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own. And with ADP you're never
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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 r eceive. Increased efficiency, spbed and accuracy. Savings in time and overhead.
As well as free preparation of local,
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capital reports. Meaningful management information that helps
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PRESIDENT'S PERSPECTIVE

Attack Obsolescence
Several years ago I gave a speech titled, "Are You an Obsolete
Accountant ?" I may have been ahead of the times. The interim
years have not diminished t he demands thrust upon accountant s.
If anything, the number of issues seems to be increasing.
To illustrate: there were at least 50 major documents dealing
with accounting principles issued in 1973. The SEC was
responsible for 11 accounting series releases and four Security
Act releases, almost as many as had been issued since 1933.
Additionally, the old APB, the FASB, our own MAP Committee,
the CASB, the AICPA and the New York Stock Exchange all
contribut ed principles, standards or guidelines.
Hardware technology also presents problems. I am concerned
that many accountants have not kept abreast of the fast moving
developments in electronic dat a processing.
These t echnical and technology developments should give
you some idea of the dimensions of the challenge facing us.
One of the objectives of the NAA educational effort is to
equip members to respond to these demands, t o help in
the assimilation o f new informat ion and new accounting
procedures. The more you participate in these programs, both
at the national and chapter level, the more you will obtain from
them. Your participation and feedback —even criticism —are
necessary in our continuing effort s to upgrade all educat ional
programs.
Use your Association. It can be invaluable in helping
you to answer with a ringing NO, the question — "Are you an
obsolete accountant ?"

A. P. BARTHOLOMEW, JR.
President, 1974 -75

MA N A G E M E N T AC CO U NTIN G / NO V EM BE R 1974

3

MANAGEMENT
ACCOUNTING
15

THE ROLE OF COST IN PRICING
By Arthur V. Corr

The word "cost" has many meanings and many variations, so many in fact, that it is
almost necessary to use a qualifying or modifying word with it. In pricing, as the
author explains, how we define cost will determine how we measure the profitability
of our pricing decisions.
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nonprofit
condominium
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HUMAN ASSETS, HUMAN RESOURCES AND MANAGERIAL
DECISIONS
By Shu S. Liao

In this article the author suggests that productivity variables are the most reliable
measure of human resources. Behavioral measures, he feels, leave out some important

accounting, see page
27•

considerations.
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ACCOUNTING FOR CORPORATE SOCIAL PERFORMANCE:
A SURVEY
By Andrew H. Barnett and James C. Caldwell

A demand has developed in our society for information about the social impact of
business decisions. In an independent survey reported in this article, the authors
find that an important subpopulation of NAA members do recognize the impact upon
society of corporate social activities.

27

CONDOMINIUM ACCOUNTING
By Frank Alvarez

The author, a retired accounting manager, presents some insights into condominium
accounting. He explains how his condominium association is run as a "not- for - profit"
corporation and how he helped obtain certain tax advantages for his association.

31

A HOBBY -OR A TAX SHELTER?
By J. Richard Troester

Setting up a sideline business as a hobby may sound like a good idea, but it may not
be a good idea if the business is a success. According to the author, there are certain
circumstances under which losses may not be charged to other income.

33

BUSINESS PLANNING AT 3M
By Donald E. Garretson

An old -timer tells it like it is at the 3M Company. How business planning was done
25 years ago and how it is done today is described in simple everyday language.

37

CAPITALIZING NET LEASE RENTALS: A COMMENT
By Richard D. Gritta

This analysis, using airline lease data which the author presents, affirms the case for
disclosure of leases on the balance sheet.

40

HOW OFTEN SHOULD YOU PAY DIVIDENDS?
By A. M. Sibley and Charles T. Rini

The frequency of dividend payments during the year has an impact on annual costs,
both direct and indirect. How to determine the optimum frequency of payment in
order to effect a trade -off between the two costs is explained in this article.
4
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MAKING AN INVESTMENT IN MEXICO
John D. Whitt
Investing in Mexico is not easy for the multinational firm, but if it is aware of the legal
and political constraints and they are given careful attention, it can be extremely
profitable. Some of those constraints are discussed here.
By

46

PRODUCT LINE CASH INCOME: A RELIABLE YARDSTICK
By Ross Stevens
How many ways are there to measure product line performance? The author here
suggests a way which has worked well for him: measure product line cash income.
It can provide a valuable aid to making profitability decisions, and, used as a
management tool, product line cash income may also give the decision -maker a new
perspective on profits.

49

ANALYSIS OF RATE, EFFICIENCY, AND UTILIZATION
VARIANCES
By Charles R. Purdy and Donald E. Ricketts
A framework is provided in this article for identifying and analyzing fixed direct labor
costs and for separating utilization variances from rate and efficiency variances.

56

KELLER NAMED TECHNICAL SERVICES DIRECTOR
Perritt joins staff as project manager in CEP Department.

57

FINALLY - INFLATION ACCOUNTING?
By Robert F. Randall
At least one company has been trying to account for inflation since 1954. Now
price -level accounting may be an idea whose time has come.

60

SOCIETY OF LEADERS
Members of the Stuart Cameron McLeod Society have a lot of fun but they also pitch
in and help the Association when needed.
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LETTERS to the editor
DATA SHEET items of interest for the businessman
BOOKS for the management accountant
CHAPTER /MEMBER NEWS all about chapters and members
Views expressed herein are authors' and do not represent Association policy unless so
stated. Reprints of articles appearing in any issue of MANAGEMENT ACCOUNTING are
available from NAA's Reprint Department.
MANAGEMENT ACCOUNTING Vol. LVI, No. 5. Published monthly by National Association
of Accountants, 919 Third Ave., New York, N.Y. 10022. Price $1.50 per copy. Second
class postage paid at Lancaster, Pa.
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The Rise of the Multinational
A phenomenon of our highly industrialized world is the rise of the
multinational corporation. This development, as we have remarked
before, has been reflected in the pages of MANAGEMENT ACCOUNTING. As most readers know, we do not solicit articles but
rather use as our source of supply for contents the voluntary
contributions of Association members and others. This fact makes
a trend we have observed — toward more and more articles regarding corporate investments in more than one country—all the more
significant.
This month, for example, there is a short article on "Making an
Investment in Mexico." In the past six months, there have been a
number of such articles— buttressing the oft - quoted assertion that
we are now a one -world economy.
Aware of this development, the Association compiled a number
of articles —some 60 in all —from this magazine and other professional publications and published a two - volume work titled Management Accounting for Multinational Corporations. The "set" of
both volumes of the selections has been selling briskly to purchasers
both here and overseas, representing a remarkably wide variety of
corporate interests. Moreover, a number of colleges and universities
have adopted them for classroom use.
Recently an organization called the Multi /National Business Association was formed with offices in Los Angeles, Calif. The organization publishes a bimonthly newsletter, Multi /National Trends, and
plans to hold seminars and workshops dealing with multinational
topics. On e reason for the creation of this organization is the
paucity of current information about multinational corporations.
If this new association can fill the gap, it probably will flourish.
In the meantime, this magazine will continue to disseminate the
latest techniques and procedures involving multinational companies
through the publication of worthy articles.
�

Coming Up in MANAGEMENT ACCOUNTING
In "Direct and Idle -Time Cost Accounting," David Wycoff draws up
some forecasting pointers in costing for idle facilities ... If all the
hats on the corporate rack are yours, Raymond R. Geary may provide you some consolation in "The Loner: A Small Firm's Controller
Speaks Out " . . . Edwin W. Southerland gives an insight into
employer - employee relations in "Financial Personnel Recruitment,
Explained" ... Read why inventory costs are an extension of the
"transportation in" concept in Albert W allace's article, "Inventory
Ownership Costs."
C
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We call it "The Easy One"

Our New NCR 299
Electronic Accounting System
Modular. Flexible. Powerful. Often used phrases with today's accounting computers.
While our new 299 system is all these —and more, we call it simply "The Easy One ". Here's why.
EASY COMPUTATION —The NCR 299 performs all electronic accounting functions.
PLUS it has the power to make computer decisions. Stores alpha and numeric information.
And it never forgets, even if the power is off.
EASY PROGRAMMING —All that's needed to encode a program is a pen. Program can be modified any
time, anywhere. No program panel needed. Simply insert program card. "The Easy One" does the rest.
EASY OPERATION— Human - factors design and operator lead- through keep the operator comfortable and
informed of proper sequence. Variety of forms processed quickly with individually controlled split platen.
EASY PRINTING —NCR serial ball printer moves rapidly across forms. Eliminates slower,
space- consuming carriage. Produces original and 7 -plus copies in clear, crisp, easy -to -read print.
EASY INVESTMENT —
comparable to less pc
Installation is easy, tc
For information on ho)
requirements, phone
NCR Domestic Marke
Ask about "The Easy

1:1131:3
Complete Computer Systems
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Letters

TO THE EDITOR

A Case of Micro -Macro Economic Analysis
I found Mr. Bert J. Blewitt's article, appearing in the March
1974 issue Of MANAGEMENT ACCOUNTING, highly informative
with regard to his description of the economist's function in
the corporate structure. However, as a public accountant, I
find it difficult to limit my responsibilities to those defined by
Mr. Blewitt in his article which are seemingly those that of
a mechanical man responsible for recording and summarizing
the transactions of an enterprise.
Although I would readily agree that the principal function
of the accountant is to formulate and present reliable information concerning the performance of an entity, it appears remiss to suggest the accountant's objectives are accomplished
by the completion of this task. It seems evident to this writer
that the duties of the accountant should include analytical
evaluations of an enterprise's historical financial performance
consummated with an adequate knowledge of current and
anticipated economic conditions so as to assist management in
identifying potential profit maximizing decisions.
We should recognize that the goals of the economist and
the accountant are indeed congruent to the economic welfare
of a business enterprise in formulating sound business decisions.
However, for purposes of identifying areas of distinction between the two groups, it would appear that the parameters for
discussion should more properly approach the topic on the
basis of a "micro- macro" economic analysis. Accordingly, the
accountant would be more immediately concerned with the
factor influencing the individual entity with which he is associated, whereas the economic concerns would deal with
general forces influencing the economy.
Thomas J. Lauda
North Jersey Shore Chapter
Atlantic Highlands, N. J.

I am Amazed!
Throughout the NAA chapter year, I have diligently looked
at (but not always read) articles published monthly in MANAGEMENT ACCOUNTING. My reaction, most often, after looking
at the general description of the articles has been, "Why are
there so many articles published which have limited readability?" It seemed to me that not more than one NAA member in one thousand would ever be interested in reading more
than one article in each issue.
Since this illusion has disturbed me for some time, I decided to do a little research into subjects published during the
past twelve months. To my amazement, I concluded in short
order that MANAGEMENT ACCOUNTING covered an extremely
wide range of good topics — readability of articles certainly exceeded my previous cursory impression. For example, there are
articles on traditional subjects, such as: cost accounting, economics, accounting philosophy, auditing, budgeting, fixed asset
accounting, exposure of financial data to outsiders, pricing,
management -by- objectives, etc., etc. New subjects of interest
are also given consideration, such as: multinational business
accounting, security in computerized systems, accounting for

corporate social performance, modeling and simulation, women
in business, integrated MIS, and others. Even specialized topics
are covered, such as: "Nuclear Fuel Accounting." "Managing
the Scientific Mind," "Control Methods for Small Business,"
"Oil and Gas Taxation," and "Reporting for United Fund
Agencies."
The point has been made clear to me, and I will emphasize
this to my associates, that MANAGEMENT ACCOUNTING does
provide a very appropriate variety of reading material. It is
worth the time and effort of every NAA member to utilize this
invaluable source of thought and expression.
Congratulations on a fine magazine; keep up the good work!
Robert R. Hill
Peoria Chapter
Peoria, Ill.

Authors Paint a Gloomy Picture
Messrs. Roger Jauch and Michael Skigen, in their article,
"Human Resource Accounting: A Critical Evaluation," in the
May 1974 issue Of MANAGEMENT ACCOUNTING, paint a gloomy
picture of the accountant's ability to solve the human resource
accounting problem. The authors state: "While no one denies
that employees are a major factor in the future well -being of a
firm, their valuation expressed in monetary terms is simply
unworkable as a result of two factors." Those two factors highlighted were: (1) the accountant's inability to develop a meaningful system of measurement and, (2) that humans simply
do not qualify as assets under the usual definition of the term.
Saying that the human resource accounting system is unworkable, while it is yet in its embryo stage, is too much to
swallow. What has been lacking from the accounting profession's side, is not the accountants' ability, but their lack of
commitment to solve the problem. Once the accounting profession has decided that the human resources approach is definitely and urgently needed, an answer will be formulated.
The authors comment that, ". . . humans simply do not
qualify as assets under the usual definition of the term ..."
implies that accounting concepts are so rigid they cannot be
adapted to reflect current needs of business and society. In my
opinion there is no accounting definition so perfect or conclusive that it cannot be adapted to meet current needs.
It should be the goal of every accountant to encourage innovation and new techniques which would improve the ability
of management and society to determine more clearly the overall cost of doing business.
James P. McLaney
Merrimack Valley Chapter
Acton, Mass.

Particularly Interesting . . . Entertaining
Messrs. Roger Jauch and Michael Skigen have written a very
interesting and entertaining article in the May 1974 issue of
MANAGEMENT ACCOUNTING, "Human Resource Accounting:
Continued on page 10
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Our moneyis
next guyli,
goodas
It's our servicethat6 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 704/572 -7000
A Subsidiary of American Credit Corporation
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Tools for today s decision makers.

Continued from page 8

As inflation drives costs
higher and higher, many
corporations are
1 P
dangerously under-insured.

'

'

Yesterday's amounts of insurance can't possibly cover today's
or tomorrow's losses."Indexing Inflation"and "How not to
cook your corporate goose "tell you how to keep your
property values current and covered; and suggest practical
steps to protect your investment. Yours for the asking.
Write: Dept. 400, 1645 Beverly Blvd., Los Angeles,
California 90026. Or contact your area M/S office.

appraisals by
Marshall and Stevens
Offices around the world W A Unionamerica Company
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statements as to policies to maintain the
level of talents and skills of the work
force? Possibly this is a question that
should be answered.
E. Mac Ramsey, Jr.
Florida West Central Chapter
Tampa, Fla.
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personnel. This "maintenance" of human

resources is a part of management activity. Also, no company can presume to
own the services of its personnel for a
predetermined period in the future.
With the present state of the art, isn't
the reader of the financial statements entitled to expect that the level of work
force (the human resources) is being
maintained at an adequate level? Should
th er e b e a disc losu re in

in Novem b er 1 9 7 2

714 537.3430
314 421 -6250

A Critical Evaluation." The authors have
reviewed several proposed theories to assign values to human resources, and they
have concluded the human resources
should not be capitalized and placed in
the financial statements.
The article is particularly interesting —
or entertaining— because it leaves the
confines of the traditional concepts. Certainly most of the theories considered do
leave the cost basis far behind. Very few
of the theories could come close to being
even remotely related to generally accepted accounting principles.
The objective under consideration is
the determining of a single amount to
ascribe to the value of the firm's human
resources in the financial statements. But
any single amount appearing in the financial statements, and standing alone,
would be difficult to evaluate, either on
a real basis for a single company or on
a comparative basis. Financial statements
have meaning only when considered in
their entirety and with a knowledge of
the principles used in their preparation.
Therefore, is it really necessary or desirable to assign a value to human resources in the financial statements? In
all except the very smallest companies
there is a continual process of hiring,
training and developing —and losing —

BFCKFRCPA
REVIEWCOURSE

Needed: A More Positive Approach

Nati onal Headqu arters

The article, "Human Resource Accounting: A Critical Evaluation," by

14937 V ent ur a Bl vd.

Roger Jauch and Michael Skigen, in the
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teimlri1IS are smarter
your ter-1llmal&
That's because our terminals
are really mini - processors. Which makes
them not only smarter but faster, simpler,
and actually capable of not only entering
data but validating and editing it as well.
Our smarter terminals are the
heart of the Singer 1500 Intelligent
Terminal System. With our system you
don't have to put all your computer
power in one place, instead you can
disperse computer power to the places
where your company needs it most.
For example, a remote data source:
Because our terminals are so
smart, your operators can't make costly

mistakes. Our terminal automatically
prevents data from being ignored or
entered incorrectly. There's a read- afterwrite feature to assure the accuracy of
data before it is entered on the
convenient cassette used for both
programming and storage.
Since our terminal is smart
enough to validate its own data, you
know your data is free from errors
before it is transmitted to a central
processor.
Our terminals can be easily
programmed —in plain English —to do a
variety of important processing jobs.
Pr nr fi m in n va l u a hl a i nfnr m nfio n rinht

when and where you need it most.
Smarter terminals are only the
beginning of a complete line of proven
hardware and software. All compatible
with System Ten* computer by Singer,
as well as most other computers. All
designed to give you exactly the
computer power you need exactly
where you need it most. All backed by a
world -wide service organization, with
145 service centers in the U.S. alone.
For complete information, call
your nearest Singer Business Machines
representative. Or write: The Singer
Company, Business Machines Division,
Thirtv Rnrk PfPllPr Pla za N Y N Y 1 no?o

NAA
a new services
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.

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.
The first course, "Management Accounting for Business Decisions,"
is based on sound economic and financial 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

. 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
helps in reinforcing the learning
process.

t

4

91.1sting 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.

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.
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National Association of Accountants
Special Order Department
919 Third Avenue, New York, N.Y. 10022
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0 Cassette Tape which furnishes
over an hour and a half of clear, concise, professionally - delivered audio
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Account No.
course is designed for those who can—❑SSP❑#❑1❑sets❑®❑$40.00
not take the time or find the opportuless 20% (5 or more sets)
nity for more formalized education,
p Check here for further information
yet are anxious to move forward in
on cassette recorders
their careers. The course will be reCHECK❑Personal❑OCompany❑❑
warding f or controllers and their
staffs, cost accounting personnel,
$
MONEY ORDER
treasurers, CPA's and governmental
agency staffs. In fact anyone dealing I - with financial data relied upon in the
POSTAGE i SNIPPING
0 104 -page Workbook which is decision - making process will benefit. All prepaid orders going to United States addresses will
be s urfac e m ailed or s hipped prepaid. It spec ial hanintegrated with the audio- preseninvolving additional costs is requested, the ac tual
tation. It is color - illustrated with over The course is an ideal addition to any dling
extra charges will be billed.
100 diagrams, how- to -do -it exam- company's library of training aids for
in full should accompany all orders from outples, decision- trees, charts, graphs use in group instruction or to aid the Payment
side the United States, and surfac e pos tage or s hipping
charges
on such orders w ill be paid by NAA.
interested individual.
and tables.
d

2

AM*

Data S h e et

NOVEMBER 1974

MAP Committee Testifies at Public Hearing on Conceptual Framework
At the Financial Accounting Standards Board public hearing last September on the discussion
memorandum, Conceptual Framework for Accounting and Reporting, there was very little
consensus on the objectives of financial reporting. Speaking on behalf of the MAP Committee,
Gordon Shillinglaw said that in respect to guidelines for useful financial statement information,
"Our position is that anything that helps the reader assess the status and progress of the business is useful." He cautioned, however, that disclosure should not be required if disclosure
would impair the firm's ability to market its goods and services on favorable terms, if the cost
of compliance is excessive or if practical attestation for such information cannot be prescribed.
Dr. Shillinglaw is professor of accounting in the Graduate School of Business of Columbia
University.... In other FASB news, Oscar S. Gellein, former Haskins & Sells partner, was appointed to the Board to fill the unexpired term of John W. Queenan who announced his intentions to retire earlier this year.
Robert M. Trueblood Seminars Established
To honor the memory of the late chairman of the board of Touche Ross & Co., the Robert M.
Trueblood Seminars have been established by the American Accounting Assn. and the Touche
Ross Foundation. The seminars are designed to advance accounting theory and practice and to
further accounting education by providing an opportunity for the study of the application of
accounting principles and reporting concepts to current practice. Participants in the seminars
will be selected from colleges and universities having graduate or undergraduate programs in
accounting. The Touche Ross Foundation has set up a fund of $250,000 to finance the seminars.
FTC Denies Motion by 8 Companies to Quash Line of Business Reporting
In the latest development in the line of business reporting program, the Federal Trade Commission turned down a motion by eight companies challenging the authority of the Commission
to collect detailed line of business data. Some 345 companies have already received the LOB
Report forms mailed by the FTC. The LOB program sought by the FTC has been bitterly fought
by the business community for more than a year now. The filing of a motion to quash exhausts the administrative remedies before the commission but it clears the way for a company
to bring suit in federal court against the agency.
AICPA Sets Up Division to Monitor Professional Practice of CPAs
A separate division to monitor more effectively the professional practice of CPAs has been
established by the American Institute of CPAs. The division, under the supervision of AICPA
Vice President William Bruschi, will coordinate the work of Institute committees on practice
management and standards and quality control procedures by local and multi - office accounting
firms.
Corporate Spending for Pollution Control Continues to Rise
Despite continuing energy problems, corporations do not plan to reduce pollution abatement
efforts, according to a survey by the Conference Board. Overall expenditures for pollution
control facilities are expected to climb by almost 55`70 in 1974, up from 28.1% between 1972
and 1973. The survey showed that the portion of total capital program allocated by the firms
surveyed for pollution control is expected to reach 10.4% this year. The Board surveyed 212
firms.
Coopers & Lybrand Will Assume Some Responsibility for Quarterly Reports
In a sharp break from traditional practice, Coopers & Lybrand has told its clients it is willing to
assume a limited public responsibility for their unaudited quarterly financial reports. Lybrand
also promised to extend its annual audit to historical financial data included in the "president's
letter" and other unaudited portions of annual reports. Under the procedure, the CPA firm
would review a company's proposed quarterly statements and supporting documents and, if
satisfied, would give the company a letter for publication, describing the review and noting
that the auditor had no adjustments to propose or similar words to that effect. Philip L.
Defliese, managing partner, said the firm's new policy was in response to growing demands
from client companies which wish to protect themselves by giving their auditors a greater role.
Arthur Andersen Panel Warns President Ford on Inflation
An unprecedented "public review board" set up by Arthur Andersen & Co., has warned
President Ford that conventional accounting is fueling inflation by exaggerating corporate
profits. Set up to help monitor the firm's operations and priorities, as well as to consider
broader issues, the review panel includes such distinguished people as Newton N. Minow,
chairman; George Romney and James Don Edwards.
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THE ROLE OF
COST IN PRICING
To gain management's approval, the expected revenues from
the selected price must be adequate to cover all costs, and in
addition they must indicate a satisfactory return on invested
capital.

By Arthur V. Corr
Cost is a very important consideration in pricing;
however, it does not determine price. In a free
economy, prices are determined by supply and demand and those factors which underlie supply and
demand. The sharp reduction in the prices of
motor homes in the last quarter of 1973 is a good
example of the impact of the change in expected
demand on the selling price. The prices of certain
models offered for sale a few months earlier at
$20,000 to $22,000 were reduced by about 40
percent. During that same period of time, the cost,
at least the cost to make, increased rather than
decreased. In fact, for some companies in the
motor home industry the demand was so low that
they could barely justify their continuing in business.
Pricing Decisions Versus Pricing Policies
Before we can determine the role of cost in
pricing it would help us to distinguish between
pricing policies and pricing decisions. Pricing policies are statements of management's attitude toward pricing products. Policies do not determine
prices but they do set forth the factors to be considered and the ground rules to be followed in
setting prices. Another consideration is that long run pricing policies should seek to maximize profits
consistent with the other objectives of the company such as corporate growth, market share, and
increased earnings per share. Prices in the long
run must cover all corporate costs and provide a
satisfactory return on invested capital.
Pricing decisions —the setting of prices —are
normally made in the short run., These decisions
are influenced by pricing policies, capacity utilization and corporate objectives. Unless prices cover
at least the incremental costs the related sales will
have a negative impact on the profits of the company.
MA N A G E M E N T AC CO UN TING /N OV EM BE R 1974

Cost is a very significant factor in all pricing
decisions. However, the concept of cost to be used
must be tailored to the specific pricing problem.2
In any pricing decision, though, cost serves two
basic purposes. It sets lower limits for prices and
it measures the profit consequences of alternative
prices. Cost, however, should not be used to determine prices nor should it be the only economic
consideration. Demand for the products or services
is also a most important factor, as is the relationship between expected demand and capacity. Exhibit 1 illustrates the kinds of costs which must
be considered in setting prices under various levels
of capacity utilization.
New Product Pricing
Let us consider first the relevant costs for pricing a new standard product before any significant
commitments of resources have been made. The
volume and price of the new product must be
developed by the marketing specialists, taking into
account various other factors such as demand and
competition. To gain management's approval, the
expected revenues must be adequate to cover all
costs, and in addition they must indicate a satisfactory return on invested capital.$ In appraising
this type of project, the management accountant
uses future costs and future revenues to determine
the impact of the new product on company cash
flows. Then he discounts the cash flows to a com-

A. V. CORR
Morristown Chapter
1973, is Associate
Professor of Business
Administration at
Franklin and Marshall
College, Lancaster, Pa.
He holds a B.S. degree
magna cum laude,
and an M.B.A. degree
from New York
University. Mr. Corr,
who was formerly
Director of
Educational Services
on the Staff at NAA,
has completed his
course work at New
York University toward
his Ph.D. degree.
This article was
submitted through the
Morristown Chapter.

r When pricing decisions apply to extended contracts, they may
have long -term implications and effects. In that cane, they must
contribute to the maximization of long -run profits.
2
For many years duPont's pricing policy for new products has
been to skim the market initially, that is, charge as much as the
traffic will bear. Then when volume builds up and competition
develops in the market, duPont reduces prices rapidly. Other
companies use a market penetration approach to pricing new
products. They rely on low prices to gai n a dominant position in
the market initially. Then they work toward a strong position of
leadership and try to maintain market share over the years. Althou ph they are opposite in their approach to new product pricing, both strategies are based on a detailed analysis of the market rather than on cost.
' At this stage, we are de aling with a capital investment decision
rather than a prici ng decision and we must have estimates of the
expected sales volume and price.
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before the
new product is
ready to hit
the market, a
pricing
decision must
be made."
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mon base to measure the return on capital invested.
With the benefit of this and other pertinent information, management decides whether it will go
ahead with the project.
After the project is approved and implemented,
but before the new product is ready to hit the
market, a pricing decision must be made. At this
point, onlv future costs and future revenues are
relevant. Product development and market research
costs which have already been incurred are no
longer relevant. The appropriate measure of the
investment at this stage is the fair cash value of
resources invested in the project. Therefore, future
revenues, recognizing demand and competition,
must be large enough to cover all future costs, and
also provide a satisfactory contribution to common
costs and profits.
For a decision regarding a new product in a
line, where no significant amount of capital investment is required, the appropriate economic
measure would be the expected impact that the
new product would have on profit contribution,
using incremental costs and incremental revenues
for the product line. This recognizes and incorporates the effect that the new product is expected
to have on the sales prices and volumes of products
currently in the line. The pricing decision for the
new product is tied in with the decision to add
it to the line.

