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The Growing Globalism
Of Accounting
"The world is in a mess," a friend of mine commented the other
day. My (unspoken) reply was, "When hasn't it been ?"
The fact is that despite the various kinds of disarray, economic
and other, in which this battered globe finds itself, there are some
signs of a growing unity of purpose among nations which could
eventually better mankind's lot.
International trade is, of course, a major case in point,
emphasizing as it does our common interdependence. It has led
to a burgeoning of multinational companies —which in turn has
reinforced and fostered the concept of accounting as a global
activity rather than a scattering of national enclaves operating
under different rules. This concept was given a big boost in
January with the issuance by the International Accounting
Standards Committee of the first worldwide accounting standard.
NAA has been active in furthering the ideal of a worldwide
accounting fraternity, particularly since 1964, the year the first
international chapter, still in existence today, was chartered in
Buenos Aires. Today there are other chapters in South America
and in Europe, the Philippines, and Japan. The Association also
maintains a close relationship with its counterparts in
Britain —the Institute of Cost and Management Accountants —
and Canada —the Society of Industrial Accountants.
urge all NAA members to make every effort they can to
strengthen and expand these international ties. Certainly the
accounting profession cannot cure the world's ills. But we can
be a powerful constructive force —and an example for others.

Q
A. P. BARTHOLOMEW, JR.
President, 1974 -75
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IRS AUDITS OF EDP SYSTEMS
Bruce Greenwald and Gary Oberlander
The authors of this article offer to share their knowledge of client and IRS experience
regarding the record retention evaluation program resulting from IRS Revenue Ruling
71 -20 (1971 -1 CB 392).
By
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At the FBI Academy,
Quantico, Va., Special
Agents practice point
shooting. See page 24.

16

SEGMENTATION FOR REPORTING PURPOSES
By Neil R. Yarian
Five methods of segmenting a company for external reporting purposes are described
in this article. For each method, the author cites the advantages and disadvantages,
both to the users of the reports and to the companies which prepare them.
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COST ACCOUNTING STANDARDS AND FINANCIAL
AUDITING
By Fred R. Lang
Cost Accounting Standards are not solely applicable to government contracts. With
standards, greater internal control may be generated and they may also be of great
value to the financial auditor of the company.
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THE ACCOUNTANT'S ROLE IN THE FBI
By Joseph T. Wells
The role of Special Agents of the FBI who have an accounting background is often
misunderstood. In this article, a Special Agent attempts to rectify the situation.
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A HU M A N VALUE MODEL
By George K. Caddy
The human value model described in this article identifies two sources of human value
to the organization: one source is the individual; the other is the synergistic
contribution stemming from group interaction.
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THE COMPANY SOCIAL AUDIT
By David F. Fetyko
The company social audit is beginning to receive widespread attention and yet it is
only vaguely defined. In this article, the author describes how a company may go
about recognizing its social responsibilities and how it would audit and report them.
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CONTRIBUTIONS: MONETARY VERSUS NON - MONETARY
By Robert F. Coil
Corporate charitable contributions have often been made with little if any thought
about their effect on cash flow, especially when the donations were of a non - monetary
nature. In the analysis of several alternatives, the author shows how the cash flow of
the contribution budget may be maximized.
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DAY CARE: A BUSINESS OPERATED FOR PROFIT
Robert H. Henderson
A socially desirable activity, generally considered to be a not - for - profit operation, is
demonstrated to be potentially profitable as a small business.
By
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CONTROLLING EXPANSION COSTS: A PRACTICAL GUIDE
By Gerald O. Wallace
The controller, as head of the on -site management team, is the logical choice to guide
the expansion of divisional facilities. The author provides some down -to -earth ways to
make the process a smooth one.
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CONTROLLING NEW FACILITIES COSTS
By Bruce R. Hathaway
Controlling construction costs of new facilities is usually a painful experience. The
author here suggests that the owner, the architect, and the contractor be drawn
together by the common objectives of constructing a facility according to
specifications, on schedule and within budget.
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A VOTE FOR R &D PROFIT CENTERS
By Spencer C. Watson
Recommended in this article is the establishment of R &D Profit Centers. The author
maintains that the R &D organization can be revitalized by extending to it an increased
measure of fiscal independence.
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Pity the poor businessman, As if a sagging economy with rampant
inflation and high interest rates were not problems enough he is
plagued with bureaucrats and their ubiquitous forms.
The Federal Trade Commission's fishing expeditions illustrate the
travails that have descended on American business. The "line of
business" program, for example, which is still being fought in the
courts, has been called "a terrible bureaucratic fiasco" by the Wall
Street Journal. "Accounting practices are so diverse," the paper
says, "that it became apparent the reports wouldn't be of much use,
except for mischief making." The cost to businesses in filing reports
in this program could run up to $250 million. The Journal conservatively estimates $150 million.
While that controversial project is still hung up in the courts
(even though companies have begun filing the information requested), the FTC has revived another proposal. Its latest attempt,
called the "Corporate Patterns Report," would collect one -time
survey information from a potential 1,200 companies. The agency
is said to be seeking information on such things as product class
market shares, concentration ratios, the changing composition of
leading firms, merger activities in various industries, and the relationship of merger activities to industry size and growth. The cost
has been estimated as ranging from four to six man -hours up to
100 man -hours per company, depending on the size of the
corporation.
Whether or not the end product of these surveys will be increased
competition or lower prices —the agency's avowed objective is
doubtful. W hat is sure is that corporations, and ultimately consumers, are going to have to foot the bills for these fishing expeditions. The FTC purportedly out to defend the consumer in an
inflationary environment does not seem to offer a solution. Rather,
from here, it looks like part of the problem.

Coming Up in MANAGEMENT ACCOUNTING
A call for more financial disclosure —this time from the New York
Stock Exchange: James J. Benjamin and Vincent C. Brenner present
a mixed review in "Reaction to NYSE White Paper's Call for Disclosure" . . . Orville R. Keister's "LIFO and Inflation" discusses
some of the advantages and disadvantages of a change to LIFO _ . .
George E. Brack analyzes the true cost of doing business in "Allocating Personnel Department Costs" . . . In "The Teaching of
International Accounting," Paul B. Foutz looks at several ways to
approach the subject.
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Letters

TO THE EDITOR

A New Member Speaks Out
As a fairly new member of the Philadelphia Chapter of NAA,
I was most interested in receiving my first copy (November
1974) Of MANAGEMENT ACCOUNTING, about which I had
heard some laudatory comments. After reading same, I am
most impressed with the informative and interesting material
on a variety of topics prepared in very scholarly fashion. Of
particular interest were the articles: "The Role of Cost in
Pricing" by Arthur V. Corr, and "Analysis of Rate, Efficiency,
and Utilization Variances" by Charles R. Purdy and Donald E.
Ricketts. Some ideas gleaned from these writings are already
being studied for possible implementation.
I have also found the technical meetings to be informative
as to subject matter and enjoyable in meeting many others in
the accounting profession.
My compliments on this fine publication as I look forward
to both using and contributing to the various programs
offered in the NAA.
Richard A. McMillen
Controller
LCA Corporation
Bala- Cynwyd, Penn.

An ELA Speaks Out
Thank you for providing Emeritus Life Associates with
copies Of MANAGEMENT ACCOUNTING. All too often during my
thirty -seven years of active NAA membership I would set aside
the current issue of the Bulletin or later MANAGEMENT
ACCOUNTING with the futile expectation of finding time to
read it thoroughly. Now in retirement I look forward to receiving each new issue and read it promptly cover to cover.
The excellent articles, containing a wealth of information,
help to keep my mind active along accounting lines and
encourage my continued participation in our Local Chapter
discussions. I also enjoy reading about NAA activities, especially the Annual Conferences, the development of the Institute of Management Accounting, and the social events of
the Stuart Cameron McLeod Society. Occasionally I still find
a familiar name and certainly the McLeod Society continues to
be a fitting tribute to that most unusual gentleman I knew as
"Doc" McLeod. The Directory of the Stuart Cameron McLeod
Society provides me with the current addresses of long -time
NAA friends and acquaintances.
It is a real pleasure to read MANAGEMENT ACCOUNTING and
I believe many active NAA members as well as Emeritus Life
Associates will join me in saying, "Thank you for a job well
done."
Clarence W. Broadhead
Jamestown- Warren Chapter
Jamestown, N.Y.

Is That Manuscript Necessary?
There is a constant flow of manuscripts to NAA which are
written by members throughout the country. Some are pub-

lished In MANAGEMENT ACCOUNTING and some are not.
Regardless of whether his manuscript ever gets beyond the
local manuscript committee, the writer is the one who really
gains.
If he happens to be lucky, and the manuscript is published,
this is a real bonus and many others can gain by his contribution. If not, he has still made a real contribution to his own
education and feeling of self- satisfaction. Even though the
subject might be one the writer is well acquainted with, he
still learns from researching and developing his presentation.
Yes, that manuscript is necessary, even if it is only for
self- improvement.
Earl T. Ritter
Eugene Chapter
Eugene, Ore.

Trepidations of a CPA
A reading of the December 1974 MANAGEMENT ACCOUNT.
ING articles, "A Vote for Profit Forecasting" by Alice S.
Markwalder and "Exploring Forecast Disclosure" by William
G. Brown, Jr., brought renewed trepidations to this CPA. The
1973 move by the Securities and Exchange Commission to
permit publication of forecast information by registered companies in their annual 10 -K reports to the Commission is
merely the harbinger of future reporting requirements. In
certifying as to the "fairness" of a company's financial statements, the independent certified public accountant has, in
very recent years, become increasingly responsive to companies'
shareholders and the investing public in general. The public's
demand for earnings projections, spurred by appeals of financial
analysts, will not be disregarded in the current trend toward
"full" disclosure, whatever that entails.
But how can the independent auditor report on such forecast
data? How can it be viewed in the same context with historical
financial statements? Although generally accepted guidelines
have yet to be established, it is clear that the auditor faces
certain limitations along with new challenges. Rule 204 of the
Code of Professional Ethics of the AICPA, while not restricting members from preparing or assisting clients in the preparation of forecasts, clearly prohibits members from associating
with any forecast in a manner which may lead to the belief
that the member vouches for the achievability of the forecast.
Therefore, the following may be typical of an auditor's report
on a forecast presented along with audited historical data:
"Balance sheets of XYZ Inc. as of December 31, 1974
(historical) and as of December 31, 1975 through 1979
(projected) and related statements of earnings and
changes in financial position for the year ended December 31, 1974 (historical) and the five years ending
December 31, 1975 through 1979 (projected) accompany this letter. The projected statements are based on
assumptions and other representations of XYZ Inc.
"The statements as of December 31, 1974 and for the
year then ended are included for comparative purposes
only, were derived from, and should be read in conjunc.
Continued on page 10
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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 fea(:ures, 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.

( g D S ou t h e a st e r n F i n an c i a l C o r p o r a t i o n
P.O. Box 1377. Charlotte. North Carolina 28232
Telephone (704) 372 -7000
Dallas
Suite 232, 1111 Mockingbird Lane
Dallas. Texas (214) 630 -5101
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Suite F-212.1900 The Exchange
Atlanta. Georgia (404) 434 -8000
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LETTERS
Continued from page 8
lion with financial statements for the year ended December 31, 1974, which statements contain additional
disclosures, and which have been examined and reported
on by us in our report letter dated February 15, 1975.
"Since these projected statements are based on assumptions about circumstances and events which have
not taken place, they are subject to variations that will
ordinarily arise as future operations actually occur. Accordingly, we make no representation as to the achievability of the projected statements referred to above."
As Mrs. Markwalder stated in her article, "For the most
part ... investors represent an enormous but financially unsophisticated group." Such investors are likely to interpret (perhaps with the encouragement of investment brokers) an
auditor's report as a blessing not only on historical data presented but the forecast data as well, regardless of its formal
language to the contrary.
Imagine then, the exposure to shareholder class action lawsuits, when subsequent operations fail to meet the "audited"
forecast, or exceed it to some group's detriment.
Hence, it is imperative for independent certified public
accountants to stand alongside financial executives and company managers against the future release of earnings or other
forecast data until strict reporting and auditing guidelines are
agreed upon and the investing public is fully educated as to
the meaning and reliability of such data.
Patricia K. Pabst
Certified Public Accountant
West Los Angeles, Calif.

Price Elasticity of Demand

The anticipated actions of competitor firms also affect price
elasticity of demand. If competitor firms will react to a price
change by similar price changes of their own, demand is less
elastic than if competitors will not react. This is because the
effect of a price change on one firm's demand may be substantially cancelled out if other firms make similar price
changes.
Unlike some economic concepts and theories, price elasticity
of demand is relevant in the real world and can be applied to
real world pricing decisions. Economists are able to construct
product demand curves from which elasticity measures may be
derived by means of analyzing price and consumption data for
the product or for similar products over time. The necessary
data are often available from standard government publications
or trade association studies, if not from internal firm operating
statistics. There are many firms which employ economists for
the purpose of making these kinds of analyses.
Again, I enjoyed Professor Corr's article, and felt that
readers interested in the topic might profit from a further
discussion of these concepts.
Barry E. Cushing
Austin Area Chapter
Austin, Tex.

Business Planning at 3M
Donald E. Garretson's article, "Business Planning at 3M,"
which appeared in the November 1974 Issue Of MANAGEMENT
ACCOUNTING was timely for today's economic environment,
and provided an excellent insight into the process of planning.
He summarized five main points which were important. However, one other point had as much significance and could have
been listed initially in the summary:
The value of business planning is not the form, the
formality, or the sophistication of the process, but in its
success.
It can be assumed that Mr. Garretson's definition of a successful plan is that objectives are realistic, attainable action oriented and have the commitment of everyone in the
organization.
Wallace T. Walling
Portland Columbia Chapter
Portland, Ore.

Professor Arthur V. Corr's article, "The Role of Cost in
Pricing," in the November 1974 issue of MANAGEMENT
ACCOUNTING, is an excellent summary of cost concepts relevant
to pricing decisions. However, I find most interesting his discussion of price elasticity of demand and his conclusion that
this concept is also essential to pricing decisions. Since he did
not elaborate on the measurement of price elasticity or the
factors affecting price elasticity, I felt that readers might be
interested in some additional background on this topic.
If demand for a product is price inelastic or of low price
elasticity, price increases are likely to increase profits. Demand
must have a relatively high price elasticity for a price decrease They Are Totally Committed
I enjoyed the article, "Business Planning at 3M," by
to generate an increase in profits.
Economic analysis indicates that when the following condi- Donald E. Garretson, in the November 1974 issue of MANtions exist, demand tends to be less elastic than otherwise. The AGEMENT ACCOUNTING. The planning process at 3M is impresconditions are: (1) lack of availability to consumers of close sive. When one looks at the rapid growth rate of that company
substitutes for the product, (2) a product price that is ex- over the past 25 years, he has to admit that whatever 3M is
tremely small relative to the average income of customers, doing, "It's working."
It is apparent that 3M has an aggressive planning program.
(3) a product which consumers perceive as a necessity, and
(4) a product which is nondurable or perishable so that I was much impressed with Mr. Garretson's description of the
customers cannot readily substitute the old model for the new two -way flow of ideas and objectives, down and back up the
model to postpone the buying decision. The presence of some management ladder, and how the feedback was generated. I
or all of these factors may indicate that a price increase is in wondered, however, if each subordinate manager who particiorder. Furthermore, the existence of conditions opposite these pated in the development of the division plan had full oppormay indicate that demand is highly elastic and a price decrease tunity to experience his "moment of truth" before committing
himself to the plan. To me, that is of utmost importance.
should be considered.
10
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Apparently, the highlight of the 3M
planning process is when the division .
manager goes before the management
committee to sell the plan formulated by
his division. While the "bull ring" approach may be tough it commits the manager and his division to the profit responsibilities from its strategic planning.
The manager, I presume, prior to going
before the management committee with
his presentation has examined the probabilities of his plan succeeding, examined
risks involved, the consequences, and prepared alternatives. If the manager sells
his plan, it is up to him and his staff to
make it work. They are totally committed. Please give us additional articles on
planning.
Paul H. Atkins
Muscle Shoals Chapter
Sheffield, Ala.

More than 40 years of major real estate experience is packed
into the pages of this informative, helpful booklet.
Anyone involved in property management, ownership,
sale or investment will want a copy of"Real estate appraisals
and consultation services."Yours for the asking.
Write: Dept.400,1645 Beverly Blvd., Los Angeles,
California 90026. Or contact your area M/S office.

Women's Role in Business

appraisals by
Marshall and Stevens
W

Controversy notwithstanding, women's
role in business in general and accounting in particular is becoming more significant. The current furore over Women's
A Unionamerica Company
Offices around the world
Lib and probable ratification of the
"Women's Rights" Bill is undoubtedly
causing unconcealed glee in some working women and cold, spine - tingling fear
Circle 4 on inquiry card.
in some men. However, success, like
morality, cannot be legislated but must productivity. As the mores of the past are visions of Sections 1381 -1388 may be
come through plannjng, education, ex- being changed, modified, and sometimes applicable to a condominium. After exeven lost, it is important to remember ploring various tax alternatives on behalf
perience, and determined effort.
It has been said that a successful busi- that the adage of "compensation com- of the association of which I am a memness woman has to "act like a woman, mensurate with ability" will survive after ber and others in the metropolitan
think like a man, and work like a dog." all and that intelligence and logic will Atlanta area, I would not suggest to any
association that they attempt such an
Facetious ? — Perhaps, but also decidedly find its own level, regardless of sex.
application when other more supportable
more true than not. Fairly speaking, however, woman's success has been denied,
Donna McConnell alternatives are available pending legislain part, because of her seemingly inCanton Chapter tion specifically exempting condominium
owners associations from income taxation.
herent tendency to be subjective rather Canton, Ohio
I have recently participated in conthan objective in her thought processes.
ferences with the IRS tax exempt section
Success for either men or women can be
at both the district and national levels.
attained only through the use of cold,
While it does appear that condominium
hard logic in problem solving, reasoning
ability to find the cause and know the Condominium Accounting
associations will not be granted tax exThe article, "Condominium Account- empt status under the current Sec. 501
probable effect of any decision, and the
ability to follow to a probable conclusion ing," by Frank Alvarez in the November of the Internal Revenue Code, certain
the results of alternative courses of action. 1974 issue Of MANAGEMENT ACCOUNT - alternatives are available to associations
Believe it or not, fellows, there are ING,recommends a very questionable tax to minimize their income tax liability.
women with this ability, and I would treatment for condominium owners asso- The two most widely advocated alternachallenge all of you fair- minded men to ciations. Mr. Alvarez asserts that Sections tives are the contributed capital and trust
review your staff and search them out.
1381 -1388 of the Internal Revenue Code, fund approaches. It appears that one
In a profession as diversified as ac- which relate to cooperatives, may be ap- could build a reasonably strong case for
counting, there is a place particularly plied to condominium owners associa- the use of either or both of these apsuited for the specific characteristics of tions in order to achieve quasi tax- exempt proaches to shelter income from associaeach individual; and at the risk of being status. As a condominium unit owner tion members' assessments from taxation.
Although I do not agree with Mr.
blindly idealistic, I believe men and and treasurer of my condominium's ownwomen working together can enhance ers association, I am not aware of even Alvarez's contention, his article is a
each other's position and professional an intimation by the IRS that the proContinued on page 46
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Prodded by SEC, FASB Moves on Extinguishments of Debts
The uneasy relationship between the Financial Accounting Standards Board and the Securities
and Exchange Commission again was highlighted by the issue of gains and losses from
extinguishments of debt. Because of high interest rates many companies have been reacquiring
their debt composed of older corporate bonds at lower fixed interest rates. Under APB
Opinion No. 26, a gain or loss from extinguishing debt goes into current earnings. Presented
with the spectacle of companies reporting whopping profits through what many thought was a
mere switch of paper, the SEC was already to act. But informed of the Commission's concern,
the FASB moved quickly and issued a proposed statement that would require these gains and
losses be classified as extraordinary items in income statements. The comment period on the
proposal expired last month; if enacted the ruling would be retroactive and companies would
have to restate their income statements for prior years to display these gains and losses as
extraordinary items.
FASB Names Task Force on Employee Welfare and Pension Benefit Plans
A ten - member task force on accounting and reporting for employee welfare and employee
pension benefit plans has been named to assist the FASB in preparing a discussion
memorandum on the issues involved in accounting and reporting for benefit plans. The
Board put this issue on its agenda because under the Employee Retirement Income Security
Act of 1974 employers must file an annual report on their plans containing audited financial
statements prepared in accordance with generally accepted accounting principles. Board
Member Donald J. Kirk will serve as task force chairman.
CASB Adopts Standard on Depreciation of Capital Assets
The Cost Accounting Standards Board has adopted a standard on the depreciation of
tangible capital assets substantially unchanged from its initial proposal, which was criticized
by the Management Accounting Practices Committee. Under the standard, government
contractors are given a two -year period in which to develop records in support of useful
lives. These records would become the basis for setting service lives on newly acquired fixed
assets. The standard also provides that the depreciation method used with regard to contract
costing reflect the pattern of consumption of services. MAP's Subcommittee for Responses
to the CASB pointed to the apparent failure by the Board to consider the important role
depreciation plays in determining the rate or timing of capital recovery on investments of
government suppliers. As a result, the subcommittee noted, there would be a significant
lessening of depreciation charges allowable in pricing and hence a corresponding lessening
of rates of return available from government business. This standard, therefore, could directly
affect the number and character of suppliers available for government business.
FTC Sounds Dissonant Notes; May Be Moving Toward More Laissez -Faire
In recent months, the remarks and actions emanating from the Federal Trade Commission
have been both encouraging and discouraging to businessmen. On the one hand, it continues
its drive to get line of business information from a number of large corporations, even
though a federal court recently ruled that the Commission improperly adopted the program
and temporarily blocked the agency from seeking such information from seven companies.
On the other hand, recent speeches by FTC commissioners seem to reflect a new awareness
on the part of the Commission that mergers, per se, are not all bad and that governments
sometimes serve to promote anticompetitive price fixing. For example, Commissioner Mayo J.
Thompson pointed out in a criticism of the Supreme Court's interpretations of antitrust law
that "Mergers can be stopped even if it can be shown that their probable long -run effect
would be to cause an actual drop in consumer prices ..." Thus, he concluded, there is no
such thing as an "efficiency defense" in the merger law. Moreover, FTC Chairman Lewis A.
Engman has pointed out that the protected airline industry has a higher fare structure than
would be the case if there were price competition. He also testified before a Congressional
committee, urging the repeal of fair trade laws which he described as little more than "anticompetitive price fixing."
WIN Participants Get Tax Credit Plus Rebate
Under a little publicized federal -state program, employers who hire workers enrolled in the
government's Work Incentive Program (WIN) can receive 50% of a trainee's wages as a
reimbursement for training costs and also establish eligibility for a tax credit.
12
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IRS AUDITS
OF EDP SYSTEMS
With this ruling the IRS announced that all machine - sensible
records ... and records within a taxpayer's automatic data
processing system must be retained as long as the contents might
become material to the administration of any internal revenue law.

By Bruce M. Greenwald and Gary Oberlander
To capitalize on recent advances in EDP technology
and to facilitate better and greater audit coverage,
the Internal Revenue Service has developed a
package of audit programs known collectively as
Programmed Audit Library (PAL) and has acquired at least two related proprietary software
packages. Concurrent with this new exploration
into computer assisted auditing, the IRS issued
Revenue Ruling 71 -20 (1971 -1 C13 392). The
effect of this ruling is to put taxpayers on notice
that the retention of hardcopy (paper records and
books of accounts) would no longer necessarily
satisfy statutory record retention requirements.
With this ruling the IRS announced that all machine- sensible records (e.g., punched cards, magnetic tapes, discs, etc., used for recording, consolidating, and summarizing accounting transactions),
and records within a taxpayer's automatic data
processing system must be retained as long as the
contents might become material to the administration of any internal revenue law.
There are many applications for which retained
records might be utilized. The IRS guidelines
suggest that computer auditing might typically be
used to do the following:
1. Sort records comprising the ledger according to
major account classifications
2. Consolidate records on a monthly basis to provide an annual file
3. Consolidate files on a company -wide basis and
use them for analyses and further tests
4. Extract information from summary records
5. Print detailed account analyses by journal
6. Specify monetary limits where desired
7. Print trial balances with accounts grouped according to tax- return classification
S. Take stratified random samples of individual
and group accounts
MANAGEM ENT ACCOUNT ING /APRIL 1975

9. Verify investment credits, depletion, depreciation, and inventories
10. Sort records in invoice number sequence to
identify fragmented invoices
11. Use as an analytical aid to determine that unusual items have not been diverted into accounts not typically analyzed
12. Accumulate control totals for cross - checking
against amounts used in reporting the taxpayer's profit or loss
The IRS recognized, however, that literal compliance with a record retention policy designed to
permit such extensive and flexible applications of
computer auditing would impose enormous burdens
upon any taxpayer's data processing systems. It
therefore developed a formal taxpayer record retention evaluation program —a program designed
to serve the dual purpose of determining a taxpayer's compliance with the provisions of the ruling,
as well as reducing record retention to the lowest
possible legal requirements.
It is the purpose of this article to share our knowledge of client and IRS experiences with the record
retention evaluation program to date as a basis for
assisting other taxpayers to effectively negotiate
new record retention agreements with the IRS. The
discussion which follows is based on a review of a
number of record retention agreements, discussions
with various tax and EDP administrators involved
in record evaluation, review of the IRS internal
guidelines in the application of Rev. Rul. 71 -20,
and on discussions with IRS personnel involved
in the administration of the record evaluation program.

Initiating the Evaluation
Under Rev. Rul. 71 -20, the taxpayer may initiate
a record retention evaluation by submitting an appropriate request to his district director. To date,
however, most evaluations have been initiated by
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"The IRS has
trained a
special group
of revenue
agents as ADP
specialists . . . "

the IRS, usually as an integral part of a regular examination.
The IRS maintains identity files to ensure that
all taxpayers using ADP accounting records are
known and that proper reviews and evaluations of
record adequacy are made. The manner in which
these files are compiled and maintained is not
known; however, it appears that record evaluations
have had widely varying emphases among the various IRS districts. In obtaining background for this
article, for example, the authors discovered that
taxpayers in some districts had been virtually blitzed
with record evaluations while evaluations were almost unheard of in other districts. This could be a
result of the time required to develop skilled ADP
specialists within the IRS organization. On the
other hand, it may be the result of a concentrated
pilot effort by the IRS to develop some experience
in record evaluation on the basis of a limited control area before extending the practice more widely.
In any event, it appears that the IRS intends ultimately to review the systems of all taxpayers whose
accounting systems reflect a significant degree of
automation.
Reaching the Agreement
The IRS has trained a special group of revenue
agents as ADP specialists to conduct record reviews.
The agents normally review such areas as the taxpayer's accounting system, audit trails, and record
formats, and then hold discussions with the responsible company officials to reach agreement on
specific retention requirements. After the evaluation has been completed and an oral agreement
has been reached with the taxpayer, the IRS will
issue a confirmation letter similar to Exhibit 1.
A copy of the letter would then be signed by the
taxpayer and returned to the District Director. Once
adopted, the agreement normally remains in effect
until replaced by a new one. Agreements may contain termination dates if the taxpayer contemplates
the introduction of major system reconfigurations
or other conditions which might affect his ability
to comply with the terms of the agreement. The
retention agreement will normally include provisions covering:
1. Specific ADP records to be retained
2. Retention periods of the ADP records
3. Other provisions or instructions (e.g., use of
taxpayer's computer, changes in computer programs, etc.) I

The Basis for Retention
Computer audit techniques applied to the retained ADP records of the taxpayer are generally
designed to verify tax liabilities for income, excise,
and employment taxes, and compliance with various
other requirements under the Federal tax laws.
Therefore, ADP records which must be retained
are those necessary for satisfying these objectives.
Retention of records of both internal and external
accounting transactions may be required if they relate to Federal tax liability. Computer audit tech14

niques will be used to analyze both general ledger
accounts and detailed transactions making up general ledger balances.
The internal IRS guidelines covering requirements for record retention have intentionally been
kept broad, in view of the need for individual application. Determination of the records required by
the IRS is based on the objectives of a particular
audit and the individual characteristics of that taxpayer's situation.
Most of the agreements reviewed by the authors
required retention of records on payables and tax
liability. Other agreements required retention of
records comprising the general ledger transactions
as well as records pertaining to expenses, plant and
equipment, receivables, or inventory.
The IRS internal guidelines suggest that ADP
records which are not primary accounting files,
such as those used for production scheduling, are
not required to be retained. In addition, ADP
records, such as those used for management information reporting, input records duplicated into
another storage medium, and intermediate ADP
records used solely in maintaining files, need not
be retained.
In some instances, the record retention agreements have provided that where specified printouts
are retained, the machine - sensitive data be disposed
of. In other cases, the machine - sensitive data must
be retained. There are many considerations which
should enter into a taxpayer's decision to emphasize
retention of hardcopy versus machine - sensitive data.
Storage costs may be less with machine - sensitive
data. This consideration, however, might be outweighed by the possibility that, at some later date,
problems might arise should retained machine sensitive data be subjected to more comprehensive
analysis or testing. It would appear that the most
desirable arrangement to strive for in a record retention agreement would be retention of minimal
selected hardcopy only, accompanied by an agreement with the IRS that no machine - sensitive data
need be retained.
Period of Retention
The IRS guidelines pertaining to the administration of Rev. Rul. 71 -20 suggest that retention of
required ADP records may end after the completion
of the particular year's tax audit, since IRS use of
the retained ADP records for computer audit techniques will have been accomplished during the
course of the audit. If a case remains open due to
a dispute arising on audit, however, the taxpayer
is advised to determine whether continued retention of any ADP records may be beneficial. Internal
guidelines do permit the use of hardcopy records
in any subsequent reviews of the taxpayer's records
during an appeal process.

Availability of Computer Time
In most instances the IRS has requested, and
The standard agreement requests that the taxpayer notify the
District Director when any changes in the ADP system or record
formats will affect the taxpayer's ability to comply with the agreement.

