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A direct proposal from ADP:
We'll process your payroll,
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you run your business better.
You need not buy, rent or install any equipment —we have our
own. And with ADP you're never
asked to sign a contract. There's no
place to hide in our business: either
we do better or out we go. Perhaps
this is why we've grown to serve
25,000 customer firms, have regional
computer centers in 29 major cities
and are listed on the New York Stock
Exchange.

The coupon below will bring you
FREE booklets that tell you just how
we do it ... and have been for 25 years.
They spell out how we operate and
wha t benefits you'll receive. Increased efficiency, speed and accuracy. Savings in time and overhead.
As well as free preparation of local,
state and federal payroll tax reports. Cash flow and working
capital reports. Meaningful management information that helps
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Gentlemen:
I certainly want to know more. Please send me the
booklets checked below explaining how you could
process some, or all, of our bookkeeping chores.

Address
City

Accounts Receivable
General Ledger/
Accounts Pa able
Financial Reports
Payroll Preparation

'

'
'

•

Zip Code

State

[MMI.Automatic DataProcessing
.

.

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

Circle 1 on i nq u i ry c a r d .

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

PRESIDENT'S PERSPECTIVE

Crisis of Confidence
Accountants are operating today against a backdrop of financial
markets which SEC Commissioner Sommer characterizes as
reflecting the worst crisis of confidence since the Thirties. The
lack of strength in our capital markets and the absence of the
individual investor therefrom are matters of concern not just to
the financial community, but to the Congress, the American
people as a whole and our friends overseas.
In an attempt to respond to these problems and the pressures

generated by Congress, the SEC has adopted a very aggressive,
activist philosophy. The courts, too, seem to be more willing to
make judgments on accounting and auditing procedures. Much
of the recent legal and disciplinary actions have been aimed
primarily at independent public accountants.
But it is instructive to note that Commissioner Sommer has
said, "In every case where an accountant has been charged with
some deficiency of conduct there has been a deficiency of
management which prepared the statements —and particularly
financial management."
Financial management and accounting must be upgraded and
improved in the face of the crisis of disclosure and the disaster
area which our financial markets have become. Our Certificate
in Management Accounting program provides an opportunity
for improving the professionalism of the corporate accountant.
And it comes at the right moment, for if the management
accountant does not upgrade his professional responsibility and
stand up to management when it suggests that he manage
earnings, he may be the next defendant seated in a courtroom.

A. P. BARTHOLOMEW, J R.
President, 1974 -75
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By Richard W . Swalley
The controversy between absorption costing and direct costing centers around the
impact of fixed or period costs on the financial statements of the firm. With the
absorption costing system, much time is utilized in carrying out fixed cost allocations.
In this article, the author discusses how direct costing, with its separation of costs into
fixed and variable elements, eliminates much of this allocation problem.
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Cover:
Multi -state operations
entail compliance
with complex tax
regulations.
See page 20.
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FOREIGN LONG -TERM DEBT TRANSLATION
By John W . Houghton, Jr.
Depending upon which accounting method is followed, foreign long -term debt may
be translated into United States dollars at either current or historical exchange rates.
However, according to the author, until valuation concepts are accepted, the fair
presentation of foreign long -term debt is elusive.
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AFTER THE FIRE: THE INSURANCE CLAIM
By Jere R. Duke
After the fire it is important to get production going again and to prepare an insurance
claim. In this company a management team was established to coordinate the effort
even before the smoke had cleared.

20

MULTI -STATE INCOME TAXATION
By Paul F. Brantner
A thorough knowledge of multi -state taxation is crucial to the accountant who must
supply, or design the system for supplying, much of the information necessary for
compliance. In this article, the author discusses many aspects of this complex,
uncertain, confusing, and somewhat frustrating area.

25

BREAK -EVEN ANALYSIS FOR HIGHER EDUCATION
By L. Keith Larimore
The author proposes the adaptation and application of break -even analysis to college
and university operations. He believes that the method will aid the administrator to
determine precisely that level of activity which w i l l generate sufficient revenue to just
cover the costs of operations.

29

ACQUISITION COSTING AND THE BARGAINING AREA
By Edward M. Currie
An acquisition costing technique is developed in this article which will permit either
the buyer or the seller of a business entity to establish his own value spectrum with
the purpose of arriving at a mutually satisfactory price.

38

GRASS ROOTS FORECASTING
Harold W . Rakes
This company uses a computerized stepchart, based on 13 four -week accounting
periods, to prepare forecast schedules from data supplied by its individual salesmen.
By having salesmen provide input data, and by communicating changes back to them,
the entire sales organization is committed to the same plan.
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THE PSYCHOLOGY OF MANAGEMENT AUDITS
By Henry H. Guck

An attempt is made in this article to establish the relative worth and value of the
audit process. Interrelationships are discussed as they relate to the overall effectiveness
of the management system and to the psychological impacts which they have on each
other.

45

PROCESS COSTING VIA REACTION ACCOUNTING
By Edward S. Schwan
The accounting student often has difficulty in achieving a clear understanding of the
inner nature of process costing. If he were to consider the problem in terms of
chemical reaction processes, as demonstrated in this article, process costing might be
more clearly understood.

54

IMA ANALYZES 1973 EXAMINATION
The Institute of Management Accounting publishes comparative statistics on 1973
CMA exam and announces continuing education requirements.

56

ACCOUNTING WEEK IN DAYTON
By

James M . Nisonger and Donald J. Trentman
What does it take to organize a professional accounting week for both students and
people already in the field? Two Dayton Chapter members describe how they
organized a successful program.

59

COMMITTEE ON ACCOUNTING FOR CORPORATE SOCIAL
PERFORMANCE — Second Progress Report
This NAA committee reports on its work thus far in a pioneering area.
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Views expressed herein are authors' and do not represent Association policy unless so
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A Membership Bonus
Each year the Association publishes a number of books for management accountants. These publications are based either upon NAA
original research or are compilations of articles from this magazine
and other sources relating to one topic. It is NAA policy to make
available free to all members up to two of these publications annually. The inside cover of the August issue contained an announcement of the current "give- away," Human Resource Accounting:
Past, Present and Future.
Because of the fact that the subject is generating intense interest
in accounting circles, the Publications Division selected this book to
be offered as a special bonus to members.
Why so much attention to human resource accounting? First,
developments in organization theory have made it apparent that
there is a genuine need for reliable and complete information which
can be used in improving the management of human resources, and
second, the traditional accounting framework is in the process of
being expanded to include a much broader set of measurements
than was thought possible in the past.
This publication is the first in a series of studies in the "social accounting area" and if interest continues there will be more NAA
efforts in this direction. All NAA members have until November 1
to request this book, so go back and look at the August issue if you
missed the announcement of the offer. After November 1, the book
will be sold to both members and nonmembers at a price of
$10.95.
❑

Coming Up in MANAGEMENT ACCOUNTING
How do we account for social benefits? In his article "The Social
Costs of Social Benefits," John V. van Pelt, III, discusses methods of
apportioning costs... Read "Conducting a Social Inventory," Stanley
M. Hunt's description of how one company set up such an inventory... Donald L. Madden investigates some key issues in his
article, "The CMA Exam: A Step Toward Professionalism" ... The
exam itself comes under scrutiny in the article "The CMA Examination: A Content Analysis" by Jack L. Krogstad and John K. Harris. ❑
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The NCR 399 is
all the mini - computer
you'll ever need.
That's because the "399" meets all the individual needs of your office today —
and for the future. The same system that does your ledgers, payroll and other general
accounting jobs also can handle full computing applications. Like communications.
Or serving as a satellite for a big computer system.
You won't have to change your ways of doing business to fit around the "399," either.
Because the "399" adapts to your office. It does the job the way you want it done.
And with the NCR 399 you get more than just a flexible system. You get the NCR
experience and knowledge that's been helping businesses like yours for more than 87 years.
Plus the solid support of thousands of NCR sales and service personnel worldwide
to help you get the most from your mini - computer.
For more information on why the NCR 399 is the only mini - computer
your business will need, phone your local NCR office. Or write to "399" Systems,
NCR, Dayton, Ohio 45479.

Complete Computer Systems
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Letters

TO THE EDITOR

A Very Refreshing Revelation
Joyce C. Lambert's article, "Proposed Code of Professional
Conduct," February 1974, has demonstrated an editorial policy
Of MANAGEMENT ACCOUNTING which prior to this article had
not been obvious. The facet I allude to is the publishing of
articles containing a consensus opinion of "rank and file"
accountants. I find this approach, or revelation, very refreshing.
It is my hope that the National Association of Accountants will
pursue a course of actively soliciting opinions from its membership, and in turn, publish the results of such surveys in future
issues Of MANAGEMENT ACCOUNTING. Knowledge Of the opinions of its members can be a valuable asset for any association's
future plans. In addition, by being aware of the opinions of our
peers, we members must necessarily reconsider the opinions
which we hold.
Richard F. Falvey, Manager
Accounting Reports
The Paul Revere Life Insurance Co.
Worcester, Mass.

Code of Conduct Needed, But Who Will Enforce It?
I am in total accord with most of the elements of the
"Proposed Code of Professional Conduct" suggested by Dr.
Joyce C. Lambert in the February 1974 issue Of MANAGEMENT
ACCOUNTING. The method of questionnaire sampling was statistically sound; hence the broad consensus indicated by the results
should be regarded as something of a mandate to the management accounting profession. Had such a code been in effect,
many of the recently exposed scandals in corporate finance,
which may be traced to chief executive officers and financial
executives who suffer from an indifference of moral and ethical
obligations to the public, would have been prevented.
However, I cannot envision any existing organization which
could be reasonably relied upon to enforce such a code. The
organization would have to be a prestigious one, whose span
of control covers all phases of management accounting in companies of all sizes and in all industries. Perhaps Dr. Lambert
has given some thought and research effort to this obstacle —if
so, such information would be well worth expanding upon.
Richard F. Asbury, Jr., Controller
St. Jude Children's Research Hospital
Memphis, Tenn.

VAT Would Discourage Capital Investment
I read with considerable interest Steven D. Garton's article
entitled, "The Value -Added Tax," which appeared in the
February 1974 issue Of MANAGEMENT ACCOUNTING. It gave me
considerable insight on the applications of the VAT.
I agree with Mr. Garton's conclusions with regard to the
desirability of imposing the VAT as a means to promote
savings and encourage investment. However, with regard to the
VAT being imposed as part of a tax reform program, I must
admit I have my doubts that it would ever happen. Past history

of taxation leads one to the conclusion that the VAT would
probably be imposed in addition to rather than in place of
existing taxes on industry.
The position of the government with regard to controls on
private industry, as was so aptly treated in the article entitled,
"Competition and Controls," in the February 1974 issue,
combined with the imposition of the VAT would have the
effect of further discouraging capital investment, especially in
the area of increasing capacity.
While it is true that the VAT would, by itself, encourage
savings, its imposition in line with past taxation history could
only further reduce the funds available to either save or invest.
Wesley J. Richmond
Illinois Northeast Chapter
North Chicago, I11.

VAT —There Are Some Questions
The article, "The Value -Added Tax" by Steven D. Garton
in the February 1974 issue Of MANAGEMENT ACCOUNTING, was
an easily read, concise description of VAT. However, there are
some questions in my mind on the subject that the article did
not answer.
1. A new, cash poor, unprofitable company presumably would
have to pay VAT regardless of its circumstances. The present
corporation income tax gives such a struggling company a
break. Can VAT be made flexible enough to give a young
company the same help it needs until it is strong enough
financially to pay taxes?
2. The author makes the point that using more than one rate
greatly increases administration costs. But to avoid making
it a regressive tax, won't different rates be necessary? The
author does touch lightly on the regression issue concerning
individuals, but not enough to clarify it.
3. Since VAT is a type of sales tax, individuals apparently
would have to pay the tax and then apply for a refund.
Would this be a disadvantage to the low income citizen?
4. How would the revenue be split between federal and state
governments? States' needs vary. Would each state have its
own rate?
5. I agree that, theoretically, VAT has some advantages over
our present system, but the thought of the problems in
changing to it is mind boggling. Would the advantages
gained be worth the effort?
Sam Driscoll
Illowa Chapter
Davenport, Iowa

One Uniform and Simple Rate
"The Value -Added Tax" by Steven D. Garton, February
1974, discusses a very interesting concept. If the VAT were to
be considered not simply as a means to increase government
revenue, but within the scope of a general tax reform, whereby
Continued on page 8
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LETTERS
Continued from page 6
the VAT were to become a sizeable segment of taxation, the
regressive effect of VAT could most simply be offset by a
substantial raise of income tax personal exemptions. Thus,
people in the low income tax bracket would pay little or no
income tax and be taxed solely on their purchases, with food
stamps and the like being tax exempt. As a result, the number
of taxpayers would actually diminish considerably, as far as the
IRS is concerned.
Very small businesses would be VAT exempt. They would
not deduct the VAT paid for the supplies they purchase, and
they would, therefore, actually be exempt only from the tax
on the added value they generate. This would amount to a
kind of subsidy to small business.
Since exports would pay no VAT (permissible under GATT
rules), they would become more competitive in world markets.
The cumbersome DISC system could be abolished.
It appears that VAT could bring about Inane simplifications
in the tax and related areas. VAT would be billed separately,
as is presently done with state sales taxes. It would then be
very simple to calculate and to account for. A condition for
this would be, of course, one uniform and simple rate, like
ten percent, applying to all products and services.
Finally, if (what a big "if "!) the states could be made to
participate in the federal VAT in a kind of revenue sharing
program, at least some state sales taxes could also be eliminated.
George Binzer
Frankfurt Chapter
Frankfurt, Germany

A Five -Step Commission Structure
I concur with the basic premise contained in the article,
"Sales Compensation: Conflict and Harmony," by Willis R.
Greer, March 1974, that commissions shoud be based on profit
contribution rather than total revenue. In a multi - product
operation, with products having varying percentages of profit
contribution (revenue minus variable cost), the use of this
approach has tremendous benefit to management in having the
salesmen "push" the higher profit items.
To pay commissions based on the individual profit contribution of each product would be an administrative nightmare.
However, a five -step (A through E) commission structure could
be established and all products placed in one of the five groups
based on their individual profit contribution as compared to the
ranges of profit contribution established for each of the five step commission structure. The profit contribution can then be
determined based on the initial estimated variable cost of each
item deducted from the market price as determined by analysis
as described in the article.
Joseph C. McGlinchey
Harrisburg Area Chapter
Camp Hill, Penn.
A Sense of Good Common judgment
I would like to compliment you for publishing the article,
"Looking Back," by Kenneth H. Bergstrom in the March 1974
issue of MANAGEMENT ACCOUNTING, and for the emphasis that
8

was very appropriately given it in your editorial comments.
I agree such articles are "still relevant" and we in the profession need to be regularly reminded that while basic principles
do not change, our individual actions require constant scrutiny.
Continuing to blindly follow past routines without asking that
question, "Why ?" as cited by Mr. Bergstrom is the easiest way
I know to make the accountant a contributor to the unproductive overhead of his company. Likewise in today's fashionable
rush to mechanize (and possibly depersonalize) all management information reports and yes, even those record - keeping
functions, without the accountant questioning their need and
cost, is just as apt to have unfavorable consequences.
To help our company managements in these days of rapid
changes, shortages, and bureaucratic interferences, we need help
to foster innovative actions but we also need to retain that
sense of good common judgment so often displayed by the
ELA members.
Kenneth R. Egger
East Tennessee Chapter
Kingsport, Tenn.

Subsystems Must be Capable of Supplying Input
The article, "Financial Systems Development," by Glenn V.
Schultz, in the February 1974 issue, was a very timely one for
my company and myself. As a result of our experience, I would
like to comment on two of Mr. Schultz's views.
First, our purpose in redesigning our financial system resulted
primarily from the inefficiencies of the peripheral or subsystems (outer target circle). It was our opinion that before
you can develop the center of the target, these sub - systems
must be capable of supplying the input.
Top management was indecisive regarding the center of the
target. It had been experiencing difficulties with the sub - systems
for many years. Therefore, our major decision as far as the
starting point was concerned, was to upgrade the source systems
before we could establish the financial data base and attack the
center of the target.
Second, when I read the article, it appeared to me that
Mr. Schultz was recommending a redesign of the chart of accounts. Although I do not think this was his intention, a single
uniform chart of accounts is necessary. By allowing in the data
base at least 12 to 16 digits of addendum codes, we were able
to avoid developing a new chart of accounts.
Again, I thank Mr. Schultz for his article because it helped
me to determine the major decision that management had to
make.
Michael J. McQuade
East Jersey Chapter
Union, N.J.
An Organized Approach
I read with interest Glenn V. Schultz's article, "Financial
Systems Development," which appeared in the February 1974
issue OfMANAGEMENT ACCOUNTING. What Mr. Schultz has
provided is the framework of a methodology, or an organized
approach to a project which gives a greater possibility of success.
Mr. Schultz effectively points out the too common historical
mistake of designing systems to perform specific jobs with
ultimate long range consequences. He also addresses, however,
Continued on page SO
MANAGEMENT ACCOUNTING /SEPTEMBER 1974

Our n,%Pney is asgood as
the next guyls,

It's our service that5 better.
Money. There's a lot of fuss
about it. And for good reason.
Having cash on hand allows
you to take advantage of cash
discounts... buy in anticipation of
shortages.., maintain adequate
inventories ... and expand and
improve your business.
But anyone's money can do that.
Then, why are more and more
companies coming to Southeastern for their money needs?
For service.
Since Southeastern maintains
a personal relationship with its
customers, your financing needs
are met quickly and personally.
So when you need accounts receivable financing for expansion,
Southeastern understands —
because Southeastern knows you
and your money needs.
When you need equipment or
machinery financing, Southeastern
can offer you a financing program
"tailor- made" to fit your individual
situation — because Southeastern
knows precisely what that situation is. Or, if you need inventory
financing, Southeastern understands that too — because Southeastern is familiar with your
business fluctuations.
And chances are, while you're
meeting your money needs, you'll
also be meeting some valuable
business associates.
Call Southeastern today. You'll
like us for more than our money.

(9D Southeastern Financial Corporation
201 South Tryon Street. Charlotte, North Carolina, 28201 "telephone 704/372 -7(XX)
A Subsidiary of American Credit Cor7xxation
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REGISTRATION
INFORMATION
To register for any Course
listed, fill out and return the
registration form together
wi th your chec k to:
National Association of
Accountants
919 T hi rd Avenue
New Yor k, N. Y. 10022
Att: CEP Registrar
(212) 759 -3444 Ext. 261

Fees
2 Day Courses $200
3 Day Courses $300
The fee for NAA Courses includes
daily luncheons, refreshments,
compreherr'sive workbooks and
technical materials.
Nat ional As soc iat ion of Acc ountants

■

C E P

Continuing Education Program

HAAanvounces
a new servic e:
NAA announces an extension of its
educational service with the introduction of a dynamic new self -study
program. Now available is the first
course in a continuing series that will
soon include a wide variety of courses
for individually -paced learning.

.� A

The first course, "Management Accounting for Business Decisions,"

i

is based on sound economic and fin-

ancial concepts. Students and Businessmen taking the course will acquire an overview of management
accounting tools and techniques
and how they may be integrated
to provide better information for more
effective decision - making.

3

0 Separate 30- pageAnswer
Book which enables the businessman to complete his calculations and
which then may be compared with the
suggested solutions provided for the
exercise problems in the workbook.
The program utilizes a multimedia ap- Space is also provided for personal
proach which includes the following: note taking and comments about
each successive module, all of which
h el p s in r ei n f o r c i n g t h e l ea r n i n g
process.

How long the course actually takes
in terms of days or weeks is up to the
individual. It can be completed in
about 38 hours. Progress through the
material can be as rapid or as deliberate as it can be comfortably assimilated. Group participation study is
possible and desirable. The multiple
interpretations and observations add
to the overall benefits.
The cost Is low: $40.00 for the complete integrated program which includes the tape, workbook, answer
book and reading lists. Extra copies of
the workbook are available at moderate prices. Also cassette players in
three price ranges are available for
those who need them. For company,
library and group usage, a 20% discount for five or more simultaneous
orders is offered.

4

*Li st i ng of SuggestedReadings from past issues of Management
Accounting to extend the learning
process into the real world area is included in each of the 13 modules.

t

Return this order form to
National Association of Accountants
918
ThirdOrder
Avenue,
NewYork, N.Y. 10022 I
Special
Department

PLE AS E T Y PE O R P R I N T C L EA R L Y:

/* Cassette Tape which f urnishes

Name

over an hour and a half of clear, concise, professionally - delivered audio
pr og ra m m i ng , di v i ded int o 13
modules of topic development.

Address

City
ZIP

- -

Country

'

2

Vis ,
lt

.

f i_

.104 -page W orkbook which is
integrated with the audio- presentation. It is color - illustrated with over
100 diagrams, how- to -do -it examples, decision - trees, charts, graphs
and tables.

Who should take the course? The
course is designed for those who cannot take the time or find the opportunity for more formalized education,
yet are anxious to move forward in
their careers. The course will be rewarding for controllers and their
staffs, cost accounting personnel,
treasurers, CPA's and governmental
agency staffs. In fact anyone dealing
with financial data relied upon in the
decision- making process will benefit.
The course is an ideal addition to any
company's library of training aids for
use in group instruction or to aid the
interested individual.

Member ❑
Account No.

Nonmember❑❑

—SSP❑#1❑sets❑®❑$40.00
less 20% (5 or more sets)
❑ ❑Check❑here❑for❑further❑information
on cassette recorders
CHECK❑Personal❑❑ Company❑❑
MONEY ORDER

POSTAGE A SHIPPING
All prepaid orders going to United States addresses will
be s urface m ailed or s hipped prepaid. If spec ial handling involving additional costs is requested, the actual
extra charges w ill be billed.
Paym ent in full should ac company all orders from outside the United States , and surfac e pos tage or s hipping charges on such orders will be paid by NAA.
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Proposed Standard on Accounting for Development Stage Companies Issued
The Financial Accounting Standards Board has exposed for public comment a proposed standard on Accounting and Reporting by Development Stage Companies, Subsidiaries, Divisions
and Other Components which departs from current requirements. The major conclusion of the
Board was that "no special accounting standards shall apply during the development stage." A
development stage company shall "charge to expense as incurred during the development stage
those costs which will be charged to expense as incurred when the company is no longer in the
development stage," and "capitalize or defer only those types of costs which may be capitalized or deferred subsequent to the development stage." The Board also extended the proposed standard to apply to a development stage subsidiary, division or other component of
an established operating company. At present, SEC regulations do not apply to development
stage components. The proposed standard has been exposed for public comment until the end
of the month. Requests for copies of the draft, or comments, should be addressed to Director of
Administration, File Reference 1027, FASB, High Ridge Park, Stamford, Conn. 06905.... At the
same time, John W. Queenan, 68, vice chairman of the Board disclosed his intentions to resign
for personal reasons before his term expires on Sept. 30, 1975. He is the only person who has
served as a member of all three financial accounting standards - setting bodies: the FASB, the
Accounting Principles Board and its predecessor, the Committee on Accounting Procedure of
the American Institute of CPAs.
Line -of- Business Reporting Program Could Cost as Much as $250 Million
The Federal Trade Commission program requiring the 500 largest manufacturing firms to provide financial data on each product line could cost as much as $250 million and require the
services of as many as 19,000 accountants, according to Robert Half, president of Robert Half
Personnel Agencies, Inc. Mr. Half noted that the Bureau of Labor Statistics has estimated that
the demand for new accountants averaged 41,900 annually and that U.S. colleges are expected
to graduate some 31,000 accountants this year; therefore the FTC program, when implemented,
will substantially contribute to the existing severe shortage of competent accountants, he says.
MAP Committee Testifies at Public Hearing on Segment Reporting
In oral testimony at the FASB's two -day public hearing last month on Financial Reporting for
Segments of a Business Enterprise, the Management Accounting Practices Committee approved
the concept of reporting on the segments of a business if clearly marked "unaudited." On one
of the most difficult issues of segment reporting —how do you define what is a segment —the
MAP Committee along with others called for the FASB to prescribe broad guidelines to "permit management to select bases of segmentation." As to what segment information should be
reported, the MAP Committee listed sales and revenues, cost and expenses specific to the segment, costs and expenses allocated to the segment, and income or loss before income taxes
and extraordinary items. The Committee thus differed from other industry spokesmen at the
hearing by urging the breakdown and disclosure of common costs by segments. There was no
wide support manifested for the attestation of segment reporting during the hearing, although
some spokesmen urged that this data be audited.
Committee Named to Set Standards for Schools of Accounting
In another move toward achieving greater autonomy for the teaching of accounting, the AICPA
in conjunction with the American Assn. of Collegiate Schools of Business, the National Assn. of
State Boards of Accountancy, and the American Accounting Assn., has appointed a committee
to establish standards for schools of professional accounting. Herbert E. Miller of Arthur Andersen & Co. is the chairman of the new committee.
Organization Founded to Help Companies Safeguard EDP Resources
A national organization that will counsel businesses on all aspects of computer security has just
been founded. Called Computer Security Institute, the organization plans to issue a bimonthly
newsletter, carry out research and hold seminars.
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THE BENEFITS OF
DIRECT COSTING
Given the proper and deserved sanction by all existing professional
accounting societies, direct costing can provide less confusing and
more meaningful statements for internal and external readers.

By Richard W. Swalley
In 1936, Jonathan Harris, a controller, was questioned by the president of his company as to why
the company's profits showed a drop of $20,000
from the previous month while sales showed an
increase of over $100,000.1 It was then, and is
now, a bona -fide question. In response to the question, he devised a system of cost accounting which
would show profits as a function of sales —something which absorption costing, the method then
in use, did not do. He had come to realize that
the reason for the incongruity between sales and
profits centered on the absorption or full- costing
method of cost allocation which was (and still is)
considered the "ultimate" method of calculating
product costs. Ever since, his direct - costing proposal has been one of the most controversial issues
within, and without, the accounting profession.
It is certain that even today there are presidents
who don't quite comprehend the concept of absorption costing. They know that variances from
standard are generated, but they don't know how
much of any variance is being charged or credited
to cost of sales and how much is being deferred.
Not many of them really know that direct costing
would be of real value in alleviating this situation.
Not many of them know that they would understand variances (which in some cases now frighten
them) generated under a direct - costing system and,
in all probability, they unknowingly are waiting
for the accounting profession to accept Harris' direct- costing system.
The controversy over direct costing includes
but is in no way limited to the following questions:
1. What effect does direct costing have on internal
and external reporting?
2. How does the delineation of costs into period
and product costs coincide with the matching
concept which is paramount in income determination and asset valuation?
3. Will the Securities and Exchange Commission
and the Internal Revenue Service accept statements based on the direct costing method ? 2
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Before attempting to answer these questions,
it would perhaps be wise to review briefly absorption and direct costing and point out the major
differences. One of the major differences is essentially concerned with the amount of fixed overhead
that is apportioned to the inventory account.
Absorption Costing
Absorption or full costing calls for the accountant
to calculate standards for all the products produced
within a definite period of time by allocating total
costs, regardless of the fixed or variable nature
of those costs. The standards are set using normal
operating capacity as a basis for spreading the
fixed costs. Variances which are generated from
operating under or over this capacity can be charged
in total to cost of sales or they may be apportioned
between cost of sales and the inventories. Thus,
under absorption costing, when production exceeds sales, the ending inventory value is greater
than the beginning inventory value. Consequently,
the cost of sales, after adjustments for variations
from standard, will be reduced by the amount of
increased fixed or period costs allocated to the
larger ending inventory. When sales exceed production, the reverse is naturally true. Generally
speaking, income appears to be increased during
periods when finished goods inventories are increased, and decreased when finished goods inventories are decreased. Under absorption costing,
the income concept is rather ambiguous; wide
swings in inventory levels without corresponding
sales can affect the income reported.
It is easy to see that under absorption costing
management can manipulate profits to a degree.
A stepped -up production schedule in certain
months can aid profits in those months. Should
the year be coming to an end with an almost but- not - certain budgeted income picture developing,
steps can be taken, production -wise, to generate
the budgeted income. This might satisfy the current
year's management, and even provide it with a
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these costs will be, by definition, zero, and will
increase as a linear function of production.

