
in the future, the balance sheet is ignored and the
income statement and earnings per share are emphasized. The income statement which is also
prepared on the cost principle does result in a
matching of revenue dollars based on current price
levels with expenses, especially depreciation and
to some extent cost of goods sold, based on dollars
of a different purchasing power level. However, the
final net income is a combination of results of operations and any gains due to wise inventory purchasing policies and capital expenditures management. This is as it should be. If a given company
has made major capital improvements and expansions when price levels were lower, then this astute
decision - making, whether intentional or unintentional, should be reflected in reported income as a
separate category of holding gains. The reported income based on the cost principle of matching expenses against revenues is also the basis for Federal
and State income tax provisions.
Income statements prepared on the historical cost basis provide a basis for justifying increases or
decreases in selling prices and expense levels. These
statements have also been effective in the free movement of capital resources into various industries.
Would price -level income statements and,/or income statements adjusted for current replacement
cost be as effective as a monitoring device? The
answer is not a simple one. Although adherence to
the cost principle for income statement preparation
should be encouraged, the basis of preparation
should be explicitly stated in the body of the statement or in a footnote to avoid confusion or misinterpretation. A suggested footnote could be
worded as follows:
' Labor Department Reports, The Wall Street Journal, September
24, 1973, p. 3.
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"Revenues are stated at the amounts billed to
customers and expenses are listed at actual
costs incurred. For depreciation expense and
other assets consumed, this may not reflect
expenses based on current price levels."
Balance Sheet
The balance sheet is currently a list of assets
which except for cash, accounts receivables and
marketable securities, are cost residuals. They are
carried forward because they have future service
potential in generating revenues or reducing costs.
The balance sheet also lists the equities. These are
the creditors and stockholders who have provided
funds to the corporation equal to the total assets.
These values provide relevant information on a
going- concern basis of the assets yet to be consumed (non- monetary assets) and utilized (monetary assets) in the measurement of future income
or loss. Because there is enough activity in mergers
and acquisitions (outright sales of corporation for
stock or cash), receiverships, bankruptcies and other
reorganizations, the disclosure of current values is
warranted.
With adequate footnoting, these current values
could be shown in a separate column on the balance
sheet labeled "Current Values." See Exhibit 1 for
an illustration of this reporting format. The effective
definition of "current value" is given as a combination of market values, current replacement cost,
appraisal values, insurance values, and assessment
values, depending on the particular asset being
adjusted. The emphasis would be to provide relevant information on financial condition to statement readers. These valuations would not, however,
constitute adjustments to figures on the balance
sheet, income statement, and statement of changes
in financial position.
Assets
CURRENT ASSETS

The current asset section of the balance sheet
is reasonably correct in reflecting current values.
Cash and accounts receivable are reported at stated
dollar amount and net realizable dollar value respectively. There can be little misunderstanding by
statement users as to what these dollar amounts
represent. The turnover of accounts receivable is
high enough and the allowance for uncollectibles
should be adequate enough to make accounts receivable the net dollar equivalent in current terms.
Marketable securities are listed at the lower of
cost or market. Common sense dictates that for informative disclosure the cost (if market value has
deteriorated) should be shown in parentheses. The
current market value should be shown in the
current value column.
INVENTORIES

In the inventory section, permissible tax practice
has had much influence on accounting practices
because whatever basis is used for tax purposes
must be used for external reporting. The lower cost
or market, under FIFO assures no overvaluation.
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With rising prices in our current economy, the
misstatement is in the form of undervaluation compared to current replacement cost, especially under
LIFO.
The various cost -flow methods distort the current
value of inventories and the current value of current
assets. This, in turn, distorts current ratios, working
capital and other measures of liquidity. Inventories
are truly a current asset with a large annual turnover. Therefore, the variety of cost -flow methods
should continue to be used for income determination purposes. However, the current replacement
cost should be disclosed in the current value column
regardless of the cost -flow method used for income
determination and tax reporting purposes. Replacement cost is one objective, verifiable figure that
public accountants can attest to in their annual
audits?

"Because there
is enough
activity in
mergers and
acquisitions ...
the disclosure
of current
values is
warranted."

PREPAID EXPENSES

Since by definition we are including prepayments
for insurance coverage, leases, and other expenses,
the unamortized cost should approximate the current replacement costs of these expenditures. If
rates have subsequently gone up or down, then such
replacement cost should be shown in the current
value column.
INVESTMENTS

These assets are carried at cost because the corporation is holding them for the long term and is
not interested in their immediate sale. For reporting
unconsolidated subsidiaries, the equity method is
permissible. However, the business entity must be
completely aware of the market value of these securities. A possible misstatement of value can occur
when the 60 percent share of a company that is
owned is valued at the same market price as the 40
percent that is publicly held. A notation of this
possibility should be made in a footnote. The market price is an objective, verifiable statistic. It should
be included on the balance sheet in the current
value column.
PLANT AND EQUIPMENT

This is the one area where inflation has contributed most to a misstatement of current values.
Since 1967 the Consumer Price Index has increased
35.1 percents Accountants have discussed various
methods of price -level accounting for the past 25
years in terms of the advantages of applying different indices to the fixed asset historical -cost values.
In all of that discussion, statement users are provided with no more relevant information today than
they were given 25 years ago.
The fixed assets reported as historical costs less
accumulated depreciation are a summation of costs
at different price levels. In effect we accountants
are implying that we can report no additional in7

Business entities, no doubt have been less than enthusiastic about
voluntarily disclosing this figure because of possible repercussions
from the IRS and Congress as to the dollar amount of tax deferral. However, it must be realized that with one legislative or
executive order this information could be required. In fact, the
SEC already requires such reporting.
8
Op . cit.
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Exhibit 1
ABC COMPANY BALANCE SHEET
Cost
$300,000
25, 000

500, 000

$

$

Assets
Current assets
Cash
Accounts receivable
Less: Allowance for uncollectibles
Marketable securities
lower of cost or market
(cos t - $45,000)

275,000

275, 000

30,000

30, 000( 1)

20, 000

150, 000(2)

10,000

15, 000(2)

80, 000
5,000

95, 000(2)
6,000 (3)
$

Inventories
Raw materials -LIFO
W ork in process -lower of cost
or mar ket -F IFO
Finished goods lower of cost
or mar ket -F IFO
Prepaid expenses

920,000

20, 000
15,000

$1, 071,000

$

$

Investments
Land held for future use -cost
C.S.U. of life insurance on officers
Investment in affiliated companies cost plus equity in retained earnings
since date of purchase

Current value
500, 000

35, 000

100,000(4)
15,000

63, 000 (1)
70,000

$600,000
300,000

300, 000

Equipment
Less accum. deprec.

$200,000
50,000

150, 000

100, 000

$

$

Plant and equipment
Land
Buildings
Less accum. deprec.

178, 000

800,000( 4)
1,000, 000(5)

400, 000( 5)

50,000
100,000
200, 000

350,000

$1,890, 000

$3, 799,000

350, 000
50,000
20,000

500,000
40, 000
540,000

Stockholders' equity
Common stock
Paid -in capital in excess of par
Retained earnings
Total stockholders' equity
Total equities

350, 000
50,000
20, 000
$

420, 000

$

$

Bonds payable
Deferred income tax liability

50,000
100,000
200,000

3 50,000

$

$

Total assets
Equities
Current liabilities
Accounts payable
Wages payable
Federal income taxes payable

$

$100,000
50, 000

2,200,000

$

Intangibles
Pat ent s -cost
Less amortization
Research and development cost
Goodwill, net of amortization

$

550, 000

420, 000

500,000
40,000
540, 000

$ 400,000
200,000
330,000
930, 000
$1,890,000

2,839,000 (6)
$3, 799,000

(1)
(2)
(3)
(4)

Based on quoted market values at the close of trading on December 31, 1972.
These inventory values represent the current replacement costs of the inventories on hand.
Based on current premium rates on the insurance policies in force.
Based on an appraisal by XYZ Appraisal Company, these are the current values of the land owned by ABC Company at December 31,
1972. See appraisal opinion attached. T he real estate tax assessment values are shown on a supplementary schedule.
(5) These values represent the insurance coverage on the buildings and equipment in force on December 31, 1972. The real estate tax assessment values and independent appraisal firm values are shown on supplementary schedules.
(6) T he stockholders' equity based on current values is 3 result of t aki ng the tot al assets less total liabilities. It t akes into cons iderati on the
increase in value of t he t angible as sets due to inflat ion but does not assign any s ubjective val ue t o the int angi ble asset s beyond actual
costs incurred.
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formation regarding fixed assets because appraisal 1. Insurance values
values are subjective, current replacement costs are 2. Real estate tax assessments
not readily apparent for items on which no daily 3. Appraisal values
market prices are quoted, and various different
price -level indices may not be appropriate for the INSURANCE VALUES. Every business firm should have
particular fixed assets of a specific company. It is its fixed assets (except for land) insured by an exdifficult to see how these explanations can be ternal insurance company or make adequate projustified when we are seriously considering (with vision for self - insurance. The insurance company or
prodding by the SEC) forecasted income state- companies should be asked to submit a report and
express an opinion both on the dollar level of inments.
To provide for more relevant reporting of fixed surance coverage and the adequacy of the insurance
assets, the writer proposes several basic suggestions. coverage. The insurance coverage for buildings and
The historical cost of fixed assets less accumulated equipment should be broken down into time indepreciation is a meaningful statistic. It represents crements in a supplemental schedule. The dollar
the future service*potential of the fixed assets re- level of insurance coverage may not be a completely
ported on an original cost basis, and is a meaningful accurate statistic on the current value. However, it
valuation for income determination purposes. How- is a measure of value arrived at by two parties in an
ever, in the interest of disclosing more information independent transaction; one party, the insurance
about fixed assets, a supplementary schedule should company agreeing to be exposed for the coverage,
be included with the balance sheet, grouping the and the other, the company agreeing to pay the
fixed assets by category in five or ten -year incre- premium for the covered risk of loss.
The actual insurance coverage may be the net
ments according to time of purchase. See Exhibit
insurance value or a dollar amount approaching the
2 for an illustration of format.
With some justification, public accountants are current replacement cost when coinsurance pronaturally hesitant about including subjective ap- visions exist. Enough detail should be shown on the
praisal values or current replacement costs for fixed schedule to disclose the insurance company's or
assets in the primary financial statements. By the companies' appraisal values of current replacement
use of the supplementary schedule disclosing a de- cost and net insurance values along with the actual
tailed chronological sequence on the historical -cost dollar amount of coverage. Where more than one
basis, public accountants are able to attest to this insurance company is involved in overall property
objective, verifiable report. More important, users coverage, perhaps a summary schedule could be
of financial reports are now able to apply their own compiled.
In addition to the opinion by the insurance
factors in arriving at a current value for plant and
equipment. Even if they apply no valuation factors, company, an explicit statement should be made on
the users are given more complete information re- the schedule that these valuations represent insurgarding the financial condition of the fixed assets. ance values, not liquidation values if the company
Businessmen should not be reluctant to provide subsequently goes into receivership or bankruptcy.
this information to shareholders and other interested The accountant would attest to only the authenparties. Even though the fixed assets are fully de- ticity of the insurance report not to the reliability
preciated, if they are in a good state of repair, then of the contents. The contents and the opinion reit is a plus for the company's past and /or current garding adequacy of coverage are the responsibility
management that they were purchased when the of the insurance company.
purchasing power of the dollar was higher.
The three remaining suggestions concerning the ASSESSMENT VALUES. The second valuation that
reporting of the financial condition of fixed assets could be reported would be the real estate valuation
are more controversial. These concern the reporting by municipalities for tax purposes. Assessments are
often made by persons who are not trained in
of one, two, or three of the following valuations:

"...itisa
measure of
value arrived
at by two
parties in an
independent
transaction."

Exhibit 2
SCHEDULE OF FIXED ASSETS
Accumulated
depreciation

Net book
value
-

$
-

$

-

2,000

-

2,000

-

-

-

60,000

-
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$600,000

$300,000

$300,000

-

-

-

30, 000
20,000
60,000
88, 000

30, 000
10,000
6,000
2,000

10,000
54,000
86, 000

$200,000

50,000

$150,000

-

80, 000
130, 000
90, 000

$

120,000
70,000
30, 000

-

$100,000

-

-

-

200,000
200, 000
120,000

-

40, 000
25, 000

-

-

20,000

-

-

-

-

60,000

Cost
$

-

$

-

-

10,000

Equipment
Net book
value

$

Cost
20,000

Accumulated
depreciation
20,000
-

$

Land
Cost
5,000

-

$

Buildings
Period of
purchase
Prior to 1900
1901 -1910
1911 -1920
1921 -1930
1931 -1940
1941 -1950
1951 -1960
1961 -1970
1971- Present
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"Its level
depends on
the appraiser
and the
purposes for
which the
valuation
is made."

appraisal techniques. Thus, significant inequities
often occur within municipalities, between municipalities within a state and between states. Some
government units may use cost as a basis; others
may use percentages of full value. However, many
states are striving toward equalized valuation.
The details of these appraisals could also be summarized on a supplemental schedule. The public
accountants would attest to the authenticity of assessments in reflecting current values. The assessments do represent an arms - length transaction between two parties, the assessor and the company,
and after a normal review and appeal process, are
the basis for tax payments.

tories take the conservative approach of valuation
at the lower of cost or market. Of course, these
intangibles should be written off completely when
it is reasonably determined that the asset no longer
has future service potential. In practice this realization normally occurs when earnings can support no
more charges.
The effects of inflation do not explicitly affect
the historical cost values reported for intangible
assets. Probablv the most reasonable policy to follow
in accounting for any and all intangibles is to adopt
an arbitrary maximum period of write -off of five
years. If income from expenditures for these investments can not support a write -off over five years, it
may be an indication that the expenditures should
not have been incurred in the first place. It would
be preferable that a value of zero be shown in the
current value column for any and all intangible
assets regardless of the circumstances. However,
from a practical standpoint, the current values
should be no higher than the historical cost less
amortization.

A third suggestion in reporting
a current value for fixed assets is to have an independent appraisal firm complete an appraisal every
two or three vears. This report along with an
opinion from the appraisal company could be published in a supplementary schedule. The public
accountant would again be attesting to the authenticity of the report, not the accuracy of the conConclusion
tents of the appraisal.
Some may argue that four different values for
The financial data in the current value column
fixed assets would only confuse statement users. is to be considered supplemental information on the
On the other hand, many individuals who own balance sheet. Its presentation is in no way to be
private dwellings are quite aware of these four valua- considered an abdication of the cost principle in
tions: cost, insurance value, assessment for real the traditional balance sheet presentation and in the
estate taxes, and the appraisal by the real estate measurement of reported income on the income
broker at the time of sale. People are quite aware statement.
of the possible divergences among these four valuaThis additional reporting represents an attempt to
tions. Reporting some or all of these valuations in measure inflation on the balance sheet as tangible
supplementary schedules would highlight the fact assets are affected. These inflated values would not
that "current value" is not an exact dollar amount. be offset against revenue in the measurement of a
Its level depends on the appraiser and the purposes smaller and perhaps truer economic income. This
for which the valuation is made.
supplemental information would not measure the
loss in holding liquid assets or the gain in having
INTANGIBLES
fixed dollar liabilities in inflationary periods. The
Purchased goodwill, research and development only suggestion is that it would provide meaningful
costs, patents, secret processes, and other deferred information.
charges are reported on the balance sheet at cost
Such reporting would result in a shared responsiless amortization. In the accounting treatment of bility by accountants, insurance companies, governpurchased goodwill, a maximum period for write -off ment assessment officials and professional appraisal
of 40 years is permitted. It is difficult to perceive firms in the realm of published financial informahow the accounting profession could be more un- tion. If we as accountants can be forced to seriously
conservative with this accounting principle when consider and discuss the attesting of forecasted ingenerally accepted accounting principles governing come statements, then the implementation of these
the accounting for marketable securities and inven- recommendations should not be controversial. ❑
AP P R A I S A L V A L U E S .
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ORGANIZING FOR
FORWARD MOTION
Freedom and responsibility for each participant to revise his part
of the minutes on the basis of second thoughts and verification of
facts resulted in: (1) limitation to matters selected for adoption,
(2) rapid presentation of needed material, and (3) economical use
of available first line talent.

When we talk of progress in accounting, and in
management accounting in particular, we usually
think in terms of new types of reports or new techniques of accumulating or grouping figures. We also
think of more effective presentations and interpretations, including comparisons to prior periods and
variations from budget. What we seldom think of
is that nothing is going to move until somebody
thinks of organizing the capabilities possessed by
the organization in such a manner that we can
obtain forward motion.

vice president of finance, the director of information
services, or the budget manager. All that is important is that the man be very competent, and that he
be free to move. There must also be vertical cooperation and coordination. Within a larger organization, this cooperation and coordination involves
three levels of management: the vice president of
finance, the controller, and the first -line managers.
The executives and managers must maintain horizontal coordination throughout the organization in
order to bring their expertise and their overall
knowledge and understanding of control information requirements into the working relationships.

Planning for Forward Motion

Staff Meeting —The Key to Forward Motion

Forward motion in accounting management, in
any company, requires the following:

The application of these three elements can be
illustrated in terms of the organization of Brown &
Williamson Tobacco Corporation. For more than a
decade, the finance department had operated with
one official directing general accounting as well as
the tax department and data processing, while
another official directed management reporting, cost
accounting and auditing. Eventually, the two wound
up respectively as Vice President of Finance and as
Corporate Controller. This reorganization unified
supervision over the previously split major functions
of finance.
The concept of forward motion was built into
staff meetings. Regular members at these meetings
included the Vice President of Finance, the Controller, and the three supervising managers of
general accounting, cost accounting, and budgeting.
The meetings were actually chaired by the Controller with the Vice President of Finance claiming
to be present only for his own information. His
presence, of course, had much greater significance.
The tone of the meetings was kept very informal
and loose. Anything could be brought up by any
one of the members, and there was often much
discussion. The Controller would then put together
the essence of the discussions into an extensive

By Frank Judd

1. There must be a clear set of objectives, and you
must know where you want to wind up.
2. There must be technical competence in the
different aspects of accounting among departmental managers.
3. The departmental managers in accounting must
be thoroughly familiar with company operations,
and have the acceptance and good will of managers within the operating departments.
4. In order to accomplish the desired forward motion you need the right organizational structure
to provide the push. (Without this structure you
may have an excellent organization, with first rate performance, vet you are not likely to move
away from the established procedures that have
stood the test of time.)
If you are serious about wanting to introduce
innovations rapidly, you must build the motion
factor into the organization. This means structure,
and it means people. It means putting a moving
spirit into the driver's seat to stimulate forward
motion. This spirit could be in the controller, the
MANAGEMENT ACCOUNTING /APRIL 1974
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"The forward

motion . . . was
an outstanding
success."