The manufacturer of custom products, on the
other hand, faces a somewhat different pricing problem. He invests capital by providing and maintaining his capacity to produce. He does this in the
expectation that future sales revenue will provide
a satisfactory return on his invested capital. In the
short run, he competes for orders through lower
prices, earlier delivery dates, and special services.
However, the price on each order must cover all
his incremental costs (fixed and variable) traceable
to the order. In addition, the price must provide a
satisfactory contribution to other fixed costs and
profits. It should be noted, of course, that in the
case of custom products, the price is heavily influenced by how the buyer and the seller appraise
each other's circumstances, in terms of the competitive environment, significant excess capacity,
substantial backlog of orders, etc.

Pricing Established Standard Products
The economic information needed for the pricing of an established standard product is the price
elasticity of demand for the product; that is, how
sensitive is the expected sales volume to a given
change in price. Since the product is already being
sold at a certain price, the questions now are
whether or not to change the price, and what is
the profit impact of a price change? The answers,
however, require some knowledge of cost behavior.

Exhibit 1
RE CO G NI Z I NG C APAC I T Y UT IL I Z AT I O N I N SE T T I NG PR I CE S

Costs and profits to be recovered in product price
Variable
costs

Capacity
exceeds
demand

Capacity
equals
demand

Demand
exceeds
capacity

Incremental
order costs

Programmed
direct
fixed costs

Capacity
direct
fixed costs

Common
fixed costs

Targeted
profit

Profit in
excess of
target

Every
o r d e r _ ,

Average
order
E v e r y
order
Average
order
Every
order
Average
order

1. The shaded area represents the minimum amount to be recovered in the sales price.
2. All prices should be set as far above the minimum as market conditions allow.
3. When demand exceeds capacity, sell capacity to the highest bidder.
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The accountant, knowing which costs are relevant
and using his knowledge of cost behavior, calculates the profit impact of the various combinations
of prices and volumes that are contemplated by
the pricing manager. Other things being equal,
management would then decide on that price
which promises the greatest contribution to profit.
Price Elasticity of Demand
In the example illustrated in Exhibit 2, the
Acme Company manufactures a product which it
currently sells at $10 per unit. The sales volume
for the year ahead at that price is expected to be
50,000 units providing a contribution of $120,000
to common fixed costs and profits.* Management
is considering a change in price and wants to know
the profit impact of a ten percent price reduction.
In the first case, we assume a relatively low demand elasticity—a ten percent reduction in selling
price brings only a four percent increase in sales
volume in units. This results in a profit contribution of $81,200, a reduction of $38,800. Obviously
the economic impact of a ten percent reduction
in unit selling price is not favorable.
In the second case, we assume a high demand
elasticity for the product. This time we find that
the same ten percent decrease in selling price
brings an increase in sales of 30,000 units. This
higher volume provides a profit contribution of
$162,000, a significant increase amounting to
$42,000. This large increase in volume also causes
significant increases in the direct or traceable fixed
costs of marketing and production. These increases
must be deducted in calculating the incremental
profit impact of $42,000. In measuring the economic impact of a price change, it is essential that
changes in direct fixed costs be included. Together
with changes in variable costs they constitute the
relevant costs for the pricing decision.
' All profits discussed in the examples are before taxes.

Direct Costing Versus Absorption Costing

"The unit
product cost,
under direct

For any kind of financial analysis involving
changes in price and volume direct costing provides more relevant and more meaningful information. The unit product cost, under direct costing,
includes only variable production costs. All fixed
overhead is excluded from the product cost. Usually the unit variable cost represents the incremental cost of making and selling one more unit of
product.
Under absorption costing, the unit product cost
includes fixed as well as variable overhead. The
amount of fixed overhead in the product cost depends on the following:

costing,
includes only
variable
production
costs."

1. The total amount of fixed overhead
2. The various bases used to allocate overhead
costs to different product lines and to various
units of product
3. The expected volume of production for each
product
A significant change in any one of these will
bring a change in the product cost. For example,
a reduction in volume for one product will usually
result in increased allocations of fixed costs for the
other product. Under absorption costing pricing
decisions involving a change in price require that
new product costs be determined on the revised
allocation of fixed overhead.
To illustrate the difference between direct costing and absorption costing, let us consider the
Summit Corporation which manufactures and sells
a product quite similar to that produced by the
Acme Company. The Summit Corporation's cost
for this product are almost the same as those of
the Acme Company. There is, however, one major
difference. The Summit Corporation uses absorption costing as shown in Exhibit 3. Its unit cost is

Exhibit 2
PRICE ELASTICITY OF DEMAND
The Acme Company
(Direct costing)
Current operations
50,000
Total

$10. 00

Direct fixed costs
Production
Marketing
Total fixed costs
Profit contribution
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Unit
$500,000

$9. 00

300,000
$200,000

5.00
.90
5.90
$3.10

$250,000
50, 000

60,000
20, 000

80,000

Total

Unit
$468,000

$9. 00

306.800
$161,200

5.00
.90
$5.90
$3. 10

$260,000
46, 800

$

5.00
1.00
6.00
4.00

$

$

Variable costs
Production
Marketing (10% of sales)
Total variable costs
Marginal income

52, 000

60, 000
20, 000

Total
$720,000

$400,000
72, 000
472.000
$248,000

$

Unit
Sales revenue

High elasticity

65, 000
21,000

80, 000

80.000

86,000

$120,000

81,200

$162,000

$

Sales volume in units

Low elasticity
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Exhibit 3
ABSORPTION PRODUCT COSTING
The Summit Corporation
(Absorption costing)
Current operations
50, 000

Sales volume in units

Total

Unit

$

&

Cost of sales
Material
Labor
Overhead
(fixed var.)
Total cost of sales
Gross profit
Selling administrative

$

Net profit

$500,000

2.00
2.00

$100,000
100, 000

3.00
7. 00

150,000
350,000

3.00
2.00

$150,000
100, 000

1.00

50,000

$

Sales revenue

$10.00

&

cost concepts
and cost
behavior, since
no one costing
method is best
for all pricing
problems."

Exhibit 4
ANALYSIS OF $160,000 ORDER
The Acme Company
(Direct costing)
$160,000

Sales revenue

$

116, 000
44,000

4,000
1,000
5,000
39, 000

$

Incremental fixed costs
Production
Marketing
Total increm. costs
Added profit

$100,000
16,000

$

Variable costs
Production ($5 per unit)
Marketing (10% of sales)
Total variable costs
Marginal income

The Summit Corporation
(Absorption costing)

140, 000
20, 000
40, 000

Net loss

$

&

Cost of sales ($7 per unit)
Gross profit
Selling administrative

$160,000

$

Sales revenue

(20, 000)

$9 compared with Acme's unit of $6. The $9 cost,
however, includes a portion of the fixed manufacturing costs as well as a portion of all selling and
administrative costs.
Analysis of a $160,000 Order
The Brand X Company, a competitor in the industrv, recently suffered an explosion in its plant
which halted production for the next three or four
months. This company needs 20,000 units of the
same product to satisfy the immediate requirements of its customers. Brand X Company has approached both the Acme Company and the Summit Corporation with an offer to buy 20,000 units
at $8 per unit. For either company this would
18

mean extra sales volume; that is to say, it would be
in addition to its regular sales. As shown in Exhibit 4, the calculation for the Acme Company
indicates an increase in profits of $39,000. It is
important to recognize that the calculation includes the additional fixed costs that the company
would incur if it accepted the order ($4,000 for
production and $1,000 for marketing). Taking into
account the time and effort involved, the Acme
management must now decide on a course of action. It can accept the offer, it can reject the offer,
or it can bargain for a higher unit price.
The analysis for the Summit Corporation indicates that if the company accepts the order at the
$8 price it would stand to lose $20,000. An accountant, who recognized the limitation of absorption costing, would insist on revising the
standard product cost. This would require a determination of overall costs, and a reallocation of
overhead expenses to product lines and units of
product. Usually this would result in a somewhat
lower standard product cost; how much lower
would depend on the individual company's circumstances including the volume of other production. The revised product cost, however, will
not provide a valid measure of the profit impact
of accepting the offer.
Opportunity Cost
When a company is going to continue to make
and sell a standard product from stock, the relevant cost to be used for pricing decisions is the
future cost of replacing the stock sold. On the
other hand, when a company decides to discontinue a product line and it wants to dispose of
its complete stock, the future replacement cost is
not relevant. In this situation the opportunity cost
—the benefit foregone by not selling to the next
highest bidder —is the only relevant cost. Even the
variable costs that went into the making of the
product do not enter into the pricing decision.
Once the company has decided to discontinue
the product, it should sell to the highest bidder
regardless of cost to make.
Cost Plus Pricing
Cost plus pricing is fairly widespread, mostly
because it is considered fair to both buyer and
seller. It appears to protect the buyer against overcharging and the seller against loss. However, it
is not useful in setting prices except to provide a
general indication of price levels required to achieve
specific profit objectives such as prescribed returns
on sales or investment. Also, since most companies
have a variety of products in different stages of
their life cycles, it is not logical nor is it realistic
to expect them to be equally profitable.
Conclusion
The cost accountant must understand cost concepts and cost behavior, since no one costing method is best for all pricing problems. He must be
able to separate fixed and variable costs and to
Continued on page 32
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HUMAN ASSETS,
HUMAN RESOURCES AND
MANAGERIAL DECISIONS
Behavioral measurement is based on the premise that
behavioral variables such as motivation, group cohesion,
and morale determine the productive capacity of human
resources and consequently their value to the firm.

By Shu S. Liao
It has long been recognized that there is a positive
relationship between a firm's employees and its success. There has also been much written and said
about the advantages of measuring and reporting
the value of the employees as human resources.
However, there are still questions as to whether all
human resources should be measured as assets,
whether the reported value of human resources
would reflect an achievement in the intermediate
stage leading toward the long -term success of a
firm, and whether measures of human resources
would help management in making decisions.
Those accountants subscribing to the theory of
human resource accounting maintain that because
the employees of a firm have value and are important to the future performance of a firm, they
should be measured and reported as assets on a
published financial statement.' Others, however,
argue that human resources do not fit the definition
of an asset and therefore should not be reported as
assets. 2
Apart from the controversy mentioned above, the
immediate concern to the management accountant
is the question as to whether or not accounting for
human resources would improve the relevance of
information for performance evaluation and decision- making. Rensis Likert, the founder of the human resource accounting movement, is concerned
with the current management practice which focuses mainly on end - result measurements such as
sales volume or profits. He believes that managers
may sometimes pressure employees in order to improve short -term end- results at the expense of human behavioral variables such as motivation and
satisfaction. Such occurrences, he feels, are detrimental to the long -run productivity of the firm. He
also believes that the condition of the human organization determines the firm's productive capacity
MA N A G E M E N T A C C O UN TIN G / N O V E M B E R 1974

and, at the same time, that managers tend to focus
on what may be measured, rather than what may be
more appropriate (but not so amenable to measurement) . He, therefore, reasons that the condition of
human resources must be measured and reported
along with conventional end- results so that managers can be kept abreast of the changes in intermediate variables and their lagging relationship with
end - result variables. 3
In examining the differences between those human resources that can be reported as assets and
those that cannot in the conventional accounting
sense, we will attempt to assess the usefulness of
variables used in measuring human resources for
managerial decisions. We will also propose an alternate set of measures of human resources for managerial use in performance evaluation and decision making.
Are Human Resources Assets?
Arguments for assigning asset status to human
resources are generally based on the economic concept that an asset is capable of providing future
benefits to the firm. The fact that the employee
group is so important to the future success of a
firm, coupled with the general awareness that the
value of a business (as a going concern) is normally
greater than the value of its reported assets, prompts
manv writers to conclude that the individual employees of a business have value and therefore
should be reported as assets on the financial statements.'

S. S. LI AO
Piedmont Greensboro
Chapter 1972, is an
Assistant Professor of
Accounting and
Operations Analysis at
the State University of
New York at Buffalo,
Buffalo, N. Y. He holds
an M.S. degree in
Accounting from Utah
State University and a
Ph.D. degree from the
University of Illinois.
Professor Liao was
awarded a Certificate
of Merit in 1972 -73
and was also awarded
a Certificate of Merit
for this article
(1973 -74).

This article was

submitted through the
Piedmont Greensboro
Chapter.

See Michael H. Gilbert, "T he Asset Value of the Human
Organization," Management Accounting, July 1970.
z See Gale E. Newell, "Should Humans Be Reported as Assets,"
Management Accounting December 1972.
s Rensis Likert, The Human Organization, McGraw -Hill Book
Co., New York, N.Y., 1967, p. 146.
4 The management accountant's omission of human resources in
his reports hinges on his ignorance of productivity measurements.
This statement is borne out by the recent wage -price controls
which caught many a company unprepared. As the thousands of
applications poured in, it was found that the majority of
businesses either had invalid productivity measurements that
would not stand scrutiny, or had no idea how to create reliable
I
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Resources, however, differ somewhat from assets.
Economists tend to equate resources with factors of
production, which may be either capitalized or expensed. Assets, on the other hand, are related to a
specific firm and because they exclude certain
factors of production, are consequently narrower in
scope.,, In addition, both the proprietary and the
entity concepts of accounting insist that a firm have
specific rights to future benefits of things (or
people) before they can be claimed as assets. Put
differently: assets must be capable of being exchanged.
Given this framework of asset determination,
onlv those human resources under the control of
the firm through binding contracts qualify as assets.
Under this definition, professional sports clubs are
probably the only businesses that can claim human
assets. A star athlete actually fits the definition of
an asset (a super star is, without doubt, a gate
booster). As long as it does not release him as a
free agent, the team signing the star has the exclusive right to his services; he may be traded or
sold for cash, or kept in the club for his services.
It is therefore logical to record him as a valuable
human resource, or as an asset. Those human resource services which the firm does not have the
legal right to dispose of or control are excluded
from the currently accepted definition of assets because of the inherently temporary nature of those
services.
One can perhaps question the validity of using
the conventional definition of assets to examine
unconventional things such as human resources;
some argue that the service or services of the human
need not be legally secured by the firm to be an
asset to it. How often does one hear management
proclaim that its most valuable assets are the skill
and brainpower of its employees.,, However good a
public image this may provide, it is obvious that
management is referring to a factor of production
(or resource) when it says that people constitute
its most priceless asset. Nobody will question the
importance of human resources to a firm, but the
fact remains that under the private enterprise system, resources owned by the firm are something
different from the resources over which the firm
has no control. What is needed then is a method of
providing the data needed for managerial decisions
rather than an attempt to report human resources
as if they were owned by the firm.
Behavioral Measurement
Behavioral measurement is based on the premise
that behavioral variables such as motivation, group
cohesion, and morale determine the productive capacity of human resources and consequently their
value to the firm. This premise leads to several
suggestions for using behavioral variables in human
measurements, or both. See C. [Jackson Grayson, r., "H ow to
Make Productivity Grow Faster,' Business Week, my 14, 1973,
15. a distinction between economic analysis and managerial
"p For
analysis, see the author's comment on the theory of the firm,
Financial Management, Winter 1972.
e See Kenneth stiles, "What's Wrong With Financial Reporting —
Accounting for Research and Development," The Journal of
Accountancy, August 1961.
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resource accounting. First, behavioral measures can
be used to determine whether or not expenditures
related to the development and maintenance of human resources should be expensed or capitalized. If
capitalized, behavioral measures can be used to determine the amortization rate of human resource
investments.' Second, behavioral variables can be
used to predict changes in productivity and forecast
future earnings. The predicted earnings can then be
discounted to determine the present value of the
firm and its human resources.,, If meaningful financial measures cannot be derived from the behavioral
measures, however, then the behavioral determinants can only be used as nonmonetary indicators
of human resource value.9
Behavioral and End - Result Variables
Current interest in developing behavioral measures for human resource accounting stems from
the belief that the behavioral health of a firm does
affect its productivity. Hence, productivity can be
improved by drawing managerial attention to the
behavioral variables. Furthermore, improved productivity can be achieved only by measuring and
reporting the changes in these variables in the way
management is accustomed to dealing with them.
There is no doubt that better measures of motivation, morale, and group cohesion often result in
high productivity; however, the questions left unanswered are: (1) To what extent can the change
in productivity be accounted for by these behavioral
measures? and (2) What is the range in which this
causal relationship holds true? To answer these
questions one must look at the ability of employees
and the capacity of the firm. See Exhibit 1. Also,
can employees increase productivity if the firm invests in human resource input (causal) variables,
such as salary, working conditions, leadership styles,
and training? Investments in input variables could
increase morale and motivation, but the subsequent
improvements in intervening variables do not necessarily mean a corresponding increase in productivity.
Apart from those variables —such as physical facilities and systems efficiency —which the firm can
adjust, an employee's productivity is affected by his
own personal expectations on the one hand and his
ability on the other. Employees can be made happier but they may not work harder. There is also
evidence that personal ability plays an important
role in the attitude - performance relationship.10 As
Exhibit 2 shows, productivity seems to have a
curvilinear relationship to employee satisfaction.
Group cohesion, motivation, and leadership styles,
as measured in employee satisfaction, may or may
not be conducive to productivity improvement, depending on the opportunity for development, but
r R. Lee Brummet, Eric G. Flamholtz and William C. Pyle (eds.),
Human Resource Accounting: Development and Implementation
in Industry, The Foundation for Research on Human Behavior,
1969, p. 53.
" R. Lee Brummet Eric G. Flamholtz and William C. Pyle
"Human Resource Measurement —A Challenge for Accountants,"
The Accounting Review, April 1968.
Y
Eric G. Flamholtz, "T oward a Theory of Human Resource
Value in Formal Organization," The Accounting Review, October
1972.
io See E. E. Lawler, "Ability as a Moderator of the Relationship
Between job Attitudes and Job Performance," Personnel Psychology, 1966.
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there is an optimal level of opportunity to develop
productivity.
Although the particular slopes of the curves and
the relationship between productivity and employee
satisfaction would, of course, vary from one firm to
another, behavioral theory assumes that employee
groups are now somewhere to the left of the optimal point on the productivity curve. Exhibit 2 also
shows that increasing employee satisfaction does not
have a linear effect on productivity. Employee satisfaction continues to rise after the maximum results
on productivity have been realized. Continued efforts to motivate employees after that point is
reached may have little or even negative effect on
productivity.'' In short, general positive or negative
correlations between productivity and changes in
behavioral -based measurement cannot be established. The assumption that efforts to improve the
condition of human organization will result in
higher efficiency is valid only so long as the opportunity for productivity improvement lies to the
left of the optimal level.
Given the importance of human resources to
the success of a firm, management should have data
relevant to human resources for making sound decisions. The measurement of behavioral variables

as indicators of the value of its human resources
is, however, questionable. First, the end - result is
affected by too many factors other than behavioral;
and second, changes in productivity cannot be predicted without the knowledge of a firm's present
position on its productivity curve. If accountants
measure and report the end - result variables only,
however, we revert to the current practice (under
criticism) which ignores the value of human resources. The management accountant, therefore,
has the multiple responsibilities of developing, producing, and analyzing information to help management make the soundest possible decisions.
Productivity Measurement

".. .t he
current
(behavioral
measurement)
practice ...
ignores the
value of
human
resources."

A feasible, and probably most desirable, variable
to use for measuring human resources is the productivity of employee groups. This belief is based
on the following reasons:

R. J. House and L. A. Wigdor, "Hertzbe rg's Dual - Factor
Theory of Job Satisfaction and Motivation," Personnel Psychology,
1967.
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There is clearly a direct relationship between
productivity and end - result variables. Trends in
earnings can be better predicted by using productivity data than by using any behavioral
variables.
Although business environment plays an important role in determining future earnings, information of this type is readily available through
public media.

Exhibit 1
RELATIONSHIP BETWEEN BEHAVIORAL AND END - RESULT VARIABLES

Input
variables

Intervening
variables

Intermediate - result
variables

Salary

Motivation

Turn -over

Working condition

Group cohesion

Absenteeism

Leadership styles

Morale

Human resource
productivity

Physical facilities
Volume fluctuations
Systems efficiency

Capital resource
productivity

End - result
variables

Sales
Profits

Changes in job
content

Employees'
personal factors

Personal aspiration levels
Personal ability

Business
environment

_J

Notes:
1. Variables appearing below the dotted line are recognized as
being beyond the control of company management.
2. The variables listed are by no means exhaustive. Only those
needed to show the causal relationship are given.
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"...we
recommend
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variables be
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the value of
human
resources

Exhibit 2
BEHAVIORAL AND PRODUCTIVITY
MEASURES - -TWO VARIABLES

Exhibit 3
BEHAVIORAL AND PRODUCTIVITY
MEASURES - -THREE VARIABLES

Employee
satisfac tion \`

Employee
s at is f ac tio n _ _`

Productivity

- °

Optim um
produc tivity

w
Cr

¢

/
/

..."

For decision - making, management needs information about the opportunity for improving productivity, which includes the position of the firm
in its productivity curve, the capacity at that
point, and actual employee performance.
The third point needs further explanation. Production improvement is not designed simply to
drive employees to work harder. It is the design of
an efficient system using all available resources —
natural, human, and financial. To the extent that
a system is not perfect, there will be a gap between
actual performance and potential capacity. In Exhibit 3 the plotting of an additional variable —
potential capacity—will provide management with
a realistic objective against which to measure productivity.
As far as managerial decision - making is concerned, there are two opportunities for improving
productivity. This is shown in Exhibit 3 by the
segments PQ and RP'. Theoretically, human resources are worth only the effort, NQ, which they
contributed. The segments PQ and RP' point out
the direction management should follow to increase
and optimize the value of human resources. The
level P is the attainable productivity under the existing conditions, and the theoretical maximum,
R, is available only if a mathematical analysis is
performed to plan an optimal level of operations.
What are the advantages of using productivity
variables to measure the value of human resources?
First, they show a direct relationship with the end result variables. Second, they provide relevant information for human resource management. Third,
they become a fair basis upon which to determine

'

Actual

I
I
I

1
I
I

produc tivity

I
I
I

I
I
I

IN

10

Op po rt un i t y to i m p ro ve m ea s u re s

Opportunity to improve measures
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Potential
produc tivity

R

how much of the economic fruits of productivity
improvement should be shared with the employees.
And they provide strong support for any reasonable
wage -price increase application.
Summary
We have argued in this article that, in an in.
dividual firm, economic resources do not necessarily fit the definition of an asset. An asset must
have future service potential and accrue exclusively
to the firm. Only those human resources under the
control of the firm through binding contracts
qualify as assets. We have also argued that deriving
a direct monetary value for human resources as is
done for asset valuation in accounting is inappropriate because it does not necessarily reveal the nature
of an employee's value to the firm.
The use of behavior -based measures, though more
feasible and practical, is based on the assumption
that an improvement in the behavioral measures
will lead to an improvement in the end - result
variables. This assumption, it has been seen, can be
questioned on the basis that not enough factors are
measured to reach a valid conclusion, and that
changes in productivity cannot be predicted without
knowing the firm's current position on its productivity curve.
Our conclusion then, is that the end - result variables, such as sales and profits, have a direct relationship with productivity, but productivity does
not generally have positive or negative correlations
with the behavioral variables of human resources.
Therefore, we recommend that the productivity
variables be used as indicators of the value of human resources to the firm.
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ACCOUNTING
FOR CORPORATE
SOCIAL PERFORMANCE:
A SURVEY
There is a need to identify those business activities which
have substantial social consequences, to measure or otherwise
describe the efforts and accomplishments involved in those
activities, and to report the information in an appropriate
manner t o interested part ies.

By Andrew H. Barnett and James C. Caldwell
Through the Committee on Accounting for Corporate Social Performance, NAA has taken a leading
role in attempting to solve the problems of social
performance measurement.' The first report of this
Committee appeared in the February 1974 issue of
MA N A G E M E N T A C C O UN TIN G . I n
t h i s report, the
Committee stated as its objective the development
of a system of accounting for corporate social performance which may be used ultimately for reporting to the public. Wi th this objective, the
Committee is proceeding into a virgin area of management accounting.

The Survey
To comp lement the work of the Committee, a
survey was undertaken by the authors to identify
the views of NAA members regarding this subject.
A questionnaire, consisting of 15 propositions about
social performance accounting, was mailed to 695
NAA members holding positions of leadership in
the Association, at local and the national levels.
Th e respondents were asked to indicate their
opinion regarding each proposition. The persons included in the sample were selected from among
those listed in the 1973 -74 edition of the NAA
Directory. Specifically, the sample included the following groups: national officers, national directors,
past presidents, the Board of Regents of the Institute of Management Accounting, officers and governors of the Stuart Cameron McLeod Society,
and the chapter presidents and secretaries of all the
MA N A G E M E N T A C C O UN TIN G / N O V E M B E R 1974

domestic chapters. Two hundred and sixty-one
usable responses were received, representing a response rate of 38.42 percent.2 Listed below is a
distribution of the respondents according to their
positions of employment :3
Position
Accountant
Controller and. /or chief accountant
Cost accountant
Financial vice president
Internal auditor
Treasurer
Public accountant
Educator
Other
Total

Percent
12
27
3
5
5
6
19
5
18
100

Objectives of the Survey
Eight issues pertaining to accounting for corporate social performance were included in the questionnaire. Specifically, the issues are as follows:
1. The need for a social performance information
system

wr�

A. H. BARNETT
Lubbock Area
Chapter 1973, is an
Assistant Professor
of Accounting at
Arizona State
University, Tempe,
Ariz. He holds
B.B.A. and M.B.A.
degrees from Baylor
University and a
D.B.A. degree from
Texas Tech
University.
This article was
submitted through
the Lubbock Area
Chapter.

'S e v e r a l o t h e r gr o u p s in c lu d in g th e Am er ica n Ac co u n tin g Associatio n an d th e A I 6 PA , a r e also wo rk in g in an a t t e m p t to
deve lo p acc o u n ti n g m o d els fo r m ea su r in g th e so cial im p a c t of
business decisions.
f

The sample can be considered representative of the membership
of the NAA to the extent that the views of the national leaders
and local leaders represent the views of their constituents.
However, it should be noted that any generalizations contained
herein are limited to the sample and no inferences are made
regarding the NAA membership as a whole.
Of the total number of respondents, 40 percent said they were
CPAs, although only 19 percent indicated that they were employed
in public practice.
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2. The applicability of different measurement forms
3. The role of the management accountant
4. The users of reports on social performance
5. The desirability of independent audits of social
performance information
6. The social relevance of profitability
7. The scope of activities having a social impact
8. The specific performance areas
J. C. CALDW ELL
Lubbock Area

Chapter 1969, is an
Associate Professor
of Accounting at
Texas Tech
University, Lubbock,
Tex. He holds B.S.,
M.S., and Ph.D.
degress from the
University of
Alabama.