Cost Allocation
The controversy between absorption costing and
direct costing centers around the impact of fixed or
period costs on the financial statements of the firm.
The systematic allocation of overhead expenses is
absolutely necessary so that more realistic and more
accurate information can be provided to management. With the absorption- costing system, much
Direct Costing
time is utilized in carrying out the fixed -cost allocations —time that could be utilized much more
A direct - costing system overcomes most of the
efficiently on other problems and in securing more
disadvantages normally related to absorption costpractical information for users of statements. Direct
ing. Direct costing is based on the incontrovertible
costing with its separation of costs into fixed and
fact that some costs are attributable to a particular
variable elements eliminates much of this problem.
time period while other costs are dependent on
Depreciation, for example, is allocated to varithe volume produced.
ous periods. However, of all the methods available
Fixed or period costs are shown in total as an for allocating this value, only one, the unit -ofexpense in the year in which they are incurred. production method, attempts in any way to tie the
Variable costs are shown as costs of sales relative depletion of fixed -asset value to the goods actually
to the number of units sold or as an inventory produced. All other methods, in reality, consider
valuation relative to the number of units on hand depreciation as a reduction in value due to the
at the end of the year. Direct costing facilitates lapse of time. Since time is the basis for determinincremental profit analysis and recording of in- ing the depreciation in a specific period, it does
come based on sales by removing from income not seem logical that any portion of that depreciadetermination the effect of inventory fluctuations.* tion should be re- allocated to another time period.
In addition, the calculation of standards are sim- Although improbable, it is possible for this amount,
plified by eliminating the need to consider fixed so allocated, to remain as an asset in the form of
factory overhead. This does away with the con- inventory for a year or more after the original write troversy of what is "normal" plant capacity in off took place. It possible for a depreciated portion
setting standards and the subsequent under or of a fixed asset to wind up on the balance sheet as
over - absorbed overhead related with those stan- a current asset, thereby increasing working capital.
dards., It does, however, require strong and effective With direct costing, period and product costs are
definitions of what costs are to be considered period combined in a logical manner to avoid the problems
costs and what costs are to be considered product of this form of cost allocation.
costs. It also requires very good reasons for expensing period costs in the year in which they are in- Direct Costing and Internal Reports
curred.
With direct costing, cash flow analysis and workUnder the direct - costing concept, fixed or period ing capital analysis would be benefited. Cash recosts are generally considered to include all costs quirements could be projected directly in relation to
necessary to provide and maintain a specific capacity volume changes and anticipated capital expendito produce. Changes in that capacity occur only in tures. The statement of source and application of
the long range as a direct result of top manage- working capital, which is essential to planning the
ment's decisions to alter the capacity to produce. growth of any business, could be made more meanThe fixed or period costs include depreciation, ingful to readers by deleting from it that amount
property taxes, insurance, salaries of factory super- of depreciation which appears in both the working
intendent and his staff, and other costs not directly capital section and as a source of funds. Claiming
affected by the volume of production.e The concept depreciation as working capital and a source of
of fixed, period costs is a total concept in that the funds is clearly a stretch of the accountant's wildest
fixed costs are to be completely absorbed by revenues imagination and is justified only because it is a
generated in the year in which they are incurred. necessary manipulation of the figures to reconcile
They should not become part of standard unit costs with reality.
(unless they are treated in some way as a special
In addition, direct costing facilitates the comstandard amount easily separated from the whole putation of flexible budgets through defining period
and used only as a guide for pricing). They should and product costs. The variable costs of each inbe shown in total on the statements in a separate dividual product thus become its standard costs.
category Clearly labeled as period or fixed costs.
At any level of production or sales, total costs can
It follows then that product costs must be the be automatically predicted simply by multiplying
remaining costs. These will consist of prime costs ' Waldo W. Neikirk, "H ow Direct Costing Can Work for
ment " NAA Bulletin January 1951, pp. 524 -525.
(direct labor and direct materials) and variable *Manage
James M. Premgen, "The 'Direct Costing Controversy —An Idenoverhead expenses. They do fluctuate directly with tification of Issues," Accounting Review, January 1964, pp. 44-45.
Op. Ci t ., p p . 508 -509.
Neikirk, pp. Op. Cit ., 526 -527.
the volume produced. At zero level of production ss Harris
is

overcomes
most of the
disadvantages
normally
related to
absorption
costing."

bonus, but at the expense of next year's management.
Other disadvantages of absorption costing include the fact that information is not easily obtained for break -even analysis, and there is no
readily adaptable tool for budgetary control of fixed
3
expenses. As a result of including fixed period
costs in standard overhead rates, management is
forced to prepare supplementary reports to perform such functions as pricing and control.
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Direct Costing and External Reports
External reports are the published reports and
they represent management to the stockholders,
government, potential investors, and the general
public. These are the reports which the public accounting profession certifies as a fair representation
of the company's operations in conformity with
MAN AG EM E N T ACCOUNTING /SEPTEMBER 19 74

generally accepted accounting principles consistently
applied. They also become the basis for countless
financial decisions. The general acceptance of these
reports naturally depends upon their usefulness.
However, before we consider the question of usefulness, we should first consider the accounting
principles involved in the direct - costing controversy.
These principles center around the matching concept and inventory valuation for more accurate income determination.
THE MATCHING CONCEPT

"if a product
cannot
contribute
anything to
covering fixed
costs, that
product
should be
dropped."

will

The focal point of the matching concept is, of
course, the proper matching of revenues with
relevant costs in the proper period to produce accurate income determination. Fixed costs are costs
of providing the capacity to produce within a
definite time period, and they expire with time, regardless of the extent to which the facilities are
actually utilized.10 Therefore, supporters of direct
costing quite generally agree that fixed or period
costs cannot logically be re- allocated to inventory to
be treated as an expense in any other period that the
one in which the cost has actually expired. Another
inconsistency exists when the depreciation of a
building is shared evenly by manufacturing and
selling and administration. The portion allocated
to the latter departments will in total be treated as
a period cost under absorption costing. However,
if sales equal production
absorption costing permit this to be done in the manufacturing
department. In manufacturing it becomes a product
cost and subsequently part of inventory."
Research and development costs are in many
cases also allocated to other manufacturing departments and subsequently become part of inventory.
Logically, they are period costs because of their
on -going nature. The products being developed are
not part of current inventory. Since it is not known
whether a product will even result from current
expenditures, capitalization seems unjustified. The
only fair alternative is to write them off as period
expenses and avoid a definite mismatching of costs
and revenues.
only

units by variable costs per unit and adding the
period costs.? This flexibility is also a necessary aid
in logical long -range planning. For example, since
no fixed costs will be included in unit costs, product
costs can be estimated according to historical
economic indicators.8 Period or fixed costs are
treated in total. Budgets and forecasts would be
more accurate because future income will have a
direct relationship with future sales. It follows also
that break -even analysis is an easily generated byproduct of a direct - costing system, and the merits
of break -even analysis are not controversial.
There is, however, the fear of price cutting in
some product areas for competitive reasons. If attention is focused completely on variable costs, a
firm could conceivably cause its own failure. But it
is doubtful that the judgment and insight of most
product managers would permit this to happen. It
is equally doubtful that standards based on variable
costs would so confuse a product pricing manager
that 11e would not take into account all costs and a
margin of acceptable profit. Prices on most commodities are determined by other factors, the most
important of which is what the market will bear. If
a product cannot contribute anything to covering
fixed costs, that product should be dropped from
the line. It is of no value.
A much better presentation to product pricing
management is made by supplying them with the
variable costs of all products they are expected to
sell, the total fixed costs they are required to cover,
and the total profit they are required to generate,
and let them decide, based on market conditions,
what prices are to be used. In this way the parameters for pricing are automatically set. How the fixed
costs are to be covered is left to the responsible
individuals (price administrators) who work closely
with the product managers. With clear -cut records
of competitive price structures, they are certainly
better equipped to coordinate accounting with
marketing. Subsequent records, generated under a
direct - costing system, supply even more timely information for future comparisons of projections
without recourse to extensive calculations.
An illustration by Clem N. Kohl of the impact
of fixed costs on the extension of credit by the
credit manager is an interesting one. He points out
that a wise credit man is aware that the only dollars
really lost when an account goes bad are the dollars
necessary to replace the items sold. And the only
dollars needed to replace the items sold are the
variable dollars, since the fixed -cost dollars are expended anyway you look at it. By having an awareness of this difference between fixed and variable
costs, "... the credit manager has his foot on the
gas instead of on the brake." 0

INVENTORY VALUATION

The end result of any costing technique is to
record the proper income determination through
properly and accurately valuing the assets on hand
at the end of the period. They become a "resting
place" for dollars before being transferred to the
income statement .12 Horngren and Sorter consider
costs to be assets "... if they can justifiably be
carried forward to the future, if they bear revenue producing power, if they are beneficial to future
T
1

Ibid., p. 529.
Wilmer Wright, "Why Direct Costing Is Rapid,y Gaining Acceptance," The Journal of Accountanc July 1962, pp. 41 -42.
e Clem N. Kohl, "What Is Wrong With Most Profit and Loss
Statements? " NA A Bulletin, July 1937, pp. 1214 -1215.
11
Herman C. Heiser, "What Can We Expect of Direct Costing
as a Basis for Internal and External Reporting ?" NAA Bulletin,
July 1953.
11
Robert E. Seiler, "Improvements in External Reporting by Use
of Direct Costing," Accounting Review, January 1959, p. 64.
11
Robert B. Wetnight, "Direct Costing Passes the `Future Bene.
fit' Test," NAA Bulletin, August 1958, p. 83.
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operations." 13 Being beneficial to future operations
is defined as possessing "service potential" and the
critical test of service potential is whether or not a
future cost is avoided by incurring that cost now.
The major test for placing an item on the balance
sheet then becomes a determination of whether or
not the item will be of "future benefit." 1 4 Since
inventories valued on the basis of variable costs
would reflect the amount of working capital tied up
in unsold products, there would be a definite
"future benefit" in the variable costs.1 5
Conservatism has dictated the acceptance of
"cost or market, whichever , is lower" as a highly
respected inventory valuation method. It is based
on the theory that losses should be recognized as
they are realized —in the year in which they are
realized. This is considered necessary to provide
the readers of the statements with an accurate accounting of the income and the true value of the
assets. However, when a period cost is expended
within a period, it is gone — forever. There is no
possible way it can be regained. This is not true
with the "cost or market, whichever is lower" concept. Except for obsolete material, there is always
the possibility that the market will respond favorably
in the subsequent period affording a greater than
normal profit in that period.
Total acceptance and full utilization of direct
costing might obviate the need for the "cost or
market, whichever is lower" concept of inventory
valuation. This seems to be a logical conclusion
since any product whose market value has fallen
below the variable costs of production must be
considered obsolete. The removal of cost or market
inventory valuation could, in no small way, aid in
providing understanding and usefulness to those
who read and compare balance sheets.
It is logical in that all costs directly involved in
producing a particular item be attached to that
item. The valuation should not be burdened with
period expenses assigned to product costs on a
basis which may or may not be justified. The value
of the inventory should be defined as the amount of
money actually spent in the particular period, and
will not have to be spent in the next period in order
to acquire a like asset. It is measurable because it
is based on the logic that only those incremental
costs necessary to produce the asset in a previous
period are included in the asset.
EXTERNAL REPORTING

Most current writers agree that behind the basic
ethics fostered by the accounting profession is the
fundamental objective of fairness. That is, the accountant is faced with the responsibility of presenting to management, creditors, present and potential
stockholders, the Internal Revenue Service, labor,
' Charles T . Horngren and George H. Sorter "Direct Costing
for External Reporting," Accounting Review, 'J'anuary 1961, pp.

1

65-86.

" We tnight, Op. Cit., p. 83.
R. E. Parker, Give Consideration to Direct Costing for
External Reporting," NA A Bulletin, October 1963, p. 4.
"'Ke nne t h MacNeal, Truth in Accounting University of Pennsylvania Press, Philadelphia, Pa., 1939, pp. 18.190.
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and society a picture of a firm that is just and
equitable. Attempting to prepare "fair" statements
requires a judgment to be made by the accountant
—a judgment that is not an easy task to make.
Each accountant makes a choice of how best the
firm should be represented.
In 1939, Kenneth MacNeal attempted to show
the accounting profession through his proposed
"truthful balance sheet" and "truthful profit and
loss statement" that it was not fulfilling its obligations to society by not reporting unrealized gains.
He felt that marketable assets should be valued at
market price, non - marketable reproducible assets
should be valued at replacement cost, and occasional
non - marketable, non - reproducible assets should be
valued at original cost.16 The unrealized profits
from these valuations would then be shown in a
separate section in the income statement.
The point he was stressing was that readers of
statements were not getting an accurate picture of
the firm. Land valued at cost, plant and equipment
recorded at cost less depreciation, and investments
listed at "cost or market, whichever is lower," even
in 1939 did not present an accurate balance sheet
to readers. In most instances they were valued way
below true market value.
This is still the case today. Full disclosure
dictates that true values be supplied the readers.
Because the true values are not in the accounts, the
balance sheet and income statements are far from
a true and "fair" picture of actual happenings. They
are not in tune with reality. MacNeal's theory could,
in a sense, justify the writing -off of period costs in
the period in which they were actually incurred. By
doing so, the stockholders of a period other than
the one in which the expenses were actually incurred
would not lose from re- allocating those expenses.
Potential stockholders as well as other interested
parties would not be completely unaware that they
could suffer financially.
Conclusion
There are many accounting procedures in use
which lead to confused, meaningless and even misleading information to readers of financial statements. Among these is the concept of absorption
or full costing which will probably continue to be
used by most firms for one or more reasons. But if
the reasons are attacked individually, many of
them actually provide a basis for a change to direct
costing.
It is up to the accounting profession itself to
foster new traditions and customs to replace the
old, and to provide understanding of new accounting principles. Given the proper and deserved
sanction by all existing professional accounting
societies, direct costing can provide less confusing
and more meaningful statements for internal and
external readers. It is up to the accounting profession also, to determine if the Securities and Exchange Commission and the Internal Revenue
Service will accept the direct - costing technique of
reporting.
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FOREIGN
LONG -TERM DEBT
TRANSLATION
It is important to recognize the economic nature of foreign
financings in considering accounting rules. There are two
interrelated issues at stake. One of these issues is the fair
presentation of foreign assets and liabilities, and the other is
maintaining a disciplined accounting theory.

By John W. Houghton, Jr.
In this article, we will consider one aspect of foreign
translation —the representation of foreign denominated long -term debt in United States dollars.
Translation rules for foreign denominated long -term
debt are clearly divided. How then, does one answer the following questions: Should United States
companies state their foreign long -term debt at the
exchange rate in effect when the debt was incurred
or at present exchange rates? And, if long -term debt
is translated at current rates, must exchange gains
or losses be recognized in current income or should
the adjustments be deferred to future periods?
Current /Non- Current Method Vs.
Monetary/Non- Monetary Method
The "current,/non- current method" of foreign
translation was first recommended by the Special
Committee on Accounting Procedure of the AICPA
in 1931.1 According to the Committee's Memorandum, the appropriate rate for translating foreign
current assets and liabilities to United States dollars
would be the exchange rate in effect on the balance sheet date (current rate). Foreign long -term
assets and liabilities would be translated at the exchange rate in effect when they were acquired (historical rate). APB Opinion No. 6 amended this
rule by permitting a current rate for long -term debt
and receivables "in many circumstances" (circumstances undefined)
A more recently developed method is the "monetary/non - monetary method." Generally, monetary
refers to foreign money and claims to or obligations
for fixed amounts of foreign money (cash, receivables, payables, and debt). Non - monetary refers to
physical assets and other balance sheet accounts
MANAGEMENT ACCOUNTING /SEPTEMBER 1974

which do not represent claims to or obligations
for fixed amounts of foreign money (generally inventory, prepayments, deferrals, intangibles, and
fixed assets) . Monetary items are translated at current rates and non - monetary items at historical rates.
Depending upon which accounting method is
followed, foreign long -term debt may be translated
into United States dollars at either current or historical exchange rates. However, if the current rate
is used, more alternatives exist for profit and loss
recognition of the exchange adjustment. Cost of
property, plant, and equipment may be adjusted;
translation gains may be deferred until realized;
translation adjustments may be taken currently to
income; or translation adjustments may be deferred
over the life of the long -term debt.
An Exchange -Rate Model
It is important to recognize the underlying economic nature of foreign financings in considering
accounting rules. There are two interrelated issues
at stake. One of these issues is the fair presentation
of foreign assets and liabilities, and the other is
maintaining a disciplined accounting theory. A first
step in understanding this situation is to view international exchange and interest rate relationships
through a model.
Assume that a borrower in two currencies enjoys
a free market, pays no taxes, and possesses perfect
knowledge of future exchange adjustments. Assume
also, that one financing is undertaken in each of
these markets. One of these is a five -year note fol
US $800 which is secured on January 1, 1974; and
the other is a five -year note for Ps 4,000 which is
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secured on January 1, 1974. A last assumption concerns the rates of interest, rates of devaluation, and
current exchange rate as follows:
Type of loan
Interest is paid
annually at year -end
Devaluation occurs
annuaIIy at year -end

Peso

Dollar

35% /year

8% /year

20% /year

None

Current exchange rate Ps 1 = US$ .20 US$ = Ps 5
These two financings are equal in original principal and in present value (see Exhibit 1). The
higher interest rate payable for the peso debt is
offset by an exchange gain on the principal balance
and interest payable. At the same economic cost,
either pesos or dollars could be borrowed. However,
existing accounting principles fail to reach this
equality. After five years, the charge against net
worth for the United States dollar financing will
exceed the charge for the peso financing by nearly
50 percent. This material difference has no economic basis.
A second exchange -rate model concerns an actual
financing situation.' In May 1968, long -term Eurodollars were available at 7.5 percent and long -term
Swiss francs were available at 6.75 percent. The
then current Swiss franc exchange rate was US $.23.
Had a five -year, SF 40,000,000 financing been undertaken at that time, a United States borrower
would find the Swiss franc revalued to US $.24
three years later, in May 1971. In terms of,United
States dollars, annual interest expense increases from
US $621,000 to US $648,000. An unrealized exchange loss of $400,000 on the principal balance
comes into being.
Under the APB Exposure Draft, Translating
z The data in this example is approximate.
Translating
Exposure
Draft, Foreign
AICPA, O¢erationr,
New York,Accountin
N.Y., 19)x1 Principles
(not acte dBoard
upon).
epanies
Leonard
in U.S.
Lorenzen,
DollarsRetorting.
Reporting Foreign
Research
Operations
Study No.
of 12,
U.S.AICPA,
ComNew York, N.Y. 19711 .
e Accounting Research Bulletin No. 43 Committee on Accounting
Procedure, AICPA, New York, N.Y. 1933.

Foreign Operations, if monetary assets exceed monetary liabilities, the net translation loss is deferred
over the remaining term of the long -term debt.4
Under ARS No. 12, the entire translation loss on
the principal balance is absorbed currently.5 Or,
applying ARB No. 43 rules, the unrealized loss
could be ignored until settlement of the debt (an
indirect 100 percent deferral).'
Matching is not achieved by applying long -term
debt translation adjustments solely to future periods
or solely to the current period. In the latter example, the borrower of Swiss francs enjoyed a
favorable interest cost relative to US$ interest rates
for three years. In line with the two -year remaining
maturity for the debt, is there reason for deferring
two -fifths of the $400,000 principal translation loss?
Or, should the interest rate spread between the
home currency (7.5 percent US$) and the foreign
currency (6.75 percent SF) have been periodically
provided as an allowance for exchange adjustment
when the financing was originally undertaken? ARS
No. 12 proposes income statement- balance sheet
consistency for the translation process. In view of
the arbitrary matching rules possible, the priority is
understandable.
A second fallacy, which ARS No. 12 avoids, is
the "coverage" concept. The kinds of assets acquired and how they behave are separate issues
apart from foreign long -term debt translation. Deferring long -term debt translation adjustments to
offset historical asset translation is a compensating
error kind of reasoning. The economic nature of
assets is not determined by whether equity or debt
financing is undertaken.
Conclusion
Under present accounting principles, foreign longterm debt should be translated at the current rate
only with no deferral of the exchange adjustment.
This method avoids abstraction, divergences in practice, and complexity in the guise of matching. Until
new principles of current value or price level accounting valuation concepts are accepted, the fair
presentation of foreign long -term debt is elusive. ❑
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AFTER THE FIRE:
THE INSURANCE CLAIM
Although several departments remained inoperative for as long as
three weeks, only two days of production were lost due to the fire.

By Jere R. Duke
It was a beautiful August Sunday afternoon until
the local fire alarm was sounded. For several hours,
thick, black smoke billowed forth into the sky
from a fire in the foundry. Although only a small
portion of the plant itself was damaged, limited to
some roof and wall areas, extensive damage to the
plant's electrical power line was suffered. Also, two
large shot blast machines were hard hit and one of
the six annealing ovens was half destroyed. However, due to the quick and efficient work of the
local volunteer fire companies, the blaze was confined to this comparatively small area of the plant.
Even before the smoke had cleared, a management team was meeting to map out the necessary
procedures to ensure complete, accurate and timely
reporting of all expenditures of time and money.
The team was composed of the manager of engineering, the director of purchasing, the general
maintenance foreman, the management accountant,
and was headed by the company president. This
action was taken in order to have on hand all the
information required to substantiate our fire insurance claim for the damages to buildings and contents. Although several departments remained inoperative for as long as three weeks, only two days
of production were lost due to the fire.
Team Member Responsibility
The procedures followed by each man, as they
related to his area of responsibility, are detailed
as follows:
M A N A G E R O F E N G I N E E R I N G . The manager of engineering worked closely with the outside contractors
who labored around the clock to get production
going again, with only a two -day loss. This manager was also charged with reporting all plant
supervision "fire" time to the accounting manager,
on a weekly report detailed by supervisor, by day.
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D I R E C T O R O F P U R C H A S I N G . The director of purchasing set aside a special file for all purchase
orders relating to the fire. You could almost say a
mini - purchasing department was instituted just to
handle fire - related items. As invoices were received
and approved, duplicate copies were made and attached to duplicate copies of the respective purchase
orders. This file, in conjunction with payroll information supplied by accounting, was used to prepare
the summary that was required for the insurance
adjustors.
MA IN TEN A N C E
FOREMAN.
The general
maintenance foreman was charged with supplying
in -house labor for cleanup and repair work as well
as assistance to outside contractors. This manager
was also responsible for proper marking of time
cards where work was related to the fire. This tin#
card marking was applicable to all in -house personnel. Prior to the fire it was applicable only to the
regular maintenance crew.
GENERAL
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M A N A G E M E N T A C C O U N T A N T . The management accountant was responsible for the proper distribution and calculation of in- house, fire - related payroll. He prepared, on a weekly basis, a fire damage
payroll report detailing straight time hours, in- house,
night- differential pay, regular pay and overtime pay
by employee, including supervision allocated from
the report received from engineering. Also, a separate general ledger account was instituted strictly
for the fire - related items coming through purchasing
as well as the payroll data compiled by accounting.
This account contained all the direct fire expenditures as well as all indirect ones. For example,
one of the indirect costs was the considerable
amount of freight charges incurred in hauling
castings to and from surrounding foundries that had
offered assistance in heat treating and cleaning
castings for us.
Continued on page 28
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MULTI -STATE
INCOME TAXATION
Basically, "nexus" is used to denote that sufficient connecting
activity exists in a state to place the company within the state's
taxing jurisdiction.
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Many businesses have as a prime goal the expansion
of their activities outside of their home state. This
expansion may simply take the form of selling
company products from the home state to customers
in other states, or of actually establishing offices or
plants in neighboring states. Naturally, there will be
many tax implications, such as income taxes, sales
taxes, property taxes, license fees, and city and
local taxes. However, in this article we will be
principally concerned with the possible corporate
income tax implications of a firm that extends its
business across state lines.
In many cases a company entering other states
will find that the costs of complying with the laws
of those states will far outdistance the tax that it
must pay. It must also include compliance costs,
uncertainty costs and other factors which may be
more burdensome than the tax itself. For this reason, a thorough knowledge of multi -state taxation
is crucial to the accountant who must supply, or
design the system for supplying, much of the information necessary for compliance.
Nexus

When does a company's activities across state
lines reach a point where it will find its income
subject to multi -state taxation? The question is one
of "nexus."' Basically, "nexus" is used to denote
that sufficient connecting activity exists in a state
to place the company within the state's taxing
jurisdiction. It is a point where the benefits that a
company will reap from its activities in a state are
of sufficient magnitude for the state to, in effect,
charge for the benefits granted. As such, if a firm
has "nexus" in a state, it is "doing business" in the

state as far as multi -state income taxation is con cemed.
Public Law 86 -272

Back in the 1950's, some celebrated court cases
seemed to give states a broad power to tax interstate commerce as long as the states were not discriminatory in their attack.2 However, before the
courts allowed the states to go any further in their
quest to tax every dollar that crossed their borders,
Congress passed Public Law 86 -272. The interstate
income tax aspects of this law attempted to clarify
the nexus activities which would cause a company
to be subject to a state's income tax. The law provides that no state can tax the net income of a
person engaged in interstate commerce if his activity was limited to any one of the following three
activities:
1. Solicitation of orders for the sale of tangible
personal property sent from outside the taxing
state for approval and filled by shipment from
outside the taxing state
2. Solicitation as described above, but in the name
of a prospective customer
3. Solicitation or selling through an independent
contractor
The law thus provides a safe haven for an interNexus is defined as a connection or link.
Basic to any discussion of multi-state income taxation, are certain
constitutional restrictions on a state's unlimited powers to tax:

t
II

1. The commerce clause prohibits practices interfering with interstate commerce.
2. The due process and equal protection clauses prohibit discriminatory practices.
These are basic safeguards which all state tax systems must provide. But like all constitutional provisions, they provide a great
deal of latitude for interpretation and implementation.
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state business —if its activities are confined to simply taking orders for approval in the home state,
and if goods are shipped from the home state, then
the business will not be subject to income tax in
the state of delivery (hereafter referred to as the
target state). However, if one sets up a sales office
or maintains a stock of goods in the target state,
then he will very likely be subject to that state's
corporate income tax.
But how about the gray area between these two
examples? Obviously, "solicitation" is a word subject to broad interpretation and, since the enactment of P.L. 86 -272, the various states and the
courts have interpreted it in many ways. For instance, what if your salesman operates from his
home in the target state? What if he uses a company car? What if he keeps samples and displays
in his home? What if he visits the customer after
the sales and inspects or services the property sold?
The answers to these questions, if answers exist,
must come from an examination of court decisions
which have attempted to interpret P.L. 86 -272. The
following briefly looks at two decisions which have
attempted to deal with the question of nexus:
ATLAS FOUNDRY & MACHINE CO. (2 -OTR -200) . This
1965 Oregon Tax Court case exemplifies a series of
cases which gave a somewhat broad interpretation
to "solicitation." In effect the court said that activities which were incidental to solicitation (in
this case, an employee in the target state _ makes
goodwill contacts, listens to complaints, and forwards them to the home office) were within the
realm of P.L. 86 -272. The court reasoned that Congress intended not merely to exempt the formal act
of soliciting an order, but also related and included
acts.
Other cases taking this approach have held that
activities such as carrying samples, setting up temporary displays, and other activities geared toward
inducing someone to buy a product were protected
under P.L. 86 -272.
CLAIROL, INC. (109- N j SUPER. 22,270 A 2d 702) .
This 1970 New Jersey case took the opposite view
of P.L. 86 -272, stating that it is to be narrowly
construed, and does not encompass public relations
activities. Arranging product displays, helping retailers take inventory and furnishing technical advice to beauty salons were considered to be public
or customer relations activities on Clairol's part, and
these activities were held to be outside of the exemption granted by P.L. 86 -272.
Other cases have followed this approach, and
have held that P.L. 86 -272 merely exempts the
formal act of soliciting orders, and if a firm engages
in other acts related to selling its product in a state,
it had better be prepared to pay income taxes in
that state.

tion, but there is still a large gray area in between.
The problem here is that each state has its own
interpretation of this gray area. Some states have
attempted to clarify their position on the nexus
question;9 however, most states have not clarified
their definition of nexus, and many questionable
areas still exist.
A commonly asked question is, "Okay, my company may have nexus, but how is the state going
to find this out? Why should I pay tax if the state
may never catch me ?" Aside from legal considerations whereby one may desire to be qualified to do
business in a state, it is important to realize that
states actively seek out companies which may be
subject to the state income tax. States do not just
come upon these unsuspecting victims by accident
—it is an important part of the duties of state
auditors. Some of the sources of information are:

"We must not
view multistate taxation
as something
akin to the
plague."