I
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taxpayers have been willing to provide, the computer time and facilities necessary to utilize computer- assisted audit techniques. The application of
those techniques to the taxpayer's computer system
assures compatibility of system and media characteristics when processing the taxpayer's ADP records. It also eliminates problems associated with
removal of the ADP records from the computer
center.
If it is not possible to use the taxpayer's computer system, the IRS may secure computer time
through submission of a request to the Assistant
Regional Commissioner (Audit) outlining the
computer characteristics and time required. The
internal guidelines recommend that when ADP
records are removed from the taxpayer's premises,
the IRS obtain copies of the original ADP records.
Programming for Computer Assisted Audits
Some agreements have specifically stated that
either the taxpayer or the IRS will provide programs for the computer assisted audits. As mentioned earlier, the service is currently developing its
own set of generalized computer audit programs
known as PAL. These programs can be individually
tailored to meet the requirements of examining
agents.
In some instances, taxpayers have used IRS retrieval programs to prepare listings and reports
required in their agreement with the IRS. The IRS
has expressed a willingness to provide the taxpayer
with certain audit documentation, if requested.
Printouts of the computer audit runs and copies of
non - proprietary computer programs can be provided
so that knowledge of the extractions, reports, and
tests made of the data on the ADP records is available to the taxpayer. Accordingly, the taxpayer
would be well advised to verify requests for tax
audit information with the revenue agent in charge
of the record evaluation to be assured of the continued availability of this material. It may even be
possible to include provisions to this effect in the
final retention agreement.
In other cases, taxpayers' data processing staffs
were required by agreement to design, write, and
test the programs. An agreement might also stipulate that the taxpayer write the computer program
and that it be tested by IRS representatives. The
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Exhibit 1
LETTER OF CONFIRMATION
This letter is our confirmation of arrangements
you made with representatives of our Audit Division
concerning your machine-sensible record retention
policies and automatic data processing practices.
A list of records, retention periods, and any other
provisions agreed upon is enclosed. If you agree
that the list conforms to our arrangements, please
sign the concurrence copy of this letter and return
it in the enclosed envelope. If you believe the list
does not correctly state our arrangements, please let
us know.
If you make any changes in your ADP accounting
system or record formats that will affect your ability
to comply with these provisions, please notify us.
We will let you kno w if our f uture audit needs
require changes in your record retention practices.
Sincerely yours,
District Director

"The IRS has
expressed a
willingness to
provide the
taxpayer with
certain audit
documentation ..."

internal guidelines recommend that all special -purpose programs prepared by the IRS be reviewed
by a representative of the taxpayer's data processing
organization prior to application, unless, of course,
the taxpayer participated in their development. In
an agreement with the IRS, the exact provisions
for providing computer programming will, understandably, depend upon the specific needs and requirements of the audit as developed during the
evaluation consultation with the IRS.
Conclusion
Our study indicated that record retention agreements are the product of extensive negotiations between the examiner and the taxpayer's representative. We are aware of several instances in which the
examiner's initial proposals were substantially modified, and the records to be retained significantly
reduced, after discussions with the taxpayer.
We believe, also, that it is in the best interest of
most companies to assess their MIS /EDP systems
and to determine in advance the kind of information they think ought to be retained to meet the
requirements of Revenue Ruling 71 -20, and to
determine the most practical methods of retention.
With this research in hand, it should then be possible to take the initiative in working the most practical record retention agreement.
❑
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SEGMENTATION FOR
REPORTING PURPOSES
Suggestions for segmenting the activities of a diversified
company for reporting purposes fall generally into two categories:
those that are available and those that would be useful.

By Neil R. Yarian
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Discussions of segment reporting have been marked
by confusion over the identification and definition
of segments of a company for which external financial statements should be prepared, Many suggestions have been made regarding the types of segments into which a company can be divided for
reporting purposes. The suggestions include: (1)
product or product lines, (Z) legal entities, (3) organizational divisions, (4) markets, and (5) industry groupings. Conceptually each of the bases is
possible and may be valid and useful in certain
instances, but practically, some of them present
serious difficulties and limitations and are of questionable usefulness. In this article, we will attempt
to examine the various methods of segmenting diversified companies for reporting purposes in order
to determine a basis that will realistically reflect the
operations of the companies concerned.

Product and Product Lines
Many large companies have diversified in an
effort to broaden their administrative or marketing
capabilities. One form of diversification, sometimes
referred to as horizontal integration, is by product
lines. Good examples are demonstrated by the
chemical companies which product fertilizer, biological products, soaps and polish, and also by
forest product companies, which use their basic
commodity— trees —in the production of chemicals and paper. To have these companies break
down their operations into that which is contributed by each major product is product line reporting. One advantage gained by having diversified
companies report by product lines is comparability.
Not only can product lines be compared between
conglomerates, but also between diversified and
non - diversified companies.,
Another advantage of product line reporting is
that it reveals the contributions of the various
product lines to the total operation. Comparisons
can be made between different years for the same
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product line, and also between different product
lines within the same year. Strong and weak products would be disclosed and their trends indicated.
Used in this manner, product line reports can also
be scorecards of sorts to determine whether the
areas of diversification have been sound.
Products, however, tend to overlap from one
grouping to another, with no clear distinctions
between the groups. Breaking a company into
product segments, each clearly separable from all
others, is a difficult task. To some, a product line is
a narrow grouping of very similar products. However, the more finely the product groupings for
financial reporting are drawn, the more likely it will
be that products made in the same factory, sharing
common costs of production, will be separated.
And the more finely drawn the product distinctions, the more important the common costs and
the more difficult their allocation. Thus, a narrowly
defined product grouping might place many manufacturing costs as well as operating costs in the
common category.
Defining a product line as a narrow grouping of
very similar products will result in a great number
of product lines being accounted for in the financial
statements. And with the concept of narrow product lines, the breakdowns can continue until nothing useful is left. An example would be the breakdown of sporting goods into summer and winter
products. The summer products could then be
broken down to golf, tennis, and swimming products. The golf products could be further segmented
into balls, clubs, bags, and shoes. Finally the shoes
could be broken down into their different styles
and sizes. The problem that exists is one of having
too much information so that it cannot be utilized
effectively for analytical purposes? At the other
I Many writers b elieve that re rting by p ro duct line wo uld eq ualize the rep o rtia� g quality of the diversified c ompany with its non
diversified neighbor. see Leo po ld S chac hner, " The F inanc ial R epo rt o f the Divers ified Co mp any ,' Management Acco unting, July
1967, p 30.
s See Robert Mautz Financ ial Reporting by Diversified Comanies, Financial Execut ives Research F o u n d a t i o n , N e w York,
.Y., 1968, p. 45, Table 9.
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end of the spectrum is the diversified company with
large groupings that virtually negate the benefits of
product reporting. The significance of product line
reporting is lost when the products are not closely
related. To illustrate this idea, return to the example of the sporting goods and take it in the other
direction. The concept of a broad grouping of
products in the sporting goods line could contain
not only the golf, tennis, and swimming equipment,
but also the manufacture and sale of outboard
motors and boats, ski lifts for ski resorts, and specially equipped automobiles designed for racing.
Thus, the overall problem of product line reporting is the determination of the product. "Product line" is a loose term, with no well- defined, uniformly established, limited meaning. And although
there are benefits that can be gained through the
use of product reporting, at the present time its
practicality is limited due to the absence of a uniform basis for determination of product lines.
Leopold Schachner, along with many other
writers, has suggested that the Standard Industrial
Classification (SIC) be used as the uniform basis
for determination of product lines.3 However,
Robert Mautz points out that the SIC code was
never intended to be used for this reason, and it is
inappropriate for providing a satisfactory basis for
segment reporting.' Also, the SIC classification is
intended to apply to single establishments, not to
complex corporate structures, and its purpose is
to aid in the collection of economic statistics, not
to separate a company into logical pieces for financial reporting purposes.
Another possible disadvantage in product line
reporting is that the additional disclosure by product lines might place a firm at a competitive disadvantage. This complaint is normally voiced by
corporate executives, and it is based on a fear that
disclosure by products might lead competitors to
shift their sales efforts, or that customers might
press for price reductions. Management's concern
in this area is very real and very intense.r,
To summarize, the advantages of product line
reporting are: it provides information that can be
used for comparison between companies, and it
provides internal comparison of lines which enable
investors to measure management's diversification
decisions. The major disadvantage is in the difficulty of determining the product lines, and serious
problems exist from the use of overly narrow or
overly broad definitions. Another possible disadvantage of product line reporting is that the information may be used to a company's disadvantage
by competitors or customers. Because of these disadvantages (especially the difficulty of determining
a product) the practicality of product line reporting
is limited.

ments are prepared. These reports combine the
assets, liabilities, and operating results of both
corporations, and thus afford a view of the related
units as a single business or a single economic
entity. Suggestions have been made that this consolidation process be reversed and used as the basis
for segmental reporting, and that financial reports
be published for each legal entity within the corporate group as well as for the corporation as a
whole. The most significant advantage of this
method of segmentation is that it provides a readily
accessible means by which to segment a company.
Also, it is a method that could be consistently applied to all companies. There is nothing unique
about reporting for each legal entity that makes
it vary according to industry or firm.
Most bankers believe that this method has
advantages in that it discloses the corporate ownership of assets which constitute security for loans.e
When loans are made to a company that is involved in a parent- subsidiary relationship, the bank
does not have recourse to the merged assets of the
group but only to those of the company with which
it has contracted. Therein lies the banker's interest
for external reporting by legal corporate segments.
Not only would this method disclose to bankers the
ownership of assets, it would also disclose outside
legal obligations and intercompany receivables and
payable which would normally be eliminated in
consolidated statements.
Another advantage of reporting by legal corporate segments is that it would disclose pertinent
information about foreign subsidiaries. Domestic
companies frequently establish subsidiary companies in foreign lands under the incorporation
laws of such countries, or they acquire controlling
interests in foreign companies already organized.
Segmentation on the basis of legal entities would
be one method of reporting that would disclose
the operations of the subsidiaries.
The disadvantage of segment reporting on the
basis of corporate entities is that it is not practical.
The frequently large number of legal entities under
one roof makes it meaningless to report on this
basis? To report for such a large number of segments would reduce the utility of the information
presented.
Numbers, however, are not the only disadvantage. The nature of the legal entities presents a
problem of practical reporting also. A variety of
reasons appear to account for the existence of so
many legal entities in one company. Separate
corporations may be established and maintained to
protect company names, to hold property, or to
obtain advantages of limited liability, just to name
a few. Legal corporations existing in these capacities do not necessarily have any operational sig-

"The
disadvantage
of segment
reporting on
the basis of
corporate
entities is that
It is not
practical."

Legal Entities
When a company acquires a major part of or all
the voting stock of another company, and the acquired company's legal existence is continued, a
parent - subsidiary relationship exists. Usually under
these circumstances, consolidated financial stateMANAGEM ENT ACCOUNT ING /APRIL 1975

s Leopold S chac hner, " Corp orate Diversification and Financ ial Ret orting, " Th e Journal of Accountancy, April 1967 p. 46.
Rob ert Mautz, "Bas es for Mo re Detailed R epo rting by Diversified C omp anies, " F inancial Executive Novemb er 1967, p. 54.
s See Morto n Backer and Walter B. IicF arland t External Reporting
Segmentr of a Business, National Ass ociation of Accountants,
w York, N.Y., 1968, p. 80.
e l6id., p. 66t Op. C tt. , Ro bert Mautz, Financial Reporting by Diversified Companies, p. 45, T ab le 10.
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nificance, because they are not involved in purchas- true. It could also be a disadvantage since some of
ing, manufacturing or marketing functions. These the data that management finds useful may be
segments exist because they are of legal benefit to useless or misleading to outsiders. In the November
the firm, and not only would it be difficult to pre- 1967 issue of Financial Executive, Robert Mautz
pare financial statements for such segments but makes this point by stating,
the statements in turn would probably have little
"In actual fact, these arguments [data imvalue. One can conclude, therefore, that any proposal for segment reporting by diversified comportant to management, therefore important
panies on the basis of legal entities is not only
to outsiders] may be of little force. Certainly
unreasonable but impractical.
the parts into which management divides the
company will indicate significant distinctions
Organizational Divisions
of most significance to investment decisions
Most complex companies have some way to
by outsiders. However well prepared the divireport internally on their various activities that
sional reports may be, their usefulness to outcontribute to the effectiveness of the functions of
siders depends on the ease with which they
planning and control. This internal reporting may
can be understood by a reader unfamiliar with
reflect an emphasis on such matters as major prodthe format and terminology of reports preuct distinctions, geographical differences, anticipared primarily for a technically and financipated growth, or managerial responsibility center,
ally sophisticated management. Although
whatever is most useful to the management.
much can be done through careful selection
When the term division denotes managerial
and interpretive presentation to make data
responsibility, management has been decentralized
understandable, the basis on which the information is accumulated may provide fundaby delegating authority to an individual division
head for a comparatively broad range of functions.8
mental difficulty." 11
The accounting systems of such companies are usuAnother important argument against relying on
ally designed to collect costs and revenues by managerial responsibilities represented by divisions. In organizational units of the company for reporting
companies where these organizational and account- purposes is that the comparability of results, one of
ing practices prevail, divisional financial reports are the benefits which would supposedly accrue from
available and could be forwarded to outsiders at segmental reporting, would be lost. Intercompany
little or no additional costs. This advantage applies comparisons for divisions would be invalid because
to all organizational divisions for which there are of differences in the structures of the companies
internal reports prepared. An argument frequently concerned. The "Chemical Division" of Martin
given is that reports on the divisions within the Marietta Company includes: printing ink, dyestuffs,
total organization must be prepared as accurately concrete additives, and industrial sand. Compare
and as reasonably as possible; and that, because of these chemicals with Warner Lambert's chemicals
their importance to management, they would also which are sophisticated pharmaceutical materials.
be important to outsiders. It can also be argued that The division names are the same; however, the comorganizational divisions are practical bases for seg- panies and the products are quite different and
menting a company because their format is consis- divisional comparison is pointless.
tent with that which financial analysts find desirAnother reason intercompany comparisons by
0
divisions
are invalid is that one company may
ab1e.
Not only would users benefit from organizational divide an activity into two or more parts of its
divisions being used as a method of segmentation, organization, where in another company it would
management would find it suitable as a base for be carried on by a single component. This problem
reporting segment data also. Organizational units is basically the same one that exists for product
can reflect many areas including products and lines; the difficulty of determining the breadth of
product lines. In fact, a study by the Financial the product groupings. As a result, organizational
Executives Institute indicated that there is evidence divisions will not be uniform from one company to
of congruence between organizational units and the next. Add this to the fact that one company
product lines in diversified companies.10 This con- will have divisions based on products (chemical
gruence can be viewed as an advantage of organiza- divisions), while another will be based on location
tional divisions because roughly half the companies, (Toledo division), and a third based on operation
reporting by organizational units would not differ (manufacturing division). It becomes evident that
in any significant degree from reporting by product the aspect of comparability no longer exists.
Comparisons of segment operating results belines. However, it could also be viewed as a disadvantage, because for the other half of the companies tween reporting periods may be misleading when
there is so little correspondence between the two, the segments are organizational divisions. Comthat if product line information were sought, it panies often find it desirable to rearrange their
would have to be specifically requested.
It has been claimed that a possible advantage of
Op. Ci t., Backer and McFarland, p. 19.
reporting by organizational divisions is that since Op. C it., Robert Mautz, Fivaneld Reporting by Diversified ConsIbid., P
.54.
management finds such data important, it would V
11 0
Cit., Robert Mautz, "Bates for More Detailed Reporting
also be important to outsiders. This is not always by Diversified Companies. " P . 5&
.
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"Most complex
companies
have some way
to report
internally on
their various
activities . . . "
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internal divisionalization from time to time to
accommodate additions or dispositions. Also, new
products are assigned to a given division for a
variety of reasons — physical similarity, managerial
competence, advantage of combining production
or marketing functions, advantage of increasing
division's profitability, or even by accident. Because
of these shifting and varying methods of new
product assignment, the composition of organizational divisions is subject to change from one year
to the next. And it is possible that the division
being reported will be, at best, only an approximation of the same division the year before. Therefore,
reports for divisions of one year may not be at all
comparable with reports for apparently equivalent
divisions of another year.
From a practical standpoint, using organizational
divisions as a basis for segment reporting is advantageous because reports for divisions are presently
being prepared for management. This would mean
they could be externally reported at little extra cost.
Corporate management approves of reporting on a
divisional basis, and the average number of organizational divisions contained in a diversified company
is well within that indicated by financial analysts
as desirable. However, divisional data that management finds useful may be useless or misleading to
outsiders. Divisional data also does not lend itself
to intercompany comparison because of the differences in structure of the companies and the
differences of organizational divisions themselves.
Finally, because of the change in composition of
divisions from one year to the next, comparison
between reporting periods is also invalid. Therefore,
although the advantages of organizational divisions
reporting may appear inviting, the concept has certain attendant and important limitations that
qualify its practical use.

Markets
Conglomerate companies are sometimes referred
to as "multimarket companies." Such diversification
of markets suggests that segment reporting might
be accomplished on the basis of the different markets in which the company is active. When considering markets as a basis for segmentation, the
different connotations of the term "market" must
be recognized.
Markets may be distinguished on a geographical
basis in accordance with regions, or on a domestic
and foreign basis if activities are international.
Markets may also be distinguished in terms of
customers with the breakdowns occurring by retailers, wholesalers, and consumers; or distributors,
processors, and manufacturers; or government and
non - government, with a further breakdown into
governmental agencies. Finally, markets may describe the industry served by a company, i.e., the
steel market, the automobile market, the appliance
market. The latter interpretation of "market" coincides with the definition of "industry groupings"
and the benefits and disadvantages of that method
will be discussed later.
For a company to report by markets based on
MANAGEM ENT ACCOUNT ING /APRIL 1975

geographical areas, the practical advantages and
disadvantages are mainly speculative. Of the 510
companies examined by Accounting Trends and
Techniques for 1969, only 122 reported by geographical markets and 103 of them were on the
basis of domestic and foreign markets 12
In a company where there exists some actual
separation of activities carried on in two or more
regions, reports developed to present the results of
those activities may be useful. Therefore, for a given
company, a geographical specification of markets
might provide a reasonable means of segmenting its
operations for reporting purposes.
Such a method could be very useful for intercompany comparisons, and could also be valuable
for intracompany comparisons for those firms that
compete in the same geographic area.
On the other hand, some companies may be
marketing in two or more geographic areas without
any adequate separation of their operations between
these areas. For these companies to report by geographic regions, it would be necessary for them to
make artificial distinctions between markets. And
the same problem arises as exists with product lines,
the difficulty of determining all - inclusive, explicit
groupings; in this case, of market regions. From a
practical standpoint, segmentation on the basis of
geographical markets appears to be a suitable
method only in selected, not all areas.
An exception to this conclusion, however, exists
in the instance of domestic and foreign markets.
Foreign market operations are a form of diversification and are usually conducted through subsidiary
companies. To break out foreign operations and
report for them would be a relatively simple task.
Not only would information be readily available; it
would also be valuable since it would disclose the
complexity of the international operations of the
involved firm. The determination of the disclosure
area for foreign operations is not as difficult as it is
for domestic operations, since the breakdown can
be by countries or major world areas. As a method
of external reporting for segments of a business,
foreign markets have some definite practical advantages.
Reporting operations on the basis of the type
of customer— consumer, middleman, processor,
government —would help to indicate the future
stability of the firm. A company that segments by
customer would disclose information that would
enable an investor to determine the degree of concentration that the company has in a certain customer or customer area. Through analysis of the
future purchasing power of this customer or customers, the investor will be able to estimate the
future selling potential of the firm and therefore
have an idea of its future stability.
An example of this would be a steel company
which discloses that a significant part of its sales is
to the automobile industry. With automobile sales
lagging, the automobile industry would not be in a
position to purchase much steel. Therefore, the

"Foreign
market
operations
are a form of
diversification..."

If Accounting Trendy and TechnigWet, 24th ed., AICPA, New
York, N.Y., 1970, p. 11.
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"To report the
government as
a customer ...
would aid in
the
determination
of the future
profitability of
the firm."
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financial position of the steel company, as a result
of sales being down, would probably decrease. An
outsider could probably speculate that this decrease
would happen, but with reporting on the basis of
customer, he also is able to estimate the amount of
decrease in the firm's financial position.
Another advantage of reporting for the type of
customer is that intercompany comparability is possible. Since the segments would be retailers, wholesalers, consumers, distributors, processors, manufacturers, etc., comparisons could be made between
companies with different products and even between companies involved in different industries.
Although the firms are different, their markets are
similar, and it is in this common area that they
could be compared. One other practical advantage
is that there would be only a handful of customer
markets served by one company.
Some practical difficulties arise, however, when
attempting to report operations on the basis of the
type of customer. One of the disadvantages is that
since there is little apparent reason for a company
to compile the financial data from its several classes
of customers, operating data on such a basis is not
commonly available. Robert Mautz states that few
companies regularly record sales or allocate costs
and expenses on the basis of the type of customer
to whom the product is sold.1 3 Some companies
probably cannot attribute all their operations to
one or another of their types of customer with
accuracy. And for many companies to do so, a
special effort would be required.
Another problem which exists is that the firm
is not always aware of the use to which their product will be put after sale to a given customer. A
customer may purchase products for its own use and
buy additional quantities to supply to others without specifying the intended use to the seller. To
report the product as a sale to the original buyer
would be a misrepresentation of the actual market
for the product, yet to determine the market where
the product was actually used, would be an expensive and involved task.
Once again, an exception should be noted. Just
as some companies utilize their accounting systems
to disclose the results of their activities in foreign
countries, others do the same thing for government
contracts. To report the government as a customer
on a customer market basis would aid in the determination of the future profitability of the firm.
Since governmental agency budgets and appropriations are public information and the degree of involvement the firm has in a certain agency would be
disclosed, an indication of future sales to that
agency could be determined. Such separation of
one type of customer would be an advantage to an
outsider in that it identifies and isolates a market
of special interest.
Segmentation on the basis of geographical markets could be a valid and useful method, but only
in a limited number of cases. As a method for most
diversified firms, it is impractical since it would
require an artificial separation of operations so that
regional reports could be prepared. Reliance on the

type of customer as a basis for distinguishing markets also appears impractical because data that is
needed for the segment reports is not commonly
available. And to determine such information
would be a difficult and expensive task.
One exception to these conclusions is that foreign
and domestic operations can be readily separated,
and financial information concerning the foreign
segment is commonly prepared. The same excep.
tions can be noted when government is viewed as
a special type of customer.

Industry Groupings
"Broad industry groupings" is a term somewhat
like "product line," because it requires a specific
definition each time it is used if its meaning is to
be understood. There is another similarity to
"product lines" also, in that industry distinctions
in many cases relate primarily to product differences. However, these likenesses are at a substantially different level than usually suggested by the
term "product line."
The real difference between product line reporting and reporting by industry groupings, appears
to be one of narrow versus broad classifications.
Albert Bows refers to a "true conglomerate" as a
company which has not followed the traditional
pattern of vertical or horizontal integration, but
rather has emerged because of the desire of management to widely diversify its activities in different
industries.- It would be by these different industry
segments that the diversified firm could externally
report its operations.
Another way to explain the type of segment
characterized by industry is in terms of production
and markets. Leopold Schachner has taken this
approach and considers a diversified company one
that has crossed industry lines.15 The crossing
occurs when the production factors (raw materials,
processes, and equipment) and markets of the new
activity differ substantially from those of the old
one.
An advantage of diversified forms reporting by
industry groupings is that they would be reporting
for the means by which they become diversified.
The use of industry groups would conform most
clearly to the concept of a conglomerate as a company engaged in widely differing businesses. The
difference between the diversified and the non diversified firms is that the former is involved in
more than one industry. If the diversified company
were to report by industry groups, it would be on an
even reporting standard with its non-diversified
counterpart.
Numerous advantages would result from different
industry segments of the diversified firm disclosing
operations on a similar basis to that used by single
industry non - diversified firms. One of the advanContinued on page 23
Is %
Cit., Robert Mautz, "Bases fo r Mo re Detailed Reporting
by Diversified C ompanies," p . 58.
" A lb er t Bows, "Prob lems of Disclosure of Segments of Conglomerate Companies," T h e Journal of Accountancy, December
1966, p. 34.
15 Leopold Schachner, "Acco untab ility Und er Indus trial Diversificatio n," The Acco unting Review, April 1968, p. 304.
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COST ACCOUNTING
STANDARDS AND
FINANCIAL AUDITING
To avoid the possible difficulties that could arise in attempting to
negotiate a contract in the future, the company could show that
the appropriate Cost Accounting Standards are already a part of
the current cost accounting system, in use for accumulating the
costs of goods being sold in a strictly commercial market.

By Fred R. Lang

to incorporate these Standards on a before- the -fact
basis when future government work is being solicA considerable amount of interest about the Cost ited or anticipated. For example, a company is
Accounting Standards Board and its pronounce- interested in selling major, expensive, equipment
ments seems to be evident in the management to the government for military applications. To
accounting field. Many accountants believe that the avoid the possible difficulties that could arise in
Standards promulgated by the Board may be pos- attempting to negotiate a contract in the future,
sible forerunners of governmental regulation of the the company could show that the appropriate Cost
accounting profession, if the newly created Finan- Accounting Standards are already a part of the curcial Accounting Standards Board should fail. How- rent cost accounting systems, in use for accumulatever, the government, through the promulgation of ing the costs of goods being sold in a strictly comCost Accounting Standards, can significantly im- mercial market.
pact the financial management decisions of most
When a contractor overruns (or incurs a loss)
companies.
on a contract and the contract has little or no applicability to other or future work that the company
Cost Accounting Standards
is planning to perform, the financial data may
The Cost Accounting Standards are applicable sometimes be improperly reported. In some into most negotiated Department of Defense con- stances, the companies may have charged the
tracts and to certain other government contracts amount of the overrun (loss) to overhead, rather
(i.e., contracts issued by the National Aeronautics than directly to the contract, thereby distorting the
and Space Administration, the Federal Aviation cost of goods manufactured and the work -in- process
Administration, the Department of Transportation, accounts. The purpose of one Cost Accounting
etc.) where the amount is $100,000 or more, regard- Standard (4 CFR 402) is to prevent government
less of the time span of the contract. It is important contracts from sharing in the costs of overruns (or
to point out here that the $100,000 criterion is losses) under other work of the company through
applied on a contract by contract basis. This same the redistribution of these losses to overhead (or
criterion would apply without exception whether a some other indirect expense account) with subsecompany were wholly dedicated toward performing quent allocation to direct costs in either cost of
on government contracts, or it could be primarily goods sold or work -in- process inventories.
selling its products in a commercial environment,
Cost Accounting Standard 4 CFR 402 states:
with government work as only a minimal part of "All costs incurred for the same purpose, in like
its business. Although the Cost Accounting Stan- circumstances, are either direct costs only or indards apply only to government contracts of $100,- direct costs only with respect to final cost objet.
000 or more, many companies have incorporated tives." 1 This Standard was promulgated to imthem into their commercial cost accounting systems prove the accuracy of recording and reporting costs,
to avoid maintaining two distinct cost systems and
David H. Li, "Cost Accounting Standards Board: A Progress
cost records. Also, many companies find it beneficial Rep
ort," Management Accounting, June 1978.
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"... the words
'consistent
with that of the
preceding
year, could
have very little
or no
meaning."

especially in the areas of costing work which has
been completed. Significantly, it can also be used
by the financial auditor as a basis for the consistent
pricing of various inventory accounts. The following
example demonstrates the effect of charging losses
(or overruns) on a contract to overhead in order
to recover the costs on other work.

Example
Archibald Computing Services Company received
total revenues from operations during 19XX in the
amount of $150 million. Part of that revenue was
the result of a firm fixed price contract (Contract
No. 30XX -7500) from the Department of Transportation in the face amount of $75 million. This
contract was begun in 19XX. It was for the design
of a computer model for population shifts, existing
transportation systems, etc., so that the Department
of Transportation may predict where transportation
problems will exist in the future. This work is not
applicable to or similar to any other work Archibald
does. All direct costs under the contract consist of
labor costs for engineers, sociologists, computer
programmers, and computer rental costs. The direct
costs on this contract in this year were $52 million
and the direct costs for other various work being
performed were $30 million for a total of $82 million. Indirect costs for the company were $118
million, and, for the simplicity of this example,
are allocated over all direct costs incurred, i.e.,
costs of labor and computer rental. There is no beginning work -in- process and ending work -in- process

Exhibit 1
ARCHIBALD COMPUTER SERVICES COMPANY

PARTIAL INCOME STATEMENT (In Millions Of $'s)
FOR THE YEAR ENDED DECEMBER 31, 19XX
Sales
Cost of goods manufactured:
Direct costs
Indirect costs incurred
Manufacturing costs to account for
Less: Ending work -in- process
Direct costs
Indirect costs
($118/$82) x $30
Cost of goods sold
Gross margin

$150
$ 82
118
$200
$30
43

73
127
$ 23

Exhibit 2
ARCHIBALD COMPUTER SERVICES COMPANY
PARTIAL INCOME STATEMENT (In Millions Of $'s)
FOR THE YEAR ENDED DECEMBER 31, 19XX
Sales
Co st o f go od s manufactured :
Direc t c os ts
Ind ire ct co sts I nc urred
Manuf ac turing c os ts to ac c ount f o r
Less: Ending work-in- process
Direc t c os ts
Ind irec t c os ts
($ 1 2 0 /$ 8 0 ) x $ 3 0
Cos t o f g ood s s old
Gross marg in
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$1 5 0

$ 8o
120
$200
$30
45

75
125
$ 25

if $30 million without indirect (overhead) expense
is applied. The income statement for Archibald
Company when all direct costs on Contract No.
30XX -7500 are charged direct would appear as
shown in Exhibit 1.
Now assume Archibald charges the $2 million
overrun on Contract No. 30XX -7500 to overhead
(indirect costs). The income statement would appear as shown in Exhibit 2. As can be seen from
this one example, there is a material difference in
gross margin and the work -in- process account, and
vet no generally accepted accounting principle has
been violated, Going further, it could very well be
concluded that, if, in the opinion section of the
short -form a udit report, the auditor s tates "... in
conformity with generally accepted accounting principles applied on a basis consistent with that of
the preceding year," 2 there is very little assurance

of uniformity. It could be argued that the word
"consistent" covers the item discussed in the example, but it is also clear that the situation discussed occurred in the current year only. Therefore,
the words "consistent with that of the preceding
near" could have very little or no meaning.
It is good auditing procedure to audit cost accounting systems and note any changes to the
system that might affect the financial statements.
However, what if Archibald Company charged the
amount of the overrun to independent research and
development costs which are normally allocated as
a part of general and administrative expenses?
Would the auditor have been able to detect this
adjustment to the work -in- process costs? One method of detecting this type of cost redistribution
would be to statistically sample the employee time
and job cards to determine if employees are working on one contract or job and charging another
job. Also, the examination of journal entries transferring costs between jobs may disclose this type
of cost adjustment. However, if full use is made
of the Disclosure Statement as implemented under
the Cost Accounting Standards, any changes in
costs being charged to independent research and
development from prior years would require a
change or modification to the Disclosure Statement,
and could be readily identified by utilizing that
document during the process of the audit. Thus,
it is clear that the Disclosure Statement and the
requirement for compliance with other Cost Accounting Standards could save large amounts of
audit time in the audit of the costs accounting
system.
The Disclosure Statement, which is required
from only those companies meeting certain criteria,
is a client generated document and should be readily
available at the company's facility. The data contained in the document should be highly reliable
since the Disclosure Statement is covered by Public
Law 91 -379. Thus, the Statement could be considered extremely useful as an internal control document.
W al t e r B. Meigs, E. J o hn Lars en an d Ro ber t F. Mei� ts Pr in ti (e.s o Aud it in g, 5th ed., Ric har� D . Ir wi n, Inc . , H o m e wo o d,

u., 1073, p. 14.

MANAGEMENT ACCOUNTING /APRIL 1975

evaluation of the cost accounting system, and any
of the changes made thereto. A comparison of any
Cost Accounting Standards, when used by the revised statements to the previous Disclosure Statefinancial auditor, can be a most powerful audit ment provides a quick comparison of what has
tool. It can decrease the audit time required as happened and the audit review can then be directed
well as the expense of the audit to the client. A toward those changes having a possible impact upon
review of a notarized copy of the Disclosure State- the financial statements. It would also be a good
ment, maintained in the permanent file, could be idea for the FASB to look deeply into the possibility
used to eliminate or modify many of the audit of accepting Cost Accounting Standards as they
steps which have traditionally been required in the apply to Financial Accounting and Reporting. ❑
Conclusion

"Cost
Accounting
Standards
...
can be a most
powerful audit
tool."