The respondents were asked to identify their
views by selecting one of five categories of responses: strongly agree, agree, indifferent, disagree,
and strongly disagree. The 15 propositions included
in the survey are illustrated in Exhibit 1. The percentages shown have been adjusted to exclude returned questionnaires which did not contain a response; thus, the total of the percentages for each
individual item equals 100 percent.
NEED

On the first item, Need, 71 percent of the respondents to the questionnaire generally agree that
a need exists to develop a system for accounting for
social performance.4 General agreement also exists
in every job category listed above. The degree of
agreement ranged from a maximum of 85.8 percent
among educators to a minimum of 60.0 percent
among treasurers. However, 19.6 percent of the
public accountants participating in the survey indicated an indifference regarding the existence of a
need for social performance information systems.
In addition to the stated questions, the respondents were given an opportunity to comment about
any of the issues addressed in the survey. Most of
the comments either expanded on the respondents'
reasons for support or opposition to the idea of accounting for social performance. Some of the reasons supporting the need for a social performance
information system are as follows:
1. To provide a means of identifying and rewarding
business for social contributions
2. To facilitate the transfer of costs of social activities to other segments of society
3. To increase the awareness of society about business' social contribution
4. To identifv the adverse effects on the environment and the financial impact thereof
5. To improve the credibility and reputation of
business
Most of the reasons given in opposition to accounting for corporate social performance are related to the difficulty of measurement. Some of
these reasons follow:
1. Objective measurements are extremely difficult,
if not impossible, to make.
2. Meaningful social performance standards are difficult to establish.
3. Social activities are beyond the realm of corporate activities unless they are specifically required by the government.
4. The benefit of such information is questionable.
24

MEASUREMENT FORMS

An overwhelming majority of the respondents
recognize the need to develop new forms of measurement in accounting for corporate social performance. More than 90 percent agree that descriptive measurement forms are needed to supplement
numerical measurements. Of that group, 88 percent
agree that numerical measurements should not
necessarily be limited to monetary (dollar value)
forms. In this respect, the respondents are in agreement with the stated objective of the NAA Committee: to "Develop objective systems of measurement ... which may be numeric, in monetary or
in non- monetary terms; or descriptive." 5
THE MANAGEMENT ACCOUNTANT'S ROLE

The respondents appear to view the management accountant's role in social accounting as one
of an educational and motivational nature rather
than one of primary authority and responsibility.
The proposition that management accountants
should assist in educating and motivating managers
to consider social consequences of their decisions
met with general agreement. However, only 46 percent agreed that the management accountant is
most qualified to assume primary responsibility and
authority for the development of corporate social
performance information systems.
In commenting on this question, many respondents stated that the primary responsibility and
authority for the development of corporate social
performance information systems should be vested
in the highest level of management. In fact, several
respondents suggested that a specialist be given this
responsibility, and the specialist most often suggested was the management accountant. The management accountant's expertise is in measuring and
communicating economic information of a quantitative nature. His expertise thus qualifies him to
participate in the development of social performance accounting systems; indeed, it may qualify
him to assume a leadership role. However, the task
requires an interdisciplinary effort. Sociologists, psychologists, statisticians and other specialists are
needed in the development of these systems because of the myriad skills required.
USERS

General agreement exists among the respondents
regarding the desirability of reporting about corporate social performance to both internal and external users of information. However, more importance is placed on reporting to internal users than
to external users. This appears to be consistent with
the NAA Committee's position which seemed to
regard the reporting of social performance as a basis
for internal appraisal as a more immediate goal than
the reporting of social performance to the public.
4
For purposes of interpretation, general agreement is assumed to
exist if more than 50 percent of the respondents indicate that
they either agree or strongly agree; likewise, general disagreement
exists if more than 50 percent indicate they either disagree or
strongly disagree.
s "Accounting for Corporate Social Performance," Management
Accounting, February 1974, p. 39.
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Exhibit 1
PERCENTAGE DISTRIBUTION OF RESPONSES TO THE SURVEY
Agree

Indifferent

Disagree

Strongly
disagree

Need
1. T here exists a need to develop information syst ems for the measurement
of corporate social performance.

19.6

51.4

10.2

10.9

7.9

Measurement forms
2. Descriptive measurements, in addition to numerical measurements, are
needed to measure social performance.

22.2

70.3

5.6

1.4

0.5

21.9

66.0

7.4

4. 2

0.5

24.7

60.5

10.2

3.7

0.9

6.9

39.1

26.3

24.9

2.8

21.6

73.3

4.6

0.5

0.0

14.9

60.9

14.9

7.9

1.4

Audits
8. An ultimate goal should be independent audits of corporate reports on
social performance.

6.0

35.8

22.5

26.1

9.6

Relevance of profit
9. The potential of a corporation for continued social contributions depends
upon a satisfactory degree of profitability.

49. 8

39.2

3.2

6.9

0.9

19.8

70. 1

7.4

1.8

0.9

10.9

72.6

5.6

1.9

0.0

The management accountant's role
4. The management accountant should assist in educating and motivating
managers to identify and evaluate the social consequences of their decisions.

5. The management accountant is the most qualified to assume primary
responsibility and authority in the development of a corporate social performance information system.
Users
6. An ultimate goal of a corporate social performance information system
should be t o provide a consistent and reasonably uniform basis on which
to measure social performance and repor t t o internal users.

-

-

--

-

-

-

Performance areas
12. A social performance information system should provide a basis for reporting on the following major areas of social performance.

-

--

-

-

-

-

-

-

11. In order for social performance to be measured and reported, it is necessary to identify the areas of social activity and consider the economic
consequences of each activity.

-

Scope
10. A social performance information system should have the capacity to
measure the impact upon society of corporate activities, including economic
activities and other activities undertaken to improve the qualit y of life.

-

-

-

7. An ultimate goal shoul d be to report to external users.

A. Community involvement- ac tiviti es whi ch pri mar ily benef it the general
public, such as philanthropy, provision of health care, etc.

16.6

75. 1

7. 8

0.5

0.0

B. Human resources- activities directed toward the well -being of employees, such as training programs, employment practices, promotion
policies, working conditions, etc.

32.3

64.0

2.3

0.9

0.5

C. Physical resources and environmental cont ributi ons- activit ies di rected
toward alleviating or preventing environmental deterioration, such as
control of air, water , and noise pollution, etc.

29.0

65.9

5. 1

0.0

0. 0

D. Product or service contributions - customer relations and effects of
products or services on society, such as labeling and packaging requirements, advertising practices, produc t qualit y and safety, etc.

22.8

66.5

9.8

0.9

0.0
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-

3. Nonmonetary and monetary forms of numerical measurements are needed
to measure social performance.

--

agree

Strongly
Proposition
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"...an

important sub population of
NAA members
recognize the
impact upon
society of
corporate
social
activities..."

AUDITS

With respect to audits, the NAA Committee
stated that one of the purposes of a corporate social
performance accounting system is "Ultimately to
provide a basis for independent attestation...." 6
This goal did not meet with general agreement
among the survey respondents; only 41.8 percent
agreed. An interesting finding here was that 47
percent of the CPAs disagreed with the proposition,
while 47 percent of the non -CPAs agreed. Of the
CPAs in public practice, a majority opposed the
goal of independent attestation. The reasons for
such considerable opposition were not delineated.
It is likely that three factors account for most of
the opposition: (1) a perceived difficulty in attesting to non - quantitative measurement, (2) a perceived difficulty in developing appropriate quantitative measurements, and (3) a belief that someone
other than public accountants should assume the
responsibility of auditing social performance reports. If quantitative measurements could be developed, perhaps practicing CPAs would not oppose
independent attestation.'
RELEVANCE OF PROFIT

The survey respondents were in general agreement with the proposition regarding the necessity
of a satisfactory level of profitability for continued
social contributions. This is in agreement with a
major contention of the NAA Committee, that the
social dimension of a corporation's net income
should be recognized. The Committee notes that
.. it is appropriate to consider the social significance of net income before dealing with the more
obvious social performance categories." The Committee also states:
"In this respect, profits are fundamental. Perpetuation of a private sector corporation and
its potential for continued social contribution
depends upon a satisfactory degree of profitability. Thus, net income is basically a short run assessment of wealth creation... . Resources provided by this net income may be
variously distributed thus providing various
a m o u n t s o f so ci a l p r od u c t , b u t a pr o fi t a bl e o r -

ganization necessarily provides satisfaction for
its many constituencies." s
SCOPE

With this question, the views of the respondents
were sought regarding the scope of social performance; that is, did they agree or disagree that the

e
I

Ibid.

T h e results of a survey of sen ior m e m b e r s of " B i g 8 " C P A
firm s
r t o sup por t this con clus ion . I n t h a t s u r v ey , 66 p e r ce n t
fa vo re au d itin g re po rt s on th e effec tiven ess a n d / o r efficien cy of
social pr ogr am s if a p p r o p r ia t e qu a n ti ta tive in d ica to rs of a n o n finan cial n a t u r e cou ld be develop ed . " R e p o r t of th e C o m m it t e e
on Mea sur es of Effectiveness fo r Social Pr o g r a m s, " Ac co u n tin g
Revi ew, S u p p le m e n t t o V o l. X L V I I , P . 3 8 1 .
Op . � i t.
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information system should provide information to
measure the impact upon society of economic activities and activities undertaken to improve the quality of life. A significant number, 89.9 percent,
agreed with the proposition. Also, the proposition
regarding the need to identify areas of corporate
social performance and to include measurements of
their economic consequences in social reports was
met with overwhelming agreement of 83.5 percent.
Many of the respondents made reference to the
fact that much confusion currently exists as to the
meaning of the term "social performance." Like the
Committee, the respondents asserted that the term
embodies both economic and noneconomic activities. In other words, each of a corporation's activities has a social impact, whether the action is
directed toward an economic objective, or toward
improving the quality of life, or toward both.
PERFORMANCE AREAS

In an effort to establish a frame of reference for
the identification and classification of corporate
social activities, the NAA Committee delineated
four major areas of social performance: (A) community involvement, (B) human resources, (C)
physical resources and environmental contributions,
and (D) product or service contributions. The respondents were asked to express their views about
the applicability of each of these areas and to recommend additional areas they considered appropriate. Every major area met with agreement among a
large majority of respondents. Because no additional
areas were suggested, it appears that, in the opinion
of the respondents, the areas delineated by the
Committee constitute a comprehensive frame of
reference.
Some of the respondents' comments amplified
the performance areas. One person suggested that
"community involvement" included cooperative activities with all levels of government. Another indicated that the mere existence of a business in a
community qualifies as a social contribution, "even
the business which is marginally profitable lends
strength and depth to local economics."

Conclusion
These findings indicate that an important sub population of NAA members recognize the impact
upon society of corporate social activities and that
they support the stated objective of the Committee
of Accounting for Corporate Social Performance.
Wi t h the exception of the question on audits, or
independent attestation, those surveyed were in general agreement with every issue addressed in the
survey. This would indicate that there is a need to
identify those business activities which have substantial social consequences, to measure or otherwise describe the efforts and accomplishments involved in those activities, and to report the
information in an appropriate manner to interested
parties.
E]
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CONDOMINIUM
ACCOUNTING
Since 1 was the only accountant in the group, l was immediately
appointed a member of the finance committee.

The Condominium Defined
Chapter 711 of the Florida Statutes is known as
the condominium act, and was enacted to give
recognition to this form of ownership of real property., In a condominium, each apartment has a
separate deed and taxes are assessed on the individual apartments, which may also be mortgaged.
However, the individual owners own a proportional
share in the common elements, such as: the land,
parking area, lobby, elevators, pools, recreation
rooms, boilers, trash rooms, etc.; and they share
the cost of the building's insurance and of maintenance for the common elements. Individual insurance to cover personal property against fire,
theft and other hazards, on the other hand, is the
responsibility of each individual owner.
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Before reaching retirement age, I was certain that
I would never invest money in a cooperative or
condominium apartment. I did not like the idea of
not owning the land that I lived on, or of owning
it together with many other people. With that set
attitude, my wife and I looked for a suitable single
family home after we retired and moved to Florida.
While we were looking, we began to realize that
for an elderly couple a home would require too
much attention and an apartment would be much
more preferable. That is how we came to buy an
apartment in a condominium.
Two months after moving in, I was offered the
honor of filling a vacancy that existed on the board
of directors. I accepted and immediately became
involved in the management of the condominium
association. Since I was the only accountant in the
group, I was immediately appointed a member of
the finance committee. During the two- and- a -halfyear period that I served on the board, I learned
many things. Some of these things I would like to
pass on to the readers.

A condominium is created by recording in the
public records of the county a "Declaration of
Condominium" executed by all persons having
title of record to the land. This document, together with the "articles of incorporation" and the
corporation's "by- laws," form part of the "abstract
of title" which each owner or the mortgagee gets
when the individual property is conveyed. The
condominium may or may not be incorporated and
if it is, it may be "for profit" or "not for profit,"
and the articles of incorporation must be certified
to by the Secretary of State, the same as for any
other type of corporation. Our association is a
corporation "not for profit" and all directors and
officers serve without compensation.
The operation of the condominium association
is governed by the by -laws, which provide, among
other things, the form of administration, the title
of the officers and the "restrictions, rules and regulations" respecting the use of the common elements. The maintenance of the common elements
is the responsibility of the association. According
to our by -laws, the members' assessments are to
be based on a budget classified into: (a) current
expenses, (b) reserve for major repairs, and (c)
reserve for equipment replacements. The building
insurance, which is paid annually, is covered by a
separate assessment.
In our condominium, a prospective new owner
is interviewed by members of the board of directors before issuing him a "Certificate of Approval."
All new owners are also given a "Certificate of
Ownership" which indicates their proportionate
share or percentage of maintenance expenses and
common surplus, and which entitles them to one
vote for every apartment unit they own. An owner
may rent his apartment but his tenant must also
be interviewed and approved by the board.
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1
In a cooperative, as opposed to a condominium, individuals own
stock in a corporation formed to purchase the apartment building
and one mortgage on the entire property is divided among the
shareholders.
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Accounting Function
As a member of the finance committee, I soon
found that the maintenance assessment established
by the developer did not provide for any reserves
as required in the by -laws and that we were having
difficulty meeting our current expenses. My first
step, therefore, was to prepare the association's
first budget which unfortunately called for an increase in the maintenance assessment established
by the developer. This action, approved by the
board, met some resistance from a minority group
of members but was finally accepted and we had
no difficulty collecting the new assessments from
every one involved.
I would like to point out that in our condominium the maintenance assessment is prorated on
the basis of the original values of the apartments.
Some other condominiums use a fixed equal amount
for all apartments, regardless of the number of bedrooms each contains and the floor on which it is
located. In our case, we felt that the outlays for
electric power, fuel oil, and repairs to the elevator
and hot water systems, were a very substantial part
of our expenses, and that they were incurred primarily for the benefit of the upper floors. We also
felt that an apartment with more than one bedroom would be occupied by more people demanding more services. Also, since the values of the
apartments on the upper floor are higher, the in-

surance basis seemed to us to be just as equitable
for the maintenance assessment.
Since we were a not - for -profit corporation, my
next step was to apply for an income tax exemption
status. To my surprise, this request was denied on
the grounds that condominiums were not covered
by any of the categories under Section 501 of the
Internal Revenue Code. However, we did not accept the IRS determination and requested a conference on the subject.
We believed that as owners, we were building
up two reserves for future major expenses with
moneys coming from our own maintenance assessments. One of these reserves was for replacements
and the other for major repairs. This resulted in a
surplus and an increase in our equity, and it did not
seem fair that we should have to pay an income tax
on the surplus.
At the conference, an exempt organization specialist analyzed our financial statements. See Exhibits 1 and 3. Although he conceded that the only
item of profit was the interest on our savings bank
account, he still ratified the determination that we
could not be granted exemption status under Section 501. However, he did rule that we could treat
our organization as a "taxable cooperative" under
Section 1381 -88 of the Internal Revenue Code.
As a result of that conference, we are filing our
income tax return on form 1120 as a "Taxable
Cooperative." See Exhibit 2. We show all our re-

Exhibit 1
BALANCE SHEET
DECEMBER 31, 1973
Mainte-

&

&

ante
fund

896. 33

Total

350. 00
100.00
288.87

350. 00
100.00
288.87

$

25. 00

896. 33
1,824. 71
25. 00

$929.59

$929.59

84. 00
728.19

728. 19

4,297. 10

$

30. 20
192.00

$

$895.12

$

$
$

1,744.20

728. 19

30. 20
192.00
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856.98

856. 98

$895. 12

$929. 59

1,744.20

$895.12

$929.59

728. 19
728.19

$

887. 22

$

$

81. 16
13.84
4. 94
534.84

$

Total

$

Owners equity
See Exhibit 2

81.16
13.84
4.94
534. 84

$

$

&

Liabilities
Prepaid assessments:
Apt. 203
Apt. 302
Accrued wages taxes:
Sal ary- n et
Taxes - employee
Taxes
assn.
Accounts payable

Insur-

84.00

$

Total

Reserves
ReplaceMajor
repairs
ments

$895. 12

&

Assets
Cash in bank:
Checking account
Savings account
Petty cash
Utility deposits:
light
Power
Water
sewers
Property
equipment
Unexpired insurance:
Workmen's comp.
Fire, theft, liab.

$

nance
fund

3,440. 12
4,297.10
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Exhibit 2
FORM 1120
m' j 20

U.S. Corporation IncomeYTaxIReturn
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"In order to
establish
internal
control, our
financial
statements are
prepared on
an accrual
basis."

ceipts as gross income (line 11) and our disbursements as deductions (line 27). As a result, the
taxable income is equal to the interest on our savings account ( line 30) .
In order to establish internal control, our financial statements are prepared on an accrual basis. For
example: the amount of $13,320.00 shown as main tcnance assessments in Exhibit 3 is exactly the
amount of the total maintenance budget on which
the assessments were based. Thus, every dollar due
from the members is fully accounted for.
The financial statements, Exhibits 1 and 3, arc
prepared annually and copies are distributed to all
members in accordance with the requirements of
the by -laws. However, the data on the "Owners
Equity" or surplus balance is available at the end of
every month, and will be given to any member who
may request it. This is usually done when a member
is selling his apartment and needs the data so that
he can charge his share of the equity to the buyer in
the closing statement.
In summary, we should remember the following
important points:

turn can be prepared as a "taxable cooperative,"
so that taxes will be paid only on income received from sources other than from the members themselves.
2. Financial statements may be prepared on an
accrual basis so that all assessments due during
the period are fully accounted for and agree
with the budget which originated such assessments.
3. The data on the owners equity or surplus should
be available monthly, so that owners selling their
apartments may charge their share of this surplus
to the buyer in the closing statement.
Conclusion
A prospective new owner, when interviewed by
members of the board of directors of the association, should request a copy of the restrictions, rules
and regulations. It is also very important for a new
owner to obtain from his attorney or mortgagee a
copy of the Declaration of Condominium and the
by -laws of the association. These documents form
a part of the abstract of title and contain information which the owner needs in order to exercise
his rights and obligations for the benefit of all concerned.

1. When a condominium is organized as a not for -profit enterprise, the federal income tax re-

Exhibit 3
OWNERS EQUITY
DECEMBER 31, 1973

Owners e q u i t y - 12 / 3 1 / 7 3
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728. 19

$600. 00
$2, 383. 00

372.05
23. 84

26. 85

$623. 84

$626. 85

15.00
10.00
3.47
$12,520. 52

$

$

$2, 383. 00

$12,671.79

$

$
$

$600.00

728.19

812.19
943.40

$12,671.79
34.32
36.30
1.87

34. 32
36.30
1.87

$2, 383.00

200.00
2,383.00
49. 49

49. 49

887. 22

131.21

$16,154. 21

$200.00

$12, 721.28

1,719.28

$13,320.00
2,383.00
372. 05
50.69
15.00
10.00
3.47

72.49

$200.00

$2, 383.00

$15,376.77

$895.12

$929.59

728. 19

3,440. 12

$

Total expenses

215. 21

$12,120.00

Total

$

$

Deduct expenses 1973
Maintenance expense
Replacements:
Fire extinguisher
Door cl oser - 2nd fl oor
Light fixture
Major repairs:
Insulating hot water pipes
Insurance
Depreciation

0.

131. 21

$

Total income

$502.74

84.00

$

Add i nc om e - 1973
Assessments maintenance
Assessments - insurance
W ashing machines
Interest on savings
Late charges
Electric current on sign
Purchase discounts

$343.77

Insurante
fund

$

$

$

Add adjustments
Equipment acquired in
1969/72 -net
Unexpired insurance
as of 12 / 3 1 / 7 2

872.77

Reserves
ReplaceMajor
ments
repairs

$

O w n e r s e q ui t y- 1 2 / 3 1 / 7 2

$

Maintenance
fund
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A HOBBY
OR A TAX SHELTER?
When is a hobby not a hobby? When is it a sideline business
engaged in for profit? These are typical questions that must be
answered by the taxpayer if a tax shelter is what he is seeking.

Deductible losses from hobbies have been popularly employed by many taxpayers in the past to
shelter their regular income.' However, if the hobby
is strictly for pleasure and not for profit, the Internal Revenue Service and the courts usually rule
that the losses are not deductible. On the other
hand, if the hobby can be construed as a sideline
business, engaged in by the taxpayer with the intent of making a profit, as evidenced quantitatively
in dollars and /or by an analysis of the surrounding
circumstances, the taxpayer is usually able to deduct his losses from taxable income.

taxpayer's other sources of income and his capital
reserve. In other words, did the taxpayer need to
engage in the activity for profit? If the answer was
yes, then the time spent by the taxpayer as well
as his interest and know -how in the operations of
the business were given some consideration.
In 1954 Congress attempted to define the distinction more precisely by limiting a hobby loss to
$ 50,000 in any one year, if the taxpayer's losses
exceeded $50,000 per year for five consecutive
years.' Under this law it was relatively easy for a
taxpayer to reduce his loss in any one year to less
than $50,000. Thus, hobby losses frequently were
fully deductible in all years.

Hobby Versus Sideline Business

Limit on Hobby Losses

When is a hobby not a hobby? When is it a
sideline business engaged in for profit? These are
typical questions that must be answered by the
taxpayer if a tax shelter is what he is seeking. Before the Tax Reform Act of 1969 the Internal
Revenue Service had great difficulty in developing
and imposing its standards in order to classify a
taxpayer's activity as a hobby' The courts also
seemed to have difficulty in arriving at a clear distinction between a hobby and a sideline business.
The basic point of law running through almost all
of the cases was that, in order to qualify as a trade
or business, the taxpayer's activity had to be operated for the purpose of making a profit.3 This
brought into play the need to determine the taxpayer's motivation. If the taxpayer's intent and
reason for engaging in the business was to make
a profit, and if there were no other pertinent factors, his losses were considered deductible. However, the intent of the taxpayer, although given a
great deal of weight, was not the sole determining
factor. All the circumstances surrounding the situation were considered. For example, it was important to know whether the taxpayer made a gain
or loss in prior years, and what, if any was the
relationship between the taxpayer's principal occupation and his hobby. Also considered were the

The Tax Reform Act of 1969 has effectively
limited the deductibility of hobby losses by utilizing another concept. Under this law, income from
a hobby is taxable and expenses are deductible only
up to the amount of income. Stated another way,
a true hobby loss cannot be used to reduce taxable
income from other sources. When computing the
amount of income from a hobby, the gross amount
must first be reduced by expense items which are
deductible without regard to whether they are incurred in a trade or business or for production
of income. Examples of such expenses are interest,
state and local taxes, and casualty losses. Other
hobby expenses are then deductible only to the
extent of this reduced income. This provision effectively negates the deduction of true hobby losses,
and in effect destroys the tax shelter, unless it
can be demonstrated that the hobby is in reality
a sideline business. If the hobby is really a sideline
business (under certain situations), losses can be
deducted, thus reducing taxable income.

By J. Richard Troester
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Such activities as raising cattle; breedingg showing and training
of horses and dogs; buying, selling and coliecting of coins, stamps
and antiques; rental of vacation homes, boats, trailers, campers,
and even yachts; and scientific consultation and experimentation
have generated losses which saved many dollars of taxes.
' Taxation for Accountants, October 1972.
s Journal of Taxation, May 1970, pp. 290 -291.
4
Code Section 270, repealed by Section 183.
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"Unless the A Sideline Business
taxpayer
himself
devotes much
time to the
business . . .
the activity
usually will be
considered a
hobby..."

The distinction between a true hobby and a
sideline business was quantified under Section 183
of the Tax Reform Act of 1969, which provides
that an activity will be presumed not to be a hobbv
if there is a profit derived from the activity in at
least two of five consecutive years beginning after
1969. If the activity is the breeding, training, showing or racing of horses, however, the criterion is
two years of profit out of seven consecutive years.
The five or seven years cannot include years ending
prior to 1970. This provision might work a hardship on a new sideline business, since greater losses
are normally created in the beginning years. For
example, a taxpayer might have begun a sideline
business in 1970, not as a hobby but with an intent
to make a profit. Due to beginning operating problems, he suffered losses in 1970, 1971, and 1972.
If the Section 183 presumption of two years' profit
out of five were applied, the taxpayer's activity
might be ruled a hobby and not a sideline business,
with a consequent disallowance of his losses.
A provision to allow the taxpayer to defer the
determination of whether the activity is a hobby
or a sideline business until 1975, or four years after
the activity was started, was included in the 1971
Tax Act.5 This provision could eliminate this hardship for new businesses. However, the taxpayer
must file an election and execute a waiver of the
Statute of Limitations, since the taxable income
for five prior years might be subject to adjustment.
To meet the two -year presumption many taxpayers, especially those who are on a cash basis,
have been able to time major expenditures so as
to create a profit in only two years out of five. A
typical example is a second home which is rented
to others during certain seasons. Major repairs and
maintenance were delayed for two years so that a
profit was generated in the first two years. Care
must be exercised, however, to insure that the repairs and maintenance cannot be construed as improvements which must be capitalized.
The activity of "gentlemen farmers" has long
been a popular means of sheltering income.e Losses
from the sideline business of farming have been
used to offset the principal business income of
the taxpayer. Although the new rules tighten the
requirements for sideline business status, under

certain circumstances some leeway still remains,
particularly if the taxpayer is on a cash basis. Purchases of feed or fertilizer and the sale' of livestock
and crops may be timed to generate profits in two
of the five years. The losses in the other three years
will then be fully deductible. Again, there are
some pitfalls, however, since the Internal Revenue
Service has ruled that the taxpayer must take
physical possession of the material, in addition to
paying for it.

T. D. 7198
If the taxpayer can show that the loss was suffered in a bona fide trade or business or for the
production of income, any loss is deductible, even
though the taxpayer does not meet the two -year
profit requirement. The Treasury Department ruled
in T. D. 7198, issued July 1, 1972, that all the
facts and circumstances surrounding each case must
be considered to determine if the activity is engaged in for profit. Listed in the ruling are a
number of factors which normally should be taken
into account. If books and records are kept, if the
activity is carried on in a business -like manner, if
the taxpayer maintains up-to -date methods and discontinues unprofitable operations, a profit - making
venture may be indicated. Utilization of expert advice and extensive study of the factors affecting the
business might also presume a profit motive. Unless
the taxpayer himself devotes much time to the
business or hires competent help to run the business, the activity usually will be considered a hobby, particularly if there are recreational aspects involved. However, regardless of any of the above
facts and circumstances, if the IRS can prove the
taxpayer did not have as his objective the making
of a profit, his activity will not be considered a
sideline business but a hobby, and consequently
any loss will not be deductible.
Conclusion
The impact of the new rules on hobby losses is
not entirely clear. However, enough of the intent
is known: "true" hobby losses are not normally
deductible, and a sideline business must show a
profit for a definite time in order for losses to be
deductible.
❑
Section 311(b) 1971 Tax Act.
" journal of Taxation, October 1970, p. 198.

