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NAA members and others wanting
to sit for the Certificate in
Management Accounting Examination
June 11 -13, may still do so.
Those who are already members of
the Institute of Management
Accounting will qualify by
submitting an examination
application.
Interested candidates NOT members
of the Institute may file
applications simultaneously
to the Institute and to sit
for the examination.
Applications should be received
at the Institute's office no later
than March 1 to assure acceptance.
However, every effort will be made
to process applications received
also during March.
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See your chapter's Vice President of Education for applications or contact the
Institute of Management Accounting directly at:
570 City Center Building
Ann Arbor, Michigan 48108
or by telephone: (313) 662 -1986

PRESIDENT'S PERSPECTIVE

State of the Association
A professional polling firm has completed a survey of the
membership of NAA. Some of the highlights of its report were
published in the January issue.
Overall the "state of the Association" is good. Members are
well- educated, well -paid and hold responsible positions in
business. Their attitudes toward the Association and its chapters
are generally favorable.
Unquestionably there has been improvement in every area
since the last survey was taken in 1967. But it would be a mistake
for your leaders to be lulled into a sense of complacency and
stick with the status quo.
There is room for further improvement in every area, especially
in our educational programs. The greater professionalism and
sophistication of members brought out in the survey call for a
corresponding enhancement in the quality of all programs
offered at national and chapter levels.
We must put greater emphasis on the educational dimension
of Association activities. We must encourage new ideas and
new initiatives.
Your support and your suggestions can help guide chapter
and Association leaders in meeting the educational and
professional needs of management accountants in the Seventies.

A. P. BARTHOLOMEW, JR.
President, 1974 -75
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By Comer S. Coppie
In describing the District Government's experiences in implementing forecasting
procedures, the author makes a strong case for incorporating an expenditure
forecasting process in the formal budgeting cycle of major state and ocal
governments.

Cover:
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AN APPROACH TO FAIRNESS IN DISCLOSURE
By Joseph F. Castellano and Harper A. Roehm
The authors of this article contend that fairness cannot be achieved b eliminating
alternative accountin g p ractices. They su gg est that emphasis should be placed on the
development of criteria for evaluating the alternatives so that a selection of the most
appropriate practices would be made.
y

This famous view of
Jefferson Memorial
is, of course, in the
District of Columbia,
a governmental entity
which has its own
fiscal problems—
and solutions.
See page 15.
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MATERIALITY IN FINANCIAL REPORTS
By Sam M. Woolsey
Suggested in this article is a procedure by which a company may adopt a somewhat

uniform way of making materiality decisions in order to avoid getting misleading
information for its own purposes and to minimize the possibility of lawsuits relating
to the publication of such information.

27

THE VENTURE: A BASIS FOR ACCOUNTING THEORY
By David H. Silvern
The solution to today's accounting dilemma may be in a return to "venture
accounting" and to the use of cash -at -risk as a basis for accounting measurement.
In this article, the author explains the advantages of such a system and how it would
be applied.

32

PEOPLE PROBLEMS AND HUMAN SOLUTIONS
By James B. Edwards
The objectives of management are best advanced by putting to work the concepts
and methods developed by behavioral science. Although the corporation is a human
invention, the author contends that it should be a humane organization.

35

A BEHAVIORAL APPROACH TO PARTICIPATIVE BUDGETING
By Robert). Swieringa
One of the authors of NAA's most recent research study, Some Effects of Participative
Budgeting on Managerial Behavior, offers a few insights that he has gained as a
result of the study.

40

MANAGING THE INCOME NUMBER
By Richard F. Bebee, Lawrence L. Steinmetz, and William D. Wilsted
What will it be— smoothing the income or soothing the stockholder? The author
here discusses discretionary (and legal) ways the accountant can present a firm's
income statement.

4
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VARIABLE BUDGETING FOR FINANCIAL
PLANNING AND CONTROL
Elbert N. Mullis, Jr.
The variable budget provides a volume /cost relationship and produces comparable
numbers no matter what the level of activity. In this article, the author introduces
the variable budget into the planning and control process.
By

46

A CONTRIBUTION APPROACH TO TRANSFER PRICING
Richard J. Schwab
In a decentralized firm, market -based negotiated pricing is the most effective way
for a division manager to derive his transfer price. Where there is no free market,
however, the author opts for contribution margin pricing as the next best method.

By

49

CONTROLLING THE AUDIT FEE
By Thomas Fee

With planning, states the author, the audit fee can be reduced and held to a
reasonable figure. He lists several key factors that can have a significant effect on the
audit fee, and explains what management can do about them.
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MILWAUKEE IS MIDW IFE TO SHOPPING COMPLEX
Matzner
This chapter helped ten new minority entrepreneurs to open their doors.
By Hans L.
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MAP COMMITTEE RESPONSIVE ACTION UPDATE
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REVIEW COURSES SCHEDULED FOR CMA EXAMINATION
Several organizations will hold refresher courses for applicants intending to take
the examination this Spring.
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IMA ISSUES A REMINDER OF A CHANGE IN THE
EXAMINATION SCHEDULE
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the lighter side of the ledger

Views expressed herein are authors' and do not represent Association policy unless so
stated. Reprints of articles appearing in any issue of MANAGEMENTACCOUNTING are
available from NAA's Reprint Department.
MANAGEMENTACCOUNTING, Vol. LVI, No. 8. 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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Municipal Fiscal Planning
It's becoming more and more difficult for governments at all levels
to balance their budgets. Ask Mayor Beame of New York City, or
for that matter, President Ford.
To bring proposed expenditures in line with revenues may surpass in complexity one of NASA's docking maneuvers in outer
space. In an era when the demand for municipal, state or national
services outstrips the resources available, the professional financial
manager is challenged to the limits of his skills.
As director of the Office of Budget and Financial Management
of the District of Columbia, Comer S. Coppie is one of the intrepid
group of public servants who are trying to bring sophisticated
financial management techniques to government. His article, "Fiscal
Planning for the Nation's Capital," on page 15 is timely and very
informative.
What he says in essence is that it is the task of the financial
manager in government to determine the fiscal impact of proposed
programs and offer alternatives— before programs are put into effect. (Too often, elected officials approve programs without evaluating the long -run costs.) Once such a system is established, it becomes easier to monitor cost trends and evaluate program expenditures as compared with city needs and priorities.
Mr. Coppie points out, "Public officials will find their options
for dealing with fiscal issues becoming increasingly limited if they

do not quickly develop the capacity to analyze proposed budget
and program policies thoroughly before they are implemented.
State and local jurisdictions simply can no longer afford to wed
their taxpayers to expensive long -term commitments." Large corporations have for many years applied such financial control techniques; now governments are finding it necessary to apply systematized planning and control to public spending —a development
which points up the importance of the management accounting
discipline in government today.
�

Coming Up
In cooperation with the Society of Industrial Accountants of Canada,
the National Association of Accountants is publishing a research
stud y, t itled i mped imen ts to t he Use o f M anagemen t Informati on,
by Henry Mintzberg. This publication marks the first time that the
two acco unt in g o rgani zat io ns have co operat ed on s uch a project.
For a limited time period, starting next month, this study will be sent
free to any NAA member who requ ests it. A formal announcement,
including the coupon you should use to request your copy, will appear in the March issue. Watch for it next month.
�
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The new Olympia CP 550 electronic printing
calculator. First we'll talk performance,
then we'll tell you the good news about value.
If you've been thinking of upgrading to a quality
electronic printing calculator that delivers a sharp, two color printout at high speed, and lets you enter calculations just the way you think — hesitate no longer.
The new Olympia CP 550 is here.
Look at these impressive features: full floating in /fixed -out (0.7 places) plus floating -out decimal system; 12 -digit capacity with 24 -digit calculating capacity;
constant in all four arithmetic functions, including divisor (no pre - programming for the constant —it's automatic
with the first step in multiplication, the second step in

divison); direct access memory (you can do two simultaneous accumulations of totals — perfect for invoicing);
useful add mode feature; uses standard adding machine
tapes and ribbons; 2 -color printout.
Now about the value: the CP 550 offers you the
best value ever built into an electronic printing calculator
with the quality name, "Olympia."
Try out the CP 550, made by a leader in the precision business equipment field. It's sold and serviced by
your local Olympia Dealer; he's in the Yellow Pages under
"Adding Machines and Calculators" or "Typewriters."

0

Olympia International
P recisi o n B usi ness E q uipment
Olympia USA, Box 22, Somerville, N.J. 08876

Circle 1 on inquiry card.

Letters

TO THE EDITOR

Multi -State Income Taxation
In the article, "Multi -State Income Taxation," by Paul F.
Brantner, September 1974, the author stated with respect to
determining the income of a unitary business on a "combined"
report basis:
"It is interesting to note that so far California has only
attempted to include profitable foreign subsidiaries in the
consolidation. It is left up to the taxpayer to include the
loss corporations."
policy

with respect to a unitary
The California practice and
business is not as stated.
California has published a Guide for Corporations Filing a
Combined Report which in part provides:
"The 'combined report' approach, unlike a consolidated
return, must be used by both the Franchise Tax Board
and the taxpayer ... In determining whether or not the
'combined report' approach must be used the geographic
locations of members of a unitary group is immaterial."
If during the course of an audit it appears that combination on
a worldwide basis will result in a refund, and if extensive work
is necessary to develop the facts, we do request that the taxpayer assume the burden of developing such facts. As a matter
of practice, many refunds have been made to taxpayers which
]lave determined income on a worldwide basis under the combined report basis.
We believe that our practice with respect to foreign subsidiaries is consistent, and that the inclusion of foreign subsidiaries in a "combined report" approach is based solely upon
whether or not such subsidiaries are "unitary."
Martin Huff, Executive Officer
State of California Franchise Tax Board
Sacramento, Calif.

Frustrating and Exciting
The corer of the September 1974 issue OfMANAGEMENT
ACCOUNTINC, showing the various state licenses and permits
on the bumper of an interstate tractor, intrigued me. Since I
am employed by a common carrier that travels all forty-eight
states, the article by Paul F. Brantner, "Multi -State Income
Taxation," was also very enlightening. His article relates to
the subject of income taxation and he points out many of the
various confusing and complex considerations involved in multistate income taxation.
However, to the trucking industry "income taxation" is only
one of the many types of taxes that are imposed by the states,
each seemingly as complex as income taxation. While most
states have a fuel tax based on miles traveled in each state,
there lacks any uniformity in the manner of imposing this tax
or reporting thereof. Some states require that the gallons used
in that state be computed on the average miles per gallon of
the entire fleet; other states require average miles per gallon on
only those units that come into their particular state; and still
other states have a predetermined average miles per gallon used
by all carriers based upon the kind of equipment. Some states
allow tax refunds for overpurchases of fuel in their state that

is used in another state, but refund provisions in the states
lack even more uniformity than the imposition and reporting
procedures of the fuel tax.
Other taxes facing the carriers are for licenses and permits
from utility commissions, or from any of several other state
departments that have jurisdiction over commerce. Some states
have mileage taxes; others have gross receipts taxes or ton -mile
taxes. Several states are still indiscriminately imposing "ad
valorem" taxes on equipment traversing their state even though
there is no taxable nexus or situs in that state.
Whether it be a common carrier, a manufacturing concern,
or a sales office, multi -state taxation, as Mr. Brantner says,
" ... is a complex, uncertain, confusing and somewhat frustrating area, but it is also an exciting one rich with planning
possibilities."
Milton E. Jacobs
Treasurer & ControlIer
Clay Hyder Trucking Lines, Inc.
Auburndale, Fla.

A Roadmap to Success
Messrs. Jack L. Krogstad and John K. Harris, in their article,
"The CMA Examination: A Content Analysis," in the October

1974 issue Of MANAGEMENT ACCOUNTING, have given all possible candidates for the Certificate in Management Accounting
(CMA) a roadmap to success. This is the first comprehensive
article to evaluate the amount of time necessary, the educa.
tional background necessary, and where to apply this time and
education to best formulate an attack on the formidable CMA
Examinations.
Their study found that, although all subject areas are important managerial accounting, financial reporting and business
finance constitute the major thrust of both past examinations
and certainly those of the foreseeable future.
Again, my congratulations to the authors on a well- written,
readable article.
Richard H. Stites
Past President
Las Vegas Chapter
Las Vegas, Nev.

The Voice of (CMA) Experience
The article, "The CMA Examination: A Content Analysis,"
by Jack L. Krogstad and John K. Harris, October 1974, leads
me to believe that the authors may have given CMA candidates
the wrong impression about the CMA examination.
The summary stated that the examination is not broadly
oriented as implied by the title of the various parts. I believe
most candidates will find the full exam to be quite broad when
comparing such to an accounting career. This is especially true
for those candidates who have been out of college for a number
of years and who have not continued educational courses in new
areas such as quantitative methods and organizational theory.
Basic economics and business management, which are both included in the examination, require study by those who have
Continued on page 10
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Custom
Fit
SOUTHEASTERN
FINANCIAL
CORPORATION
Custom craftsmanship takes a little more
time, immense extra care, and a great deal of special attention. But, when finished. the product is
the best money can buy and it's worth the extra
effort,
In the same manner, Southeastern Financial
Corporation provides made to order business
financial services to all its customers. Each service is performed with a unique kind of special
attention that makes Southeastern "The Nation's
Financial Craftsmen ".
In addition to its custom craftsmanship features. Southeastern has available many diversified financial services.
For example, Southeastern's factoring program is custom -made for the company that needs
cash availability and doesn't want the headaches,
expenses and risks relating to credit, collections,
and bad debts,

Or consider using Southeastern's accounts
receivable financing service. This plan allows a
business to maintain control over its accounts
receivable through its own credit and collection
activity, but by using its accounts receivable as
collateral, a steady cash flow is provided.
And Southeastern has inventory equipment
and machinery financing plans with a "custom fit"!
Made to order financing is a service in itself.
Contact the specialists today and custom order
your business financial program.

(9DSoutheastern Financial Corporation
P.O. Box 1377, Charlotte, North Carolina 28232
Telephone (704) 372 -7000
Dallas
Suite 232. 1111 Mockingbird Lane
Dallas, Texas (214) &30.5101

Atlanta
Suite F -212. 1900 The Exchange
Atlanta. Georgia (404) 454 -11000

A Subsidiary of American Credit Corporation
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Tools for today s decision makers.
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Whether to consummate
* e . or kill... a potential
is a d' combination
'cult question. i p
business

If your company is verging on merging, or considering a
sale or acquisition, you'll welcome the comprehensive report:
"Mergers and Acquisitions." Discusses ways to structure
combinations; tells how to avoid many of the traps and pitfalls
on the way to a deal. 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 Unio namerica Company
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LETTERS
Continued from page 8
less than full confidence in these areas.
The article also neglects practical experience as an aid in preparing for the
exam.
The most important planning tool for
the candidate is his own knowledge of
his strong and weak points as related to
the topics to be covered in the exam.
According to the Institute of Management Accounting (IMA), the average
candidate has been away from formal
education for about eight years; this is
approximately the same period that
managerial accounting has been building
as a separate topic within the accounting
programs at most universities. Therefore,
many candidates have taken numerous
accounting courses without ever hearing
about "managerial accounting" as a
separate topic. This should not be a
problem since cost accounting budgeting
and intermediate accounting covers most
of the necessary managerial accounting
topics. I point this out in order to help
the readers understand that the article's
analysis does not tell the entire story.
For the candidate with only a limited
10

amount of study time who takes the advice of the authors and studies only a
cost /managerial accounting textbook in
order to prepare for the examination, he
will surely have a difficult time passing
the examination. I suggest that such
limited time be used to review primary
books on the IMA reading list.
A few additional comments are appropriate. The article indicates that
professors and graduate students are apprehensive about the exam. I find that
such apprehension is due to a state of
mind rather than educational status. By
reviewing the published background information on the two authors, it appears
that neither one has completed the
CMA requirements. It seems to me that
the views of a professor as compared to
those of a candidate taking the exam
might be quite different.
The article states that misconceptions
must be dispelled, yet I feel the article
has caused greater misconceptions about
the CMA exam. I suggest that candidates
should: (1) review the CMA Booklet for
the general content of each part, (2) review the two prior examinations and suggested answers, and (3) study or review

the primary sources in the official IMA
reading list. My comments and observations are based on practical experience
as well as a successful CMA exam experience.
Jerry L. Ford
Minneapolis Viking Chapter
Minneapolis, Minn.
Inflation Accounting?
The article, "Finally—�Inflation Accounting?" included in the November
1 9 7 4 is sue Of MR N A C E M E N T AccouNTING, presents one side of the subject.
Price level statements may be just the
thing in many industries and for specific
companies. But, is it the right thing for
all companies as may be suggested by the
author?
As a diversified financial institution,
we hold a number of real estate properties for investment purposes acquired
at various points in time. Assume a purchase of $100 with a price level adjusted
value of $150. If you assume a market
value for $140, you may argue that the
$150 should be reduced to $140 under
the conventional cost or market rule.
But this may be a longterm asset (held
for more than one ,year) with only a
temporary decline and, therefore, a reduction to $140 is incorrect. If you assume a market value of $200, the price
level value is only half way between historical cost and market value. The question then is: What have you conveyed
to the user of the financial statement?
Insurance companies report common
stocks at market values, and realized
gains are included as a separate component of net income while unrealized
gains are credited directly to surplus.
How will price level accounting be applied to the reporting of marketable
securities? Will part of the price level
gain, which currently may be unrealized,
become realized? Another question
which needs answering, and which the
APB deferred to the FASB is: Does the
adoption of price level accounting automatically conclude the accounting issue
of reporting for realized and unrealized
capital gains? Before we accept a broad
accounting of reporting concept applicable to every publicly held corporation,
we should be sure the cure is not worse
than the disease.
Albert F. Collings
Assistant Vice President
Corporate Accounting Services
Aetna Life & Casualty
Hartford, Conn.
Continued on page 42
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If you want to talk to an accountant this summer
you'll have to come to Switzerland.
From September 15 through
September 19 accountants
from allover the world will be
in Montreux, Switzerland.
Attending the International
Conference for Accountants.
Meeting colleagues from five
continents. And keeping
abreast of the latest developments in the field.
The conference will include a
series of talks from recognized
leaders in worlds of accounting and commerce. Like Mr.
N. T. Wang, asst. director of
the United Nations Financial
Resources Development
Branch; Dr Eric Flamholtz,
author and professor UCLA,
and Mr. M. R. Frankel, chairman,
Financial Training Ltd., London.
Plus over a dozen seminars
and discussions on more
specialized subjects such as:
Multi National Corporations in
World Development, International Accounting Standards,
Human Resources Accounting, and Education in the
Accounting Profession.

The conference not only gives
you an opportunity to hear
about- all the newest developments in your field (no matter
what your field is), it allows
you to do it in the best possible
place. Montreux has all the
sophistication of a European
city combined with Switzerland's own scenic delights.
Nestled along the shores of
Lake Geneva, with the Alps
providing the backdrop,
Montreux will never make you
feel as if you're working.
The cost for all this is from
$1,199 for your week in Europe,
Which includes roundtrip airfare from New York, 7 nights
first class hotel accommodations, and conference fees.
You can stay in Europe for an
extra week for 20 dollars more.
And for $859 dollars more you
can bring your wife (or
husband) along.

Swissair, who'll fly you over,
has an enormous number of
European tours that you can
take advantage of either
before, or after, the conference.
Whether you want to spend
that time in Switzerland, combine Switzerland with other
European countries, or even
rent a car so you can go when
and where you want.
One more thing. All hotel
rooms will be assigned on a
first come, first served basis.
A $100 deposit is required
to hold your room. However,
you can cancel up to one
month before you leave and
get your entire deposit back.
For more information write
Mr. Roy Johnson, International
Conference for Accountants,
2 West 45th Street, New York,
N.Y. (212) 697 -6820.

International Conference for Accountants.
Montreux, Switzerland/ Sept. 15-19,1975.
Circle 4 o n inquiry card.
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6 Commas

April 7 -11 /The Clayton Inn
Developing and Using Standard Costs................ ......................Mon. /Tue.
Flexible Budgeting and Performance Reporting..... .................Wed. /Thu. /Fri.
Management Accounting for Banks................... ......................Thu. /Fri.
Inventory Management and Control.................. ......................Thu. /Fri.
Fundamentals of Management Information Systems Design... Mon. /Tue.
Data Processing — Concepts and Information Systems Design. Mon. /Tue. /Wed.
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April 21 -25 /Sheraton Palace Hotel
Developing and Using Standard Costs........... ............................... Mon. /Tue.
Flexible Budgeting and Performance Reporting ........................... Wed. /Thu. /Fri.
Management Accounting for Banks ............... ............................... Thu. /Fri.
Management Accounting for Hospitals.......... ............................... Mon./Tue.
Management Accounting for Insurance Companies ...................... Mon./Tue.
Costs for Decision Making............................ ............................... Wed. /Thu.
Accounting for Corporate Social Responsibility ........................... Thu. /Fri.

—

Fundamentals of Management Information Systems Design......... Thu. /Fri.
Data Processing Concepts and Information Systems Design...... Mon. /Tue./Wed.
Management Science for Budgeting and Profit Planning ............... Mon. /Tue.
R E G I S T R A T I O N I N F O R MA T I O N
To regis ter for any Course listed,
fill o ut and re turn the re gis tratio n
fo rm to g e ther with yo ur c he ck to :
Natio nal A ss oc iatio n o f A cc ountants
91 9 T hird A venue
Ne w Yo rk, N.Y. 1 0 0 2 2
Att: CEP Re gistrar
(21 2) 7 59 -3 44 4 Ext. 2 61
FEES
2 Day Courses $200
3 Day Courses $300

National Association of Accountants

[9CEP

The fee fo r NAA Courses includes daily
luncheons, refre shments , compre hensive
workb oo ks and te chnic al m ate rials.

Continuing Education

Pro gram
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Proposal to Apply CASB Standards to All Government Contracts
Subject to Renegotiation Meets Industry Opposition
A proposal by the Renegotiation Board to apply Cost Accounting Standards Board standards
to all government contracts subject to renegotiation has met considerable opposition from
industry. In a letter to the Board from the MAP Committee, Chairman Robert A. Morgan
said, "Application of such proposed rulings would run, it seems to us, counter to the attitude
adopted by the CASB. The CASB Standards are presently applicable to certain contractors
based on a business unit base; applying them on an overall company basis would cause
many companies having segments involved to a very limited extent in renegotiable work to
incur the burdens associated with the Standards while totally non - governmental competitors
thereby achieve the concomitant advantages."
SEC Precludes Capitalization of Interest Costs
The Securities & Exchange Commission has adopted a regulation which prohibits non - utility
companies from adopting a policy of capitalizing interest costs and stipulates disclosure requirements for those companies which had such a policy prior to June 21, 1974. In promulgating the rule, the SEC said "... it does not seem desirable to have an alternative practice
grow up throggh selective adoption by individual companies without careful consideration of
such a change by the Financial Accounting Standards Board, including the development of
systematic criteria as to when, if ever, capitalization of interest is desirable." In responding
to the proposed regulation last August, the MAP Committee said "The Commission's attitude
toward full disclosure is clearly warranted. Our committee believes, however, that the Financial Accounting Standards Board is the proper agency to deal with the propriety of accounting treatment as regards capitalization vs, expensing. The SEC should defer judgment in this
matter until such time as the FASB is prepared to deal with the issue."
International Standard Would Require Consolidated Reporting
Multinational companies would be required to issue consolidated financial statements covering all subsidiaries, domestic and foreign, under a proposal issued by the International Accounting Standards Committee. The exposure draft also calls for investments in associated
companies to be included in consolidated statement on the equity method of accounting.
Sprouse Elected Vice Chairman of FASB
Robert T. Sprouse has been elected vice chairman of the Financial Accounting Standards
Board, succeeding John W. Queenan, who retired last year. The election was announced by
the Financial Accounting Foundation which is responsible for appointing members of the
Board. Dr_ Sprouse was professor of accounting at the Stanford University Graduate School
of Business prior to joining the Board.
Demand for Accounting Graduates Continues to Rise
Unemployment may have little effect on the accounting job market. According to preliminary
estimates of the American Institute of CPAs, demand for accounting graduates by public accounting firms will rise in 1975. Estimates of demand for accounting graduates by some CPA
firms show a rise from six to ten percent.
Conference Board Forum Says Economy Will Recover in Third Quarter
The economy is likely to remain in a recession until the third quarter, according to the Conference Board's Economic Forum. The Forum expects consumer prices to rise by 9.9 %, a 1.5%
dip in industrial production, and unemployment to average about 7.3% this year. It also projects a 14.6% decline in corporate profits before taxes.
Black Enterprises Increase by 19%
There were 32,000 more black businesses in operation in the U. S. in 1972 than in 1969, an
increase of 19 %, according to the U. S. Census Bureau. The black -owned firms were highly
concentrated in retail trade and selected services.
Capital Shortage Not Likely, Say First National City Bank Economists
First National City Bank does not believe a capital shortage is likely to happen. "The most
productive and profitable investments will succeed in obtaining the necessary financing, just
as they do now." It concludes, "Those who draw up a shopping list of needed or desired
industry investment and then conclude that closing the gap will raise interest rates to artificially high levels unwittingly invite the introduction of capital allocation by government."
14
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FISCAL PLANNING FOR
THE NATION'S CAPITAL
State and local jurisdictions simply can no longer afford towed
their taxpayers to expensive long -term commitments. They must
first determine the impact of proposed decisions and then
consider alternatives for bringing resource needs in line with

expected revenues.
By Corner S. Coppie

During the 1960's, the City's budget grew 142
percent and now surpasses the $1 billion mark in
capital and operating resources. In 1969, the combined state and local expenditures of only two
states — Alaska and Wyoming — exceeded the District's on a per capita basis, and in both cases, the
absolute amount of state and local spending was
roughly one -half that of the District. Against this
backdrop, the Mayor and other top officials of the
District Government devised a practical plan for
introducing scientific approaches to urban resource
management.

As the Nation's Capital, Washington, D.C. is
unique among United States cities. Unlike any
other city in the nation, it performs the full range
of state, county and municipal functions. Included
among the services and institutions traditionally
financed by state governments, which in this case
fall directly under the City's program responsibility,
are automobile and driver licensing, teacher certification, appellate courts, correctional programs,
higher education systems, and public utility regulation. In addition, the District Government delivers services that are essentially "local" in char- Early Expenditure Forecasting Efforts
The framework for developing multi -year proacter. Police and fire protection, public education,
sanitation and wastewater treatment services, wel- jections of City expenditures was provided by the
fare administration, building code enforcement, de- planning, programming and budgeting system
pendent child care, physical and mental health (PPBS) which was formally launched in 1969. At
services, and recreation programs represent a few the outset, several key decisions concerning the
of the District services typically provided by county overall design and operating procedures for multiand municipal governments. Because of its diverse year expenditure forecasts had to be made.
One of the very first issues to be decided was
functions, the District Government serves as a useful prototype for testing the feasibility and utility the basic purpose of the fiscal planning process.
of implementing systematid expenditure forecasting This issue essentially involved determining what
procedures at state and local levels., The District should be included in future expenditure projecGovernment's experiences in implementing fore- tions. Two main options were considered: (1) incasting procedures are described to show the kinds clude only the expected costs of current program
of conceptual and technical difficulties which must commitments and program changes proposed
pe overcome if improved projection techniques are through the annual budget in future expenditure
to be made operational. Based on the benefits de- estimates; or (2) in addition, include the costs of
rived to date, a strong case can be made for incor- potential program decisions not under consideraporating an expenditure forecasting process in the tion now but which may be faced in future years
formal budgeting cycle of major state and local to meet changing needs. The second alternative
governments.
Recognizing the necessity of long-range financial planning for
The size of the District Government had a direct Iresource
allocation decisions, both private ind us try and the F ed eral
have made extensive us e o f s ophis tic ated exp end iture
bearing on the decision to employ more sophisti- Government
fo recasting method s to determine the effects o f exis ting and p ro cated fiscal planning techniques. With 750,000 posed policies. Until quite rec ently, however, this was not the case
the state and local levels of go vernment. All too often, sysresidents, Washington, D.C. ranks ninth among attematic
forec as ting p ro cedures were no t available fo r anticipating
the p otential fiscal consequences of public policy choices prio r to
the nation's cities from a population standpoint. making final decisions.
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was by far the more demanding in that it required
the capability of forecasting future City needs as
well as the costs of programs designed to meet
them. However, the first approach was selected
primarily because it answered a critical question:
where would existing commitments and decisions
under active review lead the City in the years
ahead? Although this approach would not ascertain
the potential fiscal impact of new citizen needs
that could emerge in future years, it would provide
a methodology for costing out the resources needed
to maintain public services at their current or proposed levels over a reasonable planning period.
Moreover, it has the advantage of greater conceptual simplicity, easier interpretation of expenditure
forecasts, and better control over assumptions used
in making projections.
A second major decision involved the level of
detail at which current expenditure estimates would
be prepared and the forecasting methods applied.
Again, the basic underlying tradeoff was clear: as
the planning data base becomes more refined, projections become not only more accurate but more
complicated as well. This condition holds true because detailed financial estimates allow the planner
to select appropriate cost assumptions for each program and category of expense. Yet that same detail
forces him to make many more calculations to
arrive at a final set of projections. Since initial projections were to be computed manually, a moderate
level of detail was selected, thereby permitting an
analysis of future cost growth by program but not
by category of expense.
The operating procedures developed to support
multi -year financial planning took into account
these decisions on the scope and content of the
effort as well as the practical constraints and existing decision processes of the District Government.
City departments and agencies were required to
submit cost projections as part of their executive
budget submissions. This resulted in a decentralized
planning process, with the agencies preparing expenditure forecasts based on uniform planning
guidelines and projection assumptions issued by the
Mayor. The forecasts were to cover a five year
planning period —the budget year and four succeeding fiscal years. They were to reflect the costs
of ongoing programs (Continuing Program Plans)
and major program expansions (Program Change
Proposals). In keeping with the City's program
budgeting thrust, cost estimates were prepared
within the program framework used for executive
decision- making.
An increased awareness of the future implications of annual budget requests was one of the
principal benefits of this initial planning effort.
City officials at all levels become conscious of the
fact that long -term budgetary requirements often
far exceed initial start -up costs of new or expanded
programs. In general, the government learned from
this experience that a one -year estimate of program
resource requirements historically used in the budget process was increasingly inadequate for appraising the full impact of proposed budget decisions.

