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SOUTHE ASTERN
FINANCIAL
CORPORATION
Custom craftsmanship takes a little more
time, immense extra care. and a great deal of special attention. But. when finished. the product is
the best money can buy and it's worth the extra
effort.
In the same manner. Southeastern Financial
Corporation provides made to order business
financial services to all its customers. Each service is performed with a unique kind of special
attention that makes Southeastern "The Nation's
Financial Craftsmen ".
In addition to its custom craftsmanship features, Southeastern has available many diversified financial services.
For example, Southeastern's factoring program is custom -made for the company that needs
cash availability and doesn't want the headaches,
expenses and risks relating to credit, collections,
and bad debts.

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

(9D,Southeastern Financial Corporation
P.O.Box 1377, Charlotte, North Carolina 28232
Telephone (704) 372 -7000
Dallas
Suite 252. 1111 Mockingbird Lane
Dallas. Texas (214) 6,30 -5101

Atlanta
Suite F -212, 1900 The Exchange
Atlanta. Georgia (404) 434 -8000

A Subsidiary of American Credit Corporation
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PRESIDENT'S PERSPECTIVE

A Step at a Time
I suppose I am not different from any outgoing NAA president
before me in that on looking back over the past twelve months,
wish I could point to a string of major accomplishments. I can't, of
course. And more sober reflection tells me that it would have
been foolish —not to say vainglorious —to expect to be able to do
any such thing.
I draw comfort from some wise words written recently by three
Harvard professors who evaluated thirty large -scale government
programs aimed at improving society. Noting that great leaps
forward were conspicuously absent, they wrote: "Small changes
continued through time often result in large changes," adding
that once small changes are identified "it may be possible to
build improvements upon them."
Among the changes that have taken place in recent months:
• Our Certificate in Management Accounting program is
moving forward — increasing the professional status of
management accountants.
• We are trying to achieve faster reaction in our technical
programs to evolving current events, and to that end we are
planning two symposiums for the near future on inflation
accounting and corporate liquidity.
• We have had three meetings with sister organizations from
Britain and Canada to explore avenues of cooperation.
• Recent workshops in Brussels and Zurich reflected great
interest on the Continent — potential for continued NAA
growth there was apparent.
• Reception of our new Self -Study Programs using cassettes
and workbooks has been exceptional.
• And our membership has gone up in the neighborhood of
three percent for the second year in a row.
These items, plus similar ones, typify the way NAA has always
gone forward and will continue to go forward —by an accumulation of small changes which eventually add up to large ones.
A great many of you, in a wide variety of roles, contributed to
the changes that took place during my term of office. To you
"member volunteers," my great appreciation and sincere
gratitude.

4-PP
A. P. BARTHOLOMEW, JR.
President, 1974 -75
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J. G. UNDERW OOD (1915 -75)

13

MATERIALITY
By John V. van Pelt, III
The accounting profession has been calling for a statement that would define
"materiality." According to the author, some would like a statement to serve as a
protective blanket; others would like a definition to clarify legal responsibilities. He
concludes that there is no way to define away potential liability for the failure of
management and accountants to identify material contingencies.

Cover:
Robert Redford and
Faye Dunaway in
"Three Days of the
Condor."
Budgeting movies
requires special
talent. See page 51.
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INFLATION: DOES THE FIRM BENEFIT?
By Joseph A. Lavely
In many quarters, business is accused of profiting from inflation. If, indeed, this is true,
accounting for the "profits" may be more difficult than proving the charge.
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PLANNING CORPORATE SOCIAL PERFORMANCE
By I. Wayne Keller
Using the case study method, the author, a Past President of the Association,
illustrates how a company can initiate a system for identifying corporate social
activities and record its performance. The article is based on the February 1975 Report
by the Committee on Accounting for Corporate Social Performance.
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THE PRESIDENT'S JOB IS EASIER
By George W. Orr, Jr.
The author, President of Miles Laboratories, Inc., a leading pharmaceutical company,
describes the growth, responsibilities, and challenges of the chief financial officer.
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DESIGNING AN ACCOUNTING SYSTEM FOR A
SMALL BUSINESS
Judy Brown
To survive and prosper, businesses —large and small —must meet and overcome the
growing pressure from competitor and regulator alike. A good accounting system can
aid management in selecting the path to survival.
By

31

THE TEACHING OF INTERNATIONAL ACCOUNTING
Paul B. Foutz
International accounting is an outgrowth of a new awareness to increased international
activity. It provides a good base from which to view the future with understanding; but
first, it must be taught at our colleges and universities.
By
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A COMPUTER MODEL APPROACH TO BUDGETING
By Richard C. Murphy
The development of a budget is generally a monumental task requiring months of
effort. With the computer and existing technology, the time and effort can be reduced,
and the budget can become a valuable tool for planning as well as control.

37

PROFITABILITY MEASUREMENT IN MARGIN DOLLARS
PER HOUR
David W. Wycoff
Every production process has at least one bottleneck operation that limits output.
Finding the bottleneck and eliminating it can improve profitability in margin dollars per
hour.
By
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EXPANDING THE PROFIT CONTRIBUTION APPROACH
By Frederick H. Wu
Profit and risk are inseparable. Yet, most profit contribution analyses ignore the risk
factor. In this article, the author incorporates the risk factor into the conventional
approach, then presents two new approaches involving probability distributions of sales
forecasts.
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THE CORPORATE UTILITY TRANSFORM
By Billy E. Goetz
The utility transform is an elusive concept which applies to individuals and corporations
alike. The author proposes a less subjective approach for determining the corporate
utility transform where managers do not substitute their own risk taking preferences for
those of the corporation.
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PRICE -LEVEL ADJUSTMENTS: A MAP COMMITTEE REPORT
The initial activities of the MAP Committee's Sub - Committee on Price -Level
Accounting, as reported here, include a consideration of the basic procedures
described in APB Statement No. 3 and a review of two "real- world" reports.
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ACCOUNTING BY SAM
Robert F. Randall
No Oscar is given for motion picture production accounting but the art of keeping a
picture within its budget is highly prized by producers. The production accountant who
worked on "Serpico" and "Death Wish" talks about this highly specialized field of
accounting.
By
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Are We All Pulling Together?
In the emerging multinational environment the objective of the
International Accounting Standards C o m m i t t e e (IASC) to d e v e l o p
worldwide accounting s tandards is laudable. But, as we suggested
in this space last year (May 1974), and as the MAP Committee suggested in a lett er to IASC, its organizational structure leaves thousands of management accountants, and industry in general, without
a voice in the making of standards.
Another weak ness of the organization has no w ap peared : there
seems to be no mechanism whereby the IASC can coordinate its
pronouncements with those of the Financial Accounting Standards
Board, which is the acknowledged body established to set standards

in the U.S. What focused attention on this problem was the news
that the AICPA was considering an auditing standard which would
require disclosure from companies of non - compliance w ith IASC

standards.
As p oin ted out by th e Financial Executives Institute, "any such

by the
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requirement or similar recognition of IASC pronouncements would
present clients of U.S. ac c ounting firms w ith potentially serious
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problems." Further, the FEI stated in a letter to the AICPA, "Standards promulgated by the IASC which are inconsistent with or
beyond the scope of FASB standard s can not b e accept ed by U.S.
enterprises or by the independent accountants. Any requirement to

Robert F. Randall
ASSOCIATE EDITOR
Steve McCrea
EDITORIAL ASSISTANT

disclose non - compliance with such standards would put reporting
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companies and their accountants in an intolerable position; the
general public w ould be confus ed by such disclosure, and the

PRODUCTION COORDINATOR
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credibility of financial statements would be eroded."
In en d o rs in g th e FEI st at e m e n t , NAA's M a n a ge m e n t Ac co un ting

Practices Committee said, "We believe the AICPA must address the
issue of its dual loyalties so that financial statement preparers do not
find themselves in the position of having to resolve the dilemma of
complying with conflicting accounting principles."
Out of the ferment going on in the accounting field, undoubtedly
a new, stronger accounting and financial reporting structure will
arise. But contradictory princi ples or standards from a half dozen
organizations will end by confusing investors, create innumerable
legal prob lems fo r co rporati ons and CPAs and, possibly, damage
beyond repair the business system that has served us so well.
It is time we all got in harness and pulled together.
0
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$30,000 TO $30,000,000
FOR EXPANSION, EQUIPMENT
AND WORKING CAPITAL.
The following services are listed individually. But, they are frequently combined to provide adequate funds. The true cost compares favorably with bank rates because we do not require that any
funds be kept on deposit.

Confidential Cash Advances on Accounts Receivable
We advance 50% to 100°/x. Your clients handle ALL collections. Our charges are computed on a
daily (not monthly) basis.

Seasonal Loans on Raw Materials, Components and Finished Goods
We make warehouse receipt loans. But, our "open end" loans eliminate the expense of warehouse
receipts. Your clients simply report in bulk —not in detail — material taken out and added during the
course of business. Letters of credit and guarantees available to qualified importers.

Long Term Loans on Machinery Equipment and Other Fixed Assets
Repayment schedules can be adjusted to provide for skipped, accelerated and reduced as well as
level monthly payments. Equipment loans are renewable.

Comprehensive Re- Financing
If a company is making burdensome monthly payments on loan or equipment balances, we can pay
off those balances and reduce and extend the payments. Usually, we make an additional loan.

Equipment Leasing and Financing
Your clients can have us buy and lease to them machinery, equipment, furnishings and fixtures.
Leasing payments are tax deductible. And, most leases permit accelerated depreciation. Investment tax credits available. We pass along all guarantees and warrantees. If your clients prefer to
buy instead of lease, we can offer 100% financing.

Financing for Acquisitions, Mergers and Divestures
An acquisition or divesture can frequently be completed with a small initial investment by borrowing from us on the assets of the purchased company and budgeting repayment from the additional
revenue that the acquired company is expected to produce.

Bank Shared Loans
We often participate with a borrower's bank to provide a larger and more flexible line of credit
that the bank itself may be able to offer.
For more information, write or phone
(collect if you are outside our local area).

Na tiona l Ac ce ptanc e Com pa ny
of America
C O MME R C IAL
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Letters

TO THE EDITOR

All You Have to Add Is Imagination
I hope all the readers of John E. Finney's article, "Costing
in a Data Processing Department" which appeared in the
October 1974 Issue Of MANAGEMENT ACCOUNTING, recognize
its potential value as far as applying the techniques to other
service type activities or functions, be they maintenance, legal,
or research. I think the author did an excellent job of demonstrating the various steps involved in setting up such a system
and because of that, it should be very simple to adapt to the
user's purpose.
One point I wish Mr. Finney would have expanded upon
was the treatment of the variance between actual total cost and
budgeted total cost. He merely stated that if actual costs are
greater than budgeted costs, the department experiences a
loss, and if the situation is reversed, the department shows a
profit. Obviously, one or the other, i.e., a loss or a profit will
inevitably occur since, practically speaking, in no way under
such a system will there exist a "zero" variance. So a further
issue to be discussed is what to do with or how to handle the
variance and possibly to emphasize that the objective is to
minimize the amount of variance, assuming the activity is
supposed to "zero out" if it is an in -house function.
In anv event, the article provides a fine multipurpose tool.
All you have to add is imagination.
Robert J. Procter
Illinois Northeast Chapter
Northbrook, Ill.

Things to Consider in FIFO to LIFO Switch
Mr. George E. Youmans' article, "A Look at LIFO," in
the January 1975 issue, points out the main advantages and
disadvantages of LIFO. As more and more companies consider
switching from FIFO to LIFO, I believe that thev should also
weigh the following points in addition to the effect on cash
flow and reported earnings:
1. BOOKKEEPING CosT—The maintenance of LIFO inventory
records is usually more difficult than maintenance of FIFO
inventory records, which means additional bookkeeping
costs.
2. TAX STATUS — Unlike other methods of inventory valuation,
the IRS can completely disallow the adoption of LIFO if
the tax regulations are not strictly followed.
3. EFFECT ON AGREEMENTS —ThC change to LIFO may require the company to amend its profit- sharing plans, stock
option plans, loan agreements and other agreements.
4. MANAGEMENT's APPRAISAL OF FUTURE TRENDS IN PRICES —
LIFO is very attractive as a tax deferral method in a period
of increasing prices; however, when prices are decreasing,
LIFO accelerates taxes. Management must consider future
price trends also since all commodities prices have not continued to rise. (For example, the price of copper was about
$.86/lb. on June 27, 1974 but was about $.69 /lb. on
January 20, 1975.)
5. INVENTORY MANAGEMENT —In an effort to avoid erosion
of its LIFO base, a company may feel compelled to pur-

chase materials at premium prices at a time when it cannot
afford to do so.
INTERIM REPORTING —LIFO calculations are an annual
process and to apply these calculations to an interim period
can be very difficult and expensive.
CARRYING VALUE OF INVENTORY Is REDUCED —LIFO understates the value of the company's inventory which reduces reported current assets and working capital and could
reduce a company's borrowing ability.
CHANGE BACK TO FIFO —Once adopted, IRS approval is
required to change back to FIFO from LIFO.
Anthony E. Radaich
Long Beach Chapter
Los Alamitos, Calif.

Personnel Recruitment
The article, "Financial Personnel Recruitment," by Edwin
W. Southerland in the December 1974 issue Of MANAGEMENT
ACCOUNTINGwas concise and informative. A few additional
points may be of interest on the subject.
A very effective means of finding top -notch graduates of
colleges and universities is to become acquainted with the
school's Chairman of the School of Accounting. Some top
graduates do not prefer to become associated with national
firms. As Mr. Southerland stated, these top graduates will be
hired quickly. Therefore, any personal contacts you can develop
at the college or university may give you first choice at these
likely candidates.
If experienced middle- managers satisfy your requirements,
memberships in organizations such as the National Association
of Accountants is very helpful. Our particular Chapter (Wilmington, N.C.) will place job openings in our monthly newsletter and make announcements at meetings. In this manner
you have gotten your message to a group of professional
accountants and managers who have friends in the accounting
profession and may refer interested candidates to you.
Retain your employees by developing a sense of loyalty in
them toward the firm. This can best be accomplished by being
genuinely interested in their growth and development. Encourage outside participation in organizations and groups.
Send employees to professional workshops that will enhance
their professional growth. Sponsorship of such activities will
give concrete support to the employees' feeling of advancement and personal well- being. In time the dollars and time
invested in this manner will produce dividends of productivity.
Timothy A. Jordan
Wilmington Chapter
Burgaw, N.C.

Extra Fringe Benefits
Edwin W. Eoutherland's article, in the December 1974
issue Of MANAGEMENT ACCOUNTING, reminded me Of some
Continued on page 10
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NAA LIFE INSURANCE TRUST
EXCELLENT EXPERIENCE FOR 1974 PERMITS ANOTHER REDUCTION
IN COST TO PARTICIPANTS AND ADDITIONAL PLAN IMPROVEMENTS
• The semiannual premium discount to be applied to the payment due July 1, 1975 has
been increased from 30% to 60% of the original contract premium for those members
insured on or before July 1, 1974.
• The maximum amount of insurance available to a member has been increased to
$60,000.'
• The maximum amount of insurance available to a spouse has been increased to
$30,000.'

FINANCIAL SECURITY FOR YOUR FAMILY
Present economic trends have generated a need for increased amounts of Life Insurance
to provide:
• needed income for your surviving spouse
• immediate cash to clear up current financial obligations
• immediate cash to help liquidate your mortgage
• a fund for educating your children
The NAA has responded to this need by setting up an insurance trust which makes it possible
for members to obtain valuable life insurance protection for themselves and their families.

HOW TO APPLY FOR COVERAGE
If you are n ot presently participating in the plan, no w is your opportunity to join the 20,000
members, spouses and eligible children who are already covered. If you are presently participating in the plan, now is your opportunity to increase coverage for yourself and your spouse.
During the month of June, you will be receiving a brochure in the mail describing the program,
underwriting requirements and instructions on how to apply_

Dependents

Combined

$837,760
231,567
706,899
570,400

$5,771,567
1,571,018
4,639,529
2,696,800
97,500
165,900
5,545
2,965,745
552,105
682,699
$5,771,567

—

Members

Contract Premiums ............. ............................... $4,897,807
Less Discounts ................... ............................... 1,339,451
Contributions by Participants .......................... 3,932,630
Paid Claims ......................... ............................... 2,126,400
Pending Total Permanent Disability ..............
97,500
Accrued Claim Liability ..... ...............................
143,117
Conversion Charges ........... ...............................
2,951
Incurred Claims ................. ............................... 2,369,968
Total Expense Charges ..... ...............................
Special Fund Excluding Interest ......................
Total Charges ..................... ...............................

22,783
2,594
595,777

%

FINANCIAL REPORT FOR THE PERIOD JULY 1, 1968 TO JANUARY 1, 1975
100.00
27.22

51.39
9.56
11.83
100.00

Special Fund Includ ing Interest Income — $849,070

George D. Gee, Chairman
Robert W. Arnold

NAA Insurance Committee
Vernon Owens
Arthur A. Rautio

Charles R. Miller, Secretary
Wade B. Salisbury

Underwriter and Administrator
Connecticut General Life Insurance Company
Hartford, Connecticut 06115
'Not av ailable in Wisconsin
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Tools for today's decision makers.

One asset can have
ten values...choosing
the wrong one
could be disastrous*
Good business decisions involving assets call for a clear and

correct understanding of today's values and how and when
to use them. "How to tell value from value from value"
defines the terms and provides a handy vest pocket executive
value guide. Yours for the asking.

Phone: (8W) 421 -8436
In California, call collect: (213) 624 -3661
Or contact your area M/S office.

appraisals by
Marshall and Stevens
Corporate headquarters:
1645 Beverly Blvd., Los Angeles, California 90026
Offices around the world

WA Unionamerica Company

would like to make reference to is a
Certified Public Accounting firm. To be
an accountant for a small local CPA requires that you know all aspects of accounting, auditing and taxes. Usually the
small local CPA firm has small businesses
for clients. These clients need help with
their bookkeeping, filing of payroll tax returns, year -end financial statements and
preparation of Federal and State income
tax returns, not to mention the daily
management services rendered. In order
to service the client properly, the accountant has to be qualified in all fields.
I think the local CPA firm is as important to his client as the controller is
to his company. In a lot of cases the
CPA firm is acting as its clients' controller. The statement made by Mr.
Geary , "... we all know that most small
public accounting firms are just as reputable and sometimes better qualified to
audit and guide the accounting functions
of a small company than is a larger
nationally known accounting firm," firms
up my beliefs.
Paul N. Theodore
Syracuse Chapter
Syracuse, N.Y.
Modification of Formula Needed

Circle 3 on inquiry card.

LETTERS
Continued from page 8
basic principles most executives use in
sizing up people. For example, some executives who are cautious about sizing up
men will take a quick look at a woman's
figure and let it go at that. If she is attractive, they are likely to estimate her
more favorably than her other qualities
may warrant. If she is hired and does not
make good, thev conclude that women
as a class are not suited for the work.
'A fiat the executive should be aware
of is that the average woman excels over
the average man in social intelligence,
and she can handle herself more cleverly
in an interview. She may wrap an inexperienced recruiter around her finger before lie knows what has happened. She
is also more tactful and less blunt than
a man. She is better at sidestepping information which might show her up at a
disadvantage. She will not lie more than
the average man —nor les$ —but her lies
are more subtle and difficult to detect.
With the entry of more and more
women into the field of accounting and
auditing, all men must recognize that
there is no double standard in ability but
10

only certain interests, emotions, and
other personality qualities in which each
sex is dominant. Newspapers long ago
recognized this in their format by presenting news of fashions, social functions,
and cooking apart from business, sports,
and finance.
The ultimate decision to hire or fire
a woman must be the ability to get the
job done within the time alloted. The
other things she brings to the job are
most properly classified as "extra fringe
benefits" for all the men who work
around her.
Gene f. Hymel
New Orleans Chapter
New Orleans, La.

In Agreement With the Loner
In the December 1974 issue of MAN AGEDIENT ACCOUNTING, the article by
Raymond R. Geary titled, "The Loner:
A Small Firm's Controller Speaks Out,"
Bits close to home.
Mr. Geary has made reference to the
"loner" knowing all aspects of his company's business. This is true in any small
local firm. The small local firm that I

The article, "How Often Should You
Pay Dividends ?" by A. M. Sibley and
Charles T. Rini, in the November 1974
Issue Of MANAGEMENT ACCOUNTING, was
of some interest to me. I was asked that
same question about the time the magazine reached me. However, I found the
formula in the article to be inappropriate
to my situation for reasons which, I
think, should have been touched upon.
The firm in question is faced with a
cvchcal cash flow —a not uncommon occurrence. (The toy industry would present an extreme example of the type of
situation involved.) It does not accumulate cash at a constant rate over the year
looking toward the payment of dividends. Rather, it requires a heavy infusion of working capital from three to
five months in advance of its peak cash
inflow.
Referring then to the formula, a comparison of the stockholders' opportunity
rate as measured by the cost of equity
capital (r) with the firm's rate of return
on short -term securities (i) is improper.
During the period of high working capital
requirements, (i) represents the firm's
rate of return on invested capital since
that is the alternative use to which the
cash will be put. In a profitable, grow Continued on page 18
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J. G. UNDERWOOD (1915 -75)
Julius G. Underwood, NAA President during 197172, died last month at the age of 60.
Mr. Underwood, who was president and chief
executive officer of Harsco Corporation in Camp
Hill, Pa., devoted much time and effort to the
Association. Since affiliating with the Cincinnati
Chapter in 1936, he had served in every major
Association office. At the time of his death he was
serving as Chairman of the Board of Regents of the
Institute of Management Accounting.
During his term as president, Mr. Underwood
helped bring into being a number of important
Association programs. They included the Certificate
in Management Accounting program, and the
Socio- Economic Program, as well as cycle billing of
the membership and staff reorganization, reflecting
the acquisition of a third generation computer.
He urged members to become active in their
chapters, in their communities and in the nation.
"As accountants, as businessmen and as citizens —
in our three roles —we have much to contribute and
much to gain."
Characteristically, 11e practiced this philosophy in
his own life. An active booster of his community
and state, he was a member of the Pennsylvania and
Harrisburg Chambers of Commerce, as well as other
civic and community organizations. His business
philosophy found expression in his work as a
director on the board of the Americans for the
Competitive Enterprise System, Inc., an organization designed to teach students how free enterprise
works. He was vice chairman of Pennsylvanians for
Effective Government.
Similarly, during his term as national president,
he spoke out on national issues. He warned that
inflation was wreaking havoc in the nation and
urged management accountants to speak out on
economic issues to alert the public of the dangers
facing it if money continued to be debased. "We
have a responsibility to explain to the public what
causes inflation."
A self -made man, J. G. Underwood exemplified
the success an individual can attain in the American
business system. Born in Los Angeles, he started
out as stock clerk and mail clerk at the H & S Pogue
Co., in Cincinnati, and then moved to M. Werk
Soap Co., attending the University of Cincinnati
Evening College. During his 16 years with the latter
firm, he rose to become secretary- treasurer.
In 1951, a past president of Cincinnati Chapter
suggested he try Taylor Wharton Iron & Steel Co.,
when he was looking around for a new challenge. It
was a crucial turning point. Taylor- Wharton was
acquired by Harrisburg Steel Corp. in 1953, and in
1956 Harsco Corp. was set up to bring all the
operations into a single unified enterprise. He was
named treasurer of the new organization and rose
through the hierarchy to the presidency in 1968. In
1971, he was elected chief executive officer of the
MANAGEM ENT ACCOUNT ING /JUNE 1975

multi- million dollar, international corporation.
As head of a giant corporation, President Underwood worked long hours, flying around the country
and abroad to visit Harsco's numerous divisions.
Often he would eat lunch at his desk and carry
home a briefcase full of magazines and newsletters
to read at night. He could be found in the office on
Saturdays, too, pursuing a current project.
During his career, he was affiliated with three
NAA chapters including Cincinnati, which elected
him president, Lehigh Valley Chapter and the
Harrisburg Chapter. Even though his responsibilities
at Harsco increased manyfold with the passing
vears, Mr. Underwood still managed to devote his
energies to the Association. Last year he was a
featured speaker at the Annual Conference in
Detroit and he continued to attend Executive
Committee and National Board meetings. He also
was a member of the Stuart Cameron McLeod
Society.
His wife, Helen, accompanied him on many
business and Association - related trips. He is also
survived by his three children, a stepson and eleven
grandchildren.
A gregarious, warm individual, "Jewel" Underwood was known and respected by hundreds of
NAA members. His unstinting loyalty to the Association and, especially, his work to achieve the
successful launching of its programs during a time
of unprecedented change set a standard of excellence
in leadership.
In his home in Harrisburg, he proudly displayed
his certificate of membership in NAA signed by the
first secretary of the Association, Stuart C. McLeod.
His efforts on behalf of the Association were in the
high tradition of service set by "Doc" McLeod.
Members will sorely miss this outstanding figure in
their leadership councils but they will remember,
with pride, his long and great service.
11
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SEC Modifies Interim Reporting Proposal in Response to Criticism
A modified plan designed to increase the reliability of interim financial reports has been proposed by the Securities & Exchange Commission after its initial proposal was widely criticized
by corporations and accountants. Basic change in the SEC's proposal is designed to meet complaints that the original plan would substantially increase corporate auditor costs. The alternative proposal still would require some 10,000 publicly -held corporations to disclose, in a footnote to their annual reports, sales, gross profit and net income for each quarter of the two most
recent years; however, this data could be labeled "unaudited." The corporate auditor would
not have to certify these figures, thus relieving the corporation from the added costs of the
auditor checking its quarterly reports. The latest SEC proposal encourages accountants to review quarterly reports as they are issued but does not require such review. Those companies
which opt for voluntary review of quarterly reports for three consecutive quarters would be
permitted to use a short, streamlined —less costly —form, when they register stock for sale.
SEC will hold hearings, starting June 2, and will accept comments on its latest proposal submitted by June 18.
Two New Members Named to Cost Accounting Standards Board
John M. Walker, vice president and controller, Texas Instruments, Inc., of Dallas, was named
to succeed Charles A. Dana on the Cost Accounting Standards Board. Assistant Secretary of
Defense (Comptroller) Terence E. McClary succeeds Robert C. Moot on the Board. Robert K.
Mautz and Herman W. Bevis were reappointed to the Board. All members serve for statutory
terms of four years, except for the Comptroller General who by statute is chairman and a
permanent member of the five - member Board.
Should SEC Require Corporations to Disclose Impact on Society?
Even while the SEC has been vigorously moving to require corporations to disclose more financial data, some organizations are urging that the SEC require companies to report on their
social and environmental impact on society. A group of public interest law firms led by the
Natural Resources Defense Council successfully brought suit to require the Commission to
consider providing more information for the "ethical investor." As a result, the SEC held
hearings during the month of April to determine just how much demand there is for corporate
social responsibility data. The NRDC, in its proposal, would have the SEC require certain companies to report "material environmental pollution or material injury to valuable natural areas
or resources." U. S. District Judge Charles Richey directed the SEC to reach a decision by Aug.
29 on how the agency will respond to the original suit charging it with failure to adopt such
regulations.
FASB Sets Criteria for the Accrual and Disclosure of Loss Contingencies
An estimated loss from a loss contingency can be charged to income under two conditions,
according to Statement No. 5 published by the Financial Accounting Standards Board. It must
be probable that an asset has been impaired or a liability incurred at the date of a company's
financial statements, and second, the amount of loss can be reasonably estimated. The conditions for accrual of a loss in the final Statement are essentially the same as originally proposed in the exposure draft issued last October. In another action, the Board appointed a 13member task force on accounting for the cost of pension plans. Earlier, the Board had appointed a 10- member task force on accounting and reporting for employees benefit plans.
One of the members of the new committee was nominated by NAA, Richard E. Nordquest, vice
president- finance of Harsco Corp. He is a member of Harrisburg Area Chapter.
Burton Views 'Fairness' as More Than Following a Set of Rules
In a scholarly survey of the concept of "fairness" in the auditor's attestation statement, Chief
Accountant John C. Burton recently expressed his own views on the topic. He said, "... it
seems apparent to me that fairness means more than following a set of specific rules, standards
and guidelines. Accounting cannot be viewed as a mechanistic process and remain either professional or communicative.... It seems to me, therefore, that when one speaks of fairness in
a financial statement context, one must be referring to fairness within the framework of 'the
accounting model,' not in absolute terms." He adds, "The basic model is not static and may
change over time based upon a changing consensus of business realities" and upon FASB research "or even divine revelation, if that is different from an FASB study."
11th International Congress of Accountants Scheduled in Munich, Oct. 1977
World accountants will meet in Munich, West Germany, for the 11th International Congress of
Accountants, Oct. 10 -14, 1977.
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MATERIALITY
Identification and appraisal are the factors that will permit us to
exercise the sound independent judgments that are called for in
the exercise of professional responsibility, whether as
independent accountants or as professional managers of
business.

MANAGEM ENT ACCOUNT ING /JUNE 1975

There are two definitions that should be exalnined if one is to review the meaning of materiality. The first of these is the dictionary definition and the second and more important is the
definition set forth in rules promulgated by the
Securities and Exchange Commission. The dictionary defines material as: "having real importance
or great consequence." Some synonyms given are:
"essential, relevant, and pertinent. "z The dictionary also defines materiality. Very simply, it is:
"something that is material, or the quality or state
of being material.
The SEC defines the word material in two places.
In the first case it appears as Definition L of Rule
405 under the Securities Act of 1933. The definition
states: "The term `material,' when used to qualify
a requirement for the furnishing of information as
to any subject, limits the information required to
those matters about which an average prudent investor ought reasonably to be informed." In the
second case, it is defined in Regulation S-X, in the
salve words.
" 3
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Plumbers and electricians are artisans who must
perform work according to specifications laid out
by architects in conformity with building codes.
Beyond an understanding of the mechanics of their
business, there is little independence of judgment.
It is this lack of independent judgment in the
performance of a job that separates the skilled artisan from the true professional. However, the professional earns additional fees for his exercise of
that independent judgment. The earning of such
fees should carry with it the liability for failing to
exercise due care, for holding out to the public an
ability to perform beyond the individual's capacity
to deliver, or for not being truly independent in
reaching a decision.
In this writer's opinion, there is a dangerous
move afoot to codify the public accountant out of
his professional position. The initial moves toward
the so- called "cookbook" approach in the delineation of accounting principles arose because corporate clients pressured their public accountants to
allow them to deviate from the broadly stated Accounting Research Bulletins and the subsequent
opinions of the Accounting Principles Board. Later
opinions became increasingly detailed and as loophole searching became the role of the game, the
details continued to expand. The FASB shows signs
of continuing the details game.
Of course, a continuation of this trend detracts
from the accountant's ability to exercise his own
independent judgment. It makes the business of
accountancy become the work of an artisan operating against a blueprint, following instructions and
reaching an end product that involves little professional judgment. In fact, other than loophole
searching, about the only element of professional
judgment left is in the determination of that which
is material and that which is not.'
A sign of this situation is the fact that the accounting profession has been calling for a state ment, first from the Accounting Principles Board

and more recently from the Financial Accounting
Standards Board, that would define materiality.
There are many in the profession who would like
such a statement to serve as a protective blanket, a
rule that could be used as a defense measure against
the increasingly popular game of holding the public
accountant responsible for his actions. Others simply
believe that a clearer definition of materiality would
serve to clarify legal responsibilities.

I

The Stud y G ro up on the Ob jectives of Financ ial S tatements , in
its repo rt, stated that "Information sho uld be d isc losed in financ ial
statements when it is likely to influence the economic decisions
of users of financial statements. Information that meets this reirement is material. " See Report of th e S tu d y Croup on the
Objectives of Financial Statements Robert M. T rueb lo od , Chairman, AIC PA, New Yo rk, N.Y., 1913 P. 57.
The Financial Executives Research Foundation has und ertaken
an extensive research stud y on materiality. The p ro jec t is long
ran e, but an initial p has e o f the study is the s ub jec t o f a rep ort
by ames W. Pattillo and Jerry B. Siebel "Factors Affecting
1974.
Materiality jud gment, " CPA jou rn al
I Webster'
Seventh New Collegiate dic tionary, G & C Merriam
Co., Springfield, Mass., 1969.
r Ibid.
v

By John V. van Pelt, III
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"The
profession . . .
has been
subject to an
increasing
number of
suits."

What Is Material?
A most interesting discussion of materiality is included in a transcript of a conversation between
SEC Commissioner Phillip Loomis and representatives of the Financial Analysts Federation. In discussing the position of analysts and insiders as
"tippees," the Commissioner said:
"Of course, this reasoning raises the question
of materiality, which is always troublesome.
In the cases that the Commission has brought
so far ... the information was not only material, but clearly and obviously so. On the
other hand, the definition of materiality has
been very difficult to formulate and is usually
pronounced in general terms. Material information is information which an investor would
find significant and which —and this is Significant —might be expected to have a market
impact. ",
At a later point in the conversation, Commissioner Loomis stated:
"First, materiality has to be judged in the
total context of the corporation. What is a
material event in the affairs of a small technology company— coming up with a new product, for example — probably isn't material in
the context of General Motors or IT &T. As I
sav, we have not brought cases where we
thought materiality was on the borderline, but
we may come to that, and certainly a court lnay
come to that.
He continued with the observation:

errors were material facts. In deciding the matter,
he quoted a 1934 SEC decision (in the matter of
Charles A. Howard, 1 SEC 6) which stated: "A
material fact —if it had been correctly stated or
disclosed would have deterred or tended to deter
the average prudent investor from purchasing the
securities in question." The judge then considered
what the "average prudent investor" would be
concerned with in this situation.
While summarization presents some dangers, the
gist of the judge's findings was that all of the misstatements and omissions in the prospectus that
related to matters arising during the first quarter of
1961 were material; and, had the correct information been known to the average prudent investor,
he would have been deterred from purchasing the
securities.
The judge also reviewed the 1960 financial state lnents and ruled that some of the discrepancies at
December 31, 1960, were not material." However,
the judge did hold the independent accountants
liable on other matters relating to the 1960 financial
statements, namely, an overstatement of current
assets of approximately $600,000 and an understatement of liabilities of $325,000.0 In summarizing the situation, the judge said that there must be
some point at which errors in a company's balance
sheet become material, even to a growth oriented
investor, and lie concluded that these errors were
material within the meaning of Section 11 of the
1933 Act.
THE CONTINENTAL VENDING CASE

In Continental Vending, the public accountants
were found to be guilty of mail fraud and con spiracy.10 The Court of Appeals, in upholding the
jury verdict, made this statement:

"I don't think it should be judged purely on
the basis of magnitude of a market movement,
because while you may know what causes• a
market to move, I don't. But if you have an
event that could reasonably be expected to
have a market impact, and it does, then maybe
you've got a material event."e
Professional Liability
The profession, deservedly or not, has been subject to an increasing number of suits. However, it
is unfortunate that most of the cases in which
materiality was a specific issue, dealt with insider
trading questions rather than reporting matters.
There are, however, two cases that cast a lot of
light on the subject.
THE BARCHRIS CASE

The BarChris case dealt specifically with the
liabilities of the officers and directors of the issuer
and the underwriters of corporate securities, together with the liabilities of accountants and
counsel for the issuer and the underwriters., It had
been alleged that there were numerous errors in the
financial statements included in the company's
prospectus. The judge had to determine if the
14

"... We join defendant's counsel in assuming
that the mere fact that a company has made
advances to an affiliate does not ordinarily impose a duty on an accountant to investigate
what the affiliate has done with them or even
to disclose that the affiliate has made a loan to
4

"Loo mis on Inside Information," Financial An a lym Journal,
May -.tune 1972, pp. 21 -22.
t [b id
t [bid.
i The issue invo lved "B" rated debentures with a co nversion feature. The jud ge ruled that all o f the d efend ants were res p ons ib le
to some extent under Section 11 of the Securities Act of 1933.
However, the ultimate liab ility o f eac h defend ant was never d etermined in a judicial ruling since the case was s ettled out o f
court and was not appealea See Escott of al vs. BarChris
Construction Corp., of al 283 F Supp. 643 (S.D.N. Y. 1968).
s For example, sales of $tt,S00,flQO rather than $9,165,000, earnings
of $1,500,0(10 rather than $1,725,000, and earnings p er s hare o f
65 c ents rather than 75 cents were no t c ons idered material.
t It might be pointed out that this part of the judge's finding
(that leading to the finding that the public accountants were
liable) has b een s oundly criticized by public ac countants and those
writing in various business Publications. A discussion of this
situation, inc lud ing c itatio ns of suppo rting data, c an be fo und in
Lo uis H. R ap pa o rt, SEC Accounting Practice and Procedure 3rd
ed. The Ro nald Pres s, New Yo rk, N. Y. , 1972 pp. 28.11- 28.tL1.
30 the p rimary is s ue was whether o r no t the 1962 financial statements o f Co ntinental were false and misleading becaus e:
1. T he president of Continental had substantial loans from an
affiliate, which were not d isclosed, and
2. A receivab le fro m an affiliate was covered b y a fo otno te which
failed to d isc lo se that: (a) Notes payable to the affiliate c ould
not be offset against the receivables• (b) 80 percent of the
collateral used to secure the affiliates receivable consisted of
Co ntinental stoc k and d eb entures: and (c) Between the balanc e
sheet date and the date of certification, the receivable from
the affiliate had increased from $3,500,000 to $3,900,000.
U.S. v Simon of at 425 F 2d 796 (2d Cir. 1969).
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a common officer if this has come to his attention. But it simply cannot be true that an accountant is under no duty to disclose what he
knows when lie has reason to believe that, to a
material extent, a corporation is being operated
not to carry out its business in the interests of
all the stockholders but for the private benefit
of its president. For a court to say that all this
is immaterial as a matter of law if only such
loans are thought to be collectible would be to
say that independent accountants have no responsibility to reveal known dishonesty by a
high corporate officer. If certification does not
at least imply that the corporation has not been
looted by insiders so far as the accountants
know; or, if it has been, that the diversion has
not been made good beyond peradventure (or
adequately reserved against) and effective steps
taken to prevent a reoccurrence, it would mean
nothing, and the reliance placed on it by the
public would be a snare and a delusion. Generally accepted accounting principles instruct
an accountant what to do in the usual case
where he has no reason to doubt that the
affairs of the corporation are being honestly
conducted. Once he has reason to believe that
this basic assumption is false, an entirely different situation confronts him ..." 1 1

counters conditions which should forewarn him that
there may be problems, he should not be permitted
to hide behind a facade of rules. The professional
man holds himself out to the public as an expert
performing a service for a fee. The public is entitled to assume that his independent judgment is
a considered one and that the professional man
foresees no dire consequences. To relieve him of
liability by publishing some mumbo jumbo would
perpetrate a fraud on the public.