THE ROLE OF COST IN PRICING
Continued from page 18
identify the direct fixed costs. Also, for decision making, he must know that only future costs and
future revenues are relevant. However, a knowledge of past costs and past revenues may help to
develop better estimates of the future.
However, although cost is a very important factor
in dealing with pricing problems, it is not the only
32

consideration. Some knowledge of demand and of
the price elasticity of demand is also essential. In
addition, it is important to know something about
the utilization of capacity and the market strength
or weakness of the product involved. He will find
that in the short -run management's concern is the
efficient utilization of available capacities. And in
developing the annual profit plan, management
seeks the most profitable use of these capacities. ❑
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BUSINESS
PLANNING
AT 3M
The "buzz" words of business have changed, but the
actions they describe aren't necessarily different; although
they are, admittedly, more complex in the larger worldwide
organization we have become.

By Donald E. Garretson
ago,

so

or

years

when 3M was headTwenty-five
quartered down near East Seventh Street in St.
Paul, there was a table in our cafeteria —a corner
table it was —that was by common consent reserved
for management. Oh, anybody could sit there —
and many a new employee did on his first day —
but it could not escape him, if he did, that what
went on at that table was quite extraordinary, and
he probably would seek out more commonplace
company next time.
That table was where William McKnight and
Archibald Bush and Herbert P. "Herb" Buetow
and Clarence B. "Sandy" Sampair and many of the
other grand old men of 3M sat and talked business.
I used to hear stories of hunting and fishing —and
even an occasional bit of ribald humor —as I walked
by that luncheon table. But I also heard a lot of
"shop talk" and I saw them jotting figures on their
paper place mats, often picking up their rough
notes as they left to continue their thought processes and discussions in their offices. A lot of "business planning" went on at that table and it must
have been awfully good planning, over the soup and
the hamburger and the second or third cup of
coffee.
The planning that was done in those early years
was very good, and it's a tough act to follow, but
the point I want to make is simply this: First, it's
not the form or the formality of the business planning that's important; and second, the value of
business planning is not in the sophistication of the
process but in its success.
The truth of the matter is that business planning
hasn't really changed all that much over the years.
Surely, the technological breakthrough in data
MA N A G E M E N T AC CO UN TING /N OV EM BE R 1974

processing has sped up the assembly and retrieval
of facts and figures, but however useful this has
been, the information we need today is pretty much
the same type of information we needed 20 or 30
years ago. The "buzz" words of business have
changed, but the actions they describe aren't necessarily different; although they are, admittedly, more
complex in the larger, worldwide organization we
have become. More people are involved, and their
efforts are more consciously applied to the planning
process, but the basic principles remain the same.
One reason this is true at 3M is that our company was in the vanguard of companies that learned
to plan their operations. Recently, a newspaper story
about Cyril P. "Cy" Pesek, a 3M executive who had
a major role in bringing the new St. Paul Civic
Center into being, told how 3M's President, back
in 1944, enticed Cy to join 3M by telling him that
we would need one billion dollars of new plants,
offices, and equipment over the next 25 years to
support our growth. Cy admits he didn't fully believe it, but he was sufficiently intrigued and
excited about that kind of planning to leave his
lucrative architectural practice and become 3M's
chief engineer. And the promises made to him, the
challenges offered, have long since been exceeded.
Through careful long -range planning, 3M was able
to budget wisely for the construction of plants and
offices, and for the research and development. The
new business planning and the international expansion kept it in the forefront of growth companies,
especially in the years after World War II.
Although we are a multi - billion dollar corporation, we are accustomed to thinking small. We're
vertically organized into over 40 divisions and departments, and many more subsidiaries, each of
which is run like a small company of its own. Each

D. E. GARRETSCIN
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"Planning is
more like the
crude maps of
the early
western
settlers of this
country."
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has its own top man, and he has a staff of production, marketing, and technical people. None of us
can visualize two billion dollars in sales —but we
can visualize, and get pretty excited about, a lot
of $1,000 and $2,000 orders. So, the methods of
planning that evolved when our company was
young have not been outgrown —even though a lot
more people are now in the act. And, there is surely
a lot more planning going on today, by a lot more
people, than ever was true before.

What Are Business Goals?

In many remarks to company groups, I've heard
a single word — "growth" —given as the 3M goal.
And I've sometimes refined that in my presentations
to company groups as "profitable growth" —for
growth without profit is obviously pointless. But
even that statement is inadequate, for it is silent
as to some relevant questions: "How fast a
growth ?" "At what cost are 'growth' or 'profit'
desirable ?" "With what standards of concern for
public interest or quality or safety of products will
What Business Planning Is Not
we pursue this growth ?" And so on. The shorthand
It would be customary at this point to offer a
phrase of "profitable growth" is quite inadequate
definition of business planning. But any single
for motivating people or stimulating organizational
definition would have to be so broad that it would
pride. But it has to be refined and defined if it is
be practically valueless. Maybe it's easier, for our
to constitute the foundation for a business plan.
purposes at least, to start by telling you some of the
This process of refining and defining corporate
things that I think business planning is not.
objectives is the basis for future planning —but it
First of all, it's not forecasting. It's not merely a
starts with a long hard look at the past and present.
predictive exercise —it is, instead, action oriented.
It starts with a critical evaluation, or inventory, of
It's not a guess as to what will happen, but a deciresources, and leads then to the setting of goals
sion about what we want to happen, and especially
which are achievable in the light of those resources.
how we will go about making it happen.
Finally, it involves setting a timetable for achieving
Additionally, business planning is not just fiscal those goals —with full consideration of the missing
budgeting. Budgeting, like forecasting, is oriented
resources which must be acquired or developed in
to the future, but it does get into control. It injects the interim.
a bit of action or organizational direction —it adds
Under resources, I include such things as the
numerical units. Nevertheless, it is not the key
competence of the management team and of the
product of the planning process, for again it omits
lower levels of supervisions and even of general
the human element, the organizational assignment,
employees. Usually, this means the existing "team"
and commitments to do the job.
but it may involve, in certain circumstances, new
Also, business planning is not a specialized, isomanagement which has become involved or can be
lated function. There may be a few individuals, or
acquired.
even departments, bearing titles that include the
By resources, I also mean the productive capacity
word "planning" but they don't— indeed they of the plants and the strength of the marketing or
cannot —do the job of business planning for an distribution system. We could go on and on about
entire organization. They are at most the catalysts the inventory of internal resources, both financial
that start or enhance the planning activity. The and non - financial, which must enter into the setting
active ingredients are all of the operating and staff of goals. But there are also external factors.
people in the organization.
External factors include what your shareholders
Finally, planning is not like one of 3M's Travel expect. This is revealed in part by objective meaaid road maps you've seen in filling stations across sures. Your price- earnings ratio, for example, reveals
the land. Those maps tell you not only what road
in part the future expectation of investors. It is also
you'll travel, but what you'll see and where you can
measured, more subjectively, by security analysts as
eat, sleep, or sight -see on the journey. Those maps
they describe or categorize your company in their
are the reports of someone who has traveled that
For example, a "blue- chip" is different from
reports.
way before, and he tells you what you'll find and a "growth" stock
and a "utility" is different from a
how your trip can be made easier and more en"high technology manufacturer." A business plan
joyable.
which involves a dramatic change from one to
What Business Planning Is
another of these external expectations must, at the
Planning is more like the crude maps of the very least, consider the serious consequences of
early western settlers of this country. They were such a change.
External factors also include your customers'
full of unknowns, subject to constant revision, but
views,
and those of the community, about your
they still showed the goals or objectives as best they
could be visualized in the light of the knowledge products and your business practices: quality, price,
integrity, reliability, viability, etc.
and abilities then existing.
Finally, external factors include the changing
I'm not sure whether that is a good analogy or
not, but let me focus on two words I just used — business climate. I'm speaking not only about the
goals and objectives. These words separate planning economy but about the constant changes in laws
from forecasting and budgeting. They are the start and regulations and public attitudes. These are
of the planning process, whether done unconscious- many and varied, and they differ in each of the 37
ly at a luncheon table or consciously in a formal countries in which 3M has its plants and offices.
management conference.
These external factors must affect the corporate
MANAGEMENT ACCOUNTING /NOVEMBER 1974

goals. But remember this: they often provide business opportunities, not roadblocks, for achieving
corporate objectives.
This appraisal of the factors that influence the
setting of business goals suggests that planning is
solely a top management activity. That isn't the
case. Planning involves inputs from many sources,
including the more junior levels of the organization.

will

Long -Range Planning at 3M
I'm sure you can understand that I cannot reveal
our company's specific goals and objectives, or its
specific plans. However, I will say this much about
the company's overall objectives: they are probably
not as formal and precisely articulated as you might
expect. They begin with management. Our management has, in general, had long service with the
company. We train people on the job and promote
from within. Over the years, the management team
has developed a unified set of standards which,
when coupled with its dedication to "profitable
growth," constitutes company goals.
You can tell from the financial statements in our
Annual Report what kind of fiscal goals we set for
ourselves in terms of return on sales, return on
stockholders' investment and growth rate. Other
standards are accepted more as tradition than as
goals. Examples would be our interest in uniquely
useful products for which the customer
pay a
premium price, and products where our technology
or patent position or research will avoid a flood of
"me too" competition.
These standards or objectives are so ingrained
that they are re- communicated mainly in terms of
change. For example, President Ray Herzog has
recently set a new goal for how fast the company
should grow. He set this new goal with full regard
for the impact this growth will have on both our
human and fiscal resources. This has been communicated to the operating and staff groups in management conferences and group review meetings.
But it is understood by all, that our other standards
are unchanged.
In addition to the corporate standards just described, management has provided general operating
targets for each of our operating divisions, relative
to the industries each is in. These individual targets
may be above or below the overall corporate goal for
growth and profitability, but they are gauged to
maximize each division's contribution to the corporate goals.
The profit target for each division is stated in
terms of a percentage of sales and sometimes also
as a percentage of earnings on the division's invested capital. It is both long -range and long- standing. It is not changed simply because it is not met
or, alternatively, because it is exceeded for several
years. However, it may be adjusted as marketing
conditions change, as new products are introduced,
or as major research efforts hit pay dirt. It takes a
major and permanent change in the division's environment to warrant a target change. So when a
division general manager or the managing director
MA N A G E M E N T AC CO UN TING /N OV EM BE R 1974

of any 3M company, anywhere in the world, sits
down with his staff to develop a revised business
plan for his division or company, he has that target
always before him. How he hits it is more or less
up to him. But there can be no doubt what is
expected of him in the overall growth of his unit
and its percentage of profits to sales.
The Business Plan
The business plan for each division takes the
form, each fall, of a 10 to 12 page document. This
report redefines the goals of the division, evaluates
its strengths and weaknesses in the current year,
provides a general statement of objectives for the
coming year (expressed in terms both of numeric
and non - numeric goals) with a description of how
these objectives are expected to be met, and concludes with a detailed five -year business forecast.
The document also contains a three -year backward look at performance, which can be, and is,
easily compared with the projections made in those
years. This is the credibility measure.
The detail presented in the business plan will
vary, but it will certainly contain sections on such
things as marketing, production, and technical
plans.
Marketing strategy might include such details as:
Planned entry into new markets, timetables for
product introductions, upcoming advertising and
sales promotion campaigns, proposed pricing (including comparison with the industry), effect of
price variations, and a schedule of proposed changes.
Production strategy may be outlined in detail, including: present and future production capacity
details by plant, plant expansion and new equipment needs, raw materials availability and projections of their cost, future opportunities (such as
inside manufacturing of components presently purchased).
Technical strategy may be discussed, including: a
report on present research and development, improvement of existing products, technological innovations in industries served, technical staff or facility acquisitions, quality improvements, evaluation
of new markets, new laws, new consumer concerns,
and how our technology and experience can be
applied most profitably in light of these changes.
Other matters which may be covered in the business plan are: outside business opportunities such
as acquisitions and licensing agreements, staff levels
and productivity projections for a five -year period,
and introduction of United States products to international markets and vice versa.
The report will cover some or all of these, and
whatever else the managers consider important to
their particular business. The report is as personal
and distinctive as any other aspect of divisional
management. Only a few basic numeric reports are
expected to be in a standard format. This standardization is imposed partly to speed up the understanding by the readers, partly to ensure coverage
of all key matters, and partly to facilitate the consolidation of the data into groups and eventually,
the overall company report.

" Our
management
has, in general,
had long
service with
the compa n y. "
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"Planning
makes people
think ... about
goals and
about
problems."

Preparation of individual business plans and forecasts begins in late summer and follows the company's pyramidal organization. Planning starts at the
top with an evaluation of capabilities and environment, and the definition of goals. These are communicated downward and the broad contributions
expected of each group to these goals are discussed.
Detailed planning then works up through narrowing
layers of supervisors, managers, and executives. At
each major level within a division, and later at the
group level,- and the corporate level, competing
claims for budget dollars are refereed and balanced.
This is a two -way process with flow of ideas and
objectives both up and down the ladder as feedback
is generated. It all pivots around the general manager, whose job it is to convince both top management and his own staff of the short and long -range
viability of the plan, and the propriety of its contribution to achieving the company's overall goals.
This entire procedure may appear to be awfully
time - consuming, but it has the incalculable advantage of involving people at all levels of the
corporate and divisional structure. As you may have
heard us say, and we mean it, "People count here."
Our philosophy is that planning, to be effective,
must mobilize all the forces which will be called
upon to administer or carry out the plan once it is
made and approved.
Planning makes people think —about goals and
about problems. It starts them talking, sharing
ideas, communicating goals. It makes them stand
back from today's routine tasks and problems to
take a hard look at longer -range goals and problems.
Not the least important, it helps individuals see
their work assignments, and even their own career
plans, more clearly. The input received from experts
at all levels of our organization, right down there
where the work is done, is of tremendous value in
setting or reappraising the goals realistically.
Bringing It All Together
It all comes together in the Management Committee Room on the 14th floor of our big headquarters building at 3M Center. And it comes
together pretty fast, during the fall of each year
when the Management Committee meets to evaluate the business plans of each of 3M's eight product
groups and their many operating divisions, subsidiaries, and departments. This is when the "go or
no go" decisions are made. The Wall Street Journal
once described these meetings as the division manager's "moment of truth."
The Management Committee consists of President Ray Herzog, nine group vice presidents (eight
are responsible for product divisions, one for international operations) and the vice presidents of such
departments as finance, research and development,
engineering, manufacturing, purchasing, legal affairs, public affairs and personnel relations.
It's really a pleasure to sit in on these meetings
and watch the pros at work. Believe me, they cut
through to the essentials of those plans in record
time.
Individual sessions are held for each operating
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group, which may cover from two to six divisions
or subsidiaries and perhaps also one or more departments or projects which have not yet reached divisional status. Each group is given as much time as
it wants, often a full day.
The group vice president introduces his division
managers, who are asked, one by one, to summarize
their plans, which they and their associates do in
very short order. They don't read their reports.
Instead, they highlight what they feel is important.
They may unveil new products, or show organization charts, or preview their advertising programs.
They may use slides or films or "show and tell"
demonstrations. It's up to them. Their only charge
is to tell their story and sell their plan.
When all the plans have been presented, the
managers and their staff people are asked to leave
the room while their proposals are considered.
After they have left, President Herzog makes a
round of the table, asking for each committee
member's comments or criticisms about any of the
plans. When all the forecasts have been evaluated
in this way, the general managers and their key
associates are asked to rejoin the committee and
are given an opportunity to hear any criticisms or
doubts which have been expressed, or perhaps to
answer questions. Their plans will then be approved
as submitted, as modified, or —in less frequent
instances —sent back to the drawing board for major
revisions.
So you see, it is indeed a "moment of truth."
And just as in the bullring, where I believe that
expression originates, the better trained the fighter
and the more involved his cadre of supporters, the
less his chance of being gored.
Out of this single once -a -year meeting for each
group comes approval not only of the business plan
for the group and for each division within it, but
also approval of the budget forecast on which each
division and group will operate during the year
ahead.
I should point out here, incidentally, that those
budget forecasts are not appropriations. The divisions are not given a basket of money that they can
spend regardless of sales and profit performance.
They are expected to adjust spending, and to produce their promised profits, even though external
factors may change drastically as the new year
unwinds.
This year's results, after all, will be included in
their next year's report! This will be the measure, in
part, of the credibility of the following year's plan.
The final stage of our planning is to pull all of
these divisional and group plans, as modified, into
one overall corporate plan. This, together with the
five -year forecasts of source and application of
funds, is the subject of a final Management Committee meeting in December. It's later covered more
briefly with the Board.
Subsequent meetings of the Management Committee throughout the year tend to be more concerned with review of progress, consideration of
new problems, and similar matters. In other words,
Continued on page 39
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CAPITALIZING
NET LEASE RENTALS:
A COMMENT
It is time now to end the debate and require the
formal quantification of leases as debt finance.

Accountants and security analysts have long debated the merits and problems involved in lease
capitalization. It is time now to end the debate and
require the formal quantification of leases as debt
finance. This is in line with the pronouncements of
the AICPA and the SEC which have tried to encourage the meaningful presentation of financial
leases on the balance sheets of the lessee.
In June 1973, APB Opinion No. 31 reaffirmed
Opinion No. 5 (issued in 1964) in recommending
the capitalization of those lease commitments which
are clearly long -term debt equivalents, declaring
that:
"The Board also believes that disclosure of
the present value of the commitments .. .
may be helpful in evaluating the credit
capacity of the lessee and in comparing the
lessee's financial position with that of other
entities using other means to obtain use of
Property•" t
In his qualified assent to the Opinion, Donald J.
Bevis asserted that disclosure by present values be
made mandatory?
The SEC, in SAR No. 5401, joined the debate
in July of 1973, urging the presentation of:

and Ronald W. Melicher in their article, "Capitalizing Net Lease Rentals." 4 And yet, despite the
intense interest in capitalization, it is still not required in practice. In this article, we will attempt
to further demonstrate that such capitalization is
significant, and we hope that the analysis will provide further fuel to the proponents of the above
treatment.

R. D. GRITTA

The sample used in this study is the United
States domestic airline industry, and in particular,
the four largest carriers: American, Eastern, United,
and TWA. These carriers account for 65 percent of
all assets in the industry and for over 83 percent of
all aircraft leased.5 The vast majority of aircraft
leases are financial in nature. They are non-can cellable net leases, having purchase options and /or
options to renew, and initial terms greater than the
asset's depreciable life. Ground equipment leases,
especially those for data processing and maintenance
equipment, also tend to fit the pattern of the financial lease.
The approach we will use to derive the debt
equivalents of these leases is similar to that suggested by Myers in ARS No. 4.6 The leases are reduced to present values via the formula:

San Jose Chapter
1974, is an Assistant
Professor of Finance at
the University of
Santa Clara, Santa
Clara, Calif. Dr. Gritta
holds a B.A. degree
from the University of
Notre Dame, an
M.B.A. degree from
Indiana University,
and a D.B.A. degree
from the University
of Maryland.

L°
"The capitalized present value of financial
leases in the aggregate and by major category:
This is designed to reflect the debt equivalency of long -term financing leases so that investors can more meaningfully compare the
capital and asset structures of entities whose
principal difference is the form of financing
used." 3
A hypothetical example illustrating that lease
capitalization can significantly affect balance sheet
relationships was presented by Donald E. Vaughn
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Rt
t = 2 (1 + k ) t

' "Disclosure of Lease Commitments by Lessees," Accounting
Prindyles Board Opinion No. 31, AICPA, New York, N. Y.,
une 1973, Section 11,5.
Ibid., p. 6.
Securities Act Release, No. 5401, The Securities & Exchange
Commission, Washington, D.C., June 1973 p. 2.
' Donald E. Vaughn and Ronal d W. Melicher, "Capitalizing Net
Lease Rentals," Management Accounting, January 1974.
5
This industry iS ideal for an analysis since recent changes in
Civil Aeronautics Board reporting requirements provide very
detailed data on all long-term lease commitments. For example,
the CAB via Form 41- Schedule B -14, requires that the carriers
r
detailed data on terms, costs, interest rates, etc., on each
lease covenant. B -14 is a new form; the former Schedule B-43
provided such data only on aircraft leases.
I
John H. Myers, "Report ing of Leases in Financial Statements "
Accounting Research Study No. 4, AICPA, New York, N.V.,
1962, Chap. 2.
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"The key
figures in the
exhibit are the

Exhibit 1
AMERICAN AIR LINES - AIRCRAFT AND GROUND LEASES, DEC. 31, 1972
(In millions of dollars)
Initial
term
(years)

years
remaining
Dec. 1972

Yearly
rental

Present
val ue at 10%
(excluding
current year)

18

16

$16.0 mil.

$109.2 mil.

19

18

10.8

78. 8

18
18
15
10
15
15

14
14
12
6
11
12

9.5
2. 2
2.3
2.6
6.8
7.4

58.8
13.6
13.6
9.0
38.0
43.7

$57. 6

$364.7
Present
val ue at 10%
(excluding
current year)

Average

present
values . . . "

Aircraft
No.

Type

7

B747

6

DC10

22
7
4
3
10
10

B727
8727
8727
8707
8707
8707

Date of
lease
8/ 70 t o
12 / 7 0
12/ 71 t o
12 / 7 2
12 / 6 8
1/ 6 9
9/69
3/69
6/68
6/69

Totals 69
Average
Type of
equipment
Data Process.
Equipment:

DAL - hangar
terminal
Tulsa bldgs.

years
remaining
Dec. 1972

Yearly
rental

10 / 6 4
10 / 6 7
4/68
7/68
7/68
1/ 6 9
1/68
2/59
3/56
8/71
6/71

14
15
16
16
16
16
12
20
24
38
29

7
10
11
11
11
11
7
6
7
37
28

$2. 72
0.23
1. 01
0. 18
0. 48
0.25
0.53
1. 01
1. 16
5.49
3. 86

$10.77
1.20
5. 64
1. 01
2.68
1.40
2. 10
3. 48
4. 95
48.70
32.40

5/71

29

28

1.70

14. 30

5/ 6 7
6/58
6/69
1/72

12
25
25
33

6
10
21
33

1.26
1.25
1.22
1.74

4. 34
6.55
9. 44
14. 82

$24. 09

$163. 78

&

Flight sim. equipment
JFK hangar no. 10
JFK terminal
SFO- hangar
LAX- hangar
GSW -flight
Train stewardess college

Date of
lease

Initial
term
(years)

Totals

Source: T he Civil Aeronautics Board Form 41, Schedule B -14 on Long -Term Lease Commitments.

Exhibit 2
EFFECT OF LEASING ON LEVERAGE MEASURES
(In millions of dollars)
TWA

American
$650.1

$830.6

110%
200%
90%

212%
327%
115%

$548.8

$384.9

$391.7

$589.4

364.0
$1,356.9
36.7%

47 . 7 %

54 . 3 %

81 . 2 %

$992.9

283. 4
$877. 2

451.0
$1,281.6

528.5
$1,178.6

United

$305.7
58.3

$148. 4
135.0

$411.0
40.0

$364.7
163.8

Eastern
$593.8

154%
228%
74%

181%
247%
66%

&

Long -term debt
Capitalized leases:
Aircraft
Ground
Total
Perceived debt
Increase
Common equity
Debt /equity
Before capitalization
After capitalization
Spread
Debt / ( debt
equity)
Before capitalization
After capitalization
Spread

52. 4%
66 . 6 %
14 . 2 %

68 . 0 %
76.6%
8.6%

60 . 7 %
69 . 5 %
8.8%

64.4%
71.2%
6.8%

Source: CAB For m 41, December 31, 1972.
Note: T he total increase for T W A is understated -data on several important ground leases were unavailable when this exhibit was prepared.
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where La ( the long -term debt equivalent of each
lease) is the present value of the yearly rental (R t ) ,
an annuity for n years, the initial term of the lease.
The market rate of return (k) is the same as that
for similar commitments at the date of analysis. In
the analysis, the current year's rental is excluded as
a current liability, and the discount rate, (k), was
set at 10 percent.'
Exhibit 1 presents representative data for American Air Lines, as of December 31, 1972, the latest
date for which data were available at the time this
was written. Long -term lease commitments for aircraft and ground are grouped by separate lease covenants, where applicable. Present values are computed in the last column. The key figures in the
exhibit are the present values for all aircraft (a
total of $364.7 million in debt equivalents), the
present values for all ground equipment leases
($163.8 million), and the combined total ($528.5
million) .
Significance of Leasing
As of December 31, 1972, American's total longIbid., p. 46. The discount rate, k, was derived using Myers'
methodology. He suggests adding one -half to one percent (to
reflect the lease transaction) to the rate on corporate debt of
similar quality at the time of analysis. Most airline debt is
Moody's Ba rated and these bonds yielded around nine percent
in late 1972. One percent was added for the lease transaction
to yield ten percent. Actually, the exact rate is not crucial here
since the present values would not be significantly different had
eight
percent or eleven percent been chosen.
A
Data on all TWA's ground property and facilities leases in
Kansas City, Los Angeles, antl JFK in New York were not
available. The only leases reflected in the above analysis are
those on electronic data processing equipment.
For a good discussion of why the carriers choose to lease
aircraft, see Richard D. Gritta and Peter M. Lynagh, "Aircraft
Leasing: Panacea or Problem ?" Transport at i on L a w Jo ur na l,
January 1973.

term debt burden amounted to $650.1 million;
thus, the recognition of leasing as debt finance is
highly important to this carrier. Aircraft leases alone
boost long -term debt for American by 56.1 percent
(from $650.1 to $1,014.8 million), and the combined aircraft and ground leases increased debt by
81.2 percent (to $1,178.6 million) . Exhibit 2 is a
summary of the capital structures for the four airlines. As indicated, the percentage increases in "perceived debt" are substantial.8
The only conclusion that can be drawn from Exhibit 2 is that lease financing, when recognized as
the equivalent of long -term debt, does have a significant impact on the financial analysis of these
entities. This effect can be seen directly in the exhibit, which summarizes, for the four airlines, two
key measures of financial risk which are of interest
to creditors and security analysts. The increase or
spread in each instance is significant enough to be
relevant to any intra- or inter - industry comparisons.
This is particularly true in the intra- industry analysis, since several of the other carriers, Continental,
Northwest, and especially National, lease no air craft.s

"The
meaningful
presentation
of financial
leases on the
balance sheet
of the lessee
should be
required."

t

Conclusion
The meaningful presentation of financial leases
on the balance sheet of the lessee should be required. Such finance can be highly significant in
certain industries, and its recognition formally on
the balance sheet can be very "helpful in evaluating
the credit capacity of the lessee and in comparing
the lessee's financial position with that of other
entities."

