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PROFILE: LAFE P. FOX
NAA's President for 1975 -76 rose through the accounting and financial function
to top executive of his company. He aims to stress education, membership
and fellowship.
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INVENTORY PROFITS
By Donald S. Rueschhoff

President for 1975 -76.
For a look at some of
his goals, see page 13.

The size of corpo rate profits is frequently questioned during periods of rapid inflation.
Part of th ose p ro fits are inventory profits, generated for the purpose of meetin
g
the costs of rep lacing goods sold. According to the author, inventory profits should
enjoy atax -free status.
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SILVER SPOONS
By John P. Wood and Elson P. Dolliver

For over 6,000 years silver has served man in coinage and in art; today its major
contribution is in industry. One of those industries, the making of spoons (flatware),

is the subject of this article.
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A SMALL BUSINESS FINANCIAL MODEL
By Cha rle s H. C hapman

According to this author, the major difference between the controller's work sheets
and a model is one of time and scope. He explains how management, of even a small
business, can explore the feasibility of setting up a model based on the company's
operations, and thus expand the controller's projections.
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FINANCIAL MANAGEMENT FOR SMALL CONTRACTORS
By William

J. Wucinich
The owner of a small contracting company is probably aself- starter when it comes
to his trade; but on the ledger side, another's expertise is needed: the accountant's.
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DOLLAR -VALUE LIFO AND ITS EFFECT ON PROFITS
By Martin F. Towles and Karl H, Silex

The authors illustrate the effects of fluctuation in both price levels and
inventory volume on the LIFO inventory reserve and on profits.
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EXPANDED BREAKEVEN ANALYSIS FOR AMULTI- PRODUCT
COMPANY
By Lane K. Anderson

Breakeven analysis is a convenient way of charting the profitability progress of a
product or project; but where more than one product or project is involved, the
charting becomes rather complex. A solution to this problem is offered by the
profit - volume graph described in this article, which is useful for analyzing a
multi - product mix.
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BANKRUPTCY
By Anthony Mourelatos
Wh en a co mp any b egins to slide, the only alternatives open to it
may b e reo rgan ization through bankruptcy, or liquidation.
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GOODW ILL . . . A DILEMMA
By Michael B. Romano

The author compares and contrasts some of the many viewpoints concerning goodwill.
He co nclu des that reliance on historical cost accounting rather than current value
figures contributes to the problem rather than helping to define and solve it.
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OPERATIONS RESEARCH
By Donald S. McArthur
Accounting is the language of business; it describes what has happened and where
the company is now. Operations research is the language of change; it shows
how things might be. In this article, the author shows how the language of change
can supplement the language of business and influence a company's success.
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THE MEANINGS OF MEASUREMENTS
Joseph W. Wilkinson
A comprehensive evaluation of performance requires a variety of measurements
which are adequately classified. How various measurements may be classified
and some of the meanings behind the measurements is the subject of this article.
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MEASURING SALES FORECAST ACCURACY
By C .

Mike Merz
Historical information often contains information about trends which can be
analyzed for budgeting purposes. To evaluate the trends, the author suggests using
a measure of relative dispersion obtained from prior forecast data.
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Dolan R. Hinson
Three capital budget models are presented which, according to the author, are based
on the present value formulations of Irving Fisher and John Maynard Keynes.
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Earlier this year President A. P. Bartholomew, Jr., and Executive
Director W. M. Young, Jr., paid a visit to the Institute of Cost and
Management Accountants in London (see page 66); subsequently in
June heads of the two organizations met again, along with the
Society of Industrial Accountants of Canada, in Bermuda.
The meeti ngs were hel d in ord er to develop clo ser ties bet ween
the organizations which are composed of accountants primarily employed in industry and which have common ob jecti ves . A n umb er
of areas of collaboration were discussed, including joint research
and co- sponsorship of technical meetings. Both organizations (ICMA
and NAA) have agreed to exchange magazine subscriptions between
members. The agreement is in the process of being implemented.
No other decisions have been mad e as to what forms further
cooperation will take between the two organizations. Both staff
heads emphasize that talks are still in the tentative stage, but the
discussions with our British colleagues are an ext ensio n of NAA's
posture of international cooperation which already has led to joint
sponsorship (with the Society of Industrial Accountants of Canada)
of a research study and three resulting reports.
The discussions with the British accountants are singularly appropriate as Americans celebrate the 200th Anniversary of their
country. Americans sundered their commercial ties, as well as
political ties, with Britain in 1776. Now, 200 years lat er, th e t wo
nations' managemen t account ing professions are moving back to a
closer relationship in which memb ers of both organizations will
surely benefit.
British accounting, which has a long and honored tradition, contributed greatly to American account ing th ought. There are many
parallels in the develo pment of the two managemen t accoun ting
organizations. The British, too, are emphasizing the professionalism
of the accountant who is employed in industry. Pointing up its
position in Britain is the recen t anno uncement that t he ICM A h as
been granted a Royal charter.
The growth of worldwide business is presenting problems —which
turned around are in reality challenges —for management accountants everywhere. These challenges can be better met if there is
clos er coo peratio n amon g t he worl d's accoun tin g grou ps. Perhaps
the firs t small step has been taken to ward th at goal by the leaders
of the British and American management accountants.
[]
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Letters

TO THE EDITOR

The IRS Will Decide
George E. Youmans' article, "A Look at LIFO" in the
January 1975 issue Of MANAGEMENT ACCOUNTING was particularly timely for me, since my company is seriously considering joining the growing ranks of those adopting LIFO.
Mr. Youmans' brief comment that knowledgeable investors
and lenders should be able to look beyond the mere fact of
reduced earnings per share, and accept LIFO's effect, is surely
on the mark. Such interested people must have been concerned for some time about the eroding quality of earnings,
and must also have been aware of the risks to businesses that
had to pay out dividends in cash, perhaps borrowed at high
rates for that purpose or to replace inventories (or facilities)
at ever - increasing prices.
The long list of firms that have already adopted LIFO and
the manv that have-announced either an intention to follow
suit or that such a move is being considered would seem to
testify to the wisdom of this step. It would appear likely that
as more and more taxpayers elect this inventory valuation
method, costing Uncle Sam millions in revenue dollars, the
IRS would have a vested interest in being increasingly critical
of these qualifications. In fact, the IRS has many qualifications
it can use in deciding whether a tax -payer can remain on LIFO.
Jack Sellers
Illinois Northeast Chapter

What I missed was a caveat as to the selection of the specific method. To me, as an initiator of a successful LIFO inventory application for leaf tobacco and tobacco products,
carried on since 1950, this seems quite essential. The grim
reality is that for almost every business the adoption of LIFO
will include critically important choices as to exact designation
of inventories covered or excluded and specifics of the valuation methods followed in the opening inventory and the
future increments. FIFO and identified costs, by nature, pass
through the accounts quickly. LIFO, on the other hand, freezes
the opening choices, not only as to prices, but also as to
description of inventory items and groupings into pools. In
the normal course of changing business conditions, shortages,
inventory mix, shifts in relative price trends, substitutions,
technological progress, and changes in product lines can cause
very serious problems. A company can wind up with wild
distortions, up or down, in taxable income and reported profits,
if the initial plan is not drawn with sufficient thought to
provide for possible changes.
I suspect that many, if not most, of the companies which
left LIFO in the last twenty years and paid up on the difference
in taxes, did so because the frozen LIFO plan had become unrealistic and proved no longer manageable.
Frank Judd
Louisville Chapter
Louisville, Ky.

Libertyville,Ill.

LIFO's Tax Deferral Reduces Debt
Going Off LIFO —A Moot Point
I would like to applaud Mr. George E. Youmans' timely
Mr. George E. Youmans' article, titled "A Look at LIFO"
article, "A Look at LIFO," in the January 1975 issue of In the January 1975 Issue Of MANAGEMENT ACCOUNTING, Was
MANAGEMENTACCOUNTING.
certainly timely since many United States corporations are
He restates the well -known basic advantage and disadvantage switching to the LIFO method of inventory valuation because
of LIFO, i.e., increased cash flow through deferral of taxes and of a desire to match current costs to current revenues and thus
lower reported net income respectively. His major point, how- reduce income taxes during periods of rising costs.
ever, is that the current emphasis on cash flow by sophisticated
In Mr. Youman's Case Study portion of his article, he
investors and lenders has minimized the traditional view re- states that the LIFO reserve for the ABC Textile Company
garding the disadvantage of lower reported earnings.
would increase from $7,375,000 at the end of fiscal year 1974
In support of Mr. Youmans' argument, one other point to $11,375,000 at the end of fiscal year 1975 for an increase
needs to be made. The use of LIFO not only increases cash of $4,000,000. Thus, a tax shield of about $2,000,000 would
flow directly by the prevention or delay of paying income taxes occur with LIFO. Mr. Youmans then discusses the effect of
but also indirectly by the reduction in debt created by the going off LIFO and lists the results of doing so. Although I
deferral of tax payments. With the current high cost of debt, agree with his first result, namely, the payment of about
this can be a significant factor.
$2,000,000 in 1975, I do not agree with, or do not understand
Frank R. Rayburn his second result, that of going off LIFO. He states: "2. PayAssist. Prof. of Accounting ment of approximately five and one -half million dollars more
University of Alabama in taxes on the reserve over the next 20 years would be reUniversity, Ala.
quired." If Mr. Youmans' results of going off LIFO are correct, then with the elimination of an approximate $11,000,000
LIFO inventory reserve lie is paying $7,500,000 more in taxes.
($2,000,000 for the first year of the switch back to LIFO and
A LIFO Caveat
$5,500,000 for the next 20 years.) This appears to be double
George E. Youmans' article "A Look at LIFO," in the Jan- taxation. I suspect that the latter amount should only be
uary 1975 issue, is very timely and rightly emphasizes the $3,500,000 more in taxes on the LIFO reserve elimination for
point that the LIFO election, by law, also applies to all pub- the years prior to fiscal 1975 plus interest.
The entire question of going off LIFO may be a moot
lished statements of the company.
MANAGEM ENT ACCOUNT ING/JULY 1975
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point, however, as inflation appears to be a way -of -life and by
the time a period of deflation comes around, the tax rules
may be totally different than they currently are.
Richard C. Eisenbrei
Supervisor- Financial Analyst
The Timken Co.
Canton, Ohio
The Dutch Registeraccountant

no way restricted to top partners of international firms.
3. There is no such firm with "about half the RAs in The
Netherlands on its staff." There are several "big" firms, but
most are small.
Dutch public accountants, therefore, are accustomed to a
fair amount of national and international competition. Another
traditional characteristic of the profession, recently affirmed by
the Act on Annual Accounts (1971), is that the auditor's
judgmental decisions are decisive in most matters of presentation and reporting. Finally, NIVRA is rather proud of its own
accountancy education, which exists alongside the university
courses.
Needless to say, NAA members are always welcome at the
Institute when visiting Europe.
Henk Volten RA, General Director
Nederlands Instituut van Registeraccountants
Amsterdam, Holland

With much interest, I started reading Professor William F.
Crum's article, "The European Public Accountant" in the
March 1975 issue, not least because his comments on The
Netherlands call accounting and financial reporting "highly
developed" and comparable in most ways to corresponding
practices in the United States and United Kingdom, which
last statement I took to be intended as benedictory approval.
However, the information that Professor Crum proceeds to
give, in the next 20 lines, on the position of the Dutch register accountant (RA) , and the regulations to which the accounIt Pays To Be a Loner
tancy practice is subjected in Holland, is so completely wrong
that by a strange coincidence only his conclusion stands unI must compliment Mr. Raymond R. Geary, author of
contradicted: "This is admittedly an undesirable practice and "The Loner: A Small Firm's Controller Speaks Out," appolicy, and efforts are said to be currently under way to revise pearing in the December 1974 issue Of MANAGEMENT Ac.
the Dutch law that forces this awkward procedure upon them." COUNTING.
Indeed, if the situation was as described, something would
After being in the field of cost accounting for approxihave to be done.
mately nine vears, I came to the conclusion that I must expand
For the benefit of your readers who may take an interest in my experience to areas other than cost accounting in order to
the real state of affairs I should like to correct some of the move up in management. Several months ago I moved up; I
data in the relevant 20 lines.
accepted the position of plant controller /accountant at a small
1. It is not a prerequisite to be a Dutch national to become chemical plant.
After three months in the position —I find myself experienca RA.
2. RAs do not have to work in accounting firms. About half ing the same feelings as Mr. Geary. If I were to keep a log of
of the 3,400 members of the Nederlands Instituut van my daily acti-zties —it would echo his article.
Regis teraccountan ts ( NIVRA) are currently with governThere are several points which I would like to reemphasize
ment, industry, university, or following other vocations. and perhaps comment on. Not only does a controller of a
Incidentally, these members do not lose their RA title, and small independent firm experience the daily frustrations, or as
nearly all professors of accountancy are RAs.
I call them, challenges, as outlined by Mr. Geary; a con3. RAs are not prevented from working with non -Dutch ac- troller of a small manufacturing plant that is part of a large
counting firms nor must Dutch nationals who accept em- corporation experiences similar problems, perhaps even greater
ployment with international branches of CPA firms quit ones, but he also gets a greater education.
their position on passing the RA examination.
Can one imagine a small office staff, such as outlined in
4. RAs may work in international firms: a. as a partner, with the article, reporting to a general manager at the plant locathe consent of the'NIVRA Council, b. as an employee in
tion, reporting financial information to the headquarters which
Dutch branches of international firms where there is an consolidates all the other plants in that company, providing
RA partner, or in foreign branches of international firms.
various types of information to the group headquarters and
still more information to corporate headquarters. At times,
This may seem a complex situation; therefore, permit me when month -end and/or year -end reporting comes along,
to elucidate. First, consent of the Council for International these various offices all need information at the same time.
Partnership is needed to ensure that the RA partner (whose
They fail to realize the size of the staff at the plant location,
work is governed by his rules of professional conduct) can since at the various offices to which the lone plant controller
bear the related responsibility for work under the common reports there is probably an accountant for each type job (i. e.,
name. Second, the position where Dutch branches of inter- cost accountant, marketing accountant, general accountant,
national firms use RAs only as employees, is rejected on pur- budget analyst, etc.), and each with assistants to help him out.
pose. NIVRA is not contemplating a change in this attitude. At the plant level, the plant controller accountant is lucky if
On the other hand, the undesirable elements of the position he has an assistant or junior accountant to help him.
can be revised quite easily by the firms because:
But, as in the case of Mr. Geary, these challenges of meet1. Practice and policy described here are laid down by the ing the various deadlines and many others are outweighed by
Dutch accountancy profession itself in the rules of pro- the opportunity to be a controller for a small operation, having
fessional conduct. They are not incorporated by law.
control over all financial and related matters, and also having
2. CPAs, among other qualified foreign accountants, can be the exposure of big business. He is also aided by the many
admitted, and are admitted to practice in The Netherlands, resources such as the tax department and various types of pub by the Department of Economic Affairs. Admittance is in
Continued on page 62
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SEC Moves to Integrate Forecasting into Public Securities Laws
Corporate executives will no longer be able to project earnings and sales to outsiders without
adhering to a number of formal procedures, if a proposed rule by the SEC is approved. Following up on its 1972 public hearing on forecasts, the agency's staff has proposed a number of
guidelines for corporations which want to project their performance to the public.
Forecasting still would be voluntary, but if a company decides to forecast, it must follow the
guidelines proposed by the SEC. To allay fears about possible liability involved in forecasting,
the Commission proposes a "safe harbor" rule and sets conditions when it would be applicable. The issuer is not required to have a history of earnings as was suggested in the earlier proposal but must have prepared budgets for internal use for its last three years, must have been
subject to the reporting requirements of the Exchange Act for the last three years, and have
filed all reports required to be filed during the preceding twelve months.
In order not to be deemed an "untrue statement of a material fact," the projection
must be prepared under circumstances carefully outlined in the SEC proposal. For example, the
projection must be presented as an exact figure "or a reasonable range of figures." "Reasonable"
is defined as "a 10 percent variation or range not exceeding 10 percent from the midpoint."
The registrant would have the burden of establishing the reasonableness of any variation or
range which exceeds the 10 percent limitation.
Here's one of the SEC's illustrations of how it would work: In response to an analyst's telephone inquiry, the financial vice president of a company states that it expects to have earnings
of $6.00 per share for the year. This announcement automatically triggers the disclosure system for projections. As a result, the company must file a Form 8 -K report within ten days
containing a statement of the projection, the material assumptions underlying the projection, and
the circumstances in which the projection was disclosed. In addition to other reports, it also
must file a report if it believes the projection no longer has a reasonable basis. To exit from
the disclosure system, the company must file another report stating its reasons.
Contrary to its earlier proposal, the Commission would allow a statement that a projection has
been reviewed by a person other than an officer or employee of the company. Such a reviewer,
if represented as an independent, must in fact be independent; however, he would not necessarily have to be a certified public accountant. The comment period on the forecasting proposals expired at the end of June.
Peat Marwick Asks Arthur Young to Review Its Audit Practices
In an unprecedented move, Peat, Marwick, Mitchell & Co. has hired Arthur Young & Co. to review the quality of its audit practices. Arthur Young's findings, due this Fall, will be made
available to Peat Marwick's clients. Earlier, Peat Marwick had agreed to a peer review by an inspection panel chosen by the AICPA but withdrew from the program because the Institute's
board refused to change ground rules that would cloak the entire procedure in complete confidentiality.
AICPA Reaffirms Its Rule Barring Contingent Fees
The American Institute of CPAs has reaffirmed its stand against CPAs participating as experts in
lawsuits where accountants' fees are contingent upon the outcome of the case. It re- emphasized its position by issuing an exposure draft of a ruling on the matter. The only exception,
according to the Institute's Ethics Division, has been when services are rendered for courts
which themselves set fees, as in bankruptcy proceedings.
NAA Researchers Begin New Project on Standard Costs
A new project on standard costs has been started by the NAA Research Department. One of
the chief purposes of the project is to investigate the primary factors that have contributed to
the successful use of standard costing. The Publications Division recently reissued research reports Nos. 11 -16 and No. 22 in a single volume, titled Standard Costs and Variance Analysis. The
new project will concentrate on areas not previously covered, as well as update subjects covered in the earlier reports.
For more Data Sheet, turn to page 12,
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Financial Executive and Accounting Salaries at Record Highs
Starting salaries for accountants and financial executives are at all -time record highs, according to the 25th annual Robert Half study of prevailing financial and EDP starting salaries. The
personnel chain's president, Robert Half, noted that "Even during the recession, the demand
for competent accountants remains strong. One major factor is the need to develop and implement more effective fiscal controls and more accurate accounting procedures to help American business to better cope with the many problems caused by both recession and inflation."
Replacement Cost Proposal Is Being Drafted by SEC
By the time you read this issue of the magazine, the Securities & Exchange Commission will
probably have unveiled its proposal for corporations to disclose the effect of inflation by showing the replacement costs of their fixed assets and inventories. Look for the proposal as supplement to the income statements and, possibly, as unaudited footnotes. As reported earlier,
the Financial Accounting Standards Board has issued an exposure draft which would require
corporations to use price -level accounting in supplementary statements to reflect the impact
of inflation on corporate financial statements.
MAP Committee Responds to SEC's Latest Interim Reporting Proposal
The Management Accounting Practices Committee expressed its reservations to the SEC's revised proposal on interim reporting. Its letter points out that "In the case of the new proposals,
the annual report footnote regarding interim information may be marked 'unaudited.' If the
auditor is to be associated with an 'unaudited' footnote, he must follow a prescribed set of
limited review procedures. Our committee believes that the alternative proposals are deficient
in several respects. We are concerned that auditor association with quarterly reports will
convey an impression of accuracy which is unwarranted, in that interim reporting is always
more subject to imprecision than annual reporting due to its inclusion of many estimates
related to the full year's operations." The statement adds that even though the proposal does
not require auditor review of quarterly reports, "a goodly number of companies would consider it virtually imperative that their accountants be involved with quarterly reviews instead of
gambling that the limited reviews of interim data performed at year -end do not disclose
problems which, under the terms of the proposals, could result in a qualified certificate...."
Fifth School of Accountancy Established
The University of Denver is the latest in the growing ranks of institutions to establish a school
of accountancy. Four other comparable schools include two -year graduate schools at Rutgers
and Northeastern Universities; a four -year undergraduate and graduate school at the C. W.
Post Center of Long Island University, and a five -year school at the University of Missouri. At
the University of Denver, a five -year program will lead to the degree, Master of Accountancy.
56 Percent Want More Regulation by Government
The results of a recent Commerce Dept. survey are worrying businessmen and Administration
figures. The survey, which had not been released as this issue went to press, shows 56% of
Americans want more government regulation, while only 35% want less. A great majority of
Americans express negative attitudes about the free enterprise system, according to the study
conducted by Compton Advertising, Inc. The study also found that knowledge of how the
economic system works was very fragmentary and incomplete. To counter this anti - business
mood, the business community is planning a three -to- five -year advertising campaign to help
create a better understanding of the economic system.
Two New Members named to MAP Committee
Martin V. Alonzo, vice president and controller, AMAX, Inc., and Donald P. Selleck, vice president and controller of 3M Company, have been named to the MAP Committee. Allan C.
Crane, vice president and controller of A. O. Smith Corp., was named chairman for 1975 -76.
Capital Appropriations Down by 9.4% in First Quarter
Capital appropriations were cut 9.4% in the first quarter of 1975 by the nation's 1,000 largest
manufacturers, according to The Conference Board. This follows a 26% cutback between the
third and fourth quarters of 1974.
12
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PROFILE:
LAFE P. FOX
A man in constant motion, NAA's President for 1975 -76 rose
through the accounting and financial function to top
executive of his company whereupon he became international
salesman to boost his business.

Lafe P. Fox, who was elected president of the National Association of Accountants for 1975 -76 at
the Annual Conference in Anaheim last month, is
a man in almost constant motion.
President and chairman of the board of PMC
Industries in Cleveland, he spends some 40 percent
of his time traveling.
Consider this itinerary for the first half of 1975:
Rumania in December; Mexico in February; Venezuela in March; Canada in April; and the Philippines (where he represented NAA at a regional conference) and Japan in May.
Between planes, however, he devotes himself to
an astonishing number of community, professional
and other organizations. A sample of these organizations would include Ohio State Troopers Assn.,
Ohio Commodores, Financial Executives Institute,
National Tool, Die & Precision Machining Assn.,
and the Association for Management Excellence.
The National Association of Accountants, which
he joined in 1946, belongs high upon the list in
any measure of the relative amounts of time and
effort that he spends in support of professional and
business organizations.
"I remember how I got into NAA," he reminisced in a recent interview. "I was controller of this
company —just left public accounting —and a friend
of mine called me and he says, 'What are you
doing Thursday night ?' and I says, `Well I'll probably work or go home.' And he says, `I'm going
MANAGEM ENT ACCOUNT ING/JULY 1975

to meet you down at Stouffer's and we're going to
have a drink together and then we're going to a
National Association of Accountants' meeting.' I
knew some of the people there and it wasn't long
before they had me back for the second meeting
and I signed up as a member."
Lafe Fox subsequently was elected president of
the Cleveland Chapter and then went on to serve
as national director, national vice president and
chairman of the Committee on Membership and
the Committee on Public Relations. Just prior to
his election to the presidency, he was chairman of
the Committee on Finance.

Down to Fundamentals
President Fox has three major objectives for his
term, which he summarizes under the categories:
education, membership and fellowship. "One specific goal that I am very keen on," he says, "is to
broaden our educational program— better speakers
at our chapter level appealing more to the younger
members of the Association."
He is very specific about this goal, declaring
his resolve to emphasize that "instead of having
a speaker talk about the business side of a racetrack or a baseball club that we get down to the
fundamentals of management accounting."
He plans to stress all other Association educational programs, too, from the Continuing Education Program to the Self Study Program. ( "I'm
13

The fellowship aspect of membership, particularly
at chapter meetings, should be encouraged. "I don't
mean you have to bend your elbow. You don't have
to drink to get to know people better."
Even though he has not been able to attend
chapter meetings because of the press of business
and national Association responsibilities, he still
runs across friends from the chapters and exchanges
Christmas cards with them. "I think we can all
benefit from the fellowship but you have to push
people to get them started in NAA. Somebody has
to contact them."
President Fox foresees no new programs in his
term. He believes that those which have been
introduced in the last few years (CMA, SocioEconomic Program, MAP, SSP), which he helped
to bring to fruition as a committee chairman and
a member of the Executive. Committee, need to be
fully integrated into Association activities and
nurtured to maturity. "I'm going to try to strengthen what we already are doing."
In the new business and accounting environment
with regulations being promulgated, it seems, on
a weekly basis, he believes that the Association's
services are needed as never before. Graduating
accounting students, he suggests, can broaden their
book learning through both formal educational
speeches and courses, as well as informal contacts
with fellow accountants— benefits which come with
NAA membership. "We have to break the ice of
stagnant membership and be more aggressive," he
says.

Fox at PMC
Born in Harrisburg, Pa., in 1915, Lafe Fox
graduated from Duke University, Class of 1937,
with a B.S. degree in Accounting and Business
Administration. He joined Goodyear Tire and Rubber Co., as a retail store trainee and then went with
very enthusiastic about our home study courses.") Ernst & Ernst as a junior accountant. After six
He wants strong emphasis placed on the Certificate years with the CPA firm, he had an opportunity to
in Management Accounting program to encourage join Pipe Machinery Company as controller. Then
more members to take the examination and up- it was a direct line- treasurer, vice president- finance,
grade their skills through review and study. He executive vice president, president (1965) —to the
believes that eventually the program will help to position he holds today, president and chairman of
attract top accounting students to work in in- the board, the post he was elected to in 1969.
dustry.
A small company then, Pipe Machinery Co1nThe second area he plans to devote his attention pany has grown into a multi - product corporation
to is that of membership. "Of the 700,000 ac- with plants in Cleveland and Lone Star, Texas.
countants in the United States I feel we should Because the company has diversified into lines other
do a better job in securing the balance of those than pipe machinery, it changed its name to PMC
who are not members of NAA —to bring them into Industries in 1974.
the fold." Within five years, he suggests, NAA
In his plain, unpretentious office in Cleveland,
should have a membership of more than 100,000.
President Fox talked about his company. PromiHis third objective is related to some extent to nently displayed are photographs of his wife and
his second: to stress the fellowship that member- him at NAA functions. On one of the walls is a
ship offers. Through his own personal experience, fox head painted on a slate by the daughter of
he has realized the value of this benefit. The friends PMC's sales manager. With a grin, he pointed to
that he has made at Association and chapter meet- a clock which also has a fox on it and then to his
ings have remained friends for many years. "You tie which features many little foxes. Does he get
see them at activities of the Association and at any kidding about his name? No, he says, in fact
other social and business meetings and functions." it has the virtue of being easily remembered.
He has met at least a thousand members of the
That's important for him because Lafe Fox now
Association in this way, he estimates.
Continued on page 70
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INVENTORY PROFITS
The tax -free status insures the availability of additional funds,
which are generated by the increased markup, for the purchase
of goods to replace the goods sold.