"To relieve
him of liability
... would
perpetrate a
fraud on the
public."

Is It Material —or Just Significant?

Materiality in the sense used by Mr. Loomis or
by the courts in the cases cited is a far cry from
the meaning attributed to the word "material"
when used as a determinant below which data may
be omitted from the statements. For example, the
use of the word "material" in a loose sense by the
SEC, as it prescribed its rules for the inclusion or
exclusion of data in statements filed with the
Commission, leads people in the profession to believe materiality can be specified. It leads them to
believe that professional judgment can be replaced
with rigid rules, and that such rules can be made to
apply'to all situations.
The SEC utilizes percentages, the word "material," and in certain instances dollar amounts as
guidelines, to indicate required levels of disclosure.1 5
In Rule 3 -02 there is an even further shading of the
The court believed that an auditor must expand meaning of the word "material." The rule states, in
his procedures to determine whether or not his part: "If the amount that would otherwise be
suspicions are justified. If they are justified, full dis- required to be shown with respect to any item is
closure must be made, unless the auditor is sure the not material, it need not be separately set forth."
wrong has been righted and procedures have been In this instance, materiality is apparently a level
established to avoid a repetition. The court added, below which the item is inconsequential.
"At least this must be true when the dishonesty he
The use of the word "material" in the connotahas discovered is not some minor peccadillo but a tion in which it is applied under Regulation S.X
diversion so large as to imperil if not destroy the would hardly fit the definitions given earlier. In
very solvency of the enterprise." 12
most instances, the information would have little
Another important point had been raised during impact on the informed investor's decision.
the trial and was ruled upon by the Court of ApThe Commission would do well to revise Regulapeals." The trial judge had ruled that the jury could tion S-X and substitute the word "significant" for
consider the existence or non - existence of standards the word "material" in those instances where the
in deciding that a defendant knowingly concealed a regulation deals with the inclusion or exclusion of
material fact, but that the existence of such stan- specific items of data. There is a considerable difdards and principles is not conclusive on the issue ference in degree of meaning between the two
of fraud. In commenting on the judge's charge, the words and the change would eliminate any conCourt of Appeals stated that evidence as to ex- fusion in referring to statements that are materially
istence of procedures might be highly persuasive, deficient.
but not conclusive'*
To again quote Commissioner Loomis, "MaWith this ruling in mind, it is difficult to see teriality has to be judged in the total context of the
how the publication of a set of procedures designed corporation." 18 This could be interpreted to mean
to cover every conceivable situation could possibly that the scope of materiality must include conrelieve a professional man of liability. When he en- tingencies that cannot necessarily be measured in
fixed monetary amounts at the time statements are
issued. In other words, what is "material" in a par11 Ibid.
ticular instance is a matter of judgment; the ultiis Ibid.
" A go vernment witnes s had c ontend ed that d is clos ure und er the
mate test of what is material can only be gauged
circ ums renres was reo uired. Exnert witnes ses for the d efens e and
by events of the future.
the AICPA (app earing as amic i curiae) took th- position that
established stanuard s and procedures d id not require d isc lo sure.
Analysis of this decision and statements in the BarChris case
have led corporate lawyers to push fo r the adoption of specific
rules in areas of disclosure. see David B. Isb ell "T he Co ntinental
Vend ing Case: Lessons for the Profession," he Journ al o) Ac.
countancy, August 1970.
1b
See Regulation 5-X, Rule 5.02 -3(d), 5.02 -7, 5.02 -20, 5.03, 11 -02,
and 11
2.
1e
Oa. Cit. , Lo omis , p . 20.
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The FASB and Materiality
There is no question but that we should have a
statement from the FASB dealing with "material Continued on page 24
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INFLATION:
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During periods of unanticipated inflation, managing the
right -hand side of the balance sheet is especially critical.
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Few observers would today deny that inflation is
here to stay for more than just a few years. These
same observers could hardly fail to note that attempts to hold down the rate of inflation have
consistently failed over the past seven or eight
years. Thus, it may well be that business will be
operating under different ground rules for at least
the immediate future. Firms should therefore be
aware of the effects of inflation and they should
consciously consider these influences in their decision- making.
This article will briefly explore three contentions
which lead to the presumption that business firms
benefit from unanticipated inflation. These are:
1. Inventories increase in value during inflation and
generate additional income.
2. Wage increases lag behind price increases. That
is, businesses gain because they raise prices before they raise wages.
3. Businesses are net debtors, and debtors gain during unanticipated inflation because they repay
borrowing with "cheaper" dollars.
The first two contentions can be considered quite
briefly; most of the discussion focuses on the third.
Inventory Profits
During an inflationary period, inventory is sold
at prices based on current costs of inventory rather
than original costs of inventory. Assume that last
year inputs cost $1.00 and were sold for $1.10.
Because of inflation, the same inputs now cost
$1.05, so the current sales price is $1.15. Any inventory left over from last year is charged against
revenues at its cost price of $1.00. Hence, gross
profit on these items is presented as $15 on the
income statement rather than the normal $10.
The question: Has the firm gained anything

16

from this situation? Reported profit increases, but
so does the replacement cost of the used inventory.
In deflated terms, the firm is neither better off nor
worse off.
To demonstrate that the position of the firm
remains constant, assume the firm holds only one
asset, inventory, and one equity account, capital.
If inventory is worth $100 in the first period, then
the capital account must also be valued at $100.
Balance sheet
Capital
Inventory
$100
1
$100

I

If prices increase five percent, inventory is then
worth $105, and so must be the capital account.
Balance sheet
Inventory
Capital
$105
1
$105
Owners' wealth has increased a total of five
dollars, but the $105 capital has still the same
purchasing power as last year's $100. Owners have
merely kept pace with inflation.
Owners of the firm can benefit only if the value
of its inventory increases faster than the overall
price level. Over a short period, many firms gain
and many lose, but over a long period most price
changes would be about average.
Wage Increases Lag Price Increases
The argument that wage increases lag behind
price increases is very difficult to test; and the
evidence is inconclusive., It appears that profits
often do increase during inflation but this alone
hardly stands as evidence that owners benefit at
the expense of employees.
Reuben A. Kessel and A.A. Alchian, "The Meaning and Validity
of the Inflation- Indu «d Lag of Wages Behind Prices," American
Economic Review, Match 1960, pp. 43 66.
1
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In order to generalize as above, it must be assumed that the prices of the firm's assets increase
commensurately with the prices of items purchased
by its owners. In the example, if consumer prices
quadrupled and assets values only doubled, owners
r Based on its ancho vy c atch of 12. 3 million tons Peru was the
world's leading fish-.producing nation in 1970. In April 1972,
cyclic changes in winds and ocean currents resulted to a p t
cepito us d ecline in the anchovy p o ulatio n; and the catch totalled
only 4.5 million tons. Because the anchovy harvest had been
co ntributinj{ ab out 4 perc ent of the wo rld' s supp ly o f protein fo r
animal reed, the Prices of alternative sources— soybeans for exsRchardncMasYo dramatically.
and the Distribution of Income
and Wealth: Are the P oo r R eally Hurt ?" Business Reakm, Federal
Res
erve A
Bank
September
. 24. Inflation ?"
Louis
r k of Philadelphia,
" D o Business
Firms 1973,
Gain pFrom

4

of Business, April 1964.
1ournar
C. Ronald S precher, 'Impact o f Inflation o n the P ro fitab ility of

Industrial Firms ." Paper presented at the 1973 meeting of the
Financial Management Association.
Carol J. Loomis, 'The Less on o f the Cred it Crisis," Fortune,
May 1971.
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)
)

$200
(80
(20
(50
$

)

9W

%

Cash revenues
Cash costs
Depreciation
Income
Taxes
50
Income after taxes

The total cash flow to owners is $ 50 from income
after taxes plus $20 from depreciation. Depreciation
is a tax - deductible expense, but it entails no cash
outlay in the current period. It represents a return
of investment to owners rather than a return on
investment. Thus, owners can withdraw the difference between the $200 cash inflow from revenues
and the $130 cash outflow from cash costs and
taxes, or $70 (the sum of $50 from income after
taxes plus $20 from depreciation) .
Next, assume that unanticipated inflation has
also occurred. For simplicity, assume that revenues
and costs both increase by 10 percent, all because
of inflation. The income statement now becomes:
Cash revenues
Cash costs
Depreciation
Income
Taxes
50%
Income after taxes

$220
(88)
(20)
(56

)

Balance beet 2
Assets $200
Debt $ 50
Equity $150

most industrial
firms are
indeed net
debtors."

$

Balance sheet 1
Assets $100
Debt $50
Equity $50

today

To this point, we have established that a business firm must be a net debtor if it is to benefit
from unanticipated inflation. But how much a net
debtor need the firm be? Merely offsetting monetary assets with monetary liabilities is not enough.
Again, an illustration helps make the point. Assume the following income statement:

@

The third line of reasoning which implies that
businesses gain from unanticipated inflation is that
firms are net debtors and debtors gain from this inflation. Unanticipated inflation benefits debtors because they repay their debts with dollars that have
less purchasing power than the borrowed ones.
To illustrate, assume a firm is financed half by
debt and half by equity, say $50 each. If the value
of its assets doubles from $100 to $200, the value
of equity triples, from $50 to $150.

"...

Do All Net Debtors Benefit?

@

Debtors Gain— Creditors lose

would be worse off than before. For multi -asset
firms of even relatively small size, assets values
probably increase at about the same rate as other
prices, so the generalization is most likely valid.
Are businesses, in fact, net debtors? Given that
debtor firms benefit from unanticipated inflation,
the question is whether businesses in general are
net debtors. Research studies indicate that during
the period 1931 -1957 approximately one -half of the
firms studied were net debtors.4 Obviously, therefore, half were net creditors, so businesses in general
were neither hurt nor helped by inflation.
It seems, however, that the proportion of debt
to total capital of firms rose steadily throughout the
1960s so that today most industrial firms are indeed net debtors. A recent study by C. Ronald
Sprecher indicates that the proportion of net debtors among the Fortune 500 rose from 65 percent in
1960 to 90 percent in 1970.5 According to an article
Fortune, over one -fifth of the top 500 firms in
1970 had long -term debt to total capital ratios of
over 40 percent.°
in

If the supply of labor increases during an inflation, then price - deflated wages should be expected
to decline. Economic theory, experience, and common sense all indicate that as the supply of a
commodity increases, its price tends to decrease.
Additionally, if the level of capital goods per employee decreases during an inflationary period, then
employees will be less productive and, again, a
decreasing price - deflated wage is to be expected.
Other factors might also influence the wage price relationship. The quality of labor probably
declines during expansionary periods when many
firms are forced to hire inexperienced personnel.
Prices might increase because of climatic factors
(too much rain) or natural factors (seventh -year
disappearance of anchovies off Peru) .2
It is impossible to determine the extent to which
these factors account for the lag in wages behind
prices during inflation. All in all, the contention
that emplovees gain at the expense of employees
during inflationary periods may be true, but it is,
as yet unestablished. In a study of the redistribution effects of inflation, Richard M. Young flatly
states, "There appears to be no factual indication
that inflation appreciably increases the share of income going to (owners of) capital." 3

M

Owners can now withdraw $56 from income
after taxes plus $20 from depreciation for a total of
$76. But since inflation has driven up prices 10
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percent, the owners need $77 to maintain their
purchasing power.
How could owners have lost ground when revenues and costs both increased the same? In essence, depreciation did not increase along with
other expenses. Depreciation is based upon past
(historic) costs, not current (economic) costs. If
depreciation were based on current costs and had
increased 10 percent, to $22, the income statement
would have read:
Cash revenues
$220
Cash costs
(88)
Depreciation
(22
M
Income
Taxes C 50%
(555)
Income after taxes
55
$

$

)

Summary and Conclusion

Cash available to owners would have been $55
from income after taxes plus $22 from depreciation
for a total of $77, thereby exactly offsetting the 10
percent increase in prices.
Hence, if the firm is to be protected against unanticipated inflation, it must be indebted at least
to the extent of monetary assets plus depreciation.
But this hedge will be effective only if the interest
rate charged on the indebtedness fails to consider
the actual increase in the rate of inflation over the
time period during which the debt is outstanding.
If, on the other hand, the interest rate on debt
correctly anticipates future inflation, no gain from
inflation accrues to the debtor. To further complicate the situation, if current interest rates more
than compensate for future inflation, the firm
would have to be a net lender —to the extent of
depreciation —in order to protect itself.?
Another caveat is also appropriate here. We have
assumed that prices and costs increase equivalently.
Actually, the firm would have to lend enough to also offset the
loss in purchasing power of its cash balance.
I

Recent experience indicates, however, that some of
the burden of fighting inflation —by holding back
price increases —falls on the firm in the form of
pressure from consumers and the government. Firms
are pressured to fight inflation by reducing profits.
Many firms have, in fact, absorbed cost increases.
The firm might be tempted to exercise liability
management to help offset some of this decline in
profitability; still, it would be folly to endanger the
firm's liquidity position just to offset a temporary
decrease in profits.

We have looked at three presumptions often put
forth to prove that business firms benefit from unanticipated inflation. These are: inventory profits,
wage increases lagging price increases, and indebtedness exceeding monetary assets. The first two need
only brief consideration because inventory profits
are shown to be illusory and the issue of whether
wage increases lag price increases is left unanswered
for lack of convincing data.
The third possibility, that businesses benefit
from unanticipated inflation because they are net
debtors, is shown to be somewhat more complex
than it first appears. During unanticipated inflation, taxes siphon off some of the inflation -induced increase in revenues. It is shown that, in
order to protect itself against this inflation, it is
insufficient that a firm's monetary liabilities must
exceed monetary assets by at least an amount equal
to depreciation.
This conclusion indicates that, so long as the
actual rate of inflation continues to be unanticipated, firms might consider utilizing more debt in
financing their assets. On the other hand, the firm
must be careful to retain some financing flexibility.
During periods of unanticipated inflation, managing
the right -hand side of the balance sheet is especially
critical; unfortunately, it is also more difficult.

LETTERS
Continued from page 10
ing enterprise, this will usually exceed the cost of equity capital,
resulting in a negative numerator for the fraction in the formula.
The point may be made that under such circumstances the
stockholders' opportunity rate (r) is also the firm's rate of return on invested capital rather than the cost of equity capital.
The use of those figures would result in a numerator of zero for
the fraction. In either event, the attempted application of the
formula would produce the correct answer: Do not pay a
dividend.
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In this type of situation, the formula produces a correct
result only during the period of heavy working capital requirements. During a period of heavy cash inflow, application of the
same formula would produce an opposite result. The difficulty,
then, is that a modification of the formula, necessary to cope
with this type of cash flow situation, does not appear to me
to be clearly delineated in the article.
Gerard A. Swick
Walton, Joplin, Langer & Co.
Chicago, III.
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PLANNING
CORPORATE
SOCIAL
PERFORMANCE
Until our company is well along on its internal planning and
control of its social activities, we do not have a firm foundation
for reporting on them. However, when the time comes for us to
do our social accounting, we must be ready for it.

By I. Wayne Keller
Investors are becoming more and more interested
in everythin g their companies are do ing. They want
more than operating, financial, and product information. Th ey wan t to be informed about corporate social performance. Even some regulatory
bodies are asking about corporate social performance. And, although it took hundreds of years
before the ex ternal facet of financial rep ortin g developed, th at will n ot be the case for so cial repo rting. The d em an d s fo r it are h ere n o w. As a resu lt
of these external p ressures and b ecause of internal
pride, many companies have been led to include
sections on their social activities in their annual
reports and in some cases to issue special reports.
Corporate social perfo rmance reflects th e actions
taken by corporations in order to fulfill responsibilities accruing to businesses as members of
society. Som e of these so cial actio ns relate to an d
overlap normal business considerations. In oth er
instances, th e social aspects extend beyo nd wh at is
necessary to produce and market a product or
service profitably. Wh atever the reason, most of
these activities have evolved because of internal
personal in terests and external p ressures. Few companies have consciously directed their efforts toward
planned objectives.
It is true that th e first step in corpo rate p lann in g
should b e in terms o f its financial go als. The p rime
objective o f th e b usin ess must b e a satisfacto ry rate
of return o n the in vestmen t of its own ers. With ou t
MANAGEMENT ACCOUNTING /JUNE 1975

a satisfactory monetary gain, social activities can
neither be initiated nor expanded, and at times,
must be discontinued.'
Norm ally, the econom ic activity of a business is
planned, achievements are compared with the plans,
and they are reported systematically — internally and
externally. This is accomplished by accepted and
conventional management and financial accounting
processes. However, no similar generally accepted
processes and procedures have been developed to
provide accounting for social efforts. Some academic
and professional persons have com e to notice the
existence of corporate social activity, and it has led
them to conduct what they call "social audits." But
these are not "audits" with the characteristics and
disciplines of financial audits. Rather, they are inventories of what is being done.
There is a need to apply the same accounting
techniques to the social activity of the business as
is applied to econom ic activity. Many professional
organizations, academia and individuals are attacking the problem. Noteworthy among these is NAA's
Com mittee on Accounting for Corporate Social
Performances Th e first step in the work of the
Com mittee was to identify and list the areas of
' I n J u n e of 1974, the Michigan Bell Telephone Company an.
nounced that it was holding up all scheduled charitable contribu•
tio ns until the financ ial health of the b us iness imp ro ved.
'
The opinions expres sed in this article are those of the author who
just hap pens to be Chairman of the Association's C ommittee o n
Accounting for Corporate Social Performance. Nothing in this
article is to b e taken as an expression of o pinions of the Co mmittee nor of the direc tio n of its thinking. The c ontent of the
artic le was not d isc us sed with the Co mmittee prior to submis sion
for publication.
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corporate social performance. These were published
in the February 1974 issue Of MANAGE ME NT ACCOUNTING. 3 It is the purpose of this article to suggest with a case study how a company could use
the list for planning its social performance.

Case Study: Part I
The Controller of the Theta Company, an NAA
member, while discussing corporate activities with
the President of the company, commented that the
company was doing much to meet its social responsibilities, but he believed that it could be more effective with directed, coordinated planning. He
showed him a copy of the February 1974 issue of
MA NA G E ME NT ACCOUNTING and suggested that lie
read the progress report by the Committee on Accounting for Corporate Social Performance. The
President was very much impressed by the report
and showed a keen interest in the major areas of
social performance that were listed. Intrigued by the
idea, he called a meeting of key management personnel to discuss the matter. The discussions were
taped and from the tapes, the following edited
summaries were prepared. Speakers are identified
by their functions, with plant managers designated
by the location of their plants.
The notice of this meeting stated that
its purpose was to initiate a re- examination of the
social activities of our company. In doing this, we
will use the National Association of Accountants'
listing of "Areas of Corporate Social Performance"
as a guide. A copy of this was sent to each of you
with the notice of the meeting. I am sure you
recognize that we are active, at least to some degree,
in many of the listed areas and are quite active in
a few. But, when our Controller discussed this list,
which is also referred to as a taxonomy, with me, I
began to wonder how we got into some of them and
why we were doing nothing in others. To set the
stage for our discussion on how we can plan and
thus be more effective in our social activities, I'll
have the Controller give you some of the ideas he
developed from his readings on the subject and
which he discussed with me.
PRESIDENT:

CONTRO LLER:

We are a profit - conscious company.
We strive constantly to improve our economic
and financial efficiency. The records show that all
of us have done a commendable job in this. But,
as the NAA Report says, "Corporate activities have
social as well as economic impacts." That is why I
began to wonder some time ago why we were not
planning actions oriented toward improving the
quality of life, the environment, and the business
climate. After all, we continually study and change
the allocation of our financial resources and manpower to achieve the most effective use of them.
We recognize that both are limited and we cannot do everything we want to do. Therefore, we
select those which hold the greatest promise for
short- and long -range profitability. In the same way,
there are constraints on our social activities. We
should be selecting those areas which will have the
20

maximum beneficial impact. To get started in this
area, I made a summary of all the things I found
we are doing. I am sure it is not complete, but it
shows that the company is expending impressive
amounts of its money and of its employee time in
these pursuits. Beyond this, I am sure that many
of our people are personally active in other causes.
So, I believe we need to start planning for the
company and for our employees.
I agree. That's why I called this meeting. I have no illusions about developing plans
today. We do not build our operating and financial
budgets in star - chamber sessions; so we're not going
to plan social activities that way either. I want each
of you four Plant Managers to formulate plans for
your own plant. Our Marketing Manager will put
together plans covering the sales districts in total.
The administrative staff and I will do this for the
general office.
Now, this is all new. We have dollars to measure
our economic activities, but there are no units for
measuring our social activities. So, let us make our
own. There are 31 items in the NAA taxonomy.
We could rate from inactive to perfect in any one
of them. So, let us say "inactive" scores zero and
"perfect" scores ten. When you put your plans
together, score yourselves from zero to ten on each
activity. Remember, you and your people have a
major impact on the image of the company in each
community in which we operate. So, I want you to
evaluate not only what is being done by the company, but also what is being done by our personnel
as individuals. For example, I know that some of
the people in the Controller's department are
participating in NAA'S Socio- Economic Program
with minority businesses. If some of your people
are doing this or similar things, you would give
yourselves points for it. Service on the United
Campaign would also score points. We must help
them to plan their involvement so that there will
not be an inordinate drain on their time and
energy.
We will be considering six units —the four
plants, marketing, and administration. I would
guess that each unit would come up with about
twenty areas in which it is socially active. So, there
would be an aggregate of 120 areas, including many
duplications. If each area of activity in each unit is
scored average by you —and it won't be—we would
have five points per area or 600 points. That is a
crude measure. It is an example, not a goal. The
point I am making is that I do not expect each
unit to cover the field nor to strive for perfection,
or even high points, in each area. I repeat, we cannot do everything. Now, let me have your ideas
and questions.
PRESIDENT:

s The list (a taxonomy) was intended to serve as a guide for the
planning and management of corporate social activity. According
to the second report of the Committee to the NAA membership
published in the September 1974 issue of Management Accounting,
it is an attempt to identify typical examples —not a statement of
things companies should be doing The Committee reported further
on some limited research which showed that a substantial percentage of respondents believed the taxonomy would be of assistance to management.
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ERIE: How about water pollution? We spent a
bundle for effluent treatment. We had to meet
State and EPA standards. The operation is costing
us. Do we give ourselves a score on something we
had to do?

ing your social activities, there will be benefits. We "I want us to
have been talking a good game on our corporate
citizenship. I think we have been good citizens. . . . plan our
Maybe our actual game is better or worse than our s oc ial
talk. We want to try and find out. That's why I
want us to plan and then measure performance performance;
PRESIDENT: Absolutely. We did what was required. against the plans. And remember, this planning
We didn't fight it. In fact, our effluent score is may result in the reduction or elimination of some not just let it
better than the standards. I think we could give programs as well as some increases. We haven't
ev o l ve . . . "
ourselves something above average in that area. We heard from Marketing, what are your ideas?
are not perfect but we are very good. Also, here is
an example of the difficulty of separating economic MARKETING MANAGER: I've been listening and
and social factors. Just because an action is good thinking. I must admit I never thought of our
product and service contributions as social activities.
business does not rule it out as socially valuable.
To me, they are sales tools. In this area, economic
NAPA: Except for our suggestion program, we don't activities and social activities sure get all mixed
do much on internal communication. I suppose 1 up. My first reaction was that I would plan to keep
would have to rate us pretty low in this category. I on doing what we are now doing and give ourhave been thinking about a plant newspaper —may- selves ten points in each of the eight sub - areas. Now
be a simple mimeographed sheet or two, once or I'm not sure. I'm going to take an objective look at
twice a month. Of course, there would be some all of them. And, I'm sure we can score some points
cost. It would eat into plant profits —at least a in the other three major areas. If this exercise does
little bit —but if I plan it, I could give our plant nothing else, it is going to force us to rethink
everything we are doing and weigh its social immore points.
pacts.
PRESIDENT: Now you are getting to the crux of all
of these problems; economic and social activities are PRESIDENT: We have had a good meeting. I hope all
not separable; each overlaps the other. If you give of your questions have been answered. As you
an employee time off to attend a meeting of your proceed with your plans, call me if you need help.
Urban Renewal Council, there is some reduction in Remember, each unit is building its own plan for
his productivity for the company. So, a plant paper, social performance. Each will evaluate its own plan
time off for civic activities, and lots of other things according to the measures I stated. I know each of
result in direct or indirect costs. Some we can put you will be cognizant of the effect of your plans
a price tag on; many we can't. Each must be con- on your profit incentive bonus. Maybe someday we
sidered in relation to its possible benefits. If a plant will have a social activity bonus, but that is years
paper would result in one less termination or the away. We didn't move into profit incentives until
elimination of one grievance per year, I think we we had our standard cost and budgeting procedures
would be ahead cost -wise, even if we wouldn't or well developed. In planning social performance, we
couldn't measure it in dollars. If Napa doesn't are nowhere near the level we had when we started
proceed with urban renewal, the unarrested dete- profit planning.
I want us to begin to plan our social perforrioration will be adverse to all our employees and
mance;
not just let it evolve as it has to date. I
their families in the community. In your planning,
want your basic assumptions and commentaries to
consider all trade -offs.
supplement our economic plan evaluations. I will
LIMA: Each of us plant managers is on a profit expect these in your social activity planning since
incentive plan. What about these? If we increase numbers are bare bones without them. Your plans
our plant social activities, we are bound to have are to be submitted to the Controller by the end
some more costs. If the return for my plant goes of next month. We will meet six weeks from
down, I'll suffer financially from a reduced bonus. today to review them. Thank you for your parMy view is that we should do just what we have ticipation, and good luck.
to do, and no more.

Case Study: Part II

SELMA: I don't agree with that. None of our
plants can continue to grow and prosper in a poor
community environment. We may not see the
costs of this in our statements, but they are there.
I think our city is a perfect example of this. There
is no doubt in my mind that my plant is more efficient and profitable since tensions have relaxed.
So, I think we reduce our profits by not meeting
social responsibilities —may be not short - range, but
surely long- range.
PRESIDENT: Exactly. If you choose wisely in selectMANAGEM ENT ACCOUNT ING /JUNE 1975

Plans were made, evaluated, and sent to the
Controller. The points for the plans, as scored by
the managers, are shown on Exhibit 1. The Exhibit
and the supporting comments provided the material for discussion at the next meeting. Excerpts
from the tapes of the review meeting follow.
PRESIDENT: I congratulate you on your submissions.
As I told you when we initiated this planning, the
points were to reflect your plans and your rating.
I am not going to change them. After our review
today, each of you may wish to make some changes.
21
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You may do so. After such revisions, we will have
an evaluated plan against which to check a year
from now.
The Controller's office will develop some guidelines to help you and me evaluate performance. For
example, for employment continuity, they will
maintain statistics on voluntary and involuntary
terminations. We have these for the past year, so
here we have a good benchmark. However, in most
categories, we will have to rely on descriptive
measurement. To the extent that you have planned
changes, I want you to document them and include them in your next and final submission. A
year from now-you will prepare a summary of the
extent to which these plans were realized.
As I said at our first meeting, this is an experiment—it is almost a game. We simply are searching
for a method to plan our social performance. Now,
I do have some specific comments and questions.
In part, they are based on my idea that five points
for a category represents average performance and
anything above that connotes superiority. As you
compare your unit's ratings with those of the other
units, I am sure you too will have questions and
comments.
First, ratings for the four major areas indicated
in our Exhibit seem to be out of balance. Scores
are high for "Human resources"— almost half of the
total. We have always placed a high value on our
personnel. We have done much to make our company one for which people want to work and for
which thev will work effectively. So, I am not
surprised that all of you gave yourselves high points
in this major area. However, I wonder if we really
considered the difference between social and economic activities in this area. Are we so much better
than is required by profit considerations? I think
we all need to take another look at our ratings. Are
our social impacts here that great?
Second, points for "Product and service contributions" are about a quarter of the total. This is
another area which has received strong emphasis as
a matter of company policy. At our first meeting,
our Marketing Manager said he thought of scoring
ten points for each item in this area. I note he
didn't. However, I suggest that here too we consider the difference between economic and social
responsibilities and impacts.
Getting more specific, I am not surprised that
each of you scored "General philanthropy" below
my out -of- the -air average of five. Each has a modest
budget for local activity in this category. Selma's
four points look high, and Lima and Napa seem a
bit high.
SELMA: You know our circumstances. We should
and do support several community betterment
programs. We also plan to make some tuition
grants. Because of these, I considered our philanthropy to be relatively high.
PRESIDENT: I see. However, don't these fall under
"Community planning and improvement," and
"Education ?" This is one problem in categorizing
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activities. An activity may actually fall into several
areas. Consideration must be given to the nature
and objective of the activity rather than how it is
implemented. You may want to change the ratings
for some of your categories.
LIMA AND NAPA: I guess we'd better re- examine
ours.
ERIE: You will note that we gave ourselves zero
on "Housing." We were participating in renewal
efforts in one section of the city. Results have been
most unsatisfactory and I will be submitting a
proposal that we withdraw from the program. However, this is not the time to discuss the details.
PRESIDENT: All right, but why did you score yourself so high on "Education ?"
ERIE: We don't have a vocational school in the
district where we are located; so we must operate
educational programs on our own. I am a trustee of
a college, four of our key men serve on school
boards, and one will be president of his board next
year. Also, our engineers have been asked to study
the mechanical equipment for a planned new
school building.
PRESIDENT: Good! These are activities in which we
do want to participate. You might look at the time
your engineers will be devoting to the school
project. There are a number of other firms in the
area with capable engineering staffs. They should
be sharing this work.
I see we all rate ourselves very high on "Promotion policies" and "remuneration." Since these
follow company policy, uniformity in the ratings is
not surprising. I have asked the Personnel department to examine these policies and make area and
industry comparisons. Maybe we are not as good
as we think we are. As I said earlier, we may be
confusing economic and social impacts.
Now, on "Drugs and alcohol," I see only Selma
and Administration gave themselves points. From
my personal knowledge, I believe there are drug
and alcohol problems in every community in which
we operate —maybe not in the plants, but in the
communities. Don't we have a social responsibility
to try to help to alleviate these? I suggest you take
another look at your plans in this area.
NAPA: I don't think Erie should rate itself nine
points on "Water" in the "Physical resources and
environmental contributions" category. They were
forced into their programs.
ERIE: Of course we were. But we did more and we
will do more. The nature of our operations is such
that water treatment requires constant engineering
improvements. No other plant has problems in this
area. We were working on them before the regulations became effective, and we are and will be going
beyond the regulatory requirements.
Solid waste disposal is also a problem for us,
MANAGEMENT ACCOUNT ING /JUNE 1975

and for Selma, and we are working to alleviate it.
I wonder if Marketing should indicate no activity in
this category. I think we are over - packaging some
products, and packaging creates waste.
MARKETING: Good point, we'll studv it.
PRESIDENT: I see none of the plants show any
activity for "Completeness and clarity of labeling
and marketing representation." The first two of
these are joint responsibilities of Production and
Marketing. The points tell me we have a bit of a
communications and cooperation problem here.

Maybe they tell the true story. If they do, they
say that some procedural changes are needed.
It seems to me that "Responsiveness to consumer complaints" should be the sole responsibility of Marketing. Each plant gets them and
each plant handles them. So, I gave my plant
points on this, and I see the others did too.

LuNIA:

"This must be
a joint
responsibility."

MARKETING: This must be a joint responsibility. So
many complaints -and we don't have more than
can be expected - involve production matters. Many
times we cannot deal with a complaint without con-

Exhibit 1
THETA COMPANY
EVALUATION OF SOCIAL PERFORMANCE PLAN
Erie

Lima

Napa

Selma

Market.

Admin.

Total

A. Com munity invo lve me nt
1. General p hilanthro py
2. Pub lic and p rivate trans po rtation
3. Health services
4. Hous ing
5. Aid in personal and business problems
6. Com munity planning and im pro ve me nt
7. Volunte er activities
8. Education
Sub to tal

1
0
2
0
3
1
2
4
13

3
0
1
0
0
0
1
3
8

3
0
1
0
0
0
1
1
6

4
0
1
0
3
2
3
2
15

1
0
0
0
0
0
2
0
3

7
0
2
0
3
3
4
4
23

19
0
7
0
9
6
13
14
68

B. Human re sources
1. Emplo yment prac tices
2. Training programs
3. Promotion policies
4. Emp loyme nt continuity
5. Remuneration
6. W orking c onditions
7. Drugs and alcohol
8. Job e nrichment
9. Com municatio ns
Sub total

5
2
8
5
9
5
0
5
3
42

5
2
8
3
9
4
0
5
2
38

5
2
8
3
9
9
0
5
4
45

7
3
8
3
9
5
4
5
2
46

5
3
8
8
9
9
0
5
6
53

5
3
8
8
9
8
2
5
5
53

32
15
48
30
54
40
6
30
22
277

C. Physical resources and environme ntal contribution
1. Air
2. Water
3. Sound
4. Solid waste
5. Use of scarce resources
6. Aesthetics
Sub to tal

5
9
0
5
4
1
24

5
2
0
0
7
1
15

5
0
0
0
5
4
14

5
0
0
4
8
2
19

0
0
0
0
1
0
1

0
0
0
0
1
3
4

20
11
0
9
26
11
77

D. Produc t or service contributions
1. Completene ss and clarity of labeling,
packaging and m arke ting repre sentation
2. W arranty p rovis ions
3. Respons ivenes s to c onsume r comp laints
4. Consumer education
5. Pro duc t q uality
6. Product safety
7. Content and freq uency of advertising
8. Constructive research
Sub total

0
0
4
0
8
6
0
0
18

0
0
6
0
8
6
0
0
20

0
0
5
0
8
6
0
0
19

0
0
6
0
8
6
0
0
20

6
7
9
8
0
6
9
0
45

0
7
0
5
4
6
8
9
39

6
14
30
13
36
36
17
9
16 1

Total

97

81

84

100

102

119

583
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tacts with the producing plant. If they dilly - dally,
we cannot give the customer a prompt response.
PRESIDENT:Each plant rated itself high on "Product
quality." You will note that I gave only four points
for this in Administration. We don't have a central
quality assurance staff. We should have, but I don't
think this can be implemented next year. Here this
planning for social performance has indicated room
for improvement sometime in the future. But, is our
quality really that much better than it need be to
meet economic requirements?
SELMA: No plant is active on "Constructive research." Shouldn't we plan to be?
PRESIDENT: Research activity in the plants is confined to projects initiated and controlled by the
Corporate Research Center. All costs in the plants
are accumulated and charged to the Center. I
believe you will agree that the plants do research
work; they just do not initiate it and control it. We
do not want to fractionate our research efforts; that
is why we have the present policy. It has been in
effect a long time, and, therefore, should be reexamined. Here again we see the value of planning
social performance —it leads to the planning and
replanning of other functions.