BUSINESS PLANNING AT 3M
Continued from page 36
the meetings I've described are primarily planning
sessions with some review and some educational or
background aspects. Other meetings during the year
are more concerned with review and control, and
backgrounding for the members, though planning is
never completely absent from them either.
Summary
To make my main points clear, let me summarize:
A business plan is not simply a forecast or a
budget, but is a blueprint for action to achieve
pre- determined business goals.
The business goals can be established only after
a careful appraisal of the resources available or
obtainable, and of the external factors which may
impede or create opportunities for the organization to achieve these goals.
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The plan must contain clear guidelines for the
utilization and allocation of all of the human and
financial resources available to the organization —
and how (and when) other needed resources will
be obtained.
The plan must involve the total organization, in
the preparation of the plan and in the commitment
to carry it out.
Finally, there must be an ongoing review and
control, a plan for follow- through, to see that the
total planning program is monitored, and that
actions, or even the plan, are quickly adjusted to
reflect new factors.
I can offer no special plea or evidence that our
approach in this year of 1974 is "right," or even
effective. The success of 3M's earlier planning, in
part over the lunch table of our old cafeteria, is
evident. The success —or failure—of our current
approach to business planning will become evident
only with the passage of time.
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HOW OFTEN SHOULD
YOU PAY DIVIDENDS?
Should a corporation pay one large dividend at the end of each
year or numerous smaller dividends throughout the year?

By A. M. Sibley and Charles T. Rini
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It is well known that corporations follow a wide
variety of policies concerning the payment of dividends. Some corporations pay dividends infrequently
or not at all while others pay annually, semi -annually, quarterly, or even monthly. Why this difference in behavior? What are the important costs
and advantages of each practice? What is the best
policy for a given corporation? All of these are important questions but very few answers are readily
available in the literature.
The problem of determining the best dividend
policy actually encompasses several problems. The
most important, and by far the most difficult, is
that of determining the optimum total amount to
be paid as dividends in any given time period. However, no solution to this problem, which has perplexed academicians and corporate executives for a
long time, will be attempted here. In fact, it will
be assumed throughout that this problem has already been resolved.
A related problem, and the primary concern of
this article, is that of scheduling the payment of
dividends once the dollar amount of the annual
dividend to be distributed has been determined.
Should a corporation pay one large dividend at the
end of each year or numerous smaller dividends
throughout the year? For example, if a firm has decided to pay a total of $1.00 per share each year, it
has at least several alternative payment schedules:
$1.00 annually; $30, semi - annually; $.25, quarterly;
or $.0833, monthly. Although the total amount to
be distributed during the year is the same in each
case, there is no reason to believe that the corporation or the stockholders would be indifferent concerning alternative payment plans.
In attempting to solve any problem, it is necessary to have an objective or goal clearly in mind.
The objective chosen here is that of minimizing the
costs associated with distributing a predetermined
annual dividend amount. The term "cost" is not
used, however, in the narrow sense of pertaining
only to direct or realized expenses of the type re-

ported on the income statement. Rather, an effort
is made to include in the analvsis indirect or opportunity costs as well as the highly visible direct
costs. To do otherwise could result in a false or
misleading solution.
A solution to the problem is sought through the
use of mathematical optimization techniques. We
begin by formulating an equation to describe the
total costs associated with different dividend distribution plans. This equation is then used to investigate the characteristics of different payment
plans and to show how a corporation might choose
the payment plan which reduces the total cost of
distribution to a minimum. Although the model is
relatively simple, it nevertheless provides useful insight into the problem and hopefully serves as a
base or starting point for more detailed analysis.
Direct Costs of Distributing Dividends
The direct costs associated with a given dividend
distribution plan are relatively easy to calculate.
These costs consist mainlv of the costs incurred in
preparing and mailing dividend checks. Specifically,
the major items of cost are:
1. Checks and envelopes
2. Computer and personnel time
3. Postage
4. Check reconciliation
5. Bank fee (explicit or implicit) for clearing
checks

7
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Although the direct cost per check is relatively
small, perhaps between 20 and 50 cents, the total
direct cost for all checks could easily become quite
large if there are many stockholders of record. Indeed, for very large firms, the total direct cost
could easily reach several hundred thousand dollars
per dividend payment. General Motors and American Telephone and Telegraph, each with well over
a million stockholders of record, are but two examples.
The total annual direct cost (DC) of distributing
dividends depends upon three variables: the number
MANAGEMENT ACCOUNTING /NOVEMBER I974

of stockholders of record (S), direct cost per check
(C), and the number of dividend payments per
year (N). Assuming that there are no fixed costs,
total annual direct cost can be easily calculated as
follows:
DC = S -C -N

(1)

For example, a firm that pays quarterly dividends
to one million stockholders at a direct cost per
check of $30 would incur a total annual direct cost
of $1,200,000 (1,000,000 x $30 x 4). It is apparent
that the annual direct cost of paying a given annual
sum in dividends is directly related to the frequency
of dividend payments during the year. Consequently, annual direct costs would be less if one large
dividend payment is made per year rather than four
smaller payments. Fewer checks would have to be
prepared, processed and mailed.

rational market, the difference between the two will
vary over time. The larger the opportunity rate is
relative to the riskless rate, the greater will be the
annual indirect cost, given a particular payment
pattern.
In order to translate the difference between the
opportunity rate and riskless rate into annual
indirect dollar cost, it is necessary to estimate
the average amount of funds involved. Take the
case of a firm that plans to distribute only one
dividend a year and where the total dividend of
$1,000,000 is to be paid at the end of the year.
Since the firm's cash fund would gradually build
up from zero at the beginning of the year to
$1,000,000 at the end of the year, the average
amount of investable funds during the year would
be:
$0 + $1,000,000
2
= $500,000

Indirect Costs of Distributing Dividends
The indirect costs associated with a given dividend distribution plan are more difficult to identify
and measure than the direct costs. Indirect costs
result primarily from the fact that the dividend
cash fiord tends to accumulate continuously during
the year. As a result, a cash fund accumulates during
the period between dividend payments. Since this
fund belongs to the stockholders, there is an implicit co st a ssocia ted wi t h t h e r e t e n t i o n of fu n d s.

That is, from the point of view of the stockholders,
the dividends temporarily withheld by the firm
have an indirect or opportunity cost as measured
by the rate of return that the stockholders could
expect to earn on the dividend proceeds if they
were placed in available investments of equivalent
risk. Although this opportunity cost would be difficult to measure precisely, it should be approximately
equal to the "cost of equity capital" of the firm paying the dividend. It is easy to see that the existence
of this opportunity cost favors the frequent payment of dividends since this will result in a lower
average amount of funds being withheld. In the
extreme case of daily dividends, there would be no
opportunity cost at all.
The indirect cost as measured by foregone investor return can, however, be reduced to some
extent by the return the firm could earn on the
dividends temporarily withheld. A reasonable assumption would be that the firm would not allow
these funds to remain idle. However, because it is
assumed that the firm has made a policy decision
with regard to the total annual dividend, these
temporary funds would be "earmarked" as belonging to the stockholders. As a result, it would
be expected that as these funds accumulate, they
would be invested in riskless securities, such as
Treasury Bills or other similar high quality, short term money- market instruments, possibly with maturities corresponding to dividend payment dates.
Therefore, the indirect cost would be based upon
the difference between the stockholders' opportunity rate (r) and the firm's net riskless rate (i).
Although r will always be greater than i in a
MANAGEMENT ACCOUNTING /NOVEMBER 1974
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Of course, this also means that stockholders
would be foregoing a return on this same $500,
000. An annual dividend of $1,000,000 paid semiannually would result in average investable funds
of $250,000. The fund would increase from zero
to $500,000, be drawn down to zero when the
first semi - annual payment is made, and would
again increase to the $500,000 required for the
second semi - annual payment at the end of the
year. The average investable funds withheld in this
case would be $250,000. It is apparent that total
annual indirect cost depends upon four variables:
stockholders' opportunity rate as measured by the
cost of equity capital (r), the firm's rate of return on short -term securities (i), total annual
dividends the firm has decided to pay (D), and
the number of dividend payments during the year
(N). It is now possible to express total annual
indirect costs as:
I C = (r —i )D
2N

(2)

Based upon this formula, several conclusions
are apparent with regard to indirect costs. Total
indirect costs increase as the difference between
r and i increases. Furthermore, indirect costs are
directly related to the amount of the planned
annual dividend. Finally, there is an inverse relationship between indirect cost and the frequency
of dividend payments during the year.
The Model
The objective in using a model is to develop a
framework for determining the "best" dividend
payment pattern during a year. Such a decision
should be made in terms of the least -cost dividend
payment frequency. However, a dilemma exists.
In order to minimize total annual direct cost,
dividends should be paid infrequently during the
year. On the other hand, indirect costs are minimized if dividend payments are made frequently
during the year. This apparent dilemma can be
41

"Basically,
there are two
methods for
determining
the least -cost
annual
dividend
pattern."

Basically, there are two methods for determining
the least -cost annual dividend pattern. In the first
method, several different values of N can be
selected and tested using equation (3) . The
optimum payment frequencv, N, would be the one
which results in the minimum total annual cost.
The second, and more efficient, approach is to
determine the precise value of N which will result
in minimizing total annual cost. A solution can be
obtained by employing traditional mathematical
optimization theory.[ The optimal dividend payment frequency, N, that minimizes TC can be
found by differentiating equation (3) with respect to N, then setting the derivative equal to
zero and solving for N. The result is:

Exhibit 1
DIVIDEND DISTRIBUTION FREQUENCY
AND TOTAL COSTS
Dollars

N =

Dividend payment frequency

solved if the focus is to minimize total annual cost,
that is, the combination of direct and indirect
costs. Combining equations (1) and (2) , the total
annual cost can be expressed as follows:
T C = S • C • N + (r —i )D
2N

(3)

where
TC = Total annual cost of dividend distribution
S = Number of stockholders of record
C = Unit cost of preparing and processing a
dividend check
N = Number of dividend payments to be made
per year
r = Cost of equity capital
i = Net rate the firm can earn on Treasury Bills
or other short -term, highly- liquid securities
D = Total annual dividend the firm has decided
to pay
Values for S, C, r, i, and D will generally be
known or can be estimated. The optimum dividend
distribution pattern, therefore, can be determined
by solving for the value of N which will minimize
total cost, TC. Exhibit 1 illustrates the relationship
between direct cost, indirect cost, and total cost
with regard to the intra -year dividend payment
frequency. As Exhibit 1 indicates, the optimum
dividend payment frequency is the one that results
in the lowest total annual cost —that is, the lowest
point on the total cost curve.

TOTAL COST OF SELECTED
DIVIDEND DISTRIBUTION PLANS

$

$

Total
costs
390,000
330,000
435, 000
$1,105, 000
$

$

Indirect
costs
$300,000
$150,000
75,000
25,000

$

$

$

Direct
costs
90,000
180, 000
360, 000
$1,080, 000
$

Payment
frequency
Annually
Semi - annually
Quarterly
Monthly

A Short Example
A short example will perhaps best serve to illustrate the application of the model that has been
developed. Assume that XYZ Corporation, with
300,000 stockholders of record, is attempting to
determine the dividend frequency pattern that will
minimize total annual cost. The direct cost of
preparing and mailing a single dividend check is
estimated to be $30, and the cost of equity capital
is estimated to be 12 percent. Furthermore, the
firm expects to earn six percent on funds it temporarily retains. If the firm has decided to pay an
annual dividend of $10 million, what frequency of
dividend payments during the vear will minimize
total annual cost?
As discussed earlier, one approach to the problem is to compute total annual cost under different payment plans by using equation (3).
Exhibit 2 shows the result of such an approach.
Of the four alternate payment schedules, total annual costs are the least ($330,000) if dividends
are paid semi - annually. This choice results in
savings of $60,000, $105,000, and $775,000, respectively, over the other patterns of paving dividends annually, quarterly or monthlv.
The desired payment frequency decision can
also be made by using equation (4) . The optimum
payment frequency is given by:
(.12 — .06) ($10,000,000) = 1.83
(2) (300,000) ($0.30)

The result indicates that the total cost of dividend distribution will be reduced to the lowest
possible amount if payments are made 1.83 times
a year, or about every 200 days. The decision derived from the optimization model is in agreement
with the indicated decision illustrated in Exhibit 2.
Continued on page 45
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(4)

This formula provides the basis for quickly calculating the frequency of dividend payments that will
minimize total annual cost.

N=
Exhibit 2

(r —i )D
2-S-C

is
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MAKING AN
INVESTMENT
IN MEXICO
Some firms which shy away from direct investment in Mexico
may have some afterthoughts in later years. Those firms which
obtain permission to enter generally operate as a part
of closed oligopolies and even as virtual monopolies.

By John D. Whitt
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ism is something to which the investor should give
careful consideration. If he sets up his business in
When an American (United States) firm is con- a manner which portrays him as a contributor to
sidering an investment in Mexico, the key factors — the national economic well - being, he will receive
legal, political, economic, social, and cultural — favorable treatment in the market place and in
must be given careful attention. Even though all governmental offices.
of these factors are closely interrelated to the extent
Mexican laws and regulations that restrict the
that no one of them can be isolated completely, number of entrants into particular industries and
emphasis should be directed initially toward the that restrict imports of particular items can work
political and legal factors. These are likely to be the to the advantage of the businesses located in
ones to which the firm will have the most difficulty Mexico. They simply restrict competition. Thus,
in adjusting. In some cases, it may even be impos- the multinational firm, once it has obtained persible to adjust to them. For example, if the law pro- mission from the government to establish a busihibits the establishment of a foreign affiliate in a ness in Mexico, is not discriminated against. It is
particular industry, then there may be no reason for treated as if it were a 100 percent Mexican owned
the firm to give the matter further consideration. firm.
However, the investor should not give up hope
However, with the enactment of the Foreign
without making a thorough inquiry into the appli- Investment Law, and the Technology Transfer
cation of the law. This inquiry can best be made Law, in early 1973, the Mexican government has
with the assistance of some businessman or coun- become more rigid than ever in the regulation of
selor who has dealt with businesses in and the gov- multinational affiliates in Mexico. The Foreign
ernment of Mexico.'
Investment Law provides that at least 51 percent
of the equity capital in new investments must be
Nationalism
held by Mexicans. However, the law is not retroThe greatest problem faced by most foreign in- active, and the possibility of deviation from the
vestors in Mexico is one of "nationalism." National- strict 51 percent requirement still exists.3
ism itself has been of great benefit to Mexico, and
The Technology Transfer Law provides that all
without it, there would probably be no United technology contracts —those existing on the date
Mexican States.2 Nationalism has met the need to the law was enacted, as well as newly made conconceptualize the struggle for independence. It has tracts —must be registered and approved by the
helped to mold together fragments of people of Registry for Technology Transfer. The contracts
particular groups pursuing conflicting interests and
Mexican lawyers take pride in stating that their law is patgoals. In short, nationalism has worked to develop ,terned
after Roman Law, but American observers note that
Mexican
laws generally provide just as much flexibility as do
a sense of common good, transcending particular or
American
and English laws.
Y
sector interests. Mexican nationalism can also work 3 The official name of the Mexican Republic.
IBM has recently obtained permission to put up a large plant
to the advantage of the foreign investor. National- at Guadalajara with 100 percent IBM ownership.

the Lufkin Nacogdoches Area
Chapter.
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"The
Investment
Law also
makes it
necessary that
Mexican
partners be
accepted..."

are scrutinized to determine whether the royalty
fees are excessive and whether they contain provisions contrary to the well -being of the Mexican
4
economv.
It is interesting to note that in a survey study
held for the Organization of American States, as a
contribution to the "Specialized Conference on the
Applications of Science and Technology to Latin
American Development," held in Brazil in May
1972, the average technology royalty paid in Latin
American countries was found to be four percent
of sales —about the same as the average amount
paid on research for the purpose of developing
technology in United States domestic operations.
After viewing the constraints, and even the uncertainties, posed by these two laws the multinational firm might decide against entering Mexico.
It is very true that the most critical strategic decision the firm will make is whether or not to enter a
particular country. However, after an affiliate is
established in a particular country, the cost of
pulling it out is likely to be much greater than the
cost of pulling an affiliate out of a location in the
United States.'
Long -Range Planning
Some firms which shv away from direct investment in Mexico may have some afterthoughts in
later years. Those firms which have obtained permission to enter generally operate as a part of
closed oligopolies and even as virtual monopolies.
The number of firms allowed to enter any type of
industry is limited, and the border is closed to the
importation of items which compete with those
manufactured in Mexico. Also, policies, objectives,
and planning may be quite different. For example,
pricing and quality control are primarily planned to
meet the requirements of governmental regulations,
rather than being planned to gain consumer favor.
The desires of the consumer are not overlooked, but
they are handled differently than in the United
States.
While legal and political matters must be studied
by the prospective investor, the economic and social
climate should also be given consideration. All of
these areas must be considered as a package. It
must consider such factors as (1) type of product
or service to provide, (2) market potential, and
(3) availability of personnel and materials.
By the time the firm makes a definite commitment to enter Mexico, it will certainly have selected
its product or service line as well as its Mexican
partner.6 There may be legal requirements which
make it necessary that these matters be settled as a
condition of entry. For instance, the government
has published a list of articles it wishes produced.
That does not mean that a foreigner cannot enter
to produce other articles, but it is generally easier
to obtain permission to produce those on the list.
The Investment Law also makes it necessary that
Mexican partners be accepted in newly established
foreign affiliates. Normal1v, the selection of partners
is made as a part of the packaged application for
entry of the foreign investor. Obviously, the partner
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selection must be based on a mutuality of interests
and understanding. Furthermore, in some cases it
may be wise to draw up contracts with the partner
to outline areas of responsibility which each side
will have. The multinational firm must be convinced that it will receive the type of financial and
performance reports it needs to be able to continuously evaluate operations of the affiliate.
Profit Planning and Control
Multinational planning and control involves the
development and application of (1) broad objectives and policies for the firm, (2) a long -range
strategic plan for programs and projects, (3) a short range plan detailed by specific goals and responsibilities, and (4) a system of control with standards
and interpretive reporting necessary to guide the
business on a profitable course. A multinational firm
formulates policies providing for expansion on a
worldwide or possibly a regional basis, and then it
develops strategies for entering specific countries for
the purpose of marketing goods or services.
Usually, the profit planning and control system
of a domestic corporation is projected onto its
foreign operations when the corporation goes multinational. There is no reason why the basic system
used for foreign subsidiaries should be any different
from that used by domestic divisions or subsidiaries,
except for the fact that the foreign subsidiary will
usually be subjected to less centralization and integration. Because of the uniqueness of its environmental setting, the subsidiary is given more independence, particularly with respect to formulation
of short -term specific objectives.
The communications gap, caused by differences
in language and psychological makeup of human
beings, as well as the distance, makes it impractical
if not impossible for the United States headquarters
to plan for and control the detailed activities of the
Mexican affiliate as closely as it plans for and controls the activities of a domestic affiliate. Experienced multinational firms operating in Mexico have
found that Mexican managers are capable and that
they can be depended upon to become loyal multinational corporate executives. Many of them have
served terms in the parent company headquarters.
These men are fitted for dealing directly with labor,
suppliers, the market, and the government. However, to be effective, their plans must fit into the
overall corporate objectives and strategies. Although
a degree of control must be maintained over them,
they can deal more effectively with short -term plans
and control if they are given a free hand to make
on- the -spot decisions.
In the past, there had been some abuses in technology transfer
practices, and in the administration of the new technology law,
the government may seem to be overcompensating for past
abuses. Gerardo Bueno quoted Mexican American Review, December 12, 1972, p. 13.
5 One multinational firm, a manufacturer of heavy equipment,
decided to close down its affiliate in Mexico. At the time the
Foreign Investment Law was passed, it held a 100 percent interest
in a profitable operation there and would not have had to divest
itself of any of the interest. llowever, if it was considering new
investments, i.e., in plant and equipment, it would have had to
adhere to the Mexican equity participation of the law.
' A term of convenience used in multinational organizations to
indicate the foreign capital group with which the multinational
firm is joining its capital participation to form a corporation in
foreign countries.
4
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Standardization
Most multinational firms would like to have their
accounting and budgeting system on the same basis,
throughout all their operations, wherever they may
be located, in order to evaluate the progress of all
operating units measured by common indices. This
goal is not always easy to accomplish, and at times
it is impractical to attempt to accomplish it. It
would mean using the same chart of accounts and
the same accounting principles for income determination and asset evaluation throughout the world.
Since the tax laws and corporation laws throughout
the world vary so widely with respect to depreciation, inventory valuation, price -level statements,
reserves of retained earnings, and the like, it becomes necessary for some subsidiaries to maintain
virtually two sets of books in order to meet both
the requirements of the host country government
and those of the multinational firm headquarters.
Many experienced multinational firms operating
in Mexico require the Mexican affiliates to keep
only one set of books under the provisions of
Mexican law and accounting practices, and a
"bridge" is made for the United States multinational headquarters' requirements. The "bridge" is
made in the United States headquarters in some
cases and in the Mexican affiliate offices in other
cases. Determination as to where the "bridge" is
effected is usually governed by where the personnel
are located who are acquainted with accounting
practices followed in both countries. There is not
much trouble experienced in this area in the case of
Mexican affiliates. The accounting principles "generally accepted" by professional accountants and
required by the law vary in only a few instances
from those followed by United States domestic
firms, and these variations are not difficult to
reconcile. The United States headquarters places its
chart of accounts, accounting manual, and budgeting manual (all translated into Spanish if necessary)
into the hands of the Mexican affiliate, and follows
through with supervision as required. Usually, the
public accounting firm which performs the annual
audit of the affiliate will counsel the affiliate in

order to guide it along the lines desired by the
United States headquarters. Certain items in the
chart of accounts and the manuals may be adjusted
or amended in order to produce books kept in
accordance with the provisions of Mexican tax law,
and a set of financial statements will be prepared for
use by the affiliate and the United States headquarters.

"The only

Conclusion

political

Th e only unique problems of any significant
proportions facing the American domestic firm that
contemplates investing in Mexico lie in the area
of legal and political constraints. However, these
same constraints may prove to be advantageous to
the established firms. Some well planned strategy is
necessary in order to (1) analyze the cause and
effect of these constraints, (2) negotiate with the
appropriate governmental agencies and foreign and
Mexican businessmen to obtain a favorable position,
and (3) formulate policies, objectives, and plans
which will operate within the framework of that
position. A stranger alone cannot make much headway in the analysis and negotiations. He needs to
know someone who knows someone. Help in this
area can be obtained from the American Chamber
of Commerce in Mexico City, the United States
Embassy, law firms, public accounting firms, and
businessmen already located in Mexico. Then there
are some investment and development firms in
Mexico which conduct feasibility studies, make
contracts, arrange for financing, and even aid in the
location and selection of Mexican partners to hold
the required 51 percent equity.
Once the decision to enter is made, and governmental permission is granted for the formation or
acquisition of an affiliate, the establishment of an
accounting and planning and control system in the
affiliate presents no unusual problems. Certainly,
the forms for presentation of financial statements
and performance reports employed in Mexico are
no different from the forms used in the United
States, and there is no problem encountered with a
fluctuating rate of exchange nor with the repatriation of income.
F�
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HOW OFTEN SHOULD YOU PAY DIVIDENDS?
Continued from page 42
Of course, very few firms would be inclined to follow such an unusual payment schedule. Most firms
would probably prefer simply to "round off" and
pay semi - annually.