Early Limitations
While these procedures generated planning data
that had not been available previously, they were not
without their limitations, however. The following
limitations are some of the major weaknesses experienced by the District. They serve to highlight
some of the technical issues involved in developing
a large scale expenditure forecasting system for
the first time.
DATA VERIFICATION

Since the agency budgets, programs, and accounting structures were not directly interrelated,
the formal audit trails required to validate program
cost estimates did not exist in many cases. Also, the
combination of a decentralized financial planning
process and an absence of program cost data by
category of expense made it difficult to verify that
cost factors were applied consistently between programs and agencies.
PROJECTION SENSITIVITY

As stated above, program cost data were not
broken out for each expense category. Assumptions
could, therefore, not be made for each category of
expense despite the fact that program costs are
quite sensitive to even minor fluctuations in key
expense categories. For example, a difference of
only two percent between teacher salaries and other
City employees growing out of a future wage settlement would cost the District about $2.5 million in
one year alone. This inability to separate out the
effects of each major expense category made it difficult to identify programs subject to different cost
pressures.
FORECASTING FLEXIBILITY

A manual forecasting system obviously places
serious constraints on the amount of flexibility
available to meet planning and decision - making
information needs. Several examples underscore
this point. Submission delays stemmed from the
large number of calculations needed to project future costs by program in major agencies. In addition, there were virtually no opportunities to modify planning assumptions and change cost factors
across - the - board, or to determine the impact of
alternative funding levels and program packages on
future costs. And finally, statistical reports and
simple cost aggregations used in the analysis of expenditure projections had to be prepared manually
resulting in inordinate amounts of time spent
manipulating data and too little time devoted to
analyzing cost trends and the future expenditure
implications of program requests.
Present Expenditure Forecasting System
After gaining valuable experience through these
initial forecasting efforts, District Government officials recognized that far greater benefits could be
derived from expenditure forecasting if the limitations described above were removed. In 1972,
therefore, a decision was made to undertake a cornMANAGEMENT ACCOUNTING /FEBRUARY 1975
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Exhibit 1
STRUCTURE OF MULTI -YEAR PLANNING SYSTEM

PERSONAL
SERVICES
PROGRAM

AGENCY

OTHER
OPERATING

— BUILDING BLOCKS
Responsibility Centers

—

— INFORMATION —
Base Data

DISPLAY FORMATS

plete redesign of the District's expenditure forecasting procedure. The primary objective was to
correct inherent weaknesses without imposing additional workload demands on agency personnel responsible for preparing budget estimates. The redesign project was completed in the spring of 1973
and involved the design, testing and implementation of an automated Multi -Year Planning System.
The basic features of this system include the following:

The information requirements of the system
were designed to group expense categories exhibiting common cost growth behavior. This approach
recognized that accuracy in expenditure forecasting
requires uniform treatment of all expense categories
affected by the same basic cost pressures. Conversely, expense categories with different cost escalation patterns in subsequent years should not be
grouped together but should be handled separately.
For this reason, expenditure data used in making
cost projections are divided into two main expense
1. Structure
categories: personal services and other operating.
2. Capabilities
Personal services costs cover the salaries and benefits of District employees as well as the annuity
3. Reports
4. Uses
payments for certain classes of retired employees.
This expense category is broken down into ten
sub - accounts corresponding to the major pay plans
STRUCTURE
The major structural elements of the system in- or employment groups of the District Government
clude its basic building blocks, information require- (e.g., uniformed police and fire employees, teachments, and display formats as illustrated in Exhibit ers, laborers, etc.) . Consequently, long -term fore1. To minimize the reconciliation difficulties cre- casts can be developed for each pay plan based on
ated by separate data reporting and review struc- existing or anticipated labor settlements and other
tures, the concept of agency responsibility centers assumptions affecting personnel costs.
was introduced to provide a common denominator
The second major expenditure category, other
for planning, budgeting and accounting purposes. operating costs, covers all non - personnel expenses of
Responsibility centers were defined as distinct or- the District Government. This category is subganizational entities that can be uniquely identified divided into other -than- personal services (OTPS),
in an agency's chart of accounts. In addition, re- debt service, and special program costs for unconsponsibility centers formed the basic building blocks trollable programs such as public assistance, unemfor developing agency budget and accounting re- ployment compensation and transit subsidies.
ports and the City -wide program plan.
Again, the advantage of having a detailed data base
The responsibility center concept was adopted is the greater accuracy obtained by matching probecause it: (1) follows the agency organizational jection methods and cost assumptions with the apstructure and thus ensures greater control over propriate expense categories.
data being reported, (2) accounts for agency and
Two display formats were developed for the
program expenses without arbitrary cost allocation system. The first format shows cost projections
formulas, and (3) provides a sufficiently refined along agency /organizational lines, grouping responreporting base for expenditure forecasting. Thus, sibility centers and agencies under the District's
financial data submitted for each responsibility eight appropriation accounts. The second presencenter can be easily reconciled with agency ac- tation format shows cost projections by program.
counting reports and conveniently summarized along In this latter format, services are grouped according
both agency and program lines. Approximately 500 to the common objectives they serve rather than
responsibility centers were identified in the process along traditional agency /organizational lines. Exof implementing this "building block" concept hibit 2 shows the relationship between a selected
across the District Government.
group of programs and agencies with responsibility
MANAGEMENT ACCOUNTING /FEBRUARY 1975
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centers that advance program objectives. With two
display formats, the investment of city resources
can be reviewed on an agency and City -wide program basis.
CAPABILITIES

The expanded capabilities of the automated
Multi -Year Planning System over earlier forecasting
procedures center on the various projection routines and analytic reports it provides. Since all expenditure projections are made centrally from budget data furnished by City agencies, fiscal planners
can ensure consistent application of planning
guidelines to the base data. Furthermore, computerization provides the capability of testing a
number of reasonable growth assumptions on the
same expense category(ies) to determine the cost
impact of each assumption.
In addition to the added flexibility afforded by
an automated planning system, more accurate forecasts are possible because planners can select the
most appropriate forecasting method for each
specific proposal under consideration. Four different projection methods are now in general use:
This method is used to compute the effects of wage and salary increases on
personal services costs and the impact of higher
price levels on other operating costs. This technique uses a compound interest formula to calculate future costs based on percentage increases in
wage and salary costs or assumed inflation rates
affecting supplies, equipment, materials, etc.
STANDARD GR O W T H.

DEBT SERVIC E. The District Government obtains
long -term loans from the United States Treasury
to finance construction of the Capital Improvements Program. This projection method computes
the principal and interest charges on these loans
based on planned borrowing schedules to complete
capital projects and assumed interest rates.

Exhibit 2
RELATIONSHIP BETWEEN PROGRAMS
AND AGENCIES
PR OG R AM S
HIGHWAY SAFETY
CONSUMER
PROTECTION
COMMUNITY
HEALTH & SAFETY
FIRE PROTECTION
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AGENCIES
Metropolitan Police
Motor Vehicles
Public School System
Uttice of Consumer Attairs
Corporation Counsel
Insurance Department
Public Service Commission
Environmental Services
Economic Development
Human Resources
Civil Defense
-- - - , ,FNational
ire
Guard
Department

NE W FACILIT Y OP ERAT ING COSTS. Agencies prepare
estimates of the resources needed to operate new
public facilities scheduled to open during the
planning period. For control purposes, these estimates are based on current cost factors despite the
fact that cost increases are expected to take effect
before facilities officially open. This projection
method translates current cost estimates into the
future resources needed to cover operating cost increases anticipated prior to facility completion.
PR O G R ArIs . The system has a separate
method for projecting costs of special programs
which do not fall under the previous categories,
such as medicaid, unemployment compensation
and other grants and subsidies. Expenditures in
these programs are generally influenced by unique
factors such as eligibility criteria and benefit levels
spelled out in statutes, the number of eligible program recipients, and other special considerations.
Separate projections can be developed from statistical trend analyses or other appropriate methodologies and then entered directly into the multiyear expenditure plan.
SP ECIAL

REPORTS

Three types of reports are produced by the
automated forecasting system. One of these is a
basic expenditure projection report which displays
future cost estimates by applying forecasting methods and projection assumptions to the budget year
data base. The remaining two reports provide basic
analytical information. The first analytical report
translates cost information from the expenditure
projection report into a "percentage of budget"
giving each unit's proportionate share of total projected expenditures throughout the planning period.
This report is used to determine the program mix
(i.e., the portion of funds invested in agencies and
programs) that would follow from the approval of
budget proposals under review. The second analytical report provides a "trend analysis" which
computes year -to -year percentage changes for each
reporting unit shown in the expenditure projection
report. Using this report, analysts can easily determine where costs are increasing at a higher rate
than the overall District Government average. All
of these reports can display both agency and program information and can focus on any level of
expenditure detail contained in the planning system. Sample expenditure, percentage and trend reports summarizing projections for the City's nine
major programs are reproduced in Exhibit 3.
USES

The principal benefits of the Multi-Year Planning System stem from its use in testing the future
consequences of a wide range of budget and program options prior to making final decisions. Thus,
fiscal policies can be examined and alternatives
evaluated not only on the basis of their immediate
cost impact but also in light of their longer -range
fiscal implications as well. Through computerizaContinued on page 22
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Exhibit 3
SAMPLE EXPENDITURE, PERCENTAGE, AND TREND REPORTS
0

0

:NUITURES

0

-

MULTIYEAR EXPENDITURE REPORT
FY 1974 FY 1978
FOR THE DISTRICTOF COLUMBIAGOVERNMENT
(AMOUNTS IN THOUSANDS)

"Three types
of reports are
produced by
the automated
forecasting

O

- BUDGET YEAR-

O
O
O

0
O
O

PROGRAM AREA

0
OUT YEARS

CURRENT
FY 1974
INCREASE
YEAR 1973
REQUEST

FY 1975

FY 1976

193123.1
52743.8
99931.0
119856.2
225154.9
24696.5
37279.1
57333.9
43706.8
853825.5

202602.0
54575.7
101408.9
134173.0
238513.0
25997.2
52728.8
65210.5
49517.0
924726.2

225338.3
56740.4
103268.9
146315.1
254878.6
29069.9
54066.6
71229.3
54991.0
995898.1

CRIMINAL JUSTICE ADMINISTRATION
COMMUNITY PROTECTION
SOCIAUECONOMICWELL -BEING
HEALTH /PHYSICAL- MENTAL
EDUCATION

161024.1
44717.6
87068.6
111340.8
197261.5
RECREATION /CULTURAL ENRICHMENT 22650.7
COMMUNITY DEVELOPMENT
28432.1
ENVIRONMENTAL PROTECTION
50909.0
GOVERNMENT DIRECTIONISUPPORT
39635.6
TOTAL
742041.0

32099.0
8026.2
12861.4
8515.4
27892.4
2045.8
8847.0
6424.9
5071.2
111794.5

FY 1977

system."

0
FY 1978

137478.6 254778.9
59835.4
69920.8
105581.0 108165.6
155809.2 169862.1
271319.3 291126.6
31105.7
32997.3
57545.2
61286.6
77588.7
85454.1
60576.0
66940.0
1131437.2
1055939.1

0
0

0
O
0

O

O

O

O

O

O

O

O

CENTAGES

MULTIYEAR PERCENTAGE REPORT

TOTAL PROGRAM AREA EXPENDITURES
AS A PERCENTAGE OF TOTAL DISTRICT

0

GOVERNMENT EXPENDITURES'
O

FY 1974 -1978

O

FOR THE DISTRICT OF COLUMBIA GOVERNMENT
O
O

- BUDGETYEARCURRENT
FY1974
FY 1975
INCREASE
YEAR 1973
REQUEST

PROGRAM AREA

0

21.70%
6.03%
SOCIAUECONOMICWELL -BEING
11.73%
HEALTH /PHYSICAL- MENTAL
15.00%
EDUCATION
26.58%
flECREAT70NICULTURALfNRKHMENT 3.05%

0

COMMUNITY DEVELOPMENT
ENVIRONMENTAL PROTECTION
GOVERNMENT DIRECTIONISUPPORT

0
O

OUTYEARS

CRIMINAL JUSTICE ADMINISTRATION
COMMUNITY PROTECTION

3.83%
6.86%
5.21%

O

FY 1976

FY 1977

FY 1978
22.52%
5.39%
9.56%
15.01%
25.78%
2.92%
5.42%
7.55%
591%

28.72%
7.18%
11.51%
7.62%
24.95%
1.83%

22.50%
6.24%
11.67%
14.38%
25.99%
2.85%

21.91%
5.90%
10.97%

22.63%
5.70%
10.37%

14.51%
25.78%
2.81%

14.69%
25.69%
2.92%

22.49%
5.58%
10.00%
14.75%
25.69%
295%

7.91%
5.75%
4.54%

4.39%
6.7D%
5.28%

5.70%
7.05%
5.35%

5.43%
7.15%
5.52%

5.45%
7.35%
5.74%

O
O
0

0

n

o

o

O

0

TRLNUS

MULTIYEAR TREND REPORT
FY 1974- 1978
FOR THE DISTRICTOF COLUMBIA GOVERNMENT

O
O
O

PERCENTAGE CHANGES IN EXPENDITURES
FROM PREVIOUS YEAR FOR PROGRAM AREA.

0
O

TRENDS BETWEEN YEARS
PROGRAM AREA

REQUEST
YEAR 1974

FY 1975

0

FY 1976

FY 1977

FY 1978

O

0

TOTAL

13.37%

9.93%

7.70%

6.03%

7.15%

0

0

CRIMINAL JUSTICE ADMINISTRATION
COMMUNITY PROTECTION
S0ClAUECONQM1CWELL -BEING

17.56%
17.27%
12.74%

7.03%
4.07%
3.31%

11.22%
3.97%
1.83%

5.39%
3.87%
2.24%

7.28%
3.37%
2.45%

0

HEALTH /PHYSICAL MENTAL
8.69%
EDUCATION
10.85%
RECREA710N!CULTURAL ENRICHMENT 5.80%

1018%
9,09%
8.48%

9.05%
6.86%
11.82%

6.49%
6.45%
7.DD%

9.02%
7.30%
6.08%

COMMUNITY DEVELOPMENT
ENVIRONMENTAL PROTECTION
GOVERNMENT DIRECTIONISUPPORT

49.93%
15.67%
11.48%

2.54%
9.23%
11.05%

6.43%
8.93%
10.15%

6.52%
10.14%
10.34%

O
0
0
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O
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AN APPROACH
TO FAIRNESS
IN DISCLOSURE
Regardless of the sanctions chosen, we accountants must stand
ready to back up our evaluation of management's selection of
accounting practices, if we are to continue our attestation on the
fairness of financial statements.

By Joseph F. Castellano and Harper A. Roehm
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The critical test in the preparation of financial statements is fairness. Financial statements should be
fair standing alone. If they are, then they must be
deemed fair when utilized by various interested
parties. This point was made abundantly clear by
the United States Court of Appeals Judge Henn J.
Friendly when he wrote:
"The first law for accountants was not compliance with generally accepted accounting
principles, but rather, full and fair disclosure,
fair presentation and if principles did not
produce this brand of disclosure, accountants
could not hide behind them and make whatever disclosures were necessary for full disclosure. In a word, `present fairlv' was a
concept from `generally accepted accounting
principles' and the latter did not necessarily
result in the former." '
The Accounting Principles Board's quest for
fairness involved legislating rules and directives
aimed at solving controversial problems and eliminating or narrowing alternative practices. This approach to fairness was doomed from the start. It
invited frequent and harsh criticism.2

practices might well result in no improvement in
fairness or worse, actually impair fairness. Once
objective standards are developed, this will permit
evaluation of alternative practices which may result
in additions or deletions that can be judged against
standards.
The need for such an evaluation has support not
only from financial analysts, but also from professional accountants. For example, the Seaview Svmposium conducted in November 1968, included
members of the AICPA, the FAF, the FEI, and the
Robert Morris Associates. One of the primary areas
discussed was the issue of comparability versus
flexibility. Those advocating greater comparability
were disturbed about the acceptability of alternative
practices. The advocates of flexibility justified their
position by pointing to cases where alternative practices were necessary to properly state the economic
facts or realities of the event or situation. As the
two sides discussed their positions, it became clear
that a compromise was possible. In John Burton's
summary of the meeting, he made reference to this
middle ground as follows:
"In approaching this consensus the users gave
up the idea of rigid definition of all principles
in favor of a plea that in any given set of
circumstances to which a number of alternative accounting practices might apply there
should be one of those practices which is
recognized to be more appropriate than any of
the others. " 3

The Real Problem
Fairness cannot be achieved by eliminating alternative practices, unless they are unacceptable and
have no clear authoritative support. More uniformity
might be achieved, but this cannot be equated to
fairness. The central problem then is not the
existence of alternative practices, but rather the lack
of objective standards necessary to evaluate alternative practices. When directives or rules are legislated without reference to objective standards, the
inherent risk in such a decision is that resulting
20

I

Court of Appeals. 397 U.S. 1006 (1970).
For examp le. APB O pinion No. 17, which req uires the amo rtizatio n o f good will o ver a period no t exceeding forty years, narro wed
the alternative choices available. However, it fails to meet the
fairness test because those firms that could jus tify carrying goo dwill at unamortized cos t are d isc riminated against in earnings. Likewise, other firms which should write nff goodwill, but over a
period much s horter than forty years, might c ho os e to fo llo w the
lib eral guid eline of the directive.
" Jo hn C. Burton, " T he Seaview Symposium on Financial Reporting," Th e Journal of Acco untancy, January 1969, p. 34.
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Burton went on to state that:
"Users felt that the appropriate practice ought
to be stated and known by users and that any
choice of another practice ought to be disclosed. There was no thought that management did not have the right to use another
practice but if something other than the
defined appropriate practice was used, that
fact should be disclosed and a justification for
the use of the alternative procedure should be
given. ",
The central problem in financial reporting has
been viewed by Carl Tietjen as being the employment of methods which are not only generally accepted but which are also appropriate for the
particular nature and circumstances of the reporting
company.: Ile stated that:
"It follows that the central weakness in the
independent accountant's position under the
present concept is that he has neither the
responsibility nor the authority to require
client companies to select financial reporting
practices and methods which are not just acceptable but are the most appropriate ones
for them as individual companies. "e
Tietjen also presented sixteen standards which
have as their broad objective, fairness. While more
specific standards than those proposed by Tietjen
will be necessary, his contribution is noteworthy
because it points out the need for such standards.
APB Opinion No. 22
The issuance of APB Opinion No. 22 in 1972
would seem to satisfv the needs of the many business organizations that are concerned about the
disclosure of their accounting policies. However, it
has not replaced the need for objectively determined
standards of reporting. Opinion No. 22 requires that
management disclose the accounting policies it has
chosen. It also requires that a description of all significant accounting policies of the reporting entity
be included as an integral part of the financial statements. While it is true that this disclosure will include management's comments about the appropriateness of the principles selected for revenue and
expense recognition, there is no assurance that the
methods and policies disclosed and explained will
be the ones which reflect economic reality.' In short,
disclosure, no matter how detailed, can never serve
as a substitute for the preparation of financial statements based upon standards that have as their goal
the presentation of financial data in terms of economic realitv.

restructuring of the Accounting Principles Board
(APB) which signaled the end to a long and tedious
search for "accounting principles." The Wheat Report was the final obituary. The Commission indicated that the APB and its predecessor, the
Committee on Accounting Procedure, while having
done much to raise the level of financial reporting,
issued many pronouncements which did not have a
great deal to do with the establishment of accounting principles as the word is normally understood."
It is significant to note, too, that the new board is
called the Financial Accounting Standards Board
(FASB). It is too early to judge how the FASB
will proceed in its efforts to establish accounting
standards. They may continue to issue opinions
primarily aimed at resolving controversial issues and
problems as they arise, or the Board may proceed by
examining alternative accounting practices with a
view towards narrowing the scope of accepted alternatives.
The establishment of an Accounting Research
Division as part of the restructuring— leading to the
FASB — promises to provide better coordination and
direction in research endeavors; however, numerous
research efforts directed at establishing "accounting
principles" have already been undertaken and should
provide a good starting point in the search for
standards. For example, APB Statement No. 4
which was not intended as a solution to the principles problem, nevertheless, would be a useful
frame of reference from which standards may
evolves In addition, many of the general standards
of recording and reporting have also been already
specified, i.e., match cost against revenue, realization, consistency, etc. These general standards need
only be made specific as they relate to the reporting
process. For example, the general standard of matching cost against revenue for inventory costing purposes could be made more specific by promulgating
that "inventory costing methods must conform to
the physical flow of goods." However, the emphasis
would not be toward eliminating alternatives, but to
developing criteria for evaluating the alternatives so
that a selection of the most appropriate practices
would be made. That is, if LIFO were deemed the
appropriate method, then it would have to be used.
The salve type of case can be made for depreciation.
A specific standard might be that "productive
effort (cost) should be matched against productive
accomplishment (revenue)." Once the accountant
determined and verified the manner in which the
productive facilities were being utilized, he could
make a determination as to the basic type of depreciation program to be undertaken (i.e., straight -line
versus accelerated) . The specific method, life,
salvage, etc., could be left up to the auditor's judg-
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Developing Standards
Much research is needed in developing specific
accounting standards for recording and reporting the
data to be included in financial statements. That
the research will be undertaken is evident from the
MANAGEMENT ACCOUNTING /FEBRUARY 1975
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ment but the type of program would be ascertainable in light of the standard.

Conclusion
The need for the auditor to comment on the
appropriateness of the accounting practices selected
by management cannot be satisfied by just restructuring of the Accounting Principles Board or by the
requirement for greater disclosure. For if the Financial Accounting Standards Board follows in the
footsteps of the APB's "cookbook" accounting approach to problem solving, then we will he replacing
one "cook" with another. Criticism of the profession, both within and from without, will continue,
"gamesmanship" in financial reporting will enjoy a
new lease on life, and accounting may have thrown
Leonard Spacek "T he Need fo r an Ac c o unting C o urt, " Arthur
Andersen Chronfeie, April 1958.

10

away its last chance to develop fair and objective
standards of reporting.
To make the system work, sanctions will have to
be imposed on those companies that choose to
adopt and report with practices not in accordance
with the standards. The most logical sanction would
be the denial of an unqualified opinion. Perhaps
this may seem drastic to some accountants. An
alternative might be some modification of Leonard
Spacek's concept of an "accounting court" which
might be used as the vehicle to work out serious
differences of opinion as they arise.10 Regardless of
the sanctions chosen, we accountants must stand
ready to back up our evaluation of management's
selection of accounting practices, if we are to continue our attestation on the fairness of financial
statements. If we fail to meet this challenge, the
SEC❑or❑the❑Courts❑may❑perform❑the❑task❑for❑us.❑❑

FISCAL PLANNING FOR THE NATION'S CAPITAL
Continued from page 18
tion, the system also has a capacity to conveniently
handle a variety of program proposals and cost
growth assumptions, compute future expenditure
forecasts from them, and rapidly summarize results. These advantages have made possible even
wider use of the system in the following fiscal
management and decision - making areas:
EVALUATING CURR ENT PR IO RITIES . Since expenditure forecasts are arranged in a program format,
officials can determine whether the current program mix is in line with City needs and priorities.
Moreover, officials can conveniently evaluate the
impact of proposed changes to the current program
mix and, where necessary, establish new priorities
for resource allocation.
INT EGR ATING CAPITAL AND OPERATING BUDGET DE-

Estimates of the future impact of capital
facilities on the operating budget have generally
been unavailable at the time capital decisions were
made. The expenditure forecasting system provides
information on both the debt service requirements
and the new facility operating costs of specific
capital projects before decisions are finalized.
c is io N s .

IDENT IF YING PRO GR AM COST ISSUES. Developing
cost trends are frequently not discovered with sufficient lead time to examine the causes of expenditure growth and to establish fiscal controls that
will reduce cost pressures over time. By comparing

present and future cost trends among key City
programs, cost issues can be identified and addressed
more readily.
IMP R O VING FIS CAL P LANNING . Given the highly
competitive position of most major cities vis -a -vis
their neighboring suburbs, it is essential to begin
considering future expenditure and revenue policies several years in advance. The District Government uses expenditure forecasting to develop overall spending targets for subsequent fiscal years, and
to begin exploring revenue options that will enable
the Cite to maintain a balanced fiscal program over
the planning period.

Conclusion
The severity of fiscal pressures facing state and
local governments today will require greater utilization of a wide assortment of management tools
and strategies. Public officials will find their options
for dealing with fiscal issues becoming increasingly
limited if they do not quickly develop the capacity
to analyze proposed budget and program policies
thoroughly before they are implemented. State and
local jurisdictions simply can no longer afford to
wed their taxpayers to expensive long -term commitments. They must first determine the impact of
proposed decisions and then consider alternatives
for bringing resource needs in line with expected
revenues. In the District of Columbia Government,
systematic expenditure forecasting has become an
indispensable part of our effort to improve program
and fiscal management.
❑

ERRATA
In Exhibit 1 on page 12 of the January 1975 issue, the second assumption should be LIFO.
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MATERIALITY IN
FINANCIAL REPORTS
Until the Financial Accounting Standards Board and /or other
authoritative bodies establish standards to help resolve the
questions of materiality, it appears imperative that management
make every effort to bring about the development of materiality
guidelines needed for its own financial reporting.

By Sam M. Woolsey
An alert management will take steps to see that
uniform, realistic, and acceptable policies on materiality determination are adopted by the accounting department and that policies are communicated to all employees affected by them. Because
decisions on materiality usually have a direct bearing on the accounting procedures used, and on the
form and content of the resulting financial statements, management also has the definite responsibility to see that the policies adopted will minimize
the possibility of challenges to the accounting department.'
The immediate reaction to any suggestion that
materiality guidelines be set is: "We don't know
how to set guidelines. If the official accounting
boards can't make a decision on how to do it, how
can we ?" The question raised is a valid one. However, it should be remembered that materiality
decisions are being made every day. The person
making the decision usually has one or two guidelines (whether correctly or incorrectly set) which
influence his thinking on the matter. The suggestion made here is that the company adopt (for
each type of materiality decision) a somewhat uniform way of making the decision so as to increase
the probability that two qualified accountants
would make the same decision in a given situation.
Then if a standard is challenged and is found to
be basically unacceptable, or it is replaced by an
"official" guideline, it can always be revised.
Admittedly, no official objective guidelines yet
exist for most situations involving materiality decisions. However, since many materiality decisions
are made daily and, for the most part, are based on
the "judgment of an accountant," management
should recognize that these materiality decisions
are not always uniformly made and sometimes result in financial statements which are not only misleading but also inaccurate. To avoid getting misMANAGEMENT ACCOUNTING /FEBRUARY 1975

leading information for its own purposes and to
minimize the possibility of censorship or lawsuits
relating to the publication of such information,
management should propose that the controller or
the chief accountant:
1. Identify the commonly found instances within
the company which require the making of materiality decisions;
2. Determine, for the instances involved, what
materiality guidelines or standards have been
established by authoritative bodies such as the
Securities and Exchange Commission, the Accounting Principles Board (or in the future, the
Financial Accounting Standards Board), the
Internal Revenue Service, and others;
3. Establish materiality guidelines for those situations where materiality standards are not "officially" set up or which are not applicable;
4. Provide affected employees with a list of the
types of materiality decisions and the related
guidelines; and
5. Encourage implementation of policies related
to materiality decisions.
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Identification of Areas Involving
Materiality Decisions
The accounting department should begin by preparing lists of the most commonly found instances
within the company where materiality decisions are
required. These lists could be classified according
io the types of materiality decisions involved as
follows:
1. Decisions involving choice of accounting method
Evert though the accounting department, under the supervision of
the controller, is responsible for selecting appropriate accounting
procedures and for presenting financial statements, the brunt of
any misleading or incorrect statements is borne by management.
The independent public accountant passes on management's representation of financial information, and it is management (more
specifically, the Board of Directors), and not the company accountant who is sued by stockholders or by security analysts who
have felt that financial statements have been misleading.
I
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2. Decisions related to the requirement that an
item be set out separately on financial statements
3. Decisions involving the necessity for disclosure
4. Miscellaneous decisions
CHOICE OF ACCOUNTING METHODS

Materiality decisions related to the choice of the
accounting method will vary from company to
company. Therefore, the following list is not intended to be all- inclusive but it gives an example
of the type of question to be considered:
1. Question: Should an item which will be used in
the business but which will last more than the
normal fiscal period be capitalized or expensed?
Rule: Capitalize equipment which will last more
than one year.
Exception: If immaterial in the aggregate, record
as an expense.
2. Question: At what value should temporary investments be reported?
Rule: They should be reported at lower of cost
or market.
Exception: Cost may be used if the decline is
immaterial.
3. Question: If a fixed asset has been depreciated
for a number of years over a portion of its expected life and then there is a change of opinion
as to the expected life, how is the situation
handled?
Rule: If the change is due to a change in estimate, the remaining book value less estimated
salvage should be depreciated over the remaining
estimated life.' This procedure may be called the
"prospective treatment" or use of the "smooth out" method.
Exception: If the difference in original and
revised life was so large (so material) that the
original life could not have been justified in the
first place, then an error is presumed. A correcting entry should be made; prospective treatment
should not be used.
REQUIREMENT TO SET ITEM OUT SEPARATELY

There are many instances in financial reporting
where certain items are required to be set out
separately from a broader classification. Some of
the requirements are based on the application of
generally accepted accounting principles. Many such
requirements are also made by the Securities and
Exchange Commission (SEC). Examples of items
that should be set out separately on financial statements are:
1. Non -trade receivables or payables
2. Assets which have been pledged for specific debts
24

3. Customers' credit balances
3. Fixed assets retired from use and awaiting resale
5. Overdraft in a cash account
6. Operating results, past and prospective, for a
discontinued segment of the business
The general rule to follow is that the requirement
to segregate or disclose such items need not be
followed if the amount involved is "not material."
The problem, however, is how to determine when an
item ceases being "not material" and becomes
"material" or vice versa.
REQUIREMENTS FOR DISCLOSURE

An almost endless list could be made of items
which, if material, must be disclosed parenthetically
or in notes accompanying the financial statements.
Some of the more commonly found instances involving a materiality decision with the requirement
to disclose are:
1. Long -term leases of lessee
2. Contingent liabilities
3. Outstanding stock options
4. The effects of changing an accounting method
5. Restrictions on retained earnings
6. Existence of purchase commitments
Although all such items could be disclosed, the
question arises as to when they become material
enough to require disclosure.
MISCELLANEOUS DECISIONS

Many requirements relating to the recording
and reporting of financial data are set forth in APB
Opinions, SEC regulations, and by other regulatory
bodies. However, a departure from these requirements is often acceptable if the amount involved is
immaterial. APB Opinions are accompanied by a
statement to that effect. Still, it is management's
responsibility to initiate steps which will result in
action by the accounting department to recognize
and to list the more commonly found instances in
the company where it is necessary to make materiality decisions.