1. Other state departments and public agencies
(such as the Employment Security Department
or the Department of Labor and Industries each
of which may identify employees of potential
taxpayers), the Secretary of State (who may
identify corporation filings), the Attorney General's Consumer Protection Division (which may
turn up reported companies), the Department of
Motor Vehicles (which may identify autos licensed in the state), and other tax sections such
as real and personal property tax
2. Official audits, such as audits of purchasers of
your product, retailers selling your consigned
goods and independent contractors handling
your product
3. Publications, such as newspaper advertising, the
yellow pages, and trade journals
4. Informants who may be unhappy customers,
competitors, or ex- employees
5. Information obtained from other states
If the state believes, from information thus obtained, that a business may be taxable, they will
usually send out a questionnaire asking about various aspects of the company's activities. From this
questionnaire, the state determines if it should require the filing of a tax return, grant an exemption,
or request additional information.
Planning for Multi -State Activity
We must not view multi -state taxation as something akin to the plague. If we are right on the
borderline of nexus, and one more activity will subject our company to the target state's income tax,
we must not forego that activity simply to avoid the
tax if the business gains will exceed the tax burden
(again, remembering that "burden" is more than
just the tax cost).* Our planning must weigh the
I

Enforcement by the States
What do these cases imply? To begin with, in
one case certain activity makes one taxable, in
another case, certain inactivity guarantees exempMANAGEMENT ACCOUNTING /SEPTEMBER 1974

California recently released a statement (FTB 1050, 9/73) listing
and explaining certain activities that are exempt and others that it
regards as taxable. The statement lists, among others, carrying
samples, using company cars, passing complaints to the home
office, minor adverwmg and use of temporary display rooms as
activities
that a salesman may engage in without incurring nexus.
4
By becoming taxable in a state, a business may subject more of
its income to taxation in the state than it may have anticipated
when it set up its local branch office.
21

"The state may
also allow a
deduction for
federal income
taxes, but
this is
uncommon."

business goals and expectations against the additional costs. And, to determine the costs, we must
be aware of the current state of the art in multistate taxation.
•
To facilitate planning in the nexus area, one
must be aware of each state's concept of nexus —
that is, what activities does a particular state consider as giving rise to nexus? To help with this task,
the national tax services (e.g., CCH, Prentice -Hall,
etc.) provide lists of activities deemed to be either
exempt or taxable, along with good discussions of
general problem areas. The "all- states" services
are also good in this area, and a business should
consider subscribing to specific state services if it
is considering becoming active in those states.
With the business goals of the firm in mind,
and a good idea as to the target state's concept of
nexus, it should be possible to structure the company's activity in the target state to either avoid
nexus, or to make a logical decision to go ahead
and qualify to do business in the state. The primary
goal of the tax consultant in the nexus area is to
make his firm aware of the activities which will or
will not make it taxable. If the firm simply must
open a branch office outside its home state then
management should be informed of the ramifications of its decision.
Multi -State Tax Compact and UDITPA
In 1967 certain states got together and drafted
the Multi -State Tax Compact. The Compact, which
is managed by the Multi -State Tax Commission
(21 member states, 15 associate members) has the
following goals:
1. To facilitate proper determination of state taxes
of multi -state taxpayers, including equitable
apportionment
2. To promote uniformity in multi -state taxation
3. To facilitate taxpayer convenience in complying
with the tax laws
4. To avoid double taxation
5. To establish a permanent agency (the Multi State Tax Commission) through which the
states and multi -state businesses may work together to solve the problems of multi -state taxation.
The Compact provides that a taxpayer may use
the following methods to compute his tax:
1. For all taxpayers, the corporation may use either
the Uniform Division of Income for Tax Purposes Act (UDITPA) or other state law. This
provision has had the effect of leading most
member states to adopt UDITPA as the basis
for their multi -state income tax laws, although
some states have retained certain exceptions.
2. The Compact permits certain taxpayers to elect
to pay tax on gross sales only. This rule applies
where the taxpayer has no property in the state
and sales in the state are under $100,000. Rates
vary from one - quarter to one percent depending
on state law. This rule is designed to simplify
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the tax reporting by companies who do not
have substantial business activity in the state.
Taxation Under UDITPA
Most states now follow the federal income tax
laws in computing the tax base; however, there
may be certain differences such as depreciation
policy, carryovers, and others. Therefore, the tax
base will usually be modified for state purposes.
The modifications would include adding municipal
interest (not taxed by the federal government) and
adding state income taxes deducted for federal tax
purposes. The state may also allow a deduction for
federal income taxes, although this is uncommon.
Income is then divided between business income
and non - business income. (Basically, all income is
business income unless it arises from investments
which are unrelated to the company's operations.)
The business income is then apportioned to the
target state by use of a three - factor formula which
takes into account sales, payroll, and property within the state. Non - business income is usually allocated to the state where the property that produced
the income is located. "Apportionment" thus refers
to dividing income among states, whereas "allocation" refers to assigning an income item (e.g.,
dividend income) to one state.
This apportionment of business income is based
on the "unitary business concept." This means that
a business is considered a complete unit rather than
a group of isolated parts. In other words, a firm's
target state sales office is considered to be a small
part of a complete unit, not an independent unit
by itself. Therefore, from this concept flows the
conclusion that the income of the entire business
must be apportioned in some way to the target
state.
Adding together the apportioned business income and the allocated non - business income produces the target state's taxable income. This taxable
income times the tax rate then determines the state
tax that must be paid.
This is a simplified picture of state income taxation. In each state, there may be many special adjustments required. Common adjustments are
offsets or credits for property taxes paid in the state,
pollution control tax credits, etc. States may also
have other methods of computing a tax besides the
basic income tax. This is especially true in eastern
states which have retained various forms of capital
and franchise taxes.
Some Consequences of UDITPA
If a business generates a loss from operations,
it will pay no tax, even though its activities in the
target state may be highly profitable. On the other
hand, just the opposite may also be true. Activities
in the target state may lose money, but if the business is profitable, it will have to pay taxes. Therefore, the accounting system must be designed to
produce information necessary to compute the apportionment factors, not just to compute the separate profit of the out -of -state sales office. Some of
the information needed would be:
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I . A record of all goods delivered into the target
state, whether or not sales made through the
sales office in that state were filled directly or
from inventory in that state
2. A record of all sales made from your sales office
in the target state to a state where you are not
taxable or to the United States Government.
This component of the sales factor is known as
the "throwback rule," and the theory of this
rule is that, according to the states, all business
should be taxed somewhere
3. A record of all property, including inventory,
in the target state at the beginning and end of
the year, as well as rents paid in that state
4. A record of the dollar amount of payroll in the
target state

Minimizing the Tax Burden
If a business is profitable but its out -of -state
sales office shows a loss, the three - factor apportionment method with definitely not thrill the company's management, since the company will be
paying taxes on a loss operation. One solution is to
maintain separate accounting records for the out of -state operation. Although very few firms will
have any luck in convincing the state that separate
accounting would be appropriate for a sales office,
manufacturing plant, or other unitary segment of
their business, separate accounting can have a purpose if it actually reflects to some extent the firm's
activity and profit in the state. That purpose would
be to possibly assist in demonstrating that apportionment under the three - factor formula results in
an inequitable or discriminatory tax. States are
usually more willing to modify the apportionment
formula (by adding or deleting factors, or giving
more weight to certain factors) than to allow
separate accounting. This is readily understandable
in view of the manipulations possible under separate accounting, i.e., expense allocations, transfer
prices, etC.5
Another method would be to set up a separate
corporation in each state. This method has been
used successfully in the past. By setting high transfer prices and expense charges, the income of the
firm's out -of -state subsidiary could be kept small.
However, certain states, led by California and
Oregon, have successfully applied the unitary business concept to this form of operation as well.
Thus, if the subsidiary purchases goods from the
parent or is charged for services rendered by the
parent, some states can compel the parent to file a
consolidated return which effectively converts the
separate corporation back to a sales office. California, probably the most aggressive state in the area
of consolidated returns, will definitely require a
consolidated return if the subsidiaries are part of
the unitary business. Some states have not taken
this position and, in fact, may not allow consolidated returns. Thus, this method may still be useful in some circumstances.
Of course, the accountant can also provide a
valuable service for his firm by designing a system
for compiling information necessary for tax comMANAGEMENT ACCOUNTING /SEPTEMBER 1974

pliance. The sales system should insure identification of all sales delivered into the target state and
also guarantee that returns from the target state
back to the home state are not erroneously included in out -of -state sales. The sales identification
system should clearly segregate sales by state of
destination.
As part of the tax planning, out -of -state property
and payroll should be kept to a minimum, especially if the firm is not subject to an income tax in
the home state. Also, office functions should not be
performed that could just as easily be performed
in the home state —this will reduce out -of -state
payroll. Finally, reducing inventory at year end
will also save income taxes.

"As part of the
tax planning,
out -of -state
property and
payroll should
be kept to a
minimum . . . "

Areas of Controversy
A trend seems
to be developing in defining all corporate income
as "business" income, and thus making it subject
to apportionment. Therefore, many states are making it extremely difficult for a firm to allocate "non business" income to another state. Recent revisions
to the UDITPA regulations clearly limit "non business" income to instances where the property
producing the income has no direct relationship
to the taxpayer's business. For example, interest
income will be non - business only if it results from
investment of funds not currently needed in the
business (such as proceeds received from sale of a
portion of the business and held for future needs) .
The problem, however, is not one of definition
but one of consistency. For example, some states
take a position which results in an item of income
being treated as "business" income and it is thus
required to be apportioned in part to the target
state. Other states consider the same item as "non business" income and thus allocate it in total to
the firm's resident state. This could result in multiple taxation of an item of income which is clearly
contrary to the views of the Multi -State Tax Compact.
BUSINESS AND NON-BUSINESS INCOME.

UNITARY BUSINESS CONCEPT. It was mentioned
above that some states, exemplified by California,
have used the concept of unitary business to require
firms to file consolidated state income tax returns.
The latest push, again being led by California, has
involved using the unitary business concept to require consolidation of all members of an affiliated
group, including foreign affiliates.
Thus, if a firm has a sales corporation selling
only in Canada, and if the firm begins doing business in California, California will probably require
it to include the Canadian company in a consolidated return. It is interesting to note that so far
California has only attempted to include profitable
foreign subsidiaries in the consolidation. It is left
up to the taxpayer to include the loss corporations.
This inclusion of foreign affiliates creates a seri" Possible modifications of factors could be the adding of a fourth
factor for timber if you are in the timber industry, adding .a factor
for highway mileage within and without the state, or using as a
separate factor any variable that is material to your business and
income.
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"it he
comprehends
multi -state
taxation, the
accountant can
provide a
valuable
service to his
firm . . . "

ous compliance problem for many firms, as well as
serious theoretical problems regarding the states'
powers to tax. However, the courts have seemed
unwilling to address this problem.
The primary
goal of the Multi -State Tax Compact was to promote uniformity. However, one member state has
adopted a different apportionment formula from
the UDITPA formula. Florida has adopted the
standard three - factor formula, but the sales factor
is double- weighted (for obvious reasons if one considers the bulk of business done in Florida).
Use of differing factor methods by various states
cannot possibly result in a uniform division of income among states. However, no one has legally
been able to force the states to adopt uniform factors, as uniformity is not a condition that must be
met for a tax to be constitutional. This lack of a
constitutional question probably also explains the
United States Supreme Court's refusal to hear cases
in these areas. As long as the states are not discriminatory, and do not deny due process or restrict
interstate commerce, the court apparently lacks
jurisdiction.
D I F F E R E N T A P P O R T I O N M E N T FA C TO R S .

In order to simplify
tax reporting, many states have adopted federal
taxable income as the starting point for computing
their tax bases. While nothing requires states to
use federal taxable income as a base, many have
adopted it because it leads to simplicity for the taxpayer and simplicity in audits for the states. However, some states, while stating that they generally
follow the federal law, have allowed certain major
differences to appear. For example, several states
do not allow for the federal Asset Depreciation
Range Svstem. Thus, a separate depreciation
schedule may have to be maintained for state tax
purposes if your firm uses the ADRS.
Also, bonus first -year depreciation may not be
allowable by the state. The state also may have
different rules relating to certain involuntary conversions, which can result in different bases of
assets for federal and state purposes.
D E F I N I T I O N O F T H E TA X BA S E .

More Federal Legislation
While these differences may not be large, a
real tiger -by- the -tail could come into being if comprehensive federal tax reform is enacted. Would
the states follow this reform? Probably not if it
would mean a substantial loss in state revenue.
Thus, federal tax reform could create a vast difference between federal and state taxable income, and
possibly between various states' definitions of their
income bases with the corresponding loss of uniformity.
s S ena te Bill N u m b e r 1245, sponsored by Se n a to rs M a t h ia s an d
Rib ico ff.
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What are the possible consequences of these
problem areas? The problems referred to greatly
aggravate the uncertainty which businesses face in
making decisions to enter a state, and it makes the
job of effective tax planning and counseling all the
more difficult. Because of this, the general reaction
of the business community is now very favorable to proposed federal legislation in the area of
multi -state taxation. The following briefly looks at
the major income tax aspects of one of the current
pieces of federal legislation in the area of multistate taxation.s
A business must have a business location in a
state in order to be subject to its income tax.
To have a business location, the business must
own or rent real property in the state, have an
employee in the state who does more than
solicit orders, or have inventory in the state.
The maximum tax which could be imposed
would be the state tax base apportioned on the
standard three- factor UDITPA formula, but
without the sales throwback rule.
Apportionable (or business) income would be
the income base as defined by the state law, less
dividends. Dividends would be allocated to the
state of commercial domicile.
States are given the power to require consolidated returns only if affiliated companies have
engaged in non -arm's length transactions which
materially distort income apportioned to the
state. States may not require the inclusion of
foreign corporations.
There are additional provisions and definitions,
but the foregoing focuses on the Bill's answer to
various current areas of controversy. First, the
nexus problem is minimized, by clearly requiring
a business location. There could still be some uncertainty in the definition of "solicitation." Second, the business income problem is solved by
treating all income as apportionable, except for
dividends. Third, the consolidated return problem
is solved by allowing states to require consolidation
only when non -arm's length transactions are present. Again, there could be a definitional problem
regarding arm's length transactions.
Conclusion
Multi -state taxation is a complex, uncertain, confusing and somewhat frustrating area, but it is also
an exciting one rich with planning possibilities. if
he comprehends multi -state taxation, the accountant can provide a valuable service to his firm in
designing systems to aid in state tax compliance.
Furthermore, an understanding of multi -state taxation will aid the accountant in his role of advisor
on proposed business expansion, acquisitions, and
other business planning.
❑
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BREAK -EVEN ANALYSIS
FOR HIGHER EDUCATION
The adaptation of break -even analysis for use by college and
university administrators, while not a cure -all, can be a valuable
management tool in coping with the buyer's market which now
exists in higher education.

By L. Keith Larimore

Revenues
Revenues may come from any one of a great
many sources. However, for the most part, the

a

In the field of educational administration, most
methods of analysis employed for internal managerial control, or for justification purposes, emphasize either costs or revenues. Analytical methods
which do tie costs and revenues together are generally too sophisticated and the resulting data are
therefore difficult to explain. This is a situation
which is becoming more and more serious since
the demand for the services of colleges and universities has been negatively affected by tight
money, reluctant taxpayers, population trends, and
a number of other demand depressing factors.
With regard to the relationship between the
institution as the seller and the potential student
as the buyer, a "buyer's market" is rapidly developing. This buyer's market has manifested itself in
stable or declining enrollments following a decade
of rapid expansion in physical facilities, curricula,
and faculty size. In short, many colleges and universities have geared up for an unending growth in
demand for their services only to find that the demand is shrinking. Thus, large numbers of institutions are left with excess capacity accompanied
by declining enrollments —a situation which plays
havoc with productivity and costs. Instead of
virtually receiving
blank check from legislators
who are now interested in trimming the fat from
appropriations for higher education, college administrators are asked to justify objectively and
quantitatively not only proposed new programs but
also the existing programs and curriculum.
Top level administrators are thus caught on the
horns of a dilemma in that they have almost constant pressure from above and below. The pressure
from above comes from legislators and boards of
control demanding more economical operation of
the institution with orders to hold the line on, or
even cut costs. The pressure from below comes
from faculty members who typically want to add
courses and programs to the curriculum. I The re-

sulting cost - revenue squeeze simply means that
college administrators must do a more effective
job of applying or adapting the available tools of
management to their financial operations.
The objective in this article is to provide an
effective yet easily understood method of analyzing
costs and revenues together, whether the purpose
be for curriculum decisions, resource allocation,
costs and productivity analysis, or management
effectiveness. The proposed method is nothing
more or less than an adaptation and application to
college and university operations of a simple management tool known as "break -even analysis. "' If
properly employed, the method aids the administrator to determine precisely that level of activity
(enrollments) which will generate sufficient revenues to just cover the costs of operations. In
addition, the magnitude of the losses or excesses
associated with other levels of activity is also
indicated. However, the process of generating the
needed input data should not exclude the generation of other information which is not specifically
needed for break -even analysis.
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I
Many of these proposals are based on "pet" interests and are
more often than not, in addition to existing programs anJ
courses which in themselves may not be justifiable in terms of enrollments or the costs and revenues associated with them. Some
of these existing "financial losers" are necessary for a sound and
complete academic pprogram and should be , carried by the more
profitable courses. However, even if such financial losers are not
crucial to the overall curriculum, it is very difficult to remove
such programs or courses for at least two reasons. First, the
data upon which the courses were determined to be
loaers are not adequate to support such a determination, or such
data are not easily understood by the cross- section faculty usually
involved in the decision to drop courses or programs from the
curriculum. Second, the welfare of the personnel who would be
negatively affected by the elimination of programs or courses
becomes a major consideration.
s Break-even analysis can be presented in the form of tables,
formulas, or charts and graphs. The graphic illustrations are
generally acce ted as the most informative and most readily
understood. However, the reader is reminded that break -even
analysis is only a tool of management and not a "cure -all." The
method should be used in conjunction with other more traditional measures of productivity and performance in an effort to
improve the quality of decisions required of college and university administrators.
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"As in
industry, most
costs will fall
into two
categories,
fixed costs and
variable costs."

revenues generated will depend on levels of enrollment. For most public colleges and universities,
tuition and governmental appropriations (based
on full -time equivalent enrollments) are the major
sources of revenue. Therefore, revenues will increase as enrollments increase and decrease as enrollments decrease. The relationship between enrollments and revenues is for all practical purposes
assumed to be linear.
Costs
As in industry, most costs will fall into two
categories, fixed costs and variable costs. Fixed
costs are generally overhead costs which do not
change as the level of activity changes. Some examples of fixed costs would be top level administrators' salaries, maintenance costs, and building
and grounds expenses. Such costs are very broad
and general in that they are difficult to associate
with any academic area but represent necessary
services for every phase of the institution. Variable
costs, on the other hand, are those costs which
vary directly with the level of activity. Faculty
salaries and testing supplies are among examples
of variable costs. As enrollments increase the expenditures on these items will increase or vary
within limits. It is important for the reader to
realize that many such variable costs appear to be
fixed within a budget or contract period. However,
these variable costs do and should change with the
level of activity from period to period.
Collecting Budget Costs Information
It is suggested that the break -even approach be
applied to the smallest subdivisions of the institution's total academic program for which budgets
and enrollment data are available. It is also suggested that the time frame for the analysis include
past as well as current budget periods. The budget
data for the entire institution should be broken
down by colleges, divisions, and departments. The
more budget information can be broken down, the
more meaningful the results will be.
A useful format for collecting budget informa-

tion is shown in Exhibit 1. The column heads
are for the most part self - explanatory. However,
a question may be asked with regard to what budget items to include in the Department budget
column. The recommendation here is to include
the total known budget of the individual Responsibility center even though an amount for
equipment and other capital expenditures will be
counted. A one time expenditure for a building, a
computer, or a comparable item should obviously
not be included. This then assumes that all the
amounts included are recurring from budget period
to budget period and are not a disproportionate
amount of the total budget.
The main point is that the analysis be consistent
from one responsibility center to another. The
argument is well taken that a microscope, for
example, may have a useful life of more than a
year and should therefore not be charged to a
single year's expenses. However, a portion of the
microscope's life will be consumed during the
current period, and since depreciation accounts
are generally not maintained in college and university accounting systems, it is suggested that the entire cost of such recurring equipment expenditures
be charged to current operations. A further justification for handling such expenditures in this manner is that depreciation costs for investments in
physical plant and facilities will not be charged to
the various responsibility centers, thus resulting in
an understatement of fixed costs to some extent.
The important point again is that the analysis
be consistent from one responsibility center to
another.
If salaries are not included in the department
budgets, the contracted amounts for faculty and
other personnel are simply listed in the Department salaries column. Thus, departmental administrative salaries which are clearly related to a single
department as well as various clerical salaries are
also included. Other administrative costs, which
are not associated with a specific department,
should be allocated on a credit -hour basis. The
allocation would depend on the relationship which

Exhibit 1
BUDGET COSTS INFORMATION
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Total

8.00
5.00
$10.00
9.09
$ 6.00
$11.67

$36.00
$30.00
$40.00
$37.27
$30.00
$43.34

8.75
6.67
$15.00
7.50
7.50
7.50

$42.00
$37.34
$56.00
$31.83
$38.50
$28.50

$35
$20
$15
$45
$15
$30

$168
$112
56
$191
77
$114

4,000
3,000
1,000
6,000
2,000
4,000

$33.25
$30.67
$41.00
$24.33
$31.00
$21.00

$

$

$

$
$

$
$

$

$
$

$
$
$

$

$

$133
92
41
$146
62
84

$

$115
80
35
$124
54
70

$

$18
$12
6
$22
8
$14

$

$28.00
$25.00
$30.00
$28.18
$24.00
$31.67

$

5,000
2,000
3,000
5,500
2,500
3,000

$

$180
60
$120
$205
$ 75
$130
$

$40
$10
$30
$50
$15
$35

$

$140
50
90
$155
$ 60
95

$

$120
45
75
$130
$ 50
80

$

$20
5
$15
$25
$10
$15

$

Var.

Costs per credit
hours taught
(actual dollars)
Fixed

$

Credit
hours
taught

Dept.
salaries

$

College of Y
Division A
Dept 1
Dept 2
Division B
Dept 1
Dept 2

Total
dept.
costs

Dept.
budget

$

Responsibility
center
College of X
Division A
Dept 1
Dept 2
Division B
Dept
Dept 2

Allocated
overhead
(fixed
costs)

Total
dept.
variable
costs
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credit hour taught can be obtained by dividing

divide the annual appropriation per FTE st udent
by the annual criterion for FTE designation. The
resulting amount is the appropriation per student
credit hour. This value, when added to the tuition
rate and then multiplied by the number of hours
in the course in question, provides the revenue per
student enrolled. The revenue per student enrolled
is recommended here because this is the manner
in which costs have been defined to this point. Enrollment then becomes a common denominator,
allowing the costs and revenues to be analyzed
simultaneously.
It should be emphasized that revenue per student enrolled will vary in most institutions depending on whether the students are resident, nonresident, graduate, upper division, lower division,
and so on. Tile recommendation here is to calculate the revenue per student enrolled under the
optimum revenue mix, the most adverse revenue
mix, and the actual revenue mix through time.
These values can then be illustrated as shown in
Exhibit 2.
In some junior colleges, additional governmental
aid is often received when certain vocational or
technical programs are offered. If this aid can
be expressed on (or converted to) a per course
basis this amount would be added as a fixed revenue
amount in Exhibit 2. Th e sloped revenue lines
would then intersect the vertical axis rather than

tota l

th e origin.

total credit hours taught in the department bears
to the total credit hours taught by the organizational unit to which such costs can be specifically
tied. For example, the salary of the dean of the
college of arts and sciences should be allocated to
the various departments of that college, and should
be based on the relationship which the credit hours
taught by the individual departments bear to the
credit hours taught by the entire college of arts
and sciences. This amount should be included in
the column labeled Allocated overhead.
Allocated overhead includes other fixed cost
items such as salaries of the president and other
top level or staff administrators in addition to
expenditures which are vital to the institution but
which cannot be clearly tied to a specific department or responsibility center. These costs should
also be allocated among the various departments
on the basis of the number of credit hours taught
by the individual department

relative

to

the

number of credit hours taught by the entire institution.
The column, Total department costs, is simply
a summation of the Department budget, Department salaries, and Allocated overhead.
Credit hours taught are, of course, available
from historical schedules and enrollment information. Knowing the credit hours taught, cost per
de p a r t me n t

costs

by

cr ed it

ho u r s

ta u g h t .

Once the cost per credit hour taught for a particular department is determined, the cost of offering
a class in that department can be closely approximated.
The cost of the class, for all practical purposes,
remains fairly constant regardless of enrollment,
once resources have been committed to a given
course offering. Certainly more students require
more supplies, but the cost difference in most cases
is not material. Therefore, the cost side of the
analysis represented by the variable cost, the fixed
cost, and the total cost, in Exhibit 2, are constant for the contract period.