I would like you to note that no mention has
been made of using the plans and resultant information outside the company, or even outside this
management circle. Until our company is well along
on its internal planning and control of its social
activities, we do not have a firm foundation for
reporting on them. However, when the time comes
for us to do our social accounting, we must be
ready for it.
Now I would like to thank you all for participating in this new venture and for the interest you
have shown.

Conclusion
Bevond all these considerations of accounting
is the image business has in the eyes of the general
public. To too many people, "business" carries a
connotation of excessive profits and little or no
concern for people. Planning corporate social performance and then letting the public know by
deed and word what is being done will tell the
public that businesses are concerned and involved
corporate citizens. Henry Ward Beecher said,
"Every tomorrow has two handles. We can take
hold of it with the handle of anxiety or the handle
of faith:" Let us grasp the handle of faith for the
accounting for social performance, and get on
with it.

MATERIALITY
Continued from page 15
ity." Otherwise, we will only continue the search for
that ghostly mirage representing the non - existent
fixed rule that limits liability of independent accountants. Such a statement should define materiality for those who offer opinions on financial
statements and for those who are responsible for
their preparation. In the latter classification, one
must include the officers, directors, and experts involved in the development of registration statements
covering security issues and annual filings required
under the federal security acts.
There should be consultations between the
FASB and the Commission staff in an effort to obtain agreement as to the reconciliation of meaning
between the various degrees of materiality in the
pronouncements of the Commissioners, the courts,
and the rules of the Commission. Since the FASB
cannot speak authoritatively for the Commission,
such consultations would be necessary in order to
permit the statement to contain an accurate summarization of the intent of the Commission in its
apparently conflicting use of the materiality concept.
The FASB must be clear that the interests of
the SEC do not extend to all financial statements
that are prepared for use by outsiders. The comment by Commissioner Loomis that materiality is
something having a market impact would be too
limited for general use, though it might fit the
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objectives of an organization whose interests are
focused on publicly issued securities. Privately
owned companies issue financial figures which are
used for the granting of credit or selling of businesses and the wording of any statement issued
should cover such reports.
Having clarified the areas of confusion, the
statement should make it clear that no fixed rules
for determination of materiality in a specific situation can be set forth. Again, it should be clear that
the determination of what is "material" in a particular instance is a matter of judgment, and this is
a judgment that should be made both by top
management and by independent experts. The test
of the adequacy of such judgments can only be
determined by future events.

Conclusion
If we can settle once and for all that there is no
way to define the potential liability for failure on
the part of management and accountants to identify
material contingencies, then we can go forward with
the real problem. That is, we can so design our audit
practices as to identify and appraise situations that
pose possible problems and to provide disclosure
where it is indicated. Identification and appraisal
are the factors that will permit us to exercise the
sound independent judgments that are called for
in the exercise of professional responsibility, whether
as independent accountants or as professional managers of business.
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THE PRESIDENT'S
JOB IS EASIER
The management of this early corporation was almost uniformly
vested in the manufacturing head, because the business had been
started on the premise of making a new and useful product.

financial officer, (he may even be called treasurer
now) is faced with new and unfamiliar problems:
An entrepreneur, fired with ambition and armed letters of credit, bills of lading, new discount strucwith some technical skill and a little money, started tures, long credit terms, tariffs, and foreign exto manufacture some new and useful product. He change. He now becomes the head of a departsucceeded in solving most of his early problems, ment, because one man can't handle it all.
but then 11e ran out of money, working capital
Some countries in which good sales have demainly, to carry his inventories and receivables. He veloped take the position that local manufacture
went to the local bank and was told that his new will be required, or else the market will be closed.
business showed great promise, but that his financial Almost without anyone realizing it, the export
affairs were in a mess. They told him that he needed department becomes an international division, with
a bookkeeper. So lie hired one, part -time. The manufacturing and marketing operations resident
bookkeeper instituted a financial control system of around the world. More new problems: foreign
sorts and we see the early emergence of a financial domestications, foreign financing, international tax
officer, sort of a Bob Cratchit, wearing a green eye problems, wage and salary problems for expatriates
shade and sleeve garters, sitting on a stool, drawing and foreign nationals.
very little pay and playing essentially a passive role.
Concurrently with this geographic expansion, the
He is keeping the score, sort of, but he is the chief product line has exploded. A new religion called
financial officer, the CFO.
"diversification" has taken hold of corporate headThe management of this early corporation was quarters. Many new products have come from
almost uniformly vested in the manufacturing head, internal development, and an active acquisition probecause the business had been started on the gram has put the company into entirely new busipremise of making a new and useful product. In nesses, some quite unrelated to the original mission
due course, competition developed, and there were of the company. The stock has been offered to the
soon a number of companies making identical general public and is now listed on a major ex.
products. At this point, marketing began to play a change. The financing needs of the corporation
role of increasing importance. It emerged near the have outgrown the banks and debt instruments
apex of the management pyramid. This did not have have been conceived and marketed. Our erstwhile
a great influence on the role of our bookkeeper - bookkeeper is now financial vice president. He has
CFO, except that his job became more com- reporting to him a treasurer's department, a conplicated. I-Ie became more involved in cost account- troller's department, a tax department, an insurance
ing. Also, the company has sold some stock to raise department, an internal auditor staff and a new and
additional equity capital, and he finds himself fearsome thing called a computer, which has its
dealing with several banks. Still, he's primarily a own army of humans that wait upon it. The comscore - keeper.
puter probably doesn't belong here, but it had to
be put somewhere, and since it spoke mostly in
From Bookkeeper to Financial Vice President
numbers, it was put in the financial area.
New marketing opportunities begin to appear
to the now marketing- oriented management, out- Problems of Mensuration and
side the continental United States . . . Canada, the Conglomerate
Mexico, the Caribbean, even Europe. An export
As the product spectrum widened, the concept
department is established, and our bookkeeper, or of the international division became obsolete. The

By George W. Orr, Jr.
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"The role of
the chief
financial officer
has gone
through a
complete
metamorphosis. . ."

fundamental differences between the operating
divisions in manufacturing, marketing and product
development technology demanded that each be
given its own charter to operate on an international
basis. Sales leaped ahead, exceeded only by the increase in ovcrhead expenses, as each division set
up its own worldwide organization, quite independent of every other division. To restore order and
protect earnings, some kind of corporate presence
had to be established on a geographic basis in all
the areas in which the company operated, so that
overheads could be shared and used efficiently. This
created the need for an innovative system of
mensuration —one that would enable the corporation to observe and control its activities both on a
divisional (or product line) basis and on a geographic basis —a sophisticated problem for our
chief financial officer.
I suppose the ultimate demand upon the CFO
is the multinational conglomerate, in which lie
exerts the sole unifying force in a corporate entity
that embraces many quite unrelated businesses that
operate all over the world. Actually, there aren't
many truly multinational American companies,
most are large American companies that operate all
around the world. The Swiss and Dutch companies, with small home markets, were early .. .
followed by the British and Germans. The difference, in any case, is largely philosophical (or
psychological) and depends on whether top
inanagement sees the world as the center of things
(of which the United States is only one part) or
looks upon the United States as the epicenter, surrounded by a large number of other markets to be
exploited. The difference is fundamentally important.
CFO Responsibilities
Now that we have traced the development of
this complex function that we designate chief
financial officer, what do we hold him responsible
for?
This has to be first on the
list, especially during a time of crisis in the capital
markets.
CAPITAL ACQUISITION.

He must provide adequate
control systems that not only insure against wastage
of assets, but show the degree to which various
assets are being utilized to provide both earnings
and cash.
PRESERVING

ASSETS.

He must take
positions constantly, on moral issues —right versus

THE CONSCIENCE OF THE COMPANY.

'W he re else can a manager turn for guidance on these moral
issues? To the L" al Department, yes. But the CFO has the
information on which the decision is to be based. The lawyers
may advise the manager on how to answer the question, but in
most cases the substance of the answer will have to come from
the CFO.
- Unfortunately, management tends to look at eac h o f thes e o pportunities when they come along as individual propositions,
rather than in the light of their effect on the company as a
whole. Each one looks good, on that basis, so management buys
it. Now many companies are choking to death on their own
diversification. Some are in businesses that they should not be
in at all.
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wrong, good versus bad. This involves a bewildering number of relationships, with officers, directors
(and he must be a member of the board of
directors to fulfill this role), investors, customers,
suppliers, employees, the financial regulatory agencies, even the general public. He must answer such
questions as: Is this a conflict of interest? What
constitutes full, fair, prompt disclosure? and, Are
our directors given a sufficiently lucid picture of
our operations in enough depth to enable them to
meet the really onerous demands placed upon them
by today's climate?,
Every company has a great
bunch of salesmen as division heads. (Probably
that's how they got to be division heads.) These
aggressive fellows have induced the company to
invest both its capital and its earning capacity in a
myriad of businesses, through internal development
and by acquisition. They are the high priests of the
religion of diversification.2
THE LOYAL OPP OSIT ION.

The Challenge
Here lies the CFO's great challenge. He must
make an in -depth analysis of the employment of his
company's assets. He must assume leadership in
calling for the cleaning out of the corporate closet
these product lines that aren't ever going to hold
a leadership position, so as to make resources
available to those product lines that are leaders or
have a real, valid chance to become leaders. He
should sell the dogs if he can; he should padlock
them if he can't; but he should stop nourishing the
losers at the expense of the winners by whatever
means possible.
The CFO should take an aggressive position on
new ventures. He should make sure each one is
evaluated on the basis of its effect on the whole
corporation. He should demand that each venture
utilize precious assets more effectively than the
assets are being utilized now. Maybe his company
doesn't really need all the new capital it thinks it
does. Perhaps it only needs to employ the capital
it already has more wisely.
Conclusion
The role of the chief financial officer has gone
through a complete metamorphosis from the passive scorekeeper to the active proponent of corporate direction. Ile fuels the machine. with money.
He guards the assets. He is the arbiter of corporate
morality. He measures corporate activity so that
it can be understood by others. And most important, he points out the best avenues for corporate
growth and demands aggressively that they be followed.
I suspect this goes beyond the concept that most
people have of the CFO's role. If lie does follow
this blueprint, he will probably never win a popularity contest, but he will do wonderful things for his
company. And lie might even wind up to be
president. That would be a good thing; because
the president's job is easier.
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DESIGNING AN
ACCOUNTING SYSTEM
FOR A SMALL BUSINESS
The most persistent mistake accountants make in the design of
most accounting systems is the failure to make regular studies of
their progress.

By Judy Brown
The owners of small businesses are prone to look
upon accounting as a time- consuming nuisance or
at best, an inconvenience. Thev seem to feel that
only large companies need an accounting system.
Because of this misconception, many of these
owners attempt to remain in operation without any
specific system of accounting, or with a system inadequate for the company's needs.
Where does the small- business owner's responsibility (to himself) lie? Just as the internal accountant (or the public accountant) keeps his chief
executive (or client) informed of what changes
should be made or what new techniques should be
employed, the owner of a small business —or his
accountant —must know what constitutes a good
accounting system, and the pitfalls to avoid.
Although we use the terms "accountant" and
"management" we do not exclude the one -man
company by trying to specifically define the "small
business."
The System Defined
First of all, what is a system? One source defines
a system as an orderly arrangement of parts or
elements into a complete whole., An accounting
system may be seen, then, as a set of records and
related procedures coordinated so that the variety
of business transactions are shown in proper detail
as they occur. Once compiled and summarized,
these transactions may be classified in appropriate
accounts. The data in these accounts are then
available for use in the various financial statements. Financial statements permit management to
secure reliable information —the abstracted information from which is used in the decision - making
process. Although these statements are of use to
creditors and others, our interest here lies with their
use to management.
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It is true that many small businesses do not need
elaborate financial reports because they are mostly
sole proprietorships, partnerships, or closed corporations. But these businesses must keep accurate records for tax purposes. Local and state governments
impose sales taxes; and federal and state governments require compensation for F.I.C.A. taxes.
Still, the greatest need for a workable accounting
system in a small business is the prompt provision
of information necessary to make management decisions, thereby avoiding some of the pitfalls of
business operations. Adequate, accurate, and timely
records will keep the organization on the road to
profits — provided management properly interprets
available reports.
Purpose of the System
A clear understanding of the problems of management forms the foundation of successful accounting methods. In a ven- broad sense, accounting consists of recording, statistical, and analytical
work to assist management in planning, coordinating, controlling, and protecting its business.
J. Brooks Heckert, in 1936, posed the following
questions as a means of testing an accounting
system :
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1. Does it provide needed information for policy
determination by interpreting the experience of
the past in such a manner as to bear upon future
plans?
Z. Does it provide a coordinated program for the
immediate future?
3. Does it provide all executives —major and minor
—with necessary control information?
4. Does it provide adequate protection? 2
I

George E. Bennett, Accounting Systems: Principles and Problems
of Installation, McGraw -Hill, New York, N.Y., 1926 p. 3.
J. Brooks Heckert, Accountin Systems Dtsign and ins tallation,
Ronald Press Co., New York, N.Y., 1936, p. 3.
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"Even the
smallest
business
should have a
definite,
clearly
outlined
program. ,

A closer look at each of these questions will clarify
the underlying purpose each one fulfills in benefiting management.
PLANNING

In another role, accountants must analvze and
interpret business data arising from internal Op erations and external relationships. Their results
serve as a basis for executive action. Examples of
this include determining variances, analyzing the
results reported be accountants, and the subsequent
action taken by management to eliminate these
variances.

Business planning consists of determining general
policies and analyzing in detail the program required to carry them out. Total financial information— prospective as well as recorded —is essential
to top -level planning. Major decision policies are PROTECTION
made final only after examination of the maximum
The resources of any enterprise whether human,
available information.
economic, or physical must be protected against
Accounting should provide information reason- improper use, possession, or custodianship. Here
ably factual as to the past and reasonably reliable the accounting system serves a vital part by mainas to the future. It is not a requirement that his- taining accurate records and reports covering pertorical data be absolutely accurate because no one tinent subjects. These records should cover such
can say with finality what the exact net profit was things as location, condition, age, and cost of
or what the exact cost of an item was. Therefore, property; time worked; money received and paid,
historical data need only be "reasonably" accurate. and insurance carried on lives and property.°
Future data should be "reasonable" rather than preDesigning a system to fulfill the above purposes
cise because of the unpredictable nature of things does not mean the system will be automatically
successful. D. A. Reddington compiled the followthat affect business.
Besides policy planning, accounting systems ing list of what he considered to be the necessary
serve as a helping hand in operational planning. features to determine success in an accounting
Planning based on facts and figures can avert ma- system. The system should be:
terial, machine, and labor bottlenecks. Analyzing
detailed records can smooth scheduling of pur- 1. As simple and direct as possible without sacrichases, machine loading, and the assignment of
ficing any essential records
manpower. In other words, making the right de- 2. Able to produce current information in a form
readily available
cision is inherent in the job of maintaining efficient, low -cost production, and the key is found in 3. Useful as a working tool and not a scrapbook
4. Tailored to meet specified requirements
the accounting system.
5. Economical in operations to avoid duplication
and excessive effort
COORDINATION
Even the smallest business should have a definite, 6. Equipped with internal checks to ensure that
information generated is correct.'
clearly outlined program setting forth plans for
the immediate future. This program informs all
Avoiding Design Problems
employees of their part in the immediate underNow that we have stated the purposes of the
taking and permits them to move aggressively toward the accomplishment of their tasks. NA'here system including a brief description of the features
precise plans fail to exist there will always be a lack that make it successful, let us consider potential
of coordination, a restraining of initiative, and a trouble spots in system design.
duplication of effort,' Accounting systems come
into play once again by providing useful informa- SUITABILITY
When designing a system for a particular firm
tion; this time in the form of a program budget for
a period of time. The accounting system also reports the accountant might possibly use the system of
regularly on the progress of each program, noting another company in the same industry as a foundawhich ones are out of step and, hence, out of tion. Since businesses in the same field usua11v have
similar problems, accounting procedures and concoordination.,
trols will be basically the same. However, the accountant must be aware that subtle differences in
CONTROL
The accountant's greatest contribution to control the detailed operations of his firm do exist, and
lies in systems design. Since policies and programs that any system he designs must conform to them.
are not self - enforcing, continuous surveillance is Revamping the business to dovetail with a system
needed both to enforce them and to make sure that alreadv in use is hazardous; the system should be
if any fail, the reason for failure is not because of shaped to the business."
faulty execution. Each system should also be designed with features that help achieve efficient O p erations and reduce temptation. Although neither ' Hec kert, O h. C it. , p . 6.
J. Bro oks Heckert and Harry D. Kerrigan, Account;
Systems
total prevention of fraud nor perfect operation is Design
and Installation, 3rd ed., Ronald Press Co., New York,
N.Y.. 1%7, p. 12.
possible, the accounting system should strive for 'C
harles T . Ho rnq ren, Cost Accounting: A Alanagerial Emphasis,
both: for example, allowing for a separation of 3rd ed. , P rentic e -Hall, Inc. , Englewoo d C liffs, N. J., 1972, p. 668.
Heckert and Kerrigan, O p Cit., p. 12.
duties between record - keeping and physical hanDonald A. Reddington, Control N4ethods
Small Business,"
.Management Accounting, September 1973, p. 15.
dling of assets.5
' Bennett, O p . C it. , p . 8.
or

4
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COSTS

Although the system's actual cost should be
repeatedly returned to the firm through the information it will generate, the accountant must
carefully monitor two basic costs in setting up the
system— clerical costs and equipment costs.
The size of the clerical staff should be sufficient
to provide a smooth- running operation without
being top heavy. Shorthandedness should ideally
be avoided, but a small staff of mentally alert and
well - trained personnel will accomplish more than
a group twice the size composed of less competent
or poorly trained people.
Remember that clerical help is cheaper than
executive help. Using executives to carry out required clerical work at odd times between their
separate, responsible duties is the most expensive
way to do it. All too often, executives loaded down
with these extra duties are unable to perform their
real jobs.
Accounting and statistical data should be
gathered when it is apparent that their value to
management will equal or exceed their cost. Cost,
however, will depend upon the method and equipment available for securing it. Hence, what information to gather is contingent upon a knowledge of
how it may be secured and at what costs.
Records that must be kept, the number of customer orders handled, and the information management requires, are the requisite elements for
efficient use of equipment. Keeping these elements
in mind is the easiest way to avoid excess cost when
selecting the most appropriate equipment to meet
the firm's needs. Excessively elaborate equipment
generally will not have a value to the firm equal
to or exceeding its cost and is therefore a waste of
funds. A wide choice of system/equipment alternatives is available for a small business, including:
1. manual systems with ledger accounting, 2. "write
it once" systems, 3. ledgerless accounting, 4. electric accounting machines, S. electronic accounting
machines or minicomputers, and 6. computer timesharing services. In selecting his system, the accountant should familiarize himself with all equipment available, its application, suitability of certain
tasks, and the costs to install and operate.
PERSONNEL

The people already employed by the firm can
cause major problems in system design for the accountant. On the other hand, these people can be
very helpful if the accountant properly approaches
the problem. For example, present employees find
their greatest difficulty in accepting the changes
required by a new accounting system. People are
more willing to accept a change if they understand
it; even more if they have helped to plan it. The
accountant should therefore make every effort to
involve directly those people affected by the
change. To do this it helps to have a clear understanding of human behavior, to understand the
way people react to change, and to know human
factors that should be taken into account in system
design and implementation.
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Psychology and Change
In his article, "Basic Psychology For a Systems
Change," Dr. Donald L. Caruth discusses four
major areas of concern. They include: 1. basic
human motivation, 2. why people tend to resist
change, 3. ways in which people resist change in
the workplace, and 4. how to overcome resistance
to changes By understanding the factors involved
in each concern, the accountant can better design
a system without problems from personnel. Briefly,
these areas of concern are:

"...

executives loaded
down with
these extra
duties are
unable to
perform their
real jobs."

BASIC HUMAN MOTIVATION

Motivation is the willingness to exert effort
toward accomplishment of some objective. This
willingness is obtained in an attempt to satisfy
personal needs.
Abraham Maslow's theory of motivation, based
on a hierarchy of needs,1 0 states that a person is
motivated to achieve one need at a time in the
hierarchal order. In other words, once a need is
satisfied, it no longer motivates and it is then
replaced by another need.
In our contemporary American society the first
two needs are relatively well met, so that to
motivate employees, the designer must try to
satisfy desires higher on the scale than the first
two. It can be seen that additional pay and fringe
benefits only satisfy lower needs and, hence, have
little long -run benefit.
To satisfy the higher levels several features can
be built into the system. Recognition for a job
well done, and appreciation for an employee as a
thinking, intelligent individual are just two. Providing a person with the opportunity to perform
truly meaningful work, and letting him use his
creative ability in his job help meet his needs for
self - fulfillment.
WHY DO PEOPLE RESIST CHANGE?

Change is often viewed as a threat. Change is
a source of frustration which prevents a person
from satisfying basic needs. Many employees look
at change as something that will result in depersonalization. This is especially true when new
mechanical equipment is brought into the system.
For most people, change is also loaded with uncertainty; it creates situations of new demands
wherein the employee feels lost.
HOW DO PEOPLE RESIST CHANGE?

Resistance to change can be physical or mental.
Resistance can take the form of anything from outright physical destruction of machinery to the
spreading of rumors about it. Employees may also
develop negative attitudes toward a new system
and give up trying to become part of it. If this
happens, such individuals should be moved from
their particular functions or completely withdrawn
from the system.
0

Dr. Donald L. Caruth, "Basic Psychology for a Systems Change,"
Journal of Systems Manag cntsat, February 1974, pp. 10.13.
10
These needs in the order of their necessity are: physiological,
safety and security, social, egotistic, and self- fulfillment.
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"Resistance
can be greatly
alleviated
through
participation,
communication, and
education."

HOW CAN RESISTANCE TO CHANGE BE OVERCOME?

OMISSION OF IMPORTANT INFORMATION

Resistance can be greatly alleviated through participation, communication, and education. Since
most people will more willingly accept change if
they have helped in planning it, every effort should
be made to at least use employees as a sounding
board if direct involvement is unfeasible. It is also
imperative that each employee know all the features of the system. In a company where comprehensive training ( retraining) is the rile, employees'
feelings of uncertainty and insecurity with the new
system can be lessened.

Most people think all controls must be expressed
quantitatively in terms covered by the accounting
system. It must, however, be realized that there
are areas of performance important to the success
of the company that cannot be measured by methods now available. For example, reporting should
not be limited only to measuring actual versus
budgeted expense.

Management Reports: Some Weaknesses
The accounting system's basic objective is to
collect and present all information vital to the
operation of the business. This information should
meet management's operational needs and only
those needs and at the required time —not weeks
later. The effectiveness of any management depends
on the information it is given, and any information
system is only as good as its ability to motivate
management, with a maximum efficiency, to take
the right action. The methods of reporting, however, often contain weaknesses that can fail to
motivate management. The accountant is logically
the one to seek out these faults and eliminate them.
Hugh D. Luke has observed and described five
common weaknesses " discovered most often in
management information reporting. They are:

LACK OF INTEGRATION

A conglomeration of uncoordinated bits and
pieces is evidence of a lack of integration. Management often requires specific information to
determine a course of action based not on overall
company objectives, but on the requirements of a
department or division. After a problem has been
resolved, reports are many times continued from a
defensive standpoint. This results in a lack of integration and increases the flow of useless information. Reports which have served their purpose
should be eliminated.
LACK OF CLARITY

This fourth weakness may be reflected in content
or form or both. All too often reports become preoccupied with the technology of the profession,
letting the real needs and interests of management
pass overlooked.
PLANNING VERSUS CONTROL

1. Excessive reporting
2. Omission of important information
3. Lack of integration
4. Lack of clarity
5. Planning versus control

A failure to distinguish between information for
planning and information for control can be a
serious weakness. As an example, product information (essentially planning) does not show who is
responsible for the results reported.

EXCESSIVE REPORTING

Conclusion

With today's various methods of gathering data,
all too often conflicting, overlapping, or unnecessary
reports are sent to management. Basically valuable
reports are many times encumbered by useless information. Because of this excess reporting, clerical
costs exceed their limit, but more important, there
is a loss of executive effectiveness. As an executive
finds himself increasingly engulfed by a mass of
irrelevant information, he may either ignore it or
become enslaved by it. In either event he becomes
less effective in fulfilling his goals.
Huih D. Luke, "Dynamic Accounting for Effective Management, ' Management Accounting, May 1970, p. 12.
11

The task of designing an accounting system is a
difficult one. If the accountant is aware of a system's successful features and probable pitfalls in its
design, lie will have an easier task in reaching his
goal. Equally important, however, is the question
of system revision. The most persistent mistake
accountants make in the design of most accounting
systems is the failure to make regular studies on
their progress. New requirements by management,
changing personnel, and recent technological developments can easily make a system obsolete. The
accountant should therefore constantly revise any
out-of -date features in his effort to make his accounting system a good one.

Erratum
In Exhibit 3, on page 30 of the May 1975 issue,
the ending inventory at retail for the 19 X 3 Solution should read, "Ending inventory at retail

30

($89,250 beginning inventory + $270,000 purchases — $250,250 sales) ." Our thanks to Paul
Costanza of the Cleveland Chapter.
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THE TEACHING
OF INTERNATIONAL
ACCOUNTING
Although there is a very real need for international accounting in
the curricula of institutions of higher learning, there are also
many very real problems involved in establishing and teaching
the appropriate courses.

By Paul B. Foutz
The matter of a college education for today's
youth is fast becoming a prerequisite to successful
advancement. What goes into that college education will determine how effective our leaders will
be in their world of ten, twenty, or thirty vears
from now. International accounting provides a good
base from which one may view the future with a
large degree of understanding.
The inclusion of a course or seminar on "international accounting" in the accounting curricula of
institutions of higher learning has been recommended by the Committee on International Accounting of the American Accounting Association.'
The need for this inclusion is due to the ever increasing expansion of international investment
holdings of firms and individuals, and the construction of subsidiary plants around the world. Over and
above the traditional problem of expressing accounts
in different currencies, the Committee gives the
following practical reasons for developing international dimensions in accounting: expansion of
international business and investment activities and
related demands for international financial reporting, auditing, and auditing standards; emergence
of international corporations owned and controlled
in more than a single country; efforts toward
economic regionalization and the consequent need
for accounting developments transcending national
boundaries; and advancement of accounting thought
on a multinational scale to foster better insight into
conceptual matters and to avoid unnecessary duplication of research efforts.
The Committee further notes that as the need
for accountants with international accounting
knowledge increases so does the need for accounMANAGEMENT ACCOUNTING /JUNE 1975

tants with not only a technical accounting knowledge but with a large degree of understanding of
the underlying national and cultural aspects of
accounting methods and theories. For the understanding of accounting as practiced in other countries calls for a study and comprehension of the
numerous differences that can be observed in
accounting principles, in legal traditions as reflected
in corporate and tax laws, and in political and
economic philosophies as revealed in the attitude
of management and labor toward their social and
economic involvement. A comprehension of other
nations' economic philosophies and accounting practices leads to a better understanding of a specific
country's approach to the solution of economic
problems and its own accounting concepts and
procedures.
The Committee concludes its recommendation
with the statement that the study of international
accounting matters extends beyond the generallv
defined areas of accounting and should be an
intellectual experience relevant to the multitude
of influences shaping every country's accounting
methods and procedures.
A Very Real Need with Very Real Problems
Although there is a very real need for international accounting in the curricula of institutions
of higher learning, there are also many very real
problems involved in establishing and teaching the
appropriate courses. Some of these problems, by
no means an exhaustive list, are enumerated below.
The problems concerning the introduction of
an international accounting course may be classified
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"... one

Must
consider
whether or not
it deserves to
be taught as a
special course
designated
'International
Accounting.' "

into three areas. First, should international accounting be offered as a separate course or should it be
mentioned in a number of functional courses not
oriented totally toward international aspects?
Second, should international accounting be offered
on the graduate level, the undergraduate level, or
both? Third, what is the nature of the subject
matter that will be taught under the aegis of
international accounting?
Each of these three questions raises considerations both favorable and unfavorable to any answer
that is given to them. The following discussion
points up some considerations that are relevant to
decisions made concerning the three questions.
SHOULD INTERNATIONAL ACCOUNTING BE TAUGHT
AS A SEPARATE COURSE?

When instituting international accounting into
the curriculum, one must consider whether or not
it deserves to be taught as a special course designated "International Accounting." The established
courses in the accounting and other functional areas
would probably want to absorb the subject matter
into their own courses. Also, several schools of
business already offer courses or parts of courses on
international topics. So that we find ourselves
wondering whether or not to establish a separate
accounting area within the international topics area.
Also relevant is the available time which the
student has. Perhaps the student cannot sandwich
another course on international accounting into his
program. This means that the student will take
either an international accounting course or one of
the older academic courses. The course to be sacrificed is often determined by professional pressure,
not by student interest. Exposing the student to
international accounting in various established
Exhibit 1
TELEPHONE QUESTIONNAIRE FORMAT
Do you have an international accounting course?
% o
Yes
Can you send me an outline?

Are you planning one?

When was the present course started?
Yes

Enrollment?
Course level?

When?

Student market?
Study materials?

Course level?

Research in progress?

Other Comments

End
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functional courses obviates the need for a separate
international accounting course to a degree. Yet
there exists the danger that the student will not get
the material as well as if 11e had had a separate
course.
Another consideration relevant to establishing
a separate international accounting course includes
the lack of qualified instructors. International accounting is a new subject area in the United States,
and professors who are knowledgeable in the area
are decidedly limited in number. In fact, many
schools would offer international accounting courses
if they had professors to teach the courses. Also the
lack of current materials and the paucity of literature in the field deter many accounting professors
from attempting to teach the course. In some
instances they are uncertain as to just what international accounting is. However, an ambitious instructor should be able to find enough material to
occupy a class in international accounting.
A final consideration is whether international
matters are taught more effectively in courses
oriented toward functional areas such as marketing,
accounting, and finance or in courses which are set
up with a separate international orientation, such
as international accounting. There is no clear
answer to this question.
SHOULD INTERNATIONAL ACCOUNTING BE TAUGHT
AT THE GRADUATE OR UNDERGRADUATE LEVEL?

Another problem facing the educator contemplating the addition of international accounting to the
curriculum is that of deciding whether to teach it
to undergraduate or graduate students, or both. At
the University of Washington there is only one
international accounting course; it is taught at the
graduate level. There are also a number of international business courses, six at the undergraduate
level and ten at the graduate level. The finance
department has one international course at the
undergraduate level and one international course at
the graduate level. Looking at this course set -up, it
would seem that international problems are more
relevant to graduate students than to undergraduates.
Why are internationally oriented courses more
important to graduate programs than to undergraduate programs? One reason given is that international problems are more advanced problems, and
would concern only managers and higher officials
of various organizations that would be involved in
international affairs. Therefore, only the specialists
need to be exposed to international accounting.
Another, more cogent argument insists that the
student must have some basis of expertise before
he is exposed to concepts which are discussed in
international accounting courses. For example, the
student should have a good background in basic,
intermediate, and advanced accounting before
attacking the complex problems attendant to consolidating foreign subsidiaries. Typically, the student has not acquired sufficient background
knowledge until he has virtually completed his
undergraduate program.
MANAGEMENT ACCOUNT ING /JUNE 1975

WHAT SUBJECT MATTER SHOULD BE TAUGHT IN AN
INTERNATIONAL ACCOUNTING COURSE?

The problem of what to teach in an international
accounting course also confronts the educator.
Management accounting is a good subject to start
with since it transcends international boundaries.
The major problem area will usually concern financial accounting. Financial reporting and legislative
differences seem to be the main aspects of the
problem.' It is up to the educator to decide which
topics to emphasize in an international accounting
course.
Another aspect of the subject matter problem
concerns the methods used to teach international
accounting. In a report issued recently by the
Wharton School of Finance and Commerce four
ways were suggested to teach the subject., One
method involves the teaching of accounting under
different social systems and noting the effects on
the accounting discipline. An example of this
method would be to look at the accounting systems
of a Western nation and compare them with those
of a Communist country. A second approach concentrates on the ways in which accounting thought
developed in various countries, and looks for common universal threads of accounting thought. A
third approach considers international accounting
to be "the ultimate theory course." The orientation
of the course is toward improving and understanding domestic problems. By looking at what others
have done in other parts of the world, accounting
is improved internally. A fourth approach looks at
international accounting in the context of the
international firm. In this approach, accounting is
believed to be most useful and relevant when it is
related to the firm which must use international
accounting data constantly. Such an approach emphasizes the practical importance of international
accounting.
A Survey of Selected United States Schools
In order to answer some of these questions,
a listing of professors interested in international
accounting was compiled from various sources.
Professors were selected who were known to be:
(1) Actively involved in an international accounting
course, (2) Interested in planning an international
accounting course for introduction in the near
future at their schools, or (3) Interested in international accounting from a personal viewpoint. A
general flow - charted questionnaire was then prepared. See Exhibit 1. The questionnaire was designed to minimize the time necessary to obtain the
essential information from each professor who was
contacted by telephone. Since we did not know
what response to expect from the contacted person,
we designed the questionnaire so that a number
of routes could be taken depending upon the situaG. G. Mueller, "The Dimensions of the International Account.
ingg Problem," Aecounfinq Review, January 1963, p. 144.
s Re rt of the Accounting Department Committee on International Accounting, Wharton School of Finance and Commerce,
1969, p. 1.
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tion relevant to each particular school. The telephone survey provided some unique advantages over
other types of survey techniques. Among the advantages were:
1.

The survey telephone calls were completed over a two -week period.
2. MO R E INFORMATIVE PERSONAL CONT ACT. The
telephone conversations allowed immediate resolution of anv unclear points and covered any
new items which may have been unforeseen by
the researcher. Also, certain attitudes and feelings were conveyed which were valuable in assessing the situation at a particular school.
3. COVERAGE. Out of the original listing of 70
schools, more than 90 percent were contacted.
Most mail surveys fall far short of such complete
response.
SPE ED.

"The
ineffective
courses will be
weeded out
and the better
courses will
remain."

The survey revealed that the number of international accounting courses is increasing. It also
indicated that many international accounting
courses are being created to complement courses
being given in the international business area. An
interesting sidelight, however, is that the very
existence of an international business department
sometimes impedes the introduction of accounting
into the international business areas. And, in a few
instances, international accounting courses have
atrophied due to a lack of student interest. This is
a sobering thought for any person contemplating a
great future for international accounting. Evidently
the students at the schools where the course is
inactive decided the course was not valuable or
relevant to them.
Conclusion
International accounting is a valuable and growing area of activity. The study of international
accounting must be integrated well with the entire
business curriculum to achieve maximum effect. A
poor job in teaching international accounting could
result in much discredit being heaped upon the
accounting profession.
The problems discussed in this article are the
ones that impinge most forcefully upon the educator concerned with the topic of international
accounting. Each problem entails a number of
considerations, no one of which is overly difficult.
The educator has the task of synthesizing the
various considerations of each problem into a course
of study which will accomplish the most. The
accomplishment will vary according to the viewpoint of the student, the professor, and the administrator. Experiences with the courses now being
taught should give rise to a "second generation" of
international accounting courses. The ineffective
courses will be weeded out and the better courses
will remain. Hopefully, international accounting
will emerge untarnished and more important than
before as a result of the curriculum experiments
now taking place.
❑
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A COMPUTER
MODEL APPROACH
TO BUDGETING
Budgeting and continuous re- forecasting by product line and
various tiers of consolidation is now an ongoing fact of fife in the
day -to -day ma na gement of the group.