Seek Out Existing Guidelines
The controller or chief accountant should take
steps to search out and put into summarized form
any materiality guidelines which have been set out
by authoritative bodies. He should also see that all
employees in the accounting department are aware
of the applicable rules related to materiality decisions and that these rules are followed.
APB OPINIONS AND RESEARCH BULLETINS

Accountants are expected to follow pronouncements as set forth in APB Opinions or in Accounting Research Bulletins of the AICPA. Adherence
is also expected to current and future pronouncements of the Financial Accounting Standards Board.
Departures from such pronouncements, however,
2

APB Opinion No. 20.
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can be justified on the grounds of immateriality.
Although there is no general guideline for judging
materiality, there are a few instances in which
specific standards are given. Some examples are:
The dilutive effect of common stock equivalents
on earnings per share need not be recognized if
the effect is less than three percent (immaterial) .a
2. The accounting for a long -term investment
should be under the equity method if there is
reasonable expectation that the investor company
can control the investee company. The guideline provided is that it is assumed that a 20
percent or more interest is large enough (material) to exercise control, subject to rebuttal.+
Retained earnings should be charged for par
value of the stock to be issued if a stock dividend
is large (material) and charged for market price
of the stock if the dividend is small (immaterial).
The dividing line between a large and a small
stock dividend is 20 to 25 percent.b
4. One of the requirements to be met in order for
a business combination to be accounted for by
the pooling of interest method is that the company offer and issue only common stock with
rights identical to the majority of its outstanding
voting common stock in exchange for substantially all of the voting common stock interest
of the other company. "Substantially" means 90
percent or more (less than 10 percent is immaterial) .e
SECURITIES AND EXCHANGE COMMISSION
REQUIREMENTS

Most companies are subject to Securities and
Exchange Commission regulations and the adherence to any materiality guidelines given by that
board would result in more useful statements. The
current issue of Regulation S.X gives many objective guidelines which can be considered as a
means of identifying material or immaterial items.
Some of the instances which provide objective
guidelines in connection with requirements for
special schedules or disclosure are as follows:
1. Other investments. —State separately, by class
of investments, any items in excess of ten percent of the amount of all assets other than
fixed and intangible. ( Rule 5 -02, 12 )
2. Other current assets. —(a) State separately .. .
(3) any other amounts in excess of ten percent
of total current assets. (Rule 5-02, 7)
3. Other liabilities. —State separately any amount
in excess of ten percent of total liabilities
other than long -term debt. (Rule 5 -01, 31)
4. Profit and loss or income statements. —(c) If
income is derived from both gross sales and
operating revenues, the two classes may be combined in one amount if the lesser amount is not
more than ten percent of the sum of the two
items. (Rule 5 -03)
5. Expenses. —State separately each category of expense representing more than five percent of
MANAGEMENT ACCOUNTING/FEBRUARY 1975

total expenses. ( Rule 6 -04, 2) This rule applies
to management investment companies.
6. What schedules are to be filed? —(Rule 5 -04)
This section contains eleven guidelines (expressed as percentages) to determine if an item
is material enough to require a separate schedule. The different percentages mentioned are 1,
5, 15, and 20.

The Firm's Own Materiality Guidelines
In the typical firm many materiality decisions
are made every day for which there are no "official"
guidelines or standards. If such decisions are made
by each accountant involved, the decisions are apt
to be different in each case depending upon which
accountant makes the decision or who occupies a
particular accounting position. Insofar as materiality decisions are involved, the accounting department must establish the basis for making
particular types of materiality decisions. A certain
line of thought usually goes through the mind of an
accountant as he makes the decision. What is it?
How do the other accountants in the company make
their decisions? To the extent that there is some
degree of uniformity in the thinking, is it possible
that some factor (expressed as a percentage of a
certain base) could be established as a recognized
guideline for the company in making the type of
decision in question? If different accountants in
the company have different criteria for deciding the
same materiality problem, then the situation is
indicative of a need to have a meeting of minds in
order to adopt a more uniform set of guidelines.
The standards adopted should not be in conflict
with requirements or recommendations of authoritative bodies and they should be communicated to all
individuals within the company who prepare and
use accounting data.

"... many
materiality
decisions are
made every
day for which
there are no

'official'
guidelines ..."

Recommendations
The establishment by a company of guidelines
for the making of the more commonly found types
of materiality decisions is not an easy task. The
following suggestions are offered in connection
with carrying out such a project:
1. Recognize and adopt for company use any
standards or guidelines provided by the APB,
the FASB, the SEC, or any other authoritative
body. It would probably be desirable to use
guidelines given by the SEC even though the
company may not be subject to that body.
2. In the adoption of guidelines for which there
are no authoritative standards, do not try to
do it all at once. Study the situation and
establish guidelines for each type of materiality
decision one at a time, taking the more important
ones first. It may take several years to do the
complete job.
3. Past studies have shown that most materiality
+
APB Opinion No. 15,Footnote to Para. 15.
4
APB
Opinion
No. 18i,Para.
ARB No.
43, Chap.
Para.17.
13.
+ APB Opinion No. 16, Pam. 47.
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guides should be expressed as a percentage of
an appropriate base rather than as an absolute
amount. The most commonly used or proposed
relative measure has been a comparison of the
item in question to average or current income.
Depending upon the type of the materiality
decision, other ratios may also be relevant.
Guidelines should be expressed as a percentage
range such as 4.5 percent to 5.5 percent of
current income. This standard should be interpreted to mean that tentatively an item less
than 4.5 percent of income is immaterial; above
5.5 percent it is material; and between the two
limits it could be either way. The range allows
for a difference in surrounding circumstances.
5. For a given type of materiality decision, more
than one base (such as current assets as well as
income for the period) may be used as a guideline. If an item is indicated as being material
by either test, it should be considered material.
In certain instances where surrounding circumstances are unusual, an objective "sensitivity
factor" should be established for adjusting a
percentage bracket with the result that any item
which would normally be considered immaterial
could be regarded as material if the unusual
surrounding circumstances prevailed.
7. As the guideline for each type of materiality
decision is studied, discussed, and agreed upon
by the accounting staff of the company, the
standard should be used and its existence made
known to concerned parties including the independent public accountants. (The company
should get suggestions and recommendations
from its own independent auditor.)
8. In the setting of its own guidelines a company
should give consideration to any available information relative to what other similar companies are doing, to decisions in court cases,
and to any literature on the subject.'
Conclusion
Management is ultimately held responsible for
the "correctness" of its published financial reports.
Because faulty materiality decisions often lead to
misleading and /or erroneous statements, manage* S ugges ted p ercentages and /o r b as es to use are c ited in the following articles: Bert N. Mitchell, " Materiality in F inanc ial S tatement Presentation —The Audito r's Dilemma, " The CPA Journal,
August 1972; Douglas R. Carmic hael, "The Cumulative Aspects of
Materiality' The Journal of Accountancy, December 1969; Warren
R .ininga, `The Unknown Materiality C oncept," The Journal of
Accountancy
1968; Sam M.September
Woo ls ey, 1973.
" Materiality SurThe j oFeb
vey,"
u r n a l Accountancy,
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ment has the responsibility for insisting that its
accounting department recognize and apply any
guidelines or standards for judging materiality
which have been required or recommended by
authoritative accounting bodies. For the many instances involving materiality decisions where no
guidelines have been formally established, the
company should try to develop its own guidelines
where needed, pending recommendations of the
Financial Accounting Standards Board. Any guidelines developed by a company should, of course,
be modified from time to time as experience dictates. In any case, it is better to have some established way of making a materiality decision than
of leaving a haphazard one upon which no one
can depend.
The benefits which should accrue to users of
financial statements from following the suggested
procedures are:
1. Company accountants will have greater confidence in the materiality decisions which they
make.
2. The resulting financial statements would be more
useful to management in its decision - making
process.
3. Financial analvsts can place more reliance on
financial statements if they can have reason to
believe that required or recommended materiality
guidelines are being followed and that company developed standards are reasonable and uniform.
4. Indirectly, goodwill should accrue to management if readers of financial reports can see (in
the statement of accounting policies section of
notes to the statements) that the company has
developed and is following uniform guidelines
for leaking its materiality decisions.
5. Management can better defend itself against
suits which are based on claims of erroneous
statements resulting from faulty materiality
decisions. A departure can always be made from
an established standard but the burden of proof
is on the accountant departing from the standard
or upon the one who challenges a decision made
within the standard.
Until the Financial Accounting Standards Board
and /or other authoritative bodies establish standards
to help resolve the question of materiality, it appears
imperative that management make every effort to
bring about the development of materiality guidelines needed for its own financial reporting.
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THE VENTURE:
A BASIS FOR
ACCOUNTING THEORY
Accounting is the art of recording, classifying, and summarizing
cash outlays and cash receipts, including legal claims to cash, and
of systematically associating outlays and receipts to produce
significant statements of cash risked, cash earned, and legal
claims thereto.

By David H. Silvern
The importance of accounting was recognized even
before the Ren aissan ce in medieval Euro pe. Since
that time, th e art of accoun tin g h as develo ped pragmatically th rough many centuries, and on ly recently
have attempts been m ade to synth esize a limited but
com plete set o f d efin ition s an d laws fro m wh ich a
logical set of practices can be derived.,
The basic feature of the pre- Renaissance business
system was the ventu re.= In a venture, cash and
goods were risked in th e h o p e o f m akin g a p ro fit.
The profit con sisted o f all th e cash o r its eq uivalent
that was left at th e en d of the ven tu re less th e cash
or equivalen t th at was p u t to risk. This meth od o f
doing business worked so well that during the
Renaissance, companies began to be formed in order
to allow a greater n u m b er o f in divid u als to in vest
in individual ventures.,, Cash became of primary
importance because only cash could be easily divided
am ong the o rigin al in vestors in p rop ortio n to th eir
original investment, and then on ly if th e o rigin al
investm ent was in cash . Cash was also necessary to
pay creditors, and to pay taxes or royalties to the
governm ent. At th e end of th e ven tu re, an acco un tant was requ ired to determ ine wh at this division
should be, b ased o n wh o risked cash at the b egin ning of the venture and on th e acco u ntant's determ ination o f the p rofit. Th e b asis fo r acco un tin g
then was very simple. Accounting kept track of
what was at risk during the venture (and whose
money was at risk) and what was availab le fo r distribution after th e venture was com pleted .; Acc o u n t s w e r e s o m e t i m e s made at vario us times d uring the ven tu re, b ut o n ly to assure the o wn ers that
neither goods nor cash were being stolen.
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In contrast to those early ventures, the m odem
business firm is expected to last for many years, well
beyond the time required to complete a specific venture. Also, the accountant's responsibility is no
longer the determination of the results of one or
mo re ventures but rather the analysis of the economic position of the firm, that is, the measurement
of resources and the value of these resources at
various points in t i m e . 5 The difference between

these values is then defined as the profit earned in
the period. Even when the value of the resources is
defined simply in terms of their initial cost, the
analysis leads to many difficulties and differences of
opinion among accountants. The solution to this
dilemma may be to return to "venture accounting"
and the use of cash -at -risk as a basis for accounting
measurement.°
The definition of "venture accounting" would be
stated as follows:
Accounting is the art of recording, classifying,
and summarizing cash outlays and cash receipts, including legal claims to cash, and of
systematically associating outlays and receipts
to produce significant statements of cash
risked, cash earned, and legal clairns thereto.
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r The r e have be e n m a ny at t e m pt s at de f i ni ng ac c o unt i ng
, mos tl y in
the form of t ent at ive sugge st i o ns f o r f urt he r de vel o pm ent s . Am o ng
t he m ar e the fo ll owing : Maur ic e Moonitz , Th e Ba si c Po st ul at es o f
Ac co unti ng, Ac co unt ing Re s ea r ch S tu d y No . 1 , AIC P A , N e w Y o r k,
N . Y. , 1 9 6 1 ; A. C. Lit tl eto n, St ru ctu r e o f Acco un t in g The o r y , AAA,
1953; Louis Go ldber g, An Inqui r y i nt o t he N at ur e of Ac co unt i ng,
Monog raph No . 7, AAA, 1964.
s A. C. Li ttllet on , A cc ounti ng Evo lut io n to 1900 Am e r i c an Ins ti t ut e
Publ i s hi ng Co . , N e w Yo r k, N . Y. , 1933 , p
26 -2f.
s O p. Ci t . , A. C. Lit tl eto n, St r uct ur e o Accou n ti n g Th e o r y , p . 3.

Op. Ci t. , Loui s Goldberg, p. 101.
s Ihid., p, 103.
Th i s u n o t t o be c o nf us e d w i t h what is de f ine d as ac co unt ing o n
a cash basis.
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Let there be no confusion, however, between accounting on a cash basis and using cash as the basis
for accounting measurement. The former makes no
attempt to associate cash outlays with cash receipts
on any but a period basis; the latter makes this
association, on a theoretically consistent and sound
basis, the central issue of accounting.
Although the modern business firm is a continuing entity, it still undertakes ventures (often in
tremendous numbers), each one of which eventually
comes to an end, each of which can and must be
measured in cash. Every businessman understands
the implication of this statement; he demands cash
flow analyses (if he is sophisticated) or the number
of years required to pay back a given investment (if
he is not). This is true for any significant cash outlay he may make, without distinction as to whether
it is a new too], a new product development, or a
new marketing system that he is buying. By using a
cash -at -risk approach, the relationship between modern accounting and its roots in the Middle Ages
becomes evident and many of the theoretical problems which seem so difficult now become very clear
and obvious. However, one accounting problem still
exists, that is, the matching of revenue and expense
to determine profit. The problem that must be
solved is how to determine with which venture a
given cash outlay and cash receipt must be associated. To resolve this problem, we must examine the
underlying concepts.
Assets
The assets of a company should no longer be
thought of as resources valued historically, as contemporary accountants would have it; or currently,
as modern theorists would prefer. The historical
value approach requires objects with obviously varying economic values to be recorded at irrelevant
conventional values;, the current value approach
leads to an imposition of responsibility on the accountant to produce a profit without a cash receipt
or even the prospect of one." This is a responsibility
that neither businessmen nor investors will allow
him to undertake. Accounting cannot properly determine value. It can, however, determine the cash
risked in a venture. Accountants can measure cash,
legal claims to cash, and the amount of cash that
has been previously spent. Thus, accounting and the
responsibility of accountants become much clearer;
every outlay of cash is thought of as a risk. A perfectly consistent set of accounting principles can
be developed on the basis that what accountants
measure is cash (or legal claims to cash) already
risked or cash available for risk —when they measure
assets.
Of course, the investor and management will appreciate knowing the kind of risk inherent in each
dollar of cash expended; thus, the inventory account measures the cash risked in inventory; the
plant account measures the cash risked in plant. The
meaning of the intangible accounts then becomes
reasonable and significant, that is, they represent
cash risked for a specific purpose: engineering development, patents, and so on. Goodwill is simply
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defined as cash risked for the purchase of a company over and above the cash previously risked by
the owners of that company or the exchange value
of the physical assets if that is determinable. Stocks
and commodities sold in a perfect market also represent cash at risk, but it is evident that the risk is
renewed by management each day; so that, based on
this theory, such assets should be placed on the
books at current market value. This is not true of
most other assets.9
In most businesses today, many cash outlays are
made that are involved in a great number of ventures: A thousand dresses are to be purchased at
one time and sold to a thousand different young
women; a plant is purchased and serves innumerable
ventures over a forty -year period; a machine tool is
purchased which will perform operations on millions
of parts; an engineering development produces a
product that will be sold to tens of thousands of
customers over a period of many years. Each of
these cash outlays must be associated with specific
ventures. When these ventures come to an end, the
cash outlays associated with them must be subtracted from the original cash outlay and removed
from the asset account because at ]east this part is
no longer at risk. The venture has come to fruition;
the risk is at an end; the profit has been booked.
That part of the original outlay which is removed
from the asset account is called depreciation when it
involves plant and equipment, amortization when it
involves intangibles, and cost of sales when it involves inventory.
Sometimes a venture will fail. It comes to an end
with no cash return, or a cash return smaller than
the original outlay. At the end of such unfortunate
ventures, the cash outlays must be removed from
the asset account. The asset no longer represents
cash at risk; it represents, rather, cash that was
risked and lost. This must be accounted for as part
of normal operations.
The other type of asset is cash available for risk.
This is cash in banks and legal claims to cash such
as government bonds and receivables. The latter
represent cash which will be available for risk at a
defined point of time in the future. Receivables are
somewhat anomalous since some receivables may
involve firms whose future is not certain. Even
though a legal claim may exist, the fact that the
firm has no cash or anything else that can be turned
into cash may preclude the collection. This anomaly
is accounted for by subtracting a portion of the receivables based on historical collections and assuming that this part is not available for future risks.
When it is determined that the actual receipt of
cash will take place far in the future, the difference
between the actual cash and an equivalent legal
claim to cash in the future may be measured by the
i Howard Ross, Th e Elusive Art of Acc ounting, The R onald Press
Co., New York, N.Y., 1966, p 55.
s Yuji Ijiri, " A Defens e fo r Historic al C os t Ac co unting ' T h e A ccounting Sampler, McG raw -Hill Book Co ., Inc., New York, N.Y.,
1967,
p 127.
Y
It follo ws that if the s to ckholder is to b e mad e aware of the ris ks
he runs, the consolidation of balance sheets of widely disparate
comp anies would b e against his best interes ts, sinc e the cons olida.
tion hid es the very info rmatio n that the asset side is supposed to
give: the vario us ris ks to whic h his c as h money has b een p lac ed .
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interest rate. The asset is then decreased to the
present value of the claim to cash by the future
claim to interest.

Equity and Liability
One of the major difficulties in present day
accounting theory is that there is a derivative attribution of "value" to equity due to the attribution
of "value" to assets. Thus, one error leads to even
worse errors. This is especially true in manufacturing
firms where a partially finished part is usually worth
less than the raw material from which it is made
and specially designed machine tools are worth less
than nothing. Thus, the "book value" of a firm is
invariably disregarded in financial analysis when the
firm is successful, and found to be meaningless
when the firm is in the hands of the receivers. In
"venture accounting," equity becomes a very simple
measure. It is the cash that is presently at risk by
the owners. (The accountant cannot comment —
and should not comment —as to whether this risk
is a good one or not.) The cash -at -risk is divided
into two parts: the original risk is the first part and
that part of the profit in successful ventures which
the management wishes to leave in the firm for
further risk is the second part. The first part is
represented by capital stock plus paid -in surplus and
the second by retained earnings.
Since a given share of stock may have many different owners during the course of a firm's life,
these capital accounts are associated with the entities
risk rather than that of the present stockholders
who may have paid much more for each share.
Only the cash received by the company from the
sale of a given share of stock is accounted for in the
capital stock and paid -in capital account. The company's own stock bought and sold by the company
must be accounted for independently of the firm's
retained earnings, just as it now is in accordance
with present generally accepted accounting principles.
In present day accounting, both liabilities and
equity interests represent investments in the assets
of the company. In "venture accounting" both
would represent outside entities with cash -at -risk in
the firm. The liabilities, however, have legal recourse
to the collection of cash; the equity interests are
without such recourse. 'Thus, liabilities are legal
claims by others to cash from the firm; accounts
payable, notes payable, and bonds are examples.
Leases which represent legal claims by the owners
of property used in the business must also be accounted for as a liability until the specific venture
has come to fruition.

risk during this intervening period. We can therefore state that the end of a venture occurs when the
firm has obtained either cash or a legal claim to
cash. It is worthwhile to repeat here that when the
claim must be exercised far in the future, then only
the present value of the cash may be considered to
be the result of the venture. The difference between
the claim and its present value must be attributed
to future interest payments.10
In the modern firm, large numbers of ventures
come to fruition (or fail) in a given time period
and must be attributed to that period, because of
the continuing operation of the firm and the requirements of income tax collectors. Those ventures
which end in particular time periods must be identified and their results must be tallied by accountants. With the definition of revenue given here,
there should be little problem in determining the
end of a venture. However, the actual cash outlay
associated with each venture ending in the period
may have taken place over many years and may not
be easily determined.

Expenses

Revenue

The problem in accounting for expenses is to
determine which cash outlay must be associated
with which venture. The present method of expressing this most significant relationship is known as the
concept of matching revenue and expense. In venture accounting, the matching of revenue and
expense would be accomplished through allocation;
that is, each cash outlay must be allocated to one or
more ventures. These allocations must be at least in
part conventional.,' The problem, however, is to
determine the single set of conventions which produce a result that is fair to all parties having an
interest in the results — prospective sellers of stock
as well as prospective purchasers of stock, creditors
as well as debtors, management as well as stockholders, taxpayers as well as tax collectors. Each of
these groups is in a more or less adversary relationship to the others depending upon the time and
circumstance.
All allocations must be based on conventions, but
certain conventions produce fairer results than
others. Since many of the interested parties will
tend to extrapolate profits to future periods, it
should be evident that any convention which produces a varying result in what is obviously a stable
situation is a poor convention. Similarly, during
times of change when the future cannot be clearly
seen, any convention which produces wildly swinging results in a situation between two stable operating points must be less fair to the readers of financial
statements than a convention which produces non varying changes.

The object of a venture is to produce cash. In
the real world, however, very often a period —often
a long period — exists between a legal claim to cash
(accounts or notes receivable) and the receipt of
the cash itself. In most cases the legal claim to cash
is so strong that the risk involved in collecting this
cash is minimal. For this reason it is improper to
maintain that the original cash outlays are still at

rs This d efinitio n of revenue would have eliminated the inflated and
faked income of franchisers who were subjec t to legal claims to
servic es from their franchisees. It wo uld also eliminate the dep redations of the land d evelo pers who often had legal claim only to
lizards, c actus , and dirt when they b ooked their huge p rofits . S ee
Abraham J. Brilo ff Unaccountable Accounting, Harper and Ro w,
New York, N.Y., 1672.
tt This idea has been expressed by most writers on accounting
theo ry. F or examp le we: Arthur L. Thomas , The Allocation Problem, Studies in Accounting Res earch No. 3, AAA, 1969, p: xii+
R. J. Chambers " T he Foundations of Financial Accountmg,'
The Accounting Sampler, Op. Cit., p. 163.
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"... the end
of a venture
occurs when
the firm has
obtained
either cash or
a legal claim
to cash."
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THE FIRST LAW

In order to establish an optimum set of conventions, a theoretical construct will be established
called the "stable firm." The stable firm is defined
as a firm in which the same ventures are repeated

Exhibit 1
ANALYSIS OF DEPRECIATION
Period

1

Sales

1.0

With sum -of -years digit depreciation
6
2
3
4
5
1_0

1.0

1.0

1_0

1.0

7
1.0

Cost of sales
(Less depreciation)
Depreciation
Earnings

.8
.15
05

Purchase of equipment

.3

Period

1

2

Sales

1.0

1_0

1.0

1.0

1_0

1.0

1.0

Cost of sales
(Less depreciation)
Depreciation
Earnings

.8
.1
1

.8
.1
1

.8
.1
1

.8
.1
1

.8
.1
1

.8
.1
1

.8
.1
1

Purchase of equipment

.3

.8
.1
.1

.8
.05
.15

.8
.15
.05

.8
.1
.1

.8
.05
.15
-

.3
-

-

-

.3

.8
.15
.05

With straight -line depreciation
3
4
6
5

-

-

-

.3

-

.3

7

Assume:
Sales of $1.0 million per period,
Cost of sales less depreciation of .8 million, and
Plant purchased every 3 years for $3 million.

1

2

Sales
Cost of sales
Earnings

1.2
1_0
.2

1.2
1.0
.2

Purchases of inventory

2.0

Period

1.2

2.0

1.2
-

1.2
2.0
(8 )

1.2

2.0

1.2
1.0
.2

1.2
1.0
.2

1.2
1.0
.2

1.2
1.0
.2

2.0
-

2.0

With LIFO
4
5

1

2

3

Sales
Cost of sales
Earnings

5.0
4.0
1.0

5.0
4.0
1.0

5.0
4.0
1.0

5.0
4.5*
.5

Beginning inventory

3.0

3.0

3.0

Purchases of inventory

4.0

4.0

4.0

1.2
2.0
(.8)
2.0

With proportional allocation
3
4
5
6

-

Period

1.2

-

2.0

1.2

1.2
2.0
(.8)

7
1.2
1.0
.2
2.0

6

7

5.0
4.0
1.0

5.0
4.0
1.0

5.0
4.0
1.0

3.0

1.5

1.5

1.5

3.0

4.0

4.0

4.0

Assume that base inventory was purchased for $3 per unit, current inventory at
$4 per unit with sales of one million units per year at $5 per unit. At the fourth
period, management decides to decrease inventory by 500,000 units.
* 750,000 units at $4 per unit = $3,000,000
500,000 units at $3 per unit =
1,500,000
Cost of sales
= $4,500,000
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THE SECOND LAW

The second theoretical construct is the stable
firm that undergoes a single externally produced
step change in one of its operating parameters so
that a new stable situation results. For example, in
the stable company described above, if prices should
increase so that the same goods can be sold with an
increase in revenue to $9,000,000 (all other variables
remaining the same), this would represent a step
change from one stable operating condition to
another. Other possible changes are an increase in
inventory outlays, a step change in sales expense, or
a change in purchases so that the inventory level
would decrease (with all other variables remaining
the same in each case).
Accordingly, the "second law" of allocation would
require the following:

7

-

Purchases of inventory

1.2

-

1.2
2.0
(.8)

-

Sales
Cost of sales
Earnings

-

1

-

Period

Only those conventions are acceptable which
allow a stable firm to produce the same profit
each year when the allocations of expense are
made in accordance with the convention.

Only those conventions are acceptable which
allow a stable firm undergoing a step change
in a single variable to produce a non - oscillating
change in profits when the allocations are
made in accordance with the convention.