draft of "minutes," which would be circulated
"round- robin" fashion to each participant. The
Controller's draft was not intended to bind or obligate anybody to any statement reported in the
minutes. Instead, each man was expected to rework
his portion of the report to reflect what he wished
he had said, after checking facts and figures, and
after consulting with members of his staff. This
approach may seem to make the meetings inconclusive, but it turned out to be very valuable.
The importance of this technique was that (1)
the minutes actually became valid reports and work
plans for future progress, with details being added
as needed, (2) simultaneous clearance provided
through the participation of the Vice President of
Finance, and (3) the discussions at the meetings
remained free and open because everyone knew that
he would not be held responsible for statements
made in the course of any meeting. However, each
individual had the obligation to rc -work his portion
of the minutes and to be sure that his statements,
as corrected, could be relied upon.
Effect of Meetings Procedure
The forward motion and the coordination
achieved by this natural encouragement of initiative,
thinking, and communication was an outstanding
success. The large amount of time normally devoted
to the preparation of written presentations pointing
out any number of possible alternates was eliminated
along with the procrastination and inertia characteristic of the process. The checking and verification
procedures were limited to pertinent factors, rather
than starting with the usual bulk of exhibits covering many possible solutions to be passed through
channels. Concentration was centered upon pertinent data, and the presentation approach, which
often becomes an end in itself, was eliminated.
The free, unstructured, and somewhat unprepared
discussions with experienced managers were excellent. The subsequent requirement for each participant to rewrite his part of the minutes on the basis
of second thoughts and verification of facts produced the needed foundation. The edited minutes
then provided necessary coordination and served
as a self - policing report.
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At first glance, the procedure has the appearance
of putting the cart before the horse because discussion is carried on before the homework is done.
However, in the hands of a very competent group,
the procedure works and the time saved is fantastic.
Coordination with Major Operating
Departments
When a more serious problem developed between accounting, information services, and manufacturing a somewhat different organizational device was used to maintain the forward motion. We
established regular bi- weekly meetings of the project
leaders of those departments with their executives
(referred to as the "group of four" and consisting
of Vice President of Finance, Vice President of
Manufacturing, Vice President of Personnel and
the Controller). The intent was that the meeting
would bring the following into one room: (1) the
competence and firsthand experience of the project
leaders, (2) the different departmental interests and
ambitions, and (3) all executives involved. After
the issues were stated, they were discussed by all
and, almost without exception, agreement was
reached in the open meetings or immediately following after the staff had been excused. Either way,
the decision reached was made known to all participants in the form of "minutes." Once this was
accomplished, the work could progress because no
one could argue that his boss was not yet ready to
agree.
Conclusion
Organizing for forward motion when implementing new concepts is a problem that is separate and
distinct from those normally faced by most organizations. If we want to succeed in advancing management reporting and controls in our respective companies, we must solve a set of problems with many
new challenges.
The sad fact is that few plans fail because of
errors in objectives and lack of technical knowledge,
but the corporate records are filled with failures
traceable to inadequate attention to the problems
of moving and working out the change.
❑
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PROCESSING
NEW IDEAS
If a company is really committed to excellence in the area of new
ideas and provides the appropriate communication paths, it is
possible to virtually capture an employee's mind so that corporate
problem solution will subconsciously go on in his mind on a

By James F. Harrison, Jr., and
Samuel M. Baggett
Encouraging supportive thinking is probably the
most important attribute of an information system.
With a properly designed system, a company can
bring virtually all of its mental resources to bear
on a given problem if desired. More likely, however, a company will want to encourage key individuals to address a particular problem.'
In the design of an idea - processing control system
and the delineation of responsibilities within the
system, consideration must be given to the processing of all types of new ideas. To accomplish this
the system would require a permanent new -idea
staff, new venture teams, and line manager participation. The new -idea system would then be one
segment of a plan to stimulate growth and profits.

move through the development process and the
cumulative cost grows rapidly during the last stages
of product evolution, thus individual failures during
the last stages of development and commercialization cause drastic changes in the overall effectiveness
of new -idea expenditures.
The criteria which the control system must meet
can, therefore, be summarized as follows:

J. F. HARRISON, JR.

1. The system must be responsive to the needs of
top management, i.e., the right kind of information, at the right time, with an appropriate
amount of detail.
2. The evaluation techniques must be compatible
with organizational objectives and philosophies.
3. The system must not be excessively expensive.
4. The system must be simple enough so that all
employees can find an appropriate point of
interface.
Planning, Organization, and Control
5. The system must be able to receive, process,
and evaluate all ideas regardless of whether or
Planning, organization, and control are the
not company interests are directly served.
means to profitable new ideas. The planning task
involves the development of corporate goals, the 6. An efficient management information system
must be utilized to ensure the dissemination of
projection of economic conditions, and formulation
information
to all interested and responsible
of alternative courses of action. Top management
parties.
must set forth broad parameters of objectives, establishing policies and creating an environment that 7. The control system for new ideas must carefully
protect the contributions of individuals as a
motivates subordinates to make a new -idea system
motivational consideration.
profitable. Organization refers to the personnel
structure which carries out the tasks involved in 8. The evaluation of projects resulting from new
ideas must be updated on a periodic basis.
the processing of ideas. The formality and com9.
The
system must be flexible enough to permit
plexity of this structure vary directly with the size
management to change its emphasis and retain
of the company. The control of new -idea developcontrol of the overall process of maximizing
ment is also important, particularly in projects
profitability.
where idea success is contingent upon research
over an extended period of time. There is a progressive decline in the number of product ideas as they The New -Idea Function
' A National Industrial Conference Board survey of 150 American
companies disclosed that 88 percent of new product ideas come
from within. See John T. Gerlach, and Anthony C. Wainwrigght,
Successful Management of New Products, Hastings House Publishers, New York, N.Y., 1968.
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Awe

24- hour -a -day basis.

There is more than one good way to carry
out the new -idea function, bearing in mind that the
organization scheme must be tailor -made for the
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"Responsibility
for the
product's
success or
failure in this
case is always
subject to
question."

size, type, and nature of the business involved.
The three basic forms are: (1) the new -idea committee, (2) the new -idea staff department, and
(3) the new - venture team.

bility generally proceeds from the point where a
product gets initial approval until the product has
been successfully test - marketed. Its functions would
include the following:

NEW -IDEA COMMITTEE

1. Screening new product ideas
2. Working with research and development on
translating a concept into an acceptable consumer product
3. Projecting the market size, share, and profit
that can be expected
4. Developing a timetable to produce and market test the product
5. Working with manufacturing to ensure that an
acceptable product is produced at a reasonable
cost and according to schedule
6. Conducting market - research activities to refine
the product's characteristics and determining
the kind of advertising and sales promotion
support required to maximize the product's
chances
7. Conducting market tests to determine whether
the product is capable of meeting the sales
and profit goals established

The first form, the new -idea committee, is
usually composed of managers -of each of the functional areas of the business. On the organizational
chart this form fits in a staff slot directly under
the chief executive as illustrated in Exhibit 1. This
form of organization satisfactorily serves a company
embarking on its first new ventures. The major
attribute this system has is that it brings together
a cross section of the best talent in the company.
However, once the program begins to consist of
more than a few new ideas at various stages of
evolution, this form becomes untenable. The advantage is outweighed by the time and effort required to operate a sizable program as venture
efforts grow.
The next thing that happens is that the committee appoints one or more full -time assistants
to do the investigatory detail work and to provide
continuity to the program. The committee continues to be the decision- making body but relies
on its staff for detailed background material on
which it bases its decisions. In some companies
making highly technical products, the staff assistant
may be assigned to the manager of research and
development, or in consumer - oriented companies,
to the marketing manager. In either of these alternatives, the assistant must work across functional
lines to achieve his goals. Working in this manner
the assistant has limited authority and yet he still
has new -idea responsibility.
This organization form is plagued by working
and reporting relationship problems but may be a
workable system if the proper individual handles
it. It should be recognized that this system inherently does not aid management control and can
easily cause organizational bottlenecks.
NEW -IDEA STAFF DEPARTMENT

The second form, the new -idea staff department,
is the most prevalent organizational form among
large consumer - product companies. As a corporation grows and the work load and problems increase, the committee and staff assistant form
evolve into the staff department type of organization. Duties of such a department may include the
following:
1. Recommending new product programs and objectives
2. Developing specifications
3. Making initial screening decisions
4. Coordinating the activities of other departments
The head of such a department for a consumer products company generally reports to the chief
executive officer, although in some cases he may
report to the top marketing officer. In most consumer -goods companies the department's responsi26

This type of system is also applicable to industrial -goods companies, especially those in developing technology industries. In this situation, the
company may be marketing a few large, complex
products on which they continually make improvements and changes.
The problems caused in filtering, evaluating,
and carrying out many product modifications are
quite similar to that of the consumer industry in
introducing new products. The principal problem
with this organizational form is that it must still
work across functional lines with responsibility
but no authority. Most significant is that it must
turn over responsibility for the product to the line
organization at a most critical time —when the new
product is born. Responsibility for the product's
success or failure in this case is always subject to
question. It can be alleged by the line organization
that the staff department misrepresented the product's worth. On the other hand, the staff department can claim that the line group botched up
the merchandising of a good product.
THE NEW- VENTURE TEAM

The third form of organizational structure, the
venture team, may be used in conjunction with
the new products program. Pioneered by duPont
and 3M, advocates claim that it combines the advantages of the entrepreneural spirit found in small
businesses with the advantage of the extensive
resources available in large corporations. The venture team is a small group assigned full -time to
guide a new product from concept to commercialization and then to continue to manage the product
until it is an ongoing business, at which time it
is transferred to another department or made a
distinct entity itself. When new products are
turned over to an existing organization for commercialization, the existing organization exhibits
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a strong resistance to change. On the other hand,
a venture team has a vested interest from the start
in making the project a success. As a result, it
shows more enthusiasm, optimism, and willingness
to solve potential problems than any staff department is likely to show. Exhibit 2 illustrates a typical
organization for a new - venture group.
The venture manager acts as a general manager
for the project and typically would have at least
one assistant in each of the principal functional
areas during the initial phase of the project. His
group would include: (1) a technical manager,
responsible for guiding the project through research
and development and converting it into a tangible
product; (2) a production manager, responsible
for developing a manufacturing process to make
the product to specifications at a reasonable cost;
and (3) a marketing manager, responsible for
conducting market research necessary to determine
the configuration of the product that meets greatest
consumer acceptance, the potential size of the
market, and its characteristics.
As the project develops, the venture team adds
people and begins to look more like a small company. A plant may be built and staffed to manufacture the product and a sales force assembled.
If the product is successful in the marketplace, a
new operating division may be added or the product
may be transferred to another division.
The venture team system has several particular
advantages: the singleness of purpose, simplicity
of communication, and the direct accountability
characteristic of a small business combined with
the advantage of size of the large corporation.
The Proposed System
The proposed new -idea organization is a combination of a permanent new -idea staff supplemented
by new - venture teams. The permanent staff maintains a continuous new -idea effort and the new venture team adds dynamism to major new
products. The venture team serves to shield new
products from resistance in the established part
of the corporation. The combined form of new idea organization would then have the following
functions:
1. Idea evaluation
2. Consolidation and distribution of ideas
3. Auditing
4. Planning and coordination with top management
S. Motivation of personnel to generate ideas
The new -idea organization must be staffed and
equipped to handle the evaluation of ideas from
an economic, commercial, and marketing standpoint. The extent of the analysis will depend on
the overall ramifications of the idea, capital requirements, and the type of idea. For example,
an idea for a new product involving large capital
expenditures, hence notable financial risk, should
involve a more in -depth study of the commercial
aspects and expected market than a product that
requires only an extension of existing facilities.
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The new -idea organization is required to make
recommendations to the decision - making line manager and pertinent individuals above him, accompanied by supporting analysis.
The decision - making line manager normally will
be the highest individual in the line organization
who is authorized to make the required expenditures and /or commitment of company resources.
When a new product is accepted by top management, the decision will be made as to whether or
not to establish a venture team to handle the project. For industrial companies with relatively small
product lines, most new products accepted by management would be handled as new ventures, but
for consumer goods companies and companies with
large product lines, the decision to use venture
teams is more subjective and less frequent.
All new ideas should be processed through a
consolidated data bank that could be referred to
if a particular question should arise. The information should also be cross - referenced by product relationship, application time, status, etc. For companies with large volumes of ideas, the file system
could be computerized similar to computer library
research routines.
Auditing on a regular basis is required to measure the performance of the idea control system.
The auditing function would include an annual review of ideas that were rejected during that period.
The basis for rejection would be studied to determine whether any change in technical or economic conditions would change the disposition of
the project. In addition, any ideas being held for
later implementation should be reviewed to check
whether any changes in economic or technical conditions would cause them to be rejected or immediately implemented. While the line manager approving the specific projects has direct responsibility
for expenditure and reporting of results, the new idea organization, along with members of the technical group, would re- evaluate the active projects on
a regular basis, particularly at critical points in the
project's life. By reviewing the economic, market,
manufacturing, and technical facts regularly and at
critical points, with projects being dropped, modified, or delaved, the overall efficiencv of new -idea
expenditures can be improved. It would also be the
responsibility of the new -idea organization to review the economics of completed projects as a
measure of the overall system performance and for
summarizing the data generated and reporting it
to top management.
Liaison with top management is an important
function of the new -idea organization. It involves
planning and coordinating the new -idea effort with
overall corporate objectives. In this way, changes
in corporate objectives, long -range plans, financial
limitations, etc., can move down the ladder through
the new -idea organization to the idea originators.
Likewise, important new ideas that could affect
corporate plans and objectives can be presented to
top management in a timely and organized manner.
Utilizing an arrangement like this, the idea originator feels more a part of the organization and top

management benefits from the flow of new ideas.
The motivation of personnel to generate new
ideas must also be the responsibility of the new idea organization. The new -idea organization should
solicit ideas from the employees through line management and educate them in techniques of creative idea development. However, what exactly are
the responsibilities of the new -idea organization and
line managers to the individual with respect to new
ideas? For the effective line manager who asks and
gets much from his subordinates, the answer is
simple —he must reciprocate by being aware of personal needs by creating an atmosphere of acceptance
and recognition so essential to self- esteem. In addition, he must protect the individual's self- esteem
by .judicious guidance to prevent embarrassing pitfalls and to provide support as needed for a fair
evaluation of all proposals. The new -idea organization, working through the line manager, must support this policy.
Accountability
One of the reasons that idea processing systems
are ineffective is the abdication of responsibility
for the success of proposals by middle management.
Abdication typically takes the form of a committee type approach to the handling of new ideas or the
assignment of a staff position or group to perform
these functions. In either case, line management
has essentially abandoned its rightful responsibility
to the individual and to corporate goals. With respect to corporate goals, new ideas means higher
profits, growth, and longevity. Thus, in working
with corporate planning, the new -idea organization
can stress idea generation along the lines that will
aid current problems or help future plans.
Line Managers' Responsibilities
The following paragraphs are devoted to an explanation of a system for involving line managers
in the evaluation of ideas. Application of this system to particular organizations would vary somewhat, but an effective system would be based on
these principles.
1. Line managers must be responsible for a fair
and equitable evaluation of all new ideas submitted by their subordinates.
2. Line managers must be required to factor their
personal judgment and experience into all new
ideas originating among their subordinates by
making appropriate technological, marketing,
and cost - reduction estimates of success as a minimum. In this respect, line managers must be
encouraged to contribute to the fullest extent
as their duties permit.
3. Line managers must be held accountable for
their judgments of new ideas. They must be
required to keep accurate records which are to
be considered as performance evaluation factors
when considering an individual for pay increases
or promotions. This feature will provide an incentive for more thorough evaluations of suggestions.
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Idea Originator's Responsibilities
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When an individual has an idea, typically he will
discuss it with several people to develop a feel for
its soundness. Having convinced himself that it
may have some merit, he proceeds to document the
idea. The company may wish to provide the assistance of a trained idea writer for the individuals
who are not capable of adequate verbiage. Once the
idea has been reduced to words, the document is
dated and forwarded simultaneously in two direc- 1. The idea should first be defined in general terms
so that individuals not intimately familiar with
tions: to the immediate line manager and to the
the area could understand and be stimulated by
independent evaluation staff. (See Exhibit 3.)
the idea.
Upon receiving the document proposal, the first
line manager will evaluate its contents and prepare
a "New -Idea Process Work Sheet." (See Exhibit 4.)
Exhibit 3
If the first line manager decides that the proposal is
NEW -IDEA FLOWCHART
potentially attractive but not complete, he may return the document to the originator with comments
Originator
and suggestions for improvement. When this is
of idea
done, a specified number of man -hours should be
I
I
allocated for the appropriate revisions. To prevent
I
blockage of an idea, a time limit for manager evaluaI
I
tion and rework must be set. The reworked proposal
I
is then forwarded with the endorsement to the next
I
higher line manager; copies, as appropriate, are also
I
1
sent to interested departments or individuals.
I
The function of the second line manager is esI
sentially the same as that of the first; however, he
I
I
is likely to have considerably more authority and
Line
can more effectively stimulate action on the new
—
Mgr. no. 1
proposal. He is still required to provide all the estiI
mates of merit for the proposal and is still responsi1
Line
ble for his judgments.
L
Mgr. no. 2
Typically, there are five to ten links in the chain
of command from the top to the bottom of an
I
organization. Somewhere along the line, a point
1
will be reached where it will no longer be practical
to have a line manager evaluate each new proposal
Decision
that passes through his hands. When this hapmaking
Line Mgr.
pens, a decision point must be set up in the line
management preceding the bottleneck. At the decision point, the line manager will be given the

--

In an organized system of new -idea flow, the
originator, as well as line management and the new idea organization, must know his responsibilities as
he makes a proposal to management. It may be advantageous to generate a short document for every
employee which includes a discussion on the importance of innovation, the procedure for submitting ideas, and possibly some simple economic evaluation techniques. The following items should be
required of the idea originator in the proposal document:

-

Idea Flow

"When an
individual has
an idea,
typically he
will discuss it
with several
people . . . "

-

By forcing line managers to make decisions and
recommendations regarding new ideas, mostly those
ideas originating within their own areas of responsibility, top management can compile a cumulative
record of the judgment ability of line managers and
subordinates. Surely a high degree of accurate judgments would be an important factor in promotion
decisions. A control system providing a quantitative means of measuring the judgment of subordinates would be a great motivational factor for objectivity in all employee ranks —not just in the middle management area.

responsibility for comparing the recommendations
of the independent evaluation staff with those of
the lower - echelon management and making a decision (to implement, to hold, to reject, or to forward to higher management). For some types of
proposals, such as manufacturing cost reductions,
it may be desirable to give lower -line managers implementation authority. Care must be taken that
these lower -level managers properly disseminate
data describing the improvement, so that other
plant functions can benefit.
Along with the responsiblity for making a decision on the fate of a proposal, the line manager at
a decision point must be given appropriate authority. We have already said that he will be held
accountable for his decision in a performance evaluation.

-

Line managers must be responsible for the
timely processing and dissemination of new ideas
originating within their areas of responsibility.
Line managers must be given authority (limited
with respect to their levels) for the allocation
of labor and materials for the evaluation of new
ideas originating within their areas of responsibility.
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"

... a myriad
of ideas can be
generated . .

2• Sufficient details should be included supporting
the idea.
3. Estimates of incentives for adaptation of the
idea, whether it be economic, size, weight, operations, etc., should be included.
4. Drawings, sketches, or graphs which can greatly
enhance understanding should be part of the
proposal.
5. The proposal should include references, company
standards, computer programs, design codes, etc.,
that were used.
6. One copy of the proposal should be sent to the
new -idea organization and one to the first -line
manager.

Conclusion
If a company is really committed to excellence in
the area of new ideas and provides the appropriate
communications paths, it is possible to virtually
capture an employee's mind so that corporate problem solution will subconsciously go on in his mind
on a 24- hour -a -day basis. The process is relatively
simple —the idea is described, the description is
disseminated, and a clear path for receiving and
analyzing new ideas is provided within a receptive
and rewarding atmosphere. Under these conditions,
a myriad of ideas can be generated assuring the
future growth and profits of a company.

Exhibit 4
NEW -IDEA PROCESS WORK SHEET

Evaluating Manager

Position

PROPOSAL TYPE
❑ ❑The❑proposal❑described❑herein❑relates❑to❑the❑following❑products:

❑
❑
❑
❑
❑
❑
❑

❑New❑product❑idea❑(company❑-❑related,❑non-company❑related)
❑Product❑improvement
❑Administrative❑or❑operational❑cost❑reduction
❑Manufacturing❑cost❑reduction
❑Basic❑research❑proposal
Marketing idea
Other

Date
TECHNOLOGY
The following is my estimate of the technological feasibility of the
proposal:
c
3
❑o❑c
S
Year of implementation =)

Chance for technological success, %
0

10 120 130 140 5 0 1 6 0 170 180 190 100

Present
(Write in)
My estimate is contingent upon the following factors (list):

RECOMMENDED DISPOSITION
❑ Immediate implementation
❑ Rejection
❑ ❑Study❑proposal❑for❑future❑implementation
❑ ❑Sell❑proposal❑outside❑the❑company
ACTION
❑ 1 have personally discussed this proposal with the originator.
❑ I do not have the authority to authorize future work at this time.
❑
_manhours have been authorized to further analyze the proposal.
❑ ❑This❑proposal❑is❑outside❑my❑realm❑of❑experience.
I refer it to the following individuals or departments for evaluation:

❑ ❑Our❑campany❑(has,❑does❑not❑have)❑the❑technological❑capabilities❑to
successfully implement the proposed project.
❑ ❑Our❑suppliers❑have❑the❑technological❑capability❑of❑successfully
implementing the proposed project.
❑ ❑Our❑company❑could❑develop❑the❑technology❑for❑implementing❑the❑proposal
b y- 1 9 - w i t h a _ m a n h o u r l e ve l o f e f f o r t a n d $
in capital expenditures.
MARKET
The fol low i ng is m y e s tim ate of the m ar k et abil ity of the pro pos al:
C
3
Y

❑ ❑Attached❑are❑suggested❑modifications❑for❑improving❑the❑proposal.
❑ ❑Attached❑are❑alternatives❑that❑will❑accomplish❑the❑same❑end.
❑ ❑Attached❑are❑ideas❑stimulated❑by❑this❑idea❑but❑not❑directly❑related.