By Richard C. Murphy
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All too frequently, the time required to assem ble
th e ann u al budget is so great that it inhibits the
planning of alternative strategies and thus undermines the budgeting process as a true planning tool.
As in any plan ning process, the time required to
achieve a consensu s of all th e various inputs for the
budget is critical. In effect then, the biggest obstacle
to the b udget /p lan ning process is the tim eliness of
the in formation . However, it is now feasible to take
man y o f th e elem en ts o f the con ventional budgeting process as sho wn in Exh ibit I and convert them
into a functional planning tool through the technique of co mputer modeling.
Any budgeting process, whether it be computerized or manual, is in itself a model. The com puter can, however, be used very effectively as a
Exhibit 1
PLANNING PROCESS

This article was
submitte d through the
Princeton Chapter.
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complex slave calculator to remove the arithmetic
tedium associated with a budgeting process. The
model need be little more than a conversion of
budgeting procedures into a simple straightforward
set of algebraic formulas, and it can be readily
broken down into three primary components:
1. A report description outlining the line-by-line
format of the desired output, typically following
the format of a P &L income statement
2. A structure of algebraic logic or procedures which
demonstrate the computational processes in simple formulas
3. Elements of data which, when passed through
the computational processes, will generate the
desired report
An outline of the computational logic to be used
by the model can very frequently be structured from
the existing procedures used in the development of
the spread sheets found in any budgeting process.
Installing this logic on a computer can effectively
reduce the computational burden associated with
the budgeting process by several orders of magnitude. Thus, the once -a -year agonizing budget /planning activity becomes a continuous dynamic assessment of corporate operations, as illustrated in Exhibit 2.
In the exhibit, the top half represents the typical
budgeting process with the occasional budget revision. The budgeting process is seen as a once through forecast of operations. It starts with a set
of primary assumptions, typically a sales forecast,
and is followed by a cursory review resulting in a
commitment to the primary assumptions for the
development of the profit plan. This is then followed by a period frequently several months long
(but may be as short as a few weeks during a revision) to develop the complete operating P &L
forecast. It is not until this point that the full cost
and profit impact of the priman, assumptions is
known and it is frequently too late to go back to
base one and re- develop the budgets.
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The experience with computerized planning systems is illustrated in the lower half of the figure.
The important thing to note is that the time savings associated with computerizing the budgeting
procedure makes it feasible to re -cycle planning
assumptions early in the budget/planning process.
The full cost and profit implications can be known
before any commitment is made to the primary
assumptions used in developing the budget.

Substantial Benefits
The development of a computerized budgeting
process can result in substantial benefits far and
above the simple time savings. They could be summarized as follows:
SHOR TENING

T HE

PLANNING

CYCLE

TIXIE.

By

re -

moving the computational effort associated with
budgeting, it is frequently possible to delay the
start of the budgeting process until all the inputs
are available. As most budget analysts are well
aware, it is difficult enough to get marketing people
to project sales for next month , much less give a
monthly sales estimate for fiscal 1976 during June
of 1975. Shortening the planning time, even if it
means only one or two months of time savings, can
improve the quality of the basic sales forecasts.
FORECASTING. By removing much of
the tedium associated with the budgeting process,
it becomes feasible to continuously update the forecast of operations on a. month -by -month basis
throughout the fiscal year and, in some instances,
extend the planning horizon of budget preparation
to a second fiscal year.
CO NT INUO US

SPOT ANALYSIS CAPABILIT Y . I f p r o c e d u r e s a n d

data

are maintained in a current form, the model is
ready for the inevitable "what if" questions which
arise in day - to-day business operations. In effect,
management can have the luxury of "instant" answers to "what if" questions.
EVALUATE 7%40RE ALTERNATIVES . W i t h t h e c a p a b i l i t y

of evaluating inquiries in minutes or hours, it becomes feasible to evaluate many alternatives in regard to specific tactics to improve the decision making process within a company.
DISCIPLINE. The discipline of developing the business relationships inherent in a computerized model
is of itself a valuable learning experience. A computer is basically a dumb beast which does not
know the meaning of the word "maybe." Development of a model requires a precise definition of not
only the cost systems but the process flows across
the various functional departments in a corporation.

Case Study
As an example of what can be done in terms of
the budgeting and planning process, the following
is a description of the experience of a company's
consumer product group which has successfully integrated a computerized model into its ongoing
MANAGEMENT ACCOUNTING /JUNE 1975

budgeting and planning activities. The consumer
products group is the operating division responsible
for most of the grocery outlet products manufactured and sold under the company's well -known
trademark. The division is heavily marketing oriented, with a product manager concept that holds
product managers responsible for profit levels of
their respective brands. Approximately three and
one -half years ago, the consumer products group
had a well- organized and responsive manual budgeting system under the direction of the vice president
and controller. The manual budgeting system had
been in existence for a number of years and had
gained the respect of marketing management and
the senior general management of the division. At
the time that a decision was reached to undertake
the computerization of the marketing/financial
budgeting process, it was based upon the following
specific objectives:

"Shortening
the planning
time ... can
improve the
quality of the
basic sales
forecasts."

1. To remove much of the arithmetic tedium of
the budgeting process performed by the financial
analysis staff in support of marketing inquiries
2. To make the budgeting process more responsive
to the rapid changes that typically occur in the
dynamic business of consumer products marketing (i.e., to improve the quantity of data available to the product managers and line management rather than the quality of information)
3. To shorten the time required during the annual
budget preparation
4. To enhance the capability to analyze and evaluate the impact of commodity price fluctuation
on costs, by individual product and brand
Exhibit 2
MANUAL VERSUS COMPUTERIZED PLANNING
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"... a forcing The Model
The model was developed in three months by a
capability was

model data is interrogated and maintained by the
financial analysts who directly support marketing
and line management, even though they had no
prior technical computer experience. In brief sum inan., each of the models performs the following
functions.

joint team representing three members of the controller's department, an operations research analyst,
and two members of an outside consulting firm.
into the The result of this project was the complete comm o d e l . . . " puterization of the marketing /financial budgeting REC IP E COST FO R MULAT IO N MO DEL. T h e c o n s u m e r
process, and its use has had a dramatic effect on the
ongoing planning activities at the consumer prod- products group markets in excess of 100 uniquely
ucts group. The operating management of the formulated product lines which are manufactured
group now has, on a continuous basis, control of in 13 locations across the United States. Each prodthe future of the group in terms of the impact of uct has a unique recipe formulation by manufacconstantly changing marketing and cost assump- turing facility for commodity, yields, by- products
tions in its broad range of product lines as never with associated cost credits, and unique commodity
before possible with a manual system. Budgeting price levels at each producing facility. As comand continuous re- forecasting by product line and modity price estimates fluctuate, thev can have
various tiers of consolidation is now an ongoing varying impact in terms of material cost by selected
fact of life in the day -to -day management of the product and brand. Most commodities are used
in several end - products, and a simple question such
group.
as:
"What if corn increases in price by $16 per ton
The senior management of the firm on numerous
at
the
same time as soybean costs decrease by $ 5
occasions has had a detailed thorough evaluation of
per
ton
?" could take the financial analysts several
the full profit and loss implications of differing
man
-weeks
to evaluate on a manual basis by prodmarketing and operating strategies. Most of these
benefits exist because of the quick response capa- uct, brand, and consolidated. The recipe cost
bility afforded by the model and the improved co- formulation model was designed to make it feasible
ordination generated between brand managers, fi- to investigate such questions in a time frame of a
nancial analysts, and line management as a direct few minutes to a few hours. Additionally, the recipe
cost formulation model has the inherent capability
result of the model system.
The model followed the brand responsibility to take volume forecasts by product and explode
organization of the division as outlined in Exhibit them back to raw material consumption by produc3. The model is composed of eight linked modules ing location. This provides valuable guidance to the
which can independently be interrogated or, at user buyers for their activities in purchasing and hedging
option, can pass appropriate data to other elements in the futures market.
of the planning system. All reports generated by the
BRAND MODEL. The brand model is the heart of the
model are in a format similar to those used in the
system
in regard to the numerous analysis requirepreparation of internal accounting P &L statements
ments
of
the brand and product managers. This
and are likewise similar to those used in the earlier
model
takes
the primary sales forecast with supmanual budgeting process. But most important, the
porting marketing and promotional expenditure
levels and converts them to a month -by -month
brand contribution forecast. Material cost per unit
Exhibit 3
data is extracted for the recipe cost formulation
CONSOLIDATED MODEL
model, and various other direct cost elements are
incorporated on a per -unit basis with provision for
Consumer prods.
cost level changes at specified points during the
group consol.
fiscal year. Actual data from the internal accountmodel
ing system is updated monthly by product line so
I
- - I
A t
7
that all interrogations reflect current information in
fiscal year forecasts of contribution. Additionally, a
forcing capability was programmed into the model
to generate the line -by -line requirements, on a
Seafood
Grocery prods.
Specialty
seasonalized basis, to achieve the latest approved
division
division
toads division
model
model
model
fiscal year budget for which a brand manager is held
responsible. The P &L forecasts of this model can
optionally be by pack size, by product or by brand
group. The brand forecasts, in total or by selected
Margin
Brand
Brand
brand,
are then transferred to the division consoliw! acc rual
analysis
wraccrual
model
model
model
dation models.

programmed

Brand data

� i �

forecast

Recipe cost
formulation

model

model
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Brand data

DIVISION MO DELS . T h e d i v i s i o n m o d e l s C o n s o lid a t e

the various forecasts of their respective brands and,
additionally, incorporate unallocated expense items
to generate the consolidated statements of division
Continued on page 38
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PROFITABILITY
MEASUREMENT IN
MARGIN DOLLARS
PER HOUR
While dollar values alone are readily assignable,
real meaning is imparted only
when dollars are expressed in terms of time.
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Margin benefits per (bottleneck)
facility hour
Facility hours per year
Additional margin per year

$266
2,080
$553,280
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Exhibit 1
MARGIN DOLLARS PER HOUR
C
85
55
30
.10
$300
$

Product
B
$150
$100
50
.30
$167

$

Sales (per unit)
Direct (variable) cost
Margin
Hours
Margin dollars per hour
Margin /unit
Hours /unit

A
$100
60
00
.20
$200

$

The longest time in each case controls production
and, of course, limits the output quantity.
In another example, illustrated in Exhibit 2, the
margin dollars per bottleneck hour are more significant than the margin dollars per unit for profitability defermination purposes. Also, note that

Present Proposed
Average units per (bottleneck)
facility hour
31.35
35.15
Margin dollars per unit
$83.00
$81.59
Margin dollars per (bottleneck)
facility hour
$2,602
$2,868

$

An important factor in determining the margin
dollars per hour is the bottleneck operation. The
bottleneck is that operation in the production cycle
which requires the longest period of time. If each
product in Exhibit 1 required three separate but
related operations, as shown below, the bottleneck
operation for each is the one indicated by the
asterisk:
Product
A
B
C
Operation 1
.15
30*
.08
Operation 2
.20*
.25
.05
Operation 3
.10
.15
.10*

The evaluation of various operating practices
is another area where margin dollars can come into
play. Suppose it is possible to increase the number
of units produced per bottleneck hour from 31.35
to 35.15 with a reduction of margin dollars per
unit from $83.000 to $81.59. The overall gain, as
shown below, would be $553,280 per year:

$

The Bottleneck

Margin Dollars Per Facility Hour

$

Margin rates reveal most clearly those products that
are most profitable. They are also valuable in
evaluating various operating procedures for the
purpose of selecting that one which is most profitable. However, it is margin dollars per hour which
really measures a firm's success. Exhibit 1 illustrates
the relative profitability of three products in margin
dollars per hour.
Note that product C returns the lowest margin
dollars per unit; but when the units -per -hour is
considered, it moves from the least profitable to the
most profitable product. The important consideration is the dollar amount earned in a period of time
rather than the amount earned per unit.

product B surpasses product A not only in margin
dollars per hour ($1,956 versus $1,733 respectively)
but also in effort. Product B does not require Operation 4.

_

By David W. Wycoff
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"Hours are a
constant and
unalterable

Exhibit 2
MARGIN DOLLARS PER
BOTTLENECK HOUR
Margin dollars per unit
Hours per piece
Operation 1
Operation 2
Operation 3
Operation 4

Product
A
B
$52.00
$45.00
.023
.020
.020
.030

.023
.015
.015

.030
$1,733

.023
$1,956

—

measurement..."

In this example, the margin dollars per (bottleneck) facility hour is higher for the proposed method than for the present method and consequently
produces more profit on an annual basis.

Bottleneck operation
Margin dollars per hour

Conclusion
Dollars and hours, our two most universal measurements, are combined in the margin dollar per
hour rate. While dollar values alone are readily
assignable, real meaning is imparted only when dollars are expressed in terms of time. Hours are a
constant and unalterable measurement for product and operation purposes. Thus, as we have
demonstrated, it is the margin dollars per hour that
measure success.
❑

A COMPUTER MODEL APPROACH TO BUDGETING
Continued from page 36
profit and loss. Additionally, these models estimate
the working capital requirements in support of
operations.
MARG IN ANALYSIS MO DEL. The margin analysis model
was developed to support the price promotion activities for tuna products distributed by the seafood
division. The purpose of the margin analysis model
is to estimate the contribution schedule by pack
size, based on forecasted average inventory valuation
and desired margin requirements. A forecast of inventory replacement cost by pack size based on
catch size and species mix is made by an in -house
computer program and this serves as input to the
margin analysis model. The margin analysis model
then forecasts inventory withdrawal cost by pack
size, in conjunction with suggested list price and
selling expenditures, to develop an available margin
for price promotion activity. This information can
then optionally be transferred to the seafood division model.
DIVISION MO DEL. The seafood division
model operates in a context very similar to the
brand models of the other divisions for non -tuna
product lines, such as shrimp, ovsters, etc., to generate a brand P &L or consolidated seafood division
P &L projection.
SEAFOOD

The group consolidation model brings together all of the division
forecasts and converts them into the budgetary
format required for reporting to the company's corporate staff.
GROUP CONSO LIDATION MO DEL.
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Conclusion
Over the past several years, many corporations
have undertaken the exercise of building a corporate
model. However, many times the development of a
corporate model has been a frustrating experience
with very few real benefits. What follows is a list
of some primary considerations which can help
assure that a model development can be as success.
ful as the one described in this article:
1. Have your objectives firmly stated at the onset
of the model system development.
2. Involve the user group, both management and
staff, from the start of model development. They
must be integral members of the assembled task
force.
3. Make sure that the project is managed by the
user group, particularly for the judgments or
compromises which may he required for technical reasons.
4. Make certain that you work with currently available data sources.
5. Be pragmatic and develop a system which is
feasible in a time frame which management can
accept❑—❑typically,❑not❑more❑than❑six❑months.
6. Design a system which will be easy to modify in
the future as the character of the company
changes. No planning system can afford to be
static since companies by their very nature tend
to be dynamic organizations.
7. Don't re- invent the wheel, both from the standpoint of existing manual budgeting processes and
computer software. Sophisticated computer programming languages are available which make it
feasible to develop sound systems.
❑
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EXPANDING THE
PROFIT CONTRIBUTION
APPROACH
These approaches are particularly useful because they
incorporate the decision- maker's beliefs into the decision
process.

By Frederick H. Wu
The basic weakness of the traditional profit contribution approach lies in its assumption that sales
and costs can be forecasted deterministically. In
reality, sales will always be forecast with some uncertainty. Also, since profit and risk are inseparable,
decisions based on the profit contribution approach
must involve a certain degree of risk. In this article,
the risk factor is incorporated into the conventional
approach, and then two new approaches are presented. In the first approach, if objective data are
available and if sales can be described by a normal
probabilih- distribution, the following decision rule
may he followed:
1. Determine the decision - maker's maximum risk,
2. Compute the probability of a zero or negative
profit contribution, and
3. Accept the alternative if the probability of a
zero or negative profit contribution is less than
the decision- maker's maximum risk.
When objective data are not available, the second
or third subjective probability approaches may be
applied. These approaches are particularly useful because they incorporate the decision - maker's beliefs
into the decision process.

The predicted annual operating statements for these
products are as follows:
Product
A
B
Sales
$400,000
$100,000
Variable expenses
240,000
70,000
Contribution margin
$160,000
$ 30,000
Separable fixed costs:
discretionary
100,000
28,000
Short -run performance
margin
$ 60,000
$ 2,000
Committed
30,000
5,000
Contribution to absorb
joint costs
$ 30,000
$ (3,000)
Note that the sales and cost figures for product
line B appear to pose a problem: Since it does not
yield a positive contribution to absorb joint costs,
should this product line be dropped? Note also the
separable discretionary costs. These are defined as
"... fixed costs which arise from periodic (usually
yearly) appropriation decisions which directly reflect top management policies. "' Since these costs
are discretionary, they could be reduced almost
entirely for a given year. Thus, it may be assumed
that the discretionary costs pertaining to product
line B can be reduced from $28,000 to $2,000 if
product line B is dropped. Committed costs, on the

The Traditional Contribution Approach
Assume that a company has two product lines.
MANAGEM ENT ACCOUNT ING /JUNE 1975

' Charles T. Horngren, ,lccounting /or ,Nana erial Control, 3rd
Id., Prentice -Hall, Inc., Englewood Cliffs, N. , 1974, p. 302.
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experience..."

Exhibit 2

TRADITIONAL PROFIT CONTRIBUTION
APPROACH

PROFIT CONTRIBUTION REFLECTING
PROBABILITY DISTRIBUTION OF SALES

Alternatives
Keep bo th
Drop product
prod uct lines
line B
Expected annual costs:
Variable costs
Co ntribution m argin
Expected separable dis.
cretio nary co sts
Short-run co ntribution
to profit (perfo rmance
margin)

$

310 ,0 00

240 ,0 00

Expected costs:
All variable co sts
7 0 % of sales

$19 0,0 00

$16 0,0 00

Co ntrib utio n m argin

$50 0,0 00

128 ,0 00

$40 0,0 00

Product line B
70,600
$12 9,0 00

49,420

90 ,3 00

$21 ,1 80

38 ,7 00

$

Expected annual sales

Expected sales

102,000 *

Discretio nary fixed costs

28,000

28,000

Sho rt-run performance
marg in

(6,82 0)

10,700

$

from

Exhibit 1

$

"A probability
distribution is
objective in
the sense that
it can be
determined

$ 62,000

Assumptions:
1 The d ecision -m aker is willing to ac cep t a f ive perce nt
risk.
2 Mean of sales Xn
$1 00 ,0 00
Standard e rror a
$15 ,0 00
3 At the 9 5 pe rcent co nfid ence level,
Sales
Xi, 1.96
$1 00 ,0 00
(1 .9 6) $15 ,0 00
$1 29 ,0 00
--$ 7 0 ,6 0 0

$ 58,000

=

=

_

The dis cretionary f ixed costs of $2,000 pe rtaining to
product line B cannot be reduced to zero when this
product line is drop pe d.

other hand, are defined as ".. , those which arise
from the possession of plant, of equipment, and of
a basic organization." 2 These costs generally would
be much more difficult to reduce.
A solution to this problem based on the conventional contribution approach is presented in Exhibit 1. Considering the $4,000 of additional profit
contribution, it would appear that product line B
should be kept. However, this conclusion is based
on an assumption that sales for both alternatives
are accurately forecasted, a highly questionable assumption.
Another limitation of the traditional contribution approach is the assumption of variable and
fixed cost relationships to sales. Although this assumption is considered acceptable as a good approximation for short -run cost analysis, it has not
yet been confirmed empirically as a general truth.
Thus the assumption also leads to the presentation
of deterministic cost figures by management accountants. However, for simplifying the subsequent discussions, this limitation is ignored.

=

=

±

=

,,

±

Decision:
Since the alternative of keeping the product line B
produces a higher c ontrib utio n to pro f it than the alte rnative of drop ping product line B, a rational man will
choose the fo rm e r alternative ,

B is not completely correct although it appeared to
be so in terms of the traditional contribution approach.
A logical question that a decision -maker may
now ask is: "What is the risk of a negative contribution if product line B is retained ?" To answer
this question, let:
X = The level of sales at which the short -run
profit contribution is zero
C = The total variable cost at the sales level (X)
CM = Contribution margin
Then
X - C =CM
Since Exhibit 2 indicates that all variable costs equal
70% of sales:
C = 0.7X
and,
CM = $28,000 (in order to break even)

Probability Distribution of Sales Approach
Decisions under risk are characterized by the existence of an objective probability distribution describing the relative occurrence of states of nature.'
A probability distribution is objective in the sense
that it can be determined from experience, or it can
be derived from a frequency distribution based on
historical data. For example, sales of product line
B might be described by a normal distribution with
a mean (XB) equal to $100,000 and a standard
error of the mean ( a ) equal to $15,000 based on
historical data. See Exhibit 2. With this objective
data available, a decision -maker specifying a 95 percent confidence level would face the possibility of
losing $6,820 at one end and the possibility of
adding $10,700 to profit at the other end. It is
thus obvious that the decision to keep product line
40

Accordingly
X - 0.7X = $28,000
and
X = $93,333 (approximately)
_We now measure the deviation of X from the mean
XB in terms of the standard deviation o :
Z = XB - X
v

Z = $100,000 - $93,333 = $0.44
$15,000
lbid., p. 301.
Stephen H. Archer "The Structure of Management recision
Management Journal, December 1964.
Theory," Academy

7
2
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"Thus, to keep
or to drop

Exhibit 3
DETERMINING THE PROBABILITY DISTRIBUTION OF SALES

From a table of areas under the standard normal
curve, we find that the area corresponding to a Z
value of 0.44 is 0.1700 or 17 percent. In other
words, the probability that product line B will generate enough profits to absorb the committed fixed
costs and the joint fixed costs is only 17 percent. If
the decision -maker is willing to accept this risk,
product line B should be kept; otherwise, it should
be dropped. Thus, to keep or to drop product line B
depends on the decision - maker's risk attitude.

Posterior
probability
P (p I r 6)
0.00486
0.03238
0.13492
0.32380
0.29681
0.20723
1.00000
=

Joint
probability
P (r
6, p)
0.000009
0.000060
0.000250
0.000600
0.000550
0.000384
0.001853
=

=

True market
share (p)
0.10
0.12
0.14
0.16
0.18
0.20

Conditional
probability
Pb (r
6 1n 10, p)
0.0001
0.0004
0.0010
0.0020
0.0037
0.0064
=

Priori
probability
P(p)
0.09
0.15
0.25
0.30
0.15
0_06
1.00

product line B
depends on
the decisionmaker's risk
attitude."

share. The conditional probability (P b ) in the
third column is derived from the binomial formula:
Pb

= nCrpr

( I-

p ) n-r

where
n = The sample size
C = The combination notation
r = The number of desired responses given n
p = The true market share

A Subjective Probability Approach

For example, if six out of ten salesmen respond
The approach presented above assumes that the positively to the question: Do you believe that the
variable, sales, can be described by a normal dis- market share for the next year will be within the
tribution and that empirical data are available for range of 10 to 20 percent, then n = 10 and r = 6;
deriving that normal distribution. However, if the and if p = 0.10, the conditional probability (P,,)
assumptions do not hold, the approach becomes is:s
inapplicable and a different approach must be
sought for coping with decisions under risk.
Pb = 10e6 (0.10) 6 (1 - 0 .10) LO-6
The second approach is based oil a decision = 0.0001
maker's subjective probability distribution weighted
by additional information when available.' In ap- The joint probability, P(r = 6,p), in the fourth
plying this approach, a management accountant column is the product of the priori probability
may have to go through the following three steps weighted by the conditional probability. The posin order to provide relevant information:
terior probabilities, indicated in the last column,
are derived by dividing each joint probability into
1. Determine a probability distribution of sales,
the total joint probability. For example, for the
2. Compute the performance margin as the condi- true market share p = 0. 16, the posterior probability
tional profit or loss to each probability level, is ( 0.000009/0.001853 = 0.00486) . Thus the posand
terior probabilities are really revised probabilities
3. Compute the expected profit, or loss, for each of resulting from the additional information obtained
the two alternatives -to keep product line B or from the sample of ten salesmen.
to drop it -by weighing each conditional profit
or loss by its probability.
COMPUTING THE CONDITIONAL PROFIT AND
EXPECTED PROFIT
DETERMINING THE PROBABILITY DISTRIBUTION

An application of the three steps described above
is illustrated in Exhibits 3, 4, and 5. In the first
column of Exhibit 3 sales are expressed in terms of
true market share. The second column represents
the so- called priori probability, the sum of which is
always 1.00. It is the decision - maker's subjective
appraisal of what he believes to be the true market
1

' The essence of this s ubjective pro bab ility, or Bayesian, ap pro ach
is that the dec isio n -maker bases his dec ision o n what he knows or
believes rather than on an arbitrary "p rincip le" since he is the
one taking the decision risk. Refer to Robert Ichlaifer, Introduction to Statistics for Business Decisions, McGraw-Hill Book Co.,
New Yo rk, N.Y., Chap ter 12; Als o Harry V Ro berts . "Bayesian
Inferenc e," International Encyclopedia of fha Social Sciences, 1968.
. T o avoid co mplicated c omputations a cumulative binomial distribution table may b e c ons ulted for determining Pb.
MANAGEMENT ACCOUNTING /JUNE 1975

The conditional profit or loss is computed for
each true market share and its corresponding level
of probability. See Exhibit 4. For the alternative of
dropping product line B, sales of product line B
will be zero and consequently variable costs are
also reduced to zero. It is also assumed that total
separable discretionary costs will be reduced to
$2,000 and the separable committed fixed costs of
$5,000 will continue to be incurred. Carrying the
conditional profit or loss to Exhibit 5, we find that
the expected profit or loss may be defined as a
weighted average of all the conditional values of an
alternative, with each conditional value being
weighted by its posterior probability.
41

". . .

Conclusion
If management accountants are to contribute to
the decision - making process within business organizations of tomorrow, they must integrate both
stewardship and fiduciary responsibilities with a
new responsibility for broader management decisions. They must use accounting techniques such as
the contribution approach and the incremental
profit analysis to determine conditional profit. They
must also combine accounting techniques with
probabilities so that they can provide unique and
practical decision rules to be applied to special decision problems under risk.
El

SUMMARY
Based on subjective probabilities, the decision
t
rule
to be applied may be summarized by (1) determ en
... mining posterior probabilities for all possible values
accountants
of the basic random variable such as market share,
must also (2) using these probabilities to compute the expected profit or loss (or weighted average) for each
combine alternative, and (3) selecting the alternative with
accounting the highest expected profit or lowest expected loss.
In this case, using Exhibit 5 as an example, the
techniques decision -maker will select the alternative of keeping
product line B since that choice will minimize his
with expected loss.

manage-

probabilities . . . "

Exhibit 4
PROFIT CONTRIBUTION AS CONDITIONAL PROFIT OR LOSS
Alternative 1: To ke ep pro duc t line B
Market share (1)

10 %

12%

55,000

$

$

Sales (pro duct
line 8)

14 %

16 %

18 %

20 %

66,000

$77 ,0 00

$88 ,0 00

$99 ,0 00

$11 0,0 00

46,200

53,900

61,600

69,300

77,000

16,500

19,800

$2 3,10 0

$26 ,4 00

$29,700

33,000
$

$

38,500

Co ntribution
marg in
$

Total variable
cos ts (7 0 %)

Separable fixed costs:
$28 ,0 00

$28 ,0 00

$28 ,0 00

5,0 00

5,0 00

5,000

5,000

5,0 00

33 ,0 00

33,000

$33 ,0 00

$33 ,0 00

$33 ,0 00

33 ,0 00

28,000

$
$

$

Total

$

28,000

5,0 00

$

28,000

Com mitte d(2)

$

Discretionary

Cond itio nal
$

(6,60 0)

(3,3 00)

0

$

(9,90 0)

$

$(13 ,2 00 )

$(16 ,5 00 )

$

profit (loss)

Alternative 2: To d ro p p ro duct line B
0

0
$

$

0

$

0

$

0

0

$

$

Sales (product
line B)
Separable fixed costs:

2,0 00

2,00 0

$

$

2,00 0

5,0 00

(7,00 0)

(7,0 00)

(7,00 0)

(7,00 0)

(7 ,0 00 )

(7,0 00)
$

5,0 00
$

5,0 00
$

5,000
$

5,000

$

Cond itio nal loss

2,0 00
$

2,0 00

5,000
$

Com mitte d(a)

$

$

2,0 00
$

Discretio nary

Notes
(1 ) As s um e that to tal market (ind ustry -wide) sale s are $55 0,0 00.
(2) Com mitte d fixed c osts are irre le vant in this de cision since they are no t d if fe rent und er eithe r of the two alte rnatives. Thus, the y m ay be omitted. However, in reality, they might be diff erent,

Exhibit 5
COMPUTATION OF EXPECTED PROFIT OR LOSS

10
12
14
16
18
20

0.0 04 86
0.0 32 38
0.13 492
0.3 23 80
0.29 68 1
0.2 07 23
1.0 00 00

$(1 6,50 0)
$(1 3,20 0)
$( 9,90 0)
$( 6,6 00)
$( 3,3 00)
0

Expected
profit (loss)
$(

80 )
47 2)
(1,33 6)
(2,13 7)
( 97 9 )
0
$(4,95 9)

$(7,0 00 )
$(7,00 0)
$(7,00 0)
$(7,00 0)
$(7,0 00 )

$(

34 )
22 7)
94 4 )
(2 ,2 67 )
(2 ,0 78 )
(1 ,4 50 )
$(7,0 00 )
(

Cond itio nal
profit (loss)

(

Posterior
pro bab ility

$

Market
share

Drop pro duct
line B
Conditional
Expected
profit (loss)
prof it (lo ss)

(

Keep product
line B

The to tal e xp ec te d los s is ($ 4,95 9 ) if the alte rnative o f kee ping p rod uc t line B is chos en.
The to tal exp ec te d lo ss is ($7 ,0 00 ) if the alternative o f d ro pp ing pro duct line B is chos en.
If the o nly f ac tor inf lue ncing this de c is ion p ro b le m is " p ro f it maximization" , then the alte rnative of keeping prod.
uc t line B sho uld b e chos e n since it e ntaile d a lo ss les s than the othe r alternative .
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THE CORPORATE
UTILITY TRANSFORM
The corporation is usually much larger and wealthier than any of
its managers, and the wealthy have lower values for marginal
dollars measured in units of satisfaction than the poor.
By Billy E. Goetz
Utility transforms are elusive concepts which have
not taken management decision- making by storm.
To date the best work in this area is still full of
practical difficulties. And ye t, the utility transform
is an effort to quantify a very real and often important factor in managerial decision- making.
In this article, I propose an alternative to the
standard - gamble approach, an alternative that I
find more intuitively satisfying and that I believe
practicing managers will find easier to understand,
to practice, and to believe.' This article is divided
into three sections. The first two are intended to
sketch the current state of the art, with an expectation that readers will find them no more satisfactory
than I do. The third section makes a proposal
which seems more reasonable to me, and more
workable. At least it seems worthy of further consideration, analysis and debate. If, in reading, the
first two tend to turn you off, skip them; the third
section can stand on its own.

Individuals' Utility Transforms
If you and I match pennies —for pennies —once,
we each have a 50 percent chance of gaining a
penny and we each have a 50 percent chance of
losing a penny. We say the odds are even, and we
each have a mathematical "expected value" of zero.=
Note that if we play such a game — once —we will
either gain or lose a penny; we cannot possibly
experience our expected value of zero.
If you and I match pennies —for thousand dollar
bills —once, we each have a 50 percent chance of
gaining $1,000 and we each have a 50 percent
chance of losing $1,000. Again, we have a mathematical expected value of zero. But we somehow
feel different about the two games.
This difference is a difference in risk, and attempts are being made to measure that risk, and
to include it in quantitative decision models by
means of the "utility transform." The utility transform derives from the economic theory of diminMANAGEMENT ACCOUNTING /JUNE 1975

ishing utility: the more of any commodity—including money —that an individual has, the smaller 'is
the "utility," i.e., the want - satisfying power, of still
another unit of the commodity. Attempts to measure an individual's utility transforms are based on
the "standard - gamble."
If you are offered a choice between two alternatives, Plan A which would certainly pay you
$10,000 and Plan B which would give you a 50 percent chance of getting $20,000 and a 50 percent
chance of getting nothing (note that both alternatives have a mathematical expected value of
$10,000), which would you choose? Most people,
and presumably all rational economic men including all competent managers, would choose the
$10,000 certain. But suppose the odds in Plan B
are changed to a 60 percent chance of $20,000
against a 40 percent chance of zero?
By manipulating the payoffs and the probabilities
it is theoretically and perhaps practically possible
to plot an individual's utility transform function
by means of which dollars (always marginal dollars)
can be transformed into "utils," i.e., units of satisfaction. Actually carrying out the program embraces
a number of experimental hazards. Would a person actually make the choices he says lie would?
In any case, considerable psychological, statistical,
and experimental skills would be needed.

i

N
4 w

B. E. GOETZ
Ft. Lauderdale Chapter
1970, is Adjunct
Professor of
Accounting at Florida
Atla ntic University,
Boca Raton, Fla. He
I s also Professor
Emeritus of
Ma na ge me nt a t the
Massachusetts
Institute of

Technology. Professor
Goetz received his
Ph. B. and Ph. D.
degrees from the
University of Chicago.
This article was
submitted through the
Fort Lauderdale
Chapter.

Corporate Utility Transforms
But how does one study a corporation's utility
transform? We can try the standard.gamble approach, but when we ask questions, we do not hear
a corporation answer. All we hear are the voices
of its managers, and their utility transform functions obviously should not be accepted as that of
'
This artic le proposes substitution o f a relatively objective, relatively familiar budgetary approach for the conventional introspective exploration of the utility transform function o f a nonexistent person by means of stand ard gamble ques tions answered
b y a number of s urro gate agents who are unlikely to reach an

agreement satisfactory to any of them.
9 "Expe c t e d val ue o f an ac t : a we ighte d ave r age o f al l the co ndi ti onal val ues of the ac t, each co ndit io nal val ue bei ng we ight ed
by its pr o babi l i t y, " Ro be r t Schlai fe r Probability and St at i st i c s f o r
Butinesi Dec i si on, McG raw -H ill t o o k Co . , Inc . , N e w Yo r k,

N.Y., 1959, p. 25.
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"In the pursuit
of profit, a

the corporation. The corporation is usually much vestment is not a continuous function. We assume
larger and wealthier than any of its managers, and that the last (i.e., the least - profitable) investment
the wealthy have lower values for marginal dollars made was a $20,000 chunk which produces a 20
corporation is measured in units of satisfaction than the poor. percent return; that is, it yields an annual profit
Moreover, corporations by and large make many stream of $4,000 per year. We further assume that
assumed to more choices than do individuals, which tends to the next chunk available (a still unexploited opmake the corporate risk of any single decision
exploit its most smaller by combining it with the risks on all its portunity) is one which would yield an annual
profit of 15 percent or $9,000 on an investment of
$60,000. However, because the 15 percent return
profitable other decisions.
Perhaps we can explain to the top management is less than the firm's opportunity cost of capital,
opportunities team what a utility transform function is, and and because it would require a disinvestment of at
our explanation home by putting each of least $60,000 (that is already producing a 20 perfirst . . . " drive
them through the standard - gamble rigmarole. Then cent or better return), this last opportunity is not
we can ask them to agree upon a utility transform accepted.
which would be appropriate to the corporation.
Now this economic corporate man discovers a
There is at least some evidence that different man- new opportunity for investing $20,000. It is a
agers in the same corporation are likely to use venture which has a 25 percent probability of yielddifferent utility transforms in their decision -mak- ing an immediate single lump -sum return of
ing. However, this analysis has grown so cumber- $60,000, and a 75 percent probability of losing the
some as to be difficult to understand or to use, investment equally suddenly, with the consequences
and even harder to believe.'
of having to sacrifice the $20,000 investment at the
bottom rank of opportunities that had previously
An All -Cash Utility Transform
been taken on.
A private profit- seeking corporation is probably
A 25 percent chance of getting $60,000 has a
the closest approach to the caricature of an "eco- mathematical expected value of +$15,000. A 75
nomic man," invented by economists to provide a percent chance of losing $20,000 has a mathematibasis for the geometry of price theory. The eco- cal expected value of — $15,000. The two are equal
nomic man knew all the facts, reasoned with mathe- and the expected value is zero. At first approximamatical precision, and had a one - dimensional ob. tion, it seems a matter of indifference as to whether
jective function, namely, profits. While still some- the venture is undertaken or not.
thing of a caricature, the profit - seeking corporation,
But the treasurer objects. He says, "As I see it,
"with no body to be kicked nor soul to be we are not faced with a 75 percent chance of losing
damned," probably approaches the economic man a single sum of $20,000 (which is already promore closely than any emotion -laden human. Cor- ducing a 20 percent return) or a 25 percent chance
porate managers may suffer such imperfections as of gaining a single sum of $60,000. As I see it, we
compassion, charity, love, sympathy, or power - confront a 75 percent chance of losing $4,000 a
hunger. They may desire growth or a greater share year (the annual 20 percent return on the $20,000)
of the market through slicer vanity, but the eco- or a 25 percent chance of gaining $9,000 a year (the
nomic corporate man "wants" none of these col- annual return on the $60,000 which we would inlateral objectives except insofar as they are con- vest at 15 percent). The expected values, in this
gruent subobjectives subsumed under the single instance, would be 75 percent of $4,000, or $3,000,
goal of profit maximizing.a
and 25 percent of $9,000, or $2,250. We must
In the pursuit of profit, a corporation is assumed compare the probabilities of losing an expected
to exploit its most profitable opportunities first, and value of $3,000 annually with the probability of
to continue seizing opportunities until the declinContinued on page 50
ing incremental revenue curve reaches a "cut -off"
point determined by its intersection with a rising
Robert H. Cramer and Barnard E. Smith, "Decision Models
incremental cost of capital. The incremental rate for the selection of Research Projects," The Engineering Economist, Winter 1964. They show that production managers tended
of return so determined is often (correctly) called, to be more conservative in risk taking than managers of research
and development.
"the opportunity cost of capital."
George What
Klein
raised
twoEngineering
revocative Econom
questions
in, "Whose
Utility,
Utility
?" The
ist, Winter
1964.
To make the implications of this theory clear, The first was the issue discussed above. The second issue conand to derive a corporate utility transform there- cerned the place in decision analysis at which the utility transform
should be applied. In my book Quantitative Methods: A Su rvey
from, we will proceed via an illustrative hypotheti- Guide for Managers, McGraw -Hill Book Co. Inc. 1965, p. 290
I applied it at the wro ng place. I applied it o each separate cash
cal case; we will perform an interesting conceptual flow. I subtracted ass from each cash flow, where a and b
described the wealth and risk- bearing propensity of the individual
experiment.
and a was the estimated standard deviation of the estimated cash
flow. (Cramer and Smith, Op. Cit., used the same scheme.)
Without loss of generality, we assume a small, These
modified cash flows were then discounted to present
value and then added. But standard deviations don't
science - based, industrial corporation, undercapital- equivalent
add tha t way. &nsequentlT I have repented. I now believe the
transform should be applied to overall totals for each alternative.
ized as many are, and loaded with ideas for new This
involves estimating standard deviations for each estimated
profitable products. To use numbers, we assume cash flow, discounting both estimated cash flows and estimated
standard deviations to equivalent present values, adding the disthat investments in various ongoing ventures total- counted estimated cash flows and adding discounted estimated
standard deviations by finding the square roo t o f the s um of the
ing $100,000 have been made. And we assume the squares, and finally applying the invented corporate utility
transform to merge these two totals into a single figure (for each
cut-off rate of return—the marginal or opportunity alternative)
which presumably measures the desirability of the
alternative and is comparable to similarly constructed single
cost of capital —is 20 percent. We will also assume number evaluations of the desirabilities of the other alternatives.
Some would prefer to testate "profit - maximizing" as "maximizthat all investments are made in chunks, i.e., in- ing
the present equivalent value of the corporate equity."
3
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PRICE-LEVEL
ADJUSTMENTS:
A MAP COMMITTEE
INTERIM REPORT
To date, the Subcommittee has held two meetings for the
purpose of establishing its aims and to outline methods of
achieving them.