Exhibit 2
ANALYSIS OF INVENTORY
With allocation of total cash outlay
to first unit purchased
2
3
4
5
6

over and over through the various time periods, producing the same revenue in each time period. For
example, a stable firm might purchase a $1,000,000
plant every 20 years, $100,000 worth of production
machinery every five years, and $ 5,000,000 of
inventory each year; all of which will produce
$8,000,000 of revenue every year.
Thus, the "first law" for determining allocation
conventions would be the following:

The word "non - oscillating" implies that only
systems of allocations that do not produce an
oscillating series of earnings statements for a step
change are acceptable. For example, if the earnings
under the initial stable operating condition are
$1,000,000 and under the final condition are
$1,500,000; then during the periods in between
when the profit is varying, no periods will report a
profit under $1,000,000 nor over $1,500,000 and no
profit will be lower than the profit in the preceding
period. Similarly, if the profit was $1,000,000 and
then settles down to $800,000 after the change, all
profits in the intervening period will be between
$1,000,000 and $800,000 and none will be higher
than in a preceding period.
THE LIMITS OF ACCEPTABLE ALLOCATION
CONVENTIONS

These rather stringent conditions set very close
limits upon acceptable allocation conventions. For
example, the first law requires straight -line depreciation to be used unless it can be shown that increased
costs are associated with certain periods, then the
sum of the depreciation and these costs must be a
constant. This is shown in Exhibit 1, where sum -ofMANAGEMENT ACCOUNTING /FEBRUARY 1975

years digits depreciation is compared with straight line depreciation. Only a straight -line allocation
produces constant earnings in this stable firm. The
first law also requires that inventories be associated
with specific sales and that the cash outlay for any
individual unit of inventory shall be associated with
its proportionate share of all the units involved.
This is shown in Exhibit 2 where proportional allocation is shown to produce constant earnings,
whereas anv other allocation would produce variable
earnings. Also, the second law disallows LIFO as an
acceptable method for evaluating inventory. A sudden change in inventory level would result in a
sudden change in the earnings level.
The application of these laws also results in the
elimination of "full absorption" and "direct" costing as acceptable practices. Only the absorption of
direct costs and all variable overheads will eliminate
profit oscillations with step changes in inventory
level, Similarly, all other cash outlays which cannot
be clearly shown as variable with level of business
must be expensed in the period.
In the real world oscillations can occur when the
length of time between the beginning and end of a
specific venture is longer than one period, or the
firm has fewer ventures than time periods. When
this is the case two alternatives exist. If the firm can
divide its ventures into parts, and get paid for each
part without recourse, then normal accounting is
indicated. If not, then only old- fashioned venture
accounting should be allowed by the generally accepted accounting principles. Any other accounting
basis such as accounting by percentage of completion is not acceptable. Cash -at -risk must be accounted for as such.
Earnings
Every cash outlay is part of one or more ventures,
some of which are successful, some are failures, but
to the accountant, all are equivalent when computing earnings. These earnings are the difference
between the revenue received in a period and the
cash outlays associated with the ventures producing
the revenue. Since every venture undertaken by a
firm is not successful, large numbers of cash investments must be written off: fashion changes and
consumer products purchased for sale must be sold
at a fraction of cost; plants which were built in the
hope of producing specific products and found to be
no longer economical must be sold at a fraction of
the original price; or engineering developments and
marketing plans upon which millions of dollars have
been spent results in no sale. For this reason,
ventures that result in loss as well as those that
result in profit must be recognized. Thus, in a given
period the accountant must recognize both gains
and losses as part of the operation of any firm. This
is very much in line with the modern concept of
the clean surplus in which all losses (with a few
minor exceptions) must pass through the earnings
statement.1 2

Accounting Statements
Under this system of accounting we would no
longer discuss assets as "values" but rather as "cash still-at- risk." A position statement of a typical company would then appear as shown in Exhibit 3.
What are now called assets would be defined as
"cash -at- risk;" what are now called liabilities and
equity would be defined as "cash- risked -by- whom."
The statement of earnings of completed ventures
is shown in Exhibit 4. In both cases the new definiContinued on page 45

Exhibit 3
POSITION STATEMENT
Assets (cash at risk)
Quick assets (cash available for risk within one year)
Accounts receivable
Less: reserve for doubtful accounts
Notes receivable
Cash
Total quick assets

$110
10

$300

Other current assets (cash at risk in ventures
to be completed within one year)
Marketable securities at market
Inventory
Prepayments
Total current assets
Long term assets (cash at risk in ventures
which will not be complete within one year)
Land
Factory buildings
Reserve for depreciation
Less: (amount charged to finished ventures or
ventures to be finished within one year)
Machinery and equipment
Reserve for depreciation
Less: (amount charged to finished ventures)
Stock in sales company
Goodwill
Less: amortization (amount charged to previous
ventures)
Total long -term assets
Total assets
Liabilities and equity (cash risked by whom)
Current liabilities (cash risked by those with
legal claims to cash within one year)
Accounts payable (by trade creditors)
Notes payable (by banks)
Federal income tax (by federal government)
Prepayments (by customers)
Current portion of bonds (by bond holders)
Total current liabilities
Long term liabilities (cash risked by those
with legal claims beyond one year)
Mortgage bonds (by bond holders)
Total liabilities
Stockholders' equity (cash risked by
stockholders without legal recourse)
In payment for capital stock
In payment for capital In excess of par value
Retained earnings (earnings of previous
ventures retained by the company for future risk)
Total stockholders' equity
Total liabilities and equity

$100
100
100

$100
500
100
700

$200
$500
300

200

$400
200
$400
200

200
200
200
1,000
$2,000

$100
200
100
100
100
$600

400
$1,000

$200
300
500
1,000
$2,000

ut Reporting the Results of Operations, APB Opinion No. 9, AICPA,
New York, N.Y., 1967, p. 114.
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PEOPLE PROBLEMS
AND HUMAN SOLUTIONS
Traditional management practice is a source of pessimism. In
rejecting this, behavioral science advocates an approach where
individuals can give of themselves —not give themselves up.

By James B. Edwards
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Every organization has people problems. Some organizations try to pretend that such problems do
not exist and others try to solve their problems
as if people did not exist. Wiser organizations put
the techniques of behavioral science to work for
them to find practical solutions. They realize that
behavioral science knowledge can work to narrow
the gap between their potential and their actual
performance.
In general, the people problem is common to
everyone: even the management accountant. The
management accountant is faced with this problem
in at least two situations. First, lie may suffer from
problems caused by other people, and second, he
may often suffer the consequences of problems
which are attributable to himself.,
It is Time to be Concerned
The present level of productivity among the
approximately forty million workers in United States
service industries is estimated by some authorities
to be only about fifty percent of the potential
available from existing human skills, initiative, and
energy.= If onlyy a portion of the unfulfilled potential
could be recovered, the effect on earnings would
be significant.
According to Chris Argyris, a leading behavioral
scientist, there are several forces at work that are
causing many organizations to malfunction flagrantly.3 Traditionally designed organizations have
tended to ignore the individual's potential for competence, responsibility, constructive intent, and
productivity. At the lower levels, these structures
alienate and frustrate employees leading some to
reject responsible behavior, not only with a sense
of impunity but with a feeling that they have acted
within their (injured) rights. They fight back by
lowering the quality of what they produce; according to Argyris, a tangible expression of the low
quality of life within organizations.

At the management levels, traditional structures
create environments that lack trust, openness, and
innovation. According to Argyris, the attitudes that
flourish best in such environments are conformity
and defensiveness. Perhaps these attitudes have
caused many management accountants to produce
detailed information for the unimportant problems,
and invalid data for the important ones. This tendency promotes poor planning, inadequate problem
solving, ineffective decision- making, and weak commitment to adopted objectives.
Traditional management practice is a source
of pessimism. In rejecting this, behavioral science
advocates an approach where individuals can give
of themselves —not give themselves up. Organizations can be made more humane and, at the same
time, more effective. This does not mean that there
will be no basic conflicts between the individual and
the organization. These will always exist to some
degree. Heightened competence in interpersonal relations and increased group effectiveness can change
the view of the participants from one of conflicts
to one of challenges. Instead of being stymied and
frustrated, participants must possess the necessary
motivations to seek improvements in every aspect
of life — including their vocations.
Better ways are needed to enlist the energies
of employees so that each one works for the success
of the organization and does not merely aim to do
as little as necessary to hold his job. A better system
of management is needed; one that wi11 help
establish a climate in which performance of all members of the organization is high; where all members
in the organization respect and trust each other;
and where the survival and growth of the organization is identified with the personal interests of the
members.
i The rec ognitio n of the imp ortance o f b ehavioral s c ienc e kno w]ed ge to the management ac co untant is evidenced by its inclusion
in
Tart T wo of the CMA Examinatio n.
T
Alfred J. Marro w, " A Briefing, " The Failure of Success, American Management As sociatio n, New York, N.Y., 1972.
3
cess,
Chris1bid.
Argy ris, " A F ew W ord s in Ad vanc e, " T h e Failure of SucMANAGEMENT ACCOUNTING /FEBRUARY 1975

Behavioral Tools
What methods, techniques, or "tools" are available for dealing with human problems? Unfortunately, no universal approach exists that can be
used under all circumstances, or with all individuals.
Different needs can operate simultaneously, while
some may be in conflict with others. An examination into some of the human drives or desires can,
however, be useful in understanding human behavior.
ACTUATION AND MOTIVATION

lower -to- higher -order needs., Physical needs such as
food, clothing, and shelter are the lowest and most
basic, followed in ascending order by security, social,
egoistic, and self- actualization needs. In Maslow's
hierarchy, a higher (less basic) need does not provide motivation unless all lower (more basic) needs
are satisfied. Once a lower -level need is satisfied,
however, it no longer motivates. When the primary
needs are adequately met, and only then, are people
able to concern themselves with individual identity,
self - esteem, self- respect, and psychological growth.
If people are to remain emotionally healthy, they
must be able to ascend through their hierarchy of
needs. For most people, such growth must occur
through their work, along with their non -work environment. If individuals are continuing to struggle
with their primary needs, or "unhappy factors,"
accounting has small chance of actuating these individuals to any successful level of satisfaction.

"What impels
a person to
act is largely
dependent
upon what
need or needs
are
unsatisfied."

Two of the more important behavioral tools are
"actuating" and "motivating." Actuating supplies
the stimulative power for moving into action. It
consists of those activities taken to start and continue actions. Actuating involves determining and
satisfying the human wants of individuals. To some
extent, motivating and actuating are similar. Motivating, however, connotes a greater sense or feeling
of force from within the human being. It has emo- ACCOMPLISHMENT
Still another contribution is found in the work
tional and some irrational connotations; while actuof
Douglas McGregor. McGregor conceptualized
ating, though motivational by nature, implies more
his ideas as Theory X and Theory Y.6 The main
formal and rational connotations.
Frederick Herzberg suggests that motivation proposition of Theory X is that by nature most
stems from two factors: things that make people un- people do not like to work. They must be pressured
happy and things that make them happy. His theory into work and would rather be told what to do than
has two sets of conditions: one set called "hygiene think for themselves. By contrast, Theory Y profactors," the other called "motivators. "' The hy- poses that most people are neutral about work. That
is, whether they like it or not depends on their exgiene factors relate to the physical and psychological
surroundings in which people work, including work- periences with it. Under the right circumstances
ing conditions, supervision, benefit plans, and fi- people do not avoid responsibility—they seek it.
nancial compensation — things that can make peo- Pressure is not always needed in order to get people
ple unhappy. The motivators include responsibility, to work.
Perhaps McGregor's theories focus on some areas
advancement, recognition, variety, and growth —
that
the management accountant should consider.
things that can make people happy.
McGregor identified his ideas as Theories X and Y
Herzberg concludes that if a person's job does
not possess motivating elements then that person in order to contrast the assumptions about human
nature that underlie the authoritarian and participacannot be motivated. Motivation is self - generating,
self- controlling, and self - rewarding —it is an in- tive systems of management. Theory X managers
ternalized force. Even though external force may assume that workers have tacitly agreed to accept a
exert influence, motivation is not subject to ex- system of controls in return for wages, and that conternal control as traditional management and organi- trols are essential to keep workers up to standard
and to prevent chaos. Theory Y holds, conversely,
zational practices would have it.
According to Herzberg, the key is in providing that when properly motivated, people are more cothe individual with work he realizes is worthwhile. operative and effective without controls. Freed from
What impels a person to act is largely dependent the annoyance of overvigilant watchdogs, they can
upon what need or needs are unsatisfied. Thus, devote their energies to the task at hand, and usually
produce more. Self- discipline accomplishes more
motivation is a dynamic phenomenon. The work
and at less cost. McGregor concludes that "most
environment should be stimulating, healthy, and
adults behave as adults when given the chance."
supportive (i.e., providing for the elimination of
things which snake people unhappy — "hygiene fac- Humanization of Accounting
tors" —and the promotion of things which make
Many accountants are aware of the failure of the
people happy — "motivational factors "). Accounting
accounting function to meet the needs of the users
must be managed in such a way that it does not
of accounting's products. The literature of the past
impede human progress. Rather, it should be used
decade and much personal experience are transto enhance human progress.
mitting the message loud and clear: "We do not
get what we need!"
SATISFACTION

The general conclusion seems to be that motivation (and hence behavior) is triggered by unsatisfied needs. Abraham Maslow asserted that needs
are hierarchically arranged in order of strength from
MANAGEMENT ACCOUNTING /FEBRUARY 1975

4 Frederick Herzberg Bernard Mausner , and Barb ara B. S n yder man, Work a nd the ' Nature of Ma n, World Publishing Co ., Cleveland, Ohio, 1968.
e

Abr ah am Masl ow Moti vat ion and Personality, H ar pe r
N e w Yo r k N . Y. , 1 54.

Pubis .,
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"Lack of
sensitivity to
accuracy tends
to produce a
lack of
confidence in
accounting's
products."

The information generated by management ac- to oversee certain spheres of responsibility. This is
counting systems is supposed to exert influence lead- generally done in order to maximize efficiency and
ing to improved performance. Information should effectiveness.
supply stimulative power to start and continue acIn order to monitor performance in these spheres
tions in order that goals be achieved. That is, it of responsibility, a responsibility accounting system
should be actuating. The accounting system should is usually designed to reflect these organizational
produce information that leads toward correct de- structures. Of course, the motivational impact is
cisions regarding selection among alternative courses fragile. A careful balance must, however, be estabof action, and evaluation of performance.
lished between the delineation of responsibility, and
According to Charles Horngren, and many other too rigid a separation of responsibility. If responsileading management accounting authors, three basic bility is not established unequivocally, there is a
objectives' of good management accounting systems Fervasive tendency for buck - passing, which results in
stand foremost:
no responsibility—or no management at all. On the
other side, strict responsibility tends to cause managers to concentrate on their own spheres to the alTHE SYSTEM SHOULD GUIDE MANAGEMENT
It should provide relevant, accurate, timely, and most full exclusion of all others. Overall cooperation
cost - efficient information to help management ac- may lose out to intraorganizational competition.
The attainment of a favorable motivational imquire and use resources. In addition, the system
should be flexible in order to be responsive to chang- pact is a crucial objective for management accounting needs. Relevance infers usefulness. Unless the ing systems. It may easily become dysfunctional,
data is constructively used, it is irrelevant. Of course, however, since the zone of effective proportional
where the information provided is important but balance is very narrow, and may vary with human
is not used, the accountant has a people problem, response.
and must find some way to communicate.
Accuracy is essentially a problem of motivation. Requisites for Improvement
Certain specific conditions must be present in
Lack of sensitivity to accuracy tends to produce a
lack of confidence in accounting's products. One order for an individual to improve his performance.
inaccurate report may even generate contempt for He must:
the entire system. As to timing, the best information is of no avail when it arrives too late to precede 1. Know what aspect of his performance is not up
action. It takes very little thinking for any cost to par;
conscious accountant to observe that when the cost 2. Know precisely what corrective actions on his
part are needed to improve his performance;
of providing information exceeds the value of such
information, then the accountant's contribution is 3. Have the ability to take corrective actions;
negative. And in today's world of rapid change, 4. Perceive that it is in his own best interest to
undertake the corrective actions. (He must have
systems can very quickly lose their usefulness when
some incentive to improve.)
they are not easily adaptable to serving new needs.
THE SYSTEM SHOULD PROVIDE TOTAL EMPHASIS

Goals and subgoals must be specified to encourage behavior that blends with overall organizational
goals. All major goals and their interrelationships
are considered insofar as possible when actions are
taken. Since most subgoals are interdependent the
aim is to bring all goals into congruence —thus
harmonizing multiple goals through direction and
balance. Fixation on any subgoal often causes dysfunctional behavior. When one goal is overemphasized, failure to attain other goals may result. On
the other hand, overemphasis on multiple goals can
lead to diffusion of effort and frustration of efficiency and effectiveness. We refer to this objective,
simply, as "goal congruence."
THE SYSTEM SHOULD STRENGTHEN MOTIVATION

The design of a system is inseparable from the
design of an organizational structure. In fact, they
are interdependent. Most organizations, as they grow
and mature, at some point divide processes and
stipulate a hierarchy of managers who are expected
Charles T. Horngren, Accounting for Management Control 2nd
edition, Prentice -Hall, Inc., Englewood Cliffs, N.J., 1970, chap.
12.
s Carl Devine, Encyclopedia Britannica, Vol. I, p. 78.
T
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Some management accountants have, perhaps,
never come to understand what accounting really
is. Accounting has been characterized by one writer
as "a broad term that denotes certain theories, behavioral assumptions, measurement rules, and procedures for collecting and repotting useful information
concerning the activities and objectives of an organization." 8 It therefore would appear to be a well accepted proposition that quantitative expressions
of the activities and objectives of an organization
influence the behavior of employees and managers —
a proposition requiring a comprehensive understanding.
Conclusion
We have seen that an organization will function
at its best only if it serves the needs of both those
it works for and those who work for it. The organization should therefore seek to provide more satisfaction to employees by enlarging jobs, enriching
job content, and giving employees more prerogatives
for participation in their work. The management
accountant, too, in performing his function —supplying information— should, similarly, consider not
only the quantitative aspects of his work, but also
the "human side" of his organization.
MANAGEMENT ACCOUNTING /FEBRUARY 1975

A BEHAVIORAL
APPROACH TO
PARTICIPATIVE
BUDGETING
It is probably safe to say that many companies do not, in fact,
know what managerial behavior is brought about by their use of
budgeting. As part of our research we developed a way of
measuring this behavior.
By Robert J. Swieringa
The participation of managers in the decisions by
which operating budgets are established to measure
and evaluate their performance has long been a controversial issue in the budgeting and management
accounting literature. Early models of the budget
or target setting process were essentially autocratic
in nature. A company's top management was viewed
as having the responsibility for setting operating
budgets, issuing these budgets to operating managers and then holding these managers accountable
for performance in accordance with these imposed
budgets.
Over the years several individuals, including
Argyris (1952j, Becker and Green (1962), Wallace
(1966) and llofstede (1967), have called for the
application of participative management techniques
to budgeting. Pointing to evidence of operating
manager resistance, hostility and lack of involvement under early models, these individuals have
argued that managers who are responsible for performance under an operating budget should be
allowed to participate in the decisions by which that
budget is established. The two major advantages
associated with this participation are (1) that it
may help to provide operating managers with a
sense of challenge and a sense of responsibility and
(2) that it may increase the probability that the
goals of the budget will be internalized by the managers involved —that is, that thev will accept these
goals as their own (Caplan, 1971).
Participative budgeting is not an all or nothing
proposition. Alternative amounts and forms of parMANAGEMENT ACCOUNTING /FEBRUARY 1975

ticipation exist, and in designing and redesigning
budgeting systems, management accountants and
others are often faced with the problem of choosing
from among these alternatives. In making these
choices, it would be naive for these individuals to
think that more participation is always to be pre ferrcd to less, or vice versa. Rather, the choice of
how much participation is appropriate for a given
budgeting situation should be made on the basis of
an evaluation of the consequences associated with
each alternative.
Empirical evidence suggests that the consequences associated with alternative amounts and
forms of participation are likely to vary from one
situation to another., It appears that while increased
participation by operating managers in the budget
setting process may be beneficial in sonic situations,
it inav, in fact, be detrimental in other situations.
The reason for this variation appears to lie in the
context within which participative budgeting is used
— namely, within an organizational setting. Various
features of this setting are likely to affect the effectiveness of participative budgeting. This setting is
complex and the interrelationships and interdependencies among organization members are both potent and subtle. The personalities of these members
must be considered, as must the pattern of social
relations and the processes of communication and
social influence.
Given that the consequences of participative bud-
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This evidence is summarized in Becker and Green (1962). Stedry
(1964), llofstede (1967), Caplan (1971) and Schiff and Lewin
1974), In addition, Vroom (1969), Campbell et at. (1970) and
awler (1973) provide excellent summaries and discussions of
empirical evidence on the efficacy of participation in decision
making. See Bibliography at the end of the article.
t
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"Budgeting is
usually viewed
as a basic
financial
planning and
control
procedure . . . "

geting are likely to vary from one situation to another, it is critical that we begin to identify and
define the situations and circumstances under which
different amounts and forms of participation are
likely to be effective. To do this will, of course, require systematic study of a wide assortment of variables over a variety of situations so that we can
state with confidence which variables are likely to
affect the effectiveness of participative budgeting.
In this article we will describe a behavioral approach to participative budgeting. This approach
evolved out of research with Robert Moncur on the
effects of participative budgeting on managerial behavior.2 This research included the development of
a theoretical model that indicated some key variables and relationships among them that may be
important in linking a company's use of participative budgeting with the behavior of its managers
and ultimately with some effects that may be associated with that behavior. This research also included an empirical study that was designed to obtain measures of some of the variables contained in
the model and to determine what gross relationships
may exist among them.
The primary focus of this article will be on describing a company's use of participative budgeting
in behavioral terms. We will propose "managers'
budget - oriented behavior" as a key concept for doing this and will argue that from this concept stems
a new view of budgeting, a fuller appreciation of its
inherent structure and a broader conception of its
role and likely effects.
Managers' Budget- Oriented Behavior
Budgeting is usually viewed as a basic financial
planning and control procedure which encompasses
the preparation and adoption of a detailed operating
plan, the comparison of the actual results of operations with those set forth in the plan and an analysis
and evaluation of the reasons for deviations from
the plan. The objective of this procedure is to successfully influence managerial behavior —how managers plan, coordinate and control the activities of
the company. Yet, there have been few, if any, attempts to describe how budgeting actually influences this behavior. Most budgeting and management accounting textbooks describe budgeting in
terms of a relatively well defined set of technical
methods and procedures. In addition, many companies refer to these methods and procedures in
describing their use of budgeting in procedure manuals, position and job descriptions, flow charts,
memoranda and so forth. But how do these methods
and procedures influence managerial behavior?
What is the mechanism through which or by which
these methods and procedures influence this behavior?
ACTIONS AND INTERACTIONS

A natural and practical way to describe how these
methods and procedures may influence managerial
behavior is to focus on the set of potential behaviors
of company management personnel that are brought
about by a company's use of budgeting. Many ac36

tions and interactions which occur as part of a
manager's normal routine can be associated primarily, if not solely, with a company's use of budgeting. For example, a department manager may
spend considerable time with his superiors, his subordinates and his fellow department managers in
formulating and preparing the operating budgets
for his department. In addition, he may work
closely with accounting and budgeting personnel
so that those factors and problems he would like
to have considered in his operating budget receive
special treatment. In administering the budget and
using it to monitor and evaluate his department's
performance, he may receive inquiries from his superiors and others about the department's performance, he may make personal investigations of
variances in the department and he may work
closely with subordinates and others in taking corrective action.
MANAGERS' ORIENTED BUDGET

The term "managers' budget - oriented behavior"
is used to refer to those actions and interactions
which presumably are precipitated by a company's
use of budgeting. Each manager can be viewed as
occupying a different position in a company and as
performing the activities and as engaging in the
relationships associated with that position. A company's use of budgeting can then be viewed as, in
effect, superimposing a set of potential budget oriented behaviors on its management positions,
and these behaviors are reflected in the content of
some of the activities and relationships associated
with these positions.
However, it is important at this point to distinguish between those behaviors associated with a
particular position and those behaviors actually
performed by the manager who occupies that position. This is important because the actual budgetoriented behaviors of a manager who occupies a
given position is likely to be a complex outcome of
a definitional process between this manager and the
managers who occupy other, related positions. These
other managers, including the manager's superiors,
peers, subordinates and others, have expectations
about what the manager should or should not do,
thev observe and evaluate his actual performance
and exert pressure on him to influence him so that
his actual performance will be congruent with their
expectations. The manager experiences this pressure
and acts or responds, showing some combination of
compliance and noncompliance with the expectations of these other managers. The other managers
again observe and evaluate the manager's performance, and the extent to which his performance
conforms to the expectations they hold for him at
one point in time will affect the state of those expectations at the next moment.
Several practical implications follow from the
concept of managers' budget - oriented behavior. The
first concerns the basic defining characteristics of
budgeting. This concept suggests that rather than
s T he res ults o f o ur res earc h are rep o rted in a mono graph pub.
lished recently by the National Association of Accountants.
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view budgeting as a formal procedure and focus on
the methods and procedures used to implement
this procedure, we should view budgeting as a behavioral process and focus on the actions and interactions of managers that are brought about by
this process. In short, a company's use of budgeting
results in and is reflected in a pattern of managerial
behavior that would not otherwise have occurred,
and it is in terms of this behavior that its use of
budgeting should be described.
MEASURING THE BEHAVIOR

It is probably safe to say that many companies
do not, in fact, know what managerial behavior is
brought about by their use of budgeting. As part
of our research we developed a way of measuring
this behavior. We developed a set of forty -four
questionnaire items that were representative of a
broad range of actions, interactions and events that
may be brought about by a company's use of budgeting. We then used these items to obtain descriptive measures of the extent to which managers
actually perform this behavior as well as normative
measures of the extent to which they think they
should perform this behavior from 137 managers in
four companies.
Our analysis of these measures led us to posit the
existence of several summary dimensions of this
behavior. For example, our analysis of the descriptive measures indicated the extent to which managers tend to use the budget as an evaluative device, to perform various required activities because
of budget variances, to engage in budget- related
interactions with their superiors, subordinates and
others, to be personally involved in budgeting and
so forth. Similarly, our analysis of the normative
measures indicated the extent to which managers
think they should perform various required activities because of budget variances, use the budget to
evaluate their subordinates, take an influential role
in budgeting and so forth. These summary dimensions provided us with considerable insight into the
nature of this behavior. They provided us with an
economical vet reasonably complete description of
this behavior, they provided us with new, fundamental and meaningful ways of describing this behavior and they revealed the extent to which this
behavior was very diverse and diffuse.
GAINING INSIGHTS THROUGH BUDGETING

On the basis of our research, we believe that we
are justified in emphasizing to management accountants and others the importance of focusing
on this behavior and the desirability of obtaining
data about this behavior. If companies used the
method we developed to collect data about the
budget- oriented behavior of their managers, it could
be a very interesting and revealing experience. For
example, if an analysis of these data indicated that
there were relatively few inconsistencies and discrepancies between how managers use budgeting
and how the company expects them to use budgeting, this would provide some evidence that the
MANAGEMENT ACCOUNTING /FEBRUARY 1975

company's policies are being implemented effectively. However, if this analysis indicated that considerable discrepancies exist between how they use
budgeting and how they are expected to use it,
this might suggest that the company should consider whether its current policies and expectations
are appropriate but are not being implemented
effectively or whether they are in need of reformulation. Thus, obtaining systematic information
about managers' budget - oriented behavior may constitute an essential step in gaining some insight into
the effectiveness of a company's use of budgeting.
THE ROLE OF DOCUMENTS

". . .

many
companies do
not, in fact,
know what
managerial
behavior is
brought about
by their use of
budgeting."

A second implication concerns the role of the
formal documents of budgeting as a way of communicating a company's expectations about managers' budget- oriented behavior. A company's budget and procedure manuals, job descriptions,
organization charts, flow charts, budget memoranda
and so forth are usually prepared for the purpose of
documenting its use of budgeting. However, these
documents also represent repositories of the company's expectations about the budget- oriented behavior of its managers; they describe in a shorthand
way the budget- oriented activities and relationships
managers are expected to perform and engage in.
One way that companies may be able to improve
the overall effectiveness of their use of budgeting
may be to simply focus greater attention on the
use of these documents to communicate their expectations about managers' budget- oriented behavior. The more information that both operating
managers and the company's top management have
about each other's expectations the better, since
this information may help reduce any ambiguities
that may be involved in evaluating the extent to
which managers' performance meets these expectations.
CONNECTING BONDS

A third implication concerns the importance of
determining to which other positions a manager is
connected and what the nature of the connecting
bonds is. Because other managers have expectations
about a given manager's budget - oriented behavior,
it is almost impossible to fully understand, describe
or predict the manager's behavior without determining which other managers are attempting to influence him and without determining why and to
what extent they are attempting to do so. Thus, in
any process of evaluating a manager's budget -oriented behavior, the expectations of these other
managers must also be considered.
EXPECTATIONS OF OTHER MANAGERS

Finally, a fourth implication concerns the importance of recognizing that in order to change a
manager's budget- oriented behavior, it may be
necessary to bring about complementary changes
on the part of all the other managers to whom the
manager is connected. As discussed above, the budget- oriented behavior of a manager is of direct con37

"Companies
can differ
dramatically
in both the
amount and
form of
participation
they afford
their operating
managers . . . "
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cern to other managers and is substantially determined by their behavior toward him. Any change
in the manager's behavior will not only require
complementary changes on their part, but also their
acceptance and reinforcement of this change. Thus,
the expectations of these other managers must also
be taken into account in any process of attempting
to change a manager's budget - oriented behavior.

Participative Budgeting
Companies can differ dramatically in both the
amount and form of participation and influence
they afford their operating managers in the budget
setting process. Near the low end of the participation scale are the so- called autocratic methods in
which the top management of a company sets operating budgets by itself, using information generally
available to it at that time. Next, there are methods
in which top management affords operating managers some limited participation in budget setting.
For example, even though it maintains ultimate
budget setting responsibility, top management may
obtain information from operating managers, solicit
their ideas and suggestions and/or even ask them to
generate and evaluate alternatives in the process of
setting operating budgets. Top management may,
of course, vary the extent to which it obtains these
inputs from these managers, and it may also vary
the extent to which it allows these inputs to influence the budgets it sets. Finally, near the high end
of the participation scale are the so- called group
decision methods in which top management shares
budget setting responsibility with operating managers; that is, they generate and evaluate alternatives together, and attempt to reach agreement and
consensus on the budgets set.
Differences in how companies use participative
budgeting are likely to be reflected in the content
of the expectations other managers in a company
hold for a given manager's budget - oriented behavior.
Yet, to what extent are these differences likely to be
reflected in differences in managers' budget- oriented
behavior? To address this question we obtained our
sample of 137 managers from four production companies that differed in their use of participative
budgeting, and in our analysis we tried to determine the extent to which these differences were
important for explaining differences in our measures
of this behavior.
The results of this analysis revealed that the
structural properties of a company's use of participative budgeting and of the organizational context
within which it is used were the most important
predictors of the extent to which managers tend to
engage in various budget - related coping behaviors,
to be personally involved in budgeting, to be shown
comparisons of actual and budgeted performance
and to experience intensive time demands from
budgeting. These results also revealed that these
variables were the most important predictors of
managers' attitudes about the extent to which they
think they should perform certain budget - related
activities, work with their superiors and others,
suggest changes or improvements in budgeting, be

expressive about budgeting and have positive attitudes about the usefulness of budgeting.
The structural properties of a company's use of
budgeting in general and of its use of participative
budgeting in particular have received very little
consideration in the budgeting and management
accounting literature. The human relations empha.
sis of the past twenty years has tended to emphasize
the importance of personality and attitudinal variables and to de -emphasize the importance of structural and contextual variables. However, the results
of our analysis suggest that these structural variables
may be important for explaining differences in managers' budget- oriented behavior, especially those
measures which are descriptive of the performance
of specific activities and interactions.