Present

PROPOSAL DISSEMINATION

(Write in)

I recommend the following information dissemination action:
❑ ❑Limited❑dissemination
❑ ❑Wide❑dissemination❑to❑encourage❑supportive❑thinking
❑ ❑Specific❑dissemination❑to❑the❑following❑departments❑or❑individuals

30

Year of availability

j

Ma rk et ab i li ty , %

0

10 20 30 40 50 60 70

80 90 100

❑ ❑Competitors❑(are,❑are❑not)❑currently❑offering❑this❑product❑or❑service.
❑ ❑Our❑company❑is❑marketing❑similar❑products.
❑ ❑Marketing❑of❑the❑proposed❑product❑would❑not❑give❑our❑company❑any
significant market advantage.
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ACCOUNTING THEORY:
REVOLUTION
OR EVOLUTION?
When the government does act, it is generally in reaction to a current
situation and not in anticipation of it. To be effective, accounting theory
must evolve in anticipation, through public inputs, minority
viewpoints, and even disagreements among opposing groups.
By John L. Kramer
Accounting theory has developed over a period of
time in response to changes in the environment,
to changes in society, and to changes in economic
theory. The emergent accounting theory has thus
been the result of many actions taken by various
interest groups. Yet, no single group or individual
has been able to attain a monopolistic position with
regard to theory development. In the light of this
fact, it appears that some form of political process
exists and that various interest groups have contributed some form of input. These interest groups
can be classified as follows:
1. Certified public accountants (individuals and accounting firms)
2. Professional accounting organizations (NAA,
AICPA, AAA, ICA, etc.)
3. Business organizations (individuals whose statements are publicly presented)
4. Users of statements prepared by others (investors, creditors)
5. Members of the academic community (including
professors of behavioral and social sciences)
6. Governmental agencies (federal, state, and
local) including Congress, the Judicial Branch,
and Regulatory Agencies (SEC, IRS, and those
agencies having jurisdiction over specific industries)
Ultimate Control Lies with the United States
Congress
Ultimate control for the presentation of public
financial information lies with the United States
Congress. This power was first exercised with the
Securities Acts of 1933 and 1934 which created
the Securities & Exchange Commission (SEC). The
Acts provided the Commission with the power to
MANAGEMENT ACCOUNTING /APRIL 1974

prescribe accounting practices in the matter of
filings with the SEC and as to the form of requirements for adequate disclosure.'
During 1936 and 1938 the SEC engaged in
discussions to determine whether or not it should
promulgate a set of accounting principles which
would be followed by all firms filing reports with
it. In Accounting Series Release No. 4 (1938), the
SEC stated that it would only accept financial
statements prepared in accordance with accounting
principles which have authoritative support, or in
accordance with rules, regulations, or other official
pronouncements of the SEC or its Chief Accountant.2 The ability of the accounting profession to
establish accounting theory and therefore account.
ing principles must ultimately depend on the federal government and its agencies.
The SEC has since that time influenced development of accounting principles primarily in an
indirect manner through cooperation and discussion
with the professional accounting organizations. The
SEC has commented upon certain AICPA exposure
drafts, and has effectively influenced the position
of the accounting profession. A direct stand was
also taken with Regulation S -X, Accounting Series
Releases.
The Two Approaches to
Developing Accounting Theory

J. L. KRAMER
Ann Arbor Chapter
1973, is a Student
Member. He holds a
B.B.A. degree from
the University of
Michigan - Dearborn
and is currently a
Doctoral Candidate
at the University of
Michigan Graduate
School of Business
Administration. Mr.
Kramer is a former
Supply Officer in the
U. S. Navy.
This article was
submitted through
the Ann Arbor
Chapter.

In the development of accounting theory, there
are two approaches which we may follow: (1) a
revolutionary process of change which is accompanied by a spectacular event,3 or (2) an evolur The SEC has acted as a legislative /judicial body under the control
of Congress which it should be remembered, retains ultimate control over financial reporting. By interpretinff APB opinions the
SEC has adopted the position of an "accounti ng court." Whether
or not they have the power or ability to do so is doubtful and
is currently being tested by Arthur Andersen & Co. in the courts.
T Eldon S. Hendriksen, Accounting Theory, Richard D. Irwin, Inc.,
Homewood, 111. 1970, pp. 77 -79.
I Lawrence L. 'Vance,
The Road to Reform of Accounti ng Principles," Accounting Review, October, 1969, p. 693.
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"The different
levels of
political
processes
involved in
developing
accounting
theory form a
continuum..."

tionary process of debate, discussion, and decision
by individuals and groups.
Two spectacular events have been: the amendment to the United States Constitution making the
present form of federal income tax lawful, and the
passage of the Securities Acts of 1933 and 1934.
These two events have disrupted the evolutionary
process and should not be considered as comprising
a sufficiently stable form of change to provide for
the orderly development of accounting theory. Another spectacular event threatening to disrupt the
current evolutionary process is inflation. This event
plus a continuation of the ones cited above may
be sufficient to significantly prevent an evolutionary
process.

Authority
The different levels of political processes involved
in developing accounting theory form a continuum
as listed below:
Autocracy
Unlimited authority towards development of accounting theory is invested in a single person or
small group of people. No inputs are accepted from
those not in authoritv.
Limited Autocracy
Authority over the development of accounting
theory is invested in a limited number of individuals
or groups each having a distinct role. Limited inputs
are accepted from those not having explicit authority to develop theory.
Limited Democracy
Interested individuals and groups have a major
voice in development of accounting theory. Inputs
are made by a limited number of individuals and
groups in a position to develop accounting theory.
Democracy
All interested individuals and groups have a
distinct voice in the development of accounting
theory. The emergent theory is the result of a vote
taken by the parties involved.
To determine the degree to which the political
process should be involved in development of accounting theory, we must consider these questions
of authority. We need to evaluate: (1) the type
and amount of authority present, (2) the level at
which it exists, and (3) the degree of centralization.
We must also recognize that authority can exist
in four different forms:
Physical authority (based on physical strength)
Political authority (based on political organizations and sanctions)
Moral authority (based on religious or humanitarian grounds)
Intellectual authority (based on research, intellectual capacity, or position ) 4
Although physical or political authority each
32

appear capable of existing independently of the
others, moral and intellectual authority do not.
To be effective, a policy- making organization should
preferably possess all four types of authority. A
single form of authority is not sufficient for the
establishing of accounting theory or principles.
Therefore, a standard setting body must begin by
seeking political authority.
Seeking political authority does not necessarily
mean that the development of accounting theory
must be left to the government. "Any professional
body that can exercise sanctions against members
who violate stated rules or standards has some
degree of political authority over those members." 5
Most of the interest groups mentioned above appear
capable of taking this position with respect to
accounting theory. In the past, the AICPA through
the statements of the APB and now through the
FASB has had relatively good success in obtaining
this general acceptance of accounting theory pro nouncements.
The ability of the accounting profession to maintain a strong basis for theory development lies in
following an evolutionary process of change. Open
division or diversity of opinion among the policy making groups or their members tends to lessen the
ability of those groups to maintain a balanced perspective with respect to authority. For example,
in an autocracv, the dominant group would probably use excessive amounts of political and physical
authority. The further removed from an autocracy
the organization form, the more reliance would be
placed on moral and intellectual authority to retain
control. Also, the organizational level at which authority is maintained will move to lower levels as
one shifts from an autocracy. The reason for this is
that in an autocracy power resides in upper echelons while in a democracy power resides with those
governed. The degree of centralization of authority
will therefore be indicative of the level of authority.
Also, a challenge to the authority of the dominant
group will cause a reduction of the amount of authority possessed by that group.

Codification or General Theory
Consideration must also be given to whether or
not accounting theory is to be promulgated in the
form of a concise, comprehensive set of rules; as series of general postulates, principles and,/or standards; or a series of recommendations by the accepted accounting authorities.
For many years the accounting profession existed
with only a series of informal postulates and principles upon which basic accounting theory relied. At
that time (before the dominance of the AICPA),
various individuals and organizations issued "unofficial" versions of accounting theory, and almost all
responsibility existed with the individual accountant. Commencing with the first recommendation
of the Committee on Accounting Procedures, the
Robert K. Mautz, "Accounting P
' —How Can They Be
Made More Authoritative ?" The CPA Journal, March 1973, P.
187.
Ibid., p. 188.
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AICPA's position moved away from individual authority and accounting theory became more codified.
Theory was developed in the form of rules with
an implied right or wrong way to handle each situation. With codification, it was believed that a situation once defined could be handled in a limited

number of ways as prescribed by the rules. Little
room is thus provided for judgment and interpretation by the individual practitioner. However, accounting being an interpretative art rather than a
strict science such as physics or chemistry needs to
provide a general frame of reference. The practitioner using this general frame of reference, his
judgment, and his authority may then proceed to resolve any situation. The rule, if existent, should be
cast in the form of a minimum of performance.
A recommendation, occupying a middle ground
position between codification and a general theory,
tends to contain three factors:
1. A description of the given problem
2. A reasoned discussion, often based on fundamentals, on how best to solve the problem
3. The recommended solutions

way, the American Accounting Association attemped to adopt an overall conceptual framework
with its series of pronouncements in 1936, 1957,
and 1966.8 It too was unable to attain overall acceptance from the practitioners. Only when a single
body having a substantial degree of authority over
the entire accounting profession comes into being,
can it establish a conceptual framework which
would become integrated into a comprehensive accounting theory. Until then, we must content ourselves with piecemeal solutions.

Other Considerations
A number of other considerations must also be
taken into account. These are:

"... a middle
ground
position
between
codification
and a general
theory tends to
contain three
factors ..."

DEGREE OF JU D GM E N T TO REMAIN IN T HE HANDS
OF THE ACCOUN TI NG PROFESSION . T h i s I n v o l v e s t h e

amount of judgment to be exercised by the preparers of statements, the independent auditors, and
the statement users. Different degrees of freedom
would exist as was explained earlier, under codification as opposed to general principles and standards.
POWER.
Under an autocracy ultimate authority rests with the governing body and no veto
power exists. However, with a government determined policy an appeal may be made through the
courts. Also, the AICPA has reconsidered its position at times with regard to certain issues under
public pressure without court forced action. This
would tend to demonstrate that as one progresses
from autocracy to democracy, the veto power vested
in the public sector increases.

V ETO

A codification tends to omit a reasoned discussion, providing only a description of a problem and
a solution. General theory, on the other hand, provides only the framework leaving the solution to the
practitioner. What is needed is some middle course
which reflects all three factors. This seems to be the
position taken by the pronouncements of the
AICPA which have attained a remarkable degree of
acceptance. Two safeguards applied by the Institute
which tend to reduce the harshness of its recommendations are: naming the members of the drafting committee to provide authoritative support; and
the expression of the minority opinion in the text.
A conceptual approach (as advocated by the
AAA) is also well suited to development of an
overall framework for accounting practice. Generally, using the deductive method (though the
inductive approach may also be used), it is possible to formulate and obtain acceptance of a group
of interrelated, consistent, and comprehensive principles of accounting. This approach is most likely
to be successful when there exists a strong central
authority which is capable of providing a complete
codification of rules for strict centralized control
over accounting practices.
In contrast to the conceptual approach, a piecemeal, problem - solving approach (as practiced by the
APB) is designed to give immediate help to the
practitioner faced with a problem. Consequently,
one of the major criticisms of the APB has been
its failure to develop an overall conceptual framework of accounting theory. Of course, this is nearly
impossible with the varied interest groups involved
in determination of the Board's final output. While
research was being done with Accounting Research
Studies Nos. 1 and 3, on development of a conceptual general framework, the Board was unable to
obtain acceptance of its proposals.? In the same
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MINORITY

REPRESENTATION

IN

DEV ELOPME NT

OF

ACCOUNTING THEORY .

A dissenting minority opinion adds a valuable extra dimension to a recommendation, making it more useful as an aid to
further development. The AICPA with establishment of public hearings and inviting comments
from members on exposure drafts ensures that various viewpoints are included in the discussion prior
to the rendering of a formal opinion. Failure to
include minority opinions would tend to produce
a divisiveness in the adoption of any portion of
accounting theory, thereby reducing general acceptance and formal authority.
ELI MIN ATI ON OF CON FLI CTS OF INTEREST . If any
one group were capable of controlling the development of accounting theory, it would be possible for
that group to use its authority to invoke sanctions
favoring its interests over all others. With the es1 W. T. Baxter, " Recomme ndations on Accounting T heory" from
Studies in Accounting Theory, edited by W . T. Baxter and Sidney
Davidson, Sweet & Maxwell Limited London ( U.S. distributors:
Richard D. Irwin Inc., Homewood, Ill.), 1962, p. 415.
1counting
See Maurice
11� oonitz
Postulates
Accounting,
AcResearch
Ssu� pThe
No. Basic
1, AICPA,
New oYork
, N.Y., 1961.
Robert T. Sprouse and Maurice Moonitz A Tentative Set of
Broad Accounting Principles for Business linierprises, Accounting
Research Study No. 3, AICPA, New York, N.Y. 1962.
*American Accounting Association, 1936: A Yentative Statement
of Accounting Principles Underlying Corporate Financial Statements. 1957: Accounting and Reporting Standards for Corporate
Financial Statements -1Y57 Revision. 19(iti: A Statement of Basic
Accounting Theory.
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"it is doubtful
whether any
position on the
continuum can
guarantee
increased,
more efficient
research
efforts."

tablishment of the FAS13 and its diversified membership (including those from the academic communih, and industry), terms of longer duration,
and higher salaries permitting financial independence from former associations; hopefully, much of
the external influence will be eliminated and accounting theory development can assume a greater
degree of independence. However, even a democracy would not eliminate conflicts of interest. At
best, all we can hope to do is to remove as many
of the situations in which conflicts of interest will
possibly arise.
A C T I O N . Perhaps the most efficient
form of policy - making (in terms of time) would
be a dictatorship. A dictatorship, however, would
not be accepted by the populus. Pure democracy,
on the other hand, while involving all individuals
in the decision - making process would probably
prove to be too unwieldy a process to prove practical. The most reasonable position appears to be
somewhere in the middle.
EF F IC IEN C Y O F

Research efforts should be divided up into a responsibility center for each and every one of the
interest groups involved. Until each group accepts
its share of the burden, a coordinated, total effort
will not be possible. Any change in the develop ment of accounting theory will have to provide for
a greater degree of empirical research and experimentation by individuals at all levels. It is doubtful
whether any position on the continuum can guarantee increased, more efficient research efforts. However, a slightly autocratic organization with centralized control and guidance appears to provide the
environment for more research than a loosely organized, decentralized organization consistent with
a pure democracy.
Conclusion

Accounting theory, principles, and practices have
evolved over a long period of time from business
practices by differing entities operating under various circumstances. There really is no reason to
expect that these practices should be logically interrelated up to our expectations. Accountants, likeABILITY
TO
A N TI C I P A T E
CHANGE
IN
E X I S TI N G
wise, have failed to establish a rigorously defined
T H E O R Y . It is debatable whether a single organiterminology to describe their concepts. As a result,
zation, such as the government, would be respon- it is often difficult to discuss basic concepts with
sive to change. Looking at current governmental any degree of mutual understanding of the posiactions, it does not appear to be so. When the tions held by the persons participating in the disgovernment does act, it is generally in reaction to cussion.
a current situation and not in anticipation of it.
I am a firm believer in the need for the political
To be effective, accounting theory must evolve in processes to be represented in the development of
anticipation, through public inputs, minority view- accounting theory but not as a total autocracy.
points, and even disagreements among opposing A continuation of the private role in formulation of
accounting theory should be encouraged. No
groups.
thoughtful person would be happy to have the govA B I L I T Y T O I N V O L V E R E S E A R C H E F F O R T S . While
ernment undertake to dictate the development of
many organizations and independent researchers accounting theory. Accountants in particular would
have attempted to involve themselves in account- not be pleased. Industry likewise would not. The
ing research, much has been characterized by a lack continued participation by NAA, AICPA, AAA and
of experimentation and coordination. Research their related committees is essential. No other arreaches either of two extremes: a theoretical ap- rangement is capable of fulfilling all of the require proach or a summary of practical application which ments thrust upon it for an efficient evaluation and
fails to become integrated into an overall position. determination of accounting theory.
❑
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Warning: The Surgeon General has determined that cigarette
smoking is dangerous to your health.'

In spite of the stated warning, which must by law
appear on each and every package of cigarettes sold,
the tobacco business continues to be one of the
country's major industries. Few contemplate the
varied processes or number of persons that must
be employed to satisfy the demands of the public.
The smoker, for example, gives little thought to
the fact that tobacco has to be grown before it
is made into cigarettes, cigars or other products.2
In this article, we will deal with one of the very
important activities related to marketing of the
crop, the warehouse auction. For over a century and
a quarter the loose -leaf auction warehouse has been
a key link in the chain of distribution.
Historical
According to various encyclopedia and other
sources, tobacco was first cultivated by the Indians
of North and South America. Its introduction to
Europe in the sixteenth century followed the busy
periods of world exploration and colonization. John
Rolfe is credited with the first domestic culture of
tobacco in Jamestown, Virginia, in 1612. Since that
time, public attitudes toward tobacco have fluctuated, from early views that "indulgence in tobacco
was both harmful and barbaric" to the current controversy concerning injury to health and offense to
fellowman. The Indians, for instance, believed that
tobacco had medicinal properties while James I, on
the other hand, forbade the use of the "Sotweed"
in England. He disliked the odor of tobacco and
placed a punitive tax on it. In spite of much publicity directed toward the hazards of smoking, annual consumption has risen steadily and is around
ten and one half pounds per adult in the United
States.3
Culture and Harvesting
Tobacco plants are grown from extremely small
MA N A G EM E N T A C C O U N TIN G /AP R I L 1974

seeds, approximately 350,000 in one ounce. Early
planting of seeds takes place in chemically treated
beds from which the plants are transplanted to field
rows. After seventy to a hundred days of growth,
influenced by weather, the mature leaves are harvested. Harvesting is accomplished by either one
of two methods: priming or clipping of the leaves
as they grow, or stalk cutting which secures the
entire plant for further processing.
Tobacco is put through a curing process by the
farmer. This involves the use of one of several
methods of drying the plant leaves. For commercial purposes, there are eight broad classes. They
are (1) flue -cured (bright or Virginia), (2) dark
air - cured, (3) Oriental and semi - Oriental, (4) dark
sun - cured, (5) Burley (a light air- cured), (6) light
sun - cured, (7) fire - cured, and (8) other light air cured. Air - curing in barns, which takes up to two
months, is the method used for the light cigarette
and smoking tobacco of Southern Maryland where
we researched this article.
Marketing
Marketing tobacco, like any crop, is big business.
It requires a lot of activity. In Maryland, the crop
grown in any year is sold in the spring of the following year. When the tobacco is ready for market,
the cured leaves are sorted into grades based on
size, color, and quality, and are then tied into bundles, called hands. These hands are piled upon
slatted shallow wooden baskets, measuring 36 to
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Legislation passed by Congress on December 17, 1965, required
that this warning be placed on each package of cigarettes, effective January 1, 1966.
s The tobacco plant is related to many well -known flowers and
vegetables, which include the petunia, garden pepper, tomato, and
eggplant. It is also related to the deadly nightshade from which
the drug belladonna is derived. In addition to cigarettes and
cigars, several chemicals are derived from tobacco, one of which is
nicotine, used extensively in sheep dips. Another is nicotine
sulphate, important in controlling insect pests. Yet another is
nicotine tartrate, used in medicine as a drug which counteracts the
effect of tetanus and strychnine poisoning. Also, a kind of sugar
called rutin has been obtained from tobacco; it rs used in treating
certain kinds of high blood pressure.
8 Encyclopedia Britannica, 1971 ed., vol. 22, p. 46.
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developed
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methods ..."