In response to a perceived need, the Management
Accounting Practices (MAP) Committee authorized a work project to deal with the implications of
changing price levels in financial reporting. The
project is being carried out by a MAP Subcommittee, under the direction of MAP Committee
member Allan C. Crane, Vice President and Controller, A.O. Smith Corporation. The group's initial
focus will be on general price -level adjustments.
However, as they get further downfield, their involvement may well encompass other concepts such
as replacement cost and current value.
The Subcommittee's present plans call for the
development of seminars devoted principally to discussions by management accountants of major problem areas and to finding practical solutions. These
management accounting seminars will examine
various applications of general price -level reporting,
and will be supported by research to be conducted
by NAA. It is anticipated that the seminars will be
lleld in early 1976.
In addition to Mr. Crane, the members of the
Subcommittee include W. Warren Brown, Assistant Comptroller, American Telephone & Telegraph Company; Professor Nicholas Dopuch, University of Chicago; James D. Edwards, Jr., Partner,
Arthur Andersen & Co.; Frederick D. Finnev, Assistant Controller, Armstrong Cork Co.; Alfred M.
King, Vice President - Finance, American Appraisal
Associates, Inc.; and Robert Morgan, Controller,
Caterpillar Tractor Co., and Chairman of the
parent MAP Committee.
To date, the Subcommittee has held two meetings for the purpose of establishing its aims and to
outline methods of achieving them. Among its
initial activities has been a consideration of the basic
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procedures followed in adjusting historical cost
statements to price -level adjusted statements as
described in Accounting Principles Board Statement
No. 3.1 It has also reviewed two short papers involving practical experience with general price -level
adjustments which were submitted to the Subcommittee by Gary L. Kerr, Investment Analyst, Caterpillar Tractor Co., and Frank C. Minter, Director Accounting Classifications, AT & T. Although not
"official" Subcommittee members, both have been
working closely with the Subcommittee and have
made significant contributions to its work.

Basic Procedures
Price -level adjusted financial statements, computed under APB Statement No. 3, restate historical
dollars in terms of current dollars by applying an
index (based on the GNP implicit price deflator)
to the historical accounts. When comparative
amounts are shown, all prior -year amounts are restated in current year dollars. Listed below, in
italics, are the basic steps quoted from APB Statement No. 3 that are followed in preparing price level adjusted financial statements:
Step 1: Identify monetary and nonmonetary assets
and liabilities.
Monetary accounts are those where the amounts
are fixed by contract (or otherwise) regardless of
changes in specific prices or in the general price
i "Financial Statements Restated for General Price -Level Changes "
Statem ent of the Accounting Principles Board, No. 3., June 1969,
It should be noted that the "Exposure Draft" of a proposed
statement of financial accounting standards, issued by the Financial
Accounting Standards Board, titled "Financial Reporting in Units
of General Purchasing Power," December 31, 1974, conforms
basically to APB Statement No. 3.
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"Price -level
adjusted
statements . . .
more closely
match sales
With cost of
sales . . . "

level (examples are cash, accounts receivable, accounts payable, and long -term debt) . All other
accounts are considered nonmonetary.
Step 2: Analyze all nonmonetary items in the balance sheet of the current year (and the
prior year for the first year of restatement)
to determine when the component money
amounts originated.
This step is necessary because a specific index
will be computed for each year using the current
year as the base. This index will then be applied to
the dollars for all prior years to convert them into
current year amounts.

The general price -level gain or loss which arises
from holding net monetary balance sheet items
during inflation or deflation appears in the general
price -level statements but does not appear in the
historical statements. The format used to prepare
a statement of source and application of net balance sheet monetary items is a convenient device to
use in calculating the general price -level gain or loss.
Step 8: "Roll forward" the restated statements of
the prior year to dollars of current general
purchasing power.

Step 3: Analyze all revenue, expense, gain and loss
items in the income statement of the current year, and all dividends and other
changes in retained earnings during the year,
to determine when the amounts originated
that ultimately resulted in the charges and
credits in the statements of income and retained earnings.

Financial statements for the prior year (which
were restated in dollars that were current at the
end of the prior year) are restated in dollars that
will be current at the end of the current year. This
is done simply by multiplying each amount by the
ratio of two indexes: the end of current -year index
to the end of the prior -year index.

Much difficulty is likely to be encountered in
restating some of these items in dollars of current
general purchasing power. In many cases, shortcuts
may be used in restatement of items such as inventory and purchases. Often the results derived by
detailed computation do not differ enough from
the original amounts to warrant the additional
effort.

Some of the arguments for the use of price -level
adjusted financial statements are summarized below:

Step 4: Restate the nonmonetary items.
This step is accomplished by multiplying the
component amounts of nonmonetary items in the
balance sheet of the current year (and the prior year
for the first year of restatement) and related items
in the statements of income and retained earnings
for the current year by the restatement factors applicable to the components. The restated amount
of each nonmonetary item is the sum of the restated amounts of its components.
Step 5: Restate the monetary items in the balance
sheet at the beginning of the year.
Monetary items in the balance sheet at the beginning of the first year are stated in prior year
dollars; this computation restates these amounts in
current year dollars. Monetary items in the balance
sheet at the end of the year are already stated in
dollars of current general purchasing power and,
therefore, there is no need for a restatement.
Step 6: Apply the "cost or market" rule after restatement to the items to which it applies
before restatement.
This step is necessary to insure that marketable
securities and inventories are not stated above market in the restated statement.
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Step 7: Compute the general price -level gain or loss
for the current year.

Pros and Cons

A. Historical statements, prepared in periods of inflation, compare costs in a variety of prior -year
dollars to sales in relatively current -year dollars
thereby inflating gross profit percentages. Price level adjusted statements, on the other hand,
more closely match sales with cost of sales in
common units of measurement. The matching
concept described above would reduce inflationary profits, the level of which may not be recurring in future years.
B. Price -level statements charge income with depreciation in terms of current -year dollars. They
provide for management the information it
needs to determine what prices are necessary
in order to maintain and replace capital equipment. This would also enable management to
compare the company's performance with that
of others in the industry. At the present time,
management has no way of knowing whether
a competitor's depreciation rate in current dollars is comparable with its own. The current dollar rate could vary significantly, based on the
years in which the equipment was acquired.
C. Another argument for price -level adjusted statements is that they show the effective tax rate
that the company is paying. Price -level adjustments are not allowed for income tax purposes;
however, this particular information may induce
industry to assert greater influence in getting
some type of price -level adjustments accepted
or adopted for tax purposes.
D. Price -level adjusted statements will clearly reflect the effective dividend pay -out of the comMANAGEMENT ACCOUNT ING /JUNE 2975

pany. They will also reflect capital depletion.
This is very significant since control of capital
depletion can be accomplished through a reduction in dividend pay -outs.
Some of the arguments against price -level adjusted financial statements are as follows:
A. The use of the general index ( the GNP price
deflator) is required by APB Statement No. 3.
This index may, however, have no relationship
to the changes in prices of a particular company or industry. Therefore, price -level adjusted
financial statements may not bear any resemblance to what has taken place in a particular
company's environment and may be of limited
or no use to management. Proponents of this
argument feel that some type of specific index
should be used.
B. Another argument against the price -level adjusted
financial statements is that, because these statements do not represent the replacement cost
of machinery and equipment but the historical
cost restated in current dollars, it may cause
confusion.
C. Some argue that the treatment of price -level
gains (gains from holding monetary liabilities)
is misleading. Under the current method of
price -level accounting, these gains flow through
the income statement currently. During a period
of inflation, a highly leveraged company could
have significant price -level gains. These gains
show up as large sums of income in the income
statement; however, the liabilities may be creating a cash drain on the company, the effect of
which is not fully shown.
Problem Areas
Some of the problems and other considerations
are listed below:
A. Accounts should not be shown in excess of net
realizable value ( NRV) . This means that the
NRV of all balance sheet amounts have to be
compared with the price -level adjusted amounts.
B. There is a question as to ]low deferred income
taxes should be treated. APB Statement No. 3
defines them as nonmonetary accounts; however, they do represent a liability at some future
point.
C. Another question arises as to a company that
defers investment credit and amortizes this
credit over the useful life of the equipment.
How should this amortization be treated in the
income statement?
D. Another problem is the treatment of long -term
debt. As indicated above, long -term debt is currently considered a monetary liability with the
resulting gain being shown in the income stateMANAGEMENT ACCOUNTING /JUNE 1975

ment as a price -level gain. This can create a
significant distortion in net income.
Real World Reports
Two "real world" situations involving the prep.
aration of price -level adjusted statements have been
reviewed by the Subcommittee and are presented
here to provide further enlightenment.
CATERPILLAR TRACTOR CO.

The senior management of Caterpillar Tractor
Co. decided to restate the company's 1973 financial
statements for the following reasons:
1. To provide management with an estimate of the
effects of APB Statement No. 3 recommendations.
2. To provide a basis for responding to the Financial Accounting Standards Board discussion
memorandum.
3. To gain an understanding of major problem
areas encountered in developing price -level adjusted financial statements.

"The most
difficult ...
phase ... is in
the
restatement of
the capital
asset and
reserve
balances."

Aside from becoming familiar with a selection
of published matter on the subject (tile listing in
the FASB discussion memorandum provides a fruitful starting point), a prerequisite to involvement in
price -level adjusted data is a reasonably thorough
knowledge of APB Statement No. 3. The case
study, "Exhibits and Worksheets Illustrating Restatement," in Appendix C, is particularly useful
in understanding the recommendations of the Statement.
We at Caterpillar are basically in agreement with
the monetary— nonmonetary classifications outlined
in APB Statement No. 3, and generally, we followed the recommended classifications. A notable
exception, however, was the recommended non monetary classification of deferred Federal income
taxes. Also contrary to recommended practice, we
took the position that gains related to long -term
debt should be deferred and amortized over the
remaining term of the debt (rather than taking
them currently into income).
The most difficult and time - consuming phase of
the initial restatement is in the restatement of the
capital asset and reserve balances. If sufficient records are not available, it will necessitate the use of
educated estimates. The main problem areas in restating Caterpillar's balances concerned subsidiary
considerations and aging of reserve balances.
Caterpillar inventories are stated on the basis
of the "last -in, first -out" (LIFO) method of inventory accounting. Accordingly, the various layers
of inventory were restated using the applicable conversion factors. In using this approach, two assump.
tions were made:
1. It was assumed that each year's layer of inventory was acquired evenly throughout the year.
2. It was assumed that certain overhead costs such
as depreciation included in the inventory would
not materially affect the restatement.
47

"Since the
inflation . . .
did not
fluctuate
severely
enough . . . it
did not
warrant
quarterly
breakdowns."

Admittedly, considerably more in -depth analysis
b}, Caterpillar's accountants will be required prior
to future restatement of inventories. This additional analysis is particularly required with regard to
the above - mentioned overhead cost elements and,
as with the capital asset restatement, the foreign
subsidiary considerations.
Management was concerned that the full effects
of inflation are not properly emphasized in the
restated balance sheet. One reason for the concern
is that it was difficult to explain that there had been
an erosion of capital when the dollars of restated
net assets appeared to be greater than the dollars of
net assets in the historical statements. It was recom.
mended that the dollar amount required for balancing the balance sheet be shown separately as a final
item in the net assets section, rather than including it in the retained earnings account. This account could be termed "Additional Funds Required
to Replace Existing Capital." Other restated items
that generated considerable discussion with senior
management were capital assets, depreciation, inventories, the price -level gain or loss calculation,
and the foreign subsidiary considerations.
AMERICAN TELEPHONE & TELEGRAPH CO.

Company personnel have been experimenting
with general price -level restatements for some time,
but we don't pretend to have solved all our problems yet. The thrust has been a broad -brush attempt
to measure the impact of inflation on our financial
statements and to familiarize our people with the
principles involved. We have, therefore, used simplified procedures consistent with this approach.
Before beginning restatements, a certain amount
of preparation is required. One must identify the
sources from which age distribution of nonmonetary
items can be obtained. This information should
later be noted on the pertinent worksheet to assist in any subsequent review. In addition, assumptions which will be used should be listed, as for
example, revenues received ratably during the year,
rather than seasonally. All unusual activities requiring special treatment, such as a sale of capital
equipment, should also be listed. Such items will
sometimes require special accounting in the historical statements also. It is well, therefore, to check
with personnel familiar with the historical statements to assure that all unusual items receive proper
recognition and treatment in the restatement.
The principal source of information for use in
preparing restated financial reports is APB Statement No. 3. A discussion follows, concerning selected items, suggestions, and shortcuts which
might be helpful during the preparation.
The completion of all the steps outlined in APB
Statement No. 3 should result in self - balancing
statements. However, where shortcut methods are
used, such as in the areas described below, some
adjustment is likely to be required. We have developed a simple reconciliation sheet, without the
self - balancing feature, which summarizes and
traces the activity of each line of the balance sheet
from the previous year's restatement to the current
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one, to ascertain that all categories have been properly restated. See Exhibit 1.
The first step is the identification of monetary
and non - monetary items.2 To make such a determination it is extremely helpful to use a trial balance,
or other complete list of the company accounts,
including detailed subaccounts, plus a company
handbook or other material which describes the
nature and purpose of the various accounts and subaccounts, to assist in making a proper classification.
In some instances, you may find that an account is
a combination of both monetary and nonmonetary
items which can be readily identified through examination of the subaccounts; for example, investments in other companies may be a combination of
stock and advances.
The second step is determining the vintage of
balances classified as nonmonetary. Before setting
up workpapers, the determination should be made
as to whether acquisitions had been accumulated
ratably through the years or sporadically for the
periods involved; if the latter, quarterly data wfll
need to be developed and the worksheets set up
accordingly.
For purposes of our initial restatement, we made
the assumption that, with few exceptions, our
acquisitions were accumulated ratably for each of
the annual periods involved. Since the inflation of
earlier years did not fluctuate severely enough, we
decided that it did not warrant quarterly breakdowns.
We also found that it was necessary to develop
shortcut procedures for the development of the age
distribution of our plant, depreciation and accumulated depreciation accounts. In some instances,
it was not practical, economical, nor indeed possible to analyze these accounts in the manner outlined in APB Statement No. 3. Our continuing
property record, for instance, for many classes of
plant is maintained on an average cost basis. The
accumulated depreciation, on the other hand, is
treated as a single composite and it is not, therefore, possible to ascribe particular entries to specific assets. In practice, the individual operating
telephone companies of the Bell System provide
every three to five years for the Company's engineering staff age distributions of gross and net plant
data computed on the basis of studies referred to
above. The engineering staff continually updates
the data between studies.3
Originally, this was a manual operation and required two man - months of effort. In 1972, a General Electric package program called "Autotab" was
acquired to calculate the net plant from gross plant
and to perform the restatement operation. This system used 100 computer files, cost about $400 to
run, and took two days to complete, a great savings
I The

steps discussed below are quoted in detail in the Section
"Basic Procedures," cited above.
'O ve r the years, various study methods for determining and
quantifying age distributions have been developed by our engineers
appropriate to the manner in which the records are maintained
for a particular class of plant. The methods employed include both
actual and average original cost in period of placement, and
computed mortality data when re cords on year o f placement are
not maintained. Other companies, using similar procedures, would,
of course, have to develop study methods suitable for their type
of plant.
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in time and money over the two man - months' eitort
previously required. Since then, company programs
have been developed, and the mechanized system
has been expanded to allow for use of varying factors. For example, indexes other than the GNP deflators recommended in APB Statement No. 3 may
be employed. The system currently consists of five
computer program files and six data files, all of
which are implemented on the General Electric
Mark III Time Sharing System.
To update the plant data in the years when the
companies do not provide new inputs, a computed
mortality algorithm is employed. To compute updated accumulated depreciation data, a reserve ratio
is calculated from the gross and net plant data
provided by the companies. From this a statistical
curve is developed plotting the data points by means
of regression analysis. The major assumption in the
regressed reserve ratio model is that the reserve
ratio age distribution remains constant between
studies. This appears to be a reasonable assumption
for a period of up to about five years. In the actual
calculation of the reserve, the gross plant is multiplied by the reserve ratio by account and by age to
obtain the reserve data. The figures so obtained will
require some further adjustment in order to agree
with the accumulated depreciation total reported
on the books. Another problem area arose from the
requirement of APB Statement No. 3 that for investments reported on the equity basis, the financial
statements of the subsidiary should first be restated
for general price -level changes before the equity
method is applied.4 Because the equity portion of
unconsolidated investments was, for the most part,
deemed insignificant in terms of net income and
because price -level restatements of the unconsolidated subsidiaries were not available, a shortcut ap• See APB Statement No. 3 (pa n. 45, investments in unconsolidated subsidiaries) in Appendix B.

proach was used. The equity portion was restated
in terms of the purchasing power of the specific
year(s) in which it was reported in the historical
financial statements, ignoring any price -level gain
or loss which might have occurred. Even if price level restatements should become mandatory, it may
still be impossible to present the investment data
with the desired accuracy because of the timing involved. Perhaps, where amounts become significant,
it will be necessary to present such data on a lag
basis.
The third step is the restatement of income and
retained earnings changes. Because the accumulated
depreciation is composed of several elements in addition to the recurring monthly accruals (salvage,
cost of removal, retirements), the shortcut method
outlined above does not provide the necessary detail needed to restate the depreciation expense in
the income statement. Therefore, a method of restating depreciation expense as a function of plant
has been developed.The depreciation rate applicable
for each class of plant is applied to both historical
and restated plant balances and the resulting totals
are summarized. The ratio of historical to restated
depreciation expense obtained from these calculations is then applied to the depreciation expense
figure recorded on the books. This latter step is
necessary because the study employs year -end plant
balances, whereas the reported depreciation expense is computed on average monthly balances.
Items reported in the prior year's balance sheet
such as deferred income or prepaid expense should
be analyzed to determine whether they have entered
into the current year's income stream, so that the
appropriate conversion factor will be used.
The fourth step is the restatement of non monetary items. The GNP deflators published by
the United States Department of Commerce are
considered preliminary for the current year and for

"...

a method
of restating
depreciation
expense as a
function of
plant has been
developed."

Exhibit 1
RECONCILIATION OF GENERAL PRICE -LEVEL RESTATED BALANCE SHEETS —
CURRENT YEAR WITH PREVIOUS YEAR

(a)

(b )

Additions to
balance sheet
totals
current year
(histo ric al)
(e)

Adjustme nts
Transfers
Transfers to
between
income
balance
state ment
sheet
acco unts (2)
acco unts (1)
(f )

(g)

Balance sheet
curre nt ye ar
restated for
general price
level res tatement
b ± c d e f
(h)
-

Balance sheet
Listing of
assets and
liabilities

Balance sheet
previous year
restated for
general price
level

Gain loss works heet
current year
Amo unt by
Effect of
which
current year
previous
ad d itio n/
year -end
subtractions
monetary
items restated
(c)
(d)

(1) Ex., Deferred engineering
charges, prior year
transfe rre d to plant
in service category.
(2 ) Ex., A mo rtization of p re paid expenses.
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the two previous years. Care should be taken that
the most current version is being used and that all
personnel are using the same conversion factors in
restating the current year. When "rolling forward"
the prior year's restatements, however, the calculations should be computed from the factors used in
that period rather than the adjusted factors in the
current version.
The next step, in our case (which is actually
"Step 7" in APB Statement No. 3), is the computation of the general price -level gain or loss. For
this purpose, the statement of changes in financial
position is appropriate for use in calculating the
gain or loss. However, only items affecting monetary items during the current year should be included, so back -up worksheets explaining the differences between the general price -level worksheet and
the published statement in changes in financial position should be maintained to avoid confusion.
If transactions affecting monetary items occur
fairly evenly throughout the year, the following
shortcut procedure may be used. (In any event, it
provides a reasonableness check.) The net monetary items at the beginning of the year should be
restated in terms of year -end purchasing power. The
difference between this figure and the historical
opening balance represents the purchasing power
gain (loss) if no transactions occurred during the
year. Next, the change in the historical balance to
the end of the year should be computed. The

change should be restated using the average purchasing power factor for the year. The combined
results of these two computations will provide a
fairly close approximation of price -level gain or loss
for the year. If an unusual transaction occurred,
it can be accounted for by applying the factor appropriate to the specific time interval and by adjusting the results accordingly.
The eighth step is the "roll forward" procedure.
Logically, this should be the first step in years subsequent to the first year. The restated data in statement form can then be checked for accuracy before
posting to the current year's worksheets. In addition, if the prior year's historical financial statements have been restated for changes subsequent
to the issuance of the financial statements, the appropriate adjustments should be made to the restated statements before "rolling forward."

Conclusion
The foregoing material was presented to inform
the Association membership of the MAP Committee's concern about general price -level adjustments.
As further developments of the subject take place,
the MAP Committee will issue additional reports.
The MAP Committee is keenly interested in the
reactions of Association members to its activities.
All comments regarding the foregoing report should
be directed to Louis Bisgay, Mgr., Management
Accounting Practices Development.

THE CORPORATE UTILITY TRANSFORM
Continued from page 44
gaining an expected value of $2,250 annually. The
difference in mathematical expected values is not
merely a one -shot affair, but it repeats annually for
an indefinitely long succession of years. Any possible capital gain must be valued at a lower rate
of return than the linked possible capital loss. The
individual's diminishing utility, which underlies his
utility transform, has its counterpart in the corporation's diminishing return which underlies its
utility transform.

Conclusion
There you have an illustration of a corporate
utility transform all stated in dollars, all in cash.
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There are no standard - gamble questions to be debated by the executive committee of the board.
There is no introspective soul searching to determine a corporate aversion to risk - taking. The corporate utility transform is a far more direct, far
simpler examination (a budgeting) of corporate
investment opportunities in the neighborhood of
the cut -off rate of return. While determination of
this rate (which is used as a discount rate in calculating present .equivalent values of proposed investments) has its difficulties, they are less subjective, less argumentative, and less imposing than
the difficulties associated with a standard - gamble
routine, which is really an effort to get executives
to agree on a utility transform function for the
corporation which cannot speak for itself.
❑
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Production Accountant Sam Goldrich (right)
goes over cost -to- complete estimate with
Producer Dino DiLaurentiis for "Three
Days of the Condor."

ACCOUNTING BY SAM
You may get to meet superstars like Robert Redford, Charles
Bronson and Faye Dunaway but for the man who watches the
motion picture budget —the production accountant —the film
making art often is filled with more tension than glamour.
By Robert F. Randall
He had just finished working on the "Three Days
of the Condor," starring Robert Redford and Faye
Dunaway, and he thought it would be a hit at the
box office.
Predicting what a motion picture will make at
the box office, however, is not his forte. It's predicting how much it will cost to make the film.
His name is Sam Coldrich and he is a production
accountant for motion pictures and television
shows.
A lean, articulate man, Sam Goldrich has worked
in the movie industry since 1952. "I started out to
be a producer, writer or genius." He ended up
being one of a small group of highly skilled ac.
countants who specialize in the film making industry. His own "credits" run from "Porgy and
Bess," TV's ill -fated "The Trials of O'Brien," and
the more successful "Patty Duke Show," to the
recent sleeper, "Death Wish," and the blockbuster, "Serpico."
When he's not on location or in the office
working for Producer Dino DeLaurentiis, Mr.
Goldrich manages to get down to The New School
in New York City for a couple of hours to teach
motion picture accounting. His lectures replete
with quips ( "A production accountant's main function is to tell the producer he's in trouble "), Hollywood lore and film making anecdotes entertain
as well as inform young aspiring producers, directors and production accountants themselves.
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"If you don't have a sense of humor, forget
it," Mr. Goldrich advises accountants who want to
become production accountants. It is a "pressure
job," he readily admits, but he likes working in film
because "It pays well and it's more fun" than other
endeavors.
The production accountant is the guardian of
the producer's money. The producer is the individual who initiates the film making process.
He selects the property, a book or a play, for ex.
ample, and hires a screenwriter to turn it into a
usable script. He hires the director and with the
director casts the picture. When the production is
far enough along to the shooting stage, he also
hires a production manager and production accountant.
The production manager breaks down the script
into shooting days and then with the assistance of
the production accountant budgets the script.
"They will say we can shoot this thing in 54 days
for two- and -a- half - million dollars," Sam Goldrich
illustrates.
This is the stage where the expertise and the
experience of the production accountant are needed. The producer depends on his forecast of the
cost of shooting the picture. The heyday of the
big Hollywood studios and runaway production
budgets is over. Cost accounting, by necessity,
rules supreme in all movie companies and is likely
to continue to do so.
"It's very crucial to get a schedule that you can
live with," Mr. Goldrich says. "But there are so
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"The cost of
shooting a
picture runs on
the average
$12,000 to
$15,000 a day."

many `ifs,' you know. You can't predict human
nature. Some directors can take a picture and be
a whiz."
Director Sidney Lumet, with whom he worked
on "Serpico," is one of the directors he holds in
high regard. "I respect him as a man, as an artist,
as a good director, but the crews sometimes get
unhappy because there's no overtimel He goes in
and shoots like a whirlwind."
Two other directors with whom he has worked
also have his respect and admiration: Michael Winner, a man with an excellent sense of humor, with
whom he usually trades barbs; and Sydney Pollack
who in his view is a painstaking craftsman and a
mensch ( "a real human being ") —an accolade that
Mr. Goldrich rarely gives anyone in the industry.
Some directors, successful in the past, will unaccountably flounder and, as a result, go over
budget on the picture. So the production accountant's knowledge of a director's pacing can be crucial in putting together the budget for the picture.
His relationship with the production manager is
also important to the budgeting process. Mr. Goldrich has learned that production managers and producers almost always tend to underestimate the cost
of shooting a picture.

'Above the Line'
The budget itself is broken up between "above
the line" and "below the line" categories. "Above
the line" consists of the talent: the writers, the
major actors, actresses, extras, bit players and the
director, among others. "Below the line" is everything else, including production staff, rental of cameras, set construction, film cutting and laboratory
costs.
The cost of shooting a picture runs on the average $12,000 to $15,000 a day, and the post- production costs including editing, dubbing sound and
musical score are enormous, too. These costs,
however, can be controlled. What is difficult to
control is the cost of shooting a picture. If an
actor or actress gets sick, the picture may be delayed or if the set is unavailable for some reason or
other, the production crew may be unable to shoot
the scenes scheduled.
In one movie on which Mr. Goldrich worked,
the production crew was all ready to shoot in a
large deserted warehouse. At the last minute a
lawyer representing the owners said the warehouse
could not be used. This decision threatened to delay the shooting and cause the picture to run over
budget. Fortunately, an enterprising production
manager improvised and worked around the obstacle so the crew could shoot as scheduled. That's
why, he says, a good production manager is so
important to the success of a picture.
"I have learned, being a bit of a philosopher as
well as an accountant, that once the picture starts,
the picture takes over," Mr. Goldrich says. He calls
the period just before the shooting starts "the
honeymoon" because there is little pressure, compared to when the crew is on the set shooting the
film.
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One of the most important responsibilities of
the production accountant once shooting of the
picture has begun is to give the producer a weekly
estimate to complete. A good production accountant has to be constantly on the set in order to
make this estimate.
"The reason I go on the set is that when you
make up your costs to complete you want to know
exactly what's going on the set. You talk to certain
people on the set because what you're trying to
give the producer is as close and honest an estimate
as possible as to what the picture is going to cost
and what kind of bread he's got to get up, and the
mark of a good man is to give it to him accurately
and quickly as possible."
The average moviegoer would be thrilled to
watch the filming of motion picture but the actual
shooting is not very exciting, says Mr. Goldrich.
"People are always dying to get on a set but when
they get there, it's very dulll You'll be shooting
the same scene over and over again four or five
times. They shoot it in bits because you can't
have too long a scene; the lights will burn out."

Bills Dribble In
What does the production accountant do on
the set? "You get to know the people you can
trust," he says. "You talk to the script supervisor,
the girl who keeps track of everything that is shot.
You talk to the set construction people to find
out how much more is needed. Construction can
run a lot of money. Are we finished? Do we have
to build more? Do we need more paint, more
lumber? You try and look through your purchase
order file to see what bills have not come in yet.
Bills have a way of dribbling in."
He continues, "I take notes when I go on the
set. I talk to people. If any sudden change comes
up, for example, based on what I tell them, sometimes they rewrite the script."

Director Sydney Pollack (left) and Dino
DiLaurentiis on set of "Condor."
MA NA G EM EN T AC C OUNTI NG / J UNE 1975

In a tongue -in -cheek illustration of the cost
pressures on a moving picture, Mr. Goldrich told
his class that "Three Days of the Condor" started
out as "Six Days of the Condor." "In the accounting department, we called it 'The 4V2 days:' we
split the difference."
The financing of a motion picture, Mr. Goldrich explains to his class, flows from "The Bible,"
the producer - distributor contract which runs more
than 100 pages and defines the duties, rights, prerogatives and percentages of the principals. Even
before they are shot, most pictures are already sold
to a distributor who extends a line of credit to the
producer who draws upon it as he needs it. If the
motion picture goes over budget, the producer
loses "points" or percentages of the profit. A skilled
production accountant, therefore, can be the producer's most important asset.
The production accountant must know the
small print of every contract, including standard
clauses of the different unions and the tricky
clauses that can cost the producer more money
than he had banked on. "It's money if you make
a mistake computing actors," Mr. Goldrich ex- Sydney Pollack, director of "Three Days of
the Condor," discusses a scene with Faye
plains. "I've seen new accountants overpay actors
Dunaway during filming in New York.
something fierce. On the other hand, if you know
your contract well enough you can save your com- ing the producer money. "You learn how to
pany money."
manipulate your money," Mr. Goldrich explains.
In an industry dedicated to the artistic muse, it Sometimes on the set he is called upon to give an
is noteworthy that the accountant's continuing re- estimate on what a change contemplated by the
vision of the estimate to complete during the director or production manager will cost, so his
actual shooting of a picture is an art all by itself. familiarity with all phases of movie production is
(Only about 10 top notch production accountants invaluable.
work in the New York area). "Your estimates have
Obviously, Mr. Goldrich loves his work and
to be done while you go along," he stresses, "other- enjoys the people who work in the industry. When
wise, what's the good of economy after the pic- a production crew is put together and meets for
ture's all shot and saying, 'oh, boy, did we take the first time on "distant location," it is like "old
a beating!' "
home week" as people who worked together before
"If you took a CPA, for example, who thinks on other productions meet again. "One of the
that accounting is accounting and threw him into things I enjoy about it is you see some great artists
it, I think he would be completely out of his at work. I don't mean only the directors. A good
depth," Mr. Goldrich says, emphasizing the highly lighting man who knows how to light up a set is
specialized function the production accountant a joy to behold!"
fulfills.
Sam Goldrich spent ten years in Hollywood and
then
moved to the New York City area in 1962.
Budget Variable: Talent
During that time he has worked on many producThe production accountant does not deal only tions for studios, independent producers and as a
with figures and contracts, he also deals with peo- consultant. The producer, he now works for —
ple, and the budget figures can vary in direct Dino DeLaurentiis— headquartered in New York
proportion to the egos of the "talent." Mr. Gold - City, has made more than $20 million worth of
rich's definition of a producer makes the point: A motion pictures in the last few years, including
producer is a man walking through Grand Central "Serpico," "Crary Joe," "The Valachi Papers,"
station and off in the distance he hears a phone "Three Tough Guys," "Stonekiller" and "Man ringing and he knows it is for himl
dingo." "Death Wish," starring Charles Bronson,
Producers are not the only people who have is also one of his movies.
egos. A star can throw a picture off the budget
But in the film industry no matter how many
track by interfering with the director. Whether or successes you have had in the past, it's the latest
not he is allowed to depends on the director's own film that counts. That's why Production Accounpersonality. After 23 years of working in the in- tant Sam Goldrich is looking forward to sometime
dustry, Mr. Goldrich knows many of the people this summer when "Three Days of the Condor"
on the artistic side and on the commercial end and is released in first -run theaters throughout the
his knowledge often is tapped by producers or United States and the credit "Accounting by Sam"
production managers.
flickers on the screen.
His acquaintance with vendors is useful in savIndustry people will know who "Sam" is.
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Promotions and New Positions

as an elected national or chapter officer or
director. Those so designated are relieved
from payment of annual dues. The intent
of this provision of the By -Laws is to recognize the debt which the Association owes to
members of long standing.
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Emeritus Life Associates
The designation of Emeritus Life Associate
is made available to retired members who
have had 20 years of active service, or ten
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President A. P. Bartholomew, Jr., congratulates chapter
President Raymond 1. King (left) on Erie Chapter's 50th
Anniversary. Executive Director W. M. Young, Jr., is at right.
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elec te d
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51,R o c h e s t e r , 1974.
JO HN L . D' ALES S ANDR O , 44, C l e v e l a n d
E a s t , 1970.
R O BER T W . DU NC AN , 55,O h io - W e s t e r n
R e s e r v e , 1968.
HAR R Y M. F A UL L, S o u t h B i r m i n g h a m .
ELA.