Mediating Variables
Participative budgeting is used, and managers'
budget - oriented behavior occurs, in a broader context. In order to understand more fully the relation.
ship between participative budgeting and this behavior, we must extend our analysis to include three
additional sets of variables which, taken in combin.
ation, represent this broader context. These additional sets of variables include the more enduring
states or characteristics of the organization, of the
individual members of the organization and of the
interpersonal relationships between them. These
variables are termed "mediating variables" because
they are likely to mediate the relationship between
participative budgeting and managers' budget -oriented behavior.
Sixteen mediating variables were included in our
study so that we could determine the extent to
which they might be important for explaining differences in managers' budget- oriented behavior. These
variables included the organizational variable of
management level; four demographic variables relating to age, experience and time spent on budgeting; three attitudinal variables relating to leadership
style, machiavellianism and internal versus external
feelings of locus of control; and eight personality
variables relating to cautiousness, original thinking,
personal relations, vigor, ascendency, responsibility,
emotional stability and sociability.
The results of our analysis revealed that the personality variables of emotional stability and ascendency and the attitudinal variable of internal -external feelings of locus of control were the most
important predictors of the extent to which managers' methods of achieving their budgets tend to
be accepted by others and the extent to which man.
agers tend to be influential in the budgeting process, expressive about budgeting and have positive
attitudes about budgeting. In addition, these results revealed that the personality variables of emotional stability and cautiousness were the most
important predictors of managers' attitudes about
the extent to which they think they should work
with others in preparing their budgets, perform
various budget - oriented activities, have positive attitudes about the usefulness of budgeting and be in.
fluential in budgeting. However, our analysis sugMANAGEMENT ACCOUNTING /FEBRUARY 1975

When other managers are generally supportive of
a manager's present budget- oriented behavior, we
might expect that fact to be so perceived by the
manager and might expect that his response is
likely to be primarily one of satisfaction and confidence. However, when pressures from other managers are particularly strong and are directed toward
changes in a manager's budget - oriented behavior,
or when these pressures are contradictory with one
another, we might expect that a manager's experience may be fraught with conflict and ambiguity
and that it may evoke responses of tension, anger
or indecision.
To investigate the relationships between managers' budget - oriented behavior and managers'
attitudes about their positions, we used a set of
twenty attitudinal items that were designed to obtain measures of managers' job attitudes, their job related tension, satisfaction and ambiguity. The
results of our analysis of these relationships revealed that both positive and negative attitudinal
effects may be associated with this behavior. On the
positive side, it appears that managers who tend to
experience greater job - related self - actualization are
those who also experience greater involvement and
participation in budgeting. On the negative side,
it appears that managers who tend to experience
more job- related tension are those who also experience greater felt - pressure from budgeting, in part
because of increased participation.
The finding that both positive and negative effects may be associated with managers' budget oriented behavior is an important one. In designing
and redesigning budgeting systems, management
accountants and others are effectively attempting
to modify the behavior of some managers. However,
in doing so, these individuals should recognize that
there is no way to completely eliminate the negative
effects that may be associated with this behavior.
Job - related tension and ambiguity are seemingly
facts of organizational life. However, these individuals should be sensitive to the possibility that a
company's use of participative budgeting may require or bring about behavior that may increase or
decrease the amount of tension and ambiguity ex-
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"... the
behavioral
approach
presented
here can serve
a useful
function ..."

Conclusion
In this article we have identified managers' budget- oriented behavior as a potentially important
concept for linking a company's use of participative
budgeting with the behavior of its managers. We
have described this behavior, the process through
which it is defined and the context in which it
occurs. Research to date has focused on deriving
measures of this behavior, identifying some of the
variables that may be important for explaining differences in this behavior and identifying some of
the attitudinal effects that may be associated with
this behavior. Our knowledge of this behavior as
well as of the predictors and effects of this behavior
is still very fragmentary. However, even in its present form, the behavioral approach presented here
can serve a useful function by providing some clues
about the kinds of information that may be useful
in gaining a greater understanding of the effects of
participative budgeting on managerial behavior. ❑
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Effects of Managers' Budget- Oriented
Behavior

perienced by some managers without producing
corresponding benefits.
Conversely, these individuals should recognize
that there is also no way to completely realize the
positive effects that may be associated with this
behavior. The extent to which managers may experience meaningful job - related social interaction
and self - actualization may also be affected by factors
other than a company's use of participative budgeting. A company's use of participative budgeting
may require or bring about behavior that may increase the likelihood that managers may experience
these positive effects; however, given the complex
nature of the organizational context within it is
used, they should be sensitive to the extent to
which its use can effectively realize these effects.

Ausiness,

gested that these personality and attitudinal
variables, as well as several demographic and organizational variables, may be important only in a
context which begins with the structural characteristics of a company's use of participative budgeting
and of the organizational context within which it is
used.
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MANAGING THE
INCOME NUMBER
The nature of income management is solidly founded on the
existence of various accepted accounting practices which can be
used with some discretion by the auditor.
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By Richard F. Bebee, Lawrence L. Steinmetz,
and William D. Wilsted
For the large corporate structure it appears that
income management is a way of life. This does not,
however, imply that income management is the
proper goal of financial reporting: in fact, there is a
strong sentiment that its practice is to a certain
extent amoral if not immoral. A. J. Briloff has recently chastised the practice in both speeches and
in writing and has proposed means at all levels of
correcting "this serious crisis in confidence, this
gap in credibility." He states in his article, "Prescription for Change," "... I am seeking to impose
a `Nuremberg Code' on each of us engaged in our
professional pursuit, a code whereby we commit
ourselves to implement a standard of fairness, even
though a contrary result could well be subsumed
under GAAP." 1
The objective of this article, however, is not to
view the moral aspects of income management but
to examine the nature of income management, why
management appears to find its practice desirable,
and the actual practice of income manipulation.
Rather than advocating financial manipulation, this
article will give consideration to the legitimate
methods which management can and does use in
maximizing after -tax earnings for their stockholders,
and the methods auditors can and do use in assisting them.
The Nature of Income Management
Attempts to define income management have received attention in accounting literature for some
time. Various aspects of the nature of income management need to be clarified at the outset of such a
discussion. Let it be clear that income management
here implies the use of legal and legitimate discretionary accounting variables in order to "smooth"
the magnitude of variations in a given firm's annual income over time. Let us define income
smoothing, therefore, as the use of accepted accounting methods on a basis which will enable
management to report a stream of income with a

smaller annual variation from trend than would
otherwise have appeared had less judicious methods
been employed.
For example, income management includes using
a more or less rapid depreciation of equipment but
does not include selling off or buying up unneeded
equipment merely for purposes of income manipulation. Thus, the nature of income management is
solidly founded on the existence of various accepted accounting practices which can be used with
some discretion by the auditor.
For those interested in smoothing income there
is a plethora of different accounting rules in existence to make it possible. In fact, R. J. Chambers
argues that if one were to use all the possible combinations of acceptable accounting alternatives, any
firm's income might be measured as any one of
30,000,000 figures. Since some rules are not as
amenable to income smoothing as others, however,
one would be hard put to characterize a perfect
smoothing device. The following are proposed as
relevant criteria:
1. Once a method is used, it should not commit the
firm to any particular future action.
2. The method should be based upon generally accepted accounting principles that are not ambiguous or debatable in the eyes of the IRS.
3. The action should preferably require only internal bookkeeping entries and no outside parties
need be involved.
4. The method used should be singular in impact
and not require secondary and tertiary bookkeeping adjustments.
5. The method should be simple and easy to understand, requiring no arcane or esoteric formulas.
6. The method should be widely applicable to depreciation schedules, expenses, income sources,
and so forth.
Because not all accounting rules provide the perfect device for smoothing income, management
' Abraham J Briloff, "Prescription for Change, " Management
Accounting, July 1974, p. 63.
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relies on its auditors to discover and to implement
those practices which will achieve its goals. As a
management expert once remarked: "Anyone can
be a bean counter, not all can be auditors." Note
that this area of discretion in the use of GAAP by
auditors to attain management's goals is one which
is felt by many to be highly misused and abused.

Two Kinds of Smoothing
The kinds of income smoothing that can be
employed are usually classified as (1) those of a
nature that would affect several periods in the future: depreciation and amortization schedules and,
(2) those of a nature that enable the transfer of
income from one period to another: fiscal year -end
purchase of supplies expendable next year or postponement of similar expenses if next year is expected to be better than this year. In each case,
the accounting practices adopted usually will entail
freedom of action in future years. As such, example
two above is best for income smoothing, but does
not often carry the advantages of large dollar figures. Under either alternative it must be emphasized that it is necessary to review the characteristics
of the accounting measure used to smooth income.
The firm that chooses to smooth income does not
want to be cornered permanently by its choice of
accounting variables or to get locked in on any
short -term perpetuity.
Management's Ability to Smooth Income
In any discussion of income smoothing one must
raise the question of whether or not management
has the freedom or inclination to select among
enough accounting procedures to significantly affect
income levels. (After all, it can be assumed that
the basic intention of our tax laws is to preclude
unreasonable pre -tax income manipulation. Furthermore, stockholders presumably do not want to be
lied to.)
The answer to this question is, however, that income smoothing possibilities do exist. That this
freedom exists is founded upon two basic facts: (1)
the accounting profession has repeatedly failed to
clearly delineate the appropriate use of certain alternative accounting procedures, and (2) there is
a natural tendency for management to take advantage of any loopholes favorable to its after -tax position.
Although there is no proof that management is
motivated to smooth income, it can be argued that
management's motives to smooth income are many,
and the consequent behavior is axiomatic. Most top
executive salaries depend upon two basics: corporate
growth and corporate profits. Stockholders are interested in about the same things. Thus, if both
management and stockholders' fortunes are dependent on the average rate of growth of income
and the stability of income, management feels it
must try to smooth income.
There are other reasons which cause one to believe that management will attempt to smooth
income. For example, income smoothing may result from management's desire to minimize or
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soften bad news. Even ten years ago Cyert and
March observed that management will diligently
try to soften the blow of bad news by taking steps
in a report to emphasize good news.2 Others have
observed that the role of accounting is perennially
one of perpetuating the delusion that all goes well
on a steady keel of income and growth or loss reduction.
The study of Cyert and March indicates there is a
strong motivation for management to smooth income. Historically, management appears to have
attempted to project an orderly and smooth picture
of continual progress within the firm. In sum, it
may be stated that most management seems inclined
toward financial reporting that tempers the impact of unusual gains or losses, perhaps with the
intention of satisfying stockholders, but certainly
with the intention of optimizing their appearances
of professional control.
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Can Income Really be Managed?
Income management does exist. The question is
how effective is it. Recent research to determine
whether or not income management is effective
shows that there are really two types of income
management. (1) efforts designed to smooth income over the long term, and (2) those designed
to smooth income over the short term. Accepting
the fact that there are two types of income smoothing, most all businesses will endeavor to engage in
the short -term variety as it is more immediate and
probably more productive in dollar terms.
Myron Gordon attempts to explain how such
income smoothing decisions can work. He postulates that management will, within the limits of
its power, smooth reported income and smooth the
rate of growth in income. By smoothing the rate of
growth he means that if the rate of growth is
temporarily high, the accounting practices used
will reflect a reduced rate of growth and vice versa.a
In another study, Gordon, Horvitz, and Meyers
consider the ways companies handle investment
credits for evidence of the use of alternative accounting methods to smooth reported income and
growth of company incomes. They take a look at
practices used in the chemical industry and isolate
for analysis the reports of 21 firms. The results of
their empirical study are not conclusive and they
feel that a far more ambitious investigation is necessary to determine the extent to which income
smoothing is used by corporations. They found,
however, that some of the companies effectively
practiced income smoothing'
Another effort to determine the extent of income
smoothing was made by Jean -Marie Gagnon whose
income smoothing research deals primarily with
management's choice of accounting procedures, but
takes on a different dimension: that of business
t
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combinations. Gagnon is primarily concerned with
the establishment of a rule -of -thumb for the pool ing of interests done in business combinations where
obvious tax and other advantages can be obtained.b
Specifically, he attempts to develop basic criteria for
determining what accounting treatment executives
would attempt to use for the varying situations
found in mergers. Naturally, if executive behavior is
directed toward an objective of income smoothing,
one ought to be able to predict whether the responsible executives would attempt to pool interest
in merger situations in an effort to make the more
profitable company appear less profitable or vice
versa. Although the results of his study are again
somewhat inconclusive, the evidence suggests that
income smoothing is widely and effectively practiced. At least as evidenced by the 500 business
combinations he studied, all were New York Stock
Exchange Companies.
More recent examples include an article on
McDonald's Corporation indicating its use of income manipulation. "For one thing, the company
has used pooling accounting to the hilt, thereby
exaggerating earnings (and growth) and proving
that the 1970 changes in the accounting rules regarding business combinations still permit major
distortions. For another, important questions must
be raised as to whether significant compensation
in stock paid to employees— measuring in the millions of dollars —has been reflected on the books.
In short, there is less to McDonald's bottom line
than meets the eye."
The effective use of income management may
be also observed by examining the practice insurance
e

„

"The biggest
problem with
income
smoothing is
the one
created by the
stockholder
himself.

Jean -Marie Gagnon, "Purchase Versus Pooling of Interests: The
search for a Predictor " Empirical Research in Accounting: Selected Studier, 1967. Stupplement to the Journal of Accounting
Research, Vol. V 1967.
6 Abraham 7. BAoff, "You Deserve a Break
," Barron's, July
S, 1974, p. 3

companies follow in setting aside part of their earnings as a reserve to protect against future losses.
The use of this reserve allows the companies to
smooth income and to alter their price/earnings
ratio.
Stockholders and Income Management
The biggest problem with income smoothing is
the one created by the stockholder himself. Typically, stockholders "]rang their hats" on the earnings
per share figure rather than acting upon the facts
behind the figures. More often than not, stockholders are mesmerized by a solid and continual
earnings growth record. Thus, rather than adjusting
the financial statements for some accounting change
which is, in fact, reported in the footnotes to the
financial statements, the typical investor relies
heavily upon reported earnings per share. This
phenomenon, in turn, causes professional managers
to try to react accordingly: this is, favorably.
Summary
It appears that income smoothing is indeed
practiced, and effectively so. Some loopholes have
been eliminated by the IRS and by the Financial
Accounting Standards Board (FASB). But there
are still many legal tactics available, allowing managerial discretion in smoothing income. Furthermore, managers will continue to manage income.
Perhaps they have to, or at least feel they have to
if they are to compete in the market. Their relation
to their stockholders requires that they do, or so
it seems, and their own ambitions make them want
to. Even though "real" information is available to
stockholders they seem to refuse to look beyond
the flat earnings per share figure they are given.
Managers will therefore attempt to manage or
smooth income and their accountants will assist
them in the task.
F1

LETTERS
CoWhjued front page 10
Two Tenuous Conclusions
The following comments were inspired after reading the
article, "Human Resource Accounting: A Critical Evaluation,"
by Messrs. Roger Jauch and Michael Skigen which appeared in
the May 1974 issue Of MANAGEMENT ACCOUNTING.
I assume that the leading HRA academics have, by now,
replied in full to the article's barbs. However, surface mailed
periodicals take eight weeks to reach Australia, which puts us
(minimally) eight weeks behind America. So too, is my letter.
Two tenuous conclusions were made with which I take
exception. First, it was concluded that the ". . . practical
applications are extremely confined." The apparent basis of this
remark is the authors' legalistic concept of assets. Perhaps, in
their zealousness to criticize HRA, the more important question
of management accounting applications was overlooked. If
Messrs. Jauch and Skigen would step out into the real world,
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they would find companies becoming aware of HRA and
recognizing the concept's potential utility to their organizations.
I am, at present, helping a carpet manufacturer establish a
cost outlay HRA system. This company's enthusiasm for HRA,
even such a rudimentary approach, is founded on the following:
1. Turnover of employees exceeds 120 percent annually.
2. Top level management recognizes the need for better costing of investment in employees and turnover.
3. Dissatisfaction with the effectiveness of on the job training,
and a desire to measure the implicit cost of their current
training method (including the opportunity cost of inefficiency during the training period) .
4. Recognition that existing management accounting falls to
provide any meaningful reporting on human resources.
I imagine that what I am doing is being repeated throughout
the world. And, it will have been aided by the pioneering work
of the R. G. Barry Corporations, the Brummets, Ukerts, and
Continued on page 48
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VARIABLE BUDGETING
FOR FINANCIAL
PLANNING AND CONTROL
The planning process centers around the variable budget,
cost /volume relationships for variable expenses, and upon
discretionary management judgment for fixed expenses. The
control process, on the other hand, highlights areas which need
the attention of management to meet the financial target.

There are many sophisticated methods for analyzing costs and their relationship to levels of output.
One of the best ways is through the budget, and one
of the most meaningful of these is the variable budget. The variable budget is tailored to any level of
activity, so that the evaluation of efficiency is not
contaminated by comparing a budget for one level
of activity with results for another level of activity.'
If you know what your volume will be, the variable
budget will tell you what your cost should be. Thus,
the heart of a variable budget is the cost,/volume
relationship of its components.
In order to establish the budgeted performance
at any particular level of activity, the related
costs must first be determined. One basic method is
to place all costs into the variable category if they
are controlled only by the level of output, and into
the discretionary category if they can be increased
or decreased by a decision of management.
As an example, to the franchised bottler for a
popular soft drink the one true variable is the cost
of bottling syrup. Each change in volume automatically brings a change in syrup cost. Management has no control over this cost other than in
controlling waste. So, this system basically categorizes direct materials as variable costs since the total
costs are dictated by volume alone.
However, two other items of expense, not related to the manufacturing process, may also be
based on volume with this system. These are salesmen's commissions and advertising. Salesmen's commissions are variable because management has formulated a pay scale which includes a fiat commission
rate of six cents per case sold. In the same way,
advertising is a variable because it is allowed six
cents for advertising media for each case sold. Should
case sales for a particular month be 200,000 cases,
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then salesmen's commissions and the advertising
budget would each be $12,000. Here a management
decision has transformed advertising into a variable
expense similar to commissions for profit planning
purposes.
Profit Planning
The starting point in preparing a budget, or
profit plan, is to determine the unit cost for each
item produced. After the total variable cost has
been developed, this amount is subtracted from the
selling price to arrive at a marginal contribution
per unit. So at any level of volume, it is easy to
determine the contribution that should be generated
to cover the fixed cost and provide profits.
STEP 1

The first step then is to develop a unit cost for
each element of variable cost by product. For instance, the elements of cost for a nine - bottle case
of 48- ounce bottles, based on assumed prices and
yield records, are as follows:
Syrup
CO: gas
Crown
Bottle
Label
Manufacturing cost
Advertising
Commission
Unit variable cost

E. N. MULLIS, JR.
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Treasurer of Coca Cola Bottling
Company United, Inc.
in Birmingham, Ala.
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.83
.01
.04
1.19
.05
$2.12
.06
.06
$2.24
$

By Elbert N. Mullis, Jr.

With a selling price of $3.60 per case, a nine- bottle
case generates a marginal contribution of $1.35 per
case.
' The prime objection to static or fixed budgets is that when sales
volume and /or production levels fluctuate, the cost comparisons
become meaningless.
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STEP2
The second step in preparing the profit plan
is also very critical. It involves the yearly sales
forecast. Since plans are built around the anticipated level of sales activity, much thought should
be given to forecasting a realistic sales level and
product mix. In this case study, the method of forecasting is based heavily on prior sales results and
market surveys. The Company had determined that
the major factors which influence the sales forecast are:
1. The number of Mondays and Fridays in a given
month as well as the total number of working
days (Mondays and Fridays are the two heaviest
days in sales volumes.)

Exhibit 1
FORECASTING THE PROFIT PLAN
Step One: Determining variable cost

12 -oz can
.57
.01
$

$

Per case cost
48 -oz NR
.83
.01
,04
1.19

1,34
$1.92
.06
.10
$2.08
2.90
.82
$

$

$

.71
.06
.07
.84
1.85
$1.01

.05
$2.12
.06
.06
$2.24
3.60
$1.36

•

Syrup
Co, gas
Crown
Bottle: returnable*
Bottle: non - returnable
Can
Label
Mfg. cost
Advertising
Commission
Unit variable cost
Selling price
Contribution
Per trip amortization

10 -oz ret
.46
.01
.04
.20

$

Ingredient

By using the 10 -oz (king -size) returnable bottle, the 48 -oz non - returnable bottle, and the 12 -oz can, we have examples of high and low marginal products.
Stop Two: Sales forecast
Based on market studies and other factors, the sale for the month of January
were forecasted to be 200,000 cases as follows:
10 -oz ret
48 -oz NR
12 -oz can

90,000
60,000
50,000
200,000

Step Three: Setting discretionary cost
Through management analysis and past operating results, the following budgeted expenses had been approved for January:
40,000
65,000
28,000
22,000
$155,000
$

Manufacturing
Sales
Fleet
Administrative
Total discretionary

By combining the previous three steps we have a forecasted profit plan:
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$

Total
contribution
90,900
81,600
41,000
$213,500
155,000
58,500
$

Unit
contribution
$1.01
$1.36
.82

$

Discretionary cost
Forecasted profit

Cases
90,000
60,000
50,000
200,000

STEP3
The third step involves setting the budget for
the remaining expenses, which we shall call discretionarv. It is in this area that good planning makes
for profitable operations. Additionally, keeping the
budgeting process as simple as possible allows for
more, and better, management participation.
Discretionary expenses are those that are under
the control of a department manager, who becomes
involved in the budgeting process at this stage.
His judgment as to the level of expenditures necessary for the budget period is based on past experience and knowledge of current and future conditions. Payrolls are an example of discretionary
expense under this method. The manager responsible
for a certain department can, without the benefit
of cost study and engineering standards, determine
the payroll dollars required to operate his department over the budget period. He factors in the overtime required to get over peak periods and allows
for new people to keep up with normal growth.
Also merit increases and general companywide pay
increases are considered. All other expenses in the
manager's department are determined in a like
manner.
STEP 4
The fourth and last step is the profit plan itself. Here we multiply the contribution per case
by the sales forecast and subtract from that product
the discretionary expenses to arrive at the operating
profit for a period of time. At this point it may be
necessary to re- examine some discretionary expenses
if the profit margin does not meet the objectives
of the company.
Exhibit I illustrates each of the planning
steps. Note that the profit plan has forecast a net
profit of $58,500 for the month of January based on
the amount of sales according to the sales forecast.
In this case, the planning was the commitment or
strategy to achieve an economic result and the budget was the tool that translated this commitment
into financial terms.
The Control Function

Step Four. The profit plan

Product
10 oz ret
48 oz NR
12 oz can

The general economic condition of the franchised
area in terms of level of income, etc.
Weather (Cold damp weather has a negative
sales effect.)
Planned advertising campaigns and sales promotions
Competition plans

Control begins with the establishing of a standard. It is then possible to measure performance
against the established standard, and to take cor•
rective action when there is a deviation from standard. The control function depends upon an analysis
of variances from forecasted and budgeted results.
The analysis of profit variance highlights those areas
needing management attention.
To illustrate the control function, let us assume
that actual total sales for the month of January was
210,000 cases, 10,000 cases greater than the 200,000
MANAGEMENT ACCOUNTING /FEBRUARY 1975

Conclusion
The planning process centers around the variable
budget's cost /volume relationship for variable ex-

penses, and upon discretionary management judgment for fixed expenses. The control process, on the
other hand, highlights areas which need the attention❑of❑management❑to❑meet❑the❑financial❑target.❑❑

Exhibit 2
BUDGET AND OPERATIONAL VARIANCE
Marginal contribution for January
80,800
54.400
73,800
$209,000
213,500
(4,500)
$

$

=

$1.01
$1.36
.82

=

X
X
X

=

Cases
80,000
40,000
90,000
210,000
200,000
10,000

10 oz returnable
48 oz non- returnable
12 oz can
Total
Forecast
Over (Under)

$

forecast. However, because the marketing mix was
not met as planned, our standard contribution is
lower by $4,500. See Exhibit 2.
Since the budget is variable, it may be adjusted
to the actual sales volume experienced for the
month. In this way we can eliminate any variance
due strictly to the difference between planned and
actual volume. Thus, in addition to the $4,500
variance from forecasted profit due only to sales
mix and volume, there is a further $2,100 variance
due to unfavorable operations for a total decrease
of $6,600 from budget. (Budgeted contribution
margin of $58,500 minus the actual before tax
profit of $51,900 = $6,600.)
Further analysis would show what caused the
operational variance. For example, the $1,000 unfavorable variance in variable cost could be due to
direct material production losses and poor yields.
The other variances could be due to labor overtime
not in budget or extraordinary fleet repairs. Each
manager responsible for that particular area is issued
an operating statement so that he may see where his
attention should be directed.

January Income Statement
Sales
Variable cost
Gross
Manufacturing
Sales
Fleet
Administrative
Before tax profit

Actual
$553,000
345,000
$208,000
41,000
64,500
28,100
22.500
$ 51,900

Budget
$553,000
344,000
$209,000
40,000
65,000
28,000
22,000
$ 54,000

Difference
$(1,000)
$(1,000)
(1,000)
(500)
(100)
500
$(2.100)

THE VENTURE: A BASIS FOR ACCOUNTING THEORY
Continued from page 31
lions are shown along with the presently used
nomenclature. The accounting equations for venture accounting would then read:

approach has been established in this article; and
properly applied, will lead to more consistent accounting statements, a goal earnestly desired by the
public and profession alike.
❑

On the position statement
Cash (risked for what) = Cash (risked by whom)
On the earnings statement
Cash (rec'd.in venture) =
Cash (risked in venture) + Cash (earned in venture)
Where Cash is equal to cash plus legal claims to
cash.
Conclusion
The results to be obtained by using this system
would not be very different from those obtained
through the application of generally accepted accounting principles, although many practices now
accepted would be eliminated. This is precisely as
it should be since the accounting profession has
given good service over the years and the results of
any new system must not be greatly different from
the present one. The theoretical basis for a new
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Exhibit 4
EARNINGS STATEMENT
Sales (cash and legal claims to cash received
in ventures completed within the period)
Cost of goods sold (cash outlays allocated to
these ventures)
Operating expenses (cash and legal claims to cash
allocated to the period)
For sales
For administration
Net operating Income
Other revenue
Dividends
Interest earned on notes receivable
Other expenses
Interest expense for bonds
Interest expense for notes payable
Total (other) revenue and expense
Net income

$1,000
$600

$150
150

300

$50
50

$100

$50
50

100

900
$100

`0 _
$100
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A CONTRIBUTION
APPROACH TO
TRANSFER PRICING
A transfer pricing system is established on the premise that
decentralization is advantageous and thus, to be effective, it must
facilitate this structure.

By Richard J. Schwab
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In July 1962, the NAA BULLETIN published an
article written by Howard C. Greer in which the
author discussed the three most common methods
employed in transfer pricing. He found that none
of these methods was satisfactory to him, yet stated
it was his experience that some method of transfer
pricing was necessary in many firms. He proposed a
partial solution, which has not been accepted into
practice, and the subject thereafter has remained in
much the same condition as when Mr. Greer wrote
his article.'
Criteria for Transfer Pricing
Transfer pricing is a vital element in decentralized firms. To be useful, three specific criteria
must be met by a transfer pricing method. First,
the transfer pricing system must promote goal congruency (motivational element). The goals of the
individual managers must contribute to the achievement of overall corporate goals. Second, the transfer
prices must provide an equitable basis to evaluate
the performance of both the divisions and the
division managers. This includes the ability to use
the divisional data for future decision- making,
appraising the abilities of managers, and assessing
the profitability of capital investments. Finally, the
system must preserve the autonomy of each division.
A transfer pricing system is established on the
premise that decentralization is advantageous and
thus, to be effective, it must facilitate this structure.
Competitive Market Pricing
When goods are transferred between divisions
and a competitive market for these goods in their
present state exists, the transfer price should be
set at this market price or negotiated between the
division managers based on this price. For this
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system to operate effectively, however, each manager
must be allowed to set his price at the market price
or some negotiated price approximating market. The
negotiated price generally considers intercompany
advantages such as reduced shipping costs, certainty
of demand, constancy of demand, quality, and so
on. Managers must also be free to buy and sell their
division's products in the company or on the open
market. This method has proven itself effective in
practice where such conditions exist.
Negotiated Pricing
Problems arise when there is no outside competitive market or division managers are not granted
the authority to enter them. Obviously, if there is
no ready market for the goods as transferred, there
can be no valid market price. A negotiated price
will nearly always need to be arbitrated by top
management, thus decreasing the autonomy of the
divisions. This will generally invalidate managerial
and divisional performance bases and do little
toward promoting goal congruence. Thus, a better
system is needed when a negotiated pricing situation
exists.
Contribution Margin Pricing
This article presents a method of transfer price
setting based on contribution margin. It is designed
to meet the above - mentioned three criteria in a
multi- department firm where the goods transferred
do not have a ready competitive market price. For
this method to operate, the accounting system of
the firm must include these elements:
1. Standard cost system based on products
2. Variance analysis segregated by departments
3. Contribution margin of each product line
I
Howard C. Greer, "Divisional Profit Calculation, Notes on the
'Transfer Rate' Problem," NAA Bulletin, July 1962.
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Exhibit 1
DERIVING TRANSFER PRICE BY CONTRIBUTION MARGIN

Transfer prices:
(1 ) Transfer -in price
(2 ) Total variable co st ad ded (fro m ab ove)
(3) Contrib utio n m argin of de partme nt
(5 0% o f standard variable co st)
Trans fer-out p rice

STANDARD COST SYSTEM BASED ON PRODUCTS

A typical standard cost system exists where direct
materials, direct labor, and variable factory overhead are applied to production of a product in different departments in standard quantities. The
standard setting is jointly accomplished by department managers, and a central committee of accountants and cost analvsts. These standards must,
of course, be realistic so as to encourage the proper
departmental control.
VARIANCE ANALYSIS SEGREGATED BY DEPARTMENTS

Material price, material usage, labor rate and
efficiencv, and overhead variances are accumulated
and analyzed by departments. This data will be
used for evaluating both the departments and the
managers based on contract over these costs.
CONTRIBUTION MARGIN OF EACH PRODUCT LINE

This is really the only new concept in this
method. The total contribution margin of each
product must be determined. To do this, it is
necessary to determine the total standard variable
costs incurred to produce and sell each product.
This should be quite easy to obtain from the overall flexible budget. Using this figure and the sglling
price of the finished product, the total contribution
margin of each product line can be determined.