42 inches, for delivery to the auction warehouse.
The farmer makes every effort to arrange his leaf
hands to present the best appearance possible since
these baskets are the containers through which the
auction sales are made. The quantities piled upon
the baskets, based on the grading of the leaf by
the farmer, will vary from 20 to 300 pounds or
more. Then sometime before the auction, inspectors
of the United States Department of Agriculture
grade each basket.
Auction markets developed from earlier methods
in response to the need for quickly selling a large
number of small quantities of a semi - perishable
crop. P. D. Converse reported that:4
"The Virginia colonists first bartered their
tobacco to ship captains (merchants) at local
wharfs. Next came the practice of consigning
to English commission merchants (factors),
who sold the tobacco, deducting freight, tariff,
commission, and other expenses, and bought
the goods requested by the planters."
"In 1712 Virginia established public warehouses for tobacco and in 1730 provided for
inspectors who were to sort out and destroy
unmerchantable tobacco."
"The loose -leaf auction (tobacco placed in
flat baskets and not packed in hogsheads)
started in Danville, Virginia. It reached . . .
the Maryland belt in 1939 where it competes with the Baltimore hogshead auction."
As mentioned above, tobacco was formerly packed
in hogsheads by the farmer for transporting and
local names, such as Rolling Road and Port Tobacco, stem from this practice. However, the general
practice currently is to pack the leaf in hogsheads
after the auction for a period of three or more years
of aging. Through the grading of each basket of leaf
before sale, it is possible to obtain higher prices than

Exhibit 1
WAREHOUSE TICKET

was possible when all tobacco was stored at the
farm in hogsheads which had to be opened for inspection.

Selling
The warehouse furnishes the auction personnel,
which includes the starter, the auctioneer, the
ticket marker, the bookman, the clipman, and laborers to remove promptly the baskets of sold tobacco. In the auction procedure, the starter, a
person knowledgeable in tobacco, precedes the auctioneer and calls out a starting price suitable for
the basket lot. Th e buyers follow the auctioneer
who takes up the call and concludes the sale. The
ticket marker then records the name or symbol of
the purchaser and the buyer's grade called ou t t o
him by the buyer. In some cases, a supervisor of
buyers will inspect the sold tobacco to assure maintenance of grade for their company; and, if below
their standard, the lot is rejected and will be resold.
As the starter, auctioneer, marker, and buyers move
down the row, they are followed by the bookman
who enters on the floor sheet the buyer, grade and
price. The clipman mentally extends and totals the
floor sheets, including the farmer's bill, being careful to note any rejects by supervisors. An extremely
capable individual may serve as both bookman and
clipman. The laborers move in and cart away the
baskets of sold tobacco, which is taken to adjacent
buildings owned by the large tobacco companies
for packing by grade into hogsheads for shipping
and aging. Other lots are delivered to contractors
to be packed, this applying particularly to foreign
purchases. Daily sales volume is limited to the capabilities in the packing process.
During the course of the auction, the warehouse
management may find it desirable to bid on a lot
for a number of reasons, one of which is to try to
maintain a satisfactory selling price for the farmers.
This purchase appears in the daily records under
the term "l e a f' and may be put in subsequent
sales. Similarly, the warehouse management may
negotiate with a farmer and purchase his crop directly from his barns. It may subsequently place
this tobacco, also known as "leaf," in auction sales.
W arehouse Procedures
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The farmer brings or sends his cured tobacco to
the auction warehouse where it is weighed and identified by ticket (see Exhibit 1). The upper left hand
corner of the ticket identifies the serial number of
the lot and the basket number which is obtained
from the painted or stenciled number on each
basket. Entered in this corner also is the name of
the planter and owner or landlord, if any. Th e
tobacco baskets are then arranged in long numbered rows on the warehouse floor.
4 Qu o ta t io n s fr o m P . D . Co n ver se , " To b ac c o A u c t io n s E v a lu a t e d , "
T h e Jo u rn a l of Business of t h e Un i versi t y of Ch i ca g o , Ch ic a go ,
III. , 1943, vol. xvi no. 1, pp. 148 -149.
., m im e o g r a p h e d g r a d e s h e e t fu r n is h ed th e a u t h o r , lists 63 K rad es
gro
u p ed
as fo llo
second
th in gr
c rad
o pes
, in
-heavy
N- non
- descript
, ws:
a n d XS -sc
ra p . s,Q C
u a- li
c o r p o rcartoe d •I
in' -tips,
th e
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classificatio n a r e : 1- cho ice, 2- pod , a n d 3•lo ty . Ea c h gr a d e is also
id en tified by c o lo r : L -tan ,
-c h e rr y re d , R -red , D -b ro wn , V gree n ish K -va rieg at ed , a n d G- green . T w o "s p e c ia l facto rs " aff ec tin g g r a t in g a re : W- d o ub tfu l ke ep in g o r d e r a n d U- un sou n d —dam ag e d u n d e r 2 0 p e r c e n t .
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"Most tobacco
companies
have their own
grades ..."

Ph o t o c o u r t es y o f t h e B al t i m o r e N e ws A m e r i c a n .

The buyers follow the auctioneer who takes up the call and concludes the sale.

On the morning of the sale, the tobacco is graded
by an inspector from the U.S. Department of
Agriculture. At that time, he fills in the upper right
hand corner of the tickets The lower half of the
ticket is filled in during the auction. When the final
bid is accepted, the price at which it sold is recorded by the ticket marker. The buyer's code or
symbol is also added, followed by the type or class
designated by the principal of the buyer. Most
tobacco companies have their own grades, established according to their end product needs.
Within a few minutes after the sale, the buyer's
or contractor's laborers remove the tobacco baskets.
Some go to adjacent packing houses operated by
the large tobacco companies and some go 'to contractors who pack for other buyers. As this is done
the basket tickets are separated. The original is sent
to the buyer's office for use in verification of bills
rendered daily by the warehouse. The carbon is retained by the warehouse, and the remaining card
tag stays with the basket. Warehouse copies are
filed in lots by days for easy reference.
A combination floor sheet and farmer's bill is
made up upon receipt of the tobacco from the
farmer. This form has three or four pages as desired by warehouse operators. Of the four -page set,
page 1 is the floor sheet retained by the warehouse
on which are shown the name, basket numbers, and
weights of that farmer's tobacco. Page 2 is delivered
to the owner, or tenant farmer when applicable, and
page 3 is reserved for the landlord where necessary.
Page 4 is the receipt given to the deliverer of the
tobacco, which may be a trucker for the farmer.
When a three -page form is used, the original is
retained by the warehouse, the second page is delivered to the farmer, and the third page to the
landlord upon completion at the end of the sale.
Whichever form is used, pages 1, 2, and 3 are
used together on the sale floor.
MA N A G EM E N T A C C O U N TIN G /AP R I L 19 7 4

Accounting Procedures
After the auction, the warehouse copies of the
tickets removed from the baskets are sorted and
related to the farmer's bill upon which the pounds
and prices are recorded and extended. Extensions
are verified and from the total are deducted: warehouse charges, commissions, state taxes, freight and
drayage, and any other amounts due to the warehouse, leaving a net sum payable to the farmer for
that day's auction sales. The proceeds are paid
daily to the owner and tenant as their interests are
defined.
A farmer, not satisfied with the price, has a
limited period of time during which he may reject
the bid. He can then re -enter or re -offer the lot
for future sale; and, by so doing, realize more or
less for his tobacco depending upon the trend of
the market.
It is customary to use the purchaser's grade rather
than U.S.D.A. grades for billing purposes. This is
the reason for marking the buyer's grade number
on the ticket at the time of sale. All tickets are
sorted before billing into buyer's grades. The basket numbers, weights, prices, and amounts are tabulated and the total represents the account receivable
from that purchaser for that particular grade on
that day. A recapitulation of all bills to purchasers
should agree with the total of gross sales as recorded by disbursements to the growers. The bills
are then entered on a "Daily Summary of Sales"
form.
Payment of bills by the purchasers varies. Some
pay eighty percent of the warehouse bills promptly
and the balance as soon as complete verification of
purchase and deliveries can be made. In some cases
deposits are made in advance against purchases. The
distance of the paying office from the warehouse
location will also have some bearing on the prompt37

"At one time
tobacco was
used as
money."

ness of payment as will the purchaser's methods
of processing payables.
A loose -leaf cash disbursements book is also
maintained, consisting of sheets on which columnar
headings vary with the desires of the warehouse
operators. Headings may include: bill number,
weight in pounds, gross, commission, advances,
mortgage and loan, state tax, freight and drayage,
net, and leaf account. The totals of the daily entries
should agree with the summary sheets.
At one time tobacco was used as money. While
the practice is not in use today, the objective is
the same. The warehouses receive and deliver tobacco and its equivalent in currency. Because of
their responsibilities to both sellers and buyers, strict
accounting must be made. Daily balancing of accounts is probably the most important activity. If
these balances are not achieved at first, audits of
tickets and reports are instituted at once so that
there are no carry -overs to the following day. Books
of account embrace general ledger, cash receipts,
cash disbursements, daily summary book, customer
account book, payroll book, general journal, and
checkbooks, all of which vary according to the desires of the management.

from the sale of "leaf' as explained above; however,
such transactions can also result in losses. A small
amount of miscellaneous income may be realized
from concessions or vending machines.
Expenses
From the preceding summary of activities it may
be concluded that payroll is the chief expense, due
to employment of manager, starter, auctioneer,
ticket marker, bookman, weighers, laborers, drivers,
clerks, bookkeepers, and the proprietor. Attendant
payroll taxes, of course, are also a considerable sum.
In addition, there are the usual business expenses
of insurance, taxes, floor supplies, office supplies,
utilities, directors' fees, audit fees, attorneys' fees,
interest, and in the case of non -owned property,
rent. Expenses must be regarded closely due to the
limited length of the selling period, the fixed commission rate, and the volume and prices of the
tobacco sold.
Finally, depreciation on the various items of
equipment cannot be overlooked. Warehouse owned
baskets are of extreme importance. Maintenance
costs for auto trucks, floor trucks, scales, office
equipment, and, when owned, the warehouse buildings.

Assets
Warehouse equipment consists of buildings, baskets, scales, floor trucks, clerks' stands, and auto
trucks. Office equipment includes desks, tables,
chairs, cabinets, account files for farmers, adding
machines, calculators, check writers, and refrigerators (buyers require a lot of refreshment).
Income
Principal sources of income are the commissions
on sales and the warehouse service charges based
on weight. There is also some income from interest
and rent. Occasionally additional income may arise

MANAGEMENT

Conclusion
Many people accept the daily necessities or the
luxuries of living as a matter of course, few contemplating the varied processes or the numerous
persons required to satisfy the demands of the public. Such is the case of the smoker who realizes only
vaguely that tobacco is grown and made into cigarettes, cigars, or smoking tobacco. So the next time
you light up, you might pause for a moment and
reflect on the effect of the tobacco auction warehouse which enables you to consume one of the
world's favorite products.
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CAPITALIZING COSTS OF
INFORMATION SYSTEMS
A system is an asset because it possesses the essential
characteristics attributable to assets; consequently, the costs
incurred to acquire or fully develop a system should be capitalized.

By Karl E. Reichardt

the cost of systems work is that the cost will approximate one year's operating costs of that system.2 Five years is a commonly used rule of thumb
to project the useful life of a new computer system
once it becomes operational.3 Subsystems or applications not necessarily requiring new equipment
may have a shorter or longer life than these figures,
depending upon the particular application and environment.
Since systems costs can be substantial and systems usually last more than one accounting period,
there is a strong logical argument for explaining
why certain costs of developing and maintaining
computer -based information systems should be capitalized.

A perplexing problem of organizations having comf a '
puter -based information systems is in accounting
for the costs of developing the systems. Systems
costs not only include the so- called "computer software costs," but also the costs incurred in the
tasks to define, analyze, design, develop, and implement a new system or revise an existing system.
K. E. REICHARDT
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counting for costs incurred in systems work does
not change, then the results of operations and financial position reported in financial statements are
likely to become even more erroneous.
Capitalization Versus Expensing
The practice which conforms to generally accepted accounting theory is to capitalize the cost
of an economic resource whenever the resource
provides benefits beyond the current period. For
resources which are consumed during the current
period, expenditures are expensed; but for resources
which are beneficial to more than one period, the
expenditures are deferred. Usually the economic
resource whose cost is capitalized is some physical
product or quantity rather than a service. The preoccupation with physical evidence often results in
expensing resources that should be capitalized even
though in an economic sense it is clear that the
expenditures represent future benefit. Consequently, the form of the resource should not be a deterrent for capitalization. The important considerations are the underlying nature and potential
usefulness of the item.
The accounting treatment of non - physical economic resources is not of recent origin. W. A. Paton
and A. C. Littleton stated that charges not readily
assignable to physical property are just as legitimate
as the unamortized costs of plant. Paton and Littleton further stated that each charge should be considered on its merits in light of the conditions
prevailing in each particular situation.5
Also, the committee which prepared a Statement
of Basic Accounting Theory for the American Accounting Association addressed itself to this question of capitalization versus expensing in its recommendation for the accounting treatment of a
conversion, i.e., a recombination of asset services
reflecting the production of new utility (resource).
The committee stated that expenditures and other
costs devoted to such activities as research and development, personnel recruitment and training, and
marketing campaigns often involve future usefulness and are examples of conversions. The committee further stated that relevance demands that
the best available techniques for allocating these
expenditures to asset and expense categories should
be utilized.6
The decision to capitalize or expense an expenditure for an economic resource depends upon the
resource itself. If the acquired economic resource
possesses future benefit which appears to accrue to
more than one accounting period, the expenditure
should be capitalized. The benefit of the acquired
resource may be in the form of increased revenue,
decreased cost (cost savings), or service necessary
for continued operation. In any event, the form of
the asset, whether it be physical or non - physical,
should not be a deciding factor.
Accounting Treatment of Systems Costs
The tasks involved in developing a system can
be conducted completely in -house by a company's
own personnel, entirely by an outside consultant,
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or by some combination of in -house personnel and
outside consultant. Regardless of how the work is
performed, costs are incurred in conducting this
work and these costs must be accounted for in the
financial records of the firm acquiring the new
system.
The decision as to the alternate treatment of an
incurred cost is dependent upon the final object —
the product, service, or economic resource. Likewise, the accounting treatment of the costs of systems work is dependent upon the final result of a
specific systems project.
The prevailing practice for financial reporting
purposes is to expense all costs of systems work
regardless of the outcome of systems work. The
significant question is do the results of systems work
possess the characteristics attributable to assets, and
as a result, can the costs be capitalized?
NATURE OF ASSETS

Before one can determine if the cost of an economic resource is to be capitalized, one must understand what constitutes an asset. This includes not
only an understanding of the meaning of the term
"asset" but also the underlying nature of assets. The
items of most significance to the understanding of
assets are the characteristics which are common to
all assets.
An asset is some type of economic resource or
service which possesses present and /or future benefit to a business entity and which is a right of
that entity. For an economic resource to be considered an asset, the following characteristics are
essential: (quote)
The resource must possess present and /or future
benefit. As long as the resource is useful to the
entity it should be considered an asset. When
the resource no longer satisfies the criterion of
usefulness, present and /or future, it should be
removed.
The rights to the resource must accrue to a
specific business entity (or individual) . This
right must exclude others, but under some circumstances the right may be shared.
The right must be a legally enforceable claim.
Many times one has to rely on the intent that
was involved rather than a legal title or a
contract." 7
All assets possess these characteristics and, as a
result, are fundamentally identical. For ease in reporting and financial analysis, accountants and users
of financial reports classify assets into specialized
groups based upon liquiditv or length of expected
service life. Regardless of the fact that some assets
will provide services over a longer time period than
others, the nature of all assets is the same.
W. A. Paton and A. C. Littleton, An Introduction to Corporate
Accounting Standards, Edwards Brothers, Inc., Ann Arbor, Mich.,
1940, p. 73.
s Committee to Prepare a Statement of Basic Accounting Theory,
American Accounting Association; A Statement of Banc Accounting
Theory, American Accounting Association, Evanston, Ill., 1966, pp.
35 -36.
' Eldon S. Hendriksen, Accounting Theory, revised edition, Richard
D. Irwin, Inc., Homewood, Ill., 1970, pp. 253 -254.
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NATURE OF SYSTEMS

A system consists of all methods, procedures, and
functions —both manual and automated —which
fulfill a particular application or series of applications of a computer -based management information
system; this includes all means of gathering and
analyzing data and converting it to useful information to ensure that management possesses the
needed information to carry out its functions of
planning, organizing, coordinating, and controlling
in a particular situation. A system may require
several computer programs and execution runs.
Some applications may be closely related and be
considered by management as one system.
A system is not really physical in nature, as a
piece of equipment, but its presence is easily identified since it provides management with an effective and efficient flow of information within the
business organization. Many times the system is
perceived only through the end product —the reports which show that data has been processed
into useful information. In actuality the system is
depicted by diagrams in the form of flow charts
and decision tables, by explanations provided in
detailed manuals, and by such components as inputs, files, and programs stored on punch cards,
reels of magnetic tape or some other machine
readable form.
The system yields present and future benefits
by providing management with the information it
needs to conduct the activities of the organization;
this benefit accrues to the organization throughout
the system's useful life which is rarely less than
one year and more likely to average about five
years. The system is a right which accrues to the
organization and is a right which is a legally enforceable claim since a system is developed specifically for an organization. The system is a right
of the organization regardless of whether the systems work was conducted in- house, by outside consultants, or by some combination of in -house and
outside consultants. There may be contracts involved when the work is performed primarily by
outside parties, but generally the right to a system
is an enforceable claim by considering the intent of
the individuals involved. When systems work is
conducted in- house, individuals complete the work
as employees of the business entity; consequently,
all work performed on company time is considered
to be the property of that business entity.
NATURE OF CAPITALIZATION

A system is an asset because it possesses the
essential characteristics attributable to assets. Consequently, the costs incurred to acquire or fully develop a system should be capitalized.
Whenever an organization expends money for a
system which is expected to benefit present and /or
future periods, the organization clearly has acquired
an asset. The acquisition or development of a system is analagous to the acquisition of a tangible
asset, such as a building, which is expected to
benefit future periods. Just because the system may
not be as easily identified as some other economic
MANAGEMENT ACCOUNTING /APRIL 1974

resources is no reason for excluding in financial
statements the fact that an economic reality exists.
Assets Similar to Systems
There are economic resources which appear with
some degree of regularity on financial statements
that are similar in nature in many respects to systems. Two such cases are organization costs and
research and development. These two items lend
support to the idea that some of the costs of systems work can justifiably be capitalized.

"A system is an
asset because
it possesses
the essential
characteristics
attributable
to assets."