S. ALEXANDER ,

69, A u s t i n A r e a ,

1940.E m e r i t u s L if e A s s o c i a t e .
A l t o , is n o w d iv is i o n c o n t r o ll e r o f t h e
F R ED C. AR C HER , 59, H a r r i s b u r g A r e a ,
H e w l e t t P a c k a r d p la n t i n S a o P a u l o .
1971.
JO AN J. O V E R MA N , R e a d i n g , w a s p r o MA R T I N C. AR MS T RO NG , 56,L i m a , 1969.
m o t e d t o a c c o u n t i n g m a n a g e r a t WillP A UL O. BER NAR D, 54,P r o v id e n c e , 1962.
s o n P r o d u c t s Div.,E S B I n c .
R AYM O ND BO LEY, 28, L a n s in g - J a c k s o n ,
1973.
DO R IS L . BO S WO R TH, 59, N e w Y o r k ,
1969.
F LO R YNNE T. BR ANDON, 66, H o u s t o n ,
1956.
JO S EP H V. BRIGGS, 69, L a n c a s t e r , p a s t
J
p r e s i d e n t , 1943. E L A .
AU V I L B. C HA NC E Y, 64, S o u t h e r l i W e s t
V i r g i n i a , 1960.
O'STEEN
LODOVICO
Anderson Area
South Jersey
C L AR E C H E N E Y , 53, La ns in g - J ac ks o n ,
R O BER T W . N O R M A N , R i c h m o n d , i s n o w
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Two
at
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Br o c k wa y G la s s

Co.
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B.
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HO L LE M w a s p r o m o t e d t o a r e a c o n t r o lle r , a n d JA M E s E . NO R D LINC s u c c e e d s
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DAV ID
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P. VA L EN T IN E , T u c s o n , is n o w
of C e lla - B a r r & E v a n s .
T
y
l
e
r Ar ea , ha s b e e n p ro Nix,

mo ted

to c o nt r o ller a n d as s is t a nt g e ne ra l

Some folks think we count cans ...or bottles ...or cases! ...
But it's not true! W e know that you're hiring our expertise to
count your money. And that's one of the first things that we
emphasize in our employee training programs. Accuracy! Accuracy! Accuracy! And then some!
Call us today. We'll show you why 2000 American companies
choose our service...for recorded or calculator inventories...
for accuracy, efficiency, and fair cost.

b u s in e s s m a n a g e r

manager,
b a ma

Me a d

Pipe ,

Texas

and

Ala-

Div.

EDW AR D
elec te d

B & B

V.
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vic e p r e s id e n t a n d
Pa c king
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Co., s u b s i d ia r y of

Kane.

WASHINGTONINVENTORYSERVICE
SINCE 1953
Home Office: 7150 El Cajon Blvd., San Diego, Ca. 92115 (714) 461 -8111. Other
offices nationwide: Anaheim 1 Atlanta / Chicago / Dallas I Denver / Detroit I Hayward 1 Houston / Kansas City / Phoenix / Portland / Reseda / Riverside / Sacramento I St. LouisI Santa Clara1Spokane /Temple City I Washington D.C.

Mil le r C o r p .
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miner is for vacations

CPA
REV "IER:

Time Off

an after
summer
activity!

•

Next Fall's CPA exam
is Nov. 5 - 7. SO DON'T
PANIC into months of
needless preparation.
BEGIN W ITH US
SEPT. 2nd

ALL LIVE INSTRUCTION
INDIVIDUAL
CONSULTATION
AS NEEDED
ALL MATERIAL
SUPPLIED — NOTHING
TO BUY
UNLIMITED MAKE UP
OPPORTUNITIES
Albany
Atlanta
Baltimore
Boston
Charlotte
Chicago
Cincinnati
Harrisburg
Houston
Long Island
Los Angeles
Louisville
Miami
New Haven /Hartford
Nnw York City
Northern New Jersey
Orange County, Calif.
Philadelphia
Providence
Rochester
San Diego
San Francisco
Syracuse
Washington, D.C.
White Plains

518) 434 3317
(4041 355.4758
13011366.6800
(617) 326 -2552
1704) 365 -1585
13121726.0275
1513) 922 -4149
17171761.5229
(713) 526 -3101
1516) 473 -6200
(213) 883.4221
(502) 583-9970
(305) 661 -6904
(203) 288 -7052
(212) 682.8542
(201) 343.8303
(714) 452 -1300
(215) 567 -0803
(401) 724 -5851
(7161271 -2115
1714) 452 -1300
1415 - 391 -2683
(3151 472 -6603
(3011 656.3360
1914) 946.1875
(

•

•

•

•

•

LEARN HOW TO PASS
THE CPA EXAM

New locations — Fall 1975
Allentown
Buffalo
Columbus. Ga.
Dallas
Detroit
Ft. Worth
Manhattan
New Brunswick
Pittsburgh
San Juan
(809), 724
Tampa

(2151437.5404
(716) 634.1919
(404) 322 -2552
!2141231 -9060
(3131355.0566
(817) 332 -1024
(212) 682 -8542
(201) 343.8303
1412) 3911538
-3013 lext. 2771
1813) 229.2680

PW

PERSON- WOLINSKY
CPA REVIEW COURSES
AD M IN. OF F IC E; 11 L ind en PI.
Pt, Jefferson Sta., N.Y. 11776
(5 1 6 ) 47 3 6 2 0 0

"We have one goal for the coming fiscal year and that's to stay solvent...!"

'Having a Ball'
Retirement has its rewards —a truism
that NAA staff members are constantly
reminded of. For example, in answer
to a letter asking why lie had allowed
his membership to be terminated,
one former member responded; "The
other day my grandson came over
while I was building some shelves for
a cabinet. He asked if I had any
varnish for his skateboard. NN'bile we
were working together, he said,
`Grandpa, since you retired or graduated from work you sure are having
a ball!' I have been so busy I almost
need a vacation!"

The Accountant's 'Hal'
In "2001," future astronauts give
verbal instructions to a computer
which talks back and also turns out to
have a mind of its own. Technology
has not vet reached that point but it's
getting nearer to the world of Stanley
Kubrick and Arthur C. Clarke, if EMI
Limited is to be believed. This international music, electronics and leisure
group in Middlesex, England, claims
It has developed a financial reporting
system that uses onlv the human voice
for input.

Staff accountants at EMI's Commercial Electronics Operations speak
directly to the computer to supply the
data processing system with information or instructions on which the
monthly financial statistics are based.
Users of the voice operated system
have to `train' the equipment to understand their individual pronounciation of the vocabulary; however, the
training time is less than ten seconds
for each word.

The Million - Dollar Goof
The Cost of Living Index measures
price trends on 400 items, based on
data collected by 200 part -time Government workers who check 18,000
retail stores in 56 cities, plus data
from 40,000 questionnaires covering
rentals, bus fares, utility rates, etc.
Each month it takes 150,000 calculations to arrive at the new figures.
Every calculation is double- checked.
But mistakes will happen. One did
recently, and the goof may cost millions in overpayments running about
a penny an hour to workers and others
who receive Cost of Living adjustments in their pay or benefits.
Chamber of Commerce of the U.S.
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Circle 5 on inquiry card.

Topical Index to Articles in
MANAGEMENTACCOUNTING
Volume LVI
and NAAResearch Publications
July 1974 -June 1975

Accounting (See also Data Processing)

Direct and Idle -Time Cost Accounting. DAVID W. WYCOFF.
December 1974.
MAP Com mittee Issues Statement No. 7: Fixed Asset Accounting: The Allocation of Costs. July 1974.
The Asset - Disposal Decision. ARTHUR B. BLAKE. October
1974.
The Venture: A Basis for Accounting Theory. DAVID H.
SILVERN. February 1975.

An Interview with JOHN C. BURTON. June 1975.
German Finan cial Statements, RODE-RICK C. HOLE and
MICHAEL A. ALKIER. July 1974.
Materiality. JOHN V. VAN PELT, I11. June 1975.
Prescrip tion fo r Chan ge. ABRAHAM J. BRILOFF, July 1974_
(Letter by BURK B. GILBREATH, January 1975.)
Reaction to NYSE Wh ite Paper's Call fo r Disclosu re. JAMES
1. BENJAMIN and VINCENT C. BRENNER. May 1975.
The Accountant's Role In Th e FBI. JOSEPH T. WELLS.
April 1975.
The Venture: A Basis for Accounting Theory, DAVID H.
SILVERN. February 1975.

Fair Value Reporting. ALFRED M. KING. March 1975.
The Com pany Car: A Management Decision. WILLIAM F.
CLINGMAN, 111. May 1975.

Aerospace Industry

Auditing

Computerized Estimating, CLYDE PERRY. January 1975.
The Psycho lo gy o f Management Aud its. HENRY H. GUCK.
September 1974.

Air Transportation

Continuous Auditing by Exception. J. GREGORY KUNKEL.
July 1974.
Controlling The Audit Fee. THOMAS FEE, February 1975.
Cost Accounting Standards and Financial Auditing. FRED R.
LANG. April 1975.
IRS Audits of ED P Systems. BRUCE M. GREENWALD and
GARY OBERL.ANDER. April 1975.
The Company Social Audit. DAVID F. FETYKO. April 1975.
The European Public Accountant. WILLIAM F. CRUM.
March 1975.
The Psychology of Management Audits. HENRY H. GUCK.
September 1974.

Capitalizing Net Lease Rentals: A Comment. RICHARD D.
GRITTA. November 1974.

Automobiles and Accessories

Agricultural Machinery and Equipment
New Product Management. DAVID H. JACKSON. July 1974.

Airplane Construction and Transportation
Measuring Social Costs. CHARLES M. BENDOCK. January
1975.

Assets -Fixed (See also Budgets, Forecasting,
Profits and Return on Investment)
Accounting for New Plant Con struction. TIMOTHY J. NILES
and ROBERT H. Dowis, JR. July 1974.
A Human Value Model, GEORGE K. CADDY. April 1975.
Automobile Leasing. HARRY A. SUNDBLAD. March 1975.
Capitalizing Net Lease Rentals: A Co m ment. RICHARD D.
GRITTA. November 1974.
Controlling Exp ansion Costs: A Practical Gu ide. GERALD O.
WALLACE. April 1975.
Controlling New Facilities Cost. BRUCE R. HATHAWAY.
April 1975,
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Assets - Intangible (See also Financial Statements)

Automobile Leasing. HARRY A. SUNDBLAD. March 1975,
Controlling Expansion Costs: A Practical Guide. GERALD O.
WALLACE. April 1975.
The Com pany Car: A Management Decision. WILLIAM F.
CLINGMAN, III. May 1975.

Bakeries
New Cookie Development. DOMINIC F. PAGANO. August
1974.

Banks and Banking
Allocating Personnel Department Costs. GEORGE E. BRACK,
May 1975.
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Measuring Customer Profitability In a Commercial Bank.
THOMAS G. PAGANO. May 1975.

Clas sification of Accounts

Beverag es

Clothing

Variable Budgeting for Financial Plan ning and Control.
ELBERT N. MULLIS, JR. February 1975.

Cash Management: A Case Study. WILLIAM J. TALLENT.
July 1974. (Let ter by RICHARD A. RAUBER, January
1975.)

Break -Even Points
Break -Even Analysis for Higher Education, KEITH L. LARIMORE. September 1974.
Breweries
Controlling New Facilities Cost. BRUCE R. HATHAWAY. April

MAP Committee Defines Terms. August 1974.

Cons truction
Accounting for New Plant Construction. TIMOTHY J. NILES
and ROBERT H. Dowls, JR. July 1974.
Percentage of Completion Accounting. CHARLES RACHUL
December 1974.
Cork

1975.
Budgets (See also Assets- Fixed, Forecasting,
Profits and Return on Inv estment)
A Behavio ral App roach to Participative Budgeting. ROBERT
J. SWIERINGA, February 1975.
A Comp uter Model Approach to Budgeting. RICHARD C.
MURPHY. June 1975.
A Goal - Oriented Budgetary Process. KAMAL E. SAID. January 1975.
Budgeting In Retirement. EDWARD G. ERIKSEN. April 1975.
Some Effects of Participative Bud geting o n Man agerial Behavior. ROBERT J. SWIERINGA and ROBERT H. MONCUR.
Research Study. July 1974.
The Corporate Utility Transorm. BILLY E. GOETZ. June
1975.
The Lin ear Total Revenue Curve In Cost - Volume -Profit
Analysis. ROBERT J. HARTL.. March 1975.
Variable Budgeting for Financial Planning and Control.
ELBERT N. MULLIS, JR. February 1975.
Building Materials
The Social Costs of Social Benefits. JOHN V. VAN PELT, III.
October 1974.
Cafeterias
Accounting for a Drive -In Diner. SAu LAN CHAN. May 1975.
Cash Flow
Cash Management: A Case Study. WILLIAM J. TALLENT.
July 1974. (Letter by RICHARD A. RAUBER, January
1975.)
Contrib utions: Monetary Versus Non - Monetary. ROBERT F.
COIL. April 1975.
Managing the Cash Flow. Articles published originally in
MANAGEMENT ACCOUNTING. August 1974.

Planning Corporate Social Performance. I. WAYNE KELLER.
June 1975.

Cost Accounting (See also Training of
Management Accountants )
Accounting for Corporate Social Perform ance: A Survey.
ANDREW H. BARNETT and JAMES C. CALDWELL. NOvvember 1974.
A Process Model for Costing. REIMUND FRANKE. January
1975.
Cost Accounting Standards and Financial Auditing. FRED R.
LANG. April 1975.
Full- Absorption Cost: A Managerial Dilemma? KENNETH
G. HUMER. December 1974.
Imputed Opportunity Costs. DAVID M. STAMBAUGH, December 1974.
The CMA Examination: A Content Analysis. JACK L.
KROGSTAD and JOHN K. HARRIS. October 1974. (Letters
by JERRY L, FORD and RICHARD H. STITES, February
1975.)
The CMA Examination: A Step Toward Professionalism.
DONALD L. MADDEN, October 1974.
The Loner: A Small Firm 's Controller Speaks Out. RAYMOND R. GEARY. December 1974. (Letters by ROBERT
O. WALTON, JR,, April 1975 and PAUL N. THEODORE,
June 1975.)
The Management Accountant: A British Study, KENNETH
W. KILVINGTON, May 1975.
Cos t Cont rol and R eduction
Control Charts for Citrus Packing Plants, YAAQov GOLD SCHMIDT, L. SHASHUA and D. SHADMON. March 1975.
Cost Control: Whose Job? QUIESTER CRAIG. March 1975.
Costing In a Data Processing Department. JOHN E. FINNEY.
October 1974. (Letters by RICHARD F. ASBURY, JR.,
May 1975 and ROBERT PROCTER. June 1975.)

Ce me nt a n d St on e
A New Marketing Information System. JAMES C. STEPHEN SON and HARVEY SMITH. August 1974.

1975.
EDP Controls to Check Frau d. JOHN M. HORNE. October

Continuous Auditing by Exception. J. GREGORY KUNKEL.
July 1974.
Data Processing You Can Afford. RICHARD C. GAINEY.
October 1974.
Costing In a Data Processing Department. JOHN E. FINNEY.
October 1974. (Letters by RICHARD F. ASBURY, JR.,
May 1975 and ROBERT PROCTER, June 1975.)
EDP Controls to Check Fraud. JOHN M. HORNE. October

1 974.
Process Costing Via Reaction
SCHWAN. September 1974.

1974.
ED P: Who Will Assess Its Value? WILLIAM J. SCHROEDER,
JR. March 1975.

Chemicals
Accounting for New Plant Con struction , TIMOTHY J. NILES
and ROBERT H, Dowts, JR. July 1974.
A Vote for R &D Profit Centers. SPENCER C. WATSON. April
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Cos t Con tr ol an d Re duc ti on

Accounting, EDWARD S.
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Foreign Long -Term Debt Translation. JOHN W. HOUGHTON,
JR. September 1974.
IRS Audits of EDP Systems. BRUCE M. GREENWALD and
GARY OBERLANDER, April 1975.

Direct Costing (See also Overhead)
A Con tribu tion Ap p ro ach to Tran sfer Pricin g. RICHARD J.
SCHWAB. February 1975.
Expanding the Profit Contribution Approach. FREDERICK
H. W u . J u n e 1975.
The Benefits of Direct Costing, RICHARD W. SWALLEY. Septem ber 1974. (Letters by JAMES R. DAVIS, and ELLIOTT
SLOCUM, March 1975.)

Distribution
A New Marketing Information System. JAMES C. STEPHEN SON and HARVEY SMITH. August 1974.
The Franchise Fee. J. LARRY HAGLER. July 1974.

Diversified Companies
ED P : Who Will Assess Its Value? WILLIAM J. SCHROEDER,
JR. March 1975.
Managerial Profitability. HENRY T. WEATHERS. July 1974.
Measuring Divisional Profitability. ROBERT W. WILLIAMSON.
Janu ary 1975.
Segmentation fo r Reporting Purposes. NEIL R. VARIAN.
April 1975.

Dimensions of Corporate Social Reporting. NABIL ELIAS and
MARC EPSTEIN, March 1975.
Fair Value Reporting, ALFRED M. KING. March 1975.
Finally - Inflation Accounting? ROBERT F. RANDALL. November 1974. (Lett er by ALBERT F. COLLINGS, February 1975.)
Foreign Long -Term Debt Translation. JOHN W. HOUGHTON,
JR. September 1974.
German Financial Statements. RODERICK C. HOLE and
MICHAEL A. ALKIER. July 1974.
Incom e Reporting and APB Opinion No. 18. ENRICO PETRI.
December 1974.
LIFO and Inflation. ORVILLE R. KEISTER. May 1975.
Managing The Income Number. RICHARD F. BEBEE, LAWRENCE L. STEINMETZ and WILLIAM D. WILSTED. February 1975. (Letter by ABRAHAM J. BRILOFF, May
1975.)
Materiality In Financial Reports. SAM M. WOOLSEY. February 1975.
Price -Level Adjustments: A MAP Com m ittee Report, June
1975.
The New Financial Environment. HERBERT C. KNORTZ.
March 1975.

Ecology and Environment

Food

Measuring Social Costs. CHARLES M. BENDOCK. January
1975.

Conducting a Social Inventory. STANLEY M. HUNT. October
1974.
Control Charts for Citrus Packaging Plants. YAAQov GOLD SCHMIDT, L. SHASHUA and D. SHADMON. March 1975.
The Asset - Disposal Decision. ARTHUR B. BLAKE. October
1974.

Economics
Effects of Inflation and Currency Fluctu ation. BHUWAN
BHUSHAN. July 1974.
Finally -] nflat ion Accounting? ROBERT F. RANDALL. November 1974. (Let ter by ALBERT F. COLLINGS, February 1975.)
Financial Analysis In an Inflationary Environm ent. JOHN
GETZELMAN. March 1975.
Inflation: Do es th e Firm Benefit? JOSEPH A. LAVELY. June
1975.

Estimating
Computerized Estimating. CLYDE PERRY. January 1975.

Farms
Cattle Accoun ting. JOHN F. LOUGHLIN. Decemb er 1974.

Financial Control
Controlling Exp ansion Costs: A Practical Gu ide. GERALD O.
WALLACE. April 1975.
Controlling New Facilities Cost. BRUCE R. HATHAWAY. April
1975.
How Often Sh ou ld You Pay Dividend s? A. M. SIBLEY and
CHARLES T. RINI. November 1974. (Lett er by GERARD
A. SWICK, June 1975.)
The Venture: A Basis fo r Accounting Theo ry. DAVID H.
SILVERN. February 1975.

Financial Statements (See also Reports)
An Approach to Fairness in Disclosure. JOSEPH F. CASTELLANO and HARPER A. ROEHM. February 1975.
A Surro gate Model fo r Income Repo rting. WILLIAM R.
SMITH. December 1974.
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Forecasting (See also Assets- Fixed, Budgets,
Profits and Return on Investment)
A New Marketing Information System. JAMES C. STEPHEN SON and HARVEY SMITH. August 1974.
A Vote for Profit Forecasting. ALICE S. MARKWALDER. December 1974. (Lett er by PATRICIA K. PABST, April
1975.)
Exploring Forecast Disclosure. WILLIAM G. BROWN, JR.
December 1974. (Lett er by PATRICIA K. PABST, April
1975.)
Financial Analysis In an Inflationary Environm ent. JOHN
GETZELMAN. March 1975.
Grass Roots Forecasting. HAROLD W. RAKES. September
1974.

Foreign Practices
Effects of Inflation and Currency Fluctuation. BHUWAN
BHUSHAN. July 1974.
Financial Analysis in an Inflationary Environm ent. JOHN
GETZELMAN. March 1975.
Foreign Long -Term Debt Translation. JOHN W. HOUGHTON,
JR. September 1974.
German Financial Statements. RODERICK C. HOLE and
MICHAEL A. ALKIER. July 1974.
Japanese Business Practices. RUTH P. HOPKINS. July 1974.
Making an Investment in Mexico. JOHN D. WHITT. November 1974.
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Ac c o unt ing

Vo lu me s
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Iand

Eur o p e an
Ma r c h

fo r

Mult ina t io na l

II.A u g u s t

P u b li c

Co r p o r at io n s .

Huma n

Value

Mo d e l.

G EO R G E

K.

CADDY. A p r i l

1975.

B r e a k - E v e n A n a l y s i s f o r H i g h e r E d u c a t i o n . K E I T H L. LAR I-

1974.

Ac c o untant.

W I LL IA M

MO R E. S e p t e m b e r

F. CRUM.

1974.

D a y C a r e : A B u s in e s s O p e r a t e d f o r P r o f it . R O B E R T H . H E N -

1975.

T h e T e a c h i n g o f I n t e r n a t i o n a l A c c o u n t i n g . P AUL
June

A

DE R S O N. A p ril

B. F o U T Z .

1975.

1975.

Insurance
Foundries

After

A f t e r T h e F ir e : T h e I n s u r a n c e C la im . JER E R . DUKE. S e p -

1974. (Let ter by

tember

EW A L D S C HNEIDER ,

The

F ir e :

Marc h

The

In s u r a n c e

1974. (Lett er by

S ep temb er

C la im,

JER E

R.

DUKE.

EW AL D S C HNEI DER , M a r c h

1975.)

1975.)

Insurance Companies
Glass

C o n t r o l li n g T h e A u d it F e e . T H O M A S F E E . F e b r u a r y

K.

P r o d u c t io n D e c i s i o n s f o r N e w P r o d u c t s . S A T I N D E R

and

LICK

P. H A U S S E N E R .

DO N AL D

Augus t

Interunit Accounting

1974.

A

Government Contracts

C o n t r i b u t i o n A p p r o a c h t o T r a n s f e r P r ic in g .
S C HW AB. F e b r u a r y

Co s t Ac c o unt ing S t a nd a r d s a nd F ina nc ia l Aud it ing. F R ED R .
LANG . A p r i l

1975.

MUL-

RIC HAR D J .

1975.
T. W E A T H E R S .

Ma n a ge r ial P r o f it ab ility . HE N R Y

J u ly

1974.

1975.

Inventories
Government Units

A

F is c a l P l a n n i n g f o r T h e N a t i o n ' s C a p i t a l. C O M E R
Feb rua ry

S.

Lo o k

CO P PIE.

1975.
T. W E L L S .

A p r il

LIF O.

(Lett er by
How

T h e A c c o u n ta n t ' s R o le I n T h e F BI . J O S E P H

At

G EO R G E E .

LI F O B e ga n. H E R B ER T

T.

Mc ANLY .

1975.)
J u n e 1975.

I n f l a t i o n : D o e s t h e F i r m B e n e f it ? JO S EP H A . LAVELY. J u n e

1975.

1975.
I nf la t io n R e ne ws I nt e r e s t in LI F O . De c e mb e r

Human Relations
A

Be h a v io r a l

In v e n t o r y O wn e r s h ip Co s ts .

Ap p ro ac h

to

P a r t i c i p a t iv e

ER T J . S W I E R I N G A . F e b r u a r y

A

fo r C o r p o r a t e

AN D R E W H .
vember

K.

S o c ia l

BAR NET T

and

Bu d g e tin g .

ROB-

1975.

Human Value Mo d el. G E O R G E

Ac c o unt ing

C A D D Y . A p r il

P erf o rma nc e:

JA ME S

C.

1975.

A Survey.

C A L DW E LL .

No-

1974.
MAR C EP S T EI N. M ar c h

W.

S O UT HER LAND.

1974.

BER ES F OR D.

LIAO .

R e s o ur c e

1974. (Letters by G E N E
1975.)

Augus t

J uly

1974.

P as t,

Present

and

S T EP HE N L AN DE KI C H .

and

M a t e r i a l it y . J O H N

Future.

Research

B.

DAVID

P a r t i c i p a t iv e

Bud ge t ing

B e h a v i o r . R O B E R T J . SW IER ING A

and

T h e S o c i a l C o s t o f S o c i a l B e n e f it s . JO HN

KAS P ER , Janu ary

W. WYCOFF.

De c e mb er

on
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1975.

Ma r gin

Do lla r s

Per

Ho u r.

1975.

R O BER T

V.

Wo rkshop

Augus t

M a n a g e r i a l P r o f it a b i lit y . HE N R Y

Cos ts .

T.

W EA T HE R S . J u l y

1974,

Labor
D i r e c t a n d I d l e - T i m e C o s t A c c o u n t i n g . DAVID

W. WYCOFF.

1974.

H.

T he P r e m a t ur e R e t ir e me nt

1975.
III.

W I L LI A M
JO HN

S.
F.

De b t . R O B E R T

T. JO HNS O N and

1975.

Machinery Manufacturing
A

S c r e e ning

Da ta

Mo d el

P ro c e s s ing
October

Exp lo r ing

1975.)

of

MAR T IN B E N T S . J a n u a r y

MO N -

VAN P E L T ,

1974. (Lett er by

W. WYCOFF.

Loans

Man ag erial

Institutions
uary

June

Joint and By- Product Costing

fo r

Inves tment

P ro p o s als .

JA M E S

E.

1975.

You

Can

Af fo rd .

R IC HAR D

C.

G A I NE Y .

1974.

Fo recas t

De c e mb er

A G o a l- O r ie n t e d

III.J u n e 1975.

in

1974.

DAY. J a n u a r y

R e h a b i l it a t i o n
JR .

P E LT ,

Job Evaluation

1974.

HO US T O N,

V. VAN

EDW ARDS .

C UR . Research Study. J u l y 1974.
T h e C o m p a n y S o c i a l A u d i t . DAVID F. F E T YK o . A p r i l
October

E.

1975.
of

f o r C o s t i n g . R E I M U N D F R ANKE. J a n u a r y

Me as ur em en t

De c e mb er

P e o p le P r o b le ms a nd H uma n S o lut io ns . J AMES

Vo c a t io na l

Mo d el

J.

1975.)

C AP LAN

Feb rua ry
S o m e Effec ts

G ALE

1974. (Lett er by

Ac c o unt ing:

H.

ED W I N

1975.

D i r e c t a n d I d l e - T i m e C o s t A c c o u n t i n g . DAVID

No v e mb e r

NEW E LL, M a y

Study.

P ro c es s

Ar e R e p o r t ing S o c ia l P e r f o r ma nc e . DENNI S

Huma n As s e t s , Hu ma n R e s o ur c e s a n d Ma na ge r ia l De c is io ns .

Huma n

A

and

HYMEL a nd T IMO T HY A. JO R DAN, J u n e

S.

O R VI LLE R . K EIS T ER . May

De c e mb er

1975.

F i n a n c i a l P e r s o n n e l R e c r u i t m e n t . ED W I N

How C o m p a n i e s

1974.

W ALLAC E.

Iron and Steel

P r o f it a b ili t y

De c e mb e r

AL BE R T

1975.
HUNT. O c t o b e r

D i m e n s i o n s o f C o r p o r a t e S o c ia l R e p o r t in g . N A B I L E L I A S

S HU

1974.
LIFO a n d I n f l a t io n .

1974.

C o n d u c t in g a S o c ia l Inv en to ry. S T A NLE Y M.

R.

1975.

YO UM A NS . J a n u a r y

ANT HO NY E. R ADAIC H, June

D is c l o s u r e .

W ILLIAM

1974. (Let ter by

PATR IC K

G.
K.

BR O W N,

JR .

PABS T , J u n e

1975.)
B u d g e t a r y P r o c e s s . KA MA L

E.

SAID. J a n -

T i m e - F r a m i n g a P E R T C h a r t . JAROSLAV

P. B U R E S .

Oc to b er

1974.
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Process Cos ts

D e c i s io n - M a k in g

In

BO MBLAT US ,

Mid d le

RIC HAR D

L.

1974. (Letters by T HO MAS W .
1975 and T HO MAS A . DLUG O P OLS KI,

S.

LIAO.

No v e mb e r

NEW E LL, M a y
I mp e d ime nt s

to

1974. (Let ter by

E.

1975.)
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HE N R Y MI N T Z B ER G .

of

Ma n a g em e n t

Research Study.

I nf o r ma t io n.

S ep temb er

P r i m e r O n T h e P r o f e s s io n a l C o r p o r a t io n .
JR . J a n u a r y

G ALE

C. Roy

1974.

MU N D E E ,

1975.

T h e I m p a c t o f I n f o r m a t i o n S y s t e m s . JO EL
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The

P r e s id e n t ' s

Job

Is

E a s ie r . G EO R G E
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W.

1975.
Ma t e ri a l C o n t r o l a n d
Co nt r o lling

and

Ac c o unt ing

MC C AR T HY

and
1974.

October

of

Merge rs

Ac c ounting

T HO MAS

fo r

L.

(See also
S u p p li e s .

MO R IS O N.

Suppli e s )

T HO MAS

C UR R I E. S e p t e m b e r

B a r g a i n i n g A r e a . EDW AR D

1974,

M

Me t a l W o r k s

ber

1974.

M. S T A M B A U G H .

EDW AR D

S.

1974.

Pr o duc ti o n P la nning a nd Co nt ro l
New P ro d uc t Manageme nt. DAVID

H. JAC KS O N . Ju ly 1974.
New P r o d u c t s . S A T I ND E R K. M U L LICK and DO N ALD P. H A U S S E N E R . A u g u s t 1974.
- F r a m i n g a PERT C h a r t . JAROSLAV
P. BUR ES . O c t o b e r

P r o d u c tio n D ec is io ns f o r

T im e

1974.
P ro fi ts

(See also A s s e t s -

Re turn o n

C o mp u te r

Fixe d, Budg e ts , Fo re c a s ting

Inv e s tme nt)

Mo d el

MU R P H Y . J u n e

Ap p r o ac h

to

Bu d g e tin g .

RIC HAR D

1975.

A N e w Ma r ke t ing I nf o r ma t io n S ys t e m. J AMES
SON and HAR VE Y S M IT H. A u g u s t 1974.
V o t e f o r P r o f it F o r e c a s t i n g . AL IC E

A

I m p u t e d O p p o r t u n i t y C o s t s . DAVID

Ac c o u nt in g .

1974.
K. M U L LICK and DO N ALD P. H A U S S E N E R . A u g u s t 1974.
P r o d u c t L i n e C a s h I n c o m e : A R e li a b l e Y a r d s t ic k .
Ross
S T EVENS . N o v e m b e r 1974.
S e g m e n t a t io n fo r R e p o r t in g P ur p o s e s . NEIL
R. VAR IAN.
A p r i l 1975.

A

A c q u i s i t io n C o s t i n g a n d t h e

R e a c t io n

N e w P r o d u c t M a n a g e m e n t . D A V I D H. JAC KS O N. Ju ly
P r o d u c t i o n D e c is io n s f o r N e w P r o d u c t s . S A T I N D E R

and

Co r po r a t i o ns

Via

Pro duc t C o s t a nd Appr a is a l

J.

Research Study.

Co s t ing

S C HW AN. S ep tem b er

1975.)

Huma n As s e t s , Huma n R e s o ur c e s a nd Ma na ge r ia l De c is io ns .
SHu

P ro c es s

Augus t

HU G HE S , J an u ar y
Febr uary

Ma n ag e m en t .

S.

De c e mb er

Dec em-

1974. (Let t er by

PATR ICIA

C.

C.

ST EP HEN -

MAR KW ALDER .

K. PABS T ,

Ap r il

1975.)
A Vo te fo r

Or g a ni z a t io n

R&D

P r o f it C e n t e r s . S P EN C ER

W A T S O N . A p r il

C.

1975.

P r i m e r O n T h e P r o f e s s io n al C o rp o r a tio n . R o y
JR . J a n u a r y

MUNDEE,

C.

B u s i n e s s P l a n n i n g a t 3 M . DO NALD
by

1974. (Letters by P AUL
W A L L I N G , A p r il 1975.)

1975.

Pa pe r a nd Pa pe r Pro duc ts
Bus ines s P la n n in g a t 3 M .

DO N ALD

ber

1974. (Let t ers by
W ALL ING , A p r i l 1975.)

P AUL

Exp a nd ing

E.
H. AT K IN S

and

W.

T ED

the

H. Wu.

GAR R ET S O N. N o v e m -

P r o f it

June

E.

H.

GAR R ET S O N. N o v e m AT KI NS a n d

C o nt r ib ut io n

Ap p ro ac h.

W.

T ED

FR EDER IC K

1975.

Ma king An I nv e s t me nt in Me xic o . J O HN D. WHI T T. Nove mber

1974.

M a n a g e r i a l P r o f it a b i l it y . H E N R Y

T . W E A T H E R S . J u ly 1974.
M e a s u r in g D iv is io n a l P r o f i t a b i li t y . R O B E R T
W IL LI AM S O N.

Pe r s o nne l
A l l o c a t i n g P e r s o n n e l D e p a r t m e n t C o s t s . G EO R G E
May

W.

E.

1975.

P r e s id e n t ' s

June

Is

E a s i e r . G EO R G E

W.

The

1975.

The
Dir e c t

C o s t in g .

RIC HAR D

Sep tember
ELLI O T T

The L o n e r :
R.

1974. (Letters by JA ME S
S LO C UM, M a r c h 1975.)

W AL T O N,
June

De c e mb er

JR . ,

Ap r il

W.
R.

DAVIS

and

1974. (Letters by RO BER T O.
1975 a n d P AUL N. THEO DO R E,

1975.)

New

F ina nc ia l

BARRY

T rans fo rm.

BILLY

E.

Ho u r.

GO ET Z. J u n e

P r ic in g . RICHAR D J .

V.

CORR. N o v e m b e r
A p r il

1975.)

F ina nc ia l

P la n ning

Env ir o nm e n t .

Ac c o u n t in g .

and

Co nt r o l.

C.

KN O R T Z .

1975.

HER BE R T

F R ANK

1974. (Let t ers by LESLIE
SANT I, A p r i l 1975.)

AL VA R Ez .

L . MEG Y ER I a n d

F in a n c in g R e a l Es t at e In v e s t m e n t T r u s t s .

A

(See also F i n a n c i a l

Surrogate

Mo d el

Ho w

L.

No v e mb e r
DAVID

C UR T I S W E S T -

fo r

S ta t e me nts )

Inc o me

Re p o r ting.

W I L LI A M

R.

R.

1974.

C o m p a n i e s A r e R e p o r t i n g S o c ia l P e r f o r m a n c e .
N is

W.

1975.

SMIT H. D e c e m b e r

E. C U S H I N G ,
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fo r

1975.

C o n d o min iu m

1975.

T h e R o l e o f C o s t in P r i c in g . AR T HUR

1974 . (Let ter by

Per

Re a l Es ta te

Re po rts
Ap p r o a c h to T r a ns f e r

S C H W AB . F eb rua ry

Do lla r s

Ut il it ie s

BR O O K , JR . M ay

Pr ic ing
A C o nt r ib ut io n

U t i li t y

Bu d g e t in g

Ma r c h

S W AL LEY.

A S m a l l F ir m ' s C o n t r o l le r S p e a k s O u t . R A Y M O N D

G EA R Y.

Ma r gin

ELBER T N. MUL LIS , JR . F eb r uary

Public

Pla s tic s
of

in

W. WYCOFF. J u n e 1975.

Corporate

Va r ia b le
D e s i g n i n g a n A c c o u n t i n g S y s t e m f o r a S m a l l Bu s in e s s . J U D Y

B e n e f it s

W AYNE KELLER .

1975.

Pho t o g r a phi c E qui pme nt

BR O W N. J u n e

Me as ur em en t

DAVID

O R R , JR . J u n e

I.

1975.

P r o f it a b il it y

Jo b

1975.

The

1975.

Pla nning C o r po r a t e S o c ia l P e r f o r ma nc e .

Pha rma c e ut ic a ls
The

Janua ry

BR ACK.