By Donald S. Rueschhoff

The Objectives of Inventory Reporting

Prior to 1940, the business community experienced
some very definite changes in business cycles. During those cycles, the revenues from sales fluctuated
in accordance with the costs of replacing the goods
sold. It was theorized, accordingly, that in periods
of rising prices, the seller increased his markup
percentage in order to generate additional revenue.
This added revenue enabled the seller to replace the
goods sold while he preserved his normal profit
margin for operations. The term "inventory profit"
was coined to represent that part of the markup
which represented the increased value of goods not
yet sold. An inventory change represents the amount
of goods acquired through purchase or production
minus the amount of goods used or sold. If the cost
of those goods is reflected by the first -in, first -out
(FIFO) physical flow of goods, the value of inventory will increase in periods of rising prices. The
amount of change in dollars reflects the change in
physical quantity and the change in the price of
goods. Consequently, inventory profit is defined as
the profit that is generated by the increase in the
value of inventories between the time of purchase
and the time of sale.,
A simple example can be used to illustrate inventory profit. Assume that a business has 100
units of goods valued at $10 per unit ($1,000) in
its beginning inventory and 110 units of goods of
equal quality, valued at $11 per unit ($1,210) in
its ending inventory. The amount of change in
dollars reflected by the change in physical quantity
is determined by multiplying the change in quantity
(110 - 100) by the current price $11 per unit.
Therefore, the amount of change attributed to the
change in quantity is $110. The amount of change
in dollars reflected by the change in price is determined by multiplying the beginning inventory units
(100) by the change in price ($11 - $10) . Therefore, the amount of change attributed to the change
in price is $100. This $100 difference represents
inventory profit. The theoretical concept of inventory profit assumes that there is an increased
markup during periods of increased prices to generate additional income, thus providing for increased
funds to replace the goods sold which have a current replacement cost higher than the original cost.

The "first -in, first -out" (FIFO) and "last -in, first.
out" (LIFO) methods are the two most popular
methods of inventory reporting. They are both used
to attain the same primary objective (the valuation
of the ending inventory). However, each has significantly different effects upon the financial statements.
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THE EFFECTS OF FIFO

One objective of FIFO is to present fairly the
ending inventory on the balance sheet. It is assumed
that the most recent costs, which approximate
current replacement cost, would satisfy this requirement. The degree to which the approximation holds
true depends upon the inventory turnover and the
frequency of price changes. The approximation to
current cost is closest when the inventory turns over

rapidly. The probability that price changes will
affect the replacement costs is also reduced with
rapid turnover. The FIFO method utilizes the most
recent cost in valuing the ending inventory; thus,
the aggregate inventory valuation is an approximation of, but seldom identical to, replacement cost.
Another objective is to present fairly on the
income statement the cost of goods sold. The first in, first -out physical flow concept is based upon the
assumption that the oldest units are sold first, and
it is considered to be good management practice to
sell the oldest units first. This management strategy
is used in the sale of most types of goods in nearly
all industries. A fruit grower, for example, would
desire to market his morning harvest before his
afternoon harvest. "Ideally, all costs incurred should
be viewed as ultimately clinging to definite items of
goods ... "z
The FIFO method of inventory valuation assumes that each unit is associated with a cost price
when acquired either through purchase or production. To the extent that the FIFO method is based
upon the FIFO physical flow concept, it reflects an
approximation of the specific flow of goods. Thus,
the aggregate cost of goods sold under FIFO is a
fair representation of the cost of the units sold.
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"The LIFO
method was
developed
indirectly in
response to
the business
cycle."

The critics of FIFO, however, present two primary objections. First, FIFO fails to separately
report gains from inventory price changes (inventory
profits); however, the gains are included in "reported income." Second, FIFO fails to match current costs with current revenue. This objection is
questionable because it is a matter of personal
definition.
With the FIFO method the operating cycle is
from cash to goods (merchandise) and back to
cash again. The intent of management is to buy
goods for resale, sell the goods, and buy more goods
(not necessarily the same tvpe) for resale, thus
negotiating a second cycle. The assumption here is
that the cash received from the sale will be sufficient
to buy more goods for resale, to offset the operating
expenses, and to provide a desirable return on the
investment. Theoretically, the investment is only in
the goods. Each cycle represents a new business
endeavor, an investment that is short -term in nature.
The long -term objective of management, however,
is to engage in a continuous series of these short term investments. The operating cycle under the
FIFO method is best illustrated in Exhibit 1.
Exhibit 2 identifies "inventory profit," as it
relates to the operating cycle under the FIFO
method. The inventory profit is included in the
gross profit. After operating expenses have been
deducted from the gross profit, inventory profit

Exhibit 1
FIFO OPERATING CYCLE

Cycle 1

Cash

Goods

Other cash outlay

Cycle 2

Cash

Goods

Other cash outlay

Cash

A - -t

becomes a part of "net operating income before
income taxes." Assuming a 50 percent tax rate,
then one -half of the inventory profit will be absorbed by the tax payment. Therefore, a portion of
the non - inventory profit must be employed to provide funds to offset the deficit caused by taxation.
The effect of taxation on inventory profits has a
dampening effect upon the economic growth of the
3
company. In order to be "as well off" under the
FIFO method, assuming the 50 percent tax rate,
it is necessary to double the increase in markup
percentage so that sufficient funds will be available
to replace the goods sold without jeopardizing
normal profits from operations. However, the practice of doubling the increase in markup percentage
would feed inflation and deflate the dollar.
THE EFFECTS OF LIFO

Although the primary objective of LIFO, also, is
to provide a fair valuation of the ending inventory,
the proponents for the use of LIFO claim that its
most important objective is the matching of current
costs against current revenues. The matching concept results in income that excludes gains or losses
from holding inventon-. This objective can only be
attained if the goods sold are replaced rapidly
enough to maintain a base stock of inventory. Under
the LIFO method, the cost of replacing the goods
sold becomes the cost of the goods sold.
As long as inventories are increasing in physical
volume, the LIFO method reflects the latest prices
(replacement cost) in the cost of goods sold. In
periods of declines in the physical volume of inventory, the inventories used up reflect prior - period
acquisitions valued at prior - period (old or ancient)
values which differ from current values. In this
instance, inventory losses arise because the inventory sold was in excess of current acquisitions.
The LIFO method was developed indirectly in
response to the business cycle. Over the business
cycle, the matching of current cost against current
revenue results in a smoothing of income, as compared to the matching of original cost to revenue
under the FIFO method. This smoothing of income
is justified on the assumption that business cycles
will fluctuate with price changes of equal amplitude
in both directions. However, this has not been the
case as prices have generally moved only upward.
In a few cases, the LIFO method does reflect an
approximation of the specific flow of goods. This is
the case with certain commodities such as grain,
coal, or iron ore. It is conceivable that new acquisitions are placed on top of the pile and that requisitions are filled from the top of the pile, leaving a
base inventory that may only be used in a case of
emergency. However, proponents of LIFO do not
usually concern themselves with the relationship
between pyhsical flow and cost flow.
One of the major objections to the use of LIFO
is that the balance sheet shows an inventory valuation which reflects the value on the adoption date
This dampening effect would be eliminated if the Internal
Revenue Service would allow a deduction from "net operating
income before income taxes" in the amount of the "inventory
profit" in arriving at "taxable income."
E
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of LIFO; thus, the inventory valuation is continuously out -of -date. Since the adoption date could vary
among companies, a comparison between companies in the same industry would not be valid.
Another objection is that LIFO treats the flow
of goods directly opposite to the usual flow of goods
and also does not reflect a good matching of specific
costs and revenues. Related to the matching problem is the fact that when it becomes necessary to
reduce the base inventory, there is a matching of
relatively old costs with current revenues. This
matching process is relevant to the issue of inventory
profits, since it is suggested that these profits are
generated by the increase in the value of inventories.
Unlike FIFO, the LIFO operating cycle is from
goods to cash and back to goods again. The intent
of management is to invest in goods and to maintain this initial investment. If part of the goods are
sold, they must be replaced in order to maintain
this initial investment. This initial investment is
known as the "base inventory" or the "base stock."
The aggregate dollar value of the base inventory
will only be changed if there is a change in physical
quantity; that is, there was a decision made to either
increase or decrease the quantity of units.
There is an assumption with the LIFO method
that the sale of goods will provide sufficient cash
to offset operating expenses, to provide a desirable
return on the investment, and to provide for the
purchase of goods to replace the goods sold. The
cost of the purchase of goods is recorded on the
books of the business entity as the cost of the goods
sold. Under LIFO, the valuation of the base inventory remains constant (except for a change in
physical quantity) , while under FIFO, the cost of
the purchase is reflected in the valuation of the
inventory.
The operating cycle under the LIFO method is
best illustrated by the use of the circle rather than
the continuous line. Each complete revolution represents one operating cycle. This idea is illustrated
in Exhibit 3, which shows that each operating cycle
ends at its origin (the base inventory).
When the LIFO method is used, during periods
of rising prices, "inventory profit" is included as a
portion of the "cost of goods sold," thereby eliminating it from the "reported profit." This inventory
profit, having been buried in the cost of goods sold,
is also not included in the "taxable income." The
tax -free status insures the availability of the additional funds, which are generated by the increased
markup, for the purchase of goods to replace the
goods sold. During periods of rising prices, it is
necessary to generate additional funds, since the
replacement cost per unit will be greater than the
cost of each unit sold.
Exhibit 4 identifies inventory profits as they
relate to the operating cycle under the LIFO
method during periods of rising prices. The illustration is based upon a 50 percent markup ( 37.5

percent normal markup and 12.5 percent additional " . . .
markup to generate inventory profit).
Conclusion
The Internal Revenue Service has permitted the
use of LIFO for federal income tax purposes, but
requires that companies that adopt LIFO keep their
accounts and publish their functional reports on the
same basis.* The intention of the requirement is
to eliminate the possibility of a dual system whereby
FIFO would be used for balance sheet purposes and
LIFO for income statement purposes.
The significant difference between FIFO and
LIFO is the inclusion of inventory profit in taxable
income under FIFO and the exclusion of inventory
profit in taxable income under LIFO. However,
because of their significant impact on economic
stability, inventory profits should enjoy a tax -free
status regardless of the inventory valuation method
employed.
i]

the LIFO
operating
cycle is from
goods to cash
and back to
goods again."

Exhibit 3
LIFO OPERATING CYCLE

A po tential co nfro ntatio n between two go vernment agenc ies was
avrrted when the Internal Revenue S ervic e agreed to permit s uf.
ficient disclosure o f a LIF O c hanste to conform with SEC and
FASB regulations. Initially, the IRS prohibited an exelanation,
other than in footno tes, o f the effec ts o n profits o f a FIFO -LIFO
switch. " DAT A S HE ET , " Management Ac counting, March 1975,
p. 12.
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SILVER SPOONS
By maintaining tight control, literally hundreds of thousands of ounces of
silver from the entire operation are recovered in the course of a year.

By John P. Wood and Elson P. Doiliver
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For over 6,000 years silver has served man in coinage and in art; today its major contribution is to
industry. Silver finds many uses where its superior
electrical and thermal conductivity, reflectivity,
malleabilitv, ductility, and corrosion resistance offer
quality performance and reliability. Over two - thirds
of the industrial demand is concentrated in the
area of photography, electrical and electronic, and
sterlingware. In this article, we will give an example
of costing for silver as it is used in the sterling
flatware industry.

Ordering the Silver
The director of merchandising and the manager
of design have produced a spoon pattern and have
requested manufacturing to produce 4,000 of these
spoons in sterling silver.' From specifications of the
design pattern, manufacturing knows it must produce a spoon 12 ounces to the dozen in weight.
Manufacturing's production control will then issue
a purchase requisition for the purchasing department to order the sterling silver.2 On the New York
official market, silver is quoted at fine silver dollar
value. Purchasing has the option of ordering fine
ounces or sterling ounces. The two prices will be
related as follows:

1. Fine silver price times .927 equals sterling silver
price.
2. Sterling silver price times 1.07875 equals fine
silver price.
The invoice in this case is for the market price
of sterling silver. This price is compared with the
standard raw material cost for sterling silver. Inventory is then charged with the standard raw material
cost. If the market price is more than the standard
raw material cost, a variance account is charged
with the difference. If the market price is less, the
variance account receives a credit. The raw material
cost has been designed to include (1) the cost of
sheet silver, (2) the cost of copper per troy ounce,
(3) the rolling charge per ounce, (4) the re- rolling
charge per ounce (based on the ratio of the number
of ounces refined to the number of ounces in the
finished product) times the rolling charge per ounce,
(5) the refining charge per ounce (the dollar cost
of refining divided by total ounces in the finished
product), (6) additional handling charges and
copper value charges, (7) a material cost of one
' We should, at this time, explain the difference betwe en the use
of the terms fine silve r and sterling silver. Fine silver means the
pure silver from the refiner with nothing added. Sterling silver is
an international trademark for the use o[ .927 ounces of fine silver
and .073 ounces of copper, added to each other to make 1.00
ounce of sterling silver.
=The initial order will be for 10,767.5 ounces.
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Artist sketches design.
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Artisan fashions wax model.
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ounce per 1,000 ounces claimed by the refiners, and
(8) a factor for shrinkage.
The sterling silver, when received, will produce
(initially) 4,000 spoons weighing about 4,200
sterling ounces. The difference in weight becomes
precious metal clean scrap. This scrap is returned
to the refiners and is held in a consignment account
until additional silver is needed to manufacture
more spoons. A handling charge is paid for this
service, and the refiners also keep one ounce in
every 1,000 ounces of clean scrap in addition to
their charge for handling.
In this case, 6,587.5 ounces of sterling silver were
sent to the refiners as scrap and 6.5 ounces were
deducted by them, leaving a balance of 6,581
ounces in the consignment account. Under this
method of crediting scrap silver to a consignment
account, scrap may be used for hedging. In this
way, silver may be obtained in either of two ways:
1. If the market price is lower than the standard
cost, it might pay to buy silver on the open
market and pay the going price.
2. If the market price is higher than the standard
cost, and scrap silver is available in the consignment account, it would be wise to use that scrap
and pay only the re- rolling charge.
Making Spoons
The silver now starts through the process, being
blanked at the first operation to resemble a small
shovel. The blanks are produced in an interlocking
type of blanking die and fit together like a jigsaw
puzzle. The scrap produced at this point will only be
at the two ends of the metal strip, each being a
half of a blank. The blanks then travel to the grade
rolls, where they go through a lengthening process
known as a "push and pull front roll" to lengthen
both the bowl section and the handle. This grade
roll also provides for the tip of the bowl and the tip
of the handle to be thinner than the shank. The
next operation, a cross roll, provides for the width
of the bowl. The rolled blank is then carefully
checked for thickness at various points along its
length, because it is at these operations that the
finished weight of the spoon is controlled.
Scrap will not normally be found at either of
these two operations unless the operator, through
some mix -up, has used the wrong grade roll. The
chance of this is small because the grade roll name
and code are on both the process card and the
grade roll. The next operation "cut out to outline"
generates all of the clean scrap, or we should say, by
far the most scrap. At this point we remove all the
excess metal and leave only the general flat outline
of the spoon. The 4,000 spoons at this stage weigh
about 4,200 ounces and there remains 6,587.5
ounces of scrap to be returned to the refiners.
The cut out spoon blanks then proceed through
a forming and striking operation where the bowl is
formed and the pattern design is struck onto the
handle. From there the spoon passes through operations where any excess is trimmed from edges and
the spoon is buffed and polished. Some clean scrap
MANAGEM ENT ACCOUNT ING/JULY 1975
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Final inspection —each item is individually checked.
will be generated in setting up striking and bowling
dies and this scrap is combined with the clean cut
scrap. The spoons are then passed through inspection and are sent to the finished goods shelves. Most
of the items are produced in standard quantities,
each one with a batch number. When these batches
are ready to be sent to final inspection, each batch
is weighed and counted to get the total weight and
the number of pieces passed.

Recording the Costs
The material costs flow from a purchase register
into a cost sheet by the use of a product number
assigned to the particular quantity of silver. Labor is
introduced into the cost sheet from a payroll
inventory register. The cost sheet then totals each
line of the sequence of operations and an overall
total at the end of the process. Spoilage and scrap
are written off in total at any last operation performed.
In addition to the clean scrap, this method produces dirty scrap. It appears in the form of used
buffing wheels, compounds from the blowers, shavings, piercings, sweepings from the floor, filings and
any dirt, dust, gloves, abrasive belts or wheels coming in contact with the silver. This scrap is also sent
back to the refiners. By maintaining tight control,
literally hundreds of thousands of ounces of silver
from the entire operation are recovered in the
course of the year.

Conclusion
Although it will always retain its traditional hold
on the minds of men as a symbol of value, it is
abundantly clear that silver is no longer a monetary
metal and that the future of silver lies largely in the
industrial field. However, its lustrous and enduring
beauty assures it a permanent identity as a precious
metal.
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A SMALL BUSINESS
FINANCIAL MODEL
Since more and more managers of small businesses have had the
educational opportunities which allow them to feel comfortable
with sophisticated management techniques, they no longer have
to rely completely on a seat -of- the -pants approach.

By Charles H. Chapman
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In general, a small business has the same problems
as a large business except that the small one often
has fewer resources (both financial and human) to
cope with those problems. However, since more
and more managers of smaller businesses do have
the educational opportunities which allow them to
feel comfortable with sophisticated management
techniques, they no longer have to rely completely
on a scat -of- the -pants approach. Managers can
anticipate the decisions that they will have to make
in order to meet the environment with which thev
will be faced in the future. They will do this with
financial models which provide the quantitative
means to evaluate alternative plans.
A financial model is a system, normally computerized, which produces comprehensive financial projections of the future operations of a company. The
model's main feature is that it is a simplified version
of the company's operations. Management can call
on the model to assist it in operating the company.
In most cases, the financial model can be compared
to a series of financial projections prepared manually
on worksheets by the controller. Included in the
projections would be: income statements, balance
slieets, cash flow statements, inventory analyses,
return on investment analvses, and income tax
analyses. Each of these is based on certain assumptions such as sales growth, projected research
and development expenditures or capital budget
plans. Anyone who has prepared such projections
knows that it is a very time - consuming task. Considerable effort must be expended to rework the
projections if errors are discovered or changes in
assumptions are made.
The major difference between the controller's
worksheets and the model is one of time and scope.
The computer has the ability to store base parameters, to allow the user to modify assumptions,
to perform the required computations quickly, and
to print out consistent results. A series of forecasts

can be created by changing one or more variables
or assumptions. Also, different forecasts can be obtained based on "what if' questions asked by management. The results can then be compared and
evaluated within a common structure. The differences represent variances between projected conditions and actual conditions under which the company operates. The variances might also point out
inherent inaccuracies within the modeling system.
Thus, one real advantage in using a computer -based
model is in the ease with which management can
alter assumptions and produce projections. This
allows management to concentrate on planning and
it can avoid getting bogged down in the mass of
detail work required to compute and prepare a
single forecast.
Planning
The most difficult part of establishing a financial model for a small company is the requirement for some degree of planning. "What business
are we in ? " —" Wbat business do we want to be
in?"—and" What are our alternatives for getting
where we want to go ?" These questions sound like
cliches, but they provide a feel for the direction in
which the company is going. They must be answered before a financial model will make any sense
at all. Very often the planning process itself will
give management real benefits as it goes through
the exercise of developing a financial model.
The planning horizon for a small company will
probably be one to three years and will not exceed
five vears. Plans would not be prepared in the same
detail as the budget, which may well include each
account or group of accounts within every department. The company's plans would, however, be
consistent with the budgeting process and would
provide overall budget guidelines such as levels of
production, research and development effort, and
advertising expenditures.
Another consideration is that it is quite easy
to lose sight of the path that top management
MANAGEMENT ACCOUNTING /JULY 1975
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can

wishes to take to meet each one of its goals. The every other item on the profit and loss statement ?"
president could be working toward an acquisition —are very difficult to answer. We will, therefore,
to meet a new product goal while someone else is rule out the use of an optimization model for our
Planning to gear up the research and development small business.
effort. An all -out effort on both fronts might not
be feasible within the constraints of the company's THE CASE STUDY MODEL
The case study model generates specific results
resources.
The financial model will, therefore, require a based on given base data and a set of conditions or
certain amount of mid -range and long -range plan- assumptions. The model is rerun a number of
ning in order to set up meaningful relationships times using alternative inputs and the results of a
and to establish forecasted conditions or variables series of runs are then compared either manually
such as growth rates, inventory levels, and customer or by the computer. Management subjectively
service levels. Once established, the model will be evaluates the weight they want to place on the
input data items and selects what it believes are
fairly easy to update for subsequent usage.
The model will also provide management with the most realistic combinations of that input. The
a framework which will assist it in evaluating a use of a case study model is, therefore, a trial and
number of fairly complex interactive alternatives. error process with no "optimum solution," and
It would provide a discipline for cataloging the is the only practical type of model for the small
many assumptions and interrelationships which business. Since the output can be compared to a
must be made. This will, in turn, allow various series of financial projections manually prepared
also be readily understood
levels of management to second -guess these as- by the controller, it
sumptions and force them to look at the con- by top management without difficulty.
sistency of their plans. If, for example, it is assumed that a significant research and development Computer Requirements
The effort required to generate a series of finaneffort will be required to develop new products,
cial
projections and then to vary the results by
other assumptions must provide for funding and
changing
specific input variables would be virtually
personnel to carry out the effort.
impossible without the use of a computer. As
Types of Models
each variation is reviewed by management, new
There are a number of types of models which combinations of the variables are brought up for
consideration. Such a situation will definitely dicare frequently discussed. These include:
tate a computerized approach. The computer's
functions would be as follows:
1. The conjectural model
2. The optimization model
1. It would accept, validate, and store the base
3. The case study model
data and projection assumptions and would
store a number of alternative sets of input.
THE CONJECTURAL MODEL
2.
It
would accommodate the posting of changes
The conjectural model attempts to deal with
to
the base data and original assumptions. These
degrees of certainty. For example, we could enter
changes represent the "what if" questions that
a range of certainty for each condition (such as a
will be asked by management.
product line growth rate between four and ten
percent annually) based on various managers' views 3. It would print in a readable format the base
data together with the original assumptions
of the situation. Theoretically, then the model
that are used in any specific case. The case recould interpret these ranges and give us an answer
sults would lose their value if the assumptions
with some sort of a composite indicator as to
from which they were derived were not available.
how certain the results should be. However, most
companies would be hard - pressed to quantify man- 4. It would perform a series of calculations which
would project the base period over a series of
agement's range of certainty and then place realistic
time
periods, and it would alter any given calweights on the reliability of the managers' views
culation at a specific point in time. For example,
of the future.
we might project a specific learning curve for
labor on a new product for two years and then
THE OPTIMIZATION MODEL
change the direction of that curve to accomThe optimization model is far more complex.
modate product modifications scheduled to ocThe model itself must select the best alternative
cur at that point in time.
to minimize costs and to maximize profits. The
optimization model requires that all relationships 5. It would store the results and print them out in
a format that is useful to management. It would
within the model be accurately quantified. The
even store the results of a number of cases and
accurate quantification of all possible interrelationsummarize their differences.
ships is extremely difficult in any corporate situation regardless of the resources you might bring
For many smaller companies a timesharing ap.
to bear in attempting it. Questions, such as:
"What is the sales effect of a given increase in proach using an in -house terminal attached to a
advertising or research and development effort?" — large shared computer may very well present the
and— "Precisely how do these increases relate to best mechanization alternative. The timesharing
MANAGEMENT ACCOUNTING/JULY 1975
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approach gives users access to large -scale fast computers. The users' cost is based on the very short
periods of time the computer and its peripheral
devices are actually in use. A second consideration
is that timesharing service bureaus, many accounting firms, and independent software houses have
developed computer programs which will assist the
user in building his model for less cost than if he
started from scratch. And, in addition, the timesharing technique allows for relatively easy program
modification of the input data and better control
of processing. When necessary, the output, which
can be voluminous, many be printed at the computer site on a high speed printer.

get some census data as to the number of homes in
each geographical area with interior plumbing and
then estimate our current market share in that area.
Second, we will want to get some statistics from
the Department of Commerce as to dwelling construction starts and again estimate our potential
share of this market. For example, within a geographical area we may have four percent of the
heaters now in place but expect to get ten percent
of the new home business because we are stronger
in that market, and also because several of the companies previously selling water heaters have dropped
out of the business. For the replacement market,
we assume that we will resell 80 percent of the
heaters we installed eight years ago. Also, we will
Example
obtain the same percentage of replacement brand
In order to illustrate the use of a financial model shifts as our current share of the new home market
for a small manufacturer, a brief example is ap- (i.e., 10 percent).
propriate. Let us assume that we are in the business
We will use government's projections of new
of manufacturing home water heaters for sale to home starts for two years, and we will estimate the
wholesalers for ultimate distribution to both the third. Any anticipated trend toward or away from
new home and replacement market. Several key a product line must also be established. For exfacts must be considered as to how water heaters ample, the trend may be away from gas heaters
are sold and the strength of brand loyalties: For based on the country's limited natural gas resources
example, most people replace water heaters with a and the initial higher price of the gas heater. Also,
like model and brand, the average life of which is the seasonal aspect of the new home market in each
eight years. About 20 percent of the people change area must be taken into account. In setting up the
brand either because their old brand is no longer model, we will ignore all but three geographical
available or for some unknown reason. Also, plumb. areas, due to our low penetration in the other areas.
ing contractors buy from a wholesaler for the new We will also ignore the "Other heaters and tanks"
home market. They buy based on price with some product line for the time being.
Note that almost everything discussed so far
consideration for availability and service. Another
consideration is that we operate in five geographical can be treated as a variable within the system and
areas. We will want to prepare a historical analysis can be altered. What we will want to do now is
of the number of heaters we have sold in each area to set up our base data and then experiment with
by product line, by year, to determine our base for different variable values to get a series of case rereplacement heaters. Since we make many models sults based on differences in our basic assumptions.
After completing an analysis of our position in
and sizes of water heaters, we have classified our
the marketplace, we can turn to an analysis of
output into three basic product lines:
what we want to project and in what detail. Our
forecast time frame will be three years, but we
1. Home electric water heaters,
would like to look at the forecasted financial results
30 to 100 gallons
at the end of each quarter. One statement which
2. Home gas water heaters, 30 to
100 gallons
we may wish to project is a production statement
in dollars but also showing the tons of steel and
3. Other heaters and tanks, for the
labor -hours which will be required to meet the forecommercial market
casted production level. We have established that
After some study, a 60- gallon heater is selected we will produce tanks in the month prior to a sale
as being representative of the home heater busi- to the wholesaler. This precedes the sale to plumbness. We also obtain some cost information per- ing contractors by two more months. Therefore,
taining to home water heaters and express it in heaters must be produced in the quarter prior to
terms of our representative 60- gallon tank:
the ultimate consumer sale.
Following is a list of some of the variables which
we considered for our model. Many more will come
Electric
Gas
to mind as you proceed with a model of your own.
heaters heaters
1001bs. 100 lbs. First, of course, we must know the direct cost
Tank steel
$10
$14
factors relating to the amount of steel in a tank,
Heating components
Other materials
$12
$17
material cost, and labor- hours. We will want to
establish the value of a labor -hour (with benefits)
Direct labor hours
.5
1.0
and forecast a price for steel. Second, we must be
Material handling labor hours
.5
.5
able to project demand based on the market share
To determine our potential for business in the data discussed above. Third, we may want to asnew home market and switches to our brand, some sign a learning curve to direct labor -hours per unit
Continued on page 29
outside data is also desirable. First, we will want to
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FINANCIAL MANAGEMENT
FOR SMALL CONTRACTORS
Preparing the financial statement is only half the accountant's job.
The other half is presenting his analysis to the owner in a
language the owner can understand.