ORGANIZATION COSTS

Organization costs are costs incurred in the process of organizing a business entity; they include
all of the expenditures that are necessary to bring
an entity into being. Similarly, the costs incurred
during systems work on a project which results
in an information system can be viewed as all of
the expenditures required to bring a system into
being. Organization costs are associated with the
entire business entity thus benefiting the business
entity as a whole. The information system, also,
is in many respects associated with the entire business entity since an information system cuts across
many, if not all, of the functional areas of the
entity thus benefiting the entire entity. However,
the lives are considered different. A system's life
is limited while the organization exists as long as
it is an entity. Since there are similarities between
organization costs and systems development costs,
W. A. Paton's argument for the capitalization of
organization costs could very easily apply to the
capitalization of systems costs:
"Such costs [organization costs] are a commonplace, a regular feature of present -day
business and can therefore fairly be assumed
to be necessary costs (in a reasonable amount,
of course).... It is true that they attach to
the business as an entity rather than to specific tangible elements involved, but from the
standpoint of the going concern this in no
sense impairs their validity."
" . . . T h e point to be emphasized for
present purposes is that economic reasoning
as to the relation of costs and values supports the proposition that such charges are,
at the outset, a thoroughly legitimate
asset . . . " s
RESEARCH AND DEVELOPMENT

In a departmentalized business organization both
research and development and systems work are
ongoing functions having permanent staffs. Both
have special projects and both have success
(product or process versus a system) and failure.
In either case, projects can take any length of time
varying from a few months to more than one year.
Although systems work has no activity which
" William A. Paton, "Economic Theory and Accounting Valuations," Paton on Accounting, University of Michigan, Ann Arbor,
Mich., 1964, p. 235.
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"All of these
arguments
need to be
examined to
show why they
are invalid."

really parallels pure research, it is in many respects MEASUREMENT
similar to applied research which is conducted as a
In some cases the direct write -off of costs is despecial project. Systems work is specific in nature fended because the costs are difficult to accumulate
with the express purpose being the solution of an and measure. The expedient way is to write -off
explicitly identified problem. In applied research, all costs as operating expenses. This may be justified
a special research and development project is ini- if the amount is small, but the costs of a systems
tiated for some specific purpose and its success is project may entail expenditures which cannot be
reasonably assured. The special nature of this proj- considered trivial. The difference between capitalizect indicates that future benefits exist. Due to ing and expensing these costs may have a significant
these facts and characteristics, the research and de- effect on reported net income both in the year of
velopment costs are capitalized upon completion of expenditure and in subsequent years. Furthermore,
the project.
a system of accounting can be established to acThe similarity between research and development cumulate these costs. The direct write -off of costs
and systems work is thus easily recognized when cannot be accepted when the final result is misconsidering special projects. Systems work is con- representation on the financial statements.
ducted as a project with a specific purpose in mind
and success of the project is reasonably assured since USEFUL BENEFITS
the work is tailored to the specific peculiarities of
The argument that the benefits of systems are
the business. There also seems to be considerably uncertain may be proposed. There is a certain
less uncertainty in systems work as to outcome. amount of risk and uncertainty in all business deIn considering the similarity between systems work cisions which implies that this is a poor reason at
and research and development in this case, it would the outset. Besides the uncertainty appears to be
be difficult to consider any other accounting treat- minimized as much as possible since management
ment but capitalization for systems costs when sys- can change specifications and objectives on a systems work results in the development of a system. tems project to suit the entity's environment. Reliance upon uncertainty as a reason not to capitalize
Invalid Defenses
systems costs is not substantive.
Several arguments may be proposed in an atAnother proposed reason for immediate expenstempt to discredit the position of' capitalizing sys- ing is that since a system is somewhat nebulous
tems costs. All of these arguments need to be and the life is somewhat uncertain, the capitalizaexamined to show why they are invalid.e
tion would be arbitrary. A valuation of zero is not
considered
arbitrary for some reason. If the present
CONTINUOUS FUNCTION
or
future
benefit
is not considered, then the direct
An argument which might be proposed is that
write
-off
may
be
more arbitrary and, in many cases,
systems work is a continuous process spending subfurther
from
economic
reality than capitalization.
stantially the same amount each year, and thereThe fact that a system does not have an exact
fore, no harm would result by classifying all of
these costs as expenses. The argument proceeds as life should not be a deterrent for capitalization refollows: The amount spent in the current period gardless of the nature of a system. The exact lives
benefits future periods, but the current period bene- of fixed assets are not known either, but estimates
fits from past expenditures. Since the level of ex- on the useful lives of these assets are made and
penditures is substantially the same, the results used as a basis for depreciation computations. Manoffset each other and proper matching of revenue agement should have some expectations as to how
long a system will last before it will need revision
and expense has been achieved by default.
This argument contains several defects. Although or become obsolete.
this method of accounting may result in the proper
figure for income determination by chance, the CONSERVATISM
Financial statements were once prepared primarstatement that there has been proper matching of
ily
for lenders who wanted assurance that assets
revenue and expense cannot be defended. Whenever there is a time differential between expenditure were not overstated. Consequently, some costs were
and benefits there must be some mismatching in at expensed when they should probably have been capleast one accounting period. A firm does not neces- italized. The conservative practice of understating
sarily budget the same amount for systems work assets is still prevalent today. However, conservaeach year, and even if it does, there is no assur- tism is not a valid criterion or argument for the
ance that it will continue to do so in the future. direct write -off of any cost including systems cost.
Furthermore, if there were any sharp changes in Financial statements should report economic relecosts incurred in systems work in any given year, vance, rather than misrepresentations of facts. To
this change would cause a distortion in reported rightfully reflect economic relevance, costs of reearnings. This method of accounting is an unde- sources which benefit future periods should be capsirable accounting practice because it provides no italized and appear on the balance sheet; therefore, if systems benefit future periods, the costs
basis for evaluating specific performance.
of systems should be capitalized.
Y
The structure of this section was ada ?ted from Allan R. Drebin,
"Accounting for Proprietary Research, The Accounting Review,
July 1966, pp. 415 -416.
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Presentation and Subsequent Write -Off
Of the various asset classifications used on the
MANAGEMENT ACCOUNTING /APRIL 1974

in

balance sheet, capitalized systems costs would best
be classified as intangible assets. The cost of systems could be referred to as Deferred Systems
Costs, Information Systems Costs, Systems Development Costs, or some other applicable and descriptive title as determined by management.
The intangible classification appears to be the
most suitable for systems costs since a system
possesses the characteristics commonly attributable
to intangibles. Intangible assets are considered non corporeal in nature and arise from capital expenditures. Similarly, a system is non - corporeal in nature
when compared with fixed assets, since a system is
evidenced through data flows and information, components, and documentation. Intangible assets also
benefit more than one accounting period and,
therefore, are considered non - current, In addition,
they are closely attached to the enterprise in its
entirety. A system arises from capital expenditures
incurred during systems work, and the system usually benefits more than the current accounting period.
A system is designed for the entity specifically and,
as a result, benefits and attaches itself to the entire
business entity. Even if the system only affects one
component of the business entity, the entire entity
is benefited indirectly since the system acts as a
catalyst by making that component of the entity
more profitable.
The subsequent accounting treatment of capitalthe same
ized systems costs should be handled
fashion as other intangible assets. Since an operational system is not expected to last indefinitely,
the cost of the system should be allocated over the
entire useful life of the system. Management has
to decide upon an estimated useful life for its systems, and this life is then used to amortize the
cost of the asset. The recommended method of al-

location is straight -line, but this does not preclude
the use of some other acceptable systematic
method. Sometimes a system becomes useless prematurely and is replaced. Once a system is discarded
before its useful life has expired, the cost must
be written off resulting in the recognition of a loss.
The loss is recognized in the period in which there
is definite evidence that the system no longer contains any future benefit.

" T he

Conclusions

syst ems . . . "

intangible
classification
appears to be
the most
suitable for

With the ever increasing complexity of the business environment and the need for an increased
amount and more timely information, business entities have turned to the use of the computer to
provide the base for the required management information system. Systems work has changed drastically since the computer has become an important
tool of an organization's information system. Computers have become more complex and have also
increased in cost. As a result, systems are studied
and planned more thoroughly with the system being
tailored to the specific needs of an organization in
an attempt to maximize the benefits which can be
derived from the computer and the resulting computer -based information system.
By capitalizing the costs of systems and reflecting
them on the financial statements, management communicates to the users of financial statements that
the business entity possesses an asset which is significant to that business entity. A system in today's
business environment plays an important role in
gathering data and disseminating information; a
firm's computer based system is just as important as
any other asset of the firm. Consequently, this fact
should be communicated to the users of financial
statements.
❑

MAP STATEMENT ON INVENTORY APPROVED
The Management Accounting Practices Committee has issued
its sixth report in the series of Statements on Management
Accounting Practices. This statement, titled "Guidelines for
Inventory Measurement," deals with the assignment of value
to inventories for the purpose of presenting, for external reporting purposes, the financial position and operating results
of a manufacturing company. The guidelines are not necessarily
appropriate for internal decision- making uses such as the
establishment of selling prices .nor do they apply to special
problem situations such as cost recovery type contracting and
accounting for extractive industries, among others.
The position paper was given early exposure to the NAA
membership in March 1973 when a discussion draft called
"Guidelines for Inventory Valuation" was published. With the
additional insight derived from comments received, the Committee gave further consideration to the issues involved and, on
November 16, 1973, approved a final version.
Statement No. 6 stresses the importance of consistency in
applying basically sound procedures during the valuation
process. Highlighted is the necessity for full disclosure of
general practices used in inventory measurement. The docuMA N A G EM E N T AC CO UN TING / AP RIL 19 7 4

ment examines the assumed flow of acquisition costs, discussing
first -in, first -out (FIFO), last -in, first -out (LIFO), and other
practices in use. Coverage is given to the always difficult questions concerning allocation of indirect manufacturing overhead
to product, including the special difficulties attached to volume
variance, the abnormal utilization of facilities. The statement
also deals with the recognition and disclosure of net realizable
value in those circumstances wherein it is exceeded by assigned
acquisition cost.
The subcommittee responsible for developing the statement
was directed by R. Wayne Oates and included Stephen L. Bires,
Thomas E. Cooper, Dr. Peter A. Firmin and Raymond A.
Hoffman.
NAA members wishing one or more copies should send their
requests to L. Bisgay, Manager, MAP Development, NAA, 919
Third Ave., New York, N. Y. 10022.
❑
One copy of the statement is furnished without charge. From
2 -10 copies, the price is 750 each; 11 -50, 500 each; 51 -100,
40t each, and more than 100 copies, 30t each.
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Books

FOR THE MANAGEMENT ACCOUNTANT

BENEFIT -COST AND POLICY ANALYSIS 1972
An Aldine Annual on Forecasting, Decision - Making, and
Evaluation
Aldine Publishing Co., 529 South Wabash Ave., Chicago,
I11. 60605, 1973, 535 pp., clothbound, $20.00.

This work presents a comparative study of accounting thought
and practice on the subject in Great Britain, Canada, and the
U.S.
THE FUNDS STATEMENT
Accountants International Study Group

This book of readings basically covers benefit cost analysis, but
it also includes articles on the estimation of critical data, theoretical extensions of the core principles, and applications to
new policy areas.

American Institute of Certified Public Accountants, 666
Fifth Ave., New York, N.Y. 10019, 1973, 29 pp., paperbound, $1.75.

THE ACCOUNTING BASIS OF INVENTORIES

This work presents a comparative study of accounting thought
and practice on the subject in Great Britain, Canada, and the
U.S.

An Accounting Research Study
Horace G. Barden
American Institute of Certified Public Accountants, 666 Fifth
Ave., New York, N.Y. 10019, 1973, 189 pp., paperbound,
$4.50.
A research study conducted within the framework of the present historical cost basis of accounting, this book centers on
management accounting practices such as the composition of
costs, the allocations of costs to units of product, and the use
of unit costs in the accounting basis of inventories.

FINANCE
William H. Jean
The Dryden Press, P.O. Box 2499, Grand Central Station,
New York, N.Y. 10017, 1973, 360 pp., clothbound, $12.50.
Emphasis in this text is on theory rather than listing of rules
of thumb and financial formulas. The aim is to help the individual reason out solutions to the problems he is facing.
A STATEMENT OF BASIC AUDITING CONCEPTS

OVERHEAD COSTS: ANALYSIS AND CONTROL
H. Hart
William Heineman Ltd., 15 -16 Queen Street, London, W. 1,
England, 1973, 189 pp., paperbound, £2.90.
This British publication is based on a study of current practice
in 36 companies. Emphasis is laid on the conceptual framework within which specific problems have been discussed so
providing a theoretical background for the practical applications.

ACCOUNTING FOR LEASES
David M. Hawkins and Mary M. Wehle
Financial Executives Research Foundation, 633 Third Avenue,
New York, N.Y. 10017, 1973, 138 pp., paperbound, $6.00.
This research study has two functions: first to help the Accounting Principles Board in its lessee accounting principle decisions; second, within the limitations of the data developed
for the first purpose, to discuss lessee accounting decisions and
lease contract decision making in such a way that it would be
of value to operating and financial executives in financial planning and appraisal of APB Decisions.

Studies in Accounting Research No. 6
Committee On Basic Auditing Concepts, American Accounting Association, 653 S. Orange Ave., Sarasota, Fla. 33577,
1973, 58 pp., paperbound, $4.00, Members: $2.00.
This study is an attempt to contribute to the development of
a theory of auditing. Of primary interest to the auditing theorist, the practitioner will find the study provides explanations
and rationale for some of the standards that guide him and
the procedures he employs.

OPERATIONS AUDITING
Roy A. Lindberg and Theodore Cohn
Amacom, a Division of American Management Association
Inc., 135 W. 50 St., New York, N.Y. 10020, 1972, 317 pp.,
clothbound, $16.00.
This volume is intended primarily as a workbook addressed to
those inexperienced in operations auditing and is intended to
be helpful to them in performing their first operations auditing
assignments. It contains a set of questionnaires and checklists.
CONTEMPORARY THOUGHT IN ACCOUNTING
AND ORGANIZATIONAL CONTROL
K. Fred Skousen and Belverd E. Needles, Jr.

CONSOLIDATED FINANCIAL STATEMENTS
Accountants International Study Group

Dickenson Publishing Co. Inc., 10 Davis Drive, Belmont, Calif.
94002, 1973, 390 pp., paperbound, $7.95.

American Institute of Certified Public Accountants, 666
Fifth Avenue., New York, N.Y. 10019, 1973, 30 pp., paperbound, $1.75.

The purpose of this book of readings is to provide insights into
some modern concepts and techniques applicable to accounting and organizational control.
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What coloris 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, Washington, D.C. 20230

Circle 6 on inquiry card.
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CASB:
DEVELOPING STANDARDS
FOR COST ACCOUNTING
The three - year -old Cost Accounting Standards Board is a dwarf
among the alphabet so up of government agencies, but its task
of establishing standards for Government contracts totaling $40
billion is giving this Congressional agency an ever - growing
impact in the accounting field.

By Robert F. Randall
Buried in the massive General Accounting Office
building on G Street in Washington, D.C., is a
small agency established by Congress in 1970. Its
staff of 35 professional and clerical employees pales
into insignificance when compared with many older
swollen government bodies; yet the Cost Accounting Standards Board's work is giving it a clout in
corporate accounting far outweighing the size of its
staff.
The Cost Accounting Standards Board (CASB)
was established to develop and promulgate uniform
cost accounting standards for contractors and subcontractors doing business with the Department of
Defense. Since its establishment the scope of its
jurisdiction has been extended by administrative
action far beyond Defense contractors. Its standards
now apply to contracts negotiated with the Atomic
Energy Commission, NASA, and the General Services Administration. It is this movement, not based
upon legislative authority but upon administrative
actions within the Federal Government, that is
making industry accountants sit up and take notice
of this fledgling agency.
A number of articles, on the Board, written from
several points of view, have appeared in MANAGEMENT ACCOUNTING. Shortly after the establishment
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of the agency, this magazine published a question and- answer type piece on the CASB (December
1971 ) . The following article is a progress report
on this Board: how it works, what it has accomplished and what it hopes to accomplish.
Every organization has a symbol, or a logo as it
is called in the graphic arts field, and the logo of
the Cost Accounting Standards Board symbolizes
its make -up. The Federal eagle forms the background for a shield which contains four symbols:
an industrial plant, quill pen and book, a graduate's
mortarboard and the dome of the capitol building.
Each design corresponds to the background of one
of the four members of the Board as specified by
the Congressional legislation: a member from fndustrv, a member from public accounting, one from
academia and the fourth from Government. Th e
chairman of the Board, as prescribed by the enacting law, is the Comptroller General of the U.S.,
Elmer B. Staats.
Appointed for four -year terms the current members of the Board are Herman W . Bevis, Robert
K. Mautz, Charles A. Dana, and Robert C. Moot.
Mr. Bevis, the public accounting representative,
was formerly senior partner of Price Waterhouse &
Co., and is currently a member of the Banking
and Securities Industry Committee.
Robert K. Mautz, a former Weldon Powell
MANAGEMENT ACCOUNTING /APRIL 1974

Memorial Professor of Accountancy at the University of Illinois, is a partner of Ernst & Ernst.
Charles A. Dana is a director of government
accounting controls of Raytheon Co., and to date
the only member of the Board who has disagreed
in print with the agency on the development of
certain parts of one of its standards.
Robert C. Moot, currently vice president —finance of Amtrak, was formerly assistant secretary,
comptroller, of the Department of Defense.
Arthur Schoenhaut is executive secretary of the
CASB. A career government accountant, he had
been deputy controller of the U.S. Atomic Energy
Commission. He algo has served as deputy director,
Civil Accounting and Auditing Division, GAO.

A Catalyst With the Force and Effect of Law
In a speech before the Financial Executives Institute International Conference, Comptroller General Staats emphasized that "... the Board is
acutely conscious of the broad impact it may have
on the accounting profession and business activity
in general, as well as the more direct impact on
companies subject to its promulgations." He added,
"The Board does not view itself as conflicting with
other accounting authorities, and it very well may,
by means of the cooperation it seeks, act as a
catalvst for reducing some of the inconsistencies
which now exist."
With a staff of 22 professionals and 13 clerical
personnel and an operating budget of about $1 -1/2
million, the Cost Accounting Standards Board is
a small organization by almost any criteria. It does
not, for example, have the staff or resources of the
private standard - setting body —the Financial Accounting Standards Board. But there is one big
difference: the CASB's standards have the full force
and effect of law; the FASB has to rely on a broad
consensus from many sectors to make its standards
effective.
Another important difference is the fact that the
CASB has many of the resources of the Federal
Government at its disposal. For example, the GAO
furnishes administrative support for the Board on
an out -of- pocket cost basis, the records of the Defense Contract Auditing Agency (DCAA) are open
for use by staff in analyzing contract costing practices and, in addition, the Board can tap the pool of
knowledge, experience, and manpower the Government has in contract cost accounting.
Some idea of the scope of the impact that Mr.
Staats was referring to can be glimpsed in the
estimated figures which relate to the audience of
the CASB. There are approximately 4,000 prime
contractors, 25,000 profit centers and thousands of
subcontractors involved in Defense contracting. A
total of about $40 billion a year is spent.
To date, the Board has issued six standards:
consistency in estimating, accumulating and reporting costs; consistency in allocating costs incurred
for the same purpose; allocation of home office
expenses to segments; capitalization of tangible assets; accounting for unallowable costs, and one on
cost accounting period.
MANAGEMENT ACCOUNTING /APRIL 1974

The Cost Accounting Standards
Board. L. -r., Herman W. Bevis,
Charles A. Dana, Elmer B. Staats,
Robert C. Moot and Robert K. Mautz.
The agency is small but its influence is
growing.
The Board has received varying amounts of
criticism and constructive comments in the draft ings of these standards, according to Arthur Schoen haut, executive secretary. But it may be facing its
hardest task in the next few years. "Each standard
seems to get a little more difficult, "Mr. Schoenhaut
says, noting the issues are getting increasingly more
complex and the dollars involved more substantial.
A draft of a potential standard on depreciation of
tangible capital assets, for instance, was distributed
last March. Potentially, this standard could have
the broadest impact of any so far and because of
the fact that depreciation generates a lot of emotion
it may be the most difficult the Board has had to
wrestle with yet.
'The Taffy Pull'
Contrary to some opinions, a proposed standard
"is not cast in concrete" when the exposure draft
is published in the Federal Register, Mr. Schoen haut told MANAGEAIENT ACCOUNTING. He pointed
out that some drastic changes have been made in
a proposed standard after the first publication.
The Board has designed a very careful approach
to its work to forestall criticism that it is making
rules without permitting sufficient participation of
those to whom the rules will apply. Initially, a
feasibility study is conducted by the staff to identify
particular cost accounting problems in government
contracting. The Board staff obtains input from
government agencies, from industry and from public accounting at this stage of the rule- making process.
Then staff presents the feasibility study to the
five - member Board with its recommendations. The
Board must approve the project before the process
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"If it [a
standard]
causes
problems we
hear about it
from industry."