SEGMENTATION FOR REPORTING PURPOSES
Continued from page 20
tages would be that full comparability would be
possible since the reporting units would be the
same. Another advantage is that statement formats
could be similar for industry groups as for non diversified firms, which would also enhance comparability. These advantages, however, fall back to
two main overall advantages of reporting by industry groups; they would contribute to uniform reporting and they conform most clearly to the concept
of a conglomerate.
The uniformity that would result from reporting
by industry groups would not just be between the
diversified companies themselves, but it would also
exist between the diversified and the non - diversified
firms. With uniformity of reporting units, it means
reporting operations of diversified companies would
not be a different ball game.
Industry groups also solve the problem of what
is❑a❑diversified❑firm❑and❑therefore❑the❑question❑—
who should report by segments. There is a distinct
difference between a big firm and a conglomerate
firm. The big firm may be internally diversified by
products or markets, but for them it is not practical
to report by segments. The firms that diversify by
industries have a practical basis for segmentation,
since it is through involvement in different industries that the diversified firm is separated from the
non - diversified one. However, industry groupings
may cut across some companies' organizational
lines. To report on a strict industry basis might
fractionalize these companies into unnatural parts
which would not fairly reflect the results of their
operations.
The concept of segment reporting by industry
groups also has certain other disadvantages. In
74

Op. Cie., Robert Mautz, Financial Reporting by Diversified
Companies, p. 154.
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order to report by industry groups, there must be
some basis for identifying the major industry lines.
The classification commonly proposed is the same
one❑that❑was❑proposed❑for❑product❑lines❑—the❑Standard Industrial Classification (SIC). However, as
was shown before, the SIC code was never intended
for this purpose, and it is inappropriate for providing a satisfactory basis for segment reporting.
Robert Mautz found: "No single, inclusive industry classification appears to provide the well- defined,
mutually exclusive categories needed." ' B
Conclusion
Suggestions for segmenting the activities of a
diversified company for reporting purposes fall generally into two categories: those that are available
and those that would be useful.
Reporting by legal entities or organizational
divisions are the methods that have been proposed
based on their availability. However, these proposals possess inherent disadvantages that limit
their practical usage. Of the methods that have
been suggested as being useful, product -lines present serious difficulties because there is no basis for
determining the dividing lines between products,
and the market method is limited because companies do not commonly record activities on a market basis. The remaining method is industry groupings. It does not appear to have the serious practical
disadvantages that would limit its usage. At the
present time, it is the only method that can be
used as a basis for segmentation of diversified companies for reporting purposes. Industry groupings
would provide uniformity of reporting units and
would also have diversified firms reporting for the
means by which they became diversified. Reporting
by industry groups therefore not only solves the
problem of how to report, but also the problem of
who should report.
13
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THE ACCOUNTANT'S
ROLE IN THE FBI
Accounting investigations in the f81 are often a curious mixture of
accounting knowledge, fundamental psychology and common
sense; and each investigation, because of the human element, is
truly unique.

By Joseph T. Wells

1. T. WELLS

Oklahoma.

has been a Special
Agent with the Federal
Bureau of
Investigation for
approximately three
years. He holds a
B.B.A. degree (with
honors) from the
University of

As the chief investigative arm of the United States
Department of justice the jurisdiction of the Federal Bureau of Investigation includes a wide range
of responsibilities in the criminal, civil, and internal
security fields. Special Agents are charged with the
duty of investigating violations of the laws of the
United States, collecting evidence in cases in which
the United States is or may be a party in interest,
and performing other duties imposed on them by
law. Special Agent Accountants have the primary
responsibility of curtailing "white collar" crime involving fraud and embezzlement, as well as other
schemes such as bribery, obstruction of justice and
conflict of interest. Additionally, they develop evidence in civil investigations showing just compensation to the citizen as well as the United States
Government in the prosecution and defense of
civil suits of which the United States Government
is a party of interest. These investigations have
saved millions of dollars for the American taxpayer.
The Special Agent Accountant
The Special Agent Accountant is an internal
designation used within the FBI. Of approximately
8,600 FBI Special Agents, about 700 are Special
Agent Accountants. To be considered for the position of Special Agent Accountant, an applicant
must have reached his 23rd and not have reached
his 36th birthday. He or she must meet rigid physical standards and be free of defects which would
interfere with the use of firearms or with partici.
pation in dangerous assignments. The candidate
must also be a graduate of a four -year state accredited college, have a bachelor's degree with a major
in accounting and have at least one year of practical accounting and /or auditing experience. Although the certified public accountant certificate
is desirable, it is not a mandatory requirement.
Applicants for this position come from virtually
all segments of private industry as well as public
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accounting. The entrance salary of $14,117 is increased upon completion of the New Agents training to $17,653 to reflect additional fixed compensation for irregularly scheduled overtime. While
engaged in investigative work, the Agent can advance to a grade which has a salary range from
$25,352 to $31,895, including overtime. Many
Agents promoted to supervisory positions receive
higher salaries, up to the present maximum of
$36,000 per annum.
All Agents, including the Agent Accountant,
must be able to cope with investigative problems
as they occur. Agent accountants must be qualified
to handle any type of investigation. In fast - breaking
situations such as a bank robbery, kidnapping, or
an extortion, the Agent Accountant will join in
the hunt for the perpetrators of the crime.
Agent Training
Since he or she is expected to handle all types
of investigations, the Agent Accountant is afforded
the same training as other agents in the New
Agent's Training School, which is located at the
newly constructed FBI Academy near Quantico,
Virginia. During this rigorous 14 week course, the
Agent Accountant is given an intensive grounding
in FBI rules and regulations, investigative techniques, the laws of evidence, and federal criminal
court procedure. He must become proficient in the
use of fingerprint identification and other tools of
the investigator. Before graduation, he has to qualify
in firearms and defensive tactics. The standards
during this training are high. The trainee is given
frequent examinations, and failure may result in
his being dropped from the class.
Training in the FBI is a continuous process for
all Agents. Each Agent is required to qualify with
a variety of firearms and the use of defensive tactics
eight times annually. In addition, Agent Accountants are periodically given specialized in- service
training to keep abreast of the latest accounting
and auditing theories, techniques, and procedures.
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"Investigations
with
accounting
implications
can be criminal
or civil in
nature."

A class of special agents in training at the FBI Academy,
Quantico, Virginia.
The training includes an overview of auditing techniques and the utilization of computers and other
automated record - keeping devices as they relate to
government, banking, and private industry.
After graduation, the Agent is assigned to one
of the FBI's 59 field offices. Although personal
preferences are given consideration, assignment locations are naturally based on the FBI's needs.
The new Agent Accountant's first experience is
usually in general investigative matters. Later he
is assigned to assist one of the more experienced
accountants, who will plan and supervise his work.
After receiving this on- the -job training, the new
Agent will be assigned accounting cases on his own.
Many factors govern the type of investigative
assignments an agent will receive. As in public
accounting, one of the influencing factors is the
size of the field office to which he is assigned. The
smaller the field office, generally, the less the Agent
will specialize. Other factors include the nature and
type of ongoing investigations and the special talents
or interests of the individual Agent.

Types of Accounting Violations
Investigations with accounting implications can
be criminal or civil in nature. They are usually
limited to audits and special examinations which
are designed to determine whether certain specific
allegations of federal law violations are true. Some
of the more common criminal activities that are
investigated include various violations of Title 18,
United States Code, pertaining to bank fraud and
embezzlement, the National Bankruptcy Act, and
certain federal antitrust laws, as well as various types
MAN AG EMEN T AC C O U N TIN G / AP R IL 1975
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of fraud against the United States Government. Civil
investigations are made upon request from the
Justice Department. These investigati6ns include
cases such as an individual's financial ability to pay
a government obligation, as well as matters involving the Renegotiation Act and the Court of Claims
Act.
Investigations concerning bank fraud and embezzlement generally include criminal violations by
officers and employees of a banking -type institution
insured under various federal laws, and in certain
instances, by persons who borrow from these institutions. Investigations involving the National
Bankruptcy Act often originate when it is learned
that a bankrupt individual or firm has converted
or concealed assets in contemplation of bankruptcy.
Most perpetrators of these crimes foresee the possibility of an investigation and consequently go to
great lengths to prepare voluminous fictitious records and supporting documents. From an accounting standpoint, these investigations can be very
challenging.
Allegations of fraud against the government often
arise when parties under contract to certain governmental agencies submit false claims for payment. In recent years, schemes devised by unscrupulous contractors and realtors to defraud the Federal
Housing Administration and unsuspecting homeowners have caused special prosecutive efforts to
be directed in this area.
Investigations involving the criminal aspects of
certain antitrust laws are also conducted by the
FBI at the specific request of the Department of
Justice. When compared to some other areas, the
25

". . .t h e
development
of more
sophisticated
accounting
systems . . .
has produced a
bolder, more
knowledgeable
criminal."

number of antitrust convictions appears to be small.
However, ongoing complex investigations spanning
a year or more are not uncommon, and the resultant fines, savings and recoveries attributed to
these investigations are among the highest of any
violation.
Civil investigations involving the Renegotiation
Act and Court of Claims Act are somewhat similar
in that they both generally arise from monetary
disputes between the government and one or more
civilian contractors. The FBI is requested to make
an independent inquiry which often involves a
detailed analysis of both parties' records and accounting procedures. Opinions of Special Agent
Accountants are generally rendered in civil investigations such as Court of Claims and Renegotiation
Act matters. However, there are rare instances when
an Agent will be called upon to express his opinion
in criminal cases.
Trends in White Collar Crimes
Exhibit 1 indicates that dramatic increases in
certain white collar crimes have occurred over the
past few years. Although the list is by no means
totally inclusive, it is illustrative. Fines, savings
and recoveries, the total funds attributable to FBI
investigations, have increased dramatically in all
areas, while increases in the number of convictions
have been effected in only two of the four areas
shown. This indicates that efforts aimed at reducing
the number of violations have been successful to a
degree, but that the average dollar amount per conviction is rising at an alarming rate. Unfortunately,
the development of more sophisticated systems coupled with greater utilization of EDP has produced
a bolder, more knowledgeable criminal.
Investigative Accounting Versus Auditing
There are many similarities between conducting
an audit and conducting an accounting investigation. However, some fundamental differences do

exist due to the scope of the respective examinations. Most audits are designed to render an independent opinion on a company's financial statements, and are not aimed at detecting defalcations
or irregularities. The criminal accounting investigation, on the other hand, is normally based upon
specific allegations of fraud or concealment.
Other differences are readily apparent in the area
of working paper preparation. The Agent Accountant invariably expects his working papers to become
the basis for testimony or supporting evidence in
court, and he attempts to prepare his documentation in such a manner as to facilitate explanation
of the concepts involved to non - accountants. Also,
the Agent is often the object of legal rebuttals
designed to lessen the impact of the evidence as
admitted, or to reduce or destroy his credibility
as a witness. Therefore, he must be sure that his
working papers and his testimony are as accurate
as possible and are able to withstand the closest
scrutiny, even in seemingly unimportant detail.
Rarely can the Agent utilize previous working
papers, inasmuch as most investigations are not of
a recurring nature. Also, attempts to standardize
techniques of working paper preparation have met
with limited success because of the diversity of the
information available in each particular situation.
FBI accounting investigations many times require
investigative techniques unrelated to accounting.
In the instances where the criminal is not an accountant, it is sometimes necessary for the Agent
to set aside his formal training in order to follow
the thought processes of the criminal.
Conclusion
Accounting investigations in the FBI are often
a curious mixture of accounting knowledge, fundamental psychology and common sense; and each
investigation, because of the human element, is
truly unique. The accountant's role in the FBI is
indeed an important and challenging one.
❑

Exhibit 1
COMPARISON OF CERTAIN "WHITE COLLAR" CRIMES FOR THE FISCAL YEARS 1969 AND 1973

73 0
13 9
117
34

1,06 4
43
175
28

46
(6 9 )
50
(1 8 )

$10 ,20 9,4 19
28,54 8,2 00
2,39 6,17 8
34 1,16 4

$19 ,9 84 ,6 83
42 ,4 93 ,8 25
3,4 34 ,7 46
836 ,9 27

96
49
43
14 5

13,896
20 5,38 2
20 ,4 80
10 ,0 34

$

Bank f rauds and em b ezzle me nts
Antitrus t m atte rs
Fraud s agains t the g ove rnm ent
Natio nal Bankrup tcy Ac t

Average per conviction
Percent
19 69
1973
increase
(decrease)

Total fines, savings, recoveries
Percent
19 73
increase
19 69
(decrease)
$

Total convic tio ns
Percent
19 69
1973
increase
(decrease)

18,783
98 8,22 8
56 ,3 07
29 ,89 0

35
374
175
19 8

Source:
FBI Annual R ep orts, 1 969 and 19 73
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A HUMAN VALUE MODEL
It is possible that organizations of the future may be required to
account for the satisfaction of employees as an end in itself.

By George K. Caddy
Conventional accounting practice does not recognize a human investment as having any future
service potential to the organization. Accordingly,
current practice expenses all human expenditures
in the current period as if the service units derived
from such expenditures benefited only this single
period. The proponents of human resource accounting, by contrast, contend that human resource
value, or the present value of future service potential, should be recognized as a limited resource
within the confines of economic theory'. According
to this thinking, decisions affecting the value of the
human organization would involve the selection of
alternatives that lead to the maximization of human
resource value. As Rensis Likert observes, any expenditure or management practice aimed at changing the human organization obviously modifies the
future behavior of that human element and thereby
modifies its future service potential.2
Management Information Requirements
There are a number of reasons for management
to require information concerning its human resources. First, there is evidence that failure to
measure and report human resource values may lead
to suboptimal decisions. For example, the typical
approach to cost reduction involves the introduction or tightening of control standards and budgets
in order to improve employee performance. In the
short run, these efforts appear to result in increased
productivity at reduced costs. However, there are
dysfunctional effects of these managerial policies
that remain hidden. As a result of increased pressure
to reduce costs, lower level managers and employees
develop hostile reactions aimed at maintaining their
internalized frame of reference. In the long run,
these hostile attitudes result in a deterioration of
employee attitude with a coincident reduction in
performance goals, work motivation, and adequate
and accurate communication. The deterioration of
these intervening variables leads to long -run results
of lower productivity and increased costs. If management were furnished with measurements of human
resource values, decisions involving cost reduction
would result in more optimal solutions based on
cognitive recognition of all limited resources. This
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same argument applies to every area of management
decision - making.
Second, measurements of human resource value
can serve as a more effective technique in manpower
planning. Policies of recruitment, training and
familiarization can be evaluated according to their
contribution to human resource value. In this way,
manpower policies will become part of overall organization strategy, rather than functioning as nonintegrated, unique decisions made in a non -congruent fashion by the personnel department.
Finally, the measurement of human resource
values will incorporate the behavioral science concepts of modem organization theory into the management accounting information system. If management accounting information systems are to
continue furnishing relevant information for planning and control purposes, they must be modified
to reflect the rapidly changing organization concepts of today and tomorrow. As Alvin Toffler
points out, tomorrow's organizations will be based
on a concept of "adhocracy" rather than "bureau cracy." 3 Ideas of hierarchal role functions will give
way to mobile professional groups coming together
temporarily into problem solving situations and disbanding when the particular problem is solved.
These task oriented groups that form, disband, and
then reform in diverse combinations will require
information to help them plan and coordinate their
activities.

G. K. CADDY
is a Staff Accountant
with the National
Gallery of Art,
Washington, D.C. He
holds a B.S. degree in
Accounting from the
University of Illinois
and an M.S. degree
from !Northern Illinois
University.
This article was
submitted through the
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The Human Value Model
A model depicting human value variables would
serve two vital functions.* First, identification of
these variables would direct attention to elements
that must be considered in developing surrogate
monetary measures of human value. Second, this
model would facilitate development of non -monetary measures of human value by leading to a
recognition that certain determinants of this value
I

Simply stated, human resource accounting is an attemp t to
measure the Future service potential of an organization's human
element.
s Rensis Ukert, T h e H u m a n Organization: Its M anagement and
Value, McGraw -Hill Book Co., New York N.Y., 1967.
s Alvin TofBer, Future Shock, Random Hous e, New Yo rk, N.Y.,
1970.
4
Eric Flamholtz, Human Resource Accounting: Measuring Positional Replacement Cost, unpub lished Acco unting Research Working Paper No. 72.1(F ), Graduate Schoo l o f Busines s, Columbia
University, 1970.
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"The selection
of proper
rewards and
management
style ... is not
a result of
applying preestablished
rules."

cannot be measured within the framework of
economic maximization.
Exhibit 1 is intended to schematically depict the
variables in the human value model. This model
is based on findings from psychology, sociology and
social psychology and follows the pattern established
by Eric Flamholtz. As shown in the model, there
are two basic sources of human value to the organization: one source is the individual; the other
is the synergistic contribution stemming from group
interaction.
5

INDIVIDUAL MODEL ELEMENTS

This element is the
ultimate measure of an individual's value to an
organization. It is derived from the economic value
concept and is defined as the present worth of the
set of services an individual is expected to provide
during the period he is anticipated to stay with the
organization. This value is a product of the individual's conditional value and the probability
that lie will maintain his expected service life. It
is the present worth of services actually expected
to be derived by the organization.
EXP ECT ED REALIZABLE VALUE.

This element is the present
worth of the potential services that are expected to
be rendered to the organization, if the individual
maintains his membership in the organization
throughout his expected service life. This is a multidimensional variable consisting of expected services
from the individual's productivity in his present
position, plus expected services to be realized from
his possible transfer to another position or promotion to a Higher ranked job.
CONDITIONAL VALUE.

PRO BABILITY O F MAINT AINING MEM BE R S HI P . This
element is the complement of the probability of
turnover. It determines the extent to which the
organization will realize the individual's conditional
value.
INS T R UMENT AL INDIVIDUAL DET ER MINANT S . The key
determinant value is the interrelationship between
an employee's skill and his motivation. While the
skill level is a function of individual cognitive
abilities, motivation is a result of personality traits
and the interplay of that personality with its environment. As Maslow has indicated, human motivation is rationally oriented toward need satisfaction."
However, the dynamic modifications continually
occurring within the individual make it difficult
to predict which "need" in the Maslow hierarchy
is presently motivating the actions of the individual.
Furthermore, learned experiences from past behavior, plus perceptual consequences of what constitutes effective behavior could lead to unanticipated actions even when the need motivator is
known.r Because of these complicated subjective
qualities found in human motivation, the measurement of motivation becomes a difficult task.
INS T R UMENT AL ORG ANIZAT ION DET ER MINANT S . The
importance of these determinants lies in their direct
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effect on individual motivation and consequently
their indirect effect on conditional value, as well
as satisfaction with the organization. Everyone
within an organization holds a formal role position.
This formal "role" requires certain behavior from
all persons occupying that position. The "role" influences the extent to which the holder perceives
his opportunity of rendering his potential service.
However, not all of the individual is included in
his formal organizational role.,, For this reason, an
informal organization develops to satisfy motivational needs not recognized in the formal role.
Each individual carries out a "role" in both the
formal and informal organization. It is vital that
goal congruency exist between these two systems.
If such congruency does not exist, an individual's
formal role will frustrate his need satisfaction and
he will run to the informal system for satisfaction.
In this way, the informal system becomes the
dominant causal variable of the individual's motivated behavior. If the goals of the informal system
do not include productivity, then the individual's
conditional value to the organization will be diminished. If the formal organization utilizes the proper
reward system and practices an effective leadership
style, it can bring about this vital goal congruency.
The selection of proper rewards and management
style is dependent on the need requirements of the
individual and is not a result of applying preestablished rules.
SATISFACTION W I T H T HE ORG ANIZATIO N. This condition refers to the degree of satisfaction that the
individual derives from membership in the organization. It influences the probability that an individual
will remain in the organization. It results from the
interaction between the individual and the organization. Certain "hygienic" factors seem to produce
this satisfaction.,, These factors include salary, working conditions, job security, company policy, interpersonal relations (with supervisors, peers, and
subordinates), and leadership style. In addition to
the relation between satisfaction and the probability
of remaining in the organization, there is also a
possible relation between satisfaction and the productivity element.

GROUP MODEL VARIABLES

After reviewing the elements of an individual's
value, it must be recognized that the value of the
total human organization is greater than the sum
of its parts. This concept of wholism or synergy is
pointed out by Ludwig Von Bertalanffy in his General Systems Theory.t" As individuals interact within
the organization, groups form in relation to task
r Ibid.
e Abraham H. Maslow, Motivation and Personality, Harper and
Row Pub lishers , New York, N.Y., 1970.
' Harold J. Leavitt, Managerial Psychology, The University of
Chicago Press, Chicago, Ill. 1964.
9
Daniel Katz and Robert L Kahn The Social Psychologgyy__of
New York, N.Y. , 1966.
anirations Jo hn Wiley and Sons
Fredrick Perzberg, Bernard Ivtausner, and Barbara Block
Snyderman, The Motivation to Work, Jo hn W iley and S ons, Inc .,
New Yo rk, N.Y.. 1967.
lU
Ludwig Von Bertalanffy, General Systems: The Yearbook of
the Society for General Systems Research, Vol. V I r , Society for
General Systems Research, 1962.

V?

Inc.,
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assignments. With continued interaction, sentiments develop which lead to cohesion between the
individuals involved. These cohesive groups develop
norms that represent the shared values of the group
members. Decisions made by groups are consequently based on shared norms which are compromised values normally different than the particular
values of each individual in the group. Group decisions, based on interactive compromise, tend to
be qualitatively superior to individual solutions for
many types of organization decisions. This superiority of the whole over its interactive parts is most
obvious in problems including traps an individual
might miss, or requiring skills that are additive and
group judgments that are heterogeneous. These
kinds of problems are predominant in the anticipated "ad -hoc" organizations envisioned by Toffler.
Therefore, the synergistic effect of group interaction,
emerging from the formal and informal organization structure and molded by the management style,
will add value to the human organization beyond
the cumulative effect of individual expected realizable value. Any attempt to measure the human resources of a firm must incorporate the value contribution of group interaction in addition to individual contribution to value.

Monetary Surrogate Measure
It is very difficult to forecast the expected future
services of either the individual or the group. To
begin with, the probability of the individual maintaining his membership is affected by so many
variables that its establishment becomes dangerously
subjective. Also, the appropriate choice of an interest rate to use in discounting his future service
potential is a difficult problem in the economic
valuation of a human resource. Because of these
difficulties, it becomes necessary to develop a monetary surrogate measure of human value to be used
in the economic decision processes of maximization.
The two requirements of a surrogate are timeliness
and identifiabi1ity.11 Identifiability requires that the
surrogate represent the key factors necessary to
formulate a decision just as if the decision were
based on the principal measure. Therefore, any
surrogate for human resource value must represent
the key variables employed by decision - makers in
affecting human resource value.12

"It is very
difficult to
forecast the
expected
future services
of either the
individual or
the group."

Yuji Ijiri, Robert K. Jaedicke, and Kenneth Knight, "The
Effects of Accounting Alternatives on Management Decisions,"
Research in Accounting Measurement, American Accounting Association, 1966.
" If future empirical research supports the hypothesized human
value model developed in this article, the model's variables could
11

Exhibit 1
MODEL OF HUMAN VALUE DETERMINANTS

Individual
attributes:
Cognitive
abilities
Personality
traits

Instrumental
individual
determinants
(Motivators):
—1111.

Elements of
conditional
individual
value:

Skills

Promotability

Motivation

Productivity

Attitude

Transferability

Individuals
conditional
value

Individuals'
expected
realizable
value to an
organization

Probability of
maintaining
organization
membership

Synergistic
contribution
of coordinated
group effort

Learning
Perception

Organizational
attributes:
Organization
structure
(formalinformal)
Management
style

Instrumental
organizational
determinants
(Hygiene):
Role
(formalinformal)
Rewards

Elements of
conditional
individual
value:
Satisfaction
with
organization
(loyalty, etc.)

Goals
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". . .t h e
accountant
could
successfully
incorporate
measures
needed for
integrative
decision making."

Non-Monetary Measures
Most of the current literature dealing with human
resource accounting has attempted to develop a
monetary surrogate measure of human resource
value. These surrogate proposals are intended to
answer problems of cost and return comparisons in
relation to human resource investment. These are
problems of maximizing certain set goals and therefore they fit into the economic decision framework.
However, questions concerning motivation and
social integration of groups do not call for establishment of goals that require the measurement of
cost and return. Instead, solutions to these psychological and social questions require all factors to
be considered changeable to some extent. Any decisions involving these factors are therefore integrative in nature. Their aim is to bring about a reduction of conflict and an increase in flexibility to
meet the challenges of a changing environment.
Thus, the human value model serves a second
and possibly an even more far reaching purpose
than the critical selection of a monetary surrogate.
It forces us to recognize that some human values
cannot be measured within the confines of the
economic model. Certain determinants (i.e., individual motivation and group interaction) must
be recognized and measured as integrative problems
rather than maximization problems. Economic decisions attempt to maximize the achievement of
given ends through the careful use of available
means, in a situation where not all ends can be
fully achieved. On the other hand, social decisions
attempt to change personalities and social relations
in the direction of greater fundamental harmony
and stability. The aim is to reduce conflict or increase flexibility to meet future stresses.
If accountants are to furnish relevant information on human resource values, they must recognize the information needs of integrative decision making, in addition to maximizing decision- making.
They should not only furnish monetary surrogate
measures of human resource value, but also collect
and report integrative information on individual
motivation and social interaction. In order to
accomplish this latter task, the accountant must
participate in interdisciplinary cooperation.
be as sumed to rep resent key fac tors of decisio ns invo lving human
resource values. Once these key factors are established, further
research should be done to determine which of the proposed
human value surrogates best represent these key factors.
>s Victor H. Vroom, Work and Motivation, John Wiley and S ons,
Inc ., New Yo rk, N. Y. 1966.
r' Rensis Likert, Op. 61.
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The field of social psychology has offered a
number of motivational measurement techniques
that could be useful in making integrative decisions
aimed at coordination of individual motivation. The
socio- psychological measurements developed by
Victor H. Vroom seem to offer the greatest potential for application.13 Through a self - analytical
questionnaire or the more objective procedure of
impression analysis, this technique measures the
individual's perception of his needs, the subjective
strength of these needs, and the individual's feelings
concerning organizational activities having the
greatest probability of fulfilling his perceived needs.
With this measurement technique, it becomes
possible to predict the effects of organizational
structure and leadership style on personality traits
within the organization. This prediction capability
allows for modification of input variables so individual and organization objectives can be brought
into congruency.
In similar fashion, Rensis Likert has combined
the fields of sociology and management theory in
order to develop his measurements of an organization's intervening variables.14 These variables are
measures of social interaction in organization
processes. While his measurement theory was intended to produce a monetary measurement of
human value, it would seem that his sociological
measurements of intervening variables offer a way
to measure ramifications of integrative decisions in
the area of social interaction.

Conclusion
By working with psychologists and sociologists,
the accountant could successfully incorporate measures needed for integrative decision- making. Progress in this area would have a direct effect on the
capability of the modern organization in meeting
its social responsibility. With the current change
in the social ethos toward a concern for the "quality
of life," it can be anticipated that there will be a
greater emphasis upon the satisfaction people derive
from their work. It is possible that organizations of
the future may be required to account for the satisfaction of employees as an end in itself. With this
changing emphasis, management would be required
to make decisions in the area of social harmony, as
well as in the area of economic improvement. The
only way to establish an equilibrium between social
and economic demands is through concerted efforts
by accountants in conjunction with experts from
the behavioral science fields.
❑
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THE COMPANY
SOCIAL AUDIT
A company must be continuously aware of public expectations
and changes in expectations and attempt to adequately respond
to them, while still retaining its freedom to determine what is
socially relevant and how to achieve its social goals.

By David F. Fetyko
A new phenomenon, the company social audit, is
beginning to receive widespread attention in industry and in the business literature., As yet it is
only vaguely defined and normally is used to refer
to any and all business activities which have social
consequences. Also, it usually encompasses all
techniques utilized to collect and report data and
information ab o ut a co mp any 's social activities. A
logical question that one m igh t ask is: Ho w an d
why has the phenomenon of a company social
audit arisen? Th e answer to both parts of this
question is th at th e co m p an y so cial au d it is a response to an other pheno meno n which arose du ring
the '60's —an awareness of "the social respon sibility
of business." Th is latter p h en o m en o n was largely
centered aroun d dem and s of sp ecial in terest grou ps
for businesses to recogn ize and respon d to comm unity needs an d p ro blem s.z The in itial response to
these demands was poor at best. Various public
groups then began a more intense campaign to
establish the concept of "business social responsibility." Also, th ey so ugh t to red uce o r take away
management's discretion to determine what the
company's social responsibility was or should be.
Managem ent, o n the oth er h and , b ecame con cerned
with the po tential erosion o f its discretion in determ ining co m pany p olicies and p ro ced ures. Th us,
the concept o f "th e com pany so cial au dit" evolved
from the initial demands and related trends for
more social resp onsib ility an d the need to establish
lim itations o f power by m anagemen t.3

Purpose and Objectives of the Social Audit
Most of the reporting on company social performance has resulted from responses to pressures
from outside pressure groups (e.g., replies to pressures regarding product safety and environmental
protection) . Some of the reporting of the company's good d eeds was simp ly advertisin g aimed at
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prevention of outside interference in company
policvmaking, or for reporting on the progress
made in meeting legal requirements for environmental protection, product safety, etc. However,
com pany social audits aimed solely at m eeting outsid e pressures, satisfying legal requirem ents, or advertising the company's good deeds are not m eaningful. Such efforts can easily ignore how good the
company's social performance is in the areas examined or even overlook areas in which the
company has performed poorly. Meaningful goals
of a company social audit should be to provide
outside groups with information for evaluating a
company's social performance in all areas with
social consequences. These goals should also seek
to provide management with information for evaluating company performance, determining future
priorities for social programs, and setting objectives
for future social programs. Listed below are a number of m eaningful goals which may be included in
a company social audit:
1. Th e identification of what constitutes socially
relevant behavior,
2. Th e preparation of an inventory of the company's social activities,
3. Th e development of measurement techniques
for social costs and benefits,
4. The actual measurement of the com pany's social
performance,
5. The determ ination of those to whom the company is accountable for its social performance,
6. The developm ent of appropriate reporting techniques, and
7. Th e preparation of reports on the company's
social performance.

i

l
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General Audit Approaches

cipated legal constraints, pressure from the general
public and public interest groups, and the performance of other companies against which the
company is likely to be compared.s The company
must live with existing legal requirements and
relate its social response and behavior to such requirements unless there are opportunities to influence changes through new legislation or regulations. Also, through lobbying and public promotion
campaigns the company may be able to influence
pending or anticipated legal requirements being
proposed by local, state or federal governmental
legislative bodies or regulatory agencies or by public interest groups.
Outside pressures can be alleviated by openly
discussing with concerned groups the problems in
which they are interested and by presenting to them
information on what the company has done, what
it currently is doing, and what it plans to do. Also,
the company may invite members of the general
public or public interest groups to participate in
the audit as members of the audit team or as ob-

In order to achieve its goals, a company's social
audit team must consider two opposing audit approaches.' The first approach is externally motivated, i.e., it results from a decision to respond to
the demands of outside pressure groups. Thus,
social responsibility is likely to be equated to public
expectations, and an attempt will be made to
satisfy those expectations to the maximum extent
possible.
The second approach is internally based. It is
based upon management's desire to assess its social
performance. The result of this approach is more
likely to result in an internal- management report
which can be used to determine the company's
weaknesses and strengths in the socio- economic
area, to develop new goals and programs, and to
revise the objectives of incomplete programs.
Although it is important for a company to know
what the public expects of it, the externally based
audit approach may result in attempts to make the
company look good without actually achieving a
good level of performance. Institutional advertising servers.
Through membership in trade associations or
and public relations campaigns can give the appearthrough discussions with other companies in the
ance of a concerned company doing something in a
same industry, a company may be able to influence
social or environmental problem area without indithe development of standard measurement and recating how much the company has achieved in the
porting techniques and the identification of socially
problem area. Also, the externally based audit aprelevant behavior common to the industry. Such atproach may ignore the company's weaknesses and
tempts may improve the comparability of informastrengths, may result in a misallocation of monetion released in external reports on social pertary and human resources, and may limit manageformance in a company's industry.
ment's discretion in the selection and execution of
social programs.
Obtaining Resources
On the other hand, if reports generated in acIn reaching a decision whether or not to concordance with an internally based audit approach
be faced with
duct a social audit, management
are to be issued to outsiders, they may tend to problems with regards to obtaining two types of
report only what the company considers as socially resources— monetary and human. The amount and
relevant and only those areas in which the com- source of the monetary resources may have a bearpany's performance may be considered as good or ing on the scope of the audit or even whether or
acceptable. Thus, areas in which the company has not an audit will be conducted. Questions regardperformed poorly or in which it has failed to take ing who should make the audit and how much
any action at all may not be brought to the atten- time the auditors can spend will have to be retion of the public.
solved.
To obtain full public acceptance of its perThe answers to these questions may depend upon
formance, efficient utilization of its monetary and whether the audit was initiated by internal or exhuman resources, and retention of its discretion in ternal forces. If the company is the originating
determining its social objectives, neither of these source for the audit, monetary resources must come
two audit approaches can be used to the exclusion from the company, unless an outside source of
of the other. A company must be continuously funding, e.g., a research organization or research
aware of public expectations and changes in ex- grant, can be found. Also, the human resources
pectations and attempt to adequately respond to probably will come largely from within the comthem, while still retaining its freedom to determine pany. Outside expertise may be needed for some
what is socially relevant and how to achieve its aspects of the audit and may be hired on a consocial goals. Only a proper balance of external and sulting basis. If an outside research organization
internal inputs and resources is likely to result in a should be involved in the funding, it would also
satisfactory report to both management and the probably provide a significant portion of the human
public.
resources.
If the audit originates externally, there might
External Constraints
be better chances of monetary and human resources
A company will encounter certain external con- being provided by the government, public interest
straints while conducting a social audit. These groups, or a research organization. This might
constraints, which may affect the response and
4 bid., P. 34.
behavior of the company, are: existing and anti- 4 IIbid.,
p. 37.
will

"A company
will encounter
certain
external
constraints
while
conducting a
social audit."
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result from a desire on the part of the company and
the outside pressure groups to insure that the outside pressure groups are satisfied with the conduct
of the audit. l7or its own self - protection, the company would desire to be well- represented on the
audit team and thus may invest a significant amount
of human resources.
The amount of resources required should be a
function of the objectives of the audit. The larger
the scope of the audit the greater will be the
amount of monetary and human resources required.
If resources are limited, the scope of the audit will
have to be limited. Since a social audit encompasses a wide range of company activities, an interdisciplinary team should be appointed to conduct
the audit. The audit team might include some or
all of the following: an accountant, a lawyer, an
economist, a sociologist, a business executive, a
psychologist, etc. Since social auditing is a new
phenomenon, estimates of required monetary and
human resources are likely to be understated. Thus,
with limited resources the scope of the audit would
have to be limited until more experience in social
auditing is obtained.

spent on a specific social activity by a company
executive be computed? Even if such indirect costs
can be isolated, what method of cost allocation
should be used? Also, some people may reject out of- pocket or true costs as the real costs of social
activities in favor of opportunity costs. If this is
so, how can the cost of the activities foregone be
determined? Only as social auditing is refined over
the years can answers to these problems be determined.
If the measurement of social costs appears to
be a difficult problem, consider attempts to measure
social benefits. What are the benefits to society
from adding pollution control devices? It may be
possible to measure the reduction in the amount of
pollutants released in the environment, but can
such reduction be quantified in terms of dollars of
benefits? Also, if a measurement in dollar terms
is impossible, have standards been developed to
compare with the company's performance? As
another example, how can the benefits from loans
to minority -run businesses or consulting with
minority-run businesses be measured?