By William J. Wucinich
Every business must consider its financial requirements or face the consequences. The construction
business, however, because of its unique characteristics, is especially vulnerable to economic vagaries;
it therefore demands scrupulously strict financial
controls.
Ease of entrance into the construction field is
one such characteristic. A carpenter working for
someone todav can have his own business tomorrow
simply by accepting work on his own. He already
has his tools, so there are no initial equipment requirements, and he probably won't pay anything
to himself or for his materials until he is paid for
his work. As a result, there are really no initial capital requirements.
Another characteristic of the industry is intense
competition, caused in part by the ease of entrance.
In many ways, this competition resembles the
classic economist's example of pure competition,
and profit margins are low. Consequently, the failure rate in the construction industry runs high.
Weather has historically played a major role in
the success or failure of all construction firms,
although for the larger general contractor, weather
may merely result in a management decision to
close in as many jobs as possible before winter. For
the smaller contractor, however, this alternative may
not be advisable. A roofer, for example, has no
other trade to turn to during bad weather. Therefore, he is generally at the mercy of the weather.
Even though all these characteristics demand
strict financial control, one problem underlies all:
the owners of small contracting companies are not
financial people by choice or background. Prior to
the time they entered business, the term "accounts
receivable" probably meant their paycheck. Most of
these contractors do not understand financial management and are totally in the dark about this vital
half of their business.
This article will outline methods for accountants
to use in helping these small contractors. Both the
art and the science of financial management in the
MANAGEMENT ACCOUNTING /JULY 1975

short and long term will be examined. The methods
outlined can be geared to the owner's understanding, using figures familiar and available to him.
Financial Management—Short Term
Financial control in the short term is built
around the management of working capital, which
is the difference between current assets and current liabilities. Included are those liabilities that are
due within one year and those assets in the form
of cash or near cash items, such as receivables and
inventories. Financial control rests on the assumption that all assets including cash must earn their
keep. The key factor in working capital management is the velocity of the funds cycle. A typical
dollar moves through a company as follows: checking account to inventories in the form of materials
and payroll, to finished goods, to receivables, and
back to the checking account. The objective is to
move these funds as quickly as possible through the
cycle; the faster the movement or velocity through
the cycle, the less cash is needed by the firm.
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CASH MANAGEMENT

Cash flow reflects financial needs for operational
requirements and reserves for unexpected drains.
Cash management can be effected in a number of
ways. For example, many contractors are loathe to
give sales discounts, but not giving them can reduce his cash flow (velocity) by forcing him to
wait longer for his money. If a dollar comes back
in two weeks rather than in a month because of a
discount, the firm gets the use of this dollar two
times in that month rather than once. Therefore,
under the assumption that funds can always be put
to other uses, a contractor can afford to pay a small
percentage to increase the movement of cash
through the fund cycle.
Conversely, no firm can afford not to take advantage of purchase discounts. To illustrate, if the
terms on a $1,000 invoice are 2/10 net 30, the
choice is to pay $980 in ten days or $1,000 in 30
days. If the discount is not taken, the firm gets the
use of $980 for 20 days but has paid $20 for its
23

"Rarely does a
firm generate
enough cash to
continually
meet its
obligations..."

use. Dividing the $20 by the $980, we find the
cost for using the $20 is approximately 2 percent.
If, over a period of a year, the firm were to get
this opportunity every 20 days but decline the discount, the annual cost would be 36 percent.
Taking purchase discounts also aids the firm
financially in other ways. A customer who discounts
his bills is looked upon favorably by his banker and
his creditors. It increases his firm's credit rating,
thereby making it easier to borrow funds when
needed; and, as we will see, this ability to borrow
serves as a bridge over those times when the firm
is temporarily short of funds.
Since our opening remarks pointed out the
chronic shortage of funds experienced by most
small contractors, the next point concerning the
effective use of cash may seem like a contradiction.
Cash, like any other asset, must earn its keep.
Therefore, if temporary surpluses are available, they
should be put to work in the form of temporary
investments such as certificates of deposit. The idea
is not to get into the investment business, but to
make all assets work for the firm. Surpluses stem
from two sources: they can be created by design
or be caused by the erratic cash inflows experienced
in the typical construction firm.
A surplus by design is created when a little cash
is periodically set aside for such lump sum payments as workmen's compensation and insurance
premiums. A firm's cash budget might be compared
to an individual's in that it can be difficult to pay
large bills at one time, and as an individual might
set aside savings to pay his bills, the firm can more
easily meet its periodic tax and compensation payments by setting funds aside a little at a time. In
doing this, the firm creates by design a surplus cash
position.
Erratic cash flow, the other major cause of temporary cash surplus, is due in part to the natural
flows of receivables and, in part, to the nature of
the industrv. Because of the weather, the construction industry will normally be slow during the
winter. Because of receivables billed during the
busy months, however, cash continues to flow in
for a period of time and the firm accumulates excess funds.
The key to cash management, however, is a cash
forecast and budget. The cash forecast and budget
(Exhibit 1) can be made up for as far into the
future as possible. The firm should have a dollar

Exhibit 1
CASH FORECAST & BUDGET
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1,750

1,600

1,400

3,300

3,900

3,000
500
200
$2,050

2,000
1 000
200
450

1,000
500
300
50

2,000
1,000
150
200

1 000
500
150
$2,450

$

$

1

April
50

$

March
450

$

Feb
$2,050

$

Jan
$4,000

$

Beginning balance
Receipts:
Accounts receivable
Disbursements:
Labor
Materials
Other
Balance

May
200

1

amount forecast for at least six to eight weeks into
the future and a reasonable estimate as to whether
or not the cash position will be tight or loose for
the next four to six months. Admittedly a cash
forecast and budget is difficult to maintain in the
construction industry because of the uncontrollable
factors such as the weather; but to maintain tight
financial control, a cash forecast and budget are
mandatory. Without them, the company is operating in the blind, reacting to the cash position rather
than controlling it.
The second major need for cash is liquidity to
meet unexpected cash drains. Rarely does a firm
generate enough cash to continually meet its obligations, so the ability to borrow funds as needed
is especially important. In construction, when the
weather clears and the firm starts production again,
there is an immediate requirement for cash but a
corresponding low cash inflow position. Since this
situation cannot be avoided, a line of credit should
be established with a bank. As a word of caution,
the line of credit is for temporary short -term needs
only. If the firm continually uses this source of
funds, the problem may not be a short -term shortage but a need for permanent financing.
RECEIVABLE MANAGEMENT

Accounts receivable is a key variable in the firm's
cash position. Control is simply a matter of constant policing, and a collection agent often overlooked is the owner of the firm himself. It must
be remembered that in most cases, the field superintendent for the general contractor decides
whether or not an invoice is to be paid. Since the
owner normally works with the superintendent, he
may know or can find out if payment has been
approved. Moreover, if the invoice has been held
up, a mere explanation by the owner to the general
contractor or the field superintendent may release
badly needed cash.
Receivable payments may be affected by a simple
mistake such as losing an invoice or sending it to
the wrong person. Other mistakes, such as an invoice not getting to the person with the authority
to approve payment, occur often enough so that a
system should be set up to guard against it.
Billing dates constitute another area where accounts receivable control is vital. An example: a
subcontractor's billing date is really second in line
to the general contractor who has billing dates for
his own invoices. The general contractor, therefore, has to expect his sub - contractor's billings
sooner. If the sub - contractor misses this date, his
money is tied up for at least another month. Therefore, it is good practice to watch billing dates
closely; for by missing the date by one day, a firm's
financial condition can be adversely affected for
another month.
Accounts receivable analysis operates under the
basic assumption that the dollar amount is meaningless. The fact that Company A has receivables
of $100,000 and Company B has receivables of
$50,000 does not mean that A has lost control of
its receivables. If, for example, Company A's reMANAGEMENT ACCOUNTING /JULY 1975

INVENTORY MANAGEMENT

Material inventory control is not normally a
major problem for small contractors because most
materials are bought for a specific job. A minimum
inventory of standard items is, however, usually
kept on hand by some contractors for those small
jobs that can be worked from stock.
MANAGEMENT ACCOUNTING/JULY 1975

contractors..."

Costs of not carrying enough
Extra purchasing, handling and transportation
Higher price due to small quantities
Disruptions in construction and scheduling
Lost jobs and customer goodwill
Inventory management's importance is best expressed by the following statement attributed to a
banker: "Before you look to your bank ( for funds) ,
look to your inventories." Inventories are an area
where the flow of funds stops until they are used
and billed out. Money can be lost if sloppy handling procedures in the warehouse and on- the -job
result in lost units: if orders are placed in large
quantities without any provision for storage, or if
projects are not completed promptly— thereby tying
up funds in work -in- process unnecessarily. It can be
seen that the control of inventories is an important
element in the financial control of all firms, but
especially the smaller contractor who cannot afford
to have his funds tied up for any great length of
time.
ACCOUNTS PAYABLE

Unlike assets, liabilities such as accounts pay-

Exhibit 2
ACCOUNTS RECEIVABLE
Aging
30.60
days

60 -90
days

Percent to total

Over 90
days
50
100

—

$

—

—

—
—

—

—

65
40

—

$

—

$

Current

—

—

70

$70

$105

$150

60

8

13

19

—

—
—
—

—

—

—

—

—

—

—

80
100
200
100
$480

—

$

Total
50
100
65
40
70
80
100
200
100
$805

—

Date
1/4
1/7
2/ 8
2/20
3/12
4/10
4/15
4/ 16
4/22

—

a

—

Invoice
14
16
22
28
17
22
27
28
29

—

Name
BCD Co.
EFG Co.
HIJ Co.
KLM Co.
NOP Co.
QRS Co.
TUV Co.
Wx Co.
YZ Co.
Total

Retainers
Name
BCD Co.
EFG Co.

Amount
Invoice A
Date
$200
3/14
100
18
HIJ Co.
4/12
200
25
Retainage to date —job not complete.
•

Another aid in receivable management is the
aging schedule shown in Exhibit 2. If the percentage of receivables to sales remains the same
but most of the money is in "60 to 90 days" the
firm will soon face a cash shortage. If the percentage
of funds in "Current" is getting smaller but "30
to 60 days" and "over 90 days" are getting larger,
the result is the same. All of these analyses illustrate our main point that the total amount of receivables is meaningless. It is only the relationship
to other factors that truly expresses the effectiveness
of receivable management.
It is a standard practice with most general contractors and builders to hold a percentage of all
billing as a retainer until the job is completed and
accepted. This means that as much as 10 percent of
every dollar billed may not be received for as long
as a year in some cases. Accounts receivable retainers should, therefore, not be included in the
firm's regular accounts receivable analyses because
they cannot be considered a part of working capital.
Their payment is dictated not by the collection
procedures of the firm, but by the builder's acceptance date of the contract.
This holding period is especially difficult for subcontractors, such as roofers, whose work is completed early in the progress of the building. But
retainers are a fact of life and provision must be
made for them in all financial planning. Their control consists simply of constant checking with the
builder or general contractor to get the funds released as soon as possible upon completion of construction.

inventory
control is not
normally a
major problem
for small

$

Days sales outstanding = Accounts receivable
Average days sales

Costs of ordering and carrying
Taxes and insurance
Warehousing or storage
Handling
Clerical
Deterioration
Obsolescence

"Material

•

Average days sales = Sales for period
Number of days

How much of an inventory to carry is dependent
on the relationship of two factors: the actual costs
of ordering and storage versus the costs — including
intangibles —of not having an item on hand if
needed. A list of these costs might be made up as
follows:

'

ceivables are all current and B's are 90 days and
over, A can afford its investment in receivables and
B cannot. Control, therefore, rests on the total
amount of receivables in relationship to other factors rather than on the amount itself.
The percentage of receivables to total sales is a
quick check on the current effect of the receivable
investment on the financial position of the firm.
If the percentage remains the same, the total dollar
value of receivables is not getting out of hand.
Days in the collection period is another check. If
a firm's sales terms are net 30 days but the actual
collection period turns out to be 60 days, the firm
is obviously heading for a cash shortage. The following financial analysis formulas may be used to
arrive at the days sales outstanding:
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able represent a source — rather than a use—of
funds. In fact, for many firms, they represent the
only source of funds. However, at some time they
must be paid. A guiding principle for accounts payable is to pay only at stated intervals. As an example, discounted invoices will be paid on the 10th
of every month and those invoices without discounts might be paid on the 25th of the month
following receipt. A firm should close out payables
as of a certain date of the month and pay only
those received by that date. Using the above payment dates, these terms would apply only to those
invoices received by the last day of the month
preceding payment. Paving bills on a systematic
basis offers three advantages to the firm: funds
outflow is better controlled because a limited number of bills will be paid after the 31st of every
month and the dollar amount is definitely known;
the cash budget, therefore, is easier to compile and
is more accurate because one of the crucial factors
is tied down to a definite figure for at least a month;
finally, writing checks at definite times during the
month saves time, money, and confusion. Again,
if possible, all discounts should be taken.
Accounts payable analysis is similar to those
previously mentioned. Overall controls such as percentage to sales along with specific analysis such
as an aging schedule are especially helpful in this
area.
ACCRUALS

The second major cash flow effect on liabilities
are accruals for such items as insurance and taxes.
As with pavables, the firm is operating on the
money of others for a period of time. And as with
pavables, they too, at some time must be paid. One
method of easing the funds flow as these payments
are made is to set aside periodically a portion of
the required funds. This amount could, in the
meanwhile, be invested in a certificate of deposit
until payment time. This way, the small contractor
can make payments with fewer financial problems
than if he attempted to have the complete amount
on hand at one time.
Long -Term Financial Management
All figures are continually in a state of change.
If the change is one of growth there will come increased financial requirements. Not only will growth
require investments in new plant and equipment,
but it also will increase general financing requirements for payrolls and insurance. The idea, therefore, is to prepare and plan for this eventuality now
by exercising sound financial management.
The foundation for future financial needs is
based on the establishment of a good banking relationship. It is a highly valuable intangible asset
that begins immediately upon the opening of the
bank account and is cultivated by responsible fiscal
policies (an often overdrawn account, for example,
hardly inspires confidence). If there are notes or
other obligations, the firm should keep them up -to-
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date and according to the terms. Also, keeping in
touch with the bank with periodic visits and financial statements is a great help. Finally, in all dealings, the firm should be candid. In order to help
the firm, the bank must know the true condition
of the business at all times. Being anything less
than candid may only serve to ruin a relationship
that has taken time to build and could result in
possible loss of a prime source of funds.
Besides the factor of continuing change, a company is faced with the ever - increasing complexity
of running a business in today's environment; new
regulations in the areas of taxes, pollution, and
safety are daily reminders of this fact. Because of
this, long -term financial planning requires the judgment and wisdom of a number of people. Longterm financial management of the firm requires the
use of specialists, because the owner cannot have
all the knowledge necessary to make intelligent decisions concerning the firm's future. Every firm
should choose and have at its disposal a bank, an
accounting firm, a lawyer and an insurance agent
to furnish expertise in their respective areas. The
return to the company will far outweigh any cost
incurred in having these people on call.
Management Accounting
The only way to control costs is through a program of continuous analysis and interpretation of
various key elements on the financial statements.
This is essentially an exercise in communication
between accountant and owner. Preparing the financial statement is only half the accountant's job.
The other half is presenting his analysis to the
owner in a language the owner can understand.
What to present in the way of analysis is really
dependent both on what the owner demands, and
what he should see. Whether or not the owner
knows the current backlog, may not be important.
Some owners may or may not watch the cash position and others may only want to see the final profit
picture. There are, however, certain key variables
critical to a firm's operation. In construction, labor
cost can be considered a critical factor and receivables another. In any event, the accountant's objective should be to show the owner the financial
condition of his firm at a glance by concentrating
on a few key areas in the analysis portion of the
financial statement. He should always avoid presenting a bewildering amount of facts and figures, because the typical construction owner either won't
understand or won't take the time to look at them.
Conclusion
An unknown "analyst," writing in 1726, observed: "He that delights in his trade will delight
in his books; and as I have already laid it down
for a rule, that he who will thrive must diligently
attend his shop or warehouse and take up his delight here; so I may know 11e must also diligently
keep his books, or else he will never know whether
he thrives or not."
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DOLLAR -VALUE LIFO AND
ITS EFFECT ON PROFITS
The ideal time to make the election is when prices have
increased substantially during the fiscal year and are expected
to continue to rise, and when inventory quantities are expected
to continue to be near normal requirement levels.

By Martin F. Towles and Karl H. Silex
The operation of a company will require a continuing investment in inventory. Theoretically, this
investment should represent the residue of costs not
yet applied against sales revenues. The investment
in inventories will, depending on the method used
to evaluate it, also directly affect the accounting
for income; and will, of course, also affect the book
value of the company's stock.
In times of relative economic stability the
historic cost, or first -in, first -out (FIFO) method
of valuing residual costs in inventory provides for
a flow of cost factors that satisfactorily matches
them against related revenues. However, during
periods of accelerated economic activity, or during
an inflationary spiral, the FIFO method will not
match revenue derived from high price levels with
high costs of sales but, instead, will inflate the
value of residual costs in inventory and produce
paper profits that are not a true reflection of income.
On the other hand, during such an inflationary
period, the last -in, first -out (LIFO) method of
accounting for residual costs in inventory will
direct the flow of cost factors so that current sales
will be matched with costs most recently incurred.
This method will tend to maintain inventory as an
investment rather than as a cost factor in itself,
and will result in a more accurate accounting for
current income than would be achieved by use of
the FIFO method.
Special Considerations
Generally, during a period of rising prices, LIFO
valuation of inventories is preferable to any other
method for three important reasons:
1. Current income is more accurately reflected in
financial statements,
2. The elimination of inflated profits produces an
immediate tax savings, and
3. The reduction in tax liability reduces the
MANAGEMENT ACCOUNTING/JULY 1975

demand on cash funds at a time when they are
of maximum utility.
The primary reason for adopting LIFO is to
reduce both reportable and taxable income during
a period of rising prices, and to take advantage of
the resulting conservation of cash funds. However,
this very desirable situation, if it occurs, will have
the effect of reducing net income and earnings per
share reported on the income statements. The IRS
financial reporting requirement limits the disclosure
that may be presented in the financial statements,
and specifically forbids the presentation of earnings
per share computed on any other basis than LIFO
for comparison purposes. In a publicly held company
this can be a major disadvantage to the use of
LIFO. Although the effect on stockholders of reduced earnings per share may not be significant,
it is a consideration that must be taken into account in the decision of whether or not to switch
to LIFO.
A major consideration in the decision of whether
or not to convert to LIFO must be the effect of
such election on whatever non discretionary adjustments are required to the reportable income. The
provisions of a profit sharing plan, any possible
union involvement, the possibility of disgruntled
employees, the impact of possible reduction of income of executives, etc., should all be reviewed and
evaluated prior to making the decision. Also, consideration should be given to the fact that the
LIFO reserve represents a reduction in retained
earnings available for dividend distributions.
Inventory Valuation
The dollar -value method of pricing LIFO inventories permits inventories to be stated in terms
of dollars, adjusted for price level changes. This
method also allows the use of indices for pricing,
and obviates the necessity for the specific identification and pricing of all individual products in the beginning and ending inventories. Also, the change to
LIFO can be accomplished without making any
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Effect on prof its

1975

720 ,0 00
900 ,0 00
180,000

720 ,0 00
99 0,00 0
270 ,0 00

$ 7 20 ,00 0
990 ,0 00
$ 2 70 ,00 0

$ 7 20 ,00 0
1,0 39,500
$ 3 19 ,5 00

(90 ,00 0)

- - 0 -

$ (4 9,50 0)

$

1974

$

Year
End ing inve nto ry at LIFO cost
End ing inve nto ry at FIFO cost
Total LIFO re se rve as o f ye ar end

$(18 0,00 0)

Wholesale pric e index
Be ginning of year
End of year

$

price levels."

W ho les ale pric e inde x inc reases (inflation) in all years except 1976

$

various
changes in
inventory and

Exhibit 1
INVENTORY VOLUME IS CONSTANT

$

"Exhibits 1 and
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the effects of
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$

$(18 0,00 0)

Wholesale price index
Be ginning of year
End of ye ar
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25%

19 76

1977

72 0,00 0
607 ,5 00
$(11 2 ,5 00 )

720 ,0 00
577,125
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225 ,0 00

$

$

$

72 0,00 0
67 5,00 0
(45 ,00 0)

67,500

150
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120
108

(25 % )

( 10 %)

$

Effect on profits

1975

720,000
90 0,00 0
180,000

$

$

$

Ending inventory at LIFO cost
End ing inve nto ry at FIFO cost
Total LIFO reserve as of year end

19 74

$

Year

30 ,3 75

108
102.6
(5 %)

Note: FIFO value is latest co st.

Exhibit 2
WHOLESALE PRICE INDEX INCREASES
Inventory Volume Increases
1975

1976

$ 7 9 5,6 0 0
1,0 89,000
29 3,40 0

Effect on profits

$(18 0,00 0)

$(11 3 ,4 00 )

- 0 -

120
150

150
165

165
165

W holes ale p rice index
Be ginning o f year
End of year
Annual inf lation
Percent increase in volume

1977
$ 8 3 7,2 0 4
1,2 00,623
36 3,41 9

$

$ 7 9 5,6 0 0
1,0 89,000
293,400

$

$

$ 7 20 ,00 0
90 0.00 0
180,000

$

1974

End ing inve nto ry at LIFO cost
End ing inve nto ry at FIFO cost
Total LIFO re se rve as o f ye ar end

$

Year

(70 ,01 9)

165
173.25

25%

10 %

0%

5%

0%

10%

0%

5%

Note: Annual LIF O inc re me nts are valued at average co st during ye ar and FIFO value is lates t c os t.

Invento ry Vo lume Decreases

Wholesale price index
Beginning of ye ar
End o f year
Annual inf lation
Percent decrease in volume

120
150

$

(6 3,00 0)

150
165

19 76

- 0 -

165
165

1977
$ 6 1 5,6 0 0
888,773
273,173
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$ 6 48 ,00 0
89 1,00 0
243 ,0 00

$

$(18 0,00 0)

1975
$ 6 48 ,00 0
89 1,00 0
24 3,00 0
$

Effect on profits

1974
$ 72 0,00 0
900 ,0 00
180,000

$

Ending inventory at LIFO cost
End ing inve nto ry at FIFO cost
Total LIFO reserve as o f year e nd

$

Year

(30 ,17 3)

165
173.25

25%

10 %

0%

5%

0%

10%

0%

5%

Note: FIF O value is latest co st.
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changes in the present method of accounting for
inventory costs. The required LIFO adjustments at
the end of each month, and at the end of the fiscal
year, can be calculated from the costs that are already being accumulated through current accounting operations.

Effects of Fluctuation in Price
Levels and Inventory Volume
Fluctuations both in price levels and in inventory volume will directly affect the amount of the
LIFO inventory reserve. Exhibits 1 and 2 demonstrate the effects of various changes in inventory
and price levels. In Exhibit 1, inventory volume is
constant. Note that an increase in the index number
will result in an increase in the inventory reserve,
and a lower net profit. In 1974, 1975, and 1977 the
index amount increased, with a corresponding increase in the inventory reserve for those years. Consequently, the net profit for those years was less
than it would have been if the inventory were
valued at FIFO or at current costs. In 1976 where
the index number remained unchanged, the inventory reserve was unchanged and the net profit
for that year was the same under FIFO as it was
under LIFO.
A decrease in the index number will result in a

decrease in the inventory reserve, and a higher net
profit for that period. Note that as the wholesale
price index goes down, in 1975, 1976, and 1977
there is a corresponding decrease in the LIFO
reserve to the extent that it is negative. This results
in higher profits reported in those years under the
LIFO method when compared to FIFO.
In cases where both the inventory volume and
the price level is increasing, as shown in Exhibit 2,
an addition will be made to the inventory reserve
and profits will be correspondingly less than the
profits computed under any method other than
LIFO. Also, as long as there is inflation, and the
base inventory is not substantially liquidated, there
will continue to be an addition to the LIFO reserve.

"The
prediction of
future costs
should be the
prime factor
involved in the
decision to
adopt LIFO."