Conclusion
Making dividend policy decisions is one of the
many difficult tasks which confront the financial
MANAGEMENT ACCOUNTING /NOVEMBER 1974

executive. The complexity and importance of dividend policy make it necessary to analyze many
factors in an attempt to determine the best policy.
One factor which should be considered, but which
is often either ignored or given inadequate study,
is the cost of different dividend distribution plans.
The decision concerning the dividend payment pattern should be based upon an analytical framework
which takes into consideration both the indirect
and direct costs of distribution.
F1
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PRODUCT LINE
CASH INCOME:
A RELIABLE YARDSTICK
One might well ask the question: "What information does
product line cash income provide that return on assets
or net profit does not ?"
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Product line profitability or performance is very
often determined and evaluated using income statement operating statistics such as gross profit, marginal income, net profit, and return on sales, to
mention a few. In addition, the highly publicized
formula for return on investment (ROI), or return
on assets (ROA) employed, is used in order to
evaluate product line profitability. Both these
methods, or a combination of both methods provide information to help top managers in guiding
corporate destinies.
The purrose of this article is to present a management tool that the author has used to advantage
in making product line decisions throughout his
industrial and consulting experience. The tool is
called product line cash income and it is calculated by adding depreciation and other non -cash
charges, such as amortization, to net income after
taxes, and deducting capital expenditures.
Product line cash income establishes a connection between the profit generated from product
lines and the capital investment necessary to support that product line. In addition, information
provided by product line cash income will often
lead to different conclusions than information provided by either return on asset or net profit figures.
Product line cash income also provides information as to how much cash individual products,
or product lines, are generating over a number of
accounting periods, as well as information on how
much investment is required to maintain or improve profit performance. As an "indicator ", profit
line cash income becomes most reliable when developed and compared among products or product
lines over a number of accounting periods. Since

it is the trend shown by this "indicator" that becomes important, product line cash income for
any one accounting period is relatively unimportant.
Why Is It Needed?
One might well ask the question: "What information does product line cash income provide
that return on assets or net profits does not ?" That
different conclusions can, in many cases, be
reached is shown in Exhibit 1. If a manager were
faced with the task of deciding which product line
or lines to emphasize, what would be his conclusion after looking at Exhibit 1? Net income after
taxes is the same: $50,000 for each product line,
as well as for each year under observation, so he
could not reach a conclusion by looking at net
profit alone. Return on gross assets is declining
under each alternative, although ROA is highest
under product line II.* Quite probably he would
not be able to make a decision based on the "return on asset" figure alone.
All three product lines shown in Exhibit 1
started in the base vear 1969 with an initial investment of $100,000. During the period 19691974, product line I required more and more investment just to maintain the annual net profit
of $ 50,000. Product line II required an equal
amount of investment each vear to maintain profits, while product line III required high initial
follow -up investment, but less and less investment
each year to maintain profits. Using cash income
figures as a determinant, product line I clearly has
the most uncertain future not only because of the
• Product lines with declining ROA figures hardly present rosy
Pictures of future corporate profitability. The ROA figures given
in this exhibit, admittedly quite high, are presented to order to
simplify the example.
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Exhibit 1
CASH INCOME UNDER ALTERNATIVE INVESTMENT CONDITIONS

D
n

1

n
0
C
z
z

Investment

0

A

Product line I
Trending up
Original 1969
1970
1971
1972
1973
1974

year
end

$100, 000
20, 000
30, 000
40, 000
50, 000
60,000

Cumulative
investment

$100, 000
120,000
150, 000
190, 000
240,000
300, 000

Total depreciation
Return on gross assets

Product line II
Stable
Original 1969
1970
1971
1972
1973
1974

year
end

$100,000
20,000
20, 000
20, 000
20,000
20,000

$100, 000
120,000
140,000
160,000
180,000
200,000

Total depreciation
Return on gross assets

Product line III
Trending down
Original 1969
year
1970
end
1971
1972
1973
1974
Total depreciation
Return on gross assets

A
V

3

4

5

6

7

8

Depreciation ( ' )

c�
z

3
M
M

2

' 10 Year straight line

$100, 000
60, 000
50,000
40, 000
30, 000
20, 000

$100,000
160,000
210,000
250,000
280,000
300,000

1970

1971

1972

1973

$10, 000
2,000

$10,000
2,000
3, 000

$10,000
2, 000
3, 000
4, 000

$10,000
2,000
3,000
4, 000
5,000

-

-

-

-

1974

Total

$10, C00
2, 000
3, 000
4, 000
5, 000
6, 000

$ 50, 000
10, 000
12, 000
12, 000
10, 000
6, 000
$100, 000

$12, 000

$15,000

$19, 000

$24, 000

$3 0,000

41.7%

33.3%

26.3%

20.8%

16.7%

$10, 000
2,000

$10, 000
2, 000
2, 000

$10,000
2, 000
2, 000
2, 000

$10, 000
2, 000
2,000
2, 000
2,000

$10, 000
2, 000
2, 000
2, 000
2, 000
2, 000

$ 50, 000
10, 000
8, 000
6,000
4, 000
2, 000
$ 80, 000

-

-

-

-

$12,000

$14, 000

$16, 000

$18,000

$20, 000

41.7%

35.7%

31.2%

27.8%

25.0%

$10,000
6,000

$10,000
6, 000
5,000

$10,000
6,000
5,000
4, 000

$10, 000
6,000
5,000
4, 000
3,000

$10, 000
6, 000
5, 000
4, 000
3, 000
2, 000

$ 50,000
30, 000
20, 000
12, 000
6, 000
2, 000
$120, 000

-

-

-

-

$16,000

$21, 000

$25, 000

$28,000

$30, 000

31 . 2 %

23.8%

20.0%

17 . 9 %

16.7%

9

10

11

Net
income
after
taxes

Depreciation and
other
non -cash
charges

Capital
expenditures

Increase
(decrease)
to net
income

$

12

13

Cash
income

50, 000
50, 000
50,000
50,000
50,000

12, 000
15, 000
19, 000
24, 000
30, 000

(20, C00)
(30, 000)
(40, 000)
(50, 000)
(60, 000)

( 8, 000)
(15, 000)
(21, 000)
(26, 000)
(30, 000)

42, 000
35, 000
29, 000
24, 000
20, 000

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

12, 000
14,000
16, 000
18,000
20, 000

(20, 000)
(20, 000)
(20, 000)
(20, 000)
(20, 000)

(
(
(
(
(

8, 000)
6, 000)
4, 000)
2, 000)
)

42, 000
44, 000
46, 000
48, 000
50, 000

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

16, 000
21, 000
25, 000
28, 000
30, 000

(60, 000)
( 50, 000)
(40, 000)
(30, 000)
(20, 000)

(44, 000)
(29, 000)
(15,C00)
( 2, 000)
(10, 000)

6, 000
21, 000
35, 000
38, 000
60, 000

"An analysis of
product line
cash income
can lead to
different
conclusions
than analyses
of net income
or return on
asset figures."

declining income, but because of the increasing
investment necessary to yield merely stable profits.
The selection process then becomes a decision between product line II and product line III. Both
have increasing cash income. In 1974, product line
III had a greater cash income than product line II
($60,000 versus $50,000), but product line II had
a greater ROA than product line III (25 versus
16.7 percent) and a greater rate of growth.
Needless to say, other factors must be taken into
consideration when making product line decisions:
competition, plant capacity, and industry and product line growth patterns, to name a few. In addition, a manager would probably want to look at
other financial indicators such as marginal income
and breakeven points, sales returns and allowances,
and spoilage. Let this example, however, suffice to
conclude that product line cash income belongs in
the financial manager's kit of managerial tools.
Developing Effective Figures
Product line cash income, as with any indicator,
can be influenced by divergent accounting and
management policies. Discussed here are two areas
which should be watched in order to make product
line cash income a more effective tool.
DEPRECIATION

Different methods of depreciation can drastically
affect product line cash income, especially if they
are produced at multi -plant locations. However, a
manager must ensure that depreciation policies are
similar and consistent before relying upon product
line cash income.
A comparison of product lines with assets that
are fully or substantially depreciated with product
lines using new and modern equipment will tend
to distort results since cash income will be greater
with greater depreciation charges. A depreciation
policy that will increase comparability of results
should be developed; or a leveling factor should be
considered to make comparisons more precise.
LEASING

Lease capitalization or other adjustments should
also be considered in order to improve comparability. As in the case of depreciation, comparability will be hindered if a product line that leases a
major portion of assets is compared with a product
line that does not.
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Allocating Expenses
One of the inherent problems in determining
product line cash income, and other methods of
evaluation, is the appropriate allocation of expenses
and capital expenditures to product lines. Allocating expenses such as common warehouse rentals,
administrative expenses, and selling expenses to
product lines becomes critical to the development
and use of this tool.
Although difficulties may be encountered, the
allocation process must be executed in order for
management to obtain the greatest benefit from
resultant figures. One approach that has been
used successfully is to develop ranges in the allocation of common expenses so that resultant cash
income figures will be stated within a given range
rather than as an absolute figure. Another approach
is to determine cash income by product line before common expenses and capital expenditures,
maintaining a compilation of common data not
broken by product line. Using the resulting figures,
one cash income figure for the entire corporation
can then be generated. The latter method should
be used only when allocation is nearly impossible
—or would not provide usable results —since full
allocation provides a better tool with which to
work.
Conclusion
It is readily admitted by many top financial managers that a perfect yardstick will probably never
be found with which to quantitatively measure the
performance of management in product line decisions. It is their opinion, however, that the introduction of reliable yardsticks will be accepted
and used with enthusiasm if it helps them in the
decision - making process.
An analysis of product line cash income can
lead to different conclusions than analyses of net
income or return on asset figures. This alone does
not make it a reliable addition to the financial manager's kit of managerial tools. Neither does it create
a "perfect yardstick" to measure management decisions. What it can do is show trends of varying
investment requirements of different product lines
—with net income generated by those product
lines —so that management can take effective action in planning for the future profitability of the
corporation.
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ANALYSIS OF RATE,
EFFICIENCY, AND
UTILIZATION VARIANCES
Even in those situations in which the direct labor cost is
essentially variable on an hourly basis, the efficiency variance
may include things other than a measure of true efficiency.

By Charles R. Purdy and Donald E. Ricketts
In many cases direct labor is a fixed cost rather
than a variable cost due to management policy, a
labor contract, or the technical specifications of the
manufacturing process. For example: (1) many
aggregate production models developed by management generate a workforce schedule that calls for a
fixed number of employees in each time period over
the planning horizon, (2) some labor contracts require a company to commit itself to eight hours of
pay if an employee just shows up for work, or the
company may even be committed to some minimum monthly or annual number of hours for
certain direct laborers, and (3) labor costs may also
be fixed due to the technical specifications of the
manufacturing process. (That is, many production
departments have a minimum required crew size
if they are to operate at all.) Since conventional
accounting analysis assumes that direct labor costs
(and therefore workforce size in man - hours) are
strictly variable, the traditional approach to variance
analysis does not consider the fixed nature of certain
direct labor costs. Thus, the wage rate and labor
efficiency variances are quite often deficient. The
conventional rate and efficiency variances are typically determined as follows:
RVc = (AR — SR) AH
and

=
=
=
=
=
=

where
RVc
AR
SR
AH
EVc
SH

EVc = (AH — SH) SR
Conventional rate variance
Actual rate paid
Standard rate
Actual total hours
Conventional efficiency variance
Standard hours
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Even in those situations in which the direct
labor cost is essentially variable on an hourly basis,
the conventional efficiency variance may include
things other than a measure of true efficiency. (True
efficiency is the ability of direct labor to produce
the standard number of output units per labor
hour of input.) For example, the firm may be unable or unwilling to curtail direct labor hours and
costs during periods of machine breakdown or
temporary raw material shortage. These are the
costs of idle labor time. In such cases, the efficiency
variance might well utilize the actual productive
hours worked, rather than the actual workforce size
in man - hours, and three labor variances would result:
RVr = (AR — SR) AWFS
EVr = (AHW — SH) SR
and

where
RVr
EVr
AWFS
AHW
UV

UV = (AWFS — AHW) SR
= Revised rate variance
= Revised efficiency variance
= Actual workforce size in man -hours
= Actual productive hours worked
== Utilization variance

Aa—
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To the extent that the actual workforce size in
man -hours is truly variable (i.e., one or more men
can be shifted to another operation), the idle -time
(and the utilization variance) is controllable by the
responsible factory supervisor even though its ostensible cause, such as material shortage or machine
breakdown, may be beyond his control.
On the other hand, if the actual workforce size in
man -hours is fixed rather than variable, the factory
supervisor cannot be held responsible and this type
of idle -time, or labor utilization variance should be
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=
=
=
=
=
=
=
=

= $ 160 U

The conventional rate and efficiency variances would
be:
RVc = ( $4.10 — $4.00) ( 800 hrs.)
= $ 80U
EVc = ( 800 firs. — 780 hrs.) ( $4.00) = 80 U
Total variance = RVc + EVc

= $160 U

The revised variances are:
RVr = ( $4.10 — $4.00) ( 800 hrs.)
= $ 80 U
EVr = (77 5 firs. — 780 hrs.) ( $4.00) = 20 F
UV = ( 800 firs. — 775 hrs.) ( $4.00) = 100 U
Total variance = RVr + EVr + UV

= $160 U

In this case, there has been 25 man -hours of
unutilized or idle labor time, but five hours of this
lost production has been recovered because direct
labor has exceeded the standard production rate
during the hours they actually worked. To report
the net $20 favorable variance as inefficiency obscures the facts, and may lead to wrong decisions
with respect to assigning responsibility and taking
corrective action. Once committed, the production
supervisor cannot change the 800 man -hours for
the week, and he may have no control over the
idle -time cause.,
CASE II
Utilization variance:
Planned 0
20 Overtime hours
Actual
8,000 units
Scheduled production
8,000 units
Actual production
800 man -hours
Actual workforce size
820 man -hours
Actual hours worked
820 man -hours
Actual total hours
800 man -hours
Standard hours
=

=

Given the foregoing constraints, a production
schedule decision table can be constructed for the
department. See Exhibit 1. A basic assumption of
the schedule is that costs are minimized (i.e.,
minimum average total cost is achieved) by operating one eight -hour shift five days per week with the
maximum crew size.
It should be noted that the addition of one
employee to the crew increases the weekly fixed
labor cost by $160 (40 hrs. X $4.00), and the
potential output by 400 units (40 hrs. X 10 units
per hr.). Conversely, overtime hours are a variable
cost at the rate of $6.00 per man -hour. Thus,
$160/$6 = 26.67 overtime hours and 266.67 units
which could be produced by using overtime before
it becomes less costly to add a crew member. At
the maximum end of the production scale, the
maximum overtime is constrained by the employment contract (10 overtime hrs. X 30 employees) .
In order to minimize direct labor costs in this
situation, the department should schedule weekly
production such that only regular man -hours are
required and they are utilized in full. Insofar as it
is economically feasible to use inventory to make
up the difference between production and shipments, production should be scheduled at discrete
levels to cover normal requirements. The following
four cases assume that this is done.

Total variance

=

A minimum crew consists of 20 employees.
A maximum crew consists of 30 employees.
The employment contract provides a minimum
of 40 hours per week per employee. Overtime is
one and one -half times the regular rate for hours
in excess of 40 hours per week, and maximum
overtime is 10 hours per week per employee.
Standard production is equal to 10 output units
per man -hour regardless of crew size.
The standard wage rate is $4.00 per regular
time hour.

= $3,120

=

To illustrate these points, we assume the following facts for a given production department:

= $3,280

=

Labor Variances and Fixed Workforce Size

Actual labor cost
800 hrs. X $4.10
Standard labor cost
780 hrs. X $4.00

0
25 Idle man -hours
8,000 units
7,800 units
800 man -hours
775 man -hours
800 man -hours
780 man -hours

=
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Utilization variance:
Planned
Actual
Scheduled production
Actual production
Actual workforce size
Actual hours worked
Actual total hours
Standard hours

=

6

CASE I

=

separated from the efficiency variance for which he
can be held responsible. Moreover, if a minimum
crew size is needed, the labor utilization variance
may be planned as well as unplanned.
Finally, the analysis of labor costs as outlined in
the foregoing conventional formulas clearly ignores
overtime premium unless it is picked up in the rate
variance. Otherwise the overtime cost is charged to
overhead and appears as part of the overhead
spending variance. This may be incorrect. For
D. E. RICKETTS
example, the crew may have to work overtime to
Minneapolis Northstar
achieve its scheduled production because of its own
Chapter 1972, is an
inefficiency. Hence, the overtime premium should
Associate Professor of
be considered as part of the efficiency and labor
Accounting at the
University of
utilization variances.

Actual labor cost:
800 hrs. X $4.10 = $3,280
20 hrs. X $6.15 =
123
$3,403

Presumably, the rate variance is a function of crew mix by eay
rates, and the mixture of pay rates may vary with crew size. For
example, the minimum crew might always include older and
higher paid employees. Conversely, the rate variance may be
controllable to some extent by selection of crew members.
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Standard labor cost:
800 firs. X $4.00 =
Total variance

=

3,200
$ 203
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=

(

-

-

=

(

=

(

-

=

=

=

CASE 111
Utilization variance:
Planned 0
Actual
25 Idle man-hours plus 20 overtime
hours
Scheduled production
8,000 units
Actual production
8,000 units
Actual workforce size
800 man -hours
Actual hours worked
795 man -hours
Actual total hours
820 man -hours
Standard hours
800 man -hours
=

=

=

=

=

This approach values labor inefficiency at standard cost and divides it into two components: $80
at regular rates and $40 for overtime premium.
Alternatively, a single efficiency variance of $120
could be shown, but it seems to us the single
variance is less informative.
Also, labor inefficiency could be valued at actual
rather than standard cost. However, this issue has
long been settled in favor of standard cost on the
ground that the production supervisor is primarily

Given that the crew size and mix is decided upon
at the beginning of the week, the $80 unfavorable
rate variance should be the same as that expected
when the decision was made. Conversely, the efficiency and overtime variances may not be the same
as that anticipated when the decision was made to
go into overtime, but the dollar measures are consistent, and errors in estimating the required overtime hours can be discovered.

=

RVc ( Regular) =
($4.10 - $4.00) (820 hrs.)
= $ 82U
RVc (Overtime) =
($2.05 - $2.00) (20 hrs.)
=
1U
EVc (Regular) =
( 820 hrs. - 800 hrs.) ( $4.00) = 80 U
EVc (Overtime) =
( 820 hrs. - 800 hrs.) ( $2.00) = 40 U
Total variance
= $203 U

RVr
($4.10 $4.00) (800 hrs.)
= $ 80U
820 hrs. 800 hrs.) $4.00)
EVr
80 U
UV
(800 hrs. 820 hrs.) ($4.00)
80 F
Overtime (20 hrs.) $6.15)
123 U
Total variance
$203 U

=

This conventional approach ignores the fact
that it was the inefficiency of labor which forced
the use of overtime in order to achieve the scheduled production for the week. To allow for that, the
following conventional variances might also be suggested:

"Also, labor
inefficiency
could be
valued at
actual rather
than standard
cost."

=

= $203 U

=

Total variance =RVc + EVc

=

RVc = ($4.15 - $4.00) (820 hrs.)
= $123 U
EVc = ( 820 hrs. - 800 hrs.) ( $4.00) = 80 U

responsible for the 20 excess hours and does not set
wage rates. Even so, the decision to work the crew
overtime in order to meet the production scheduled
for the week should be based in part upon the
expected incremental costs of doing so (e.g., 20
overtime hours at $6.15 $123), and the variances
compatible with the decision approach would be:

=

Assuming the overtime premium is charged as a
direct labor cost (i.e., $3,403,/820 hrs. = $4.15 per
hr.) , the conventional variances might be:

Exhibit 1

(Variable)
Weekly
Regular
Weekly
(Fixed)
maximum
scheduled
std. reg.
total
man
crew
units
hours
size
D.L. cost
O.T. hrs.
1 - 8 000
800
20
$3,200
0
8, 00 1- 8 ,2 66
800
20
3,200
26.6
8, 26 7- 8 ,4 00
840
21
3,360
0
8,4 01 - 8 ,6 66
840
21
3,360
26.6
8, 66 7- 8 ,8 00
880
22
3,520
0
8, 80 1- 9 ,0 66
880
22
3,520
26.6
9, 06 7- 9 ,2 00
920
23
3,680
0
9, 20 1- 9, 46 6
920
23
3,680
26.6
9, 46 7- 9 ,6 00
960
24
3,840
0
9, 60 1- 9, 86 6
960
24
3,840
26.6
9,867- 10,000
1,000
25
4,000
0
10,001- 10,266
1,000
25
4,000
26.6
10,267- 10,400
1,040
26
4,160
0
10,401- 10,666
1,040
26
4,160
26.6
10,667 - 10,800
1,080
27
4,320
0
10,801 - 11,066
1,080
27
4,320
26.6
11,067- 11,200
1,120
28
4,480
0
11,201 - 11,466
1,120
28
4,480
26.6
11,467 - 11,600
1,160
29
4,640
0
11,601- 11,866
1,160
29
4,640
26.6
11,867- 12,000
1,200
30
4,800
0
12,001 - 15,000
1,200
30
4,800
30.0
15,001- Requires second shift operation, or plant expansion in order to retain first shift operation.
1
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$

PRODUCTION SCHEDULE DECISION TABLE

Std. O.T.
D.L. cost
0
159.60
0
159.60
0
159.00
0
159.60
0
159.60
0
159.60
0
159.60
0
159.60
0
159.60
0
159.60
0
1,800.00

Maximum
Std. total
D.L. cost
$3,200.00
3,359.60
3,360.00
3,519.60
3,520.00
3,679.60
3,680.00
3,839.60
3,840.00
3,999.60
4,000.00
4,159.60
4,160.00
4,319.60
4,320.00
4,479.60
4,480.00
4,639.60
4,640.00
4,799.60
4,800.00
6,600.00

51

=
=
=

805 man -hours
830 man -hours
800 man -hours

$3,403
Standard labor cost:
800 hrs. X $4.00 =
Total variance

Actual labor cost:
800 hrs. X $4.10 = $3,280
30 hrs. X $6.15 =
184.50

3,200

=

$ 203 U

$ 3,464.50

Total variance

3,200.00

=

$ 264.50 U

(

This revised decision related variances in this
instance would be as follows:
RVr
$4.10 $4.00) 800 hrs.)
80U
EVr
(805 hrs. 800 hrs.) ($4.00)
20 F
UV
800 hrs. 805 hrs.) ($4.00)
20 U
To this we must add the overtime
variance (30 hrs. X $6.15)
184.50 U
Total variance
$264.50 U

$203 U

Here, the cost of 25 hours of idle time required
only 20 hours of overtime. The efficiency variance
of $20 was used up by the utilization variance of
$20. Thus, the actual incremental cost of meeting
the production schedule was $123.
CASE IV
Utilization variance:
Planned = 0
Actual = 25 Idle man -hours plus 30 overtime
hours
Scheduled production = 8,000 units
Actual production
= 8,000 units
Actual workforce size = 800 man -hours

=

—

=

—

=

=

123 U

—

$

80U
20 U
20 F

$

(

=

Total variance

=

—

=

=

—

=

=

(

—

=

(

(

=

RVr
$4.10 $4.00) 800 hrs.)
EVr
(79 5 hrs. 800 hrs.) $4.00)
UV
(800 hrs. 795 hrs.) ($4.00)
To this we must add the overtime
variance (20 hrs. X $6.15)

Standard labor cost:
800 hrs. X $4.00 =

=

The conventional variances for Case III would
be identical to those for Case I1, therefore they
are not repeated here. The revised variances shown
below are consistent with the decision to utilize
overtime hours in order to meet the scheduled
weekly production:

=

computing
performance
measures."

Actual hours worked
Actual total hours
Standard hours

(

a new
framework for

Actual labor cost:
800 hrs. X $4.10 = $3,280
20 hrs. X $6.15 =
123

=

"The changing
nature of
direct labor
costs requires

These are the incremental costs of meeting the
schedule in a single week. If production schedule
deficiencies could be programmed into a similar
week's schedule (by increasing crew size) , the incremental cost may be viewed as that of the overtime
premium only, and a different set of variances might
be appropriate.
Conclusion
The changing nature of direct labor costs requires a new framework for computing performance
measures. In this article, we have discussed a decision- oriented framework for analyzing direct labor
variances when the labor costs are fixed.
❑

LETTERS
Continued from page 10
I was in complete agreement with the authors on the point
that human resources should not be considered as assets for
financial statement presentation because they do not meet the
criteria of being owned by the firm. I also agree that the concept has value as a tool for evaluating employees in regard to
wages and promotions. No doubt management would welcome
a quantitative approach such as human resource accounting
advocates in determining the worth of employees. However,
the measuring processes in most companies leaves gaps in the
amount and kinds of information available to company executives.
Virtually all companies have methods of measuring such
things as profits, sales, inventories, market conditions, investment in plant and equipment, etc. However, a method to
accurately identify, measure and report to management a
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quantitative value for such human attributes as loyalty, skills,
decision- making ability, morale and other human aspects of the
internal organization is practically nonexistent in the accounting profession.
The authors of this article found little fault with the concept of human resource accounting; they did find fault with
the inadequacies of the measuring techniques advocated. While
the problems associated with human resource accounting
presently appear insurmountable, the importance of human
resources to the financial health of a firm requires that the
accounting profession take a more positive approach toward
present and future proposals than the authors have taken in
this article.
Conley H. Roller
East Tennessee Chapter
Kingsport, Tenn.
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Books

FOR THE MANAGEMENT ACCOUNTANT

MANAGING THE CASH FLOW
Selected readings from Management Accounting
National Association of Accountants, 919 Third Ave., New
York, N. Y. 10022, 1974, 168 pp., paperbound, $5.95.
Presented in three major sections, this compendium contains
29 articles published originally in MANAGEMENT ACCOUNTING
and selected for inclusion in this review on the basis of their
contribution to the literature on this particular segment of
accounting. This is the first of a projected NAA series of
similar books of selected readings on specific topics.

CONTEMPORARY READINGS IN ORGANIZATIONAL
BEHAVIOR
Fred Luthans

The authors attempt in this book to identify relevant findings
and concepts from the behavioral sciences and relate them to
financial and managerial accounting. A behavioral model of the
firm is included.
HUMAN BEHAVIOR AT WORK
Fourth Edition
Keith Davis
McGraw -Hill Book Co., 1221 Avenue of the Americas, New
York, N. Y. 10020,1972, 584 pp., clothbound, $11.50.
To provide a book both teachable and readable the author has
tried to present the material in an organized fashion which will
enable the reader to integrate the various parts of this discipline
into a whole philosophy of organizational behavior. It is included in the suggested reading list for our CMA examination.

McGraw -Hill Book Co., 1221 Avenue of the Americas, New
York, N. Y. 10020,1972, 460 pp., paperbound, $6.95.
This book contains new organizational articles dealing with
structure, communication, technology, and systems. It provides
a basic understanding of behavior obtained from readings on
causation, perception, learning, motivation, and personality. It
is included in the suggested reading list for our CMA examination.

CORPORATE SOCIAL RESPONSIBILITY AND THE
INSTITUTIONAL INVESTOR
Bevis Longstreth and H. David Rosenbloom
Praeger Publishers, 111 Fourth Ave., New York, N. Y. 10003,
1973, 104 pp., clothbound, $7.50.
The authors have gathered information and opinion about the
responsibility of business enterprises in our society and discuss
the implications of that responsibility for the institutional investor.

STRATEGIES FOR MANPOWER PLANNING AND
PROGRAMMING
Elmer H. Burack
General Learning Corporation, Morristown, N. J. 07960, 1972,
226 pp., clothbound, $7.50.
A book which goes beyond the traditional management model,
it establishes a broad planning and programming framework
with such undertakings as personnel, wage and salary administration and industrial relations. Emphasis is placed on application and development of workable planning and programming
approaches.
A GUIDE TO OFFICE CLERICAL TIME STANDARDS
FOR MANUAL OPERATIONS
Association for Systems Management, 24587 Bagley Rd., Cleveland, Ohio 44138, 1972, 143 pp., paperbound, $13.50, Members: $10.00.
A practical rule of thumb guide for determining approximately
how long it takes to perform conventional clerical operations.

SOCIAL RESPONSIBILITY AUDIT
A Management Tool for Survival
John Humble
Amacom, a Division of American Management Associations,
135 W. 50 St., New York, N. Y. 10019, 1973, 60 pp., paperbound, $7.50, Members: $5.00.
Covering a developing field full of uncertainty, this paper does
not pretend to be an authoritative manual; it offers advice only
on how to make a start. It contains many examples from experience to provide a sense of reality.

BEHAVIORAL ASPECTS OF ACCOUNTING
Michael Schiff and Arie Y. Lewin
Prentice -Hall, Inc., Englewood Cliffs, N. J. 07632, 1974, 408
pp., paperbound, $5.95.
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A GUIDE TO OFFICE MACHINE TIME STANDARDS
Association for Systems Management, 24587 Bagley Rd., Cleveland, Ohio 44138, 1972, 187 pp., paperbound, $13.50, Members: $10.00.
A practical rule of thumb guide for determining approximately
how long it will take to perform office machine operations.
OFFICE WORK MEASUREMENT
Harold W. Nance and Robert E. Nolan
McGraw -Hill Book Co., 1221 Avenue of the Americas, New
York, N. Y. 10020, 1971,184 pp., clothbound, $11.50.
This text points the way step by step with guidelines to almost
any problem readers might encounter when installing work
measurement programs. It offers a total approach to cost cutting.
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SYSTEMS SIMULATION

LINEAR PROGRAMMING FOR OPERATIONS RESEARCH

A. M. Colella, M. J. O'Sullivan and D. J. Carlino

Donald M. Simmons

Lexington Books, 125 Spring St., Lexington, Mass. 02173,
1974, 292 pp., clothbound, $16.00.

Holden -Day, Inc., 500 Sansome St., San Francisco, Calif. 94111,
1972, 288 pp., clothbound, $14.95.

A simulation handbook that reflects two decades of analog,
digital and hybrid simulation efforts of the three authors.

This book is principally intended for the future practitioner of
operations research; its two major concerns are the art of
recognizing and formulating linear programming problems and
the science of solving them.