Arthur Schoenhaut

Board again look at the proposed standard. The
standard may be revised to reflect criticisms or
changed in other ways. After the Board okays it,
it is published in the Federal Register which serves
as a public solicitation by the Board for comments
on the proposed standard. At this point the staff
visits contractors and government agencies to
discuss the Standard, with special emphasis on the
administrative costs of implementation and the
probable benefits to be achieved through adoption.
On the basis of the comments received, the
Board makes appropriate revisions and publishes
the proposed standard for the second time in the
Federal Register. Its reasons for revising or not
revising the proposed standard are included with
this second publication. After its second publication
in the Federal Register, the standard becomes effective unless the Congress within 60 days of continuous session passes a concurrent resolution that
it does not favor the proposed standard.
The Board does not forget a standard once it has
been promulgated, Mr. Schoenhaut stressed. "If it
causes problems we hear about it from industry,"
he notes. The Board reviews the reports of government contracting agencies of contractor experience
with a standard, and in some cases it will send out
a staff member to discuss a problem with a contractor. The Board has not yet had to issue an
interpretation of a standard; instead the Defense
Contract Audit Agency often can handle a contracting problem by issuing appropriate instructions
to the government auditors.
One of the obvious criticisms by industry of
standards - setting is that the cost of implementating bookkeeping requirements to comply with
CASB standards may outweigh any potential benefits. That is wliv in the development states of any
new standard the Board gets an estimate of what
it will cost for the average government contractor
to revise his accounting to comply with the standard. To facilitate this type of analysis, the Board
is developing a cost model for purposes of simulation and testing of preliminary draft standards. A
preliminan, version is capable of reclassification of
costs between direct and indirect, creation of new
cost pools, introduction of new allocation bases,
and inclusion or exclusion of cost pools in allocation bases.
As another protection against excessive administrative costs, the Board limits coverage of standards
to negotiated contracts totaling more than $100,000. In addition, the Board can issue exemptions
to classes or categories of contractors or contracts,
and it may grant waivers of Board requirements
under certain circumstances for particular contracts
or subcontracts.

can go further. Once a project has been approved,
the Board's staff follows the traditional research
route, including a library search, field trips and inquiries directed to contractors asking such questions
as what practice do you follow and why? How
significant are the dollars involved? The staff then
prepares an issues paper outlining all the facets of
the problem in neutral fashion. At this stage, the
Board solicits views of various professional associations, including NAA's MAP Committee.
Once the Board has reviewed these comments,
the staff proceeds to put together a preliminary
draft standard. Before this standard is presented
to the Board, the professional staff members in
all -day meetings go over the paper page by page
in what Mr. Schoenhaut calls a "taffy pull." Every
conceivable question that staff members can imagine is discussed. Like the Board, the staff represents
the different areas of accounting expertise: industrial accounting, government accounting, public
accounting and the academic community.
Even though a draft standard must go through
this kind of rigorous evaluation at the staff level,
board members still manage to pose questions about
a proposed standard that staff has overlooked. Some
draft standards are held over for several meetings
of the Board, which meets every month for one to
three days.
Then the draft standard is sent out to accounting
associations for their views on the accounting concepts involved. This is one of the early stages at Quantifying Benefits
which NAA's Management Accounting Practices
Behind Executive Secretary Schoenhaut's desk
Committee also is given an opportunity to com- in the CASB headquarters hangs an autographed
ment. All comments on any draft standard are made photograph of Admiral Hyman G. Rickover. Adm.
available to every member of the Cost Accounting Rickover, the father of the nuclear submarine, is
Standards Board.
famed as a critic of defense contract costing; indeed
Based on the comments received, the staff and his testimony was instrumental in the Congress's
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decision to create the CASB. He predicted that
billions of dollars would be saved if government
contractors followed uniform cost accounting procedures. Both Comptroller General Staats and Mr.
Schoenhaut decline to name a dollar amount but
they believe the benefits will far outweigh the cost.
"The Board can't quantify savings but I think
they will be substantial," Mr. Schoenhaut said. He
believes standards will facilitate audits and negotiations, cut down on contract disputes, and provide
better visibility of contract costs. He added, "You
can write incentives for economy and efficiency into
standards."
The standards won't stop cost overruns, he emphasized, but they may act as a distant early
warning system of potential cost overruns. This
would benefit both the contractor and the Government in the long run.
"There was a time we pleaded for input," Mr.
Schoenhaut reflected, in reviewing the progress of
the agency. Now the Board is a recognized presence
on the horizon of accounting. "We add 20 to 30
names to our mailing list every month," he said.
Initially greeted with hostility, the Board has
begun to get at least grudging praise for its style
of operations. For example, Richard C. Gersten berg, chairman of General Motors, said recently,
"... experience with arbitrary and rigid standards
causes us to welcome the open- minded and practical
approach of the CAS Board." Noting that a proposed standard on depreciation was causing his
company "some anxiety," he went on to pledge
the company's cooperation: "We know that our
efforts to encourage reasonable and effective standards are in the best interests not only of our stockholders, but the entire nation."
Although Board members and staff insist that
Congress required the application of its standards
only to Defense contracts, there are two significant
paragraphs in the 1973 progress report to Congress
that indicate the Board's potential impact:
The Board is of the opinion that uniformity among all Government agencies in con.
tract costing is a highly desirable objective.
It is, therefore, the Board's view that extension of Board pronouncements to nondefense
agencies would be markedly beneficial both to
the agencies concerned and to their contractors. Companies with a mixture of defense
and nondefense contracts will be benefited
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substantially by having a single set of cost
accounting principles applicable to all their
Government contracts.
A contractor could have a portion of his
work not required to be costed in accordance
with Cost Accounting Standards.Not wishing
to maintain two or more cost accounting systems, he may choose to follow Cost Accounting Standards for all costing. The Board, in
developing and promulgating Cost Accounting Standards,will bear in mind this potential
wider application.

"The Board
does not view
itself as
conflicting
with other
accounting
authorities.

From the very beginning the Board has received
very good cooperation from government contractors, Mr. Schoenhaut observed. Most of the opposition to the Board's development of standards came
from accounting and industrial associations. Much
of this opposition has abated — although it has not
disappeared —and Mr. Schoenhaut suggested that
most of the accounting organizations are cooperating and offering valuable input to the Board.
The fact that two different bodies are setting
standards in the accounting field leads some to
foresee an inevitable clash between the governmentsponsored CASB and the privately- financed FASB.
The two boards are cooperating, however, and
Comptroller General Staats recently faced the problem in this fashion: "If it requires faith on your
part to regard the members and the staffs of the
two Boards as reasonable men, surely you can assume that both organizations clearly recognize that
the public interest would not be served by issuing
differing requirements concerning the same subject."
Like the Financial Accounting Standards Board,
the CASB has most of the tough issues in front
of it. On the agenda, in addition to depreciation,
are such subjects as standard costs, material costs,
costs of authorized employee absences, pension
costs, cost of capital and current value or price -level
accounting. These issues, and others, are not susceptible to easy solutions which will gore no one's
ox. But the Board hopes to make the development of such standards on these subjects as non traumatic as possible for those contractors who
do business with the Government. What the
eventual impact will be on industrial cost accounting in general is anyone's guess. But more and more
accountants are watching the operations of the Cost
Accounting Standards Board.
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NAA Continuing Education In -House Program

TRAVELING CLASSROOM
A little more than a year old, NAA's In -House Program has been
well received by corporations, government agencies, banks and
other organizations which have sponsored the Association's
courses at a time and facility convenient for them.

When NAA held a three -day course "in the valley
of the Jolly Green Giant," last January, the Association's Continuing Education In -House Program
passed a milestone of sorts.
The program was a little more than a year old
and growing fast when the Green Giant Corporation sponsored a course, "Communications and
Report Writing," in Le Sueur, Minn., headquarters
of the company. This educational program, which
was introduced during the 1972 -73 year, aims to
bring Continuing Education Programs right to the
site of the sponsor —thus saving the organization
time and money. According to Hugh M. Scott,
manager, Continuing Education Department, since
the inception of the program more than 400 managers and executives have participated in 25 courses.
Several companies have sponsored more than one
course.
The program is designed to extend, as well as
supplement, the scope of the Continuing Education
Program. CEP is conducted regularly in major cities
of the United States. Although hundreds of corporations have sent their people to these week -long
programs, the Association has realized that often it
is just too much of a economic burden for corporations to send significant numbers of their staff to
the CEP program.
Accordingly, NAA established the In -House Program to bring the latest advances in techniques of
management accounting and related areas to executives, managers and accountants. The fact that these
courses are held at a site convenient to the organization saves sponsor costs of travel, hotels and meals
that it would normally incur for a CEP course.
Organizations which have held In -House courses
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so far range from a large pharmaceutical house in
New Jersey to a school district in Alaska. Response
to the new program has been highly favorable, with
the sponsoring organizations recognizing the benefits of the "In- House" concept.
Some 20 top management and middle management employees of Green Giant attended the
course held in January. The instructor was Kenton
E. Ross, professor of accounting, Oklahoma State
Universitv, Stillwater, Okla.
"The NAA course fit right into our needs," sa ys
Ross Reishus, personnel manager, of the Grocery
Products Division of Green Giant Corp. The company had conducted a skills- knowledge inventory of
employees to determine the highest priority in educational needs. Management asked employees to list
the minimum requirements they felt they should
have to do their job and then to indicate where
there was a need for further education. The subject
matter of the NAA course satisfied the highest
training need as revealed by the "inventory" study.
Mr. Reishus believes the course was very worthwhile, pointing to the comments of the participants.
NAA's course had one big advantage, Mr. Reishus
said. "There is academic input but one of the big
benefits of the course is that it is job - related. Even
the examples are accounting and controller -type
problems."
The Green Giant personnel manager also listed as
a plus the cost advantage of bringing the course to
the plant site as opposed to sending that number of
people to a major city for three days. The company
will consider other NAA educational offerings
"whenever we see the application of a course to
our needs."
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Another course, "Accounting Information for
Pricing — Policies and Decisions," was conducted by
Dr. Charles Mecimore, professor of accounting, University of Cincinnati, for the Girard Bank, Philadelphia. The program coordinator, Charles Buchta,
wrote, "The session lived up to my expectations,
especially the amount of interaction among the
attendees. I think we all benefited from the course,
especially myself." He added, "We are confident
that we will want to conduct the same course for
more of our managers in the not too distant future."
The content of the In -House Program is similar
to that of the Continuing Education Program.
Reading materials are mailed out in advance to
participants, case studies are used, and discussion is
encouraged at each session. Attendance is restricted
to a minimum of ten and a maximum of 20 to
enable the instructor to relate more effectively to
each participant.
Other courses which have been held in the InHouse Program during the past year include "Management Accounting for Executives and Managers,"
"Data Processing— Concepts and Information Systems Design," "Developing and Using Standard
Costs," "Economic Evaluation of Capital Expenditures," and "Fundamentals of Management Information Systems Design," A complete list of the
courses available in the program, including prices, is
available from Hugh Scott, manager of the CEP
Department, NAA, 919 Third Avenue, New York,
N. Y. 10022.

Professor Kenton E. Ross makes a point
during course on communication
held for the Green Giant Corp., in Le Sueur, Minn.

The In -House CEP courses make use of audio visual and other aids where appropriate, as shown in this view of the
course conducted for managers in the Green Giant Corp.
MANAGEMENT ACCOUNTING /APRIL 1974
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Chapter/ Member News
GEORGE A. RAWCLIFFE, Fall River -New

Bedford,past president. SCMS.
WILLIAM R. ROBBINS, Hartford.
HOWARD D. ROTH, Salt Lake Area, past
president.
ALEXANDER G. P. SANDERS, Member -atLarge, West Germany.
NORMAN E. SCHLEY, Milwaukee past
president.
CLIFTON H. SHEETS, Palos Verdes -Torrance.
HERBERT L. SMITH, Louisville, past president. SCMS.
IRWIN H. SOLDWISH, Roanoke.
JOHN E. SLIDER, Detroit.
ERNEST C. ZASTROW, Oakland -East Bay.

Promotions and New Positions
JAMES R. DUTOIT, Ann Arbor, has been
promoted to corporate director of internal auditing, Hoover Ball & Bearing Co.

Kelley Joins Fairmont Foods
E. W . Kellev, former chairman of Consolidated Cigar Corp., has joined Fairmont Foods Co., as vice chairman of
the board and deputy chief executive officer. He was also elected a memb er of
the board of directors.
Mr. Kellev, a long -time NAA member,
joined Gulf & Western Industries, Inc.,
in 1968, and in addition to being chairman of Consolidated Cigar and president
of the Consumer Products Group, was
corporate vice president and president of
Consolidated Brands, Inc. Recently he
has been active on the NAA Management Accounting Practices Committee.
His appointment to the new position at
the Omaha, Neb., firm was effective on
March 1.

Emeritus Life Associates
ADOLPH C. ARNTZ, Muskegon, past president.
HARLAND E. BLANCHARD, Bangor-WaterVille.
H. MYRON BOHN, Racine - Kenosha, past
president. Stuart Cameron McLeod Society.
WALKER E. CAMPBELL, Washington.
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JULES A. COELOS, JR., Pittsburgh past
president. SCMS.
MELVIN T. COUTTS, Chicago.
MISS FILOMENA C. DIGIUSTINO, Wash ington.
T. J. DUNCAN, Knoxville.
WILLIAM G. FORD, Sangamon Valley.
DATON GILBERT, Hartford.
ALBERT R. GILMAN, Rochester.
KENNETH D. GILPIN, Member -at- Large,
England.
LVALTER J. HOLLINGS, SaI1 Francisco.
ANDREW W. HUGHES, Essex County.
HERBERT F. JERONITIOUS, Lake Superior,
past president.
JOHN M. KATHERLER, Kalamazoo.
WILLIAM M. KELLER, Birmingham.
C. R. KURTz, Delmarva.
GORDON R. MALLET, Elmira Area.
JOHN W. MCCABE, Princeton.
ROBERT K. MUNDIS, York.
GEORGE E. NAYLON, JR., Essex County.
DEAN L. OATMAN, Cincinnati.
ANDREW H. O'RoURKE, Hampton Roads,
past president. SCMS.
ALVIN F. PAULI, Richmond.
WILLIAM H. PERKS, Worcester Area.

JIM A. SMITH, Austin Area past president, was elected to the board of directors of Tracor, Inc., and appointed chief
financial officer. He is vice president and
treasurer of the company. He is currently
serving on the Committee on Chapter
Operations.

l

On hand to help Albany Chapter celebrate its 50th were, standing, 1. -r.,
Rufus J. Ferrara, NAA Vice President Donald H. Cramer; Rev. Benjamin
Kuhn, speaker; Managing Director John E.Vavasour, and Gerald Wameling.
Seated, I. -r., chapter President John R. Lamb, NAA President Robert G.
Chapman, Raymond J. Hannon, and Executive Director William M. Young, Jr.

HUEY W. HEWETT, Atlanta Central, has
been named controller of Jaco Fabrics.

ew

KELLEY
Member -at -Large

S M IT H
Austin Area

GORDON GARLAND, Boston, has been appointed controller of Samson Cordage
Works.
FRANCIS C. VOGEL, Calumet, has been
elected vice president of McGill Mfg.
JOHN B. PIPKIN, II; Charlotte Gold, was
promoted to senior vice president with
North Carolina National Bank.
THOMAS L. BORRELLI, Chicago, was
named corporate controller of Rand McNally & Co.
E. G. Cox, Detroit, has been elected
vice president of finance and a member
of the board of directors of Darin & Armstrong, Inc.
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Management Accounting Examination

Examination for the Certificate in Management Accounting Program given by the Institute of Management
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 3
Public Reporting Standards, Auditing and Taxes
Thursday, December 6,1973; 1:30 p.m. to 5:00 p. m.
Questions

Estimated Time

/

/

/

Required Number 1 ..................... ............................... 1 hour
Required Number 2 ................. ............................... 1 2 hour
Required Number 3 ................. ............................... 1 4 hour
Required Number4 ................. ............................... 1 /2 hour
Required Number 5 or Number 6 (Not Both) ........... 1 2 hour
Required Number 7 or Number 8 (Not Both) ........... 3/4 hour
3 -1 / 2 hours
The time allowance suggested approximates the relative weight assigned each question.

INSTRUCTIONS TO CANDIDATES
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.

M A N A G E M E N T AC CO UN TIN G / AP RIL 1974

55

Management Accounting Examination

QUESTION NUMBER 1 -- Estimated Time

1 hour

IN S T R UC T IO NS : Select the BEST answer for each of
the q uest ions bel ow. Your answer i s to be ma rk ed on the
answer sheet provided. Mark your answer by blackening
the appropriate answer space with a soft lead pencil.
You r gr ad e wi l l b e d e t er mi ne d fr om your t ot a l of cor re ct
answers. Mark ONLY ONE ANSWER for each question.
Sample Question:
101. Wh ich of t h e fol l owin g ou tl a ys is not a potential
de du ct i on from i ncome for t h e comp u ta ti on of t ax a bl e in come?
a. contribution to the Boy Scouts.
b. payment of property taxes.
c. payment of federal income taxes.
d. payment of bond interest charges.
e. payment of building rental charge.
Answer Sheet
101. a.

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

1. Franklin Manufacturing Inc. owns the following
items:
(1) a patent covering one of its manufacturing
processes.
(2) a bu ildi ng hous ing the fir m's product ion facilities.
(3) equipment used in production.
(4) inventories of raw materials for use in the production.
Those items which are considered "capital assets" by
the income tax laws are:
a. none of the four.
b. item (1) only.
c. items (1) and (2) only.
d. items (1), (2), and (3) only.
e.

a l l fo u r .

2. Kellner Corp or at ion owns some securities (common shares) which it purchased four mon ths ago for
$10,000. The market price of these securities has increased dramatically and is now $60,000. Kellner wishes
to sell the securities, as it expects the market price to
begin to fall. The gain, however, would be taxed at ordinary income rates, since these securities have been held
less than six months. The controller suggests that it
might be wort hwhil e to retain the securities until the six mont h h ol d in g p er i od i s r e ache d , e ve n t hough t h e ma r ke t
price might decline somewhat. She states that the more
favor able capi tal gains tax rate would ma k e u p for some
loss in market value. Th e comp a ny wi l l ha ve or di na r y in come of ab out $1 0 0, 00 0 a n d n o min i mu m t a x on a n y t a x
preferences is expected.
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To the nearest $1,000, to wh a t level could the market
price fall over the n ext t wo mon ths a nd le ave t he company
as well off in terms of after -tax proceeds as it would be
by selling now?
a. $51,000
b. $48,000
c. $47,000
d. $45,000
e. none of the above.
3. Under the so called "tax- free" exch ange rules,
where like kind property is often traded in on similar
property, gain on a trade -in is
a. recognized and treated as a capital gain.
b. recognized and treated as ordinary income.
c. not recognized and increases the basis of t h e replacement asset.
d. not recognized and decreases th e b a s i s of t h e replacement asset.
e. none of the above.
4. A bu ildi ng owned by Patt on Corp. was complet ely
destroyed by fire earl y in 1973. The building had a basis
of $ 10,0 00 b ut a n es tima ted mark et value of $30, 000. The
insurance settlement amounted to $25,000, and in late 1973
a replacement building was constructed on the same site at
a cost of $27,000. The tax effect of these events is:
a. $15,000 gain to be recognized in 1973.
b. $15,000 gain with recognition deferred.
c. $5,000 loss deductible in 1973.
d. $2,000 loss deductible in 1973.
e. none of the above.
5.
a.
b.
c.

d.
e.

"Recapture of depreciation" refers to
downwar d adjus tment of past depreci ation charges
by IRS review.
increasing depreciation charges by chan ging accounting method.
filing an amended return where less than maximum
dep reciat ion ch ar ges ha ve bee n cla ime d a s d edu ctions.
taxing the smaller of past depreciation or ga i n a s
ordinary income on the disposition of equipment.
nonde ducti bili ty of loss es on dis posit ion of eq uipment which is not fully depreciated.