Conclusion
The prediction of future costs should be the
prime factor involved in the decision to adopt LIFO.
However, the timing of the election should be subject to consideration of the quantity of the inventory and of the predictable future volume changes.
The ideal time to make the election is when prices
have increased substantially during the fiscal year
and are expected to continue to rise, and when inventory quantities are expected to continue to be
near normal requirement levels.
❑

A SMALL BUSINESS FINANCIAL MODEL
Continued from page 22
and a trend to steel and component part prices and
to labor rates. Fourth, we may want to apply some
theoretical limitations to our plant capacity. In
subsequent cases, we can adjust for capacity limitations by building inventory early or by making
capital improvements to increase capacity. Fifth,
"Other heater and tank" production must be considered. In this case, it is set up as a fixed percentage of total gas and electric heater production. The "other" category does not compete with
home heaters for bottleneck plant capacity and
provides a small percentage of overall revenue. It
must be considered, however, since it does absorb
some of the fixed overhead, general and administrative, and selling expenses. Sixth, we have to establish the interrelationships between fixed and direct
items. For example, supervision and other indirect
hours are related to direct labor - hours, and warehouse and shipping are related in this case to inventory levels. Finally, after we have defined the
conditions relating specifically to the production
forecast, the costs incurred in a given time period
must be assigned a payment lag time and be carried
to the cash flow statement, and balance sheet.
When all of the factors are defined, a computer
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program can be designed to massage the input
data according to the rules defined. To test the
programs, we will enter a base set of data representing known conditions at a previous date. We can
then enter actual conditions in the form of price
trends, market share, cost factors, etc., and determine whether or not the model tracks known results in a realistic manner and if not, why. After
a period of testing, we will be ready to try our first
real projections.

Conclusion
Although a complex financial model is certainly not the type of thing that every small and
medium sized business would rush into, it is not
outside the realm of practicality. Management must,
however, be willing and able to participate in the
planning process by making the appropriate assumptions and by objectively evaluating the model
output. It may take as long as a year to do the required planning, to quantify the many interrelationships, and to apply the appropriate mathematical techniques. To accomplish its goal, management will have to assign competent individuals,
invest in salaries, computer programs, computer
time, and very possibly outside consulting fees, and
should not expect to get results tomorrow.
❑
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EXPANDED BREAKEVEN
ANALYSIS FOR A
MULTI - PRODUCT COMPANY
This new dimension emphasizes ranges, introducing into the
analysis an element of variability in the product mix.

By Lane K. Anderson
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out the range of sales capacity.
A third problem lies in the assumption of cerBreakeven analysis can very easily be used for tainty in demand projections., Most analyses perevaluating single products or groups of closely formed by accountants and managers are deterrelated products which can be treated in the same ministic; certainty is assumed although uncertainty
way. In a multi - product company, however, one is the environment of operation. In most cases,
has the major problem of coping with a product product demand follows some probability distribumix. Also, the problem of a constantly changing tion, known or assumed. Sales projections are then
product mix invalidates most of the assumptions made which tend to approach the expected value
of the conventional breakeven analysis. For ex- (mean or average) of this distribution. If a comample, breakeven assumes an increase in profit pany allows the probability distribution for demand
with an increase in sales volume. If, however, the to operate without restricting supply, the projected
product mix shifts toward items of lower contribu- sales mix is subject to variation. On the other hand,
tion as the higher sales levels are attained, it is if the company strategically restricts supply, the
possible for the higher sales level to produce a sales mix over time will be at the desired level but
lower profit. Although we will make no assump- the interim may still be subject to variation. In
tions about how an appropriate product mix is either case, any discussion of the breakeven point
derived, we will attempt to identify the problems must consider the possible variation in the mix.
and present an expanded approach for multiA fourth problem is the complexity of analysis
product analysis.
when several products are concerned. The maze of
revenue and cost curves for each product plotted
Problem Areas in Multi- Product Analysis
on the conventional breakeven graph results generA number of problems will present themselves ally in a meaningless hodgepodge.
when making a multi - product analysis. The first
problem is in identifying the facilities which are The Profit-Volume Graph
shared by unrelated products. If fixed expenses and
If we assume the sales mix and contribution
facility usages can be identified directly with in- margin data for the three product situations shown
dividual products, the conventional breakeven ap- in Exhibit 1, we can plot a profit - volume graph for
proach is satisfactory. An individual breakeven each of the individual products, as shown in Exanalysis can be made for each product as if it were hibit 2, assuming each one is the only product sold.,
produced by a separate business unit. Where Since all three are sold, we must combine these
common facilities process a variety of different individual profit graphs into one profit path for the
products, the proportions must be changed to linear intended product mix.
values. This is accomplished by adopting a product One profit path may be found by arranging the
mix package.
products in the order of profitability (highest conA second problem occurs if there is a nonlinear tribution margin to lowest) and plotting each
relationship in the units of measurement. Different product in turn.3 The desired product mix is illusproducts typically yield different contribution mar- trated by the solid line in (A, B, C) in Exhibit 3.
gins and are produced in various volumes with This profit path reflects certain assumptions. First,
differing costs. As a result, neither the revenue
curve nor the cost curve is necessarily straight and a
One s olutio n to this prob lem is p resented b y Ro bert K. Jaed ic ke
breakeven point is difficult to find. Chances are and Alexander A. Robichek, "Cost - Volume -Profit Analysis Under
Cond itio ns o f Uncertainty," T h e Accounting Review, October 1964.
The grap h is unrealistic in a sens e b ec ause it i¢no res any interthe total cost curve and the total revenue curve
relationship between the total available productive capacity and
intersect at various points as sales volume increases, the technical p rod uction limitations o f individ ual products . R eco gnitio n of the interd ependenc ies is part of the p rob lem o f s electing
producing a number of breakeven points through- an
ap pro priate pro duct mix.
1

2
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fixed costs are not recovered by a contribution from
all products. Second, products are produced and
sold in the order of profitability (generally an
invalid assumption). Thus, the fixed costs of
$24,000 are recovered as follows: 1,000 units of
product A at $8 and 5,333 units of product B at
$3. This path is an optimistic approach to break even analysis; it is the best that can be done with
this product mix. However, it is not adequate
since fixed costs were not recovered by a contribution from all products.
The second profit path starts with the lowest
contribution margin and proceeds to the highest.
Exhibit 1
SALES MIX AND CONTRIBUTION MARGIN
DATA FOR A THREE - PRODUCT SITUATION
Unit
Product
Quant.
contrib.
lines
in mix
margin
A
1,000
$8
B
8.0 00
3
C
16,000
1
Total
Less: Fixed costs
Budg ete d net inc ome bef ore taxes

Total
contrib.
margin
$ 8,00 0
24,000
16,000
$48,000
24,000
$24,000

In this case, the product mix is shown by the line
(C', B', A') . Fixed costs are recovered first by the
products with the lowest contribution margin
(i.e., 16,000 units of product C at $1 and 2,667
units of product B at $3) . For this to happen, sales
must occur in the order of lowest contribution
margin to the highest. This is a pessimistic approach —the worst that might be expected.
Since both paths represent extremes a central
path may be obtained by connecting the high and
low points with a straight line (shown by dashed
line in Exhibit 3) . This line reflects the contribution of all products in the mix. As such, it possesses
the advantages and disadvantages of the other
two paths. On the positive side it is easy to compute; it lends itself to algebraic manipulations; it
is more easily understood than some analyses; and
it provides a measure of central location. On the
negative side it represents, fairly or unfairly, all
values whose identity is lost in the averaging
process; it ignores any variation away from it; and
it doesn't provide a measure of dispersion or spread
between the other possible paths. An approach associated with this central line is to treat the
product mix as a package which holds true at any
point during the period. That is, each unit sold is
part of a package.

"Combining
the three
profit -path
approaches
provides a
potential for
an expanded
breakeven
analysis ..."

An Expanded Approach
Combining the three profit -path approaches provides a potential for an expanded breakeven analysis, one which does not destroy the usefulness of
techniques already a part of traditional breakeven
analysis or the information it provides. This new
dimension emphasizes ranges, introducing into the
analysis an element of variability in the product
mix. However, it assumes rather rigid adherence to
a specified product mix over time as capacity is
reached. The contribution margin (or contribution
margin percentage) of each product in the mix,
the desired product mix, and the total anticipated
capacity in volume units are the required data.
The area bounded by the optimistic and pessimistic paths in Exhibit 3 represents every possible
product mix for the three products. From this
approach, two things are readily apparent. First,
the analysis explicitly recognizes interim variability
in the product mix. In fact, there is an infinite
number of product mixes within the area which
can result in a specific volume unit. It is only as
capacity is reached that the actual product mix
must converge on the desired mix. Second, there is
a range of breakeven points. For example, the range
begins with a low of 6,333 units (A = 1,000; B =
5,333) and ends at a high of 18,667 units (B' =
2,667; C' = 16,000) . These extreme points may
also be viewed as early payback and late payback
respectively, or as the most optimistic and most
pessimistic predictions. Any combination between
these two extremes which produces exactly zero
profits is a breakeven possibility.
If the contribution margin percentage is more important than
the contribution margin dollars, the analysis may be done in the
same manner by inserting contribution margin percentage for
contribution margin.

I
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this
approach
provides an
"...

extra
dimension for
control. . ."

Vertical and Horizontal Analyses
Management will find that this approach provides an extra dimension for control either separately or in combination with other control techniques. The types of analyses may be described as
vertical and horizontal since they consider the control limits reflected in the boundaries.
The vertical analysis is based on the actual units
produced /sold. The control limits are stated in
terms of either the range of profits or the composition of the units (a product mix). For instance,
assume that 15,000 units are produced/sold. For
the profit limits of 15,000 units simply look at the
profit levels for the two boundaries at 15,000 units.
In the example, the profit for the top boundary is
$14,000 and the lower boundary is a loss of $9,000.

If the actual profit or loss is within these limits,
there is some evidence that the assumed cost and
revenue makeup of the target product mix still
holds. For more conclusive evidence, analyze the
point where the profit level and actual units intersect. For the composition of the units at 15,000
units, the lower boundary gives a product composition of A' = 0; B' = 0; and C' = 15,000. The
upper boundary is A = 1,000; B = 8,000; and C =
6,000. Rearranging these figures to form an upper
and lower limit on each product gives:
Product
A
B
C

Upper limit
1,000
8,000
15,000

Lower limit
0
0
6,000

If the composition of the product mix is made
up of products A, B, and C, and the values remain
within the bounds of Exhibit 3, the target product
mix is still operational. Naturally, anytime the
profits or the units are outside the boundaries, the
differences should be investigated.
The horizontal analysis begins with an actual or
standard profit for actual production /sales. Any
profit level has upper and lower limits on the volume
units and the product composition of the units.
For example, if the profit level is $10,000, the
boundaries in Exhibit 3 give an upper limit of
22,000 units and a lower limit of 11,000 units.
The product composition of the lower limit is
A = 1,000; B = 8,000; and C = 2,000 while the
upper limit is composed of A' = 0; B' = 6,000;
and C' = 16,000. Rearranging these yields the following boundaries:
Product
A
B
C

Upper limit
1,000
8,000
16,000

Lower limit
0
6,000
2,000

Any actual units falling outside of the 11,000
to 22,000 unit range or any product mix not within
the upper and lower limits shown above require
investigation.
It should be apparent from these examples that
the actual product mix may vary considerably
early in the time frame but must converge on the
target product mix as the end of the time frame
approaches.
Conclusion
Breakeven analysis has been applied to multiproduct companies without regard for potential
variation in the product mix. In this article, we
supplemented the traditional analysis by superimposing the target capacity and the desired product
mix. This was done by combining two extreme
profit paths to form an upper and lower bound of
the profit area. The area within this geometrical
configuration contains all possible product mixes
and profit paths subject to one limitation, adlierence to the desired product mix as volume units
approach target capacity.
❑
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BANKRUPTCY
In most cases, the Court will request that the plan recommended
by the trustee be approved by a creditors' committee and also by
the Securities and Exchange Commission.

By Anthony Mourelatos
A previously healthy company suddenly finds itself
in severe financial difficulties and it is faced with
the choice of continuing the business under a vol.
untary reorganization acceptable to its creditors, or
of undergoing forced reorganization by order of the
Court with the possibility of ending in liquidation.
In the latter case, the proceedings will be in accordance with the laws of bankruptcy.' The bankruptcy laws are a rather complicated set of rules
which date back to the 1800s. The intent of these
laws is to give debtors with impossible debts an
opportunity to start over with a clean slate after
compromising their debts.
First the Boom
As the company became successful in building
up its business, large portions of its retained earnings were used to provide for expansion. This expansion had also been financed through borrowing
from banks and other long -term lending agencies.
Most of the profits, however, were used for dividends, because management believed that large
dividends would help boost the price of the company stock and thereby enable the company to
receive a higher price for any new shares it might
try to sell. Vigorous expansion by itself could not
survive the forces of competition. The large sales
volume, which was necessary to achieve a satisfactory profit margin on invested capital, was also
dangerous. At first, sales began to rise; then they
leveled off and began to decline. The company reacted by increasing the sales effort and suddenly
found itself with inadequate working capital. The
expansion program, which had been a drain on
working capital itself, also created a large amount
of related fixed charges. Then too, because of the
downward trend in the economy, the company was
in a poor position to withstand the contraction in
income. Emergency financing of the company's
needs had to be carried out through the sale of accounts receivable at large discounts, by passing up
purchase discounts, and by borrowing at high rates
from banks. However, all of these methods of securing cash had an adverse effect on profits, which
ultimately weakened the company's net working
capital. When business continued to decline, the
trap was set. It became apparent that the comMANAGEMENT ACCOUNTING /JULY 1975

pany was unable to reverse the downward trend of
its income and its current assets continued to contract. At this point, the bank notified the company
that its loan would not be renewed. Upon hearing
this news, the company's directors agreed that an
attempt must be made to voluntarily reorganize the
company.
Voluntary Reorganization
A. MOURELATOS
The creditors of the company consisted of many
different suppliers, the bank, and the bond holders. Tyler Area Chapter
The creditors were soon informed of the company's 1965, is Chief
Accountant and
position and of its desire to voluntarily reorganize. Credit Manager for
The creditors were put in the position of deter- U.S.I. Film Products,
mining whether it would be to their advantage to Tyler, Tex., a
settle their claims outside of court. For example, Department of U. S.
Industrial Chemicals
less time, expense, and publicity would be required. Co,
A Past President
Also, the company might offer to sell off its less of the Tyler Area
efficient plants thus reducing its operating over- Chapter, Mr.
head costs and perhaps achieve greater sales volume Mourelatos holds a
through lower prices. It could possibly be in the B.A. degree from the
University of Buffalo.
creditors' interest to try to salvage the company.
The creditors could agree to attempt the voluntary
reorganization before petitioning the Court to ap- This article was
point a receiver. The creditors might agree that the submitted through
the Tyler Area
sale of the inefficient plants could improve the com- Chapter.
pany's working capital position, and make possible
certain reductions in production cost, which would
be advantageous to everybody.
The Court Appointed Trustee
Let us assume that a reorganization plan does
not work. The Court will then appoint a trustee to
assume control of the company until a new reorganization plan can be put into effect.2 The
trustee will often consult with people who know
the company and he will then appoint a general
manager to run it. Usually, it will be someone who
is already in the company's employ, and who has
a thorough first -hand knowledge of its affairs. The
trustee is still responsible to a large degree for
I The Bankruptcy Act was approved on July 1, 1898 and sub sequently amended. Also refer to the Federal Bankruptcy Act of
1938, These Acts were established to provide a uniform system of
bankruptcy throughout the United States.
R Where the liabilities are over $250,000 in a Chapter
x reorganization proceeding, the Court must appoint a disinterested trustee.
In cases where the liabilities are less than $250,000 the Court may
appoint a trustee or permit the debtor to continue in possession.
If, in a case involving less than $250,000 in liabilities the Judge
declines to appoint a Trustee but permits the debtor to continue
in the operation of his business, the Court may appoint an examiner
to conduct a disinterested examination into the affairs of the
debtor corporation, for the information of the Court and others,
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"Operating a
business after
it has been
placed in the
hands of the
Court is, of
course,
difficult."

getting a company reorganized. He knows that he
must display strict impartiality and considerable
competence to win the respect and confidence of
all the parties concerned.
The major responsibilities of the trustee are the
operation of the business, the development of a
plan of reorganization, and the preparation of reports for the Court on the condition of the company and its problems and prospects. The trustee
must seek to find out the ultimate cause of the
company's difficulties and he must attempt to
institute appropriate shifts in policy. He would
begin by determining the extent of the creditors'
claims, and by preparing a statement of the firm's
condition. The trustee will usually solicit suggestions from the creditors as to what provisions
they would like to have included in the reorganization plan.' In most cases, the Court will request
that the plan recommended by the trustee be approved by a creditors' committee and also by the
Securities and Exchange Commission. The SEC
would be concerned primarily with the fairness of
the sacrifices imposed on the various classes of
creditors and the prospects for the firm's business
recovery under the plan.'
The trustee has some very important obligations.
He must submit copies of his plan of reorganization to the Court, to the Securities and Exchange
Commission, and to the creditors and stockholders. In his plan, the trustee must carefully review the company's assets in order to establish as
accurately as possible their true value. He must
analyze the various claims of the creditors to establish the relative degrees of sacrifice which would
be imposed upon each class. He must estimate
what recovery can be made in sales, what financial
liabilities the company could safely bear, and how
much capital would have to be raised in the foreseeable future.
In the provisions of the trustee's proposed plan
of reorganization, he must consider the following: s
1. Accruals which represent wage and salary payments due to employees and local taxes must be
accounted for. Bankruptcy laws accord these
types of claims a priority over current and funded
debt, and so the trustee must plan to pay these
claims in full.
2. Note holders and trade creditors must be eligible
to receive a certain percent of their claims
against the company.
3. The bond holders must be considered and
should receive either cash or stock in the company, and possibly warrants to purchase shares
of stock in the future. The old stockholders will
1
The Court will usually put into effect any plan which has been
adequately accepted by the creditors and stockholders affected by
the plan. However, it is necessary to obtain acceptances of two thirds in number and amount of each class of creditors whose
claims have been allowed in order to pre sent the ma tte r o f the
application for confirmation of the plan to the Court.
After all other notices are expressly provided for, the Securities
and Exchange Commission is entitled to receive notice of all debts
in connection with reorganization proceedings.
The following debts are entitled to priorrty pa ent as against
the claims of other creditors. Refer to the Federal Bankruptcy Act
of 1938: (a) all costs of administration, (b) wages not to exceed
S6()f) earned within three (3) months before the date of the commencement of the proceedings, (c) attorney's fees, and (d) taxes.
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expect something for their old shares of stock,
but would anticipate their old shares of stock
being scaled down rather drastically.

The Creditors' Committee
A creditors' committee may already have been
established at this point. If the bank has made
some very large Ioans to the company, it would be
assured of an important voice in the committee and
in any reorganization plan, and it could use its
leverage in many different ways. One of the ways
might be to ask for the replacement of the general
manager or other top executives with men in whom
the bank has more confidence.
A small group of the creditors may form a
committee of their own, and attempt to gain support of other bond holders and the larger creditors
to force liquidation. They would try to do this
because they may hold first mortgages on most of
the company's fixed assets. If the company were
liquidated, the bond holders and these few creditors
might suffer little or no loss. The trade creditors,
on the other hand, would have as their primary
objective the maintenance of their short -term
claims against the company, and they would attempt to obtain as much as possible on their unsecured claims.

Operating Difficulties
Operating a business after it has been placed
in the hands of the Court is, of course, difficult.
The company is regarded with suspicion by its
customers, suppliers, and employees. Customers
may not want to relv on the company as a steady
source of supply because they fear it might be
liquidated or hampered in its operations by the uncertainty of its future. Suppliers may demand cash
for all of their deliveries, which would further
weaken the company's cash position. Also, the
company may have great difficulty in obtaining
open credit, and claims may arise against the
company if the trustee allows precedence over
earlier claims.
The morale of the employees is another important point. They can be hard hit when the company
goes into bankruptcy. Key officers may find it difficult to attract capable new people into the organization, or they may themselves be seeking positions
with other firms. For this reason, the trustee may
become concerned and may feel it is of utmost
importance to speed up the productive rehabilitation of the company as rapidly as possible.
Conclusion
There are some major problems that the company is likely to face in regaining its financial
strength and a plan of reorganization, well -designed to deal with these problems, can be very
healthy for its economy. If the management has
a creditability problem at all, the company will
have little chance of survival. In that case, the
bankruptcy laws are the best remedy yet devised
for the helpless company about to be stripped of
its assets.
❑
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GOODWILL...
A DILEMMA
The time has come to opt for a new orientation that will avoid
arbitrary decisions.

By Michael B. Romano

in different trades and in different businesses in the same trade, one element may
preponderate here, another there ..." 2

There is no one intimately concerned with business and accounting who does not have an opinion
The elements he spoke of included business
on the subject of goodwill. Consequently, it can
reputation,
business connections, and name. Other
hardly come as a surprise that there is also a wide
people
since
then have included elements such as
divergence of opinions in how to treat it, how to
special
managerial
skills, technical know-how, suvalue it, or more basic (and first), how to define
it. Attempts to resolve the issue in the past have perior research and development procedures, and
been effective in silencing many critics only to give a contented labor force.
The modem and most widely used definition of
rise to new dissenters.
The purpose of this article is to present a broad goodwill speaks of it in relation to the earning
overview of the goodwill concept and the problems capacity of an enterprise. In this sense, goodwill
pertaining to it. We will review three of the is viewed as the earnings above those that would be
problem areas (stages in my terms), associated normally expected from the use of a given set of
with the goodwill controversv; the definition of tangible assets. In other words, goodwill is defined
goodwill, the nature of goodwill, and the valuation as earnings in excess of what are considered normal
of goodwill. To augment the list we will add the in any given situation or industry.
Other sources, including Accounting Principles
problems of the recognition of goodwill and its
subsequent presentation and handling in the finan- Board Opinion No. 17 (and Accounting Research
Study No. 10, which served as input for the
cial statements.
former) define goodwill as the cost of an enterDefinition of Goodwill
prise, or group of assets, acquired in a transaction
One of the earliest recorded definitions of good- less the fair values of the separate identifiable assets
will went like this: "The goodwill which has been and assumed liabilities.
A definition that hints at a relationship between
the subject of sale, is nothing more than the probability that the old customers will resort to the the last two concepts has also been put forth. This
old place." t The essence of this early definition is states that goodwill issimply that goodwill arises out of an enterprise's
... an asset that results from a firm paylocation.
ing more to purchase another firm than the
This conception might not have been too far from
total market value of the separately identithe truth in the days when communities were small,
fiable assets purchased (less the total value of
transportation and communication networks were
liabilities assumed), the difference being paypoor and businesses were basically small family -run
ment for the superior eaming power or other
or one -man enterprises. With the rise of industrialeconomic advantage associated with the purism and capitalism, however, the definition of
goodwill became more complex, as we can see in the
chased firm.",
following observation made by Lord MacNaughton
Many people agree that goodwill has inherent in
in England at the turn of the century:
it a relationship between the two concepts of excess consideration and excess earning power, al"Goodwill is a thing easy to describe, very
difficult to define. . . It is the one thing
' P. D. Leake, Commercial Goodwill, Sir Is aac Pitman & Sons,
Ltd., London, 1921, p. 2.
which distinguishes an old established busi, W illiam A. Lewis, ` Goodwill: Its Nature & Its Valuatio n, " unpublished M.B. A. thes is, Univers ity of Pennsylvania, 1943, p. 8.
ness from a new business ...Goodwill is com" Arthur L. Thomas, Financial Accounting T h e Main Ideas,
Wads worth P ublishing C o., Inc ., Belmo nt, C alif., 1972, p. 772.
posed of a variety of elements ... It differs
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. one must
keep in mind
that it is a
..

special kind of
intan g ib le
asset . "

though others, Reg Gynther, for one, argues that
goodwill has no relationship to earnings. Gynther
claims that goodwill is the possession of a number of characteristics and he formulates a relatively
simple - looking equation which states in part:
" . ' • Goodwill = Special skill and knowledge + high managerial ability + monopolistic situation + social and business connections
+ trade names + established clientele. "4
The divergence in definitions presented here
indicates that no single definition satisfies everyone.

The Nature of Goodwill
Goodwill is in the unfortunate position of not
fitting clearly into one of the established categories
of assets for which accounting methods are widely
accepted. Goodwill, it is said, is not a perpetual
asset such as land — nor is it an asset with an
easily determinable lifespan. Because of its indefinite nature, it has led to problems concerning
how it should be handled in the accounts.
How does goodwill arise? Essentially, the concept of goodwill is generally associated with an
advantage a firm has over other firms in the same
industry. This advantage has been looked upon
from several different — though not unrelated —
viewpoints.
First, goodwill is seen by many as the excess
earnings of a firm, or those earnings above the level
considered normal for a given type of enterprise.
In this sense, it is not unlike an especially profitable investment, and goodwill exists only so far as
investors view a firm's capacity to generate excess
earnings.
A second view sees goodwill as a group of intangible assets. These include special skills and
knowledge, business connections, trade names, or
a monopolistic situation. Narrowing their perspective more, some individuals believe that goodwill
consists of a group of unrecognized human assets.
There appears to be a relationship between these
two concepts and the excess earnings concept. The
former are, it is argued, exactly what is responsible
for the latter. In other words, given two firms with
identical
assets
property of
rights,
any
ifferencetangible
that arises
in and
the earnings
the two
d
firms is due both to the people who manipulate the
assets and the existence of certain intangible assets.
From this viewpoint then, goodwill is seen as the
advantage of a well- managed, favorably situated
firm over a firm that may be termed ordinary in
these respects.
A third school of thought views goodwill as a
residuum that exists in a business. In this view,
fair market values are placed on a business as a
whole and on each of the separable identifiable
assets owned by the firm. The difference that
exists between the two resulting values is termed
the goodwill of the business.
Another, closely related, view of goodwill sees
it as the advantage an established business has over
40

a new business, the rationale being that the
momentum of a going concern gives it a headstart

over a new competitor. If one were deciding between purchasing an established business or starting up a new one, he might view the goodwill —
for which he would have to pay if he chooses the
first alternative —as sort of a safety device to spare
himself the risks inherent in opening up a new
business.
So far the views under discussion have looked
upon goodwill as similar to either an investment or
an asset of the business. Yet another viewpoint
sees goodwill as an asset of the stockholders of the
business. Says Professor R. J. Chambers:
"... the goodwill of a going concern goes to
its constituents, not to the firm. It is they
who put valuations on expected superior returns. It is they who have the right to dispose
of going concerns or their interests in them.
To regard goodwill as an asset of going concern is to confuse two entities —the constituents as persons and the firm as an instrument. "5
Though this concept is unique, it is interesting
to note how Chambers relates it to the excess
earnings concept, another example of the interrelationships among the several views of goodwill.
In considering the nature of goodwill, one must
keep in m ind that it is a special kind of intangible
asset. One gr oup of intangibles includes patents,
franchises, license agreem ents, royalty agreements,
employment contracts, design rights, and lease
agreem ents. Another group includes copyrights,
trademarks, brand names, technical know -how, secret processes, location and business personnel.°
Th e main distinction between the two groups is
that the item s in the first group have ascertainable
lives but those in the second group do not. Goodwill belongs in the second group and it is accordingly classified as an unidentifiable intangible.
Because of this distinction, the goodwill account
should not serve as a catch -all for intangibles.
Rather, an effort should be made to separate out
all identifiable intangibles before determining
which is goodwill,
It is generally held that goodwill is inseparable
from the business entity as a whole. The reasoning
goes that because goodwill is unidentifiable, there
is no conceivable way it can be isolated and separated from the business. Furthermore, the goodwill
in an enterprise is deemed to be unique to that
firm in the sense that the elements composing
goodwill derive from a particular combination of
property rights. Moreover, the am ount o f goodwill
would differ even if the goodwill elements were
transferred to another firm , because the particular
combination could no t be exactly reproduced. If,
Reg S. GR ttther,
n
" Some `Concep tualizing' on Good will," The
Acc ounting Rco iew, April 1969, p. 255.
s "Acmuntin & Auditing, " New York Certified Pu blic Accountant,
February 1969, p. 126.
e Wilbur S. Duncan, " ARS 1110, 'Accounting for Goodwill' —A
Summary of its Conclusions,' N ew York Certified Public Accountant, June 1969, p. 128.
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however, one accepts the view that goodwill is a
group of human assets, it does in a sense become
separable from the entity.