Deriving the Transfer Price
The contribution margin, coupled with the total
standard variable cost, forms the basis for deriving
the transfer price. By finding the ratio of this overall contribution margin to total standard variable
cost, a percentage of contribution margin to variable
cost is derived. This ratio is applied to the standard
variable cost added in each department to determine
the contribution margin applicable to that department. This is a value added approach to transfer
pricing. Each department receives a percentage of
the total contribution of the product based on the
standard variable cost it adds to the product. The
transfer -out price is determined by adding to the
transfer -in price the standard variable cost incurred
MANAGEM ENT ACCOUNTING /FEBRUARY 1975

De pt. 3

6.0 0
6.0 0
3 .0 0
$1 5.00

4.0 0
4.00
2.0 0
$1 0.00

-0$10 .00
5.00
$1 5.00

Contribution
__ $2 5 .0 0
margin
$ 50.00
Variable cost

0
=

$1 0 .0 0
20 .0 0
10.00
$4 0 .0 0
10.00
$5 0 .0 0
75 .0 0
$2 5 .0 0

Departmental costs
D e p t.2
$

Cost analysis:
Direct m ate rials
Direct labor
Variable factory overhead
Total variable co st o f produc tion
Selling and adm inistrative variable cost
Total variable c ost
Selling price
Co ntribution m argin

Dep t 1
$

Total
costs

"The total
contribution
margin of
each product
must be
determined."

-0$1 5.00

$2 2.50
10.00

$3 7.50
15.00

7.50
$2 2.50

5.00
$37 .50

7.50
$6 0.00

and the contribution margin allocated to that department.
Exhibit 1 illustrates this method. Assume that to
produce and sell this product, the variable cost
shown has been set in the budgeting process. Calculation of the contribution margin /variable cost
ratio shows that for each dollar of standard variable
cost added to the product, fifty cents of contribution
to fixed costs and profit is made. It is assumed
that the three producing departments incur different costs. In each department the total variable
costs ate calculated and the ratio applied to deter.
mine its contribution margin. These two amounts
(departmental contribution margin and standard
variable cost) are added to the transfer -in price to
get the transfer -out price.

Evaluating the Method
Before evaluating this system with respect to
the criteria outlined in the beginning of this article,
we should consider the problem posed by the question of autonomy versus efficiency. A large degree
of departmental autonomy is lost when outside
markets are not available. Some of this autonomy
can be maintained by allowing each manager to
control his own costs. Delegating this authority
under the contribution margin transfer pricing
system, however, may cause managers to select production methods which have high variable costs and
low fixed costs so as to increase their contribution
margin. This eventually leads to less than optimal
operating methods.
How can this problem be handled? There are two
possibilities. One is to allow managers to make
all their own cost decisions and justify these decisions to central control personnel as being the
most efficient in terms of production costs. This
is a compromise between trying to maintain autonomy and achieving maximum efficiency. The
department managers probably will not feel free
(autonomous) in their decisions nor will these decisions necessarily be optimal. Neither autonomy
nor efficiency are satisfactorily guaranteed by this
arrangement.
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"Central asset
purchasing
avoids the
overuse of
variable cost
production
methods . . . "

The second (and better) possibility is to recog- This entails the usual fixed and variable cost
nize that by not permitting outside purchasing, analysis. The information for this analysis is alcentral management has already dealt a fatal blow ready available because of the allocation of cost and
to a main tenet of decentralization. Little more contribution margin.
seems to be lost in having central control of fixed
Summary and Conclusion
and variable costs.
Now the critical question is: Why do we even
Summarizing the advantages of this contribution
want a transfer pricing system? In terms of the margin transfer pricing system we find that:
transfer pricing criteria, the advantages to be gained
seem to outweigh the costs of implementing the 1. A simple understandable system of cost allocasystem (which should be relatively low). Goal contion between departments is established. It is
gruence is made easier because the central office
useful for both evaluation and goal attainment.
ultimately sets the budget and the level of fixed 2. Accurate standard cost estimations are promoted
costs thus permitting the maximum attainment of
since departments are evaluated on this basis.
corporate objectives. Allocating the contribution
Both department and central managers particimargin should result in careful analysis of available
pate in standard setting.
production techniques by department managers pri- 3. Cost control is encouraged because standard cost
marily to increase their share of the contribution
is used to determine contribution margin. Varimargin by increasing variable costs. Central asset
ance analvsis is also possible.
purchasing avoids the overuse of variable cost pro- 4. Departmental evaluation based on contribution
duction methods, but careful examination of all
margin is useful to determine make /buy, conproduction possibilities should still be encouraged.
tinued production pricing and ROI decisions.
Also, department managers are strongly motivated 5. Careful analysis of available production techniques is promoted. Department managers will
to control variable cost since they will be evaluated
be motivated to increase their variable costs but
on the basis of their department's contribution margin. This same effect can be accomplished by evalumust justify all methods to top management.
ating variances, but the use of only variance analysis 6. Department managers are fairly evaluated on a
will not encourage the careful study of various prosimple and understandable basis.
duction techniques.
Transfer pricing is a difficult problem for which
Evaluating department managers is easily accomplished by comparing either the contribution margin no universal solution is adequate. This article does,
controllable by the manager or by variance analysis. however, propose the use of market -based negotiated
No real advantage is gained by transfer pricing here, prices whenever a competitive market exists and
although evaluation of departmental performance is can be entered because the three critical elements
significantly enhanced when contribution margin of decentralization — autonomy, evaluation, and
transfer pricing is used. An equitable distribution of goal congruence —are best met by this method.
the total contribution margin of all products is When competitive markets do not exist or a firm
allocated to each department. The data thus gener- chooses not to enter them, market price cannot
ated can then be used to compare the costs of the provide a valid transfer price. We therefore condepartment through the cost added to the eventual sider contribution margin price as the next best
products of the firm. Decisions relating to the con- solution. Autonomy is lost (this would be so
tinuance of the department are thereby readily whether transfer pricing were used or not), but
available. If the contribution of the department is goal congruency, careful cost control, evaluation of
negative and the product could be purchased in an alternative methods, and divisional and managerial
outside market, a make /buy decision must be made. evaluation are facilitated.

LETTERS
Continued from page 42
Flamholtzes who forged ahead; not by the reactionary Jauches
and Skigens who look backwards and find fault with change
and innovation.
The second tenuous conclusion I would like to comment on
is the suggestion that "... the concept (of HRA) does have
some very definite promise as a tool for wage and promotion
purposes." I suggest that the authors review what they claim
to have critically evaluated. I believe they will find HRA literature is largely concerned with employees in the aggregate and
in overall manpower planning, training and budgeting, not with
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individual employees. I believe they will also find that HRA
systems in use are not even remotely attempting to evaluate an
individual's performance against performance standards which
is what wage and salary administration (as well as determining
wage levels, which is largely determined by the market anyway)
is all about. Such a naive assertation casts serious doubt on the
authors' understanding of HRA.
Jere Francis
Department of Business Studies
Gordon Institute of Technology
Victoria, Australia
Continued on page 51
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CONTROLLING
THE AUDIT FEE
There are several key factors, applicable to companies of any size
regardless of geographical location or organizational structure,
that can have a significant effect on the control of audit fees.

By Thomas Fee
The increase in the magnitude of audit fees in recent years, has become a source of major concern
for both the managements of business enterprises
and their independent auditors. As business enterprises become more cost conscious they are beginning to scrutinize the quality of the audit as well
as the length of time required to perform it.t Unfortunately, too many businessmen believe that the
primary purpose of an audit examination is to disclose defalcations and fraud. They do not realize
that the ordinary examination is directed toward
the expression of an opinion on the fairness of the
financial statements and is not designed to uncover
irregularities. It is, therefore, appropriate that management and the auditor have a frank discussion
about the responsibilities of all parties.
Key Factors
There are several key factors, applicable to companies of any size regardless of geographic location
or organizational structure, that can have a significant effect on the control of audit fees:
1. An auditor who has an adequate organization
to perform the examination should be selected.
An adequate organization would include auditors, specialists and office clerical staff.
2. The competence of the auditor's personnel and
their ability to perform an audit of proper
scope and in an economical manner should be
reviewed.
3. The auditor should understand who the client
is, the purpose of the examination, and with
whom arrangements are to be made. Written
evidence should be made of these understandings.
4. The audit work to be performed should be
planned and target dates set for the completion of specific phases of the audit.
5. Company personnel should be used for routine
work where possible.
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6. The auditor should discuss his findings as well r.as problem areas such as statement presentations and the wording of his opinion with the
president of the company.
7. Problems encountered during the audit should
be reviewed and solutions should be found
that will facilitate the audit of the following
year.
8. Fees should be reviewed, especially when in- T. FEE
creases are proposed and they should be comPiedmont - Greensboro
pared with fees of other auditors, and those Chapter 1974, is Vice
paid by comparable companies.
President and
9. Separate detailed billings for special work and Treasurer of Jefferson
services performed outside the scope of the Standard Life
Insurance Co. and
audit should be requested.
Treasurer of Jefferson10. Management should maintain an annual review Pilot Corp.,
of the trend in audit fees, keeping in mind the Greensboro, N.C. He
growth of the company and the complexity of is a CPA and holds an
A.B. degree from
the business.
Lenoir Rhyne College.
Problem Areas
There are several problem areas that the auditor
should discuss with management to prevent misunderstandings and complaints about the audit fee.
For example, the auditor can point out the distinction between federal income tax requirements and
generally accepted accounting principles. Also,
some people do not understand the meaning of
"fairly present" in the auditor's opinion statement.
They often feel that accounting is an exact science,
that accountants never make mistakes, and that
financial statements prepared by accountants are
always correct. A discussion of the areas on the
financial statments which are subject to judgment
presentations may prevent a misunderstanding at a
later date. As a matter of fact, the auditor and
management should have a clear understanding

Mr. Fee also attended
the Graduate School
at the University of
North Carolina at
Chapel Hill.
This article was
submitted through the
Piedmont - Greensboro
Chapter.

' Late in 1971 the Financial Executives Institute developed a
questionnaire and mailed it to all active members to determine
their attitude toward audit fees and the quality of aud it s ervic es
performed. The survey ind ic ated a keen interes t by F .E. I. members o ver their relatio nship with their independent accounting firms,
and probably more significantly, their general displeasure with
the performance of the audito rs and the size of the audit bill.
See George Hobgood and joseph A. Sciarrino, "Management
Looks at Auditing Services,' X Financial Executive, April 1972.
49

"Maximum
use should
be made of
company
personnel."

about responsibility for the financial statements.
Many people believe that the accounting firm is
responsible for the financial statements of its client.
This is not so; each company is responsible for its
own financial statements. Finally, most accounting
firms use specially designed engagement letters to
detail exactly what has been agreed upon. The
objectives of the engagement should be clearly
stated and agreed to. Billing for a management service engagement, for example, should not be included in the billing for the regular auditing service.

Pre-Audit Planning Meetings
One important way to control the audit fee is
for management and the independent auditor to
hold a planning meeting prior to the initiation of
the audit. At that time they should review current
developments in the company's business. The auditors should also be advised of significant transactions or peculiar problems that may be faced during
the audit. There are several transactions which will
be of interest to the auditor, such as:
1. Changes in pension, profit - sharing, bonus, and
other compensation plans
2. New loan agreements, leases, or other contracts
3. Anticipated changes in equity accounts
4. Major revisions in accounting procedures
The pre -audit meeting is also the time when
target dates should be set for audit objectives and
report requirements, and a decision should be made
as to when accounting operations outside the corporate office area should be notified about closing
dates and other reporting requirements. Also APB
Opinions, regulations of the Securities and Ex.
change Commission, releases of other regulatory
bodies and similar pronouncements should be studied for changes that may affect the form or content
of the financial statements. If there is a change or
a suspected change the auditors should be made
aware of the situation and consulted if necessary.

Use of Internal Auditors
The company should promote coordination between the work of its internal audit staff and the
work of the independent auditors.2 The concept
and the practice of internal auditing in industry
have been considerably broadened in recent years.
Internal auditing has become more concerned with
appraising operations as an aid to management
rather than that of establishing the accuracy of
accounting records. However, because accounting
and financial information are the basic sources of
management information, financial auditing is still
the starting point of management auditing.
The internal auditor is familiar with both the
management of the company and its operational
methods and problems. Therefore, the outside auditor should take advantage of the internal auditor's
knowledge and experience. It is logical, also, that
the initiative for coordination should come from
either management or the internal auditor. The
outside auditor should give every consideration
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possible to the work that is already being performed
by the internal auditor and he should make a reasonable allowance for it in planning his own work
program. By making use of what in effect would
be a cooperative audit program, the outside auditor
should be able to reduce his volume of work without any reduction in the quality of the audit. Reduction in the volume of work would, of course,
be reflected in the reduction of the audit bill.

Use of Company Personnel
Maximum use should be made of company personnel. An agreement should be reached as to
which schedules are to be prepared by company
personnel. The agreement should include the format, content, and the personnel responsible for
preparation of the due dates of the schedules. Letters, etc., of confirmation can also be prepared by
company personnel as well as the drafting of financial statements and footnotes. In addition, physical
inventories can be taken by company personnel
under the supervision of the independent auditors.
To facilitate the physical inventory count, the company should hold appropriate pre - inventory meetings with all personnel involved to give instructions
for the physical counting and prepare adequate
written instructions for review by the auditor prior
to the inventory date.
The auditor's staff should be encouraged to use
company personnel where possible for routine jobs.
However, an internal coordinator should be ap.
pointed so that all requests from the audit staff are
channeled through one person. The importance of
internal control cannot be stressed too strongly.
The degree of effectiveness of internal control is a
primary factor in determining the extent of testing
that is required by the auditors.

Discussion of Audit Findings
The last step in the audit should be for the
auditor in charge to discuss the audit with the
president of the company. The company is paying
for his expertise and is entitled to an objective look
at its operations by an independent and objective
outsider. The auditor should in effect put himself
in the president's position and take an objective
look at significant problems noted during the audit.
This discussion should not necessarily be limited
to a review of the audited financial statement, but
should be a frank and open discussion of all problems observed. The auditor should not tell the president what he wants to hear but rather, what he
should hear. The auditor could advance solutions
and techniques that other clients have used successfully, and thus give the president new insights
into his company.
As an example, the company's long -range plan
may be a topic for discussion. The auditor might
raise questions such as: Are your managers in agreement with your long -range goals? Are your goals
2

O ne o f the majo r find ings o f t he P EI s urvey w as that 64 p ercent of the c ompanies b elieved that they had an effective internal
aud it functio n. T he imp ortanc e of this finding s ho uld no t be o verlo oked by ac co unting firms that are sinc ere in their effort to help
clients with the co ntrolling of the audit bill.
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attainable or are they only what you wish they
could be? If economic conditions change, what alternatives would be available? Do your managers
do their own long -range planning or are they merely
following what they think are your wishes? In any
case, the auditor should offer advice on strengthening the long -range goals especially if he has seen
other approaches work for other clients.
Budgeting may be another topic for discussion.
The auditor might raise questions such as: Why are
your budgeted figures so far off from actual expenditures? Are your managers spending money only to
bring expenditures up to budgeted figures? Are all
expenditures controlled by budgets? Who approves
the budgets? Are your managers in agreement with
the purpose of the budgets?
Corporate presidents are greatly interested in cash
management. The auditor could offer advice on the
projection of the cash needs of the company. He
could offer advice on the level of bank balances and
the possible use and location of lock boxes. Many
new techniques have been developed recently to in.
sure maximum return on excess cash. The auditor
should familiarize himself with these techniques
and suggest them to management where appropriate. In this way, the credit and collection policy of
the company may be improved upon to the advantage of the company.
Very few business organizations have accurate
cost figures available on the high costs of absenteeism and personnel turnover. The corporate president
would benefit greatly from accurate figures on these
costs and from suggestions for actions that his organization could take that would reduce the turnover rate or the absenteeism rate. Sometimes the
auditor will know of highly qualified personnel who
may be available to fill critical jobs in an organization. He could help fill these vacancies to the advantage of both the president and himself.
The compensation of executive personnel is
another area in which the auditor could render the

president a valuable service. The president is always
wondering if the compensation plan in effect for his
organization is really the best one. He wants to be
sure that the plan is having the desired result,
making certain that his executives have sufficient
incentive to produce maximum effort and to lead
employees to higher production.
The corporate president needs someone to periodically raise questions and to suggest better ways
and alternative ways for him to do his job. Many
of the recommendations may not be put into effect
for one reason or another; however, this will
demonstrate the interest and concern of the auditor
for his client. This may also make the audit bill
more palatable to the client. He will be getting
more for his money.

"With
planning, the
audit fee can
be reduced
and held to a
reasonable
figure."

Details of the Audit Fee
After the audit has been completed, the companv
should request and receive a detailed breakdown of
audit work performed and hours worked by class of
auditors as part of the billing for the audit fee.
Special work should be billed separately. One of
the problem areas between auditors and clients is
the failure to have a clear understanding of the
billing method, per diem rates, and travel costs.
If an increase in billing rates has been proposed for
the audit, the company should compare the proposed fee with fees of other accounting firms and
also compare the proposed fee with those paid by
comparable companies.
Conclusion
With planning, the audit fee can be reduced and
held to a reasonable figure. Planning starts with
the selection of the accounting firm and is a continuing process. Also, the company should take advantage of the expertise and experience of the
accounting firm, and the accounting firm should
openly and frankly discuss problem areas as part of
the auditing service.
❑

LETTERS
Continued from page 48

Well Worth the Certificate of Merit
I have just completed reading the article, "Decision- Making
in Middle Management" by Richard L. Bomblatus, August
1974, and found it to be well worth the "Certificate of Merit"
award.
I agree with Mr. Bomblatus that "middle managers are rarely
taught decision - making skills effectively." However, I was disappointed with the incomplete solution that was given to this
problem as part of the article. It is not enough to state: "Thus
the middle manager needs training and practice to develop his
skills, attitudes and knowledge." I was looking for the "How"
this should be accomplished -- certainly not in detail, but perhaps as stated below.
Middle management, in my humble opinion, is the "core" of
any company. They must be groomed from their prior positions.
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This is the key time phase of any employee aspiring to be a
manager. Managers are only as effective as the personnel who
work for them. Middle managers are no exception. Therefore,
when this manager does not provide an opportunity or plan for
his subordinates to make decisions, he not only is cheating
those subordinates, but he is also holding back his own chances
of promotion out of middle management.
Therefore, we subscribe to the practice: "You are only as
successful as the people who work for you." These people must
be given every opportunity to make decisions before reaching
the "middle management" structure. Thus he has developed
his basic skills, attitudes and knowledge before he reaches his
next level of responsibility.
T. A. Dlugopolski
V. P. Administration
Waukesha Area Chapter
Hartford, Wisc.
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Books

FOR THE MANAGEMENT ACCOUNTANT

COST ESTIMATING FOR ENGINEERING
AND MANAGEMENT
Phillip F. Ostwald

FINANCIAL MANAGEMENT AND POLICY
Third Edition
James C. Van Horne

Prentice -Hall, Inc., Englewood Cliffs, N.J., 07632, 1974, 493
pp., clothbound, $25.00.

Prentice -Hall Inc., Englewood Cliffs, N.J. 07632, 1974, 750
pp., clothbound, $13.95.

This book provides a unified treatment of cost estimating for
engineering and management covering the philosophy, concepts and practices in the field. It deals with the evaluation of
design in economic terms and the relationship of management
decisions to them.

To further aid in the development and understanding of
financial theory many chapters of this edition have been
brought up-to -date. A major addition is the introduction of a
capital asset pricing model.

FUNDAMENTALS OF FINANCIAL ACCOUNTING
Glenn A. Welsch and Robert N. Anthony
Richard D. Irwin, Inc., 1818 Ridge Rd., Homewood, Ill.
60430,1974, 625 pp., clothbound, $10.95.
An introduction to financial accounting, written as a companion to Fundamentals of Management Accounting by the same
authors. Mechanical and procedural details are minimized while
conceptual, measurement and communications aspects are emphasized.

ESSENTIALS OF FINANCIAL MANAGEMENT
Text and Cases
George C. Philippatos
Holden -Day, Inc., 500 Sansome Street, San Francisco, Ca.
94111, 1974, 524 pp., clothbound, $13.95.
Designed as an introductory course in business finance and
financial management, the basic purpose of the book is to
instruct business students in the fundamentals of fund raising
and fund allocation activities of corporations, within the framework of market valuation.

FINANCIAL ACCOUNTING CONCEPTS
Second Edition
James H. Rossell and William W. Frasure
Charles E. Merrill Publishing Co., 1300 Alum Creek Dr.,
Columbus, Ohio 43216, 1974, 583 pp., clothbound, $12.95.

THE BANKING SIDE OF CORPORATE CASH
MANAGEMENT
James F. Lordan
Financial Publishing Co., 82 Brookline Ave., Boston, Mass.
02215, 1973, 114 pp., paperbound, $15.00.

Like the first edition, the authors combine managerial aspects
of financial accounting with basic coverage of accounting principles and procedure. Treatment of earnings per share, line of
business reporting, leasing, financial statement presentation and
inventory management has been updated.

A thesis representing, in large part, the author's personal experience. It was submitted by the author in partial fulfillment
of the requirements for graduation from the Stonier Graduate
School of the American Bankers Association.

FINANCIAL ACCOUNTING

WORKING CAPITAL MANAGEMENT

Concepts--Valuation—Analysis
James B. Hobbs and Carl L. Moore

Dileep R. Mehta

South - Western Publishing Co., 5101 Madison Rd., Cincinnati,
Ohio 45227,1974, 600 pp., clothbound, $9.90.
Designed for student's use in the first course in accounting, the
emphasis throughout the text is on logical reasoning and a
disciplined approach to problem solving.

Prentice -Hall, Inc, Englewood Cliffs, N.J. 07632, 1974, 182
pp., clothbound $8.95; paperbound, $5.95.
The author proposes a framework of less ambiguous decision making rules and logically interrelated control indices that enable the manager to evaluate policies and to take action on the
basis of aggregated information.

FUNDAMENTALS OF FINANCIAL MANAGEMENT

PRICING TECHNIQUES FOR THE FINANCIAL
EXECUTIVE

Second Edition
James C. Van Horne

John C. Lere

Prentice -Hall, Inc., Englewood Cliffs, N.J. 07632, 1974, 552
pp., clothbound, $12.95.
This book describes the function of raising funds and their
allocation within the business. In this edition greater emphasis
is placed on risk and valuation as well as upon financial decision making.
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John Wiley & Sons, Inc., 605 Third Ave., New York, N. Y.
10016, 1974, 195 pp., clothbound, $12.95.
The author looks at his subject from the standpoint of the
financial executive rather than the marketing executive. Discussion of the pricing techniques centers around a description of
the various pricing methods and the market and product characteristics that tend to determine them.
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MILWAUKEE IS
MIDWIFE TO
SHOPPING COMPLEX
Many socio- economic cou nselors help on -going businesses
but these chapter members helped ten new minority
entrepreneurs to open their doors.

By Hans L. Matzner
Ground was broken in mid 1971 and the official
ribbon - cutting opening ceremony held on April 1,
1973, for the first and onlv minority- operated
shopping center in the United States to be completed under the Small Business Administration's
com munity develop ment p rogram. A dream started
in 1967 by ten p eo p le, o f wh ich fo u r were left in
1973, had come tru e. To p reven t th e d ream fro m
becom ing a nigh tm are a call fo r h elp wen t o u t to
the Milwau kee Ch apter. Fo rtu n ately we were p repared to m eet the challenge.
Th e call came from the executive secretary of
the Central City Develo p m en t Co rp o ratio n , which
was chartered for the express purpose of develo ping a complex of businesses in one city block in
Milwaukee. We w er e called upon to provide advisors for 10 enterprises, all lo cated in th e com plex
in the inner city.
Milwaukee Chapter's socio-economic com mittee
had compiled a list of members wh o h ad volunteered to h elp when and where need ed. This roster
was brought u p to d ate an d n o difficulty was encountered in assigning advisors to each business
enterprise o f th e Waln utstreet Plaza —th e name o f
the CCDC co mp lex .
Following discussions with the executive secretary of CCDC —a tremendously energetic, enthusiastic and hard- working lady —the com mittee decided to in tro d u ce th e ch ap ter an d to d evelo p th e
mechanics of o ur p articip atio n in a meetin g with
all future en trep ren eurs. At that meeting we learned
that the follo wing b usin esses were involved: bowling alley, wholesale liq uo r h ou se, d ru gstore, su permarket, retail liq uo r store, motel, restaurant, merchandise market, ph oto sto re an d a b arb er sh op .
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All presidents and managers of the business firms
attended with two exceptions. An outline was presented indicating what NAA could and would do
to help in setting up proper recordkeeping and advising in business matters within the parameters of
ou r expertise, and what NAA could not and would
not do —that is actually manage the business.
The basic requirem ents of financial management
and the recording of daily operations were then
discussed. The m eeting was a success and we were
off and running. The next step was the assignm ent
of advisors. On Decem ber 20, 1972, CCDC called
a meeting of all presidents and m anagers. We in
tu rn notified all advisors. The meeting was held at
th e North Milwaukee State Bank, a m inority enterprise whose president was also the president of
CC D C . At the meeting, the advisors were paired
off with their respective clients.
The writer, an advisor to a wholesale liquor companv and to a retailer, set up an initial meeting
with the managers to discuss the details of bookkeeping, accounting, and other recordkeeping functions. In four or five subsequent meetings, a packaged bookkeeping system was used for detailed
instructions and discussions. The other advisors proceeded in a sim ilar m anner.
A. J. Prenger, chairm an of the com mittee, functioned as general liaison man and was to follow
up on the progress of the project.

�
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H. L. MATZNER
Milwaukee Chapter
1959, is an Emeritus
Life Associate member
and retired executive
of Allis Chalmers
Corp. A past president
of Milwaukee, he
served as chairman of
the chapters socioeconomic committee
and is currently a
member of the NAA
Committee on
Socio- Economic
Programs.

`Eye Opener'
In the first three or four months of 1972, the
various advisors implemented suggested methods
and procedures of recordkeeping and related functions. All of us stressed the importance of sound
financial management through projected income
an d cash flow statem ents. These estim ated results
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NAA's Socio- Economic Program was recently aired on radio's National Black
Network. L. -r., William J. McDermott, a member of the Socio- Economic
Committee; Vince Sanders, NBN news director; Bob Imbriano, Black
Enterprise editor, and Ken James, NBN reporter.

of their respective operations were a real eye opener to most of the future managers. Even before
the official opening it became apparent that there
would be serious problems with high fixed costs
and with an inadequate cash flow. Nevertheless,
the preparatory work proceeded quite well. On
February 23, 1973, a letter was written to all advisors reminding them of their responsibilities.
Due to problems with the contractor the opening
of the Plaza had to be postponed until June 1973.
The additional time was used to present a Small
Business Management Seminar which was primarily based on material previously prepared by
the SBA. The seminar was held once a week at
an inner city social agency over a period of six
weeks. The two -hour sessions dealt with:
1. Success and Failures in Small Business
2. The Why and What of Bookkeeping
3. Planning and Budgeting
4. Inventory and Cash Management
5. Financing Short and Long Term Needs
6. Sources of Assistance and Information
The seminar was sponsored by NAA- Milwaukee
Chapter, Northeott Neighborhood House (provided the facilities), Small Business Administration (provided a speaker), and the Milwaukee
Area Technical College — Business Division (provided the printing and the distribution of flyers).
Although the seminar was rather poorly attended,
it was highly praised by those who participated.
We also referred the new owners to sources of information, particularly government pamphlets. It
is important for new businessmen to know where to
get information, we believe.
Most businesses at the Plaza opened in June
1973. We watched the progress of our involvement
very closely as some problems surfaced, a not unexpected development. There were misunderstandings, misinterpretations, some disinterest and some
frustrations on both sides. Although we felt that
there were no serious or critical difficulties, we
thought it would be helpful to have an open dis56

cussion of possible dissatisfactions or any other
items to be aired between the advisors and their
clients. Consequentiv, a meeting was called several
weeks after the opening. The president of CCDC
sent a special letter to all managers, stressing the
importance of their attendance. Almost all managers and advisors did attend and the owners expressed appreciation of the NAA chapter's work.
In April and May 1974, another Small Business
Management Seminar was held at the Plaza. The
seminar followed the same format as the one held
in 1973. This time the attendance was much better and all participants were well satisfied with the
presentations. More than two years after we started
this project some advisors are still in touch with
their clients but by and large the work the Milwaukee Chapter set out to do has been accomplished. It would be unrealistic to expect that a
project of this magnitude would be an unqualified
success; however, if the question were raised
whether or not the effort was worthwhile, the
answer would be a resounding yes. Predictably,
some of the enterprises are doing all right while
some have serious financial problems.
The major business problems were undercapitalization, high employee turnover and inexperience
in managing inventories. Sonic problems we could
help solve; others are still plaguing the owners. We
like to feel that those managers who attended our
seminars were a little better prepared than those
who did not.
The author spent up to 20 hours a month with
clients at the peak of the counseling and at one
time or another dealt with five different companies.
He is still in frequent contact with the entrepreneurs.
The value of this undertaking cannot be measured by the success or failure of individuals of
business ventures. We believe that we have demonstrated in a most constructive manner that we are
concerned with social problems. We think that
the real value for all participants lies in the conclusion that in human relations there are no majorities, neither are there minorities. There are only
people who care and those who do not.
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Chapter/ Member News
Semler Named at Abbott Labs
Bernard H. Semler, Illinois Northeast
Chapter, has been elected executive vice
president, finance, Abbott Laboratories.
Mr. Semler joined Abbott in 1969 as
vice president, finance. He is a member
of the company's operations committee
and secretary of the executive and audit
committees of the Abbott board of directors.
A CPA, he has served as a national director and national vice president of
NAA. He is currently a member of the
Management Accounting Practices Committee.
❑

Franklin Retires at Caterpillar
William H. Franklin, chairman of the
board and chief executive officer at Caterpillar Tractor Co., has retired effective
February 1. He will continue as a member of the board.
Mr. Franklin, who served as national
vice president of NAA during 1950 -51,
is a trustee of the Financial Accounting
Foundation. A CPA, he joined Caterpillar in 1941 as assistant controller. He
was elected president in 1966 and chairman in 1972. He is chairman of the
Federal Reserve Bank of Chicago and a
director of Exxon Corp., TP &W Railroad Company, Overseas Development
Council, and the Joint U.S.-U.S.S.R.
Trade and Economic Council, Inc. ❑

E. L. KESTER, Dayton past president.
SCMS.
WILLIAM E. KOPPLIN, Chicago.
MILo L. LARSON, Western Wayne.
WILLIAM J. LING, Chicago.
GERARDO MUNK, Buenos Aires.
THEODORE H. NELSON, Los Angeles.
KENNETH W. PATTERSON, Illowa, past
president. SCMS.
G. FREELAND PHILLIPS, Fort Wayne.
RUDOLPH A. RINTALA, San Francisco.
MERVYN M. SCHADE, Erie, past president.
HERBERT H. SCHUELLER, New York.
ELLIOTT F. SMITH, New Orleans.
ARTHUR G. STEARNS, Boston.
ALAN N. STEINER, Member -at- Large,
Canada.
ALLEN G. THOMPSON, Chattahoochee
Valley.
PAURIDEs G. VIDAL, Member -at- Large,
South Africa.
MILLARD WELLER, Dayton.