BE R E S F O R D. A ug u s t

DEN-

1974.
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Impediments to the Use of Management Inform ation.
HENRY MINTZBERG. Research Study. Sep temb er 1974.
Income Rep orting an d APB Op in io n No . 18. ENRICO PETRI.
December 1974.
Segmentation for Reporting Purposes. NEIL R. YARIAN.
April 1975.

Research and Development Costs
A Vote for R &D Profit Centers. SPENCER C. WATSON. April
1975.

Retailing
Milwau kee Is Midwife to Shopping Complex. HANS L.
MATZNER. February 1975.

Return on Investment (See also Assets - Fixed,
Budgets, Forecasting and Profits)
A Screening Model for Investment Proposals. JAMES E.
DAY. Janu ary 1975.
The Corpo rate Utility Tran sfo rm . BILLY E. GOETZ. June
1975.

Rubber
Inventory Ownership Costs. ALBERT WALLACE. December
1974.

Small Business
Designing an Accounting System for a Small Business. JUDY
BROWN. June 1975.
Milwau kee Is Midwife to Shopping Complex. HANS L.
MATZNER. February 1975.
Tax Con sideratio ns for a Sm all Bu siness. JOHN L. RHOADS.
Jan uary 1975.

Standard Costs

Systems and Procedures
A New Marketing Information System. JAMES C. STEPHEN SON and HARVEY SMITH. August 1974.
Impediments to the Use of Management Inform ation.
HENRY MINTZBERG. Research Study. Septem ber 1974.
The Im pact of Inform ation System s. JOEL E. Ross. August
1974.

Taxes
A Ho b by - Or a Tax Shelter? J. RICHARD TROESTER. November 1974.
IRS Audits of EDP System s, BRUCE M. GREENWALD and
GARY OBERLANDER. April 1975.
Multi -State Income Taxation. PAUL F. BRANTNER. September 1974. (Letters by MILTON E. JACOBS and MARTIN
HUFF, February 1975.)
Tax Considerations for a Small Business. JOHN L. RHOADS.
January 1975.

Textiles
A Look At LIFO. GEORGE E. YOUMANS. January 1975.
(Letter by ANTHONY E. RADAICH, June 1975.)
Cash Management: A Case Study. WILLIAM J. TALLENT.
July 1974. (Letter by RICHARD A. RAUBER, January
1975).
Grass Roots Forecasting. HAROLD W. RAKES. September
1974.

Theaters
Accounting for Local Community Theater Groups. GERALD
N. STEVENS. January 1975.

Tobacco

Allocating Personnel Departm ent Costs. GEORGE BRACK.
May 1975.
Analysis of Rate, Efficiency, and Utilization Variances.
CHARLES R. PURDY and DONALD E. RICKETTS. November 1974.
Standard Co sts and Varian ce Analysis. Co m bines Research
Reports 11 -15 and 22. Research Study. Febru ary 1974.

Statistical and Mathematical Methods
A Process Model fo r Co stin g. REIMUND FRANKE. January
1975.
Pascal's Triangle, HAROLD E. WYMAN. October 1974.
The Lin ear Total Revenue Curve In Cost - Volume -Profit
Analysis. ROBERT J. HARTL. March 1975.

Supplies
Contro lling and Accounting fo r Supplies. THOMAS J.
MCCARTHY and THOMAS L. MORISON. Research Study.
October 1974.

Contributions: Monetary Versus Non - Monetary, ROBERT
F. Con.. April 1975.

Training of Management Accountants (See also Cost
Accounting)
An Accounting Internship In Industry. LYNDA J. BEESON.
March 1975.
The CMA Examination: A Content Analysis. JACK L.
KROGSTAD and JOHN K. HARRIS. October 1974. (Letters
by JERRY L. FORD and RICHARD H. STITES, February
1975.)
The CMA Exam ination: A Step Toward Professionalism.
DONALD L. MADDEN. October 1974.
The Teaching of International Accounting. PAUL B. FoUTZ.
June 1975.
Vocational Rehabilitation Workshop Costs. WILLIAM S.
HOUSTON, JR. August 1974. (Letter by JOHN F.
KASPER, January 1975.)

Letters to the Editor

62

Letters to the Editor

Letters Commenting on Earlier Articles

Letters to the editor co mm en ting o n articles published in
Volume LVI (July 1974 -June 1975) are listed above
to geth er with the article referenced .

Accounting Theory: Revolution or Evolution? JOHN L.
KRAMER. April 1974. (Letter by JAMES D. PASCOE,
October 1974.)
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Corporate

Ac c o unt ing

Ma r c h

and

Ec o n o m ic s .

1974. (Lett er by

T HO MAS

BER T J . BL EW I T T .

1974.)
Co st

Ma r c h

LA U DA , N o ve m b e r

C.

D i s c lo s u r e . JA ME S

1974. (Let ter by R.
1974.)

JO S EP H

HENR Y. M a y

B.

HO S T E LL ER ,

fo rm.

De c e mb er

1974. (Letters by

R O BER T

LAKE a n d

C.
1974.)

RO BER T

E a r l y C o n t r i b u t i o n s t o C o s t A c c o u n t in g . R O B E R T
De c e mb er

1973. (Lett er by
1974.)

a r y 1974. (Letters by
J. MC Q U AD E, S ep te mb er

W.

Augus t
The

E.

F E L LE R .

V.

S C HUL T z. F eb ruThe

1974.)

and MIC HA EL S KIG EN. M a y 1974. (Let t ers by
JA M E S P. MC L A N E Y , E. MA C R A M S E Y, J R . , a nd C O N L E Y
H. R O L L E R , N o v e m b e r 1974, an d JE R E F R A N C I S , F e b r u a r y 1975.)
Re p o r ting.

1974. (Let ters by

R IDD ELL,

Janua ry

October

E. FR AEDR IC H.
S. P L E T C H E R a n d R O BE R T
1974, and BAHADUR MUR AO ,

JO HN

KEIS T ER . J a n u -

R.

a r y 1974. (Letters by ROG ER L . K N E C H T a n d T. L .
S HAR P E, A u g u s t 1974, and GO R DO N D . BAR NES , S e p t e m b e r 1974.)
KEN NE T H
KENN ET H

H.

BER GS T RO M.

Ma r c h

1974.

E G G E R , S e p t e m b e r 1974.)
M a n a g e m e n t A c c o u n t i n g i n a D e v e l o p i n g C o u n t r y . DA N IE L

G.

DO R IAN. M a y

R.

1974. (Lett ers by KA R I M G.
1974.)

KHO UR I

and R O NALD J. VO G T , O c to b er
New

Feb rua ry
F LO YD

1974. (Let ter by R A Y
A . B E A M S , J u ly 1974.)

J. G R O V E S an d

Reply by

B u d g e t - A u d i t in g S t a n d a r d s . DO N AL D J A ME S . M a y

1974. (Letters by Tom W.
ME L T O N , D e c e m b e r 1974.)
Pro p os ed Co d e
Febr uary

of

DA L E

JA M E S

L.

E.

DAVIS O N.

No-

CAMP BELL,

J uly

Conc ept of

Ma t e r ia lit y .
DAVID

JO S EP H

A.

CO TE.

T.

De c e mb e r

DR I N K W A T E R , J u ly

1974.)

M o d e r n A p p r o a c h t o P u b li c A u d it s . AR T H UR LEV IT T .

1974. (Let ter by

R O BER T

G.

BR E NNA N, J u l y

1974.)
T h e S h a d o w O r g a n i z a t io n , R O B E R T F . A L L E N ,

1974. (Letters by
RICHAR D
Augus t
The

F.

NO R MA N

AS BUR Y

S.

JR . ,

et al. J a n u a r y
1974, and
C. NO B L E ,

MA Y BE R G , Ju ly
a n d MAR I LYN

1974.)

Value -Ad d ed

Tax.

1974. (Let ters by

S T EV EN

D.

G AR T O N.

Feb rua ry

G EO R G E BIN ZE R , C L AR EN C E

W. DR IS 1974.)
V is ib ili t y a n d M a t e r i a l i t y in I n t e r i m R e p o r t i n g .
SCOTT T.
W ALK ER . D e c e m b e r
1973. (Let t er by IR VIN A . G E I S SLER , M a r c h 1975.)

Miscellaneous Letters
"A

HUG HES

and

P r o f e s s io n a l C o n d u c t . J O Y C E

C.

EDGAR

P.

"An

LA MB ER T .

1974.)

S a le s C o m p e n s a t i o n a n d

Memb er

S p e ak s

Out."

RIC HAR D A .

MC M IL L EN .

1975.

ELA

S p e a k s O u t . " C LA R EN C E

W.

BROADHEAD. A p r i l

1975.
" E s c a la t i o n

Of

S ma ll

Company

R e p o r t ing . "

W AR R EN

D.

BA G A T E LL E. J uly

1974.
"I a m A m a z e d ! " R O B E R T R . H I L L .
"Is T h a t M a n u s c r i p t N e c e s s a r y ? "
1975..
"When

1974. (Letters by

RIC HAR D F . AS BUR Y JR . ,
and R IC HAR D F . F ALVEY, S ep temb er

New
Ap r il

D i r e c t i o n s in F i n a n c i a l R e p o r t in g . F LO YD A . BEA MS .

P r o p o s ed

S.

MI L T O N F . US R Y,

C O LL and W ES LEY J. R IC HMO ND, S ep temb er

I n t e r n a l C o n t r o l f o r C h u r c h e s . O R VI LLE

Ba c k .

Tax.

1973. (Let ter by

Febr uary

KAR L

1975.)

(Let ter by

1974. (Lett er by

1974.)

1974. (Let t er by

Ea r n ings

1973. (Lett er by

JAUC H

F ina nc ia l

C O R MA N . J a n u a r y

1974.)
The

H u m a n R e s o u r c e s A c c o u n t i n g : A C r i t i c a l E v a lu a t i o n . R O G E R

Lo o king

M c G LI N C HE Y,

1974.)

Ac c u mula t e d
vemb er

D O N R . F R t S I N G ER an d MI C HA E L

and

C.

S P IEG EL. J a n u a r y

C EC IL D . MAR S HALL, D e -

F in a n c ia l S y s t e m s De v e lo p m e nt . G L E N N

M.

C.

T he Ac c o unt a nt , t h e Ma r ke t ing Ma na ge r a nd P r o f it . R EED

W IL LIA MS O N, O c t o b e r

c e mb er

JAM ES

P AR N ELL D . C L A R K , J u ly

D e c e n t r a l i z a t i o n i n R e a l L if e . R A YM O ND L . L AR S O N . M a r c h

Ap r il

JO S EP H

T a x S h e lt e r s fo r C a p it a l I n v e s t m e n t - A V ie w o n T h e i r R e -

Me as ur em en t and

I n f la t io n

1974. (Let ter by
1974.)

S ep temb er

Is T h e T r a d e
1974.

No v e m b e r
EAR L

W o r t h I t . " MA X IN E

1974.

T.

R IT T ER . A p r i l

C.

JO HNS O N. A u -

gus t

" W o m e n ' s R o l e i n B u s in e s s . " D O N N A J . M C C O N N E L L . A p r il

H a r m o n y . W I L LI S R . G R E ER , JR .

1975.

Feature Articles
A c c o u n t i n g b y S a m . R O B E R T F . R ANDALL. J u n e
Ac c o unt ing

Week

In

Dayto n.

JA M E S

DO NALD J. T R ENT MAN . S ep t emb er
Ale x a nd e r J . Lind s a y

(1896 - 1974).

M.

'75.

Ap r il

Bud ge t ing I n R e t ir e me nt . Ap r il

and

October

1974.
1975.

1975.

A t I t s T h i r d O f f e r in g ,
Exa m ina t io n . J une
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1975.
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1975.

C e r t if ic a t e I n M a na ge me nt A c c o un t ing. J uly
C lint o n

1974.

An Ac c o u nt ing I nt e r ns h ip in I nd us t r y . Ma r c h
An a h e im

1975.

NIS O NG ER

M.

Finney

1974.

(1885- 1974).

D e c e m b e r 1974.
C MA Ex a mina t io n Q u e s t io ns a n d A n s we r s -P a r t
a r y 1975.
C MA Ex amina tio n s Q ue s t io n s an d A ns we r s -P ar t

1.

Feb ru-

2.

Marc h

1975.
C o mp le t e the C M A

CMA

Ex a m in a t io n Que s t io ns a n d An s w e r s - P a r t

3.

Ap r il

1975.
63

CMA Examination Questions and An swers -Part 4. May
1975.
CMA Examin ation Questions and An swers -Part 5. June
1975.
Committee On Accoun ting for Corpo rate Social Perform ance
- Secon d Pro gress Repo rt. Sep tem ber 1974.
Contributions to CMA Examination Welcomed. August
1974.
Fifty -Fifth An nu al Report. Octo ber 1974.
Finally - Inflatio n Accoun tin g? No vember 1974.
First NAA Regio nal Conference In Asia. Janu ary 1975.
Four Join NAA Staff In Research, Data Processing. May
1975.
Hardy Elected Presiden t of Stuart Camero n McLeod Society.
July 1974.
How Comp an ies Are Repo rtin g Social Perfo rmance. August
1974.
IMA Analyzes 1973 Ex amination. Septem ber 1974.
IMA Issues a Rem in der of a Change in the Examination
Schedule. February 1975.

J. G. Underwood (1915 -75). June 1975.
Learning The LEAP Way. March 1975.
Lybrand Medal Winners- August 1974.
Keller Names Technical Services Director, November 1974.
MAP Committee Defines Terms. August 1974.
MAP Comm ittee Issues Statement No. 7: Fixed Asset Accounting: The Allocation of Costs. July 1974.
MAP Committee Responsive Action Update. February 1975.
Milwaukee Is Midwife to Shopping Com plex. February 1975.
Muskegon Wins Stevenson; Stockton Area Takes Warner
Trophy. August 1974.
Nation's Econom y: Major Topic On Anaheim Program.
May 1975.
Nominating Comm ittee Report. May 1975.
Notice of Am endments to the By -Laws. August 1974.
Prescription for Change. July 1974.
Price -Level Adjustments: MAP Com m ittee interim Report.
June 1975.
Profile of NAA Mem ber -1975. January 1975.
Review Courses Scheduled for CMA Examination. February
1975.
Self -Study Program Successfully Launched. January 1975.
Society of Leaders. November 1974.
Text of By -Laws. August 1974.
Thom pson, Madden and Fraedrich Get Top Scores on 1973
Examination. July 1974.
Three Join NAA Staff. July 1974.

Inflatio n Renews In terest in LIFO. December 1974.
In Detroit. Au gu st 1974.
'Indy 75' Regional Conference Planned, May 8 -10. April
1975.
In the Wake o f 'His Majesty O'Keefe'. December 1974.

THIS MAY BE THE BEST INVESTMENT YOU W ILL EVER MAKE
HOW ACCOUNTANTS ARE IMPROVING WORK, YET CUTTING COST
ALL MATE RIAL BY FREDERICK STAPLES, C.P.A. (California and Wisconsin)

So
tk
c

Member of Amer ican Institute of CPAs.. Nati onal Associ ati on of
No.`
Ea.

CORPORATE

C117S THE MONTHLY FINANCIAL STATEMENTS. For
the acc ountants responsible for devising
or prepar ng monthly financial statements
for business concerns. 72 Edition
C116

F201

P:Res

139

S

ACCOUNTING

21

95

MASTER CHART OF ACCOUNTS. Harmonized
with C116 and C117 7 1 E d .

4

95

CI 13S THE INVENTORIES. Inventory taking, valua•
tion and testing by the outside auditors,
roUudi ng activity analysis which s rap-

THE FINANCIAL BUDGET. The necessary
forms, with detailed concise preparation
instructions (including sequence of the
work) 69 Ed

C140

CHARTING THE BUSINESS. The chart paper
to be used. The information to be charted
and how to Chart it, wi th 13 c har ts illus•
dated 73 Ed
.. .. ........

F202A

THE SHORT CUT GENERAL LEDGER. W ith the
acc oun ts prin ted Iher eon in harmony with
F201 above and instructions 75 E d .

C114

INVENTORY TAKING INSTRUCTIONS. May be
used in many cases as is after filling
in a teA spaces 65 Ed
INVENTORY PRICING INSTRUCTIONS. With
Provision for merely checking applicable
sources etc 74 Ed

C115

C132

BOOK INVENTORY AND COST OF SALES
EXAMPLE, including entries Keeps monthly
inventory and cost of sales off, but tied n
with the general ledger 74 Ed

C150

COST ESTIMATING. A long time needed cost
guide including sample cost sheet 70 Ed

C139

BOOKKEEPING FUNDAMENTALS. Good record
keepi ng by client is good for the client's
business and reduces audit cost. 73 Ed.

104

3 15

C105

PREPARING FOR THE AUDITORS. What the
client can do to prepare for the audit
and help r educe cost 66 Ed

10

65

C107

SPECIMEN WORK SWEETS FOR THE AUDITORS. Showing some schedules the client
ordinarily can prepare 1 ?E^

5

50

8

75

C11IA

1 75

C8 32

All prices F.O.B. Thiensville, and subjec t to change without notice.
Regular sur face mail postage pai d on c ash orders. Full payment should
accompany fore!gn orders.
Add 50C, if or der is less than $5, and 4% tax, if shi pment to Wisconsin.
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THE COUNTING HOUSE PUBLISHING CO.
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Add 50C , i f or der is less than $5, and 4% tax, if shipment to W isconsin.

Stock No. C117S C116 F201 C113S C114 C115 0132 C139 C119
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Amount
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SUPPLEMENTAL INTERNAL CONTROL DUESTIONNAIRE. Deals largely with matters
beyond the usual audit engagement but
within thethesco
a a of the c onsultan
ractisin t and
accountant,
mnagement
the company controller 74 E d .

GROUP
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135 Candidates Complete the CMA Examination
At Its Third Offering
The accountants listed below completed the Certificate in
Management Accounting examination at its December 1974
offering. Many of these successful candidates have completed
the two -year experience requirement and will be awarded the

Peter L. Agostinelli
Morton - Norwich Products
Winnetka, I11.

Kenneth L. Chute
Emil Hanslin Associates, Inc.
Manchester, N. H.
New Hampshi re Chapter

Arthur Ericson, Jr.
Oscar Mayer Co.
Madison, Wis.
Madison Chapter

James H. Clippard, Jr.
IBM
Rochester, Minn.
Southern Minnesota Chapter

John A. Eudes
Lewis University
Joliet, Ill.

Loan Assoc.

Jerome V. Bennett
Tamper Division, Camron Inc.
Columbia, S. C.
Columbia Chapter
Laurie Bergerson
Roto Finish Co.
Portage, Mich.
Kalamazoo Chapter
William H. Birkett
Rochester Institute of Technology
Fairport, N. Y.

Gary R. Fane
Univ. of South Carolina
Columbia, S. C.
Columbia Chapter

Henry B. Clyde
Infra Systems Inc.
Worthington, Ohio
Columbus Chapter

John S. Ferraro
Minneapolis Public Schools
Minneapolis, Minn.
Minn. Northstar Chapter

Bcnnv R. Copeland
North Texas State University
Denton, Texas
Dallas Chapter

John E. Finney
Ernst Ernst
Shaker Heights, Ohio
Cleveland Chapter

James L. Cromer
Caterpillar Tractor Co.
Peoria, Ill.
Peoria Chapter

&

Daniel P. Bellerue
Calif. Federal Savings
Santa Monica, Calif.

&

Rolf K. Auster
De Paul University
Chicago, Ill.
Chicago Chapter

Northern Wisconsin Chapter

David L. Epstein
Student
Univ. of Wisconsin
Chicago, 111.

Gerald M. Chaney
Scott Paper Co.
Oconto Falls, Wis.

&

Uldis Adamson
U. S. General Accounting Office
Downers Grove, III.

Certificate in Management Accounting soon.
The Board of Regents congratulates the 135 candidates
listed below in alphabetical order, with company, hometown
and chapter, if a member of the Association.

Dale L. Flesher
Appalachian State University
Boone, N. C.
Cat awba Valley Chapter
George T. Friedlob
Univ. of Louisville
Murfreesboro, Tenn.
Nashville Chapter

Charles S. Boyd
Chevron Oil Co.
New Orleans, La.

Larry Drake
Ernst Ernst
Englewood, Colo.
Denver Chapter

Burton Ginther
Xerox
Spencerport, N. Y.
Rochester Chapter

Daniel W. Brady
Mallinckrodt, Inc.
St. Louis, Mo.
St. Louis Chapter

Robert E. Drake, Jr.
U. S. Army - Medical Service Corps
Metairie, La.

Peter A. Guiliani
Price Waterhouse Co.
Riverdale, N. Y.
Ne w Yor k Chapter

Dennis D. Brockmann
Ray -O -Vac Division of E. S. B.
Madison, Wis.
Madison Chapter

Robert A. Drell
De Mert Dougherty, Inc.
Highland Park, Ill.
Member -at- Large, USA

Steven Goetz
Caterpillar Tractor Co.
Peoria, I11.

Edwin A. Bump
Eastern Washington State College
Cheney, Wash.
Spokane Area Chapter

John C. Engstrom
McGadfrey, Hanen, Dunn
Cedar Rapids, Iowa
Cedar Rapids Chapter

Be

&

Co.

Charles L. Gorbett
Alexander Grant Co.
Cincinnati, Ohio
Cincinnati Chapter
&

&

Northwest Suburban Chicago Chapter

&

Carlos A. De La Torre
Huyck Corp.
Durham, N. C.

&

Bernard E. Boona
A. M. Castle Co.
Hanover Park, Ill.
&

John P. Blanchard
GTE Service Corp.
Culver City, Calif.

Khalifa A. Dau
Louisiana State University
Baton Rouge, La.
Bat on Rou ge Chapter
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Peter B. Harrington
U. S. Army
Romulus, N. Y.
Brock A. Hattox
Sea Pines Co.
Hilton Head, S. C.

Joan M. Jarzembinski
General Mills Inc.
Hopkins, Minn.
Jeffrey R. Johnson
Colgate - Palmolive Co.
Hackensack, N. J.
Gary Lee Kaiser
d Corp.
Boise Cascade
Boise, Idaho
Boise Chapter
Sidney LaCroix
The Boeing Company
Merritt Island, Fla.
Cape Canaveral Chapter
Ernest d tries, Inc.
Ford Industries, In
Canb Ore.
Portland Columbia Chapter

James J. Hetherman
Wilshire Bedding Co.
Burbank, Calif.

Thomas B. Lammert
Univ. of Cincinnati
Cincinnati, Ohio

Wayne M. Higley
Univ. of Nebraska -Omaha
Omaha, Neb.
Omaha Chapter

Lary C. Lascody
Law Engineering Testing Co.
Stone Mountain, Ga.
Atlanta North Chapter

Harold H. Hoffmann
Sterner Lighting, Inc.
Osseo, Minn.
Minn. Viking Chapter

Henry D. Lawrence
Caterpillar Tractor Co.
Peoria, III.
Peoria Chapter

Hugh L. Marsh
Aluminum Co. of America
Pittsburgh, Pa.
Pittsburgh Chapter
David H. Marshall
Millikin University
Decatur, Ill.
Sangamon Valley Chapter
Dale F. Martin
Ernst Ernst
Dearborn, Mich.
Walfrido A. Martinez
B. Altman Co.
New York, N.
Michael E. McGrath
Price Waterhouse Co.
Marlboro, Mass.
Robert C. Mead
Airco, Inc.
Allendale, N. J.
Edmund Meeker
Malden Mills, Inc.
Topsfield, Mass.
Boston Chapter
William A. Minor
International Salt Co.
Clark Summit, Pa.
Pennsylvania Northeast

Chapter
R. B. Moody, Jr.
The Key Company
Greensboro, N. C.
Piedmont Greensboro

&

Charles A. Horstmann
Arthur Andersen Co.
Milwaukee, Wis.

Robert G. Littleson
Xerox Corp.
Webster, N. Y.
Rochester Chapter
Steve D. Loewengart
Liggett Myers
White Plains, N. Y.

Christopher Howard
Ernst Ernst
Scottsdale, Ariz.
Phoenix Chapter

James T. Luter
U. S. General Accounting
Office
Santa Monica, Calif.

&

John W. Houghton, Jr.
NCR Corporation
Dayton, Ohio
Dayton Chapter

&

Theodore Z. Nelson
Arthur Young Co.
Cliffside Park, N. J.
&

&

Fred A. Jacobs
Univ. of Tenn.
Knoxville, Tenn.

&

Tom C. Hardy,
Y Jr.
General Portland, Inc.
Brandon, Fla.
Dallas Chapter

Jerry L. Hyde
Ernst Ernst
Houston, Texas

Dominic J. Mancini
The East Ohio Gas Co.
Euclid, Ohio
Cleveland East Chapter

Saundra C. Nelson
Federated Department Stores
Louisville, Ky.
Louisville Chapter

Gale E. Newell
Western Michigan Univ.
Kalamazoo, Mich.
Kalamazoo Chapter
Grant W. Newton
Univ. of Alabama
Tuscaloosa, Ala.
Birmingham Chapter
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Ronald Oliver
Vernon F. Peterson &Assoc.
Vancouver, Wash.

&

&

Judith A. Hardy
Arthur Andersen Co.
Birmingham, Ala.
Birmingham Chapter

Member -at- Large, US A

p

Chapter

Jerome C. Neely
W. M. Cissell Mfg. Co.
Bloomington, Ind.

&

Piedmont Winston -Salem

Arthur J. Majcina
Caterpillar Tractor Co.
Morton, Ill.

,

James C. Hardwick
R. J. Reynolds Industries, Inc
Winston - Salem, N. C.

Rett W. Humke
Gibbs Manufacturing
Research Co.
Janesville, Wis.
Madison Chapter

y

Robert S. Hager
g
Marine Midland Banks Inc.
Orchard Park, New York
Buffalo Chapter

A. McKelly Lynch
Univ, of North Alabama
Florence, Ala.

&

Harold Gudmundsen
State Farm Mutual
Heyworth, Ill.
Peoria Chapter

Stanley Hudson
The Louisville Trust Co.
Louisville, Ky.

i

&

Jerald B. Groner
Chicago Northwestern
Transportation Co.
Arlington Heights, I11.
Chicago Chapter

Chapter
Richard N. Moore
Caterpillar Tractor Co.
Peoria, Ill.
Arthur J. Morrow
Diamond Shamrock Corp.
N. Olmsted, Ohio
Amit M. Nanavati
Digital Equipment Corp.
Hudson, Mass.

Harry Ostendorf
Univ. of Wisconsin - Oshkosh
Oshkosh, Wis.
Northern Wisconsin Chapter
ter
James W. Pattillo
University of Notre Dame
South Bend, Ind.
Michiana Chapter
Stephen Perlaky
Westinghouse Electric
Columbus, Ohio
Columbus Chapter
Jimmy A. Pryor
Tenneco Inc.
Houston, Texas
Houston Chapter
James Quinn
Lincoln First Bank
Syracuse, N. Y.
Le
G. Rayburn
is State University
Memphis
Memphis, Tenn.

hp

Donald P. Rees
Dimco Gray Co.
Kettering, Ohio
C. Paul Resweber
The T.J.M. Corp.
Baton Rouge, La.
Bat on Rouge Chapter
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Kenneth J. Roberg
Peabody- Gordon Piatt Inc.
Winfield, Kans.
Wichita Chapter
E. Wayne Robinson Jr
G.T.E. Service Corp.
Durham, N. C.

Aida A. H. Shekib
Middle Tenn. State University
Matteson, Ill.
Nashville Chapter
John Simermeyer
Marine Colloids, Inc.
Camden, Maine
Southern Maine Chapter
Raymond C. Sisak
Aluminum Co. of America
Massena, N. Y.
No rt h ern New York Chapter
George H. Skinner
The Signal Companies
Wilmington, Del.
Delaware Chapter

James D. Russell
Guaranty Corp.
Baton Rouge, La.
Bat on Rou ge Chapter

Keith D. Skromme
Alcoa
Ingomar, Pa.
Mobile Chapter

Carlos A. Saladrigas
Student at Harvard Business
School
Belmont, Mass.

William R. Smith
Univ. of Southern California
San Diego, Calif.
San Diego Chapter

Richard Warrington
Ford Industries, Inc.
Portland, Ore.

Craig D. Thompson
Lawndale Industries, Inc.
Naperville, I11.
Fox Ri ver Chapter

Penn R. Watson
Manhardt- Alexander, Inc.
E. Aurora, N. Y.
Buffalo Chapter

David J. Thompson
Chanslor, Barbieri
De Whitt, CPA
Reno, Nev.

Robert S. Weatherly, Jr.
Vulcan Materials Co.
Birmingham, Ala.
Member -at- Large, USA

James E. Tyrell
Conn. General Life Insurance
W. Simsbury, Conn.
Hartford Chapter
Neal R. Van Zante
Central State University
Edmond, Okla.
Charles E. Vanarsdall
H H Industries, Inc.
Dayton Ohio
Dayton Chapter

Jeffrey L. Woloshen
Caterpillar Tractor Co.
Morton, Ill.
Peoria Chapter

Carl J. Varley
Clifton, Gunderson
Peoria, Ill.
Peoria Chapter

G. Thomas Wrenholt
Arthur Young Co.
Grand Island, Neb.
Omaha Chapter

Jeff A. Spencer
Gerald L. Dix, CPA
Terre Haute, Indiana

Peter B. Shannon
Ernst & Ernst
Dallas, Texas
Dallas Chapter

Dexter Stevens
Ernst Ernst
N. Reading, Mass.
Boston Chapter

Mohsen Sharifi
Louisiana State University
Baton Rouge, La.

Stanley B. Tarr
De Paul University
Hinsdale, Ill.

&

&

Albert Schwarz
Price Brothers Co.
Kettering, Ohio

John R. Spruill
Ernst Ernst
New Orleans, La.

&

&

Co.

Louis Vlasho
Hobart Corp.
Troy, Ohio
Dayton Chapter

Charles Wurst
ITT Cannon Electric
Rancho Palos, Calif.
Orange County Chapter

William J. Vonklemperer
Schering - Plough, Inc.
New York, N. Y.

Ronald A. Young
U. S. Navy
Virginia Beach, Va.

Charles R. Wagner
Creighton University
Bellevue, Neb.
Omaha Chapter

Frank J. Zolfo
Touche Ross Co.
Pinebrook, N. J.
Essex County Chapter
&

James B. Savage
Aluminum Company of
America
Wexford, Pa.

William J. Weyers
Badger - Northland, Inc.
Milwaukee, Wis.
Ralph B. Williams, Jr.
Calif. State College Bakersfield
Los Angeles, Calif.
Bakersfield Area Chapter

&

Carl J. Rudolph
Aid Assoc. for Lutherans
Appleton, Wis.
Northern Wisconsin Chapter

Kenneth L. Thome
General Mills, Inc.
St. Paul, Minn.

&

George R. Roache
Pioneer Industries,
Div. of SOS
Consolidated, Inc.
Edison, N. J.
East Jersey Chapter

Part 5, the final part of the CMA Examination given in December 1974, is presented this month. Parts 1, 2, 3 and 4 were
published in February, March, April and May, respectively.
The complete examination, in booklet form containing unofficial answers to all parts, is now available at $1.50 a copy
plus 15V for postage and handling. Copies of previous examinations, given in December 1972 and December 1973, also are
available at $1.50 each, plus 10% of your total order for postage and handling. Please specify date of exam by year when
ordering. Make check payable to NAA and address Special
Order Dept., NAA, 919 Third Ave., N.Y., N.Y. 10022.
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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 5
Decision Analysis, Including Modeling
and Information Systems
Friday, December 6, 1974; 1:30 p.m. to 5:00 p.m.

'/2 hour
'/z hour
1/ 2

hour
'/ hour
x

Section A (All Questions are Required)
Number 1 . . . . . . . . . . . . . . . . . . . . . . . .
Number 2 . . . . . . . . . . . . . . . . . . . . . . . .
Number 3 . . . . . . . . . . . . . . . . . . . . . . . .
Number 4 . . . . . . . . . . . . . . . . . . . . . . . .

Section B (A set of common data provides the basis for all questions in this
section. All questions are required.)
Number 5, Number 6, and Number 7 . . . . . . . . . . 11/ 2 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.
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 W HAT OTHERWISE
MIGHT HAVE BEEN PASSING W ORK.
MA NA GE ME NT AC C OUNTI NG / J UNE 1975
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SECTION A
All questions are required
QUESTION NUMBER 1- Estimated time '%hour
The Starr Company manufactures several products. One
of its main products requires an electric motor. The management of Starr Company uses the economic order quantity
formula (EOQ) to determine the optimum number of motors
to order. Management now wants to determine how much
safety stock to order.
Starr Company uses 30,000 electric motors annually (300
working days). Using the EOQ formula, the company orders
3,000 motors at a time. The lead time for an order is five days.
The annual cost of carrying one motor in safety stock is $10.
Management has also estimated that the cost of being out of
stock is $20 for each motor they are short.
Starr Company has analyzed the usage during past reorder
periods by examining the inventory records. The records indicate the following usage patterns during the past reorder
periods:
Usage During
Lead Time
440
460
480
500
520
540
560

Number of Times
Quantitv Was Used
6
12
16
130
20
10
6
200

Required
A.
Using an expected value approach, determine the
level of safety stock for electric motors that Starr Company
should maintain in order to minimize costs.
B.

What would be Starr Company's new reorder point?

C.
What factors should Starr Company have considered
to estimate the out -of -stock costs?

QUESTION NUMBER 2- Estimated time 'h hour
The Ramon Co. manufactures a wide range of products at
several different plant locations. The Franklin Plant, which
manufactures electrical components, has been experiencing
some difficulties with fluctuating monthly overhead costs. The

70

fluctuations have made it diffi cult to estimate the level of
overhead that will be incurred for any one month.
Management wants to be able to estimate overhead costs
accurately in order to plan its operation and financial needs
better. A trade association publication to which Ramon Co.
subscribes indicates that, for companies manufacturing electrical components, overhead tends to vary with direct labor
hours.
One member of the accounting staff has proposed that the
cost behavior pattern of the overhead costs be determined.
Then overhead costs could be predicted from the budgeted
direct labor hours.
Another member of the accounting staff suggested that
a good starting place for determining the cost behavior pattern
of overhead costs would be an analysis of historical data, The
historical cost behavior pattern would provide a basis for
estimating future overhead costs. The methods proposed for
determining the cost behavior pattern included the high -low
method, the scattergraph method, simple linear regression,
multiple regression, and exponential smoothing. Of these
methods Ramon Co. decided to employ the high -low method,
the scattergraph method, and simple linear regression. Data on
direct labor hours and the respective overhead costs incurred
were collected for the past two years. The raw data and the
scattergraph prepared from the data are as follows:
1973

Direct Labor
Hours

Overhead
Costs

January
February
March
April
May
June
July
August
September
October
November
December

20,000
25,000
22,000
23,000
20,000
19,000
14,000
10,000
12,000
17,000
16,000
19,000

$84,000
99,000
89,500
90,000
81,500
75,500
70,500
64,500
69,000
75,000
71,500
78,000

21,000
24,000
23,000
22,000
20,000
18,000
12,000
13,000
15,000
17,000
15,000
18,000

86,000
93,000
93,000
87,000
80,000
76,500
67,500
71,000
73,500
72,500
71,000
75,000

1974
January
February
March
April
May
June
July
August
September
October
November
December
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Management Accounting Exarnination
Using linear regression, the following data were obtained
Coefficient of determination

.9109

Coefficient of correlation

.9544

Coefficients of regression equation
Constant

39,859

Independent variable

2.1549

Standard error of the estimate

2,840

Standard error of the regression
Coefficient for the independent
variable

-1437

True t- statistic for a 95% confidence
interval (22 degrees of freedom)

2.074

Required
A.
Using the high -low method, determine the cost behavior pattern of the overhead costs for the Franklin Plant.
B.
Using the results of the regression analysis, calculate
the estimate of overhead costs for 22,500 direct labor hours.

QUESTION NUMBER 3— Estimated time

'/x

C.
Of the three proposed methods (high -low, scatter graph, linear regression), which one should Ramon Co. employ
to determine the historical cost behavior pattern of Franklin
Plant's overhead costs? Explain your answer completely, indicating the reasons why the other methods should not be used.

3. Updating finished goods inventory.
4- Listing of all items backordered and short.
Each month the sales department would like to have a sales
summary and analysis. At the end of each month the monthly
statements should be prepared and mailed to customers. Management also wants an aging of accounts receivable each month.
Required:
A.
Identify the master files which Huron Co. should
maintain in this system to provide for the daily processing.
Indicate the data content which should be included in each file
and the order in which each file should be maintained.
B.
Employing the symbols shown below, prepare a systems flow chart of the daily processing required to update the
finished goods inventory records and to produce the necessary
inventory reports (assume that the necessary magnetic tape
devices are available). Use the annotation symbol to describe
or explain any facts which cannot be detailed in the individual
symbols.