The Valuation of Goodwill
APB Opinion No. 17 states that the value of
goodwill should be recognized at its cost to the
acquiring company. The cost of goodwill in a
purchase acquisition is the amount of consideration
given for the entire enterprise less the fair value of
the separate identifiable property rights and assets
given in exchange, less any liabilities assumed.
Therefore, according to the Opinion, the value of
goodwill is equal to its cost.
EVALUATION METHODS

Methods of determining the value of goodwill
depend upon one's conception of its nature. The
residuum, or indirect method, is the one that has
been put forth in APB Opinion No. 17. Another
method is that the value of goodwill should be
determined directly, i.e., some value must be put
on the excess earnings of the enterprise. In the
past, several proposals have been made for making
such a determination. One proposal values goodwill
at an amount equal to the profit of some past
number of years. This, however, seems to be incon.
sistent with the notion that the basis of goodwill
is excess earnings. When looking only at past
profits, one makes no attempt to segregate excess
earnings from normal earnings. An alternate proposal would value goodwill at an amount equal to
the average profits for a past number of years. But
this too makes no attempt to get at excess earnings.
Finally, a third proposal values goodwill at an
amount equal to the excess profits for a past number of years. This is a step in the right direction,
but it still looks backwards for a clue to goodwill,
which is a mistake if we accept the excess earnings
definition relating goodwill to anticipated future
earnings. It is, of course, possible that any given
year can be a year of transition such that future
earnings may not even approximate the level of
past earnings. Furthermore, all these valuation
methods are unclear on just how far back into the
past one should go.
EXCESS EARNINGS

just how can we value the excess earnings that
proponents of the "earnings definition" say constitute goodwill? The generally accepted formula
equates the value of goodwill with the discounted
present value of future excess earnings. This direct
method of valuation is normally expressed as a rate
of return on assets. To determine that value, several
figures are needed: 1. the normal rate of return for
representative firms, 2. the fair value of identifiable
assets of the firm, 3. estimated future earnings,
4. probable duration of the excess earnings, and
5. a discount rate. Because of the uncertainty regarding these variables it is common to be conservative by using a high discount rate and a
relatively short period of excess earnings.
There are a number of inherent problems in the
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process that tries to put a value on goodwill based
upon excess earnings. First, the value of goodwill
is subject to wide fluctuations because of the many
factors which can influence it i tems such as
favorable contracts, competitive advantages, and
public relations often change. Likewise, changes in
investor expectations will effect changes in estimated earnings or the discount rate, which in turn,
affect the calculations of the value of goodwill.
Second, when determining the representative rate
of return for similar firms there is no assurance
those rates are based on assets fairly valued. If they
are not, the rate will be distorted and misleading.
Using the excess earnings figure in dollar terms
may get around the problems in comparing rates
of return on assets but the fact remains that the
direct method of valuation, because of the necessity
to make estimates about the future, is still far from
perfect.
The third problem is that the value of goodwill
is not always equal to its cost. This is particularly
true after it is originally purchased, when any
relationship that might have existed between value
and cost tends to break down. Because costs of
maintaining, restoring, or enhancing goodwill are
ordinarily not distinguishable from current costs
they therefore cannot be assigned to goodwill. As
a result, expenditures that do in fact result in
changes in the value of goodwill are not recorded.

"... the real
nature of
goodwill has
been hidden
by the
methods of
calculating its
value."

ALTERNATE CONCEPTS

What are the alternatives to the excess earnings
concept of goodwill? Reg Gynther argues the real
nature of goodwill has been hidden by methods of
calculating its value. Goodwill, he claims, is not
the discounted present value of estimated excess
earning power. He believes the value of a firm —
and accordingly the value of goodwill should be
based on the service potential of all its assets, including the human assets. The real question about
the nature of goodwill in his opinion is, "Why
does the excess earning power on tangible assets
exist ? " Human and other assets such as staff and
trade names represent value in the form of future
beneficial service potential and are therefore not
different from physical assets. The excess profits
concept, claims Gynther, because it does not give
legitimate values to them when they are more or
less profitable than normal, does not recognize
these intangible assets. The real difficulty arises,
however, because we cannot isolate the individual
future benefits of these assets.
What is the solution to this problem? The
answer seems to be the residuum method of valuing
goodwill set forth by APB Opinion No. 17 which
equates the value of goodwill to the amount paid
for an entity less the sum of the fair values of the
identifiable net assets of the entity. A problem still
remains in that the Opinion requires the value of
goodwill be determined according to the principle
of historical cost which itself can be determined
only at the time goodwill is purchased.
' Gynther, Op. Cit.
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"If goodwill
exists . . .
investors have
a right to
know . . . it s
true value."
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PERIODIC EVALUATION

Periodic recognition and valuation of goodwill
would encompass a periodic utilization of the
residuum method. Every firm would calculate its
value as a going concern as well as the fair value of
its identifiable assets, recording the difference as
goodwill.
The underlying argument for the periodic
evaluation of goodwill goes back to the concept of
economic realism. If goodwill exists, the argument
goes, investors have a right to know it does, as well
as a right to know its true value.
Two arguments have been brought against this
method. The first states that this does not get
around the excess earnings method of valuation .
because a value, when placed on an enterprise as a
whole, must take into account its earning power.
Therefore, estimates about the future must still be
made, making the indirect valuation no better than
the direct method in that respect. The answer to
this is although it may be true future earnings must
be taken into consideration, it will not be necessary
to look too far ahead because the valuation will no
longer be on a one -shot basis. If goodwill is valued
periodically, say each year, it would be necessary
only to estimate the next year's earnings, which
should be easier and more accurate than estimating
earnings, several years into the future. This periodic
procedure would pick up both decreases and increases in the value of goodwill and would make
the recognition and valuation of internally generated goodwill in all firms possible. Goodwill- creating expenditures such as research and development,
and advertising, because they would be picked up
in the valuation process, could rightfully be expensed as they are incurred.
The second argument against periodic evaluation
involves the procedural aspect of performing the
determinations. For one thing, determining the fair
value of the enterprise and of its assets presents
several problems. Values assigned to assets may
differ depending upon who is making the judgment. In addition, it would still be virtually impossible to make a valuation of the enterprise
without considering future earnings. Another problem is time and cost. For a large enterprise with
many assets the process could take a great deal of
time and be quite expensive. Smaller and less
profitable enterprises might be hurt even more
severely if they have to pay outsiders to perform
the valuation process.
Nevertheless, proponents of the procedure believe it is feasible. They concede the process
would have to be carried out by capitalizing profits,
finding present values of some assets and estimating others, and using other subjective measures, but
they still insist it is more realistic than recognizing
and valuing goodwill under the limited set of circumstances laid down by APB Opinion No. 17.
They believe an enterprise's management is in a
good position to estimate fair value and know
present business conditions and future prospects so
that they could carry out a large portion of the
procedure, which incidentally, would eliminate the

necessity of having to pay outsiders to do the work.
Finally, they believe the procedure would be made
easier by the rapid advances being made in probability theory, sensitivity analvsis, and simulation
techniques.
If, therefore, companies kept their accounts on
a current value basis there would be little need for
drastic adjustment when a purchase combination
occurs. Furthermore, it would result in the recognition of goodwill in combinations that now get
around it by using the pooling of interests method
of combination.
Keeping records on a current value basis suggests
another and perhaps easier way of determining the
value of goodwill. Instead of placing a value on the
business from scratch, we could simply compare the
market value of the outstanding securities of the
enterprise with the recorded economic (fair) value
of its specific assets, the difference being goodwill.
Practitioners currently accept market value when
it is lower than cost in some situations. Why not
accept it when it is higher?
The Recognition

of Goodwill

Present accpunting practices recognize goodwill
only when it is purchased for consideration.,, The
basic reasoning behind this derives from the widely
held view of goodwill as being inseparable from the
business entity as a whole. The logical inference
then, is that goodwill can only be purchased —and
recognized —when the entire business is sold to an
outside entity. Therefore, goodwill can be effectively measured only at the time of a purchase.
There are two major criticisms raised against the
practice of recognizing goodwill only when purchased. The first is directed at the transaction itself
when the purchase combination is consummated.
When this occurs, the process of valuation determines the amount of goodwill existing in the
acquired corporation. It is the only goodwill recognized. Critics of this practice charge it is inconsistent to recognize only the goodwill belonging to
part of the newly combined enterprise. They believe that the assets of the acquiring company
should also be revalued at the time of combination
and that any goodwill resulting from the merger
be recognized.
The second criticism of "purchase valuation"
concerns internal goodwill in firms whether or not
they are the subject of purchase. Many people
agree a great many firms that do not have goodwill
recognized in their accounts do in reality possess it.
They believe such goodwill should be recognized
whether it has arisen from excess earnings, goodwill- creating expenditures, or from the existence of
human assets and intangible property rights."
Although recognizing the goodwill in an acquiring corporation and recognizing internally gener8

APB Opinion No. 17 requires that all assets, including intangibles, acquired from other enterprises be recorded and
recognized. Furthermore, amounting practices restrict the recognition of goodwill to business combinations that are consummated
according to the purchase method described in APB Opinion No.
16.
° By requiring that "costs of developing, maintaining or restoring
intangibles"
be that
charged
to income
incurred,
APB
Opinion
No. g7 implies
goodwill
can, inwhen
fact, be
generated
internally.
MAN AG EM EN T AC C O UN TI NG / J U LY 1975

ated goodwill can cause severe procedural and
valuation problems, proponents of recognition do
have the arguments of economic realism on their
side. This leads them to claim that goodwill —
whether an asset, investment, or earnings —is an
economic factor that should be recognized and
made public. They argue that if goodwill is a
factor investors take into account, and if the
existence of goodwill is not recognized, those investors could be misled.
Finally, there are those who argue goodwill
should not be recognized at all because everything
about it is too indefinite: its composition, value,
lifespan, and so forth. This, however, seems to be
more an attempt to avoid the problem rather than
to solve it, and cannot be justified if one accepts
the proposition that goodwill is an economic
factor.
Treatment of Goodwill in the
Financial Statement
The views on how it should be presented in
relation to the balance sheet include classifying it
as an asset, listing it as an investment, and not
recognizing it at all.
GOODWILL AS AN ASSET

The first view is that taken by APB Opinion No.
17. The basis for it is that goodwill should not be
ignored simply because it is easy to lose sight of.
Granted, intangibles are not readily convertible into
cash, but then neither are some tangible assets that
are recognized on the balance sheet.
The idea that goodwill is not so different from
other assets is supported by the reasoning that it
represents some important advantage to the acquirer or possessor. If this were not the case why
would rational men expend for it? They generally
know exactly why they have agreed to pay a price
for goodwill. Therefore, it should be recognized on
the balance sheet.
GOODWILL AS AN INVESTMENT

Alan Smith is representative of those who view
goodwill as an investment. He believes it is actually an investment in future excess earnings and
should be treated as such in the financial statements, not as an asset or an expenditure. He says:
"Bv definition, goodwill has no accounting
significance except in terms of an earning
capacity which is estimated to be above normal. . . . The payment for the expected
stream of income in excess of a normal return is a payment for goodwill, and that the
payment for the expected stream of income
equal to a normal return is a payment for
other assets." 10
He views excess earnings as partly a return of principal on an annuity investment and partly interest
earned on the investment. He would show the investment account on the balance sheet at its unrecovered amount to date. The basic fault with
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this viewpoint is that it rests upon two assumptions: 1. the excess earnings concept of goodwill
is the correct one and 2. goodwill is recognized only
when purchased.
GOODWILL UNRECOGNIZED

The third suggested alternative is not to recognize goodwill at all on the balance sheet. This
stand, taken by Accounting Research Study No. 10,
would deduct purchased goodwill from stockholders' equity at the time of acquisition, the basis
being that goodwill does differ from other assets
and warrants special treatment. According to ARS
No. 10, goodwill attaches only to the business as a
whole and its value is subject to wide and sudden
fluctuations. Because of this nature, estimates of
either the life of goodwill or its value are not
reliable and therefore do not belong on the balance
sheet. To include it can be misleading and may
distort the determination of income. Leonard
Spacek adds that since the value of goodwill is essentially investor- determined, the knowledgeable
investor will deduct goodwill from stockholders'
equity when evaluating a firm. Writing off goodwill
immediately will, however, foul up the balance
sheet by not presenting the true value of the entity
in terms of the property it possesses. This method
also assumes the existence of sufficient reserves in
retained earnings of excess capital accounts to both
capitalize goodwill and maintain a stable dividend
policy. Essentially the method assumes goodwill
has no value, yet it is given value when a price for
the firm is negotiated. Writing off goodwill immediately is basically a convenient means of avoiding the problem rather than solving it.

"Writing off
goodwill
immediately is
basically a
convenient
means of
avoiding the
problem ..."

THE AMORTIZATION QUESTION

The next question we must consider is how the
goodwill problem affects the process of income
determination and its resulting presentation in the
balance sheet. Although this depends a great deal
upon which of the balance sheet presentations one
accepts, the issue is centered around the amortization process and its effects on income. Amortization
of goodwill is deducted from income as an operating expense. Consequently, the decision to amortize
or not —and how to go about it —has significant
impact on the process of income determination.
Past practices have ranged from retaining goodwill permanently at cost unless a significant decrease in value is evident (the lower of cost or
market problem again) to amortizing it over a very
short period. APB Opinion No. 17 speaks on the
issue by setting minimum and maximum amortization periods and making amortization mandatory.
AMORTIZE: YES. The basic support for amortization comes from the view that the value of goodwill
eventually disappears; therefore it should be written
off. Others argue that to the extent goodwill serves
as a blanket account for intangibles —some of
which are identifiable— amortization is warranted.
m Alan F. Smith, "Purchased Goodwill Is An Investment: Treat
It As Such," Management Accounting, November 1969, p. 19.
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propose
non- amortization . . . "

Otherwise, assets with determinable values and lives
would not get written off when they rightfully
should. Not recognizing and amortizing these assets has the effect of increasing tax obligations and
reducing cash flows. Furthermore, if goodwill is
viewed as representing payment for a specific set
of advantages, it is not unlike any other asset.
When determining a value for goodwill, the
evaluator has some idea of what he expects the
benefits to be, and this in turn can serve as a basis
for amortization, because there exists an implied
lifespan. Henry Hill lends support to the amortization argument by claiming that the forty-year outer
limit for amortization set down by APB Opinion
No. 17 is appropriate since it coincides with the
business life of individuals." It is longer than one
actual generation, and it represents a period where
the complete replacement of anything having to
do with the people responsible for the goodwill —
customers, researchers, salesmen, managers, and
others —is possible. Under this argument goodwill
is no more immortal than the human resources
responsible for its existence. In addition, spreading
the amortization over forty years reduces the distortion on income to a minimum. Finally, proponents of amortization argue that delaying costs until a loss in value is clearly evident runs the risk of
recognizing the decrease after the fact. This would
cause a significant distortion in the income of the
period in which the loss is written off. They believe that a series of minor errors each period are
better than large errors in a few periods.
AMORTIZE: NO. Proponents of non - amortization
are quick to retort to the above arguments. First,
they claim goodwill generally does not diminish
and in fact it is more likely to flourish in the face
of internal expenditures that enhance its value. Essentially, goodwill should not be treated as temporary. Expenditures for goodwill- related items continue after acquisition in order to maintain the
level of earnings. And even if some of the original
goodwill is consumed, new goodwill is constantly
taking its place. Furthermore, if the life of goodwill
is indefinite —as is suggested —there is no basis for
writing it off. Finally, if goodwill is a significant
amount, amortization would cause significant distortions in income even if it was spread over a
forty-year period.
Critics of amortization also argue that net income should not be reduced by both amortization
of goodwill and by current expenses that affect
goodwill and other intangibles. Surely, it is easier
tt

Henry P. Hill, "Accounting for Goodwill - Halfway Home,"
Financial Executive, March 1971, p 42.
" D e a n S . Eite man "Critical Problems in Accounting for Good.
Will,"
Journal of Acco untancy, March 1971, p. 47.
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to stop amortizing goodwill than it is to single out
goodwill- creating expenditures.
In general, amortization of goodwill is too
arbitrary a procedure. Writing it down without
being sure of its lifespan or whether it should even
be written down can only lead to distortions in reported income. Leonard Spacek and Dean Eiteman
agree mandatory amortization of goodwill
contrary to economic facts and will never stand up
from a theoretical or practical standpoint.12 And if
one accepts the earnings concept of goodwill, the
amortization of goodwill against income serves only
to distort earnings, the very thing the valuation
procedure attempts to measure.
If one accepts the investment concept of goodwill, there is still a great degree of arbitrariness
used in determining the amount of the investment
account. This concept does have one mitigating
factor, however, in that the reduction of the investment account and interest earned are removed
from the operating section of the income statement. However, it would still affect overall income
and for this reason it would be unsound.
By deducting goodwill from stockholders' equity
at the time of acquisition, the non - recognition
procedure solves the problem of distorted earnings
since there would be no goodwill to amortize. But
as we saw earlier, this procedure impairs the balance sheet by ignoring the existence of a property
right owned by the enterprise: goodwill.
The periodic revaluation method, though the
most difficult to apply, appears to be the most
realistic. On the balance sheet goodwill would be
shown at its fair value. Therefore, there would be
no need to amortize it since it would be periodically
adjusted. Hence, it would have no distorting effects on income.
is

"The strongest
arguments are
those that

Conclusion
The basic reason such a seemingly unresolvable
problem exists is that we are using an improper
and outmoded set of accounting tools. The time has
come to turn them in for the tools that allow
financial accounting to present a picture of economic realism, a picture long - awaited and well deserved. A system that would strive to define business transactions and situations on the basis of
current value accounting and economic realism
would be the best way to eliminate the guesswork
that seems, at least up to now, to be unavoidable in
dealing with the goodwill dilemma. The strongest
arguments are those that propose non - amortization
of goodwill and the recognition of goodwill in all
firms that possess it. The only proposal satisfying
both of these arguments is that which suggests the
periodic application of the residuum concept of
goodwill.
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OPERATIONS RESEARCH
Once a useful model has been developed, it can be used. If the
researcher is in a university, he writes a paper; if he is in business,
he uses the model to help the company make more money.

By Donald S. McArthur
Operations research is the business of doing research
on operations. To understand it we need to know
what is meant by "operations" and what is meant
by "research." An operation is a system consisting
of men, machines, materials and money which can
be isolated for study. In business, the system may
be a dve kettle, or a spinning frame, a warehouse,
a mill, or even a company. Research, on the other
hand, is what a chemist, physicist or biologist does.
He first examines the system on which he plans to
work. From his observations, he forms a hypothesis
or a theory as to how the system works. He then
writes this theory down in the convenient language
of mathematics. This mathematical expression is a
"model" of the system. He then checks the model
against reality. Does it work like the real system?
If not, he must revise it until it is sufficiently like
the real system to be useful in predicting what will
happen if changes are made. Once a useful model
has been developed, it can be used. If the researcher
is in a university, he writes a paper; if he is in business, he uses the model to help the company make
more money.
Operations research differs from research in chemistry, physics, and biology in the type of system
worked on. The operations researcher, or OR
person as he is called, does research on operations.
His function is to do research on an operation to
learn how to run it better. He also uses a mathematical model to show how the system works. Thus,
the concept of a mathematical model is important
in any kind of research whether it be on a chemical,
physical, mechanical, biological or business system.
An example of a mechanical system is the "seesaw" shown in Exhibit 1. Note that the see -saw
has a heavy weight (W,) on one end and a lighter
weight (W 2 ) on the other. Now the laws of
mechanics tell us that the system is in balance if
the product of W, times the distance L, is equal
to the product of Wz times the distance L,; where
the distances are the distances of the weights from
the central fulcrum. This is a mathematical model.
The model is useful in describing the situation. If
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the distance L, is increased, for example, the product on the left side of the equation will exceed that
on the right, and the see -saw will be out of balance.
The symbols simply provide a compact way of
describing the system.

Model of a Company
Now let's take a look at a big operation —a total
company. Models of companies have been made by
accountants for years. An operating statement, for D. S. McARTHUR
example, shows what has happened over the past is Director of
Operations
year, and the balance sheet shows where it is now. Corporate
Research at Deering
The two sets of figures are really a model that de- Milliken, Inc.,
scribes the company from the economic standpoint. Spartanburg, S.C. Dr.
Exhibit 2 shows an operating statement for the McArthur holds a
XYZ Company for the year 1974 with some figures Ph.D. degree from the
University of Toronto.
taken from the balance sheet. Also shown are the
symbols which will be used in setting up the model.
The XYZ Company had sales of one billion This article was
dollars. The total cost of sales is split into two parts: submitted through the
Spartanburg Chapter.
variable costs amounting to $764 million and fixed
costs amounting to $160 million. This left the
company with an earnings (before taxes) of $76
million. Note that the company has classified raw
materials, indirect materials and utilities, and labor
as variable costs. Fixed costs consisted of general
and administrative costs amounting to $83 million,
selling expense of $20 million, depreciation of $43
million, and interest payments of $14 million.
Although there are many methods of measuring
a company's performance (i.e., return on sales,
return on stockholders' equity, long -term growth
of sales, and others) we are going to be arbitrary,
and measure this company on the basis of return
on investment (ROI) . From the annual report,
we can see that the total company investment
amounts to $753.3 million. A little under half of
this ($317.1 million) is permanent capital and the
rest is working capital. We can also see that the
XYZ Company made a return of 10.1 percent on
investment (before taxes) during its 1974 operations. This isn't good. Half of this must be
paid in taxes, so that the return to the stockholder
is only about five percent. He could get this return by putting his money in the bank.
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"Management
well knows
that things
aren't as
simple as the
accounting
model
implies."

Management's Job . . . to Increase ROI
The stockholders depend on the managers of the
business to maximize their return on investment.
The managers' question is "How ?" How should
management allocate the resources (men and
money) available so as to maximize the ROI?
Management can get some help from an accounting model. For example, in looking ahead at
1975 operations, management may decide that the
cost of raw materials and indirect materials and
utilities will go up by 10 percent. The accounting
model quickly enables them to determine the impact that this will have on profits, and on the
return on investment, if nothing else changes. The
two items amounted to $471.5 million in 1974. A
ten percent increase will cut profits by $47 million.
This would leave just under $29 million in profits,
and reduce the return on investment to only 3.8
percent before taxes. It's not a rosy picture.
Of course, increases in raw materials and utilities
may be passed on to the customer through higher
prices. This would increase the company billings
to $1,047 million, but it leaves the profit unchanged.
How about tightening up on inventories? With
strict controls, management might be able to reduce the $200 million inventory by 10 percent, i.e.,
take $20 million out of inventory. The accounting
model would show that this reduction of $20
million in investment would increase the return
on investment from 10.1 percent to 10.4 percent.
This is an improvement —but not much of onel
Suppose management cut overhead costs, i.e.,
combined G &A and selling expense. These figures
total $103 million, as you can see. If they could
cut 10 percent, or about $10 million, out of this
figure, the accounting model shows that it would
increase the return on investment by 1.4 percent
to 11.5 percent.