BYRON A. BROOK, Illinois Northeast, is
now corporate controller, Films, Inc....
RICHARD H. TOOL has joined Daubert
Chemical Corp., as accounting manager.
JOHN M. CAREY, Jamestown- Warren, has
been named vice president of Struthers
Wells Corp.
LAURIE E. BERCERSON, Kalamazoo, Is now
vice president - treasurer, Johnson - Klein.
R
MARVIN L. WALTON, Knoxville, has been
appointed manager of the Bearden
Branch by the Bank of Knoxville.
CHARLES S. HAVELKA, Lehigh Valley, has
been named secretary- treasurer, and HARVEY S. MOSER, controller, of Boyertown
Burial Casket Co.

DENNIS J. KALSCHEUR, Madison, was promoted to special assistant to the executive vice president, finance, Cuna Mutual
Insurance Society.

SEMLER
I ll i no i s No r t hea st

FRANKLI N
Peor ia

Promotions and New Positions

The designation of Emeritus Life Associate

STEPHEN L. AGNES, Baltimore, has been
promoted to district accounting manager,
Sealtest Foods.... CLARENCE P. GOETZ,
JR., has been promoted to accounting
manager of the research division, W. R.
Grace & Co. . . . WILLIAM A. ScHuLTHERS was elected assistant treasurer,
Provident Savings Bank.
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JAMES M. ERTL, Grand Rapids, has been
named controller and assistant treasurer
of Rospatch Corp.

RICHARD C. YOUNG, Long IslandSuffolk,
is now manufacturing controller, P. Lorillard, Division of Loew's, Inc.

Emeritus Life Associates
is made available to retired members who
have had 20 years of active service, or ten
years of active service including five years
as an elected national or chapter officer or
director. Those so designated are relieved
from payment of annual dues. The intent
of this provision of the By -Laws is to recognize the debt which the Association owes to
members of long standing.
RALPH R. BRANDELY, Waterbury past
president.
JOHN C. BRANDT, Member-at-Large, USA.
JOSEPH E. DANAHER, Syracuse, past
president.
NORWOOD P. DIXON, Fort Worth.
OLIVER J. EDWARDS, Birmingham, past
national vice president. Stuart Cameron
McLeod Society.
GLENN W. GEISINGER, Milwaukee.
RALPH B. GOOD, Reading.
JOHN K. HAMMOND, Member -at- Large,
past president. SCMS.
HucH K. HIGGINS, Baltimore.
ABRAHAM HOFFMAN, New York.

comptroller of the Metropolitan Opera
Guild.

HOWARD F. GREENE, GERALD R. RUBIN
and ELWYNN J. MILLER, Boston, have
combined their practices under the firm
name of Greene, Rubin & Miller, CPAs.
DONALD L. HEINE, SR., Cleveland, has
been named assistant controller and corporate director of budgets at White
Motor Corp.
ROBERT L. BORDERS, Connecticut Gateway, has been elected secretary of Miller
and Fink Corp. and its subsidiaries. He
will continue to serve as treasurer of the
corporation.
H. O. MAYER, Essex County, is now

PHILIP M. CHRUSZ, Mass. Route 128, Is
the new assistant to the vice president of
finance and treasurer, Zayre Corp.
HARRY G. CROCKETT, JR., Memphis, Is
now senior vice president of Guardsmark,
Inc. . . . AUGUSTUS W. HORRELL has
joined❑National❑Trust❑Life❑as❑manager❑—
agency reporting services.
DONALD A. TONN, Michiana,recently was
promoted to executive vice president and
chief operating officer of National Bank
& Trust Co.
JERALD R. HOEFT, Milwaukee, is now
vice president of finance and assistant
treasurer of surgical care❑—Blue Shield.
. .. KENNETH J. KRUEGER has been promoted to divisional vice president and
assistant manager of the Milwaukee office, Aetna Business Credit.... SHIRLEY
M. WEBB was named secretary, hospital
management services, Will Ross, Inc.
EUGENE S. ABERNATHY, Montgomery,
has been named treasurer, and DAVID A.
COOK, internal auditor, at Blount, Inc.
ANTHONY J. CONSI, JR., Morristown, is
now manager with the Newark office of
Coopers & Lybrand.
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CLARENCE J. TRUXILLO, JR., New OI]ealls, has been promoted to second vice
president, Agency Administration Services, Pan American Life Insurance Co.
STANLEY RUFFETT, New York, has been
elected to the board of directors of Applied Devices Corp. He is corporate
treasurer and chief financial officer.
CHARLES W. GOADY, Oakland -East Bay,
has been appointed regional commissioner
in Region IX of the Social and Rehabilitation Service, U. S. Dept. of Health,
Education, and Welfare.
JOHN T. CONNOR, Omaha, has been
promoted to manager at Touche, Ross
and Co., Omaha.
JOSEPH E. CAMP, Piedmont Winston Salem, has been promoted to vice president at Wachovia Bank and Trust.
JAMES H. DUNN, Roanoke, was elected
treasurer and chief financial officer of
Virginia Iron, Coal and Cok e Co. .. .
W. G. YOUNG is now secretary- treasurer
of Shelton -Witt Equipment Corp.

ROBERT B. SCHOONMAKER has formed
his own company, Accountants and Bookkeepers Temporary Personnel.
WILLIAM M. SCHNEIDER, San Jose, has
been appointed assistant controller of
Northern Telecom, a Northerrk, Electric
Co., in Boston.
MELVIN L. BICKEL, St. Louis, has been
promoted to superintendent of Madison
Works, Laclede Steel Co. . . . CHARLES
E. PENN was elected president of the
Color Process Co.
JANE E. GESELL, South Central Indiana,
has been named product planning manager for Cosco Household Products, a
division of Cosco, Inc.
JOHNJ.BoMBINO, Washington Tri- Cities,
past president, has been promoted to director of finance and administration,
United Nuclear Industries.
EDGAR J.Loomis, Waukesha Area, has
been appointed vice president and general manager of Universal Data, Inc.

JOSEPH T. BURKE, Rochester, has been
named controller of Postler and Jaeckle.
. . . ANN CANFIELD is now comptroller
of the Rochester Housing Authority.

JOHN T. McENROE, Western Carolinas,
was elected treasurer and assistant secretary of Phillips Fibers Corp. He is also
assistant controller.

WILLIAM D. MCLAUGHLIN, San Francisco, was appointed assistant secretary treasurer of Ascherman Export, Inc....

DAVID M. PAUGH, Wichita, has been
promoted to general manager of Wolf
Creek Lumber, Inc.

In Memoriam
ROBERT C. ADAMS, 43, Tulsa, 1968.
WILLIAM G. ALLEN, 65, Morristown,
1946.
KENNETH E. ALLEN, 72, Member -atLarge, Canada, 1947. Emeritus Life Associate.
EDWIN J. AYMAR, 59, Essex County,
1964.
DOMENICK J. BENNESE, 47, Johnstown,
1962.
PHILIP P. BORDEN, 76, Member -at- Large,
USA, 1930. ELA.
RUSSELL F. BROCKMILLER, 70, Oakland
County, 1935. ELA.
J. A. CLAY, 56, Salinas Valley- Monterey
Peninsula, 1968.
CHARLES A. DIANIs, 31, Westchester,
1970.
HAROLD DRAPP, 55, Cincinnati, 1954.
JOSEPH EDER, 54, Boston, 1956.
CURTIS F. FALLDINE, 63, Olean-Bradford
Area, past president, 1938.
CURTIS S. HAFER, SR., 64, North Penn,
1968.
CARL J. HART, 77, Cleveland, 1937. ELA.
JEANITA A. LOGAN, 62, Portland- Columbia, 1969,
HERMAN J. MULLER, 75, New York,
1942. ELA,
WILLIAM E. RENNER, 53, Detroit, 1968.

MAP Committee Responsive Action Update

-

The July 1974 issue Of MANAGEMENT ACCOUNTING contained
an article titled "Index of MAP Committee Responsive Action."
The article essentially consisted of a tabulation of comments
made by the Management Accounting Practices Committee
to various organizations and agencies regarding accounting
issues, proposed rulings, etc., through March 31, 1974. The
listing which follows represents an update covering the period
April 1 November 30, 1974. Copies of these responses may
be obtained by writing to Mrs. Phyllis Liuzzi at the national
office.
Reference

Date of
Comments

2/19/74

CASB -9

11/20/74

Allocation of Business Unit G&A
Expenses to Cost Objectives
Depreciation of Tangible Capital
Assets

Canadian Institute of Chartered Accountants
CICA-1

8/6/74

5/20/74

FASB -6

7/2/74

FASB -7

8/12/74

FASB -8

8/30/74

FASB -9

10/18/74

Disclosure of Accounting Policies

Accounting for Ii'oreign Currency
Translation
Financial Reporting for Segments
of a Business Enterprise
Accounting for Research and Development Costs (Proposed Stan.
dard)
Conceptual Framework for Accounting and Reporting
Accounting for Leases

International Accounting Standards Committee

Topic

Cost Accounting Standards Board
CASB -8*

1FASB -5

IASC -1
IASC -2

6/13/74
10/16/74

General statement of policy
Valuation and Presentation of Inventories in the Context of the
Historical Cost System

Securities and Exchange Commission
SEC-8

8/15/74

Capitalization of Interest by Companies Other Than Public Utilities

FASB -4
68

5/6/74

Accounting for Future Losses

•

Financial Accounting Standards Board
This comment letter was written in response to a staff-prepared draft standard.
A Board-approved version has since been published for public comment.
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Dun do Bradstreet
Invites you to:

PICK
THE BRAINS

Time Off

of America's top
business authorities
Now, as never before, you need hard facts
Sound forecasts. Useful insights.
That's why Dun & Bradstreet has decided to inaugurate the Executive Reader's
Service —a book club that's long on infortnation ... short on fluff , . , priced right.
At savings up to 30%, you'll have your
pick of business books that no executive can
afford to ignore. So, right now, we urge you
to take advantage of this special introductory
offer:
TAKE ANY Z BOOKS
— With Savings Up To $57.00 —
ALL FOR ONLY $5.

a

(Yo ur o nly o b ligatio n : to acc ep t three more

ERS offerings during the next 12
months —at large discounts.)

"Would you mind giving me the name of your tailor? I'd like to have him
design a neon sign for our office and plant facilities."

Sexist Language and
Sexual Stereotyping
"We think th ere is a d irect con nection
between sexist language and sexual
stereotyping: male personal pronouns
are used to refer to an accou ntant, an
auditor, a manager, a supervisor, a
businessman, an d so o n ad n au seu rn .
But female personal pronouns are used
when referring to a secretary, a ty pist,
a keypunch operator, a receptionist,
and other p eo ple lo w on the p ay scale
In b u s i n e s s .

" O n e way of chan ging the sexual
stereotype of an y profession is to attract more p eo p le of th e o th er sex to
that profession. Ou r two sponsoring
organizations [the American Wo man 's
Society of CPAs and the American
Society o f Wo men Accou ntan ts] were
founded to d o ju st that. Bu t c an we
interest wo men in a career in accoun ting when all th e sub tle sign als in the
literature sav: acco u ntin g is for men
only? And these signals are there, in
the career pamph lets, the textbooks,
and the pro fessional journals."
—from October 1974 issue,
Th e Wo m an CPA

Upping the Competition
Calling for the reinstitution of wage price controls as a defense against
inflation, Commissioner Paul Rand
Dixon of the Federal Trade Commission alluded to an experience he had
while he was chief counsel and staff
director to the Senate Subcommittee
on Antitrust and Monopoly of the
Judiciary Committee from 1957 -1960.
He said: "It was observed in certain
industries prices did not follow the
traditional law of supply and demand.
Company after company would raise
prices to meet the higher prices of
their competitors. I once asked the
question of a most distinguished witness during one of these hearings for
an explanation as to why it was necessary to raise his price to the higher
price of his competitor. In effect he
answered that if he did not raise his
price it would be necessary for his
competitor to reduce his price to that
of his own company and since he desired higher profits he in turn asked
what was wrong with making higher
profits."
—FTC news release

6162 Marketing Information Systems. Kurt H. Schaffir
and H. George Trentin. How to plan, design, operate a
system. List price $24.00
6185 Buy, Sell, Merge: How To Do It. W illiam H.
Baumer and Leo Northarl The motives and methods influencing negotiations. List price $21.50
6191 Return on Investment. Robert A. Peters. Theory
and applications, examined in depth for operational managers. List price $19.95
6001 AMA Management Handbook. Russell F. Moore.
Assembles the substance of AMA' s most popular seminars. List price $37.50
6173 Corporate and Executive Tax Sheltered Investments. Peter C. Reid and Gustave Simons. Authoritative,
nontechnical, up to date. List price 520.00
60% The Dun & Bradstreet Handbook of Credits and
Col1ecllons. Harold T. Redding and Guyon H. Knight III.
Most complete credit reference book ever written. List
price $20.00
6123 Assuring Customer Satisfaction. Rodney L. Cron.
Sound advice on facing the militant consumer. List price
$16.95
6080 Methods and Techniques of Business Forecasting.
W. F. Butler. R. A. Kavesh. R. B. Platt. The classic text on
the subject. (Counts as two selections.) List price $49.50
6033 Confessions of a Price Controller. C. Jackson
Grayson, Jr. with Louis Neeb. Ex -Price Chief speaks
frankly. List price 19.95
6042 Budgeting. Reginald L. Jones and H. George Trentin. Superb guide for non - financial executives. List price
$24.50
6038 No-Nonsense Delegation. Dale D. McConkey.
Realistic view of a prime managerial function —and problem. List price $12.95

q
- - Dun
- - &- Bradstreet
-- - - - - I The
I Executive Reader's Service
Box 4531, Des Moines, Iowa 50336

370

I

Please enroll me as a member of your Service, send me the
honks indicated below, at only $5.00 plus postage and handling
for both. To fulfill my membership obligation. 1 need buy only
three more books during the next 12 months --each at subsnnnalsavings.
Bil l me
Bill my company
Indicate by number your book chmces:

r Name

t

I
I

Company
Title
Address

City
State
Zip
NOTE: About every four weeks, you will receive our free
Ex e c u t i v e ' s R e v i e w
(plus reply card). If you want the main
selection described therein, do nothing; the book will come

L
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automatically. To order an alternate selection or no book. return
the card by s cifred date. You have 10 days m make your
choice —but i you receive an unwanted book because of late
tnail. w - g - a m e e =P2.1-at—

Circle 5 on inquiry card .

Review Courses Scheduled for CMA Examination
Candidates who want to review in preparation for the examination for the Certificate in Management Accounting will have
help from a number of educational organizations which plan to
hold CMA review courses this spring. The courses will be
offered prior to the fourth annual CMA examination, scheduled
on June 11 -13 in major cities.
The review courses being offered vary in length, format and
approach. In many cases, the courses are being taught by members of the Institute of Management Accounting who have
obtained their certificates. Brief descriptions of three courses
follow.
The Carolinas Council, in cooperation with the Center for
the Advancement of Accounting of the University of South
Carolina, held a one -week program last fall and plans another
one from April 28 to May 2. This course covers one part of
the five -part examination each day of the week, permitting
applicants to study for the entire examination or brush up on
one part only. Ten -hour sessions are devoted to each part. Dr.
James B. Edwards, a holder of the CMA, is in charge of the
course.
A ten -week course was sponsored by the Buffalo Chapter
last fall at the Canisius College, according to Ronald J.
Huefner, winner of the Beyer Silver medal for the 1972
examination. The chapter plans to offer another such review
course of instruction two evenings and Saturday morning,
totalling ten hours, each week at Canisius this spring.
Another holder of the CMA certificate, Dr. Leslie R.
Loschen, associate professor at the University of Southern
California, will be program director at the fourth annual review
course presented by the Office of Executive Programs at the
USC School of Business Administration. Last Fall the review
course offered a total of 18 half -day sessions on Saturdays. A
participant could enroll for all the sessions or for those covering only one part of the examination. The Spring program is
planned for some time in March.
For further information on the review courses noted above,
and others scheduled, contact the course coordinators listed
below.
ALABAMA
Dr. Grant W. Newton
Accounting Department
University of Alabama
P.O. Box AD
University, Ala. 35486

BOSTON
Clifford F. Youse, Director
Center for Continuing
Education
Bentley College
Waltham, Mass. 02154

ATLANTA
Yezdi K. Bhada
The Atlanta CMA Review
P.O. Box 193
Atlanta, Ga. 30301

BUFFALO
W. T. Martin
Buffalo Chapter, NAA
c/o National Gypsum Co.

60

325 Delaware
Buffalo, N. Y. 14202
CHICAGO
Dr. Mitchell L. Slotnick
Accounting Department
Loyola University of Chicago
820 North Michigan Ave.
Chicago, Ill. 60611
COLUMBIA
James Edwards
Management Center
College of Business Administration
University of South Carolina
Columbia, S. C. 29208
DALLAS
Dr. Paden Neeley, Director
Professional Development Institute
North Texas State University
P.O. Box 13288, NT Station
Denton, Tex. 76203
DAYTON
Dr. Joseph F. Castellano
Castellano and Roehm
CMA Review Course
Department of Accounting
Wright State University
Dayton, Ohio 45431
HOUSTON
Vivien Simon
Executive Director
Houston Foundation for
Accounting Education
3130 Southwest Freeway,
Suite 414
Houston, Tex. 77006
LOS ANGELES
Dr. L. R. Loschen
Office of Executive Programs
308B Bridge Hall
University of Southern California
Los Angeles, Calif. 90007

MEMPHIS
Dr. L. Gayle Rayburn
Continuing Education &
Department of Accounting
Memphis State University
Memphis, Tenn. 38152
OMAHA
Dr. Wayne Higley
Omaha Chapter, NAA &
Department of Academic
Accounting
University of Nebraska
Box 688
Omaha, Neb. 68101
ST. PAUL MINNEAPOLIS
Dr. Robert F. Taylor
Director
The Management Center
College of St. Thomas
St. Paul, Minn. 55105
TRENTON
Michael McDaniels
Rider College
Trenton, N. J. 08602
MADISON
Dr. Ray Vander Weele
UW Management Institute
432 North Lake Street
Madison, Wis. 53706
HONOLULU
Edward M. Currie,
Coordinator
Hawaii Chapter, NAA
915 Hunakai Street
Honolulu, Hawaii 96816
SAN FRANCISCO
Dick Stewart
Continuing Education in
Management
University of California
Extension
2223 Fulton Street
Berkeley, Calif. 94720
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THE UNIVERSITY OF ALABAMA
SECOND ANNUAL

COMPREHENSIVE

CMA REVIEW
COURSES
TAUGHT BY THE ACCOUNTING FACULTY WHICH HAS CONDUCTED FIVE -WEEK
INTENSIVE CPA REVIEW COURSES TWICE A YEAR FOR 30 YEARS BENEFITING
OVER 5,000 PRACTICING ACCOUNTANTS
PHASE I

PHASE II

Independent Study Under

Intensive Courses on The University of Alabama Campus in a Stimulating

A Professionally Designed

Academic Environment Under the Direction of Experienced Professors

Study Plan

Study suggestions, outlines of

(May

Part II

(May 7- 8)— Organization and Behavior, Including

the t o p i c s co v e r e d on the
exa min ati on, reading assign ment s and sample questions
and problems will be mailed
to yo u u p on p a ymen t o f f ees .
(Eighty per cent refund of

5- 6)— Economics and Business Finance

Part I

Ethical Considerations
9- 10)— Public Reporting Standards,
Auditing and Taxes

Part III

(May

Port IV

(May 12- 14)— Periodic Reporting for Internal and
External Purposes

Port V

(May 15 -17)— Decision Analysis, Including Modeling
and Information Systems

fees if no t ice of cancellation
i s g i ven by A p r i l 2 8 . )

YOU MAY REGISTER FOR ANY OR ALL OF THE ABOVE COURSES

Cut Along Dotted Line and Mail To:

The CMA Review Courses
are sponsored by the Account-

i

ing and Inf or m a ti on Systems
Departm ent and the Divis ion

l
i

of Continuing Education of
The University of Alabama

i
I
l

Accommodations are available on the campus ($8.50 to
$10 per day, including meals)
and in the City of Tuscaloosa.
Information about these facilities will be mailed to you upon
enrollment.
..._.— _..r.. .._.._ .- -Registration is limited. You
are urged to return the attached form immediately.

i
i
i
i

DR. GRANT W. NEWTON
CMA REVIEW

I wish to enroll in the CMA Review Courses checked below:
Part I,
May 5- 6, 1975
$60
Part II,
May 7- 8, 1975
60
Part III, May 9 -10, 1975
60
Part IV, May 12 -14, 1975
75
Part V
May 15 -17 1975
75
A check for $
is enclosed which represents the fees for
course(s) checked above. Please send independent study material,
(Make check payable to The University of Alabama.)
Please reserve a place in the course(s) checked above. I will submit
the required fees by April 1, 1975.
Please send additional information.
Name------

i
I

Box AD
University, Alabama 35486

- -

--

-

—Tel. No.-

Address

Ci t y - - - Firm--- -- ___ - --

—

- -- - - -- - State
tate

- - _ Zip _ _

------ P oslt lon—

Circle 6 on inquiry card.

i

i

l
l
i
i
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NEXT CMA EXAMINATION
IS IN JUNE
The Institute of Management Accounting issues a reminder of a
change in the examination schedule.
The annual examination for the Certificate in Management
Accounting will be given in June. The examination, previously given in December, has been changed to June because
many management accountants have more time available in
the spring and early summer. This new schedule will also be
attractive to accounting students graduating in the spring of
each year because they will now be able to take the examination immediately upon graduation.
The dates and locations for the next examination follow:
Examination Schedule 1975
WEDNESDAY, JUNE 11
Part 1

1:30 p.m. -5:00 p.m.

Economics and Business
Finance

THURSDAY, JUNE 12
Part 2

8:30 a.m. -12:00 noon

Part 3

1:30p.m. -5:00 p.m.

Organization and Behavior,
Including Ethical
Considerations
Public Reporting Standards,
Auditing and Taxes

FRIDAY, JUNE 13
Part 4 8:30 a.m. -12:00 noon
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Periodic Reporting for
Internal and External
Purposes

Part 5

1:30 p.m. -5:00 p.m.

Decision Analysis,
Including Modeling and
Information Systems

The June 1975 examination is scheduled for the 27 cities here
listed. Candidates will be informed of any changes in the
selection.
Atlanta
Birmingham
Boston
Buffalo
Chicago
Cincinnati
Cleveland
Columbia, S.C.
Dallas

Denver
Detroit
Hartford
Honolulu
Los Angeles
Milwaukee
Minneapolis
Nashville
New Orleans

New York
Omaha
Pittsburgh
San Francisco
Seattle
St. Louis
Tampa
Washington, D.C.
Winston - Salem, N.C.

The answers to Part 1 appear in this issue of MANAGEMENT
ACCOUNTING. Parts 2, 3, 4,and 5 will appear in each of the
next four issues. The questions and unofficial answers for the
prior examinations are available in booklet form for $1.50 for
each vear's examination. The booklet for the 1974 examination
will be available in March.
Additional information about the Certificate in Management
Accounting program can be obtained from:
Institute of Management Accounting
570 City Center Building
Ann Arbor, Mich. 48108

MANAGEMENT ACCOUNT ING /FEBRUARY 1975

Management Accounting Examination

Examination for the Certificate in Management Accounting Program given by the Institute of Management Accounting (570 City Center Building, Ann Arbor, Michigan 48108), of the National Association
of Accountants (919 Third Avenue, New York, New York 10022).

Examination for Part 1
Economics and Business Finance
Wednesday, December 4, 1974; 1:30 p.m. to 5:00 p.m.

Estimated Time

Section A (All Questions are Required)
Number

..........

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . % hour

Number

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

Number

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

. . . . . . . . . . . . . . . . . . . . . . . . . . . . '/7 hour

Number

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

. . . . . . . . . . . . . . . . . . . . . . . . . . . . ' /z hour

Number

..........

Y z hour

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . % hour

Section B (Choose One of the Two Questions)
N u m b e r 6 o r N u m b e r 7 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . '/2 hour
3'/z hours
The time allowance suggested approximates the relative weight assigned each question.

INSTRUCTIONS TO CANDIDATES
1. Place your candidate number at the top of each answer
sheet you submit. Begin each question on a new sheet
of paper. Arrange your answers in the numerical order
of the problems. Number all pages in order. The answer
sheet provided for objective questions is to be considered page 1.

2. Calculations made to support your answers to problem
and analysis questions should be legible and clearly
referenced to your answers.
3. Answers to questions should be well written. Illegible
writing and lack of clear exposition will influence the
evaluation of the examiners.

FAILURE TO FOLLOW THESE INSTRUCTIONS MAY RESULT IN FAILURE OF WHAT OTHERWISE
MIGHT HAVE BEEN PASSING WORK.
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SECTION A
All questions are required
QUESTION NUMBER 1— Estimated time % hour
INSTRUCTIONS: Select the BEST answer for each of the
items below. Your answer is to be marked on the answer sheet
provided. Mark your answer by blackening the appropriate
answer space with a soft lead pencil. Mark ONLY ONE
ANSWER for each item. Your grade will be determined from
your total of correct answers.
Sample Item:
101. Which one of the following persons was a famous
economist?
a. Albert Einstein.
b. Charles Darwin.
c. Louis Pasteur.
d. Thomas Edison.
e. Adam Smith.
Answer Sheet
101. a........... b . . . . . . . . . . . c . . . . . . . . . . . d . . . . . . . . . . . e . e
Answer the Following Items
1. Financial leverage recognizes the effect of
a. capital structure.
b. asset structure.
c. uncertainty o f markets.

b. the cost of debt after adjustments for taxes.
c. the cost of debt before taxes.
d. zero, since retained earnings are internally generated
funds.
e. the average cost of capital.
5. Increases in total long -lived assets should not ordinarily
be financed by
a. long -term debt.
b. equity.
c- spontaneous increases in liabilities.
d. short-term debt.
e. leasing.
6. Financial risk is increased by using
a. long -term debt to finance short -term assets.
b. short -term debt to finance short -term assets.
c. short -term debt to finance all assets.
d. long -term debt to finance all assets.
e. long -term debt to replace short-term debt.

7. A rights offering will probably fail
a. if the new issue is small compared to the total common
outstanding.
b- if the issue has shown price stability over the past year.
c. if the stock is very widely held.
d. if the subscription price is close to the market price.
e. if the stock appears likely to increase in price.

d. uncertain estimates of cost of capital.

e. fixed operating costs.
2. In general, financial leverage is favorable for the firm
whenever the return on assets exceeds the
a. cost of capital.
b. cost of debt.
c. cost o f retained earnings.
d. marginal cost of capital.
e. pro f i tability i ndex.

3. The marginal cost of capital is defined as the
a. cost of the last dollar of new capital raised during the
year.
b. average cost of capital.
c. weighted average cost of capital.
d. average of the component costs of debt and equity.
e. incremental cost of the component costs of debt and
equity.
4. The cost of retained earnings is
a. the required rate of return on common stock.
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8. Many firms have retired their preferred stock because
a. preferred stock is sold on a lower yield basis than
common stock and dividends are taxable to the stockholder.
b. preferred stock lacks a maturity date and dividends are
not deductible for tax purposes.
c. dividend payments are not guaranteed to the stockholder and are taxable to the stockholder.
d. dividend payments are a fixed obligation and are not
deductible for tax purposes.
e. preferred stockholders share control of the corporation
with common stockholders and dividend payments are
not deductible for tax purposes.