MANAGEMENT ACCOUNTING /SEPTEMBER 1974

then becomes
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allowing the
costs and
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analyzed
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Break -even Points
With the revenue data superimposed over the
cost information, the break -even points under a
number of circumstances can be determined. The
points A, B, and C represent break -even points
under different revenue conditions and provide
the basis for review and control of operations.
The level of enrollment which is associated with
the most realistic revenue situation is the key at
Exhibit 2
BREAK -EVEN ANALYSIS FOR TYPICAL
THREE -HOUR COURSE

Revenue Determ ination
The revenues which are important for this
analysis are those which are closely correlated
with enrollments. Major sources of such revenues
are tuition and state or federal appropriations based
on full -time- equivalent (F T E ) students. The FTE
is determined by dividing the number of student
credit hours by the criteria for full -time designation. For example, assume the attendance criterion
for one FT E student is 24 hours per year or 12
hours per semester. Thus, a three -hour course with
eight students enrolled would result in 24 student
credit hours divided by the 12 hours per semester
criterion. The number of full- time - equivalent
students sitting in that class in that semester is
two. The revenue associated with the course would
be the governmental appropriation per F T E student for the semester multiplied by two plus the
tuition per credit hour multiplied by 24.
Another way of handling this situation is to

"Enrollment
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"...(a) buyer's

market...
exists in higher
education."

this point. Classes with consistent historical enrollments below the break -even level can easily be
"red flagged" for appropriate action, whether it be
reductions in sections offered or elimination from
the curriculum. However, it is advisable to allow
courses or programs to continue for a short time
(possibly more than one contract period) even
though enrollments are not sufficient to reach the
break -even point, provided variable costs are being
covered by current enrollment levels. If variable
costs are not being covered, immediate corrective
action will be required.
Classes with consistent historical enrollments
above the break -even point can be readily be
identified also. The net revenues generated by such
classes are measured by the vertical difference

between the appropriate revenue curve and the
cost level. A trend of growing enrollments beyond
the break -even point would probably justify plans
for the allocation of additional resources. The reallocation of resources need not result in increases
in total expenditures but may necessitate intra
and /or interdisciplinary transfers of resources from
low demand nonessential courses or programs to
growth areas of the institution.

Conclusion
The adaptation of break -even analysis for use
by college and university administrators, while
not a cure -all, can be a valuable management tool
in coping with the buyer's market which now exists
in higher education.
❑

AFTER THE FIRE: THE INSURANCE CLAIM
Continued from page 19

dossier of Sunday, August 12th. The satisfaction for
the effort expended was realized when the insurance
adjustors commented that it had been a long time
since they had seen as complete a file as we had
submitted. This satisfaction was further enhanced
when the adjustors accepted all our records, and the
only deductions made were for depreciation.
❑

Conclusion
When all expenditures of time and money for
fire - related items were accounted for, an insurance
report was prepared. This report contained, in
summary form with supporting detail, a complete
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ACQUISITION
COSTING AND THE
BARGAINING AREA
In this way, through offer and counter - offer, the negotiations
were jockeyed into the true bargaining area where it was
possible to get a mutually satisfactory price.

By Edward M. Currie
Sooner or later, every successful business firm will
reach a stage of growth where its size makes it a
candidate for acquisition by another company.
Only when an entity becomes a billion dollar sales
complex is its eligibility tarnished., Its sale, therefore, would not logically provide a practical motivation for determining business worth. However,
consideration for sale or merger will occur routinely
with entities of lesser size.
The life cycle of the average firm is not unlike
the life cycle of man. There is, however, a distinct
difference. Man's end is complete; the end of the
firm, on the other hand, is apt to reflect a need
for determination of worth in preparation for a new
existence under new ownership. The need for determining business worth is clearly urgent to the
owner at the time the sale of his business is contemplated, and to the prospective buyer as he
contemplates an acquisition. It is, therefore, of
interest to develop a conceptual approach for such
an occasion.
To begin with, a man's lifetime is often dedicated to the profitable growth of his business
enterprise. Emphasis on' this goal frequently obscures his attempts to objectively determine the
extent of the concomitant accretion of business
worth. Through some sort of sixth sense, he is apt
to have strong opinions concerning the real worth
of his business and he will usually have quantified
its worth. It may be impossible to persuade the
owner to reveal his private appraisal and it usually
becomes apparent that the owner is influenced in
his effort by overly optimistic feelings about the
worth of intangibles such as public image, reputation, research and development, market capture,
and promotional effort. However, when a decision
concerning the sale or acquisition of the firm must
MANAGEMENT ACCOUNTING /SEPTEMBER 1974

be made, there is a need for determining its true
worth. At that time, the accountant is called upon
to make a successful ( i.e., mutually acceptable)
evaluation for parties having mutually inconsistent
motivations.
In mergers and acquisitions a lack of confidence
is common, on the part of both sellers and buyers,
in the ability of the negotiating parties to arrive at
a correct. price. Sellers of businesses are especially
vulnerable in this matter for a very understandable
reason: transactions of this type are infrequent, and
consequently unpatterned —at best they are apt to
occur only once -in -a- lifetime.
The infrequency of sale and acquisition is only
one of the principal reasons that businessmen have
remained unconcerned about the refinement of
valuation techniques. There are others: (1) evaluation can be a costly process, (2) evaluation can be
inconclusive because of the widespread lack of
agreement on method, and (3) the raison d'etre
is almost certain to be reckoned with as a factor
in a determination of values— whether it be a sale,
merger, acquisition, move, enlargement, curtailment, or liquidation; each situation provides a purpose for evaluation with differing implications.
A Mutually Satisfactory Price
A successful technique of valuation must arrive
at a mutually satisfactory price. The purpose of this
article is to suggest meaningful approaches to be
used (1) by the owner in determining the worth
of a going industrial enterprise when the need for
such valuation arises in connection with the sale
of that enterprise, and (2) by the buyer seeking to
arrive at a price he is willing to pay for such an
, A company which reaches this stage of growth— attained by
elite group of 91 corporations during the last decade —may
assumed to be beyond the practical acquisition capabilities
an other business entity. See Fortune magazine, July 1964,
180; May 1973, p. 226.
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"The cost of an
acquisition is
widely
regarded, at
best, as an
arbitrary value
arrived at by
negotiations."

enterprise. "Meaningful" approaches will be defined
as those which are pertinent to the implementation
of a sale. In describing these approaches a process
will be defined which will be referred to as "acquisition costing." Certain values will emerge from this
process which will serve to establish a potential
area of agreement, which, for our purposes, will be
referred to as the "bargaining area."
We are not concerned here with the problem of
whether to sell. There are often alternative courses
of action to that of selling which may also accomplish the desired purpose, and such alternatives may
or may not require a process similar to acquisition
costing. Even though the acquisition costing process
will logically precede, at least in part, the rejection
of all alternatives, we are assuming that the decision
to sell has been made and that the problem at hand
is that of negotiating between a seller and a buyer.
A "going" industrial enterprise will be defined as
one which has both (1) a history of profitable
growth, and (2) the prospect of unlimited future
life of continued and profitable growth.2 Cyclical
pressures and competitive stresses are thus assumed
to be under control, and management competence
is assumed to be capable of maintaining a level of
prosperity which will meet our definition.
Relevant factors, subjective by nature, which are
excluded from the scope of this article include:
(1) personal motivation, geographic preference, and
public image; (2) governmental, regulatory and
cyclical factors — including tax rate changes and tax
effects — generally beyond the control of management but nevertheless often significant; and (3 )
factors affecting the acceptability of rate of return
ratios, according to Dewing's belief that "... in
the long run the interest on capital invested tends
to become equal among different kinds of enterprises." 3
Primary Requirements
The cost of an acquisition is widely regarded, at
best, as an arbitrary value arrived at by negotiations.
It may seem to an observer that negotiations are
thus contrived, and it may indeed be close to the
truth. On the other hand, even the most casual bids
and offers must be based upon some rationale. One
of the primary requirements, essential to the development of acquisition costing, is the establishing
of a spectrum of values for each of the participants.
If these value spectra overlap there is an opportunity for successful negotiation. If they do not,
i.e., if the seller's absolute minimum price exceeds
the buyer's upper limit which the buyer is willing
to pay, it will, of course, be pointless to pursue any
bargaining process. In that the value spectra are
usually determined in advance of bargaining, it will
be appropriate to describe methods for use in such
determinations.
' A precise qualification of "profitable" will not be specified except
to eliminate from our consideration a business which, as reflected
by conventional accounting practices, experiences a loss. When
a business ceases to be rofitable it can be valued only as a dead
or dying enterprise, with concern given to its eventual liquidation
and attendant salvage and scrap values.
3 Arthur Stone Dewing, Financial Poficy o/ Co►¢oration, The
Ronald Press Company, New York, N.Y., fifth edition, 1953, p.
375.
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SELLER'S VALUE SPECTRUM

From the seller's standpoint there are three significant determinants:
1. Seller's absolute minimum price
2. Seller's upper limit
3. Seller's opening price
The seller's
absolute minimum price which he will accept will
normally be more than the salvage or liquidation
value, and under our definition of terms, must
presumably be less than the seller's upper limit
(of expectation) as described below. The seller's
absolute minimum price is often established by
remote and at times irrational reasoning. It may
simply reflect the amount which the seller feels he
must have in order to support himself satisfactorily
in his retirement. It may be set unreasonably high,
with the knowledge that the alternative of not
selling, because of known attractive factors for
growth, will be equally attractive to the seller. This
is the "for a price, everything is for sale" attitude
which is not uncommon among younger and successful business owners. Such an approach, of
course, defies analysis. Since we have assumed that
the decision to sell has been made, we may also
assume that the seller's absolute minimum price
will establish the low end of the seller's spectrum.
It will thus be an amount which is necessarily less
than the maximum value which can be justified for
economic reasons, i.e., less than that value which
determines the high end of the seller's spectrum.
SELLER'S ABSOLUTE MIN IM U M PRICE.

The seller's upper limit Is
the highest economic value which can be justified
by the seller. It factors in a consideration of past
and present earnings and a level of return which
buyers are justified in demanding. The seller's
upper limit, once established, is of significance to
the seller in establishing his opening price. If the
seller's upper limit is the highest justifiable value
which can be assigned to the entity, then the opening price will not normally exceed it.
SELLER'S UPPER LIM IT.

The seller's opening, or
asking, price is the least important of the seller's
values, but it is the one which often signals the
beginning of negotiations. It is apt to be close to
the seller's upper limit but will not exceed it. If
the seller's opening price were set unrealistically
high or the seller were to take a firm stand, then
few people would attach significance to it. The
greatest risk here is that the seller will set it high
to allow for downward pressures, but in so doing
will price himself out of the market. Once a buyer
has determined that an opening price is unjustifiably high, he is apt to react to a subsequent reduced
price with distaste. Obviously, if an asking price
cannot be defended to a prospective buyer, that
buyer is not apt to give it serious consideration. The
seller's opening price will lie, then, at a point between the seller's absolute minimum price and the
seller's upper limit.
SELLER'S OPENING PRICE.

MANAGEMENT ACCOUNTING /SEPTEMBER 1974

From the buyer's standpoint there are, similarly,
three significant determinants:
1. Buyer's adjusted minimum price
2. Buyer's upper limit
3. Buyer's offering price
There is, of
course, no minimum price which a prospective
buyer is willing to pay. There is, however, a value
which represents the lowest price for which a buyer
could hope to obtain a business. This is a practical
minimum, which would coincide with the seller's
absolute minimum price, if this latter value were
known to the buyer. Since the seller's absolute
minimum price is not normally made known in
advance, the buyer will have to make his own calculation. The purpose of establishing the buyer's
adjusted minimum price is to peg the lower end of
the buyer's value spectrum. He must seek to determine the most conservative valuation, in light of
available known or suspected economic factors, that
a seller might be persuaded to accept in selling his
business. The first figure that comes to mind is the
liquidation value. Although such a value would be
less than specific, unless actual disposition took
place, it is possible to make quick and conservative
estimates of salvage values. With a "going" enterprise, however, such an effort would, of course, be
purely academic.
A second, more valid, approach would be concerned with ascertaining the cost of duplication, or
replacement, of facilities and the cost of assembling
a comparable work force. However, as a practical
matter, obtaining detailed appraisals of replacement
costs can be prohibitively costly. Unless done for a
specific purpose such as that of insurance appraisal,
determination of replacement values is seldom
practicable. For a corporation having assets of only
two to three million dollars, a thorough appraisal
can be a time - consuming and costly process. Such
an appraisal, by a professional appraisal firm, would
almost surely run to the upper four figures in cost.
Since the end result does not give us the ultimate
valuation sought, but only the minimum, or starting
point, it is even more difficult to justify incurring
such a cost. Determining the cost of assembling a
comparable work force is also impractical, for a
different reason: it involves what can only be considered to be pure guesswork.
The third approach is a more readily available
alternative. It simply utilizes the net value of tangible assets, or in the absence of goodwill and other
intangibles, owner's equity as reflected on the balance sheet. Since we are presently living in a prolonged era of rising prices, and since businessmen
have for several decades been given money savings
advantages in tax options which tend to result in
the understatement of income and hence in net
worth, this alternative will almost certainly come
up with a value which is less than replacement cost;
and since it is lower, a value which can be readily
accepted as a minimum valuation figure.
BUY ER 'S

A D J U S TE D

MINIMUM

U P P E R L I M I T . In order for the buyer to
determine the highest justifiable value to be assigned to a business he will have to make a detailed
analysis of the business and project its future. This
will involve, basically, the capitalization of projected
earnings. The economic value so calculated may be
considered to be the upper limit of worth acceptable by the buyer. However, the buyer's upper
limit may be less than this amount because of
limitations on his financial capabilities. The buyer's
upper limit will be a closely guarded secret, and will
represent the absolute maximum price he will be
willing to pay. It is, of course, based on all the
factual information available to him and which he
is able to assemble.
BUY ER 'S

BUYER'S VALUE SPECTRUM

PRICE.
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The buyer is In a position to determine his offering price once he has
established his upper limit and his adjusted minimum price. Actually, the seller's opening price may
be the first amount to be made known to both sides
in the bargaining process, in which case the offering
price becomes the counter -offer.
BUY ER 'S

OFFERING

PR IC E.

The Bargaining Area
When the seller's and buyer's price spectra
are established, and the opening and/or offering
prices are announced, the bargaining process is
under way. See Exhibit 1. The bargaining area can
thus be defined as the common area, if any, of the
two price spectra. The existence of a bargaining
area can now be seen to be dependent upon the
buyer's upper limit and the seller's absolute minimum price simply because a final price in a successful negotiation cannot be more than the buyer
is willing to pay nor lower than the seller is willing
to accept, regardless of the opening and offering
prices. In an actual situation these values are not
known to the opposing factions, and in the process
of guessing what the buyer's upper limit is, the
seller may adjust his opening price downward. Thus
it can be seen that the final bargaining area (in this
case) will lie above the seller's absolute minimum
price and below the buyer's upper limit. The ultimate success of the negotiations will require that
the seller's absolute minimum price (known only
to the seller) not exceed the buyer's upper limit
(known only to the buyer) .
With further consideration it becomes apparent
that the key determinants in the acquisition costing
process are the seller's upper limit and the buyer's
upper limit values. The seller will not set his absolute minimum price at a figure which is too substantially less than his upper limit, an amount which
he feels can be justified on an economic basis. The
seller's (absolute) upper limit is also the most significant factor in establishing his absolute minimum price. The buyer's upper limit is surely the
other most significant determinant because it establishes the likelihood of the two parties reaching
ultimate accord. Although bargaining strategy is beyond the scope of this article, it is obvious that
calculation of these two upper limits is the very
heart of acquisition costing.
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"... the rate of

Establishing the Seller's Upper Limit

return must be
set sufficiently
low to allow
for a true
'upper limit'
valuation."

Most entrepreneurial businesses can properly
be regarded as profit- making enterprises, and the
values of such businesses should therefore be a
reflection of their profit- making abilities. Whereas
the book values of the assets are readily determinable—by simply casting a glance at a recent balance
sheet —the economic value (i.e., profit- making
value) ushers in a host of new, and sometimes
emotional, considerations.
The economic value of an entity can be defined
as an amount which is equal to six times earnings,
before state and federal income taxes.' (For purposes of illustration, we use a rate of 16% percent.)
This is the upper end of the seller's spectrum —an
amount which a business owner cannot logically
or justifiably exceed when assessing a value to his
business.
For our purposes, the rate of return must be
set sufficiently low to allow for a true "upper limit"
valuation. At the present level of state and federal
income tax rates, the return of 163 percent will
usually result in a true (after tax) return of about
half, or 8.3 percent. The seller cannot ignore the
fact that investors have learned to expect, and in
fact, can usually obtain a before tax return of from
six to ten percent on "safe" situations —i.e., where
deposits are guaranteed, where first mortgages are
obtained, where personal guarantees are extended;
and where tax shelters may make it largely tax free.
To expect a buyer to be satisfied with a return of
less than 8.3 percent (and its counterpart, a higher
valuation), in a business venture, is less than realistic.
An 8.3 percent rate of return, equivalent to a
"times earnings" factor of 12, should not be confused with the times earnings ratio often quoted
in the securities market. The market price of a
share of stock anticipates future growth and earnings
enhancements, and may reflect values far in excess
of the 12 times earnings used here as a valuation
factor for business entities. In selling an entire business, the owner cannot expect a buyer to speculate.
He can only justify setting a value which will show
a legitimate return at present profit levels: levels
which reflect his past efforts and ability and for
which he can expect fair compensation. A business
owner who feel his business should be priced at
more than 12 times earnings will usually face a
"sea of hostility in an unfriendly world " —he will
almost certainly have priced himself out of the
market.
Disagreement can also arise in the determination
of earnings. Certainly we are talking about operating earnings, and all non - operating, non - recurring
and perquisital items should be excluded from our
calculation. If recent earnings are erratic, it may
be difficult to calculate a meaningful economic
value. However, the elimination of unusual and
non - recurring items will often reveal a more consistent trend. In addition, the emphasis must be on
current earnings. Historically, trends can be noted,
but for evaluation purposes the most significant
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period is the current period, with lesser significance
assigned to each preceding year. Such emphasis can
be obtained by the application of weighting factors.
If, for example, adjusted earnings for five years are
available, arbitrary weightings could be applied to
each year's earnings with the highest weights assigned to the most recent years.
We have now arrived at the point of an acceptable definition of the highest justifiable value of a
going (i.e., profitable) business, from the standpoint of the seller. The seller's upper limit can be
established at six times recent annual before -tax
earnings, provided such earnings are not erratic as
to trend, are adjusted to exclude non - operating and
non - recurring items, and there have been no nonessential perquisital withdrawals from the business.
Adjustments must also be made to reverse unrealistic charges or exclusions of income allowed
for tax purposes, and reflected in the books of the
entity.
A note of caution should be observed here. In
the event that past earnings are less than approximately eight percent of the owner's equity, the
seller's upper limit may turn out to be less than
the book value of the enterprise. In such an event,
special considerations may justify changing the
upper limit to an amount which exceeds book
value. Such things as excess operating capital and
invested research costs for future growth may explain the situation. In any case, if such a firm is
clearly to be regarded as a "going concern," all
factors must be taken into account in order to
establish the seller's upper limit.

Establishing the Buyer's Upper Limit
The historical data used by the seller in determining his upper limit will, of course, be of interest to the buyer, but to him the immediate and
long -term future will be of greater significance.
The first step in establishing the buyer's upper
limit is to re -state the seller's past operations on
an acceptable basis to the buyer. He begins with
the elimination of non - operating income and expense, to show what the business has done under
known economic influences of prior years. In studying past earnings, the buyer must analyze both income and expenses to determine the contribution
margins made by each product line and the variability of expenses. Adjustments must also be made
for any known abnormal factors which affected
earnings. For example, if the company was the sole
source for a product needed during a time of
artificial shortage, as is common in the pharmaceutical industry, earnings may have been high,
and this factor must be given due consideration in
According to a 1972 survey of the 500 largest industrial corporations, the industry return on invested capital medians ranged
from 16.0
percent
in category,
soaps and with
cosmetics
firms,median
to onlfigure,
5.9
percent
in the
textiles
an overall
for all 500 firms of 10.3 percent. See Fortune magazine, May
1973, p. 244. Also, because of the adjustments which will be
made to the income in the analysis of the firm it will have
varying tax consequences. More specifically, because Sl) a
buyer's tax bracket will often not coincide with the sellers
and
(2) success at past tax minimization may not correspond to
future patterns, the use of after -tax earnings is needlessly comp]fcated. Therefore, earnings referred to in this discussion will
be on a before -tax basis, unless otherwise indicated.

4
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the analysis. As a further example, in the analysis
of earnings in a closely held corporation, adjustments may be required for such items as the expenses of entertaining charged to the business,
excessive salaries to the owners, and expenses related
to club memberships which are incurred by members of management. Some helpful suggestions
]sere have been provided by Charles A. Scharf:

cataloging, traveling, order service and clerical
work be reduced, relative to sales?
3. Can management functions be combined, thus
reducing costs?
4. Can greater use be made of existing manufacturing facilities?
5. Can certain inefficient areas be removed or improved?

"As a start, the buyer should obtain profit
and loss statements of the seller for a reasonably long, past period. Since economic
conditions underwent drastic changes after
World War II, financial results from the time
of our grandfathers are not of importance.
But, if figures are available, a ten -year history
of earnings of the seller should be a good
indication of past history, while earnings for
a five or even a three -year period are often
sufficient. The history of earnings should be
not only of total earnings but of earnings by
product lines. If the buyer is buying a business on the basis of his projection of earnings,
he should know in detail how similar earnings
were realized in the past."

The third step is to re -state current operations
on the basis of the previous two steps and to make
a long -range forecast covering, at least, an additional
nine years. This projection should be made as realistically as possible and should include a statement
of cash flows. It can be done intelligently only by
careful analysis of existing factors, as presented by
the seller, and analysis of those operational factors
contemplated by the buyer. This is not a time for
wild optimism. Trends can be treated respectfully,
but predictions of sudden break- throughs should
be avoided. Reasonable sales forecasts and expense estimates must be insisted upon. Upon completion of the forecast and projection of earnings,

"The analysis of the past earnings statements
of the seller should include a year -by -year
comparison to determine what the past profit
trend has been. In this connection annual
comparisons of (1) gross sales will indicate
volume trends; (2) cost relationship to gross
sales will indicate cost trends; (3) cost of
labor relationship to material cost will indicate
wage and mechanization trends, and (4) advertising and research and development expenditures will indicate the extent to which
such expenditures tend to increase or decrease
with earnings." u
Manv other considerations may enter into an
analysis, depending on the situation. In the case of
a division of a larger business, for example, care
should be taken to adjust the statements for all
intra- company transactions which may distort earnings. In general, the buyer should adjust all items
of income and expense in past earnings statements
to clearly reflect past earnings and to place the
operating statements of the business on a basis comparable to the statements of a publicly held company subject to strict audit procedures.
The second step in establishing the buyer's upper
limit is to quantify those operational factors which
can be expected to arise from the combination.
For example:
1. Will sales be enhanced in current markets?
Will additional markets be available? Can the
current markets and the new markets be combined as an outlet for all future products?
2. Can sales costs be reduced? Will advertising,
s Charles A. Scharf, Techniques for Buying, Selling and Merging
Businesses, Prentice -Hall, Inc., Englewood Cliffs, N.J., 1964, pp.
45 -46.
/bid.
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"Reasonable
sales forecasts
and expense
estimates must
be insisted
upon."

Exhibit 1
THE BARGAINING AREA AND VALUE SPECTRA

$700,000
Seller's upper limit

$600,000

Buyer's upper limit

A V NI

Seller
asks
$500,000
Seller
asks
Seller
asks
S400, 000
Buyer
offers

Seller's absolute
minimum
Buyer
offers
S300,000

Buyer
offers

Buyer's adjusted minimum
$200,000
Seller's upper limit
Buyer's upper limit

$688,662
$568,887

®

Seller's value spectrum

Seller's absolute minimum
Buyer's adjusted minimum
Seller's opening price

$390,000
$241,000
$500,000

®

Buyer's value spectrum

Buyer's 1st offer
Seller's 2nd price
Buyer's 2nd offer

$300,000
$450,000
$350,000

®

Bargaining area

Final sales price

$400,000
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Income statements, years ended March 31
(Amounts in thousands)
1970
$470
340
$130
98
32
4
36
13
23

$

$

$

$

1969
$450
347
$103
97
6
7
13
4
9

$

$

$

$

$

1971
$485
336
$149
105
44
4
4848
20
28
$

1972
$498
348
$150
122
28
(12)
16
5
11

$

1973
$522
350
$172
128
44
(33)
11
3
8

$

Sales
Cost of sales
Gross margin
G & A expense
Operating income
Other income (expenses)
Income before taxes
Income taxes
Net income

$

corporate
business life."

TUCKER GLOVE COMPANY FINANCIAL STATEMENTS

$

percent is to
ignore the
realities of

Exhibit 2

$

"To expect . . .
less than ten

$201
27
20
6

Fixed assets:
At cost
Less: accum. depreciation

$

$254
13
11
2
Other assets:
Cash value life insurance
Non - current receivables
Total assets

35
22
17
74

$121
74
195

$

7
6
13
$269

the buyer can establish his upper limit, the maximum price which he would be willing to pay in
order to complete the acquisition.
As previously discussed, a seller may be justified
in valuing his business at six times before -tax earnings, which, at present corporate tax rates, is equivalent to an after -tax return of about eight percent.
A buyer, however, will not normally be content in
the contemplation of a return of only eight percent and will usually set his sights higher. He is
almost certain to require a return greater than ten
percent as applied to projected earnings. Furthermore, in certain industries such as chemicals, drugs,
and cosmetics, where a continuing contribution
from the buver will be required in developing new
products and promotional techniques, an even
higher return on investment should be expected.7
To expect a firm to seek acquisition opportunities
which will return less than ten percent is to ignore
the realities of corporate business life. For a buyer,
a goal of ten percent would leave little room for
error. He would be well advised to use a return
rate of 15 percent in calculating the present value
of future service benefits. And, for purposes of this
discussion, we will establish 15 percent as a rate
acceptable to the buyer for use in acquisition costing applications.
Unless the seller is willing to accept a portion of
his sales price on a contingency basis, he is not
usually entitled to reap any reward from the increased success of the business under its new owner.
The buyer should, therefore, be the prime rewardee
34

Current liabilities:
Accounts payable
Accrued expenses
Taxes payable
Total current liabilities
Owners' equity
Authorized, 200 shares. Issued
and outstanding, 121 shares,
at stated value of $1 per sh.
Retained earnings

$

Current assets:
Cash
Receivables, net
Inventories, at cost
Miscellaneous

$

Balance sheet, March 31, 1973
(Amounts in thousands)

Total equities

$269

in the event of incremental success in future operations. As the future unrolls, less and less reward
can be given to the seller for new growth and success. If the seller's influence is, indeed, short - lived,
it is also reasonable to weight the early years more
heavily in establishing an earnings figure which will
be capitalized in the buyer's upper limit.
Other Factors Affecting the Bargaining Area
There are two further considerations which can
have a marked effect upon negotiations and upon
the rigidity of the bargaining area as defined thus far:
The terms of sale and tax treatment for both
buyer and seller
Non - operating aspects
The non - operating aspects cannot be readily determined by analysis of operations, either past or
future. However, some of these have been determined by George D. McCarthy as follows:
"A purchase price in terms of cash or cash
equivalent (notes on bonds), or an exchange
of securities in a business combination, is
' Dewing, Op. Cit., pp. 388 -390. Dewing has made an extensive
study of Price /earnings ratios which seems to have withstood the
test of time, wars, and inflation (even though he could not
have f(oreseen the impact of current tax levels), concluding that
certaif rates of return should apply to varying types of businesses. However since so many factors may influence the choice of
a proper capitalization formula, including market conditions and
methods of payment, a single list of earnings rates cannot nor.
mally fix the pri ce in a give n transacti on to the exclusion of other
considerations.
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Exhibit 3
TUCKER GLOVE COMPANY ADJUSTED INCOME STATEMENTS
Income before taxes for years ended March 31
Adjustments:
Reverse inventory write -off
Unbooked overhead in inventory
Expensed fixed asset build -up
In- transit inventory build -up
Uninsured fire loss
Excess executive salaries
Non - essential travel
Profit sharing contribution
Life insurance premiums
Interest income (non - operating)
Adjusted income before taxes

1973
$11, 000

1972
$16,000

21, 000
4,000
8,000
2,000

3,000
7, 000
2,000

26, 000
14, 320
15,000
1,045
(7, 880 )
$94, 485

26,000
15, 840
15,000
1,045
(7, 640 )
$78, 245

1971
$48, 000

3,000
6,000
2,000
3,400
26, 000
10, 840
-01,045
(5, 860 )
$94, 425

1970
$36, 000

1969
$13, 000

2,000
4,000
2,000

2,000
2,000
2,000

26,000
9,840
-01,045
(4,820)
$76, 065

"The most
important of
all calculations
is the seller's
upper limit."