Inventorying Social Activities

If social benefits cannot he measured in dollar
terms, other measures of social performance must
be obtained. This information is also needed for
general reporting purposes. It will consist of all the
quantitative and qualitative non - financial information which can be used to evaluate the degree to
which a company's social objectives have been
achieved. Some of this information may be rather
easily obtained from existing company records, e.g.,
minority members hired, descriptions of company's
social objectives, success in training the hard -core
unemployed. In other cases, the information may
be as elusive as the determination of dollar values
for social benefits. How can performance in environmental protection be determined if no method
of measurement of environmental damage is available, or if there are no standards with which to
compare company performance, or if the importance of various pollutants have not been determined? As another example, what type of
measure of performance is available regarding loans
to minority-run business — success or failure of the
business, increase in business profitability, increase
in sales or services, etc.?

It would appear that the preparation of the
inventory of socially relevant activities is the
easiest part of the audit. Although this tends to
be true, the team will encounter difficulties in defining what activities are socially relevant and in
gathering this information. Members of the audit
team, top management, the government, and public interest groups all have their own ideas as to
what should or should not be included. The audit
team will have to establish a definition of what is
socially relevant in order to carry out its task.
If the company has widespread operations, it
will require quite an effort to accumulate data on
all of the social activities of the company and its
management personnel. Normally, companies do
not gather this type of information, and nonmanagement personnel would have to be surveyed in order to obtain all the necessary information. Such a survey could require quite an effort
on the part of personnel and the audit team.
The audit team is also responsible for determining those social areas in which the company has
failed to take any action. It is conceivable that
some areas of nonaction may be more difficult to
uncover than areas in which action has been undertaken by the company, e.g., a lack of any action by
management to provide improved working conditions or more meaningful job assignments or to
investigate safety, service, or other problems related
to company products. Unless employees and customers are surveyed, a lack of action by management in these areas may not be uncovered.

Quantifying Social Costs and Benefits
Out -of- pocket costs will be relatively easy to
determine for many of these activities. However,
the true costs may be impossible to determine with
reasonable precision. How can the value of the time
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"If social
benefits cannot
be measured in
dollar terms,
other measures
of social
performance
must be
obtained."

Compiling Non-Financial Data

Preparing the Audit Report
Even before the social audit team has accumulated all its information, it must determine the
type of report it will make. If the report is only
to be used internally, less precision is necessary
in quantifying costs, benefits, and other measures
of social performance. On the other hand, if the
report is to be issued to specific external parties
or to the general public, a more conservative approach for reporting is desirable, since there is
little precedent in social auditing and reporting.
The type of report will help determine to what
extent social costs, benefits, and other measures of
social performance must be determined.
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little precedent
on how to
conduct a
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Four general approaches have been suggested
for reporting the results of a social audit: 6
of all of the
company's social activities is prepared.
Z.. T H E C O S T O R O U T L A Y A P P R O A C H . I n addition
to the list of social activities, the amount spent
on each activity is disclosed.

1 . T H E INVENT O R Y AP P R O AC H. A l i s t

3. T H E

PR O GR AM

MA N AG E ME N T

AP P R O AC H.

In

addition to the information disclosed by the cost
or outlay approach, a statement is made whether
or not the company met its objectives for each
activity.
4. THE BENEF IT -CO S T AP P R O AC H. I n addition t o
the information disclosed by the cost or outlay
approach, the real worth, i.e., the benefits of
each expenditure is indicated.
The least informative of these approaches is the
inventory approach, but the current state of the
art results in its being used by most firms which
have chosen to report on their social activities. The
most informative approach is the benefit -cost approach, but we have already seen that benefits are
extremely difficult to measure given the current
state of the art. The program management approach is a reasonable substitute for the benefit cost approach and is used by the GAO in its
audit of government agencies. However, few companies probably have formulated objectives regarding their social activities. Thus, a good approach
for an initial attempt at a social audit report
would be the cost or outlay approach.
Some difficulties encountered with each of these
reporting approaches should be noted. The inventory approach could result in an almost endless
list of activities with little chance of meaningful
comparison between companies. In the program
management approach, it may be difficult to evaluatc the relevance of the objectives set by various
companies. In the cost or outlay approach, do
high expenditures correlate with excellent benefits
e Steven C.• Dilley
and ferryTr�Tj.
t, "of
Measuring
Soc ial SepR esponsibility
An Empirical
e s t,We
" jo and
u rnal
Accountancy,
tember 1973, p. 63.
See Steven C . Dilley, " Meas uring The Environmental Actio ns o f
Business Firms," Proceedings: Michigan College Accountingg� Educators Conference, March 31, 1973, co mpiled and edited by Vilaow
K. S. Shoh, Lansing Community College, Lansing, Mich., pp.

,

25.27
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and will users of the report accept traditional
measures of cost?
The social audit team must also concern itself
with the credibility of its report, especially if it is
to be issued externally. Will users of the report believe it without an independent audit? If the audit
is conducted by a primarily internal group, how
exhaustive a list of nonactions or negative performances will be prepared? If outside auditors
make the audit, can they rely on internal controls
to generate negative data regarding social performance? There are no definite answers to these
questions at the present time.

Effect on the Company
In conducting a social audit, the effect on company operations and personnel should not be
overlooked! Routine operations may be interrupted
as inquiries of company personnel are made and if
company personnel are required to compile data or
complete surveys for the audit team. The responses
of company personnel may be biased by their
personal political and philosophical opinions about
various social problems and ecological issues. Also,
the amount and the quality of cooperation that can
be obtained from company personnel may depend
upon whether they have positive or negative feelings toward company involvement and reporting on
social problems and ecological issues. The audit
team must assure itself that the information provided by company personnel is unbiased. Thus, the
audit team would be wise to promote the benefits
of a social audit and to cautiously sound out the
feelings of company personnel before soliciting their
responses and cooperation.
Conclusion
There is very little precedent on how to conduct
a social audit, what activities to include, how to
measure costs and benefits and other relevant information, and how to report on the results of the
audit. As each company decides to conduct a social
audit, it will be confronted by problems peculiar
to its industrv, its own circumstances, and the
interests of its top management. Thus, many of
the problems and questions that will arise must be
resolved by the informed professional judgement of
the audit team and by trial and error.
❑
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CONTRIBUTIONS:
MONETARY VERSUS
NON - MONETARY
Once a donation is determined to have been made to a qualified
recipient, the amount allowable as a contribution deduction in
the year of donation or as a carryover depends upon the type of
property contributed, its use by the donee, and whether the
donee is a public charity or private foundation.

Many large corporations make sizable cash donations to numerous charities, institutions, and other
causes.' Some of them even maintain contribution
budgets with departments, committees, and foundations set up to distribute the funds. In addition to
monetary contributions, the scope of giving is
broadening to also include indirect forms of giving.
For example, some companies grant members of
management a reasonable amount of time off for
public service with pay while others offer the free
use of their facilities, such as meeting rooms, cafeterias, and parking lots. Still others make donations
of property in the form of company products, raw
materials used in production processes, new and
used equipment and facilities which are no longer
necessary for corporate operations.
Traditionally, the company's contribution decision- making had been limited to the top corporate
officials. Sometimes the chief executive made the
decision alone or in consultation with one or two
other officers; in other cases, a group of top management officials or the board of directors approved
the contribution budget. More recently, however,
many companies have begun to give their managers
some authority for making contribution decisions,
particularly for smaller, local gifts. Thus, with the
increase in size and scope of corporate donations,
participation in the decision - making process is
broadening so that donation budgets and guidelines
are needed. As this form of participation increases,
many managers will be facing a new set of problems. To help solve their problems, it is necessary
that some framework of analysis be developed that
MAN AGE ME NT AC C OU NTI NG / APR I L 1975

allows them to make donation decisions which are
both financially sound and within the guidelines of
the company's contribution program.
Contributions may be of a monetary or non monetary nature. If they are monetary, they may
be accounted for with the usual accounting procedures. If they are non - monetary, some way must
be found to place a value on what is being donated.
Also, for example, a decision must be made to
determine whether it is preferable to donate or to
sell property that has been used in the corporation's business but is no longer needed. If a computer no longer meets the needs of a company and
cannot be used for trade -in on new equipment,
should it be sold or donated? Is the donation
financially preferable, and what would be its effect
on the company's contribution budget?
Legal Requirements
The financial analysis of a donate -or -sell decision
hinges upon the tax consequences for each altemative; and it is essentially as much a legal question
as it is financial.' For this reason, the legal requirements necessary to allow tax deductibility are
crucial to the donation problem and must be
determined before proper financial evaluation is
possible. If the donation of an asset does not
I
Statistics by the National Bureau of Economic Research show
that corporate charitable contributions have increased since World
War II, and now come to about one percent of net income before
taxes on the average. Ralph L. Nelson, Econom ic Factors in the
Growth of Corporation Giving National Bureau of Economic
Research, and Russell Sage Foundation, New York N.Y., 1970,
2
Only the general tegwrements for donation
property under
the Internal Revenue Code are described here; the decision -maker
should consult legal counsel to interpret the federal and state
revenue codes as thy re
to specific cases. The author wishes to
thank Mr. N. G. Legrca, o[ his firm's Tax De partment for his
help.
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"The financial
analysis of the
donation
option versus
the sales
Option
compares the
cash flows
under each
option"

generate a charitable - contribution deduction, the
question of whether to donate or sell becomes
moot. That is, the company could always sell the
asset and donate the money received.
Whether or not a corporate donation qualifies
for a tax deduction as a charitable contribution
depends initially upon the recipient of the gift.
The Internal Revenue Code requires that the donation be made to or for the use of: (a) The United
States, a state, possession, or other political sub division provided the donation is made exclusively
for public purposes; (b) a corporation, trust, community chest, fund or foundation (i) created or
organized in the U. S. (or possession), (ii) organized and operated exclusively for religious,
charitable, scientific, literary, or educational purposes, or for the prevention of cruelty to children
or animals, (iii) no part of the earnings of which
inures to the benefit of any private person, and
(iv) no substantial part of the activities of which
is carrying on propaganda or influencing legislation
and which does not participate in political campaigns; (c) a post or organization of war veterans
organized in the United States and no part of the
earnings of which inures to the benefit of any
private person; or (d) a cemetery company owned
and operated exclusively for the benefit of its
members.3
Once a donation is determined to have been
made to a qualified recipient, the amount allowable

Exhibit 1
DONATION OF MACHINERY AND EQUIPMENT

$

Alternatives
B
4,00 0
5,00 0
2,00 0
$

$

Fair marke t value
Cost
Bo o k value

A
6,00 0
5,00 0
2,00 0

C
1,000
5,00 0
2,0 00

$-0—

(3 00 )

$
$

$

1,0 00
(5 00 )
500
—

(2,00 0)
2,00 0
(1 ,0 00 )
3,00 0

$

(3 ,0 00 )
3,0 00
(1,50 0)
4,50 0

4,0 00

50 0
1,5 00

$

$

6,0 00

1,0 00

1,00 0
50 0

Alternatives:
A Fair m arket value is g re ate r than c o s t.
B Fair m arke t value is le s s than c o st.
C Fair m arke t value is le s s than boo k value.

@

@

Notes:
(1 ) Ord inary inc om e tax rate
50 % ; c ap ital g ain rate
30 %,
(2 ) Taxed as o rd inary inc o m e d ue to "de pre ciation rec ap ture ."
(3 ) Inve s tm e nt tax c red it rec apture ef f ec t is ig no re d s inc e it will b e the sam e
und er either op tio n.
(4 ) Donation will be used b y a p ub lic c ha rity f o r a purpose which is related
to I ts e xe m pt p urp o se .
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Financial Analysis

—

—

$

4,00 0
(1,00 0)
3,00 0

$

6,0 00
(3 0 0 )
(1 ,5 00 )
4,20 0

$

$

$
$

Advantage to sell /(do nate)

$

Donate:
Re ductio n in c ash c ontrib utio n
bud g e t (f air m arke t value )
Les s: L os s of tax saving s on reduc tion
in c o ntrib utio n budget
Add : T ax savings o n d onation
Tax o n o rd inary g ain (2 )
Net af ter -tax c ash inflow

$

Cash flow
Sell:
Sales inc ome at fair marke t value
Less: Tax on cap ital gain (1 )
Tax on o rdinary (g ain) /lo s s (2 )
Net after-tax cash inflow

as a contribution deduction in the year of donation
or as a carryover depends upon the type of property
contributed, its use by the donee, and whether the
donee is a public charity or private foundation .4
Contributed property may be classified as either
"ordinary income property" or "capital gain property," or perhaps partly both. Ordinary income
property consists of any property which, if sold by
the donor, would yield some amount of ordinary
income. Capital gain property consists of any property which, on a sale by the donor, would yield
some amount of capital gain. Any property which
could yield on a sale both ordinary income and
capital gain would be treated partly as ordinary
income property and partly as capital gain property.
If ordinary income property is contributed to
charity, the donation value which qualifies as the
deductible amount is equal to the fair market value
less the amount of ordinary income which would
have been realized if the property contributed were
sold. If capital gain property is donated to a public
charity by a corporation, the deductible amount is
the full fair market value of the property. Thus, for
example, if appreciated shares of stock in a corporation are donated to a public charity, the allowable
deduction would be for the fair market value of
those shares. However, an adjustment must be made
to the fair market value if the property is donated
to a private foundation (as opposed to a public
cllarih, ) . For capital gain property contributed to a
private foundation, the deductible amount is equal
to the fair market value less 62 1/ 2 percent of the
long -term capital gain which would have been
realized if the property contributed were sold. A
similar reduction must be made to arrive at the
deductible amount where the donation (whether
made to a private foundation or a public charity)
consists of tangible personal property which is used
by the foundation or charity for a purpose that is
unrelated to the purpose for which it is exempt
from tax under the Internal Revenue Code.
The financial analysis of the donation option
versus the sales option compares the cash flows
under each option. The preference to donate or sell
will be with the alternative which generates the
largest after -tax cash inflow to the corporation. However, merely comparing the after -tax inflow from the
sale of an asset to the after -tax inflow arising from
the tax deduction allowed for its donation is not
meaningful unless the analysis also proceeds on the
assumption that the corporation's cash contribution
budget will be reduced by the fair market value of
the donation. In other words, the donation of an
asset will be treated as meeting part of the company's cash contribution commitment by the
amount of the asset's fair market value. The same
result could be accomplished (on a pre -tax basis)
if the corporation sold the asset at fair market value
8

See Internal Revenue Code Section 170.
' The Internal Revenue Code limits a corporation's tax deductions
for charitable contributions taken in any year to five percent of
its taxable income for that year. Any excess over this lim it can be
carried forward as a deductible charitable contribution for five
succeeding years.
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alternative."

6, 000

$

Fair market value
Cost
Book value

5,000
2,000

4, 000

$

Alternatives
B

A

5,000
2,000

C
1,000
5,000
2,000

$

6,0 00

4, 000

1,000

(3,000)
3,000
(500)
$5,500
(300)

(2,000)
2,000
(500)
3,500

.$--0-

$
$

500
1,500

1,000
(500)
500

$

$

-

-

(500)
$3,500

$

Advantage to sell /(donate)

4, 000

(300)
(500)
5,200

$

Donate:
Reduction In cash contribution
budget (fair market value)
Less: Loss of tax savings on reduction
In contribution budget
Add: Tax savings on donation
Tax on ordinary gain (2)
Net after -tax cash flow

6, 000

$

Cash flow
Sell:
Sales income at fair market value
Less: Tax on capital gain (1)
Tax on ordinary (gain) /loss (2)
Net after -tax cash flow

1,000
500

Alternatives
A Fair market value is greater than cost.
B Fair market value is less than cost.
C Fair market value is less than book value.
Notes:
(1) Ordinary income tax rate
50%; capital gain rate
30 %.
(2) Assumes purchase in 1970 with accelerated depreciation claimed thereafter. At time of disposal, the excess of accelerated depreciation allowance
over straight -tine amounts to $1,000. Tax on recapture: 50% X $1,000
$500.
(3) Investment tax credit is not applicable to buildings.
=

@

Capital gains or los ses normally arise from the s ale or exchange
of c apital ass ets (held at least six months). However, b y d efinition,
"capital as sets" d o no t include b us ines s real es tate or d ep reciab le
property. The Internal Revenue Code co ntains a special benefit
provision
ection 1231) which allows for the grouping of the
gains and losses from dis pos ition o f all such items. f the gains
exceed the losses, the net gain is treated as though it were
derived from the s ale of a long -term capital asset.
s Section 1245 property consists mainly of depreciable property
whic h is either (1) perso nal property or (2) other tangib le prop .
erty (excluding buildings or its structural components) used in
the production process or in furnishing transportation, or c o mmunications, electrical energy, gas, water, or sewage disposal
services. (Internal Revenue C od e S ec tion 1245, Reg. 1.1245 -1 and
1.1245 -2). This sec tio n ap plies to d ispo sitions during taxable years
beginning after 1962.
s Internal Revenue Code, Section 170, Reg. 1.170.1.
" If the donee is a P rivate foundation, the fair market value is
further reduced by $625 (62% percent o f the lon -term capital
gain o f $1000), irrespective of the use to whic h the foundation
puts the donated property. A reduction of $625 would also be
mad e in the cas e o f the d onatio n to the p ub lic charity if it failed
to satisfy the related use" tests. Exhibit 1 assumes the c ontribution is mad e to a p ub lic c harity whic h meets the "related tree"
test.

"Since there is
no capital gain,
there is no
preference for
either

Exhibit 2
DONATION OF BUILDINGS

$

Consider, for example, the sale of machinery and
equipment at a $6,000 fair market value, under
Alternative A, that produces a $4,000 gain over the
$2,000 book value. Of that gain, $1,000 is taxable
as a capital gain, assuming there are no other offsetting capital losses during the year.5 The remaining $3,000 of gain is taxable as ordinary income
since the disposal of this type of depreciable property (called "Section 1245 property") requires that
the depreciation and amortization deducted after
1961 be recaptured.e See Exhibit 1.
In the case of a donation, the corporation's contribution budget is reduced by the $6,000 fair market value, but the total value does not qualify
entirely for deduction as a charitable contribution.
Since machinery and equipment items constitute
"ordinary income property" to the extent of the
recapture income inherent in the property, the
deductible donation value is the fair market value
of the property ($6,000) reduced by that amount
treated as ordinary income ($3,000) if the asset
were sold .7 If the property is donated to a public
charity which uses it for a purpose which is related to its tax exempt purposes, no further reduc-

$

DONATION OF MACHINERY AND EQUIPMENT

$

In the analysis which follows, each of the three
items: machinery and equipment (M & E) (Exhibit 1), buildings (Exhibit 2), and land (Exhibit
3) are considered separately since tax deductibility
varies for each.

$

ALT ER NAT IVE

$

A -The fair market value of the
asset is greater than its original cost.
2. ALT ER NAT IVE B -The fair market value is less
than the original cost but greater than book
value.
3. ALT ER N AT IVE C -The fair market value is less
than the original cost as well as the book value.
I.

tion is made for the "capital gain" element inherent
in the property.8 Thus, the donation option is preferable by the amount of the capital gain tax liability
(30% X $1,000 = $300) which prevails under the
sell option.
Where the fair market value is less than cost but
greater than the book value (Alternative B), both
the sell and donation options are subject to the
same amount of depreciation recapture, $2,000.
Since there is no capital gain, there is no preference
for either alternative.
Sale of the asset at less than cost and book value
(Alternative C) generates a $1,000 ordinary loss,
assuming that the corporation has an overall net
loss from all other dispositions of depreciable business property and real estate in that year. In such a
case, the loss provides a tax savings of $500.
In the case of a donation, the cash contribution
budget is again reduced by the fair market value
($1,000). The value of the donation for tax deductibility is also the fair market value rather than the
adjusted fair market value as in the previous two
alternatives. The Internal Revenue Code does not
permit losses generated from contributions to be
recognized. Accordingly, the tax benefit lost from the
reduction in the cash contribution budget (50% X
$1,000 = $500) is offset in the same amount by the
tax benefit gained from the donation. Thus, for
Alternative C, there is an advantage to sell because
a loss is recognizable upon a sale.

@

and then donated the cash derived from the sale.
Accordingly, the cash portion of a company's contribution budget is reduced by the amount of the
asset's fair market value.
Exhibits 1, 2, and 3 compare the financial
impact of either selling or donating to a public
charity depreciable assets or land, considering three
market circumstances:
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DONATION OF BUILDINGS

DONA TION OF LAND

The analysis of sell versus donate for buildings
is essentially the same as for machinery and equip nlent items, except that on a donation of a building
the reduction in the fair market value for the
"ordinary income" inherent in the property (depreciation recapture) is generally made only where
accelerated depreciation was claimed. See Exhibit 2.
Under the donation options of Alternatives A and
B, the fair market value of machinery and equipment items was subject to a reduction by the
amount of all depreciation deducted after 1961 to
the extent of the gain which would occur upon a
sale. For the donation of buildings, which at the
time of donation have been held for more than
one year, no reduction in fair market value is required unless accelerated depreciation was taken. If
accelerated depreciation was taken in any year after
1969,the reduction of the fair market value is the
amount that the accelerated depreciation exceeds
straight -line depreciation. For years prior to 1970,
the amount of the reduction for the recapture income is pro -rated downward on a percentage basis
measured by the length of the holding period for
the building. Excess depreciation taken prior to 1970
is 100 percent recaptured on a sale if the asset had
been held for 20 months or less, with the recapture
percentage decreasing one percent for each month
in excess of 20 months that the building was held
prior to disposition. At the end of a 120 months
(or ten years) holding period, none of the pre -1970
accelerated depreciation is required to be recaptured
on a sale; and accordingly, no reduction in fair market value for such depreciation would be required.

As with buildings, the evaluation of the donation or -sell option for land is a hybrid of the analysis
shown for machinery and equipment items. In the
case of land, there is no depreciation; thus, no adjustment is necessary for recapture. With no depreciation taken, book value always equals cost. Accordingly, Alternative B is not a realistic market
situation, and, thus, is not considered.
If the land is donated by the corporation to a
private foundation, the reduction rule would operate
/2 percent
to reduce the fair market value by 621
of the long -term capital gain inherent in the property under Alternative A (i.e., 6212% X $1,000 =
$625).9 On the other hand, a gift of the land to a
public charity does not result in the reduction of
the fair market value in any amount. Therefore, it
can be seen (Exhibit 3) that if the land value has
appreciated, a donation is financially preferable; if
the land has depreciated in value, a sale is preferable, particularly where all other transactions of this
nature during the year result in a net loss.lo

Exhibit 3
DONATION OF LAND
Alternatives
A
$

6,000

$

Fair market value
Cost
Bo ok value

5,0 00
5,0 00

C
1,0 00
5,00 0
5,0 00

Cash flow

$

6,000

$

Sell:
Sale s inco m e at fair m arke t value
Le ss : Tax on c ap ital g ain (1 )
Tax o n ord inary (gain) /lo s s
Net af ter-tax cash flow

1,000

$

5,7 00

50 0
1,5 00

Donate:

$

—

—

(3 00 )

$

(5 00 )
50 0

(3 ,0 00 )
3,00 0

$

Advantag e to sell /(donate)

$

6,000
(3 0 0 )

$

$

—

—

donation

Ad d: Tax s aving s o n
Tax o n o rd inary g ain
Net after-tax cas h flow
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depreciate).

Alternatives:
A Fair m arke t value is g reate r than c o s t.
B No t ap p licab le (land d o e s no t
C Fair m arke t value is le s s than boo k value.
Note:
(1 ) Ord inary incom e tax rate

1,0 00

$

6,000

in

budget

contribution

reduction

Reduction

contribution

budget
in c ash
(f air m arke t value )
Less: Lo s s o f tax s avings o n

30 %.

1,0 00
500

Summary and Conclusion
Over the years, the scope of corporate giving has
increased so that more and varying types of donations are now included in a company's contribution
budget. This has necessitated an increased emphasis
on the company's contribution decision- making
process. There has also been a trend to include
managers even at the local levels. With this greater
participation, a framework of analysis is needed to
help generate donation decisions which are financially sound and within the guidelines of the corporation's contribution budget.
The analysis showed that the decision to donate
or sell depends, among other things, upon the
asset's fair market value at the time of disposal. The
alternative which allows the largest after -tax cash
inflow to the company is determined to be preferable. As a general rule, taking all considerations into
account, a company should:
1. DONATE—if the fair market value of the asset
is greater than its original cost and there are no
capital losses to offset the capital gain.
2. SELL—if the fair market value is less than original cost and book value.
3. Do EITHER—if the fair market value is less than
or equal to the original cost but is greater than
the book value, or if the fair market value is
greater than the cost and there are capital
losses available to offset the capital gain.
This conclusion is true only if it is assumed that
(1) the total corporate contribution budget will be
reduced by the fair market value of the donation,
(2) the selling price of the asset is the fair market
value, and (3) the cost of preparing the item for
donation or sale is the same.
' The assumptions made in footnote (6 ), supra, are applicable
here also.
11 Under IRC Section 1231, if the losses exceed the gains, the net
loss is treated as an ordinary lose rather than a capital loss.
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DAY CARE: A BUSINESS
OPERATED FOR PROFIT
Based on the levels of costs and income outlined, the operation
of a private day care center can be profitable.
By Robert H. Henderson
The extension of minimum wage laws to cover
domestic help in early 1974 has complicated the
lives of many working mothers. They are no longer
able to economically justify the employment of
domestic help in caring for their children. One
solution to the problem may be through the establishment of suitable, as well as profitable, private
child day care centers. Although day care has been
traditionally considered a non - profit, or marginal,
operation it is no longer true. Private enterprise
can, and should, provide quality child care for
working mothers since an adequate return on investment can be realized. However, serious research
should be undertaken to determine the profitability
of such a venture.
There is not much information currently available on day care economics. Most people who speak
of day care "need" are lacking in financial planning
abilities. The material published by these people
on day care economics would make a businessman
shudder, and those businessmen who are now providing the service consider the profitability of their
business to be confidential.
This article will not concern itself with the functional aspects of day care center operations. The
competence of the staff and of the program are
assumed to be acceptable and only the economic
factors related to the operation of these centers will
be considered. The size and quality of the center
proposed here should meet the demand of the
market and the quality of services rendered by
competition. This does not, however, imply that
current service is or is not adequate. The competitive nature of business does, however, require
quality standards be established which exceed those
of normal licensed centers and those government
regulations and standards imposed by the industry.

The Model
The first step in determining the economics of
a proposed day care operation is to recognize and to
identify the determinants of profitability. More
specifically, these determinants of profit must be
refined into a series of projected profit and loss
MANAGEM ENT ACCOUNTING /APRIL 1975

statements over the period of proposed operation.
These projected profits are then measured against
the capital cost of entering the business. The profit
and loss statements should then be diagnosed by
combining the projected profits and depreciation
into an economic model of discounted cash flow.
This procedure would consider the actual volume of
cash flows generated throughout the life of the day
care center in addition to the effects of time on
the income generated by the investment.
In the model, a hypothetical center will be used
for analysis. The center will accommodate a maximum of 150 children, with an expected 90 percent
utilization by 135 children. The proposed center
is programmed to operate five days a week, 50
weeks a year. It will open at 7:00 A.M. and close at
6:00 P.M., and will be staffed by nine qualified
employees.
Initial Investment
The proposed center will have 45 square feet
of heated space for each child enrolled. An additional 425 square feet of colonnade will form a
perimeter around the building, which will house
five large classrooms, a kitchen, an office, an all purpose room, a reception area, toilet facilities and
various storage areas. The initial investment costs
are summarized in Exhibit 1. In addition to the
construction cost, the cost of engineering fees,
signs and related improvements are added to the
original building capitalization.' Also, during the
first year of operation, the center will require $13,000 for working capital. In subsequent years, it is
estimated to require approximately $4,400. This account serves primarily as a buffer between accounts
receivable and accounts payable, and is higher for
the first year because of enrollment development.
Part of the initial investment are the start-up costs
required to meet the extraordinary expenses during
the first year of operations.