QUANTITATIVE DECISION AIDING TECHNIQUES
FOR RESEARCH AND DEVELOPMENT MANAGEMENT
Marvin J. Cetron, Harold Davidson and Albert H. Rubenstein,
Editors

MODERN MATHEMATICAL METHODS FOR
ECONOMICS AND BUSINESS
Ronald E. Miller

Gordon and Beach, 241 Taaffe Pl., Brooklyn, N. Y. 11205,
1972, 205 pp., clothbound, $16.50.

Holt, Rinehart & Winston, Inc., 383 Madison Ave., New York,
N. Y. 10017, 1972, 488 pp., clothbound, $13.00.

A group of selected papers on research and development management which were presented at recent sessions of the Military
Operations Research Society. They illustrate the utilization of
resources, their allocation, budgeting and cost effectiveness.

A basic textbook which has been used over a number of years
at the Wharton School in their MBA curriculum and their
Graduate School of Arts and Sciences. The emphasis is on
mathematics rather than applications.

QUANTITATIVE TECHNIQUES FOR HOSPITAL
PLANNING AND CONTROL
John R. Griffith
Lexington Books, 125 Spring St., Lexington, Mass. 02173,
1972, 403 pp., clothbound, $16.00.

THE HUMAN SIDE OF DATA PROCESSING
MANAGEMENT
M. D. Wadsworth
Prentice -Hall, Inc., Englewood Cliffs, N. J., 07632, 1973, 244
pp., clothbound, $21.50.
A guide to the practical use of human resources particularly in
the data processing area. It contains a complete program and a
chapter of individual case studies.

The author endeavors to provide conceptual understanding of
a variety of techniques useful in hospital decisions — particularly
planning, forecasting, scheduling, cost control and quality
control —and a detailed discussion of the practicalities of applying the techniques.

Stuart S. Fink and Barbara J. Burian

DECISION ANALYSIS WITH BUSINESS APPLICATIONS

Appleton- Century- Crofts, Educational Division, Meredith Corporation, 440 Park Ave., New York, N. Y. 10016, 1974, 351
pp., clothbound, $10.50.

V. M. Rao Tummala
Intext Educational Publishers, 257 Park Ave. South, New York,
N. Y. 10010, 1973, 578 pp., clothbound, $15.00.
The main objective of the author is to study decision problems
under uncertainty. The author also discusses how to deal with
the decision- makers preference for the consequences of one
action versus another, chronological arrangement of the decision- maker's information and the collection of additional information for better decisions.

DECISION AND RISK ANALYSIS POWERFUL NEW
TOOLS FOR MANAGEMENT
Proceedings of the Sixth Triennial Symposium
Arthur Lesser, Jr., Editor
The Engineering Economist, Stevens Institute of Technology,
Hoboken, N. J. 07030, 1972, 195 pp., paperbound, $7.50.
This symposium provided an introduction to the fundamentals
of decision theory using a simple example to indicate the need
and to illustrate the approach. Second, a brief review of the
theory was given, and finally a more comprehensive problem
was presented.
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BUSINESS DATA PROCESSING

An explanation of computers and computer systems from the
basic language through programming to the design of systems.
Chapters on real time systems and minicomputers are also included.
PRINCIPLES OF INTERACTIVE COMPUTER GRAPHICS
William M. Newman and Robert F. Sproull
McGraw -Hill Book Co., 1221 Avenue of the Americas, New
York, N. Y. 10020,1973, 607 pp., clothbound, $15.95.
The subject matter of this book includes all branches of computer technology that contribute directly to the design of systems.
INFORMATION SYSTEMS ADMINISTRATION
F. Warren McFarlan, Richard L. Nolan and David P. Norton
Holt, Rinehart & Winston, Inc., 383 Madison Ave., New York,
N. Y. 10017, 1973, 596 pp., clothbound, $13.00.
The authors have assembled here the technical knowledge
needed to understand the management problems in computing.
It is written from the viewpoint of the manager of an organization's data processing resource and covers the critical topics
relevant to this field of administrative practice.
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books for accountants

MODERN
ACCOUNTING
SYSTEMS
FOURTH EDITION
John Leslie Livingston, Georgia Institute of Technology; Harry D. Kerrigan, San Diego State University. Completely revised, enlarged, and updated,
this standard guide takes you through every step
of accounting system survey, design, installation,
and operation. Many cases and examples cover
manual and computerized applications. November, 1974. 767 pp.
about $20

PROFITABILITY
ACCOUNTING
Robert Beyer, CPA and Donald J. Trawicki, CPA —
Partners, Touche Ross & Co. Here is a guide to
improved methods designed to integrate all accounting operations into one dynamic information
system — simplifying the task of gathering and reporting data on every factor that influences profits. 2nd Ed., 1972. 403 pp.
$14.95

HOTEL ACCOUNTING
Ernest B. Horwath, CPA: Louis Toth, CPA, and
John D. Lesure, CPA. Definitive source of help in
handling accounting for hotels and motels of all
sizes — including food and beverage control, payroll, forecasting and budgeting. 3rd. Ed., with
revised Appendix C, 1970. 513 pp.
$14.95

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

BUSINESS FORMS
DESIGN AND CONTROL
Joseph L. Kish, Jr., Iron Mountain Information
Management, Inc. This guide presents scores of
ideas for creating better forms for both manual

...

FINANCIAL AND
ACCOUNTING GUIDE
FOR NONPROFIT
ORGANIZATIONS
Malvern J. Gross, Jr., CPA, Partner, Price Waterhouse & Co. Book supplies up to date advice on
the specialized accounting and reporting problems of nonprofit organizations. Includes latest
AICPA audit guides with interpretive comment.
2nd Ed., 1974. 550 pp.
about $15

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

CONTROLLERSHIP
J. Brooks Heckert, CPA and James D. Willson,
CPA. Stressing decision - making aspects of the
controller's job, book sets forth tested ways of
gauging performance; helps set up reliable standards for materials, labor rates, overhead. Covers
management of office staff, cost and accounting
systems, tax work. 2nd Ed,, 1963.808 pp. $15.95

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.

TO ORDER or request descriptive
information, write to Dept. 111 .. .
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Keller Named Technical Services Director
Donald E. Keller has joined the NAA staff as Director of the Technical Services Division, Executive
Director William M. Young, Jr., has announced.
Prior to joining the NAA staff, Dr. Keller was
senior projects manager at the American Institute
of CPAs where he researched and wrote questions
and solutions for the uniform CPA examination.
Dr. Keller earned a B.S. degree in accounting at
the University of Arizona in 1960; an M.S. degree
from San Diego University in 1963, and a doctorate
in Business Administration from the University of
Southern California, with a major in accounting and
minors in economic theory, finance and management.
After graduating from college, Dr. Keller spent
two years with Arthur Young & Co., as a staff
accountant. From 1962 -64, he was a graduate assistant and instructor at San Diego University while
working on his master's degree. From 1964 -67, he
served as a lecturer at the University of Southern
California and then as assistant professor at the
University of Arizona, 1967 -70. During 1970 -73,
he was professor of accounting on the faculty of
California State University, Northridge, Calif.
He is a Certified Public Accountant in California
and Arizona.

Dr. Keller is the founder and proprietor of the
CPA Development Program, a CPA examination
preparatory course that he conducted. He has
written A Research Study of Some Aspects of A4
counting Education in California, a report published
by the California Society of CPAs, and a number
of articles.
He is a member of the AICPA, the American
Accounting Assn., Beta Alpha Psi, Beta Gamma
Sigma and Alpha Kappa Psi.
Dr. Keller, his wife, and three children make their
home in Ridgewood, N.J.
❑

Perritt Joins Staff as CEP Project Manager
Gerald W. Perritt has joined the staff as Project
Manager in the Continuing Education Department.
He was assistant professor of finance at the University of Miami, Coral Gables, Fla., before joining
the staff. He taught in a similar position at Babson
College in Wellesley, Mass.
He earned a B.S. Ed. degree with a major in
mathematics at Ohio University in 1964, an M.B.A.
in Business Economics at Xaxier University in 1969
and a doctorate in Business Administration at the
University of Kentucky, where he was a National
Defense Fellow, in 1974.
Dr. Perritt has been a management consultant in
the Midwest and South Florida and has been
actively engaged as a professional investment advisor. He has contributed numerous articles to business and management journals.
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He is a member of the American Finance Assn.,
Eastern Finance Assn., the Financial Management
Assn., and the Miami Society of Security Analysts.
❑

MANAGEMENT ACCOUNTING /NOVEMBER 1974

FINALLYINFLATION ACCOUNTING?
At least one U.S. company — Indiana Telephone Corporation
—has been reporting the effects of inflation since 1954. Today,
price -level accounting may be an idea whose time has come.

By Robert F. Randall
Over the last two decades inflation has been a minor
annoyance, gnawing at the underbelly of the United
States economy. In the past few years it has been
threatening to mortally wound our society.
Two -digit inflation has brought cries of alarm
from all quarters now but back in 1954 no one paid
any attention when a small utilities company, the
Indiana Telephone Corp., in Indianapolis, began
to illustrate the effects of inflation in its published
accounting statements. Few listened when Leonard
Spacek, now retired managing partner of Arthur
Andersen & Co., in speech after speech warned of
the consequences of not recognizing the impact of
inflation in accounting statements.
Now, of course, from the White House to the
New York Stock Exchange, everyone is concerned.
Accountants have long recognized the problem of
inflation distorting financial statements. In one
speech, Mr. Spacek phrased it this way: "Throughout our society, both in the private sector and in
government at all levels, we are using up the warehouse of values built up in the past, but never
costed into current living." But as a body of professionals intimately aware of inflation's havoc,
accountants have done little.
As the problem became more acute, the Accounting Principles Board turned its attention to inflation
and in 1969 issued Statement No. 3, concluding
that financial statements adjusted for changes in the
general price level presented useful information.
Accordingly, it recommended that price -level adjusted financial statements be published in addition
to those based on historical dollars.
As it turned out, few companies followed this
advice.
The millstone could not be shrugged off, however. The rate of inflation skyrocketed in the United
States in the Seventies. Now the Financial Accounting Standards Board has taken up the challenge of
exorcising the effects of the demon of inflation.
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Early this year the Board held public hearings on
the project, Reporting the Effects of General Price Level Changes in Financial Statements.
Showing Inflation's Impact
Indiana Telephone Corp.'s unique experiment in
reporting the effects of inflation in its published
accounting statements grew primarily out of the
work of the company's president, the late Pierre F.
Goodrich, and Leonard Spacek of Arthur Andersen
& Co.
Mr. Goodrich had started a correspondence with
Mr. Spacek "probably as a result of something he
had read by Mr. Spacek." A prolific writer and
speaker, Mr. Spacek had been warning about inflation at least since the 1940's.
In 1957 he told a chapter of the Controllers
Institute of America "The fact that overstatement
of profits through understatement of depreciation
has been significant cannot be denied, yet the accounting profession has chosen to ignore it. After
all, accounting is only the road sign pointing to the
direction in which business is going. Accounting
reports are used mainly for decision - making.
Wherever wrong accounting is applied, erroneous
decisions or courses of action obviously will result."
Until 1964 ITC used a specific index designed
for the telephone industry and ITC by a professional engineer. But, the company said, in order
to measure the overall change in the general price
level it decided to use the Gross National Product
Implicit Price Deflator.
The restated figures, reflecting the GNP Implicit
Price Deflator, give a less cheery view of the company's earnings based on historical cost. For example, inflation increased the dollar value of the
assets of the company but at the same time increased the dollar cost of depreciation.
In making the conversion used in Column B of
the 1973 annual report, the corporation followed
the methods set forth in APB Statement No. 3.
The dollars of cost were restated in terms of the
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"Without
price -level
adjusted
information it
would not be
possible to
ascertain the
true economic
77

this state to determine rates on the basis of accounting information that fully reflects the impact
of inflation on the rate base, on depreciation
charges and on the cost of capital." The company
adds, "We have had some success but it is a slow
process.
Is the resulting data useful for internal management? ITC told the Financial Accounting Standards Board that "The information that we have
obtained from making price - leveled statements has
been used by our Officers and Directors to make
corporate policies with respect to financing, provisions of contracts for the purchase of long lived assets, employee compensation administration,
capital investment decisions, and the form of our
employee pension plan...."
"The proper measurement of our costs is necessary in setting the price of our product. Underpricing our product will ultimately result in inadequate returns on invested capital. We must be able
to successfully compete for, and compensate, capital in the years ahead or we will not be able to
survive. Our shareholders must receive an economic
return commensurate with comparable risks. Without price -level adjusted information it would not
be possible to ascertain the true economic return
earned by the Corporation."

".

return. , ..

price level at December 31, 1973, as measured by
the GNP Implicit Price Deflator. One departure
from the APB is noted by the company in that the
effects of price -level changes on long -term debt and
preferred stock are reflected as income in the year
in which the debt and preferred stock are retired.
The APB tentatively recommended that all such
amounts should be taken into income in the year
of price -level change.
The figures thus restated (See Exhibit 1) present a better comparison of the company's financial
status, it says. After all, the company insists in its
1973 annual report, one does not add apples to
oranges and expect to come up with a significant
figure. "No one would attempt to add, subtract,
multiply or divide marks, dollars and pounds. The
failure to change the title of the monetary unit
may be partially responsible for this violation of
mathematical principle. This conceals the fact that
mathematical unlikes are being used and therefore
unfortunate results have been produced by generally accepted accounting principles."
ITC management is frank in admitting that
using a price -level index to restate its financial
statements is in its own economic interest. For inflation strikes hardest on capital intensive companies like public utilities, whose rates are regulated
. . we have been working for
by government.
years to persuade the Public Service Commission of

Column A
Historical Cost
1972
1973

$ 6,702,741
5,643,0D4
365,239

11,732.962

12,834.141

12.710,984

2,295,252
1,699,037

2,053,700
1,548,758

3,0331053
1,745,198

2,813,413
1,677,858

3,994,289
973.906
651,BD6
1,096.568
909.689

3,602,458
1,101,833
581,311
1,003.875
967,974

4,778,249
1.000.355
669,309
1.135,783
1,016,577

4,491,271
1,193,678
629.767
1,089,876
1,046,661

1,395,145
300.900
145251

1,363,382
264,200
152,618

1,433,048
309,075
137,556

1,477,029
286,223
156,241

9,547.354

9.037,651

10,479.962

10,372.746

2.847,331

2,695,311

2,354,179

2,338,238

892,596
23,345

789,579
41,540

916.848
27.074

855,396
57,209

(48,777)
(380,918}
171,600

(141,241)
(196,647)
92,500

(50.102)
(391,257)
176,262

(153,014)
(213,038)
100,210

(16.303)

(11.985)

116,746)

(12,984)

(49,591)

(39,218)

Deprec iation provi sion, Not e 1 (b) . .
Maintenance

Tot al de pre cia ti on and mainte nance
Traffic
Comme rcial . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Genera l a nd admini strati ve ..
Stat e, local and mis cellaneo us F ederal t axes
Federal income t axes, Note 1(b)
Current ly paya ble
Defe rred unt il f uture ye ars
Deferred inv estment tax credit (net)

_

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

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

Tota l operat ing expe nses

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

INCOME DEDUCTIONS:
Inte rest on funded debt
Other de ductions
Allo wa nc e fo r funds us ed during
constructio n (credit). Note 1(d)
Other i ncome (credit)
Nonope rating Fede ral i ncome taxes
Gain fro m retireme nt o f long -te rm debt
thro ugh operatio n of si nking fund (credit)
Price -level gain from retirement
of lo ng -t erm debt (credit). Note 1(a)
Gai n fro m re tirement o f prefe rred
stoc k t hro ugh ope rat ion of
sinking f und (c redit)
Price -leve l gain from retirement
of pre ferre d stoc k (credit), Note 1(a)
Price -leve l loss from othe r mone tary items

....

-

....... .....
....... ..... _ ...
..............
....
.....

(6.383)

(5,102)
(15,067)
90.879

-

-

(8.556)
(18.364)
209,080

$

635,162

569,037

788,638

665,271

2,312,169
93.534

2.126,274
94,890

1,557,541
96,075

1.672.967
102,800

2,218.635

2,031,384

1,461,466

1,570.167

$

EARNINGS APPL I CABL E TO COMMON STOCK

(4.709)
-

....................
.....
.......
Tota l Income deducti ons
....................
NET INCOME, Note 1(a)
Prefe rred sto ck dividends
applicable t o the pe riod
...........................

$

.

OPERATI NG INCOME

-

12,494.686

$

S 6,187,012
5,208.814
337,136

$

8,634,810
5,775,933
423,398

8.459,323
5.623.163
412.199

.. ............
..... ..................
......................
Tota l o pera ting re venues
......
OPERATING EXPENSES:

$

OPERATI NG REVENUES.
Local service
Toll service
Miscellaneous
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....... ....

3.00

$

4.16

$

4.55

$

$

W

EARNI NGS PER COMMON SHARE

3.22

1974

Column B
H1atorital Cost
Restated to Reflect
Purchasing Power
of 1973 Dollar
1972
1973

/NOVEMBER

Statement of Income

ACCOUNTING

IN D I A N A T E L E P H O N E C O R P O R A T I O N

In adjusting its financial results to reflect the
impact of inflation, Indiana Telephone Corporation found a willing collaborator in its auditor,
Arthur Andersen & Co. Indeed, after the usual attestation statement the audit firm adds this final
caveat to the 1973 annual report: "In our opinion,
however, the accompanying financial statements
shown under Column B more fairly represent the
financial position of the Corporation as of December 31, 1973, and the results of its operations for
the year then ended, as recognition has been given
to changes in the purchasing power of the dollar,
as explained in Note 1(a) ."
As Mr. Spacek pointed out recently, "This inflation effect made a mockery of our audit certificates -yet by law we could only challenge, we
could not change the actual reporting or require
company officers to do so. My point was that
price -level indices could readily be used to reflect
the effects of inflation on the historical dollars presented in balance sheets and income accounts
which could then be honestly used as representing
a fair financial position."
Mr. Spacek pled his case to the top government
regulatory body. In 1954, as head of Arthur Andersen & Co., he petitioned the Securities & Exchange
Commission to amend Regulation S -X so recognition could be given in a footnote to the "net income" that would result if depreciation were recomputed on the basis of changing price levels.
The Commission turned down the request on the
grounds that it did not accord with generally accepted accounting procedures, did not have substantial authoritative support and that "its adoption is not necessary or appropriate in the public
MANAGEMENT

Exh ib it 1

Willing Collaborator

interest or for the protection of investors or consumers to carry out the provisions of the statutes
administered by the Commission."
Citing this effort to get the SEC to recognize
the impact of inflation on corporate earnings, Mr.
Spacek says, "...I believe the SEC must bear the
principal responsibility for denying the public the
needed information by which the devastating effects of inflation could be assessed by the public
investor or consumer as it was building up. During
this whole period, profits have been overstated,
market values have been overstated and no one was
concerned about it, either in Congress, the Administration or the SEC. Later, they were all concerned with stock market losses the public suffered
but not the conditions that gave rise to such
losses."
Bow to Von Mises
Not only does the Indiana Telephone Corp.,
restate its figures to incorporate the rate of inflation, it also includes in its annual report an explanation of what inflation is and how it affects a
regulated industry, such as public utilities. The
company publishes its own philosophical summary
statement on inflation. Sample: "(1) Inflation is
simply 'too many dollars chasing the available
goods;' more formally, it is a rate of increase in the
quantity of money greater than the rate of increase
in the output of goods and services. (2) The price
increases that tend to follow from this situation
are the symptom of the inflation, not the inflation
itself."
For stockholders of the closely -held company
who want to follow up on the topic the annual report has a bibliography which recommends works

such as Henry Hazlitt's What You Should Know
About Inflation and Ludwig Von Mises' The
Theory of Money and Credit.
Has this unique economic inflation primer annual report helped? Miss Helen E. Schultz, who
succeeded Pierre F. Goodrich as president of ITC
after his death a year ago, says "We feel we have
gotten a more realistic rate by showing the [Indiana
Public Service] Commission both Column A and
Column B."
Until the rate of inflation exploded in the last
few years, reaction to the company's inflation
accounting came mostly from professors of accounting or graduate students. In the past year,
according to Miss Schultz, more queries about its
accounting have been received from businessmen
than ever before. The company made a written
presentation to the FASB earlier this year, pointing
out its experience with the conversion of its financial statements to reflect price level changes and
presenting these figures alongside those based on
historical cost.
For a number of years, Mr. Goodrich ended the
ITC annual report with this paragraph: "There is
reason to expect that money value may, over a
foreseeable period of time, change even more
drastically. We cannot understand why, in the interest of sheer accuracy of knowledge and making
of responsible decisions, business corporations, accountants and such governmental or semi -public
bodies as deal with corporations, are unwilling to
present more nearly the truth. Concealing unpleasant things seldom eliminates them."
Accountants and other businessmen now seem
ready to cast a little more light on the economic
realities underlying financial reports.
❑

Overseas Readers, Please Note
Because of postal rules and regulations, we are not
permitted to include certain advertising material in
copies Of MANAGEMENT ACCOUNTING going to addresses outside the United States. When the magazine is first printed, however, this material must be
assigned page numbers
which means that when
...is not placed in copies
the advertising material
going out of the U.S. A., there appear to be
"missing pages."
Please be assured that any copy Of MANAGEMENT
ACCOUNTING you receive with 2 or 4 "missing
pages" is not an incomplete copy in the sense that
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"We feel we
have gotten a
more realistic
rate by showing
the Commission
both Column A
and Column 8."

...

text or editorial content has been omitted. Before
asking for a replacement copy on the basis that the
copy you received was faulty, please read the text
that continues from the lower- numbered page on
the left to the higher- numbered (by 2 or 4 numbers) page on the right.
Should the postal policy change and allow us to
include inquiry cards and other advertising inserts,
we will add them. Until such time, we regret any
problems these omissions may have caused.
The Editors
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The Stuart Cameron McLeod Society is proud of its 40- year -old
traditions, here symbolized by the bagpiper at the Society's Annual
Dinner in New Orleans in 1968.

SOCIETY OF LEADERS
Organized to preserve and perpetuate friendships of ex -NAA
officers, the 40- year -old Stuart Cameron McLeod Society today
is a vigorous organization whose members thoroughly enjoy
their social activities —and at the same time provide NAA with
the benefit of their accumulated experience.

Every member of the Association who has attended an Annual Conference has noticed them.
A beribboned badge with a metallic replica of the
NAA seal superimposed over an "X" identifies them
to their fellow members.
Those who have read the inscription on the
badge have probably asked themselves at one
time or another, "What is the Stuart Cameron
McLeod Society and what does it do ?"
Mention the Society to a long -time member and
he'll probably "hear" the sound most often associated with the McLeod Society —the skirl of
bagpipes. Bagpipers are traditional at the Society's
Annual Dinner. This Scotch influence is a reflection
of the personality and heritage of the man after
whom the society is named, Stuart C. McLeod.
"Doc" McLeod was the first secretary of the National Association of Cost Accountants, later renamed the National Association of Accountants.
Credit is given to C.M. Finney for conceiving the
idea of a special organization which would unite
the past officers and directors of the Association.
"Chris" Finney, NAA president during 1926 -27,
went to Secretary McLeod with the idea and
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"Doc" enthusiastically threw his full support behind it. The organization was officially born June
24, 1934, in Cleveland, Ohio.

X Marks the Spot
In the beginning it was named the "Spot" Club
because Mr. Finney and "Doc" McLeod happened
to walk by a Broadway marquee displaying a movie
called "X Marks the Spot." A bold "X," it seemed
to them, symbolized the purpose and membership
of the new organization of ex- officers and directors
of the Association. To this day an X- shaped table
arrangement serves as the focus of the induction
ceremony at the Annual Dinner.
"Doc" McLeod died in 1944, after 25 years as
secretary of the Association. (Mr. Finney, the first
president of the Society, died in September. A
memorial article will appear next month.)
In 1958, in honor of the man who had contributed so much to the Association, members of
the Spot Club voted to rename it, the Stuart
Cameron McLeod Society. Its original purpose remained the same: to help preserve and perpetuate
the sincere friendships of past officers and directors
MANAGEMENT ACCOUNTING /NOVEMBER 1974

of the Association. An additional objective was to
keep intact a "reservoir of technical know -how,
administrative experience, talent and ability" to be
used by the Association if needed.
The Society is an elite group, "a society of
leaders," as Russell W. Hardy, current president,
reminded members in an address at the Annual
Meeting in Detroit. He pointed out that "Each
and everyone of you have served the National Association of Accountants at the chapter and national
level for at least 10 years and in many cases over
10 years." As such, the members have a common
store of interest and ties that contribute to the
spirit of all McLeod Society functions.
In the early years meetings were limited to an
annual meeting held in conjunction with the Annual Meeting of the Association. In addition to
holding the traditional dinner, the Society would
conduct its business, elect officers and governors
and induct new members.
Recently the Society has begun holding mid -year
meetings, which, in addition to featuring the usual
social festivities and dinner, also include a popular
golf tournament. Moreover, SCMS members in
New England have successfully established a regional affair for members. These local meetings
help to increase the participation of members who
cannot get to the annual meeting of the Society
every year.
Even though the Society is famed for its conviviality (members and their wives sing popular,
romantic tunes to the accompaniment of Chuck
Lent on the piano), it "is not just a fun organization," President Hardy says. Robert J. Enersen,
who served as president last year, agrees. "It's
changing a bit."
In his message to the members last year, President Enersen said, "McLeod members probably
have more fun per hour than do the members of
any other accounting group." At the same time, he
suggested that members were in a unique position
to help the Association in two areas: in its membership growth program and in the Socio- Economic
Program.
"Historically," he pointed out, "the Society was
organized to keep national officers of NAA in
contact with each other. It was a way of making
sure that when you are out of national office things
don't stop. It served as a vehicle to provide good
fellowship. Another objective was to help where
it could without interfering with the current Association management."
The Society's Projects
It is not a new thing for the Society to help
where it can. It has undertaken projects before. It
donated a plaque honoring Major J. Lee Nicholson,
the founder of the Association, and commissioned
a portrait of Secretary McLeod which hangs in the
reception area of the national office. Recently it
sponsored and financed the creation of the Stuart
Cameron McLeod Society Trophy which is
awarded to the chapter finishing third in the
MANAGEMENT ACCOUNTING /NOVEMBER 1974

An X- shaped table
configuration like that above
is a continuing reminder of
the Society's origins and
purposes. This photo was
taken at the Annual Dinner
of the Spot Club in June
1956. A year later the name
of the organization was
changed to honor the
Association's first secretary.
At right, current President
Russell W. Hardy discusses
Society -plans for the coming
year with Vice Presidents
Charles D. Sands (left) and
S. Alden Pendleton. The
colloquy took place at the
Society's Annual Meeting in
Detroit last June.