Enter the OR Person
Management well knows that things aren't as
simple as the accounting model implies. Cutting
overhead costs affects more than the accounting
statement. This is where the OR person may be
able to help. He tends to look upon the business
as a dynamic, operating entity, and to represent it
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as such by modifying the model. He will represent
company performance mathematically by noting
that the return on investment is equal to the earn.
ings (E) divided by the investment (I) times 100:
R

=I

X 100

We can expand the model to make it more useful by substituting for E and I the figures shown in
Exhibit 2:
where
E =S— (RM +IM &U + LAB) —
(G&A + S8 + DEP + INT)
I = PC + (INV + ACR + CSH + OWC)
This is the accounting model of the XYZ business. To go further we need to do some "research on the operation." Research is needed to
give us the data required in developing a more
dynamic model.
There are many ways to start. One way is to
determine the effect of a change in overhead on
sales. As you can see, the XYZ Company spent $20
million in selling expense, which is part of the
overhead expense, in 1974. Since management is
considering cutting overhead to increase profits, it
is important to know the effect this is likely to have
on the company. Specifically, what effect would
cutting selling expense have on sales?
This is a difficult question. Selling expense includes salesmen's pay, as well as all advertising
expense and possibly even sales gimmicks or losses
brought about by strategic cuts in prices. Some
companies have learned the effect by experimentation, i.e., they have varied their selling expense and
observed what happened to the sales volume. Sometimes it's possible to get information on this relationship by looking at history. This is particularly
true if wide fluctuations in selling expense have
been experienced over several years. In most companies, it's a matter of experience and the information is retained in the form of a "model" in the
marketing vice president's head.
The effect that sales effort was found to have
on sales in the XYZ Company is shown in Exhibit
3. Research on the selling operation showed that
increasing the sales effort by $2 million (10 percent) would increase sales from $1.00 billion to
$1.15 billion. In other words, $2 million extra
expenditure on sales will generate about $150
million extra in sales. Increasing the sales effort
by $4 million would increase the sales to about
$1.22 billion, an additional increase of $70 million.
Going even further, to increase the selling effort
by $6 million, would up sales to $1.25 billion, a
further increase of only $30 million. The return for
added sales effort is dropping. On the other hand,
the studv showed that decreasing the sales effort
by $2 million would drop sales drastically, by about
$300 million. Research revealed that the relationMANAGEM ENT ACCOUNT ING/JULY 1975

ship between selling expense and sales could be
expressed mathematically as follows:
AS = 300 (1 — 2 — ASE/2)
where:
AS = The increase in sales volume
ASE = The increase in selling expense

Modifying the Model
What should management do since increasing

Exhibit 2
THE XYZ COMPANY FINANCIAL
STATEMENTS FOR 1974
Operating statement

Variable costs
Raw materials
Indirect materials
Labor

&

Sales

utilities

&

Total variable costs
Fixed costs
A Costs
G
Selling expense
Depreciation
Interest
Total fixed costs
Earnings (before taxes)

Symbol

Dollars
(millions)

S

1,000.0

RM
IM &U
LAB

348.6
122.9
292.5
764.0
83.0
20.0
43.0
14.0
160.0

G&A
SE
DEP
INT
=

E

76.0

(or decreasing) sales affects other parts of the
business? The answer is to modify the accounting
model to include the effect of sales effort on the
return on investment. It can then be used to
determine whether it is better to save money by
cutting selling expense, or to spend more to increase sales. In this instance, the XYZ management assumed:

Exhibit 4
DYNAMIC MODEL OF THE XYZ COMPANY

Return on Investment

INV
ACR
CSH
OWC

200.6
185.3
8.9
41.4
436.2

1
I X 100

R

=E
1

X 100

S — [(RMn + IM &Uo + LABo) `
[
PC.(.3.) +

S

1]

o
G&A. + (SE. + ASE) + (DEP. + INT.)

[(INV .

753.3

S.

)]

S.+(

ACR, + CSH, + OWC.) So J

=

Total investment

317.1

=

Working capital
Inventories
Accounts receivable
Cash
Other working capital
Total working capital

PC

accounting
model..."

1. That variable costs would change in proportion
to sales volume;
2. That general and administrative costs (G &A)
and interest costs (INT) would not change
significantly, unless large changes in sales volume
were experienced;
3. That the permanent capital investment (PC)
required would increase in proportion to sales
volume as sales went up, but would not decrease as sales went down;
4. That depreciation costs (DEP) would move up
in proportion to the permanent capital;
5. That accounts receivable (ACR), cash (CSH)
and other working capital (OWC) requirements
would move in proportion to the sales volume;
and
6. That inventories (INV) would increase as the

Investment
Permanent capital

"The answer is
to modify the

10.1%

where:
S = S . + 3 00 ( 1
Substituting the known values for 1973 gives:
S — (807,0) \ 1 50 0 ) — 117.0 — ASE
R =

(552.7) 0 1 0 0 0 , -I- 200.6

1000

where:
S = $1000 + 300 (1 — 2 -1111$1'
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—

—

—

1974
S

—

Symbol

—

1973
S.
RM.
IM &U.
LAB.
G&A„
SE.

,SSE

—

—

—

—

—
—

DEP.
INTo
PC.
INV.
ACR.
CSH.
OWC.

—

—

Item
Sales
Raw material costs
Indirect material and utilities
Labor
General and administrative costs
Selling expense
Selling expense increase
Depreciation
Interest
Permanent capital
Inventories
Accounts receivable
Cash
Other working capital
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"...the
success of a
company is
determined by
long -term
performance ..."

Exhibit 5
WHAT THE MODEL SHOWS FOR
DIFFERENT LEVELS OF SELLING EFFORT
Sales IS),
(millions)
$1200
1100
1000

::Z

900
800

Earnings (E),
(millions)
5120
110
100
90
80
70

so
50

Total
investment,
(millions)
$1000
900
800

goo
Return on
investment (R),
(before taxes)
14%
12
10
8

s
4
—2

0

+2

+4

+6

Change in selling effort (millions $)

square root of the sales volume. In other words,
that inventories would not rise as fast as the
sales volume, if proper control is maintained.
All these ideas can be incorporated into the
model, and it then looks like the equation shown in
Exhibit 4. (The zero subscripts refer to values in
the base year, 1974). The new model looks awfull
But it can be simplified somewhat by substituting
the known values for 1974. We now have a revised,
more dynamic, model of the XYZ Company and
can experiment with different levels of increased
selling expense (ASE) to learn what happens to
the return on investment.
What Happens as Sales Effort is Changed
What happens as the selling effort (SE) is
changed by ASE can be determined by substituting
48

trial values in the mathematical equation (model).
If the assumptions that the XYZ management
made regarding the effects of changing sales volume
are right, we get the effects shown in Exhibit 5.
The top curve repeats the effect that changing
selling expense was found to have on sales. The
second curve shows the effect on earnings, as sales
effort is varied. Earnings rise sharply at first as
sales effort is increased, but flatten as the selling
expense is increased beyond $4 million. However,
as sales effort is reduced, the earnings drop off
sharply. The third curve shows the effect on the
investment, The investment rises at first but tends
to level off as more and more money is put into
the sales effort. This is, of course, because the
initial increase in sales effort has a fairly sizable
effect on sales, but further effort has less effect.
The investment does not drop off as rapidly as the
sales because we are left with the permanent capital
investment even if sales drop. The fourth curve
shows the return on investment. The return rises
sharply for the first two or three million dollar
increase in sales effort, but flattens if the sales
effort is increased by more than $4 million. Further
increases in sales effort are not warranted. The
model seems to be saving: "Increase the selling
effort by $2 or $3 million or 20 to 30 percent."
Unfortunately, the future of the business is not
solely determined by how the manager allocates
money to selling expense or to other company
activities. Much of the success of a business, in any
one year, hinges on external factors which are not
under management control, such as: government
regulations, OSHA requirements, income tax laws,
etc. The success also depends on the actions of
competitors in terms of their pricing strategy, their
aggressiveness, their technology, and how they allocate their resources. Also, performance is determined by the economy; the company will do better
in times of boom, than in times of bust. Hence,
the success of a company is determined by longterm performance rather than short -term performance. The operations researcher can help management predict the effect of the actions it takes
in allocating the company's limited resources over
the long term.
Limitations and Advantages
Business models do ]lave limitations, for example:
1. A model doesn't create plans. It can only show
the implications of a plan created by the
manager.
2. A model is only as good as the assumptions put
into it.
3. A model doesn't do any forecasting. Most planning models require a forecast of some type, i.e.,
potential markets, the United States economy,
raw material prices, the prices we can obtain
for our product, and what our competitors are
likely to do.
4. The model usually requires a computer for ease
in manipulation.
Continued on page 52
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THE MEANINGS
OF MEASUREMENTS
The values of standards may change over extended periods of
time as conditions change or as the firm adjusts to new situations.

By Joseph W. Wilkinson
Managers are continuously preoccupied with problems relating to operational effectiveness and efficiency. They need up-to-date answers to such questions as: How well did the firm do last month in
earning profits? Are we shipping orders to customers on time? Is the information system being
used effectively? Are departmental managers controlling their resources properly? How productive
are our employees? To gain the needed answers,
managers perform a variety of measurements.

Prerequisites of Measurements
A prime prerequisite of performance measurements is that they provide quantitative indications
of outputs related to objectives. An example of a
measurement that well satisfies this prerequisite is
the return on investment ratio, which yields a rate
that is related to the profitability objective. Another
prerequisite is that the measurement derives from
a clear -cut and generally accepted process that in.
volves precise and sensitive elements. Consider the
measurement of inventory turnover which is computed as the ratio of cost of goods sold to average
inventory. Because the process is unequivocal, and
the two clearly defined elements are sensitive to the
operations of a firm, the inventory turnover measurement is understandable and useful to a typical
manager. On the other hand, the return on investment measurement does not meet this prerequisite
very satisfactorily, since its elements are less clearly
defined and sensitive. Assuming that the return on
investment measurement pertains to an entire firm,
the numerator may be variously specified as net
income before income taxes, net income after income taxes, or net income before income taxes and
bond interest. The investment in the denominator
may be specified as gross assets, net assets, or
owners' equity. During the process of computing the
return on investment, the investment may or may
not be averaged.
Other prerequisites of measurement are:
1.

TITc rELtrrEsS .

Each measurement should be avail-
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able to the manager in time for him to take
effective action; otherwise it has little value.
2. INT EG RATIVENES S. Each measurement should fit
into the framework of measurements established
by the firm and should exhibit characteristics
that are appropriate to its position within the
framework. Thus, measurements used for gauging the performance of higher level managers or
wider activity spans should be broad and related
to strategic planning decisions; conversely, measurements used at lower managerial levels or in
narrower spans of activity should be more
pointed. Both the broad measurements and the
narrow measurements should interlock.
3. C O NT R O LL ABILIT Y. Each measurement used to
gauge the performance of a manager must relate
to factors that are controllable by the manager.
For instance, a production manager should not
be judged on the cost of raw materials used in
production if he does not control the purchase of
the materials.

1. W. WILKINSON
Scottsdale Area
Chapter 1974, is an
Associate Professor of
Accounting at Arizona
State University,
Tempe, Ariz. Dr.
Wilkinson holds a B.S.
degree from
Carnegie - Mellon
University, an M.B.A,
degree from Stanford
University, and a
D.B.A. degree from the
University of Oregon.

Although few measurements in the real world
meet all of these prerequisites, most are useful if This article was
they meet only some of the prerequisites. In most submitted through the
Scottsdale Area
instances a measurement could be employed if the Chapter.
value of the information that it provides exceeds
the cost of generating the measurement. For example, the return on investment measurement is
widely employed by firms because it yields a value
that outweighs the shortcomings with respect to
clarity and sensitivity. Furthermore, the cost required to produce the return on investment measurement is relatively small.
Exhibit 1 illustrates how performance measurements grow out of the objectives and policies
established by top management as a result of longterm planning. Standard values are assigned to the
respective measurements which are then compared
with actual results. Significant deviations arising
from the comparisons are fed back to signal the
need for control decisions, corrective actions, or
automatic adjustments. Multiple sets of measurements are usually desirable. For instance, as Exhibit
1 suggests, a set of measurements applicable to the
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"...each
individual

information system of the firm may be developed
parallel with the measurements that apply to the
entire firm's operations. Both sets of measurements,
however, blend into one overall control apparatus.

measurement
may be Classification of Measurements
A comprehensive set of performance measuremulti-dimen- ments depends upon adequate classifications. Howsional..."

ever, each individual measurement may be multidimensional and may be classified on the basis of
more than one plan. Thus, gross profits per customer is measurable on the ratio scale, it is related
to the profitability objective and the cost characteristic, it falls within the marketing function, and it
is expressed in financial or monetary units. This
feature of multi - dimensionality enables cross- checking among the respective classification plans, with
the greater likelihood that all relevant measurements
will be discovered. Listed below are five classification plans.
Measurability
1. Ratio scale: rate of return on investment, price
earnings ratio, employee turnover
2. Interval scale: number of customer complaints,
number of dollars in a particular account

Exhibit 1
A MANAGEMENT CONTROL APPARATUS

Strategic
planning
for the firm

System study
planning

Objectives and
policies for the
firm

Objectives and
policies related
to the information
system

Performance measurements
related to a firm's
operations, managers
and employees

Performance measurements
related to the information
system's operations

Standards I planned
results) for the
information system's
operations

Standards (planned
results) for the
tirm's operations

FA

ual results of
firm's operations

Comparison of
standards with
actual operating
results

Feedback of significant
deviations to managers
or to the informanon
system
I

t

Control decisions,
corrective actions,
or automatic adjustments

so

Actual results of
the information
system's operations

3. Ordinal (ranking) scale: employee morale, product quality.
4. Nominal scale: social responsibility, public reputation
Objectives
1. Market standing: share of the market, price
leadership
2. Profitability: rate of return on investment, rate
of return on sales, contribution per product
3. Innovation: number of new products
4. Managerial and employee performance: budget
variance for controllable costs, sales made per
day, lines typed per hour
5. Managerial and employee development: number
of hours devoted to training, number of promotions
6. Employee attitude: number of grievances, number of suggestions
7. Public responsibility: variety of public services
performed
8. Customer relations: number of repeat sales
9. Productivity: number of units produced per
man -hour or machine -hour, value added in relation to value distributed
Operating Function
I. Production: idle time (percent of labor -hours
available), number of products rejected per day,
percent of production orders on schedule, percent of scrap and rework, overhead variance.
2. Marketing: gross profits per customer, increase
or decrease in number of customers, number of
new products, number of sales returns, number
of customer complaints, share of the market,
sales quotas, number of calls made by salesmen
3. Personnel: employee turnover, absenteeism rate,
grievances, number of new hires
4. Financial: current ratio, price earnings ratio,
debt to equity ratio, receivables turnover
Operating Characteristics
1. Cost: overhead cost per unit produced, average
cost per order processed
2. Time: length of time to check credit, length of
time until manager answers customer inquiry,
average throughput time in production for an
order, percent of orders shipped on schedule
3. Accuracy: number of errors committed per invoice, average error in forecasted sales
4. Reliability: number of machine breakdowns per
month
5. Quality: length of product service life
6. Capacity: plant utilization (percent of total
capacity)
7. Efficiency: number of orders processed per man hour
Unit of Measure
1. Financial: value added, profits, costs per cost
center
2. Nonfinancial (operational) : number of miles
travelled per day, number of credit investigations,
number of units produced per week
MAN AG E MEN T A C C O U N T IN G / J U L Y 1975

measurements related to the overall firm. For each "The values of
measurement they designate the responsible manA basis of comparison or yardstick is always ager, based upon established lists of responsibilities. standards may
needed to make effective use of each measurement. Next they set standard values by reference to hisalso
One commonly employed basis is time. Thus, a torical trends, averages, and expectations. Exhibit 2
manager may compare the value of orders shipped lists several of the resulting measurements and change . . . "
last year against the value of orders shipped this standard values. In order to provide comparisons,
vear to see if business is growing. He may compare the controller computes current values. The presithe value of orders shipped last month divided by dent notes that in each case additional effort will be
last month's direct labor payroll (a measure on the necessary to achieve the values established as
ratio scale) against the value for the same ratio this standards.
As a second step, the controller meets with the
month to determine whether scrap and rework
director of information systems to select measurelosses are growing or declining.
Another basis that is often used is the standard ments related to the information system. After dismeasurement. Standards may be established in sev- cussions between these two and other affected
eral different ways. One approach is to establish managers (i.e., the system operations manager and
ideal, unattainable standards. Another approach is the system development manager), a list of system to employ normal standards based upon the ex- related measures is prepared. Several of these meapected average performance for several future peri- sures appear in Exhibit 3.
ods. A normal standard representing attainable
Throughout the following weeks the controller
performance is often used for such planning pur- meets successively with the managers in charge of
poses as developing budgets. A normal, attainable, major activities. In all cases attainable standards
standard is generally believed to provide the greatest are set. The standard values are established after
reviews of historical records, studies of work meamotivation to managers and employees.
A variety of techniques is often employed in
setting specific values for different standards. Work
measurement techniques, for instance, are most
Exhibit 2
suitable for developing standard values related to
OVERALL PERFORMANCE MEASURES
the effectiveness of employees and machines that
Standard
Current
Responsible
perform repetitive operations. Examples of such
value
value
Measurement
manager
standards are the number of invoices typed per hour
7.0 %
2.3 %
Rate o f re turn o n
President
and the cost in dollars of direct labor per unit of
inve stm ent
product. The values of standards that gauge the
6%
3%
Share of market
President
effectiveness of managers (e.g., budgeted costs) are
generally based upon the experience and judgment
2.0
2.5
Financial
Curre nt ratio
of higher level managers, plus the expectation of
vice - president
future events. The values of standards that take the
85%
Production
70%
Plant utilizatio n
form of financial ratios and key success factors are
vice - president
usually based upon industry averages, statistical
25 %
30 %
Contribution marg in
Marke ting
analysis of historical trends, and judgment.
vice- president
ratio f o r all products
Standard values are usually expressed in such
Excellent
Good
Public rep utation
President
units of measure as dollars, number of units per
9 o
7 o
time period, or ratios. Thus, an example of a budget
scale
scale
standard might be $100,000 of expenses for the
of 1 0
Of 10
machining department in 1972, while an example
of a ratio standard might be five percent of back
orders to total orders received. In some cases,
Exhibit 3
standard values are expressed in a compound
SYSTEM - RELATED PERFORMANCE MEASURES
fashion. For instance, a service standard might
state that "at least 90 percent of the customers
Standard
Curre nt
Responsible
value
Measure
value
manager
shall be waited on within two minutes." The values
of standards may also change over extended periods
Data pro cessing jobs co mpleted System
of time as conditions change or as the firm adjusts
75 %,
99%
operatio ns manager
on schedule
to new situations. For example, during the years
Downtime to productive com- Systems
following the design of an improved information
5%
pute r tim e
operations manager
8 %,
system, the percentage of back orders to total orders
Average cost pe r ho ur o f c o m - Systems
received might be assigned these standard values;
puter p ro ductive time
operations manager
1971, 10 percent; 1972, five percent; 1973, two and
Average num ber of program- System
one -half percent.
Standards of Evaluation

Example
Consider the development of performance measurements for a typical manufacturing firm. As a
first step the president and the controller select
MANAGEMENT ACCOUNTING /JULY 1975

ming ins tructions prepared per

deve lopm ent manager

85

10 0

day (b y eac h p ro gramme r)
Employe e turnove r p er year (for
system s pers onnel only)

Director
of systems

10%

5%
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"Frequently
more than one
measurement
is needed..."

surement, and discussion with the responsible
managers.
Limitations of Measurements
Although performance measurements are essential
to the evaluation of activities, managers, and employees, relatively few measurements are ideal. For
instance, in service activities where discretionary
costs are significant and processes are relatively unstandardized (e.g., advertising, legal, research, public
activities) , the effectiveness of such activities is
difficult to measure. Usually the best available type
of measurement in such cases is a budgeted cost,
even though a cost is a measurement of input rather
than a measurement of effective output.
Frequently more than one measurement is needed
to reflect the performance of a particular activity
or manager, or to reveal the extent to which a specific objective is achieved. While a single composite measurement or index may be developed
from the several individual measurements in such a
case, seldom does an index provide suitable results.
The weights that must be assigned to the individual
measurements when compiling the indexes are
necessarily based upon arbitrary judgments.
Inappropriate and insufficient measurements can
cause managers and employees to behave in unde-

sirable ways. For instance, if salesmen are gauged
and paid according to the sales volume that they
generate rather than the profit that they produce,
the salesmen will push the "hottest" items in the
line rather than the more profitable items. Furthermore, unless additional measurements are employed,
the salesmen will also tend to neglect customer
service and to be casual concerning the maintenance
of sales equipment. Generally, the less quantifiable
and longer -range objectives tend to receive less
attention than the clearly understandable, quantifiable, and shorter -range objectives.
Conclusion
In spite of their limitations, measurements are
vital to the evaluation of performance. A comprehensive plan of evaluation can be developed by:
1. Selecting suitable measurements,
2. Selecting a sufficiently wide variety of measurements (with multiple classification plans),
3. Establishing attainable standard values for each
of the quantifiable measurements,
4. Comparing actual current values with standard
values, and
5. Providing the resulting deviations to responsible
managers.
❑

OPERATIONS RESEARCH
Continued from page 48
However, the use of mathematical models does
also have advantages:
1. Although a model doesn't create plans, it helps
management think up plans. Seeing what is
implied by a plan sometimes suggests an alternate.
2. A model can be quite detailed. A mathematical
model in a computer can "remember" complex
interrelationships between many factors better
than a man can.
3. It's quick. Even fairly extensive models can be
run in 20 or 30 minutes on a computer. Trying
to do the same thing on a desk calculator inhibits the development of new plans.
4. The ability to determine the implications of a
proposed plan quickly, enables management to

52

look at many alternates over the planning period.
The use of a model may lead to ideas on the
development of new products needed to get into
new markets.
Where data are not available, the model provides a way of putting in guesses and determining what will happen "if" these guesses are
correct. Even approximate results are better than
none.
Conclusion
Operations researchers do "research on operations" to learn how to run them better. The research leads to the development of dynamic models.
Dynamic models of a business enable management
to run the business better. Thus business models
and operations researchers, working with management accountants, can show management what
might happen.
❑
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MEASURING SALES
FORECAST ACCURACY
How accurate a forecast is depends upon the time interval
between the date when the forecast is made and the date when
the forecasted event occurs.

By C. Mike Merz

Coefficient of Variation

A company's ability to meet its budget commitments depends upon the accuracy of its sales fore-

One method of measuring forecast accuracy uses
the coefficient of variation statistic to describe how
cast. However, deviations will always occur between
a random variable is distributed around an average
the forecast and th e actu al sales. To estimate the value. The coefficient of variation is essentially a
extent of th e d eviatio n s, a statistical method may standard deviation in relative terms. If the forecasts
be used to assess sales forecast accuracy. The are distributed normally about actual sales (which
method snakes a valuable con tribution to the may not be a reasonable assumption) the well budgeting an d plan ning process by enabling man- established theory of the normal distribution would
agem ent to realistically estim ate ho w close actual permit us to predict how accurate our forecast
sales may b e exp ected to conform to the sales fore- should be.
cast. Th e method developed is structured around
Let us assume that we forecast our annual sales
the basic concept that forecast accuracy is time at the beginning of each year and that we update
dependent.
the forecast each quarter as the year progresses. For
each year then, we prepare four forecasts of our
Time Dependency
total annual sales. Forecasts would be prepared in
How accurate a forecast is depends upon the December 1974, March 1975, June 1975, and
time interval between the date when the forecast September 1975 for the 1975 sales year. Now, if we
is made and the date when the forecasted event forecast our average annual sales at $100 million
occurs. For instance, in Decemb er 1975, you sho uld and our analvsis indicated a forecasting standard
be able to fo recast sales for Janu ary 1976 m ore ac- deviation of $10 million, normally distributed, then
curately than you can forecast sales for, sav, October we could assert a 68 percent probability that actual
1976. Two Factors con tribu te to this time d ep en - sales would be between $90 million and $110
dency. The first is uncertainty; it increases as we million (plus or minus one standard deviation) . For
forecast fu rth er in to th e fu ture. Th e seco n d is th e comparison purposes, the coefficient of variation is
cumulative effect; it manifests itself over th e fo re- used to translate the standard deviation into relative
cast period. Normally we b egin with an initial fore- terms. A standard deviation of $10 million with a
cast m ade at th e b egin nin g of the year and th en we forecast of $100 million equates to a coefficient of
update it du ring the ,year. The first q uarterly upd ate variation of 10 percent. Exhibit 1 illustrates how
of an annual sales forecast includes th ree m onth s of
the coefficient of variation for each year may be
actual sales data and nine months of forecasted sales. determined. Note the assumption that the forecasts
The second q uarterly upd ate includes six mo nths of
are distributed normally about the actual sales for
actual sales an d six m on th s o f fo recasted sales. As each year so that actual sales are equal to the forethe year progresses, the sales forecast for that year
becomes more accurate because of decreasing uncertainty and increasing cum ulative knowledge of
actual data.
To be m ean in gfu l then, an v assessm ent o f forecast accuracy mu st incorp orate two dim ension s: (1)
the deviatio n or varian ce b etween actu al and forecast sales and (2 ) th e tim e wh en the fo recast was
prepared.
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cast m eans.

Relative Dispersion
Since forecasted sales become more accurate as
the year progresses, a time adjusted measure of relative dispersion is more meaningful than the standard
deviation in dollars or a comparison of coefficients
of variation for those years. The m easure of relative
dispersion would tell us ]low accurate our sales fore53

"...

we must
estimate each
deviation from
actual as a
percent of
actual."

Exhibit 1
SIX -YEAR SALES FORECAST
Year
(i)
1969
1970
1971
1972
1973
1974

Dec.

Forecasted sales (x)
Mar.
June
Sept.

151
120
138
197
175
226

128
160
174
153
190
181

137
157
157
160
174
189

144
155
151
162
177
204

Total

Actual
(A )

Std. dev.
(6 ;)

Coef, of
Variation
CV,

560
592
620
672
716
800

140
148
155
168
179
200

8.51
16.26
12.94
17.07
6.44
17.13

6.08
10.99
8.35
10.16
3.60
8.57

Notes:
1. The December forecasts are the initial forecasts for the following year.
2. Actual (A,) sales in this case are assumed to be equal to the mean value of forecasted sales for each year.
3. The standard deviation is:
6, =

E (x n A') 2

where n = 6

4. The coefficient of variation is:

;=Ai

CV

x 100

Exhibit 2
RELATIVE DISPERSION OF DECEMBER FORECAST

RD Dec

_

-

-

rd, 12
\A;/
n -1
61013

140
148
155
168
179
200

-

-

A
' }2
A,

X 100

Relative dispersion
The deviation from actual for the year i
Actual sales in the year i
Number of years

For the December forecasts, the relative dispersion is equal to 14.23 percent. Exhibit 2 shows
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/

2

.0062
.0357
.0121
.0299
.0005
.0169
.1013

.079
.189
.110
.173
.022
.130

X100 = 14.23%

n -1
where
RD =
d, =
A, =
n
=

=
=

11
-28
-17
29
4
26

d,
A,

X 1 00

casts are with respect to related reporting periods.
For example, we might ask: How accurate are our
December forecasts for a number of years? - How
accurate are our forecasts for March? - for June?
- and for September? To determine these measures
of relative dispersion, we must estimate each deviation from actual as a percent of actual. In this wav,
we establish a common frame of reference which
permits us to compare data from different periods.
For any forecast period, the relative dispersion
would be:
RD =

=

d+

A,

\

151
120
138
197
175
226

(d,)

=

1969
1970
1971
1972
1973
1974

Actual
(A;)

=

December
forecast

=

Year
(i)

how this measure was obtained, using the data from
Exhibit 1. Similar calculations may be performed
for March, June, and September, and the percentages of relative dispersion may be compared directly.
In our example, we obtained the following measures
indicating a tightening up of dispersion, or an increase in the accuracy of the forecast as the year
progresses:
Month
December
March
June
September

RD
(percent)
14.23
9.97
4.57
3.33

Note that in December, when annual sales are
first forecast for the coming year, the 14.23 percent
dispersion indicates that about two - thirds of the
time actual sales will be within plus or minus 14.23
percent of the forecast. Therefore, the planning and
budgeting processes must be made flexible enough
Continued on page 58
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TIME - ADJUSTED
CAPITAL
BUDGETING MODELS
The major distinguishing characteristic among the three models
is their assumptions about reinvestment of the cash flows
accruing from a project.