26, 000
9,405
.0.
1,045
(4,605)
$50, 845

Note:
The actual paym ent of $51,000 annuall y to t he president is cons idered to be $26,000 in excess of the salary necessary to retain a professional manager.

dependent upon a number of factors, some
susceptible to evaluation and some not. As an
illustration of the breadth of this problem,
different prices could be offered for the same
company, and each be fair in the following
varying circumstances:
1. A cash offer could be higher than that
proposed in an exchange of securities because the purchaser would recover part of
the price paid through reductions in federal income taxes resulting from a stepped up tax basis of assets acquired. Also, a
seller generally would require a higher
price in a cash deal than in an exchange
of securities because of . . . tax consequences.
2. An exchange of securities offer of a company in a glamour industry whose stock
was selling at a very high price earnings
ratio could be much more generous than
one whose stock was selling on a conservative basis relative to earnings and dividend
vield.
3. A company in the same industry as the
prospective seller, whose management
knew the value and potential of a company's products, might be willing to pay
a top price because of the ability to integrate operations of the seller and increase
sales and profits with the combined existing manufacturing and market facilities.
4. An offer of an investor solely for the
purpose of putting his funds to work without any intention of exercising influence
on the management of the company would
ordinarily be conservative, as he would expect a return on such an investment to be
better than in a blue -chip stock or mutual
fund." 8
Determination of the bargaining area as an exercise preliminary to actual negotiations, with attendant calculations of the prices described above, is a
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complicated procedure. In an attempt to summarize
the conceptual aspects of acquisition costing and to
illustrate the calculation procedures, a hypothetical
case, based upon an actual situation, is presented
below.
An Illustration of Acquisition Costing
The Tucker Glove Company is a manufacturer of
a line of men's gloves. The company was started 24
years ago when its present owner left his previous
employer, a glove manufacturer, to start his own
business. Throughout the years, the company prospered and its sales volume for the current year
which ended March 31, 1973, was $522,235. Seven
years ago, company sales had exceeded $700,000,
but a decrease in sales occurred about six years ago
which resulted principally from lower volume to
one particularly large chain store whose buyer's
function was decentralized. However, the company
is still very profitable and is in a better position from
the standpoint of customer balance. Exhibit 2 illustrates the company's financial position for the
past five years.
CALC U LAT IO N OF SELLER'S UPPER LIMIT

The most important of all calculations is the
seller's upper limit. He must analyze current operations to eliminate all non - operating, non- recurring
and excess perquisital items, and calculate a
weighted earnings figure to be capitalized into an
economic value which, from the seller's standpoint
is his upper limit of expectation. See Exhibit 3.
While sales volume has shown a steady improvement during the five -year period, the adjusted income appears to be less consistent. It is possible
that cost of sales adjustments, if allocated to
the appropriate years, would correct these variances.
IIowever, some smoothing may be obtained if we
de- emphasize the importance given to the most recent periods by applying a weight factor as follows:
George D. McCarthy, Acquisitions and Mergers, The Ronald
Press ompany, Ne w York, N. Y., 1963, p. 81.

9
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Exhibit 4
BUYER'S RESTATEMENT OF CURRENT OPERATIONS
AND LONG -RANGE FORECAST
1975

1976

1977

1978

1979

1980

1981

1982

$574

$631

$694

$763

$839

$923

$1,015

$1, 117

$1,229

Variable cost (70 %)
Fixed costs
Income before tax
Income taxes
Net income

365
52
$105
51
$ 54

402
52
$120
60
60

442
53
$136
68
t§

486
54
$154
77
$ 77

534
56
$173
_86
$ 87

587
58
$194
97
$97

646
60
$217
110
$117

711
62
242
118
$ 124

782
64
271
138
$ 133

860
66
303
161
142

$

$

1. The potential buyer, Cowhide Corporation, is
a manufacturer of leather cases which is seeking
Extension
acquisition opportunities in a field which is related to its present operation. The marketing and
1973
$94,485
x
5
$472,425
buying functions of the Tucker Glove Company
78,245
1972
x
4
312,980
appear
to offer opportunities for better utiliza1971
94,425
x
3
283,275
tion
of
sales
personnel. For example, Cowhide
1970
76,065
152,130
x
2
Corporation
has
national representation and will
50,845
1969
x
1
=
50,845
offer immediate national exposure for Tucker
15
$1,271,655
products. In addition, a bonus factor, highly
questioned but believed to be favorable, will reThe average adjusted earnings, before taxes, is
sult from Tucker salesmen adding Cowhide
$1,271,655 divided by 15 or $84,777. The economic
Corporation items to their line for better saturavalue of the company can be calculated to be six
tion in the Midwest area now served intensively
times $84,777 or $508,662. Since $180,000 is inby them. An increase in Tucker sales is convested in certificates of deposit on a year -round
servatively estimated to be ten percent per year,
basis, and can thus be considered to be a nona rate of growth which Cowhide has maintained
essential asset, and since interest income has been
for over a decade.
eliminated in the calculation of average income, the 2. Because of Cowhide's buying power it is estiseller's upper limit can be stated at the economic
mated that Tucker's material costs will be devalue of $508,662 plus $180,000 excess cash to be
creased by about five percent. Since material
transferred, at face value, to the buyer or $688,662.
costs are presently 40 percent of sales, this is
This is the value for which a return of about eight
equal to about two percent of sales dollars billed.
percent after taxes can be shown on the segment
Cowhide plans to install a manager in the Tucker
used in operation of the business. It is the maximum
operation at a salary of $25,000.
that the seller could expect a buyer to pay.
4 Analysis shows that Tucker's production can
be increased to over $1 million, at sales prices, on
C ALC U LAT IO N OF
a
single -shift basis. Variable costs are presently
SELLER'S ABSOLUTE M I N I M U M PRICE
about 72 percent of sales, and fixed costs, includSince he is approaching retirement age, the seller
ing the future manager's salary, are $52,000.
bases the absolute minimum price on what he
could withdraw in salary during the next three to
The third step, shown in Exhibit 4, is a restatefour years, approximately $330,000. To this he ment of current operations and preparation of a
must add the capital gains taxes which he will have long -range forecast which results in a ten -year proto pay on the proceeds of the sale plus any other jection. A weighted average of the first three years'
expenses. He estimates this to be approximately net income (3, 2, 1) is $58,333. If the capitaliza.
$60,000 giving an absolute minimum price of
tion multiplier is to be 6 % (i.e., 15 percent ac$390,000.9 Since the buyer could recover at least
ceptable rate of return) the buyer's upper limit is
$180,000 from excess company cash, his outlay
$388,887 plus the excess cash of $180,000 or
would be reduced to $210,000, which the seller $568,887
—the absolute maximum value the buyer
believes is extremely reasonable. He does not becan justifiably place upon the selling entity. i o
lieve that he will experience any difficulty in selling
the business because of price.
C ALC U LAT IO N OF BUYER'S ADJUST ED M I N I M U M
Weight
factor

=

=

=

=

Adjusted
(before tax)
earnings

-C

$

1974

$522

$

1973
Sales

$

"The first step
in calculating
the buyer's
upper limit
involves
the adjusting
of past
earnings . . . "

C ALC U LAT IO N OF BUYER'S UPPER LI MI T

The first step in calculating the buyer's upper
limit involves the adjusting of past earnings which
is similar to the calculation of the seller's upper
limit. The second step, quantification of savings
to result from the acquisition, results in the following considerations:
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Since the Tucker Glove Company appears to be
a profitable going enterprise, the buyer's estimated
lowest value for the business will be at least the
A lower liquidation price could be developed but it would be
the seller's last resort and outside the scope of this article.
' The buyer's upper limit should be confirmed by calculating the
present value of the projected flow of cash for the initial ten -year
period, and determining it to be equal to or greater than the
upper limit as calculated.
1
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net value of tangible assets, $195,000. Analysis
indicates, however, that there are significant and
easily determined understatements of certain asset
values, one of which is a result of an erroneous
method of recording in- transit purchases, and others
which are the result of write -off methods allowed
for tax purposes. In order to obtain a more realistic
minimum price, adjustments will be made for such
understatements to the extent that they can be
supported by known market factors. The adjustments to book value must be on an after -tax basis
and are made as follows: I

$21,000

2. The seller has "expensed" all indirect inventory costs, which on
present stocks, aggregate about

14,000

3. The $2,000 net book value of fixed
assets is undervalued due to accelerated depreciation methods and to
the expensing of items having initial costs of less than $1,000, by an
amount of

27,000

195,000
$241,000

ACTIONS IN THE BARGAINING AREA

The overall bargaining area will usually lie between the seller's upper limit and the buyer's adjusted minimum. In this case bargaining can occur
between a $688,662 high and a $241,000 low. The
seller, in order to feel out the buyer, set his opening
price at $500,000, which is roughly 70 percent of
his upper limit. Since the opening price was below
the buyer's upper limit, the buyer was interested
and countered with an offer of $300,000, which is
roughly 25 percent higher than his adjusted mini mum. The offer was, of course, rejected by the seller
since it was below his absolute minimum price, but
he did reduce his asking price. Because the buyer
was interested in getting the best deal possible, he
revised his offer upward by a small but reasonable
amount. In this way, through offer and counter
offer, the negotiations were jockeyed into the true
bargaining area where it was possible to get a mutually satisfactory price. Exhibit 1 illustrates how
the negotiations progressed.
Conclusion

30,000

From the seller's standpoint, each of the adjustments represents
tax-allowable deductions from income in past years. The seller
should be held responsible for the taxes which a buyer will be
required to Pay ultimately when the assets are converted to, or
productive o(, revenue.
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Estimated tangible value
of net assets

$46,000

"The overall
bargaining
area will
usually lie
between the
seller's upper
limit and the
buyer's
adjusted
minimum."

Terms of sale, tax treatment and other non operating *aspects are important factors to consider
in obtaining a more precise value spectrum, but the
basic purpose of this article has been accomplished
—to arrive at a mutually acceptable bargaining area.
In this case, ample negotiating room was available
so that a successful acquisition was culminated.
❑

Additions

1. Included in inventory are slowmoving gloves which have been
dropped from the line, and written
off in 1964. The gloves have, however, as agreed by the buyer, an
ultimate net realizable value, if
made available to rural outlets, of

It

Net additions
Book value of owners'
equity

(46,000)

The estimated tangible value of net assets is then
the buyer's adjusted minimum price, the lowest
price for which he can hope to obtain this business.

to owner's equity

4. Analysis reveals an erroneous practice of not including in- transit purchases, at year -end, in physical inventory, even though the entry
recording the purchases and related
payables was made. This practice
resulted in an understatement of
year -end inventories of

Less:
The estimated federal and state income tax which would have been paid
if the above adjustments had been
made prior to closing, at the estimated
rate of 50 percent
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GRASS ROOTS
FORECASTING
This approach involves a certain degree of market research, and
the individual best equipped to be the field representative of that
research is the one closest to the scene, the first line salesman.
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Perhaps the single most important element in a
successful profit plan is to develop a good sales
forecast. Unless you are in an unusual market
situation where you know that you can sell whatever you produce, and at the price you need in
order to make a satisfactory profit, the basic profit
potential and the operating plan itself will depend
largely on the sales forecast.
Sales Forecasting
There are several methods that are sometimes
used to develop a sales forecast. One method is to
develop a production plan based on what manufacturing would like to produce and then ask the
sales force if they can sell the entire production
output. In some industries this method may work.
However, in today's consumer oriented economy,
this method would hardly be successful. We found
that for our business, the most successful approach
was to determine the wants and needs of the market (our customers and potential customers) and
then based on our capacity to produce and our
overall distribution strategy, determine to what extent we wish to participate in filling those needs.
This approach involves a certain degree of market
research, and the individual best equipped to be
the field representative of that research is the one
closest to the scene, the first line salesman.
For a long time, salesmen were not called upon
to participate in developing the marketing plan.
Planning normally stopped at the sales manager
level. If the sales manager is very close to his market area, his forecasts can be most effective. However, if the party submitting the forecast is not
committed to making it happen, then the subsequent production and sales plans will be of little
value. It is of little benefit to have a sales manager
committed to a sales plan if the salesmen in the
field who are calling on accounts are not committed
to the same plan. To correct this situation, we
decided to have each individual salesman forecast
his sales for each product, customer by customer.

By comparing forecasts with actual results, a
measure of performance can be established for each
salesman which can be tied in to bonuses or incentive compensation plans. Our company also
found it desirable to have the forecasts kept current
so that they would be meaningful. With a multimillion dollar company, with dozens of salesmen
and hundreds of products and customers, the
problem becomes obvious. The sheer volume of
paperwork in maintaining such a system could be
staggering.
Keeping the Forecasts Current
First, let us examine the aspects of keeping
a sales plan current. As events change and we gain
knowledge of those changes, we need to reflect
the impact of such changes in the sales plan. At
our company, we started by forecasting each fiscal
quarter for a year ahead. Special emphasis was
placed on the first forecast made at the beginning
of the fiscal year. Later, since we have 13 four week accounting periods each year, we found it
desirable to reforecast each period. Also, since the
forecast can be prepared either in dollars or in
units, we chose to use units (thousands of yards)
in order to facilitate production scheduling, calculating material requirements, etc.
The Stepchart
In order to maintain continuity of the forecast,
we adopted a format which permitted us to compare forecast to forecast as well as forecast to actual.
See Exhibit 1. This involves using a "stepchart"
grid upon which we post the forecast for each
subsequent period in a diagonal line, stair - stepping
up the grid. The "stepcicart" form may appear
confusing at first, but once the user has become
familiar with this format it provides a relatively
complete picture at a glance. It reflects the consistency or variability of the sales program (seasonal
trends, etc.) , the long -range historical growth or
decline of the program, the extent to which the
program can be accurately projected into the
future, the current position of the program as to
MANAGEMENT ACCOUNTING /SEPTEMBER 1974

we are able to get a summary for each area of
responsibility. The salesman receives a summary
of all his activity, and by summarizing by product
characteristic No. 1, we provide a summary for
each market area manager. The director of marketing receives an overall summary for the business.
The constant header data is preprinted so that
only the new forecast data for the next 13 periods
is entered manually by the salesman on the bottom
line of the form. It is the only line completed by
the salesman in each period and it is the only line
that is keypunched. This forecast is then transposed
by the computer to the bottom diagonal line in the
body of the "stepchart." Each period, as another
line of forecast data is added, a corresponding line
of prior forecast data is eliminated from the top of
the grid. Thus, the actual and prior period forecast lines ascend the page in such a manner as to
always show two full years of forecast history.
The forecasts are continually totaled into two
columns at the right -hand side of the stepchart.
The first column deals with the current fiscal year

actual billings performance, order status, inventory position, etc.; and it reflects the latest thinking of the salesmen and the sales manager as to
the future of the program.
We always start with the next period and extend the forecast for 13 periods ahead. As "actual"
results become known in each period, they are
posted in a straight horizontal line across the
page so as to fall directly beneath the last forecast
that was made for that period. In this manner,
the 12 previous forecasts are stacked directly above
the current forecast and the actual. L This facilitates
comparison of actual results to the forecast as
well as permitting us to see at a glance the variation
in prior forecasts.
The constant data, shown at the top of each
forecast record, includes the business or division,
product characteristic ( P.C.) No. 1 ( the market
area into which the product is sold), product
characteristic (P.C.) No. 2 (type of product),
salesman, customer, style, pattern, and date. Summaries can be obtained for any combination of
these header data, i.e., by salesman, by customer,
by salesman by market area, etc. In this manner,

"We always
start with the
next period
and extend the
forecast for 13
periods
ahe ad . "

] Note t hat we start ed forecasti ng this period a ye ar ago and have
reforecast it in each period since.

Exhibit 1
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R- 442622
9C

_ -

S C HE ME

1971

YTD

Ol Rainwear /Outerwear
3
37
38
70

0
42
44
150

35
36
105

7
FORECASTED ♦

1

2

12

3

4

50

50

*

13

28
55
303

30
50
248

S
50

25
35
338

51
55
501

45
60
446

10/06/73

Irvl

XYZ Com any

38
48
386

35

40

2
3

35

40
40

9
10
11
2
13
Ac t 1973 Per
Act 1973 YTD

40

40

1

6

7

8

9

50

50

40

45

50

4

50

;

126

37

YTD
1

DOE JOHN

38
48
198

P �

42
1972

DLO..

1

234
45
57
65
626

55
60
561

50

SRO, 11

35
508
626
626

TOTAL

CURRIERP o o r * a i

B I L L I N G PE R 10 D S

NUMBER

Ac

lu.

F i n i s h e d Fa b ri c s

20
27
32
32

1969 Per
1970 Per
1971 Per

ACTUAL

001 BILLINGS FORECAST DETAIL

sus"Ess
P.C.1

11

12

13

"w°C�R
,̀

50

55

55

55

60

60

55
65

674
4

559

619

685

10

22P

283

336

378

436

1 497

50

50

55

55

rin
55

55
55

55
55

55
60

55
60
60

60
60
60

6
fin
65*

fiS*
65

70
70

800
815

5
65
65
6
65
65
70
70 1 60
70
60
55
85
451
506

65
65
70
75
80
80
92
598

6
70

70
75

75
75

75
;75

7

80

80
80
8
85
85

896
891
918
921
1 923

80

80

POR K"

725
73

/ 973
art cot

50
45
4
50
50*
50
55
100

40
40
40*
45
45

1
h

55
55 1 65*
60*
65
65
60
65 1 65
1
70
65
69
75
231
306

0
1 50
50
55*
1 55
1 60
1 62
162

70

70

70

7

70
75

75

75

75

65

eo r e c

50
ar

65
65
65
60
366

75

60

7

75

0
65

8

80

70

70

60

75

75

8

60

6

80

80

60

80

80

11

758

80

80

INVENTORY POSITION

so

75

' 1620

i0

01

�

>ue

K
1 '

IS

12345

�

p 1

8

] ]

S

STYLE

756568 00 O1 001234

MA N A G EM E N T ACC OUN TING /SE PTEMB ER 1974

O1

13

,gy
p

PAT

02

Per 13

Per 12

Past Due

DELIVERY

]]

2n
1

05

CONTRACT POSITION
SCHEDULE

K
]I

10 0

PAST DUE ASSOAT

NEW FORECAST
WS

955
960
1010
1010

SOLD HOLDING

GO N M Y

787

676

70

955

82

l
8

C_

8

Ral. AND MOLD

55
t

65*
65

r t

03

04

rt

S

05

Per O1
r t

S

07

Ofi

S

08

09

Future

rt
10

g n

ks

11

r t

12

r

]i

N

000

13

]0

M

4

2

14 1 1

Y

"1

L

]/

b

"

Y

n

011
39

"...in
addition to
having a plan,
a good system
must also
provide a
means of
keeping it
current."

and is made up of a certain number of actual
period results plus the latest forecast for the remaining periods. Therefore, the last number in
the fiscal year column contains 11 periods of actual
billings and two periods of forecast billings for
fiscal year 1973.' The second column, labeled
"forecast year," always contains 13 periods of forecast data extending a full year ahead. The last
number in the forecast year column covers the
twelfth and thirteenth periods of the fiscal year
1973 and the first 11 periods of fiscal 1974. The
first and second column totals are the same for the
first forecast of each fiscal year. We place special
emphasis on this "number 1" forecast, and it is
accented with an asterisk on the forecast schedules.

Computerizing the Forecast
Due to the enormous volume of detail supplied
by the salesmen, it became necessary to computerize the stepchart forecasting procedure. However,
by making the forecasting system a part of the
existing order processing, inventory allocation, and
billings systems, we were able to automatically update the actual billings for the most recently completed period, and extract the current order status
and inventory positions. In this manner, we were
able to provide the salesmen with more current
and timely information on actual order status and
prior history.
There are, of course, several advantages to computer prepared forecast schedules such as:
1. Up to five years of billings history can be accurately maintained in detail.
2. Summaries can be easily prepared in almost
any sequence, i.e., by area of responsibility,
by customer or groups of customers, by specific
product or by product group.
= Year-to-date actual for 11 periods equals 758 plus forecasts of
80 and 85 for periods 12 and 13 equals fiscal year total of 923.
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3. A minimum of manual effort is required to
maintain the forecasts on a current basis.
4. Computer forecast output can be interfaced
with other planning programs for explosion of
material requirements, production scheduling,
manpower requirements, equipment utilization,
profit planning, etc.

System Over -Ride
We recognize that the composite forecast submitted by first line salesmen may not always be
the most accurate plan at a given time or may
not reflect the latest wishes of management as to
changes in product line or production availability.
In this case, the forecast can be adjusted at the
market manager, or top sales management, level
by inserting an over -ride into the system under
a "dummy" salesman number which will adjust
the overall product summaries used for planning
purposes. This entry will not change the individual
salesman's totals, but when an over -ride occurs,
it will communicate such changes back to the salesman so that he can get his forecast adjusted in
line with company objectives. Thus, the entire
sales organization will be committed to the same
plan.

Conclusion
The one thing about future plans that becomes
very obvious in a hurry is that they are constantly
changing. One can develop the most complete
plan, in minute detail, and have every conviction
that this is just the way things are going to happen,
but then, short of a minor miracle, it will become
obsolete to some degree in a matter of time. Therefore, in addition to having a plan, a good system
must also provide a means of keeping it current. To
do this, we found it advantageous to carry the forecasting involvement to the first line salesman, at the
"grass roots" of the organization.
11
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THE PSYCHOLOGY OF
MANAGEMENT AUDITS
Overall effectiveness generally has observable phenomena. Such
things as the relat ionship bet ween management and employees,
environmental conditions, cleanliness, safety precautions,
certain in- process operations, and other visible conditions
provide a "feel" for how effectively management is controlling
the entire operation.

By Henry H. Guck
Most progressive managements recognize the need
for maintaining a high level of operational efficiency, and even though the operational program
may be nearly perfect in its concept, the people
who operate the systems and implement the procedures are not so perfect. In auditing the system,
therefore, the definition of the audit, the training
of the auditors, and the performance of the audit
itself are all critical factors which management must
understand and properly define, as well as fund, in
order to provide an effective measure of control.
For example, it is possible for management to spend
a great deal of money to provide checks and
balances, but it will not ensure an effective audit
if the people who will implement it are not qualified. On the other hand, it is possible to minimize
this expense and maximize the results if the controls are carefully selected and if those who measure the effectiveness of the controls possess special
attitudes and capabilities.
T h e key to control through audits is management's awareness of the interrelationships which
exist in its control system and in accepting the
auditor's ability to recognize these relationships and
to provide a measurement of their effectiveness in
meaningful terms. As he performs his audit, the
auditor will be able to recognize the degree of
discipline in the system or lack of it. He will do
this by observing what people are doing or what
people have done. He will find, interestingly
enough, that people and products are direct reflections of management's attitudes.

Capability Audits
The capability audit, or survey, measures the
functional and managerial capability of a firm. The
purpose of such an audit is to review a firm's special
capability prior to doing business with it., The
MANAGEMENT ACCOUNTING /SEPTEMBER 1974

capability audit is generally used where work of a
specialized or technical nature is required. Where
special skills, processes, or techniques are required
during the course of manufacturing a product, it is
necessary for the buyer to ascertain prior to building

4� �

t�

t h a t p r o d u c t , t h a t i t c a n i n fa c t b e b u i l t t o r e q u i r e d

specifications.
Often these special skills and processes are not
contained within a single manufacturing facility
and outside sources for these requirements must be
employed. The search for these specialties includes
analyzing or surveying prospective sources for the
capabilities required. If all the conditions and
performance criteria can be met by the company
being surveyed, then the company is identified as
being certified to perform that particular function.
Examples of special skills or processes which may
be subject to capability audits or surveys include:
the application of special finishes on metals, the
heat treatment of metals, the manufacturing of
state -of- the -art materials or processes, and unique
or restricted operations which are not generally
known or performed by industry as a whole.
Conformance Audits
In contrast to the capability audit, the conformance audit is a measure of how well a company
is performing or meeting existing requirements during the course of building or processing a product.2
It is a measure of how well management is performing in relation to the contract requirements. In the
purest sense this audit attempts to show conformance or non - conformance. There is little room or
need for judgment during the course of the audit.
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This research was conducted entirely in the aerospace industry.
The management techniques are necessarily somewhat different
than those used in other commercial sectors of our e conomy.
2 This is probably the most used audit in the aerospace industry
today. Quality control inspections are based on this approach where
large cost items are governed by very exact requirements and
specifications on one hand, and a go or 11no-go" basis for
meeting the requirements on the othe r hand.
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"The concept
of reliability
can also be
applied to the
furnishing of
services . . . "

This approach is not limited to products and materials, but includes documentation and software as
well if they are a part of the contract.

the design or specification. In the control of quality,
however, there are many in- process operations which
cannot be inspected. The audit can, therefore, be
a very useful tool in assuring that quality products
Product Assurance Audit
are built, because quality results from the actions
Product assurance is defined as a coordinated .of people and the audit is a measure of the perprogram and is planned and implemented in a formance of people as well as the product.
manner which verifies that the product system
material conforms to established requirements as RELIABILITY
a realistic cost. The working elements of this system
Reliability is the probability that material will
are quality assurance, reliability, and maintainabil- perform its intended function for the period reity. Exhibit 1 shows these working elements and quired under specified environments. This techtheir measurement considerations, and the role they nique, or more accurately, this group of related
play in the product assurance program. Each must management and engineering techniques, promotes
be defined to show the function which it is in- the identification and correction of failure risks so
tended to perform:
that a system or a product functions without failure
for a specified time period and operates within
QUALITY ASSURANCE
established performance limits.
Quality assurance is a planned and systematic
Reliability is not limited to physical products,
pattern of all actions necessary to assure that the although today nearly all literature concentrates on
product conforms to drawings and specifications its engineering and manufacturing aspects. The
and is of good workmanship. This discipline in its concept of reliability can also be applied to the
most rigid form assures that the product looks like furnishing of services, which makes the techniques
of reliability analysis important both to managers
of service businesses and to public administrators.
Exhibit 1
The audit which includes a reliability analysis is
PRODUCT ASSURANCE AND SYSTEMS AUDIT CONSIDERATIONS
one of the most effective audit techniques used
today to provide some measure of performance in a
complex
system. It operates throughout the entire
Sensory mechanism
system and is not solely concerned with conformance of individual pieces or parts of the system as
Product assurance
is the capability or conformance audit. This can be
audits
seen when viewing Exhibit 1 with all its complexity
and interrelationships.
Sensory mechanism

MAINTAINABILITY
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r
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PA system
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The concept of maintainability is technically
defined as the average (mean) time between repairs, and analysis deals with the degree to which
equipment can be kept in, or restored to, serviceable condition. It is expressed as the probability
that a device will be restored to operational effectiveness within a given period of time when the
maintenance action is performed in accordance
with prescribed procedures and resources.
Maintainability, like reliability, is determined by
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Suppliers,
Field?