6. Bower and Nevin Inc. acquired new equipment early
in 1973 at a cost of $150,000. It is esti mated to have a life
of 10 years and a salvage value of $40,000. Assume that the
equi pmen t is sub ject to the inve stme nt credi t, a nd t hat the
special first -year "b on u s " depreciation has been utilized
to th e ma xi mu m ex te nt on ot her a ss et s. T he max imum d epreciation deduction which may be taken in 1973 is
a. $27,900
b. $27,272
c. $22,000
d. $20,000
e. none of the above
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Public Reporting Standards
7. The legislative enactment of the assets depreciation
range (ADR) regulations under the new title "class life
system" in the Revenue Act of 1971 allows a company to
a. write -off machinery and equipment items for tax
purposes using lives up to 20 percent shorter or 20
percent longer than the established guideline lives
at the election of management.
b. use typically short lives for machinery and equipment items for tax purposes without having to substantiate these lives by relating them to actual useful
lives.
c. deduct for tax purposes an asset repair which extends the useful life of an asset, to the extent repairs do not exceed the repair allowance range.
d. eliminate the use of the "reserve ratio test" on
assets acquired after December 31, 1970.
e. all of the above.
8. A "qualified pension plan" has the following implications for the taxation of employers and employees:
a. contributions are deductible by the employer when
paid and are taxable to employees only as benefits
are actually received.
b. contributions are deductible by the employer when
paid and are taxable to employees currently.
c. contributions are not deductible by the employer
and benefits are taxable to employees only as actually received.
d. contributions are not deductible by the employer
and benefits are not taxable to employees at any time.
e. contributions are deductible by the employer when
paid and benefits are not taxable to employees at any
time.
9. Dividends received by corporation A from nonaffiliated corporation B are
a. fully taxable to corporation A.
b. not taxable to corporation A.
c. deductible by corporation B.
d. subject to an 85 percent special deduction by corporation A.
e. subject to $100 exclusion by corporation A.
10. In 1973, Wendell, Inc. sold for $180,000 a parcel
of land which it had held for several years. The land had
a basis of $120,000. Under terms of the sales agreement
$45,000 of the selling price plus appropriate interest was
to be received each year, beginning in 1973. The minimum
amount of gain which must be reported in 1973 is
a. $60,000.
b. $45,000.
c. $30,000.
d. $15,000.
e. none of the above.
11.

The XYZ Corporation made contributions to charit-
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able organizations totaling $5,000. The corporation's taxable income before consideration of the charitable contribution but after consideration of a $25,000 net operating
loss carry- forward is $50,000. The corporation's allowable contributions deduction is
a. zero.
b. $5,000.
c. $2,500.
d. $3,750.
e. none of the above.
12. Opulent Corporation, a domestic manufacturing company operating exclusively in this country, was formed 5
years ago and has had profitable operations every year
except the current one. In the current year, Opulent incurred a $1,000,000 net operating loss. Until the net operating loss is exhausted, it may be
a. carried forward 5 years, only.
b. carried forward indefinitely.
c. carried backward 3 years, only.
d. carried backward 3 years and forward 6 years.
e. none of the above.
13. Which one of the following statements relating to a
Domestic International Sales Corporation (DISC) is false?
a. the DISC status may be elected only for tax years
commencing after 1971.
b. a DISC is exempt from federal income tax.
c. at least 95% of the gross receipts of a DISC must
be qualified export receipts.
d. at least 95% of the assets of a DISC (measured by
adjusted basis of the assets) must be qualified export
assets.
e. none of the above.
14. The SEC prescribes certain qualifications for accountants before it will accept their certification of financial reports. Which one of the following qualifications
had been prescribed by the SEC?
a. the CPA must be from a regional or national firm
of CPA's.
b. the CPA must be independent of the management of
the filing company.
c. the CPA must be in practice a minimum of five
years.
d. the CPA must have audited the filing company for
each of the preceding two years.
e. the CPA must have legal counsel.
15. Which of the following is not ordinarily an advantage of statistical sampling as compared to judgment
sampling?
a. possible reduction of sample size.
b. removal of possible bias in sample selection.
c. better quantitative expression of sampling results.
d. need for physical control of the population prior to
sampling is reduced.
e. none of the above.
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16. An internal auditor should be able to relieve an external auditor of which of the following tasks considered
necessary as part of year end audit of accounts receivable?
a. selection of accounts to be confirmed.
b. mailing of confirmations.
c. clearing exceptions to confirmation requests.
d. all of the above.
e. none of the above.
17. Which type of audit evidence would be most useful
to an external auditor in determining the validity of accounts receivable?
a. written evidence created externally and received
directly by the external auditor.
b. written evidence created internally but circulated
externally.
c. counting or observation of physical evidence.
d. externally created written evidence held by the
client.
e. inferential evidence.
18. A client's system of internal control would represent which type of audit evidence to an external auditor?
9. written evidence created externally and received
directly by the external auditor.
b. written evidence created internally but circulated
externally.
c. counting or observation of physical evidence.
d. externally created written evidence held by the
client.
e. inferential evidence.
19. Which of the computer auditing methods would be
most applicable to the audit of an on -line real -time computer system?
a. use of test deck.
b. program review.
c. use of specific computer audit programs.
d. program audit and retention of duplicate program.
e. use of general purpose computer audit programs.
20. Which computer auditing method requires the use
of original source documents and is specifcally designed
to overcome the problem of controlling program substitution?
a. use of test deck.
b. program review.
c. use of specific computer audit programs.
d. program audit and retention of duplicate program.
e. use of general purpose computer audit programs.
21. Which computer auditing method requires data
format conversions prior to actual audit runs?
a. use of test deck.
b. program review.
c. use of specific computer auditprograms.
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d.
e.

program audit and retention of duplicate program.
use of general purpose computer audit programs.

22. Which computer auditing method is likely to be the
least reliable?
a. use of test deck.
b. program review.
c. use of specific computer audit programs.
d. program audit and retention of duplicate program.
e. use of general purpose computer audit programs.
23. Which one of the following statements best describes the generally accepted accounting principle for
inventory valuation by most manufacturing companies?
a. cost.
b. lower of cost or market.
c. market.
d. replacement cost.
e. standard cost.
24. Under certain conditions intangible assets such as
R &D and goodwill may be capitalized. Which statement
best describes the conditions that must exist to capitalize
properly an expenditure on intangibles?
a. an intangible must have a limited useful life.
b. all capitalized costs require the current expenditure of cash, e.g., depreciation expense is not
capitalizable.
c. only goodwill which represents a "capitalization
of excess earnings" may be treated as an intangible
asset.
d. an intangible must be evidenced by a recorded legal
title.
e. none of the above.
25. Securities, Inc. sold its office building to an insurance company and then leased it back for 20 years. The
building has a book value of $4,650,000 at date of sale and
a remaining useful life of 30 years. Sale price, net of all
related selling expenses, was $5,100,000. According to
generally accepted accounting principles, how should the
gain on sale be recorded?
a. recognize the gain of $450,000 in the year of sale.
b. amortize the gain over the remaining useful life of
the building — 30 years.
c. amortize the gain over the life of the lease -- 20
years.
d. any of the above.
e. none of the above.
The following facts are used to answer questions 26
and 27. Roxby Company has a net income after applicable
federal and state income taxes of $152,000. It has a
capital structure as follows:
Shares
Class
Annual Dividend
10,000
20,000
40,000

A Preferred
B Preferred
Common

$3
$1
Discretionary
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Public Reporting Standards
Each share of Class B Preferred is convertible into 3
shares of common and at date of issuance it did not satisfy
the tests for a common stock equivalent.

QUESTION NUMBER 3 -- Estimated time

1/4 hour

27. Fully diluted earnings per share for Roxby Company
would be shown in financial reports as
a. $3.05
b. $2.10
c. $1.52
d. $1.22
e. $1.02

Stapleton Inc. plans to replace a lathe purchased at
the beginning of 1969. This lathe cost $10,000 and is being
depreciated on a straight -line basis for tax and financial
reports over an estimated 10 year life with no salvage
value. The lathe has a cash value of $7,000 in the used
machine market.
Stapleton Inc. has received a proposal for a new lathe
from A.J. Machine Co. It will sell Stapleton a similar
lathe with a list price of $13,000 for $5,000 cash and the
old lathe (therefore allowing $8,000 for the old lathe).
Answer the following questions assuming Stapleton
bought the new lathe at the end of 1972 from A.J. Machine
Company. Also assume the new machine will not be replaced when its useful life — estimated to be 10 years —
is over. Ignore the Investment Tax Credit and "recapture"
provisions of the Internal Revenue Code. Assume all
amounts are material.

QUESTION NUMBER 2 -- Estimated time

Required:

26. Primary earnings per share for Roxby Company
would be shown in financial reports as
a. $4.10
b. $3.80
c. $3.05
d. $2.55
e. $1.02

1/2 hour

Some accountants have said that politicization in the
development and acceptance of generally accepted accounting principles (i.e., standard - setting) is taking
place. Some use the term "politicization" in a narrow
sense to mean the influence by governmental agencies,
particularly the Securities and Exchange Commission on
the development of generally accepted accounting principles. Others use it more broadly to mean the compromising that takes place in bodies responsible for developing
generally accepted accounting principles because of the
influence and pressure of interested groups (S.E.C.,
American Accounting Association, businesses through
their various organizations, National Association of Accountants, Financial Analysts, bankers, lawyers, etc.).
Required
A.
The Committee on Accounting Procedures of the
AICPA was established in the mid to late 1930's and functioned until 1959, at which time the Accounting Principles
Board came into existence. In 1973, the Financial Accounting Standards Board was formed and the A.P.B.
went out of existence. Do the reasons these groups were
formed, their methods of operation while in existence,
and the reasons for the demise of the first two indicate
an increasing politicization (as the term is used in the
broad sense) of accounting standard - setting? Explain your
answer by indicating how the C.A.P., the A.P.B. and the
F.A.S.B. operated or expect to operate. Cite specific developments which tend to support your answer.
B.
What arguments can be raised to support the
"politicization" of accounting standard - setting?
C.
What arguments can be raised against the "politicization" of accounting standard - setting?
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A.
How will the above transaction be reflected in the
financial reports of Stapleton Inc. following generally accepted accounting principles? State the affected account
titles and effects of the transaction on
1. the balance sheet as of December 31, 1972?
2. the income statement for 1972?
3. the statement of changes in financial position for
1972?
B.
How will the transaction affect the tax status of
Stapleton Inc. with respect to the
1. tax basis of new lathe'?
2. taxable income for 1972?
C.
Which amounts given in the problem or calculated
in parts A and B above would have been relevant to the
analysis required to reach the decision to acquire the
new lathe? (Other data not given in the problem also may be
required in the analysis but you are not required to include such data in your answer.)
QUESTION N UMBER 4 -- Estimated Time

1 /2hour

B.J. Machine Company is considering developing an internal audit department. A few years ago the company began an expansion program which included the acquisition
of new businesses some of which are located quite distant
from the home office. B.J. Machine has used the acquired
managements in most past acquisitions and expects to continue to do so. The corporate organization is decentralized
with the parent company (B.J. Machine) setting the general
policy. Divisions and subsidiary managements are quite
autonomous; their performance is measured against budgets and return on investment targets established at the
beginning of each year. The units of B.J. Machine manufacture and market their products. The present companywide volume is $150,000,000.
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B.J. Machine has been audited by the CPA firm in which
you are a manager. You have supervised the audit of B.J.
Machine for the past three years. You have been asked
by B.J. Machine Company to prepare a report on the activities that could be undertaken by an internal audit department.
Required
A.
1.

Prepare a report which describes:
the different objectives of the external vs. internal
auditor.
2.
the types of audits that an internal audit department
might be expected to perform.
3.
the relationship of the internal auditor to the external auditor.
B.
The company has indicated that you will be asked
to head the internal audit department if it is established.
Describe the change(s) in your audit philosophy and
changes in your relationship to the firm management, if
any, you believe should occur if you were to take this job.
Answer only one question from questions 5 & 6. If both
are answered only the first will be counted.
QUESTION NUMBER 5 (an alternate to Question Number
6) -- Estimated time 1/ 2 hour

Required:
Present a revised determination of taxable income and
tax computation which takes advantage of all available
means to reduce this year's taxes. Explain any items
where your presentation differs from the above income
statement given in the question.
QUESTION NUMBER 6 (an alternate to Question Number
5) -- Estimated time 1/ 2 hour
The S.E.C. requires corporations filing 10 -K reports
to report both revenues and earnings by lines of business.
This information, which does not always appear in stockholder reports, may be important in evaluating a company.
Required:
A.
What guidelines have been established
S.E.C. for line of business reporting?

by

the

B.
Discuss the problem(s) faced by corporate management of large diversified firms in the interpretation
and implementation of this disclosure requirement.

$

The Janeski Service Corporation has just completed
its first year of operations. The income statement (on an
accrual basis) for the year is as follows:
Revenues
Sales
$125,000
Gain on sale of land
32,000
Interest and revenue
1,000 $158,000
Expenses
Materials and supplies
$ 28,000
Wages and benefits
43,000
Depreciation
7,000
Bad debts
500
Interest
5,500
Administrative expenses
11,000
Other expenses
5,000
$100.000
Net income
58,000

1. Accounts receivable at year end amount to $18,000,
and accounts payable and other current payables are
$4,000.
2. There are no ending inventories.
3. New equipment costing $60,000 was purchased early
in the year. Salvage value was estimated to be $4,000,
and life was estimated to be 8 years.
4. Bad debts have been expensed as incurred. Similar
firms in this line of business incur bad debt losses
equal to 1.5 percent of sales.
5. A tract of land, acquired in January as a building site
(at a cost of $12,000) was sold in November when a
new shopping plaza was constructed on adjoining
land. The land was sold for $44,000, of which $33,000
(plus interest) will be received in future years. In
December, a new tract of land was purchased for
$20,000.

$

Mr. Janeski has made a preliminary calculation of his
tax liability:
Tax on first $25,000 at 22%
5,500
Tax on next $1,000 at 48%
480
Tax on capital gains $32,000 at 30%
9,600
$ 15,580
You have just been hired by Janeski as accountant and
office manager. Mr. Janeski indicates that the company
is presently in a "cash- squeeze" position. As your first
task, he asks you to review the tax computation to determine if this year's tax liability might be reduced. In
reviewing the firm's records, you assemble the following
information.
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Answer only one question from questions 7 & 8. If both
are answered only the first will be counted.
QUESTION NUMBER 7 (an alternate to Question Number
8) -- Estimated time 3/4 hour
Company X is considering the acquisition of Company
Y. Two alternative methods of acquisition are available
to Company X. It can either buy all of Company Y's stock
on the market for a cash outlay of $306,000, or Company
X can exchange authorized but unissued shares with a
value of $306,000 (currently selling for $45 per share) for
all of the outstanding shares of Company Y. In either
case, Company Y will be preserved as a wholly -owned
subsidiary. The following data were derived immediately
before the acquisition.
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Company X
Book
Market
Value
Value

Company Y
Book
Market
Value
Value

Current
Assets

$ 400,000

Fixed
Assets

600,000

Totals

$1,000,000

Current
Liabilities

$ 200,000

200,000

50,000

50,000

Long term
Liabilities

150,000

300,000

25,000

50,000

Capital Stock
$20 par

300,000

$475,000 $100,000 $125,000
700,000

200,000
$300,000

Capital Stock
$10 par

100,000

Retained
Earnings

250,000

75,000

Additional
Paid -in
Capital

100,000

50,000

$1,000,000

$300,000

Totals

250,000

eligible employee. A trust agreement has been entered
into whereby a large national insurance company will receive the yearly pension fund contributions and administer
thefund.
Management, through extended consulation with the fund
trustee, internal accountants, and independent actuaries,
arrived at the following conclusions:
1. The normal pension cost for 1973 will be $30,000.
2. The present value of the past service cost at date of
inception of the pension plan (January 1, 1973) is
$200,000.
3. Because of the large sum of money involved, the past
service costs will be funded at a rate of $23,365 per
year for the next fifteen years. The first payment will
not be due until January 1, 1974.
4. In accordance with A.P.B. Opinion 8, the "unit
credit method" of accounting for the pension costs
will be followed. Pension costs will be amortized
over a ten -year period. The ten -year accrual factor
is $29,805 per year. Neither the maximum or minimum amortization amounts as prescribed by A.P.B.
Opinion 8 will be violated.
5. Where applicable, an eight percent interest rate was
assumed.

Required:
Required

A.
Present the balance sheet that would result immediately after the acquisition assuming a stock exchange
is consummated and "pooling" accounting is to be followed. Use only the facts given and assume no others.
B.
Describe four of the conditions that must be satisfied before "pooling" accounting will be permitted.
QUESTION NUMBER 8 (an alternate to Question Number
7) -- Estimated time 3/4 hour
The CMA Corporation, which has been in operation for
the past 23 years, decided late in 1972 to adopt, beginning
on January 1, 1973, a funded pension plan for its employees. The pension plan is to be non - contributory and
will provide for vesting after 5 years of service by each

A.
1.
2.

Define:
Normal pension costs.
Past service costs.

B.
What amounts (use xxx if amount can't be calculated) will be reported in the company's
1.
income statement for 1973?
2.
balance sheet as of December 31, 1973?
3.
notes to the statements?
Give account titles with the amounts.
C.
What amounts (use xxx if amount can't be calculated) will be reported in the company's
1.
income statement for 1974?
2.
balance sheet as of December 31,1974?
3.
notes to the statements?
Give account titles with the amounts.

(END)
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Certificate in Management Accounting Examination
Unofficial Solution for Part 3— December 1973
Public Reporting Standards, Auditing and Taxes
QUESTION NUMBER 1
1.
2.
3.
4.
5.
6.
7.

b
c
d
a
d
e
3

8.
9.
10.
11.
12.
13.
14.

a
d
d
c
e
b
b

15.
16.
17.
18.
19.
20.
21.

e
a
a
e
a
d
e

22. b
23. b
24. e
25.c
26. d
27. d

QUESTION NUMBER 2
A. CAP. The Committee on Accounting Procedure, CAP,
which was in existence from 1938 to 1959, was a natural
outgrowth of AICPA (then AIA) committees which were
in existence during the period 1933 to 1938. The committee
was formed in direct response to the criticism received by
the accounting profession during the financial crises of 1929
and the years thereafter. Because of the wide divergence
of corporate accounting practices being used during this
period of time, the Institute membership felt it necessary to
expand to 21 AICPA members the original committee on
accounting procedures which had an original membership
of 7 executive members. The expansion of the committee
and the authorization to issue pronouncements on matters
of accounting principles and procedures were based on the
belief that the AICPA had the responsibility to establish
practices that would become generally accepted by the profession and by corporate management.
As a general rule, CAP directed its attention, almost entirely, to resolving specific accounting problems and topics
rather than to the development of generally accepted accounting principles. The committee voted on the acceptance
of specific Accounting Research Bulletins published by the
committee. A two - thirds majority was required to issue a
particular research bulletin. The CAP did not have the authority to require acceptance of the issued bulletins by the
general membership of the AICPA, but rather received its
authority only upon general acceptance of the pronouncement by the members. That is, the bulletins set forth normative accounting procedures that "should be" followed by
the accounting profession, but not "necessarily" to be followed.
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It was not until well after the demise of the CAP, in 1964,
that the Council of the AICPA adopted recommendations
that departures from effective CAP Bulletins should be
disclosed in financial statements or in audit reports of members of the AICPA. The demise of the CAP could probably
be traced to four distinct factors: (1) the narrow nature of
the subjects covered by the bulletins issued by the CAP,
(2) the lack of any theoretical groundwork in establishing
the procedures presented in the bulletins, (3) the lack of
any real authority by the CAP in prescribing adherence to
the procedures described by the bulletins, and (4) the lack
of any formal representation on the CAP of interest groups
such as corporate managers, governmental agencies, security
analysts.
APB. The objectives of the APB were formulated mainly to correct the deficiencies of the CAP as described above.
The APB was thus charged with the responsibility of developing written expression of generally accepted accounting principles through consideration of the research done by
other members of the AICPA in preparing Accounting Research Studies. The committee was in tuna given substantial
authoritative standing in that all opinions of the APB were
to constitute substantial authoritative support for generally
accepted accounting principles. If an individual member of
the AICPA decided that a principle or procedure not specifically discussed by a particular APB opinion had substantial authoritative support outside of the official pronouncement of the APB, the member had to disclose the
departure from the official APB opinion in the financial
statements of the firm in question.
The membership of the committee comprising the APB
was also extended to include representation from industry,
government, and academia. The opinions were also designed
to include minority dissents by members of the board. Exposure drafts of the proposed opinions were readily distributed.
The demise of the APB occurred primarily because the
purposes for which it was created were not being accomplished. Broad generally accepted accounting principles
were not being developed. The research studies supposedly
being undertaken in support of subsequent opinions to be
expressed by the APB were often ignored. The committee
in essence became a simple extension of the original CAP
MANAGEMENT ACCOUNTING /APRIL 1974

in that only very specific problem areas were being addressed. Interest groups outside of the accounting profession
questioned the appropriateness and desirability of having
the AICPA directly responsible for the establishment of
GAAP's. Politicization of the establishment of GAAP's had
become a reality because of the far reaching effects involved
in the questions being resolved.
FASB. The formal organization of the FASB represents
an attempt to vest the responsibility of establishing GAAP's
in an organization representing the diverse interest groups
affected by the use of GAAP's. The FASB is independent
of the AICPA. It is independent, in fact, of any private or
governmental organization. Individual CPAs, firms of
CPAs, accounting educators, and representatives of private industry will now have a formal opportunity to make
known their views to the FASB through their membership
on the Board. Independence is facilitated through the funding of the organization and payment of the members of
the Board. Full -time members are paid by the organization
and the organization itself is funded solely through contributions. Thus, no one interest group has a vested interest
in the FASB.
Conclusion: The evolution of the current FASB certainly
does represent "increasing politicization of accounting standard- setting." Many of the efforts extended by the AICPA
can be directly attributed to the desire to satisfy the interests
of many groups within our society. The FASB represents,
perhaps, just another step in this evolutionary process.

influence or control the factors that determine their
economic well- being.
C. Arguments against the politicization of the accounting
rule- making process.
1. Many accountants feel that accounting is primarily
technical in nature. Consequently, they feel that
substantive, basic research by objective, independent
and fair - minded researchers ultimately will result in
the best solutions to critical issues, such as the concepts of income and capital, even if it is accepted
that there isn't necessarily a single "right" solution.
2. Even if it is accepted that there are no "absolute
truths" as far as critical issues are concerned, many
feel that professional accountants, taking into account the diverse interests of the various groups
using accounting information, are in the best position, because of their independence, education, training, and objectivity, to decide what generally accepted accounting principles ought to be.
3. The complex situations that arise in the business
world require that trained accountants develop the
appropriate accounting principles.
4. The use of consensus to develop accounting principles would decrease the professional status of the
accountant.
5. This approach would lead to "lobbying" by various
parties to influence the establishment of accounting
principles.