By Dolan R. Hinson
What determines the worth of a capital asset and
how is this valuation calculated? One of the earlier,
more impregnable hypotheses in this regard was
forwarded by Irving Fisher in his book, The Theory
of Interest, wherein he declared:
"Not until we know how much income an item
of capital will probably bring us can we set any
valuation on that capital at all. It is true that
the wheat crop depends on the land which
yields it. But the value of the crop does not
depend on the value of the land. On the contrary, the value of the land depends on the
expected value of its crops." '
Fisher used this reasoning to support his lnicroeconomic theory of capital selection and pricing —
not as an administrative control device. His formulations have metamorphosed throughout more than
four decades into one of the more popular capital
budgeting tools —the "present value models."
A scant five years after Fisher's major development, the second of our more popular capital
budgeting techniques was given birth. This one
sprang from the fertile mind of John Maynard
Keynes, who termed it the "marginal efficiency of
capital" (MEC). In his summary statement regarding the MEC he stated:
"It is by reason of the existence of durable
equipment that the economic future is linked
to the present. It is, therefore, consonant with,
and agreeable to, our broad principles of
thought, that the expectation of the future
should affect the present through the demand
price for durable equipment." 2
Keynes contributed one very important point
MANAGEMENT ACCOUNTING /JULY 1975

when he integrated his concepts of long -term expectation into his marginal efficiency of capital. The
integration of long -term expectations into the investment decision is the primary distinguishing
characteristic between Keynes' discussions and the
earlier works of Fisher. Since our capital budgeting
decisions are based on a current state of expectations of future cash generation and a current state
of confidence about the future economic environment, a sizeable change in those expectations will
cause a change in our estimate of future cash inflows. Kevnes illuminated the relevance of the state
of expectations when he declared:
"The state of long -term expectation, upon
which our decisions are based, does not solely
depend ... on the most probable forecast we
can make. It also depends on the confidence
with which we make this forecast ... the state
of confidence ... is a matter to which practical
men always pay the closest and most anxious
attention." 3
This state of long -term expectation lends an aura
of uncertainty to our values for the capital budgeting factors. The question as to how expectations
and uncertainty are to be treated in the capital
budgeting decision has received no completely
satisfactory answer. Today this question remains
perhaps the most vexing of those with which capital
budgeting scholars must contend. One means of
treating this problem is, of course, through sensitivitv analysis.
Keynes was emphatic in his instructions regarding
the interpretation of his MEC. He cautioned that
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it is

necessary to
define
investment
opportunity."

the assumptions of the static state would imbue the
MEC with an aura of unreality. Therefore one
must realize, he cautioned, that currently- acquired
capital assets would be competing with subsequently- produced capital goods which would be
financed with funds which have interest costs different from those currently prevailing. However, he
diminished the importance of this effect by observing:
"This expectation [of varying interest rates]
will have no great depressing effect, since the
expectations, which are held concerning the
complex of rates of interest for various terns
which will rule in the future, will be partially
reflected in the complex of rates of interest
which prevail today." 4
We should acknowledge here that income taxes
reduce the variation in the relevant after -tax cost
of interest and also that the "time - relevance" of

currently -owned productive assets is reduced by
their cash generation, which may be regarded as a
recapture of their costs. This cash so generated is
made available once again for accommodating future investments. If we think of our investment in
productive assets as a form of funded investment
account, this recvcling of funds makes one genera.
tion of fixed assets relatively independent of interest
rate conditions within a subsequent generation. It
is perhaps most convenient to think of a "generation" of fixed assets in terms of their mean payback
period.
Fisher's Present Value Formulations
In order to properly understand Fisher's present
value formulations, it is necessary to define investment opportunity. Fisher declared: "An investment
opportunity is the opportunity to shift from one
. optional income stream, to another." s
Fisher developed four general principles of investment opportunity as follows:
1. T H E P R IN C I P L E O F MA X I T I U h 1 P R E S EN T V AL U E .

Exhibit 1
COMPARISON OF INVESTMENT OPPORTUNITIES

Out of all options, that one is selected which
has the maximum present value reckoned at the
market rate of interest.

Present value of
net cash flows
and project costs

2. T H E

P R I NC I P LE O F C O MP AR AT IVE ADVANTAGE.

Out of all options, that one is selected the advantages of which over any other option outweighs its disadvantages when both these advantages and disadvantages — returns and costs
—are discounted at the market rate of interest.

S5, 200 A
S51000
000 B
$4,900 C

3. T H E P R I N C I P L E O F R E T U R N O V E R C O S T . O u t O f

I
Project costs I

S4,000

all options, that one is selected which, in com -

I
A

I

2.6 %I

i

14.5% j
IV

6 3.6%

7.1%I J

I
0

81

JB

j 7.9-A
10. \1

I,►
(

4.

R4 R5

R2 R3

parison with anv other, vields a rate of return
over cost equal to or greater than the market
rate of interest.

Ic

P R I NC I P LE

WHEN

T HE

OP TIONS

BY C O NT INU O US GR ADAT IONS . O u t

Of

all options, that one is selected the differences
of which from its nearest rival gives a rate of
return over cost equal to the market rate of interest. Such a rate is called the marginal rate of
return on cost.6

Market rate of interest

Net cash flows at end of year
Year

Project A

0

($4,000)

($4,000)

($4,000)

1

200

1,000

2

500

1.000

2,000

3

1,000

1,000

1,000

4

1,500

1,000

500

5

2.000

1,000

300

Net re turns
fro m p roject

S1.200

$1,000

S900

Internal rate

7.1%

7.9"h

SAME

DIF F ER

R6

Project B

T HE

Project C

1,000

10.0%

PRINCIPLE 1

This principle can be illustrated easily by reference to Exhibit 1.1 Suppose the market rate of interest is less than R... Project A, out of all three,
clearly has the highest (maximum) present value.
Beyond interest rate R_, Project C would be chosen.
Bevond rate R,,, none of the projects is profitable.
PRINCIPLE 2

This principle is, in mathematical form, a restatement of Principle 1 when only two projects

of project
Note: The projects are all assumed to be paid for immediately,
leading to the $4,000 negative cash flows at year 0.

56

• Ibid., P. 143.
s Op. Cit., Fisher, P. 151.
"Ib id ., p . 175.
' Fisher always, perhaps for simplicity, assumed all alternative
projects to have equal costs. In�Exhibit��,�the�cost�of�each�project
is $4,(XX), However, no te the difference in cash inflows.
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"Projects with

ei

e

are being considered at a time. In Exhibit 1, at is R . The difference between the two concepts is
interest rates less than R,, the present value of equal to Rs minus R2 . Rate R B is the unique rate
Project A is greater than the present value of which equates the net cash flows of Project C to
Project B, or (A > B) . Also, the present value of its cost.
At any given interest rate a unique choice from
Project B is greater than the present value of
Project C and, therefore, by associative law the among the three alternative investments can be
present value of Project A is greater than the obtained by constructing a vertical line from the
present value of Project C, or (A > C). Above interest rate up to the points of intersection with
rate R the present value of Project C is greater the present value lines of the projects. That project
than the present value of Project B and the present which has the uppermost line (greatest present
value of Project B is greater than the present value value) at this rate is chosen. However, at the points
of intersection of any two present value lines, i.e.,
of Project A, or (C > B > A).
Under strict adherence to Fisher's formulations, at the "rates of return over cost," no unique soluwe would consider only the differences (positive tion exists for the two projects under scrutiny.
and negative) between two alternative projects over However, at points to the right of the "reversal
their lives. Fisher referred to the positive differences points," we return again to the higher present value.
as "advantages" and the negative differences he It should be emphasized that the present value
called "disadvantages." The discounted advantage criterion for ranking investments is valid only where
or disadvantage is equal to the vertical distance on the investment opportunities have equal costs. Projthe present value line between any two projects ects with unequal costs must be analyzed with
the present value index.
under comparison.
PRINCIPLE 3

This principle is a slight variant over the first
two principles. The point to emphasize here is
Fisher's "rate of return over cost." This is the rate
of discount which equates the differences between
two alternative projects. This "rate of return over
cost" is the point of intersection, in Exhibit 1, between any two projects. We must, therefore, consider the projects in paired combinations. Beyond
interest rate R,, Project C would be chosen over
Project B. Beyond rate RZ , Project C would be
chosen over Project A..Beyond rate R3 , Project B
would be chosen over Project A. The "rate of return over cost" is essentially a "reversal rate" of
discount which causes the investor to reverse his
choice between any two projects under consideration.

unequal costs
must be
analyzed with
the present
value index."

The Present Value Index
We now turn to the more general problem of
ranking investments that have dissimilar costs. This
is a slight variant of Fisher's formulations, but it
is by far the more popular technique among the
present value approaches in use today. In order to
obtain a common denominator for estimating profitability on committed funds, the present value of
the revenues is divided by the present value of
the costs. The result so obtained measures the
profitability from any given project.

Growth to Future Value

In recent years, the growth to future value approach has been proposed as a possible solution to
some of the conceptual problems which have
plagued the present value and internal rate approaches. Though variants of the future value model
approach
can be found in several sources, the most
PRINCIPLE 4
This principle is Fisher's approximation to the comprehensive treatment of the model remains the
competitive equilibrium position. It is quite ap- one by Guilford C. Babcock in his "Growth to
parent that he intended this to be equilibrium, for Future Value as a Measure of Investment
he stated: "By successively postulating different Worth." 1 0
The compound growth rate, which Babcock desrates of interest, and remembering that each rate
carries with it its own range of options and its own ignates with the letter (g), is the "compound rate
set of present values of those options, we finally at which we expect all funds committed to the
obtain that rate which will clear the market." 8 In project to grow during the whole life of the projExhibit 1, the rate which would clear the market ect." 1 1 The future value of any given project will
under Fisher's fourth principle would be R Q, since be dependent upon both the cash inflows accruing
Project C is the last indivisible opportunity avail- from the project and the reinvestment rate (R).
able. It is to be observed that rate R. is the only The reinvestment rate is defined as the average rate
rate above which there is a unique choice among at which we expect to reinvest the cash flows accruing from the project.
projects for all higher interest rates.
Perhaps the most disturbing problem in the
Fisher's discussions regarding the marginal rate
of return over cost were probably responsible for future value model is the determination of an apKeynes' mistaken assumption that his "marginal propriate investment rate (R). A theoretically satefficiency of capital" was the same as Fisher's "rate isfying definition of the term must await future deof return over cost." 9 Exhibit 1 illustrates the
difference between the two concepts. Rate R 2 is ° Ibid., p. 174.
0 p. C it., Keynes , p. 140.
the last one defined under Fisher's marginal rate
Guilford C. Babcock. " G ro wth to F uture Value as a Meas ure
of return over cost, yet Keynes' marginal efficiency of Inves tment W orth, " Unp ublis hed Doctoral Dissertation, UCLA,
1965.
of capital (internal rate of return) for Project C tt
Ibid., p. 37.
0
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. . . reinvest -

ment is
assumed to be

velopment. Even with this disturbing problem, the
assumptions underlying the future value model
seem less problematic than the other two time -adjusted models. As James T. S. Porterfield has stated:

at the discount

"For all its difficulties with respect to forecasting reinvestment rates and future capital costs,
the net terminal value, future value remains
technically superior to its rivals, rate of return
and net present value." 12

rate

Reinvestment Assumptions of

the Three Models
The major distinguishing characteristic among
the three models is their assumptions about reinvestment of the cash flows accruing from a project.
Under the present value methods, reinvestment
is assumed to be at the discount rate (c), which is
the cost of capital to the firm. This is a "pessimistic estimate of a general reinvestment rate
which would hold true only in the competitive
equilibrium state. Thus, this assumption may cause
a pessimistic estimate of project profitability.
The internal rate of return method assumes reinvestment of cash inflows at the "internal" rate
(r). The rate so obtained must be compared to the
11

James T. S . Porterfield, Investm ent Decision and C apital Costs,
Prentice -Hall. Inc., Englewood Cliffs, N.J., 1965, p. 41.

cost of capital (c). If the rate (r) is greater than
the cost of capital (c) the project is deemed profitable. However, the cost of capital is not permitted
to compound within the internal rate calculation
as is the reinvestment rate. The internal rate, therefore, represents an "optimistic" estimate of profitability.
Within the future value approach, reinvestment
is assumed to take place -.qt a specific reinvestment
rate (R). Also, cost of funds employed in the project are assigned a cost which is defined as (R) .
This cost is an "opportunity" or "lending rate"
cost, since it is based on the argument that we have
a valid option to invest at this rate. The future
value approach thus gives us a "middle -of -the- road"
approach to profitability, lying within the bounds
of both the present value and internal rate of return approaches.

Conclusion
The reinvestment assumptions have been observed to be a strong distinguishing characteristic
among the three models. Heuristically, it can be
observed that the reinvestment assumption can
even "swamp" the influence of the other explanatory variables, such as the total revenues from the
project, the life of the project, the distribution of
net cash flows, and costs of capital.
❑

MEASURING SALES FORECAST ACCURACY
Continued from page 54
to handle such variations. Firm commitments for
hiring people, borrowing money, awarding subcontracts, etc., should ideally be avoided until the
relative dispersion in the sales forecast is small
enough to reduce the risk of under or over committing the firm's resources.

Conclusion
The method developed in this article depends
upon an analysis of historical data. Management
sometimes objects that historical data is not relevant
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to current decisions. The "conditions have changed"
argument refers to the relatively frequent changes
which seem to occur in personnel, organization
structure and management policies within the typical corporation. The argument states that since
conditions have changed in the forecasting process,
prior years' errors should be forgotten. Also, forecasters tend to object to the notion that forecast
errors are random in nature, since each forecast
period seems to present new or atypical situations.
While these arguments hold some merit, management must be careful not to use them as a "crutch"
to justify ignoring past forecasting errors.
❑
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Dickenson Publishing Co., 1974, 382 pp.
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to practical applications in business enterprises.
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LETTERS
Continued from page 8
lications and manuals such as the policy
and procedure manual, the controller's
manual, the treasurer's manual, the insurance manual, and the many other resources, that a large corporation offers.
I personally urge any young, aggressive
accountant, wishing to better himself in
the field of management, to take advantage of any opportunity to become a con-
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troller of a small independently owned
organization or one such as I just described. It is an education you don't get
in any type of college or university.
Paul A. Kowa]
Mass. Pioneer Valley Chapter
Easthampton, Mass.

More Problems for the Loner
The article, "The Loner: A Small
Firm's Controller Speaks Out," by Ray mond R. Geary in the December 1974

of

MA N AG E ME N T

AC C O UNT ING ,

struck a familiar chord for many of us
who sit in the back office and serve as
counsel, compromiser, and consoler in
the day - today business operations of a
small company.
In my capacity as treasurer, controller,
or any other choice title anyone would
wish to inflict upon me, I find even more
to add to the list of areas of expertise
expected of "The Loner." As each new
"masterpiece" of social legislation is
thrust upon us by our government, "The
Loner" must decipher, interpret, and implement all phases of the new law for
total compliance. He is expected to do
this with a minimum of professional help
because of a very limited budget, which
is, in some cases, false economy.
As an example, I ask you to review in
your minds the following and consider
what impact it had or still has on your
workload: (1) Occupational Safety and
Health Act, (2) Environmental Protection and Clean Air Act, (3) Truth in
Lending Legislation, (4) Pension Reform
Act of 1974, (5) Product Safety Legislation.
As you look at this list, you may ask
yourself: What do each of the above
have to do with accounting? The answer
is that, as management accountants, we
must serve as counsel to all areas of our
firms while still invoking some form of
cost controls through responsible budgeting. "The Loner" therefore is faced with
the financing or leasing decisions for the
costs of the above legislation. In many
cases, this is or has been a make -or -break
decision for the small company that has
never faced such monumental decisions
before.
There are many other areas of responsibility for "The Loner" that Mr. Geary
and I may have failed to mention. I think
that all of us "Loners" will agree, however, that through NAA's Professional
Development and Continuing Education
Programs along with M ANAG EMENT Ac,
CO UNT ING , the local chapter technical sessions, and association with members having similar problems, we may stay current
in all areas of accounting and managerial
decision - making.
Pete L. Cistone
Columbus Chapter
Columbus, Ohio
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NANAVATI

MARSHALL

HALER

NANAVATI,
MARSHALL AND HAGER WIN
BEYER MEDALS FOR CMA SCORES
Amit M. Nanavati, general accounting supervisor,
Digital Equipment Corp., Maynard, Mass., has
been awarded the Robert Beyer Gold Medal for
achieving the highest grade on the 1974 examination for the Certificate in Management Accounting.
David H. Marshall, associate professor of accounting, Millikin University, Decatur, Ill., was
presented the Robert Beyer Silver Medal for the
next highest grade on the five -part examination.
Robert S. Hager, senior vice president and controller, Marine Midland Banks, Inc., Buffalo, N. Y.,
was presented the Bronze Medal for the third
highest score on the examination.
Ten other individuals were presented Certificates
of Distinguished Performance for their achievements on the examination. The names and chapters,
if applicable, are: Robert E. Drake, Jr.; Dale L.
Flesher, Catawba Valley; Brock A. Hattox, Illinois
Northeast; Wayne M. Higley, Omaha; A. McKelly
Lynch, Muscle Shoals; Gale E. Newell, Kalamazoo;
Grant W. Newton, Birmingham; William R.
Smith, San Diego; Carl J. Varley, Peoria, and
William J. Weyers.
The Robert Beyer medal winners and the ten
runners -up were presented their awards and certificates at the Annual Conference in Anaheim last
month. Of the 633 accountants who sat for the
examination, 135 completed all five parts. In addition to passing the examination, applicants must
also meet specific educational and related professional experience requirements to qualify for the
Certificate in Management Accounting.
MANAGEMENT ACCOUNTING/JULY 1975

All three top scorers in the 1974 examination are
members of the National Association of Accountants.
A member of the Mass. Route 128 Chapter,
Amit Nanavati was graduated from Bombay University in 1966. He received a certificate of chartered accounting in 1969; then he came to the
United States where he earned an M.B.A. from
Northeastern University. He has passed all five
parts of the CPA examination.
A member of the Sangamon Valley Chapter,
David H. Marshall, 42, was graduated from Miami
University, Oxford, Ohio, with a B.S. in Business,
and holds an MBA, with distinction, from Northwestern University Graduate School of Management in Chicago. A CPA, he was elected to the
board of directors of First Federal Savings and Loan
Association of Macon County (Ill.) in February
1975. His wife, Susan, and he have four children.

Robert S. Hager, 43, a member of the Buffalo
Chapter, was graduated from the Wharton School
of Finance and Commerce of the University of
Pennsylvania with a degree in economics. He received an MBA from Syracuse University with a
major in production management.
The Robert Bever Medals awarded to the three
top finalists in the CMA examination are sponsored by the firm of Touche Ross & Co., in honor
of Robert Beyer, retired managing partner, and a
past national president of NAA who was instrumental in the establishment of the Certificate in
Management Accounting program.
❑
63

New Products /Services
Timesharing Program for CPAs
Features Big Firms' Techniques
A system of time sharing programs that
permits CPA firms to enhance their accounting and management advisory services as well as to monitor in -firm time
and billing, general ledger reporting, staff
scheduling and project accounting has
been introduced by Comshare, Inc.
Called COMPASS, Comshare's Professional Accounting Systems and Services, the new product incorporates state of- the -art computerized accounting techniques developed by the largest and most
successful CPA firms. Comshare will update its COMPASS service on a regular
basis to keep pace with changing legal
requirements and accepted accounting
standards.
Circle 14 on inquiry card.

NCR 299 accounting computer has new features: expanded memory and such
operations as magnetic tape cassette input /output and communications capability.
Cassette shown above provides economical storage media for application programs
and operational data.
Circle 10 on inquiry card.
terminals feature memories of 16,384 and
30,720 characters, respectively. Infopac
II also has the capacity to receive computer inputs, such as store codes, product
or stock item numbers and meter identifications which can be loaded in advance,
and variable data added in the field.

Circle 12 on inquiry card.

steel printing wheels designed to produce a legible print far longer than
ordinary type wheels. Prints time and
date, as well as company trademark,
signature or name.

ETA Machine is an electronic appoint-

ment and scheduling device. Written
messages are inserted into one of 48
time slots and the messages automatically activate visual and audio signals at
the exact times specified.
Circle 11 on inquiry card.

Circle 15 on inquiry card.
Prints From Tape Cassettes

Data Terminals Eliminate Paperwork
Two hand -held data terminals developed
by Azur Data are designed to be used in
the field to collect data. Completely self contained, battery powered and weighing
212 lbs. each, the terminals can transmit stored data through a small auxiliary
transmitter and over a telephone line,
directly to a computer center for processing. Known as Infopac I and II, the
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TYM -AN -DATER electric time stamp has

TOSHIBA Model

BC -1219P electronic
printing calculator offers 12 -digit capacity and double zero key as well as total
and grand total capability for "cross footing."
Circle 13 on inquiry card.

The Quick- Writer 3, from Versatec
Word Processing, is a stand -alone printer
which produces drafts, reports, and other
word processing text direct from magnetic
tape cassettes at over 500 characters per
second. Using cassettes which have been
previously encoded by an automatic
editing typewriter, the Quick- writer can
prepare a draft in seconds for revision
before final draft is typed.
Circle 16 on inquiry card.
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CODE -A -PHONE 976 Call Diverter answers incoming telephone calls automatically, and electronically it connects the
incoming call with an outgoing telephone line and dials a preset number.
Circle 20 on inquiry card.
MELCOR 440 is pocket -sized calculator
with 10 functions, 9 -digit display with
zero suppression, automatic square root,
memory entry and recall. Weighs 5 ozs.,
plus battery.
Circle 17 on inquiry card.

Guide Asks 30 Questions
About Financial Reporting
Infonational, Inc., has developed a
booklet which asks 30 questions about
the adequacy of a financial reporting system. The guide, called "The Businessman's Guide to Evaluating the Adequacy
of your Financial Reporting System," is
available free.
Circle 21 on inquiry card.

COLEX 1217P printing calculator is completely silent, features fixed and floating
decimal with add mode and triple zero,
add -on or discount percentage and direct access or accumulating memories.
This 12 -digit model also includes an
item counter, two -color printing system,
square root, overflow indicator, and
clear entry function.
Circle 22 on inquiry card.
Offers Computer System Data
A 20 -page color brochure on its low cost,
advanced computer system, ICL 2903, is
offered by International Computers
(USA) Ltd.
Circle 23 on inquiry card.

ROCKWELL 330 calculator features 14digit capacity plus a second memory,
automatic square root, and a special
function switch that performs various
secondary calculations as an automatic
by- product of the primary calculation.
Circle 18 on inquiry card.

Helps Estimate Project Costs
A new 700 -page cost guide designed to
permit corporate facility planners and
financial executives to assess and forecast
the feasibility of anticipated building and
expansion projects has been published
by Architectural Data Corp.
The Preliminary Cost Guide outlines
step -by -step procedures for estimating
total project costs. One chapter contains
15 cost and data forms which provide a
checklist for the user. The manual uses
detailed case studies of 44 building types
to assist in the rapid estimation of overall project costs.
Circle 19 on inquiry card.
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PHILIPS P 300 small office computer handles all basic accounting functions—invoicing, accounts receivable, aged trial balance, payroll, inventory and sales journal.
Designed and priced for smaller businesses, it can be operated by a typist with less
than one day's training.
Circle 24 on inquiry card.
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Close -Up

In a recent visit to Europe, NAA President A. P. Bartholomew, Jr., and Executive Director
W. M. Young, Jr., paid a visit to the Institute of Cost and Management Accountants in
London. Their visit afforded an opportunity to continue the talks on possible areas of
collaboration that the ICMA President Denys E. Edmonds and the Institute Secretary
T. B. Degenhardt had during their trip to the U.S. last Fall. Clockwise, L. -r.,
Mr. Bartholomew; Mr. Edmonds; A. I. G. Farquharson, Institute President - elect;
/. C. R. Hewgill, 1CMA director of technical services; Mr. Young, and Mr. Degenhardt.

b i

% ,

l

r
66

i

In Italy, Turin Chapter honored three
members, above, for their efforts in
arranging meetings on fiscal topics. L. -r.,
Santo De Luca; Flavio Dezzani, chapter
president; Pier L. Rappelli and Orazio
Marano, At left and right are Executive
Committee members and their spouses
during a luncheon.

to L
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Chapter/ Member News
OMNI

E d u c a t io n . . . . LIVIA P ER IU was

na me d

manager,

f in a n c i a l

r e p o r t in g ,

O r t h o P ha r ma c e ut ic a l C o r p .
P AUL

F.

KR EKELER , C a n t o n ,

ha s

been

t r a n s f e r r e d t o C i n c i n n a t i a s c o n t r o l le r
the

S h a r o n v il l e

Fo rd Mo t o r

p la nt

of
of

Co.

W.

P AUL

T r a n s m is s i o n

WI L LE Y ,

D a ll a s ,

ha s

been

p r o mo t e d to d ir ec t o r o f f ina n c ia l a d m in is t r a t i o n o f D r e s s e r I n d u s t r ie s .
Eig ht D a y t o n me mb e r s h a v e b e e n n a m e d
a t A r m c o S t e e l . R O BER T
p ro mo ted

to

met al

s up e rvis o r of c o s t a n d
KINIYALO C TS ,

L.