Manual
Operation

Magnetic Tape
Auxiliary
Operation

hour

Huron Co. manufactures and sells eight major product lines
with fifteen to twenty -five items in each product line. All sales
are on credit, and orders are received by mail or telephone.
Huron Co. has a computer -based system that employs magnetic
tape as a file medium.
All sales orders received during regular working hours are
typed on Huron's own sales order form immediately. This
typed form is the source document for the keypunching of a
shipment or backorder card for each item ordered. These cards
are employed in the after -hours processing at night to complete
all necessary record keeping for the current day and to facilitate
the shipment of goods the following day. In summary, an order
received one day is to be processed that day and night and shipped the next day.
The daily processing which has to be accomplished at night
includes the following activities:
1. Preparing the invoice to be sent to the customer at the
time of shipment.
2. Updating accounts receivable file.

72

Punch Card

--Processing

Annotation (Explain
details within the
symbol and attach by
a dotted line to the
pertinent point in
the flowchart)

Document
or Report

C.
Describe (1) the items that should appear in the
monthly sales analysis report(s) the sales department should
have and (2) the input data and master files that would have to
be maintained to prepare these reports.
QUESTION NUMBER 4—Estimated time/2 hour
The Vane Corporation is a manufacturing concern which
has been in business for the past eighteen years. During this
period, the company has grown from a very small family -owned
operation to a medium-sized manufacturing concern with
several departments. Despite this growth, a substantial number
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of the procedures employed by Vane Corp. have been in effect
since the business was started. Just recently Vane Corp, has
computerized its payroll function.
The payroll function operates in the following manner. Each
worker picks up a weekly time card on Monday morning and
writes in his name and identification number. These blank
cards are kept near the factory entrance. The workers write on
the time card the time of their daily arrival and departure. On
the following Monday the factory foremen collect the completed time cards for the previous week and send them to data
processing.
In data processing the time cards are used to prepare the
weekly time file. This file is processed with the master payroll
file which is maintained on magnetic tape according to worker
identification number, The checks are written by the computer on the regular checking account and imprinted with the
treasurer's signature. After the payroll file is updated and the
checks are prepared, the checks are sent to the factory foremen
who distribute them to the work ers or hold them for the
workers to pick up later if they are absent.
The foremen notify data processing of new employees and
terminations. Any changes in hourly pay rate or any other
changes affecting payroll are usually communicated to data
processing by the foremen.
The workers also complete a job time ticket for each indi.
vidual job they work on each day. The job time tickets are
collected daily and sent to cost accounting where they are used
to prepare a cost distribution analysis.
Further analysis of the payroll function reveals the following:
1. A worker's gross wages never exceed $300 per week 2, Raises never exceed $0.55 per hour for the factory
workers.
3. No more than 20 hours of overtime is allowed each
week.
4. The factory employs 150 workers in ten departments.

The payroll function has not been operating smoothly for
some time, but even more problems have surfaced since the
payroll was computerized. The foremen have indicated that
they would like a weekly report indicating worker tardiness,
absenteeism, and idle time, so they can determine the amount
of productive time lost and the reason for the lost time. The
following errors and inconsistencies have been encountered the
past few pay periods:
1. A worker's paycheck was not processed properly, because
he had transposed two numbers in his identification number
when he filled out his time card.
2. A worker was issued a check for $1,531.80 when it
should have been $153.81.
3. One worker's paycheck was not written, and this error
was not detected until the paychecks for that department were
distributed by the foreman.
4. Part of the master payroll file was destroyed when the
tape reel was inadvertently mounted on the wrong tape drive
and used as a scratch tape. Data processing attempted to reestablish the destroyed portion from original source documents
and other records.
5. One worker received a paycheck for an amount considerably larger than he should have. Further investigation
revealed that 84 had been punched instead of 48 for hours
worked.
6. Several records on the master payroll file were skipped
and not included on the updated master payroll file. This was
not detected for several pay periods.
7. In processing nonroutine changes a computer operator
included a pay rate increase for one of his friends in the factory.
This was discovered by chance by another employee.
Required:
Identify the control weaknesses in the payroll procedure
and in the computer processing as it is now conducted by the
Vane Corp. Recommend the changes necessary to correct the
system. Arrange your answer in the following columnar format:
Control Weaknesses

Recommendations

SE CT IO N B

All questions are required
QUESTION NUMBER 5, NUMBER 6, NUMBER 7— Estimated
total time 1' / 2 hours
The following data are used in Questions 5,
6, and 7. Refer to these data for each question. Each question is independent and not
affected by the decision reached in any
other question. The specific questions follow
the data.

Rent -It Co., a large rental agency in Chicago, started by
renting small equipment and trailers and now has four revenue
producing departments — Industrial Equipment, Small Equipment, Servingware, and Trailers —and one service department —
Maintenance. Rent -It Co. owns the property in which the
five departments are housed and leases the building next door
for the Marketing and Administrative office.
The firm reports on a departmental basis, as shown in the
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income statement and allocates the Maintenance Department
costs to the four revenue producing departments. Costs which
can be traced directly to the departments are Direct Labor;
Employee Benefits; Supplies, Gasoline, etc.; Other Miscellaneous Costs; Equipment Depreciation; Equipment Insurance;
and Personal Property Taxes, Repair Parts is a direct cost of
only the Maintenance Department. Building Depreciation,
Building Insurance, Real Estate Taxes, and Utilities are all allocated to the five departments according to the square feet

the past few years- 70 percent of those costs are incurred for
the Industrial Equipment Department, 10 percent for the
Small Equipment Department, and the remainder for the other

occupied by each department.

Industrial Equipment Department

The remaining costs are allocated among the four revenue
producing departments. Maintenance Department costs are
allocated by the number of service calls requested by each
operating department. Marketing and Administrative costs are
accumulated and shown by department on the income statement. The Administrative costs are allocated according to the
number of rental invoices written in each department, while
both Marketing costs and Interest costs are allocated accord-

This department rents heavy equipment to construction
firms which need extra equipment for short periods of time.
Two types of equipment are rented —large earthmoving equipment and large cranes, The earthmoving equipment is in
greater demand, and as a result, most of the equipment consists of this type. Also most of the department's revenue is

ing to departmental sales volume.

The earthmoving equipment is generally rented by the
month, while the cranes are almost always rented by the
week. Rent -It also has operators that can be hired on a daily
or weekly basis by firms renting the equipment. The fees for

Employee benefits average 15 percent of the gross wages.
Personal property taxes are $25 per $1,000 of assessed valuation while real estate taxes are $35 per $1,000 of assessed
valuation. Personal property is assessed at 50 percent of original cost and real property at 50 percent of market value.
A complete description of each of the departments and
their activities follows:
Maintenance Department
This department performs all repairs and maintenance for
the four revenue producing departments. It employs three

two departments.
The Maintenance Department had to contract with outside
firms for repair work in the Industrial Equipment Department
several times due to a shortage of labor.

from the earthmoving operation.

the equipment and operators are as follows:
Charges
Per Day

Per Week

Earthmoving equipment

$ - --

$1,000

$4,000

Cranes

- --

1,250

5,000

Operators

140

700

Appliance Repairman

Annual
Cost
Estimated labor costs and employee
benefits for operators
$276,000

$ 7,200

General Repairman

10,500

General Repairman

12,300

- --

Cost data prepared by the accounting department used to
determine the prices for labor and equipment are as follows:

repairmen
Annual Salary

Per Month

Annual
Cost

Cost
Per Da
$ 92
Weekly Cost
Per Piece
of Equipment

Estimated equipment cost:
$30,000
The appliance repairman is assigned to the Small Equipment
Department due to the large number of minor repairs which
occur to that equipment. He reports all service calls just as the
other repairmen do for the other departments. The general
repairmen service the other three revenue producing departments.
All replacement parts are purchased by the Maintenance
Department. The cost of repair parts has remained stable over
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Supplies, gasoline, etc. and
other miscellaneous costs

$190,000

$100

760,000

400

Company overhead (includes
building depreciation and
insurance, real estate taxes,
utilities, Maintenance Department costs, Administration,
Marketing, interest)
418,000

220

Department overhead (includes
equipment depreciation and
insurance, personal property
taxes)
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Decision Analysis
These calculations were based on a 250 - work -day and a 50week year. Operators are paid for a full 250 -day year to ensure they are available when needed. Experience indicates that
the earthmoving equipment is rented 80 percent of the available time and cranes only 60 percent of the available time.
These data are used in developing the cost estimates.
Rent -It Co. received an offer from Daniel Construction Co.
to lease for one year a new heavy crane for $30,000. Daniel
Construction Co. would provide an operator and all supplies,
but Rent -It would be responsible for any necessary repairs.
Daniel Construction Co. plans to use the crane in another
city. If a breakdown occurs, an outside repair company would
have to be used rather than Rent -It's own maintenance department. Considering the reliability of the equipment and the cost
of outside repair services, the outside repair cost for the year
is estimated to be:
Labor charges

$1,000

Replacement parts

800
$1,800

Labor costs incurred in outside service would be greater than
internal labor costs; however, replacement part costs would be
comparable.
The manager of Industrial Equipment is reluctant to
execute the lease because the lease revenue of $600 per week
($30,000!50 weeks) will not cover overhead costs of $620. He
also indicates that the company has a potential revenue loss
of $62,500 (rent of $1,250 per week x 50 weeks).
Top management has indicated that this lease should be
examined closely because this is the first time a lease arrangement has ever been presented to Rent -It Co. Also, Daniel Construction Co. is an established construction company and a
good customer of Rent -It Co.
Small Equipment Department

The service provided by this department has been the most
popular service since Rent -It started business. This department
rents items of a diverse nature such as small workshop tools,
yard and garden equipment, kitchen and restaurant equipment,
home cleaning aids, etc.

The department employs three workers who issue and
receive the equipment. The supplies used in this department
can be identified directly with the equipment that is rented.
This department has been of increasing concern to management the past several years, because it has incurred losses,
and this year's loss is the largest ever. One of the contributing
factors is the large number of minor repairs.
Management is considering eliminating the department completely. The equipment would be sold at an auction, and management considers net receipts of $60,000 on a book value of
$180,000 the best that can be expected. The warehouse space
would be reassigned to the other revenue producing departments.
Servingware Department
The Servingware Department rents equipment for parties,
weddings, and other social functions. The items rented include
fine china, regular china, crystal, glassware, serving pieces, and
silverware.
The department's greatest problem is washing the servingware. All servingware is washed and wrapped upon its return
to the company to assure cleanliness. This past year Rent -It
Co. paid $800 in overtime due to inadequacy of facilities.
Several rentals could not be made, because the servingware
could not be cleaned in time to meet customer demand.
Rent -It Co. is considering the installation of a new large
commercial dishwashing facility. The equipment and installation will cost $11,500 and $5,500 respecitvely. The equipment will have a life of five years and an estimated salvage
value of $2,000. The sum -of- the - year - digits depreciation
method will be used.
The new facility w ill require two employees rather than
the present three (all employees are paid at the same wage
rate), Overtime will not be incurred because the equipment
has a greater capacity. Management estimates that $350 could
be saved on labor maintenance costs.
The old equipment was purchased for $5,000 three years
ago and has a book value of $3,300. The equipment can be
sold for $2,500 now, but in five years the salvage value will
be negligible.
Trailer Department
Rent -It originally rented local and one -way trailers, but
expanded its operations to include truck rentals and full.
service local moves within the Chicago vicinity. Rent -It is
recognized as one of the best independent movers in the
area.

The items are rented by the hour, for designated hourly
periods (e.g., four hours), and for the day. Because of the
type of equipment rented, there are a large number of rentals
at a small charge.
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The trailers and trucks can be rented on a local or one-way
basis. In a local move the firm packs, loads, transports, and
unloads housewares at the final destination. The company
also sells packing crates to customers.
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COMPANY

$240,000

$360,000

$1,000,000

434,400
65,160
216,760
24,590
790,000
79,840
212,250
57,000
19,000
47,500
28,500

250,000
37,500
150,000
12,075
500,000
56,000
175,000
24;000
8,000
20,000
12,000

18,000
2,700
5,000
2,590
50,000
2,560
4,000
9,000
3,000
7,500
4,500

16,400
2,460
6,760
3,375
40,000
1,280
2,000
9,000
3,000
7,500
4,500

150,000
22,500
55,000
6,550
200,000
20,000
31,250
15,000
5,000
12,500
7,500

$1,259,300

806,500

503,720

Net Income

755,580

No. of Rental Invoices
Square Feet Occupied
Cost of Equipment
Assessed Value of Equipment
Service Calls

$

Income Tax (40%)

15,000
100,000
$10,000,000
S 5,000,000
1,500

1,500
40,000
$7,000,000
$3,500,000
375

< $ 38,200>

$176,000

315,000

9,000
15,000
$320,000
$160,000
750

3,000
15,000
$160,000
80,000
125

-

-

-

-

10,950
17,500
31,250
100,000
$685,000

-

5,475
35,000
11,250
36,000
$184,000

$30,000
4,500
1,200
3,790
2,800
160
250
3,000
1,000
2,500
1,500
15,000
<$65,700 >

-

...
32,850
105,000
7,500
24,000
$278,200

$

16,425
17,500
75,000
240,000
$1,593,500

$

-

-

-

-

65,700
175,000
125,000
400,000
$2,740,700

$

$2,400,000

$

$4,000,000

$

Trailers

$

Servingware

$

Net Income Before Income Taxes

Small
Equipment

-

Costs
Direct Labor
Employee Benefits
Supplies, Gasoline, etc.
Other Misc. Costs
Equipment Depr.
Equipment Insurance
Pers. Prop. Taxes
Bldg. Depreciation
Bldg. Insurance
Real Estate Taxes
Utilities
Repair Parts
Maintenance
Administration
Marketing
Interest
Total Costs

Maintenance
Department

Industrial
Equipment

$

Revenue
Rental Sales

REVENUE DEPARTMENTS

1,500
25,000
$2,500,000
$1,250,000
250

5,000
$20,000
$10,000

Use the above data to answer questions 5, 6, and 7. All three questions are required and are independent of each other.
QUESTION NUMBER 5- Estimated time '/z hour

QUESTION NUMBER 7- Estmiated time -' /z hour

A.
Should Rent -It Co. accept the lease arrangement for
the heavy crane for one year from the Daniel Construction

A.
Use the net present value method to determine if the
Servingware Department of Rent -It Co. should acquire the
proposed commercial dishwashing facility. Rent -It Co. has a
cost of capital of 22 percent. Assume all operating revenues
and expenses occur at the end of the year.

Co.? Show calculations to support your answer.
B.
W ithout prejudice to your answer for Part A, what
are the long run ramifications of this decision? Explain your

The D is co unt F actors f or 22 % (Ro und ed )

answer.

QUESTION NUMBER 6- Estimated time '/z hour
A.

Should the Small Equipment Department be discon-

tinued? Show calculations to support your answer.

Pres ent Value of
$1.0 0 p er Period
Rec eived at End
of Period

Period

Prese nt V alue
of $ 1.0 0

1

.82

.82

2

.67

1.49

3

.5 5

2.04

4

.45

2.49

5

.37

2.8 6

B.
Discuss the problems most firms would encounter in
collecting the necessary data for this type of investment analysis.

B.
Evaluate the methods employed to allocate the indirect costs to the Small Equipment Department.
(END)
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Unofficial Solution for Part 5— December 1974

Annual demand
Number of working days

20

(3)
(4)
Cost of
Safety
Stock
(Carrying Total
Cost)
3
(2

Stockout
Cost,

20 X .1 0 X 10 X $2 0 = $ 400
40 X .05 X 10 X $20 = 400
60 X .03 X 10 X $20 =
360
$1160 —0—
20 X .05 X 1 0 X $2 0 =
40 X .03 X 10 X $20

$200
240
$440

_ 30,000 units
300 days

40

= 100 units per day
Reorder point = Average daily usage X lead time

$640

40
X$10
20 X .03 X 10 X $20 = $120 $400

$520

60
X$10
$600

$600

60

= (100 units /day) X 5 days
—0—

= 500 units
Alternative safety stock levels would be the number of units
needed to cover possible demand levels during lead time.
These safety stock levels can be determined as follows:
Possible safety stock levels = Possible demand —
Reorder point
The alternative safety stock levels are 0, 20, 40, and 60
units.
The probability of demand during lead time is

Usage During
Lead Time
440
460
480
500
520
540
560

Number of
Times Quantity
Was Used
6
12
16
130
20
10
6
200

Probability
.03
.06
.08
.65
.10
.05
.03
1.00

The safety stock level which will minimize costs for
Starr Company is computed as follows:
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$1160

20
X$10
$200

=

Average daily usage =

0

(2)

+

A. Starr Company is searching for the safety stock level
which will minimize the expected total of the costs of carrying additional inventory and the costs associated with insufficient inventories (stockout cost). The present reorder
point, alternative safety stock levels, and probability of
usage during lead time have to be computed before this
level can be determined.
The present reorder point is calculated as follows:

(1)
Alternative
Safety
Stock
Levels

"

QUESTION NUMBER 1

)

Decision Analysis, Including Modeling and Information Systems

A safety stock of 40 units would minimize Starr Company's costs.
' Stockout Cost = Number of units out of stock X Probability of being short that number X Number of orders per year X Cost of being
out of stock ($20)
Carrying Cost = Number of units carried X Annual carrying cost ($10)
B. The new reorder point would be
Present reorder point (demand during
lead time -100 X 5)
Safety stock
New reorder point

500 units
40 units
540 units

C. The factors Starr Company should have considered
when estimating the out -of -stock costs are
1. Possible lost contribution margin on motors not produced and sold.
2. Costs associated with disrupted or idle production, such
as wages of workers who could not be assigned to other
production, cost of production rescheduling, extra cost
of special purchases, etc.
3. Possible loss of customers and customer goodwill.
4. Additional clerical costs involved in keeping records of
back orders.
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QUESTION NUMBER 2
A.
High (February 1973)
Low (August 1973)
Difference

Direct Labor Overhead
Hours (DLH)
Costs
25,000
$99,000
10,000
64,500
15,000
$34,500

Slope of line (variable cost rate) =

$34,500
$15,000 DLH

= $2.30 per DLH
Total overhead costs at 25,000 DLH
$99,000
Variable overhead costs (25,000 X $2.30)
57,500
Fixed overhead
$41,500
Total overhead cost = Fixed overhead cost +
( Variable cost rate per DLH X
Direct labor hours)
= $41,500 + $2.30X, where X =
number of DLH
B. Total overhead cost
= Fixed overhead cost + Variable cost rate per
DLH X DLH
= $39 ,859 + $2 .154 9X (where X = DLH)
= $39,859 + $2.1549 (22,500)
= $39,859 + $48,485.25
= $88,344.25
C. The data seem to indicate that the regression line of
Y = 39,859 + 2.1549X, where X = DLH, provides a good
estimate of the cost behavior of overhead costs. The coefficient of determination indicates that over 90 percent
of the total variation in total overhead costs can be explained by the regression equation. The standard error of
the estimate ($2,840) is reasonable for the level of costs
involved. The standard error of the regression coefficient
for the independent variable (direct labor hours) is small
relative to the coefficient, These observations seem to indicate that the regression analysis might be adequate for determining the historical cost behavior pattern of overhead
costs.
A visual examination of the data presented in the graph
suggests that there is either a curvilinear relationship or
a change in the cost behavior pattern between 19,000 and
20,000 direct labor hours. For this reason, it might be appropriate for Ramon Co. to use the scattergraph approach
and derive a curvilinear relationship or a relationship
represented by two line segments. If a single straight line
were to be drawn, the linear regression method would
probably provide a better estimate of the relationship because it is difficult to represent all the information properly
with a line drawn subjectively.
A combination of scattergraph analysis and linear regression may be more appropriate in this case. The scatter graph would help identify extreme data points that should
be ignored and would suggest two linear regressions, one
on each side of 19,000- 20,000 DLH.
Ramon Co. should not employ the high -low method because this method employs only two pieces of the raw data
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and discards the rest. This method uses (by definition) the
two extreme points which in this case app ear to be abnormal.

QUESTION NUMBER 3
A. Huron Co. would maintain two master files at a minimum for daily processing —an accounts receivable file and a
finished goods inventory file. The accounts receivable file
would be sequenced by customer account number and
would include such data as the account number, name and
address of customer, credit rating (if any), invoice numbers and amount of each invoice, and the account balance.
The finished goods inventory file would be sequenced by
part number and would include such data as part number,
part description, reorder point, reorder quantity, units on
order, units received, units sold, units on hand, and selling
price. Huron Co. might also maintain a backorder file; this
file would also be sequenced by part number and would
include such data as part number, customers wanting part,
total parts short, quantity on back order, and expected date
of delivery.
B.
Receiving
Report

From Accounts
Receivable
Run
1

From Accounts
Receivable
Run
1

Shipping
Cards

Backorder
Cards

Finished
Goods
Receipts

Add, Delete
Change
Cards

Card to Tape
& Edit

E rror
Listing

Trans.
Tape

Sort Run by
Part Number

Sorted
Trans.
Tape

Master
File•

Trans.
Tape
Available for use
in additional
processing

/ Up dat edl

I\ Master / J
File'

O

Inventory
Update Run

I

Backorder
List : . J I

I

I

Activity
Reports
/

•Master File refers to the Finished Goods Master File

C. The monthly sales analysis reports which could be prepared for the sales department would include
1. Total sales in units and dollars by item and product
line.
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2. Total sales in units and dollars by item and product line
according to salesman and /or territory.
3. Total sales in units and dollars by item and product line
according to customer and /or customer class.
4. Sales contribution (sales less direct costs) of salesmen
and /or territory.
If there are sales quotas or goals, the report by item and
product line should compare actual sales with sales quotas.

All of these reports should probably show the current
month and year -to -date figures. In order to prepare the
reports, Huron Co, would need the current month's transactions and data on past months' transactions. Consequently,
the company would have to maintain a master sales file
which would be updated with each month's sales data during the current year.

QUESTION NUMBER 4
Control Weakness: Payroll Procedure

Recommendations

1. Time card is not adequate.

1. Time cards should be preprinted and /or prepunched
and prenumbered.

2. Timekeeping function is inadequate.

2. Company should employ a
time clock and timekeeping
should be a separate department.

3. Inadequate control in
completion of time cards
and job tickets.

3. Foreman should approve
(sign) all time cards and
job tickets.

4. Inadequate control in the
collection of time cards
and distribution of paychecks.

4. a. Timekeeping should
control the issuing
and collecting of time cards.
b. Paychecks should not be
distributed by foremen.
They should be mailed
directly to the employee,
distributed by the internal audit staff or
someone else independent of the plant.

5. Inadequate job cost reporting.

6. Weakness in handling non routine changes such as
new employees, terminations, pay rate changes, etc.
7. Inadequate labor reports
for foremen.

8. Payroll checks are written
on regular bank account.

5. Job costing should be
integrated with payroll
system; time cards and
job tickets should be
reconciled daily.
6. Personnel should be only
one authorized to make changes.
7. Improved timekeeping function and integration of
payroll and job costing
system could provide
foremen with the desired reports.
8. A separate imprest payroll
bank account should be
established to limit possible
losses through fraudulent
disbursements and to facilitate easier reconciliation of accounts.
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(Item numbers for this section are keyed to the seven errors listed in the problem.)
Recommendations
Control Weakness: Computer Processing

I

1. Check not processed due
to transposition error.

Prepunched time cards
(same as La. under
Payroll Procedures) and
employ an edit run to
check validity of employee
number, e.g., check digit.

2. No limit test on payroll
processing of gross wages.

2. A limit test should be incorporated into the program
to halt the processing of
any employee's record whenever the gross wages exceed
$300 per week; a listing of
all exceptions would be
prepared for review to
determine if the amounts were
accurate or needed to be corrected.

3. No controls to assure that
all items submitted were
processed (poor batching methods).

3. Implement programmed batch
controls, e.g., hash total
of employee number, record
counts.

4. a. No protection against
inadvertent destruction
of master tapes.
b. Possible limited file
reconstruction ability.

4. a. Employ file protection ring.
b. At least two previous
master tapes should be
maintained until the
master tape is proven
by subsequent run (son father- grandfather
concept) .

5. a. No limit test on
processing of labor hours.

5. a. A limit test should be
incorporated into the
program to halt the
processing of any employee record whose
labor hours exceed 60;
a listing of all exceptions would be prepared
for review to determine
if the hours were right
or needed to be corrected.
b. Errors can be eliminated
by key verification or
use of a time clock.

b. Lack of input verification.

6. Records in master file
are skipped, indicating
master files are not
proved properly.
7. Improper modifications
of data by computer operator.

6. Employ tape labels which
would have record counts
and hash counts for control purposes.
7. Operators should not be
allowed to make data
changes at the console,
the console log should be
reviewed regularly for
operator interruptions, and
the programming and operator
functions should be separated.

io
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QUESTION NUMBER 5
A. Rent -It Co. should not accept the lease arrangement
from Daniel Construction Co. as is shown by the following
computations:
Revenue from lease of crane
Less out -of- pocket costs (labor repairs)

$30,000
1,000
$29,000

Net income from lease

Equipment depreciation
Equipment insurance
Personal property taxes
Product line contribution

50,000
2,560
4,000 $ 66,340
$145,370

:

Effect on revenue and costs if crane is leased
(and not rented on a weekly basis)
Revenue lost from weekly rental of
crane ($1,250 X 50 wks. X .6) $37,500
Less: Supplies, gasoline, etc., and
other miscellaneous costs not
required ($100 X 50 wks. X .6) 3,000
Net income foregone

Fixed costs traceable to department:
Maintenance costs:
Appliance repairman $7,200
Employee benefits
1,080
Parts ($15,000 X .10) 1,500 $ 9,780

Net disadvantage from leasing the crane

34,500
$(5,500)

The department and company overhead will still be incurred
by Rent -It Co., regardless of the decision, and therefore,
should be ignored in reaching the decision. Similarly, the
cost of replacement parts are not relevant to the analysis
because the parts would have to be acquired regardless of
who did the repair work.
B. The proposed lease with Daniel Construction Co. is a
special arrangement, and the decision to reject it was based
on an incremental cost analysis acceptable for short -run decisions. However, for long -run decisions, all costs must be
covered including overhead.
There are several other factors which Rent -It Co. should
consider:
1. Long -term lease agreements may become advantageous
in the future; thus, Rent -It may be willing to accept
less revenue as a means to promote this new service.
2. Daniel Co. may take all of its business to a rental company which is willing to enter into such an arrangement.
3. Rent -It Co. may not be able to service regular customers
on a short-term basis for some equipment if they lease
equipment on long -term leases; this could result in a
permanent loss of customers for rental of all equipment.

QUESTION NUMBER 6
A. The Small Equipment Department should be continued
because the department makes a positive contribution
toward company profits as shown in the following computations:
Revenue from rentals
Variable costs:
Direct labor
Employee benefits
Supplies
Other
Contribution margin

$240,000
$18,000
2,700
5,000
2,590

28,290
$211,710

Building depreciation, building insurance, real estate taxes,
utilities, and interest will still be incurred and would have
to be covered by the other operating departments if the
Small Equipment Department is discontinued. The cash
flow arising from the sale of the equipment would occur
only in the year of the sale and, because of the positive
contribution of the department, would not be a factor in
the decision to discontinue operations.
B. If fixed costs are to be charged to departments, they
should be allocated according to some cause - and -effect relationship when possible. If such relationships do not exist,
the allocation should not be made. The methods for allocating maintenance, administration, marketing, and interest are
all questionable.
Allocation of maintenance costs on the basis of service
calls implies that each call is equal in nature. This is not
the case because the Small Equipment Department has a
large number of minor repairs. The charges for maintenance
should be handled by some other basis, such as an hourly
charge for labor plus cost of replacement parts.
The Small Equipment Department receives 60 percent of
all administrative costs because administration costs are
allocated on the basis of rental invoices. This implies that
this department requires more time of top management,
which is probably not a valid assumption. Rent -It should
attempt to develop a better basis for measuring the time
spent in administering each department in order to more
equitably allocate costs; if an objective basis cannot be determined, the administrative costs should not be allocated.
Allocation of costs based upon sales volume (marketing,
interest) is a reflection of the "ability to bear philosophy"
and has a tenuous relationship to the cost being allocated.
Marketing costs might better be allocated on the basis of
the sales potential of each department or on an estimate of
the effort expended for a department. If the method for
allocating marketing costs is arbitrary, the allocation is
probably misleading and should be discontinued. Interest
costs might be allocated according to the equipment value in
each department. However, interest costs probably should
not be allocated to departments because any method tends
to be somewhat arbitrary.
The allocation of building depreciation, building insurance, real estate taxes, and utilities on the basis of square
footage implies that all facilities are of equal cost and value.
If this is true, this allocation method is acceptable.
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QUESTION NUMBER 7
A.

@

Present
Value
22%
Amount Factor

480
3120

2.86
2.86

$1373
8923

540
210

2.86
2.86

1544
601

(90)

2.86

(257)

(58)

2.86

(166)

—

—

1. Recurring savings and costs
net of tax
a. Overtime savings (800 X .6)
b. One employee (5200 X .6)
c. Fringe benefits
(6 00 0 X. 1 5 X .6 )
d. Maintenance (350 X .6)
e. Property taxes [(17000
5000) X .5 X .025 X .61
f. Insurance [(17000
5000) X .008 X .61
2. Depreciation tax shield

Present
Value

.82
.67
.55
.45
.37

1424
895
515
241
50

.37

740

'

)

(

+

—

Depreciation Depreciation Tax Shield
Year
Old'
New' Difference (Dill. X A)
1736
1
660
5000
4340
2
660
4000
3340
1336
936
3
660
3000
2340
4
660
2000
1340
536
5
660
1000
340
136
3. Difference in salvage values
2000
at end of year 5 (2000
0)
4. Incremental investment
Cost of new equipment
17000
5500)
(11500
Disposal of old:
Book value
3300
(2500)
Salvage value
2500
800
Loss
Tax savings
.40
(320)
14180
Net immediate cash effect
Net present value in favor of replacement

1.00

(14180)
$1703

Straight line depreciation on the old equipment is assumed.
Cost of equipment for depreciation purposes:
$11,500
Equipment
5,500
Installation
$17,000
Cost of equipment
2,000
Estimated salvage
$15,000
Depreciable base

B. The major problem that firms would encounter is uncertainty and its effect on the factors involved in investment
analysis. Estimating the amount and timing of cash inflows,
cash outflows, asset lives, and tax rates is highly uncertain
in many cases. In addition, there is a great deal of uncer-
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tainty in determining the cost of capital for a firm. Another
problem is the interdependence of a firm's capital projects;
the identification of cash flows with the different ongoing
projects can be difficult and highly subjective.
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HOW UNITED CAN HELP
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Think of our wings as
your ware house.
This opens the possibility of
cutting your distribution costs and
increasing your return on investment.
Minimizing inventory. Saving on inventory
maintenance. On packaging. On rehandling.
1 insurance. And speeding up your cash flow.
All this makes better sense than ever, today.
Thanks to savings now possible on United.
Our "Daylight Savings" make it work.
Now United can save you up to 50% when you ship
by air during daylight hours (when we're least busy).
Often for less than truck rates.
Our computer will analyze your distribution
costs. Free.
We now have a program that can pinpoint all
your distribution costs. We simply bring our portable
computer terminal to your office. We'll feed your figures
into it, and watch with you as it prints out a complete
cost analysis.
You'll know if shipping United makes sense
for your product. Completely confidential, of course.
The analysis takes only about half an hour.
Get our free booklet!
r Un it e d A ir lin e s C a r g o
MA - 6 7 5
Mr. Fra nk C o nw ay, M ana ge r —Air Fre ig ht Sa le s
P.O. Box 661 00, Chic ago, Ill. 60 666
Send me yo ur b o oklet o n Dis tributio n C o at Analys is
by c omputer.
Have yo ur rep res entative b ring me yo ur b o o klet.

0

Na me

I

T itle

Co mp any
Address

L—

I

City, S tate, Zip
Or jus t attac h yo ur b usiness c ard .
—

—

—

—

— — — — — — —

—

— — —

Na 1 in the U.S. sky

/ArrU I I I T E D

AI R L I I l E S C AR G O
Circle 10 on inquiry card.

— — —

J

"You need g ood accountants more
than you ever needed them before."
As strange as it may seem, there is a current shortage of accountants.
;
Our Robert Half offices are as busy as ever providing skilled financial talent to meet unusually
challenging business conditions.
The ne>d time you need a competent controller, auditor, accountant or bookkeeper... call a Robert
Half specialist.

ACCOUNTING, FINANCIAL, BANKING & EDP PERSONNEL SPECIALISTS.

0

D ALLAS
Bryan Tower
1
1214 742 -9171
)

ALEXAN D R IA
( Seminary
2
1 Rd. 4
(7031 931 3600
17
ALLENTOW N
1401 Cedar Crest Blvd
(215) 4391506

DENVER
2 Park Centrat
13031 829 1010

ATLA NTA
3379 Peachtree Rd., N.E.
(404) 233 -2416

D ETROI T
670 Honeywell Center
Southfield
(313) 559 -1212

BALTIMO R E.
The Quadrangle —Cross Keys
(301) 3237770
BOSTON
140 Federal St.
1617) 423 6440
BU FFALO
1310 Liberty Bank Bldg.
(716) 8420801
C HA RLO TTE
4801 E. Independence Blvd.
1704) 535.3370
CHIC AGO
333 N. Michigan Ave.
(312) 782.6930
C I NC I NNATI
606 Terrace Hilton
(513) 621 -7711
C LEVELAND
1267F2110Br .
(216) 621.0670

LONG I SLAND
420 Jericho Turnpike
Jericho
(516) 822 -8080
LOS ANGELES
3600 W ilshire Blvd.
(213) 386.6805
LOUI SVI LLE
680 South 4th St.
(5021589- 6657

COLUMBUS, OHIO
88 East Broad Street
1614) 221 9300

ALBUQUERQUE
2201 San Pedro N.E.
(505) 266.5557

MEMPHIS
12 South Main St.
(901) 523.8950

ENCINO. CA.
16661 Ventura Blvd.
J2131995-0701

MI AMI
1190 N. E. 163 St.
North Mi ami Beach
(305) 947 -06114

HAR TFO RD
111 Pearl St.
(203) 278 -7170

MI LW AUKEE
777 East W isconsin Ave.
(414) 271 -93BO

HOUSTON
1200 Central Nat'l. Bank Bldg.
17131 228 -0056

MINN EAPO LIS
80 South 8th St.
(6121336- 8636

I ND I ANAPOLI S
921 East 86 St
1317) 253.5545
KANSAS C ITY, MO.
127 W est 10th St.
(816) 474.4583
LANC ASTER
8 North Queen St.
(717) 299 -5621

OM AH A
7101 Mercy Rd.
(402) 397 8107

SAN JOSE
675 North Fi rst St.
14081 293 -9040

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

SC RANTON
Connell Buildiny
(717) 961 5821

PHI LAD ELPHI A
2 Penn Center Plaza
1215) 568-4580

SEATTLE
1215 Fourth Ave.
(206) 624 -900(1

PHOENIX
3225 N Central Ave
1602) 2646488

STAMFORD , C T.
111 Prospect St.
1203) 325 -4158

PI TTSBURGH
Gateway
Towers
(412) 471-5946
ower

TAMPA
1311 N. W estshore Blvd.
(813) 876-0191
W ASHI NGTON, D. C.
(306 652-19W Ave. N.W .

PORTLAND, OR.
1 S.W . Columbia
1503) 222 -9778
PROVID ENCE
400 Turks Head Bldg.
(401) 274-8700

W I LMI NGTON
1102 W est St.
1302) 6523244

NEW ARK
1180 Raymond Blvd.
(201) 6233661

ST. LOUI S
7733 Forsyth Blvd,
Clayton
(314) 727 -1535

LONDON E C 2, England
17 Finsbury Square
01-683 -4394

NEW YORK
330 Madison Ave.
(2121986.1300

SAN DI EGO
525 - B - Street
17141 2399001

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

OAKLAND
1330 Broadway
(415) 763 -4104

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

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

ROBERT HRLF

PERSONNEL AGENCIES
Circle 11 on inquiry card.