9. A convertible debenture is used
a. as a sweetener when raising capital by debt instruments.
b. to sell common at prices higher than those prevailing
when funds are needed.
c. when low cost capital is needed during a construction
period.
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d. when capital cannot be raised by a straight debt instrument at a reasonable rate.
e. for all of the reasons enumerated above.
10. Which of the following factors is least lik ely to influence a publicly held company's dividend policy?
a. the internal investment opportunities of the firm.
b. the tax position of the firm's stockholders.
c. the tax position of the firm.
d. legal rules on dividends as established by state statutes
and court decisions.
e. desire to maintain a relatively stable dividend payment.
11. Of the following, which one is not a major variable in
establishing credit policy?
a. credit standards.
b. credit period,
c. discounts for early payment.
d. collection policy.
e. the lender's sales volume.
12. The expectation theory of interest rates states that longterm interest rates are
a. a regression of historical yields adding a liquidity
premium.
b, extended short -term interest rates.
c. an average of short-term interest rates.
d. consistently higher than short -term rates.
e, the expected short -term rates at those future time
periods.

13. The present value of an asset is equal to the sum of future
cash flows from the asset discounted at an appropriate discount
rate defined as the
a. short -term interest rate.
b. asset yield.
c. return to total assets.
d. cost of capital.
e. return on net worth.
14. Which of the following is a fundamental equation of
finance to express the relationship between a present and
future sum of money where TV is the value of the ending
amount, i is the interest rate, P is the principal and n is the
numbers of years.
a. TV =
P
(1 + i)n
b. TV

= Pt + P0 + i)

c. TV

= P(1 + p

d. TV

= (1 + i )
(1 - Pi)

e. none of the above equations expresses the correct
relationship.
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15. Technical insolvency exists when
a. a firm's liabilities exceed its assets.
b. income is below projected levels.
c. losses occur.
d. revenues do not cover costs.
e. assets exceed liabilities, but a firm cannot meet current
cash obligations.
16. Knowing that interest rates and the price of securities
are inversely related, an investor who holds marketable
government securities now is likely to sell them and hold
money if
a. he knows interest rates will fall far below present levels.
b. he knows interest rates will constantly fluctuate up and
down within a narrow range.
c. he knows interest rates will rise far above present levels,
d. he knows interest rates will not change from present
levels.
e. he knows the Treasury Department will not be floating
new debt.
17. The combination of a tight fiscal policy and a tight
monetary policy is most appropriate
a. in slowing down cost -push inflation.
b. in slowing down demand-pull inflation.
c. in creating jobs during a period of recession.
d. in stepping up the rate of economic growth.
e. in providing incentives to the private sector of the
economy to clean up the environment.
18. Government price and wage controls are the most
appropriate corrective measures in a situation
a. of cost -push inflation in which the rate of inflation
accelerates in spite of the rising unemployment rate.
b. where inflation is caused by the excess of aggregate
demand over aggregate supply.
c. where inflation is caused by an increase in government
deficit spending,
d. where consumer price index rises because of a drought
in the agricultural sector.
e. where inflation is caused by an increase in the foreign
demand for American products.
19. In order to stimulate economic activities through increased spending for an economy in recession, the most
effective fiscal policy measures are
a. a reduction in government spending to produce a surplus
and a tax cut.
b. a reduction in government spending to balance the
budget and a tax cut.
c, a reduction in government deficit spending and a tax
increase.
d. an increase in government spending and a tax increase to
balance the budget.
e. an increase in government deficit spending and a tax cut.
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20. Which of the following statements does not describe
correctly the effects an income tax increase has on the level of
economic activities?
a. An income tax increase causes consumption to decline
because disposable personal income is reduced.
b. An income tax increase causes a reduction in business
investment because business profits after taxes are
reduced.
c. An income tax increase matched by an increase in
transfer payments by the same amount will not affect
the level of national income.
d. An income tax increase reduces aggregate demand so
that demand for imports falls which tends to improve
the country's balance of payments position.
e. An income tax increase matched by an increase in
government spending by the same amount will not
affect the level of national income.
21. Suppose that during 1975 the money supply grows at an
annual rate of 1.0 %. This would be consistent with a program
designed to
a. stabilize the economy and reduce inflation.
b. accelerate the economy and slow inflation.
c. accelerate the economy and increase inflation.
d. stabilize the economy and worsen the balance of payments.
e. accelerate the economy and improve the balance of
payments.
22. In formulating their approach to macroeconomics, the
monetarists argue that
a. we should rely exclusively on changes in tax rates and
expenditures.
b. the money supply should grow at a constant rate over
time.
c. we should accelerate or decelerate the growth of the
money supply for counter - cyclical purposes.
d. we should adopt a tough freeze policy for wages and
prices.
e. we should place export bans on select commodities
crucial to economy.
23. Marginal revenue is defined as
a. the additional revenue derived from the sale of an extra
unit of output.
b. the ratio of total revenue to average revenue.
c. the additional profit derived from the sale of an extra
unit of output.
d. the ratio of marginal cost to marginal profit.
e, the difference between average variable cost and average

b. relates output produced to required inputs.
c. relates wages to interest rates.
d. associates level of profit with the amount of production.
e. relates output to revenue.
25. Assume that the price of hamburger is raised from 75Q
per lb. to 950 per lb., while the price of chicken remains constant at 70Q per lb. No other substitutes are available. How
would revenue from sales of meat and chicken be altered by
this increase?
a. It would increase for both.
b. It would decrease for both.
c. It would increase for chicken, increase or decrease for
hamburger.
d. It would decrease for chicken, but would increase for
hamburger.
e. There would be no change for either chicken or hamburger.
26. The demand for labor is primarily determined by the
a. demand for land and capital.
b. supply of land and capital.
c. supply of labor.
d. demand for products which it helps produce.
e, labor hiring halls.
27. W hich of the following correctly describes the behavior
of individuals in a free enterprise economy?
a. Individual actions are governed by self interest.
b. Individual actions are coordinated with a national
economic plan.
c. Private businessmen make their decisions in order to
maximize public welfare.
d. Individuals desire to earn only enough money to meet
subsistence needs.
e. Individuals subordinate their needs to those of the
central government.

28. The government imposes a price ceiling of $2 for Product Y, which is below its market price of $3. Because of this
action, we can predict that, all other things constant,
a. customers will be able to purchase all they want at $2.
b. producers will not be able to sell all they would like at
$2.
c. there will be a surplus of Product Y.
d. there will be a shortage of Product Y.
e. equilibrium will be restored to the market.

revenue.

24. The production function for a firm
a. is a statistical relationship between cost and revenue.
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29. If a maker of panty hose w ere looking for an income
variable to correlate to national sales, he would select
a. transfer payments.
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b.
c,
d.
e.

investment income.
corporate profits.
rental income.
disposable income.

30. If the marginal propensity to consume equals .8, a $1
billion increase in business investment will tend to cause net
national product to
a. increase by $1 billion.
b. increase by $.8 billion.
c, increase by $5 billion.
d- increase by $4 billion
e. none of the above.

c. a decrease in income multiplier, and with that, a given
change in monetary or fiscal policy becomes less effective in changing the level of national income.
d. an increase in income multiplier, and with that, a given
change in monetary or fiscal policy becomes more
effective in changing the level of national income.
e. a decrease in community's saving, and therefore, a decrease in community's money supply.

34. A correct interpretation of the acceleration principle (or
accelerator) is one of the following:
a. When consumer demand increases, there will be an increase in the demand for investment goods in order to

31. W hich of the following firms is correctly described as a
monopolist?
a. General Motors Corporation, with more than 50% market share in the automobile industry.
b. British Airways, which is the only British airline serving
the Atlantic air route.
c. a penicillin producer who possesses an expired patent
right to produc e the product.
d. a jeweler who holds an exclusive right to sell jewelry in
the only regional shopping mall for a particular market
area.
e. an independent gasoline dealer during the period of
gasoline shortage,
32. The pricing behavior in an oligopolistic industry is best
described by one of the following statements:
a. An individual firm is not likely to adjust its price to
changes in cost immediately, because the firm is not
certain about the reaction of competitors to its price
change. The industry's price, therefore, is likely to be
rigid.
b. Price is likely to rise or fall continuously because each
firm possesses substantial market power to manipulate
market price.
c. Cut - throat price competition is the normal feature, because competitors try to squeeze each other out until
one finally survives and becomes the monopoly.
d. There is a tendency for the competitors to fix price by
explicit price fixing agreement.
e. The smallest firm in the industry always leads the price
change for the industry.
33. An increase in the marginal propensity to consume (or a
decrease in the marginal propensity to save) implies
a. that the community's saving as a percentage of income
declines, and therefore, there will be a decline in
investment.
b. that the community saves a smaller percentage of the
extra income earned, and therefore, there will be a decline in investment.
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build up productive capacity.
b. Because interest rates rise during the boom, business
firms tend to slow down investment during the same
period even though productive capacity may be getting
strained.
c. When consumer demand becomes constant after a series
of increases, demand for investment goods will also remain constant.
d. Demand for investment goods will decline only when
consumer demand declines, because in such a situation,
less productive capacity is needed.
e. It is not possible for the demand for investment goods to
decline even if consumer demand declines, because there
are always needs to replace worn -out machines and
equipment.

35. W hich of the following is most important in increasing
the rate of economic growth?
a. highly progressive tax structure,
b. high interest rates on time deposits,
c. increasing the percentage of GNP used for investment.
d. a constant supply of funds available to investors.
e. reducing inequality of income and wealth.

36. If you are about to finance a new business building and
expect continued high rates of inflation,
a, you should consider a larger mortgage in order to pay
back cheaper dollars later.
b, you should not let inflation affect your mortgage
decision c. you should consider a smaller mortgage to be sure you
pay off as much as possible before the dollar loses more
value.
d. you should consider a larger mortgage only if you can
get a better interest rate.
e. none of the above answers concerning financing are
appropriate.
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37. An importer will be expected to pay more (in U. S.
dollars) for his import when
a. speculators are selling dollars for other currencies or
for gold.
b. there is a big increase in the net inflow of foreign capital
into the United States.
c. there is an increase in the foreign demand for American
products.
d. foreign countries raise tariffs on imports from the
United States,
e. the U. S. economy slows down to the level of a recession
brought about by tight fiscal and monetary policies.
38. The use of freely flexible exchange rates in foreign trade
a. encourages the flow of trade between domestic and
foreign businesses.
b. weakens a nation's terms of trade if there is an increase
in the international value of its currency.
c. stabilizes the domestic economy because fluctuating
exchange rates stimulate industries producing internationally traded goods.
d. minimizes the occurrence of any domestic price inflation.
e. automatically corrects a balance of payments disequilibrium.
39. Which of the following is a public good?
a. doctors' medical service.
b. national defense.
c. automobiles.
d. steel.
e. corn.
40. An example of an externality is
a. sending semi - trailers on railroad flat cars.
b. containerized shipments of freight.
c, excessive noise produced by a large jet.
d. individual purchases of television sets.
e, the multiplier effect.
QUESTION NUMBER 2— Estimated time'/ 2 hour
The Internal Revenue Code provides one means for the
federal government to raise tax revenues to support its operations. It has also been used as an instrument to influence the
overall economic activity of the United States economy.
Required:

QUESTION NUMBER 3— Estimated time 12
' hour
Inflation has become a problem of continuing concern in
the United States. For the past few years inflation has been
occurring at an increasing rate. Attempts to control inflation
have caused considerable frustration recently because the tools
employed to control inflation have been of limited effectiveness.
Required:
A.
Identify the tools available to the government to
control inflation.
B.
Which ones, if any, have been used during the past
four years?
C.
Explain how the shortages in energy and food may have
made the tools used less effective than in other circumstances.
QUESTION NUMBER 4— Estimated time '12 hour
Business firms are regulated by a variety of local, state and
federal laws, including those administered by such federal
agencies as the Federal Power Commission, the Securities and
Exchange Commission, the Federal Trade Commission, etc.
Legislation has been passed expanding the influence of government in business. Listed below are some of the pieces of
legislation which have been enacted (the formal name of the
act is given first, followed by its popular name in parentheses):
1. Clean Air Act of 1963 and Amendments of 1970 (Clean
Air Acts).
2. Consumer Credit Protection Act of 1968 (Truth -inLending).
3. Federal Health and Safety Act of 1970 (Occupational
Safety and Health Act — OSHA).
4. Fair Labor Standards Act Amendments of 1963 (Equal
Pay Act, 1963).
5. Federal Civil Rights Act of 1964, Title VII (Equal Employment Opportunity Act).

A.
Identify one important business tax provision that
was adopted for the primary purpose of influencing the U.S.
economy.

Required:
A.

B.

Explain what its effect on the economy was to be.

C.
Using a brief example of a single firm, explain how
this effect was to be brought about.
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Describe the purpose of any three of the five acts

I isted.
B.

Discuss the impact that the three acts have upon

business operations.

MAN AGE MEN T A C C O UN TI N G: FEB RUA RY 1975

Economics and Business Finance
QUESTION NUMBER 5— Estimated time's hour
The Jackson Company has been negotiating with the Wright
Bank with the hope of finding a cheaper source of funds than
their current factoring arrangements. Forecasts indicate that,
on average, they will need to borrow $180,000 per month
this year —which is approximately 30 percent more than they
have been borrowing on their receivables during the past year.
Sales are expected to average $900,000 per month of which 70
percent are on credit.
As an alternative to the present arrangements, Wright Bank
has offered to lend the company up to 75 percent of the face
value of the receivables shown on the schedule of accounts.
The bank would charge 15 percent per annum interest plus a 2
percent processing charge per dollar of receivables assigned to
support the loans. Jackson Company extends terms of net 30
days, and all customers who pay their bills do so by the 30th of
the month.
The company's present factoring arrangement costs them a
2' /z percent factor fee plus an additional 1112 percent per month

on advances up to 90 percent of the volume of credit sales.
Jackson Company saves $2,500 per month that would be
required to support a credit department and a 1% percent bad
debt expense on credit sales.
Required:
A.
Calculate the expected, monthly cost of the bank financing proposal.
B.

Calculate the expected, monthly cost of factoring.

C.

Discuss three advantages of factoring.

D.

Discuss three disadvantages of factoring.

E.
Would you recommend that the firm discontinue or
reduce its factoring arrangement in favor of Wright Bank's
financing plan? Explain your answer.

SECTION B

Answer only one question from Questions 6 and 7.
If both are answered, only the first will be counted.
QUESTION NUMBER 6 (An Alternate to Number 7) —Esti
mated time '/Y hour
The treasurer of a new venture, Start -Up Scientific, Inc., is
trying to determine how to raise $6,000,000 of long -term
capital, His investment adviser has devised the alternative
capital structures shown below;

Required:
A.
What is the cost of capital to the firm under each of
the suggested capital structures? Explain your result.
B.
Explain the logic of the anticipated higher interest
rate on debt associated with Alternative B.
C.
Is it logical for shareholders to expect a higher
dividend growth rate under Alternative B? Explain your

Alternative A
$2,000,000

9% Debt

$4,000,000

Equity

If this alternative is chosen, the firm would sell 200,000
shares of common stock to net $20 per share. Stockholders
would expect an initial dividend of $1.00 per share and a
dividend growth rate of 7 percent.
Alternative B
$4,000,000

12% Debt

$2,000,000

Equity

Under this alternative, the firm would sell 100,000 shares
of common stock to net $20 per share. The expected initial
dividend would be $0.90 per share, and the anticipated
dividend growth rate is 12 percent.
Assume that the firm earns a profit under either capital
structure and that the effective tax rate is 50 percent.
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answer.
QUESTION NUMBER 7 (An alternate to Number 6) —Estimated time '/2 hour
The Jefferson Corporation is contemplating undertaking a
$50,000,000 expansion project. Over the years, the firm's
Board of Directors has adhered to a policy of rejecting any
investment proposal that would jeopardize the market value
of the firm's common stock.
A preliminary analysis projected a rate of return on the new
project of around 14 percent before taxes. Jefferson has
reached tentative agreement with an insurance company to
finance the project through a private placement of the
$50,000,000 in the form of 10 percent notes.
The firm's common stock has been historically selling at 10
times after -tax earnings. Current earnings per share are $2.70
and the firm faces a 50 percent corporate income tax rate.
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Jefferson's present capitalization consists of:
Long -term Debt (8%)

Required:
$ 10,000,000

Common Stock ($2 par, 10,000,000
shares outstanding)

20,000,000

Capital paid -in, in excess of par

70,000,000

Retained Earnings

A. One of the members of Jefferson Corporation's Board
of Directors argued that the firm should immediately place the
notes, since the before -tax marginal cost of capital for the
project is only 10 percent (the interest on the notes), and
indications are that the project's before -tax rate of return
would be greater than 10 percent. Discuss.

100,000,000

Total Capitalization

B. Assuming Jefferson's earnings multiple declines to
nine, what level of annual earnings must the new project generate in order to meet the Directors' objective?

$200,000,000

(END)
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QUESTION NUMBER 1
1. a
2.b
3. a, c
4. a
5. c, d
6.c
7. d
8. b
9. e
10.c

11. a
12.c
13.d
14.c
15. e
16. c
17. b
18. a
19. e
20. e

21.
22,
23.
24.
25.
26.
27.
28.
29.
30.

a
b
a
b
c
d
a
d
e
c

31. d
32. a
33. d
34. a
35.c
36. a
37. a
38. e
39. b
40.c

C. A firm with an after -tax cost of capital of 10 percent
would reject projects with lower time adjusted rates of return. The investment tax credit, assuming the project involves qualified depreciable assets, would reduce the initial
cash outlays to acquire the project by reducing the investing
company's tax bill. Consequently, the investment tax credit
increases the after -tax rate of return on investments. This
results in marginal investment projects becoming profitable
and companies increasing their investment spending.

QUESTION NUMBER 3

A. Business tax provisions have been adopted on several
occasions to influence the U.S. economy. One of the most
significant of these provisions is the investment tax credit ( job
development tax credit). Accelerated depreciation, asset depreciation range guidelines (ADR) and depletion allowances
are other tax provisions used to influence the economy.

A. The government has the following tools to control inflation:
1. Monetary policy- decrease the money supply.
2. Fiscal policy- decrease government spending and /or
increase taxes in an attempt to reduce aggregate demand.
3. Price and wage controls - prevent price increases, in
general, and keep wage increments in line with productivity gains.

B. The purpose of the investment credit was to increase
aggregate investment in the economy by stimulating investment spending in the private sector as the result of the
increased expected rate of return on investment projects.
Investment spending is a major component of aggregate demand. Increasing investment spending has a multiple effect
on national income and the level of employment due to the
investment multiplier. Consequently, the investment tax
credit is a form of fiscal policy which is used to influence
economic activity.

B. The following tools were used in the period 1970 -74:
1. Monetary policy- Federal Reserve increased the
discount rate in 1973 which would decrease the
money supply by making borrowing more expensive
for member banks.
2. Price and wage controls -The Nixon administration
employed price and wage controls during 1971 -73.
Wage and salary increases were limited to 5 percent
and price increases were limited to 2.5 percent.

QUESTION NUMBER 2
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C. Shortages in energy and food affect the supply side of
the market and tend to reduce the effectiveness of monetary
and fiscal policy to restore price stability and maintain full
employment. Monetary and fiscal policies primarily affect
the components of aggregate demand rather than supply.
Shortages on the supply side of the market tend to produce
a fall i n o utpu t an d a rise in prices. Control policies to
prevent prices from rising when there are shortages will
tend to further decrease output because there is little incentive for producers to increase output.

B. 1.

2.

QUESTION NUMBER 4
A. 1. Clean Air Acts. This legislation was passed by Con-

2.

3.

4.

5.

gress because the growth in amount and complexity
of air pollution was becoming a danger to human
health and welfare. The act and its amendments
prescribed minimum standards for the emission of
air pollutants from stationary (e.g., incineration,
heating consumption) and mobile (e.g., motor vehicles, aircraft) sources. The legislation also encouraged research and development in the prevention and control of air pollution and provided
technical and financial assistance to local agencies
and governments to aid their air pollution control
programs.
Truth -in- Lending. Congress believed consumers
would be more informed on the use of credit if
they were aware of the cost of credit. Therefore, the
purpose of the act was to require businessmen
regularly making consumer loans to disclose in
writing the credit terms (including dollar amount
and percentage rate) involved so that the consumer
could compare readily various credit terms available
to him.
Occupational Safety and Health Act —OSHA. Congress found that personal injuries and illnesses
arising out of employees' work and work environment resulted in lost production and wages, high
medical bills, and disability compensation payments.
This legislation was passed to provide the means to
ensure every worker safe and healthful conditions
and to preserve human resources by such means as
promoting research on occupational health and
safety.
Equal Pay Act, 1963. Under this act employers
could not discriminate on the basis of sex. Businesses which are subject to the minimum wage provision of the Fair Labor Standards Act of 1938
could not discriminate between employees on the
basis of sex in regard to pay for work on jobs requiring equal skills, effort and responsibility under
similar working conditions.
Equal Employment Opportunity Act. The purpose
of this legislation was to eliminate job discrimination
on the basis of race, color, religion, sex, or national
origin. An employer could not discriminate against
any individual because of his /her race, color, religion, sex or national origin in any way that would
deprive him /her of employment opportunities or
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3.

4.

5.

adversely affect his /her status as an employee.
Clean Air Acts. This act resulted in increased research and development in prevention and control
of air pollution and the installation of anti - pollution
devices on stationary and mobile sources. These
non - productive legislated needs compete with regular
business investments for capital, thus increasing
company's investment requirements.
Truth -in- Lending. Consumers became more aware
of interest charges on loans. However, lending businesses found their costs increasing due to the new
forms which had to be designed, the increased
volume of paperwork, and the storage problems
which resulted from the additional records. Also
fewer loans could be processed due to the extra
paperwork.
Occupational Safety and Health Act —OSHA.
Many companies experienced increased costs by
complying with OSHA because they had to purchase
new equipment to meet the new health and safety
standards, and they had to conduct extensive training programs for employees. However, some companies have experienced higher productivity, decrease in lost wages, reduction in insurance cost,
and lower medical expenses as a result of a safe and
healthful working environment.
Equal Pay Act, 1963. This act forced many businesses to increase the wages paid to women because
they were paid lower wages than men for the same
work. In effect, this legislation increased the unit
cost of labor.
Equal Employment Opportunity Act. This act required businessmen to seek out members of minority
groups for purposes of employment. More extensive
training programs were initiated. Companies experienced increased costs with these activities.

QUESTION NUMBER 5
A. The expected monthly cost of bank financing is the sum
of the interest cost, processing cost, bad debt expense,
and credit department cost. The calculations are as
follows:
Interest
.15 X $180,000 = $ 2,250
Processing

12
.02 X $180,000 =

4,800

.75
Credit department
Bad debt expense

=

2,500

0175 X .7 X $900,000 = 11,025
Expected monthly cost of
bank financing
$20,575
B. The expected monthly cost of factoring is the sum of
the interest cost and the factor cost. The calculations
are as follows:
Interest
.015 X $180,000 = $ 2,700
Factor
.025 X .7 X $900,000 = 15,750
Expected monthly cost of factoring
$18,450
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C. The following are possible advantages of factoring:
1. Using a factor eliminates the need to carry a credit
department.
2. Factoring is a flexible source of financing because
as sales increase, the amount of readily available
financing increases.
3. Factors specialize in evaluating and diversifying
credit risks.
D. The following are possible disadvantages of factoring:
1. The administrative costs may be excessive when
invoices are numerous and relatively small in dollar
amount.
2. Factoring removes one of the most liquid of the
firm's assets and weakens the position of creditors.
It may mar their credit rating and increase the cost
of other borrowing arrangements.
3. Customers could react unfavorably to a firm's factoring their accounts receivable.
E. Based upon the calculations in Parts A and B, the
factoring arrangement should be continued. The disadvantages of factoring are relatively unimportant in this
case, especially since Jackson Company has been using the
factor in the past. Before arriving at a final decision, the
other services offered by the factor and bank would have
to be evaluated, as well as the margin of error inherent in
the estimation of the source data used in the calculations
for Parts A and B. The additional borrowing capacity
needed by Jackson Company is irrelevant because the firm
only needs $180,000 and the bank will loan $472,500
($900,000 X .70 X .75) and the factor will lend $567,000
($900,000 X .70 X .90).

QUESTION NUMBER 6

)

price

A. The cost of capital for a firm is computed as a weighted
average of the component costs of the sources utilized to
raise capital where the weights relate to the percentage of
total capital raised. In this case the two components are
debt and equity.
Cost of debt (K,) = (interest rate) X (1 -tax rate)
Cost of equity (K ) = / dividend + growth
P

Cost of capital (KJ = (weight of debt) X (K,) +
(weight of equity) X (K,)

Alternative A

K, = .0 9(1 — . 5) = 4. 5%
K
1 + .07 = 12%
$20
K
\X (. 0 4 5 )

Alternative B

) X (.1 2) = 9. 5%

$.

=

=(

a

e

K, = .12(1 — .5) = 6 %
90 + . 1 2 = 1 6 . 5 %
K
$20
K
44) X ( . 0 6 ) + ( 26 ) X (. 1 6 5 ) = 9 . 5 %

The weighted average cost of capital is the same for Al72

A. Th e board member's conclusion is not valid because
the facts seem to indicate the Jefferson Corporation's capitalization is not in equilibrium. The issuance of the notes
will move debt from 5 percent of total capitalization
(10 /20 0) to 24 percent (60/250). This increases the financial risk that common equity must bear through increased fixed interest payments, and the increased risk can
be expected to be manifested by a decline in the earnings
multiple. While the marginal cost of capital appears to be
10 percent (the cost of the private placement), the
marginal cost of capital is a combination of explicit interest
cost on the notes and the opportunity costs of earnings that
must occur to "compensate" the common stockholders for
the decline in the earnings multiple.
Jefferson Corporation should have calculated the
weighted average cost of capital according to the following
formula:
percent of new funds \ X (cost of debt) +
raised from debt
raised
percentfrom
of funds
equity \) X (opportunity cost of equity)

C
C

J

The 14 percent rate of return on this project should be compared to the firm's average cost of capital. If the project's
return is at least as great as the weighted average cost of
capital, then the value of the firm's stock will not decrease.
B. The stock is now selling at 10 times earnings:
o

+(6
/

=(6

QUESTION NUMBER 7

P = 10 ($2. 7 0) = $2 7 .0 0

$

\

=

JJ

o

B

ternatives A and B because the risk - return trade offs for A
and B balance each other.
B. The interest rate on debt is higher for Alternative B
because the financial risk is greater due to the increased use
of leverage. As a result, the probability of not being able
to meet the high fixed payment increases, causing the bond
market to offset this greater risk with a higher required
rate of return.
C. It is logical for shareholders to expect a higher dividend
growth rate under Alternative B because of the additional
financial risk and increased fixed interest requirement.
Equity holders will demand a higher return to compensate
them for the additional financial risk. Also dividends per
share should grow at a faster rate because earnings per
share grow faster due to the greater amount of leverage
(smaller base) and, assuming a given payout rate, it
follows that dividends per share would also grow faster.

This is the price that must be maintained upon taking on
the new project. If the new project causes the P/E ratio to
fall to 9 and offers no additional earnings, the price of stock
would fall by $2.70.
In order to get th e price of stock b ack up to $27, the
earnings provided by the new asset must equal X:
(new P /E) (new EPS)
9 ($2 . 7 0 + X)
$2 . 7 0 + X
X

= $2 7
= $2 7
= $3
= $0 .30
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This assumes that currently held assets are capable of continuing to provide $2.70 in earnings per share.
The annual earnings the new project must generate to
meet Jefferson Corporation's objective is determined as
follows:
1. Required EPS to maintain $27 price with a multiple
of 9:
$27.00 /9 = $3.00
2. Required earnings after taxes:
$3.00 X 10,000,000 shares = $30,000,000
3. Required earnings before taxes:
$30,000,000 = $60,000,000
.5

4. Interest expense:
(10,000,000) (.O8) + (50,000,000) (.10)
800,000 + 5,000,000
5,800,000
5. Required earnings before interest and taxes:
$60,000,000 + $5,800,000 = $65,800,000
6 Old earnings before interest and taxes:
($2.70 X 10,000,000 shares)
+ $800,000 = $54,800,000
7. Additional before interest and taxes earnings required:
Projected earnings
$65,800,000
Old earnings
54,800,000
$11,000,000
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The examination was given at the 27
locations under the supervision of the
following:

Our Wrminals are smarter
than your terminals.
That's because our terminals are
really mini - processors. Which makes
them not only smarter, but faster, more
accurate and simpler as well. Our
smarter terminals are the heart of the
Singer 1500 Intelligent Terminal System.
With our 1501 desk -top video
display work- station you can verify,
edit and pre - process the source data
captured at remote job sites before
communicating it to your central
computer. Or, you can use it as the
central processor itself.
Completely programmable in
plain English, our intelligent terminal
leads the operator step by step through
fill -in- the -blank user formats with both
audible and visual error checking. And
changing applications on our dual

cassette cartridge system is as simple
as snapping in a self- threading mini cassette —the easiest -to -use storage
medium in the industry.
With the 1501 you can produce
self -check numbers, field totals, table
look -ups, omission detection, range
checking, copying and production
statistics.
A full spectrum of plug -in peripherals lets you convert data to
computer - compatible tape, 7 or 9 track;
556, 800 to 1600 BPI. Print from 30
CPS to 400 LPM.
Add binary synchronous communications along with unattended
terminal operations, a full range of
communications capabilities, and
you will have the most flexible means

possible of getting data from the
source to where you need it. At high
speed, up to 9600 baud.
The system communicates with
other 1 501 's, with System Ten' computer
and any other BSC computer system.
Smart terminals are only the
beginning of a complete line of proven
hardware and software. 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,
Thirty Rockefeller Plaza, N.Y., N.Y. 10020.
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Job stability. It's important to your progress as a professional in accounting.
Job stability is important to us, too. Every successful
placement improves our image as a specialist.
For more than a quarter of a century, Robert Half has been
successful in placing people exclusively in financial and data
processing positions. That's why today, Robert Half is the leader in
these specialized fields.
So, if you're looking for a position as an accountant, controller,
bookkeeper —or any financial position in accounting —Robert Half
will put you where you'll stay put.
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