R. H. HENDERSON
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Stevens & Co. in
Greer,S.C. He is also
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College and Greenville
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B' A. degree from
Furman University
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from Georgia College.
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Income and Expenses
The projected income and expenses for the proposed center are summarized in Exhibit 2. The total
The inc ome and c ost da ta are bas ed on data from ce nte rs located in the Southeastern United States.
I
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Gross sales
Allowance for bad debts
Net sales
Cost of Sales:
Salaries
65,000
65,000
Employee benefits
7,924
7,924
Janitorial and maintenance
4,968
4,968
Utilities
4,115
4,115
Educational supplies
2,038
2,717
Operating supplies
647
863
Food
15,187
20,250
Insurance
1,608
1,608
Real estate taxes and license
876
876
Professional services
750
750
Trash disposal
120
120
Advertising and promotion
1,000
1 000
Telephone
274
274
Laundry
180
180
Sub total cost (without
depreciation)
$104,687 $110,645
Cash income
6,688
37,855
Estimates based on 75 percent efficiency for first year.
$

1

7,000
$136,270
each year

revenue per year after the first year of operation
is estimated to be $149,850, based on a fee of
$22.00 per week per child. A major part of the
expenses would, of course, be for salaries. The
quality of the personnel is of utmost importance
in any endeavor involving children. The center
must meet all the regulations for quality of federal,
state, and local governments. The estimated payroll
taxes and employee benefits will cost an estimated
$7,924 per year. This estimate is low when compared to many of the benefits paid by industry, but
it does reflect the situation which currently prevails.
The salary account does not, however, include jam torial and maintenance services which are included
in a separate account.
Development of Net Income After Taxes
The economic information to this point has
proceeded in general traditional fashion. However,
a pro forma statement for a single year is not always
representative of the long -term operations. Exhibit 3
illustrates the development of net income after
taxes for a period of 10 years. The development,
as indicated in the exhibit, combines the effects of
an inefficient first -year operation, start -up costs,
changes in depreciation and the effects of government taxation.
During the first year of operation the center
shows a before tax loss of $6,935. This loss is
offset, in part, by tax credits of $1,526 from the
federal government and $416 from the state, which
results in an after tax loss of $4,993 for the first
year of operation. Income after tax for the subsequent years of operation is expected to range
from $20,911 to $22,947. These calculations are
based on corporate tax rates in a lower income
range. 2
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Total for
Total
first year
per year
1975
1976.1984
$112,388 $149,850
1,013
1,350
$111,375 $148,500

$

'

$

involving
children."

Cost
77,295
2,875
2,875
6,500
1,700
7,000
5,000
575
5,400
1,250
$110,470
5,800
$116,270
13,000'
$129,270

$

importance in
any endeavor

Item of Cost
Basic building
Signs
Engineering fees
Interior education and play equipment
Teacher's lounge with office furniture
Children's furniture
Kitchen equipment
Medical and housekeeping
Outdoor play equipment
Fence
Sub total depreciable items
Land ( 1/ 2 acre)
Sub total purchased items
Working capital
Sub total capitalized investment required
Start-up costs:
Manager education
900
Accounting systems
700
Opening materials
900
Local advertising
1,000
Construction related 3,500
Sub total start-up costs
Total initial investment required
$13,000 required for first year, $4,400
thereafter.

Exhibit 2
PRO FORMA PROFIT AND LOSS
STATEMENTS

$

is of utmost

Exhibit 1
SUMMARY OF INITIAL INVESTMENT

$

"The quality of
the personnel

Development of Ratio Analysis
Exhibit 4 shows the rates of return on investment as calculated by traditional accounting procedures. The percent rate of return on capital
employed is developed by dividing the net income
by the amount of capital employed for a specific
vear. The percent rate of return on sales is calculated in similar fashion.
The rate of return on capital invested reflects
a loss of 4.07 percent for the first year of operation.
A similar 4.48 percent loss is realized in the rate
of return based on sales. Subsequent years of operation produce rates of return on capital employed
from 19.45 percent in 1976 to 32.92 percent in
1984. This increase results from a reduction
through depreciation in the book value of capital
employed. The rate of return on sales, however,
remains more constant since sales do not fluctuate
(except for the first year of operation). Although
not shown in Exhibit 4, the payout period can be
calculated by determining the cumulative time
period required to recover the $129,270 capitalized
investment cost. By using such a procedure, the
payout time (after tax) for the day care center
would be 7.36 years.
Development of Cash Flows
The cash flows generated over the 10 year period
are summarized in Exhibit 5. Generally, cash flows
are obtained by adding back to depreciation net
profit after taxes.3 Some modifications are, however, necessary in this case. Although the study is
' A s ingle c enter, as desc ribed in this s tud y, would yield
,
a better
after tax inc o me than a c enter whic h is part of a multi-c enter c orporation.
The $5,800 land inves tment is not deprecated, no r is appreciation
assumed at the time of its sale in 1984.
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Exhibit 3
DEVELOPMENT OF NET INCOME AFTER TAXES

$

Net
income
after taxes
(4,993)
20,911
20,956
20,997
21,038
21,078
21,116
22,873
22,910
22,947

°

-

-

-

-

-

-

-

-

-

$

$

$

$

Federal
State
Income
End
corporate
before
corporate
Of
Cash
Start-up
taxb
tax,
Income
cost
Depreciation
taxes
year
416°
1,526°
$7,000
$6,623
(6,935)
1975
6,688
(1,880)
(8,538)
31,329
6,526
1976
37,855
(1,886)
(8,584)
31,426
6,429
1977
37,855
(1,891)
(8,627)
31,515
37,855
6,340
1978
(1,896)
(8,670)
6,251
31,604
1979
37,855
(1,902)
(8,712)
1980
6,163
31,692
37,855
(1,906)
(8,751)
1981
37,855
6,082
31,773
(2,136)
(10,585)
1982
37,855
2,261
35,594
(2,141)
(10,624)
1983
35,675
37,855
2,180
(2,145)
1984
(10,662)
37,855
35,754
2,101
22% of first $25,000 -26% additional of all over $25,000. b 6% of all income. Tax credit.

„W e . . .
assume that
the building
and land can
be sold ... in
1984 for at
least their
book values."

Exhibit 4
DEVELOPMENT OF RATIO ANALYSIS
End
Of
year
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984

Net
book
value
$109,647
103,121
96,692
90,352
84,101
77,938
71,856
69,595
67,415
65,314

Working
capital
$13,000
4,400
4,400
4,400
4,400
4,400
4,400
4,400
4,400
4,400

Total
capital
employed
$122,647
107,521
101,092
94,752
88,501
82,338
76,256
73,995
71,815
69,714

designed to cover a 10 year period, the center continues to have a relatively high book value at the
end of the period. This book value consists primarily of building and land values. We, therefore,
assume that the building and land can be sold on
the open market in 1984 for at least their book
values. The working capital would be returned in a
similar fashion. Thus, the cash flows can then be
obtained by taking the difference in the total source
of funds and the total application of funds for
each year of the study. The net cash flow for 1975
is divided into two parts to insure that the application of funds is not discounted later in the model.

Discounting of Cash Flows
By discounting the cash flows shown in Exhibit
5, the effects of time and the volume of cash flows
during specific periods of time are taken into consideration. These cash flows are discounted by the
formula:
P

_

A
(1 + i )n

Where:
P = Present value
A = Cash flow for year n
i = Interest rate
n = Year being discounted
Exhibit 6 shows the cash flows at both 16 and 17
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Net
income
after tax
$(4,993)
20,911
20,956
20,997
21,038
21,078
21,116
22,873
22,910
22,947

Percent return
on capital
employed
(4.07)
19.45
20.73
22.16
23.77
25.60
27.69
30.91
31.90
32.92

Annual Percent return
on net
net
sales
sales
(4.48)
$111,375
14.08
148,500
14.11
148,500
14.14
148,500
14.17
148,500
14.19
148,500
14.22
148,500
15.40
148,500
15.43
148,500
148,500
15.45

percent rates of return. The steps used to obtain
the actual return of 16.19 percent are as follows:
1. Using the formula above, find the highest rate
of interest where the cumulative present value
approaches zero but remains negative. This is
obtained at an interest rate of 17 percent where
the cumulative present value is a negative $4,760.
2. Using the same formula above, calculate the
cumulative present value at 16 percent (where
the value goes positive). This reflects a positive
cumulative present value of $1,106.
3. Find the actual rate of return by interpolation:
i = 16 +

$1,106
= 16.19 percent
$1,196 + $4,760

These present value calculations assume that
all transactions within a given year take place at
a single point in time. A more frequent discounting
would not improve the estimates enough to justify
the additional effort. Second, the formulation
makes the assumption that the reinvestment of the
cash flows would be at the same rate as those being
discounted.
The cost of financing this investment has been
intentionally omitted from the pro forma statements. This approach yields a "pure" return which
is generated from the operation of the proposed
day care center. The risk is shared on the basis
of the investment made by the parties involved.
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Exhibit 5
DEVELOPMENT OF THE CASH FLOWS

1975
19 76
1977
19 78
1979
1980
19 81
1982
1983
1984

$(4,99 3)
20 ,91 1
20,956
20,997
21 ,0 38
21 ,0 78
21 ,1 16
22 ,8 73
22 ,9 10
22 ,9 47

Fixed
cap ital
returned

Depreciation

W orking
capital
returned

Total
source
o f f und s

Tota I
application
of funds
$12 9,27 0"

Net cash
flow per
year
$(12 9 ,2 70 )

°

"

-

-

Net pro fit
after
taxes
-

care center
can be
profitable."

End
of
year
1975 ,

-

private day

-

operation of a

$6,623
6,5 26
6,4 29
6,3 40
6,25 1
6,1 63
6,0 82
2,26 1
2,1 80
2,10 1

-

-

-

-

-

-

-

-

-

-

-

-

-

$8 ,6 00 `

$65 ,3 14 1,

$ 1,630
36,037
27 ,3 85
27 ,3 37
27 ,2 89
27 ,2 4 1
27 ,1 98
25,134
25,090
94,762

$

4,40 0
Transactions fo r 19 75 s ep arated to insure app lic atio n of f unds not d is co unte d
Includes $ 5,800 land value and $5 9,514 de preciab le boo k value
W orking c ap ital re duce d fro m $1 3,00 0 to $4 ,4 00 after firs t ye ar
Exclud es $ 7,00 0 start-up which is expe ns ed in op eratio n

1,6 30)
36 ,0 37
27 ,38 5
27 ,3 37
27 ,28 9
27 ,2 4 1
27 ,19 8
25 ,1 34
25 ,0 90
94 ,7 62

Exhibit 6
DISCOUNTING OF THE CASH FLOWS

"

.8 6 2 1
_7432
.64 07
.5523
.4 76 1
.41 04
.35 38
.30 50
.2 63 0
.22 67

Present
value
@1 6%
$(12 9 ,2 70 )
1,405
26,783
17 ,5 46
15,098
12,992
11,180
9,6 23
7,6 66
6,5 99
21 ,4 84

Cumulative
P. V.
@1 6%
$(12 9,27 0)

P. V.
factors
@1 7%
1.00 00

$(12 7,86 5)
(10 1,08 2)
(8 3,53 6)
(6 8,43 8)
(5 5,44 6)
(4 4,26 6)
(3 4,64 3)
(2 6,97 7)
(2 0,37 8)
1,1 06

.8547
.73 05
.62 44
.5 33 7
.4 5 6 1
.3 89 8
.3 33 2
.2 84 8
.24 34
.2 08 0

Present
value
@1 7%
$(12 9 ,2 70 )
$

1,630
36,037
27,385
27,337
27,289
27 ,24 1
27 ,1 98
25 ,1 34
25 ,0 90
94,762

P. V.
factors
@16%
1.0 000

$

1975
1976
1977
1978
1979
1980
19 81
1982
1983
1984

Net
cash
flow
$(12 9 ,2 70 )
$

End
of
year
1975 ,

1,3 93
26,325
17,099
14,590
12,447
10,619
9,06 2
7,15 8
6,1 07
19,710

Cumulative
P. V.
@17%
$(12 9 ,2 70 )
$(12 7 ,8 77 )
(10 1,55 2)
(8 4,45 3)
(6 9,86 3)
(5 7,4 16 )
(4 6,79 7)
(3 7,73 5)
(3 0,57 7)
(2 4,47 0)
(4 ,7 60 )

Transac tions f or 1 975 sep arated to insure ap plic ation o f funds not d isc ounted

Conclusion

reason net income is reduced appreciably below the
S2,9 /0 per week level, the operation is not profitable. Likewise, if the teacher ratio, or some other
determinant of cost is unacceptable, the operation
would become unprofitable when these expenses
exceed income. Also, the establishment of standards
and the costs of meeting these standards should be
consistent with the social benefits provided.
❑
7

The day care center described in this article
would yield a 16.19 percent return on investment.
This represents a modest return projection by new
investment standards. Based on the levels of costs
and income outlined, the operation of a private day
care center can be profitable. However, if for any
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CONTROLLING
EXPANSION COSTS:
A PRACTICAL GUIDE
We should recognize that expansion enjoys some inherent
advantages over an original (new) installation.

By Gerald O. Wallace

Some of his prime responsibilities as division controller are:

The problems involved in any capital outlay for
constructing a multi - million dollar facility are 1. Organization
usually phenomenal for corporation and executive 2. Budgetary control and reporting
alike. Major expansion of a facility poses challenges 3. Tax considerations
of a similar magnitude but often of a different 4. Post expansion audit and review
nature. This article will present a practical approach
for the division controller to take in helping his Organization
management team meet these challenges.
The organized structure within which the conFor discussion purposes, we will define a major troller moves during the expansion may differ
expansion as a doubling of an existing manufactur- somewhat from the normal operating environment.
ing facility, with the expanded plant representing a He should establish both formal and informal key
total capital investment of approximately $10 mil- contacts and lines of authority and responsibility
lion. The time frame could range six to eighteen early in the project. This includes assignments
months from the date of groundbreaking, depend- within his own staff. The controller must know to
ing on the facility, and might very well involve whom reporting is to be directed as well as the
more than a single annual accounting cycle.
sources from which pertinent data can be drawn.
We should recognize that expansion enjoys some Since the rapid pace of an expansion and the size_
inherent advantages over an original (new) instal- able investment involved demand efficient and
lation. An established functioning management effective teamwork free of friction and weaknesses,
organization is on site to conduct the expansion the controller should:
whereas an original installation will be directed by 1. Establish a rapport with principals outside the
a management team from the home office — possibly
fine such as architects, engineers, and prime
assisted by experts from other divisions —and procontractors with whom he will make frequent
fessionals who may or may not be local. In an
contact;
expansion situation, such participants assume an 2. Determine the methods and frequency of billing
advisory role only.
to be used and consider the immediate cash
Where original construction is concerned, proimplications;
duction volume can only be projected and, in any 3. Review reporting requirements with both local
and corporate management and design necessary
case, a breaking -in period may be necessary. In an
expansion situation, however, the established orreports and forms if they do not exist;
ganization is likely to produce at a volume that is 4. Arrange with local taxing authorities for any
diminished only minimally, if at all, during the
special reporting they may require and obtain
any exemptions which may be available. (It is
expansion.
Within this framework, the division controller
assumed most major tax implications were con develops controls and procedures for properly reany exemptions which may be available (It is
cording all related transactions and reporting the
sidered in preliminary planning stages); and
progress of the expansion. These same controls and 5. Assign responsibility within the accounting deprocedures enable him to perform a vital role in
partment for proper recording of all transactions
decision-making as part of the management team.
and summarization of data.
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Budgetary Control and Reporting
Corporate officers use budget reports as their
primary tool for measuring progress of the expansion. As such, the budget forms the heart of any
complicated capital expenditure project. It is the
product of many hours of diligent research and
planning in which the division controller is likely
to be involved.
To assure that no overruns occur, budgetary ac-

Exhibit 1
ALPHA DIVISION
APPROVED FACTORY EXPANSION BUDGET
Description
Site preparation and landscaping
Building structure
Concrete aprons and outside storage
Inside automated storage systems
Plant offices and furnishings
Safety and pollution control
Assembly tooling and equipment
Paint booths and equipment
Machine shop equipment tools
Miscellaneous hand tools
Engineering fees
Contingency (5 %)
Total approved budget

Amount
375,000
2,250,000
125,000
550,000
75,000
140,000
500,000
345,000
200,000
100,000
90,000
250,000
$5,000,000
$

Sub. no.
73 -A
73•B
73-C
73•D
73•E
73 -F
73 -G
73•H
73.1
73 -J
73•K
73 -L

counting should employ funding techniques for
recording all encumbrances as they are made. Committed amounts are of more significance to many
managers than amounts actually expended, particularly if some budgeted items are not expressed as
a specific amount. Although most firms have well
established procedures for controlling the expenditure of an approved annual capital budget, it is
unlikely these procedures alone will suffice in a
one -time major expansion situation. Modifications
and "beefing -up" are probably necessary.
The following basic set of forms and work
papers may be considered:
1. The budget
2. Authorization for expenditure
3. Commitment control
4. Monthly progress report
THE BUDGET

The sample expansion budget given is very condensed and for control purposes will be further
subdivided into specific items. It is essential to
know the flexibility of the budget and the authority
of local management to make deviations. See
Exhibit 1.
AUTHORIZATION FOR EXPENDITURE

The Authorization for Expenditure (AFE) is
designed to capture sufficient data to allow management to obligate the company for goods and
services. The logical flow of the AFE would be as
follows:

Exhibit 2
REQUEST FOR AUTHORIZATION OF EXPENDITURE
2/ 12 /7 5
73 -A1

#

DATE
AFE
BUDGET DESCRIPTION:
BUDGET ITEM:
DEPARTMENT:

Site Preparation and Landscaping

Excavating

BUDGET ITEM NO:

Industrial Engineering

BY:

73 -A

R. Robbins

THE FOLLOWING IS REQUESTED:

Prepare building site for phase II expansion

EST. COST: MATERIAL
LABOR
SUB -TOTAL
SALES TAX
TOTAL
VENDOR:
ADDRESS:

P.O. N0:

187,500
187,500
Included
$ 187,500
$

PURPOSE:

Top soil removal and trenching per contract No. 201
dated 2/10/75

CHARGE A/C

32001.02

$

DESCRIPTION:

Ace Earth Moving
8034 Riverfront Road
City

(SALES TAX RATE: N/A

%)

SALES TAX EXEMPT NO:

Department Head

2/ 12 /7 5
Date

Accounting

2/ 1 2/ 7 5
Date

At the time accounting completes processing the
AFE, the original should be retained in a separate
file folder for that particular expenditure. As the
acquisition progresses other key documents will be
routed to the folder. Thus when all related transactions are complete, adequate documentation has
been compiled to support the expenditure. See
Exhibit 2.

Plant Manager

2/ 1 3/ 7 5
Date

COMMITMENT CONTROL SHEET

DATE:

500387N

2/ 13 /7 5

AUTHORIZATIONS:
FOR ACCOUNTING USE ONLY:

—

ITEM AUTHORIZATION:
$375,000
PRIOR COMMITMENTS:
BALANCE UNCOMMITTED:
$375,000
LESS THIS EXPENDITURE:
187,500
NEW BALANCE UNCOMMITTED: $187,500
DATE INSTALLATION COMPLETED
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1. ORIGINATOR. The AFE originates from the
budget and is signed by the plant engineer or
other responsible manager.
2. ACCOUNTING. Accounting enters the amount of
the commitment on the control sheet and completes the AFE by entering other pertinent data
(such as taxes). It is then approved by the
controller.
3. DIVISION MANAGER. The AFE is reviewed and
approved by the division manager. Should the
AFE be rejected it must be returned to the
originator via accounting to permit deletion of
the commitment.
4. PURCHASING. The purchasing department originates the purchase order and returns the AFE
to accounting. for fixed asset files.

Signed

The commitment control sheet will at all times
indicate the status of the budget. It may b e as
detailed as desired but should be easily related to
MANAGEMENT ACCOUNTING /APRIL 1975

"The monthly

Exhibit 3
ALPHA DIVISION
FACTORY EXPANSION COMMITMENT CONTROL
Vendor/ Description
JApproved amount
Ace Earth Moving
Misc, excavating
& trenching

73 -A

73.8

progress report
can quickly

Budget No.
73 -D

73 -C

$ 375,000 $2,250,000 $ 125,000

$ 550,000

73 -E
$

73 -F

75,000

73 -G

$ 140,000 $ 500,000

be prepared
from the
commitment
control sheet."

$ 187,500

Our City Steel Fab.
Structural steel

$ 234,000

Total commitments
to progress report $ 187,500 $ 234,000

Exhibit 4
ALPHA DIVISION
FACTORY EXPANSION PROGRESS REPORT

Balance to date

Balance

50,000
150,000
200,000

137,500
84,000
221,500

$

Expenditures

$

187,500
2,016,000
$2,203,500

$

187,500
234,000
421,500

Balance

$

375,000
2,250.000
$2,625,000

Commitments
$

Amount

$

Excavating
Structural steel

$

73 -A1
73.81

$

Approved budget
No.
Description

the original budget for reporting purposes. See
Exhibit 3.

significant profit contribution. Some of these advantages are:

MONTHLY PROGRESS REPORT

INVESTMENT CREDIT

The monthly progress report can quickly be
prepared from the commitment control sheet. If
needed, this report can be prepared easily and as
frequently as management may request. It can also
include more detail than shown by the exhibit. A
chronological progress chart from the plant engineer
or a brief narrative report are other details which
might be desirable. If the report is prepared in
summary fashion, supporting itemized detail may
be helpful; for example, "Machinery and Equipment" could be supported by a detail of each piece
of equipment purchased.
Amounts in the "Expenditures" column may be
obtained directly from the accounts payable distribution or a control sheet similar to the commitment control sheet. Once the expansion is complete, the accounting department can use the data
compiled to set up the capital expansion for depreciation and investment credit purposes. These
are details that will be with the controller long
after the rest of the management team has considered the project finished. See Exhibit 4.

Obviously, the United States income tax credit
allowable under the Revenue Act of 1962 should
be recorded as quickly as possible for qualified
depreciable property.

Tax Considerations
There are several tax aspects of a plant expansion
that may be used to good advantage, and it is here
that the controller alone shoulders considerable
responsibility and has the opportunity to make a
MANAGEMENT ACCOUNTING /APRIL 1975

LOCAL TAX CREDIT

Some states provide at least a partial sales tax
exemption for certain industrial equipment. Local
and state regulations should be checked and such
exemptions applied for if available.
WRITE -OFF OF DEMOLISHED ASSETS

The expansion of an existing facility often means
that some portions of the facility will lose their
utility or be completely demolished. For example,
the wall at one end of the old structure is completely removed or an outside storage apron may
be demolished to make room for the addition.
Certain pieces of equipment may be sold or
scrapped. Although the original cost of such capital
items may be difficult to isolate, it behooves the
controller to recognize the book value loss of such
assets immediately. Likewise, he should take care
to isolate the cost of demolition and removal of
rubble. Although such work may be done by a
separate contractor, it can be performed by one
who is also involved in constructing the new
facility and may therefore bury such costs in his
45

"The controller
must ...see
that the
expanded
facility is
capitalized
under the most
advantageous
depreciable
lives. "

contract. These are considered period costs rather
than capital expenditures.
REARRANGEMENT EXPENSE

Although a major expansion primarily means the
addition of equipment, it may also entail the relocation of existing equipment. Some good examples
of relocation are:
1. Machine shop (including tools)
2. Paint shop (including related equipment)
3. Overhead doors (which might have been part
of a demolished wall)
Again, these are period costs and should be
isolated and recognized as such. A good working
relationship with the contractor and architect will
be most helpful at this point.
DEPRECIATION

The controller must exercise care to see that the
expanded facility is capitalized under the most
advantageous depreciable lives. This is an area
where an on -site accounting department may enjoy
an advantage over the original installation. Take,
for example, electrical power lines installed by an
electrical contractor — probably under a sublet contract. His charges are buried in the general contractor's billing. Under existing ADR Guidelines,

however, most electric lines can be capitalized
separately from the building with a much shorter
life than that assigned to the building. The same
applies to other utilities, plumbing, and roofing.
Many facets of the building are subject to such
favorable treatment and a close working relationship between the parties involved will provide the
necessary detail.
Post Expansion Audit and Review
The controller's perpetual responsibility for his
company's assets may very well include evaluation
of a major capital outlay such as we have discussed.
Such evaluations are, of course, a topic for discussion in themselves. It is sufficient to note that
management may desire post expansion studies to
indicate the degree to which their goals have been
accomplished. Such studies may well involve several
departments but will likely be the responsibility of
the controller.
Conclusion
Anticipation of expanded operations can provide
challenge and opportunity for the alert controller,
and successful completion of a major expansion
project can be a cause for reward and relief. The
satisfaction of a job well done, in any case, depends
on how thoroughly the controller planned for and
directed the expansion activity.

LETTERS
Continued from page II
thought - provoking contribution. There seems to be a scarcity
of good periodical literature relating to problems of condominium owners including the current tax dilemma.
David W. Santi
Certified Public Accountant
Atlanta, Ga.

Condominium Accounting
Mr. Frank Alvarez, in his article, "Condominium Accounting," appearing in the November 1974 issue Of MANAGEMENT
ACCOUNTING, discusses a timely subject. Condominium ownership is becoming extremely attractive in an era of sky- rocketing
prices. Even the federal government, in a study report released
recently, stated that the single - family home is obsolete.
As a recent President of a condominium, I struggled with
the tax problems discussed in Mr. Alvarez's article. I faced a
dilemma: What to do with the reserves obtained from the
co- owners? Some tax experts indicated that the assessment of
co- owners for reserves to be set aside for major repairs, i.e.,
roof repairs, if not expended at the end of the year will be
taxed, while other tax experts maintained that only the portion
of the assessment will be taxed which is earned as interest on
the reserves deposited with a financial institution.
Early this year, the Internal Revenue Service added to the
dilemma when it issued Revenue Ruling 74 -17, which denied
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federal income tax exemption to condominium associations.
The effect of this ruling is that all condominium fees paid by
co- owners above and beyond what is actually disbursed for
current expenses will be subject to federal tax. This ruling
certainly created havoc in condominium management. The
net effect of Revenue Ruling 74 -17 is that reserves set aside for
major repairs would be fully taxable.
One solution to the problem, which was adopted by our
Condominium Board of Directors, was to set up a special
escrow account for reserves. The condominium would be the
custodian for the co- owners so as to exclude such amount from
the income of the condominium for federal income tax purposes. The Board of Directors passed a resolution establishing
such an escrow account for the benefit of the co- owners. Of
course, any interest earned on the escrow amount would be
reported as ordinary income on Form 1120 as a "Taxable
Cooperative."
I enjoyed Mr. Alvarez's article and the timeliness of his
topic.
Leslie L. Megyeri
Attorney at Law
Kensington, Md.

The Sense of Satisfaction
The article, "The Loner: A Small Firm's Controller Speaks
Out," by Raymond R. Geary in the December 1974 issue of
MANAGEMENT ACCOUNTING was well done. As controller of a
Continued on page 52
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CONTROLLING NEW
FACILITIES COST
Inspired owner - management control of construction projects
from initial planning through job completion is the key to cost
control.

and proceeds with the design of the building including the structural, mechanical, and electrical
Much has been written on the subject of cost con- systems. He prepares the specifications to outline
trol, but few writers have attempted a comprehen- and define all construction materials, methods, and
sive attack on construction cost control. This systems. Following the owner's second review, the
article approaches the subject from the viewpoint architect prepares a set of working drawings from
of corporate directors and management with con- the approved design. Preparation of the working
struction requirements as opposed to that of archi- drawings involves making a detailed take -off of each
tects and building contractors. It is assumed that item within the structure, together with a dethe controllable elements of cost continue to exist termination of costs by item.
in a project regardless of whether the owner reThe selection of a building site should be done
tains the cost risk or passes it on to the con- prior to engaging an architect. If not, it is done
tractor by way of a fixed -price contract. In this during or immediately following the design phase
regard it should be recognized that successful con- because construction costs will be influenced by
tractors price jobs adequately to cover the risks the site location. The principal location variables
they must assume.
which directly affect construction costs are climate,
Before committing their companies to expensive local building codes, and local construction/labor
construction projects, management should estab- practices.
lish general objectives which stockholders, as ownThe size and shape of a building are other
ers, and corporate directors have a right to expect. variables that bear directly on construction costs.
These objectives might be to:
Management must decide whether to provide for
current requirements only, to over -build to ac1. Obtain well - designed facilities completed and commodate future requirements, or to provide for
equipped according to predetermined standards, future expansion. It has been found that a rec2. Complete the project and have the new produc- tangular shaped building is the simplest and least
tion facilities "on line" by a specified date, and costly to build.
3. Complete the project at a reasonable cost within
Decisions about what kind of building constructhe funds specifically approved and appropriated tion to be used and the quality of the materials
for the project.
that will go into the new facility must be made. In
addition, projected maintenance and repair costs
Determinants of Construction Costs
may very well be a consideration. The use of stanAn analysis of the construction process reveals dard items of hardware and fixtures, wherever posinnumerable items and elements of costs subject to sible, is generally less costly than other alternatives.
various forms of cost control. A company begins
Scheduling, supervision, tool design, and mato incur outside costs when an architectural firm is terials handling devices are variables which have
engaged to design the desired facility. The archi- a direct impact on construction costs and should be
tect generally begins by drawing up an outline of considered and identified by the architect for cost
the owner's requirements. The requirements out- impact. The cost of financing and the urgency of
line is followed by a conceptual design which de- the owner's occupancy date are also significant confines the general arrangement, space usage, choice struction cost considerations. Some flexibility with
of materials and broad engineering requirements; the completion date may enable the contractors to
the conceptual design being accompanied by a cost avoid overtime work and thereby significantly reapproximation for the project. After review by the duce total construction costs. Finally, owners buildowner the architect makes the directed changes ing new facilities should avoid the common error
By Bruce R. Hathaway
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"The key to
controlling

of thinking that preparation of good construction
cost estimates is synonymous with cost control.'
There is an all too prevalent tendency for owners
to leave responsibility for construction cost control
up to the architect and project engineers.