HA S K I NS wa s

p r o d uc ts

d ivis io n

p r i c in g ; G EO R G E

f in a n c ia l

p la nni ng

and

a n a l y s is s u p e r v i s o r ; R O G E R A . L o s E K A M P ,
c o n t r o ll e r — A r m c o F i n a n c e / L e a s i n g
HAR O LD

Salt Lake Area Chapter was really harmonizing early this year when
it put together a band (above), composed entirely of chapter members,
for the St. Valentine's dinner dance. Meeting also featured "chorus"
of past presidents.

ge n er a l a c c o u n t in g a n d
RO BBINS ,

ge ne ra l

J. F. M E R R I C K ,

ER NS T

WILLIAM

E.

BA R E U T H E R , T u c s o n .

ge ne ra l ac c o un ting ; JO HN

K. B O W E , O m a h a .
B. BO W M AN , P ie d m o n t

WOR TH

M o r r is t o w n .

- G reens .

O a k la n d - E a s t

CLYDE

W.

C HA S E, P e n n s y l v a n i a N o r t h -

ea s t, p as t p r e s id en t .

A. E.C H R I S T I A E N s , R a r i t a n V a lle y .
EMMET T
S. C LI F F O R D, O a k l a n d
Ba y,

past

p r es id e nt .

Stuart

-E as t

C a me ro n

WILLIAM

P.C H I C K , O a k la n d - E a s t B a y .
JO HN J. DAVIS, M i a m i , p a s t p r e s i d e n t .
SCMS.
JO HN F. D E M I N G , H a r t f o r d .
C. D. E C K E R T , S a n D ie g o .
E L M E R B. F I S H E R , C o lu m b u s , p a s t p r e s id e n t . SCMS.
E M E R Y A . F R E E M A N , C e d a r R a p id s , p a s t
p r e s id en t .

O' MA L L E Y ,

W illi a ms p o r t ,

f in a n c i a l

planning

F.

p ro mo ted

to

manager,

ma n a g e m e n t

M A R I O N B . S H E L L Y , E lk h a r t A r e a .

JAY

& S o ns

C.

THO RP E,

JR . ,

G AR DNER ,

Co.H e

C a I iJO S EP H

fo r nia.
O L AF

W.

Essex

P ho e nix,

p as t

L. W I L E Y ,

F o rt Wa yne, was p ro -

mo t e d t o ma n a ge r o f ge n e r a l a c c o un t ing,

T H O MA S

K. C.T I F F A N Y , D e t r o i t .
P A UL M. V A N N , W i c h i t a .
J. W. VO R IS , Los A n g e l e s .

C.

p ro mo ted

Co.

C R O UC H, F o r t W o r t h ,

to

vic e p r e s id e n t o f

G.
K. H O W A R T H ,

C e nt r a l,

T.

MC M O R R O U G H , JR . ,

HousOil

to Ma c c o

a d i v is i o n o f V e c t o r - S c h l u m b e r g e r ,

R IC HAR D
p as t

Promotions and New Positions
JO HN D .

R O BER T A. LAP LANT E , W a terb ury.

been

C A R L L I P O F F , K a n s a s C it y .

Ne w s p a p er s .

P itt s b u rg h,

LUCAS, E a s t Be r g e n - R o c k la n d .

HO R T O N, A t l a n t a

p ro mo ted

DALE

R.

to

tre as u rer

C e nt r a l,
of

has

At la nt a

la n t a ,

ha s

t o c o n t r o l le r o f S a g i n a w

Ga.,

as e x e c u t i v e

ST ANLEY G R E S HI N ; L o n g
is

SYLVES TER , B a t t l e C r e e k ,

b een p ro mo ted

F. M I T C H E L L , K a n s a s C i t y , h a s
Rich's D e p a r t m e n t S t o r e in At-

jo in e d

D iv . , E a t o n C o r p .

Alb an y.

BENF O R D

a s c o n t r o l le r .

M. Y O UN G K R AN T Z , S c o t t s d a le A r e a .

p r es id e nt .

J. C. M A R S H ,

Be r g e n - P a s s a ic

P it t s b u r g h .

At la nt a

was

P res s ure

V e s s e ls , I n c .

Tool,

Me m b e r - a t- L a r g e ,

West

ha s

J. Wiss

is a ls o c o r p o r a t e c o n t r o lle r .

Ge ne ra l T ele phone

p r es id e nt .

WEIS S ,

Count y,

b e e n e le c t e d a s s is t a n t t r e a s u r e r b y

MA R K W O O D , L o n g Is la n d - N a s s a u .

HO UR I C AN,

Canad a.

JO HN M .

in -

b o a r d o f d ir e c t o r s .

F.S M I T H , N e w Y o r k .
RO BER T J.S M U L L E N , S p r in g f ie ld .
E D A. Sox,D e n v e r .
W I L F R E D B.T A Y L O R , O r a n g e C o a s t

to n, ha s b e e n tra ns fe rr ed

H. A. L I T T L E ,

and

fo r ma t io n s y s t e ms a u d it ing , H o b a rt C o r p .
R. C. P E R C I V A L , D e s M o in e s .
P AUL H. P H E L P S , W o r c e s t e r A r e a .
E. G. Cox,D e t r o i t , w a s e l e c t e d t r e a s u r e r
ALB ER T G. P I E R C E , F a ll R iv e r - N e w Bedof D a r i n & A r m s t r o n g . H e is v ic e p r e s if o r d , p a s t p r e s id e n t .
d e n t of f i n a n c e a n d a m e m b e r of t h e

RALP H

K. HO D G S O N , S a n D ie g o .

JO HNS ON,

R.
J.

Co., a s c o n t r o lle r . . . . E R NES T L . VA G EDE S h as b een

Cou nt y.

E. P.

VI R C I L

a n a ly s is m a n a g e r . . . . R I C H A R D L . L O A D E R

WILLIAM

R O BER T

S P IR E, m an-

and

BE R N A R D A . C O LA , S t . L o u is .

A.

A.

BR UC E

Mc Le o d S o c ie t y.

J.

LEE

c o rp o r at e

ha s jo in e d I n d u s t r y P r o d u c t s

EUG ENE

p a s t p r es id e nt .

b o ro .

W.

ac c o u n t a n t ,

W E S T E R C AM P ,

ME S T E LL ER ,

Ba y.

C LA YT O N

p a y r o ll;

s u p e r v is o r ,

a g e r , s u b s id ia r y a c c o u n t in g ; T I M O T H Y
W ILLI AMS ,

Emeritus Life Associates

Co.;

MA Y E R , g e n e r a l s u p e r v is o r ,

W.

now

vic e

p r e s id e n t ,

v ic e

p r es id e nt .

Is la n d - N a s s a u ,
a d minis t r a t io n,

wit h C o lo n ia l C o mme r c ia l C o r p .
JOSE

C. ATIL, JR . , Los A n g e l e s ,

e x e c u t iv e

vic e

p r e s id e n t

of

is n o w

Dia me d ic s ,

AD O L P H M AT Z , N o r th P en n .

KAR L HAMM ER MUELLER , Bruns wic k Area,

I n c . . . . JO N M .

G. L.

has

m o t e d t o c o n t r o l le r , A r t i s t i c B r a s s , N o r r i s

MC C L UN C , A t lan t a

North.
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been

na me d

manager,

f in a n c e ,

at

FO R BES h a s b e e n p r o -

B7

Industries. . . . FRED F. GANSON Was
appointed general manager, Computer
Services Div., Infornational.... LINDA
J. TAYLOR is now systems analyst with
Transaction Technology, Inc. . . .
BERNARD VAN RIJN was named controller for L. P. L. Technical Services,
Inc.... NEIL C. WOLCOTT is business
manager, Howard M. Borris & Co.

a

president of Union Carbide's chemicals
and plastics operating unit.... EDWARD
SZYMANSKI has been promoted to head
of the reporting and analysis section of
the Supply Accounting Div., Exxon International Co.
JAMES M. SISSON, Norwich, was named
controller of G. C. Moore Co.
ROBERT J. TOLTZMAN, Orange Coast
California, has been appointed eastern
area director of business development
for Marshall and Stevens, Inc.

J

GARLAND TATTERSON, JR., Parkersburg Marietta, is assistant plant manager,
Cleveland, for Interlake Steel Corp.

MOORE
New York

EMKEN
Piedmont - Winston Salem

DONALD A. SCHUMACHER, Minneapolis
Northstar, has joined Cretex Companies,
Inc., as corporate controller.
ROBERT E. GREENLACH, New York, has
been promoted to financial controller of
Channel Companies, Inc.... JANET K.
MESSING was promoted to full professor
at Herbert H. Lehman College of the
City University of New York.... ROBERT
E. MooRE, has been appointed vice

Four Piedmont Winston -Salem members
have been named at R. J. Reynolds IndustIies. ROBERT A. EMKEN has been
named executive vice president, Sea -Land
Service, a subsidiary; JOHN A. HAGAN is
now comptroller; LOCKE M. NEWLIN has
been appointed assistant comptroller accounting, and ELWOOD VANN was
promoted to corporate systems manager.
WAYNE A. KIDD, Portland - Willamette,
is now general manager and controller
for Candlelight Homes, Inc.... TERRY

0] 1'o

"',

e

Some folks think we count cans
or bottles
or cases!
But it's not true! We 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
for recorded or calculator inventories
choose our service
...
... and fair cost,
for accuracy, efficiency,

NNEW

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

Circle 25 on inquiry card.
68

K. SCHANDEL is now controller of Fred
Meyer Savings & Loan.
MONTE A. SVARDAL, Salinas Valley Monterey past president, has been appointed controller of Spiegl Foods, Inc.
PARLEY N. BUTLER, San Francisco, has
been named assistant general manager of
Commercial Welding Co. . . . JOHN
JACKSON has been promoted to vice president and controller of Redwood Bank....
ROBERT S. WALIGORE has joined Fireside Thrift as vice president.
LESLIE L. SNYDER, Sall Joaquin Valley,
is the new assistant controller of Sun craft of California.
RICHARD B. ARNOLD, Williamsport,
recently was promoted to vice president
and treasurer of Commonwealth Bank &
Trust Co.
LIONEL D. CARBONNEAU, Worcester
Area, was promoted to senior accountant
at Paul Revere Life Insurance Co... .
PAUL F. O'HARA recently was elected to
second vice president for policy owner
services administration at the State
Mutual Life Assurance Co. of America.... CHARLES L. SANDERS was elected
to the board of directors of The Paul
Revere Life Insurance Co. and The Paul
Revere Variable Annuity Insurance Co.
Kudos
ROBERT BEYER, past national president
from Colorado Springs- Pueblo, was
named a 1975 Distinguished Service
Award Recipient by the University of
Wisconsin. Mr. Beyer, retired managing
partner of Touche, Ross & Co., is the
primary contributor to a $1,000,000 professorship in managerial accounting bearing his name at the University.
Organization Service
RALPH W. NEWKIRK, JR., South Jersey,
was elected president of the New Jersey
Board of CPAs. A current national
director of NAA, he was appointed to
the Board in 1973.
In Memoriam
GEORGE S. COLLINS, 58, Pennsylvania
Northeast, 1946.
A. D. CORK, Stockton Area, 1970.
ARTHUR C. CURTIS, 79, Raritan Valley,
1948. Emeritus Life Associate.
ARTHUR V. K. DEEKENS, 63, Houston,
1967.
JOSEPH DUBAUSKAs, 78, Waterbury,
1950.
Continued on page 70
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CPA
REVIEW:

Time Off
Roo

e,

all live
instruction

I

Next Fall's CPA exam
is Nov. 5 - 7. SO DON'T
PANIC in to month s of

needless preparation.
• BEGIN W ITH US
SEPT. 2nd
•

oER`'oa

INDIVIDUAL
CONSULTATION
AS NEEDED

\•

•

ALL M A TER IAL
SUPPLIED — NOTHING
T O B UY

•

UNLI M ITE D M A KEUP
OP P ORT UNIT IE S

FNtBcFMAIUb

"Sorry, but the only jobs we have for men are typist or file clerk!"

Like a Cheery Robin
Annual reports don't have to be a
drag, a compilation of and statistics
and passionless prose. The 1974 annual report of Robins Industries
Corp., for example, is as bright and
Cheery as —say —a robin at sunrise.
Here's a sample of the traditional
President's message which leads off
the report:
"At home there is a large mirror
next to the front door. It was put
there so that arriving guests can inspect themselves to rearrange a windblown hair or a wrinkled dress. It is
also used by the occasionally proud
parents of the household to display
to visitors, by means of scotch tape,
an unusually good school report card
or some other evidence of their
children's achievement.
"A corporate annual report, while
it primarily shows the health of the
corporate body, is in a sense a 'report
card' on the achievement of management. This report, I Trope, will qualify
to be proudly displayed in the homes
of all of our directors, officers and one
hundred employees.
"Of course there is an occupational

LEARN HOW TO PASS
THE CPA EXAM

hazard involved in writing such a report. The reporter is also the reportee
and runs the risk of breaking an arm
from patting himself too vigorously
on the back. That is currently being
done by a national manufacturer of
chain saws. Through a television commercial, he is giving out buttons which
read, 'We refuse to participate in this
recession.' Those words characterize
the results of our operation for 1974."
When the company president goes
on to give thumbnail sketches of the
directors and officers, the frankness is
even more refreshing: "Warren W.
Meuselbach, our V. P., Treasurer and
Director is Commander -In -Chief of
our computer and other financial and
administrative functions. He has been
with Robins since 1968. He is slowly
being driven up a wall in trying to
comply with new (almost weekly),
edicts of the Securities and Exchange
Commission."
Source of this highly informal
approach to annual reports is President Herman D. Post, who ramrods
the Commack, N.Y., maker of prod ucts for tape recording, audio and hi-

fi fields.

F

Albany
Atlanta
Baltimore
Boston
Charlotte
Chicago
Cincinnati
Harrisburg
Houston
Long Island
Los Angeles
Louisville
Miami
New Haven /Hartford
New Yor k City
Northam New Jersey
Orange County, Calif.
Philadelphia
Providence
Rochester
San Diego
San Francisco
Syracuse
Washington, D.C.
White Plains

1518) 4343317
(404) 394 -4724
130113666800
(617) 326 -2552
(704) 3651471
1312) 726.0275
(513) 922 -4149
(717) 7615229
1713) 5263101
1516) 473.6200
1213) 8834221
( 502) 5839970
1305) 6616904
(203) 6244776
(2121 682 8542
(201) 3438303
(7141 547.7733
(215) 567.0803
(401) 724 -5851
(716) 271 -2115
(714) 4521300
(415) 391 -2583
(315) 4726603
(301) 6563360
(914) 946 -1875

e New locations — Fall 1975
Allentown
(215) 437.5404
Buffalo
1716) 634-1919
Columbus, Ga.
1404) 566.2023
Dallas
1214) 231 -9060
Detroit
1313) 3550566
Ft. W orth
1817) 332 -1024
Greensboro
1919) 273.5522
Kansas city
18161 561.4483
Knoxville
(6151524-4017
Manhattan
(212) 6628542
New Brunswick
(2011 343-8303
New Orleans
15041288 -1234
Pittsburgh
(412) 391 -1538
(815) 232.2035
Rockford
Sacramento
(9161485.2875
San Juan
(8091 7243013 (ext. 2771
Tampa
(813) 229 -2680

P W
PERSON-WOLINSKY
CPAREVIEWCOURSES
A D MI N . O F F I C E : 1 1 Lind en P l.
Pt. Je ff erso n Sta., N.Y. 1 17 76
(5 1 6 ) 4 7 3 6 2 0 0
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PROFILE: LAFE P. FOX

------------ - - - - -I
I
I
I

I

P' CANDIDATES:

1
I
I

LOW COST CPA PRACTICE
*THEORY REVIEW SYSTEM
I

I
*Can't meet the price of an expensive
review course?

I
I
I *Short of time to organize your own I
study?
I
I
I Try this proven approach.... over I
five pounds of classic practice and I
theory problems complete with in- I
structions and solutions, many fresh
from the very last CPA exam, all outlined in logical study order
.
shipped prepaid to you for only I
$29.95.
I
Send check to:
C.P.A. Publications
P.O. Box 5061
Westport, Ct. 06880

Circle 27 on inquiry card

BE A
FINANCIALSPECIALIST
Ground floor opportunity to be part
of a major expansion program,
involving the offering of financial
consulting services, including:
•
•
•
•

Mergers and Acquisitions
Corporate Financing
Financial Search
Financial Management

Total investment $10,000, includes
substantial future growth potential
of each secured original territory.
Major geographical areas open.
Prefer candidates with minimum
three years of accounting /financial
experience but will consider others.
For additional information, please
reply stating personal background
and geographical preference to:

Continued from page 14
spends most of his time on sales. PMC
Industries is divided into five divisions,
specializing in pipe machinery; tools used
in machines to face and thread pipes;
couplings; nuclear products; and gauges
and instruments.
PMC's machines and products go into
the pipe sector of the energy business,
and, as a result, business is booming.
"Our business is going to be up 35 percent over last year; last year it was about
20 percent over the year before," he
points out. "We're taking orders right
now in the machinery division through
the middle of 1977."
The company, which is privately held,
has more than 400 employees and plans
to expand its operations in Lone Star,
Texas. President Fox cut out a chunk of
the world market for its products when
he accompanied Governor James Rhodes
of Ohio on a trade mission to Japan in
1967. "I was the only one to represent
the machine too] industry on the tour."
PMC now sells over $1.5 million a year
worth of machinery to Japan through a
trading company.
Governor Rhodes formed an association of prominent businessmen to promote business for Ohio in 1966 and Lafe

IN MEMORIAM
Continued from page 68
BRICE R. DUNAGIN, 62, Charlotte Gold,
1959.
KENNETH R. ECKLEs, 79, Member -atLarge, USA, 1940.
H. R. GEORGE, 50, Toledo, 19 59
JAMES F. GORMAN, ITI, 28, Connecticut
Gateway, 1971.
KENNETH F. HARDY, 66, Grand Rapids,
1943. ELA.
JOHN W. HULEY, 77, San Francisco,
1943. ELA.
JAMES J. MCGEE, 55, Pennsylvania
Northeast, 1974.
JOHN H. MONTGOMERY, 57, Phoenix,
1965.
HAROLD B. MORSE, 69, Boston, 1957.
R. M. NEVILLE, 80, Houston, 1935.
ELA.
JOHN V. PEFFER, 66, Peoria, 1953. ELA.

Fox is one of the members of this elite
group called the Ohio Commodores. In
addition to promoting business opportunities for the state, members fill in for
the Governor when he is unable to attend a function.
Another organization Mr. Fox is affiliated with is the Ohio State Troopers
Assn., an organization set up to help
state troopers in need and to help the
families of troopers killed in the line of
duty.
Cleveland Three
President Fox enjoys bowling and golfing in off moments from his arduous
business schedule. His wife, Rita, and he
have two children, a daughter, Carol,
and a son, Richard. When he was elected
president at the Annual Meeting in
Anaheim, he was assured of at least two
votes. His son is a vice president -elect of
Cleveland East Chapter, and his son -inlaw, James DeJoy, also an accountant, is
a charter member of Cleveland East.
Lafe P. Fox will be on the move, as
usual, during 1975 -76 when he moves
around the country, talking to NAA
members about the Association and the
way it can be used in career development.
It's a familiar topic for the new President
and he will be an enthusiastic salesman.
❑

DANA R. PICKUP, 62, Olean-Bradford
Area, 1969.
WILLIAM W. RICHMAN, 51, San Gabriel
Valley, 1962.
PERRY L. RICHMOND, 57, North Penn,
1951
JOSEPH S. SABRIER, 54, New Orleans,
1974.
HARRY SIEGEL, 66, Boston, 1952.
MATTHEW J. STAWICKI, 53, Milwaukee,
1972.
EDWARD A. STEVENS, 68, Philadelphia,
1947.
FRANK X. SUTER, 75, Rochester, 1930.
ELA.
LEO VANE, 68, Essex County, 1968.
ZACH T. WHITE, 54, Member -at- Large,
USA, 1948.
GEORGE E. WILEY, 38, Los Angeles,
1973.
WARREN E. WILLIAMS, 53, Reno Area,
1968.

FINANCIALCONSULTANTS
P. 0. Box 9304
Providence, R. I. 02904
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Errata
In the list of the candidates who passed all five parts of the
CMA examination, published on page 68 of the June issue,
an error was made regarding George H. Skinner. Mr. Skinner is self - employed as a CPA, rather than an employee
of the Signal Companies.
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By Thomas J. McCarthy
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Discusses the growing necessity for supplies inventory management and offers methods of improving the control and
accounting for supplies. Two case studies are designed to
guide readers in deciding which methods would be applicable to their businesses. This report begins a new research
series to replace Accounting Practice Reports Nos. 1 -16.

to

M� li on � l A s20 c Is l lon of A c c ou nlA nf s

A partial list of the contents includes:
Sp e c ify NA A P ub lic atio n No. 7 5 76 - $4 .9 5

*Cost and Relevancy of Supplies
-Objectives of Supply Control
-Organizational Factors
-Centralized Purchasing

-Pricing of Supplies
•�Centralized�Warehouse�Control
•�Standardization�Procedures
•�Factory�Supply�Control

•�Ordering�Costs
•�Economic�Inventory�Levels
•�Stockout�Costs

Other recent publications available from NAA
SOME EFFECTS OF PARTICIPATIVE BUDGETING ON
MANAGERIAL BEHAVIOR
By Robert J. Swieringa
and Robert H. Moncur

SOME[MUMS
01PAR11CIPAIM
BOOGRN
I GON
MANAGIRIAI
BEHAVO
IR

MANAG ING THE CASH FLOW
Contains 29 articles published
originally in MANAGEMENT
ACCOUNTING, selected by the
ed itors f or their re levancy to this
critic al area of ac co unting o peratio ns. Provid es in one hand y vo lume
a c omp rehens ive re vie w o f the
subject.

Results of a study des igne d to de term ine
the link b etwe en a co mpany's us e of
participative b ud ge ting and the be havior
of its m anagers. The authors belie ve that
the concept of manage rs having c ertain
"b ud ge t-orie nted b ehavio r" o ff ers a ne w
view o f budg eting, a f ulle r ap prec iation
of its inherent struc ture , and a broade r
conce pt of its role and likely e ffe cts.
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S UB T O T A L

MONEY ORDER

Aember
kccount No.

S

Nonmember []

TO T A L
BO OK S

S

ME MB E R
DI S C O UNT 1 0 %
TO TA L (g ro ss )

S

Sh i pp i n g ( A dd 10 % on a ll o r d e r s t ot a l li n g

J Please send catalog /order form of all publications
curre ntly availab le f ro m NA A .

$15.00 o r less; ad d 5% o n all o rde rs to talling
more than $1 5.0 0)
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"You need good 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 next time you need a competent controller, auditor. accountant or bookkeeper... call a Robert
Half specialist.

ACCOUNTING, FINANCIAL, BANKING & EDP PERSONNEL SPECIALISTS.
OMA HA
7101 Mercy Rd.
(402) 397 8107

SAN JOSE
675 North First Si
(4081 2939040

ORANGE, CA.
500 South Main St
(714) 8354103

SC RANTON
Connell Bui lding
(717) 961 5821

LOUI SVI LLE
680 South 41h St.
(502) 589 -6657

PHI LAD ELPHI A
2 Penn Center Plaza
(215) 568 -4580

SEATTLE
1215 Fourth Ave (206) 624 -9000

DETROI T
670 Honeywell Center
Southfi eld
13131559.1212

MEMPHIS
12 South Main St.
1901) 523.8950

PHOENIX
3225N Central Ave
(602) 2646488

STAMFORD , C T.
1 t I Prospect St.
(2031325-4158

ENCINO, CA.
16661 Ventura Blvd
(2131995 0701

MI AMI
1190 N.E. 163 St.
North Miami Beach
(305) 9470684

PI TTSBURGH
Gateway Towers
(412) 471-5946

HAR TFO RD
111 Pearl Si,
(203) 2787170

MI LW AUKEE
777 East W isconsin Ave.
(414) 2719380

TAMPA
1311 N. W estshore Blvd,
(813) 876 -4191
W ASHINGTON, D. C.
7316 Wisconsin Ave. N.W .
(3011 652 1960

HOUSTON
1200 Central Nat'l. Bank Bldg.
(713) 228 -0056

MI NNEAPOLI S
80 South 8th St.
(611) 336 -8636

IND I ANAPOLI S
921 East 86 St.
13171 253 -5545

NEW ARK
1180 Raymond Blvd.
(201) 6233661

ST. LOUIS
7733 Forsyth Blvd.
Clay ton
(3141 727 1535

KANSAS CITY, MO.
127 W est 10th St.
(816) 474 -4583

NEW YORK
330 Madison Ave.
( 212) 986 -1300

SAN DI EGO
525 - 8 - Street
( 714) 239 9001

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

LANC ASTER
8 North Queen St.
1717) 299 -5621

OAKLAND
1330 Broadway
(415) 7634104

SAN FRANC ISCO
111 Pine St.
(415) 434 1900

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

ALBUQUERQUE
2201 San Pedro N.E
(5051 266 -5557

COLUMBUS, OHIO
88 East Broad Street
1614) 221 9300

ALEXA ND RI A
5001 Seminary Rd.
(703) 931 3600

D ALLAS
2001 Bryan Tower
(214) 742.9171

ALLENTOW N
1401 Cedar Crest Blvd
(215) 439 1506

DENVER
2 Park Central
(303) 629 1010

ATLA NTA
3379 Peachtree Rd.. N.E.
(404) 233 -2416
BALTI MORE
The Quadrangle —Cross Keys
(301) 3237770
BOSTON
140 Federal St.
(617) 423 6440
BUFF ALO
1310 Liberty Bank Bldg.
(716) 8420601
C HARL OTTE
4801 E. Independence Blvd1704) 535-3370
CHIC AGO
333 N. Michigan Ave.
(312) 782 6930
C I NC I NNATI
606 Terrace Hilton
(513) 6217711
C LEVELAND
1367 E. 6th St.
(2161621- 0670

LONG I SLAND
420 Jericho Turnpike
Jericho
(516) 822 -8080
LOS ANGELES
3600 W ilshire Blvd.
1213) 386.6805

PORTLAND, OR.
1 S.W . Columbia
(503) 222.9778
PROVID ENCE
400 Turks Head Bldg.
1401) 2748700

ROBERT ELF

PERSONNEL AOIlMICIES

©
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W I LMI NGTON
1102 W est St.
(3021652- 3244

LONDON E C 2, England
17 Finsbury Square
01 6834394