Previous details,
Next assembly,
Hardware system,
Management system?

Individual problem,
Systems problem,
Significant problem,
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Physical scope

The system

Problem solution at:
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I

PA assessment

Report to:

Detail level,
Management level

PA level,
Management level,
Customer level

Problem solution

Reports

Follow-up

the designer. The design goal should be to promote
cost - effective product availability. Thus, reliability
(reducing the frequency of failure) and maintainability (reducing the effect of failure) must be
balanced by the designer to establish an optimum
(least -cost) combination.
With this in mind it can be seen that the measurements of the effectiveness of the maintainability requirements are somewhat limited to those
factors which influence or affect the design. However, changes are constantly made to the design
and must be constantly monitored for their effect
on maintainability.
The product assurance audit acts as a deterrent
force in this case simply because it exists. Without
a product assurance audit, people are prone to
become complacent in any operation once it becomes routine.
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VALUE ENGINEERING

This technique, also known as value analysis, is
an important part of the systems audit. It is a
step -by -step method for improving product value,
that is, the ratio of its functional worth to its
production cost. The method consists of quantitatively comparing the elements of product worth
with their corresponding elements of product cost,
and then selecting least -cost alternative means of
accomplishing the required function.
Although value engineering requires some technical skills for determining the function and for
judging substitutions in product elements, it is
basically a management technique for ensuring
orderly evaluation of alternatives. It is important to
understand that value engineering involves no
reduction in product quality. It does not mean
reducing cost by reducing value or cheapening the
product in the customary sense of these words.
THE DETERRENT FORCE

Even with the advantages that the systems audit
has it must be remembered that today, as with any
type of audit, perhaps its greatest asset is the deterrent effect which it has on people who know that
they are subject to audit. The audit discipline pro vides—to a greater or lesser extent, depending on
the type of audit —the same deterrent force that the
local policeman has by standing on the corner. He
may not make an arrest for a week, a month, or
longer, but no one really knows how many crimes
would have been committed had he not been
standing on the corner.
This deterrent effect cannot be measured because the responses to the audit system, in this
respect, are purely psychological. Management has
recognized that the effect is good and governmental
agencies have demanded that the audit discipline be
contained in their programs.3
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If the systems audit is conducted properly by well
trained and qualified auditors, it is capable of
providing concrete examples of cost effective improvements and of detecting problems which are
easily identified as being costly. When this happens
the audit becomes much more than a deterrent
force and its value can be measured in other terms
also, such as quality, reliability, and maintainability
of the product.

"...the

Psychological Factors
In order to maintain a professional atmosphere,
the individual affected by the audit should be given
adequate notice before he is audited. This paves
the way for a good working relationship and allows
the individual to properly prepare for the audit.
The psychological stage for the entire audit's effectiveness is set with the first communication. This is
why the advance notice is such a critical part of the
psychology involved in the audit process. A simple
little thing like an advance notice can "make" or
"break" the proper relationship between the auditor
and the individual being audited.
Another reason for advance notice is to assure
both the auditor and management that the proper
personnel are available to work with the audit team.
With the proper personnel assigned, much useful
information may be exchanged during the course
of the audit. Also, higher levels of management
benefit from this information and will grasp a fuller
appreciation for the value of the audit if this
exchange is made firsthand.
If proper notice is given, it also represents a
competent approach. It is not necessary to surprise
people. The audit provides a greater measure of
true effectiveness if routine problems have been
corrected and it gives the subject of the audit an
opportunity to show his best side. This also becomes a very effective appeal to his ego.
It is extremely important that the auditor be
competent so that he may gain the respect of the
subject, which is necessary to properly communicate that information necessary to perform an
effective audit. Allowing the subject to prepare for
the audit is one way to assure that the subject will
be psychologically prepared to cooperate once the
audit is in process.

notice before

individual
affected by the
audit should
be given
adequate
he is audited."

will

Systems Audit
Exhibit 1 also shows the entire system which
must be controlled by management through the use
of a systems audit technique. The performance of
people and the management of people are evaluated
as well as all the interrelationships.
In a system where three distinct disciplines are
the working elements there are necessarily many
interrelationships and overlapping of both management and work efforts. Too much overlap is costly,
too little may result in system weakness. Part of the
systems audit is to establish a proper balance of
these interrelationships. The audit is a sensory
mechanism which measures the amount of duplication, divergence, or lack of these interrelationships.
A management system with more than one working element may be managed as a single unit under
a single manager or it may be broken down with
several managers each responsible for his own
particular elements. In either case, we must remember that they are primarily managing people who
have specific functions to perform such as quality
control, reliability or maintainability.

The Pre -Audit Meeting
All parties involved in the audit are invited to a
meeting prior to conducting the actual audit. The
meeting serves a great psychological purpose in that
each person being audited is given an opportunity
to aid in developing the audit plan. By doing so he
becomes a part of the audit team rather than
merely a subject of the audit. He helps the auditor
in a constructive manner to concentrate in those
areas which can benefit most from an objective
appraisal. Many times he is aware of problem areas
which he has been unsuccessful in eliminating because of a lack of support from his own managei The other commercial sectors of the economy have not yet
fully realized the value of the audit simply because it is difficult
to justify in terms of dollars.
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"The
management
audit process
is a very
subjective
one."

ment. He can now gain support for his position, if
justified, by using the audit to his advantage.
This meeting also establishes an excellent line of
objective communications with the auditor during
the course of the audit. When properly established,
this line of communication is the key to providing
adequate corrective action to problems which are
noted during the audit. The subject of the audit is
much more willing to act if he feels that he had a
part in finding and solving the problems.
Another consideration of the pre -audit meeting
is that it helps the auditor to become familiar with
the structure of the management system. A large
part of the audit includes a review of the controls
which were instituted by management to assure that
the product is a good product and meets all the
requirements of its design and specifications. Since
these controls are instituted by management in a
prescribed manner, the auditor must ascertain
whether a detected problem is a management control weakness or a simple violation of its own prescribed management control system. In order to
make this decision he must know the system.

Auditing the Subcontractor
At this point we must remember that a subcontractor will usually expect an audit. He will be
apprehensive because his sales depend on the purchase of his product. He will be defensive because
the auditor may question his integrity as a producer
and manager. This is a point of delicate balance
and the auditor will many times determine which
way things go at the initial interview. The subcontractor's management will attend this meeting
and their purpose will be to "feel -out" the auditor
to determine his capabilities and attitude which will
reflect his ability to perform his audit function in a
competent manner.
The true measure of effectiveness of the subcontractor can be made only if the first interview
establishes a relationship of mutual respect and
opens up the lines of communication necessary to
snake this measurement. The subcontractor must be
made receptive to the audit and helped to view it
as objective criticism which will aid him in his
production efforts. He must be made to feel that
the audit is for his benefit or the auditor will have
little success in gaining access to areas and information which he needs to make a realistic assessment
of the subcontractor's effectiveness.
After the initial interview the auditor should
request a quick tour of the facility which is being
audited. An alert auditor will make mental notes
during the facility tour. Many times conditions will
be observed which are leads to areas or conditions
which are suspect. Overall effectiveness generally
has observable phenomena. Such things as the relationship between management and employees, environmental conditions, cleanliness, safety precautions, certain in- process operations, and other visible
conditions provide a "feel" for how effectively
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management is controlling the entire operation.
These conditions are a reflection of attitudes and
are the most revealing indicators of the true conditions which will be found.
The prior notification of the coming audit, the
initial interview, and the working relationship during the audit are all critical areas of the psychology
which affects communication. The auditor must
maintain a fine balance between being firm and
being helpful, if a true measure of effectiveness is
to be obtained. He must be firm enough to make
the subject aware of the seriousness of management
weaknesses. Yet he must be professional enough to
make the subcontractor realize that much benefit
can be gained by being receptive to any criticism.

Recommendations and Reports
When the audit has been completed it is essential that the results of the audit be discussed with
management. This is the time when misunderstandings are resolved, solutions to problems are
agreed upon, and positive action is assured to correct weaknesses in the management system. It is at
this point that a measure of effectiveness is clearly
understood by both parties and each will be the
only ones who know just how effective the audit
has been.
Recommendations are made where suggested improvements can aid in overcoming problem areas or
control weaknesses. If outright violations are observed they must be corrected immediately.
The formal audit report should be a two -part
report: one part which reports on conditions of the
support efforts and the other part which addresses
the subject. This limited distribution assures a
professional relationship in both areas. Weaknesses
of the support effort should not necessarily be
revealed to the subject. Discretion should be used
in the distribution of both parts of the report.

Conclusion
The management audit process is a very subjective one. There are no quantitative values that can
be applied in realistic and meaningful terms. This
is recognized throughout industry today. However,
one of the most meaningful measures is perhaps
the mutual understanding between the auditor and
the subject at the conclusion of an audit. If the
subject has been receptive to the audit and takes
positive action to correct weaknesses, then the audit
has successfully met its intent; and by his admission, the subject has recognized its effectiveness as
a measure of management control.
The real measure of effectiveness, however, is the
auditor himself. He must be as objective as possible,
unbiased, and above all qualified in many disciplines
and in management science, either through experience or academic pursuits. The ideal combination is a mixture of both. He must be trained to
think in terms of a system rather than its individual
parts. He must be tenacious and diplomatic.
❑
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PROCESS COSTING VIA
REACTION ACCOUNTING
A multiple- output manufacturing process, in which
the costs charged to each output depend on the
"generally accepted accounting principle" applied,
is analogous to a chemical reaction, in which
the outputs depend also on the conditions of reaction.

By Edward S. Schwan
The concepts and techniques of process costing are
in many ways analogous to certain characteristics
of chemical reactions. If process costing were, therefore, considered in ternis of a reaction process, it
might be more clearly understood. The purpose of
this article is to describe process costing concepts
and techniques as a reaction process, a methodology
that may be referred to as "reaction accounting."
However, it is not necessary for the accountant to
be an accomplished chemist in order to understand
reaction accounting. He must merely comprehend
the implications of three types of basic chemical
reactions.'
Chemical Reactions
The first type of chemical reaction is a simple
reaction between two or more inputs to produce one
output. For instance, sodium can be reacted with
chlorine to produce one output, sodium chloride
(common salt) . The chemist represents this reaction symbolically as:
2 Na + CIZ -

- - )

outputs. Sometimes the amounts of the outputs
are uniquely determined by the amounts of inputs.
For instance, methane (CH 4 ) when mixed with
chlorine (Cl) produces methyl chloride (CH 3CI )
and hydrochloric acid (HCI). This reaction is described by the following chemical equation:
CH, + Cl 2

—

)

CH,C1 + HCl

This reaction is analogous to certain manufacturing
processes generating multiple products in which
complications such as by- products, ending work -inprocess and spoilage are absent.
In the third type of reaction, the relative amounts
of the outputs are not only determined by the
amounts of inputs but they also depend on the
conditions under which the reaction takes place.
For example, the reaction of ethyl chloride (CH, —
CH,CI) with sodium hydroxide or lye (NaOH)
produces ethylene (CH, = CH,) and ethyl alcohol
(CH, — CH,OH), plus by- products of sodium
chloride and water. The chemical equation for this
process is:
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2NaCl
CH, — CH Z CI + NaOH

in which Na is the symbol for sodium, Cl is the
symbol for chlorine and NaCl is the symbol for
sodium chloride. An important characteristic of
this type of reaction is that the amount of output
is uniquely determined by the amounts of inputs.
For every two molecules of sodium and one molecule of chlorine, exactly two molecules of sodium
chloride can be generated (assuming 100 percent
efficiency). This characteristic is analogous to a
manufacturing process in which the outputs are
limited to one type of completed product.
In the second type of chemical reaction, two or
more inputs are combined to generate multiple
MANAGEMENT ACCOUNTING /SEPTEMBER 1974

OF

% lye
CH 3 = CH, + CH, — CH Z OH + NaCI + H2 O
The coefficients, which indicate the relative amounts
of each chemical, are omitted because the relative
amounts of each output depend on, among other
things, the temperature at which the reaction takes
place and the concentration of the lye. Higher
temperatures and higher concentrations of lye proThe author expresses his thanks to Professor Philip Hall of
Virginia Polytechnic Institute for suggesting appropriate chemical
reactions to use as examples.
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"...

lust as (in)
a chemical

equation . . .
the accounting
equation must
must be
balanced in
terms of some
denominator. . ."

duce relatively greater quantities of ethylene, whereas lower temperatures and lower concentrations of
lye favor the production of ethyl alcohol.
Under given conditions, the chemist is able to
"balance" the equation, i.e., he can determine the
coefficients for the inputs and the outputs if he
knows the reaction temperature and the concentration of lye. This chemical reaction, in which the
outputs depend also on the conditions of reaction,
is analogous to a multiple- output manufacturing
process in which the costs charged to each output
depend on the "generally accepted accounting principle" applied.
Accounting Reactions
The starting point for consideration is the observation that the inputs of a manufacturing process
are converted into outputs. In chemical symbolism,
this observation would be expressed as:
Inputs — ) Outputs
Also, just as a chemical equation must be "balanced" in terms of a common denominator (such
as molecules) , the accounting equation must be
balanced in terms of some denominator (such as
dollars) .2 Hence, the process is more clearly described in accounting terms as:

Since there is only one output, all of the input costs
are charged to the product A. The average cost of
one unit of product A is equal to the sum of the
input costs divided by the number of units completed. Example 1 describes this situation.
Example 1
Suppose 1,000 units of product A are started in a
given month. Raw materials consumed cost $350,
direct labor costs are $400 and overhead rates are
50 percent of direct labor costs. What are the appropriate journal entries and the average cost of
product A if (1) all units are completed and (2)
95 percent are completed and five percent are
spoiled?
Solution:
$DM + $DL + $OH —) $A
$350 + $400 + $200 — ) $950
The journal entry is the same for (1) and (2) :
Dr. Product A
Cr. Raw materials
Cr. Direct labor
Cr. Overhead control

$950
$350
$400
$200

The average cost of product A is:

$ In put ) $ Out put
This simple equation illustrates that the fundamental reason for process costing is to determine the
flows of cost dollars from inputs into outputs. The
end product of process costing by reaction accounting methods is a journal entry in which each output
on the right -hand side of the reaction equation is
debited and each input on the left -hand side of the
reaction is credited.
The reaction equation is also illustrative of the
consequence of the accounting postulate called "cost
attach" which assumes that production costs do not
expire but rather are transformed or "attach" themselves to outputS.g As a result, in reaction accounting
all input cost dollars are charged to some sort of
output, output being defined to include both good
product and losses.
The Single Output Process
Turning now to more specific cases, consider first
a manufacturing process in which all production
efforts are directed toward making a solitary output,
product A. If all of the units of product A started in
a given period are completed (i.e., no beginning nor
ending work -in- process), and if there are no abnormal losses, the situation can be represented as a
simple balanced equation:
$DM + $DL + $OH — ) $A
where
DM = Direct materials
DL = Direct labor
OH = Overhead
46

(1) $950 =1,000 units = $ .95 /unit
(2) $ 9 5 0 = 950 units = $1.00 /unit
If the assumption of no beginning work -in- process
is relaxed, i.e., some of product A had been started
in the previous period but had not been completed
at the end of that period, the situation can be
represented as:
$BWIP + $COP —

o $A

where
$BWIP = The beginning work -in- process
$COP = The cost of production
The cost of production is the sum of direct material, direct labor and overhead costs that were
added during the current period. Again, all of the
input costs are charged to product A and the average cost of a unit of product A is equal to the sum
of the input costs divided by the number of good
units produced. In other words, the reaction equation shows that beginning work -in- process can be
treated as another input, no different conceptually
than raw materials, direct labor and overhead.
The Multiple Output Process
For the same process, it might also happen that
some of the units of product A are not completed
' The accountant is at times also interested in other measures
such as physical units and exit prices. Reaction equations in terms
of any common denominator may be properly written.
a See W. A. Paton and A. C Littleton An Introduction to
Corporate
Accounting
Chicago, III.,
1940, pp.
Standards,
13 -14. American Accounting Association,
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at the end of the current period. This situation can
be represented as:
$BWIP + $COP —) $E WIP + $A
where
EWIP = The ending work -in- process
Accounting for this process is more difficult than
accounting for the single output process because an
appropriate basis for charging common input costs
to multiple outputs must be selected. The usual
basis used by accountants is the "equivalent unit."
An equivalent unit is a fully completed unit or an
equal amount of incompleted units; e.g., four units
of work -in- process which are one - fourth completed
are "equivalent" to one completed unit.* The reaction equation in terms of equivalent units is:
EU (BWIP) + EUP- -+E U(E WIP) + E U (A)
where
EU () = The equivalent units for each inventory
item
EUP = The "equivalent units of production" for
the period.
Note that "equivalent units of production" is an
input item, not an output. The ease of calculating
equivalent units by reaction accounting techniques
is demonstrated in the following example. In the
example, inputs are added to the process at different
times, as is often the case in a manufacturing
process; hence, a different equivalent unit of production (EUP) is determined for each type of input.

After the equivalent units have been determined,
the next problem is to determine the cost rates to
apply to each equivalent unit of output in order to
charge input costs to outputs. The solution to this
problem is contingent on which generally accepted
"cost flow" is assumed. Thus, the costing process is
similar to the chemical reaction between ethyl
chloride and lye in which outputs are dependent on
the conditions of reaction. The similarity suggests
that a more descriptive reaction equation for the
manufacturing process is:

"The use of a
reaction
equation is
Particularly
useful in
describing the
allocation of

Cost
flow
$BWIP + $COP —+ $EWIP + $A

input costs
under various
cost flow

In this reaction equation the specific cost flow
assumption for the given situation would be identified above the arrow. The use of a reaction equation
is particularly useful in describing the allocation of
input costs under various cost flow assumptions. For
example, under first -in, first -out (FIFO) flow,input
costs are segregated according to time periods, i.e.,
as prior period costs and current period costs. If it is
assumed that all units of beginning work-in-process
(BWIP) are completed first, then ending work -inprocess (EWIP) would normally consist of a portion of the current period costs and product A's
costs would include both beginning work -in- process
costs ($BWIP) and some of the costs of production
( $COP) .R This allocation is graphically demonstrated by the following two reaction equations:
FIFO
$BWIP + $COP --) $EWIP + $A

Example 2
In a certain process, wood is converted into a toy
and placed in a box. The wood is added at the
beginning of the process, the box at the end of the
process and labor is employed evenly throughout the
process. Overhead is charged on the basis of labor
dollars. At the beginning of the period, 100 toys
were 30 percent completed. By the end of the
period, 900 toys had been finished and 200 toys
were 60 percent converted. Calculate the equivalent
units of production for each type of input.
Solution:
EU (BWIP) + EUP —► EU (EWIP) + EU
Wood input
(1X100) + E UP —) (1 X20 0) + 900
100
+ E U P — o 200
+ 900
EUP =
1,000 units of wood
Boxes input
0
+ EUP
EUP =

0
+900
900 units of boxes

Conversion (labor and overhead) :
(.30x100)+ EUP — (.60x200) + 900
30
+ EUP
120
+ 900
EUP =
990 units of conversion
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assumptions."

and
FIFO
EU(BWIP) + EUP —) EU(EWIP) + EU(A)
The average cost of the current period's production is simply $COP divided by EUP. This average
cost is the "last -in rate" which, under FIFO, is
applied to each equivalent unit of the "last -in
outputs," viz., all equivalent units of ending work -in
process EU(EWIP) and some equivalent units of
product A, EU (A) . The simple solution to the
problem is to calculate the costs of ending work -inprocess ($EWIP) by multiplying the equivalent
units of ending work -in- process EU(EWIP) by the
average current cost of production (COP), and
charge product A with all the remaining input costs.
On the other hand, under a weighted average,
(WA),, cost flow,it is assumed that all input ingredients are mixed together before applying costs
to outputs. Each equivalent unit of output is
charged with the same average cost. This situation
is described by the following reaction equations:
c Equivalent unit concepts are discussed in great detail in most
cost accounting textbooks. See Charles T. HornRren, Cost Ac.
counlix : A Maxagrrial Bm hasis, Prentice -Hall, Inc., Englewood
Cliffs
J., 1972, pp. 396 -610.
"EWIP consists of current period efforts in most situations. How.
ever, if no products or only a relatively few units are completed,
then EWIP would also contain costs of BWIP.
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"... the cost of

WA
$BWIP + $COP — $EWIP + $A

normal

1. FIFO cost =

and

spoilage is

first calculat ed
as if spoilage
we re a not he r

good
product . .

,' r

$BWIP

+ $COP

E U ( W IP ) +

EUP —

The average cost per
equivalent unit

The following example illustrates the use of the

2.

$81 + $990 _
990 — $1.05 /EU

WAcost = 30 +

$EWIP = 120 EU x $1.05
= $1 25
=
$81
+
$990
—
$126
= $9 45
$A

reaction equation under FIFO and weighted averThe costs of individual ingredients aggregated for
the following journal entries are shown parenthetically:

age.
Exa mp le 3
Referring to the toy product in Example 2, suppose beginning work -in- process consisted of $50 of
wood and $81 of conversion costs; and for the cur-

1. F IF O

rent period, $610 of wood, $135 of boxes and $990
of conversion costs were used. What are the journal

Dr. EWIP (122 + 0 + 120)
Dr. A ( 538 + 135 + 9 51 )

entries if (1) FIFO and (2) weighted average flows
are assumed?

Cr . BWIP (5 0 + 0 + 8 1 )
Cr. Wood
Cr. Boxes
Cr. Conversion costs

Solution:

$5 0 BWIP + $610 COP

$ E WIP + $ A

and
100 EU ( BWIP) + 1000 EUP
20 0 E U (E WIP ) + 900 EU (A)
1. FIFO cost

$ 242
$1,624
$131
$610
$135
$990

2. Weighted average

Wood input

= $610 _ $ 61 /EU
1000

$ E W I P = 200 EU x $.61 /EU = $122
$A
= $50 + $610 — $122 = $538
$50 + $610
2. WA cos t = 100 + 1000 —
_ $•60 /EU

$EWIP = 200 EU x $.60 /EU = $120
$A
= $50 + $610 — $120 = $540
Bo x e s i n p u t

$0 BWIP + $1 35 COP
and

$ E WIP + $ A

Obviously, all $135 will be charged to product A
under either method. The average cost per equivalent unit is $135/900 = $15.
Conversion costs
$81 BWIP + $99 0 COP
and

Dr . EWIP (1 2 0 + 0 + 1 26 )
Dr. A (540 + 135 + 945)
Cr. BWIP
Cr. Wood
Cr. Boxes
Cr. Conversion costs

$ 246
$1,620
$131
$610
$135
$990

Note that the credits made in the journal entries
are the same regardless of the cost flow assumption.
Accou n t i n g f or S p oi l a ge
Reaction equations can also describe more complicated situations in a clear manner. For instance,
when a process generates a "nor mal" amount of
spoilage, the process can be depicted as:

$BWIP + $COP

$EWIP + $A + $NS

wh e r e N S r e f e r s t o n o r m a l s p o i l a g e t o g o o d o u t p u t .

0 EU (BWIP) + 9 00 COP
0 EU (EWIP) + 900 EU (A)

$ E WIP + $ A

30 EU (BWIP) + 900 EUP
120 EU (EWIP) + 900 EU (A)
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$EWIP = 120EU x $1.00 /EU = $120
$A
= $81 + $990 — $120 = $951

WA
EU(WIP) + E UP —) EU(E WIP) + EU (A)
where

$990
_ $1.00 /EU
990

This charge might be handled in a given situation
by either one of two methods. Under the "explicit"
method, the cost of normal spoilage is first calculated
as if spoilage were another good product; i.e., in
determining cost rates to apply to outputs, the
equivalent units of production (E UP ) are augmented by the equivalent units of normal spoilage
EU (NS) and a cost is applied to the EU (NS) as
well as to other outputs. Then the costs charged
to the equivalent units of normal spoilage are reallocated to good product either by charging all the
costs of normal spoilage to the costs of product A or
by prorating the costs of normal spoilage between
the costs of product A and the costs of ending work in- process on the basis of equivalent units of product
A and the ending work -in- process units. Under the
"implicit" method, costs of normal spoilage are
automatically charged to product A and ending
MANAGEMENT ACCOUNTING /SEPTEMBER 1974

work -in- process on a prorated basis by simply ignoring the costs of normal spoilage and the equivalent
units of normal spoilage, i.e., by eliminating them
from the reaction equations.
If abnormal amounts of spoilage occur in a given
period, outputs representing abnormal spoilage
(AS) can be introduced into the reaction equations:
$BWI P + $ C OP $EWIP + $A + $NS + $AS
and
EU(BWIP) + EUP
EU(EWIP) + EU(A) + E U(NS) + EU(AS)
Conceptuallv, these equations suggest the propriety
of explicitly determining both the costs of abnormal
spoilage as well as normal spoilage, then reallocating the costs of normal spoilage to the costs of
ending work -in- process and the costs of product A,
and finally charging the cost of abnormal spoilage
to a loss account. As a practical matter, abnormal
spoilage is usually considered to be a non- recurring
event. When an abnormal loss is suffered, the accountant is likely to estimate the dollar amount of
loss and make a journal entry debiting a loss account and crediting cost of production accounts
(i.e., $COP) for the estimated amount at the
time the loss occurs. Thus, the costs of abnormal

remaining, unallocated production costs are charged
to the "main" products on the basis of equivalent
units. It can be seen from the last set of equations
that application of an arbitrarily iow cost rate to
a by- product results in relatively high cost rates for
the other products, and vice versa, because the
cost rate applied to one type of output affects
the cost rates of other outputs.

"Processes
involving
joint - products
and
by- products

Example 4

can also be

In a certain process, a total of $104,000 of
production costs were consumed during January.
The output of the process was 40,000 A's, 58,000
B's and 5,000 C's. Of this total, quality control
inspectors rejected 2,000 A's, 1,000 B's and no C's.
In addition, two ingredients were erroneously mixed
together on one day, resulting in an abnormal loss
of $8,000. Normal spoilage is treated implicitly.
Prepare journal entries to record the allocation of
production costs if (1) all products are treated as
joint products and (2) product C is arbitrarily
priced at $.20 /unit.

well decribed
by reaction
equations."

Solution (1) :
$ 1 0 4 , 0 0 0 CO P -

$A +$B +$C +$0 NS +$8,000 AS
and

spoila ge ha ve alrea dy b e e n a c c o u n t e d for by th e

end of the period and do not affect the allocation
of "net" input costs to good outputs.