4. Field construction, the final phase of the process,
physically assembles the purchased materials and
equipment and transports them together with
the required labor to the job site. The field construction industry is, traditionally, craft -based
rather than research- based.2 As a result, labor
continues to be the most significant and elusive
construction cost element to control.

obstacle, many companies will opt for the easy
way out in acquiring new facilities by engaging an
architectural firm to:

should be drawn together by the common objectives of constructing a facility according to
specifications, on schedule and within the budget.
An examination of these objectives may reveal that
they are not completely compatible: for example,
the working of overtime to keep on schedule will
cause a significant increase in costs.
Naturally, it is to the owner's advantage to have
a project completed within the cost budget. By
the same token, the owner usually pays for cost
overruns even when fixed -price contracts are used
because the owner will generally pay higher fixed
prices to obtain responsible contractors when he
passes the risk to the contractors on fixed -price
contracts. With reimbursable cost contracts the
owner pays all costs incurred unless such contracts
contain guaranteed maximum price features. Therefore, the owner is in the position of being compelled to protect his interests by taking the initiative in planning and managing a construction
project from start to finish.
The key to controlling construction costs is the
development of an effective project management
philosophy. A schematic relationship of the principal functions involved in a construction project is
presented in Exhibit 1. Such preparation provides
a convenient basis for the development of a proper
organizational structure enabling the construction
manager and the construction management team
to exercise their leadership authority effectively.
The principal functions to be performed are arranged in sequence by phase under the party directly responsible for their performance. The owner's position is charted to facilitate the application
of the pressures necessary to make cost consciousness a vital consideration in every decision. Cost
controls should, of course, be applied to each
function of the construction process before it commences, and the same management leadership the
businessman -owner uses in his own business should
be applied at the construction site.
Businessmen who have taken the initiative in
providing management direction to the construction of their facilities have met with success in
persuading architects to work within their budgets.
For example, centralized utility cores are increasing
in popularity, and mechanical installations can be
confined to these utility cores in most cases. Walls
can be replaced with moveable partitions in some

construction
costs is the An Obstacle in Controlling Costs
development
The construction industry is comprised of many
groups
of diverse and conflicting interests. Innovaof an effective
tions, regardless of their merit, are therefore ex- The Application of Construction Cost Controls
The owner, the architect, and the contractor
project tremely difficult to implement. Because of this
management
philosophy."

1. Perform the design work,
2. Prepare the cost estimates,
3. Solicit bids from contractors and select the
contractor or contractors required to do the
job, and
4. Perform the project management function.
This method leaves the owner with little to do
but pay the bills and wait until the new facilities
are ready for occupancy. Unfortunately, many architects have a concept of cost control that begins
and ends with cost estimating. It follows then that
cost control is frequently considered a relatively
minor item in the total construction process. In
other words, because they generally find site selection and design development the most fascinating
aspects of construction projects, the owner company's management frequently overlooks construction cost control.

Value Engineering
Value engineering has been used only to a
limited degree in architectural design even though
it offers considerable potential cost savings.
Completing the total construction process by a
predetermined date means developing a master plan
of coordinated actions. This plan must provide for
the accomplishment of the following major phases
in the proper sequence:
1. The design phase involves the development of a
set of plans, specifications, and cost estimates
that clearly define the entire project.
2. The contract award phase binds general, mechanical, and systems contractors to a legal obligation (separately or as a joint venture) to
supply materials, furnish equipment, and perform work which will produce an operable
facility on or before the occupancy date, and at
specified prices.
3. The construction activities scheduling phase
comprises the detailed planning and scheduling
of the optimum sequence for approximately
1,000 work activities. Network systems such as
the critical path method (CPM) can be a
significant factor in achieving the construction
schedule and in controlling costs. The real
strength of the system is in its basic logic—
not the computer application of it.
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1

Creative C ontrol of Building Costs ed . b y W . D. Hunt Jr. , T he
American Institute of Architects, McGraw -Hill -Book bo., New
York N.Y. 1967, p. 108.
2 William R. P ark, T h e S t r a t w of Co ntrac ting for Profit, Prentice
Hall, Inc. , Englewoo d C liffs, N. J., 1966, p. 18.
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buildings. Mass produced prefabricated modular
units for assembly at the construction site can be
used. These efforts result in simplification and
standardization of construction technique, thus reducing costs. It has been found, however, that consumer acceptance of new ideas such as these is
easier to obtain in commercial and industrial construction than in residential building.
On large projects it is well worth expending the
time and money required to develop a master plan
for the entire construction process. This plan will
be the foundation upon which the owner's representative, in the role of team manager, can organize
the project management team. Before the master
plan is drawn up, talks should begin with the principals of the architectural firms being considered.
Among other things, the architectural firm selected
should be one that places creative cost control on
a par with design, quantity and quality considerations. The acceptance of cost control as an architectural service will probably result in better design,
better planning and better facilities that are within
the owner's budget. Finally, a provision in the
architect's contract requiring him to establish a
value engineering team to identify unnecessary
costs in the design should be included.
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Conclusion
Inspired owner - management control of construction projects from initial planning through job
completion is the key to cost control. To assist
in controlling construction costs, there are several
major actions involved that might be taken. Here
is a checklist:
1. Master plan all construction phases.
Z. Use proven cost estimating techniques.
3. Adhere to the concept of creative cost control
in the design phase.
4. Use established contractor selection procedures.
5. Determine the most appropriate contract or contracts for the particular project.
6. Make maximum use of cost saving construction
techniques.
7. Use sequential planning of detailed work activities.
8. Use job cost accounting and reporting.
Incentive- contracts provide a significant impetus
to contract cost control programs throughout all
phases of the project; in fact, they will supplement
cost control programs.
11
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A VOTE FOR R &D
PROFIT CENTERS
Sister divisions or departments within the corporation are judged
primarily on profit margin and performance. With the R &D
organization, however, costs are scrutinized but revenue
contributions are overlooked.

By Spencer C. Watson
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There are two acceptable methods of accounting for
research and development costs. The first method
involves the capitalization of R &D expenditures,
and the amortizing of these outflows over future
periods when the benefits obtained from the effort
are accrued. The supporting justification for this
approach is the "matching principle" which requires, in essence, that costs be expensed during the
same accounting periods in which the revenues obtained from these costs are achieved. However,
because of the time delay involved, there is some
difficulty in matching R &D expenditures with future revenues resulting from the new products
and /or processes developed earlier. The period
between initial expense and future revenue can
range from one to as long as fifteen years. There is
also the problem of a high mortality rate among
technical projects. For example, it is possible that
only one project in ten will make it to the "revenue earning" stage. The other nine unsuccessful projects
will then have no direct match and must be treated
differently.
The second alternative is to write off all R &D
costs in the period in which they are generated. It
can be rationalized that if the results of R &D out lays are so uncertain (which they sometimes are),
the snatching of effort and accomplishment should
be replaced by the concept of conservatism. This
principle would consider the capitalization of these
costs as misleading since the existence of assets is
asserted, but the existence of future income is uncertain. Thus, the conservative precept would approve the immediate write -off of R &D expenditures
with the basic assumption that lower income for the
present may be entirely appropriate.
Thus, the corporate R &D division is generally
considered to be an overhead expense in the eyes of
the stockholders. The prevailing accounting treatment is to expense virtually all R &D costs in the

year they occur. Each year a budget for R &D expenses which ignores past and continuing contributions to revenues from prior achievements must
be prepared and approved. Since this budget must
be matched with only this year's anticipated revenues, it is extremely subject to the prevailing
economic conditions of the moment. This is unfortunate because the work to be accomplished will
probably not affect current revenues. Instead, future
revenues may suffer from lack of accomplishment in
one or more technical areas.
Both the "capitalization" and the "expense"
treatments of R &D costs have their advantages
and disadvantages. Capitalization requires a "sorting" process to determine at some future time
whether a project is financially sound enough to
make the necessary adjusting entries for amortization. Historical costs accrued by the technology in
question must be reviewed and assigned. This requires considerable administrative time and effort.
Expensing R &D costs against current income is
generally more convenient to accomplish and has
a relatively straightforward income tax treatment.
Consideration must also be given to the fact
that if R &D expenditures are not written off in the
present period, then the cost of the effort is actually
increased. "Writing research and development costs
off currently permits an approximately 50 percent
quick recovery of the cash expended ... thus tax
permission to charge -off all research and development costs currently makes the research dollar approximately one -half as expensive as it would be if
the costs were capitalized and allocated to future
periods. ", On the other hand," ... failure to capitalize at least a portion of research and development
costs undervalued the company assets." 2 Capitalization of R &D expenses can be used effectively by
young companies in fields of high technology. "By
' Bryce B. Orton and Richard D. Bradish "The Treatment and
Disclosure or Research and Development Expenditures," Management Accounting, July 1969, p. 32.
s Ibid.
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Prevailing Accounting Procedures
A survey of 217 companies of varying sizes and
product lines was made by Bryce B. Orton and
Richard D. Bradish.4 Their findings showed that
there was an overwhelming preference for the "expensing" of the costs against current revenues.
Indeed, only six firms capitalized any R &D costs,
and these were largely special exceptions.
The period write-off procedure reduces the visibility of past contributions by the R &D organization. Furthermore, it may not recognize the potential value of new accomplishments. Sister divisions
or departments within the corporation are judged
primarily on profit margin and performance. With
the R &D organization, however, costs are scrutinized but revenue contributions are overlooked. Is it
any wonder that the R &D organization is sometimes believed to have a lack of interest in the
corporate profit - motive? Since revenues as well as
costs are clearly distinguished and accomplishment
is recognized throughout the corporation when
profit contribution meets or exceeds expectation,
why not the same organizational status for the
R &D segment of the corporation?

Establishing R &D Profit Centers
To revitalize the R &D organization, an increased
measure of fiscal independence should be permitted.
This may be accomplished by crediting the R &D
organization with R &D generated revenues to offset
the already existing cost control responsibilities. In
effect, the R &D group would become a profit- center
of its own, reporting profit or losses on the net
difference between income and costs just as any
other operating division within the corporation.
Obviously, the major step in such a move is the
reallocation and/or redefinition of unsegregated
corporate revenues hitherto pooled in other miscellaneous accounts. The recognition of R &D sources
of actual revenues constitutes the keystone of this
proposal. Surprisingly little or no mention of the
fact that the R &D organization can and often does
provide substantial revenues is made in the literature. It is but one more indication of the failure
of business to recognize and measure the total financial impact of R &D divisions on corporate profits.

Identifying and Allocating R &D Revenues
There are two classifications of sources of R &D
revenues; they are either external or internal to the
parent corporation.
EXTERNAL SOURCES OF REVENUE

Under external sources of revenue one may include the following:
1. Sale of miscellaneous development products
2. One -time sale of "technology packages"
3. Royalties on patents for new processes or products
4. "Contract" research and development
MANAGEM ENT ACCOUNT ING /APRIL 1975

Most external sources of revenue are easy to
break -out of the corporate income statement and
they could be reassigned to the R &D Profit Center's
responsibility. The first two sources of revenue are
usually either lumped as miscellaneous or extraordinary income. The last two are typically more defined: for example, "royalties" appears on most
income statements as a separate item. Contract
research revenues are sometimes incorporated along
with expenses in a separate profit and loss statement.
Sale of miscellaneous development products too
small in volume to be made in a commercial unit,
and unavailable elsewhere in large volume can be
very profitable. Pilot production of development
products or custom specialties requires considerable
technology and the R &D center is often an ideal
place for such materials to be manufactured on a
small scale. The production of these intermediate
products can bridge the gap between research and
large scale production giving interested, potential
customers time to gear up. This can be extremely
profitable since 50 to 100 percent mark -up on a
pilot production of materials is not uncommon.
At times, "technology packages" for the research
and development of a specific process or product
are sold to corporations in foreign countries where
valid patents are unobtainable, or where patents
were not filed. The assembly of the package can
and often does take place under the aegis of the
corporate R &D center. Therefore, direct revenues
from the venture should also go to the proposed
R &D Profit Center.
Royalties for new processes and products which
have been patented, both of a one - payment and of
a continuing - payment basis, should be allocated to
the R &D center which generated these patents.
Royalty payments on most patents may range from
one to six percent and more of the selling price
of the product involved and they accrue for up to
seventeen years (the life of a United States patent).
Contract R &D revenues are usually for a specific
purpose and duration. The most common examples
of this arrangement involve governmental agencies
which seek to sublet specific portions of their R &D
programs to private sectors of the economy. These
contracts can be quite lucrative in the short term,
but an overdependence on this type of funding can
lead to organizational profit problems in periods of
fluctuating government spending.

"To revitalize
the R &D
organization,
an increased
measure of
fiscal
independence
should be
permitted."

a

deferring the expense, the companies achieve a
higher percent net income than if they immediately
expensed their R &D expenditures." 9

INTERNAL SOURCES OF REVENUE

Under internal sources of income, one may include the following:
1. Miscellaneous technical services
2. "Transfer royalties" on intra - company technology in use
Internal sources of revenue may be more difficult
to identify and allocate to our newly established
R &D Profit Center. There are accounting precedents for intra- company transfer of tangible assets
(goods) between divisions for negotiated prices.
Allen Skinner "Accounting for R&D Costs," Management Accounting May 1971, P. 90.
Cii.

4

op.
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"The
establishment
of an
in- company
R &D Profit
Center is
recommended
where
feasible..."

Logically, there should (and can) be suitable,
analogous arrangements for handling the transfer
of intangible assets and services.
The receipt of revenue from operating divisions
for miscellaneous short -term technical services such
as analytical assistance, plant pollution, troubleshooting, etc., can either be arranged on a cost -plus
or contract basis. Revenues for such services should
obviously be fully competitive with but not exceed
those obtainable on the open market from other
contractors.
A larger issue to be considered is the continual
intra..company payment of a "transfer royalty" when
an operating division uses a process or makes a
product developed by corporate R&D. For the operating division utilizing this technology, the accounting process of transferring a royalty payment to the
R &D Profit Center should be essentially the same
as if the division were purchasing it from an outside
source. Here, as before, a fair transfer value will
have to be negotiated and agreed upon between
the two profit centers, and should not exceed the
fair market asset value (if that indeed can be established). The size and duration of the periodic payments also will be a function of the novelty and
commercial importance of the product or process.
Obviously, the more profitable the venture, the
greater allowable royalty payments.
Measuring and Allocating R &D Costs
Every attempt should be made to match past
expenditures to assets of recognizable value by
capitalization and amortization of those costs on
the R &D divisional balance sheet. Because of the
general time lag involved between spending the
funds and establishing whether the process or
product is a viable asset, many costs may first be
expensed in the year they occur. But if the asset
later matures to a significantly "salable" piece of

technology then adjusting entries should be made
to resurrect these past expenditures and amortize
them for book purposes. However, if the original
R &D investment was small, it may not be economically justifiable to restore the past write -off. Clearly,
to re- establish a large and successful R &D project
as a depreciable asset at a later date requires detailed
accounting procedures for each expenditure during
the period of its occurrence.b
Conclusions and Summary
The establishment of an in- company R &D Profit
Center is recommended where feasible to provide
some measure of autonomy to this segment of the
corporation and to improve its profit - consciousness.
The profit center concept would require an R &D
division income statement and balance sheet showing sources as well as expenditures of funds. Sources
of funds for this profit center include both external
and internal transfer of services or inventions for
negotiated prices. R &D costs should be capitalized
where possible (expensed where not) and amortized
over the financial life of the revenue - producing
assets. Accurate accounts of each project must be
kept during the original investigatory period so that
restoration to the R &D divisional balance sheet
can be accomplished if the project is later recognized as successful.
I Numero us artic les have b een written on the segregatio n o f R& D
cos t ac co unts and the promulgation of rigorous co st control and
reporting pprocedures. They describe many interesting and highly
useful techniqques for accomplishment of this objective. See
Rob ert F. Harb rec ht, " Designing a System fo r Control of R esearch
Cost," Management Accounting June 1964; Forrest L. Heuser,
"Direc t -Labor Control Research' and Development Management
Accounting, October 1964; Richard A. Duro, "A ys t e m o f R e.
searc h and Develo pment C os t Control, " Management Accounting,
May 1967• Ho ward W. Dicke, "Management Ac c o unting fo r R esearch anti Develo pment Projec ts ," Management Accounting, May
1969; Haro ld D. S as aki, "P lanning and C ontrolling R esearc h and
Development Costs, " Management Accounting, May 1969; Daniel
R. Snyder, " Cost Analysis and Control of RD & E Projects "
Management Accoun tin , September 1971; and Martin J. Lult,
Jr., "F orec as ting and ud _
geting m a Research Firm, "
anagement Accounting, June 1972.

LETTERS
Continued from page 46
shall college just emerging into the ranks of medium size
colleges I can sympathize with Mr. Geary.
Many colleges and universities face the same problems as
small industries with the same doubling of managerial areas.
In several respects we are in worse shape than the small
industrial or service operations. Normally, our budgets are
established based on tuition rates set eight to twelve months
before the school year starts. Projections of other income items
such as gifts and earnings on investments must also be made
long before the term begins. Personnel commitments are made,
food service contracts are entered into, bookstore inventories
are purchased, teaching supplies and scientific equipment
ordered, etc., all before the first "sale" is made.
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After the semester begins we have the problems of adjusting
to our actual enrollment generated income, take a last look at
projected earnings on investments, check on gift projections
and plunge into the semester hoping that the projected income
will be realized so that commitments made can be honored.
The controller's job at a college is not eight to five —it's
7:30 until you collapse. You don't take a vacation when
students and faculty are not on campus —you work harder.
It's not one of month -long vacations — you're lucky if you can
take a week. However, as Mr. Geary states, it's the sense of
satisfaction that offsets the frustrations.
Robert O. Walton, Jr.
Wilmington Chapter
Castle Hayne, N.C.
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BUDGETING
IN RETIREMENT
Making use of his accounting background, this Emeritus Life
Associate member developed a budget designed to ensure a
financially secure, productive and happy retirement.

By Edward G. Eriksen
Retirement requires considerable advance planning.
In my opinion there are seven basic pillars upon
which a happy retirement life is built. Not neces1
sarily listed in order of importance they are: financial stability, health care, continuing education
development, hobbies, social involvement, spiritual
guidance and emotional control.
E. G. ERIKSEN
The budget on the facing page which I have
is a retired NAA
developed for my own use reflects the seven prinme mbe r living in
ciples. Line items do not correspond exactly but the
Santa Barbara, Calif.
budget rests on the seven pillars which I believe
He holds a B.B.A.
degree from the
are essential to a tranquil retirement.
University of
Wa s hington a nd a n
M. A. de gre e f r om the
Univers ity of
Minne sota . He
subs equently ta ught
ac counting a t the la tter
university and a t
Wayne Sta te
University. He re tired
in 1964.
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Financial Stability
It is absolutely necessary to live within your
income in retirement. This pillar is the most important of all, and it goes without saying everything
else depends upon achieving financial stability.
Thanks to your background you have a fairly good
idea what yield and price earnings ratios indicate.
You probably are familiar with what the prime rate
and other statistical factors can do to the value of
investments. Of course, the recent galloping inflation rate has left the economy in disarray, but I
believe that basic economic fundamentals will prevail over the short -run psychological factors.
Budgeting, then, is a necessity, but stereotyped
budgets do not work for any particular family or
person. You have to set up your own. In other
words, you have to play with a budget to make it
work. It should have provision for review and
compliance, even though you're answerable to no
one but vourself for negative variances. The real
purpose of review is to get the most personal enjoyment of your retirement income.
Remember, you are the determining factor, the
chairman of the board. In a world of scarcity every

commodity or service has a price. Make test runs
and by trial and error learn the most effective
method of spending your retirement income. The
following are some guidelines for the budget I
propose. Everyone is familiar with items D through
I so I will not discuss them.
Health Care
Good health care is essential to the happiness of
the retiree. Visit your family doctor every six
months to get preventive care before any serious
health problems develop. Medical costs should be
recognized in your budget.
Taking care of your body through regular exercise can help reduce medical costs —thus the second
line item figure. Your city recreation department,
the local YMCA, numerous exercise clubs and
others are available if you seek them out. Nothing
takes the place of persistence and determination to
set up daily exercise patterns to ensure that your
heart functions properly and the blood flows
throughout your body. Swimming is especially
beneficial, also walking, golf, cycling, and bowling.
(I swim ten round trips of the local YMCA pool
daily and take about three hours of ballroom dancing sessions weekly.)
The high incidence of coronary heart conditions
in senior citizens (I had one four years ago) made
me a student of health problems in order to revive
my neglected health. It became essential to start
emphasizing proper diet and adequate exercise to
get a sufficient amount of carbohydrates, minerals,
proteins, fats and vitamins essential to good health.
Take the mirror test. Are you the individual you
want to be? Your budget should reflect whatever it
costs to fulfill your nutritional needs.
By establishing a proper diet, I now maintain
optimal weight for my height (6'2" -160 pounds),
and my cholesterol count is in the 165 -190 range.
MANAGEMENT ACCOUNTING /APRIL 1975

I do this by eating lots of fresh vegetables in spring,
summer, fall and winter from my own garden, at
least four and sometimes as many as six each day.
I also eat three different types of fruit daily and
pay strict attention to what kinds of meat and fish
I eat and how it is prepared. While searching for
information on food and diet, I found an excellent
reference book which I recommend, Report by
Blue Cross of Southern California on Food and
Fitness. It may be obtained from Blue Cross Assn.,
840 North Lake Shore Drive, Chicago, I11. 60611.

Social Involvement and Spiritual Guidance
The second major category of the budget, Very
Desirable for General Well -Being and Grooming,
incorporates some of my ideas about social involvement and spiritual guidance. Your experience with
NAA and other professional groups is an excellent
preparation for your twilight years. Assuming responsibilities and carrying out committee assignments prepare you for living an active life in
retirement.
Of course, you can now choose the pace at which
you wish to participate. Tendering a helping hand
to others is only one of many rewarding activities.
Even though "very desirable" connotes luxury,
I believe this portion of the budget and the activities subsumed under it are very important.
Whatever "your thing" is, get with it and do it
regularly —and well. Dressing well not only affects
the opinions of others toward you but also affects
your opinion of yourself.
Contentment is a necessary ingredient for happiness in your senior years and can only come when
you conduct your life in an exemplary manner. I
look for a higher power than myself to give me
spiritual guidance. I believe the world we live in is
happier and functions better when high moral
standards play an important part in the daily
activities of individuals. Some government officials
and some businessmen have allowed greed and
selfishness to creep in to everyday dealings with
others rather than stick to the Golden Rule.
To promote higher standards of ethics and
morality, I contribute to the church and other
worthy organizations whose objectives are in line
with my own. This line item also would include
any expenses anticipated to attend lectures of uplifting quality.

Continuing Education
There is never a time when you cannot learn. I
try to read new books that receive favorable reviews,
particularly those that open up new avenues of
thought or carry me beyond my present experience.
In such a category I would classify such books as
Future Shock by Alvin Toffler; I'm O.K.— You're
O.K., by Thomas Hams; T. H. White's The Making of the President; Jess Lair's I Ain't Much, Baby,
But Im All I've Got; Charles A. Reich's The
Greening of America. Professor Reich's book went
very much against my grain and left a bad taste in
my mouth.
For just sheer fun and entertainment I buy books
MANAGEM ENT ACCOUNTING /APRIL 1975

like Coffee, Tea or Me? by Trudy Baker and Rachel
Jones. In addition, I continue reading articles in
my accounting journals and other financial articles
such as those appearing in the Wall Street Journal.
I enjoy informative articles by newspaper commentators on economic and current political issues and
I follow Financial Accounting Standards Board
activities with interest.

Hobbies and Varied Interests
Long before you leave active business, you should
begin to plan how you will achieve successful retirement. Entering the geriatric years without some
planning is unforgivable for an individual as well
educated as an accountant. It's comparable to
starting a new business without any preparation
whatsoever. The worst thing you can do upon retirement is to get rocking - chair -itis through constant
watching of the boob tube.

A RETIREMENT BUDGET
Income from various sources
Gifts — inheritance
Salary, pensions or annuities
Dividends, interest or rent
Social Security
Others
Total Intake

XXXX
XXXX
XXXX
XXXX
XXXX

Expenses
I. Fixed or inescapable items — impossible to avoid
XXXX
A. Medical Costs
XXXX
B. Health Care and Exercise
XXXX
C. Proper Nutrition
XXXX
D. Rent or mortgage payable
XXXX
E. Property taxes and others
XXXX
F. Property insurance
XXXX
G. Utilities
H. House upkeep and repairs
XXXX
I. Others special to you
TOTAL
Balance of income to bring down
II. Very desirable for general well -being and grooming
XXXX
A. Keeping socially involved
XXXX
B. Church donations and spiritual guidance
C. Restaurant once a week and special foods for dining
XXXX
D. Weekly recreation
XXXX
E. Basic clothing —what is necessary to keep a
youthful attitude toward life
XXXX
F. Birthday gifts to loved ones and friends
XXXX
TOTAL
Balance of income to bring down
III. Increasing my knowledge of the world about me
A. Continuing education development and
attending special classes
XXXX
B. Hobbies and varied interests
XXXX
C. Local and long distant trips
XXXX
D. Other items
XXXX
TOTAL
Balance of income to bring down
IV. Other expenses including those off the deep end of the budget
A. Donations to my favorite charities
XXXX
B. Special gifts to those in need
XXXX
C. Fun clothes
XXXX
D. Party outlays
XXXX
E. Others
XXXX
TOTAL
Excess for savings or future spending—
or deficit to withdraw from capital spending

XXXX

XXXX

XXXX
XXXX

XXXX
XXXX

XXXX
XXXX
XXXX
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Here are examples of the things I do. I have

"Stay out of
mental traps

participated in panel reviews of major books. I
also have conducted lectures for senior citizens,
speaking myself and obtaining speakers for the
adult programs of Santa Barbara on such projects
as simple investment, budgeting, social security,
joint tenancy, wills, diet and health.
As president and member of the board of directors of these programs, I help in the supervision of
our activities and finances of the group. I published an article in the August 1974 issue of Life
and Health magazine and currently contribute a
monthly philosophical article for a bulletin issued
by the ERA club of Santa Barbara. I have discovered writing can be fun.
Other avenues open are university extension
courses and adult education programs. Boy Scouts
and Little Leagues need leaders, too, as does your
church. Finally, I find the results of my garden to
be productive and a daily tonic to the spirit.

that 'burn
y o u up.' It

Emotional Control
Tensions and worries are responsible for many
illnesses so control of your emotions can help
prevent sickness. One secret of retirement happiness
is the ability to learn to relax by forgetting about
the past. It is gone and it is impossible to change
it; therefore, you ought to bend all your efforts to
making the present more creative. Some methods to
help you relax are:

MANAGEMENT
ACCOUNTING
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The Deep End ...
This is the catch -all. Anything goes, if you are
willing. Items in this category are extraordinary,
such as party outlays, special gifts to those in need,
fun clothes or even an impulse trip to Las Vegas
for a weekend.
... And the Bottom Line
I find review of my budget always to be in order.
I weigh each expenditure of importance and do
some recasting, including more for books, travel,
gifts to the grandchildren, to illustrate a few. I
make a yearly balance sheet and match it with last
year's to tell me where I'm going. The results can
be enlightening and useful for future planning.
Well, there the budget is. I hope you get as
much fun out of making one up for yourself as I
did in playing with this one.
❑

'

PKINTO

„ _ r te .

� ..
� ..'
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1. Stay out of mental traps that "burn you up."
Remember the "count to ten" axiom, allowing
you to cool off before you blow your top. Past
experience teaches you to identify and avoid
situations that lead to tensions, such as a faultfinding bridge or golf partner.
2. When that "up tight" feeling comes, you can
obtain relief through physical exercise, such as
swimming or simonizing your car or extend a
helping hand to others or develop an interesting
hobby.
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ANAHEIM '75
Southern California will play host to NAA Annual Conference,
June 22 -25; Economy and accounting disclosure are major
topics of meeting which combines business with opportunity for
a vacation in Disneyland country.
Twenty years ago Anaheim was a sprawling suburb
of Los Angeles noted for its orange groves; today
it is one of the most fascinating areas in Southern
California as NAA members and their families will
discover when they gather here for the Annual
Conference, June 22 -25.
Thanks largely to Walt Disney's creation, Disneyland, and to Knott's Berry Farm, the area has
boomed into one of the most exciting vacation
sites in the West. The sun - warmed ambience of
Anaheim will be the setting for some serious
business as members listen to the views of the
chairman and chief executive officer of General
Motors and other nationally known business leaders
on the numerous issues that are concerning accountants and financial executives today.
The chairman of the Operations Committee for
the Conference is Robert A. Lineberger, vice
president— finance, Beckman Instruments, Inc.,
Fullerton, Calif. A past president of Orange County ( Calif.) Chapter, he has served as a national
director of the Association.
John C. Arne, Southeast Los Angeles County, is
the chairman of the program committee for the
Conference. A past national director and past president of the Phoenix chapter, Mr. Arne helped to
organize the Southeast Los Angeles County Chapter
and the Milan, Italy Chapter. He is a partner with
Arthur Andersen & Co., Los Angeles.
Most of the speakers for the technical program
have been lined up, according to Mr. Arnie. The
program will emphasize "problems related to the
current inflationary economic conditions of the
world," lie said. "We will draw upon Southern
California industry specialists as well as renowned
speakers from other parts of the country. The basic
goal of the technical program will be to offer the
opportunity to our members to improve their
personal performance and increase their knowledge
of the problems facing management today."
A description of the family events and other
MANAGEM ENT ACCOUNTING /APRIL 1975

arrangements at the Conference follows. The complete technical program for the Annual Conference
will be published in the May issue of MANecEMENT
ACCOUNTING.
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Los Angeles Eight
Disneyland —all 73 acres of it— opened in 1955,
two years after the last NAA convention in the
Los Angeles region. Illustrative of the astonishing
growth of the area in the last 20 years is the fact
that of the eight NAA chapters in the immediate
vicinity—Long Beach, Los Angeles, Orange County, Palos Verdes - Torrance, San Fernando Valley,
Southeast Los Angeles County, Southwest Los Angeles, and West Los Angeles —only two existed at
the time of the last annual conference in the area.
They are, of course, Los Angeles and Long Beach.
When Disneyland opened, Anaheim had five
hotels and two motels with a total of 87 rooms.
Today, NAA'ers will find more than 125 hotels
and motels with a total in excess of 10,000 rooms
and more than 275 restaurants. Headquarters for
the NAA Annual Conference is the Disneyland
Hotel. Most of the convention activities, however,
will be held in the spacious, modern Anaheim Convention Hall, just a short walk from the Disneyland
Hotel.
Warm Californian hospitality will be in evidence
Sunday night as the national officers welcome members and their spouses at the National Officers' Reception in the air conditioned arena of the convention hall.
After this traditional get - acquainted reception,
the Conference is officially off and running. Hospitality rooms for the ladies, teen -agers and preteens are in the Disneyland Hotel, as is the headquarters of the Stuart Cameron McLeod Society.

R. A. LINEBERGER

In Disneyland
The highlight of the week for the entire family
is a scheduled visit to Disneyland Tuesday after57

The real
world and
fantasyland
converge at
NAA Annual
Conference.

they board one of four boats for a cruise around
Newport Harbor. More than 15 miles of beautiful
waterfront homes —some of them owned by movie
stars —and yachts will be described by a narrator
on each of the boats. The tour will be conducted
in two groups, both will return to the convention
hotels in time for family day at Disneyland in the
afternoon.
A visit to the San Juan Capistrano Mission,
originally built in 1776 and reconstructed after an
earthquake destroyed the buildings in 1812, will
be conducted on Wednesday. Representatives from
the local historical society will describe points of
interest and supply background information. Then
the ladies will leave the mission and walk down the
main street, past specialty shops, to El Adobe Inn
for a wine - tasting party. A Mexican -style lunch will
be served at the Inn. A ride past Dana Point
Harbor and a scenic stretch of the Pacific Coast
winds up this day's activities.