B. Arguments for politicization of the accounting rule making process.

QUESTION NUMBER 3

1. Accounting depends in large part on public confidence for its success. Consequently, the critical
issues are not solely technical, so all those having a
bona fide interest in the output of accounting should
have some influence on that output.
2. There are numbers of conflicts between the various
interest groups. In the face of this, compromise is
necessary, particularly since the critical issues in accounting are value judgments, not the type which
are solvable, as we have traditionally assumed, using
deterministic models. Only in this way (reasonable
compromise) will the financial community have
confidence in the fairness and objectivity of accounting rule- making.
3. Over the years, accountans have been unable to establish, on the basis of technical accounting elements,
rules which would bring about the desired uniformity
and acceptability. This inability itself indicates rule setting is primarily consensus in nature.
4. The public accounting profession, through bodies
such as the Accounting Principles Board, makes
rules which business enterprises and individuals
"have" to follow. For many years, these businesses
and individuals had little say as to what the rules
would be, in spite of the fact that their economic
well -being was influenced to a substantial degree by
those rules. It is only natural that they would try to
MANAGEMENT ACCOUNTING /APRIL 1974

A. 1. The proper value for an asset is the cash value at
the time of acquisition. The new lathe would be
properly valued at:
Cash outlay
$5,000
Cash value of old machine
7,000
Cost of the new machine

$12,000

Balance sheet accounts affected
by transaction
Equipment—increase
12,000
Equipment— decrease
10,000
Accumulated Depreciation Decrease
3,000
2. The transaction would affect the income statement
as follows:
(a ) The gain on disposal of the old lathe would be
$1,000.
Cost
$10,000
Accumulated Depreciation to
12/ 31/ 71
— 3,000
1972 Depreciation
— 1,000
Book value
$ 6,000
Cash value
7,000
Gain on disposal of lathe
$ 1,000
(b) 1972 Depreciation expense
1,000
3. The Statement of Changes in Financial Position
would show:
(a ) Source of Fund —Sale of Lathe
$ 7,000
(b) Use of Funds — Purchase of lathe
$12,000
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B. The tax laws permit the recognition of gain only when
"boot" is received. In this case "boot" is given and the
recognition of the gain, therefore, is postponed.
1. The tax basis of the new lathe is
Cash paid
$ 5,000
Book value of old lathe
6,000
$11,000
or alternately
Cash value of new lathe
$12,000
Less: Deferred gain
1,000
$11,000
2. There is no effect on taxable income in 1972 from
this transaction.
C. Two items referred to in the problem would be relevant
to the discussion:
1. The cash paid, $5,000;
2. The tax shield of the increased depreciation from the
new machine.

QUESTION NUMBER 4
A. 1. The objective of the external auditor is to obtain
sufficient data from a client's books and records to
permit the auditor to express an opinion on whether
or not the client's financial statements fairly present
its financial position and results of operations.
The objective of the internal auditor is to serve
management by furnishing management with the
results of analysis and appraisals of such activities
and systems as:
a. The company's information systems including
the internal control system.
b. The extent of compliance to company operating policies, procedures and plans.
c. The quality of performance by company personnel.
2. The scope of auditing activity undertaken by the
internal auditor is broader than just the financial
activities of the firm. The list of services to management described above indicate the scope of activity
of a modern internal audit department.
The audit activity would be comprised of the review,
analysis and recommendations covering
a. financial matters:
(1) adequacy of the accounting and financial
controls.
(2) proper accounting for and safeguarding of
company assets.
(3) reliability of financial data provided to
management.
b. operational matters:
(1) adequacy of administrative controls.
(2) compliance with established policies, procedures and plans.
(3) reliability of non - financial data provided
to management.
c. personnel performance:
(1) appraising the carrying out of assigned responsibilities.
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(The areas described are often characterized by such
terms as financial, operational and management
audits)
3. The different objectives of the two types of auditors
indicate an overlap with only part of the activities
of the internal auditor, and the relationship to be
discussed would exist only in the areas of the overlap.
The external auditor must review the quality of the
financial and accounting control systems (including
the internal control system), the quality of the accounting records and quality of the accounting information in the process of gathering evidence to
support the opinion that will be rendered. This is
done on a periodic basis.
The existence of an internal audit department which
is effectively performing its review and appraisal of
the financial and accounting systems, records, and
data will provide an important indication of the
quality of the evidence being gathered by the external auditor. The work of the internal auditor does
not substitute for that of the external auditor, although he may be of assistance to the external auditor in arranging and accumulating the evidence desired. The external auditor must gather and test
much of the evidence needed on his own, however.
The review carried out by the external auditor does
not fulfill the company's needs for review of financial
records and systems, for that review is designed
primarily to determine that the account balances are
proper. The internal auditor is concerned with the
effectiveness and efficiency of the procedures and
controls as well as the account balances (in addition
to many non - financial matters.)
B. A significant change in audit philosophy will be required. As an external auditor, development of sufficient
evidence to support an opinion on the client's financial
statements would be the basis of the audit activity. As a
modern internal auditor, the basis of the audit process
would be expanded to include not only the review of financial and accounting controls to validate the accounts' final
values but also to evaluate their effectiveness and efficiency,
to review operating policies, procedures, plans and controls
and to appraise performance. The internal auditor's relationship with the company's activities is continuous rather
than periodic.
The internal auditor has no less of a need for independence than the external auditor. But the nature of the independence is different. The external auditor must be independent of the firm for his opinion is to third parties
(e.g. banks, stockholders, etc.). The internal auditor cannot be independent of the firm but he must be independent
from the managements of the activities being reviewed.
This can be accomplished by having the internal audit function report to top officials of the company. Further, his independence should not be compromised by participation in
the establishment of systems and controls that he will later
review as part of the internal audit process.
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QUESTION NUMBER 5
Revised taxable income and tax liability
Revenues:
Sales (la)
Interest
Taxable gain (2)
Total revenues
Deductions:
Materials and supplies (lb)
Wages
Interest
Administrative expenses
Other expenses
Depreciation (3)
Total deductions

$106,500
1,000
8,000
$115.500
24,000
43,000
5,500
11,000
5,000
16,500
$105.000

Taxable income

$ 10,500

Tax on $10,500 at 22%
Investment credit (4)
Tax liability

$

Investment credit carry forward
Adjust to cash basis
a. Sales
Less: Bad Debts
$ 500
Increase in Accounts
Receivable balance $18,000

$

b. Materials and Supplies
$28,000
Less Increase in Accounts
Payable balance
4,000
$24,000
2. Report gain on the installment basis
Total gain
Percent of sales price
received during year
Taxable Gain this year

2,310
2,310
$ - 0 1,890

$125,000

118,500
$106,500

$ 32,000

$

25 %
8,000

QUESTION NUMBER 7
A.
Company X and Subsidiary Company Y
Consolidated Balance Sheet
Current assets
500,000
Fixed assets
800,000
Total
$1,300,000
Liabilities and Capital
Current liabilities
250,000
Long term liabilities
175,000
Total liabilities
425,000
Capital stock -$20 Per
436,000
Additional Paid in Capital
114,000
Retained earnings
325,000
Total capital
875,000
Total
$1,300,000

Applied to current year taxes
Carried forward to future years

$

2,310
1,890
4,200

$

QUESTION NUMBER 6
A. The line of business reporting is required of all companies and their subsidiaries, submitting 10 -K forms, engaged in more than one line of business. The companies are
to report either the approximate amount or percentage of
sales and revenues and income (before income tax and
extraordinary items) for each reportable line of business.
A reportable line of business is one which accounts for
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$

4,200

$

$

$

4. Investment credit 60,000 at 7%

$

$

Gain to report to future years
$ 241000
3. Adopt double - declining balance depreciation and
first year allowance
First year allowance 20% of
equipment cost up to $10,000
$ 2,000
Double - declining balance depreciation
58, 000 X 2(1/ 8) _
$ 14,500
$ 16,500

( a ) 10 percent or more of the total sales and revenues
(b) 10 percent or more of income (before income
tax, extraordinary items) computed without deduction of loss resulting from operations of any
line of business; or
(c ) a loss which equalled or exceeded 10 percent of
the amount specified in (b).
For companies with more than $50,000,000 in total
sales in either of the last two fiscal years, the 10% amount
applies, otherwise 15% is substituted in the above statements. The grouping of activities into lines of business is
left to the discretion of the management.
B. 1. Company data for product line and divisional units
developed for internal uses may not be in a form
appropriate for public reporting because it is not
accumulated on a "generally accepted accounting
principles" basis.
The adjustment of such data to "lines of business"
income may require arbitrary revenue and cost allocations and thus defeat the purpose of "line of business" reporting.
2. The subject of transfer prices for intracompany sales
has not been authoritatively defined. The measurement of "line of business" performance for companies distributing product within the company as
well as to outsiders would be affected by the choice
of transfer price.
3. The S.E.C. has not provided operational guidelines
for grouping activities. Although company management will have discretion in identifying "lines of
business," they will be subject to pressure if the
"lines of business" logical to a given company are
different from the "lines of business" grouping common in the industry.
4. The information will be incomplete because such
data as amount of investment and liabilities may not
be available and the state of development of the
"line" is not reflected.
5. The disclosure of information about a "line of
business" may provide competitors with information
that the company would prefer to keep confidential.
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B. The conditions that must be satisfied before "pooling"
accounting will be permitted include:
Combining companies
1. Each of the combining companies must be autonomous and must not have been a subsidiary or division of another corporation during the two -year
period prior to the initiation of the combination
plan.
2. At the dates the plan of combination is initiated
and consummated, none of the combining companies can hold as intercorporate investment more
than 10 percent of the outstanding voting common
stock of any combining company, unless the shares
held were exchanged for shares that are issued to
effect the combination plan.
Combining of interests
3. The combination must be effected by a single transaction, or in accordance with a specific plan within
one year after the plan is initiated.
4. The surviving (or parent) corporation must issue
only common stock with rights identical to those
of the majority of its outstanding voting common
stock in exchange for substantially all of the voting
common stock of the other companies outstanding
at the date the plan of combination is consummated.
(90% or more of the outstanding common stock)
5. Each of the combining companies must maintain
substantially the same voting common stock interest.
6. Voting common stock may be reacquired only for
purposes other than business combinations, and only
in normal amounts.
7. The ratio of the interest of an individual common
stockholder to those of other common stockholders
in a combining company must remain the same as
a result of the exchange of stock to effect the combination.
8. Voting rights of common stock interest must be
exercisable by the stockholders.
9. The combination must be resolved at the date the
plan is consummated, with no pending provision
of the plan relating to the issue of securities or
other consideration.
Absence of planned transactions
10. The combined corporation must not agree directly
or indirectly to retire or reacquire all or part of the

common stock issued to effect the combination.
11. The combined corporation must not enter into other
financial arrangements for the benefit of the former
stockholders of a combining company.
12. The combined corporation must not intend to dispose of a significant part of the assets of the combining companies within two years after the combination, except to eliminate duplicated facilities or
excess capacity and those assets that would have
been disposed of in the ordinary course of business
of the separate company.

QUESTION NUMBER 8
A. 1. Normal cost —The annual cost assigned, under the
actuarial cost method in use, to years subsequent
to the inception of a pension plan or to a particular
valuation date.
2. Past service cost — Pension cost assigned, under the
actuarial cost method in use, to years prior to the
inception of a pension plan.
B. 1. Pension expense
$59,805
(Normal cost $30,000 and past service cost $29,805)
2. Deferred Past Service Costs
$ 6,440
Due to Pension Trustee
$53,365
3. The notes to the statements should disclose the
existence of the plan, the company's accounting and
funding policies, and the amount by which vested
benefits exceed the total of the pension fund and
balance sheet accruals less prepayments or deferred
charges. In this case the amount can't be calculated,
therefore, the amount would be $XXX.
C. 1. Pension expense
$59,805
Interest on unfunded past service costs

515

(6,440 X .08)
2. Deferred Past Service Costs
$13,395
(6,440 + 6,440 + 515)
Due to Pension Trustee
53,365
3. The notes to the statements should disclose the
existence of the plan, the company's accounting and
funding policies and the amount by which vested
benefits exceed the total of the pension fund and
balance sheet accruals less prepayments or deferred
charges. In this case, the amount can't be calculated,
therefore, the amount would be $XXX.

REMINDER TO FILE APPLICATIONS TO IMA EARLY

will

Accountants planning to take the December 1974 Certificate
in Management Accounting examination are reminded they
must file an application to the Institute of Management Accounting as the first step. Early receipt of the application will
provide the Institute with adequate time to process it in time
for the examination which
be given in 26 cities throughout
66

the United States on December 4, 5, 6.
Application forms and other information on the CMA program
can be obtained by writing to.
Institute of Management Accounting
City Center Building
Ann Arbor, Michigan 48108
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RONALD
FINANCIAL HANDBOOK

SEC

Edited by Jules I. Bogen, late of New York University Graduate School of Business Administration;
with a Board of 27 Contributing Editors. One volume financial library covers hundreds of topics
of prime concern to the business organization.
4th. Ed., Rev. Print., 1968. 1,208 pp. $17.50

ACCOUNTING
PRACTICE AND
PROCEDURE

Louis H. Rappaport, CPA, Retired Partner,
Coopers & Lybrand. Leading reference in the field
presents up -to -date guidance on every aspect of
SEC work. Covers important recent developments
including the first major revision of Regulation S -X
in twenty years. 3rd Ed., 1972. 1,260 pp. $25

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

BUSINESS BUDGETING
AND CONTROL
J. Brooks Heckert, CPA, The Ohio State University; and James D. Willson, CPA, Northrop Corporation. 32 sections of working information supply
complete coverage of budget preparation and
operation — including all needed forms. 3rd. Ed.,
1967. 590 pp.
$12

DEVELOPMENT OF
INFORMATION
SYSTEMS

THE FINANCIAL
EXECUTIVE AND THE
NEWACCOUNTING
Maurice E. Peloubet, CPA. Timely volume gives
business executives a detailed picture of the services available from the modern accounting firm
— offers the CPA a useful yardstick against which
to measure his professional qualifications. Numerous case studies. 1967. 227 pp.
$6

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 op
erations. Your complimentary
copy is available upon request.

00000

The Ronald Press
Company

Circle 9 on inquiry card.

years

seventy

over

79 Madison Avenue • New York, N.Y. 10016

professionfor

Donald F. Heany, General Electric Company.
Answers the key questions about system design,
implementation, operation, and follow -up, plus
administration of costs, personnel, and EDP department. 1968. 421 pp.
$9

the

William E. Arnstein, CPA. A superb summary of
the best management techniques for profit improvement, this guide shows how they apply to
each area of a company's activities. Includes
many decision - making aids. 1967. 444 pp. $12

TO ORDER or request descriptive
information, write to Dept. 104 . . .

WHAT MANAGEMENT NEEDS TO KNOW

Serving

MANAGEMENT
SERVICES BY
ACCOUNTING FIRMS

In Financial and EDP Occupations.
Assuring you the right person for the job and the right job
for the person.
We have specialized in Financial and Data Processing employment for over a quarter of a century, and frankly, we're good at it.
ALEXANDRIA
5001 Seminary Rd.
17031931 3500
ALLENTOWN
Hotel Traylor Building
12151 4391508
ATLANTA
3379 Peachtree Rd. N.E.
14041 2332416
BALTIMORE
The Quadrangle –Cross Keys
1301) 3237770
BOSTON
140 Federal St.
1617) 42344
8 0
CHARLOTTE
4801 E. Independence Blvd.
(70415353370
CHICAGO
333 N, Michigan Ave.
(3121 782 30
CINCINNATI
606 Terrace Hilton
(513) 821 7711
CLEVELAND
1367 E. 6th St.
(21618210670

DALLAS
2001 Bryan Torrey
(214) 742 -9171
DENVER
1612 Court Place
(3031 2442925
DETROIT
670 Honeywell Center
Southfield
(31315591212
HARTFORD
111 Pai St.
(203) 2787170
HOUSTON
1200 Central Nat'l. Bank Bldg,
(713) 2280056
INDIANAPOLIS
9 North Illinois St.
(317) 6365441
KANSAS CITY, MO.
127 West 10th St,
(816) 4744583
LANCASTER
8 North Queen St.
1717) 299 -5621
LONG ISLAND
420 Jericho Turnpike
Jericho
15181 8229080

LOSS ANGELES
3600 Wilshire Blvd,
1213) 3866805
LOUISVILLE
680 South 4th St.
1502) 589 -6657
MEMPHIS
12 South Main St.
1901) 523 -8950
MIAMI
1190 N.E. 163 St.
North Miami Beach
130519470684
MILWAUKEE
777 East Wisconsin Ave.
(414) 2719380
MINNEAPOLIS
80 South 8th SL
(612) 336 -8636
NEWARK
1180 Raymond Blvd.
1201) 6233661
NEW YORK
330 Madison Ave.
(212) 9861300
OMAHA
7101 Mercy Rd.
14021 3978107

ORANGE, CA.
500 South Main Sr
17141 835-4103
PHILADELPHIA
2 Penn Center Plaza
1215) 568 4580
PHOENIX
1517 Dal Webb T —House
1602) 279 -1688
PITTSBURGH
Gateway Towers
1412) 4715946
PORTLAND, OR.
610 S- W. Alder St.
1503) 222 -9778
PROVIDENCE
400 Turks Head Bldg.
(401) 274-8700
ST. LOUIS
7733 Forsyth Blvd.
Clayton
13141 7271535
SAN FRANCISCO
111 Pine St.
(4 5) 4341900
SAN JOSE
675 North First St.
14081293-9040

SEATTLE
1215 Fourth Ave.
(206) 6249000
STAMFORD,CT.
111 Prospect St.
12031 3264158
TAMPA
1311 N. Westshore Blvd.
(813) 8764191
WASHINGTON, D.C.
7316 Wisconsin Ave, N.W.
(3011 652 1980
WILMINGTON
1102 West St.
13021 6523244
–
LONDON E C 2, England
17 Finsbury Square
01638 -4394
TORONTO, C d .
15 Toronto St.
1416186B 1314
VANCOUVER, BC
535 Thu(low Sr
(604) 688.7726
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