EUP 38,000 EU(A) + 57,000 EU(B) + 5,0 00 E U(C)

Accounting for Joint- Products and By- Products

EUP = 100,000 units

Processes involving joint - products and by -products can also be well described by reaction equations. Th e following equation describes a process
in which three joint products (A, B and C) are
made simultaneously:
$ B W IP + $ C O P $ E WIP + $ A + $ B + $ C
and
E U ( B W IP ) + E U P E U ( E W IP ) + E U( A) + E U ( B ) + E U ( C )
If all outputs are to be treated equally, the problem in costing the outputs is to determine the
equivalent units of each output and then prorate
the input costs according to relative equivalent
units. If there is no ending work -in- process, the
cost charged to each output is uniquely determined.
If there is an ending work -in- process, the cost
charged to each output depends on the cost flow
assumed.
If one of the joint - products, say product C, is
considered by management to be a by- product,
the reaction equations are still the same as for
joint - products. However, the costing treatment is
different. The usual practice is to first allocate production costs to the by- product on an appropriate
basis, such as unit market value, estimated value,
or perhaps at some arbitrary rate per unit; then the
MANAGEMENT ACCOUNTING /SEPTEMBER 1974

Average cost - $104,000 - $8,000 = $ 96 /unit
100,000 units
Allocations:
A = 38,000 X $.96 = $36,480
B = 57,000 X $.96 = $54,720
C = 5,000 X $.96 = $ 4,800
Dr. Product A
Dr. Product B
Dr. Product C
Dr. Loss account
Cr. Production costs

$36,480
$54,720
$ 4,800
$ 8,000
$104,000

Solution (2) :
$ 1 0 4 , 0 0 0 CO P $A + $B + $1,000 C + $0 NS + $8,000 AS
and
EUP

38,000 EU(A) + 47,000 EU(B)

EUP = 95,000 units
Average cost = $104,000 - $1,000 - $8,000
95,000 units
Average cost = $1.00 /unit
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"The teaching
of reaction
accounting can
promote a
lasting
understanding
of process
costing . . . "

Allocations:
A = 38,000 x $1.00 = $38,000
B = 57,000 x $1.00 = $57,000
Dr. Product A
Dr. Product B
Dr. Product C
Dr. Loss account
Cr. Production costs

$38,000
$57,000
$ 1,000
$ 8,000
$104,000

Standard Costs
Reaction equations can also illustrate the consequences of using standard costs. The process is
represented as:
$COP —) $A + $B + ... + $Z + variances
Variances are the input costs which are unapplied
or over - applied to outputs. Again the higher the
standard cost rates, the less the positive, unfavorable variances will be (or the greater the negative,
favorable variances will be) , and vice versa.
Summary and Conclusion
Reaction accounting is quite useful in costing
processes which generate multiple outputs. The
work involved breaks down into definable steps:
Describe the inputs and outputs in terms of a
reaction equation;
Determine the equivalent units of current pro-

LETTERS
Continued from page 8
another perhaps too common mistake of project teams or individuals working as "stand alone" teams. Such an approach
can almost always assure the failure of the desired project.
The "user involvement" team approach used in his article
to develop a financial information system is valuable in many
projects other than financial systems, especially if the approach
is formalized and communicated company -wide. The Treasurer's
area of our company has just completed a Standard Project
Methodology which incorporates many of the ideas expressed by
Mr. Shultz, including the organizational structure of the project
teams. This methodology is being issued and recommended for
use by all areas of our company.
Though our experience is limited so far, the advantages cited
by Mr. Schultz are already obvious and use of such a methodology can certainly enhance the chances of successful projects for
any company.
Don R. Frisinger
Accounting Consultant
The Upjohn Company
Kalamazoo, Mich.
Two Items Deserve Mention
Dr. Orville R. Keister's article, "Internal Control for

50

duction and the equivalent units for each inventoried item, including spoiled units if appropriate;
3. Calculate average costs per equivalent unit based
on the assumed cost flow and any other discretionary decision (e.g., the treatment of byproducts);
4. Apply appropriate cost rates to each equivalent
unit of output; and
5. Prepare the journal entries.
The benefits of describing a costing process as a
reaction process are several. First of all, the purpose
of process costing is clearly illustrated: a journal
entry can be recorded to charge input costs to
outputs by debiting items on the right -hand side
of the reaction equation and crediting items on the
left -hand side. In addition, the reaction equation
indicates, and might help to assure, that all production costs are charged to some output or loss
account. The reaction equation is also useful in
visually demonstrating how equivalent units are
calculated and how average costs are determined,
given assumptions related to cost flow, treatment of
spoilage and treatment of by- products.
The teaching of reaction accounting can promote
a lasting understanding of process costing for the
student and for the practicing accountant. It can
also provide a medium for explaining process costing to a salesman, scientist, engineer or other non accountants.

Churches," in the January 1974 issue was an excellent one.
I believe he was correct in focusing upon control of cash receipts as that area requiring most attention in achieving good
internal control.
In the area of cash disbursements, however, I believe two
items deserve mention. The first is budgetary control, where the
church congregation approves a budget for each year in advance.
This facilitates the understanding by the congregation of those
expenses which will be incurred and enables bills in budgeted
areas to be paid promptly without a specific approval by a
board of the church.
The second area is dual signing of checks where the church
treasurer and another officer, neither of whom is involved in
receipt collection and depositing, must both sign disbursement
checks. This assures that checks which are issued will be either
items approved in the budget or items specifically approved by
a designated board of the church.
As Dr. Keister points out, the reliance of churches upon
voluntary help often means that manuals and other guides do
not receive proper attention. It also means, I believe, that the
duties of each volunteer must be rather limited and the division
of duties which this promotes can be most helpful for internal
control.
Gordon D. Barnes, Manager
Cost Accounting Mill & Allied Products
Aluminum Company of America
Pittsburgh, Penn.
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Books

FOR THE MANAGEMENT ACCOUNTANT

ANNUAL STATEMENT STUDIES
1973 Edition
Robert Morris Associates, Philadelphia National Bank Bldg.,
Philadelphia, Pa. 19107, 1973, 222 pp., paperbound, $10.00,
RMA Members: $5.00.
Contains composite balance sheets, income statements and
ratios on 294 different lines of business, five more than last
year. The 11 broad ratios are presented as medians and quartiles.
FINANCIAL DECISION MAKING

Cambridge Research Institute
Dow Jones - Irwin, Inc., 1818 Ridge Rd., Homewood, I11. 60430,
1973, 206 pp., clothbound, $17.95.
This book provides essential background material on the exact nature and possible variations of VAT and on the character
and effect of the existing VATS in Europe. This background
material is used to analyze the likely impact of a VAT (versus
various revenue alternatives), first on the country as a whole
and then on particular industries and companies.
MODERN INTERNAL AUDITING
An Operational Approach, Third Edition
Victor Z. Brink, James A. Cashin and Herbert Witt
The Ronald Press Co., 79 Madison Ave., New York, N. Y.
10016, 1973, 795 pp., clothbound, $17.50.

cluded.

R. L. Johnson
Goodyear Publishing Co. Inc., 15115 Sunset Blvd., Pacific
Palisades, Calif. 90272, 1973, 384 pp., clothbound, $12.95.
A basic textbook that reviews the fundamental tools of analysis,
interrelates profit, cash flow, forecasting, financing of assets and
the principles of valuation. It also deals with the management
of assets and the capital markets. Problems and tables are in-

WHAT YOU SHOULD KNOW ABOUT THE VALUE
ADDED TAX

FINANCIAL MANAGEMENT HANDBOOK
for Associations
Joseph K. Barry and Charles Mundt
Chamber of Commerce of the United States, 1615 H St. N. W.,
Washington, D.C. 20006, 1973, 95 pp., paperbound, $5.00.
This handbook provides a helpful reference guide, especially to
help smaller associations fulfill the need for clearly defined
responsibilities and authority, internal control, budgets, accurate
financial reports, cost controls, and the other fundamentals of
financial management.
DISCOUNTED CASH FLOW
Second Edition
M. G. Wright
McGraw -Hill Book Co., 1221 Avenue of the Americas, New
York, N. Y. 10020, 1973, 167 pp., clothbound, $10.00.
This six -year update takes account of the 1973 depreciation allowances and corporation tax changes as well as the implications
of the value -added tax. Considered also are sensitivity and risk
analysis in decision- making, leasing versus buying and special
problems of inflation and the cost of capital.

This edition treats the operational activities of the internal
auditor as the major area of interest. The financial area, however, is basic and used to open the door to the broader operational potentials.
DUTIES AND LIABILITIES OF THE CPA
Denzil Y. Causey, Jr.
Bureau of Business Research, The University of Texas at Austin,
Austin, Texas 78712, 1973, 271 pp., paperbound, $4.00.
The first objective of this book is to provide for the accountant,
lawyer, and student a current and comprehensive statement as
to emerging patterns of civil and criminal liabilities of public
accountants along with a discussion of relevant auditing standards and procedures.
READINGS IN AUDITING
Third Edition
J. Herman Brasseaux and John D. Edwards
South - Western Publishing Co., 5101 Madison Rd., Cincinnati,
Ohio 45227, 1973, 504 pp., paperbound, $7.40.
These readings broaden the perspective of first year students
in auditing through the added insights and current exposure
which they provide.

THE FEDERAL INCOME TAX

MANAGEMENT:

Its Sources and Applications, Third Edition
Clarence F. McCarthy
Prentice -Hall, Inc., Englewood Cliffs, N. J. 07632, 1974, 775
pp., clothbound, $13.95.
This edition has been updated to include the Revenue Act of
1971,its supplement in May 1972 and important rulings and
court cases to mid-1973.Chapter 8 contains an explanation of
the new Class Life Asset Depreciation Range system and the
revitalized investment credit.

Tasks, Responsibilities, Practices
Peter F. Drucker
Harper & Row, Publishers, Inc., 10 E. 53 St., New York, N. Y.
10022, 1974, 839 pp., clothbound, $15.00.
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In the context of today's pluralistic society, the author reports
on the tasks and requirements of effective management. The
emphasis is on the accomplishments and results that are needed,
including all areas of concern that managers will have to deal
with.
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HOW TO CONTROL COSTS AND IMPROVE PROFITS
THROUGH THE EFFECTIVE MANAGEMENT OF
COMPUTER SOFTWARE
Warren J. Ridge and Leann E. Johnson
Dow Jones - Irwin, Inc., 1818 Ridge Rd., Homewood, Ill. 60430,
1973, 217 pp., clothbound, $11.95.
The authors provide guidelines to the use of value engineering
in reducing computer software costs. It is the result of two
years of intensive value engineering studies.

SECURITY, ACCURACY, AND PRIVACY IN
COMPUTER SYSTEMS
James Martin
Prentice -Hall, Inc., Englewood Cliffs, N. J. 07632, 1974, 626
pp., clothbound, $19.95.
The author has codified the best information available at the
present time in the fields of accuracy, security and privacy in
computer systems.

PERFORMANCE EVALUATION OF MULTIPROGRAMMED TIME SHARED COMPUTER SYSTEMS

SECURITY PROCEDURES FOR COMPUTER
SYSTEMS

Akira Sekino

Charles F. Hemphill Jr. and John M. Hemphill

National Technical Information Service, U. S. Department of
Commerce, 5285 Port Royal Rd., Springfield, Va. 22151, 1972,
280 pp., paperbound, $3.00.

Dow Jones- Irwin, Inc., 1818 Ridge Rd., Homewood, III. 60430,
1973, 251 pp., clothbound, $11.95.

A comprehensive set of hierarchically organized modular analytical models developed for the performance evaluation of multiprogrammed virtual memory time shared computer systems
using demand paging. It is specially concerned with the behavior, processor and total systems models.

This book is intended to give management an outline of all
security responsibilities. In addition it is written to provide
systems specialists, operations management, and members of
the security department an understanding of the interlocking
responsibilities of each other.

DIGITAL COMPUTER SYSTEM PRINCIPLES

THE IMPACT OF LARGE FIRMS ON THE U. S.
ECONOMY

Second Edition
Herbert Hellerman

J. Fred Weston and Stanley I. Ornstein, Editors

Like the first edition, the basic purpose of this book is to
provide college level treatment of the principles of digital computer systems.
DOCUMENTATION STANDARDS
Second Edition
Keith R. London
Petrocelli Books, 384 Fifth Ave., New York, N. Y. 10018, 1974,
253 pp., clothbound, $12.50.
Added to this edition are three new chapters, the first dealing
with the documentation of conditional, complex logic (flow
charts and decision tables), the second with the documentation
requirements of packaged software, and the third with automatic documentation aids. It provides a practical guide for the
design and implementation of a standard system of documentation for data processing.
COMPUTER SECURITY
Peter Hamilton
Auerbach Publishers, 121 N. Broad St., Philadelphia,Pa. 19107,
1973, 122 pp., clothbound, $9.95.
A pioneering effort in the field of computer security, it will alert
those concerned with computers to aspects of computer risk
which they may not be aware of and points up the large cost
of failure to anticipate any security breach. Chapter eight provides check -lists for the security of a company and its computer
complex.
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Lexington Books, 125 Spring St., Lexington, Mass. 02173,
1973, 416 pp., clothbound, $17.50.
This book provides a record of the results of research on the
subject carried out at Harvard, UCLA and Chicago as revealed
at a conference in 1971 sponsored by General Electric Company.

ECONOMICS
Ninth Edition
Paul A. Samuelson
McGraw -Hill Book Co., 1221 Avenue of the Americas, New
York, N. Y. 10020, 1973, 917 pp., clothbound, $11.50.
This text is written for a half -year or full -year course in economics. It
designed so it can be used both in the stiffest
honors courses for elite scholars as well as for freshmen. It is
included in the suggested reading list for our CMA examination.
is

McGraw -Hill Book Co., 1221 Avenue of the Americas, New
York, N. Y. 10020,1973, 466 pp., clothbound, $15.50.

AN INTRODUCTION TO FINANCIAL CONTROL
AND REPORTING IN MULTINATIONAL
ENTERPRISES
Studies in International Business No. 1
Russell M. Moore and George M. Scott, Editors
Bureau of Business, Graduate School of Business, The University
of Texas at Austin, Austin, Texas 78712, 1973, paperbound,
$1.00.
An introduction to international financial control and reporting.
Attention is directed to the nature and methods of operation of
multinational enterprises.
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Studentsinterested
inaccountingandfinancialmanagement onwhavean—
opportunity
the
theoryof theclassroom witha more practical applicationof learnedconcepts.
An NAA Student Membership is the source of this balance.
Membership is $10.00 yearly and includes 12 issues of
"Management Accounting," selected new research reports,
and the use of the Association's library and technical
inquiry facilities. Students can elect to affiliate with a local
chapter and participate in its activities. Exposure to chapter
educational programs and the free flow of ideas from

supplem ent the intercommunication the student
experiences with friends and faculty on the campus.

k nowled geable

card next to ins ide f ront c over.

men

and

wo m e n

co mp l emen t

and

The NAA member can help interest students in
membership. Make it a personal or chapter project.
For more information and applications, please use reply

MEMOREAL

EDUCAT� ON
FUND

Q

A contribution now to the Memorial
Education Fund is an investment in
the profession of Management Accounting.

It will be put to good use
exclusively for educational purposes.

Send check to NAA Memorial Education Fund, 919 Third Avenue, New York, N.Y. 10022.

IMA ANALYZES
1973 EXAMINATION
The Institute of Management Accounting publishes comparative
statistics on candidates taking first two CMA examinations;
also announces continuing education requirements.

Table 2
Success Rates on the 1972 and 1973 CMA Examination

By James Bulloch
Director, IMA
As the Institute of Management Accounting prepares for its
third examination this December, comparative figures on the
results of the 1973 examination for the Certificate in Management Accounting are now available.
Some 534 candidates sat for one or more parts of the examination, as compared to 410 in 1972. The data below suggest the program is achieving its principal purpose of attracting
industrial accountants —the group for which it was primarily
designed. More than 70 percent of those sitting for the examination last year were industrial accountants.
Profiles of the candidates in 1972 and 1973 CMA examinations are given below.

Table 1
Summary Profile of CMA Candidates
1972

1973

Number of candidates sitting for examination
Attempted all five parts
Attempted to complete all five parts
Average age
Average number of years elapsed since last
degree
Percentage of candidates offering:
Undergraduate Degrees
Advanced Degrees
Foreign Degrees
Other Credentials
Percentage of candidates:
Teaching
Practicing CPAs
Industrial Commercial Accountants
Students
Government and College Administrative
Accountants
Other

410
285
NA
37

534
216
143
34

8

8

47%
48%
2%
3%

47%
48%
2%
3%

Percent NAA Members

63%

54

NA
NA
NA
NA

10.0%
8.3%
72.0%
2.4%

NA
NA

4.9%
2.4%
51%

Percent Passing
Examination Part
Part 1 Economics and Business Finance
Part 2 Organization and Behavior,
Including Ethical Considerations
Part 3 Public Reporting Standards, Auditing
and Taxes
Part 4 Periodic Reporting for Internal and
External Purposes
Part 5 Decision Analysis, Including -Modeling and Information Systems
Weighted average for the entire examination
All five parts in one sitting
Completed examination in 1973 by taking
parts omitted in 1972 or failed in 1972
Number of candidates completing
examination
Number of certificates issued

1972

1973

56

49

51

42

40

39

56

51

44
50
21

37
44
17

—
45
Number
61
54

101
90

Again this year the official answers were prepared by professionals in the fields represented on the examination. All
possible answers were recognized in developing the official
solution. The scoring on each question was determined in accordance with the depth of knowledge expected on each examination part (a reduced level -of specialized knowledge on
parts 1, 2, and 3 and a high level of specialized knowledge on
parts 4 and 5) . The scoring keys were tested against a sample
of exam papers to ensure the candidates interpreted the questions in the same manner as the answer preparers.
The papers were graded by professionals in the several fields
in accordance with the official scoring schedules. A random
sample of papers was graded by a second grader to make sure
they were being graded correctly. In addition to this review, all
papers close to the required passing grade of 70 were reviewed
carefully to determine if they were passing papers. The quality
control review and the careful review of marginal papers assure
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the candidates their papers were graded fairly and carefully.
Both the 1972 and 1973 examinations are available in booklet
form at $1.50 each, prepaid, from the Institute of Management Accounting, City Center Building, Ann Arbor, Michigan
48108. The 1974 Certificate in Management Accounting examination will be given on December 4, 5, and 6 in 26 cities.

Applicants for the examination will be informed of time and
location of the examination in their area.
In another action, the Institute of Management Accounting
has approved continuing education requirements that Certificate holders must satisfy in order to maintain their Certificates.
The requirements are published below.
❑

Continuing Education Requirements and Rules
Members of the Institute who have passed all five parts of the
Certificate examination and Certificate holders are required to
maintain their proficiency in the field of management accounting. This includes knowledge of new concepts and techniques
as well as their application to efficient and effective functioning
of the management accountant. The objective is to maintain
the professional competence of the individual.
A broad range of subjects may be included in the programs
for which hours of credit will be given. Illustrative of the subjects which may qualify are: all aspects of accounting, business
applications of mathematics and statistics, computer science,
economics, finance, management, production, marketing, business law and behavioral science. Members are given the responsibility of determining that a program qualifies. However,
in case of doubt, the Institute will rule in advance on whether
a specific program or activity will qualify for hours of credit.
( When requiring such a ruling, the member should submit a
copy of the program or other data describing the activity.)
Credit for hours of study will be given for programs sponsored by the National Association of Accountants, its councils
and chapters, businesses, educational institutions, other professional accounting organizations, and trade associations. Programs may be regular college courses, seminars, workshops or
technical meetings under the direction of speakers, instructors
or discussion leaders. The method of instruction may include
lecture, discussion, case studies and teaching aids such as
training films and cassettes. Credit is also granted for home
study courses, speeches and publication of technical articles.
To qualify, a program must be well organized and directed
and satisfy the following conditions:
1. The topic must be appropriate to the professional development of the management accountant.
2. Each session must be at least 50 minutes in length.
3. The sessions should be directed by a qualified speaker,
instructor or discussion leader.
4. Participants should receive educational material such as
outlines, books, other reading materials and audio - visual aids.
(This is not necessary for a single session program which is
a technical speech.)
Specific rules for earning and measuring Continuing Education Credit:
A. Continuing education activity is to be reported annually
during July for the preceding twelve months. A reporting
form will be provided annually to those members of the
Institute who are subject to this requirement.
B. The requirement is 90 hours in each three -year period subsequent to passing the examination.
C. A fifty- minute period equals one hour of continuing education credit.
1. A three credit -hour university course meeting for fifteen
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weeks equals 45 hours of continuing education credit.
2. A non - credit university course meeting three hours per
week for 15 weeks equals 45 hours of continuing education credit.
3. A one -day program equals 8 hours of continuing education credit.
4. A fifty- minute technical program at a professional association meeting equals one hour of continuing education
credit.
5. No more than 8 hours of continuing education can be
earned in one day.
6. Reports of continuing education activity submitted each
year should be expressed in full hours. (Any fractional
hours in the total will be ignored.)
D. Service as a lecturer or teacher in a program may be counted
as continuing education credit.
1. The first time a course is offered, continuing education
hours granted will equal twice the number of hours of
participation in the course. (This does not apply to full term❑courses❑offered❑by❑universities❑or❑colleges❑—see❑item
3 below.)
2. Continuing education credit will not be granted for
subsequent offerings of the same course unless significant additional preparation is necessary. Credit for such
repeat offerings will be equal to the actual hours of
participation in the course and will be granted only
once each year for a given course.
3. For courses and seminars that are regular full -term
courses of colleges and universities:
a. Continuing education credit hours equal to the credit
hours of the course multiplied by the weeks in the
term will be granted for the development, preparation and teaching of courses not previously taught.
b. Credit will not be granted for subsequent offerings of
such courses.
E. Home study courses and correspondence courses will be
granted continuing education credit equal to the amount
recommended by the sponsoring organization (subject to
review by the Institute.)
F. Programs conducted by the employer of the individual
must provide for an instructor or course leader. There must
be formal instructional and training material. On- the -job
training does not qualify. Not more than 50 percent of the
required hours may be fulfilled by employer- conducted
programs.
G. Technical articles published and technical speeches when
first given are eligible for continuing education credit. The
Institute will assign specific credit hours upon receipt of
a copy of the article or speech.
❑
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Students scan some of the accounting career literature and college
admissions and accounting program information provided during
the Professional Accounting Week.

ACCOUNTING
WEEK IN DAYTON
By James M. Nisonger and Donald J. Trentman
What does it take to organize a professional accounting week designed to provide both orientation
sessions for students and career development programs for people already in the field of accounting?
In our experience, the answer is planning, hard
work and lots of cooperation with local educational
institutions and professional accounting organizations. Earlier this year Dayton Chapter initiated
such a program, and with the help of its sister
organizations, carried it out successfully.
Contacts were made initially with presidents or
local representatives of the Dayton Chapters of the
Ohio Society of CPAs, American Society of
Women Accountants, Financial Executives Institute, Federal Government Accountants Assn., Institute of Internal Auditors, Municipal Finance
Officers Assn., Sinclair Community College, University of Dayton and Wright State University.
Although there was initial hesitation on the part of
some, gradually enthusiasm replaced doubts and
James M. Nisonger, president of Dayton Chapter,
is supervisor, general accounting, Dayton Power
and Light Co. Donald jf. Trentman, vice president
of Dayton Chapter, is manager, Ernst & Ernst.
They were co- chairmen of Professional Accounting
Week.
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the project began to come together.
To interest high schools in encouraging juniors
and seniors to attend afternoon accounting career
sessions, a package of literature was sent to about
60 schools in the area. The package consisted of a
letter describing the project, articles to be placed
in the newspapers and notices for the bulletin
boards. In addition, supporting organizations were
asked to designate one member for each school to
contact the school counselors shortly after the
package of literature had been mailed. Materials
were also mailed to colleges and universities in the
area but the response was not as great.
Local firms and the sponsoring organizations
provided two $500 scholarships, pen and pencil
sets, briefcases and hand calculators as special
incentives to encourage student attendance. Mayor
James H. McGee of Dayton officially kicked off
the program by proclaiming a week in March as
Professional Accounting Week.
Rather than setting up exhibits at the Convention Center where the program was held, it was
arranged for the students to tour the data processing
facilities of two local companies. Booths were set
up for each of the professional accounting organizations sponsoring the program, and for half a dozen
colleges, the Federal Bureau of Investigation and
for the Internal Revenue Service to provide accounting career literature, college admissions and
MANAGEMENT ACCOUNTING /SEPTEMBER 1974

At joint meeting of the Dayton chapters of American Society of
Women Accountants and NAA, Haldon G. Robinson, partner,
Haskins & Sells, talks about accounting disclosures.
business program information and professional accounting organization information.
More than 550 students from 35 high schools
and three colleges attended the accounting career
sessions held on Monday, Tuesday and Wednesday.
A number of counselors and instructors also attended and a few students were accompanied by
their parents.
Some of the program highlights included discussions with professional accountants from the City
of Dayton, Federal Bureau of Investigation, Internal Revenue Service, Price Brothers Co., and the
Standard Register Co. As part of the program, students were taken on tours of Coopers and Lybrand
and Ernst & Ernst, and watched films about careers Students head for the Dayton offices of
in public accounting.
Coopers & Lybrand and Ernst & Ernst to
Interested students also were invited to attend learn more about public accounting.
the dinner meetings held on the first three evenings
of the week for the professional accountants. The
planners had persuaded sponsoring organizations
to reschedule their March meeting nights to coincide with Accountants' Week.
As a result, on Monday night a joint meeting of
the Dayton Chapters of the Ohio Society of CPAs
and the Institute of Internal Auditors heard an
address by Robert E. Bixt, executive director,
Minnesota Board of Investment, on "The Need for
Shorter and Briefer Reporting." On Tuesday the
Dayton Chapters of NAA and the American Society
of Women Accountants heard Haldon G. Robinson, partner, Haskins & Sells, discuss "New Disclosures Proposed by the SEC." The Dayton At one of the afternoon career sessions,
Chapter of the Federal Government Accountants John L. Crawford of the Standard Register
Assn. met on Wednesday and heard Dr. Dorothy Co., and a member of Dayton Chapter,
M. Harms, Associate Professor of Finance, Ball discusses the field of accounting.
State Universitv> speak on "The World Money
The success of this venture was due primarily to
Mart and How It Affects Each of Us."
the coordinated efforts of the sponsoring profesAs a further educational opportunity for profes- sional accounting organizations and colleges. More
sional accountants, a LEAP course on "Federal than 30 members of the NAA Dayton Chapter
Income Tax Aspects of Business Operations," was were active in the planning and conduct of the
held on Wednesday. Culminating the week, a Professional Accounting Week programs. Many
dinner -dance for members and their spouses was members of the other organizations and colleges
held.
also helped to make the week a success.
❑
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Any chapter of NAA may now sponsor one or more top quality courses

or seminars for NAA members and nonmembers in its area.
COURSES

SEMINARS

CA — MANAGEMENT ACCOUNTING

S -1

Managing Corporate Cash

CA -1 Basic Concepts and Techniques for Management Accounting
CA -2 Standard Costs and Flexible Budgeting for Production
CA -3 Standard Costs and Flexible Budgeting for Marketing
CA -4 Direct Costing and Contribution Reporting

S -2
S -3
S -4
S -5
S -6
S -7
S -8
S -9

Direct Costing for Decision Making
Management Accounting for Small Business
Managing Company Assets in Small Business
Long -Range Profit Planning
Developing the Annual Profit Plan
Maintenance Cost Control
Marketing and Distribution Costs
Contribution Accounting for Marketing
and Production

CB — DATA PROCESSING
CB -I Data Processing — Basic Computer Concepts and Techniques
CB -2 Data Processing — Flow Charting and Block Diagramming
CB -3 Management Information Systems — Concepts and Techniques
CC — SPECIALIZED AREAS
CC -1 Effective Inventory Management
CC -2 Using Accounting Information for Pricing Policies and Decisions
CC -3 Financial Appraisal of Capital Investment Proposals
CC -4 Capital Budgeting and Project Control

CT— TAXES
CT -I Federal Income Tax Aspects of Business Operations

If you are interested in more information
on this Local Education Activities Program
(LEAP) series, ask your Chapter Education
Director or Chapter President or write to:
HUGH M. SCOTT

National Association of Accountants
919 Third Avenue
New York, N.Y. 10022

SECOND PROGRESS REPORT

COMMITTEE ON ACCOUNTING
FOR CORPORATE
SOCIAL PERFORMANCE
The Committee on Accounting for Corporate Social Performance was established in 1972 -73 by President Robert Beyer.
The following is the second report of this NAA Committee.
Members of the Committee include I. Wayne Keller, chairman; Gregory ). Ahart; Dennis R. Beresford; R. Lee Brummet;

To assist in the development of the objectives outlined
below, the Committee would like to receive comments from
as many members as possible. Interested persons are encouraged
to submit comments to James D. Collier, Secretary, NAA Committee on Accounting for Corporate Social Performance, at the

Stan Hoch; Stan M. Hunt, and Grant U. Meyers.