Among the Lions and Stuntmen
For the children of NAA members, both teens
and pre - teens, this Conference represents an unparalleled opportunity for a view behind the scenes
Disneylandappeals to young and old
with its romantic salute tofantasy characters.
of the movie making industry. A tour of Universal
Studios is the major attraction on Wednesday for
noon. Each conference registrant will be given a teen-agers who will ramble around the lot of the
block of 15 tickets to be used for rides and at- world's largest motion picture studio. Guides will
tractions, plus a ticket good for supper at any point out just how the studio stages spectaculars
restaurant on the grounds of this enormous en- like a "hurricane," "a burning building" or the
tertainment complex.
"Parting of the Red Sea." A rock -em, sock -em
For spouses of NAA members this is a once -in-a- stunt show features an exciting and graphic illuslifetime opportunity to see "the dream factories" tration of how western fights are staged.
which produce movies for millions. Two different
On Monday, the teen -agers will visit Knott's
tour have been planned for Monday's activities. Bent' Farm and enjoy the unique sites and rides in
Some ladies will want to take a tour which includes this pleasure center. On Tuesday, the scene changes
stops at the Hollywood Bowl for picture - taking and to the African veldt country as they visit a wild
at the famous Graumans' Chinese Theater where life preserve transplanted to the Laguna Hills near
the footprints of the stars are preserved in concrete. Anaheim. There are 150 lions in the Lion Country
Lunch will be served at the Hollywood Palla- Safari and these kingly beasts rule an assorted mendium, site of a number of recent television spectacu- agerie gathered here, which includes giraffes, elelars. After lunch, buses will take the visitors along phants, rhinoceros, zebras, hippos and many other
Sunset Strip and into Beverly Hills to view the animals.
homes of movie stars. The final attraction of the
As the climax of this week in Disneyland Countour is the venerable Queen Mary passenger liner, try, the teen - agers will enjoy a dinner and dance to
tied up for the last time in Long Beach.
a rock band Wednesday night while their parents
The second event planned for the Ladies' are at the Annual Dinner.
Program on Monday is a day at Knott's Bevy Farm.
An entertainment and shopping complex in Buena A Swim in Newport Bay
Park, it features the most authentic ghost town in
The pre -teen children accompanying their parents
the world; Fiesta Village, a reproduction of a Mex- also will enjoy a full week of activities. In addition
ican town; a full -scale model of Philadelphia's In- to a tour of Universal Studios on Monday and a
dependence Hall, and the John Wayne Theatre and visit to Knott's Berry Farm on Wednesday, they
will be treated to a special outing to a small beach
Gypsy Camp.
The day's activities include time for shopping, off Newport Back Bay where they can cavort in the
a fashion show and lunch at the Chicken Dinner quiet waters under the eyes of tour chaperones. On
Restaurant. The ladies also will be guided to the Wednesday evening a special dinner party has been
Ghost Town area for a step back in time to the arranged, featuring entertainment that will enthrall
gold rush days. In Fiesta Village, open stall markets the youngsters.
and Mariachi music and dancing capture the flavor
Anaheim '75 week concludes in an explosion of
of Old Mexico.
gaiety, color and tradition at the Annual Dinner
A tour on Tuesday of one of the finest yacht Wednesday night. In short, there is something for
basins in America will fascinate NAA spouses when everyone at this year's Annual Conference.
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These two volumes fill a recognized need by all businessmen who are engaged or interested in multinational activities. These two volumes contain
approximately 60 topical articles reprinted from Management Accounting
and other publications. (Over half of the articles were published originally
in Management Accounting.)
Each volume is divided into three major sections. Volume I includes: "Understanding the Differenc es in Accounting Concepts," "Understanding the Differences
in Wo rld Markets " and "Financial and Strategic Planning for Multinational Operations." Volume II includes: "Taxation and Tax Strategy," "Analyzing Systems
Pro blem s" and "Reporting and Evaluation of Operations." Volume II also contains
the Index, covering both volumes.
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VOLUME I:
What is a multinational corporation? How
does a major concern actually manage currency exchange risks? What effect do fluctuating currencies have on profit margins?
What's the accountant's role in selecting
and researching foreign markets? How do
Jap anese and Korean accounting systems
differ? You'll find the answer to these and
hundreds of similar questions in Volume I,
which also includes "real life" examples of
accounting methods In the European Economic Community, the Netherlands, U.A.R.
(Egypt), Mexico, the Orient, Italy and USSR!
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VOLUME II:
Looking for an international tax haven?
The pros and cons of a number of such
locations are detailed. Also in this volume,
in addition to the foregoing, you'll find articles on international tax management,
transportation and storage, management
information systems, financial statements,
barter acco unting, internal repo rting and
consolidation accounting. By ordering Volume II now, in combination with Vo lume I,
you save more than 10 %.
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Aview of Indianapolis' famed Motor Speedway. See story below.

'INDY 75' REGIONAL CONFERENCE PLANNED, MAY 8 -10
is a partner of Arthur Andersen & Co., and a
member of the FASB Advisory Council. The
afternoon session will feature A. Clarence Sampson,
Jr., associate chief accountant of the Securities &
Exchange Commission, speaking on "The SEC —
Disclosures and Responsibilities in Financial Reporting."
Later, J. G. Underwood, president of Harsco
Corp., Camp Hill, Pa., will discuss "The FASB
and the SEC — Industry's Viewpoint." Mr. Underwood is a past national president of the Associarace.
Mayor Richard G. Lugar of Indianapolis will tion. Following these addresses, there will be a
welcome registrants to the conference on Thurs- wrap -up review and an opportunity to question
day morning. A Rhodes scholar, Mr. Lugar at 42 speakers from the floor.
In addition to the technical addresses, an enis one of the youngest and most successful big city
tertaining
and educational program for registrants
mayors, winning a second term in a landslide.
NAA President A. P. Bartholomew, Jr., will also and their spouses attending the conference has
address the conference on the topic, "NAA Today." been arranged. The Stuart Cameron McLeod
Mr. Bartholomew is partner in charge of the Society will hold a reception and dinner for its
members and spouses during the conference.
eastern district of Ernst & Ernst.
On Thursday, NAA'ers will tour the famous
Following their remarks, Howard G. Peters,
known as "Mr. Enthusiasm," will discuss "The "500" Speedway and in the evening attend the
Art of Communication." A famed after - dinner Black Curtain Dinner Theater for dinner and a
speaker, Mr. Peters sparks gatherings with his up- show. After a conference reception on Friday
beat philosophy that the more you use your per- evening, Sid Collins, "Voice of the 500 ", will
sonal uniqueness, the happier and more productive regale attendees with anecdotes about the famous
race at a banquet.
you become.
After a continental breakfast Saturday morning,
At the Thursday luncheon, Dr. Otis R. Bowen,
Governor of Indiana, will discuss "The `State' of members and their spouses will be bused to the
Indiana." A second speaker, Richard W. Everett, Speedway to watch the qualification trials.
Spouses of NAA members also will tour the
will outline his views on "The Economics of
Tomorrow." He is vice president of the Chase Lilly Pavilion of Decorative Arts, Krannert and
Clowes Pavilions at the Indianapolis Museum of
Manhattan Bank.
On Friday morning five concurrent sessions are Art.
General chairman of the Indy '75 Regional
scheduled. Topics are "Accounting for Inflation ";
Conference
is John H. Shroat, partner, Geo. S.
"Cash Flow & Liquidity"; "Pension Reform Act
of 1974 "; "Estate Planning & Investing Today ", Olive & Co., Indianapolis. To obtain registration
and "Current Developments in EDP." The sessions forms and other information on this regional
conference, write to J. P. Henry, Chairman—
will be repeated later in the morning.
At the luncheon, George R. Catlett will view Registration, Inland Container Corp., P.O. Box
"The FASB —Past, Present, Future." Mr. Catlett 925, Indianapolis, Ind. 46206.
Cl

The famed Indianapolis Motor Speedway, scene
of auto racing's greatest spectacle on Memorial
Day, will form the background for an NAA
regional conference planned for May 8-10.
Sponsored by Indianapolis Chapter and 12 other
chapters in the area, the three -day conference
features a wide range of speakers drawn from
government and industry. It also offers an opportunity for NAA members and their spouses to
witness the qualification trials for the 500 -mile
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Chapter I Member News
JULIUS

C. ST.

AM A N T ,

New

Or le a ns ,

p a s t p r es id en t . S C M S .
NIC H O LAS

J.S C H U T T , S t . Louis.
A. S T E G E R , A n n A r b o r .

WILLIAM

HO L L I S A. U N D E R W O O D , Bu f f a lo .
JAMES

F. W I L L M A N , F o r t
O. W O E R N E R ,

Wayne.

EMANUEL

Nort hem

Wis-

c o n s in .
JO HN

W O O LDR IDG E,

E.

Jackson,

past

p r es id e nt .

Promotions and New Positions
T E R E NC E E. D E V I N E , A l b a n y , r e c e n t l y
was

ele c t e d

P o w e ll ,
v ic e

d ire c t o r
and

p r es id e nt .

G L EN N

of

is

Bus h
to

a ls o

&

s e n io r

s ec retary-

c o r p o r a t io n .

A.

ha s b e e n n a m e d

W ELS C H,

Aus t in

t h e firs t

P ro fes s o r of A c c o u n t in g
Un iv e rs it y

Ter

promoted

He

of t h e

tre as u rer
DR .

a

Inc . ,

S c ho o l

of

A.
in

Ar ea ,

L . P r ic k e t t
the

Indiana

B u s in e s s .

He

is

c ur r e nt ly o n t he f a c ult y o f t he Unive r s it y
o f T ex as G ra d u at e S c ho o l o f Bu s ine s s .
R O NALD

C. B L A C K ,

B a lt im o r e , w a s n a m e d

c o n t r o l le r o f S a v -A -L o t D r u g s , I n c . . . .

NAA President A. P. Bartholomew, Jr., recently spoke at a meeting
of the San Juan Chapter. At left is National Director Thaddeus
Schultz; below dias, Chapter President Jack E. Hirsbrunner.

JAMES G .

L. M U L L E N
Dixie

Chaplin Is Norge President
R o b e r t L. C h a p l i n , c u r r e n t n a t i o n a l d i r e c t o r of N A A , h a s b e e n a p p o i n t e d p r e s id e n t of t h e N o r g e Co., a d i v i s i o n o f
F e d d er s
Fed ders

Corp.
in

Mr.

Ap ril

C h a p li n

1974 a s

jo i n e d

c o n t r o ll e r

N o r g e . H e is a p a s t n a t i o n a l

of

vic e p r e s i-

d e nt o f t he As s o c ia t io n.

W.
J.A L L E N , C h ic a g o .
ELS IE M. B A L L , D e n v e r .
M I L T O N C. BA U C K , Illo w a ,
R O LAND O. BEAUR EG ARD, N e w

Ho us to n,

p as t

G U ND E R M AN ,

J.

Florida

West

C e n t r a l.

Br o wning

F e r r is

In d us -

tr ie s , I n c . . . . HE N R Y R EIT BER G ER h a s
been

p ro mo ted

to

c o r p o r a t e c o n t r o ll e r ,

El m ir a

Are a,

Center.

p a s t p r es id en t .
RO BER T

KE N NE T H

F. H A R D Y , G r a n d R a p id s .
J. H E N K E L , B r o o k l y n .

AR T HUR

Roy

been

IM L E R ,

Wa s hingto n,

p as t

W.

FO ST ER , B a t t l e C r e e k ,

na me d

p r e s i-

Co.
P. R E L F E ,

C HA R L ES

Bir min g ha m ,

Wes tern

C a r o lina s ,

Trust

Natio nal

Bank.

.

.

.

R AY MO ND

LA G R O N E h a s b e e n a p p o in t e d v ic e p r e s i-

JO H N A. KL EVE C Z , N ew Ha ve n.

d e nt — f ina nc e a t P as s av a nt C o rp .

T H O MA S

JACK

B.

MAY,

ha s

b e e n a p p o int e d c o nt r o lle r a t Bir m ingha m

SCMS.
P. JO NES,

J.L Y N C H ,

ha s

s e nio r a c c o u n t a n t a t C la r k

Eq uip ment

H . HUB NE R, S a g in a w Va lle y .

JAMES
Hamp.

wa s na me d c o nt r o lle r f o r t he

D i v is i o n ,

P le a s a n t M a n o r Nur s i ng & C o nva le s c e nt

p a s t p r e s id e n t .

s h ir e .
BEC KER ,

FR ANCIS,

AR T HUR

R O BER T

W.

G E R AL D

dent;

AB B O T T , S y r a c u s e .

R O BER T

L.

p r es id e nt . S C M S .

P AUL

Emeritus Life Associates
C UR T IS

WILLIAM

LANCAST ER is n o w c o n t r o ll e r

o f P h e lp s La n d C le a rin g , I n c . . . . ALBER T

Yo rk.
C ha r lo t t e

Blue ,

p as t

H.

BR O W N, B l u e

p ro mo ted

to

G r as s Ar ea ,

a s s is t a n t

was

c o mp t r o lle r

at

C it i z e n s U nio n Na t io na l Ba nk.

p r e s id e n t .

MRS. MAR G O
SCMS.

Mc L EO D ,

New

Yo rk,

T h r e e Bo is e m e m b e r s h a v e b e e n n a m e d
a t A lb e r t s o n ' s . DAV ID

JO S EP H MA J L I N G E R , N e w Y o r k .

I.

C O NN O L LY w a s

p r o m o t e d to c o nt r o ller o f re t a il ac c o un t -

JO HN

G. B E N N E T T , C l e v e l a n d E a s t .
R. B O Y L E , S a g i n a w V a l le y .
JO S EP H L. B U B U L , S t . Louis;I n d i a n a p o l i s

J U L I U S G . M U N D T , M i lw a u k e e ,

C L IF F O R D

T H O MA S

p as t p r es id e nt .

J.

LE O B U C K E NM E YE R , T o l e d o .

No r t hs t a r; p a s t p re s id e n t .

JO S EP H

EDW AR D

e l e c t e d t o p a r t n e r s h i p w i t h H a r r is , K e r r ,

EDW IN

L.

p r e s id e n t ;

CASS ADY,
Stuart

I nd ia na p o lis

Cameron

Mc L eo d

S o c iety.

I. L.D U D G E O N ,
R. R. EVER AR D,

p as t

Me m b e r - a t - L a r g e ,
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NO B L E ,

Birming h am,

in g ; T H O MA S
p as t

EU G E NE

NO R DS T R O M,

Min ne a p o l is

J. O V ER C A MP , N o r t h A l a b a m a ,

p a s t p r es id en t .

W.

of

O V E R T O N , J R . , B i r m in g h a m .

J.P A U L R I C H AR D S O N, D e nv e r .
USA. ER VI N A. S T A D L E R , C in c i n n a t i.

E. BR O T HER ,

w h o le s a l e a c c o u n t i n g ,

Timm,

p r e s id e n t . S C M S .

EAR LE
P o r t Hu ro n.

B.

c o n t r o ll e r o f

t o c o n t r o ll e r

and

JER RY

R.

c o rp o r at e ac c o un t -

in g .

F o r s t er
JAMES
been

C.

C R AIG ,

Bo s to n ,

ha s

been

& Co.
J.

F IT ZS I MMO NS , B r i d g e p o r t ,

elec te d

treas urer

and

t he Milf o r d R ive t & Ma c hine

s ec re tary

ha s
of

Co.
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SOMEEFFECTSOFPARTICIPATIVE
BUDGETINGONMANAGERIALBEHAVIOR
by Robert J. Swleringe
and Robert H. Moncur
The use of "participative budgeting," or
allowing individuals responsible for performance under a budget to have a say
in establishing that budget, has long
been controversial. This research monograph presents and analyzes the results
of a study designed to determine the
link between a company's use of participative budgeting and the behavior of
its managers.
The authors designed a theoretical
model focusing on three sets of variables
and the relationships between them.
They also conducted a field study of
four production companies to see the
effect on managers' behavior when the
managers were allowed to participate in
the budget -setting process.
The authors believe that the concept
of managers having certain "budget oriented behavior" offers a new view of
budgeting, a fuller appreciation of its
inherent structure, and a broader concept of Its role and likely effects.
Retur n thi s or der f or m with remittance to:
National Associ ation of Acc ountants
Special Order Depar tment
919 Third Avenue, New York, N.Y. 10022

I

I
I

Please send Some Effects of Participative
Bud ge ti ng On Mana geri al Behav ior. Enc losed
is c hec k f or $9. 95 plus 550 f or postage and
handling. Total $10. 50.
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promoted to assistant vice president for
personnel and operations, Bank of
Knoxville.

B L A C K , Charleston, has been promoted to assistant director of financial
and administrative services, International
Paper Co., and transferred to the
Texarkana mill.

Two Lehigh Valley members have been
named at General Crushed Stone.
EDWARD W. PURDY was named manager
of finance and controller, and WAYNE L.
PYS HER , assistant controller and chief
accountant.
R O BER T W. TRUE, Minneapolis North.
star, has joined Standard Conveyor Co.,

RUD D,

J. B .

1 SOME
EFFECTS

�

JR., Catawba Valley,
was promoted to controller, Superior
Continental Corp.
CH AR L E S R .

Zip

DO NA LD R . T R U L L , Charlotte Blue, has
been promoted to assistant vice president, First Union National Bank, Trust
Div.
M I C H A E L J. BUR D, Dayton, has been
appointed controller of Progressive Industries Corp.
G EO R G E J. PR ENDERG AS T, JR . , Delaware,
has been named to head the new corporate plans department, a staff arm of
the executive committee at E. I. Du Pont
de Nemours.
C HAR LES W . F ING ER , Detroit, was promoted to vice president— finance, Fruehauf Finance Co., Fruehauf Co.
E. T ER R Y HI LL AR Y, Dubuque Tri- State,
is now controller with A-1 Plumbing
and Heating Co.

i

as secretary/treasurer.
E . BR IDG ES , Mobile, has been
promoted to assistant treasurer of Mobile
Gas Co.
T HEO DO R E C . UR BAS , Mohawk Valley,
recently was promoted to assistant vice
president of The Savings Bank of Utica.
LARR Y

E A R L F . E VANs, Muscle Shoals past president, has been promoted to chief, chemical accounting branch, Tennessee Valley
Authority.

New York, recently was elected regional vice president,
Eastern States, for the Statistical Tabulating Co.
HAR R Y B . W E L L S , North Texas, was
promoted to assistant vice president and
controller of Restland of Dallas.
J A M E S M . FINNES S EY,

Omaha, has joined Out
West Office Products as vice president
and controller.
JAMES F . CO T E,

r

P . F ER R O NE, Orange County,
recently was promoted to vice president
of finance, Richard L. Zweig & Associates.

GEOR GE
CHAPLIN
Member -at -Large
JO HN

P.

BUC C IAR ELLI,

HANKS
Houston
Es s ex

Co unty,

has been appointed assistant controller
of General Cable Corp.
G EO R G E F . C AR NES , Florida West Central, has been appointed assistant controller at Tampa Electric.
Two Grand Rapids members have been
named at Centennial Corp. RICK B.
LAHuls was elected controller and
D A N I E L PR ING named federal tax
specialist, financial division.... RICHARD
G.

D U E M L E R was elected treasurer of
Foremost Insurance Co.
AL BE R T G . RADASKY, Harrisburg Area,
has been promoted to executive vice
president, finance and administration,
and JOHN H. RICHARDS to controller at
Halls Motor Transit Co.
W I L L I A M D . HANKS , Houston, has been
appointed corporate controller for Riviana
F o o d s . . . . HUGH W. THOMPSON, III,
was named principal financial analyst, the
Coca Cola Co. —Foods Div.
JAMES L . KINS ER , Kno x v i lle, has been
A.

JOSEPH F. LONGO, Philadelphia, has been
appointed treasurer for the Wilmington
Harness Track. He is also controller and
chief accounting officer of Brandywine
Raceway.
P ET ER K. SOUR, Pittsburgh, has been
appointed vice president for finance of
Union Mechling Corp., a subsidiary of
Dravo Corp.
Ten Raritan Valley members recently
were named at Research - Cottrell, Inc.
W.
R . BAYKOW SKI was promoted to
division controller; ENRICO CEVASCO to
accounting manager; J . P . C O N NO L LY,
divisional senior financial analyst; J. J.
G AR R Y, division controller; P. S. HEATH COTE, credit manager, financial operations; J . M . KIN AN E, cost control manager; G. A. MAIDA, division accounting
manager; G . E . MAN C A R E LL I, d i v i s i o n
controller; J. W. POLING, manager, business analysis, an d W. J. WILK, group
controller, financial operations.
DO UG LAS M .

DEN NS T ED T ,

San Diego, is
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Time Off
The Language Inflation
The strange economic times that the
world is going through have generated
a spate of new terms as economists try
to describe simultaneous inflation and
recession. The result has been a kind
of inflation in economic terminology.
For example, everyone has seen "stagflation" and possibly, "slumpflation."
Conference Board Chief Economist
Albert T. Sommers coined a new term
in the February issue of the Conference Board Record. He focuses on the
problem as a four -year economic cycle,
featuring alternating bursts of inflation
and unemployment and calls it "inflump." Inflump, he suggests, testifies
to "an inadequacy on the part of our
stabilization equipment to steer a reasonably sober course of increasing resource use, without oscillating drunkenly from one side of the road to the
other."

How the Management
Accountant Evolved
An article in the December 1974 issue
of the British magazine, Management
Accounting, gives an interesting account of the evolution of the management accountant. Author K. W.
Kilvington traces the origin of the
management accountant back to the
monks who operated in some of the
largest monasteries. He says both world
wars gave impetus to cost accounting
but it was not until the 1950's that
the concept of the management accountant began to take shape. The
parallel development of the concept,
and the discipline, in England and the
United States is striking, but the
author states unequivocally that "Management accountancy of today and
the management accountant himself
were American concepts and it was
from America that the U.K. [United
Kingdom] derived most of its industrial accounting ideas." He goes on to
say that "The controller was an American development: he had arrived because of the complexities of modern
in d u st ry.. . . "
11
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now regional controller for American
Building Maintenance.... WALTER
FRITSCHNER was named controller of
Rail Systems, Inc., subsidiary of Rohr
Industries.... ARDEN HONRUD has been
promoted to chief, general accounting,
at Teledyne Ryan Aeronautical. . . .
ROBERT E. STEVENS has )Dined General
Products Div., Continental Motors
Corp., Muskegon, Mich., as vice president— controller.

J.

BE
R
HERO
MAKE YOUR
COMPANY
RICHER!

KENNETH P. RuMBURG, San Fernando
Valley, has opened an attorney at law
office in Sherman Oaks, Calif.
JOHN M. NEWBERG, SIOUX City, has
joined Home Federal Savings as financial
vice president and treasurer. I-Ie is a past
president of the chapter.
TERRY M. BUSH, Wichita, has been
promoted to treasurer of Master Machine
Tools, Inc.
In Memoriam
JAMES C. BLYTHE, 57, Parkersburg Marietta, 1971.
WILLIAM E. BROWN, 59, Mass. Route
128, 1964.
WILLIAM R. BROWN, 39, St. Louis, 1967.
ROGER DOUCETTE, 37, Hartford, 1970.
DONALD FORREST, 45, Raleigh- Durham
Area, 1973.
DONALD W. HENSCH, 52, Fort Wayne,
1947.
WALTER HESS, 56, Cedar Rapids, 1954.
WILLIAM W. LDCHEN -IEs, 45, Waukesha
Area, 1974.
RICHARD E. MADER, 55, Minneapolis
Viking, 1948,
ALEXANDER MASIELLO, JR., 23, Mass.
Route 128, 1973.
STUART C. OBERIST, 59, Worcester Area,
1959.
JOHN E. PIERSON, 65, Racine- Kenosha,
1944,
ANDREW J. SCRAVER, 48, Muskegon,
1973.
GEORGE H. SCROGGIN, 58, Shreveport,
1959.
DAVID Y. SELLERS, 36, Ithaca - Cortland,
1967.
MARCEL M. STOPYRA, 52, Merrimack
Valley, 1961.
J. B. THOMAS, JR., 51, Atlanta Central,
1953.
I. W. WENDT, 58, Chicago, 1966.
ROBERT J. VOLT, 46, Rochester, 1968.
D. H. WOODWARD, 44, Pittsburgh, 1957.
RAY S. PARTRIDGE, 82, Illowa, 1943.
Emeritus Life Associate.
HAROLD WEATHERBY, Rochester past
president, 1945. ELA.

J.
J.

You can be a hero to your
company if you make them a
little richer without any
actual expense.
In the past four years we have
saved major corporations
hundreds of thousands of
dollars . . . and we'd like to do
the same for you. (Ask for our
list).
We are recovery specialists for
transportation over-charges,
offering a unique, one -of -a -kind
auditing service. Our only
fee is a portion of the monies
we recover.
MAIL THE COUPON TODAYI
YOU'VE NOTHING TO LOSEI

I
150 Main Street Beacon
s
, N. Y. 12508 i
Gentlemen:

(914) 831 -4850

I would li ke to find out more about
your specialized recovery service.

1
I'

Name

I

Firm

1
1
1

Address

I

1

'

City
State

Zi p

Phone

Itiainiomomm,eiiiii

i i n o t
Circle 5 on inquiry card.

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 3
Public Reporting Standards, Auditing and Taxes
Thursday, December 5, 1974; 1:30 p.m. to 5:00 p.m.
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Number 1
Number 2
Number 3

.

Section A (All Questions are Required)

Section B (Choose Two of the Three Questions)
Number 4 and /or Number 5 and/or
Number 6 . . . . . . . . . . . . . . . . . . . . . . . .

1'/z hours
3'/ 2 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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Managemen t Accoun ting Examina tion

SECTION A
All questions are required
QUESTION�NUMBER�1—�Estimated�Time�1�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 of the following outlays is not a potential deduction from income for the computation of taxable income?
a. Contribution to the Boy Scouts.
b. Payment of property taxes.
c. Payment of federal income taxes.
d. Payment of bond interest charges.
e. Payment of building rental charge.

Answer Sheet
101. a.:::::::::: b.:::: :::::: c . � � d . : : : : : : : : : : e.::::::::::
Answer the Following Items:
1. When a corporation incurs state income taxes, this
amount is
a, a nondeductible item in computing federal taxable
income.
b. a fully deductible item in computing federal taxable
income.
c, a deductible item in computing federal taxable income
but only to the extent it would not produce a negative
taxable income at the federal level,
d, either a credit or a deduction, at the option of the
corporation,
e. a credit against its federal income tax.

2- W hen a U.S. corporation incurs a foreign income tax on
dividends received from a foreign corporation or from branch
operations in a foreign country, this tax is
a, a nondeductible item in computing U.S. federal taxable
income.
b. a fully deductible item in computing U.S, federal taxable
income.
c. a deductible item in computing U.S. federal taxable income but only to the extent it would not produce a
negative taxable income at the federal level.
d, either a credit or a deduction, at the option of the U.S.
corporation, in computing its U.S. federal tax liability,
e. a credit against its U.S. federal income tax.
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3. When a corporation incurs state or local property taxes,
this amount is
a. a nondeductible item in computing federal taxable
income.
b. a fully deductible item in computing federal taxable
income.
c. a deductible item in computing federal taxable income
but only to the extent it would not produce a negative
taxable income at the federal level.
d. either a credit or a deduction, at the option of the
corporation.
e. a credit against its federal income tax.
4. W hen a corporation is entitled to take a 7 percent investm ent t ax cr edit (jo b dev elo p ment tax credit) due to t he
purchase o f a depreciable asset, the depreciatio n deductio n is
a. reduced by the am o unt of the cre dit in t he y e a r t he

credit is taken.
b. reduced by the amount of credit but spread over the tax
basis useful life of the asset.
c. increased by the amount of the credit in the year the
credit is taken.
d. increased by the amount of the credit but spread over
the tax basis useful life of the asset.
e. not affected by the credit.
5. A corporation receives a deduction for both the normal
service cost and past service cost of qualified pension plans
a. as these costs are recorded for book purposes.
b. as the employee benefits vest.
c. as the employees receive benefits, but only to the extent
these are taxable as ordinary income.
d. as these costs are funded, except that the past service
cost cannot be deducted over a shorter period than 10
years.
e. as amounts are paid into the fund.
6. When a corporation sells at a gain unimproved land which
has been owned and used as a parking area for 18 months, this
gain is
a. taxed as either ordinary gain or long -term capital gain
depending on the amounts of other similarly taxed gains
or losses.
b, taxed as short -term capital gain.
c. taxed as ordinary income,
d. totally excluded from taxable income.
e. taxed as long -term capital gain.
7. When a depreciable asset which has been held several
years is sold at a gain, the process of depreciation recapture for
"excess" depreciation involves
a, disallowing future depreciation in a like amount on the
replacement assets by reducing the basis of the replacement asset.
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Public Reporting Standards
b. taxing the smaller of the gain or the excess depreciation
as long -term capital gain.
c, taxing the smaller of the gain or the excess depreciation

c. a domestic corporation doing business primarily in the
Western Hemisphere and tax exempt on business done

as short -term capital gain.
d, taxing the smaller of the gain or the excess depreciation

outside of the U.S.
d. a corporation located outside the U.S. but within the
Western Hemisphere and is tax exempt on business done

as ordinary income.
e. taxing the "excess" depreciation as ordinary income.

in the U.S.
e. another name for a domestic international sales cor-

8. If a corporation in the 48 percent tax bracket has the
following investment opportunities, which will produce the
highest after tax return on a $1,000,000 investment? (All
securities would be sold at the end of one year to yield the
rates specified.)
a. An investment at par in state bonds yielding 8 percent.
b. An investment at par in bonds of other corporations
yielding 16 percent,
c. An investment in common stock of a nonaffiliated corporation where the yield is 10 percent.
d. An investment in U.S. Treasury bills yielding 10 percent.
e. A speculative investment in land which can be sold for
$1,124,000 at the end of one year.
9. Percentage depletion for oil and gas production is a fixed
percentage (22 percent) of
a. the gross value (Fair Market Value) of the crude product.
b. the net value (Fair Market Value less cost of production)
of the crude product.
c. the net value of the refined products.
d. the gross value of the crude product but not to exceed 50
percent of the taxable income before depletion from this
source.
e. the net value of the crude product but not to exceed 50
percent of the taxable income before depletion from this
source.
10. When a consolidated tax return is filed reflecting a consolidated tax liability,
a. all affiliates included in this consolidated return are
jointly and severally liable for the tax.
b. only the parent company is liable for the tax.
c, only those affiliates included in this return which would
have had positive taxable incomes on a separate return
basis are liable for the tax.
d. only those affiliates included in this return which would
have had positive tax liabilities on a separate return basis
are liable for the tax,
e. only a particular designated affiliate is liable for the tax.
11. A W estern Hemisphere Trade Corporation (WHTC) is
a. a foreign corporation taxed in the U.S. to the extent it
does business in the Western Hemisphere.
b. a domestic corporation which receives a special tax deduction fordoing business primarily in the Western Hemisphere but outside the U.S.
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poration.
12. As interest rates rise the market values of outstanding
bonds tend to fall; thus a company may acquire outstanding
bonds and retire them at a gain. This gain is
a. either taxed as ordinary income or deferred over a period
not to exceed 10 years.
b. taxed as long -term capital gain.
c. either taxed as ordinary income or deferred by reducing
the basis of specific assets.
d. recognized as ordinary income proportionately over the
remaining life of the old issue,
e. Excluded from taxation.
13. A corporation has $200,000 of taxable net operating income, $20,000 of interest income from taxable sources and
$10,000 of dividends from investment in other domestic corporations and $30,000 of net long -term capital gains in excess
of short -term capital losses. What is the maximum cash contribution it can make to a university and currently deduct it?
a. $13,000
b. $11,500
c. $10,000
d. $12,575
e- $12,250
14. Under the asset depreciation range class life system (often
referred to as ADR) if an asset has a guideline life of 15 years
its useful life for depreciation purposes would be
a. 13.5 years.
b. 12 years.
c. any life from 12 to 18 years.
d. any life from 13.5 years to 16 -5 years.
e, some length of time other than those listed above.
15. When can a French corporation doing business in the
U.S- be included in a consolidated tax return of an affiliated

group of domestic corporations?
a. When one member of the existing group acquires al
least 70 percent of the voting stock of that foreign cor

poration.
b. When the parent corporation acquires at least 80 percent
of the voting stock of that foreign corporation.
c. When the affiliated group as a whole acquires at least 8(
percent of the voting stock of that foreign corporation
d. When the affiliated group as a whole acquires at least 51
percent of the voting stock of that foreign corporation

e. Such foreign corporations cannot be included in a U.:
tax return even if they are owned 100 percent by th
U.S. parent.
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Management Accounting Examination
16. W hich of the following is not a purpose of the Securities
Exchange Act of 1934?
a. to establish federal regulation over securities exchanges
and markets,
b. to prevent unfair practices on securities exchanges and
markets,
c, to discourage and prevent the use of credit in financing
excessive speculation in securities.
d, to approve the securities of corporations which are to be
traded publicly,
e. to control unfair use of information by corporate insiders.