L
Stevenson Trophy competition. The Society also
has supported NAA programs through contributions to the Memorial Education Fund.
Last year the Society asked its members to help
NAA chapter membership directors to acquire new
members. The Society urged that each member
pledge to get one new member for NAA. Looking
back upon the effort, Mr. Enersen says, "We
played a little part in the membership improvement." One Society member was responsible for
ten new members joining NAA.
One of the advantages that McLeod members
have is that they are usually well along in their
careers and therefore in influential positions in
industry. They are likely to have easy access to the
corporate officer who decides which organization
memberships for employees the company will support.
Society members are just beginning to get involved in the Socio- Economic Program but an
effort is under way to enlist the considerable
know -how of members in this program.
President Hardy pointed to another, similar area
in which the Society has become involved. This is
Continued on page 66
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fi nancial

vice

pre sident

N o r t h w e s t N a z a r e n e C o l l e ge .
CARL A .

HU N T , C e n t r a l

Arkansas,

has

be e n e l e ct e d pre s id e n t o f Param ou n t Li fe
Ins urance

Co.

ST E PH E N

A.

Cha t t a noo ga,

be e n n a m e d cont rol l e r of Al a dd i n

has

Mills.

EDDY NE SBY , JR ., C l e v e l a n d ,

has be e n

.

.

.

mana ge r

Co....

of

All W.

FREDERICK

re cen t ly was nam ed man age r

Paso N at ural Gas
JOHN

P.

be en

appointed

tax d e p a r t m e n t

at

El

Co.

BU CCIARELLI , E s s e x C o u n t ) ,, h a s
as s is t an t

controller

of

W.

GARD p ro m o t e d to controller at

NER h a s b e e n

J. Wiss &S o n s Co.
C. SANDBERG,

Fort

Lauderdale,

has been named comptroller of American
C o m m u n i t y S y s t e m s , In c.
RU DY

FLORE S,

Gr e e n w ic h - St a mf o rd ,

is

promot e d to manage r of cost account i ng

no w ass i s t ant m an age r of co s t acco un t i n g

at C lev elan d T wist Dr ill

at Pit ne y B owe s.

Co.

BE N N Y K. B UR K, Kal a m a z o o , i s n o w b u s i -

HAI R E , Was hi ngt on .

C.

of

II,

ge ne ral

t h e co rp orat e

WAY N E
DY ER,

pres ide nt.
HOW ARD

controller.

G e n e r a l C a b l e C o r p . . . . JAY

EDWARD

L.A R N O L D , E s s e x C o u n t y .
W A R R E N R. B A L D Y S , H a r r i s b u r g A r e a .
W I L E Y O. BU LLOCK, Memphis, p a s t

as

FRE D E RI CK V AN N OSD A LE has be e n name d

ST A N L E Y G . HE AT H, Sa n An to ni o. .

ne ss m a n a ge r at G r e a t Lake s C o m p u t e r

I V AN JE N KI N S, Pe ori a.

C e n t e r , I n c . . . . ROBE RT A . JAMEYSON

JAME S

W.

has b e en pro mo t e d t o d ire ct o r

JON ES, B a l t i m o r e , p a s t pr e s i -

c e u t i c a l o p e r a t i o n s st a ff a t

de n t . S tu art C am e ro n McLe o d So ci e t y.

R.

. . . ALBE RT

W. KE N N E D Y , D e t r o i t .

J.

S.N I G RE LL I ,

Milwaukee.

J.S I N D E R ,

N or wic h.

J. RA Y T U CK E R, S a n

D i e g o , p a s t pr e s i -

dent. SCM S.
ST E PH E N

W.

Kal-

th e co rp orat e controller, Gat e way Spo rt-

CH A R L E S M . P O D R A ZA , E as t J e r s e y.
JOHN

Co.

joi ned

ROBE RT L . M OAT S, K a n s a s C i t y , n o w i s

S.LI T T LE , Merrimack V a l l e y .

C.N E L S O N , C a n t o n .

JOSE PH

TY SE N h a s

pharma-

Ae r o, I nc . , a s c o n tr o l le r .

H. A . K R I E BE L , B os t o n , p a s t p r e s id e n t .
WARRE N

A.

of

Upjohn

ing Goods.
E ARL
moted

F.
to

tr e as u re r

and

elected

to

the

Board o f d ire cto rs o f C olamco , I nc.

to

treas urer,

Brainard

Ente r-

prises.
LE E

R. BAT CHE LOR,

DALE

A.

KEASLING, K n o x v i l l e , h a s b e e n

p r o m o t e d t o se n i o r vice p r e s i d e n t of t h e
V alle y Fide lity B a n k T r u s t

DON ALD L . GRI E S HO P, D a y t o n , h a s b e e n
promot ed

W AR W I C K, C hi cago.

KENN EDY, C o l u m b u s , w a s p r o -

Co.

H e will

contin ue as contro ller.
ROBE RT H . AD AM S, L a n c a s t e r , h a s b e e n
n a m e d cont rol l e r of t h e H o w m e t C o r p . ,

D e n v e r , is t h e c o n -

M i l l P r o d u c t D i v . . . . DON ALD F . F i E s

Prom otions and New Positions

trolle r of t he Sterling Col orado B e e f

JAM E S

. . . JACK HARAWAY , p a s t c h a p t e r p r e s i -

ope rat i on al acc oun t i n g, B ue l l D i v . , E vi ro-

de nt , has j oi ne d Amoco P roduct i on

t e c h . . . . HARRY

R. HI C KS,

JR ., A t l a n t a N o r t h , h a s

been elected treasurer of Rollins, Inc.
MANAGEMENT ACCOUNTING /NOVEMBER 1974

Co.
Co.,

was

appointed

as s i st a n t

J.SHRU B,

controller

of

JR., h a s b e e n
63

el e ct e d exe cu ti ve vice p r e si d e n t a n d a
m e m b e r of t h e bo a r d of di re ct or s of
W G A L T e le v isi on , I n c . , a n d De l m a r v a
Br oa dc a sti ng

We are recruiting management- oriented
Accounting, Financial and EDP personnel
for the rapidlycareer
growing
Southern
Market.
opportunities
for Controllers, Planning Manager, Asst.
Treasurer, Financial Analysts, Acctg.
Managers, Cost Accountants, Auditors,
Gen. Accts., Systems Analysts, Programmer /Analyst, DP Managers and others.
Salaries to $25,000.

.

CONFIDENTIAL SERVICE

Your present position will in no way be
jeopardized. W e have had over 12 years
experience in the placement of professional personnel.

• OUR FEES ARE PAID BY
MANAGEMENT
Please send your resume with current
salary, or write for our Professional
Resume Kit.

CHARLES EDWARDS, CEC, Mgr.
Accounting Division

• DswII

Leryeel

E mp lo y me n t

©
3e r vloc
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ldorllY

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

Ci r c le 8 o n in q u ir y ca r d .

Growth Opportunity—
Construction
Do you ha ve th e potentia l to be respo nsib le for t he fi na n ci a l op er a t io ns
of a co m p a n y within ten years? Do
you ha ve a knack for dea ling with
peo ple a s wel l a s nu m ber s? Do es yo u r
ba c k gr ou n d i ncl u de a deg ree wi th empha sis in a c co u n t in g a nd a t l e a st t wo
yea r s of pr ofession a l expe rien ce?
Our client, a genera l con tr a ct or in
Northwest Indiana , ha s a n ou t st a n ding repu ta tion for qu a lity a nd integrity
a s well a s a track record of growth
a nd profita bility. You will join this
firm to be gr o om e d a s t h e replaceme n t fo r t h e T rea su rer upon his retir eme nt. Initia l compensa tion will be
in t he mid -te ens ra n ge with participation in retire ment, in su ra nc e a nd
bo nu s pla ns.
To explore this opportu nity in confidence call Dr. Ed T h om p so n collect
at (3 1 2 ) 9 4 4 -0 4 0 3 , or send you r ba ck grou nd qu a lifica tions to Su ite 64 0 ,
6 4 5 N orth Michigan Avenu e, Chica go,
Illinois 6 0 6 1 1 .

RICHARD J. STANCZAK, Los An ge l es, is
pr e si d e n t of a n e w firm, C h a r t e r Oa k s
Mo r t g a g e C or p . of L o s An g el e s.
FRANK W. FRANK, JR., Ma comb Cou nty M i c h i g a n , wa s a p p o i n t e d co nt r ol le r of
Fi r st

Citizens

Bank

of

T roy.

.

.

.

ROBERT YANASHUSKY, M o r r i s t o w n , is
n o w a c c o u n t i n g ma n a g e r wi t h I n t e r st a t e
Secu rity Services.
RICHARD E . DAIGLE, N e w H a m p sh i r e ,
ha s joi ned J ewe ll Elec tri ca l a s c on t r o ll e r .
. . . JOHN C. VANSANTVOORD is n o w t h e
m a n a g e r o f t h e N e w Ha m p sh i r e o ffi ce o f
Roma c & Assoc ia t es.

`VILLIAM L . UREEL wa s re ce n tl y a pp o i n t e d co nt r ol le r o f t h e " F e r m i 2 Proje c t " of t h e D e t r o i t E d i so n Co.

CHESTER S. Wy so C KI , N o r t h Jersey
S h o r e , ha s b e e n p r o m o t e d to gene ra l
a c c o u n t i n g m a n a g e r a t W o r t h i n g t o n Biochemica l Co rp.

BEHZAD MOKHTARNEJAD, Member -a tLa rg e, ha s b e e n a p p o i n t e d a fin a n ce
ma n a g e r a t S h a h p u r C h e m i c a l Co. L t d . ,
T ehr an, Ir an.

ALLAN C. MAY, P i e d m o n t Wi n sto n S a l e m , ha s b e e n el e ct e d vice pr e sid e n t
a nd director of Bimco Corp.

V. P. JAY
KENNETH C. MCNE IL, M e m p h i s , ha s
joined C o m m e r c e Un i o n Ba n k as c o n troller.
JERRY E . MALCOLM, M i a m i , ha s b e e n
trea su rer of So u t h e a st

el ec te d a ssista nt
Ba n k i n g C o r p .

MICHAEL H . SARNI, Mid- Florida , wa s
p r o m o t e d to genera l ma n a g e r of C a r l t o n
R e so r t I n n s. . . . R O B E R T J . W E E D E R h a s
b e e n n a m e d t r e a su r e r o f C o m b a n k s C o r p .
JOHN D. WILLIAMS, Moha wk Va lley, wa s

1
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1
1
1
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1
1
1
1
1
1
1

1

B o o c x , Po r t l a n d - Wi l l a me t t e ,
ha s b e e n n a m e d a ssist a nt co n tr o ll e r of
N o r t h we st H a r d w o o d s, I n c . . . . JAMES
V. MITCHELL wa s n a m e d co nt r ol le r of
Moore O regon.
ROBERT M. HENDRY, Princeton, ha s been
a p p o i n t e d gene ra l services a d m i n i st r a t o r
of Un i t e d Ho sp i t a l s of Ne wa r k . He is a
p a st n a t i o n a l di re ct or a n d pa st pr e si d e n t
of T r e n t o n C h a p t e r .
ALOYSIUS J. NEHR, R o c h e st e r , ha s b e e n
n a m e d c o n t r o l l e r of t h e R e g i o n a l T r a n si t
S y st e m .

~
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Fidelity Daily I n o r n u o s t

Fidefity Daily Income Trust

offers to individuals,corporations,
institutions, and fiduciaries —
• Participation in a diversified portfolio
of high -grade short -term money market
instruments
e Income earned daily, 7 days a week

35 Congress Street
P.O. Box 832, Boston, Mass. 02130 Dept.
Please send my free FD 1T prospectus.

e

Check - writing privilege to withdraw funds
by redeeming shares ($1,0110 minimum)

e No minimum investment period

Name
Addrz„
CBy

State

!ip

1
1
1
1
1
1
1
1
1
1

e No charge for investment

takvm,,-

1

No charge for withdrawal
e Minimum initial investment $5,000

FIDELITY
Y
r'V i

1
1

e

For further information please write or call
(8 A. M. to 8 P. M. ) for a free prospectus

Call (800) 225 -6190
or ad co ftd W7) 72600l

1
Ci r c l e 9 o n i n q u i r y ca r d .

Co.

p r o m o t e d to secreta ry of D a l e E n g i n e e r ing.

*w

SOUT HE RN
OPP ORT UNIT IES

the Trust seeks as high a level of current income as is consistent with the conservation of capital and liquidity by

investing in certain money market instruments.

Ci r c l e 1 0 on i n qu i r y c a r d .

1
1

J. D. MOORE, South Central Indiana,
recently was promoted to vice president
and controller of the Arvinyl Division of
Arvin.

Learn the latest
about computer leasing

K.

H E N R Y H A E S L O O P , Tulsa, has been
appointed secretary- treasurer of Tresco.

BENJ AMIN

CROCE,

Un io n

County,

in one f

has

been appointed assistant controller, International Div., Schering Corp.

on.

JOHN

R.
SEDLACKO,
Westmoreland
County, has been appointed tax manager
at Quaker State Oil Refining Corp.

In Mem o ri a m
RAUL E. AIZCORBE, 76, Member -at- Large,
USA, Havana past president, 1944. Emeritus Life Associate. Stuart Cameron
McLeod Society.
G L E N N COE, 53, Atlanta North, past
president, 1958.
V I C T O R H . D E A R D O F F , 6 7 , Miami, 1943.
ELA.
R O B E R T O . F E O L A , 64, Akron, past president; past national vice president, 1959

SCMS.
ALFRED

M.

GEOR GER,

86

, New York,

1922. ELA.
S TA N L EY L . G O TTF R IE D ,

45, Wilmington,

1967.
CLAIR

D.

HANNA,

76

, Mobile, 1930.

ELA.
CLAUDE N .

HOKE,

81, New York, 1947.

ELA.
SHIRLEY E. HOLMES, 76

, Worcester Area,

1941. ELA.
WILBUR

C.

KLEIN IIA N s ,

79

, Albany,

1941. ELA.
DONALD

E.

LUHR SEN,

63, Mobile, past

president, 1951. ELA.
EAR LE D . MAR TIN, 8 4

In today's economy, com puter leasing has t aken on a new
dimension in the battle against rising computer costs.
Learn a ll the facts about Randolph's money- saving approach on upgrading IBM S /360's ... IBM S /370's ... conditional sales ... technical support ... and more, in our
latest 4 -color brochure. This valuable information will keep
you up to date on the fast - changing world of data processing.

, Member -at- Large,

USA, 1939. ELA.
DUA NE

P.

MER TES,

45, Milwaukee,
1957.
JACK W. MORRow, 70, Fall River -New
Bedford, 1956.
D O N A L D W . P E D E R S O N , 4 7 , North San

Diego, 1971.
ALBER T M . PETTY,

-55, Meinber -at- Large,

USA, 1955.
P R ES TO N

E.

P ITTS ,

75,

St.

Lo uis,

1939.

ELA.
ROGER A. RoHLOFF, 41, Milwaukee,
1962.
CHARLES
L.
ROMENS,
77
, PiedmontWinston Salem, 1948. ELA.
CHARLES E . SHERMAN, 6 2 , F o r t
Lauderdale, 1966.
R ONALD H. UTENW OLDT, 47
, East Bergen Rockland, 1962.
WILBURN

L.

VEDDER,

61,

St.

Lo uis,

----------------------------------C I C

1

Division of First Nati onal
Bank of Boston COMPANY
RANDOLPH
COMPUTER
537 STEAMBOAT ROAD / GREENWICH, CONNECTICUT 06630

1

Please keep me up to date with your new brochure.

i

1
1
1
1

1
I

I
1
NAME

ATTACH YOUR
BUSINESS CARD
HERE

TITLE

1
COMPANY
STREET

1
1
1

CITY

1

TELEPHONE

;
1
STATE

ZIP
1
1

------------------------------------------�-�-�-�-�-�

1962.
Circle 11 on inquiry card.
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Roy L. W A R D , 63, Atlanta North, past
president, 1946. ELA.
O. BEN WITTIER, 97, Buffalo, 1928.
ELA.

SOCIETY OF LEADERS
Continued from page 61
a program called International Executive
Service Corps (IESC) which enlists
volunteer businessmen to go abroad for
a limited time to help businesses in underdeveloped countries. At least 40 members
of the Society have indicated their willingness to take on a project to the point
of sitting down and filling out application
blanks.
All these efforts will continue, Mr.
Hardy said. "Russ" Hardy is probably
more knowledgeable about the Society
and its activities than any single individual. For the last ten years, as a
member of the staff of the Association,
he served as assistant secretary- treasurer,
helping to arrange meetings and to keep
the financial books of the Society. Dues
are nominal for membership and members receive a newsletter twice a year,
describing coming activities and other
news of the organization.
Today the 1200- member Society is ful-

U. S . P O STA L S ER V I C E

SEE INSTRUCTIONS

STATEMENT OF OWNERSHIP, MANAGEMENT AND CIRCULATION

ON PAGE 2 (REVERSE)

(Act of August 12, 1970: Section 3685. 77tb 39. United Stater Code)
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Monthly
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E

of

te n)

919 Third Avenue, New York, N.Y. 10022
5.

L O C AT I O N OF T HE H E A D Q U A R T E R S

of

me ")

919 Third Avenue, New York, N.Y. 10022
6. NAMES AND ADDRESSES
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a

PUBLISHER, EDITOR, AND M
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National Association of Accountants,919 Third Avenue, New York, N.Y.10022
EDITOR

aura on
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arie arW o

Managing/
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Erwin S. Koval

NAA

919 Third Avenue

New York

N.Y.1002

7. OW NER (If owned by a corporation, Its vine and addnn moot be sated old also hnfnrdlasoly thennewdar the eoeo and adbases of
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8. KNOW N BONDHOLDERS, MORTGAGEES, AND OTHER SECURITY HOLDERS OW NING OR HOLDING 1 PERCENT OR MORE OF

ORDER NOW
BOX -TYPE BIN D E R S
fo r

NAA leadership skills through the fostering of the friendly ties uniting officers
and directors is a vital task that the
McLeod Society is carrying out in an exemplary fashion.
"Doc" McLeod himself would be
pleased with the progress of the Society
and Association he helped to build, as
a fantasy skit written by longtime Society
member Maurice E. Peloubet envisages.
The whimsy depicts an angel dispatched
to earth as reporting back, reassuring
"Doc ": "Your work goes on, your memory is still green."
❑

filling its original objectives; yet at the
same time it is changing. In order to
eliminate the hiatus between the end of
a member's active service as an officer or
director in the Association and his active
participation in the Society, eligibility
requirements were changed. An NAA
member now can join the Society when
he is elected a national director of the
Association.
In a way the Society owes its existence
to the recognition that leadership is a
valuable asset, not to be used and carelessly tossed aside. The conservation of

TOTAL AMOUNT OF BONDS, MORTGAGES OR OTHER SECURITIES
NAME

He na n no ne , w state

ADOFIESS

None

MA P St a t e m e nt s
s pec i a l l y d es i gn ed t o hol d

9 FOR OPTIONAL COMPLETI O N

B Y P U B L I S H E RS M A I L I NG A T T HE R E G U L A R R A T E S

i on 13 2. 1 71 , P ona l S er vi c e M anu al

St a t e m en t s
39 U . S. C . 3 62 6 pr ovl de s I n p er t i n en t pa r t .

"No parson who would haw tern entitled to mall marts uMar former Inction 4369 of this title
shall mail such ma t e r at t he rates provided under this subsection unless he files annually with the Postal Service • written rapuea for
permission to mall matter at such rates.
In accordance with the provisions of this statute, 1 hereby reoue t permission to mall the publication nanwd in Item 1 at the mduoed Postage
rates presently authorized by 39 U. S. C. 3626.

on
Man ag em en t A c c ou nt i n g P r a c t i c es

These attractive binders are 6" x 9"
in size, imprinted in gold with the
MAP Statement series title. Each
has a blank index card inserted in
a clear plastic pocket attached to
the inside front cover to allow for
ready reference as to the binder's
contents. In addition to decorating
your bookcase, the binder will provide a convenient method to maintain all Statements intact.
One binder has sufficient space to
accommodate Statements published
to date, with considerable room to
spare for succeeding reports. Binders are priced at$4.95 each and
orders, accompanied by remittances,
should be directed to Special Order
Department, NAA, 919 Third Ave.,
New York, N.Y., 10022.

Ignatuna and title of editor, publisher, business manager, or owner
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Now you can take a client
from baAAk.1-uptcy to riches
without changingYourpen.
This Bic 4 -color pen has to be the easiest way anyone
ever thought of to take someone from out of the red and into
the black.
And, if you press two more buttons, you can use it to
write anything else you can think of in blue or green.
The price of this little marvel, in medium or fine points,
is $1.19. And for our 2 -color pen is 69 .
i ,r
Which will hardly drive you into Chapter XI.
Color
Pen
Available wherever Bic pens are sold.
Circle 12 on inquiry card.

Inf ormation About The
Certificate In Management Accounting
The fourth Certificate in Management Accounting examination will Steps Leading to Earning the Certificate in Management Accounting
be held in accordance with this schedule:
1. Apply for membership in the Institute of Management
Accounting. Arrange to ha ve proof of edu ca tiona l credentia ls a nd
1:30 p.m.—
Part I
Economics and Business Finance
character references sent to the Institute. Applications should be
5:00 P.M.
submitted as soon as decision to enter program is made but no later
than February 1, 1975, for the 1975 examination.
THURSDAY, JUNE 12, 1975
2. Applicant is notified of acceptance into the Institute of
8:30 a.m. —
Part 11
Organization and Behavior,
Management Accounting when educational credentials and character
Noon
including Ethical Considerations
references are received.
1:3 0 p.m.—
Part III
Public Reporting Standards,
3. Institute member applies for the examination, identifying
5:00 p.m.
Auditing and Taxes
parts to be taken and selecting city location from annou nced
examination cities. Examination application should be submitted no
FRIDAY, JUNE 13, 1975
later than March 1, 1975, for the 1975 examination.
4 . Examination candidates are sent authorization letters for
8:30 a.m.—
Periodic Reporting for Internal
Part IV
requ
ested exa mina tion parts and the exa ct a ddress of the examinaNoon
and External Purposes
tion in the city selected above May 1, 1975.
1:30 p.m.—
Part V
Decision Analysis, including
5. Examination is given in the various cities on Ju ne 11, 12,
5:00 p.m.
Modeling & Information Systems
13,1975.
6. Candidates are notified of examination results approximately
The examination will be condu cted at 26 sites in the United States.
September 1, 1975.
Atlanta
Denver
Omaha
7. Candidates are awarded the Certificate in Management
Birmingham
Detroit
Pittsburgh
Accounting upon passage of a ll five parts of the examination a nd
Boston
Hartford
San Francisco
completion of two or more years of appropriate management
Buffalo
Los Angeles
Seattle
accounting experience. (This requirement can be satisfied by
Chicago
experience gained prior to, or subsequent to, completion of the
Milwaukee
St. Louis
Cincinnati
five-part examination).
Minneapolis
Tampa
Cleveland
Nashville
Washington, D.C.
Columbia, S.C.
New Orleans
Winston - Salem, N.C. For application forms, contact the Institute of Management
Dallas
New York
Accounting, 570 City Center Bldg., Ann Arbor, Mich. 48108.
WEDNESDAY, JUNE 11, 1975

NOTE: Beginning with the examina tion scheduled for June 11, 12, CMA examination being held next month, December 4, 5, 6, will be
13, 1975 , CMA examinations will thereafter be held in June. The the final one offered in the December series.
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That makes us very good at it.
ALBUQUERQUE
2201 San Pedro N.E.
(505l 266 -5557
ALEXANDRIA
5001 Seminary Rd.
( 703) 931 -3600
ALLENTOW N
1401 Cedar Crest Blvd.
1215)439.1506
ATLA NTA
3379 Peachtree Rd. N,E,
(404) 233 -2416
BALTIMORE
The Quadrangle —Cross Keys
( 301) 323.7770
BOSTON
140 Federal St.
(617)423.6440
CHARLOTTE
4801 E. Independence Blvd.
(704)535.3370
CHICAGO
333 N. Michigan Ave.
(3121782 -6930
CINCINNATI
606 Terrace Hilton
(513) 621.7711
CLEVELAND
1367 E. 6th St.
(216) 621 -0670
DALLAS
2001 Bryan Tower
(214)742.9171

DENVER
1612 Court Place
(303)244 -2925

LOUISVILLE
680 South 4th St.
(502) 589 -6657

PHILADELPHIA
2 Penn Center Plaza
(215) 568.4580

SCRANTON
407 Connell Bldg.
(717) 961 -5821

DETROIT
670 Honeywell Center
Southfield
(313)559 -1212
HARTFORD
111 Pearl St.
(203) 278 -7170
HOUSTON
1200 Central Nat'l. Bank Bldg.
(713) 228 -0056

MEMPHIS
12 South Main St.
1901) 523 -8950

PHOENIX
1517 Del Webb TowneHouse
(602) 279 -1688
PITTSBURGH
Gateway Towers
(412) 471-5946
PORTLAND, OR.
610 S. W. Alder St.
(503) 222 -9778
PROVIDENCE
400 Turks Head Bldg.
(401) 274 -8700
ST. LOUIS
7733 Forsyth Blvd.
Clayton
(314) 727 -1535

SEATTLE
1215 Fourth Ave.
1206) 624 -9000
STAMFORD, CT.
111 Prospect St.
(203) 325-4158
TAMPA
1311 N. Westshore Blvd.
(813) 876 -4191
WASHINGTON, D.C.
7316 Wisconsin Ave. N.W.
13011 652 -1960
W ILMINGTON
1102 West St.
(302) 652 -3244

INDIANAPOLIS
921 East 86th St.
(317) 253 -5545
KANSAS CITY, MO.
127 West 10th St.
(816) 474 -4583
LANCASTER
8 North Queen St.
(717) 299 -5621
LONGISLAND
420 Jericho Turnpike
Jericho
(516) 822 -8080
LOS ANGELES
3600 Wilshire Blvd.
(213) 386 -6805

MIAMI
1190 N.E. 163 St.
North Miami Beach
(305) 947 -0684
MILW AUKEE
777 East Wisconsin Ave.
(414) 271 -9380
MINNEAPOLIS
80 South 8th St.
(612) 336 -8636
NEW ARK
1180 Raymond Blvd.
(201) 623 -3661
NEW YORK
330 Madison Ave.
(212) 986 -1300
OMAHA
7101 Mercy Rd.
(402) 397 -8107
ORANGE, CA.
500 South Main St.
(714) 835.4103

SAN DIEGO
525 B St.
(714)239.9001
SAN FRANCISCO
111 Pine St.
(415) 434 -1900
SAN JOSE
675 North First St.
(408) 293 -9040

LONDON E C 2, England
17 Finsbury Square
01- 63BA394
TORONTO, Canada
15 Toronto St.
(416) 868 -1314
VANCOUVER, Canada
535 Thurlow St.
16041688 -7720
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PROFESSIONALS FOR FINANCIAL & EDP PERSONNEL EXCLUSIVELY

Circle 13 on inquiry card.

PERSONNEL
AGENCIES