NAA office, 919 Third Avenue, New York, N. Y. 10022.

In this second report of the Committee on Accounting for
Corporate Social Performance to the members of NAA it is
desirable to review the Committee purposes and procedure.
These are:

impact and the feasibility and practicality of various measurement systems.
D. Revise and refine the categories of social impact and systems of measurement as indicated by the empirical research.
E. Maintain liaison with other professional and public bodies
interested in the subject.
These were accepted by the Executive Committee and were
reported to the membership in the February 1974 issue of
MANAGEMENTACCOUNTING.

Purposes
A. Internal
1. Improve the decision - making process by:
a. Assisting in the process of establishing goals, objectives and priorities in planning the use of monetary,
physical and human resources.
b. Educating and motivating managers to think through
the social consequences of all decisions.
2. Provide a basis for the continuing internal appraisal of
social performance.
B. External
1. Ultimately to provide consistent bases and reasonable
uniformity of companies to measure social performance
and to report to the public.
2. Ultimately to provide a basis for independent attestation
of corporate reports on social performance.
Procedure
A. Identify and classify areas of corporate social impact which
may be measured. These will require additions and deletions as social values change.
B. Develop objective systems of measurement which may be
used in assessing corporate social impact. Such systems may
be numeric, in monetary or in non - monetary terms; or
descriptive.
C. Through empirical research, test the categories of social
MANAGEMENT ACCOUNTING /SEPTEMBER 1974

Reactions to Taxonomy
In the same issue a listing of areas of corporate social performance was also published. The development of this list
resulted from a number of meetings of the Committee and
much correspondence. In the initial stages of its work the
Committee called the listing the "laundry list." This seemed
inappropriate for publication. So, the Committee turned to the
dictionary and selected "taxonomy," defined as "the science,
laws, and principles of classification," or "an orderly classification ... according to presumed natural relationships."
The taxonomy reflects the experience and opinions of the
Committee members. It is a first step in the realization of
Item A of the procedure. It is not intended to imply that the
listed areas should be regarded as statements of corporate social
responsibilities. They are presented as areas of social concern
in one or more of which a company may be active.
Since the taxonomy was developed within the Committee it
was felt that its content and usefulness should be tested before
the Committee proceeded with its work. Accordingly, it was
decided that a limited scope investigation should be conducted
by the NAA Research Department.
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The investigation was organized as a mail survey, with
limited interview follow -up if required. The objectives of the
investigation were to:
a. Determine the existing programs in the area of corporate
social performance.
b. Determine the programs planned or believed to be of
importance.
c. Elicit responses regarding the taxonomy (would the
company adopt it or not ?) .
d. Obtain suggestions for the modification of the taxonomy
and various aspects of its implementation.
Reactions to the taxonomy were:
Yes
The taxonomy will assist
management
The measurements should
be developed

No

Undecided Total

34.9% 45.3%

19.8%

100%

44.4%

11.2%

100%

44.4%

When considered in relation to the 50 -50 mixture of "active"
and "inactive" companies selected for the survey, the indication
is that the taxonomy is a helpful document. For example, if the
respondents are representative of the "Fortune 500," it means
that 174 of the largest companies in the country would find it
helpful and 222 think that measurements should be developed.
The 30 selected companies included 26 in 13 industries, two
transportation firms and two utilities. Of the 30, fifteen were
considered to be active in social areas and 15 inactive, based
on the Compilation of Social Measurement Disclosures in
Fortune 500 Annual Reports - 1972.#
A 78.6% response was realized. The Committee interprets
this as an indication of strong membership interest in the
subject. Several respondents expressed reservations about efforts to account for corporate social performance, particularly
of any effort to develop quantitative measurements. Two of

them stated that this should not be an area of concern for
NAA. Some adverse reactions were anticipated since a conscious effort was made to select an equal number of "active"
and "inactive" companies for the investigation.
In the responses, the four major areas of the taxonomy
rank in terms of the frequency of activity as follows:
1. Human resources
2. Physical resources and environmental contributions
3. Product or service contributions
4. Community involvement
The survey indicates that social activity is increasing in 1, 2
and 4 above and has reached its maturity state in "product or
service contributions."
Based on the results of the survey, the Committee concluded that:
1. It should continue its work in line with the purposes and
procedure accepted by the Executive Committee; and
2. More intensive research is necessary to provide substance
and direction for further Committee study and consideration.
Proposals for research (outside of NAA) were solicited and
13 were received. From these the Committee selected three
proposals for recommendation to the Research Committee as
Association research projects. The Research Committee approved two of these: (1) The Measurement of Environmental
and Physical Resource Impacts for Use in Corporate Information Systems and Decision - Making and (2) Accounting for
Corporate Social Performance for Internal Decision - Making.
The Committee on Accounting for Corporate Social Performance will serve as the project committee for these. It is
anticipated at this time that research reports will be ready for
publication in about one year.
❑

• See "How Companies Are Reporting social Performance," by Dennis R.
Beresford, Management Accounting, August 1974.
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Chapter/ Member News
Detroit Sidelight: The Gut Bucket Story

JOHN E. CARLOCK, Albany.
GEORGE E. CLEGG, Fall River -New Bedford.
OAKLEY B. DAVIDSON, Kansas City.
M. O. EHLERT, Sangamon Valley, past
president.
JACK D. ELMORE, Daytona Beach.
DARWIN G. FRECK, Fort Wayne.
C. ELMER GINN, Dayton.
WALTER C. GROSS, Sangamon Valley.
WILLIS H. GUINN, Detroit.
DAVID T. HAWTHORNE, Pittsburgh.
FREDERICK JANSSEN, Member -at- Large,

England.
ROBERT T . JEFFERSON, Baltimore, past

president.
E. WOODY KUHLMAN, Peoria.
JOHN J. LEARY, Bridgeport.
HOWARD H. MARTIN, Delaware.
PHILIP MICHLIN, Upper Finger Lakes,

past president.
President Bartholomew holds "gut bucket" statue presented by

Frank Cook and his daughter, Linda. See story.
Playing an instrument known as the "gut
bucket" is a specialty of NAA'S newly
elected President A. P. "Bart" Bartholomew, Jr.
Many members who have attended
past Annual Conferences probably have
seen his talented performances. As a special memento of many years of concerts,
Frank I. Cook of the Detroit Chapter,
chairman of the Information Committee
for the Detroit Annual Conference, presented Mr. Bartholomew with a sculpture
of a man playing the gut bucket.
There's special significance in this
presentation —it was Mr. Cook's responsibility to carry the gut bucket from
conference to conference for safekeeping
and assembly. His daughter Linda
( Cook) Lasco created the statue by
sculpting and Frank made the frame
from picture wire.
For those who don't know what a "gut
bucket" is, the explanation is easy. It's a
musical instrument made from an upsidedown washtub tin, a string of bull fiddle
gut and a broomstick. You string the gut
from a bolt in the center of the bottom
of the tub to the top of the broomstick.
Sound is created by exerting pressure with
your thumb at the top of the stick and
strumming the string below.
The "bucket" got its start in New
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Orleans when jazz musicians who couldn't
afford their own bull fiddles created them
from substitute materials.
There have been a few sidelights to the
bucket story. The instrument must be assembled, so Mr. Cook had to carry the
pieces through lobbies of various hotels.
And, at the Annual Conference in New
Orleans, the instrument was stored in a
baggage room. While driving along the
Mississippi on his way home after the
Convention, Mr. Cook and his wife saw
a woman washing clothes in a tub on her
front porch. It was only then that Mr.
Cook remembered the gut bucket in temporary storage and quickly drove back to
retrieve it for the next Annual Conference
performance.
Emeritus Life Associates
T h e designation of Emeritus Life Associate
is made available to retired members who
have had 20 years of active service, or ten
years of active service including five years
as an elected national or chapter officer or
director. Tho se so designated are relieved
from payment of annual dues. T h e intent
of this provision of the By -Laws is to recognize th e de b t wh ic h the Association owes to
members of long standing.

FRED W. ALLAN, San Francisco.
FLOYD C. ASHLEY, Minneapolis Viking,
past president.
GEORGE C. BURKERT, JR., Indianapolis.

FRED MORAMARCO, York.
ALFRED J. NUNEMACHER, Williamsport.
STEVE S. OTROSA, Chicago.
HERBERT E. SHAPER, Dayton.
WALTER J. W A L L , Phoenix.

Promotions and New Positions
RICHARD O. WEBER, Akron, was appointed director of corporate cost and
price administration for The Firestone
Tire & Rubber Co.
RONALD C. BAUM, Atlanta Central, has
been promoted to partner at Alexander
Grant & Co.
FRED M. HERMAN, Baltimore, has been
appointed a director of Fidelity Financial Advisors, Inc. . . . ROBERT B.
HETHERINGTON Is the new controller for

Baltimore Concrete Block Corp. . . .
HAROLD C. MOORE has been elected

executive vice president of Clark Machine Corp. . . . ROBERT W . SARSITIS
has joined Nuclear Battery Corp., as
controller.
WILLIAM L. FERRARA, Central Pennsylvania, has been named a Price Waterhouse Faculty Fellow in the College of
Business Administration at The Pennsylvania State University. He is a past national vice president of NAA.
MICHAEL SHIR, Chicago, has joined Asso-

ciated Manufacturers International, S.A.,
as controller.
DARRELL L. TEST, Cedar Rapids, has
61

been promoted to senior financial analyst
at Collins Radio Co.
RALPH J. GREEN, Cleveland East, was
appointed vice president, controller, of
the Ohio Rubber Co.
SHELDON D. SCHNEIDER, Connecticut
Gateway, is now a partner with Price
Waterhouse & Co.
DONALD K. HOKE, Dayton, was named
principal of Sierferman, Rismiller & Gerhard.... DONALD E. LEASE is now manager of taxes at Philips Industries.. . .
JAMES E. RIPLEY has been promoted to
manager, Haskins & Sells, Dayton office. . . . DAVID E. RYAN was named
manager, general accounting, Bendix
Corp., A & M Division.
HAROLD R. SHIPLEY, Detroit, was appointed controller, Whitehead & Kales.
DAVID B. QUATTRONE, Elmira Area, recently was promoted to assistant professor Of accounting at Corning Community College.
KENNETH L. LAYMAN, Evansville, was
named controller, and J. R. HERMES,
administrative assistant, at St. Mary's
Hospital.
WALTER B. APPLEWHITE, Fayetteville
Area, is the new office manager at West
Industries. . . . MAURICE T. TAYLOR, JR.,
has been named president of Lafayette
Bank and Trust Co.
JOHN KRIVY, JR., Florida West Central,
has been appointed administrative services director for GTE Data Services.

Central Penn

Member -at -Large

DONALD W. BARRON, Fort Lauderdale,
recently was appointed corporate controller at Airpax Electronics Corp.
GEORGE R. NELSON, FOIL Worth, has
been promoted to vice president —con troller of Ben Hogan Co.
JAMES H. WAGNER, Harrisburg Area,
has been promoted to group controller,
General Products Group, AMP Inc.
HOWARD C. ROSE, Hartford, has been
promoted to assistant controller of
United Aircraft Corp.
A. CHRIS SCHAUER, Kalamazoo, is now
vice president of finance at Clausing
Corp.
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WILLIAM R. BATES, Lake Superior, was
appointed assistant vice president of the
National Bank of Commerce.
GERALD L. BOLAND, Lancaster, was
named treasurer of Fleck- Marshall.. . .
ROBERT Y. GROSH was promoted to
Mid - Atlantic controller for Servomation
Corp.
ROBERT J. KASTENS, Lansing- Jackson,
is now assistant controller for CalderoneCurron Ranches, Inc.
JAMES P. WESBERRY, JR., Lima, Peru,
has been named advisor to the Comptroller General of Ecuador.
LEON R. OLSON, Los Angeles, has been
elected assistant treasurer of Pacific
Lighting Corp.
RALPH J. MILLER, Macomb County Michigan, has been named secretary treasurer, Consolidated Mortgage Corp.

E. G. RouGHTON, Raleigh - Durham Area,
was promoted to vice president and
treasurer of Home Savings and Loan
Assn. of Rockv Mount.
CHESTER W. BROWN, Reading, has been
named assistant comptroller and accounting manager for Hershey Electric,
Hershey Water, and Hershey Sewerage
Companies. . . . ALBERT P. CASTELLO,
past president, recently was appointed
secretarv- treasurer of Kooly Kupp, Inc.
. . . WILLIAM C. KELLY is now director
of administrative policy and procedures
with National Central Bank. . . .
ROLLAND E. SHADE was named assistant
corporate secretary, General Battery
Corp.
STEVEN B. SMITH, Richmond, has been
promoted to controller of the Edge Act
subsidiary of the Bank of Virginia Co.

Lours S. OLCSVAY, Member -at- Large,
USA, was elected vice president of
finance, V.N.S. Seeding and Rentals.
G. DEE SMITH, Member -at- Large, is
chairman of Macdonald Tobacco, Inc.,
Montreal, Que. He is a current national
director.
WALTER L. HOVELL, Mobile, was promoted to the newly created position of
senior vice president in charge of finance, Mobile Gas Co.
ROBERT E. KIRKENDALL, North Central
Ohio, has been promoted to manager of
general accounting at Mansfield Tire &
Rubber. . . . RANDY F. KEMP is now
partner with Kemp Paper Recycling Co.
JOHN T. DEEGAN, Northern New York,
recently was promoted to executive vice
president of Marine Midland Bank —
Northern.
ROGER J. CLUGH, Oakland County, has
been appointed controller at Industrial
and Automotive Fasteners, Inc.
JOHN W. CONWELL, Oklahoma City, recently was appointed treasurer of Park
Broadcasting Corp.
DONNIE M. STROUD, Owensboro Area,
was appointed director of finance and
accounting of Owensboro Municipal
Utilities.
DENNIS E. GREGORY, Piedmont Winston- Salem, is now controller of Comfort
Engineering, Inc.
JOSEPH J. MCCANN, Pittsburgh, was
named vice president— finance and treasurer of Ryan Homes, Inc. . . . MICHAEL
TEACH has been appointed manager —
accounting of United States Steel Corp.,
Clairton Works.

PARADIS

Springfield

BMKE

Worcester

CHARLES R. CANAN, Rochester, has been
named controller of the County of
Monroe. . . . MICHAEL W. JOVANELLY
was elected controller of Bathique International Ltd. . . . STANLEY REN JR. recently was named controller at the
Maurer Co. . . . S. HERBERT RUBIN is
now vice president, finance, Tapecon, Inc.
E. W. ERICKSON, San Antonio, has been
elected treasurer of San Antonio Music
Co.... EDWARD F. FEITH was reelected
treasurer and assistant secretary of Southwest Foundation for Research and Education.
THOMAS DELANEY, St. Louis, has joined
Edward K. Love Mortgage Co., as vice
president— finance and administration.
He also was named a vice president of
the firm's affiliate, Edward K. Love
Realty Co. . . . `VILLIAM I. MALEK has
been elected to the board of directors
and named vice president— finance by
Central States Diversified, Inc.... JoHN
TERRANOVA was appointed corporate
controller of Ace Hardware Center.
RICHARD C. BANKS, Santa Barbara, is
now assistant controller with General
Research Corp.
CHARLES C. ADAMS, Seattle- Tacoma, is
now controller of Telephone Utilities.
DOUGLAS R. BESS, South Birmingham,
has been named treasurer of Dellwood
MANAGEMENTACCOUNTING/SEPTEMBER1974

Furn itur e Co....

DAV ID R . CL E M E N T S ,

a past chapter president, has been named
vice president— finance of Connors Steel.
. . . G L E N N E . S U M N E R S is n o w s e c r e t a r y

of National Cement Co.
B U L L A R D , Southern Maine, has
been elected vice president and controller, First Bancorp of N.H., Inc.
JOHN W .

Time Off

J . P A U L BA R R ETT, S o u t h

Jersey,

was appointed director of internal auditing,
Fedders Corp . . . . E D W A R D P . G A B R I E L
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was named comptroller of KSM Welding Systems.... DAVID H. HOUGH, past
chapter president, is now comptroller,
ARCO /Polymers, Inc.
RONALD A . PARADIS, Springfield, was
appointed secretary- treasurer of Jim
Dandy Northeast Corp. He is controller
of Friendly Ice Cream Corp. . . .
R O B E R T T . FoRAN has been appointed
associate controller at Mass. Mutual Life
Insurance Co.

0

LYM AN

S . P R A T E R , Toledo, has been
named vice president - administration of
the Ohio Plate Glass Co.

/

JOSE PH R . REDD ICK,

C1

Tulsa, i s n o w c o n troller at Century Geophysical Corp.

WI N N I E

B . C A M P B E L L , Wheeling, has
been promoted to assistant secretary and

d
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SOUTHERN
OPPORTUNITIES
"HOW are our'accounts receivable', Wheeler?"

Nut 'n' Bolts from Detroit
The "business" at every Annual Conference is often lightened by a touch
of humor and the convention in
Detroit was no exception. Here's a
sampling:
President Robert G. Chapman in
his "Swan Song ": "A year ago, I told
you what a lucky guy I thought I was
and this good fortune carried through
this past year. Not a single day of illness disrupted our plans or participation. Not a single piece of luggage was
lost or mutilated —nor was a connecting flight ever missed. Every national
officer and Executive Committee
member was able to successfully com-

plete his mission. And my small company grew and prospered even with
(or perhaps because of) my considerable periods of absence!"
Herbert C. Knortz, executive vice
president and comptroller, of International Telephone and Telegraph Corp.,
in his introduction of John C. Burton,
chief accountant of the Securities and
Exchange Commission: "On my way
over to Cobo Hall I saw a sign,
'Wrestling Tonight' and I thought,
perhaps we're in the wrong building.
Perhaps we should be over there
wrestling with accounting."

We are r e c r u i t i n g m a n a g e m e n t - o r i e n t e d
Ac c o u n t i n g , Fi n an c ia l a n d EDP per s o nne l f o r t h e r a p i d l y g r o w i n g S o u t h e r n
M a r k e t . Im m e d i a t e c a r e e r o p p o r t u n i t i e s
for Controllers , Planning Manager , As s t.
Tr e a s ur e r , Fi n an c ia l An a ly s ts , Ac c t s .
Ma n a g e r s , Cos t Ac c o u n t a n t s , Au d i t o r s ,
Gen . Ac c ts ., Sy s t e m s A n a ly s t s , P r o g r a m .
m ar / An al ys t, DP M a n a g e r s a n d ot h e r s .
Sal ari es t o $25, 000.

• CONFIDENTIAL SERVICE
Yo u r p r e s e n t p o s i t i o n w ill i n n o w ay be
jeo pa rd iz ed . W e h a ve h a d o v e r 1 2 y e a r s
exp er i en c e i n th e pl a c em e n t of prof es s i on al pe r s o n ne l .

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

CHARLES EDWARDS, CEC, Mgr.
Accounting Division

w

[.r w r •n » . .n k .

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

Circle 5 on inquiry card.
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assistant treasurer of United Dairy, Inc.
EDWARD W . BETTKE, Worcester, was
promoted to vice president— finance and
treasurer of Wyman - Gordon Co.
T . R. WAGNER, Virginia Skyline, has
been promoted to assistant vice president at First and Merchants Bank in
Waynesboro.
Organization Service
S. GRADY FULLERTON, Houston, was

elected president of Municipal Finance
Officers Assn, of the United States and
Canada. He is county auditor of Harris
County, Texas.
Father and Son
In the June issue, on Page 62, Arthur E.
Erickson of Providence Chapter was
listed as having completed the 1973 examination. In fact, it was his son, Arthur
E. Erickson, Jr., of Hartford Chapter
who successfully completed the CMA
examination.

JOHN S. CHANT, 72, Boston, 1928. ELA.
MAUREEN L. CLEARY, 61, Waterbury,

1963.

119111

D. N. COOLEY, Member -at- Large, USA.

ELA.
CHARLES F. DONAHUE, 50, Delaware,

1951.
W. L. DONOVAN, 75, Springfield, past
president, 1922. Stuart Cameron McLeod Society. ELA.
J. WALTER GENUIT, 85, Los Angeles,
1935. ELA.
RICHARD J. GUERIN, 54, York, past president, 1961.
H. E. LITTLER, III, 48, Los Angeles, 1951.
WILLIAM R. JONES, 59, Mohawk Valley,
1951.
GEORGE D. MORRIS, 75, Los Angeles,

1947. ELA.
DONALD H. MURPHY, 64, Buffalo, past

president, 1946. SCMS.
JACK C. PERRIGO, 76, San Diego, 1950.

ELA.

In Memoriam
FREDERICK T .

J. W. CAMPBELL, JR., 63, North Texas,
1940.

ANDERSON, 55, James-

JOHN M. RAYMOND, 59, Massachusetts

town- Warren, past president, 1964.

North Shore, 1952.

CUYLER C. BERRY, 81, Birmingham,

A. E. SAUNDERS, 57, Los Angeles, 1961.
RUDOLPH SCHNAKENBURG, 79, Evans-

1944. Emeritus Life Associate.
ROBERT F. BROOKS, 44, Columbia, 1969.

ville, 1934. ELA.
WALTER L. SCHULTE, 72, St. Louis,

1953. ELA.

MANUFACTURERSRETAILERS
FIX YOUR DISTRIBUTION

JORGE SEOANE, 67, Buenos Aires, 1971.
WILLARD E. SLATER, 69, Detroit, 1938.
ELA.
ARTHUR W. SPONSLER, 73, York, 1943.
ELA.

OR
PROCUREMENT COSTS

OTTO L. STRAUB, 78, Essex County, past
president, 1929. SCMS. ELA.
WILLIAM A. TERRILL, 58, Raleigh -Durham Area, past president, 1953.

From the end of your production
line or from the buyer's purchase
order, our organization can provide
you the required pricing, tagging,
warehousing, billing, inventorying,
pick -up and delivery services on a
fixed -price basis. We currently pro.
vide more than $20,000,000.00 annually of these services to retailers
and manufacturers, both internationally and domestically in the
states of California, Nevada, Arizona, Texas, Pennsylvania, Virginia,
Maryland, New Jersey, New York,
Connecticut and Massachusetts.

JAMES THOMSON, Pittsburgh, past president, 1942. SCMS. ELA.
CARL C. TONGRING, 50, Essex County,

Call: Mr. Brennan 201 - 866 -5555
Write: Nelson Resource Corp.
20 Enterprise Avenue
Secaucus, New Jersey 07094
Circle 6 on inquiry card.

1954.
A. F. WALTER, 66, Hampton Roads,
1947.
LUTHER C. WARNER, 80, Albany, 1937.
ELA.
SAMUEL WARSHAW, 84, Albany, past

president. 1925. ELA. Stuart Cameron
McLeod Society.
WILLIAM O. WILSON, 54, Northwestern
Ohio, past president, 1973.
A. J. WORONKA, 65, New Hampshire,

1944.
ELMER M. WURBs, 70, Chicago, past

president, 1945. SCMS. ELA.
Lours F. XAVIER, JR. 40, Boston, 1961.
RICHARD YARDLEY, 52, Member -at-

Extra copies — one or a thousand
—of any article from any issue
Of MANAGEMENT ACCOUNTING
may be purchased at the
following prices:
1 to 4 — $1.50 each'
5 to 15 — $1.00 each
16 to 50 — $.40 each
51 to 99 — $.30 each
100 to 500 — $25.00/100
First 500 — $125.00
Each Add'I. 100 over
first 500 — $20.00
First 1,000 — $225.00
Each Add'I. 100 over
first 1,000 — $15.00
'Or iginal magazine will be
furnished if available.

Please state author, title, month
and year published, and quantity
desired. Check or money order
must accompany order.
Completed orders will be
shipped parcel post no later than
two weeks from receipt of order.
Reprint Department
MANAGEMENT ACCOUNTING
919 Third Avenue
New York, N.Y. 10022

Large, USA, 1947.
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RONALD

books for aaountantr...

VALUING A
COMPANY

EXPORT- IMPORT
FINANCING

PRACTICES AND
PROCEDURES

A PRACTICAL GUIDE

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

Gerhard W. Schneider, VP, The Chase Manhattan
Bank. Presents detailed help for bankers and
foreign traders on today's international financing
practices and procedures. Also answers questions
of documentation, government assistance, insurance, overseas collections, finding new markets,
etc. 1974. 450 pp.
$17.50

The one reference that offers detailed help in
handling valuations for public offerings, estate
and gift taxes, acquisitions and mergers, and
special situations. 1971. 521 pp.
$27.50

BANK CREDITS
AND ACCEPTANCES
Henry Harfield, Member of the N.Y. and U.S.
Supreme Court Bars. New edition of this standard work supplies full guidance on current uses
of acceptances and letters of credit in international and domestic trade —sets each of these
instruments in proper legal and practical perspective. 5th Ed., 1974. 363 pp.
$15.95

ACCOUNTANTS'
COST HANDBOOK
Edited by Robert I. Dickey, University of Illinois
with a Board of 22 Contributing Editors. Authoritative guidance across the whole complex field of
cost accounting— organized for immediate reference. 2nd. Ed., 1960. 1,050 pp.
$19.95

COMMERCIAL
FINANCING
Edited by Monroe R. Lazere, Lazere Financial
Corporation. A practical guide to all forms of
commercial credit, with special emphasis on the
various forms of secured lending. 1968. 310 pp.
$10.95

SAMPLING IN AUDITING
Henry P. Hill, CPA, and Joseph L. Roth, CPA—
both Partners, Price, Waterhouse & Co.; and
Herbert Arkin, Ph.D., The City College of the City
University of New York. Provides a full set of
statistical tables needed by auditors plus instructions for use. 1963 169 pp.
$7.50

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

THE ELUSIVE ART
OFACCOUNTING
Howard Ross, CA. Issuing a hardhitting call for
more informative financial statements, a distinguished accountant offers realistic proposals for
reform. Many illuminating examples. 1966. 205
pp$7.50

SEND FOR THE
RONALD CATALOG
Further details on all of the
above books and others of practical value to accountants will be
found in the catalog. Your complimentary copy is available upon
request.

P,
; 000

TO ORDER or request descriptive
information, write to Dept. 109.. .

The Ronald Press
Company
7 9 M a d i s o n A v e n u e • N e w Y o r k . N Y 10016

.Serving the profession for over seventy years
Circle 7 on inquiry card.
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