17, The form and content for financial statements filed with
the Securities and Exchange Commission (SEC) are specified in
a. SEC accounting series releases.
b. SEC regulation S -X.
c. the statements of the Financial Accounting Standards
Board.
d. the Securities Acts of 1933 and 1934.
e, the Securities Acts Amendments of 1964.

18. The Securities and Exchange Commission (SEC) defines
a material line of business as one which provides
a. 15 percent or more of the company's total sales and
revenues provided revenue exceeded $50,000,000 in both
of the last two fiscal years b. 10 percent or more of the income (before income tax
and extraordinary items) computed with deduction of
loss resulting from any line of business provided revenues
exceeded $50,000,000 in either of the last two fiscal
years.
c. 15 percent or more of the income (before income tax and
extraordinary items) computed without deduction of
loss resulting from any line of business provided revenues
exceeded $50,000,000 in both of the last two fiscal
years.
d. 10 percent or more of the company's total sales and
revenues provided revenue is over $50,000,000 in either
of the last two fiscal years.
e. 10 percent or more of the company's total sales and
revenues provided revenue is less than $50,000,000 in
either of the last two fiscal years.

19. The Financial Accounting Standards Board (FASB) was
)roposed by
a. the American Institute of Certified Public Accountants b. the Accounting Principles Board.
c, the Study Group on the Objectives of Financial Statements (Trueblood Committee).
d, the Securities and Exchange Commission.
e, a Special Study Group on Establishment of Accounting
Principles (Wheat Committee).
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20. The Financial Accounting Foundation is governed by a
nine- member Board of Trustees. Which of the following is not
one of the primary duties of the Board of Trustees?
a. to arrange for the financing of the organization.
b. to appoint the members of the Financial Accounting
Advisory Council.
c. to prepare and administer the budget of the Financial
Accounting Foundation,
d. to appoint the members of the Financial Accounting
Standards Board.
e. to work closely with the FASB in an advisory capacity
in development of accounting standards.
21. The major distinction between the Financial Accounting
Standards Board (FASB) and its predecessor, the Accounting
Principles Board (APB), is
a. the FASB issues exposure drafts of proposed standards.
b. all members of the FASB are fully remunerated, serve
full time, and are independent of any companies or
institutions.
c, all members of the FASB possess extensive experience in
financial reporting.
d. a majority of the members of the FASB are CPAs
drawn from public practice.
e. interpretations by the FASB will be issued when
necessary.
22. The Cost Accounting Standards Board (CASE) was established by
a. the Accounting Principles Board (APB)
b. the Governmental Accounting Office (GAO)
c. the Financial Accounting Standards Board (FASB).
d. the U.S. Congress.
e, the Securities and Exchange Commission (SEC).
23. The Cost Accounting Standards Board's (CASB) purpose
is to
a. develop accounting principles and standard practices for
industry.
b. develop uniform cost accounting standards to be used in
pricing, administration and settlement of negotiated defense contracts and subcontracts with relevant federal
agencies c. work in conjunction with the Securities and Exchange
Commission (SEC) in examining registration forms and
statements filed by corporations.
d. administer all contracts and subcontracts with federal
agencies.
e. aid the Financial Accounting Standards Board (FASB) in
establishing accounting standards.
24. The cost standards issued by the Cost Accounting Standards Board (CASB)
a. are ratified directly by vote of both houses of Congress.
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b, require consensus from industry to make the standard
legal.
c. become law after 60 days from the date of publication
in the Federal Register for the second time provided
Congress does not enact a resolution in opposition.
d. become law once they are approved by the CASB.
e. are suggested guidelines which companies are asked to
adopt and follow.
25. The disclosure concept as used in financial reporting
requires that
a. all information relevant to users be reported in the
president's letter to the stockholders.
b, all information relevant to users be reported in the body
of the financial statements.
c, all information relevant to users be reported in the footnotes to the financial statements.
d. all information relevant to users be reported in the body
of or footnotes to the financial statements.
e. all information relevant to users be reported in the company's discussion of products and product lines, operating results, and future plans and commitments.
26. The consistency concept as used in accounting requires
that
a. related revenues and expenses be recognized in the same

29. The unamortized discount on bonds payable
a. should be shown as an asset on the balance sheet.
b. should be expensed immediately.
c. should be shown as a liability on the balance sheet.
d. should be shown on the balance sheet as a deduction
from the maturity value of the bonds.
e. should be reported as a loss on issuance of bonds.
30. Bond issue costs
a. should be charged as an expense when incurred.
b. should be charged against retained earnings when incurred.
c. should be amortized over the life of the bonds to which
they apply.
d. should be included in organization costs.
e. should be charged to interest expense when incurred.
31. The market value of marketable securities
a. is required to be disclosed in balance sheet presentations.
b. is required to be disclosed only if it is less than cost.
c. is required to be disclosed if significantly different from
cost.
d. is not required to be disclosed.
e. may or may not be disclosed at the discretion of management.

accounting period.
b. like transactions be treated in the same manner in dif-

32. Contingent liabilities
a. should be disclosed in footnotes to the financial state-

ferent periods.
c. a business entity must continue to use the same reporting
or valuation methods once a method has been adopted.
d. a business entity report events in a manner which minimizes current income.
e. a business entity use the same independent auditor each

ments if material.
b. should be shown as current liabilities in the balance

27. When price -level adjusted statements are presented in the
United States according to Accounting Principles Board Statement No. 3, Financial Statements Restated for General- PriceLevel Changes, assets are
a. valued at current cost b. valued at replacement cost,
c. valued at net realizable value.
d. valued at the current general purchasing power equivalent
of historical cost,
e. valued at an alternative amount not enumerated above.
28. Goodwill should be written off
a. as soon as possible against retained earnings.
b. as soon as possible against the investment account.
c. by systematic charges to retained earnings over the period
benefited, but not more than 40 years.
d. by systematic charges to expense over the period benefited, but not more than 40 years.
e. by some other method that is not described above.
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The Following Data Applies To Items 33.37.
The Asan Corporation manufactures industrial equipment in
the United States. It owns 75 percent of the stock of Asan
Corporation of Canada, 80 percent of the stock of Asan Corporation of Africa and 100 percent of the stock of Asan Credit
Corporation. Asan Corporation prepares consolidated financial
statements consolidating Asan of Canada and uses the equity
method for Asan of Africa and Asan Credit. Data from the
reports of these companies are shown below.

Asan Corp. Consolidated
Asan of Canada
Asan of Africa
Asan Credit
-

year.

sheet,
c. should be shown as long -term liabilities in the balance
sheet.
d. are valued at their net present values.
e. need not be disclosed because few of them ever materialize into real liabilities.

1973
Net Income

1973
Dividend!
Paid

$1,400,000
120,000
70,000
90,000

$250,000
100,000
40,000
60,000
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33. How much of the net income reported by Asan Corpora
tion Consolidated is attributable to the operations of the
three subsidiaries?
a, $280,000.
b. $200,000.
c. $236.000.
d. $167,000.
e. $266,000.

34. If all three subsidiaries had been consolidated the net
income reported by Asan Corporation Consolidated would be
a. $1,400,000 b. $1,359,000.
c. $1,411,000.
d. $1,164,000.

QUESTION NUMBER 2— Estimated time 1/ 2 hour
The controller for Apex Steel Products Company has asked
their CPA firm to estimate the number of days the auditors will
be at Apex's plant so that adequate working facilities for the
auditors could be arranged. In order to com ply w ith Apex's
request, the partner in charge of the audit prepared an estimated time schedule and budget for the forthcoming audit. A
review of the time budget revealed that inventories, and particularly the finished goods inventory, required relatively little
audit time compared to other accounts such as payroll, purchases, fixed assets, and cash. The company has a current
standard cost system, takes physical inventories at the end of
each year, and has been audited by the same CPA firm for the
past five years.

e. some amount other than those enumerated above.
Required:
35. The minority interest in Asan Corporation Consolidated
is credited with the following amount of income for 1973:
a. S190,000.
b. $140,000.
c. $33,000.
d. $44,000.
e. $30,000
36. Which of the following changes would not affect the
reported net income of Asan Corporation Consolidated?
a. if Asan of Canada's income were $150,000 rather than
$120,000.
b. if Asan of Africa's income were $50,000 rather than
$70,000.
c, if Asan Credit dividends were $70,000 rather than
$60,000.
d. if Asan Credit's income were $100,000 rather than
$90,000.
e. if Asan Consolidated dividends were $275,000 rather
than $250,000.
37- There have been internal disorders in the country where
Asan of Africa is located. It has been suggested that the consolidation policy of Asan Corporation be revised with respect
to Asan of Africa to follow the cost method of accounting for
investments.
a. This method would not change the reported income of
Asan Corporation Consolidated.
b. The reported income of Asan Corporation Consolidated
would decline by $30,000.
c. The reported income of Asan Corporation Consolidated
would decline by $24,000.
d. The cost method is not an acceptable method of accounting for a subsidiary in any circumstances.
e. None of the above answers is appropriate.

A.
Explain the purpose of auditing a manufactured
finished goods inventory. A specific audit program is not
required.

B.
What kinds of audit evidence does the CPA need
to support the inventory to be reported on Apex's annual
statement?

QUESTION NUMBER 3— Estimated time

Y2

hour

One definition and discussion of internal control states:
"Internal control comprises the plan of organization and all of
the coordinate methods and measures adopted within a business to safeguard its assets, check the accuracy and reliability
of its accounting data, promote operational efficiency, and
encourage adherence to prescribed managerial policies. This
definition possibly is broader than the meaning sometimes
attributed to the term. It recognizes that a 'system' of internal
control extends beyond those matters which relate directly to
the functions of the accounting and financial departments."

Required:
A.
Identify the elements of this definition which are
particularly applicable to operational audits performed by
internal auditors and relate them to the objectives of operational auditing.

B.
An operational audit of any particular functional segment of a business may entail three distinct yet related areas of
investigation: policy, control, and evaluation of performance.
Discuss in general terms the audit methodology which might
be applicable to each phase.
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SECTION B
Answer two questions from Questions 4, Sand 6. If all three are answered, only the first two will be counted.
QUESTION NUMBER 4 (An Alternate with Questions 5 and
6)- Estimated time % hour
Nelson Corporation, formed January 1, 1971, has a
combined two-year operating income tax loss of $12,500
so that no taxes have been paid to date, In 1973, however,
operations were profitable. A tentative computation of the
corporation's tax by its bookkeeper is presented below.
The bookkeeper, however, has very limited tax knowledge.
You are asked to review his work to detect and correct any
errors.
Ordinary
Income
1.
2.

$278,000
Sales revenue
Dividends received on
stock holdings (domestic,
non - affiliated companies) 10,000

3,

Interest on U.S. Government
6,000

4.

bonds
Interest on City of New

2,000

5.

York bonds
Gain on trade -in of truck

6.

Gain on sale of equipment

7.

Gain on sale of common
stock (note c)

4,000
12,000
7,000

$296,000

Cost of sales

9.

Salaries and wages
Officers salaries

51,000
27,000

11.

Depreciation

11,000

12.

Other operating expense
Penalties for late payments

33,000

13,

15.
16.

Interest on late payments
of taxes
Interest on bank loan
Loss on sale of common
stock (note d)
Subtotal
Taxable income

11,000
$256,000

$11,000

40,000

$12,000

$

Tax due

30%

48%

Rate
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Dragano Inc., a regional distributor of building products
with headquarters in New York, had been operating on the
East Coast for a number of years. By the end of 1971, there
were 15 local sales branches and annual sales totaled $15

2,000
8,000

$

14.

19,200

the Nelson Corporation for 1973.

- Estimated time % hour

1,000

of taxes

A.
Prepare a schedule which begins with the amounts
shown for taxable income ($40,000 ordinary income and
$12,000 capital gain). Make any necessary corrections, additions or deletions so as to arrive at the correct amounts of
taxable income for 1973. Be sure to label each adjustment.
B.
Compute the amount of federal income tax owed by

QUESTION NUMBER 5 (An Alternate with Questions4and 6)

$

10.

$23,000

123,000

8.

1973.
b. Equipment purchased in February 1972 (original cost
$63,000; estimated life 8 years), was sold in October 1973 for
$60,000 (its tax basis at date of sale was $48,000).
c. Common stock of Ard Company bought as an investment
in July 1972 for $9,000 was sold in May 1973 for $16,000.
d. Common stock of Bacon Company bought as an investment in March 1972 for $30,000 was sold in May 1973 for

Required:

(note b)

Subtotal

a. A three - year -old truck (original cost $8,000; life 5 years;
book value $3,000) was traded in on a new truck (list price
$20,000; trade -in allowance $7,000). The old truck was purchased on January 2, 1971 before the investment tax credit
was reinstated in 1971. The trade -in occurred on December 30,
1973, and no depreciation was claimed on the new truck in

$19,000.
e. Total acquisitions of new equipment in 1973 cost
$14,000 (plus the new truck described in note a). All items
purchased during 1973 have an estimated life of 8 years.
f. Nelson Corporation employs the same depreciation
methods for both tax and book purposes.

$

(note a)

Capital Gain
or Loss

Notes:

3,600

million.
In an effort to expand its area of sales coverage, Dragano
acquired Gruendo, Inc. in 1972 and operated the company as
a wholly -owned subsidiary. Gruendo, also a distributor of building products, with 10 branches and annual sales of $10 million,
is located in the Midwest with headquarters in Chicago.
Both companies sell to individuals as well as to contractors.
Terms of sale to individuals are cash; sales to contractors are
made on 30 -day open account provided the contractor's credit
is cleared by the headquarters office. The bulk of the dollar
volume of sales is to contractors on account.
Dragano customers are billed from the New York office and
Gruendo customers are billed from the Chicago office, on a
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cycle basis. The billings are completed on the basis of daily
sales listings, along with prenumbered charge slips, rendered by
the branches to headquarters. The listings identify cash and
charge sales separately. All cash receipts are deposited daily and
intact by the branches in local depositories. Charge accounts
are paid directly to the office from which the account was
billed.
Early in 1974, Dragano management became concerned
about the apparent excess of accounts receivable on the books
of Gruendo relative to Dragano. Both companies utilized the
same credit policy and had approximately the same mix of
cash and account sales. Gruendo's accounts, however, represented 50 days' sales, while Dragano's represented 30 days'
sales.
This concern prompted the management of Dragano to call
upon the corporate accounting staff to investigate the situation.
In confirming the accounts of Gruendo and clearing exceptions,
the accountants conducting the audit discovered that
1. 10 percent of account balances represented invoices
already paid by customers, and
2, an additional 20 percent of the account balances represented underpayments by customers on specific invoices.
The audit disclosed that the cashier opened the mail and deposited some checks to a Company named account for which
his signature was the only authorized one. He was responsible
for preparation of monthly statements and thus was able to
remove from the statement invoices already paid by customers.
The underpayment of accounts was the result of arrangements made by the branch salesmen with the knowledge of the
credit manager, a long -time employee of Gruendo, whereby
favored customers were quoted lower prices than list prices.
This granting of discounts in this fashion has been a practice of
long standing. The Chicago office billed at list prices, but the
customers paid at the quoted rates.
The amount of the overstatements totaled $600,000.
Required:
Assume that you are the Dragano accountant in charge of
this job.
A.
Comment critically on the accounting and other procedures described above.
B.
Recommend any changes that you think should be
made in the company's procedures. Explain your answer.

option to purchase the equipment at the termination of the
lease. The lease period is for ten years although the equipment
has an estimated useful life of 20 years.
The terms of the lease are as follows:
1. Lease period 10 years, October 1, 1973 through September 30, 1983.
2. Rental payments of $300,000 payable to the lessor on
October 1 of each of the first five years of the lease.
3. Rental payments of $120,000 payable to the lessor on
October 1 of each of the last five years of the lease.
4. All payments for property taxes, insurance, and maintenance are the direct responsibility of the lessee (Seidel
estimates that the aggregate amount of these items will
be $30,000 annually).
5. At the termination of the lease the lessee has the option
to purchase the equipment for $41,250.
Seidel's independent auditor has established that the leased
equipment and related obligation should be accounted for as
an installment purchase. The Internal Revenue Service has indicated that purchase accounting will be required for tax purposes. Seidel uses double declining balance depreciation for
both financial reporting and taxes. The lease was designed to
yield a 12 percent rate of return to the lessor.
Discount Factors for 12% (Rounded)

Period

Present Value
of $1.00

Present Value
of $1 AO per Period
Received at End of Period

1
2
3
4
5
6
7
8
9
10

.89
.80
.71
.64
.57
.51
.45
.40
.36
.32

.89
1.69
2.40
3.04
3.60
4.11
4.56
4.97
5.33
5.65

Required:
A.
Following generally accepted accounting principles,
show the accounts and the amounts by which the lease agreement would be reflected in
1. the body of Seidel Food Company's balance sheet
as of September 30, 1974 (show supporting calculations), and
2. Seidel Food Company's income statement for the
year ended September 30, 1974 (show supporting
calculations).
B.
What are the conditions which establish a lease agreement as a purchase rather than an executory contract involving
future rights and obligations?

QUESTION NUMBER 6 (An Alternate to Questions 4 and 5)
- Estimated time % hour
In 1973 the Seidel Food Company negotiated and closed a
long-term lease contract for new warehousing equipment including conveyors, lifts, etc. The equipment was installed in
Seidel's warehouse according to their specifications. The equipment was placed in operation on October 1, 1973.
Seidel could have purchased the equipment for $1.5 million
but instead decided upon a noncancellable lease with an
(END)

MAN AG EME NT AC C OUNTI NG; APRI L 1975

71

Certificate in Management Accounting Examination
Unofficial Solution for Part 3- December 1974
Public Reporting Standards, Auditing and Taxes
QUESTION NUMBER 1
1.
2.
3.
4.
5.
6.
7.
8.
9.

b
d
b
e
d
a
d
c
d

10.
11.
12.
13.
14.
15.
16.
17.
18.

a
b
c
a
c
e
d
b
d

19.
20.
21.
22.
23.
24.
25.
26.
27.

e
e
b
d
b
c
d
b
d

28. d
29. d
30. c
31. d , e
32. a
33.c
34. a
35. e
36.c,e
37. d

3.

4.

5.

QUESTION NUMBER 2
A. Inventories are often the largest current asset of an
enterprise. Major errors and manipulations can occur in
accounting for inventories which affect inventory balances.
In addition, there are numerous methods of inventory valuation which affect cost of sales and net income. Therefore,
the purpose of auditing a manufactured finished goods inventory would be to
1, determine the adequacy of internal controls for
inventories and cost of sales
2. determine the existence and ownership of
inventories
3. substantiate the quality or condition of the
inventory
4. determine the propriety of the valuation of
inventories, including pricing, extensions, and
footings
5. substantiate the adequacy of the year -end cutoff
6. determine the fairness of the amount presented as
cost of sales on the income statement.
B. The CPA would need the following types of audit evidence to support the inventory to be reported on Apex's
annual statement:
1. The auditor must determine if the client's procedures for the physical count will lead to fairly
presented statements. In addition, he has to determine the condition or quality of the inventory.
The auditor collects this evidence through physical
examination of the inventory and inventory procedures.
2. The auditor should verify that the inventory exten72

6.

sions and footings are accurate. This can be accomplished by recalculating a sample of the client's
computations.
The auditor should verify that the standard cost
system is functioning accurately and consistently and
that standard costs are current. This can be accomplished through a complete examination of the
standard cost system.
The auditor should determine the quantity of the
inventory stored in public warehouses, out on consignment, or pledged as collateral through the use
of confirmations.
The auditor should substantiate the information that
is or should be included in the financial statements
by examining the client's documents and records. An
example would be verification of the year -end cutoff
for inventory.
The auditor should test the reasonableness of inventory values and turnover rates to identify areas that
might require more detailed investigations by comparing the current year's inventory records and relationships with prior years.

QUESTION NUMBER 3
A. The elements of the definition which are applicable
to operational audits performed by internal auditors are
"promote operational efficiency" and "encourage adherence to prescribed managerial policies." The objectives
of operational audits are to appraise management organization, techniques and performance and to recommend improvements to increase the efficiency and effectiveness of
operations. The two identified elements of the internal control definition are closely related to the objectives of operational audits because these elements are implemented to
increase the efficiency and effectiveness of operations.
B. When investigating policy, the internal auditor would
determine what policy statements exist with respect to a
particular function, what benefits are expected of the
policies in terms of performance objectives, how effective
the policies are in achieving the expected benefits, and
how well the policies are communicated to the organization.
In the control phase of the investigation the internal auditor
would determine if policy were properly implemented and
if operational controls exist to ensure routine functioning;
this might entail various procedural tests, as well as a deMA NA GE ME NT AC C OU NTI NG / A PR I L 1975

tailed systems review. In evaluating performance, the internal auditor would assess the manager's reported results
in terms of management objectives and goals and would
judge the manager's ability to achieve those results within
company policies; in conjunction with the performance
evaluation, the internal auditor would also appraise the
reporting system to determine if the reports were adequate
to evaluate performance in terms of company policies and
if the reports were being employed properly.

QUESTION NUMBER 4
A.

Taxable income as given
Item No.
2

4
5

6

13

Ordinary
Income
$40,000

Capital
Gain
or Loss
$12,000

1973 income tax before investment
credit
1973 investment credit
($30,000 X .07)

(8,500)

Interest on New York
City bond is nontaxable

(2,000)

Gain on trade -in of truck
is to be absorbed in basis
of new truck (i.e., gain
postponed)

(4,000)

The qualified cost for the investment credit is as follows:
1. List price of new truck
(Note a)
Less postponed gain
2. New equipment (Note e)

1971 -72 net operating loss
1973 taxable income

12,000

(12,000)

1,000
$(4,000)

$42,500
12,500
$30,000

The capital loss of $4,000 can only be offset against capital
gains. When there are no capital gains, or capital losses
exceed capital gains, the capital loss can be carried back
three years and carried forward five years. Nelson Corporation would have to carry forward the $4,000 capital loss
because the company had net operating losses in 1971
and 1972.
B. Tax on first $25,000 of taxable
income (25,000 X .22)
Tax on taxable income in excess
of $25,000 [(30,000 — 25,000) X .48]
MANAGEM ENT ACCOUNT ING /APRIL 1975

$20,000
4,000 $16,000
14,000

Nelson Corporation can further reduce its 1973 tax
bill by deducting the investment credit it was not able to
take in 1971 and 1972 when the company had net operating losses; adequate information was not provided to
make this computation. However, the investment credit
carried forward from 1971 and 1972 would have to be
reduced by $4,410 (63,000 X .07) for the equipment that
was sold during 1973 (Note b) because the equipment
was not held for the required period of time (minimum
period is three years).

QUESTION NUMBER 5

Net capital loss carried forward
1973 operating income for tax
purposes

$ 5,800

$30,000

85% dividend received
deduction was not
taken (.85 x 10,000)

Penalty for the late
payment of taxes is not
deductible

2,100

1973 income tax

Description

Gain on sale of equipment
is to be treated as ordinary
income due to depreciation
recapture

$ 7,900

$ 5,500
2,400

A. Gruendo has a weakness in its internal control because
it fails to separate the duties in the handling of cash receipts, cash disbursements, and customer statements. The
cashier has been able to misappropriate cash receipts because he opens the mail, has sole control over a checking
account, and prepares monthly statements. Invoices which
have been paid but are not shown as being paid by company records are omitted from the monthly statements by
the cashier to avoid customer complaints. In order to avoid
detection the actual amount of cash deposited must have
been recorded rather than actual amount of cash receipts;
thus cash deposits would agree with the accounts receivable
credit. The cashier completed the fraud by depositing the
misappropriated receipts into the account under his control, writing a check for the same amount, and recording
neither amount; a review of the monthly bank reconciliation
prepared by the cashier would not reveal the fraud because bank and book balances would agree.
Gruendo also has an inconsistent discount policy and
inappropriate billing procedure. No apparent policy has
been established to determine who is to receive discounts;
in addition, this practice of granting discounts to favored
customers could be discriminatory pricing. The procedure
of billing favored customers (those receiving discounts) at
list prices but accepting payment at lower quoted rates is
objectionable because this decreases the control over cash
receipts.
73

so that management has accurate accounts receivable
information for planning and controlling operations.
Q U E S TI O N N U M B E R 6
A. 1. Balance Sheet Presentation

I. Mail should be opened and cash receipts prelisted by
someone other than the cashier or accounts receivable clerk.
2. A copy of the prelisting and the remittance advices
should be forwarded to accounts receivable for
posting.
3. Checks should be stamped with a restrictive endorsement and all cash receipts should be sent to the
cashier daily for deposit.
4. Customer statements should be prepared monthly by
accounts receivable and mailed by the credit department after proper review (the cashier should not be
involved).
5. Bank accounts should be reconciled by a competent
employee who has no access to cash or the accounting records.

$1,500,000
150,000

Rights to leased property
Less: Accumulated depreciation

$1,350,000
Current Liabilities:
156,000
144,000

$

Principal amount due
Interest payable on lease

$

Amount of lease due

300,000

Long -Term Liabilities:
$1,044,000

Obligation under lease
2.

Income Statement Presentation

$

Depreciation expense — leased equip.
Interest expense on lease
Taxes, insurance, maintenance on
leased equipment

In addition, Gruendo should establish specific criteria for
granting discounts and the criteria should be based on
objective facts such as volume of purchases. Customers
receiving discounts should then be billed at quoted rates

$

Expense Items:
150,000
144,000

$

5B. The functions now performed by Gruendo's cashier
should be separated. The extent of the separation of duties
depends upon the number and quality of personnel available. Gruendo should adopt some procedure similar to the
following to correct its problems:

30,000

Supporting Calculations

Description

(Question 6A)
Present
Value Factor

Amount

l

Present value of annuity due for:
Year
Years 2 -5
Years 6 -10
Present value of option to buy

$300,000
300,000
120,000
41,250

Present
Value

1.00
3.04
2.29
.32

$

Present Value of Lease Payments

300,000
912,000
274,800
13,200

$1,500,000

Total present value of lease
Events During 1973 -74
Date
10 / 1 / 7 3
10 / 1/ 7 3
10 / 1 / 7 4

Cash
Payments
$300,000
300,000

Interest
E xpense

$144,000

Reduction
in Liability

Liability
Balance

$156,000

$1,500,000
1,200,000
1,044,000

6B. A lease should be considered a purchase and capitalized
when a lease is noncancellable and if either of the following
two conditions are satisfied:
1. The term of the lease is less than the useful life of
the property and the lessee can renew the lease at
reduced lease payments, or
74

Depr.
Expense

Net
Asset Bal.

$150,000

$1,500,000
1,500,000
1,350,000

2. The lessee can purchase the property during or at the
expiration of the lease at a price substantially less
than its fair market value at the time of purchase.
(Accounting Principles Board Opinion No. 5 details the
conditions which determine when a lease should be treated
as a purchase in paragraphs 9, 11, and 12.)
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you'llstay
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 —Robert Half will put you
where you'll stay put.

ACCOUNTING, FINANCIAL, BANKING & EDP PERSONNEL SPECIALISTS.
OMAHA
7101 Mercy Rd.
1402) 3978107

SANJ OSE
675 Nor th Fir st St.
1408) 2939040

ORANGE, C A.
500 South Main St.
(714) 8354103

SC RANTON
Connell Budding
(717) 961 5821

PHI LAD ELPHI A
2 Penn Center Plaza
(215) 568.4580

SEATTLE
1215 Fourth Ave.
1206) 624 -9000

MEMPHIS
South Main St.
(901) 23 -8950

PHOENIX
3225 N Central Ave
1602) 26 4 6488

STAMFORD , C T.
111 Prospect St.
(203) 325 -4158

V tu Blvd
16661 Ventura
(213) 9950701

MI AMI
1190 N.E. 163
North Miami Beach
ac
1305) 9470684

PI TTSBURGH
Gateway Towers
1412) 471 5946

HAR TFO RD
111 Pearl St.
(2031278-7170

MI LW AUKEE
777 East W isconsin Ave.
(414) 271-9380

TAMPA
1311 N. W estshore Blvd.
(813) 876 -4191
W ASHINGTON, D. C.
1306 W isconsin Ave. N.W .

1200 Central Nat'l. Bank Bldg.
(713) 2280056

MI NNEAPOLI S
80 South 81h St.
(6121 336 -8636

IND I ANAPOLI S
921 East 86 St.
(317) 253.5545

NEW ARK
1180 Raymond Blvd.
1201) 623 -3661

ST, LOUIS
7733 Forsyth Blvd.
CldytUn
(314) 727 1535

LONDON E C 2, England
17 Finsbury Square
01683 -4394

NEW YORK
330 Madison Ave.
1212) 986 -1300

SAN D IEGO
525 " B " Street
(7141 239 9001

TORONTO, Canada
15 Toronto St.
(416), 868 -1314

OAKLAND
1330 Broadway
(415) 763A104

SAN FRANCI SC O
111 Pine St.
(415) 434 1900

VANCOUVER, Canada
535 Thur low St.
(604) 688 -7726

ALEXA ND RI A
5001 Seminary Rd.
1703) 931-3600

D ALLAS
2001 Bryan Tower
(214) 742 -9171

ALLENTOW N
1401 Cedar Crest Blvd.
(215) 4391506

DENVER
2 Park Central
(3031 629 1010

ATLA NTA
3379 Iainathttj?e Rd., N.E.
0041233- 2416

D E TR O I TCenter
X670
Southfield
(313) 559 -1212

BALTI MORE
The Quad rangle—Cruss Keys
(301) 3237770
BOSTON
140 Federal St.
1617) 4236440
BUFFALO
1310 Liberty Bank Bldg.
(716) 8420801
C HARL OTTE
4801 E. Independence Blvd.
1704) 535 -3370
CHIC AGO
333 N. Michigan Ave.
(3121782-6930
CI NC I NNATI
606 Terrace Hilton
(513) 621 -7711
C LEVELAND
1367 E. 6th St.
1216) 621 -0670

LON GI SLA ND
420 Jericho Turnpikn
Jericho
(516) 822 -8080
LOS ANGELES
3600 W ilshire Blvd,
1213) 386 -6805
LOUI SVI LLE
680 South 4th Si
(502) 589.6657

HonuyWetl

KANSAS C ITY, MO.
127 West IOth St.
(816)474.4583
LANC ASTER
8 North Queen St.
(717) 299 -5621

PORTLAND , OR.
610 S. W. Alder. St.
(503) 222 -9778
PROVID ENCE
400 Turks Head Bldg.
(4011 274.8700
.

COLUMBUS, OHIO
88 East Broad Street
1614) 221.9300

.

ALBUQUERQUE
2201 Sari Pedro N.E
(505) 2665557

RO BE RT H AL F

PERSONNEL AGENCIES
Circle 6 on inquiry card.

W I LMI NGTON
(3 02 West St.
1302) 652.3244

